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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HOLMES, Judge: David Felt, a real -estate broker and nortgage
banker, bought a Texas savi ngs-and-|oan association in 1983. It
was failing, and regulators wanted himto sell. To nake matters

worse, David and his wife Sharon failed to file their tax returns
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for 1986-87, 1989, and 1994-98. The Conm ssioner says their

failure to file conceal ed massi ve amounts of incone, including:
! $4 mllion in capital gains fromthe sale of the S&L

1 $2 mllion in cancell ation-of-i ndebt edness i ncone from a
di fferent business that David al so ran, and

a small river of noney streamng to the Felts through
accounts held by David s aged nother and flowi ng from
i ndi stinct sources offshore.

The Conmm ssioner al so asserts various additions to tax, and
resists Sharon Felt’s request for innocent-spouse relief.
FI NDI NGS OF FACT

Beqgi nni ngs: Reliance Savi ngs Associ ati on

David Felt bought Bow e County Savings & Loan Association in
1983. He financed the deal with $1.4 mllion borrowed fromthe
Texas I nvestnment Bank and froman entity called American Guaranty
Inc. (Ad), which he hinself owned. Felt noved Bow e to Houston
and renaned it Reliance Savings Association. Reliance was a
state-chartered, federally insured S& regul ated by the Federal
Hone Loan Bank Board (FHLBB)

S&Ls becane popular in the early twentieth century as a way

to pronote honme ownership. Kendall, The Savings and Loan Busi ness

1 (1962). They offered slightly higher interest rates on savings
accounts than could sonme banks, and then used the savings to fund
residential nortgages. For nmuch of the century, S&Ls enjoyed tax
benefits but al so shoul dered a heavy regul atory wei ght—for

instance, a majority of their assets had to be residential real-
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estate loans. |In 1980, Congress passed the Depository
Institutions Deregul ation and Monetary Control Act of 1980, Pub.
L. 96-221, sec. 401, 94 Stat. 151, which | oosened restrictions on
consuner | ending and broadened the types of investnents thrifts
could make. Volatile interest rates, a m smatch of short-term
government-insured liabilities and long-termrisky investnents--
pl us sone outright thievery--led to a financial crisis in the
i ndustry when borrowers defaulted at staggering rates. Hundreds
of S&.s failed, and Texas was especially hard hit, partly due to
sagging real estate prices; Felt hinself estimated that nearly 75%
of the S&Ls in the state failed or disappeared in the 1980s.

Rel i ance was one of them |In 1986, the FHLBB cane after Felt
for regulatory violations, and threatened himw th renoval and a
cease- and-desist order. Felt took the hint and, in August 1986,
agreed to sell his entire interest in Reliance. The Bank Board
gave him six nonths, and warned himto cone to the Board for
approval of any deal that he worked out.

Felt quickly found a consortiumof buyers. They fell into
three groups. The first were people who had | ent noney to A and
gotten notes back; Felt traded 60 percent of his Reliance stock
for the return of these notes. The second group paid him $500, 000
in cash for 7 percent of the Reliance stock, but borrowed the
money from a bank which required Felt to personally guarantee the

loan. And a third group bought the remaining 33 percent with
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notes fromyet another of Felt’s business entities, called
Speci alty Finance Conpany, which held the shares as collateral.

The deal was trouble fromthe start. Felt’s offering
mat eri al included unaudited financial statenments and failed to
i nclude sonme information that it should have. The deal also
depended on anticipated sales to affiliates that were | ess than
certain to occur. Felt didn't fix these problens and the FHLBB
never approved the sale.

But Felt went ahead with the deal anyway. The FHLBB' s
response was swift and harsh. It seized Reliance, and in 1990 it
got a judgnent against Felt requiring himto rescind the sale.
This left himto pay a judgnent for $4.2 million plus costs and
interest. The Felts declared bankruptcy in 1992, but even
bankruptcy turned sour in 1997 when the O fice of Thrift
Supervi sion, the FHLBB' s successor agency, won a court order
declaring the $4.2 mllion judgnment nondi schargeabl e because it
arose fromFelt’s wllful defalcation and breach of fiduciary
duty.

1. Life After Bankruptcy

The Felts both testified that |ife became grim David said
they had had an A+ |ifestyle before m d-1987, which gradually
becanme an F lifestyle. Sharon credibly testified that she and her
husband could no | onger afford a housekeeper or a | andscaping

conpany after 1992. W also believed her testinony that they
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could no Ionger afford new furniture and began instead to accept
used furniture handed down fromher elderly nother-in-law, Birdie
Fel t.

It wasn’t just furniture that Birdie was giving the Felts.

By 1994, and until her death in 2000, many of the Felts’ ordinary
househol d expenses cane to be paid fromBirdie Felt’s checking
account. Tens of thousands, and perhaps hundreds of thousands, of
dollars a year for rent, sumrer canp, college expenses, and
credit-card bills came to the Felts from her account. She also
deposited noney into several of David s business accounts.

The source of her plentiful wealth is unclear. But whatever
its ultimate origins, it flowed fromoffshore accounts back to the
United States in regular $7,500 wire transfers. These wire
transfers continued uninterruptedly until March 2000, severa
nmont hs before Birdie died. W specifically find that at |east
sonme of her wealth canme from her son; for 1995 t hrough 2000, the
bank records of Tower Resources (yet another of David s many
busi nesses) show al nost $40,000 flowing to Birdie.

[11. AG and Ad - Nev

Rel i ance was only one province of Felt’'s enpire in the *80s.
Anot her was AG, a Texas corporation that Felt had fornmed in 1978,
and which |ater was to becone entangled in the Reliance sale. As
Felt's troubles grew, he began to fail to pay AD’s franchise tax,

and its registration | apsed in Novenber 1989. Before then,
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t hough, AG@ was in the consuner and residential |oan business,
which it funded by borrowi ng noney frominvestors. AQ’s
inmportance to this case lies in the notes with a face val ue of

$2,510, 740 that sonme of its investors exchanged for Reliance stock

in 1986.

But there was also another AG. In 1998, Felt applied for an
Enpl oyer Identification Nunber for “American Quaranty, Inc.” in
Las Vegas, Nevada (we’ll limt our use of the abbreviation AG to

t he Texas corporation, and call this one AG-Nev). Felt listed
his aged nother as AD-Nev’'s principal officer. He described it
as a “hol ding conpany” and indicated that “Anerican Guaranty,
Inc.” had never applied for an EIN before. (AG-Nev is also
defunct, Nevada having permanently revoked its registration.)
Ad-Nev is inportant to the case because David and Birdie
opened at |east two bank accounts in its nane. The first was a
checki ng account, into which they deposited $50,000. The second
was a noney-nmar ket account, into which they deposited $250, 000.
Felt explained this by saying that he had given sone old AG
(that’s the by-then-defunct Texas AG, not AG-Nev) receivables to
a collections conpany, and that he forned the new conpany to
handl e the noney it remtted. Felt testified that, despite the
corporate facade, he and Birdie used the AG-Nev noney personally
and may have split it equally. There are several checks bearing

Birdie s signature fromthe AGQ-Nev accounts. One check, witten



- 7 -
in February 1999, is for $17,048.39 and was endorsed by David
Felt. The others, from 1998, total $55,000 and were endorsed for
deposit into Birdie’'s Wlls Fargo account.

V. J&N

A third entity inportant here is J& (the initials of the
Felt children). J&N was not a corporation; Felt described J&N as
“effectively a d/b/a that just held sone rental properties and a
couple of notes or sonething.” It did, however, have a bank
account in its own nane, and at |east $153, 000 sonmehow stunbl ed
into this account in 1997. The source of the noney is also
nmysterious--Felt says that J&N took in only $80,000 that year by
collecting an old debt, and after expenses it netted only $73, 118.

V. Noti ces of Deficiency

I n 2005, the Conm ssioner issued notices of deficiency to the

Felts. They showed the followi ng deficiencies in tax:!?

