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| SSUE

I f an overpaynment clainmed on a return is credited to the
succeedi ng year's estimated tax or refunded w thout interest,
fromwhat date will interest be assessed on a subsequently
determ ned deficiency for the overpaynent return year?
FACTS

Situation 1. X Corporation files its federal incone tax

returns on a cal endar year basis. For 1995, X nmade tinely
estimated tax paynments of $100x. On March 15, 1996, X filed Form
7004, Application for Automatic Extension of Tine to File

Cor poration Incone Tax Return, and received a 6-nonth extension
of tine to file its incone tax return. X paid $120x with the
request for extension. On Septenber 15, 1996, X filed Form 1120,
U.S. Corporation Incone Tax Return, for 1995 show ng a tax
liability of $210x and el ected to have the overpaynent of $10x
credited against its 1996 estimated tax. The $10x overpaynment is
deened to arise on March 15, 1996. X s required estimated tax
for 1996 was $100x. In order to avoid the addition to tax for
under paynent of estimated tax for 1996, X was required to nake

paynments of $25x each on April 15, 1996, June 15, 1996, Septenber



15, 1996, and Decenber 15, 1996. X tinely made the required $25x
paynments in April and June. On Septenber 15, X nade a paynent of
$15x. In 1998, the Internal Revenue Service exam ned X' s 1995
return and determ ned that X' s correct 1995 tax was $215x,
resulting in a deficiency of $5x.

Situation 2. The facts are the same as in Situation 1

except that X paid $23x on April 15, 1996, and $14x on June 15,
1996, instead of the required paynents of $25x on each of these
dat es.

Situation 3. A, an individual, files federal income tax

returns on a cal endar year basis. 1In 1995, A nmade tinely

estimated tax paynments of $100x. On April 15, 1996, A filed Form
4868, Application for Automatic Extension of Tinme to File U.S.

I ndi vi dual 1 ncome Tax Return, and received a 4-nonth extension of
time to file A's incone tax return. On August 15, 1996, A filed
Form 1040, U.S. Individual |Income Tax Return, for 1995 show ng
tax due of $80x, and requested a refund of the $20x overpaynent.
The overpaynent is deened to arise on April 15, 1996. The refund
was made within 45 days of the date the tinely return was filed
by a check dated Septenber 14, 1996. |In 1998, the Service

exam ned A's 1995 return and determ ned that the correct tax was

$85x, resulting in a deficiency of $5x.

Situation 4. The facts are the sanme as in Situation 3,

except that A's correct tax liability was $105x, resulting in a

defici ency of $25x.



LAW AND ANALYSI S

Section 6601(a) of the Internal Revenue Code provides that
I f any anmount of tax is not paid on or before the |ast date
prescribed for paynent, interest will be paid on the anmount from
such last date to the date paid. Section 6151(a) provides, in
general, that the date prescribed for paynent is the tine fixed
for filing the return, determined without regard to any extension
of time for filing. Section 6601(b)(1) provides that for
determ ning interest on underpaynents, the "last date prescribed
for paynent" is determ ned without regard to any extension of
time for paynent or filing.

Section 6402(b) states that the Secretary is authorized to
prescribe regul ations providing for the crediting against the
estimated tax for any taxable year of the anobunt determ ned by
the taxpayer or the Secretary to be an overpaynent of the incone
tax for the preceding taxable year.

Section 301.6402-3(a)(5) of the Regul ati ons on Procedure and
Adm ni stration provides that a taxpayer may elect to apply all or
part of the overpaynent shown by its return to its estinmted tax
for the succeeding tax year by so indicating on its return. No
interest is allowed on the portion of the overpaynent credited
and the amount of the credit is applied as a paynent on account
of the estimated incone tax for the year or the installnents
thereof. See also § 301.6611-1(h)(2)(vii).

In Rev. Rul. 77-475, 1977-2 C.B. 476, revoked by Rev. Rul.



83-111, 1983-2 C. B. 245, reinstated and nodified by Rev. Rul. 84-
58, the Service held that if an overpaynent of incone tax for a
taxabl e year occurs on or before the due date of the first

install nent of estimated tax for the succeedi ng taxable year, the
overpaynment is available for credit against any install nment of
estimated tax for such succeeding taxable year and wll be
credited in accordance with the taxpayer’'s election. [If the

over paynent occurs after the due date of the first installnment of
estimated tax for the succeeding taxable year, it my be credited
only against an installnment of estinmated tax due on or after the
date the overpaynent was nmade. Under these circunstances,

8 6655(b)(3) provides that a paynent of estimated tax by a
corporation is credited against unpaid required installnents in
the order in which the installnents are required to be paid.
Section 6654(b)(3) provides the sane rule for individuals.

