The Power of $1: New Cases Showing
Qualified Offers as a Tax Dispute
Strategy

By Hale E. Sheppard*

l. Introduction

People of a certain age are fond of saying that $1 does not buy what it used to.
‘That might be true in many contexts, but $1 still has tremendous power when it
comes to tax disputes. One problem is that lots of taxpayers and tax profession-
als are oblivious to this reality. Specifically, they are unaware of a tool called the
“Qualified Offer,” and even if they know of its existence, they do not appreciate the
tricky substantive and procedural details. Among other things, they have not heard
of two cases, one decided as recently as November 2024, holding that taxpayers
can submit Qualified Offers of merely $1 in an effort to convince the Internal
Revenue Service (“IRS”) or Department of Justice (“DQO]J”) to settle a case before
litigation. This article, which builds on several earlier ones by the same author,
describes the principal mechanisms taxpayers can use to seek fee reimbursement
and explores two key cases analyzing the validity of nominal Qualified Offers.'

Il. General Method for Cost Recovery—Be the
Prevailing Party

Taxpayers who defeat the IRS ordinarily escape additional taxes, penalties, and
interest. Depending on the circumstances, they also might recoup from the gov-
ernment some of the costs of defending themselves. This possibility derives from
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words, Congress wanted to prevent the IRS from surpass-
ing its authority and give taxpayers the ability to make the
IRS pay, literally and figuratively, for its excesses.

B. Overview

Code Sec. 7430 generally provides that the “prevailing
party” in any administrative proceeding before the IRS, or
in any litigation brought by or against the government in
connection with the determination, collection, or refund
of any tax, penalty, or interest may be awarded reasonable
administrative and/or litigation costs.?

C. Standards

To recoup costs under the normal rules, taxpayers must be
the “prevailing party.” This generally means the party in
any tax-related administrative proceeding or litigation that
has largely succeeded with respect to either the amount in
dispute o7 the most significant issue, and has a net worth
that does not exceed certain thresholds.*

D. Administrative Remedies

A taxpayer might not be able to recover costs from the
government, even if it prevails and meets the net worth
requirement. Other obstacles exist. The taxpayer, for
instance, must exhaust all administrative remedies avail-
able.’ According to the IRS, this duty mandates that a
taxpayer participate in a conference with the Appeals
Office if offered, regardless of the stage at which this
occurs.® IRS guidance explains the following on this
topic:

If appeal rights are given prior to the [notice of defi-
ciency] then the [taxpayer] must request a conference
with Appeals prior to filing a petition with the tax
court to exhaust administrative remedies. If for vary-
ing reasons the [taxpayer] is not given appeal rights
prior to the [notice of deficiency] then the [taxpayer]
is excused from exhausting administrative remedies
prior to petitioning the tax court.

However, if after filing a petition with the tax court
counsel refers the case to Appeals or gives the [tax-
payer] the opportunity to go to Appeals, then the
[taxpayer] must participate in an Appeals conference
to exhaust administrative remedies.”

E. Delays

To preserve eligibility for cost recovery, the taxpayer can-
not “unreasonably protract” the proceedings with the
government.”®
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F. Substantial Justification

As explained earlier, the term “prevailing party” normally
means a party in any tax-related administrative proceed-
ing or litigation that has been victorious when it comes
to either the amount in dispute or the most significant
issue and has an acceptable net worth.” Even if the tax-
payer meets these criteria, it nonetheless will 7oz be the
“prevailing party” in situations where the government
establishes that its positions were “substantially justified.”*
Put differently, in cases where the government manages to
prove that its positions, although losers, were substantially
justified, the taxpayer cannot recover costs. Figuring out
what “substantially justified” means for purposes of Code
Sec. 7430, therefore, is critical. Details follow.

1. Evolution Favoring Taxpayers

The burden initially was on the taxpayer to demonstrate
that the government’s position was 7oz substantially jus-
tified. This changed with the enactment of the Taxpayer
Bill of Rights 2, which shifted the responsibility to the
government.'' According to legislative history, “the suc-
cessful taxpayer will receive an award of attorney’s fees
unless the IRS satisfies its burden of proof.”"?

People of a certain age are fond of
saying that S1 does not buy what it
used to. That might be true in many
contexts, but S1 still has tremendous
power in tax disputes.

