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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

KROUPA, Judge: Respondent determ ned deficiencies in
petitioners’ Federal incone tax for 1991 and 1992 (years at

i ssue) and determ ned that Dennis R D Ricco (petitioner) is
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liable for the fraud penalty under section 6663.! The primary
i ssue i s whether respondent has proven by clear and convincing
evidence that petitioner is liable for the fraud penalty.? W
hold that he is not. W therefore need not determ ne other
issues relating to the deficiencies because the limtations
period for assessnent has expired regardi ng them
FI NDI NGS OF FACT

The parties have stipulated sone facts. The seven
stipulations of facts and their acconpanying exhibits are
incorporated by this reference and are so found. Petitioners are
married and resided in California at the tine they filed the
petition.

Petitioner practiced law until 1989. H s |egal practice was
split between tax work and hel ping startup conpani es go public.
He raised capital for these conpani es through private pl acenents.
Petitioner would determ ne the fair market val ue of a conpany and
negoti ate deal s between the conpany and prospective investors.
| nvestors provided capital hoping that their initial investnent

would multiply in subsequent public offerings. The stock of one

IAIl section references are to the Internal Revenue Code in
effect for the years in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure, unless otherw se
i ndi cat ed.

2Respondent has conceded that petitioners did not receive
constructive dividends. Al other adjustnents were conputational
to reflect increases in petitioners’ adjusted gross incone.
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such conpany, Audre, Inc., increased from pennies per share to
over $6 per share.

Petitioners personally invested in private placenents for
sonme of the conpanies. Petitioner’s wholly owned corporation,
Dennis R DI Ricco, a professional corporation (DPC), also
invested in sonme of the conpanies. Petitioners and DPC
eventual |y acquired nore than 200,000 and 2 mllion shares of
Audre, Inc., respectively.

In addition, DPC arranged bridge | oans between the conpanies
and petitioner’s clients. Sonme of the bridge | oans went into
default after petitioner was arrested in 1988 on charges rel ated
to drug charges against a client. Petitioner was sentenced to
five years probation, and he feared that any violation of his
probation would result in prison tinme. Petitioner’s probation
of ficer, Danny Martinez, demanded that DPC repay the bridge |oans
as a condition of petitioner’s probation.

DPC needed to sell stock to repay the | oans. The stock was
thinly traded, and petitioner feared that selling it would cause
its value to plumet. Petitioner and his stockbroker established
mul ti pl e nom nee accounts to sell the stock while also attenpting
to stabilize the market. DPC then repaid the loans with the
proceeds fromthe stock sales.

M. Martinez closely nonitored DPC s repaynent of the | oans.

He inspected petitioner’s stock statenents and bank accounts
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during unannounced visits to petitioner’s office. 1In addition,
petitioner and his secretary reported every stock sal e nade by
petitioners, DPC, and the nom nee accounts to M. Martinez in his
nmont hl'y probation reports.

Petitioner continued to work with startup conpani es through
his wholly owned corporation, Dennis R D Ricco, Inc. (D NC
after resigning fromthe California State bar in 1989. DPC al so
continued to own stock and sell stock during the years at issue
even though DPC was not an operating |aw corporation during this
tine.

The Internal Revenue Service (IRS) audited petitioner, his
wi fe, or petitioner’s corporations every year from 1982 to 1993.
Revenue Agent Tom Borgo, a chil dhood acquai ntance of petitioner,
audited petitioner and DPC for 1991 and 1992 and referred the
case for crimnal prosecution. The Departnent of Justice
declined to prosecute the case as a crimnal matter and referred
the case for civil examnation. M. Borgo began to ask questions
about petitioner’s return for 1993 before it was due. Petitioner
informed the IRS by letter that he was hesitant to file a
personal return for 1993 w thout assurances that M. Borgo woul d
not imrediately refer himfor crimnal prosecution. M. Borgo
did, in fact, refer petitioner for crimnal prosecution, and
petitioner pled guilty under section 7212(a) to obstruction of

justice for failing to file a personal inconme tax return for 1993
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while continuing to seek extensions. Respondent has not,
however, assessed any unpaid tax for 1993.

Respondent issued petitioners a deficiency notice for 1991
and 1992 on Septenber 6, 2006, 15 years after the years at issue.
Respondent determned in the deficiency notice that petitioner
was |iable for a $118,899 fraud penalty for 1991 and a $1, 150, 804
fraud penalty for 1992. Respondent also determned in the
deficiency notice the deficiencies® in petitioners’ Federal
income tax resulting fromthe stock sales. Petitioners tinely
filed a petition.

OPI NI ON

Respondent primarily argues that petitioner underreported
incone attributable to the stock sales and that the resulting
under paynment of tax is attributable to fraud. Petitioner
counters that he did not intend to evade tax and believes that
any reportable gains for the years at issue were those of DPC or
DINC, entities that were not otherwise required to file returns.
Petitioner further argues that the deficiencies were determ ned
after the 3-year limtations period expired for assessing tax
absent fraud. Sec. 6501(a), (c)(1l). W agree. None of the
under paynent of tax for either of the years in issue was shown,

by clear and convinci ng evidence, to be due to fraud.

