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BY MEGAN L. BRACKNEY, J.D., LL.M.

P
ractitioners should be aware that 
the Internal Revenue Code (IRC) 
Section 6663 fraud penalty is a per-
sonal penalty that applies individu-

ally to taxpayers. If the IRS finds fraud on 
a jointly filed federal income tax return, it 
does not mean the penalty should be auto-
matically imposed on both spouses. Thus, 
if the IRS proposes to impose the penalty 
on both spouses, it should prove by clear 
and convincing evidence that each spouse, 
individually, engaged in fraud. An “inno-
cent spouse” should not be subject to the 
penalty. Here, we’ll address the innocent 
spouse defense to the fraud penalty, how 
to raise the defense, as well as the ethical 
considerations of a practitioner, with re-
spect to the potential conflicts of interest 
of representing both spouses.

Fraud penalty standards
IRC Section 6663(a) imposes a penalty 
equal to 75 percent of any part of an under-
payment of tax required to be shown on a 
return that is attributable to fraud. Fraud is 
defined as “an intentional wrongdoing de-
signed to evade tax believed to be owing” 
[see  Niedringhaus vs. Comm’r, 99 T.C. 202, 
210 (1992)]. To establish fraud, the IRS 
must prove that the taxpayer intended to 
evade taxes known to be owing by conduct 
intended to conceal, mislead or otherwise 
prevent the collection of taxes.   Irresponsi-
ble or negligent conduct is insufficient to es-
tablish an intent to avoid taxes (see Zipp vs. 
Comm’r, T.C. Memo 1998-371).

Fraud cannot be imputed or presumed 
(see Said vs. Comm’r, T.C. Memo 2003-
148). Rather, the IRS must prove fraud by 
independent evidence [see Beaver vs. Com-
missioner, 55 T.C. 85, 92 (1990)]. In oth-
er words, the IRS must establish by clear 
and convincing evidence that some part 
of the underpayment was attributable to 
fraud [see Stone vs. Comm’r, 56 T.C. 213, 
220 (1971)]. Circumstances indicative of 
fraudulent intent, commonly referred to as 
“badges of fraud,” include, but are not limit-
ed to, 1) understating income; 2) maintain-
ing inadequate records; 3) giving implausi-
ble or inconsistent explanations of behavior; 
4) concealing income or assets; 5) failing to 
cooperate with tax authorities; 6) engaging 
in illegal activities; 7) providing incomplete 
or misleading information to one’s tax pre-
parer; 8) giving testimony that lacks credi-
bility; 9) filing false documents, including 
filing false income tax returns; 10) failing 
to file tax returns and 11) dealing in cash 
[see Spies vs. United States, 317 U.S. 492, 
499 (1943) and Recklitis vs. Commissioner, 
91 T.C. 874, 910 (1988)].

Understanding the “innocent spouse” 
defense against fraud penalties
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Issues of fraud on a joint return
Generally, spouses are jointly and several-

ly liable for the tax owing on a jointly filed 
federal income tax return [IRC Section 
601 3(d)(3)]. Joint and several liability does 
not apply to the fraud penalty, however, 
because it is “not an impersonal provision” 
but is “intended to deter wrongful conduct 
and should be imposed only on the wrong-
doer” [IRS Field Service Advice (FSA) 
200126019]. Accordingly, the fraud of one 
spouse cannot be imputed to the other [see 
Norris vs. Comm’r, T.C. Memo 2011-161]. 
As the following language of IRC Section 
6663(c) states, the fraud penalty is imposed 
on each spouse separately: “In the case of 
a joint return, this section shall not apply 
with respect to a spouse unless some part 
of the underpayment is due to the fraud 
of such spouse.” In other words, the IRS 
has the burden of proving that some part 
of each underpayment is due to the fraud 
of each spouse individually [see Ortiz vs. 
Comm’r, T.C. Memo 1998-141].

Significantly, IRC Section 6663(c) relief 
and the “innocent spouse provisions” (IRC 
Section 6015) were enacted at the same time. 
The legislative history indicates Congress’s 
concern about the injustice of imposing a 
fraud penalty attributable to one spouse on 
the “innocent spouse” [IRS FSA 200126019, 
citing H.R. Rep. No. 1734, 91st Cong., 2d 
Sess. (1970) and S. Rep. No. 1537, 91st 
Cong., 2d Sess. (1970)].

This “innocent spouse” fraud penalty pro-
tection, however, has no effect on the unlim-
ited statute of limitations for fraud. In gener-
al, there is a three-year statute of limitations 
(beginning on the later of the due date of the 
return or the date on which it was filed for 
the IRS to assess additional tax) [IRC Sec-
tion 6501(a).]. If the return is “false or fraud-
ulent,” with the intent to evade tax, however, 
the IRS has an unlimited amount of time to 
assess additional tax [IRC Section 6501(c)
(1)]. Unlike the fraud penalty, proof of 
fraudulent intent of either spouse on a joint 
return will extend the statute of limitations 
to both taxpayers. The rationale for this dis-
tinction is that the indefinite extension of the 
statute of limitations is “‘an impersonal pro-
vision applying to the situation arising from 
a fraudulent return’” [IRS FSA 200126019, 
quoting Weinstein vs. Comm’r, 33 BTA 105, 
107 (1935).] As explained in the legislative 
history of IRC Section 6663(c), “Congress 
carved out an exception to the principle of 
joint and several liability on a joint return to 
prevent imposition of the fraud penalty on 
an innocent spouse, but left intact the prior 
case law under which the period of limita-
tions is kept open as to both spouses even if 
only one spouse committed the fraud” (IRS 
FSA 200126019).

