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Cash Audit Techniques Guide - Chapter 1

Statement of Purpose

The purpose of this audit techniques guide (ATG) is to provide guidance for the
examination of income in a cash intensive business. This guide can be used during all phases
of the examination. This ATG will:

e Provide background about Cash Intensive Businesses
o Identify frequent and/or unique issues

e Provide examination techniques

e Supply applicable laws and court cases

e This guide is not designed to be all-inclusive

The use of Indirect Methods, also referred to as the Financial Status Audit Techniques
(FSAT), is not prohibited. However, examiners must first establish a likeliness of
underreported or unreported income. Examiners must then request an explanation of the
discrepancy from the taxpayer. If the taxpayer cannot explain, refuses to explain, or cannot
fully explain the discrepancy, a FSAT may be necessary. Remember that just being a Cash
Intensive Business (CIB) does not automatically allow the use of an FSAT.

Introduction and Overview of the Guide

The accurate reporting of income and expenses by cash intensive businesses has been the
subject of various studies by the Service, as well as General Accounting Office (GAO). The
GAO estimates that the individual income tax "gap" is in the hundreds of billion of dollars.
The common theme of these studies is that there has been, for those taxpayers with the
ability to determine their own reported income, an increasing underreporting of income.

Of particular interest are businesses and individuals who receive most of their income in
cash. Cash transactions are anonymous, leaving no trail to connect the purchaser to the
seller, which may lead some individuals to believe that cash receipts can be unreported and
escape detection.

There are three main ways to misappropriate cash from a business.

e It can be skimmed from receipts, for example, pocketed before it is recorded. If this
happens it will not be discovered by auditing the books.

e It can be stolen after it has been recorded, for example, cash removed from the cash
register or goods stolen from the shelf for future resale.

e A fraudulent disbursement can be created, for example, a payment to a vendor that is
actually cashed by the owner’s son.

e The most significant indicator that income has been underreported is a consistent
pattern of losses or low profit percentages that seem insufficient to sustain the
business or its owners.



Other indicators of unreported income include:

e A life style or cost of living that can’t be supported by the income reported.

e A business that continues to operate despite losses year after year, with no apparent
solution to correct the situation.

e A Cash T shows a deficit of funds.

e Bank balances, debit card balances and liquid investments increase annually despite
reporting of low net profits or losses.

e Accumulated assets increase even though the reported net profits are low or a loss.

e Debt balances decrease, remain relatively low or don’t increase, but low profits or
losses are reported.

e A significant difference between the taxpayer’s gross profit margin and that of their
industry.

e Unusually low annual sales for the type of business.

Auditing cash businesses is both a science and an art. Tax law, accounting and the process of
reporting income are sciences. These require specific knowledge and are concrete and
tangible. These can all be verified. The art comes from the examiner’s own creativity in
developing a method to determine that all income is properly included. For this the examiner
must use their individual style and flexibility to modify the examination process as needed
for each particular case.

If an examiner wants to find income, they must actively look for income. Unlike examining
expenses, which can either be verified or not, hidden income is harder to find and requires a
proactive approach. Examination techniques must be tailored to provide for the best analysis
of a specific taxpayet's possible income stream.

There are several techniques that can be used successfully when working with cash intensive
businesses. First, a financial status analysis including both business and personal financial
activities should be done. This is a required minimum income probe. If it shows an
imbalance in the cash flows indicative of underreported income, request clarification or
explanation from the taxpayer before beginning the use of an Indirect Method (Financial
Status Audit Techniques).

Indirect methods, such as a fully developed Cash T, percentage mark-up, source and
application of funds or bank deposit and cash expenditures analysis,, can then be used to
confirm the amount of any understatement. Seek your Area Counsel’s opinion regarding the
use of non-conventional techniques prior to initiating any action.

The fact that the cash intensive business may have substantial lack of internal control is not
the main question. The methodology used by the taxpayer may be correct and the income
reported properly. The most critical aspects to successfully examining a cash intensive
businesses is the examiner's ability and skill in gathering information about how the taxpayer
conducts business, documenting cash inflows and outflows, and conducting a detailed
interview with the owner of the business relating to business and non-business cash receipts
and cash expenditures.



IRM 4.10.4.6.1 addressed the requirements for Examining Income and Using Financial
Status Audit Techniques (FSATs). It discusses the prohibition of the use of Financial Status
Audit Techniques to determine the existence of unreported income unless a reasonable
indication that there is a likelihood of unreported income has been established. A reasonable
likelihood can be established with the initial unresolved financial status analysis (T account).

The examination of income is a mandatory audit issue. Examiners must determine whether
the taxpayer reported the correct amount of income. The depth of the examination of
income and the techniques used are dependent on the facts and circumstances of the case.
Generally, consideration should be given to tax return information, the reliability of the
taxpayer's books and records, the outcome of the Minimum Income Probes, and the
resolution of LUQ (Large, Unusual, Questionable) income issues.

The use of other audit technique guides and technical support by Area facilitators will
generally provide a higher degree of consistency in treatment of issues and taxpayers.
Additionally, Headquarters facilitators can provide support for their respective market
segments, as appropriate.

Respecting the Taxpayer's Privacy

In-depth examinations of income may involve a thorough examination of the taxpayet's
books and records or contacting third parties. Examiners should be sensitive to the burden
this places on the taxpayer and the impact an in-depth examination may have upon the
taxpayet's personal and professional life.

Ask only for information relevant to and necessary for resolving the issue. Ask the taxpayer
to provide the information needed; information should be collected directly from the
taxpayer whenever possible. Contacting third parties for information is intrusive and should
only be done if the taxpayer is unable or unwilling to provide the information. If a third
party must be contacted, ask yourself whether the information is really needed, if there is a
less intrusive alternative way to get the information, and be sure that the taxpayer's
confidentiality is not breached. If possible, verify information obtained from third parties
with the taxpayer before reaching a conclusion or proposing an adjustment based on the
third party information.

Respect the taxpayet's right to representation. Examiners cannot require that a taxpayer
participate in the audit or be interviewed without a summons. However, examiners need to
talk with a knowledgeable person. The taxpayet's voluntary presence at an interview, or tour
of the business site, can be requested through the representative. If the representative is not
knowledgeable and information from the taxpayer is needed, consider summonsing the
taxpayer to appear and answer questions. Make every effort to ask all pertinent questions
during the interview if the taxpayer is summonsed, because it may be difficult to secure a
second meeting.



Keep managers informed. Alert managers if a required Minimum Income Probe indicates a
material imbalance and discuss how the issue will be developed. Managerial involvement and
support is important and should be documented in the case.

Definition of a Cash Intensive Business

A cash intensive business is one that receives a significant amount of receipts in cash. This
can be a business such as a restaurant, grocery or convenience store, that handles a high
volume of small dollar transactions. It can also be an industry that practices cash payments
for services, such as construction or trucking, where independent contract workers are
generally paid in cash.

Using a Cash Register

A business with a large number of cash transactions probably uses a cash register. Sales are
entered into the register, using different keys for different sales. This is done so the owner
can determine the cost of sales in each product area, for example, beer sales, dairy sales, soda
sales, grocery sales, etc. A product line that is not profitable will soon be refined or
eliminated, because these stores are usually small and every inch of space must be
productive.

Each cash register drawer begins with an amount of money to be used as change. Whether
the operation is a small business, a large restaurant or a major retail store, the drawer will
only begin with a minimum amount of currency, about $150 to $250.

The workers will ring up every sale on the cash register and provide a cash register tape
receipt to each customer. If cash is taken out of the register for small purchases, to cash
checks, or for the owners use, a note is made and is retained in the drawer.

The cash register will produce a detail tape locked in the register, which is a continuous
record of each transaction recorded that day, with a total (X total). This tape will identify the
type of purchases keyed into the register, for example, grocery, liquor, coupons, etc., and
what type of payment was received, for example, cash, check, etc.

The cash register will also provide, under a separate key control, the accumulated total
amount of sales (Z total) that is carried forward for a longer time period, until authorized to
be reset at zero.

The detail tape (X total) should not be accessible to the person using the register, and the
reset key (Z total) should only be accessible to senior management. In a small proprietorship
or closely held business this control may be impossible.

At the close of the business day, the supervisor will unlock the register and read the X total.
The supervisor then clears the cash register for the following day, thus automatically
recording on the Z tape the transaction total (X total) of the cutrrent day's cash receipts. The



detail tape (X total) should then be removed from the register and retained for subsequent
comparison with the total cash turned in from the register.

Sales from the cash register are totaled at least daily, usually at the end of a worker’s shift.
The employee will count the cash in the drawer, less the beginning balance which is retained
in the drawer for the next shift’s use. The worker may count the cash while a supervisor is
present or may count the cash and enclose it in an envelope for deposit in the business safe.
The worker will also total the checks and credit card payments received.

A designated person will open the envelopes containing the shift cash, count total cash and
prepare deposit slips. A copy is made of the deposit slip and retained by the designated
person. The supervisor, or another individual, will take the cash to the bank, returning with
the deposit receipt, which is matched to the copy of the deposit slip. This is an important
internal control- the same person must not prepare the deposit and take the cash to the
bank.

The supervisor will determine sales for the day (or shift) by printing the Z tape total on the
register. The Z tape records the total transactions, such as sales by type, the number of
customers and the number of items rung in for the period. This is another important internal
control- the same person does not count the cash and total the sales, otherwise, all overages
could go into the pocket of the counter.

The total sales for the period are reconciled by comparing sales recorded on the Z tape to
the income in the drawer (cash, checks, credit card purchases and cash paid out). All
differences between receipts and the cash register tapes must be reconciled and a record kept
of cash overages and shortages.

Once this important reconciliation is complete, the total sales for the day or period can be
entered on a daily sheet. The cash register Z tape and all reconciliations, discrepancies and
notes are retained and attached to the daily sheet.

The total daily sales amount (from the daily sheet containing all reconciliations) is entered on
a sales sheet that generally records all sales for the month.. This is usually the document that
goes to the bookkeeper to record monthly sales. The daily detail tapes (X totals) are source
documents that must be retained by the business.

The sales made by check and credit card can be subtracted from the total sales for any
period to determine the amount of cash received. This can be compared to cash deposited to
the bank.

Businesses Without a Cash Register

Businesses that have fewer transactions will usually issue sales invoices or receipts to each
customer, rather than use a cash register.

At the end of each work day, the worker may count the cash received while a supervisor is
present or may count the cash and enclose it in an envelope for deposit in the business safe.



The worker will also total the checks and credit card payments received. These will be
entered on a daily sheet.

A designated person will open the envelopes containing the shift cash, count total cash and
prepare deposit slips. A copy is made of the deposit slip and retained by the designated
person. The supervisor, or another individual, will take the cash to the bank, returning with
the deposit receipt, which is matched to the copy of the deposit slip. This is an important
internal control for the protection of cash reporting- the same person must not prepare the
deposit and take the cash to the bank.

The supervisor, or designated individual, will total sales invoices for comparison with the
cash collected (plus cash paid out). If there is any discrepancy between sales invoices and
payments received, a reconciliation must be made and notes are retained with the daily sheet.
This is another important internal control- the same person does not count the cash and
total the sales. A good indication of whether this happens is whether overages are shown. If
cash shortages appear periodically, but cash overages are never recorded, that is a good
indication this internal control is missing: the same person reconciles cash and sales.

The business will record each individual receipt separately in the sales journal, retaining the
invoices, reconciliations and deposit slips as back-up documents.

Books and Records

Every business has its own procedures and internal forms. The procedures and forms, at a
minimum, must document the flow of each receipt or revenue from the customer’s hands to
the business, to the final end in the business bank account or as payment for a business
expense.

The examiner can expect to see the summary Z tapes and the detail X tapes (if a cash
register is used), sales invoices or receipts (if no cash register is used), daily reconciliation
sheets, monthly sales sheets (that will match the Statement of Profits and Losses) and bank
deposit detail. Any deviation from these elementary steps should be recorded by the
examiner and may indicate a disregard for recordkeeping rules and a lack of internal controls.

The books and records of a cash intensive business may not be kept in any particular
industry standardized format. When these entities are small businesses or the taxpayers are
not sophisticated with respect to record keeping or the tax law, the only way to understand
the bookkeeping system is to have the taxpayer explain it.

If the taxpayer has a representative, the examiner may have to walk through the taxpayer’s
books with the taxpayer to the point at which they submit their figures to the representative.
The same walk through with the representative will then be conducted in order to determine
the audit trail from the source documents, through the original books of entry, to the tax
return/tax reconciliation workpapers.
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Chapter 2: Pre-Audit and Background Review of the Tax Return

Pre-Contact Analysis of the Tax Return

Regardless of what techniques the examiner employs to examine a return, a thorough pre-
audit analysis is essential to discover potential audit adjustments and fraudulent situations.
The beginning of any examination is a pre-contact analysis, which is a review of the tax
return to identify potential issues and data needed to plan the examination. The analysis
should cover all aspects of the return.

Some items on a Form 1040, which are important in a pre-contact analysis, are listed below.
(Note: There are many more items, but these are only a suggestion to get you started.)

1. Page one and two of Form 1040: Filing status, family size, address, wage income, interest
income, business income, capital gain or losses, rental or farm income, miscellaneous
income, credits claimed, other taxes paid, and taxpayer’s occupation.

Is the taxpayer’s address in a high value area, disproportionate to reported income?
Is the occupation a position that could have indirect sources of additional income?
Will reported income support the size of family reflected?

Is the foreign accounts question answered?

2. Schedule A

Itemized Deductions

Real Estate Tax: Compare with taxpayer’s address. Do the taxes suggest that other property
is owned by the taxpayer? Does the real estate tax deduction show additional properties not
commensurate with reported income?

Interest: Does interest expenses indicate loans or property holdings?

Does the interest deduction show indebtedness on purchases not commensurate with
reported income?

Miscellaneous Deductions: Any unusual items, such as large gambling losses?

Do total deductions indicate expenditures in excess of net income reported?

3. Schedule B: Interest and Dividend Income. Check amounts for accumulation of funds;
number of accounts; or lack of interest or dividends. Are the interest and dividend income
and the corresponding investments consistent with reported income?

4. Schedule D: Property sold and property purchased. During the audit, consider, when

properties are purchased and sold, note the source of funds used and where the proceeds
were reinvested. Review Form 1099 information received.
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5. Schedule C or F: Type of business, accounting method, gross profit percentage compared
to similar type business, net income, interest expense (does the taxpayer pay cash or finance
the purchase of business assets?), Depreciation Schedule (did the taxpayer purchased assets
during the year) and any unusual items. Sales Tax: Any capital items purchased? Does the
sales tax deduction indicate any purchases not commensurate with reported income?

6. Review the appropriate industry audit technique guide for additional items for now and
future consideration such as:

Note how gross income may be computed. How can it best be cross-checked to books of
original entry?
e Reconcile total deposits.
e Test-check cash register tapes.
e Sample sales slips, job orders, contracts, etc.
e Check appointment book, daily log entries.
e Estimation of units produced.
e What are the internal controls on income?
e Are all receipts deposited? Are most by currency or check?
e Who controls the collection and deposit of receipts?
e Who records the receipts into the records?
e What other regulatory agencies audit receipts (i.e., sales tax, franchisor)?
e Note any sharing by percentage of gross income (i.e., rent, profit sharing).
e Does the accountant verify gross income?
e How does the owner or stockholder draw living expenses?
e Check the controls on employees handling receipts.
e Are numbered sales invoices used?
e Note the consistency of the accounting method used.
e What should the business be earning? Consider:
e The location (is it accessible to a large market?).
e Specialty items (is there a select clientele?).
e The number of operating units (cash registers, machines, trucks, chairs, etc.).
e The number of employees (and their duties).
e Controlled prices on goods sold (as “fair-traded” items).
e The age of the business (is goodwill established?).
e The gross profit percentage for the industry.
e Is “other income” possible? For example:
e Can the operation produce a saleable by-product? (Scrap, farm products, rebuilt
items).
e (Can the goods or services be traded? (Construction, repairs, personal services, money
orders between merchants).
e Are there vending or pinball machines?

e Check for potential “sub-operations” created by the business (snack bar, repairs,
appraisals, installation, and accessories, towing business not listed).

12



e Are there sub-leases or rentals (land, storage spaces, and tools)?

e Could kickbacks or rebates be paid or received (construction jobs, coupons)?

e Other considerations:

e Fvaluate any other information available (information items, news clippings, etc.).
e Unusual situations warranting answers:

e High profits, but no savings or investments.

e Low profits, but many investments and expenditures.

e Increasing assets, but small deductions for interest paid.

e Decreasing liabilities, and low profits.

Although the above considerations are broad, very little time is used in the above pre-audit
analysis. Yet, it is an invaluable tool in planning and executing a quality audit, in minimum
time.

From these indicators and the initial Cash-T, examiners should form a financial picture of
the taxpayer. One of the key indicators is an accumulation of assets and/or incutring of
expenses in excess of available net income and borrowings. When examiners see a return
with a large asset accumulation, low net income and small interest expense, examiners need
to resolve how this occurred. How could the sole proprietor of a moving business that
reports net profits of less than $30,000 each year have purchased four rental properties?
Make a note to ask the taxpayer to explain these inconsistencies during the initial interview.
Ask the taxpayer to explain the overall situation, if possible, then ask specific questions, such
as, How did you purchase property A last year? Where did the down payment money come
from?

Examiners must develop an estimated Cash T and/or source and application of funds in the
pre-plan stage of the examination to get an idea of the taxpayer’s finances. The analysis will
be more thoroughly developed as the examination progresses and more information is
obtained.

In the case of corporate or partnership returns, your pre-audit analysis should also include:

e Significant changes in balance sheet accounts.

e Unusual entries to the equity balances of the partners.

e Bad debt write—off and recoveries.

e Relationship of funds paid to shareholder(s) or partner (s) versus the individual’s
standard of living (what does this mean?).

e Disposition of scrap materials (why is this specific to partnerships; it is also
mentioned above?).

e Low gross profit ratio in relation to the industry standard.

e Changes and payments between related entities.

e Disproportionately high or low inventory figures.

e Loans receivable and/or loans payable, especially to or from officers or partners.

e Review of Internal (IRS) Sources

e Tax Return (see above for details)
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CBRS -

Charge-Out Sheet
Prior Audit
Prior Examiner

Examination Specialization &Technical Guidance Program- Audit Techniques
Guides

For specific methods of developing the scope of your audit based on your taxpayers’
industry
IRP

Accurint - Do the facts match the return?

Currency & Banking Retrieval System (see below)

This is vital with a cash business. A CBRS search will show who handles cash, where
transactions are made and the dates and amounts of cash transactions. This information
should be obtained during the pre-audit.

Obtain

IDRS (see below)

Collection

Criminal Investigation Division

International

MACS - Midwest Region Automated Compliance System

TECS - Treasury Enforcement Compliance System (Restricted Use)
Research

To assist you in understanding your taxpayers’ industry.

Internal Revenue Manual — Handbooks such as Retail

Technical Advisors: (LMSB)

Examination Specialization &Technical Guidance facilitators, coordinators and
analysts and ES&TG web site.

CAS/Engineers/Economists

Tax Attaché (TA)

Access IDRS or MACS Information

any information on lender/donor/taxpayer/related entities.
IMFOL

BMFOL

IROLE

INOLE

IRP

RTVUE

BRTVU

Request MACS returns with proper approvals.

Tax Attaché (TA)

TA’s can travel to different countries (treaty/non-treaty) to conduct investigations of public
recotrds, conduct interviews and work with the local tax authorities.
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Tax authorities of treaty countries can provide assistance.

This is an “unusual” source of information basically used when the taxpayer has issues of
foreign accounts, businesses or loans.

Third Party Contacts: Public Records Check

Contacts made with government officials to obtain information that is available to the public
are not third party contacts under IRC section 7602(c). Such contacts are routinely made and
there is no expectation of privacy with respect to information that is provided to, or
maintained by, government officials and is available to the general public. The information
must be available to the general public for this contact to be excluded from the IRC section
7602(c) requirements. Some examples are:

e Contacts made with postal officials to obtain a taxpayet’s current address; and

e Contacts made with a county clerk to obtain lien information; and

e Contacts made with a clerk of the court to obtain publicly available court records;
and

e Contacts made with state officials to obtain corporate charters or other publicly
available information regarding corporate taxpayers or exempt organizations.
The determining factor is that the information must be available to the general public to not
be considered a Third Party Contact. Note: In some states, due to rights to privacy (stalking
laws) legislation, Motor Vehicle information is not available to the general public and would
be considered a reportable third party contact.

Third party return information is defined as information collected about taxpayers, but not
the following:

e Information received from the Taxpayer or Representative.
e Information required to be filed with IRS, such as Forms W-2, 1099, etc.
e Information furnished in connection with specific cases being worked by IRS.

e Information received from state agencies in accordance with FedState exchange
agreements.

e After opening the audit, if observations suggest that the taxpayer may be
underreporting income; examiners should consider contacting other third parties
either through a summons or letter.

Review of External Sources

Certain conditions will allow the agent to get information from a state or other federal
agency without contacting the taxpayer — see 26 U.S.C. 7805 Par. 2. Section 301.7602-2
Third Party Contacts.

e Agencies

e Bureau of Labor Statistics
e Social Security Administration

15



e U.S. Post Office

e Department of Motor Vehicles

e Law Enforcement

e OSHA - Occupational Safety & Health Administration
e Department of Social Services

e Department of Agriculture

e Small Business Administration

e Department of Transportation

e Fictitious Name Register

e Better Business Bureau

e Court Record

e Divorce

e Liens

e Probate

e Property records

e Mortgages (amount/holder)

e Bankruptcy

e State Information

e DPermits

e Licenses

e Sales Tax

e Employment/Unemployment Data
e Trade Associations

e Corporations (charters, etc.)

e City Directory

e DPublic Utlities (electric, gas, water)
e Credit applications/tepotts

e Suppliers

e Employer/Savings & Loan/Credit Unions
e Insurance Providers

e Subscriber Information Sources

e Dun & Bradstreet

e Robert Morris & Associates

e [EXIS

e Former Personal Contacts (landlord, employer, employees, ex-spouse, Neighbors)

e Third party contacts (i.e. Taxpayet's landscaper/lumber yard- can lead to addresses
where lumber was delivered)

e Newspaper articles

Comparative Analysis and Ratio Analysis

Ratio analyses are extremely important in evaluating the reasonableness of reporting in a
cash intensive business or in a business that carries inventory. A successful business will
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continually analyze its costs by using operating ratios. This ensures that all areas remain
profitable and allows owners to make adjustments to product lines that report sluggish gains.

The cash business, as reported on the tax return, should be evaluated through the use of
ratios. This is because relationships exist between income and expenses that creates a
balance. The balance can be evaluated by using a vertical analysis of the tax return. Similarly,
trends and practices are usually consistent over time, and these can be evaluated by using a
comparative analysis between 3 or more years of tax returns.

When someone is misappropriating cash, it causes the relationships to become unbalanced,
and this can be discovered by analyzing ratios.

Vertical Analysis and Industry Ratios

The first step in determining the reasonableness of the reported income and expenses is a
vertical analysis that expresses each expense in terms of gross receipts. This is the method
companies use to compare one business to another.

A vertical analysis is a comparative analysis within a given tax year of certain expenses
relative to gross receipts. Thus, all expenditures will be expressed as a percentage of gross
receipts. This is done by dividing the amount of the expense by the amount of gross
receipts. For example:

Example Gross Receipts $100,000 100%
COGS (25,000) 25%

Gross Profit 75,000 75%

Operating Expenses 30,000 30%

Bizstats.com offers free business statistics and financial ratios, by type of entity (sole
proprietor, corporation, partnership), by industry (retail, beverage store, construction, etc.)
and by amount of gross receipts. By entering the amount of gross receipts from the return
into the Bizstats customized P&L report for the proper industry, Bizstats will prepare a
benchmark vertical analysis that can be compared to the tax return. This analysis will tell the
examiner how the business under audit compares with the industry as a whole. This does not
indicate there is unreported income, but may raise some questions about the expenses that
should be asked of the taxpayer.

Comparative Analysis

In a retail business the markup percentages usually remain constant from year to year. If
goods are marked up 50% when the cost is $12, the goods sell for $18 and the business
earns a profit of $§6 on each sale. When the supplier increases the cost of goods to $14, the
business, keeping the 50% markup percentage, sells it for $21 and earns a profit of $7 on
each sale. This way, any supplier increases are passed on to the consumer.

Remember, when a supplier increases cost it is usually an increase to all of the supplier’s
customers. Therefore, all retailers will increase their prices. For example, when the price of
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gasoline goes up, all stations increase their prices to maintain their individual profits. The
examiner should not accept self serving statements that a retailer did not raise prices in order
to be competitive. If the retailer’s prices do not increase with cost increases, the retailer will
be undercutting the competition and the examiner can expect to see increased sales.

From 3 successive year's returns, a MACS return, a 3-year income statement or 4-year
balance sheet, a comparative analysis can be performed. The various line items can be
compared from year to year for large, unusual, or questionable items, and trends, such as
continual large losses, can be identified.

Inventory Analyses

Businesses maintain inventory so they will have on hand the items their customers want. A
business only makes money when the inventory sells or “turns over”, and the higher the
turnover rate, the higher the profits.

Many cash intensive businesses are small operations and may claim no inventories are made,
or that the inventory figures on the tax return are estimated. However, no business can order
new supplies without knowing what they already have, so even if no formal inventory is
taken, the person responsible for ordering must have knowledge of what is present. That
person should be interviewed and asked about goods on hand and turnover rates.

A ratio analysis of inventory in relation to sales can show the true picture when no records
are provided. A ratio analysis can also be used to find inconsistencies in the reporting.
Following are some analyses an examiner may consider:

Gross Profit Margin or Percentage:

GROSS PROFIT ON SALES (from tax return) = SALES (from tax return) = GROSS
PROFIT PERCENTAGE

The examiner should make this calculation for the prior, current and subsequent years. Is
there significant change between years? If so, tailor the interview-ask how the business was
doing, if any changes were made. A drop in the gross profit percentage can mean sales are
not recorded or money is not in register

Inventory Turnover:

COST OF GOODS SOLD (from tax return) = (BEGINNING + ENDING INV) / 2 =
the TIMES INVENTORY TURNED OVER PER YEAR

When turnover increases, the business is more profitable because items are sold faster,
making room for new items to be sold. Compare the Inventory Turnover from the prior,
current and subsequent years. If turnover increases you should see a corresponding increase
in Gross Margin (sales). If one ratio is increased but the other isn’t, ending inventory may be
understated.
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Analysis of Ending Inventory Balances:

(ENDING INV - BEGINNING INV) =+ BEGINNING INVENTORY = the
PERCENTAGE OF INCREASE OR DECREASE in Inventory

The examiner should make this calculation for the prior, current and subsequent years. This
measures the amount of inventory increase (positive number) or decrease (negative number)
over the prior year. Inventory increases should result in higher sales. If sales have not
increased correspondingly, the examiner should consider inventory items withdrawn by the
owner for personal use.

Change in Net Sales from Year to Year:

(SALES in 2008 (from tax return) — SALES 2007 (from tax return) ) ~ SALES 2007 (from
tax return) = the PERCENTAGE OF CHANGE in Net Sales from Year to Year.

This calculation shows how much sales increased or decreased from 2007 to 2008. If sales
increased, the examiner should see a favorable Inventory Turnover Ratio and a
corresponding increase in Change to Cost of Goods Sold. If sales increased and the expected
changes are not present, sales are not reported or inventory may be a problem.

Change in Cost of Sales from Year to Year:

(COGS 2008 (from tax return) — COGS 2007 (from tax return)) + COGS 2007 (from tax
return) = the PERCENTAGE OF CHANGE in Cost of Sales from Year to Year.

If sales increased, the percentage of change to COGS should be consistent. Otherwise,
inventory is understated.

Other Investigative Sources

Access Treasure Enforcement Communication System (TECS) Database—Passenger
Activity Query and 1-94 database

Only accessible via Criminal Investigation Division (CID)

Will show all inbound travel into the U.S. by any person presenting a passport. Information
on passport will include dates, names, date of birth, point of entry and time.

Used to corroborate if taxpayer/lender/donor actually traveled into the U.S. from abroad on
claimed dates.

Information could include assets or how much wealth the taxpayer brought into the country.
This can be used to verify a taxpayer’s claim that someone traveled into the United States on
a particular date carrying a cash loan or gift. An individual entering or leaving the United
States with currency, OR a person shipping, mailing or receiving currency will complete
FinCEN Form 105 (formerly Customs Form 4790).
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Currency and Banking Retrieval System (CBRS)

Currency transactions can be an indicator of many compliance issues and these indicators
need to be specifically incorporated in the audit plan and compliance effort.

The CBRS should be checked initially to determine the nature of the transactions that were
netted up and matched to the return. Cash transactions over $10,000 just by nature are a
very strong indication of possible underreporting of income and must be considered in every
aspect of the audit. Fach transaction must be addressed propetly.

For the same business, a pattern of transactions may have very different indicators.

For example: A store with regular currency deposits may indicate substantial gross receipts
that should be verified as cash as opposed to more conventionally traceable transactions (i.e.
credit or debit cards). The same store with significant currency withdraws may indicate a
check cashing or money service business operation, such as money order or Western Union
sales. Consider the implication of each and possibly both during an audit.

The Bank Secrecy Act and Money Laundering Statutes were passed by Congress to help
facilitate the identification and prosecution of individuals involved in illegal activities for
profit.

The CBRS database can be used to identify bank accounts, secreted cash, leads to assets and
foreign bank accounts, nominees and a myriad of other useful information for compliance

and other law enforcement personnel. The following documents are currently available on
CBRS:

Form 4789 - Currency Transaction Report (CTR) - Domestic financial institutions, including
banks, credit unions, check cashing establishments, and currency exchanges are required to
file a CTR on each deposit, withdrawal, exchange of currency, or other payment or transfer
involving a transaction in currency in an amount greater than $10,000. Either cash-in or
cash-out can generate the reporting requirements.

Form 8362 - Currency Transaction Report by Casino (CTRC) - Casinos are required to file a
CTRC on each deposit, withdrawal, exchange of currency, gambling tokens or chips, or
other payment or transfer which involves a transaction in currency of more than $10,000.
Casino transactions must be analyzed from the source of funds perspective. While gaming
may be a net loss operation, the source of the seed money must be addressed. It may be
income of a non-gaming source before it becomes a net a loss.

Form 8852- Currency Transaction Report for Nevada Casino - same requirements as Form
8362 filed only by Nevada casinos.

Customs Form 4790 - Report of International Transportation of Currency or Monetary
Instruments (CMIR) - Each person who transports or has transported currency of the
United States, or any other country’s traveler checks, money orders or investment securities,
or any other negotiable instruments, in or out of the United States, is required to file this
form.
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Treasury Form 90-22.1 - Report of Foreign Bank and Financial Accounts (FBAR) - United
States persons must both file this form and answer yes to the question on Schedule B of
Form 1040 if they have a financial interest in or signature or other authority over a bank,
securities or other financial account in a foreign country which exceeds $10,000 in total value
at any time during the calendar year.

Form 8300 - Report of Cash Payments Over $10,000 Received in a Trade or Business -
Required to be filed by any person who, in the course of carrying on a trade or business,
receives more than $10,000 in cash in one transaction or related transactions.

Criminal Referral Form (CRF) - these forms are filed voluntarily by banks on unusual,
suspicious, structured transactions and cancelled transactions.

Customs Form CF 7501 - Entry Summary (EXC) - Filed by importers or licensed customs
brokers whenever commodities are imported into the United States. CBRS reflects only
those commodities that are subject to excise tax.

Immigration Files

e TFiles can reveal extensive foreign businesses owned by taxpayer, financial
information, and foreign bank accounts.

e Interrelationships identified.

e Determine resident/visa status of individuals.

Information could include assets or how much wealth the taxpayer brought into the country.
This can be important if the immigrant claims money was brought into the United States,
and is not gross receipts earned in the business. This information can also be gathered for
any individual immigrant who is identified as making cash loans to a business taxpayer.

Loan Application Files

Some loan applications may reveal income and assets, which differ from the original tax
return filed.

Loan officer reports and interoffice memorandums detail taxpayer history and financial
background. This may include files of taxpayer’s related transactions, other lenders, or other
sources of income.

Bank Records/Financial Records of Foreign Lender or Donor

Ask for copies of foreign lendet/donot’s bank trecords to show where money was
withdrawn. Compare amounts deposited by taxpayer and how it exchanges to U.S. dollars.

If necessary, secure affidavit from foreign lender/donor stating dates, amounts, and other
data regarding loan/gift.

If necessary, secure copies of foreign lender/donot’s business records if amounts were
withdrawn from a business.
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Asset Locator Databases

Validate the taxpayers’ real estate holdings, corporate ownerships, lawsuits, professional
licenses, executive affiliations, bankruptcies, loans, etc.

Electronic real estate service research (statewide or national, if available, access to
historical/cutrent real estate ownership)

Secretary of State, bankruptcy, judgments, liens, court records, register agents,
corporate officers nationwide, professional licenses, state income and sales taxing
authorities such as Board of Equalization, Franchise Tax Board, Employment
Development Department, plane and boat ownership, people finder, etc.
Department of Motor Vehicles (vehicle ownership)

Credit Bureau — address information

Method for confirming assets of taxpayer/donor/lender outside of immediate area.

Historical changes in property ownership are available. Access usually covers
statewide as well as nationwide.

Interviewing Actual Foreign Lender/Donor

A third-party interview of the foreign lender/donor (if present or residing in the U.S.) can be

useful.

Have taxpayer set up interview.

If necessary, conduct interview under oath.
Evaluate for credibility/conflicting testimony.
If examiners must, issue summons to appear
Consult Area Counsel.

Interviewing Other Potential Witnesses

On some occasions an interview of other individuals, not a party to a questionable
transaction may be necessary.

These individuals may include:

Former business associates
Spouses

Relatives

Employees

Friends

Competitors

Vendors

Customers

Other government agencies
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Take affidavit

Issue summonses when necessary to compel testimony or produce documents.

These witnesses can provide detail about related business practices and can confirm or
contradict credibility of information received by the examiner. Review the disclosure rules
for third party contacts.

Summons U.S. Parent Bank for Records Located in Its Foreign Branch

Summons U.S. Parent Bank for Records Located in Its Foreign Branch

When a taxpayer has conducted one or more transactions at a foreign branch of a U.S. bank,
the transactions can be examined by summonsing the U.S. parent office of the U.S. bank to
obtain the foreign branch’s records.

United States v VETCO, 691 F.2D 1281 (9th CIR. 1981), cert denied, 454 U.S. 1098 (1981).

GARPEG v United States, 583 F Supp 789, 84-1 U.S.T.C. 9323 (1984), 53 A.F.T.R. 2d 1309
(S.D.N.Y. 1984)

This can reveal foreign transactions and possibly foreign bank accounts. Be prepared to
enforce the summons if necessary.
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Cash Audit Techniques Guide - Chapter 3

Interview the Taxpayer

The initial interview of the taxpayer sets the stage for the rest of the examination. The
primary purpose of the interview is to secure, by conversation with the taxpayer, facts which
will present the taxpayer’s overall financial picture, an understanding of the operations, and
an overview of the recordkeeping practices (that is, type of records maintained and the
accounting controls).

In a cash intensive business there may be very few tangible records, so it is important to
perform a detailed and meticulous interview. The oral testimony of the taxpayer at this point
may turn out to be the only evidence provided, so it must be exhaustive enough to be
properly evaluated. The smallest detail gathered may be useful later when no records can be
found. The examiner should not abbreviate the interview. A proper interview for a cash
intensive business may take two or more hours, so be sure to offer the taxpayer a short
break.

Have the taxpayer explain every step from the time cash and other income is received until it
is deposited to a bank or spent. Only by taking the time to write down every step in the cash
process and noting the name of every person who handles cash, can an examiner find
weaknesses in the system if they exist. Don’t hesitate to ask candid questions about how cash
is handled or how money is spent for both business and personal reasons.

The following paragraphs contain some of the items, which examiners should develop in the
initial interview. Also, basic interview techniques below.

Accounting for Cash

Ask the taxpayer to explain the mechanics of how cash is handled in the business. It is
important during the interview to have the taxpayer explain every step of cash handling,
beginning with the collection of gross receipts from every source. (TIP: consider using a
separate page for each process, for example, the procedure for cash sales recorded in the
cash register and how that money is handled and recorded; the procedure for coin collected
from vending machines and how that money is handled and recorded; the procedure for
cash received at a snack bar and how that money is handled and recorded, etc.) Prepare a
flow chart of the cash flow from the time it is received until it is placed into a third party’s
hands and ask the taxpayer if the flow chart is correct. Include the name of every individual
who has contact with the cash at every point. This can later be compared to the CBRS data
for accuracy or to determine the credibility of the interview.

Then a similar explanation must be solicited for cash that is paid out as expenditures,

including who is authorized to pay cash and where the cash comes from. Write down the
taxpayer’s exact responses whenever possible.
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The examiner must understand the accounting systems used and determine who is
responsible for maintaining each type of record.

