


A PROPOSED DETERENT TO INTERNAL REVENUE SERVICE FRAUDS AND SWINDLES RELATED TO IRS'S INTERPRETATION OF SECTIONS 56(b)(1)(D) AND 111(a) OF THE INTERNAL REVENUE CODE 

In these comments I will often refer to the tax treatment of state income tax refunds because they are ubiquitous and universally applicable to the issues that I am addressing.  My comments can also apply to other tax refunds under section 56(b)(1)(D) and other tax refunds and other itemized deduction recoveries under section 111(a) of the Internal Revenue Code since they can be subjected to the same tax treatment as state income tax refunds. 
  
The Internal Revenue Service’s Fraudulent Treatment of Tax Refunds 
When the AMT Is Paid In Tax Overpayment and/or Refund Years

Since 1988, refunds of state income tax overpayments that provided a tax benefit in a prior year when only the regular tax was paid have been excluded from alternative minimum taxable income by the instruction currently on Line 8 of Form 6251 (2008) even though this exclusion is inconsistent with the language in the section 56(b)(1)(D) of the Internal Revenue Code and “common sense”.  As a consequence, neither the income used for these tax overpayments nor the subsequent refunds of the overpayments have been taxed directly when the alternative minimum tax is paid in the refund year.  If the sequence is reversed so that the AMT is paid in the year the state income tax is overpaid and the regular tax is paid in the refund year, both the income used for the overpayment and the refund will be taxed directly if there was a limited long-term capital gains rate based tax benefit from the tax overpayment in the year the AMT was paid. 

The loss in tax revenue that results from the bollixed instruction currently on line 8 of Form 6251 has approached one billion dollars annually in recent years.  Estimated tax loss is based on data from IRS’s SOI Tax Stats. Please note that this estimate does not include refunds of tax overpayments that are legitimately excluded from alternative minimum taxable income because: (1) the tax deductions provided no tax benefit in the prior year when the AMT was paid and are excluded from gross income by section 111(a); or (2) because the deduction of the tax overpayments only provided a limited long-term capital gains rate based tax benefit in the a prior year when the AMT was paid and are included in gross income per the instructions in IRS Publication 525 but then appropriately excluded from alternative minimum taxable income by the instruction on line 8 of Form 6251. 

Current IRS instructions provide that the limited long-term capital gains rate based tax benefit resulting from a tax overpayment in a year the AMT was paid will be offset by the tax refund to the extent that it reduces the portion of capital gains taxed at the lower long-term capital gains tax rate and increases the portion taxed at the higher rate in a subsequent year when the AMT is paid.  See instructions in IRS Publication 525 and page 2 of Form 6251.  Thus, a refund that provided the limited long-term capital gains rate based tax benefit is appropriately excluded from alternative minimum taxable income but the refund can appropriately, at least potentially, increase the capital gains portion of the AMT.  

Here is an example of an specious argument related to section 56(b)(1)(D) of the Internal Revenue Code by IRS Respondent (Stephen J. Toomey) in a letter dated June 27, 1996:

  As stated in prior correspondence we disagree with your assertion that recoveries of taxes described in paragraphs (1), (2), or (3) of section 164(a) should only be excluded from gross income in computing AMTI to the extent deduction of the taxes did not reduce the taxpayer's income tax liability. Under your interpretation section 56(b)(1)(D) would be unnecessary; it would only apply to exclude items from gross income when such items are already excluded from gross income under section 111.

  When the letter containing the above argument was published in 1999 (Tax Notes Today, MARCH 18, 1999  (CITE: 1999 TNT 52-53.)) the argument was false as a result of the two-tier capital gains rate scheme introduced in 1997.  Mr. Toomey ‘s remaining arguments related to section 56(b)(1)(D) became transparently absurd when the argument cited above was invalidated by the introduction of the two tier long-term capital gains rate scheme in 1997.

Question

How would the instruction for line 8 on Form 6251 (2008) change if section 56(b)(1)(D) of the Internal Revenue Code were amended to read as follows?  (NOTE:  TO BE CLEAR, I AM NOT SUGGESTING IN ANY WAY THAT SECTION 56(B)(1)(D) BE AMENDED.  I AM SIMPLY ASKING A QUESTION)

(D) Treatment of certain recoveries 
(i)  No recovery of any tax to which paragraphs (1), (2), or (3) of section 164(a) applied shall be included in gross income for purposes of determining alternative minimum taxable income. 
(ii) Clause (i) shall not apply to any amount allowable in computing adjusted gross income.

