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Introduction

This paper excerpt analyzes the United States v. Marinello,
Supreme Court decision on whether a conviction under 26 U.S.C. §
7212(a)’s omnibus clause, for corruptly endeavoring to obstruct or
impede the due administration of the tax laws requires proof that a
defendant acted with knowledge of a pending Internal Revenue Ser-
vice action. For a full version of the paper that won second place in
the 2018 Donald C. Alexander Tax Law Writing Competition, please
see the Inside Basis publication.

Part I: 26 U.S.C. § 7212(a)

A.§ 7212(a)

Section 7212(a) of the Internal Revenue Code (“IRC” or “Code™)
consists primarily of two clauses.! The first clause prohibits cor-

rupt or forcible endeavors to interfere with U.S. employees acting
pursuant to Title 26.2 The second clause, referred to as “the omnibus
clause,” prohibits corrupt or by threat of force, to obstruct or im-
pede, or endeavors to obstruct or impede the due administration of
the Code.? The omnibus clause is a catchall provision that criminal-
izes “any other way” of corruptly obstructing or impeding the “due
administration” of the IRC. The omnibus clause is generally reserved
for conduct occurring after a tax return has been filed, where the
actions by the taxpayer or other person has impeded or obstructed
the audit or investigation.*

B. Required Elements for Obstruction of Due Administration

The government must prove three elements beyond a reasonable
doubt to prosecute a defendant with violating § 7212(a)’s omnibus
clause: (1) in any way endeavored, (2) corruptly, and (3) to obstruct
or impede the due administration of the IRC.?

1. Definition of Corruptly

The term “corruptly” is not defined in the Code.% In United States

0. Reeves, the district court defined “corruptly” as meaning “with
improper motive or bad or evil purpose.”™ In United States v. Floyd,
the court held that the term “corruptly” in § 7212(a) means “acting
with an intent to procure an unlawful benefit either for the actor or
for some other person.”

2. Definition of Endeavor
Courts interpreting the term “endeavor” under § 7212(a) have
looked to case law interpreting similar language in the obstruction

of justice statutes such as 18 U.S.C. §§ 1503 and 1505.” The term
“endeavor” as used in § 7212(a) is any effort to do or accomplish the
evil purpose the section was intended to prevent.! According to the
DOJ CTM, the means by which a defendant can “endeavor” to im-
pede the due administration of the internal revenue laws is virtually
unlimited.!! In United States v. Johnson, the jury was instructed
that “[a]n endeavor is any effort or any act or attempt to effectuate
an arrangement or try to do something, the natural and probable
consequence of which is to obstruct or impede the due administra-
tion of the Internal Revenue laws.”?

3. To Obstruct or Impede the Due Administration

of the Code

Section 7212 (a) is aimed at prohibiting efforts to impede “the
collection of one’s taxes, the taxes of another, or the auditing of
one’s or another’s tax records.”® A violation of the omnibus clause
can occur whenever a defendant intends to impede the adminis-
tration of the tax laws.!* A wide umbrella of activities fall under due
administration of the internal revenue laws, including: “mailing out
internal revenue forms; answering taxpayer’s inquires; receiving,
processing, recording and maintaining tax returns, payments and
other taxpayers’ submissions; as well as monitoring taxpayers’
compliance with their obligations.”*® In United States v. Soren-
son, the court held “to ‘obstruct or impede’ is to hinder or prevent
from progress; to slow or stop progress; or to make accomplishment
difficult and slow.”6

C. The Legislative History of § 7212(a)
Section 7212(a) was enacted in 1954 to punish acts or threats of
physical force directed at IRS employees in an attempt to obstruct or
impede the employee’s official acts.!” Section 7212(a) was intended to
outlaw corrupt solicitation of IRS employees engaged in an investiga-
tion or collection activity such as bribery or extortion acts.'® In United
States v. Williams, a case of first impression regarding interpretation
of the omnibus clause, the government acknowledged that it had pre-
viously asserted that § 7212 applied only to situations involving force
or threat of force." There is nothing in the statute’s legislative history
that speaks to the view that the omnibus clause was intended to reach
the whole gamut of acts which could be characterized as attempts to
avoid the operation of the tax laws as a whole.?

