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MVEMORANDUM OPI NI ON

GOEKE, Judge: This matter is before the Court on
petitioner’s notion for award of reasonable litigation costs

under section 7430 and Rule 231.1

1Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code, as anended, and all Rule references
are to the Tax Court Rules of Practice and Procedure.
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After conducting a field exam nation, the Internal Revenue
Service (IRS) issued to petitioner a Notice of Determ nation of
Worker Classification (notice of determnation), in which it
concl uded petitioner erroneously classified its dance instructors
as i ndependent contractors. Petitioner petitioned this Court for
redeterm nation of the worker classification. After petitioner’s
petition was filed wth the Court, respondent forwarded the case
to the IRS Appeals O fice. The Appeals officer to whomthis case
was assi gned conceded the worker classification issue, and a
stipul at ed deci sion was entered on the basis of the settlenent.
Petitioner filed this notion seeking an award of reasonabl e
litigation costs. To proceed wth petitioner’s notion, the
stipul ated deci sion was vacated and filed as a stipul ation of
settled issues. After consideration, we hold that petitioner
shal |l be awarded litigation costs to the extent determ ned
her ei n.

Backgr ound

The parties agree that the notion for litigation costs may
be di sposed of without a hearing. The stipulation of facts, the
exhi bits attached thereto, and the stipulation of settled issues
are incorporated herein by this reference. Wen petitioner
petitioned this Court, its principal place of business was in E

Paso, Texas.



The Busi ness

Petitioner’s business is a dance studio that offers cl asses
in dance, gymastics, martial arts, and other fitness-rel ated
activities.

Petitioner is owned and operated by Deni se Lopez (M.
Lopez), who, in 1997, purchased the business as a sole
proprietorship, which was doi ng busi ness as “Chanpi on Studi o”.
Ms. Lopez incorporated the business in 1998 under the nane
“Images in Mtion of El Paso, Inc.”,2 but continued conducting
busi ness as “ Chanpi on Studio”.

In 2001, the I RS exam ned petitioner’s taxable years 2000
and 2001 to determ ne whether it had conplied with Federal
enpl oynment tax laws. Specifically, the exam nation was used to
determ ne whether petitioner had properly classified its dance
instructors (instructors) as independent contractors rather than
enpl oyees. The I RS conducted the exam nation on the basis of
i nformati on provided by an informant--who was an instructor at
petitioner’s studio. The Form 3449-CG Referral Report, states
that the instructors were issued “enpl oyee manual s” and were
required to follow the directives set out in those manual s.
Additionally, the referral states that the instructors could be

fired if they failed to attend work.

2The record does not indicate whether petitioner is a Cor S
cor porati on.
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An enpl oynent tax specialist conducted the exam nati on of
petitioner (the exam ning agent). The exam ning agent
interviewed Ms. Lopez. The exam ning agent also received witten
responses to questionnaires she provided to four of petitioner’s
i nstructors whom she had randomy selected froma list Ms. Lopez
provi ded.

In the interviews of the four instructors, three
acknow edged they were given “manual s”, but none of them believed
the directives were mandatory. Two of the three who received the
manual s specifically stated they were not mandatory. The fourth
instructor denied that any manual was issued. The docunents in
guestion were not titled “manual s” but rather were guidelines for
conducti ng dance classes, instructions in first aid, and an
“Enpl oyee Code of Conduct”. The latter nerely set forth basic
behavi oral norns and prohibited vul gar | anguage.

After reviewing Ms. Lopez’'s statenents and the instructors’
responses, the exam ning agent determ ned that petitioner and the
instructors had created enpl oyer-enpl oyee rel ati onshi ps rat her
t han princi pal -i ndependent -contractor relationships.

Specifically, the Exam ning Agent concluded that: (1) Petitioner
did not qualify for section 530 relief as provided in the Revenue
Act of 1978, Pub. L. 95-600, 92 Stat. 2885, as anended; (2)
petitioner exercised sufficient behavioral and financial control

over its instructors to classify them as enpl oyees; and (3)
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petitioner’s arrangenent with its instructors strongly evidenced
t he exi stence of an enpl oyer-enpl oyee rel ati onshi p.

Procedural History

On Cctober 2, 2002, respondent issued a 30-day letter to
petitioner in which he determ ned petitioner owed Federal

enpl oynent taxes as foll ows:

Ki nd of Tax
Tax Peri od and Code
Ended Section Anpunt of Tax
2000 FUTA, sec. $2, 630. 35
3301
3/31-12/31/00 FICA & FITW 11, 343. 96
secs. 3101,
3111, 3402
2001 FUTA, sec. 6, 306. 01
3301
3/31-12/31/01 FICA & FITW 12, 890. 36
secs. 3101,
3111, 3402
Tot al 33,170. 68

! Federal incone tax withhol ding.

Respondent encl osed, with the 30-day letter, IRS Publication 5,
Your Appeal R ghts And How to Prepare a Protest If You Don’t
Agree (Publication 5). Respondent referred petitioner to
Publication 5 if it intended to request an Appeals Ofice
conf erence.

On Cct ober 16, 2002, petitioner’s counsel, David P. Leeper
(M. Leeper), faxed a one-sentence letter requesting an Appeal s
O fice conference. The exam ning agent notified M. Leeper that

petitioner was required to submt a formal witten protest. On
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Cct ober 24, 2002, M. Leeper stated, in a facsimle sent to the
exam ni ng agent, that the instructors were independent
contractors on the basis of the 20 common |aw factors used to
classify working relationships. The one-page letter net the
requi renents of a small case request as outlined in Publication 5
since the deficiency for each tax period at issue is |ess than
$25, 000.

The exam ning agent did not forward this case to the Appeals
O fice, and on February 20, 2003, respondent issued the notice of
determ nation, which stated his determ nation that petitioner’s
dance instructors were enployees. Accordingly, respondent
asserted liabilities against petitioner under the Federal
| nsurance Contri butions Act (FICA), the Federal Unenpl oynment Tax
Act (FUTA), and the related inconme tax w thhol ding provisions in
the total amount of $33,170.68 for its 2000 and 2001 tax years.

