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Rutana v. Commissioner, 88 T. C. 1329 (1987)

The IRS’s position in tax litigation is unreasonable if it lacks a reasonable basis in
law and fact.

Summary

In Rutana v. Commissioner, the IRS pursued fraud penalties against the Rutanas,
alleging  intentional  tax  evasion.  The  Tax  Court  found  that  the  IRS  lacked  a
reasonable basis in law and fact to assert fraud, as the Rutanas’ errors stemmed
from inadequate  record-keeping due to  limited education,  not  fraud.  The court
awarded litigation costs to the Rutanas, emphasizing that the IRS must thoroughly
investigate before pursuing litigation to justify its position. This case underscores
the importance of the IRS’s duty to substantiate its claims with clear and convincing
evidence before engaging in costly litigation against taxpayers.

Facts

Chester and Theresa Rutana, with limited education, ran a landscaping business
using a rudimentary single-entry bookkeeping system. During an audit, IRS agent
Scott Simmerman found discrepancies in the Rutanas’ income reporting for 1975
and 1976. Despite Theresa’s full cooperation and consistent explanations for the
errors, the IRS pursued fraud penalties against both Rutanas. At trial, the court
found the Rutanas credible and their errors attributable to ignorance, not fraud.

Procedural History

The Rutanas were assessed deficiencies and fraud penalties for 1975 and 1976. They
paid the 1976 deficiency and agreed to the 1975 deficiency but contested the fraud
penalties. The Tax Court ruled in their favor on the fraud issue in 1986. The Rutanas
then moved for litigation costs, which the court awarded in 1987, finding the IRS’s
position unreasonable.

Issue(s)

1. Whether the IRS’s position in the litigation against the Rutanas was unreasonable
within the meaning of section 7430(c)(2)(A)(i)?
2. If so, what amount of litigation costs should be awarded to the Rutanas?

Holding

1. Yes, because the IRS did not have a reasonable basis in law and fact to believe it
could prove fraud by clear and convincing evidence.
2. The Rutanas were awarded $22,720. 56 in litigation costs, as their counsel’s
hours and rates were reasonable and justified by the excellent results obtained.

Court’s Reasoning
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The court applied section 7430, which allows the recovery of litigation costs if the
IRS’s position was unreasonable. The court found that the IRS’s position was not
substantially justified, as required by the Equal Access to Justice Act, because it
lacked a reasonable basis in law and fact. The court emphasized that the IRS should
have known, based on the facts available before trial, that it could not prove fraud
by clear and convincing evidence. The court cited the Rutanas’ limited education,
their crude bookkeeping system, and Theresa’s full cooperation during the audit as
factors that should have alerted the IRS to the unlikelihood of fraud. The court also
noted that the IRS failed to investigate further before pursuing litigation, relying
instead on mere suspicion. The court quoted from Don Casey Co. v. Commissioner,
stating that the IRS should bear the Rutanas’ litigation costs given the weakness of
its case and the burden imposed on the taxpayers.

Practical Implications

This decision reinforces the IRS’s duty to thoroughly investigate before pursuing
litigation, especially in fraud cases where clear and convincing evidence is required.
It serves as a reminder to IRS attorneys to critically assess the evidence before trial
and not  to  rely  solely  on audit  reports.  For taxpayers,  this  case highlights  the
potential  for  recovering litigation costs  when the IRS’s  position is  found to  be
unreasonable. Practitioners should ensure they document their clients’ cooperation
and any lack of fraudulent intent to support potential fee claims. Subsequent cases
have applied this ruling to similar situations, emphasizing the importance of the
IRS’s pre-litigation due diligence.


