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DECISION

On September 3, 1952, respendent assessed:,
against petitiener the sum eof £369,708.27 as de-
ficiency ipnceme tax and 50% surcharge frem 1945 te
1950. Upen request fer recensideratien ef said
assessment, respendent reduced the améunt te P186,~
170.43 in a letter dated .July 9, 1953. Subsequently,
the said ameunt was increased te ?197,179.85 in a
letter of feSpondent dated Nevember 6, 1953. Upen
refusal of respendent fe ceénsidextfurthelr réquests
fer reinvestigatien and reexaminatien ef the case,
petitiener appealed to the then Beard ef Ta¥ Appeals.
This case is new befere this Ceurt by virtue ef Sec-
tien 21 ef Republic Act Ne. 1125, which requires
thgt all cases pending in said Beard ef Tax Appeals
en the date ef appreval eof said Act en June 16, 1954
shall be transferred te this Ceurt and shall be heard
and decided by the latter te all intents and purpeses
as if they had been eriginally filed therein.

Befcre the hearing of the case en the merité,

counsel fer petitiener filed a metien raising the

questien ef the prepriety of tne use ef the "net
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worth methed" applied by respendent in the investiga-
tien eof the incemes and increases in net werth ef peti-
tiener and in the assessment ef his deficiency inceme
tax during the years in questien. It was alleged in
said metien that the use of the "net worth methed" is
invalid as the Income Tax Law dees net permit its use
in preving undeclared income, and since this issug is a
prejudicial questien, the same sheuld first be dispesed
of befere the petitien fer review is heard. In a reselu-
tien dated October 4, 1954, this Ceurt ruled that-
*X X X the guestien as te whether

the 'Net Werth Methed' is arbitrary and

unjust is a matter that ceunsel feor the

petitiener sheuld preve at the trial ef

this case, particularly hew it was se in

the case ef his client. It weould be tec

premature fer the Geurt te decide the

legality or the illegality ef the methed

at this stage of tne preceedings witheut

knewing fully the facts upen which an

intelligént decisien ceuld be based.

Piecemeal decisiens are lecked upen with

disfaver by the Supreme Ceurt. (Directer

ef Lands vs. Sanz, 45 Phil. 117. )"

During the hearing, anether questien was raised
by ceunsel for petitioner. He asked that he be al-

lewed te present additienal evidence in chief after

rgagondent shall have presented his evidence in chief

and after the latter shall have rested his case. This
was epposed by ceunsel fer respendent on the greunds
that it is irregular and vielative ef the precedural
law. The issue was reselved by this Ceurt in its Rese-
lutien ef April 15, 1955, which reads, in part, as
fellews:

"Acting en the verbal metien ef ceun-
sel fer the petitioner that he be allcwed
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te present additienal evidence in chief
after the respoendent shall have rested
his case and it appearings

"That ceunsel fer the petitiener has
already formally presented a great pertien
of his evidence in chief during the past
hearings ef this case with the exceptien
of his last witness, the petitiener here-
in, whe was net then available, he being
cenfined at Jehn Hepkins Hespital in Balti-
mere, Maryland, U.S.A.; ,

"That oen metien ef ceunsel fer the
petitiener, Letters Regatery was issued
by this Ceurt in erder te ebtain the de-
pesiti#én ef the petitiener in the United States,
altheugh the same was net served upen him ;
because of his early return te the Philip-
ines befere said Letters Regatery ceuld
be served upen him;

"That because of petitiener's sudden
return to the Philippines, his ceunsel
thereby manifested that the petitiener
weuld be presented in persen as a witness
in his ewn behalf befeore this Ceurt with-
eut the need of taking his depesitien in
the United States, to which suggestien
respendent's ceunsel agreed;

"That after the issuance ef the
Letters Regatery and witheut expecting
at the time the early return ef petitien-
er frem the United States, the respendent
was allewed after the petitiener had
rested his case, te preceed with the pre-
sentatien ¢f his evidence in chief and at
the last hearing ef this case en March 22,
1955, the petitiener himself sheuld have
been presented te testify in his own be-
half as per.previeus reservation and agree-
ment, byt ceunsel for the petitiener sud-
denly change frent by requesting instead
that the respendent centinue presenting his
evidence and after the latter shall
huve rested his case, the petitiener
sheuld be allewed teo testify in his be-
half as evidence in chief and net limited
merely te rebuttal;

"That te allew seunsel fer the peti-
tiener te present his additienal evidence
in chief after the respendent shall have
rested his case is mest irregular; it
would create confusien in the preceddings;
it weuld indefinitely preleng the trial
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of this case te the serieus detriment
of the eppesing party and weuld be in
utter disregard ef sectien 1, Rule 33
of the Rules of Ceurt;

"That it weuld net prejudice the
interest of petitiener any if he were
te testify new in his behalf as agreed
upen by the partied nad then recalled as
a rebuttal witness after the respendent
is threugh with the presentatien ef his
evidence in chief;

"That there exist that presumptien
of regularity in faver ef respendent's
deficiency inceme tax assessment against
the petitiener and the burden ef preving
the same te be illegal and irregular lies
in the latter which he may de threugh his
evidence in chief er en rebuttal; and

"What while it is true that under
sectien 8 of Republic Act Ne. 1125, this
Ceurt is net required fer the sake of
expediency te fellew strictly the technical
rules of evidence in the trial ef tax and
custems cases befere it, such discretien
will net be exercised by the Ceurt in
faver ef either party if the result weuld
be te preleng the case unnecessarily

instead eof wxpediting its early adjudica-
tien.

