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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
Crimin al Investiga tion ("C I") finalized  an historic
reorganization. We achieved numerous long-
sought goals, including line authority over all CI
special ag ents and  employe es, referral au thority to
the Department of Justice for our investigations
and a direct reporting relationship to the
Com mission er. Until la st July, CI S pecial A gents
reported mo st directly to multifunction al (i.e.,
civil and crimin al) IRS district directors, a
relationship mirrored at IRS headquarters with an
Assistant Commissioner for CI reporting to a
multifunctional executive subordinate to the
Com mission er. Com mission er Cha rles O. R ossotti
has now placed all criminal enforcement resources
unde r the Ch ief, Crim inal Inves tigation, w ho, in
turn, reports directly to him. Two significant
reasons fo r the reorga nization  were: 

1. The Restructuring and Reform Act of 1998
(RRA  98) set th e groun dwork  for the IRS  to
redesign to serve taxpayers and tax
practit ioners  more e ffective ly and e fficien tly.
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 most significant changes to IRS
Crimin al Investiga tion were  virtually invis ible to
the field special agents and our key constituents:
the Department of Justice Tax Division and the
Offices of the U nited States A ttorneys. Howe ver,
num erous in ternal ch anges h ave occu rred that w ill
ensure a m ore focused tax  complianc e strategy, a
streamlin ed app roach to c ase man agement within
CI, and a much more coordinated and effective

media s trategy. (See  article “IRS  Public ity
Strategy” by Mark Matthews in this issue of the
USA Bulletin) The revised CI mission statement
reflects that focus:

I. Mission of IRS Criminal Investigation

Criminal Investigation (CI) serves the
American public by investigating potential
criminal violations of the Internal Revenue Code
and related financial crimes in a manner that
fosters confidence in the tax system and
compliance with the tax law.

A. Line  Autho rity

The IRS CI has line authority through the
Chief CI who reports directly to the
Commissioner. The local CI Special Agent-In-
Charge (SAC) reports directly to the National
Office th rough  his or her D irector of F ield
Operations (DFO), who is located in the IRS
areas. This ensures that case management is now
the responsibility of professional law
enforcemen t officials within the IRS . 

B. IRS Lead D evelopment Cen ters

A new concept for the IRS CI was the
establishmen t of Lead De velopmen t Centers
(LDC). These centers, which are being
implem ented as  this article is p ublishe d, will
assist CI special agents in developing and
assigning inve stigative leads. LD Cs will be a p art
of the D irector, Field  Opera tion's staff. Th ey will
perform database analysis, develop leads to the
level required for P rimary In vestiga tion (P I)
assignment, and review leads for consistency
with the  IRS C omplia nce Stra tegy. The  LDC  will
proce ss all frau d refer rals from  the fou r newly-
created IRS Operating Divisions and send them
to the field  offices. Fu rther, the L DCs  will
interface with CI Field Offices, Operating
Divisions, task forces, and FinCEN (Financial
Crimes Enforcement Network) to select, develop,
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and assign lea ds. As of M ay 2001, the  Baltimore
LDC is staffed and operating. During the next
year, LD Cs will b e open ed in A tlanta, St.
Petersb urg, G arden C ity, Philade lphia, C incinn ati,
Indianapolis, Kansas City, Austin, Denver, Fresno
and Portland. (See appendix A – Case
Managem ent Process)

C. Fr aud R eferra ls

Both structural and process changes are being
established in the Operating Divisions to revive
the referral program so that CI can focus on tax
investigations. Both CI and Operating Division
resources will be dedicated to fraud detection and
investigation at key organizational levels. Formal
educa tional, referr al, and fe edbac k proces ses will
be established. The Operating Divisions have
hired Fraud Area Managers for their four area
offices. T hese m anagers  will supe rvise over s ixty
fraud referral program specialists  who will be
spread  across the  country. T hese sp ecialists will
work directly with R evenue A gents and O fficers
to develop q uality fra ud ref errals to  CI.

D. Fraud D etection Centers

The new ly named F raud De tection Centers
(FDCs) replace the Criminal Investigative
Branches (formerly known as CIBs) located in the
Customer Service Centers. The FDCs have been
incorporated into the CI organization under the
Office of  Refun d Crim es. The y work clos ely with
CI field off ices to dev elop crim inal cases a s well
as to stop fraudulent refunds. In addition, the
FDCs work with the other Operating Divisions
within the S ervice Center an d 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
Repo rt conclu ded, it is C I and C I alone tha t is
charged  with en forceme nt of tax cr imes. A nti-
drug enforcement is, of course, a national concern,
and CI special agents will still be utilized in those
efforts. The W ebster Repo rt made clear, ho wever,
that CI should be reimbursed by other agencies
that utilize its agents and resources in narcotics
cases, an d that is, in  fact, happenin g now.  CI is
now focu sing on those  cases of significance  where
CI specif ically brings  its uniqu e skills to the ta ble

and on cases with an impact on tax
administration . 

CI has developed an interim compliance
strategy wh ich iden tified three  separate se gmen ts
of CI's investigative efforts; Legal Source Tax
Cases (commonly referred to as Title 26 cases
although this segment also includes Title 18
violations such as 286, 287 and 371); Illegal
Source Financial Crimes (which includes Title 18
and Title 26 violations as well as money
laundering violations); and Narcotics-Related
Financial Crimes (which includes both tax and
money laun dering violations.) 

F. IRS  Com plianc e Cou ncil 

CI is a key member of the IRS Compliance
Council that will implement an IRS National
Com pliance Stra tegy. The cou ncil include s CI,
the IRS  ope ratin g div ision s, the Co mmissio ner 's
Representative and external compliance
stakeholders - such as the Department of Justice.
The council will play an essential role in the IRS'
strategic, coordinated approach to compliance
issues thro ughou t the pre-filin g, filing an d post-
filing efforts. CI will use the National
Compliance Strategy to manage the mix of cases
to ensure the appropriate investigations are being
conducted in order to foster compliance.

G. Partnership with Operating Divisions

CI works closely with the four operating
divisions, and this relationship is reinforced
through the IRS Compliance Council. The
relationsh ips with S mall Bu siness an d Self
Employed  (SB/SE ), Wage an d Investmen t (W &
I), Large and Mid-Sized Business (LMSB) and
Tax-E xemp t and G overnm ent En tities (TE/G E) is
geared toward  specific market-segm ent taxpayers
for purposes of providing anti-fraud education
and identifying appropriate fraud cases for
referral.

H. IRS Counsel's Role in the new CI (See
“IRS Creates Counsel/Special Agent Team” by
Nancy Jardini and Mark Matthews in this issue of
the US A Bu lletin)

Counsel is now involved in CI cases from the
very beginning to provide guidan ce to the case
agent an d man agement officials. C ounse l is
available to discuss all types of case related issues
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regarding both Title 26 and money laundering.
They are involved in the review of Special
Investigative Techniques, handle summons
enforcement, review CI cases upon completion,
and prepare an evaluation memorandum for the
referrin g officia l.  (See a ppen dix A  --  Case
Managem ent Process.)

One of the recommendations in the Webster
Report was to restructure the way legal service
was provided to CI. Judge Webster’s
recommendations, along with the design changes
brought about as a result of the more general IRS
restructuring, resulted in the reorganization of
Crimin al Tax c ounse l. In July, 20 00, immediate ly
after C I was res tructu red, th e Trea sury Se cretary,
with the  endors ement o f Com mission er Rosso tti,
transferred referral authority of a criminal case
from Counsel to CI 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 criminal tax investigations to the
Justice Dep artment for prose cution. 

