Drew v. Commissioner, 6 T.C. 962 (1946)

A prior criminal conviction for securities fraud can estop a taxpayer from arguing in
a subsequent civil tax case that funds received were loans rather than taxable
income, and a pattern of fraudulent activity and unreported income can support a
finding of tax fraud.

Summary

Drew was convicted of securities fraud for using fraudulent means to obtain funds.
The Commissioner later assessed tax deficiencies, arguing the funds were
unreported income, not loans. Drew argued the government was estopped from
claiming the funds were income because the criminal case treated them as loans.
The Tax Court held Drew was estopped by his prior conviction from claiming the
funds were loans and that his actions constituted tax fraud. This case clarifies how
criminal convictions can impact civil tax liabilities and highlights the importance of
substance over form in tax law.

Facts

Drew solicited funds from members of the Mantle Club through “Personal Loans”
(PLs) and “CD loans.” He was later convicted of violating the Securities Act by
employing a scheme to defraud investors through interstate commerce and mail.
The Commissioner determined that the funds received through the PLs and CDs
were unreported income, not loans, and assessed deficiencies and fraud penalties.

Procedural History

The Commissioner issued deficiency notices for tax years 1936-1940. Drew
petitioned the Tax Court for a redetermination, arguing the funds were loans and
the statute of limitations barred assessment. The Tax Court upheld the
Commissioner’s determination, finding that Drew was estopped from denying the
funds were income due to his prior criminal conviction and that his actions
constituted tax fraud. Van Fossan, ]. dissented.

Issue(s)

1. Whether Drew is estopped by his prior criminal conviction for securities fraud
from arguing that the funds he received were loans rather than taxable income?

2. Whether Drew’s actions constituted fraud with the intent to evade tax, justifying
the imposition of fraud penalties and removing the bar of the statute of limitations?

3. Whether dividends and disallowed salaries from Golden Braid Co. were taxable to
the petitioner?

Holding
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1. Yes, because Drew’s conviction for securities fraud necessarily implied a finding
that the funds were obtained through fraudulent means and were not legitimate
loans.

2. Yes, because the evidence showed a pattern of fraudulent activity, unreported
income, and an awareness of tax obligations, indicating an intent to evade tax.

3. Yes, because the petitioner exercised control over Golden Braid’s stock and
operations.

Court’s Reasoning

The court reasoned that Drew’s criminal conviction for securities fraud estopped
him from claiming the funds were loans in the tax case. The court emphasized that
the jury in the criminal case necessarily found that the transactions were not bona
fide loans but fraudulent sales of securities. The court stated, “Plainly the jury could
convict on the ground that an ‘investment contract’ or some other instrument
included in the statutory definition of ‘security’ had been, through fraud and through
the mails, the subject of ‘sale’ without concluding that the ‘PLs’ were loans.”
Regarding the fraud penalties, the court found clear and convincing evidence of
intent to evade tax, citing Drew’s awareness of tax obligations and the large
amounts of unreported income. The court also reasoned that “it is the power which
the taxpayer has over property which determines his taxability on income
therefrom.” Further, the Court looked through the form to the substance to
ascertain the true situation.

Practical Implications

This case demonstrates that a prior criminal conviction can have significant
implications for subsequent civil tax liabilities through the doctrine of collateral
estoppel. Taxpayers cannot relitigate issues already decided in a criminal
proceeding. The case also reinforces the principle that tax law looks to the
substance of a transaction, not just its form. Attorneys should carefully consider the
potential tax consequences of transactions and advise clients to maintain accurate
records. This case is often cited in tax fraud cases involving unreported income and
schemes to avoid taxes.
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