! There is no explanation in the record for the different
deficiencies for the two Felts in 1987 and 1996.
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Year_ Defi ci ency
1986 $991, 690
1987 David: 103, 859
Sharon: 103, 084
1989 561, 884
1994 36, 732
1995 10, 632
1996 Davi d: 37,102
Sharon: 37,779
1997 144, 567
1998 185, 864

The Conm ssioner al so asserted additions to tax under sections
6651(a) (1) and (2) and 6654.2 W tried the case in Houston, as the
Felts were Texans when they filed their petition.

OPI NI ON

The parties settled nmany issues, but these renuain:

Whet her David and Sharon Felt should have reported
capital gains for 1986 fromthe sale of Reliance;

whet her they should have reported $2 million in
cancel | ati on-of -i ndebt edness i ncome for 1989;

whet her they should have reported inconme fromBirdie
Felt for 1996, 1997, and 1998;

whet her they should have reported $153,118 in incone
fromJ&N for 1997

whet her they shoul d recogni ze $300, 000 in income from
AG - Nev for 1998;

2 Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code for the years at issue; all Rule
references are to the Tax Court Rules of Practice and Procedure.
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whet her Sharon Felt is entitled to relief fromcommunity
property liability rules under section 66; and

whet her the Comm ssioner properly asserted additions to
tax and a penalty agai nst her.

| ncone fromthe Sale of Reliance

A. D d David Recognize Gains fromthe Reliance Sal e?

To cal cul ate gain, we subtract a taxpayer’s adjusted basis
fromthe sale price of the itemsold. Sec. 1001(a). The parties
agree that Felt’s basis in his Reliance stock was $1, 725, 852.
Felt says he sold his shares for assets nomnally worth $4.5
mllion. But sinple arithmetic will not do here, because the
parties dispute the actual value of what Felt got for his shares.
We therefore val ue each pi ece of what he got:

I the AG@ notes,
! the borrowed cash supported by Felt’s guaranty, and
| proceeds fromthe Specialty Finance | oans.

1. AG Notes

Davi d exchanged about 60 percent of his Reliance shares for
notes payable by AG. These notes had a total face val ue of
$2,510, 740, but Felt argues that they were worthless. The
Commi ssi oner contends that the Felts benefited because they were
the sole owers of AD, and A was now free of a $2.5 mllion
debt. Felt does admt that the cancellation of those notes m ght

have created cancel |l ati on-of -i ndebt edness i ncone for him? but

8 &oss incone includes “all incone from whatever source
(continued. . .)
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argues that this would be true only if he were personally |iable
for their repaynent. W agree wth Felt that we should | ook first
at whether the sale created cancell ation-of-indebtedness i ncone
for himfromAGd, and only then at whether the sale created a gain
or | oss.

The Comm ssioner argues that David was personally |iable on
the investors’ notes, got themas part of the Reliance stock sale,
and then canceled them giving rise to $2.5 mllion of incone.
It’s not immedi ately apparent why this should be so--AG@ was a
corporation, which usually gives shareholders limted liability.
In Texas as el sewhere, a corporation’s creditors cannot
successful |y demand that sharehol ders pay their conpany’s debts
unl ess the sharehol ders have guaranteed them See Tex. Bus. Corp.
Act Ann. art. 2.21 (Vernon 2003).

Davi d provi ded several pieces of evidence that he had not
personal | y guaranteed the notes or becone ot herw se personally
liable. First is the letter he sent to AGD investors to induce
themto trade for his Reliance stock. In that letter (of
admttedly dubious credibility) he wites: “Although I, David
Felt, do not have any personal liability for paynent of your AQ
note, and do not assune any liability for paynent of your AG note

* * * | will be preparing an offering circular for ny stock in

3(...continued)
derived,” including income fromthe discharge of indebtedness.
Sec. 61(a)(12).
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Rel i ance Savi ngs Association.” The parties introduced a nore
persuasi ve AG note from Cctober 1984, originally made out to a
Tracy V. Huckins, which makes no nention of a personal guaranty by
David and seens to all ow recourse only against AG .

The Comm ssioner’s only evidence is a Menorandum and O der

fromthe Southern District of Texas in FHLBB v. Felt, No. H 88-

1204 (S.D. Tex. 1997) (order to submt final judgnment), which
states, “[Al]s a result of the exchange, Felt * * * canceled AGQ’s
i nvestnment debt, allowing Felt to avoid personal liability for
that debt; and allowed Felt to retain AG’s assets for hinmself and
to forgive his personal debt to AG.” The problemfor the
Comm ssioner here is that he didn't give us enough context--the
District Court’s order doesn't explain the basis for its finding.
And the Comm ssi oner never pleaded or argued that Felt had
actually litigated the question in District Court--and we won’t
just assune that actual litigation or the other elenents of
col l ateral estoppel exist. W therefore find by a bare
preponderance of the evidence that David has produced sufficient
evi dence that he was not personally liable on the notes. He has
met his burden of showi ng that no cancel |l ati on-of -i ndebt edness
i ncome accrued to himfromthe exchange of AG notes.

That’s not quite enough for the Felts to win this part of the
case. They nust al so persuade us that the AG notes were
worthless at the tinme of the sale. The Comm ssioner hel ped them

here, presenting evidence from Ti nothy Wannenuehl er, the FHLBB
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bank exam ner who exam ned AG’'s records in 1986, that A was

i nsol vent in 1986, and could not pay the notes. This corroborates
Felt’s own claimthat he hinmself knew the notes were worthl ess
when he accepted themfor his Reliance stock—he sent a letter to
AQd’s investors about that tinme to warn them of cashfl ow probl ens
at A and tell themthat 90 percent of AG@’s conpetitors were out
of business or in bankruptcy. W therefore find that the notes
were worthl ess.

2. Cash

Five investors paid Felt a total of $500,000 cash for sone
Rel i ance shares. Sone of these investors financed their purchase
t hrough Texas I nvestnent Bank, which required Felt to personally
guarantee the | oans. The record has three guaranty agreenents for
a total of $171,000, all signed by Felt, effective Decenber 1986.
Al'l have stated maturity dates of Decenber 31, 1987. Felt does
not di spute that he received $500, 000 cash in 1986. His only
argunent is that he later had to nmake good on sonme of his
guaranties and estimtes that he had to pay back $100, 000.

He stunbl es here on the claimof-right doctrine, the rule of
tax law that states, “If a taxpayer receives earnings under a
claimof right and without restriction as to its disposition, he
has received incone * * * even though it may still be clained that

he is not entitled to retain the noney.” NA Gl Consol. V.

Burnet, 286 U.S. 417, 424 (1932). |If the taxpayer nust |ater

repay, he may take a deduction in the year he repays. 1d.; see
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al so sec. 1341. This nmeans the Felts nust report the entire
$500, 000 as income in 1986, the year they received it.

That still |eaves the question of whether the Felts are
entitled to a deduction in the year Felt nmade good on the guaranty
(assum ng that year is one of the years before us). Felt bears
t he burden of proving both the anobunt he repaid and the date he
repaid it. See Rule 142(a). He offered only his testinony to
prove the anount of the repaynent, and no evidence of the date of
the repaynent. W cannot say when he paid the guaranties or
whet her he even paid in years covered by the notices of
deficiency, so on this point we find for the Comm ssioner. The
Felts must include the entire $500,000 as paynent for the Reliance
stock in 1986 and they are not entitled to a deduction for the
al | eged $100, 000 repaynent.

3. Speci alty Fi nanci ng Not es

The final group bought roughly 33 percent of the Reliance
stock. They financed this with |oans from Speci alty Fi nance,
whi ch turns out to be a doi ng-busi ness-as nane for David Felt.
These | oans were in the formof prom ssory notes fromthe stock
buyers to Specialty Finance. W have only one note in the record,
and it shows interest payable starting in April 1987, with
princi pal paynments beginning in April 1989 and the entire note
com ng due Decenber 31, 1990. The interest rate is set at either
t he highest rate allowed by | aw or one percent over the prine

rate, whichever was less. It was secured by the Reliance shares.
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Felt argues that because he was insolvent, Specialty Finance
was insolvent, thus making the notes worthless. H s logic is
clearly wong; just because G tibank, for instance, becones
i nsol vent doesn’t nean its credit card holders get off the hook
frompaying their bills. The relevant inquiry is into the
debtor’s solvency; if the debtor is solvent, an insolvent creditor
may sell the notes for imedi ate (if discounted) cash value. This
is called “cash equival ence.”