I. Public In form ation O fficers (PIO s) (See
IRS P ublicity Stra tegy by Mark Ma tthews in  this
issue of the USA Bulletin)

Criminal Investigation has established
collateral d uty position s for IRS s pecial age nts to
serve as Public Information Officers (PIO).  Each
of the thirty-five Special Agents-in-Charge now
has a PIO . They ser ve as the c ontact p oint for all
internal and external CI communication
initiatives, including issuing press releases and
coordinating with the U.S. Attorneys' Offices and
other law enforcement media events. One of the
key responsibilities of the PIO is to establish a
close working relationship with the U.S.
Attorne ys' Offices in th eir judicia l districts to
assist in en suring th at CI cases  receive ap propriate
publicity. The P IOs have receiv ed disclosure
training (as it relates to the disclosu re of tax return
information under Internal Revenue Code Section
6103) an d media train ing with their S ACs. 

J. Recruiting N ew Specia l Agents 

Criminal Investigations is taking aggressive
steps to increase the special agent workforce.
Some efforts include increased recruiting
activities, ob taining ad ditional h iring auth ority

and the reestablishment of the student COOP
program. During the next two years, 2001- 2002,
CI will hire almost 600 additional special agents.

II. 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; Baltimore, MD;
Chicago, IL; Dallas TX; Philadelphia,
PA; Laguna Niguel, CA.

2. Thirty-five Special Agent-in-Charge
Offices: CI territory offices will be
aligned with the boundaries of the
Federal judicial districts to enable each
U.S. Attorney's Office to have contact
with only one CI office.

3. Ten F raud D etection C enters: Fo rmerly
called C riminal In vestigative  Branc hes in
the ten IRS service centers, the Fraud
Detectio n Cen ters will rem ain located  in
the same centers across the United States;
however, th ey report to the Hea dquarters
Director, Refu nd Frau d. These ce nters
detect fraudulent returns and prevent
issuance of related false refunds. They
work clo sely with C I field offices to
develop criminal cases.

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

5. CI Special Agents and support staff: The
majority of C I's front line field
employees are at the same location doing
the same job.

B. Changes in Field Operations

1. CI Offices are aligned with IRS area
boun daries an d U.S . Judicia l Districts to
improv e stakeho lder interfa ces and  to
meet our responsibilities in the area of
tax adm inistration  and law  enforcem ent.

2. CI has increased operational focus and
accoun tability by linkin g more d irectly
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with the  IRS op erating d ivisions to
develop leads and investigate tax fraud.

3. Centralized management increases
consistency in the application of the CI
comp liance  strategy.

4. Responsibility is delegated to the Special
Agents-in-Charge (SACs) and Assistant
Specia l Agen ts-in-Cha rge (AS ACs ) 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
throu gh a co llaborative ef fort be tween  CI,
Chief Counsel, Department of Justice and
the Execu tive Office for U.S . Attorneys. 

6. The n ew con figuration  more clo sely
resembles other law enforcement
agencies.

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

1. Crimin al Investiga tion's involv ement w ith
the U.S . Attorne y's office is essen tially
“business  as usual.”

2. CI in each field operation is under the
direct authority of the Special Agent-in-
Charge.

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

4. The SA C and A SAC  and Su pervisory
Special Agent continue to establish and
maintain lia ison  with  the U .S. A ttorn ey'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

The ro le of the crim inal tax atto rney with in
the Internal Revenue Service’s Office of Chief
Coun sel chan ged dra matically in J uly, 200 0. Both
the organizational structure of Chief Counsel’s
Crimin al Tax D ivision, also  known  as CT,  as well
as its procedural responsibilities have been altered
to promote a stronger, more integrated and
constr uctive  relation ship b etwee n CT  attorne ys
and the Criminal Investigation Special A gents.
Assistant United States Attorneys and trial
attorneys 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
hearings in 1998, IRS Commissioner Charles
Rossotti asked Judge William Webster, former
director of  the FB I and C IA, to con duct a
comprehensive review of the operations of IRS
Crimin al Investiga tion (CI). In  a report issu ed in
April 1999, see
http://www.treas.gov/irs/ci/ci_structure/index.htm,
Judge Webster made numerous recommendations
to improve the efficiency of CI operations. One of
those recommendations was to restructure the way
legal service was provided to CI. Judge Webster’s
recommendations were based on two fundamental
finding s. First, a stru ctural ch ange to C T wou ld
ensure accessible legal advice in the complicated
area of criminal tax to the Special Agents in the
field. Anoth er equally impo rtant reason, how ever,
was to ensure that the very sensitive enforcement
concerns of th e IRS, wh ich differ from eve ry

other federal law e nforcemen t agency, are
consistently considered in every case. The
restructu ring of C T has allo wed C T to effec tively
accomplish  the goals set forth by Ju dge 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 national office who
had no authority to enforce it. In the field,
crimina l tax work  was han dled by m ulti-
functional district cou nsel attorneys wh o were
responsible for supporting and reviewing CI
investigatio ns, as we ll as for a bro ad rang e of civil
tax issues such as tax court and bankruptcy
proceeding s. They were n ot full-time practitioners
in the complicated criminal tax arena.

This fractured structure presented a number of
difficulties  in provid ing effectiv e legal adv ice to
CI. Th e field attorn eys who w ere exp ected to
provide expert legal advice on complicated
aspects o f crimina l tax to the a gents in th e field
also shou ldered d iverse resp onsibilities  for civil
tax matters. Co nsequen tly, these attorneys were
expected to develop a depth of expertise while at
the same time fulfilling their responsibilities in tax
court and in U.S. District Court on bankruptcy
matters. A s a result, d espite the  dedicate d efforts
of Counsel attorneys, the criminal tax work often
became a low priority because it had less urgent
deadlines. Finally, because the national office had
no direct authority over the field attorneys,
national criminal tax policy guidance and training
was not always effectively implemented in the
field.

The new structure of CT not only addresses
those shortcomings but also reflects the IRS’
commitment to support the criminal enforcement
comp onent. E very attorne y nationw ide wh o is
assigned to CT is a dedicated expert in criminal
tax law and does not have any civil tax
respon sibilities. CT  has a dire ct line of au thority
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from the  nationa l office throu gh the fie ld to
establish consisten t policy and to prov ide uniform
review, guidance, and training. CT  attorneys’
mandate is not only to foster criminal tax
expertise, but to be accessible and integrated
members of the criminal investigative team. These
features of a stronger national office with direct
superv isory contro l over field o peration s is
mirrored  in the C I organiza tion as we ll.

The CT National Office is 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 CI, the Division Counsel
and the  Chief o f CI work  closely togeth er to
ensure consistent policy development and
implem entation . The D ivision C ounse l is
responsible for directing the entire Criminal Tax
program, w hich includ es a national office staff
and d ocket attorn eys located  in thirty-five field
offices throughout the country. The National
Office mandates all CT policy and procedure,
coordinates multidistrict investigations, develops
and coordinates all CT training, reviews sensitive
investigations from the field and generally ensures
that the CT  program is im plemented  effectively. 

The CT field structure is designed to mirror
the structu re of the client, CI. T hus, C T field
operation s are coord inated b y six region ally
deployed  Area C ounse l who are  co-located  with
CI’s six directors of field operations (DFOs). CT
docket attorn eys are as signed  to each  of the th irty-
five CI field offices where the CI Special-Agents-
In-Cha rge (SA Cs) are loc ated. M ost CT  field
attorneys h ave a prim ary office loca tion with
other attorn eys from th e Office o f Chief C ounse l,
but hav e second ary space in  the CI offic es. This
allows the CT attorneys to maintain professional
contact with their peers from other field divisions
of Counsel and also to develop a new, closer and
more integrated relationship with the investigating
Special A gents. 

