ACKNONLEDGED SI GNI FI CANT ADVI CE, MAY BE DI SSEM NATED

| nternal Revenue Service Acknow edged 9- 10- 97
menor andum SCA 1997- 002

date: My 21, 1997
to: District Counsel, South Texas District
from Assistant Chief Counsel (Field Service) CC DOMFS

subject: Significant Service Center Advice Concerning Wet her
to Issue a Notice of Deficiency for D sallowance of
Earned I ncome Credit

This responds to your request for Significant Service Center
Advi ce dated February 24, 1997, in connection with issues raised
by the Exam nation Branch of the Phil adel phia Service Center
concerning the earned incone credit. Your office posed six
hypot heti cal exanples. These exanpl es raise the issue of whether
the Internal Revenue Service (Service) should issue a statutory
noti ce of deficiency for the disallowance of the earned incone
credit and the effect, if any, caused by, freezing the refund
sought. The anal ysis contai ned herein does not take into account
the changes in law with respect to earned incone credit due to
the enactnent of the Personal Responsibility and Work Cpportunity
Act of 1996. Those changes effect returns, the due date of which
W thout regard to extensions, is nore than 30 days after
August 22, 1996, the date of enactnment of the Act.

Di scl osure St at enent

Unl ess specifically marked "Acknow edged Significant Advice,
May Be Di ssem nated" above, this nenorandumis not to be
circul ated or dissem nated except as provided in Paragraphs
[11.D.4. and IV.A 5. of Ofice of Chief Counsel Notice N(35)000-
143, Service Center Advice Procedure. This docunent nmay contain
confidential information subject to the attorney-client and
del i berative process privileges. Therefore, this docunent shal
not be di scl osed beyond the office or individual (s) who
originated the question discussed herein and are working the
matter with the requisite "need to know." In no event shall it
be disclosed to taxpayers or their representatives.

| ssue
Whet her the Service nmust issue a statutory notice of

deficiency prior to assessnent under the factual scenarios
descri bed bel ow?
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Concl usi on

The Service must issue a statutory notice of deficiency
prior to assessnment under all of the factual scenarios described
bel ow.

Di scussi on

The questions set out bel ow rai se the i ssues of whether the
Service nust issue a notice of deficiency and whet her the Service
must issue a notice of claimdisallowance. The first issue
i nvol ves an anal ysis of deficiency procedures while the latter
i ssue requires analysis of the refund litigation process.

1. Def i ci ency procedures.

Section 6212(a) provides that if the Secretary deterni nes
there is a deficiency wwth respect to various types of tax,
i ncluding incone tax inposed by subtitle A the Secretary is
aut hori zed to send notice of such deficiency to the taxpayer.
Section 6213(a) provides that, in general, a taxpayer may file a
petition for redeterm nation with the United States Tax Court
within 90 days of the mailing of the notice of deficiency. The
Service is prohibited from assessing the deficiency during this
90 day period. |If the taxpayer fails to file a petition with the
Tax Court during this period, then the Service may assess the
defi ci ency.

Section 6211(a) sets out the definition of deficiency by
using the following fornula: a deficiency equals the correct tax
i mposed m nus the total of the tax on the taxpayer’s return m nus
prior assessnents plus rebates. Section 6211(b)(1) provides that
the tax inposed by subtitle A shall be determ ned for the
pur poses of section 6211(a) without regard to the credit under
section 31 (tax withheld on wages). Thus, the w thhol ding
anounts set out in the exanples above will not affect the
deficiency formul a.

Section 32 provides for a credit against earned incone to
certain eligible individuals and is comonly referred to as the
"earned incone credit."

Section 6211(b)(4) provides:

(4) For purposes of subsection (a)-

(A) Any excess of the sumof the credits all owable
under sections 32 and 34 over the tax inposed by
subtitle A (determ ned without regard to

such credits), and
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(B) any excess of the sum of such credits as shown by

t he taxpayer on his return over the anobunt shown as the
tax by the taxpayer on such return (determ ned w thout

regard to such credits),

shall be taken into account as negative anounts of tax.

Thi s | anguage was added to the Code by section 1015(r)(2) of
t he Technical and M scel | aneous Revenue Act of 1988 (TAMRA). The
| egi sl ative history explained that under the law in effect prior
to the Act "deficiency procedures allow ng taxpayers to litigate
issues in the Tax Court relating to the earned incone credit
(sec. 32) . . . may not apply." H R Rep. No. 100-795, 100th
Cong., 2d Sess. 366, and S. Rep. No. 100-445, 100th Cong., 2d
Sess. 387. TAMRA added new section 6211(b)(4) which "provides
that the Tax Court deficiency procedures apply to credits
al | owabl e under section 32 . . . notw thstanding that the
credits reduce the net tax to less than zero.” H R Rep. No.
100- 795, 100th Cong., 2d Sess. 366, and S. Rep. No. 100-445,
100t h Cong., 2d Sess. 387.

