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32 T.C. 985 (1959)

To establish fraud in a tax case, the IRS must demonstrate by clear and convincing
evidence that the taxpayer intended to evade taxes, which can be inferred from
actions like consistent underreporting of income and providing false statements to
investigators.

Summary

The United States Tax Court addressed whether a part of the deficiency for each of
the years at issue (1946-1950) was due to fraud with intent to evade tax, based on
the  Commissioner’s  determination.  The  petitioner,  an  attorney,  had  significant
understatements  of  income in  her  tax  returns,  stemming  from unreported  and
underreported fees. She was also convicted in district court on criminal tax evasion
charges  for  the  years  1949  and  1950.  The  Court  found  that  the  consistent
underreporting, substantial discrepancies between reported and actual income, and
her false statements to the IRS agent supported a finding of fraudulent intent. Thus,
it ruled that the Commissioner had met their burden of proof.

Facts

Madeline V. Smith, an attorney, filed income tax returns from 1946 to 1950. The IRS
determined  deficiencies  based  on  underreported  gross  professional  receipts.  In
1951, Smith provided ledger sheets and bank records for certain years to a revenue
agent. She admitted to omitting fees from her records and returns, underreporting
fees from clients, and failing to report court cost refunds. The understatement of
income was substantial across all the years in question. Smith was convicted of
criminal  tax  evasion  for  the  years  1949 and 1950 in  district  court,  a  decision
affirmed by the Court of Appeals. Smith did not testify or present evidence at the
Tax Court hearing.

Procedural History

The IRS determined deficiencies in Smith’s income taxes and assessed penalties for
fraud. Smith contested the fraud penalties in the U.S. Tax Court. Prior to the Tax
Court case, Smith was convicted in the U.S. District Court for the Western District of
Tennessee on criminal tax evasion charges related to her 1949 and 1950 tax returns,
a conviction affirmed by the Sixth Circuit and for which certiorari was denied by the
Supreme Court.  The Tax Court  was charged with determining whether Smith’s
underreporting of income was due to fraud with intent to evade taxes, allowing the
IRS to assess penalties.

Issue(s)

Whether a part of the deficiency for each of the taxable years (1946-1950) was due
to fraud with intent to evade tax?
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Holding

Yes, because the Court found that a part of the deficiency for each of the years was
due to fraud with intent to evade tax.

Court’s Reasoning

The court applied Sec. 293(b), I.R.C. 1939 which addresses the addition of tax in
case of fraud. The court emphasized that the burden of proof to establish fraud was
on the Commissioner. The court found that the evidence presented, including the
large omissions and understatements of income, was a clear showing of fraudulent
intent. The court also considered Smith’s false statements to the revenue agent
regarding  her  bank  accounts,  the  conviction  for  criminal  tax  evasion,  and  the
significantly large discrepancies between her reported and actual income. The Court
noted that the lack of testimony or evidence presented by Smith further supported
the inference of  fraudulent  intent.  The court  cited the Sixth Circuit’s  ruling in
Smith’s criminal case as evidence. The court referenced existing case law, stating,
“Such evidence of deliberate omissions and understatements of fee income is a clear
showing of fraudulent intent on the part of petitioner,” citing Max Cohen, 9 T.C.
1156.

Practical Implications

This case reinforces the importance of accurate record-keeping and full disclosure in
tax matters. It provides a framework for analyzing evidence of fraud in tax cases,
focusing on the taxpayer’s actions and intent. Legal professionals and tax preparers
should advise clients on the seriousness of underreporting income and the potential
consequences, including civil  penalties for fraud. The court highlighted that the
burden of proof for the fraud determination lies with the IRS, which must present
clear and convincing evidence. Later cases may cite this case when arguing for or
against the presence of fraudulent intent, particularly in the context of omissions,
understatements,  and  false  statements.  The  case  also  shows  how  a  criminal
conviction can be highly probative in a civil fraud case, which would support the
finding of fraudulent intent.


