IN THE UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 98-60455

DENNI' S GANDY,
Peti ti oner- Appel | ant,
V.
COW SSI ONER OF | NTERNAL REVENUE
Respondent - Appel | ee.
DENNI S GANDY; CARCLYN S. GANDY
Petiti oners-Appel | ants,
V.
COW SSI ONER OF | NTERNAL REVENUE
Respondent - Appel | ee.

Appeal fromthe Decision of the
United States Tax Court
(26018-93)

Cct ober 22, 1999

Before KING Chief Judge, STEWART, Circuit Judge, and ROSENTHAL
Di strict Judge’.

PER CURI AM **

District Judge of the Southern District of Texas, sitting
by desi gnati on.

Pursuant to 5THGR R 47.5, the court has determ ned
that this opinion should not be published and is not precedent
except under the limted circunstances set forth in 5THCGR R
47.5. 4.



Petitioners-appellants Dennis and Carol yn Gandy appeal from
a decision of the United States Tax Court uphol di ng tax
deficiencies and fraud penalties assessed by the Comm ssioner of
I nt ernal Revenue, the Respondent-appellee. W affirm

| .

From 1985 t hrough 1987, Dennis Gandy and his wife, Carolyn
(the “Gandys” or “taxpayers”), operated the Dennis Gandy Nursery
(the “Nursery”), which sold trees throughout the southwest.

After the Gandys’ divorce in 1988, Dennis continued to operate
the Nursery. The Nursery grew nost of its products and enpl oyed
| aborers to work the fields. During the earlier years at issue,
taxpayers paid the | aborers in cash. The |aborers were
transported from Mexi co by persons known as “coyotes” who charged
$500 to $1000 per | aborer. The Nursery advanced the Mexican

| aborers the coyote paynents in cash and then deducted paynents
fromtheir wages to recover the advance. Beginning in md-1987,
the workers were paid by check.

The Nursery’s custoners included |ocal “walk-in” custoners
as well as large chain stores such as Wal Mart. The Nursery owned
its own delivery trucks and enployed drivers to ship trees to its
chain store custoners. Taxpayers gave their drivers cash
advances to pay for travel expenses, but the drivers were
required to bring back receipts. |If a particular cash advance
exceeded a driver’s total receipts, the difference was deducted
fromthe driver’s paycheck. Eventually, drivers began using

credit or checks to pay for fuel, rather than cash



Throughout the years in issue, taxpayers enployed the sane
of fice procedures. They generated invoices for the chain stores
froma conputer and recorded these invoices in a set of |edgers
referred to as “deposits” or “chain store” |edger. The taxpayers
used hand-written or typed invoices for wal k-in custoners. These
i nvoi ces were not entered into the conputer but were kept in a
| edger, the “wal k-in” | edger, separate fromthe chain store
| edger. Goss receipts fromthe chain store | edger generally
were deposited into the Nursery’s bank account and reported on
the taxpayers’ incone tax returns, while gross receipts fromthe
wal k-in | edger generally were not deposited into the Nursery
account and not reported on the taxpayers’ returns. Each day,
one of the Nursery enpl oyees made deposits and cashed checks that
were usually associated with the walk-in [ edger. Ms. Gandy
instructed the enployee to limt the checks cashed to an anobunt
| ess than $10,000 in order to avoid reports of currency
transactions to the Internal Revenue Service (“IRS"). The cash
proceeds fromthe wal k-in | edger were turned over to the
taxpayers. Sonetinmes, M. Gandy made cash paynents to the field
| aborers out of these proceeds.

In 1985, taxpayers began | endi ng noney to individuals,
generally for the purchase or construction of residential
properties or conmmercial buildings. They used funds fromthe
Nursery receipts to make many of these |oans. An attorney or
title conpany assisted in drawing up docunents and conducti ng

settlenent for sone |oans, but the taxpayers often disbursed the



funds in cash or check directly to the borrowers. Taxpayers

mai nt ai ned a bank account that was used primarily for conducting
these lending activities. Al deposits to the account were made
in cash until 1987 when deposits began to include nortgage
paynment checks from borrowers. Al checks witten on the account
were payable to nortgage borrowers, with the exception of one to
Ms. Gandy and one to the Nursery.