Cash on Hand IRM 4.10.4.6. 8. 3 (9/11/2007)

Examiners must ask about cash-on-hand that the taxpayer has access to, including funds
available from friends or relatives. Make sure the taxpayer understands that cash includes
pocket money plus cash in a safe or other safe location, and cash held in trust by others. If
examiners are working with a representative, ask that the taxpayer also appears for the
interview so the availability of cash funds can be discussed. Record the taxpayer’s responses
exactly, using quotations to the extent possible.

Since Cash on Hand and Accumulated Funds are important fundamental aspects of the
examination of income and the formal indirect methods, examiners should establish the
amount and verify the taxpayer’s statements of cash accumulations during the initial
interview. This is necessary because:

Cash on Hand and Accumulated Funds can explain Financial Status Analyses that appear to
identify a potentially significant imbalance. The issue can be resolved quickly and with the
least amount of burden to the taxpayer if it is addressed eatly in the examination.

The information is needed to determine whether a formal indirect method should be used,
and which method is most appropriate.

An adjustment for unreported income can be challenged if the availability of Cash on Hand
and Accumulated Funds is not addressed at the beginning of the audit. The after-the-fact
“cash in the mattress” defense cannot be used if the actual Cash on Hand and Accumulated
Funds have already been established.

If a taxpayer is vague when answering questions concerning cash, examiners should try to
pinpoint amounts by starting with an estimate such as “over or under $10,000” and
narrowing the range until the taxpayer agrees with a general amount. A commitment should
be sought concerning whether an individual had any large accumulations of cash at the
beginning or the end of the tax period under audit.

Examiners should ask the taxpayer to make an affirmative statement regarding the existence
or nonexistence of Cash on Hand and Accumulated Funds. This statement, and any analysis
of the statement, should be included with the income workpapers.

Business History

Develop data relating to the taxpayer’s business history and related businesses. Does the
taxpayer own controlling interests in multiple businesses or is he/she a partner? Secure
information about accounts receivable, loans receivable, inventories, and a general statement
of how the inventories are valued and method used. Ask that a record of the inventory be
made available.
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If a comparative analysis shows losses or consistently low profits, ask the taxpayer what has
caused the problem and what is being done to improve the situation. The taxpayer will be
knowledgeable about the industry and can explain any market fluctuations. Remember, no
one will remain in a business that does not earn profits.

Financial Information

Inquire about commingling of business bank accounts and personal accounts of the
immediate family. Be specific about all open or closed accounts-business, personal, savings,
certificates of deposit, and other forms of money deposits.

Request detailed information about bank loans, personal loans, accounts payable, and other
borrowed funds. It may be more practical to cover loans made outside the business, which
do not appear in the regular books. Determine whether the taxpayer received any nontaxable
income such as gifts, inheritances, or proceeds from life insurance.

Determine the taxpayer’s security holdings in stocks, bonds and mutual funds. Obtain a
listing of the real estate holdings. Be specific about the personal residence and monthly
payments.

Request a record of personal loans made to others — members of the family, a friend, or
someone else.

If certain expenses are paid in currency, ask how this procedure 1) records the expense
purchase, i.e. is a receipt retained, is an entry made in the books?, and 2) how is this included
in income, 1.e. are cash purchases added to bank deposits?

Ask about other assets — those that appear on the return and those that do not. Find out if
financial statements, independent audit report, applications for loans, workpapers used to
prepare the return are available.

e Sources of income:
O Is there any other income, which the taxpayer considered not reportable?

e Non-taxable income:
O a gift, inheritances, loans, and other non-taxable sources should be tied down
as closely as possible early in the audit.

Audit Technique Guides:

Examination Techniques specific to an industry or issues can be found at the Technical
Guidance website: http://sbse.web.its.gov/tg/default.htm. These guides include: examples
of documents to request, key interview questions, things to look for during tour of business,
unique indirect methods, what to look for in books and records, and other known sources of
information pertaining to the market segment.
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General

Remember, examiners are testing the accuracy of the taxpayer’s tax return and especially the
sources of gross income. The interview is your opportunity to gather the information not
shown on the return.

Ideas for Initial Interview Questions

e Principal Products?

¢ How long in business?

e Who are your principal customers?

e Ask if the taxpayer has any other source of income.
e How are sales handled?

e Method: cash or accrual?

e Basis for recording?

e Ifaccrual, does he/she have a list of accounts payable and receivable?
e How are prices set?

e What is your markup percentage? (Ask for markup % on each major product)
e How often is inventory taken, by whom?

e Who keeps the books?

e How did they learn recordkeeping?

e What bank accounts maintained?

e Do they deposit everything? Who deposits?
e How do they get cash to spend?

e Check to cash?

e DPersonal withdrawals — how handled?

e Safe deposit box?

e How do they record expenses?

e How were the return figures arrived at?

e How are the expenses paid?

e (ash-on-hand

e How much?

e Where located?

e Non-taxable income.

e DPensions, loans, gifts, inheritances?

e Investments:

e Stock?

e Real Estate?

e Major personal property?

e Major Expenses:

e Loan repayments?

e Asset acquisitions? When? How?

e Schooling?
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Summary of Key Points for the Initial Interview
Interview Purpose

To secure an overall financial picture of the taxpayer and to familiarize yourself with the
business activities.

The taxpayer will be more responsive at this time than later in the audit.
Answers will be less biased because no issues are at stake.

Interview Planning

e Have an objective in mind, an outline, and a sequence (as developed by your pre-
audit analysis and other available information).

e State your questions simply, in the taxpayer’s vocabulary.
e Be an objective, friendly, professional fact-finder.

e Be flexible in your outline.

e Review the appropriate Industry Audit Technique Guide
e Interview Development

Interviews are very important.
e The examiner should control them.
e Properly documented (but not verbatim notes in front of taxpayer).
e If a question is worth asking, listen analytically to the answer.
e Follow-up leads or discrepancies.
e Be fair and unbiased.

Importance of Issuing a Summons

When the taxpayer does not have adequate books and records, the agent should make the
decision early in the examination to summons third-party recordkeepers (attorneys, enrolled
agents, banks, brokers, accountants, etc.) and other third parties, (suppliers, vendors, etc.) to
produce records. A summons served on a third party is a third-party contact under IRC
section 7602(c), and the appropriate procedures must be followed.

If the taxpayer does not have adequate books and records and the agent needs to summons
bank records to complete an indirect method, it is important to issue a summons for all
deposited items and checks for each of the known bank accounts. This is necessary to
ensure a complete review and identification of documents providing substantiation of
taxable or non-taxable income. The deposited items will also help prove that a taxable source
exists for the deposits.

The revenue agent should also consider issuing a summons to an uncooperative taxpayer so
that the taxpayer could be asked, at the summons hearing, whether he/she had any transfers
of funds between the bank accounts that the revenue agent had not already uncovered. The
uncooperative taxpayer can also be asked about any other potential sources of non-taxable
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income, such as the receipt of loans, gifts, or inheritances that were deposited. And, even if
the taxpayer refuses to answer the examiner’s questions, which information is helpful to
demonstrate the revenue agent has tried to follow all reasonable leads.

NOTE: Whenever the taxpayer’s books and records are deemed inadequate for purposes of
an examination of income, the examiner should consider the issuance of an inadequate
records notice at the conclusion of the examination. See IRM 4.10.8.16 for procedures to
issue an inadequate records notice.

Authority

The authority to conduct interviews is granted by Internal Revenue Code Section 7602.
SEC. 7602. EXAMINATION OF BOOKS AND WITNESSES.

(a) Authority to Summon, Etc. - For the purpose of ascertaining the correctness of any
return, making a return where none has been made, determining the liability of any person
for any internal revenue tax, or collecting any such liability, the Secretary is authorized-

To examine any books, papers, records, other data which may be relevant or material to such
1nquiry;

To summon the person liable for tax or required to perform the act, or any officer or
employee of such person, or any person having possession, custody, or care of books of
account containing entries relating to the business of the person liable for tax or required to
perform the act, or any other person the Secretary may deem proper, to appear before the
Secretary at a time and place named in the summons and to produce such books, papers,
records, or other data, and to give such testimony, under oath, as may be relevant or material
to such inquiry; and

To take such testimony of the person concerned, under oath, as may be relevant or material
to such inquiry.

NOTE:

IRC section 7701(a) (11) (B) defines Secretary as the Secretary of the Treasury or his
delegate.

IRC section 7701(a)(12)(A) defines delegate as any officer, employee, or agency of the
Treasury Department duly authorized by the Secretary of Treasury directly, or indirectly by
one or more redelegations of authority.

IRS delegation Order 4 delegates this authority to Revenue Agents.

The Restructuring and Reform Act of 1998 added IRC section 7602(c) Notice of Contact of
Third Parties - General Notice- An officer or employee of the Internal Revenue Service may
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not contact any person other than the taxpayer with respect to the determination or
collection of the tax liability of such taxpayer without providing reasonable notice in advance
to the taxpayer that contacts with person other than the taxpayer may be made.

Time and Place of Examination

IRC section 7605 and the related regulations provide that an officer or employee of the
Internal Revenue Service shall fix the time and place of an examination. They further
provide that officers and employees of the Internal Revenue Service will endeavor to
schedule a time and place that is reasonable under the circumstances.

NOTE:

IRC section 7521(c) provides for the appearance of representatives with valid Powers of
Attorney on behalf of taxpayers. This section states “an officer or employee of the Internal
Revenue Service may not require a taxpayer to accompany the representative in the absence
of an administrative summons.”

In short, taxpayers have the right to engage representatives to meet with IRS personnel on
their behalf. After a taxpayer has given a representative a valid Power of Attorney, Service
personnel will then meet and deal in good faith with the taxpayer’s chosen representative. If
however, information necessary for the determination or collection of tax is not, or cannot
be provided by the representative, then Service personnel have the authority to
administratively summon the taxpayer to personally appear to provide testimony or records
deemed necessary by the officer or employee working the case. It should be made clear that
the Service cannot compel testimony.

With a valid Form 2848, the power-of-attorney is permitted to practice before the Service.
The Power-of-Attorney is restricted to persons recognized or qualified under provisions of
Circular No. 230. If a representative is shielding the taxpayer from an examiner, the
examiner can bypass the representative and deal directly with the taxpayer. Guidelines are
provided in IRM 21.11, Processing Power-of-Attorney. [IRM 4.10.3.2.1.1].
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Cash Audit Techniques Guide - Chapter 4

Conducting the Required Minimum Income Probes

The minimum income probes are analytical tests intended to determine whether the taxpayer
accurately reported income. The use of the minimum income probes can establish whether
there is unreported income.

If the taxpayer is underreporting income, the probes should result in the identification of at
least some of the understatement. The examiner should try to maximize what can be
discovered during the minimum income probes. If an indirect method will be needed it
would be best to make the decision as quickly into the examination as possible.

The purpose of the Minimum Income Probe Lead Sheet is to assist the examiner in
conducting their initial income probe and to determine if further, more detailed investigation
is warranted. The examiner must document what auditing steps are used and the results. This
can be done by inserting your comments and analysis on the RGS Leadsheets or by using
subsidiary workpapers.

Certain minimum probes will be made regardless of the type of return filed by the taxpayer.
The minimum income probes for individual business returns are:

Financial Status Analysis (Cash-T) IRM 4.10.4.3.3.1

First, is the development of a preliminary Cash-T analysis based on the tax return and case
file information for individual business filers (Schedule C or F). This preliminary Cash-T is
not a financial status audit technique (FSAT); it is simply a method of presenting the
information and facilitating the analysis. For corporations and other business entities,
examiners should prepare a comparative analysis of the balance sheet and income statements
using the year under audit and the prior/subsequent year data.

If the preliminary analysis indicates that there is no material imbalance, then the depth of the
examination can be limited to the Minimum Income Probes.

However, if the analysis indicates a significant imbalance in cash flows, tell the taxpayer (or
representative) that there is an issue and give them a chance to explain or resolve the
material imbalance. Show the taxpayer (or representative) how the analysis was completed
and give them copies of relevant work papers for their review. To the extent possible, the
taxpayer’s exact response to the Cash-T imbalance should be recorded.

During the course of the audit, the preliminary analysis will be updated for new information
gathered during the examination process. There is no magic list, but areas to keep in mind
are the taxpayer's spending patterns, accumulation of wealth, financial history, and potential
for nontaxable sources of funds.
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Accept credible oral testimony and reasonable estimates. Estimated personal living expenses
should be updated for actual amounts reflected on the tax return and as determined during
the examination, but taxpayers should not be asked to complete Form 4822, Statement of
Annual Estimated Personal and Living Expenses. The form is intended to be a tool to help
examiners create an audit trail.

Generally, inspecting the interior of a taxpayer's home should only be done to resolve a
specific issue such as an office in the home expense — financial status information can
usually be obtained from public records or an unobserved drive through the neighborhood.
However, if the taxpayer has an office in the home, that portion of the residence is a
business location and the examiner is encouraged to conduct the examination at that
location.

Interview the Taxpayer IRM 4.10.4.3.3.2

Examiners should use the interview to gain an understanding of the business process and
judge the credibility of the taxpayer.

In cash intensive business there may be very few tangible records, so it is important to
perform a detailed and meticulous interview. The oral testimony of the taxpayer at this point
may turn out to be the only evidence provided, so it must be exhaustive enough to be
propetly evaluated. The smallest detail gathered may be useful later. The examiner should
not abbreviate the interview. A proper interview for a cash intensive business may take two
or more hours, so be sure to offer the taxpayer a short break.

Have the taxpayer explain every step from the time cash and other income is received until it
is deposited to a bank or spent. Only by taking the time to write down every step in the cash
process and noting the name of every person who handles cash, can an examiner find
weaknesses in the system if they exist.

Don’t hesitate to ask candid questions:

Taxpayers usually withdraw goods from their stores but rarely adjust cost of goods sold for
personal use- ask the taxpayer if they keep track of personal withdraws, if not, ask them to
estimate weekly amounts. Follow up by asking them to explain the situations when goods are
withdrawn, for example, when their children come to the store, once a week for dinner
ingredients, once a month for toiletries, etc. Keep in mind it is unlikely a person will go to
the store to purchase items at retail when they can take it home from work at wholesale (or
free).

Owners usually fail to report the value of merchandise, trips or prizes earned from suppliers
for volume purchases- ask what awards were earned and who used them. If the response is
negative, remind taxpayers that we occasionally follow up unusual situations with third party
contacts.

Ask when financial tasks are usually performed. The shorter the delay in inputting data into
the accounting records, the lower the risk of untracked changes. As input time delays
increase, the potential risk related to alterations, manipulations and/or deletions incteases.
This means there is a greater chance of skimming or undisclosed items.
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e Ask how employee usage is handled. Do employees get discounts-how? Do
employees receive free meals-how?

e Entrepreneurs with cash businesses are usually interested in other types of businesses
that will generate cash- ask about sideline or secondary operations. The undisclosed
business may be completely unrelated, for example, a convenience store owner who
also sells used cars for cash. Ask the taxpayer how they spend leisure time.

e Always ask about bartering. Small businesses will barter with like minded business
friends to turn older inventory and avoid spending cash.

e Always ask about a cash hoard. In a cash business this is critical. Find out if one
existed and where the money came from. If it was skimmed from the business in
prior years, it is taxable. If it came from other sources it can be traced and the
examiner must follow up.

Tour the Business IRM 4.10.4.3.3.3.

Have the taxpayer explain how the business operates, including each process. For example,
in a convenience store, have the owner explain how grocery sales are made, how checks are
cashed, how money orders are sold, how Western Union transfers are made, how coins are
collected from vending machines, etc.

For each process, document each step, especially the handling of cash, from its receipt to the
time it leaves the business.

To accommodate the owner, consider combining the interview with the business tour. This
is especially effective when the examiner will be working with a representative or at another
location.

Observe the type of payments that are made and how they are handled. Spend some time
watching the procedures at the register and stay long enough to observe several transactions.
If the taxpayer has said he rarely receives cash, but in two hours the examiner notes 10 cash
purchases, that observation must be recorded and analyzed.

Compare the cash register tapes from the day the register was observed, to the tapes for the
audit period.

Match the taxpayer’s statements, cash register records or reports, against the findings.

Note the manufacturer and model number of all cash registers and point of sale (POS)
systems. If necessary, the manufacturer can be contacted for an owner’s manual or
information on accessing reports.

A cash business needs a safe method for storing cash. Note the location and size of the vault

and who has access. Ask if the owner maintains another safe in his home or an alternate
location and determine the size of that as well.
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Observe income sources, such as vending machines, newspaper stands, fax machines, or
phone cards for sale, and ask questions about them. In most businesses, space is at a
premium and every inch must produce income.

Some owners have been known to reduce prices when learning of an IRS, State or Sales Tax
examination, in an effort to reduce the eventual adjustment based on a percentage markup
calculation. During the tour the examiner should record a sample of prices on key items;
later these can be compared to cash register tape entries. If the cash register tapes are
missing, the taxpayer cannot verify that prices were either higher or lower.

Evaluate Internal Controls IRM 4.10.4.3.3.4

An evaluation of the taxpayer's internal controls will determine the reliability of the books
and records. The fact that the income as reported on the return matches the books and
records does not mean that the books and records are reliable or that they reflect the actual
business operations. The evaluation of a taxpayer's internal controls, and techniques used to
gather information for the evaluation, are not financial status audit techniques.

Internal controls are the taxpayer's policies and procedures to identify, measure, and
safeguard business operations to avoid material misstatements of financial information. The
purpose in analyzing internal controls is to (1) understand and document the entire business
operation and (2) determine if the books and records are reliable and adequately reflect
business operations. Every taxpayer has a method for conducting the business and
understanding that methodology is important to establishing the depth of the examination of
income and determining which analytical tools are most appropriate.

If there is a system in place, a flow chart should be prepared. The flow chart of the internal
control system should also describe how the income is derived and flows through the
business. Knowledge, review, and testing of the business’ internal control system may (1)
provide a reasonable level of assurance that all income is accurately accounted for or (2) may
uncover transactions that are omitted from the accounts.

Example: The taxpayer delivers cash register tapes to the bookkeeper, who reconciles the
cash deposited to the tape amounts and prepares the QuickBooks entries. The taxpayer
collects all cash and deposits it to the bank account. The bookkeeper’s oversight accounts
for a substantial control and reliability in the books, but does not ensure that all income is
reported.

Reconcile Income to Books IRM 4.10.4.3.3.5

Reconcile the income reported on the tax return to the taxpayer’s books and records. Ask
the taxpayer how income was computed and duplicate the taxpayer’s steps.

Techniques to consider:

e Test the information obtained in the initial interview, observed during the tour of the
business site, and from the evaluation of the internal controls to determine if
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transactions were propetly recorded. Make sure any information provided by the
taxpayer in the interview is reflected in the book and records.

e Confirm that income from all assets and operations observed during the tour of the
business is included in income.

e Based on the evaluation of internal controls, identify weaknesses which could be
overridden or compromised, allowing for the diversion of income.

e Test the weaknesses to determine whether income actually was diverted.

e Test gross receipts IRM 4.10.4.3.3.5(6

After reconciling the income to the books, test the income that is included in the books by
tying the original source documents (cash register receipts and/or invoices) to the amount
reported.

When the original records that would trace to the books are missing, for whatever reason,
further testing must be done. The examiner may try to match an expense item to verify the
corresponding income is reported. Or, an indirect method of calculating income must be
used.

Example: The taxpayer’s books and records are reconciled to the income tax return. No
discrepancy is noted when reconciling income to the bank statements and sales journals, or
verifying purchases by inspecting cancelled checks and invoices. The examiner also
attempted to tie purchases to specific jobs and the income received from those jobs. For a
few purchases, there was no corresponding job or income reported. An indirect method will
be used to compare with reported income.

Example: The taxpayer owns and operates a cash-intensive food service business. The
taxpayer’s books and records tie to the tax return. As part of the audit, the examiner should
test gross receipts by tying the original source documents (cash register receipts and/or
invoices) to the books. However, the taxpayer does not have the original documents. A
percentage markup method will be used to calculate income.

Analyze Bank Accounts IRM 4.10.4.3.3.6

The examiner must review all accounts, business and personal, including investment
accounts, CD accounts, savings account, etc.

Look for unusual deposits (by size or source), the general frequency of deposits, deposits of
cash in sufficient quantities, specific deposits that do not follow the taxpayer’s normal
routine or pattern, nontaxable deposits such as loans and transfers, commingling of personal
and business activities, and cash-backs when a deposit is made.

The examiner should be concerned when the total deposits are less than the reported gross
receipts. This can mean either business receipts are being spent instead of being deposited
(for example, cash pay outs for the business or cash paid to the owner) or, the business
receipts as reported are not accurate.
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If the business expenditures paid by check are less than the deducted business expenses on
the return, then the taxpayer may be overstating expenses, paying expenses by cash
(unreported income), or paying expenses from an undisclosed source of funds.

If the analysis indicates significant commingling of funds, then the internal controls are weak
and the books and records may be unreliable.

A cash basis taxpayer will sometime write a check and deduct the expense, but never actually
use the check to make the transaction. This can be discovered by examining outstanding
checks (checks the bank statements do not show as paid), or by reviewing the dates checks
were paid by the bank. Discovery may also be made by looking for a credit balance in the
cash account- this indicates checks are drawn but not issued until later.

One way to test the checks written is to compare all of the cancelled checks for a sample
period, such as one month, by comparing the names of payees with that of each endorser. If
they do not agree or if the name of any officer, partner or other related individual appears as
an endorser find out why. While testing the written checks, verify each payment in the cash
disbursement book or check register. If there are any discrepancies the examiner must
inquire further. Be alert for any payees who are related individuals and for any checks written
to cash.

Analyze Business Ratios IRM 4.10.4.3.3.6

The books and records should always be used to evaluate the accuracy and reasonableness of
the reported amount of income through the use of ratios. Consider the use of the ratios
described in Chapter 2, especially when inventory is a factor in the business.

Example: Analyzed Gross Profit Percentage, Inventory Turnover and Percentage Change in
Inventory. GPP decreased significantly in 2006 from a consistent 59-61% to 32%. At the
same time inventory turnover (a factor of sales) increased from 278% to 459%. This
indicates more items were sold in 2006, but less profit was earned. In the following year
GPP rose to 43% and inventory turnover that had increased to 459% dipped back to 297%.
2006 is anomalous and the income/inventory figures do not appear to be correct. Need an
explanation for this situation.

Analyze E-Commerce Activity IRM 4.10.4.3.6.4

The taxpayer should be asked about personal and business internet use. Ask the taxpayer
how they use the internet. Do they:

e Check bank balances?

e Pay bills?

e Book travel?

e Make catalog purchases?

e Play computer games?
e EBay?
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e This will give the examiner an understanding of the taxpayer’s expertise with online
activities.

If a business has a website ask who designed and set up the website. If there are any
advertising banners on the website, there will be revenue to the taxpayer. Ask the taxpayer if
there are links from other websites to their website.

If the business sells product or takes orders over the internet, the examiner should be sure to
record the process and ensure sales are included in income.

See Chapter 7 for a discussion of digital cash and other anonymous funds transfers.

Test Gross Receipts [IRM 4.10.4.3.3.5(6)]

If there are excessive cash register shortages, investigate the explanations for each individual
shortage. Follow up by speaking with the employee who used the register. If the employee is
no longer with the business, it may be worthwhile to locate the individual and ask about
procedures at the business.

For a sample period, match cash reported to be received (less cash paid out for that day or
days) on the daily sheet to the amount deposited. If no daily sheet is maintained, match one
day’s Z-tape cash (Z-tape total - check and credit payments = cash sales; ask the taxpayer to
calculate checks and credit payments) to the bank deposit. Ask the taxpayer to explain any
discrepancy. Similarly, if more cash was paid out on a particular day than was received, ask
the taxpayer for an explanation. Try to write down the responses as accurately as possible.

For a sample period; look for voids, no sales and refunds. No sales are recorded on the cash
register tapes when the drawer is opened but no sale is rung. This may be because change
was made to a non customer. If it happens frequently it may be a sign of other activity. Make
a list of no sales openings for a period and ask the taxpayer for an explanation. If the
explanation is not credible, there may be unreported sales.

Account for all numbered invoices. If invoices are unnumbered or prepared on a computer,
ask the owner how they are certain all invoices are present. Investigate further if you suspect
invoices are missing,.

Analyze Personal and Business Bank Accounts [IRM 4.10.4.3.3.2]

Remember, businesses that deal in cash do not deposit all of their cash receipts into bank
accounts; some cash is retained for use in the business.

Analyze Business Ratios [IRM 4.10.4.3.3.2 & IRM 4.10.3.9.1]
Analyze business ratios and compare to industry averages to evaluate the reasonableness of

the taxpayer’s reported business. If there are differences, ask the taxpayer why and write
down the reply
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Check for E-Commerce Activity [IRM 4.10.4.3.6]

Ask if the business purchases or sells anything over the internet, or if any suppliers allow
online purchase orders.

Finally, when completed, the required Minimum Income Probe should indicate that either
income is sufficient to support the taxpayer's financial activities and no further action is
needed or there is a significant imbalance indicating the potential for unreported income. If
this is the case, a reasonable likelihood of unreported income has been established and the
use of an Indirect Method, or FSAT, should be considered.

Using Financial Status Audit Techniques

Once an examiner has established that there is a reasonable likelihood of unreported income,
a more in-depth examination of income is warranted. Examiners will need to decide which
techniques are best suited for the individual taxpayer. It may be most appropriate to use a
specific item method when there is direct evidence of either omitted income or overstated
expenses, or the source of the income can be identified. In other cases, one of the traditional
indirect methods may be more appropriate. GAO specifically defined financial status audit
techniques as the use of an indirect method; bank deposit analysis, net worth method,
normal markup/unit of sales method, and the cash transactions (Cash-T) method.
Therefore, Indirect Methods and any technique or procedure used to gather information to
support an Indirect Method could be labeled a "financial status audit technique. "A
"financial status audit technique," therefore, is defined by its purpose; a technique, analysis,
or procedure used to gather information or determine the amount of unreported income
based upon circumstantial evidence.

It is important to note that the results of the required Minimum Income Probe described
above are not the only analysis that can trigger the use of a financial status audit technique.
Even when the taxpayer's cash flows atre in balance, there may be circumstances warranting
the use of an in-depth analysis of income using an indirect method. For example, if the
taxpayet's books and records are unreliable or incomplete, there are significant increases in
net worth, previously undisclosed sources of funds are identified, or other information
suggests unreported income, then the reasonable likelihood of unreported income has been
established.

The Examination Specialization and Technical Guidance Audit Technique Guides (ATGs)
discuss specific issues that are frequent or unique to a specific market segment. Also include
is information on these areas of noncompliance, for example: underreporting of income,
non-filer, and employment taxes.

Examination techniques in the guides includes: examples of documents to request, key
interview questions, things to look for during tour of business, unique indirect methods,
things to look for in books and records, and other known sources of information pertaining
to the market segment.
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Respecting the Taxpayer's Privacy

In-depth examinations of income may involve a thorough examination of the taxpayet's
books and records or contacting third parties. Examiners should be sensitive to the burden
this places on the taxpayer and the impact an in-depth examination may have upon the
taxpayer's personal and professional life. The following guidelines should be followed.

Ask only for information relevant to and necessary for resolving the issue. Ask the taxpayer
first; information should be collected directly from the taxpayer whenever possible.
Contacting third parties for information is intrusive and should only be done if the taxpayer
is unable or unwilling to provide the information. If a third party must be contacted, ask
yourself whether the information is really needed, if there is a less intrusive alternative way to
get the information, and be sure that the taxpayer's confidentiality is not breached. If
possible, verify information obtained from third parties with the taxpayer before reaching a
conclusion or proposing an adjustment based on the third party information.

Respect the taxpayet's right to representation. Examiners cannot require that a taxpayer
participate in the audit or be interviewed without a summons. However, examiners need to
talk with a knowledgeable person. If needed, the taxpayer's voluntary presence at an
interview, or tour of the business site, can be requested through the representative.

Keep managers informed. Alert managers if a required Minimum Income Probe indicates a

material imbalance and how the issue will be developed. Managerial involvement and
support is important.
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Cash Audit Techniques Guide - Chapter 5

Examination Techniques for a Cash Business

Since many businesses in this industry are cash oriented, have weak internal controls, lack an
audit trail, and have inadequate books and records, the examiner’s audit should focus on
probing for unreported income.

It is the responsibility of the business owner to maintain the documents needed to verify
their reported income. When the source documents are available, there will be more than
one way to test income and other transactions, because different documents will have the
same information (a bill of lading and a sales invoice, for example) to check for consistency.
When the source documents are not available the examiner must look for ways to discover if
all income is reported.

The most likely method for a cash intensive business that does not report their full income is
to skim cash prior to its entry in the accounting system. This can be done by failing to
deposit all of the funds, by failing to use a cash register to record sales or by failing to report
an income stream. The result is that the books will reconcile to the return and the bank
deposits, but income will be missing. Skimming can be discovered through excess
expenditures or when markup percentages are corrected.

Someone with access to incoming checks can remove a check before it is recorded. Later the
check can be added to a cash register in exchange for cash in the same amount. If a check
for $500 is taken from the mail, it can later be substituted into the cash register for $500 in
cash. This way the total receipts will match the amount deposited. However, when the
examiner checks the amount of cash received and the cash deposited, a discrepancy will be
evident. The examiner should follow up with the person who worked the register and ask
about the check included in that drawer. If necessary, follow up with the payer and find out
how it was delivered to the business

Purchases can Reveal Sales

A quick first step is to look for a purchase that will reveal sales. For example, when a smog
certificate is required on each vehicle sold, the number of smog certificates purchased will
equal the number of vehicles sold. Once the examiner knows the correct number of items
sold, either the taxpayer can produce the missing data or sales can be determined by
multiplying the number by the average of the reported sales.

When workers wear uniforms the uniform service invoices can be inspected. They usually
list the number of pants and shirts laundered and include the worker’s name embroidered on
the shirt. Compare the names on the uniform invoices to the names on the W-2’s to
determine if there are more people wearing uniforms than working. (Also, anyone who has
ever worn a uniform for work knows the employer doesn’t pay for that- so be sure to check
payroll deductions for the amount paid by the employee.)

40



When a vehicle is towed to a repair shop, the shop initially pays the tow truck, and then
passes the cost on to the customer. Use the tow receipts as a sample to ensure each vehicle’s
repairs are reported on a sales invoice. If necessary the examiner can locate the customers
and contact them to provide their work invoices that were never reported in the shop’s sales.

Another avenue to pursue when the taxpayer does not produce contracts, but it is unlikely
the particular industry would do business without them, is to summons the deposit slips,
deposit sources and cancelled checks to reveal customers and suppliers. The suppliers,
identified through the taxpayer’s cancelled checks, can be contacted to obtain their invoices.
In the building industry, the invoices will reveal the delivery addresses and can identify
specific homes that were built.

Some of these techniques are similar to the percentage markup method that will be discussed
later.

Sources

There are times when it is easier to find unreported income. Following are a few examples.

Selling the business — When a business is being offered for sale the new owner and possibly
a lender will be looking at financial records. It is in the taxpayer’s interest to give these
sources the correct business information, first because the healthier the business the better
price it will garner, but also because the potential buyer may be in the same business and will
recognize problematic records. They may think if the records are shoddy, what else is wrong.
If the examiner learns of purchase negotiations, it would be helpful to speak with the
potential buyer. If there have been potential buyers in the past it would be helpful to
interview them.

Getting a loan — When a business is looking for funding or to expand, they will need to
supply the lender with healthy financial statements. Similarly, if the sole proprietor, majority
shareholder or partner is seeking personal loans, banks will want to see the business
financials. These financial statements are usually accurate. When an application is made for a
loan, the taxpayer is required to list income and expenses, and attests the information is true
by signing and dating the application. Loans funded and loans applied for can be
summonsed.

Divorce — A disadvantaged spouse can attest to the amount of money flowing into the
household by verifying what was spent. The spouse may also have knowledge of hidden
assets or unidentified sources of income, such as sideline sales or another cash business.

Employees — especially mistreated employees can discuss business practices they have

observed over time. They can say who handled cash and what procedures were overridden.
Employees may also be able to prove they were paid in cash to avoid payroll taxes.
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Hidden Family and Employee Transactions

When employees or workers in the business are extended family members or fellow
immigrants, there can be diverted profits in the form of unreported benefits. A convenience
store owner, who pays very little to employees, may also allow the worker to remove
inventory for personal use. The examiner should be alert to store owners offering workers:

e free or low rent in their residential rental properties
e payment of personal expenses
e removal of inventory for personal use

e When a cash intensive business makes payments in cash and there is no information
reporting made or it is not required to be made

Check Cashing Services

A check cashing service may refer to a large or small company that will cash personal or
payroll checks for a fee. The check cashing service earns its income by charging a percentage
of the amount of the check.

Some convenience stores will offer this service, typically charging a 3-5% fee. For example,
cashing a $1,000 payroll check at a local convenience store may cost between $30-$50.

As with a bank, the check casher will require identification, and may not accept certain types
of checks, based on their experience. A business that has been in operation for several years
will not usually have losses from check cashing. Whenever losses or bad debts are claimed,
the examiner must determine that sufficient efforts were made by the business. Contact
should be made with the customer to ensure the funds were not repaid to the business in
cash and the collection was not recorded.

Indirect Methods

A request for a specific item (that is, a specific bank deposit) is not an indirect method. Also,
if during an indirect method analysis an examiner finds a specific adjustment — that item is
not considered an “indirect method adjustment”; that is, an adjustment based upon
circumstantial evidence. That adjustment is direct evidence of unreported income.

If, after completing the minimum income probes, the examiner determines that there is a
reasonable indication of potential unreported income, then a more in-depth examination of
income will be made. [IRM 4.10.4.5]

This decision point must be documented. The documentation should include a narrative
explaining how the evidence at this point establishes the likelihood of unreported income,

including:

e asummary of the facts relevant to the decision,
e procedures and audit techniques used up to that point,
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e manager’s comments (if appropriate),
e any other information relevant to the decision, and
e Conclusions.

Example: The taxpayer stated in the initial interview that all income is deposited to the
business bank account, and gross receipts are determined by totaling bank deposits.
However there appear to be significant cash expenditures for business and personal
expenses with no method to include the cash paid out in income. The gross profit
percentage (GPP) is well below industry averages. At this point, the Cash T indicates a cash
shortage of approximately $40,000. A Fully Developed Cash T method will be performed to
capture the cash paid out and calculate the correct income.

Or,
Example: The taxpayer stated in the initial interview that gross receipts from the
convenience store are determined from cash register tapes. The comparison of the daily
tapes to the books during a sample period shows no discrepancy. While the net profit from
the business is only $20,000, the general ledger shows owner withdraws for personal use in
excess of $78,000. The Cash T, using the self identified owner withdraws as PLE, shows a
cash shortage of $100,000 and indicates the books are not credible. Manager recommends a
Source and Application of Funds method be used to determine the correct income.

Or,
Example: The cash intensive business, which is the only reported income for this family of
four, consistently reports ordinary income of $20,000 to $30,000 in the past 6 years. During
the same period, the taxpayer has accumulated two rental properties whose FMV is in excess
of $180,000. Both properties report unusually small rents and substantial expenses, resulting
in losses. Property improvements are observed and the taxpayer confirms the improvements
are made in the exam year, however no expenditures can be found for the improvements. A

Source and Application of Funds method will be used to calculate the taxpayers’ total
income from all sources.

The documentation can be inserted into the RGS leadsheet for Minimum Income Probes.
Before beginning any examination of income the examiner must determine what is included
in income on the books and tax return, and how the amount was determined. Only then can
adjustments be made.

For example, if the taxpayer’s books report receipts from A, B and C, but an analysis of the
bank accounts show receipts deposited from A, C, D and E, the deposits of D and E should

be added to the reported income.

Conversely, if the taxpayet’s books report the amounts on the cash register tapes,
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To the extent possible, examiners should attempt to identify the source and nature of
deposits or receipts that were omitted. For example, if examiners only add total business
bank deposits and compare the total to the receipts on the return, no consideration is given
to the taxpayer’s method of payment of business and personal expenses (cash expenditures
must be added to bank deposits).

When the taxpayer has a double entry set of books, it is important to reconcile the cash
accounts and make sure the other accounts tie into the balance sheet. In this case, if all
income is believed to be included, the examination should concentrate on an analysis of the
cash accounts and a review of the taxpayer’s withdrawals from the business and personal
living expenses.

The following indirect methods will be discussed: Fully Developed Cash T-Account, Source
and Applications, Net Worth and Bank Deposits and Cash Expenditures method. Each has
its own strengths and weaknesses, but all revolve around the principal of comparing the
taxpayer’s stated income against expenditures. When using any of these methods, it is not
necessary to examine other income or expenses because all adjustments are captured in the
calculation.

