Don Casey Co. , Inc. ; Charles Don Casey, Sole Shareholder of Don Casey Co.
, Inc. , Petitioner v. Commissioner of Internal Revenue, Respondent, 87 T. C.
847 (1986)

The IRS may be required to reimburse a taxpayer’s litigation costs if it unreasonably
pursues a case it cannot prove.

Summary

Don Casey Co. challenged an IRS deficiency and fraud penalty determination. The
IRS alleged unreported income, but Don Casey Co. argued the statute of limitations
had run unless fraud was proven. After trial, the Tax Court found no fraud and ruled
for the company. The company then sought litigation costs under IRC section 7430,
claiming the IRS’s pursuit was unreasonable. The court agreed, granting the motion
for costs, emphasizing the IRS’s failure to adequately investigate before pursuing
litigation that should have been avoided given the clear legal standards and
evidentiary weaknesses.

Facts

Don Casey Co. , a silver reclamation business, faced an IRS criminal investigation
due to a report of unreported income. The IRS issued a summons for records, which
were made available by the company’s attorney. The IRS recommended charging the
company'’s sole shareholder, Charles Don Casey, with filing a false return, focusing
on two unreported sales to a General Motors (GM) subsidiary in March 1980. The
company’s general ledger, which was available to the IRS, showed the first GM sale
was recorded and included in reported income. The second GM sale’s timing was
disputed due to fluctuating silver prices and unclear contract terms. The IRS issued
a notice of deficiency in November 1984, asserting unreported income and a fraud
penalty. The company contested this in Tax Court.

Procedural History

The IRS issued a notice of deficiency on November 20, 1984, alleging unreported
income and fraud. Don Casey Co. filed a petition in the U. S. Tax Court, disputing
the deficiency and fraud penalty, and asserting the statute of limitations had
expired. After a trial, the Tax Court found the IRS did not prove fraud by clear and
convincing evidence and ruled for the company. The company then filed a motion for
reimbursement of litigation costs under IRC section 7430, which the court granted,
finding the IRS’s position unreasonable.

Issue(s)

1. Whether the IRS’s pursuit of the litigation against Don Casey Co. was
unreasonable under IRC section 74307?
2. Whether Don Casey Co. exhausted its administrative remedies within the IRS?
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Holding

1. Yes, because the IRS failed to adequately investigate the company’s records and
relied on insufficient evidence before pursuing litigation it could not prove by clear
and convincing evidence.

2. Yes, because the company participated in the IRS Appeals Division hearing and
presented sufficient information to argue its case.

Court’s Reasoning

The court found the IRS’s pursuit of litigation unreasonable due to several factors.
Firstly, the law requiring clear and convincing evidence of fraud was well-settled,
and the IRS knew the burden it faced. Secondly, the IRS had access to the
company’s general ledger, which showed the first GM sale was reported, yet failed
to adequately investigate this before proceeding. The court criticized the IRS for
relying on a confidential report and statements from disgruntled former employees
without reconciling these with the company’s financial records. The ambiguity in the
second GM sale’s contract terms also suggested a lack of clear and convincing
evidence of fraud. The court emphasized that the IRS should not pursue litigation
based on mere suspicion but must have a reasonable belief it can meet its
evidentiary burden. The court also noted the company’s willingness to cooperate
with further investigation, which the IRS did not pursue. Finally, the court
considered the burden on the company of defending against the IRS’s claims and
found the IRS’s conduct unreasonable given the evidentiary weaknesses and the
company’s cooperation.

Practical Implications

This decision underscores the importance of the IRS conducting thorough
investigations before pursuing litigation, especially in cases involving fraud
allegations with a high evidentiary burden. Taxpayers can seek reimbursement of
litigation costs if they can show the IRS’s position was unreasonable. This case may
encourage taxpayers to challenge IRS determinations more aggressively when they
believe the IRS has not met its burden of proof. For legal practitioners, it highlights
the need to document cooperation with IRS investigations and to challenge the IRS’s
position early if it appears weak. The ruling also serves as a reminder to the IRS to
carefully evaluate its cases before proceeding to court, potentially affecting how it
allocates resources and decides which cases to pursue. Subsequent cases have
referenced this decision in discussions about the reasonableness of the
government’s litigation position under fee-shifting statutes.
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