Freedom Church v. Commissioner, 93 T. C. 193 (1989)

A taxpayer must actively deny allegations of fraud to prevent them from being
deemed admitted in Tax Court proceedings.

Summary

In Freedom Church v. Commissioner, the Tax Court held that a petitioner’s failure to
deny the Commissioner’s allegations of fraud resulted in those allegations being
deemed admitted under the court’s rules. The case involved a church that did not
contest the fraud allegations against it in a timely manner, leading to the imposition
of a fraud penalty. The court emphasized the procedural safeguards available to
petitioners, including the opportunity to deny allegations and the court’s discretion
to allow belated denials if justice so requires. The decision underscores the
importance of active participation in legal proceedings and the procedural
mechanisms designed to protect taxpayers.

Facts

Freedom Church filed a petition with the Tax Court challenging the Commissioner’s
determination of tax deficiencies and penalties, including an addition to tax for
fraud. The Commissioner alleged fraud in its answer, but Freedom Church did not
reply to deny these allegations. Despite multiple notices and opportunities to
respond, the church remained silent on the fraud issue throughout the proceedings.

Procedural History

The case began with the Commissioner’s determination of tax deficiencies against
Freedom Church, leading to the church’s petition to the Tax Court. The
Commissioner filed an answer alleging fraud, which Freedom Church did not deny.
The Tax Court deemed the fraud allegations admitted under Rule 37(c) due to the
lack of a denial from the petitioner. The court upheld the imposition of the fraud
penalty, and this decision was affirmed on appeal.

Issue(s)

1. Whether a petitioner’s failure to deny the Commissioner’s affirmative allegations
of fraud results in those allegations being deemed admitted under Tax Court Rule
37(c)?

Holding

1. Yes, because under Tax Court Rule 37(c), allegations of fraud are deemed denied
in the absence of a reply, but if a petitioner fails to deny such allegations, they are
deemed admitted, and the court’s rules provide multiple opportunities for the
petitioner to respond.
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Court’s Reasoning

The Tax Court applied Rule 37(c), which states that affirmative allegations are
deemed denied unless a reply is filed. The court emphasized the procedural
protections available to petitioners, such as the ability to deny allegations, the notice
of motion to deem allegations admitted, and the opportunity to file a reply before the
hearing date. The court noted that even after a motion under Rule 37(c) is granted,
the petitioner can still contest the fraud penalty at a later stage. Justice Dawson’s
concurrence stressed that the simplicity of denying fraud allegations and the
multiple opportunities provided to petitioners make it reasonable to expect active
participation in the judicial process. The court also rejected concerns that the ruling
would encourage the Commissioner to more freely allege fraud, pointing out that
petitioners can easily deny allegations and seek more definite statements if needed.

Practical Implications

This decision highlights the critical importance of actively participating in Tax Court
proceedings, particularly when facing allegations of fraud. Practitioners must advise
clients to promptly deny any fraud allegations to avoid them being deemed admitted.
The ruling reinforces the procedural safeguards in place to protect taxpayers and
emphasizes that the Tax Court will not automatically impose fraud penalties without
giving the petitioner multiple opportunities to respond. This case may influence how
similar cases are handled, with a focus on ensuring petitioners understand and
utilize their procedural rights. It also underscores the need for clear communication
between taxpayers and their legal representatives about the necessity of timely
responses to court filings.
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