Tax Procedure Outline, Prof. Billman

I. Assessment Procedures

a. General Considerations

i. §1: imposes/levies tax on taxable income

ii. §6011: any person made liable for any tax

iii. §6001: must keep records, and comply with rules/regulations

iv. taxpayer obligations: file return and pay tax

v. §6151” must pay without assessment or demand from IRS

1. is our system really “self-assessment”?

2. Restructuring and Reform Act of 1998

3. Taxpayers’ Bill of Rights

b. Auditing: §3503: IRS is required to incorporate into publication a statement setting forth criteria/procedures for selection of return for examination

i. difficult for IRS: must be more selective and focus more on corporations

ii. even incomes over $100k have only a 1% chance of audit

c. #1: options and strategies

i. “Assessment”: determination of tax liability

1. §6201: “assessment authority” allows inquiries by IRS

a. §6201(a)(1): Secretary (S) shall assess tax

b. taxes paid by TP are automatically assessed by IRS

2. §6303: S can send Notice of Demand

a. Assessment opens the door to Collection

b. amounts shown on return can be immediately collected

3. §6203: method of assessment: recording liability of TP

4. §6304: fair tax-collection practices (Reform Act provision)

5. Collections: liens, levies, seizures of property (IRS is a powerful creditor)

ii. “Deficiencies”: amounts not shown on return

1. when can the IRS assess amounts not shown?

2. §6211: difference between amount imposed by IRS and amount disclosed on return is the deficiency

a. note: the deficiency has not yet been “assessed”

3. “pre-assessment dispute”: challenge to claimed deficiency

4. §6213(a): notice requirement for deficiency

a. i.e. restriction on assessment

b. §6212: statutory Notice of Deficiency

i. §6212(a): notice to Last Known Address

c. 90-day period: for TP to figure out what to do; how to proceed

d. §6214: if in TC, S must wait for judgment before assessment/collection

e. 30-DL: not a letter of deficiency

i. attempt to resolve the deficiency

ii. occurs earlier in the process

f. 90-DL: last resort by IRS- push to litigate

iii. Options upon receipt of 30-DL

1. file a written protest: shifts issue to appeals

2. ignore (dangerous)

3. pay the amount in full (or settle)

4. contact revenue agent and have an informal conference

a. informal settlement attempts

b. do this first before appeal

5. pay the deficiency and litigate case in court with refund jurisdiction

6. mail Form 870 immediately

a. if signed, no compromise of right to pursue a refund

b. 870 consents to assessment of the deficiency

c. helps direct strategy towards type of court to litigate

i. TC: prepayment forum

ii. DC/CFC: refund forums

d. §6213(d): TP has right to waive restriction on assessment via 870

i. why? to stop interest and litigate in refund forum

7. if no answer to 30-DL, followed by statutory 90-DL Notice of Deficiency

a. required to obtain TC jx

iv. IRS divisions

1. examinations

2. appeals

d. #2: it is smart to waive assessment and pay tax to avoid accumulation of interest

i. Tax Year: 2000

1. return filed: 4/1/01

2. 30-DL: 1/14/04

3. 90-DL: 3/10/04

ii. §6213(a): IRS cannot assess until end of 90-days

1. expiration of restriction on assessment

2. requirements:

a. mailed Notice of Deficiency

b. expiration of 90-day period

c. if claim filed, must wait until TC decision becomes final

d. *No collection until assessment*

3. period begins day after 90-DL is mailed

4. period ends 90 days later: when is this?

a. always use a “clean day”: whole days

b. thus, 90-days begins on 3/11 and ends on 6/8 (90th day)

i. June 9 would be untimely

ii. if June 8 is Sat, Sun, or holiday, extends to following good day

iii. §7421: anti-injunction act, if refund is available

1. §6213: assessment prior to 90-days is special

a. assessment may be enjoined: must show right to injunction

b. in TC: must properly be there for court to have equity jx

iv. §6501(a): SOL is 3-years

1. requires timeliness (prevents stale claims)

a. period beings 4/16 (if return is mailed on 4/15 or earlier)

b. latest day to assess is 3 years: 4/15/2004

2. exceptions:

a. 25% deficiency

b. fraud

c. return filed late

d. return filed with extension (automatic 4 month allowed)

i. extensions will toll the SOL

3. §6503(a): 90-day period will toll SOL + 60 days

a. 60 days: bonus grace period for IRS

b. 90-day period ends: 6/8

c. 60-day period runs: 6/9 – 8/7

d. time remaining for assessment: difference between end of SOL period and when 90-DL is sent

e. last day for assessment: 9/12 (unless Sat, Sun, or holiday)

v. Form 870: Commissioner (C) can assess immediately

1. if 870 is filed on 3/16/04, C can assess on 3/17

2. latest day to assess: no 90-day disablement

a. but 60 days still applies + 6 days (time between 90-DL and day waiver is signed/filed: SOL is tolled for this period)

b. §6503: SOL suspended for disability period + 60 days

c. end of 60-day period: 5/15

d. then add 36 days remaining in original SOL: 6/20

3. if 870 mailed on 3/4/04 (and no 90-DL)

a. assessment can begin after 3/4

b. assessment must occur by 4/15

i. no 60-day grace period b/c no 90-DL

ii. must have some disability for §6503 to apply

4. strategy of Form 870

a. pay tax to go to litigation forum, or

b. pay tax to stop interest

vi. Form 870 v. 870AD: opportunity to settle

1. 870: examination

2. 870AD: appeal (bilateral: must be agreed-to by IRS)

vii. Rescinding to 90-DL

1. §6212(d): requires consent of TP

e. #3: Interest

i. §6601: interest runs of deficiencies

1. not a penalty: TVM issue (loan-model)

2. §6601(a): period beings on date prescribed for payment and ends on date of payment

a. period beings: 4/16/01 (when tax is due)

3. §6601(c): penalized IRS laziness

a. demand must be made within 30 days of 870, or no interest from date of assessment to Notice of Demand

4. §6601(e)(3): if tax paid within 21 days of demand, no interest applied at all

a. allows the IRS to send a final bill (stops interest calculations)

b. rewards TP behavior

ii. #3a: 4/16/01 – 5/2/04

1. §6601(c): IRS was timely- not applicable

2. §6601(e)(3): TP paid tax more than 21 days after demand

iii. #3b: 4/16/01 – 4/1/04 (date of demand)

iv. #3c: 4/16/01 – 4/15/04 (no interest of 4/16?)

1. §6601(c): applies

2. §6601(e)(3): timely payment, so from date of 870 filed plus 30 days

3. interest will start again upon demand, but if TP timely pays, (e)(3) will stop this

v. #3d: 4/16/01 – 4/15/04 + 5/3/04 – 6/1/04

1. interest resumes b/c TP does not invoke §6601(e)(3)

2. §6404(g) creates an additional suspension period before demand is sent

a. IRS must promptly notify TP of deficiencies and running of interest

b. requires IRS to act quickly after return filed to send 30-DL

c. (g) will not change end of interest period, but will affect beginning

d. only applies to timely returns (even with extension)

e. if S fails to send notice within 1 year of filing

i. interest is suspended after one year, and until 21 days after notice is eventually sent to TP

ii. then interest runs again until waiver on assessment or deficient amount is paid

3. 3 concurrent time frames, starting on the due date after return filed

a. Restriction on Assessment

b. SOL

c. Interest

f. #4: TP liability

i. joint return: joint and severable liability

1. §6013(b)(3): IRS can pursue either of the two TPs

ii. §6212(b)(2): if IRS has notice TPs are no longer married

1. notice sent to one TP is not sent to “last known address” of other TP

2. other TP will not receive NoD

iii. §6015(b)(1): “innocent spouse rule”: if one individual on joint return does not know of understatement

iv. §6501(c): no longer married

v. §6501: requirements

1. joint return filed with understatement attributable to other person

2. TP had no reason to know about understatement

3. inequitable to hold TP liable for tax

4. TP makes election with 2 years after collection

vi. (b) v. (c): marriage status

1. both: apportionment of liabilities to each party

2. “election”: different than other elections

a. remedy is contingent until needed

g. #5: Extensions of SOL

i. §6501(e)(1)(A): deficiency in excess of 25% extends period to 6 years

1. “over 25%”= amount properly includable / gross income stated in return

2. in problem: 85,000/160,000 is greater than 50%

3. service is given more time, only if deficiency is a big deal

a. why 25%? not really sure

b. disadvantages are equal on all omissions, but worth giving the service more time to investigate

