Llorente v. Commissioner, 74 T. C. 260 (1980)

The IRS can assess unreported income based on the expenditures method when
there is sufficient evidence of a taxpayer’s involvement in illegal activities, even if
direct proof of income is lacking.

Summary

Raul Llorente was assessed a tax deficiency by the IRS for unreported income from
drug trafficking in 1974. The IRS used the expenditures method, relying on an
undercover agent’s testimony and Llorente’s subsequent guilty plea to attempted
conspiracy in drug-related crimes. The Tax Court upheld the deficiency, finding
sufficient evidence to support the IRS’s determination of Llorente’s involvement in
the drug trade, despite the lack of direct proof of income. The court applied the
expenditures method, adjusting the IRS’s figure but affirming the basic principle
that such indirect methods can be used to assess tax on income from illegal
activities.

Facts

In 1974, Raul Llorente purchased the LaPaz Bar and Grill and was later indicted for
conspiracy to possess and sell cocaine from February 1974 to March 1975. An
undercover agent testified that he heard Llorente discuss a drug shipment at his
bar. A confidential informant also reported seeing Llorente examine cocaine at a
house in Queens. Llorente did not file a federal income tax return for 1974. In 1977,
he pleaded guilty to attempted conspiracy to commit drug-related crimes. The IRS
assessed a deficiency based on Llorente’s alleged expenditure of $54,000 on
cocaine, using the expenditures method to reconstruct his income.

Procedural History

The IRS issued a notice of deficiency to Llorente for the 1974 tax year. Llorente
petitioned the Tax Court for a redetermination. The Tax Court heard testimony from
the undercover agent and reviewed Llorente’s guilty plea. The court upheld the
deficiency, adjusting the amount of unreported income but affirming the IRS’s use of
the expenditures method.

Issue(s)

1. Whether the IRS’s determination that Llorente had unreported income from drug
trafficking was arbitrary or excessive, thus shifting the burden of proof to the IRS.

2. Whether the expenditures method was a valid approach to reconstruct Llorente’s
income from illegal activities.

3. Whether Llorente was entitled to dependency exemptions for his sons.

Holding
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1. No, because the IRS’s determination was supported by sufficient evidence,
including the undercover agent’s testimony and Llorente’s guilty plea, which did not
render the notice arbitrary or excessive.

2. Yes, because the expenditures method is a permissible method for reconstructing
income, particularly in cases involving illegal activities where direct evidence is
often unavailable.

3. Yes, because Llorente provided credible testimony that he supported his sons, and
his wife’s income was insufficient to support them.

Court’s Reasoning

The court found that the IRS’s notice of deficiency was not arbitrary because it was
based on the testimony of an undercover agent who overheard Llorente discussing a
drug shipment and Llorente’s guilty plea to attempted conspiracy in drug-related
crimes. The court rejected Llorente’s argument that the burden of proof should shift
to the IRS, citing sufficient evidence to support the IRS’s determination. The
expenditures method was upheld as a valid approach, given the difficulty of
obtaining direct evidence of income from illegal activities. The court adjusted the
IRS’s calculation of unreported income, applying principles from Cohan v.
Commissioner to estimate Llorente’s share of the cocaine purchase. The court also
found Llorente credible in his claim for dependency exemptions for his sons, given
his wife’s low income.

Practical Implications

This decision reinforces the IRS’s ability to use indirect methods like the
expenditures method to assess tax on income from illegal activities when direct
evidence is lacking. Taxpayers involved in such activities should be aware that
expenditures on illegal goods can be used to infer unreported income. Legal
practitioners should note that the burden of proof remains on the taxpayer unless
the IRS’s determination can be shown to be arbitrary or excessive. This case also
highlights the importance of credible testimony in establishing dependency
exemptions. Subsequent cases have followed this approach, particularly in situations
involving unreported income from illegal sources.
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