Tax Controversy Corner
Recovering Attorney’s Fees and Litigation Costs
By Megan L. Brackney

C

ode Sec. 7430 permits an award of reasonable litigation and administrative costs incurred by the “prevailing party” in an administrative or court
proceeding brought by or against the United States in connection with
the determination, collection or refund of any tax, interest or penalty under the
Code.1 Although most of the Code Sec. 7430 requirements apply similarly to all
taxpayers, there are some issues that are more complicated for TEFRA partnerships,2 such as determining the net worth limitations and identifying the party
that actually incurred the litigation or administrative costs. This column discusses
the general requirements and procedures for obtaining an award under Code Sec.
7430, some special considerations for TEFRA partnerships and other remedies
that mayy be available against the government.
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To be eligible for fees under Code Sec. 7430, the taxpayer must ﬁrst satisfy the
net worth requirements of the Equal Access to Justice Act (“EAJA”)4: (i) the
net worth of an individual taxpayer, estate or trust cannot exceed $2 million;
(ii) the net worth of an owner of an unincorporated business, or any partnership, corporation, association, unit of local government or organization cannot
exceed $7 million, and the entity cannot have more than 500 employees; or (iii)
the taxpayer is a Code Sec. 501(c)(3) organization or a cooperative association,
regardless of its net worth.
The general date for testing net worth under Code Sec. 7430 is the “administrative proceeding date,”5 which is deﬁned as the earlier of the date of the receipt
by the taxpayer of the notice of the decision by the IRS Oﬃce of Appeals or
the date of the notice of deﬁciency.6 For these purposes, “notice of deﬁciency”
includes the Notice of Final Partnership Administrative Adjustment (“FPAA”)
issued pursuant to Code Sec. 6223(a)(2).7
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Neither Code Sec. 7430 nor the current regulations
address how the net worth of a taxpayer should be determined.8 The legislative history states that “‘net worth’ is
calculated by subtracting total liabilities from total assets.
In determining the value of assets, the cost of acquisition
rather than fair market value should be used.”9 Based on
this history, numerous courts held that the acquisition cost
of the taxpayer’s assets, and not fair market value, should
be used to determine net worth.10
In Wilkes,11 the court considered the proper computation
of the net worth of an estate under Code Sec. 7430. The
government argued that although the cost of acquisition
is the correct method for calculating net worth, it is the
acquisition by the estate, and not the decedent, that must
be considered. Because an estate is considered to have
“acquired” the assets at fair market value as of the date of
the decedent’s death, the government contended that the
Tax Court should determine net worth as the fair market
value of the assets as of the date of death. In advocating
for this position, the government argued that the use of
the decedent’s acquisition cost as a measure “would lead
to the ludicrous situation in which the estate of Bill Gates
would be eligible for an attorney’s fee award based on his
purchase of Microsoft stock for a few pennies a share.”12
The Tax Court pointed out, however, that in the case of
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The Tax Court also rejected the government’s argument
that to value the net worth of the estate based on the
cost of acquisition, rather than fair market value, would
be inconsistent with the method used for determining
an estate’s basis for tax purposes. The court agreed, but
nonetheless ruled against the government, explaining that
“taxation systems and provisions for shifting attorney’s fees
in litigation with the government serve diﬀerent purposes.
It is quite possible for Congress to determine one measure
of worth is approximate in calculating the necessary tax
contribution and another measure makes more sense where
balancing incentives for ‘challeng[ing] unreasonable IRS
actions without being deterred by the cost of litigation.’”14
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Despite the legislative history and the case law holding
that the acquisition cost should be used to determine
net worth, in regulations proposed in 2009, the Treasury
nevertheless has taken the position that net worth should
be determined using a fair market value standard on the
ground that this standard provides a “more accurate assessment of a taxpayer’s actual and current net worth as
of the administrative proceeding date.”15 Although these
regulations have not been ﬁnalized, the government has
relied on them to argue for fair market value.
In C.M. Corbalis,16 the government acknowledged that
the “current state of the law” is to use acquisition cost,
but nevertheless argued for a fair market value standard,
citing the proposed regulations and Powers.17 In Powers,
the Tax Court had found that the taxpayer had negative
net worth because the liabilities attributable to the taxpayer’s oﬃce buildings exceeded their value due to the
poor economy, noting that the value of the buildings was
far less than what was shown on the balance sheet.18 Powers seems to be an anomalous decision and has not been
cited to support the use of a fair market value standard,
other than by the government in Corbalis. In Corbalis,
however, the Tax Court explained that it would not
rely on Powers or the proposed regulations, but would
continue to apply the cost of acquisition method of
determining net worth.19
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considered this question. In that case, a Delaware corporation purchased a parcel of undeveloped land, which it
later exchanged for an interest in Foothill Ranch Company
Partnership (“FRC”), a TEFRA partnership. FRC and
Orange County, California, executed an agreement that
allowed FRC to develop the land. FRC then entered into
separate agreements with two third parties to sell to them
these parcels of the land. The agreements required FRC to
complete its construction obligations to Orange County.
