MEMORANDUM 

TO: Professor Houtsma 

FROM: Alake Kashyap
RE:  Chas Darling- “Innocent Spouse” Relief
DATE: November 21, 2011 

This memo concerns a fictional client, Mr. Chas Darling.  The case revolves around whether Chas is entitled to “innocent spouse” relief.  Please note that since this memo was written, the laws concerning “innocent spouse” relief have been updated through Publication 971 and Notice 2012-8.  Full memo available upon request.
I. Facts
(Redacted for length)

II.

Issue


Whether Chas is entitled to equitable relief under Rev. Proc 2003-61 and I.R.C. §6015.  

III.
Conclusion



Under an I.R.C. § 6015(b)(C) analysis, Chas has satisfied three of the four factors determined in Price.  87 F.2d at 964.  Chas is not highly educated, had limited involvement in the family’s business and financial affairs, and there were no expenditures that appeared unusual compared to the family’s past levels of income.  While Chas’ spouse was not evasive or deceitful, it is likely that a court will hold that I.R.C.  § 6015(b)(C) has been met because he did not have reason to know of a substantial understatement.  However, because I.R.C. § 6015(b)(C) is covered under Rev. Proc. 2003-61 4.03(iii), a court will likely determine that Chas does not have an equitable claim for relief.  This is because: 1) Chas is still legally married; 2) There may be no economic hardship; 3) A joint returned was filed; and 4) There has been a significant benefit beyond normal support claiming relief.  Thus, taking into consideration all the facts and circumstances, it would not be inequitable to hold Chas liable for the deficiency.  Further, Chas is likely additionally liable for the mistake he made for deductions attributed to Mental Flatlines. 

IV.
Legal Analysis


Under I.R.C. § 6015(c), Chas would be ineligible for limited liability because he is not legally separated from his wife nor has he been a member of a separate household from wife for more than 12 months. Chas may have a limited liability claim under I.R.C. § 6015(f), which takes into account all the facts and circumstances and determines whether it would be inequitable to hold the taxpayer liable for any unpaid tax; if relief is not available under (b) or (c).  As stated earlier, Chas would not have a claim under I.R.C. § 6015 subsection (c), but likely has one under subsection (b).  (Some material redacted for length) 

1.

Marital Status



Under section 4.03 of Rev. Proc. 2003-61, marital status is determined by considering whether the requesting spouse is separated or divorced from the nonrequesting spouse.  2003-32 I.R.B. 296.  In Alt, the court held that because the taxpayers remain married, their marital status did not weigh in favor of equitable relief.  119 T.C. at 308.  Similarly, in Garavaglia, the court held that because the taxpayers were married during the years in which the tax deficiencies occurred, that the requesting spouse’s marital relief did not weigh in favor of equitable relief.  102 T.C.M. at 286.
2.

Economic Hardship 



Under section 4.03 of Rev. Proc 2003-61, economic hardship is determined by considering whether the requesting spouse would suffer economic hardship if the Internal Revenue Service does not grant relief from the income tax liability. 2003-32 I.R.B. 296.  



In Alt, the court held that the requesting spouse would not experience economic hardship given her current level of income. 119 T.C. at 309.  Further, in Feldman v. Commissioner, the court held that the requesting taxpayer’s income of $130,000 a year did not to demonstrate an economic hardship.  86 T.C.M. (CCH) 50 (2003), aff’d, 152 Fed. Appx. 622 (9th Cir. Cal. 2005).  
3. 
Whether there was reason to know of the understatement.


In Price v. Commissioner, the factors considered in determining whether the alleged innocent spouse taxpayer had “reason to know” of a substantial understatement include: 1) the spouse’s level of education; 2) the spouse’s involvement in the family’s business and financial affairs; 3) the presence of expenditures that appear lavish or unusual when compared to the family’s past levels of income, standard of living, and spending patterns; and 4) the culpable spouse’s evasiveness and deceit concerning the couple’s finances.  89-2 USTC ¶9598, 887 F.2d 959, 965 (9th Cir. 1989). 
A.

