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MVEMORANDUM OPI NI ON

HAI NES, Judge: This case is before the Court on

petitioner’s notion for recovery of admnistrative and litigation

costs brought under section 7430 and Rule 231.1

1Unl ess ot herwi se indicated, section references are to the

| nt ernal Revenue Code as anended, and all Rule references are to
the Tax Court Rules of Practice and Procedure. Anpunts are

(continued. . .)
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Respondent determ ned a deficiency of $1,042,674 in
petitioner’s Federal incone tax for 2001. The deficiency arose
fromrespondent’s dividend i ncone adjustnment of $2,605, 126 under
sections 301 and 316. Respondent subsequently conceded the
deficiency as it related to the net inconme adjustnent.

Petitioner seeks to recover costs totaling $122,402 incurred
from Decenber 6, 2004, the date respondent confirmed that he
woul d i ssue petitioner a 30-day letter, through February 11,
2008, the date of filing of this notion.

The issues for decision are: (1) Wether petitioner is
entitled to an award of reasonable admnistrative and litigation
costs; and (2) if the answer on the first issue is “yes”, the
amount of the awardabl e costs.

Backgr ound

Wen the petition was filed, petitioner resided in
Cal i fornia.

Petitioner and John Lari k were each 50-percent owners of
Arrow Capital Associates, Inc. (Arrow). Between March 2001
and t he begi nning of August 2001 petitioner and M. Larik created
several drafts of stock purchase agreenents for Arrow to purchase

M. Larik’ s 50-percent interest in Arrow.

Y(...continued)
rounded to the nearest doll ar.
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Arrow lent M. Larik $100,000 on March 1, 2001, and $600, 000
on June 1, 2001. Arrow lent petitioner $1,895,126 on August 13,
2001. The three | oans were evidenced by prom ssory notes signed
on or near the dates of the respective |oans.

On August 15, 2001, petitioner and M. Larik entered into a
st ock purchase agreenent which provided that petitioner was to
purchase M. Larik’s shares for $2,605,126.2 In relevant part,
the stock purchase agreenent states:

B. Prior to the Effective Date [ March 31, 2001], the
parties agreed that, on the Effective Date,

Troll ope [Petitioner] would purchase the Shares from
Sharehol der [ M. Larik], and Sharehol der woul d sel
the Shares to Trollope, on the terns and conditi ons,
whi ch are set forth hereinafter.

C. At all times since the Effective Date, although
Shar ehol der remains the record owner of the

Shares as of the date of this Agreenent, the parties
have consi dered the Shares to have been acquired by
Trol l ope. The purpose of this Agreenent is to provide
for the necessary docunentation to give effect to that
under st andi ng.

Section 9 of the stock purchase agreenent further states:

a. This Agreenent cancels and supersedes al

ot her previous or contenporaneous agreenents, between
the parties, with the exception of the Separation
Agreenent, ®* whether oral or witten, relating to the
subject matter hereof. This Agreenent may be anended

2Specifically, petitioner was to pay $709,905 to Arrow to
cover the $700,000 Arrow lent to M. Larik plus interest and the
bal ance of $1,895,126 to M. Larik for the purchase of 1,500
shares constituting a 50-percent ownership stake in Arrow.

3On Aug. 15, 2001, M. Larik and Arrow entered into a
separation agreenent indicating that M. Larik agreed to
termnate his enploynment with Arrow.
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only pursuant to a witten docunment signed by al
parties and not by oral statenents or course of
conduct .

b. This Agreenent shall be binding on and inure
to the benefit of the parties and their successors and
assi gns.

* * * * * * *

g. In the event of Shareholder [M. Larik]’'s death or
any incapacity, Trollope [petitioner] shall not have
the right to termnate this Agreenent and agrees, if
any nonies are still outstanding and payable to

Shar ehol der under this Agreenent, to pay such nonies to
Sharehol der or his estate (enphasis added).

The stock purchase agreenent further provides for Arrow s
transfer to M. Larik of corporate assets consisting of an
aut onobi l e and a gol f nenber shi p.

| medi ately following the signing of the stock purchase
agreenent, petitioner paid M. Larik $1,895,126 and M. Larik
transferred 1,500 Arrow shares to petitioner. Petitioner assuned
M. Larik’s $700,000 in sharehol der | oans and $9, 905 of interest
secured by M. Larik’s 1,500 shares.* Arrow transferred
corporate assets consisting of a golf course nenbership and a car
to M. Larik. As a result of these transactions, petitioner
becane the sol e sharehol der of Arrow.

