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IN THE UNITED STATES DISTRICT COURT
FOR THE WESTERN DISTRICT OF TENNESSEE
EASTERN DIVISION

DAVID W. NANCE and
PRISCILLA LYNN NANCE,

Plaintiffs,
V. No. 12-1064
UNITED STATES OF AMERICA,

Defendant.

ORDER DENYING DEFENDANT'S MOTION TADISMISS AMENDED COMPLAINT

INTRODUCTION

This matter was initially brought by the Plaffgj David W. Nance and Priscilla Lynn Nance
(the "Nances"), on March 9, 2012 against the United States of America (sometimes referred to
herein as the "Government”). (D.E. 1.) @uagust 29, 2012, they filed an amended complaint,
seeking a refund of tax penalties. (D.E. 20.) Befbe Court is the Defendant's motion to dismiss
the amended complaint pursuant to Rule 12(b)(éh@frederal Rules of Civil Procedure. (D.E.
25.)

STANDARD OF REVIEW

The Rule permits a court to dismiss a complmn“failure to state a claim upon which relief
can be granted.” Fed. R. Civ. P. 12(b)(6). "Wheourt is presented with a Rule 12(b)(6) motion,
it may consider the [cJomplaint and any exhibits attached thereto, public records, items appearing
in the record of the case and exhibits attachettfendant's motion to disss so long as they are

referred to in the [cJomplaint and are centrathie claims contained therein,” Bassett v. Nat'l

Colleqgiate Athletic Ass'1b628 F.3d 426, 430 (6th Cir. 2008). "[Tjtistrict court must construe the

Dockets.Justia.com


http://dockets.justia.com/docket/tennessee/tnwdce/1:2012cv01064/61330/
http://docs.justia.com/cases/federal/district-courts/tennessee/tnwdce/1:2012cv01064/61330/34/
http://dockets.justia.com/

complaint in the light most favorable to the plaintiff and must accept all the factual allegations

contained in the complaint as true.” Paige v. Cqoy®g4 F.3d 273, 277 (6th Cir. 2010) (citing

Lambert v. Hartman517 F.3d 433, 439 (6th Cir. 2008)). "In order to survive a Rule 12(b)(6)

motion to dismiss, [a plaintiff's] complaint neeaintain only 'enough facts to state a claim to relief

that is plausible on its face.™ Ifuoting_Bell Atl. Corp. v. Twombly550 U.S. 544, 570, 127 S.

Ct. 1955, 167 L. Ed. 2d 929 (2007)).
FACTS ALLEGED

The Plaintiffs have alleged the following facts. The Nances reside in Milan, Tennessee and
own and operate Nance Tool & Die, Inc., a Tessee corporation. Their attorney, Robert Bly, of
Knoxville, Tennessee, who held himself out as)geeaenced tax adviser, informed the Plaintiffs
that they could minimize income subjectfemleral taxation by forming offshore corporations
domiciled in the Bahamas. To that end, he assisted them in forming Bahamian-domiciled Philco
Investments, Ltd. ("Philco"), of which Mr. Nance was principal shareholder. Thereafter, Nance
transferred funds from Nance Tool & Die'sporate account to Philco's bank account in Nassau.
On Bly's advice, Plaintiffs alsacorporated Luxum International, Ltd. in the Bahamas and a trust
in Costa Rica. At the time, Bly assured the Plaintiffs their investments were proper.

In late 1999, however, counsel contacted the Nances to inform them that the offshore
transactions may "no longer"” be valid from & séandpoint. Consequently, they ceased all their
Bahamian and Costa Rican operations and dep@itslid not instruct Plaatiffs to remove funds
from the offshore accounts, make reports to aggncy, including the Internal Revenue Service
("IRS" or the "Service"), or take any other action.

On November 25, 2003, the IRS issued Letter 36 @ ®laintiffs, advising that they were



under examination by the agency in connection with their offshore financial arrangements. They
were invited to participate in the Voluntary Compliance Initiative, a program under which they could
minimize their exposure to penalties by providing deriaformation to the Government. If they
complied, a civil fraud penalty would only be impdsfor the "major” year. For any other year,
only a delinquency or accuracy-related penalty would be assessed. The letter further stated that
"[a]dditionally, we will not impose information ratu civil penalties for faure to comply with
[Internal Revenue Code ("IRC")] sections . . . 6pBich requires reporting with respect to foreign
trusts], if you file delinquent or amended information returns.” (D.E. 20-1 at 1.) The letter provided
that

civil penalties for violations involvindReports of Foreign Bank and Financial

Accounts (FBAR) will be imposed fanly one year and we may resolve the FBAR

penalty for less than the statutory amount based on the facts and circumstances of

your case. Except for the FBAR penaltyime year, to which you will be expected

to agree, civil penalties will not be impoded failure to file an FBAR, for filing a

false FBAR, or failing to keep records yate required to keep, if you file delinquent

or amended FBARSs.
(Id.). Letter 3679 instructed that, in order to parétgin the program, Plaintiffs had to advise the
IRS within thirty days of the date of the lettetlodir intention to participate. All required materials
were to be submitted within 150 days. The agency contact person was listed therein as Elysia A.
Wilcox.