On May 22, 2003, petitioner’s petition challenging
respondent’s assertions in the notice of determ nation was fil ed.
The case was then forwarded to the Appeals Ofice in Austin,
Texas. |In August 2003, the assigned Appeals officer contacted
petitioner’s counsel by tel ephone. During this discussion,
petitioner’s counsel agreed to submt a formal witten protest
containing petitioner’s argunents supporting its position that
its instructors were independent contractors. On Septenber 4,

2003, petitioner submtted a 36-page docunent to the Appeal s
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officer in which it argued that the instructors were independent
contractors, not enployees. Apparently attenpting to prevent the
docunent from being introduced at trial, petitioner qualified the
docunent as only for settlenent purposes.

After reviewing the information contained in petitioner’s
docunent, the Appeals officer determ ned that petitioner had a
significant chance of prevailing on the worker classification
i ssue. The Appeals officer conceded the case because “the
Governnment faces overall litigating hazards in excess of 80
percent in reclassifying the instructors at issue from
i ndependent contractors to enployees.” The Appeals officer
reached this conclusion after review ng the available information
inthis case and finding that “the taxpayer has a substanti al
chance of prevailing inits contention that the instructors * * *
wer e i ndependent contractors as originally classified” under the
20 comon | aw factors and “in establishing that Section 530 safe
haven provisions [of the Revenue Act of 1978] are present”. On
the basis of the Appeals officer’s settlenent, a stipulated
deci sion was executed by the parties and entered by the Court on
Novenber 5, 2003.

On Decenber 18, 2003, we granted petitioner’s notion to
vacat e deci sion, which was filed on Decenber 15, 2003, so that

petitioner’s notion for reasonable litigation costs could
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proceed. On Decenber 18, 2003, petitioner’s notion for award of
reasonable litigation costs was fil ed.

Di scussi on

Petitioner’s notion is for reasonable litigation costs,
whi ch may be awarded only if the taxpayer satisfies all of the

requi renents set forth in section 7430. (Coettee v. Conm Ssioner,

124 T.C. 286, 289 (2005); Mnahan v. Conm ssioner, 88 T.C. 492,

497 (1987). In relevant part, section 7430(a) provides that the
prevailing party may be awarded reasonable litigation costs in
connection wth any court proceedi ng brought by or against the
United States for the determnation of any tax. |In addition to
being the prevailing party, to be eligible for litigation costs,
a taxpayer nust have: (1) Exhausted all adm nistrative renedies,
and (2) not unreasonably protracted the underlying proceeding.
Sec. 7430(b) (1), (3).

A taxpayer is generally the prevailing party if it
substantially prevailed with respect to either the anmount in
controversy or the nost significant issue or set of issues and if
it neets the net worth requirenent set forth in the Equal Access
to Justice Act, 28 U S. C sec. 2412(d)(2)(B). Sec.
7430(c)(4) (A . The taxpayer bears the burden of proving that
these requirenents are net. Rule 232(e). Even if the taxpayer
satisfies all of the stated requirenents, section 7430(c)(4)(B)

expressly provides that a taxpayer shall not be treated as the
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prevailing party if the Conmm ssioner establishes his position was
substantially justified.

Respondent concedes that: (1) Petitioner neets the net
worth requirenent; (2) petitioner’s request for litigation costs
was tinely; and (3) petitioner substantially prevailed with
respect to the nost significant issue. However, respondent
contends: (1) Petitioner is not the prevailing party because his
litigating position was substantially justified; (2) petitioner
failed to exhaust all admnistrative renedies available to it;

(3) petitioner unreasonably protracted the proceedings; and (4)
petitioner did not adequately substantiate its clainmed litigation
costs.

A. VWhet her Petitioner Exhausted the Avail able Adm nistrative
Renedi es

The parties dispute whether petitioner exhausted all
adm nistrative renedies. This dispute stens fromthe foll ow ng
facts:

(1) The IRS issued to petitioner a 30-day letter on Cctober
2, 2002, and included Publication 5;

(2) petitioner faxed a one-sentence letter to the IRS
requesting an Appeals Ofice conference on Cctober 16, 2002,

(3) the IRS notified petitioner that it was required to file

a formal witten protest to obtain an Appeals Ofice conference;
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(4) petitioner faxed a three-sentence letter on October 24,
2002, which stated: “Qur appeal request stands as submtted.
Thi s taxpayer does not exercise sufficient control as described
in the 20 common | aw factors to be subject to the enpl oynent tax,
whi ch you determi ned. W seek a conference at an appeal s hearing
to review your determnation.”; and

(5) on Cctober 25, 2002, the IRS, by letter, gave petitioner
15 days fromthe date of the letter to file a “valid protest” to
the 30-day letter since it believed petitioner’s request did not
adequately set forth its legal and factual argunents in
accordance with Publication 5.

Petitioner urges us to find that its letter dated October
24, 2002, was sufficient to request an Appeals O fice conference.
Respondent counters that section 601.105(d)(2)(iii), Statenent of
Procedural Rules, required petitioner to file a witten protest
to obtain Appeals Ofice consideration following the field
exam nation since the total amount of proposed tax including
penal ti es exceeded $10,000 for a taxable period. See also sec.
601.106(a)(1)(iii)(b), Statenent of Procedural Rules. W nust
review the regulations and the information the IRS provided to
petitioner, to resolve this issue.

Section 301.7430-1(b) (1), Proced. & Adm n. Regs., provides:

A party has not exhausted the adm nistrative renedies

avai lable within the Internal Revenue Service with

respect to any tax matter for which an Appeals office
conference is avail abl e under 88 601. 105 and 601. 106 of
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this chapter (other than a tax matter described in
paragraph (c) of this section) unless--

(1) The party, prior to filing a petition in the
Tax Court * * * participates * * * in an Appeals office
conf erence; or

(i) 1If no Appeals office conference is granted,
the party, prior to the issuance of a statutory notice
in the case of a petition in the Tax Court * * *

(A) Requests an Appeals office conference in
accordance with 88 601.105 and 601.106 * * *; and

(B) Files a witten protest if a witten protest
is required to obtain an Appeals office conference.

Respondent’s 30-day letter sent to petitioner states:
| f you do not accept our findings, we reconmend
that you request a hearing with our O fice of Regional

Director of Appeals. * * *

| f the proposed change is nore than $2,500 but is
* * * $25,000 or less for any tax period, you nust give
a brief witten statenent of the disputed issues.

| f the proposed change to you [sic] tax (including
penal ties) is MORE THAN $25, 000 for any tax period, we
will require a witten protest. Follow the

instructions in the enclosed Publication 5, which also

expl ai ns your appeal rights.