"WHEREFORE, the metien ef ceunsel fer
the petitiener that he be allewed te pre-
sent additienal evidence in chief after the
respendent shall have rested his case must
be, and the same is, hereby denied."

This case was thereafter submitted fer decisien
after the filing ef an "Amended Agreed Stipulatien
of Facts,"™ which is incerperated herein by reference.
The issues raised by ceunsel for petitiener are
stated by him in his memoerandum dated Nevember 15,
1955 and filed with this Ceurt on Nevember 29, 1955,

te wit:

"(a) The legality ef the se-called
'net worth methed' used by respendent in
} computing the net inceme ef petitiener.

' (Amended Petition fer Review, par. (a),

' page 5. )

L]
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*(b) The legality ef the impesitien
of the 5Q per cent surcharge as fraud
penalty. (Amended Petiten fer Review,
par. 11, page 3; par. 13, page 4)

"(c) The application of the law
oen prescriptien for the collectien ef
taxes on respendent's deficiency income
tax assessments against petitiener cover-
ing the tax years 1946, 1947 and 1948.
(Amended Petitien fer Review, par. 14,
page 4; par. (a), page 5.)

"(d) The preper treatment fer per-
senal exemptiens and deductible expenses
allewed by law. (Amended Petitien for Re-
viiw, par. 15, page 4; par. 17, page
5.

The "Net Werth Methed."

The se-called "net werth methed"™ in the field
of inceme taxatien is an indirect methed ef preving
unreperted inceme. There are, generally, five knewn
metheds ef establishing inceme tax deficiencies eof

taxpayers, te wit:?

"1. TIhe dﬁfggdgg;'s ewn beeks and
recerds, if made available by lawful

means., When truthful, the defendant's ewn
beeks and recerds will usually establish
the nature and seurce ef the unreperted
inceme; if false, they will afferd at
least a starting peint frem which matters
of income may be verified frem ether
seurces. X X X

"2, Beeks and records and cerre-
borative statements ef third persocns_whe
have dealt with the taxpayer, eften
establishing payment cf meneys which
would censtitute taxable inceme te the
taxpayer.

) "3. Bapk depdsits and bankcrecerds.
"4, Increase in net werth; including

investments, purchases ef prepergy and
other business transactiens by the tax-
payer.

"S. Analysis ef expenditures, te
shew that expenditures were in excess ef

y G toad
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declared or available inceme er that ex-
penditures fer claimed items of deducticns
were fictitueus er everstated.

"The purpese of each ef these metheds
is te establish taxable but unrepested in-
ceme; any cembinatiecn ef the metheds may
be reserted te by the gevernment te¢ suppert
its case.® (Harry Graham Balter, Fraud
Undeﬁ Federal Tax Law, 2nd ed., pp. 414-
415.

The net werth technique fer determining inceme
may be expressed in the fellewing fermula: Increase
in Net Werth i Nen-deductible Expenditures - Nen-
Taxable Receipts = Taxable Net Inceme. ( Samuel
Byer, "The Net Werth Technique for Determining In-
coeme," Prec. NYU 13th Ann. Inst. en Fed, Taxatien
1058 /71955/.) "The net werth expenditures methed
is based en the acceunting formula that an increase
in net werth, plus nen-deductible disbursements,
minus nen-taxable receipts equals taxable net in-
ceme." (Aviakan, "The Net Werth Methed ef Establish-
ing Fraud," Prec. NYU 1llth Ann. Inst. en Fed. Tax-
atien 707 /£ 1952/.) The precedure for determining
taxable net inceme under this fermula has been des-
cribed as fellowss

"The net werth at the beginning and

end ef the taxable year is cemputed by

subtracting liabilities frem assets and

the increase in net werth is, ef ceurse,

determined by cemparing the beginning

and ending net werth. Nen-deductible

expenditures (except capital expenditures

which appear as assets) like living ex-
penses, gifts, x x x inceme tax payments

and like are added te the increase in

net werthy Frem this sum is subtracted the

tetal ef non-taxable receipts like

gifts, inheritances, nen-taxable interett, i

etc. These nen-taxable receipts must

be subtracted because they are either
included in the ending assets er

R -
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may have been used te pay fer some nen-
deductible expense." (Samuel Byer,
“Net Worth Technique for Determining
Income," supra. )

The Supreme Ceurt ef the United States, in a
recent case, has given a short expesition ef the
net werth fermula thuss$

"In a typical net werth presecutien
the Gevernment, having cencludéd that y
the taxpayer's recerds are inadequate as
a basis for determining inceme tax liability,
attempts te establish an 'epening net werth!'
or tetal net value of the taxpayer's assets
at the beginning ef a given year. It
then preves increases in the taxpayer's
net werth fer each succeeding year during
the peried under examinatien and calculates
the difference between the adjusted net
values of the taxpayer's mesets at the
beginning and end ef each ef the years
invelved. The taxpayer's nen-deductible
expenditures, including living expenses,
are added te these increases, and if the
resulting figure fer any year is substan-
tially greater than the taxable inceme
reperted by the taxpayer fer that year,
the Gevernment claims the excess represents
unrepcrted taxable income. In additien,
it asks the gury te infer willful ness
from this understatement, when taken in
connectien with direct evidente eof 'cen-
duct, the likely result ef which weuld be
te mislead or cenceal.' Spies v. United
States, 317, US 492, 499, 87 L. ed. 418,
423, 63 S. Ct. 364." (Helland v. U.S.,
348 ©US 121.)

