
 

1  www.robertsandhol land.com  

Originally published in: 

Journal of Taxation                  August 1, 2010 

 

The Requirement For a Deficiency Notice–When an Absolute 

Provision is Not Always Absolute 

 
By: Ellen Seiler Brody 

 

 

If there was only one thing in the Code that seemed clear, it was that the IRS was 

required to issue a statutory notice of deficiency before making an assessment of income taxes.
 1

 

The sanctity of this rule was recently diminished by the Federal Circuit, however, in Bush, Bush 

v. U.S., 105 AFTR 2d 2010-1687, 599 F3d 1352 (CA-F.C., 2010). The court held that the 

Service’s failure to issue a statutory notice was simply a “harmless error,” 
2
 and sustained an 

assessment that had not been preceded by a proper notice. 

 

As the concurring judge pointed out, the majority treated the issuance of a notice of 

deficiency as an empty procedural gesture, and compared the need to issue a notice of deficiency 

to using the right-size paper or filing enough copies of an appellate brief. Although the con-

curring judge reached the same ultimate conclusion, he relied on a very different theory. 

 

PROCEDURAL BACKGROUND 
 

Bush involved adjustments arising from two partnerships in which the taxpayers were 

limited partners: Lone Wolf McQuade (LWM) and Cinema 84.
 3

 In 1991, the IRS issued notices 

of final partnership administrative adjustment (FPAAs) for tax years 1983, 1984, 1985, and 1986 

to the tax matters partner of LWM, disallowing certain deductions reported on the LWM partner-

ship returns for those years. The Service also issued FPAAs for Cinema 84’s 1985-1989 tax 

years, again disallowing certain deductions reported on the partnership returns for those tax 

years. 

 

The partnerships disagreed with the FPAAs, and the tax matters partners challenged the 

proposed adjustments by filing petitions on behalf of the partnerships in the Tax Court on 

10/7/91 and 1/8/92, respectively. While the partnership proceedings were still pending before the 

Tax Court, the Bushes entered into two separate Forms 906 (“Closing Agreement on Final 

Determination Covering Specific Matters”) with the Service on 8/7/99. 

 

The closing agreements were designed to resolve both partnership-level issues and 

partner-level matters. The parties agreed in the closing agreements that no adjustment was 

required for any of the items reported on the partnership returns. With regard to partner-level 

issues, the agreements addressed and resolved the question of the partners’ amounts at risk in the 
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partnerships, and limited the deductions available at the partner level to the amounts at risk in the 

partnerships. 

 

In particular, the closing agreements provided that the amounts at risk would initially 

consist of $50,000 per partner (representing the original capital contribution), and would be 

adjusted upward if the partnership earned taxable income or the partners made additional cash 

contributions to the partnership. After signing the closing agreements, the taxpayers were 

dismissed by the Tax Court from the partnership proceedings. 

 

Section 7121 provides that a closing agreement is final and conclusive, and in any suit, 

action, or proceeding such agreement (or any determination, assessment, collection, payment, 

abatement, refund, or credit made in accordance therewith) cannot be annulled, modified, set 

aside, or disregarded, except on a showing of fraud or malfeasance, or misrepresentation of a 

material fact. Thus, absent such a showing, the taxpayers were bound by the adjustments agreed 

to in the closing agreements. 

 

In July of 2000, the IRS issued “notices of adjustment” for the taxpayers’ returns for 

1985, 1986, and 1987, and assessed deficiencies in accordance therewith in the amounts of: 

 

(1)    $16,708 in tax and $42,660 in interest for 1985. 

(2)    $10,817 in tax and $46,005 in interest for 1986. 

(3)    $9,635 in tax and $26,730 in interest for 1987. 

 

The IRS calculated these deficiency assessments based on the closing agreements and the 

Service’s determination of the taxpayers’ amounts at risk for those years. The Service did not 

issue any notices of deficiency prior to making these assessments. In August of 2000, before the 

IRS initiated any collection proceedings on these assessments, the taxpayers paid the amounts 

owing in full. 

 

In July of 2002, the taxpayers filed refund claims with the Service, which were promptly 

denied. The taxpayers then filed a refund suit in the Court of Federal Claims, and moved for 

partial summary judgment. 

 

The taxpayers argued that the IRS was obligated to issue notices of deficiency before 

making any post-settlement assessments.
 4

 They claimed that the failure to issue the deficiency 

notices rendered the assessments unlawful, thus entitling the taxpayers to a refund of their 

payments of the assessed tax. 

