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MEMORANDUM OPI NI ON
DAWSON, Judge: This case was assigned to Special Trial
Judge Daniel J. Dinan pursuant to Rules 180, 181, and 183.
Unl ess otherw se indicated, section references are to the
I nternal Revenue Code in effect for the years in issue, and al

Rul e references are to the Tax Court Rules of Practice and

Pr ocedur e.
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The Court agrees with and adopts the opinion of the Speci al
Trial Judge, which is set forth bel ow
OPI NI ON OF THE SPECI AL TRI AL JUDGE

DI NAN, Special Trial Judge: This case is before the Court

on petitioners’ notion, and supplenental notion, for award of
litigation and adm nistrative costs pursuant to the provisions of
Rul e 231 and of section 7430 of the Internal Revenue Code in
effect at the tinme the petition in this case was fil ed.

Al t hough respondent requested a hearing on this notion, we
find that a hearing is not necessary. See Rule 232(a).
Accordingly, we rule on petitioners’ notion on the basis of the
parties’ subm ssions and the existing record. Petitioners
resided in Gklahoma City, Oklahoma, at the tinme the petition was
filed in this case.

Backgr ound

The overriding issue in this case was the substantiation of
expenses and costs of goods sold clained by petitioners to have
been incurred in connection with petitioner husband’ s
(petitioner) business. Wile the question of whether petitioners
initially maintai ned adequat e busi ness records renmains di sputed
by the parties, the poor condition of the records at the tinme of
respondent’s exam nation is not disputed. Petitioner contends
that a fire partially destroyed his records, making them

unavail able to respondent. The parties agree that for one reason



- 3 -
or another conplete records did not exist at the tinme of the
audit and that reconstructions of petitioners’ inconme and
expenses had to be nmade. The reconstructions to a | arge extent
wer e based upon petitioners’ checks and deposit tickets fromthe
years in issue. The exam ning agent also relied upon bank
records and summary docunents prepared by petitioners’
account ant .

The primary issues di scussed by the parties prior to the
i ssuance of the notice of deficiency were cost of goods sold,
gross receipts, and the sale of oil royalties. The third issue,
sale of oil royalties, was resolved in petitioners’ favor prior
to the issuance of the notice of deficiency. Because petitioners
believed they would owe no taxes if the first issue, cost of
goods sold, were decided in their favor, petitioners in
settl enment negotiations agreed to concede all other issues if
respondent made a favorable determ nation regarding the cost of
goods sol d anounts.

Respondent issued a statutory notice of deficiency to
petitioners dated May 19, 1998. The notice set forth the

foll ow ng adjustnents:

1992 1993 1994
Adverti si ng expense ($14, 725) - 0- - 0-
Aircraft expense - 0- - 0- (%14, 186)
Commi ssi on expense - 0- $31, 000 - 0-
Cost of goods sold 219, 038 (2,204) 289,491
Depr eci ati on expense (471) (902) (832)

G oss receipts (16, 808) 5,113 (200, 250)



| nsurance expense

| nterest incone

M sc/ ot her expense

Net operating | oss deduction
Recl assification itens

Sale of oil royalties
Taxes/ | i censes expense
Travel expense

Truck expense
Utilities/phone expense

Sel f - enpl oynent tax deduction

Capital gains and | osses
Taxabl e Soci al Security
Deduction for exenptions
Total adj ustnents

Taxabl e i ncome on return?
Taxabl e i nconme as adj usted

1992 1993 1994
- 0- $7,820  $8, 763
$228 524 - 0-

2,624 2,704 3, 444
25, 800 18,775 28, 789
(4,553) (17,062) (9, 588)

- 0- 3, 048 - 0-

2,228  (1,299) 3, 463

3, 875 9, 764 3, 625

6, 960 - 0- - 0-

4,778 4, 587 5,012
(4, 641) (223) (4, 865)

