Joyce Purcell v. Commissioner of Internal Revenue, 86 T. C. 228 (1986)

To qualify for innocent spouse relief under IRC Section 6013(e), a spouse must prove
they did not know and had no reason to know of the substantial understatement of
tax, and that the understatement was due to grossly erroneous items of the other
spouse.

Summary

In Purcell v. Commissioner, the U. S. Tax Court addressed Joyce Purcell’s claim for
innocent spouse relief under IRC Section 6013(e) for tax years 1977 and 1978. The
court found that Purcell was entitled to relief for omitted income related to her
husband’s personal use of corporate property but not for income from a covenant
not to compete or disallowed deductions. The decision hinged on the criteria of lack
of knowledge, the nature of the erroneous items, and the inequity of holding Purcell
liable. This case underscores the importance of understanding the specific
requirements for innocent spouse relief, particularly the distinction between omitted
income and disallowed deductions.

Facts

Joyce Purcell and her then-husband, W. Bruce Purcell, filed joint federal income tax
returns for 1977 and 1978. The IRS assessed deficiencies due to omitted income
from personal use of a corporate aircraft and travel expenses, income from a
covenant not to compete in the sale of stock, and disallowed deductions for bad
debts and worthless stock. Joyce Purcell sought relief under IRC Section 6013(e),
claiming she was unaware of these items. The court found she did not know of the
omitted income related to personal use of corporate property but was aware of the
covenant not to compete. She did not prove the disallowed deductions were grossly
erroneous.

Procedural History

The IRS issued a notice of deficiency to Joyce and W. Bruce Purcell for the tax years
1977 and 1978. Joyce Purcell filed a petition with the U. S. Tax Court seeking
innocent spouse relief under IRC Section 6013(e). The court held hearings and
issued its decision on February 26, 1986, granting relief for omitted income related
to personal use of corporate property but denying relief for other items.

Issue(s)

1. Whether Joyce Purcell is entitled to relief under IRC Section 6013(e) for the
omitted income from personal use of a corporate aircraft and travel expenses?

2. Whether Joyce Purcell is entitled to relief under IRC Section 6013(e) for the
omitted income from a covenant not to compete?

3. Whether Joyce Purcell is entitled to relief under IRC Section 6013(e) for the
disallowed deductions for bad debts and worthless stock?
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Holding

1. Yes, because Joyce Purcell did not know, and had no reason to know, of the
omitted income, and it was inequitable to hold her liable.

2. No, because Joyce Purcell knew of the covenant not to compete, even if she was
unaware of its tax consequences.

3. No, because Joyce Purcell did not prove the disallowed deductions were grossly
erroneous, lacking a basis in fact or law.

Court’s Reasoning

The court applied IRC Section 6013(e), which requires a spouse seeking relief to
prove they did not know and had no reason to know of a substantial understatement
of tax due to grossly erroneous items of the other spouse. The court found Joyce
Purcell did not know of the omitted income from personal use of corporate property,
as she relied on her husband’s representations about corporate expenses. However,
she was aware of the covenant not to compete in the stock sale agreement. For the
disallowed deductions, the court noted that Joyce Purcell did not prove these items
were grossly erroneous, as required by the statute, which specifies that deductions
must have no basis in fact or law. The court also considered the policy behind the
1984 amendment to Section 6013(e), which aimed to broaden relief but maintained
strict criteria for deductions. The court cited previous cases like McCoy v.
Commissioner and Quinn v. Commissioner to support its interpretation that
knowledge of the underlying facts, not just tax consequences, is crucial for relief.
The court also referenced the legislative history of the 1984 amendment,
emphasizing the distinction between omitted income and disallowed deductions.

Practical Implications

This decision clarifies the criteria for innocent spouse relief under IRC Section
6013(e), particularly the distinction between omitted income and disallowed
deductions. Practitioners should advise clients seeking such relief to thoroughly
document their lack of knowledge about the underlying transactions and to prove
the grossly erroneous nature of disallowed deductions. The case highlights the
importance of understanding the specific statutory requirements and the burden of
proof on the spouse seeking relief. It also underscores the need for careful review of
joint returns and the potential tax implications of business transactions, especially
covenants not to compete. Subsequent cases have applied this ruling, often focusing
on the knowledge and benefit factors in determining eligibility for innocent spouse
relief.
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