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UNITED STATES DISTRICT COURT
EASTERN DISTRICT OF NEW YORK

UNITED STATES OF AMERICA,
: MEMORANDUM
Plaintiff/Appellant/Cross-Appellee, DECISION AND ORDER

- against - : 11 Civ. 5608 (BMC)
EDWARD P. BOND, Lquidating Trustee of
the LIQUIDATING TRUST FOR PT-1
COMMUNICATIONS, INC., PT-1 LONG
DISTANCE, INC. AND PT-1
TECHNOLOGIES, INC.

Defendant/Appellee/ Cross-Appellant.

COGAN, District Judge.

Before me is an appeal from a final ordethte Bankruptcy Court for the Eastern District
of New York, which incorporatefibur interlocutory orders. Thénited States (hereinafter the
“IRS”) challenges these interlo@rty orders and the final orden eight separate grounds, most
of which have sub-arguments. The LiquidgtiTrustee (“the Trusteegppeals on one ground.
The final order of the Bankruptcy Court is herafffrmed, substantially for the reasons set forth
in the four interlocutory ordetand the denial of a motionrfoeconsideration filed by the
Liquidating Trustee and issued sudpsent to the final order, witbne exception. | conclude that
the Bankruptcy Court was without jurisdiction to enjthe IRS’s future exeise of its rights to
setoff and recoupment. | write here to explayreasoning for that conclusion, as well as to
clarify my reasons for affirmance on certain issaed to address issues not discussed in the

Bankruptcy Court’s decisions.
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BACKGROUND

This case concerns the income tax treatment of three related telecommunications entities,
PT-1 Communications, Inc., PT-1 Long Distance, land PT-1 Technologies, Inc. (hereinafter
“PT-1" or the “PT-1 Entities”).In 2000, WorldCom engineerechastile takeover of both PT-1
and its parent company, the Star Group, whidmmated in PT-1 and the Star Group filing for
bankruptcy in 2001. WorldCom itself filed foankruptcy in 2002. During PT-1's decade-old
bankruptcy proceedings, numerous disputes hagen with regard to PT-1's tax treatment
during this tumultuous period. These disputegh@ow been resolved by the Bankruptcy Court
and are before this Court on appeal. Roughly $illéomplus a decade of interest is at stake,
with the United States seeking to recover $7 oniliin postpetition taxes, and the trustee seeking
to recover alleged pre- and postfieh overpayments totaling $8.8 million.

l. PT-1's Business

PT-1 principally performed two services, eadtwhich allowed for phone calls to be
completed through long-distance swigs it either owned or had a rigb use. First, it sold pre-
paid calling cards. Second, itogrded dial-around long distaa, which allowed a telephone
caller to avoid his default long<stance carrier by dialg a prefix, such as “10-10,” prior to the
ten-digit telephone number.

For a time, PT-1 was a successful and prestelent group of companies. In the mid-
1990s, the three PT-1 Entities filed their own constéid income tax returns, with their tax year
ending June 30. The exception was an eight-miaithin that ended February 4, 1999, because
on that date PT-1 was takewer through a merger with ttstar Group, a larger group of
telephone industry companies. For the 1998 tax year, PT-1 paid $6.2 million in corporate

income tax, some portion of which the partiggee was an overpayment arising from the



carryback to this tax year of the net opergtioss (“NOL”) from PT-1's eight-month tax period
ending February 28, 1999.

With Star’s acquisition of PT-1 11999, PT-1 was included in the Star Group’s
consolidated income tax return for theipds ending December 31, 1999 (ten months) and
December 31, 2000 (twelve months). Both redueport net operating losses, with the returns
containing an allocation of losses to its constitiuentities, including PT: However, a problem
arose for the 2001 return. In [&600, WorldCom had taken contad PT-1 pursuant to a stock
pledge agreement with Star on which Stdadiked. Under WorldCom control, the PT-1
Entities then filed fobankruptcy in the Eastern District New York on March 1, 2001, and
later that year Star filed e District of Delaware. Hower, for some undisclosed reason,
neither WorldCom nor Star included PT-1 oncitmsolidated return fany portion of the 2001
year. PT-1 was unaware of this fact for qsibene time, due largely ipart to Star’s March
2002 request for an extension of time to filer@girn, which extension included PT-1.

. PT-1's Tax Returns

The Star Group has not yet filed any typeeaitirn for any portion of 2001. PT-1 thus
became self-described “tax orphans,” with Ineitof their putative parents willing to include
them on their consolidated income tax retuor the 2001 tax year or years going forward.
Choosing then to file their owreturn, the PT-1 Entities in feember 2002 filed a consolidated
income tax return for the postpetition portior2601 (the “Short Period”), reporting tax due of
$6,706,172 based on $19,160,492 in taxable incamieh reflected $20,455,135 of taxable
income before the application of an NOL caroyward allocated to PT-1 from the Star Group

2000 return in the amount of $1,294,643. The SReriod return was not accompanied by a



request made under 11 U.S.C. § 50%¢b)y prompt determination of taxPT-1 paid that
administrative tax expense of $6.7 million with tieéurn in the ordinary course of business as
the debtor in possession. The Trustee has b&angting to recover this tax ever since on the
grounds that PT-1 in fact had tax liability for the Short Period.

PT-1 did not at that time file a retufor the pre-petition portion of 2001 — the period
referred to by the parties as the “Stub Period didt however, file an aended return for its tax
year ending June 30, 1998, seeking a refund ef 2 million as a result of NOL carrybacks
from the subsequent two tax periods. Th8 tRd not respond to this refund request until
January 27, 2004, stating thecause PT-1 had nided a tax return for the Stub Period, PT-1
might potentially have owed additional tax to the Government which could offset the refund
claim amount. PT-1 then seotthe IRS two unsigned returr@je purporting to address the tax
for the Stub Period, the other purporting to adslthe tax for the full 2001 calendar year. PT-1
also requested that the IRS deal with it sroitvn for the 2001 tax year because Star no longer
existed, which the IRS refused to do.

For the 2002 tax year, PT-1 filed its own colidated income tareturn, which included
a request made under section 505(b) for a prompt determination of tax. The 2002 return
included a bad-debt deduction of $21,648,4%96 an NOL of $5,590, 832. The IRS examined
the 2002 return, and eventually disallowddat around $900,000 of that claimed bad-debt
deduction, which converted that NOL to postiaxable income of around $14 million, with a
$5.1 million tax claimed by the IRS on that income. The IRS’s examination was not completed

within the time allowed under 8 505(b). leat, the IRS filed on August 1, 2006 a request for

! Section 505(b) provides that unless the IRS completes the examination within 180 days, the estate, the trustee, the
debtor, and any successor to the debtor are dischargeaifgohiability for additional tax later determined to be
owed. See 11 U.S.C. § 505(b)(2). An amendment in 2005 added the “estate” to the dusphsoharge.
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payment of administrative expense for the 2002 year in the sum of $7.8 million related to the
disallowance of the bad-debt deduction.

For the 2003 tax year, PT-1 again filed itsrosonsolidated income tax return and again
included a request for a prompt determinatbtax under section 505(b). The IRS did not
examine this return, and hasvee charged tax or filed a regst for payment for the 2003 tax
year. The 2003 return reported a loss of $4,062)80igh the Trustee has sought to carry back
to the 2001 Short Period.

1. PT-1's Pre-Paid Business and its Sale

On PT-1's books, when a pre-paid calling card was sold, the proceeds of the sale were
classified as deferred revenusdavere not immediately recognized income. PT-1 contended
that it was not required to consider any paymastsicome (for tax purposes) until it rendered
the service of completing the call under Gailg Accepted Accounting Principles. Although
the IRS disagrees, this dispus not at issue here.

In February 2001, one month bedadeclaring bankruptcy, PTsbld its prepaid calling
card business to a third party,TD At that time, its defeed revenue account contained $27.7
million in cash that had not yet been reported. The parties agree that as part of the sale, IDT
purchased the assets of the phone card busineksjing inventory and all accounts receivable,
and agreed to service the remaining callofdstanding cards in circulation. However, how
much the business was sold for is in dispute.

The face of the sale agreemereridfied a one-dollar price t€gand Rosalind Gaffney,

head of PT-1 tax, testified at trial to the sgmmee. However, the agreement also required IDT

2 Although the sale agreement, a subsequent adversary complaint file by PT-1 against IDT, and the settlement
agreement resolving this complaint were not enterecewvittence at trial, the IRS subsequently moved to re-open
the record approximately 1 year after the evidentiary hearing had concluded and over fbsraftentral

argument so that the Bankruptcy Court could take judicial notice of these documents. tttreoBankruptcy
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to indemnify PT-1 for up to $5 million against certain then pending litigation claims. Under the
agreement, if those claims were not resolvatiiwia 120-day period, IDT would give PT-1 cash
equal to 70% of the indemnity obligations,$&.5 million. More importantly, IDT agreed to
compensate PT-1 for PT-1 providing “terminatgervices” for the cardsralady in circulation.

IDT agreed to deposit $4 million in escrow, whiwas to be paid to PT-1 upon closing as a
“deposit” for these future obligations.

In March 2001, IDT and STAR amended #weement with IDT, causing PT-1 to
execute the amendment as well. A significant change to the agreement was that IDT was no
longer required to pay the indemnity or the $4 million deposit, which evidently had not been
placed in escrow or paid to PT-1 upon closinghef sale as the original sales agreement had
required. According to the Trustee, PT-1 perfed its post-sale obligahs under the contract,
but IDT never paid.

PT-1 initiated an adversary proceedingiagt IDT in its own bankruptcy on July 25,
2002. The complaint includes claims for unpaid services rendeesgt@ss of $10 million, the
failure to pay the $5 million indemnity, and the failure to pay the escrow deposit. Further, the
complaint asserts a claim for fraudulent convegabased on the allegatitrat Star caused PT-
1's prepaid calling card receivals (worth about $22 million) tbe transferred to IDT in
exchange for assuming service obligations Waild cost a fractioof the value of the
receivables, while IDT simultaneously agreed tg $a million to Star in exchange for stock that
ended up being worthless as Star soon filedbémkruptcy. The complaint also asserted that
IDT and Star caused the $4 million payment thacth@ract required to be paid to PT-1 to be

made to Star instead.

Court denied this motion, it discusses the contents of thgngents in one of its decisigas do the parties. The
parties further dispute the meaning of these documents. | therefore discuss them in this decision.
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In 2004, prior to the confirmation of the plahe debtor in posssion and IDT settled
and agreed that the debtor would receive IDmmmn stock to be sold in installments with a
guaranteed value of $14.3 million. Tpeoceeds of that settlement were made part of the assets
of the Liquidating Trust. The income tax cegsences of the saté the phone-card business
are disputed in this case, but PT-1's accaugntf the sale can be described as follows.

On PT-1's 2001 proposed Stub Period retapparently filed in 2004), it reported
approximately $5.9 million in income. THigure was derived from recognizing the $27.7
million in PT-1's deferred revenue account, then subtracting approximately $22 million for the
account receivables it had transéet to IDT, as wells as $665,000 in inventory. In addition, PT-
1 purportedly received $1 in consideration fronT lfor the sale. The difference is a net gain of
$5.9 million. However, when netting this gain with a deduction of approximately $12 million for
debt that was allegedly uncollectible, the Teasreported a loss for the Stub Period of over $6
million.

V. PT-1's Long Distance Business

PT-1's dial-around londistance business allowed longstdince callers to bypass their
default long-distance carrier by using switches avei¢her by PT-1 or &t. A long distance
caller who wanted to dial-around his defautidadistance provider ould place a phone call
using a prefix (usually “10-10"the call would be routed ®@PT-1 switch, and PT-1 would
complete the call from that point forward, collectidata from its switches for billing. The PT-1
switch would collect from the dialer the Idgdgnone number from which the call was being
made, the date and time of call, the duratbthe call, and informtion about the local-

exchange carrier that transmitted the call ftben caller’s telephone to the PT-1 switch.



PT-1 booked income using this raw information from its switches immediately upon
placement of the calls. Then, because it knew nothing more than the phone number of its
customers, it relied on a thigghrty billing intermediary to attept to collect the PT-1 charges
from the local carriers that hadntracts with the callers. Ealdcal carrier, in turn, would
attempt to collect the charges for the calls byuditlg charges on the billsahthey sent to their
customers.

