T.C. Meno. 1999-16

UNI TED STATES TAX COURT

AJF TRANSPORTATI ON CONSULTANTS, INC., ET AL.,! Petitioners
v. COW SSI ONER OF | NTERNAL REVENUE, Respondent

Docket Nos. 12590-95, 24190-96, Filed January 28, 1999.
24482-96, 24483-96.

J is a corporation engaged in furniture delivery
services. F is J' s sole shareholder and president. J's
client issued checks to J for its delivery services and for
fuel costs. F cashed the checks personally and diverted the
funds for his own personal benefit. None of the diverted
funds were reported as inconme on F's individual tax returns
or on J's corporate tax returns for the 1988, 1989, and 1990
taxabl e years. J did not tinely file its corporate tax
returns for the years at issue. R determ ned that the ful
amount of the diverted funds was taxable to both J and F.

R s deficiency notices were issued nore than 3 years after J
and F's income tax returns were filed.

1. Hel d: The period of assessnment is unlimted
because J and F filed fraudulent tax returns. Sec.

6501(c) (1), I.RC

!Cases of the following petitioners are consol i dated
herewith: AJF Transportation Consultants, Inc., docket No. 24190-
96; Anthony J. Ferrentino, docket No. 24482-96; and Anthony J.
Ferrentino and Carol L. Ferrentino, docket No. 24483-96.



2. Hel d, further, the diverted funds were
constructive dividends and taxable to F in the manner
provi ded by secs. 301(c) and 316(a), |.R C.

3. Hel d, further, the diverted funds were properly
includable in J's incone. Sec. 61(a), |I.R C ; Conm ssioner
V. G enshaw G ass Co., 348 U S. 426, 431 (1955).

4. Held, further, J and F are liable for additions to
tax and penalties under secs. 6653(b) and 6663, |I.R C

5. Held, further, J is liable for additions to tax
under sec. 6651(a), |I.R C

Gary D. Borek, for petitioners.

Jerone F. Warner and Raynond M Boul anger, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
NI M5, Judge: Respondent determ ned deficiencies, additions
to tax, and penalties for 1988, 1989, and 1990 with respect to
petitioner AJF Transportation Consultants, Inc.'s (AJF) Federal

i nconme taxes as foll ows:

Additions to Tax Penal ty
Year Defi ci ency Sec. 6653(b) Sec. 6651(a) Sec. 6663
1988 $90, 137 $45, 751. 50 $7, 284
1989 66, 240 16, 560 $36, 099. 75
1990 46, 694 11, 674 32,841. 75

Respondent al so determ ned deficiencies, an addition to tax,
and penalties for 1988 and 1989 with respect to petitioners
Anthony J. and Carol L. Ferrentino's Federal incone taxes, and
for 1990 with respect to petitioner Anthony J. Ferrentino's

Federal incone taxes, as foll ows:

Addition to Tax Penal ty
Year Defi ci ency Sec. 6653(b) Sec. 6663
1988 $53, 480 $38, 440. 50
1989 54,048 $32, 292. 75

1990 110, 581 34, 201. 50
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The parties have agreed that petitioner Carol L. Ferrentino
is entitled to i nnocent spouse relief under the provisions of
sections 6013(e) and 6015 for the 1988 and 1989 taxabl e years.

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

After concessions by both parties, the remaining issues for
decision are: (1) Wiether an exception under section 6501(c) to
the general 3-year period of limtations on assessnent under
section 6501(a) applies to petitioners' 1988, 1989, and 1990
taxabl e years; (2) if so, whether petitioners nust include
diverted corporate funds in gross incone; (3) whether petitioners
are liable for the additions to tax for fraud under section
6653(b) for 1988, and the penalties for fraud under section 6663
for 1989 and 1990; and (4) whether petitioner AJF is liable for
additions to tax inposed by section 6651(a) for failing to file
tinmely 1988, 1989, and 1990 i ncone tax returns.

FI NDI NGS OF FACT

Background of Petitioners

Ant hony J. Ferrentino (Ferrentino) was the president and
sol e sharehol der of AJF during the years at issue. Ferrentino
resided in Wllianmsville, New York, at the tine the petitions

were fil ed. Ferrentino married Carol Ferrenti no on Decenber 30,



- 4 -

1954. They separated in the fall of 1985, and on April 6, 1989,
they entered into a Separation Agreenment, Support and Property
Settl ement (Separation Agreenent).

Under the Separation Agreenment, Ferrentino was obligated to
pay Carol $376,000 over 8 years. Specifically, Ferrentino was
required to pay Carol Ferrentino $22,000 per year from 1989 to
1992, and was thereafter obligated to pay at |east $22,000 per
year until the remainder of the obligation was satisfied.
Ferrentino has not paid all the anounts reflected in the
Separation Agreenent. At various tinmes between 1989 and 1991,
Ferrentino asked Carol to nodify their Separation Agreenent, or
forbear his obligation to pay the required anounts. Ferrentino
told Carol that she woul d recogni ze a greater return on her noney
if she allowed Ferrentino to keep the funds owed invested in AJF.
Their divorce becane final on May 4, 1990.

AJF is a New York corporation with principal offices in
Wllianmsville, New York, at the tinme the petitions were filed.
AJF is involved in the business of furniture delivery and is a
cash recei pts and di sbursenent nethod taxpayer. AJF s enpl oyees
were mainly drivers, helpers for |oading, helpers for drivers of
honme deliveries, and tractor-trailer drivers.

During the years in issue, AJF earned incone by performng
services for J.C. Penney Conpany, Inc. (J.C. Penney), pursuant to
a Delivery Service Agreenent (Contract) dated March 6, 1987. The
Contract required AJF to deliver furniture to custoners of J.C.

Penney and transport furniture for J.C. Penney from various
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| ocations, including the Buffal o, New York, and Tol edo, Chio,
distribution centers of J.C. Penney. AJF also perforned delivery
work for J.C. Penney in other States and delivered fabricated
goods for the Buffal o Custom Decorating D vision of J.C Penney.

