IN THE UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 93-5339

HAROLD L. PARK, Deceased, and
ALICE P. JONES, formerly ALICE P. PARK

Peti ti oner- Appel | ant,
V.
COW SSI ONER OF | NTERNAL REVENUE
Respondent - Appel | ee.

Appeal from A Decision of the United States Tax Court

(June 30, 1994)
Bef ore GOLDBERG KING and WENER, G rcuit Judges.
KING Circuit Judge:
Alice P. Jones appeals the decision of the United States Tax
Court denying her innocent spouse relief under 26 U S. C
8 6013(e) and 8 6004 of the Technical and M scel |l aneous Revenue

Act of 1988. Finding no error, we affirm

| . BACKGROUND
A.  FACTUAL BACKGROUND
Harol d Park and Alice Jones were married in 1978. Park was
a certified public accountant and chief financial officer for
Thomas Petrol eum Products. Jones is a high school graduate, who

conpleted four or five courses in real estate and is a |licensed



real estate agent. In 1981, Park |eft Thomas Petrol eum and
becane the chief financial officer for a |large concern known as
B.P.M, Ltd.

Par k and Jones naintai ned two joint checking accounts, one
at Spring Branch Bank and the other at Town and Country Bank.
Al t hough Park referred to the Town and Country account as his
busi ness account, funds fromthat account were sonetines used to
pay personal expenses. Jones opened the famly mail and paid the
famly's bills fromthese tw checki ng accounts, including those
in connection with an oil and gas exploration venture (Hadl Q)
in which she and Park were involved. She wote nost of the
checks drawn on these accounts, carried the checkbooks wi th her
nost of the time, and reconciled the checkbook bal ances for these
accounts on a nonthly basis.

I n Decenber 1980, Park opened an individual investnent
account with Financial Securities Corp. (FSC, with an initial
i nvest ment of $7,500sQpaid by check fromthe Town and Country
account. Under the terns of the investnent agreenent, FSC
purchased and sold, on Park's behal f, Governnent Nati onal
Mort gage Associ ation (GNVA) securities and related forward
delivery contracts. FSC then mailed Park nonthly statenents of

account, which listed inter alia the anmounts FSC had recei ved

fromPark, the GNVA contracts FSC bought or sold on Park's
behal f, and Park's open trade equity. Jones would see these
statenents when she opened the famly mail and, on occasi on,

woul d question Park about them Park, however, was evasive when



respondi ng to Jones' questions and told her that their accountant
had recommended the FSC i nvestnent as a tax investnent, that it
shoul d nmake them noney, and that he or their accountant woul d
take care of it. Jones filed these nonthly statenents in a shoe
box with other financial records, which were turned over to an
accountant at tax filing tinme for preparation of their tax
return.

In June 1981, Park received a letter from FSC stating that
t he bal ance in the margin account was deficient by $13, 000 and
t hat paynent had to be nade by June 15 to prevent the |iquidation
of the investnent and the closing of the account. Because Park
was out of town at the tinme the letter arrived, Jones phoned Park
about the letter. He instructed her to nmail a check to FSC for
$13, 000, which she did on June 9, 1981.

Char | es Randol ph, a certified public accountant, prepared
the joint federal inconme tax return for 1981 at issue in this
case for Park and Jones after Jones delivered to Randol ph the
records needed to prepare the return. On the return, Park and
Jones reported | osses totaling $107,456 fromthe FSC invest nent
(an anmount that was nore than five tines their total cash
i nvest ment of $20,500sQi.e., the initial $7,500 investnent plus
the later $13,000 margin call). They also clainmed a total refund
of $36, 829, which was deposited in the Town and Country account
and used to pay off bills incurred in connection with Hadl G I.

Park and Jones were divorced in April 1986. Park died in

August 1991.



B. PROCEDURAL H STORY

The Comm ssioner issued a notice of deficiency to Park and
Jones on August 22, 1984, disallowing the FSC investnent |oss
deduction clained for 1981. Park and Jones petitioned the tax
court for a redeterm nation of the deficiency, which the
Comm ssi oner had asserted was $266,582. Jones subsequently
anended the petition to assert that she was an innocent spouse
under either § 6013(e) or, in the alternative, under 8 6004 (the
transitional rule) of the Technical and M scel |l aneous Revenue Act
of 1988 (TAVMRA). The parties then filed a stipulation on
Septenber 25, 1989, in which Park and Jones agreed that they were
not entitled to the investnment |oss clained ($107,456) but that
they were instead entitled to a | oss deduction of $13, 000SQt heir
net investnent in FSC for 1981. Park further agreed that he was
liable for a $40, 065 deficiency in 1981 tax, and he wai ved
further restrictions on assessnent and collection of the
defi ci ency.

The tax court determ ned that Jones had "reason to know' of
the substantial understatenent on the joint 1981 tax return. The
court accordingly found that Jones did not qualify for "innocent
spouse" relief under either 8 6013(e) or the transitional rule.

Jones then filed a tinely notice of appeal.