Taxpayers nai nt ai ned ot her personal accounts during the
years in issue. Each was primarily funded by checks fromthe
Nursery’s account. Dennis Gandy’s father, Burnice Gandy, also
mai nt ai ned a personal account. During 1985 and 1986, deposits to
this account consisted al nost exclusively of his social security
and Veterans’ disability benefits. In 1987, however, |arge suns
began to be deposited into his account consisting of checks
payable to the Nursery, checks witten by taxpayers’ |oan
borrowers, and cash. Equally large suns were w thdrawn from
Burni ce Gandy’ s account and deposited into the Nursery’'s account.
Taxpayers told their accountants that the funds drawn on this
account were | oans from Burnice Gandy to Dennis Gandy.

In 1988, after taxpayers’ divorce, Dennis Gandy used
currency and Nursery gross receipts to open another personal
account styled “Burnice and Dennis Gandy.” Cash and checks
payable to the Nursery were deposited into the account during
1988 and 1989. Mbst of the anmobunt deposited was w t hdrawn and
deposited into the Nursery’ s account. Again, Dennis Gandy told

his accountant that the funds drawn on this account were | oans



from Burni ce Gandy.

On Novenber 1, 1989, the IRS conducted a search, pursuant to
a warrant, of the Nursery and a consensual search of taxpayers
resi dence. Both taxpayers were indicted for willfully making and
subscri bing false tax returns for 1985, 1986, and 1987. On
Septenber 4, 1992, each taxpayer pleaded guilty and was convicted
of subscribing a false tax return for 1987

On Septenber 21, 1993, the Comm ssioner of Internal Revenue
(“Conmmi ssioner”) mailed a notice of deficiency to Dennis and
Carol yn Gandy for the years 1985 through 1987. He determ ned
federal inconme tax deficiencies, as well as additions to tax
under 1. R C. 8§ 6653(b), for fraud, and under |I.R C. § 6661, for
substanti al understatenent of tax liability. On the sane date,
the Comm ssioner nailed a notice of deficiency to Dennis Gandy
for the years 1988 and 1989. He determ ned tax deficiencies, as
well as additions to tax under |.R C. 8§ 6653(b) and § 6663, for
fraud, and under |I.R C. 8§ 6661, for substantial understatenent of
tax liability.

Dennis and Carolyn Gandy filed a tinely petition in the
United States Tax Court seeking redeterm nation of the
deficiencies and additions to tax for 1985 through 1987, and
Dennis Gandy filed a petition seeking redeterm nation of the
deficiencies and additions to tax for 1988 and 1989. The Tax

Court consolidated the petitions and tried the case over a period

The fraud penalty under |I.R C. § 6653(b) was recodified at
|. R C. 8 6663 for returns due after Decenber 31, 1988.
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of three days. The presiding judge, Edna Parker, died before
rendering an opinion. The case was reassigned to Chief Judge
Mary Ann Cohen to be resolved on either the evidence in the
record or after a newtrial. The parties unconditionally
consented in witing to the subm ssion of the consolidated cases
on the record.

On Decenber 1, 1997, the court issued a careful, thorough
opi nion finding that the Conm ssioner had proved the existence of
an under paynent for each of the years at issue and that each
under paynment was due to the taxpayers’ fraud. The Tax Court
found that the taxpayers knew their bookkeepi ng nmet hods woul d
result in underreporting of income and that their use of cash was
i ntended to conceal inconme and assets. Further, the Tax Court
rejected taxpayers’ contention that a substantial portion of the
cash was used for deductible |abor and transportation expenses,
expenses that they did not try to claimuntil trial. The court
uphel d much of the Comm ssioner’s deficiency determ nations but,
despite its skepticism allowed taxpayers an additional $100, 000
deduction for | abor expenses in 1985 and in 1986 and an
addi ti onal $50, 000 deduction for |abor expenses in 1987. The

taxpayers filed a tinely notice of appeal.

