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Signi ficant Service Center Advice Concerning Processing
Questionabl e Refund Cases -- False W2's and/or Overstated
Dependents and Earned I ncone Credit.

This responds to your request for Significant Service Center
Advi ce dated April 8, 1997, with respect to processing 1993 tax
year cases in the Questionable Refund Program This request for
advice arose as result of a visit by you to the Austin Service
Center. During this visit, you were queried about whether a
taxpayer’s refund can be frozen and his/her tax account adjusted
W t hout any notice being sent to the taxpayer under the foll ow ng
scenari os: (1) where the taxpayer clains an earned incone credit
(EIC to which he/she is not entitled; (2) where a fraudul ent
W2, Wage and Tax Statenent, is filed claimng fal se w thhol di ng
credits to generate a refund; and (3) where there is both a
fraudulent W2 and invalid EIC claim Tangentially, you were
questi oned concerni ng when the Internal Revenue Service (Service)
can treat a return as a nullity under these scenari os.

W initially provided oral advice to you solely for the 1993
tax year. Although you specifically requested advice concerning
the 1993 tax year, the analysis set forth bel ow would al so apply
to other tax years, except it does not take into account the
changes in law with respect to the EIC due to the enactnent of
the Personal Responsibility and Wrk Qpportunity Act of 1996.
Those changes affect returns, the due date of which w thout
regard to extensions, is nore than 30 days after August 22, 1996,
t he date of enactnent 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 nay 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
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matter with the requisite "need to know." In no event shall it
be disclosed to taxpayers or their representatives.

| ssues
1. Wien may the Service reverse tax assessnents,
wi t hhol ding credits or the EIC clainmed on a signed inconme tax
return?

2. Wether the Service nust issue a statutory notice of
defi ci ency when di sall owi ng EI C?

3. \Wether the Service nmay assess an under paynent created
by the disall owance of paynents (w thholding credits) shown on
the Form W 2?

4. VWhat should the Service do when there is both an invalid
El C claimand a fraudul ent Form W2?

Concl usi ons

1. If there is information from which the Service
determ nes that the taxpayer did not sign the incone tax return,
then the Service may reverse any tax assessnents, w thhol ding
credits or EIC clained. However, if there is a signed return and
the Service deternmines that it was the taxpayer who signed the
return, the Service must respect that return. Even if the
t axpayer signs the return, the return will not be valid when
there is insufficient data to conpute the tax. |If the taxpayer
files a return claimng false withholding credits or claimng an
EIC to which the taxpayer is not entitled, but there is
sufficient data to conpute the tax, then the Service nust respect
the return. This would be so even if the w thhol ding information
were based on a false Form W 2.

2. \When part or all of the EIC is disallowed, the
calculation will result in a deficiency. Therefore, the Service
has to send a statutory notice of deficiency when disallow ng the
credit. However, if a determnation is nade under Policy
Statenent 4-84 that civil enforcenment may inperil the crimnal
I nvestigation and prosecution of a case, then a decision nay be
made to delay the issuance of a statutory notice of deficiency.

3. If the Service disallowed paynents (w thholding credits)
shown on the Form W2, the taxpayer may be assessed under section
6201(a)(3) and the notice of assessnment under section 6303(a)
shoul d be sent to the taxpayer within 60 days of assessnent.

4. \VWere there is both an invalid EIC claimand a
fraudul ent Form W2, the Service should send the notice of
deficiency for the disallowed EIC and assess the disallowed
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wi t hhol ding credits under section 6201(a)(3). The Service would
be required to send the notice of assessnent under section
6303(a) for the disallowed withholding credits to the taxpayer
within 60 days of assessnent.

Di scussi on

You seek our advice concerning whether a taxpayer’s refund
can be frozen and his/her tax account adjusted w thout notice
under the follow ng scenarios: (1) where the taxpayer clains an
EIC to which he/she is not entitled; (2) where a fraudul ent W2
is filed claimng false withholding credits to generate a refund;
and (3) where there is both a fraudulent W2 and invalid EIC
claim You al so seek advice concerning when a return nay be
treated as a nullity under these scenari os.