The Tax Reform Act of 1984, § 413, 1984-3 (Vol. 1) C. B. 301,
provides that the application of the Code with respect to the
crediting of an overpaynent against estimated tax shall be
determ ned wthout regard to Rev. Rul. 83-111 and with ful
regard to the rules in effect prior to Rev. Rul. 83-111. The
| egi sl ative history provides that "[w] here the credit is nmade to
an estimated tax paynment arising prior to the election [to credit
the overpaynent], interest on the overpaynent will not be
payabl e, and interest on the underpaynent which arises because of

a deficiency in tax for the prior year will run fromthe date the



credit is effective." H R Rep. No. 98-432, Pt. 2, 98th Cong.,
2d Sess. 1489-90 (1984).

Rev. Rul. 84-58, 1984-1 C. B. 254, holds that for returns
filed after Decenber 31, 1983, when a taxpayer elects to have an
I ncome tax overpaynent credited against the succeeding year’s
estimated tax, the Service will apply overpaynents arising on or
before the due date of the return against the first install nent
paynment of the succeeding year’'s estinmated tax, unless the
t axpayer requests that it be applied to a later installnent.

Rev. Rul. 88-98, 1988-2 C. B. 356, holds that when a taxpayer
clainms an overpaynent on a return filed either on the original
due date or on extension, and the clained overpaynent is applied
in full against an installnment of the succeeding year’s estimted
tax, interest on a subsequently determ ned deficiency for the
earlier year runs fromthe due date of that installnment on the
part of the deficiency that is equal to or less than the clainmed
over paynment and fromthe original due date of the return on the

renmai nder. Rev. Rul. 88-98 follows Avon Products, Inc. v. United

States, 588 F.2d 342 (2d Gir. 1978), in which the court
interpreted 8 6601(a) to nean that interest on a deficiency can
only be charged when the tax is both due and unpaid. The date

t he overpaynent becones a paynent on account of the succeeding
year's estimated tax determ nes the date the prior year's tax
becanme unpaid for purposes of 8§ 6601(a). Prior to that date the

governnment has the use of the funds with respect to the prior



year’s tax, and no interest is payable on the overpaynent that is
the subject of the taxpayer’s election. See § 301.6402-3(a)(5)
and § 301.6611-1(h)(2)(vii). In the case of a refund nade
W thout interest under 8§ 6611(e), the date on which the tax is
bot h due and unpaid is the date when the anobunt in question is
ref unded, even when that date is subsequent to the date of the
claimfor refund.

In Situation 2 of Rev. Rul. 88-98, the Service applied the
t axpayer's 1983 overpaynent to the first installnment of its 1984
t axes because the taxpayer did not indicate the installnment to
whi ch the overpaynent was to be applied. Rev. Rul. 88-98 held in
Situation 2 that, because the overpaynent was applied to the
first installnent, interest ran fromApril 15, 1984, on a
subsequent |y determ ned deficiency for 1983 that was equal to or
| ess than the clained overpaynent. However, Situation 2 does not
I ndi cate whether the taxpayer had actually rmade all or part of
the April 15th estimated tax paynment. Thus, it is not clear
whet her the taxpayer received any benefit of the overpaynent as a
paynment of the April 15th install nent.

In May Departnent Stores Co. v. United States, 36 Fed. O.

680 (1996), acq. AOD CC-1997-008 (Aug. 4, 1997), the taxpayer

el ected to credit an overpaynent shown on its 1983 tax return to

the succeeding year's estimated tax liability but did not attach

a statenment to its return indicating the installnment to which the

Service should credit the overpaynent. Pursuant to Rev. Rul. 84-



58, the Service applied the overpaynent to the first installnent.
A deficiency was determ ned for the taxpayer’s 1983 tax year and
I nterest was assessed by the Service on the deficiency fromthe
due date of the first installnent in accordance with Situation 2
of Rev. Rul. 88-98. However, the taxpayer had nade estimated tax
paynments sufficient to avoid the addition to tax inposed by

8§ 6655 for 1984 for the first and second install nents of
estimated tax due for 1984. The court concluded that the
Service's application of the taxpayer's 1983 overpaynent to the
first installnent did not change the fact that the governnent had
the use of the taxpayer's overpaynent fromthe due date of the
first installnment (May 15) to the date the overpaynent was
applied to the third installnment (Cctober 15) since the

over paynment was not needed to satisfy any installnent of
estimated tax due during that period.