By the end of FRC’s 1988 tax year, FRC had not completed
its construction obligations, and thus on its 1988 Form
1065, FRC used the percentage-of-completion method of
accounting (“PCM”) to calculate its income attributable
to the transaction. The IRS issued an FPAA stating that
FRC could not use PCM to calculate the income and that
it thus had underreported its gross receipts.
FRC petitioned the Tax Court for a redetermination of
its tax. At the time of the ﬁling of the petition, FRC was
a multi-tiered partnership owned by other passthrough
entities and trusts. After the parties settled the case by
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ﬁling a stipulation which made no adjustments to FRC’s
reported income, the tax matters partner21 ﬁled a motion for litigation costs. The Tax Court found that FRC
satisﬁed all of the requirements of Code Sec. 7430, other
than net worth.
The petitioner argued that the Tax Court should look
to the partnership entity itself, i.e., FRC, to determine
whether the net worth requirements had been satisﬁed.
The Tax Court rejected this approach on the theory that
the partners, rather than the partnership entity, are the
parties in a TEFRA proceeding.22 The IRS argued that only
the persons or entities whose tax abilities are aﬀected by the
outcome of the proceeding would be eligible to receive an
award, and because two of the partners were passthrough
entities, the partners of those entities must establish that
they meet the net worth requirements. Essentially, the IRS
argued that this “look-through” process must continue
until it reaches an individual or entity whose tax liability
was impacted.23 The Tax Court rejected this approach on
the ground that it contradicted the congressional determination that a partnership itself may be awarded litigation
costs under EAJA.24
The Tax Court chose a third approach and held that
ﬁrst-tier partners that meet the net worth requirements
are eligible to receive an award under Code Sec. 7430.25
The Tax Cou
Court
urt ffound that two of the ﬁrst-tier partners of
FRC
satisﬁ
RC
C sat
tisﬁ
i ﬁed
ed the
he net worth requirements, and awarded
litigation
had
itiggatioon costs
coosts to
t them.
m. Since no evidence
ev
h d been
submitted
regarding
rst-tierr partners,
ubmitted re
egard
din the other ﬁrst-ti
partn rs the Tax
T
Court
Cou
urt found
foound
d that
thaat they
th
hey had
d not established
estab shed that
th t they
ey met
thee net worth
were not
wortth requirements
reequire
ire
ts and thus
t
ot eligible
ligible
for an award.
d 226
Several years after the decision
Foothill Ranch, in
ecision in Foot
2009, the Treasury issued proposed
stating
proposed regulations
regul
that a TEFRA partnership meets the net worth limitations if, as of the administrative proceeding date, the
partnership’s net worth does not exceed $7 million (and
it does not have more than 500 employees), and each
partner requesting fees meets the appropriate net worth
and size limitations.27 For example, if a partnership has
individual partners, the partnership’s net worth cannot
exceed $7 million (and it cannot have more than 500
employees), and each individual partner requesting fees
must have a net worth that does not exceed $2 million.28
If a partner seeking fees is a corporation, its net worth
must not exceed $7 million and it must not have more
than 500 employees.29 These proposed regulations were
never ﬁnalized, and until they are, presumably the Tax
Court and other federal courts will apply the Foothill
Ranch test and require only that the ﬁrst-tier partners
satisfy the net worth requirements.
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“Incurred”
After the net worth requirements are satisﬁed, the next
step in determining a fee award for a TEFRA partnership
is identifying the party who actually “incurred” the litigation costs. Reasonable litigation and administrative costs
can be awarded only if “incurred in connection with”
the administrative proceeding with the IRS or litigation
against the United States.30 In Republic Plaza Properties
Partnership,31 the tax matters partner for Republic Plaza
Properties Partnership (“the Partnership”), PFI Republic
Limited, Inc. (“PFI”), ﬁled a motion for litigation costs
under Code Sec. 7430. The IRS had issued an FPAA to
the Partnership, and after the petition was ﬁled, the parties settled the adjustments and the IRS conceded that the
Partnership had met the requirements of Code Sec. 7430,
except for the identity of the prevailing party and whether
it met the net worth requirements. The petition related to
the Partnership’s 1988 Form 1065. During the 1988 tax
year, PFI acquired a 35-percent interest in the Partnership.