1. STANDARD OF REVI EW
W review the decision of the tax court under the sane

standards that apply to district court decisions. Thus, issues



of law are reviewed de novo, and findings of fact are revi ewed

for clear error. MKnight v. Conm ssioner, 7 F.3d 447, 450 (5th

Cir. 1993). The tax court's determ nation that a spouse is not
entitled to relief as an "innocent spouse" is reviewabl e under

the clearly erroneous standard. Buchine v. Conm ssioner, 20 F.3d

173, 181 (5th G r. 1994); see McCee v. Conm ssioner, 979 F.2d 66,

69 (5th Gr. 1992); Sanders v. United States, 509 F.2d 162, 170-

71 (5th Gir. 1975).

1. DI SCUSSI ON

Jones contends that the tax court clearly erred in finding
that she was not entitled to innocent spouse relief under either
8 6013(e) or the transitional rule. She argues that the innocent
spouse tests set forth in each of these statutes are
substantially different, even though both contain simlar
| anguage such that the spouse applying for innocent spouse relief
must establish that the spouse either did not know or had no
reason to know that there was a substantial understatenent of
incone on the joint tax return in question. W discuss each of
these statutes in turn

A.  SECTION 6013(e): THE | NNOCENT SPOUSE RULE

Spouses who file joint tax returns are generally jointly and
severally liable for tax due on their conbined incones, including
interest and penalties. See 26 U S. C. 8§ 6013(d)(3). This
general rule is mtigated to sone extent by 8 6013(e), known as

the "innocent spouse rule,"” which Congress first inplenmented in



1971. See Act of Jan. 12, 1971, §8 1, Pub. L. No. 91-679, 84
Stat. 2063 (1971). The original provision provided relief only
to those innocent spouses who were otherw se subject to liability
because of an understatenment due to an om ssion of taxable
inconme.! |d. In 1984, Congress expanded the scope of the
provision, bringing within its anbit deficiencies arising from
invalid deductions or credits. See Tax Reform Act of 1984, Pub.
L. No. 98-369, § 424, 98 Stat. 494, 801-03 (1984). In discussing
t he purpose of the 1984 anendnents, the House WAays and Means
Comm ttee expl ai ned that
the present law rules relieving i nnocent spouses from
liability for tax on a joint return are not sufficiently
broad to enconpass nmany cases where the innocent spouse
deserves relief. Relief nmay be desirable, for exanple,
wher e one spouse cl ai ns phony busi ness deductions in order
to avoid paying tax and the ot her spouse has no reason to
know t hat the deductions are phony and nmay be unaware t hat

there are untaxed profits fromthe busi ness which the other
spouse has squander ed.

L' At that tinme, 8 6013(e)(1) read in pertinent part that if

(A) a joint return has been nmade under this section for
a taxable year and on such return there was omtted from
gross i ncone an anount properly includable therein which is
attributable to one spouse . .

(B) the other spouse establ i shes that in signing the
return he or she did not know of, and had no reason to know
of , such om ssion, and

(C taking into account whether or not the other spouse
significantly benefited directly or indirectly fromthe
items omtted fromgross income and taking into account al
other facts and circunstances, it is inequitable to hold the
ot her spouse liable for the deficiency in tax for such
taxabl e year attributable to such om ssion,then the other
shall be relieved of liability for tax (including interest,
penal ties, and ot her anounts) for such taxable year to the
extent that such liability is attributable to such om ssion
from gross incone.



H R Rep. No. 432, 98th Cong., 2d Sess., at 1502, reprinted in

1984 U.S.C A A N 697, 1143. Congress also determned that this
anended version of the provision was to be applied retroactively
to all open tax years to which the Internal Revenue Code of 1954
applies. 1d. at 1503.

The i nnocent spouse provision now reads in pertinent part
that if

(A) a joint return has been nmade under this section for
a taxabl e year,

(B) on such return there is a substanti al
understatenent of tax attributable to grossly erroneous
itenms of one spouse,

(C the other spouse establishes that in signing the
return he or she did not know, and had no reason to know,
that there was such substantial understatenent, and

(D) taking into account all the facts and
circunstances, it is inequitable to hold the other spouse
liable for the deficiency in tax for such taxable year
attributable to such substantial understatenent,

then the other spouse shall be relieved of liability for tax
. . for such taxable year to the extent such liability is
attributable to such substantial understatenent.

26 U S.C. 8 6013(e)(1l); see Buchine, 20 F.3d at 180. Failure to

prove any one of the four elenents set forth in 8 6013(e) (1)
prevents a taxpayer fromqualifying for relief under the

"I nnocent spouse rule." Purificato v. Conmm ssioner, 9 F.3d 290,

293 (3d GCr. 1993), cert. denied, 114 S. C. 1398 (1994); Stevens

v. Conm ssioner, 872 F.2d 1499, 1504 (11th Gr. 1989); Purcell v.

