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VEMORANDUM OPI NI ON

DEAN, Special Trial Judge: This case was assigned to

Special Trial Judge John F. Dean pursuant to sections 7430, 7443A
and Rul es 180, 181, and 182! for the purpose of disposing of

petitioner's Mdtion for Litigation Costs pursuant to Rules 230

IAIl section references, unless otherwi se noted, are to the
| nternal Revenue Code. All Rule references are to the Tax Court
Rul es of Practice and Procedure.



t hrough 233. Neither party requested a hearing. Rule 232(a).
Accordingly, we rule on petitioner's notion for litigation costs
on the basis of the parties' subm ssions and the record in this
case. The underlying issues raised in the petition were settl ed,
and the Court entered a stipulated decision. Upon petitioner's
subsequent filing of the notion, the decision was vacated and set
aside by order. It was decreed in this order that the stipul ated
deci si on docunent was to be filed as the Second Settl| enent

Stipul ation.

For taxable years ending June 30, 1992 and 1993, respondent
determ ned deficiencies in John Bowden, Inc.'s Federal incone
taxes in the anmounts of $8,539, and $5, 195, respectively. John
Bowden, Inc., was a Texas corporation with a principal place of
business in El Paso, Texas, at the tinme the petition was filed.

Backgr ound

John Bowden, Inc. (petitioner or corporation) was
i ncor porated by John Bowden in June 1991 to perform services in
the insurance industry. Prior to its incorporation, M. Bowden
operated the business as a sole proprietorship, working under

contract as a district manager for a group of insurance
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conpani es? in the El Paso, Texas, area. Pursuant to the
contract, M. Bowden recruited and trained insurance agents to
sel|l insurance exclusively for the insurance conpanies with which
he had contracted. After incorporation of his business,
M. Bowden continued to perform substantially the same services
for the insurance conpanies that he had performed prior to
i ncorporation, but he worked as an enpl oyee of the corporation.?
M . Bowden served as the sole director of the corporation,
and his wife, Karol Bowden, served as secretary.* The corporate
m nutes reflect that B. Kent Straughan was appoi nted as corporate
accountant and was instructed to handle the tax preparation and
accounting requirenents associated with the incorporation.
E.P. "Bud" Kirk was appoi nted as corporate attorney.
In a transaction to which section 351 is applicable,
M. Bowden transferred property to the corporation in 1991
consi sting of $10,000 cash, an airplane with a zero basis, a Ford

van with a stated basis of $21,139, a conputer systemwth a

2The insurance conpani es are Farners |nsurance Exchange,
Truck Insurance Exchange, Fire |Insurance Exchange, M d-Century
| nsurance Co., Farnmers Texas County Mitual I|nsurance Co., and
Farmers New Worl d Life Insurance Co.

3Because M. Bowden no | onger operated the business as a
sol e proprietorship, the insurance conpani es renewed their
service contract with the corporation, with M. Bowden personally
perform ng the services.

“The corporate mnutes reflect that Karol Bowden served as
tenporary secretary for purposes of the corporate neetings.



stated basis of $97, office furniture and equi pnmrent with a stated
basis of $241, and insurance premumrenewals with a stated basis
of $245, 000.

In return, the corporation issued 1,000 shares of stock to
M. Bowden. The corporation also assunmed a $220,468 liability,
evi denced by a note, that M. Bowden had incurred to acquire his
ex-w fe's community property interest in the sole proprietorship.
Assunption of the debt by the corporation did not relieve
M. Bowden of his primary liability on the note.

Upon incorporation, an account payable of $60, 009 was
created on the books of the corporation to pay cash to M. Bowden
or pay other personal expenses on his behalf in the amounts of
$15, 768, $21,540, and $23,951, for cal endar years 1991, 1992, and
1993, respectively.?®

Respondent determ ned deficiencies in the Bowdens' Federal
i ncone taxes for 1991, 1992, and 1993. Respondent determ ned
that in 1991 the Bowdens had recogni zed $280, 477 in net capital
gai n upon incorporation of their business. This gain was

cal cul ated by characterizing as boot the $60, 009 account payabl e

°Al t hough the parties stipulate the yearly anmpunts paid to
M. Bowden, the Court notes that the sum of these three paynents
exceeds the $60, 009 account payabl e recorded on the books of the
corporation. It is unclear to what source the additional funds
paid to M. Bowden were attributable.



in cash and the $220, 468 note payabl e assuned by the corporation
for M. Bowden's liability to his ex-wfe.

Respondent's notice of deficiency to the corporation for FYE
June 30, 1992 and 1993, determ ned that expenses shown as
managenent fees should be reclassified as officers' conpensation.
Respondent reduced the corporation's deductions for rent,
depreci ation, neals and entertaining, insurance, business
pronotions, and travel expenses on the basis that they were not
ordi nary and necessary busi ness expenses. Respondent al so made
correspondi ng increases in the all owabl e deductions for sal aries
and aut o expenses.

