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PER CURI AM *

Petitioners-Appellants Charles B. Onens (“Onmens”) and Sally L.
Onens, husband and wife, (collectively, “Petitioners”) filed a
nmotion in the United States Tax Court under 8 7430 of the Internal
Revenue Code (“IRC’) of 1986! to recover from Respondent-Appellee
Comm ssi oner of | nt er nal Revenue (“ Conm ssi oner”) t he
admnistrative and litigations costs that they had incurred.

Petitioners had successfully sued the Conm ssioner in that court

Pursuant to 5THCQR R 47.5, the court has determ ned that
this opinion should not be published and is not precedent except
under the limted circunstances set forth in 5THCQR R 47.5. 4.

! References to “Section” or “8” shall be to the |IRC.



for a redetermnation of an incone tax deficiency asserted by the
I nternal Revenue Service (“IRS’) in connection wth 1994 incone
t axes. Petitioners now appeal the Tax Court’s judgnent to the
extent it denied recovery of a portion of their clai munder 8§ 7430.
W affirm the uncontested portion of the Tax Court’s judgnent
awarding Petitioners $1,449.58 on the issue of penalties
i nprovidently sought by the Conm ssioner, but we reverse the Tax
Court’s judgnment to the extent that it rejected the bal ance of
Petitioners’ total claim viz., the portion that the Tax Court
attributed to the issue of discharge-of-indebtedness incone. W
therefore remand the case to the Tax Court with instructions to
nodify its judgment to include the anount of $8,697.49 as
calculated but rejected by the court, plus additional suns,
pursuant to 8 7430, for recoverable costs incurred by Petitioners
inthis appeal and those that they will incur in proceedings in the
Tax Court on renmand.
| . Facts and Proceedi ngs

The Tax Court noted, and none di spute on appeal, that thereis
no di sagreenent on the operative facts underlying this case. Thus,
the followng facts cone either from stipulations or uncontested
evi dence.

Onens obtained a loan (“the Owens |oan”) from a bank that
subsequently failed. The Omens | oan was one of a nunber that the
FDI C acquired fromthat failed bank, which | oan was one that was

managed for the FDIC by AMRESCO. In 1994, the FDI C issued Onens a



Form 1099-C, Cancellation of Debt 1994. This form specified
Oct ober 6, 1994 as the date of cancellation of the Onens | oan and
listed the total amount for which the | oan was cancel ed, including
i nterest. Certain that the 1099-C had been issued in error,
Petitioners dutifully reported the amount set forth on that formas
debt cancellation inconme on their tax return for 1994 but “zeroed-
out” that figure with an offsetting entry | abel ed * ERRONEOUS 1099-C
—— DEBT NOT DI SCHARGED" (Petitioners eventually reported incone
fromtheir discharge of this indebtedness for the later year in
which the statute of limtations for collection expired).

In the course of its exam nation of Petitioners’ 1994 incone
tax return, the RS issued a summons to the FDIC for docunentation
relating to the Onens | oan. The data received by the IRS in
response included a copy of a “Dormant Account Status Approval
Forni regarding that | oan, effective October 6, 1994, bearing the
statenent, “This nmenorandumis a request for Authorizationto wite
off the remaining balance” of the Omens |oan (enphasis added).
This form also bears the statenment “Not Economc to Pursue and
Unsal eable,” together wth a narrative of the loan’s history,
collection efforts, and unavailability of assets, as well as the
conclusion that “[i]t does not appear to be cost effective to
pursue a collection lawsuit against the obligor.” This dormnt
account form had apparently been prepared by an agent of ANMRESCO
and is stanped “REQUEST APPROVED BY OVERSI GHT COWMM TTEE SPECI AL
ASSET BANK” on Cctober 20, 1994. The docunentation furnished to
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the IRS by the FDIC al so included copies of two |letters exchanged
bet ween Onens and the principal of AMRESCO, one dated Novenber 1
1994 and the other dated Novenber 7, 1994. Neither these letters
nor any ot her instrunment obtained by the I RS expressly states that
t he Onens | oan was cancel ed; and there is no evidence that the FDI C
or AMRESCO contacted Petitioners after Novenber 7, 1994.
Significantly, the record is al so devoi d of evidence that the Onens
| oan was ever actually canceled by or on behalf of the FD C

Even nore to the point of this §8 7430 case is the absence of
any testinony or docunentary evi dence what soever that the I RS ever
attenpted to contact representatives of AMRESCO or the FDIC, either
to confirm or refute the contention, continually advanced by
Petitioners to the IRS, that the FDI C had i ssued the subject Form
1099-C in error, and that, in fact, the Omvens | oan had never been
canceled. Wthout making any effort to run that key question to
ground, and i nstead apparently relying solely on the contested Form
1099- C and on erroneous inferences that it drewfromone or nore of
the instruments obtained from the FDIC, the IRS stuck to its
conclusional position that the Oaens | oan had been canceled in
1994, produci ng di scharge-of -i ndebtedness incone to Petitioners in
that year, and resulting in a deficiency in the anmount of incone
taxes reported on their return for 1994.