4. Colony: TP overstated basis (AR 100, AB 50, GI 50; AB should be 20, GI 80)

a. $30/$50 = 60%

b. why did Sup Ct limit SOL to 3 years? not really an omission

c. “omit” v. “understate”: purpose of §6501 is to account for service disadvantage in determining deficiency

d. stress “omission” and underplay “amount”

e. simply understating income is not what Congress intended

i. Q: are there clues for service to determine deficiency?

ii. §6501(e)(1)(A)(ii): if amount is disclosed

iii. (i): “gross income” = gross receipts

1. prior to diminution by costs of goods sold

2. in Colony, there was no omission of gross receipts from “sale of goods or services”

iv. this, omissions from basis or COGS will not trigger 6-yr SOL

5. Benderoff: item not included in TP’s return, but reference made to item in Sub-S

a. (ii): attachment adequate to apprise S of amounts

b. facts: item in schedule attached to Sub-S return

c. broad holding against IRS

h. #6: Fraud: §6501(c)(1), (3), (4): No SOL

i. §6501(c)(1): false return with intent to evade tax

ii. (c)(3): failure to file return

iii. Badaracco: amended, correct return cannot reinstate SOL if original return has fraud

1. RR 83-36: Service has discretion to accept or reject an amended return

a. Service considers amended returns unofficial

b. original return is given all the force

iv. Odd-ball case: no return filed on due-date, followed by return: SOL beings when filed

1. worse to have fraudulently filed return, instead of fraudulently not filing

2. justification: when fraud, very difficult for IRS to determine deficiency

3. practical reason for distinguishing between omissions and commissions

a. in proving “intent to evade tax” under §6501(c)(1)

b. hard to prove intent when no evidence

c. if can prove, then falls under §6501(c)(2)

d. §6501(c)(3): failure to file requires no intent

e. fraudulent return: the fraud in complete

f. fraud no-return: incomplete fraud, and can be remedied with a return

4. §6501(c)(2): does not apply to subtitle A (income taxes)

v. Williams: what is a return?

1. if TP sends in a bunch of paper, denying 16th amendment

a. sufficient data

b. purport to be a return

c. honest and reasonable attempt to satisfy requirements, and

d. execute return under penalty of perjury

2. criminal cases: TP worried about self-incrimination

i. #7: Form 872

i. statutory authority: §6501(c)(4) can extend period for assessment by mutual consent in writing

1. and can extend the extended period

2. must be done before the expiration of the time period

3. why not 10 years? avoids coercing TPs to pay big $ for fear of future assessments

ii. Congressional desire for closure of assessments

1. don’t let IRS muscle TP into resurrecting taxes due

2. §6401: any tax paid after SOL has run considered a statutory overpayment

3. §6501(c)(1)(B): IRS must inform TP of rights to refuse extension of SOL

iii. 872 required both parties sign, otherwise not valid

1. all must occur within SOL

2. power to sign by IRS rests high in the chain-of-command

3. situations where 872 invoked:

a. request by IRS if audit is incomplete

b. return is in “hold” category and IRS is attempting to determine its position w/r/t tax

4. if TP refuses to sign, IRS will send NoD (90-DL)

a. or throw in the towel (unlikely)

iv. why would TP want to grant an extension?

1. encourage compromise/settlement

2. avoid litigation (risk of loss, attorney’s fees, court costs)

3. keep case at a low-level of intensity

v. how to negotiate terms of the extension or limit the scope

1. time: only give them one year

2. scope: if TP says nothing, IRS can discover additional issues

a. TP can limit extension to particular issues

b. IRS might be concerned with a limited extension

i. collateral issues: if AGI changes, could affect floor for deductions

vi. how extension connects with §6511: filing claim for refund

vii. implications for getting to TC? none

viii. extension may increase amount of interest running against the deficiency

ix. getting from revenue agent to Appeals division

1. possible to miss-out on Appeals if extension is not granted

2. 90-DL will be sent and case proceed to TC

II. Court Structure

a. Introduction

i. Court

1. trial courts: Tax Court, District Court, Court of Federal Claims

2. appeals: Court of Appeals (TC and DC), C of A- Federal Circuit (CFC)

3. appeal: Supreme Court

ii. IRS must not collect without assessment; may not assess before 90-DL; and cannot assess until TC decision is final

iii. in TC, TP may never have to part with $ if convinces TC he is right

iv. TC acts like DC in deciding what law to follow

1. TC must follow law of circuit to which the case is appealable

2. Sup Ct resolves conflicts among circuits, but TC must grudgingly follow law of the applicable Circuit

3. unusual law sometimes comes out of CFC, different from established law

v. #1: Choice of forum

1. juries: none in TC, only in DC (none in CFC)

2. DC judge is more of a common-sense fact finder

3. question of how much experience TP wants in reviewing case

4. rules of court and evidence

a. more lenient in TC

5. remedies

a. equitable jx of TC

b. able to issue refunds in TC? if add’l issues are discovered

b. Tax Court Jurisdiction

i. #1: last day to file petition in TC is end of 90-day period

ii. #2: petition sent to TC: date mailed is date filed

1. US mail: no problem

2. §7502(f): allows same procedure for “designated private delivery services”

3. Notice 2002-62: IRS is very specific- messengers not OK

a. certain services are specifically addresses

4. if TP waits too long, IRS may assess if thinks TC petition was not timely filed

iii. 3 levels of issues: re effect of petition to TC

1. restrictions on assessment

2. SOL

3. interest

iv. §6503(a)(1): SOL is tolled upon 90-DL and also suspended if docketed with TC, until decision of TC becomes final (§6213(a))

1. IRS will have plenty of time to assess after TC decision

2. thus, SOL is tolled for 90-days, time spent in TC, and 60 days after

v. Interest: continues while in TC, so if TP loses in TC, could owe a ton of $

1. TP might consider paying the tax, even if in TC

2. possible to file in TC and then pay deficiency to avoid interest accruing

vi. When if TC decision “final”?

1. §7481: when all appeals are done

a. if TP decides not to appeal, when expiration of time to appeal

b. must file appeal within 90 days of when TC decision is entered

2. §7459(c): decision is entered on date that the amount of deficiency is entered/recorded with TC records

a. might occur sometime after decision is made

vii. restriction on assessment and SOL stay together through entire period through judgment

1. for appeal: TP must pay bond or restriction on assessment is lifted (§7485(a))

2. SOL: no longer parallel: still tolled during all appeals even w/o bond (§6503(a))

3. thus, C can assess, but is not required based on SOL, if TP appeals w/o bond

viii. Tax Court Jurisdiction

1. requirements/components

a. valid notice of deficiency, and actual defic. on date statutory notice is filed

b. valid, timely petition to TC

c. “determination” of deficiency by C (§6212)

2. issues to consider: suppose TP doesn’t get the 90DL b/c of bad “last known address”, what forum is TP able to challenge and vindicate rights?

a. can TP get a “last known address” issue into TC?

ix. Determination: §6212

1. Scar: egregious example of sloppy IRS

a. only sent 90DL, but no determination

b. ok… C only need identify return and TP, and send to address

c. must only be roughly associated with return

x. Deficiency: §6211

1. difference between correct tax (claimed by IRs) and:

a. amount shown on return +

b. amounts assessed/collected (previously)

2. Bendheim: 30 DL, TP protest, and TP then remitted $

a. if TP filed 870 waiver on assessment, cannot go to TC

b. b/c no 90DL will be sent

c. but here, amount remitted was less than deficiency

d. there was still a deficiency of $80, so IRS sent 90DL

e. subsequent 90DL stated deficiency less than amt sent by TP

i. no deficiency, according to the formula

ii. TP was attempting to stop interest and preserve TC forum

3. RR 84-58: partial payment is allocated between principal and interest

xi. Strategy for stopping interest and getting into TC

1. remittance v. waiver on restriction: both stop interest

a. remittance: risk of miscalculation

b. waiver: IRS will assess

2. TP can petition TC, then send 872 or remittance

3. Bendheim: TC jx does not require continuation of deficiency, but only a deficiency at time petition is filed

4. §6213(b)(4): payment shall not deprive TC of jurisdiction

a. TP can waive restriction after 90DL

i. just make sure to do everything in the right order

b. if TP remits and then wins in TC, will get a refund

i. but TC is deficiency court

ii. also has “incidental refund jurisdiction”

xii. “Last known address”

