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Ps filed a notion for reasonable litigation costs
pursuant to Rule 231, Tax Court Rules of Practice and
Procedure, and sec. 7430, I.R C., claimng that R was
not substantially justified in determning that: (1)
Prohi bited transactions had occurred under sec. 4975,
|. R C, with respect to a donestic international sales
corporation, a foreign sales corporation, and two
i ndividual retirenment accounts; and (2) the sale of Ps'
I1linois residence to P's closely held corporation was
a shamtransaction

1. Held: R was not substantially justified with
respect to the first issue, but was substantially
justified with respect to the second issue.

2. Held, further, net worth, for purposes of the
Equal Access to Justice Act, 28 U S. C. sec.

2412(d) (2)(B) (1994), as incorporated by sec.
7430(c)(4) (A (iii), is determ ned based upon the cost
of acquisition rather than the fair market val ue of
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assets, and was less than $2 mllion each with respect
to Ps on the date their petition was fil ed.

3. Held, further, Ps' failure to request an Appeal s
O fice conference did not constitute a "[refusal] * * *
to participate in an Appeals office conference” within the
meani ng of sec. 301.7430-1(e)(2)(ii), Proced. & Adm n.
Regs., and, because no 30-day letter was issued to
Ps prior to the mailing of their notice of deficiency,

Ps are deened to have per se exhausted their
adm nistrative renedi es for purposes of sec.
7430(b) (1).

4. Held, further, Ps have not unreasonably
protracted the proceedings within the neaning of sec.
7430(b) (4).

5. Held, further, the anount sought by Ps for
l[itigation costs in this matter is not reasonable and
must be adjusted to conport with the record.

Neal J. Block and Maura Ann McBreen, for petitioners.

Gegory J. Stull, for respondent.

OPI NI ON
DAWSON, Judge: This case was assigned to Special Trial
Judge John F. Dean pursuant to the provisions of section
7443A(b) (4) and Rul es 180, 181, and 183.1 The Court agrees with
and adopts the Special Trial Judge's opinion, which is set forth

bel ow.

1 Unl ess otherwi se indicated, all section references are to

the I nternal Revenue Code. All Rule references are to the Tax
Court Rules of Practice and Procedure.
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OPI NI ON OF THE SPECI AL TRI AL JUDGE

DEAN, Special Trial Judge: This matter is before the Court

pursuant to petitioners' notion for award of reasonable
litigation costs under section 7430 and Rul e 231.

References to petitioner are to Janes H Swanson.

The matter before us involves petitioners' conbined use of a
donestic international sales corporation, a foreign sales
corporation, and two separate individual retirenent accounts as a
means of deferring the recognition of inconme. Respondent
zeal ously strove to characterize this arrangenent, as well as an
unrel ated sale by petitioners of their Illinois residence, as tax
avoi dance schenes. A protracted period of entrenchnent ensued,
during which the parties firmy established their respective
positions, neither side wavering fromits conviction that it was
inthe right. Utimtely, however, these issues were resolved by
respondent's notice of no objection to petitioners' notion for
partial summary judgnent as well as the entry of an agreed
deci si on docunent, which was |later set aside and filed as a
stipulation of settlenent. As a consequence, petitioners now
seek redress for what they clai mwere unreasonabl e positions

t aken by respondent.



A. Factual Background

Petitioners resided in Florida at the tinme the petition was
filed. At all tines relevant to the follow ng di scussion,
petitioner was the sole shareholder of H & S Swansons' Tool
Conpany (hereinafter, Swansons' Tool), which has operated as a
Fl orida corporation since 1983.2 Swansons' Tool elected to be
taxed as a subchapter S corporation effective in 1987.

Swansons' Tool is in the business of building and painting
conponent parts for various equi pnment manufacturers. As a part
of these activities, Swansons' Tool manufactures and exports
property for use outside the United States.

1. The DI SC and I RA #1

Fol |l ow ng the advice of experienced counsel, petitioner
arranged in the early part of January 1985 for the organi zation
of Swansons' Worldwi de, Inc., a donestic international sales
corporation (hereinafter the DISC or Worldwide). During this
period, petitioner also arranged for the formation of an
i ndi vidual retirement account (hereinafter |IRA #1).

The articles of incorporation for Wrldw de were filed on
January 9, 1985, and under the ternms thereof petitioner was

named the corporation's initial director. Shortly thereafter,

2 Initially organized as a corporation in the State of

I1linois, Swansons' Tool was subsequently nerged into a newWy
formed Florida corporation of the same nane on Dec. 30, 1983.
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Wrldwi de filed a Form 4876A, Election to be Treated as an
I nt erest Charge DI SC

A Form 5305, Individual Retirement Trust Account, was filed
on January 28, 1985, establishing Florida National Bank
(hereinafter Florida National) as trustee of IRA #1, and
petitioner as the grantor for whose benefit the | RA was
established. Under the terns of the | RA agreenent, petitioner
retained the power to direct IRA #1's investnents.

On the same day that the Form 5305 was filed, petitioner
directed Florida National to execute a subscription agreenent for
2,500 shares of Worldw de original issue stock. The shares were
subsequently issued to | RA #1, which becane the sol e sharehol der
of Worl dw de.

For the taxable years 1985 to 1988, Swansons' Tool paid
comm ssions to Wrldwi de with respect to the sale by Swansons
Tool of export property, as defined by section 993(c). |In those
sane years, petitioner, who had been nanmed president of
Worl dwi de, directed, with Florida National's consent, that

Wor | dwi de pay dividends to IRA #1.% Commissions paid to

3 The follow ng dividends were paid by Wrldw de to | RA #1
during the taxable years 1986 through 1988:

Pai d Dat e Fi scal Year Amount
4/ 8/ 86 12/ 31/ 86 $244, 576
2/ 10/ 87 12/ 31/ 87 126, 155

12/ 29/ 87 12/ 31/ 87 100, 519

(continued. . .)
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Wor | dwi de received preferential treatnent,* and the dividends
paid to | RA #1 were tax deferred pursuant to section 408. Thus,
the net effect of these transactions was to defer recognition of
di vidend i ncone that otherw se would have flowed through to any
shar ehol ders of the DI SC

In 1988, IRA #1 was transferred from Fl orida National Bank
to First Florida Bank, N. A (hereinafter First Florida), as
custodi an. Swansons' Tool stopped paying commssions to
Wor |l dwi de after Decenber 31, 1988, as petitioners no |onger
consi dered such paynents to be advantageous froma tax pl anning
per specti ve.

2. The FSC and | RA #2

In January 1989, petitioner directed First Florida to
transfer $5,000 fromIRA #1 to a new i ndividual retirenment
custodi al account (hereinafter IRA #2). Under the terns of the
| RA agreenent, First Florida was naned custodi an of I RA #2, and
petitioner was nanmed as the grantor for whose benefit the | RA was

established. Under the terns of the | RA agreenent, petitioner

3(...continued)

12/ 30/ 88 12/ 31 88 122, 352
Tot al 593, 602

No distributions were nade to petitioners fromthe trust during
the years at issue.

4 Under sec. 991, except for the taxes inposed by ch. 5, a
DI SC is not subject to incone tax.
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reserved the right to serve as the "Investnent Manager" of
| RA #2.

Cont enporaneous with the formation of | RA #2, petitioner
incorporated H & S Swansons' Tradi ng Conpany (hereinafter
Swansons' Trading or the FSC). Petitioner directed First Florida
to execute a subscription agreenent for 2,500 newy issued shares
of Swansons' Tradi ng stock. The shares were subsequently issued
to | RA #2, which becane the corporation's sol e sharehol der.
Swansons' Trading filed a Form 8279, Election To Be Treated as a
FSC or as a Small FSC, on March 31, 1989, and paid a dividend to
| RA #2 in the anount of $28,000 during the taxable year 1990.

3. The Al gonqui n Property

In anticipation of Swansons' Tool's transferring its
operations to Florida, petitioners noved during 1981 fromtheir
Al gonquin, Illinois, residence (hereinafter, the Al gonquin
property or the property) to a condomniumin St. Petersburg,
Florida. The Al gonquin property was not advertised for sale
until sonetinme during 1983.

