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Respondent disallowed substantially all of petitioners’
cl ai med deductions. The parties settled, wth respondent
concedi ng about 97 percent of the disallowed deductions for
1 year and about 91 percent for the other year, and
conceding that there were no deficiencies for either year.
Respondent’ s position when filing the answer in the instant
case was based on respondent’s not yet having received
substantiation for the disallowed deducti ons.

Held: On the facts, respondent was primarily
responsi ble for the substantiation not having been provided
by the tinme respondent filed the answer, and so respondent’s
position was not “substantially justified.” Sec.
7430(c)(4)(B) (i), I.R C 1986. Stipul ated anmount of
[itigation costs awarded.

Daniel W Schreimann, for petitioners.

Janmes E. Archie, for respondent.
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MEMORANDUM OPI NI ON

CHABOT, Judge: This matter is before us on petitioners
notion for an award of litigation costs! pursuant to section
7430% and Rul e 231.°3

The issue for decision is whether respondent’s position in
the instant case was substantially justified, within the neaning
of section 7430(c)(4)(B)(i).

Nei t her side has requested a hearing, and we conclude that a
hearing is not necessary. Rule 232(a). Accordingly, we decide
petitioners’ notion on the basis of the parties’ stipulations,
stipulated exhibits, and briefs filed in connection with
petitioners’ notion, and the other docunents in the Court’s

record in the instant case.

! Al though petitioners refer to “adm nistrative” costs at
a fewplaces in their brief, it is evident fromthe | anguage in
their nmotion and fromthe exhibit describing their counsel’s work
that their notion does not deal with costs paid or incurred
before their counsel began to work on the petition herein. From
t he foregoing, we conclude that petitioners’ references to
adm nistrative costs are inadvertent and that our proceedi ngs
relate only to litigation costs.

2 Unl ess indicated otherwi se, all section references are
to sections of the Internal Revenue Code of 1986, as in effect
for the years in issue. References to sec. 7430 are to that
section as in effect for proceedi ngs comenced at the tine the
petition in the instant case was filed. Because the petition was
filed on Sept. 26, 1996, the anendnents nmade by title VIl of the
Taxpayer Bill of Rights 2, Pub. L. 104-168, sec. 701, 110 Stat.
1452, 1463 (1996), effective after July 30, 1996, apply to the
i nstant case. See Maggi e Managenent Co. v. Conm ssioner, 108
T.C. 430, 438-441 (1997).

8 Unl ess indicated otherwise, all Rule references are to
the Tax Court Rules of Practice and Procedure.
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Respondent determ ned deficiencies in Federal individual
i ncone tax and additions to tax under section 6662 (accuracy-
rel ated) against petitioners as foll ows:

Additions to Tax

Year Defi ci ency Sec. 6662
1991 $356, 117 $71, 223
1992 470, 966 94, 193

Backgr ound

When the petition was filed in the instant case, petitioners
Robert M Maddox (hereinafter sonetines referred to as Robert)
and Paulette G Maddox (hereinafter sonetinmes referred to as
Paul ette), husband and wife, resided in El Paso, Texas.

Busi nesses

Robert is an ophthal nol ogist with a nedical practice in E
Paso, Texas. |In 1991, Robert opened anot her ophthal nol ogy office
in Juarez, Mexico, which allowed himto performa type of |aser
eye surgery that was not permtted in the United States at that
tine.

Robert had extensive business interests in addition to his
medi cal practice. He was the sole sharehol der of several S
corporations, sone of which related to his nedical practice.

O hers involved a restaurant, a farm and real estate interests.

El Paso to Dall as

Petitioners filed individual incone tax returns for 1991 and

1992. The tax returns were nmailed, in accordance wi th extensions
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for filing, on Cctober 15, 1992, and Cctober 15, 1993,
respectively, and were received at the Austin, Texas, Service
Center on Cctober 19, 1992, and Cctober 18, 1993, respectively.

In October 1994, a revenue agent with the IRS office in E
Paso tel ephoned petitioners and indicated that there would be an
exam nation of petitioners’ 1991 and 1992 tax returns.

On Novenber 14, 1994, petitioners’ representative wote to
t he revenue agent, asking that the |location of the exam nation be
transferred to Dallas, Texas. Petitioners’ representative stated
that his office is in Dallas and that he “has all of the books,
records, and source docunments that will be necessary to conplete
a 1991 and 1992 exam nation.” The revenue agent did not send
correspondence to petitioners identifying specific matters to be
addressed in the exam nati on.