AJF used the trucks of J.C. Penney to performits contract
services from 1988 to October 1990. Thereafter, AJF supplied
both the drivers and the trucks. J.C. Penney reinbursed AJF for
fuel purchased by AJF in performng its delivery services under
the Agreenment. AJF enpl oyees used cash and corporate credit
cards for the purchase of fuel used in the delivery of J.C
Penney products.

AJF' s delivery enpl oyees, generally a driver and sonetines a
hel per, maintained a "trip sheet" which was a diary of their
deliveries. The trip sheet fornmed the basis of AJF' s payroll and
billing to J.C. Penney. The drivers would also nmaintain a
delivery mani fest which listed tasks the drivers were to perform
for the day.

When AJF's enpl oyees delivered the furniture, they would
sonetines collect a COD (Cash on Delivery) fromJ.C Penney's
custoner. Under the Contract, AJF was responsible for the
collection of COD s and nai ntai ned a COD account which was an
account of cash collected fromJ.C Penney's custoners. The
delivery manifest reflected all the COD s collected and the form
in which those COD's were paid, e.g., checks, cash, or noney
orders. The trip sheet or manifest contained the nanme or nanes

of enpl oyees on the particular delivery and |isted expenses



- 6 -

incurred by the driver. As of the tinme of trial, AJF did not
retain the delivery manifests or the trip sheets for the years in
I ssue.

The drivers were authorized to and did use COD cash funds to
pay for any expenses such as tow ng charges or anything out of
the ordinary and would insert the invoice for the services in an
envel ope.

When AJF suffered a shortage of drivers for its schedul ed
deliveries, it hired | eased | abor from Manpower Tenporary
Services. During 1988, 1989, and 1990, AJF clai ned expenses for
| eased | abor in the ambunts of $5,074, $16, 946, and $22, 332,
respectively. AJF also clainmed deductions for "driver expenses"
for 1988, 1989, and 1990 in the ambunts of $37,172, $68, 157, and
$60, 596, respectively. Respondent has all owed these deducti ons.

G rcunstances Surroundi ng Ferrentino's Cashing of AJF's Delivery
Servi ce and Fuel Rei nbursenents Checks

During the years in issue, Ferrentino controlled all the
checks issued fromJ.C Penney to AJF. Ferrentino determ ned
whet her he woul d cash checks personally or have them deposited
into AJF's corporate operating account. Ferrentino knew that AJF
corporate incone was determ ned by its accountants by exam ning
deposits into AJF' s bank account. AJF s gross inconme was
determ ned from deposits to the bank account which were reflected

in the cash receipts journal. He also knew that if the checks



for fuel reinbursenment and delivery services were not deposited
into AJF's bank account, then corporate inconme tax returns would
not reflect these anounts.

J.C. Penney Custom Decorating Divisions (Custom Decorating)
i ssued checks to "AJF and/or A J. Ferrentino" for services
performed. Ferrentino cashed checks issued by Custom Decorating

in the foll ow ng anounts:

Year Ampunt Cashed by Ferrentino
1988 $70, 721. 02
1989 57, 680. 35
1990 53, 030. 51

AJF did not include these anbunts in gross incone on its Federal
i ncome tax returns.

The J.C. Penney Buffalo distribution center issued checks
for fuel reinbursenment solely to Ferrentino. During the years at
i ssue, Ferrentino cashed all but two fuel reinbursenent checks

fromthe Buffalo distribution center. The cashed check proceeds

t ot al ed:
Year Ampunt Cashed by Ferrentino
1988 $66, 194. 16
1989 65, 725. 26
1990 109, 684. 97

The J.C. Penney Tol edo distribution center issued checks for
fuel reinbursement to "Anthony J. Ferrentino/ AJF Trans. Inc."

Ferrentino cashed these checks in the foll ow ng anounts:
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Year Anmpunt Cashed by Ferrentino
1988 $26, 457. 17
1989 26, 163. 56
1990 148. 34

AJF mai ntai ned a cash di sbursenents journal which tracked,
anong ot her things, fuel expenses, but the journal did not
account for fuel reinbursenments fromJ.C Penney. Enployees of
AJF woul d prepare an invoice entitled Fuel Billing which would be
sent to J.C. Penney for fuel reinbursenent. These Fuel Billings
al so included amounts for tolls and truck repairs. AJF' s
accountants woul d use the cash di sbursenents journal to prepare
AJF's tax returns and financial statenents.

AJF cl aimed deductions for "gas, oil and tires" expenses in
1988 and 1989 in the anpunts of $184, 621 and $183, 651,
respectively. 1n 1990, AJF clainmed a deduction for fuel expenses
of $195,035. AJF did not include any amounts relating to fuel

rei nbursenents in gross incone.

Ferrentino's Cash Hoard

AJF mai ntai ned a business operating account at Manufacturers
Hanover Trust Co. (subsequently purchased by Fl eet Bank).
Ferrentino cashed checks on approxinmately a weekly basis, usually
averagi ng $7,000 to $9,000 per transaction and paid in $100
denom nations. On January 11, 1991, Ferrentino presented for
exchange $122, 600 in water-damaged currency to the Federal
Reserve Bank in Buffalo. O the anount presented, $75,000 was in

denom nations of $100 or |arger.
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Ferrentino's Quilty Plea to Filing a Fal se Tax Return

On April 13, 1995, Ferrentino pleaded guilty to a one count
information charging himwith willfully making and subscribing to
a false and fictitious U S. incone tax return for the year 1988
in violation of section 7206(1). On January 29, 1996, Ferrentino
filed Forms 1040X, Amended U.S. Individual Income Tax Return, for
t he taxable years 1988, 1989, and 1990, which reported additional
income in the amounts of $30,975, $28,870, and $32,572,
respectively.

Respondent |ssued Notices of Deficiency After the 3-Year Period
of Limtations on Assessnent Had Expired

Ferrentino filed timely tax returns for the 1988, 1989, and
1990 taxable years. AJF, on the other hand, filed its tax
returns late. AJF filed its 1988 and 1989 tax returns on May 10,
1991, and its 1990 return on July 17, 1991.