PT-1 was paid by the billing intermediarydhgh a two-step “truep” process. After
calls that were too short to bdled were removed, the remaining calls were deemed accepted
for billing by the billing intermediary, which pvided the local-exchange carriers with the
billing information. The local-exchange carri@suld provide an upfront payment back to the
billing intermediary, which would remit th@galyment to PT-1, taking out a percentage for
commission. In making this upfront payment, eldal-exchange carrier held back a portion of
the money claimed in a reserve to protect itseth turning over to the billing intermediary
more than what the local-exchange carrier ddnd expected to collect from the callers.
Periodically, the billing intermedry would conduct a reconcitian process with each local-
exchange carrier. This included so called “getacks,” which meant that the local-exchange
carrier had charged that call back to the billingimediary if it learned that a call could not be
completed or if a phone number was not ecttr A second, final payment made to PT-1
reflected this true-up process. A documerppred by PT-1's accounting department provided
evidence of the results of theie-up process through the esfd2002 and was introduced into
evidence by the IRS over the Trustee’s objection at an evidentiary hearing held by the

Bankruptcy Court in July and August 2009.



Because PT-1 reported income that it eng@dot receiving at the end of the true-up
process, it would claim on its tax returns batitdkeductions. The Government concedes that
this is appropriate, but challenges the sutigion that the Trustee has offered for these
deductions.

V. Proofs of Claim, Requests for Paymetrof Administrative Expenses,
and “Counterclaims” by the Trustee

On February 4, 2004 (one week after dmalhg PT-1's refund request for overpaid
taxes from 1998), the IRS filed its first prepietn proof of claim angbostpetition request for
administrative tax expenses thatelevant to the disputesiasue here. The claim was for
approximately $35 million and consisted of a demand for taxes, penalties, and interest for the
two-month pre-petition Stub Periggdenalties and interest for the postpetition Short Period, and
penalties and interest for 2002s@clearly postpetition).

On August 10, 2004, the IRS amended the Febia2004, claim, withdrawing its claim
for pre-petition Stub Period taxes. The amehgof of claim still contained a request for
administrative expenses for Short Period jptessof $1,628,582.11 and intsteon the penalties
of $436,277.97.

On March 14, 2005, the Trustee filed a mntto disallow the IRS's requests for
administrative expense payments. The Trustee sdught a declaration that PT-1 was permitted
to file a tax return for PT-1 and its subsrtita for the Stub Period. Additionally, the Trustee
sought to carry forward and carogck net operating losses atsithe taxable income for the
Short Period; to recover axtaefund of $2,178,891 for the taxrped that ended June 30, 1998
plus interest; and to recovarefund of the $6,913,228.53 paid with the Short Period tax return.
PT-1 had previously requested a tax refuidnfthe IRS for the 1998 tax year, but had not

requested a refund for the Short Period at the itifiled this motion. It did, however, file what



it called a “protectivetefund with the IRS in Septemb2005, which it attached to its second
motion for summary judgmenfiled in September 2007.

On March 17, 2005, the IRS filed another requibss time seeking unpaid taxes from the
Short Period in the amount of $453,125 in addition to penalties and interest totaling
approximately $200,000. This claim was filed afiean confirmation and appointment of the
Trustee.

Finally, by request for admistirative expenses filed August 1, 2006, the IRS dropped its
demand for penalties with respect to thegale Short Period tax, but added a new penalty
request of $260,207.25 and interest on the |penf$209,789.29. The IRS also requested $7.8
million in tax, interest on tax, and penaltiesé&a on its disallowance of all but $900,000 of PT-
1's $21 million bad-debt dedtion for the 2002 tax period.

VI. Bankruptcy Court Decisions

The Bankruptcy Court issued four decisipadinal order, and an order denying the
Trustee’s motion for péal reconsideration.

1) Decision I: 357 B.R. 217, Issued December 7, 2006

In Decision |, the Bankruptcy Court expunged tRS proof of claim, as amended, which
sought payment of administragitaxes of $ 7.8 million for the 2002 tax year. The Bankruptcy
Court held that the debtor had made a propguest for an expedited determination of tax
liability for that year pursuant to Bankruptcy Code 8§ 505(b)(2), and because the IRS did not act
timely to examine the return, the debtor arglltiquidating Trust werdischarged of all tax
liabilities not reflected on the 2002 return.

2) Decision Il: 386 B.R. 402, Issued March 26, 2007
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In Decision I, the Bankruptc€ourt disallowed the IRS’s administrative claim for three
kinds of penalties related to $6.7 million in tax reported and paid for the 2001 Short Period.
Regarding that portion of the IRS Februarg@4 proof of claimas amended on August 30,
2004, which sought penalties and interest based upon the debtpostpdrfailure to timely file
the Short Period return, the Baoktcy Court noted that the IRtad withdrawn this claim.
Regarding the IRS’s August 1, 2006, request for piesdor the Debtors’ alleged failure to pay
estimated taxes for the Short Period, the Bartkyu@ourt held these to be time-barred given
their filing after the administrative bar date.

3) Decision lll: 403 B.R. 250, Issued March 31, 2009

Decision Il granted the Trustee’s requiEstsummary judgment on one of his two
“counterclaims” for a refund of $2,178,891 for taxmaid for the tax year ending on June 30,
1998. It also expunged that portion of the IRS®gfs of claim that soughéxes and interest for
the Short Period, and which had betn expunged in Decision II.

In so holding, the Bankruptcy Court made tbllowing rulings: (a) it disallowed the
IRS’s administrative tax claim for the 2001 Sheriod on the groundsahthe IRS’s request
for payment under § 503(b) was not filed by the amstiative claims bar date; (b) it rejected the
IRS’s arguments that sovereignmunity barred the refund suit;)(it ruled that filing a claim
for refund with the IRS was not required where tafund claim is a counterclaim to a proof of
claim filed in a bankruptcy case and the claintsarfrom the same transaction; (d) it rejected
the IRS’s contention that the Tax Anti-InjunctiontA@rred it from directing the IRS to accept
an income tax return for the 2001 Stub Period &ldairessed the income and expense items only
of the PT-1 entities; (e) it ruled that tAPA allowed it to order the IRS to accept a de-

consolidated income tax return of PT-1 for th@ 2&tub Period; (f) it held that the IRS’s failure
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to object to the anti-setoff and anti-recoupmaatvisions of the plan prior to confirmation
bound it to the injunction in the confirmation org@) it granted the Liquidating Trustee’s
refund claim for 1998 in the amount of $2,178,894dubon a carryback of PT-1's allocable
portion of the Star Group loss 1999; and (h) it ruled that an eeitiary hearing was needed to
determine PT-1's NOLs from the other yearswiit which the Trustee would not be entitled to
a refund for the 2001 Short Period.

4) Decision IV: 447 B.R. 115, Issued March 3, 2011

The Bankruptcy Court issued Decision ®v March 3, 2011, following a three-day
evidentiary hearing and two rounds of posttinidefs and oral arguments. The Bankruptcy
Court held that: a) an undispat net operating loss allocableth@ PT-1 Entities from the Star
Group 2000 income tax return (in the amoun$f423,328.00) could be dpga toward taxable
income of the PT-1 Entities for the postpetitiportion of the 2001 year, after passing through
the 2001 Stub Period; (b) it held that the apprate $27.7 million in deferred revenue had to be
recognized upon the sale of PT-pi®paid calling card business as argued by the IRS, but held
this was offset by an approximate $22 million loss on that sale; (c) it sustained a deduction
reported on PT-1's proffered return foe 001 Stub Period in the amount of $11,868,413 that
allegedly related to bad debts written off in ceation with the same sale of the pre-paid phone-
card business; (d) it denied the IRS’s motion topen the evidentiary rembto take judicial
notice of PT-1's adversary complaint against l&nd the settlement agreement; (e) it allowed
deductions related to operational lornigtdnce bad debt of $3,892,212.42 for the 2001 Stub
Period, $10,656,606 for 2001 Short Period, and $8,133,202.@4ef@002 tax year; (f) it denied

claimed long-distance bad-debt deductionghe amounts of $2,353,526 for the 2001 Stub
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Period, $12,467,028 for the 2002 tax year, anckttiige $5,470,721 reported for the 2003 tax
year.

5) Final Order, Issued April 29, 2011

The final order specified the particular relegpropriate under tHeur prior decisions
and provided for (a) the recayeof an overpayment of $2,178,891 for the 1998 year (based on a
loss carried back from 1999); (b) the reagvef an overpayment of $3,806,512 for the 2001
Short Period (based on losses carried forviranah 2000 and the 2001 Stub Period); and (c) an
injunction directing the IRS to accept a de-constéd income tax return reporting the income
tax liability of the PT-1 Entities for the 20@tub Period. It alsdisallowed the IRS’s
administrative tax claims and enjoined the Government from exercising any setoff or recoupment
rights.

6) Motion for Reconsideration Denial, Issued September 28, 2011

The Trustee moved for reconsideratiorttad disallowance of an approximately $5.5
million bad-debt deduction from its 2003 tax yearthe ground that it did not have sufficient
notice from the Joint Pretrial Order that thiswd be at issue duringetrial, and that the
Bankruptcy Court failed to appthe appropriate burden-shif standard on disputes over
deductions. The Court denied the motion, exyay in detail why the Trustee had sufficient
notice and why the Trustee had failedstwstain its burden on the deductions.

DISCUSSION

As noted above, the IRS challenges eighihgs by the Bankruptcy Court on appeal, and
the Liquidating Trustee challenges one rulingr thoee of the IRS’s challenges and the one
ruling appealed by the Trustee, | affirm thedwogs of the Bankruptcy Court for the reasons
stated in the respectikecision. For the remaining challenglearite to explain my agreement

and disagreement with the Bankruptcy Court’s ordamg address those issues not before it.
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Standard of Review

A threshold issue disputed by the parties cameéne standard of review this Court must
apply in evaluating the Bankrupt&ourt’s determinations. THax disputes at issue here
consist of claims against the estate, andxpkmed in greater detail below, counterclaims by
the Trustee on behalf tfie estate. Accordingly, the matidefore the Bankruptcy Court are
core proceedings under 28 U.S.C. § 157(b).

As a core proceeding, questiondak are ordinarily reviewede novo, findings of fact
will not be set aside unless clearly erroneous,disctetionary matters, such as the denial of a
motion to reopen the evidentiamoord, are reviewed for abusedcretion. _See Statek Corp.

v. Dev. Specialists, Inc. (In re CouderioBr, LLP), 673 F.3d 180, 186 (2d Cir. 2012); Bell v.

A.O. Smith Corp., 451 F.3d 66, 69 (2d Cir. 20Qdgendelsohn v. Port Auth. Trans-Hudson

Corp., No. 11-cv-03820, 2012 U.S. Dist. LEX1$0276, at *14 (E.D.N.Y. Aug. 3, 2012).
Nevertheless, the IRS contends that as a result of the Supreme Court’s holding in Stern v.
Marshall, 131 S. Ct. 2594 (2011), even if thegeeding is core, this Court must review all
aspects of the Bankruptcy Court’s decisiiemovo.

The issue before the Supreme Court er$tvas whether the blruptcy court could
constitutionally enter a finadrder on a counterclaim based ugoocommon law cause of action.
The Supreme Court recogeid that Congress gradtéhat right to bankiptcy courts when it
enacted 28 U.S.C. 88 157(b), andttthe subsections of thisasiite provide that a bankruptcy
court may hear and determine 16 different types of matters, including counterclaims “by the
estate against persons filing o against the estate.” Stefi31 S. Ct. at 2603. The Supreme

Court held, however, that witlespect to common law coentlaims, Congress could not
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constitutionally grant a non-Articlél court the authority to exercidbe judicial authority of the
United States through entry of finarders. _Id. at 2609, 2611, 2614-15.

The Trustee contends firstahStern should be read to only apply to common law causes
of action, and that because refund claims here aret, Stern does not requide novo review
by this Court. | need not ades whether this narrow readiofgStern passes muster, however,
as the Trustee’s second argument — that itsxce€laims fall under the plib rights doctrine and
therefore can be finally adjudiesl by an Article | court — is ehrly correct. In Stern, the
Supreme Court recognized the longtbry of the public rights doatre in federal jurisprudence,

which dates back to Murray's Lessee vbdken Land & Improvement Co., 59 U.S. 272, 18

How. 272, 15 L. Ed. 372 (1856). Although the pubights doctrine has not been well-defined

or treated consistently tmghout history, see Stern, 131 S. Ct. at 2611, Northern Pipeline

Constr. Co. v. Marathon Pipeline Co., 458 Lh8. 69, 102 S. Ct. 2858 (1982), the doctrine can

nonetheless be described as follows.