In addition to the structural changes, CT has
effected n umero us proc edural c hange s to
accom plish th e mission of p artner ship w ith CI.
The most significant procedural change has been
the transfer of “referral authority” of a criminal
case from Counsel to CI Special-Agents-In-

Charge. The laws regulating the disclosure of
taxpayer a nd tax r eturn in formation  from IRS  to
outside agencies require that there be one
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 laws were applied uniformly throughout the
country. It w as also des igned to  ensure th at both
the civil and crim inal tax implication s were
evaluated during the criminal referral process.

The practical impact of Counsel’s possession
of the referral authority was to create a significant
impediment in the relationship between Counsel
and C I. It created a d ynamic u nder th e old
Counsel structure whereby multifunctional
Counsel attorneys, who may not have had any
significant expertise in criminal tax, wielded the
authority to prevent an investigation from being
referred for prosecution. Those attorneys, who
were often con sumed w ith tax court
responsibilities, only got involved in the criminal
investigation on ce it was comp leted and w ere
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 CI special
agents’ point of view, the CT attorney, in most
instances, got involved at the end of an
investigation and was perceived only as someone
who could hurt, not help, the case. Counsel’s
power  to decline  cases, com bined  with the ir
inability to d edicate sig nificant tim e to assisting  in
perfecting the cases, created strained relationships
on occasion  between C ouns el and  CI.

In July, immed iately after CT and  CI were
restructured, the Treasury secretary, with the
endorsement of Commissioner Rossotti, Counsel
and CI, transferred referral authority to CI. CT
attorneys are no longer the gate through which
criminal investigations must pass in order to be
prosecuted, but are vehicles to assist in developing
quality cases at every stage, not just once the
investigation has been completed. The CT
attorney is still responsible to ensure that both the
civil and criminal implications of an investigation
are considered. National consistency in criminal
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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 investigation is referred.

Although CT attorneys no longer have referral
authority, they have taken on a broad range of
responsibilities to assist CI in the development of
quality inv estigations . CT atto rneys are th e sole
legal advisors to CI in administrative tax
investigations, but work in partnership with CI
special agents in both administrative and grand
jury investigations. T heir role in grand  jury
investigations is to assist both the case agents and
the supervising prosecutor by providing technical
criminal tax expertise and helping to ensure that
the investigative means conform to both legal
standards and IRS policy requirements. An
example is the use of search warrants in tax cases.
IRS CI policy is to subject such warrants to a
careful review, inv olving CT  attorneys, to ensure
that a variety of factors are considered, including
whether less intrusive means of gathering the
necessary evidence are available. By having CT
attorneys assist CI agents in drafting search
warran ts, it is hoped  that a bette r produ ct will
result and  that CT ’s involv ement w ill aid in
reducing the burdens on the prosecutor. 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 atto rneys con tinue to co nduc t in-depth
legal analysis of all completed investigations, but
also become involved in the preparation of the
Special Agent report long before it is finalized.
This d ocum ent is not o nly 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 attorneys consider the CT review a
highly important aid in evaluating cases. CT
attorneys arrange and participate in taxpayer and
taxpayer r epresen tative con ferences  in
administratively investigated cases. They review
unde rcover op eration req uests an d particip ate in
the strategic planning of those activities. They
assist in  the prepara tion of  grants  of imm unity,
search warrants, summon s enforcement actions,
and requests for the use of special investigative
techniques such as wiretaps. C T attorneys are also
active in CI training at both the local and national
level, and have two attorneys who train new
Special Agents, deployed to the Federal Law
Enforcem ent Training  Center in G lynco, Georgia. 

In sum, C T attorneys are invo lved at every
stage of the  criminal in vestigation  to
cooperatively assist Special Agents and
prosecutors in the developmen t of quality cases.
From CI Special Agents’ perspective, the CT
attorney is now seen as someone who will help,
rather tha n hind er an inv estigation.  This sh ould
assist in avoiding missteps in investigations and
rectifying promptly any case deficiencies.
Althou gh too so on to eva luate, ou r early
experie nce ind icates that th is new p rocess w ill
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

I. Introduction

Before becoming Chief of Criminal
Investigation, I spent over ten years as a federal
prosecutor, both as an AUSA and then as the
Depu ty Assistan t Attorne y Gener al respon sible
for crim inal tax  matter s in the  Tax D ivision . In
both of those positions, I 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 similar white collar fraud
cases. As a result of: (a) the IRS reorganization
effort last year; (b ) addition al resourc es devote d to
our publicity efforts; and (c) a major overhaul of
our media strategy, I am 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 o f thirty-five Sp ecial Ag ent Pu blic
Informa tion Off icers ("PIO s"), the dr amatic
expansion of our website, our institutional
commitment to become more open and to provide
more comprehensive information about our

enforcement efforts and, lastly, a press strategy
that links in dividu al cases in a  systematic w ay 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 enfo rcemen t efforts to pa rticular m edia ou tlets
or other specialized websites that reach key
audien ces. Th is entire effo rt is accom plished  with
maximum fidelity to taxpayer disclosure laws and
in cooperation with United S tates Attorneys'
Offices and the Tax Division.

II. Background

As part of modernization, the Internal
Revenue Service commissioned Roper Starch
Worldwide, Inc. to conduct a study among the
general pub lic to determine the ir attitudes toward
incom e tax and  the IRS , in particu lar. The  results
showed that the majority of taxpayers make an
honest effort to file accurate and timely tax
returns. The survey also showed that those ho nest
taxpa yers wanted to  know  that everyone  else pa ys
his/her fair share of taxes — in fact, the survey
said that taxpayers believe that they end up paying
the “tax” bill for tho se who ch eat. 
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Some of the other findings included the belief
by 88% of those polled that major tax
indiscretions should be pun ished. The survey also
asked “From the following list of people, how
likely would you be to read a newspaper or
magazine article or watch a TV news story about
their indictment or conviction for tax evasion?” 

Very
Likely

Some-
what
Likely

Not a t all
Likely

National
celebrity

21% 33% 23%

Local
business
person
such as
your local
gas station
owner

28% 39% 15%

A
neighbor
or person
in your
town

44% 35% 10%

A
neighbor
or person
in your
town who
is also
indicted or
convicted
of money
laundering

47% 34% 9%

A political
figure,
such as
your
congress-
person

56% 28% 9%

Someone
who has
the same
occupation
or works
in your
industry or
profession

49% 30% 10%

These results told us several important things.
First, we n eed to foc us our p ublicity 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 occ upation . Secon d, we lea rned th at in
order to enha nce comp liance (reach tho se 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 others who cheat), we
needed to do a better job of publicizing our
enforcement efforts.

Historically, when we work a case in IRS
Criminal Inv estigation, we pu t 99% of o ur effort
into the lengthy, complex investigation, from
initiation to sentencing, yet we don't even spend
1% of our time obtaining publicity on that case.
We realized that we needed to reallocate 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
assure the vast majority who are honest that the
IRS is investigating those who intentionally evade
their obligations.