In 1992, PFI sold its interest to a third party, which ﬁled
the Partnership’s ﬁnal Form 1065 and terminated the
Partnership. PFI, however, retained all ﬁnancial interest
and/or tax liability with respect to the Partnership’s 1988
and 1989 returns. The IRS issued the FPAA for 1988 in
1994, and PFI ﬁled the Tax Court petition. At the time
of the petition, PFI was a four-tiered partnership, and
the ﬁrst-tier partner,
Paciﬁc Harbor Capital Inc. (“Paciﬁc
artner, Pa
Harbor”),
forr legal and eexpert
Harbor”) paid
d all of the
h bills fo
xpert sservices
rvice
in thee cas
case.
Th
Tax Court
found
both PFI and thee Part
Partnership
Thee Ta
urt foun
d tthat
hat bot
er
had a net worth of less than $7 million, but that PFI’s
ﬁrst-tier partner, Paciﬁc Harbor, as well as the second,
third and fourth-tier partners, each had a net worth in
excess of $7 million.32 The apparent issue for the Tax
Court was the identity of the prevailing party and whether
that party had satisﬁed the net worth requirements.
PFI argued that either the Partnership or PFI was the
prevailing party and that both entities satisﬁed the net
worth requirements. The IRS argued that the prevailing
party was either Paciﬁc Harbor or a lower-tiered partner
that was the real party in interest and that neither entity
satisﬁed the net worth requirements. The Tax Court did
not decide this question, however, but instead denied
the application for fees on the ground that neither the
Partnership nor PFI had incurred any litigation costs. The
Tax Court explained that even if the Partnership or PFI
were prevailing parties, neither could recover fees because
neither actually incurred any costs in connection with the
Tax Court proceedings. Rather, Paciﬁc Harbor paid all
of the litigation costs at issue.
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The Tax Court rejected the argument that Paciﬁc Harbor
incurred the costs for PFI in its capacity as tax matters
partner. The Tax Court explained that “incurred,” in this
context, meant “to become liable or subject, to bring
down upon oneself.”33 The Tax Court found that PFI
had failed to establish that either the Partnership or PFI
was legally obligated to pay any of the litigation costs at
issue and noted further that the Partnership was no longer
even in existence on the date the Tax Court petition was
ﬁled,34 and thus found that no litigation costs could be
awarded under Code Sec. 7430. The Tax Court did not
discuss whether Paciﬁc Harbor, who paid the fees, and
thus presumably incurred them, was the prevailing party.
This analysis was not necessary to the decision, as Paciﬁc
Harbor did not meet the net worth requirements in any
event. If Paciﬁc Harbor had met the net worth requirements, however, it would appear that under Foothill Ranch,
as the ﬁrst-tier partner, Paciﬁc Harbor would have been
eligible to recover litigation costs.

“Prevailing Party”
In addition to meeting the net worth requirements
discussed above, the taxpayer must have substantially
prevailed as to either the amount in controversy or “the
mostt sig
signiﬁ
gniﬁcant
c issue or set of issues presented.”35 Once a
taxpayer
establishes
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payerr esta
ablish
bli he
h that it substantially prevailed over the
IRS
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level if that position was upheld
thee App
Appeals Oﬃce or
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included in a notice of deﬁciency,
ency, even if that
tha position was
subsequently abandoned by District Counsel once the case
was docketed in Tax Court.37 However, the IRS’s position
in a “30-day letter” (notice of proposed adjustments) will
not be considered a “position of the United States” if it
is withdrawn during the Appeals process.38 Accordingly,
if the IRS concedes at Appeals so that the Appeals Oﬃce
does not issue an adverse decision, the taxpayer will not
be eligible for a fee award under Code Sec. 7430 for costs
incurred prior to the IRS’s concession.39
The government’s position is substantially justiﬁed if
it has a reasonable basis both in law and fact, a determination which is made on a case-by-case basis.40 In
determining whether the government was substantially
justiﬁed, Code Sec. 7430(c)(4)(B)(iii) directs the court
to consider whether the government lost in courts of
appeal in other circuits on substantially similar issues. In
addition, there is a rebuttable presumption that the IRS’s
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position was not substantially justiﬁed if it did not follow
the IRS’s own published guidance in the proceeding (or
private letter rulings, technical advice and determination letters issued to the taxpayer).41 The concession of
an issue, does not, by itself, establish that its position
was unreasonable; it is merely a factor to be considered
by the court.42 Courts will also consider factors such as
whether the government used the costs and expenses of
litigation to extract concessions from the taxpayer and
whether the government pursued litigation against the
taxpayer for purposes of harassment or embarrassment
or out of political motivation.43
Courts have found the government’s position to be
unjustiﬁed when the government advocated an unreasonable interpretation of the relevant statutes,44 ignored
case law or Treasury regulations supporting the taxpayer’s
position,45 repeatedly changed its position during the
course of the litigation,46 treated one taxpayer more
harshly than similarly situated taxpayers,47 violated a
settlement agreement entered into in a prior case,48 issued a notice of deﬁciency for a year which was clearly
barred by the statute of limitations,49 asserted penalties
with no factual basis,50 failed to consider information
in its possession,51 relied on an obviously biased and
incredible witness,52 and attempted to create a conﬂict
among circuits despite repeated losses.53 The fact that the
government’s position may have been reasonable at the
outset of a casee does not
o justify adhering to that position
if there
evidence
there aare developments
evel me ts in tthe
he law orr new
n ev
denc
that
position
untenable.
