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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

SW FT, Judge: Respondent determ ned deficiencies in
petitioner's Federal incone taxes, additions to tax, and penalties

as foll ows:



Additions to Tax and Penalties

Year Defi ci ency Sec. 6653(b) (1) (A Sec. 6653(b)(1)(B) Sec. 6653(b)(1) Sec. 6663
1986 $25, 086 $18, 815 * .- -
1987 20,122 15, 092 * . I
1988 26, 970 --- --- $20, 228 ---
1989 44, 426 --- --- --- $33, 320
1990 62, 817 --- --- --- 47,113
1991 38, 498 --- --- --- 28, 874

* Amounts to be calculated at 50 percent of interest
due on portion of underpaynents attributable to fraud.

Unl ess otherw 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.

The issues for decision involve the amunt of enbezzl ed
funds that should be charged as gross income to petitioner and
whet her the fraud additions to tax and fraud-rel ated penalties

apply.

FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.
When the petition was filed, petitioner resided in South
Jordan, Utah. From 1984 until termnated in 1991, petitioner was
enpl oyed as a pharmaci st at the outpatient pharmacy (OPP) at LDS
Hospital in Salt Lake Cty, Ut ah.
The procedures for the “closing” each day of the cash

regi ster by the OPP pharnacists consisted of the foll ow ng steps:
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(1) The cash register was to be cleared for the day by
printing fromthe register a report of total sales for
t he OPP;

(2) The cash and the checks were to be renmoved fromthe
cash regi ster drawer;

(3) The cash was to be counted;

(4) An adding machine tape was to be printed reflecting
the total anobunt of the checks;

(5) The total amount of the cash and the checks was to
be cal cul at ed;

(6) The ampbunt of the total sales was to be entered
into a witten | og book nmai ntained by the OPP

(7) The report of total sales, the cash, the checks,

and the addi ng machi ne tape were to be placed in a

deposit bag that was to be secured overnight in a safe

| ocated in the OPP; and

(8) $200 in cash was to be left in the OPP cash

regi ster drawer for the next day's business.

The next norning, an OPP pharnaci st would retrieve the deposit
bag fromthe OPP safe and would arrange for its delivery to the
hospital's main cashier where the cash and the checks in the
deposit bag were to be accounted for by the hospital.

On days when he worked at the OPP, petitioner consistently
volunteered to performthe cash register closing procedures
descri bed above. From 1986 through 1991, however, petitioner
enbezzl ed cash fromthe OPP by nodi fying the above cash register
cl osi ng procedures as foll ows:

(1) Before closing the OPP for the day, petitioner would
take fromthe OPP cash regi ster drawer either cash or a
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check which he woul d cash at the hospital's main cashier;

(2) Petitioner would keep and use for his own purposes the
cash obtai ned per (1) above;

(3) Petitioner would renove fromthe cash register
drawer the remaining cash and checks reflecting the
bal ance of the OPP sales for the day;

(4) Petitioner would clear the cash register for the day
by printing fromthe register a report of total sales
for the OPP, and petitioner would then discard this
report in the trash;

(5) Petitioner would print an addi ng nmachi ne tape
reflecting the sumof the remaining checks in the
register;

(6) Petitioner would calculate the total amount of the
remai ni ng cash and checks in the register;

(7) Petitioner would enter a fabricated total sales

figure for the day into the witten | og book reflecting

the total anpunt of the renmaining cash and checks;

(8) Petitioner would print an addi ng nmachi ne tape

reflecting the fabricated total OPP sales figure for the

day;

(9) Petitioner would place the remaining cash and checks

and the addi ng machi ne tapes reflecting the checks and

the fabricated total sales in a deposit bag that was

secured overnight in the OPP safe; and

(10) Petitioner would | eave $200 in cash in the OPP cash

regi ster drawer for the next day's business.

From 1986 through 1991, of the 1,288 days petitioner closed
the OPP cash register, 1,101 of the original daily sales reports
that were to be printed by the cash regi ster are m ssing.