After extensive admnistrative practice failedtoresolvethis
controversy, the RS issued a deficiency letter in Novenber, 2000,
asserting that Petitioners owed additional inconme tax plus a 20%
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accuracy-rel ated penalty under 8§ 6662 for negligence or disregard
of rules or regqgulations. In January, 2001, Petitioners filed a
petition in Tax Court seeking redeterm nation of the deficiency
asserted by the IRS. The Comm ssioner answered in March of that
year, denying error. The Tax Court scheduled the trial of the
matter for early Decenber, 2001, but shortly before the trial date
the Comm ssioner conpletely changed his position and advised
Petitioners that he woul d concede the entire case, stipulating to
that effect in the Tax Court. Wth Petitioners reserving their
right to file for relief under 8 7430, the Tax Court dism ssed
their suit on the basis of the Conm ssioner’s concession.

On notion of Petitioners for relief under 8 7430, the Tax
Court awarded them $1,449.58, which it attributed to costs they
incurred in connection with penalties inprovidently sought by the
Comm ssi oner under § 6662. After adjusting the $9,529.16 bal ance
of Petitioners’ claimto $8,697.49, however, the Tax Court rejected
this entire bal ance of Petitioners’ claimin connection with the
di schar ge- of -i ndebt edness issue, reasoning that, despite having
prevailedintheir deficiency redeterm nationlitigation and having
correctly asserted that the Conm ssioner’s positionwth respect to
the penalty issue was not “substantially justified” within the
meani ng of 8 7430(c)(4)(B)(i), the Comm ssioner was neverthel ess

substantially justified wth respect to the discharge-of-

i ndebt edness i ssue.




Petitioners appeal ed the denial of the portion of their 8§ 7430
claimthat is based on the di scharge-of-indebtedness i ssue. As the
Comm ssioner did not cross-appeal the Tax Court’s award to
Petitioners in connection with the penalty issue, however, that
part of the court’s judgnent stands.

1. Analysis

A. St andard of Revi ew

When a taxpayer’s entitlenent to recover costs under 8§ 7430
turns on a trial court’s determnation that the position of the
Comm ssioner in the wunderlying litigation was or was not
“substantially justified” for purposes of § 7430(c)(4)(B)(i), we
revi ew such determ nation for abuse of discretion.? One way that
a trial court can abuse its discretion is to ground its exercise
thereof either in errors of law or clearly erroneous facts.® Mbre
specifically, the Comm ssioner bears the burden of proving by a
preponderance of the evidence that a deficiency notice is grounded
in fact and law, if such a notice is not thus grounded, it is
“clearly erroneous” as a matter of |aw, nmeking reliance on such a

notice unjustified, substantially or otherwi se, and in turn making

2 Hanson v. Conm ssioner, 975 F.2d 1150, 1152-53 (5th Cir.
1992) .

3 See, e.0., United States v. Marolf, 277 F.3d 1156, 1160 (9th
Cir. 2002)(citation omtted).




a court’s refusal to grant an award of 8 7430 costs an abuse of
di scretion.*

B. The Position of the Comm ssioner Was Not Substantially
Justifi ed.

To recover reasonable admnistrative and litigation costs
under 8§ 7430, a taxpayer nmust be the “prevailing party.”® In
addition to showing that he has exhausted his admnistrative
remedies —not an issue in the instant case — a taxpayer nust
show that he substantially prevailed either on the ®“anmount in
controversy” or “the nobst significant issue or set of issues
presented.”® A taxpayer is not a “prevailing party”if the United
States establishes that the Conmm ssioner’s position was
“substantially justified.”” Here, given the Conm ssioner’s total
capitulation shortly before trial, there can be no question that
Petitioners substantially prevailed on both the anmount in
controversy and the nost significant set of issues presented, i.e.,
that the FDIC did not cancel the Omens loan in 1994 (or any other
year for that matter) and that the assertion of a negligence
penal ty agai nst Petitioners was basel ess. Thus, the only question

remai ni ng is whether the  Conm ssi oner was nevert hel ess

4 See Portillo v. Comm ssioner (“Portillo I1”), 988 F.2d 27
28-29 (5th Cr. 1993).

526 U.S.C.§ 7430(c)(4) (A (i).
626 U.S.C. § 7430(c)(4) (A (i)(1)-(I1).

" 1d. 8 7430(c)(4)(B); see also Sherbo v. Conm ssioner, 255
F.3d 650, 653 (8th GCr. 2001).




substantially justified in the position taken relative to
di schar ge- of -i ndebt edness incone in 1994.

