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IN THE UNI TED STATES COURT OF APPEALS

FOR THE FI FTH Cl RCU T

No. 99-60074

JERRY S. PAYNE
Peti tioner- Appel | ant,

ver sus

COMM SSI ONER OF | NTERNAL REVENUE

Respondent - Appel | ee.

Appeal fromthe Decision of the
United States Tax Court

August 17, 2000
Bef ore JONES, DUHE, and WENER, Circuit Judges.
WENER, Circuit Judge:

Petitioner-Appellant Jerry S. Payne appeals an adverse
decision of the Tax Court, which awarded Respondent-Appellee
Comm ssioner of Internal Revenue (“the governnent” or “the IRS")
$438, 722 in delinquent incone taxes and penalties for tax years
1987 and 1988, plus interest. As a general rule, the I RS nust
assess taxes within three years following the date that the return
is filed. Here, the IRS did not send Payne a notice of deficiency

(an event that tolls the statute of |imtations pendi ng assessnent)



until nore than three years after he had filed his return for each
of those years. The Tax Court found, nevertheless, that the IRS s
collection action was tinely under the statutory fraud exceptionto
the three-year statute of limtations.? As it had toif it were to
determ ne taxpayer fraud, the Tax Court found the governnent’s
evidence of fraud to be clear and convincing. But in our clear
error review, we see that evidence as weak and equivocal, so that
disregarding the statute of |imtations cannot be justified on
grounds of tax fraud. The judgnent of the Tax Court is therefore
reversed and judgnent rendered in favor of Payne, granting his
petition for redetermnation of incone taxes, penalties, and
interest for 1987 and 1988 and holding that the governnent is
barred by the statute of [imtations fromcollecting anything from
Payne for those tax years.
l.
FACTS AND PROCEEDI NGS

Payne is a | awer. During the years at issue he practiced
| aw, concentrating in litigation. Payne provided extensive |egal
representation to, and eventually canme to own, a corporation called
2618, Inc. (“2618") which, as sole proprietor, operated Caligula
XXI, a topless dance club (the “club”) in Houston, Texas. Payne

also represented Gerard Helme, one of 2618 s tw equal

126 U.S.C. 8 6501(c). Unless otherwi se noted, all statutory
citations under Title 26, United States Code, are to the Interna
Revenue Code of 1986, as anended.
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sharehol ders and the club’s nmanager. Anmong ot her things, Payne
def ended Hel mMl e agai nst a crim nal charge for possession of illegal
drugs. Mdst of the operable facts of this case arise out of these
pr of essi onal representations.

At the beginning of 1987, Helme and Leo Kal antzakis each
owned one-half of the stock of 2618. As prerequisites to operating
a topless dance club in Houston, 2618 needed both (1) a I|iquor
license, technically a Mxed Beverage Permt, from the Texas
Al coholic Beverage Conmm ssion (the “TABC'), and (2) a Sexually
Oriented Business Permt (“SOB permt”) fromthe Cty of Houston
(“the CGty”). The SOB permt was required by a Houston ordi nance

passed in 1986 which provides, inter alia, that one topless dance

club cannot operate within 1,000 feet of another. The ordi nance
al so specifies that if two such dance cl ubs seeking SOB permts are
| ocated within 1000 feet of each other, a permt can be issued only
to the club that has been in operation |onger. As part of his
representation of 2618, Payne helped it apply for an SOB permt.
The club was | ocated within 1000 feet of a conpeting topless dance
est abl i shnent, however, so 2618's application for an SOB permt was
denied. The Tax Court recognized that without an SOB permt the
club’s viability was in serious doubt.

Payne filed suit against the Gty to force i ssuance of an SOB
permt to 2618. The primary issue in the suit was which club had
been in operation | onger.

Wil e that suit was proceeding in state district court, Helnle
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and Kal antzakis, had a falling out. Their dispute resulted in
litigation between 2618 and Kal ant zaki s, i n which Payne represented
the corporation. Utimately this matter was settled by Helme's
agreei ng to purchase Kal antzaki s’ s stock in 2618, whi ch woul d | eave
Hel Ml e as the corporation’ s sol e stockhol der.

