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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HAI NES, Judge: These cases are before the Court
consolidated for purposes of trial, briefing, and opinion.
Respondent determ ned deficiencies and penalties with respect to

petitioners’ Federal incone taxes as follows:



David C. Loeb, docket No. 6975-07

Fraud Penalty

Year Defi ci ency Sec. 6663
1996 $406, 537 $304, 903

Harol d E. Ml ai son, docket No. 7232-07

Fraud Penalty

Year Defi ci ency Sec. 6663
1996 $295, 298 $221, 474

The issue for decision is whether the statute of Iimtations
under section 6501(a)! bars the issuance of the notices of
deficiency. W hold that it does.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

The stipulation of facts, the supplenmental stipulation of facts
and the second supplenental stipulation of facts, together with
the attached exhibits, are incorporated herein by this reference.
At the tinme petitioners filed their petitions, they resided in
Loui si ana.

Petitioners are attorneys who represented | andowners in a
regul atory takings case referred to as the Bayou Aux Carpes (BAC)

litigation. M. Mlaison s practice dealt with general civi

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



- 3 -
litigation and succession work while M. Loeb’s practice dealt
with land use and real property |aw.

M. Molaison was intimately famliar with the property
underlying the BAC litigation. Hi's father, who passed away in
1991, was also an attorney and had represented BAC | andowners in
a prior action against the Environnental Protection Agency (EPA)
in the 1970s in Louisiana State court. M. Ml aison had hel ped
his father in that action as a |law clerk and an attorney. He
al so inherited a small tract of BAC property fromhis father.

The BAC suits conprised four cases that were filed in 1991
in response to a determ nation by the EPA that approxi mately
3,000 acres of land |ocated in southern Louisiana constituted
nonperm tabl e wetland. The | andowners of the BAC property sought
to devel op the property and brought suit in order to contest the
EPA' s designation of the property as wetland. The | andowners in
two of the BAC suits hired petitioners to represent them The
four cases were eventually consolidated and petitioners
represented all of the |landowners in the consolidated BAC
[itigation.

Petitioners entered into contracts for legal services with
t he | andowners whi ch gave petitioners an undivided 25-percent
interest in any recovery and prohibited the clients fromsettling

or otherw se discontinuing the suit without the consent of
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petitioners. In late March 1996 petitioners reached an agreenent
with the U S. Governnent to settle the case for $8, 250, 000.

In order to determ ne the tax issues associated with the
likely settlenment, petitioners, who had no expertise in tax |aw,
sought help from David Luki novich, an attorney certified as a tax
specialist by the Louisiana State Bar. On April 23, 1996, after
an initial telephone conversation with M. Loeb, M. Lukinovich
wote a letter to M. Loeb offering his services to petitioners’
clients on the tax aspects of the settlenent. 1In his letter M.
Luki novi ch di scussed section 1033 and the incone deferral
benefits it extended to | andowners in involuntary conversion
pr oceedi ngs.

Petitioners believed they had an ownership interest in the
| and subject to the BACIlitigation as a result of their
contingency fee agreenent with the BAC | andowners.? On August
15, 1996, M. Loeb wrote to Ann Navaro, one of the assistant U S
attorneys (AUSAs) handling the BAC litigation, in response to her
request that he identify all parties to the settlenment who had
not been identified in the Governnment’s initial draft of the

settlenment agreenent. In his letter M. Loeb identified several

2This was separate and in addition to M. Mblaison s status
as an owner because of the small parcel of BAC property he
inherited fromhis father. M. Ml aison received settl enment
proceeds of $185,971 fromthe involuntary conversion of his
inherited property. He elected to defer recognition of the
proceeds under sec. 1033(a)(2). The validity of that election is
not in dispute.
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parties, including hinmself and M. Mol aison, who should be added
to the settlenent agreenent and to the act of sale. AUSAs Ann
Navaro and Marc Smth agreed to add petitioners as | andowners to
the settlenent agreenent and act of sale. M. Navaro and M.
Smth were aware that petitioners intended to classify thensel ves
as owners in part to take advantage of section 1033. On August
20, 1996, petitioners were listed as owners on the executed
settl ement agreenent.