 

The government cross-moved for summary judgment, contending that the Service was 

not required to issue notices of deficiency because the assessments were solely “computational 

adjustments” exempt from deficiency procedures. The Court of Federal Claims found for the IRS 

and granted summary judgment. The taxpayers appealed the decision.
 5 
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RELEVANT CODE PROVISIONS 
 

When the Service makes a determination that a taxpayer has underpaid income taxes, it 

generally cannot assess and collect the tax without first issuing a deficiency notice to the tax-

payer. Section 6213(a) provides that “no assessment of a deficiency in respect of any tax ... and 

no levy or proceeding in court for its collection shall be made, begun, or prosecuted until such 

notice has been mailed to the taxpayer, nor until the expiration of such 90-day or 150-day period, 

as the case may be, nor, if a petition has been filed with the Tax Court, until the decision of the 

Tax Court has become final.” 

 

On receipt of a notice of deficiency, the taxpayer then has the option either to pay the tax 

(and then, if the taxpayer wishes, to sue for a refund in either the Court of Federal Claims or a 

federal district court
 6

) or to challenge the Service’s deficiency determination in the Tax Court 

before making any payments.
 7

 If the taxpayer elects to challenge the deficiency assessment in 

the Tax Court, final assessment and all collection activities are stayed until the Tax Court pro-

ceedings conclude. 

 

When a partnership is audited and adjustments are determined to be necessary, however, 

the question of whether a notice of deficiency is required to be issued to the individual partners is 

less clear cut. When a dispute arises regarding items shown on a partnership return, the Code has 

specific procedures that must be followed in determining the tax consequences of partnership 

activities. These procedures are binding on all members of the partnership. 

 

After an administrative proceeding, the IRS issues an FPAA to the tax matters partner 

and to each individual partner of the partnership setting forth the proposed adjustments.
 8

 The tax 

matters partner then has 90 days to file a petition for a readjustment of the partnership items in 

the Tax Court, the district court in which the partnership’s principal place of business is located, 

or the Court of Federal Claims.
 9

 Each individual partner can either participate in the partnership 

proceeding or opt out and settle on his own with the Service, as the Bushes chose to do.
 10

 

 

A computational adjustment is the “change in the tax liability of a partner which properly 

reflects the treatment ... of a partnership item.”
 11

 When issues are resolved in the partnership-

level proceeding, a notice of deficiency is not required if the IRS is simply assessing or collect-

ing from the partner an amount attributable to a “computational adjustment”
 12

 unless the adjust-

ment is attributable to a partner-level affected item. A “partner-level affected item” is an 

“affected item” that requires partner-level determinations (other than penalties, additions to tax, 

and additional amounts that relate to adjustments to partnership items).
 13

 An affected item is 

defined as “any item to the extent that such item is affected by a partnership item.”
 14

 As de-

scribed above, a deficiency notice is also required whenever an adjustment does not come within 

the definition of a “computational adjustment.” 

 

QUESTIONS ON APPEAL 
 

It thus appeared that the Federal Circuit would be required to focus on whether the tax 

deficiency was simply a computational adjustment and, even if it were a computational adjust-

ment, whether it was attributable to an affected item that required a partner-level determination. 
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The Majority: Solely Computational 
 

The taxpayers argued that deficiency notices were required because the calculation of the 

amounts at risk of each partner required a partner-level determination.
 15

 The government took 

the position that no partner-level determinations were necessary as the formula and methodology 

for calculating the taxpayers’ amounts at risk were clearly set forth in the closing agreements, 

and thus all the Service had to do was apply the terms of the closing agreements to the taxpayers’ 

tax returns, a simple computation. 

 

The Court of Federal Claims had agreed with the government and granted its cross-

motion for summary judgment, holding that the assessments were “computational adjustments” 

because they could be calculated based solely on the agreed-to stipulations in the closing agree-

ments and the taxpayers’ individual returns, and thus no other partner-level factual determina-

tions were necessary. 

 

On appeal, the government argued that Olson, Olson v. U.S., 83 AFTR 2d 99-759, 172 

F3d 1311 (CA-F.C., 1999), an earlier decision of the Federal Circuit, was directly on point. In 

Olson, the taxpayer and his wife entered into a settlement agreement with the IRS regarding his 

investment in a partnership. The settlement agreement determined the tax treatment of certain 

partnership items, including the disallowance of an investment tax credit at the partnership level 

that the taxpayer had claimed on his personal tax return. The Federal Circuit in Olson held that 

assessments are “computational adjustments” when they require “no individualized factual deter-

minations” as to the correctness of the original partnership items or “any other factual matters 

such as the state of mind of the taxpayer upon filing.” 