1. possibilities

a. sent to wrong address but still received in reasonable time to file petition

i. 90DL probably still valid

ii. TP must be able to file without prejudice

b. sent to last known address: valid even if not received

c. wrong address and not received: invalid

i. even if attorney get a copy of 90DL

ii. in this case, attorney is not a valid agent

2. how will TP challenge validity of 90DL, if wrong address and not received?

a. to litigate in TC, must file petition within 90 days and TC could take jx

i. but if 90 day period is long gone, no TC jx, period

b. so TP must litigate in alternative forum, via refund or injunction

3. §7459: finding of no deficiency based on passing of SOL

a. RP 2001-18: IRS notice of new address

b. IRS must rely on all available information

i. constructive notice imposed on IRS

c. if 90DL sent to wrong address

i. sent via certified mail with return receipt

ii. IRS will have knowledge if there is a problem

iii. if SOL passes while IRS searches for address, too bad

4. 90-day period begins running on date 90DL is mailed

a. thus, 90DL is timely if mailed on last day of SOL

xiii. how does the TP vindicate her rights?

1. pay tax and sue for refund (TP needs $)

2. enjoin the assessment

a. §6213 permits this

b. §7421: anti-injunction act

i. injunctions are not automatic

c. §7421(a): except as provided in other sections, no suit for an injunction shall be maintained

c. Extent of Tax Court Jurisdiction

i. #1: can second 90DL come before or after petition is filed?

1. §6212(c): 2d 90DL invalid, if petition on first 90DL is timely filed

2. in TC, IRS can raise additional deficiencies

a. changes burden of proof (amended answer)

ii. #2: can TP raise additional issues re: deduction in TC?

1. yes, TP can add claims in TC

2. can challenge deficiency and assert a refund

3. b/c cause-of-action is the “correct tax for the tax year”

a. not limited to specific issues, but the end result

b. §6214(a): TC can determine amount of deficiency above the amount stated in the 90DL deficiency

c. TC can also find no deficiency, and also find an overpayment and order a refund

d. TC takes complete jurisdiction over the entire tax year

iii. Gooch Milling: opening inventory overstated, thus resulting in underpayment for 1936

1. thus, closing inventory was also overstated, resulting in overpayment for 1935

2. but, SOL for refunds had run for 1935

3. doctrine of equitable recoupment could be applied b/c TC only had jurisdiction to determine 1936 liability

iv. COA concept: §6214(b): TC can consider facts in relation to any other years, but shall have no jx to determine over/underpayment for those other years

1. can only consider other years to aid determination for tax year over which has jx

2. but if 90DL covers multiple years, TC will have jx over all those years

3. §6512(b): if TC jx is proper, can determine overpayment

a. also: TP must bring any refund claims: res judicata

v. #3: res judicata applies only to the specific tax year

1. collateral estoppel applies to specific factual scenarios, occurring anything in the future

2. res judicata will only prevent relitigation of the specific tax year

vi. constraints of application of collateral estoppel

1. must have same controlling facts and legal issues

2. if different TP, IRS not precluded, although stare decisis may apply

3. if 4th Cir. bound by 1st Cir? yes, under estoppel doctrines

4. suit must be identical in all respects

a. main controlling principle: due process: IRS can’t harass TP over and over

vii. offensive v. defensive collateral estoppel

1. defensive: TP assets to prevent relitigation

2. offensive: use by other workers not involved in 1st litigation, but with same facts

3. can IRS use CE in same way? yes

a. but a sense that gov’t is somewhat limited in its use (especially offensive)

4. §§6214, 6512: both have elements of res judicata in them

viii. Russell: 90DL + Petition = TC JX

1. TP mistake: failed to make claim of overpayment while in TC: lost forever

2. §7422(e): stay of proceedings not temp; jx is shifted to TC for the entire tax year

ix. §7422(e): prior to hearing of suit in DC

1. if IRS sends 90DL:

a. DC hearing is stayed

b. after 90 days, stay lifted if no petition filed in TC

c. IRS is not forced to bring compulsory counterclaims

2. rule not triggered after hearing, because then no benefit to judicial economy

3. but if not hearing, must combine cases

x. if petition filed in TC, DC shall lose jx (completely)

1. automatic and mandatory

2. and TP must litigate everything in TC

3. Russell: TC failed to decide all aspects of TP’s claim

a. by failing to include part of decision in opinion

b. §7459(b): finding of fact must be included in report

xi. if 90DL and TP wants to stay in DC?

1. if no petition to TC, assessment and collection

2. so TP must pay deficiency and file refund claim

3. §7422(e): doesn’t force a compulsory counterclaim to consolidate

a. a one-sided provision

4. could be strategic for IRS to send 90DL if case is in DC

III. Overpayments and Refunds

a. Overview

i. def “deficiency”: difference between correct tax and amount shown on return

ii. def “overpayment”: not defined in Code

1. §6401: overpayment includes payment assessed/collected after SOL has run

2. def: amount “paid” over the correct tax

iii. issues: definitional and statutory period restrictions

b. Statute of Limitations

i. Problem: TY 2000

1. 4/15/01: amount shown on return and paid ($5,000) assessed within 45-60 days of receipt

2. 4/15/03: TP received 30DL for $2,000, and TP sends check

3. if TP disagrees with $5,000 and $2,000 amounts, §6511 limit on credit/refund

a. §6511: claim filed 3-yrs from return of 2 yrs from final payment

b. whichever period expires later

c. time frames are necessary, since there may be multiple payments

4. if return filed and paid, apply 3 yrs from return

5. if amount in 30DL paid, apply 2 yrs from payment

ii. §6511(b): “look back” rules

1. §6511(b)(2)(A): refund limited to amount of tax paid within the period

a. return (4/15/01)     30DL (4/15/03)          Refund (4/1/04)

b. paid: $5,000           paid: $2,000               refund: $7,000

c. (------------------3-year limitation on refund----------------|

2. §6511(b)(2)(B): 2 year limit if not filed within 3 year period

a. would apply to additional taxes paid

b. but scope of claim is limited to 2 years, so refund would be for $2,000

iii. issues: withholding of wages and estimated taxes

1. deemed filed on 4/15 with return

2. thus, TP not hurt by early payment

iv. hypothetical: if additional 90DL sent near end of SOL on IRS

1. if TP files petition in TC, more than 3 yrs from original return (after refund SOL)

2. this might prevent payment of original $5,000

3. §6512(b)(3): TC can allow refund notwithstanding “look back” rule

a. (3)(A): after 90DL

b. (3)(B): period which would be applicable under §6511, whether or not claim filed upon mailing of 90DL

c. this would include the $2,000 and $5,000

4. thus, “look back” upon date of 90DL

a. and thus, the 90DL acts like a claim for refund

5. if 6-yr SOL, and 90DL sent after 4 years, will only pull back amount within 3 yrs

6. 90DL sent within 3 years of return pulls in whole return

v. §6512(b)(3)(C): actual claim filed before 90DL

1. date of claim marks end of SOL period

c. If the tax paid is greater than the correct tax, then overpayment

i. §6402(a): deal with credits and refunds

ii. directs the service to credit the overpayment against outstanding liabilities

1. thus, only if they can’t refund, will they credit

iii. §6514(b) places limits on IRS ability to credit

d. If TY 1 and 2, with deficiency in yr 1 and overpayment in yr 2

i. if TP files claim for refund for yr 2, IRS will first credit against year 1

ii. §6514(b): if a payment on the liability would be an overpayment under §6401, then the credit it void

iii. §6401 creates a statutory overpayment (not on its merits)

1. a payment of any tax after the SOL has run, so if assessment of the deficiency is barred by the SOL, any crediting against the deficiency is void

