Paul Frehe Enterprises, Inc. v. Commissioner, 106 T. C. 436 (1996)

The IRS’s litigation position is substantially justified if it has a reasonable basis in
law and fact, even if ultimately unsuccessful.

Summary

Paul Frehe Enterprises, Inc. sought litigation costs after successfully challenging an
IRS notice of deficiency regarding actuarial assumptions for pension plan
deductions. The Tax Court denied the motion, ruling the IRS’s position was
substantially justified. The court emphasized the IRS’s consistent position across
multiple cases and its prompt concession post-appeal, despite earlier losses. This
ruling illustrates that a reasonable basis for the IRS’s position, even in the face of
contrary precedents, can preclude recovery of litigation costs by taxpayers.

Facts

Paul Frehe Enterprises, Inc. received a notice of deficiency from the IRS on July 22,
1991, challenging deductions for contributions to a defined benefit pension plan
based on actuarial assumptions. The company petitioned the Tax Court on
September 30, 1991. After several years of litigation, including the resolution of lead
actuarial cases in other circuits, the IRS conceded in June 1995, leading to a
stipulation of no deficiency filed on July 18, 1995. Paul Frehe Enterprises then
moved for litigation costs under section 7430, which the Tax Court denied.

Procedural History

The IRS issued a notice of deficiency on July 22, 1991. Paul Frehe Enterprises filed a
petition in the Tax Court on September 30, 1991. The IRS answered on November
22, 1991, maintaining its position. After the lead actuarial cases were decided in
favor of taxpayers by the Fifth, Second, and Ninth Circuits, the IRS conceded the
case in June 1995. A stipulation of no deficiency was filed on July 18, 1995. Paul
Frehe Enterprises moved for litigation costs, which the Tax Court denied on June 13,
1996.

Issue(s)

1. Whether the IRS’s litigating position was substantially justified under section
7430(c)(4)(A)().

2. If not, whether the amount of costs and attorney’s fees claimed by Paul Frehe
Enterprises was reasonable.

Holding

1. Yes, because the IRS’s position had a reasonable basis in law and fact, and it
promptly conceded the case after the appellate decisions became final.
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2. The court did not reach this issue due to the ruling on the first issue.
Court’s Reasoning

The Tax Court applied section 7430, which allows prevailing parties to recover
litigation costs if the IRS’s position was not substantially justified. The court noted
that the IRS’s position was consistent across numerous actuarial cases and was
competently argued, though ultimately unsuccessful. The court emphasized that the
IRS’s decision to await the outcome of lead cases, including Citrus Valley, before
settling was reasonable. The court also highlighted the IRS’s prompt action in
conceding after the time for filing a certiorari petition expired, citing Price v.
Commissioner as precedent. The court concluded that the IRS’s position was
substantially justified, referencing the “reasonable basis in law and fact” standard.

Practical Implications

This decision impacts how taxpayers and their attorneys should approach litigation
cost recovery under section 7430. It underscores that the IRS’s position can be
considered substantially justified even if it loses, provided it has a reasonable basis
and is not maintained unreasonably long. Practitioners should be cautious about
expecting litigation cost awards even after winning cases, especially if the IRS’s
position aligns with prior or ongoing litigation. This ruling may encourage the IRS to
continue litigating cases to higher courts when there is a reasonable basis for their
position, knowing that subsequent concessions will not necessarily lead to cost
awards. Subsequent cases like Huffman v. Commissioner have applied this standard,
reinforcing the need for a clear showing of unreasonableness to recover costs.
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