Matters involving public rightare those which are suscéypei of judicial power but
which Congress may or may not place within theviguv of Article 11l courts. _See Stern, 131 S.
Ct. at 2612. This doctrine is part explained by principles sbvereign immunity, and in part
based on the recognition that cemtenatters have been historically reserved to the political
branches of Government. Thus, for the npast, the public rights dédne extends only to
matters arising “between the Government andguersubject to its authty in connection with
the performance of the constitutional functions of the executive or legislative departments,”

Crowell v. Benson, 285 U.S. 22, 50, 52 S. Ct. 288R), and only to matters that historically

could have been determinedcchisively by those departmengge Ex parte Bakelite Corp., 279

U.S. 438, 458, 49 S. Ct. 411 (1929). The logic esthdecisions is that the Framers expected
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that Congress would be free to commit such mattempletely to non-judicial executive or
legislative determination, “and that as a tethere can be no constitutional objection to

Congress’ employing the less drastic expediebaimitting their determination to a legislative

court or an administrative aggn” Northern Pipeline, 458 U.S. at 68, 102 S. Ct. 2858.
Applying this framework to the instant amti, several factors establish that these tax
disputes fall under the public rightloctrine. First, the Trustee’efund suit against the IRS fits

squarely within the definition & public right set forth in Crovileand reaffirmed in Stern. That

is, the suit is between the United States Gawemmt and a party subjeict the Government’s
authority, and it concerns the performance of the constitutional functions of the executive
branchj.e., tax collection. Moreovethis action was only possible as a result of the
Government’s waiver of sovereign immunitgder 11 U.S.C. 8§ 106. It is not surprising,
therefore, that a leading constitutional schbolas referenced ArticleTax Courts as deriving
their legitimacy from the public rights doctrifie.

This conclusion is also consistent witbth the Framers original understanding of the
public rights doctrine as it appfi¢o tax matters. Since tfmunding of our nation and up until
the Civil War, the Federal Government relied m@iity on customs duties to finance its activities
rather than a national taxation systérin the very first Congress, controversies surrounding
customs duties were excluded from Article Il Gguaend instead placed under the purview of

the Treasury Department. See Richard HioRaJr., Of Legislative Courts, Administrative

Agencies, and Article 1ll, 101 Harv. L. Rev. 9154M1998). Thus, the Framer’s intent and

3 See Erwin Chemerinsky, Formalism Without a Foundation: Stern v. Marshall, Univ. Of@e School of Law
Legal Studies Research Paper Series No. 2011-51 (Nov. 27, 2011, forthcoming in Supreme Gauyt &eviable
at papers.ssrn.com/sol3/papers.cfm?abstract_id=1965604.

4 See Executive Office of the Presidehthe United States, The Budget fos€l Year 2012, Historical Tables,
available at www.whitehouse.gov/sites/détdiles/omb/budget/fy2012/assets/hist.pdf.
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original understanding of Article 11l was thdisputes regarding revenue collection by the
Federal Government could be conttedl to non-judicial resolution.
The Supreme Court has agreed. One of tlggnad decisions to address public rights,

Crowell, “attempted to catalogue some of the mnsitthat fall within in the doctrine, Northern

Pipeline, 458 U.S. at 70 n. 22. Among the vasieMamples cited by the Court_in Crowell are
“administrative agencies created for the detertionaof such matters” aaterstate and foreign
commerce, immigration, and taxation. See idofang Crowell, 285 U.S. at 51, 52 S. Ct. 285).
Thus, since 1932, the Supreme Court has recogdizedtes over taxation as concerning public
rights.

Finally, | note that tax disputes have already been committed to the jurisdiction of the
United States Tax Court and the Federal Cou@laims which, like the Bankruptcy Court, are
Article I tribunals. The decisns of these courts are rewied under ordinary appellate
standardsi.e., legal determinations are reviewagnovo, but factual findings are reviewed for

clear error._See Robinson i&Mfg. Co. v. Comm’r, 600 F.3d 121, 124 (2d Cir. 2010) (noting

standard of review regarding Tax Coufdkerlund v. United States, 365 F.3d 1044, 1049 (Fed.

Cir. 2004) (same regarding Federal Court of Claini$)e Trustee contendsat this establishes
that tax disputes fall under tpeblic rights doctrinewhile the IRS respondbat a taxpayer’'s
option to file a refund request an Article Il court suggesthe opposite. Although I find that
the jurisdiction of Article | Courts over tax disputes is not dispositive of the issue as it does not
completely remove tax disputes from Articlettibunals, the Trustee netkeless has the better
argument here.

In the division of authoritypetween Article | courts otihe one handral Article Il

district courts on the other, the key distinction apjplies to this case tkat the choice of forum
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belongs to the taxpayer, not the IRS. A taxpawyay pay the tax allegedly owed and sue for a
refund in either a district couor the Federal Court of clas, see 28 U.S.C. § 1346, or it may

bring the action in Tax Court before paying tiax, see Samuels, Kramer & Co. v. Comm’r, 930

F.2d 975, 979 (2d Cir. 1991). In either case,IRS has no constitutional right to adjudication
by an Article Il court, other thaan appeal. This provides atig support for the conclusion that
because the Trustee elected le ifis refund claim in the Bankruptcy Court, that Court’s final
decisions are constitutional, and swéde reviewed under the usual appellate standards.

Accordingly, | will review questions of lawe novo, findings of fact fo clear error, and
discretionary matters for an abuse of discretion.

Il. Sovereign Immunity and Jurisdidion Over Tax Refund Claims

“In any suit in which the United Statesaiglefendant, there must be a cause of action,

subject matter jurisdiction, and a waiver of s@ign immunity.” Presidential Gardens Assocs.

V. U.S. ex. rel. Sec’y of Hous. & Urbdpev., 175 F.3d 132, 139 (2d Cir. 1999). The sovereign

immunity of the United States may only Wwaived by statuteeg id., and must be

“unequivocally expressed.” Diaz v. Unitedafts, 517 F.3d 608, 611 (2d Cir. 2008). Section

106 of Title 11 is just such a statute, expnessirogating sovereign immunity both with respect
to proceedings under various provisions ofBla@kruptcy Code, sed.iat § 106(a), and for
claims that are property of thetat® and arise out of the saim@nsaction or occurrence as a
proof of claim filed by a government unit in thankruptcy proceeding, see id. at 8 106(b). The
Bankruptcy Court relied on eachtbiese subsections in concluding that the IRS had waived
sovereign immunity with regard tex claims filed by the Trusted-or the reasons stated below,
| agree with the Bankruptcy Couhat section 106(applies in the case. However, | do not

agree that secn 106(b) applies.
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1) Section 106(a)

The Bankruptcy Court held that the IRS wedvsovereign immunitynder section 106(a)
by concluding that the tax disputes at issue before itifieler 11 U.S.C. § 505, a statute
specifically designated in subsection (ayettion 106. Section 505(a) empowers bankruptcy
courts to resolve disputes with taxing authoritidge IRS contends thttis decision was error
because 11 U.S.C. § 505(a)(2) limits the apgpidn of section 505(a) to tax refund claims
brought by a “bankruptcy trustee” on behalf dbankruptcy estate” aftea properly filed refund
request. However, according to the IRS, thaitiating trust is not a bankruptcy estate, the
Trustee is not a bankruptcy trustaad the Trustee failed to propefile a refund request. | am
not persuaded by these arguments.

a. Brought on behalf of a bankruptcy estate

As an initial matter, | do not accept the IR8ontention that the tax refund claims at
issue here are not property oétbstate because the estatsessarily ceased to exist upon
confirmation of the plan. Section 1141 of Titl# and the cases cited by the IRS in support of
this argument undoubtedly stand for the projpasithat a bankruptcy estate ordinarily
terminates upon plan confirmation. However, secfil41 also explicitly states that this is the
general rule “except as otherwise provided in tlaa | See 11 U.S.C. § 1141(b); see also Hillis

Motors, Inc. v. Haw. Auto BPalers’ Ass’n, 997 F.2d 581, 587 (%ir. 1993). Pursuantto 11

U.S.C. § 1123(b), the plan at issue here spedljiprovided that thelaims belonging to the
debtor would be transferred toethiquidating trust to be asserted by the Trustee. Further, the
Trustee is charged witlisserting claims solely on behalftbé unsecured creditors of the debtor,
and was forced to defend claims by the IRSdarobligations allegedly incurred by the debtor

in possession after PT-1 filedrfoankruptcy. | therefore conade, as numerous courts have,
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that the Trustee represents theaender of the estata this claims process. See, e.q., Gordon

Sel-Way, Inc. v. United States, 270 F.3d 280, 286 (®@th2001) (although relying in part on

logic enumerated in a Chapter 13 case, holthat)“where the debt does not obtain a
discharge and post-confirmation property is commiittethe plan of reorganization, it would be
arbitrary to exclude [post-canfation] property from the property of the estate”); Guttman v.

Matrtin (In re Railworks Corp.), 325 B.R09, 719 (Bankr. D. Md2005) (recognizing that

“although normally the estate would termmaifter confirmation, 11 U.S.C. 8§ 1123(b)(3)
expressly allows the estate to exist with respettose claims that are preserved by the plan,
and the vestige of the estate exists in the reptasan who takes on a capacity similar to that of

a trustee.”); Schroeder v. Unit&tates (In re Van Dyke), 2BR. 854, 859 (Bankr. C.D. lll.

2002) (holding that the liquidatirmgents tax claims are brought on behalf of the estate because
any recovery he makes will inure to the benefit of the debtor’s unsecure creditors under the
confirmed plan). Accordingly, thTrustee’s refund claims areobight on behalf of the estate.
b. Brought by a bankruptcy trustee

The IRS next argues that aagd all refund claims brought ambankruptcy court must be
brought by a bankruptcy trustee godebtor in possession). Howeg, section 505 is not by its
own terms expressly limited to such actions. Ratiherjurisdictional grant of that section uses
broad language, stating that “tbeurt may determine the amount or legality of any tax, any fine
or penalty relating to a tax, onyaddition to tax, whether or not previously assessed, whether or
not paid, and whether or not contested befme adjudicated by a judal or administrative
tribunal of competent jurisdian.” 11 U.S.C. § 505(a)(1). Sem 505(a)(2), in turn, provides
various limitations to this broagtope, including the limitation sforth in subsection (a)(2)(B),

on which the IRS relies. However, this limitatj which prevents a bankruptcy court from
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determining the right of the estate to a tax refoefibre the earlier of 12@ays after the “trustee”
requests such a refund or a determination is megirding such requesd,in essence a timing

and exhaustion of remedies provisiddee IRS v. Luongo, 259 F.3d 323, 330 (5th Cir. 2001)

(noting that the purpose of s@asion (a)(2)(B) was to “preveatrefund claim from languishing
in the administrative process”); see also 1%$.3. 505(a)(2)(B) (prefacing that subsection by
stating that a bankruptcy court may not deterrfiamgy right of the estate to a tax refund, before
the earlier of . . .”) (emphasis added). Itsloet limit the bankruptcy court’s ability to
adjudicate tax disputde only those brought dyankruptcy trustees.

If Congress had wanted to limit the rightiong refund claims in bankruptcy court
solely to bankruptcy trusteescibuld have, and would have, done so expressly. It did just that in
the same section of Title 11, stating in sath05(b)(2) that “[ajrustee may request a
determination of any unpaid liability of tlestate or for any xaincurred during the
administration of the case” by following a particytmocedure. The absence of such language in

section 505(a)(2)(B) is telling, amtistinguishes this case from kard Underwriters Ins. Co. v.

Union Planters Bank, N.A., 530 U.S. 1, 120 S.X®42 (2000), on which the IRS also relies.

This conclusion is further supported by tbgislative history of section 505, which
provides a strong indication thille section was not intended to be limited to refund requests
brought solely by bankruptcy trustees. As an initial matter, Representative Don Edwards of
California emphasized the broad scope of section §@fing that it “authazes the bankruptcy
court to rule on the merits of any tax claim inkolfy an unpaid tax, fine, grenalty relating to a

tax, or any addition to a tax, tife debtor or the estateSee 124 Cong. Rec. H 11110 (daily ed.