This methed ef preving umreperted inceme, acceor-
ding te respendent in a decisien rendered in anether
case, "is based upen the general theery that meney
and ether assets in excess eof liabilities, after an
accurate and preper adjustment ef nen-deductible
and nen-taxable items ef a taxpayer net acceunted
fer by his inceme tax returns, leads te the inference
that part ef his income has net been reperted.™

(See letter of Cellecter ef Internal Revenue te

66
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S&nater C. N. Recte, May 6, 1954, XX Lawyers Jeur=-
nal, p. 101, Feb. 28, 1955; see alse Balter, Fraud
Under Federal Tax Law, 2nd ed. 1953, p. 42l.)

In Helland v. U.S., supra, the Supreme Ceurt
of the United States made a brief histerical sketch
of the net worth methed, its early applicatien and
recent develepments. It appears that the net weorth
methed was first utilized in the cases of Capens
v. United States, 51 F 2d. 609, 76 ALR 1534 (1931,
CA 7th 111) and Guzik v. United States, 54 F 2d
618 (1932, CA 7th 111), te cerreborate direct preef
of undeclared inceme. And in U.S. v. Jehnsen, 319
U.S. 503, 67 L ed 1546, 63 S Ct 1233, the U.S.
Supreme Ceurt approved the use of the methed te
suppert the inference that the taxpayer, whe was
knewn as an eperater ef varieus gambling houses
upen which ne inceme was declared, "had indeed re-
ceived unreperted inceme in a 'substantial amount.'"
"It was," accerding te¢ the Ceurt, "a petent weapen
in establishing taxable inceme from undisclesed
seurces when all ether efferts failed. " Since the
decisien in the Jehnsen Case, the use of the methed
has been extended te "run-ef-the-mine cases regard-
less of the tax deficiency invelved." As its use
in erdinary inceme-bracket cases greatly increases
the chances fer errer, the Ceurt issued the warning
that the dangers inherent in this methed "must be
coensciously k#pt in mind in erder te assure adequate

appraisal eof the specific facts in individual cases."

» 87 -
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Having explained in seme detail the meaning «¢f
the net werth methed and the precedure generally
fellewed in the investigatien ef net werth cases,
we will new censider the issue raised- whether the
net werth methed ef preving unreperted inceme, as
used and applied in the United States, may be
utilized here under existing law. It is the centen-
tien ef ceunsel fer the Gevernment that the net werth

technique is permitted under Sectien 15 ef the Natien-
D S

al Internal Revenue Cede, which prevides ‘that-

"When a repert required by law as
a basis fer the assessment ef any natien-
al internal-revenue tax shall net be ferth-
ceming within the time fixed by law er
regulatien, er when there is reasen teo
believe that any such repert is false, in-
cempletey or erroneeus, the Cellectexr of
Internal Revenue shall assess the preper
tax on the best evidence ebtainable. x x x"

and alse under Sectien 38 ef the same Cede, which
\-/
previdess$

"The net income shall be cemputed
upen the basis ef the taxpayer's annual
aggeunting peried (fiscal year or calendar
year, as the case may be) in accerdance
with the methed ef acceunting regularly
empleyed in keeping the beeks ef such
taxpayer; but if ne such method ef ac-
ceunting has been se empleyed, eor if
the methed empleyed dees net clearly
reflect the income, the cemputatien shall
be made in accerdance with such methed
as in the epinien ef the Cellecter eof
Internal Revenue dees clearly reflect
the income. If the taxpayer's annual
acceunting peried is ether than a fiscal
year, as defined in sectien 84, or if the
taxpayer has ne annual acceunting peried,
or dees net keep beoks, or if the taxpay-
er is an individual, the net inceme shall
be cemputed on the basis of the calendar
year,"

. 68 -
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Beth parties agree that Sectien 38 ef cur Re-
venue Cede is a cepy ef Sectien 41 of the U.S.
Internal Revenue Cede of 1939. It is centended en
behalf ef respendent that the use of the net werth
methed by the Cemmissiener ef Internal Revenue of
the United States was autherized under Sectien 41'
of the 1939 U. S. Internal Revenue Cede, On the
eother hand, ceunsel fer petiticner centends that

nene ef the cases decided by American ceurts which

recegnized the pewer o¢f the U. S. Cemmissiener te
empley the net worbh methed ever declared that such pewer
was derived frem Sectien 41. He claims, in-
ceme tax returns and "te determine the cerrect ameunt
of the tax. " Since ne similar.provision appears in
eur law, it is alieged that the use ¢f the methed
is unautherized and illegal. The case ef Helland
ve U. S., Supra, has been cited in support ef this
view. (See pages 6&9, Memorandum of Ceunsel for
Petitiener, Nevember 15, 1955.) This being a case
of first impressien in bhis jurisdictien, we have s
studi?d with care the questien raised by petitiener,