By this tine, Payne had anassed substantial unpaid accounts
receivable resulting fromhis crimnal defense of Helme and his
representation of 2618 in several matters. Helnml e did not have t he
financial wherewithal either to fund his purchase of Kal antzakis’s
stock or to pay Payne’s account. The club was Helnme's sole
source of inconme, and his dispute and eventual settlenment wth
Kal ant zaki s threatened the continued exi stence of the club. Payne
was aware that the club’s survival represented his only realistic
possibility of ever recovering his fees for | egal services rendered
to Helme and to 2618. As neither Helme nor 2618 was
credi twort hy, Payne borrowed $275, 000 from Texas Guaranty Nati onal
Bank then lent that same sumto Helme, who used these funds to
purchase Kal antzakis’s stock in 2618.

Payne and Hel mMle agreed that Helm e woul d cause 2618 to nake
mont hly paynents to Payne so that he, in turn, could nmake periodic
paynments of principal and interest on the bank |loan. In essence,
Payne acted as an internediary, first in borrowing fromthe bank
and passing the | oan proceeds through to his client, and then in
receiving funds fromhis client and imredi ately disbursing those
funds to the bank that had nmade the | oan.
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HelmMe also agreed to conpensate Payne for his increased
i nvol venent in the club’s operations during this period by paying
hi m a managenent fee. Payne reported the managenent fee on his
i ncone tax returns for the years in question. He did not, however,
report the sunms that he received from his clients and then
imediately remtted to the | ender bank. As to these he took the
position that he was a nere acconmopdati on borrower and conduit
t hrough which the | oan proceeds and repaynents passed, not a party
ininterest to an incone-producing transacti on.

During the tinme that Kal antzakis owned one-half of the stock
of 2618, he had handled the renewals of the corporation’s m xed-
beverage permt from the TABC Kal ant zakis had apparently
devel oped relationships with high-level personnel at the TABC,
which helped expedite the permt renewal process. After
Kal ant zakis’s split with Hel Ml e and Hel M e’ s subsequent purchase of
Kal ant zaki s’ s st ock, however, Kal antzakis was no longer willing to
use his relationship with TABC officials for the corporation’s
benefit. In fact, there are allegations that Kal antzakis | obbied
his contacts at the TABC to deny renewal of 2618 s m xed- beverage
permt. Payne contends that ultimately, through its relationship
w th Kal ant zaki s, the TABC | earned that crim nal drug charges were
pendi ng against Helme. This pronpted the head of enforcenent for
the TABC to determ ne that, because Helm e was the sole owner of
2618, its m xed-beverage permt should not be renewed.

Payne counsel ed Helml e that his best solution was to sell the
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cl ub. HelmMle agreed and authorized Payne to find a buyer.
Unfortunately for Helm e, though, all potential buyers that Payne
contacted lost interest when they discovered that the Cty had
denied the club’s application for an SOB |icense and that the TABC
was refusing to renew the club’s m xed-beverage permt.

After trying unsuccessfully to preserve any going-concern
val ue that the club m ght have (apparently at this point, there was
little or none), Payne forecl osed on encunbrances of 2618 s assets
that he held as security for unpaid |egal fees. Specifically,
Payne forecl osed on the corporation’s (1) |l easehold interest in the
building in which the club operated, (2) furniture, furnishings,
fixtures, and | easehol d i nprovenents in the building, and (3) right
to use the nanme Caligula XXI. Payne concluded that the assets he
forecl osed on had a fair market val ue of $35,000 and reported this
anount as incone on his federal incone tax return. Payne |eased
the assets back to 2618 in the hope that the liquor |icense and SOB
permt woul d be i ssued, which should make it possible for Hel mMe or
2618 to pay the remaining |l egal fees owed to Payne.