® The Supreme Court has explicitly relied on the commefnRepresentative Edwards “as persuasive evidence of
congressional intent” with regard to the Bankruptcy Reform Act of 1978, in light of the key role playeddnyl&dw
and the lack of a conference. See Begier v. IRS, 496 U.S. 53, 64 n.5 (1990).
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Sept. 28, 1978) (remarks of Rep. Edwards introducing the House amendments), reprinted in
1978 U.S.C.C.A.N. 5787, 6436, 6490. Although thisesteent expressly refers to unpaid taxes,
it establishes that Congress@ncern when enacting section 505 was to enable bankruptcy
courts to resolve tax disputes of the “debtothar estate.” As notesbove, the refund claims
brought by the Trustee here are ttoe benefit of the estate.

Second, although Representative Edwarks&f discussion of refund claims under
section 505(a)(2)(B) refers to claims brought Byrastee,” nothing in his statements indicate

that the use of that term hadyasignificance other than to exgss the general expectation, just

noted, that the refund claim would benefi #state. See Luongo, 259 F.3d at 343 (Garza, J.
dissenting) (quoting Repredative Edwards’s comments section 50@&)(2)(B) and
concluding that the use of the term “trustee” intheahat refund claims we intended to benefit
the estate). Instead, his statements make ttlaathe focus and purpose when enacting section
505(a)(2)(B) was to ensure that, in ordinary winstances, a tax refundagh was filed with the
IRS prior to the filing of a tax fand claim in the bankruptcy court.therefore conclude that the
legislative history of section 505 undermines argument that the use of the word trustee in
section 505(a)(2)(B) was intended to limit t&tund claims to those commenced by such a
party.

Finally, | find support for this conclusion the fact that every decision cited by the
parties that addresses the restrictive interpogtaf section 505 offered by the IRS here has

rejected that position. See Luongo, 259 F.382&29; Gordon, 270 F.3d at 284-85; Van Dyke,

275 B.R. at 858-59. Notwithstanding the IRS’smafeto distinguish these cases on their facts
or to criticize their reasoning,ghuniformity of interpetation of section 508onfirms that the tax

refund claims brought by thErustee fall under section 505.
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c. After a properly filed refund request
Finally, the IRS contends thtite Trustee failed to comply with section 505(a)(2)(B) by
not properly filing a refund request with the 1R&or to filing its claims in the Bankruptcy
Court. Courts have uniformly recognized ttreg use of the phrase “grerly filed” in that

subsection incorporates 26 U.S.C. § 742288e, e.g., United States v. Kearns, 177 F.3d 706,

710 (8th Cir. 1999); In re Rodriguez, 387 B/, 89 (Bankr. E.D.N.Y1998);_In re Dunhill

Medical, Inc., No. 92-37700, 1996 Bankr. LEXIS 486713 (Bankr. D.N.J. Mar. 27, 1996). 26

U.S.C. § 7422(a) provides:

No suit or proceeding shall be maintaineény court for the recovery of any

internal revenue tax alleged to haweeh erroneously or illegally assessed or

collected, or of any penalty claimed toveebeen collected wiout authority, or

of any sum alleged to have been exaassr in any manner wrongfully collected,

until a claim for refund or credit has beduly filed with the Secretary, according

to the provisions of law in that regam@hd the regulations of the Secretary

established in pursuance thereof.
The parties agree thattfTrustee failed to file this request prior to filing its refund claim.
Instead, in September 2005, approximately saths after filings its refund claim in the
Bankruptcy Court, the Trustee filavith the IRS what it termea “protective” refund claim for
the 2001 Short Peridd.The Trustee attached thisuafl request to its second motion for
summary judgment filed with the Bankruptcy@bin September 2007. According to the IRS,
the Trustee’s failure to exhaust administratiemedies prior tailing suit deprived the
Bankruptcy Court of jurisdiction tbear the Trustee’s refund claims.

In response to this argument, the Bankrug@owrt relied on a line of cases holding that
the requirement that a partydi file a refund request withe IRS does not apply when the

refund suit is filed in the bankrupt court as a counterclaim.e&lIn re PT-1 (citing Kearns, 177

F.3d at 711; In re Rodriguez, 387 B.R. at 89itéhh States v. Henderson (In re Guardian Trust

® PT-1 had already filed a refund request for 1998, thus removing that claim from this objection by the IRS.
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Co.), 260 B.R. 404, 414 (S.D. Miss. 2000); IrDnenhill, 1996 Bankr. LEXIS 435, at *13-14.
These decisions in turn rely on the statenséiepresentative Edwards that “if the refund
results from an offset or counterclaim the trustee would not first have to file and
administrative claim for a refund with the tauthority,” as well ageneral concerns of

efficiency and practicality. See, e.q., Kearns] EZ3d at 711; In re Rodriguez, 387 B.R. at 89.

However, statutory interpretation both begins and ends with the statute’s language when that
language is clear, unless such an interpretation would leacetosand result. See Lamie v.

United States Tr., 540 U.S. 526, 534, 12£6.1023 (2004); Connecticut Nat'l Bank v.

Germain, 503 U.S. 249, 253-54, 112 S. Ct. 1146 (192M Capital, LP v. Ames Dep't Stores,

Inc. (In re Ames Dep't Stores, Inc.), 5838& 422, 427 (2d Cir. 2009). In this case, section

505(a)(2)(B) unequivocally states that bankrumtoyrts may not determine the right of the
estate to a tax refund tilrafter the trustee “mperly requests such refund.” This language
requires exactly what it says — that the truétes a proper request for a refund with the IRS
before a bankruptcy court may determine tigatrio a refund. Further, the purpose of this
provision is undoubtedly to ensutet the IRS has the opportunityconsider refund claims
before having to litigate them in courAlthough, in the case of counterclaims, such a
requirement is arguably inefficignt is by no means absurd.

Accordingly, | cannot consider Representatisdwards’ statements regarding a potential
exception to the exhaustion of remedies nefnents found in secins 505(a)(2)(B) and
7422(a). Courts must presume that a statyte what it means and means what it says. See

BedRoc Ltd., LLC v. United States, 541 U136, 183, 124 S. Ct. 1587 (2004). If Congress

truly intended there to be suah exception, it would have includédn the statute. The Trustee

therefore was required to exhaadministrative remedies in this case. See Graham v. United
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States (In re Graham), 9812d 1135, 1138 (10th Cir. 1992) (&mng sections 505(a)(2)(B)

and 7422(a) and concluding “[s]impbut, no claim, no refund”).
In light of the Trustee’s failure to exhau$he IRS contends that the Trustee’s only
remedy is to bring an original action againg RS in this Court, which may or may not be

barred by the statute of limitation& support, it cites Strategicdds. Fin. Corp. of Travis Cnty.

v. United States, 86 Fed. Cl. 518 (2009), which hedd fdkderal courts amgithout jurisdiction to

hear refund suits when a taxpayer failed to exhadiinistrative remedies prior to filing suit.
See id. at 548 n.55. In the alternative, the IRf)ssts that this Court osider the late-filed
refund request as a supplement or amendmehetoriginal filing. For the following reasons, |
conclude that the Trustee’s failure to file a requath the IRS prior to filing its claim is not an
absolute jurisdictional bar. Additionally, | find that the Trustee’s filing of its request with the
Bankruptcy Court in 2007 amounted to an amegwinof, or supplement to, its initial pleading,
and that the Trustee’s filingf its refund claim with the IRS was sufficient to exhaust
administrative remedies.

As an initial matter, seicin 505(a)(2) provides that atdauptcy court “may not so
determine” the right of an estatea tax refund before the trustg@perly files a refund request.
Section 7422(a), in turn, provides that no suipaceeding shall be “maintained” without first
filing such a request. The usetbé phrases “determine” and “maintained” is important here, as
it indicates that a dispute may not be decidedthegroceeding shall not ladlowed to continue

without exhaustion, rather than prechglithe commencement of the action outrightherefore

 Although the heading of subsection (a) of section 74&2st[n]o suit prior to filing claim for refund,” titles of

statutes and headings of sections are only available to “shed light on some ambiguous word orthlratstite

itself.” See Whitman v. Amer. Trucking Ass’ns, 531 U.S. 457, 483, 121 S. Ct. 903 (2001); Alnzehdaes v.

United States, 523 U.S. 224, 234, 118 S. Ct. 1219 (1998); Cenzon-DeCarlo v. Mount Sinai Hosp., 626 F.3d 695, 697
(2d Cir. 2010). However, the IRS relies on the phrasataiaed to support its position, and does not contend that

the use of “filing” in the title sheds light on an ambiguous warghrase. To the contrary, | find that maintained is
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reject the contention that purely by filing itdued claim first, the Trustee was barred from
asserting a claim in the Bankrupt©purt and could not later cuttee jurisdictional defect. See

Black v. Secretary of Health & Human Sen&3 F.3d 781, 790 (Fed. Cir. 1996) (distinguishing

statutes that expresdbar filing suit before exhestion with those that preclude judicial review,
and noting that amendment is allowed in the tatt&everal courts throughout the country have

permitted such or similar amendments. See United States v. Klohn, No. 3:06-cv-222-J, 2009

U.S. Dist. LEXIS 20486, at *4 n.5 (M.D. Fla. M&, 2009); Whittington v. United States, 380 F.

Supp. 2d 806, 813 (S.D. Tex. 2005) (allowing plaintiff to amend complaint despite filing of suit
without first exhausting admisirative remedies by allowingxsmonth waiting period under 26

U.S.C. § 6532 to expire); Provenzano v. UthiStates, 123 F. Supp. 2d 554, 558 (S.D. Cal. Aug.

30, 2000); Tobin v. Troutman, No. 3:98CV-663-H, 2002 U.S. Dist. LEXIS 7105, at *17-20

(W.D. Kent. Apr. 19, 2002) (explaining why amendment should be allowed even though section
6532 bars filing of suit).

Further, the rather compelling facts oftbase provide strong support for the conclusion
that the Trustee should be considered to ltaved the jurisdictional defect here. The IRS had
undoubtedly elected to spend both time and resotwa@gluate and litigatPT-1's tax liability,
having filed two requests for adnmétiative expenses for the Short Period by the time the Trustee
filed its counterclaim, and one request just tltags after. Thus, the United States had already
elected to commit litigation resources to this casel the argument that the filing of a refund
request could have saved it time and money incidis® not particularly persuasive. See Kearns,

177 F.3d at 711; Michaud v. United States, 206 B,R.(D.N.H. 1997). This is especially true

in light of the fact that the Tstee filed its refund request ldhan six months after it filed its

clear, and has a meaning that is distinct from filing. In any event, | find that an amendment is proper based on the
facts of this case and the reasoning efdfstrict court cases, both noted below.
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claim in the Bankruptcy Court, did not mofge summary judgment until September 2007 (two
years later), and the Bankruptcy Court did detide the dispute untilarch 31, 2009. Had the
IRS wanted to avoid the costsligation and issue the refund, itdhalenty of time to do so. It
did not, and the record is clear why: since 2004 Glovernment in this case, and the IRS in its
dealings with the Trustee, have taken the positiat the absence ofsaub Period return from
the Star Group precludes PT-1 from anyinef, whether it be from 1998 or the 2001 Short
Period. The filing of a refund requdstl on deaf ears as a result.

Finally, | note that althagh the Trustee filed its refumdquest in September 2005, the
Court cannot find any evidence that IRS chaleshthe Bankruptcy Coud’jurisdiction based on
exhaustion of remedies until the Trustee moved for summary judgment in September 2007. Had
the IRS objected earlier, the Trustee could edsilye amended its complaint. | therefore will
not penalize the Trustee for not filing until Sepber 2007 the refund request it submitted to the
IRS in September 2005.

