
existing tax loss table and Option One are significantly • 
detrimental to tax enforcement in terms of ensuring that a term 
of imprisonment is imposed, Option One produces a less 
significant adverse impact. Thus, we again favor Option One. 
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In a series of proposals and issues for comment, the 
Commission seeks to address a circuit conflict, by way of a 
clarifying amendment, regarding how tax loss under §2Tl.l (Tax 
Evasion) is computed for cases that involve a defendant's 
underreporting of income on both individual and corporate income 
tax returns (Harvey/Cseplo conflict); clarify that tax loss in 
§2Tl.l refers to federal, and not state and local, tax loss; and, 
clarify that a tax evasion count and a count charging the offense 
that provided the income on which tax was evaded are grouped 
together under §3D1.2(c) to comport with a long-held Commission 
staff view. In addition, the Commission seeks comment on 
whether the definition of "tax loss" should include interest and 
penalties in evasion of payment tax cases, which are 
distinguishable from evasion of assessment tax cases, and whether 
the "sophisticated concealment" enhancement in the tax guidelines 
should be revised to conform to the "sophisticated means" 
enhancement in the fraud guidelines, including the imposition of 
a minimum offense level of 12. 

Tax Loss: Harvey/Cseplo Conflict 

This proposed amendment and issue for comment addresses a 
circuit conflict regarding how tax loss (i.e., the base offense 
level) under §2Tl.1 is computed for cases involving a defendant's 
understatement of income on both individual and corporate income 
tax returns. Typically, these cases involve a corporate skimming 
operation, where the sole or major shareholder diverts corporate 
funds to his personal use and then fails to report the diverted 
funds on the corporate and/or his individual income tax return. 
The Commission frames the conflict as between the sequential 
calculation method adopted by the Seventh and Second Circuits in 
United States v. Harvey. 996 F.2d 919 (7th Cir. 1993), and United 

the break point between Zones Band C is a tax loss of $70,000, 
while the break point between Zones C and Dis a tax loss of 
$200,000. Using the existing tax loss table, the respective zone 
break points are tax losses in the amounts of $40,000 and 
$325,000. Thus, under the existing tax table, Zone C will begin 
at lower tax loss amounts than under Option Two, while Zone D 
will begin at a significantly higher tax loss ~Jn9unt than Option 
Two provides. 
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States v. Martinez-Rios, 143 F.3d 662 (2d Cir. 1998), and the 
total aggregation approach adopted by the Sixth Circuit in United 
States v. Cseplo, 42 F.3d 360 {6th Cir. 1994). Without any 
explanation, the Commission has adopted the Harvey sequential 
approach, but it does seek comment on whether the Cseplo approach 
should be adopted. 

The Tax Division has sought to have the Commission address 
this issue since late 1998 and, in fact, Mary Harkenrider, the 
Department's then-ex officio member of the Commission, sent a 
letter to the Commission to that effect. We have long urged the 
Commission to adopt the Cseplo approach to the resolution of this 
conflict. 

Although Application Note 7 to §2Tl.1 of the Guidelines 
provides that "[i]f the offense involves both individual and 
corporate tax return~, the tax loss is the aggregate tax loss 
from the offenses taken together," that note does not answer the 
question how the loss is to be computed. In United States v. 
Harvey, 996 F.2d 919 (1993), the Seventh Circuit was called upon 
to determine the "tax loss" in a situation where a taxpayer had 
distributed the income of a closely-held corporation to himself 
without reporting the income at either the corporate or the 
individual level. The court treated the diversion as a 
constructive dividend and, in calculating the "tax loss," reduced 
the amount of the constructive dividend received by the defendant 
by the amount of the income taxes that would have been paid at 
the corporate level if the income had been properly reported by 
the corporation, reasoning that not to reduce the constructive 
dividend "overstates the revenues lost to the Treasury." United 
States v. Harvey, 996 F.2d at 921. The court reached this 
conclusion by considering the situation of a corporation that had 
receipts and profit of $100,000. Ignoring all other deductions 
and credits, if the corporation obeyed the tax laws, it would pay 
$34,000 in tax to the Government (at the 34% rate of 
§2T.l(c) (1) (A)),· leaving $66,000 f6r distribution to its 
shareholders to be taxed as a dividend (at the 28% rate of 
§2T.l(c) (1) (A)). The court conclu~ed, therefore, that it was 
necessary to deduct the amount of the corporate income taxes that 
should have been paid before determining the amount of the 
unreported constructive dividend and personal inc6me "tax loss" 
under the Guidelines. 5 

