The IRS Audit for Cash Businesses

I. Introduction

A.

“An IRS audit is an official investigation that may be the first step leading to a

criminal conviction for tax violations.” United States v. Peters, 153 F.3d 445, 447

(7* Cir. 1998).
Types of Examinations
1. Civil Examination
a. Field Audit is a full blown examination where a higher grade
revenue agent is assigned.
b. The larger field examinations are handled by the IRS’s Large
Medium Sized Business (LMSB) division and are further divided
between those that require multiple examiners operating as a team

and those that require only a single examiner.

c. Eggshell audits are civil exams that have the potential for fraud to
be charged.
d. Reverse Eggshell audits are exams that have already been referred

to Criminal Investigation branch unbeknownst to the taxpayer.
2. Criminal Investigation
a. The IRS’s Criminal Investigation branch (“CI”) conducts criminal
tax mvestigations.
b. The goal of CI is not to determine the taxpayer’s correct tax

liability but to investigate criminal tax conduct and refer cases to
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The IRS Audit for Cash Businesses 2

the Department of Justice Tax Division when it concludes that a
taxpayer or other target of their investigation (e.g., return preparer)

should be prosecuted.

C. Keeping the IRS at Bay: How Are Returns Selected for Examination?
l. Tax shelters
a. Returns may be selected based on information obtained by the IRS

through efforts to identify promoters and participants of abusive
tax avoidance transactions.
2. Computer Scoring
a. Computer programs give each individual income tax return a
numeric score that rates the potential for change, based on past IRS

experience with similar returns.

b. IRS personnel scree the highest scoring returns, selecting some for
audit.
3. Large corporation returns are examined annually.
4. Information matching
a. The IRS compares thirty-party information with the information on

the return and selects some returns for audit because the income
reported does not match the information from the third-party.
5. Related Examination

a, Returns may be selected for audit when they involve issues or
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The IRS Audit for Cash Rusinesses 3
transactions with other taxpayers, such as business partners or

investors, whose returns were selected for examination.

6. Informants such as disgruntled employees or ex-spouses will often tip off

the IRS.

D. Additional Methods for Selecting Returns

1. Wealth Squad

a.

New LMSB Global High Wealth Industry Group will focus on
individuals with tens of millions of dollars of assets or income by
looking at the entire complex web of business entities controlled
by such high wealth individuals, as opposed to merely the
individual’s income tax return.’

Goals of Wealth Squad : Holistic approach to selecting returns
based on unified look at the entire web of business entities
controlled by a high-wealth individual to better assess whether the
individual is using sophisticated business planning arrangements to
avoid taxes (e.g., Estate and gift, trust, real estate and other
investments, privately held foundations, etc.).”

IRS Audit Team will consist of specialized examiners, including
economists, appraisers, technical advisors, flow-through specialists

and international examiners. *

2. Voluntary Disclosures : The IRS will mine more than 14, 700 voluntary
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The IRS Audit for Cash Businesses 4

disclosures of offshore bank accounts for information that identifies
financial institutions, advisors, and others who promoted or otherwise
facilitated US person hiding assets and income offshore and attempted to
shirk their tax responsibilities at home. *

Uncertain Tax Positions

a. Businesses with assets over $10 million are required to disclose

uncertain tax positions annually with their corporate tax return. *

b. IRS will review these positions.
Employment Audits
a. IRS is conducting an Employment Tax National Research Project

(1 Random selection of 2,000 businesses for the next two
years.
2) IRS Objectives:
(a) To secure statistically valid information for
computing the Employment Tax Gap; and
(b) To determine compliance characteristics so the IRS
can focus on the most noncompliant employment
tax areas.
(©) Major Issues:
1) Worker classification

i1) Fringe benefits
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The IRS Audit for Cash Businesses 5

iii))  Expense reimbursement
1v) Owner/ Executive Compensation
I The Nuts and Bolts of the Examination
A. Initiation of the Examination
1. Upon initiation of the audit, the IRS will advise the taxpayer in writing of
the audit and provide IRS Publication 1 regarding the process.
2. The notice letter will often also enclose an Information Document Request
(“IDR”) which asks the taxpayer to produce certain identified documents.
B. Preparations for the Examination
1. “If you know the enemy and know yourself, you need not fear the results

of a hundred battles.” - Sun Tzu “The Art of War”

2. Know the taxpayer, your client.
a. Obtain complete background information about the client.
b. Trust but verify the taxpayer’s information.

(D Check credit reports
(2) Perform asset, adverse judgments, google client’s business

entities and name.

c. Review returns.
d. Review bank accounts.
€. Review accountant’s worksheets.

f. Prepare Cash T - IRS Form 4822.
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The IRS Audit for Cash Businesses 6

g. IRM Questions about Return Preparation.

Know what the enemy knows.

a. Order IRS Transcripts of Account, Wage and Income transcripts,
and account transcripts.

b. Request a taxpayer’s administrative file by making a Freedom of
Information Act (FOIA) request.

c. Request a Third-Party Contact Sheet from the IRS.

Know your enemy.

a. Obtain information about the Revenue Agent’s track record and
character.

Know the IRS Audit Techniques Guides (ATGs) for Business Audits

a. IRS has prepared a list of specific guides intended to develop
specialized IRS examiners.

b. http://www.irs.gov/businesses/small/article/0..id=108149.00. html

C. Post Client Analysis: Is this an eggshell audit?

1.

Will the taxpayer be walking on eggshells hoping that the Revenue Agent
will not determine tax fraud ?

Agents are trained to look for evidence of fraud whenever they audit
income, estate, or gift tax returns.

The Internal Revenue Manual contains a Fraud handbook that states that

“when the examiner discovers a firm indication of fraud, the cxamination
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The IRS Audit for Cash Businesses _ 7

should be immediately suspended without disclosing to the taxpayer or
representation for the action.”

Is this a Reverse Eggshell Audit ?

L. Once the Agent suspects fraud during the civil exam, and he or she refers
the case to CI, CI may conduct a joint criminal and civil investigation. 6

2. Alternatively, a joint criminal and civil examination can be initiated by CI
because there is already an ongoing criminal investigation and CI requests
that an examiner be assigned to the investigation. ’

3. Parallel investigation - Certain entities or tax years are subject to a
criminal investigation while related entities or other tax years are the
subject of a simultaneous civil audit.®

4. The benefit to the government of this type of joint investigation is that it
allows the government to use the investigative tools of a civil audit, like
administrative summonses and examinations of returns, without the
invocation of due process, the right against unreasonable searches and
seizures, the right against self-incrimination, and the right to counsel. ’

5. The danger to the taxpayer is that the taxpayer believing that he or she is
complying with the audit may waive his or her constitutional rights and
attorney-client privilege. '’

6. Unlike the eggshell audit, where the goal of the practitioner is to seek to

avert a criminal investigation by keeping the examiner in the dark about
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The IRS Audit for Cash Businesses 8

the fraud, in a reverse eggshell audit, the practitioner is the one in the
dark, seeking to discover whether there is a simultaneous criminal
investigation. '

Potential criminal statutes at issue.

1. Tax Evasion - IRC §7201.

2. Willful Failure to Collect or Pay Over Tax - IRC § 7202.

3. Willful Failure to File Return, Supply Information or Pay Tax. IRC §
7203.

4. False Returns and Preparers of False Returns - IRC § 7206.

5. Submitting False Documents - IRC § 7207

6. Attempts to interfere with Administration of Internal Revenue Laws - IRC
§ 7212(a).

What are the Revenue Agent’s audit issues?

1. Let the Revenue Agent (RA) guide the audit: Do not volunteer issues!

2. Review IRM Audit Techniques for business returns.

3. Review IRS’s Audit Techniques Guides (ATG) for industry specific
issues.

What are the Revenue Agent’s tools for gathering information?

1. Information Document Requests (IDR) - Tax practitioner should produce
documents if its in the client’s best interest.

2. Summons and subpoenas: The IRS may issue such request for the
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purposes of ascertaining the correctness of any return.

a. Pursuant to the subpoena power, the IRS may :
H Examine any books and records
2) Summon the person liable for tax or any officer or
employee of such person, or any person having possession,
custody or care of books or records.
3. To enforce a summons the IRS must show that the summons :
a. Was issued for a legitimate purpose;
b. Seeks information relevant to that purpose;
c. Seeks information that is not already within the IRS’ possession;
and
d. Satisfies all administrative steps required by the United States
Code.
4. Limitations on IRS subpoena power:
a. Attorney-Client Privilege
(N Kovel doctrine - The attorney-client privilege and work
product privilege is extended to the accountant under
Kovel. See US v. Kovel, 296 F. 2d 918 (2™ Cir. 1961).
b. Tax Practitioner’s Privilege
c. Attorney Work Product Privilege
d. Third Party Contacts/ Summonses
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The IRS Audit for Cash Businesses 10

e. The Agent is required to notify the taxpayer of any third-party

contacts within three days following the contact.