In connection with the transfer of the exam nation and
related files to Dallas, the revenue agent asked petitioners to
consent to extending to June 30, 1996, the period of Iimtations
for assessnent of 1991 inconme tax. To acconplish this, a Form
872 was executed by petitioners’ representative on Decenber 20,
1994, by petitioners on Decenber 21, 1994, and by respondent on
January 5, 1995. The period of |limtations date for 1992
remai ned Cct ober 15, 1996.

The IRS adm nistrative files relating to 1991 and 1992 were
transferred fromEl Paso on January 20, 1995, and received in the

Dallas IRS office on February 10, 1995. The responsibility for
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exam ning petitioners’ incone tax returns was assigned to Dallas
| RS Exam nation Group 1432 on February 16, 1995. There remai ned
16% nont hs before the limtations period for 1991 woul d expire.

In m d- Decenber 1995, a revenue agent in Dallas saw the
admnistrative files for petitioners’ case, together with those
for 16 other cases, in the bottomof an extra file cabinet
outside the acting nmanager’s office. There renai ned 6% nont hs
before the Iimtations period for 1991 woul d expire.

Finally, on April 17, 1996, petitioners’ case was assi gned
by the acting manager to a revenue agent, Julie Ward, hereinafter
sonetinmes referred to as Ward. Ward’'s manager instructed her to
secure extensions of the [imtations periods and, if she could
not do so, then she was to “wite-up and disallow i ssues and send
to 90-Day.” There remai ned 10% weeks before the limtations
period for 1991 woul d expire.

The April 23, 1996, Meeting

On April 18, 1996, Ward tel ephoned petitioners’
representative, and left a nessage in order to set up a neeting.
She called again on April 19. Petitioners’ representative
returned the April 19 tel ephone call, but Ward was not avail abl e.
Ward | eft another nessage for petitioners’ representative that
af t er noon.

Ward finally reached petitioners’ representative by
t el ephone on April 22, and asked for extensions of the

limtations periods. Petitioners’ representative expressed
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reluctance, because he had al ready consented to one extension and
he believed the tax returns were “clean”. Ward and petitioners’
representative arranged an appoi ntnent for the afternoon of Apri
23, 1996, at petitioners’ representative’'s office. This
tel ephone call was the first contact by IRS personnel wth
petitioners or petitioners’ representative regarding petitioners’
tax returns since the tinme that the admnistrative files had been
transferred to Dallas. During the April 23, 1996, neeting,
petitioners’ representative and Ward conducted the initial
exam nation and reviewed petitioners’ tax returns. For 2 hours,
Ward asked petitioners’ representative numerous questions
relating to petitioners’ nultiple business interests.

Petitioners’ representative’s responses to Ward’s questions were
as foll ows:

Schedul e E: Curie Building, Galveston House

The Curie Building is an office building owed by Paul ette.
It was purchased in 1987 and petitioners are personally liable on
the note obtained to finance the purchase.

Petitioners also owned a rental house in Gal veston, Texas.
Paul ette inherited the house and all owed her sister to live
t here.

Petitioners’ S Corporations

Robert owned 100 percent of four S corporations, as follows:



Eyve Pharnacy, |nc.

Thi s busi ness was established to distribute eye
medi ci nes. The busi ness was operated out of the Curie
Buil ding. The |ast year of operations was 1991, for which
the corporation earned $2,000. By the tine of the April 23,
1996, neeting, there were no assets, the corporation’s
organi zation costs were witten off, and the cash was
remtted to Robert Maddox, MD., P.A

Casa Sabrosa, Inc.

This corporation operated a Mexican restaurant in the
Curie Building. It was operated by a restaurant nmnanager
during the business hours of the Curie Building s tenants.
The restaurant did not pay any rent to petitioners. The
corporation’s operation of the Mexican restaurant ended in
1991. As of the April 23, 1996, neeting that space in the
Curie Building was being used as an enpl oyee cafeteria for
Robert Maddox, M D., P.A

Maddox Optical, |nc.

This corporation was still active at the tine of the
April 23, 1996, neeting. |Its prinmary purpose is the
production of eyeware, such as gl asses and contact | enses.
The corporation | eases 4,000 square feet of space in the
Curie Building. It earns about $200,000 per year in gross

receipts.
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Robert Maddox, M D., P.A.