For purposes of determning whether the Conm ssioner’s
position was substantially justified, the fact that he |lost the
case — here, conceded it —is not alone sufficient.® It is,

however, a factor for consideration. As instructed by the Suprene

Court in Pierce v. Underwood, the position of the Conm ssioner is
substantially justified if it has a reasonable basis both in fact
and in law.® As this standard is conjunctive, a position is not
substantially justified if it lacks a reasonable basis in either
fact or |aw

In concluding that the Comm ssioner was substantially
justified in maintaining that Petitioners had discharge-of-
i ndebt edness incone in 1994, the Tax Court observed that the issue
is “extrenely fact specific, often turning on the subjective intent
of the creditor as manifested by an objectively identifiable

event,” citing Friednman v. Commi ssioner, 1 and Cozzi V.

Commi ssioner. ! The Tax Court pointed to the FDIC s issuance and

filing of the 1099-C with respect to the Omens loan as an

identifiable (al beit non-dispositive) event, because, to the court,

8 Maggie Mgnt. Co. v. Conmi ssioner, 108 T.C. 430, 443 (1997).

° 487 U.S. 552, 565, 108 S.Ct. 2541, 2550 (1988).

10 75 T.C.M (CCH) 2383 (1998), aff’d, 216 F.3d 257 (6th Gir.
2000) .

1188 T.C. 435, 445-448 (1987).
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it evidenced “an intention to cancel the |oan” — not, we nust
poi nt out, actual cancellation of the |loan. |ndeed, the Tax Court
recogni zed i nconsi stent evidence of cancellation in the Novenber 7,
1994 letter fromthe principal of AVRESCO to Ownens, observing in a
footnote, that “[wjhile the term ‘dormant’ does not necessarily
signify an intent on the part of the FDIC to cancel the |oan, the

| anguage of the FDIC s ‘Dormant Account Status Approval Form for

the [Onens] loan in sone respects evidences such an intent (e.g.,
“This menmorandumis a request for Authorization to wite off the
remai ni ng balance’)” (enphasis added). In light of all the
operative facts, especially those just nentioned, we concl ude that
the Tax Court clearly erred in finding the 1099-C and related
docunentation from the FDIC to be an “identifiable event”
sufficient to credit the Conm ssioner’s position with a reasonabl e
basis in both | aw and fact.

First, the Tax Court equates the intention to act in the
future with the actual performance of the act: AVRESCO s
recommendation to cancel the Owens | oan and even the FDI C s intent
to cancel it are not synonynous with the FDIC s actual ly canceling

that debt. Second, and nore significant, the record confirns that

no agent of the IRS bothered to follow up on the intention —the
evidence of which postdated the 1099-C — to verify actual
cancel | ati on. VWhether this failure resulted from overwork,

deli berate indifference, inability to distinguish intention to do

sonething in the future fromdoing sonething in the present, or any
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ot her reason, cause, or excuse, the fact remains that the IRS
dropped the ball. Gven the consistent insistence of Petitioners
that the Onens | oan had never been canceled, the failure of the IRS
to take the last logical step and verify cancellation vel non is
antithetical to the conclusion that the Comm ssioner had a
reasonable basis in fact to issue the deficiency notice and
tenaciously cling to it throughout the adm nistrative process and
the responsive pleadings phase of the lawsuit, recanting only
shortly before trial by conceding the case.

The parties in their briefs and the Tax Court in its opinion

discuss at length the pair of cases from this court that are

directly on point and controlling: Portillo |,* and Portillo Il.13

Briefly, Portillo I involved a deficiency assessed against a

t axpayer who, as a painting subcontractor, had received a Form 1099
froma general contractor for whomthe taxpayer perforned painting
services. The taxpayer insisted that the 1099 erroneously stated
an i nfl ated quantum of paynents fromthe contractor during the tax
year in question. Agents of the IRS contacted the contractor who
had i ssued the 1099 and were told by himthat the larger figure was
correct, claimng that, in addition to paying the taxpayer wth
checks (the total anpbunt of which equal ed exactly the | esser anount

of incone clained by the taxpayer on his tax return), he had nade

12 Portillo v. Conm ssioner, 932 F.2d 1128 (5th GCr. 1991).

13 Portillo v. Conm ssioner, 988 F.2d 27 (5th Gr. 1993).
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cash paynents as well. I nstead of proceeding to verify which
version of the relevant facts was correct, the IRS agent took it
upon hinself to nake a credibility call, electing to believe the
contractor rather than the taxpayer.

