American Lithofold Corp. v. Commissioner, 55 T. C. 904 (1971)

A corporation’s fraudulent intent can be imputed from the actions and knowledge of
its dominant officers and shareholders.

Summary

American Lithofold Corp. overstated its cost of goods sold in 1950 and 1951 by
including fictitious payments to American Carbon Paper Corp. , which were then
funneled to a sham partnership controlled by the corporation’s president’s son. The
Tax Court found these actions fraudulent, imputing the intent of the corporation’s
officers, who were aware of the scheme, to the corporation itself. The court
disallowed deductions for these payments and upheld the fraud penalties, ruling that
the statute of limitations did not bar the assessment due to the fraudulent nature of
the returns.

Facts

American Lithofold Corp. (the petitioner) overstated its cost of carbon paper
purchases from American Carbon Paper Corp. by including fictitious commissions in
1950 and 1951. These overpayments were then funneled through American Carbon
to Jersey Coast Sales Co. , a sham partnership controlled by Robert A. Blauner, the
son of American Lithofold’s president, Robert J. Blauner. Robert J. Blauner and
Albert M. Bridell, who were also involved with American Carbon, were aware of the
scheme. The petitioner’s tax returns for these years were false due to these
overstated costs.

Procedural History

The Commissioner of Internal Revenue determined deficiencies and fraud penalties
for American Lithofold’s 1950 and 1951 tax years. The case was brought before the
U. S. Tax Court, where the petitioner contested the disallowance of deductions and
the fraud penalties. The Tax Court upheld the Commissioner’s determinations,
finding that the returns were fraudulent and that the statute of limitations did not

apply.
Issue(s)

1. Whether the petitioner overstated its cost of carbon paper purchased from
American Carbon Paper Corp. in 1950 and 19517

2. Whether the petitioner is entitled to deduct certain travel and entertainment
expenses incurred by Robert J. Blauner in 1951 and 1952?

3. Whether the petitioner is entitled to deduct payments made to Machinery
Development Co. as ordinary and necessary business expenses in 1949 through
1952?

4. Whether any part of the deficiencies for 1950 and 1951 was due to fraud with
intent to evade tax?
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5. Whether the years 1950 and 1951 are barred by the statute of limitations?
Holding

1. Yes, because the petitioner included fictitious commissions in its cost of goods
sold, which were not ordinary and necessary business expenses.

2. No, because the petitioner failed to show that these expenses were proximately
related to its business.

3. Partially yes and partially no, because some payments were for legitimate
business purposes, while others were not.

4. Yes, because the actions and knowledge of the petitioner’s dominant officers and
shareholders were imputed to the corporation, showing clear intent to evade taxes.
5. No, because the fraudulent nature of the returns meant that the statute of
limitations did not apply under Section 276(a) of the 1939 Internal Revenue Code.

Court’s Reasoning

The court found that the petitioner’s inclusion of fictitious commissions in its cost of
goods sold was not a legitimate business expense. The court emphasized that the
fraudulent intent of Robert J. Blauner, the dominant officer and shareholder, could
be imputed to the corporation, as he controlled its operations and was aware of the
scheme. The court rejected the petitioner’s argument that reliance on accountants
absolved it of fraud, noting that the accountants had disclaimed any opinion on the
correctness of the deductions. The court also found that the travel and
entertainment expenses in Florida were not proximately related to the petitioner’s
business. The court allowed some deductions for payments to Machinery
Development Co. , but not for payments related to a machine developed for a
customer, as these were not ordinary and necessary business expenses of the
petitioner. The court upheld the fraud penalties, citing clear and convincing
evidence of fraud, and ruled that the statute of limitations did not bar the
assessment due to the fraudulent returns.

Practical Implications

This case underscores the importance of corporate governance and the potential for
officers’ actions to be imputed to the corporation, particularly in cases of fraud. It
highlights the need for corporations to ensure that their financial reporting is
accurate and that any deductions claimed are legitimate business expenses. The
decision serves as a warning to corporations that attempts to disguise personal
expenditures or funnel funds to related parties through fictitious transactions can
result in significant tax liabilities and penalties. For legal practitioners, this case
emphasizes the importance of thoroughly reviewing corporate transactions and
ensuring that they are properly documented and justified. Subsequent cases have
referenced this decision in discussions of corporate fraud and the imputation of
intent from officers to the corporation.
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