Commi ssi oner, 826 F.2d 470, 473 (6th Cr. 1987), cert. denied,

485 U. S. 987 (1988); see Buchine, 20 F.3d at 180.

In the instant case, the parties stipulated that a joint
return was filed and that the return contained a substanti al
understatenent attributable to a grossly erroneous deduction of

7



Park's. Jones now asserts that the tax court erroneously
determ ned that she did not qualify for innocent spouse relief
because she failed to establish that she, in signing the 1981
joint return, did not know or had no reason to know of this
substanti al understatenent. She specifically argues that in
maki ng this determ nation, the tax court used the approach set

forth in Bokumv. Conm ssioner, 94 T.C. 126 (1990), aff'd on

ot her grounds, 992 F.2d 1132 (11th Gr. 1993). She points out

that this approachsowhi ch focuses on whet her she knew or had

reason to know of the transaction which gave rise to the

subst anti al understatenent and has heretofore generally been used
in omssion-fromincone casessSQwas expressly rejected in a

deduction case by the NNnth Crcuit in Price v. Conm ssioner, 887

F.2d 959 (9th G r. 1989), in favor of an approach which focuses
on the taxpayer's know edge or reason to know that the deduction
in question gave rise to a substantial understatenent. She
contends that when applied to a deduction case, such as hers, the
very narrow transacti on approach espoused in Bokum contradicts
Congress's intent that innocent spouse provisions should be
applied liberally.

We nust point out that the tax court determ ned that Jones
had "reason to know' of the substantial understatenent under

either Price or Bokum W thus review the tax court's

determnation for clear error, after an overvi ew of the

transacti on approach adopted in om ssion cases and the views



taken by the Price and Bokum courts as to the applicability of
t hat approach in a deduction case.

1. Onissions from |l ncone

This court articulated the standard by which a court was to
determ ne whet her a spouse clai mng i nnocent spouse relief had
"reason to know' of the substantial understatenent of tax

liability because of an omission fromincone in Sanders v. United

States, 509 F.2d 162 (5th Gr. 1975). |In Sanders, we first
recogni zed that because Congress had i ntended the innocent spouse
provision to "renedy a perceived injustice," we should not give
the provision an unduly narrow or restrictive neaning. |d. at
166-67. We al so expl ained, however, that Congress did not intend
the provision "to provide wholesale relief fromjoint and severa
liability" and that we could not "ignore the benefits that both
spouses ordinarily derive fromthe reduction in tax that results
when a joint returnis filed." 1d. at 167 n.6 (citing Sonneborn

v. Comm ssioner, 57 T.C 373, 380 (1971)). Accordingly, we

stated that the proper inquiry in an om ssion case was whet her a

reasonabl v prudent taxpayer under the circunstances of the

al | eged i nnocent spouse at the tinme of signing the return could
be expected to know that the tax liability stated was erroneous
or that further investigation was warranted. See id. at 166-67 &
n.5. W expl ained that

we do not interpret this test as excl udi ng consi deration of
t he taxpayer's subjective condition when assessing the
reasonabl eness of her actions. But neither does it preclude
the setting of judicially-defined mninma of reasonable
prudence for individual taxpayers or classes of taxpayers.
Hence, in sone circunstances it mght be possible for a

9



court to conclude as a matter of law that a given taxpayer
had reason to know of om ssions from gross incone.

Id. at n.5. In establishing a "duty of inquiry" on the part of
the all eged i nnocent spouse, we focused our anal ysis on whet her
t he spouse had sufficient know edge of the facts underlying the
transaction which forned the basis of the omtted i ncone such
that a reasonably prudent person in the spouse's position would
seriously question the gross incone as stated on the joint
return. See id. at 167. Factors relevant to such a

determ nation included the spouse's | evel of education, the
spouse's involvenent in the famly's business and financi al
affairs, unusual or |avish expenditures nade by the famly, and
the "cul pabl e" spouse's refusal to be forthright about the
couple's incone. 1d. at 167-70.

W rejected, however, the argunent that a spouse had "no
reason to know' of a substantial understatenent nerely because
she had no know edge of the tax consequences of an om ssion,
finding that such an argunent was i ndistinguishable fromthe
argunent that ignorance of the lawis an el enent of the innocent
spouse defense. |d. at 169 & n.14. In so doing, we adopted the

tax court's reading of the statute to say that "if a spouse knows

or has reason to know of a transaction that the IRS | ater

determnes resulted in incone to the couple, that spouse cannot
claimthe benefit of the innocent spouse provision even though he
or she had no reason whatever to suspect that they had received

taxable incone." 1d. at 169 (enphasis added). As we expl ai ned:

10



This is perhaps a perm ssible reading of § 6013(e)(1)(A-(B)
in light of Congress's general intent to extend relief only
where equity demands it, but it is difficult to square with
a literal reading of the statutory |anguage. Subparagraph
(B) nentions "such om ssion," which obviously refers back to
(e)(1) (A where om ssions are described as "an anount
properly included . . ." (enphasis added). Since the
propriety of including a given sumcan finally be determ ned
only by the IRS or the courts, subparagraph (B) seem ngly
makes ignorance of the fact that known recei pts constitute
taxabl e inconme a valid justification for not know ng or
havi ng reason to know of om ssions from gross incone.
Nevert hel ess, the practical problens that have al ways
prevent ed acceptance of an ignorance of the |aw defense in
the crimnal |aw area arguably apply just as forcefully
here. (internal citation omtted)

Id. at 169 n. 14.