Norris vs. Comm’r, T.C. Memo 2011-16 
illustrates the disparity of these concepts. 
That case involved spouses filing fraudulent 
joint returns. There, the Tax Court consid-
ered whether the statute of limitations on 
assessment should be extended due to fraud 
and whether the fraud penalty should be 
imposed on both spouses. In the tax years 
in issue, the husband had been engaged in 
the operation of illegal poker machines. On 
joint returns for a number of tax years, there 
was an understatement of tax attributable 

the husband’s failure to report gambling in-
come, as well as other mistakes—unrelated 
to the illegal gambling—that the wife had 
made in preparing the tax returns. With re-
spect to one of those tax years, the husband 
pleaded guilty to tax evasion under IRC 
Section 7201.

But for the fraud, the general three-year 
statute of limitations would have expired, 
and thus, one issue was whether an inno-
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provides a realistic incentive to quickly re-
mediate issues. However, since the scope of 
a penetration test is not subject to generally 
accepted standards, test results, especially 
when a penetration did not occur, cannot 
always be relied upon. What’s more, be-
cause of the lack of standards, buyers of 
such services need to pay particular atten-
tion to the proposed scope and ensure that 
it addresses the needs of the organization.

Security audit. When performing a se-
curity audit, entities review all of the pro-
cesses that support information security 
risk management. Depending on the need, 
the audit can be supplemented with either 
a vulnerability assessment or penetration 
testing, though the former is more likely 

to occur. In addition to technical consid-
erations, the security audit also considers 
managerial and other governance-relat-
ed activities. Frameworks such as Control 
Objectives for Information and Related 
Technology (COBIT), created by the inter-
national professional association ISACA, or 
standards from the International Organiza-
tion for Standardization (ISO) can be used 
to define the engagement’s scope. Alterna-
tively, the AICPA’s Trust Services frame-
work can also be used as a guide to help 
define appropriate scoping issues.

Given resource constraints, organizations 
typically need to choose one type of testing 
rather than perform all three. Moreover, 
each organization faces its own particular 
kind of risk and, as a result, needs to decide 
what best suits its needs. Generally, I rec-

ommend that clients do a vulnerability as-
sessment, if they have not done so, in order 
to quickly assess the state of their technical 
security. I then recommend a security au-
dit in order to ensure that all processes and 
policies are in place, so as to reduce the risk 
to an acceptable level. Only after they have 
done everything they can to manage their 
security risk, do I feel that penetration test-
ing is cost-effective and will help provide 
the client with a new perspective to test the 
effectiveness of its security strategies.
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cent spouse who had nothing to do with the 
fraud would, nonetheless, be responsible for 
the underlying tax liability assessed beyond 
the expiration of the three-year statute of 
limitations. Even though the wife had com-
mitted no fraud, the Tax Court held that as 
a joint filer, she was jointly and severally lia-
ble for the underlying tax deficiency because 
her husband’s fraud had caused the statute 
of limitations for assessment to remain open.

As to the imposition of the fraud penalty 
on the wife, the Tax Court concluded that 
the IRS’s evidence of her state of mind failed 
to meet the burden of proof that she had 
committed fraud. Acknowledging that the 
wife was aware of the illegal poker machines, 
the Tax Court, nevertheless, found that the 
IRS did not prove that she had knowledge 
of the specifics of the operations, and that 
the underreporting—unrelated to the illegal 
gambling income—attributable to her was 
due to an innocent mistake.

In another nuance, if the IRS imposes a 
fraud penalty against only one spouse, the 
negligence penalty cannot be imposed on the 
nonculpable spouse. In Said, despite conced-
ing that the taxpayer was not liable for the 
fraud penalty imposed on the taxpayer’s hus-
band, the IRS attempted to impose the IRC 
6662(a) accuracy-related penalty on her. In 
rejecting the application of the penalty, the 
Tax Court explained that the penalty did 
not apply to the spouse because the accuracy 
penalty can only be imposed if any portion 
of an underpayment is subject to the fraud 
penalty. In this regard, the Tax Court stat-
ed, “[w]here a joint return is filed and one 
spouse is found liable for the fraud penalty, 

imposing the accuracy-related penalty on the 
other spouse would result in ‘impermissible 
stacking’” [Said, quoting  Zaban vs. Comm’r, 
T.C. Memo 1997-479)].