After they failed to find a buyer for the club and determ ned
that the reason the TABC woul d not i ssue a m xed-beverage permt to
2618 was the crimnal charges pending against Helnme, Payne and
HelmMle enbarked on a new strategy to secure a m xed-beverage
permt: They entered into a conditional stock-purchase agreenent
under which Payne agreed to buy all issued and outstanding 2618
stock fromHelnme in consideration of Payne’s $500, 000 note, when
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and if 2618 secured a m xed-beverage permt. Payne reasoned that
when the TABC realized that its issuance of a permt to the club
woul d term nate Hel m e’ s ownershi p, the TABC woul d grant the m xed-
beverage permt. Payne negotiated wth the TABC for the renewal of
the club’s permt, but when these negotiations broke down he filed
suit against the TABC. The |lawsuit was ultimately settl ed when the
TABC agreed to issue the club a m xed-beverage permt. Thi s
satisfied the condition precedent in the stock purchase agreenent
between Helml e and Payne, causing the stock to be transferred to
Payne i n exchange for his note and nmaki ng hi mthe sol e sharehol der
of 2618.

Shortly after the stock was transferred to Payne, Helnle
agreed to reduce the sum due on Payne’s note from $500,000 to
$300, 000. Even so, Payne never made any paynents on the note.

The Tax Court found the credit sale of the stock fromHelme
to Payne to be a shamtransaction, and reclassified the transfer of
the stock fromHelmMe to Payne as an i n-ki nd paynent for past |egal
servi ces. On appeal, Payne does not contest the Tax Court’s
characterization of the transaction as a paynent in-kind for |egal
fees. Rather, he contends that the 2618 stock was worthl ess at the
time he received it from Helnle. As such, urges Payne, he was
correct in concluding that he need not report receipt of the
val uel ess stock as incone fromhis |aw practi ce.

Payne based his concl usion of worthl essness on the specter of
the litigation that was then pending between 2618 and the Cty
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concerning the denial of the club’s SOB permt. Wthout an SOB
permt the club could not operate; and, in Payne s considered
pr of essi onal opinion, 2618 s odds of success in that suit were
abysnmal . Furthernore, the liquor |icense was the corporation’s
only significant asset; it had no SOB permt and no | onger owned
(1) its leasehold interest in the only location where it was
licensed to sell liquor, (2) the | easehold inprovenents needed to
conduct the dance club operations, or (3) the trade nane under
whi ch the cl ub operated. Those assets had | ong since been lost to
Payne through foreclosure, a transaction on which Payne had
reported incone. |In Payne's estimation, these factors conbined to
render the stock worthless on the date he acquired it.

The I RS prosecuted Payne for crimnal tax fraud on facts
arising fromessentially the sane transactions that are at issue in
this case —and Payne was acquitted. During the pendency of the
crimnal tax prosecution, Payne filed a civil suit against the IRS
for divulging confidential tax information during its crimnal
i nvestigation. Payne's civil suit against the IRS resulted in a
$1.7 mllion judgnent for Payne. The government’s appeal of that
decision is currently pending before this court.

.
ANALYSI S

A. Jurisdiction and Standard of Review

We have jurisdiction to review decisions of the Tax Court



pursuant to |.R C 8§ 7482. W review such decisions “in the sane
manner and to the sane extent as decisions of the district courts
incivil actions tried without a jury.”2 Accordingly, findings of
fact are reviewed for clear error and conclusions of |aw are
revi ewed de novo.?3

B. Statute of Limtations

This appeal is governed by 8 6501 of the Internal Revenue
Code. Subsection (a) of 8§ 6501 proclainms the general rule that
“the anmount of any tax inposed by this title [Title 26, U S. C.]
shall be assessed within 3 years after the return was filed,”
otherwi se any collection effort by the governnent shall be tine
barred. As the three-year period set forth in 8 6501(a) is tolled
by the i ssuance of a statutory notice of deficiency,* that general
rule of limtation can be rephrased to read: Unless a statutory
notice of deficiency is sent to the taxpayer within 3 years after
the return was filed, the governnent’s collection effort shall be
time barred.

In this case, the governnent sent the statutory notices of
deficiency for both 1987 and 1988 nore than three years after Payne

had filed his returns for those years. Thus, unless an exception

2l R C. 8§ 7482(a). See also Conm ssioner v. MCoy, 484 U. S
3, 6 (1987).

SFed. R Civ. P. 52(a); Sealy Power Ltd. v. Conmm ssioner, 46
F.3d 382, 385 (5th Cr. 1995).

4§ 6503(a) .



to the three-year |limtations period is applicable, notices of
deficiency were issued too | ate, and the governnent is barred from
collecting the tax deficiencies, penalties, and interest it now
asserts.