The censensus eof epinien ameng well-knewn
autherities on Federal inceme taxatien in the United
States is that the pewer of the Cemmissioner of I§-

ternal Revenue te use the net werth methed springs

» 69 >
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er is derived mainly frem Sectien 41 ef the Internal
Revenue Code ef 1939 (Sectien 446 of the 1954 Cede).
Samuel Byer, a New Yerk atterney and fermerly
Agent, Cenferee, Technical Adviser in Appellate
Divisien, U. S. Internal Revenue Service, in an
article “"The Net Werth Technique fer Determining
Income,® (Prec. NYU 13th Ann. inst. en Fed. Taxa?ien
1055 /1955/, while expressing the epinien that
Sectien 41 "dees net represent the autherity fer
use of the net werth or any ether indirect methed"
because he believes that it preceeds frem the bread
general investigatery pxevisiens ef the Cede, has
this te says "The prepesitien that the Cemmissien-
er's autherity te use the net werth methed er any
ether indire¢t methed in determining inceme, is
reected in eor stems from Sectien 41 ef the Internal
Revenue Cede of 1939 has been supperted by the
ceurts se frequently that the mere mentien ef the
indirect technique fer determining inceme calls
forth a recitatien ef the previsiens of thet sectien.
Suppert fer the prepesitien is net lacking in dis-
cussien by able tax men.®™ 1In an addendum te the
same article, prempted by the decisiens ef the U. S.
Supreme Court en December 9, #954 in fomr net werth
cases, ene ef which is Helland v. U. S., supra,
Mr. Byer made a searching analysis ef the decisiens
in said cases and his epinien is that Sectien 41

dees net preclude the use ef the net woerhh methed.

We quete:
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"Thet first pressing questien de-
cided is whether tge dangers and shert-
cemings of the net werth technique
sheuld 'fereclese is use.' The Supreme
Ceurt's answer is a flat NO.

"The secend is whether it is re-
levant te refer teo Sectien 41 fer the
purpese e¢f denying the gevernment the
right te use the net werth technique.

The Ceurt again said NO. Its epinien
explains that Sectien 41 'refers te =
metheds such as the cash receipts er
accrual methed which allecate inceme and
expenses between years' and that 'Cengress
never intended te make Sectien 41 a set
of blinders which prevents the gevernment
frem lecking beyend the self-serving
declaratiens in a taxpayer's beeks. The
United States has relied fexthe cellect-
ien of inceme tax largely upen the tax-
payer's ewn disclesures the gevernment
must be free te use all legal
evidence available te it in determining
whether the stery teld by the taxpayer's
//books accurately reflegts his financial
h
I

-

istery.'"

t appears te us te be well established that
the prevailing view in the United States is that
the use ef the net werth er any indirect methed ef
preving unreperted inceme is permitted under Sectien
41 of the U. S. Internal Revenue Cede of 1939
(Sectioen 446 eof the 1954 Cede). Section 38 eof eur
Revenue Cede having been patterned after Sectien
41 ef the U. S. Cede, the censtructien placed upen
that sectien by the U. S. ceurts has a streng per-
suasive ferce in this jurisdictien. We have ne
deubt, therefere, that Sectien 38 ef eur Revenue
Cede és it is werded permits the use ef the net
wef“ methed by the Cellector of Internal Revenue
where direct preef ef under-declaratien ef inceme

-

is net available by any other means.‘)Wh have eeme
acress an epinien ef ceunsel fer petitiener te the

T il
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same effect, which we quete:

"It has been ebserved that in
many instances the ameunt ef inceme
taxes paid by individuals is gressly
disprepertionate te the yearly increase
in their wealth. In view of the dif-
ficulty enceuntered in the determina-
tien of the true net inceme ef such
individuals by the erdinary precess of
consideratien ef taxable inceme and de-
ductiens, the Bureau ef Internal Revenue
has adepted the 'inventery methed' (net
werth methed) ef determining net inceme.
X X x

"The methed is criticized as ar-
bitrary and unreliable means of deter-
mining the true net inceme. The taxable
ingrease in the net werth may include
nentaxable inceme. ., But this criticism
is, hewever, everceme by the fact that
the increase in net werth represented by
exempt or nentaxable inceme is net te be
included and that the autherity ef the
Cellecter of Internal Revenue te adept
the methed is clearly granted by sectien
38 (See page 337)s and by sectien 15 of
the Tax Cedes empowering the Cellector te
assess the preoper tax en the best evidence
ebtainable." (Flerentine Amansec, The
Law en Inceme Taxatien, pp. 364-365; un-
derscering supplied. )

The epinien ef ceunsel for petitioner queted
abeve was made in 1949 (his beek was published in
that year). It was an impartial and an unbiased
epinien, ceming as it did frem cne whe had then
ne net werth case te defend or presecute and at a
time when he ceuld speak with a certain degree ef
autherity en the subject. He was at that time a
supervising income tax examiner ef the Bureau eof
Internal Revenue. We have alse taken nete ef the
fact that Sectiens 15 and 38 ef the Revenue Cede
have n¢t undergene any change er amendment frem the

time said Cede was enacted in 1939 te the present.

79 »
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There appears te be nef reasen fer a change in the
interpretation eof the law, specially se because
the path charted by ceurt decisiens has remained
unchanged.

We are, therefere, ef the epinien that the Cel-
1Xecter of Internal Revenue is empowered under Sec-
tien 38 ef the Revenue Cede tc utilize the net %
werth or any other indirect methed ef determining
unreperted inceme in cases where direct preef ef
under-declaratien is unavailable. Hewever, we agree
with the U. S. Supreme Ceurt that the methed "is
se fraught with danger for the inhecent that the
ceurts must clesely scrutinize its use." Ve will
heed that warning.

Ceunsel for petitioner maintains that, assuming
that the net werth methed is applicable te this
case, his client is net liable te¢ pay any deficiency
inceme tax on the basis ef the amended stipulatien
of facts. (Page 14, Memerandum of Ceunsel fer Peti-
tiener, Nev. 15, 1955.) Apparently, ceounsel fer
petitioner admits that the requirements fer the use
ef the net werth methed have been fully satisfied,
ne question having been raised in regard therete.