The | anguage "negative anounts of tax" neans that
the credit anobunt mnust be considered even if it is a negative
nunber. \When part or all of a clainmed credit described in
section 6211(b)(4) is disallowed, the calculation will result in
a deficiency. Therefore, the Tax Court would have jurisdiction
where the calculation would result in a deficiency. The
determ nation of the deficiency can be sumari zed by the
follow ng formul a:

a) Tax shown | ess section 6211(b)(4) credit shown = tax on
return;

b) Correct tax |l ess correct section 6211(b)(4) credit = tax
i mposed,;

c) Tax inposed less tax on return = deficiency.
2. Refund litigation.

28 U.S.C. § 1346(a) provides the district courts and the United
States Court of Federal Claims with jurisdiction over
refund claims. Section 7422 requires administrative exhaustion
before a taxpayer may bring a refund action. United States v.
Williams , 115 S.Ct. 1611 (1995). Section 7422(a) provides that
[n]o suit or proceeding shall be maintained in any court for
recovery of any internal revenue tax alleged to have been
collected . . . until a claim for refund or credit has been duly
filed ... ." Section 7422(a) prevents the district courts and
the United States Court of Federal Claims from hearing a refund
suit prior to the taxpayer presenting the claim for refund to the
Service. Zernial v. United States , 714 F.2d 431, 435 (5th Cir.
1983).
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I n general, taxpayers have three years fromthe tinme the
return was filed or two years fromthe tine the tax was paid,
whi chever is later, to file a claimfor refund pursuant to
section 6511(a). Thus, for purposes of section 6511(a), a claim
for refund is tinmely unless it is filed nore than 3 years from
the time the return was filed regardl ess of when the return is
filed. Rev. Rul. 76-511, 1976-2 C B. 42B; Notice N(35)000-111.
Pursuant to Treas. Reg. 8 301.6402-3(a), an administrative claim
for refund must be made on the appropriate tax return, amended
return, or Form 843. Therefore a claim for refund made on an
original return would be filed within three years of the time
that the return is filed. Accordingly, the claims for refund in
all of your examples were made on original returns and thus, are
timely filed for purposes of section 6511(a). Full payment of
tax has to be made before the taxpayer may sue for refund in the
district court or in the United States Court of Federal Claims.

Flora v. United States , 362 U.S. 145 (1960).

Section 6532(a)(1) provides the general rule that no refund
suit under section 7422(a) shall be commenced before 6 months
after the refund claim was filed unless the Service denies the
claim within that time or after the expiration of 2 years from
the date of mailing by certified or registered mail to the
taxpayer of the notice of disallowance. There is no statutory
provision in the Code mandating the Service to mail a notice of
disallowance. Thus, the Service is not statutorily required to
issue a notice of disallowance. Failure by the Service to do so,
however, prevents the commencement of the running of the 2 year
statute of limitations period for filing a tax refund suit.

3. Factual Scenarios.
You have posited the following six factual scenarios. We

are assuming for the purposes of our response that all the
returns were signed and filed by the taxpayer in question.

Example 1 :

The taxpayer files a Form 1040, U.S. Individual Income Tax
Return, setting out the following information:

Tax $500
Withholding $700
Refund $200

In processing the return, the Service determines that the
taxpayer has claimed an unallowable deduction and that the tax
should be $700. The Service freezes the taxpayer's $200 refund.



Questions:

1. Does the Service have to issue a notice of deficiency to
i ncrease the tax assessnent from $500 to $700 and keep the frozen
ref und?

2. Can the Service assess the increase in tax without a notice of
deficiency and keep the refund?

3. Does the Service need to issue a notice of claimdisall owance
if the frozen refund is not released to the taxpayer?

Answers:

We determ ne the deficiency by reference to the follow ng
fornmul a:

a) Tax shown ($500) |ess section 6211(b)(4) credit shown
($0) = tax on return ($500);

b) Correct tax ($700) |ess correct section 6211(b)(4)
credit ($0) = tax inposed ($700);

c) Tax inposed ($700) less tax on return ($500) =
deficiency ($200).

In this instance, there is a deficiency of $200. Thus, the
Service cannot assess an increase in tax without first issuing a
statutory notice of deficiency. By freezing the refund, the
taxpayer will be considered at full pay status for refund
litigation purposes. The Service, however, is not statutorily
required to i ssue a notice of disallowance.

Exanple 2:

The taxpayer files a Form 1040, U.S. Individual Income Tax
Return, setting out the follow ng information:

Tax —0O—
Earned I ncone Credit $1, 000
Ref und $1, 000

In processing the return, the Service determ nes that the
taxpayer is not entitled to the earned incone credit. The
Service freezes the taxpayer’s $1, 000 refund.