Since 1987 sections 56(b)(1)(A)(ii) and 56(b)(1)(D) have provided:
b)   Adjustments applicable to individuals 
In determining the amount of the alternative minimum taxable income of any taxpayer (other than a corporation), the following treatment shall apply (in lieu of the treatment applicable for purposes of computing the regular tax): 
(1)   Limitation on deductions 
(A)   In general 
No deduction shall be allowed – 
 (ii)   for any taxes described in paragraph (1), (2), or (3) of section 164(a) . Clause (ii) shall not apply to any amount allowable in computing adjusted gross income.   
(D)   Treatment of certain recoveries 
No recovery of any tax to which subparagraph (A)(ii) applied shall be included in gross income for purposes of determining alternative minimum taxable income.
Section 164(a)(1-3) of the Internal Revenue Code provides,
[bookmark: _a_](a)   General rule 
Except as otherwise provided in this section, the following taxes shall be allowed as a deduction for the taxable year within which paid or accrued: 
[bookmark: _a__1_](1)   State and local, and foreign, real property taxes. 
[bookmark: _a__2_](2)   State and local personal property taxes. 
[bookmark: _a__3_](3)   State and local, and foreign, income, war profits, and excess profits taxes. 
My answer to the question above is there would be no change. The current IRS instruction on line 8 of Form 6251 makes no distinction between the refund of tax deductions that were allowed when the regular tax was paid and as a consequence produced a “full” tax benefit under section 164(a)(1-3) and the refund of taxes that were allowed under section 111(a) but not allowed as deductions in determining alternative minimum taxable income under 56(b)(1)(A)(ii) and therefore could have only possibly produced a limited long-term capital gains rate based tax benefit by reducing the capital gains portion of the AMT.  

The introduction of the two tier capital gains tax rate in 1997 created another opportunity for IRS to swindle taxpayers.   If the taxpayer received a limited long-term capital gains rate based tax benefit from a tax overpayment included on Schedule A in a year the AMT was paid and then received the refund of the tax overpayment in a year the regular tax was paid, the taxpayer has been double taxed on the income related to the tax overpayment and refund.   First, the income used for the tax overpayment that produced the limited long-term capital gains rate based tax benefit will be taxed at the AMT rate because taxes claimed as itemized deductions on Schedule A are not excluded from alternative minimum taxable income and then the refund of the overpayment will be taxed at the regular tax rate.  This abuse of taxpayers results from the refusal of the Internal Revenue Service to recognize the full scope of section 111(a) of the Internal Revenue Code.  

Summarizing, IRS instructions result in “double or nothing taxation” of certain tax refunds depending on the sequence in which the regular tax and AMT were paid.  By ignoring the full scope of section 111(a) and the limited applicability of section 56(b)(1)(D) of the Internal Revenue, IRS has managed to defraud some taxpayers on one hand and the United States Treasury on the other.   I suppose this is what is meant by “good enough for government work”.

Part 2

IRS’s Fraudulent Treatment of Tax Refunds When There Are AGI or Modified AGI Based 
Phase-outs of Deductions, Exemptions, Exclusions, Eligibilities, and Credits

Since 1984, if a Social Security recipient received a state income tax refund that provided a tax benefit in the prior year, IRS instructions have indicated that the refund must be included in gross income and then included in the calculation of taxable Social Security benefits.  As a consequence, the gross income attributable to a tax refund can currently exceed the amount of the recovery by up to 85 percent.  The taxable income, or tax, in the case of tax credits, attributable to the refund can be further enhanced by including the taxable Social Security benefit and/or the refund in the phase-out of over 25 deductions, exemptions, exclusions, eligibilities, and credits. 
 
The inclusion of state income tax refunds and other itemized deduction recoveries in the AGI and modified AGI phase outs of deductions, exemptions, exclusions, eligibilities and credits violates section 111(a) of the Internal Revenue Code.  EXAMPLE:  Until the threshold for the phase-out of the Hope Education Credit was increased earlier this year (2009) the tax attributable to a $500 state income tax refund in 2008 could have been up to $472 (nominally) for a single parent in the 15 percent tax bracket with two children in the first two years of college when the tax attributable to the refund should have only been $75.   Factor in a possible $369 (nominal) of additional tax attributable to the $500 of income used for the tax overpayment in 2007 being included in the phase-out of the Social Security benefit exclusion and the Hope Educational Credit and the total tax attributable to $500 of real income could have been up to $841.
The 2009 change in the threshold for the Hope Educational Credit eliminated the possibility that an itemized deduction recovery can in the future simultaneously be used to phase-out the Social Security benefit exclusion and the Hope Educational Credit.  However, taxpayers are still being abused by IRS instructions that include itemized deduction recoveries in the phase-out of the Social Security benefit exclusion or the Hope Educational Credit, just not simultaneously.  Washington, you still have a problem!!

In the following specious argument that was in the aforementioned June 27, 1996, letter included in correspondence published in Tax Notes Today , Mr. Toomey claimed that section 111(a) of the Internal Revenue Code does not exclude itemized deduction recoveries from AGI and modified AGI when calculating phase-outs of deductions, exemptions, exclusions, eligibilities, and credits.

