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     When section 7491, which shifts the burden of proof to the IRS for
some taxpayers, was added to the tax code seven years ago, the reaction
of experienced tax practitioners seemed to be that it would do no harm.
Congress had been disturbed by complaints that taxpayers were
considered “guilty” in tax matters until they had proven themselves
innocent. Section 7491 satisfied the complainants. Recent cases have
suggested that it even may make a difference occasionally, but they
have also made clear that the taxpayer still has the burden of going
forward with the production of evidence before the burden can shift.

Bludgeoning Blodgett

Diane Blodgett’s tax case involves what the taxpayer must do to
shift the burden. Her 1998 income tax return, prepared from prison by
her ex-husband, claimed a $38,046,524 business loss carryover
deduction. That was what remained of a larger deduction claimed as the
result of a 1992 settlement and consent order between Diane’s ex-
husband and the Federal Trade Commission to which Diane was a signatory
as a nonparty spouse. The Blodgetts and Mr. Blodgett’s rare coin
business, T.G. Morgan Inc., an S corporation, as a result of that
settlement had transferred their assets to receivers for liquidation
and to pay claims of defrauded customers and expenses of litigation.
Ms. Blodgett reported a $3 million capital loss and other losses of $5
million on her 1994 return and explained them as “loss carryforward, no
taxes owed.” On her 1995 amended return, she reported $3 million as a
business loss carryforward, $5 million as a capital loss carryforward,
and $3 million as other losses. On her 1996 return, Ms. Blodgett
claimed a $9 million capital loss carryforward and $38,046,524 as other
losses. On her 1997 return, she had claimed a business loss
carryforward of $41,046,524. None of those returns was ever examined.
She was not so fortunate with the 1998 return.

The $38,046,524 loss claimed on the 1998 return appeared to be
from the S corporation. Ms. Blodgett claimed that it had a net
operating loss of that amount in 1992 as the result of its turnover of
its assets to the FTC. If that $38 million was not enough, there was
also a $733,500 theft loss of a pension fund, allegedly seized by the
FTC and “other” government agencies. There was $225,000 for
“carryforward legal expenses” and additional losses on a condominium, a
painting, and rare coins and historical documents. All those were
carryforwards of 1992 losses.

In Diane S. Blodgett v. Commissioner, T. C. Memo. 2003-212, Doc
2003-16822, 2003 TNT 137-30, Special Trial Judge D. Irvin Couvillion
denied Ms. Blodgett, who was by then a special education teacher in the
Minneapolis public school system, any of the deductions she claimed.
She had the burden of proof, he explained, and she had failed to carry
it. She appealed, arguing that the Tax Court had erred in not shifting
the burden of proof to the IRS under section 7491. In Blodgett v.
Commissioner, No. 03-3917, Doc 2005-844, 2005 TNT 10-16 (8th Cir.
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2005), the appeals court affirmed Judge Couvillion’s decision. In so
doing, Appeals Judge Kermit E. Bye explained how the court dealt with
matters like burden of proof and why the court’s result in Griffin v.
Commissioner, 315 F.3d 1017, Doc 2003-1368, 2003 TNT 10-24 (8th Cir.
2003), was the opposite from its conclusion in Blodgett on the section
7491 issue.

Section 7491 and Griffin

Added by the Internal Revenue Service Restructuring and Reform
Act of 1998, section 7491 provides that if the taxpayer “introduces
credible evidence with respect to any factual issue relevant to
ascertaining” the proper tax liability, the burden of proof shifts to
the IRS for that issue. Although section 7491 does not define credible
evidence, the legislative history helps fill that gap. It explains that
“credible evidence is the quality of evidence which, after critical
analysis, the court would find sufficient upon which to base a decision
on the issue if no contrary evidence were submitted (without regard to
the judicial presumption of IRS correctness).” 1998-3 C.B. 747, 994-
995.

The appeals court had reversed the Tax Court in Griffin on
whether Griffin’s personal payment of partnership real estate taxes was
a payment that was necessary to protect his trade or business of being
a building contractor and developer. The Tax Court had taken the
evidence as establishing that all of Griffin’s activities were
conducted through his S corporations. Concluded the appeals court:

Reviewing Robert Griffin’s testimony in the absence of any
evidence or presumptions to the contrary, we conclude that
appellants [the Griffins] did produce sufficient “credible
evidence” to support their personal deductions of the real
property tax payments at issue. We therefore hold that the tax
court erred in failing to shift to the Commissioner the burden to
prove the non-applicability of the Lohrke exception [dealing with
the separate trade or business] in the present case.

