UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 92-4826

M CHAEL L. LENNOX AND
GLENDA J. LENNOX,

Petitioners,
VERSUS
COW SSI ONER CF

| NTERNAL REVENUE,

Respondent .

Appeal fromthe Decision of the
United States Tax Court

(August 4, 1993)
Bef ore POLI TZ, Chi ef Judge, REAVLEY, and BARKSDALE, Circuit Judges.
BARKSDALE, Circuit Judge:

In review ng the Tax Court's denial of costs to the Lennoxes,
after the governnent conceded their challenge to its notice of
deficiency, we consider for the first tine the definition of the
"position of the United States" on "the date of the notice" as
contained in 26 US.C 8 7430(c)(7)(B)(ii), as anmended by the
Techni cal and M scel | aneous Revenue Act of 1988, Pub. L. No. 100-
647, 8§ 6239(a), 102 Stat. 3342, 3743. Concluding that a
determ nation of the reasonabl eness of that position nust include
a review of the actions leading to its establishnment, we hold that

the governnent's position was not substantially justified.



Therefore, we REVERSE the denial of costs and REMAND to the Tax
Court for their determ nation.
| .

The I nternal Revenue Service began to question the Lennoxes
tax returns during the course of its investigation of Ron Piperi,
an attorney who had represented 3 enda Lennox's famly since the
early 1970's. M chael Lennox first nmet Piperi in 1981, when Pi per
handl ed the probate of Genda's nother's estate, fromwhi ch d enda
Lennox and her children inherited property worth approxi mately $1
mllion. Piperi advised the Lennoxes that they needed a tax
shelter and recommended investing sone of the inheritance in
apartnent projects.

The first project was the Quail Creek Apartnents (the
apartnents) in Killeen, Texas, which Piperi was al ready devel opi ng,
and in which he offered to sell the Lennoxes an interest. In 1983,
he sold his interest to M chael Lennox, nmeking himthe sol e owner.
At the closing, Lennox executed, anong other docunents, a $6.25
mllion note on which he was personally Iiable. The | oan was
arranged by Piperi through a savings and | oan for which he served
as chairman of the board.! Title was recorded in the county
records.

After experiencing sone difficulty with the conpany managi ng
the apartnents, Lennox contracted with Asset Plus, a nanagenent

conpany in which Piperi held an interest. Lennox visited the

. Piperi later cane under crimnal investigation because this
| oan, which he arranged in 1983, was a construction | oan.
Construction had been conpleted in 1982.
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property regul arly and handl ed the i nsurance and maj or repairs, but
Asset Plus was to provide himwith nonthly reports, collect rents,
and adm ni ster all expenditures, including nmaking i nterest paynents
on the $6.25 mllion note. At the hearing on costs, Lennox
testified that, as far as he knew, those paynents were nade.
Wthin the first two years, Lennox realized that the apartnents
wer e not going to generate enough incone to service the interest on
the note. Piperi then approached himwith an offer: his savings
and | oan woul d refinance the | oan at a | ower rate, but the existing
| oan nmust first be placed in default. Lennox testified that he
understood Asset Plus was taking the anmount it had been paying
toward the interest and placing it in escrow. However, Lennox
began to have difficulty obtaining an accounting or other records
fromAsset Plus. The new financing did not go through, the savings
and loan foreclosed on the apartnents,?2 and Lennox filed
bankr upt cy.

Meanwhile, |IRS agent George G lbert, in E Paso, was
i nvestigating Piperi. During the course of that investigation, he
di scovered that Piperi was receiving the rental incone fromthe
apartnents and using it for personal expenses, that no principal or
i nt erest paynents had been made on Lennox's $6.25 m|lion note, and
that Piperi had arranged other simlar |oans, assuring the

"borrowers" that they would never have to pay, and in sone cases,

2 | n February 1983, Lennox had borrowed an additional $660, 000
to use for interest paynents on the |arger note. He put up 120
acres of land fromhis nother-in-law s estate as collateral. That,
too, was lost in the forecl osure.
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payi ng t hem $20, 000 for signing the notes. This information caused
Glbert to suspect that Lennox was only a nom nee owner of the
apartnents, and he concl uded that Lennox should be investigated to
determ ne the true ownership. On August 10, 1990, Gl bert sent a
menorandumto his branch chief, alerting himto these concerns and
suggesting that the Lennoxes' tax returns be exam ned.