The corporation filed a petition with the Court, alleging
error in each of the determ nations contained in the notice of
deficiency. Respondent filed an answer denying each allegation
contained in the petition.

In response to a notion, the Court granted the corporation
| eave to anmend its petition. |In the anendnent, the corporation
al l eged that respondent failed to nmake the required section
362(a) adjustnent, which would increase the basis of assets held
by the corporation by the amount of gain recognized by the
Bowdens upon transfer of their assets to the corporation. The
corporation further alleged that it was entitled to a refund. In
his answer to the anmendnent, respondent admtted that if the

Bowdens were to recogni ze a net capital gain by virtue of the
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section 351 transaction, the corporation would be entitled to an
upward basis adjustnent in the property received in the
transaction in the sane anmount as the gain recognized. The
answer to anendnent did not, however, specify the assets eligible
for the basis adjustnment or the anmount of any such adjustnent.

The corporation filed a notion for a nore definite
statenent, requesting that respondent identify the assets as to
whi ch the corporation would receive a section 362(a) adjustnent,
in what proportion, and over what period of tinme that adjustnent
woul d be depreciable. The notion was granted in part, and
respondent was ordered to file a statenent indicating
respondent's position as to the appropriate anmount and all ocation
of the section 362(a) adjustnent.

Respondent subsequently filed an amended answer to the
corporation's anmendnent to petition, responding that the
appropriate anount of the section 362 adjustnent was either
$280, 477 or the actual anmobunt of net capital gain ultimtely
recogni zed by the Bowdens on the transfer of assets to the
corporation. Respondent also determ ned that the section 362
basi s adj ustnent should be allocated to M. Bowden's rights under
the contract with Farnmer's Insurance G oup. The Bowdens had
stated the basis of this asset as $245,000 in their 1991 tax
return, but respondent subsequently determ ned the basis to be

Zer o.



This case was later settled, and it was stipulated that the
corporation had nade an overpaynent in incone tax of $4,377 for
t axabl e year endi ng June 30, 1992, and had a deficiency in the
anount of $199 for taxable year ending June 30, 1993. The
corporation subsequently filed a notion for an award of
reasonable litigation costs.

Di scussi on

Taxpayers may be awarded an anount for reasonable litigation
costs if they neet the requirenents of section 7430. |In order to
qualify for such an award, a party nust: (1) Qualify as a
prevailing party; (2) have exhausted avail able adm nistrative
remedi es; (3) not have unreasonably protracted the court
proceedi ng; and (4) show that the costs clained are reasonabl e
l[itigation costs incurred in connection with the court
proceedi ng. Sec. 7430(c)(4), (b)(1), (b)(4), (a)(2). The
t axpayers have the burden of establishing that all the foregoing

criteria have been satisfied. See Rule 232(e); Mggi e Managenent

Co. v. Conm ssioner, 108 T.C 430 (1997).

Both petitioner and respondent agree that all the
adm ni strative renedi es available within the Internal Revenue
Servi ce have been exhausted. There is sone dispute, however, as
to the other requirenents of section 7430.

Prevailing Party

To be a "prevailing party”, a taxpayer nust establish:
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(1) The position of the United States was not substantially
justified; (2) the taxpayer substantially prevailed with respect
to either the anmpbunt in controversy or the nost significant issue
or set of issues presented; and (3) the taxpayer net the net
worth requirenments of 28 U S. C. section 2412(d)(2)(B) (1994) at
the tinme the petition was filed. Sec. 7430(c)(4).

Respondent concedes that petitioner neets the net worth
requi renents and that petitioner substantially prevailed with
respect to the anount in controversy. Therefore, we need only
exam ne the question of whether the Governnment's litigation

position was substantially justified. See Swanson V.

Comm ssioner, 106 T.C. 76, 86 (1996).

Substantially Justified

Whet her the Governnment's position was substantially
justified turns on a finding of reasonabl eness, based upon al
the facts and circunstances, as well as the |egal precedents

relating to the case. Pierce v. Underwod, 487 U. S. 552, 565

(1988). A position is substantially justified if the position is
"justified to a degree that could satisfy a reasonabl e person.”

Id. Determning the reasonabl eness of the Governnment's position
and conduct requires considering what the Governnment knew at the

tinme. See Rutana v. Conm ssioner, 88 T.C 1329, 1334 (1987);

DeVenney v. Comm ssioner, 85 T.C 927, 930 (1985).



In deciding this issue, we nust identify the point at which
the United States is first considered to have taken a position,
and then deci de whether the position taken was or was not
substantially justified. The position taken by the United
States, for purposes of litigation costs, is the position of the
United States in the judicial proceeding. Sec. 7430(c)(7)(A).
The first opportunity for the United States to take a position in

the judicial proceeding is in the answer filed. See Huffman v.