I n August of 1991, another pharnmaci st becane suspi ci ous of

petitioner's conduct in closing the OPP cash register and
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i nformed hospital adm nistrators of possible irregularities.
I nternal auditors for the hospital commenced an investigation and
uncovered petitioner's enbezzlenent. Confronted with the
evidence fromthe investigation, petitioner admtted enbezzling
fromthe OPP $25,000 to $30, 000.

Unknown to petitioner, through an internal control
mechani sm the OPP cash register maintained an internal running
or cunul ative sales figure that did not reset at the end of each
day. By subtracting fromthese correct running total sales
figures maintained by the cash register the daily total sales
figures witten in the | og book and an average figure for daily
returns and void transactions, internal auditors fromthe
hospital were able to calculate the total anount petitioner
enbezzl ed each year fromthe OPP.!

The schedul e below reflects, for each year in issue, the

total anmount petitioner enbezzled as cal culated by the hospital’s

! W note that the hospital's internal auditors were able to
calculate only a close estimate of the anpbunt of actual funds
petitioner enbezzled. Because petitioner discarded nany of the
actual daily total sales reports printed by the cash register,
internal auditors had no way of reconstructing for each day the
preci se anmounts of refunds or void transactions. The internal
auditors, however, were able to estimate the refunds and void
transactions for each day by averagi ng for each day the anmounts
of refunds and void transactions for the days for which the
actual cash register daily sales reports were avail abl e.
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internal auditors, and the total anobunt of unexpl ai ned cash

deposits made into bank accounts owned by petitioner and his

w fe:
Hospital's Cal cul ation Unexpl ai ned Cash
of Total Anount Deposits to Petitioner

Year Enbezzl ed by Petitioner and H s Wfe's Bank Accounts
1986 $ 42,105 $ 63, 446
1987 72,727 56, 681
1988 105, 968 86, 383
1989 157, 396 138, 294
1990 228, 890 203, 133
1991 193, 187 120, 846

Tot al $800, 273 $668, 783

For the years in issue, petitioner and his wife tinely filed
joint Federal incone tax returns reporting their wages, interest,
and dividend inconme. For the years in issue, however, petitioner
and his wife did not report on their joint Federal inconme tax
returns any of the funds petitioner enbezzled fromthe OPP

In the notice of deficiency for the years in issue,
utilizing for each year the total of unexpl ained cash deposits
into petitioner and his wife' s bank accounts, respondent
determ ned that petitioner and his wfe received a cunul ative
total of $668, 783 in unreported enbezzl enent inconme fromthe OPP
Respondent al so determ ned that petitioner and his wife were both
liable for the fraud additions to tax and penalties and that
fraud was attributable to the entire resulting underreporting of
income. Petitioner's wife has filed a separate petition in this

Court (docket No. 6978-98) which is awaiting our decision herein.
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On Cctober 27, 1993, after a crimnal investigation by the
U S Attorney's Ofice and by respondent (and after seizure of
bank accounts, investnent hol dings, and other assets owned by
petitioner and his wife totaling $511, 788), petitioner was
i ndi cted and pleaded guilty to theft and to filing a false or
fraudul ent Federal incone tax return for 1990. Under the plea
agreenent, petitioner agreed (for purposes of sentencing only and
w thout prejudice to claima different anmount in a civil |awsuit
with LDS Hospital) to an order of restitution in the amount of

$668, 783 relating to the above enbezzl enent.

OPI NI ON
G oss incone under section 61(a) includes anmobunts received

fromillegal activity such as enbezzlenment. See Janes v. United

States, 366 U. S. 213, 219 (1961); United States v. Lippincott,

579 F.2d 551, 552 (10th Gr. 1978); Roner v. Conm ssioner, T.C

Menmo. 1996- 287.
Where taxpayers fail to keep accurate records, respondent
has consi derabl e discretion in how the taxpayers' incone is to be

cal cul ated. See Erickson v. Conmm ssioner, 937 F.2d 1548, 1553

(10th Gr. 1991), affg. T.C. Menp. 1989-552; Webb v.
Conmm ssioner, 394 F.2d 366, 372 (5th Gr. 1968) (“when the