2. IRS can’t do the credit, and the balance must be refunded

3. this is consistent with the COA notice, and integrity of the SOL

e. Lewis v. Reyonlds: modification of facts

i. original return filed on 2/18/21, stating income of $238K and 2 deductions

1. 21k of attorney fees and 17k for state taxes, showing $200k of taxable income

2. assume tax rate of 50%, for tax of $100k

ii. IRS disallows the state tax deduction and asserts deficiency of $8.5k

1. TP pays the deficiency

2. but the correct result would be to allow the state tax refund, and deny the atty fees

3. thus, the correct deficiency should be $10.5k

4. but the SOL on overpayment is open, but the SOL on deficiency is closed

iii. arguably, TP should get a refund of $8.5k, but IRS should get tax deficiency of $10.5k

1. if TP files a claim for refund within 2 years of date extra tax is paid, the timely

iv. arguably, TP should get a refund of $8.5k, but IRS should get tax deficiency of $10.5k

1. if TP files a claim for refund within 2 years of date extra tax is paid, the timely

2. under §6514, Sup Ct says IRS has the power to reaudit the TY in question

v. IRS is req’d to first determine whether there’s an overpayment before it gets to §6514(b)

1. there has not been an overpayment, since the amt paid is less than the correct tax

2. thus, an overpayment only occurs when the amount paid exceeds the correct tax

3. and thus, the $8.5k was properly assessed within the SOL, even if partly on the wrong theory (§7422 backs this up)

vi. Lewis v. Reynolds is limited to a single tax year

1. that's the scope of determining overpayment

2. can’t net multiple years, as the original hypothetical would have allowed

3. Equitable issues sometime allow for credit of overpayment against barred liability

4. TP can use barred refund item to offset barred deficiency item

a. correct tax and tax paid in single tax year is what is it issue

f. §6401: term “overpayment” includes that part of the payment paid after collection SOL has run

i. TP will automatically get the payment back, because IRS acted too late

g. #2: TP challenges only 1 of the 2 items in the 30 DL

i. TY 2000, deemed filed on 4/15/01, so SOL runs on 4/15/04

ii. if after late 30DL?  TP should file claim for refund, citing §§6401, 6511

iii. Lewis v Reynolds won’t apply against a statutory overpayment

h. Alternate facts: return 4/14/01, sol on 4/15/04, and payment on 4/10/04

i. if IRS assesses on 4/20/04, not a statutory overpayment

ii. RR 85-67: where collection/remittance within the SOL, and inadvertent failure to assess before the SOL expires

1. Service cannot assess, but it doesn’t matter

2. can keep the payment, since not statutory overpayment (since collected before the period of limitation)

3. Billman thinks this is wrong, based on words “properly allocable thereto”

a. collected: means the process after assessment, not before

b. and Service has 10 years after assessment to collect (§6502)

i. SOL on suit for refund

i. §7422: must pursue the administrative claim before the judicial suit

ii. must give Secretary 6 months to act

iii. TP has 2 years after the denial to file a suit for refund

iv. Flora full payment rule: Curry: TP’s accountant screws up and pays $25k instead of getting a $10k refund

1. if TP doesn’t pay, IRS is entitled to assess immediately

2. for TP to get back the $10k and $25k, must pay the full amount before filing CR

3. blunder makes TP fall into the Flora rule

4. for TC jx, IRS must send 90DL

5. even if TP pays under protest, must pay full amount before CR

j. Steel: creates concept of divisible tax

i. has serious limitations on employment taxes

ii. if all employees doing the same thing, TP must only pay tax fully for one employee

k. #1: TP’s have TY 2000 dispute and are in TC

i. so long as 90DL comes within 3 year period, is timely and TC can take jx

ii. Betty also has TY 2001, which runs until 4/15/05

iii. if TC decides in 2006 that the bonus for 200 was taxable, TP might pay the tax twice

iv. the solution might be §1311, but there is an easier way here

1. TP can file “protective claim for refund”

2. IRS doesn’t like this very much

l. #3: When payment occurs

i. TY 2000, Filed 4/15/01, Remittance 1/13/04, Assessed 4/14/04, CR 3/1/06

ii. Claim for refund looks back 2 years to 3/1/04, and thus is untimely

iii. Rosenman: no payment until liability, and no liability until assessment

1. TP included letter stating payment is made under protest and duress (common)

2. refund interest runs from the date of payment

3. what role should TP’s intent play?

4. facts: TP filed extension, but paid $120,000 to avoid interest

a. gov’t puts money in a suspense account, which stops running of interest against IRS and TP

iv. in problem, TP is responding to 30DL

1. thus, it is payment, but is it remittance or payment?

2. if unclear, then assessment

3. but if its clear that remittance is payment, then should control

4. thus, assessment is the date of payment

5. no liability until assessment

v. RP 84-58: clear analysis of various circumstances

1. thus, there is deficiency mode, overpayment mode, or deposit mode

2. makes the situation more complicated

vi. why allow deposits?

1. IRS: already has the money and thus has fewer collection issues

2. upon assessment, IRS can first look to deposited money

3. TP: no admittance of liability

4. two time frames: pre-90DL, and post-90DL

5. payment made after 90DL is a payment

vii. if deposit is greater than assessed amount, there is no longer a deficiency

1. thus, no TC jx because on date of 90DL, there is no deficiency

2. RP 84-58: remittance not designated as a deposit is treated as payment made in response to proposed liability

m. #3a: claim may not be timely

n. #4: why a corporate TP in this problem?

i. individuals can’t deduct personal interest (§163), but corps can

1. this includes deficiency interest

ii. partial payment: IRS will first allocate to principal, then interest

iii. can TP request payment first be allocated to interest?

iv. §461(f), (h): accrual TP can’t deduct interest until paid

1. if paid under protest, all events have not occurred

2. §461(f): in presence of “asserted” liability, can deduct

o. RP 84-58, 6.02: partial payment applied to interest only if:

i. TP agrees to assessment of corresponding portion of liability

1. interest applicable to principal agrees to assess

ii. TP pays tax and can portion part of it in proportion to interest

IV. Jeopardy and Termination Assessments

a. 90DL -----( Assessment (Notice & Demand) -------( Collection (lien/levy)

b. §6303: once assessment, give Notice & Demand to TP as soon as possible

c. §§6851, 6861: Jeopardy and Termination

i. §6851: if TP intends to conceal assets or leave US

1. §1.6851-1: when tax collection is in jeopardy (in peril), IRS can move more quickly

2. accelerates process to protect US revenues

ii. both procedures by IRS are fairly similar:

1. immediately assess tax, and no 90DL required

2. unlock collection procedures (liens/levies)

d. Example: TY 2004, Return date: 4/15/05

i. finding of peril can occur at any time in 2004, or thereafter

ii. §6851(a)(4): termination may not occur at due date of return (4/15 or 8/15)

1. after due date, must come under §6861

2. but it doesn’t matter which section applies

e. Shapiro: raises serious due process issues

i. Congress responses with §7429

ii. TP’s options to this: TC or refund jx

iii. IRS must still send a 90DL after assessment (§6851(b))

1. 90DL is necessary for TP to get to TC

iv. §6861(b): requires 90DL within 60 days of making assessment

v. if TP does not file a return? Perlowin: no answer

f. §6863(a): TP can file bond to stay collection, if sufficient to satisfy claims

i. but how will TP get the money?

