 SEQ CHAPTER \h \r 1Rule 404(b)
 

Other instances of efforts to understate income in prior years not before the court (in subsequent years not before the court).
 

Criminal conviction of one of the owners for tax fraud for the same year.
 

Rule 405
 

Testimony about the reputation of the owner for being frugal.
 

Rule 406
 

The practice of the owners to always do estimates.
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Witness:  Taxpayer Chiate (should we change the name?)

404(b)

Govt:  Could you state your name please

Witness:  I’m John Chiate.  I’m the owner of DAK Corporation, and we primarily run a business called Moonshadows out on the Pacific Coast highway.  

Govt:  We are dealing with the tax year 2008, but you started in the restaurant business in 2000, right?  

Witness:   Yes.  Before Moonshadows, back in 2000, I ran a restaurant called The Speakeasy in a strip mall in Thousand Oaks.  I had that restaurant for several years.  

Govt:  The Speakeasy had its own set of tax problems, didn’t it?  

Taxpayer:  Objection.  Rule 404(b) provides that evidence of other wrongs or acts is not admissible to prove the character of a person in order to show action in conformity therewith.  Your Honor, if The Speakeasy had tax problems years ago, it is not relevant, and it can’t be used to show that the taxpayer is inclined to underpay his taxes.  

Govt:
Your Honor, the taxpayer only mentioned the first sentence of 404(b).  The second sentence provides that such evidence may be admissible for other purposes, such as proof of motive, opportunity, intent, preparation, plan, knowledge, identity, or absence of mistake or accident.  Taxpayer’s tax problems with The Speakeasy were very similar to the problems he has here.  In 2004 the taxpayer was sent a 30 day letter that proposed an increase in his tax liability due to his failure to report income from one of his cash registers at the bar that serviced the waiters working tables in the restaurant.  Taxpayer resolved that matter at appeals, and he agreed to 85 percent of the proposed income.  It is clear that the taxpayer had the intent and plan to do the same thing in 2008.  

Taxpayer:  No, your Honor.  The government is attempting to use the 2004 incident in an improper manner.  In that case the bar manager was stealing from the restaurant.  Taxpayer didn’t report the income because he didn’t know about it.  In this case, the government is trying to charge the taxpayer with income that he not only didn’t know about, but income that he never received.  The restaurant’s method of accounting for its bar sales may have been somewhat unconventional, but it is an entirely different situation.  

Govt, to the witness:  Did you fire that bar manager?  

Witness:  I wanted to, but he’s really a smart guy.  It’s hard to find good help.  He promised never to do it again.  And he’s kept his word.  He did spend a lot of time developing my current accounting system at Moonshadows.  

Govt:  Your Honor.  It is essentially the same scheme.  He used the same bar manager.  It involved a cash register in the bar.  

Judge:  [ruling]

continuing, but on questioning from taxpayer’s own attorney:

Taxpayer:  Mr. Chiate, how did you determine the portion of receipts on the bar register that were also included on the main restaurant cash register?  In other words, how did you determine the amounts that had been double counted?  

Chiate:  We had to estimate them. 

Taxpayer:  Well, the government is concerned that your estimates are unreliable.  Do you have any other experience in making estimates?  

Chiate:  We routinely make estimates during the course of our business.  

Taxpayer:  How’s that?  

Chiate:  For example, each month we estimate the average number of drinks that a drinking client has during a stay in our bar.  There is no exact way to figure this out.  Some clients pay for each drink.  Others run a tab.  And many groups have people in them that don’t drink.  Yet a big portion of our profit is based on alcohol sales.  So if our bartenders and waiters can plow just one more drink into each drinking client, our profits would go up 12 percent.  That is a staggering number, which, coincidently, is closely tied to the amount of staggering that our customers do.  But that is another story.  So we give a bonus to our entire staff if the monthly average exceeds three drinks per client.  And in order to come up with that number, we have to make some estimates.  That’s just one example.  I could list three or four others.  But in our current tax case, we had to estimate the number of double charges that show up on our cash registers, and I’m confident that our established habit of making accurate estimates makes our estimate here seem pretty scientific.  