The Taxpayer Bill of Rights 2 introduced another major
change. It stated that a position adopted by the IRS dur-
ing a dispute would be unjustified if it was contrary to
guidance disseminated to the general public or to private
guidance supplied to a particular taxpayer.' Now, there is
a rebuttable presumption that the government’s position is
not substantially justified if it fails to follow its “applicable
published guidance.”™* This includes temporary or final
regulations, revenue rulings, information releases, notices,
and announcements." It also encompasses various items
issued to the specific taxpayer involved in a dispute, such
as private letter rulings, technical advice memoranda, and
determination letters.'®

Congress introduced additional measures favoring
taxpayers when it passed the Taxpayer Bill of Rights 3.7
That legislation empowered the courts to take into account
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whether the government has lost on similar issues in
appellate courts for other circuits.'® Congressional reports
highlight the purpose for this increased pressure: Congress
was concerned that the IRS would continue to litigate
issues in multiple circuits with hopes of obtaining a posi-
tive outcome somewhere."” That practice, say the reports,
places an undue burden on taxpayers.?’

2. Standards Reflected Regulations and

Cases

The regulations help clarify what constitutes a substantial
justification. Specifically, they explain that the govern-
ment’s position passes muster only if it has a reasonable
basis in both fact and law.*' A significant factor in making
this determination is whether the taxpayer presented all
relevant information under its control to the appropriate
IRS personnel.”*

Caselaw, likewise, is helpful in identifying what rep-
resents a substantial justification when it comes to cost
recovery under Code Sec. 7430. Certain courts have devel-
oped a non-exhaustive list of items to evaluate. Among
them are the (i) stage at which the issue or litigation is
resolved, (ii) opinions of other courts on the same issue,
(i) legal merits of the government’s position, (iv) clarity
of applicable law, (v) foreseeable length and complexity
of the litigation, and (vi) consistency of the government’s
position.” Other courts have utilized a different approach,
scrutinizing whether the position taken by the IRS was
reasonable.? These courts hold that a position is adequate
if it is “justified to a reasonable degree that could satisfy
a reasonable person or that has a reasonable basis in both
law and fact.”” Still other courts employ a different test.
They frame the question as whether the government knew,
or should have known, that its position was invalid.?

3. Looking at the Entire Picture

Another key issue is whether, when dealing with a tax
dispute involving multiple claims by the IRS, a court
should evaluate the IRS’ position as a whole or on an
issue-by-issue basis. Several cases have held that the latter
method is best.” One noteworthy case is_johnson, where
the government filed suit in the District Court to collect
federal estate taxes from the children of a deceased tax-
payer based on several legal theories.?® The District Court
initially ruled for the children on the substantive issues,
while also awarding them legal fees.

The fighting continued, and the Tenth Circuit Court of
Appeals later held for the government in certain respects
and for the children in others. When it came to the
question of fee recoupment, the first chore for the Tenth

Circuit was determining whether the term “position,” as
used in Code Sec. 7430, means the government’s “overall
contention” or the “individual arguments” it makes as
to each underlying theory. The Tenth Circuit concluded
that the District Court had erred “by improperly focus-
ing on the correctness of the government’s argument on
each claim for relief, rather than properly focusing on
whether there was a reasonable basis both in law and fact
for the government’s overall position in the litigation.” The
Tenth Circuit went on to explain that, in a multi-issue
lawsuit, the holistic approach requires considering the
reasonableness of the government’s position in initiating
and continuing litigation, not merely the government’s
success or failure on a particular theory.

. Special Method for Cost
Recovery—Make a Qualified Offer

The preceding segment of this article explained how a
taxpayer, who becomes the “prevailing party” and meets
other criteria, might recover costs from the government.
There is another way to seek reimbursement; it starts with

making a Qualified Offer.

A. Overview

In a nutshell, a Qualified Offer is a written settlement
proposal, made by the taxpayer, to the government, during
the so-called “Qualified Offer period,” which specifies the
amount offered (by stating either a precise dollar amount
or a percentage of the proposed adjustments at issue), and
is properly designated.”

B. Duration

A Qualified Offer remains open for acceptance by the
government during a period that starts when it is made
and ends when the government rejects the offer, the trial
starts, or 90 days pass, whichever happens first.*’

C. Demands on Taxpayer Diminished

A taxpayer ordinarily is treated as the prevailing party if
his liability, as determined by a court, is the same as or
less than the liability the taxpayer would have incurred if
the IRS had just accepted the Qualified Offer in the first
place.’! Thus, a taxpayer who is deemed the victor because
he made a Qualified Offer does not need to win on the
amount in dispute or the most significant issue. Moreover,
whether the governments positions during the audit,
administrative appeal, or litigation were “substantially
justified” is irrelevant.*?