 

Following this theory, the government argued in Bush that when all of the necessary 

questions of fact have been resolved (such as, and specifically through, a closing agreement with 

the Service), the application of those stipulated facts to the tax returns in question requires only 

computational action. 

 

The Federal Circuit in Bush distinguished Olson, however, holding that the investment 

tax credits at issue in the earlier case were clearly partnership items. Thus, the determination of 

each partner’s distributive share of the disallowed investment tax credits was a change in tax 

liability properly reflecting the treatment of a partnership item. As such, the determination fit 

squarely within the definition of a computational adjustment, whereas in Bush there were no 

partnership items at issue due to the language in the closing agreements. 

 

The court attempted to apply a word-by-word analysis to the definition of a computa-

tional adjustment to distinguish Bush from Olson. As stated previously, a computational adjust-

ment is defined in Section 6231(a)(6) as “the change in the tax liability of a partner which 

properly reflects the treatment ... of a partnership item” (emphasis added). The taxpayers’ 

assessments in Bush were not typical assessments arising from a TEFRA proceeding. While 

amounts at risk can be a “partnership item” determined in a TEFRA proceeding,
 16

 the closing 

agreements specifically provided that there was no change in “partnership items” as a result of 



 

5 www.robertsandhol land.com  

the settlement, but rather simply imposed a $50,000 cap on the initial amount at risk of each 

partner in the partnership. 

 

The majority held that the reference in Section 6231(a)(6) to “treatment” referred to the 

“change” in treatment resulting from a TEFRA proceeding or settlement, and noted that “[t]he 

purpose of a TEFRA proceeding is to determine whether a partnership item should be treated 

differently than the partnership treated the item in the partnership return, i.e. the purpose of the 

TEFRA proceeding is to determine whether a change in tax treatment is warranted.”
 17

 The 

majority reasoned that if such a change in treatment is determined in the TEFRA proceeding, 

then that change causes a “change in the tax liability” that constitutes a computational adjust-

ment. If there is no “change” in the TEFRA proceeding, then there can be no computational 

adjustment. Thus, the Service was required to issue a notice of deficiency. 

 

The government also raised the argument that the applicable administrative guidance on 

computational adjustments, Temp. Reg. 301.6231(a)(6)-1T(a), clearly states that no notice of 

deficiency was required. The Temporary Regulation provides that “changes in a partner’s tax 

liability with respect to affected items that do not require partner-level determinations” are 

computational adjustments that are directly assessed. The Federal Circuit dismissed this argu-

ment, finding nothing relevant in the language of the Temporary Regulation, and stating that 

even if a different interpretation of the language could cause the court to find the Temporary 

Regulation to be relevant, the statute still would override the Regulation.
 18 

 

Thus, the majority concluded that, as the closing agreements provided that no adjustment 

was to be made to the partnership items for purposes of the settlement, there could not have been 

a change in tax liability to “properly reflect the treatment of a partnership item” as required in the 

definition of a computational adjustment. Therefore, the assessments were not computational 

adjustments, and the IRS should have issued a notice of deficiency prior to assessing tax. This is 

where the slippery slope began. 

 

The Majority: Harmless Error 
 

Even though the majority found that the Service was required to send a notice of defi-

ciency, it concluded that the Service’s failure to do so was a “harmless error” that was not 

prejudicial to the taxpayers’ position. Although the taxpayers argued that the failure to issue a 

notice was prejudicial because it deprived them of their ticket to the Tax Court, they had freely 

entered into the closing agreements, and thus they should not have been entitled a chance to go to 

the Tax Court to argue the same points that they already conceded. 

 

The primary purpose of the deficiency notice provisions is to prevent the IRS from 

initiating collection proceedings before the taxpayer has had a prepayment opportunity to contest 

the assessment. In order to enforce this rule, the government is required to refund taxes that it has 

collected before such opportunities had been exhausted. Here, the Bushes voluntarily paid the 

assessment before the Service even began any collection proceedings. The IRS did not issue a 

demand for payment or initiate any other form of collection proceedings that the taxpayers could 

have contested. The taxpayers were not seeking to prevent the Service from collecting the tax or 

the repayment of funds improperly collected, for which there are procedural processes firmly in 
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place. Rather, the taxpayers paid the assessments and then sued for a refund, alleging that they 

were entitled to a refund simply because the Service failed to issue the requisite notice. 