When I came on the job last year, many
practitioners, members of the American Bar
Association and industry leaders kept asking me,
“Mark, when is CI going to do something about
abusive trusts? When are you going to bring some
crimina l cases in th is area?” M y reply was, “ Did
you know that we had  thirty-five indictments last
year and that we have 130 open criminal
investigations in the area of abusive trusts?" Of
course, the common answer was, "No, and why
are you keeping it a secret? That information
would h ave been u seful to us in our p ractice.”
Consequen tly, we started  looking a t what w e did
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with those cases. We found that we were taking
standard press items from Criminal Investigation
indictmen ts and/or conv ictions, writing up  a short
press release and dropping it in the court house
regular p ress box  for courth ouse rep orters. W e did
not pay attention to whether those reporters or
their readers were interested 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. 

III. Co mp liance S trategy  Linke d to M edia
Strategy

Several features o f the modern ized IRS are
helping us  solve our prob lems. One  is that we are
actually developing a comprehensive compliance
strategy throughout the IRS. That strategy will be
combine d with a mo re compreh ensive and m ore
sophisticated media strategy. The goal is to allow
us to provide reporters with more comprehensive
informa tion abo ut our en forceme nt efforts an d to
place an ind ividual prosecu tion in the contex t of a
larger compliance problem. The idea is that an
individual case then becomes the fresh,
newsworthy element in a story that focuses on a
national compliance problem and the IRS and
Justice Departments’ responsive efforts. Using our
related web pages and the efforts of the local
Public  Informa tion Off icer, we are  beginn ing to
provide reporters with information about similar
convictions around the coun try, "recycling" those
convictio ns and  sentenc es and a llowing  the med ia
to provide a more comprehensive "trending"
story. Of co urse, we  are doin g all of this w ithin
the confines of Internal Revenue Code Section
6103 (D isclosure of Tax  Information). 

IV. IRS C I Website and  U.S. Attorne y Press
Releases

A significant part of our media strategy was
the development of a website,
http://www.treas.gov/irs/ci, that provides
comp liance-relate d enforc ement a ctivity
information to the public. Our website includes
fraud alerts in areas involving Employment Tax
Fraud, Non-filers, and Abusive Trusts. We will be
expanding the fraud alerts in the future to include
Return Preparers and other key areas of non-
compliance and other programs such as money

laundering and narcotics related cases. By doing
this, the m edia is ab le to obtain  the mos t current,
factual information about legal actions taken by
the Department of Justice on CI 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 numb er 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 (w e call it "bundled " news). W e
also provide the text from the IRS brochure,
Should your financial portfolio contain Too Good
To be  True T rusts , a really good example of things
that the public should be looking for when
conside ring a trus t.

This is a new approach for the IRS, but it does
a very effective job of reaching various market
segmen ts and ce rtainly gives th e media  a wealth
of inform ation that w as previo usly not av ailable to
them from the IRS. Now, every time we get a new
conviction in a particular program, we steer the
reporters to the relevant webpage. We tell the
reporter, "Here's a press release on a conviction
regarding an  abusive trust, an d if you want m ore
information for your story, here is the website for
additional ba ckground  information an d cases."
We are extremely pleased that several U.S.
Attorneys' Offices have begun to include our web
addres s in press re leases on  our cases , giving b oth
the pub lic and th e media  access to th is
comp rehens ive enforc ement d ata. It is particu larly
useful in a press release involving a guilty plea
when  the vast m ajority of the c ase-specific
information m ay still be protected by disclos ure
laws.

In addition to the website, our national press
office has a very active program in marketing
Justice D epartm ent con victions an d senten cings to
the professional tax preparation community and
their national periodicals. This audience is a
particularly important audience for tax-related
prosecutions. Not only are they our partners in our
comp liance effo rts, they hav e an econ omic
interest in sp reading  informa tion abo ut con ar tists
and their tax scams. I have even been told by one
practitioner that he keeps copies of the
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convictio ns from  our abu sive trust w ebpag e to
hand to clien ts who ask him  about such  schemes. 

V. Public Informa tion Officers

CI now has thirty-five special agents serving
as full or part-time Public Information Officers,
one for ea ch field o ffice. Th e PIOs w ork directly
for the Sp ecial Ag ent-in-Charge an d in
coopera tion with  public in formation  officers in
U.S. Attorneys' offices. They have received IRS
disclosu re training , which  can be a  valuab le
resource to the United States Attorneys as they
draft their p ress releases . Both th e Spec ial Agen t-
in-Cha rge and  the PIO s have rec eived m edia
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 is provided for press releases and
press conferences regarding CI’s investigative and
enforcement efforts. Since October 2000, when
the PIOs were selected, the publicity on CI
enforcemen t activity has increased sign ificantly. I
am con fident th at the prim ary reason fo r this
increase is a result of the positive support they
have received from the Offices of the
Unit ed Sta tes Attorney.

With the support of Department of Justice Tax
Division, the United States Attorneys and the
newly train ed spec ial agent P IOs, this n ew me dia
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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I. Introduction

At the outset, it is important to recognize that
not all trusts are abusiv e. Legal trusts are
frequen tly used in e state plan ning, to fa cilitate
charitab le transfers o f proper ty, 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 is specifically exempted from tax by
statute. Either the trust, the beneficiary, or the
grantor, as applicable, must pay the tax on the
income realized by the trust, including the income
generated by property held in trust. Abusive trust
arrangements typically are promoted by the
promise of tax benefits while there is no
meaningful change in the taxpayer’s control over
or ben efit from  the tax payer’ s incom e or asse ts. It
is in these situations where commonly accepted
trust and income tax principles are being ignored
that the In ternal R evenu e Service  is focusin g its
enforcemen t efforts. 

In recent years the Internal Revenue Service
has detected a proliferation of promotions
involving abusive trust schemes aimed at
fraud ulent ly reducing a  taxpa yer’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  distributio n of inco me is to
gradually reduce or eliminate taxable income
through th e use of bogu s deduction s and offshore
diversions of income. When looking at the
validity of a trust set-up, one must determine who
is spending and con trolling 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 situations
like these, the trusts are disregarded and the
income attribu ted to the true ow ners. 

While a n umber of p rosecution strategies are
available to attack these abusive trust schemes,
experience has dem onstrated one of the most
successful approaches is proving who controlled
and spent the money rather than attacking the
actual trust structure. Prosecutors have focused on
tracing the flow of money and attributing it to the
individuals w ho earned  and controlled  it under a
lack of e conomic su bstan ce or sh am theory. In
these abusive trust schemes, the government has
directed its prosecu tion efforts towards p romoters
and their clients who have willfully taken
advantage o f these schem es to evade taxes . 

II. Abusive Trust Schemes

Typically abusive trust arrangements promise
benefits which may include: (1) the reduction or
elimination of income subject to tax; (2)
dedu ctions for p ersonal ex penses  paid by th e trust;
(3) depreciation deductions of an owner’s
personal residence and furnishings; (4) a stepped-
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  arrangem ents often  use trusts to
hide the  true own ership o f assets and  income  in
order to disguise the actual substance of the
transaction s. These arrange ments fre quen tly
involve multi-tiered or layered trusts, each
holding different assets of the taxpayer, as well as
interests in other trusts. A typical abusive trust
scheme may involve any number of the following
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trusts: bu siness trus t, equip ment or  service trus t,
family residence trust, charitable trust, and foreign
trust.

A business trust  is created when the owner of
a business, typically a sole proprietorship,
transfers the business to a trust in exchange for
shares of ownership. Through nominee trustees or
other con trolled en tities, the ow ner is still able  to
not only run the business’s day-to-day activities
but also control its income stream. The business
trust makes payments to the trust unit holders or
to other downstream trusts created by the owner
which  are chara cterized as  either ded uctible
business expenses or ded uctible distributions.
These  paymen ts purpo rt to reduc e the taxa ble
incom e of the bu siness trus t 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 ope ration of the bu siness. 