th makes
mak that
at pos
io u
en ble.54 In that
hat situ
situation,
at
fees will bbe awarded
taxpayer
which
fe
warded too tthe
he taxp
er for llitigation
ation wh
took place after the date the government should have
conceded the case.55

Qualiﬁed Offers
Alternatively, a taxpayer who meets the net worth requirements will be treated as a prevailing party if (i) the
taxpayer made a “qualiﬁed oﬀer” to the IRS, (ii) the IRS
rejected the qualiﬁed oﬀer, and (iii) the IRS later obtains
a court judgment that is less than the dollar amount of
the qualiﬁed oﬀer.56 A qualiﬁed oﬀer is an oﬀer made in
writing by the taxpayer to the IRS specifying the amount
of the taxpayer’s tax liability and which is designated as
an oﬀer under Code Sec. 7430.57 The qualiﬁed oﬀer must
be made during the period beginning on the date on
which the taxpayer is ﬁrst notiﬁed of the opportunity for
administrative review before Appeals and ending on the
date which is 30 days before the case is set for trial.58 The
qualiﬁed oﬀer rule does not apply where the judgment was
pursuant to a settlement with the government.59
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Exhaustion of
Administrative Remedies
Before attorney’s fees will be awarded, the taxpayer must
exhaust all available administrative remedies.60 Treasury
regulations require that before litigating liability in Tax
Court or ﬁling a refund suit, the taxpayer must ﬁle a protest and request and attend an Appeals Oﬃce conference.61
These procedures are not required in a Tax Court case if the
IRS informs the taxpayer that they are not necessary or if
the taxpayer does not receive a 30-day letter and therefore
is unable to ﬁle a protest or request an Appeals conference,
or the taxpayer was not oﬀered an appeals conference after
the case was docketed in Tax Court.62 A taxpayer bringing
a refund suit is considered to have exhausted administrative remedies if he or she exhausted those remedies prior
to receiving the 90-day letter, or if, after ﬁling the claim
for refund, he or she received a notice of disallowance of
the claim (without ﬁrst receiving a preliminary notice of
proposed disallowance inviting him or her to request an
Appeals conference), or if the IRS took no action on the
refund claim for six months.63

Code Sec. 7430 applies will be handled by attorneys with
“tax expertise.”72

Procedures for Obtaining Awards
An award under Code Sec. 7430 may be made by any
federal court, including the Tax Court, Claims Court
and appellate courts,73 except a bankruptcy court.74 Code
Sec. 7430 also permits an award of attorney’s fees in any
declaratory judgment proceeding if the requirements for
obtaining such fees in other tax proceedings are satisﬁed.75
The determination of who is the prevailing party is to be
made by the court if the matter was litigated, by agreement
of the parties or by the IRS if only an administrative proceeding was involved.76 When the IRS makes the decision
in an administrative proceeding, the taxpayer may appeal
its decision to the Tax Court.77
A taxpayer seeking an award under Code Sec. 7430
must submit to the court an application for fees and other
expenses that shows that the party meets all of the eligibility requirements and includes an itemized statement of
the expenses.78 This application must be made within 30
days of a ﬁnal judgment.79
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fees or
similar charges imposed by the IRS, cour
court costs, expert
witness fees, costs of analyses and studies “necessary for
the preparation of the party’s case” and attorney’s fees.65
Court costs include “normal litigation expenses” such
as postage, travel expenses and computerized research.66
Except for expert witness and attorney’s fees, the
amounts awarded are to be “based upon prevailing market rates.”67 Expert witness fees are limited to the highest
rate paid by the U.S. government for expert witnesses.68
Currently, attorney’s fees are limited to a maximum of
$190 per hour,69 unless the court ﬁnds that a higher rate
is necessary because of an increase in the cost of living