The only exception to the general three-year limtations rule
of 8 6501(a) that is inplicated in this appeal is 8§ 6501(c)’s
statutory tax fraud exception, which provides: “In the case of a
false or fraudulent return with the intent to evade tax, the tax
may be assessed, or a proceeding in court for collection of such
tax may be begun w thout assessnent, at any tinme.” The burden of
proving fraud is on the governnent.® To satisfy its burden, the

gover nnment nust prove, by clear and convincing evidence, that at

| east sonme portion of the asserted underpaynent of tax is the
result of fraud.® |f the governnent carries this high burden with
respect to any part of the underpaynent, “the entire underpaynent
shal|l be treated as attributable to fraud, except with respect to
any portion that the taxpayer establishes (by a preponderance of
the evidence) is not attributable to fraud.”’” W have defined

fraud in the followng terns: “Fraud i nplies bad faith, intentional

°§ 7453(a) (“In any proceeding involving the i ssue whet her the
petitioner has been guilty of fraud with the intent to evade tax,
the burden of proof in respect of such issue shall be upon the
Secretary”).

6See, e.q., Webb v. Conmi ssioner, 394 F.2d 366, 377 (5th Cr
1968) .

'8 6653(b)(2) (1988). 1In 1989, this provision was recodified
as 8§ 6663(b).
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wrongdoi ng and a sinister notive. It is never inputed or presuned
and the court should not sustain findings of fraud upon
circunstances which at nobst create only suspicion.”® Fraud is
usual ly inferred from*®“conduct, the likely effect of which woul d be
to mslead or conceal.”?®

As a general rule, the governnent’s determ nation of a tax
deficiency is presunptively correct. A consequence of this
presunption is that the taxpayer bears the burden of proving that
t he governnent’s determ nation is incorrect or arbitrary.® W and
ot her courts have hel d, however, that when the governnent relies on
an exception to the three-year statute of limtations, it bears the
burden of proving its entitlenent torely on that exception.! This
means that al one the general presunption of the correctness of the
governnent’s deficiency determ nation cannot serve to establish
fraud on the part of the taxpayer; proof of fraud remains the
burden of the governnent. |Indeed, to hold otherwise would be to
ignore the statute and the related case |law that inpose on the

governnent the burden of proving fraud by clear and convincing

8Webb, 394 F.2d at 377.
°Spies v. United States, 317 U. S. 492, 499 (1943).

OUnited States v. Janis, 428 U. S. 433, 440-41 (1976); Tax C
R 142(a); 14 Mertens, Law of Federal Incone Taxation § 50:437
p. 50-399 (April 2000 rev. ed.).

UArmes, 448 F.2d at 974 (governnent nust prove substantia
om ssion from gross incone by a preponderance of the evidence);
Drieborg v. Conmi ssioner, 225 F.2d 216, 218 (6th Cr. 1955)
(governnent must prove fraud by clear and convincing evi dence).
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evi dence. > There nust be additional evidence, independent of the

general presunption of correctness, fromwhich fraudul ent intent on

the part of the taxpayer can be properly inferred.

The governnent asserts that its nost conpelling evidence of

fraud — and therefore the evidence nost likely to surnmount the
cl ear and convincing evidence threshold —Ilies in the 2618 stock
transfer from Helme to Payne. Before the Tax Court, the

governnent introduced an expert report that apprai sed the stock at
$1.14 mllion as of the date of the transaction. This conclusion
was expressly predicated on the expert’s assunption that 2618 woul d
continue to operate a topless club “indefinitely.” That
assunption, however, was directly contrary to the facts as they
existed on the date Payne acquired the stock, the only date
relevant to the appraisal. At that tinme, the Cty was steadfastly
refusing to grant 2618 an SOB permt, which all concede was an
absol ute necessity if the club was to continue operating.

Aware of this flaw in the expert’s analysis, the Tax Court
“conclude[d] that [the government’s] expert’'s [$1.14 mllion]
val uation for the stock of [2618] should be reduced by a di scount
of 50 percent to reflect the risks associated with the litigation
over the [SOB license].” In essence, the court began by agreeing

with the governnment expert that, with the SOB |icense, the stock

12§ 7454; ol dberg v. Commi ssioner, 239 F.2d 316, 320 (5th Cir
1956) .