On August 22, having received a copy of Glbert's nmenorandum
| RS agent Phel ps Brookshire, in Waco, began an exam nation of the
Lennoxes' returns for 1983, 1984 and 1985. For each of those
years, the Lennoxes had clainmed deductions related to the
apartnents, including large net operating | osses. Brookshire
exam ned those returns and spoke with G| bert, but did not conduct
an investigation of his own. When Brookshire realized, in late
August, that the limtations period would expire that OCctober 27,
he determ ned that he would "have to do sonething fast".

On Septenber 11, Brookshire tel ephoned Lennox and expl ai ned
that all | osses associated with the apartnents woul d be di sal | oned.
Lennox and Brookshire spoke again the foll owi ng day, and Brookshire
stated that he would have to issue a notice of deficiency unless
Lennox agreed to extend the |imtations period. Several days
| ater, Lennox's accountant called Brookshire, advised himthat the
tax rolls listed Lennox as the owner of the apartnents and that
Lennox had filed bankruptcy because of his debt on them and
offered, on behalf of Lennox, to sign a |limted extension,
extending the period only as to questions related to the

apartnents. Brookshire refused. He later testified that his



manager said that there was not enough tinme (in the approxi mately
35 days remaining in the limtations period) to get approval for
the specific language for a limted extension.

Not having received an extension, Brookshire issued a
statutory notice of deficiency on Cctober 2, disallow ng the | osses
clai med on the apartnents due to questions of actual ownership. On
January 3, 1991, the Lennoxes petitioned the Tax Court for a
redeterm nation of the deficiencies. The Conm ssioner of Internal
Revenue answered on March 5, denying all facts of ownership as
alleged in the petition. On April 10, the Lennoxes' attorney, John
D. Copel and, had a one-hour telephone conversation with an IRS
appeal s of ficer and di scussed evi dence that M chael Lennox was the
true owner. (Nothing in the record, however, describes that
evi dence.)

Ei ght nonths |ater, Copeland received settlenent docunents
from the I|RS He testified that, after the April telephone
conversation, he intended to send the appeals officer copies of
docunent s show ng ownership but "never got around to sendi ng them
to him but [the IRS] went ahead and dropped the case, even w t hout
my sendi ng those docunents”.

On March 16, 1992, the day this matter was set for trial, the
parties filed a stipulation of settled issues, stating that there
were no deficiencies or additions due from nor overpaynents due
to, the Lennoxes for 1983, 1984 or 1985. The Lennoxes filed a
motion for admnistrative and litigation costs that sanme day, and

the Tax Court heard evidence on the notion on March 19. On June



25, the Lennoxes supplenented their notion, adding additional
costs. The Tax Court filed an opinion on July 8, concluding that
the governnent's position, beginning wwth the date of issuance of
the notice of defi ci ency, was substantially justified.
Accordi ngly, costs were deni ed.
1.

| nt ernal Revenue Code 8 7430 allows the "prevailing party" in
tax proceedings to recoup reasonable costs, including attorney's
fees. Determning a "prevailing party" includes several factors,
only one of which is at issue here: whether "the position of the
United States in the proceeding was not substantially justified".
26 U S.C. 8§ 7430(c)(4)(A(i). This determ nation requires us to
resol ve two subi ssues. Because our court has not interpreted the
applicable definition of "position of the United States", we nust
first determ ne when that position becones fixed and what actions
can be considered for purposes of this analysis. Then, agai nst
that backdrop, we nust determne whether the position was
substantially justified.

A

When 8§ 7430 was first enacted in 1982, the term"position of
the United States" was not defined. 26 U S C § 7430 (1982). It
was first defined when the section was anended in 1986, and that
definition was anended in 1988. Applicable to all proceedings
commenced after Novenber 10, 1988, that version is at issue here,

and reads in pertinent part:



The term "position of the United States" neans --

(A) the position taken by the United States
in a judicial proceeding to which subsection (a)
applies, [as quoted in note 3, infra,] and

(B) the position taken in an adm nistrative
proceeding to which subsection (a) applies as of
the earlier of --

(i) the date of the receipt by the

taxpayer of the notice of the decision of the
I nternal Revenue Service Ofice of Appeals, or

(i) the date of t he notice of
defi ci ency.