Conscious of a change in the Internal Revenue Code which
would elimnate preferential treatnment of capital gain recognized
on the sale of their hone, petitioners sought to sell the

Al gonquin property prior to Decenber 31, 1986.° As time was

5 The Tax Reform Act of 1986 (TRA), Pub. L. 99-514, sec.
301(a), 100 Stat. 2085, 2216, elim nated the deduction under sec.
(continued. . .)
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clearly a factor, petitioners arranged to sell the property to a
trust of which Swansons' Tool was the beneficiary. Accordingly,
on Decenber 19, 1986, petitioners conveyed the Al gonquin property
to "Trust No. 234, Barry D. Elman, trustee," (hereinafter Trust
No. 234) under a Deed in Trust, which was received and filed by
the Recorder for the city of McHenry, Illinois. As a consequence
of this transaction, petitioners reported a |long-term capital
gai n of $141, 120.78 on Schedule D, Capital Gains and Losses, of
their 1986 Federal incone tax return, reflecting a $225,000 sale
price and an $83, 879 basis.

Petitioners continued paying the electric bills, heating,
exterior mai ntenance, and house sitting expenses of the Al gonquin
property through May or June of 1987. |In March of 1988,

Swansons' Tool reinbursed petitioners for maintenance and repair
expenses incurred during the tinme period Decenber 1986 through
May 1987, as well as the expense of noving petitioners' personal
bel ongi ngs in Septenber 1987. Swansons' Tool capitalized these
expenditures as part of its basis in the Al gonquin property.
Subsequent to the signing of a "Real Estate Sales Contract™
during March of 1988, the Al gonquin property was sold by

Swansons' Tool to an unrelated third party on June 23, 1988.

°(...continued)
1202 for 60 percent of net long-termcapital gains. The repeal
was effective for tax years beginning after Dec. 31, 1986.
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Petitioners' daughter, Jill, resided at the Al gonquin
resi dence from May of 1987 through June of 1988. Although the
record is not clear as to the extent of usage, it appears that
petitioners also periodically stayed at the residence subsequent
to its sale on Decenber 19, 1986

4. The Notice of Deficiency

Despite petitioners' agreement to extend the period of
limtations in their case until June 30, 1992, petitioners did
not receive a 30-day letter prior to the notice of deficiency.
Petitioners agreed to the extension in the hope of resolving the
case at the adm nistrative |evel

In the notice of deficiency, dated June 29, 1992, respondent
set forth one primary and three alternative positions for
determ ning deficiencies in petitioners' Federal inconme taxes and
additions to tax for negligence with respect to petitioners’

1986, 1988, 1989, and 1990 taxable years. O relevance to the
present matter were respondent’'s determi nations that: (1)

"Prohi bited transactions"” had occurred which resulted in the
termnation of IRA's #1 and #2; and (2) the sale of the Al gonquin
property to a trust in 1986 was a "shani transaction which could
not be recogni zed for tax purposes.

a. "Prohibited Transactions"

Because the notice of deficiency failed to adequately

expl ain respondent's bases for determ ning deficiencies
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and additions to tax with respect to the years at issue,
petitioners requested and received the revenue agent's report in
their case. As denonstrated by the revenue agent's report,
respondent identified, as alternative positions, two "prohibited
transactions” which resulted in the loss of IRA #1's status as a
trust under section 408. First, respondent concluded that:

M. Swanson is a disqualified person within the neaning
of section 4975(e)(2)(A) of the Code as a fiduciary
because he has the express authority to control the
investnments of * * * [IRA #1].

M. Swanson is also an Oficer and Director of
Swansons' Worl dw de. Therefore, direct or indirect
transacti ons descri bed by section 4975(c) (1) between
Swansons' Worldw de and * * * [IRA #1] constitute
prohi bited transacti ons.

M. Swanson, as an O ficer and D rector of Wrl dw de
directed the paynent of dividends from Wrldw de to

* * * TIRA #1] * * * * The paynent of dividends is a
prohi bited transaction within the neani ng of section
4975(c) (1) (E) of the Code as an act of self-dealing
where a disqualified person who is a fiduciary deals
wth the assets of the plan in his own interest. The
dividend paid to * * * [IRA #1] Decenber 30, 1988 w ||
cause the IRA to cease to be an I RA effective January
1, 1988 by reason of section 408(e)(1). Therefore, by
operation of section 408(d)(1), the fair market val ue
of the IRA is deened distributed January 1, 1988.

[ Enphasi s added. ]

As further denonstrated by the revenue agent's report,
respondent’'s second basis for disqualifying | RA #1 under section
408 was that:

In his capacity as fiduciary of * * * [IRA #1], M.

Swanson directed the bank custodi an, Florida Nati onal
Bank, to purchase all of the stock of Swansons
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Worl dwi de. At the tine of the purchase, M. Swanson
was the sole director of Swansons' Worl dwi de.

The sale of stock by Swansons' Wrldw de to

M. Swanson's Individual Retirenent Account

constitutes a prohibited transaction within the nmeaning
of section 4975(c)(1)(A) of the Code. The sale
occurred February 15, 1985. By operation of section
408(e)(2)(A) of the Code, the Individual Retirenent
Account ceases to be an Individual Retirenent Account
effective January 1, 1985.

Ef fective January 1, 1985 the Individual Retirenent
Account is not exenpt fromtax under section 408(e)(1)
of the Code. The fair market value of the account,

i ncludi ng the 2500 shares of Swansons' Worldw de, is
deened to have been distributed to M. Swanson in
accordance wth section 408(e)(2)(B) of the Code.
Therefore, M. Swanson effectively becane the sole
shar ehol der of Swansons' Wrldw de, Inc. with the |oss
of the IRA's tax exenption. [Enphasis added.]

Al though the record is not entirely clear on the matter, it
appears that respondent inputed to | RA #2 the prohibited
transactions found with respect to I RA #1 and used sim | ar
reasoning to disqualify IRA #2 as a valid trust under section
408( a) .

b. "Sham Transacti on"

Wth respect to the Al gonquin property, respondent concl uded
in the notice of deficiency that:

the purported sale of your personal residence |ocated
in Algonquin, Illinois by you in 1986 to Trust #234,
Barry D. Elman, Trustee, of which your corporation, H &
S Swansons' Tool Conpany, Inc. is the beneficiary, can
not be recogni zed for tax purposes. The purported sale
in 1986 was no nore than a shamtransacti on which was
entered into for tax avoi dance purposes. It is

determ ned that the purported sale served no other
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pur pose than to enable you to obtain the tax benefit of
a long termcapital gain deduction of 60 percent that

woul d not have been avail able had the sale occurred in
tax years subsequent to 1986. * * * [Enphasis added. °]

5. The Petition, Answer, Mdtion for Summary Judgnment, and

Settl enent Agr eenent

In their petition, filed Septenber 21, 1992, petitioners
stated with respect to respondent’'s determ nation of "prohibited
transactions" that: (1) At all pertinent tinmes |IRA #1 was the
sol e sharehol der of Wbrldw de; (2) since the 2,500 shares of
Worl dwi de issued to IRA #1 were original issue, no sale or
exchange of the stock occurred; (3) fromand after the dates of
hi s appoi ntnment as director and president of Wrl dw de,

M. Swanson engaged in no activities on behalf of Wrl dw de which
benefited himother than as a beneficiary of IRA #1; (4) IRA #1
was not mai ntai ned, sponsored, or contributed to by Wrl dw de
during the years at issue; (5) at no tinme did Wrldw de have any
active enpl oyees; and (6) M. Swanson engaged in no activities on
behal f of Swansons' Tradi ng which benefited himother than as a
beneficiary of | RA #2.

Wth respect to the Al gonquin residence, petitioners stated,
in pertinent part, that: (1) On Decenber 19, 1986, petitioners

conveyed the Al gonquin property by a Deed in Trust to a trust of

6 Respondent used substantially simlar |anguage in setting

forth one primary and two alternative positions on this issue.
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whi ch Swansons' Tool was the beneficiary; (2) the transfer
docunents conveyed full | egal and beneficial ownership from
petitioners to this trust; (3) at no tinme did petitioners act in
any manner that was inconsistent with their transfer of all their
right, title, and interest in the Al gonquin property; and (4)
subsequent to the sale, petitioners had no rights as tenants of
the property other than as tenants at wll.