An equipm ent 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 provid e services to  the bus iness trust,
often for inflated fees. Under these abusive
arrangem ents, the b usiness tru st may pu rport to
reduce  its incom e by mak ing allege dly dedu ctible
paymen ts to the eq uipment or serv ice trust.
Further, as to the equipment trust, the equipment
owner  may claim  that the tran sfer of equ ipmen t to
the equipment trust in excha nge for trust units is a
taxable exchange. The trust takes the position that
it purchased the equipment for its fair market
value and that this value is the new tax basis for
purposes o f calculating dep reciation. The o wner,
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
taxable gain to the owner from the exchange. The
equip ment or  service trus t also may atte mpt to
reduce or eliminate its income through
distributions to oth er trusts. 

A family residen ce trust is formed when an
owner of the family residence transfers the
residence, including its furnishings, to a trust. The
trust claims the exchange results in a stepped-up
basis for the property, while the owner reports no

gain from  the transfe r. The tru st claims to b e in
the rental business and purports to rent the
residence back to the owner, however, little or no
rent is actually 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 rece ives distrib utions fro m other  trusts
which  are treated a s incom e. To red uce 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 expen ditures.

A charitable trust  is created when a taxpayer
transfers assets or income to a purported
charitable trust and claims either that the
payments to the trust are deductible or that the
paymen ts made  by the trust a re dedu ctible
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 deb it/credit cards issued b y an offshore
bank. Some trust arrangements may include
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.

III. Theories of Prosecution

In determining the validity of trust
arrangements, courts look at a taxpayer’s control
over his/h er assets an d sourc es of incom e. Cou rts
have routinely invalidated abusive trust
arrangements and found the income taxable to the
individual taxpayer, and not the trust, 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 a re disregarded  for tax purpo ses. If,
after considering all the facts and circumstances
surrounding a particular transaction, the finder of
fact determ ines that th ere is no rea l econom ic
effect to the transaction other than the creation of
tax benefits, and the form of the transaction
affects no cognizable economic relationship, the
substan ce of the tra nsaction  will contro l over its
form. Gregory v. Helvering, 293 U .S. 465 (1 935);
Furman v. Com missioner, 45 T.C. 360, 364
(1966), aff’d per curiam, 381 F.2 d 22 (5th  Cir.
1967). If a trust h as no econo mic substan ce apart
from tax  conside rations, th e trust entity is
considered a “sham” and is not recognized for
federal tax pu rposes. Zmuda v. Com missioner,
731 F.2 d 1417 , 1421 (9 th Cir. 198 4), aff’g, 79
T.C. 7 14 (19 82); Markosian v. Comm issioner, 73
T.C. 1 235, 1 245 (1 980); Christal v.
Commissioner , T.C. M emo. 1 998-2 55. Th is
principle applies even though the trust may have
been properly formed and has a separate existence
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 1 053, 1 059 (8 th Cir. 1 997); United States v.
Tranakos, 911 F.2 d 1422 , 1431 (1 0th Cir. 19 90);
and United  States v. K rall, 835 F .2d 71 1, 714  (8th
Cir. 1987 ).

The lac k of econ omic su bstance  rule proh ibits
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 pu rposes is a q uestion o f fact. Paulson v.
Commissioner , T.C. M emo 199 1-508, 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 this determination,
the trier of fact is guided by the following

considerations: (1) whether the taxpayer’s
relationship, as grantor, to the property differed
materially before and after the trust’s formation;
(2) whether the trust had a bona fide trustee; (3)
whether an economic interest passed to other
beneficiaries of the trust; and (4) whether the
taxpayer felt bound by any restrictions imposed
by the trust or the law o f trusts. See Zmuda , 79
T.C. at 7 20-72 2; Markosian, 73 T.C. at 1243-45;
Hanson v. Com missioner, T.C. Memo 1981-675;
aff’d per curiam, 696 F.2 d 1232  (9th Cir. 19 83);
Buckmaster v. Comm issioner, T.C. Memo 1997-
236. 

To evaluate the first factor, the trier of fact
must loo k behin d the tru st docum ents to
determine the identity of the true grantor. Sham
trust arrangements typically use nominee or straw
grantors to conce al the identity of the true gra ntor.
The true grantor is the individual who furnishes
the trust with funds/assets, not the individual who
nominally acts as gra ntor. 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 a result of the
formation of the trust, other than the creation of
tax ben efits. The re is a lack of e conom ic
substan ce to a trust if th e taxpaye r continu es to
treat the income and assets as his/her own after
purpo rtedly transfe rring them  to the trust.

With regard to the second factor, sham  trust
arrangements typically involve nominee trustees
who h ave no a uthority or re sponsib ility in
managing the trust’s income and assets. Instead,
the taxpayer/grantor retains control through
various means. The taxpayer may control the
funds in the trust bank account by maintaining
custody of the ch eckbook, ex ercising signature
authority over the trust bank account, or using a
rubber stam p with the n ominee trustee ’s signature
to issue checks from the trust bank account. The
taxpayer may also exercise control over the
trustee, and hence the trust assets, by filing a
secret wish list with the nominee trustee.
Alternatively, the taxpayer 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 signed trust minutes that the
taxpayer may use any time to justify use of the
assets.
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The third factor to consider when determining
if a trust arrangement is a sham is whether an
economic interest passed to other beneficiaries of
the trust. The original owner of the trust assets,
rather tha n the na med th ird-party be neficiary, is
usually the true beneficiary of an abusive trust
arrangement. It is essential to trace the flow of
funds  through  the mu ltiple layers of tru sts to
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 banks and disguising the
return of funds as sham loans or gifts. A common
indicia of fraud occurs when the taxpayer
transfers on paper his/her beneficial interest in a
valuable asset for little or no consideration.

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, the n the tru st is proba bly a sham . This is
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 pers onal ex pend itures (suc h as paym ents
on a personal residence, vacation expen ses,
educational expenses, etc.) and claims deductions
for such  paymen ts on the tru st tax return s. This
theory has been the most widely used and
accepted in the abusive trust area.

B. Unlawful Assignment of Income

Another possible legal theory involves the
assignment of income doctrine. It is a long-
standin g princip le that gross  income  include s all
income from whatever source derived. I.R.C.
§ 61(a). This includes compensation an individual
receives fo r services. F unda mental to  this
principle is that income is taxable to the person
who ea rned it.  Commissioner v. Culbertson, 337
U.S. 733, 739-40 (1949). The person who earns
the income cannot deflect the tax on it by
attemptin g to assign  or transfer th e incom e to
another perso n or entity. Lucas v. Earl , 281 U.S.
111, 114-15 (1930). The test of taxability is not
who is the ultimate recipient of the income, but
rather, who controlled the earning of the income.
American Savings Bank v. Co mmissioner, 56 T.C.
828, 83 9 (1971 ).

Courts  routinely in validate tru st arrange ments
that are de signed to  allow a tax payer to un lawfully
assign income which he/she earns from personal
services. See Vnuk v. Comm issioner, 621 F.2d
1318, 1321 (8th Cir. 1980)(medical doctor cannot
assign income to trust when trust did not sup ervise
doctor’s employment, did not determine doctor’s
comp ensation , and d octor wa s unde r no legal d uty
to earn mon ey for or perform service s for trust);
Holman v. United States , 728 F.2 d 462 (1 0th Cir.
1984 ) (same); United  States v. R ussell , 804 F.2d
571 (9 th Cir. 1 986)(“ person al services c ontract”
through w hich taxpa yers attempted to sell life
services to a trust was an  unlawful an ticipatory
assignm ent of inc ome); United  States v. K rall,
835 F.2d  711 (8th Cir. 198 7)(optometrist
unlaw fully attemp ted to assig n busin ess receip ts
to foreign  trusts); Estrada v. Commissioner , T.C.
Memo. 1997-180 (nurse anesthetist who
administered anesthesia and received
compensation for services cannot assign such
income to trust), aff’d, 156 F.3 d 1236  (9th Cir.
1998); and Leonard v. Comm issioner, T.C.
Memo. 1998-290 (taxpayer, who earned income
as firefighte r, welder  and con tractor, un lawfully
assigned inco me to trust).