 

In order to justify the court’s ultimate conclusion that the Service was allowed to assess 

even though it did not issue the necessary notice of deficiency, the majority framed the issue as 

whether the failure to provide the required notice before making an assessment was “harmless 

error.” Title 28 of the U.S. Code, “Judiciary and Judicial Procedure,” provides that “the court 

shall give judgment after an examination of the record without regard to errors or defects which 

do not affect the substantial rights of the parties.”
 19 

 

Other circuits have applied the rule of harmless error when the Service has failed to fully 

comply with the statutory notice requirements.
 20

 Those cases, however, involved mechanical 

failures, such as a missing date on the letter, rather than the total absence of the issuance of a 

notice of deficiency. The failure to issue a notice cannot be compared to simply leaving the date 

off—this diminishes the importance of the very existence of a notice of deficiency.
 21

 

 

The majority justified the application of the harmless error statute by stating that the 

taxpayers failed to prove that they were denied a substantial right by being denied access to the 

Tax Court. The taxpayers did not allege that there were any issues that they were unable to 

litigate in the context of a refund suit that they would have been able to litigate in a Tax Court 

suit if they had been issued a notice of deficiency,
 22

 and there were alternative routes to the Tax 

Court. 

 

The taxpayers argued that the deficiency notice is a jurisdictional prerequisite for a 

taxpayer to challenge an assessment in Tax Court, and because a notice was never sent they were 

deprived of their opportunity to contest the tax due, and thus were entitled to a refund.
 23

 The 

majority pointed out that there was an alternative route to the Tax Court once the Service began 

collection proceedings without first providing the required deficiency notice. A taxpayer can 

contest the appropriateness of a collection action taken by the IRS by requesting a collection due 

process hearing.
 24

 In such a hearing, the taxpayer may raise challenges to the existence or 

amount of the underlying tax liability if the taxpayer did not receive any statutory notice of 

deficiency for such tax liability prior to the commencement of the collection proceedings.
 25

 The 

determination of that hearing can then be appealed to the Tax Court. 

 

Thus, the majority concluded that the Service’s failure to issue deficiency notices was 

harmless error, as the taxpayers could have waited for collection proceedings to begin and could 

have requested a collection due process hearing at that time. By voluntarily paying before they 

even received a notice and demand, the taxpayers waived their right to go to the Tax Court and 

thus could not later claim that they were deprived of a substantial right that in effect, they denied 

to themselves. Therefore, the majority held that the assessments were valid even in the absence 

of a statutory notice. 

 

The Concurrence: Computational Adjustment 
 

Judge Prost, while agreeing in the ultimate result of the majority that the assessments 

should be upheld, believed that the Court of Federal Claims’s construction of “computational 
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adjustment” was correct, in that a computational adjustment includes any (1) change in a 

partner’s tax liability (2) which correctly applies Sections 6221-6234 (3) to a partnership item.
 26

 

He concluded that the changes in the tax liability of the Bushes were computational adjustments 

because the changes simply reflected how the Bushes had to report certain partnership losses (a 

partnership item) on their returns, based on the closing agreements they entered into with the 

Service. As no additional fact finding was required to compute the tax liability, the judge agreed 

with the Court of Federal Claims that a notice of deficiency was not required, and thus the tax 

assessments were valid and the taxpayers were not entitled to a refund. 

 

The judge rationalized his position with a fascinating grammatical discussion, citing the 

rule that subordinate clauses “should be placed near the words they modify.”
 27

 He also noted the 

principle of statutory construction that “[r]eferential and qualifying phrases, where no contrary 

intention appears, refer solely to the last antecedent.”
 28

 Judge Prost also is clearly one of the 

more colorful members of the court. He emphasized his grammatical point with the following 

example: “That is why we say, ‘Flying over Washington, I saw the Lincoln Memorial,’ not ‘I 

saw the Lincoln Memorial flying over Washington.’” 

 

Judge Prost rose to the challenge of applying these rules to the definition of computa-

tional adjustment in Section 6231(a)(6), and found that “change” refers to “the tax liability of a 

partner,” not to a “partnership item,” noting that the phrase “partnership item” appears nowhere 

near the word “change,” but rather is simply part of a phrase qualifying “treatment.” Thus, he 

concluded that requiring the proper “treatment” of a partnership item is not the same thing as 

requiring a “change” in the value of a partnership item, as the majority held. 