26 U.S.C. § 7430(c)(7) (1988).3

The Lennoxes contend that the position of the United States on
Cctober 2, 1990, the date of the notice of deficiency, was not
substantially justified. There is no question that it is the
position taken by the United States on that day which we nust
consider. The question, however, is what actions the Tax Court can
ook to in determining the justification for that position. This

i ssue of statutory interpretation is, of course, one of |aw, which

3 Subsection (a) provides:

In any admnistrative or court proceeding
whi ch is brought by or against the United States in
connection with the determ nation, collection, or
refund of any tax, interest, or penalty under this
title, the prevailing party my be awarded a
judgnent or a settlenent for --

(1) reasonable adm ni strative costs
incurred in connection with such adm nistra-
tive proceeding within the Internal Revenue
Service, and

(2) reasonablelitigationcosts incurred
in connection with such court proceeding.

26 U.S.C. § 7430(a) (1988).



we review de novo. E. g., Dresser Industries v. CI.R, 911 F.2d
1128, 1132 (5th Gr. 1990); Sliwa v. CI.R, 839 F. 2d 602, 605 (9th
Cir. 1988).

Al t hough the Tax Court found that there had been sufficient
time to have the limted extension prepared and executed, it
nevertheless refused to consider any actions which took place
before Cctober 2, summarily holding: "[I]t is clear from section
7430(c)(7)(B) that the only position taken by the United States in
an adm ni strative proceeding whichis to be considered in this case
in determ ning whether [the Lennoxes] are the prevailing part[ies]
is the position taken by [the United States] beginning with the
date of the deficiency notice. ... Therefore the reasonabl eness
of the actions of the revenue agent in not accepting the restricted
[limtations] waiver are not relevant since those actions were
taken prior to Cctober 2, 1990."

The Lennoxes challenge this interpretation of §8 7430, and
contend that such a rule will require courts to decide cases in a
vacuum W agree. Although we have not previously interpreted the
anended subsection of 8 7430 in issue (8 7430(c)(7)(B)(ii)), at
| east one prior opinion by our court foreshadows this result. In
Hanson v. C.I.R, 975 F. 2d 1150 (5th Cr. 1992), in considering the
United States' position in a judicial proceeding, 8§ 7430(c)(7) (A,
our court did so "against the backdrop of the admnistrative
actions that have gone before", concluding that such a backdrop "is
relevant to a determ nation whether the governnent's position in

litigation is substantially justified". 1d. at 1153 n.2 (enphasis



in original). In sum our court declined to construe 8§
7430(c)(7)(A) (judicial proceeding) as strictly as the Tax Court
here construed 8 7430(c)(7)(B)(ii) (admnistrative proceeding).
I nstead, our court interpreted the governnent's position at a
particular tinme in the context of what led to the fornul ation of
t hat position.

W agree with the Hanson analysis, and apply the sane
interpretation to 8 7430(c)(7)(B)(ii). We hold that the govern-
ment's position on "the date of the notice of deficiency" nust be
anal yzed in the context of what caused it to take that position.
The I RS woul d not have issued the notice on Cctober 2 (forcing the
Lennoxes to file suit) if the Lennoxes had extended the |imtations
peri od. They declined to do so, offering a limted extension
i nstead. Because the IRS refused the |imted extension, it issued
the notice which set this proceeding in notion. Certainly we nust
consi der the reasonabl eness of that refusal, anong other factors,
i n determ ni ng whet her the i ssuance of the notice was substantially
justified.