- 0- 2,460 (3, 000)
- 0- 826 4,730

2,208 - 0- - 0-

226, 541 64,931 114, 596

(18, 756) (39,689) _(44,427)

207,785 25, 242 70, 169

1 The taxabl e incone anpbunts are those which the notice of

deficiency indicates were on the original

petitioners.

returns filed by

These adjustnents resulted in the determ nation that petitioners

were |liable for the foll ow ng deficiencies,

section 6662(a)

accuracy-rel ated penalties, and section 6651(a)(1) additions to

tax in the total amunt of $114, 514:

1992 1993 1994

Defi ci enci es $66, 446 $4, 231 $24, 438
Penal ti es 13, 289 - 0- 4, 888
Additions to tax - 0- - 0- 1,222
Tot al 79, 735 4, 231 30, 548

Petitioners filed a petition with the Court on June 10,

1998, seeking a redeterm nation of the deficiencies stated in the
notice. Respondent filed an answer on July 9, 1998. In the
answer, respondent took the sane position as reflected in the

notice of deficiency. Petitioners’ counsel first nmet with a
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representative and counsel for respondent on January 11, 1999.
At this neeting, several issues were discussed. Anong them were
various details relating to the proper cost of goods sold
anmounts, including the contested issue of the anount of begi nning
inventory for 1992. 1In addition, petitioners presented docunents
regardi ng i nsurance prem unms whi ch respondent accepted as
substanti ation of properly deducti bl e expenses.

At a neeting on January 26, 1999, petitioners presented
additional material regarding the beginning inventory issue. At
anot her neeting held on February 17, 1999, several topics were
agai n di scussed, including travel and entertai nnent expenses, for
whi ch respondent allowed a partial deduction. At this neeting,
respondent made a settl enent offer which proposed to make sone
concessions favorable to petitioners in exchange for reciprocal
concessions. Respondent contends that petitioners provided new
information with regard to the costs of goods sold issue at this
nmeeting, but petitioners dispute this contention. After the
nmeeti ng, respondent nmade final cal cul ations regarding the
settlenment offer, and forwarded the offer to petitioners on
February 23, 1999. The offer consisted of the follow ng

liabilities in the total amunt of $24, 540:



1992 1993 1994
Defi ci enci es $18, 647 $2, 164 - 0-
Penal ti es 3,729 - 0- - 0-
Additions to tax - 0- - 0- - 0-
Tot al 22,376 2,164 - 0-

Petitioners rejected this settlenment offer.

Counsel for both parties, along with respondent’s Appeal s
officer, met on March 23, 1999. Counsel again net on April 2,
1999, this tinme with petitioner present. Respondent and
petitioners dispute whether and to what extent new evidence was
given in these |later stages of negotiation to substantiate the
anounts clainmed as cost of goods sold. The parties also dispute
whet her petitioners’ personal conversations with respondent’s
counsel yielded informati on previously not available to
respondent. After this neeting, however, respondent made the
decision to concede the case in whole to petitioners.

A stipul ated decision was entered on May 11, 1999. The
deci si on docunent stated that petitioners were not |liable for any
deficiencies, penalties, or additions to tax.! The Statenent of

| nconre Tax Changes—- prepared by respondent and filed with the

! The Statenent of Incone Tax Changes lists an
overassessnent for taxable year 1992 in the anount of $1, 376.
The deci sion docunent, however, states that there were no
overpaynents in the years at issue.
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follow ng basis for settlenent of the case:

nmotion for costs—Ilists the

1992 1993 1994
Adverti si ng expense $14, 725 - 0- - 0-
Aircraft expense - 0- - 0- ($14, 186)
Commi ssi on expense - 0- ($31, 000) - 0-
Cost of goods sold - 0- (2, 204) - 0-
Depr eci ati on expense (471) (902) (832)
G oss receipts (16, 808) 5,113 (200, 250)
| nsurance expense - 0- (2,497) (1, 868)
| nterest incone 228 524 -0-
M sc/ ot her expense (2,624) (2,704) (3, 444)
Net operating |oss deduction - 0- 18, 775 28, 789
Recl assification itens (4, 553) (17, 062) (9, 588)
Sale of oil royalties - 0- 3,048 - 0-
Taxes/ | i censes expense (2,228) (1, 299) (3,463)
Travel expense (1,938 (4, 882) (1, 813)
Truck expense (6, 960) - 0- - 0-
Uilities/phone expense (4,778) (4, 587) (5,012
Sel f - enpl oynent tax deduction 688 - 0- - 0-
Capital gains and | osses - 0- 2,460 (3, 000)
Taxabl e Soci al Security - 0- - 0- - 0-
Deducti on for exenptions - 0- - 0- - 0-
Total adjustnents (24,719) (37,217) (214,667)
Taxabl e i ncome on return (18, 756) (39,689) _(44,427)
Taxabl e i ncome as adj usted (43, 475) (76,906) (259, 094)

A notion by petitioners to vacate the decision was filed on June
14, 1999, and was subsequently granted. A notion by petitioners
for litigation and adm nistrative costs was filed on June 17,

1999.

2 The settlenent adjustnments seeningly do not accurately
reflect the adjustnents agreed to by the parties, as reflected
el sewhere in the record. The reasons for these discrepancies are
uncl ear. The sole issue before the Court, however, is the
appropriate ruling on petitioners’ notion for litigation and
adm ni strative costs.
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Di scussi on

Section 7430 provides for the award of reasonable
admnistrative and litigation costs to a taxpayer in an
adm ni strative or court proceedi ng brought against the United
States involving the determ nation of any tax, interest, or
penalty pursuant to the Internal Revenue Code. An award of
admnistrative or litigation costs may be nmade where the
taxpayer: (1) Is the “prevailing party”; (2) exhausted avail abl e
adm ni strative renedies;® and (3) did not unreasonably protract
the adm nistrative or judicial proceeding. See sec. 7430(a),
(b)(1), (3). The costs clainmed nust al so be reasonable in
anount. See sec. 7430(c). These requirenents are conjunctive,
and failure to satisfy any one will preclude an award of costs to

petitioners. See Mnahan v. Conm ssioner, 88 T.C. 492, 497

(1987).

To be a “prevailing party”, the taxpayer nust show that (1)
t he taxpayer substantially prevailed with respect to the anount
in controversy or with respect to the nost significant issue(s)
presented, and (2) the taxpayer satisfied the net worth
requi renent. See sec. 7430(c)(4)(A). If respondent establishes

that the position of the United States in the proceedi ng was

3 This requirenent does not apply to an award for
reasonabl e adm ni strative costs. See sec. 7430(b)(1).
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substantially justified, however, a taxpayer is not a “prevailing
party” for purposes of section 7430. See sec. 7430(c)(4)(B).*

After concessions by respondent, the remaining issues are:
(1) Whether the position of the United States in the proceeding
was substantially justified, and (2) whether the anmounts of
admnistrative and litigation costs clained by petitioners are
reasonabl e. Because we hold that respondent’s position was
substantially justified, we need not consider respondent’s
alternative argunent that the adm nistrative and litigation costs
requested by petitioners are not reasonable.

The substantially justified standard under section 7430 is
applied as of the separate dates respondent took positions in the
adm ni strative and judicial proceedings. See sec. 7430(c) (7).