W will first address the nullity issue. W wll then
address these scenari os under the factual assunption that the
taxpayer actually filed and signed the tax return in question.
Wien we initially provided oral advice to you for the 1993 tax
year, we advised that statutory notices of deficiency needed to
be sent by April 15, 1997. |In the case of summary assessnents,
assessnents needed to be made by April 15, 1997, and notices of
assessnment needed to be sent within sixty days thereafter.

Since this date has now passed, the analysis set forth bel ow
woul d al so apply to other tax years, except it does not take into
account the changes in law with respect to the EIC due to the
enact ment of the Personal Responsibility and Work Cpportunity Act
of 1996. The Service may now summarily assess additional tax due
as a mathematical or clerical error for a taxpayer who clains EIC
if that taxpayer fails to provide a correct taxpayer
i dentification nunber or fails to pay the proper anmount of self-
enpl oyment tax on net earnings. The Service nust provide an
expl anati on of the adjustnent and the taxpayer has 60 days to
request abatement. Should the taxpayer request abatenent, the
Service nust abate the assessnent and any reassessnent is subject
to deficiency procedures. Those changes affect returns, the due
date of which without regard to extensions, is nore than 30 days
after August 22, 1996, the date of enactment of the Act. |If you
wi sh for us to opine on these changes, please request in witing
that we do so.

Treating Returns as a Nullity.

The Service may treat a purported return as a nullity when
the return is not signed by the taxpayer or soneone authorized to
sign on the taxpayer’s behalf. It is our understanding that
there are various crimnal schenes wherein returns are filed
usi ng a taxpayer’'s nane and social security nunmber to generate
fraudul ent refunds. For exanple, a person appropriates a
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taxpayer’s nanme and social security nunber and then fraudulently
files a federal income tax return claimng substanti al

wi t hhol ding credits or the EIC to generate a refund which that
person intends to abscond. You asked how the Service should
treat such returns.

In order to have a valid return, the taxpayer nust execute
that return under penalties of perjury. Beard v. Conm ssioner,
82 T.C. 766, 777 (1984), aff’'d 793 F.2d 139 (6th Cir. 1986).
Section 6064 provides that "[t]he fact that an individual’s nane
is signed to a return, statenment, or other docunent shall be
prima facie evidence for all purposes that the return, statenent,
or ot her docunment was actually signed by him" Section 6064
creates the rebuttable presunption where it is presuned that the
taxpayer signed the return if that taxpayer’s nane is signed to
the return. United States v. Cashio, 420 F.2d 1132, 1135 (5th
Cir. 1970). There is little doubt that a person may rationally
be presuned to have signed his/her nane when the nane of that
person has been signed to the return. United States v. Kim 884
F.2d 189, 195 (5th Cr. 1989). This presunption gives way if
there is proof that the taxpayer did not sign the return. 1d. at
195 n. 4. For instance, an irregularity on the return which
I ndi cates that the taxpayer did not sign the return can rebut the
presunption. United States v. Borchardt, 470 F.2d 257, 261 (7th
Cr. 1972).

If the Service determ nes that the taxpayer did not sign the
return, then the Service can reverse any tax assessnents,
wi t hhol ding credits or EIC clained. The Service presently treats
such a return as a nullity and deletes the return from master
file records. However, the Service should be cautious with
respect to the returns it treats as a nullity. |If there is a
signed return and the Service has insufficient reason to concl ude
that it was not the taxpayer who signed the return, then the
Service nust respect that return.