Courts have generally agreed that in innocent spouse cases
i nvol ving the om ssion of inconme, relevant inquiry is whether the
spouse cl ai m ng i nnocent spouse relief knew or should have known
of an incone-produci ng transaction that the other spouse failed

to report on their joint return. See, e.qg., Hayman v.

Commi ssioner, 992 F.2d 1256, 1261 (2d G r. 1993); Erdahl wv.

Commi ssioner, 930 F.2d 585, 589 (8th Cr. 1991); Guth v.

Commi ssioner, 897 F.2d 441, 444 (9th Cr. 1990); Quinn v.

Commi ssioner, 524 F.2d 617, 626 (7th Cr. 1975). Hence,

know edge or reason to know of the underlying transaction which
produced the omtted incone is sufficient to deny innocent spouse
relief.

2. Deducti ons

Sone courts, however, have determ ned that the "underlying
transaction” inquiry used in om ssion cases is inappropriate in
deduction cases. The leading case in this regard is the Ninth
Circuit's decision in Price, whose approach to deduction cases

11



has been expressly adopted by the Second and Eighth Crcuits.
See Hayman, 992 F.2d at 1261; Erdahl, 930 F.2d at 589. The tax
court in Bokum however, expressly declined to adopt the approach
taken in Price. W nowturn to the decisions in Price and Bokum
a. The Price approach
In Price, the NNnth Crcuit concluded that the statutory
i nnocent spouse provision requires a spouse to establish that he
had no reason to know that the deduction in question, and not the
underlying transaction, gave rise to a substanti al
understatenent. In reaching this conclusion, the Price court
noted that although the transacti on approach was workable in
om ssion cases, that sane approach in a deduction case would
"W pe out innocent spouse protection” and would "hinder
Congress's broader purpose in enacting section 6013(e) . . . by
giving the section an unduly narrow and restrictive reading."
Id. at 963 n.9.
The court explained that the transaction approach was
wor kabl e in an om ssion case because "the understatenent is
caused by includable incone being left off a return. Therefore,
it is considerably easier for a spouse to show that she was
unaware of the transaction giving rise to the om ssion, and thus
to qualify for relief.” 1d. Further, the court explained that
because a deduction was necessarily recorded on the return, a
spouse reading the return would automatically
be put on notice that sone transaction allegedly has
occurred to give rise to the deduction. As a result, if
know edge of the transaction, operating of itself, were to
bar relief, a spouse would be extrenely hard-pressed ever to

12



be able to satisfy the lack of actual and constructive
know edge elenent . . . in a deduction case."

Despite its reluctance to enbrace the transacti on approach
in a deduction case, the Price court enphasized that it did not
mean to say that a spouse's know edge of the transaction
underlying the deduction was irrelevant. 1d. Rather, the court
stressed that

the nore a spouse knows about a transaction, ceteris

paribus, the nore likely it is that she will know or have

reason to know that the deduction arising fromthat

transaction may not be valid. W nerely conclude that

standing by itself, such know edge does not preclude relief.
ld. The court also nade it clear that ignorance of the |egal or
tax consequences of the deduction giving rise to the deficiency
was no defense for a taxpayer seeking innocent spouse relief.

ld. at 964. Further, the court explained that if a spouse knew

virtually all of the facts pertaining to the transaction which

underlies a deduction in question, that spouse's defense "in
essence is premsed solely on ignorance of the law " 1d.
(enphasi s added). According to the court,
[i]n such a scenario, regardless of whether the spouse
possesses know edge of the tax consequences of the item at
i ssue, she is considered as a matter of |aw to have reason

to know of the substantial understatenent and thereby is
effectively precluded fromestablishing to the contrary.

The Price court then set out to use its approach in the
deduction case before it. Patricia Price, the spouse requesting
i nnocent spouse relief, knew of the existence of her husband's
i nvestment and of its rather unusual nature, i.e., Colunbian gold

13



mning. 1d. at 960. Mre specifically, her husband, Charles
Price, had infornmed her that he had acquired several shares of

Cal - Col unbi an M nes, Ltd. (CCM, that he had flown to Colunbia to
check on the mne's devel opnent, and that the m ning operation
was a viable investnment. [d. at 960-61. However, Charles
handl ed all of the famly's investnent decisions and nmai ntai ned a
separate checking account for investnents, which he controll ed.
Id. at 960.

On the tax return in question, the couple had reported
approxi mately $103,000 in net incone which the two of them had
earned during the year; they also had clainmed a $90, 000 deducti on
for exploration and devel opnment expenses related to the
investnent in the CCMmne. |d. at 961. Their total federal
income tax liability for the year in question was $391 in self-
enpl oynent tax. |d. Patricia had signed the return, review ng
it cursorily and thinking that the $90,000 "was a bit much." [d.
When she had questioned her husband about the deduction, he

assured her that if there had been any problens the CPA would
never have drawn the papers for us to sign and put his nane
on them'" 1d.