Respondent filed an answer on Novenber 13, 1992, denying, or
denying for |ack of know edge, each of the allegations |isted
above.

Petitioners filed a notion for partial summary judgnent on
March 22, 1993. In their notion, petitioners restated their
position, as set forth in their petition, that no prohibited
transactions had occurred with respect to IRA's #1 and #2.

On July 12, 1993, respondent filed a notice of no objection
to petitioners' notion for partial summary judgnent, thereby
endi ng the controversy on the DI SC and FSC i ssues.

Respondent conceded the Al gonquin property issue in a
settlement agreenent entered into on January 24, 1994. The
parties agreed at that tinme to a total deficiency of $11, 372. 40,
whi ch refl ected an anount conceded by petitioners in their
petition as capital gain inadvertently omtted fromtheir 1988
Federal inconme tax. A stipulated decision (hereinafter the
deci sion) was submtted by the parties and entered on February 9,

1994.
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6. Motion for Award of Reasonable Litigation Costs

On March 14, 1994, this Court received petitioner Josephine
Swanson's notion for award of reasonable litigation costs
(hereinafter also referred to as the notion). Finding that it
was not petitioner Josephi ne Swanson's intent that the decision
entered on February 9, 1994, be conclusive as to the issue of
attorney's fees, the Court ordered on April 29, 1994, that the
deci sion be vacated and set aside. The Court further ordered
that the decision of February 9, 1994, be filed as a stipulation
of settlement, that petitioner Josephine Swanson's notion for
award of reasonable litigation costs be filed, and that
respondent file a response to petitioner Josephi ne Swanson's
nmotion in accordance with Rule 232(c).

Respondent' s objection to petitioner Josephi ne Swanson's
nmotion for award of reasonable litigation costs was filed on June
29, 1994. Petitioners sought leave to file a response to
respondent's objection by a notion filed August 3, 1994, which
was grant ed.

Petitioners filed an anendnent to the notion for award of
reasonable litigation costs (hereinafter anmendnent to notion) on
August 1, 1994, pursuant to which petitioner Janmes Swanson j oi ned
petitioner Josephi ne Swanson as a party to the notion.

Petitioners filed their response to respondent’'s objection
to petitioners' notion for award of reasonable litigation costs

on Septenber 15, 1994.
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Foll owi ng a conference call with the parties on March 20,
1995, the parties were ordered to file a stipulation of facts
Wth respect to itens of net worth reported by petitioners on
attachnment 1l of their anmendnent to notion. They were further
ordered to file a stipulation of facts regarding the issue of
attorney's fees paid or incurred by petitioners. |If the parties
could not stipulate facts with respect to either issue, they were
ordered to file a status report with the Court on or before
May 1, 1995.

On May 1, 1995, the parties participated in a conference
call, during which they agreed to stipulate certain itens of net
worth reported on attachnent |1 of petitioners' anmendnent to
notion. The parties also agreed to stipulate that petitioners
paid or incurred fees in this matter. The parties disagreed,
however, as to the proper nethod for determ ning the acquisition
cost of specific itens on attachnent |1 of petitioners' anmendnent
to motion. Wth respect to these itens, the parties were ordered
to file, on or before June 1, 1995, sinultaneous nenoranda of
| aw, and, on or before July 3, 1995, answering nenoranda of |aw.

B. D scussion

As an initial matter, we reject respondent's argunment that
it was inproper for us to have vacated the decision of
February 9, 1994, thereby allow ng petitioners to file their
notion for award of reasonable litigation costs. This Court may,

inits sound discretion, set aside a decision that has not yet
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becone final. See, e.g., Cassuto v. Conm ssioner, 93 T.C 256,

260 (1989), affd. in part, revd. in part, and remanded on anot her
issue 936 F.2d 736 (2d. Cr. 1991). Having so held, we turn to
the nerits of petitioners' notion.

Section 7430 provides that, in any court proceedi ng brought
by or against the United States, the "prevailing party" may be
awar ded reasonable litigation costs. Sec. 7430(a). To qualify
as a "prevailing party" for purposes of section 7430,
petitioners must establish that: (1) The position of the United
States in the proceeding was not substantially justified; (2)
they substantially prevailed with respect to the anount in
controversy, or with respect to the nost significant issue
presented; and (3) they nmet the net worth requirenents of 28
U S C sec. 2412(d)(2)(B) (1994), on the date the petition was
filed. Sec. 7430(c)(4)(A). Petitioners nust also establish that
t hey exhausted the adm nistrative renedies available to them
within the Internal Revenue Service and that they did not
unreasonably protract the proceedings. Sec. 7430(b) (1), (4).
Petitioners bear the burden of proof with respect to each of the
precedi ng requirenents. Rule 232(e).

Al though it is conceded that petitioners substantially
prevailed in this case, respondent does not agree that her

litigation position was not substantially justified.’

Respondent argues that our consideration of whether she was
(continued. . .)
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Furt hernore, respondent asserts that petitioners: (1) Have not
satisfied the net worth requirements, (2) failed to exhaust the
adm ni strative renedies available to themw thin the Interna
Revenue Service, (3) unreasonably protracted the proceedi ngs, and
(4) have not shown that the costs they have clainmed are
reasonable. We will address each contested point in turn.

1. Whet her Respondent's Litigation Position Was

Substantially Justified

I n 1986, Congress anended section 7430 to conformthat
provision nore closely to the Equal Access to Justice Act
(EAJA). Tax Reform Act of 1986, Pub. L. 99-514, sec. 1551, 100
Stat. 2085, 2752. Wiere the prior statute required taxpayers to
prove that the Governnent's position in a proceedi ng was
"unreasonabl e,” the statute as anended now requires a show ng
that the position of the United States was "not substantially
justified." Sec. 7430(c)(4)(A(i). This Court has concl uded
that the substantially justified standard is essentially a

continuation of the prior |aw s reasonabl eness standard. Sher v.

(. ..continued)

substantially justified in this matter should be based, in part,
on the outcone of a related case involving IRA #1. In docket No.
21109-92, respondent determ ned, and IRA #1 ultimately conceded,
that I RA #1 had unrel ated busi ness inconme for the taxable year
1988. | RA #1's concession in docket No. 21109-92, however,
appears to have been a direct result of respondent's filing her
notice of no objection to petitioners' notion for sumary
judgment in this case. 1In any event, we give no weight to the
out cone of docket No. 21109-92 because it resulted from an
agreenent between the parties to that docket rather than a
judicial determ nation.
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Comm ssioner, 89 T.C. 79, 84 (1987), affd. 861 F.2d 131 (5th G

1988). Thus, a position that is "substantially justified" is one
that is "justified to a degree that could satisfy a reasonabl e
person” or that has a "reasonable basis both in |aw and fact."

Pierce v. Underwod, 487 U S. 552, 565 (1988) (internal quote

marks omtted) (defining "substantially justified" in the context
of the EAJA).

Petitioners have not sought an award of adm nistrative costs
inthis matter. Accordingly, we need only exam ne the question
of whether respondent's litigation position was substantially
justified.®

Respondent argues that we may not consider positions she
took prior to the filing of the answer in determ ni ng whether her
litigation position was substantially justified. |n support,

respondent cites, anmong other cases,® Huffman v. Conmi ssioner,

978 F.2d 1139 (9th Gr. 1992), affg. in part and revg. in part

T.C. Meno. 1991-144.

8 Respondent's litigation position for purposes of this matter

is that taken on Nov. 13, 1992, the date the answer was fil ed.
See Han v. Conmi ssioner, T.C. Menp. 1993- 386.