According to Publication 5, a taxpayer nust follow the
instructions in the 30-day letter to receive an Appeals Ofice
conference. Publication 5 directs a taxpayer to file its form
witten protest or small case request with the office named in
the 30-day letter to receive an Appeals Ofice conference.
Publication 5 contains the sanme nonetary ranges as the 30-day
letter, which instructs the taxpayer to file either a small case

request or formal witten protest. Additionally, to conplete a
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smal | case request for an Appeals Ofice conference Publication 5
states that a taxpayer nust send a letter in which it identifies
the RS s proposed changes that the taxpayer disagrees with and

t he reasons for di sagreenent.

Finally, Internal Revenue Manual (IRVM part 8.6.1.1.4(1)
(Dec. 13, 1999), Witten Protests and “Small Case Requests” in
Unagreed Cases, states: “Appeals will consider natters under its
smal | case request procedures if the total anount for any tax
period is not nore than $25,000.” The small case request
requi renents under the IRMare virtually identical to those
stated in Publication 5. Unlike a witten request for a snal
case, a witten protest is “required to obtain Appeal s
consideration if the total amount for any tax period is nore than
$25,000.” IRMpt. 8.6.1.1.4(2) (Dec. 13, 1999). A witten
protest nust include, anong other things, “the facts supporting
the taxpayer’s position on any di sagreed issue, and the | aw or
authority, if any, on which the taxpayer relies.” |RMpt.
8.6.1.1.4(2) (Dec. 13, 1999).

In this case, for each tax period at issue the proposed
change was | ess than $25,000. Having reviewed petitioner’s
| etter dated October 24, 2002, we find that it conplied with the
smal | case request requirenents set forth in the 30-day letter,
Publication 5, and the IRM Respondent did not grant

petitioner’s request but instead directed petitioner, in a letter
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dated Cctober 25, 2002, to file a formal protest since “your
protest has not been conpleted in accordance with the guidelines
outlined in the enclosed Publication 5.” Petitioner did not
conply with this request.

Because the anpbunts of tax used in the 30-day letter,
Publication 5, and IRMpart 8.6.1.1.4 are inconsistent with
section 601.105(d)(2), Statenent of Procedural Rules, we nust
deci de whet her petitioner’s conpliance with the 30-day letter and
Publication 5 satisfies the statutory requirenent to have
exhausted all admnistrative remedies. W note that the I RS has
no duty to conmply with section 601. 105, Statenent of Procedural
Rul es, or any other rules that do not have the force and effect

of law. See Luhring v. d otzbach, 304 F.2d 560, 563 (4th Cr

1962) (finding section 601.105, Statenent of Procedural Rules,
does not have the force and effect of |aw); see also VWard v.

Comm ssi oner, 784 F.2d 1424, 1430-1431 (9th Cr. 1986) (hol ding

the IRS has no duty to conply with section 601.601(d), Statenent
of Procedural Rules, because it does not have the force and
effect of law), affg. T.C. Menp. 1984-570.

Wth this background in m nd, we note respondent did issue a
30-day letter, and section 601.105(c)(2)(i), Statenent of
Procedural Rules, requires a 30-day letter to provide a detailed
expl anation of the avail able alternatives including consideration

of the case by an Appeals Ofice. Simlarly, section
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601.105(d) (1), Statenment of Procedural Rules, provides that the
30-day letter nust informthe taxpayer of the avail abl e appeal
rights in case the taxpayer disagrees with the proposed
determ nation. Neither the 30-day letter nor Publication 5
references section 601.105 or 601.106, Statenent of Procedural
Rul es, for the proposition that a witten protest is required for
an Appeals Ofice conference to be granted followng a field
exanm nation where the proposed additional tax exceeds $10, 000 for
a tax period. To the contrary, as stated above, the small case
request limt in Publication 5 and the 30-day letter is $25, 000.
Here, the potential liabilities exceeded $10,000 for the two
peri ods at issue but not $25,000 for any period.

As noted, the Statenent of Procedural Rules, of which

section 601.105 is a part, is directory and not mandatory.

Rosenberg v. Conm ssioner, 450 F.2d 529 (10th Cr. 1971), affgqg.

T.C. Meno. 1970-201; Luhring v. d otzbac, supra; Flynn v.

Comm ssioner, 40 T.C. 770, 773 (1963). Petitioner is not

asserting that respondent’s failure to conply with any directives
i nval i dates any action respondent took. Instead, petitioner’s
position is that it conplied with the instructions that the IRS
provi ded, and the fact that there is a conflict in the IRS
procedures should be resolved in its favor. Petitioner conplied
with the procedures outlined in Publication 5 and the 30-day

letter to file a brief witten request to receive an Appeal s
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O fice conference. Accordingly, we hold petitioner reasonably
attenpted to exhaust the adm nistrative renedi es avail abl e.
Qur analysis is not in conflict with the general rule that
“taxpayers rely on * * * [IRS] publications at their peril.”

MIler v. Conm ssioner, 114 T.C 184, 195 (2000), affd. on other

grounds sub nom Lovejoy v. Conmm ssioner, 293 F.3d 1208 (10th

Cr. 2002); see Carpenter v. United States, 495 F.2d 175 (5th

Cir. 1964). This rule was adopted since publications are not
bi ndi ng on the Governnent, nor can they change the plain nmeaning

of a statute. See, e.g., MIller v. Conmm ssioner, supra at 195.

Petitioner satisfied the steps outlined by respondent’s
correspondence, but it was not given an Appeals Ofice
conference, as discussed in further detail infra. Thus, there is
no statutory conflict.

Li kewi se, this case is distinguishable fromHaas &

Associ ates Accountancy Corp. v. Conm ssioner, 117 T.C. 48 (2001),

affd. 55 Fed. Appx. 476 (9th Gr. 2003). Petitioner, unlike the

t axpayers in Haas Associates Accountancy Corp., filed a witten

request for an Appeals Ofice conference in accordance with the
30-day letter and Publication 5. Moreover, once this case was
forward to the Appeals Ofice, after being docketed with the
Court, petitioner cooperated with the Appeals Ofice, unlike the

t axpayers in Haas Associates Accountancy Corp. G ven these
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factual differences, Haas Associ ates Accountancy Corp. does not

dictate the result in this case.

