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Schneider v. Commissioner, T.C. Memo. 1959-68

Tax  fraud  can  be  proven  through  the  net  worth  method  by  demonstrating
unexplained increases in a taxpayer’s assets,  coupled with indicia of  fraudulent
intent, such as concealing income in Totten trusts and making false statements to
IRS agents.

Summary

The Tax Court sustained the Commissioner’s determination of tax deficiencies and
fraud penalties against  the estate of  Harry Schneider for  the years 1944-1950.
Schneider, a doctor, consistently underreported his income, concealing substantial
earnings in numerous savings accounts held in Totten trusts. The IRS used the net
worth method to reconstruct Schneider’s income, revealing significant discrepancies
between reported and actual income. The court found clear and convincing evidence
of  fraud based on Schneider’s  concealment  of  income,  false  statements  to  IRS
agents, and the use of Totten trusts to hide assets. The court also held Schneider’s
beneficiaries liable as transferees for the unpaid taxes to the extent of the assets
they received from the Totten trusts.

Facts

Harry Schneider, a doctor, filed income tax returns for 1944-1950, which the IRS
determined to be fraudulent. Schneider’s reported income was inconsistent with his
lifestyle  and  known  financial  activities.  He  maintained  37  savings  accounts  in
different banks,  structured as Totten trusts for various beneficiaries,  containing
substantial sums of money that were not reported as income. Schneider falsely told
IRS agents he had no bank accounts other than a single checking account. His
patient records were incomplete and inconsistent with hospital admission records
and insurance claim data, suggesting underreporting of income. Deposits into his
checking account were primarily checks, while deposits into his savings accounts
were largely currency.

Procedural History

The  Commissioner  determined  deficiencies  and  fraud  penalties  for  tax  years
1944-1950 and issued notices of deficiency. The estate of Harry Schneider and the
beneficiaries of his Totten trusts petitioned the Tax Court for redetermination. The
Commissioner’s initial deficiency determination was based on the net worth method.
The Commissioner later amended the answer to increase deficiencies for some years
based on specific omissions, but the court ultimately relied on the net worth method
for the fraud determination and transferee liability.

Issue(s)

Whether the income tax returns filed by Harry Schneider for the years 19441.
through 1950 were false and fraudulent with intent to evade tax.
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Whether the deficiencies determined by the Commissioner for the years 19442.
through 1950 were correct.
Whether Ruth Schneider, Leo Schneider, Jules Schneider, and Catherine Smith3.
are liable as transferees of the assets of Harry Schneider.

Holding

Yes, because the court found clear and convincing evidence that Schneider1.
intentionally underreported his income and concealed assets to evade taxes.
Yes, in part. The deficiencies based on the net worth method were upheld. The2.
Commissioner’s increased deficiencies based on specific omissions in the
amended answer were not sustained due to insufficient proof.
Yes, because the transfers of assets via Totten trusts occurred when Schneider3.
was insolvent due to his tax liabilities, and these transfers were without
consideration, rendering them fraudulent conveyances under New York law.

Court’s Reasoning

The court relied on the net worth method to demonstrate unreported income, noting
the significant discrepancy between Schneider’s reported income and his increase in
net worth. The court pointed to several indicia of fraud: Schneider’s repeated false
statements to IRS agents about bank accounts, the maintenance of 37 secret savings
accounts in Totten trusts across numerous banks, the segregation of cash and check
deposits, and inconsistencies in patient records. The court stated, “These vital facts
cannot  be  attributed  to  ignorance,  or  negligible  or  unintentional  error.  They
evidence a calculated intention to defraud, supported by deliberate concealment and
other conduct consistent only with fraud.” Regarding the Totten trusts, the court
determined they remained revocable until Schneider’s death. Because Schneider’s
estate was insolvent at the time of his death due to the tax liabilities, the transfer of
assets to the trust beneficiaries was deemed a fraudulent conveyance under New
York Debtor and Creditor Law. The court cited Holland v. United States, 348 U.S.
121 (1954), for the validity of using the net worth method in tax fraud cases and In
re Totten, 179 N.Y. 112 (1904), regarding the nature of Totten trusts.

Practical Implications

Schneider reinforces the IRS’s ability to use the net worth method to prove tax fraud
when taxpayers conceal income. It  highlights that maintaining undisclosed bank
accounts, especially Totten trusts, can be strong evidence of fraudulent intent. For
legal  practitioners,  this  case  underscores  the  importance  of  advising  clients  to
maintain accurate financial records and be truthful in dealings with tax authorities.
It also demonstrates that Totten trusts, while useful estate planning tools, do not
shield assets from creditors, including the IRS, if the settlor is insolvent at the time
of death. This case serves as a cautionary tale against tax evasion and clarifies that
assets in revocable trusts are considered part of the taxable estate and subject to
creditors’ claims. Subsequent cases have cited Schneider for the proposition that
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consistent underreporting of income, coupled with concealment efforts, constitutes
clear and convincing evidence of tax fraud.


