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OPINION

Futey, Judge.

This caseisbefore the court onthe parties’ cross-motions for summary judgmernt.
Hantiff Information Sysems & Networks Corporation appeals from the find decision of
the Contracting Officer (CO) denying plaintiff’s dlaims for rembursement of Sate income
taxes pad on income derived from government cost-reimbursement and time-and-
materids contracts. Plaintiff asksfor adeclaratory judgment from this court stating thet (1)
payment of state income taxes by its sole shareholder on behdf of plaintiff, a Subchapter
S corporation, isareimbursable, dlowable cost under the Federal AcquisitionRRegulaions



(FAR); and (2) such payment should be alowed to beincluded in plaintiff’ sindirect rate
cost pool for the contracts performed by plaintiff for the United States government
(defendant).  Plaintiff dso asks for atorney fees and cods. Plaintiff argues that the
pertinent provisions of the FAR regarding dlowability of costs, and specificaly of taxes
paid, goply in favor of plantiff and its sole shareholder because (1) the FAR provisons
were intended to include such tax reimbursement; and (2) an agreement between plaintiff
and its sole shareholder obligated plaintiff to remburse the sole shareholder for the taxes
(Agreement), therefore creeting avaid and reasonable cost to plantiff that is rembursable
under the FAR. Defendant contends that because plaintiff is anS corporation, itsincome
tax ligbility is* passed through” to the sole shareholder, and therefore plaintiff did not have
to pay, nor did it pay, state income taxes as aresult of the contracts at issue. Defendant
arguesingtead that the tax liability bel onged exdusvdy to the sole sharehol der, and as such
is persond liability that is not rembursable under the FAR.

Factua Backaround

Paintiff isa corporation organized under Subchapter S of the Interna Revenue
Code (IRC), 26 U.S.C. 88 1361-1379 (1994 & Supp. V 1999). “S corporations,” as
they are known, are smal businesses, closely hed by no more than 75 shareholders, 26
U.S.C. §1361(b)(1)(A), and often held by a sole shareholder. Scorporationgtatusisa
tax el ectiondesigned to make the decision of smdl businessesto incorporate “ tax neutrd;”
i.e,, a busness will incur the same tax ligbility on its income whether the owners of the
business incorporate or not. Subchapter S accomplishes this by diminating the “double
taxation” that usualy befalls norma corporate income. See 26 U.S.C. 8§ 1363. With an
ordinary corporation, or “C corporation,” the corporate entity must pay income taxes on
itsincome. Then, when the corporation distributes after-tax income to its shareholders,
those shareholders mugt pay persona income tax on that source of income. In the case
of an S corporation, no income tax ligdlity accrues to the corporation. Instead, the
corporation’s income is “passed through” to the shareholders, and is attributed to the
shareholders persona income tax liaailityinpro rataamounts. 26 U.S.C. 8 1366. States
have the option of recognizing the federal S corporation designation by aigning their tax
codes with the IRC to dlow the transfer of income tax liahility of the corporation to the
personal tax liability of the shareholders. Mogt states have adopted the same treatment of
S corporations as the federal government. The state income taxes for which plantiff has



asked reimbursement from the government dl were imposed in states that have adopted
the S corporation tax trestment found in the IRC !

Hantiff has a sole shareholder, RomaMakani, and therefore the entire income tax
lidbility of plantiff is passed through to her personal income tax lighility. Plaintiff dlegesthat
it and Ms. Mdkani, however, entered into the Agreement, referenced above. In
accordance with the Agreement, Ms. Makani has indeed paid the state income taxes
incurred by plantiff on her own income tax returns, but pursuant to a regular course of
practi ce has been reimbursed by plantiff for the payment of thosetaxes. Defendant clams
that plaintiff hasnot satisfactorily proventhe existence of the Agreement, asit is mentioned
only inan afidavit and a deposition, and plaintiff has provided no written memoridization
of the Agreement. Defendant does not dispute, however, that Ms. Makani paid the taxes
at issue, and that plaintiff reimbursed her for such tax payment.