 

For the Bushes, their amounts at risk affected how much of the partnership losses they 

could claim. The amount of the partnership losses (i.e., the partnership item) remained the same; 

the change was to how those losses were “treated” on the taxpayers’ individual returns, which 

ultimately resulted in a change to their individual tax liability. If Congress intended a different 

result, Judge Prost noted that it would have used the word “change” instead of the word 

“treatment.”
 29 

 

Judge Prost then addressed the Olson case that had been raised by the government in 

support of its position, and agreed that following the approach laid out clearly in that case, the 

proper result is exactly the opposite of what the majority reached: Bush had entered into settle-

ment agreements with the Service; these agreements provided that Bush could not claim losses 

from certain investments; the Service subsequently recomputed the taxes owed by Bush based on 

those agreements, which involved nothing more than reviewing the taxpayers’ returns for the 

years in question, reducing the losses that had been improperly claimed, and recalculating the 

remaining figures. This is a typical computational adjustment under the Olson line of reasoning, 

and thus the adjustments should have been exempt from the notice of deficiency requirement.
 30 

 

Judge Prost feared that the majority’s holding that a statutory notice is required in such a 

situation would not only undermine the intent of TEFRA to streamline the process but also give 

the taxpayer an unnecessary second chance to attack assessments based on a settlement the tax-

payer signed, fully understanding that such agreement could, and most likely would, result in 

future tax liabilities. If the issuance of a notice of deficiency is required, the taxpayer can go to 
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Tax Court and relitigate the amount of tax owed, and the reason he owes it prior to payment, 

even when he had already signed a settlement agreement that fully resolved the matter, on which 

the Service had relied to its detriment, without having to show fraud or malfeasance, or misrepre-

sentation of a material fact as required under Section 7121. 

 

The Concurrence: Harmless Error 
 

As he believed that no notice was required, Judge Prost did not have to resort to the 

“harmless error” theory relied on by the majority. In fact, he went on to attack the majority’s use 

of such standard. He feared that the exception formulated by the majority was broad enough to 

apply whenever the IRS fails to give a taxpayer notice that he owes more taxes, thus allowing the 

Service to bypass a taxpayer’s statutorily guaranteed right to notice. He emphasized his belief 

that the notice requirement is nonnegotiable, and that the failure to satisfy it can never be 

harmless. 

 

This newly created exception by the majority has no textual basis in the tax law, but 

rather is available as a defense only in the appellate courts. As such, the general harmless error 

standard cannot trump the Code sections granting the taxpayer an unqualified right to a notice of 

deficiency before the Service can assess or collect a deficiency.
 31

 Judge Prost noted that tax laws 

are technical laws, not subject to the general principles of equity as the majority held, but rather 

requiring strict adherence to the explicit procedures they establish.
 32 

 

Unlike the Federal Circuit majority, which incorrectly focused on the outcome of whether 

the proper amount was assessed, and ignored the right to receive the notice itself, Judge Prost 

held that the procedural rights are themselves “substantial rights” and the failure of the Service to 

follow the required procedures can itself lead to harm.
 33

 Respect has to be given to the degree of 

formality required by the statute when the Service must issue a notice of deficiency; it is not 

enough that the ultimate assessment turns out to be right.
 34 

 

Judge Prost then attacked the majority’s conclusion that a taxpayer’s right to a refund suit 

or a collection due process hearing is equivalent to a taxpayer’s prepayment, pre-assessment 

right to challenge the alleged deficiency in Tax Court. As the judge correctly points out, at least 

one significant difference between the two is the timing and the existence of an assessment. A 

taxpayer can only request a collection due process hearing after taxes have been assessed, at 

which time the taxpayer’s credit score has been affected and his property may have been subject 

to liens.
 35

 The legislative history behind the allowance of collection due process hearings sug-

gests Congress wanted to provide “greater due process to taxpayers who are trying to comply 

with our complex tax laws.” It was never intended as a substitute for the issuance of a notice of 

deficiency.
 36 

 

CONCLUSION 
 

By getting caught up in its own grammatical analysis of the statute, the Federal Circuit 

majority in Bush had to justify its conclusion by resorting to the appellate statutory rule of 

“harmless error.” As the harmless error interpretation is not binding precedent for the Tax Court 
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or for any U.S. district court, it seems unclear how the holding in this case can be applied in the 

future when the IRS fails to follow procedure. 

 

Taxpayers might be quick to sue on the grounds they did not receive a notice, even if one 

might not have been technically required if not for the majority’s interpretation of the statute. 

After losing in the trial court on the grounds that it did not issue a required notice, the Service 

will then be forced to appeal to a court that can enforce the harmless error standard. This is a 

burdensome result that benefits no one except the litigators. 

______________________________ 
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