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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

COLVI N, Judge: Respondent determ ned deficiencies in
petitioners' Federal incone tax, additions to tax, and a penalty
as follows:

Additions to tax and penalty

Year Defi ci ency Sec. 6653(b) (1) Sec. 6659 Sec. 6663
1988 $50, 538 $37, 904 $15, 161

1989 19, 758 $14, 819
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After concessions, the issues for decision are:

1. Whet her petitioner! is liable for the addition to tax
for fraud under section 6653(b) for 1988 or the fraud penalty
under section 6663 for 1989. W hold that he is not.

2. Whet her the statute of limtations bars assessnent of
tax for 1988 and 1989. W hold that it does.

FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.

A. Petitioners

Petitioners lived in Matthews, North Carolina, when they
filed their petition.

1. Petitioner's Law Practice

Petitioner is a tax attorney who began practicing law in
1967. Petitioner was a trial attorney in the office of the Chief
Counsel for the Internal Revenue Service (IRS) from 1967 to 1971
He began to practice lawin Charlotte, North Carolina, in 1971
Petitioner tried 13 regular cases and nunerous small cases in the
Tax Court from 1968 to 1976.

2. Petitioner’s Activities in 1988 and 1989

Petitioner was a partner in the law firmWinstein &

Sturgess in 1988 and 1989. |In those years, petitioner

! References to petitioner are to J. Randall G oves.
Section references are to the Internal Revenue Code in effect
during the years at issue. Unless otherw se indicated, Rule
references are to the Tax Court Rules of Practice and Procedure.
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represented clients before the IRS, established trusts and
provi ded estate planning services for clients, was a nenber of
the North Carolina Bar Association Section of Taxation (which he
had previously chaired), chaired the Southeastern Regi on Speci al
Li ai son Tax Commttee (not further identified in the record), and
managed his law firm Also in those years, petitioner was an
el der of the Calvary Church and a nenber of its finance and
buil ding commttees. He also negotiated a $17 nillion
construction loan for the Calvary Church, forned the St.
Cat herine partnership with two of his |law partners to nmanage the
construction and |l easing of a building for Winstein and
Sturgess, cared for his nother during a long illness, invested in
a Texas corporation that was the plaintiff in a class action
| awsuit for which petitioner hired the attorney and in which he
partici pated extensively, and was a nenber of the board of
directors of One Price Cothing Stores, Inc., discussed at
par agr aph B-2, bel ow.

B. Petitioner's Investnent in Wonen's d othing Stores

1. Fornati on of J. K. Apparel

In 1984, Edward and Arlene Karp (the Karps), Henry Jacobs
(Jacobs), Raynond Waters (Waters), John Waters, and petitioner
deci ded to open a wonen's clothing store which would sel
everything at one price. In June 1984, they incorporated J.K

Apparel, Inc. (J.K Apparel), in North Carolina. J.K Appare
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i ssued 30,000 shares of common stock with a par val ue of $1 per
share. On June 29, 1984, petitioner bought 3,000 shares of J.K
Apparel stock for $3,000. The owners of J.K Apparel's shares

were as foll ows:

Number of Per cent age of Cost

Shar ehol der shar es purchased shar es purchased basi s
Arl ene Karp 12, 000 40% $12, 000
Henry Jacobs 12, 000 40 12, 000
Petitioner 3, 000 10 3, 000
Raynond Waters 1, 500 5 1, 500
John Waters 1, 500 5 1, 500

Tot al 30, 000 100 30, 000

On August 23, 1984, J.K. Apparel opened its first one price
wonen's clothing store in South Carolina.

2. One Price Cothing Stores, Inc.

In 1985, petitioner and the other sharehol ders of J.K
Appar el decided to change the nane of the corporation and to
reincorporate in South Carolina. On August 28, 1985, One Price
Clothing Stores, Inc. (the original One Price), was incorporated
in South Carolina.

On August 30, 1985, J.K Apparel nerged into the original
One Price. The original One Price was the surviving corporation.
As part of the nerger, the sharehol ders of J.K Apparel received
10 shares of original One Price common stock for each of their
shares of J.K Apparel. Thus, petitioner received 30,000 shares
of original One Price common stock in exchange for his 3,000

shares of J.K Apparel stock



- 5 -
The original One Price also issued 10,000 shares of conmon
stock and 62,000 shares of Class A nonvoting common stock with a
par val ue of $.10 per share. On August 30, 1985, petitioner
bought 1,000 shares of the original One Price common stock for
$100. The owners of the newy issued shares of original One

Price stock were as foll ows:

Number of Cost

Shar ehol der shares purchased d ass basi s
Arl ene Karp 4, 000 conmon $400
Henry Jacobs 4,000 conmon 400
Petitioner 1, 000 conmmon 100
Raynmond Waters 500 common 50
John Waters 500 conmon 50

Tot al 10, 000 conmon 1, 000
Henry Jacobs 54, 560 Class A, nonvoting $5, 456
Raynmond Waters 7,440 Class A, nonvoting 744

At the end of 1985, petitioner owned 31,000 shares of the
original One Price stock

3. The Karp Option

Ms. Karp owned 124, 000 shares of original One Price stock
On Decenber 17, 1986, she sold petitioner, Waters, John Waters,
and Jacobs (the four founders) an option to buy her stock for
$4, 860, 000. Each of the four founders paid $1,250 for the option
($5,000 total) and agreed that they would each receive 31, 000
(one-fourth) of Ms. Karp s shares.

On January 30, 1987, the four founders exercised the option
and each bought 31,000 shares from Ms. Karp for $1,215,000. To

pay for the shares, each of the four founders imrediately resold
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18,274 of their 31,000 shares (a total of 73,096 shares). Each
of the four founders received $1, 215,000 for the 18,274 shares of
stock they sold.

4. Petitioner's Gfts of Stock

On February 6, 1987, petitioner gave 1,000 shares of
original One Price stock to Ms. Goves. |In March 1987, he gave
3,000 shares to his children.

5. OPCS, I nc.

In March 1987, the founders of original One Price decided to
make a public offering of its stock and to reincorporate the
original One Price in Delaware. On April 6, 1987, they filed
articles of incorporation in Delaware for OPCS, Inc. The
original One Price owned all of the outstandi ng shares of OPCS
I nc., stock.

On April 8, 1987, the original One Price nerged into OPCS
Inc. OPCS, Inc., was the surviving corporation and changed its
name to One Price Cothing Stores, Inc. (OPCS). As a result of
the nerger, the original One Price sharehol ders received
10. 120811 shares of OPCS stock for each of their shares in the
original One Price.

Petitioners received a total of 412,179 shares of OPCS
stock; petitioner received 402,059 shares, and Ms. G oves

recei ved 10, 120 OPCS shar es. Petitioner received six stock
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certificates for his 402,059 shares, and Ms. G oves received
four certificates for her 10,120 shares.

In May 1987, OPCS nmade an initial public offering of 500,000
shares of stock. Its shareholders, including petitioner, also
of fered 500, 000 shares of their OPCS stock for sale. On May 19,
1987, petitioner sold 99,838 shares of OPCS stock for $1, 392, 740.

On June 3, 1987, petitioner gave to Calvary Church 22,730
shares of OPCS stock

Adrian Del k (Del k) prepared petitioners' tax returns for tax
years 1982 to 1991. Delk was the managi ng partner of his
accounting office. Petitioner net with Delk in June 1987 to
di scuss petitioner’s potential tax liability after the public
offering. Delk knew that petitioner had acquired stock at
different tinmes and that petitioner had different bases in the
st ock.

On Septenber 30, 1987, OPCS stock split 3 for 2. As an OPCS
director, petitioner approved the April 1987 nerger and signed a
corporate resolution authorizing the Septenber 1987 stock split.

6. Petitioners’ Sales of Stock and SEC Rule 144

In 1988 and 1989, petitioners told their broker to sel
bl ocks of 5,000, 30,000, 10,000, 4,000, 2,000, 20,000, and 20, 000
OPCS shares. Securities and Exchange Comm ssion (SEC) rule
144(d), 17 CF. R sec. 230.144 (1984), prohibited petitioner from

selling the OPCS stock that he bought fromMs. Karp for 2 years.
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He was required to report on SEC Form 144 the nunber of shares he
proposed to sell and his acquisition date. For each proposed
sale of OPCS stock in 1988 and 1989 by petitioners, petitioners
submtted to their stock broker and to the SEC a Form 144
executed by petitioner or Ms. Groves, a seller's representation
| etter signed by petitioner or Ms. Goves, and letters fromthe
attorney for OPCS stating the opinion that petitioners had
conplied with SEC rule 144. Petitioners reported their proposed
sal es of OPCS stock during 1988 and 1989 on Forns 144 as foll ows:

Sal es Reported on Forns 144

St ock Acquisition # of shares Proposed Acquired Nat ur e of
owner dat e to be sold sale date _fronm by acquisition
Jane B. Goves 2/ 6/ 87 5, 000 2/25/88 J.R Goves Gft of
June 1984
st ock
Jane B. Groves 2/ 6/ 87 2,000 5/2/88 J.R Goves Gft of
June 1984
st ock
J. Randall G oves 6/ 2/ 84 30, 000 5/3/ 88 The conpany Private
pl acenent
J. Randall G oves 6/ 2/ 84 14,000 5/ 3/ 88 The conpany Private
pl acenent
J. Randall G oves 6/ 2/ 84 20, 000 3/ 13/ 89 Purchase Founder
st ock
J. Randall G oves 1/ 30/ 87 20, 000 5/ 26/ 89 Purchase A. Kenp?
from [ sic]
selling

shar ehol der

! This was an anmended form The original Form 144 contained the
followi ng information:

J. Randall G oves 6/ 2/ 84 10, 000 5/ 3/ 88 The conpany Private
pl acenent

2 This should read: A. Karp

Petitioner could not sell the stock he had acquired from
Ms. Karp in 1988 because it was still subject to a 2-year

hol di ng period under SEC rule 144. Thus, he reported to the SEC
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in 1988 that he intended to sell only shares he had acquired from
OPCS (or its predecessor).

7. Petitioner's Gft of Stock in 1989

On May 5, 1989, petitioner gave 20,000 shares of One Price
stock to Canmpus Crusade for Christ. He told Canpus Crusade for
Christ that petitioners’ tax considerations would determ ne when
he made further contributions to that organization.

C. Preparation of Petitioners' |Incone Tax Returns for 1988 and
1989

Petitioner prepared tax organi zers for 1988 and 1989 and
gave themto Del k. Petitioner used Forns 1099 and W2 to
conplete the tax organizers for 1988 and 1989. Petitioner did
not have a schedule or records show ng his basis in, or nunber of
shares of, OPCS stock when he |listed the bases of the stock
petitioners sold in 1988 and 1989 on the tax organi zers. There
IS no indication that petitioner knew the basis in his OPCS stock
in 1988 or 1989. Petitioner listed the follow ng information
about the stock he sold in 1988 and 1989 in the tax organizer for

1988 and 1989:

1988
# of Dat e te Gross sal es Cost or
shar es acquired sol d price ot her basis
35, 280 1/ 30/ 87 5/ 3/ 88 $467, 500 $158, 760
3, 000 2/ 1/ 87 3/ 15/ 88 52, 500 13, 000

2,000 2/ 2/ 87 5/ 15/ 88 26, 500 9, 000
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1989
# of Dat e Dat e Sal es Cost or
shar es acquired sol d price basi s
20, 000 1/ 30/ 87 3/ 13/ 89 $240, 000 $74, 000
20, 000 1/ 30/ 87 5/ 26/ 89 322, 500 74, 000

Petitioner correctly listed the nunber of shares sold, the
date on which they were sold, and the sales price on the 1988
organi zer. However, he incorrectly listed acquisition dates. He
al so incorrectly listed the basis of the stock he sold in 1988
and 1989.

Petitioner did not give Del k docunents to support the
information he listed on the tax organi zers. Delk used the
information frompetitioner’s tax organizers to prepare
petitioners' 1988 and 1989 tax returns.

D. Petitioners’ Tax Returns for 1988 and 1989

Petitioners reported on their 1988 and 1989 returns that

they sold OPCS stock as foll ows:

1988
# of shares Reported Sal e Gain Act ual
sol d Basi s price reported basi s*
35, 280 $158, 760 $467, 500 $308, 740 $235
3, 000 13, 000 52, 500 39, 500 20
2, 000 9, 000 26, 500 17, 500 13
1989
# of shares Reported Sal e Gain Act ua
sol d Basi s price reported basi s*
20, 000 $74, 000 $240, 000 $166, 000 $133
20, 000 74, 000 322, 500 248, 500 51, 800

! This columm was not on petitioners’ 1988 return.
Petitioner received the 1988 return fromDelk on April 14,

1989, and signed it wthout reviewing it in detail.
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E. Audit of Petitioners' Returns

Revenue Agent Kathy Sexton (Sexton) began exam ning
petitioners' 1987, 1988, and 1989 returns in July 1990. Sexton
asked petitioner to substantiate the capital gains petitioners
reported on their 1988 and 1989 returns and to provide a schedul e
showi ng the nunber of shares of original One Price stock
petitioners owned on January 1, 1987; the date of purchase,
nunber, and purchase price of shares they bought in 1987, 1988,
and 1989; all stock splits in 1987, 1988, and 1989; and
petitioners’ conputation of per share costs. Petitioner sent
Sexton a letter and nenorandum and gave her boxes of docunents
about OPCS in response to her docunent request. The record does
not show specifically what records petitioner gave to Sexton.

