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to. Rocky Mountain Associate District Counsel CC WR RMD: SLC

from: Seni or Technician Reviewer, Branch 2 (General Litigation)
CC-ElL-Gl-Rr?2

subject: Si gni ficant Service Center Advice - Erroneous Direct Deposits

This responds to your request for Significant Advice dated
Septenber 12, 1997, and received in this office on Septenber
19, 1997, in connection with a question posed by the Ogden
Service Center.

Di scl osur e St at ement

Unl ess specifically marked "Acknow edged Significant
Advi ce, May Be Di ssem nated" above, this nmenorandumis not to
be circul ated or dissem nated except as provided in Paragraphs
[11.D.4 and 1V. A5 of Notice N(35)000-143. This docunment may
contain confidential information subject to the attorney-client
and deliberative process privileges. Therefore, this docunent
shall not be disclosed 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

When a refund direct deposit is made to the wong bank
account through no error on the part of the taxpayer, what
means are available to the Service to recover the incorrectly
deposited suns and to insure that the taxpayer receives the
refund to which he/she is entitled?

Concl usi on

(1) Where the bank inmproperly deposits suns into the
account of a third party through no fault of the Service, the
Service is not obligated to pay the bank. The bank nust
recover fromthe owners of the account to which the sunms were
erroneously deposited. See generally U.C.C. 8 4A-303(c).




(2) MWhere the Service erred in providing the correct
i nformation to the bank, a refund check nmust still be issued to
t he proper taxpayer. The Service nmust pursue collection from
the third party that benefitted fromthe Service's error.

Fact s

The Ogden Service Center has discovered that in sone
i nstances where taxpayers have requested the direct deposit of
refund amobunts into their bank accounts, the refund anount was
not deposited into the taxpayer’s account, but was erroneously
deposited into the account of some third party. The Service
Center has attenpted to correct deposit errors by contacting
t he bank and requesting sufficient information to have the
erroneously deposited sunms noved to the correct account. Banks
have refused to provide the Service Center with the nanme and
account nunber of the third party who actually received the
funds. We assune that this problem occurs because paynent
information is transferred electronically. The Service or the
Treasury issues an electronic order to a bank designated by the
t axpayer to pay a taxpayer identified only by numbered account.

Where the taxpayer is the cause of the erroneous deposit,
the taxpayer is advised that he/she nust contact the bank to
wor k out the problem  However, where the error is made by the
bank or the Service, there are apparently no procedures in
pl ace to insure the taxpayer receives his/her refund or that
t he Service recoups the inproperly deposited funds.

To get the erroneously deposited funds into the hands of
the correct taxpayer, District Counsel has suggested that the
Service either get the bank to nove the funds to the account of
the correct taxpayer or that the Service recover the funds by
initiating an erroneous refund suit against the party in
recei pt of the funds. The Service would |like to devel op
procedures to resolve these problenms w thout violating the
disclosure provisions of I.R.C. 8§ 6103. The issues and the
applicable law are aptly outlined in the September 12, 1997,
memorandum of District Counsel.

Discussion

(1) Where the Service properly directs a taxpayer's
refund to the bank and the account designated by the taxpayer
and the taxpayer does not receive the refund because of an
error committed by the bank, the Service has no obligation to
pay the bank, i.e. , the bank is not entitled to payment from
the Service/Treasury and the Service is freed from the
obligations undertaken in issuing the payment order to the
bank. The Service's payment transaction to the bank can be



reversed and the bank will have to recover the amount it
erroneously issued from the third party benefiting from the

error. See U.C.C. 8 4A-303(c); generally General Electric
Capital Corp. v. Central Bank , 49 F.3d 280, 282 (7th Cir.
1995).

If the payment order to the bank is reversed, the
Service/Treasury has not actually issued a refund to the
appropriate taxpayer and the Treasury has expended no public
funds, allowing for the issuance of a refund to the appropriate
taxpayer. However, reversal of the Service's payment order may
not actually be necessary once the taxpayer's financial
institution is apprised of the error, since a bank receiving
the right payment information is obligated to credit the amount
of payment to the designated account of the appropriate
recipient. See generally 31 C.F.R. § 210.7(d) and (e). Once
the credit is made to the account of the taxpayer, the
Government has no further obligation for the amount of the
payment. See generally , 31 U.S.C. 8§ 3332(h) and 31 C.F.R. §
210.10.1 _/