5 Under the Harvey approach, the tax loss on a $100,000 
diversion is $52,480 (a corporate tax loss of $34,000 (34% x 
$100,000) + a personal tax loss of $18,480 (28% x $66,000 
($100,000 - $34,000))) . 

4 



In United States v. Cseplo, 42 F.3d 360 (Cir. 1994), the • 
Sixth Circuit refused to follow Harvey and reached a different 
result. The court said it did "not read th~ guidelines as saying 
that the tax loss resulting from Mr. Cseplo's failure to report 
his receipt of diverted funds should be calculated as if he had 
not received money that he did in fact receive." United States 
v. Cseplo, 42 F.3d at 364. The court noted that (996 F.2d at 
365) : 

By choosing to falsify both returns, Cseplo 
made the deliberate decision to produce 
separate harm to the government with respect 
to both tax liabilities. The fact that 
Cseplo might have been able to claim a 
corporate salary deduction had he paid 
himself these money honestly and openly does 
not relieve him from the responsibility for 
creating the separate tax losses through the 
illegal course of conduct he chose in this 
case. 6 

Noting that the guideliries were silent on this point and 
that the Sixth and the Seventh Circuits had reached different 
results, the Second Circuit in United States v. Martinez-Rios, 
143 F.3d 662, 672 (1998), opted to follow the Seventh Circuit's • 
approach in Harvey. "primarily because it bases the calculation 
on a better approximation of the tax revenue lost to the federal 
treasury." The court said that it "did not think that the 
framers of the 1991 Guidelines intended to exacerbate the double 
taxation phenomenon by computing shareholders' tax losses without 
regard to the corporate taxes that their corporations were 
obliged to pay, at least in circumstances where the shareholders 
are being punished for their share of unpaid corporate taxes." 
Id. 

We believe that Cseplo is the better approach. The flaw in 
the Seventh Circuit's reasoning in Harvey is its focus on the 
situation where the taxpayer "obeys the tax laws." United States 
v. Harvey, 996 F.2d at 921. In that situation, there are only 
after-tax funds available for dividend distribution, and the 
hypothetical shareholder will not receive more than $66,000. But 
we are ndt dealing in these cases with taxpayers who "obey the 
tax laws." Rather, we are concerned with defendants who have 
been convicted precisely because they have not obeyed the tax 

6 Under Cseplo, the tax loss on a $100,000 diversion is 
$62,000 (a corporate loss of $34,000 (34% x $100,000) + a 
personal tax loss of $28,000 (28% x $100,000)). 
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laws. Using the figures from the Harvey example, the corporation 
does not pay $34,000 in income taxes on $100,000 of unreported 
income; it pays nothing. The shareholder does not receive an 
unreported dividend of $66,000; he receives $100,000. 