9

To the extent respondent has cited for support cases which
di scuss sec. 7430 prior to its anendnent in 1986 by TRA sec.
1551, 100 Stat. 2085, 2752, and in 1988 by the Technical and

M scel | aneous Revenue Act of 1988, Pub. L. 100-647, sec. 6239,
102 Stat. 3342, 3743, we find themto be inapposite. See Sansom
v. United States, 703 F. Supp. 1505 (N.D. Fla. 1988).
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Respondent is correct in stating that Huffman approves of a

bi furcated anal ysis under section 7430, pursuant to which the two
stages of a case, the adm nistrative proceeding and the court

proceedi ng, are considered separately. This bifurcated anal ysis:

not only ensures that the prevailing taxpayer is
reinbursed for pre-litigation and litigation costs, but
al so supports Congress's intent that before an award of
attorney's fees is made, the taxpayer nust neet the
burden of proving that the Governnent's position was
not substantially justified. It affords another
opportunity for the United States to reconsider an

I nappropriate position. [ld. at 1146.]

Respondent's argunents on this point appear noot, however, as we
find no discernible difference between the adm nistrative and

0

litigation positions she took in this matter.!® See Lennox v.

Comm ssi oner, 998 F.2d 244, 247-249 (5th Gr. 1993) (holding that

the Governnent's position nust be analyzed in the context of the
ci rcunstances that caused it to take that position), revg. in
part and remanding T.C. Meno. 1992-382.

a. The DI SC | ssue

Petitioners contend that respondent was not substantially
justified in maintaining throughout the proceedi ngs that
prohi bited transactions had occurred with respect to I RA #1, and

by inplication, |IRA #2. W agree.

10 Respondent's administrative position for purposes of this

matter is that taken on June 29, 1992, the date of the notice of
deficiency. Sec. 7430(c)(2).
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As stated previously, respondent based her determ nation of

prohi bited transacti ons on section 4975(c)(1)(A) and (E)
Section 4975(c) (1) (A defines a prohibited transaction as

i ncludi ng any "sal e or exchange, or |easing, of any property

2

bet ween a pl an!*¥ and a disqualified person".!? Section

1 A r"plan" is defined by sec. 4975(e)(1) to enconpass an
i ndi vidual retirement account as descri bed under sec. 408.
12

defines a disqualified person as:

(A) a fiduciary;

* * * * * * *

(C an enployer any of whose enpl oyees are covered
by the plan;

(D) an enpl oyee organi zation, any of whose nenbers
are covered by the plan;

* * * * * * *

(G a corporation, partnership, or trust or estate
of which (or in which) 50 percent or nore of--

(i) the conbined voting power of al
classes of stock entitled to vote or the
total value of shares of all classes of stock
of such corporation

(1i) the capital interest or profits
i nterest of such partnership, or

(ti1) the beneficial interest of such
trust or estate, is owed directly or
indirectly, or held by persons described in
subpar agraph (A, (B, (Q, (D, or (E)

* * * * * * *

(H an officer, director (or an individual having

As applicable to the follow ng di scussion, sec. 4975(e)(2)

(continued. . .)
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4975(c) (1) (E) further defines a prohibited transaction as
i ncl uding any "act by a disqualified person who is a fiduciary!*
whereby he deals with the inconme or assets of a plan in his own
interest or for his own account".

We find that it was unreasonable for respondent to maintain
that a prohibited transaction occurred when Wrldw de's stock was
acquired by IRA #1. The stock acquired in that transaction was
new y issued--prior to that point in time, Wrldw de had no

shares or shareholders. A corporation wthout shares or

12¢ . conti nued)

powers or responsibilities simlar to those of officers
or directors), a 10 percent or nore shareholder, or a
hi ghly conpensat ed enpl oyee (earning 10 percent or nore
of the yearly wages of an enployer) of a person
described in subparagraph (G, (D), (E), or (Q

* * * [ Enphasi s added. ]

13 In pertinent part, a "fiduciary" is defined by sec.

4975(e) (3) as any person who:

(A) exercises any discretionary authority or
di scretionary control respecting managenent of such
pl an or exercises any authority or control respecting
managenent or disposition of its assets, [or]

* * * * * * *

(© has any discretionary authority or
di scretionary responsibility in the adm nistration of
such pl an.

At all relevant tinmes, petitioner naintained and exercised
the right to direct IRA #1's investnents. Petitioner, therefore,
was clearly a "fiduciary" with respect to | RA #1 and thereby a
"disqualified person" as defined under sec. 4975(e)(2)(A).
Furthernore, as petitioner was the sole individual for whose
benefit I RA #1 was established, IRA #1 itself was a disqualified
person pursuant to sec. 4975(e)(2)(Q (iii).
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shar ehol ders does not fit within the definition of a disqualified
person under section 4975(e)(2)(G . 1t was only after
Worl dwi de issued its stock to IRA #1 that petitioner held a
beneficial interest in Wrldw de's stock, thereby causing
Wor| dwi de to becone a disqualified person under section

4975(e) (2) (9 .*® Accordingly, the issuance of stock to | RA #1

14 Furthernore, we find that at the tinme of the stock issuance,

Wor |l dwi de was not, within the nmeaning of sec. 4975(e)(2)(C, an
"enpl oyer"”, any of whose enpl oyees were beneficiaries of | RA #1.
Al t hough sec. 4975 does not define the term"enployer”, we find
gui dance in sec. 3(5) of the Enployee Retirenent |Incone Security
Act of 1974 (ERI SA), Pub. L. 93-406, 88 Stat. 829, 834. 1In
pertinent part, ERI SA sec. 3(5) provides that, for plans such as
an I RA, an "'enployer' neans any person acting directly as an
enployer, or indirectly in the interest of an enployer, in
relation to an enpl oyee benefit plan * * *." Because Wrl dw de
did not maintain, sponsor, or directly contribute to I RA #1, we
find that Worl dwi de was not acting as an "enployer” in relation
to an enpl oyee plan, and was not, therefore, a disqualified
person under sec. 4975(e)(2)(C). As there is no evidence that
Wor| dwi de was an "enpl oyee organi zation", any of whose nenbers
were participants in IRA #1, we also find that Wrl dw de was not
a disqualified person under sec. 4975(e)(2)(D)

15 Sec. 4975(e)(4) incorporates the constructive ownership rule
of sec. 267(c)(1), which states that:

Stock owned, directly or indirectly, by or for a
corporation, partnership, estate, or trust shall be
consi dered as being owned proportionately by or for its
shar ehol ders, partners, or beneficiaries * * *

Petitioner, as the sole individual for whose benefit |IRA #1

was established, was therefore beneficial owner of all the

out standi ng shares of Worldw de after they were issued. Because

petitioner, as the sole beneficial sharehol der of Worl dw de, was

also a "fiduciary" with respect to | RA #1, Wrl dw de thus net the

definition of a disqualified person under sec. 4975(e)(2) (0.
Contrary to respondent's representations, petitioner was not

a "disqualified person" as president and director of Wrl dw de

until after the stock was issued to IRA #1. Sec. 4975(e)(2)(H

Furthernore, petitioner was not a disqualified person under sec.

(continued. . .)
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did not, within the plain nmeaning of section 4975(c)(1) (A,

qualify as a "sale or exchange, or |easing, of any property

6

between a plan and a disqualified person".® Therefore,

respondent’'s litigation position with respect to this issue was
unreasonable as a matter of both |aw and fact.

We also find that respondent was not substantially justified
in maintaining that the paynents of dividends by Wrldwi de to I RA
#1 qualified as prohibited transactions under section
4975(c) (1) (E). There is no support in that section for
respondent's contention that such paynents constituted acts of

sel f-deal i ng, whereby petitioner, a "fiduciary", was dealing with

15¢. .. conti nued)

4975(e)(2)(H) solely due to his "sharehol ding" in Wrldw de as
the constructive attribution rules provided under sec. 267 are
applicable only to sec. 4975(e)(2)(E)(i) and (G (i). Sec.
4975(e) (4).

6 Ordinarily, controlling effect will be given to the plain

| anguage of a statute unless to do so would produce absurd or
futile results. Rath v. Comm ssioner, 101 T.C 196, 200 (1993)
(citing United States v. Anerican Trucking Associations, 310 U. S.
534, 543-544 (1940)). As the Suprene Court has stated:

in the absence of a clearly expressed |egislative
intention to the contrary, the | anguage of the statute
itself nmust ordinarily be regarded as concl usive.