Robert Maddox, M D., P.A , operates the EIl Paso office
of Robert’s nedical practice. The corporation enployed a
staff of about 75 people and at one tinme had 2 optonetrists
and 1 nedical doctor on staff. At the tinme of the April 23,
1996, neeting, Robert was an enpl oyee of the corporation.

This corporation al so operates out of the Curie Building.

Schedul e C

Robert Maddox, MD., P.A, was Robert’s Schedule C | aser
surgery practice, which had its office in Juarez, Mexico. The
practice was started in 1990 in order to allow Robert to perform
| aser eye surgery using a certain type of machine. This
procedure was not then approved in the United States. (It was
first approved in the United States in Cctober 1995.)

In order to determ ne whether this type of surgery was
warranted in a specific case, Robert exam ned patients in his E
Paso office, which was operated by Robert Maddox, MD., P.A If
surgery was warranted, then Robert transported the patient across
the border to Juarez to performthe surgery. Robert had one
surgical nurse, nanmed Maria, assisting himwth the operations.
Petitioners’ representative did not know Maria’s surnane.

While this particular surgical procedure had been approved
in Mexico, the Mexican Government inposed restrictions on the

procedure until Decenber 1991. Robert incurred |egal fees
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associated wth these restrictions. He was also required to nmake
paynments to a Mexican corporation for the right to conduct this
busi ness in Mexico. The Mexican corporation, Excinmer Laser,

Inc., is 49 percent owned by Robert and 51 percent owned by
Maria. Robert Maddox, MD., |eased office space from Exci nmer
Laser, Inc.

Puebl o | nvest nent Partnership

Robert was a 29-percent general partner in Pueblo |Investnent
G oup, a TEFRA partnership. Robert’s basis for this interest was
$150, 000. Pueblo Investnent G oup was involved in rental real
estate and in oil and gas.

Far m Rent al

Petitioners had owned about 212 acres*® of |and outside El
Paso. Petitioners received a percentage of the cotton crops
whi ch were raised by a tenant farnmer on this land. The | and,
whi ch was bought in 1984 or 1985, conprised three separate
tracts. A 34-acre tract, which cost $415, 000, was foreclosed on
in 1996. A 35-acre tract, which cost $300,000, was foreclosed on
in 1992. A 150-acre tract, which cost $1, 200,000, was al so
foreclosed on in 1992. Each foreclosure resulted in an even

exchange of the deed for the bal ance of the debt owed.

4 The acreage is taken fromWard s sunmary of her Apri
23, 1996, neeting with petitioners’ representative, a stipulated
exhibit. The sumof the listed areas of the three tracts is 219
acres, not the 212-acre listed total. Neither side has noted,
much | ess sought to explain, this discrepancy.
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Schedul e A: Charitable Contributions

Petitioners had donated $343,000 worth of conputer equi pnment
to El Paso in 1987. The equi pnent was in the Curie Building when
it was bought, in 1987.

Petitioners’ representative told Ward there was proper
docunentation to verify all incone and expense itens shown on
petitioners’ 1991 and 1992 tax returns. Ward asked for
petitioners’ consent to extend for 1 year the tinme to assess the
incone tax for 1991. Petitioners’ representative orally agreed
to a 6-nonth extension. Ward said she would prepare the Form 872
to cover the 6-nmonth period and deliver the Form 872 to
petitioners’ representative’'s office on April 25, 1996.
Petitioners’ representative told Ward to call before she cane to
his office.

On April 22, 1996, Ward had prepared a Form 4564,
| nf ormati on Docunment Request (hereinafter sonetines referred to
as an IDR) for petitioners’ 1991 and 1992 tax returns. An IDR s
an informal witten request for information or docunents froma
taxpayer. It serves as docunentation that itenms have been
requested and provides to the taxpayer a list of itens that the
taxpayer is to locate. It is not uncommon for an agent to ask
for information or docunents orally and follow up with a witten
request. Although this IDR had been prepared for the April 23,
1996, neeting, Ward did not leave it with petitioners’

representative, nor did Ward give to himany other witing
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speci fying for exam nation particular itens shown on petitioners’
1991 or 1992 tax returns.

After The Meeti ng

On April 25, 1996, Ward prepared the Form 872 and tel ephoned
petitioners’ representative. She left a nessage at his office.
She also left nessages on April 30, May 3, May 6, May 10, and May
13. Petitioners’ representative did not return these calls.

On June 20, 1996, petitioners’ representative spoke with the
chief of the 90-Day Review Section. This section chief then
directed Ward to return to petitioners’ representative s office
regardi ng the Form 872.