The limited discussion of the § 7212(a)’s omnibus clause in both
the House and Senate reports is extremely informative: if Congress

September 2018 - THE FEDERAL LAWYER - 741



had wanted to enact an additional statute to be used routinely in
prosecuting tax evasion or the submission of false statements, it
would have explicitly stated such a far-reaching intention rather than
through the use of the term “corruptly.”

Part ll: Current Interpretation of § 7212(a) Omnibus Clause
Prior to the Marinello Supreme Court decision, there was a split
among several circuit’s interpretation the omnibus clause of § 7212(a).

A. Circuit Splits

1. Sixth Circuit Interpretation

No circuit court prior to United States v. Kassouf had decided
whether the omnibus clause of § 7212(a) requires a pending IRS
proceeding or investigation of which the defendant was aware.?

In Kassouf, the defendant was charged with using partnership
and controlled corporate transactions for his personal benefit and
failing to maintain partnership books and records.?® The district court
concluded that the government did not show that the defendant
had knowledge of a pending IRS investigation or investigation.? The
Sixth Circuit affirmed, basing its conclusion on a comparison of the
omnibus clause with 18 U.S.C. § 1503 and consulted case law inter-
preting § 1503 for guidance on how to construe the phrase, “the due
administration of this title” under § 7212(a).?> Specifically, the circuit
looked to United States v. Aguilay, a decision addressing the scope
of conduct covered by § 1503(a)’s broad prohibition on corrupt
efforts to influence, obstruct, or impede the due administration of
justice.®

Section 1503 has been uniformly interpreted as requiring a
pending judicial proceeding.?” In Aguilar, the Supreme Court limited
the reach of the statute to pending proceedings which had a nexus
between the act and the judicial proceeding such that “the act must
have a relationship in time, causation, or logic with the judicial
proceedings.” The Sixth Circuit believed if they imposed liability
for conduct with less of a causal connection than what was rejected
in Aguzlay, they would be permitting the IRS to impose liability for
conduct which was legal and occurred [well] before an IRS audit, or
even tax return, was filed.*

2. Tenth, First, Fifth, and Ninth Circuit Interpretations
In contrast to the Sixth Circuit, the Tenth Circuit found 18 U.S.C.
§ 1503 “substantially different than [§] 7212(a).”" Since § 1503(a)
requires a defendant to corruptly endeavor to influence, intimidate, or
impede any juror, officer of the court, or magistrate judge in court-re-
lated duties, the statute inherently requires that the obstructive
conduct take place during an ongoing proceeding.*

However, a defendant does not need to participate in an ongoing
proceeding to “corruptly ... endeavor to obstruct or impede the
due administration of” the tax laws.* The Tenth Circuit found that
there are many scenarios where the IRS duly administers the tax
laws before initiating a proceeding, for example, when computing
taxes owed.*® A defendant who corruptly endeavors to obstruct or
impede the administration of that computation opens themselves up
to liability under § 7212(a).** Similarly, the First,* Fifth,*® and Ninth*
Circuits have found that a defendant need not have knowledge of a
pending IRS investigation or proceeding before being held criminally
liable under the omnibus clause.
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B. The Second Circuit’s Interpretation in Marinello

Marinello was prosecuted for violating the omnibus clause of §
7212(a) by failing to maintain corporate books and records and
failing to furnish complete records for his accountant.*® The court
declined to construe § 7212(a) as narrowly as in Kassouf, holding
that “[klnowledge of a pending [IRS] investigation is not an essential
element of the crime.”