I n expl ai ni ng the exhaustion of adm nistrative renedies
provi sion the House of Representatives Ways and Means Commttee’s
report states:

* * * This provision of the bill is intended to
preserve the role that the adm nistrative appeal s
process plays in the resolution of tax disputes by
requiring taxpayers to pursue such renedies prior to
[itigation. A taxpayer who actively participates in
and discloses all relevant information during the

adm ni strative stages of the case will be considered to
have exhausted the avail able adm nistrative renedi es.
Failure to so participate and di sclose information nay
be sufficient grounds for determ ning that the taxpayer
has not exhausted adm nistrative renedi es and,
therefore, is ineligible for an award of litigation
costs.

The comm ttee recogni zes that the exhaustion of
remedi es requi renent nmay be inappropriate in sonme
cases. * * * Therefore, taxpayers are required to
exhaust avail able adm ni strative renedi es unless the
court determ nes that, under the circunstances of the
case, such requirement is unnecessary. [H Rept. 97-
404, at 13 (1981); enphasis added.]

See Staff of Joint Comm on Taxation, General Explanation of the
Tax Equity and Fiscal Responsibility Act of 1982 (the so-called
Bl ue Book), at 448 (J. Comm Print 1982).

The cited legislative history shows Congress enacted the
exhaustion of admnistrative renedi es requirenent because it was
concerned with taxpayers attenpting to bypass adm nistrative
review, which would create an incentive to underm ne a principa
forumto resolve a dispute. See also Paynent of Attorneys’ Fees

in Tax Litigation: Hearing Before the Subcomm on Sel ect Revenue
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Measures of the H Comm on Ways and Means, 97th Cong. 97-29
(1981) (statenent of John E. Chapoton, Assistant Secretary for
Tax Policy, Departnent of the Treasury, and Roscoe L. Egger, Jr.,
Comm ssi oner of Internal Revenue stating their concern that H R
3262, 97th Cong., 1st Sess. sec. 2 (1981), did not contain a
requi renent that the taxpayer exhaust the avail able
adm nistrative renedies before attorney’s fees could be awarded).
The record is devoid of any indication that petitioner wthheld
relevant facts. The exam ning agent’s report supports a
conclusion that Ms. Lopez was forthcom ng and cooperative during
the exam nation process. Follow ng the issuance of the 30-day
letter, petitioner appropriately requested that this case be
forwarded to the Appeals Ofice for review. It is clear the
requi renent in section 301.7430-1(b)(1), Proced. & Adm n. Regs.,
that attendance at an Appeals Ofice conference is necessary to
exhaust adm nistrative renedies is conditioned on the
availability of the Appeals Ofice conference to the taxpayer.
Petitioner attenpted to pursue an adm nistrative appeal in the
hope of resolving this case because petitioner conplied with the
30-day letter and Publication 5. Despite petitioner’s efforts,
the Exam nation Division did not make an Appeals Ofice

conference available to petitioner. Cf. Haas & Associ ates

Account ancy Corp. v. Conmni ssioner, supra at 62.
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Finally, we note that Publication 5 and the applicable IRM
section were drafted nore than 10 years after section
601. 105(d)(2)(iv), Statement of Procedural Rules, was | ast
amended in 1987.% While procedural rules and publications are
not | aws, they act as guides for the IRS and taxpayers to follow.
We therefore hold that petitioner satisfied the statutorily
i nposed requirenent to have exhausted all adm nistrative renedi es
available by filing a witten request for an Appeals Ofice
conf er ence.

B. VWhet her Respondent’s Litigating Position Was Substantially
Justified

In the context of a notion for reasonable litigation costs,
a “court proceeding” is any civil action brought in a court of
the United States. Sec. 7430(c)(6). The litigating position of
the United States is the position it takes in the court
proceedi ng to which section 7430(a) applies. Sec. 7430(c)(7);

Maggie Mgmt. Co. v. Conmm ssioner, 108 T.C. 430, 442 (1997).

Respondent’s litigating position is found in his answer, which

was filed on June 30, 2003. Huf f man v. Conmi ssi oner, 978 F. 2d

1139, 1148 (9th Gr. 1992), affg. in part, revg. in part and

remanding T.C. Meno. 1991-144; Maggie Mint. Co. v. Conmi Ssioner,

supra at 442. Respondent’s position in the answer was that: (1)

3 In 1993, the IRS proposed anendnents to the Statenent of
Procedural Rules, permtting a small case request doll ar
[imtation of “not nore than $25,000". Sec. 601.106(b)(4),
Proposed Statenment of Procedural Regs., 58 Fed. Reg. 48805 ( Sept.
20, 1993). This proposal has yet to be adopt ed.
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The workers described in the notice of determ nation were
properly classified as enpl oyees for the tax periods at issue;
(2) petitioner was not entitled to relief under section 530 of
the Revenue Act of 1978 with respect to such individuals; and (3)
petitioner owed $33,170. 68 of additional Federal enploynent
t axes.

As stated above, respondent contends that his position is
substantially justified. Respondent’s position is substantially
justified if it has a reasonable basis in both fact and | aw

Maggie Mgnt. Co. v. Conmmi ssioner, supra at 443; DeVenney V.

Commi ssioner, 85 T.C 927, 930 (1985); sec. 301.7430-5(c),

Proced. & Admin. Regs. W apply the reasonabl e person standard

to determ ne reasonabl eness. See Pierce v. Underwood, 487 U. S.

552, 565 (1988) (stating that the Conmm ssioner’s position is
substantially justified if it is supported “to a degree that
coul d satisfy a reasonable person”). The reasonabl eness of the
Comm ssioner’s position is based on the available facts used to
formhis position and | egal precedents related to the case.

Maggie Mgnt. Co. v. Commi ssioner, supra at 443. W shall review

t he reasonabl eness of respondent’s factual and | egal positions
t oget her since enploynent status is generally a factual question.

