ACKNOWLEDGED SIGNIFICANT ADVICE, MAY BE DISSEMINATED

Office of Chief Counsel SCA 1998-052
Internal Revenue Service Released 12/04/98
memorandum

CC:. EBEC Branch 4

TL- N-821- 98

date: AUG 11 1998

to: District Counsel, Brooklyn CC NER BRK
ATTN:. Patricia Riegger

from: Associ ate Chief Counsel (Enployee Benefits and
Exenpt Organi zations CC. EBEO

rment | ncone
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This responds to your undated request for Significant Advice
i n connection with questions posed by the Chief, Exam nation
Branch at the Brookhaven Service Center (Service Center) about
the di sregarding of net-earnings fromself-enploynent. Your
request was forwarded by an electronic mail nessage dated March
30, 1997. As expl ained bel ow, we agree with the concl usions
reached in your request for Significant Advice.

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 CCDM
(35)2(13)3:4(d) and (35)2(13)4:(1)(e). This docunment may contain
confidential information subject to the attorney-client and
del i berative process privileges. Therefore, this docunent shal
not be disclosed beyond the office or individual (s) who
originated the questions discussed herein and are working the
matter with the requisite "need to know." In no event shall it
be di sclosed to taxpayers or their representatives.

| ssue

Whet her, in determ ning the anmount of earned incone credit
avai l able to a taxpayer, the Service can disregard reported net
earnings fromsel f-enpl oynent based upon | ack of substantiation
or failure to keep proper records.

Concl usi on

Based on the facts described bel ow, the Service can request
the necessary books and records to substantiate the reported net
earnings fromself-enploynent. |If the net earnings fromself-
enpl oynent are not substantiated, the net earnings fromself-
enpl oyment can be di sregarded, thereby elimnating the anount of
the earned incone credit available to a taxpayer



Fact s

The Service Center Crimnal |Investigation Branch has
referred a | arge nunber of Fornms 1040 to the Service Center
Exam nation Branch. The Forns 1040 all report an amount of net
earni ngs fromself-enploynent that would maxi m ze the taxpayer’s
earned incone credit. The earned income credit reported on the
taxpayer’s Form 1040 is | arge enough to cover the self-enploynent
tax due by the taxpayer as well as generate a sizable refund.
The busi nesses |isted on the taxpayer’s Schedule C are usually
those that involve small cash transactions, with little or no
expenses cl ai med agai nst gross receipts (e.g., hair braiding and
babysitting). |In a |large nunber of cases, based on the
simlarity of the handwiting, it appears that many returns are
bei ng submtted by a single preparer, although none of the
returns is signed by a preparer.

Exam nation has indicated it intends to conduct exam nations
of these returns. |[If no response is received to their request
for substantiation of the gross receipts, the net earnings from
sel f - enpl oynent reported on Form 1040 woul d be disregarded. This
woul d cause the earned incone credit to be disallowed.

Di scussi on

I nternal Revenue Code section 32 provides for a refundable
credit to taxpayers based upon a percentage of the taxpayer’s
earned incone. Section 32(c)(2)(A) defines "earned incone" as
(1) wages, salaries, tips and other enpl oyee conpensation, plus
(i1) the amount of the taxpayer’s net earnings fromself-
enpl oyment for the taxable year (within the nmeaning of section
1402(a)), but such net earnings shall be determned with regard
to the deduction allowed to the taxpayer by section 164(f). Net
earnings fromself-enploynent is defined in section 1402(a), in
rel evant part, as "the gross inconme derived by an individual from
any trade or business carried on by such individual, |less the
deductions allowed by this subtitle which are attributable to
such trade or business..."

Because the earned inconme credit is calculated as a
percent age of the taxpayer’s earned incone, it is essential to
determ ne the taxpayer’s correct earned inconme (which consists of
net earnings fromself-enpl oynment under your facts) in order to
determ ne the taxpayer’s correct amount of the earned incone
credit.

You correctly state that while it is generally counter-
intuitive to question whether a taxpayer has over reported net
earnings fromself-enploynent, it is necessary in cases such as
these. This is because the anobunt of the earned incone credit
vari es dependi ng upon the anount of the taxpayer’s net earnings
fromself-enploynent. Thus, if the taxpayer has no net earnings



from sel f-enpl oynment, the earned inconme credit would not be
avai lable. |If the taxpayer has net earnings fromself-

enpl oynment, but in an anobunt greater than that reported, the
earned incone credit may be reduced or elim nated.

Section 6001 requires every person liable for any tax
i mposed by title 26 to keep such records, render such statenents,
make such returns, and conply with such rules and regul ati ons as
the Secretary may fromtine to tine prescribe. Section 1.6001-
1(a) of the Incone Tax Regul ations provides, in relevant part,
t hat any person subject to tax under subtitle A of the Code, or
any person required to file a return of information with respect
to incone, shall keep such permanent books of account or records
as are sufficient to establish the anbunt of gross incone,
deductions, credits, or other matters required to be shown by
such person in any return of such tax or information (enphasis
added). Thus, if the clained net earnings from self-enpl oynent
are not substantiated, they may be disregarded, thereby
elimnating the taxpayer’s earned inconme credit.

The I RS Restructuring and Reform Act of 1998 was signed into
law on July 22, 1998. It adds section 7491 to the Code, relating
to burden of proof in court proceedings. Once certain conditions
are satisfied, section 7491 shifts to the Service the burden of
proof concerning a factual issue relevant to determ ning the
taxpayer’s tax liability. 1In order for section 7491 to apply,

t he taxpayer nust: (1) introduce credible evidence regardi ng such
factual issue, (2) have conplied with the substantiation and
recor dkeepi ng requirenents of the Code, and (3) have cooperated
W th reasonabl e requests by the Service for wtnesses,

i nformati on, documents, neetings, and interviews. The taxpayer
has the burden of establishing that each of these conditions are
satisfied. |If the requirenments of section 7491 are not

satisfied, the burden of proof is on the taxpayer to prove that

t he Commi ssioner’s deficiency determnation is in error. Tax
Court Rule 142(a).

If it is determned that the net earnings fromself-
enpl oyment shoul d be disregarded, thereby elimnating the earned
income credit, we wish to draw your attention to Code section
32(k), which is effective for taxable years beginning after
Decenber 31, 1996. Section 32(k)(1)(B)(i) disallows the earned
incone credit for a period of ten years in cases where the
taxpayer’s claimfor the earned incone credit was due to fraud.
Section 32(k)(1)(B)(ii) disallows the earned income credit for a
period of two years in cases where the taxpayer’s claimfor the
earned incone credit was due to reckless or intentional disregard
of rules and regul ations (but not due to fraud). Section
32(k)(2) provides that in the case of a taxpayer who was denied
the earned incone credit for any taxable year as a result of the
defici ency procedures under subchapter B of chapter 63, no earned
income credit will be allowed for any subsequent taxable year



unl ess the taxpayer provides such information as the Secretary
may require. See § 1.32-3T of the regulations.

Assistant Chief Counsel
(Employee Benefits and
Exempt Organizations)

By /s/
Mark Schwimmer
Chief, Branch 4