In the amended stipulatien ef facts, which was
signed by the incumbent Cellecter ef Internal Rev-
enue, the parties agreed te eliminate the bank with-
drawals as part ef the assets & petitiener. And
in the memerandum ef ceunsel fer the Gevernment,

the deficiency Tax fer 1946 has been eleminated, and
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admissien that there was n¢ tax defficiency fer that
year. We shall, therefere, censider enly the alleged
inceme tax deficiencies of petitiener for the years
1947, 1948, 1949 and 1950.

Ypen the evidence submitted and the amended
stipulatien ef facts, counsel for respendent have
cemputed the inceme tax deficiencies eof petitioé%r
from 1947 te 1950 at #41,511.77, including the sur-
charge ef 50%. On the ether hand, ceunsel fer peti-
tiener, after applying the net werth metﬁod, claims
bhat his client dees net have any inceme tax deficiency
during the years in questien, except during the year
1947 when petitiener incurred a deficiency tax ef
#1,198. 02, In fact, it §s alleged that petitiener
made an overpayment ef ®44,74 in 1948, ®113.77 in
1949, and #28.00 in 1950,

The difference in the results between the twe
cemputations lies mainly in the inclusien by ceun-
sel fer the éovernment and the exclusien by conn-
sel fer petitiener, of certain preperties and in-
vestments ef petitiener in arriving at his net
werth at the end ef the taxable years. Ceunsel for
petitiener maintains that whilé said preperties and
investments were acquired by petitiener, respendent
failed te preduce evidence that they were held by
petitioner at the end ef the cerrespending taxable
year. (See pp. 18-21, Memerandum ef Ceunsel for
Petitiener, Nev. 15, 1955.) <4t having been admitted

that said preperties and investment were acquired

ol o
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by betitioner, the presumption is that his ownership
thereof continues unles: the contrary is shown,
Fetitioner, therefore, has the burden of proof to
econtradiet the question of ownership, and cerminly
it was easy for him to have produeed such evidence,
if he had any, that he had transferred ownership of
sald propeties. Having failed to do so, it is‘to
be preiumed that he continued to be the owner of
sald properties, and his e¢laim to the eontrary
solely on the zround that respondent falled to prove
that he continued to own them to the end of the tax-
Bhle years in question must be dismissed as untenabls.

Another item which produced different results
in the computations of counsel for both partieé is
the allegzed indebtedness of petitioner to Atty. Jman
T. David in the amount of #30,000. W& have examined
carefully the evidence adduced in support of the

alleged indebtedness, and we azree with counsel for

.the Government that the existence of said loan has

not been satisflactorily proven. The s&id amount is
not, therefore, a proper deduetion in the eomputa-
tion of petitioner;s net worth,

Accordingly, we find the elaim of counsel for
petitioner that his coient did not ineur a defi-
cieney income tax, exempt during the year 1947,
and that petitioner made overpayments during the
years 1948, 1949 and 1950, is not worthy of con-

gideration,

p i oy
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of 50% surcharge .

It is elaimed on behgﬁf of respondent that bo
the defieieney ineome tax of petitioner as estab-
lished by the net worth method there should be
added the surcharge of 56%. This surchar;e 1s

" provided in Section 72 of the Revenue Code, and it
is inposed in case of "willfull neglect to file the
return or list within the time preseribed by law,
or in case a false or fraudulent return or 1list is
willful}y made." The imposition of said wurecharge
is soug’t to be Justifiad on the following grounds:
: (1) "An analusis of the facts involved in
his case indiecate that the basis of assessments
was due to the consistent dispatity betwwen the
income decladed in the returns x x x and that
found in the investiga6ion, whieh is elearly in-
dicatibe of fratd;" and

5 (2) "While it 1s truse that fraud, being a
stat® of mind, is seldom established by dirsct
evidence, nevertheless, the same may be reasonably
inferred from the substantial difference in peti-
titioner's inersase in net wotth eaeh year and the
net ineome declared in his returns.”

Coumsel for petitioner vigorously insists that
his client filed ineome tax return for the yars in
question under oathj that said retwyrna ¥refimet

truly and accurately all the ineome ne had earned;"

and that he paid ineome taxes ass originally assessed
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against him, to show that the imposition of the 50%
aurcharge is not in order. That the aszessments un-
derwent various changes (£369,708.27 on September
3, 19523 #186,170.43 on July 9, 1953; ¥197, 179.85
on fdobember 6, 1953) has also been advanced as an
atrument that ""these assesszments have lost the
force and strngth of thelr presumed aceuraey and
that whatever differenced now berween the amo%ntr
of imcome taxzs paid on the returns and the amounts
of delicieney incomes taxes that may bse found due
under the method used by respuandent wéuld largely
be due to unfjustified assumption of umppoven facts
and to divergenee in the treatment of fijures arising

from the inherent defeet: of the method a=z an in-

come deterninigs medium."

