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Melvin  L.  Powers,  Petitioner  v.  Commissioner  of  Internal  Revenue,
Respondent,  100  T.  C.  457  (1993)

A taxpayer is entitled to litigation costs when the IRS’s position lacks a reasonable
basis in fact and law due to insufficient investigation before issuing a notice of
deficiency.

Summary

Melvin L. Powers, a real estate businessman, faced a notice of deficiency from the
IRS for 1978 and 1979 tax years, disallowing most of his claimed deductions without
any  prior  investigation.  The  Tax  Court  found  that  the  IRS’s  position  lacked
substantial justification because it was not based on any factual or evidential basis
and no attempt was made to obtain information about the case. Powers, who had a
negative net worth due to a slump in the Houston real estate market, was awarded
litigation costs as the IRS’s position was deemed unreasonable. The case highlights
the importance of the IRS conducting due diligence before issuing deficiency notices
and the potential for taxpayers to recover litigation costs when such diligence is
absent.

Facts

Melvin L. Powers owned and operated five office building complexes in Houston. He
claimed significant deductions on his 1978 and 1979 tax returns. The IRS requested
and received extensions to assess tax but did not contact Powers or audit his returns
during the statutory period or the extended period. The IRS issued a notice of
deficiency just before the statute of limitations expired, disallowing all deductions
over  $9,000  without  any  prior  investigation  or  attempt  to  substantiate  the
disallowance. Powers filed a petition and, after a lengthy process complicated by his
bankruptcy, the case was settled with no deficiency found. Powers then moved for
litigation costs, which the Tax Court granted due to the IRS’s lack of justification for
its position.

Procedural History

Powers  filed a  petition in  the U.  S.  Tax Court  challenging the IRS’s  notice  of
deficiency for the 1978 and 1979 tax years. The case was stayed due to Powers’s
bankruptcy from November 1986 to April 1988. Continuances were granted in 1988
and 1989. The case was ultimately settled in February 1991 with no deficiency
assessed against Powers. Powers then moved for litigation costs under section 7430,
which the Tax Court granted in May 1993.

Issue(s)

1. Whether the IRS’s position in the notice of deficiency was substantially justified
when it lacked a basis in both fact and law due to no investigation being conducted?
2. Whether Powers met the net worth requirement for eligibility to recover litigation
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costs under section 7430?
3. Whether Powers unreasonably protracted any portion of the proceeding?
4. Whether a special factor justified an increase in the statutory hourly rate for
attorney’s fees?
5. Whether the amount of litigation costs claimed by Powers was reasonable?

Holding

1. No, because the IRS’s position lacked a reasonable basis in both fact and law as it
was not based on any information about the case and no attempt was made to obtain
such information.
2. Yes, because Powers had a substantial negative net worth when the petition was
filed, primarily due to the Houston real estate market slump.
3.  No,  because  the  delays  in  the  proceeding  were  reasonable  given  Powers’s
bankruptcy and the efforts to retain legal and accounting assistance.
4.  No, because the services of  Powers’s attorneys did not require special  skills
beyond the general expertise in tax law.
5.  Yes,  because  the  hours  billed  by  Powers’s  attorneys  and  other  costs  were
reasonable considering the complexity of the case and the efforts required to reach
a settlement.

Court’s Reasoning

The Tax Court held that the IRS’s position was not substantially justified under
section 7430 because it lacked a reasonable basis in both fact and law. The court
cited Pierce v. Underwood, which established that a position must have a reasonable
basis in both fact and law to be substantially justified. Here, the IRS had no factual
basis for its position and made no attempt to obtain information about Powers’s case
before issuing the notice of deficiency. The court emphasized that the IRS’s decision
not to contact Powers or conduct any investigation before issuing the notice, despite
having three years to assess tax and an additional three years due to Powers’s
consent, was unreasonable. The court also found that Powers met the net worth
requirement due to his negative net worth caused by the Houston real estate market
decline. The delays in the proceeding were deemed reasonable due to Powers’s
bankruptcy and efforts to retain legal and accounting assistance. The court did not
find any special factors that would justify an increase in the statutory hourly rate for
attorney’s  fees,  and  the  litigation  costs  claimed  by  Powers  were  found  to  be
reasonable.

Practical Implications

This decision emphasizes the importance of the IRS conducting due diligence before
issuing deficiency notices.  Taxpayers may be entitled to recover litigation costs
when  the  IRS’s  position  lacks  substantial  justification  due  to  insufficient
investigation.  Practitioners  should  advise  clients  to  challenge  unreasonable  IRS
positions  and  consider  seeking  litigation  costs  when  the  IRS  fails  to  conduct
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adequate fact-finding before asserting a deficiency. The case also highlights the
need for the IRS to consider the taxpayer’s financial situation, such as negative net
worth  due  to  market  conditions,  when  assessing  eligibility  for  litigation  costs.
Subsequent cases have applied this ruling to support awards of litigation costs in
similar situations where the IRS failed to investigate before issuing a deficiency
notice.