Paintiff and defendant entered into several cost-reimbursement and time-and-
materids contractsinthe 1980's and early 1990's. Thesetypesof contractsprovide acost
caling for the work performed on a contract and permit the government to pay up to that
caling amount for allowable incurred costs of the contractor for the contract work. 48
C.F.R. §16.301-1(2000). Thisarrangement ismadefor contractsfor which the contract
priceisnot readily ascertainable at the time of contracting. 1d. During performance of one
of these contracts the contractor incursdirect (e.g., materids, labor, equipment costs) and
indirect (e.g., taxes, rental space, insurance) costs. Both direct and indirect costs are
genedly dloweble for rembursement. 48 C.F.R. § 31.201-1(a) (2000). After
performance, a contractor requests reimbursement for indirect costs viaan “indirect rate
proposal,” whichrelates back to the agreed-upon rates for dlowable costsfor that certain
type of contract. This proposal requeststhat the various claimed costs be included in the
“rate pool.”? The government then determines what costs are alowable, determinesthe
proper contents of the rate pool, adjuststhe rate of reimbursement accordingly, and pays
the contractor for its alowable costs.

Haintiff submitted find indirect rate proposas for fiscal years (FY) 1985-91. It
clamed rembursable expenses for Sate income taxes paid in each of those proposas
within its “general and adminidrative expense rate pool.” Pantiff reied on information
fromoutside sourcesthat other S corporations had beenreimbursed for state income taxes

! These dtates are Maryland, Ohio, Indiana, Georgia, Virginia, Rhode
Idand, North Carolinaand South Carolina.

2 Clams for stateincome taxes are included within a contractor’ s proposed
“genera and adminigtrative expense rate pool.”
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inthismanner.® In each case, excepting FY 1990, the Defense Contract Audit Agency
(DCAA), whichprocessed the proposal's, denied plaintiff’ sclaims for state income taxes,
explaning that the taxes paid were unalowable* DCAA based itsdecison on thefact that
plaintiff was an S corporation, and therefore was not subject to state income tax:

[T]he contractor is a Sub-Chapter S Corporation. As such, with few
exceptions, the corporation is not taxed by the states onitsincome; rather
the income flows to the stockholders who pay tax on their personal
income tax returns. Thus, this is a persond tax expense to the
shareholders. The State income taxes of individuds are not dlocable to
the company, as described in [48 C.F.R. §] 31.201-4, Determining
dlocability, and therefore, are not part of the contract costs directly or
indirectly.>

Despite continuing correspondence between the parties, plantiff and defendant
reached an impasse concerning the reimbursement of the state income taxes. After the
DCAA disdlowances of tax codts, plaintiff twice requested afind decison from the CO
concerning itsindirect rate proposal's for reimbursement of taxes® On April 16, 1998, the
COissuedafind decisondenying plantiff’ sdamsfor FY 1985 and 1986, and demanded

3 Ms. Makani, in her capacity as plaintiff’s president, explained in aletter
to the CO that DCAA had previoudy alowed state income taxes paid by S corporation
shareholders as costs. Ms. Makani stated that DCAA had alowed as costs the state
income taxes of Executive Resource Associates, Inc., another S corporation.
Haintiff’ Counterclam Defendant Information Systems & Networks Corporation’s
Moation for Summary Judgment, Appendix, Exhibit 8, Letter of May 2, 1996 from Ms.
Malkani to the CO.

4 Flaintiff daimed only $404 in FY 1990 for rembursement of stateincome
taxes, and therefore DCAA consdered it an inggnificant amount and dlowed the dam.
DCAA disallowed the tax costs for FY 1985 and 1986 on November 1, 1994, and
disallowed the tax costs for FY 1987-89 and 1991 on May 23, 1995.

5

Defendant’s Cross-Motion for Summary Judgment and Opposition to
Haintiff's Motion for Summary Judgment, Appendix, Exhibit 3, DCAA Audit Report of
Nov. 1, 1994.