On remand of Griffin to the Tax Court, in T.C. Memo. 2004-64, Doc
2004-5289, 2004 TNT 49-18, Tax Court Judge Michael B. Thornton found
for the Griffins. He explained that his earlier conclusion as to burden
of proof:

reflected this Court’s conclusion that Mr. Griffin’s testimony
was not only insufficient to support petitioners’ claim to
ordinary and necessary business deductions but indeed undermined
their claim, insofar as Mr. Griffin’s testimony convinced us that
his relevant business activities were conducted entirely through
S corporations. In light of the Court of Appeals’ conclusion that
Mr. Griffin’s testimony was sufficient to support the claimed
deductions, the preponderance of the evidence, thus evaluated, is
no longer in respondent’s favor. . . . .

The relevant legislative history provides that once a taxpayer
has introduced credible evidence sufficient to place the burden
of proof on the Commissioner: “If after evidence from both sides,
the court believes that the evidence is equally balanced, the
court shall find that the Secretary has not sustained his burden
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of proof.” [Citation omitted.] The record before us now is the
same as was before us originally and as was before the Court of
Appeals. The Court of Appeals has found petitioners’ evidence
credible. Whatever adverse inferences we might draw from the
evidence (assuming that the opinion of the Court of Appeals does
not foreclose our drawing such inferences) are insufficient to
overcome petitioners’ evidence, viewed in the light of the degree
of credibility that the Court of Appeals has assigned to it.

Credible Evidence

In her appeal, Ms. Blodgett argued that Griffin stood for the
proposition that so long as she offered testimony to support a claimed
deduction, the burden of proof shifted to the IRS as to that deduction.
If the IRS introduced no evidence, she should prevail. But must a trial
court accept at face value self-serving testimony that it does not
believe? Judge Bye did not think so. To the contrary, he said, “a tax
court has the right in the first instance to reject the testimony as
incredible.” He put that comment in the context of section 7491:

Incredible testimony, axiomatically, cannot constitute credible
evidence. . . . Ms. Blodgett conveniently disregards the portion
of the credible evidence definition requiring a tax court to
conduct a “critical analysis” of the evidence. If a critical
analysis requires nothing else, it requires a tax court to
conduct a credibility determination before labeling evidence
“credible.”

More than that, said Judge Bye, “when the tax court’s fact
finding is based on a credibility determination, such finding is nearly
unreviewable.” He cited Anderson v. City of Bessemer City, 480 U.S.
564, 575 (1985), in which the Supreme Court stated that a fact finder’s
determination on credibility can never be considered clearly erroneous,
which is the standard applied to appellate review of factual findings
generally. That contrasts with legal conclusions, for example, which,
like mixed questions of fact and law, are subject to review by the
court as if the whole matter, as revealed by the record, were before it
for the first time -– a de novo standard.

Proving Entitlement to a Deduction

As a practical matter, neither the Tax Court nor Judge Bye really
had to determine Ms. Blodgett’s credibility. She testified that the FTC
made a claim, but she did not establish that the claim was paid, let
alone what portion of it was paid. She testified that the S corporation
had a 1992 loss, but never offered any testimony or other evidence as
to how much of the S corporation stock she owned or her tax basis for
that stock. Even assuming the loss was somehow established and the
stock basis established, she introduced no evidence for how much of the
loss she had claimed on her prior income tax returns. “At a minimum,”
commented Judge Dye, “a taxpayer must produce credible evidence as to
each material factual assertion necessary to support a claimed
deduction before the burden shifts to the IRS.”

Even if she had done all that, section 7491(a)(2) imposes
limitations on when credible evidence will shift the burden. It
requires that the taxpayer meet the requirements of the tax law as to
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substantiation, have maintained all records required under the law, and
have cooperated with reasonable requests from the IRS for witnesses,
information, and documents. Again, Ms. Blodgett made no affirmative
showing on those points.

When Does Burden Matter?

Judge Bye also addressed the significance of the shifting burden
of proof on the outcome of a tax case. He explained that:

a shift in the burden of preponderance has real significance only
in the rare event of an evidentiary tie. . . . In a situation in
which both parties have satisfied their burden of production by
offering some evidence, then the party supported by the weight of
the evidence will prevail regardless of which party bore the
burden of persuasion, proof or preponderance.

Thus, even if the appeals court in Jorge N. Lopez, et ux. v.
Commissioner, No. 04-60171, Doc 2004–23070, 2004 TNT 234-10 (5th Cir.
2004), had concluded that the Lopezes had shifted to the IRS the burden
of establishing that their Amway activities were a trade or business,
the outcome would likely have been no different. In fact, the Tax Court
had held that the Lopezes did not cooperate with the reasonable
requests of the IRS for pretrial meetings and for documents to be used
at trial, and so they had failed the section 7491(a)(2) requirements.
The appeals court noted that:

Although the record shows that the tax court was not compelled by
the facts to find that the Lopezes lacked a profit motive, the
Lopezes’ arguments do not leave us with the “definite and firm
conviction that a mistake has been made.” At best, the Lopezes
have made arguments to show that their Amway activities possibly
had a profit motive. Their arguments do not show that the tax
court clearly erred in viewing the evidence differently and
finding that their Amway activities lacked the requisite profit
motive. Indeed, ample evidence supports the tax court’s
conclusion that the Lopezes lacked a profit motive in conducting
their Amway activities.