g. §6863(b)(3): property can’t be sold until TC decision final (if petition filed)

i. this still does not provide sufficiency protection to TP

ii. especially since the TC decision is not reviewable

h. Injunction? if TP can show that under no circumstances will gov’t prevail

i. but if gov’t can show probable cause: will be sufficiency to maintain assessment

i. §7429: review of jeopardy procedures

i. Congressional attempt to protect TPs from overreaching by the IRS

ii. before assessment can be made, Chief Counsel must personally approve levy

iii. Secretary must provide TP with statement within 5 days of assessment

1. basis for finding of jeopardy

a. question as to how much information the IRS must provide

2. IRS cannot just rest on it laurels, must have actual facts and evidence

a. difference between facts and conclusions

iv. within 30 days after notice, TP can seek review

1. still must follow the administrative process

j. Burden of Proof: IRS on making of assessment, TP on amount of assessment

k. §7429(b): TP must give IRS 16 days, at a minimum, before judicial review

i. typically will be in district court

ii. for TC, must already have jx, so usually in DC

iii. why DC? Congress though DC is better equipped to deal with this

1. i.e. constitutional issues, and injunctions

l. DC will determine if assessment is reasonable, and if amount of appropriate under circumstances

i. will not determine on merits of correct tax--- a limited hearing

ii. supposed to be a quick process

iii. thus, IRS must have probable cause

iv. soonest DC will make a decision: 40-50 days

1. at least, 1 month

v. parties will need discovery, and can get complex

vi. but it is not sufficient for IRS to claim jeopardy without evidence

1. §7429(g)(1): has burden that jeopardy is reasonable

m. Weimerskirch: generally, the 90DL is presumed to be correct

i. cannot rely on presumption of correctness in jeopardy hearing

n. Williams Packing: employment taxes ---- injunctions

i. normal options to TP: pay tax and seek refund, or seek an injunction

ii. by collection under jeopardy/termination, IRS ensures that the TP pays the tax and must sue for a refund

iii. so, the 90DL proves gives TP additional procedures

iv. are there enough procedural options to challenge jeopardy? Shapiro shows the problem

v. §7429 gives a prompt post-deprivation hearing on probable cause

o. #3: what if IRS ties-up all of TP’s assets? (i.e. Shapiro)

i. see §7436: provides for TC hearing to determine status of employees re employment taxes

ii. §7436(a): if controversy that one or more individuals are employees

1. grant of special jx to TC

2. obviates need to pay tax and seek refund of injunction

p. injunctions: court will weigh detriment to TP, against legal remedy

i. §7421: injunctions really are not the preferred remedy, except in limited circumstances

ii. why? revenue flow: should not be at the whim of millions of TP lawsuits

iii. generally, refund forum is an adequate remedy

q. #4: can the TP stop the assessment if invalid?

i. Williams Packing: 3-prong test (maybe 1 and 2 are the same)

1. inadequacy of legal remedy

2. irreparable harm

3. under no circumstances can gov’t prevail

ii. gov’t can’t prevail: this is automatically satisfied under last known address failure

1. thus, injunction should be automatic

iii. thus, even if TP shows irreparable harm and inadequacy of legal remedy, still must shows that under no circumstances can the gov’t prevail

iv. if gov’t has probable cause, then there is “a” circumstances where they can prevail

v. thus, must be a denial of due process not to issue the injunction

vi. §7429: gov’t provides adequate legal remedy in jeopardy/termination

1. there procedures are inherently adequate

r. #4b: TP in TC, gov’t then assesses under termination, and TP seeks injunction

i. does TC have jx to hear the injunction?

ii. if so, what standard?

iii. Kamholz: §6213(a): assessment is stayed until “final decision” by TC

1. if 90DL, wrong address but TP gets it in time, then not invalid

2. if TP files timely petition, no prejudice against TP

3. §6213(a): “notwithstanding §7421(a)”

4. injunction may be issued by TC (still have to show factors)

iv. assessment made during TC hearing, is clearly invalid

1. but still must show other two factors

v. thus, if TC had proper jx, can issue injunction

1. probably wouldn’t need to show other prongs

2. automatic injunction as a matter of right

V. Rulings and Administrative Settlements

a. to what extent can TP rely on pronouncements of Service?

b. Regulations: most authoritative documents issued by Service

i. substantial care and scrutiny before publication

ii. Legislative: Congress gives Service the right to write the law

1. required specific grant from Congress

2. very difficult to challenge and can be relied-on

iii. Interpretive: although Service has authority to write these laws, and uses care, are given less deference

1. because no deep authorization granted

c. Revenue Rulings: both published

i. not the same level of scrutiny

ii. courts don’t give the same level of deference

iii. Regs are more broad-based, while RRs are more fact/circumstance-specific

d. other documents: Rev Procs, acquiescences, non- acquiescences, PLRs

e. How to use these documents in planning?

i. unpublished, private documents: PLR, etc (determination letter)

1. opinion re a particular transaction

ii. what happens if despite a PLR to Service changes its mind?

1. Automobile Club: §7805(b)(8): Secretary may prescribe extent to which ruling may be retroactively applies

2. typically will act retroactively --- the normal expectation

iii. §7805(b)(1): no regulation will apply to date before the Reg is filed

1. exposes reliability of Regs v. Rulings

2. Regs: only prospectively, not retro

3. Rulings: retro, but can be prospective only

a. can only apply retro through extent of SOL

iv. §7805(b)(8): assumes will be retro to all available years

1. in Auto Club, Sect’y could have applied in 1945 and in future

f. Ct’s standard of review of Service’s decision under §7805 is abuse of discretion

i. abuse of discretion: did TP rely on the rulings?

ii. 5 factors:

1. no change in applicable law

2. no change in material facts

3. detrimental reliance

4. missed

5. missed

g. what would cause IRS to change a Ruling?

i. Michigan: mistake of law

ii. Service does not have ability to apply wrong law

1. thus, must change retro, if caught in time

iii. TP does not have right to rely on erroneous interpretation of the law

h. as long as applied to all automobile clubs indiscriminately

i. abuse of discretion standard will allow application of Ruling

ii. Bookwalter and IBM: application of PLR to some TPs but not others

iii. when IRS determined PLRs were erroneous, changes prospectively

1. did not change retro, giving certain TPs a windfall

iv. Court: not fair to have disparate treatment among similarly-situated TPs

i. why did the Bookwalter result differ from IBM?

i. TPs in Bookwalter that did not get the Ruling, did not seek the Ruling, but IBM did

ii. may take time for competitors to learn of favorable PLRs

1. not as concerned with people in other cities, just people in same city

iii. IBM was very aggressive about pursuing the same position as Remington

j. if two TPs have same ruling, with one revoked retro and one prospectively

i. this would clearly be an abuse of discretion under §7805(b)

ii. PLRs have no precedential value

iii. might want to draw line for TPs who apply for PLRs and don’t get it, but competitors do

iv. but still goes at the integrity of the system

k. Acquiescences: Service can change mind (falls under “ruling” for §7805)

l. Post-return period:

i. before period: ability to rely on Service’s position

ii. ability to come to understanding you can rely on ( settlement

iii. various kinds of settlements (how can TP and IRS rely on as binding)

1. formal settlements

2. informal settlements

m. Formal settlements

i. §7121 closing agreements

ii. §7122 compromise

1. difference is compromise is limited to collection situations

iii. times when settlement is important: estate distributions, bankruptcy, corp distribs

1. TP will want finality on tax liability

2. not a matter of strategy, but practical need

n. §7121: involves issues as well as bottom-line numbers

i. Botany Worsted Mills: TP can make binding contract with Service under §7121

1. and unless done this way, there is no way to bind gov’t with finality

2. law of contracts applies (i.e. mutual consideration, fraud)

ii. what if law changes?  cannot alter a §7121 agreement

1. no matter which way the law cuts

iii. what if no §7121 closing agreement?

1. how often will IRS enter a closing agreement?  only when absolutely necessary

2. requires a high-level of review, and cannot be made available for everyone

3. instead use the 870AD, but is it binding?

o. Hypo facts: 1990 $4,000 deficiency, 1991 $3,000 deficiency

i. 870AD entered on 6/1/93, for 1990 and 1991, and $3,000 assessed and paid on 1/2/94

ii. TP files CR on 7/1/94 for $3,000 plus interest

iii. both sides agreed to settlement, memorialized in 870AD

1. 870AD waived restriction on assessment

2. Q: finality of settlement via 870AD

iv. the claim for refund is for 1991, and TP is correct

v. SOL for 1990 has run, but not for 1991

vi. options: allow CR or enforce 870AD

p. Botany: 870AD is not a closing agreement (§7121)

i. not a formal agreement

ii. only way to bind Service is the way Congress has allowed

iii. but, under contract theory it should be enforceable

1. but, common law contracts doesn’t apply here

2. policy: Congress is protecting IRS via §71121 ( TP cannot bind IRS without formalities

q. what is the CR above was filed on 4/1/94, instead of 7/1/94?

i. Service could send 90DL for 1990, regardless of 870AD

r. #1: apply estoppel: disallow TP’s suit based on equity

i. quasi-contract: detrimental reliance

ii. representation made by TP: will not file claim for refund (Stair)

s. #2: if single issue settlement in single taxable year (i.e. Stair), then gov’t is not precluded from asserting a deficiency when TP files CR

i. thus, no reliance to the detriment of gov’t if both issues occurred in the same year

ii. Stair: “I will not file a claim” = false misrepresentation

iii. what if settlement above was for the $4,000 in TY 1?

