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Richard J. Sapinski and Eric L. Green discuss
defending someone under investigation in a
criminal tax case and examine how these cases
can get complicated by “sensitive tax returns.”

Introduction

Defending someone under investigation for any crime is a daunting task for de-
fense counsel. The task is even harder in a criminal tax case because the suspected
criminal conduct may have continued into part of the current tax year for which
the tax reporting has not yet been done. Moreover, the criminal conduct (even if it
has now stopped) impacts what will have to be reported on tax filings to be done
for the past year that are coming due in the current year. Continuing the prior
way of reporting (or nonreporting, as the case may be) adds potential additional
criminal charges for the future false filings and is not an option. However, filing
a truthful return for either the immediate past year or the current one may prove
that the prior years were falsely filed or provide leads confirming the government’s
suspicions about the past reporting. Let us consider a scenario that may arise in
a typical criminal tax case.

It is now August 2015. Joe (a landscape contractor) has just retained you be-
cause the IRS Criminal Investigation Division (IRS-CI) has opened a criminal tax
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investigation of him and his business. Joe has been paying
cash wages to nine of the 12 employees in his landscaping
business, and some of the cash is paid to undocumented
aliens. Joe has neither reported the cash payroll on the
Forms 941 he has filed nor issued his employees proper
W-2s (no W-2s at all are issued to the undocumented
aliens). The cash is generated by Joe cashing business
receipts checks instead of depositing them in his business
account. Because Joe did not deposit these checks, Joe’s
accountant did not see them and used the deposits shown
on Joe’s business bank statements to report Joe’s Schedule
C gross receipts. Joe’s income and payroll tax returns are
thus false for the last five or more years. The investigation
seems to have started last month.

A taxpayer requiredto file a return
during the pendency of a government
investigation into her affairs faces a
troubling dilemma, to which there is
no clear solution.

Joe asks what to do about the current reporting. It is the
middle of August, and both his 2014 Form 1040, U.S.
Individual Tax Return, and third quarter 2015 Form 941,
Employers Quarterly Federal Tax Return, will be due in
October. He has stopped the cash payroll and replaced the
undocumented aliens, but for part of this quarter, they got
cash wages and his regular employees also got part of their
wages in cash until they went fully onto payroll last week.
Should he file a third quarter 2015 Form 941 that reports
the correct wages, or should he continue not reporting
the cash already paid for this quarter and start fresh next
quarter? What should he do about the 2014 Form 10402
Should he report the correct total gross receipts? Should
he claim the cash payments to the employees? What about
year-end W-2s?

These questions are particularly thorny in tax cases,
because the investigating agency (the IRS) will also be the
recipient of the future filings. It is thus easy to see why
returns that come due while a taxpayer is under investiga-
tion are often dubbed “sensitive tax returns.”

Essentially, someone in Joe’s situation has three op-
tions—none of which, as we will discuss, provides every-
thing Joe may want to achieve. Those options are: (1) not
filing anything during the investigation; (2) continuing to
report consistently with the past—at least for now; and (3)
filing and asserting the Fifth Amendment as to potentially
incriminating matters. As we will see, effective assertion
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of the Fifth Amendment privilege is more difficult than
Joe (or any other layperson) may think. For Joe the issue
is really one of damage minimization and not making
things worse than they already are.

The tax practitioner assisting the target may face a simi-
lar dilemma. On the one hand, the practitioner wants to
zealously defend his or her client, and is therefore loathe to
counsel filing a current period return that might contain
useful and/or incriminating information to the government.
On the other hand, if the practitioner advises the client on
how to diminish the evidentiary value of the return, then
counsel might be both crossing the line ethically as well as
potentially becoming a subject of criminal investigation.'

Looking at Alternatives

Refusing to File a Return at All

Many taxpayers’ (and some practitioners’) instinctive reac-
tion has been to refuse to file a post-investigation return at
all, or at least to defer filing one while the investigation is
ongoing. This course of action has some arguable benefit,
in that it deprives the government of whatever incriminat-
ing information might have appeared on the yet-to-be filed
returns. However, deliberately not filing a return when one
is due may lead to the imposition of civil penalties, and
arguably also constitute a “willful failure to file” (a criminal
violation) by the taxpayer. It may also have ethical and
other implications for the practitioner who counsels the
taxpayer in refusing (or deferring) to file a return.