The Price court began its analysis by explaining, just as we
had in Sanders, 509 F.2d at 167, that a spouse has "reason to
know' of the substantial understatenent if a reasonably prudent
taxpayer in her position at the tinme she signed the return could
be expected to know that the return contained the substanti al

understatenent. Price, 887 F.2d at 965. 1In using the sane

14



factors this court has used to determne if a spouse had "reason

to know' in an om ssion case, see, e.d., Sanders, 509 F.2d at

167-68, the Price court determ ned that a reasonably prudent
person in Patricia's position did not have reason to know t hat
t he CCM deduction gave rise to a substantial understatenent.?
Price, 887 F.2d at 965.

Havi ng made that determ nation, the court then addressed
whet her Patricia nonet hel ess knew enough facts to put her on
inquiry noticesQi.e., that a reasonably prudent taxpayer in her
position would be led to question the legitimcy of the
deduction. 1d. The court explained that in such a scenario, a
duty of inquiry arises, "which, if not satisfied by the spouse,
may result in constructive know edge of the understatenent being
inputed to her." 1d. The court agreed with the tax court that
the size of the deduction ($90,000) viz-a-viz the total income
reported on the return (just nore than $100, 000), when consi dered
inlight of the fact that Patricia knew of the CCM i nvestnent,
was enough to put her on inquiry notice. |d. at 965-66.

However, the court ultimately determ ned that Patricia had
satisfied her duty of inquiry because she had questioned her

husband about the deduction and had refused to sign the return

2 These factors included (1) that Patricia had limted
i nvol venent in the financial affairs of her marriage in general
and none whatsoever in the CCMinvestnent in particular, (2) that
her husband kept a separate checking account for his investnents
to which Patricia did not have ready access, (3) that the couple
had made no unusually | avish expenditures during the tine period
in question, and (4) that her husband took advant age of
Patricia' s | ack of understanding of their financial affairs and
m sled her. Price, 887 F.2d at 965.

15



until Charles assured her that a reputable CPA had prepared it.
Id. at 966. Thus, constructive know edge of the understatenent
was not to be inputed to her. 1d.
b. The Bokum approach

The Bokum court expressly declined to follow Price.
| nstead, the court concluded that the nore general transaction
approach was applicable to both om ssion and deducti on cases.
Bokum 94 T.C. at 148-51.

In reaching this conclusion, the Bokum court specifically

| ooked to the decision in Sonneborn v. Commi ssioner, 57 T.C. 373

(1971), which was decided "with the | egislative process still
fresh" the sanme year in which the i nnocent spouse provisions were
first enacted. Bokum 94 T.C at 151. The court considered the
Sonneborn court's coments concerni ng Congress's enactnent of the
i nnocent spouse rule in conjunction with Congress's enforcenent
of joint and several liability in general for jointly filed tax
returns:
"The filing of a joint return is a highly valuable privilege
to husband and wife since the resulting tax liability is
generally substantially |l ess than the conbi ned taxes that
woul d be due from both spouses if they had filed separate
returns. This circunstance gives particular enphasis to the
statutory rule that liability with respect to tax is joint

and several, regardless of the source of incone or of the
fact that one spouse may be far |ess infornmed about the

contents of the return than the other . . . . However, sone
hi ghly inequitable results were called to the attenti on of
Congress, particularly where . . . such liability grew out

of incone attributable only to the husband, unknown to the

w fe, and where she had not enjoyed any benefit therefrom

It was in an effort to elimnate the unfairness of the joint
and several liability provisions in such circunstances that
section 6013(e) was enacted. : [ Thus,] it nust be kept
in mnd that Congress still regards joint and several
liability as an inportant adjunct to the privilege of filing

16



joint returns, and that if there is to be any rel axation of

that rule the taxpayer nust conply with the carefully

detailed conditions set forth in section 6013(e)."

Id. at 151-52 (quoting Sonneborn, 57 T.C. at 380). The court
then determ ned that the sanme perspective still applied: by
filing a joint tax return, taxpayers received benefits but
accept ed acconpanyi ng burdens, such as joint and several
liability in nost cases.

The court went on to explain that the reasoning in Price was
flawed for a nunber of reasons. Specifically, the court stated
that al though Price purportedly utilized a "plain neaning"
anal ysis of the innocent spouse statute, the conclusion in Price
that if a spouse knew "virtually all of the facts" pertaining to
the underlying transaction the spouse was considered as a matter
of law to have "reason to know' of the substantial understatenent
belied such analysis. Mreover, the court enphasi zed the general
rule that exenptions fromtaxation were to be construed narrowy
and pointed out that were it to follow Price, the result in the
case before it or in many other cases would not change. 1d. at
155.