Govt:  Objection.  Rule 406 allows evidence of habits of the routine practice of an organization, but that isn’t what is happening here.   There are plenty of cases involving habit, but Rule 406 limits them to prove that the conduct of the organization conforms with what that habit is.  For example, if a business owner can’t remember mailing an envelope 3 years ago, he does know that he collects his outgoing mail in a box, and each Friday at 3 o’clock he goes to the post office and mails them.  That is a habit, and it might show that, even though he doesn’t remember going to the post office on that day 3 years ago, it is very likely that he did, given his habit.  The habit of the taxpayer to create estimates is not what Rule 406 has in mind.  

Skit 2:  

Judge Dinan
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Witness:  Dr. Shlens 

Witness:  Dr. Shlens

Govt:  Dr. Schens, why did you hire Ms. Groom.  

Shlens:  Well, I believed that the fair value of the property was about $150,000 per year.  But I recognized that a new restaurant needed some time to get established.  So we negotiated a lease, Mr. Kelson and I, that had a $120,000 minimum payment, but could increase when revenues reached a certain point.  When I negotiated the lease, I had projected that the gross revenues of the restaurant would exceed the threshold in the second year, and I was expecting to make $150,000 per year.  But the restaurant went three years without breaking that threshold.  And Kelson sold his business to Mr. Chiate and his silent partner, Mr. X.  

Govt:  So what happened next.  

Shens:  Well, Ms. Groom and I are long time acquaintances, and I was suspicious.  So I asked her to look into it.  

Govt:  What did she find.  

Shens:  Well, she has pretty good sources, and the first thing she found was that Mr. X was under criminal investigation due to a scheme he was running at a different restaurant where the proceeds from one register were not being reported.  And I followed that case very closely.  He was convicted about 3 months ago.  

Taxpayer:  Objection, your honor.  This is a criminal conviction of a minority shareholder that has nothing to do with this restaurant or this taxpayer, and it has nothing to do with the taxes at issue in this case.  

Judge:  Sustained.  

Skit 3:  

Judge Dinan

Taxpayer Attorney:  

Government Attorney:  

Witness:  Ms. Groom

Govt Atty:
Ms Groom, could you give us a brief background

Groom:  I have a double major from State University in Accounting and Criminal Justice.  After State University, I went to work for a Big 8 accounting firm, and while there I got my CPA.  I left Big 8 several years ago, back when there still was a Big 8,  and started my own firm.  I specialize in forensic accounting.  I’ve known Dr. Shens for many years, and he hired me when he became suspicious of some tenants in his building.  

Govt Atty:  What did you do?  

Groom:  I was given copies of summaries of the restaurant’s books and records.  And I also talked to a number of associates and former associates of Mr. Chiate.  

Govt Atty:  Why did you speak with associates and former associates?  

Groom:  Well, I couldn’t reconcile the summaries with the business’s records, which were sort of a mess, and I wasn’t sure how to go about my investigation, so I thought that some associates, and especially former associates might give me some insight.  

Govt Atty:  What did you learn?  

Groom:  It was pretty stunning.  First, many of his current associates gave very vague and evasive answers to my general questions.  It gave me an eerie feeling.  Then, the picture that emerged when I spoke with former associates was quite clear.  

Govt Atty:  What was that picture?  

Groom:  Well, they all used the word frugal. And usually it had an adverb of some sort in front of it, like “unusually” or “extremely” or “obsessively” or “criminally.”  They all said he would stop at nothing to save money, whether it be something like splicing into the next door business’s cable tv line, watering down the whiskey, or cooking the books to lower his tax bill.  So when I heard this, I knew I couldn’t rely on the summaries, and that I probably couldn’t even rely on the records without some other type of support.  