Over the years, it has been suggested that all of these
potential problems could be avoided if the taxpayer or his
counsel were to send the IRS a letter on the due date. The
letter would enclose a check and explain that there was
an ongoing IRS-CI investigation, that the taxpayer has
a Fifth Amendment privilege and that the taxpayer was
not able to complete a truthful and accurate tax return
for the current year “at this time” but was sending in a
liberal estimate of his potential liability and would file
“as soon as possible” (or as soon as the investigation was
concluded, ezc.).

When unpacked fully, the underlying premise of this
approach seems to be that the taxpayer has a Fifth Amend-
ment right to refuse to file a return that is required to be
filed by law if the taxpayer believes that filing would either
incriminate him/her or provide a lead to the government in
the ongoing investigation into prior conduct. That is not
the law. There is no blanket Fifth Amendment privilege
to not file the next properly due tax return simply because
IRS-Cl is investigating the prior years and might get useful
information from the new filings.
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Proponents of this theory acknowledge that the taxpayer
is basically ignoring his legal duty to file the currently
due return(s) but argue that the willfulness necessary to
criminally prosecute such a current year nonfiling is lack-
ing because the taxpayer has alerted the government to his
nonfiling by writing the letter announcing it and because
the government timely received a liberal estimate (or over
estimate) of the tax that would be due. In short, “no harm,
no foul.” Some found the Third Circuit’s refusal to uphold
the civil fraud penalty against a tax protestor who engaged
in similar conduct as vindication of this approach.?

However, the Supreme Court has long held that the
“willfulness” required to convict in criminal tax cases re-
quires only that the nonfiling be an intentional violation
of a known legal duty.? Bad purpose or evil motive, which
once were thought to be part of the necessary proof were
found by the Supreme Court not to be required.* Thus,
the taxpayer knowing a return is due and deliberately not
filing it satisfies the intent requirement for prosecution of
the non-filing as a criminal failure to file case. The gov-
ernment only has to prove that a return was not filed and
the taxpayer had the necessary minimal amount of gross
income to require him/her to file for that year.> Whether
the government would prosecute in such a case or not is
not certain, but the risk is there; and prosecutors have,
in some cases, brought additional charges related to the
later nonfilings and succeeded. These convictions have
been affirmed on appeal and a defense based on fear of
incrimination in filing the returns for post-investigation
has been expressly rejected.

Moreover, numerous civil tax cases have upheld the
imposition of failure to file and failure to pay penalties,
which (over time) could amount to 67.5 percent of the tax
due (and closely approximate the 75-percent civil fraud
penalty without the need to prove intent). In such cases,
the Tax Court has been similarly dismissive of “reasonable
cause” arguments based on fear of self-incrimination.’

While the taxpayer might avoid criminal prosecution
by asserting reliance of his/her counsel’s advice not to file
in such circumstances, the presentation of such a defense
waives the attorney-client privilege and makes counsel a
witness. [t may also make the lawyer who gave the advice
the subject of a criminal inquiry in the worst-case scenario
and, even if not, such advice may subject counsel to an eth-
ics investigation or client lawsuit for malpractice to recover
the civil penalties imposed on the taxpayer for not timely
filing. As noted, the Tax Court has consistently rejected
such advice as satisfying the reasonable cause necessary
for the taxpayer to avoid failure to file and pay penalties.

The Fifth Amendment has only been held to justify a

blanket nonfiling of a tax return in cases involving tax

AUGUST-SEPTEMBER 2015

regimes aimed at a suspect class engaging in nontax con-
duct of an illegal nature (gambling, sale of drugs, ezc.).?

Aside from the unique circumstances of the taxpayers
involved in those cases, there is (and never has been) a
Fifth Amendment right not to file a return for the current
period.? It is thus clear that, despite very thoughtful (but
now dated) commentary,'® which supported the idea of
not filing but sending IRS a timely letter explaining that
fear of self-incrimination was the reason for nonfiling,
that approach also has substantial downsides for both the
client and the counsel who gives the advice and no longer
seems to be a viable solution in a mine-run case like our
example. This is not to say that, where an accurate return
cannot be completed for lack of the necessary informa-
tion, an inaccurate (or false) one should be filed. To the
contrary, option two (continuing the prior filing position)
has worse consequences, and a letter with an estimated
payment may be the only solution where a complete and
accurate return cannot be prepared due to lack of informa-
tion, although an imperfect one.

Defending someone under
investigation forany crime is a
daunting task for defense counsel.

