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IN THE UNITED STATES DISTRICT COURT
FOR THE WESTERN DISTRICT OF VIRGINIA
ABINGDON DIVISION

WILLIAM B. GREGORY, ET AL. ,

Plaintiffs, Case No01:12CVv00@&2

V. OPINION AND ORDER
THE UNITED STATES DEPARTMENT
OF TREASURY —INTERNAL
REVENUE SERVICE,

By: James P. Jones
United States District Judge

N N N N N N N N N N N

Defendant.
William D. Baylissand Joseph E. Blackburn, Ill, Williams Mullen, P.C.,
Richmond, Virginia, for Plaintifts Katherine M. Walker,Trial Attorney, Tax
DivisionU.S.Department of Justice, Washington, D.C., for Defendant.
In this actionunder the Internal Revenue Codee plaintiffs ask the court to
apply the doctrine of equitable subrogatas established under Virginia law
determinethevalueof a federal tax liemttached to their property Because | find

that the plaintiffshave notallegedfacts that willplausibly entitle them to relief, |

will grant the United State#otion for Judgment on the Pleadings.

I
The plaintiffs, William B. Gregory and Bettina L. Gregohysband and
wife, owned real estatg“the property”)in Bristol, Virginia, encumbered by a

fedeal tax lien(“the tax lien”) resulting from a tax assessment against a former
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owner of the propertyWhile notice of the tax lien had been duly filed in tbeal
land records te Gregorys claim that they dmbt actually learn of the tax liemntil
after they had purchased the property, mortgagethd,improved it. They have
brought this action pursuant tdR.C. § 7426(b)(4) (Wes011), challenging the
determination by the Secretary of the Treasury ofithiar value of the interest of
the United States in the property by virtue of the tax li@fhe United StateShas
filed a Motion for Judgment on the Pleadings, which has been fully braefed
orally argued and is ripe for decision

A motion for judgment on the pleadis under FedefaRule of Civil
Procedure 12(c) is governed by tlsame standard applicable to motions to
dismiss for failure to state a claim undexderalRule of Civil Procedurel2(b)(6.
Edwards v. City of Goldsboyd 78 F. 3d 231, 243 {4 Cir. 1999). “To survivea
motion to dismiss, a complaint must contain sufficient factual matter, accepted as
true, to ‘state a claim to relief that is plausible on its facAshcroft v. Igbgl 556
U.S. 662, 678 (2009) (quotinBell Atl. Corp. v. Twombly550 U.S. 544, 570
(2007)). In ruling on such a motion, the court must regard as true all of the factual

allegations contained in the complaiBtickson v. Parduss51 U.S. 8994 (2007)

' The plaintiffs have named as defendant, “The United States Department of

Treasury — Internal Revenue Service.” The proper defendant is the United States.



andmust view those facts in the lightost favorable to the plaintif€hristopher v.
Harbury, 536 U.S. 403, 406 (2002).

The factsasalleged by the plaintiffen thar Complaint can be summarized
in pertinent paras follows.

In 1981, Je and Betty Watson, a married cougteychasedhe property
and took title as tenants by the entirety. In 1994, the Watscrs/eda loan from
Highlands Union Bank, secured by a deed of trust on the propert002, the
IRS filed a propernotice of federal tax lien in the amount of $199,764.59 against
Joe Wason, attacimg to hisonehalf undividedinterest in the property.In 2003,
the Watson deededthe property to their daughter-law, Tammy Watson, who
assumed the mortgage with Highlands Union Bank.

In 2006 Tammy Watson sold the propertytte plantiffs for $225,000.As
part of the salethere wagaid to Highlands Union Bantke sum of $105,348.12
in satisfaction of the outstanding mortgage. The Gregorys financed the purchase
using their own resources, as well asn@tgagdoan from TriSummit Bnk in the

amount of $92,192.

? Federal law provides that a federal tax lien can apply to an individual spouse’s
onehalf interest in property held as tenants by the entirety, so long as the law of the state
in which the property is located would treat the individual spouse’s interest as a property
interest. See United States v. Crafi35 U.S. 274, 2832002). It is undisputed that
Virginia, the state in which the property is located, so treats a spouse’s ownership as a
tenant by the entirety. See United States v. ParNo. 3:10-CV-00061, 2011 WL
4737066, at *3 (W.D. Va. Oct. 6, 2011).



Following their purchase, the Gregolipwested in excess of$100,000 in
renovationgdo the property (Compl. § 11.) Thereafter,lie Gregorys entered into
a contract to sethe propertyfor $380,000. In the process @dmpletingthe sale,
however the tax lien wadinally discovered, bute IRS refusato discharget for
less than $190,00@epresentingnehalf of the sales pricef the property.