Taxpayer:
Objection.  [explain]

Judge:  [ruling?]  

[This is from the Johnson Ford v. Commissioner case (TC Memo 1987-523), cited in the evidence article:  

Prior to considering the substantive issue in this case, we must consider petitioner's objection to the testimony of McAdams with regard to Johnson's business reputation.

McAdams testified that during his investigation he spoke to a number of business and personal acquaintances of Johnson, as well as employees of Johnson Ford, who expressed opinions as to Johnson's personal and business integrity. Some of those with whom he spoke characterized Johnson, in McAdams' words, as ‘obsessively frugal and that if there's any way he could make a dollar, he would do it.‘ McAdams also testified as to Johnson's allegedly demanding entitlement to a part of cash awards received by salesmen from sales contests. Petitioner contends that McAdams' testimony is irrelevant and constitutes hearsay.

Generally, ‘evidence of a person's character or a trait of his character is not admissible for the purpose of proving that he acted in conformity therewith on a particular occasion.‘ Rule 404(a), Federal Rules of Evidence. However, evidence of other crimes, wrongs or acts is admissible for purposes of proving intent or plan. Rule 404(b), Federal Rules of Evidence. Evidence is admissible in close cases and must be clearly more prejudicial than probative to be excluded. S. Saltzburg & K. Redden, Federal Rules of Evidence Manual 184 (4th ed. 1986).

Testimony regarding the business reputation of a party may be pertinent to the determination of character. To this end, evidence as to the reputation of an individual among his associates or in the community at large is excepted from the operation of the hearsay rule. Rules 405, 803(21), Federal Rules of Evidence.

As our determination of whether fraudulent intent existed at the corporate level hinges upon whether fraudulent intent existed in the acts and intentions of a corporate officer acting on behalf of the corporation, we find the testimony of McAdams to be relevant and material and, on balance, more probative than prejudicial. FN7 Thus, as to Johnson's business reputation, the testimony will be considered.]

Script on Rule 408 - The revenue agent proposed a settlement that had a lesser understatement of income
Mr. Cheat: I have a proffer of evidence.  Based on informal discovery, I believe Respondent will object to the proffered testimony, so we would like the Court to consider the issue before the witness testifies.  
Judge Dinan:  Alright, let me hear your proffer.  And then I invite Respondent to object and you to respond.
Mr. Cheat:  I intend to elicit testimony from Revenue Agent Caprio about his proposed settlement of the understatement of income issue during the examination at a much lower figure than that in the deficiency notice.  
Respondent’s Counsel:  Well, your Honor, this proffer is objectionable on its face under Rule 408.  Under that rule, a statement made in the course of settlement discussions cannot be used to prove the invalidity of a claim or the amount of a claim.  Mr. Cheat is trying undermine the validity of the amount in the deficiency notice merely because the Agent was willing to consider a lower figure to resolve the matter short of litigation.
Mr. Cheat:  Your Honor, as you know, revenue agents are not authorized to settle issues based on litigation hazards.  Respondent’s own procedural regulations make it clear that only the Appeals Division is authorized to settle cases.  Revenue agents are supposed to raise issues or not raise issues as warranted by the facts and law.  

Respondent’s Counsel:  As you may be aware, taxpayers frequently resolve issues based on settlements essentially negotiated with the Examination Division.  Respondent’s procedural regulations are not binding on this Court.  Mr. Caprio will make clear that the substance of his discussions with Mr. Cheat was settlement.
Mr. Cheat:  We disagree as to the substance of that discussion.  But even if Respondent’s counsel is correct about the substance of the conversation, the objection cannot be sustained for another reason.  The lower figure was first discussed in the context of a Form 5701, Notice of Proposed Deficiency that the revenue agent was considering issuing.  Agent Caprio will confirm that the first mention of the number occurred outside any discussion of settlement.
Respondent’s Counsel:   That NOPA was never issued.  Regardless of whether there was any prior mention of a lower number, the statement that Agent Caprio testified to occurred in the context of a settlement discussion. 
How should Judge Dinan rule?
Mr. Chiate:   I would like to call Revenue Agent Caprio to the stand.

