31 T.C. 536 (1958)

The Commissioner of Internal Revenue can establish tax fraud by clear and
convincing evidence, which may include circumstantial evidence such as consistent
underreporting of income, concealed bank accounts, and falsified records.

Summary

The U.S. Tax Court considered consolidated cases involving Jacob C. Ehrlich and
Michael Fisher, partners in a wholesale hosiery business. The Commissioner of
Internal Revenue determined tax deficiencies and additions to tax for the years
1944-1947, including fraud penalties under Section 293(b) of the 1939 Internal
Revenue Code. The partners contested the fraud penalties. During the trial, the
partners did not present evidence to dispute the tax deficiencies but challenged the
fraud assessments. The court found that the partners had concealed income through
a special bank account and by mislabeling sales in their books, resulting in
consistent underreporting of substantial income. The court held that the
Commissioner had met the burden of proving fraud through this circumstantial
evidence, and the fraud penalties were sustained.

Facts

Jacob C. Ehrlich and Michael Fisher were partners in a wholesale hosiery business.
The partnership filed returns for 1944 and 1947, but not for 1945 and 1946. Ehrlich
and Fisher also failed to file individual tax returns for 1946. The Commissioner
determined tax deficiencies and additions to tax, including penalties for fraud. At
trial, the petitioners did not dispute the tax deficiencies or the additions to tax for
failure to file, but they did contest the fraud penalties. The court found that the
partners used a special bank account to conceal income and falsely recorded sales
as “loans and exchanges” to underreport gross receipts. They were convicted on
plea of nolo contendere in the United States District Court for the Eastern District of
Pennsylvania for willfully and knowingly attempting to evade their individual income
tax liability for the years 1946 and 1947.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in income tax and
additions to tax against both Ehrlich and Fisher. The petitioners contested the
deficiencies and additions to tax in the U.S. Tax Court. The Tax Court consolidated
the cases. Petitioners did not contest the underlying deficiencies or the penalties for
failure to file returns, but they did contest the additions to tax for fraud. The Tax
Court held a trial and found for the Commissioner. This brief summarizes the Tax
Court’s decision.

Issue(s)

1. Whether the Commissioner of Internal Revenue properly determined tax
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deficiencies against the petitioners when the petitioners presented no evidence to
contest the initial determination?

2. Whether the petitioners were liable for additions to tax under section 291(a) of
the 1939 Internal Revenue Code for the year 1946 due to failure to file returns?

3. Whether the Commissioner met the burden of proving fraud with intent to evade
tax under section 293(b) of the 1939 Internal Revenue Code for the years in
question, based on the evidence presented.

Holding

1. Yes, because the Commissioner’s determination is presumed correct when the
taxpayer offers no evidence to contradict it.

2. Yes, because the petitioners offered no evidence that their failure to file was due
to reasonable cause and not willful neglect.

3. Yes, because the Commissioner proved fraud by clear and convincing evidence
through circumstantial evidence of consistent underreporting, concealed bank
accounts, and falsified records.

Court’s Reasoning

The court first addressed the unchallenged tax deficiencies and penalties. Because
the petitioners presented no evidence to contest these issues, the court upheld the
Commissioner’s determinations. The court then considered the fraud issue. The
court recognized that while the Commissioner must prove fraud by clear and
convincing evidence, this proof can be indirect and based on circumstantial
evidence. The court emphasized that evidence of consistent underreporting of
income over a period of years, especially coupled with evidence of concealment,
falsification of records and failure to file returns, is sufficient to establish fraud. The
court found the partners’ use of a special bank account and false labeling of sales as
“loans and exchanges” to be evidence of an intent to evade taxes. The court relied
on prior cases, such as M. Rea Gano and Arlette Coat Co., to support its conclusion.
In Arlette Coat Co., the court stated, “Where over a course of years an intelligent
taxpayer and business man has received income in substantial amounts... and has
failed to report that income... the burden of the respondent, in our judgment, is fully
met.”

Practical Implications

This case is important for tax attorneys and accountants because it demonstrates
how the IRS can prove fraud even without direct evidence of intent. The court’s
focus on circumstantial evidence sets a precedent for what constitutes clear and
convincing evidence of tax fraud. It emphasizes the importance of accurate record-
keeping and the potential for fraud penalties when there are inconsistencies
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between reported income and actual receipts, or when efforts are made to conceal
income. Accountants and business owners should be advised to maintain accurate
records and to report all income to avoid fraud charges, especially where they have
failed to file a return, or where income is hidden through the use of special
accounts. This case also highlights the critical role of counsel in properly preparing
and presenting evidence to rebut the presumption of correctness of an IRS
assessment.
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