See Weber v. Conm ssioner, 103 T.C. 378, 386 (1994), affd. per

curiam60 F.3d 1104 (4th Cr. 1995).
A significant factor we use in deciding whether the

Comm ssioner’s position is substantially justified is whether the



- 20 -
t axpayer presented all relevant information under its control and
rel evant | egal argunents supporting its position to the
appropriate I RS personnel. Sec. 301.7430-5(c)(1), Proced. &
Adm n. Regs. “Appropriate Internal Revenue Service personnel”
are those enpl oyees review ng the taxpayer’s information or
argunents, or those enployees who, in the normal course of
procedure and adm nistration, would transfer the information or
argunents to the review ng enpl oyees. 1d.

1. The D sput e: Empl oyee Versus | ndependent Contractor

The enpl oynent tax sections of the Internal Revenue Code are
in subtitle C. Sections 3111 and 3301 i npose taxes on enpl oyers
under FI CA and FUTA, respectively, based on wages paid to
enpl oyees. Section 3101 inposes a tax on enpl oyees under FICA
based on their wages paid, which the enployer is required to
col l ect under section 3102. The term “wages”, as used in these
statutes, generally enconpasses “all renuneration for
enpl oynent”. Secs. 3121(a), 3306(b). The term “enpl oyee”, for
FI CA taxes purposes, is defined in section 3121(d), and, with
nodi fications not pertinent here, section 3306(i) nmakes this
definition applicable for purposes of FUTA taxes as well.

Section 3121(d)(2) provides that an “enpl oyee” includes “any
i ndi vi dual who, under the usual comon |aw rules applicable in
determ ning the enpl oyer-enpl oyee rel ati onshi p, has the status of
an enpl oyee”. Section 31.3121(d)-1(c)(2), Enploynent Tax Regs.,

defines the common | aw enpl oyer-enpl oyee rel ationship as foll ows:
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(2) Generally such relationship exists when the
person for whom services are perfornmed has the right to
control and direct the individual who perforns the
services, not only as to the result to be acconplished
by the work but also as to the details and neans by
which that result is acconplished. That is, an enpl oyee
is subject to the will and control of the enployer not
only as to what shall be done but how it shall be done.
In this connection, it is not necessary that the
enpl oyer actually direct or control the manner in which
the services are perforned; it is sufficient if he has
the right to do so. The right to discharge is also an
i nportant factor indicating that the person possessing
that right is an enployer. QOher factors
characteristic of an enpl oyer, but not necessarily
present in every case, are the furnishing of tools and
the furnishing of a place to work, to the individual
who performs the services. 1In general, if an
i ndi vidual is subject to the control or direction of
another nerely as to the result to be acconplished by
the work and not as to the nmeans and nethods for
acconplishing the result, he is an independent
contractor. * * *

We have held that even though the determ nation of enpl oyee
status is to be made by common | aw concepts, a realistic
interpretation should be adopted, and doubtful questions shoul d

be resolved in favor of enploynent. Ewens & Mller, Inc. v.

Comm ssioner, 117 T.C 263, 269 (2001).

Section 530 of the Revenue Act of 1978 (section 530)
provides relief fromenploynent tax liability. Pub. L. 95-600,
92 Stat. 2885 (as anended). A taxpayer is entitled to relief
under section 530 if it denonstrates: (1) It did not treat an
i ndi vidual as an enpl oyee for enploynent tax purposes for any
period, sec. 530(a)(1); (2) it filed all required Federal tax
returns consistent with its treatnent of the individual, id.; and

(3) it had “a reasonabl e basis for not treating an individual as
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an enpl oyee”, sec. 530(a)(2). A taxpayer is deened to have a
reasonabl e basis if the taxpayer established its “treatnent of
such individual * * * was in reasonable reliance on”
(A) judicial precedent, published rulings, technical
advice with respect to the taxpayer, or a letter ruling
to the taxpayer
(B) a past Internal Revenue Service audit of the
t axpayer in which there was no assessnent attributable
to the treatnment (for enploynent tax purposes) of the
i ndi vi dual s hol di ng positions substantially simlar to
the position held by this individual; or

(O long-standing recogni zed practice of a significant
segnent of the industry in which such individual was

engaged. [1d.]
Courts have noted that, in addition to the safe harbors of
section 530(a)(2), a taxpayer may denonstrate any other
reasonabl e basis for the treatnment of an enpl oyee for tax

purposes. See, e.g., Springfield v. United States, 88 F.3d 750,

753 (9th Cir. 1996); Boles Trucking, Inc. v. United States, 77

F.3d 236, 239 (8th Cr. 1996). The legislative history reveals
that the reasonable basis inquiry is to be liberally construed in
favor of the taxpayer. See H Rept. 95-1748, at 5 (1978), 1978-3
C.B. (Vol. 1) 629, 633. Section 530(e)(4) places the burden of
proof on the Secretary if the taxpayer establishes a prim facie
case that it was reasonable not to treat an individual as an

enpl oyee, and the taxpayer has conplied with the Secretary’s

reasonabl e requests for tax periods at issue.



2. Reasonabl eness

Respondent argues that his position is substantially
justified because the facts gathered during exam nation and the
| aw, taken together, indicate petitioner had inproperly
classified its instructors as independent contractors.
Respondent further contends that petitioner did not provide al
rel evant |egal argunents that its instructors were independent
contractors, not enployees. Before we address whet her
respondent’ s position was reasonable, the parties di spute whether
the Appeals officer’s determnation is relevant to the
reasonabl eness of respondent’s position.

a. Whet her the Appeals Oficer’s Determination Is

Rel evant to the Reasonabl eness of Respondent’s
Litigati ng Position

Respondent urges the Court to review the exam ning agent’s
report as the basis for the position taken in the answer, but to
not consider the Appeals officer’s analysis. Petitioner argues
that the Appeals transmttal and case neno is relevant in
deci di ng whet her respondent’s position was reasonable. The
record establishes that respondent’s exam ning agent had the
relevant facts in her possession before the notice of
determ nation was issued. This is significant since the common
| aw factors and section 530 relief are both fact-intensive
inquiries. Thus, we find that the Appeals officer’s analysis is
a witten docunent recapitulating the relevant facts of this case

and is rel evant.
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In addition, respondent’s litigating position in his answer
generally denies petitioner’s allegations. Because the answer
does not contain any significant analysis, we rely upon the facts
as devel oped by the exam ning agent as the reasoni ng behind
respondent’s contentions.

b. VWas Respondent’s Litigating Position
Reasonabl e?