I ndi vi dual taxpayers are generally cash basis taxpayers,
whi ch neans that they have to recognize incone in the year they
“actually or constructively” receive it. Sec. 451; sec. 1.451-
1(a), Income Tax Regs. This rule is easy to apply to cash—-cash
i's incone when the taxpayer gets it in his hands. It is harder to
apply to debt instrunents |ike prom ssory notes, which entitle the
taxpayer only to a future income stream W evaluate this kind of
consideration for “cash equivalence,” and include it in income in
the year received, rather than counting it as incone only when
paynents are made. Felt has the burden of proving that the notes

are not cash equivalents. See AQster v. Conm ssioner, 79 T.C.

456, 469 n.14 (1982), affd. 751 F.2d 1168 (11th Gr. 1985). W

| ook at whether the note is a “promse to pay of a solvent obligor
* * *  not subject to set-offs, and is of a kind that is
frequently transferred to |l enders or investors at a di scount not

substantially greater than the generally prevailing prem umfor
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the use of noney.” See Cowden v. Comm ssioner, 289 F.2d 20, 24

(5th Gr. 1961), revg. 32 T.C 853 (1959).

Felt could have net his burden by show ng, for instance, that
the debtors were insolvent, the notes could not be assigned, or
the notes woul d have traded at a deep discount. See id. But he
gave us not hi ng about these subissues; and so we find that the
notes were cash equivalents. CQur default rule is to rely on the
face value of the notes, as it is the only neasure of this val ue

t hat we have. See A & A Tool & Supply Co. v. Conmi ssioner, 182

F.2d 300, 303 (10th G r. 1950), revg. a Menorandum Qpi nion of this
Court. We therefore find that the Felts nust recogni ze as incone
in the year of the sale the entire face val ue--$1, 489, 260-- of the
Speci alty Fi nance not es.

The total gain or loss fromthe sale is the anount Felt
received |l ess his basis. He received cash and notes worth
$1, 989, 260, and his basis was $1, 725,852. This |eaves a taxable
gai n of $263, 408.

B. Did the Sale Produce Capital Gain or Odinary | ncone?

Felt argues that since he “was a dealer in notes in his
ordi nary course of business * * * he is entitled to an ordinary
|l oss for the total anmount of the consideration represented by
these notes.” W have already found that Felt recognized gain on
the sale, but this argunent forces us to determ ne whether the
gain was a capital gain or ordinary incone. Property held by a

taxpayer is generally a capital asset. Wen a capital asset is



- 16 -

sold, the gain or loss is capital too. Sec. 1222. Felt spent
consi derable tinme arguing whether the notes he received in the
sale were capital assets, when he should have been argui ng about
the Reliance stock that he sold. Stock is a capital asset unless
it falls within the section 1221(a)(1) exception for deal ers who
keep stock as inventory. Felt was a banker who admttedly dealt
in “notes and nortgages,” not stock. W therefore find that the
stock was a capital asset; the gains fromits sale are capital

too. See Kadillak v. Comm ssioner, 127 T.C. 184, 199 (2006) affd.

534 F.3d 1197 (9th Cr. 2008).

C. Wen Is the Sal e Taxabl e?

Felt al so argues that he did not recognize capital gains in
1986 because the sale was | ater rescinded by court order. But, as
with his argunent about part of the cash he received in
consi deration--cash he | ater m ght have to pay back--this argunent
founders on the claimof-right doctrine. The Felts have to
recogni ze incone in the year they received it, and that year was
1986, because the Comm ssioner says so and the Felts never rebut
it. They may have been entitled to a deduction later in the year
of the rescission--if they in fact could prove they paid back the
consideration that they had received--but that year is not before
us.

1. Cancell ation-of-I1ndebtedness | ncone

The next issue is the timng of $2 mllion in cancellation-

of -i ndebt edness i ncone. The Conm ssi oner asserts that Felt
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borrowed over $2 million fromAGd, and there is no dispute that he
never repaid it. These unrepaid | oans becane incone to Felt
in 1989, when AG@’'s business registration |apsed. Felt’s
counterargunent is that he didn't owe AG any noney and that, if
he did, AG owed himnore, so the amobunts should offset. He also
argues that he didn’t recognize the income in 1989 because AG
continued operating despite its |apsed registration, and that he
didn’t have to recogni ze cancel |l ati on-of -i ndebt edness incone in
1989 because he was insolvent that year. See sec. 108(a)(1)(B)
W therefore anal yze:

| Whet her Felt owed AG noney,

| whet her his debt was offset by a debt AG owed him

if he did have cancel |l ati on-of -i ndebt edness i ncone,
whet her he realized it in 1989 or sone other year, and

whet her he was insolvent at the tine he realized the
i ncone.

A. Did Felt O a Debt to A ?

We face a paucity of evidence about Felt’'s debt to AG. The
only records we have are the FHLBB exam ner’s handwitten notes
and acconpanyi ng AG | edgers, coupled with the Felts’ stipul ation
that AG records showed these | oans and the | oans were never
repaid. The records (which are, in places, illegible) show the
foll owing eight Ioans worth nore than $2 mllion total, falling

due between 1983 and 1987:
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Loan No. Anpount Maturity Date
31-020259-8 $1, 946, 672 1-2-87
31-020031-1 16, 937 11-1-86
32-020134-3 14, 200 11-15-86
42-020223-4 16, 500 ?-12-86

[month i1l egible]
32-020147-5 40, 870 11-16-83
33-020058-4 16, 000 3-10- 84
38-020086-5 39, 794 7-8-83
38-020087-3 58, 000 11-01-83

Felt carefully clainms that “the record is devoid of any AG
docunentation reflecting” the $2 million |oans. But he doesn’'t
actually deny ow ng AG noney; his briefs dispute only whether the
AG records showed a debt, and whether they establish its anount.
We agree that the evidence is thin, but the Felts stipul ated that
the AG records “indicated that M. Felt was indebted to AG in
t he amount of $2,148,973. This debt has never been repaid.”
Under Rule 91(e), stipulations are binding unless “justice
requires” the Court to release a party fromits stipulation. The
Felts nowhere claimthat we should rel ease themfromthe
stipulation; and since they were represented by counsel, we would
be unlikely to grant such a request. W therefore find that Felt
owed AG $2, 148,973 and never paid it.

B. Was Felt's Debt to A Ofset by the AG Notes?

We next exam ne whether the notes Felt acquired in the

Rel i ance sal e sonehow reduce the debt he owed AG and never
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repaid. Felt’s problemhere is a failure to present proof that he
took steps to carry out a setoff. Felt’s setoff argunent seens to
be that if he has to realize cancell ation-of-indebtedness incone,
he need do so only after netting what he owed AG agai nst what AG
owed himafter he received AG notes as part of the Reliance stock
sale. Wthout a setoff, it is the full anmpbunt of Felt’s
i ndebt edness to AG that m ght create cancell ati on-of-i ndebt edness
i ncone.

Setoff is a state-created right. G tizens Bank of M. V.

Strunpf, 516 U. S. 16, 18-19 (1995); Dzikowski v. N Trust Bank of

Fla., NA (ln re Prudential of Fla. Leasing, Inc.), 478 F. 3d

1291, 1297 (11th Cr. 2007). Texas requires four steps to set off

a debt:
1 An intent to exercise his right to setoff;
1 an action to acconplish the setoff;
1 maki ng a record of the setoff; and

1 applying the funds taken by setoff to the debt
owed.

Tex. Commerce Bank-Hurst, N.A v. United States, 703 F. Supp. 592,

594-95 (N.D. Tex. 1988), affd. sub nom Tex. Commerce Bank-Ft.

Wrth, NA v. United States, 896 F.2d 152 (5th Cr. 1990);

Shearson Lehman Bros., Inc. v. Resolution Trust Corporation, No.

05-93-00527-CV (Tex. App., Feb. 23, 1994). Felt did none of these

things--at least while A was still in existence--and his nere



- 20 -
declaration of an intent to set off retrospectively is not enough.

