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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
GERBER, Judge: Respondent determ ned deficiencies in and
additions to petitioner’s Federal incone tax for the 1986 and

1987 taxable years as foll ows:



Additions to Tax

Sec. Sec. Sec.
Year Defi ci ency 6651(a) (1) 6653 (a)(1)(A) 6653(a)(1)(B)
1986 $2, 707, 872 $269, 713 $135, 394 1
1987 1, 725, 692 426, 884 86, 285 L

1 50 percent of the interest due on the deficiency.

Al'l section references are to the Internal Revenue Code in
effect for the years under consideration, and all Rule references
are to the Tax Court’s Rules of Practice and Procedure, unless
ot herw se i ndi cat ed.

The sol e issue for consideration is whether petitioner
shoul d be relieved of liability for any portion of the inconme tax
and additions to tax under the provisions of section 6015.
Entitlement to relief is, in part, dependent upon a taxpayer’s
knowl edge about the questioned iten(s) at the tinme of signing a
joint return.

FI NDI NGS OF FACT

Petitioner and her husband, Gen H Martin, filed delinquent
joint Federal incone tax returns on Decenber 31, 1987, and Apri
4, 1989, for their 1986 and 1987 tax years, respectively. At the
time of the filing of her petition, petitioner’s |egal residence
was Dal |l as, Texas. Petitioner’s husband has been incarcerated in
a Federal penitentiary since 1995.

Petitioner was born in 1935 in Canada and was one of six
children. She discontinued her education at age 14 and entered

into a training programw th the Royal Bank of Canada. She
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wor ked at the bank for approximately 7 years, advancing from a
mail clerk position to that of a teller and thereafter becane an
adm nistrative office nmanager of a general insurance agency. In
1961, the insurance agency transferred her to Mam, Florida,
where she nmet her first husband, married, and had a daughter in
1964. Shortly thereafter, petitioner divorced her first husband
and returned to the Royal Bank of Canada for a short tine.
Foll owi ng that, she returned to Florida and began to work for
Am cabl e Life Insurance Co. (Amcable). Petitioner nmet M.
Martin, a part-time insurance sal esman at Am cable, and they were
married in 1968, and petitioner becane a full-time housewife with
two additional children born during 1969 and 1973.

M. Martin established a very successful insurance agency,
named “Insurance Agency of Anerica” (IAA), which wote policies
exclusively for Amcable. Generally, petitioner’s involvenent
with IAAwas in the role of supporting M. Martin' s career as his
spouse, entertaining business associ ates, and acconpanyi ng M.
Martin on agent recruiting trips.

In Septenber 1981, M. Martin fornmed a Florida corporation
nanmed “denn H Mrtin and Associates, Inc. d/b/a | AA” and naned
hi msel f board chairman, president, and treasurer. Petitioner was
named vice president and secretary of the corporation.

Petitioner was not involved in the business of |AA and her

designation as an officer of the corporation was in the nature of
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a nomnee. |AA was, in effect, a holding conpany, with 80.2
percent of the shares in another corporation, Financial Security
Corp. of Anerica, Inc. (FSCA). Through the end of 1986, M.
Martin held 80 percent of the shares of | AA, and the remaining
t hree sharehol ders were sone of the sane people who owned the
19. 8 percent of the shares of FSCA that were not held by I1AA In
turn, FSCA was the parent of eight subsidiary corporations,
i ncl udi ng one naned Prinera Devel opnent Corp., Inc. (Prinera).

