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MVEMORANDUM OPI NI ON

VELLS, Judge: This case was assigned to Special Trial Judge
D. Irvin Couvillion pursuant to section 7443A(b)(4)! and Rul es
180, 181, and 183. The Court agrees with and adopts the opinion

of the Special Trial Judge, which is set forth bel ow

1 Unl ess otherw se indicated, section references are to the
| nternal Revenue Code. All Rule references are to the Tax Court
Rul es of Practice and Procedure.



OPI NI ON OF THE SPECI AL TRI AL JUDGE

COUVI LLI ON, Special Trial Judge: This case is before the

Court on petitioners' notion for admnistrative and litigation
costs? pursuant to section 7430 and Rule 231. Neither party
requested a hearing, and the Court concludes that a hearing is
not necessary for the proper disposition of this notion. Rule
232(a)(3). Accordingly, the Court disposes of this notion on the
basis of the parties' subm ssions and the record in the instant
case as a whole. The Court incorporates herein by reference
those portions of the opinion on the nerits in this case set

forth in Kingston v. Commi ssioner, T.C Meno. 1997-512, that are

rel evant to the disposition of this notion.

Backgr ound

On Novenber 17, 1997, the Court issued its opinion on the
substantive issues in this case. The primary issue was whet her
petitioner husband was "protected fromloss", within the neaning
of section 465(b)(4), with regard to his investnent in a
partnership known as Hanbrose Leasing 1985-3 (the partnership).
The Court held that petitioner husband was not "protected from

| oss", within the neani ng of section 465(b)(4), wth respect to

2 Al t hough petitioners' notion is styled "Petitioners Mtion
for Award of Reasonable Litigation Cost", the substance of the
notion evidences an intent to nove for admnistrative costs as
well as litigation costs. The Court, therefore, considers the
noti on accordingly.
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this investnent, and, thus, petitioners were entitled to | oss and
i nvestment interest expense deductions clainmed on their 1985 and
1986 Federal inconme tax returns.

Di scussi on

A taxpayer who substantially prevails in an adm nistrative
or court proceeding may be awarded a judgnent for reasonabl e
costs incurred in such proceedings. Sec. 7430(a)(1) and (2). A
j udgment may be awarded under section 7430 if a taxpayer (1) is
the "prevailing party", (2) exhausted the adm nistrative renedies
avai l able to the taxpayer within the Internal Revenue Service
(IRS),® and (3) did not unreasonably protract the proceedi ngs.
Sec. 7430(a) and (b)(1), (4). A taxpayer nust satisfy each of
these three requirenents to be entitled to a judgnent under
section 7430. Respondent concedes that petitioners exhausted the
adm ni strative renedi es avail able and did not unreasonably
protract the proceedings. Therefore, the Court is left to decide
whet her petitioners were the prevailing party.

To qualify as the "prevailing party", the taxpayer nust
establish that (1) the position of the United States in the

proceedi ng was not substantially justified,* (2) the taxpayer

8 This requirement does not apply to an award for reasonabl e
adm ni strative costs. Sec. 7430(b)(1).

4 In relevant part, the Taxpayer Bill of Rights 2 (TBOR 2),

Pub. L. 104-168, secs. 701-704, 110 Stat. 1452, 1463-1464 (1996),

anended sec. 7430 to place on the Comm ssioner the burden of
(continued. . .)



substantially prevailed wth respect to the anobunt in controversy
or with respect to the nost significant issue or set of issues
presented, and (3) the taxpayer satisfies the applicable net
worth requirenments. Sec. 7430(c)(4)(A). Respondent concedes
that petitioners neet the second and third criteria |isted above;
however, respondent contends that the position taken in both the
admnistrative and |itigation aspects of the proceedi ngs was

substantially justified. Rule 232(e); D xson Corp. V.

Comm ssioner, 94 T.C. 708, 714-715 (1990); Gantner V.

Comm ssioner, 92 T.C. 192, 197 (1989), affd. 905 F.2d 241 (8th

Cir. 1990). Accordingly, the issue is whether "the position of
the United States in the proceeding was not substantially

justified." Gantner v. Conm ssioner, 905 F.2d at 245.

In deciding this issue, the Court nmust first identify the
point at which the United States is considered to have taken a
position and then deci de whether the position taken fromthat
point forward was not substantially justified. The "not
substantially justified" standard is applied as of the separate

dates that respondent took a position in the adm nistrative

4(C...continued)

proving that the Conmm ssioner's position in the admnistrative
proceedi ng and the proceeding in this Court was substantially
justified. However, the provisions of TBOR 2 are effective only
W th respect to proceedi ngs commenced after July 30, 1996. The
provi sions of TBOR 2 do not apply to this case because
petitioners filed their petition on Aug. 14, 1995. See Maggi e
Managenent Co. v. Conmm ssioner, 108 T.C. 430, 441 (1997).




proceeding and in the proceeding in this Court. Sec.