Comm ssioner, 978 F.2d 1139, 1148 (9th Gr. 1992), affg. in part,

revg. in part T.C. Meno. 1991-144. Therefore, in deciding

whet her the Governnent's position was substantially justified, we
must review the actions of the IRS District Counsel in answering
the petition and the actions of the I RS Appeals officers who
considered petitioner's case after the answer was fil ed.

When the answer was filed in this case, respondent denied
that there was error contained in the notice of deficiency.
Respondent deni ed error even though the notice of deficiency did
not contain a section 362 basis adjustnment. Respondent argues
that no basis adjustnent was all owed because the Governnent was
caught in a potential whipsaw situation, and was trying to
prevent the possibility that income could go untaxed. The
Bowdens had filed a petition in their case, alleging that they
shoul d recogni ze no gain upon transfer of their assets to the

corporation. Respondent contends the corporation was originally
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not allowed a section 362 basis adjustnent in order to protect
the revenue should the Bowdens prevail on their issue.

In its notion, however, petitioner does not address whet her
respondent's position with respect to the adjustnents contai ned
in the notice of deficiency was substantially justified.
Petitioner argues that because respondent failed to acknow edge
the section 362 basis adjustnent until the anended answer to the
anendnent to petition was filed, respondent's position was
unr easonabl e and petitioner is entitled to litigation costs. W
di sagree. Petitioner does not explain, nor does the record
suggest, how the section 362 basis adjustnent relates to the
deficiency anounts contained in the notice of deficiency. W
therefore find that respondent’'s position regarding the basis
adjustnments to be irrelevant to petitioner's notion.

Even if we were to consider respondent's position with
respect to the section 362 basis adjustnents, we have recognized
that the Governnent may, at tines, take alternative or
i nconsi stent positions with respect to different taxpayers. Rule

31(c); Dixson Intl. Serv. Corp. v. Conm ssioner, 94 T.C 708, 717

(1990); Barkley Co. v. Conmm ssioner, 89 T.C. 66, 68 (1987).

There are limts, however, to the propriety of taking
i nconsi stent positions. |If a so-called inconsistent position has
no possi bl e chance of success, it has been held to be

unr easonabl e. Di xson Intl. Serv. Corp. v. Conmm SSioner, supra.
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Petitioner has not shown that this is a situation where
respondent’'s position had no possible chance of success at the
time the position was taken. The Bowdens had alleged in their
petition to the Court that they were not liable for any
additional tax. Therefore, respondent's initial failure to state
that the corporation was entitled to a section 362 basis
adj ust mrent was not unreasonabl e given the possibility that the
Bowdens m ght prevail in their case. |In the end, the Bowdens
conceded gai n recognition under section 357. Neverthel ess,
respondent’'s initial failure to conpute a section 362 basis
adjustnment for the corporation was proper given the unknown
ulti mate outcone of the Bowdens' case.

Respondent filed an answer to the anended petition, and an
anended answer to the anended petition. In those pleadings,
respondent agreed that the corporation was entitled to the
correspondi ng section 362 adjustnent shoul d the Bowdens recogni ze
gain fromthe section 351 transaction. W find the Governnent's
position reasonable given the facts and circunstances of this
case.

The Court has previously indicated that it is preferable for
the Governnent to clearly indicate that alternative positions are
being taken and to state that there is no intention to tax the

sane inconme twice. See Dixson Intl. Serv. Corp. v. Commi SsSioner,

supra at 715; Doggett v. Conm ssioner, 66 T.C. 101, 104 (1976).
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In sonme instances, an unexplained alternative and theoretically

i nconsi stent position could be totally m sl eading and cause an
unsophi sticated taxpayer to spend needless tinme and effort trying
to conprehend the Governnent's position. This case, however

does not present such a problem

The issue of the Bowdens' gain fromthe section 351
transaction and the correspondi ng section 362 adjustnents was the
subj ect of nmuch correspondence and di scussi on between respondent
and petitioner. The Governnent's position was also outlined in
the revenue agent's report disclosed to petitioner on
Septenber 5, 1995. The record reflects that the petitioner was
famliar wwth the issues as well as with the Governnent's
position on these issues fromearly on in the proceeding.
Accordingly, we find that petitioner has not established that
respondent’'s position was not substantially justified.

Because petitioner has not proven that respondent's position
was not substantially justified, we need not deci de whet her
petitioner's litigation costs are reasonabl e and whet her
petitioner unreasonably protracted the court proceedi ngs.
Petitioner's notion for litigation costs wll be denied.

To reflect the foregoing,

An appropriate O der

and Decision will be entered.