Unl ess exceptional circunstances dictate otherw se,
when we find the terns of a statute unanbi guous,
judicial inquiry is conplete. [Burlington No. R V.
&kl ahoma Tax Conmmm., 481 U.S. 454, 461 (1987);
citations and internal quotation marks omtted.]

Accordingly, when, as here, a statute is clear on its face, we
requi re unequi vocal evidence of a contrary purpose before
construing it in a manner that overrides the plain nmeaning of the
statutory words. Rath v. Conm ssioner, supra at 200-201 (citing
Hal pern v. Conm ssioner, 96 T.C. 895, 899 (1991); Huntsberry v.
Conmm ssioner, 83 T.C. 742, 747-748 (1984)).
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the assets of IRA #1 in his owm interest. Section 4975(c)(1)(E)
addresses itself only to acts of disqualified persons who, as
fiduciaries, deal directly or indirectly with the incone or

assets of a plan for their own benefit or account. Here, there

was no such direct or indirect dealing with the income or assets
of a plan, as the dividends paid by Wrldw de did not becone

incone of IRA #1 until unqualifiedly nade subject to the demand

of IRA #1. Sec. 1.301-1(b), Income Tax Regs. Furthernore,
respondent has never suggested that petitioner, acting as a
"fiduciary" or otherw se, ever dealt with the corpus of IRA #1
for his own benefit.

Based on the record, the only direct or indirect benefit
that petitioner realized fromthe paynents of dividends by
Wrldwi de related solely to his status as a participant of IRA
#1. In this regard, petitioner benefited only insofar as | RA #1
accunul ated assets for future distribution. Section 4975(d)(9)
states that section 4975(c) shall not apply to:

recei pt by a disqualified person of any benefit to

which he may be entitled as a partici pant or

beneficiary in the plan, so long as the benefit is

conputed and paid on a basis which is consistent with

the terns of the plan as applied to all other

partici pants and beneficiaries.

Thus, we find that under the plain nmeaning!’ of section

4975(¢c) (1) (E), respondent was not substantially justified in

17 See the discussion supra note 16 regardi ng application of a

statute's plain neaning.
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mai ntai ning that the paynments of dividends to | RA #1 constituted
prohi bited transactions. Respondent's litigation position with
respect to this issue was unreasonable as a matter of both | aw
and fact.!®

Respondent woul d have us believe that the delay in settling
the DI SC i ssue was due to a statenent in petitioners' notion for
partial summary judgnment that | RA #1 was exenpt fromtax at al
times. In her nmenorandumin objection to petitioners' notion for
[itigation costs, respondent contends that this was a "new and
overriding issue" that required her to determ ne whether "any
ot her" prohibited transactions had occurred during the period
covered by the notice of deficiency. W disagree.

We need | ook no further than respondent's own nenorandum to

divine that the true reason for her delay in conceding the D SC

18 In a | etter acconpanying the revenue agent's report,

respondent stated that:

We believe the statutory Notice of Deficiency
adequately describes the adjustnents asserted therein.
Mor eover, during the course of the exam nation your
client becane fully cognizant of the transactions under
scrutiny. However, as a convenience to you, enclosed
is a copy of the revenue agent's report. Naturally, it
is not the Service's intent by this letter to in any
way |limt the general |anguage of the statutory notice.
The Conmm ssioner will stand on any ground fairly raised
by the statutory notice as a basis for her

determ nation

In finding that respondent was not substantially justified with
respect to the DI SC i ssue, we have considered all grounds upon
whi ch respondent could fairly raise a question of prohibited
transacti ons under sec. 4975.
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i ssue was her desire to discover new facts with which to
resuscitate her neritless litigation position. The follow ng
statenents fromrespondent's nmenorandumare illumnating in this
regard:

due to the conplexity of the prohibited transaction
rules and the many ways in which disqualified person
status can be achi eved through specific relationships
described in I.R C. 8 4975(e)(2), it was inperative

t hat respondent explore other possible violations
before conceding that the facts (as represented by
petitioner's counsel) denonstrated no violation.

* * * * * * *

Petitioner husband established the I RA and created
a DISCinside of his IRAto shelter fromcurrent inconme
i ncl usi on dividend paynents nade by an international
tradi ng conpany in which he was the sol e sharehol der
But for the existence of the IRA such dividends would
be currently taxable to him |If he had created the
DI SC outside of the IRA and then sold sone or all of
the stock inthe DISCto the IRA, the sale of stock in
the DISC to his IRA would clearly violate the
prohi bited transactions rules under |I.R C. 8§ 4975.
Simlarly, the paynent of any dividends fromhis wholly
owned corporation to his IRA that effectively allows
himto avoid current incone inclusion because he
assigned his interest in the DISC to his | RA arguably
represents an indirect benefit to himpersonally.

For exanple, both petitioner husband and
petitioner wife indirectly received a significant
current tax benefit derived fromthe paynent of DI SC
dividends into his IRA, rather than to the husband as a
di rect shareholder. But for the creation and
mai nt enance of the I RA, petitioner husband (and, by
virtue of her electionto file a joint return, the
petitioner wife) would have current incone inclusion
for paynments fromthe trading corporation to the DI SC
Accordingly, the transactions between his wholly-owned
trading corporation to such entity are arguably
i ndirect prohibited transactions between disqualified
persons and the IRA. Also, since one slight variation
in the structure or operation of the petitioner's
transactions could have resulted in nonconpliance wth
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the prohibited transactions rules, it was clearly

reasonabl e for respondent not to concede her position

on answer and to anal yze thoroughly all positions

presented by petitioner's counsel during the litigation

stage of the case. [Enphasis added.]
We read the preceding statenents as an acknow edgnent by
respondent that her litigation position, as devel oped in the
adm ni strative proceedi ngs and adopted in her answer, was w thout
a foundation in fact or law. This case is distinguishable from
those in which respondent pronptly conceded an unreasonabl e
position taken in her answer, thereby avoiding an award of
litigation costs. Nothing occurred between the filing of
respondent’'s answer and her notice of no objection to alter the
fact that she had m sapplied the prohibited transaction rules of
section 4975 to petitioners' case. Accordingly, we find that
respondent's litigation position with respect to | RA #1 was not
substantially justified. Petitioners are therefore entitled to
an award of litigation costs under section 7430.

As respondent's determ nation of deficiencies with respect
to |RA #2 was inexorably linked to the fate of IRA #1, the award
of litigation costs is also intended to cover respondent's

litigation position with respect to | RA #2.1°

b. The House |ssue

Petitioners contend that respondent was not substantially

justified in determning that the sale of the Al gonquin property

19 gee discussion of IRA #2 supra p. 11
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to Trust No. 234 was a shamtransaction. Respondent, on the
ot her hand, argues that such a determ nation was reasonabl e,
particularly in light of the postsale use by petitioners and
t heir daughter.
A "shani transaction is one which, though it may be proper
in form |acks econom ¢ substance beyond the creation of tax

benefits. Karr v. Comm ssioner, 924 F.2d 1018, 1022-1023 (11th

Cr. 1991), affg. Smth v. Conm ssioner, 91 T.C. 733 (1988). 1In

the context of a sale transaction, as here, the inquiry is
whet her the parties have in fact done what the formof their

agreenent purports to do. Godt & McKay Realty, Inc. v.

Comm ssioner, 77 T.C. 1221, 1237 (1981).

The term"sale" is given its ordinary neaning for Federal

i ncome tax purposes and is generally defined as a transfer of

property for noney or a prom se to pay noney. Comm SSioner V.
Brown, 380 U. S. 563, 570-571 (1965). In deciding whether a
particul ar transaction constitutes a sale, the question of

whet her the benefits and burdens of ownership have passed from
seller to buyer nust be answered. This is a question of fact
which is to be ascertained fromthe intention of the parties, as
evidenced by the witten agreenents read in light of the

attendant facts and circunstances. Haggard v. Conmi ssioner, 24

T.C 1124, 1129 (1955), affd. 241 F.2d 288 (9th Gr. 1956).
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Various factors to consider in nmaking a determ nation as to

whet her a sal e has occurred were summari zed in Godt & MKay

Realty, Inc. v. Conni ssioner, supra at 1237-1238, as foll ows:

(1) Whether legal title passes; (2) how the parties
treat the transaction; (3) whether equity was acquired
in the property; (4) whether the contract creates a
present obligation on the seller to execute and deliver
a deed and a present obligation on the purchaser to
make paynents; (5) whether the right of possession is
vested in the purchaser; (6) which party pays the
property taxes; (7) which party bears the risk of |oss
or danmage to the property; and (8) which party receives
the profits fromthe operation and sale of the
property. * * * [Citations omtted.]