D. Dispute Involving Taxes
The Qualified Offer rule does not apply to a proceeding

in which the amount of a tax liability is not an issue, such
as court actions to obtain a declaratory judgment, enforce
or quash a summons, ezc.”

E. Resolution Through Litigation
The Qualified Offer rule is also inapplicable where parties

settle a case before the court issues its judgment.’* Stated
differently, taxpayers can only recoup fees from the gov-
ernment if they make a Qualified Offer, the government
ignores or rejects it, and the case is resolved later through
litigation, with the court issuing a decision. Thus, mak-
ing a Qualified Offer might convince the government
to reevaluate the strength of its position and agree to a
pre-trial settlement. In such circumstances, the taxpayer
would enjoy a lower tax liability, but not necessarily fee
recoupment, t0o.”” The regulations contain an example
describing this situation:

Taxpayer D receives a notice of proposed deficiency
(30-day letter) proposing to disallow both a per-
sonal interest deduction in the amount of $10,000
(Adjustment 1), and a charitable contribution
deduction in the amount of $2,000 (Adjustment
2), and to include in income $4,000 of unreported
interest income (Adjustment 3). D timely files a
protest with Appeals. At the Appeals conference,
D presents substantiation for the charitable con-
tribution and presents arguments that the interest
paid was deductible mortgage interest and that the
interest received was held in trust for Taxpayer E. At
the conference, D also provides the Appeals officer
assigned to D’s case a written offer to settle the case
for a deficiency of $2,000, exclusive of interest. The
offer states that it is a qualified offer for purposes
of Section 7430(g) and that it will remain open
for acceptance by the IRS for a period in excess of
90 days. After considering D’s substantiation and
arguments, the Appeals Officer accepts the $2,000
offer to settle the case in full. Although D’s offer
is a qualified offer, because all three adjustments
contained in the qualified offer were settled, the
qualified offer rule is inapplicable.*

F. Court Ruling Followed by Settlement

The regulations raise a related issue, which is what hap-
pens when there is a court ruling on a substantive tax
issue, followed by a settlement by the parties. This would
happen, for example, where a court grants a Motion for
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Partial Summary Judgment resolving a tax issue covered
by a Qualified Offer, but leaves open a key matter, such
as valuation. The preamble to the regulations provides the
following guidance for these types of situations:

[I]f one or more adjustments covered by a Qualified
Offer are settled following a ruling by the court that
substantially resolves those adjustments, then those
adjustments will 70 be treated as having been settled
prior to the entry of the judgment by the court and
instead will be treated as amounts included in the
judgment as a result of the court’s determinations.”

G. Multiple Qualified Offers

Where a taxpayer makes more than one Qualified Offer
during a dispute, the analysis is based on the last Qualified
Offer, and the bills do not start accumulating against
the government until after the date of the last Qualified
Offer.’®

H. Period for Seeking Settlement

The “Qualified Offer period” starts the date on which
the “first letter of proposed deficiency which allows the
taxpayer an opportunity for administrative review” is
sent. This normally means when the Revenue Agent issues
an Examination Report, or when the Revenue Agent or
Appeals Officer issues a Notice of Deficiency, depending
on the circumstances. The Qualified Offer period ends 30
days before the date on which the case is first set for trial.’

The preamble to the proposed regulations elucidates the
Qualified Offer period, as follows:

The qualified offer period ends on the date which is
thirty days before the date the case is first set for trial.
In cases that are pending in the United States Tax
Court, cases are placed upon a calendar for trial. Each
case appearing on a trial calendar is to be called at the
time and place scheduled. In determining when the
qualified offer period ends for cases in the Tax Court
and other courts of the United States using calendars
for trial, a case is considered to be set for trial on
the date scheduled for the calendar call. Cases may
be removed from a trial calendar at any time. Thus,
a case may be removed from a calendar before the
date that precedes by thirty days the date scheduled
for that calendar. To promote the settlement of such
cases, the qualified offer period does not end until the
case remains on a calendar for trial on the date that
precedes by 30 days the scheduled date of the calendar

call for that trial session.
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IV. Size Does Not Matter

It is time to get to the good stuff. Unbeknownst to many
taxpayers and their advisors, the Qualified Offer rules
do not require a minimum amount, do not define the
size of a reasonable offer, do not mandate that an offer
be for a certain percentage of the proposed liability, ezc.
Consequently, when taxpayers are confident that they
ultimately will persuade a court that their liability is $0
or that they are due a refund, they can make a Qualified
Offer of merely $1. This reality has been confirmed by
just two cases, one very recent. These critical rulings are
summarized below.