M. Martin had been a high school teacher and coach, earning
extra incone by neans of part-tine insurance sales. By enploying
t eacher/ coaches, he was very successful in his insurance agency
busi ness and, as of 1984, had 2,500 agents under contract. 1In
1984, Am cabl e was purchased by anot her insurance conpany, which
detrinmentally affected M. Martin and | AA, and, due to
contractual disputes with their agents, a suit was filed agai nst
t he purchaser of Am cable. M. Mrtin began | ooking for another
i nsurance conpany to underwite his business, and, in 1984, he
acquired Twentieth Century Life Insurance Co. (Life) and nade it
a subsidiary of a holding conpany nanmed Twentieth Century
Fi nancial Corp., Inc. (Financial). Financial was owned 51
percent by M. Martin, and he and petitioner were board nenbers.
Petitioner was a mnority sharehol der of Financial. Petitioner
was not involved in the business of Financial, but she did get

involved in public relations, such as charitable projects in
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connection with the corporation’s public image. Petitioner was
able to pick up a limted anmount of business information from her
participation on the boards of sone of the related corporations,
but she was generally not involved in or know edgeabl e about the
day-to-day operations or the details of the business of
Fi nanci al .

M. Martin s success in the insurance business permtted the
Martins, during 1975, to build a palatial hone in the Sweetwater
Est ates subdivision. From 1975 through 1986, the success and the
quality of the Martins' lifestyle continued unabated, including
t he purchase of Rolls Royce and Lanborghi ni autonobiles, a 60-
foot yacht, several other |uxury autonobiles, 2 airplanes, 5-
carat and 12-carat dianond rings given to petitioner as gifts by
M. Martin, and 4 Rol ex watches. Although the Martins reported
some net Federal incone tax |osses during the period 1981 through
1986, it was not uncommon for M. Martin to receive Forns W2 for
anounts in excess of $1 million. The Martins enpl oyed several
househol d staff nenbers and a full-time gardener. Petitioner was
involved in high profile charitable and political fund raisers
and threw | avish parties at the Martins’ hone. Although
petitioner was a nmenber of several of the corporate boards and
was involved in the publication of Central Florida Magazi ne,
during the period 1973 through 1987, she was primarily a

housewi f e and not her.
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Initially, petitioner maintained the Martin famly’s
househol d finances, but after the business growh, M. Martin's
personal business secretary began maintaining the Martin
household and fam |y finances. For exanple, petitioner
mai nt ai ned a checking account to pay routine bills for doctors,
groceries, etc., but M. Martin's personal secretary paid, out of
M. Martin s corporate sharehol der accounts, a majority of
househol d bills, such as those concerning the nortgage, credit
cards, installnent |oan paynents, etc.

In 1984, M. Martin hired Louis J. Hevey, a certified public
accountant, and he becane the chief financial officer for all of
M. Martin s businesses. M. Hevey ensured that there was
sufficient cash in the sharehol der advance accounts to pay the
Martins’ expenses. Petitioner did not exercise any control or
direction over M. Hevey, and she did not review his records or
di scuss finances with him The anount of noney used by M. Hevey
to cover the Martins' lifestyle remained relatively constant
during 1984-1991, the period M. Hevey worked for M. Martin.

During the period under consideration, Life advanced
substantial funds to FSCA. In 1986, the North Carolina Insurance
Departnent (NCI D) regul ators becane concerned about the financi al
stability of Life and the |large volune of |oans to FSCA, which
the regulators did not consider to be assets for statutory

accounting purposes. Wthout considering the prom ssory notes
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for funds due from FSCA, Life would have been “statutorily
i nsolvent” and/or “inpaired” under North Carolina | aw and thereby
prohi bited fromunderwiting |ife insurance.

FSCA was not capabl e of repaynent, and so M. Martin and
several advisers, including M. Hevey, designed a nmultistep
transaction to bolster Life' s assets. Although petitioner was
generally aware of M. Martin' s involvenent in a transaction
involving Primera and that the Prinera | and was invol ved, she did
not discuss it wwth M. Martin and was not involved or consulted
concerning the structuring or execution of the transaction. No
cash or property inured to the benefit of or was received by the
Martins due to execution of this transaction.