An additional factor to be weighed is the presence or absence of

arm s-length dealing. Falsetti v. Comm ssioner, 85 T.C 332, 348

(1985) (citing Estate of Franklin v. Conm ssioner, 64 T.C 752

(1975), affd. 544 F.2d 1045 (9th Gir. 1976)).

We recogni ze that a nunber of the factors |isted above favor
petitioners' contention that the sale of the Al gonquin property
was not a "shant transaction. Nevertheless, the fact remains
that petitioners continued paying the heating, electricity,
security, and maintenance expenses incurred for the property
until sonetinme in June 1987; i.e., over 5 nonths after their sale
of the property to Trust No. 234. Petitioners also paid for a
nunber of repairs to the property prior toits sale to athird
party in 1988. Although petitioners were ultimately reinbursed
for all or part of these expenses, it appears that such
rei mbursenment did not occur until proximate to the tine a

contract of sale was signed between Trust No. 234 and the third



- 30 -
party. Finally, we cannot discount the fact that petitioners and
their daughter occupied the property at various tines between the
time of its sale to the trust and its ultimate sale to a third
party. In the case of the daughter, this period of occupancy
| asted just over 1 year and ended shortly before the property was
sold to the third party in June of 1988. The foregoing takes on
added significance in light of the fact that petitioner was on
"both sides"” of the initial sale--both as owner of the property
and as the sol e sharehol der of Swansons' Tool. Conbined with the
questi onabl e busi ness purpose behind a manufacturing
corporation's purchase of a personal residence, we do not find it
unr easonabl e that respondent would chall enge the sale as not
bei ng at arm s-1ength.

Based on the record as a whole, we cannot say that
respondent’'s position with respect to the house issue was
unreasonable, as a matter of either law or fact. W recognize
that petitioners have cited a nunber of cases supporting the
proposition that sales to close corporations by sharehol ders are
not "sham' transactions per se. W further note that petitioners
cited cases supporting the perm ssible occupancy of a residence
subsequent to its sale. A careful reading of each, however, does
not persuade us that, based on the facts of this case,

respondent's litigation position was not substantially justified.



- 31 -

Accordingly, we find that petitioners have failed to neet their
burden of proof on this issue.?°

Qur conclusion is not dimnished by the fact that respondent
ultimately conceded this matter in petitioners' favor prior to
trial. The determ nation of whether respondent's position was
substantially justified is based on all the facts and
ci rcunst ances surroundi ng a proceeding; the fact that respondent
ultimately concedes or |loses a case is not determnative. See

Wasie v. Comm ssioner, 86 T.C 962, 968-969 (1986); DeVenney V.

Conmm ssioner, 85 T.C. 927, 930 (1985).

2. Net Wrth

Respondent contends that petitioners have failed to
denonstrate that they satisfied the net worth requirenent of
section 7430(c)(4) (A (iii).

To qualify as a prevailing party eligible for an award of
l[itigation costs, a taxpayer nust establish that he or she has a
net worth that did not exceed $2 million "at the tinme the civil

1

action was filed".?! In the case of a husband and wife seeking

20 For simlar reasons, we find that it was not unreasonable as

a matter of fact or law for respondent to contend in alternative
positions that the proceeds fromthe sale of the Al gonquin
property shoul d be adjusted between petitioners and Swansons
Tool. Having carefully considered petitioners' argunents, we
find that they have not net their burden of proving that
respondent was not substantially justified on this point.

21 This requirement is set forth by inplication in sec.
7430(c)(4), which states in pertinent part that:

(A) I'n general.--The term"prevailing party" neans
any party in any proceeding to which subsection (a)
(continued. . .)
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an award of litigation costs, the net worth test is applied to

each separately. Hong v. Conmm ssioner, 100 T.C. 88, 91 (1993).

Al though the term"net worth" is not statutorily defined,
the legislative history to the EAJA states: "In determning the
val ue of assets, the cost of acquisition rather than fair market
val ue should be used.” H Rept. 96-1418, at 15 (1980); see al so

United States v. 88.88 Acres of Land, 907 F.2d 106, 107 (9th Cr

1990); Anerican Pacific Concrete Pipe Co., Inc. v. NLRB, 788 F.2d

586, 590 (9th Cr. 1986); Continental Wb Press, Inc. v. NLRB

767 F.2d 321, 322-323 (7th Cr. 1985).

To denonstrate that they each had a net worth of |ess than
$2, 000,000 on the date their petition was filed, petitioners
subm tted, on August 1, 1994, a "STATEMENT OF NET WORTH AT
ACQUI SI TI ON COST AS OF SEPTEMBER 21, 1992".22 Petitioners’

separate net worths were reported on this statenent as foll ows:

2L, .. conti nued)

applies

* * * * * * *

(1i1) which neets the requirenents of
* * * gection 2412(d)(2)(B) of title 28,
United States Code (as in effect on Cctober
22, 1986) * * *,

As applicable to this case, 28 U S.C. sec. 2412(d)(2)(B)
provides that a "party" means "an individual whose net worth did
not exceed $2, 000,000 at the time the civil action was filed."

22 This statement of net worth was submitted as "attachment |1"
to petitioners' anmendnent to notion for award of reasonable
litigation costs. As noted by petitioners, the figures presented
therein are unadjusted for depreciation.
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Asset Acqg. Cost Janes Josephi ne
Cash/ Checki ng $48, 375 $24, 188 $24, 188
Money Fund 188, 657 188, 657 -
Repo Account 184, 155 184, 155 -
Mor t gage 76, 225 38, 113 38, 113
Mor t gage 40, 000 40, 000 -
Cont r act 34, 433 34, 433 -
Not e- 1 26, 815 26, 815 -
Not e- 2 2,300 2,300 -
Not e- 3 80, 000 80, 000 -
Not e- 4 17, 500 17,500 -
| RA- Kenper 9, 000 9, 000 -
| RA- Kenper 8, 250 - 8, 250
| RA- 1st Fl a. 2,500 2,500 -
| RA- 1st Fl a. 5, 000 5, 000 -
401-K Pl an 45, 000 45, 000 -
Condo 185, 000 - 185, 000
| ndustrial Bl dg. 107, 500 - 107, 500
| ndustrial Bl dg. 260, 000 - 260, 000
I ndustrial Vacant 65, 000 65, 000 -
St ock - HSSTC 59, 200 59, 200 -

Prestige 23, 500 - 23,500
Br eck 25, 000 25, 000 -
West Coast 25, 000 25, 000 -
Sunshi ne 20, 910 20, 910 -
FSCC 5, 000 5, 000 -
Sai | boat 85, 000 85, 000 -
Mot or boat 8, 000 8, 000 -
Aut o 17, 000 20, 000 [sic]
Art, etc. 40, 000 20, 000 20, 000
Tot al s 1,694,322 [sic] 1,010,771 683, 551

Wth an exception for the four IRA's, the 401(k) plan, and

the stock of the six listed corporations, the parties stipul ated

on May 16, 1995, to the accuracy of the preceding statenent.?

22 W note that petitioners omtted the asset identified as

"Fl orida Bonds" fromtheir Aug. 1, 1994, statenent of net worth

in the amount of $60,000 to be allocated half to each petitioner.