After consulting with an attornéynd their accountant, the Nances opted to participate in

the initiative. On December 8, 2003, they prodidd=orm 2848 to their accountant, Tom Shelton,

permitting him to discuss their tax issues with the IRS. The Nances submitted the same form to their

The amended complaint does not indicate whether this individual was Bly, Frank
Stockdale Carnesee infra or someone else.
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current attorney, Frank Stockdale Carney, omdidd.8, 2004. The form included power to discuss
issues related to their income taxes and civil penalties for tax years 1996 through 2003. By letter
dated March 24, 2004, Carney advised Wilcox thatdeworking with the Plaintiffs on a response
to her letter and enclosed a copy of the F28#3. In a subsequent correspondence dated April 9,
2004, Carney informed Wilcox of the facts and cirstamces of Plaintiffs' offshore transactions and
sought to begin the process ofifdithe necessary documents tarb@ompliance with the initiative.
In the early summer of 2004, Carney contacted Janet Cunningham, the revenue agent assigned to
the Nances' case, stating:

As you and | discussed, there may be sorfwnmational returns, such as reports in

IRC section]] . . . 6048, thaheuld have been filed in thgast in connection with the

foreign bank accounts. At this time, the Nances no longer maintain any of the

foreign bank accounts. You mentioned that in your review you would determine

whether these informational returns are nmoaot and we do not need to file those,

or whether you want us to file any of th@gmplicable returns. As | confirmed, if you

feel you need us to file the applicabléoimational returns, please let me know and

we will prepare those returns.
(Id. at 33.) Plaintiffs worked diligently to tkrmine whether information reported for years 1997
through 2000 was correct and voluntarily filed amended returns based on professional advice
received in 2003 and 2004 and at the request ofRBe As part of the Voluntary Compliance
Initiative, the Nances worked with the Servicéanulate a Closing Agreement. Carney met with
Cunningham on July 2, 2004, during which they dsseul the remaining and amended returns that
would be required. Carney took notes at the meétiaigreflected his clieatwould need to file a
Form 3520-A for the years 199firough 2004, and that 2004 would be the final return. In a
November 4, 2004 letter to Cunningham, Caswdymitted, among other things, a Form 3520-A for

the years 1997 through 2003. He stated thereinthleasubmission was "[ijn response to [her]

request at [their] last conference for additlanéormation and reporting returns . . ." (lt. 35.)
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Otherwise, the Nances would have beejquied, pursuant to the 2003 Form 3520-A's filing
instructions, to mail the form to the IRS Center located in Philadelphia, Pennsylvania.

On February 23, 2006, Plaintiffs executed a Closing Agreement with the IRS, pursuant to
which they filed Forms 3520, 3520-A, 5472 and TD F 99-22.1 for the years 1999 through 2002.
Under the terms of the Closing Agreement, Plaintiffs paid $1,245,396.52 in taxes due and
$446,344.50 in penalties for 1999, along with interest. The Closing Agreement was signed by the
Commissioner of Internal Revenue on April 12, 2006e document provided in part that "[t]his
agreement is final and conclusive except . . rélates to a tax period ending after the date of this
agreement, itis subject to any law, enacted afeeagineement date, that applies to that tax period."
(Id. at 9.)

On September 11, 2006, the Service issueccBdtumber CP15 to the Plaintiffs, assessing
an additional penalty in the amount of $156,478.0QHe 2003 tax year based on their failure to
timely file the Form 3520-A due March 15, 2004. In subsequent notices, numbered CP503 and
CP504, dated October 16, 2006 and November 20, 28§gectively, the Nances were advised of
interest added to the penalty, bringing thaltbalance to $158,897.00. Plaintiffs filed a Request
for Penalty Waiver with the Taxpayer Advoeain June 1, 2007, citing reasonable cause for late
filing of Form 3520-A. The request was denied on June 26, 2007.

On August 8, 2007, the Nanceled a Written Protest Appeakquesting reconsideration
of the determination based on reasonable causen#&rence was held with an appeals officer on
March 11, 2008. The appeal wasig®l on October 20, 2009. A month later, the Plaintiffs filed
a claim for credit for the period ending Dedsn31, 2003, which the IRS disallowed on March 29,

2010.