2) Section 106(b)

The Bankruptcy Court held in the alternatithat the IRS waived sovereign immunity
regarding the Trustee’s claims for tax refunds urséetion 106(b) by fitig a claim against the
Trustee for unpaid taxes and penalties from bHmetperiod. Section 106)Iprovides that “[a]
governmental unit that has filed a proof of claintha case is deemed to have waived sovereign
immunity with respect to a claim against such goweental unit that is piperty of the estate and
that arose out of the same transaction or oeage out of which the dla of such governmental
unit arose.” 11 U.S.C. § 106(b). The Governnaallenges this condion by: 1) noting that
section 106(b) is limited to claims that are propeftthe estate, and repeating its argument that

the bankruptcy estate here necessarily ceasexigbupon plan confirmation; 2) contending that

27



the Trustee’s refund claims are not countercldiesause they did not arise from the same
transaction or occurrence as the IRS’s clainSioort Period penaltie8) asserting that the
Trustee’s claims are not counterclaims because the IRS’s claims were rejected as untimely; and
4) contending that because section 106(binged to counterclaims to proofs of claim, the
IRS’s filing of administrative @ims cannot amount to a waiver of sovereign immunity. |
address each of these arguments in turn bedgeept the first, which | have already rejected.
a. Same transaction or occurrence

As noted above, section 106(b) waives sagarenmunity only for counterclaims that
arise out of the same transaction or occueeass the Government’s claims. This language
mirrors that of Federal Rule of Civil Procedut3(a), which defines compulsory counterclaims
in ordinary civil litigation. Accordingly, numerous courts consihgy the scope of the waiver of
sovereign immunity under sectid96(b) have relied on compubyacounterclaim jurisprudence

under Rule 13. See, e.q., Gordon, 270 F.3d atlageé; University Medical Center, 973 F.2d

1065, 1086 (3rd Cir. 1992); WJM, Inc. v. MassaditssDep't of Public Welfare, 840 F.2d 996,

1005 (1st Cir. 1988); United States Lines (S.AYnited States (In re McLean Indus.), 162 B.R.

410, 417 (S.D.N.Y. 1993); see also Ossen v. De®oof Servs. (In re Charter Oak Assocs.),

361 F.3d 760, 768 (2d Cir. 2004) (noting that mostudtiscagree that whea state files a proof
of claim, it waives immunity to compulsory cderclaims, referencing Re113(a)). | therefore
do so here as well.

The Second Circuit has traditionally taken addxd view” of the same transaction test

under Rule 13. See United States v. Aquayéll® F.2d 12, 22 (2d Cir. 1979). To be

considered part of the same transaction orweoge, the essential facts of each claim need only

have a logical relationship to one anothetheathan “an absolute identity of factual
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backgrounds.”_See Jones v. Ford Motor Credit Co., 358 F.3d 205, 209 (2d Cir. 2004);

Aquavella, 615 F.2d at 22. The overarching constaerainder this test iwhether the goals of
judicial economy and fairness diaahat all the issues should be resolved in one lawsuit. See
Jones, 359 F.3d at 209; Aquavella, 615 F.2d at 22.

Applying this standard here, | conclude ttia Trustee’s claim for a Short Period refund
is sufficiently related to the IRS’s clains fall under the ambit of 11 U.S.C. § 106(b).
Beginning with the IRS’s claim fd8hort Period penalties, thosenpéties surely were derived in
part from the amount of tax allegedly owed®¥-1 (and the Trustee as successor) for that
period. Thus, PT-1 had as one available defengeetthRS’s claim that it did not in fact owe the
underlying tax to begin with, but rather was oveexkfund by the IRS. This would necessarily
involve, as the Bankruptcy Court held, “the dmaance of NOLs, which is the basis of the
IRS’s Short Period Request.” In re PT-1, BR. at 262. Accordingly, the Trustee’s Short
Period claim is logically related to the3R request for Short Period penalties, and
considerations of judicial economy and fagaesupport the conclusidimat the IRS waived
sovereign immunity as to that claim.

Alternatively, | find that the IRS’s request f8hort Period taxes also provides a basis for
section 106(b) jurisdiction. The IRS does not disghat this request arises out of the same
transaction or occurrence as the Trustee’stSPeniod refund claim. Rather, the IRS contends
that because it filed its requdst Short Period taxes three dafter the Trustee’s claim, the
Trustee’s claim cannot be considered a “cowfaén.” However, by the time the Bankruptcy
Court actually resolved both parties’ clairtig IRS had indisput&bwaived sovereign
immunity in the Bankruptcy Court for all clainmgically related to itsequest for Short Period

taxes. That the Trustee filed its claim thdeg's prior does not elimate this waiver, and |
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therefore find that the IRS’s request for Short Period taxes provided an additional basis for a
waiver of sovereign immunity under section 106{(b).
b. Original claims rejected as untimely

Next, the IRS contends that it has not veai\sovereign immunity because its claims
were rejected by the Bankruptcy Court as uatym However, section 106(b) does not require a
decision on the merits of the claim filed by thevernmental Unit for the Government to be
deemed to have waived sovereign immunity. dadt it states that theo&ernment waives such
immunity upon the filing of a proaif claim. See 11 U.S.C. § 106(b). This is consistent with
the fundamental premise of the Bankruptcy Cibde once a creditor files a claim against the
bankruptcy estate, it triggerseticlaims process and subjecself to the bankruptcy court’s

jurisdiction. See Langenkamp v. Culp, 498 W3, 44, 111 S. Ct. 330 (1991). Thus, section

106(b) applies even when claims filed by the IRS are dismissed as untimely.
c. Application of Section 106(b) to reuests for administrative expenses

The IRS next argues that it has not waivedeseign immunity because its claims arose
postpetition and are therefore regtsefor administrative expensied pursuant to 11 U.S.C. §
503. Section 106(b), on the othemnd, specifically refers to praodf claim, which are filed by
“creditors” pursuant to 11 U.S.@.501. Creditor, in turn, is fieed in 11 U.S.C. § 101(10) as
an entity with a claim that aropeepetition, absent exceptions ndexant here. In light of this
clear choice of language by@gress in drafting section 10¢(bagree with the IRS’s
contention.

As noted above in the discussion of section(a)@he plain meaning of a statute governs

unless that statute is ambiguousmauld lead to an absurd rdsuSee Lamie, 540 U.S. at 534;

8 This conclusion does not apply to the Trustee’s refund claim for 1998, as that claim was derivé@ffrom
entirely distinct from those related to PT-1's Short Period tax liability.
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In re Ames, 582 F.3d at 427. Further, Congrepsasumed to mean what it says. See BedRoc,
541 U.S. at 183, 124 S. Ct. 1587. In this case, proof of claim is a well-established term of art
under bankruptcy law that is distinguished fromadministrative expense. “Proof of claim,”
through both long, historical usaged statutory language, always refers to a debtor’s obligation
to a creditor that arose pre-petition; “administrative claim” is the term that is used for post-
petition obligations._Compare 11 U.S.C. § 501 withU.S.C. § 503. This distinction is also
recognized in the caselaw, as evidencedtmacently by the Sead Circuit’'s detailed

discussion of the distinction bet@n prepetition proofs of claiand postpetition administrative

expenses under the Bankruptcy Code. Seergdly In re Ames, 582 F.3d 422. Accordingly, |

find that under the plain meaning of section b)6the Government waives sovereign immunity
only with regard to pregtition proofs of clain.

| also find that this r&ding of the statute does not leaditoabsurd result. As an initial
matter, the Government’s sovereign immunitydi@ams asserted against it may still be waived
under section 106(a), which proesla waiver under 60 Bankruptcy Code sections. Thus, my
interpretation of section 106(kill only limit the ability of a Bankruptcy Court to hear
counterclaims that do not fall under those saectiof the Bankruptcy Code. See 2 Collier on
Bankruptcy 8§ 106.05 (16th ed. 2008p{ing that section 106(b) sgnificant because it allows

nonbankruptcy law causes of action to be assedadhst the Government). Second, the Trustee

° The language “files a proof of claim” was added to section 106(b) by the Bankruptcy Reform Act.oBbai9
caselaw and commentators have noted tthis language was intended to clarify that counterclaims against the
Government were only permitted in cases in which the Government actually filed a proof of 8&gmenerally
AER-Aerotron, Inc. v. Tex. Dept. of Transp., 104 F.3@ 6th Cir. 1997); see also 2 Collier on Bankruptcy §
106.LH (16th ed. 2009); Katrina A. Kelly, Comment: In the Aftermath of Seminole: Waivevef&gn Immunity
under Section 106(b) of the Bankruptcy Code, 15 Bank. Dev. J. 151, 169 (1999). Nevertheteggaés only
wanted to solve this confusion and pthierwise clarify the scope of section 106(b), it could have simply added the
word “filed” to that subsection. Instead, it also addegr@of of claim,” which langage | am compelled to give
meaning to for the reasons noted above and below. See AER-Aerotron, 104 F.3d at 680 (noting that the new section
106(b) “injects three new related requirements,” including proof of claim, which the court recognized is a
specifically defined concept).
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has not pointed to any evidence or argumentdhygports the conclusidhat Congress could not
have intended to distinguishtheen prepetition and postpetiti claims, and the Court is not
aware of any. Instead, the Court finds persigathiat in 2005, Congss added a provision to
section 503 that exempts the Government frdimgfia request for an adnistrative tax expense
in order for its claim to be allowed under teattion._See 11 U.S.C. § 503(b)(1)(D). Thus, the
Government is now entitled to a priority adisirative expense wiobut filing a request, and
section 106(b) need not play any role in adstmative tax claims ever again. Accordingly, |
find that the IRS’ request for adnistrative expenses in this case did not waive its sovereign
immunity under section 106(b).

[1I. Acceptance of the 2001 Stub Period Return

The IRS’s next point of contention is thihe Bankruptcy Court lacked jurisdiction to
compel it to accept PT-1's standalone 2001 Stub Period tax return. In any event, the IRS
contends that the Bankruptcy Court incorrectly hbdt it acted in aarbitrary or capricious
manner in refusing to accept the return. Beéatdressing the law and fads to this point, |
briefly discuss the Intern&evenue Code provisions ance@sury Regulations regarding
consolidated income tax returns, whane at the heart of this dispute.

A default presumption in the Internal Rever@mde is that a tax return will report the tax
liability of a single tapayer. One exception this presumption is that a group of related
businesses may, in certain circstances, file a single consolidated income tax return that
collectively reports the incomextéiabilities of all the businessSee 26 U.S.C. § 1501. Such
returns are filed in the name of the “common pgtevhich acts as the agent on behalf of the
group’s subsidiaries in all matterelated to the group’s téability. See 26 C.F.R. § 1.1502-

77(a).
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Once a group files a consolidated return, it nmosttinue to file as group unless the IRS

grants permission for it to deconsolidateee3n re Prudential Lirse Inc., 928 F.2d 565, 569 (2d

Cir. 1991). In the consolidatedtuen, the group computes its liabylifor all of its members as a
whole. Individual members do not calculate NOlust instead net any income and losses into a
single consolidated net operating loss, knowtheregulations as a “CNOL,” before taking any
CNOL carryover deductions. See 26 C.F.R.802-21(a); see also 26 C.F.R. § 1.1502-21(e)
(defining consolidated net operating loss agéss of deductions over gross income” for the
group). If a corporation ceasesht®e a member of a consolidatgiaup during a given year, “net
operating loss carryovers attributable to the ocmapon are first carried to the consolidated
return for that year.” 26 C.F.R. § 1.1502-2{2)(ii)(A). A departing member may then claim
on its own later-filed returns NOLs allocable tavhile it was in the group, but only in “the
amount so attributable that is not absorbethleygroup in that [last gup return] year.”_Id.

The dispute with regard to the 2001 Stub Return centers around the Trustee’s effort to
carry forward to the Short Period PT-1's NQu®perly allocated to it from the Star Group’s
2000 return. The IRS has objected on that ground that because Stdie@aereturn for the
Stub Period, it does not know whet any or all of the NOL ¢eyover would be absorbed by
profits of other Star entities dag that period. The Trustee’'ssppnse is that the Star Group
filed for bankruptcy shortly after PT-1 did, haesen liquidated, and neither the Trustee nor any
member of PT-1 has access to the Star Group’s records. The Thesefere has taken the
position before the Bankruptcy Court and before @ourt that the IRS should have accepted his
individual return, and shodilbe compelled to do so.