Petitioners have expl ai ned, and we accept, that this was an
(continued. . .)
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Pursuant to our Order of May 1, 1995, the parties submtted
si mul t aneous and answeri ng nenoranda of | aw, addressing the
proper nethod for determ ning the acquisition cost of those
assets for which there had been no stipulation. As set forth in
t hese nenoranda, petitioners argue for an approach whereby the
anount paid for an asset, adjusted for depreciation, establishes
the acquisition cost of an asset for purposes of the net worth
conputation. Respondent, on the other hand, argues that the
acqui sition cost of an asset should constantly be adjusted to
reflect realized (if not recogni zed) inconme. To quote
respondent :

In summary, acquisition costs of an asset are generated

not only fromexternal contributions but also from

realized gains, the internal reinvestnent of which

acquires an increase, inprovenent, or enhancenent in

such asset.
Havi ng carefully considered the parties' respective argunents, we
accept petitioners' conputation of their net worth under section
7430(c)(4) (A (iii). We find no basis in this case for
di sregardi ng the separate |egal status of entities in which

petitioners hold beneficial or legal interests. See, e.g.,

Mbline Properties, Inc. v. Conmm ssioner, 319 U S. 436, 438-439

(1943); Webb v. United States, 15 F.3d 203, 207 (1st Gir. 1994);

23(. .. conti nued)

accidental om ssion. The stipulation of facts contains other
nonmat eri al nodifications and corrections.
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Bertoli v. Conm ssioner, 103 T.C 501, 511-512 (1994); Allen v.

Conmi ssioner, T.C. Menp. 1988-166.

Respondent argues that even if Congress originally intended
acquisition cost as the proper neasure of net worth, relatively
recent trends in generally accepted accounting principles (GAAP)
requi re that such a neasure be abandoned. W have consi dered
respondent's argunents on this point and find themoff the mark.
Wil e there has been a change in the rules regarding the nethod
by which individuals prepare their financial statenents, there
has been no change in the definition of acquisition cost under
GAAP, and as that was the standard set forth in the |legislative
history, it is the measure of net worth we apply to this case.?*

After careful review of the record, we find that petitioners
have adequately set forth a statenment of their net worth pursuant
to Rule 231(b)(5) and have net the burden of proving that their
separate net worths did not exceed $2 million on the date they
filed their petition.

We have considered all other argunents raised by respondent

regarding the net worth requirenent and, to the extent not

24 As noted by the Courts of Appeals for the Ninth and Seventh
Crcuits, "the cost of acquisition" under GAAP is arrived at by
subtracting accunul ated depreciation fromthe original cost of an
asset. Anerican Pacific Concrete Pipe Co., Inc. v. NLRB, 788
F.2d 586, 590-591 (9th G r. 1986); Continental Wb Press, Inc. V.

NLRB, 767 F.2d 321, 322-323 (7th Cr. 1985). W do not here
deci de whet her depreciation should be used in determ ning net
worth for purposes of sec. 7430(c)(4)(A), as petitioners
separate net worths, whether conputed using depreciation or not,
do not exceed $2 mllion.
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di scussed above, find themto be without nerit. Before
continui ng, however, we find it necessary to comment on sone of
the argunents rai sed by respondent in her nenoranda.

VWhile there was colorable nerit to sone of the contentions
rai sed by respondent in her nenoranda regarding the question of
net worth, others border on being frivolous and vexatious. As an
illustration, respondent set forth the follow ng proposition in
argui ng that additional anobunts should be added to petitioner
Josephi ne Swanson's cal cul ati on of net worth:

Fl orida provides for the equitable distribution of

property between spouses upon divorce. Fla. Stat. ch.

61.075 (1994). * * *

Respondent notes that the record provides no indication

of marital disharnmony between the petitioners and

presunmes that Florida's equitable distribution statute

does not expressly apply to this case. However, this

significant expectancy to receive an equitable
distribution in the event of divorce may itself

constitute an asset of a spouse entitled to recognition

for purposes of the net worth conputation.

Such transparent sophistry speaks for itself and conmes perilously
close to nmeriting an award of fees to petitioners under section
6673(a) (2).

3. Exhaustion of Administrative Renedies

Not wi t hst andi ng our concl usion that respondent was not
substantially justified with respect to the DI SC issue,
petitioners are not entitled to an award of litigation costs if
it is found that they failed to exhaust their adm nistrative

remedi es.
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No "30-day letter" was issued to petitioners prior to the
i ssuance of the statutory notice of deficiency. Respondent
contends, however, that petitioners failed to exhaust their
adm nistrative renedi es by not seeking an Appeals Ofice
conference prior to the filing of their notion for summary
judgnent. | n support, respondent maintains that:

After commencing litigation, * * * [petitioners']

attorneys forged quickly ahead by filing a notion for

partial summary judgnent w thout attenpting to confer

with either Appeals or District Counsel to seek a

possi bl e settlenment--a conference which |ikely would

have elimnated the need for the parties to prepare a

prosecuti on and defense of the notion and its extensive

exhi bits and attachnents, perhaps resulting in reduced

l[itigation activities, saving tinme for the parties and

the Court.
I n opposition, petitioners state that, pursuant to section
301.7430-1(e)(2), Proced. & Adm n. Regs., they have per se
exhausted their adm nistrative renedies.

In pertinent part, section 301.7430-1(e), Proced. & Adm n.
Regs., sets forth the follow ng exception to the general rule
that a party nust participate?® in an Appeals Office conference

in order to exhaust its adm nistrative renedies:

25
t hat :

Sec. 301.7430-1(b)(2), Proced. & Adm n. Regs., provides

a party or qualified representative of the party * * *
participates in an Appeals office conference if the
party or qualified representative discloses to the
Appeal s office all relevant information regarding the
party's tax matter to the extent such information and
its relevance were known or should have been known to
the party or qualified representative at the tinme of
such conference.
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(e) Exception to requirenent that party pursue
admnistrative renedies. |If the conditions set forth
i n paragraphs (e)(1), (e)(2), (e)(3), or (e)(4) of this
section are satisfied, a party's admnistrative
remedies within the Internal Revenue Service shall be
deened to have been exhausted for purposes of section
7430.

(2) In the case of a petition in the Tax
Court - -

(1) The party did not receive a notice
of proposed deficiency (30-day letter) prior
to the issuance of the statutory notice and
the failure to receive such notice was not
due to actions of the party (such as failure
to supply requested information or a current
mai | i ng address to the district director or
service center having jurisdiction over the
tax matter); and

(1i) The party does not refuse to
participate in an Appeals office conference
while the case is in docketed status.

[ Enphasi s added. ]

Section 301.7430-1, Proced. & Adm n. Regs., fails to define the
phrase "does not refuse to participate"”.

Respondent's argunments suggest that section 301. 7430-
1(e)(2), Proced. & Admn. Regs., is to be interpreted as
requiring an affirmative act by petitioners; i.e., a request for
an Appeals Ofice conference. Petitioners, on the other hand,
contend that the proper interpretation is one that puts the
burden on respondent, requiring that she act affirmatively.

Petitioners reason that they cannot "refuse to participate” in an
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Appeal s Ofice conference unless and until respondent nmakes an
of fer of such a conference.?®

We concl ude that petitioners' reading of section 301.7430-
1(e)(2), Proced. & Admn. Regs., is correct. Section
601.106(d) (3), Statenent of Procedural Rules, states that with
respect to cases docketed in the Tax Court:

(tit) If the deficiency notice in a case docketed in
the Tax Court was not issued by the Appeals office and no
recommendation for crimnal prosecution is pending, the case
will be referred by the district counsel to the Appeals
office for settlenent as soon as it is at issue in the Tax
Court. The settlenent procedure shall be governed by the
foll ow ng rul es:

(a) The Appeals office will have excl usive
settlenment jurisdiction for a period of 4 nonths over
certain cases docketed in the Tax Court. The 4 nonth
period will comrence at the tinme Appeals receives the
case from Counsel, which will be after the case is at
i ssue. Appeals will arrange settl enent conferences in
such cases within 45 days of receipt of the case. * * *
[ Enphasi s added. ]

The notice of deficiency in this matter was issued by the
District Director for Jacksonville, Florida. There is no
suggestion that a recommendation for crimnal prosecution was
ever pendi ng agai nst petitioners. Accordingly, pursuant to the
procedural rules, respondent's Appeals Ofice gained settl enent
jurisdiction over petitioners' case after it was docketed in

this Court and maintained such jurisdiction for a period of

26 As we have not found any prior cases addressing this issue,

it appears that the correct interpretation of the nmeaning of the
regul ation is one of first inpression.
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4 months. Contrary to the | anguage of section
601.106(d)(3)(iii)(a), Statenent of Procedural Rules, however,
Appeals in this case did not arrange a settlenent conference

wi thin 45 days of receipt of petitioners' case. Petitioners
could not, therefore, have refused to participate in an Appeals
O fice conference, as none was ever offered.