On June 26, 1996, Ward went to petitioners’ representative’s
office wwth the Form 872. Petitioner’s representative refused to
sign the Form 872, saying that he was willing to consent to a
period of limtations extension if Ward |imted the scope of her
exam nation. Ward refused to agree to a |imted-scope extension,
W t hout discussing this with her nanager. The parties did not
extend the limtations period for 1991 or 1992, apart fromthe
1991 extension that had previously been agreed to in order to get
the IRS to nove the audit fromE Paso to Dallas. Petitioners’
representative also stated that he had never received an IDR for
these years. Ward offered to give to himthe IDR that she had
prepared for the April 23, 1996, neeting, but petitioners’
representative refused to accept it.

The next day, June 27, 1996, respondent issued a notice of
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deficiency relating to petitioners’ 1991 and 1992 incone tax
returns.

Petitioners filed a tinely petition with this Court on
Sept enber 26, 1996.° Respondent filed a tinely answer on
Novenber 21, 1996

After respondent filed the answer, an Appeals officer and a
revenue agent reviewed the substantiati on docunentation that
petitioners’ representative provided relating to the notice of
deficiency adjustnents. Petitioners’ representative’'s first
nmeeting with the Appeals Oficer was on January 23, 1997. The
adjustnents were ultimately settled as shown in table 1 for 1991,

and table 2 for 1992.

5 The postnmark date is Sept. 24, 1996, the 89th day after
the notice of deficiency was issued. See sec. 7502.
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Table 1 (1991)

Change To
Claimed On Not i ce Def. Adj ust nent Net Sti pul ated

[tem Tax Return Adj ust nent Per Settl enment Adj ust nent
Sched. C

Depr eci ati on $11, 676 $11, 676 (%41, 233) (%29, 557)
| nt er est 646 646 (646) - 0-
Legal , other professional 27,422 27,422 - 0- 27,422
Tax 70, 006 70, 006 - 0- 70, 006
O her deducti ons 461 - 0- - 0- - 0-
Sched. E

Depr eci ati on 373,772 373,772 (373,772) -0-

| nt er est 569, 840 569, 840 (569, 840) - 0-
Casa Sabrosa 7,971 7,971 (3,533 4,438
Maddox, M D., P.A 56, 248 56, 248 (56, 248) - 0-
Maddox Opti cal 15, 249 15, 249 (15, 249) - 0-
Farm rent al 24,423 24,423 (24, 423) - 0-

O her deducti ons 379, 766 - 0- - 0- - 0-
Sched. A

Contri butions 20, 575 20, 575 (55, 844) (35, 269)
Real estate tax 11, 141

Hone ntg. int. 49, 241

Limtation?! - 0- 32,952 (32, 550) 402
Exenpti ons? 8, 600 8, 600 (8, 600) - 0-
New i ssues

Loan anortization - 0- - 0- (68) (68)
G her Loss 1,100 - O0- - O0- - O0-
Total s 1,628, 137 1,219, 380 (1,182, 006) 37,374

! Conput ati onal adjustnents.




[tem

Sal e of busi ness

Sched. C

Depr eci ati on

| nt er est

Legal , other professional
Mexi can rights

O her deductions

Sched. E

Depr eci ati on

| nt er est

Maddox, M D., P.A
Maddox bui |l di ng rental
Farm rent al

O her deducti ons

Sched. A

Real estate tax
Hone ntg. int.

| nvestment int.
Limtation?

Exenpti ons?
1 S. E. tax deduction?

New i ssues

G oss receipts
Loan anorti zation
Total s

Cl ai ned On
Tax Return

$203, 973

92, 353
32,789
40, 900
24,500
25,503

353, 714
546, 244
32,622
224, 097
613, 781
144, 094

6, 998
47, 442
312

2, 398, 522

! Conput ati onal adjustnents.
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Table 2 (1992)

Noti ce Def.
Adj ust ment

$203, 973

92, 353
32,789
40, 900
24,500
-0-

353, 714
546, 244
32,622
224, 097
613, 781
-0-

43, 536

9, 200
(2, 462)

-0-
-0-
2, 215, 247

Change To
Adj ust nent

Per Settl enent

Net Sti pul at ed
Adj ust nent

($203, 973)

(82, 611)
(32, 789)
(40, 900)
(24, 500)
-0-

(353, 714)
(546, 244)
(32, 622)
(134, 453)
(524, 364)
-0-

(43, 536)
(9, 200)
2, 462

3, 440
(270)

(2,023, 274)

3, 440

(270)
191, 973
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The deductions that petitioners clainmed on their tax returns
exceeded the inconme they reported thereon by such |arge anmounts
that, even after the parties’ agreenents as to net adjustnents
for 1991 ($37,374) and 1992 ($191,973), petitioners do not have
deficiencies for either year.