Fetitioner filed ineome tay returns unde§
oath foo the years 1547 to 1958. The fross ineomes
nid expsnses shown in the rsturns, and the amounts

of tax pald are as follows:

YEAR GROSS INCOME LYXPERSES TAX PAID

19%7 #16,000.00 ¥6, '¢7.90 ¥ 361.57
1948 16,000.00 9,078.99 145,26
1949 16,000.00 9,603.76 213,77
1950 16,000.00 8,356.49 167.00

The gzross inecome of #16,000.00 report=d Ior
each of the yesars involved was dsrived by petitioner
exclusively from hie zalary. %o other incomg fro
any other source was inelmuded in hieg :ross lncoue
required by law to be ahdwn in his lneome tax re-
turns for saild years. And yst after the applicationm
of the net worth method, on the basis of the amended
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Among the eireumsztanees generally recognized
as Justi:ying the imposition of the fraud penalty
asre: (1) intebtional understatement of ineome,
substantial in amount per ge or substantial 1in
relation to the total reported income; (2/ inten-
tional ovarstat=ment of deductions, substantial
in amount per se or substantial in relation tg, the
total reported ineome; and (3’ reeurrenece of the
underspatement of ineome or overspatement of de-
daetions for more than one tax year. (Balter, Fraud
Under Federal Rax “aw, 2nd dd, (1953), p. 226.)

Froam an annuai income of #16,000 derived
solely from salary, petitioner eonsistently dedmeted
substantially biy amournts of "losses,'" the nature
and extent of whieh have not been explained. In
1947, petitioner claimed a deduction for "losses™
in the amount of #6,000; in 1948, #7,500; in 1949,
#7,200; and in 1950, #7,200, considerably reduein
hls taxable net ineome. Frankly, we have been
unable to divide the nature of said lossss, psti-
tioner elaiming he had never been in businmess.

The losses whieh are allowable as deductions
fron gross ineome under Section 30 (d) of the
Revenue Code are, in the ecase of individuals:

l. Losses actually sustained during the
taxable yesar and not compensated for
by insuranee or otherwise-

(A) If ineurred in trade or business; or

(B) If ineurred in any transaction entered
into for profit, though not eonnected
with the trade or business; or
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(Cy 6f propetyy not eonnected with the
trade or business, if the loss arises
from fires, storums, shipwreci, or
other easualty, ot from fobbery, theft,
or embezzlement;

2. Capltal lossss, to the extent provided in
Section 3k;

3. HBaesses on wash sales of stoek, or seeuri-
ties; and

4, Wagering losses.

Obviously, the losses elained by petitfbner
in his returns could not have been ineprred or suf-
fered in the ecourse of trads or busemess, his only
ineome deslared being his salary. It is poséible
that the loases coulqahave been brourht abdut by
"fires, Btorms, shipwreek, or other casualty, or
from robbery, theft or =ubezzlement," but this possi-
bility lmaediately fibes way to sariogs doubt be-

cause the allez=d losses were more or less constant

 during all the years in question. It 1ig quite im-

probable that petitioner could have been the vietim
of the same easualties during all those Meats.
Reither ecould the alleged losses be attribptable

to capltal losses ot losses on wash sales of stodk

or securittés, becamms as clearly stated his only
ineome reported was his salary. The sald losses eould
be 'WwaGERING LOSSES," bpt thess losses are deduetible
only to the extent of the fains or winnings. 1In any
of the ecases mentioned above, it is our opinion that
the allezed losses constitute "intentionel overstate-
sent of deduetions, supstantial in relation to the

total reported ineome'" or "overstatement of dedmetions

ey P LTI W ER N TR ITEEE T NETTAERT T T PTEOERE T T [T TTON L W UERNNN YT PRy R T f] sy vap—"
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for more than one tax mear" whieh justify the impo-
sition of the fraud penalty. (See Balter, Fraud
Under Federal T#x Law, supra.)

With respeet to the alletation that '"assess-
ments have lost the foree and stren:bh of their pre-
sumed sceuracy'" 1in viéw of the variows alterations
in the amounts of deficieney ineome tax determined
by respondent, it is enough to stats that in %he
use of the net worth method of proving unreported
ineome errors are ‘bﬁnd to be eomuitted as the real
fsets are either unavailable to the Céllector or
ars withhald by the'paxpayer. In aueh cases, errors
or nistakes, whieh the Collector must have to eor-
reet, eannot affeet the inposition of the graud
penalty, unless it is shown that, after eorrection
of the errors, nothing is left fror whieh any infer-
enee may be drawn that the returns zs filed are not
tainted with fraud. The insistenee of petitioner
that the returns as filed by him are trge and aceurate
ean not be viewad in a different lirht.

We might also state that in the final eomputa-
tion of the defieieney ineome tax in this case as sub-
11tted by eounsel for the Government, and apparently
sanctioned by the Collector as he sijgNed the amended
agreed stipulation of facts, the ehanges or altera-

tions made in the computation whieh brought down

the assesc2d defiecieney from #197,179.85 to
#41,511.77 (whieh should be 241, 547.77) were prompted
iore by the sense 68 liberality of the Collector
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than anything #lse. We have to ecite but one instance
to prove this point. .