Raising the IRC Section 6663(c) defense
There are various ways to raise the IRC Sec-
tion 6663(c) fraud defense on behalf of an 
innocent spouse. Significantly, in examin-
ing a joint tax return, some revenue agents 
may not be aware of the fraud defense and 
simply impose the fraud penalty on both 
spouses without considering the conduct of 
each spouse separately. Accordingly, during 
the audit, the practitioner should alert the 
revenue agent to the possible application of 
IRC Section 6663(c), as well as to the In-
ternal Revenue Manual (IRM), which makes 
it clear that “the civil fraud penalty may be 
asserted only on one spouse, unless there is 
sufficient evidence that both spouses partici-
pated in the fraudulent act(s) resulting in the 
underpayment reported in their joint return” 
[IRM 25.1.61 (11-05-2014)]. The IRM re-
quires a penalty write-up, including “detailed 
description of all applicable badges of fraud” 
[IRM 25.1.6.3(3) (11-05-2014)]. The pen-
alty write-up should address the badges of 
fraud as they apply to each spouse.

Ultimately, the revenue agent should not 
propose the imposition of the fraud penalty 
against both spouses without determining each 
spouse’s culpability individually. If the revenue 
agent intends to propose the imposition of 
the fraud penalty on one or both spouses, the 
penalty write-up should document the reasons. 
If the revenue agent is unable to identify suffi-
cient badges of fraud, the fraud penalty should 
not be imposed on an innocent spouse [IRM 
8.2.10.3.6.3.4 (06-27-2013)].

If the spouse is unable to convince the rev-
enue agent not to propose the imposition of 
the fraud penalty, the spouse should appeal and 
raise the issue to the appeals officer. Pursuant 
to the IRM, an appeals officer must withdraw 
a proposed assessment of the fraud penalty if 
the proposed assessment is “without appro-
priate development and explanation” [IRM 
5.15.12.23.7 (05-22-2012)]. If the spouse does 
not succeed on appeal, upon the issuance by the 
IRS of a 90-day letter, the aggrieved spouse can 
raise the issue in a Tax Court petition for rede-
termination of a deficiency.

Because IRC Section 6663(c) was enacted 
contemporaneously with the IRC Section 6015 
innocent spouse relief, it might seem that the 
defense to the fraud penalty should be raised in 
a request for innocent spouse relief. Such an as-
sumption is not correct, since the IRC Section 
6015 innocent spouse relief does not apply to 
penalties or interest separate from the tax [IRM 
5.15.12.23.7 (05-22-2012)]. Instead, IRC 
Section 6015 provides a mechanism to stop 
collection action against an innocent spouse 
and does not provide a forum to challenge the 
underlying deficiency (such as an assessment of 
the fraud penalty). Thus, even though a grant 
of innocent spouse relief would sweep away the 
underlying fraud penalty, fraud penalty relief, 
in and of itself, cannot be granted through an 
innocent spouse application. This is important 
because a taxpayer who is not granted total in-
nocent spouse relief for some reason (i.e., if the 
taxpayer had actual knowledge of the item giv-
ing rise to the deficiency or the equities do not 
warrant relief ) will not be relieved of the fraud 
penalty if the IRC Section 6663(c) defense is 
not raised at the appropriate time.

Moreover, the taxpayer has the burden 
of proof with respect to IRC Section 6015 

innocent spouse relief (Johnson vs. Comm’r., 
T.C. Memo 2014-240). Conversely, under 
IRC Section 6663(c), the IRS has the bur-
den of proving fraud. So, it may be more dif-
ficult for the taxpayer to achieve the collat-
eral relief from an underlying fraud penalty 
through an innocent spouse claim. Finally, if 
a spouse intends to pursue innocent spouse 
relief for the tax liability, she will be in a bet-
ter position to succeed if she has successfully 
defended the imposition of the fraud penalty.

The potential conflict of interest
As with any joint representation, a practitioner 
representing both spouses should consider 
whether there is a conflict of interest. Pursuant 
to Treasury Department Circular 230 (gov-
erning practice before the IRS), a practitioner 
should not represent a client before the IRS if 
the representation involves a conflict of interest, 
which exists if: “(1) the representation of one 
client will be directly adverse to another client; 
or (2) there is a significant risk that the repre-
sentation of one or more clients will be materi-
ally limited by the practitioner’s responsibilities 
to another client” [31 CFR (Code of Federal 
Regulations) Section 10.29(a)].

The scenario described in this article, that 
is, one spouse challenging the imposition of 
the fraud penalty that, if successful, would 
cause the entire penalty to be imposed on the 
other spouse, certainly raises a red flag for a 
potential conflict of interest. However, the 
conflict of interest is waivable by the clients 
if the practitioner is able provide “competent 
and diligent representation” to both parties 
[Circular 230, Section 10.29(b)].

Accordingly, before a practitioner agrees 
to represent both spouses in an audit or Tax 
Court case involving a potential IRC Sec-
tion 6663(c) defense, he should discuss pos-
sible outcomes with the clients. Then, upon 
determining if there is an actual waivable 
or nonwaivable conflict between them, the 
clients can make an informed decision as to 
whether joint representation is possible.
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eas of tax controversies, civil and white-collar 
criminal litigation. 
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