Percentage of Markup Method (and Unit Volume Method)

The Percentage of Markup Method is an Indirect Method that can overcome this weakness
in reconstructing taxable income. It is similar to how State Sales Tax Agencies conduct
audits. The cost of goods sold is verified and the resulting gross receipts are determined
based on the actual markup.

The Percentage of Markup Method should be considered in the following cases:

e Inventories are the principle income producing factor,

e Cost of goods sold or merchandise purchased are from a limited number of
suppliers,

e Suppliers can be ascertained with reasonable certainty, and,

e Per unit sales price can be determined with reasonable consistency.

A Percentage of Markup Method permits examiners to use a common denominator within
the business records to identify unreported income. The denominator should be verifiable
through a third party such as a supplier, if necessary. The examiner must comply with the
provisions of RRA 98 concerning 3rd party contacts. Examiners apply a multiplier to the
common denominator to establish gross receipts. The Markup Method is especially effective
in businesses where the supply chain is regulated or limited.

A thorough interview with the TP to solicit their statements and validate any differences
between industry standard ratios and their business is critical to the Service being sustained

18S.

The method has been successfully applied in the following cases:
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e Gas retailers (fuel volume from the wholesaler times average price equals gross
receipts);

e Drinking establishments (liquor purchases divided by average drinks per bottle times
average price per drink with allowance for spillage);

e Package liquor store (purchase of liquor times average markup); and,

e Coin laundries (water consumed divided by average water consumed times price per
load equals gross receipts).

Business mark-up standards can be obtained from sources such as:

e Robert Morris & Associates (RMA)

e Bureau of Labor Statistics

e Association and Industry Publications and Websites

e Practitioners Publishing Company (PPC) manuals and other similar industry guides

Percentage Computation Methods (Mark up method #1)

Where gross profit percentages are fairly uniform for a specific trade or industry, an
acceptable gross profit percentage may be used to determine if the taxpayer’s gross profit
compares with similar businesses. Problems to be considered here are the type of
merchandise, size of operation, locality, period covered, general merchandising policy, and
the influence these factors might have on the percentage.

Where a percentage relationship between a business expense, such a commissions, and gross
income, is established early in the audit, such percentage could be used to verify gross
income.

For a detailed discussion of the percentage computation method, see IRM 4.10.4.6.6,
Examination of Income, for detailed guidance.

Unit and Volume Method (Mark up Method #2)

Where agents know the number of units handled or produced by the taxpayer and know the
price or profit per unit, they can recompute gross income. This method can be used in both
service industries and in the manufacture or sale of goods or property.

A percentage or unit mark-up methodology permits an examiner to use a common
denominator within the business records to project unreported income. This denominator
should be verifiable through a third party such as a supplier. The examiner would apply a
multiplier to the common denominator to establish gross receipts. For example, if the
examiner has confidence that a restaurant's reported labor costs of $150,000 is accurate and
the normal labor burden for the establishment is 30 percent, then gross receipts should be
$500,000 ($150,000 / .30 = $500,000).

This methodology has been successfully applied in past cases:
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e Gas retailers (fuel volume from the wholesaler times average price equals gross
receipts);

e Coin laundries (water consumed divided by average water consumed times price per
load equals gross receipts); and,

e Tip income (average charged tip rate times gross receipts equals reportable gross
tips).

e The problems associated with this method are (1) accounting for no-charge units
(samples or tests units), (2) accounting for waste material, and (3) clear-cut factual
situations are seldom encountered. See below for Comparative Analysis and Ratio
Analysis.

Deviations from industry norms are not sufficient in and of themselves to begin an in-depth
indirect income probe method. IRM 4.2.4.4

For a detailed discussion of the unit and volume method, see IRM 4.10.4.6.7, Examination
of Income Handbook for detailed guidance.

Fully Developed Cash T Account Method

The fully developed Cash T lists all known types of income and all known expenditures as
“cash transactions” flowing in and out of the cash account. Income items will appear as
“debits” on the left side, and expenditures will appear as “credits” on the right side. If the
expenditures of cash exceed the sources, cither the taxpayer underreported his/her income
or over reported his/her expenses.

This method is useful when cash income is being skimmed from the business AND the
examiner can accurately determine personal living expenses.

Cash Expended less Cash Received = Unidentified Income.

The Cash Transaction method is closely akin to the Source and Application of Funds
method. The basic format for a T-Account is shown as follows.

T-Account

CASH RECEIVED CASH EXPENDED

Gross Receipts (per Return) Business Expenses (less depr.)
Gross Rents Rental Expenses (less depr.)
Wages/Miscellaneous Income Personal Living Expenses
Interest/Dividend Income Purchase of Assets

Cash on Hand (at beginning) Cash on Hand (at year end)
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T-Account

CASH RECEIVED CASH EXPENDED
Cash in Bank (at beginning) Cash in Bank (at year end)
Loans Received Loan Payments

Nontaxable Income

Accounts Receivable (at beginning) Accounts Receivable (at year end)
Accounts Payable (at yar end) Accounts Payable (at beginning)
Total Cash Received Total Cash Expended

Therefore: Total Cash Expended less Total Cash Received = Unidentified Income.

A deficit would indicate that an understatement of income or an over-statement of expenses
exists.

If an adjustment is needed to reclassify an expense from a business to personal expense, or
visa versa, a reclassification would be needed on the application side of the account; but
there would be no effect on the understatement or overstatement.

If the adjustment results for an expense that was not incurred, the application side of the
account would have to be reduced and the understatement or over inflation correspondingly
reduced. The similar adjustments would apply to the source side for reclassification of
income or for reduction of sources for non-receipts.

Important Areas to Consider

e (Cash in banks may require an adjustment to reflect checks or deposits outstanding at
the beginning and end of the period. The balance for the Cash T should be the
balance shown in the check register or books.

e Remember that only cash transactions are reflected; thus, dividends accrued but not
paid should not be shown.

e Cash on hand at the beginning of the period should be firmly established.

e Remove personal withdraws from purchases. Add the personal withdraws to PLE.

e Business expenses do not include such items as depreciation, bad debts, spoilage,
inventory, etc. that do not represent cash transactions.

e Loan payments and specific asset purchases should be checked carefully to avoid
duplication.

e If you use the Cash T as an indirect method no further examination of income or
business expenses is needed- both will be captured in the indirect computation.
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Therefore, no audit adjustments to expenses and deductions should enter into the
computation.

e Adjustments necessary for an accrual taxpayer are: the inclusion of the beginning
accounts receivable and the ending accounts payable balances as CASH
RECEIVED, and the ending receivables and beginning accounts payable as CASH
EXPENDED.

Source and Applications of Funds Method

Where the T-account considers expenditures, the Source and Application of funds method
uses changes in assets and liabilities, along with expenditures for nontaxable income and
nondeductible receipts. The applications (increases in assets, decreases in liabilities and
nondeductible expenses) are compared against the sources (decreased in assets, increases in
liabilities or nontaxable receipts). Any excess of applications over the sources is considered
an understatement of adjusted gross income. This method is more time-consuming than the
T-account and Bank deposits methods in that all the balances of assets and liabilities must be
determined at both the beginning and end of the year. This method is more easily used when
the taxpayer has a statement of assets and liabilities readily available. A suggested format is
noted below. See IRM 4.10.4.6.4.4, Examination of Income, for additional guidance.

Example
Funds Applied Sources of Funds
Increase in Cash-on-hand $XX | Decrease in Cash-on-hand XX
Increase in Assets $XX | Increase Payables XX
(Le. Accounts Receivable, Real | $XX | Increase in Depreciation $XX
Estate, Savings Acct.)
Decrease in Payables $XX | Reserve XX
Decrease in Depreciation Reserve | $XX | Nontaxable Capital gains XX
Personal Living/Income $XX | Tax Exempt Interest XX
Taxes $XX | Nontaxable Income | XX
(Le. Gifts, Insurance)

Nondeductible Loss $XX | Decrease in Assets XX
Total $XXX | Total FXXX
Understate of Income: IXXX

(Excess Applications over Sources)
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Important Areas to Consider:

e Do not include trade accounts receivable or payables on the cash basis.
e Cash on hand should be firmly established for the beginning of the period.

e All nontaxable sources of funds: loans, gifts, inheritances, etc. should be sought out
and properly entered.

Bank Deposit and Cash Expenditures Method

The bank deposit and cash expenditures (BD&CE) method compares the total deposits plus
cash expenses minus nontaxable sources of income to the total receipts shown on the return.

This method is useful if the taxpayer deposits all receipts into the bank accounts AND the
examiner can accurately determine personal living expenses. For these reasons, the BD&CE
method is usually not recommended for cash intensive businesses.

Any excess of the cash flow over the receipts shown on the return is additional income or
inflated expenses.

The bank deposits method is based on the theory that by showing the disposition of monies,
the total amount received can be determined.

Net Deposits + Undeposited Cash Expenditures = Total Receipts

Net deposits are the total of all deposits to all bank accounts, less nontaxable income (loans,
inheritances, pensions, gifts, life insurance proceeds, etc., whether or not deposited). In this
formula, transfers between banks and redeposit’s are eliminated in the computation to arrive
at Net Deposits.

Cash expenditures can be calculated by total outlays less checks written. Total outlays consist
of all expenditures by check or cash, business and personal, whether for payment of
expenses, purchases of assets, or repayment of loans. Checks written are determined by
adding total deposits to beginning bank balances and deducting ending bank balances. In the
savings account, withdrawals are analogous to checks written.

Important Items to Consider:

A rough bank deposit computation needs to consider if there are additional bank accounts
(additional banks?) and/or cash expenditures.

Accrual method taxpayer: Adjustments should be made for accounts receivable and for
accounts payable. For instance, an increase in accounts receivable would be added to total
receipts.

Cash on hand should be determined as accurately as possible for the beginning of the

period(s).
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Where there are sales of fixed or capital assets, the basis must be eliminated as nontaxable.
Where there is inventory, the purchase figures should be used as business expenses, not the
cost of goods sold.

In some cases, the bank deposits analysis may be more easily applied to a factual situation
with the same results by using a revised formula, as follows:

Total deposits:
e Add: Cash expenditures or receipts not deposited
e Less: Identified sources of funds
e Equals: Unidentified income.

There are two basic formulas for making a bank deposit computation. One is used to
determine gross receipts (total of all taxable receipts of the taxpayer) and the other one is
used to determine gross business receipts. See IRM 4.10.4.6.4., Examination of Income for
additional guidance.

Discussion of Bank Deposits Analysis

A bank deposits analysis will be upheld in court. See Rifkin v. Commissioner, T.C. Memo.
1998-180, aff’d, 225 F. 3d 663, (9th Cir. 2001) and Cohen v. Commissioner, T.C. Memo.
2001-249. In some of the cases, when the taxpayer supplies incomplete or no records the
Service may look at the bank deposits to evidence income. Nicholas v. Commissioner, 70
T.C. 1057, 1064 (1978); Sproul v. Commissioner, T.C. Memo. 1995-207. Once a bank
deposit analysis is performed, the burden normally is on the taxpayer to prove that the
deposits do not represent unreported income.Id.

In Clayton v. Commissioner, 102 T.C. 632, 645 (1994), the United States Tax Court
discusses the bank deposits method:

Bank deposits are prima facie evidence of income, Tokarski v. Commissioner, 87 T.C. 74, 77
(1986), and the taxpayer has the burden of showing that the determination is incorrect.
Estate of Mason v. Commissioner, 64 T.C. 651, 657 (1975), atf’d, 566 F.2d 2 (6th Cir. 1977).
In such case the Commissioner is not required to show a likely source of income, id,
although here she has done so. The bank deposits method assumes that all money deposited
in a taxpayer’s bank account during a given period constitutes taxable income, but the
Government must take into account any nontaxable source or deductible expense of which
it has knowledge. DilLeo v. Commissioner, 96 T.C. at 868.

The United States Supreme Court has stated that in using the bank deposits method, the
Revenue Agent is generally required to investigate any leads regarding nontaxable sources of
income that are “reasonably susceptible of being checked.” Holland v. United States, 348
U.S. 121, 135-136 (1954).

Deposits, of course, will be considered income when there is no evidence they are anything
else. United States v. Doyle, 234 F. 2d 788, 793 (7th Cir. 19506); Kleinman v. Commissioner,
T.C. Memo. 1994-19. In Kleinman, the Tax Court stated, “respondent made a diligent
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attempt to follow all leads in order to trace nontaxable items,” and found nothing more was
required of the Service.

Some leads are not reasonably susceptible of being checked. In Daniels v. Commissioner,
T.C. Memo. 1992-692, the Tax Court found that certain claims a taxpayer made for which he
had no documentary proof was not reasonably susceptible of being checked by the Service.
The Court observed:

Petitioners did not offer any information which respondent failed to investigate. A taxpayer
cannot complain about the sufficiency of an investigation where he has offered no leads.
United States v. Penosi, 452 F. 2d 217, 220 (5th Cir. 1971); Blackwell v. United States, 244 F.
2d 423, 429 (8th Cir. 1957).

For a bank deposits analysis, the revenue agent will be able to demonstrate that:

Every bank statement, deposit slip, and canceled check has been reviewed,

All deposits make into all of the taxpayers’ accounts have been totaled,

All possible transfers of funds between accounts have been searched for and credited to the
taxpayer. When a revenue agent only obtains a one-month sample of deposited items, which
casts doubt on the effectiveness of the Service’s independent review to ascertain if there
were any transfers between accounts. All nontaxable sources of income have been
eliminated.

Net Worth Method

The net worth method is founded on the basic accounting theory of the Balance Sheet:
Assets, less Liabilities = Net Worth

Include all assets and liabilities, business and personal.

The increase in Net Worth is the difference between beginning net worth and net worth at
the end of the period.

Add: Non-deductible expenditures (checks and cash).

Subtract: Nontaxable income.

Equals: adjusted gross income (taxable income for Forms 1120 and 1065).

This method is best used when income records appear to be false, incomplete, or missing,
and there are substantial assets.

Other Areas of Concern

Establish a “tight” opening net worth statement (tie down cash on hand to a maximum
accumulation).

Assets should be listed at cost.

Accounting method of taxpayer should be used (cash, accrual).

Compute resetrves for depreciation/amortization as pet return.

Examples of non-deductible expenditures to be added:

Personal living expenses.
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Income tax payments.

Non-deductible portion of capital losses.
Losses on sale of personal assets.

Gifts made.

Examples of nontaxable income to be subtracted:

Tax-exempt interest

Nontaxable pensions

Nontaxable insurance proceeds

Gifts received

Inheritances

Veterans Benefits

Dividend Exclusions

Excludable sick pay.

For a detailed discussion of the net worth method, see IRM 4.10.4.6.7, Examination of
Income, for detailed guidance.

Key Points to Audit of Books and Records

e Gross income tests
e Reconcile the return to the books of original entry.

e Verify income by those methods determined to be necessary in your pre-audit
analysis and initial interview.

e Verify the sources of capital contributed to the business.
e 'Test/review cancelled checks

e Check endorsements and bank stamps for irregularities, leads to other bank
accounts, or to other taxpayers.

e Are all asset acquisitions and liability reductions reflected? (The payments may be
made by some other means.)

e Are personal expenses paid out of the personal accounts or paid by cash or other
means?

e Stock accounts, Savings accounts, Real Estate.
e Review the original documents and analyze the cash flow compared to AGI.

e Inspect the monthly or quarterly stockbroker’s statements to ascertain that all
transactions are propetrly reported.

e Inspect the business premises

e Miscellaneous Considerations

e Inspect and compare the tax returns of the preceding and subsequent open years.
e Be curious about the unusual deductions, entry, transaction, etc.

e Determine reasonable answers to:
O Significant documents lost or destroyed.
0 Poor internal control, sloppy records, erasures and vague entries.
O Transactions with related entities.

e Have an audit plan.
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The importance of workpapers

An agent or auditor’s workpapers are important evidence in the argument or trial of
any issue.

Workpapers should be complete and concise.

They should contain only factual information.

No opinions should be expressed about either the taxpayer or his representative.
The information should be directly tax related.

If a document (check, contract, receipt, etc.) appears to be essential to the support of
any issue, a copy of the document should be obtained wherever possible, rather than
a hand transcription of the document.
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Cash Audit Techniques Guide - Chapter 6

Techniques to Corroborate or Refute Income Related Items

Various audit and investigative techniques are available to corroborate or refute a taxpayer’s
claim about his or her business operations or nature of doing business. The following are
illustrations of audit or investigative techniques for a cash intensive business:

An Examiner determines that a large understatement of income could exist based on return
information and other sources of information that are in the case file. Interview questions
are formulated based on the preliminary Cash-T information, and, at the initial interview, the
taxpayer responds that no loans or gifts were received nor was a cash hoard maintained. No
explanation was given for the difference in cash flows. After many repeated inquiries, the
taxpayer responds that the amounts are from loans and gifts from relatives who live out of
the country. (Remember that the taxpayer operates a cash business.) The books and records
are poor. The taxpayer has no records to support the claim that the amounts are loans or
gifts, except a copy of a letter from a relative stating that the relative gave the amounts at
issue. (Sometimes the taxpayer’s proof is only oral testimony.) The amounts at issue could be
from unreported income from the cash intensive business.

How does an examiner corroborate the taxpayer’s statements? How does an examiner refute
it?

e [FDvaluate the Initial Facts Concerning the Non-Taxable Sources and the Current
Status of the Audit

e Ask the taxpayer for the specific dates and amounts of the currency received from
friends or family — a vague and self serving letter from a friend or relative is not
sufficient, the examiner will need to know exactly how much currency was received
on each specific date.

e Was it US currency or foreign currency?

e Can the loan be verified by any other source?

e Can the lender show it was withdrawn from their bank on that date?

e Were FinCEN forms filed if currency was brought into the country?

e What day did the taxpayer get the money?

e How much did the taxpayer get on that day?

e What did the taxpayer do with the money that day? —the examiner can look for a

cash influx in the bank or business that day. (A taxpayer didn’t need to borrow
money to keep it in a sock drawer for 3 months.)

e Ask for name, address, telephone number of each person providing cash loans.
Inform the taxpayer that you will be contacting these individuals for proof, including
requesting copies of their tax returns or other documents.

e How the foreign currency was converted to US currency?
e Where did the lender convert the currency?

e Now, ask for a copy of the exchange receipt issued by the bank or whomever
exchanged the foreign currency for US currency
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e If the lender converted the currency and brought it into the US, also ask for a copy
of their passport showing entry to the US on that day

e If the taxpayer converted the currency, ask them to produce the exchange receipt.

The examiner must get specific information from the taxpayer. The taxpayer must have
records of this, because if currency was received, the taxpayer will definitely know how much
it was. If it is a loan, they will need to know what was borrowed so they can pay it back.
They will need to know when it was borrowed to calculate interest. Even groups who use
income pooling keep track of who has borrowed, what amounts are borrowed and when
repayment is expected.

If the taxpayer cannot provide specific information the examiner should question the
credibility of the statements. Real loans always have real records. This questioning should be
intensive and will bring out inconsistencies if the cash loans do not exist.

Specific dates and amounts are important, because large cash expenditure in January can’t be
explained by a trip to a foreign country to obtain cash in March.

The examiner should consider issuing an IDR for this information.

If the taxpayer cannot provide specific amounts and dates of the currency received, they
cannot know the understatement is not attributable to gross receipts.

If the taxpayer has sufficient detailed information, summonsing the loan makers or cash
donors for an interview and additional documents would be appropriate. Also, summonsing
bank records for the specific deposits would be appropriate.

When foreign currency is given by gift or loan, exchange rates can be found for the transfer
dates. If they were not favorable, it is unlikely a friend or relative would have exchanged the
currency at that time unless it was absolutely necessary. And, if it was absolutely necessary,
the money would go into the bank or into the business immediately.

If this is a loan, ask to see how the taxpayer is paying it back. The loan will have occurred in
the examination year, and by now, in the current year, the taxpayer should have paid some of
it back. Ask to see how repayments are made. Ask how interest is calculated. If the taxpayer
is repaying by taking currency to the foreign country, ask for the same type of specific
information. Get exchange receipts and copies of their passport. Does the business show
enough profit to be able to pay back loans on those dates?

In this case, a taxpayer may try to characterize an annual vacation as a trip to make a loan
repayment. If only one payment is made during the year, it will necessarily be a larger than
normal loan payment. Can withdrawals be found in the amount claimed to be paid back?
Analyze the cash in and cash out for the week of the repayment.

Interview the family or friend lenders, if possible, and review their tax returns, if any are
filed. Ask the same questions presented to the taxpayer:
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e What are the specific dates and amounts provided to the taxpayer?

e Was it foreign or US currency?

e Who converted the currency to US? When? Where?

e What records do you have to prove this?

e What records do you have to guarantee the money will be repaid?

e Have any repayments been made? When? Where? How much?

e If not, why not?

e Ask to see copies of their passports to show they traveled into the country when they
say they did.

e Ask to see copies of their bank withdrawals if money was withdrawn to lend to your
taxpayer.

e Ask where the money came from.

It is possible that, when face to face with the examiner, the alleged lender will make
statements inconsistent with the taxpayer’s statements or give some evidence that they did
not really have the ability to make these suggested loans.

Examiners are required to investigate all leads the taxpayer provides. If the taxpayer says he
received money from someone, the examiner is required to investigate and explain if there
are facts to corroborate the taxpayer’s statements. It’s up to the examiner to develop enough
facts to show that this is believable or unbelievable.

Note: The Treasury Department requires anyone who transports, mails, ships or receives
currency, traveler’s checks, money orders or other negotiable instruments to be reported if
the amount taken in or out of the US is over $10,000. You can request FinCEN Form 105 -
Report of International Transportation of Currency or Monetary Instruments, from the
taxpayer or the Bureau of Customs and Border Protection.

The techniques to corroborate or refute the taxpayer’s claim could also be used when
specific unexplained deposits are found through a bank deposit analysis.

Questions regarding the use of third party summons should be directed to your local Area
Counsel.

Don’t forget to research all the internal sources with information about money coming into
the country.

Other Considerations

The examiner does not have to accept unsubstantiated and self serving statements as fact.
The following considerations should be included when this type of testimony or evidence is
evaluated:

Dates and amounts of transactions: Need to scrutinize individual deposits and determine

their nature, that is, cash, check, wires, cashier or travelers’ checks, or foreign currency. Is it
possible?
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Poor books and records indicate reduced credibility. A taxpayer with poor records usually
cannot prove excess funds did not come from the business.

e Identification and interview of donor/lender.

e (Cash hoard questions.

e Money from foreign sources involved.

e Tvaluate standard of living of taxpayer and any lender of monies.

e Results of bank deposit, Cash T, or source and application of funds.

e Asset acquisitions: car/house/investments.

e Taxpayer’s detailed (or lack of) knowledge of lender/donor and transaction.
e Have loan repayments been made? When? What amounts?

e [s taxpayet’s explanation questionable/credible, implausible or inconsistent?

e Does taxpayer have a cash business? At what percentage of total sales in cash? Cash
expenses?

e Other areas to consider during audit:

e Uncooperative taxpayet/representative

e Procrastination

e Credibility

e Difficult/aggressive representatives

e Requests to issue 30/90 day letters at early stage.

Taxpayer
Obtain taxpayet’s direct testimony on non-taxable source if not available through his/her
representative:
e Taxpayet’s relationship to lender/donor
e Lender/donot’s source of funds/occupation/background
e (ash, check, and wire transfer
e If cash, how was it transported
e Does taxpayer have any business overseas?
e (Cash hoard
e Who knew about it?
e Where was cash kept?
e Denominations
e Loan repayments, promissory notes
e (Can we obtain testimony under oath?
e Issue summons?

e Did the taxpayer continue to change testimony and what does this do to the
credibility of the taxpayer’s statement?
e Taxpayer’s personal and business records

The examiner should issue information document requests
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If necessaty the examiner should summons banks/brokerage firms/title companies
early

Find out what was really deposited

Obtain copies of deposited items: checks, cash, traveler’s checks, cashier’s checks
Check for unknown accounts especially through transfers

Records of cash transactions [8300 reporting requirements]

Wire transfer documents: identification of sender and country

In-depth analysis of bank deposits

Safe deposit box records

Purchases of travelers checks/money orders

Check for exchange of foreign currency

Obtain complete, legible copies of all-important documents.

Analyze acquisitions of real property, jewelry, business investments, and cars not
commensurate with income.

These techniques may help discover additional facts that validate the taxpayer’s
statements. There can also be leads to unreported income, hidden foreign accounts

and foreign earned income.

Specific Industry Applications of Audit Techniques

Specific Industry Applications of Audit Techniques

The following is just a few examples from the Examination Specialization & Technical
Guidance’s ES&TG Audit Technique Guides, showing how examiners can use creative skills
in analyzing potential understatements and omissions of income in cash intensive businesses.
Review the industry audit technique guides for additional suggestions.

NOTE: Some methods require a third party contact.

Industry/Omit
Income

Retail Liquor Industry
Off-book inventory—
liquor sales

Cash purchases
(suppliers—check for
reporting income)

Possible Audit/issues Techniques

e Check for purchases outside of the liquor
distributor, i.e. local wholesaler.

¢ Bottle redemption

e If needed, check with local/state beverage
department for pending or completed
investigations involving taxpayer and/or known
suppliers of the taxpayer.

e Check cashing

If necessary confirm method of payment for supplies by
third party contact with suppliers.
e Compare total payments by check to suppliers
with total payments received by suppliers.
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Video Games

Preparation of cash
deposits

Credit card sales—total
omission v. partial
omission

Pizza Pie sales

Vendor allowances

Bartering in the 21st
century

New Auto Dealerships

Gasoline Service Station

Auto Body Repair

Retail Gift Shops

e If necessary, contact vending machine
companies to determine amount paid to
business.

e Watch out for sale/rental of bootlegged
tapes/DVD’s

Look for regularity of deposits and determine whether
the taxpayer reconciles bank account. I internal control
could be a concern.

Observe whether the taxpayer has provisions for sales
on credit card. Inspect bank statements and determine

whether such transactions are recorded in the taxpayet’s
books.

The difference of the number of boxes sold verse
number of boxes used [minus some spoilage boxes|
could be additional unreported sales.

Vendor agreements that should be treated as income to
the taxpayer receiving the money or fixture (that is, sales
fixtures put into the store without being paid for by
taxpayer).

e E-commerce — banner trading
e Radio - free air time

Rebates - An automobile dealer must record the cost of
new automobiles in inventory reduced by the amount of
a manufacturer’s rebate, which represents a trade
discount.

e Unit Mark up method used successfully — gallons
of gasoline purchases times sales price = income.

e Imaging Reimbursement

e Incentive Agreements

e Accommodations

e Blending

e Rebates

e Income estimated by using Mitchell Guide [or
similar guide|

e Dollars per hour charge needs to confirmed

e Insurance money is an income issues: dividends,
refunds, claims, pre-paids and accruals

e Unethical practices - Kickbacks (rentals), finders,
referral fee.

Review books for lack of:
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New Auto Dealerships .

Advertising allowance
Gift certificate
Markdown participation
Layaway plan:

Demonstrators are employee-employer issues
Extended Service Contracts
Hold back - Revenue Ruling 72-326

Used Auto Dealerships | Omitted income could include:

Restaurants & Bars .

Fee Income

Rebate Income
Warranty Contracts
Consignments
Repossessed Vehicles

Rebates to Franchisees from Suppliers

Compare restaurant Averages (sales v. cost)

4% net profit

Low % spillage

Point of Sales machines and the Zapper program
issue

Bar Averages (pour) can be used to calculate
income

Fortune Cookie Analysis of sales for calculation
of income

Grocery Numerous sources for unreported income include:

Coupon processing rebate fees
Cash discounts from vendots
Rebates from vendors

Receipt of high dollar promotional items from
vendors

Vending machines (i.e. newspaper)
Pinball machines/arcade games
Bottle/can redeeming

Money orders

Credit Card Sales

Food Stamp Sales

WIC Program Sales

Prepaid telephone cards

Boat & Yacht One method for checking income is counting the
number of steering wheels used.

Every boat has to have at least one.
Average sale price times steering wheels used
equal potential gross income.
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Special Focus Issues

Net Operating Loss and Passive Activity Loss Considerations

The net operating loss deduction (NOLD) is a relief provision Congress enacted to allow
taxpayers to offset the losses against the profits of other years. This may result in a refund of
income tax paid in prior years or a reduction in the amount of tax to be paid in future years.

A net operating loss (NOL) occurs when the expenses exceed the income of the business.
The simple economics of an NOL are that during a loss year, there must be personal or
other non-business funds to pay the losses, plus sufficient income to pay other personal
living expenses. For example, if the taxpayer reports an NOL of $100,000 and has personal
living expenses (mortgage, utilities, children, recreation, etc.) of §75,000, the taxpayer must
have a source of $175,000 in funds that was used for these purposes.

Losses should generate additional questions about the taxpayet’s business operations. For
example, why is the taxpayer still in business if they have losses year after year? Why, even
with losses, are they expanding products or locations? How are they able to pay expenses
(cash flow)? And how are they able to secure loans for additional operating funds?

Important Item to Consider: If an examination of an open tax year identifies significant
adjustments, which eliminate or greatly reduce a current year NOL, then any NOL
carryforwards or carrybacks from other years should also be adjusted.

The courts have repeatedly held that the intervening yearl taxable income that is subject to
modification must be the taxpayet’s correct taxable income, regardless of what was reported
on the taxpayer’s return. On that basis, they have held that where the taxable income of an
intervening year was incorrectly reported on taxpayers return, it must be corrected for
purposes of determining the amount of a net operating loss (NOL) which may be carried to
another year, even though the intervening year is closed by the statute of limitations for all
other purposes.

Yellow Cab and Car Rental Co. of Gulfport, Miss., Inc. v. Commissioner, T.C. Memo 1974-
79.

Thomas E. Jr. & Lola v. Brock Medical Management Inc., T.C. Memo 1982-335.
Robert J. and Doris M. Reilly T.C. Memo 1989-312

ABKCO Industries Inc. 56-T.C. 1083 (1971), aff’d, 482 F. 2d 150 3td Cir. 1973)

Springfield Street Railway Co v. United States, 312 F. 2d 754, 63-1 U.S.T.C. 9189, 11
AF.T.R. 2d 450.

1Any carryback or carryover year in which the NOL is not fully absorbed, is considered an
“intervening year”.
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Examiners are encouraged to audit originating NOL tax years when they believe that taxable
income may have been understated, even if the return is otherwise closed by statute. These
examinations may significantly reduce or eliminate the NOL carryforwards into open
examination tax years. Examiners should take caution, however, in commencing an
examination of any open year2 with a relatively short period remaining on the normal statute
of limitations.

2A year in which the normal statute of limitations for examination is not barred.

A good technique for examining the NOL year, especially when records are unavailable, is an
indirect method, such as a percentage markup (if cost of goods sold can be verified by third
parties) or a fully developed Cash T (or source and application). There has to be a source of
income, other than the business, to pay for the loss.

An analysis of the loss year and any years to which the loss was carried should be completed
and included in the case workpapers. A spreadsheet is a good format for the analysis. The
spreadsheet will begin with taxable income per return (or prior examination) and end with
the proposed deficiency or overassessment. The analysis will insure proper accounting for all
carryover and carryback items.

Passive losses may only be used to offset passive income. Passive losses are carried forward
until they are offset against passive income or until the activity, which generated the passive
loss, has been disposed. These losses usually do not become part of the taxpayer’s NOLD
until freed up by the taxpayer’s sale of his entire interest in the activity. Examiners that have
questions concerning PALs should contact their local PAL coordinator or the National
Passive Loss Issue Specialist.

Employment Tax Issues

Employment tax returns of a business taxpayer are to be considered for examination at the
same time the income tax return is examined. See IRM 4.10.5.5 for general guidance and the
Employment Tax Handbook, IRM 104.6 for information on employment tax procedures
and instructions for the preparation of examination reports. Examiners are also required to
consider the issue of employee versus independent contractor.

IRM 4.10.5 (09-11-2007) - Required Fling Checks (RFC) are necessary to ensure voluntary
compliance. Examiners should determine that taxpayers are in compliance with all Federal
tax return filing requirements and that all returns reflect the substantially correct tax.

General Guidelines Required Filing Checks consist of the analysis of the return information
and, when warranted, expansion of the examination to include additional returns. The
following guidelines are applicable to all returns included within the scope if Required Filing
Checks.

Filing Verification Examiners are to verify that all returns within the taxpayer’s realm of
influence have been filed. To decrease taxpayer burden, examiners should use internal
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sources of information whenever possible; for example, Corporate Files On Line (CFOL)
and Midwest Automated Compliance System (MACS), to complete required filing checks.

Filing should be verified for prior and subsequent year returns, related returns, information
returns, employment tax returns, gift tax returns, excise tax returns, pension plan returns, etc.
IRM 4.10.5.2.1 (09-11-2007)

An estimate of expected wages/labor costs can be made by multiplying the number of hours
a store is open times the prevailing minimum wage. If a retail store reports less than this
amount, the examiner should question the taxpayer about other, unreported workers, or
taxable fringe benefits offered in lieu of wages (removal of inventory).

Inadequate Records

All taxpayers are required by law to maintain accounting records of sufficient detail to enable
the proper preparation of a tax return. If it is determined that the taxpayer has failed to
maintain adequate records, then the issuance of an Inadequate Records Notice should be
considered. This serves to place taxpayers on notice that their record keeping practices are
deficient and must be improved to meet the requirements of the law.

Addressing poor record keeping practices is a significant component of case quality.

An Inadequate Records Notice should be considered for a cash intensive business whenever:

e an adjustment is made using an indirect method (the existing records did not
accurately reflect income)

e an adjustment is made and source documents, such as cash register tapes, receipts or
invoices, were missing

e an adjustment is made and no books were maintained an adjustment is made because
the taxpayer failed to disclose a source of income (for example, internet sales or
another business)

e If an examiner finds that a taxpayer’s books and records are inadequate, they will
discuss the inadequacies with their manager. The examiner will also discuss the
situation with the taxpayer and explain in detail what needs to be done to correct the
problem. This must be documented in the examiners workpapers or case history.
After completion of the examination, the examiner prepares letter 978 or 979 to
notify the taxpayer. The contact for the letter is the PSP individual responsible for
the program. The letter is signed by the examiner’s manager and sent by certified
mail to the taxpayer. A copy of the letter, case history and audit report go to PSP.

It is very likely the taxpayer will be examined in the future to determine if the recordkeeping
practices have improved.

See IRM 4.10.4.4.2 (09-11-2007) for procedures to issue an inadequate records notice.
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Proper Development of Cases

If, during the audit, the examiner discovers a discrepancy in income between that
determined by an indirect method and that reported on the return, the examiner should not
assume that the discrepancy is due to fraud. The discrepancy could be an error; it is often
helpful to open a previous or subsequent year for examination to see if a pattern emerges.

If a satisfactory explanation exists, the examiner can save considerable examination time and
unnecessary delays in the audit by first asking the taxpayer to explain the reason for the
discrepancy.

Responsibility for the discrepancies or errors should be determined. If a false or evasive

explanation is given, the facts and circumstances should be weighed against the elements of
fraud.

Fraud Considerations

Taxpayers who knowingly understate their tax liability often leave evidence in the form of
identifying earmarks (or indicators). Fraud indicators can consist of one or more acts of
intentional wrongdoing on the part of the taxpayer with the specific purpose of evading tax.
Fraud indicators may be divided into two categories: affirmative indications or affirmative
acts. No fraud can be found in any case unless affirmative acts are present.

Affirmative indications serve as a sign or symptom, or signify that actions may have been
done for the purpose of deceit, concealment or to make things seem other than what they
are. Indications in and of themselves do not establish that a particular process was done;
affirmative acts also need to be present. Examples of affirmative indications include:

e substantial unexplained increases in net worth,

e substantial excess of personal expenditures over available resources,

e Dbank deposits from unexplained sources substantially exceeding reported income
e inadequate books and records

e conduct that is evasive, misleading or uncooperative

e Affirmative acts are those actions that establish that a particular process was
deliberately done for the purpose of deceit, subterfuge, camouflage, concealment,
some attempt to color or obscure events, or make things seem other than what they
are.

Examples include:

e omissions of specific items where similar items are included,
e concealment of bank accounts or other property,

e the use of nominees on bank accounts or other property

e failure to deposit receipts to business accounts

e hiding sources of receipts

e destruction of records
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e [Fraud is generally defined as deception, misrepresentation of material facts, or silence
when good faith requires expression.

Elements common to all tax fraud cases include an understatement of tax liability, willful
intent to evade taxes and a course of action demonstrating the taxpayer’s intent.

Presence of Fraud

Fraud implies bad faith on the part of a taxpayer, shown by acts calculated to cheat, mislead,
or conceal. This can include the destruction or concealment of records relating to an income
source.