Respondent nuail ed notices of deficiency on August 13, 1996,
with respect to petitioners' 1988, 1989, and 1990 i ncone tax
returns. The general 3-year period of limtations on assessnent
under section 6501(a) expired before the issuance of the notices
of deficiency in these consolidated cases.

G rcunstances Surrounding the Late Filing of AJF's Tax Returns

John Wtkowski, C. P.A (Wtkowski), prepared AJF s tax
returns during the years in issue. Wen preparing the returns,
Wt kowski relied on AJF's books and records, which included
recei pts journals, disbursenent journals, payroll records, and

bank reconciliations. Wtkowski determ ned AJF' s gross incone
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fromAJF s cash receipts journal. Expenses were determ ned using
check regi sters and cash-paid-out journals. AJF s books and
records did not disclose anounts pertaining to the fuel
rei nbursenent checks fromthe J.C. Penney distribution centers,
nor did they disclose the Custom Decorating checks for delivery
servi ces.

In general, after the returns were prepared for clients
i ncluding petitioners, Wtkowski's office would contact the
client, who would normally pick themup. |If the client had not
pi cked themup after a reasonable length of tinme, Wtkowski's
of fice woul d again contact the client.

W t kowski signed AJF's corporate returns for 1988, 1989, and
1990 on June 15, 1989, June 1, 1990, and July 8, 1991,
respectively. For sonme unexpl ai ned reason, the 1988 and 1989
corporate returns reflect that Ferrentino signed themon My 6,
1991. He signed the 1990 corporate return on July 12, 1991.

OPI NI ON

Fr audul ent Return Exception

Since the 3-year period of limtations on assessnent under
section 6501(a) has expired with respect to the taxable years at
i ssue, respondent is barred from assessing the deficiencies
unl ess an exception to section 6501(a) applies.

However, section 6501(c) provides exceptions to the general rule.
The pertinent exception in this case is found in section

6501(c) (1) which provides that "In the case of a false or
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fraudulent return with the intent to evade tax, the tax nay be
assessed, or a proceeding in court for collection of such tax may
be begun wi thout assessnent, at any tine."

Wher e respondent asserts that a taxpayer has filed a
fraudul ent return with the intent to evade tax, the burden of
proof is on the respondent. Sec. 7454(a); Rule 142(b).

Respondent nust satisfy his burden of proof with "clear and

convi nci ng evidence". Rule 142(b); Fox v. Conm ssioner, 61 T.C

704, 717 (1974). To establish fraud, respondent nust prove, by
cl ear and convincing evidence, for each year and with respect to
each petitioner, that: "(1) petitioner underpaid his incone tax
and (2) sone part of the underpaynent was due to fraud."

Recklitis v. Conm ssioner, 91 T.C 874, 909 (1988) (citations

omtted); see also Hebrank v. Comm ssioner, 81 T.C 640, 642

(1983).

Al t hough respondent need not prove the precise anount of the
under paynent resulting fromfraud, respondent may not carry his
burden by nerely relying on a taxpayer's failure to carry the
burden of proof on the underlying deficiency. D Leo v.

Commi ssioner, 96 T.C 858, 873 (1991), affd. 959 F.2d 16 (2d Cr

1992); Ot suki v. Conmm ssioner, 53 T.C. 96, 106 (1969).

A Underreporting of Tax

Respondent asserts that petitioners had unreported incone
arising fromthe checks issued by J.C. Penney for delivery
services rendered by AJF to Custom Decorating and fuel

rei nbursenents for fuel expenses incurred by AJF.
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Petitioner AJF concedes that checks which were cashed by
Ferrentino, received from Custom Decorating for delivery
servi ces, should have been included in AJF's gross incone.
However, petitioners argue that the fuel reinbursenents are not
i ncludable in gross receipts of AJF, and the proceeds from
Ferrentino's check cashing are not includable in his gross incone
because he used the proceeds to pay "casual |abor" for
performance of services for which the checks were issued,
entitling himto deduct such anmobunts from gross inconme resulting
i n no under paynent .

1. Fuel Rei nbursenent Checks

The first question is whether the fuel reinbursenent checks
shoul d be included in AJF's gross incone. Section 61(a) defines
the term"gross incone" as "all income from whatever source
derived", except as otherw se provided by law. |Incone has been
defined as "undeni abl e accessions to wealth, clearly realized,
and over which the taxpayers have conpl ete dom nion."

Conm ssioner v. denshaw dass Co., 348 U S. 426, 431 (1955).

Unl ess specifically excluded by another provision of the Internal
Revenue Code, all incone is subject to tax. [1d. at 430.
Therefore, reinbursed expenses nust be included in gross incone,
but these expenses may be deducted only if allowed under other
provi sions of the Internal Revenue Code and if adequately

substantiated. Rietzke v. Comm ssioner, 40 T.C 443, 453 (1963);

Vaughn v. Conmmi ssioner, T.C. Mnp. 1992-317, affd. w thout

publ i shed opinion 15 F.3d 1095 (9th G r. 1993).
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Petitioners argue that the unreported fuel reinbursenent
checks shoul d not be included in gross incone because the checks
were repaynents of a | oan nmade from AJF to J.C. Penney for
expenses incurred by AJF on behalf of J.C. Penney. It is true
that we have previously held that "'where a taxpayer nakes
expendi tures under an agreenent that he will be rei nbursed
therefor, such expenditures are in the nature of |oans or
advancenents and are not deducti bl e as busi ness expenses.'"

Canel o v. Comm ssioner, 53 T.C 217, 224 (1969) (quoting Patchen

v. Comm ssioner, 27 T.C 592, 600 (1956)), affd. 447 F.2d 484

(9th CGr. 1971).