A. First Case
The first case, which involved the legendary Son-of-BOSS

transaction, was BASR Partnership.*!

Qualified Offers have always been a
powerful tool for taxpayers; making
them puts significant pressure on the
IRS and DOJ, forces them to candidly
analyze the strength of their case,
and positions taxpayers for potential
victory and fee reimbursement.

The partnership engaged in the relevant transaction,
the IRS audited and issued a notice of final partnership
administrative adjustment (“FPAA”), the partnership filed
a Complaint in federal court arguing that the IRS could
not pursue the partnership because it issued the FPAA
after the assessment-period had expired, and the court
ruled in favor of the partnership.” Later, the partnership
filed a Motion for litigation costs under Code Sec. 7430,
maintaining that it made a Qualified Offer of $1, the
government rejected it, and the partnership ultimately
won, with the court ruling that the tax liability was $0.

The DOJ presented several counterarguments to the
partnership’s demand for fees. One was that the supposed
Qualified Offer, of merely $1, was a “sham,” specifically
made for purposes of shifting litigation costs to the gov-
ernment, and not done in good faith. The court rebuffed
the DOJ’s contention. In doing so, it emphasized that the
applicable tax provision only demands that the ultimate
tax liability be equal to, or less than, the amount of the

Qualified Offer.®® It explained the following:

[Section 7430] does not require any minimum
amount or define the parameters of a “reasonable”
offer, nor does it require that an offer be for a certain
percentage of the taxpayer’s purported tax liability...
Indeed, the government has offered no amount that
[the partnership] could have offered that would have
been “reasonable.” In this case, the final judgment of
the court not to sustain the FPAA on the basis that the
FPAA was untimely issued resulted in $0 tax liability
for [the] partners. Because $1 is more than $0, the
court has determined that [the partnership’s] “quali-

fied offer” complied with [Section 7430].

The DOJ elevated matters to the appropriate Court of
Appeals.* It raised five challenges, among them that the
trial court allegedly abused its discretion when it awarded
litigation costs to the taxpayer based on an offer of $1 that
“was not made in a good faith attempt to produce a settle-
ment.” The Court of Appeals, like the trial court before
it, held in favor of the taxpayer. It explained that, in order
to reach an abuse of judicial discretion, the government
would have to prove that the earlier decision by the trial
court was clearly unreasonable, arbitrary, fanciful, or based
on findings of fact or law that were patently erroneous.
That did not occur.

B. Second Case

The most recent case addressing the classification of mini-
mal offers is Mann Construction, Inc.”® It was decided in
November 2024. The dispute was procedurally complex,
with issues going before the trial court, federal court of
appeals, a magistrate judge, and back again. Getting into
the nitty gritty is unnecessary for the purposes of this
article. The crux of the matter was that the IRS penal-
ized the taxpayer for not filing a Form 8886 (Reporzable
Transaction Disclosure Statement) to reveal its participation
in a particular employee-benefit plan identified as a “listed
transaction” in Notice 2007-83.

Ata relatively early point in the dispute, shortly after the
IRS asserted penalties and the taxpayer reluctantly paid
them and filed a Claim for Refund, the taxpayer offered
to settle matters for $1. The IRS, confident (yet wrong)
in its position, did not respond. In other words, the IRS
ignored the settlement offer and allowed the Qualified
Offer period of 90 days to lapse.

The case eventually made its way to the court of appeals.
It held that the IRS could not sanction the taxpayer
because, well, the IRS had messed up years ago. In par-
ticular, it failed to comply with the requirements of the
Administrative Procedures Act (“APA”) when it issued
Notice 2007-83. The logic was that if the so-called “listing



notice” was invalid from inception, the IRS could not
castigate taxpayers for ignoring it.%

The taxpayer, riding the wave of this victory, filed a
Motion seeking reimbursement of the legal fees associ-
ated with this long battle. The court of appeals referred
the matter to a magistrate judge. She issued a Report and
Recommendation (“R&R”), suggesting that the taxpayer
did not tender a valid Qualified Offer because an amount
of $1 was not reasonable. The taxpayer objected to the
reasoning in the R&R and sought review by the court of
appeals, as was its right.

The court began by announcing that the parties had
conceded various points, such that only a couple of items
remained in dispute. Among the contentious issues was
whether the taxpayer’s bid of $1 constituted a Qualified
Offer for purposes of Code Sec. 7430.