Petitioners’ reasonable litigation costs in the instant
case, including their costs of litigating their notion for award

of litigation costs, are $15, 000.

Petitioners have exhausted the adm nistrative renedies
available to them Petitioners have not unreasonably protracted
the proceeding in this Court. Petitioners have substantially
prevailed with respect to the anobunt in controversy. Petitioners
have satisfied the applicable net worth limtation.

The position of respondent in the instant proceedi ng was not
substantially justified.

Di scussi on

The Congress has provided for the awarding of litigation
costs to taxpayers in certain circunstances. Under section

7430,° a taxpayer who satisfies a series of requirenents is

6 Sec. 7430 provides, in pertinent part, as foll ows:
SEC. 7430. AWARDI NG OF COSTS AND CERTAI N FEES.

(a) In Ceneral.--1n any adm nistrative or court
proceedi ng which is brought by or against the United States
in connection with the determ nation, collection, or refund
of any tax, interest, or penally under this title [the
I nt ernal Revenue Code of 1986], the prevailing party nay be
awar ded a judgnent or a settlenent for--

(continued. . .)



5(. .

.continued)

(1) reasonable adm nistrative costs incurred in
connection wth such adm nistrative proceeding wthin
the Internal Revenue Service, and

(2) reasonable litigation costs incurred in
connection with such court proceedi ng.

(b) Limtations.--

(1) Requirement that adm nistrative renedi es be
exhausted. --A judgnment for reasonable litigation costs
shal | not be awarded under subsection (a) in any court
proceedi ng unl ess the court determ nes that the
prevailing party has exhausted the adm nistrative
remedi es available to such party within the Interna
Revenue Service. Any failure to agree to an extension
of the tinme for the assessnent of any tax shall not be
taken into account for purposes of determ ning whether
the prevailing party neets the requirenents of the
precedi ng sentence.

* * * * * * *

(c) Definitions.--For purposes of this section--

* * * * * * *

(4) Prevailing party.--

(A) In general.--The term“prevailing party”
means any party in any proceedlng to which
subsection (a) applies * * --

(i) which--

(I') has substantially prevailed
Wi th respect to the anount in
controversy, or

(I'l') has substantially prevailed

Wi th respect to the nost significant
i ssue or set of issues presented, and

* * * * * * *

(B) Exception if United States establishes
that its position was substantially justified.--

(conti nued. .

-)



5(...continued)
(1) General rule.--A party shall not be
treated as the prevailing party in a
proceedi ng to which subsection (a) applies if
the United States establishes that the
position of the United States in the
proceedi ng was substantially justified.

* * * * * * *

(C) Determnation as to prevailing party.--
Any determ nation under this paragraph as to
whet her a party is a prevailing party shall be
made by agreenent of the parties or--

(1) in the case where the final
determ nation with respect to the tax,
interest, or penalty is nmade at the
adm nistrative level, by the Internal Revenue
Service, or

(1i) in the case where such final
determ nation is made by a court, the court.

(5) Adm nistrative proceedi ngs--The term
“adm ni strative proceedi ng” neans any procedure or
ot her action before the Internal Revenue Service.

(6) Court proceedings.--The term “court
proceedi ng” nmeans any civil action brought in a court
of the United States (including the Tax Court and the
United States C ains Court).

(7) Position of United States.--The term “position
of the United States” neans--

(A) the position taken by the United States
in a judicial proceeding to which subsection (a)
applies, and

(B) the position taken in an adm nistrative
proceedi ng to which subsection (a) applies as of
the earlier of--

(1) the date of the receipt by the
t axpayer of the notice of the decision of the
I nternal Revenue Service Ofice of Appeals,
or

(continued. . .)
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entitled to recover reasonable litigation costs. These
requi renents are in the conjunctive; i.e., a taxpayer mnust
overcone each of these hurdles in order to succeed as to

l[itigation costs. M nahan v. Conmm ssioner, 88 T.C 492, 497

(1987). Respondent concedes that petitioners have satisfied al
of the requirenents except for the one established by section
7430(c)(4)(B) (i), relating to whether the position of the United
States was substantially justified.” As to this requirenent, the
statute provides, in effect, that respondent has the burden of

proof. See, e.g., Maggi e Managenent Co. v. Conm ssioner, 108

T.C. 430, 437-441 (1997).