Questi ons:

1. Does the Service have to issue a notice of deficiency to keep
the frozen refund?

2. Can the Service keep the frozen refund and reverse the earned
i ncome credit allowed on the taxpayer’s account?

3. Does the Service need to issue a notice of claimdisall owance
if the frozen refund is not released to the taxpayer?

Answers:

We determ ne the deficiency by reference to the follow ng
fornmul a:

a) Tax shown ($0) |ess section 6211(b)(4) credit shown
($1000) = tax on return (-$1000);

b) Correct tax ($0) less correct section 6211(b)(4) credit
($0) = tax inposed ($0);

c) Tax inposed ($0) less tax on return (-%$1000) =
deficiency ($1000).

In this instance, there is a deficiency of $1000 ($0 - (-
$1000) = +$1000). Thus, the Service cannot reverse the earned
incone credit clainmed without first issuing a statutory notice of
deficiency. By freezing the refund, the taxpayer wll be
considered at full pay status for refund litigation purposes.

The Service, however, is not statutorily required to issue a
notice of disallowance.

Exanpl e 3:

The taxpayer files a Form 1040, U.S. Individual Incone Tax
Return, setting out the follow ng informtion:

Tax $500

Earned I ncone Credit $1, 000
W t hhol di ng $1, 500
Ref und $2, 000

I n processing the return, the Service determ nes that the
tax should be $600 and the earned incone credit should be $900.
The Service freezes $200 of the taxpayer’s refund.



Questi ons:

1. Does the Service have to issue a notice of deficiency to
i ncrease the taxpayer’s tax by $100 and to decrease the earned
income credit by $100?

2. Can the Service, because of the frozen refund, assess
addi tional tax and reduce the earned incone credit w thout
I ssuing the notice of deficiency?

3. Does the Service need to issue a notice of claimdisallowance
if the frozen refund is not released to the taxpayer but is used
to pay any additional assessnent?

Answers:

We determ ne the deficiency by reference to the foll ow ng
fornmul a:

a) Tax shown ($500) |ess section 6211(b)(4) credit shown
($1000) = tax on return (-$500);

b) Correct tax ($600) |ess correct section 6211(b)(4)
credit ($900) = tax inposed (-%$300);

c) Tax inposed (-$300) less tax on return (-$500) =
defici ency ($200).

In this instance, there is a deficiency of $200 (-%$300 - (-
$500) = +$200). Thus, the Service cannot assess the increase in
tax of $100 nor reverse $100 of the earned inconme credit clainmed
wi thout first issuing a statutory notice of deficiency. By
freezing the refund, the taxpayer wll be considered at full pay
status for refund litigation purposes. The Service, however, is
not statutorily required to issue a notice of disallowance.

Exanpl e 4:

Sanme facts as Exanple 1, except in this exanple the refund
is nmade to the taxpayer.

Questi on:

1. Does the Service have to issue a notice of deficiency to
assess the increase in the tax liability and collect the
under paynent of tax?

Answer :
The answer is the sane as in exanple 1, above. Again, there

is a deficiency of $200. The Service cannot assess an increase in
tax without first issuing a statutory notice of deficiency.



Exanpl e 5:

Sanme facts as Exanple 2, except in this exanple the refund
is nmade to the taxpayer.

Questi on:

1. Does the Service have to issue a notice of deficiency to
decrease the earned incone credit clainmed on the return and
collect the refund previously nade?

Answer :

The answer is the sane as in exanple 2, above. Again, there
is a deficiency of $1000. The Service cannot reverse the earned
incone credit clainmed without first issuing a statutory notice of
defi ci ency.

Exanpl e 6:

Sanme facts as Exanple 3, except in this exanple the refund
is nmade to the taxpayer.

Questi on:

1. Does the Service have to issue a notice of deficiency to
increase the tax liability and decrease the earned incone credit
shown on the return?

Answer :

The answer is the same as in exanple 3, above. Again, there
s a deficiency of $200. The Service cannot assess the increase
n tax or reverse $100 of the earned incone credit clained
W thout first issuing a statutory notice of deficiency.

Sumary

Usi ng the deficiency fornmula set out above, exanples 1
through 6 would all require the issuance of a statutory notice of
deficiency. The Service cannot assess an increase in tax or
decrease in earned incone credit without first issuing a
statutory notice of deficiency. The freezing of the taxpayer’s
refund has no inpact on the determ nati on of whether a notice of
deficiency needs to be issued.

In exanples 1 through 3, the taxpayer will be considered at
full pay status for refund litigation. The Service is not
statutorily required to issue a notice of disallowance in any
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case. Failure by the Service to do so, however, prevents the
commencenent of the running of the 2 year statute of limtations
period for filing a tax refund suit.

DEBCRAH A. BUTLER