Elements of Fraud — The Government is required to prove:
e A significant understatement of tax liability.
e Willfulness — an act of commission, or omission, requiring:
¢ Knowledge — consider education, experience, and participation in the acts.
e Intent — implied from words and action of the taxpayer.
e Evil Purposes — A dishonest intent to conceal or misrepresent.
e Consideration for the Agent
e Identify all bank accounts.
e Issue summons as needed.
e Ask taxpayer for explanation of understatement.
e Refute or verify the taxpayer’s explanation.
e Expand the examination to multiple years or related entities.
e Consider the preparer’s involvement.
e Contact third parties as needed.
e Identify a likely source of income.
e Inan altered documents case, show that the expenses are fictitious.
e Show harm to the government
e Consider additional expenses that go along with unreported income.

If the examiner suspects a potentially fraudulent situation, either civil or criminal, they will
discuss the case with their manager as soon as possible. If the group manager concurs, the
fraud technical advisor (FT'A) will immediately be contacted and both the group manager
and FTA will provide guidance on how to proceed.

Cash Hoard

With a cash intensive business, it is important to get complete information about nontaxable
income as soon as possible in the examination. Question the taxpayer about any Cash T
imbalances during the initial interview. If there is a cash hoard, or other nontaxable income,
the examiner will want to consider this information early in the examination. It will be
necessary in every indirect method case.

Cash-on-hand should be established for the beginning of each year under audit. Also, the
taxpayer’s practice of keeping cash on hand should be determined for present and prior
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periods to establish any accumulation of cash over the years. Cash- on- hand is defined as
including all cash not in a financial institution, such as: at home, in pocket, in a safe deposit
box or a safe.

A taxpayer’s explanation about a cash hoard may change during an examination. The
examiner should document the information as it is received. The documentation should
include when and where the information was received, who was present, what was said, and
when the documentation was prepared.

The credibility of a cash hoard explanation should be examined. The examiner should ask to
see the cash hoard and where it is kept to determine if the space is adequate. The examiner
should examine the taxpayer’s bill paying and borrowing habits; an individual with a cash
hoard will not incur insufficient funds charges for checks written or require loans.
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Cash Audit Techniques Guide (ATG) - Chapter 7

Definition of Digital Cash

Digital cash (also known as e-money, electronic cash, or digital currency) is just like real cash,
except it’s not tangible. It’s money, or a money substitute, such as script, that is exchanged
only electronically. Electronic Funds Transfer (EFT), direct deposit, PayPal and WebMoney
are all examples of electronic money. These digital currencies offer irrevocable online
payments, easy online access, and most importantly: identity protection.

Cash plays an essential role in every community, and the reality is that the nature of cash,
because it is easy to use anonymously, means there will always be an opportunity for tax
evasion by people dealing in cash. The risk is greatest in businesses with large volumes of
cash turnover and weak or nonexistent internal controls. Fortunately, the use of cash and
cash-like items is not as undetectable as its users believe.

Funding and Using Digital Cash

Digital cash vehicles can be easily funded with wire transfers, anonymous money orders,
certified checks, or stolen credit cards. Many are becoming widely accepted, stable, and
secute.

Some banks have partnered with cell phone companies to offer banking services. An
account is opened at a bank and a deposit is made. An ATM card is issued. The user can
now transfer the funds on deposit to any cell phone user. For example, a business can
transfer funds to a partnered supplier, who receives the funds electronically into their cell
phone account and ships the merchandise. Or, the business can transfer funds to a family
member in another country. The family member can then use the funds in their cell phone,
by making purchases with others, or by redeeming the funds via their own ATM card.

PayPal lets you fund an account by transferring money from a bank or credit card. Money
can then be sent to anyone with an email address in 103 countries and regions.

Some barter companies and “alternative currency markets” available can allow their
members to transfer funds to anyone who has an email address or cell phone number.

Money can flow between countries without being traced; circumventing banks. This
y 8 8
procedure is simple and convenient and eliminates paper transactions.

In order to purchase goods and supplies over the internet, most companies have developed a
safe technology for payment that involves pre-registering a credit card number over a secure
network. The pre-registration converts the credit card number to a coded number, that,
when used, will authorize the credit card payment. In this example, the digital transaction is
funded by the credit card and used to pay for whatever goods are purchased over the
internet. If the company offering the transaction is the same company selling the goods, the
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transactions can be discovered in the seller’s sales records. If the company offering the
transactions is a middle-man who accepts the credit card information and guarantees it to
the seller, the transaction is harder to discovet.

E-gold lets anyone fund an account with cash or a cashier’s check. The funds can be moved
around, or used for payment without revealing the payor’s identity by simply having an
untraceable check issued to a payee in any currency. E-gold funds can also be transferred to
a debit card so cash can be withdrawn anonymously at any ATM.

One example of a digital cash vehicle is issued by an Internet site called Cash Cards
International, who will provide a stored value ATM debit card that can be used at over
800,000 ATM's wotldwide in any local currency. The ATM card can be funded with a credit
card or wire transfer, from funds skimmed from a cash intensive business or from stolen
funds or from an individual’s own bank account or credit card.

The most important point to remember is that none of these procedures uses a bank to store
or transfer funds. It’s possible that the Bank Deposit Analysis that we have relied on for the
past 70 years is becoming a dinosaur facing extinction, and we will have to find new ways to
locate hidden income.

Detecting the Use of Digital Cash

An analysis of all bank accounts, part of the minimum income probes, is the first step. When
analyzing bank statements, especially for personal accounts, see what is debited besides the
checks written. Most sole proprietors have life insurance premiums deducted, and this is
easily found on the bank statement. Look for other debits and ask about anything that is not
familiar.

Digital cash, like any other cash, must be funded from a source and the examiner must locate
that source in order to account for all purchases and personal living expenses. A review of
the bank statements will show if amounts are transferred from the bank accounts to unusual
sources. A review of the credit cards will show payments to unusual payees. Ask the taxpayer
to explain any questionable transaction. If they cannot, or if the explanation is not credible,
the examiner is advised to follow the money by contacting the bank or credit card company
for detail on the transaction.

Audit Techniques

Treat all credit cards like another bank account. What went in (large payments or minimum
amount due payments?) and what went out (vacation spending or gambling)?

Determine if anything is missing. Are the expenditures that are visible (checks written or
debits shown on the bank statements) reasonable based on what is known? For example, is a
lower income taxpayer getting haircuts at a discount shop or at a high end salon; are car
payments being paid for a Lexus or a Honda?
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Income can be used in two main ways, it can be consumed (spent for personal expenses) or
it can be used to acquire assets (bank savings and CD accounts, real estate, etc.). The
examiner will want to analyze the taxpayer’s overall net worth, such as investments and real
property holdings, in relation to the reported income.

Normal audit procedures, such as tracing gross receipts and analyzing bank accounts should
always be done. That said it is important to remember that cash spent for any reason can be
difficult to verify.

Consider other ordinary audit techniques that may produce results. In many instances the
discovery of an unusual transaction or entry can lead the examiner to trace the transaction
and locate the vehicle used to convert the funds to personal use.

Review the cash disbursements journal for a selected period. Determine if there are any
missing check numbers by scanning the bank statements. If many checks are missing, be
alert for the possibility that checks are written for expense items, the expenses are deducted,
and the check is never actually issued (no goods are received, but a fake expense payment is
recorded.)

Note any large check amounts or unusual payees. Determine the propriety of these items by
comparing the checks with an invoice or other records.

Review the cash receipts journal for any that might indicate the sale of an asset, pre-paid
income or a potential source for unreported income. These are all opportunities for hiding

the income by investing in digital cash.

Similarly, review entries in the general ledger cash accounts for unusual items that may
indicate questionable withdraws or expenditures, sales of capital assets or omitted income.
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Cash Audit Techniques Guide (ATG) - Chapter 8

Definition of the Underground Economy

The underground economy represents income earned under the table and off the books. It
can include legal and illegal, or black market, goods, including drug sales, money laundering
and warehouse banking schemes. The underground economy is characterized by small,
single, entrepreneurial businesses that can receive payment for their goods or services in the
form of cash or bartered goods. The main goal is to avoid reporting income and paying taxes
to governments.

Areas for potential abuse include the house with the perpetual yard sales, eBay sellers, craft
fairs, selling homemade tamales, doing car repairs in the backyard, collecting cans and bottles
for recycling, selling goods at pawn shops, day laborers on street corners.

The underground economy entrepreneur is not a business owner reporting small profits
while living beyond all visible means. The underground economy entrepreneur is actively
working to maintain a low economic level that does not draw attention. Some may hold a
daytime job and operate in the underground by having a sideline business for unreported
cash.

Individuals who participate in the underground economy want to avoid government
regulations and may not be licensed in their trades. For example, a woman may offer to cut
and style hair in her home for $10 in cash, while a licensed stylist will charge $30 for the
same haircut in a salon. Or, a tree trimmer will charge only $375 because the state requires
licensing for jobs over $400. In this case, the hair stylist and the tree trimmer can get by with
the smaller earnings because they do not carry the overhead costs or the tax responsibilities.

The underground worker capitalizes on the “tax wedge” which is the difference between
labor costs paid by an employer (gross wages) and the net wage received by an employee. An
employer will pay wages of $50 per hour, which includes payments to FICA, FUTA,
Medicare, retirement benefits, workers compensation insurance, etc., but the employee will
net a wage of only $30 per hour. In the underground economy the same worker will charge
$30 per hour, cash, for the same work and the net result will be the same.

The underground worker can usually live on less income because no Federal or State income
taxes, worker compensation taxes, payroll taxes, insurance, or social security payments are
made. An undergrounder earning $40,000 can provide his family with the same lifestyle a
wage earner can provide with $60,000. As a result, with very little overhead, they can provide
their services at a lower cost. This will be attractive to other entrepreneurs who need to cut
costs, and in a sluggish economy, to consumers hoping to stretch their buying dollars.

Whenever income is not subject to information reporting or cannot be verified by a third
party there is a risk that some or all of it may not be reported. Hand in hand with unreported
income is the possibility that bona fide net business income will be understated due to excess
expenses, either personal or the expenses to produce the unreported income.
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Traits of an Underground Worker

Will keep a low economic profile to avoid suspicion. Unlike the typical under reporter who
uses the business to pay for a brand new F350 pickup truck with sport tires, wheels and
leather interior, the undergrounder will drive an older vehicle that appears to be in disrepair
and will live in an older home in a lower income neighborhood. Both will probably be paid
for in full.

Can be found through word of mouth or will advertise in local free papers. An off the books
hairstylist can be contacted through the local beauty supply store, or a cash plumber can be
contacted through the local pipe supply outlet. The undergrounder relies on these sources to
advertise his services.

Will use an answering machine to screen calls so customers must provide their own
telephone number or address before receiving a call back. This is because the undergrounder
only accepts work when the money is needed, and because it allows the undergrounder to
learn more about the customer before accepting a job.

May use a postal box to protect the residence from scrutiny.
Will engage in a trade that has minimal investment and overheard.

Will not maintain a checking account or will not make significant deposits to a checking
account. If a checking account is used, the underground funds will not be deposited. Is there
is legitimate earned income that will be the source of any bank deposits?

Will cash checks paid for services at a bank (without depositing the funds), or at a check
cashing service.

Will receive cash for services or goods. If work is performed for a large business that
requires a SSN, the SSN provided will be phony or the worker will make up a corporate
name so no information reporting is required.

Will be characterized by resourcefulness, always alert for cash earnings, and usually is not
limited to just one income source. A moving business will report receipts made by check, but
cash payments, and cash received from used car sales is never deposited. A restaurant will
report credit card receipts, but cash payments and sales from seasonal Christmas trees are
never deposited.

May receive government benefits, such as Welfare, EITC, Unemployment Compensation,
disability or SS Income.

Will pay personal living expenses in cash or by money order.
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May not have insurance. Business liability insurance can be costly and undergrounders will
eliminate this cost, as well as vehicle insurance (if possible) and worker compensation.
Helpers will be unreported and paid in cash.

Will own a safe.

Examples of Possible Underground Activities

Used car sales

Used car sales are attractive to the undergrounder. Used cars are frequently sold without
financing or can be financed by the seller over a short period. No bank or lending institution
will be involved. In some cases, title is never transferred to the undergrounder after purchase
to avoid any paper trail.

An individual making fewer than 25 sales per year may go undetected, though in many states
this exceeds the limit requiring a state license. Used cars can be purchased for cash and
turned over quickly. If there is ever an inventory of vehicles, they will be stored in various
places- in the undergrounder’s backyard, a friend’s vacant lot or a relative’s business parking
lot.

This is a successful underground activity because new car buyers research before buying.
They will use the internet to find the best deal, and may want to inspect the invoice, but used
car buyers have only the Kelly Blue Book for reference and never know what was paid by
the seller to acquire the car. The sellet’s profit on these sales can be significant.

Only once the deal is made, does the buyer realize the sellers name is not on the title.
However, the seller will have a signed bill of sale from the titled owner, so the sale is valid
and the title is not contested.

Child care/House cleaning/Pet sitting

Home businesses are attractive to the undergrounder. A stay at home mother, possibly on
the welfare rolls, can earn extra, unreported, cash caring for neighborhood children. An
elderly person, already earning social security benefits, can supplement their lifestyle by
cleaning houses for working families. Single individuals often pet sit in the pet owner’s
homes, using their electricity, water, television, etc.

In most cases, overhead will be minimal because the customer provides all necessary
supplies: snacks and clothes for children, mops and dust rags, dog food and grooming tools,
etc. The undergrounder’s primary purpose is to earn money, not to use time and money
purchasing supplies.
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Tree trimming/Hauling

Handyman businesses can be easily performed by an able bodied undergrounder. Many
working people do not have the time or equipment to haul away large disposal items or to
do large yard work projects.

These undergrounder’s will generally estimate a flat job rate. In some states a tree trimmer
must be licensed if charges exceed a particular dollar amount, for example, in California, if
the job is estimated to cost more than $400 a state license is required. In that case, the
undergrounder will consistently charge $375-$395 per job.

Haulers may earn additional cash by selling the disposal goods to salvagers or thrift stores.

Construction workers

Unlicensed tradesmen can earn cash income by doing small construction jobs such as
building a patio, doing electrical wiring, repair or install plumbing.

Locating Underground Economy Workers

Workers in the underground economy will take extreme care to make sure income cannot be
reported on Forms 1099. They will try to always get payments in cash, but if that is
impossible, they will provide a false social security number. The undergrounder knows that
social security numbers cannot be immediately verified and will not accept any further work
from that payor. Another tactic the undergrounder may use is to explain that he or she is the
sole shareholder in a corporation with the same name, i.e. John Smith Plumbing (just make it
out to John Smith.)

The best way to locate an undergrounder is through cash invoices found in related
examinations. When the examiner encounters payments for goods or services made in cash
and verified by questionable, possibly handwritten, invoices, it is very likely the taxpayer paid
an undergrounder to do the work. Further questions should be asked to determine how the
taxpayer located the underground worker, and if the worker is known to work for other local
businesses, or if they worked on personal jobs for the taxpayer.

If the examiner follows up and determines the undergrounder’s home is not extravagant, do
not be dissuaded. Even a small economic lifestyle will cost money to maintain, and it may be
deceptive because cash expenditures and cash accumulation are not immediately evident.
The undergrounder’s lifestyle will still require more income than what is reported.

Underground economy workers can be found on community bulletin boards. Theirs will be
the handwritten 3x5 cards, or the business cards that do not list a license number when
needed. Because they will not advertise in the typical ways, the undergrounder will make
flyers to leave on doors and will rely on contacts made at donut shops and local restaurants.
Remember, the underground entrepreneur will frequent local spots and rely on local
contacts.
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They will be known to legitimate businesses that will send work their way when a job is too
small or labor intensive for the legitimate business.

Undergrounders can best be identified through acquisitions. The most lucrative time to
locate underground economy workers is when they use their cash to make significant
purchases. The nature of the business is that large amounts of cash are accumulated, but
must be used very carefully. Vacations can be taken if expenses can be paid in cash.
Gambling is a good diversion for the cash earner and any illegal activities, like drug
purchases, always accept cash. But, eventually the undergrounder will want to enjoy the
earnings or invest them, and this is the time for identification.

Real estate (usually vacant land) will be purchased from private parties, so any large cash
transactions remain hidden, but the title transfer will be recorded. Real estate may also be
purchased out of the home state in an effort to shield the purchase.

If there is a legitimate business that reports constant losses, hidden funds may be hidden in
inventory. Unreported profits can be used to purchase additional inventory. The examiner
should always inspect the physical inventory to see if it is consistent with the reported
inventory. It is unlikely the undergrounder will provide their inventory records, so the
examiner must rely on their own experience to determine if the inventory is understated.

Auto dealers almost always report large cash transactions, but a private party will accept cash
over $10,000 without making a report. Any new, sports or luxury vehicle will be kept hidden
in a closed garage or another location.

Audit Techniques

Comparative Analysis of assets and interest- Accumulation of cash could be identified by a
multiple year analysis of an individual’s assets and interest expense. An increase in assets
without additional indebtedness and with too little sources of income suggests hidden
income is available from some source.

Barter Activity- In the underground economy goods and services are easily traded between
individuals. When the undergrounder acquires assets (a used tractor, work truck, computer)
or services (house gets painted, car seats reupholstered) this is income earned in the
underground economy.

Test Checks Written- Analyze the checks written from known bank accounts. Prepare a
spreadsheet with each month (Jan, Feb, Mar, etc.) across the top and normal personal
expenses down the first column (Mortgage, Electricity, etc.). Simply place a check mark for
each month where a check is written to pay for the personal expense. This will show the
amount of expenses that must have been paid in cash, and the examiner can begin
questioning where the cash originated and how else was it spent.

Cash Transaction Report- Check the current year, in addition to the two prior and two
subsequent years. Prior and subsequent year purchases will show there was income available
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and how it was spent. These clues can lead the examiner to other discoveries.

Loan Applications- If any loans were applied for, the undergrounder may have identified a
source of income and these applications should always be secured by the examiner. Even
prior year information is helpful and can lead the examiner to discover the source and use of
hidden income. In contrast, a lack of debt where there should be some, (i.e. mortgage, car
payments, credit cards) indicates an ability to easily afford the lifestyle.

Civil, Criminal and Family Court- Determine if any lawsuits were filed against the individual.
Creditors or wronged business associates will list known assets or pledged collateral in court

filings. Divorces can disclose hidden income or assets.

Third Party Contacts- Possible business associates, former spouses, and creditors can all be
contacted for information.

75



Cash Audit Techniques Guide - Chapter 9

Bail Bond Defined

A bail bond agent is a person or business that arranges for the release of a person arrested or
accused of committing a crime. This could include a release by means of cash or other
property that is acceptable to the court in lieu of bail. The fee charged a defendant by a bail
bond agent is usually 10% or more of the total bail amount required by the court.

This audit guide is concerned specifically with bail agents transacting bail on behalf of an
insurance company. Licensed bail agents represent surety, or insurance, companies, which
issue bail bonds. This type of bail bond is a contract wherein the insurance or surety
company, which is ultimately liable on the full amount of the bond, contracts with a bail
agent, who promises to indemnify the insurance company for forfeitures and related costs
on bonds written by him or her if the defendant fails to make any scheduled court-ordered
appearances. The bail agent has a prescribed period to surrender the defendant after a
Notice of Forfeiture by the court. If the defendant does not appear, a Summary Judgment is
issued and payment is due.

This industry tends to be cash intensive, since bail agents often prefer to collect cash rather
than checks, due to the nature of their clients. Gross receipts are usually 50 percent to 80
percent cash.

Like many small businesses, there may be a lack of internal controls. The work force
generally consists of the bail agent and perhaps one or two employees. This means that
office functions such as writing bail, collecting fees, and depositing receipts may all be done
by the same person.

The surety company provides a measure of control. It will track each bond by serial number
and will require weekly reporting from the bail bond agent. Bail agents are required to
account for every bond in their possession. However, the surety company does not control
the actual collection of the premiums that the bail agents earn on each bond they write. The
surety company also is not involved in any other cash collections, such as cash collateral or
additional fees collected for travel, court costs, and long distance phone calls.

State Control

In general, any individual who transacts bail for a fee in a given state must be licensed by the
state's department of insurance. Various laws and regulations set forth requirements for
licensing, record keeping, the collection of fees from and by the licensed bail agents, and
maintenance of a build up fund (BUF) account with a surety insurance company.

The examiner must determine what type of bail licenses can be issued in the taxpayer’s state.
These may include:
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Bail Permittee -This license permits the licensee to solicit, negotiate, issue, and deliver bail
bonds by posting his or her own funds with the court, as opposed to posting a bond through
a surety company.

Bail Agent -This license permits the licensee to act as the agent of a surety company, the
contracts (bonds) of which are posted with the court, rather than actual cash or other
property. This is the most common kind of license. Most bail permittees are also licensed as
bail agents.

Bail Solicitor -This license permits the licensee to transact bail on behalf of, and as an
employee of, either a bail agent or a bail permittee.

In order to understand the income and expenses generated in the bail bond business, it is
advisable to have at least a limited understanding of the laws that bail agents must adhere to
concerning fiduciary responsibilities involving the arrestee, record keeping requirements, and
court procedures. The laws regulating this industry vary from state to state. Therefore, an
examiner should be familiar with the laws of the state of the bail agent under examination.

There are often three separate sources of state laws which affect the operations of bail bond
businesses. A state's insurance code might provide the qualifications and licensing
requirements for bail licensees and a state's administrative code might provide definitions
and regulations relating to bail operations. Because transacting bail is an integral part of the
operations of a criminal court system, various aspects of the bail bond business can be
defined in a state's penal code.

Transacting Bail

After an arrest, the most common means of securing the release of the defendant is by
means of posting a bond through a bail agent. The defendant, or one or more co-signors,
signs a bail agreement with the bail agent which provides for reimbursement of expenses to
the bail agent if the defendant fails to appear in court. These expenses include the full
amount of the bond forfeited, reasonable expenses incurred by the bail agent to locate and
surrender the defendant, and related court costs incurred.

Under this agreement, the bail agent collects a bail bond premium which he or she earns
upon the release of the defendant. The premium amount is generally 10 percent of the face
amount of the bond. From this premium collected, the bail agent makes two payments to
the surety company, one for bond costs, and the other for his or her BUF account.

In addition to the bail bond premium, the bail agent may also collect collateral from the
defendant, based upon his or her assessment of risks involved in the transaction. The
collateral may be in the form of cash or other property, such as jewelry, cars, or deeds of
trust.
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Surety Contracts

When a bail agent contracts with a surety company, he or she is contracting to write bail
bonds for the surety company, as its agent. The surety company is ultimately liable for all
bonds written by the bail agent on its behalf. The contract specifies premium rates, bond
costs, and BUF payments, and contains an indemnity agreement. Other areas that are usually
addressed include treatment of collateral, weekly reporting requirements, and terms for the
return of the BUF account balance. The contract may also limit the amount of bail that the
bail agent is permitted to write per bond.

The indemnity agreement usually specifies that the bail agent is responsible for any expenses
relating to bonds written by the bail agent. These include the apprehension, movement, or
surrender of the defendant, as well as any expenses relating to bond forfeitures.

The contract sets forth the terms regarding the blank bonds supplied by the surety company
and the related bond costs. Blank bonds of various denominations are sent to the bail agent
usually as replacements for previously executed bonds. Bond costs are expressed as a
percentage of the face amount of the bond, with rates typically from 1.2 percent to 1.5
percent. Surety companies generally require strict accountability for each blank bond issued.

The surety contract also requires the bail agent to make payments into a reserve account,
commonly called a build up fund, or BUF account. This fund is held in trust for the agent by
the surety company in a separate account in a financial institution. The purpose of this BUF
account is to provide funds to cover any potential liabilities incurred as a result of any
forfeitures of bonds written by that specific agent. The bail agent usually has no access to
these funds, and the surety company can make withdrawals from the account without
permission from the agent. The BUF payment is based on a certain percentage, usually 1
percent, of the face amount of the bond as stipulated in the surety contract.

The surety contract will usually specify that, once it is terminated by either party, and all
outstanding obligations have been satisfied, the remaining funds, along with accrued interest,
will be returned to the bail agent. It may be several years after termination of the contract
before all outstanding liabilities are satisfied.

The bail agent is usually required by contract to file a weekly report of bail transactions with
the surety company. This report lists specific information on each bond written, the total
premiums earned, and the related total liability (face amounts) of the bonds written for that
period. The computed bond costs, BUF payment, and exonerated bonds are also listed.

Subagents

A bail agent usually learns the bail business by on-the-job training, working for another bail
agent. If the employee develops a good relationship with his or her employer and has a good
grasp of the business, he or she may graduate to being a subagent of the former employer.

Under this relationship, the subagent becomes a sole proprietor, buying bonds from his or

her former employer (now his or her general agent). This creates an additional layer of
liability on the bonds written by the subagent because the general agent is also liable for all
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bonds written by his or her subagent. For this reason, the subagent will often pay into two
BUF accounts, one through the surety company and one through his or her general agent.
The subagent will pay bond costs to his or her general agent, in addition to the bond costs
paid to his or her surety company. These additional bond costs are usually .3 percent to .5
percent of the bonds written by the subagent.

The reporting requirements will be the same, with the weekly reports generally going to the
general agent before, or in addition to, the reports to the surety company. In this case, four
checks will usually be submitted with the subagent's report, two for the BUF accounts and
two for the bond costs.

Books and Records

Certain books and records are specific to the bail industry. As the state laws indicate, the bail
bondsman is required to provide copies of documents relating to a bail transaction to the
defendant and must retain all pertinent documents at his or her place of business for 5 years
beyond the completion of all parts of a bail transaction.

The following items reflect those books and records that are specific to the bail bond
business:

Numbered weekly reports to the surety company(ies) with which the bail agent is affiliated.
(Although most surety contracts require weekly reporting, these reports are often less
frequently provided.) The information contained in these reports includes specifics on each
bond written, including the serial number of the bond, the date the bond was written, the
name of the defendant, the premium and the face amount of the bond. The totals reflected
on the report include total liability (of all bonds), the total premiums earned, the total bond
costs, and the BUF payment made.

Canceled checks for bond costs and BUF payment. Payments are submitted along with the
weekly report and may be separate checks or a single check, depending on the surety
company involved. The checks should indicate the related report number. If the agent is a
subagent working through another agent, there should be one or two more checks -- one for
bond costs to his or her general agent, and, if a local BUF account is required by the general
agent, another check for the local BUF account.

Bank statements/accounts. There should be at least three business-related bank accounts:
the BUF account maintained by each surety company with whom the agent is affiliated, the
collateral account for all cash collateral received, and the operating account. There may also
be a local BUF account as mentioned above.

Income receipts. The bail agent is required to provide a receipt for the premium received.
This can be either from a separate receipt book or as part of the bond the surety company

provides to the bail agent.

Collateral receipts. The agent may or may not write a separate receipt for collateral received,
as required by state regulations.
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Invoices for blank bonds from the surety company. All blank bonds sent from the surety
company to the bail agent must be accounted for by the bail agent. The blank bonds, which
are usually sent as replacements for bonds previously written, come in various
denominations. For instance, a $15,000 bond can be used to write a bond for any amount up
to $15,000. The serial numbers and denominations for all bonds sent to the agent should be
indicated on the invoice.

Bail agreement. This bail contract is between the defendant or a co-signor and the bail agent.
State law will prescribe the items to be included in this contract. The most important items
to the revenue agent are the premium received and the form and amount of collateral that
may be collected.

Surety contract. This will list the contractual amounts of the premiums, requirements for the
BUF account, and bond costs charged by the surety company. It will also name the general
agent if the contract is for a subagent. The premium, BUF payment, and bond costs are
usually expressed in percentages. The following figures are typical of surety contract terms:

e Premium earned 10% of face amount of bond
e BUF payment 1% of face amount of bond
e Bond costs 1.2% - 1.5% of face amount of bond

Terminology

Due to the fact that bail transactions are an integral part of our court system, the
terminology used in this industry includes legal terms as well as other terms specific to this
industry. The following terms are commonly used in this industry:

BUF Account. This build up fund is the reserve account that is maintained by the surety
company for the bail agent in order to cover any potential liability to the surety company for
the bonds written by the agent. If the bail agent is a subagent for another agent, he or she
may also pay into a local BUF account maintained by the other agent, his or her general
agent.

Exoneration. "A bail bond is exonerated by appearance of the defendant to answer judgment
of the court in conformity with terms of the bond." Cain v. United States, 148 F.2d 182 (9th
Cir. 1945). Once a bond is exonerated, the bail agent and the surety company are relieved of
any liability under the bond.

Forfeiture. The forfeiture of a bond is "a failure to perform the condition upon which the
obligor was to be excused from the penalty in the bond." Black's Law Dictionary 778 (4th
Ed. 1968). A forfeiture generally occurs when a defendant fails to make all court appearances
as required by the terms of his or her bond.

Penal amount. This term is interchangeable with the full amount, the face amount, or the
total liability of the bond.
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Premium. This is the fee earned by the bail agent for writing a bond. It is usually equal to 10
percent of the face amount of the bond. This fee is earned once the defendant is released
from jail.

Posting fee. When a bail bond is written for a defendant who is located in another county,
the bail agent will pay a fee to a bail agent in the other county to post a bond for him or her.

Skip tracer. Otherwise known as a bounty hunter, this person is paid a fee by the bail agent
to track down and retrieve a defendant who has skipped (i.e. left the area without appearing
in court as promised). This is done to avoid having to pay a Summary Judgment, should the
defendant not be located. Fees paid to a bounty hunter can be as much as 50 percent of the
amount of the bond.

Summary Judgment. The court enters a Summary Judgment against a bail agent when the
defendant fails to appear. For example, per section 1306 of the California Penal Code, a
Summary Judgment is entered after the 180-day period has lapsed following the bond
forfeiture. The bail agent is then liable for the full amount of the bond according to his or
her surety contract.

Internal Sources of Information

The Currency and Banking Retrieval System (CBRS) is used to track cash transactions over
$10,000. Since the bail bond business is cash intensive, the information from this system is
particularly useful. The two forms that are most often encountered in this industry are the
Form 4789, Currency Transaction Report, and the Form 8300, Report of Cash Payments
Over $10,000 Received in a Trade or Business. As discussed below, these forms serve
slightly different purposes. The presence of one of these forms does not necessarily lead to a
requirement that the other form be filed.

Form 4789 is filed by financial institutions when cash is withdrawn or deposited in amounts
greater than $10,000. This form identifies the depositor, the business for whom the deposit
is made, the amount deposited, and into what bank account the funds are deposited. The
amounts can be summarized and compared with the gross receipts per return and the
business records presented during the audit. During the examination, these transactions can
be compared with specific cash receipts per books to possibly identify income that is not

deposited.

Form 8300 is filed by the bail agent when he or she receives cash in excess of $10,000 in the
course of his or her trade or business. Information on CBRS that a bail agent filed Forms
8300 is evidence that the bail agent has compiled with IRC section 60501. However, the
examining agent should investigate the circumstances of cash deposits resulting in Form
4789 for the presence of exceptionally large bonds. It is customary in the industry for the
bond premium to be 10 percent of the face amount of the bond. A bond with a face value of
more than $100,000 probably would generate a bond premium of more than $10,000 for the
bail agent. Thus, the bail agent might have been required to file a Form 8300 for that bond.
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According to observations made so far in this industry, there are relatively few bonds written
for more than $100,000, the amount that indicates a potential requirement for filing a Form
8300. A bail agent's surety contract will often limit the bail agent from writing bail in excess
of $25,000 or $50,000 without specific approval of the surety company. Most bonds are for
$3,000 to $20,000, earning the bail agent 10 percent of the bond amount. Hence, there may
be a number of Forms 4789 generated due to these smaller bonds with a relatively few
Forms 8300 required to be filed.

IRP transcripts can also be used to identify sources of income such as interest, dividends,
rental income, and sales of stocks, bonds, and real estate. They can also be useful in
identifying bank accounts and other investments.

Third Party Sources

Information from a state's department of insurance can be useful in providing a general
profile of the business before the examination has begun. Information such as the date the
bail license was issued, the type of license, the number of employees in the business, and
whether or not there are any partnerships involved can usually be provided. The department
might also provide a list of surety companies that the agent has worked with and the dates
involved.

If surety company information is obtained in the initial screening process for cases with
audit potential, this information can be used during the pre-audit to compare income and
expenses from the surety company information with income and expenses of the Schedule C
tiled by the taxpayer.

Surety companies can also be a source of additional information regarding income and
expenses during the audit if the business records are inadequate. Timing differences between
the surety company information and the business records should be resolved. Weekly bail
agent reports, if available, are useful for this purpose.

Initial Interview

The initial interview is a crucial step in the audit process. It is important to establish how
involved the taxpayer is in daily operations, what books and records are generated, and what
internal control measures are used, particularly in handling cash. Since this industry is cash
intensive, questioning concerning cash should be thorough. Always ask who handles cash
transactions, who deposits the cash, and how often deposits are made. Find out where cash
is stored and how it is accounted for during the storage period. Ask follow-up questions to
provide as much detail as possible.

Since unreported income is a common issue in this industry, and because bail agents often
use bank deposits to determine gross receipts per return, it is important to determine from
the bail agent if all cash receipts are deposited, if he or she pays any expenses with cash, and
what bank accounts are used. Obviously, if bank accounts are used to determine gross
receipts, any expenses (business or personal) paid by cash should be added to the total bank
deposits to arrive at the correct gross receipts.
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Since determining income is based on calculating premiums earned, it is crucial to establish
in the initial interview as much detail as possible about uncollected accounts. This could
include an estimate of the average percentage of uncollected premiums per year and whether
any year under examination varied from the norm. It should also be determined how the
agent tracks outstanding accounts, what records are kept, and what collection measures are
used.

Questioning should also include how collateral is handled and what form of collateral is
taken, such as cash, personal property, or deeds of trust. It should be determined where cash
collateral is deposited, whether any is deposited in the operating account before being
transferred to the collateral account, and how it is handled on the books. Collateral receipts
should be inspected, if available, to determine the disposition of the collateral. Ask if any
collateral was seized or retained by the bail agent to cover outstanding bills or forfeitures.

Questioning regarding other sources of income or deposits, such as loan proceeds and sale
of assets, should be thorough. If the taxpayer is using bank deposits to determine gross
receipts for the return, the taxpayer should be asked what specific items are being deposited
into his or her operating account or any other accounts used for his or her business. The
taxpayer should also be questioned regarding what accounts are used for his or her personal
expenses.

Required Filing Checks

The areas that may require further investigation are employment taxes and information
returns. Ascertain that all required returns are being filed. This includes checking Forms W-4
for accuracy, ensuring that information returns are being filed when appropriate, and that
withholding returns are timely and accurate.

The initial interview should include questions regarding Form 8300 filing requirements. It
should be determined if the taxpayer was aware of the filing requirements, and if so, when
was he or she aware. If any Forms 8300 were filed during the years under examination,
copies should be inspected. Income receipts should be inspected to determine if there were
any cash transactions that would require the filing of a Form 8300.

Primary Audit Issues and Techniques

Gross Income

A thorough income probe is a crucial step in the audit process since unreported income is
often an issue in this industry. The first step of the probe should be the initial interview with
the taxpayer, with effective questioning directed at all possible sources of income, from the
bail bond business and from unrelated sources. Questions should be tailored to address the
specific facts and circumstances of each case.

Since books and records are often inadequate in this industry, indirect methods should be
considered early in the examination to determine the reasonableness of income reported.
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Although many taxpayers in this industry use bank deposits to reflect gross receipts for a tax
return, a bank deposit analysis should not be used as the primary indirect method, since
often up to 80 percent of income received is in the form of cash. This fact, together with the
lack of internal controls that are often characteristic of this size and type of industry, may
suggest that not all receipts are being deposited.

Bank statements must, however, be inspected since other sources of income can be
discovered. Also, during the initial interview with the taxpayer, it should be determined how
personal expenses are paid and what bank accounts are used, if any, for personal expenses.

Income from BUF Accounts

A bail agent generally does not have access to funds deposited in his or her BUF accounts.
However, the amount of restrictions placed on these BUF accounts may vary from case to
case. Although most large surety companies place substantial restrictions on the BUF
accounts, not all of them do. Also, general agents often set up local BUF accounts for their
subagents with varying restrictions placed on them.

Therefore, each case should be evaluated to determine if substantial restrictions or
limitations exist with respect to the BUF accounts involved. If it is determined that there are
substantial restrictions or limitations on an account, then the bail agent does not
constructively receive interest income from this account in the year in which it is credited to
his or her account, see Treas. Reg. section 1.451-2(a).

However, an examiner should determine whether the proceeds of any of the restricted BUF
accounts of a bail agent under examination were distributed by the surety company, either
upon termination of the contract or in satisfaction of the bail agent's obligations to the
surety company. In such an event, the bail agent might have received BUF account interest
income in the year of distribution.

Premium Income

The primary source of income in the bail bond business is premium income received from
writing bonds. An indirect method of determining premiums earned can be used to test the
reasonableness of gross receipts per return, and, when adequate books and records are
lacking, this indirect method serves as a starting point for determining gross receipts for the
examination. When adequate books and records are available, discrepancies between the
taxpayer's books and surety company records should be reconciled.

