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7
3 UNITED STATES DISTRICT COURT
WESTERN DISTRICT OF WASHINGTON
9 AT TACOMA
10
1 ROY JOHNSON and MARY JOHNSON, CASE NO. 15-5167 RJB
Plaintiffs, ORDER ON UNITED STATES
12 MOTION TO DISMISS FOR LACK
V. OF SUBJECT MATTER
13 JURISDICTION
14 UNITED STATES OF AMERICA,
Defendant.
15
16 This matter comes before the Court on th&é¢hStates Motion to Dismiss for Lack of
17 || Subject Matter Jurisdiction. Dkt. 11. The Court has considered thengediied in support of
18 || and in opposition to the motis and the file herein.
19 In this case, Plaintiffs seek the recovefyfederal income tax they allege was
20 || erroneously assessed and colledtdhe tax year 2007. Dkt. 1.
21 In the pending motion, the United States n®teedismiss the case for lack of subject
22 || matter jurisdiction. Dkts. 11 and 16. It maintaiinat the Plaintiffs dichot timely file a claim
23| for a tax refund, and that the statutory exceptiotine limitations period for filing the claim dogs
24| not apply. Id. Accordingly, it asserts there has beenwaiver of sovereign immunity and so
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this Court does not hayerisdiction over the casdd. Further, the United States moves to
dismiss Plaintiffs claim for equitable recoupmént failure to state a claim because Plaintiffs
cannot show that there was a single tramsadubject to two iconsistent taxesld.

Plaintiffs argue that the Court does hawesdiction because they timely filed an
administrative claim for refund, both as a timeiformal refund claim under the three year
statute of limitations and pursuant to the mitigation provisions of the Internal Revenue Code
(1.R.C". Dkt. 15.

For the reasons set forth below, the Unitemteéd motion (Dkt. 11) should be granted, |n
part and denied, in part.

l. BACKGROUND FACTS

-

According to the Complaint, Plaintiff Roy Johnson was an approximately 90% owner (
corporation known as Diamond Garaaterprises, Inc. (Diamond Gamé) in 2005-2007. Dkt.|1,
at 2. At the time, Diamond Game was an S corporatidn.

As a general rule, an S corporatioris items of income and loss pass through to its
shareholders, pro rata by share. 1.R.C. § 1366&apareholders must pay income tax on their

portion of an S corporations income, whethenot the S corporation distributes money to thg

U

shareholdersld. When the S corporatiatoes distribute money, thesthibution is tax-free to
the extent that the shareholdhers a basis in the S corporatidrR.C. 8§ 1368(b) and (c). “To

prevent double taxation of income upon distribntirom the corporation to the shareholders,| 8
1367(a)(1)(A) permits shareholders to incesti®eir corporate basdy items of income
identified in 8 1366(a) . . .Corporate losses and deductions are passed through in a similgr
manner, and the shareholders' bases in the S corporation'srelaiddd are decreased

accordingly’Gitlitz v. C.I.R, 531 U.S. 206, 209-10 (200Xjit{ng 88 1366(a)(1)(A),
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1367(a)(2)(B), and 1367(b)(2)(A)). ‘{A] sharehotdmnnot take corporate losses and deduct
into account on his personal taxumn to the extent that suchnte exceed his basis in the stog
and debt of the S corporatioid., at 210 ¢iting 8 1366(d)(1)). If corporate losses and
deductions exceed the basis, the excess is mtddfi carried over untilhe shareholder's basis
becomes large enough to permit the deductidn.88 1366(d)(1), and (2).

The Internal Revenue Service (IRS) conducted an audit of Diamond Game for tax yea
and 2006. Dkt. 1, at 2. The IRS also examiR&intiffs personal taxes for the tax years 2005
and 2006 in conjunction with the Diamond Game auldit.

‘After the examination was complete, tiS proposed changes to the Diamond Game
returns for 2005 and 2006 and the [Plaintiffs] jaieturns for 2005 and 2006” Dkt. 12, at 2.
According to the Complaint, at the conclusiorthad initial examination, the IRS determined t
Mr. Johnsonris basis in Diamond Game sharas zero at the end of 2006. Dkt. 1, afFaintiffs
argue that this decision‘resulted in the ts@ance of a loss claimed on Plaintiffs 2006 tax
return; but that disallowed loss could be caraedr to later tax years gvided Plaintiffs had a
sufficient basis to claim the suspended loss.) Dkt. 15, at 5.