See In re Archer, 34 Bankr. 28, 30 (Bankr. N. D. Tex. 1983).

We therefore find that Felt did not exercise any right to
setoff that he m ght have had, and that it is the full anount of
his | oans from AG that generates cancell ation-of-i ndebt edness
i ncone.

C. \Wien Was There an ldentifiable Event Leading to
Real i zati on of the | ncone?

Since we have decided that Felt owed AG noney that was not
di m ni shed by setoff, we next turn to deciding the year in which
his debt to AG was cancel ed. The Comm ssioner, relying on Cozz

v. Conmm ssioner, 88 T.C. 435 (1987), argues that there was an

“identifiable event” in 1989 because that was the year AG
forfeited its corporate charter and, he says, ceased doi ng
busi ness. Felt says that AG@ continued doi ng business after 1989
and any cancel | ati on-of -i ndebt edness i ncone woul d have arisen at
the tinme of the bankruptcy proceedings in 1992, which is not a
year at issue.

We have | ong recogni zed the problem of fixing when
i ndebt edness is cancel ed; indeed, “it will often be inpossible to
find one, and only one, event that clearly establishes the tine of
abandonnent [of a clain]; there is likely to be a range of tines,
any one of which would be reasonable.” 1d. at 447. Qur response
to this uncertainty is to make taxpayers show that the

Comm ssioner’s stated date does not fall within the range of
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reasonabl e dates. 1d. at 448; see Rule 142(a). W look to the
“facts and circunstances relating to the likelihood of paynent” to
determ ne what range of dates would be reasonable. 1d. at 445.

Cozzi tells us that a “schedul ed final paynent” passing with
no paynent on a loan is an “identifiable event” sufficient to
trigger recognition of cancell ation-of-indebtedness incone. |[d.
at 447. Therefore, it would be reasonable to find that the Felts
had $2 million of cancell ation-of-indebtedness incone as early as
January 1987, because all of the |oans were due by then. See
tabl e supra p. 18.

Felt wants us to find that he incurred this incone in 1992,
the year he declared bankruptcy. This would be five years after
the last final paynent date had passed with no paynents (and ni ne
years after the earliest maturity date had passed). Felt’s
failure to include these AG debts on his bankruptcy schedul es
al so strongly indicates that he was no longer liable for these
anounts. H's suggested date falls outside the reasonabl e range;
he must have realized this incone before 1992.4

But has Felt proven to us that the Comm ssioner’s 1989 date
falls outside of the reasonable range, too? The Comm ssi oner
pi npoi nts 1989 because he believes that is the year AG ceased

doi ng business. Felt did state during formal discovery that AG

“ W therefore find it unnecessary to decide the parties’
argunment s about whether an unlisted debt is discharged in
bankruptcy; this debt was forgiven before Felt’s bankruptcy.
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ceased operating sonetine before 1992, but argues that AG@ didn’t
peter out until sonetinme after 1989. And he credibly testified
that AG continued to operate after its registration | apsed, and
even reported on his 1992 bankruptcy schedul es that he had been
involved in running the business within the [ast two years.

Felt also directed us to section 7.12 of the Texas Busi ness
Cor poration Act, which provides a three-year tine limt for
wi nding up the affairs of a dissolved business, to show that AGQ
could still have collected on a past-due debt after 1989. Tex.
Bus. Corp. Act Ann. art. 7.12(A) (Vernon 2003). This is useful,
because we apply substantive state corporate | aw as of Novenber
20, 1989, the date that A lost its right to do business in Texas
by failing to pay franchise taxes. Forfeitures for failure to pay
franchi se tax are governed by the Texas Tax Code, section 171.251,
whi ch reads (now and in 1989): “The conptroller shall forfeit the
corporate privileges of a corporation on which the franchise tax
is inmposed if” and lists several triggering events, including
failure to file annual reports and failure to pay franchi se taxes.
Tex. Tax Code Ann. sec. 171.251 (Vernon 2008); 1989 Tex. Sess. Law
Serv. 584 (West) (effective Sept. 1, 1989). The effect of
forfeiture is that the “corporation shall be denied the right to
sue or defend in a court of this state.” Tex. Tax Code Ann. sec.
171. 252(1) (Vernon 2008). This raises a close question of Texas
|aw. Shoul d the three-year w nding-down period fromthe Texas

Busi ness Corporation Act nodify the forfeiture provision fromthe
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Texas Tax Code? |If so, AG did not relinquish the right to
collect fromFelt when it failed to pay franchise tax, and thus no
identifiable event occurred in 1989.

There is an answer. As of August 1989, article 7.12 of the
Texas Busi ness Corporation Act covered only “a corporation
di ssolved (1) by the issuance of a certificate of dissolution or
ot her action by the Secretary of State, (2) by a decree of a court
* x % or (3) by expiration of its period of duration.” 1989
Tex. Sess. Law Serv. 801 (West) (effective Aug. 28, 1989). It did
not include in its definition of a dissolved corporation a
corporation which lost its corporate privileges for failure to pay

franchise tax. See id.; see also lnre ABZ Ins. Servs., Inc., 245

Bankr. 255, 260 (Bankr. N.D. Tex. 2000) (explaining that 1993
amendnment brought failure to pay franchise tax within purview of
Texas Busi ness Corporation Act article 7.12; before that, three-
year period not applicable to franchise tax forfeitures). Thus,
we agree with the Comm ssioner that in 1989, AG lost its ability
to sue Felt for repaynent in 1989, even though AG could and did
continue to transact business.?®

However, sinply because AQ lost its ability to sue Felt in
1989 does not make 1989 the magi c year in which he realized

cancel | ati on-of -i ndebt edness incone. Novenber 1989 (the date of

> AQ could have gotten this right back by paying its
franchise tax. Because we find that the identifiable event is
not later than AG’'s forfeiture, we need not analyze when AGQ
finally lost all rights to conduct business or dissol ved.
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AG’'s forfeiture) fell nore than two and a half years after the
| ast maturity date for these | oans and one year after the FHLBB
sued Felt for nore than $4 mllion--at which point any reasonabl e
creditor probably would have stepped up collection efforts or
considered the debt lost. W are convinced that, although AG
lost its ability to pursue legal remedies in 1989, this year is
too late to fall within the reasonabl e range.

We find that the Felts realized cancell ation-of-indebtedness
income in 1987, the year in which the last final maturity date
cane and went w thout paynent. Cozzi, 88 T.C. at 447. W
therefore find that the Felts realized $2 mllion in cancellation-
of - i ndebt edness inconme in 1987, another of the years for which we
have jurisdiction.

D. Did The Felts Present Sufficient Evidence of Insolvency?

Qur final question is whether, under section 108, the

cancel lation of the A@ debts should be excluded fromincone
because the Felts were insolvent at the tine. |[If they can find
refuge in section 108, it nmust be under section 108(a)(1)(B)—-the
Felts’ bankruptcy ended up under Chapter 7, not 11, they are not
farmers, and they make no argunment that this is qualified real-
property indebtedness. That exclusion is [imted to the anount of
t he i nsol vency, sec. 108(a)(3), and “insol vency” neans that the

t axpayer has an “excess of liabilities over the fair nmarket val ue

of assets”, sec. 108(d)(3). The relevant period is imediately
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before the Felts realized their cancell ation-of-indebtedness
i ncone, sonetinme in late 1986 or early 1987.

