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The objective of the Low Income Taxpayer Practice Newsletter is to provide low income tax practitioners useful information about basic tax procedure and current tax practice issues.  

The Commissioner’s Determination

The objective of an income tax audit is to allow the IRS to determine whether the taxpayer has self-reported the correct amount of tax due.  Congress has provided the IRS with various tools to test the taxpayer’s return, including the right to examine the taxpayer’s books and records and the right to summons witnesses and records.   I.R.C. § § 7602, 7603.  Subject to various exceptions, Congress has given the IRS three years to complete the audit and to make an assessment.  I.R.C. § 6501.   When the audit is completed, if the revenue agent determines there is an underreported tax, this amount constitutes the Commissioner’s determination of a deficiency.  I.R.C. § 6211(a).   If the Commissioner determines there is a deficiency in income, estate, gift and certain excise taxes, the IRS must mail a notice of deficiency to the taxpayer before proceeding to assess and collect the tax.  The notice of deficiency allows the taxpayer to petition the Tax Court for a review of the Commissioner’s determination.  

A.  Statutory basis of a deficiency.   Deficiency is a term of art.  Section 6211(a)(1) defines a deficiency as the amount by which the income, gift or estate tax exceeds the amount reported on the taxpayer’s return and the amount of tax previously assessed less any rebates.    

The statutory language can be simplified as follows:

Deficiency = correct tax – (tax on return + prior assessments – rebates)

An example of a prior assessment occurs when a taxpayer agrees to a partial amount of tax due during an audit and that amount is assessed.  Also, a payment of tax can be assessed.  I.R.C. § 6213.   Rebates are seldom encountered in deficiency determinations.  

B.  A Deficiency is not an Assessment.  It is important to understand what a deficiency is and what it is not.  A deficiency is a statutory determination; it is not an assessment.  An assessment is the recording of a tax liability on the books and records of the IRS.  An assessment gives rise to a tax lien.  I.R.C. § 6203.   A deficiency cannot form the legal basis of collection; whereas, following an assessment, notice and demand, the IRS can take collection action.  

C.  Timing of Determination.  The existence of a deficiency is determined not when a return is filed, but on the date that the IRS issues a notice of deficiency.  Whether a deficiency exists involves a comparison of the amount reported on the return, the Commissioner’s determination of the correct tax and an accounting for prior assessments and rebates.  While the amount reported on the return is static, the other three components can and often do change during an audit.  For example, the IRS might initially disallow the taxpayer’s filing status and two exemptions.  Later, but prior to the issuance of the notice of deficiency, the IRS might alter its determination and allow the filing status and one exemption.   Then the IRS would issue the notice of deficiency for a lesser amount.  Thus, the critical issue is whether there is a deficiency on the date the IRS issues a notice of deficiency.  

D.  Payment of the Tax.  Our tax system is based upon self-reporting.  A tax disclosed on an original return or amended return can be summarily assessed and collected by the IRS.  I.R.C. § 6201(a)(1).  In addition, an amount paid as a tax may be assessed at any time.  I.R.C. § 6213(b)(4).  A reported tax is not subject to the deficiency procedures and generally there is not right to contest a reported tax in Tax Court.  Here care must be taken.  Payment of the tax before the notice of deficiency is issued may result in no deficiency, because the tax can be assessed.  See Practice Idea below.  Note, however, that payment of a tax after the notice of deficiency has been issued does not deprive the Tax Court of jurisdiction.  I.R.C. § 6213(b)(4).  

E.  Tax Court Jurisdiction.  The Commissioner’s deficiency determination is the key to Tax Court jurisdiction. 
   Whether the amount of tax due determined by the Commissioner is a deficiency or not has different legal consequences.  If the Commissioner determines there is a deficiency in tax, the IRS must mail a notice of deficiency to the taxpayer before proceeding to assess and collect the tax.  In addition, section 6212 prohibits the IRS from making an  assessment of the deficiency 1) until 90 days after the mailing of a notice of deficiency to the taxpayer or 2) if the taxpayer files a petition with the Tax Court for a redetermination of the deficiency, until the Tax Court’s decision is final.  I.R.C. §§ 6212(a),  6213(a).  The notice of deficiency gives the taxpayer the statutory right to petition the Tax Court for a redetermination of the deficiency.  

If the taxpayer disputes the Commissioner’s determination during an audit, but no deficiency exists, then the taxpayer cannot go to Tax Court.  For example, assume the IRS begins an audit and disallows business expenses causing a deficiency in tax.  But, before the audit ends, the taxpayer claims additional charitable contributions, which reduce the tax due from the audit to zero.  In this case, there is no deficiency in tax and the taxpayer cannot dispute the disallowance of the business expenses in Tax Court.  To challenge the disputed business expenses issue, the taxpayer must file a claim for refund and then file a refund suit.  

Practice Idea.    Protecting Your Client’s Right to go to Tax Court.  The statutory right to petition the Tax Court depends on the Commissioner’s determination of a deficiency. Because the deficiency determination is computational, certain events can cause a deficiency to disappear before the notice of deficiency is issued.   If the representative intends to challenge the determination, care must be taken not to unintentionally eliminate the deficiency.  If the taxpayer makes full payment of the amount of the proposed deficiency before a notice of deficiency is issued
, the IRS has authority to assess the tax and no deficiency will exist.  A different situation arises when the taxpayer and the IRS reach an agreement regarding a tax due during the audit.  If the taxpayer signs the standard settlement document, the taxpayer waives his or her right to be mailed a notice of deficiency.
  In these examples, the deficiency has been eliminated either by payment of the tax or by the taxpayer’s agreement, and the IRS will not issue a notice of deficiency.  Accordingly, if the representative needs to challenge the Commissioner’s determination in Tax Court, it is important not to take an action that eliminates the entire deficiency.

Great Ideas.  We know there are great ideas out there.  If you found a form, a revenue procedure, or even a phone number that worked well for you or saved you time, email the idea to us.  We will try to include it in the newsletter and we will give you credit.  

Announcement.  At the NALDA national conference in Milwaukee, LITC clinics and other tax advocates will hold an “affinity group” meeting on Saturday morning.  The exact time will be announced soon.
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� The notice of deficiency has been the traditional jurisdictional “ticket to the Tax Court”.  As a result of  The Taxpayer Bill of Rights and The IRS Restructuring Act of 1998, taxpayers can now seek review of certain matters following a Collection Due Process determination letter, a disallowance of innocent spouse relief under § 6015, and after a notice of determination of worker classification under § 7436.  


� An advance payment of tax or a payment designated a cash bond can be made to stop the running of interest.   See Rev. Proc. 84-58.  Care must be taken to follow the revenue procedure or the payment may eliminate the deficiency.  


� Form 870, Waiver of Restrictions on Assessment and Collection of Deficiency in Tax and Acceptance of  Overassessment, is the standard form the IRS uses when a settlement is reached during the audit.  When a taxpayer signs this document, the taxpayer waives the right to be issued a notice of deficiency.