The Plaintiffs filed their 2007 federal incortex return on August 25, 2008. Dkts. 12, at
and 12-3.

On March 10, 2009, Certified Public Accountdfark Varshawsky sent a letter to the IRS
about the"Examination Changes and Auditdiings report dated February 27, 2009 regarding
Roy and Mary Johnson for tax years 200512 and 200BkR.15-1, at 2. The letter indicates
that Mr. Varshawsky did not agree with the IRBsposed changes to Plaintiffs returns and tk
they‘would like to appealthe proposeldanges to the IRS Office of Appeals.. It provided

that they did not agree‘with@¢RS audit adjustments madgBiamond Game] that result in

ons

k
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additional flow-through incom#or the taxpayer[s]id. They did not agree with‘the IRS positign
that the taxpayer[s] didave sufficient basis to claim flow-through loss&k” They maintained
that the‘taxpayer[s] provided evidence to shsnfficient basis in &flow-through entities to
allow losses to be claimed in the tax years in questidn”

On August 6, 2009, attorney Sharyn Fisk sent arladtthe IRS on behalf of the Plaintiffs.
Dkt. 15-1, at 4-17. It stated thidey protested‘all proposedjastments set forth in the 30-Day
Letter dated March 26, 2009, and the accompanying examination reports? Dkt. 15-1, at 4
(Although this August 6, 2009 letter states ttit 30-Day Letter datieMarch 26, 2009 and the
accompanying examination reports are attached,dbeyot appear in the record here.) In any
event, the August 6, 2009 lettendicates that they*wish to appehe determinations set forth in

the 30-Day letter dated March 26, 2009, to the Officapgeals” Dkt. 15-1, at 4. In a footnot

1%

this August 6, 2009 letter assethsat Plaintiffs“filed a Protéson March 10, 2009 and that the
IRS"subsequently requested a more detailedeBtdited by August 7, 2009” Dkt. 15-1, at 5.
Under the heading“Statement of Factsyl.and Supporting Arguments;the August 6, 2009
letter provides:

The primary adjustments detailed in the Taxpayers 30-Day Letter relate to
flow-thru [sic] income/loss from the Taxypers S corporation, [Diamond Game.]
The Service examined Diamond Gantegs years ended December 31, 2005 and
December 31, 2006 and issued a 30-Detger to Diamond Game. A copy of
Diamond Games Protest setting forthptssitions, the factdaw, and supporting
arguments is attached hereto as EXHIBI&Nnd incorporated herein by reference.
(This Court notes that the EXHIBIT Bfegred to here was not filed in the
record.)

The Service also asserted three adtwe issues if the Taxpayers did not
properly reported [sic] the flow-thuifd income/loss from Diamond Game: (1)
whether the Taxpayers had sufficient stackl debt basis to claim the losses and
deductions from various flow-thu [sic] efires (Alternative Issue 2); (2) whether
the Taxpayers satisfied the at-riskiliations under IRC 8465 for various flow-
thru [sic] entities; and (3) whether thexpayers satisfied the passive activity
limitations under IRC 8469 for various flowru entities (Alternave Issue 4.)

The Taxpayers properly reported thevitthru [sic] income/loss from Diamond
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Game. Thus, the Services alternatissues are not applicable. However, the
Taxpayers reserve the right to st the alternative issues pending a
determination regarding Diamond Gaftev-thru [sic] adjustments.
Dkt. 15-1, at 4-5.
On March 20, 2012, IRS Appeals Officer sent a letter to Plaifdiffger, regarding

Plaintiffs and Diamond Game for the tax yead®2 and 2006. Dkt. 12-1, at 2. The letter, which

purports to be a summary of settlement disamssidiscusses various issues for Diamond Game

including gross receipts, bad debt deductiopyeéeation and distributits to the majority
shareholder. Dkt. 12-1, at 2-3. As to Pldfatithe letter then addse issues like flow-through
adjustments from Diamond Game. Dkt. 12-1, at 3. Under the heading‘loss from [Diamond
Game]-Shareholder Basis Limitatiori'the lettesyides‘ proposed for purposes of settlement
(only) that the government concede tissue” Dkt. 12-1, at 3.
On March 30, 2012, Plaintiffs executed Form8,7/€2onsent to Extend the Time to Asses$

Tax as well as Tax Attributabte Items of a Partnership. Dkt. 15-1, at 12 -13. The IRS

executed the form on April 10, 201®1. This agreement extended the time to assess 2005|and

2006 taxes to December 31, 2014.