The Felts make only vague argunments as to their solvency. W
know that in the |late 1980s, they owned a hone, although they
estimated its value only as of the tine of the bankruptcy.® Sharon
testified that they owned two cars, but neither Felt presented
evidence of their equity in those cars. Felt testified that he
carried a life-insurance policy worth $250, 000, but presented no
evi dence of whether he could cash it in. Felt testified that he
still had the proceeds fromhis sale of Reliance in 1987, as the
rescission suit did not start until 1988. Although they did not
file a 1987 tax return, their 1985 and 1988 tax returns show

positive incone. And they stipulated to incone in 1987:

| ncone Source Anount
Rel i ance Savi ngs conpensati on $37, 500
| nt er est 4,634
Sel f - enpl oynent i nconme 53, 042
Capital gains from stock 9, 246
Tot al 104, 422

The Felts gave us no evidence of savings, investnents, or incone

from ot her business ventures in 1987, and fail to convince us they

® Felt’s bankruptcy schedules in 1992 showed an out st andi ng
bal ance of $1.2 mllion on the house, for which the Felts took
nort gage deducti ons of $80, 000-$100,000 in the years in which
they did file tax returns. Yet the Felts provided no evidence of
their equity in the house for any of the years at issue, nuch
| ess 1987.
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have accounted for all of their incone and assets for that year.
For instance, they earned $4,634 in interest in 1987 but never
stated the source of that interest. (W infer there was an asset
with sonme positive fair market val ue generating that interest.)

Wthout this evidence, we cannot find that Felt’s liabilities
exceeded the fair market value of his assets. W therefore find
that the Felts have not net their burden of proving the existence
and extent of their insolvency in 1987 (or any year before their
1992 bankruptcy), and so we find they were not insolvent as to any
of the AG debt. W therefore hold that the Felts must recognize
the entire anount as cancel |l ati on-of -i ndebt edness i nconme in 1987.7

[11. | ncone FromBirdie Felt

Al t hough not the | argest dollar anount here, the question of
whet her the Felts should recognize incone fromBirdie Felt is
perhaps the nost conplicated issue. The Felts tell us they were
struggling financially after the bankruptcy, and that Birdie
hel ped by paying their famly expenses out of her accumul ated
riches. The Conmm ssioner argues that this is inplausible—-Birdie

Felt was a woman in her 80s with no discernible history of gainful

" Felt owed AG $2, 148,973. The Conm ssioner asserted only
$2 million in cancellation-of-indebtedness income in the notice
of deficiency, and he never noved to anend his pleadings to
assert any increase in deficiency this mght cause. There are so
many ot her adjustnments fromour findings and the parties’ various
concessions and conprom ses that we can’t predict whether this
wi |l have the effect of limting the amount in our fina
decision. W direct the parties to be aware of this possible
problemin trying to reach agreenent under Rul e 155.
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enpl oynment or independent incone® who nay have been suffering from
Al zhei nmer’s. The Conmm ssioner al so points out that she sonehow
found hundreds of thousands of dollars to deposit into her bank
account during these years, and unlike nost retirees, had bank
deposits that increased fourfold in six years, with wire transfers

remai ning relatively stable:

Year Wre Transfer Total Deposits
Deposits
1994 $45, 000 $59, 565. 74
1995 60, 000 124, 706. 09
1996 °90, 000 236, 854. 74
1997 90, 000 138, 100. 95
1998 102, 500 158, 173. 93
1999 107, 502 223, 130. 00

Despite her allegedly close and generous relationship with her son
and daughter-in-law, both professed utter ignorance of the source
of her riches or the nature of her offshore wire transfers. And

her generosity was total —-she died with no noney in her estate but

t housands of dollars of personal credit-card debt.

8 I ndeed, IRS records presented at trial show that Birdie
owed no taxes for 1994, 1995, 1996, 1997, or 1998. She owed $836
for 1988, $1,222 for 1989, and $450 for 1990. Like her son,
Birdie only occasionally filed tax returns. Unlike her son, she
may have earned so little that she didn't have to.

°® There was actually $122,207 in wire transfers in 1996.
However, one for $32,207 is fromFirst Anerican Title in Houston,
not the offshore transferors responsible for the other transfers,
and we have excluded it fromthis cal culation
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This all snells not quite right. The Conmm ssioner determ ned
that the noney flow ng fromoverseas through Birdie’ s accounts to
the Felts was the Felts’ own inconme. |In general, the taxpayer
bears the burden of disproving the Conmm ssioner’s determ nation.
Rul e 142(a). The Felts argue, however, that the Fifth Crcuit, to
whi ch appeal fromthis case would lie, has held that “a court need
not give effect to the presunption of correctness in a case
i nvol ving unreported incone if the Comm ssioner cannot present
sone predicate evidence supporting its determnation.” Portillo

v. Comm ssioner, 932 F.2d 1128, 1133 (5th Gr. 1991), affg. in

part and revg. in part T.C Menp. 1990-68; see also Siebert v.

Conmi ssioner, T.C. Menp. 1997-6. So before we can find that the

nmoney Birdi e repeatedly dropped on her son was his own inconme, we
| ook at whether the Conm ssioner’s determ nation on this subject
was arbitrary and erroneous, or whether the Conm ssioner had “sone
factual foundation for * * * [his] assessnent.” Portillo, 932
F.2d at 1133.

In Portillo, the taxpayer did not receive a Form 1099 in tine
to file his tax return, so he just estimated his incone. 1d. at
1130-31. After he filed his return, he finally got a Form 1099
fromhis enployer show ng nuch nore incone than he had reported.
Id. at 1131. But the Conm ssioner, rather than investigate
whet her Portillo received the extra incone, relied on the

enpl oyer’s Form 1099 and issued a notice of deficiency. He then
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relied on the presunption of correctness when Portill o objected.
Id. The Fifth Crcuit held that the Conm ssioner did not get the
benefit of the presunption until he “engage[d] in one final foray
for truth in order to provide the court wwth sonme indicia that the
t axpayer received unreported incone;” one way to acconplish this,
the court said, was by anal yzi ng the taxpayer’s bank deposits.

Id. at 1133-34. In another Fifth Crcuit case, that court found
that the Conm ssioner could not assess wageri ng exci se taxes

w t hout some evidence |inking the taxpayer to ganbling activities

within the period of assessnent. Carson v. United States, 560

F.2d 693, 696 (5th Cr. 1977).
But the Felts overlook a key difference in their case: In
both Portillo and Carson, the taxpayer filed a return. The rule

is different for taxpayers who don’t file; in Parker v.

Comm ssi oner, 117 F. 3d 785, 787 (5th Cr. 1997), the court held
that the Conm ssioner had no duty to conduct an independent
investigation of third-party paynent reports when the taxpayers
failed to file their owm sworn statenment (such as a Form 1040)
di savowi ng the incone.

W find that the Comm ssioner took sufficient steps to
i nvestigate whether the Felts received noney fromBirdie. Unlike
what he did in Portillo, the Conm ssioner here secured extensive
bank records show ng checks Birdie wote to David or for the

Felts’ expenses, as well as records from Sharon Felt’s bank
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account showi ng she cashed checks fromBirdie; there is no
guestion that David and Sharon actually received this noney. The
Felts provided no tax return or statenent, sworn or otherw se,
saying they did not. |In fact, they confirmed that she gave them
noney to pay their bills.

Al t hough the Conm ssioner cannot point to any single source
of Felt’s incone flowng to Birdie, the Comm ssioner has supplied
a few pieces of evidence. The Comm ssioner showed that the
followng entities, all related to David Felt, deposited noney

into Birdie' s bank account from 1995-2000:

Entity Year Anmpount

Tower 1995 $4,077.61
1996 4, 000. 00

1997 16, 500. 00

1998 2, 750. 00

1999 9, 500. 00

2000 2, 000. 00

G bral tar 1995 550. 00
1996 6, 893. 00

J&N 1995 1, 000. 00
1998 1, 350. 00

AGd - Nev 1998 55, 000. 00
Est ate of Vansi ckl e 1995 4, 000. 00
Tot al 107, 620. 61

We are therefore convinced that at | east sone of Birdie's
deposits are attributable to David Felt’s business activities,

even Wi thout know ng their exact source. W find that the notice
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of deficiency was not arbitrary and erroneous, and hold the burden
of disproving the Comm ssioner’s determnation is on the Felts.

The Felts have several counterargunments. The first is that
the I RS sonehow relied on insufficient IRS records of Birdie s tax
information. The second is that the noney from Birdi e was not
their inconme, but only gifts froma loving nother. Finally, the
Felts argue that sonme of the noney flowng into Birdie' s accounts
and then back out to the Felts was (or will be) taxed as incone
fromJ&N, Tower, or other Felt entities.

