13 T.C. 858 (1949)

I[llegally obtained income, such as extortion proceeds, is taxable income if the
recipient knowingly and willingly received the funds, even if the payor had a
potential right to recover the funds.

Summary

The Tax Court addressed deficiencies and fraud penalties assessed against the
estate of Joseph Nitto, alleging unreported income derived from extortion activities.
The court considered whether the income was taxable, particularly in light of the
Supreme Court’s decision in Commissioner v. Wilcox, which held that embezzled
funds were not taxable. The Tax Court distinguished Wilcox, finding that Nitto
knowingly received funds willingly paid by others and held that such income was
taxable. The court sustained fraud penalties, finding that Nitto’s failure to report
substantial income from these activities was indicative of fraud with intent to evade
tax.

Facts

Joseph Nitto was associated with Paul “The Waiter” Ricca, Louis Campagna, and
others involved in extorting money from members of the motion picture industry.
These individuals, including Nitto, received substantial sums of money from various
members of the motion picture industry. Nitto failed to report any of these amounts
as income on his tax returns. The Commissioner determined deficiencies in Nitto’s
income tax and asserted fraud penalties.

Procedural History

The Commissioner determined deficiencies in Nitto’s income tax for the years
1935-1940 and assessed fraud penalties. Nitto’s estate petitioned the Tax Court for
a redetermination of the deficiencies and penalties. The Tax Court addressed
multiple issues, including the taxability of the illegally obtained income, the proper
year for reporting dividends, and the liability of Nitto’s estate and transferees.

Issue(s)

1. Whether funds received by the decedent through extortion activities constitute
taxable income.

2. Whether the Commissioner properly determined fraud penalties against the
decedent’s estate for failure to report income from the extortion activities.

Holding

1. Yes, because the funds were knowingly and willingly paid to the decedent in
response to claims for services, distinguishing the case from Commissioner v.
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Wilcox, which held that embezzled funds are not taxable.

2. Yes, because the decedent received substantial income over many years and the
unexplained failure to report any of it is significant in determining the existence of
fraud.

Court’s Reasoning

The court distinguished this case from Commissioner v. Wilcox, noting that in
Wilcox, the funds were misappropriated without the owner’s knowledge or
participation. In this case, the payors knowingly and willingly paid over the funds,
which the court viewed as a critical distinction. The court reasoned that even if the
receipts were considered extortion, the imposition of an income tax on the payees
was not improper, citing Akers v. Scofield. Regarding the fraud penalties, the court
emphasized that direct proof of fraud is seldom available and must be established by
considering the records, testimony, conduct of the taxpayer, and all surrounding
circumstances. The court found that Nitto’s failure to report substantial income from
his operations with Browne and Bioff, coupled with the magnitude of the receipts,
indicated fraud with intent to evade tax. The court stated, “Much of the obscurity
which beclouds this case, no doubt, results from the nature of the transactions that
produced the income, as well as from decedent’s failure to keep proper records or
other sources of information that would cast additional light on the problems that
confront us.”

Practical Implications

The Estate of Joseph Nitto case clarifies that income derived from illegal activities,
such as extortion, is generally taxable unless it falls squarely within the narrow
exception carved out by Commissioner v. Wilcox. The key distinction lies in whether
the funds were obtained through misappropriation without the owner’s knowledge
or were knowingly and willingly paid. This case underscores the importance of
accurately reporting all income, regardless of its source, and highlights that
consistent failure to report substantial income can be strong evidence of fraud with
intent to evade tax. It serves as a reminder that even illegally obtained gains are
subject to taxation and that taxpayers cannot avoid tax obligations simply by
characterizing their income as the product of illegal activities.
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