Nevert hel ess, as respondent points out, AJF deducted anobunts
for fuel reinbursenent expenses on its 1988, 1989, and 1990 tax
returns which persistent course of action is inconsistent with
petitioners' assertion that the rei nbursenents were repaynents of
a loan. W have also held that "Taxpayers are entitled to attack
the formof their transactions only when their tax reporting and
ot her actions have shown an honest and consistent respect for
what they argue is the substance of the transactions.” FENVA v.

Commi ssioner, 90 T.C. 405, 426 (1988), affd. 896 F.2d 580 (D.C.

Cr. 1990).

Nei t her AJF's cash di sbursenents journal nor other
accounting records treated the fuel reinbursenents as |oan
repaynments. Had AJF intended to treat the fuel reinbursenent
arrangenment as a loan, it would not have cl ai ned deductions for

fuel expenses.



- 14 -

In sum AJF s tax reporting and other actions have not shown
an honest and consistent respect for what petitioners argue is
t he substance of these reinbursenents. Therefore, respondent has
shown by clear and convincing evidence that the fuel
rei nbur senent checks should be included in AJF's gross incone.

2. | nclusion of AJF' s Custom Decorating Checks and
Fuel Reinbursenent in Ferrentino's G oss | ncone

The next question is whether Ferrentino, as president and
sol e sharehol der of AJF, nust include the Custom Decorating and
fuel reinbursement checks in gross incone because he cashed the
checks personally. Generally, "incone that is subject to a man's
unfettered command and that he is free to enjoy at his own option
may be taxed to himas his incone, whether he sees fit to enjoy

it or not." Corliss v. Bowers, 281 U S. 376, 378 (1930).

Respondent argues that Ferrentino should include the
di versions as ordinary incone. Ferrentino, on the other hand,
argues that the cashed checks do not represent incone to him
because he received the checks on behalf of AJF as its "agent"”
and that the cash was held in "constructive trust" to pay a
busi ness expense of AJF.

Cenerally, "a taxpayer need not treat as incone noneys which
he did not receive under a claimof right, which were not his to

keep, and which he was required to transnmt to soneone el se as a

nmere conduit.” Dianond v. Conm ssioner, 56 T.C. 530, 541 (1971),
affd. 492 F.2d 286 (7th GCr. 1974). No tax is inposed upon the

recei pt of noney in a fiduciary or agency capacity. Stone V.
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Conmm ssi oner, 865 F.2d 342, 343 (D.C. Gr. 1989); Hem nway V.

Commi ssioner, 44 T.C 96, 101 (1965). However, where a

shar ehol der uses corporate property for his personal benefit, not
proxi mately related to corporate business, the sharehol der nust

i nclude the value of the benefit in inconme as constructive

di vidends to the extent of the corporation's earnings and

profits. DiZenzo v. Conmm ssioner, 348 F.2d 122, 125 (2d Cr.

1965), revg. in part and remanding for additional findings to
support the Tax Court's holding, T.C Meno. 1964-121, renmanding

T.C. Meno. 1966-16; Truesdell v. Conmmissioner, 89 T.C 1280, 1294

(1987); Falsetti v. Conm ssioner, 85 T.C. 332, 356 (1985).

Ferrentino argues that he used the check proceeds to pay for
"casual |abor" needs of AJF during certain peak tinmes or when
addi tional help was needed. Respondent counters that any
addi tional | abor needs of AJF were satisfied by the use of |eased
hel pers from Manpower Servi ces.

The burden of proof to establish the existence of cash
paynments to casual |abor is on petitioners. Once respondent
establ i shes the existence of unreported incone and all ows the
deductions clainmed on the return, he does not have the further
burden of proving the negative that the taxpayer did not have any

addi ti onal deductions. See Perez v. Commi ssioner, T.C Mno.

1974-211 (citations omtted). One Court of Appeals has stated
that "This rule is grounded on the realization that it would be

virtually inpossible for the Governnent to show the negative fact



- 16 -

that a taxpayer had no unreported deductions or exclusions."”

United States v. Bender, 218 F.2d 869, 871 (7th Cir. 1955).

Respondent is entitled to rely on the

presunption that the deductions and exclusions |isted
by a taxpayer in his return are all that exist. This
presunption is based upon reasonabl e experience * * *
and has the effect of shifting the burden of going
forward with the evidence to the * * * [taxpayer], when
t he Governnent has shown unreported income. [United
States v. Lennon, 246 F.2d 24, 27 (2d Cr. 1957)
(quoting United States v. Bender, supra at 871-872).]

In this case, Ferrentino has admtted, by filing anmended
returns for the years in issue, that he had unreported incone.
AJF has conceded that it should have reported the anobunts earned
fromdelivery services for Custom Decorating. Furthernore,
respondent has shown that the fuel reinbursenent check anmounts
shoul d have been included in AJF s gross incone. Therefore,
since respondent has shown that petitioners had unreported
i ncone, the burden of proving the existence of cash paynents to
casual labor lies with Ferrentino.

Rel ying on Perez v. Comm ssioner, supra; R chardson v.

Comm ssi oner, 264 F.2d 400 (4th Gr. 1959), affg. in part, revg.

in part T.C. Meno. 1958-59, and H.J. Feinberg & Co., Inc. v.

Commi ssi oner, a Menorandum Qpinion of this Court dated Sept. 20,

1950, Ferrentino argues that respondent should be required to
present affirmative evidence disputing Ferrentino' s claim of
"casual | abor" expenditures. |In these cases, the courts
recogni zed that understatenents of gross receipts did not

establish that a taxpayer had fraudulently intended to evade tax
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where the taxpayer al so showed that he had of fsetting deductions

relating to such receipts that he failed to claimon his return

Zack v. Conm ssioner, T.C Meno. 1981-700, affd. 692 F.2d 28 (6th
Cr. 1982).

The taxpayers in Perez, Richardson, and H. J. Feinberg & Co.,

Inc. submtted positive proof that unreported deductible paynents

were in fact made and were related to their respective unreported

recei pts. Zack v. Conmm ssioner, supra. Based on such proof, the

courts shifted the burden of going forward to the Conm ssioner to
prove that at |east sone unreported net inconme resulted fromthe
unreported transactions. 1d. Therefore, to shift such burden to
respondent, Ferrentino nust submt credible evidence of whether
and to what extent he nmade such paynents.