Level of Education



In Jonson v. Commissioner, the court held that the taxpayer was highly educated, because she had a master’s degree relating to education, the taxpayer’s chosen professional field.  118 T.C. 106 (2002).  Further, she attended numerous teaching training sessions following the completion of her masters. In Hayman v. Commissioner, the court held that a bachelor of science degree was a sufficient level of education to be considered highly educated.  93-1 USTC ¶50,272, 992 F.2d 1256, 1263 (2d Cir. 1993).  
B.

Involvement in Family’s Business & Financial Affairs



In Jonson, the court held that because the taxpayer was peripherally involved in the spouse’s business, advised him, had full responsibility of household bills, reviewing bank statements, was a coinvestor in the spouse’s partnership, she had a significant involvement in the family’s financial affairs.  118 T.C. at 108.  In Hayman, the taxpayer jointly invested in the spouse’s business, signed ten documents relating to spouse’s business, and a check was issued from their joint account pertaining to spouse’s business.  992 F.2d at 1263.  The court held that despite the taxpayer not understanding documents when she signed them, that the taxpayer had a significant involvement in the family’s business & financial affairs.   Id.  In Price, the court held that the taxpayer was not significantly involved in her family’s business and financial affairs because she had limited involvement in the financial affairs of her marriage and none whatsoever in the business investment of her spouse in particular.  887 F.2d at 964.  
C.

Lavish Expenditures and Standard of Living



In Hinds v. Commissioner, the court held that while taxpayer and spouse enjoyed an affluent standard of living throughout their marriage, that substantial understatement did not improve their standard of living.  56 T.C.M. (CCH) 104 (1988).  In Price, the court held that because there were no unusually lavish expenditures made during the time period when compared to their past levels of income, that the standard of living had not been improved by cause of the substantial understatement.   887 F.2d at 964.  Conversely, in Hayman, the court held that while the taxpayer’s spouse did not giver her “unusual or lavish gifts; that it was indisputable that she was able to maintain a higher standard of living because of the significant tax benefits accruing from the allowed deductions.  992 F.2d at 1263.  
D.

Culpable Spouse’s Evasiveness and Deceit Concerning Finances



In Price, the court held that the taxpayer’s spouse was deceitful because he took advantage of the taxpayer’s lack of understanding of the financial affairs and misled her.  887 F.2d at 964.  



In Garavaglia, the court held that because the taxpayer’s wife chose to turn a blind eye on tax and financial matters, her failure to report the correct tax liability was not due to any evasiveness or deceit with respect to the culpable spouse.  102 T.C.M. at 289.



In Alt, the court held that there was no concealment, and that there was no evidence that there was any attempt by Dr. Alt to deceive the taxpayer with respect to their financial affairs.  119 T.C. at 310.  Therefore, the failure to report the correct tax liability was not due to any evasiveness or deceit on part of the culpable spouse.  Id.


In Jonson, the court held that there was no evasiveness or deceit on part of the culpable spouse, as the taxpayer had access to the culpable spouse’s files and to his office, and he had never tried to deceive the taxpayer with respect to his financial affairs.  118 T.C. 109.



In Hayman, the taxpayer relied on the culpable spouse to take care of the tax returns and signed them in the belief that they were correct because she trusted him.   992 F.2d at 1263.  However, the court held that the failure to report the correct tax liability was not due to any evasiveness or deceit on part of the culpable spouse, because the substantial understatements were not shown to be attributable to any dishonesty or concealment.  Id.
4.

Nonrequesting Spouse’s Legal Obligation



Under section 4.03 of Rev. Proc. 2003-61, the nonrequesting spouse’s legal obligation is determined by considering whether the nonrequesting spouse has a legal obligation to pay the outstanding tax liability pursuant to a divorce decree or agreement.  2003-32 I.R.B. 296.  In Alt, the court held that spouses filing a joint tax return are each fully responsible for the accuracy of their return for the full tax liability unless relief is granted by the court under I.R.C. §6015.  119 T.C. at 308.