Even if the taxpayer signs the return, there are
ci rcunstances where the return will not be valid. For instance,
areturnis not avalid return when there is insufficient data to
compute the tax. Joseph v. Conm ssioner, T.C Meno. 1996-77. In
United States v. Long, 618 F.2d 74 (9th G r. 1980), the defendant
subm tted what he alleged were copies of his previously filed tax
returns. The defendant inserted zeros in the spaces reserved for
entering exenptions, incone, tax and tax withheld. 1d. at 75.
The court of appeals in reversing defendant’s conviction for
willfully failing to file incone tax returns, found that the
zeros entered on the tax fornms constituted information rel ating
to the defendant’s income fromwhich the tax can be conput ed.
The Service could cal culate the assessnents fromthe strings of
zeros just as if the defendant had entered other nunbers on the
return. The resulting assessnents mght not reflect the
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defendant’s actual tax liability, but sone conputation was
possi ble. |d.

In United States v. Kinball, 925 F.2d 356 (9th GCir. 1991),
t he defendant appeal ed his conviction for willfully failing to
file incone tax returns. The defendant wote only asterisks in
the space provided on the incone tax forns and signed his nane.
The Ninth G rcuit, en banc, found that defendant’s 1040 forns
contai ned no financial information whatsoever. Id. at 357. The
court reasoned that nothing could be calculated fromthe
asteri sks whereas an anount could be calculated fromthe zeros
set out on the tax fornms in the Long case. |d. at 358. Both
Long and Kinball unequivocally stated that a return containing

false or msleading information is still a return. United States
v. Long, 618 F.2d at 76; United States v. Kinball, 925 F. 2d at
358. Although false figures convey false information, they do
convey information. United States v. Long, 618 F.2d at 76.

Section 7206(1) further buttresses the argunent that a

return containing false or msleading information is still a
return. That section provides that it is a crime to wllfully
make a fal se statenment on a return. |If false information

contained on a return actually nullifies the return, then this
section woul d be rendered neani ngl ess.

In summary, if the taxpayer files a signed return claimng
fal se withholding credits or claimng an EIC to which the
taxpayer is not entitled, but there is sufficient data to conpute
the tax, then the Service nust respect that return. This result
woul d be so even if the wi thholding informati on was based on a
false Form W2, Wage and Tax Statenment. A FormW2 is a separate
and distinct information return froma Form 1040.

We now turn to the issue you raised concerning what the
Service should do when returns are determi ned not to be
nullities. Al the scenarios described bel ow are answered under
the assunption that the taxpayer actually filed and signed the
tax return in question, and included sufficient information to
conpute the tax.

The Taxpayer O ains an Earned Inconme Credit to Wiich He/ She is
Not Entitl ed.

You have asked whether the Service nust issue a statutory
noti ce of deficiency when disallowng EIC. Section 6212(a)
provides that if the Secretary determ nes there is a deficiency
W th respect to various types of tax, including inconme tax
i mposed by subtitle A the Secretary is authorized to send notice
of such deficiency to the taxpayer. Section 6213(a) provides
that, in general, a taxpayer nmay file a petition for
redeterm nation with the United States Tax Court within 90 days
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of the mailing of the notice of deficiency. The Service is

prohi bited from assessing the deficiency during this 90 day
period. |If the taxpayer fails to file a petition with the Tax
Court during this period, the Service nmay assess the deficiency.
Section 6211(a) sets out the definition of deficiency by using
the followng fornula: a deficiency equals the correct tax

i nposed mnus the total of the tax on the taxpayer’s return m nus
prior assessnments plus rebates.

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 allowable
under sections 32 and 34 over the tax inposed by
subtitle A (determ ned without regard to

such credits), and

(B) any excess of the sum of such credits as shown by
t he taxpayer on his return over the anount 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 |l 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 . . . notwthstanding 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 anpbunt nust 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 Service would have to send a
statutory notice of deficiency when disallowing the credit. 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;
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b) Correct tax |less correct section 6211(b)(4) credit = tax
i mposed,;

c) Tax inposed less tax on return = deficiency.