The underlying support for Ferrentino's clained "casual
| abor"” cash paynents rests on Ferrentino's credibility, on the
testinmonial credibility of AJF s enpl oyees, and on a report
authored by Elaine Brittain (Brittain), AJF s office manager.

It is well established that we are not required to accept
self-serving testinony in the absence of corroborating evidence.

Ni edringhaus v. Comm ssioner, 99 T.C 202, 212 (1992); Tokarsk

v. Comm ssioner, 87 T.C. 74, 77 (1986). Ferrentino testified

t hat he cashed the checks when he needed funds to pay for casual

| abor. Brittain testified that she obtained cash fromFerrentino
to cover shortages of COD funds received by the drivers. But
Brittain's testinony indicates that she did not have personal

know edge of a casual |aborer ever working at AJF. Donald
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Travis, an enployee of AJF, testified that he could recall hiring
his son, Doug, and a person nanmed Harol d. Andrew Davis, another
enpl oyee, testified that he had once hired his ex-brother-in-I|aw,
and a "big Indian gentl eman" whose nane started with a "C' and
was "7 foot tall."

For the reasons stated below, we hold that Ferrentino has
not submtted credible evidence of any cash paynents made to
casual | abor.

Petitioners have presented no docunentation to corroborate
the oral testinony of the above-nentioned wtnesses. AJF did not
mai ntain any records of alleged payees who received cash for
services perfornmed as casual |aborers during the 1988, 1989, and
1990 taxable years. AJF did not retain the trip sheets or
delivery mani fests which m ght have verified the existence of
casual labor. AJF did not maintain any |lists of nanes of any
casual | aborers, records reflecting casual |abor hours worked, or
records of individual earnings in a given year of any casual
| aborer. Enploynent tax returns prepared by Brittain did not
show casual |aborers being paid in cash. AJF did not maintain
records of how many all eged casual |aborers were paid in cash
Finally, AJF did not require receipts fromall eged casual
| aborers when they were paid in cash.

A factor which dilutes the credibility of Ferrentino and
Brittain's testinony is that casual |abor was never nentioned
during audit. Revenue Agent Kathleen Oswal d, who conducted the

audit of AJF, testified that neither Ferrentino nor Brittain had
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di scl osed casual | abor expenses during audit. Had Ferrentino
actually paid cash for casual |abor, we think that Ferrentino or
Brittain would have di scl osed the paynments during the audit
process instead of waiting until litigation comenced.
Petitioners did not introduce testinony of any purported
casual laborer. The rule is well established that the failure of
a party to introduce evidence wthin his possession and which, if
true, would be favorable to him gives rise to the presunption

that, if produced, it would be unfavorable. Wchita Term nal

El evator Co. v. Conm ssioner, 6 T.C 1158, 1165 (1946), affd. 162

F.2d 513 (10th Cr. 1947). Donald Travis testified that his son
Doug was used as casual |abor. Andrew Davis testified that he
hired his ex-brother-in-law as a casual |aborer. W think that
petitioners could have called these people to testify, under
subpoena, if necessary, w thout undue hardship. Therefore, we
presune that these alleged casual |aborers would have testified
unf avorabl y.

Petitioners' nost strenuous effort to establish cash
paynments for casual |abor took the formof a report (Report)
authored by Brittain which attenpted to illustrate the use by AJF
of cash paynents in very |arge anounts for casual labor. |If the
Report were to be believed, AJF expended cash for casual |abor in
the respective anounts of $98, 670. 65, $138, 220.40, and $102, 480
in 1988, 1989, and 1990, respectively.

Petitioners claimthat Brittain's Report accurately conputed

t he nunber of hours attributable to the alleged casual |abor by
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conparing AJF's payroll figures to the billing invoices for
services rendered by AJF to J.C. Penney. Brittain used the
billing invoices to determ ne the total nunber of manpower hours
AJF enpl oyees actually rendered to J.C. Penney. She used AJF' s
payroll records to determ ne the nunmber of manpower hours
attributable to AJF enpl oyees as reflected on the payroll
records. The Report attributed the difference between the
payroll and billing invoice figures to "casual |abor". For
exanpl e, the Report concludes that for the second quarter of 1988
t he manpower hours attributable to casual |abor total ed 2464.3
hours. The Report derived this figure by subtracting 41, 670.3
manpower hours shown on AFJ's payroll records fromthe manpower
hours of 44,134.6 shown on the invoices.

Brittain's Report is laced with flaws. For purposes of
conputi ng payroll manpower hours, the Report treated al
enpl oyees listed in the Report as drivers, even though they had
hel pers who were also on the payroll. The record indicates that
a delivery truck required two people: a driver and a hel per.
Brittain testified that she had no way of know ng which
i ndividual was a driver or a helper. |In fact, she had no way of
knowi ng, in her Report and the records it was based on, the
capacity in which a particul ar enpl oyee was enpl oyed. Thus,
drivers listed in the Report could instead have been hel pers.
The Report thus arbitrarily assunes that the hel per on any given
delivery truck crew must have been a casual |aborer not |isted on

the payroll who was paid in cash. It follows that the hours
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attributed to casual labor--if any were in fact hired--were
erroneously increased because payroll manpower hours were
erroneously treated as drivers' hours alone. Mreover, the
Report does not account for the hours attributable to | eased
| abor which AJF had deducted on its tax returns. This om ssion
further erroneously inflates the hours attributable to casual
| abor. Therefore, we cannot trust the accuracy of the Report.