The Bokum court then set out to analyze the case before it.
Ri chard and Margaret Bokum who had filed the joint tax return in
question, were married in 1941. 1d. at 128. Margaret was a high
school graduate, had attended college for two years, and was
generally not involved in her husband's business affairs. |d.

Ri chard, a geol ogist, was the founder and president of Bokum
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Resources Corp., a conpany that was established to engage in the
mning and mlling of uranium 1d.

In 1971, Richard formed Quinta Land & Cattle Co. (Quinta), a
corporation fornmed for the purpose of entering the cattle and
ranch busi ness through the purchase of an 11, 000-acre cattle
ranch in Montana. [d. at 129. |In formng this corporation,

Ri chard transferred some of his shares in Bokum Resources to
Quinta in exchange for all of Quinta's stock. [d. Quinta then
transferred the Bokum Resources shares and cash to Charles Kyd in
exchange for all the shares of Kyd Cattle Co., which had title to
the ranch. 1d. After Quinta bought the ranch, Ri chard nade
various inprovenents to the ranch property, including building a
home on the ranch, where Margaret spent summers. 1d.

In 1977, Quinta sold a substantial portion of the ranch for
$3, 800,000, resulting in a gain of $3,119,045. 1d. Although
Mar garet knew of this sale, she did not participate in the
busi ness decision to sell the ranch, did not know how much Quinta
received on the sale, and did not know what Richard did with the
$2, 095,000 in net sales proceeds, which were distributed to him
Id.

Quinta distributed a total of $3,553,678 in dividend
distributions in 1977 to Richard as its sol e sharehol der, which
i ncl uded proceeds fromthe sale of the ranch. 1d. at 130. On
their joint return, Richard and Margaret (1) reported $2, 605, 272
of those distributions as long-termcapital gain and then reduced

t hat anount by $2,087, 057, which was purportedly Richard' s basis
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in his Quinta stock, (2) reported another $516, 215 as |ong-term
capital gain fromdividend distributions from Quinta, and (3)
reported $25,132 as their share of net long-termgain froma
trust. 1d. at 131.

Nei t her Ri chard nor Margaret played any role in the
preparation of their 1977 tax return, which was prepared by
Ri chard' s accountants. |d. at 132. Both Richard and Margar et
signed the return without reviewing its contents. 1d. However,
when the return was filed, the signature bl ock did not include
the signatures or any of the information required frompaid
preparers of tax returns. |d.

Ri chard and Margaret |ater received a notice of deficiency,
in which the Comm ssioner infornmed themthat they had understated
their taxable income (1) by $606, 684 on account of a relocation
fromlong-termcapital gain to recapture ordinary inconme of sone
of Quinta's gain on the sale of the ranch and a fl ow hrough of
that reallocation to Richard and (2) by an additional $1, 054, 607
on account of a disallowance of their claimof basis. 1d. at
133. The parties stipulated to adjustnents to their taxable
income and to a deficiency of $513,755.37, but Richard and
Margaret |ater petitioned the tax court for a redeterm nation of
their deficiency and noved to be relieved of their stipulations.
Id. at 134. Margaret also petitioned the tax court for innocent
spouse relief.

At issue in determ ning whether Margaret was entitled to

i nnocent spouse relief was whether she had reason to know of one
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of the adjustnents to taxable incone nade on the 1977 return:

the reduction of Richard' s dividend incone by R chard' s clained
basis in Quinta's stock. 1d. at 139. In beginning its analysis,
t he Bokum court first explained that although it was clear that
to qualify for innocent spouse relief Margaret nust not have had
reason to know of the underlying circunstances which gave rise to
the adjustnent in issue, it was unclear what the underlying
transaction was in this case. 1d. at 146. The court then
concluded that if the underlying transaction was the sale of the
ranch, then because Margaret knew of this transaction, she was

di squalified from obtaining i nnocent spouse statue under

8§ 6013(e). Id.

The court nonet hel ess went on to determ ne whether a
reasonably prudent taxpayer in Margaret's position was expected
to know that a "further investigation" was warranted. 1d. at
147-48. Noting (1) that the distribution Richard received from
Quinta and the tax treatnment of that distribution were not hidden
in the recesses of the tax return, (2) that one did not have to
be a tax expert to see that nost of the distribution reported was
bei ng subtracted as basis, and (3) that any one signing the tax
return could not have hel ped but notice that the tax preparer's
bl ock was not filled in, thus maki ng one question whether the
accountant was really standi ng behind his preparation of the
return, the court concluded that Margaret had a duty to inquire
about the correctness of the size of the basis anmobunt subtracted.

See id. at 147-48. The court then determ ned that Margaret did
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not fulfill her duty of inquiry and hence did not qualify for
i nnocent spouse relief, stating that

Margaret did not examne the tax return that she signed.

She cannot obtain the benefits of section 6013(e) by sinply
turning a blind eyesQby preferring not to know of SQf acts
fully disclosed on a tax return, of such a nunerica

magni tude as woul d reasonably put her on notice that further
i nqui ry woul d need be nade. Margaret undertook
responsibilities when she signed the 1977 joint tax return.
She cannot escape these responsibilities by sinply ignoring
the contents of this tax return.

ld. at 148 (citations omtted).

