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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

KROUPA, Judge: Respondent determ ned a deficiency in
petitioners’ Federal incone taxes for 1988 of $170,225 with

additions to tax under sections 6653(b)! and 6661 of $127,669 and

1 Unless otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the year at issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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$42,556, respectively.? After concessions, the issues for
decision are: (1) Wiether petitioners failed to report incone
frommning activities in the anount of $515,993 for 1988. W
hold they did. (2) Whether petitioner, M. Hamlton, is |liable
for an addition to tax for fraud pursuant to section 6653(b) (1)
for 1988.°% W hold he is. (3) Wwether petitioners substantially
understated their Federal inconme tax for 1988 within the nmeani ng
of section 6661. W hold they did.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. Petitioners, Bill Fred
Ham [ ton (M. Hamlton) and Connie Ham Iton (Ms. Hamlton),
husband and wife, resided in Barbourville, Kentucky, at the tine
they filed the petition.

M. Ham | ton was engaged in the business of brokering coal
during 1982 through 1989. M. Hamlton owned a 50- percent
interest in CY. Smith Corp. (CYS), a corporation engaged in
m ning and brokering coal. He also indirectly managed and ran

t he day-to-day operations of R & B Excavating, Inc. (RBE), an

2 Respondent has conceded a portion of the deficiency
anmount .

%Respondent concedes that Ms. Hanmilton is not liable for a
fraud-rel ated addition to tax under sec. 6653(Db).
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entity engaged in the hauling and excavation of coal.* During
1988, Ms. Ham | ton was enpl oyed by Heart and Soul Coal, Inc.
(H&S), where she was responsible for taking coal sanples to third
parties for analysis. She was also enployed by CYS and did sonme
wor k for RBE

In 1988, M. Ham |ton had various bank accounts with
American Fidelity Bank in Kentucky. Petitioners’ numerous bank
transactions with Fidelity during 1988 underlie the present
action. Throughout 1988, M. Ham lIton frequently visited
Fidelity and presented Fidelity' s bank tellers wth checks that
were drawn on accounts of various coal -rel ated conpani es and made
payabl e to other coal -rel ated conpanies as well as to “cash”
M. Ham Iton woul d endorse the checks and, in return, receive
| arge anobunts of cash. (Occasionally, M. Ham Iton would, instead
of receiving cash, purchase cashier’s checks payable to hinself.
In nost of the transactions, M. Ham |Iton would request and

recei ve cash in anmpunts rangi ng between $9,000 and $9,999.5 |If

4 Petitioners’ daughter, Mchelle Hamilton, was the
Corporate officer of RBE during 1988, but M. Ham lton conceded
that he ran the business and was responsi ble for the day-to-day
oper ati ons.

5 Under 31 U S.C sec. 5313(a)(2000), Fidelity, as a
financial institution, was required to file a currency
transaction report (CTR) involving cash transactions in excess of
$10,000. It was Fidelity's policy to prepare CTRs for custoners
who frequently cashed checks for |arge suns of noney, even if
such anobunts were | ess than $10,000. During 1988, over 40 CTRs
were prepared involving petitioners’ transactions with Fidelity.
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t he amount of the check exceeded the cash anount received by M.
Ham | ton, he would then either deposit these excess funds into
RBE s account, or use themto purchase cashier’s checks payabl e
to other coal conpanies. |In total, M. Hamlton was involved in
52 separate transactions during 1988 in which he received cash or
self-directed cashier’s checks totaling $510,888. Ms. Ham |ton
conducted two such transactions during 1988 in which she received
a total of $5,105 in cash. Overall, the entire anmount
petitioners received in 1988 fromtheir transactions with
Fidelity total ed $515, 993.

Petitioners tinely filed their joint Federal incone tax
return for 1988 on which they reported an adjusted gross incone
of $21,840. That inconme conprised $7,600 in wage incone Ms.
Hami | ton received fromH&S, interest income of $3,040, a dividend
paynment of $8,500, and sick pay in the amount of $2, 700.
Petitioners did not report any portion of the cash that they had
received fromthe bank transactions with Fidelity.