The credibility of Brittain's Report is further chall enged
by other evidence. Brittain admtted on direct exam nation that
her Report was prepared specifically for this litigation to
support her theory that there nust have been substantially nore
manpower hours than shown on AJF' s payroll records, and which
t heref ore nust have been worked by casual |aborers paid solely in
cash. As we have observed, AJF failed to produce records which
coul d have verified the existence of casual |abor and the nunbers
used in the Report. Brittain testified that the trip sheets that
drivers used, nonexistent as of the tine of trial, would have
shown whet her casual | abor was used. Since the Report bases
manpower hours attributable to delivery services on the trip
sheets, these key figures in the Report cannot be verified.
Brittain did not keep any records on the nunber of alleged casual
| aborers used.

Brittain testified that she had know edge of casual |abor
being paid in cash, but did not include the anmount paid to casual
| abor on enploynent tax returns and did not w thhold amounts from

| aborers' wages. Brittain also testified that she knows
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everyt hi ng about the business of AJF, with the exception of how
to drive a truck, but does not know how many casual | aborers were
used. Finally, Brittain's testinony indicates that she herself
doubts the accuracy of her Report. When asked whether the
Buffal o office hired casual |aborers, Brittain replied,

"probably, yes." The tentativeness of her response suggests a
significant |ack of confidence in her Report.

Based on the foregoing, we reject the Report inits entirety
due to its flawed analysis and lack of credibility. Since
Ferrentino cannot show that paynents were nade for casual |abor
we conclude that Ferrentino used the funds derived from cashi ng
the delivery service and fuel reinbursenent checks solely for his
own benefit.

Since Ferrentino used the check proceeds solely for his
personal benefit, we must then deci de whether Ferrentino nust
i nclude the value of the check proceeds as dividends in gross
i ncone. Under sections 301(c) and 316(a), dividends are taxable
to the sharehol der as ordinary incone to the extent of the
corporation's earnings and profits, and any anount received by
t he sharehol der in excess of earnings and profits is considered a
nont axabl e return of capital to the extent of the sharehol der's
basis in his stock. Any anmount received in excess of both the
earnings and profits of the corporation and the sharehol der's
basis in his stock is treated as gain fromthe sal e or exchange

of property. Truesdell v. Conm ssioner, 89 T.C 1280, 1294-1295

(1987).
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Di vidends may be formally declared or they may be
constructive. A constructive dividend is found where a
corporation confers a benefit upon its shareholder in order to
di stribute available earnings and profits w thout expectation of

repaynment. Truesdell v. Conm ssioner, supra at 1295. Therefore,

if Ferrentino is to be required to include the constructive
distribution in gross incone as a dividend, AJF nust have had
earnings and profits sufficient to support the distribution of a
di vi dend.

The U. S. Court of Appeals for the Second Circuit, the Court
to which this case would normally be appeal able, has held that in
cases where the Comm ssioner alleges fraudulent intent to evade
income tax with respect to the diversion of corporate funds which
is not per se unlawful, the burden of proof is on the taxpayer to
establish that the corporation did not have earnings and profits

equal to the anpbunts diverted. D Zenzo v. Conm ssioner, 348 F.2d

at 127.

Section 312(a) provides that a corporation's earnings and
profits are reduced by, anong ot her things, the anount of noney
distributed with respect to its stock. Earnings and profits for
a particular period include tax-exenpt incone, as well as itens
included in gross incone under section 61. Sec. 1.312-6, |ncone
Tax Regs. W are required to make a finding as to whether AJF
had sufficient earnings and profits to sustain a dividend.

D Zenzo v. Comm ssioner, supra at 127 (remanding to the Tax Court
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to make a finding wwth respect to whether anounts of accumnul ated
earnings and profits were at |east equal to a constructive
di stribution).

The only evidence with respect to AJF's earnings and profits
is AJF's tax returns for 1988, 1989, and 1990. The tax returns
reveal that AJF reported taxable incone of $151,199 and $247, 037
in 1988 and 1989, respectively. AJF' s 1990 tax return reports a
$2,169 loss. Since we have held that AJF should have included
t he anobunts of the checks cashed by Ferrentino in gross incone,
earnings and profits for 1988, 1989, and 1990 nust be increased
by $163,372.35, $135,458.78, and $162, 863.82, respectively. |If
distributed funds constitute constructive dividends, earnings and
profits should be reduced by such amobunt under section 312(a).

Enoch v. Commi ssioner, 57 T.C. 781, 800 (1972). Because AJF is

on the cash receipts and di sbursenments nethod of accounting,
accrued tax liabilities and penalties do not reduce earnings and
profits until paid. Sec. 1.312-6(a), |ncone Tax Regs.
Petitioners have presented no credi ble evidence requiring the
further reduction of AJF' s earnings and profits.

We concl ude that petitioners have not shown that AJF had
insufficient earnings and profits to sustain a dividend to
Ferrentino for each of the years in issue. The evidence shows
that AJF had sufficient current earnings and profits to sustain a
di vidend in each of the 1988 and 1989 taxable years. Al though
AJF shows a deficit of $2,169 in taxable incone for the 1990

t axabl e year, AJF had sufficient accumul ated earnings and profits
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to sustain a dividend. Therefore, the constructive distributions
fromAJF to Ferrentino nust be included in Ferrentino's inconme as
a di vi dend.

Accordingly, we hold that respondent has shown by cl ear and
convi nci ng evidence that Ferrentino had underpaynents in tax for
the years in issue due to unreported dividend incone in the
anounts he diverted from AJF by cashing the Custom Decorating and
fuel reinbursenment checks.

B. Under paynents Due to Fraud

Since we have found that respondent has shown by cl ear and
convi nci ng evidence that petitioners had underpaynents of tax for
the years in issue, the next issue is whether sone part of
petitioners' underpaynent each year was due to fraud with the
intent to evade tax. Fraud is established by show ng that the
t axpayer intended "to evade tax believed to be owi ng by conduct
intended to conceal, mslead, or otherw se prevent the collection

of such tax." Recklitis v. Commi ssioner, 91 T.C. at 909. Tax

evasi on need not be a primary notive, but the respondent may
satisfy his burden by showing that a "'tax-evasion notive

[ pl ayed] any part' in petitioner's conduct”. 1d. Respondent
nmust establish fraud on the part of each petitioner for each

t axabl e year involved by clear and convincing evidence. O suki

v. Conmm ssioner, 53 T.C. 96, 105 (1969).