H. Taxpayer’s Rights in Reverse Eggshell Audits

1.

The IRS has an affirmative duty to disclose the criminal nature of a civil
examination when the taxpayer’s representative directly asks whether a
criminal investigation is underway. See U.S. v. Tweel, 550 F.2d 299 (5*
Cir. 1977).

In Tweel, the taxpayer’s accountant asked the examining revenue agent
whether a “special agent” was involved in the investigation. The revenue
agent answered that no special agent was involved. While the agent
answered truthfully that no special agent was involved, the audit was
conducted to acquire evidence for a criminal prosecution. Thus, the
revenue agent’s response “materially deceived” the taxpayer into
providing incriminating information to the IRS. ?

Before answering a summons or turning over documents, consider asking

the Revenue Agent the following questions: "

a. Is there a parallel or sub rosa criminal investigation?

b. Has this matter been referred to the fraud coordinator?

c. If so, what guidance has been given by the fraud coordinator?

d. What information has been provided to the fraud coordinator, and

by the fraud coordinator?
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The IRS Audit for Cash Businesses 11

4. Taxpayer can also refuse to answer a summons by taking the Fifth and

exercising his or her constitutional privilege not to incriminate himself or

herself. '
L Signs of Criminal Referral °
1. Undue interest
2. Excessive copying
3. Questions on intent of taxpayer
4. Bank records analysis
5. Net worth analysis
6. The disappearing agent - The Revenue Agent stops discussing the status

of the audit or disappear.
III.  Methods the IRS Uses for Determining Additional Tax Liability
A. Specific Items - Deductions or omitted income will be reflected on the Revenue
Agents’ Report (RAR).
B. Indirect Methodologies
1. Net Worth Method
a. The net worth method is used when the IRS believes that the
taxpayer’s records do not accurately reflect his/ her income.
b. Example: Taxpayer’s net worth at the beginning of a period (one
or more years) Less: Taxpayer’s net worth at the end of a period;

Plus: Taxpayer’s nondeductible expenditures during the period ;
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The IRS Audit for Cash Businesses 12

Less: Income (or asset receipts) from nontaxable sources (i.e.,
gifts) ; Yields: Taxpayer’s income during the period.
2. Bank Deposits and Expenditures Method
a. The IRS reconstructs income by assuming that unexplained bank
deposits are taxable income.
b. Example: All of the deposits to the taxpayer’s bank account(s)
during the period; Less: Deposits shown to be nontaxable income
(such as gifts); Plus: All know expenditures which were not from
the bank account(s); Less: All expenditures which are deductible;
Yields: Taxpayer’s taxable income during the period.
IV.  Following the Audit: Settlement Attempts
A. The Revenue Agent may be willing to settle based upon a dollar-figure amount,
or may be willing to settle on an issue-by-issue basis.
B. Identify the strong v. weak issues, and the important v. non-important issues, and

decide which are worth conceding to achieve a settlement.

C. If a settlement is not reached, request a copy of the Revenue Agent’s Report
(RAR).
V. Protesting the Determinations

A. The Revenue Agent will first send a 30-Day letter, then a 90-Day letter.
B. The 30-Day letter gives the Taxpayer a right to an Appeals Hearing; The 90-Day

Letter gives the Taxpayer a right appeal to US Tax Court.
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C. If the taxpayer disagrees with the findings and files a petition, Chief Counsel will
refer the case to Appeavls for consideration, if Appeals has not had a chance to

review the case yet and the case has not been docketed.

1.IR-2010-13, January 26, 2010.
2.Ibid.

3. Ibid.

4. Ibid.

5. IRS Announcement 2010-09.
6. IRS Fraud handbook.

7. IRM Section 25.1.4.1

8. Schainbaum, Martin A. “The Reverse Eggshell Audit: The Dangers of Parallel Proceedings.”
October 2005. <http://www.taxwarrior.com/articles/the_reverse eggshell audit.html>

9. Ibid.

10. Ibid.

11. Schainbaum, Martin A and Smith, Bryant. “Parallel Investigations: The Unclear Present
Danger of Getting Caught.” December 2008-January 2009. Journal of Tax Practice &
Procedure. -

12. See Schainbaum, Martin.

13. Ibid.

14. Ibid.
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15. Campagna, Larry, “How to Beat the IRS in a Civil/ Criminal Case,” pg 8. November 2002.
<http://www.tjtaxlaw.com/20021100%20Campagna%200utline%200n%20Eggshell%20Audits
%20%28TJ138%29.pdf >. Last visited 4/19/2010.
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Exhibit 1 [ENCLOSURE B

Form 4822 Department of the Treasury - Internal Revenue Service

(Rev. 6-83) STATEMENT OF ANNUAL ESTIMATED PERSONAL AND FAMILY EXPENSES
TAXPAYER'S NAME AND ADDRESS TAX YEAR ENDED

® Jolin Doe
: 2222 Wisteria Lane
Montclair, NG 07043

2007

ITEM BY CASH BY CHECK TOTAL REMARKS
Groceries and outside meals’ 5 33,600.00 | From Amex paid in 2007
Clothing $ 6,000.00
Laundry and dry cleaning
Barber, beauty shop, and cosmetics 5 15,000.00
Educating (Twition, room, board, books, etr.) i
Recreation, entertainment, vacations

Dues {dubs, lodge, etr.)
Gifts and allowances
Life and actident insurance

1. PERSONAL EXPENSES

Federal Taxes (income, FICA, etc.)

Rent
Mortgage payments (inciuding interest)

20,400.00 | Mortgage Int/ReTax Sch A

Utilities (electricity, gas, telephone, water, etc.)
Domestic help

Home insurance

Repairs & improvements

Child care

4,800.00
$,200.00
1,500.00

4 [m [ | om

Gasoline, ofl, grease, wash 3 2,500.00
Tires, batteries, repairs, tags
Insurance 5 1,200.00
Auto payments (indluding interest)
Lease of auto B 12,000.00

3. AUTO EXPENSES| 2. HOUSEHOLD EXPENSES

Contributions

Insurance
® ET::;IS Drugs § 1,000.00
s Doctors, hospitals, etc.
Real estate (not induded in 2. above)
Personal Property
Income (Slate and local) 5

Taxes

1)

7,278.00 | Fed: §23,354; State: $1,099
S5 on W-2 §3,825

Interest (not induded in 2. and 3. abave)
Alimony

Mis- Union dues

cella-
fleous

4, DEDUCTIBLE ITEMS

Stocks and bonds

Furniture, appliances, jawelry
Loans to others

Boat |

5. PERSONAL ASSETS,
ETC

TOTALS| § - s - |5 13247800

FORM 4822 (Rev 6-83)
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Exhibit 2

To: Client

From: Calo Apostino, A Professional Corporation
Date: October 4, 2008

Re: Questions for Taxpayers & Return Preparer

(1)  Occupation and qualifications of preparer

a. Education
b. Experience
c. Enrolled

(2)  Description of primary bocks and records in detail

a. Cash receipts and disbursements book
b. Journals: sales, purchases, cash
c. Invoices and other original documents

(3) Description of secondary books and records in detail

a Ledgers: general and subsidiary

b. Trial balance boolks, and records of financial statements

€G)) Extent of witness' audit of books and records



@ (5)  Source of all information on returns

a. Books and records (tie in with return)

@ b. No records (obtain information in detailed form)
c. Oral information
@ d. Records and books of other third parties

(6)  Items not shown on books or records (including income, assets, etc.)

® (7 Instructions and data received from taxpayer and any other persons

(8)  Information as to whether returns were explained to taxpayer, and to what extent

(9)  Copies of workpapers used in preparation of returns and copies of returns
a. Tie in with return