6 Plantiff requested reimbursement intheamount of $294,052 inthe second
request for find decision, and certified the cdlaim under 48 C.F.R. § 52.233-1 (2000), as
the claim amounted to more than $100,000.
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repayment of previous rembursement to plantiff that it deemed as undlowable costs.” On
Augug 18, 1998, plaintiff filed suit inthis court, asking the court to declare the taxes paid
by Ms. Mdkani, and subsequently reimbursed by plantiff, to be alowable under the
pertinent provisons of the FAR. Defendant counterclamed, asking for the return of its
previous improper rembursement of a portion of plaintiff’s incurred state income taxes.
The parties proceeded to file motions for summary judgment in this matter.

Discusson

Fantiff asks for declaratory judgment inthiscase. As a generd rule, this court
does not have jurisdiction over such daims, and does not have the authority to issue
declaratory judgments. See28 U.S.C. § 2201 (1994) (stating only a* court of the United
States’ can issue declaratory judgments); 28 U.S.C. § 451 (1994) (excluding the Court
of Federal Clams from the definition of “court of the United States’). In 1992, however,
this court’s jurisdiction was enlarged by amendment of the Tucker Act, the court’s
jurisdictiond foundation. The Tucker Act, 28 U.S.C. § 1491(a)(2) (1994), now states
that the court has jurisdiction to render judgment on nonmonetary claims brought in this
court under section 10(a)(1) of the Contract Disputes Act of 1978 (CDA), 41 U.SC. 8§
609(a)(1) (1994), based on denials of contractor daims to CO’ s under section 6 of the
CDA, 41U.S.C. 8605 (1994 & Supp. I11 1997). A complant for declaratory judgment
gppeding a denid of daims by a CO’s find decision fdls within the court’s jurisdiction
over “nonmonetary dams” Emery Worldwide Airlines, Inc. v. United States, 47
Fed. Cl. 461, 468 (2000); see Alliant Techsystems, Inc. v. United States, 178 F.3d
1260, 1268 (Fed. Cir. 1999).

In this case, plaintiff gpopeds afina decison by the CO under section 6(a) of the
CDA denying reimbursement for the taxes paid in FY 1985 and 1986, and appesdls a
deemed denid (due to the CO’ sfailureto issue afind decisonwithin 60 days) of itsdams
for taxes paid FY 1987-91 under section 6(b)(5) of the CDA. It has brought its clams
inthiscourt under section10(a)(1) of the CDA. Thiscourt hasjurisdiction, therefore, over
plantiff’s clamsfor declaratory judgment.

l. Summary Judgment

The parties have filed cross-motions for summary judgment. Summary judgment
is appropriate when there are no genuine issues of materid fact and the moving party is

! The CO directed plaintiff to pay $262,515, with $17,274 of the total
representing unallowable state income tax reimbursement for FY 1985 and 1986.
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entitled to judgment asamatter of law. RCFC 56(c); Anderson v. LibertyLobby, Inc.,
477 U.S. 242, 247 (1986), cited in Jay v. Secretary, DHHS, 998 F.2d 979, 982 (Fed.
Cir. 1993). A factismaterid if it might Sgnificantly affect the outcome of the suit under the
governing law. Anderson, 477 U.S. a 248. The fact that both parties have moved for
summary judgment does not relieve the court of its respongbility to determine the
appropriateness of summary disposition. PrinevilleSawmill Co.v. United States, 859
F.2d 905, 911 (Fed. Cir. 1988) (ating Mingus Constructors, Inc. v. United States,
812 F.2d 1387, 1390 (Fed. Cir. 1987)). A cross-motion isaparty’s dam that it done
isentitled to summary judgment. A Olympic Forwarder, I nc. v. United States, 33 Fed.
Cl. 514, 518 (1995). It does not follow that if one motion is rejected, the other is
necessaxily supported. 1d. Rather, the court must eva uate each party’ smotion onitsown
merit and resolve dl reasonable inferences againg the party whose motion is under
congderation. 1d. (dting Corman v. United States, 26 Cl. Ct. 1011, 1014 (1992)).