B

The position of the United States is substantially justified
if it is "justified to a degree that could satisfy a reasonable
person". Pierce v. Underwood, 487 U.S. 552, 565 (1988).% It is

not enough that a position sinply possesses enough nerit to avoid

4 Pierce v. Underwood, concerning the Equal Access to Justice
Act (EAJA), 28 U.S.C. § 2412(d), interprets the sane words at issue
here. Were the | anguage is the sane, "courts read the EAJA and 8§
7430 in harnony". Kenagy v. United States, 942 F.2d 459, 464 (8th
Cr. 1991).



sanctions for frivolousness; it nust have a " reasonabl e basis both
inlaw and fact'". 1d.; see, e.g., Hanson, 975 F.2d at 1153. The
burden of proving no substantial justification is wth the
taxpayers. Estate of Johnson v. CI.R, 985 F.2d 1315, 1318 (5th
Cr. 1993). W review the Tax Court's ruling on substantial
justification for abuse of discretion, id., and will reverse only
if we have a definite and firmconviction that an error of judgnent
was commtted. See TKB International, Inc. v. United States,
F.2d _, 1993 W 184021 (9th Gir. June 3, 1993).

O course, the ultimate failure of the governnent's | ega
position does not necessarily nean that it was not substantially
justified. It is, however, a factor to be considered. Estate of
Perry v. CI.R, 931 F.2d 1044, 1046 (5th Cr. 1991). In this
case, the Tax Court was not swayed by the governnent's concession,
because it concluded that, after the notice was filed, the
governnent "ascertained the facts and conceded the case as
expeditiously as m ght be expected".

To the extent that this is a finding of fact that the IRS
obt ai ned new evi dence between notice and concession, we hold that
it is clearly erroneous. Wen the notice was issued, the I RS knew
that the tax rolls showed M chael Lennox as the owner of the
apartnents and that he had fil ed for bankruptcy because of his debt
on them There is nothingin the record to reveal what information
was | ater obtained, or how it mght have persuaded the IRS to
concede. It is undisputed that the Lennoxes' attorney spoke to an

| RS appeal s of ficer for one hour on April 10, 1991; but, obviously,
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the nmere length of that conversation is not evidence of its
contents.?®

In the face of the rapidly expiring limtations period, the
governnent staked its position on October 2, and then, given no
additional information, surrendered that position nore than a year
| ater. The Lennoxes concede, and we agree, that the IRS had a
basi s for suspicion regardi ng ownership of the apartnents. But, on
this record, that suspicion was not a sufficient basis for issuance
of the notice, in light of the opportunity for further, and nuch
needed, investigation. Therestricted extension of thelimtations
period, offered by the Lennoxes, woul d have af forded t he gover nnent
t hat opportunity; and, as the Tax Court found, there was sufficient

time to formul ate and execute that extension.® In sum we concl ude

5 | ndeed, at oral argunent before us, governnent counsel
conceded that the "record is scant" regarding any new i nformation
whi ch coul d have cone to |ight between notice and concession. Also
at oral argunent, the Lennoxes' counsel explained that the only
evi dence di scussed in the tel ephone conversati on was docunents from
the public record which would show M chael Lennox's ownership of
the apartnments. It is clear that the I RS knew, before issuance of
notice, that title had been transferred to Lennox and that the tax
records reflected such ownership. Moreover, because the |IRS has
never contested Lennox's record ownership, it seens unlikely that
it would find such evidence persuasive. O course, statenents nade
before us could not have been considered by the Tax Court in
reaching a factual finding. The statenents only reinforce the
concl usion we reached fromour review of the record.

6 The Comm ssioner cites Harrison v. C1.R, 854 F.2d 263 (7th
Cr. 1988), cert. denied, 489 U. S. 1053 (1989) (concerned pre-1988
version of 8 7430) as authority for its position that it is
reasonable to issue a notice of deficiency in order to toll the
statute of limtations. Harrison, however, is distinguishable, and
entirely consistent with our holding today. |In Harrison, the IRS
sent the taxpayers a consent formfor extension of the [imtations
peri od. The taxpayers signed the form and returned it, but it
never reached the I|IRS. Faced with immnent expiration of the
period, the IRS issued the notice. Today we conclude that issuance
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that the Tax Court abused its discretion in finding the
governnment's position substantially justified on issuance of the
noti ce.
L1l
Accordingly, that part of the Tax Court's Order and Deci sion
denying costs is REVERSED, and this proceeding is REMANDED f or
their determ nation

REVERSED i n part and REMANDED.

of notice to the Lennoxes was unreasonable, partially because the
| RS had, but declined, the opportunity to extend the period as to
the matter in question. W need not decide whether, absent the
Lennoxes' counter-offer, the position of the United States woul d
have been substantially justified.
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