3. The Tax Court's Deternination

In the instant case, the tax court determ ned that Jones had
"reason to know' of the substantial understatenent under either
t he Bokum or the Price approach. W conclude that this
determ nation was not clearly erroneous.

Under either approach, Jones' lack of famliarity with the
tax consequences of the deduction that gave rise to the
substantial understatenent would not be sufficient to entitle her
to i nnocent spouse relief under § 6013(e). See Price, 887 F.2d
at 964; Bokum 94 T.C at 145. Moreover, the general standard of
inquiry in either approach is that which we stated in Sanders,
509 F.2d at 167: a spouse has "reason to know' of the
substantial understatenent if, at the tinme the tax return was
signed, a reasonably prudent taxpayer in his or her position
coul d be expected to know that the stated tax liability was
erroneous or that further investigation was warranted. See

Price, 887 F.2d at 965; Bokum 94 T.C at 148.
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The tax court found that Jones has a high school educati on,
that she took four or five real estate courses, and that she is a
licensed real estate agent. The tax court also found that
bet ween 1981 and 1983, Jones and Park made annual trips to
M ssouri at Christmas to visit Park's nother, vacationed annually
in Las Vegas, purchased two or three autonobil esSQi ncluding a
Lincoln and a Mercedes 450SLsQand that Park purchased a m nk coat
for Jones. Further, the tax court found that although the FSC
i nvestnment was a financially conplex one on which Park did not
consult her and about which Park was evasive to Jones' questions,
Jones was aware of the investnent, had ready access to all of the
docunents FSC sent to Park concerning the investnent, and knew of
the $7,500 and $13, 000 checks witten to FSC, having witten the
$13, 000 check herself. Hence, under Bokum Jones' know edge of

the investnent with FSCsQt he underlying transaction which gave

rise to the substantial understatenentsQindicates that a
reasonably prudent taxpayer in her position had "reason to know'
of the substantial understatenent so as to preclude her from
obt ai ni ng i nnocent spouse relief.

This result is not altered under the Price approach. Even
if we assunme that under Price Jones was not aware of sufficient
facts to give her reason to know of the substanti al
under st atenent, and hence that Jones' defense is not essentially
prem sed solely on ignorance of the |l aw, the question still
remai ns whet her she knew sufficient facts such that a reasonably

prudent taxpayer in her position would be Ied to question the

22



| egitimacy of the deduction. W believe that under the facts of
this case, this question nust be answered affirmatively. A
cursory glance at the first page of the tax return in question
and Form 4797 attached to it plainly indicates that the size of

t he deduction for FSC investnent |osses ($107,456) is
significantly greater than the anount of the checks that had been
witten to FSC ($20,500). The sane gl ance woul d indicate that

t he deduction for these investnent |osses anounts to
approximately forty-five percent of the gross incone reported on
the return ($240,967) and to nore than the total income reported
on the return ($94,053). The size of this deduction, considered
in light of the facts that Jones knew of the existence of the FSC
i nvestment and that only $20,500 had been paid to FSC, was enough
to put Jones on inquiry notice. See Price, 887 F.2d at 966.

Al t hough Jones signed the return without reviewing it, by
signing the return she undertook responsibility for it which she
cannot escape by sinply ignoring its contents. Hence, even given
her relative | ack of experience in and understandi ng of conpl ex
financial affairs, Jones did not take reasonable steps to
determ ne the accuracy of the return as had the spouse requesting
i nnocent spouse relief in Price. As the Price court noted, a
spouse seeking i nnocent spouse relief cannot turn "a blind eye"
to, by preferring not to know of, a deduction fully disclosed on
a return when the anount of that deduction is so large that it
woul d reasonably put her on notice that she should inquire

further. See Price, 877 F.2d at 965. Under Price, then, Jones
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did not satisfy her duty of inquiry. See Haynman, 992 F.2d at

1262 (using the Price approach and explaining (1) that a tax
return setting forth a | arge deduction which offsets incone from
ot her sources and substantially reduces or elimnates the
couple's tax liability generally puts a taxpayer on notice of the
possibility of understatenent of tax liability and (2) that in
any event a taxpayer who signs a return without reading it is

charged with constructive know edge of its contents); cf. Erdahl

930 F.2d at 589 ("As Price explains, a taxpayer cannot satisfy
the I ack of know edge requirenent by claimng that he or she
failed to review the return before signing it.")

We therefore conclude that the tax court did not err in

determ ning that under either Bokumor Price, Jones did not

establish that she had no "reason to know' of the substanti al
understatenent so as to be afforded i nnocent spouse relief under
8 6013(e). Although Jones suggests otherw se, we thus have no
occasion to determ ne whether the Bokum or the Price approach
shoul d govern deduction cases.?
B. Section 6004 oF THE TAMRA

Jones also contends that if she failed to satisfy the "

reason to know' requirenent of 8§ 6013(e), she nonethel ess

satisfied the "no reason to know' requirenent of 8§ 6004 of the

TAVRASQi .e., the transitional rule. W disagree.