Continuing the Historic Reporting

In our example, Joe cannot continue his filing of false
payroll and income tax returns without simply making his
situation worse. For the third quarter, he will have to file
an accurate Form 941, and the 2014 Form 1040 will have
to include his correct Schedule C income. Joe might well
worry that these new filings will starkly contrast with his
prior ones and provide a virtual roadmap to the IRS Spe-
cial Agent, who is assigned to investigate the prior years.

“Don’t I have a right not to incriminate myself?” Joe may
ask. The answer is yes but, as with not filing any currently
due return at all during an IRS-CI investigation, the Fifth
Amendment’s protections do not help Joe to avoid the
dilemma completely. However, it may be possible for Joe,
if he is entirely a self-employed Schedule C taxpayer (as in
our example), to assert the Fifth Amendment privilege with
respect to certain entries on his tax returns and possibly
minimize the damage. Whether Joe could do this atall with
respect to his Form 941 or business income tax reporting
depends on his being a Schedule C taxpayer. This is because
Fifth Amendment privilege applies only to individuals. Enti-
ties (including single-member LLCs, one-man corporations,
etc.) do not have a Fifth Amendment privilege.
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The question then becomes whether what can be filed
will constitute a “return” sufficient to meet Joe's statutory
filing obligation.

What Constitutes a “Return”

“What about filing anonymously?" Joe asks. “The govern-
ment will get the money but won't know I sent it,” he says.
While this seems appealing, it is not helpful. Joe still has to
file a return. What will that show? It seems manifest that
the taxpayer’s liability cannot be determined accurately if
the taxpayer’s very identity is withheld, so filing a truthful
return in some fashion with the IRS without identifying
Joe as the taxpayer filing it is not an option. Moreover,
in order to constitute a “return,” a document must be
executed by the taxpayer under penalty of perjury,” which
would be impossible with a “John Doe” return.

The task is even harder in a criminal
tax case because the suspected
criminal conduct may have
continued into part of the current tax
year for which the tax reporting has
not yet been done.

In order for a document to constitute a “return,” it
must include sufficient information to enable the IRS to
determine the taxpayer’s liability. The courts, which have
previously addressed the issue have held that a “return”
must amount to an honest and reasonable attempt to
comply with the tax laws.”” The more extensive the Fifth
Amendment claim and more limited the information
provided is the more risk that the filing will not be seen
as an honest effort to comply.”

How Can The Fifth Amendment Help?

By this point, Joe is probably thinking “It doesn’t sound
like there is anything I can do.” That is not true. While
there isn’t much he can do to totally avoid the problems
discussed above, he may be able to surgically use the Fifth
Amendment privilege to avoid some of the incriminating
disclosures in his current filings.

The Fifth Amendment provides, among other things,
that: “[n]o person shall ... be compelled in any criminal
case to be a witness against himself.” The privilege ap-
plies “in any ... proceeding, civil or criminal, formal
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or informal, where the answers might incriminate [the
witness] in future criminal proceedings.”™ More specifi-
cally, the privilege applies to a taxpayer’s dealings with the
IRS—including the filing of a tax return.”

In that vein, the U.S. Supreme Court has held that a
valid invocation of the Fifth Amendment is a defense to
criminal prosecution for willful failure to file a return
under Code Sec. 7203." Moreover, in situations where a
taxpayer invokes the privilege in the good-faith but errone-
ous belief that it applies, this may negate the “willfulness”
element of a criminal prosecution under Code Sec. 7203."
However, the scope of the privilege is limited.

As noted at the outset, the privilege generally cannot
be invoked to justify the complete failure to file a return.
The privilege also does not protect any false or misleading
statements or omissions in a return.' Third, the privilege
only applies to individuals. It does not protect artificial
entities such as corporations, nor does it protect individu-
als acting as representatives of an entity, rather than in
their individual capacities.™

Fourth, in order for the privilege to apply at all, the
taxpayer must reasonably believe, based on the unique
circumstances of his case, that the information to be
provided on the return “could be used in a criminal pros-
ecution or could lead to other evidence that might be so
used.”® In other words, “[t]here must be something pecu-
liarly incriminating about [the taxpayer’s] circumstances
that justifies his reliance on the Fifth Amendment.” The
taxpayer must have “reasonable cause to apprehend such
danger from a direct answer to questions posed to him”
on the tax return. Such information need not be sufficient
unto itself to support a criminal conviction, so long as it
would “furnish a link in the chain of evidence needed to
prosecute the [taxpayer] for a ... crime.””