The Second Circuit affirmed declining to follow the Kassouf
standard on the grounds that the text of § 1503(a) is distinguishable
from § 7212(a).* The circuit stated that § 1503(a)’s statutory language
focuses on grand jury or judicial proceedings.*! The circuit further held
that § 7212(a) does not contain any such reference to specific IRS
actions, investigations, or proceedings that would support analogizing
it to § 1503(a).* The two statutes employ different phrases which
suggest the statutes carry different meanings: “the due administra-
tion of justice,” 18 U.S.C. § 1503(a) (emphasis added), and “the due
administration of this title,” 26 U.S.C. § 7212(a) (emphasis added).*

The Second Circuit denied an en banc review of Marinello’s
case.* Judge Jacobs strongly dissented stating that the broad
interpretation and application of the statute could lead to allow any
prosecutor to say “show me the man, and I'll find you the crime.”®
Judge Jacobs stated “[i]f Congress intended to dramatically expand
the scope of the law in the way that the panel conceives, the legisla-
tive history gives no hint of that.”®

C. Comparison of § 7212(a) to Other Criminal Tax Statutes

All of the primary tax crimes set forth in the IRC require that the
defendant act with a specific mental state—that the acts be done
“willfully.”"” Congress has not defined the term “willfulness” in the
IRC.*® The “Supreme Court has held that the term ‘willfully’ has the
same meaning in the felony provisions of the IRC (e.g., §§ 7201 and
7206) as it does in the misdemeanor provisions (e.g., §§ 7203 and
7207).7% All of the other tax felony statutes require willfulness; §
7212(a) imposes no such requirement.”

D. Potential Violations of § 7212(a)

Potential violations of § 7212(a) may result from a lack of knowledge
or a misunderstanding of its complexities.”* Through the internal rev-
enue administration system, the government interacts with “virtually
the entire citizenry.” Every receipt collected by an individual for a
charitable donation, every expense paid by a landlord for their rental
property, and every bookkeeping entry made by an accountant could
become potentially suspect to the scrutiny of the IRS.?

Part lll: Marinello Supreme Court Decision

The Supreme Court reversed the Second Circuit’s judgment on
March 21, 2018.%* In light of the Court’s decision in Aguilar, the
Court found it appropriate to construe § 7212(a)’s omnibus clause
more narrowly than the government proposes.® The 7-2 majority
opinion concluded that the government must prove the following to
support a omnibus conviction under § 7212(a): a “nexus” between
the defendant’s conduct and a particular administrative proceeding,
such as an investigation, an audit, or other targeted administra-

tive action, that the proceeding was pending at the time that the
defendant engaged in the obstructive conduct or that the proceeding
could be reasonably foreseeable.”®



The majority took the view that “due administration of the tax
code” does not cover routine administrative procedures that are
near-universally applied to all taxpayers.”” The clause as a whole re-
fers to specific interference with targeted governmental tax-related
proceedings, such as a particular investigation or audit.”® The dissent
felt that this limitation of the statute has no textual basis.?” The plain
meaning of the omnibus clause prohibits the due administration of
the tax code in its entirety, not just particular IRS proceedings.” The
words of “this title” cannot be read to mean “only some of this title.”t!
“When Congress wanted to refer only to a particular subsection or
paragraph, it said so.”® According to the dissent, the phrase “due
administration of this title” refers to the entire process of taxation,
from gathering information to assessing tax liabilities to collecting
and levying taxes, it is not only limited to specific provisions of the
tax code.%

According to the majority, if the omnibus clause is interpreted
broadly, perhaps “the provision could apply to a person who pays a
babysitter $41 per week in cash without withholding taxes, leaves a
large cash tip in a restaurant, fails to keep donation receipts from ev-
ery charity to which [contributions are made], or fails to provide every
record to an accountant.”* If Congress had intended that outcome,
it would have spoken with more clarity than it did in § 7212(a).® The
dissent felt that whether the omnibus clause would cover the hypo-
thetical scenarios listed in the majority opinion is debatable. % The
dissent’s position is that the majority in its efforts to exclude the hypo-
thetical scenarios has constructed an opening in the omnibus clause
large enough that even the worst offenders can escape liability.5

The IRC creates numerous misdemeanors.® If the Court were to
interpret the omnibus clause as applying to all code administration, it
would potentially transform “many, if not all,” of these misdemeanor
provisions into felonies, making the specific provisions redundant,
or perhaps the subject matter of plea bargaining.® The dissent’s
view is that Marinello’s preferred reading of § 7212(a) potentially
overlaps with another provision of federal law that criminalizes the
obstruction of the “due and proper administration of the law under
which any pending proceeding is being had before any department
or agency of the United States.”™