On August 16, 2001, petitioner offered to sell Arrow 1,500
shares of common stock in exchange for the cancellation of the

$1, 895,126 loan. Arrow accepted the offer and purchased

“The | oan was not repaid by petitioner to Arrow, but rather
was “assuned” by petitioner through debits and credits to Arrow s
general | edger.
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petitioner’s 1,500 shares and cancel ed both petitioner’s
$1, 895,126 | oan and the $709, 905 of debt and interest petitioner
had assunmed from M. LariKk.

After the transaction of August 16, 2001, but before June
21, 2004, respondent audited Arrow s 2001 return. An effort to
obtain a statenent from M. Larik describing the stock purchase
transaction failed because the business relationshi p between
petitioner and M. Larik had soured.

On or about June 21, 2004, respondent commenced an
exam nation of petitioner’s 2001 Form 1040, U.S. I ndividual
I ncone Tax Return. Sonetine in Decenber 2004, respondent issued
petitioner a 30-day letter indicating that respondent intended to
treat Arrow s purchase of the shares petitioner received fromM.
Lari k as a constructive dividend.

On August 17, 2006, petitioner’s representatives held a
conference with Internal Revenue Service Appeals Oficer Barbara
Byrnes. At this conference petitioner’s representatives inforned
Ms. Byrnes that petitioner had not received a constructive
dividend from Arrow, but rather had stepped in to facilitate a
stock redenption as Arrow s agent.

On Septenber 26, 2006, respondent issued a notice of
deficiency to petitioner. Petitioner filed a tinely petition
with this Court, and on February 6, 2007, respondent filed his

answer. At the time respondent filed his answer respondent had
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received a final draft and prelimnary drafts of the stock
purchase agreenent, petitioner’s own statenents regarding the
intention of the parties involved in the transaction, and certain
i nformal correspondence.

Petitioner submtted naterials to respondent during the
formal discovery process in Decenber 2007 which caused respondent
to concede the case. On January 28, 2008, the parties filed a
stipulation of settled issues in which respondent conceded the
di vi dend i ncone adjustnment of $2,605,126 and the item zed
deductions adjustnment of $64,497. Petitioner’s notion for an
award of reasonable litigation and adm nistrative costs was filed
on February 11, 2008.

Di scussi on

Taxpayers are eligible for awards of reasonable fees and
costs incurred in certain admnistrative and court proceedings if
they nmeet the requirenents of section 7430. To qualify under
section 7430, taxpayers nust establish that they: (1) Were the
prevailing party wthin the nmeaning of section 7430(c)(4); (2)
exhaust ed the applicable adm nistrative renedies;® (3) did not
unreasonably protract the proceedings; and (4) have claimed costs

t hat are reasonabl e.

°This factor is relevant only for the award of reasonabl e
[itigation costs.
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Respondent concedes that petitioner exhausted al
adm nistrative renedies and did not unreasonably protract the
proceedi ngs. Respondent contends: (1) Petitioner was not a
prevailing party because respondent’s position “was substantially
justified” under section 7430(c)(4)(B)(i); (2) petitioner was not
a prevailing party because he failed to neet the net worth
requi renents of section 7430(c)(4)(A)(ii); and (3) the anmount of
costs petitioner clainms is not reasonabl e under section
7430(a)(2) and (c)(1). Because we find respondent’s position to
have been substantially justified, we need not consider the
latter two argunments

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

“reasonabl e basis both in | aw and fact”. Pi erce v. Underwood,

487 U.S. 552, 565 (1988) (quotation marks omtted);® Huffman v.

Comm ssi oner, 978 F.2d 1139, 1147 n.8 (9th Gr. 1992), affg. in
part, revg. in part and remanding T.C. Meno. 1991-144. It is
respondent’s burden to prove that his position was substantially
justified. See sec. 7430(c)(4)(B)(i). Respondent’s position may

be incorrect and yet be substantially justified “if a reasonable

SAl t hough the dispute in Pierce v. Underwood, 487 U S. 552
(1988), arose under the provisions of the Equal Access to Justice
Act (EAJA), 28 U S.C. sec. 2412(d), the relevant provisions of
the EAJA are alnost identical to sec. 7430. Cozean V.