(RA Caprio is sworn in as a witness.)

Mr. Chiate:   Revenue Agent Caprio, isn’t it true that the IRS settled a case with the identical issue with DAK, Inc. for years prior to the current years at issue---and the IRS did not assert the fraud penalty in the settlement?

Respondent’s Counsel:  I object!

Judge Dinan:  What is the basis for your objection, Counsel?

Respondent’s  Counsel:  Under Rule 408 of the Federal Rules of Evidence, evidence with respect to an offer to compromise a claim, either as to validity or amount, is inadmissible.  It is well settled that an offer by a party to compromise made in settlement negotiations is inadmissible if the testimony is offered to prove liability.   Certainly it appears that Mr. Chiate is asking this question to prove that Petitioner should not be liable for the fraud penalty.

Judge Dinan:  Mr. Chiate, what is the point of your question to Revenue Agent Caprio?

Mr. Chiate:  DAK, Inc. and its officers and directors didn’t have any intent to commit fraud, or to understate the income of his business.   I just wanted to get Agent Caprio to admit that he agrees that there was no fraud here.   Since the prior settlement was for different years and the IRS conceded the fraud penalty, it seems as if that is good evidence that fraudulent intent was not present in the years currently before the Court.  The factual issues regarding the understatement of income are the same.  Rule 408 doesn’t say anything about a prior year’s settlement.

Judge Dinan:     I will sustain the objection.  This Court has previously considered this issue regarding whether a settlement reached in earlier years could be considered in litigation regarding the later years.  This Court said no.   In  Hendricks v. Commissioner, T.C.Memo 2001-299, Chief Judge Colvin ruled that a prior year’s settlement would not be considered, citing to the authority in Rule 408.  Mr. Chiate, did you have additional questions to ask of this witness?

Mr. Chiate:  No, your Honor…..   (?---could continue with another line of questioning)

Rule 410

[For purposes of this next part, we will assume that the Petitioner is Mr. Chiate—not the restaurant.  He has been assessed a deficiency involving unreported income from his dealings with the restaurant, and, like with our former scenarios, he has testified on the restaurant's unreported income for the tax year in question as part of his individual trial.]

Judge Dinan:  I understand there are a few matters we need to address today before we continue with the trial.  I see here there is an evidentiary issue that the parties would like to resolve at this time.  Respondent, we'll start with you.  What's this all about?
Respondent’s Counsel:  Thank you, your honor.  Petitioner, Mr. Chiate,  has previously testified concerning his unreported income for the year.  We plan to present into evidence a certified copy of the conviction of Petitioner that resulted from a criminal tax case in 1999.  The certified copy of Mr. Chiate's plea will show that 12 years ago, Mr. Chiate pled nolo contendere to a charge of income tax evasion under section 7201.  We understand, however, that opposing counsel has an issue with our plan to request the admission of this conviction into evidence.

Judge Dinan:  I would imagine opposing counsel has something to say about it.  Counselor?

Petitioner’s Counsel:  Yes, your honor, the Petitioner objects to the admission of this evidence.  The Government is seeking to introduce evidence of Mr. Chiate's plea of nolo contendere in an unrelated proceeding that occurred over a decade ago.  Federal Rule of Evidence 410 explicitly excludes such evidence from admission.  The language could not be more clear: A plea of nolo contendere "is not, in any civil or criminal proceeding, admissible against the defendant who made the plea."  
Judge Dinan:  I certainly need to know more about Respondent's rationale for submitting this evidence before making a decision.  Counsel?