3Dri eborg, 225 F.2d at 218.
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was worth $1.14 mllion and concluding that, w thout that |icense,
the stock was worthl ess. Then sinplistically — w thout any
anal ysis or expert evidence of the odds of success in the |icense
litigation — the Court arbitrarily split the difference.
Consequently, the Tax Court found the stock’s value, at the tine
Payne received it, to be $570,000, exactly half-way between zero
and $1.14 mllion. The Tax Court then junped directly to its
ultimate conclusion that Payne’'s “failure to report any anount as
incone in connection with his receipt of the stock was part of
[ hi s] fraudul ent conduct.”

For the followng reasons we find clearly erroneous the Tax
Court’s conclusion that Payne’'s failure to report the stock
transfer fromHelme is clear and convincing proof of fraudul ent
intent. First, we are skeptical of the Tax Court’s concl usiona
finding that, at the tinme the stock was transferred to Payne, there
was a 50 percent chance that 2618 would win the litigation and get
the SOB permt. Payne assigned a far smaller chance that this
woul d be the outconme of the suit; and it seens to us that, as the
attorney representing 2618 in that ongoing litigation, Payne was in
the best position to assess 2618 s chances. But even if we were to
di sregard Payne’s opinion as incredible, we cannot disregard the
governnent’s failure to adduce evidence, expert or otherw se, on
this question. Qur review of the record reveals no evidence that
we see as probative on this point.

Second, the Tax Court’s analysis is predicated on the
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concl usi ons of the governnent’s expert as announced in his report.
We have examined this report and find that it contains interna
flaws not discussed by the Tax Court. For exanple, the report
included the following qualification: “The subject assets,
properties or business interests are appraised free and cl ear of
any or all liens or encunbrances . . . .” Based in part on this
statenent and in part on other indicia in the report, we are
convi nced that the expert was appraising not only the goi ng concern
val ue of 2618 s business with licenses in place, but was also
assigning value to the corporation with its |ease, |easehold
i nprovenents, and trade nane in place, specifically, the | easehold
interest in the building where the club operated, the furniture,
fixtures, equi pnent, and the | easehol d i nprovenents used i n nightly
operations, and the Caligula XX nane. As we previously noted,
t hough, Payne had al ready forecl osed on those assets in a separate
transaction nonths earlier, one on which he reported incone and to
which neither the Tax Court nor the governnent has ascribed
fraudul ent intent. It is fallacious, therefore, to treat the
assets lost by 2618 through foreclosure as contributing to the
val ue of the stock on the date, nonths later, that it was acquired
by Payne in an entirely separate transaction. Even with an SOB
permt, how could 2618 operate the club without its trade nane, the
only location fromwhich it was authorized to conduct its dance and

liquor business, and its furniture, fixtures and |easehold
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i mprovenent s?4

Third, the Tax Court’s analysis fails to take i nto account the
del ay and expense associated with litigating the licensure issue
wth the Gty. The governnent’s expert’s report qualified its
conclusion that if the club were to operate indefinitely its val ue
was $1.14 mllion; the expert opined that the club’ s value was

$1.14 mllion “net of any costs associated with renoving any

i npedi nents preventing operation as a topless club. Such costs

woul d be expected to include | eqal fees and associ ated costs.” The

report went on to explain that two “key paraneters need to be
assessed with respect” to its projection of val ue:

[1] the | egal avenues avail able to contest cl osure under
the [SOB] ordinance and [2] the cost of pursuing such
remedies. At this time, we believe the esti mate of these
paraneters woul d necessarily have been specul ative as of
t he val uation date. W have not reviewed i nformati on or
conduct ed di scussions with individuals who coul d provide
reliable analyses of the relevant legal issues and
correspondi ng costs. As a result, we have not drawn a
conclusion with respect to these specific circunstances.