§: b. Supporting data

c. Arrange to inspect the workpapers and copies of returns
@ : . :
(10) Conversations regarding tax matters with:

a. Taxpayer
@
b. Taxpayer's agent or other persons
o
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(11)  Details about witness' and taxpayer's knowledge concerning the signing and filing of each
return, including:

a. Identification of each return prepared by witness

b. Where each return was prepared

C. Where each return was signed
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o Audit Techniques Guides (ATGs) hitp://www.irs.gov/businesses/small/article/0,,id=108149,00.html
Exhibit 3
o
3 i I RS .gov
; Audit Techniques Guides (ATGs)
The Audit Techniques Guds (ATGs) fncus on developing hiphly trained examiners for a particular market segment.
These Guldes contain 3 and unique Enduslry Issues, business practices, Indusiry
ferminology and other information to assisi ¥ fn Aaudit T iques Guides are
- avallabie here in Adobe POF, or as HYML Web pages, or both. The PDF versions must be viewed with the Acrobal
Reader.
: . NOTE: These guides are curment through the publication date. Since changes may have ou:med afler the publicalion
: dale that would affect the y of these doc no gL are made cx Q Y
afer he publication date.
ABCDEEGHIJKLMNOPQRSTUVWXYZ
Accuracy - Related Penalties For Taxpayers Invalved In Tax Shelter Transactions - {Obsolete)
Publication Date:
As of July 1, 2008, this audil technique guide ("AT'G") has been obsoleted. The Information from this guide has been
. . incorporated into IRM 20.1.5 "Return Relaled Penalties.” For additiona! infarmation, visit the Part 20. Penally and
. Inlerest Web page.
Acrospace industry
{ HTML View Online}
Publication Date: 01/05
The Service has prepared a comprehansive audit echnique guide to assist examiners in evaluating research creditin
the aeraspace industry. The guide focuses on the particular unique aspects of the industry and provides examiners
tools and tests 10 ulikze in evaluating and auditing research credit,
‘ Alr Transportation Audit Technlque Guide JATG} {PDF - 553K)
: {HTML, View Online)
Publication Date: 04/08
Qverview of excise tax paid for transportation of persons or property by atr.
Child Care Provider Audlt Technigque Guide
{HTML View Onling)
Publication Date: 3/30/2009
: The Chiid Care Provider Audit Technique Guide is inlended 1o provide guldance 1o the examiner who Is audiling a
‘ {axpayer in this indusbry and to provide tax related guidance o lanpayers and olher prolessionals in this industry.
Coal Excise Tax (PDF - 258K)
{HTML View Onling)
Publication Date: 0505
Pravides excise tax agents with specdific lools o ine issues ing to d ically produced coal.
Commerclal Banking (POF - 701K}
Publication Date: 501
. Overviews of the industry. Discusses potential Issues and lerminology unique to banking.
Construction Industsy
{HTML Vigw Online)
Pubtication Date: 85/09
Overview of the Induslry induding a glossary. Discusses types of conlmacts; types of contractors: melhods of
accounting; and jeint ventures. This updated guide indudes the filing locatlons for Rev. Proc. 92-29 elections {Chpt
7}, incudes coniractor square footage costs [Chpt. 11); and common erors In look-back interest fiings (Chpt. 5).
Cost Seg lon Audit Ti i Guide
) . HTML View Onling
‘ Publication Dats: 01/14/05
! The Service has prepared a b audit techniques guide to assist i in evaluali ]
4 studies submitied by tnpayers in suppori of depreciation deduciions. The gulde is also beneficial for taxpayers and
praciilionsss In preparing these sludhes.
Crodit lor increasing Research Activities (Le. Research Tax Creditl IRC § 41 (PDF -116KB)
{HTI4L Miew Oniine}
Publication Date: 06/05
This Audit Techniques Guide sets Jorth the Research Credit Technical Advisars” suggested guidefines for auditing
. ‘ research credil issues.
Exocutive Compensation - Fringe Benofits Audit Techniques Guide
{HTML View Qnlina)
Publication Date: 02/04/05
Corporate execulives often receive exraordinary friinge benefits thal are not provided to other
Any property or senace that an executive receives in lieu of or in addition to renular taxabie wages Isa fnnge beneﬁt
that ray be subject ta taxation.
Factoring of Recelvables Audit Technigues Guide (PDF - J2KB)
) (HTHL View Qnling)
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Audit Techniques Guides (ATGs) http://www irs.gov/businesses/small/article/0,,id=108 149,00.html

Publication Date: 06/06

This audit techniques guide focuses on a strategy in which multinational corporations use ing of

receivable among related parties to aveld U.S. taxation by shifling income offshore and reducing U.S. income by
deducling expenses reialed io ihe same income,

Farmaors Audit Technigues Guide (ATG)

{HTML Mew Online}

Publication Date: 07/06

The Agriculture Induslry Audit Techniques Guide {AT G) focuses on developing highly trained examiners for the
Agricultural market segment. The Guide contain examinalion technigues, common and unigue industry lssuas, business
praclices, industry lerminology ang other information 1o assist examiners in perforrning examinations.

Forelgn insurance Excise Tax Audit Technlgues Guide (PDF - 434K)

(HTML View Onling}

Publication Data: 04/08

This audit ques guide was designed 10 assist the exarniner in conducting audits where Excise Tax of Foreign
surance fransactions may be due.

[ P Audit Technig Guide
(HTML View Onlins}
Publication Date: 02/04/05
The Service has prepared a comprehensive audil techniques guide 1o assist In eval
examinations. The parachute examination can occur during the examination of either the mrpomhons or the individual's

refum,

Hardwnod Ttmber industry (PDF - 366K)
Pubtication Date: 2/98

Provides general and lechnical information useful to examiners in dassifying, preplanning and examining retums
relaling to this industry.

Inland Waterways

(HTML View Online}

Puhbilication Date: 12/08

This audi ique guide is 1o provide 1o the iner who is auditing a taxpayer for which the
use of the Inland Walerways is an issue.

IRC 162{m} Salary Daduction Limitation Audit Techniques Gulde

{HTML Viaw Online)

Publication Date: 02/04/05

Every publicly held corparaticn maintains its slive comp ion diflerently. Likewise, every publicly held
carporalion maintains different methods for compensating ils executives. As the examining agent, you must first leam
the identity of the individuai(s) within the ion wha are most famillar with how the executive compensation
records are malntained.

IRC § 183: Activities Not Engaged In For Profit Audit Techniques Guide

{HTML View Onling)

Publication Date: 06/19/09

This audil lechnique guide (AT G) has been di dto ich g to Revanue Agents and Tax Compliance
Officers in pursuing the applicalion of IRC § 163, Achvulnes Not Engaged in {or Profit {sometimes referred to as the
“hobby loss rule™).

The Loundromat Industry {(PDF - 126K)

Pubiication Date: 6/00

Provides an ex of water cx i is for reconstrucling unreported income from the operation of a
faundromat. This method is to be used only when there is a reasonable indication of unreporied income,

Lawsuit Awards and Settlements (PDF - 380K)

{HTML View Online}
Publication Date: 01/01

This guide focuses on taxability of law suil awards and setilements.

Ministers Audit Techaigue Guide
Publication Date: 04/23/09

The Mini: Audit T ique Gudde is ded to provide guidance ta the examiner who is audiling a taxpayer who Is
a ministar and o provide 1ax retaled guid 1o taxpayers and other professionals In this industry.

New Vehicle Dealarship Audit Technigue Gulde (PDF - 1.99 MB)

(HTML View Onfinz=)

Publication Date: 1/05

This guide wifl give you the key to a quick and competent closure of any new vehicle dealership examination which
hinges on namowing the scope of the examinalion to iterns thal may prove productive.

Non-Quatified Def gC Audit Technique Guide
(HTAML View Online)
Publication Date: 02/04/05
The Service has prepared & comprehensive audit lechnigues guide to assist examiners in evaluating non-qualified
A lified d P ) (NQDC) plan is any elective or nanelective plan,
¢ rmlhod or amar b an erployer and an employee (or service raciplent and service provider)
1o pay the employee compensation scme thme in the future.

Obligatians Nol In Reqistered Form Audit Technigue Guide (ATG) (PDF - 275K)
{HTAML View Onling)
Publication Date: 6/06
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Oblfigations Not in Registered Form

Otiligations Not in Reqistered Form D Audit Techalaue Gulde {ATG) (PDF - 34K)
{HTML Visw Onding}
. Publication Date:

Oblipations Not in Registered Form D

Oil and Gas industry (PDF 494K)
Publication Date: 59

Pravides information on basic op
introduction to financial products.

reference o royalty owners and an

; Ozone Depleting Chemicals {ODC) Excise Tax Audlt Technigues Guide (PDF - 412K)
(HTML View Onding)
. Publcation Date: 807
This Is the At Techniques Guide for Ozone Depieting Chernicals (ODC).

Partnarships
{HTML View Online)
Pubiication Date: See Table of C far Publication/Revision Date of the individual Chapiers
The focus is on issves ihat fall wllhm sections 7m through 761 of the Cade (Subchapier K). Subchapler K deals
y with the § i ion af parinerships. Many issues arise during the initial or final year
ni the paatushlp

Passiva Activity Losses (POF - 3437 K)

{HTML View Onfine}

Puhlication Date: 0205

Provides ¥ with specific guf on al audit issues, issue identification and lead sheets end other job
aids.

Placer Mining (PDF - 181K)
{HTML View Onling)
Publication Date: 789
. Provides guidelines far the inalion of taxpayers in this indusiry. Focuses on small mininp operations represented
] as sole ptqrumlups on Schedule C, but can be adapted for parinership and corpofale retums,

The PDrtPr__DE (PDF 282K)
Publlcation Date

Provides i i In auditing i ies relaled 1o coastal and inland walerways.

Paullry mdustry (PDF - 1568K)
Puhlication Date: 12/02

. The purpose of this uide is to highlight issues that are specific to or have a large impact on the poullry industry. Mast
of the issues in this guide relate directly 1o the major companies rather than the individual fanmers. However, one
chapter has been devoted o the issues normally found in conjunction with a poultry grower audit.