M. Forness, a certified public accountant who served M.
Martin’s business and prepared corporate and individual incone
tax returns, assisted in attenpting to structure the transaction
to make it appear that Federal tax consequences woul d be deferred
under section 351. On Decenber 15, 1986, M. Martin, Life, FSCA
and its parent entered into a three-step transaction where the
Primera stock would be contributed to Aen H Mrtin and
Associ ates, Inc. (GHMA), in exchange for 2,400 shares of GHVA
stock. GHVA would then contribute the Primera stock to FSCA as
paid-in capital. FSCA in turn, would sell the Prinera shares to
Life in exchange for | oan forgiveness and ot her consideration.

Prinmera was val ued at $22, 540, 000 as of Novenber 26, 1986, and
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its value was, in great part, attributable to real property.
Petitioner did not participate in M. Martin’s decision to enter
into this conplex transaction. At a January 30, 1987,
sharehol ders’ neeting for Financial and attended by petitioner,
M. Martin in connection with the above-described transaction
stated that, on Decenber 31, 1986, the Prinera property,
consi sting of approximately 196 acres of real estate, had been
sold to Life for $115,000 per acre, or $22,500, 000.

M. Forness prepared the 1986 and 1987 Federal incone tax
returns reflecting the above-described Prinera transaction for
all parties that were involved. A Form 4797, Sales of Business
Property, attached to the Martins’ 1986 joint Federal inconme tax
return, reflected that the Prinmera transacti on was subject to
section 351, and therefore no gain was recogni zed. Petitioner
now concedes that the Prinera transaction should have resulted in
gain and section 351 did not apply to cause nonrecognition. |If
petitioner and M. Martin had filed separate returns for 1986,
petitioner would not have been required to report any portion of
the gain fromthe Prinera transaction.

In addition to the inproper section 351 transaction,
respondent made several other adjustnents to arrive at
petitioner’s 1986 and 1987 incone tax deficiencies, none of which
woul d have been attributable to petitioner but for her filing a

joint return with M. Martin. Extensions were obtained for
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filing the 1986 and 1987 joint Federal incone tax returns for
petitioner and M. Martin, and the returns, ultimtely, were not
tinely filed. M. Forness did not discuss any position taken on
the Martins’ incone tax returns with petitioner, and she was not
in a position to secure records fromthe various business
entities to prepare the 1986 and 1987 joint returns. Petitioner
did not receive any Forns W2, Wage and Tax Statenent, for the
period under consideration. M. Forness always presented the
joint Federal inconme tax returns to M. Martin, who in turn
presented themto petitioner for her execution.

After the Prinera transaction, NCID and the insurance
regul atory authorities of two other States, focused on Life's
financial situation and inposed restrictions. NC D, during 1987,
ordered that Life sell Primera. During 1988, Life sold Prinera
to a devel opnent conpany for a $33 mllion prom ssory note |inked
to the real property. M. Martin did not discuss these
difficulties wth petitioner, and from 1984 t hrough 1989, there
was no change in her lifestyle, and petitioner believed that she
was a weal thy person. Although petitioner was generally aware of
the Prinmera transaction, it was not until a few years after the
years in issue (sonetinme in 1990) that petitioner becane aware of
the tax and insurance-rel ated details and financial problens with

whi ch her husband and famly were confronted.
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On March 1, 1991, NCID seized Life and declared it
i nsolvent, relieving M. Martin of his position as president of
Life. Thereafter, the Martins began selling off or losing their
assets to foreclosure in order to pay day-to-day |iving expenses.
By Septenber 1991, nost of the Martins’ assets had either been
repossessed or sold to pay their daily living expenses. In July
of 1992, the Martins filed a voluntary |iquidating bankruptcy.
During 1994, a 33-count crimnal indictment was issued agai nst
M. Martin and his sister for diverting insurance premuns to
hide themfromthe NCID regulators. M. Mrtin was found guilty
on Novenber 27, 1995, following a 3-nonth trial. Petitioner
attended the trial each day but was not nanmed as a defendant and
had no know edge of the diversion.