Whet her petitioner properly classified its instructors as

enpl oyees is a question of fact. See Wber v. Conm ssioner, 103

T.C. at 386; Packard v. Comm ssioner, 63 T.C. 621, 629 (1975).

We generally accord significant weight to the anmount of control a
t axpayer exercises over its instructors since control is the
“crucial test” in determ ning the nature of a working

relationship. Gen. Inv. Corp. v. United States, 823 F. 2d 337,

341 (9th Cr. 1987). |In determning the nature of a working
rel ati onship, the threshold |l evel of control for the creation of
an enpl oyer-enpl oyee rel ationship varies depending on the nature

of the services the worker provided. Wber v. Conm ssioner,

supra at 387-388.

Respondent conceded the ultimate issue: whether petitioner
properly classified its instructors as independent contractors.
This concession is not necessarily determ native that
respondent’s prior position on that issue was unreasonabl e.

Portillo v. Conm ssioner, 988 F.2d 27, 28 (5th Gr. 1993), revg.

T.C. Meno. 1992-99. However, it is a factor that we may
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consider. See Maggie Mgnt. Co. v. Conmm ssioner, 108 T.C. at 443;

Powers v. Conmmi ssioner, 100 T.C. 457, 471 (1993), affd. in part,

revd. in part and remanded on another issue 43 F.3d 172 (5th Gr
1995). On this point, it was the Appeals officer’s review of the
facts that led himto conclude that “the conmmon | aw factors do
not support a finding that the taxpayer had the right to control
and direct the work of the instructors as to the details and
means by which they acconplished their work.”

The facts do not support respondent’s position that the
exam ning agent had insufficient information to accept
petitioner’s worker classification or that the facts indicated
petitioner’s worker classification was incorrect. The
exam ni ng agent determ ned that petitioner’s dance instructors
were enpl oyees after considering three factors--(1) behavi oral
control, (2) financial control, and (3) the relationship of the

parties.* The exam ning agent determ ned the behavioral control

“This Court generally considers seven factors in deciding
whet her a worker is an independent contractor or a comon | aw
enpl oyee. See, e.g., Ewens & Mller, Inc. v. Conm ssioner, 117
T.C. 263, 269 (2001); Profl. & Executive Leasing, Inc. v.

Comm ssioner, 89 T.C. 225, 233 (1987) (reviewing the follow ng
factors to decide the existence of an enploynent relationship:
(1) The degree of control exercised over the details of the work;
(2) investnment in the work facilities; (3) opportunity for profit
or loss; (4) whether the type of work is part of the principal's
regul ar business; (5) right to discharge; (6) pernmanency of the
relationship; and (7) the relationship the parties think they are
creating), affd. 862 F.2d 751 (9th G r. 1988). The Appeals
officer’s review of this case relied on the 20 conmon | aw
factors. Rev. Rul. 87-41, 1987-1 C.B. 296. Hi s analysis shows
that the 20 common | aw factors, when not condensed into only
(continued. . .)
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factor supported an enpl oyer-enpl oyee relationship. She relied
on the following facts to make her determnation: (1) Petitioner
provi ded a worker’s manual to sone instructors; (2) M. Lopez
held neetings with the instructors; and (3) petitioner required
the instructors to dress appropriately and not play obscene
musi ¢c. The exam ni ng agent found petitioner had financial
control over the instructors since it had a substanti al
investnment in the studio and equi pnent, and the instructors were
remunerated on the basis of either an hourly rate or a percentage
of tuition fees. Regarding the relationship of petitioner and
its instructors, there were no witten contracts and the parties
verbally agreed to the relationship as independent contractors,
but petitioner could termnate the working rel ationship. There
i's, however, no evidence that any of the instructors were
term nated. The exam ning agent |ikew se determ ned petitioner
coul d not benefit fromsection 530 relief since it did not
establish a reasonable basis for treatnment of its instructors as
i ndependent contractors.

Qur review of the exam ning agent’s anal ysis denonstrates
that she failed to consider many facts contradicting her

conclusions, failed to consider the facts mtigating an inference

4(C...continued)
three factors, overwhelmngly indicate petitioner’s instructors
wer e i ndependent contractors. W believe the three-factor
approach the exam ni ng agent used overly generalized the common
| aw factors
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that the instructors were enployees, or failed to give such facts
t he appropriate anount of weight. First, wth respect to
behavi or control, three of the four instructors interviewed
stated they received a “manual” when they becane instructors at
the studio. However, the instructor interviews do not support
the conclusion that the “manual” was mandatory. The intervi ewed
instructors neither recalled the dance class instructions in the
manual ever being enforced nor did they sign anything stating
they had received it. Having reviewed the portion of the manual
included in the record, we find it provided hel pful tips for
instructors and information regardi ng energency situations. W
find it was unreasonable for respondent to rely on the “nmanual”
as evidence of control given the instructors’ statenents and the
overall factual record devel oped during the audit. As the
Appeal s officer found, the “manual” was no nore than a guideline.
Moreover, the instructors selected the classes they wanted to
teach, and these classes represented their individual talents and
experience. Petitioner never provided the instructors wth any
training. The instructors brought their expertise to the
relationship with petitioner. The amal gamati on of these findings
indicates that it was unreasonable for the exam ning agent to
concl ude petitioner had a sufficient |evel of control over the
instructors to classify them as enpl oyees.

We al so believe that respondent’s litigating position with

respect to financial control was unreasonable. Petitioner had a
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substantial financial investnent in the studio. However, each
instructor has a large financial stake in her dance abilities,
and the instructors were required to purchase their own nusic and
costunes. In this context, the concept of financial control is
not hel pful to resolve the worker classification issue because
t he exam ning agent did not rely on specific facts consistent
with the 20 common | aw factors or the 7 factors this Court

generally applies. See Profl. & Executive Leasing, Inc. v.

Comm ssioner, 89 T.C. 225, 233 (1987), affd. 862 F.2d 751 (9th

Cir. 1988); Rev. Rul. 87-41, 1987-1 C.B. 296 (listing the common
| aw factors that apply to the worker classification issue); cf.

Vendor Surveillance Corp. v. United States, 116 F.3d 488 (9th

Cr. 1997).