Reforesiation Industry {PDF - 120K)

{HTML View Ouline)

Publication Date: 8/95

Overview of he Industry. Discusses some issues that may be encouniered - including employment taxes; paor
accounting records; elc.

: . Rehabilitation Tax Credit (PDF - 353K)
Publication Date: 12/02

Provides examiners with audit aids (.e. issue checksheet, pro fonma Information Document Request, and standardized
oudit reports, etc.) which assist in idenlifying and addressing comon rehab tax credit Issues.

Rescarch Credit Clalms Audit Techniguos Guide (RCCATG): Crad|t for Inereasing Research Activitias § 41
(HTML View Onling}

Publication Datn: See fable of contents for publicalion/revision date for ihe individual chapters, exhibils, and letters &
formns. This guide provides guidance on the handling and evalualion of research credit elalms.

Retail ndustry (PDF)

(HIML View Onlins)
Publication Date: 209
Overview of the Retalt ndustry,

Soctions 48A and 488 - Advanced Coal and Gasification Project Crdits

{HTML View Onding)

Publication Dale: 509

Seclion 46 provides that the amount of invesiment credit far purposes of § 38 for any taxable year is the sum of the
. credits listed in § 46. Seclion 1307(a) of the Energy Tax lncentives Act of 2005, Pub. L. 109-58, 119 Siat. 594 (August

. 8, 2005), amended § 46 to add two new credits 1o that list. The qualliying advanced coal project credit, (seclion 48A}

and the quakiying gasification project credit, (section 488).

Sphit Doftar Life | Audit T i Guido

(HTML Vigw Ontine) N
Publication Date: 03/07/05

Spfii-doliar ¥e inswance arrangements can be a key fealure of execulive compensation packages. Over the years, the

Service has ided limiled guid: the ion of these arrang Beginning in 2001, transitional
puidance on the vatuihon of split- ddlaflie insurance amangements was provzded In the form of notices and proposed
regulstions in anticy




Audit Techniques Guides (ATGs) http://www.irs.gov/businesses/small/article/0,,id=108 149,00 html

Sports Franchises {POF f#e under revision)

Pubtication Dale: 8/33

Focuses on major league franchises, Potential issues may inciude hip, broad season lickels),
strike fund payments, stadium issues, player contradis, purchase/sale of lram:hlse league expansion, etc.

Stock Based Comp Audit ¥ Gulde

{HTML View Onling}

Publication Date: 0204105

The Service has prepared a cormprehensive audit techniques guide to assist examiners in evalualing stock-based
compensalion, Stack-based cormpensation generally consists of elther the transferring of stock or the issuance of stock
options to an employee or lndependent contractor.

Structured Settlement Factoring Audit Tachnique Guitie {ATG) (POF - 180}
{HTML View Onling)

Pubfication Date: 1106

Siructured Setllement Facloring

Swine Farm Industry (POF - 520KB)

Pubiication Date: 12/02

Overview of the indusiry Includes methads of accounting {accrual vs. cashy), farm price inventory, unit livestock price,
prepald feed, income from discharge of indebledness, selection fees, depredation, grawer lssues, penallies, research
credils, employment faxes, and excise taxes.

Tobacco industry (PDF - 174K}
Publication Dnle 3/96

Focuses on

ques for 1] farmers, dealers and warehause operations.

Veterinary Medicine (PDF - 485K)

(HTML View Onfinel

Publication Datn: 4/05

Ovendew of indusiry incl di ion of types of bust entilies 3al service lon); cash
vs. acerual method of accounting; and Invenlory vs. supplies.

Rate the Smalt Business and Sell-Emgloyed Web Site

Page Las! Reviewed or Updated: August 27, 2009
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Internal Revenue Manual - 4.35.2 Audit Techniques for Business Returns
Exhibit 4

URIRS o,

Part 4, Examining Process

Chapler 35, F ip and S Carp,

2. Audit T q for Bust

4.35.2 Audit Technl for
® 43521 Overview
® 31522 Preliminary Wors g1 Tarpayers Otfice
® 43523 Genoral Leguer, Exanenation Aoprach
® 43524 HetWorth Section
L ]

43525 falance Sheet £pproach to Exani

4.35.2.1 {05-05-2006)
Overview

1. This chapior discusses sudit techniques for business fetums,

4.35.2.2 {05-05-2006)
F y Work ot Taxpayer's Office

1. The examination at the lxpayer's office may begin wilh méscelianeous reconds olher than Ihe acioal ledgers and
Joumals. Frequentty, these records indicale #oms that the examiner shoukd be alert for as the examination
progresses.

2. The records and the type of inlormation to be obigined aro as fokaws.

A Minute book — This corporate record shoukd contain informoation on afficer's sclories, rea) estaie lessos and
sales, constauclicn conracts, fowsils, paient applications, the ksuanco of aew slock, the purchase ot
Treasury siock, and Intormation relating to msiricied siock ppilons, As the examiner skims through ihe
minite book, apprapwiate aotes for fulire consideration should be made, Tha mvisw of the minuln bagk
shoukd ot be confined 10 the taxable year under exomiantion. R s ndvisabia io cover at loast some of tha
periad inmnediaiely betore and afer, it necessary, the minute books should be atealncd thai go all Ihe way
back 1o the Ineplion of the business. The comoet name of the corporation shmlampearon the cmumy
charter ihat &5 usuolly kept in the mnute book. This namo is whant propare
2 woiver to extend the statutory period of kmitations. Lomge corporations mmm minutcs of the zneulvn
commitiee in addiion to the mnule book.

8. Originat for an It 2 partnership election is made by b Limited
Liabikty C and all and changes ~ Tho provisions af this document shoulky
be noied. The disiribution of income inchuding partner's sataries and Intemst an capital and othes oBowances,
which § may establish, shoulkd be checked ogomst the partrership retum. These allocations need ta be
anaiyzed to detenming if they are proper under IRC section 7047752 rulas.

€. S comporation election - The eleclion shoaukt be reviewed 10 verily thal {1) off sherehokders ol Ihe date of the
election signed the efection and that the number of sharehokders of tho duie of the election did not excestd
Ihe mxi ol 2)en were . whowucus citizem or
residents, esiates, ceraln types of brusts, RC section 50%(c)(3)
plan (ESOP), (3) the corparotion has only oo cass of stock and (4) the cnmomkm Is not an inaligible
corporalien as defined in IRC section 1361b)(2).

D. Autit report of indepandent auditors —~ This repon should be read. Where two mports wer issued, one in
detail for managerment and ihe otner & condensed one fof investors, the former should be azcured. hicame
and nel wosth per this report amy difer from income and net wosth per baoks Bue 0 the auditor's adjusting
entries nut refiected on the books. Where this diflerence pxists, these sdjusting entsies will bo roconciling
#ems tetween tha books and the relum. The sudRors workpapers usually explain these entries. They
shuuld be cheched closely. Any qualiications o unusual corments ¥y ine muditor's report of corlificoes,
such as exprescions of opinion as lo 1axpoyer’s depreciation poficy, adequacy of reserves, sialus of
cafiectitlity of recaivables and the ike, shouk! bo noled tar consideration isier when the dems of ncome and
expense are audied.

E. Authiors — Audils, Y ol tamger ~ oy be itthe
& given acoess 1o the auddors workpapers. Judiclous use af such recards holps 1o reduce tho time n
examining the Lixpayer's books. Examples of the types ol onatyses often found i suth workpapors which
may prove usaful fo the examaner are accounts f aging Df repair in which each
expenditure over a cedoln oroum is for ame
contained in IRM 4.1D.3.

m

. Rolainest copy file of income tan retums - Preceding ond succoeding years' lax retwns shoidd be inspecied.
Aems 10 otserve are: significant riio variaiions between athier years and lhe cusent year; such as gross
profil ratioc or sollng expenses lo sales. Where hey vaty widely from the current year the examinet chouki
moke 3 nole to determine the cause us e taxpayer's records are beinp examined. Balance sheet ratios or
reads should also be chserved. Continuation in the yeer of examination of prior elections conceming bed
detns, inventory valuation methods, depreciation rales and methods, wic. khoutd be verified.. Priar of
subsequent year enlsies in the reconcillalion scheduics of retained eamings and the sccumulotad
adjusiments account and olher adjusiments account on a corparate rEILM ar of parners' capiol accounts on
2 paninership retum which aftect the yoor urder examinalion should atsa bo soviewed. Retalned coples of
other prior year retums may be useiul in enraln cases, such a5 thoss requiring datanmianiion of the sigtus o}
the retained eamings occount, the biasis of assets and allowed or ang the
sharehakters stock Bcts oF tho SINROMS RANAISH tp basia.

G. Stock tansier book ~ This book contans the names of prescnt and pest Stockholders will the aurmber of
shares owned and e dales issued or cancelled.