1. offset theory: Lewis
2. can apply asserted deficiency against amount claimed for refund

t. #3: if 870AD was not signed until 6/1/94 and assessment occurred on 1/2/95

i. no detrimental reliance by IRS, because SOL had already run on 1990 amounts

ii. thus, Botany: claim for refund of 1991 would be allowed

1. Service could not pursue 1990 in the first place

iii. again, the 870AD not enforced under contract, but under quasi-contract

u. #4: if both issues in 1991, but assessment not made until 6/1/95 (870AD signed 6/1/94)

i. assessment has occurred after SOL has run

ii. §6401: statutory overpayment- where amount assessed after SOL

1. TP would be entitled to refund

iii. should CR for 1991 be allowed? yes

1. gov’t doesn’t deserve equity, since it created its own detriment

2. not a result of TP’s actions

iv. Lewis v. Reynolds: should not stop claim for overpayment

1. passage of SOL under these facts should preclude set-off

v. summary: 870ADs are used very often

1. estoppel theory protects the gov’t enough

VI. Transactional Issues

a. many issues are a result of annual accounting periods

b. accounting doctrines: Arrowsmith: can flavor an item in one year based on how flavored in previous year

i. tax benefit rule: what happens in year 1 affects year 4

ii. claim of right doctrine

iii. change of accounting method: has implications in past and future

c. re procedure --- some transactions touch multiple years

i. equitable recoupment: offsets items in one year against another, when SOL is an issue re prior year

ii. consistency cases: i.e. Alamo National Bank (coke franchise), where TP acts on basis established in prior year’s return

d. Lewis v. Reynolds: setting-off one item against another barred by SOL

i. Service cannot pursue correct amount of tax because SOL has run (on assessment)

1. but SOL on refund had not run, so TP seeks refund on state taxes

ii. Q: did TP overpay taxes in paying $108.50, when correct tax was actually $110.50?

1. no, because no overpayment, so no refund

2. gov’t can offset overpayment to recover correct amount of tax

3. why can SOL be avoided: same taxable year
a. allowed under strict interpretation of “overpayment”

e. Stone v. White: trust and beneficiary both claim 0 tax on income

i. deficiency: trust pays but really owed by beneficiary

ii. trust viewed as pass-through entity to TP

iii. SOL had run on claim against beneficiary

1. only way to get correct tax is to refund trust and assert deficiency against bene

2. not possible, and if CR is allowed, 0 tax will be paid (i.e. unjust enrichment)

iv. §6514(b): any credit against liability will be void if overpayment

1. thus, credit against beneficiary liability is barred b/c would be statutory overpmt

2. cannot credit valid overpayment against barred liability

3. thus, equitable considerations apply

v. if both TP are treated as a single entity, Lewis will apply, since same taxable year

1. beneficiary is bearing the ultimate burden, since same person will receive income under the trust

vi. neither Lewis nor Stone allow a direct violation of SOL

1. first, must have overpayments

2. then, apply overpayment against credit/liability

f. McEachern v. Rose: involves multiple tax years

i. TP reported potion of income each year, and should have reported all in first year

ii. correct amount of tax was less than amount actually paid over 4 years

iii. §6514(a): can’t credit good liability against barred overpayment

1. gov’t argues equitable recoupment

2. holding of Stone doesn’t apply to multiple tax years

3. gov’t had opportunity to find deficiency for year 1

4. offset here would be equitable, but §6514 mandates otherwise

iv. policy: SOL is a solid doctrine, and cannot be disregarded in the face of equitable considerations

v. this case limits the scope of equitable recoupment

g. Electric Storage Battery: resurrection of claim under equity can be a menace to the SOL rule

i. restraint on TP

ii. 1919 through 1926: excise taxes paid incorrectly

iii. 1935: refund of taxes paid from 1922-1926

1. because of deduction, treated as income in 1935 (tax benefit rule)

iv. TP then wants to offset the 1935 income using other taxes erroneously overpaid 1919-21

1. here: valid liability, barred refund (SOL had run for 1919 – 1921)

2. this is weaker than McEachern: presence of unjust enrichment

3. and McEachern was a single transaction (here just similar transactions)

v. thus, policy of SOL is too strong to be violated here (equitable recoupment denied)

h. competing policies/goals

i. SOL: seeks finality/closure

ii. unjust enrichment: just b/c of SOL, one side gets windfall

i. RR 71-56: estates pay both estate tax and income tax

i. death in 2003: estate tax return filed after 2003

ii. but there are years prior to death under SOL where IRS could assert deficiencies

iii. if deficient, then will reduce amount subject to estate tax upon death

Estate Tax                  Income Tax
Reported:
    more           (             less

Correct:            less             (            more        
      overpayment
        underpayment

iv. if income tax had been correctly paid, would reduce estate tax

j. Issues re: availability of recoupment remedy

i. when there is a single item that affects multiple taxes

1. must have a connect (not present in Electric Storage)

ii. ask Q: what would have happened had extra taxes been paid?

iii. can soften SOL policy to prevent unjust enrichment in this case

1. i.e. when one tax will offset another

iv. had TP filed a protective claim for refund, would make equitable recoupment unnecessary

v. when can TP make claim for recoupment? during the deficiency SOL

vi. who make claim to?  Service (not the court right away)

1. i.e. if deficiency is 7 yrs old and based on fraud, TP can still assert recoupment

2. TP can’t assert recoupment in TC (lacks equitable jx)- this Ruling is 30 yrs old

k. Estate of Branson: TC had incidental equity jx in a limited context

i. must be in court on an otherwise independent legitimate claim w/ TC jx

ii. thus, TC can decide the entire claim, including recoupment issues

l. Bull v. US is frequently cited for proposition: “recoupment is never barred by SOL so long as the main action is timely”

i. focus on basis for jx in DC in claim for refund

ii. so long as claim is timely and recoupment is sufficiently connected, ct can hear the claim

iii. in RR 71-56: the correlative relationship suffices

m. Wilmington Trust: TP seeks timely refund, gov’t seeks recoupment for deficiency barred by SOL

Estate

Income

Reported
less

more



Correct

more

less

i. court did not permit recoupment b/c not connected

ii. but the level of connection is the issue, and here it was connected

1. increase in income reduced eventual size of estate

2. but the refund on timber deductions only had an incidental effect on the income change in the estate

iii. thus, although “connected”, they were different transactions

1. but this case is probably decided wrongly --- the timber deduction allowance had a direct impact on both estate and timber business

n. Dalm: TP received payments from estate (two pmts: some a gift, some a fee)

Gift

Income

Reported
income   (          0


Correct

   0
   (
income


        overpayment     deficiency

i. what happened

1. TP challenged deficiency in TC

2. TP settles with Service, with entry of decision in TC

a. could TP then sue for refund?  no, res judicata (§6514)

b. recoupment must be raised as a defense in another action that is timely and properly in court

c. and must show recoupment is connected to the main action

o. Bennet v. Helvering: compensation income received and (assumed) innocently did not report

i. stock later becomes worthless and TP deducts the high basis

Acquisition Year

Disposition Year

Reported


0


     FMV- A/B

Correct

  FMV- income
            FMV- deduction

ii. here, there is an obvious inconsistency (other cases are consistent)

1. TP will profit because reported basis should be 0, but TP deducts $

2. Service wants disposition deduction to be 0, but TP wins

a. Service is claiming estoppel, since TP took an earlier position

iii. Court (Hand): TP should not be deprived of protection because of innocent mistake

1. TP has no clear duty of consistency

2. Service had time to deal with the inclusion of stock as income

iv. Now: Service may have a remedy under §1311 (discussed later)

v. in Alamo (5th Cir): opposite result

1. TP claims low basis in earlier year, but later claims higher basis upon disposition based on erroneous calculation

2. Ct imposes a duty of consistency, since TP refused to allow a reassessment of the earlier transaction

3. TP was estopped from taking an inconsistent position w/r/t asserted basis

4. Rule: the position of the TP is frozen in time

vi. in Gooch: the connection couldn’t be clearer (opening and closing inventories)

1. as reported, there is no inconsistency

2. once the Service asserts deficiency for later year, there is an inconsistent position w/r/t the prior year

3. Branson: recoupment is available so long as main action is timely

a. this clearly distinguishes Gooch
4. how to distinguish Branson from Gooch:

a. if single year, not a violation of §6514(a)

b. but by crediting a refund claim against a barred year, is §6514 violated?

vii. in McEachern: says SOL policy trumps unjust enrichment rationale

1. this whole issue may be moot now in light of §1311

viii. in Bennet v. Helvering: the unreported worthless stock case

1. procedural blunder to avoid?  what should TP not do?