In the ensuing litigation over the deficiency assessed to the
subcontractor as taxpayer, we reversed judgnent for the
Commi ssioner and held that the subject 1099, unverified except by
the agent’s inpermssible credibility call, was insufficient.
Subsequently, when the taxpayer sought to recover costs fromthe
Comm ssi oner under 8§ 7430, the Tax Court determ ned that, despite
having | ost the case, the Comm ssioner had neverthel ess taken a
substantially justified position inreliance on the contested 1099

and the testinony of its issuer. In Portillo 11, we again

reversed, holding that the Tax Court had abused its discretion in
denying 8 7450 litigation costs to the Taxpayer on the facts of the

case. Noting that the panel in Portillo |I had characterized the

deficiency notice based on the unsubstanti ated and unreliable 1099

as “clearly erroneous,” we stated in Portillo Il that “[t]here can

be no clearer indication from this Court that the governnent’s
position in relying on such an unsupported notice of deficiency was
not justified " W went on to conclude that “[t]he
unsubstantiated and unreliable 1099 Form submtted to the I RS by

[the contractor] was insufficient to forma rational foundation for

4 Portillo Il, 988 F.2d at 209.

11



the tax assessnent against the Portillos” naking the assessnent
arbitrary and erroneous. ?®

In the instant case, the Tax Court viewed Portillo Il as

di sti ngui shabl e, relying on the difference Dbetween the
i nvestigation and ensuing credibility call by the IRS agent in
Portillo, on the one hand, and the IRS agent’s reliance on the
docunent ati on obtained fromthe FDIC in this case, on the other
hand. Gven the facts that (1) Petitioners here repeatedly
insisted fromthe outset that the 1099-C was i ssued in error by the
FDI C because the |oan was never canceled, (2) the docunentation
obtained from the FDI C supports no conclusion other than an
intention to cancel the loan rather than its actual cancell ation,
and (3) the utter failure of the IRSto contact the FDI C and obtain
a sinple, factual determ nation whether the |oan had in fact been
canceled in 1994, there is no distinguishable difference in fact or
in law fromthe situation in the Portillo cases: i ssuance of a
t axpayer-contested 1099 followed by a deficiency assessnent
grounded in nothing nore than the agent’s credibility call in a
swearing match between the issuer and the recipient of that
docunent . | ndeed, the Conm ssioner mght have been on even
slightly nore solid ground in Portillo because there the agent at
| east contacted the issuer of the 1099 and obtained a statenent;

here, the agent failed to contact the FDIC at all. This is not the
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stuff of which a reasonable basis both in law and in fact is made,
absent which, as a matter of |aw, the position of the Comm ssioner
cannot be “substantially justified.”
I11. Conclusion

The Commi ssioner’s reliance on the contested 1099-C and
docunentation from the issuer reflecting nothing nore than an
intention to cancel the Onens |l oan at some future tine fails to
provi de a reasonabl e basis in either fact or law. Absent that, the
deficiency assessnent, and the Ilitigating position of the
Comm ssioner, was not substantially justified. Consequent |y,
Petitioners were prevailing parties in the underlying litigation
and are entitled to recover their admnistrative and litigation
costs from the Conmm ssioner on both the penalty issue and the
cancel | ati on-of -i ndebt edness i ssue, pursuant to the provisions of
8§ 7430. The ruling of the Tax Court to the contrary constitutes
abuse of discretion and nust, therefore, be reversed.®

Al t hough we affirmthe judgnment of the Tax Court to the extent
it awarded Petitioners $1,449.58 in connection with the penalty
issue, we reverse the court’s denial of eligible costs of
$8,697.49. W therefore remand this case with instructions to the

Tax Court to nodify its judgnment by increasing the anount of the

16 See United States v. Logan, 861 F.2d 859, 866 n.5 (5th Cr
1988) (“OF course, ‘abuse of discretion’ is a phrase which *‘sounds
worse than it really is’; it is sinply a legal termof art which
carries no pejorative connotations of a professional or personal
nature.”)(citation omtted).
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award to Petitioners by $8,697.49, plus reasonable anounts,
consistent wth the provisions of § 7430, for additional litigation
costs incurred in this appeal and in the Tax Court on renmand.

AFFIRVED i n part, REVERSED i n part, and REMANDED W TH | NSTRUCTI ONS.
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