While the Felts try to fault the IRS for failing to enter
into evidence certain types of account transcripts, they point to
no specific irregularities or mssing information in the IRS
records that we do have. It's the Felts’ burden to show t hat
t hese records are flawed, but they gave us no evidence and
apparently made no efforts to acquire any through discovery. W
therefore find that the IRS records of Birdie' s taxes that we have
are reliable.

On the question of whether Birdie' s transfers were gifts, we

f ocus on her intent. Conmi ssi oner v. Duberstein, 363 U S. 278,

285 (1960). And when the Conm ssioner asserts that a transfer is
t axabl e i nconme, the taxpayer has the burden of showing that it was
in fact a gift; this nmeans that the taxpayer has to introduce
credi bl e evidence of the donor’s “detached and di sinterested

generosity.” 1d. Transactions between famly nenbers that reduce
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t axes necessarily cause us to question whether the transaction was
a bona fide gift or just an effort to avoid taxes. Carriage

Square, Inc. v. Conmm ssioner, 69 T.C 119, 133 (1977).

Birdie Felt died years before trial, so we |lack her
testinony. David Felt testified that Birdie gave the Felts noney
“because we needed it” and that he never considered it incone. He
also testified that none of the noney flowing into Birdie's
accounts was his noney, but later said that he sonetines deposited
nmoney into her accounts from his businesses because he “probably”
was payi ng back | oans she had nade. Sharon testified that Felt
asked Birdie for help paying bills but had no intention of paying
her back.

We do not find the Felts credi ble when they deny that the
nmoney fromBirdie was really their own. David and Sharon’s tax
rate woul d have been nmuch higher than Birdie's (as she earned no
di scernible inconme in nost of the years at issue), and David Felt
had reason to fear creditors’ discovering that he still had
significant suns of noney, given the unpaid and undi scharged $4. 2
mllion judgnent fromthe Reliance sale. The bank records in
evi dence show that Felt’s businesses shed noney in 1996, at the
very tinme Birdie's wealth began to rise. Her paynents to the Felt
fam |y peaked during 1996 and 1997--and 1997 was the year the
Ofice of Thrift Supervision won its judgnent against David Felt.

The checks from Felt’s busi nesses deposited into Birdie’ s account
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lead us to find Felt not credible when he testified that he did
not deposit noney into her accounts. Together with the Felts’
failure to provide any other evidence of Birdie’'s intent, this
al so reduces his overall credibility as a witness. W thus find
that the noney fromBirdie was not a gift, but the Felts’ own
i ncone circuitously routed.

That | eaves us to deci de whet her noney deposited into
Birdie' s account was actually income on which the Felts al ready
owe tax or perhaps savings on which they already paid tax. This
requi res a careful parsing of the sources of those deposits. The
Felts provided no evidence, credible or not, regarding the sources
of Birdie’s wealth. They chose not to call as w tnesses two nen
who wote nonthly checks to Birdie, or David Felt’s own famly
menbers who m ght have had better know edge of his nother’s
sources of inconme. Although the Felts faulted the IRS for not
seeking additional information about the offshore wire transfers,
the Felts al so chose not to seek this additional information!® or
provi de bank records for any of their other business entities. W
infer that such information would have proven detrinental to their

case.

10 I nstead, the Felts claimthey “did not have the
authority” to request this information. They did have the
authority, however, to obtain records from Capital Trading
Partners (the organi zation responsible for wring Birdi e s noney)
and introduce such evidence.
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In the end, the only relief we can provide for the Felts is
to make sure that noney flowing fromDavid to Birdie to David is

not taxed tw ce. Since the Felts failed to file tax returns for

nmost years, we nmust make sure only that we are not doubl e-counting

inconme already attributed to the Felts in this opinion. Since,

for reasons we list below, noney fromJ& is incone to the Felts,

that is sonmewhat easy to trace. W wll also subtract AG - Nev

nmoney flowing into Birdie’'s account fromthe Felts’ incone (as we

explain infra section V). The parties have stipul ated anounts of

income fromthe Tower account in 1996-98 as wel|:

Year Entity Anmpount Tot a
1996 Tower $4, 000 $4, 000
1997 Tower 16, 500 16, 500
1998 Tower 2,750 4,100
J&N 1, 350
The Comm ssioner wants us to find the foll ow ng anmounts of inconme
to the Felts from Birdie:
1996 1997 1998
$78, 262. 23 $67, 063. 38 $112, 248. 70

We subtract fromthe anounts in the notice of deficiency

t hose noneys comng from Felt-owned entities.

the foll ow ng anbunts of other

This | eaves us with

inconme fromBirdie Felt:




1996 1997 1998

$74, 262. 23 $50, 563. 38 $108, 148. 70

V. J&N | ncone

The Comm ssi oner used a bank-deposits analysis to reconstruct
the Felts’ incone for several years. Although David Felt
apparently kept no bank account in his nane, the Comm ssioner
argues that he drew checks for personal expenses from bank
accounts held in the nanes of his business entities, and therefore
the noney flow ng into these bank accounts is his incone.

Al t hough the parties have resolved sone of these disputes, the
Felts and the Comm ssioner remain far apart on how nmuch of the
money flowing into J&N' s bank account was income in 1997. The
Conmi ssioner wants to tax all of the $153,118. 04 deposited into
this account; the Felts say that J&\ s only cash intake was
$80, 000 from a busi ness deal, and they concede that, after
deducti ng expenses, $73,118 of that was inconme to them They
argue that the Comm ssioner’s incone reconstruction “failed to
take into account any expenses or deductions that * * * [the
Felts] may have been entitled to,” but then provide no evidence
substanti ati ng any busi ness deductions. This argunent fails for
want of proof.

We think it’s plausible that other business accounts held
money that found its way into the J&N account. But we won’t

specul ate--in the absence of evidence, we'll rely on the burden of
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proof, which here lay with the Felts to disprove the
Comm ssioner’s determ nation, which therefore stands.

V. Ad - Nev | ncone

Anot her point of contention between Felt and the Comm ssi oner
is whether the noney deposited into the AG-Nev accounts in 1998
is incone. The Conm ssioner determned that it was, because forns
fromthe Southern National Bank of Texas showed two accounts were
opened with $250, 000 and $50, 000 deposits, respectively. The
Felts stipulated that these docunents were true and correct, so we
find that Felt and his nother deposited $300,000 into those two
bank accounts in 1998.

The Felts’ only argunent is that this was not their incone
because it was noney owed to A when AG ceased to do business,
and thus shoul d have been inconme to AD. Wll, no. First, AQ
forfeited its right to do business in 1989, and Felt never in the
i ntervening nine years sought to renove this inpedi nent by paying
the required tax and penalties. Second, AG@ was a Texas
corporation, but Felt chose to deposit the $300,000 in an account
of a corporation with a simlar nane but incorporated in Nevada.
Cor porations don’t succeed to one another’s assets because of
simlar nanes. And, sonewhat oddly, both Felt and his nother were
signatories on the AG-Nev accounts, though only Felt had been a

shar ehol der and director of the old AGQ. For all of these
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reasons, we find the Felts’ argunments on this point wholly
unper suasi ve.

We do find Felt’s testinony that he and his nother used the
$300, 000 for personal expenses to be credible. This, though, just
| eads to another question: How should that noney be all ocated
bet ween Felt and Birdie?

Felt clains that they split it equally.

We don’t believe him-it mght even be reasonable to concl ude
that it was all his income and he just chose to give sone to his
mother. But in the absence of very much evidence on this issue,
we wll ook for the anbunt Birdie actually got fromthe AGQ - Nev
deposits as, by an ever-so-slight preponderance of the evidence,
the correct neasure of what she took fromAG's old creditors. W
| ook to the checks submtted as evidence. There are several from
one of the AG -Nev accounts. One check, witten in February 1999,
is for $17,048.39 and was endorsed by David Felt. The others,
from 1998, total $55,000 and were endorsed for deposit into
Birdie's Wlls Fargo account. Because Felt presented no contrary
evi dence, other than his testinony that he and his nomintended to
split it equally, we find that Birdie got only this $55,000 of the
total $300, 000 deposited into the AG-Nev accounts. W find that

t he remai ning $245,000 is Felt’s inconme in 1998.
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VI. Section 66 |Innocent Spouse Relief

Texas is a community-property state, and under section 66,
marri ed couples who do not file joint tax returns “generally nust
report half of the total community inconme earned by the spouses
during the taxable year” unless an exception applies. Sec. 1.66-
1(a), Income Tax Regs. Sharon Felt asks us to find that she falls
within the section 66(c) exception, and thus that she is |liable
only for the incone attributable to her.