Comm ssioner, 109 T.C 227, 232 n.9 (1997). Accordingly, we
consider the holding in Pierce v. Underwod, supra, to be
applicable to the case before us.




- 8-

person could think it correct”. See Pierce v. Underwood, supra

at 566 n.2. \Wether respondent acted reasonably ultimately turns
on the available informati on which fornmed the basis for
respondent’s position as well as on the relevant |aw. See

Coastal Petroleum Refiners, Inc. v. Conm ssioner, 94 T.C. 685,

688- 690 (1990). The fact that the Conm ssioner eventually | oses

or concedes a case does not by itself establish that the

Commi ssioner’s position is unreasonable. Maggie Mynt. Co. V.

Commi ssioner, 108 T.C. 430, 443 (1997). However, it is a factor

that nay be considered. 1d.

The Court of Appeals for the Ninth Crcuit, to which an
appeal in this case would lie, has held that the reasonabl eness
of the Comm ssioner’s position is analyzed separately for the

adm ni strative and judicial proceedings. Huffman v.

Commi ssi oner, supra at 1143. Respondent’s position was

consi stent throughout the admnistrative and litigation process.
The Appeals officer took the position, on the basis of
petitioner’s stock purchase agreenent, that petitioner received a
constructive dividend from Arrow. Respondent took the identical

position before this Court in his answer.’

"The position of the Commi ssioner in the proceeding in this
Court is the position set forth in the answer. Huffman v.
Comm ssioner, 978 F.2d 1139, 1147-1148 (9th Cr. 1992), affg. in
part and revg. in part and remanding T.C. Meno. 1991-144; Maggi e
Mgnt. Co. v. Conm ssioner, 108 T.C 430, 442 (1997).
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Petitioner argues that respondent is not substantially
justified because he (1) failed to investigate the facts to
justify the position in the 30-day letter and his answer and (2)
appl i ed an unreasonable |l egal position to the facts. W
di sagr ee.

| . | nvestigati on of Facts

A significant factor in determ ning whether the Conm ssioner
acted reasonably as of a given date is whether, on or before that
date, the taxpayer presented all relevant information under the

taxpayer’s control. Corson v. Conmm ssioner, 123 T.C. 202, 206-

207 (2004); sec. 301.7430-5(c)(1), Proced. & Adm n. Regs. Thus,
whet her the Comm ssioner acted reasonably nmay turn upon the
avai l able facts which forned the basis for the Conm ssioner’s

position. DeVenney v. Conm ssioner, 85 T.C 927, 930 (1985); see

Nalle v. Comm ssioner, 55 F.3d 189, 191-192 (5th Gr. 1995),

affg. T.C. Meno. 1994-182.

Respondent has shown that the only evidence he had access to
during the admnistrative appeal process and at the tinme of his
answer was the stock purchase agreenent and various docunents
petitioner prepared for the adm nistrative appeal process and
litigation. Petitioner maintains, relying on Powers v.

Comm ssioner, 100 T.C 457 (1993), revd. in part on other grounds

43 F.3d 172 (5th Cr. 1995), that it was respondent’s duty to

audit petitioner’s return and to uncover nore information before



-10-

issuing a notice of deficiency. In Powers, the Conm ssioner nade
no effort to contact the taxpayer before issuing the notice of
deficiency. By contrast, respondent engaged in a nultiyear

di al ogue with petitioner and Arrow before issuing the notice of
deficiency and gave petitioner anple tinme during the

adm ni strative appeal process to submt materials supporting

petitioner’s position. See Flynn v. Conm ssioner, T.C Meno.

2005- 8.

Petitioner submtted naterials to respondent during the
formal discovery process in Decenber 2007 which caused respondent
to concede the case. Petitioner has not alleged that these
materials were unavailable to himearlier in the dispute.
Accordingly, we find that petitioner did not furnish respondent
with all of the relevant information under his control. See

Corson v. Conmi ssioner, supra at 206-207.