FAR Part 31, Contract Cost Principles and Procedures, Subpart 31.2, Contracts
With Commercia Organizations, establishes a set of principles and provisions for the
reimbursement of costsfor contractors performing the type of contract at issue inthis case.
The section named “Determining dlowability” states that costs generdly must meet two
criteriainorder to be andlowable expense: firg, the cost mugt be reasonable, and second,
it must be allocable. 48 C.F.R. § 31.201-2(a)(1),(2) (2000). The “Determining
reasonableness’ provisonstatesthat acost isreasonable whenit isincurred inaccord with
sound, generdly accepted business principles, and that a prudent person engaged in a
competitive business would expect to incur such cost ordinarily and necessarily when
completing contract work for the government. 48 C.F.R. § 31.201-3 (2000). In the
“Determining dlocahility” section, the FAR provides that the amount claimed must be
chargesble generdly to a cost objective of the contractua rdationship between the
contractor and the government in order to be alocable and therefore reimbursable. 48
C.F.R. 8 31.201-4(a), (b) (2000). Subsection (c) of the provision states, however, that
expenses which are not directly attributable to contract work, but nonetheless are
necessary for the overal operationof the contractor’ sbusiness, areallocable. § 31.201-
4(c). The government will make paymentsfor reambursement cogs only when acdlamant
shows that such costs are allowable. 48 C.F.R. § 52.216-7 (2000).

In addition, specificaly provided in the FAR provisions regarding reimbursement
is the section entitled “Taxes,” which provides the basis for the reimbursement of certain
tax expenditures of contractors peforming cost-reimbursement contracts for the
government. 48 C.F.R. § 31.205-41 (2000) (Taxes Provision). The section states that
certain federd, state and local taxes are dlowable if they “ are required to be and are paid
or accrued in accordance with generally accepted accounting principles” 8 31.205-
41(a)(1). State income taxes in genera are allowable costs under the section. See 8
31.205-41(a), (a)(2), (b). If the contractor isexempt from acertain tax liability, however,



and dill proceeds to pay such tax, that tax expenditure is not dlowable. § 31.205-
41(b)(3).

Maintiff argues fird that the Taxes Provisionintendsto compensate for taxes paid
bydl typesof “commercid organizations,” induding S corporations, because Subpart 31.2
gppliesto dl such organizations, and nathing in any of the reimbursement sections sates
that certain organizations would be treated differently from others. Second, plaintiff
maintainsthat it is required by state law to ensure the timely and appropriate payment of
taxes required of Ms. Makani due to plaintiff’ s busnessactivitiesand corporate income,
otherwise its corporate charter could be forfeited. Plaintiff avers that it executed the
Agreement with Ms. Makani under which plantiff paid Ms. Makani for her persona
income taxes incurred on plaintiff’ s corporate income Plaintiff therefore asserts that (1)
the tax itsdf had to be pad by Ms. Mdkani; (2) plantiff was required to pay for the
expense equa to the additiond tax burden of Ms. Makani; and (3) the expenditure
incurred pursuant to the Agreement is reasonable and alocable, because it was necessary
to mantainitscharter and thereforeits ability to continue performing work onitscontracts
with the government.

Defendant responds smply that the state law applicable to this case places the
ultimaterespong bilityto pay the pass-through income taxes on plaintiff’ scorporateincome
squardy on Ms. Mdkani; it concludes, therefore, that an S corporation has no
respongbility to pay state income taxes or ensure such payment. According to defendant,
because plantiff did not have to pay stateincometaxes, plantiff’ sdamsfor rembursement
are not dlowable under the Taxes Provision, nor is such payment reasonable or alocable
under the generd provisons regulating rembursement.

The court must firg determine if the Taxes Provison was meat to alow
rembursement of state income taxes paid as a rexult of plaintiff’s performance of
government contracts, even if plaintiff itsalf was not technically required to pay the taxes.
There is little in the way of guidance on this question. When the court undertakes
interpretation of a federa regulaion, it will rdy firs onitsplain language. PCA Health
Plans of Texasv. LaChance, 191 F.3d 1353, 1355 (Fed. Cir. 1999). Also, the court

