Maggie Mgmt. Co. v. Commissioner, 108 T. C. 430 (1997)

The burden of proving that the Commissioner’s position was not substantially
justified for an award of litigation costs under section 7430 rests with the taxpayer
when the case was commenced before the enactment of the Taxpayer Bill of Rights
2.

Summary

Maggie Management Company (MMC) sought to recover litigation and
administrative costs from the IRS after settling a tax dispute. The case involved
discrepancies between MMC'’s positions in state and tax court, leading to the IRS’s
consistent stance against MMC. The critical issue was whether the 1996 Taxpayer
Bill of Rights 2 (TBR2) amendments to section 7430 applied, shifting the burden of
proof to the Commissioner. The Tax Court held that because MMC'’s petition was
filed before TBR2’s enactment, MMC bore the burden to prove the IRS’s position
was not substantially justified. MMC failed to do so, as the IRS had a reasonable
basis for its actions given the conflicting evidence and potential for inconsistent tax
outcomes. Consequently, MMC was not awarded costs.

Facts

Maggie Management Company (MMC), a California corporation, filed a petition for
redetermination of a tax deficiency on May 16, 1994, before the enactment of the
Taxpayer Bill of Rights 2 (TBR2). MMC'’s case was related to that of the Ohanesian
family, with whom MMC had business ties. In a state court action, MMC claimed to
be an independent entity with ownership of certain assets, while in the tax court,
MMC argued it was an agent for the Ohanesians, contradicting its state court
position. The IRS issued a notice of deficiency to MMC disallowing certain expenses,
and after the Ohanesians conceded in their case, the IRS also conceded MMC'’s
case. MMC then sought to recover litigation and administrative costs under section
7430.

Procedural History

On February 14, 1994, the IRS issued a notice of deficiency to MMC. MMC filed a
petition for redetermination on May 16, 1994. The case was consolidated for trial
with the Ohanesians’ case due to related issues. After the Ohanesians settled their
case, MMC also settled and subsequently filed a motion for litigation and
administrative costs on January 2, 1997. The Tax Court considered whether the
TBR2 amendments to section 7430 applied and ultimately denied MMC’s motion.

Issue(s)

1. Whether the amendments to section 7430 under the Taxpayer Bill of Rights 2
(TBR2) apply to MMC'’s case, thus shifting the burden of proof to the Commissioner
regarding the substantial justification of the IRS’s position.
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2. Whether MMC was entitled to an award of reasonable administrative and
litigation costs under section 7430.

Holding

1. No, because MMC commenced its case before the enactment of TBR2, MMC
bears the burden of proving that the IRS’s position was not substantially justified.

2. No, because MMC failed to carry its burden of proof that the IRS’s administrative
and litigation position was not substantially justified; therefore, MMC is not entitled
to an award of costs.

Court’s Reasoning

The court determined that the effective date of the TBR2 amendments to section
7430 is the date of filing the petition for redetermination, not the date of filing the
motion for costs. Since MMC filed its petition before July 30, 1996, the TBR2
amendments did not apply. The court applied the pre-TBR2 version of section 7430,
under which the taxpayer must prove the IRS’s position was not substantially
justified. The court found that the IRS had a reasonable basis for its position due to
MMC’s contradictory stances in state and tax court proceedings, the potential for
inconsistent tax outcomes (whipsaw), and the lack of clear evidence supporting
MMC'’s claim of agency. The court emphasized that the IRS’s position could be
incorrect but still substantially justified if a reasonable person could think it correct.

Practical Implications

This decision clarifies that the burden of proof for litigation costs under section 7430
remains with the taxpayer for cases commenced before the TBR2’s effective date.
Practitioners must be aware of the filing date’s significance in determining
applicable law. The case underscores the importance of consistency in positions
taken across different legal proceedings and the challenges posed by potential
whipsaw situations. It also highlights the IRS’s ability to maintain positions until all
related cases are resolved, affecting how taxpayers approach settlement and
litigation strategy. Subsequent cases have followed this ruling in determining the
applicability of TBR2 amendments, impacting how attorneys advise clients on the
recoverability of litigation costs in tax disputes.
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