Petitioner told Sexton that he reported the basis of the
OPCS stock based on how nuch petitioner had paid for it. He gave
her some, but not all, of the basis information she request ed.
She coul d not conpute petitioner’s basis because, for exanple, he
did not nention the Septenber 30, 1987, stock split. Sexton and
Del k nmet several tinmes in 1990 and 1991. Delk showed Sexton
petitioner’s tax organizers.

F. Petitioner's Crimnal Case

On August 27, 1992, petitioner pleaded guilty to two counts
of violating section 7203 (willful failure to file a return

supply information, or pay tax) (a m sdeneanor). Petitioner
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admtted in the plea agreenent that he had willfully failed to
supply information on his tax returns for 1988 and 1989 about
$180, 485 and $96, 066, respectively, of gains fromsales of OPCS
st ock.

On March 28, 1996, the U S. District Court for the Western
District of North Carolina, Judge Gaham C. Millen (Judge Ml | en)
presi ding, accepted petitioner's guilty plea. On April 22, 1996,
j udgnment was entered against petitioner pursuant to his guilty
pl ea.

G State Bar Gi evance Comm ttee Proceedi ngs

In 1996, the Gievance Coonmittee of the North Carolina State
Bar Associ ation decided there was not probable cause to initiate
di sciplinary action against petitioner as a result of
petitioner’s conviction.

H. Noti ce of Deficiency

On Novenber 21, 1997, respondent issued a notice of
deficiency to petitioners for 1988 and 1989. 1In it, respondent
determ ned that petitioners had capital gains of $626,619 in 1988
and $514,850 in 1989, which was $180, 492 nore than petitioners
had reported for 1988 and $96, 067 nore than they had reported for
1989. Respondent al so determ ned that petitioners were |liable
for additions to tax and a penalty for overvaluation of their
OPCS stock under section 6659 for 1988 and for fraud for 1988 and
1989.



- 13 -
OPI NI ON

A Addition to Tax for Fraud Under Section 6653(b) and
Penalty Under Section 6663(a)

1. Backgr ound

Respondent contends that petitioner is liable for the
addition to tax for fraud under section 6653(b) for 1988 and the
fraud penalty under section 6663(a) for 1989, and concedes t hat
Ms. Goves is not liable for fraud. Respondent has the burden
of proving fraud by clear and convincing evidence. See sec.
7454(a); Rule 142(b). Respondent nust establish: (a) Petitioner
underpaid tax for each year in issue, and (b) sonme part of the
under paynent is due to fraud. See sec. 6653(b); Parks v.

Comm ssioner, 94 T.C. 654, 660-661 (1990); Petzoldt v.

Comm ssioner, 92 T.C. 661, 699 (1989).

2. Under paynent

Petitioners concede that they underpaid tax related to their
sal es of OPCS stock for 1988 and 1989.

3. Fr audul ent | nt ent

For purposes of section 6653(b), fraud is the intentional
conmmi ssion of an act to evade a tax believed to be ow ng. See

Webb v. Comm ssioner, 394 F.2d 366, 377 (5th Gr. 1968), affg.

T.C. Meno. 1966-81; Mtchell v. Comm ssioner, 118 F.2d 308, 310

(5th Gr. 1941), revg. 40 B.T. A 424 (1939). Fraud is never

presuned; it must be established by affirmative evidence. See

Beaver v. Conmi ssioner, 55 T.C. 85, 92 (1970). The Conmm ssi oner
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may prove fraud by circunstantial evidence because direct
evi dence of the taxpayer's intent is rarely available. See

St ephenson v. Conm ssioner, 79 T.C. 995, 1005-1006 (1982), affd.

748 F.2d 331 (6th CGir. 1984).

Petitioner recognizes that he is collaterally estopped from
contesting each el enent of section 7203. Thus, he does not
di spute that he is collaterally estopped fromdenying that he
knew he had the duty to maintain records or supply information
and that he willfully failed to do so for 1988 and 1989. See

Kotmair v. Comm ssioner, 86 T.C 1253, 1264 (1986). Petitioner's

convi ction under section 7203 does not estop himfrom arguing
that he | acked fraudulent intent for 1988 and 1989, but it is

evidence that he commtted fraud. See W1 kinson v. Commi SSi oner,

T.C. Meno. 1997-410.