As already statzd, the formula for detemining
unreported ineome by the net worth method is: (1)
inerenseiin net worth, plus (2) non-deduetible dis-
bursements, minus (3) non-taxable receipts, equals
(4) tax=ble net‘incone. Item (2) referring tp nondd-
daetible disbursements refers mainly to personal,
living, or famlly expenses of the taxpayer whieh must
be added to the inerease in net worth'to attive at
the gross ineome. In the case of petitioner, respen-
dent redueed the esfimated personal,¥dying , or
famil, expenses from $6,419.62 to #3,000 for the
year 1947; from #123,161.50 to #3,500 in 1948; from
#:8,2L0.24 to #3,500 in 1949; and fro: ¥12,773.28
to #:,800 in 1950. No evidesnes has been adduced
as to the approximate personal, living, or family
expensgas of herein petitioner, and for this reason
we are forced to aceept the appraisal by respondent
for thse purpose of arriving at petitioner's taxable
nat ineome. We are, however, very ecertain that
petitionsr hiuself would not admit that he spent
for his personal, living, or family expenses less
than ?5,600 durin: eaeh of the years tn question.
Petitioner can not, therefore, validly c¢laim that
in view of previoms ehanges in the assessuents, fon-
ther reduetion of the final eomputation of hi:
ineome tax defieiencies would still ba jJustified,
unless he has reason to bzlieve that she. iberality




DECISBION -
P T; e C_ a O. 1 9

2k

of respondent ecould be =treteh=d fmrther,

Applécability of the sgatute
of linitations ngon the
rirht of the Governuent

" N o o X e 5

to egdlset defigli=ney inegms

1.5 %
ol e &
o —

Ths arfuuent has been =dvaneed that the right
of the Governuent to‘uollect the defleleney ineome
tax assessed against petitioner, at least with res-
peet to the tarable years 1946, 1947 and 1958, has
praseribed, pursuant to Seetion 331 of the Revenue
Code. On the other Yand, respondent-believes that
Seetion 332 is the law applieable to the case.

Seetions 331 znd 332 of the Levenue @ode pro-
vide -

"See. 331. Period of limitation
upon assessment and eolleetlion.-- Exeept
as provided in the sueeseding seetion,
intarnal-reventie taxes shall be asressed
within fibve years after the return was
filed, and no proeeceding in eourt without

wz=sersmant for the collection of sueh taxds
shall be begun after the expiration of

sueh period. *or the purposes of this
section a return filed before the last

day preseribed by law for the filing
thereo” shall be eonsidered as filed on
sueh last days; Prowided, tiat this
liaitation shall not =pply to ense al-
ready investigated pptor toc the approval

of this Code.

"See, 332 [IReoptions as To period
of limitation of assessment and collection
of taxes, -~ (a2 ) In the ease of = false or
fraudulent return with intent to evade tax
or of a fallure to file a return, the
tax may be sessed, or a proeeeding in
court for the eollection of sueh tax nmay
be berun wibhout assessment, at any tii e
of the falsity, fraud, or omission.

"(b) Where before the expiration of the
tine preseribed in the preeeding seetion
for the asecssment of the tax, both
tlie Collertor of Internal Revenue snd the
taxpayer have consented in writing to it

i —
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assessaent after sueh tire, the tax may
be as:=essed at any tiame prior to the ex-

piration of the period agreed upon. The

period so agreed upon may be extended |
by subsequent agreements in writing made '
before the expiration of the period

previoukly agreed upon. :

"(e) Where the assessument of any
internal-revenue tax has been made with-
in the period of limitation above pres-
eribzd sueh tax mazy be eollected by -,
distraint or levy or by a proeceeding
in eourt, bt only if begun (1) within five
ye3rs after the assessaent of the tax, or
(2/ prior to the expiration of any period
for colleection agreed upon in writin
by the Colleetor of Internal Révenue
and the taxpayer before the expiration
of sueh five-year period. The period
80 agreed upon may be extended by subsequent
asreements in writing made before the
expiration of the period previously agreed
upon,"

Under Section 331, the Collector of Internal
RZvenue has 5 years after the return was filed with-
in whieh to assess an internal revenue tax, and no pro-
eeeding ih eourt without assessment esan be begun
after expiration of said period. However, under
S_etion 332 {a), it 1s provided that in the ease of
a falsge or fraudulent return with intent to evade
tax or of a failure to file a return, the tax may be
agses=ed, or a proeeeding in eourt for the eolleetion
of sueh tax may be berun withowt assessmen’, at
any time within'ten years after the diseovery of
the falsity, fraud, or omissfbdny. In conmactioh
with the issue as to the le;ality of the imposi-
tion of the fraud pen&lty, we expressed the opinion

that the fraud penalty i1s appliecable. Ascordingly,

it is also our opinion that the 10-year period provided
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in Section 332(a) within whieh a defiecieney ineome
tax may be assessed appldes. *here is no question
that the aésess ants in this ease were all nade
within 10 years fron the date of diseovery of the
fraud. It follows that sald assessuents were valld-
ly made. And sinee under the law, the Collector
of Internal Reven:e has 5 years after assessment
within whieh to colleect the tax, it is obvioé%
that the right of the Government to colleet the
deficieney ineomne tax assessed agalnst petitioner
for the years 1947 to 1950 ha= not préscribed.
"Zhe proper treatient for person

exemptiong and deductible
~expenses allowed by laws"

The fourth issue raised by petiti ner‘igs
to "the proper treatment for personal exeuptions
and deduetible expenses allowed by law' does not

pear elear to us. Counsel for petitioner, on
paze 25 of his meuwerandum oi hovember 15, 1955,
says: |

"Respondent might raise the pro-
priety of the allowanee of [ ersonal and
additional exemptions because they Lave
not been previoudly added to the lnecrease
in net worth or to the net ineome. The
reason why the azounts fixed for perso-
nal abhd additional exemptions are not
added to the lnerease 1n the net worth
or to the net &nsome is that hhey are
ineluded in the personal, living and
fanlly expenses defrayed from thermmanhks
withdrawn fro: bankd=(bank withdrawals) whieh,
by stipulation of the parties, are eli-
winated as part of the ner ineose. (Axsnded
Agreed Stipulation of Faets, par. I,page 1).
The law does not prohibit raxpayers from
elaiming personal and additional exemp-