Policy Statenment 4-84 provides that when civil enforcement
actions may inperil subsequent prosecution, then the consequences
of the civil enforcenment action upon the crimnal investigation
and prosecution case should be carefully weighed. Then only such
actions will be taken as the Division Chiefs of the responsible
field functions agree should be taken or, if agreenent cannot be
reached, such actions as the District Director determ nes shal
be taken. Therefore, if a determnation is nmade under Policy
Statenent 4-84 that civil enforcenment may inperil subsequent
prosecution, then a decision my be nade to delay the issuance of
a statutory notice of deficiency. |If such a deternination
results in the issuance of the notice beyond the three year
peri od provided for assessnent in section 6501(a), it may be that
the Service can rely on section 6501(c)(1) to ultimately assess
the tax. Section 6501(c)(1) provides that where the taxpayer
files a false or fraudulent return with intent to evade tax, then
the Service may assess the taxpayer at any tine. However, the
burden to establish fraud falls on the Service.

It should be noted that when the Service freezes the refund,
it may permt the taxpayer to satisfy the jurisdictional ful
paynment rule set out in Flora v. United States, 362 U S. 145
(1960). Thus, the taxpayer nay be able to sue for refund in the
district court or in the United States Court of Federal Cains if
hi s/ her return is not acted upon for six nonths after the filing
of the return that also serves as a claimfor refund.

In sunmary, when part or all of the EIC is disallowed, the
calculation will result in a deficiency. Therefore, the Service
has to send a statutory notice of deficiency when disallow ng the
credit. However, if a determnation is nade under Policy
Statenment 4-84 that civil enforcenment may inperil the crimnal
i nvestigation and prosecution of a case, then a decision nay be
made to delay the issuance of a statutory notice of deficiency.

A Fraudulent W2 is Filed Cdaimng False Wthholding Credits to
Cenerate a Refund.

You have asked whether the Service may assess an
under paynent created by the disall owance of paynents (w thhol ding
credits) shown on the FormW2. It should be noted that tax
w t hhel d on wages does not affect the deficiency fornula.
Section 6211(b)(1) provides that the tax inposed by subtitle A
shall be determ ned for the purposes of section 6211(a) w thout
regard to the credit under section 31 (tax withheld on wages).
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The Service derives its ability to assess additional tax due
to invalid withholding credits fromsection 6201(a)(3). Section
6201(a) (3) provides that:

[I]f on any return or claimfor refund of incone taxes
under subtitle A there is an overstatenent of the
credit for incone tax withheld at the source, or of the
anount paid as estimted inconme tax, the anount so
overstated which is all owed against the tax shown on
the return or which is allowed as a credit or refund
may be assessed by the Secretary in the sane manner as
in the case of a mathematical or clerical error
appeari ng upon the return, except that the provisions
of section 6213(b)(2) (relating to abatenent of

mat hemati cal or clerical error assessnent) shall not
apply with regard to any assessnent under this

par agr aph.

Section 6303(a) nandates that the Service shall, within 60
days after the making of the assessnent, give notice of the
assessnent to the taxpayer. Thus, for an underpaynent created by
t he di sal | owance of payments shown on the Form W2 (w thhol di ng
credits), the taxpayer may be assessed under section 6201(a)(3)
wi t hout issuing a notice of deficiency. A notice of assessnent
under section 6303(a) should be sent to the taxpayer within 60
days of assessnent.

In summary, if the Service disallowed paynments (wi thhol ding
credits) shown on the Form W2, the taxpayer nay be assessed
under section 6201(a)(3) and the notice of assessnent under
section 6303(a) should be sent to the taxpayer within 60 days of
assessnent .

There is Both a Fraudulent W2 and Invalid EIC daim

In the situation where there is both an invalid EIC claim
and a fraudulent W2, the Service should send the notice of
deficiency for the disallowed earned i ncone credit and assess the
under paynent created by the disall owed w thholding credits under
section 6201(a)(3). The Service would be required to send the
noti ce of assessnent under section 6303(a) for the disall owed
wi t hhol ding credits to the taxpayer within 60 days of assessnent.

DEBORAH A. BUTLER