Lopez, in other words, was not a case in which there was an evidentiary
tie.

Burden of Production vs. Burden of Persuasion

The burden of production is also called the burden of going
forward. At least until section 7491, the taxpayer generally carried
the burden of production in tax cases. After the taxpayer had
introduced evidence, the burden of production shifted to the IRS. After
the parties have introduced all of their relevant evidence, the court
then weighs that evidence and decides which party’s evidence outweighs
the other’s. That is the situation to which Judge Bye referred. Only if
the evidence is evenly balanced, so that no party has carried the
burden of persuasion, will the question be relevant of who has the
burden of proof in the section 7491 sense. In a tie, that party will
lose.
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Section 7491 does not really shift the burden of going forward
away from the taxpayer, inasmuch as the taxpayer still must submit
sufficient credible evidence. At that point, the burden of production
would shift to the IRS in any event. Clients frequently seem to think
that the shift of burden of proof means they need not do anything and
the IRS must prove that they received unreported income or establish
that they did not incur claimed expenses. It is up to the tax
practitioner to disabuse them of those notions. If anything, section
7491 makes more important that the taxpayer maintain records required
by law, respond to IRS inquiries, provide information, and otherwise
cooperate with an IRS examination. As with Lopez, the penalty for
failure to meet those requirements in section 7491(a)(2) in those rare
instances when a tax controversy gets to court will be to lose whatever
advantage the taxpayer might otherwise obtain from section 7491.

Which Taxpayers?

Section 7491 does not apply to all taxpayers. It is available
only for individuals, estates, and “small” partnerships, corporations,
or trusts. The small entities are defined as those whose net worth does
not exceed $7 million. Because most partnerships do not fall under the
partnership-level proceeding rules of section 6221 et seq., and no S
corporations have entity-level proceedings for years after 1996, the
major effect of the size limitation will be to keep the old rules for
larger and special-allocation partnerships and larger C corporations.
So far, almost all of the cases in which section 7491 has been of any
use to the taxpayer have involved individuals.

The taxpayers eligible for section 7491 are those least likely to
understand what it means. They should be informed when returns are
prepared that the slight possibility of shifting the burden of proof to
the IRS in the unlikely event of litigation depends on their conformity
with the recordkeeping and documentation requirements of the code and
the regulations. They also should be cautioned that section 7491 is of
only marginal value for them, at best, and probably of no value at all.

Even though most clients may be unwilling to pay for help in
analyzing whether their recordkeeping and documentation is adequate, it
would be prudent to document that they were warned that failure to meet
the recordkeeping requirements of the code could deprive them of the
ability to shift the burden of proof to the IRS in subsequent tax
litigation. Taxpayers who have settled tax controversies, or lost in
court, may contend that the practitioner was derelict and bring
malpractice claims based on their belief that the burden of proof
should have been on the government and that they would have prevailed
if it had been. Unfortunately, a plaintiff’s attorney will have no
difficulty finding a tax practitioner to serve as an expert witness in
support of that contention. The expert will testify that the case might
have been won if the IRS had had the burden of proof and that the
burden of proof could have been shifted to the IRS if only the taxpayer
had been properly advised.

Audit Strategy

The practitioner has always had some analysis to make every time
an IRS agent began an audit of a client. Section 7491 added one more
factor on which tax practitioners must reflect. First, is it an
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examination in which section 7491 can even be applicable? Is the
taxpayer an individual or an estate, or a partnership, corporation, or
trust that meets the net worth rules? If the exam can fit under section
7491, can the taxpayer show compliance with the code's recordkeeping
and substantiation requirements? How much cooperation with the IRS will
be needed to avoid violating the section 7491(a)(2) requirements?

Revenue agents are not supposed to be considering the hazards of
litigation, of course, and burden of proof is more relevant to
litigation than to the administrative process. However, appeals
officers are charged with reflecting hazards of litigation in their
settlement of cases. Thus, when section 7491 may plausibly be argued,
it may help the taxpayer get a better deal out of appeals –- or settle
the case once it is in docketed status.

Conclusion

Section 7491, like some of the other taxpayer bill of rights
provisions, is probably at least 95 percent public relations and less
than 5 percent substance. Misunderstanding of its limitations has
raised unreasonable taxpayer expectations and confused many tax return
preparers who have little or no grasp of burden of proof in tax
litigation. Seven years after its enactment, section 7491 seems to have
made only a minor difference overall to the outcome of tax
controversies, although it clearly made a difference to the Griffins.
It may have encouraged more taxpayer compliance with recordkeeping and
documentation requirements, and it has marginally improved the chances
of a taxpayer settling a controversy. Set off against that is the
probability that it has slightly increased the risk of malpractice
claims being filed against tax practitioners whose clients perceive
that their tax controversies had a less favorable outcome than they
expected.
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