If Marinello was somehow aware of the 2004 IRS investigation for
tax evasion on the basis of an anonymous tip, he would then have
been placed on alert of a pending IRS investigation or proceeding.™

Conclusion

The Marinello Supreme Court decision will be a game changer in

future § 7212(a) omnibus clause prosecutions. Will the IRS initiate
more proceedings so that the government can successfully bring §
7212(a) prosecutions? ®
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The Trouble With Taxing Third-Party

Litigation Funds

by Robert Daily

Introduction

Third-party litigation, also known as litigation finance, describes the
“nonrecourse funding of litigation by a nonparty for a profit.”! Under
a typical agreement, a litigant or a contingent-fee lawyer receives
cash from a third-party litigation fund in exchange for a percentage
of the potential claim. The litigant uses the proceeds to either pay for
living expenses or costs of litigation. The contingent-fee lawyer uses
the proceeds to diversify risk and smooth out cash flow.

Unfortunately, litigation finance defies an easy tax characteriza-
tion. To make matters worse, the Internal Revenue Service (IRS) has
not issued any substantive guidance to help taxpayers categorize
the transaction.? The lone IRS publication is a highly redacted and
unhelpful memorandum issued in 2015.? Scholars have started, but
have been unable, to solve the tax characterization puzzle.*

Adding insult to injury, the largest litigation funds are pushing the
limits on how they categorize the transaction. Most funds label these
contracts as “variable prepaid forward contracts” as a way to pay tax
at the preferential capital gains rate.” This categorization stretches
the logical limitations of a favorable revenue ruling issued in 2003.°
Without this categorization, the tax consequences of investing in
litigation finance would be far worse.”

On one hand, this categorization allows investors to choose
investments in a tax indifferent way; the tax consequences of invest-
ing in a litigation fund would be the same as investing in a publicly

74 - THE FEDERAL LAWYER - September 2018

traded stock. On the other hand, the tax lawyers setting up these
agreements are aggressively shaping the future of variable prepaid
forward contracts. This article argues that under current law, the
third-party litigation finance funds cannot support their position.

Litigation Finance Basics
Overview
Litigation finance typically comes in two varieties: small funding
for personal injury cases and large funding for corporate litigation.®
The first type of funding usually involves a funder advancing money,
typically less than $30,000,° to a litigant or contingent-fee lawyer in
exchange for part of the rights to future judgment or settlement.!’
On the other hand, this paper will focus on funding for “complex
commercial disputes,” which often exceed “several million dollars.”!!
The funding does not go directly to the plaintiff; rather, it goes to
fund the complex litigation.'? One of the most prominent litiga-
tion funds states that it “provides strategic capital to the business
community ... [for] expensive, complex, high-risk commercial legal
disputes ... [which] is similar to other funding mechanisms available
to businesses, including bank financing and other forms of financing
that might be collateralized.”"
These contracts are hard to generalize. While a smaller litigation
fund may use an almost identical contract to fund plaintiff’s lawsuits,
a large litigation fund likely will not use the same agreement for more



than one party.'* And almost all contracts “contain strict confidenti-
ality provisions” that make disclosure illegal.'> Moreover, most courts
do not require parties to tell opposing counsel or the court about the
third-party financing.'®

Therium Agreement

This article analyzes a recently disclosed contract to explain the typ-
ical funding and recovery provisions in a large third-party litigation
finance contract. The contract was disclosed in Gbarabe v. Chevron,
a lawsuit concerning a “2012 explosion of a natural gas rig” owned by
Chevron Corporation “off the coast of Nigeria.”” The plaintiffs had
trouble funding the risky lawsuit and were running out of cash in the
lengthy discovery phase.!® Therium, a large British-based litigation
fund, stepped in and invested $1.7 million into the case in exchange
for a piece of the claim. But the court denied the plaintiffs’ motion
for class-certification, effectively ending the lawsuit and causing
Therium to lose its investment. '

Funding

Although there is a trend for litigation funds to invest in a portfolio
of a contingent-fee lawyer’s lawsuits, most litigation finance funds
invest in a single lawsuit. The earlier the stage of the litigation, the
riskier it is to invest. But with more risk comes more reward. Liti-
gation finance funders will require a substantial amount of upside if
they invest in a litigation claim that has not settled and is still going
through discovery.