Despite this significant and substantial qualification in the
expert’s report, the governnent did not offer evidence regarding

t hese “key paraneters” and the Tax Court did not reduce the $1.14

4The governnent urged both before the Tax Court and on appeal
that Payne’s representations to third parties that the club had a
value in the mllions constituted evidence that he perpetrated tax
fraud when he did not report receipt of the stock as incone. W
note, however, that all of Payne’ s representations cited by the
governnent were prem sed on the assunption that the SOB permt
woul d be issued, which had not occurred at the tinme of the stock
transfer, and that these ot her busi ness assets were still owned by
the corporation. These representations do not, therefore,
constitute evidence of fraud.
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mllion estimate toreflect the negative effect these factors m ght
have on the price a willing buyer would pay for the stock.

Taken together, the foregoing shortcomngs in the Tax Court’s
anal ysis and the expert report on which it relied conpel us to
conclude that the Tax Court’s finding on valuation is not supported
by the record. Essentially, the Tax Court began with a val ue that
was too high because it ignored the costs of litigating the SOB
i censure, and because it included the assets on which Payne had
al ready foreclosed. The court then discounted this inflated figure
by 50 percent “to reflect the risks associated with |litigation”
over the SOB permit. W find no evidence in the record supporting
the Tax Court’s conclusion that 50 percent was an appropriate
di scount. The product of the inflated value and the arbitrary —
and |likely excessive — odds that the Tax Court assigned to a
favorabl e outcone, i.e., to the issuance of an SOB permt, yield a
conclusion as to the value of 2618's stock that we find untenabl e.

The Tax Court noted that its $570,000 val uation concl usion
approxi mated the anmount of Payne’s outstanding legal bills with
2618 and Helme at the tinme of the stock transfer, and suggested
that this “further supported or corroborated” the determ nation
that the stock was worth $570, 000 when Payne acquired it. The
record indicates, however, that Hel mMe was not creditworthy at the
time of the stock transfer, and had proved hinself unable to remt
paynment for |egal services to Payne in atinely fashion, if at all.
W agree with the Tax Court that if an attorney and his
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creditworthy client had arranged an arns-length in-kind paynent,

the val ue of the property transferred i n paynent shoul d approxi mate
the value of the legal services for which paynent is being nmade.
But this logic breaks down when, as here, the client is not
creditworthy and, indeed, has no other assets: An attorney with a
subst anti al account receivabl e owed by an i nsol vent client may well
have an account receivable with a value of zero. Any such creditor
islikely to accept even val uel ess assets when essentially “witing
off” a receivable froman insolvent debtor. W cannot agree with
the Tax Court that the amount Helme owed Payne supports the
court’s valuation of the 2618 st ock.

Per haps the Tax Court concluded that, because the $500, 000
note that Payne gave to Helme in exchange for the stock was a
sham it constituted evidence of fraudulent intent. And, if the
court did so conclude, it my well have been correct. But any
fraud associated with that el enent of the transaction was just as
likely if not nore likely directed at sone other party —e.g., the
City or the TABC® — as at the IRS. Consequently, even if we
assune arguendo that the sham credit sale m ght constitute clear

and convincing evidence of fraud, it is not clear and convincing

There is no dispute that Helm e’'s ownership of 2618 i npeded
its ability to secure licenses and permts from these agencies;
however, it is likely that if Helme nerely transferred nom na
title to Payne, his attorney, for no consideration, the transfer
woul d have been viewed as a nullity by these agenci es and woul d not
have achieved its stated purpose —facilitating |icensure of the
cl ub.
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evi dence of tax fraud.

There is no direct evidence in the record of any deceptive or
evasi ve conduct by Payne. The governnent argues, neverthel ess,
that Payne’s fraudulent intent could be inferred fromhis failure
to report inconme stenmng fromthe stock transfer. To infer fraud
from this transaction, though, one first has to accept the
conclusion that the stock had value when Payne received it, a
concl usi on about which we are dubi ous.

Even if we assune for purposes of argunent that the Tax Court
did not clearly err when it determned that the stock had
substantial value at the tine Payne received it, we are
nevertheless left with the firmconviction that the court clearly
erred when it concluded that this transaction and Payne’s om ssion
of its value fromhis tax return constitute clear and convincing
evi dence of fraud. “The fraud neant is actual, intentional
wrongdoi ng, and the intent required is the specific purpose to
evade a tax believed to be owing.” Payne's explanation is that
he believed the stock to be worthless, and we find his explanation
to be plausible — at l|east as plausible as the governnent’s
conpeti ng explanation that (1) the stock had substantial val ue when
Payne received it, and (2) that Payne knew this and thus believed
he owed tax but did not report it.