2. Go to Refund court and pay tax (bad idea)

a. apply Bull test: if timely action, recoupment is allowed as a defense

b. don’t allow gov’t to provide recoupment to a claim to recover taxes paid

3. thus, GO to Deficiency court!

p. §1311: statutory mitigation from SOL

i. §1311(a): if a “determination” under §1312 (circumstance of adjustment)

1. error shall be corrected regardless of SOL

2. if on date of determination, correction is prevented by a rule of law (SOL)

3. correction: made by adjustment under §1314

4. “determination”: something official (§1313)

ii. Gooch: if IRS had left 1936 alone, TP would have had no claim to readjust to 1935 tax

1. TP gets an extra year under SOL to file CR

2. §1314(b): treat as if 1 year left under SOL

iii. §1311(b): where the adjustment of error is by refund, there is adopted by IRS a position inconsistent with erroneous position

1. these rules are mechanical, and somewhat arbitrary

iv. contexts to run into §1311: after the fact, but also as a tax planning strategy

1. let it be inconsistent forever, or challenge

2. in Gooch: TP could bring a claim under §1311 for refund of 1935, within 1 year of the TC decision readjusting 1936

v. §1311(a): requires a “determination”

1. must have a final decision of TC or another tribunal

2. and must fit within one of the 7 circumstances of adjustment

3. §1312(1): double inclusion of an item into income

a. gov’t argument in Gooch: not an item, but way of calculating an item

b. no, the statute is for relief, and would apply

4. §1311 also requires that on the day the TC decision is final, the correction is prevented by any rule of law

a. so if recoupment were available (Lewis), that lesser remedy should be used rather than §1311

b. thus, §1311 will only apply when there are no other options

vi. §1311(b): additional threshold requirement

1. adjustment made only if can be made by refund

vii. §1314: 2 components- procedural and substantive

1. this is a legal, and not equitable, remedy

2. so once the decision is final, having set up the inconsistent position (gov’t wins the case for 1936), TP has 1 year to file a CR

3. if TP fails to file within 1 year, it’s gone and no more equity to save it

viii. making the adjustment

1. ascertain the decrease/increase in tax determined

2. go back to the error year, correct the item (closing inventory), recalculate tax solely from that correction, and determine the difference

3. the adjustment is the difference between old and new tax

4. “solely”: §1314(a), (c): not supposed to make Lewis-type adjustments

5. but must look around a little: adjustment will affect AGI, which could change the floor for deductions, etc.

6. statute talks about the effect of the item, and Regs allow what other computational adjustments are necessary as a result of the basic adjustment

7. statute also says a similar computation should be made for any other tax year affected, so adjust for other years as well

ix. the person with control is the person who makes the first move to correct the mistake

1. so must think of the consequences

2. if gov’t goes after 1936, and so 1935 is adjusted, gov’t is not free to look for other Lewis problems to offset the 1935 adjustment

x. Requirements: §1.1314(c)-1(e)

1. determination, circumstance of adjustment, inconsistent position, properly filing the claim, and then determining the amount of the adjustment

xi. Application: look at §1311

1. need a final determination of the TC

2. §1312: is there a circumstance of adjustment?  consider whether something affects gross income or basis, or both

a. any transaction for which basis depends, apply §1312(7)

3. if gov’t, will have 1 year from determination to begin with 90DL process

xii. Strategy: once gov’t challenges, can avoid the determination by agreeing to pay with IRS asks for, without letting it go to court

1. the benefit was the audit lottery

2. conceding and avoiding §1311 is sometimes the best option

3. look at the economics of the situation

xiii. Circumstance of Adjustment

1. usually the bottom line for getting into adjustment territory

2. are we talking about income or basis?

3. if TP reports gross income as FMV originally, and then 0 later on, gov’t will argue should have reported FMV later on as well

a. §1311(b)(2)(A) will apply, dispensing with the inconsistent position req’t

b. if both years were open, and gov’t picks the wrong year, can later open up the other year that should have been chosen in the first place

4. §1311 turns on whether TP maintains an inconsistent position

a. this is a SOL problem, and gov’t shouldn’t be able to circumvent the SOL

b. TP could be forced into an inconsistency with any year

xiv. if the year was already closed, the gov’t will lose

1. so long as TP does not challenge with a claim for Refund

2. that will result in trouble

3. statute turns on how TP tries to defeat the IRS’s spurious claim

4. if in TC, better off

xv. First National Bank: contains policies/history of §1311

1. potion of liquidation distribution reserved pending litigation

2. TPs did not report actual amount received, but full amount including contingencies

3. and ended up getting most of the reserved amount back

4. this resulted in a double-inclusion of income

xvi. §1313 contemplates error w/r/t one TP affecting another TP (must be related)

1. if TPs are related, can go forward with mitigation

2. but not enough to have decedent-estate relationship

3. must occur in same tax year

a. and cannot have TP and TP’s estate in same year, since TP must be dead

b. so Court gets flexible and does not read §1311 literally

xvii. requirements

1. if circumstance of adjustment

2. if have inconsistent positions

3. if passed related TP test

xviii. then TP has 1 year to seek adjustment

xix. Ct: focus on correct result --- goal of Congress under §1311 is to have tax paid as if error had never been made in the first place

1. although §1314(c) eliminates set-off situations, there are situations when set-off is necessary

VII. Penalties

a. why do we have penalties?

i. interest factor- deemed borrowing from gov’t

ii. encourage compliance- deterrence of negligence/fraud

iii. cost of investigation (especially in criminal)

b. criminal provisions: §§7201, 7203, 7206

i. §7201: felony for willful attempt to evade

1. fined and eligible for prison up to 5 years

ii. §7203: misdemeanor for will failure to pay tax

1. fine: $25,000

iii. §7206: false and fraudulent statements: very broad

iv. §6531: SOL is 6 yrs for criminal prosecutions

c. Civil Penalties

i. §6601(e): interest is collected in same manner as taxes

1. see §6665(a)

ii. when can IRS assess interest and penalties on a deficiency?

1. §6601: treated same as taxes

iii. §6665(b): deficiency procedures may be necessary w/r/t penalties

1. for deficiency: must send 90DL

iv. once TC decision s final, interest and penalties are treated differently

1. do not have interest until debt/liability

2. there is no separate procedure for interest, b/c directly related to the deficiency

v. §6665(a): treat penalties as tax, and

1. §6665(b): for purposes of deficiencies procedures – not needed unless §6651

2. thus, penalties also need a 90DL

3. cannot assess penalty after 3-yr SOL has run

vi. re procedure: must assess penalties through deficiency procedure

1. §6601(e)(2): can have interest on penalties

2. general rule: only from Notice & Demand (+ 21 day rule)

3. (e)(2)(B): add’l kicker

vii. penalty begins on date return is required to be filed

1. deficiency

2. interest

3. penalty

4. interest on penalty (this all really adds up)

d. §6665: failure to file penalty

i. based on not filing on time (w/ regard to extension)

ii. there are separate obligations to file return and pay tax

e. approaching a penalty examination

i. what is the penalty base?  rate?

1. rate = 5% per month up to 25%

2. base = amount required to be shown on return

a. 2 possibilities:

i. file correct return late

1. need a 90DL? not needed if no deficiency (§6665(b))

ii. file incorrect return

ii. if TP shows correct tax on return but does not pay, does IRS need to send 90DL?  no

1. can be immediately assessed – just send notice & demand

f. Forgey: was the failure to file penalty based on deficiency?

i. no, deficiency was cured by payment

ii. TC did not have jx

iii. Q: did TP have reasonable cause not to file?