According to the Complaint,‘{o]n or abodtine 15, 2012, Plaintiffs and the IRS Appeals
Office entered into a settlement resolving the cemduding the basis issue, with the exceptign
of an addition to tax under Internal Revenue C#eC) § 6651(a)(1)” Dkt. 1, at 2. (This

remaining“addition to taX issue was also tagettled on March 21, 2014 (Dkts. 1, at 2; and 13

1
=

at 2-3)). The Complaint asserts thabagsult of the June 15, 2012 agreed upon‘basis
adjustment, an $824,107 basis limitation wasied over to tax year 2007, freeing up a

suspended flow-through loss from Diamond Game? Dkt. 1, at 2.
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On December 31, 2012, Plaintiffs filed an amehfdzleral return for the tax year 2007, thie

‘2007 Form 1040X, Amended U.8dividual Income Tax Return; claiming a refund in the
amount of $230,750. Dkts. 1, at 2 and 12, at 3.

On March 19, 2013, the IRS issued a Notic®sfllowance, on the ground that the claim
for a refund for the tax year 2007 was untimely.t.00k at 2. (Plaintiffs filed another amende
federal income tax return for the tax year 20@07April 23, 2013. Dkt. 12, at 3 and 12-3.)
According to Plaintiffs, they filed a protesticthe IRS Office of Appeals sustained the IRS
position.

This case was filed on March 18, 2015. DktPlaintiffs claim in their Complaint that
they are entitled to a refund of $230,750, plusrégt under the mitigation provisions of Title
U.S.C. 881311-1314 and the doctrine of equitabt®upment. Dkt. 1, at 3. They also seek
attorneys fees, costs and any other relief the court deemddgust.

. DISCUSSION

A. MOTIONTO DISMISSFOR LACK OF SUBJECT MATTER JURISDICITION
STANDARD

A complaint must be dismissed under FediRZ12(b)(1) if, conslering the factual
allegations in the light most favorable to thaiptiff, the action: (1does not arise under the
Constitution, laws, or treaties of the United 8sator does not fall within one of the other
enumerated categories of Article 1ll, Sect®rof the Constitution; (2) is not a case or
controversy within the meaning of the Conagion; or (3) is not one described by any
jurisdictional statute Baker v. Carr 369 U.S. 186, 198 (1962).G. Rung Indus., Inc. v.
Tinnerman 626 F.Supp. 1062, 1063 (W.D. Wash. 1986g28 U.S.C. 8§88 1331 (federal
guestion jurisdiction) and 1346 (Ued States as a defendantyhen considering a motion to

dismiss pursuant to Rule 12(b)(1), the court israstricted to the face of the pleadings, but n

26

nay
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review any evidence to resolve factual diggutoncerning the existence of jurisdiction.
McCarthy v. United State850 F.2d 558, 560 {9Cir. 1988) cert. denied489 U.S. 1052
(1989);Biotics Research Corp. v. Hecklérl0 F.2d 1375, 1379{qCir. 1983). A federal court
is presumed to lack subject matter jurisidic until plaintiff establishes otherwis&okkonen v.
Guardian Life Ins. Co. of Americd11 U.S. 375 (19948tock West, Inc. v. Confederated
Tribes 873 F.2d 1221, 1225'qCir. 1989). Therefore, plaifitibears the burden of proving th
existence of subject matter jurisdictioBtock West873 F.2d at 1225 hornhill Publishing Co.,
Inc. v. Gen'l Tel & Elect. Corp594 F.2d 730, 733 {oCir. 1979).