Both the parties and the Bankruptcgutt have cited Treasury Regulation § 1.1502-

77A(d) as governing this issudhat regulation provides:

33



If the common parent corpation contemplates dissdion, or is about to be
dissolved, or if for any other reason itsst&nce is about to terminate, it shall
forthwith notify the Commissioner of su¢act and designatsubject to the
approval of the Commissioner, another menibeact as agent in its place to the
same extent and subject to the same itimng and limitations as are applicable to
the common parent. If the notice threguired is not given by the common parent,
or the designation is not approvedthg Commissioner, the remaining members
may, subject to the approval of the Corasmner, designate another member to act
as such agent, and notice of such designahall be given tthe Commissioner.
Until a notice in writing designatingreew agent has been approved by the
Commissioner, any notice of deficienayother communication mailed to the
common parent shall be considered asritabeen properly mailed to the agent of
the group;_or, if the Commissioner has ma® believe that the existence of the
common parent has terminated, he may, ifiléems it advisable, deal directly with
any member in respect of its liability.

26 C.F.R. § 1.1502-77A(d) (emphasis added).

The IRS contends that the Ttes should have sought to remetsas agent the entire Star
Group and file a Stub Return for that periodthesfirst highlighted pdion of the regulation
allows. It concedes that this may have been a difficult endeavor, but nonetheless argues that it
was the Trustee’s responsibility undertake this task if wished to carryover the NOLs and
obtain a refund. Moreover, the3Rtontends that the Bankrupt©purt improperly relied on the
Administrative Procedures Act, 5 U.S.C. § #%eqg., in compelling it to accept the
deconsolidated tax return becaukgthat part of the regulatidhat gives the IRS the authority
to treat PT-1 independently (the second portion of the regalhighlighted above) also gives
the IRS unreviewable discretion in deciding wiegtto do so; and 2) the Bankruptcy Court is
prohibited from forcing the IRS taccept the return by the Tax Anti-Injunction Act. | address
these jurisdictional arguments first, andritaddress the merits of the dispute.

1) Review under the Administrative Procedures Act

The Administrative Procedures Act’s (the “ABAomprehensive provisions for judicial
review of “agency actions” are contain@db U.S.C. 88 701-706. Any person “adversely

affected or aggrieved” by agency action, seai@ 702, including a “failure to act,” is entitled
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to “judicial review thereof,” as long as the action is a “final agency action for which there is no
other adequate remedy in a court,” see id. &8 The standards to beplied on review are set
forth in section 706. But before a party can haaecial review, it musfirst clear the hurdle of

section 701(a). See Heckler v. Chaney, 470 U.S. 821, 828, 105 S. Ct. 1649 (1985); see also

Webster v. Doe, 486 U.S. 592, 599-600, 108 S. Ct. 20d88). That section provides that the

chapter on judicial review “applies, according to pihevisions thereof, except to the extent that
— (1) statutes preclude judicial review; or (2) agency action is committed to agency discretion by

law.” 5 U.S.C. 8701(a). “These exceptions@astrued narrowly anapply only if there is

clear and convincing evidence ogislative intention to precludeview.” Conyers v. Rossides,
558 F.3d 137, 143 (2d Cir. 2009). The Governmenteruid that each dese exceptions apply
here and independently preclude the Bankru@toyrt's order requiringhe IRS to accept the
Stub Period returm this case.

a. Committed to agency discretion by law

m

The APA embodies a “basic presumption adicial review.” Lunney v. United States,

319 F.3d 550, 558 (2d Cir. 2003) (quoting Abbotbsav. Gardner, 387 U.S. 136, 140, 87 S. Ct.

1507 (1967)). However, this presumption is overcome and a reviewing court is without
jurisdiction if the statute said to govern thaliénged agency action “is drawn so that a court
would have no meaningful standard against whighidge the agency’s exase of discretion.”
Heckler, 470 U.S. at 830, 105 S. Ct. 1649. Thug0g(a)(2) requires cardfaxamination of the
statute on which the claim of agency illegalgybased,” Webster, 486 U.S. at 600, and requires

dismissal when there is “no law to apply,” Citizeto Preserve Overton Park v. Volpe, 401 U.S.

402, 410, 91 S. Ct. 814 (1971).
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The law highlighted by the Trustee andalissed by the Bankruptcy Court is the
Treasury Regulation quoted abovEhis provision states thatf‘ihe Commissioner has reason to
believe that the existence of the common parestdraninated, he may, if he deems it advisable,
deal directly with any member in respect ofligbility.” 26 C.F.R.8§ 1.1502-77A(d). Notably
absent from this regulation is any mentiabout how the Commissioner should reach this
determination or what he shouldrsider. It therefore appeardiast blush that the IRS has the
better argument here, and its detmation not to consider PTsLStub Period tax return is a
non-reviewable exercise of agency discretion.

This argument is further supported by selveases cited by the IRS that have held

agency action to be unreviewable since the Supi@ourt’s decision in Heckler. For example,

in Webster, the Supreme Court held that théé@ed 02(c) of the Nationa&ecurity Act provided
the Director of the NSA unreviewke discretion to terminate amployee when it stated merely
that the Director can terminate the employéenever he “shall deem such termination
necessary or advisable in timerests of the United States486 U.S. at 600. Although the
Supreme Court based this decisiomart on the structure andtoee of the NSA, it first and
foremost relied on the fact thide statute shows deference to Eheector and does not state that
termination is appropriate when the dismisssl Hiecessary, but ratheshen “the Director
deems it necessary.” See id. Other decisions cited by the IRS have reached the same result
based on similarly deferential statutes. Seayers, 558 F.3d at 144-{6olding that section
111(d) under the Aviation and Trgportation Security Act, whitempowers the Administrator
of the FAA to employ and fix the terms aoonditions of employment for such number of
“screeners” as he determines to be necgspeovides unreviewable discretion to the

Administrator);_Schneider v. kderg, 345 F.3d 135 (2d Cir. 200@)o jurisdiction to review
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special master’s calculation of payouts frorhl9¥ictim compensation fund because sections
404 and 405 of Air Transportation and Safatg &ystem Stabilization Act of 2001 expressly
allowed Attorney General and Special Masteadopt all regulations necessary to resolve
claims).

Based on this precedent, | agree with RS that Treasury Regulation § 1.1502-77A(d)
is drawn so broadly as to giabsolute judgment to the Commissioner of the IRS as to whether
to accept a deconsolidated return from a taxipeyBT-1's position. Nevertheless, | do not
agree that this necessarily removes the IRSasragenation from judiciateview. As noted by
the Trustee, the Treasury Redida relied on by the IRS is juitat, a regulation enacted by the
Secretary of the Treasury. | filis fact to be fatal to the BRs position for two interrelated
reasons.

First, the Supreme Court’s decision in Hecldescribes the agendiscretion exception

to judicial review as applying to Congressional statutes drawn so bitbatiihey “can be taken
to have ‘committed’ the decisionmaking to #igency’s judgment absolutely.” Heckler, 470
U.S. at 830, 105 S. Ct. 1649. Thus, the Supreme Court was clearly concerned with
Congressional intent, albeit iness direct fashion than Congsawas when in enacted section
701(a)(1) of the APA._See id. Howevertlms case, Congress has not given the IRS
unreviewable discretion in determining whetteaccept deconsolidated tax returns — the IRS
has given itself that discretiorhis raises the serious question of whether an agency can
insulate its decisions from judal review by its own regulains. In light of the “strong
presumption that Congress intends judicial eevof administrative actions,” Conyers, 558 F.3d
at 143 (internal quotation marks omitted), anelfiéct that the Supme Court in Heckler

considered this presumption to be rebuttelg arihen a congressionatatute was drawn so
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broadly as to suggest Congressian&nt to give absolute disgtion to an agency, | conclude
that section 1.1502-77A(d) cartriive this absolutdiscretion to the IRS.

Second, there is a Congressiostatute that provides theaao which the arbitrary and
capricious standard set forth in section 70éhefAPA can be applied. Section 1.102-77A(d)
was enacted by the IRS pursuant to 26.0. § 1502, which provides as follows:

The Secretary shall prescribech regulations as he yndeem necessary in order

that the tax liability of ay affiliated group of corporations making a consolidated

return and of each corporation in t®up, both during and after the period of

affiliation, may be returned, determthecomputed, assessed, collected, and
adjusted, in such manner as clearlyefbect the income-tax liability and the

various factors necessary for the determination of such liability, and in order to

prevent avoidance of such tax liability.

In this statute, Congress did ngpve blanket discretion to tHRS, but rather directed that
the Commissioner had to adopt regulations aseleend necessary to insuhat the tax liability
of an affiliated group of corporations may beetmined in a matter that clearly reflects the
income tax liability and prevents avoidarafesuch liability. In other words, the
Commissioner’s assigned functionder section 1502 is to accurgtaksess the tax liability of
affiliated corporations and prevent corporatinesn avoiding such liability. | therefore
conclude that this is not “ord# those rare instances wheratates are drawn in such broad

terms that in a given case there is no laagply.” See Volpe, 401 U.S. at 410, 91 S. Ct. 814;

see also Christianson v. Hauptman, 991 F.2d 58362d Cir. 1993) (lookig to the purpose of

related statutes in concluditigat Congress “sought to limit the scope of the Service’s

authority”); M&T Mortg. Corp. v. White, M. 04-CV-4775, 2006 U.S. Dist. LEXIS 1903, at *33

(E.D.N.Y. Jan. 9, 2006) (holding thtite “affirmatively to furthethe policies of this title”
provision of 42 U.S.C. §3608(e)(provided a sufficient standard by which to review the

Department of Housing and Urban Development’s conduct).
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b. Tax Anti-Injunction Act

In the alternative, the IRS contends that there is no jatisd under § 701(a)(1) of the
APA because the Tax Anti-Injunction Act, 26 U.S.C. § 7421, prohibited the Bankruptcy Court
from requiring the IRS to accept a de-consokdateturn for the Stub Period. The Tax Anti-
Injunction Act provides that “no suit for the pugeoof restraining the assessment or collection
of any tax shall be maintained in any cdwytany person, whether or not such person is the
person against whom such tax was assessedU.2€&. § 7421(a). The purpose of this statute
is to protect the government’s need “to assessalhelct taxes alleged to be due without judicial
intervention, and to require thidte legal right to the disputedres be determined in a suit for

refund.” Enochs v. Williams Packing & Navigation Co., 370 U.S. 1, 7, 82 S. Ct. 1125 (1962);

Randell v. United States, 64 F.3d 101, 106 (2d Cir. 1995).

The Bankruptcy Court held that the Antginction Act does not apply here because
directing the IRS to accept PT-1's tax metdor the Stub Period does not impact the
Government’s ability to collect taxes. | agrdgoth the language of ¢hstatute and the caselaw
interpreting it are clear &t the Act governs proceedings in whig party is attempting to prevent

the IRS from collecting a tax. This includes thecond Circuit’s decision in S.E.C. v. Credit

Bancorp, Ltd., 297 F.3d 127 (2d Cir. 2002), on whiahIRS relies for theroposition that the
Second Circuit has emphasized substance overvidren interpreting the Act. Even in Credit
Bancorp, the IRS was attempting to collect a tac the debtor was attempting to prevent it from
doing so by obtaining an order dstahing that other claims depriority over the IRS’s tax

claim. See id. at 137-38. In this case, andther hand, the Trustee sought a refund, which is
exactly what the Tax Anti-Injunction Act require¥o accomplish this, it simply sought an order

compelling the IRS to accept its deconsolidated¢turn for the Stub Period. The IRS was free
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to disagree with the Trustee’s reporting, and is Wae to argue that it Hanot acted arbitrarily
or capriciously in denying PT-1i®quest to file on its own. Thdoes not amount to a suit that
restrains the assessment or collection of any tax.