The taxpayer must walk a fine line in order to invoke
the Fifth Amendment privilege properly on a return. The
general rule is that the taxpayer must assert the privilege
on the face of the return and in response to specific, line-
item questions on the return.”? However, even where a
taxpayer does this, she may be treated as if she had filed
no return at all (and thus lose the benefit of the privilege)
where she objects to specific questions, but does “so on
such a wholesale basis as to deny the IRS any useful finan-
cial or tax information.”?® Further, to the extent that the
taxpayer voluntarily discloses information on the return,
the privilege is lost.?*

Let us consider how Joe might exercise the Fifth Amend-
ment privilege in our example: Joe might consider filing
his 2014 Form 1040 by including only a completed and
signed Form 1040 with no attached schedules or possibly
with only a completed Schedule A (assuming nothing is
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implicated in filing Schedule A). On this return he might
make (e.g.) an entry on line 22 representing his actual total
income from all sources that would have been itemized
on lines 7 through 21 and place an asterisk on each of
these other lines. He would then complete the necessary
calculations of his taxable income and tax liability from
that point. Either on the bottom of the Form 1040 or
on an attachment Joe could assert his Fifth Amendment
privilege as the reason for his truncated filing.

He might do the same for the third quarter 2015 Form
941. He would calculate the correct withholding taxes
that were due on all wages to all employees for the quarter
and list that total on line 10 (total taxes after adjustments,
put asterisks on the lines above and complete the rest of
the form, sign it and remit the amount due.) A similar
attachment explaining that the Fifth Amendment is the
reason for the truncated reporting would be attached.”

One might argue that since a tax amount is reported
that a “return” has been filed although perhaps one that
cannot be vouched or audited.

This approach is not without risk either.

Indeed, there is a question as to whether the Fifth
Amendment protects the amount of a taxpayer’s income
from disclosure at all. The Second Circuit has indicated
that the privilege extends to reporting both the source
and the amount of the taxpayer’s income, if there is a
sufficient risk under the circumstances that disclosure of
that specific information might incriminate her.?® The
Eleventh Circuit, however, has held that “[t]he [Flifth
[AJmendment does not protect the amount of one's
income from disclosure on tax forms.”

Even if not deemed a valid “return,” it would seem
that some attempt to file the document that the statute
requires be filed is better than writing a letter saying one
is not going to be filing anything on or before the statu-
tory due date. To that extent, it seems that the potential
for a criminal failure to file prosecution is lessened by a
Fifth Amendment return even if it is not ultimately held
to be a valid “return.” However, the Tax Court decisions
upholding civil penalties for not filing a “return” when
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due would appear to continue to apply as long as what is
filed is not “a return.”

Conclusion

A taxpayer required to file a return during the pendency
of a government investigation into her affairs faces a trou-
bling dilemma, to which there is no clear solution. If he/
she refuses to file a return, or files an incomplete or mis-
leading return, he/she may be penalized and prosecuted.
If counsel assists in such conduct, then the practitioner
may also be sanctioned, possibly sued and maybe even
criminally prosecuted. One must also take a hard look
at what the actual “incriminating” information or “lead”
might be and determine if there is, in fact, a “lead” or in-
criminating evidence in the current filing or even if so, is
it worth protecting by these means. For example, in Joe's
case, for the year-end employment tax reporting, the same
issues must be addressed and there is no similar option
of truncated filing. All employees must receive truthful
and accurate W-2s. Adding up those W-2s will provide
the necessary roadmap to prove the first two quarters of
2015 were not correctly filed and will identify the persons
who IRS-CI should speak to (if the special agent has not
already figured it out by interviewing the employees who
were paid by check). The value of the “lead” might be
greater if (e.g.) the issue was the source and character of
cash payments received in a kickback or political corrup-
tion investigation of Joe and (e.g.) a City Manager who
hired Joe’s company to do a City project. In such a case,
the incriminating nature of the current filing might be a
key fact in proving or disproving the allegation and more
likely to provide the proverbial “link in the chain” of proof
necessary to convict.?®

As some commentators have noted, perhaps “[t]he best
advice is to keep a cool head, acknowledge that there is
no way to eliminate all of the client’s risk ... and make
sure that everyone involved is working to further the cli-

ents interests to the extent possible, within the bounds
of the law.”?°
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