The United States, as sovereign, is immiuam suit unless it consents to be su&ee
United States v. Mitchelt45 U.S. 535, 538 (1980Jato v. United State§0 F.3d 1103, 1107
(9th Cir. 1995). ‘[T]he terms of its consent todaeed in any court defirtbat court's jurisdiction
to entertain the suitUnited States v. Dalp294 U.S. 596, 608 (1990). ‘A statute of limitation
requiring that a suit against t®vernment be brought withincagrtain time period is one of
those termdd."A waiver of the Government's sovereignmunity will be stictly construed, in
terms of its scope, in favor of the soverei@uiarty v. United State470 F.3d 961, 972 (9th C
1999)QuotingLane v. Pena518 U.S. 187, 192 (1996)).

Under 28 U.S.C § 1346(a)(1), district coumtsse jurisdiction ovesuits against the
United States for refunds of erranssly assessed or collected taxBgespite its spacious terms
§ 1346(a)(1) must be read in conformititwother statutory mvisions which qualify a
taxpayer's right to bring @fund suit upon compliance with certain conditiotsiited States v.
Dalm, 494 U.S. 596, 601 (1990). Where a taxpaysri@tuly filed a claim for refund of

federal taxes with the IRS, a dist court is without jurisdictiorio entertain a suit for refund’

D

[72)

=
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Yuen v. United State825 F.2d 244, 245 (9th Cir. 1987). A claim is not duly filed unless it
timely. Id. Under the I.R.C.,

Claim for credit or refund of an overpayment of any tax imposed by this title in
respect of which tax the taxyer is required to file a tern shall be filed by the
taxpayer within 3 years from the time théure was filed or 2 years from the time
the tax was paid, whichever of such periedpires the later, or if no return was
filed by the taxpayer, within 2 years from the time the tax was paid.

26 U.S.C. 8§ 6511(a). Further, the taxpayer must specify each ground for which a refund
claimed:

No refund or credit will be allowed aftédre expiration of the statutory period of
limitation applicable to théling of a claim thereforexcept upon one or more of
the grounds set forth in a claim filed befdhe expiration of such period. The

claim must set forth in detail each ground upon which a credit or refund is
claimed and facts sufficient to apgithe Commissioner of the exact basis
thereof. The statement of the groundd &cts must be verified by a written
declaration that it is made under the gees of perjury. A claim which does not
comply with this paragraph will not be considered for any purpose as a claim for
refund or credit.

26 C.F.R. § 301.64022(b)(1).“These requirementsrertbat the IRS is gen adequate notice ¢

f

each claim and its underlying factg) that the IRS may conduct an administrative investigation

and determinationQuarty v. United Stated70 F.3d 961, 972 (9th Cir. 199@}ernal citation
omitted. They also allow the IRS to correct anyoes andlimit the scope of refund litigation
issues the IRS has examined and is willing to defédd!Compliance with these specificity
requirements is a prerequisite to subjecttengurisdiction over a claim for a refundd.
Plaintiffs assert thatthough they did not file a formalaim for refund within the
statutory period, they filed an informal claim fefund and then filed a formal claim. Dkt. 15
In United States v. Kale814 U.S. 186, 194 (1941), the Saipre Court recognized that‘a
notice fairly advising the Comissioner of the nature of the taxpayer's claim, which the

Commissioner could reject becaligés] too general or because it does not comply with forn

[0

hal
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requirements of the statute andutations, will nevertheless bestited as a claim where forma
defects and lack of specificity have been rdi@é by amendment fileafter the lapse of the
statutory period.” The Court fouridat this was particularlyue where“such a claim has not
misled the Commissioner and he lbasepted and treated it as sudth."In essence, an informa
claim that puts the IRS on notice that a clairhegg made tolls the statute of limitations unti
the deficiencies areorrected in a subgaent refund claimKaffenberger v. United State314
F.3d 944, 954 (8th Cir. 2003). “The written compainghould not be givea crabbed or literal
reading, ignoring all the surrounding circumstangbgh give it body and content. The focus
on the claim as a whole, not re§/ the written componen8ee Kaffenbergeat 955 €iting
Estate of Hale v. United Staté3/6 F.2d 1258, 1262 (6th Cir.1989)).

