16 T.C. 511 (1951)

A deficiency assessment for tax fraud is valid even if the underlying tax deficiency
was paid after the original return but before the notice of deficiency, and the Tax
Court has jurisdiction over such a notice determining an addition to tax due to fraud.

Summary

Herbert Eck, Martin Karlan, and Cosimo Perrucci, partners in Rae Metal Products
Company, were assessed deficiencies and fraud penalties by the Commissioner of
Internal Revenue. The Tax Court addressed whether any part of the deficiencies was
due to fraud with intent to evade tax and whether it had jurisdiction when the
deficiency was paid before the notice. The Court held that the Commissioner met his
burden of proving fraud, and that the tax court has jurisdiction to determine the
fraud penalty even if the underlying deficiency has already been paid.

Facts

The petitioners were equal partners in Rae Metal Products Company. Original
partnership and individual income tax returns for 1942, 1943, and 1944 were timely
filed but contained deliberate understatements of income. Amended returns,
reporting substantially higher net income, were filed later, and the additional taxes
were paid. The partnership books were falsified to conceal income, with sales
underreported and purchases overstated. The partners also withdrew earnings in
large, undocumented amounts. Milton Trager, a CPA, orchestrated the scheme.

Procedural History

The Commissioner determined deficiencies in income tax and additions for fraud
under Section 293(b) of the Internal Revenue Code for the years 1942, 1943, and
1944. The petitioners contested the fraud penalties in the Tax Court. The
Commissioner issued a notice of deficiency for 1943, even though no deficiency was
determined because the petitioners had already paid the additional tax shown on
their amended return. The cases were consolidated for trial.

Issue(s)

1. Whether any part of any deficiency for the taxable years 1942, 1943, and 1944
was due to fraud with intent to evade tax.

2. Whether the Tax Court has jurisdiction based on a statutory notice in which no
deficiency in tax for 1943 is determined, but the notice advises the taxpayer of
the 50% addition to the deficiency under Section 293(b).

Holding

1. Yes, because the partnership income was understated, the books were
falsified, and the partners participated in a scheme to withdraw unreported
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earnings, all indicating an intent to evade tax.

2. Yes, because Section 293(b) dictates that the fraud penalty be assessed,
collected, and paid in the same manner as a deficiency, implying that a notice
of such penalty confers jurisdiction on the Tax Court, even if the underlying
deficiency has been paid.

Court’s Reasoning

The Court found clear evidence of fraud. The partnership income was significantly
understated, and the books were intentionally falsified. Karlan was directly involved
in making false entries, while Eck and Perrucci participated by withdrawing and
receiving large amounts of unreported partnership income. The court inferred
fraudulent intent from these actions, emphasizing that it was “inconceivable” Eck
could be unaware of the discrepancies given his role in the business, and that
Perrucci, though less educated, understood what was happening. As to jurisdiction,
the court reasoned that Section 293(b) mandates that the fraud penalty be treated
as a deficiency. Therefore, a notice of the fraud penalty allows the Tax Court to
assert jurisdiction even if there is no outstanding deficiency.

The Court noted, “Section 293 (b) provides that ‘50 per centum of the total amount
of the deficiency (in addition to such deficiency) shall be so assessed, collected and
paid * * *” ‘So’ must refer to the words in the preceding paragraph, section 293 (a),
‘in the same manner as if it were a deficiency."”

Practical Implications

Eck v. Commissioner clarifies that the Tax Court retains jurisdiction to determine
fraud penalties even when the underlying tax deficiency has been satisfied. This is
crucial for tax practitioners, as it confirms the IRS’s ability to pursue fraud charges
independently of the collection of the underlying tax. It also highlights that the
voluntary filing of amended returns and payment of additional tax, while mitigating
potential penalties, does not necessarily shield taxpayers from fraud charges if
evidence of intent to evade taxes exists. The case serves as a warning that
participation in schemes that hide income can lead to fraud penalties, regardless of
the taxpayer’s direct involvement in the falsification of records. This case is
frequently cited when the IRS asserts a fraud penalty and the taxpayer argues that
there is no deficiency to which the penalty can attach.
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