I.
W review the Tax Court’s determ nations of | aw de novo and

its findings of fact for clear error. See Stanford v.

Commi ssi oner, 152 F.3d 450, 455 (5" Gir. 1998). It is well




settled that “[a] finding is ‘clearly erroneous’ when although
there is evidence to support it, the reviewing court on the
entire record is left wwth the definite and firm conviction that

a m stake has been commtted.” Anderson v. City of Bessener

Cty, 470 U.S. 564, 573 (1985) (quoting United States v. United

States Gypsum Co., 333 U.S. 364, 395 (1948)).

The Comm ssi oner bore the burden of proving by clear and
convi nci ng evidence (1) that underpaynents existed for each year
in issue and (2) that each underpaynent was due to fraud. See

|. R C. 88 7454(a), 6501(c)(1); Toussaint v. Conm ssioner, 743

F.2d 309, 312 (5'" Cir. 1984). Wth respect to the
Comm ssioner’s first burden, taxpayers admtted to having
unreported inconme for the years in issue. The Conm ssioner
reconstructed their inconme for those years to determ ne the
anount that was unreported. Based on these reconstructions, the
Comm ssioner determ ned the tax deficiencies. Taxpayers
chal | enged the determ nations, contending that they had
addi tional uncl ai ned deductions for |abor and transportation
expenses, which were paid in cash and substantially offset their
unreported inconme. To the extent their unreported i ncone and use
of cash were intertwined with the allegations of fraud, taxpayers
claimerror in the Tax Court’s treatnent of the issue of expense
deduct i ons.

First, taxpayers argue that, once the Comm ssi oner presented
evi dence of unreported receipts, the Tax Court inproperly shifted

the burden of proof to themto explain the receipts. |[|nstead,



they contend, the Conm ssioner retains the burden of uncovering
their uncl ai med deductions and the Comm ssioner discharges this
duty by following any | ead the taxpayers m ght have provi ded.
This is incorrect.

When t he Conm ssioner uses circunstantial evidence and
approxi mations to prove that inconme was not reported, as wth the
net-worth nethod, the Comm ssioner has a duty to investigate

reasonabl e | eads that m ght nore accurately establish the figures

upon which the indirect nethod is based. See Holland v. U. S.,
348 U. S. 121, 135-37, 137 (1954); Yoon v. Conmm ssioner, 135 F. 3d

1007, 1012 (5'" Gir. 1998); Fairchild v. Conm ssioner, 240 F.2d

944, 947 (5'" CGir. 1957). The Comm ssioner has no such duty when
proof of unreported inconme is directly established by reference
to specific, unreported itens in the taxpayer’s records. See

United States v. Suskin, 450 F.2d 596, 598 (2d Cr. 1971); United

States v. Shavin, 320 F.2d 308, 311 (7'" Cir. 1963) (citing

Swal low v. United States, 307 F.2d 81 (10" Cir. 1962)); United

States v. Stayback, 212 F.2d 313, 317 (3d G r. 1954).

The Gandys claimto have incurred deductible |abor and
transportati on expenses in 1985, 1986, and 1987. The
Comm ssi oner used the specific-itens nethod to reconstruct their
i ncone for these years and, therefore, had direct evidence of the
t axpayers’ unreported receipts. That evidence satisfied the
Commi ssioner’s burden of proving an underpaynent. The Tax Court,
then, properly placed the burden on the taxpayers to explain

those receipts, applying the settled rule: “[E]vidence of



unexpl ai ned receipts shifts to the taxpayer the burden of com ng
forward with evidence as to the anmount of offsetting expenses, if

any.” Siravo v. United States, 377 F.2d 469, 473 (1st Cr.