The court first turned to the tax provision describing the
term Qualified Offer. It determined that the proposal of $1
met the statutory definition because it was done in writing,
submitted to the IRS, made during the Qualified Offer
period, specified a particular amount, and labeled itself a
Qualified Offer. The court quickly arrived at the follow-
ing conclusion: “The statute’s definition requires nothing
else for Qualified Offers—not a minimum amount nor a
good faith reasonableness requirement—full stop, end of
inquiry.” It later added that a “settlement offer must satisfy
those elements—nothing more, nothing less.”

The court next noted that the IRS and the R&R do
not challenge the fact that the $1 proposal met the statu-
tory definition. Instead, they simply grumble about the
consequences. The R&R suggested that the court add a
“reasonableness” requirement into the existing definition
“to avoid tax litigants gaming the Qualified Offer rule
with nominal offers.” It warned that, if the court were
unwilling to make such an addition, widespread chaos
would ensue. The R&R admonished that a plain reading
of the text of Code Sec. 7430 would make it “in the best
interest of every taxpayer to immediately make a nominal
Qualified Offer as soon as [the taxpayer] receives a Notice
of Deficiency.” The IRS, likewise, predicted that accept-
ing “$1 sham offers” would create “an incentive for every
taxpayer to make a $1 offer under Code Sec. 7430 as soon
as any audit or tax litigation begins.” In support of their
position, the IRS and R&R could only point to dicta from
the Supreme Court case, which dealt with an entirely dif-
ferent fee-shifting provision found in the Federal Rules of
Civil Procedure.

The court of appeals acknowledged the concerns raised
by the IRS and the R&R, but explained that they “do not
warrant disregarding the text Congress chose in enacting
Code Sec. 7430 and reading a reasonableness or good-faith

requirement into the statute.” The court then put some
meat on the bones, so to speak, expanding on its reason-
ing. First, it explained that the dire warnings by the IRS
and R&R that “every” taxpayer will be motivated to file an
offer of $1 is misguided and overstated. Because a taxpayer
must obtain a judgment equal to or less than the Qualified
Offer as a precondition to recovery, it is incentivized to
submit a “realistic settlement,” and “rational taxpayers”
will only make nominal offers when they anticipate a
court judgment with a very low tax liability. The court
concluded that the supposed “ruinous risk of sham offers”
simply does not exist under Code Sec. 7430.

Second, the Supreme Court decision to which the IRS
and R&R refer actually works against them. Why? That
ruling was issued in 1981, and Code Sec. 7430 was not
inserted into the Internal Revenue Code until seven years
later. Congress, which presumably was aware of all relevant
judicial precedent, did not include a “reasonableness”
requirement in Code Sec. 7430. The court explained that
such omission must have been intentional.

Third, even if the court agreed with the concerns high-
lighted by the IRS and R&R about the benefit of a “rea-
sonableness” requirement, it does not have the authority
to rewrite the text of Code Sec. 7430. The court vaguely
alluded to the separation-of-powers doctrine, noting that
it is part of the judicial branch, not the legislative one. It
also cited another case to support the idea that “no amount
of policy talk can overcome a plain statutory command.”

Fourth, the court declined the invitation by the IRS
to ignore the explicit language of Code Sec. 7430 and
use its discretion instead. The court pointed out that the
IRS supplied no evidence of bad faith by the taxpayer,
other than the fact that its offer was $1. The court also
emphasized that the taxpayer made the $1 offer because
it believed, and the court later confirmed, that it had no
tax liability whatsoever.

Finally, the court stated that accepting the IRS’ invita-
tion would cause it to be hypocritical, explaining that
“it would at once admonish potential statutory games-
manship of the Qualified Offer rule [by taxpayers] while
expressly using its [judicial] discretion to circumvent Code
Sec. 7430’s statutory definition of a Qualified Offer.”

Based on the logic outlined above, the IRS not only
was unable to assert penalties for an unfiled Form 8886,
but it also had to reimburse the taxpayer approximately
$222.000 in fees and costs.

V. Conclusion

Qualified Offers have always been a powerful tool for
taxpayers; making them puts significant pressure on
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the IRS and DOJ, forces them to candidly analyze
the strength of their case, and positions taxpayers for
potential victory and fee reimbursement. This article
shows that Qualified Offers are more formidable than
previously thought because the courts have confirmed
the validity of settlement proposals of just $1. Serious

ENDNOTES

tax controversy attorneys already file Qualified Offers,
early and often, as part of their overall strategy to
achieve the best possible result for their taxpayer-
clients. The two recent decisions, particularly Mann
Construction, Inc., likely will cause this practice to
increase in the future.
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