The question before us is whether the Tax Court conmtted

M tchell v. Conm ssioner, 118 F.2d 308, 310 (5th Cr. 1941).
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clear error when it found that the governnent proved the fact of
fraud by clear and convincing evidence. “Afinding is ‘clearly
erroneous’ when although there is evidence to support it, the
reviewing court on the entire evidence is left with the definite
and firmconviction that a m stake has been conmtted.”! Judged
against this standard, we find clearly erroneous the Tax Court’s
determ nation that the governnent proved fraud by clear and
convi nci ng evi dence.

As we observed, the governnent asserts that Payne’'s return
position on the stock transfer presents its strongest case for tax
fraud. Consequently, if the evidence about that transaction fails
to surnount the clear and convincing evidentiary hurdle, then a
fortiori the evidence about other transactions in which Payne was
i nvol ved, proffered by the governnent to support its contention of
fraudul ent intent, nmust also fail. As the possibility neverthel ess
remains that the cunulative effect of all of the governnent’s
evidence could constitute clear and convincing evidence of tax
fraud, we have closely scrutinized the entire record in search of
evidence of fraud that m ght enhance the evidence that we have
di scussed. Qur review of the record only serves to reinforce our
conclusion that the Tax Court clearly erred in finding that the
governnent proved fraud by <clear and convincing evidence.

Accordingly, we are constrained to reverse the Tax Court’s

"Commi ssioner v. Duberstein, 363 U S. 278, 291 (1960).
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determ nation that Payne filed his tax returns wth fraudul ent
intent. Consequently, the statutory fraud exception to the three-
year statute of [imtations is not avail able to the governnent. As
t he governnent’ s deficiency notices for 1987 and 1988 were not duly
furni shed within the applicable three-year period under the statute
of limtations provided in 8 6501(a), collection of additional
taxes, penalties, and interest for those years is tine barred. The
Tax Court therefore erred reversibly in applying the statutory
fraud exception of 8§ 6501(c) and denying Payne’s petition for
redeterm nation of taxes, penalties, and i nterest assessed pursuant
to those tardy notices of deficiency.
L1,
CONCLUSI ON

The expansive record in this case certainly denonstrates that
Payne has no acunen for keeping orderly records of his financial
deal i ngs; and we synpathize with the governnent and the Tax Court
for the difficulty they faced in reconstructing Payne’s financi al
affairs and then attenpting to determne their tax consequences.
In addition, we are aware that, in sonme cases, poor record keeping
has been deened indicative of fraud. But, as thereis little else
inthis record to suggest that Payne had direct fraudul ent intent,
his deficiency in record keeping is not sufficient to sustain the
governnent’s burden of proving fraud to the required degree.

At bottom the conpeting contentions of the parties are
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obvi ous. Payne insists that, for the years in question, his
al | owabl e deductions exceeded his taxable incone and, believing
that he would not owe any taxes, he paid little attention to the
preparation of his returns. In contrast, the governnent urges that
when Payne prepared and filed his returns, he did so with the
intention of understating his incone tax liability. Despite our
pai nstaki ng revi ew of the record, we are unable to determ ne which
of these conpeting positions nore closely conports with reality.
We are able to determ ne fromour record review, however, that the
governnent has failed to support its version with evidence any nore
convi ncing than the evidence that Payne has adduced in support of
his version. This evidentiary equi poise results in a draw, |eaving
us with the firmconviction that the governnment has failed to carry
its burden of proving fraud by the hei ghtened clear and convi nci ng
standard. W hold, therefore, that the Tax Court erred reversibly
in allowwing the statutory fraud exception to prevail over the
three-year statute of limtations.

The judgnment of the Tax Court is reversed for the foregoing
reasons and judgnent rendered in favor of Payne, granting his
petition for redetermnation and holding that the governnment is
time barred from collecting additional taxes, penalties, and
interest from Payne for his tax years of 1987 and 1988.

REVERSED and RENDERED
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