4. Badges of Fraud

Courts have devel oped several objective indicators, or

"badges", of fraud. See Recklitis v. Conm ssioner, 91 T.C 874,

910 (1988). Respondent argues that the foll owi ng badges of fraud
are present in this case: (1) Large understatenents of incong;
(2) inadequate books and records; (3) failure to give accurate
information to tax return preparer; (4) failure to cooperate with
tax authorities; (5) inplausible and inconsistent explanations of
behavi or; and (6) training, business experience, and know edge of

the incone tax | aws.
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We di sagree that respondent has clearly and convincingly
proven that petitioner commtted fraud. W think a nore likely
explanation is that petitioner’s understatenents of incone were
due to negligence.

Petitioner had | arge understatenents of incone in 1988 and
1989 resulting fromhis sale of OPCS stock. Wile that is a

factor to be considered, a substantial understatenent of incone

st andi ng al one does not prove fraud. See Vannanman v.

Comm ssi oner, 54 T.C. 1011, 1018 (1970).

Petitioner did not keep records show ng the nunber of his
shares of, or his basis in, OPCS stock in 1988 and 1989.
However, we do not believe that he did so with the intent to
underpay tax. Instead, we think he was careless. Carel essness
in the preparation and mai ntenance of books and records is not

fraud. See Mtchell v. Conmm ssioner, supra.

Respondent argues that petitioner intentionally m sled Del k.
We disagree. Petitioner admts that he hurriedly and negligently
prepared the 1988 tax organizer. However, he testified that he
told Del k about the errors on the organi zers and that Del k had
the correct information available to him Petitioner credibly
testified that he did not expect that the information on the 1988
and 1989 organi zers woul d appear on petitioners’ returns as given
to Del k. Although petitioner did not give correct information to

Del k about the bases in the OPCS stock, we are not convi nced that
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he did so with the intent to m slead Del k. Respondent has not
shown that petitioner knew the bases of the shares he sold in
1988 and 1989 or that he intentionally gave Del k incorrect
i nformation.

Respondent di sputes petitioner’s claimthat he told Del k
about the errors on petitioner’s 1988 and 1989 organi zers.
Despite respondent’s suspicions, respondent offered no credible
evidence to the contrary. Neither party called Delk to testify
due to his poor health.

Respondent argues that petitioner did not cooperate with
respondent's agents because he did not give Sexton all of the
docunents she requested. Petitioner provided a substanti al
anmount of docunents to Sexton in response to her requests, and
petitioner or Del k attended neetings with Sexton. Respondent did
not show what docunents petitioner gave Sexton, and so we cannot
eval uate respondent’s contention that petitioner was so
uncooperative as to constitute a badge of fraud.

Respondent contends: (a) Petitioner’s testinony that
he thought he had a basis of about $4 per share in the OPCS stock
he sold in 1988 was not credible, (b) petitioner did not explain
why petitioners reported sales of high basis stock on their 1988
return when SEC rule 144 barred himfromselling stock he had
acquired within 2 years, and (c) petitioner knew that his 1988

organi zer was in error. Respondent relies on these points in
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arguing that petitioner knew and intentionally m sstated the
bases of the stock he sold in 1988 and 1989. W are not
convinced that he did. Respondent has not offered any evidence
that petitioner intended to underpay tax that is as convincing as
the many indications that his conduct is nore fairly viewed as
negl i gent .

Respondent points out that petitioner was an experienced tax
attorney. Wiile that is a factor to be considered, it does not
establish that he had fraudulent intent. W do not find fraud
under "circunstances which at nost create only suspicion.” Davis

v. Conmm ssioner, 184 F.2d 86, 87 (10th Cir. 1950); Katz v.

Comm ssioner, 90 T.C. 1130, 1144 (1988). There is neither direct

evi dence nor enough circunstantial evidence to show clearly and
convincingly that the understatenents on the returns were due to
fraud.

5. Concl usi on

We hold that petitioner is not liable for the addition to
tax for fraud for 1988 and the fraud penalty for 1989.

B. Statute of Limtations

Respondent mailed the notice of deficiency to petitioners
nore than 6 years after they filed their returns for 1988 and
1989. Thus, the statute of limtations bars assessnent and
collection of the deficiencies determned for 1988 and 1989,

unl ess petitioners’ returns for those years were fal se or
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fraudulent with the intent to evade tax. See sec. 6501(c)(1).
As di scussed above, respondent failed to prove by clear and
convi nci ng evidence that petitioner conmtted fraud. W hold
that respondent is barred by the statute of limtations from
assessing and collecting tax and the addition to tax for
val uation overstatenent for the years in issue.

To reflect the foregoing,

Deci sion will be entered

for petitioners.