For purposes of adm nistrative costs, the position of the United
States is that taken in an adm ni strative proceeding as of the
earlier of the date of the receipt by the taxpayer of the notice
of decision by the Internal Revenue Service Ofice of Appeals or
the date of the notice of deficiency. See sec. 7430(c)(7)(B)
The position of the United States for purposes of litigation

costs refers to the position of the United States in a judicial

4 Because the petition in this case was filed after July
30, 1996, under sec. 7430 the burden is on respondent to show
that the Governnment’s position was substantially justified. See
Taxpayer Bill of Rights 2, Pub. L. 104-168, sec. 701(d), 110
Stat. 1452, 1464 (1996); Maggi e Managenent Co. v. Conm SSi oner,
108 T.C. 430, 438 (1997).
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proceedi ng. See sec. 7430(c)(7)(A). A judicial proceeding in
this Court is coomenced with the filing of a petition. See Rule
20(a). GCenerally, respondent initially takes a position in the
l[itigation on the date he files the answer in response to the

petition. See, e.g., Han v. Conm ssioner, T.C Meno. 1993-386.

The Conmm ssioner’s position is substantially justified if
that position could satisfy a reasonable person and if it has a

reasonabl e basis in both fact and law. See Pierce v. Underwood,

487 U. S. 552, 565 (1988). Determ ning the reasonabl eness of the
Comm ssioner’s position and conduct requires considering what the

Conmmi ssi oner knew at the tine. See DeVenney v. Commi ssioner, 85

T.C. 927, 930 (1985). The Conm ssioner’s position can be
justified even if the Conm ssioner eventually concedes the case.

See Sokol v. Comm ssioner, 92 T.C 760, 767 (1989).

Petitioners’ records were at best in a disordered state when
respondent sought to review them Only inconplete information
was available to respondent, and respondent was forced to rely
upon reconstructed records to determ ne petitioners’ tax
liability. 1t is well established that taxpayers are required to
keep adequate books and records, and in the absence of such,
respondent may determ ne a taxpayer’s tax liability by any nethod
whi ch respondent finds to clearly reflect incone. See sec. 6001,
sec. 446(b); sec. 1.6001-1(a), Incone Tax Regs.; sec. 1.446-

1(a)(4), (b)(1), Income Tax Regs. This is true even where the
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taxpayer’s records are destroyed by fire, and the taxpayer’s

reconstructions are inadequate. See, e.g., Jernigan v.

Conmi ssioner, T.C. Menp. 1978-13. The record in this case

i ndi cates that respondent adopted a reasonable, and therefore
substantially justified, position in light of the inadequacy of
petitioners’ books and records and the information accessible to
respondent throughout the adm nistrative proceedings and in
respondent’s filing of the answer in this case on July 9, 1998.°
Petitioners argue that respondent was not substantially
justified in his position because respondent’s counsel ultimtely
offered to concede the entire tax liability for all years in
i ssue based upon essentially the sanme infornmation that was
avai l able to respondent prior to the issuance of the notice of
deficiency. W find, however, that respondent’s position was
substantially justified in this case because of the | ack of
adequat e books and records available to respondent. The fact
t hat respondent’s counsel ultimately decided to concede the case
may reflect a consideration of a variety of factors—including

l[itigation risks—which earlier were not considered or which were

> Petitioners contend that respondent’s position is that
taken in a notice of decision which was sent to petitioners on
Jan. 15, 1998, several nonths before the notice of deficiency.
It is unclear fromthe record whether this notice was in fact a
final decision by the Appeals Ofice. This is not determ native
in this case, however, because we find that respondent was
substantially justified at all times during the admnistrative
pr oceedi ng.
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not wei ghed as heavily by respondent. Furthernore, the record
shows that the parties were actively engaged in negotiations
t hroughout the admnistrative and litigation process, and that
respondent did not unreasonably delay acting upon any information
whi ch he received frompetitioners.

In view of the foregoing, we find that the position of the
United States was substantially justified. Accordingly, we hold
that petitioners are not entitled to adm nistrative and
l[itigation costs under section 7430. Based on this holding, we
need not consider respondent’s alternative argunent that the
admnistrative and litigation costs requested by petitioners are
not reasonable. Petitioners’ notion will therefore be denied.

An appropriate order and

decision will be entered.