Her request falls within section 66(c), which offers two
types of relief--“traditional” and “equitable.” Sharon requested
“traditional” relief, which hel ps a spouse who:

1 Did not file a joint return for the taxable year, and

1 omtted fromgross incone an itemof community incone

t hat shoul d have been included but that woul d have been
allocated to the other spouse, and

proves that he or she did not know or have reason to
know of the omtted item if it would also,

given the facts and circunstances, be inequitable to
include that itemin the requesting spouse’s incone.

The Comm ssi oner does not dispute that Sharon Felt neets the
first two requirenents, but he argues that she knew of the omtted
itens and that, given the facts and circunstances, it would not be
inequitable to include the itens in her incone.

We choose to start with section 66(c)(4), and ask whet her,
given all the facts and circunstances, it would be inequitable to

include all the many itens at issue in Sharon’s gross incone. W
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do this because the | ast requirenent helps narrow the years for
whi ch we nust test Sharon’s know edge of each and every item of
omtted inconme. The regulation, section 1.66-4(a)(3), |ncone Tax
Regs., tell us that one relevant factor--indeed, the only factor
that the parties discuss at any | ength!'--is whether the requesting
spouse benefited fromthe omtted itens of inconme. The
regul ations are even nore hel pful, as they go on to clarify that a
“benefit includes normal support, but does not include de mnims
anpunts.” Sec. 1.66-4(a)(3), Incone Tax Regs. The Felts argued
that Sharon’s lifestyle was not |avish during this tinme, but that
is the test for innocent-spouse relief under section 6015 and
section 66(c) equitable relief, not the test under section

66(cC) (4). 12

11 The regul ation, of course, does provide that |ack of
significant benefit is only one factor to be considered in what
i's supposed to be an all-the-facts-and-circunstances test. The
only other specific factors that it nentions are “desertion,

di vorce or separation,” sec. 1.66-4(a)(3), Incone Tax Regs., none
of which is present here. The regul ation also incorporates by
reference revenue procedure 2000-15 and its own open-ended |i st
of factors. W don't nmeke specific findings on these factors
because the Felts didn't argue them

12 See sec. 1.6015-2(d), Incone Tax Regs. (“One relevant
factor * * * is whether the requesting spouse significantly
benefitted * * * A significant benefit is any benefit in excess
of normal support.”). The Conm ssioner also applies a
significant-benefit test to requests made under section 6015(f)
and the equitable-relief provision of section 66(c). Rev. Proc.
2003-61, 2003-2 C. B. 296, 299, sec. 4.03(2)(a)(v) (applying the
section 6015(b) standard).
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The Felts never argue that Sharon’s standard of living fel
bel ow “normal support,” or that the itens of incone Felt earned
were diverted to anything but famly expenses (i.e., “nornal
support”). Sharon credibly testified that her lifestyle didn’t
change much until 1992, when their nortgage was forecl osed and
they no | onger could afford donmestic staff; this is a strong
indication that she is not entitled to section 66(c) traditional
relief for any of the omtted itens of incone before 1992. After
1992, we still find for the nost part that she enjoyed “nornal
support,” even taking into account the Felts’ relatively high
standard of living, and we have no evidence Felt diverted his
inconme fromthe famly. Sharon testified that whenever she needed
money to pay bills, she would ask David and he would wite her a
check. Although they no | onger owned a hone, they did rent very
ni ce houses. Sharon continued to have a car and a bank account
w th substantial balances in npbst years.

The Felts stipulated sone itens of incone, and this opinion
uphol ds the Comm ssioner’s determ nation of other itenms, in the

foll ow ng amounts for 1994-98:
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Year Sour ce Anpunt
1994 Nat i onsBank $5, 311. 00
Tower 5, 455. 00
Tot al 10, 766. 00
1995 Nat i onsBank 14, 048. 00
Tower 19, 995. 00
Tot al 34, 043. 00
1996 Nat i onsBank 9, 623.00
Tower 13, 989. 00
Sel f - enpl oynent 6, 405. 00
Sel f - enpl oynent 21, 842.00

i ncone adj ust nent

Birdie Felt 74, 262. 23
Tot al 126, 121. 23
1997 Nat i onsBank 3,516. 00
Tower 42,981. 00
J&N 143, 636. 04
Birdie Felt 50, 563. 38
Tot al 240, 696. 42
1998 Nat i onsBank 1, 131. 00
Tower 35,074. 00
J&N 27,775.00
Birdie Felt 108, 148. 70
AG - Nev 245, 000. 00
Tot al 417,128.70

There is evidence that the Felts had a | ower incone in 1994

and 1995.

There are bank records for those years show ng that

Felt diverted i ncone between his businesses and his nother,

suggesting that Sharon may not have gotten the benefit of sone

i ncone itens.

Sharon did not

For those years,

we are willing to assune that

receive “normal support” fromthe incone.

That | eaves us to deci de whet her she neets the | ast prong of

the traditi ona

relief test, section 66(c)(3),

whet her she knew or

had reason to know of each itemof omtted i ncone in 1994 and
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1995. This requires an itemby-itemanalysis. [If Sharon was
aware of the source of the income, but not aware of the anount,
she is considered to have knowl edge of the item See sec.
1.66-4(a)(2)(ii), Income Tax Regs. The regulations also say to
|l ook at “all of the facts and circunstances” to determ ne whet her
a reasonabl e person woul d know of the incone. Sec.
1.66-4(a)(2)(i), Incone Tax Regs. The relevant facts and
ci rcunst ances can include the nature of the item anount of the
itemrelative to other incone itens, the couple s financial
situation, Sharon’s educational or business experience, and
whether the itemwas listed on prior years’ returns. 1d.

Al nost hal f of the conceded inconme for each year was in
Sharon’ s bank account, over which she had sole signatory power. W
find that she had actual know edge of that noney. The rest of the
nmoney came fromthe Tower bank account. She testified that she
had heard the nane Tower but didn't know what Tower did. However,
Sharon deposited checks from Tower into her own bank account in
1994 and 1995, leading us to find that she knew David had a
busi ness called Tower that generated famly income. Know edge of
the source of inconme is sufficient to find know edge of the itens
of income thenselves. W find that Sharon knew of the itens
giving rise to the deficiencies, and that she fails the test for

traditional relief under section 66.
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W can’t stop yet, however, because Sharon al so asks for
equi tabl e relief under the flush | anguage of 66(c).*® The | ast
sentence of the flush | anguage of section 66(c) reads:
Under procedures prescribed by the Secretary, if, taking into
account all the facts and circunstances, it is inequitable to
hold the individual |iable for any unpaid tax or any
deficiency (or any portion of either) attributable to any
itemfor which relief is not avail able under the preceding
sentence, the Secretary may relieve such individual of such
liability.
Unlike the traditional test, which asks whether it would be

inequitable to include a specific itemin one spouse’s past

13 Al t hough the Commi ssioner didn't raise the issue, there
is a real question about the tineliness of Sharon’s section 66(c)
request. That section refers us to the regulations. Section
1.66-4(j)(2)(i), Incone Tax Regs., inposes no deadline for
requesting equitable relief. Sec. 1.66-4(j)(2)(ii), Income Tax
Regs. But they do point us to Revenue Procedure 2000- 15,
super seded by Revenue Procedure 2003-61. Sec. 1.66-4(a)(3), (b),
I ncone Tax Regs. (Both paragraphs read: “Factors relevant to
whet her it would be inequitable to hold a requesting spouse
Iiable, nore specifically described under * * * Revenue Procedure
2000-15 * * * are to be considered in making a determ nation
under this paragraph.") The Revenue Procedure states as a
“threshold condition” for equitable relief under section 66(c)--
that the requesting spouse “applies for relief no later than two
years after the date of the Service's first collection activity,”
and refers us to section 1.6015-5(b)(2)(i), Income Tax Regs., for
the definition of collection activity. Anbng the actions
qual ifying as “collection activity” is “the filing of a claimby
the United States in a court proceeding in which the requesting
spouse is a party or which involves property of the requesting
spouse.” Sec. 1.6015-5(b)(2)(i), Income Tax Regs. The Apri
1992 order approving Sharon’s bankruptcy discl osure statenent
lists the IRS as a priority tax claimant, and |ists $28, 846. 25 of
priority tax claims. O this, $27,000 represented a federal tax
lien. Wiile this doesn't prove that the United States actually
filed a claimfor any of the years before us, it suggests that
Sharon m ght have m ssed one of the threshold requirenents of the
revenue procedure for equitable relief. See also Lantz v.
Comm ssioner, 132 T.C. __ (2009).