In the Therium contract, the contingent-fee lawyers primarily used
the funding for discovery disputes and to finance trips back and forth
from Nigeria.?’ The contingent-fee lawyers also received $15,000 a
month because they had to “give up a great deal of work to concen-
trate on the” case.?! But the funding was not without significant risk.
The agreement contained a nonrecourse provision, meaning that
Therium would not be able to recover its cost of litigation from the
plaintiffs or lawyers if the lawsuit was unsuccessful.*

Recovery

Because this investment was particularly risky, Therium required a
high success fee as a prerequisite of investing. The agreement states
that Therium would have received “6x ... the total committed funds,
plus 2 percent of all proceeds.” In less risky lawsuits, litigation
finance funds usually ask for a recovery of four times the funds it
invests in the litigation.?*

If the litigation was successful, Therium would first recover its
investment and would then split the success fee with the plaintiffs
and the contingent-fee lawyers.® It is unclear, based on a reading of
the agreement, whether Therium would get the six times committed
funds before splitting the rest of the proceeds from the arrangement.
Most contracts created by U.S. funds have a more explicit ordering
schedule.?® Some litigation finance contracts create a “security inter-
est” in the claim, giving investors a right to the litigation proceeds in
front of creditors.?

If the litigation were incredibly successful (for example, a recov-
ery of $100 million), the vast majority of the funds would have gone
to the plaintiffs and contingent-fee lawyers (over $86.4 million). In
contrast, if the litigation was moderately successful (for example,

a recovery of $10 million), all of the funds may have gone to the

funder. This high hurdle creates an incentive for the plaintiffs to stay
in the litigation for as long as possible.?® In this case, the break-even
point, whereby the plaintiffs would likely not settle for anything less,
would be $13.6 million.

Variable Prepaid Forward Contract

These third-party litigation finance contracts likely create a “sale”
for tax purposes.? This means that continent-fee lawyers recognize
income immediately upon funding and, if the litigation is successful,
funders recognize income and pay tax at the higher ordinary income
tax rates when they receive money from the claim.

But neither party likes this result: contingent-fee lawyers want
to defer income recognition and funders want to pay tax at the pref-
erential capital gains rates, which could cut the funders’ tax bill by
half. In an attempt to counteract these negative tax consequences,
funders label the claims as variable prepaid forward contracts.®

In a standard forward contract, two parties agree to a contract
“for the purchase and sale of property for a specified price on a
future date.”! In contrast, in a variable prepaid forward contract,
one party typically “prepays” their obligation so that only one party
would make a payment or delivery on the settlement date.* Because
the parties keep the transaction “open,” this characterization pushes
the sale from when the parties fund the contract to when the parties
recover on the litigation claim.*

This categorization is ideal for both the funder and the contin-
gent-fee lawyer. First, the contingent-fee lawyer need not recognize
income when the parties enter into the contract—the lawyer rec-
ognizes income when the litigation is over, which could take years.
Second, the litigation fund would pay tax at the preferential capital
gain rate, significantly decreasing the funder’s tax liability.** The only
downside is that if the litigation is unsuccessful, the funder would
have a capital loss rather than an ordinary loss, which could prevent
the funder from using all of the loss.*

Litigation finance funds point to two things to support the
variable prepaid forward contract characterization: Revenue Ruling
2003-7 and the open transaction doctrine.

Revenue Ruling 2003-7
In Revenue Ruling 2003-7, the IRS held that there was no sale when
a shareholder received a “fixed amount of cash” and “simultaneously
enter[ed] into an agreement to deliver on a future date a number of
shares on common stock that varies significantly depending on the
value of the shares on the delivery date.”® The holding is dependent
on three conditions: (1) the shareholder must pledge enough shares
at the time of funding, (2) the shareholder must have an unrestricted
legal right to substitute the shares for cash, and (3) the shareholder
cannot be “economically compelled to deliver the pleaded shares.””