1967) .

Second, taxpayers contend that the Tax Court erred by
di scounting their evidence regarding profit margins, |abor costs,
and transportation expenses. They allege that the Conm ssioner
overstated their profit margins for the years 1985 through 1987.
Evidence to this effect, they argue, indicates the existence of
their deductible travel and | abor expenses for those years.
Taxpayers’ evidence that their profit margins were overstated
i ncluded the testinony of three of their conpetitors in the
nursery business. These witnesses were not certified as experts,
spoke only to profits and expenses in their own businesses, and
admtted they had never exam ned the Gandys’ records. As stated
above, it was the taxpayers’ burden to establish the anmount of
their offsetting expenses. Evidence of other people’s records
does not satisfy that burden, and the Tax Court was not in error
for concl udi ng as nuch.

Taxpayers chall enge the profit margin determ nati on on
anot her ground. They argue that the Comm ssioner should have
corroborated the nunbers by resort to another nethod of
reconstruction. Doing so, they maintain, would have proven that
the profit margin was overstated. Upon finding that the profit
mar gi n was overstated, the Comm ssioner should have foll owed that

“l ead” to conclude that taxpayers nust have had additi onal



uncl ai mred expenses. This contention is wholly w thout nerit.
When a taxpayer’s books and records are inconplete or do not
accurately reflect incone, the Conm ssioner is authorized to use
any nethod deened appropriate to reconstruct the taxpayer’s

income. See |.R C. 8§ 446(b); Webb v. Conm ssioner, 394 F.2d 366,

371-72 (5" Cir. 1968). Further, the Comm ssioner is not
required to corroborate these results by using several nethods.

See Gordon v. Conm ssioner, 63 T.C. 51, 78 (1974), nodified, 63

T.C. 501 (1975), rev’d in part on other grounds, 572 F.2d 193
(9t Cir. 1977). And, again, the Conm ssioner established a
prima facie case of underpaynent with evidence of unreported
incone. It was then the taxpayers’ duty to follow their own
“l eads. "2

Wth respect to the Comm ssioner’s second burden, taxpayers
contend that the Tax Court’s finding of fraudulent intent was
clearly erroneous. They argue that they were unsophisticated,
they relied on their accountants, they were nerely negligent,
and, although they wore several “badges of fraud,” they failed to
wear others. W have reviewed the record and the Tax Court’s
opi nion, and we note that these sane contentions were ably
addressed bel ow. On appeal, noreover, taxpayers have again
failed to specify error in the nore damagi ng indicia of fraud

found by the Tax Court. We think it unnecessary to recount these

2l n a display of unusual generosity, the Tax Court did
permt deductions for the years 1985 through 1987, despite the
taxpayers’ inability to proffer concrete evidence regarding their
expenses. Taxpayers’ dissatisfaction with the nunbers adds
little to nmerit reversal
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findings, since they too were ably addressed bel ow, but we
conclude that they are not clearly erroneous.

Finally, taxpayers assert that Judge Cohen’s opi nion was
based on a clearly erroneous interpretation of the original
record. Their claimof error is twfold. First, they contend
t hat Judge Cohen m scharacterized the evidence in the record and
such m scharacterization indicates that she did not base her
opi nion on the record. W too have exam ned the record and
conclude that it nore than adequately supports her opinion. Her
characterizations of the evidence were not clearly erroneous.

Second, taxpayers maintain that Judge Cohen’s interpretation
of the record was erroneous because she failed to recal
W t nesses and, instead, nmade credibility determ nati ons based on
the record alone. This argunent is without nerit. Taxpayers
filed an unqualified consent to subm ssion on the record,
choosing to forego the option of a newtrial. They cannot now
claimerror because the opinion was based on the record rather
than live testinony.

L1,
For the foregoing reasons, we AFFIRM the judgnent of the Tax

Court.
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