8 Although defendant questions whether the Agreement actudly exists, the
fact that this Agreement was never executed would not change the court’sanalyss. The
operative fact is not whether plaintiff agreed to remburse M's. Mdkani for the payment of
the pass-through corporate income taxes, but is instead whether plaintiff actudly did
reimburse Ms. Mdkani for thosetax payments. It is not disputed that Ms. Makani paid
the state income taxes at issue in this case, nor that plaintiff rembursed Ms. Makani for
these payments.



will accord some deference to the construd of the regulation by an agency’s board of
appeal s, when such board possesses particular expertise in determining the meaning of the
regulation. Titan Corp. v. West, 129 F.3d 1479, 1481 (Fed. Cir. 1997).°

The language of the Taxes Provisonstates that whena contractor pays taxesfrom
which it is exempt, the contractor will not qudify for reimbursement for the tax payment:

(b) The following types of cogts are not dlowable:

3 Taxes from which exemptions are available to the contractor
directly . . .. Theterm exemption means freedom from taxation
in whole or in part and includes a tax abatement or reduction
resulting from mode of assessment, method of caculation, or
otherwise.

48 C.F.R. § 31.205-41(b), (b)(3). Although technically plaintiff is*exempt” frompaying
dtate income taxes due toits S corporation status, thisis not atax exemption in the norma
sense of theterm. Usualy when an entity or individud is exempt fromtaxation, the result
isthe compl ete absence of payment of that tax, either by the exempted party or any other
party. Thisabsenceof payment requirement isembodied intheterm “ abatement” included
in the exemption definition in the Taxes Provison. § 31.205-41(b)(3).2° In plaintiff’s

o Unfortunately, few board of appeal decisions have attempted to interpret
the Taxes Provison. Although none has dedlt specificdly with the issue of whether state
income taxes are dlowable for S corporations, the General Services Board of Contract
Appeals (GSBCA) hasheard damsfor suchrembursement. At no timein the resolution
of those dams has the GSBCA made any reference to a blanket prohibition on the
dlowability of state income taxesfor S corporations due to the pass-through nature of their
tax ligbility, and has instead treated S corporations in no specid manner on clams for
rembursement of such taxes. See, e.g., Singleton Contracting Corp., 90-3 BCA
(CCH) 123,125, GSBCA No. 9614 (June 1, 1990).

10 Abatement, asapplied to the payment of taxes, isthus defined:“ Diminution
or decrease in the amount of tax imposed. Abatement of taxes relieves property of its
share of the burdens of taxation after the assessment has been made and the tax levied.”
BLAck’s LAw DicTIONARY 4 (5th ed. 1979). In this case, the property involved,
plantiff’scorporate income, hasnot been relieved of itstax burden. Instead, the property
is taxed through Ms. Mdkani’s personal tax ligbility instead of plantiff’s corporate tax
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gtuation, however, the exemption is not an abatement of tax liability, but a transfer of
lidhlity. Plaintiff, as an S corporation, is not relieved of date tax liability, but is Smply
required to pass its ligdility on its corporate income to Ms. Makani. The Taxes
Provison's language does not require that any specific part of acorporation pay the state
income taxes: “Thefollowing typesof costsaredlowable . . . State. . . taxes. . . that are
requiredtobeand arepad. ...” §31.205-41(a), (a)(1). Becausethe stateincometaxes
were required to be pad and were paid, and because the tax liadility on the corporate
income was not subject to abatement or reduction, the state income taxes claimed by
plaintiff for reimbursement are dlowed under the Taxes Provision.™!

This interpretation of the Taxes Provison comports with the generd intent of the
FAR and the IRC. Nothing inthe FAR provisonsinvolved in this case points to an intent
that certain types of commercid organizations should be denied rembursement atogether
smply because of ther tax election or corporate structure. Nor does the purpose behind
Subchapter S of the IRC include any dedire that the structure of pass-through taxation
would cause a corporation to lose out on reimbursement due to its tax election. Neither
the FAR nor Subchapter S state that an S corporation is only adlowed one type of tax
reief, ether pass-through taxation or cost-reimbursement. Indeed, S corporations are
amd| businessesand thair corporate structureis meant to help, not hinder, the growth and

10(_...continued)
lighility.