Petitioners were crimnally indicted for wwllfully filing
fal se Federal income tax returns for 1987 and 1988 in violation
of section 7206(1). The indictnment charged themw th receiving
i ncone of $542,106 fromthe sale of coal that they failed to

report on those returns. See United States v. Hamlton, 128 F.3d

996, 998 n.1 (6th Gr. 1997). M. Hamlton was al so charged with
willfully failing to file a Federal inconme tax return for 1989 in

viol ati on of section 7203.
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M. Ham Iton was found guilty on all counts and was
consequently sentenced to 27 nonths of inprisonnent. Ms.
Ham | ton was convicted of wllfully filing a fal se Federal tax
return for 1987 but was acquitted of these charges relating to
1988, the year at issue. She was sentenced to 6 nonths of hone
detention and 2 years’ probation.

Respondent issued to petitioners a notice of deficiency for
1988 determining that petitioners failed to include $515,993 in
i ncone and determ ning that petitioners were liable for fraud and
substantial understatenent additions to tax. Petitioners tinely
filed their petition with this Court contesting the notice of
defi ci ency.

OPI NI ON

A. VWhether Petitioners Understated Their | nconme for 1988

Taxpayers are required to naintain sufficient records to
allow a determnation of their correct tax liabilities. Sec.
6001. Wiere a taxpayer fails to keep the required records, or if
the records he or she maintains do not clearly reflect incone,
then the Comm ssioner may reconstruct the taxpayer’s incone in
accordance with a nmethod that clearly reflects the full anmount of

i nconme received. See sec. 446; Parks v. Conm ssioner, 94 T.C

654, 658 (1990); Petzoldt v. Conm ssioner, 92 T.C. 661, 687

(1989). The reconstruction need only be reasonable in |ight of
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all surrounding facts and circunstances. See G ddio v.

Comm ssi oner, 54 T.C. 1530, 1533 (1970); Schroeder v.

Comm ssi oner, 40 T.C. 30, 33 (1963).

Respondent determ ned that petitioners understated their
i ncone for 1988 by $515,993—the total anmpbunt of cash and
cashier’s checks petitioners received in their nunmerous bank
transactions during the year. |In arriving at this determ nati on,
respondent used the “specific-itenf nmethod to reconstruct
petitioners’ inconme, relying on evidence of petitioners’ receipt
of specific items of reportable incone that did not appear on

their incone tax return. See United States v. Horton, 526 F.2d

884, 886 (5th Cr. 1976); Estate of Beck v. Conm ssioner, 56 T.C.

297, 353 (1971); Seidenfeld v. Conmm ssioner, T.C Meno. 1995-62.

At trial, respondent produced clear and convincing evidence
denonstrating that petitioners received $515,993. Respondent
presented the checks, bearing petitioners’ endorsenents, that
petitioners either deposited or cashed in the transactions at
issue. He also introduced the cash-out tickets fromthese
transactions that bore petitioners’ names. Finally, respondent
produced testinmony fromnunerous Fidelity bank tellers and
enpl oyees that it was Fidelity' s policy in 1988 to require
custoners to endorse checks that they presented to be cashed and
that it was Fidelity' s policy to give the cash to the |ast person

endorsing the check. They also testified that when they handed
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cash to a custoner, they were required to conplete a cash-out
ticket that listed both the anbunt given as well as the nane of
t he individual receiving the cash. These w tnesses al so
testified as to their personal know edge of M. Ham lton’s
i nvol venment in these transactions.® W find this evidence to
unequi vocal | y denonstrate that petitioners received the anmount
i ndi cat ed by respondent.

At trial, M. Ham lton contended that sonme of the cash
anounts recei ved was used to pay for business expenses.
Specifically, M. Hamlton clainmed that he had recei pts show ng
that a large portion of the cash at issue was used to purchase
coal for the account of H&S. Petitioners did not, however,
produce the receipts or otherw se present any books, records, or
ot her testinony that would support this assertion.

Once the Comm ssioner has validly reconstructed a taxpayer’s

6 At trial, M. Ham lton argued that he never received a
significant portion of the cash fromthe transactions at issue.
Rat her, he argued that other individuals signed his nane to the
checks without his perm ssion to avoid certain cashing
restrictions and fees inposed on individuals who did not have an
account with Fidelity. Further, M. Hamlton argued that the
bank tellers perjured thenselves both in the civil and crim nal
trials when they testified that he was the one who received the
nmoney. Unsurprisingly, petitioner did not produce any testinony
(other than his own) or evidence supporting his position at
trial. After trial, along with his posttrial brief, M. Ham|lton
submtted two affidavits purportedly taken fromindividuals
i nvol ved in several of these transactions to support his
contention that he did not receive the funds. His failure to
produce the evidence at trial, however, cannot be renedi ed on
brief, as the evidentiary record is closed. See Rule 143(b).
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income, the burden is on the taxpayer to denonstrate that the

Conmi ssioner’s determ nation isS erroneous. Mal | ette Bros.