3Respondent determ ned a $158,531 deficiency in petitioners’
Federal incone tax for 1991 and a $1, 534, 406 deficiency for 1992.
Amount s have been rounded to the nearest dollar.
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We now address fraud. Fraud is an intentional w ongdoing on
the part of the taxpayer with the specific purpose of evading a

tax believed to be owmng. Edelson v. Conm ssioner, 829 F.2d 828,

833 (9th Gr. 1987), affg. T.C Menp. 1986-223; Akland v.
Comm ssi oner, 767 F.2d 618, 621 (9th Cr. 1985), affg. T.C. Meno.

1983-249. The Commi ssioner bears the burden of proving fraud by

cl ear and convincing evidence. Sec. 7454(a); Bradford v.

Comm ssi oner, 796 F.2d 303, 307 (9th Cr. 1986), affg. T.C. Meno.

1984-601. The clear and convincing standard applies to both the
guestion whet her an under paynent exists and whether that

underpaynent is attributable to fraud. Parks v. Conm ssioner, 94

T.C. 654, 660-661 (1990). This high standard precludes the
presunption of correctness that attaches to a deficiency
determ nation fromextending to a fraud determ nation. See Smth

v. Conmm ssioner, 926 F.2d 1470, 1474-1475 (6th Gr. 1991), affg.

91 T.C. 1049 (1988).
Fraud i s never presunmed and nust be established by
i ndependent evi dence that establishes fraudulent intent. Edel son

v. Conm ssioner, supra at 833; Beaver v. Conmi ssioner, 55 T.C

85, 92 (1970). Fraud nay be proven by circunstantial evidence
because direct evidence of the taxpayer’s fraudulent intent is

sel dom avail able. Spies v. United States, 317 U S. 492 (1943);

Rowl ee v. Commi ssioner, 80 T.C 1111 (1983); Gajewski V.

Commi ssioner, 67 T.C 181, 200 (1976), affd. w thout published
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opinion 578 F.2d 1383 (8th Cir. 1978). Mere suspicion is not

enough, however. Katz v. Conm ssioner, 90 T.C 1130, 1144

(1988); Shaw v. Comm ssioner, 27 T.C 561, 569-570 (1956), affd.

252 F.2d 681 (6th G r. 1958).

Respondent did not establish by clear and convincing
evi dence that petitioner fraudulently intended to evade tax.*
See sec. 7454(a); Rule 142(b). Respondent had nore than 15 years
to build a case against petitioner. Yet respondent did not
provi de sufficient evidence to establish that petitioner acted
with the intent to evade tax or that the gains in the nom nee
accounts belonged to petitioner.® Instead, respondent focused on
attacking petitioner’s character® by presenting to the Court a
string of witnesses who testified to personal grievances they had
with petitioner. Sone of these witnesses had interests adverse
to petitioner based upon their prior representations to the
Governnent. We did not find all of respondent’s w tnesses

credible, and those that we did find credible failed to establish

4Secs. 6501(c)(1), 6653(b), and 6663 all require the sane
el ements for respondent to establish fraud. See Rhone-Poul enc
Surfactants & Specialties, L.P. v. Conmm ssioner, 114 T.C. 533,
548 (2000); Mobley v. Conmm ssioner, T.C Menp. 1993-60, affd.
wi t hout published opinion 33 F.3d 1382 (11th Cr. 1994).

*Respondent conceded the constructive dividend issue after a
lengthy trial.

®Respondent stated on brief that “petitioner paralyzed” a
man who was a passenger in a car driven by petitioner. The
accident, which occurred 40 years ago while petitioner was in
col l ege, was investigated, and no one was found to be at fault.
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fraudul ent intent on petitioner’s part. Moreover, the nere
failure to report inconme by a taxpayer does not, by itself,

establish fraudul ent intent. Pappas v. Commi ssioner, T.C. Meno.

1981- 639.

Respondent al so relied on petitioner’s plea under section
7212 to argue that petitioner had fraudulent intent. The fact
that petitioner entered into a plea agreenent is not dispositive.

See Carter v. Conm ssioner, T.C Meno. 2003-235 (taxpayer

established stock trading account in the nanme of third party to
circunvent his enployer’s prohibition against tradi ng conpany
stock). Petitioner’s plea for failure to file a return for 1993
does not establish that petitioner fraudulently omtted incone in
1991 or 1992. Further, a simlar adm ssion regardi ng corporate
returns is consistent with petitioner’s argunent that unreported
gains during the years at issue were attributable to DPC. It is
a fundamental principle of tax law that inconme is taxed to the

person who earns it. Conm ssioner v. Culbertson, 337 U S. 733,

739-740 (1949): Lucas v. Earl, 281 U.S. 111, 114-115 (1930).

Petitioners reported income fromsales of stock on their joint
returns for the years at issue. Respondent has not established
that petitioners were required to report any additional sales.

I n addition, respondent has not shown that petitioner used
t he nom nee accounts so that he could fraudul ently underreport

his income. Petitioner had a pl ausi bl e expl anati on for why he
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est abl i shed the nom nee accounts. He used the accounts to sel
st ocks owned by DPC so that he could repay DPC s bridge | oans
wi t hout destroying the stocks’ value. His actions were not neant
to hide the accounts and fraudul ently underreport incone. His
actions were neant to stabilize the value of the stock.

We find that respondent has not clearly and convincingly
proven fraud on petitioner’s part for the years at issue, and we
so hold. Qur conclusion is based on the record as a whol e,
taking into account our determnation as to the credibility of
petitioners and the other w tnesses presented at trial.
Accordingly, the assessnment of tax and penalties for the years at
issue is barred by the statute of limtations.

To reflect the foregoing,

Deci sion will be entered

for petitioners.