C. Grantor Trust Ru les

A third theory courts use to find income
taxable to the individual grantor, rather than the
trust, is based on the grantor trust provisions
found in sections 671-679 of the Internal Revenue
Code. Generally, “if the grantor of a trust retains
certain rights or powers, then for income tax
purposes he is treated as the owner of the portion
of the trust over wh ich the rights or po wers
extend.” Hanson v. Com missioner, T.C. Memo.
1981-675.

Under I.R.C. § 671, a grantor or other person
is required  to includ e in his/h er taxab le incom e all
items of income which are included in the trust’s
income if he o r she is treated as the trust’s  owner.
Sections 673 through 678 define the
circumstances under which a grantor or other
person is treated as th e “owner”  of a trust. See
Wesenburg v. Comm issioner, 69 T.C. 1005
(1978), for an explanation of h ow the grantor trust
provisions are applied to a specific trust
arrangement. The Tax Court commonly uses the
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grantor trust rules to resolve civil disputes about
trusts. The grantor trust theory, however, is not
typically used in the context of criminal
prosecutions.

IV. Criminal Violations in Abu sive Trust Cases

As discussed above, many schemes utilizing
domestic and foreign trusts have been used by
taxpayers  to evade  taxes. So me sch emes n ot only
seek to con ceal or mis identify the  respon sible
parties, but also attempt to structure transactions
in a manner that places the taxable event at 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
evasion by knowingly omitting taxable income
from the trust tax return, or commit tax perjury by
claiming false deductions for personal expenses or
charitable contributions that were never made or
by failing to disclose the existence of a foreign
bank acco unt over wh ich he or she h as signature
authority. Additionally, a trust has independent
reporting requirements for which the fiduciary has
respon sibility. Ignorin g these req uireme nts could
result in prosecution. Finally, any actions
undertaken in concert with any other person or
entity may amou nt to a conspiracy. 

As the Service increases its focus on
prosecuting those involved in sophisticated tax
schem es, tax ad visors ma y becom e likely targets
of investigations. In m ost abusive trust sch emes, a
lawyer or accountant rendered advice concerning
the und erlying tran sactions. T he Serv ice will
scrutinize the practitioner’s role in any
transaction s unde r investiga tion and  will
recommend p rosecution if it believes a
professional has violated the law.

The Tax Division’s criminal tax enforcement
program in cludes prose cuting both  the promo ters
of abusive trust schemes and the taxpayers who
use the sc hemes . The crim inal violatio ns usu ally
charged against promoters include Klein -type
conspiracies (18 U.S.C. § 371), aiding and
abetting income tax evasion (I.R.C. §7201 and 18
U.S.C. § 2), aiding and assisting in the preparation
of false tax returns (I.R.C. § 7206(2)), and
possibly violations of the omnibus clause of I.R.C.

§ 7212 (a). For guidan ce in prosecu ting promo ters
of abusive trust sch emes, see United States v.
Schmidt, 935 F.2d 1440 (4th Cir. 1991), and
United  States v. S cott, 37 F.3d  1564 (1 0th Cir.
1994).

In Schmidt, the defendants promoted  the use
of unincorporated business organ izations (UBOs)
as a means to conceal taxpayers’ income and
assets from the IRS . Most of the trus t purchasers
were Fo rm W -2 wage  earners w ho assign ed their
wages to UBOs, yet retained control over the
income and assets ostensibly 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 “sham s.”

In Scott , the defendants were promoters who
marketed a multi-tiered trust scheme as a device
to elimina te taxpaye rs’ incom e tax liabilitie s while
allowing  them to m aintain co ntrol over  their
income and assets. The scheme involved four
layers of trust: a domestic trust and three foreign
trusts. The goal of the scheme was to funnel the
income to the third foreign trust and repatriate the
money to the taxpayer tax-free in one of 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 their form. The indictment alleged that the
promoters had engaged in sham transactions
which had no  economic substance or bu siness
purpose and created the illusion that the
purch asers had  relinqu ished co ntrol of the ir
income an d assets, when  in reality, the taxpayers
had co ntinue d to exer cise contro l over their
income and assets.

V. Indicia of Fraud

When investigating a trust structure, the
presence of several factors is suggestive of
possible fraudulent activity warranting further
investigatio n. Wh ile no sing le characte ristic is
determ inative, th ese factors c an be u sed 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 bills and
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home repairs and maintenance expenses by the
trust. These oth erwise nond eductible ex penses are
improperly deducted as disguised trust expenses
against wages o r income. 

A cl aim that  a significan t por tion  of a tr ust's
income is being distributed to a charity or other
nontaxable entity is often an indication of
fraudu lent activity. T he existe nce of a ch aritable
remainder trust from which the taxpayer makes
interest free loans at his discretion could be
viewed  as an ind icia of fraud . Also, w hen the re is
no eviden ce of charitable activity on b ehalf of a
so-called "c haritable " benef iciary, the trus t 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 a trust tax free.

Fraudulent trusts generally lack trustees who
are either professional or have a personal relation
to the grantor. Legitimate trusts will usually have
a professional trust company acting as trustee, or
one of the grantor's intended beneficiaries will be
named as trustee. Named trustees that are not
related to the grantor and appear unqualified to act
as a trustee c an be a s ign that th ey are mere ly
nominees. Additionally, fraudulent trustees
comm only do n ot adhe re to gene rally accepta ble
business practices. When an unrelated individual
controls both the trustees and the beneficiaries, the
trust may be a sham.

The control of assets and income by an
unrelated "promoter" can be indicative of an
abusive  trust. Co-m ingling o f assets also is
frequen tly found  in these situ ations. A  legitimate
trustee w ill keep the  assets of the  various tru sts
separate. With the assets co-mingled, the promoter
hopes to make particular assets untraceable, thus
thwarting tax collection efforts.

Promises of tax  reduction b y trust marketers
are often signs that the trusts are going to be used
illegally. A legitimate trust is used for inheritance
and prob ate reasons, amo ng 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 shou ld raise a red flag. 

Although legitimate trustees frequently make
loans to trust ben eficiaries and/or trust gran tors, a
pattern of loans to a large number of trust
grantors, or frequent loans to a single grantor, may
be evid ence of a n attemp t to return tru st incom e to
the grantor tax free. Additionally, the use of
anonym ous post office bo xes to com mun icate
between the taxpayer and the trustees is indicative
of an abusive  arrangemen t. 

Fraudulent trusts often create a paper trail of
financial transactions supporting the alleged flow
of money through the various trusts. Often the
flow of funds is on paper only, as no actual money
is transferre d betw een the v arious en tities. This
happens with the use of foreign entities and bank
accounts as well, where the financial transactions
never occur.  Similarly, upon the creation of the
various tru sts, the title to p roperty is ne ver legally
deeded o r assigned to the n ewly formed en tity. 

Other indicia of fraud which may be present
in abusive trust arrangements include: backdating
of documents; the layering of trusts such that one
trust is 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 advising taxpayers not to talk to the
IRS about the trusts; and promoters steering
taxpayers to attorneys and accountants affiliated
with the prom oter.