Once it has been determined that an amount previously deducted but recovered in a later taxable year resulted in a tax benefit in the year of the deduction, the recovered amount enters into gross income for all purposes for the taxable year of recovery. There is no statutory mechanism to ensure that the tax liability attributable to the recovery equals the tax benefit previously received.
 
  For example, in Alice Phelan Sullivan Corp. v. United States, 381 F.2d 399 (Ct. Cl. 1967) the taxpayer contended that the amount of tax imposed for the taxable year of recovery should be no greater than the tax saved for the taxable year of the deduction. The court disagreed: 

  Since taxpayer in this case did obtain full tax benefit from its earlier deductions, those deductions were properly classified as income upon recoupment and must be taxed as such. This can mean nothing less than the application of that tax rate which is in effect during the year in which the recovered item is recognized as a factor of income. 
The problem with Mr. Toomey’s citing Alice Phelan Sullivan Corp. v. United States in his argument is that the case is unrelated to the issue that I raised.  The recovered item could not have been an itemized deduction since Alice Phelan Sullivan Corp. is a corporation and itemized deductions are only allowed for corporation.  Only “above the line deductions” produce “full” tax benefits.  Further, contrary to what Mr. Toomey may have written, I have never argued that the amount of tax attributable to an itemized deduction recovery must be the same as the reduction in tax attributable to the portion of the deduction that provided the tax benefit in the prior year.  Section 111(a) prohibits the generation of artificial taxable income by including itemized deduction recoveries in the AGI based phase-outs of deductions, exemptions, exclusions, eligibilities or credits.  The tax attributable to an itemized deduction recovery may differ from the tax benefit in the prior year because tax rates can differ from year to year.

Section 111(a) of the Internal Revenue Code provides,
a)   Deductions 
Gross income does not include income attributable to the recovery during the taxable year of any amount deducted in any prior taxable year to the extent such amount did not reduce the amount of tax imposed by this chapter. 

Examining Section 111(a) reveals the following:
· “[t]his chapter” (Chapter 1 of the Internal Revenue Code) includes sections 1 through 1400T.
· Under the provisions in Chapter 1 of the Internal Revenue Code, an itemized deduction cannot reduce taxable income by an amount that exceeds the amount of the deduction.
· The tax imposed by “this chapter” is a function taxable income, capital gains and credits.
· Taxable income is a function of income, and allowable deductions, exemptions, exclusions, and eligibilities as defined in Chapter 1 of the Internal Revenue Code.
· Some deductions and exclusions, exemptions, eligibilities and credits are subject to AGI or modified AGI based phase-outs, thereby increasing taxable income.
· Itemized deductions do not reduce AGI or modified AGI and therefore have no impact on the AGI or MAGI phase-outs of allowable deductions, exemptions, exclusions, eligibilities, and credits. 
· Definition of attributable:  occurring as a consequence
· Definition of extent:  the range over which something extends
· Thus, section 111(a) requires the exclusion of itemized deduction recoveries from AGI and modified AGI used to phase-out deductions, exclusions, exemptions, eligibilities and credits.

Question

Now precisely, in determining taxable Social Security benefits, what is it about the language in section 111(a) of the Internal Revenue Code that allows IRS to issue instructions that can result in the gross income attributable to an itemized deduction recovery exceeding the amount of the recovery?

The answer is obviously “nothing”.  Furthermore, section 111(a) precludes the increase in taxable income attributable to an itemized deduction recovery from exceeding the amount of the recovery.

If Congress had intended for the recovery of a deduction that reduced taxes in a prior year to be included in gross income to the extent that the recovered portion reduced taxes “with all the attendant consequences flowing therefrom” then that is the language that it would have used in section 111(a).  But that is not the kind of language that Congress used as evidenced by the inclusion of the words “attributable” and “extent” in section 111(a). 

Conclusions

The Internal Revenue Service has acted fraudulently and Congress, the Treasury Inspector General for Tax Administration, et.al., have failed miserably to provide effective oversight of IRS with respect to the tax treatment of itemized deduction recoveries.  The result has been that millions of taxpayers have been defrauded by IRS’s interpretation of section 111(a) of the Internal Revenue Code and the Treasury has lost billions of dollars in tax revenue as a result of IRS’s interpretation of section 56(b)(1)(D).  

Recommendations

1. Because the Internal Revenue Service has perpetuated the frauds related to its interpretations of section 111(a) and 56(b)(1)(D) by repeatedly making frivolous arguments and accepting returns based on the Internal Revenue Code instead of its bollixed instructions to avoid judicial review, it is recommended that the “Whistleblower” provisions in the Internal Revenue Code be extended to compensate individuals who identify fraudulent schemes used by the Internal Revenue Service to impose illegal taxes on taxpayers or that result in a loss in tax revenue to the Treasury.  
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