Cheshire v. Commissioner, 115 T. C. 183 (2000)

For innocent spouse relief under Section 6015(c), the electing spouse must have
actual knowledge of the item giving rise to the deficiency, not merely the underlying
transaction.

Summary

In Cheshire v. Commissioner, Kathryn Cheshire sought innocent spouse relief under
Section 6015 from a tax deficiency resulting from unreported retirement
distributions and interest income. The Tax Court held that she was not entitled to
relief under Section 6015(b) or (c) because she had actual knowledge of the
unreported income. However, the court found an abuse of discretion in the denial of
relief under Section 6015(f) for the accuracy-related penalty on the retirement
distributions, given her good faith reliance on her husband’s false statements about
their taxability. This case clarifies the knowledge requirements for Section 6015(c)
relief, distinguishing between knowledge of the transaction and knowledge of the
incorrect reporting on the tax return.

Facts

Kathryn Cheshire and her husband filed a joint 1992 federal income tax return. Her
husband received $229,924 in retirement distributions from his job at Southwestern
Bell Telephone Co. , of which $187,741 was taxable. The couple reported only
$56,150 as taxable income from these distributions. Additionally, they omitted $717
in interest income from a joint bank account. Kathryn was aware of the retirement
distributions and the interest earned, but her husband falsely assured her that using
the funds to pay off their home mortgage would reduce the taxable amount. She
signed the return relying on these assurances.

Procedural History

The IRS determined a tax deficiency and assessed an accuracy-related penalty.
Kathryn contested this determination, seeking innocent spouse relief under Sections
6015(b), (c), and (f). The Tax Court reviewed her claims, and the Commaissioner
conceded relief for certain items. The case proceeded to a full hearing on the
remaining issues.

Issue(s)

1. Whether Kathryn Cheshire is entitled to innocent spouse relief under Section
6015(b) from the tax deficiency due to the unreported retirement distributions and
interest income.

2. Whether Kathryn Cheshire is entitled to innocent spouse relief under Section
6015(c) from the tax deficiency.

3. Whether the Commissioner abused his discretion in denying equitable relief under
Section 6015(f) for the accuracy-related penalty.
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Holding

1. No, because Kathryn had actual knowledge of the retirement distributions and
interest income at the time she signed the return.

2. No, because Kathryn had actual knowledge of the item (the retirement
distributions) giving rise to the deficiency, even though she did not know the amount
was misstated on the return.

3. Yes, regarding the accuracy-related penalty on the retirement distributions,
because Kathryn acted in good faith and relied on her husband’s false statements
about the taxability of the distributions used to pay off their mortgage.

Court’s Reasoning

The court distinguished between the knowledge required for relief under Sections
6015(b) and (c). For Section 6015(b), actual knowledge of the underlying
transaction leading to the understatement is sufficient to deny relief. However, for
Section 6015(c), the court held that the Commissioner must prove the electing
spouse had actual knowledge of the “item” giving rise to the deficiency, which in
omitted income cases means the omitted income itself, not just the underlying
transaction. The court found that Kathryn’s knowledge of the retirement
distributions and interest income precluded relief under both Sections 6015(b) and
(c). Regarding Section 6015(f), the court found the Commissioner abused his
discretion in denying relief from the accuracy-related penalty on the retirement
distributions, given Kathryn’s good faith reliance on her husband’s false assurances
about the taxability of the funds used for their mortgage. The court emphasized that
ignorance of the tax law is not a defense, but good faith reliance on misinformation
from a spouse can justify relief from penalties.

Practical Implications

This decision clarifies that for Section 6015(c) relief, the IRS must prove the electing
spouse had actual knowledge of the omitted income, not just the underlying
transaction. This higher standard may make it easier for some spouses to obtain
relief under Section 6015(c). However, the case also reaffirms that knowledge of the
transaction itself is sufficient to deny relief under Section 6015(b). Practitioners
should advise clients seeking innocent spouse relief to carefully document their
knowledge (or lack thereof) of specific items reported on the return. The decision
also underscores the importance of good faith in seeking relief from penalties under
Section 6015(f), especially when relying on misinformation from the other spouse.
Subsequent cases have applied this ruling in distinguishing between knowledge of
transactions and knowledge of incorrect reporting on returns when analyzing
innocent spouse relief claims.
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