In order to file this action, the &gorys furnishedhe IRSa suretybond in
the amount of $190,008nd have obtaineflom the IRSa certificate of discharge
of the property, pursuant to 1.R.C. § 6325{A)(ii)) (West 2011y Since the
property is no longer subject to the lien, the Grggseek an order relieving them

of liability on the bond.

1
The Gregorys do not dispute that tpeesentfair market value of the
property is $380,000, or that chalf of that amount is $190,000, whichtlse
amountclaimed by the United States as tdue ofits tax lien. Instead, they
claim that they are entitlednder the doctrine of equitable subrogatiton“credit”
(Compl. § 15) for the payoff amount of the esing Highlands Union Bank

mortgage when they bought the property, #mount of theTriSummit Bank

® The Gregorys earlier filed an action similar to the present one, but because they
had not at that time obtained a certificate of discharge from the IRS, | dismissed¢he
for lack of supject-matter jurisdiction. Gregory v. U.S. Dep’df Treasury— IRS No.
1:12CV00016, 2012 WL 3105203 (W.D. Va. June 26, 2012).
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mortgage they obtainet buy the propertyand thecostof the renovations they
made on the property after thieought it.

In essence, the Gregorys’ argument is as follows. They contend that the IRS
should be put back in the position it was in at the time that the Gregorys bought the
property in 2006. Had the tax lien been discovered then and the Gregorys had
gone ahead and purchased the property, the tax lien would have been paid, but the
IRS would have received much less than the $190,000 now claimed. The IRS
would have received only about $60,000, representinghatieof the purchase
price then, less the amount of the senior lien to Highlands Union Bank. The
Gregorysagree that the IRS is normally entitled to any “natural” increase over time
in the value of property on which it has a lien, but here, they claim, they can show
that the increase in the value of the property in question was solely due to their
improvements. Thus, they assert, the IRS will not be prejudfitied court grants
them relief. Absent any such prejudice, they argue that the court should apply it
equitable powers and correct their failure to discover the tax lien.

A

The Internal Revenue Codwovides that‘[w]here, under local law, one
personis subrogated to the rights of another with respect to a lien or interest, such
person shall be subrogated to such rights for purposes of any lien imposed by

section 6321 or 6324.”|.R.C. 8§ 6323(i)(2) (West201]1). In Virginia, such



subrogation is “the ubstitution of another person the place of the creditor to
whose rights he succeeds in relation to the delsiéd. Land Bank of Baltv.
Joynes 18 S.E2d 917, 920 (Va. 1942).[T]he doctrine ensures that a creditor
obtains a firsfriority lien on is debtor’s property when it issues a loan based on a
good faith belief that it will have such a lienDeutsche Bank NdtTrust Co. v.
IRS 361 F. Appx 527, 528 (4th Cir. 2010) (unpublished). When a “lender of
money lent it with the intention and understanding that he be substituted to the
position of the creditor,” a court will treat the lender as if he had bessgreed the
loan, provided “there are no intervening equities to be prejudicéed. Land
Bank of Balt, 18 S.E.2d at 920.Subrogatn is a “creature of equityand is
“dependent upon the facts and circumstances of each particuldr trhse

The facts of this case are falifferent from the situations in which this
equitable doctrine has been applied. The Highlands Union Bank mortgage was not
paid in order that the Gregorys be substituted as lien crgditoras paid as a
condition of the sale in order to relieve the seller ofabkgation and to clear the
title to the property Similarly, it is not TriSummit Bankthat is seeking
subrogation in this case; it has been paid out of the proceeds of the Grederys’ sa

of the property’

* While it is not entirely clear from the Complaint, at oral argument counsel
confirmed that once the Gregorys substituted theysbiend and obtained a certificate of
discharge, the sale of the property closed.
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Most importantly, however, “subrogation is nappropriate where
intervening equities are prejudicedCentreville Car Care, Inc. v. N. Am. Mortg.
Co, 559 S.E.2d 870, 872 (Va. 2002). In this case, it is clear that the IRS would be
prejudiced byreinstating theprior senior lien as shown by th€entreville Car
Carecase

In that casereal estatehad been purchasemh the basis of #an from
Creditor A,secured by a deed of trusihortly thereafter, thewnertook another
loan, this time fronCreditor B secured by a send deed of trust Several years
later the property was sold to newnerswho were aware of the first lien, but not
the secondon account ofa negligent title searchTo purchase the propertyhe
new ownerbtain amortgagefrom Creditor C also unaware of the second lien,
which was usedo pay off Creditor A The remaining amount of the salgrice
was paido theseller WhenCreditor Battempted to foreclose on its ligbreditor
C filed an action seeking subrogation to the position of Creditor A’s lien, ahead of
Credibor B.