Respondent’s Counsel:  Your honor, opposing counsel has not told the whole story of the facts of this case.  There are two grounds on which this evidence may be introduced.  First, even if Rule 410 is relevant as Petitioner claims, we are offering this evidence for the limited purpose of impeaching Mr. Chiate as a witness.  The prosecutor in the criminal case told Petitioner when nolo contendere discussions were begun that Petitioner would have to agree that any statements he made during the meeting could be used to impeach any contradictory testimony he might give.  In United States v. Mezzanatto, the Supreme Court ruled that an agreement to waive the Rule 410’s exclusionary provisions is valid and enforceable.  Therefore, Petitioner’s waiver of his right to assert the protection of Rule 410 is valid.

Judge Dinan:  Opposing counsel.  Do you have a response to this first argument?

Petitioner’s Counsel:  Yes your honor.  The Supreme Court ruled in United States v. Mezzanatto that these waiver agreements would only be enforceable if the defendant entered the agreement knowingly and voluntarily.  Importantly, the defendant in Mezzanatto entered into the agreement after consulting with an attorney.  Here, Mr. Chiate had not yet consulted with an attorney before entering nolo contendere discussions and the final nolo contendere conviction makes no reference to the alleged waiver agreement that Mr. Chiate had with the prosecutor.  In fact, I was never made aware of this alleged agreement until after the nolo contendere order.  There is therefore substantial doubt as to whether there was in fact any agreement. There is certainly nothing in writing.

Judge Dinan:  Sounds like there may be some factual issues that need to worked out here.  Respondent’s counsel, you mentioned two grounds for admissibility.  Is there another ground here that isn’t so fact-intensive?

Respondent’s Counsel:  Yes, your honor.  The second ground for admissibility is Rule 609.  Rule 609 is the operative rule here rather than Rule 410.  Again, we are introducing this evidence for the limited purpose of impeachment, which is squarely within the provisions of Rule 609.  That rule provides that evidence that a witness, as here, has been convicted of a crime that is punishable by imprisonment of over one year may be used for attacking the witness’ truthfulness.  As stated by the Ninth Circuit in Brewer v. City of Napa, “Rule 410

by its terms prohibits only evidence of pleas (including no contest pleas), insofar as pleas constitute statements or admissions. Rule 609, by contrast, permits admission for

impeachment purposes of evidence of convictions.”  Petitioner here was convicted under his nolo contendere plea and thus the evidence is admissible under Rule 609.

Judge Dinan:  Petitioner’s counsel, do you have a response?

Petitioner’s Counsel:  Yes, your honor.  It is clear from a comparison between the current Rule 410 and the prior version of Rule 410 that the provisions of Rule 410 were intended to trump the provisions of other rules.  The prior version of Rule 410 before its change in 1975 provided that its provisions would apply “[e]xcept as otherwise provided by Act of Congress.”  The current Rule 410 provides that its provisions apply “[e]xcept as otherwise provided in this rule.”  The prior Rule 410 also had an exception to the rule for impeachment purposes while the current rule does not.  It is evident by the this change that Congress intended for Rule 410 to trump other provisions.  This should certainly be the case for nolo contendere pleas, which are specifically mentioned in rule 410, but not in Rule 609.

Moreover, Respondent’s assertion that Rules 410 and 609 apply in completely different contexts is not so clear.  The Tax Court has previously noted that there is an open question of when Rule 609 should apply over Rule 410.  In Sporck v. Commissioner, the Tax Court received into evidence a certified copy of petitioner's conviction, upon a plea of nolo contendere for purposes of impeachment only.  However, the Tax Court did not consider this evidence in reaching its decision.  More importantly the Court further stated: “We note that there may be a question as to the admissibility of such a conviction even for such limited purposes. Compare Rules 410 amd 609(a), Federal Rules of Evidence.”

The Fifth Circuit has also indicated in United States v. Manzella that Rule 410 prohibits the introduction of evidence of a nolo contendere conviction, not merely pleas.  While this was dicta in the opinion, it is further evidence that Rule 410 is the operative rule here, and not Rule 609.

[Judge Dinan:’s discussion and further discussion]  
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