or because of a “special factor,” such as the limited availability of qualiﬁed attorneys.70 Several courts have found
that a “special factor” permitted an upward adjustment in
complex cases that required the services of an attorney who
specialized in tax cases,71 but other courts have rejected
this view on the ground that virtually all cases to which
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In addition to the statutory requirements, the Tax Court
has established rules governing applications under Code
Sec. 7430. Pursuant to Tax Court Rule 231, if the case is
settled, the question of costs and fees may be resolved by
stipulation of the parties or by a motion made after all
other issues have been settled.80 If the case is not settled,
a party may submit a motion for costs or fees within 30
days after the case is decided.81 If the taxpayer does not
comply with Rule 231 and ﬁle the application within 30
days, he or she will be barred by res judicata from ﬁling
a subsequent proceeding for costs or fees because the
stipulation decision documents contain the resolution of
all issues that were litigated or could have been litigated
in the Tax Court case.82
If the motion is timely ﬁled, the Tax Court will either
decide it immediately or direct the other party to respond
©2014 CCH INCORPORATED. ALL RIGHTS RESERVED.
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within 60 days.83 In such a case, the parties must confer
prior to the ﬁling of the response in an eﬀort to settle the
issue.84 The Tax Court may order a hearing on the motion
where there is a bona fide factual dispute.85 The burden of
proof is on the party seeking costs or fees.86
An order awarding or denying costs or fees is incorporated as part of the ﬁnal judgment in the case and is
appealable in the same manner as that judgment.87 The
taxpayer may be entitled to an award of fees for the time
spent litigating the fee award itself, even if the government’s position on the fee issue was not unreasonable.88
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acquisition costs. G.D. Willford, 67 TCM 2542, CCH Dec. 49,753(M), TC
Memo. 1994-135, at *13.
Foothill Ranch Company Partnership, 110 TC 94, CCH Dec. 52,555 (1998).
Code Sec. 6321(a)(7)(A); Reg. §301.6231(a)(7)-1(b)(1)(ii).
Foothill Ranch Company Partnership, 110 TC at *99; Code Secs. 6226(c),
6228(a)(4); Tax Court Rule 247; Chef’s Choice Produce, Ltd., 95 TC 388,
395, CCH Dec. 46,910 (1990).
Id.
Id. (citing 28 USC §2412(d)(2)(B)).
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484 F3d 1103 (government’s position in administrative proceedings and
judicial proceedings are considered separately).
J. Puricello, 107 TCM 1255, CCH Dec. 59,858(M), TC Memo 2014-50.
Id.
Moulton v. United States, CA-1, 429 F3d 352, 355 (2005); J.E. Bisbee, CA-8,
2001-1 USTC ¶50,359, 245 F3d 1001, 1007; Consolidated Investors Group,
100 TCM 51, CCH Dec. 58,277(M), TC Memo 2010-158.
Code Secs. 7430(c)(4)(B)(ii), (iv).
Blakely v. United States, 85 FedCl 360, 372 (2008); Consolidated Investors
Group, 100 TCM 51, CCH Dec. 58,277(M), TC Memo 2010-158.
See e.g., KM Systems, Inc. v. United States, DC-NJ, 360 FSupp. 2d 641, 644
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(2005).
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Code. Sec. 7430(c)(6); D.E. Heasley, CA-5, 92-2 USTC ¶50,412, 967 F2d 116.
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otherwise, the bankruptcy court must make a recommendation to the
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CA-9, 96-2 USTC ¶50,390, 89 F3d 661; In re H.R. Grewe, CA-4, 93-2 USTC
¶50,535, 4 F3d 299, 303 (same); In re Seay, D.L. Seay, BC-DC Ark., 2007-2
USTC ¶50,694, 369 BR 423, at 435–36 (same).
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Code Sec. 7430(c)(4)(C).
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Id.
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P. Sauers, CA-3, 85-2 USTC ¶9608, 771 F2d 64.
See, e.g., J.R. Dixon, 132 TC 55, CCH Dec. 57,766 (2009) (awarding fees under
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