As of the tinme of the trial of this case, petitioner resided
in her children’s hones, had no assets, and was unable to work
due to poor health. At that tinme, M. Mrtin remai ned
incarcerated, with his prison termto conclude in 2006, and the
Martins remain married.

OPI NI ON

Petitioner seeks relief, under section 6015, fromincone tax
deficiency determ nations that she now concedes are not in error.
Respondent concedes that petitioner is entitled to “separation of
liability relief” under section 6015(c) with respect to three

Schedul e C adjustnments as follows: $17,232 for 1986 airpl ane
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rental ; $99, 838 and $36, 422 for insurance sal es conm ssion
expenses for 1986 and 1987, respectively.

Section 6015 provides, in certain circunstances, for relief
fromjoint liability for tax, interest, penalties, and other
anpunts arising froma joint Federal incone tax return. See sec.
6015(a), (b), and (c).? Section 6015(a) permts taxpayers to
seek relief under section 6015(b) if they filed a joint return
and, if eligible, under section 6015(c). Section 6015(c), in
pertinent part, provides for relief for certain joint filers, as
fol |l ows:

(c) Procedures to limt liability for taxpayers no
| onger married or taxpayers |legally separated
or not living together.

(1) I'n general. Except as provided in this
subsection, if an individual who has made a joint
return for any taxable year elects the application of
this subsection, the individual’s liability for any
deficiency which is assessed with respect to the
return shall not exceed the portion of such deficiency
properly allocable to the individual under subsection

(d).

(2) Burden of Proof. Except as provided in
subparagraph (A)(ii) or (C of paragraph (3), each
i ndi vidual who el ects the application of this
subsection shall have the burden of proof with respect
to establishing the portion of any deficiency allocable
to such indivi dual

! Sec. 6015 was added by sec. 3201(a) of the Internal
Revenue Service Restructuring and Reform Act of 1998 (RRA), Pub.
L. 105-206, 112 Stat. 734. Sec. 6015 is effective with respect
to any tax liability arising after July 22, 1998, and any tax
l[tability arising on or before July 22, 1998, that is unpaid on
t hat date.



(3) Election.

(C Election not valid with respect to certain

deficiencies. |If the Secretary denonstrates that an

i ndi vi dual making an el ection under this subsection had

actual know edge, at the tinme such individual signed

the return, of any itemgiving rise to a deficiency (or

portion thereof) which is not allocable to such

i ndi vi dual under subsection (d), such election shal

not apply to such deficiency (or portion) * * *

Therefore, section 6015(c) relieves certain joint-filing
taxpayers by making themliable only for those itens of which
t hey had actual know edge, rather than being liable for all itens
reportable on the joint return. 1In effect, this approach is
intended, to the extent permtted, to treat certain spouses as
t hough they had filed a separate return. This is a departure
from predecessor section 6013(e) and conpani on section 6015(b)
where the intended goal was to permt relief only if the relief-
seeki ng spouse did not know or had no reason to know of an item
Accordi ngly, taxpayers who are either no | onger married,

separated (for 12 nonths or nore), or not |iving together
(petitioner’s circunstance) may el ect treatnent as though they
had separately filed. Section 6015(c)(3)(C, however, does not
permt the election of separate treatnment for any item where “the
Secretary denonstrates that an individual * * * had actual
know edge, [of the iten] at the tine such individual signed the

return”. Petitioner has elected separate treatnent under section

6015(c), and, accordingly, respondent bears the burden of show ng
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that petitioner had “actual know edge * * * of any item giving
rise to a deficiency (or portion thereof) which is not allocable
to [petitioner]”.?
The concept of actual know edge under section 6015(c) has

been addressed by this Court in Charlton v. Conm ssioner, 114

T.C. 333, 341-342 (2000), where relief was granted, and Cheshire

v. Comm sioner, 115 T.C. _ , _ (2000) (slip op. at 17-23), where

relief was deni ed.