In denying Creditor C’sclaim, the Supreme Court of Virginfiast stated
that, althoughCreditor Bwas undeisecuredvhen it took its lien, it had the right to
anticipate that the obligors would satisfy prior loans and that more senior liens on
the property would be extinguishe@reditor B therefore, would be prejudiced if

a senior lien were to be extinguished but its lien not adwkumceriority. Id. at



873. Similarly, in this case, when the IRi&d its notice of federal tax lient was
second in priority to the existing mortgage, but had the right to expect to advance
in priority asthe more senior lierwas extinguished. The fact that the IRS could

not have sought total satisfaction of the lien at the time it was filed does not mean
it would not be prejudiced by the insertion of another lien ahead of it in priority.

In addition,in Centreville CarCare the courtnoted thatCreditor B was
prejudiced when the balance of funthat remained after paying thariginal
mortgage was distributed to the owner of the property rather thah ito
satisfaction of its lien.Id. By this reasoning, the IRS was prejudiced when the
balance of the purchasing funds that remained after paying the first mortgage was
paid to Tammy Watson rather therthe IRS.

The CentrevilleCar Carecourt noted that to grant relief in that case would
provide no incentive for purchasers and lenders to recognize and satisfy junior
liens. Similarly, in the present caggantingrelief would allowa simple claim of
mistake, where there were no other equitable considerations, to endanger the

position of junior lienors.

> In Centreville Car CaretheVirginia court also considered the negligence of the
creditor seeking subrogation in failing to discover the existence ofttiexlien. 559
S.E.2d at 873F4. In the present case, it was conceded by plaintiffs’ counsel at oral
argument that the negligent failure of the Gregorys’ title examiner to discover the tax lien
in the chain of title resulted in the present dispuiteanyevent, negligence is normally a
factual matter for triandit is not necessary for me to rely on that issugranting the
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B

The plaintiffs alsorequestcredit for their cost of improvements to the
property during their ownership. This claim is similarly without merit.

The Supreme Court has observed thigkhé transfer of property subsequent
to the attachment of the lien does not affect the lien, for ‘it is of the very nature and
essence of a lien that no matter into whose hands the propesdyigpasses cum
onere” United States v. Bes857 U.S. 51, 57 (1958) (quotirgurton v. Smith
38 U.S. 464, 483 (1893))The Third Circuit interpreted this languageUnited
States v. Avila88 F3d 229, 233 (8 Cir. 1996),to hold that the amount the
government could recover on a federal tax lien was not fixed at the value of the
lien at the time the delinquent taxpayer transferred the property. The court
observed that “[flixing the value of the lien at the time the taxpayerféranthe
property certainly ‘affects the lien,” and theref@essprohibits it.” 1d.

The Ninth Circuit reached a similar conclusiorHan v. United State944
F.2d 526 (¢h Cir. 1991). The coutheldthat “[b]Jecause the lien is unaffected by
sale we see no basis for fixing the amount of the lien at the time qf sdlat
528529 and that'the fact that the IRS may recoup more than it would have if it
had foreclosed while [the taxpayer] still held the property does not affect our

analysis’ id. at 529 See also United States v. LibriZd8 F3d 136 138139 (7th

United States’ Motion for Judgment on the Pleadin§®e Deutsche Bank Nat'l| Trust
Co, 361 F. App’x at 531 n1.



Cir. 1997) (holding that the value of a federal tax lien was not fixed at the dollar
value of the taxpayer’s interest in the property at the time of his déhtiigd
States v. Dog 276 F. Supp. 2d 415, 433 (W.D. Pa. 2003) (holding that allowing a
debtor rather than a creditor to benefit from appreciation in the value of an
encumbered property would be inequitable)

Even if the Gregorys’ investment in improvements were treatedliaa on
their own property, it would still be junior in priority to the federal tax lien and
therefore would not be entitled to payment before the tax debé United States
v. ScheveNo. CIV.A. CCB97-3556, 1998 WL 919873t *5 (D. Md. Nov. 20,
198) (stating that “the federal tax lien has priority over the Scheves’ potential lien
for the value of renovatioiis Glass v. Sec’y, Dep’t. dfreasury IRS703 F. Supp.
38 (W.D. Ky. 1988) (rejecting the plaintiff's claims for recovery of improvement

and maintenance expenses ahead dfathéen).

11
For the reasons stated, | find that the plaintiffs’ are notledtio the relief
they seek. They havdgaded noplausible claim that would cause the court to
reducethe value of the tax lien. Accordingly, it@GRDERED as follows:
1. The United States’ Motion for Judgment on the Pleadings (ECF No. 13)

is GRANTED,;
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2. The court determines that the value of thatéth States’ interest in the
property subject to its tax lien as described herein is $190,000 and the
United States may retain the bond given by the plaintiffs in satisfaction of
such tax liefy

3. A separate judgment in favor of the United States shall lberezh
forthwith; and

4. The clerk shall close this case.

ENTER November 7, 2012

/s/_James P. Jones
United States District Judge

® The United States requested this relief in its Answer filed herein. (United

States’ Answer 4.)
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