7430(c)(7) (A and (B); Han v. Conmm ssioner, T.C Menp. 1993-386.

For purposes of the adm nistrative proceedi ng, respondent took a
position on May 19, 1995, the date of the notices of deficiency.
Sec. 7430(c)(7)(B).°> For purposes of the proceeding in this
Court, respondent took a position on Cctober 13, 1995, the date

respondent filed the answer. See Huffman v. Comm ssioner, 978

F.2d 1139, 1143-1147 (9th Cr. 1992), affg. in part and revg. in
part on other grounds and remanding T.C. Meno. 1991-144. |In this
case, respondent's position on each of these dates was the sane.
More specifically, respondent’'s position was that petitioner
husband was "protected fromloss", within the nmeaning of section
465(b)(4), with regard to his investnent in the partnership, and,
therefore, petitioners were not entitled to | oss and i nvest nent
i nterest expense deductions clainmed on their 1985 and 1986
Federal inconme tax returns.

Whet her respondent's position was not substantially
justified turns on a finding of reasonabl eness, based upon al

the facts and circunstances, as well as the | egal precedents

5 Sec. 7430(c)(7)(B) provides that the Comm ssioner takes a
position in an adm nistrative proceeding on the earlier of "the
date of the receipt by the taxpayer of the notice of the decision
of the * * * [IRS] Ofice of Appeals" or "the date of the notice
of deficiency.” No notice of decision of the IRS Appeals Ofice
was ever issued or received by petitioners before the date of the
notices of deficiency. Therefore, respondent is considered to
have taken a position on the date the notices of deficiency were
i ssued.
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relating to the case. Pierce v. Underwood, 487 U.S. 552 (1988);

Sher v. Comm ssioner, 89 T.C. 79, 84 (1987), affd. 861 F.2d 131

(5th Cr. 1988). A position is substantially justified if the
position is "justified to a degree that could satisfy a

reasonabl e person."” Pierce v. Underwood, supra at 565; Powers V.

Commi ssioner, 100 T.C. 457, 470-471 (1993), affd. in part and

revd. in part 43 F.3d 172 (5th Cr. 1995). A position that
merely possesses enough nerit to avoid sanctions for
frivolousness will not satisfy this standard; rather, it nust
have a "reasonabl e basis both in law and fact". Pierce v.

Under wood, supra at 564-565.

The Court nust "consider the basis for respondent's | egal
position and the manner in which the position was maintained."

Wasie v. Comm ssioner, 86 T.C. 962, 969 (1986). The fact that

respondent eventually | oses or concedes a case does not establish

an unreasonabl e position. Sokol v. Conm ssioner, 92 T.C. 760,

767 (1989); Baker v. Conm ssioner, 83 T.C 822, 828 (1984),

vacated on other issues 787 F.2d 637 (D.C. Cr. 1986). The
reasonabl eness of respondent's position and conduct necessarily

requi res considering what respondent knew at the tinme. Cf.

Rut ana v. Conmi ssioner, 88 T.C 1329, 1334 (1987); DeVenney v.

Comm ssioner, 85 T.C. 927, 930 (1985). Petitioners have the

burden of establishing that respondent's position was

unreasonable. Rule 232(e). To show | ack of substanti al



justification, petitioners nust denonstrate "that the | egal
precedent does not substantially support respondent's position

given the facts available to respondent."” Coastal Petroleum

Refiners, Inc. v. Conm ssioner, 94 T.C 685, 688 (1990).
Petitioners argue that respondent's position was not

reasonable as a matter of law or fact.® Petitioners contend that

respondent ignored the "worst-case scenari 0" test applied by the

Court of Appeals for the Sixth Crcuit in Enershaw v.

Comm ssi oner, 949 F.2d 841 (6th Gr. 1991), affg. T.C Meno.

1990- 246, and Martuccio v. Conmm ssioner, 30 F.3d 743 (6th Gr

1994), revg. T.C Meno. 1992-311, in determ ning whether a

t axpayer is "protected fromloss" within the neaning of section
465(b)(4). Petitioners contend further that respondent
erroneously relied on the "economc reality" test applied by the
majority of Courts of Appeals in determ ning whether a taxpayer
is "protected fromloss" under section 465(b)(4). Petitioners
argue that, since the instant case is appeal able to the Court of
Appeals for the Sixth Grcuit, and the material facts of the
substantive issues in the instant case parallel the facts in

Emer shaw v. Conmm ssioner, supra, and Martuccio v. Conni Ssioner,

6 In their notion, petitioners do not distinguish between
reasonabl eness "as a matter of law' or "as a matter of fact";
therefore, the Court assunmes that petitioners intended to dispute
t he reasonabl eness of respondent's position both in law and in
fact. Consequently, the Court treats the two itens in
conjunction with one another as petitioners have done in their
not i on.
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supra, respondent's position was not supported by the rel evant

| egal precedent based on the facts available to respondent.’
Respondent contends that respondent's position did not

ignore the "worst-case scenario" standard but, rather

acknow edged that it would apply to the instant case. Respondent

argues that the facts pertinent to the substantive issues in the

i nstant case could be readily distinguished fromthe facts in

Emer shaw v. Conm ssi oner, supra, and Martuccio v. Conni Ssioner,

supra. Therefore, respondent contends that respondent's position
was substantially supported by |egal precedent given the facts
avai |l abl e to respondent and, thus, was reasonable as a natter of

| aw and fact.