The Seventh Circuit's attempt to deal with the fact that 
$100,000, instead of $66,000, winds up in the defendant's pocket, 
is not only unconvincing, it is also incorrect as a matter of 
settled tax law. Without analysis or citation of authority, the 
court dismisses, as either a nontaxable return of capital or "an 
implicit wage or bonus to the recipient" deductible by the 
corporation, the $34,000 that the defendant receives in addition 
to the $66,000 that the court assumes is available for 
distribution to the defendant. United States v. Harvey, 996 F.2d 
at 921. Neither characterization bears scrutiny where the funds 
received by the defendant are treated, under the facts of those 
cases, as constructive dividends. Unless a taxpayer proves there 
is an absence of corporate earnings and profits, a corporate 
distribution to a shareholder is treated as a taxable dividend, 
not as a return of capital. See United States v. Ruffin, 575 
F.2d 346, 351 n.6 (2d Cir. 1978). And as the Sixth Circuit 
observed, "it may also be true that the illicit diversion of 
funds is unreasonable ipso facto, and that such funds are no more 
deductible by the corporation than bribes or kickbacks would be." 
United States v. Cseplo, 42 F.3d at 365 n.6; see 26 U.S.C . 
162 (c). 

The better analysis reflects the reality of the situation: 
the taxpayer in the Harvey hypothetical is in the position of 
havin~ stolen the $34,000 in corporate taxes that should have 
been paid to the Treasury. As the Second Circuit otherwise 
recognized at another point in its Martinez-Rios opinion (143 
F~3d at 673), funds illegally obtained by a taxpayer are 
nonetheless taxable to him as income. See James v. United 
States, 366 U.S. 213, 218-20 (1961). Thus the individual income 
"tax loss" should reflect the fact that the taxpayer. in the 
Harvey hypothetical receives not only the $66,000 that would have 
been available for distribution had the corporatiori paid its 
$34,000 in corporate income taxes, but also the $34,000 in taxes 
that the taxpayer has in effect "stolen" from the Treasury. 

Tax Loss: Exclusion of State and Local Tax Loss 

This clarifying amendment, in the form of an addition to 
application note 1 to §2Tl.1, provides that: "Tax loss" means 
federal tax loss; it does not include state or local tax loss. 
According to the synopsis of t~e proposed clarifying amendment, 
'the inclusion of state or local tax loss would "greatly 
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complicate the guideline because of the multitude of state and 
local tax rates and provisions." We are opposed to this 
amendment. 

Quite frankly, we are mystified by the inclusion of this 
proposed amendment in the package. The Guidelines have been in 
effect since November 1987, and we are unaware that this issue 
has been a significant concern in the application of the tax loss 
guideline. To the extent that courts have addressed the issue, 
they have approved the inclusion of state and local tax loss in 
the computation of tax loss for sentencing purposes. See United 
States v. Fitzgerald, 232 F.3d 315, 318 (2d Cir. 2000); United 
States v. Powell, 124 F.3d 655, 663-64 (5th Cir. 1997). 7 

Moreover, the exclusion of state and local tax loss from 
the definition of ''tax loss" conflicts with one of the underlying 
principles of Guidelines calculations - all relevant conduct is 
to be taken into account in determining the base offense level 
(§1B1.3(a)). In tax cases, relevant conduct includes "all acts 
and omissions committed, aided, abetted, counseled, commanded, 
induced, procured, or willfully caused by the defendant" 
(§1B1.3(a) (1) (A)), and "in the case of a jointly undertaken 
criminal activity ... all reasonably foreseeable acts and 
omissions of others in furtherance of the jointly undertaken 
criminal activity" (§1B1. 3 (a) ( 1) (B) ) , "that were part of the same 
course of conduct or common scheme or plan as the offense of 
conviction" (§1B1. 3 (a) ( 2) ) . See also USSG §2Tl .1, comment. 
(n.2). In a tax case the connection between the offense of 
conviction and the related conduct is in many cases quite direct, 
as it is often the case that the same act evades both the federal 
and the state tax. Thus, in an appropriate case, such as in a 
joint federal/state fuel excise tax evasion scheme, the amount of 
state excise tax loss is clearly "relevant conduct" pursuant to 