The Tenth Circuit, in Anschutz Co. v. Commassioner of Internal
Revenue, declined to follow Revenue Ruling 2003-7 when a taxpayer
simultaneously entered into a variable prepaid forward contract, sold
public company shares to a bank, and borrowed back the shares from
the bank.? The court found that there was a sale because the parties
had effectively shifted the majority of the risk and the rewards of
owning the public stock from the taxpayer to the bank.*

Whether the litigation finance argument is successful may depend
on how a judge defines the transaction. The successful claim could
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be viewed as a “right to recovery.” As long as the taxpayer can “set-
tle” the claim by delivering cash, the claim would satisfy the require-
ments of Revenue Ruling 2003-7.4° The litigation fund may also argue
that Anschutz is not applicable because “ownership” of the claim did
not shift to the fund.*

Nevertheless, the IRS may argue that the parties shifted risk
and rewards of the litigation like the taxpayer in Anschutz. Most
contracts are nonrecourse, do not provide for a minimum recovery,
and ensure that the funder has significantly more of the upside and
downside than the contract described in Revenue Ruling 2003-7.%
If the taxpayer in Anschutz was unable to argue that the Revenue
Ruling applied, the funder will likely also be unsuccessful.

Furthermore, the litigation finance claim is a fundamentally dif-
ferent type of asset. The market for litigation finance claims is almost
illiquid, while the publicly traded stock in Revenue Ruling 2003-7 is
likely extremely liquid. Therefore, the “right to recovery” in litigation
finance is probably just a shorthand for cash. Thus, the funder likely
fails prong 3 of Revenue Ruling 2003-7 because the contingent-fee
lawyer would be economically compelled to deliver the cash from
the successful litigation.

Open Transaction Doctrine

A recent Tax Court case, Estate of McKelvey v. Commassioner of
Internal Revenue, said that Revenue Ruling 2003-7 was published
pursuant to the “open transaction doctrine” as a “rule of fairness.”*
While the Tax Court’s holding is not significant to litigation finance, the
court’s rationale in applying the open transaction doctrine to variable
prepaid forward contracts is very helpful to litigation finance funders.

The doctrine, which the Supreme Court adopted in Burnet v.
Logan, “applies in deferred payment cases with so much uncertainty
that it is impossible to determine whether any profit will be realized,
because income is contingent upon unknown factors.”* Part of the
uncertainty in Burnet was that the Court did not know whether
the payments constituted taxable gain or recovery of basis.* Some
courts interpret this to mean that Burnet only applies when the
adjusted basis is unknown and does not apply to cases where the
amount realized is unknown.*

This open transaction doctrine categorization has three signif-
icant roadblocks for litigation funds. First, courts rarely apply the
open transaction doctrine today. The Ninth Circuit even stated that
the open transaction doctrine now applies only in “rare and extraor-
dinary cases” because “statutes, regulations and the courts have
severely limited the use of the” doctrine since Burnet.*”

Second, Revenue Ruling 2003-7 did not mention the open trans-
action doctrine in the rationale. It seems like the Tax Court read the
doctrine into the revenue ruling without the IRS explicitly saying so.
The problem with this rationale is that the IRS undoubtedly knew
about this doctrine when it drafted the revenue ruling and likely left
out any cite to Burnet on purpose.

Third, the basis uncertainty that existed in Burnet does not exist
in litigation finance claims. The contingent-fee lawyer would have a
basis close to zero, while the litigation fund would have a basis equal to
the funding amount. There is no dispute about what is taxable: every-
thing that the contingent-fee lawyer receives and everything in excess
of the funder’s basis will be income. It is unclear why the character of
the gain should change when the amount of gain is unknown.
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Conclusion

This article has highlighted some of the uncertainty in categoriz-

ing litigation finance contracts for tax purposes. Although far from
certain, this article argues that litigation finance funds cannot
support their variable prepaid forward categorization based on either
Revenue Ruling 2003-7 or the open transaction doctrine. It is quite
possible that this is the wrong normative answer and may lead to an
unnecessary slowing in litigation finance investment. But this is for
Congress and the IRS to decide, not the tax lawyers setting up these
agreements. ©
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