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Neely v. Commissioner, 116 T. C. 79, 2001 U. S. Tax Ct. LEXIS 8, 116 T. C.
No. 8 (2001)

The U. S. Tax Court ruled in favor of U. R. Neely, holding that the IRS could not
assess additional employment taxes after the three-year statute of limitations had
expired. The court determined that Neely did not commit fraud in filing employment
tax  returns,  thus  the  IRS’s  claim  of  an  indefinite  extension  of  the  statute  of
limitations was invalid. This decision clarifies the application of fraud exceptions to
the statute of limitations in employment tax cases, impacting how such assessments
are made and reinforcing the importance of clear evidence of fraudulent intent.

Parties

U.  R.  Neely,  the  petitioner,  filed  a  case  against  the  Commissioner  of  Internal
Revenue, the respondent, in the United States Tax Court. The case is identified by
docket number No. 14936-98.

Facts

U. R. Neely, a high school graduate with experience in the air-conditioning industry,
founded the A/C Co. in 1985, operating it as a sole proprietorship by 1992. In 1992,
due to high demand, Neely hired Robert Cook, William Baker, and Dennis Page to
work on job sites. These individuals requested payment in cash, to which Neely
agreed on the condition that they would receive Forms 1099 for their services.
Neely’s  internal  accountant,  Ann  Gerber,  managed  the  financial  operations,
including payroll and tax obligations. However, she did not withhold employment
taxes or issue Forms 1099 for the cash payments, which were mistakenly coded as
distributions to Neely. Neely’s external accountant, Kenneth Messmer, prepared the
company’s employment tax returns without knowledge of the cash payments. Neely
later disclosed the cash payments during an IRS audit of his personal income tax
return, leading to the issuance of Forms 1099 and an agreement with the IRS on
their  treatment.  On  June  11,  1998,  the  IRS  issued  a  notice  of  determination
concerning worker classification, asserting that the workers were employees and
assessing additional employment taxes and penalties, claiming fraud extended the
statute of limitations.

Procedural History

The IRS issued a notice of determination on June 11, 1998, after the general three-
year statute of limitations under I. R. C. § 6501(a) had expired. Neely filed a timely
petition with the U. S. Tax Court for review of the notice under I. R. C. § 7436. The
court previously affirmed its jurisdiction to address statute of limitations issues in
the context of worker classification disputes (Neely v. Commissioner, 115 T. C. 287
(2000)). The IRS argued that the period of limitations was indefinitely extended due
to fraud under I. R. C. § 6501(c)(1). The court conducted a trial and heard testimony
from Neely, Gerber, Messmer, and an IRS revenue agent before issuing its decision.
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Issue(s)

Whether the IRS’s assessment of additional employment taxes was barred by the
expiration of the three-year statute of limitations under I. R. C. § 6501(a), given that
the notice of determination was issued after this period had expired?

Rule(s) of Law

The general statute of limitations for assessing additional taxes is three years from
the date the return was filed, as per I. R. C. § 6501(a). However, I. R. C. § 6501(c)(1)
provides an exception, extending the period indefinitely if the return was fraudulent
with intent to evade tax. Fraud must be proven by clear and convincing evidence, as
required by I. R. C. § 7454(a) and Tax Court Rule 142(b). The elements of fraud in
the employment tax context are the same as those in income, estate, and gift tax
contexts, requiring an underpayment and an intent to evade tax (Rhone-Poulenc
Surfactants & Specialties v. Commissioner, 114 T. C. 533 (2000)).

Holding

The  U.  S.  Tax  Court  held  that  the  IRS  was  barred  from assessing  additional
employment taxes because the notice of determination was issued after the three-
year statute of limitations had expired. The court found that Neely did not commit
fraud under I. R. C. § 6501(c)(1), as the IRS failed to prove by clear and convincing
evidence that Neely intended to evade taxes.

Reasoning

The court reasoned that while there was an underpayment of  taxes due to the
omission of cash payments to workers on the employment tax returns, the IRS did
not establish that Neely had fraudulent intent.  Neely believed the returns were
accurate when signed,  was unaware that  the cash payments  should have been
included, and did not know how the payments were coded in the company’s books.
Testimonies from Neely’s internal  and external  accountants,  as well  as the IRS
revenue agent, supported Neely’s credibility and cooperation during the audit. The
court rejected the notion that the cash payment arrangement was a scheme to evade
taxes, noting that Neely conditioned the arrangement on issuing Forms 1099 and
disclosed the payments during the audit. The court concluded that the IRS did not
meet its burden of proving fraud by clear and convincing evidence, thus the statute
of limitations under I. R. C. § 6501(a) was not extended by I. R. C. § 6501(c)(1).

Disposition

The court entered a decision for the petitioner, U. R. Neely, ruling that the IRS was
barred from assessing additional employment taxes due to the expiration of the
statute of limitations.

Significance/Impact
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This case sets a precedent for the application of the fraud exception to the statute of
limitations in employment tax cases, emphasizing the high burden of proof required
for the IRS to establish fraud. It clarifies that the elements of fraud in employment
taxes are consistent with those in other tax contexts, requiring clear and convincing
evidence of  an intent to evade taxes.  The decision impacts IRS assessments of
employment taxes beyond the general three-year period, reinforcing the importance
of timely action and the need for substantial evidence of fraudulent intent to justify
an indefinite extension of the statute of limitations. The ruling may influence future
cases by requiring the IRS to more rigorously document and prove fraud in similar
disputes.