- 44 -
inconme, the equitable relief provision |Iooks to the present--would
it be inequitable to nake that spouse pay the liability today?!
We have in the past found that we have jurisdiction to hear
section 66(c) equitable clains in deficiency cases, although we
| ack jurisdiction over stand-alone clains. Bernal V.

Commi ssioner, 120 T.C. 102, 107-08 (2003). |In deficiency cases,

we review these as affirmative defenses.

First, the procedural issues. Affirmative defenses nust be
raised in the pleadings. Rule 39. Although Sharon shoul d have
rai sed the innocent-spouse defense in her petition, or anended the
petition after it became clear she would raise the issue at trial,
she may still be saved if the Conmm ssioner expressly or inpliedly
consented to trying the matter. See Rule 41(b). Although counsel
for the Comm ssioner did informthe Court that he was displ eased
at receiving such late notice of the issue, he failed to object at
trial and never raised his concerns on brief, despite extensive
and t horough coverage of the section 66(c) issue. W find that he
inpliedly consented to try the matter.

The Conm ssioner on brief argues only that Sharon is not
entitled to section 66(c) equitable relief because she failed to

file a Form 8857, which he clains is “the nost fundamental of al

14 Despite the past-present distinction, both sections of
the regul ati ons gui ding our determ nation of what is
“inequitable” inexplicably direct us to the sanme revenue
pr ocedure.
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the threshold requirenents.” Although he cites Revenue Procedure
2003-61, section 4.01 for this proposition, that requirenent is
actually in section 5 and allows a taxpayer to nake the request by
Form 8857 or “other simlar statenent signed under penalties of
perjury.” See also sec. 1.66-4(j), Incone Tax Regs.

The only docunent in the record signed by Sharon Felt is the
Tax Court petition, which never nentions innocent-spouse relief or
anything like it. By failing to provide the Conm ssioner notice
of the section 66 argunent, the Felts effectively prevented the
Comm ssioner frommaking a pretrial determ nation as to whether
Sharon was entitled to equitable relief; therefore, there is no
determnation to review. W find that the Felts failed to provide
proper notice of this claim and therefore we will not consider
the issue.®

Al t hough this seens harsh for Sharon Felt, all hope may not
be lost; it is at |east possible that she m ght be able to raise
section 66(c) equitable relief as a defense in any collection

heari ng under section 6330. See sec. 6330(c)(4)(A).

15 There is also a potential problemin deciding the
appropriate standard of review. In cases |ike Beck v.
Comm ssioner, T.C Meno. 2001-198, we held that we should review
for abuse of discretion. But we recently held in the closely
related situation of requests for relief under section 6015(f)
that we review de novo. See Porter v. Conm ssioner, 132 T.C. __
(2009). We will figure out Porter’s effect on section 66(c) in
sone | ater case.




VIl. Additions to Tax

The final issues are all the additions to tax that the
Comm ssi oner asserts under sections 6651(a)(1) and 6654 for al
the tax years at issue, and additions under section 6651(a)(2) for
1996- 98.

Section 6651(a)(1l) inposes an addition to tax for failure to
tinely file a tax return. The Conmm ssioner has nmet his burden of
production because the Felts stipulated that they did not file tax
returns for any of the years at issue. The Felts argue only that
Sharon shoul d not have to pay these additions, thereby concedi ng
them as to David. Sharon seens to make two argunents. The first
relates only to 1987 and 1989, years for which the Felts got a
letter fromthe Comm ssioner stating they did not need to file a
tax return. David Felt testified that he thought they got the
letters around the tinme of the bankruptcy and that he didn’t know
why he had received them because he hadn’t asked for them W
admtted the letters as evidence over the objections of the
Comm ssi oner’s counsel, although we share his concerns about their
origin. The letters are dated 1993, several years after the
Felts’ returns would have been due for 1987 and 1989. But in 1992
Sharon fil ed bankruptcy schedul es stating: “The Debtor and her
husband have not filed Federal |ndividual Incone Tax returns for
the cal endar years 1986 through 1991 because of |osses incurred by

t he Debtor’s husband,” the sanme reason Felt cited for not filing
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inthe first place. W therefore find that Sharon did not rely on
the 1993 letters in failing to file.

Her second argunent is stronger. She argues that because she
was unaware of the income fromFelt’s businesses, she | acked
sufficient information to file inconme tax returns. She relies on

two cases fromthe early 1980s. In Crane v. Conm ssioner, T.C

Meno. 1982- 350, the husband actively hid his inconme fromhis wfe;

in Fleming v. Conmmi ssioner, T.C Meno. 1984-130, the wi fe was

afraid of her husband’s violent tenper and did not know tax
returns had not been filed. There is no evidence that Felt
actively hid his inconme from Sharon. She did testify credibly
that when Felt would explain his business dealings to her, she
woul d get bored and | ose interest, but that doesn’'t anmount to
conceal nent. And her bankruptcy filings state that Sharon and her
counsel “have exam ned all transactions for the period commencing
in 1990 until the date of filing of the Petition.” Those
schedul es state that she and her husband expected to earn $70, 000
per year during the duration of the bankruptcy plan. Again, this
i ndi cates that she had at | east sone access to financial
information. There is also no sign that Sharon was afraid to ask
Felt about famly or business inconme; she testified that she asked
Felt about the Reliance sale, and she also testified that she
woul d ask hi m about expenses in credit-card statenments until “he

got irritated and sent the bills to his office.” Sharon knew
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about several of Felt’s businesses and even had signatory powers
over the J&N bank account. She has not convinced us that she

| acked access to the information necessary to file a separate tax
return, and so we will sustain all the failure-to-tinely-file
additions to tax.

The second addition, under section 6651(a)(2), is for failure
to pay tax. Again, the Felts contest this only as it applies to
Sharon. The Comm ssioner nust do a little nore to nmeet his burden
here. He nust show either that he filed a substitute for return
(SFR) under section 6020(b) or that the Felts filed a return

show ng tax due. See sec. 6651(a)(2); Wieeler v. Conm ssioner,

127 T.C. 200, 208-209 (2006), affd. 521 F.3d 1289 (10th G r.

2008). The SFRs nust neet certain requirenents; a bare front page
of a Form 1040 will not suffice. 1d. at 209. The Comm ssi oner
provided us with SFRs for Sharon Felt for 1996, 1997, and 1998;

t hese docunents include not only the front page of a Form 1040
with Sharon’s nanme, Social Security nunber, and filing status, but
al so certifications by the preparers, work papers show ng anmounts
of tax due and penalties, and detail ed explanations. W therefore
hold that the Conm ssioner has net his burden of production, and
sustain the additions to tax in the face of Sharon’s clai mthat
she had reasonabl e cause for her failure for the same reasons we

relied on in sustaining the failure-to-tinely-file additions.
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The Conm ssioner also asserted an addition to tax under
section 6654 agai nst both David and Sharon Felt for their failure
to pay estimated tax. The Felts make no claimof error regarding
t hese assertions, and we therefore deemthem conceded. Section
6654 additions are nmandatory and mat hematical, with no reasonabl e-

cause exception. Crane v. Comm ssioner, T.C Meno. 1982-350.

Deci sion will be entered

under Rul e 155.