5.

Significant Benefit to the Requesting Spouse


Under section 4.03 of Rev. Proc. 2003-61, significant benefit is determined by considering whether the requesting spouse received significant benefit from the unpaid income tax liability or items giving rise to the deficiency.  2003-32 I.R.B. 296.  



In Garavaglia, the court held that the joint return omission of approximately $850,000 of income directly benefited the taxpayer, and therefore was a significant benefit that far exceeded normal support.  102 T.C.M. (CCH) at 289.



In Alt, the court stated that there was significant benefit beyond normal support because the taxpayers were able to purchase various properties during the years at issue, purchase a business for their son, and fully pay for their children to attend undergraduate and graduate schools.  119 T.C. at 311.  



In Jonson, the court held that there was a significant benefit beyond normal support because the tax savings enabled her to cover their family expenditures, including their children’s educations.   118 T.C. at 110.



In Hayman, the court held that there were significant benefits beyond support because the taxpayer offered no evidence to show that she did not share in the tax benefit resulting from the tax shelter deductions.  992 F.2d at 1263.  

6.

Compliance with Income Tax Laws



Under section 4.03 of Rev. Proc. 2003-61, compliance with income tax laws is determined by considering whether the requesting spouse has made a good faith effort to comply with income tax laws in the taxable years following the taxable year to which the request for relief relates.  2003-32 I.R.B. 296.



In Alt, the taxpayer did comply with income tax laws following the taxable years to which the relief relates, but was denied equitable relief with respect to the years in which there was a tax deficiency after consideration of all the facts and circumstances.  119 T.C. at 309.
V.

Factual Analysis

1.

Marital Status



Like the taxpayer in Alt, Chas is still married to the nonrequesting spouse.  Therefore, Chas’ marital status will not weight in favor of equitable relief. 

2.

Economic Hardship 



Unlike the taxpayers in Alt and Feldman, Chas would likely suffer economic hardship when considering his current level of income. The taxpayer in Feldman had an annual income of $130,000, where as Chas’ annual income is estimated between $15,000 and $20,000.  However, Chas has an inheritance of stock currently worth $120,000. A court may decide that the value of the stock prevents Chas from suffering any economic hardship if the Internal Revenue Service does not grant relief from the income tax liability. 

3. 
Whether there was reason to know of the understatement.
A.

Level of Education



Chas’ formal education ended in the 11th grade.  This is less than the taxpayer in Hayman, who had a bachelor of science and less than the taxpayer in Jonson, who had a master’s degree.  Thus, Chas’ education is likely insufficient for him to be considered highly educated. 

B.

Involvement in Family’s Business & Financial Affairs



Chas has never handled the household checkbook, and does not even know if his name is on the household checking account.  He has no idea of his spouse’s business, and was given spending money by his spouse.  This is like Price, where the taxpayer had a limited involvement in the financial affairs of the marriage and had no involvement whatsoever in the business investment of her spouse.  Conversely, this is unlike Jonson, where the taxpayer was peripherally involved in her spouse’s business.  This is also unlike Hayman, where the taxpayer jointly invested in the spouse’s business.  Therefore, it is likely that Chas had a limited involvement in the family’s business and financial affairs. 
C.

Lavish Expenditures and Spending Patterns



Chas and his spouse live in a $950,000 house, and both drive luxury sedans.  They also took a few trips abroad each year. It is unlikely that the understatement improved Chas and his spouse’s standard of living.  This is similar to Hinds and Price, where the taxpayer and spouse enjoyed an affluent standard of living throughout their marriage, and the substantial understatement did not improve their standard of living. Conversely, this is unlike Hayman, where it was indisputable that the taxpayer was able to maintain a higher standard of living because of the significant tax benefits accruing from the understatement. 
D.