H. and filed wilh bodies — C: n Ihe pubkc utily ficld are requirsd to
Fle ceain dala with agencies, such as the [ Comwni Civil i
Bonrd, and State and local ullity commissions, These schedules are detaticd and can al limes save the
examiner considerable pnalylcal work. Ruies of ing which public ulilty are required to
adopt by are not or Federal income tax purposes.

L Fsancisl for credit -~ Finandal : graniors of gealer franchises ~
C: isen of such with te talnnce shecl and income sialemenl sthedulo may reveal
significand varialions. For instance the reserve lar bad detts on & balance sheel fumished a hank of a credit
agency may be smalor than Ihe 1esarvo Shown on the returm balance sheet This moy indicaic the resane
on ihe setem is toa high,

4. Appralsals — Engineers’ and real eslaie doalers’ appratsals are important ki many cases, paticutady in
iocating real estale costs beiween land and bulking. I addition, ot dealer appraizais may be usely in
valuing works of art.

4.35.2.3 (05-05-2005)
General Ledges, Examination Approach

http://www.irs.gov/irmnvpartd/irm_04-035-002.html
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1

The accounls contaioed in the genesat ledgor will provide the with an sight into the ians of tha
business. Tha chant of sccoumts should be requested from the taxpayer. Hf a privale iadger s malntained, | should
ulsn be maguested,

The examiner shoukd nbinin an adjusted triad batance. An adjusicd tial balance Is 3 list of all general ledgor
accounts and the year emd bakapce, The adjusted tria) talance shoukl be reviewed for unusual account batances.
Nso, n-anmwnm-umd-mw fabiities the taxpayer has clalmed. Exarrinotion of tha Kbty
252 of this manupl. T exarniner should be aware of sl account bakaness
withh o credi balante. Ewnmwllmymmdusrmunnmd & creddt balance In an assal accaun is an
indication K is in really a Sabilly sccounl. An exampie s ihe bad debl resorve. & is normally recorded as & conia
assel account, which is 1he saa as @ Kabilly sccounl,

. As the examiner goes through Lhe ledper unusual or nanrecuming ilens shoukt be noted. Such iinms tall oughly into

three classes,

A Unusualin amount ~ The sxaminet shoukd be nlart for maniti-end enries of ik smounts which represent
Inrge expanse dems which have been debiled 10 o daferred accovunt and spread over severdl months in
avoid atiracting atiention, The jotal smount of on account may be ymssual in amount because § appears to
be tao siroll. Far mample, whem there is 8 small repair account teial In a year under examingtion ond ihe
laxpayns hid substaatizl foed assets, the small repai 10tat rmay be indicative of ihe practice of charging
repairs to olher sccounts less kkely 10 be chocked, The sanufaciudnd pxpense occoust is one potential
nhkemalive lof such repair chamges.

B. Unusua! by Source — Source as wsed here means the jownals fromwhich Lhe sccount was posted, as
Indicaied in the lefio colum. These is a nomal source patie for most posiings. Ropairs or povartising
expenses are generaly posied fmm the cash joumsl or the Joumnat; i the koo
colurn indicates a cash receipts joumal or genera) joumal souren & ary wamant a further check.
Emtenainment expensa iews from the general joumnal mare aften than not represent oificers’ expensa, Foed
asset credits trom the £ash book are unusual, if Ihe assels were sold, 3 general joumat entry 1 the nonnal
way 1o elminale the ost of the gaset om the books. A cash book saurce Suggests thal the tolat sesing price
insiead of the cast was crediied to the accoum. These are d tew of ihe passible source variations. The
examiner should be alert for the many more kems Wha may be encountered.

C. Unusual by nature — An ertry In & ledger sccount may be unusubl by nojure as weil as by an account isoll
Some exampies ol imusus) entries and sccounts are: Credit eniries in accounts that usublly comain only
dbils or vice versa. As an example a deblt 1o a sales account could possibly be o bad debt witte- off,
Accounts thal cxist 6t the beginning of tha year but do nat exist ot the end. For instonce, the existence of a
Supplas irvtnlory at the beginning of the year ond no inveniory al the end may Indicain that the laxpoyer
had made an unaushorized change In the method of C the o of B account at
the end af the ysar, where nens exisied af the begianing, such as accrusd wages, MOy AIClo o simitar
unaulhosized change. A geaeral ledger in which the nominal accounts are not closed ot 1o e income:
summstty gecouml &l the end of the year. Where this sludlion axsts, and the necessary informalion is rot
avaliable trom tho audilor's woskpapers, the examiner should Irnce Ihe account to the lax rewm. This audh
approach is sdwisabie 50 (hal the exominer will uncover adjustments o the accounts ihat are not reflecied by
entzies on the books.

4.35,2.4 (05-05.2006)
Net Worlh Saction

1

. Consider the foliowing information when exmining net worlh,

4.35.2.4.1 {05-05-2006)
Purpose arxd Scope of Examiner's Analysls

1.

N

w

F

The principal purpose of ar incone tax examinolion is the verification of the (axable income shown on o panicuter
Iox retum. Tht taxable income s the end product of tho various ikeme of income and oxpense on the roturn. Any one
of these tems may be an ! rom cne lo of A These indivi
transactions do not appoar on tha i 4 Y 17 examing themin the place whem
they do sppoar and that is n 1he books.

Sleen (he tronsactions sre recorded on the boohs secording 1o accounting pincipies rather than 1axlaw, b i3 Ukety
hat there will be some tifierences betwean ihe net income on ihe boaks and the net income on the tax relum. The
examiner must lsolate and reconche iese differenres.

1 a quesltonabic liem s noled in the topayer's books dusing the examingtion of an income or expense atowmnt, the
examiner should analyze lhe reconciialion fromnel book income 10 nef mcome per ectum i delenmine i the Hem
was etiminated from the amounl deducted on the tax return.

. The net worth Scction I the starting point in delentining ihe relationship of the books and the retum, Thers ore

fhree eiernents In this section at the end of any piven Lix year, Thoy are:
A the not worth al the beginiing of the year;
B. the operaling income of koss of e cusrenl year;

C. ihe non-operating transactians of tho curen! year,

. The examiner is primarily concemed wilh the second element. However. since tho baoks ard the relwms may vary,

the exarnindtion should not be conkned only to Ure second elemenl. Rems, which fail in Ihe second clamenl on the
books, Ty belong n eliber of the olher wo insotar as the Yax return ls concemed, and vice versa. The examiner
sust therelore chech all lhree elemants.

. Having defined the scope ond pumpbse of the et wath anatysis and the incarma reconcibialion, the manner In which

fhey are 1o bo accomplished is the next step. In some respects tho mannor varies depending ba the entity nvolved,
The corporate faxpayer will be considered first.

4.36.2.4.2 {D5-05-2008}
S Corporations

1.

Like 2 C comporlion balance sheet, the nel warth of on S corporalion ts eompasan of the capita) Bocaunt and

retnined enmings account, The i isthote is no of lhe retained camings accounl on an S
corporakon relum. The M-2onacC s tha of ihe reinined eamings accoun while
The Schedule M-2 ont an S comoratinn mimm is Ihe analysis of the Accummulated Adjustments Azcount (AM), Qeter

Ajusiments Account (OAR) and Shasphoiders Undistributed! Taxabie income Previously Taxed (PT). The OAA will
only be used I ihe S comporation has jax waempl Income and or expenses reisted 1o tax txompt income. Tho PTI
account will only bo used it the Sullwﬂlon was In gristence priar to 1983 and has income thal has been thxed on
ihe sharehokier's rewm, but has not to the oS losses prir
to 1083,

Tha purpesa of Schudule 24-2 Is to imck tho income, lesses and seporately stated Nems 1hot should have been
reported on the sharchokers tax reums.

. The examiner shoukd remesmber that he retained carnings account an the S carportion batance sheet |s o book

nurmber and more thon Ukely will nef tie to tha amounts in the AAA, DAA and PT!, which are tax numbers. Tho rain
differonce wil ba timing difterences betwaen book and tax. For example. If the book depreciation ks 1855 than the tax
depreciation, the retained eamings accownt on the balance sheel will be lamer than the AAA batnnce.

. Slnce there &5 ro reconciiation of the book retained eanings account shown on an S corporalion returm, as Ihom Is

on a C corporation retun, the folowing reconcitlalion shoukt be made:
Beginning Ending Retoined Eamings xex
Book incomefLoss [Schedule M-1, Line 1) oo
Less: Disibutions o
Subtotal xxx

hitp://www irs.gov/irm/partd/irm_04-035-002.himi



Internal Revenue Manual - 4.35.2 Audit Techniques for Business Returns

Ending Relained Exmings xx
Difierence 000

5. I the differenco amount is not 2er0, 8 reconcilntion shoukd be ohiained. There ane two passible reasons for o
diftcrenco, (1) The amounts on the batance shest ath wiony 50 She halance sheel cannot be relied on, or [2) There
was on eniry made directly 1o the retined eamings accoant. This wouks be known as on M-2 aojustmem ona C

Aswitha C any amount entered drectly o the retained eamings sceount has by-passed
he income statesment and t2xabie incomo. All snties mado directly 10 the retainod eamings account should be
examinad lo determine i taxabia Intome & being avokded.