Respondent contends that, as of the tinme respondent filed
the answer, (1) it was reasonable for respondent to require
petitioners to substantiate their clained deductions, (2)
petitioners had not yet provided this substantiation, and (3)
thus it was reasonable at that tinme for respondent to take the
position that petitioners were not entitled to their clainmed
deducti ons. Respondent contends--

At the tinme of the Answer, respondent’s admnistrative file

reflected that respondent’s Agent [Ward] was nmet with a set

of circunstances which required pronpt action and that she

found herself confronted with an uncooperatlve
representative for petitioners.? * *

5(...continued)
(1i) the date of the notice of
defi ci ency.

! To avoi d di sputes about m nutiae and the potential of
ongoing costs in this Court, the parties have stipulated that if
we hold that petitioners are entitled to an award of litigation
costs, then the anmount to be awarded, “exclusive of any
litigation costs that nmay be incurred with respect to an appeal
of this case and thereafter,” is $15, 000.



As a legal matter, the petitioners were required to
substantiate the deductions clained on their returns. As a
factual matter, the information avail able to respondent at
the time of Answer was that, although the representative
prepared petitioners’ returns and was in possession of the
records which he used to prepare the returns, the
representative failed to communicate with the Agent in order
for those records to be inspected.® Respondent submts
that, under these circunstances, it was reasonable for
respondent to answer the case and require petitioners to
submt their substantiation for review before respondent
conceded t he adj ustnents.

* * * * * * *

3 Moreover, the file reflected that, considering the
ci rcunst ances, the Agent had not been unreasonable in
exploring the possibility of extending the statutes of
[imtations.

* * * * * * *

> Respondent does not argue that it was unreasonabl e
of petitioners’ representative to decline to extend the
statute of limtations. Rather, it is respondent’s
position that the substantiation could have been

provi ded begi nning April 23, 1996, allow ng
consideration prior to the issuance of the statutory
notice. * * *

Petitioners nmaintain as foll ows:

1. Respondents [sic] denial of substantially all of
Petitioners’ deductions on their 1991 and 1992 i ndi vi dual

i ncone tax returns was not substantially justified because
Respondent did not have a basis in both fact and |law for the
di sal l owance at the tine Respondent issued the notice of
deficiency or during the litigation of this case.

2. Petitioners are entitled to an award for adm nistrative
and litigation costs [see supra note 1] under |I.R C  Section
7430 since Respondent’s position was not substantially
justified either when Respondent issued the notice of
deficiency or during the litigation of this case.

* * * * * * *

Respondent’ s position did not have a reasonable basis in
both fact and | aw because Respondent had no information
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about the case and had nade no attenpt to obtain information
about the case prior to adopting the position at issue.
Respondent failed to diligently investigate this case.
We agree with petitioners’ conclusion.
We nust identify the point at which the United States is
first considered to have taken a position, and then decide

whet her the position, taken fromthat point forward was or was

not substantially justified. Maggie Managenent Co. v.

Commi ssioner, 108 T.C. at 442. The position of the United States

is the position taken by respondent in this proceeding.
Sec. 7430 (¢)(7)(A) . Respondent’s position is that which is
set forth in the answer filed with the Court on Novenber 21,

1996. Maggi e Managenent Co. v. Conmmi ssioner, 108 T.C at 442.

Substantially justified is defined as “justified to a degree
that could satisfy a reasonabl e person” and having a “reasonabl e

basis both in |aw and fact”. Pi erce v. Underwood, 487 U. S. 552,

565 (1988); Nalle v. Conm ssioner, 55 F.3d 189, 191 (5th G

1995), affg. T.C. Menpb. 1994-182. Respondent’s position nay be
incorrect and yet be substantially justified “if a reasonable

person could think it correct”. Pierce v. Underwood, 487 U. S at

566 n. 2.

Whet her respondent acted reasonably in the instant case
ultimately turns on the avail able information which fornmed the
basis for the position taken in the answer, as well as on any

| egal precedents related to the case. Nalle v. Conm ssioner, 55

F.3d at 191-192; Coastal Petroleum Refiners v. Conm ssioner, 94

T.C. 685, 688 (1990).
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The fact that the Conm ssioner eventually | oses or concedes
a case does not by itself establish that the position the

Conmi ssi oner took is unreasonabl e. Estate of Perry v.