Hu Indeed, the redtriction in the Taxes Provision, precluding alowance of
taxes when the contractor is exempt from such tax, § 31.205-41(b)(3), is most likely
primarily designed to preclude a contractor’ sdouble recovery of taxes. A contractor that
unnecessarily pays taxes to astate will undoubtedly be able to recover those paymentsin
refunds from the state. The reimbursement of such erroneous paymentsas contract costs
aswell would unjustly enrich a contractor, therefore, as the contractor could recover the
same amount from the government, as cogts, and fromthe state tax authority, as refunds.
The Taxes Provision merdly cuts off the chance for such double recovery. Subsection
(b)(3) of the Taxes Provison is complemented by subsection (d), which states that any
taxes later refunded to a contractor from the taxing entity will be returned to the
government when the government had previoudy reimbursed such taxes as adlowable
costs. Inthiscase, however, no refund isavailable fromthe state tax authority. The taxes
were not erroneoudy or mistakenly paid, but infact wererequired to be paid. No double
recovery is avalable here, and therefore the taxes are dlowable costs under the Taxes
Provison.



hedlth of these businesses. It isthe generd intent of the FAR to aid and encourage small
businesses as well.*2

In addition, to interpret the provision in this way does not frustrate the purpose of
rembursement. There is no question that the taxes have been paid, nor that the
reimbursement sought by plaintiff is meant precisdy to cover that payment. Also, the
government will completely discharge itsduty to reimburse when it pays the costs of these
taxes, even though the money will go directly to plaintiff, and not Ms. Malkani. This
rembursement is especidly judtified when, as in this case, an S corporation has first
reimbursed its shareholder for the payment of taxes. In addition, it seems that other S
corporations have been rembursed inexactly the same way as plantiff isasking here. Ms.
Makani paid the income taxes incurred by plaintiff. Plantiff recompensed Ms. Makani
for such payment. Pursuant to the Taxes Provision, therefore, defendant is obligated to
reimburse plaintiff for this transferred pass-through tax expenditure.®

Defendant neverthel ess relies upon the obvious genera proposition that because
only the shareholdersof an S corporationare required to pay taxes on corporate income,
and not the corporation itsef, the two tax ligbilities are completely separate. Defendant
therefore asserts that plantiff has no bads for requesting rembursement for the tax
expenditures of Ms. Mdkani. Inspection of the tax codes of the states involved in this
case, however, showsthat the relationship between an Scorporationand itsshareholders
is animportant and intermingled one for state tax purposes. The most useful examples of

12 As another policy issug, a finding by this court that the Taxes Provision
precludesdlowability of state income taxes paid by shareholdersof S corporations would
most likdy harmthe financid interests of the federal government inthe future. Government
contractors that elect S corporation status pay taxes on corporate income at alower rate
thannorma C corporations. If the TaxesProvison doesnot alow reimbursement for state
income taxes for S corporations, such corporations will mogt likely change their tax
election to C corporation status in order to benefit from the cost reimbursement available
from the Taxes Provison. This change in eection would cause these government
contractors to be taxed at the higher C corporation rates, and therefore the amount the
federa government will be required to reimburse will be higher as aresult.

13 The paties dso dispute whether the generd provisions concerning
reasonableness, 48 C.F.R. § 31.201-3, dlocability, 48 C.F.R. § 31.201-4, and
dlowability, 48 C.F.R. § 31.201-2, require defendant’s reimbursement of plantiff's
repayment to Ms. Makani for her payment of plaintiff’s incurred income taxes under the
Agreement. Because the more specific Taxes Provison dlows for such reimbursement,
however, the court need not enter into this discussoninorder to rule properly inthis case.
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this rlaionship exis in the provisons concerning nonresdent shareholders. E.g., VA.
CopE ANN. §58.1-332(C) (Michie 1997).