6. e the o section of tho K =nd the AAA pre not or are
Using the ahiove formuies will Celect the potentislly Incommecs enines on (he Schedule K and AM. K it Is asmemed that
no emmies ware mode directly io tha retained samings oiher than achual distributions, the amoun of 1he distriution
can be deiermined using the obowe fowruias. The preparer should alwnys be asked to reconciis ony difieconces
tisought oul with the usa of lee above lowmulas.

4.35.2.4.3 {05-05-2006)

Partnerships
1. These Is no great difterence in principle between the net worth amwﬁsnllmmmmmlmnm
same lechaique applics 1o bath. However, selalivo lo e method ol

sccounting used o complels the 1085 Balance Sheal. nmymmmemmmunmmssu
prepared based on Fair Marke! Vilse i colecide wilh Partnership Allocation Rudes. The examiner can roke fis
deirmination by reviewing Pam i, Block N of schedule K-1. I such instancas where the balance sheet of Fomn
1065 was prepared based on Fair Maskel Vaive, the examiner should solick a taxbasis balaice sheel from the
1axpayer pior to COnJUCLing a nit wirth analysis.

2. Schedule M. Racondiiistion of Pariners’ Capital Accounts. Forms 1085, I5 a rough equivalont of Schedulo M-1.
Reconcillaton of income(Loss) per Books wilh incams per retum, and Sciiedule M-3 Analysts of Unappropriated
Relained Eamings per Books on the compatate relum, Form 1120. with lncomo per Relum, snd Scheduls M-2.
Analysis of Unappropstated Retained Esmings and Undivided Profils per Backs, on the corporate retum, Fomm
1120As stated in (1) above, the examminer must first kientdy the method of accouniing used 1o complete tho 1085

Batance Shest.
3. Schedule K shaws tolal o L . -1 reficcts oach p:mmsrs smn af income,
deductions, or oregits tha ane retuived 1o be sef ol by the s provides los ihe

sepregalion of RC soclion 1231 wansaclions. The eximiner should remember thal me dacision on whether gain or
ioss on such assols is ordinary or capilnl shoukd be defered until tzonsterred byip the pariners’ individual retums. For
each st tisk pciivily, Schedule K-1 requitea tho cniry of the partner's share of partnership Eablities for which the
panner ks persanally iobie. Examiness shiould be awarn of Bt- sisk Litnlions of losses on cerain iox shaller
pannemhip investment. Examiiners should be alerl for shuations where txpayers have claimed doductions fo¢
auzmlmmumemhnﬂium have occurred. Vetify ihat the
taxpayer has inciuded the difference botween the Sability per books and the liablity that was rekeved by the
oreciosure ax income or gain {depending on the nature of the debt ond if the underining assel was disposed of).

4. Sinte Monthe relumis the iner showld firsi secure the taxpayer's
workpapess showing how various kems were rouped for the schedule, Once this hreakdown & secured tho
‘examiner can rREonciie the books with the relum. The per retum coluaw can be propared sololy from Schedulo M as

inthe and {1 5ala or of Property, Form 4787, Supplemental
Schedube of Golns and Losses; and Schedule K of the retusn, The per books columa delad shoukd be secured from
the yxpayer and then checked ogoinst 1he boois 1o see thel they agme.

Afler the reconciiation has been nade; the exaiminer should conlinue with the examination boearing in mind ths effect
wmmnnﬁolmmwmmmmwmmnw In the books. For instance, I therp 5 a § 1,000.00
charge 0 should that the S 1.000.00 was not caimed on the tox
retm. I lho examiner sees an S 200.00 to anolher the examiner would know that
1 was ciaimed on the setum and showd be adfusiod.

8. The regulations under IRC seclion 6050K require partnerships 1o (ks Forn 8308 Report of a Sale or Exchango of
Cerlain Padnerstip hicrests) when o porkion of nnymnnw of ather pmpenyghm 1o a seiliag prnmr In eschange
for 8l or part of tha psriners inleres] in the
appreciated inventory Koms (nc seclon 751(:)) RC scclm BO50K b wliective for sales otmn 03 peowTing
afior 1231/84. During thalr wili verity ihat ol regquired Fonm 6308's hovo
boen fed. ¥ they hove not been fied, lhnippmwmmln(huunln Gle these fonre will be imposed, unlass
raasonable causo is found (o exist. Enmn!lswil atsa give consideralion 1o securing wilhin he districl affeciod
panners’ retums (o sne il - .3 and reparts on oul- of- area
panners.

[

4.35.2.5 {05-05-2008)
Shest App: h to

1. See the loliowing seciions that exploin the balance sheel approach to exarnalions,

4,35.2.5.1 (05-05-20D6}
of Asset A

1. See the toBowiag sectians that explain the examination of the asset accounls.

4.35.2.5.4,1 (05-05.2005)
Introduction

1. Thus far, this chapier has a seres of ions on the of ing the ‘ ola
set ol books and records. The initisl phasa inciutes o veslication thal the net income per haoks with appropriata
reconcliing adjusiments, ks actwaliy refiectad in the tax relum under examination, whether i be n comaralion, 3
pantnership or a sule proprielorship,

2. Once this verificalion is compleled, the examiner should tum atlention primarily to the bocks and recoats, bearing in
mind thal here are some mconcibng Ners that allect tha nel incame par books.

3. The fllowing subsections ofier guites to the technique of exasrining ihe asset, Rability, income, and expense
accounts normally lound in the peneral ledgers.

4.35.2.5.1.2 {D5-05-2008)
Cash on Harki and in Bank

1. Review the cash joumal for a period. Nole eny missing check nunters, checks drawn
to order of cash, bearer, etc ; lorge or unusual Hews, and desenmine propricty thereol irough o compasison with
vouchers, joumat enlsbes, stc.

A Wnihe case pf & cash basis taspayer, astertain If checks were witton and recorded which wete issued aliee
ihe cisse of the year under exansnation.

8. Givo spedal consideralion Ip chechs ksued for cashiers checks, siphl drais, eic, where ihe payee and
nalure are ol claasly Shown.

"~

. Obiain bank Etalesmonts and cancelled checks for each bank account for 6ne of more months, inckuding the tast
month of Ihe period under examination.

A Compare depasits shown on the by bank staterment against entries i cash receipt book.

8. Noin year-end bank overdrafis i case of cash basks taxpayer. This may indicale expenses thal are
unaliowable siace fonts were aot avallable for payment.

C. Dalerming & ony checks have for an Hime. This nmay Indicate improper or
ion of di (= ing checks possibly coutd bo restored ta income.

hitp://www.irs.gov/irnVpartd/irm_04-035-002.htm!
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0. Detervine whether voided checks Bave been prepery hondied.

E. For o test pevod, check endossenmnts it see If they are ihe s3me as paycr, noting any endorsemants by
‘Dwner, 07 questionabie endorsements,

3. Review the cash receipts joumal for Rems not identitied wih ortinary busineas sates, being oiart to Such itent as
soies of assats, prepaid Income, incomo received under ciyim of sighl, elc.

-~

. % reconds appear unsekable or have not been g outllt, 1e5ts of fontings and
postings shoukd be rade for o represenioiive pesioid.

5. mvestigate enlrias in the genomi ledger cash accounl. Look for unusial ke that do not orighale fom cash
receipts ot disbursements joumals. These eniries roy Indicate i of sales of
capilal assels, omitted sakes, indisclosnd bank atcounts, ote.

. Tesl eheck some cash Saies with the cash book 10 ascenatn if hey have beew comectiy recorded. Also chack cash
sales (oo al the beginning and end of the petiod under exaninalion to delermine i year-end saies have been
reconded in the proper sCcounting period.

Test check disbursements from petty cash to ine if there are any Hems included.

~

Scrutinize cash overages and being alert 1o i ‘which may have cheared throuph nceounis,

Ld

This may mdicate snrecowded receipts.

4.35.25.1.3 {05-05-2006)
Notes and Accounts Roceivable

1. Check enirtes in the peneral ledger control accounts. Look for unusual iens, especially those that do nal originale
fomthe sries or cask roceipls joumnals.

2. Detanmine # subsidiary ledgers are in agrecmend with control accounts, and, If net, ascertaln the reasons for any

tiflarentces.
3. Note any credit balances is the ganeral ledger o7 subsidiry accounts. This may indicale dopesits of averpayments
thal could be as Income or sales.

4. Some credit sules invaices and postings shoukl be test checked (ram the sales joumal fo tha sutsidlary and contsol
account.