Culpable Spouse’s Evasiveness and Deceit Concerning Finances



Chas’ spouse overstated deductions, which she used as “walking around money.” While Chas was aware that his spouse had inherited land from her second husband, she never liked to talk about finances. Further, Chas never stepped foot into his spouse’s office.  This is like Garavaglia and Alt because Chas has turned a blind eye on tax and financial matters, and there does not appear to be any evasiveness or deceit on the part of Chas’ spouse.  Additionally, this is similar to Hayman because Chas relied on the culpable spouse to take care of the tax returns, signing them in the belief that they were correct, and similar to Jonson, because the taxpayer was aware of her spouse’s investments, and had access to all of his files, and to his office. Finally, this is unlike Price because there is no evidence that Chas’ spouse was deceitful and took advantage of his lack of understanding of financial affairs.  Therefore, it is unlikely that Chas’ spouse was evasive or deceitful concerning their finances.  

E.

Conclusion


In conclusion, Chas has satisfied three of the four factors determined in Price.  87 F.2d at 964.  Chas is not highly educated, had limited involvement in the family’s business and financial affairs, and there were no expenditures that appeared unusual compared to the family’s past levels of income.  While Chas’ spouse was not evasive or deceitful, it is likely that a court will hold that the taxpayer did not have reason to know of the understatement in the factors considered under section 4.03 of Rev. Proc. 2003-61.  Further, because Rev. Proc 2003-61 4.03(iii) and I.R.C. § 6015(b)(C) are essentially the same rule, I.R.C. § 6015(b)(C) has likely been met because Chas did not have reason to know of a substantial understatement.

4.

Nonrequesting Spouse’s Legal Obligation



Like the taxpayer in Alt, Chas filed a joint tax return and is therefore fully responsible for the accuracy of the return for the full tax liability unless relief is granted by the court under I.R.C. § 6015. 

5.

Significant Benefit to the Requesting Spouse


Like the taxpayer in Garavaglia, Chas received significant benefit beyond normal support.  Chas’s annual income was close to $15,000, significantly less than what his wife was bringing in from the rent on Iowa farmland and from her salon.  Further, this is like Alt, as Chas and his wife benefited with purchases such as Lexus sedans, two to three trips abroad annually, and a $950,000 house in a gated community. 



Similarly, this is like Jonson, because it is unlikely that Chas could afford to live in a $950,000 house with his $15,000 annual income.  Finally, this is also parallel to Hayman, because Chas has offered no evidence to show that he did not share in the tax benefits resulting from the understatement of taxes.  Therefore, it is likely that Chas has received a significant benefit beyond normal support. 
6.

Compliance with Income Tax Laws 


Here, we do not know whether Chas complied with income tax laws in the taxable years following the taxable year to which the request for relief relates.  If Chas has complied, then this factor will weigh in favor of equitable relief. 
VI.
Overall Conclusion


In conclusion, under an I.R.C. § 6015(b)(C) analysis, Chas has satisfied three of the four factors determined in Price.  87 F.2d at 964.  Chas is not highly educated, had limited involvement in the family’s business and financial affairs, and there were no expenditures that appeared unusual compared to the family’s past levels of income.  While Chas’ spouse was not evasive or deceitful, it is likely that a court will hold that I.R.C.  § 6015(b)(C) has been met because he did not have reason to know of a substantial understatement.  However, because I.R.C. § 6015(b)(C) is covered under Rev. Proc. 2003-61 4.03(iii), a court will likely determine that Chas does not have an equitable claim for relief.  This is because: 1) Chas is still legally married; 2) There may be no economic hardship; 3) A joint returned was filed; and 4) There has been a significant benefit beyond normal support claiming relief.  Thus, taking into consideration all the facts and circumstances, it would not be inequitable to hold Chas liable for the deficiency.  Further, Chas is likely additionally liable for the mistake he made for deductions attributed to Mental Flatlines. 
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