To begin, the states require an S corporation to file atax return for its corporate
income, despite the fact that the corporation will never pay taxes on such income. E.g.,
N.C. GeN. STAT.8105-131.7(a) (1999). Withitsreturn, an Scorporationin many states
must file agreements by its nonresdent shareholders that they will pay their share of the
income taxes incurred by the corporation. N.C. GeN. STAT 8105-131.7(c)(i); R.I. GeN.
LAaws 8 44-11-2(d)(3) (1995); Ga. CoDE ANN. 848-7-27(d)(2) (1995). Other states
require the corporation to furnishextensve informationon each shareholder. S.C. Cobe
ANN. § 12-8-590(B) (Law. Co-op. Supp. 1999). Shareholders must in some cases
subject themsalves explicitly to persond jurisdiction in the state in order for the S
corporation to enjoy pass-through taxation status. N.C. GEN. STAT 8§ 105-131.7(c)(ii);
S.C.CopEANN. §12-8-590(F)(3). Some tax codes providethat if an S corporationfals
to file such agreements, the S corporation must pay a pendty. Ga. Cobe ANN. 848-7-
129(a)(3) (1995 & Supp. 1999). In some circumstances, certain tax codesrequirean S
corporationto withhold state taxes onbehdf of nonresident shareholders, and arrange for
reimbursement from these shareholders at a later date. Mp. Cope ANN., Tax § 10-
102.1(b)(1), (2), (c) (1997); GA. CoDEANN. 848-7-129(a)(1); S.C. CopE ANN. § 12-
8-590(A); IND. CoDE§6-3-4-13 (1996); IND. ADMIN. CODETit. 45, r. 3.1-1-66 (1992);
IND. CoDE § 6-8.1-10-2.1(h) (1996) (pendities levied for failure to withhold). Others
actudly requirethe corporationto pay the corporate income taxes automatically, or if the
shareholder fals to pay. N.C. GeN. STAT § 105-131.7(c); R.I. GeN. LAws § 44-11-
2(d)(4)(1)-(ii); IND. ADMIN. CoDE tit. 45, r. 3.1-1-109 (1992). In generd, the state tax
codes explanthat any corporationwhichfalsto pay itsstate income taxes, no matter what
tax eection Satus it holds, will be subject to penadty and encumbrance on its ability to do
busnesswithinthe state. See, e.g., Mb. CoDEANN., Corps. & Assns 8 3-503(a)(1), (2)
(1997); OHio Rev. Cope ANN. § 5733.20 (Anderson 1999).%* The obligationsof an S
corporation and its shareholders to pay state income taxes are therefore closey
intertwined, and an S corporation is very much required to ensure the payment of itsstate
incometaxes. Therigid argument that the tax ligbilities of plaintiff and Ms. Mdkani are
completely separate does not suffice to prohibit rembursement. Defendant is therefore
obligated to remburse plaintiff for the necessary expenditure plaintiff makes and hasmade
to ensure the payment of its incurred state income taxes.

14 This discussionis not meant to gpply these statutory provisions directly to
plantiff’ sstuation; instead, it illustratesan overal unseparated gpproach to the tax liability
of Scorporations and their shareholdersin the satesinvolved in this case.
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Conclusion

For the above-stated reasons, the Taxes Provision, 48 C.F.R. § 31.205-41,
dlows an S corporation to recover costs associated with the payment of state income
taxesincurred onitscorporateincome. The date tax expendituresincurred by plaintiff on
its busness activities related to its cost-reimbursement contracts with defendant are
therefore rembursable under the FAR. Flaintiff’ smaotionfor summeary judgment isgranted.
Defendant’s cross-motion for summary judgment is denied. Pursuant to this holding,
defendant’s counterclaim for the return of its previoudy pad state income tax
reimbursement to plaintiff is dismissed.

The parties are directed to file ajoint stipulation as to the amount of taxes to be
relmbursed in accordance withthis ruling no later than December 28, 2000. The Clerk is
directed to enter judgment in the amount stipulated without further order of the court.
Haintiff sdamfor attorney feesand costsis denied without prejudice at thistime. Plantiff
may fileitsbrief requesting attorney feesand costs pursuant to the Equa Access to Justice
Act, 28U.S.C. § 2412 (1994 & Supp. IV 1998). No costs.

IT 1SSO ORDERED.

BOHDAN A. FUTEY
Judge
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