7 In analogous contexts, the Ninth and Eleventh Circuits 
have concluded that.relevant conduct is not limited to federal 
offenses for sentencing purposes. See United States v. Newbert, 
952 F. 2d 281, 28 4 ( 9th Cir. 1991) (holding that nonfederal 
offenses may be considered for sentence enhancement under 
§1B1.3); United States v. Fuentes, 107 F.3d 1515, 1526 (11th Cir. 
1997) (holding that state offenses that were part of the same 
course of conduct or common scheme or plan must be considered 
relevant conduct under §1B1.3(a) (2)). And, in an unpublished 
ppinion, the Sixth Circuit has also so held. United States v. 
Bandy, 172 F.3d 49, **2 (6th Cir. 1999) (Table) (holding that 
relevant conduct under §1B1.3(a) is not limited to conduct that 
constitutes a federal offense). 
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§1B1.3(a) (2), and should be included in the base offense level 
calculation. 

A failure to include stat~ tax loss in the tax loss calculus 
for purposes of determining the base offense level also could 
result -in dissimilarly situated defendants being treated 
similarly. For example, one defendant might evade federal excise 
taxes on fuel but pay the state excise tax (we are aware of at 
least one case where this happened), while another defendant 
evades both. If the state tax loss is not taken into account, 
both of these defendants will end up with the same sentence as 
long as the federal tax loss is .the same. 

Moreover, no proof is offered to support the justification 
for the proposed exclusion (i.e., including state and local tax 
loss would greatly complicate the guideline because of the 
multitude of state and local tax rates and provisions). In fact, 
in many cases, the calculations are fairly simple. For example, 
in the fuel excise tax area, the federal tax is calculated by 
multiplying a certain number of cents (per gallon rate) times the 
number of gallons of fuel on which the tax was not paid, and the 
parallel state excise tax is usually calculated in the same 
manner, although a different per gallon rate applies. Similarly, 
in the income tax area, many state income taxes are based upon 
the federal income tax calculation with a few fairly 
straightforward adjustments that are not particularly difficult 
to calculate. 

In any event, including state and local tax losses in the 
tax loss computation for base offense level purposes places no 
great burden on either the court or the Probation Department. In 
the first instance, these computations will be prepared by agents 
of the Internal Revenue Service. The defendant is always free to 
challenge these calculations~ and either Probation or the court 
can reject them on the ground that they have not been 
established . Moreover, including state and local tax losses in 
the tax loss computation will not require a court to get 
intimately involved in detailed tax computations. The guidelines 
specifically provide that when the amount of tax loss is 
uncertain, "the court will simply make a reasonable estimate 
based on the available facts." USSG §2Tl .1, comment. (n .1) . 

Grouping of Tax Count .with Count Charging Offense Providing 
Underlying Income 

To codify the longstanding view of its staff, the Commission 
proposes to add an application note to §2Tl . 1 clarifying that a 
tax evasion count and a count charging the offense that provided 
the income on which tax was evaded are grouped together under 
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§3D1.2{c). According to the application note, the counts are to • 
be grouped together whether or not the amount of criminally 
derived income is sufficient to warrant the income from criminal 
activity enhancement under subsection §2Tl.l{b) (1). We oppose 
this amendment as inconsistent with the basic premise of the 
grouping rules and the reason for the §2Tl.l{b) (1) enhancement. 

We do not .disagree with the proposition that clarification 
of the grouping rules for tax cases is necessary. Courts that 
have faced this question have reached varying conclusions on the 
need and method for grouping. United States v. Fitzgerald, 232 
F.3d 315, 319-21 (2d Cir. 2000) {holding that tax evasion, fraud 
and conversion counts should be grouped under USSG §3D1.2(d) and 
the loss attributable to all of defendant's offenses aggregated); 
United States v. Vitale, 159 F.3d 810, 813-15 {3d Cir. 1998) 