Conm ssi oner, 931 F.2d 1044, 1046 (5th GCr. 1991) (award of

l[itigation costs in Court of Appeals), affg. T.C. Meno. 1990-123;

Swanson v. Conmi ssioner, 106 T.C. 76, 94 (1996). It is only a

factor that may be considered. Nalle v. Conm ssioner, 55 F. 3d at

192 n.7; Estate of Perry v. Conm ssioner, 931 F.2d at 1046.

I n determ ni ng whet her respondent’s position was not
substantially justified, the question is whether respondent knew
or should have known that the Governnent’s position was invalid
at the time that it took the position in the litigation. Nalle

v. Conm ssioner, 55 F.3d at 191; Coastal Petrol eum Refiners v.

Conmi ssioner, 94 T.C. at 689.

The i nstant case does not present questions as to validity
of Treasury regulations or disputed interpretations of the

statutes, as did, e.g., Nalle v. Conm ssioner, supra, and M nahan

v. Comm ssioner, 88 T.C 492 (1987). Rather, the instant case is

based on availability of factual substantiation of clained
deductions. As of Novenber 21, 1996, the date the answer was
filed, respondent knew (1) the information that petitioners’
representative had given to Ward at the April 23, 1996, neeting,
(2) petitioners’ representative clained at this neeting that

t here was proper docunentation to verify all the inconme and
expense itens shown on petitioners’ tax returns for the years in

i ssue, and (3) petitioners’ representative had clainmed fromthe
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start that he had in his possession “all of the books, records,
and source docunents that will be necessary to conplete a 1991
and 1992 exam nation.” However, as of Novenber 21, 1996,
petitioners’ representative had not shown any of this
docunentation to respondent.

Bot h sides agree that respondent’s position is to be
eval uated in the context of what led to the fornulation of that

position. See Lennox v. Conm ssioner, 998 F.2d 244, 247-248 (5th

Cr. 1993), revg. T.C Meno. 1992-382; Powers v. Conm ssioner,

100 T.C. 457, 473-474 (1993), affd. in part and revd. in part on
ot her issues 43 F.3d 172 (5th Gr. 1995); see al so Coastal

Petrol eum Refiners v. Conmm ssioner, 94 T.C. at 687; Gol sen v.

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

1971) .

In anal yzing the situation on Novenmber 21, 1996, both sides
focus on the events preceding the issuance of the notice of
deficiency. It may be helpful to briefly summarize the events.
In October 1994, about 2 years after petitioners filed their 1991
tax return and about 1 year after petitioners filed their 1992
tax return, respondent notified petitioners that both tax returns
woul d be exam ned. The next nonth, petitioners’ representative
asked respondent to change the place of audit fromE Paso to
Dal | as. Respondent thereupon asked petitioners to extend the
1991 tax return period of Iimtations to June 30, 1996.
Petitioners did so in |ate Decenber 1994, respondent signed the

extensi on on January 5, 1995, and respondent thereupon
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transferred the admnistrative files to Dallas. The
admnistrative files were received by the Dallas IRS office on
February 10, 1995--3 weeks after they were sent by the El Paso
IRS office. At this point, 16% nonths remai ned before the
expiration of the 1991 tax return |imtations period.

About 10 nonths later, the admnnistrative files were noticed
in the bottomof a file cabinet outside the office of the acting
manager of the exam nation group to which the matter had been
sent. Four nonths |ater the acting manager assigned the case to
Ward. At this point, less than 2% nonths remai ned before the
expiration of the 1991 tax return |limtations period. Wrd noved
relatively pronptly. Six days |ater she and petitioners’
representative nmet to discuss the case. For 2 hours petitioners’
representative answered Ward’' s questions. Ward asked for a 1-
year extension of the limtations periods. Petitioners’
representative and Ward orally agreed to a 6-nonth extension.
Ward had prepared an IDR, and had taken it to the April 23, 1996,
nmeeting, but did not give the IDRto petitioners’ representative.
Nor did Ward give to petitioners’ representative at this neeting
any other witing specifying for exam nation particular itens
shown on the 1991 or 1992 tax returns. For the next 3 weeks Ward
t el ephoned petitioners’ representative's office, but the calls
were not returned. Finally, on June 26, 1996, Ward went to
petitioners’ representative's office, but he said he would agree
to only a restricted extension. The next day, a notice of

deficiency was issued.
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When the case had been assigned to Ward, her nmanager
instructed her to secure extensions of the |imtations periods
and, if she could not do so, then she was to “wite-up and
di sal l ow i ssues and send to 90-Day.”