(2) Where an error is made by the Service in transmitting
the appropriate information to the bank with respect to the
taxpayer's direct deposit refund request, the matter is a
little more complicated and the law far from clear. If the
bank is promptly notified of the error, (usually within 5 days
of the transaction pursuant to the automated clearinghouse
rules), the bank may transfer the payment amount to the
appropriate account or credit the Service's account for the
payment amount. See generally U.C.C. 8 4A-207; General
Electric Capital Corp. v. Central Bank , 49 F.3d at 282 (7th
Cir. 1995). Such a transfer would not require that the Service
be provided any information regarding the bank's customer.
However, where the bank is unable to recover the deposited
amounts or notification of the error is not timely, (and it
will probably be the extremely rare case where the Service
discovers its error within 5 days

1/ Section 3332 of Title 31 of the United States Code only
applies to paynents that are required to be nmade by direct
deposit. Tax refunds are not required to be nmade by direct
deposit. Accordingly, tax paynents are specifically excluded by
section 3332(j)(3). However, where tax refunds are nade pursuant
to direct deposit requests by the taxpayer, we see no reason why
the provisions of this section would not be applicable. See 31
C.F.R. §210.2.



of the issuance of the payment instruction for the refund), the
bank has no further obligation to assist in the recovery of the
wrongful |y deposited funds. 2/

The risk of loss with respect to the error made by the
Service with regard to a direct deposit paynent instruction for
t he taxpayer’s refund is on the Service. Thus, the
responsibility rests with the Service to ensure that the
t axpayer receives the refund he/she is entitled to and that
every effort is made to recover the anpunts that were
erroneously issued. Although it is clear that the Service has
an inherent right to recover the msdirected funds, see City of
New Orleans v. United States, 371 F.2d 21 (5th Cir. 1967),
whet her our recovery is based on a general right of restitution
or a statutory one, the issue is conplicated by the fact the
reci pient of the msdirected anounts in these cases i s unknown
to the Service. 3/

The normally recogni zed mechanism for the Service’'s
recovery of an erroneous disbursement not involving the
reconputation of a tax liability (nonrebate) is the filing of
an erroneous refund suit pursuant to the authority provided by
I.R.C. 8§ 7405, within the time limitations specified by section
6532(b). 4 _/ Section 6532(b) requires that the Service initiate
suit within two years of making an erroneous payment. As it is
unlikely that fraud can be established on the part of the
recipient of the refund in these cases, the five year
limitation period for fraud has no applicability.

2/  Information regarding the automated cl eari nghouse rul es
was obtained fromthe O fice of Chief Counsel, Financial
Managenent Service. The automated cl eari nghouse rules are
private industry rules achieved through nultilateral contracts
anong the participants. Copies of the rules are avail able
t hrough the National Automated C eari nghouse Associ ati on.

3/ The Suprene Court recognized very early on that the
government can recover noney paid out of the public treasury by
m stake. Fenenore v. United States, 3 U S. 357, 363 (1797).

4/ Although it may be arguabl e whether the recovery of
funds in the hands of a party who has done nothing to cause the
deposit of the funds in his/her account can be regarded as an
erroneous refund, it has consistently been the position of this
office that the termerroneous refund is broadly defined. Thus,
an erroneous refund includes any recei pt of noney fromthe
Service to which the recipient is not entitled regardl ess of
whet her the recipient is the person the Service intended to pay.
See generally United States v. Mree, 7 F.3d 976 (11th GCir.
1993).




However, as indicated above and in your memorandum,
recovery of these sums will prove to be difficult in light of
the fact that the identity of the third party actually
receiving the payment will be known only to the bank, not the
Service. As has been the experience of the Odgen Service
Center, because banks have an obligation to protect the privacy
of their customers pursuant to the Right to Financial Privacy
Act, 12 U.S.C. 8§ 3401 et ___seq. , itis unlikely that attempts to
secure identifying information with respect to the bank's
customers will be voluntarily forthcoming.

It continues to be the position of this office that where
the Internal Revenue Code provides procedures for disclosing
financial records, such procedures are excepted from the Right
to Financial Privacy Act. But see Neece v. Internal Revenue
Service , 922 F.2d 573 (10th Cir. 1990). However, Neece is not
the hurdle that has to be overcome in these cases. It is not
clear that the Service's procedures for securing information,
with or without a summons, are sufficient to reach unnamed
taxpayers whose tax return is not being examined, or whose tax
liability is not being determined or collected, or where there
iIs no basis for believing that the unnamed taxpayer failed or

may have failed to comply with the tax laws. 5 _/ See I.R.C. §
7602(a); 7609(f)(2); United States v. Gertner , 65 F. 3d 963, 972
(1st Cir. 1995). 6 _/ If the Internal Revenue Code does not

provide a procedure for securing this information, the Right to
Financial Privacy Act will prohibit disclosure of any
information regarding the bank's customer to the Service.