The Plaintiffs submit that they are entitled to relief on the following grounds:

@) The penalty assessed against Plaintiffs by Defendant is improper because
Plaintiffs filed Forms 3520, 3520-A472 and TD 99-22.1 for tax years 1999-2002
after receiving notice regarding the Voluntary Compliance Initiative dated November
25, 2003; however, Plaintiffs received a late filing fee for 2003 Form 3520-A.

(b) The 2003 Form 3520-A return was filed with the understanding that it was
part and parcel of a Voluntary Compl@minitiative under which the Plaintiffs over

a couple of years worked with an agsgd Revenue Officer to determine what
returns were required, to file such returns, and to pay back taxes associated with
foreign bank accounts.

(c) The Letter 3679 and the VoluntaBompliance Initiative had assured the
Plaintiffs that a civil fraud penalty aralcivil penalty for failing to file an FBAR
would be assessed for only one year, aedPtlaintiffs paid such penalties for 1999
as stated in the Closing Agreement.ttee3679 further assured Plaintiffs that the
offer contained therein pertained to years ending after December 31, 1998.

(d) The Closing Agreement, executed by the Plaintiffs and the Commissioner,
included the penalties assessed with respect to tax year ending December 31, 1999
and further stated that it was conclusiveaall tax periods except "if it relates to

a tax period ending after the date of this agreement" and such Closing Agreement
was last executed by the Commissioner on April 12, 2006.

(e) Plaintiff's attorney, Mr. Carney, first contacted Ms. Elysia A. Wilcox by letter
dated March 24, 2004, about the Plaintiffs’ participation in the Voluntary
Compliance Initiative, which was within the 150-day period permitted by Letter
3679.

() Mr. Carney's and the Plaintiffenderstanding was that the Service would
determine what, if any, information returns and amended returns were required and
would notify Mr. Carney and the Plaintiffat which time the Plaintiffs would file

such returns. In fact, Plaintiffs fileddureturns upon the instruction of the Service's
agent, including returns for 2003, in finalizing the Voluntary Compliance Initiative.

All information returns, including the 2003 Form 3520-A, were mailed as one single
packet to the agent to conclude the Voluntary Compliance Initiative.

(9) Under the Plaintiffs' reasonable reliance on Letter 3679, the Closing
Agreement, and the Voluntary Compliance Initiative, no assessment should ever
have been made for 2003 because tha#ffal understanding was that any penalties

for late filing of all necessary information returns related to the Plaintiffs’ offshore
transactions were covered by such Letter 3679, the Closing Agreement, and the
Voluntary Compliance Initiative.



(h) Alternatively, the Plaintiffs should be granted the requested relief because

they had reasonable cause for failingitoely file the 2003 Form 3520-A, which

was not due to willful neglect.
(D.E. 20 at 13-15.)

ASSERTIONS OF THE PARTIES AND ANALYSIS

The Government first submits that the tax period ending December 31, 2003 and, by
extension, the 2003 Form 3520-A, the late filing ofalitwas the basis for the penalty at issue, was
not, as Plaintiffs claim, part of any agreemiegitween the Nances and the IRS. Under 26 U.S.C.
§ 7121, the Service "is authorized to enter intagmreement in writing with any person relating to
the liability of such person . . . in respect ofanternal revenue tax fany taxable period." 26
U.S.C. § 7121(a). Closing agreements under gueitst are “final and conclusive,” except on a
showing of "fraud or malfeasance, or misrepresemtaf a material fact]: 26 U.S.C. § 7121(b).
Accordingly, "closing agreements are binding ongasies as to the matters agreed upon and may

not be modified or disregarded in any procagdinless there is a showing of fraud, malfeasance,

or misrepresentation of a materiatt." In re Spendthrift Farm, In@31 F.2d 405, 407 (6th Cir.

1991);see alsdn re Crowel] 258 B.R. 885, 888 (E.D. Tenn. 2001) (saraff)q, 305 F.3d 474 (6th
Cir. 2002).
Closing agreements under 8§ 7121(a) "are contracts and generally are interpreted under

ordinary contract principles.” Roach v. United Stafd¥ F.3d 720, 723 (6th Cir. 1997). "An

ambiguous closing agreement will be interpretedccord with the surrounding circumstances.”
Id. "[1]f the essential terms of an agreemarg deemed unambiguous, a court will not look beyond

the four corners of the documetot determine the parties’ intent.” Rink v. Comm'r of Internal

Revenue47 F.3d 168, 171 (6th Cir. 1995).



The Defendant points out that the Closing @gnent entered into by the Plaintiffs referred
only to the tax years 1997 through December 31, 2002 and that, while the Nances could have
requested inclusion of the 2003 tgear within the agreement's terms, they did not do so. Although
they do not dispute that the Closing Agreetndid not specifically mention 2003 returns, the
Plaintiffs insist that, at a minimum, there isreambiguity as to whether it applied only to years
1997 through 2002 or to all tax years other than teadéng after the date tiie agreement. Thus,
they submit that the Court is permitted to conspieol evidence -- in this case, the parties' conduct
and Letter 3679 -- in construing the Closing Agreement.