W note that when a 30-day |etter has been issued, the
procedural rules provide that, in general, the taxpayer is
entitled, as a matter of right, to an Appeals Ofice conference.
See sec. 601.106(b), Statenent of Procedural Rules. No such
ri ght exists, however, once the taxpayer's case is docketed in
the Tax Court. Furthernore, once the case is docketed, there is
no provision in the procedural rules for a taxpayer request for
an Appeals O fice conference.

Based on the foregoing, we find that petitioners have
exhausted their admnistrative renmedies wthin the neani ng of
section 7430 and the regul ati ons thereunder.

4. \Whet her Petitioners Unreasonably Protracted the

Pr oceedi ngs

Based upon the record, we find that petitioners did not
protract the proceedings.

5. VWhether the Fees Sought in This Matter Are Reasonabl e

As di scussed below, we find that the anmount sought by
petitioners in this matter for litigation costs is not reasonable

and nust be adjusted to conport with the record.



C. Award of Litigation Costs

As an initial matter, we note that the parties disagree as
to whether the cost of |iving adjustnment (COLA), which applies to
an award of attorney's fees under section 7430, should be
computed from Cctober 1, 1981, or from January 1, 1986. 27
Respectively, these are the two dates on which COLA' s were first
provi ded under the EAJA and section 7430.

Qur position on this issue was addressed in Bayer v.

Commi ssioner, 98 T.C. 19 (1992), where we concl uded t hat

Congress, in providing for cost of living adjustnents in section
7430, intended the conputation to start on the sane date the
COLA' s were started under the EAJA; i.e., Qctober 1, 1981. |d.

at 23. CGting Lawence v. Conm ssioner, 27 T.C. 713 (1957),

revd. on other grounds 258 F.2d 562 (9th Gr. 1958), we stated
that we would continue to use 1981 as the correct year for nmaking
the COLA cal cul ation, unless, of course, the Court of Appeals to

whi ch appeal |ay had held otherwi se. Golsen v. Conm ssioner, 54

T.C. 742, 756-757 (1970), affd. 445 F.2d 985 (10th Cir. 1971).
This case is appeal able to the Court of Appeals for the 11th
Crcuit, which has not addressed the question of whether 1981 or

1986 is the correct date for purposes of conputing the COLA

21 Petitioners are seeking an award of fees based sol ely upon

the statutorily provided rate of $75 an hour, as adjusted by the
COLA. Sec. 7430(c)(1)(B)(iii). Petitioners have not argued that
there are "special factors" which would justify a higher rate in
this case. |d.
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adj ust rent under section 7430. Accordingly, we will follow our
hol ding in Bayer, and we find Cctober 1, 1981, to be the
applicable date fromwhich to nmake the adjustnent.

1. Anpunt of Litiqgation Costs

Petitioners seek an award of litigation fees and expenses in
the total amount of $140,580.46. Petitioners have al so asked
that they be awarded any additional costs incurred since March 1
1994, to recover such fees and expenses. However, as expl ai ned
inthe affidavit of petitioners' counsel filed as a supplenent to
nmotion for litigation costs:

wi th counsel's acqui escence, Petitioners have paid to
date only $56,588 of the fees incurred on their behalf.
As a result of Baker & McKenzie's advisery role with
regard to the DI SC | ssue, Petitioners agreed after
Respondent fully conceded the case to pay only $40, 000
of the unbilled fees incurred from Decenber 1992 on
their behalf. The $40,000 anount was paid by the
Swansons fromtheir Joint checking account. H & S
Swansons' Tool Co., M. Swanson's closely held
corporation and the client of record for bookkeepi ng
pur poses, had previously paid $16,588 for services
rendered on petitioners' behalf between Septenber and
Novenber, 1992.

Petitioners agreed to all ow Baker & McKenzie to recover
any remaining unbilled fees in excess of the $56, 588
Petitioners have paid to date to the extent that
Petitioners prevail on * * * [their Mtion for
Reasonabl e Litigation Costs.] [Enphasis added. ]

Thus, beyond the $40,000 agreed to, there is no | egal obligation
of petitioners to pay fees incurred on their behalf in the

judicial proceeding.?® Furthermore, based on the agreenent

22 W find that to the extent of the $16,588 paid by Swansons'

Tool, petitioners did not "pay or incur" fees within the nmeaning
of sec. 7430. Although the nature of the agreenent under which
(continued. . .)
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detailed in the affidavits of petitioners' counsel, they incurred
no fees wth respect to the preparation of their notion.
Petitioners did not, therefore, incur fees in this matter in an

anount greater than $40,000. See Marre v. United States, 38 F.3d

823, 828-829 (5th Cr. 1994); United States v. 122.00 Acres of
Land, 856 F.2d 56 (8th Cir. 1988) (applying sec. 304(a)(2) of the
Uni form Rel ocati on Assi stance and Real Property Acquisition
Policies Act of 1970, 42 U S.C. sec. 4654(a); fees were not
actually "incurred" because the taxpayer had no | egal obligation

to pay his attorney's fees); accord SEC v. Conserv Corp., 908

F.2d 1407, 1414 (8th G r. 1990) (construing the EAJA, which
| anguage the Court did not find to be significantly different

fromthat in United States v. 122.00 Acres of Land, supra); see

al so Frisch v. Comm ssioner, 87 T.C 858, 846 (1986) (Il awyer

representing hinself pro se was not entitled to fees for his own
servi ces because such fees were not paid or incurred).

Because there is no nention in the affidavits of counse
regarding the liability of petitioners for costs other than fees
incurred after Decenber 1992, we find that petitioners are not
simlarly restricted with respect to an award of "reasonabl e
court costs" under section 7430(c)(1)(A) or those itens listed in

section 7430(c)(1)(B)(i) and (ii).

28( ... conti nued)

such paynent was nmade is unclear, the ultimate effect was to

di mnish the deterrent effect of the expense involved in seeking
review of, or defending agai nst, unreasonabl e Governnent action.
See, e.g., SEC v. Conserv Corp., 908 F.2d 1407, 1413-1415 (8th
Cr. 1990).
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We nust apportion the award of fees sought by petitioners
bet ween the DI SC i ssue, for which respondent was not
substantially justified, and the Al gonquin property issue, for
whi ch respondent was substantially justified. Based on the
record, we find that for the period Decenber 1992 until Septenber
1993,2° a total of 312.9 hours was spent by counsel in connection
with the Court proceedings. O this anount, 158.8 hours were
devoted to the DI SC issue, 139.8 hours to the Al gonquin property
i ssue, and 14.3 hours to general case managenent. Based upon the
$75-per-hour statutory rate, as adjusted by the COLA conputed
from 1981, we find that petitioners are entitled to an award for
166. 4 hours of fees paid to counsel.3°

As for expenses other than fees, petitioners have asked for
total miscellaneous litigation costs in the amunt of $6,512. 33.
Based upon our evaluation of the total time spent on the D SC
i ssue, and our need to exclude m scell aneous expenses incurred

with respect to the Al gonquin property issue, we find that

29 Pursuant to petitioners' agreenent with counsel, Decenber
1992 was the nonth from which they agreed to pay $40, 000 of
unbilled fees incurred on their behalf. According to the
affidavits of counsel, Septenber 1993 was the last nonth in which
fees were incurred to defend the DI SC issue. Thus, this is the
only period for which petitioners nay recover fees in this
matter.

30 W reach this figure based upon 158.8 hours devoted to the
DI SC i ssue and 7.6 of general case managenent apportioned to the
DI SC issue ((158.8 / (158.8 + 139.8) x 14.3 = 7.6).
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petitioners are entitled to an award of m scel |l aneous expenses in
t he amount of $3, 300.

To reflect the foregoing,

An appropriate order will be

i ssued and decision will be entered

pursuant to Rule 155.