Since most surety contracts require a BUF payment of 1 percent of the bonds written and
premiums earned equal to 10 percent of the bonds written, premiums earned for the year
can be calculated based upon the total of the BUF payments made for the year. For instance,
if the total BUF payments are $50,000, the premiums earned on the bonds would equal
$500,000. To arrive at cash basis income, the total premiums earned would have to be
adjusted for any year end timing differences and any uncollected premiums.

84



Since the method of determining total premiums earned is relatively simple, the area of most
concern is primarily in the determination of uncollected premiums and any timing
differences in the collection of payments on account. This is an area where books and
records are often lacking. How the taxpayer tracks these outstanding bills, what collection
procedures are used, and an approximation of the annual percentage of uncollected
premiums should be determined during the initial interview. This should be followed up
with an examination of whatever records the taxpayer has regarding these accounts
receivable.

The weekly reports to the surety company provide a detailed listing of the bonds written for
that reporting period. The amount of the bond and the premium earned are listed on a per
bond basis along with the date the bond was written. This information is useful in
determining the year end cutoff for income. The report will total the bond amounts and
bond premiums, list the BUF payment amount, and list the exonerated bonds separately,
usually at the bottom of the report.

Bond costs have not been used in this indirect method because some surety contracts have a
$5-$10 per bond fee in addition to the percentage charge. This additional fee is usually
passed on to the client.

Reimbursed Expenses

Bail agents may collect fees from the defendant or his or her guarantor for expenses they
incur in tracking and retrieving a defendant for court appearances. Defendants are usually
charged for travel, long distance phone calls, and court costs. Since the bail agent expenses
these out-of-pocket costs, any reimbursements of these costs must be included in income.
This applies to any Summary Judgment paid by the bail agent for which the bail agent is
subsequently reimbursed by, or on behalf of, the defendant. The bail agent typically is
required by state law to retain a copy of these additional charges and to provide a copy to the
defendant.

Collateral

Collateral which is held by the bail agent must be returned upon request of the defendant
once the bail is exonerated. However, any collateral returned may be reduced by any
uncollected premium or by any other outstanding charges. Thus, the amount retained would
be income to the bail agent.

If the bail agent receives collateral in lieu of all or part of the bond premium, then that
portion of the collateral is not a refundable deposit, but rather is taxable income to the bail
agent upon receipt. For example, if a defendant pays a 10 percent bail premium by paying 8
percent in cash and posting collateral in the amount of an additional 7 percent in either cash
or property, the bail agent has received income in the amount of the full 10 percent bail
premium. The additional 5 percent received is treated as a refundable deposit.

Not returning collateral is an area of potential abuse by bail agents. Accordingly, the bank
statements for the collateral account should be inspected to determine if the bail agent is
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using the account properly. That is, whether cash collateral is deposited and returned on a
timely basis. The only withdrawals should be for reimbursement of collateral. Any transfers
into the operating account should be included in income since they are expense
reimbursements.

A large beginning balance in the collateral account should be investigated further. There
could be several explanations for the balance. Collateral may have been retained to offset
unpaid expenses or forfeitures. In such a case, the collateral should have been transferred to
the operating account and included in income.

Some collateral is simply never claimed after bail has been exonerated, and some collateral is
related to bail that has not yet been exonerated.

Since collateral is returned only upon request of the defendant once he or she is exonerated,
it can best be characterized as a refundable deposit. Although there are no specific court
cases that have dealt with the collateral issue, case law relating to deposits indicates that
deposits should not be included in income until the right to retain them is fixed.
Commissioner v. Indianapolis Power and Light Co., 493 U.S. 203 (1990); Oak Industries v.
Commissioner, 96 T.C. 559 (1991).

In the bail bond industry, the only specific instance when a bail agent's right to retain
collateral is fixed is when it is used to offset unpaid expenses associated with a specific bond.
However, in the case of bail that has been exonerated, it can be argued that after a
reasonable period of time, unclaimed cash collateral should be included in income.

If collateral in the bail agent's custody cannot be associated with specific bail bonds due to
inadequate records, the revenue agent should take an initial position that the collateral
should be included in income per IRC section 61. When cash collateral is commingled with
operating funds, it takes on the same character and should be included in income, unless the
taxpayer can substantiate the identity of the funds as cash collateral. If the taxpayer can
establish the identity of the cash collateral, the collateral constitutes refundable deposits,
irrespective of the fact that they are commingled with operating funds. See Indianapolis
Power and Light, 493 U.S. 203; see also Oak Industries, 96 T.C. 559.

Property such as automobiles, jewelry, TV's, VCR's, and deeds of trust are commonly taken
as collateral. Searches of Department of Motor Vehicle records and county property records
may provide information on property collateral that has been retained by the bail agent.
Unexplained deposits into the operating account may be the result of sales of property used
as collateral. The depreciation schedule may also include collateral that was retained.

BUF Payment Deductions

Payments made by bail agents into BUF accounts maintained by their surety companies are
held as security for the agent's agreement to indemnify the surety company for any expenses
incurred, including Summary Judgments, should the defendant fail to make court
appearances as required by the bond. It has been observed that standard industry practice is
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to deduct these amounts when paid into the BUF account. Payments from this account for
specific liabilities are often deducted as well, resulting in a double deduction for the taxpayer.

At least one state has a statutory requirement that surety companies maintain a BUF account
for agents who represent them. Thus, payments into this account are necessary in order for
bail agents to conduct business in that state.

The issue is whether transfers to this account are deductible when paid. Case law has long
followed the course that payments made for future liabilities are not deductible. Leslie W.
Sebring & Nanci M. Sebring v. Commissioner, 93 T.C. 220 (1989). In Sebring, the court held
that the payments into the BUF account were deposits held as security for payment of
contingent liabilities and were disallowed as deductions. Only payments from this account
for specific liabilities were deductible.

The court in Sebring, supra, pointed out that, on termination of the contract between the
surety company and the bail agent, the surety company was contractually required to return
the balance of the agent's BUF account to the agent after satisfaction of all outstanding
liabilities. Thus, the bail agent retains any benefits from the account plus earned interest.

Payments made by bail agents for their BUF account, therefore, are not deductible since they
are not payments for specific liabilities. Bail agents are often required by their surety
company to pay specific liabilities from their own funds. These payments would be
deductible as they are made.

Tax Treatment of Bond Costs

A bail agent pays a fee to the surety company which generally ranges from 1.2 to 1.5 percent
of the face amount of the bond, or 12 to 15 percent of the bail premium earned by the bail
agent. This fee represents the cost of the bond.

On a nationwide basis, the average life of a bond is 4 to 6 months, with 90 percent of all
bonds falling within this category. However, the revenue agent should take the position that
if the expected life of the bond exceeds 1 year, the associated bond costs are not currently
deductible when paid, but must instead be amortized over the life of the bond. Seaman v.
Commissioner, 84 T.C. 564, 587 (1985); Treas. Reg. section 1.461-1(a).

Thus, for example, if a bail agent pays $30 for a bond, which is not exonerated until the
following year, the $30 payment has created an asset (the bail agent's contractual rights under
the bond) with an expected life of 2 years. Accordingly, the fee is deductible ratably over the
2-year life of the bond. Conversely, if the life of a bond does not extend substantially beyond
the close of the taxable year, then a current deduction is appropriate. Seaman, 84 T.C. at 587.

The amounts paid by a bail agent to the surety company are similar to insurance payments
made by automobile dealers in connection with extended service warranties. The Service has
taken the position administratively that automobile dealers must amortize insurance
payments over the life of an extended service warranty, even though the automobile dealer
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recognizes all of the income from the sale of the extended service warranty in the first year.
See generally Rev. Proc. 92-97, 1992-2 C.B. 510. The same analysis can be applied to bail
agents and the cost of bonds.

Change in Accounting Method

When it has been determined that the taxpayer is currently deducting his or her BUF
payments and he or she has a beginning balance in that account, a prior period adjustment
per IRC section 481 must be made. The change from deducting payments into the BUF
account to not deducting such payments (and only deducting payments from the BUF for
specific liabilities) is a change in accounting method. Treas. Reg. section 1.446-1 states that
"the term "method of accounting' includes not only the overall method of accounting of the
taxpayer but also the accounting treatment of any item". Treas. Reg. section 1.481-1
prescribes the rules to be followed in computing taxable income due to a change in method
of accounting. "A change in method of accounting to which section 481 applies includes a
change in the over-all method of accounting for gross income or deductions, or a change in
the treatment of a material item.... In computing taxable income for the taxable year of the
change, there shall be taken into account those adjustments which are determined to be
necessary solely by reason of such change in order to prevent amounts from being
duplicated or omitted."

Sometimes not only is there a deduction of payments into the BUF accounts, but also a
deduction of any withdrawals from this account for specific liabilities. Thus, there is
likelihood that deductions will be duplicated if the taxpayer deducts both payments into the
BUF account and payments from the BUF account. If a bail agent is deducting payments
into his or her BUF account, it must be assumed that prior years were treated the same, and,
in order to account for this, the cumulative amount of previous deductions should be treated
as a prior period adjustment per IRC section 481 and included in income to avoid a double
benefit to the taxpayer.

The IRC section 481 adjustment is the total amount requited to correct a taxpayet's
cumulative overstatement of deductions, going back to the first taxable year in which the
taxpayer deducted payments to BUF accounts. Consider the following example:

Example 1

A taxpayer has been a bail agent for 10 years and cumulatively has paid $100 into one or
more BUF accounts during that period. The taxpayer deducted all of these payments
currently. None of the $100 paid into the BUF account was used to pay expenses or
liabilities. The taxpayer has received a refund of $60 due to the exoneration of some of the
contracts. Therefore, the opening balance of the account is $40. The taxpayer did not report
the $60 refund as income in the taxable year in which it was received. In this situation, the
correct IRC section 481 adjustment is not $40, but rather $100 to reflect the cumulative
amount deducted erroneously over the 10-year period.

The improper method of expensing the payments from the BUF account presents not only
the potential for double deductions but also the potential for omitting income. Graff
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Chevrolet Co. v. Campbell, Jr., 343 F.2d 568 (5th Cir. 1965) states that "when a taxpayer
uses an accounting method which reflects an expense before it is proper to do so or which
defers an item of income that should be reported currently, he has not succeeded (and does
not purport to have succeeded) in permanently avoiding the reporting of any income; he has
implicitly promised to report that income at a later date, when his accounting method,
improper though it may be, would require it."

As this concept in Graff Chevrolet, supra, is applied to the BUF issue, the taxpayer, under
his or her improper method of expensing the BUF payments when paid, would be required
to include in income any distribution made to him or her from his or her BUF account when
the surety contract is terminated and all outstanding liabilities have been satisfied. This is
likely to be overlooked. Since the surety companies hold these BUF accounts in trust for the
bail agents as the property of the bail agents, they do not issue Forms 1099 to the bail agents
when they distribute the BUF proceeds to them upon termination of the contract.

Even if a bail agent currently represents only one Surety Company, he or she may still have
BUF balances through other surety companies due to his or her prior affiliation with those
companies. In determining the amount which should be included in the prior period
adjustment, the revenue agent should include not only the beginning balance of the current
BUF account, but also any other BUF account balances which are still maintained by the bail
agent's former surety companies.

Establishing Fraud

Introduction

To establish civil fraud, two facts must be proved: that the tax liability was understated; and
that the understatement was due to deliberate intent to evade tax. To successfully establish
fraud, one must look beyond the books and records and audit the taxpayer, not just his or
her tax return.

Understatement of Tax

Several aspects of the bail bond industry increase the likelihood that not all income will be
reported by the taxpayer on his or her tax return. The cash intensive nature of the business
increases the likelihood that not all cash receipts will be deposited. Collateral such as
automobiles, TV's, VCR'S, and jewelry that are retained by the bail agent are not likely to be
accounted for properly. Real estate seized to pay a Summary Judgment is another example.

Several indirect methods should be used to demonstrate that income was omitted from the
tax return. The percentage method based upon BUF payments provides a reliable indication
of reportable income once adjustments are made for timing differences and uncollected
premiums. However, it does not address the application of those funds. Where did the
money go?

Establishing how the unreported funds were applied gives additional credence to their
existence. This can be accomplished by applying a second indirect method. IRM 4.10.4
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discusses using the following methods: the Source and Application of Funds Method, the
Net Worth Method, and the Bank Deposit and Cash Expenditures Method. Each of these
methods would enable the examiner to identify the use of funds. Which method is used
depends on the facts of each case as well as how comfortable an agent is with a particular
method.

A thorough asset search is a critical step in the income probe. This is not only because it is a
step in the analysis of the source and application of funds, but it may also turn up previously
concealed assets, particularly since the retention of collateral is a potential source of income.
A search of Department of Motor Vehicle Records may turn up vehicles that were used as
collateral and retained by the bail agent. Acquisitions of real estate can be identified through
county records. Verification of assets on the depreciation schedule may provide additional
evidence. A tour of the taxpayet's residence or place of business may turn up assets not
previously accounted for by the taxpayer.

Fraudulent Intent

The methods of establishing a taxpayet's intent to evade tax are no different for taxpayers in
this industry than for any other taxpayers. A person's intent must be inferred from his or her
actions -- what he or she says and does. Therefore, it is crucial that the taxpayet's actions and
interviews are well documented throughout the examination. Be alert for some of the more
common "badges of fraud" that may be evidence of the taxpayet's intent to evade tax.

The existences of these “badges” do not alone prove fraud, but they may signify that
additional steps should be taken to obtain "clear and convincing evidence." Every effort
should be made to obtain direct evidence, such as false entries on books and records, or
altered documents.

The understatement of income in itself does not imply intent to evade tax, particularly when
books and records are poor. The understatement could be due to mistakes, a difference of
opinion with regard to the proper treatment of a particular item, reliance on professional
advice, carelessness, or negligence. If the taxpayet's accounting background is limited, there
may simply be a lack of comprehension in terms of the tax treatment of certain items.

If books and records are so poor that they are likely to be responsible for the misstatement
of income, an Inadequate Records Notice may be a more appropriate course of action than a
fraud referral. Once the inadequate records have been so documented, the taxpayer has been
put on notice of this deficiency. If he or she subsequently maintains poor books and records,
this may be an indication that his or her intent is to evade tax. Thus a future fraud referral
would be stronger.

Once an examiner determines that there is evidence of fraud, the manager and Fraud
Technical Advisor should be consulted to ensure adequate evidence has been obtained
before a fraud referral is made. The Fraud Technical Advisor can assist in determining
whether a civil or criminal referral should be made.
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If the taxpayer has failed to file Forms 8300 to report cash transactions, or filed incorrect or
incomplete Forms 8300, he or she may be subject to civil penalties under IRC section 6721.
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Cash Audit Techniques Guide - Chapter 10

Beauty Salon Defined

A cosmetologist is a person who is licensed to perform the mechanical or chemical
treatment of the head, face, and scalp for aesthetic rather than medical purposes. These
services include hair shampooing, hair cutting, hair arranging, hair braiding, hair coloring,
permanent waving, hair relaxing, or non-invasive hair removal, for compensation in a
licensed cosmetology salon.

In the Barbering Industry, a licensed barber is only allowed to perform practices to the head,
face, and neck of a customer (historically a haircut and shave).

This beauty salon guide is composed of collective information from audits, interviews of
salon owners, and contacts with the State departments. This guide is intended to provide an
overview of the industry.

Hair, nail and skin care services saw a growth spurt in 2001, with revenues increasing by 78
percent from 2000. In 2001, the industry reached $25.3 billion in revenues. Of this number,
sales receipts from barbershops totaled $2.1 billion; beauty salons at $20.8 billion; and nail
salons at $2.5 billion. There is a growing popularity of day spas that include these services
and that may account for the increase in sales on the hair and salon industry. There is little
capital needed to open a salon since it is primarily a service industry.

A typical full service salon may offer

Hair: haircuts, trims, shampoo and conditioning; curling, and styling; hair coloring including
all over colot, regrowth color and highlights/foils & weaving; hair and scalp treatments;
relaxers, perms (permanent waving);

Nails: manicures, pedicures, polish, sculptured or acrylic nails, nail repair, hand conditioning
treatments.

Skin Care: Facials, body waxing, massage.

Sale of professional hair/beauty products: Most salon businesses offer a wide range of hair
and beauty products in order to provide everything a customer needs in one convenient
location. Retailing professional hair products is an important strategy for retaining clients
and making additional profits.

The stylists in a salon will either be employees of the salon or will rent only their space
(called a booth) from the owner. When stylists rent the booth they pay a monthly rate and
order and purchase their own products. They set their own hours and maintain their own
books. The salon has no responsibility beyond providing the booth. For example, a stylist

92



earning $1,500 in a week pays the salon $250 for booth rental, then spends about $50 in
supplies, and is responsible for paying his or her own estimated tax payments.

When the stylists are employees they work according to the salon’s schedule and use
products supplied by the salon. They are not responsible for any bookkeeping beyond
reporting their tips. A salon can have both employees and independent stylists. A typical
stylist earning $1,500 in a week, as a 50% commissioned employee, will pay the salon §750,
use the salons supplies and receive a W-2 at the end of the year.

Whether a stylist is independent or an employee, efficiency is the key factor. A stylist who
can take more clients in a day earns more income and tips.

The salon industry is cash intensive. The majority of the work force has a high school
education and are graduates from cosmetology school. The books and records provided are
often limited. Overall, the examiner is faced with a cash business and few, if any, records.
The preceding characteristics can be overcome by conducting a good initial interview,
preparing a standard of living analysis, and utilizing an innovation method of determining
income.

Each examination will be unique and challenging. The examination should not be entirely
comprised of reconciling the books to return, evaluating internal controls, and testing the
reported income, since there is a high possibility that some of the income is unreported.

Additional considerations are:

e Reconciling the reported tax return income to the taxpayer's financial status.
e Evaluating the intensive cash situation to determine the extent of the income probe.
e Designing a test to determine income from known reliable information.

e Included in this guide are some examples of ways to use existing information to
determine income.

Tour of Business:

When touring the business’s premises, observe the different types of business being offered;
work stations and how many of each type, the price schedule posted, the appointment
procedures, and the payment procedures.

Income

The income section of this guide focuses on unique examination techniques. Traditional
auditing techniques are not discussed. For Cash-T or personal living expense evaluation,
refer to IRM 4.10.4
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Salon Income

Total salon income can be comprised of several sources or just one, depending on what
services are offered. Sources of revenue can include, but are not limited to, service income
from hairstyling and other services, retail income from product sales, and rental income
from booth rentals.

Ideally the financial statements or other recordkeeping will show the amounts of income
from each source. If there are no records, the examiner can calculate the amounts based on
what is known. For example, income from booth rentals can be easily identified and verified
(checks from renter stylists, number of booths times’ rental rate, oral testimony, etc.). And
income from retail sales can be calculated (state sales tax, markup on supplies purchased,
etc.). Once those are calculated, the difference will be service income.

The examiner can use some of the methods described below to identify and segregate the
different types of income. This will facilitate focus on potential understatements for each
type of revenue.

Service Income

Typical services would include any number of the following:

e Hair Cuts;

e Perms;

e Hair Relaxing;

e Shampoo/Style;

e Hair Coloring;

e Nail Services.

e Skincare/facials;
e Hair Removal;

e Hair Replacement;
e Hair Weaving;

e Hair Braiding;

e Hair Attachment;
e Make-up;

e Tanning;

e Massage.

Service income includes the salon owner's and any employees' income. Because the
employees’ revenue will be evident from the tax return wage or commission expense, the
owner’s receipts from services are total service receipts minus employees’ receipts.

The salaries/wages of the employees are normally based on productivity. Ask the salon

owner to explain how compensation is paid. Some type of productivity record is generally
used to determine compensation - request that record or an explanation in writing.
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Compensation can be based on a commission, a straight salaty, or a salaty/commission
combination. This composition can be used to analyze income.

Method 1 - Service Income Formula

Information needed:

Employee commission percent

Owner's activity in salon

Wage expense from the tax return

Service Income from tax return

Formula:

Wage Expense divided by Commission percentage equals Employee Service Income.

Then:

Total Service Income (from tax return)
Less Employee Service Income

Equals reported Service Income of owner

Analysis of Service Income Reported:
Compare to initial interview, appointment book, and individual income records.

Example - Service Income Formula

Information provided:

Employee Commission Percent equals 60%

Owner's activity in salon equals 5 days full time

Wage expense form the tax return equals $60,000

Service revenue from tax return equals $135,000

Formula:

Employee Service Income is $60,000 divided by 60% equals $100,000

Total Service Income from the tax return $135,000

Minus Employee Service Income (§ 100,000)
Equals Reported Service Income of Owner § 35,000

Analysis of Reported Service Income:

Appointment book averages 8 appointments per day. Assuming 2 weeks of vacation, then 50
weeks were worked.

50 weeks per year times 5 days worked per week equals 250 days worked per year
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250 days worked per year times 8 appointments per day equals 2000 appointments per year.
$35,000 divided by 2000 appointments equals $17.50 average price per appointment

The $17.50 is a gauge. The average is not an absolute value. The average may allow an
auditor to identify large discrepancies that could lead to potential unreported income.

If the salon has the following standard prices: cut $25, perm $55, and color $30, but the
average price per appointment was calculated at $17.50, this would indicate a potential for
unreported income. In that case the actual prices for the individual services are above the
computed average price per appointment.

Retail Income

There are two methods in reconstructing retail revenue. The first method is based on Cost
of Goods Sold (COGS). Retail revenue is directly related to COGS. In this industry, most
hair and skin products are marked-up 100 percent. An examiner can take COGS and double
the expense, which can then be used as a gauge for retail revenue.

Method 2 - Retail Income Formula

Information needed:

Cost of Goods Sold (COGS) per tax return
Retail Income per tax return

Formula:
COGS times 2 equals the Potential Retail Income (Assuming 100% markup)

A second method for reconstructing retail revenue is based on commissions. A common
practice in the salon industry is to pay a stylist a 10-15 percent commission when they sell
the salon products to their customers. The examiner should ask for this percentage during
the interview. If the taxpayer states the amount is less than 10-15 percent, a test should be
done to prove this.

When using the commission expense from the tax return be ALERT -- the commission
expense might include wages and thus you have an employee vs. independent contractor
issue (see section on Employee vs. Independent contractor, below). Separate the wage
expense from the actual commission expense. The commission expense can then be used in
an algebraic formula to determine retail sales.
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Method 3 - Retail Income Formula

Information needed:

Commission expense on tax return
Commission percent paid on retail sales

Formula:
Commission Expense divided by the Employee Commission percent paid on sales equals
Retail Income

There are two items to consider when reconstructing retail sales using this formula:

Consideration for special sales on products (there might not be a 100 percent mark-up) and
Consideration for "walk- through" traffic where no specific worker receives a commission.

It is worth reiterating that these audit techniques are guides and not absolutes. However,
they have been effective in previous examinations. Using the techniques, adjustments have
been made to the individual (booth renter) who failed to report his or her commission
income. In the situations encountered, Forms 1099 were not issued by the salon owner for
the commissions paid. In addition, salon income was also adjusted. The salon had
understated retail revenue. The first indication of a potential problem was noted through the
COGS percentage comparison.

Example - Retail Income Formula

Information provided:

Commission Expense per Tax Return equals $15,000
Commission Percent equals 15%

COGS equals $53,000

Retail income per tax return equals $105,000

Formula:
COGS times 2 equals the Potential Retail Income
$53,000 times 2 equals $ 106,000

Retail Income equals the Commission Expense divided by Employee Commission Percent
paid or $15,000 divided by 15 percent which equals Retail Revenue of $100,000.

Analysis of Reported Retail Income:

1. There is a percent mark-up on cost. The industry practice is 100 percent mark-up on cost.
This mark-up percent is reasonable.
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2. The commission expense reported on the tax return indicates retail revenue should be at
least $100,000.

Note: Small amounts of skimming are not easily identified. These two formulas were
designed to identify large discrepancies.

Rental Income

If all stylists are employees there will be no rental income.

If the salon has all booth rentals, the salon owner is a landlord. Verify the available space-
how many chairs, or “booths” are there, and the number that were occupied. As with any
landlord, be suspicious whenever there are unrented booths. This means the business is
operating below capacity and costing the landlord money. It is very unlikely the business
would have unrented booths.

Appointment Book

The appointment book can be used as a tool in an income probe. Have the salon owner or
individual (the individual may be a stylist or some type of worker providing a service) go
through a day in the appointment book and explain the scheduling and recording procedure
for appointments. Normally, there is a coding system used to designate the type of service
scheduled and whether or not the customer kept the appointment. For example, the barber
may enter the customer's name for a regular cut, the customer's named may be circled for a
style and a "b" may be placed by the customer's name to indicate a beard trim. Each salon
has its own scheduling and recording procedures.

It is crucial to ask in the initial interview about the types of services provided (cuts, perms,
coloring) and the scheduling procedures (walk-ins, set appointments). Also, ask the salon
owner about the salon activity, what percentage of each service is customary for that salon
and how much activity is normal. The salon owner may remember busy or slow months.
Verify the statements by looking in the appointment book and reconcile the statements to
the income reported.

Example

Frank, a barber stated that he worked 5 days a week. Reviewing the appointment book, it
was determined that he actually worked 6 days a week. However, consistent with his
statement, but inconsistent with the appointment book, he reported only income from the
operation of 5 of the 6 days.

Another important examination step is to compare the type of services and the number of
appointments to the amount of income reported. The salon should have a list of services
and prices. Services provided could include: hair cuts, shampoo/style, perms, hair color, nail
services, skin care/facials, make-up hair removal, tanning, massage, etc. Compate the
services provided with the standard prices. Use the Service Revenue Formula to calculate the
average appointment price. By calculating the average appointment price, that amount can
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be compared to the standard prices changed in the salon. This technique is not an absolute,
but can indicate potential income problems.

In addition to the appointment book, a salon or barbershop may also maintain a daily
income summary. This should be tested and compared to the appointment book. In some
situations, using only the appointment book, the income reported was very close to the
correct income. However, in other situations, income was understated. In one case, it was
found that the daily income was understated by about $300 due to numerous walk-in
appointments not recorded in the appointment book. In that situation, the barber had,
however, recorded the correct income in the daily income summary. The point is that while
the appointment book is an important document to review, it may not reflect all services
actually rendered. Therefore, it is important to analyze it in conjunction with other available
records.

Method 4 - Rental Income Formula

Information needed:

Flat rate of rent

Number of Stations

Rent Revenue per Tax Return

Formula:

Flat Rent Paid times Number of Stations times 52 Weeks equal the Rental Revenue (adjust
for vacancy rate)

Analysis of Rent Revenue Reported
Total Rent Revenue Reported divided by 52 Weeks equal’s weekly rental revenues

Weekly rental revenues divided by the number of stations equal the amount reported per

station.

Example - Rental Income Formula

Information Needed:

Flat Rate of Rent per Station equals $130

Number of Stations equals 10

Rent Revenue per Tax Return equals $65,000

Formula:

Flat Rent Paid times Number of Stations times 52 Weeks equal the Rental Revenue (adjust
for vacancy rate):

$130 times 10 times 52 equals $67,600

Total Rent Revenue Reported divided by 52 Weeks equal’s weekly rental revenues:
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$65,000 divided by 52 equals $1,250 per week rental revenue

Weekly rental revenues divided by the number of stations equal the amount reported per
station:
$1,250 divided by 10 equals $125 reported per station

Compare the flat rate of rent per station and the reported rate per station. In this particular
example, $130 compared to $125 is reasonable. The objective of this comparison is to
identify large discrepancies between the flat rate of rent and the reported rate of rent.

Indirect Methods

The Service does not have unlimited discretion to use an indirect method. An indirect
method should be used only when the facts of the individual case warrant its use. For
example, when:

The taxpayer has no books and records, or incomplete books and records. Incomplete
means not sufficient for the examiner to perform a meaningful audit.

This issue should be documented in the workpapers. If a taxpayer's books and records are
inadequate, the examiner should prepare a detailed inventory of the books provided and why
they are inadequate. Failure to produce the appointment book for review will usually
constitute incomplete records.

The examiner tests the books and records provided by the taxpayer (for example, with a
Cash-T method) and determines that they do not accurately reflect income. While use of the
Cash-T method may not always, in itself, be used as evidence of the correct tax liability, it
can be used a basis, or justification, for the Service to reconstruct the taxpayet's income
using an indirect method.

Identification of likely sources of unreported income is generally necessary for the Service to
sustain an indirect method of deficiency. In the case of salons and barbershops, like most
cash intensive businesses, the most likely source of unreported cash or other unreported
service, retail or rental revenue is the business itself. Courts have upheld the Service in
situations in which the taxpayers have likely sources of income and no books and records.
Careful documentation of the investigation is essential in sustaining a deficiency in such a
case.

Employee VS. Independent Contractor

This section discusses the common law factors and relief under Section 530, State
Regulatory Authority, revenue rulings, and court cases.

Common Law Factots
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The question of whether an individual is an independent contractor or an employee is
determined based upon consideration of the facts and application of the law and regulations
in each particular case.

See Professional & Executive Leasing V. Commissioner, 89, T.C. 225, 232 (1987), aff'd 862
F.2d 751 (9th Cir. 1988); Simpson v. Commissioner, 64 T.C. 974m 984 (1975). Guides for
determining the existence of that status are found in three substantially similar sections of
the Employment Tax Regulations; namely, section 31.3121(d)-1, 31.3306(i)-1, and 31.304(c)-
1, relating to the Federal Insurance Contributions Act (FICA), the Federal Unemployment
Tax Act (FUTA), and federal income tax withholding, respectively.

In general, it should be noted that section 3121(d) (2) of the Internal Revenue Code requires
the application of the common law rules in determining the employer- employee
relationship. In determining whether an individual is an employee under the common law
rules, 20 factors have been identified as indicating whether sufficient control is present to
establish an employer-employee relationship. The 20 factors have been developed based on
an examination of cases and rulings considering whether an individual is an employee. The
degree of importance of each factor varies depending on the occupation and the factual
context in which services are performed. See Rev. Rule. 87-41, 1987-1 C.B.; The 20 factors
are not to be applied blindly. Rather, they are to be used as an aid in applying the common
law.

Although a variety of factors may be used to analyze employment status for tax purposed,
the regulations provide that employer control over the manner in which the work is
performed is probably the most important. The test is not the actual control by the employer
but the employer's right to control.

For further assistance regarding employment tax issues, contact the employment tax
coordinator. After it has been determined that an examination of the employee/independent
contractor issue will be undertaken, section 530 should be addressed as eatly as practicable.
Section 5309A) (1) of the Revenue Act of 1978 terminates an employer's liability for
employment taxes under subtitle C which includes FICA, FUTA, and income tax
withholding, and any interest or penalties attributable to the liability for employment taxes.
Section 530 provides that, for employment tax purposes, an individual will be deemed not to
be an employee unless the employer had no reasonable basis for treating the individual as
other than an employee. The purpose of section 530 is to shield employers who had a
reasonable basis for treating workers as independent contractors from employment tax
consequences arising from employment status reclassification by the Service.

For an employer to be eligible for relief under section 530: (1) all required information
returns must have been filed on a timely basis (for example, Forms 1099); (2) the employer
must not have treated any other workers holding a substantially similar position as
employees after 1978; and (3) the employer must have had a reasonable basis for not treating
the workers as employees. IRM Exhibit 4640-3, Section 530 Flowchart, may be used to asses
the examiner in determining if relief under section 530 is available to the employer.

The employer may establish a reasonable basis for not treating the workers as employees by
relying on any one of the three safe havens under section 530 (a) (2):
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Judicial precedent, published rulings, or a technical advise memorandum or a private letter
ruling with respect to the taxpayer; or

Prior Service audit of the taxpayer; or
Long-standing recognized practice of a significant segment of the industry ("industry
practice") in which the worker is engaged.

As early as possible during the examination, it is important to discuss with the taxpayer the
reasons the workers are treated as independent contractors. During the discussion, the
examiner should keep notes of the taxpayet's responses. A taxpayer cannot have relied upon
recently decided cases as the basis for treating workers as independent contractors for years
prior to those decisions. An opinion letter from an attorney written after the examination
began is less persuasive than one that was written when the employer first began using
workers and treated them as independent contractors. The taxpayer has the burden of
establishing industry practice based upon objective criteria substantiated by the taxpayer.

For example, in General Investment Corporation v. United States, 823 F. 2d 337 (9th Cir.
1987), the court held that a mining company had a reasonable basis for treating miners as
independent contractors because the taxpayer had substantiated that the practice of treating
miners as independent contractors was both long standing and well recognized within a
significant segment of the local mining industry.

State Regulatory Authority

While the Service is not bound by state laws or determinations on this issue, state laws and
regulations may be helpful to the examiner in analyzing the facts. The salon industry is
regulated by each state’s Board of Cosmetology. Most states have a set of regulations.

For example, New Jersey regulations do not allow the holder of a shop license to rent space
(a booth or chair) to a nonemployee (an independent Contractor). In Oregon, rentals are
allowed if the renter is an independent contractor. In Florida, while salons and barber shops
must obtain a license from the Board of Professional Regulation, a booth renter is not
required to be licensed by the Board. However, Florida's legislation had a bill pending, at the
writing of this guide that would require booth renters to be licensed with the Board of
Professional Regulation. The bill in Florida is a trend started in the salon industry to regulate
their booth renters. Check with the state regulatory board to help facilitate in determining
the independent contractor and employee issue.

Revenue Rulings and Court Cases

The following revenue rulings and court cases address the employee vs. independent
contractor issue:

Revenue Ruling 57-110, 1957-1 C.B. 329
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Facts: Fixed weekly fee; owner furnished heat, light, water and supplies; barber provides own
tools; barber sets own hours of work; and barber collects his own money and does not
account to the salon owner for revenue earned. Determination: Independent contractor

Revenue Ruling 70-488, 1970-2 C.B. 219
Facts: Barber is paid a percentage of the money from services performed; salon sets hours of
work; required to wear a uniform. Determination: Employee

Revenue Ruling 73-591, 1973-2 C.B. 337

Facts: Salon agrees to furnish, repair, and maintain all equipment; hair stylist is paid on a
percentage of gross receipts; no credit work or free work can be done without the approval
of the salon owner; working hours are set; hair stylist furnished a report each day to the
owner reflecting the day's receipts. Determination: Employee

Revenue Ruling 73-592, 1973-2 C.B. 338

Facts: Rents for a fixed monthly fee; the salon furnished heat, light, water, and supplies, hair
stylist retains the money collected; hair stylist sets own hours of work. Determination:
Independent Contractor

Wolfe v. United States, 77-1 U.S.T.C 4 9346 (D.N.D. 1977)

Facts: Hair stylists are paid on a percentage of gross receipts; hair stylists handle own clients;
hair stylists provide own supplies; appointments are made through one receptionist; hair
stylists set their own hours and have their own keys to the shop; money from services is paid
to the salon; hair stylist decides what prices to charge; hair stylists are responsible for
bounced checks; and hair stylist are not required to work on salon's customers. Decision:
Employee

A Henry, d.b.a Center Beauty Shop, 78-1 U.S.T.C. 49433 (E.D. Tenn 1978)

Facts: Rent is based on a percentage of gross receipts; no receptionist; anyone in the salon
will answer the phone; salon furnishes the supplies; hair stylists collect own money; hair
stylists set own hours of work; prices were set by an agreement among the hair stylist; and
minimum rent payment is $50. Determination: Independent Contractor

Following is Tax Management's summary of the issue based on revenue rulings and court
cases.

"... the one factor which appears to hold overriding persuasive value in the case of hair
stylists is the nature of the remuneration under the agreement between the hair stylist and
the shop owner... the factors tending to show an employee relationship seemed to
predominate over independent contractor type factors in those situations where the
remuneration is based on a percentage of earnings, whereas the opposite is true in those
situations where the hair stylists rents the chair for a fixed monthly fee."

Tips
Workers in the salon industry supplement their base compensation with tip income.

Independent Contractors (booth renters) will report their service and sales revenue plus their
tips, as gross receipts. Employees should be reporting tip to their employers. Sample audits
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completed in Las Vegas, NV, showed tips as high as 22 percent of gross sales, but average
tips are usually 10-15% of the bill.

Salon owners may state that they do not receive tips and thus have a 0 percent tip rate, but
this is unlikely. A generation ago it was thought that employees should be tipped because
their base wages are low, but salon owners should not be tipped because they receive a
percentage of each employee’s earnings. In today’s market all stylists and service providers
are tipped. A customer rarely understands whether their stylist is an employee or booth
renter, and tips based on the service provided.

As with the restaurant industry, tips are sometimes overlooked as income. The challenge
with this issue is determining a reasonably correct rate. This section discusses determining a
tip rate and calculating tips.

Useful information may be found in:

Publication 531, Reporting Tip Income;
Publication 1244, Employee’s Daily Record of Tips and Report to Employer.

Calculating Unreported Tips

On the initial information document request, tip records should be requested (tip diaries,
etc.). If no records are maintained or provided to the examiner, tip rates can still be
determined without diaries, by using some of the following information:

e Charge slips
e Interviews
e Industry practice

Observations.