3,000, 00

Deduct persenal exemptien . . . .
P 25,402.52
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Net werth at the end ef the year . . . # 26,339.26
Deduct net werth at the beginning
of the yYRERE: 4 & « % 8 5 5 +» = » 36 74

Increase in net werth « « « ¢« « « « . ® 25,402,.52
Add living and family expenses . . . 3,000, 00
Net income as per investigatien . . . # 28,402.52
Deduct net increase as per return . 9,012,10
Net inceme under-declared . . . . . # 19,390.4
Net increase as per investigatien . 28,402.52

. [ ] [ ] L] [ ]

Tax due thereen B * % ¢ 8 & .4 m 80 3,768.55
Less ameunt already paid + « « « . &« 361,57
De%iciency IRCAE SAK 5+ s = v o s o+« B 3,;06.98
0% BUXChaTg® » s = » + %+ = = s s =i 1. 03,4;
Total amount due « « = « s « « &« » » B 51008
1948

Tetal assets during the year . . . . # 100,052,48
Less cost of residential heuse &

unexpended balance ef backpay . . . 37.537.86
Tetal adjusted assets « « « ¢« ¢« « « « B 62,514.52
Less liabilities during the year . . - - -~
Net werth at the end ef the year . . 2 62,514.52
Deduct net werth at beginning

OF TN YOBFr § = 4.4 % % = 2 » 3 « » 26,339, 26
Increasd in netwerth . . . . « ¢« « « ® 36,175.26
Add: Living and family expenses . . . 3, 500. 00
Net worth as per investigatien . . . #® 39,675.26
Deduct net increase as per return . . 6,921.01
Net inceme undeclared » i + « = s = . ® 32 7T54. 35
Net increase as per investigatien . . 2  39,675.26
Deduct ¢ Personal exemptiens . . . . 3,500.00
Ameunt subject te tax . . . . . . . . B 36,175.26
Tax due thereen . . . IR UN TR 6,385.56
Less: Ameunt already pald e W 145, 26
Deficiency inceme tax . « « . . . . . 2 6,240.30
50% surcharge « « « + & ¢ & = 3 4 3,120,155
Total ameunt due  « a v« s & s ¢ 3 a B 2!360.45

1949 S

W

Tetal assets during the year . . . . 147,147.85

Less: Cest eof residential heuse
unexpended balance ef backpay . . . 37,537.96
Tetal adjusted assets . . . . . 109,609, 89
Less: Liabilities during the year . 32 828.10
. 7 1.79

Net werlith at the end ef the year .

W

Deduct: Net werth at the beginning

YRR 4 "e s s m s & kxS En s 62,514,52
Increase in net werth s a8 a s » F 13950
Add: Living and family expenses . . 3,500,00
Net increase per investigatien . . . ¥ 17,047,27
Deduct: Net incfease as per return . 6,396.24
Net inceme undeclared v s 090 » » F I0,051.,08

:
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Azount cobBied LOTWATd «......: 10.651.03
Net ineo: :5 per investi ation 17,047.27
Beduet: Personal exemptions... 0
lOunt ubJG t tO tax EEEEE Y 1 ﬁ 52,
Tax due thereon DL A RS l,%33.00
Less: Asount already paid .... 133 .97
gefiu..eney ta} due ® e 00000000023 1’%32-&3
aq hrChare ® 0 0 06 % 000000 % e 0o o0 62
-Lotal amO].nt iue .............j 2’053. ;
1950
‘total assets during the year .#204, 220 31

Less: Cost of residential
hous- and unexpended balance

Of backpay cececessscnssnss B 32,252,29
Total adjusted assets ....... ¥166,682.36
Less: Liabilities during the-

IR 5 0 60 Sl w3 S 8B & 4,360,
2t worth at the end of year. ?132,322.2%
Deduct net worth at beginning

Of JOAT s lsvssinpenanesisin §6,061.Eg
Inereaze in net worth.. .... 2 4260,
Add: ILiving and fauily ex-

DREERE saivoisenilivbssasds L
et inerease ag per investi-

ati d:o---'.'o-ooo...oooo 4 61,0600#6
Deduet net inereace per

PUCRED < l0l s'bak s » Mo e 643,91
Met inersase undeelared .... ¥ 53,416,95
et inereass as per inves-

BLEAURON cssssanvibonavivs B 61 060.46

Ygauct: Fersonsl exeuption .. 800,00
vaount subject to tax .eeveee 55:2%0.55
Tax due thereon .c.ccceessvass 3.00
Deduet: “wount already paid.. 167400
Defieleney tar due eleceeeess ,o 2.00
JOR BUTCBAPE® sessrssinsiswinss . 80
Toatl anount du® eceececescees # 3,023 00

RESUHNE

E

]1.&3 LA B B A B N A A A A N N A N N N NN E NN R On; l+
."..............00.0.0.t 110 7
19h8 @0 0000000000000 0000 9 360 45
APND U idintes sentbens honis s 2,053.85

L9500 sevasisenaensasmansineins 29,023,00

GRAND TORAL .o.. #_41,547.77
With costs zgainst petitioner

30 ORDERED.
danila, pPhilip.ine=, February 13,1956.

ROMAN UA4ALI
Assoecliate Judre
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