On August 21, 1996, M. Lukinovich sent M. Loeb a letter
suggesting that petitioners could potentially defer their
contingency fee income under section 1033(a) if the Governnent
recogni zed them as | andowners in the BAC litigation.

On August 29, 1996, petitioners entered into a joint
stipulation for entry of judgnent in the BAC cases with the
Government. On August 30, 1996, the U. S. Court of Federal C ains
entered judgnent settling the BAC cases with the paynent of
$8, 250, 000 by the Governnent in exchange for the BAC property.

On Septenber 4, 1996, petitioners net with Gerald Duhon, M.
Loeb’s certified public accountant (C P.A ), Shannon Chabaud, M.
Mol ai son’s C. P. A, and M. Lukinovich at petitioners’ office
regarding tax planning for petitioners and the preparation of
their 1996 Federal inconme tax returns. M. Lukinovich conducted
the neeting and expl ained that his research indicated that

petitioners were entitled to defer recognition of their BAC
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litigation fees under section 1033(a). M. Lukinovich also
proposed that petitioners prepare a docunent clarifying that the
intent of petitioners’ clients was to transfer an ownership
interest in the BAC property to petitioners as conpensation for
their representation. Petitioners decided to prepare acts of
correction for their clients to sign.

Petitioners prepared the acts of correction with the input
of M. Lukinovich. Petitioners did not believe that they had to
obtain the signatures of all of their clients on the acts of
correction for their BAClitigation fees to be qualified under
section 1033.

In | ate Septenber and early October 1996 petitioners held a
series of neetings with their clients to have them sign pre-
cl osing docunents. During these neetings, petitioners requested
that the clients sign the acts of correction. Petitioners
exerted no pressure or undue influence on any client.
Petitioners did not msrepresent the contents of the acts of
correction to any client. Qut of 53 clients, 32 chose to sign
the acts of correction, 15 chose not to sign and 6 were never
of fered the chance to sign. Two clients consulted with M.

Luki novi ch regarding the acts of correction before signing them

On Cctober 8, 1996, petitioners executed the act of sale of
the BAC property to the Governnent. Petitioners executed the act

of sale individually as vendors. All clients, including those
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who did not execute an act of correction, received all of the
proceeds due to themunder the act of sale. As a result of the
settlenent, M. Loeb and M. Mblaison received $1, 056, 000 and
$791, 503, respectively.

On Decenber 1, 1996, and April 4, 1997, M. Lukinovich wote
petitioners letters regarding petitioners’ reinvestnent of the
proceeds fromthe act of sale in order to qualify for rollover
treatment under section 1033(a)(2). M. Lukinovich provided the
| anguage for section 1033(a)(2) elections attached to
petitioners’ 1996 and 1997 incone tax returns, and reviewed the
| anguage before the subm ssion of petitioners’ Fornms 1040, U. S
| ndi vi dual | nconme Tax Return, for 1996 and 1997. At no time did
M. Lukinovich indicate that petitioners were barred from maki ng
the section 1033(a)(2) election if not all of their clients
signed the acts of correction.

In 1997 petitioners purchased repl acenent property and
listed said property on their 1996 Federal inconme tax returns in
an effort to conply with the requirenents of section 1033.

On Novenber 19, 1999, Revenue Agent WIlliam Wtteman sent
M. Loeb a letter indicating that he was auditing M. Loeb’ s 1996
Federal incone tax return. On April 20, 2000, M. Wtteman sent
M. Mlaison a letter indicating that he was auditing M.

Mol ai son’ s 1996 Federal income tax return. Petitioners fully

conplied with their audits and produced all docunents requested
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by M. Wtteman, including all acts of correction both signed and
unsi gned.