The easiest way to determine unreported tips is to calculate the tip rate based on a
percentage of service revenue. Determine the best source of information, for example copies
of charge slips may be used. Select a sample (for example, 1 month) and calculate the average
percentage of tips that are added to charge receipts.

The information can be recorded as in the following example:

Service Price Tip Tip%

Hair Cut $30 $5 16.67%

Perm $80 $5 6.25%

Frost $40 $4 10.00%

Total $150 $14 $32.92.%

Total Tip percentage divided by Total number of Sample equals Average Tip percentage.
Total Service Income $

Times Average Tip %
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Equals the Tip Income §

Total Tip percentage is 32.92%. Divided by the total sample equal 10.97 average tip
percentage. The average tip percentage can then be applied to total gross receipts to arrive at
total service income,

Total Service Income

From Tax Return is $ 47,000.00

Times Average Tip % 10.97%

Tip Income equal § 5,156.00

Corrected gross receipts equal ($47,000 + $5,156) or $52,156.

It may be helpful to review the following court cases that address the tip issue:

Bartell v. Commissioner, 48 TCM 461 (1984), T.C. Memo. 1984-34 6

Hair stylist in Lord and Taylor Store, Fifth Avenue, New York City, reported the same
amount of tips every month in 1978. Commissioner estimated tips at 15 percent of gross
sales based on a 1978 nationwide survey of tip income received by service industry
employees. Tax Court accepted Commissionet's estimate with slight modification.

Becerra v. Commissioner, 28 TCM 108 (1969), T.C. Memo. 196 9-22

Case involved a beautician in San Francisco department store in 1965. Commissioner
reconstructed tips based on estimate of 8 percent of gross sales, supported by testimony
salon manager and co-worker. Tax Court found this estimate reasonable under the evidence
presented at trial.

Brancaleone v. Commissioner, 22 TCM 1676 (1963), T.C. Memo. 1963-318

Beautician in Macy's Department Store kept no record of tips for 1959. Tips received by
fellow beauty operator indicate generally whether tips were small or large. Commissionet's
method of reconstruction not discussed.

Keller v. Commissioner, 48 TCM 332 (1984), T.C. Memo. 1984 -3 14
Commissioner estimated tip income at 7.5 percent of gross sales based on average of co-
workers' reported tips. Taxpayer had no tip record and Commissioner's reconstruction was

upheld.

Payne v. Commissioner, 23 TCM 670 (1964), T.C. Memo. 1964-119

Taxpayer, a co-worker of Brancaleone, reported 2 percent of gross sales earned by him as
tips for 1960 (pursuant to his daily record). Commissioner asserted that tips were 20 percent
rate. Although doubtful of reported tips, the Tax Court found for the taxpayer.

IRC section 61 defines tips as reportable and taxable income. IRC section 6053(a) imposes
reporting requirements for tip income. An employee is required to give his or her employer a
written report of tips earned for each month by the 10th day of the next month. This report
is required for each month that an employee receives tips of $20 or more while working for
that employer.
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IRC section 3121(q) pertains to the employer FICA taxes with respect to tips received by its
employees. IRC section 3121(q) states that tips are remuneration and are deemed paid by the
employer to the employee. If the employee reports the tips to the employer, they are deemed
paild when they are reported. Thus, the reporting rules, the deposit rules, and the
contribution bases and rates are all applied as of the date the tips are reported by the
employee to the employer. Section 3121(q) also states that, if the employee fails to report
tips or incorrectly reports them, the tips are deemed paid when the employee received them.
This received date governs for all purposes, but it does not govern any provisions under
subtitle I that pertain to employer FICA taxes. (Subtitle F sets out the procedure and
administration rules, including the reporting requirements and deposit requirements.) For
purposes of employer FICA taxes and subtitle F, if the employee does not report the tips,
they are deemed paid when the Secretary makes notice and demand to the employer. This is
not a notice and demand under section 6303 (a). It is a special section 3121 (q) notice and
demand. Thus, the date of the section 3121(q) notice and demand controls the date on
which the employer deposits the employer FICA taxes and the Form 941 on which the
employer reports the tips. (Because section 3121(q) is located in Subtitle C, the special rule
does not apply to the contribution bases and the tax rates; the employer must look to the
year in which the tips were received for these figures.)

Rev. Rule 95-7, published in early 1995, deals specifically with section 3121 (q). The revenue
ruling contains Q&A's, and would be worthwhile for examiners to look at it for additional
guidance.

Other Audit Considerations

Based on the trends in the salon industry, the following are other audit considerations for
the salon industry.

The State Boards of Cosmetology

Certain State Boards of Cosmetology (Board) are extremely cooperative and are capable of
providing information. Each licensee will have a file at the Board that has a current address
and social security number. Also, the Board inspects and prepares an inspection report for
each salon. Review the inspection report for useful audit information.

Retail Sales -- Inventory Issue
The trend in the salon industry is to start or increase retail sales. This potentially will generate
an increase in inventory issues.

Booth Rentals -- Potential Non-filers

With the increase in booth rentals, there is a strong possibility that the non-filing of Federal
tax returns will increase. The State Board of Cosmetology should have information on which
salons have rentals. The Board should also have a list of licenses in the shop at the last
inspection. With this list, an examiner can check IDRS and identify any nonfilers.
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Computer Software for Salons

A Florida examiner audited a salon that had computer software that was specifically designed
for a salon. The software accumulated, on a daily basis, a complete record of each sale. The
record of each sale included the employee's name, the customert's name, the services
rendered, retail sale detail and whether the sale was cash, check, or credit.

The examiner found that some customers paid by check or credit card and then added the
tip to the total. The cashier then gave the cash difference to the customer. The customer
then gave the tip personally to the stylist. The software accumulated these types of cash
transactions into a separate daily account. From this information, it was a simple matter to
trace the tip back to the total amount paid for services and calculate a tip percentage. By
using the software package, the examiner was able to determine a tip rate between 7 percent
and 9 percent.

Initial Interview and Information Document Request

This section will focus on the questions and records designed for the salon industry.
Secure answers to the following questions:

Rental Revenue (Booth Rentals)

e How many stations are in the salon?

¢ How many locations are there for the salon?

e How many different types of stations in the salon?

e How many of each type of station are in the salon?

e Are the stations leased?

e If the stations are leased - what was the occupancy rate of the stations for the year
under audit?

e Does the shop rent stations to other service providers?

e What type of stations were rented out, and how many of each type were rented out
for the year(s) under examination?

e Does the salon’s owner require a fixed fee for the booth rental? Weekly? Monthly?
Bimonthly?

e s the fee for the booth rental the same for all cosmetologists?

e What was the rent for each of the stations rented out?

e Are there written rental/lease agreements?

e Other than the space, does the shop provide anything else to the renter (e.g.,
supplies, towels, phone service, use of receptionist, etc.)? If so, does the shop owner
charge a fee for the supplies and services, and how much?

e Are there written service contracts between the shop owner and the renters?
e Who pays the State’s revenue tax on the station?

e Who is responsible for the general liability, malpractice or worker’s compensation
insurance’s on the station in the event of an unexpected happening causing loss or
injury to the station’s clientele?
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Service Revenue

e How many employees are in the salon?

e What are the appointments procedures?

e How are the employees compensated?

e How is compensation determined?

¢ Do you have a tanning bed? How many?

e Do you have a facial table? How many?

e What are the sources of shop revenue?

e What are your busy months? Slow months?

e What type of services does the salon offer and what are the standard prices?

e How many clients make appointments?

e Operational questions:

e How are walk-ins, cancellations, and no shows designated in the appointment book?

e What is the customer tracking system?

e Do you maintain customer cards?

o s there a daily/weekly report for each individual?

e What is the procedure for handling inventory?

e What services does the shop offer and what are the standard prices?

e Are there different prices for different stylists/specialists?

e If different prices are charged for different stylists/specialists, why?

e Does the salon accept coupons? If so, how are they distributed and how much are
the coupons worth? Approximately what percentage of the customers would use the
coupons? How often are they distributed?

e Do you offer discounts (e.g., senior citizens)?

How many stations are in the shop? What type are they (e.g., hair stylist, nail technician,
massage, etc.)? How many of each type?

Are there manicure/pedicure tables in the salon? How many?

Does the shop accept customers on an appointment basis only?

What percentage are walk-in and what percentage is from appointments?

What are the appointment procedures? How do customers make appointments?

How are walk-ins, cancellations, and no shows designated in the appointment book?
What other recordkeeping system does the shop use other than the appointment book?

How services are provided coded in books and records?
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Does the business offer gift certificates for sale? If so, how are the certificates accounted
forr How are the sales of the certificates rung up on the cash register? How are the
redemptions of the certificates recorded?

How many days a week is the shop open? What are the busy hours?

Does the owner close the shop for vacation? If so, how many days closed?

What are the shop’s busy months? Slow months?

How many employees does the shop have? How many in each category (e.g., number of
stylists, number of nail technicians. etc.)?

What are their responsibilities? Do employees in a category perform all the same functions,
or do they specialize in specific tasks? (e.g., male haircuts, perms, hair coloring, etc.)

How many days do they work at the shop and how many hours per day?

How are they compensated? How is compensation determined?

What ate the critetia for top performing barbers/cosmetologists within the salon (e.g., talent
vs. experience)?

How are the tips accounted for? Are there any tip-splitting arrangements?

Does the shop owner provide setvices at the shop? If so, what types of services does he/she
provide?

How many days does the owner work at the shop? How many hours each day?

How are the owner’s services booked? Is there a separate appointment book for the owner?
Does he/she accept appointments only or walk-ins as well?

What is the owner’s policy for accepting tips?

Does the business provide off-site services? If so, what services are provided and what are
the fees for the services rendered off-premises?

Who provides the services off-site (e.g., the owner, specific employee(s))?
How are off-site appointments recorded?

If applicable, what is the state’s licensing requirements?
Are all the barbers/cosmetologists at the salon state licensed?

Does the salon have any specialty licenses (e.g., pedicure, manicure, facials, hair restoration,
massage therapy, etc.)?

Is the salon located in a tourist area?
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Does the shop owner own other barbering/cosmetology establishments? If so, how many
others? Where are they located?

Salon Owner

What type of hairstylist is the salon owner?

How many days a week does the owner work?

What specific days?

What types of services are provided?

How often are the appointments booked?

What are the requirements for license renewal?

What CPE courses and other training did the owner take in the year(s) under examination?

What tradeshows, seminars and/or conferences did the owner attend during the years under
examination? Where were they held?

Did other workers at the shop attend the tradeshows, seminars/conferences?

If so, did the owner pay for their expenses?
If so, which worker(s)?

Retail Revenue

e Are there retail sales?

e What products are sold at the shop?

e What is the percentage mark-up on products?

e What is the gross profit percentage?

e What percentage is sold to "walk-through" traffic?

e Are commissions paid to the individuals selling products?
e What is the percentage paid as commissions on retail sales?
e Who supplies the retail products?

e Does the salon have its own line of products?

e What are the names of the product lines carried at the shop?
e Does the shop run sales on the products?

e If so, what kind of savings is offered?

e How often are sales run?

e Does the shop accept manufacturer’s coupons?

110



e Does the shop issue coupons for redemption on products sold at the salon?

e If so, in what amount and how often are they issued?

e Are commissions paid to the individuals selling the products? If so, how much?
e How are commissions paid to the sellers?

e Are the commissions reflected on Form W-2 or Form 1099?

e Employee vs. Independent Contractor

e How many receptionists are employed?

e How is the weekly/monthly rental rate determined?
e How much is the weekly/monthly rental rate?

e Does the individual rent a particular space?

e Who is responsible for damage to the chair?

e s there a maintenance charge for the lease?

e Are there price requirements for the lease?

e Who maintains the individual's appointment book?
e Who collects the money earned by the individuals?
e Who pays for the individual's supplies?

e Who maintains the books and records of the individual?
e Who pays for the phone system in the salon?

e How many phone lines are in the salon?

e Are there any manicurists?

e Compensation method?

e Are there assistants who only wash hair?

e How are the assistants compensated?

Information Document Request - Request the following records:

e Appointments Book(s)

e Schedules or worksheets for individuals

e Cash box receipts

e Copies of each service slips

e Lease agreement for stations (booths)

e [Franchise Fee agreements

e Completed Form 4822 (Personal living expense)

e Customer cards/files;

e Salon’s price schedule/chart;

e General liability and malpractice insurance policies;

e Daily income summaries;

e Tip diaties and/or Forms 4070A, 4070;

e Service contracts on booth rentals (for example, receptionist’s services, use of phone
lines, etc.).

e Glossary
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e Appointment Book - A record that contains customer appointments listed in
chronological order, with the specific charges usually entered by customer's name.

Booth Renter - An individual that leases a specific area in a salon.

Clientele - A body of customers or patrons.

Cosmetics - Serving to beautify the body.

Cosmetology - The study or art of cosmetics.

Customer Cards - A record maintained on services rendered to a client.
Rental Revenue - Source of income from leasing a specific area in a salon.
Retail Revenue - Source of income from products or supplies sold.

Salon - A commercial establishment offering a product or service related to fashion.
Service Revenue - Source of income from providing a service to a client.
State Board of Cosmetology - A state regulatory agency.

Station, Workstation, Booth - A work area used by an individual in a salon.

Strict Chair Lease, Chair Lease - An arrangement with a salon owner and an individual that
grants use or occupancy of a location for a certain length of time.

Stylist - A consultant on beauty.

Tips- A sum of money given as acknowledgement of service rendered; gratuity.
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Cash Audit Techniques Guide - Chapter 11

Car Wash Defined

A car wash is a facility for cleaning the exterior and sometimes the interior of cars. There are
many different types of car wash service facilities, including:

Self-serve bays: Single stall drive-in bay with wands and hoses for hands-on customer use.
Options are operated on the wand, and include presoak, wash, double soap, pre-rinse, wheel
brite and double rinse. The facilities usually have coin operated vacuums for customer self-
use. Self serve bays are coin operated.

Self-serve automatic bay: Single stall with a boom or roll over type mechanism applying
water, soap and/or wax at high pressute with cloth or brushes touching the vehicle.
Customer usually remains in auto. Self serve automatic bays may be coin or token operated,
or may be run by an attendant.

Self-serve touchless automatic bay: Single stall without any brushes or cloth, only high
pressure water. Options include presoak, wash, double soap, pre-rinse and rinse. Customer
usually remains in auto. Self serve automatic bays may be coin or token operated, or may be
run by an attendant.

Full service tunnel: Conveyor belt moves the empty car along a tunnel. The tunnel usually
has brushes and/or cloth along with high pressure water application and a dryer at the end.
Various options include presoak, wheel brite, waxes, undercarriage wash, etc. Employees
may also clean the inside of the car and wipe it down upon exit.

Vending: A variety of towels, fresheners, soaps, etc. are sold on the premises through self-
service vending machines. Snacks and drinks are also sold in vending machines, and the
facility may have arcade games or other coin operated amusements.

Other Businesses and Services

Approximately 65% of car washes dispense gasoline. Many of those locations show their
NAICS code as a gasoline and/or setvice station, and their car wash facility serves as a
secondary source of business income.

Other car washes provide complete detailing services which are usually done in a shop
adjacent to the car wash. Services include cleaning, washing, waxing, shampooing and
vacuuming of both the interior and exterior. This is performed by one or two individuals,
and primarily done by hand.

Detail shops can also be found as separate stand alone shops and may be separately owned
and operated.
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Car wash facilities are often adjacent to shops that sell and install mufflers, perform oil
changes and provide other miscellaneous auto-mechanical services.

Background

The pre-audit portion of any examination can provide a wealth of information prior to the
initial contact or interview with the taxpayer. The more knowledge of the taxpayer and/or
the owners the examiner has before the examination begins, the easier it is to determine
important aspects of the taxpayer, such as the assets owned certain items of income, bank
accounts, etc. The examiner may also be able to determine the credibility level of the
taxpayers based upon their answers to initial interview questions.

Information should be gathered on both the corporate or partnership entity and the
shareholder(s)/partner(s) when possible. With respect to a Schedule C, there may be assets
or income information for both the business name and the individual taxpayer. Keep in
mind that when performing indirect methods of reconstructing income, the examiner must
be prepared to determine the application of that unreported income (that is, where it was
spent or otherwise disposed of) by performing an indirect method on the shareholder(s) or
partner(s). Therefore, the more complete the search is upon both the entity and its owners,
the more likely an understatement, if any, will be proven.

The following sources of information have been divided into two categories: internal and
external. Internal sources are those available from within the IRS while external sources
represent all others outside the Service. These sources provide information relative to
income and assets of the taxpayer and may assist the examiner in the classification of a
particular tax return. The examiner should keep in mind that some of the third party sources
may vary from state to state relative to the actual information they have, or in the way they
store it. Generally, one phone call to that source will enable the examiner to proceed with
the information search from that particular party.

Internal Sources of Information

Information on Tax Return

In identifying audit potential by using figures per return for a comparative ratio analysis to
industry averages, the examiner must be aware of the large variances in the industry. The tax
return generally will describe the business activity as "car wash" but does not include a
description of the facility (i.e. full service tunnel, self-service bays, and automatic bays). This
information is necessary in ratio analysis of items (such as supplies, wages, purchases, and
utilities) in that those and other items vary considerably, depending upon the facility.

Gross receipts will vary depending upon the facility, from self-service bays averaging $1.75
per cycle to a full service tunnel which could range from $5.00 to $14.00 (i.e. per car wash).
Many car washes issue and accept a variety of discount coupons which entitle the bearer to a
discount ranging from $1.00 off to a free wash. Often the gross receipts are reported at net
after coupons and discounts which skew the income shown on the return. Also, while gross
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receipts may include vacuum, vending and other items sold or detailing services rendered
which could skew the gross receipts from the industry average, the agent will not know of
their inclusion until the initial interview.

Water and sewer expense will vary based on whether the taxpayer has a well or town/city
water and sewer hookups. With well water, there are no city charges for water use and
generally no sewer charges either, as sewer charges are usually determined from the water
meter. Reclaim systems also affect these expenses as water use is greatly reduced due to the
recycling.

Electricity expense will differ from location to location, according to the equipment being
used. Self-service bays use the least amount of electricity, while the full service tunnels use
the most. In addition, rates vary from town to town which will affect the dollar amount of
the deduction per the return.

Cost of goods sold is presented in a variety of ways on car wash tax returns. Car wash
purchases/inventories generally consist of soaps and chemicals. Purchases could also include
other costs such as utilities, water, and sewer, as they can be considered costs of the product.
Some taxpayers do not show any inventory because they consider it de minimis.
Occasionally, no amounts appear in the cost of goods sold section, as they are reflected
under "other deductions" in the general and administrative expense section of the tax return.
These variables make ratio analysis of gross profit percentages impossible.

In addition, purchases of soaps and chemicals vary based on the type of facility. Self-service
bays use considerably less chemicals than either the automatic bays or full service tunnels.
Repair and maintenance expense is a constant and ongoing activity in any type of car wash.
The amount expended will be directly related to the condition and use of building and
equipment and the level of expertise of the owner.

External Sources

Registry/department of Motor Vehicles

Many states motor vehicle departments have a Special Procedures Section, perhaps
associated with their Collection Division, which has the motor vehicle information on a
database and is easily accessed by the Special Procedures employee. If this service is not
available in the examiner’s district, in most instances he or she may contact the registry
directly. Data may be searched by an owner’s name, driver’s license number, social security
number or license plate number of a particular vehicle.

The examiner can obtain a listing of all vehicles registered to that individual or entity and
their date of purchase, latest renewal information, the lienholder or lessor, and the VIN.
Also available is information such as the owner’s, last known address as furnished by the
party, date of birth and description of the individual. Often this information can lead to
additional sources of income or other bank accounts (for example, the loan application from
a lender, or the insurance policy which may list vehicles not currently registered, but
insured).
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State and Local Offices

The Secretary of State’s Office has a record of all corporations and their officers which can
be used to identify shareholders. The city or local town hall maintains a record of all "dba’s"
(doing business as) for the locality and will provide the owner of record for all
unincorporated businesses.

Tax Assessor’s and Collector’s Offices

Real and personal property assessed values and tax bills are maintained at this level and
contain information such as property descriptions, owners of record and address, appraised
values and in the case of real property, the book and page number in the registry of deeds
for the quitclaim deed of the current owner.

County Registry of Deeds

All real property is recorded at the Registry of Deeds either in the land court or records
section. In most instances, the examiner will need to know the year of sale/purchase and the
owner’s name to search for property. Deeds reflect the buyer and seller name and address,
the amount of consideration and the property’s legal description. These documents provide
information of asset transactions for a particular taxpayer and possible taxable transactions.
The examiner may use this information or follow-up on third party sources discovered such
as lenders and other parties, and find still other sources of unreported income. Also recorded
in the Registry of Deeds are trust instruments, partnership agreements, leases, liens, and
judgments which can also lead to ownership of other assets under yet another name or entity
in which the taxpayer is involved.

Court Records

The courts maintain records which can provide valuable audit information, such as divorce
settlements, probate matters, bankruptcy and other legal proceedings. Information relative to
property transfers, assets, and other financial information of the parties may be found here.

Local Water Department

This department maintains records on water use, usually by the billing records. This will be
helpful if the taxpayer does not keep water bills and the examiner needs to verify the expense
or the number of gallons used during a particular time period. This party will also be able to
furnish the examiner with information relative to the water pressure being furnished to the
facility should it be needed for an indirect method.
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Local Electric Company

As with the water department, information on electric usage may be retrieved from this
source. This will be helpful should the examiner need to verify the electric expense
deduction or ascertain the electric usage for an indirect method.

Soap/Chemical Manufacturers

These sources may be contacted should the examiner need information on total purchases
made by the taxpayer. The manufacturer’s representatives may be helpful in determining
soap or chemical dilution rates or the number of vehicles serviced by a unit of their products
should the examiner need this information when reconstructing income.

Equipment Manufacturers

These companies will be able to provide the examiner with specifics as to water usage and
sometimes electrical usage for their equipment. There may be a number of factors which
skew actual usages, especially if the taxpayer did not use the company’s representatives to
install the machinery, or did not abide by their installation requirements. However, this
source can still provide the examiner with information which will be helpful in the
examiner’s gross income reconstruction.

The National Weather Service

The examiner may need to contact this agency to verify the taxpayet’s records if they reflect
that, for instance, the car wash was closed for a week due to inclement weather. Also, the
examiner may need to retrieve information as to temperatures to verify the number of days
the taxpayer’s weep system was engaged.

Audit Techniques

Income - Gross Receipts

A car wash is a cash intensive business, therefore, it is important to perform an in-depth test
of gross receipts.

Many taxpayers arrive at their gross receipts per the tax return by simply adding up deposits
to their business bank account(s). Due to the cash intensive nature of the car wash business
it would be easy for a portion of the taxpayet’s gross receipts not to be deposited and,
therefore, not reported.
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The first test of the taxpayer’s gross receipts should be a direct test of the taxpayet’s gross
receipts records. The following are various direct and indirect tests that may be useful in the
examination.

Daily Sales Summary Sheets

Many full serve tunnel car wash businesses have employees and the owner/shareholder may
require employees to complete a daily sales summary sheet at the end of their shift. These
summary sheets usually itemize the number of cars washed, extras sold, and total monies
collected. The examiner should select a test period and tie in the total monies collected with
the deposits.

Car Counters

Owners/shareholders sometimes install more than one car counter, particularly when they
have employees, to ensure that employees are not misappropriating monies. The examiner
can determine the reasonableness of the taxpayer’s reported gross receipts by analyzing the
car counter records maintained by the taxpayer.

Example 1

Total cars washed during the year per car counter records 45,500 times the average car wash
price x § 6.00 ($5.00 basic wash + $1.00 menu options) equals™ an estimated Car Wash
Gross Receipts $ 273,000

Income from Self Serve Activities

Sales from self serve bays; vacuum and vending (air fresheners, polish, towels, etc.) may
represent a substantial portion of the taxpayer’s gross receipts. These sales have fewer
controls than the full serve tunnel car wash sales. Generally, it is the owner/shareholder who
empties the coins out of the machines and many times there are no records kept on the
amount of money collected.

If the self serve bays, vacuum and vending machines have counters and records are
maintained, the examiner can analyze these counter records and determine the
reasonableness of the taxpayer’s income from self-service activities. (The examiner should
use an analysis similar to the one shown above for car wash sales.)

Also, most car washes have bill changers, where customers will convert dollar bills into
quarters then use these quarters in the self-serve bays, vacuum and vending machines. These
bill changers usually have counters. If the records are available the examiner may be able to
use these records to perform another test of the taxpayer’s income from self-serve activities.

It is important to note that there is no direct correlation between the amount of bills
converted to coins and the amount of income generated by the business activities. The
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customer converting a bill into coins does not necessarily deposit all of the coins into one of
the taxpayer’s machines. Also, some customers may not use the bill changer if they already
have enough coins to operate the taxpayer’s machines.

During the initial interview the examiner can ask the owner/shareholder to determine the
percentage of customers that use the bill changer but do not use the quarters in one of the
taxpayer’s machines, and to determine the percentage of customers that do not use the bill
changer but do deposit coins into one of the taxpayer’s machines.

Due to the estimates described above, this test of the taxpayer’s self-serve activities income
should be used as an indicator of unreported income when the taxpayer doesn’t have any
records and the examiner has to reconstruct income.

Example 2
Number of bills converted to coins per counters $950,000.00
. 1 1 )
Less: .dollars converted but not deposited into one of the taxpayer’s (95,000.00)
machines
Add: coins that didn’t come from taxpayer’s bill changer but were
.o , . $50,000.00
deposited into one of the taxpayer’s machines
Estimated self serve activities income $905,000

Due to inadequate internal controls, all the car washes examined during this project required
the use of indirect methods to test income.

During these examinations the team performed at least two indirect methods on the car
wash business (primarily corporations) and the team also performed at least one indirect
method on the shareholder’s tax return.

On the car wash business, the team generally performed a bank deposit analysis and a
consumption method, which is described later in this chapter.

Note: Due to the many variables present in the consumption methods, Counsel would not
uphold a proposed adjustment solely based on a consumption method. Therefore, it is
suggested that the consumption methods should just be used to show an indication of
unreported income and not as the sole basis for a proposed adjustment.

On the shareholdet’s tax return a bank deposit analysis and/or a cash transaction analysis
(Cash-T) were performed. The team concluded that any income probe of a car wash
business should include an examination of the owner/shareholder’s tax return. The audit
procedures should include a bank deposit analysis, cash transaction analysis, and an
evaluation of the owner/shareholdet’s standard of living. Form 4822, Statement of Annual
Estimated Personal and Family Expenses, can be used to assist in this analysis.
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Consumption Methods

The consumption methods described below reconstruct the taxpayer’s income by
determining the number of cars that were washed based on the amount of water, soap, or
chemicals consumed.

The consumption formulas contain many variables and estimates which, if not accurate, can
skew the results considerably. The team determined that the consumption methods should
be used as an indicator of unreported income, when the taxpayer does not have any records
and the examiner has to reconstruct the taxpayetr’s income. The team also concluded that
another indirect method should be performed on each taxpayer to ensure that the taxpayer’s
gross receipts are correct and that any proposed adjustment will be sustained at the Appeals
and Counsel levels.

Water Consumption Method

The number of gallons of water used per cycle may be difficult to determine. It should be
noted that there will rarely, if ever, be one specific value for this factor, therefore it will be
necessary to compute a value which will represent an estimated number of gallons per cycle.
There are, however, certain techniques which can be utilized to arrive at a figure which will
represent a usable and relatively accurate number.

One technique is to be on site during the business day to inspect the operations while they
are underway and read the water meter(s) as the cars are being washed. Taking a reading
before and after a cycle is completed is the best way of determining the basic number of
cubic feet used. The following are suggested techniques for reading water meter(s) and for
otherwise determining the amount of water usage:

Take as many as 10 readings (or more as circumstances warrant) and fluctuate the number of
cycles between readings. For example, take one or two readings before and after one cycle, a
few more readings before and after 3 or 4 cycles, and still another sample of readings after 6
or 7 cycles have passed. This insures that the examiner has sufficient data to arrive at a
reasonably accurate value.

Water consumption on the meter is always measured in cubic feet rather than gallons. Once
the number of cubic feet has been determined, multiply the number of cubic feet times 7.48
to arrive at the equivalent number of gallons used.

The number of gallons will fluctuate based upon the services ordered by the customer. For
example, a basic wash may use "X" gallons whereas "super deluxe" type option may use
more water during the wash or rinse cycle.

The number of gallons of water used per cycle may be difficult to determine. It should be
noted that there will rarely, if ever, be one specific value for this factor, therefore it will be
necessary to compute a value which will represent an estimated number of gallons per cycle.
There are, however, certain techniques which can be utilized to arrive at a figure which will
represent a usable and relatively accurate number.
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For self service bays, the water use depends on the customer’s use of the "wand". They may
desire more soap and less water than the customer before or after them. However,
throughout the industry there are certain parameters and maximums which can be
quantified. The end result is that most customers end up using roughly the same amount of
gallons of water per self serve cycle.

In addition to the meter reading and bucket filling techniques, the equipment manufacturer
may have basic parameters regarding water usage of their equipment, and may be even more
specific if their company or an authorized representative performed the installation. When
contacting the manufacturer, it is recommended to have all information relative to
installation (particularly with respect to any variations from the manufacturer’s
specifications). Also, contacting the local water department to retrieve information as to the
water pressure being supplied to the facility will assist the manufacturer in determining
number of gallons per cycle.

Water loss through the weep system. The weep system is a mechanism which allows water to
drip or "weep" throughout the system to prevent water from freezing in the pipes during the
winter. Once the examiner determines the rate of water loss from the system, and also has
verified that this weep water is in fact lost and not reused in the system, he/she needs to
determine just how often the system was turned on during the year. During the initial
interview, the taxpayer should have told the examiner the temperature at which the system is
engaged. Usually the temperature ranges from 34 to 40 degrees Fahrenheit.

Other water losses that may have to be accounted for include, washing down tunnels and
y 3 g
parking lots, free and rewashes, washing machines for towels and rest room facilities.

Water Consumption Analysis Formula

The consumption formulas contain many variables and estimates which will skew the results
in either direction; therefore they should only be used as an indicator in testing gross
receipts. In addition to a consumption formula, one or more traditional methods of testing
income should be performed (bank deposit analysis, cash transaction analysis, source and
application of funds, and/or a net worth method). This is necessary to ensure that the
examinet’s income adjustment and/or civil fraud penalty will be sustained at both the
Appeals and Counsel levels.

The first factor the examiner needs to determine is the total number of gallons used in a
particular tax year by the taxpayer.

The examiner can usually obtain the water meter readings from the water bills. The water
meter readings are expressed in cubic feet (or hundred cubic feet) and must be converted
into gallons in order to use this value in the water consumption formulas. Also, the water
meters are usually read in 6 month intervals but are rarely read by the water company on the
first and/or last day of the tax year. Therefore the examiner may need to annualize the usage
by using those readings closest to the tax year dates.
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Other items needed such as number of gallons per cycle, water losses, prices per cycle and
vacuum and vending sales will be gathered at the initial interview and on-site testing of water

meters.

By taking the Ending Reading from the water bills and subtracting the beginning Reading
you will get the amount of water used for that period of time. Then:

A.

B.

SO

Take the number of months between Readings and divided into the amount of water
used to get the Average Monthly Use

Once you figure out the Average Month Use times it by the months In Tax Year (12
unless short year)

The result is the Estimated Cubic Ft. Per Year

To get the Gallons Per Cubic Feet, times the result by 7.48. This would equals the
Estimated Total Gallons Used This Year

Less Gallons Lost To Other Uses

Equals Gallons Used For Car Washes

Divide the Gallons Used For Car Washes by the Gallons Per Cycle gives you the
number Cycles Per Year

The calculate Gross Receipt by:

Lowest Or Average Price Per Cycle times

Wash Receipts as Reconstructed §

+ Income From Other Sources(E.G. Vending) +
+ § Gross Receipts As Reconstructed § +

- Gross Receipts Per Return (§)

Difference Under/(Over) Reported $

Winter months are usually busier for car washes. Therefore to obtain an accurate
average monthly usage a twelve month reading period should be used.

By using the lowest price (not including menu options), the gross receipts per return
should always be greater than the formula result. If the average price is used the
formula result should be closer to gross receipts per the tax return, if no
under/overstatement exists.

Taxpayer has been able to give the examiner an estimate of how many cars can be serviced
by a certain measure of soap or other chemical (i.e.: 700 cars per 55 gallon drum), or

Taxpayer has been unable to furnish information relative to any soap or chemical used on a
consistent basis on each auto.
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The soap or chemical manufacturer can provide guidelines as to the recommended dilution
rate for a particular product. Each chemical is accompanied by a suggested dilution rate, and
is most often listed right on the container. However, there is usually a significant fluctuation
between recommended and actual dilution rates, based upon such factors as owner
preference, hardness and pressure of the water, nozzle size, etc. The manufacturer can
generally give an estimated range of the minimum and maximum dilution rates or the
number of cars per a certain measure of product. Once this information is obtained, the
examiner may take an average of the variables given and use that figure to complete the
indirect method to reconstruct income.

In addition, considerations similar to those noted in the water consumption method may be
relevant (e.g., estimates of chemical usage any equipment manufacturer)

Soap/Chemical Consumption Analysis Formula

The consumption formulas contain many variables and estimates which will skew the results
in either direction; therefore they should only be used as an indicator in testing gross
receipts. In addition to a consumption formula, one or more traditional methods of testing
income should be performed (bank deposit analysis, cash transaction analysis, source and
application of funds, and/or a net worth method). This is necessary to ensure that the
examinet’s income adjustment and/or civil fraud penalty will be sustained at both the
Appeals and Counsel levels.

With soap or chemical consumption formulas it is necessary to determine a reasonable
estimate of the number of cars washed by a drum (generally 55 gallons) of soap or other
chemical.

In addition, the beginning and ending inventory counts must be used in the calculation. If
the counts are not available a reasonable estimate must be used.

To formula basically is:

A. Use the Number Of Drums Used This Year and multiply by the Number Of Gallons
Per Drum
B. The Number Of Gallons Used This Year is then multiplied by Number Of Ounces
Per Gallon
Number Of Ounces Used This Year Times the number Of Cars Washed Per Ounce
Finally, multiply the Number of Total Cycles during the Year by the price of a cycle
to find the gross receipt from car washes.
E. Example:
Lowest or Average Price of Cycle
Times price of a Wash Receipts as Reconstructed $
Plus Income form Other Sources (i.e. vending) + §
Gross Receipts as Reconstructed $
less Gross Receipts per Return (§)
Difference Under/ (Over) Reported $

oo

123



Note:

(a) By using the lowest price (not including menu options), the gross receipts per return
should always be greater than the formula result. If the "average" price, which is an estimate,
is used the formula result should be closer to gross receipts per the tax return, if no
under/overstatement exists.

Expenses

Audit results among the tax returns examined for this project were compared to identify
trends, if any, within the industry. The expenses listed below are so noted because the team
has found adjustments in these areas. However, this list is not designed to preclude an
examiner from considering all expenses on the tax return, but these in particular should be
addressed when determining scope and depth.

Wage Expense - Employee vs. Independent Contractor

The follow is a brief outline of the law regarding employment status and employment tax
relief. It is important to note that either worker classification -- independent contractor or
employee -- can be valid.

If the requirements of section 530 are met, a business may be entitled to relief from federal
employment tax obligations. Section 530 terminates the businesses but not the worker’s
employment tax liability, including any interest or penalties attributable to the liability for
employment taxes.

In determining a worker’s status, the primary inquiry is whether the worker is an
independent contractor or an employee under the common law standard. Under the
common law, the treatment of a worker as an independent contractor or an employee
originates from the legal definitions developed in the law of agency -- whether one party, the
principal, is legally responsible for the acts or omissions of another party, the agent -- and
depends on the principal’s right to direct and control the agent.

Guidelines for determining a worker’s employment status are found in three substantially
similar sections of the Employment Tax Regulations: sections 31.3121(d) -1, 31.3306 (1) -1,
and 34.3401 (c) -1, relating to the Federal Insurance Contributions Act (FICA) , the Federal
Unemployment Tax Act (FUTA) , and federal income tax withholding. The regulations
provide that an employer-employee relationship exists when the business for which the
services are performed has the right to direct and control the worker who performs -the
services. This control refers not only to the result to be accomplished by the work, but also
to the means and details by which that result is accomplished. In other words, a worker is
subject to the will and control of the business not only as to what work shall be done but
also how it shall be done. It is not necessary that the employer actually direct or control the
manner in which the services are performed; it is sufficient if the employer has the right to
do so. To determine whether the control test is satisfied in a particular case, the facts and
circumstances must be examined.
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The Service now looks at facts in the following categories when determining worker
classification: behavioral control, financial control and relationship of the parties.

