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Hemmings v. Commissioner, 105 T. C. 1 (1995)

Res judicata does not preclude the IRS from determining a tax deficiency for a year
previously litigated in a refund suit if the deficiency claim was not a compulsory
counterclaim in the earlier action.

Summary

In Hemmings v. Commissioner, the Tax Court held that a prior judgment in a refund
suit did not bar the IRS from determining a tax deficiency for the same year. The
petitioners had unsuccessfully sought a refund for 1984 in a multidistrict litigation
(MDL) proceeding,  claiming losses  from trading with ContiCommodity  Services.
Subsequently, the IRS issued a notice of deficiency for 1984. The court found that
the IRS’s deficiency claim was not a compulsory counterclaim in the MDL action,
thus not barred by res judicata. This decision underscores the distinct nature of
deficiency  determinations  and refund suits,  and  the  limited  applicability  of  res
judicata in tax litigation.

Facts

In 1984, petitioners opened a trading account with ContiCommodity Services, Inc.
(Conti). After Conti’s Houston office closed, it sued customers, including petitioners,
for  alleged  deficit  balances.  Petitioners  filed  counterclaims  alleging  fraudulent
trades. Concurrently, the IRS disallowed deductions related to the Conti trading on
petitioners’ 1981 and 1982 tax returns, and these cases were pending. In 1986,
petitioners sought a refund for 1984 based on unreported Conti  trading losses,
which the IRS denied. The refund suit was consolidated into an MDL proceeding
where the court granted summary judgment to the IRS due to insufficient evidence
from petitioners. In 1990, the IRS issued a notice of deficiency for petitioners’ 1983
and 1984 tax years, prompting petitioners to claim res judicata barred the 1984
deficiency.

Procedural History

Petitioners filed a refund suit in the U. S. District Court for the Southern District of
Florida, which was transferred to the Northern District of Illinois and consolidated
into the MDL proceeding. The District Court granted summary judgment to the IRS
in January 1990, dismissing petitioners’ refund claim with prejudice. Petitioners did
not appeal this decision. In February 1990, the IRS issued a notice of deficiency for
petitioners’ 1983 and 1984 tax years. Petitioners then filed a petition in the Tax
Court, claiming res judicata barred the IRS from determining the 1984 deficiency,
leading to the current motion for partial summary judgment.

Issue(s)

1. Whether the doctrine of res judicata bars the IRS from determining a deficiency
for the petitioners’ 1984 tax year after a final judgment was entered in a refund suit
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for the same year.

Holding

1. No, because the IRS’s claim for a deficiency was not a compulsory counterclaim in
the earlier refund suit, and thus res judicata does not apply.

Court’s Reasoning

The court analyzed the statutory framework governing tax litigation, particularly
sections 6212 and 6512 of the Internal Revenue Code, which limit further litigation
once a tax year is decided by the Tax Court. However, these sections do not apply to
refund suits in District Court. The court distinguished between claim preclusion and
issue preclusion, noting that claim preclusion bars relitigation of claims that could
have been raised in the initial action. The court found that the IRS’s deficiency claim
was not a compulsory counterclaim under Federal Rule of Civil Procedure 13(a) in
the MDL proceeding, as it did not arise from the same transaction as the refund suit.
The court cited cases like Pfeiffer Co. v. United States and Bar L Ranch, Inc. v.
Phinney,  which  established  that  the  IRS’s  claim for  unassessed  taxes  is  not  a
compulsory counterclaim in a refund action. Therefore, res judicata did not bar the
IRS’s subsequent deficiency determination.

Practical Implications

This  decision  clarifies  that  a  final  judgment  in  a  tax  refund  suit  does  not
automatically bar the IRS from later determining a deficiency for the same tax year.
Practitioners should be aware that the IRS retains the ability to issue deficiency
notices post-refund litigation, provided the deficiency claim was not a compulsory
counterclaim in the earlier suit. This ruling may impact how taxpayers approach
refund litigation, potentially encouraging them to fully litigate all potential claims in
the  initial  action.  For  businesses  and  individuals  involved  in  tax  disputes,  it
underscores the importance of understanding the interplay between different types
of tax litigation and the specific application of res judicata principles. Subsequent
cases like Brown v. United States have further explored these issues, reinforcing the
separate nature of deficiency and refund proceedings.