. {rejecting claim that wire fraud and tax evasion counts should be 
grouped under USSG §3D1.2{c) as such grouping would·result in no 
incremental effect on sentencing for tax evasion count); United 
States v. Haltom, 113 F.3d 43, 45-47 {5th Cir. 1997) {holding that 
tax evasion and mail fraud convictions must be grouped under USSG 
§3D1~2{c)); United States v. Astorri, 923 F.2d 1052, 1055-57 {3d 
Cir. 1991) {concluding that wire fraud and tax evasion counts 
were properly not grouped together under §3D1.2{c), and adding 
that, under §3D1.4, the court correctly added two units or levels 
to the fraud offense calculation); United States v. Morris, 229 • 
F.3d 1145, *1 {4th Cir. 2000) {Table) (holding, based upon 
Vitale, that money laundering and tax evasion counts were not to 
be grouped under USSG §3D1.2(c), because the victims, harms, and 
conduct for the offenses were different); United States v. 
McCormick, 1998 WL 799176 (SD NY 1998) (declining to group 
conspiracy to commit mail fraud and tax evasion counts under USSG 
§3D1.2(c). 

The proposed addition to the application notes, however, is 
not an appropriate solution to the grouping issue. Indeed, the 
proposal is inconsistent with the premise underlying the grouping 
rules of Chapter 3, Part D of the Guidelines. "This Part 
provides rules for determining a single offense level that 
encompasses all the.counts of which the defendant is convicted." 
USSG Ch.3, Pt.D, intro. cortunent. 11 The rules in this part seek to 
provide incremental punishment for significant additional 
criminal conduct." .lg. {Emphasis added.) The rules use the most 
serious offense as the starting point and then reference the 
other counts to determine how much to increase the offense level. 
Id. The grouping rules also are designed to limit the 
significance of the formal charging decision and to prevent 
multiple punishment for substantially identical offense conduct . 
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Generally, counts are grouped together when they involve 
substantially the same harm. USSG §3D1.2. Section 3D1.2(c), the 
object of the proposed application note, provides that counts are 
to be grouped when one of the counts embodies conduct that is 
treated as a specific offense characteristic in, or other 
adjustment to, the guideline applicable to another of the counts. 
Application note 5 explains that §3D1.2(c) "prevents 'double 
counting' of offense behavior." 

One of the examples in Application note 5 shows how the 
provision is meant to work. The note says that the rule applies 
only if the offenses are closely related and gives as an example 
of closely related offenses that warrant grouping under this 
provision use of a firearm in a bank robbery and unlawful 
possession of that firearm. The robbery would have a base 
offense level of 20 (§2B3.l(a)), which would be increased 2 
levels because the property of a bank was the object of the 
offense (§2B3.l(b} (1)) and increased 6 levels because a firearm 
was used (§2B3.l(b) (2) (B)), for a total offense level of 28. 
Unlawful possession of the firearm would have a base offense 
level of 20 if the defendant unlawfully possessed a stolen 
handgun and had a prior felony conviction of a crime of violence 
(§2K2.l(a) (4) (A)), which would be increased 4 levels because the 
firearm was used in connection with another felony offense 
(§2K2.l(b) (5)), for a total offense level of 24. If these two 
offenses were not grouped together under §3D1.2(c), then there 
would be two separate groups with offense levels of 28 and 24, 
and, pursuant to the provisions of §3D1.4, the combined offense 
level for both groups would be 30. In other words, although six 
levels of the level 28 for the bank robbery were attributable to 
the firearm, unlawful possession of the firearm would further 
increase the final level if it was treated as a separate group 
and §3D1.4 was applied. In short, without combining the two 
offenses in one group, the firearm gets counted twice. 

Unfortunately, in many criminal tax cases, §3D1.2(c) will 
not always work this way -- i.e., grouping as contemplated in 
the proposed application note will not always achieve incremental 
punishment for significant additional criminal conduct and also 
avoid double counting. Indeed, the Commission's grouping 
proposal will result in cases where the harm produced by one 
count or group of counts will play no part in the determination 
of the offense level for the group. A couple of examples 
illustrate the point. 

In United States v. Vitale, 159 F.3d at 813-16, the district 
court did not group tax evasion and wire fraud counts. The 
adjusted offense levels for the two counts were 25 for the wire 
fraud count and 23 for the tax count, including a two-offense 
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