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Hicks Co. v. Commissioner, 56 T. C. 982 (1971)

The court established that the testimony of a nonparty witness from a prior criminal
trial can be admissible in subsequent civil tax proceedings, and that fraud can be
proven by clear and convincing evidence in cases of tax evasion.

Summary

The Hicks Co. case involved the company and its principal officer, Thomas Wheeler,
who were found to have engaged in tax evasion through intentional overstatements
of deductions, particularly fictitious travel expenses and personal expenses paid by
the  corporation.  The  court  admitted  testimony  from  a  prior  criminal  trial  of
Raymond L. White, despite objections, finding it reliable and crucial in establishing
fraud.  The  court  also  upheld  adjustments  to  income  and  disallowed  various
deductions claimed by the petitioners, reinforcing the need for clear substantiation
of expenses and the consequences of failing to report income accurately.

Facts

Hicks Co. , Inc. , a holding company, and its principal officer, Thomas Wheeler, were
investigated for tax evasion. The investigation revealed that Hicks Co. had claimed
various deductions,  including travel  expenses and salary payments,  which were
found to be fraudulent. Key witness Raymond L. White testified in a prior criminal
trial  against  Wheeler,  detailing  how Wheeler  directed  the  creation  of  fictitious
expense accounts and the misuse of corporate funds for personal expenses. White’s
testimony was pivotal in the criminal case, leading to Wheeler’s conviction, and later
became a focus in the civil proceedings.

Procedural History

The case began with the IRS issuing deficiency notices to Hicks Co. and Thomas
Wheeler for the years 1956-1959. Wheeler was subsequently tried and convicted in a
criminal case for tax evasion, which was appealed and remanded for a new trial. In
the civil proceedings, the Tax Court admitted White’s testimony from the criminal
trial,  despite  objections from Wheeler’s  attorneys.  The court  then reviewed the
evidence and issued its decision regarding the tax deficiencies and fraud penalties.

Issue(s)

1. Whether the testimony of an unavailable nonparty witness from a prior criminal
trial is admissible in subsequent Tax Court proceedings.
2. Whether fraud was proven by clear and convincing evidence against Hicks Co.
and Thomas Wheeler for the tax years in question.
3. Whether Shirley Wheeler, Thomas Wheeler’s wife, is liable for tax deficiencies
despite not being liable for the fraud penalty.
4. Whether Hicks Co. is entitled to report the gain from the sale of realty on the
installment method.
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5. Whether the IRS’s adjustments to income and disallowance of various deductions
are sustained.

Holding

1. Yes, because the testimony was given under oath, subjected to cross-examination,
and the witness was unavailable to testify in the current proceedings.
2. Yes, because the evidence showed intentional overstatements of deductions and
underreporting of income by Hicks Co. and Thomas Wheeler.
3. Yes, because Shirley Wheeler remains liable for the deficiencies as the statute of
limitations does not apply due to Thomas Wheeler’s fraud, though she is not liable
for the fraud penalty.
4. No, because Hicks Co. did not elect the installment method on its tax return as
required by the regulations.
5. Yes, because the petitioners failed to provide adequate substantiation for the
deductions and income items in question.

Court’s Reasoning

The  court  reasoned  that  White’s  testimony  was  admissible  under  several  legal
theories, including Federal Rules of Evidence and the Tax Court’s own rules, due to
its reliability and the opportunity for cross-examination in the criminal trial. The
court found clear and convincing evidence of fraud based on the pattern of fictitious
deductions and the misuse of corporate funds for personal expenses. The court
emphasized  the  importance  of  the  testimony  and  documentary  evidence  in
establishing Wheeler’s  intent  to  evade taxes.  The court  also noted that  Shirley
Wheeler’s liability for deficiencies was unaffected by the new law relieving her of
the fraud penalty. Finally, the court rejected the installment sale method for the
realty sale due to the lack of proper election and upheld the IRS’s adjustments due
to the petitioners’ failure to substantiate their claims.

Practical Implications

This decision emphasizes the importance of maintaining accurate and substantiated
records for tax purposes. It demonstrates that the IRS can use evidence from prior
criminal proceedings in civil tax cases, particularly when a witness is unavailable.
The case highlights the severe consequences of tax evasion, including the potential
for fraud penalties and extended statute of limitations. Taxpayers should be cautious
about using corporate funds for personal expenses and must accurately report all
income. The ruling also clarifies that spouses filing joint returns may still be liable
for tax deficiencies even if relieved of fraud penalties. Subsequent cases have cited
Hicks Co. for its stance on the admissibility of prior testimony and the burden of
proof in fraud cases.