In Charlton v. Conm ssioner, supra, a recent application of

the i nnocent spouse rule, we explained that a section 6015(c)

el ection “is not valid if respondent shows that the individual
maki ng the el ection had actual know edge when signing the return
of any ‘itemi giving rise to a deficiency (or portion thereof)
which is not allocable to the electing individual.” 1d. at 341.
In Charlton, the taxpayer seeking relief was aware that the
source of incone was his wife s business, but he did not conpare
records provided himby his wwfe with other business records to
determ ne whether his wife had accounted for all of the incone.
Al though M. Charlton had actual know edge of incone froma
particul ar source and knew generally of his spouse’ s source of

i ncone, he had no know edge that all inconme fromthat source had

2 Respondent, has agreed that petitioner is entitled to sec.
6015(c) relief with respect to three itens other than the Prinera
transaction. The only question we consider here is whether
petitioner had “actual know edge” wi thin the neaning of sec.
6015(c) .



- 14 -
not been accounted for as reported. W thus held in Charlton
t hat “respondent has not shown that Charlton had actual know edge
of the item causing the deficiency, and that Charlton qualifies
for relief under section 6015(c).” Ild.
A few nonths later, this Court again had the opportunity to

consider the section 6015(c) relief provisions. In Cheshire v.

Comm ssi oner, supra, also an omtted i nconme case, petitioner had

actual know edge of the fact of the omtted incone, as well as

t he amount of income, but submtted that she was entitled to
relief because she was unaware of the applicable tax | aws.
Specifically, petitioner “was aware of the anount, the source,
and the date of receipt of the retirenment distribution and
interest” but did not know the tax consequences of the incone.
Id. (slip op. at 19). In that case we held that “know edge” for
pur poses of section 6015(c) relief disqualification does not
requi re actual know edge on the part of the electing spouse as to
whet her the entry on the returnis or is not correct. See id.

I nstead, the el ecting spouse nust have “actual know edge of the
disputed itemof incone * * * as well as the anopunt thereof, that
gave rise to the deficiency”. 1d. (slip op. at 23). Thus, in

Cheshire v. Conm ssioner, supra, we concluded that ignorance of

the applicable tax law is no excuse and that respondent had net

hi s burden of proving know edge of the omtted incone.
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Cheshire v. Conm ssioner, supra, established that actual

know edge of the disputed item of income and the anount thereof
prevents a taxpayer fromclaimng i nnocent spouse relief under
section 6015(c). Wth those principles and Charlton as our
backdrop, we nust determ ne whether petitioner is entitled to
i nnocent spouse relief under section 6015(c)(3)(C

Petitioner contends that respondent’s show ng of her m ni nal
or superficial know edge about M. Martin's transfer of shares in
Primera and of the sale of Primera land is insufficient to neet
the statutory threshold necessary to deny her section 6015(c)
relief. Respondent argues that petitioner’s attendance at the
sharehol ders’ neeting 1 year prior to the filing of the return in
guestion and learning that the Prinera property was sold to
Twentieth Century Life for $22,500,000 constitutes actual
knowl edge of the itemgiving rise to the deficiency.

In Charlton v. Comm ssioner and Cheshire v. Conm ssioner,

supra, the nonel ecting spouse received an anmount of inconme from a
business or as a lunp sumfroma distribution of retirenent
benefits of which the electing spouse was aware. Here,

petitioner and her spouse did not receive any cash or property.
The “Prinmera” transaction involved a conplex series of steps that
resulted in the transfer of stock and the sale of property which
was structured to qualify as a nontaxable transaction under

section 351 for Federal tax purposes. Wthout petitioner’s
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i nvol venent or know edge, M. Martin and certain professionals
devi sed this conplex and sonewhat devi ous transaction consisting
of a series of steps and involving several entities. The
transaction was primarily intended to deceive State insurance
regul ators into believing that the asset position or picture of
M. Martin s insurance conpany was inproved. The transaction was
further conplicated because it was structured for tax purposes to
appear that the transfer of property to the corporation(s) was a
nont axabl e event under section 351. Utimtely, the desired
results were not achieved, M. Martin was incarcerated due to his
fraudul ent deceptions, and petitioner was |left penniless and
bankr upt .