Constr. Co. v. United States, 695 F.2d 145, 148-149 (5th G

1983); Kling v. Conm ssioner, T.C Meno. 2001-78; Seidenfeld v.

Comm ssioner, T.C Meno. 1995-61. 1In deciding whether

petitioners have carried their burden of proof, wtness

credibility is an inportant consideration. See |shizaki v.

Comm ssioner, T.C Meno. 2001-318. The only support for M.

Ham lton’s use of the cash to pay for business expenses is his
own uncorroborated and self-serving testinony, which we are not
required to accept, and which we do not, in fact, find to be

credi ble. See N edringhaus v. Conm ssioner, 99 T.C. 202, 219

(1992). Accordingly, petitioners have failed to neet their
burden, and thus we sustain respondent’s determ nation that
petitioners failed to report $515,993 of inconme in 1988.

B. Whether M. Hamlton Is Liable for the Fraud Addition to Tax
Under Section 6653

Section 6653(b) (1) provides that if any part of a taxpayer’s
under paynment is due to fraud, an addition to tax equal to 75
percent of the underpaynent will be inposed. Further, if any
portion of the underpaynent is attributable to fraud, the entire
under paynent will be treated as attributable to fraud unless the
t axpayer establishes otherwi se. Sec. 6653(b)(2). |In order for
the fraud additions to tax to apply, the Comm ssioner mnmust prove
by cl ear and convi ncing evidence that an underpaynent exi sts and

that some portion of the underpaynent is attributable to fraud.
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Sec. 7454(a); Rule 142(b); N edringhaus v. Conm ssioner, supra at

210.

1. Under paynment

When an allegation of fraud is intertwined with
reconstructed unreported incone, as in the present case, the
Comm ssioner may satisfy the burden of establishing an
under paynment by either proving a likely source of the unreported
i ncone, or disproving the nontaxable source(s) that the taxpayer

all eges for the unreported inconme. Parks v. Conm ssioner, 94

T.C. 654, 658 (1990).

We have al ready found that respondent established by clear
and convi ncing evidence that petitioner received anobunts totaling
$515,993 in 1988. On the instant record, we now find that
respondent has established by clear and convincing evidence a
likely source of petitioner’s unreported incone for 1988; nanely,
petitioner’s coal businesses. Accordingly, we hold that
respondent has established by clear and convincing evidence that
petitioner underpaid his Federal inconme taxes for 1988.

2. Fraudul ent | ntent

The existence of fraud is a question of fact. See Haganan

v. Conmm ssioner, 958 F.2d 684, 696 (6th Gr. 1992), affg. and

remanding T.C. Meno. 1987-549. To establish fraud, Comm ssioner
must show t hat taxpayer “engaged in conduct with the intent to

evade taxes” that “he knew or believed to be owng.” United

States v. Walton, 909 F.2d 915, 926 (6th Gr. 1990). Because

direct evidence of fraud is rarely available, it may be inferred
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fromcircunstantial evidence. See id.; Traficant v.

Commi ssi oner, 884 F.2d 258, 264 (6th Cr. 1989), affg. and

remanding 89 T.C. 501 (1987).

Courts have | ooked to several itenms of circunstantial
evi dence—often referred to as “badges of fraud’”—in determ ning
whet her the taxpayer acted fraudulently. The itens relevant in
the instant case are: (1) The understatenent of income over an
extended period of tinme, (2) failure to maintain adequate books
and records, (3) dealing in cash and cashier’s checks, (4)
conceal nent of assets, and (5) filing false tax returns. See

Conti v. Conm ssioner, 39 F.3d 658, 662 (6th Gr. 1994), affg.

and remanding 99 T.C. 370 (1992); Smth v. Conm ssioner, 926 F.2d

1470, 1479 (6th Cr. 1991), affg. 91 T.C 1049 (1988); Bradford
v. Conmm ssioner, 796 F.2d 303, 307-308 (9th Gr. 1986), affg.

T.C. Meno. 1984-601; Sol onbn v. Commi ssioner, 732 F.2d 1459, 1461

(6th Gr. 1984), affg. T.C. Menp. 1982-603; Petzoldt v.

Conmi ssioner, 92 T.C. at 700; Wight v. Conmi ssioner, 84 T.C.