t axpayer has defaulted in his task of supplying adequate records,

he is not in a position to be hypercritical of the Conm ssioner's

| abor™), affg. T.C. Meno. 1966-81; Factor v. Conm Ssioner,
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281 F.2d 100, 108 (9th Cir. 1960) (“all that the Tax Court can do
is to 'nmake as close an approximation as it can, bearing heavily
if it chooses upon the taxpayer whose inexactitude is of his own

maki ng'”, quoting Cohan v. Comm ssioner, 39 F.2d 540, 543-544

(2d Gr. 1930)), affg. T.C Meno. 1958-94. Respondent's

reconstruction of inconme need only be reasonable in |ight of al
t he surroundi ng circunstances, and bank deposits are generally
treated as prima facie evidence of taxable incone. See, e.g.,

Parks v. Comm ssioner, 94 T.C 654, 658 (1990); Tokarski v.

Commi ssioner, 87 T.C. 74, 77 (1986); Schroeder v. Conm ssioner,

40 T.C. 30, 33 (1963).
Ceneral ly, taxpayers bear the burden of proving that
determ nati ons made by respondent are erroneous. See Rule

142(a); Welch v. Helvering, 290 U.S. 111, 115 (1933).

Respondent contends that for the years in issue the cash
deposits into the bank accounts owned by petitioner and his wife
(after accounting for wages, |oans, interfund transfers, and
ot her nontaxabl e funds) constitute funds petitioner enbezzled
fromthe OPP and nust be included in petitioner and his wife's
gross i ncone.

Petitioner argues that the cash deposits in question relate
to famly lands seized in the 1940's by the Governnent of Iran
and, as an inheritance to petitioner, should be excluded from

i ncone under section 102. Also, petitioner alleges that each



- 9 -
nmont h begi nning in 1986 cash was brought to his home fromlran by
foreign students or politicians. Petitioner contends that
respondent has not established a sufficient |ink between
petitioner and the enbezzled funds and that respondent's
cal culations of incone are arbitrary and capricious. W
di sagr ee.

Petitioner has provided no credible evidence that the
unexpl ai ned deposits into petitioner and his wife's personal bank
accounts constitute anything other than proceeds of petitioner's
enbezzl enent activity. W reject as a total fabrication
petitioner's allegation that the cash cane fromlran as an
i nheritance.

The evidence in this case establishes, anong other things,
petitioner's guilty plea acknow edgi ng a $668, 783 restitution
obligation to LDS Hospital, LDS Hospital's internal investigation
showi ng that petitioner enbezzl ed approxi mately $800, 273, and
detai |l ed bank account statenents evidencing significant and
regul ar unexpl ai ned cash deposits into petitioner and his wfe's
bank accounts.

In light of the anple evidence linking petitioner with the
enbezzl ed funds and in the absence of the actual cash register
daily sales reports that woul d establish the precise anounts

enbezzl ed by petitioner, respondent's determnation is sustained
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that, for the years 1986 through 1991, petitioner omtted a
cunul ative total of $668,783 in enbezzl enent income. W sustain
respondent’s determ nation of petitioner’s incone for each year.
Wth regard to the fraud additions to tax and fraud-rel ated
penal ties, respondent has the burden of proving fraud by clear
and convinci ng evidence. See sec. 7454(a); Rule 142(b); Bagby v.

Comm ssioner, 102 T.C 596, 607 (1994). Indicia of petitioner's

fraud in this case include understatenents of incone, illega
activity, inadequate books and records, dealing in cash, and

i npl ausi bl e or inconsistent explanations. See, e.g., Bradford v.

Comm ssi oner, 796 F.2d 303, 307-308 (9th Cr. 1986), affg. T.C

Meno. 1984-601; d ayton v. Comm ssioner, 102 T.C. 632, 647

(1994) .

The evi dence clearly and convincingly establishes that
petitioner realized significant incone fromenbezzl enment and that
he intentionally failed to report such inconme on his and his
wife's joint Federal inconme tax returns. For each year in issue,
petitioner is liable for the fraud additions to tax and fraud-
rel ated penalties as determ ned by respondent.

To reflect the foregoing,

Deci sion will be entered for

respondent.



