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Powell v. Commissioner, T. C. Memo. 1985-27

The reasonableness of the IRS’s position for litigation costs under section 7430
includes its administrative position before litigation, not just its position after the
petition was filed.

Summary

Powell v. Commissioner addresses the criteria for awarding litigation costs under
section 7430 of  the  Internal  Revenue Code.  The case  involved petitioners  who
sought  to  recover  litigation  costs  after  challenging  the  IRS’s  denial  of  a  tax
deduction related to  a  coal  mining venture.  Initially,  the Tax Court  denied the
motion for costs, focusing only on the IRS’s position after the petition was filed.
However,  the  Fifth  Circuit  reversed  this  decision,  remanding  the  case  and
expanding  the  scope  to  include  the  reasonableness  of  the  IRS’s  administrative
position before litigation. The Tax Court,  following the remand, found the IRS’s
position unreasonable and awarded the petitioners litigation costs, but denied costs
related  to  the  appeal,  highlighting  the  distinction  between  trial  and  appellate
proceedings for cost recovery.

Facts

Petitioners invested in WPMGA Joint Venture, a limited partnership that invested in
INAS Associates, L. P. , which acquired coal leases. They claimed deductions for
these investments on their 1976 and 1977 tax returns. The IRS issued a notice of
deficiency disallowing the deductions, asserting the ventures were shams aimed at
tax avoidance. After unsuccessful settlement attempts, petitioners litigated in Tax
Court,  which initially  denied their  motion for  litigation costs.  The Fifth  Circuit
reversed, remanding the case for reconsideration of the IRS’s position at the time
the litigation commenced.

Procedural History

The  Tax  Court  initially  denied  petitioners’  motion  for  litigation  costs  in  1985,
focusing on the IRS’s position post-petition filing. The Fifth Circuit reversed this
decision  in  1986,  remanding  the  case  for  the  Tax  Court  to  consider  the
reasonableness of the IRS’s administrative position before litigation. On remand, the
Tax Court found the IRS’s position unreasonable and awarded litigation costs for the
trial court proceedings but denied costs for the appellate proceedings.

Issue(s)

1. Whether the reasonableness of the IRS’s position for the purposes of section 7430
litigation  costs  should  include  its  administrative  position  before  litigation
commenced.
2. Whether petitioners are entitled to recover litigation costs for both the trial and
appellate proceedings.
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Holding

1. Yes, because the Fifth Circuit determined that the reasonableness of the IRS’s
position  should  include  its  administrative  actions  before  litigation,  which
necessitated  the  legal  action.
2. No, because the appellate proceeding was considered a separate proceeding, and
the IRS’s position during the appeal was reasonable.

Court’s Reasoning

The court applied section 7430, which allows for the recovery of litigation costs by a
prevailing  party  if  the  IRS’s  position  was  unreasonable.  The  Fifth  Circuit’s
interpretation  expanded  this  to  include  the  IRS’s  administrative  actions  before
litigation, as these actions could force taxpayers into court. The Tax Court found the
IRS’s  determination  that  petitioners  received  income  from  the  discharge  of  a
nonrecourse note to be without legal or factual foundation, thus unreasonable. The
court also distinguished between trial and appellate proceedings, noting that the
IRS’s position could be reasonable in one but not the other. The court cited cases
like Cornella v. Schweiker and Rawlings v. Heckler to support this distinction. The
decision emphasized the importance of considering the entire context of the IRS’s
actions when assessing reasonableness for litigation costs.

Practical Implications

This decision broadens the scope of what constitutes an unreasonable position by
the IRS for the purpose of litigation costs, potentially increasing the likelihood of
taxpayers recovering costs when the IRS’s administrative actions are found lacking.
It also clarifies that litigation costs are assessed separately for trial and appellate
proceedings, affecting how attorneys structure their cases and appeals. For legal
practitioners, this case underscores the need to document and challenge the IRS’s
administrative actions early in the litigation process. Businesses engaging in tax
planning should be aware of the potential for litigation costs if  the IRS’s initial
position is deemed unreasonable. Subsequent cases like Rutana v. Commissioner
have further refined these principles.