. Dedorminz whether dccraed Income on interesi healing noles of accounts has been nciuded in income,

G. Where the taxpayer refiects sn orcruil method by subtrocling beginning receivables and adding ending receivabies
10 cash coliected, consider checkdng the dotalicd kisling of receivabinn at the beginning of iha pariod 1o the cash.
receipts book. This may dischase diversion diverting of finds, etc. Delormine If beginning receivables used In the
compulalion are lhe sama as the ending receivables of e precading year.

7. sure that ihe retusn conlonms 1a the books kn tems of &5 methed of accounting.

4.35.2.5.1.4 {05-05-2005}
vestments

1. Anaiyze salkes ond ather credit entiies wilh regard o tne lollowing:
A grins or loasas {bosis, wash sake, Inlemst included In sales price, eic);

B. other wiite downs, its, with rolated . Of forcign entities,
o).

2 Review pebll entries. Conskder such fiems as:
A ities acquired weh funds.

B. Cther C ions wilh related taxp: . noncash 45t creation, or

ol a foreign ete.}.

3. Become famiior with the natere of nvestmonts, utiiizing sny recorts mainined by he taxpayer. Make necessary
fest checks to delermine i retated income has been properly reported (dividends, interest, elc).

4. ¥ shares ot stock 370 held b @ foroign corporation, detemine whether i is & lareign persont) holding company.

5. Wthe mvesimenl account & a negative amount, Ihen the pannershin or S corporation has most ikely invested i
anather liow-ihough eatily. The regalive armount reprezseits the excess of deduciions over the capital contrituted.

4,35.2.5.1.5 {05-05-2008}
Depreciablo Assels

1. Detenmine whettrer asscts shown on the deprecialion schedule, which have o pror yeor acquisition dale, are the
same o3 shown on the tax reum for (he immediale preceding period, I nal, this would indicate poinl up depreciation
L oeen

being taken on assels thal have y or fully t aic.
2. Review addilions dunng the period. Tesi additions by io involces, 5, ele., giving
e toliowing.

A Note Bmms 1t appear In have origineled from unusual sources such as appraisal increases, iransfers,
exchanges, eic., and deienming propricty Ihereol. Ascenain If prior esmings wers adequate 10 cover
acquisitions,

B. Determine if costs relating 1o the and of assets, iy, , Btc., have
been capitafznd.

n

Asceriun i assals inchade items of @ personst nawre.

D. Wher consiruction or any other work of 3 caplial naire is parforman with the tapaver's ewn equinmen,
taboy, efc., for its own use, Ba centain that the basis of such assel inchudes (he proper elements of maletial,
{sbor ant ovethead, inchuding depredialion.

E. With regant 1o ihe basis of assels, consider such Hesms as trade-ins, acquisitions from relsted tazpayers.
asilnc3lions of cogt between land and bullding, elc. Alsa consider whethar the basis has been reduced by the
appropriaie amourt of invesimant cred for perinds atter Decerrber 21, 1082, 15 a comment op TG reaky
rpontant anymare?

bd

Decreases in the assel accounts turing the year should be noted. Galns or losses resulling therefrom should be
verihed.

A Ascosain i the topayer has ossets fo 2 or foroign far leza han
Isir considerntion.
4. Examiners should be aisrt for shuntions where deduttions are belng dasmed by enllies leasing property la
1ax-exemypt enliies. As 2 result of the Deficit Reduttion Ad of 1984, certaln fax benefils olhorwise available

(depreciation, levesiment credi), have bean greatly redueed far owners of propeny that s leased 1o lax-exempl
enliiles. Again, do we really carm abou! o 1984 Tax Adt?

4.35.2.5.1.6 {03-02-2006)
Valintion Reserves

1. Review natuse and source of all accounts and ascerlatn whether ey are being used as o moons of diveriing of

Reviow 1he cash on kand accoun! 1o dotermine B there are any credht batances during thp parind under exanination.

hitp:/fwww.irs.gov/irvpartd/irm_04-035-002.html
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undesstuting mcome. of clalming unaliowabie deductioss.

2. D whelher any of these are contingent reserves.
Chaotk for reasumableness ol any odditions.

4.35.2.5.1.7 [05-05-2006)
intanglble Assets

1. Verity of igns cloimed, such as k write downs, write-affs. mynities, et

]

Test check cutrent adkditions to determine i ke basis inckedes o proper elements af cos?, such o3 legol fees,
apphcalion jees, et

3. Delemmine i hera havo becn any ions with related or foreign enlttes: il 5o, consider
arms-lenglh features,

4. ine K Income: o has bees incded in incomme. In this regant connection be owore hat it
i3 not necessary lor an intangible Lo have 3 basis or to appess on the reconds (0.g. subleases, oveniding royakies,
fronchises, ec).

3. Ansiyre any tronsattion iwolving ransfer of foteign righls jo any loreign antity for an equily interest, or for nominal
considesation.

§. 8o alert 1o any stiuakon or ansoaclion witich logically coukl have given rise 10 an intangible which may have been

fxed sssets, e (0. of 2 goinp bustness — which could involve

Qoo wil, covenant rot io cupele, cic.).

4.35.2.5.1.8 {05-05-2006)
Propald Expansas and Dafarred Charges

1. Deteamine Make Check as 1o (e nature and source of these assets, ard the stanner in which they are charged off to
cxpense. Prepait oxponses are gensrotly presant in all businesses. The absance of such Hens should bo
considored, since a distortion of incoma may ba lnvoved.

4.35.2.5.1.% [05-05-2006)
Other Assots

1. The wature and dassificalion of olher asset accownts shoukd bo considered to deteamine i thay hove a baaring on
Iax fiabiity,

4.25.2.5.1.10 {05-06-2006}
or §

1. Driontine ihe nolute and purpose of Ihe accounl. Test chock debl and credit enities, being aware of the posstbiity
1hat such an sccount may be vsed 03 8 means jor diverting sales, patding expenses, olc.

435252 {05-05-2006)
of Liablity

1. See the foltowing seclions ihal explain the pxmingtion of the liobiity accounts.

4.35.2.5.2.1 {05-06-2005}
Curront and Accvued Liability, Including Notes Payable

1. Review computation of year-end accruals with respect to el as or Verily that the
econamic perfanmance requiremont of IRC section 461(h) has been mel olong with lhe oll events test. See hat
sccrusts sel up at the end of the preceding year wisse either reversed in the current year or ihal the odiual expenses
‘were chorged agoisst thom when pald, Be aiort ia large yosr-end Uoims thel have been shifted belween years for the
taxpayer's advanlage.

2. Note any dedh batonces b the gencral edger or subsidiary accounis. This may indicale diversion of funds, efc. Ako
Roto BCComnls Hhel have lorg overdue batancas. This rmay ladicaie contosted Kabiliics and fladitles which no onger
x5t suth o sncialred wages, Unciaimed depasis, Rens set pp twice, el

Determine il subsidiery ledgers are in agreement with conlrols, ane if nol. escestain (he reasons tor any diffcrences.

.

. Oatenmioe H accnied Hems payable 1o related taxpayers were pald within the time imil prescribed. Undor IRC sectian
267, an accrual of an expense is not allowabls I 1 is 10 & rekaind Mxpayer and Ihat taxpayer ks on the cash basis.

A ¥iho accrual & tor i verlly that k was actuslly peid withia tha firat 2 172
wonits of Ihe nex year. Sea RC sedhn 404(a).

5. vestigale entries in the general ledger contral accounts. Look for unusudl itoms, especially those that do not
osiginate isom the vouches reguster of cash disbursements Jowmats. This ey discose unreporind Income. improper
of pverstated expense.

6. Examiners showid be alert for skualions whesm taspayers have dukmd deductions for sccrued interest on exdsting
Hablitres and have d. Vertly ihe taxpayer hag included the difference
between the Kabliity per the books ard the Sability that was refeved by the forecinsure as income.

7. Analyze any newly Habidyto s foreign as hmay a dividena.

4.35.25.2.2 (05.05-2D06)
Officar's Sataries

1. Oelennine total cosponsalion paid or accased fo principal officers, laking into consideralion any compensalion
ciaimed wnder headings other an olficers’ selaries, such ac manufactuning sataries, suparvicory salones, lober,
eic., cotriuaions 1o peasion plans for the oflicess, payments of personal expenses, yeas-end or ather bonuses. elc.

N

Detenning # and ta what extent esch pnncpal olficer's compensaticn iz uoreassnable.

L

} The examiner shoukd take intn acenunt suck lactors oa: noture of dulies, and

of the business, size of the business, INGMOUETS CoNNDeoN 1o KD Making, iae devated, economic conditions n
poneral, end iocally, and amounl of fime of yoor compensation is determned, whether
alleged compensation conpensate Is in really, In whole er in porl, paymeni for 8 business or assets amuired, e
orFout peit by simitar size businesses i the samo amea to squally qualified employecs for similar services, ete.

. Be slert io ciosely held mukiple in which rmay be Spi botween two or mone
reiaica corporntions, and which, in the aggregate, may be consi 1o the ofkce!