Behavioral Control

Facts that substantiate the right to direct or control the details and means by which the
worker performs the required services are considered under behavioral control. This includes
factors such as training and instructions provided by the business. Virtually every business
will impose on workers, whether independent contractors or employees, some form of
instruction (for example, requiring that the job be performed within specified time frames).
This fact alone is not sufficient evidence to determine the worker’s status. The weight of
"instructions" in any case depends on the degree to which instructions apply to how the job
gets done rather than to the end result.

The degree of instruction depends on the scope of instructions, the extent to which the
business retains the right to control the worker’s compliance with the instructions, and the
effect on the worker in the event of noncompliance. The more detailed the instructions that
the worker is required to follow, the more control the business exercises over the worker,
and the more likely the business retains the right to control the methods by which the
worker performs the work. The absence of detail in instructions reflects less control.

Financial Control

Facts on whether the business has the right to direct or control the economic aspects of the
worker’s activities should be analyzed to determine worker status. Economic aspects of a
relationship between the parties illustrate who has financial control of the activities
undertaken. The items that usually need to be explored are whether the worker has a
significant investment, unreimbursed expenses, whether the worker’s services are available to
the relevant market, the method of payment and opportunity for profit or loss. The first four
items are not only important in their own right but also affect whether there is an
opportunity for the realization of profit or loss. All of these can be thought of as bearing on
the issue of whether the recipient has the right to direct and control the means and details of
the business aspects of how the worker performs services.

The ability to realize a profit or incur a loss is probably the strongest evidence that a worker
controls the business aspects of services rendered. Significant investment, unreimbursed
expenses, making services available, and method of payment are all relevant in this regard. If
the worker is making decisions which affect his or her bottom line, the worker likely has the
ability to realize profit or loss.

Relationship of the Parties

The relationship of the parties is important because it reflects the parties, intent concerning
control. Courts often look to the intent of the parties; this is most often embodied in
contractual relationships. A written agreement describing the worker as an independent
contractor is viewed as evidence of the parties’ intent that a worker is an independent
contractor -- especially in close cases. However, a contractual designation, in and of itself, is
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not sufficient evidence for determining worker status. The f acts and circumstances under
which a worker performs services are determinative of a worker’s status. The designation or
description of the parties is immaterial. This means that the substance of the relationship
governs the worker’s status, not the label.

Officer Compensation

This expense may warrant examination from two different perspectives. The deduction may
range from being excessively high to nonexistent. In each case, an examiner must consider
the facts and circumstances including, but not limited to, the expertise of the individual, the
officer’s involvement in the business, how the salary was determined, and the profitability of
the company, the shareholder loan account and the dividend history.

Repairs

Car wash equipment, whether new or used, generally requires ongoing maintenance and
repair to keep it in good working order. Therefore, the repair expense may be significant
should it represent these upkeep expenses. The amount of the deduction will also vary
depending upon whether the shareholder(s) or hired trades people performed the work.

An examiner should inspect invoices and canceled checks for this expense and to insure that
there are no capital expenditures deducted currently.

Rents

Several issues may arise when examining this expense. Typically, the shareholder owns the
land and building, leasing it to the car wash entity. This is referred to as self-rented property.
In this situation, rent payments are expensed on the car wash tax return and net rental
income or loss is reported by the shareholder.

With self-rented property, special rules apply with respect to the passive activity rules under
IRC 469. Generally, losses will be passive, but income will not. Due to the complexity of the
passive activity rules, the lessors often report the net rental income or loss incorrectly and
adjustments may be necessary.

Fair rental value is another issue in self rental situations. Rents in excess of fair rental value
may be reclassified as dividend distributions to the shareholder whereas rents below fair
rental value may be adjusted on both entities. Per L.R.C. section 482, the shareholder would
be treated as though it made a capital contribution to the corporation equal to the bargain
element, and the corporation would get a rental deduction equal to the arm’s length rate. The
shareholder should include in rental income an amount equal to this arm’s length rate.

To determine fair rental value, an examiner may contact a local public appraiser, real estate
agent or search the internet. Lease payments made to companies concerning the installation
of car wash equipment may also be deducted as rents. In some instances the lease payments
represent payments toward the actual purchase (not lease) of that equipment, in which case
the lease payments may be capitalized and the equipment depreciated. Documents to
examine include the lease agreements, deeds for the land and building and sales/lease
contracts for equipment.
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Depreciation

This deduction most often represents depreciation of the building and/or the equipment
when the business entity owns the assets. Most car wash buildings, both self serve bays and
full service tunnels, are considered real property and assigned to specific class lives and
depreciation methods under ACRS and MACRS. Certain car wash tunnels, usually associated
with gasoline stations, have a shorter class life. Equipment generally falls into 7 year

(MACRSY) class life.

The examiner may want to inspect the contracts relative to the purchase and/or construction
of the buildings (including electrical and plumbing components), purchase and installation of
equipment, and any other documents relative to asset acquisitions.

Insurance

This expense reflects premiums paid for the taxpayer’s insurance coverage for health, life,
fire, liability, business interruption, workmen’s compensation and other miscellaneous
policies.

The policies reflect items such as the assets owned, their cost or value, projected sales
figures, financing information, payroll and employee data, etc. By inspecting these policies,
an examiner may discover acquisitions and/or disposals of assets not reflected on the tax
return, premiums paid for unallowable coverage, personal expenses, and information useful
in income reconstruction, payroll data and many other examinations worthy issues. Of
particular note are health benefits paid by an S-Corporation for the shareholders.

Balance Sheet

Audit results among the tax returns examined for this project were compared to identify
trends, if any, within the industry. The balance sheet items listed below are so noted because
the team has found adjustments in these areas. However, this list is not designed to preclude
an examiner from considering all balance sheet items on the tax return, but these in
particular should be addressed when determining scope and depth.

Shareholder Loans

These accounts represent transactions between the corporation and the shareholder(s). Audit
potential in these accounts is generally high, particularly with closely held corporations. In
most cases, each transaction during the year should be detailed separately. An item listed as
an advance paid to the shareholder may represent a personal expenditure paid on the
shareholder’s behalf. An advance that is not a bona fide advance should be treated as a
distribution under I.R.C. section 301. Relative to an advance received from the shareholder,
an issue of thin capitalization may be present. As with any shareholder loan, the arm’s length
nature of the loan must be addressed. Many times the interest charged is either below fair
market value rate, or nonexistent. In this situation, if a valid loan exists, an adjustment is
made by imputing interest as if a fair rate were charged and paid (IRC 7872).
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Inspect the loan agreements, advance and repayment history, debtor’s ability to pay,
collateral pledged, legal enforceability of the agreement, etc. Still other factors to consider
include the amount of officer compensation, dividend history, significance of retained
earnings and capital accounts.

Loans Between Affiliates

These accounts represent transactions between the corporation and affiliated corporations
(brother/sister, etc.). These loans generally have high audit potential and should be
scrutinized. Audit techniques, similar to the ones described under shareholder loans (above),
should be performed.

Buildings and Other Depreciable Assets

In addition to reviewing allowable class lives and methods (explained earlier under
EXPENSES), verifying the depreciable basis of assets may lead to significant adjustments. In
the car wash industry, since some owners are plumbers, electricians or contractors, they take
an active part in the construction of the building and/or installation of the equipment. An
examiner may discover that part of the depreciable basis represents the value of these
owners’ labor, which is unallowable.

Also, an examiner should review employees’ salaries. At times, the employees perform the
construction or installation work. Salaries attributable to those services should not be
deducted as a current expense; they should be capitalized and added to the depreciable basis
of the asset.

Documents to examine include purchase and sales agreements, construction contracts,
financing arrangements and invoices to determine the allowable depreciable basis.

Initial Interview and Information Document Request

The initial interview is perhaps the most critical part of the examination process and
whenever possible, should be conducted with the proprietor (or shareholder) personally as
opposed to a representative. Usually it is this taxpayer (or sometimes the on-site manager)
who has the first hand knowledge of the day-to-day operations of the business. This may be
the examiner’s only opportunity to meet with the taxpayer, therefore the examiner must
obtain as much information as possible at this time about both the financial and day-to-day
operations of the business and taxpayer personally. This is done to get an overall economic
picture of the business entity and owner/shareholder to determine if the funds available can
support both the business expenses and apparent life-style.

Additionally, the interview should be conducted on the business premises so that a tour of
the business may be performed at the same time. Many times the examiner may not clearly
understand statements made by the taxpayer relative to cash flow or operations and, by
being on-site; the taxpayer can actually demonstrate their answers to the examiner’s
questions. This will help to avoid misunderstandings and give the examiner a clearer picture
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of exactly how the business is operated. A tour of the business site may also lead the
examiner to possible sources of unreported income, such as vacuum sales, vending
machines, public telephone commissions or rental income from other parts of the building
occupied by other tenant businesses.

Below, the examiner will find an interview questionnaire which encompasses questions
specific to this business and the owner/sharcholder which should be addressed. This will
answer many questions well in advance of the actual examination, making the entire process
flow more smoothly. This questionnaire is provided as a guideline and the examiner should
make changes where necessary. Also, it is important to use follow-up questions as they may
lead the examiner to potential adjustments or unreported income. Again, the questionnaire is
a guideline and should be used accordingly.

In some circumstances, the responsibility for handling and reporting income may be
delegated to a trusted employee with little or no safeguards or internal controls to protect the
owner. In this situation, the examiner should be aware that misappropriation of funds and
other assets may occur at this level, before the owner/ shareholder’s involvement. Again,
during the initial interview phase of the examination, the examiner should pay careful
attention to the taxpayer’s answers to questions regarding internal controls. The examiner
may find it necessary to ask questions directly to that trusted employee and, if warranted, to
conduct an income probe of that employee.

In corporate examinations verifying sources of income of the owner/sharcholder at an early
stage is critical. If an understatement is discovered, and the taxpayer has already stated that
their sole source of income is the corporate entity, the examiner will be able to demonstrate
that the likely source of the unreported income represents diverted corporate funds.
Therefore, the examiner may be able to adjust the corporation’s gross receipts, and also treat
the unreported income as a distribution of funds subject to Internal Revenue Code section
301 and 316 (dividend, return of capital or capital gain income).

Potential Interview questions relating to Car Wash:

1. How Much Of The Owner's/Shareholder's Time (%) Is Actively Spent On
The Business:
How Many Locations:
How Many Bays:
What Services Are Provided? |.E. What Method For Washing, Vacuuming,
Vending Machines, Scenting, Detailing)
What Is The Price Scale:
Do You Charge More For A Particular Type Of Vehicle:
What Are the Percentages Regarding the Different Services (E.G. How
Many Purchase Basic Wash, Deluxe, Or Extras)
o Provide Estimates:
9. Do You Have "Busy Periods" (Summer Vs. Winter, Weekdays Vs
Weekends, Nights Vs Days)
o What Is Your Reasoning For These Patterns:
10.1s There A Water Reclaim System:

N OTAWN
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11.Does The Business Use Public Or Private Water Sources:
12.How Many Water Meters Are On The Property (If More Than
13.What Functions On The Premises Does Each Register--E.G. For
Restrooms,
14.For The Bays, Etc):
15.How Many Gallons Of Water Are Used Per Basic Cycle, Per Extra Rinse,
16.Per Deluxe Wash:
17.Describe The Types Of Soaps, Waxes, And Other Chemicals Purchased
And
18.The Quantity Of A Single Unit: (I.E. 55 Gal Drum, 100 Lb Tub)
19.Are Any Of These Chemicals Used On Every Car In A Consistent Manner:
20.How Many Cars Can Be Serviced From A Single Unit Of These Products:
21.How Often Do You Wash Down Bays Or Tunnels,
22.How Long Does It Take And
23.How Many Gallons (Approx) Does It Take:
24.Do You Have A "Weep" System
o If So, At What Temperature Does The System Engage,
o How Many Gallons Of Water Are Used Per Any Measured Time
Frame,
o And Is The Weep Water Tied Into A Reclaim System.
25.Were There Any Significant Leaks Or Other Water Losses
o If Yes, Can They Be Verified:
26.1s There Any Information Available Relative To Electric Kwh Use Per
Cycle Or Multiple Of Cycles:(Mfg Of Equip. May Provide This Info)
27.1s The Equipment Commercially Produced, Or Is It Custom Made:
28.1f Commercially Produced, Who Is The Manufacturer:
29.When Was The Equipment Purchased, Installed, And What Depreciation
Methods:
30.Who Does The Maintenance/Repair Work:
31.Car Counter Records
32.Pre-Numbered Coupons
33.Are There Separate Tallies For Each Collection Bay:
34.How Are Coupons, Rewashes, And Discounts Accounted For In The
Books:
35.Are The Coins Deposited Or Exchanged In The Coin Changer:
36.Where Are The Monies Kept After Collection,
o IfIn A Safe, Where is it
o And Is A Cash Register Maintained,
o And If So, Who Takes The Readings
o And Are They Retained:
37.Are There Car Counters
o If So Are They Recorded —
o What Information Do They Compile (E.G. Basic Washes, Options,
Rewashes, Amt. Due)
o If Car Counters Are Maintained, Are They Reconciled To Receipts:
38.When And Where Are Expenses Recorded:
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39.How Is Petty Cash Handled:

40.Accept Credit Cards (M.C., Visa, American Express)

41.Do You Barter: (Furnish Services In Exchange For Goods And Services
)?

Initial Document Request for Corporate Car Wash Returns

Information Requested

e Water and sewer bills which reflect monthly meter readings for the year under audit
e FElectric bills which reflect monthly meter readings for the year under audit

Regarding equipment - Provide the date, cost, name, and address of the manufacturer, model
or serial number, and name and address of the installer. If the equipment was not installed to
the manufacturer’s specifications, be able to discuss any significant variations (i.e. nozzle
size, pipe fittings, etc.).

Provide a list of all soaps, waxes, drying agents and other chemicals purchased as well as the
quantities on hand at the beginning and end of the year

Car counter records, if applicable

Provide all information regarding issuance and acceptance of discount coupons

Case Studies

Introduction

The following case studies tepresent common and/or unique issues discovered duting the
team’s examinations of car wash businesses. It is important to note that the law applied in
these case studies was based on facts and circumstances pertaining to actual cases. This
section is presented to assist examiners in identifying and developing potential issues that
may exist in the car wash industry. These case studies are for reference only and should not
be cited to taxpayers or their representatives as the basis for proposed adjustments.

o Gross Receipts - Traditional Indirect Methods

o Gross Receipts - Water Consumption Method
Gross Receipts - Soap/chemical Consumption Method
e Inventory

e Distribution versus Wages

e Net Income from Self Rented Property

e Rents Paid in Excess of Fair Rental Value
o Lease versus Purchase

e Depreciation of Car Wash Tunnels

o Health Benefits Paid by S-Corporation

e Imputed Interest on Below-market Loans
e Loan versus Dividend
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Case Study 1

Gross Receipts - Traditional Indirect Methods

Facts

The taxpayer is a corporation which operates a tunnel car wash. The taxpayer also receives
revenues from the self-service vacuums and sundry items sold in the vending machines
(towels, air freshener trees, etc.). The taxpayer calculated gross receipts by totaling deposits
for the year, stating that all receipts were deposited into the corporate checking account.
There were no other records for income. The shareholder does not provide services to the
taxpayer.

The taxpayer used well water; therefore the number of gallons used during the year was not
ascertainable. A chemical consumption formula and a bank deposit analysis were performed
to test the taxpayer’s reported income. Neither of these methods indicated an
understatement of income.

To further examine gross receipts, a bank deposit analysis and a source and application of
funds were performed on the shareholder’s tax return (complete with Form 4822 for
Estimated Personal Living Expenses). An understatement of income resulted from these
methods. The shareholder made random cash deposits ($12,222) during the year into the
personal bank account and could not identify the source of those deposits.

The shareholder reflected various sources of income on the tax return. It is the duty of the
car wash business to keep appropriate records. If these records are inadequate and the
shareholder cannot identify the source of the unreported income, the Service may justifiably
assume that the unreported income came from the car wash business and assess the
corporation accordingly. This will result in taxation at both the corporate and shareholder
level assuming there are sufficient earnings and profits.

Facts

The taxpayer is a corporation which operates a tunnel car wash. The taxpayer also receives
revenues from the self-service vacuums and sundry items sold in the vending machines
(towels, air freshener trees, etc.). The taxpayer calculated gross receipts by totaling deposits
for the year, stating that all receipts were deposited into the corporate checking account.
There were no other records for income. The shareholder does not provide services to the
taxpayer.

The taxpayer used well water; therefore the number of gallons used during the year was not
ascertainable. A chemical consumption formula and a bank deposit analysis were performed
to test the taxpayer’s reported income. Neither of these methods indicated an
understatement of income.

To further examine gross receipts, a bank deposit analysis and a source and application of
funds were performed on the shareholder’s tax return (complete with Form 4822 for
Estimated Personal Living Expenses). An understatement of income resulted from these
methods. The shareholder made random cash deposits ($12,222) during the year into the
personal bank account and could not identify the source of those deposits.
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The shareholder reflected various sources of income on the tax return. It is the duty of the
car wash business to keep appropriate records. If these records are inadequate and the
shareholder cannot identify the source of the unreported income, the Service may justifiably
assume that the unreported income came from the car wash business and assess the
corporation accordingly. This will result in taxation at both the corporate and shareholder
level assuming there are sufficient earnings and profits.

Summary of Indirect Method Results

Method Understatement
Corporate:

1) Chemical Consumption $0.00

2) Bank Deposit Analysis $0.00
Shareholder:

1) Bank Deposit Analysis (Specific Deposits) $12,222.00

2) .Source & Application of Funds (Incl. Form 4822 Est. Personal $ 14,864.00
Living Exp.)

Because the bank deposit analysis understatement could specifically identify the unreported
income in question without addressing any estimated personal living expenses, the proposed
increase to the shareholder’s income was $12,222.

This case study demonstrates the necessity of performing an examination on both the car
wash business and those individuals who have the responsibility and autonomy of handling
the cash and documenting sales. In most cases this will be the shareholder(s) but sometimes
an unrelated party such as an on-site manager may be involved. Often time’s diverted funds
in a cash intensive business do not appear in the bank accounts of the corporation (or
Schedule C). Therefore, it is important that the examiner perform an examination of the
individual(s) tax return.

Also, this case study demonstrates the inability to propose an adjustment to gross receipts
based solely on a consumption method formula. The formulas contain many variables which
may skew the results in either direction; therefore they should only be used as a guide in
testing gross receipts. In this case, even though the consumption formula did not indicate
any unreported income, the examination of the shareholder’s tax return uncovered an
understatement, the most likely source being the car wash business. If it was ultimately
determined that the source of the understatement was the car wash business, the unreported
income would be dividend income not subject to SECA.
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Case Study 2

Gross Receipts - Water Consumption

Facts

The corporation’s tax year under audit is from February 1, 2006 to January 31, 2007 (0701).
The closest water readings available were on March 2, 2006 and March 2, 2007. The taxpayer
estimated that each cycle used approximately 38 gallons of water, and the average price per
cycle was $6.00. Water losses during the year approximated 48,000 gallons due to the weep
system, washing down tunnel and parking lot, free and rewashes, washing machine for
towels and the restroom facilities. The taxpayer also estimated that receipts for vacuums and
vending were $13,000. The corporate bank deposits were used to report gross receipts and
no other record of sales was kept.

Gross Receipts - Water Consumption

Date/Reading 03/02/06 438,404
Date/Reading 03/02/07 (311,900)
Difference (cubic feet) 126,504
Estimated Cubic Ft. Per Year 126,504 x Gallons Per Cubic Feet

times 7.48

Est. Total Gallons This Year 946,250

Gallons Lost to Other Uses

(48,000)
Gallons Used for Car Washes 898,250
Gallons Per Cycle 38
Number of Cycles Per Year 23,638 x Average Price Per Cycle
times $6.00
Tunnel Receipts as Reconstructed $141,828
Plus Estimated Vac. & Vending Income $13,000
Gross Receipts as Reconstructed $154,828
Gross Receipts Per Return ($144,828)
Difference Under/ (Over) Reported $ 10,000

Even though the results indicate unreported income by the taxpayer, the examiner cannot
use just this method as an accurate reconstruction of income, only an indicator. There are
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many estimates within the formula such as: number of gallons lost, amount of vacuum and
vending income and average price per cycle.

To further examine gross receipts, a bank deposit analysis was performed on the corporation
which reflected an understatement of income due to math errors in the taxpayer’s books and
records.

Summary of Indirect Method Results
Method Under/ (Over) statement
Corporate:

Water Consumption § 10,000.00
Bank Deposit Analysis § 10,046.00

Due to the above results, the proposed increase to the corporation’s gross receipts was
$10,0406.

Case Study 3

Gross Receipts - Soap/Chemical Consumption

Facts

The corporation’s facility is a full serve tunnel car wash. The tax year was from January 1,
2007 to December 31, 2007 (0712). The chemical (a drying agent) was used in every cycle
and 1 ounce serviced 2 cars. No physical inventories were taken. The taxpayer’s charge for a
basic wash was $5.50. The shareholder does not provide service to the car wash.

Date Purchased # of Drums (55 gal. per drum)
1 drum on 03/18/07;

1 drum on 05/02/07;

1 drum on 08/23/07;

1 drum on 12/23/07;

So the total drum purchased is 4.

Although the last drum was purchased just prior to year end, the first purchase of the year
was on March 18th. The purchase pattern reflected an average purchase of once every three
months (this was in addition to the oral testimony of the taxpayer). For purposes of
estimated total chemical consumption for the tax year, 4 full drums were considered used by
the taxpayer.
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Difference Under(Over) Reported

Number of Drums Used This Year 4 drums

Number of Gallons Per Drum 55 gallons

Number of Gallons Used this Year 4 times 55 equals 220 gallons
Number of Ounces Per Gallon 64 ounces

220 gallons times 064 ounces
equals 14,080

Number of Ounces Used this Year
Number of Cars Per Ounce 2

Total Cycles During the Year 28,160
Lowest Price for a Cycle 5.00
Wash Receipts as Reconstructed $140,800

Plus Income from Other Sources (i.e.

+
vending) 316,500

Gross Receipts as Reconstructed

couals $157,300

Gross Receipts Per Return ($147,950)
Difference Under(Over) Reported $9,350

In this case, the formula result indicated an understatement. A bank deposit analysis on the
corporation did not indicate an understatement. A source and application of funds and a
bank deposit analysis of the shareholder’s return revealed an understatement of income
larger than the formula result. The car wash business was determined to be the most likely
source of the understatement.
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Summary of Indirect Method Results

Method Understatement
Corporate:

1) Chemical Consumption $ 9,350

2) Bank Deposit Analysis $0.00
Shareholder:

1) Bank Deposit Analysis (Specific Deposits) $ 10,299

2) Source & Application of Funds (Incl. Form 4822 Est. Personal
7 $ 10,061
Living Exp.)

Due to the above results, the proposed increase to the corporation’s gross receipts was §
9,350 and a constructive dividend of $9,350 was included in the shareholder’s income.

Case Study 4

Inventory

Facts

The taxpayer is a corporation which operates a tunnel car wash. In addition to the income
received for the car wash services, the taxpayer sells various items such as fragrance trees, car
wax, towels, and car rugs. The taxpayer also retains soaps and chemicals on hand for use in
the car wash. The taxpayer maintained an inventory listing prepared at year-end which
indicated the inventory on hand totaled $19,569. Although the taxpayer maintained an
inventory, the taxpayer did not reflect the amount in its cost of goods sold. The taxpayer
stated that they did not include inventory since the amount did not fluctuate significantly
from year to year.

IRC Section 446(a) provides that taxable income is to be computed under the method of
accounting regularly used by the taxpayer to compute income on its books. However, if the
method does not clearly reflect income the Commissioner has the authority under IRC
Section 446(b) to change the taxpayer to a method which does cleatly reflect income.
Inventory must be kept in all cases in which the production, purchase or sale of merchandise
of any kind is an income-producing factor per Treas. Reg. 1.471-1.

Treasury Regulations Section 1.446-1(c) describes various permissible methods of
accounting. If inventories are necessary, Regulation 1.446-1(c) (2) (I) requires the use of the
accrual method for sales and purchases. The fact that year-end inventory values are
immaterial does not constitute an exception to the regulation. See Knight-Ridder
Newspapers v. United States, 743 IF 2d 781, 11th Cir 1984.
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Because the sale of merchandise is an income producing factor, the examining agent may
change a method of accounting as part of an examination. The change must be implemented
with an LR.C. section 481 adjustment. The year of change is generally the earliest taxable
year under examination and the entire I.R.C. section 481(a) adjustment must be taken into
account in computing taxable income in the year of change. Section 481(b) may limit the
amount of tax arising from the L.R.C. section 481(a) adjustment. The examining agent must
also compute an adjustment for the year of change and subsequent taxable years to reflect
the use of the new method of accounting in those years. While, Rev. Proc. 92-20, 1992-1
C.B. 685, does not apply to changes made as part of an examination, it permits taxpayers
under examination to make a voluntary change during specified window periods. If one of
the windows applies, the year of change may not be a taxable year under examination and
the taxpayer may be entitled to spread the L.R.C. section 481(a) adjustment. No windows
applied in this case, thus, the full LR.C. section 481(a) adjustment must be taken into
account in the earliest year under examination.

Cost of Goods Sold

Per Return As Adjusted
Beginning Inventory $0 $ 17,340 *
Purchases 34,850 34,850
Goods Available 34,850 52,190
Ending Inventory 0 19,569

Cost of goods sold $ 34,850 $ 32,621

* Amount determined per taxpayer records/reconstruction from prior year’s records
Total adjustment

IRC section 481(a) § 17,340 (Full amount of beg. inventory)

IRC section 481(b) § 2,229 (Difference between $34,850 and $32,621) is $ 19,569

Case Study 5

Distribution Versus Wages
Facts

The taxpayer operates a car wash which files as an S-Corporation. The sole shareholder of
the corporation is an officer of the corporation, but does not earn a salary. The corporation
makes a distribution to the shareholder/officer, without withholding income tax or FICA
tax. The shareholder makes all management decisions regarding the car wash. In addition,
the shareholder performs all the record keeping functions. The taxpayer employs four
individuals to help in the day-to-day operation of the car wash. The shareholder received a
distribution in the amount of $45,000 during the tax year.
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When a sole shareholder of a Subchapter S-Corporation performs management duties but
does not receive a salary, the issue is twofold: (1) whether the Sub S-Corporation is illegally
avoiding FICA, FUTA and income tax withholding requirements; and (2) whether the
distribution is really compensation for services within the purview of L.R.C. section 61(a) (1),
or whether it (or any portion thereof) is an I.R.C. section 1368 distribution.

Internal Revenue Code Section 3121(a) - FICA and Section 3306(b) - FUTA define

"Wages" as all remuneration for employment. Section 3121(b) and Section 3306© define
"employment" as any service, of whatever nature, performed by an employee for the person
employing him. Section 3121(d) (1) and Section 3306(I) define "employee" to include any
officer of a corporation.

Treasury Regulation 31.3121(d)-1(b) states that generally, an officer of the corporation is an
employee of the corporation. This general rule applies to the case study because the
shareholder/officer makes all management decisions and performs all record keeping
functions. However, an officer of a corporation who as such does not perform any services
or performs only minor services and who neither receives nor is entitled to receive, directly
or indirectly, any remuneration is considered not to be an employee of the corporation.

Revenue Ruling 74-44, 1974-1 CB 287 (involving small business corporation that paid
dividends instead of salaries.) states that, "dividends that two sole shareholders of an electing
small business corporation arranged to receive instead of reasonable compensation in the
same amounts for services they performed constituted 'wages' for which the corporation was
liable for the taxes imposed by the FICA and FUTA and the withholding of income tax."

In Joseph Radtke, S.C. vs United States, 895 F2d 1196 (7th Cir. 1990), the S-Corporation
was not entitled to a refund for FICA and FUTA taxes assessed on "dividends" paid to its
sole shareholder. The shareholder received only dividends and no salary. The court noted
that an employer should not be permitted to evade FICA and FUTA by characterizing all of
the employee’s remuneration as something other than wages.

Revenue Ruling 82-83, 1982-1 CB 151 provides that a corporation whose officers perform
functions within the scope of their duties as corporate officers is not entitled to relief under
section 530 of the Revenue Act of 1978.

In a case where distribution from an S-Corporation is properly deemed a distribution with
respect to stock rather than a salary, section 1368 will determine the proper tax treatment of
such distribution.

Under the facts of this case study, the shareholder of the S-Corporation clearly performed

more than nominal services for the corporation. Therefore, the $45,000 distribution
constituted wages subject to employment taxes.
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Case Study 6

Net Income from Self Rented Property
Facts

The taxpayer operates a tunnel car wash. The taxpayer pays rent to the 100 percent
shareholder for the use of the building in which the car wash is located. Inspection of the
shareholder’s Schedule E revealed that a net profit was incurred from the rental. The net
income was classified as income from a passive activity and was utilized to offset passive
activity losses from other activities.

IRC Section 469(c) (2) states that passive activities include any rental activities. Treasury
Regulation 1.469-2(f)(6) provides that the amount of the taxpayer’s net rental activity income
for the taxable year is treated as not from a passive activity if the property is rented for use in
a trade or business activity in which the taxpayer materially participates for the taxable
income. This section applies to income only.

Since the shareholder is renting property to a corporation in which he/she materially
participates, all the income derived from the rental is treated as nonpassive and cannot be
used to offset the passive losses from the shareholdet’s other activities.

Case Study 7

Rents Paid in Excess of Fair Rental Value
Facts

The taxpayer is a corporation that operates a car wash business in the State of
Massachusetts. The sole shareholder owns the building that the taxpayer’s business is
operated out of; therefore the taxpayer is paying the sole shareholder rent. The taxpayer was
paying the shareholder $150,000 in rent each year.

The shareholder purchased the land and constructed the building two years earlier (land
costs = $113,000, building costs = $150,000, total costs = $263,000). Based on the lease
agreement, the taxpayer is responsible for leasehold improvements, repairs, etc.

IRC Section 162(a)(3) allows a deduction for "rentals or other payments required to be made
as a condition to the continued use or possession, for purposes of the trade or business, of
property to which the taxpayer has not taken or is not taking title or in which he has no
equity."

Although it is not directly stated in IRC Section 162(a) (3), it is implied and the courts have
held that only "reasonable" rents are an allowable deduction.

“Reasonable” rents have to be determined based on the each case’s facts and circumstances
particularly when the lessee and lessor are not bargaining at arm’s length.
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In S & S Meats Inc. v. Commissioner, T. C. Memo 1979-163 the fair market value of a
building and equipment were determined using the replacement cost approach. Under that
approach, fair market value was computed by determining the replacement cost of property
for physical depreciation. Upon the determination of fair market value, no further
adjustment was made for depreciation or obsolescence.

Agent applied the court’s method mentioned above and arrived at the following adjustment.

Adjustment

FMV of Property

*since the property was built recently, agent determined that its costs = $263,000
its FMV

Adjusted Fair Market Value $263,000
Reasonable Return on Investment 15%
Reasonable Annual Rent Expense $39,450
Rent Expense per Tax Return $150,000
Adjustment $110,550

Amounts that are paid in excess of "reasonable" rents are disallowed from the corporate tax
returns and would represent constructive dividends on the shareholder’s tax return (provided
there are adequate earnings and profits).

Due to the control that a sole shareholder has over a corporation, monies paid by the
corporation to the sole shareholder must be evaluated based on its "substance" versus its

"form".

Based on agent’s evaluation it was determined that the taxpayer deducted rents paid to the
sole shareholder in excess of "reasonable" rents.

The taxpayer will be allowed a deduction for the "reasonable" portion of the rent payments
made to the shareholder per IRC Section 162(a) (3).

Case Study 8

Lease Versus Purchase
Facts

Taxpayer X is a sole proprietorship. Taxpayer X entered into a contract with an independent
leasing company concerning the installation of car wash equipment in Taxpayer X’s car wash
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building. The leasing company will supply the funds to install the car wash equipment and
retain legal title to the equipment. Taxpayer X will make lease payments for five years and at
the end of five years the taxpayer will purchase all of the car wash equipment for one dollar.
Taxpayer X is deducting the lease payments on the car wash equipment as rent expense.

Court cases and IRS rulings have reached determinations on whether a lease is a "valid" lease
based on the substance of the lease and not the form of the lease. (See Lockhart Leasing Co.
v. U.S., 446 F.2d 269 (10th Cir. 1971)

The presence of one or more of the following factors may be evidence of a sale as opposed
to a lease according to Rev. Rul. 55-540, 1955-2 C.B.39:

1. Portions of the periodic payments are made specifically applicable to an equity to be
acquired by the lessee.

2. The lessee will acquire title upon the payment of a stated amount of "rentals" which
under the contract he is required to make.

3. The total amount which the lessee is required to pay for a relatively short period of
use constitutes an inordinately large proportion of the total sum to be paid to secure
the transfer of title.

4. The agreed "rental" payments materially exceed the current fair market value. This
may be indicative that the payments include an element other than compensation for
use of the property.

5. The property may be acquired under a purchase option at a price which is nominal in
relation to the value of the property at the time when the option may be exercised, as
determined at the time of entering into the original agreement, or which is a relatively
small amount when compared with the total payments which are required to be
made.

6. Some portion of the periodic payments is specifically designated as interest or is
otherwise readily recognizable as the equivalent of interest.

The following are potential tax consequences to the "lessee" if the lease is determined to be
in substance a sale of property according to Rev. Rul. 72-408, 1972-2 C.B. 86.

1. The lessee is not entitled to rental deductions.

2. 'The basis of the property in the hands of the lessee is the sum of all amounts payable
over the term of the agreement that are considered to be payments for the purchase
of the property, to the extent such amounts do not represent interest or other
charges.

The lessee is entitled to depreciation deductions.

4. 'The lessee is entitled to deduct all ordinary and necessary expenses paid or incurred
in respect of the property.

5. The lessee is entitled to deduct any portion of the "rent" that represents unstated
interest.

6. The lessee is entitled to deductions for state and local taxes imposed with respect to

the property.

&

Based on the facts and circumstances of this case it has been determined that Taxpayer X
has in substance purchased the car wash equipment, therefore Taxpayer X cannot deduct

lease payments as rent expense and is allowed to depreciate the cost of the property using
MACRS.
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Case Study 9

Depreciation of Car Wash Tunnels
Facts

The taxpayer constructed a drive through car wash structure. The facade of the structure was
brick concrete which contained four walls and a roof. The interior of the structure housed
the main car wash frame which was made out of steel. The car wash structure also contained
two offices. The two offices contained a desk, chair, computer, paintings and file cabinets.
The offices were separated from the car wash frame by a wall. The exterior brick facade
enclosed the two offices and the car wash frame and equipment. The taxpayer depreciated
the car wash structure utilizing a recovery period of 15 years. The taxpayer cited Revenue
Procedure 87-56, 1987-2 C.B. 674, as the authority for utilizing a 15 year recovery period.

Revenue Procedure 87-56 sets forth class lives for a wide variety of business activities and is
used in conjunction with MACRS to determine proper depreciation recovery periods.

With respect to the MACRS depreciation the issue is whether the car wash structure is a
building, as described by Revenue Procedure 87-56, under Asset Class 57.1 or whether it is
an excluded building as defined in Treasury Regulation Section 1.48-1(e) which should be
depreciated over 31.5 years as non residential real property (39 years for property placed in
service after May 12, 1993).

Treasury Regulation 1.48-1(¢) defines the term, "building", as generally any structure or
edifice enclosing a space within its walls, and usually covered by a roof, the purpose of which
is, for example, to provide shelter or housing, or to provide working, office, parking, display
or sale space. Such term includes, for example, structures such as apartment houses, factory
and office buildings, warehouses, barns, garages, railway or bus stations and stores.

The national position is that the reference to "car wash buildings" in the Asset Class 57.1 of
Rev Proc 87-56 does not exclude car wash buildings that are not connected to petroleum
distributing stations. Asset Class 57.1 is applicable to all car wash buildings with respect to
taxpayers that are in the business of providing car wash services. The 15 year recovery period
was correct.

Examining agents should also consider whether the uniform capitalization rules of L.R.C.
section 263A apply. These rules may apply, for example, if a car wash acquired property for
resale. See, IRC 263A (b) (2); Treas. Reg. 1.263A-1(a) (3) (iii) and 1.263A-3.

Case Study 10

Health Benefits Paid by S-Corporation
Facts

The taxpayer is an S-Corporation that operates a tunnel car wash. There are two
shareholders each owning fifty percent of the stock of the corporation. During the
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examination period, the S-Corporation paid all the health insurance premiums of its two
shareholders.

IRC Section 1372 provides that an S-Corporation is treated as a partnership for fringe
benefit purposes and any two percent or greater shareholder is treated as a partner. A two
percent shareholder is defined as any person who owns on any day during the taxable year of
the S-Corporation, more than two percent of the outstanding stock or stock possessing
more than two percent of the total combined voting power of all the corporate stock.