1. Reasonabl eness of Legal Position

Respondent contends that his position to apply dividend
treatnent was substantially justified during the admnistrative
appeal process and at the tinme of his answer. Petitioner’s stock
pur chase agreenent specifies that petitioner had the primry
obligation to acquire M. Larik’s stock, even in the event of M.
Lari k’s death. The agreenent does not indicate that the stock
purchase was part of an integrated transaction intended to redeem

M. Larik’s shares. The record indicates that the stock purchase
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agreenent was the only primary source docunent regarding the
transactions that respondent possessed during the adm nistrative
appeal process and at the tinme of his answer.® Respondent argues
that this agreenment, coupled with petitioner’s subsequent
transfer of 1,500 shares of Arrow stock to Arrow, could lead a
reasonabl e person to conclude that petitioner received a
constructive distribution from Arrow.

The substantive issue in controversy was whet her the sale of
M. Larik’s shares to petitioner and the subsequent purchase of
the shares by Arrow should be treated as a single integrated
transaction resulting in exchange treatnment under section 302(a)
or as a series of independent transactions resulting in a
di vidend to petitioner under sections 301(a) and 302(b)(1).
Whet her a distribution in connection with a cancellation or
redenption of stock is essentially equivalent to the distribution
of a taxable dividend under sections 301(a) and 302(b) (1) depends
upon the facts and circunstances of each case. See Zenz v.
Quinlivan, 213 F.2d 914 (6th G r. 1954).

We have applied dividend treatnment where a sharehol der has

the primary obligation to acquire stock, but a corporation

8Petitioner also sent respondent letters during the
adm ni strative appeal process outlining his and M. Larik’s
intent to integrate the transactions. Because of the partisan
nature of these docunents, we do not give themas nmuch wei ght as
t he stock purchase agreenent, which was ostensibly prepared for
no ot her purpose than to effect the intent of petitioner and M.
Lari k.
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i nstead redeens and relieves the sharehol der of his obligation.

See, e.g., Schroeder v. Conmi ssioner, 831 F.2d 856 (9th G

1987), affg. Skyline Menorial Gardens, Inc., T.C Meno. 1985-334;

Sullivan v. United States, 363 F.2d 724 (8th Cir. 1966); Wall v.

United States, 164 F.2d 462 (4th Cir. 1947); see also Rev. Rul.

69- 608, 1969-2 C.B. 42. Petitioner argues that respondent
unreasonably applied the law to the facts because petitioner had
no preexisting contract to buy M. Larik’s shares and recei ved no
financial gain fromthe subsequent transfer of those shares to
Arr ow.

For a position to be substantially justified, “substantial

evi dence” nust exist to support it. Pierce v. Underwood, 487

U S at 564. “That phrase does not nean a |large or considerable
anount of evidence, but rather ‘such relevant evidence as a
reasonable m nd m ght accept as adequate to support a

conclusion.”” 1d. at 564-565 (quoting Consol. Edison Co. V.

NLRB, 305 U.S. 197, 229 (1938)). The Comm ssioner’s position may
be incorrect but substantially justified “if a reasonabl e person
could think it correct”. |1d. at 566 n. 2.

W find that the stock purchase agreenent, standing by
itself, constituted evidence adequate to support respondent’s
| egal conclusion. See id. at 564. Petitioner, as president and
chief executive officer of Arrow, could have stated in the

corporate mnutes, the | oan docunents, the stock purchase
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agreenent, or the separation agreenent that it was the intention
of petitioner and M. Larik to treat the individual transactions
as part of an overall integrated transaction, but he did not do
s0.® On the basis of the evidence available to respondent, as
well as the facts and circunstances, we hold that respondent’s

| egal position was substantially justified in both the

adm ni strative and judicial proceedi ngs.

[11. Concl usion

Because we conclude that petitioner was not the prevailing
party wwth respect to any of the issues, he is precluded from
recovering admnistrative and litigation costs, and we need not
address whet her petitioner has satisfied the other elenents of
section 7430.

To reflect the foregoing,

An appropriate order and

decision will be entered.

°The record indicates that respondent had no access to any
primary source docunents other than the stock purchase agreenent
before the initiation of formal discovery. However, the
af orenenti oned docunents were readily available to petitioner.