The IRS’s principal counterargument is thiatoes not know what eonsolidated return
from the Star Group would look like, and for thhaason the order requiring it to accept the Stub
return very well may have offset any loss clairbgdPT-1 for that period. However, as | discuss
in greater detail below, the IRS has no factuaidtor this assertioninstead, the IRS simply
believes that it is the Trusteadbligation to represent the Staroup as a whole and to first
investigate Star finances befdhee IRS must make a determioat But that is not required by
the Tax Anti-Injunction Act. Accordingly, | cohale, as the Bankruptdyourt did, that the Tax
Anti-Injunction Act did not prohdit the Bankruptcy Court from ogpelling the IRS to accept the
de-consolidated Stub Return.

c. Arbitrary and capricious agency action

In Decision lll, the Bankruptcy Court hetldat the IRS acted in an arbitrary and
capricious manner in refusing to accept PT-Esahsolidated Stub return. The court concluded
that the IRS’s argument that there was a “poltyibthat other members of the Star Group owed
additional tax “appears to be makaight,” and that it “is inescable that the IRS’s refusal to
deal directly with the PT-1 Group, and it$u®al to accept the PT-1 Group’s stand-alone tax
return for the Stub Period, is arbitrary and aaiptis.” In support, the Bankruptcy Court cited
the following facts: 1) the IR@ithdrew its claim against the&tGroup for Stub Period taxes in
the Star Group bankruptcy; 2) the Trustee’s colustag¢ed without contdiction or objection
from the IRS that he had conversations with mme&mbers of the IRS district counsel who stated

that STAR did not have any tax liability durittge Stub Period; 3) the Star Group has since been
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liquidated pursuant to its plasf reorganization; 4) the RRaccepted PT-1's postpetition
deconsolidated tax returns, while at the same sitaigng that it did not hee a view as to when,
if ever, PT-1 ceased being a member of the Gtaup; and 5) the IRS did not dispute that PT-1
was not in a position to be designated as agentéostar Group or to file a return on its behalf.
None of these factual findings are dispubgathe IRS, and none are clearly erroneus.
| therefore accept them as tru€onsidering these findings, in addition to the fact that the Star
Group lost millions of dollars in 2000 (somewiich was allocable to PT-1) and filed for
bankruptcy in 2001, and that theuBtPeriod only covered Januagyd February of 2001, there is
substantial evidence toagport the conclusion th#te remaining Star entities lost money during
the Stub Period. The IRS responds that it simply does not bear the burden of determining
whether the Star Group had profiteit | do not accept that whéaced with the evidence noted
above, the IRS can refuse to accept a deconsolidatigéth because of themote possibility that
some or all of PT-1's losses would be absorbed by the Star Group. Moreover, even PT-1 had the
burden of making such a demonstration, the gmded facts set forth above are certainly
sufficient to constitute prima facie case that the Star Group haal profits during this period,
and it the IRS offered nothing nebuttal. The IRS’s refusal Bxcept a standalone return cannot
be said to serve the purpose of accuratebgssing PT-1's tax liability or preventing the
avoidance of such liability. See 26 U.S.C. 82451 therefore agree thi the Bankruptcy Court
that the IRS acted in an arbitrary andrégpus manner in refusing to accept PT-1's

deconsolidated tax retuth.

The IRS has noted on appeal that the Trustee coutshdbpoenaed the Star Grasiptcountants, but at the
same time it has also acknowledged the difficulty the Trustee would have in compiling the Star Group’s fiances, i
which PT-1 was only a small part.

1 Although the Bankruptcy Court did not rely on section 10@2aching its conclusion, it is clear from its analysis
that its decision was motivated by thewete assessment of PT-1's tax liability.
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V. Evaluation of the Pre-Pad Business’s Sale to IDT

With the IRS having been compelled to #ezept the Stub Periodturn, PT-1's tax
treatment of the sale @k pre-paid phone card busines$d in February 2001 became critical
to the Trustee’s entitlement to a refund fae 8hort Period. Based on the testimony of Rosalind
Gaffney and PT-1's general ledger, which wieiteoduced into evidence during a three day
hearing in July and August 2009, the BankrugEoyrt held in Decisin IV that PT-1 had
transferred in the sale its account receivaatesinventory (worth approximately $22 million),
as well as the obligation to se® calls placed under outstanding calling cards. In return, PT-1
received $1 in consideration from IDT, but atscognized $27 million ideferred revenue that
had not been deemed income because PT-1 had not yet serviced the calls for which the $27
million was paid. In other words, although PTeteived only $1 in the sale, it kept the revenue
for certain outstanding calling cards. IDT, oe tither hand, assumed the obligation of servicing
those outstanding cards, and obtained the rigattounts receivable and inventory. According
to Gaffney and the general ledger, PT-1 therefore incurred a net gain of approximately $6 million
in this deal. However, after deducting approxeha$12 million in uncollectible bad debts, PT-
1 suffered a net loss of almost $6 million for the Stub Period.

The IRS accepts on appeal each of these edionk except for the purported $1 price for
the pre-paid business. In support, it relieslgala the sale agreement between PT-1 and IDT,
an adversary complaint filed by PT-1 agaii¥T in its own bankruptcy proceeding, and a
settlement agreement between PT-1 and IDT for approximately $14 million. However, these
documents were not offered into evidence at tdiepite the fact thatelsale and the adversary
proceeding between PT-1 and IDT was knowth®IRS at that time, as evidenced by the

colloquy between the IRS’s counsel and the Banksu@ourt during the hearing. See In re PT-
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1,447 B.R. at 133-34. Instead, the IRS moveagopen the evidentiary record so that the
Bankruptcy Court could take judicial notioéthese documents over one year after the
evidentiary hearing had concludleand over four months afterabargument was complete and
the record was closed.

As best can be determined from Decision thé Bankruptcy Court denied this motion.
The IRS therefore contends on appeal thatviis an abuse of discretion. Additionally, the IRS
contends that once these documents are coeslighart of the recdy the Bankruptcy Court’s
conclusion that PT-1 sold the busss for $1 is clearly erroneous.

An application to reopen the record is committed to the sound discretion of the trial

judge. See Zenith Radio Corp. v. Hazeltinsé&®ch, Inc., 401 U.821, 331-32, 91 S. Ct. 795

(1971); Matthew Bender & Co., Inc. v. Wdatbl'g Co., 158 F.3d 674, 679 (2d Cir. 1998);

Romeo v. Sherry, 308 F. Supp. 2d 128, 138-39.(& Y2 2004). Althougtthe Second Circuit

has not articulated a test for evaling the exercise of thissdiretion, it has noted that “[o]nly
reasonable genuine surprise on the part of thellappeombined with an assertion of the nature
of the additional evidence would give us su#fiti reason to remand for the taking of additional

evidence.”_Air Et Chaleur, S.A. v. Janew&@57 F.2d 489, 495 (2d Cir. 1985). Further, the

Circuit has cited positively tthe Fifth Circuit’s decision in Garcia v. Woman’s Hospital, 97

F.3d 810 (5th Cir. 1996), in which that court cdiesed: 1) the importare@ and probative value
of the evidence; 2) the reason for the moving pargilure to introduce thevidence earlier; and
3) the possibility of prejudice the non-moving party.”_Id. &14. | will therefore apply this
standard here.

Beginning first with the probative value tbfe evidence, the question of PT-1's tax

liability begins with its classifiation as a taxpayer. PT-1 refgal income on an accrual basis,
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which means that it was required to report incavhen: 1) all the events have occurred which
fix the right to receiveéhe income; and 2) the amount of the income could be determined with
reasonable accuracy. See 26 C.F.R. 8§ 1.446-1(0Q@A)( Under the term of the contract, IDT
was required to place $4 million into escrow, whigas to be paid to PT-1 upon closing of the
sale as a deposit for future “termination $e#g” that PT-1 was to perform for IDT.

Although neither party has offered any authoatyanalysis regarding how this Court
should interpret this fact the terms of the agreement appieaplace this case on all fours with

Schlude v. Comm’r of Internal Revenue, 3785U128, 83 S. Ct. 601 (1963). In Schlude, the

Supreme Court upheld the Commissioner’s deteroindhat contract installments that were a
prepayment for future services should be includegioss income in the tax year they became
due and payable, whether or tlo¢y were actually paid. Ses iat 134, 136-37 (“For an accrual
basis taxpayer, it is the right to receive andthetactual receipt that determines the inclusion in
the amount in gross income.” (internal quotatieerks omitted) (emphasis in original)). Here,
the sale agreement calls for that paymemaole during the Stub Ped. Thus, under Schlude,
the $4 million payment should have beenarded as income during the Stub Petfod.

However, as noted above, the probative valuibe evidence is but one factor in the
analysis, and the remaining fadt@re fatal to the IRS’s positiodost importantly, the IRS has
utterly failed to justify its faure to introduce these documedising the evidentiary hearing.

The IRS contends on appeal that it neglected teodeecause the Trustee first construed the sale

2 The IRS simply states that it must be recognized during the Stub Period, while the Trustee emphasizes that the
payment was for future services and was never received.

3 The IRS also offers the blanket assertion that some portion of the 2004 settlement must be booked as income
during the Stub Period, but | do not acctyis contention. The IR offers no legal suppdidr the conclusion that a
portion of the 2004 settlement, which notably was a glolsalu&on of all claims in the adversary complaint, in

fact accrued in the 2001 Stub Periadlar principles of tax accounting. flither has offered no evidence as to

what amount of the settlement is properly booked in thk Beriod. | therefore agree with the Bankruptcy Court
that the adversary complaint and the settlemergesigent are not probative on this issue.
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as a loss in its second post-tiadef filed in May 2010 (the IR filed its motion to reopen two
months later). However, | cannot accept thatIRS was unaware of the Trustee’s position on
the proper tax treatment of the sale until thatilathese proceedings. As the Bankruptcy Court
found, and as is confirmed by the transcripthef evidentiary hearing, Gaffney unequivocally
testified that PT-1 reported a $5.8 million taxabhin on the sale by subtracting the accounts
receivable sold to IDT from the deferred reveRUel retained and reaéid. In other words,
because PT-1 had approximately $27 million ifeded revenue, the sale, when distinguished
from the realization of this defed revenue as income, clearly was represented as a loss. This
arithmetic is also unambiguously expressed enTihustee’s first brief, filed shortly after the
evidentiary hearing and beforeabargument. Thus, the Trests treatment of the sale was
clear. Moreover, the amount PTrdceived from IDT in considation would always have been
relevant to PT-1's tax liability, and the IR&ers no explanation for why it would not have
contested the allegedly inaccurate $1 sale j[miegy event. The IRBas therefore failed to
offer any justification for its failure to offéhese documents into ewidce during the hearing,
and this factor precludes mein concluding that the Bankrupt@ourt abused its discretion in
refusing to reopen the record.

Finally, as to prejudice, thErustee does not specificallgldress this prong on appeal,
but argued to the Bankruptcy Court that he widag prejudiced by not being able to “examine
the drafters of the documents or examine thenéw officers and directors of PT-1 who were
involved in the litigation.”_Id.Although those involved ithe litigation wouldhot be relevant as
| have already discounted the probative valuthefsettlement documents, the Trustee is correct

that he faces at least some degree of disadgariy being surprised with this document over a
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year after the eviehtiary hearing closed and by novimg the opportunity to submit evidence
with regard to the termof the contract, whicis undoubtedly complex.

In sum, the IRS was well aware at the timehaf evidentiary hearing that the Trustee was
relying on the $1 sale price inlcalating the tax owed for th&tub Period. Further, it should
have been clear that the Treistwas including the t&rred revenue in determining that the net
effect of the sale was an approximately $6 million gain, and that when this gain was combined
with a deduction for bad debts, the result was an approximately $6 million loss. Nevertheless,
the IRS neglected to raise agglie or assert any argument welyard to other consideration
PT-1 may have received as a result of the saleaatime. Rather, it awoke to these issues over
a year after the evidentiargéring, and over four months afteal argument on the evidence
had concluded. This extreme example of bothydatal a lack of justification establishes that
the Bankruptcy Court did not abuse its ditiorein denying the IRS’s motion to reopen the
record. Accordingly, these documermre not a part of the recdrdfore me, and without them,
the Bankruptcy Court’s factual findings regarding Hale are not cleargrroneous.

V. Remaining Contentions Regarding Tax Liability

The parties challenge four additional rulim@jghe Bankruptcy Court with regard to the
Trustee’s tax liability for the relevant period. ejhare: 1) the allowarcof certain bad-debt
deductions for the Stub Period, tBkort Period, and the 2002 taxaye2) the disallowance of a
bad-debt deduction for the 2003 tax year; 3) teeldirging of the Trustee from any liability for
the 2002 tax year as a result of the IRS’s faitoreomply with the timing requirements of 11
U.S.C. 8§ 505(b); and 4) therimg of claims filed by the IRS for the 2001 Short Period due to

the IRS’s failure to meet the administrative baedd find these challengés be without merit,
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and affirm the decision of the Bankruptcy Court@ghese issues based on that Court’s well-

reasoned analysis.