Respondent prosecuted petitioners for commtting crimnal
fraud on their 1996 Federal incone tax returns. |In May 2005
petitioners were acquitted of all crimnal fraud charges rel ated
to their 1996 Federal incone tax returns at a trial held in New
Ol eans, Loui si ana.

On January 1, 2007, respondent issued notices of deficiency
to petitioners. Petitioners filed tinely petitions with this
Court and trial was held in New Ol eans, Louisiana on Septenber
22 and 23, 2008.

OPI NI ON

Petitioners contend that the 3-year period of [imtations on
assessnment in section 6501(a) expired before respondent issued
the notices of deficiency and respondent’s assessnent is barred.
Respondent argues that the period of limtations in section
6501(a) does not apply because petitioners filed fal se or
fraudul ent returns with the intent to evade taxes for 1996. See
sec. 6501(c)(1). Accordingly, our determ nation of whether the
period of limtations expired before the notice of deficiency was
i ssued depends on whether petitioners conmtted fraud in the
filing of their 1996 returns. The determ nation of fraud for
pur poses of section 6501(c)(1l) is the sane as the determ nation

of fraud for purposes of the penalty under section 6663. Neely
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v. Comm ssioner, 116 T.C. 79, 85 (2001); Rhone-Poul enc

Surfactants & Specialties, L.P. v. Conmm ssioner, 114 T.C. 533,

548 (2000) .

Section 6663(a) provides: “If any part of any underpaynent
of tax required to be shown on a return is due to fraud, there
shall be added to the tax an anount equal to 75 percent of the
portion of the underpaynment which is attributable to fraud.” The
Comm ssi oner bears the burden of proving by clear and convinci ng
evi dence that an underpaynent of tax was attributable to fraud.
Sec. 7454(a); Rule 142(b). In order to show fraud, respondent
must prove: (1) An underpaynent exists; and (2) petitioners
i ntended to evade taxes known to be owi ng by conduct intended to
conceal, mslead, or otherw se prevent the collection of taxes.

See Parks v. Conmm ssioner, 94 T.C 654, 660-661 (1990).

A. Under paynent of Tax

Respondent nust first show by clear and convi nci ng evi dence
that there was an underpaynent of tax in 1996. As discussed
bel ow, respondent has satisfied his burden of proof on this
i ssue.

Respondent has shown that petitioners received incone in
1996 for |egal services rendered in the BAC cases. Petitioners’
sole argunment is that their fees constituted a property interest
in the BAC land by virtue of the contracts for |egal services and

acts of correction they executed with the BAC | andowners.
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Pursuant to this property interest, petitioners claimthey
gualified for the nonrecognition provisions of section 1033.°3
G oss inconme neans all incone from whatever source derived,

unl ess excluded by law. Sec. 61(a); Conm ssioner v. d enshaw

G ass Co., 348 U. S. 426, 433 (1955). Contingency fees are not
excluded by law fromthe gross incone of an attorney who earns
them t hrough the perfornmance of |egal services. See, e.g.,

Kochansky v. Conm ssioner, T.C Meno. 1994-160, affd. in part and

revd. in part 92 F.3d 957 (9th Cr. 1996).

SPetitioners further claimthat they obtained their property
interest in the BAC | and when it was nonpermtable wetland and
effectively worthless, thus precluding the recognition of incone
upon recei pt of the interest.
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Section 1033 provides, under prescribed circunstances,* for
relief fromtaxpayers’ gains realized frominvoluntary conversion
of property. The relief provided by section 1033(a) is deferral
of the gain frominvoluntary conversion, so |long as the proceeds
are used to acquire qualified replacenent property. See, e.g.,

Wllanette Indus., Inc. v. Conm ssioner, 118 T.C. 126, 130-131

(2002) .