The fraud of a sole or dom nant sharehol der can be

attributed to the corporation. Benes v. Conm ssioner, 42 T.C.

358, 383 (1964), affd. 355 F.2d 929 (6th Gr. 1966); see also
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DilLeo v. Commi ssioner, 96 T.C. at 875 (1991), ("[C]orporate fraud

necessarily depends upon the fraudulent intent of the corporate
officers."), affd. 959 F.2d 16 (2d Cr. 1992). In these cases,
Ferrentino is the sole sharehol der and president of AJF. He
exercised total control over all the checks issued fromJ.C
Penney to AJF. Ferrentino determ ned whether he would cash
checks personally or have them deposited into AJF's corporate
operating account. W think Ferrentino exercised sufficient
control over the affairs of AJF to justify inputing to AJF any
fraud conmtted by Ferrentino.

The existence of fraud is a question of fact to be resol ved

upon exam nation of the entire record. Parks v. Conm ssioner, 94

T.C. 654, 660 (1990); Recklitis v. Conmm ssioner, supra at 909.

Fraud is never presuned, but it nust be established by

i ndependent evi dence. Beaver v. Conm ssioner, 55 T.C. 85, 92

(1970); O suki v. Conm ssioner, supra at 105. Fraud may be
proven by circunstantial evidence because direct evidence of the

taxpayer's intent is rarely available. Recklitis v.

Conmi ssi oner, supra at 910; Row ee v. Commi ssioner, 80 T.C 1111

1123 (1983).
Circunstantial evidence of fraud includes:

(1) Consistent and substantial understatenent of
income, (2) failure to maintain adequate records, (3)
failure to cooperate with an IRS investigation, (4)

i nconsi stent or inplausible explanations of behavior
and (5) awareness of the obligation to file returns,
report incone and pay taxes. [Douge v. Conm Ssioner,
899 F.2d 164, 168 (2d Cr. 1990) (citing Bradford v.
Conmi ssi oner, 796 F.2d 303, 307-308 (9th G r. 1986),
affg. T.C. Meno. 1984-601).]
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O her badges of fraud include concealing assets, extensive

dealings in cash, Recklitis v. Conm ssioner, supra at 910,

failure to file tinely returns, Kotmair v. Conm ssioner, 86 T.C.

1253, 1261 (1986), and failure to provide tax return preparers

wi th conplete and accurate information, Korecky v. Conmm Ssioner,

781 F.2d 1566, 1569 (11th Gr. 1986), affg. T.C. Menob. 1985-63.

Ferrentino presented a cash hoard of $122,600 to the Federal
Reserve Bank in Buffal o, New York. According to the required
Currency Transaction Report, $75,000 of the anpbunt presented was
in bills of $100 or higher. The record indicates that when
Ferrentino cashed the Custom Decorating and fuel rei nmbursenment
checks, Manufacturer's Hanover woul d generally cash the checks in
$100 denominations. During audit, Ferrentino told Revenue Agent
OGswal d: (1) He did not report the cash hoard as incone, (2) he
knew t hat the source of the cash hoard constituted taxable
i ncone, and (3) he called the cash hoard pocket nonies. At
trial, Ferrentino explained that he had accunul ated the cash
hoard over a period of 15 to 18 years. He further testified that
the cash hoard resulted fromthe selling and restoration of
furniture and that he accunul ated the cash hoard in anticipation
of his divorce.

Based on the anobunt of $100 bills presented to the Federal
Reserve Bank and the fact that Ferrentino received $100 bills
when cashing the checks at Manufacturer's Hanover, we may
justifiably infer that part of Ferrentino's cash hoard was

attributable to the cashed checks. W may further infer that
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Ferrentino hoarded the cash to conceal inconme fromhis wfe,

Carol Ferrentino, in order to avoid neeting the obligations
enunerated in the Separation Agreenent. It is therefore fair to
apply to Ferrentino and his devious course of conduct what we
said in a prior case; nanely, "that a man who wi ||l m sappropriate
another's funds to his own use through * * * conceal nent wll not
hesitate to * * * conceal his receipt of those sane funds from

the Governnent with intent to evade tax." MGCGee v. Conni Ssi oner,

61 T.C. 249, 260 (1973), affd. 519 F.2d 1121 (5th Gr. 1975).
Ferrentino' s extensive use of cash is a further badge of
fraud because it indicates a desire to avoid detection of income-

producing activities. Bradford v. Comm ssioner, T.C Meno. 1984-

601, affd. 796 F.2d 303 (9th Cir. 1986). Petitioners have not
presented credi bl e evidence of cash paynents to casual | abor.
Furthernore, Ferrentino did not disclose during audit that the
delivery service and fuel reinbursenent checks were issued and
cashed. Instead, respondent becane aware of Ferrentino's
deal ings only through contacts with J.C. Penney and Wttlin,
Ferrentino's accountant at the tine. The circunstances here
suggest that Ferrentino was attenpting to conceal incone.
Ferrentino pleaded guilty to violating section 7206(1) for
the taxable year 1988. Section 7206(1) nmakes it a crinme for a
taxpayer to wllfully make and submt any return verified by a
witten declaration that it is made under the penalties of
perjury which he does not believe to be true and correct as to

every material matter. Wight v. Conm ssioner, 84 T.C 636, 639
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(1985). Wiile not dispositive on the issue of fraud, it is a
factor we may consider relevant. See id. at 639-640. The
Suprenme Court has defined "willfully", as used in section

7206(1), as "a voluntary, intentional violation of a known |egal

duty.” United States v. Ponponio, 429 U. S. 10, 12 (1976). W
think Ferrentino's intentional filing of a false tax return for
1988 is strong indicia of fraudulent intent with respect to the
1988 taxabl e year.