VI. Recoupment and Setoff

Having concluded that the Bankruptcy Ciotmrrectly calculated the Trustee’s tax
overpayments in this case, the final disputesatasn this appeal is whether the Bankruptcy
Court had jurisdiction to enjoin the IRS fronetfuture exercise of any right to setoff or
recoupment against the Trusté@he right of setoff (also calle@ffset’) allows entities that
owe each other money to apply their mutuddtde@gainst each other, thereby avoiding the

absurdity of making A pay B when B owes’ ACitizens Bank v. Strumpf, 516 U.S. 16, 18, 116

S. Ct. 286 (1995) (internal quotation marks orditteSetoff is a longstanding common law
defense that provides a deflant with the right not to part withhe’s funds._See id. at 21; In re

Chateaugay Corp., 94 F.3d 772, 777-79 (2d Cir. 19863 also granted to the Federal

Government by several statutes, includatgu.S.C. § 6402, which provides that when a
taxpayer has made an overpayment, the Segretdine Treasury may, within the “applicable
period of limitations,” credit that overpaymentaagst any tax “liability’owed to the IRS by that
taxpayer._See 26 U.S.C. § 6402(a).

Recoupment, on the other hand, involves a spsulmet of setoff thatpplies in cases in

which the factual basis for the claim and thioBalefense are related. See Reiter v. Cooper,

507 U.S. 258, 264, 113 S. Ct. 1213 (1993). Thefiiasfaecoupment over setoff is that
recoupment rights survive even if the defendingypeould not bring an affirmative claim due to

the expiration of the applicable statute of limidas. This is true, howey, only if the original
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suit, to which the recoupment is lodged asfemk®, is timely._Sed.; Davidovich v. Welton

(In re Davidovich), 901 F.2d 1533, 1537 (10th Cir. 2001).

The Bankruptcy Court held that because the t&lled to object téhe provision of the
plan barring the exercise oftef and recoupment rights prior tmnfirmation, it is barred from
objecting after the fact acating to principles ofesjudicata. The Court further noted that the
IRS was of the position that it was “somehow exempt” from this plan provision, but that it had
failed to cite any authority for its argumer8ee In re PT-1, 430 B.R. at 273. However, the
authority is the now familiar ground of sovemignmunity. As previously discussed, the
sovereign immunity of the United States mayydre waived by statute, see Presidential

Gardens, 517 F.3d at 611, and must be “unewailly expressed.” Diaz v. United States, 517

F.3d 608, 611 (2d Cir. 2008); see also Uniteatedtv. U.S. Fid. & Guar. Co., 309 U.S. 506, 513-

14, 60 S. Ct. 653 (1940) (hofdj that sovereign immunity may not be waived by the
inadvertence of governmeolfficials, and there is neesjudicata when jurisdiction is based on
such a waiver). Sovereign immunity protetis right to setoff and recoupment, see Malman v.
United States, 207 F.2d 897, 898 (2d Cir. 1953) (regusovereign immunity waiver to include
setoff rights, and noting general policy ungezdecessor to 31 U.S.C. § 3728 that “claims
against the United States are always subjesttaff’), and setoff similarly may only be
abrogated if “there is some explicit statutorycontractual provision thdtars its exercise.”

Applied Cos. V. United States, 144 F.3d 1470, 14 &lI(Eir. 1998). The question, therefore, is

under what statute has the IRS waived soverieigmunity such that it can be enjoined from
exercising its rights teetoff and recoupment?
Neither the Bankruptcy Court nor the Truesteas cited any. The IRS has volunteered 11

U.S.C. § 1141(a), but unsurprisingly promptly distinguishes that statute from the instant action.
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Section 1141 is one of the provisions for wheovereign immunity is waived under 11 U.S.C.

8 106(a), and subsection (a) of that staputevides that certain parties are bound by the

provisions of a confirmed plan. However, théygootentially applicablelass of parties set

forth in subsection (a) &t the IRS could fit in is that @f creditor. As discussed above, a

creditor is defined in 11 U.S.8.101(10) as a holder of agpetition claim. Accordingly,

section 1141 does not provide thelkoit waiver of sovereign imemity that the Trustee needs.
The Trustee nevertheless cards, as the Bankruptcy Court did, that caselaw establishes

theresjudicata effect of confirmed plans. Howevéhne majority of these cases do not involve

the Government as a party, andrééfore are not instructive on tlgsue of sovereign immunity.

See, e.g., Silverman v. Tracar, S.A. (In re Areferred Prescription), 255 F.3d 87, 92 (2d Cir.

2001); Daewoo Int'l (Am.) Corp. Creditdirust v. SSTS Am. Corp., No. 02 Civ. 9629, 2003

U.S. Dist. LEXIS 9802 (S.D.N.Y. June 11, 2008)pr those cases that do involve the
Government, one is distinguishable on &st$, and the second offers only dicta.
Beginning first with the latter of thesedveases, both the Bankruptcy Court and the

Trustee have relied on In re Bousa Inc., No. 89-B-13380, 2006 Bankr. LEXIS 2733 (Bankr.

S.D.N.Y. Sep. 29, 2006), for its holding that hesmthe plan did n@&xpressly prohibit the
future exercise of rights to setoff or recoupméime Government could not be barred from
asserting these rights. Seeati21-22. However, it would nbe proper for me to draw from
this holding that the Bousa cowvbuld have enjoined the Govenent’s rights had the plan so
provided. The court was not faced with thosedagid not enjoin the Government’s right to
setoff or recoupment, and did rdiscuss sovereign immunity.tHerefore find that decision to

be of limited value here.
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Second, the Trustee cites to United States v.'[Chinines (In re Cont'l Airlines), 134

F.3d 536 (3d Cir. 1998), in which the Third Gircheld that the Government was bound by a
confirmed plan. However, thizase is distingshable on its facts. First, the Continental
decision made no mention of sovereign immuraty it therefore does not appear to have been
raised as a defense by the Government. Setoa@;overnment was a prepetition creditor in
that case, and therefore had waived soveremnunity under section 1141(a). Third, a district
court had held the Government liable for the siwwished to setoff approximately eight months
prior to plan confirmation, yet the Governméated to assert itsght to setoff in the

bankruptcy in the interim. & id. at 537-38. Here, by contrasb claim was asserted against
the IRS until after plan confirmation. Accordigigl find that these decisions do not support the
conclusions that the Bankrupt8purt had jurisdiction to enjoithe IRS’s rights to setoff and
recoupment in the plan as a reglthe IRS’s failure to object.

That is not to say, however, that the IR&é® to exercise its rights to setoff or
recoupment against each of the ptatriabilities of the Trustee it identifies in its papers.
Specifically, the IRS notes that it will seek approximately $140,000 in unpaid taxes that the
Trustee allegedly owes from 200&twithstanding the fact thatétBankruptcy Court, and now
this Court, has held that the Ttes was discharged from this liityi pursuant to the procedures
set forth in 11 U.S.C. 8 505(b)(2). The Trustegued below that therer® right to setoff as a
result of this discharge, whia@rgument the Bankruptcy Court elected not to address in light of
its conclusion thates judicata was sufficient to expunge the IRS’s rights. Because | do not
agree with the Bankruptcy Court on this issusddress the implication of section 505(b) with

regard to the IRS’s setoff rights here.
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Section 505(b)(2) provides that when a reqimsa determination of unpaid tax liability
incurred during the administration of the case is submitted to the IRS and the Government does
not provide notification of any xadue within 180 days, the estatiee trustee, the debtor, and
any successor to the debtor are discharged &myriability for such tax. See 11 U.S.C. §
505(b)(2). Notwithstanding this discharge frbability, the IRS conteds that its defensive
right of setoff remains viable, &élse Trustee’s liability must beistinguished from the IRS’s
affirmative defenses. In support of this argum#ém,IRS relies on the ast majority of courts”
to conclude that a defendant’'ghi to setoff is unaffected by discga. The IRS is correct that
the majority of courts have reached thisclusion, see Luongo, 259 F.3d at 333 (citing cases),
but those decisions all address setoff under BL@J.8§ 533, which is explicitly limited to the
setoff of prepetition claims, see id. Moreowbe IRS has not identifiegl single case, and this
Court has found none, that has held the right of setoff to survive a discharge of liability based on
the narrow interpretation of that term advocdigdhe IRS. Insteadhose decisions primarily
rely on that portion of section 553athstates “this title does ndfect any right of a creditor to
offset a mutual debt,” which courts have intetpd to mean that no provision of the Bankruptcy
Code abrogates a right to setoff mutual prepetition obligations. See Luongo, 259 F.3d at 333;

Davidovich, 901 F.2d at 1539; see also Carolvievision Inc. v. National Broadcasting Co., (In

re De Laurentiis Entertainment Group, 1863 F.2d 1269, 1276 (9th Cir. 1992) (relying on the

language of section 553 in addititmvarious policy and historicabnsiderations). Thus, the

breadth of cases holding thaetketoff of prepetition debtaumps the discharge provisions

found in other sections of the Bankruptcy Coderaxteparticularly helpfuto the IRS’s position.
Moreover, the problem with the IRS’s restrigtinterpretation of the term “liability” is

highlighted when one considers bdtie natural meaning of tharite and its use in the relevant
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statutes. As noted above, when the IRS failsstess additional tax beyotidt paid pursuant to
a tax return filed along with ageest for determination of amypaid liability, the estate and
others are “discharged from any liability from sdyahpaid] tax.” _See 11 U.S.C. 8§ 505(b)(2).
This discharge of liability, as the IRS wduhave it, means only that the IRS cannot
affirmatively seek recovery from that taxpaydts right to setoff, acading to the IRS, is
untouched. However, the IRS'ssitory right to setid is set forth in section 6402(a) of the
Internal Revenue Code, which states that theeSary of the Treasury may credit the amount of
a tax overpayment “against any liability” of the taxpayer. The sections use the exact same term —
liability. Thus, when a party isable to the IRS for taxes owed, the IRS may exercise setoff.
However, when the IRS fails to assess tik whe 180-day time limit set forth in section
505(b)(2) of the Bankruptcy, there is nddigty, as it has been discharged.

This is also consistent with the natural maegrof the term liabily, and therefore applies
equally to any common law right setoff possessed by the IRSability is defined by Black’s
Law Dictionary as “[tlhe quality or state ofibg legally obligated oaccountable. . . a financial
or pecuniary obligation . . . or a debt.” Liabilig/therefore the equivalent of owing another,
which is the term used by the Supreme Court wdediming the right to geff. See Strumpf, 516
U.S. at 18, 116 S. Ct. 286 (explaining the setliéfrzs entities to net monies they “owe each
other”). However, when the IRS failed tonaply with the procedure set forth in section
505(b)(2) for the 2002 tax year, PT-1 no longeedut anything by way of additional taxes.
When one is no longer liable to another, it ifyaratural to conclude #t he does not owe that

party anything either. And without anything owtedt, the IRS has nothing to setoff against the
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refund it owes to the Trusteétherefore conclude that the IRS has no right to setoff for the 2002

tax period-*

CONCLUSION

For the foregoing reasons, the Final OrdethefBankruptcy Court is hereby affirmed in
part and reversed in part. Thgrt of the Order enjoining@hRS from exercising any future

right to setoff or recoupment is vacated.

SO ORDERED.

Signed eleddtlyiBrian M. Cogan

U.S.D.J.

Dated: Brooklyn, New York
September 15, 2012

4 In the alternative, the Trustee argued before the Barkr@uurt, and again here, that the IRS may not assert a
right to taxes for 2002 because that right has expired with the statute of limitatioo#ic&e 26 U.S.C. § 6402
provides that the IRS has the right to offset an overpayment with a tax liability “within the applicable period of
limitations.” See 26 U.S.C. 8 6402(a). The IRS respdhdit this restriction does not apply to its right to

recoupment, which is correct. See Reiter, 507 U.S. at 264, 113 S. Ct. 1213. However, the IRS has not asserted a
right to recoupment for the 2002 tax year, and regarding its right to setoff, it simply notes that it has elther time
assessed or timely claimed in the Bankruptcy Court all taxes owed. | do not agree, as | conclude that the timing
requirement set forth in section 505(b) of the Bankruptogejualifies as an applicable period of limitations under
section 6402 of the Internal Revenue Code. Thus, thisediminates any right to tedf for the 2002 tax year.
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