636, 643-644 (1985). Although no single factor is necessarily
sufficient to establish fraud, the exi stence of several indicia

constitutes persuasive evidence of fraud. See Sol onon v.

Conmi ssi oner, supra at 1461; Petzoldt v. Conm ssioner, supra at

700.

We are convinced after applying these criteriato
M. Hamlton's situation that M. Ham lton s underpaynent of
taxes was due to fraud. First, M. Hamlton's failure to report

t he amounts received in the nunerous transactions with Fidelity
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in 1988, coupled with his understatenent of inconme for 1987 and
1989 as evidenced in his crimnal convictions for those years,
evinces a pattern of consistent understatenent and thus
constitutes evidence of fraud. M. Hamlton’s fraudul ent intent
is further shown by his extensive dealings in cash and cashier’s
checks. During 1988 M. Ham |ton conducted 52 separate
transactions in which he w thdrew over $500,000 in cash and
cashier’s checks. Not only did M. Ham Iton obtain this noney in
cash form he also conceded at trial that he structured nost of
t hese transactions to intentionally avoid the Federal reporting
requi renents of 31 U S.C. sec. 5313(a). These circunstances
suggest that M. Ham |Iton dealt extensively with cash for the
pur pose of avoiding any scrutiny of his finances and did so with
the intent to conceal incone.

It is also clear fromthe record that M. Hamlton failed to
mai nt ai n adequat e books and records with respect to the m ning
activities. M. Hamlton maintained no books for any of the
conpani es in which he had an ownership or nmanagenent interest.

He al so did not keep any records of the anmobunts deposited or
received in the nunerous bank transactions with Fidelity or of
any ot her incone he received or expenses he incurred in
connection with the mning activities. H s failure to keep track
of this cashflow constitutes further evidence of fraud.

Finally, M. HamIton was convicted for willfully filing a
false tax return for the year at issue in violation of section

7206(1). \While a conviction under section 7206(1) does not
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collaterally estop a taxpayer from denying that he acted
fraudul ently for purposes of section 6653(b), it does constitute

per suasi ve evidence of fraud. See Mirse v. Conm ssioner, T.C

Menpo. 2003-332; Parsons v. Comm ssioner, T.C. Menp. 2000-205;

Bi aggi v. Commi ssioner, T.C Meno. 2000-48, affd. 8

Fed. Appx. 66 (2d Cr. 2001). Further, absent credi bl e evidence
showing that the willful filing of the false tax return was done
for a purpose other than defrauding the Governnment of taxes owed,
t he conviction under section 7206(1) is highly persuasive
evidence that fraud was commtted. M. Hamlton failed to
proffer any evidence denonstrating that his willful filing of a
false tax return for 1988 was done for any reason other than
evadi ng Federal inconme taxes owed for that year. Accordingly,
this constitutes highly persuasive evidence that M. Ham |ton
acted fraudul ently.

Thus, upon consideration of the entire record, we find that
respondent has proven by clear and convincing evidence that
M. Ham lton acted with the requisite fraudulent intent, and that
the entire understatenent of inconme for 1988 is due to fraud. W
therefore sustain respondent’s determnation that M. Hamlton is
liable for the addition to tax for fraud under section 6653(b).

C. VWhet her Petitioners Are Liable for Additions to Tax for
Their Substantial Understatenent of Tax for 1988

Section 6661(a) provides for a 25-percent addition to tax
for the substantial understatenent of income tax. An

“understatenent” is defined as the excess of the tax required to
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be shown on the return over the tax actually shown on the return,
and is considered substantial if it exceeds the greater of 10
percent of the tax owing or $5,6000. Sec. 6661(b)(1)(A) and
6661(b)(2)(B). Were the taxpayer shows that he or she had a
reasonabl e cause for, and that he or she acted in good faith with
respect to, the underpaynent, the Secretary may wai ve the section
6661 additions. Sec. 6661(c). It is taxpayers, however, who
bear the burden of proving that Comm ssioner erred in inposing
the addition to tax under section 6661. Rule 142(a)(1).

On their joint Federal inconme tax return for 1988
petitioners reported a tax due of $1,939. Because petitioners
failed to report nore than $500,000 in incone, the threshold of
section 6661(a) is clearly nmet. Petitioners have offered no
evi dence or argunent that they are not liable for the addition to
tax under section 6661(a). Accordingly, we sustain respondent’s
determ nation that petitioners are liable for the addition to tax
under section 6661(a) for the substantial understatenent of
i ncone tax.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