The failure to provide tax return preparers with conplete
and accurate information is also an indication of fraud.
Wt kowski determ ned AJF' s gross inconme fromAJF s cash receipts
journal. AJF s books and records did not disclose the fuel
rei nbursenent checks fromthe J.C. Penney distribution centers,
nor did they disclose the delivery service checks from Custom
Decorating. Ferrentino knew that AJF' s corporate incone was
determ ned by deposits to its operating account. He also knew
that by not depositing the Custom Decorating and fuel
rei mbursenent checks, AJF' s corporate tax returns would not
report these anobunts. Under these circunstances, Ferrentino's
failure to provide accurate information to Wtkowski is strong
indicia of fraud wwth the intent to evade tax.

Petitioners' failure to naintain adequate books and records

of alleged casual |abor is further evidence of fraudulent intent.

See Spies v. United States, 317 U S. 492, 500 (1943);

G osshandler v. Comm ssioner, 75 T.C. 1, 20 (1980); Zack v.

Conmi ssioner, T.C. Menp. 1981-700. Petitioners failed to
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mai ntain records of trip sheets and mani fests which woul d have
verified the existence of casual |abor and cash paynents to the
al | eged casual labor. Petitioners failed to keep a list of the
names and Soci al Security nunbers of alleged casual |aborers. W
think petitioners intentionally chose not to maintain adequate
records of their activities in order to conceal incone.

Finally, petitioners AJF and Ferrentino have deliberately
failed to report $442, 138 and $475, 805. 34, respectively, in
cashed checks over the course of the 3 taxable years in issue.

We concl ude that respondent has proven by clear and
convi ncing evidence that at |east part of petitioners
under paynent for each taxable year involved is attributable to
fraud with the intent to evade tax. Therefore, the fraudul ent
return exception under section 6501(c) (1) applies.

1. The Additions to Tax and Fraud Penalties Under Secs. 6653(b)
and 6663(a)

Respondent has determ ned that petitioners owe additions to
tax and penalties under sections 6653(b) and 6663(a). Section
6663(a) provides: "If any part of any underpaynent of tax
required to be shown on a return is due to fraud, there shall be
added to the tax an anount equal to 75 percent of the portion of
t he under paynment which is attributable to fraud.” Once the
Secretary establishes that a part of an underpaynent is due to

fraud, "the entire underpaynent shall be treated as attributable
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to fraud, except with respect to any portion of the underpaynment
whi ch the taxpayer establishes (by a preponderance of the
evidence) is not attributable to fraud.” Sec. 6663(b).

The burden that respondent bears in proving fraud under
section 6501(c)(1) is the sane burden that he bears in
establishing fraud for purposes of the section 6663(a) penalty.

Rui doso Raci ng Association, Inc. v. Conm ssioner, 476 F.2d 502,

507 (10th G r. 1973), affg. in part and remanding in part T.C.

Meno. 1971-194; DeBrouse v. Conmissioner, T.C. Menob. 1988-119,

affd. 878 F.2d 379 (4th G r. 1989). Since respondent has net his
burden for purposes of section 6501(c)(1), we hold that
respondent has established that a portion of petitioners

under paynment is due to fraud for purposes of section 6663(a). W
further hold that petitioners have not presented credible

evi dence that any portion of their underpaynent was not due to
fraud. Accordingly, we sustain respondent's determ nation for
additions to tax and penalties inposed by sections 6653(b) and
6663(a) .

[11. Additions to Tax Under Sec. 6651

Respondent determ ned that petitioner AJF was liable for the
additions to tax inposed by section 6651(a). Section 6651(a)
i nposes an addition to tax for failing to file a tinely incone
tax return, unless such failure to file is due to reasonable
cause and not due to wllful neglect. The addition to tax is 5
percent of the anpbunt required to be reported on the return for

each nonth or fraction thereof during which such failure to file
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continues, but not to exceed 25 percent in the aggregate. Sec.
6651(a). In this case, AJF' s 1988, 1989, and 1990 tax returns
were due on March 15, 1989, 1990, and 1991, respectively. Sec.
6072(b). AJF filed its 1988 and 1989 returns on May 10, 1991,
and its 1990 return on July 17, 1991. Unless AJF can show t hat
its failure to tinely file its returns was due to reasonabl e
cause and not due to willful neglect, respondent's determ nation
wi || be sustained.

The term "reasonabl e cause" as set forth in section 6651(a)
has been defined as the exercise of ordinary business care and
prudence. Sec. 301.6651-1(c)(1), Proced. & Adm n. Regs.
"WIIful neglect"” means a "conscious, intentional failure or

reckless indifference." United States v. Boyle, 469 U S. 241,

246 (1985). The question of whether a failure to file tinely is
due to reasonabl e cause and not willful neglect is one of fact,
on which petitioners bear the burden of proof. Rule 142(a); Lee

v. Comm ssioner, 227 F.2d 181, 184 (5th G r. 1955), affg. a

Menor andum Opi nion of this Court dated July 31, 1953; BJR Corp.

v. Comm ssioner, 67 T.C 111, 131 (1976).

Taxpayers have a nondel egable duty to file tinely tax

ret urns. United States v. Boyle, supra at 250. Reasonabl e cause

for the failure to tinely file the return cannot be established
merely by stating that such return was in the hands of the agent.

Lynch v. Conmm ssioner, T.C Meno. 1983-173 (citing Logan Lunber

Co. v. Conm ssioner, 365 F.2d 846, 854 (5th Cr. 1966), affg.

T.C. Meno. 1964-126).
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In this case, AJF neglected to retrieve its tax returns from
its return preparer, Wtkowski, and tinely file themwth
respondent. Therefore, we find that AJF s untinely filing of its
returns was not due to reasonabl e cause. Accordingly, we sustain
respondent’'s determnation with respect to the additions to tax
i nposed by section 6651(a) for AJF s 1988, 1989, and 1990 taxabl e
years.

Contentions not addressed are either irrelevant or wthout
merit.

To reflect the foregoing,

Deci sions will be entered

under Rul e 155.