W also find it was unreasonable for the exam ning agent to
conclude that petitioner did not qualify for section 530 relief.
Petitioner and the instructors believed their relationship was
that of principal-independent-contractor. This was orally agreed
between the instructors and petitioner or between the instructors
and the business’s previous owner. In addition, the previous
owner of the business had always treated the instructors as
i ndependent contractors, the rel ationships created by petitioner
and its instructors were not permanent, and the instructors
sel ected the classes they were going to teach each session. |If
an instructor did not sign up to teach in a subsequent session,

the working relationship between that instructor and petitioner
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ended. Petitioner, therefore, had a reasonable basis for
classifying the instructors as independent contractors.

Lastly, respondent argues that petitioner failed to provide
the appropriate I RS personnel with the relevant information under
its control and relevant | egal argunents supporting its position.
See sec. 301.7430-5(c)(1), Proced. & Adm n. Regs. Petitioner
cooperated wth the audit, and petitioner properly filed a smal
case request in accordance with Publication 5 and the 30-day
letter as discussed above. Petitioner’s request for an Appeal s
O fice conference stated that on the basis of the 20 common | aw
factors it did not agree with the conclusions set out in the 30-
day letter. Determning the type of working rel ationship, as we
have previously stated, requires a fact-based analysis. The
record shows that petitioner provided the exam ning agent with
all of the relevant factual information she sought, including
access to interviewits owner and instructors. W therefore find
that petitioner satisfied the requirenent of section 301.7430-
5(c)(1), Proced. & Adm n. Regs.

Taki ng our findings together, we hold respondent’s
l[itigating position was not substantially justified.

C. Did Petitioner Unreasonably Protract the Proceedi ngs?

Respondent argues that petitioner unreasonably protracted
the proceedings by failing to provide a witten protest before
the notice of determ nation was issued. W disagree. W have

al ready concluded that the Exam nation Division’s failure to
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forward this case to the Appeals Ofice after petitioner filed a
valid witten request was not the result of a failure of
conpliance by petitioner. Gven the facts of this case, we find
petitioner did not unreasonably protract these proceedings within
t he nmeani ng of section 7430(b)(3).

D. Litigati on Costs Petitioner d ained

Petitioner’s notion is only for litigation costs. Section
7430 limts the prevailing party to an award of reasonabl e
litigation costs.® Section 7430(c)(1)(B)(iii) generally limts
the hourly rate for attorney’'s fees.® A taxpayer may recover
attorney’s fees above the statutory Ilimt if the court determ nes
the existence of a special factor such as: (1) Limted
avai lability of qualified attorneys for the proceeding; (2) the
difficulty of the issues present in the case; or (3) the |ocal
availability of tax expertise. |I|d.

Petitioner clains that its counsel deserves a rate of $250
per hour for the 118.25 hours he spent in connection with these
proceedi ngs. Respondent chall enges the hourly rate clained since

it is above the statutory limt and questions whether sone of the

°Reasonabl e litigation costs include, inter alia, reasonable
court costs and fees paid or incurred for the services of
attorneys in connection with a court proceeding (attorney’s
fees). Sec. 7430(c)(1).

Rev. Proc. 2002-70, sec. 3.32, 2002-2 C. B. 845, 850; Rev.
Proc. 2003-85, sec. 3.33, 2003-2 C.B. 1184, 1190; and Rev. Proc.
2004-71, sec. 3.35, 2004-2 C.B. 970, 976, respectively, state
that the hourly rate for attorney’ s fees during 2003-2005 is
$150.



- 31 -

cl aimed services were in connection with this court proceeding.
Bef ore we address these issues, we are asked to deci de whet her
petitioner has provided a detailed affidavit that distinctly sets
forth each itemor cost paid or incurred for which an award is

clainmed. See Cassuto v. Comm ssioner, 93 T.C 256, 271 (1989),

affd. in part and revd. in part on other grounds 936 F.2d 736 (2d
Cr. 1991).

1. Petitioner's Affidavit

Rul e 232(d) provides that if the parties are unable to agree
as to the anount of attorney’s fees that is reasonable, the
nmoving party shall file an additional affidavit which includes:
(1) A detailed summary of the tinme expended by each i ndividual
for whom fees are sought, including a description of the nature
of the services perfornmed during each period; (2) a description
of the fee arrangenent; (3) the professional qualifications and
experience of each individual for whomfees are sought; (4) a
statenent of whether a special factor exists; and (5) any other
rel evant information to assist the Court in evaluating the claim
for costs and fees.

Attached to petitioner’s opening brief was a detail ed
affidavit of the hours petitioner’s counsel spent in connection
wi th these proceedings. The affidavit also contained a brief
description of the services provided and the qualifications of
petitioner’s counsel. Respondent has not objected to the

detailed affidavit’s being attached to petitioner’s opening
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brief. W find that the affidavit attached to petitioner’s
opening brief satisfies Rule 232(d).

2. Respondent’s Chall enge to Petitioner’'s Caimfor
Attorney's Fees Above the Statutory Limt

Respondent chal | enges the hourly anount petitioner clains
for attorney’'s fees since that rate exceeds the statutory
maxi mum  Respondent argues that petitioner has failed to show
the exi stence of a special factor, such as one of those set forth
in section 7430(c)(1)(B)(iii), to justify a higher rate.
Petitioner counters by arguing that a higher hourly rate is
justified in this case because: (1) Its counsel has an LL.M in
taxation and is a board-certified Federal tax attorney; (2) its
counsel is one of three board-certified attorneys in El Paso,
Texas; (3) its counsel possessed special skills necessary to
litigate a worker classification dispute; and (4) its counsel’s
speci al skills caused respondent to concede the ultinmate issue.
We agree with respondent.

Petitioner’s argunment that its counsel has an LL.M in
taxation and State certification as a tax | aw speci alist does
not, by itself, satisfy the special factor requirenent. Section
7430 provides the nmechanismfor taxpayers to recover

adm nistrative and litigation costs. See Cassuto v.

Commi ssi oner, supra at 742. Congress could not have intended al

attorneys with tax lawering skills to recover anounts greater
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than the maximum set forth in the statute since such a reading
woul d make the limt superfluous. See id.