4Sec. 1033 provides, in pertinent part, as follows:

SEC. 1033(a). Ceneral Rule.—I1f property (as a result
of its destruction in whole or in part, theft, seizure, or
requi sition or condemmation or threat or inmnence thereof)
is conpulsorily or involuntarily converted—

* * * * * * *

(2) Conversion into noney.--l1nto noney or into
property not simlar or related in service or use
to the converted property, the gain (if any) shal
be recogni zed except to the extent hereinafter
provided in this paragraph:

(A) Nonrecognition of gain.—If the taxpayer
during the period specified in subparagraph (B)
for the purpose of replacing the property so
converted, purchases other property simlar or
related in service or use to the property so
converted, or purchases stock in the acquisition
of control of a corporation owning such other
property, at the election of the taxpayer
the gain shall be recognized only to the extent
that the anmount realized upon such conversion
(regardl ess of whether such anmount is received in
one or nore taxable years) exceeds the cost of
such other property or such stock. Such election
shall be made at such tinme and in such manner as
the Secretary may by regul ati ons prescribe. * * *
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State | aw does not convert an attorney-client relationship
into a partnership or joint venture for purposes of Federal tax

| aw. Conm ssioner v. Banks, 543 U.S. 426, 437 (2005) (stating

that no State | aws, even those that purport to give attorneys an
ownership interest in their fees, “convert the attorney from an
agent to a partner”). Accordingly, petitioners erred in
believing their fees qualified for the nonrecognition provisions
of section 1033(a), and made an underpaynent of tax in 1996.°

B. Fr audul ent | nt ent

Because direct evidence of fraud is rarely available, fraud
may be proved by circunstantial evidence and reasonabl e

i nfferences fromthe facts. Pet zol dt v. Conm ssioner, 92 T.C

661, 699 (1989). Courts have devel oped a nonexclusive |ist of
factors, or “badges of fraud”, that denonstrate fraudul ent

intent. N edringhaus v. Comm ssioner, 99 T.C 202, 211 (1992).

These badges of fraud include: (1) Understating incone, (2)
mai nt ai ni ng i nadequate records, (3) inplausible or inconsistent
expl anations of behavior, (4) conceal nent of incone or assets,
(5) failing to cooperate with tax authorities, (6) engaging in
illegal activities, (7) an intent to m slead which may be

inferred froma pattern of conduct, (8) lack of credibility of

However, for reasons discussed bel ow, our hol ding that
petitioners made an under paynent under the law as it exists today
does not mlitate in favor of determning that petitioners
intended to commt fraud in 1996.
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the taxpayer’s testinony, (9) filing false docunents, (10)
failing to file tax returns, and (11) dealing in cash. |[d.; see

also Spies v. United States, 317 U. S. 492, 499 (1943); Terrel

Equip. Co. v. Comm ssioner, 343 F.3d 478, 482 (5th Cr. 2003),

affg. T.C. Meno. 2002-217; Recklitis v. Conmm ssioner, 91 T.C.

874, 910 (1988). Although no single factor is necessarily

sufficient to establish fraud, the conbi nati on of a number of

factors constitutes persuasive evidence. N edringhaus v.

Conm ssi oner, supra at 211. Petitioners’ behavior with respect

to their income may be evaluated in the |light of these factors,
as foll ows.

(1) Understated Incone

Respondent has di sproved petitioners’ assertion that their
fees reflected an interest in the underlying BAC property.
However, this factor is mtigated by petitioners’ inclusion of
t hese proceeds on their 1996 Federal incone tax returns as funds
related to a section 1033 election. Unlike other fraud cases
where taxpayers attenpted to conceal their fees for services or
characterize themas sonething entirely different, petitioners
never characterized their fees fromthe BAC cases as anything but

fees. See, e.g., Talmage v. Comm ssioner, T.C Meno. 2008-34

(fraudul ent taxpayers attenpted to characterize their fees for

services as |oans or hide them al together).



(2) lnadequate Records

The record does not indicate that petitioners maintained
i nadequate records. To the contrary, petitioners’ client fee
agreenents and section 1033 el ection were well docunented.