Without the identity of the recipient of the erroneous
refund, the Service cannot utilize its authority pursuant to
section 7405. Accordingly, the Service may have to file suit
pursuant to I.R.C. 8 7402(a) which gives the district courts
the power to fashion any order necessary for the administration
or enforcement of the internal revenue laws. Lastly, the
Service may have to rely on federal common law to effect a
recovery in these cases, since the Service has a

5/ Since there are a nunber of cases supporting the
concl usion that a nonrebate erroneous refund is not a tax
liability, the issue of whether the Service can utilize it’s
sumons authority is likely to beconme an additional issue in
litigation. See OBryant v. United States, 49 F.3d 340 (7th Cir.
1995); Schipper v. United States,97-1 U.S.T.C. 150,126
(E.D.N.Y. 1996).

6/ The term "taxpayer" is used here for expedience, as it
is entirely possible that the recipient of the misdirected funds
is a party to whom the internal revenue laws are not currently
applicable.



recogni zed right to recover nmoney m stakenly paid out of the
public treasury. See City of New Orleans v. United States,
supra. However, if suit is filed based on either section
7402(a) or federal common |aw, we recommend that such suits be
initiated within the two year limtations period for erroneous
refunds provided by section 6532(b). 7/

Concl usi on

There is no case | aw addressing the issue of the recovery
of tax refunds erroneously deposited through el ectronic neans.
Where the error is made by the bank and not the Service,
recovery of the refund anounts (or proper application to the
ri ght account), should cause little difficulty for the Service
or the taxpayer. But in the case where the error was nade by
the Service, the risk of loss rests with the Service and not
t he bank. Although the Service has a legal right to recover
ampunts paid in error, where the Service has direct deposited a
taxpayer’s refund in the account of some unknown third party,
there is no clear legal path to effect that recovery.

The statutory authority provided under section 7405 to
file suit to recover erroneous refunds is of little value, if
the Service cannot identify the recipient of the m sdirected
paynments. As noted herein, it is very unlikely that banks wll
voluntarily supply the Service with information regarding
customers receiving msapplied funds for fear of violating the
Right to Financial Privacy Act. The exception provided for the
Service in the Right to Financial Privacy Act may be of little
use, as the Internal Revenue Code has no procedures which would
require the disclosure of information unrelated to the
determ nation or collection of a tax liability and there is no
basis for believing that the unnaned taxpayer may have failed
to conply with the tax | aws.

Al t hough the Service may rely on the district courts to
fashion a remedy pursuant to section 7402(a) or based on a
federal common |aw theory of restitution, these renedies are
untested. Thus, we reconmmend the follow ng:

7/ As your nenorandum does not address any specific
t axpayer or tax return information that the Service would need to
di scl ose to the bank in correcting an erroneous transaction that
the bank is not already privy to or that the taxpayer has not
aut hori zed by virtue of the direct deposit request, this issue is
not addressed in this menorandum |If you have a nore specific
question, please advise and a response w |l be provided.



(1) The Service develop sone type of cross check
systemthat will limt the number of errors made when
i nputing information relative to direct deposit
accounts.

(2) When the Service receives notification that the
transfer has been conpleted, the notification be
cross checked agai nst the account as soon as
reasonably possible, so that any error can be
detected readily. If the bank is notified in a
timely fashion, sometines it may be possible to have
an erroneous transaction reversed.

(3) Where it is too late to reverse a transaction
and the bank will not voluntarily provide information
whi ch would identify the refund recipient, the
Service should develop a formletter to supply to

t he bank that can be forwarded to the bank’s custoner
i nstructing the custoner to contact the Service. The
| etter should include some identifying nunber, so

t hat when the custoner contacts the Service, the
Service will be able to associate the contact with

t he appropriate refund case.

(4) In cases where the Service receives no response
fromthe custonmer and in cases currently pending
where there is six nonths or |ess remaining on the
two year limtations period, these cases should be
evaluated for litigation potential and referred to
district counsel.

If you have questions or need additional information,

pl ease contact me or Carol A. Canpbell of my staff at (202)
622- 3620.

CC:

/sl
JOSEPH W CLARK

Executive O fice of Service Center Operations T:E
ATTN: Dan Azzato
New Carrollton Stop C4 - 413

Executive Office of Customer Service Operations T:C
ATTN: Ron WAt son
Headquarters Room 2116

THI'S DOCUMENT |'S NOT BE RELI ED UPON OR



OTHERW SE CI TED AS PRECEDNET BY TAXPAYERS.