1. if TP does not file accurately (and late)

2. portion of §6651 penalty will be related to deficiency, and IRS must send 90DL

iv. IRS cannot assess deficiency or penalty based on deficiency without 90DL

v. in Forgey, TP should have paid tax and pursued in refund forum

g. §6651: delinquency penalties

i. issue is not accuracy, as much as it is timeliness

1. purpose: encourage compliance with the rules

ii. penalties: most serious is failure to file (only 5 months until hits 25%)

1. Service needs a return to do its job

h. Caribac: return with all 0s is not filing a return

i. must constitute a return within meaning of the Code

ii. §6651(b)(1): mitigation – tax required to reduced by any tax paid or credit before date prescribed for payment

iii. what if TP fails to file, but is fully paid (i.e. estimated taxes)?  no penalty

1. the base is 0

iv. if fully pays with return but late: may still have penalty

i. §6651(a)(1) ( (f) increases amounts to 15% per month, up to total of 75%

i. if fraud is determined before TP files (can have overlap)

j. §6651(a)(2), (3): focus on the base of the penalty

i. (a)(2): failure to pay the amount shown as tax on return

1. not an accuracy-related penalty (uncommon)

2. amount shown on return is not a deficiency

ii. (a)(3): failure to pay upon Notice & Demand (w/in 21 days)

1. only after deficiency is assessed

2. very specific

iii. both failure to pay penalties are limited in scope: not accuracy-related

k. Reasonable cause exception

i. penalty is excused if due to reasonable cause and not willful neglect

ii. §6664(e): excuse for accuracy-related penalties

iii. TP exercised “ordinary business care” and prudence in failure to file tax

iv. degree to which TP can rely on professional advice:

v. Boyle: Sup Ct: not permitted to avoid penalty by relying on attorney re filing deadline

1. TP was executor of estate, businessman

vi. what degree are lay people expected to comply with the rules?

1. look to facts/circumstances of TP

2. there are certain responsibilities that cannot be delegated

3. can rely: “is this deductible?”

4. cannot: “when is the return due?” – answer is not unclear/ambiguous

l. Accuracy-related Penalties

i. prior to 1982: law only contained penalty for negligence and fraud

ii. 1982: substantial understatement penalty: based on tax shelter problem

1. something like a no-fault approach

2. later, added additional penalties (i.e. §6662)

m. what is negligence?

i. §6662(c): failure to make reasonable attempt to comply

1. Regs: failure to exercise ordinary and reasonable care in preparation of tax return

2. thus, failure to be accurate is not excusable

ii. §1.6662-3(b): return position with reasonable basis is not attributable to negligence

iii. real problem: intentional aggressive positions on returns

1. not careless (i.e. bookkeeping, accounting), but seems closer to fraud

n. Nelon: finds no fraud ( negligence

i. but if intention to evade taxes by being aggressive: grey area

ii. TP knows what they’re doing (conscious)

iii. Q: what is “reasonable basis”?

1. related problem: most TPs are not tax lawyers, but are relying on an opinion

iv. Q: what is the reasoning process of the expert?

o. without §6662, promoters could rely on reasonable advice of lawyers/accountants and avoid negligence penalties (but not with the §6662 substantial understatement provision)

p. Revisit to Accuracy-related penalties (negligence)

i. issue is not deficiency, but penalty for accuracy

ii. Congress feels its necessary to look beyond the TP and focus on all parties to transaction

1. although the TP is the person ultimately responsible

iii. negligence doesn’t include any position with a “reasonable basis”


1. this is a defense to negligence (difficult to establish)

2. must be more than frivolous/colorful: not there is a hierarchy

q. Wright: found TP used reasonable care (thus, not negligent)

i. now, must be reasonable cause in good faith

ii. problem would be that TP could always rely on tax advisors and avoid negligence

iii. with the “audit lottery”, TPs are encouraged to take risky positions

r. penalty for disregarding the rules and regulations: different than negligence

i. includes careless, reckless, or intentional conduct

ii. so the evolution to the Substantial Understatement Penalty

s. §6662(d): understatement exceeds greater of: 10% of tax required to be shown on return or $5000

i. so if $100,000 required as tax, must understate by $10,000

ii. if $25,000 tax, must understate by $5,000

iii. but the penalty is not no-fault: escape hatched

iv. §6662(d)(2): understatement reduced by:


1. substantial authority

2. adequate disclosure in return and reasonable basis

v. definition of “substantial authority”: §1.6662-4 hierarchy

1. more likely than not: greater than 50% of authority is on your side (>50% chance of success)

2. substantial authority

3. reasonable basis

vi. “substantial authority”: does not, in the mind of TP, have to be a winning position

1. must do more than simply rely on attorney, but not nearly as scrutinous so to impose penalties

vii. “reasonable basis”: must be disclosed so IRS has easier time making determination, and reducing the odds of winning the audit lottery

1. but disclosure may not really give an advantage to the IRS

t. §6111: gets after the other players (attorney, accountant, broker, etc.)

i. does the lawyer have an independent obligation not to cause TP positions that are inaccurate and do not satisfy the reasonable basis standard?

1. there are minimum ethical standards, but not a whole lot

ii. Q: does Service have any independent power to regulate attorneys?

1. yes: “circular 230”

2. more rigorous on professionals who practice before the Service

u. American Jobs Creation Act of 2004
i. modification of §6662(d)

1. addition of new penalty: reportable transactions under §6662A

2. old §6662(d): vague standard of “tax shelter”

a. “avoidance or evasion”: too subjective

b. now: reportable transaction: objective

ii. when compared to substantial understatement penalty:

1. calculated by comparing with tax differential w/ highest marginal tax rate

2. rate of penalty: 20% and goes up to 30%

a. must satisfy at least disclosure requirement or 30%

b. this raises risks to TPs engaging in shelters

3. special definition of “reasonable cause”: strengthened

a. must have substantial authority and reasonable belief

b. TP cannot claim reasonable belief that more likely than not by relying on certain listed opinions

c. if tax advisor is not the right type: who is material advisor and participates in organization of transaction

i. or if related, compensated, etc.

d. advisor cannot have a stake in the transaction (must be independent)

4. also, certain opinions are disqualified

a. law firm must investigate the facts of the transaction

b. thus, the roles of all players are enhanced

iii. if TP understates in a non-reportable transaction and reportable transaction in the same yr

1. before, everything was under §6662(d), and might cause doubling-up

2. now: judge whether non-reportable transaction is substantial by including amount in reportable transaction understatement, but do not penalize twice

a. this will probably result in both transactions to be understated

iv. other components:

1. reportable transaction concept

a. tax-shelter status is irrelevant, so long as identified by Congress

b. §1.6011-4(b) defines reportable transactions

2. listed transactions: specifically identified as having tax avoidance purposes

a. and if similar to a listed, will also qualify

b. includes: confidential transactions, related parties, contractual protection, loss transactions, significant book-tax difference, and brief asset holding period (45 days)

v. §6111: registration of tax shelters

1. “material advisor”: very broad

a. probably will include most: attorney, broker, promoter, accountant, etc.

b. obligation to make return with Secretary of potential shelters

2. §6707: penalty for advisor to fail to file

a. $50,000, unless listed than $200,000 or 50% of value

vi. §1.6011-4/§6707A: TP who fails to include in return this info is also subject to penalty

1. must report shelters

2. gives Service ability to match and circumvent audit lottery odds

vii. §6112: obligation of material advisor to keep lists of advisees

1. §6708: penalty provision

v. Fraud Penalty

i. Nelon: discusses difference between negligence and fraud

ii. “fraud”: TP intended to avoid taxes known to be due, with conduct intended to conceal, mislead, or otherwise prevent collection of taxes

1. here, TP operated with case, no books, no returns, failure to cooperate with IRS

2. but still didn’t have intent to evade and conceal

3. if TP honestly believes not liable for taxes: very difficult burden

a. i.e. tax protestor is typically not subject to fraud

iii. thus, in most shelters: probably not fraud

1. as position is more and more frivolous, approaches fraud

2. must have intention to violate a known legal duty

3. this is usually easily identifiable