Petitioner’s argunent that because its counsel is one of
three board-certified tax attorney’s in the El Paso area a per-
hour rate above the statutory maxi mnum shoul d be awarded al so
fails. The issue in this case was a question of fact, and the
determ nation of the ultimate issue largely relied on comon | aw
principles. Thus, petitioner did not denonstrate that there was
alimted availability of attorneys who coul d adequately
represent it in this case.

Petitioner’s second argunent, that worker classification
l[itigation requires special skills, also fails. Petitioner has
not provided us with any information that suggests its counsel
was a worker classification specialist. Even though petitioner’s
counsel focuses his practice on tax litigation, we do not find
that requires a different result fromthe one reached with
respect to his education and certifications. Again, worker
classification is a fact-based inquiry, and we believe that no
speci al know edge is needed to set forth the relevant facts and
| egal precedents.

Petitioner’s third argunent, that its counsel’s speci al
skills caused respondent to concede the ultimate issue, is also
unconvi nci ng because the facts the Appeals officer relied on in
maki ng his decision to concede the ultimate issue were

established by the exam ning agent. |t appears that in drafting



- 34 -
hi s answer respondent nerely relied on the conclusions set forth
in the notice of determnation. The Appeals officer provided a
fresh review of the issue and concluded that petitioner had a
significant chance of prevailing. Accordingly, respondent’s
concession of the ultimate issue is not a special factor under
section 7430(c)(1)(B)(iii).

We therefore hold that petitioner is entitled to the
statutory per-hour fee of $150.

3. The Specific |Itens Respondent Takes |Issue Wth

Section 7430(c) (1) provides that reasonable litigation costs
include, inter alia, “reasonable fees paid or incurred for the
services of attorneys in connection with the court proceeding”.
Respondent takes issue with sonme of the fees petitioner’s counsel
clains, arguing that they were not in connection with this

proceedi ng. The itens respondent takes issue with are as

foll ows:
Dat e Clained Item Hour s
10/ 8/ 02 Conference with new 2.25
client
10/ 9/ 02 Lengt hy anal ysis of 7.75

Federal tax |aws per
3121, relief under Act
530, CSP program
relief, procedural

ci rcunst ances

10/ 16/ 02 Draft of request . 50
for Appeals Ofice
conf erence
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10/ 24/ 02 Draft of request .25
for Appeals Ofice
conf erence

10/ 29/ 02 Draft of request .25
for Appeals Ofice
conf erence

2/ 28/ 03 - 3/28/03 Revi ew and anal ysi s 13. 25

of IRS Notice of
Det erm nati on of
Wor ker

Recl assi ficati on,

several conferences

with client and her

wor kers. Research of

Federal tax |aws and

NnuUMer ous cases

The issue for decision is whether these are recoverabl e as
litigation fees.

Section 301.7430-4(c)(3) (i), Proced. & Adm n. Regs.,
provides that litigation costs include “Costs incurred in
connection wth the preparation and filing of a petition with the
United States Tax Court or in connection wth the commencenent of
any other court proceeding”. Two exanples are provided in
section 301.7430-4(c)(4), Proced. & Admn. Regs.,’” and we find
aspects of the reasoning of each to be applicable here. Section
301. 7430-4(c)(4), Exanples (1) and (2), Proced. & Adm n. Regs.,

provi des:

"W note that the Internal Revenue Service Restructuring and
Ref orm Act of 1998, Pub. L. 105-206, sec. 3101(a)(2), 112 Stat.
727, expanded the period for which adm nistrative costs are
recoverable. See sec. 7430(c)(2)(B). Although the exanpl es have
not been updated to reflect this change, petitioner has requested
only litigation costs; thus, the exanples are applicable here.
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Exanple (1). Taxpayer A receives a notice of proposed
deficiency (30-day letter). A files a request for and
is granted an Appeals office conference. At the
conference no agreenent is reached on the tax natters
at issue. The Internal Revenue Service then issues a
notice of deficiency. Upon receiving the notice of
deficiency, A discontinues A's admnistrative efforts
and files a petition with the Tax Court. A s costs
incurred in connection with the preparation and filing
of a petition with the Tax Court are litigation costs
and not reasonable adm nistrative costs. * * *

Exanple (2). Assune the sane facts as in Exanple 1
except that after A receives the notice of deficiency,
A recontacts Appeals. Again, A s costs incurred before
the adm ni strative proceeding date, the date of the
notice of deficiency as set forth in §

301. 7430-3(c)(3), are not reasonable adm nistrative
costs. A's costs incurred in recontacting and wor ki ng
Wi th Appeals after the issuance of the notice of
deficiency, and up to and including the time of filing
of the petition, are reasonable adm nistrative costs.
A's costs incurred in connection with the filing of a
petition with the Tax Court are not reasonable

adm ni strative costs because those costs are litigation
costs. * * *

It appears the Cctober 2002 fees were not in connection with
this Court proceeding. However, petitioner’s counsel’s review of
the notice of determ nation was in connection with this
proceedi ng since petitioner had to draft its petition in response
to the conclusions contained therein. See sec. 301.7430-

4(c)(3) (i), (4), Exanple (1), Proced. & Adm n. Regs.

Stated differently, we believe that petitioner discontinued
its adm nistrative appeal efforts upon receipt of the notice of
determ nation. The exam ning agent nmade it clear that she would
not forward this matter to the Appeals Ofice until petitioner

submtted a formal witten protest. Petitioner did not file a
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formal witten protest, and respondent issued the notice of
determ nation. The record shows that after receiving the notice
of determnation petitioner’s counsel began to prepare its
petition. Costs paid or incurred in connection with the
preparation of the petition are litigation costs. See sec.
301. 7430-4(c)(4), Exanples (1) and (2), Proced. & Adm n. Regs.

E. Concl usi on

To summarize, we award petitioner litigation costs to the
extent described herein. |In petitioner’s counsel’s detailed
affidavit, he clainmed a total of 118.25 hours worked. However,
we found that 11 of those hours were not in connection with this
court proceeding. Thus, petitioner is entitled to attorney’s
fees for 107.25 hours at a rate of $150 per hour, totaling
$16,087.50. Additionally, petitioner is entitled to the $265. 40
of expenses it paid for court costs, duplication costs, and
par al egal fees.

To reflect the foregoing,

An appropriate order and

decision will be entered.