The Court agrees that respondent acknow edged the "worst -
case scenario" test should be applied to the facts of the instant
case. Nevertheless, respondent failed to sufficiently
di stinguish the facts of the instant case fromthose in Enershaw

v. Conm ssioner, supra, and Martuccio v. Conmi Ssioner, supra, to

show that the result reached in the instant case shoul d be
different fromthat in Enershaw and Martucci o. In fact, in the

opinion on the nerits herein, this Court found that the sale-

! In both Enershaw v. Conmm ssioner, 949 F.2d 841 (6th Cr
1991), affg. T.C. Meno. 1990-246, and Martuccio v. Conm Sssioner,
30 F.3d 743 (6th CGr. 1994), revg. T.C. Meno. 1992-311, the Court
of Appeals held that, under the "worst-case scenario" test, the

t axpayers were not "protected fromloss" within the neani ng of
sec. 465(b)(4).




| easeback transaction in the instant case was "indi stingui shable"

fromthe sal e-1 easeback transactions in Enershaw v. Commni SSi oner

supra, and Martuccio v. Conmm ssioner, supra. Although respondent

may have acknow edged the application of the "worst-case
scenari 0" test, respondent's position failed to properly apply

that test to the facts of the instant case, as clearly mandated

by the | egal precedent of Enershaw v. Conm ssioner, supra, and

Martucci o v. Conmi SSioner, supra.

In cases with facts simlar to those in the instant case and

to those in Enershaw v. Conm ssioner, supra, and Martuccio V.

Comm ssi oner, supra, other Courts of Appeals have applied the

"economc reality" test and have found that the taxpayers in
those cases were "protected fromloss" within the neaning of
section 465(b)(4). It is the opinion of this Court that,

al t hough respondent acknow edged the application of the "worst-
case scenari 0" test in the instant case, the substance of
respondent’'s position indicated that respondent was actually
anal yzing the facts of the instant case under the reasoning of
the "economc reality" test.® This was in direct conflict with
the | egal precedent set by the Court of Appeals for the Sixth

Circuit.® Respondent was fully aware that, "where the Court of

8 This is readily apparent in respondent’'s trial menorandum
and in respondent’'s posttrial briefs.

° Respondent argues that respondent's position was
(continued. . .)
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Appeal s to which appeal |ies has already passed upon the issue
before us, efficient and harnonious judicial admnistration calls
for us to follow the decision of that court."” Golsen v.

Comm ssioner, 54 T.C. 742, 757 (1970), affd. 445 F.2d 985 (10th

Gr. 1971).

Concl usi on

On this record, the Court concludes that respondent's
position on the substantive issues in the instant case had no
basis in fact or law at the tinme respondent issued the notices of
deficiency or during the litigation of this case. It follows
that respondent's position was not substantially justified either
when respondent issued the notices of deficiency or during the
l[itigation herein. Accordingly, the Court holds that petitioners
are entitled to an award for admnistrative and litigation costs
under section 7430. Petitioners' notion, therefore, wll be

gr ant ed.

°C...continued)

substantially justified because it was supported by Hayes v.
Comm ssioner, T.C Meno. 1995-151, and Levien v. Conm SSioner,
103 T.C. 120 (1994), affd. w thout published opinion 77 F.3d 497
(11th Gr. 1996). Respondent overl ooks the fact that both of

t hese cases applied the "economc reality" test rather than the
"wor st -case scenario" test, and that neither case was appeal abl e
in the Sixth Crcuit.

10 Bot h Enershaw v. Conm ssioner, supra, and Martuccio v.
Commi ssi oner, supra, were decided by the Court of Appeals before
respondent’'s issuance of the notices of deficiency.
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Si nce respondent concedes that the anmount of adm nistrative
and litigation costs clained by petitioners is reasonable, it is
not necessary for the Court to decide the anmount of petitioners
reasonabl e adm ni strative and litigation costs. The Court holds
that petitioners are entitled to reasonable adm nistrative and
litigation costs of $2,402, as clained in their notion.
Additionally, this Court has recognized that "' So | ong as the
government's position justifies recovery of fees, any reasonable

fees to recover such fees are recoverable.'" Galedrige Constr.,

Inc. v. Conm ssioner, T.C Meno. 1997-485 (quoting Huffrman v.

Commi ssioner, 978 F.2d at 1149). Thus, the Court holds that the

fees incurred by petitioners for their notion for adm nistrative
and litigation costs are recoverable.

An appropriate order and

decision will be entered.