(3) Plausible Behavior

Petitioners believed, because of the assertions of M.
Luki novich, that their fees represented an interest in BAC
property under Louisiana |law. M. Lukinovich believed that
petitioners possessed an interest in the BAC property because of
the acts of correction and the property sale restrictions
petitioners’ contingency fee agreenent placed on the BAC

| andowners. M. Lukinovich based his advice to petitioners on

Cot nam v. Conmm ssioner, 263 F.2d 119 (5th Cr. 1959), affg. in
part and revg. in part 28 T.C. 947 (1957), overrul ed by

Conm ssi oner v. Banks, supra, and its application to Louisiana

| aw. For purposes of exam ning fraudulent intent, it is not
necessary for us to determ ne petitioners’ specific rights to
their contingency fees in 1996 under Louisiana |aw.

Petitioners’ reliance on M. Lukinovich's assertion that
their fees represented an interest in BAC property was pl ausi bl e

given the perceived anbiguity of the law in Louisiana in 1996.°

’Before the Supreme Court’s decision in Conmn ssioner V.
Banks, 543 U. S. 426, 437 (2005), the effect of State |law on a
(continued. . .)
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Further, petitioners received affirmation of this belief when
AUSAs Marc Smith and Ann Navaro added petitioners’ names to the
list of BAC | andowners on the settl enment agreenent and act of
sale. Accordingly, we find petitioners’ behavior regarding their
contingency fees to be both plausible and consistent.

(4) Concealnent of |Incone

Petitioners did not conceal inconme or assets. The proceeds
they received fromthe BAC cases were listed on their 1996
Federal incone tax returns as being subject to a section 1033
el ecti on.

(5 Conpliance Wth Tax Oficials

Petitioners fully conplied with the audit process and al

court proceedi ngs.

5C...continued)
lawer’s right to a contingency fee was unclear. See Cotnamyv.
Comm ssi oner, 263 F.2d 119 (5th Gr. 1959), affg. in part and
revg. in part 28 T.C. 947 (1957), overrul ed by Conm ssioner v.
Banks, supra. |In Cotnam the old Court of Appeals for the Fifth
Circuit held that the anmount of the contingent fee paid out of a
judgnent to a taxpayer’s attorneys was not incone to the
taxpayer. |d. at 126. The court reasoned that a contingent fee
contract operated as a lien on the recovery under Al abama | aw,
and thus served to transfer a part of the taxpayer’s claimto the
attorneys. 1d. at 125-126. As late as 2001, other Courts of
Appeal s followed Cotnam for the proposition that State | aw
determnes the rights and interests of an attorney to a
contingency fee, particularly in the context of postjudgnent
interest. See, e.g., Foster v. United States, 249 F.3d 1275,
1279 (11th Cr. 2001), overruled by Comm ssioner v. Banks, supra;
Estate of darks v. United States, 202 F.3d 854, 857 (6th Gr.
2000), overruled in part by Conm ssioner v. Banks, supra.




(6) |Illegal Activities

Petitioners never engaged in illegal activities. None of
their clients were subject to undue influence in signing the acts
of correction, and all received the settlenent proceeds to which
they were entitl ed.

(7) Pattern of M sconduct Wth Intent To M sl ead

Petitioners did not engage in a pattern of conduct to
m slead tax authorities. As previously stated, petitioners
honestly believed they were entitled to a section 1033 el ecti on,
and their actions reflect this.

(8) Credibility of Testinony

Petitioners’ testinony was credible.

(9) False Docunents

Petitioners never intentionally filed a fal se docunent.

(10) Failing To File Tax Returns

Petitioners tinely filed their 1996 Federal incone tax
returns.

(11) Dealing in Cash

Petitioners did not deal in cash.

As a result of the paucity of badges of fraud in this case,
we find that respondent has failed to show by clear and
convi ncing evidence that petitioners filed their 1996 returns
wth the intent to evade tax. Therefore, the 3-year period of

limtations under section 6501(a) applies to petitioners’ 1996
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tax year, and respondent is barred from assessing any
deficiencies in petitioners’ tax for that year.

To reflect the foregoing,

Deci sions will be entered

for petitioners.