In the notice of deficiency respondent disallowed about 75
percent of petitioners’ clainmed 1991 deductions, and then settled
by concedi ng about 97 percent of the disallowance. Supra table
1

In the notice of deficiency respondent disall owed about 92
percent of petitioners’ clainmed 1992 deductions, and then settled
by concedi ng about 91 percent of the disallowance. Supra table
2.

In the footnotes in the quoted excerpts fromrespondent’s
brief, supra, respondent recognizes the concerns about the
statute of limtations that led to our Court-reviewed opinion in

M nahan v. Comm ssioner, 88 T.C at 501-508 (1987), and to the

congressional determ nation to enbody those concerns in the | ast
sentence of section 7430(b)(1). Yet, the record nmakes it plain
that Ward was instructed to get an extension of the limtations
period or to prepare a report disallow ng deductions, leading to
a notice of deficiency. That is exactly what Ward did. Even

t hough petitioners’ representative had clained to have the
substanti ating docunentation, Ward did not ask to see it. Ward
prepared an IDR, but did not give the IDRto petitioners’
representative until the day before respondent issued the notice

of deficiency, and then only when pronpted by petitioners’
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representative. Respondent’s counsel did not have anything
useful to work with when filing the answer herein. But,
collectively, respondent’s enpl oyees were unreasonable in
creating the situation that led to respondent’s counsel not
havi ng the substantiati on when preparing the answer. Thus,
respondent’s counsel may have been reasonabl e, but respondent was
not .

Petitioners are not blaneless. Petitioners representative
coul d have asked for an IDR or other listing of docunents that
respondent needed, but apparently failed to do so. He should
have returned Ward’'s tel ephone calls--but the only indication in
the record as to the purpose of these tel ephone calls is that
respondent wanted a |imtations extension and not that respondent
want ed substantiation materi al s.

Petitioners’ case is not as strong as that of the taxpayers

in Powers v. Commi SSi oner, supra.

The issue in Powers was whet her the Comm ssioner’s position
was substantially justified where it was not based on any factual
i nformati on about the taxpayer and where the Comm ssioner had not
attenpted to obtain information about the case before adopting

the position. Powers v. Conm ssioner, 100 T.C at 478.

Specifically, this Court noted that the Comm ssioner’s position
| acked a reasonable basis in fact and | aw because: (1) The
Comm ssi oner made no effort to contact the taxpayer during the 3
years all owed by section 6501 to assess tax or the 3 additional

years for which the taxpayer agreed to extend the period to
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assess tax by signing Forns 872-A;, (2) before asking the taxpayer
to consent to extending the limtations period, the Conm ssioner
had already decided to let the statute of Iimtations bar
assessnment of tax against the taxpayer if the taxpayer did not
consent; (3) the Conm ssioner had al so decided not to contact the
t axpayer or exam ne the taxpayer’s books and records; and (4) the
Comm ssioner’s counsel had prior famliarity with the taxpayer’s
tax returns for the years at issue which should have led himto
doubt that Conmm ssioner’s position would prevail. Powers v.

Conmi ssioner, 100 T.C. at 473-474.

Powers is distinguishable fromthe instant case because here
respondent did contact petitioners and attenpt to obtain
information fromthem about the case.

The instant case cones close to being a borderline
situation. Respondent could and should have served the I DR or
ot herwi se started the process of requesting substantiation at the
April 23, 1996, neeting between Ward and petitioners’
representative. Instead, Ward withheld the already-prepared |IDR
and did not otherw se ask for any substantiation at this neeting.
Al t hough the matter is not free fromdoubt, we conclude that it
is nore likely than not that respondent’s fixation with obtaining
t he second extension, after having frittered away the bul k of the
extension that petitioners already had granted, was the primary
cause of the position respondent took in the answer. At the tine
of the answer, respondent did not have the substantiation because

respondent had deci ded not to ask for the substantiation. Thus,
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respondent created the very problemthat respondent seeks to use
as an excuse.

We concl ude, and we have found, that respondent’s position
in the instant proceeding was not substantially justified.

To reflect the foregoing,

An appropriate order

will be issued, and

decision will be entered

for petitioners.