. ) in tiosely held comarations, deternmine thal accrusls payatie fo controlling stockhokiors are pait wilhin the
presoibed tme Umil. Under IRC seclian 287(e), ne deduciion ks allowed for accmwed commensatian is an S
corporation sharsholder.

§. Deienmine ¥ execulives have received substontial banuses under the guise Ihal Ihe procoeds would be used by the
recipiesd o make signiicam political contibutions.

7. Beawam of for the purpos2 of avoiding the buill-in
yrains fax ol RC section 1374, nvodnu la:amdmdend disiributions or shifimg income arongst sharetioldars.

B. Be aware of inadequale satories paid (o olicer/shareholers who roceive i 5
corporation pamings are st subject to ihe sell- tax sp ofien receive minimal smat
oF n8 wages Salary income 1o ovoided ampioyTen laxes.

4.35.2.5.23 {05-05-2008)
Flzad LizbMiles

»~

[
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1. )} Fnanting suchas cic. are amos in which substantiat
urjusiments are quits often found. The examinor shoﬂdb:m acquainted wih peninent detalls with repant 1o
suth financing arangements ond consider possible adjustmen oreas as follows:

A legal, ano ather of
8. rriunding of debt;
c. ions wilh related and foreign enlities;

D. relaled expense accounts {interest and pmortizalion).

2. jintm any long kablity lo a Ioreign as i may &n equily interest
rathes than a creditor inferesl.

4.35.2.5.2.4 {05-05-2806)
Othar Llahitities

1. The nature snd ot other kabikty shouid be | ine € they hove any bearing
on tax fabilty. The accounts o often used to impropetly delef revenuc 1o 8 Mm.- petod. The exarsiner shoukd
review anid snsiyze the composition of the ather labiliics nmoum n conjunclion willt RC section 451, IRC seclion
61 mxt the to make a proper os o whether or nol the amou mporied as other
Unbililes should In witole o7 In part be & component of curent revenue.”

4.36.2.5.2.5 {05-05-2006)
Capltal Stock

1. Review 8B capita! stock accounts — give adequate consideration io the following.

4.35.25.2.5.1 (05-D6-2008)
No Changes

1. No changes thaing period — Even though ne changes in (he lotal outstanding siock appesr on the bolancn sheel or
in the general ledger control accouns, consideration should be given to auch feslures as:

A Subchapier S Corporalions. i there a valid clection, mumber and changes b stockhoiders, imilation on
, efc.

B. Deangs kn sinck between sherchoidars. Chick goins of ssed o the ndividuals contemed whero the
corporation yitmately becomes invaived in such insadtions and consider iha pass (billy of distitbutions
being essentially equivalant 1o a 1axable dividend,

C. Ciosely held companies shouki receive special d the i for such ftems as
arme-longih foalures, disguised dividends, etc.

4,35.2.5.2.5.2 {05-05-2006)
New [ssues of Capltal Stock

1. New kssues and adddions during the period

A Compare data date obiained from the cotporate minute book ond chaster with itemas recorded on boaks 1o
dotenming i proper entries hove been nmada.

8. Vertily all creai enbries. Give conzidesation ta such feaiures as: siock issued fr services or propartias, sioch
dividends, prployse stack aplions, slock s5ued at less than folr market vilue, reargankations, texable ent
nonaxable exchanges, tlc.

C. Delewmine il relaiing o the aistack have been property handied {legal fees, repistration
fees, eic).

D. Delerming If documenlary stamps have been acquired and proporty affeed, and cost covectly etected.

E. Oolesmine duting ihe examination of a mcapitnlzation of the stock in @ closely held company that the fair
market vitkee ol the stock 1o be received by pach exchanging wnmhvl.'muuqmlio he fakr market vake of
the stock intha Kthere is a s the @xaminar should be alest to
possible gifl tax consequences.

4.35.2.5.2.5.3 (05-05-2005)
Reductions and Cancealions

1. Reductions and conceltalions diing the perded

A Comgars dala sbiamed from the corporale chiarter ang minute boak with Aems recorded on badks to
deteryine i proper entries have beon made,

8. Vorily :Id!M enlries. Give consideration 10 such lu:nums as, pamal of complein mdcn'ulcnr., canceliations,
or ions; wiite-olts; ok olc.

4.135.25.2.54 {05.05-2006}
Treasury Stock

1. ¥ treaswry stock tronsactions have occured, consider Such ibil as & being
1o dividends, &ic. See HC secton 302,

4.36.2.5.2.5.5 (05-05-2006}
Pald-in or Capital Surplus

3. Analyze and reconciie ihe surplus actounts. Venly corredtness of ol Rems, both increases and decreases,
appearing on the books or retum.

4.35.2.5.2.5.6 {05-05-2006)

Schedule M-1
1. ForCC Schedule M-1 is tie mcnmnmlmwrmobwmunhhmm
belore the net oss ond special Furs
feconciiiticn between the net income per books and the sumof the ortinory and separalely smed Rmns ofincome
ang dedudiians.

2. Aconpicte and detalled Schedule M-1 will provide #n cxaminer with Ihe Inlormation needed to reconcile incomo per
booxs and income soparied on the relum. Verlolions can otise nlmer becauso of Uming ditisrences or
difierences bitween fnanclat ond tax -1 kines are difierent on 8n 31120
versus an 1120S. These could surface inlines 4.5, 7. or B of Smnuln M1,

3. No.%, ing tas C ies, of the Financial Accounting Standands Board (Mncch 1875), Issued
by the Amesiean bstitute of Certified Public Accounlants, defines & loss conlingency as an esisting candition,
siuation, or set of citumstances invahing uncestalnty as to the ms:liblo Iass that wilt be resolved when one or momr
fulure events occur or #a8 o occur. An lass § sheil be iiccrued by o chame 1o
income ¥ tha lollowisg condikians are met: IllspmbaNuthnluimmnn&beonlnumﬂmmnmnn!mmml
staiement; ond the amouat of the loss can reascnably be estimated. The Standands dsfine probable to mean that the
future event oc evems o Kkely 1o occur. Wl lespect to unasseriad clokms, Sigalion, and sssessments, the
Standarnds provide that an st the degree of iy shet sull may be fted or a cloim or
assessmesl may be assened, and the p y of an ouicomo. ¥ an outcame ks probable
and the amaunt of Ihe Joss can be rezsonably estinaled, rccrual of Ihe loss is required.

4. & should be noled that the above dofinilian Is only appiicable in owtving at book income., For tax, no deduction is



THE NEW TEMPORARY FEDERAL ESTATE TAX LAW

In December 2010 President Obama signed the “Tax Relief, Unemployment Insurance
Reauthorization and Job Creation Act of 2010 (2010 Tax Relief Act) into law.

ESTATE TAX CONSEQUENCES OF THE 2010 TAX RELIEF ACT

Scheduled to end December 31, 2012

The old $1 million estate tax exclusion returns January 1, 2013, with the old estate tax
rates. (Assets transferred to a federally recognized spouse who is a US citizen are not
now and will not be taxable after 12/31/2012.)

Basis of assets is stepped up to the Date of Death value.

There is still an annual per donee gift tax exclusion adjusted for inflation (currently
$13,000, $26,000 for couples)

UNTIL DECEMBER 31, 2012 at 11:59PM

Estate tax exclusion is now $5 million, adjusted for inflation.

Maximum estate tax rate is 35%.

For estate taxes, the surviving spouse may use the remainder of the deceased spouses $5

million estate tax exclusion.

o Assuming the law remains unchanged, if both spouses die between January 1,
2011 and December 31, 2012 their combined estate tax exclusion can reach $10
million with a little careful planning.

Gift tax is subject to a $5 million lifetime exclusion, adjusted for inflation.
Top gift tax rate is 35%

Generation Skipping Tax exemption, $5 million, adjusted for inflation
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NEW JERSEY ESTATE AND INHERITANCE TAX!

= New Jersey Estate Tax, in general

O

(o]

o

Taxes on New Jersey Residents with estates over $675,000

Taxes paid to New Jersey can be deducted on the Federal Estate Tax Return.

Assets passing to a spouse are not taxable.

Real property and tangible personal property located outside New Jersey is
excluded. ‘

New Jersey will fight to establish you were a New Jersey Resident at Death

» New Jersey Inheritance Tax
o New Jersey imposes an inheritance tax on transfers to certain groups of people.

= Exempt from inheritance tax: spouse/civil union partner, descendants,
parents, grandparents, and stepchild. (Certain charitable donations are also

exempt.)

= Everyone else is subject to the New Jersey Inheritance Tax if the amount
exceeds the Inheritance Tax Exemption. The exemption is either $500 or
$25,000 depending on your relationship to the Decedent.

» The tax rate is up to 16%.

= New Jersey Inheritance Tax is credited to the New Jersey’s Estate Tax.

' New York also has an estate tax.
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