In light of the May Departnent Stores decision, the Service

has reconsi dered the manner in which interest on a subsequently
determ ned deficiency is conputed under 8§ 6601(a) when the

t axpayer nmakes an el ection to apply an overpaynent to the
succeedi ng year's estimated taxes. Wen a taxpayer elects to
apply an overpaynent to the succeeding year's estimted taxes,

t he overpaynment is applied to unpaid installnments of estinmated
tax due on or after the date(s) the overpaynent arose, in the
order in which they are required to be paid to avoid an addition

to tax for failure to pay estimated i ncone tax under 88 6654 or



6655 with respect to such year. The Service will assess interest
on a subsequently determ ned deficiency for the overpaynent year
fromthe date(s) that the overpaynent is applied to the
succeedi ng year’s estimated taxes.

Since the overpaynent will be applied in the order necessary
to avoid the addition to tax for underpaynent of estimted tax,
designation of all or part of the overpaynent to a specific
estimated tax installnment is not necessary. Accordingly, the
Service will not accept such designations after Cctober 4, 1999.

In Situation 1, interest on the $5x deficiency for 1995 runs

from Septenber 15, 1996, the date on which the $10x over paynent
Is applied to X's third installment of 1996 estimated taxes. The
over paynment was not needed to satisfy an installnent of estinmated
tax prior to Septenber 15, 1996.

In Situation 2, interest on the $5x deficiency for 1995 runs

fromJune 15, 1996, the date on which the overpaynent is applied
to X's 1996 estinmated taxes. A portion ($2x) of the overpaynent
Is applied to the April 15th installnment of 1996 estimated tax.
The renai ning $8x of the overpaynment is applied to X' s June 15th
install ment of 1996 estinmated tax. Because the $8x portion of
the return overpaynent exceeded the subsequently determ ned
deficiency of $5x, interest does not begin to run for 1995 before
the date that portion was applied to X' s 1996 estinated taxes.

In Situation 3, interest on the $5x deficiency runs from

Sept enber 14, 1996. Although A's 1995 taxes were due on Apri



15, 1996, A s 1995 taxes were not underpaid until the $20x was
refunded without interest to A on Septenber 14, 1996.

In Situation 4, interest runs from Septenber 14, 1996, on

$20x of the deficiency, and fromApril 15, 1996, on the renaining
$5x of the deficiency. Because A's 1995 taxes of $105x were due
on April 15, 1996, and A had only paid $100x as of that date, A's
1995 taxes were underpaid by $5x on April 15, 1996.

Nevert hel ess, A was not underpaid with respect to the $20x until

t hat anmount was refunded to A on Septenber 14, 1996.

In all situations, the estimated tax rules in effect for the
tax year for which the election to credit a return overpaynent is
effective are used to determ ne when the overpaynent is applied
to that tax year’'s estimated taxes, and, thus, for determ ning
when interest begins to run on the subsequently determ ned
defici ency.

HOLDI NG

When a taxpayer reports an overpaynent on its incone tax
return, interest will be assessed on that portion of a
subsequent |y determ ned deficiency for the overpaynent return
year that is less than or equal to the overpaynent as of: (1) the
date on which the Service refunds the overpaynent w thout
interest; or (2) the date on which the overpaynent is applied to
t he succeeding year’s estimted taxes. Interest will be assessed
on any remaining portion of the deficiency fromthe original due

date of the tax for the overpaynent return year.



EFFECT ON OTHER REVENUE RULI NGS

Rev. Rul. 88-98, Rev. Rul. 84-58, and Rev. Rul. 77-475 are
nodi fied and, as nodified, are superseded.
PROSPECTI VE APPLI CATI ON

Pursuant to 8 7805(b), this ruling will not be applied
adversely to a taxpayer that designated an overpaynent to apply
to an installment of estimated tax in accordance with Rev. Rul.
84-58 prior to Cctober 4, 1999.
DRAFTI NG | NFORNMATI ON

The principal author of this revenue ruling is John J.
McG eevy of the Ofice of Assistant Chief Counsel (Incone Tax and
Accounting). For further information regarding this revenue
ruling contact M. MG eevy at (202) 622-4910 (not a toll-free

call).