3 W al so have no occasion to determ ne whether the courts
in Price and Bokum actually espoused different approaches. See
Bokum 94 T.C. at 158 ("[T]he differences in the |anguage used to
describe the tests of section 6013(e)(1)(C3 are nore a matter of
semanti cs than of substance.") (Swf J., concurring).
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On Novenber 10, 1988, Congress enacted 8 6004 of the TAVRA
as a transitional rule with respect to the innocent spouse
provi sion of 8 6013(e). This rule provides in pertinent part
that if a joint return under 8 6013 was filed before January 1,
1985, on which there was an understatement attributable to
di sal | oned deductions which were attributable to activities of
one spouse, the other spouse is relieved of liability for tax due
fromthe understatenent if

W thout regard to any determ nation before Cctober 21, 1988,

the ot her spouse establishes that in signing the return he

or she did not know, and had no reason to know, that there

was such an understatenment, and

. . the marriage between such spouses term nated and

|nned|ately after such termnation the net worth of the

ot her spouse was | ess than $10, 000 .
See Technical and M scel | aneous Revenue Act of 1988, Pub. L. No.
100- 647, 102 Stat. 3685 (1988).

Jones first argues that whatever standard should be applied
to determ ne whether a spouse had "reason to know' under
8 6013(e), a "very liberal standard" should be applied to
determ ne "reason to know' under the transitional rule. Al though
Jones does not indicate what precise standard shoul d be appli ed,
she relies heavily on the phrase in the transitional rule
"W thout regard to any determ nati on before Cctober 21, 1988" for
support. She contends that by this phrase, Congress intended to
excl ude "consideration of any case law [on the 'no reason to

know requirenent] decided prior to October 21, 1988," and that

t hus Congress nade it clear that the construction of this
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requi renent was "to be witten on a clean slate disregarding al
prior precedent."”

This argunent has little, if any, nerit. As witten, the
transitional rule reads such that a spouse who falls within the
rule's objective paraneters is entitled to a determnation of his
tax liability notw thstanding that an earlier determ nation of

his liability was nmade prior to the enactnent of the rule. Such

a reading squares neatly with the specific | anguage of the rule
whi ch states that the rule applies "notw thstanding any | aw or

rule of law (including res judicata)." Accord In re Freytaq, 93-

2 US T.C (CCH ¢ 50,531, pp. 89,682-683 (Bankr. N.D. Tex. 1993)
(presum ng, w thout addressing the issue, that by "determ nation"
Congress neant determ nation only of the woul d-be innocent
spouse's tax liability, not all prior judicial determ nations

rendered under the "no reason to know' requirenent); Thonpson v.

Commi ssioner, 63 T.C M (CCH 2883, 2886 (1992) (sane).

Jones al so contends that the "no reason to know' requirenent
of the transitional rule is sonehow different fromthe "no reason
to know' requirenment of 8§ 6013(e). Again, we find this
contention to have no nerit.

The "did not know, and had no reason to know' | anguage of
the transitional rule virtually mrrors that of 8 6013(e),
suggesting that Congress intended the "no reason to know'
requi renent of both provisions to have the sane neani ng. See
Freytag, 93-2 U S. T.C. (CCH at 89,682 (applying the sane "reason

to know' standard under the transitional rule and under
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8§ 6013(e)). Further, a reading of the transitional rule in
conjunction with 8 6013(e) reveals that Congress did intend for
the transitional rule to provide broader innocent spouse relief

under limted circunstances to a certain class of spousessqi.e.,

those who filed joint returns with substantial understatenents
prior to January 1, 1985, and whose narri ages had since

termnated. See Thonpson, 63 T.C M (CCH) at 2884. For such

spouses, Congress elimnated the requirenent under
8 6013(e)(1)(D), which required a spouse to show that it would be
inequitable to hold her liable for the understatenent. In its
pl ace, Congress instituted a "net worth" test, relieving the
spouse fromliability if she net the "no reason to know'
requi renent and had a net worth of |ess than $10, 000 i mredi ately
after the termnation of the marriage. Thus, under the
transitional rule, unlike under 8§ 6013(e), Congress afforded
i nnocent spouse relief to a spouse who had benefitted from an
erroneous deduction as long as after the termnation of the
marri age her net worth was | ess than $10,000. The institution of
this "net worth" test in lieu of a required show ng that the
spouse did not benefit fromthe erroneous deduction, however,
gives us no basis for concluding that Congress intended to rel ax
the "no reason to know' requirenent of the transitional rule, as
Jones suggests.

As di scussed above, see supra Part I111.A 3, Jones has not
established that she had "no reason to know' of the substanti al

under st atenent under either the Bokum or Price approach. W nust
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therefore conclude that the district court did not err in

determ ning that Jones was not entitled to i nnocent spouse relief

under the transitional rule.

V. CONCLUSI ON

For the foregoing reasons, we AFFIRM the judgnent of the tax

court.
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