King v. Commissioner of Internal Revenue, 116 T. C. 198 (U. S. Tax Court
2001)

Kathy King successfully sought relief from joint tax liability under I. R. C. § 6015(c)
after her former spouse’s cattle-raising activity was deemed not for profit, leading to
a disallowed deduction. The U. S. Tax Court ruled in her favor, determining that
King did not have actual knowledge of her ex-spouse’s lack of profit motive at the
time of signing their joint return. This decision highlights the stringent criteria for
denying innocent spouse relief, emphasizing the need to prove the requesting
spouse’s awareness of the underlying factual circumstances causing the tax issue.

Parties

Kathy A. King (Petitioner) and Curtis T. Freeman (Intervenor) v. Commissioner of
Internal Revenue (Respondent). King was the petitioner seeking relief from joint tax
liability. Freeman, her former spouse, intervened in opposition to King’s claim. The
Commissioner of Internal Revenue was the respondent defending the tax deficiency
determination.

Facts

Kathy King and Curtis Freeman, married in 1982, filed a joint federal income tax
return for 1993. Freeman had initiated a cattle-raising activity in 1981 on a 100-acre
property in Hartsville, South Carolina. The activity involved a herd of 25-30 cows
and intermittent sales and purchases, but it was not profitable. King, who
occasionally visited the farm and assisted minimally, maintained records of the
activity’s sales, purchases, and expenses. They reported a net loss of $27,397 from
the cattle-raising activity on their 1993 joint return. King and Freeman separated in
May 1993 and divorced in May 1995. The IRS issued a notice of deficiency for the
1993 tax year to both King and Freeman, disallowing the cattle activity loss due to
lack of a profit motive under L. R. C. § 183(a), resulting in a tax deficiency of $7,781
each.

Procedural History

King timely petitioned the U. S. Tax Court for relief from joint liability under I. R. C.
§ 6013(e), which was later repealed and replaced by I. R. C. § 6015. Freeman
intervened under § 6015(e)(4) to oppose King’s claim for relief. The case was initially
tried under § 6013(e), but following its repeal, it was retried under § 6015. The Tax
Court applied a de novo review standard and considered the case under § 6015(c),
ultimately granting King relief from the entire deficiency.

Issue(s)

Whether Kathy King is entitled to relief from joint liability under I. R. C. § 6015(c)
for the 1993 tax year deficiency, given the disallowed deduction from Curtis
Freeman'’s cattle-raising activity?
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Rule(s) of Law

I[. R. C. § 6015(c) allows a spouse who has made a joint return to elect relief from
liability for any deficiency assessed, limited to the portion allocable to that spouse,
unless the Commissioner demonstrates that the electing spouse had actual
knowledge of any item giving rise to the deficiency at the time of signing the return.
In cases involving disallowed deductions due to lack of a profit motive under I. R. C.
§ 183(a), the Commissioner must prove the electing spouse’s actual knowledge of
the factual circumstances rendering the deduction unallowable.

Holding

The Tax Court held that Kathy King is entitled to relief from joint liability under I. R.
C. § 6015(c) for the entire 1993 tax deficiency. The court found that the
Commissioner failed to demonstrate that King had actual knowledge of Curtis
Freeman’s lack of a profit motive in the cattle-raising activity at the time she signed
the 1993 joint return.

Reasoning

The court’s reasoning hinged on the interpretation of “actual knowledge” under §
6015(c)(3)(C). The court distinguished between knowledge of the tax consequences
and knowledge of the factual circumstances giving rise to the disallowed deduction.
Citing Cheshire v. Commissioner, the court clarified that actual knowledge does not
require understanding of the tax law but rather awareness of the factual
circumstances that made the deduction unallowable. In this case, the key factual
circumstance was Freeman’s lack of a profit motive under § 183(a). The court found
that King’s knowledge that the cattle-raising activity was not profitable did not
equate to knowledge that Freeman lacked a profit motive. The court also considered
various factors relevant to determining a profit motive, such as the manner of
conducting the activity and Freeman’s financial status, but concluded that the
Commissioner did not meet the burden of proving King’s actual knowledge of
Freeman’s lack of profit motive. The court rejected the Commissioner’s argument
that King’s knowledge of the activity’s unprofitability was sufficient to deny relief,
emphasizing the need for proof of King’s awareness of Freeman’s primary intent.

Disposition

The Tax Court entered a decision for Kathy King, granting her full relief from the
joint and several liability for the 1993 tax deficiency.

Significance/Impact

King v. Commissioner of Internal Revenue is significant for its clarification of the
“actual knowledge” standard under I. R. C. § 6015(c)(3)(C) in the context of
disallowed deductions due to lack of a profit motive. The decision underscores the
stringent burden on the Commissioner to prove the requesting spouse’s awareness
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of the specific factual circumstances that led to the tax deficiency. This case has
been cited in subsequent Tax Court decisions, reinforcing the principle that
ignorance of the tax law is not a bar to relief, but ignorance of the underlying facts
can be. The ruling expands the availability of innocent spouse relief by focusing on
the factual knowledge at the time of signing the return, rather than the tax
consequences of those facts, potentially aiding other taxpayers in similar situations.
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