VI. Conclusion

Schem es involv ing abu sive trusts, b oth
foreign and domestic, have become a favorite tool
of unscrupulous prom oters trying to assist
taxpayers in fraudulently reducing or eliminating
their tax liab ilities. It is not the tru st 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 mu st determ ine wh o is
controlling the income and assets. In many
abusive trust sch emes, the inco me and a ssets are
controlled no differently than if the taxpayer had
never formed a trust. In situations like these, the



JULY 2001 UNITED STATES ATTORNEYS’ BULLET IN 25

trusts are disregarded and the income is attributed
to the true own ers. 

A num ber of prosecu tion 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 structure.
Juries are  often left co nfused  in situation s where  it
becomes a battle of the experts on the question of
the validity of the trusts. Th erefore, prosecu tors
have focused on tracing the flow of money and
attributing it to the individuals who earned and
controlled  it. The go vernm ent has d irected its
prosecution e fforts primarily against prom oters
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 d egree of success.�
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The late st illegal tax p rotester sch eme to
sweep the nation is a hybrid of the “redemption”
scheme popular in the 1980s and the fictitious
financial instrument schemes popular in the
1990s. The 1980s redemp tion scheme promoted
the use o f federal in come tax  forms, u sually
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Forms 1099, to retaliate against government
employees or private citizens for perceived
wrongs to the illegal tax protester. 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 th e income rep orted on his or h er return
and that repo rted on the F orm 109 9. See
United States v. Van Krieken, 39 F.3 d 227  (9th
Cir. 19 94); see also United States v. Lorenzo , 995
F.2d 14 48 (9th C ir. 1993).

The most popular scheme of the 1990s used
fictitious financial instruments to “pay” tax
liabilities and obtain erroneous IRS refunds, as
well as to “pay” private creditors. These
instruments – often entitled “Certified Money
Order ,” “Cer tified Ban kers Ch eck,” “P ublic
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
returns for the years 1992 through 1994. The
defendants had earned gross receipts totaling over
$435 ,000 d uring th e prosecu tion perio d from th eir
business, Lead Bullet Technologies (LBT). LBT
manufactured and sold bullet molds and other
ammunition-related products. Smith operated
LBT o ut of his Mo yie Springs, Idah o, home, a
fairly isolated forty-acre property near the
Montan a-Canada  border.

Early in the prosecution, Smith canceled a
court-ord ered do ctor’s ap pointm ent for his  wife to
assess her physical competency to stand trial. He
also wrote to the United States Attorney
“cance ling the [c riminal] p roceedin gs.” De spite
notification to both defendants that the
proceedings were not canceled, neither defendant
appeared in court. As a result, the court issued a
bench warrant for the arrest of defendant Veral
Smith. Hoping to avoid execution of the bench
warran t, the Un ited States  Marsh als drove  to

Smith’s property in northern Idaho. They spoke
with Sm ith across th e fence th at lined h is prope rty
and en courage d him to  come to c ourt. Sm ith
refused  and told  the Ma rshals tha t he had  sent a
letter to the court to resolve the  matter.

Subsequently, the clerk of the court received a
“Sight Draft,” dated July 20, 1999, payable to the
IRS in the amount of $1.5 million, signed by
Veral R .H. Sm ith. The  draft was  purpo rtedly
issued by the U.S. Treasury. It was later learned
that Smith had also attempted to use a “sight
draft” for over $106,000 to purchase two brand
new automobiles, a Toyota Tundra pickup truck
and a Lex us LS40 0 sedan. O n Augu st 3, after a
scuffle with two Deputy Marshals, Smith was
arrested as he left the M oyie Springs P ost Office. 

A superseding indictment returned on October
7, 1999  charged S mith with thre e counts of failure
to file income 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)). D uring th e trial, Sm ith
admitted filing false 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 cu rrency. Prosecuto rs
used these documents as justification for an
obstruction en hancem ent at sentencin g. See
United  States v. V eral Sm ith,  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 months of learning about the sight
drafts presented  in the Smith  case, the Treasu ry
Depa rtment re ceived h undre ds of sigh t drafts with
face valu es rangin g from as  little as $1,2 00 to
amounts in the trillions of dollars. The Office of
the Comptroller of Currency and the Office of the
Fiscal Assistant Secretary of the Department of
Treasu ry issued A lerts to the b anking  industry in
Augu st 1999. See
<http://www.occ.treas.gov/altlst99.htm>.
Simultaneously, participants in the new
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“Redemption” scheme were sending false Forms
8300 b y the hund reds to the De troit Data Cen ter.

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 times it is traded on the world futures
market and the amount is purportedly maintained
in a Treasury Direct Account under that person’s
social security num ber.

A partic ipant in th e schem e attemp ts to
reclaim his or her straw man, and therefore the
value of th e fictitious id entity, by red eeming  his
or her birth certificate. The participant first files a
Form UCC-1 with the Secretary of State in any
state that accepts such filings, claiming title and
secur ity intere st in his  or her social security,
driver’s license, and birth certificate numbers. The
individual th en writes “acce ptance for valu e,”
“non-negotiable charge back,” or other prescribed
language diagonally on some government
document and returns it to the government official
who issued it. The types of documents used for
redemption include anything from a traffic ticket
to a federal indictment. The “charge back”
allegedly cre ates a Tre asury Dire ct Acco unt with
the U.S. Treasury that contains the amount
assigned to the charge back, which the participant
can then d raw upon  by writing “sight d rafts.”
“Sight drafts” are then written for varying
amoun ts, some as high  as trillions of dollars. A
Form UCC -3 indicating the partial release of
collateral in th e amou nt of each  sight draf t is
usually filed with the Secretary of State for the
state in which th e UCC -1 was filed. 

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 th e Unite d States o ff the gold  standard  in
1933. These “sight drafts” purport to be drawn on
the United States Treasury Department. Since the
prosecu tion of ind ividuals w ho hav e attemp ted to

pass these fictitious “sight drafts” began, the
scheme h as continued  to evolve: “sight dra fts” are
now sometimes called “bills of exchange,” or
“trade acceptances.” All reference HJR 192.

The harassment component of the scheme
usually involves filing a false Form 8300,
although some Forms 4789 (Currency Transaction
Reports) and Susp icious Activity Reports (SARs)
have also been filed. These documents report that
a large amount of cash, sometimes foreign
currency, was paid to the named recipient. IRS
agents, federal and state prosecutors and judges,
state troopers, and private creditors are the
common targets. Typically, the protester will send
his or her victim an IRS Form W -9, requesting a
social security number. Even without the target’s
social security num ber, the protester files a F orm
8300. Unless the document has already been
identified  as fraudu lent, the IR S send s a letter to
the named recipient requesting additional
information and warning of possible penalties for
incom plete info rmation . A “frau d” indic ator 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 investigation.
Those  who rec eive one  of these fals e forms sh ould
contact th e local CID  office. CID  investigate s all
non-IRS employee filings, while TIGTA has
jurisdictio n over filin gs agains t IRS pe rsonne l. All
of these cases, whether investigated by CID or
TIGTA and regardless of the statutes charged,
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
a variety of statutes: conspiracy (18 U.S.C.
§ 371); mail fraud (18 U.S.C. § 1341); uttering a
false security (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.3 d 816 (8 th Cir.
1999 ); United States v. Hanzlicek, 187 F.3d 1228,
1230  (10th C ir. 1999 ); United S tates v. Wells, 163
F.3d 8 89 (4th  Cir. 19 98); United States v.
Stockheimer, 157 F.3 d 1082  (7th Cir. 19 98). 
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In 1996, Congress passed a new statute, 18
U.S.C. § 514, specifically in reaction to the
notorious Schweitzer/Broderick comptroller
warrants. Noting that anti-government group s use
fictitious fin ancial ins trumen ts to comm it
economic terrorism against governmen t agencies,
private businesses, and individuals, Con gress
enacted Section 514 as a Class B felony, which
carries a maximum prison sen tence of 25 years.
142 Cong. Rec. S10155-02 (Sept. 10, 1996), pp.
196-1 97. Se ction 51 4 provid es, in pertin ent part,
that:

(a) Wh oever, w ith the inte nt to
defraud–

(1) draws, prints,
processes, produces,
publishes, or otherwise
makes, or attempts or
causes th e same, w ithin
the United States;

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

(3) utilizes interstate or
foreign commerce,
including the use of the
mails or wire, radio, or
other elec tronic
comm unicatio n, to
transmit, transport, ship,
move, transfer, or
attempts or causes the
same, to, from, or
through the Un ited States,

any false or fic titious instru ment,
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 U nited States, a
foreign government, a State or

other political subdivision of the
United States, or an organization,
shall b e guilty o f a class B  felony.

When prosecuting a case involving the
“Redemp tion” scheme, the prosecutor should first
determine if the protester has attempted to pass
any fraudulent sight drafts or other financial
instrum ents. Th is will requ ire coordin ation 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 trials in the District of Idaho have had
successf ul results: United States v. Boone, 1:99-
CR-0 0119 ; United States v. Clapier, 1:99-CR-
0012 0; United  States v. P ahl,  1:99-CR-00121;
United  States v. S mith , 3:99-CR-0025. For filings
relating to th ese cases, s ee the Ida ho fede ral courts
web pag e at <http://www .id.uscourts.gov >. 

If the protester has filed only a few false
Forms 8300 and used sight drafts, the prosecutor
might consider 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 Form s 8300  may warr ant char ges pur suant to
26 U.S.C. § 7212 (a) (omnibus clause). Section
7212(a) cases require Tax Division authorization
at the De puty As sistant A ttorney G eneral lev el,
unlike other ch arges in these cases  that require
only Section Chief authorization. Because the
Form s 830 0 are sig ned u nder  pena lties of p erjury,
filing a false return in violation of 26 U.S.C.
§ 7206(1) may also be a viable charge. Neither
Forms 4789 nor SA Rs contain jurats, so they
cannot form the basis for a Section 7206(1)
charge. 

Sentencing for violations of 18 U.S.C. § 514
is governed 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 results from the use of a fictitious 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’s sentence under 18 U.S.C. § 1001,
based on an intended loss of $540,700, the
uncon tested valu e of the pr operty. Th e facts in
Ensminger , however, showed that there was no
way the scheme could h ave 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.
Galb raith , 20 F.3d  1054 (1 0th Cir. 19 94);
United States v. Santiago, 977 F.2 d 517 (1 0th Cir.
1992)), the Tenth Circuit held that a ten-level
enhan cemen t for the inte nded  loss was cle arly
erroneous. The Ensminger  court noted that the
Fifth, Seventh, Ninth, Eleventh, and District of
Colum bia Circ uits disag ree with th is analysis, in
reliance on application note 10 to section 2F1.1 of
the guideline s. Ensminger , 174 F.3d at 1146-47.
Furthermore, in cases specifically involving the
use of bo gus fina ncial instru ments, th e Fifth
Circuit upheld sentencing based on the face value
of the Certified M oney Orde rs even thoug h there
was no actu al loss. See United States v. M oser,
123 F.3 d 813, 8 30 (5th C ir. 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 o n intend ed loss); United States v. Lorenzo,
995 F.2 d 1448 , 1460 (9 th Cir. 199 3).

Sentencing for violations of the omnibus
clause of 26 U.S.C. § 7212(a) is governed by
either USSG § 2J1.2 or § 2T1.1. USSG App. A.
Becau se the filing  of the false F orms 83 00 is
designed to harass targeted individuals, rather
than generate fraudulent refunds or reduce the
perpetrators’ tax liabilities, there is an argument
that US SG §  2J1.2  (base offe nse level 1 2) shou ld
be applied . In addition, the ap plication of § 2T 1.1
requires a calculation of the tax loss that was the
object of the offense. Although it can be argued
that the targeted individual would have sustained
a loss if 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. Krau se, 786 F. Supp. 1151
(E.D.N.Y . 1992) (court held there was n o tax loss
from Forms 1096 falsely stating payments of huge

fictitious salaries to various individuals and tax
return claiming entitlement to a refund in excess
of $23 m illion because th e docum ents were
specious on their face and did not represent an
actual attempt to obtain something of value from
the governm ent), aff'd, 978 F.2 d 706 (2 d Cir.
1992 ); see also United States v. Telemaque, 934
F.2d 16 9 (8th Cir. 1 992). But see United States v.
Dentice, 202 F.3d 279, No. 99-50101, 1999 WL
1038 003 (9 th Cir. N ov. 15, 1 999) (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 a refund, like
Dentice”).

Sentencing for violations of 26 U.S.C.
§ 7206(1) based on the filing of false Forms 8300
is governed b y USSG  § 2S1.3 . Section 2S 1.3
provides for a base offense level of six plus the
num ber of offe nse levels  from the  fraud los s table
(§ 2F1.1) corresponding to the amount of funds
involved  in the false  report.

The “ Rede mption ” schem e contin ues to
evolve. Consequently, the best prosecutions
require c oordina tion of inv estigations  by all
involved agencies: IRS, TIGTA, FBI and USSS.
The T ax Div ision has  sample  indictm ents and  is
available to help however possible. Any questions
concerning these schemes or requests for
assistance should be directed to Jennifer E. Ihlo,
Special Co unsel for Tax  Protest Matters
(Criminal), at 202-514-5171.�
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You receive a telephone call from a criminal
defense attorney you know and trust who tells you
the following: he represents two partners in a
three–partner business concern tha t is in 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 thousand s of dollars of partnersh ip funds ov er a
five-year period for personal use, and that the
diverted  funds w ere book ed as pa rtnership
expenses on the partnership tax returns and thus
not picked up as income on the third partner’s
person al returns.  (The atto rney kno ws 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 the third partner. There’s a hitch,
though – the two partners represented by the
attorney have their own tax problems, in that they
each improperly deducted, as bu siness expenses,
approximately $100,0 00 of personal expen ses,
through the use of a partnership credit card. The
attorney explains, however, that his clients had
already voluntarily disclosed their improper
dedu ctions by filin g amen ded (an d comp letely
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 not be referred for criminal prosecution.

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

I. 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 und etected. In  order to en courage  taxpayers  to
remedy past failures to file tax returns, or
previously filed false returns, the Internal
Revenue Service created what has come to be
known  as the "Volu ntary Disclosure P olicy."

The IRS' voluntary disclosure policy provides
that the IRS will generally take into account the
fact that a tax payer cam e forward  volunta rily, to
file delinq uent retu rns or corre ct false return s, in
determining whether to recommend criminal
prosecution. Both the IRS’s Internal Revenue
Manual and the Department of Justice Tax
Division’s Criminal Tax Manual have provisions
discussing the policy and set out in detail the
requirements that a taxpayer must satisfy in order
for the IRS to consider 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 g uidelines regard ing voluntary
disclosures are simply that –- guidelines. Both the
IRS and D OJ have mad e clear that those