Even if the Court agreedith the Government that /203 Form 3520-A filing did not fall
within the ambit of the Closing Agreemeg U.S.C. 8 6677, which provides for the imposition of
penalties for failure to file information withsgpect to foreign trusts and under which the penalty
here was assessed, states that "[n]o penaltylshatiposed . . . on any failure which is shown to
be due to reasonable cause or not due to wilglect.” 26 U.S.C.8&677(d). "Reasonable cause”
requires the taxpayer to demonstrate that he "exercised ordinary business care and prudence but

nevertheless was unable to file the return within the prescribed time." United States y489yle

U.S. 241, 246, 105 S. Ct. 687, 690, 83 L. Ed. 2d 622 (1985) (internal quotation marks omitted).
"Willful neglect" is defined in this contexas "conscious, intentional failure or reckless
indifference.” _Id.at 245, 105 S. Ct. at 690’he taxpayer is charged with the "heavy burden" of

showing both reasonable cause and absence of willful nédtkc1.05 S. Ct. at 689-90; Shafmaster

*The Government does not argue that the Nances' failure to file the form at issue was the
result of willful neglect and nothing currently in the record raises an inference thereof. Thus, for
purposes of the instant motion, the Court will assume Plaintiffs did not willfully neglect their tax
liability and will focus on whether they have passed muster under Rule 12(b)(6) on the issue of
reasonable cause.



v. United States/07 F.3d 130, 137 (1st Cir. 2013).

In attempting to meet their burden, the Nancgaathat (1) Bly did not indicate to them that
they needed to report any transactions to the IRS or take other action in connection with prior
offshore transactions, advice upon which they deland that (2), upon receipt of Letter 3679 and
knowledge of filing requirements relating to tlitsshore transactions, Plaintiffs immediately sought
advice from their accountant and new attornglip opened a dialogue with the IRS, which
constituted the exercise of ordinary business care. The Government discounts the first of the
proffered bases, contending tRdaintiffs could not have lied upon advice regarding when a 2003
tax form should have been filed when Bly ceased representing them in 1999. However, it is not
clear from the record before the Court whalg's representation ceased. Further, "[a]lthough
relying on an expert for the ministerial task of filing a tax return does not constitute reasonable
cause, relying on an expert's advice concerning substantive questions of tax law, such as whether

a liability exists in the first instance, may constitute reasonable cause." Estate of Liftin v. United

States101 Fed. Cl. 604, 608 (Fedl. 2011) (citing Boyle469 U.S. at 250, 105 S. Ct. 687) (internal

guotation marks omitted3pe alsdvicMahan v. Comm'r of Internal Revenud4 F.3d 366, 369 (2d

Cir. 1997) ("reliance on a mistaken legal opmiof a competent tax adviser -- a lawyer or
accountant -- that it was unnecessarfiéa return constitutes remsable cause"). The Nances may
be able to prove facts demonstrating that thigdén good faith on Bly's failure to advise them of
the need to file a Form 35204Ar tax year 2003 and that thdid not otherwise know during the
period of his representation that such a filing was required.

When they received Letter 3679, Plaintiffs became aware of their obligation to make certain

filings with the Service. As noted above, treibsequent counsel, Mr. Carney, met with revenue



officer Cunningham in July 2004, four months after the Form 3520-A's March 2004 due date.
According to the amended complaint, "Mr. Carney and Ms. Cunningham discussed the remaining
returns and amended returns that would be reduiMr. Carney took notes from such meeting,
noting that the Plaintiffs would need to fdd-orm 3520-A for the years 1997 through 2004 (stating
that 2004 would be the final return).” (D.E.®@2.) Carney provided the form to Cunningham
directly pursuant to her request in November 2004.

"Reasonable cause may exist when a taxpayer files a return after the due date, but does so

in reliance on an expert's erraus advice."_Estate of Liftjl01 Fed. Cl. at 608. Reliance on the

erroneous advice of an IRS officer or eoyde may also constitute reasonable cauSee

McMahan 114 F.3d at 369; Tesoriero v. Comm'r of Internal ReveNoe 18959-10, 2012 WL

3964976, at *4 (U.S. Tax Ct., Sept. 2012). Viewing the facts allegen the light most favorable
to the Plaintiffs, the Court finds they have statpthasible claim that their failure to timely file the
2003 Form 3520-A was due to reasonable causegban Mr. Carney's communications with Ms.
Cunningham.
CONCLUSION
For the reasons set forth herein, the Defendant's motion to dismiss is DENIED.
IT IS SO ORDERED this 11th day of April 2013.

s/ J. DANIEL BREEN
UNITED STATES DISTRICT JUDGE
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