Petitioner knew that M. Martin intended to contribute
shares in Prinera to another corporation, but she had no actual
know edge of the nyriad and conpl ex steps or entities involved in
the transaction. Petitioner’s uncontroverted testinony reveal ed
that she was, at nost, superficially aware of only a smal
portion of the details in these conplex transactions. Because
petitioner had only a superficial awareness of the transaction,
petitioner did not have actual know edge of the anpunt of the
financial gain that was m sreported, nor of the underlying facts
that gave rise to the gain. Based on the facts pertaining to the
transactions avail able to petitioner, she would not have known

that the stock transfer was not a section 351 transaction or that
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the corporate sale of land could have resulted in financial gain

or incone to her husband.® Like the taxpayer in Charlton v.

Conm ssi oner, supra, petitioner possessed only a part of the

information, and the information that she did possess was
insufficient to supply her with actual know edge regarding the
anmount of the financial gain fromthe transaction, if any. 1In
sum and in substance, petitioner knew only that M. Mrtin had
transferred his stock in Prinera and | and was sold. Wthout
know edge of additional and conplex facts, petitioner would not
be in a position to actually know the anmount of the financial
gain fromthe transaction, if any.

We have difficulty discerning any meani ngful differences

bet ween the taxpayer in Charlton v. Conm ssioner, supra, who knew

of the income source and did not verify the total anount
reportable, and petitioner, who knew that her husband transferred
stock and sold | and, but had no know edge of the anount of the
financial gain, if any, or of nost of the facts that gave rise to

that gain. Unlike the taxpayer in Cheshire v. Conm ssioner,

supra, respondent has not shown that, at the tine she signed the
return, petitioner had actual know edge of itens underlying the

possibility of any financial gain.

3 Neither party disputes that any gain arising fromthe
stock transfer and | and sal e woul d have been reported solely by
petitioner’s husband had petitioner and her husband fil ed
separate tax returns.
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We have considered and conpared Charlton v. Conm Ssioner,

supra, and Cheshire v. Conm ssioner, supra, to deci de whet her

petitioner is entitled to innocent spouse relief. W hold that
respondent has not shown that petitioner had actual know edge of
the anpbunt of the itemgiving rise to a deficiency.*

Respondent al so determ ned additions to tax for negligence
under section 6653(a)(1)(A) and (B) and for delinquency under
section 6651(a)(1l). Because of our holding with respect to
section 6015(c) relief, petitioner’s incone tax deficiency, if
any, for either tax year would be de minims.®> |In particular,
respondent agreed to section 6015(c) relief for all of the
adj ustnent itens other than the one we have decided in
petitioner’s favor. In that regard, respondent relied on
petitioner’s husband's transactions/adjustnents to assert that
petitioner was liable as a joint return filer for the negligence
addition to tax. Wth all of those adjustnents either conceded
by respondent or decided in petitioner’s favor, the predicate for

t he negligence addition no | onger exists. Accordingly, we hold

41t is unnecessary to consider petitioner’s argunents for
relief under other provisions of sec. 6015 because we have
deci ded she is not liable for the portion of any deficiency
attributable to the “Prinmera” transaction. |In that regard, in
this proceeding, petitioner sought relief solely fromthat
transacti on.

> |t appears that the renmining adjustnents are nore
mat hematical in nature and dependant upon the adjustnents that
have been conceded or determ ned.
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that petitioner is not liable for the addition to tax for
negl i gence for either taxable year.

Wth respect to the delinquency addition, petitioner has
failed to offer evidence that would relieve her of that
obligation, and, to the extent that the Rule 155 conputation
results in any incone tax deficiency due frompetitioner, she
will be liable for the section 6651(a)(1) delinquency addition to
t ax.

To account for concessions of the parties and to reflect the
f or egoi ng,

Deci sion will be entered

under Rul e 155.