The United States Motion to Dismiss for lacksubject matter jurisdiction (Dkt. 11) shoul
be denied. Considering the surrounding circuntganPlaintiffs have shown that they filed a
informal claim for refund for the tax year 2001thin the statute of limitations, and followed u
with a formal claim. The Plaintiffs filed their 2007 federal incdapereturn on August 25,
2008. Dkts. 12, at 3 and 12-3. Less than a kaar, on March 10, 2009, their CPA sent the
a protest letter, raisintpe issue of whether they had dfigient basis to claim flow through
losses for their S corporation for the taxaldang 2005 and 2006. Dkt. 15-1, at 2. Further,
August 6, 2009, Plaintiffs attorneysrdghe IRS another protest ketf raising the issues wheth
they had properly accounted for the S-Corporstiocome and losses, and whether they had
sufficient basis to claim flow through losses of tiicorporation. Dkt. 15-1, at 4-17. In light
of the fact that theorporation at issue was an Smanation, and under |.R.C. 88 1366(d)(2),
where the corporate losses and deductions exbedubsis, the excess is indefinitely carried

over until the shareholder's basis becolasge enough to permit the deduction, the

1
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Commissioner had fair notice thRkaintiffs were raising the issue of carried over losses for
2007. This is true particularly true when the psbtietters are read togethwith the settlement
letter the IRS sent them on March 20, 2012 reigg Plaintiffs and Diamond Game for the tay
years 2005 and 2006. Dkt. 12-1, at 2. The |ettieiress issues liklw-through adjustments
from Diamond Game to Plaintiffs and whettieey had sufficient basis to claim losséd.

Parties entered into a formal settlement agreement on June 15, 2012 and Plaintiffs filed t

amended federal return (2007 Form 1040X)tiar tax year 2007 on December 31, 2012. Dk

1,at2 and 12, at 3. This amended returntttoted a formal claim for refund. Treas. Reg. 8§
301.6402-3(a)(2). The March 1@ protest letter in combination with the August 6, 2009
protest letter constitute Plaintiffs informal notioeclaim. When combined with their Decemk

31, 2012 amended federal 2007 return, Plaingiffge the Commissioner fair notice of their

heir

ts.

er

claim for refund. Defendants motion to dismiss for lack of subject matter jurisdiction should be

denied.
The Court need not reach the remaininguanents regarding whetr the statute of
limitations should be tolled under the mitigation psiens found under I.R.C. 88 1311-1314.
B. MOTION TO DISMISSFOR FAILURE TO STATE A CLAIM STANDARD
Fed. R. Civ. P. 12(b) motions to dismiss nb@ybased on either the lack of a cognizal
legal theory or the absence of sufficieatts alleged under a cogable legal theoryBalistreri
v. Pacifica Police Departmen®01 F.2d 696, 699 {oCir. 1990). Material allegations are takg

as admitted and the complaint is construed in the plaintiff's fa<@niston v. Robert§17 F.2d

1295 (¢' Cir. 1983). “While a complat attacked by a Rule 12(b)(fotion to dismiss does not

need detailed factual allegations, a plaintiff's ddtlign to provide the grounds of his entitlemeé

to relief requires more than labels and conclusiamd a formulaic recitation of the elements

hie
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a cause of action will not ddBell Atlantic Corp. v. Twombj\i27 S. Ct. 1955, 1964-65
(2007)(internal citations omitted). ‘Factual allegas must be enough to raise a right to relief
above the speculative level, on gmsumption that all the allegat®in the complaint are true
(even if doubtful in fact):ld. at 1965. Plaintiffs must alleg@ough facts to state a claim to
relief that is plausible on its facdd. at 1974.

The United States moves to dismiss Plaintfésm for equitable recoupment for failurg
to state a claim because Pldiistcannot show that there wasiagle transaction subject to twg
inconsistent taxes. Dkt. 11. The motiork{DL1) should be granted. Plaintiffs do not
meaningfully respond. Thisalm should be dismissed.

[II.  ORDER

Therefore, it is hereb@ RDERED that:

e The United States Motion to Dismiss for LaskSubject Matter Jurisdiction (Dkt. 11)

IS:

o DENIED, as to the dismissal for lack sfibject matter jurisdiction, and
0 GRANTED, as to the claim for equitable recoupment.

The Clerk is directed to send uncertified cométhis Order to all counsel of record an

to any party appearingro seat said partys last known address.

Dated this & day of July, 2015.

fo by

ROBERTJ.BRYAN
United States District Judge
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