Revenue Ruling 91-26, 1991-1 C.B. 184 provides that accident and health insurance
premiums paid or furnished by an S-Corporation to or for the benefit of its 2-percent
shareholder-employees, in consideration for services rendered, are treated like guaranteed
payments under IRC Section 707(c). Therefore, the premiums are deductible by the
corporation under IRC Section 162, subject to the capitalization rules of IRC section 263,
and includable in the shareholder-employee’s gross income under IRC Section 61. The
premiums are not excludable from the shareholder-employee’s gross income under IRC
Section 106; however, if the requirements of IRC Section 162(l) are met, the shareholder-
employee is allowed a deduction to the extent provided by IRC section 162(1).

The Self-Employed Health Insurance Act, Public Law 104-7, 109 Stat. 93, which was signed
by the President on April 11, 1995, changed section 162(I). The Act increased the amount of
the deduction to 30 percent for years beginning after 1994 and extended the deduction
permanently by striking subparagraph (6), which provided that section 162(I) did not apply
to any taxable year beginning after December 31, 1993.

NOTE: IRC Section 1372 does not identify or define the specific fringe benefits to which
the section applies. The legislative history suggests that IRC Section 1372 was intended to
govern the following statutory fringe benefits:

1. The $50,000.00 income exclusion for employer provided group term life insurance
under IRC Section 79(a).

2. The $5,000.00 exclusion for employer provided death benefits provided under IRC
Section 101(b).

3. The IRC Section 106 exclusion for employer provided coverage under an accident or
health plan.

4. The IRC Section 105 exclusion for payments under employer accident and health
plan for medical care, permanent loss or loss of the use of a member or function of
the body.

5. The IRC section 119 exclusion for employee meals and lodging furnished for the
convenience of their employer.

Case Study 11
Imputed Interest on Below-Market Loans

I. Loan to Shareholder
Facts
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The taxpayer is a closely-held corporation which operates a tunnel and self serve car wash.
The corporation is owned 100 percent by Mr. X. The balance sheet reflected a deemed loan
to shareholder in the amount of $95,000. There was no activity in the account during the tax
year. Although the taxpayer had loan agreements, there was no interest stated on the loan.

IRC Section 7872 requires the Service to impute interest on certain loans bearing no interest
rate or interest at a rate which is less than the Applicable Federal Rate. Section 7872
recharacterizes a below-market loan as two transactions:

An arm’s length transaction in which the lender makes a loan to the borrower in exchange
for a note requiring the payment of interest at the Applicable Federal Rate, and

A transfer of funds by the lender to the borrower ("imputed transfer").

The timing and characterization of the amount of the imputed transfer are determined in
accordance with the substance of the transaction. Generally, the imputed transfer of
foregone interest for demand loans is considered to take place on December 31.

In this case, the loan is a corporation-shareholder loan. The imputed transfer is treated as a
distribution of money (characterized according to IRC Section 301 or in the case of an S-
Corporation, IRC Section 1368). The corporation would be treated as receiving interest
income and the shareholder would be treated as paying an interest expense. Interest expense
deductibility is determined in accordance with Treasury Regulation 1.163-8T.

For tax year 1992, the interest calculation is
$95,000 x 4.98%* = § 4,731

*The deemed interest rate for a below-market loan is determined in accordance with IRC
Section 7872 and the Regulations thereunder and IRC Section 1274.
5-24

Since in this case the principal amount of the loan was outstanding for the entire calendar
year, a blended annual rate can be used. For 1992, the blended annual rate is 4.98% as
published in Revenue Ruling 92-50, 1992-2 CB 205.

Accordingly, the corporation would report interest income in the amount of $4,731. The
shareholder would report a distribution of $4,731 and would be allowed a deduction for
interest expense of $4,731 if otherwise deductible under Regulation Section 1.163-8T.

II. Loan from Shareholder

Facts

The taxpayer is a closely-held corporation which operates a tunnel and self serve car wash.
The 100 percent shareholder loaned $95,000 to the corporation in prior tax years. No money

was loaned to the corporation during the tax year. No interest was charged.

The law is the same as above with the exception of the tax treatment. The imputed transfer
from the lender-shareholder is treated as a contribution to capital of the borrower-
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corporation. The corporation would be treated as paying an interest expense and the
shareholder would be treated as receiving interest income.

In the case above, the corporation would be allowed a deduction for interest in the amount
of $4,731. The shareholder would report interest income in the amount of $4,731 and would
report a capital contribution to the corporation in the amount of $4,731.

Depending on the facts and circumstances what is stylized as a shareholder loan may be
characterized as a capital contribution by shareholder, and what is stylized as a repayment of
a loan from a corporation may be more properly characterized as a dividend.

III. Indirect Loans between Affiliated Corporations
Facts

The taxpayer is a closely-held corporation which operates a tunnel car wash owned 100
percent by Mr. X. During the examination of the books and records, a loan to an affiliate in
the amount of $95,000 was noted. The loan was made in prior tax years to a related
corporation which provides medical services. The related corporation was also owned 100
percent by Mr. X. No interest was charged to the corporation. The development of facts
revealed that there was no business purpose for the loan and the shareholder personally
benefited from the transfer.

If a below-market loan is made between two parties, and based on all the facts and
circumstances, the effect of the loan is to make a distribution of money or the loan is
otherwise attributable to the relationship of the lender or borrower to the indirect
participant, the loan restructured as two or more successive below-market loans ("deemed
loans") for the purposes of IRC Section 7872, as follows:

A deemed below-market loan made by the named lender to the indirect participant, and

A deemed below-market loan made by the indirect participant to the borrower.

IRC Section 7872 is applied separately to each deemed loan, and each deemed loan is treated
as having the same provisions as the original loan. Therefore, in this case, there would be a
deemed loan to shareholder from the lender (car wash) to the shareholder (indirect
participant) followed by a second deemed loan from shareholder (indirect participant) to the
borrower (medical service).

Under certain circumstances what is stylized as a loan may be characterized as a capital

contribution by shareholder, and what is stylized as a repayment of a loan from a
corporation may be more properly characterized as a dividend.

Case Study 12

Laon Versus Dividend
Facts
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The taxpayer is a corporation which operates a tunnel car wash. The balance sheet of the
corporate return reflects a Loan To Stockholder Account. The corporate officer is the sole
stockholder of the corporation. The account balance was $20,000 at both the beginning and
end of the taxable year.

The Loan To Stockholder Account represents a corporate disbursement of $20,000 which
was made to the sole stockholder in the prior year. The power of attorney provides a copy of
the corporate minutes which state that the Board of Directors ratified the loan on January
1st of the current year. The corporate minutes also state that the loan is required to be paid
over 48 months with a market rate of interest. The stockholder used the proceeds of the
loan to make improvements to his principal residence. The power of attorney provided a
note which was executed on January 1st of the prior year and an amortization schedule with
a market rate of interest. There were never any repayments made on the loan despite the
existing debt instruments. The power of attorney stated that due to the decline in the
economy the corporate officer was not able to draw sufficient compensation from the
corporation to make the loan payments. The power of attorney did not make any year end
adjusting entries relating to loan or the interest on the loan. The power of attorney stated
that the stockholder would begin making repayments on the loan when the economy
improved and sufficient compensation could be drawn from the corporation allowing the
corporate officer the financial wherewithal to make the payments. The corporation has been
in existence for twelve years. The corporation has never declared or paid a dividend. The
balance in the cash account on December 31, of the current year is $155,000. The balance of
Retained Earnings on December 31, of the current year is $187,000.

The corporate officers’ Form 1040 reflected $25,000 in portfolio income, and taxable
income of $135,000.

IRC Section 316(a) defines the term "dividend", as any distribution of property made by a
corporation to its shareholders out of its accumulated and current earnings and profits.

IRC Section 301(c) defines the treatment of a distribution of property from a corporation to
a shareholder. The portion of a distribution defined as a dividend under IRC Section 316(a)
is included in Gross Income. The portion of the distribution which is not a dividend is
applied first against adjusted basis of the stock, and to the extent that the distribution
exceeds the adjusted basis of the stock, such amount is treated as a gain from the sale or
exchange of property.

Whether or not payments to stockholders of a closely-held company are loans or
constructive dividends is decided on whether or not the collective facts add up to debt or
dividend. (Williams v. Commissioner. 627 F. 2d 1032 (10TH Cir. 1980).

The taxpayer does not dispute the nature of the transaction which created the Loan To
Stockholder Account but refutes the examiner’s contention that the withdrawal is a
constructive dividend. The taxpayer argues that the corporate minutes and the debt
instrument establish a declared intent to repay and the failure to execute the repayment
demands detailed in the corporate minutes and the debt instrument was attributable to a
slow economy. The taxpayer further argues that the true characterization of a distribution as
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cither a dividend or a loan should be determined by the intention of the parties at the time
the loan was made, and should not be altered by the subsequent events. Finally, the taxpayer
stated that the amount is a loan because the corporation would never declare or pay a
dividend in adverse economic conditions.

With respect to the debt versus dividend issue, the courts have looked to a number of test
factors in deciding the issue. These factors are as follows:

With respect to the debt versus dividend issue, the courts have looked to a number of test
factors in deciding the issue. These factors are as follows:
1. The taxpayer’s significant control and dominion over the corporation
The corporation’s dividend history
The size of the withdrawals
Whether or not the corporation imposed a ceiling on the amounts that might be
borrowed
Whether there were definite maturity dates
Whether there were attempts to force repayment
Whether there was an intent or attempt to repay
The shareholdet’s ability to liquidate the loan
The corporation’s impressive earned surplus
O The failure to execute notes

Sl
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The taxpayer’s determination that the loan is valid only addresses the factors of, "intent",
and "note execution" and makes no reference to the other factors stated above. The
taxpayer’s declared intent to repay is insufficient if it is inconsistent with the undisputed facts
indicating the intrinsic economic nature of the transaction (Fin Hay Realty Co. v. United
States, 398 I 2d 694 (3d Cir. 1968). The self serving declarations of the taxpayer must be
balanced against the surrounding circumstances (Williams v. Commissioner, 627 F 2d. at
1032.).

The shareholder exercised control over the corporation’s assets to his personal benefit and
interest. The fact that the loan proceeds were used to improve personal assets and not
business assets is evidence that an economic benefit was received by the shareholder. In
Wortham Machinery Company v. United States, 521 F. 2d 160, 164 (10th Cir. 1975), the
court stated that, "A constructive dividend is paid when a corporation confers an economic
benefit on a stockholder without expectation of repayment". The taxpayer’s reliance on an
economic decline as the only obstacle preventing repayments is not only inconsistent but
provides further evidence that the withdrawal was a dividend and not a loan. The
corporation’s large cash balance coupled with significant Retained Farnings, was indicative
of the corporation’s ability to pay a dividend. The fact that this was more attributable to the
corporation’s prior earnings than current earnings does not change the characterization of
the withdrawal as a dividend. IRC Section 316(a), defines distributions as dividends where
they are made out of either current or accumulated earnings. The taxpayer stated that the
withdrawal was a loan because the corporation would never declare or pay a dividend during
adverse economic conditions. This statement has little relevance where the corporation also

failed to declare or pay dividends during the prosperous economic period of the early and
middle 1980’s.
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With a corporation which has numerous stockholders with varying interests, the arm’s length
relationship between a shareholder and a corporation is conducive to having transactions
whose form mirrors its substance. Where the corporation is closely held, however, and the
same person occupies both sides of the bargaining table, form does not necessarily
correspond to the economic nature of the transaction. Therefore, the process of drawing any
meaningful conclusions from evaluating the test factors pertaining to the corporation’s
limitation on the amounts borrowed and the corporation’s efforts to enforce repayment,
would require the debtor/creditor relationship to extend beyond a situation where the
corporation is nothing more than an extended creature of the stockholder, see Alterman

Foods Inc v. U.S,, 505 F. 2d 873 (5th Cir. 1974).

The fact that the stockholder provided a note with a stated interest rate and a definite
maturity date are indicative of a debt transaction especially where the execution of the
instrument is commensurate with the advancement of the funds. However, in Tyler v.
Tomlinson 414 F.2d 844 (5th Cir. 1969), the court recognized that it "requires more than a
declaration of intention to create an indebtedness and more than the existence of corporate
paper encrusted with the appropriate nomenclatural captions". Subsequent to the execution
of the debt instrument there was no further acknowledgment of the stockholder’s
indebtedness by either the corporation or the stockholder which could have been validated
by interest payments in accordance with the terms of the debt instrument.

Where corporate advances are made to the corporation’s sole stockholder, courts look with
great care to the surrounding facts and view with some suspicion, declarations of intent
which have the effect of maximizing the tax benefit of the stockholder (Alterman Foods Inc.
v. U.S.,505 F.2d at 873.

The examiner concluded that facts pertaining to the $20,000 stockholder loan on the
corporate balance sheet of the car wash were characteristic of a dividend distribution and
could not be altered merely by the existence of a debt instrument. In arriving at this
conclusion the examiner considered the test factors, stated above, utilized by the courts in
litigating the debt verses dividend issue. The test factors which were applicable to this case
study are as follows:

1. The stockholder’s significant control and dominion over the corporation

2. The corporation’s failure to declare and pay dividends in prosperous economic
periods
The corporation’s impressive retained earnings balance
The stockholder’s failure to make repayments
The stockholder’s personal use of the proceeds

6. The stockholder’s failure to pay or the corporation’s failure to accrue interest
These factors override the taxpayer’s avowed intention to repay and established a pattern of
conduct which is inconsistent with a debtor/creditor relationship. Accordingly, the examiner
included in the taxable income of the stockholder in the year under audit a dividend
distribution in the amount of $20,000.

iAW
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Glossary

Back Operation- The area where cars are prepared for entry into the car wash line (aerial
lowered, interior vacuumed, floor mats washed, etc.).

Base Crew - The permanent, full-time employees.
Bay- The area or stall where a car is washed in a coin-operated, self-service car wash.
Blower - The dryer, the last mechanical operation in a tunnel operation.

Brush Unit- Two, three or five large revolving brushes that clean the car as it is pulled
through the wash line by the conveyor.

Customer Concourse - An area or walkway running parallel to the wash line where
customers can walk along and watch the cars being processed. It is usually air-conditioned
and ends at the cashier’s desk.

Detailing - The final operation before the driver gets into his car and drives away. Windows
are cleaned inside and out, any water left in cracks or other recesses is wiped off, the chrome
areas are polished, etc. This is a manual operation. There are also stand alone detailers who
perform this service independent of the car wash.

Dilution Rate - The ratio of water-to-chemical of a mixed solution (e.g. 6 oz. chemical to 55
gal. water). This information may be useful in determining how much chemical is applied on
a per car basis, should the examiner use a chemical consumption method of reconstructing
income.

Hydrominder- This device automatically mixes a liquid chemical or soap with water to a
predetermined dilution rate. The water flows through the unit and siphons the liquid
chemical concentrate through a metering tip and also maintains a level of ready to use
solution. If the taxpayer knows the setting on the hydrominder, this information may be
useful in determining how much chemical is applied on a per car basis, should an examiner
be using a chemical consumption method to reconstruct income.

Magazine- Off-street area where customers wait in line for their turns in the car wash. Also
called automobile-stacking area.

Mitters - Employees who go over each car with hand brushes or large mittens to clean areas
the brushes can’t reach. Also, cloth "mittens" on the actual car wash equipment are also

called mitters, which are used in place of human mitters.

Power Wash Unit - A machine that mixes detergent and warm water and feeds it to an
applicator under pressure, loosening the dirt before the car reaches the brushes.
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Pre-rinse - A preliminary rinse that cools the car if necessary (for instance, if the car has been
standing too long in the hot sun) and begins to soften the dirt.

Reclaim System- A recycling system for water which cleans and filters dirty water to be
reused in the wash cycle. A reclaim system may recycle anywhere from 60% to 100% of the
water used.

Rollover- Equipment used in the automatic self-service bays which actually rolls back and
forth over the automobile while washing under high pressure.

Stacking- See Magazine.

Steam Cleaning Gun- A "gun" at the end of a hose that carries steam and detergent solution
for cleaning floor mats, bumpers, and grills. Also wheels if there is no special wheel-washing
equipment.

Steamer- Equipment that develops steam and mixes it with detergent as fast as needed. It is
safer than a boiler.

Sudser- Equipment that dumps soapsuds on the car as it goes through the wash line. The
principal value of this process is in the eye appeal it creates.

Titration Test- A chemical testing procedure which measures the density of a
chemical/water (ot soap/water)/solution.

Vacuum Unit- A 5 to 10 horsepower vacuum with 2 large hoses for cleaning the inside of a
car.

Walkway - Same as Concourse.

Wash Line- The working area through which the cars are carried by conveyor through the
tunnel.

Wand- Hand held equipment generally used in the self serve bays for soap and water at high
pressure.

Weep System - Thermostatically controlled system which allows water to drip from the
nozzles to prevent freezing during the winter. Generally, the systems are set to engage when
the temperature drops below 34 to 40 degrees Fahrenheit, depending upon the owner’s
specifications. When reconstructing income using water consumption, the examiner must
consider water lost from this system.
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Chapter 12

Check Cashing Locations: Currently under revision by the IRS
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Cash Audit Techniques Guide - Chapter 13

Coin Operated Amusements

. Defined

. Tour of the Business

. Depreciation- Coordinated Issue- Gaming Industry
o) Issue

o Conclusion

o) Facts

o Law and Analysis

. Audit Techniques

Defined

Coin-operated amusements include video games, pinball machines, jukeboxes, pool tables,
slot machines, and other machines and gaming devices operated by coins or tokens inserted
into the machines by individual users. These games are attractive to both children and adults,
and can be found in a variety of locations, such as convenience stores, bars, restaurants,
grocery stores, truck stops and bus terminals.

These games can be owned by the restaurant, bar or grocery store where they are placed, or
they can be leased from the amusement owner. In some cases the store owner pays a flat fee
for the rental of the amusement, and is entitled to keep the revenue generated. In other cases
the store owner and the amusement owner split the revenue generated.

If an arrangement between a coin-operated amusements owner and a business owner where
the amusements are placed is a lease of the amusements or the amusement space, the owner
of the amusements or the owner of the space, whoever makes the payments, must report the
lease payments in box 1 of Form 1099-MISC if the payments total at least $600.

However, if the arrangement is a joint venture, the joint venture must file a Form 1065, U.S.
Return of Partnership Income, and provide each partner with the information necessary to

report the partner's share of the taxable income. For more information, see Rev. Rul. 92-49,
1992-1 C.B. 433

Tour of the Business

The examiner must inspect a cash intensive business to observe not only how the business
operates, but to evaluate what is not reported on financial accounting records. In addition to
learning the physical characteristics of the business, days and hours of operation, and the
type of customers, the examiner should be alert for vending machines, video arcades and any
other coin operated amusements.

If these are discovered, the examiner should ask
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° How the amusement generates revenue

. Is the amusement leased or rented

. When is the income collected from the machine

. How is the income recorded in the books

. Is the income reported separately in the accounting records

The examiner should request a copy of the lease and revenue agreement. Most coin operated
machines will have a sticker or plaque with the owner’s business name and telephone
number. If no income is reported for the machine the owner can be contacted or
summonsed for the records and contracts.

Be wary of unsubstantiated claims that refunds or free games are paid. As with any refund
situation, look for the customers signature on a refund paid or cash paid out slip. Ask how
the cash paid out is captured. If the refund was not reported in income it is not allowable as
a business deduction.

Depreciation- Coordinated Issue — Gaming Industry

The Applicable Recovery Period Under L.R.C. § 168 (A) For Slot Machines, Video Lottery
Terminals And Gaming Furniture, Fixtures And Equipment UIL 168.20-06
Effective Date: April 10, 2000

Issue

For purposes of determining the appropriate recovery period under LR.C. 168(a), are slot
machines, video lottery terminals, and gaming furniture, fixtures and equipment:
. qualified technological equipment under I.R.C. 168(1)(2) entitled to a 5-year
recovery period; information systems includible in asset class 00.12 Information
Systems of Rev. Proc. 87-56, 1987-2 C.B. (674, entitled to a 5-year recovery period,;
"Distributive trades and services" property entitled to a five year recovery period
(asset class 57.0) as defined in Rev. Proc. 87-56; or
Assets includible in asset class 79.0 Recreation of Rev. Proc. 87-56, entitled
to a 7-year recovery period?

Conclusion

All of these assets are includible in asset class 79.0 Recreation of Rev. Proc. 87-56. This class
includes "assets used in the provision of entertainment services on payment of a fee or
admission charge, as in the operation of bowling alleys, billiard and pool establishments,
theaters, concert halls, and miniature golf courses." Thus, slot machines, video lottery
terminals, and gaming furniture, fixtures and equipment used in recreational business
activities are included in asset class 79.0 and are depreciated using a 7-year recovery period,
unless the taxpayer is subject to alternative minimum tax ("AMT") and the property was
placed in service before January 1, 1999. For property placed in service after December 31,
1998, the recovery period for regular income tax and for alternative minimum tax purposes
is the same. LR.C. 168(g) (2) (C) (i) and 56(a) (1) (A) (D).
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Facts

The situations described below are representative of the types of business operations making
use of the assets under consideration.

Situation 1

The taxpayer owns gaming devices known as slot machines and video lottery terminals.
These devices are placed in various locations such as casinos, bars, hotels, and restaurants.
The gaming devices are placed in these locations pursuant to space leases, under which each
site owner, as lessor, leases space to taxpayer as lessee. Taxpayer is responsible for
maintaining the gaming devices and accounting for the proceeds from them. The net gaming
proceeds are divided between the site owner and the taxpayer.

Taxpayer Position: Taxpayers claim that the gaming devices are either "qualified
technological equipment” entitled to a five year recovery period under LR.C. § 168(i), or

"information systems" entitled to a five year recovery period (asset class 00.12), as defined in
Rev. Proc. 87-56.

Situation 2

Taxpayer owns and operates a casino/hotel. Slot machines, video lottery terminals, and
supporting casino equipment, such as furniture and fixtures for slots, poker, roulette,
blackjack, baccarat, bingo, and keno are located throughout the facility and owned by the
taxpayer.

Taxpayer Position: Taxpayers claim that gaming devices and supporting equipment, furniture
and fixtures are subject to a five year recovery period, under "distributive trades and
services" e.g., coin operated dispensing machines, as defined in Rev. Proc. 87-56 (asset class
57.0).

Law and Analysis

ILR.C. 167(a) provides that there shall be allowed as a deduction a reasonable allowance for
the exhaustion, wear and tear of property used in a trade or business or held for the
production of income.

ILR.C. 168(a) provides that the depreciation deduction provided by section 167(a) for any
tangible property is determined by using the applicable depreciation method, recovery
period, and convention.

For purposes of L.R.C. {168(a), the recovery period of depreciable personal property is
generally based on the property's class life. LR.C. § 168(i)(1) defines the term "class life" as
meaning the class life, if any, that would be applicable with respect to any property as of
January 1, 1986, under LR.C. § 167(m). These class lives are currently set forth in Rev. Proc.
87-56. Generally, the class lives in Rev. Proc. 87-56 are associated with particular business
activities. Some assets used in all business activities, such as information systems, are
grouped in asset classes that are not associated with a particular business activity (i.e., asset
classes 00.11 through 0.4). In addition, some types of property, such as "qualified
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technological equipment," have recovery periods assigned by statute. Assets that fall into the
latter two categories are depreciated using the designated recovery period regardless of the
particular business activity in which they are actually used.

The Gaming Equipment Is Not Qualified Technological Equipment.

LR.C. § 168(e) (3) (B) (iv) provides that qualified technological equipment is 5-year property.
LR.C. § 168(c) provides that 5-year property has a 5-year recovery period. Under LR.C. §
168(1) (2) (A) (i) the term "qualified technological equipment" includes any computer or
peripheral equipment. LR.C. § 168(1)(2)(B)(ii) provides that a computer is a programmable
electronically activated device capable of accepting information, applying prescribed
processes to the information, and supplying the results of these processes with or without
human intervention, which consists of a central processing unit containing extensive storage,
logic, arithmetic, and control capabilities. L.R.C. § 168(1) (2) (B) (iii) provides that peripheral
equipment is any auxiliary machine that is designed to be placed under the control of the
central processing unit of a computer. LR.C. § 168(1) (2) (B) (iv) provides that the term
"computer or peripheral equipment” does not include 1) any equipment that is an integral
part of other property that is not a computer, 2) calculators, typewriters, copiers, and similar
equipment, and 3) equipment of a kind used primarily for the amusement or entertainment
of the user.

Slot machines and video lottery terminals do not fit within the definition of "qualified
technological equipment"” in LR.C. § 168(@1) (2). Qualified technological equipment includes
any "computer" and "peripheral equipment." These terms are specifically defined in the
ILR.C. provisions set forth above. Unlike computers, slot machines and video lottery
terminals do not accept information, process information, or have central processing units
containing extensive logic and arithmetic capabilities. Unlike peripheral equipment, slot
machines and video lottery terminals are not under the control of a central processing unit of
a computer. Slot machines and video lottery terminals are less technologically sophisticated
than calculators or copying machines, which are specifically excluded from the computer and
peripheral equipment category. These assets are used as gaming devices and their capabilities
are limited to gaming and ancillary functions. The LR.C. provisions discussed above
specifically exclude from the computer and peripheral equipment category equipment used
primarily for the amusement or entertainment of the user.

The Gaming Equipment Is Not Information Systems Property.

Assets includible in asset class 00.12 Information Systems of Rev. Proc. 87-56 are
depreciated using a 5-year recovery period. This class includes computers and their
peripheral equipment. The class defines "computers" and "peripheral equipment” in the
same manner as LR.C. § 168(1) (2) (B). For the reasons discussed in the preceding paragraph,
slot machines and video lottery terminals are not includible in asset class 00.12.

The Property Is 7 Year Recovery Property

The property is 7 year recovery property under Rev. Proc. 87-56 (Asset Class 79.0), rather
than property used in distributive trades and services.
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As previously discussed, under Rev. Proc. 87-56 the class lives and, therefore, the recovery
periods, of depreciable property generally are associated with particular business activities.
Asset class 79.0 Recreation includes assets used in the provision of entertainment services on
payment of a fee or admission charge, as in the operation of bowling alleys, billiard and pool
establishments, theaters, concert halls, and miniature golf courses. Assets used in this
business activity that are includible in this class are depreciated using a 7-year recovery
period. The business operations making use of the assets under consideration are engaged in
the business of gaming.

The Tax Court has characterized legal gaming as entertainment. Libutti v. Commissioner,
T.C. Memo. 1996-108.

Rev. Proc. 87-56 and its predecessors are based in large part on the Standard Industrial
Classification Manual (SIC) published by the Office of Management and Budget. SIC has
precise categorization by primary business activity using language very similar to that found
in Rev. Proc. 87-56. The asset class numbers for the particular business activities described
in Rev. Proc. 87-56 are largely taken from SIC. Major Group 79 of SIC, Amusement and
Recreation Services, includes business operations engaged in providing amusement or
entertainment services. The SIC classification numbers for operators of coin operated
amusement devices and casino operators are 7993 and 7999, respectively.

Taxpayers' argument that slot machines constitute coin operated dispensing machines that
fall within the "distributive trades and services" asset class is flawed. Coin operated
dispensing machines dispense retail products. Slot machines and other gaming devices do
not dispense retail products. They dispense winnings from games of chance played by
patrons for entertainment and amusement. Accordingly, they constitute assets that fall within
asset class 79.0 for Recreation business activity.

Because taxpayers making use of slot machines, video lottery terminals, and the other
supporting casino equipment are engaged in an amusement and recreation services business
activity covered by asset class 79.0 of Rev. Proc. 87-56, the property used in that activity
must be depreciated using the recovery period prescribed for asset class 79.0. The recovery
period for asset class 79.0 is 7 years, unless the taxpayer is subject to AMT and the property
was placed in service prior to January 1, 1999. For property placed in service before January
1, 1999, recreational assets in asset class 79.0 have an AMT recovery period of 10 years.
LR.C. §168(g) (2) (C) (i). Property placed in service after December 31, 1998, has the same
recovery period for regular and AMT purposes.

The conclusion with respect to the other supporting casino equipment described above
assumes that none of this equipment is excluded from asset class 79.0 as property used in all
business activities or as property with a recovery period assigned by statute.

A change to correct a taxpayer's consistently used improper depreciation method, recovery
period, or convention for computing its depreciation deduction is a change to the taxpayet's
method of accounting, subject to the provisions of IRC § 446 and 481. Service personnel
should process cases accordingly where taxpayers have claimed depreciation using the
improper recovery period for their slot machines or other gaming equipment.
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Audit Techniques

. Inspect deposit slips on the date the income is collected from the machines, to
determine if sufficient coin income is deposited.

. Observe the business at peak times, if possible. For example, if there are video
games, try to observe the business after school lets out.

. Contact the amusement owner for rent/lease contracts and reported income. If the
taxpayer is paid by check, determine that the check is deposited to a known bank account. If
it is not, find out how it is negotiated and search for other income misdirected in the same

mannet.
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Cash Audit Techniques Guide - Chapter 14

Convenience Stores Defined

Convenience stores, mini-marts and bodegas are small-sized stores that offer a limited range
of grocery, drug and snack items that people are likely to need or want as a matter of
convenience. Most convenience stores are located on busy street corners or in gas stations,
where they can be utilized by both travelers and local residents. These stores usually allow
for quicker shopping and faster check-out service. To compensate for the convenience they
offer, prices are higher than at supermarkets.

Convenience stores usually open early in the mornings to accommodate early workers and
commuters, and do not close until midnight or later. These hours allow commuters and
other workers to stop in for breakfast. They will sell coffee in carryout cups and ready-to-go
bakery items such as muffins and doughnuts. Convenience stores appeal to families who
may need to replace just one or two items, such as milk, toilet paper or bread, as well as
regular customers who buy lottery tickets, liquor or candy.

At lunch time students often buy cold drinks and snack foods from convenience stores.
Many have microwaves for heating up prepared sandwiches, soups, and other food items
they sell.

Because water, soft drinks and alcohol are the biggest selling items, there will be a long,
refrigerated cooler along the back or side wall. The front counters may hold containers of
candy, beef jerky, phone cards for sell, or whatever the owner thinks might be an impulse
buy. Space is usually limited, so the store will not contain items that do not sell quickly.

The primary issues in the examination of a Convenience Store are:

e Unreported income,
e Handling and accounting for cash receipts,
e Cost of goods sold.

e (ash and Internal Controls
Unless the serial numbers were recorded, no one can identify cash that is missing from a
particular business. And, unlike checks, no one can trace who used it. For these reasons,
the examiner must always ask about the procedures for handling and safeguarding cash.

A thorough understanding of how cash is handled is particularly important, so be sure to
find out

e who collects the cash,
e where it is kept, and
e who reconciles it to sales at the end of the day or shift?

When cash is used to pay vendors or make purchases, the examiner must find out
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e who is authorized to do this,
e whatis the procedure, and
e how is it reported?

Even with weak internal controls, a taxpayer may be properly reporting income, but the only
way to know this is to gather detailed information about how the business is conducted,
documenting cash inflows and outflows and thoroughly interviewing the owner regarding
cash receipts and expenditures.

It is important to find out who takes cash to the bank and what accounts it may be deposited
into. If the same employee (or owner) who records the income and prepares the bank
deposit slip also takes the cash to the bank, they could change the amount on the deposit
ticket and skim some or all of the cash.

Fast food drive thru restaurants know that when cash is collected and entered by one
employee at the first window, and the food is delivered by a different employee at a second
window, it is less likely that food will be given away free or that cash will be stolen.
Restaurants that offer a free meal if customers don’t get a receipt is trying to make sure their
employees record all sales in the cash register. Both of these are internal controls.

The examiner should ask the taxpayer what they do to make sure all cash is reported. If they
have employees, ask what they do to make sure the employees don’t steal from the business.
If they can’t describe the controls they have, or can’t explain why there are no controls, there
is probably some missing cash. If only family members are handling cash, and there is no
external control in place, the cash reported may not be reliable.

The taxpayer may have a cash register, but that doesn’t mean he uses it properly, so during
the initial interview, ask what percentage of sales is attributed to cash compared to credit or
check payments.

At the end of a shift an owner or manager will use a special key to print end of day sales
reports (X report is detail tapes and Z report is summary tapes). The cash in the register will
be compared to the sales on the tape.

If the taxpayer has a computerized cash register system and cannot provide the requested
financial records, contact the cash register manufacturer for instructions on how to obtain
the reports needed. Most programs made within the last decade can produce the essential
reports.

Rarely will more than one employee use a single cash draw because the owner needs to know
who is responsible for shortages and voids.

One way to hide missing cash is to report the wrong amount of cash, so it will reconcile to

the register tape. This is why the person who collects cash should not count their drawer
proceeds at the end of the shift.
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Another way to hide missing cash is to destroy the register tapes and report only the amount
“received”. In this case, since the source documents are missing, an indirect method is
needed to determine an accurate income.

The Role of Money Orders and other Money Transfer Systems

Money order payment instruments can be used instead of a checking account for monthly
bills, catalog purchases, or loans. Western Union allows customers to send payments over
the telephone or internet using credit cards, debit cards or a bank account. Using money
orders or other transfer systems, such as Western Union, money can be moved between
countries.

When an auditor tests gross receipts; consider money exchange schemes. Some taxpayers
who sell money orders or Western Union money transfers will use unrecorded cash to
purchase money orders. These can be held in a safe, taking up less space than cash, or they
can be used to pay owners personal expenses, such as utilities or mortgages.

Sometimes, owners will purchase their money orders at a neighboring store and the
neighboring store owner will purchase their money orders at your taxpayer’s store. When
money order purchases are sampled, be alert for the names of other local stores and their
owners.

Techniques to consider:

e Ask the taxpayer if they store cash or pay bills with money orders.

e Ask the taxpayer if they send money orders to friends or relatives.

e Consider summonsing a taxpayer’s residential utility company, Mortgage Company,
auto loans, etc. to determine how personal payments are made, if they cannot be
found to be paid through any known bank accounts.

e Sample money orders purchased (the taxpayer should have copies or they can be
summonsed from the money order company)

Self Consumed ltems

Most businesses will have items withdrawn for personal use, but it is rarely reported in the
books. Remember, an owner is not likely to leave a store full of goods that were purchased
at cost, to travel to a grocery store to buy those same items at retail prices.

This should be addressed during the initial interview. Taxpayers may not understand that
this is not an illegal act, so the examiner should explain that these self consumed items have
an effect on income. It is beneficial to the taxpayer to report items withdrawn for personal
use because those costs will not be considered when a percentage markup method is used.
However, the examiner should also consider the identified self consumed items as part of
personal living expenses.
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Ask the taxpayer to describe the situations when there will be personal use: for example,
when the children get out of school they stop in and get a soda, or, approximately once a
week items are taken for dinner, or, milk for home is always supplied from the store, etc.
Are drinks or food consumed by the taxpayer, family or friends on the premises when they
work?

Ask whether food or beverages are sometimes used for parties and events. Taxpayers will
even sometimes sell their inventory goods to friends or neighbors for their parties.

If guests or friends are provided free goods from the store, a separate key will be used on the
register, if the transaction is recorded.

Get all information about the use and redemption of coupons. What type of coupons are
accepted (in-house or manufacturers coupons). What cash register key records coupons?
What happens to the coupon (Is it stapled to the ticket? Torn and half retained? Returned to
someone for reimbursement?)

Inventory Issues

There are many small business owners who say they know exactly what is in their store at
any time just by looking around. These types of owners will say this is why a physical year
end inventory is not necessary.

Some inventory errors occur because taxpayers take inventory at the retail price, when it
should be valued at cost.

The examiner has several options on how to consider the inventory issue.

If inventory amounts are not supported by detailed worksheets, and the examiner believes
they are estimates, it would be appropriate to consider ending inventory is the same amount
as beginning inventory.

A convenience store, according to industry averages reported on Bizstats, will have 59 days
sales in ending inventory. The inventory turnover ratio is 6.4, which means the entire
inventory is sold out 6.4 times during the year. The gross profit percentage is 25.5%. The
examiner can use these statistics to correctly calculate inventories when the taxpayer has not
maintained accurate records.

Request the taxpayer take an immediate physical inventory. When that record is supplied,
sales and cost of sales reported on the tax returns can be used to back into the inventory of
the audit year.

Other Miscellaneous Income
e ATM
e Film Developing
e Movie Rentals
e Photocopier/Fax
e Vending Machines
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e Video Games

Audit Techniques

During the interview ask when financial tasks are usually performed. The shorter the delay in
inputting data into the accounting records, the lower the risk of untracked changes. As input
time delays increase, the potential risk related to alterations, manipulations and/or deletions
increases.

This means there is a greater chance of skimming or undisclosed items.

During the initial interview, ask what percentage of sales is attributed to cash compared to
credit or check payments. When analyzing the bank deposits, this percentage can be verified
and any discrepancies can be questioned. If there is any question that the taxpayer gave
inaccurate percentages, it will be resolved during the business tour.

During the tour of the business be alert to the type of payments that are made and how they
are handled. Spend some time watching the procedures at the register and stay long enough
to observe several transactions. If the taxpayer has said he rarely receives cash, but in two
hours the examiner notes 10 cash purchases, that observation must be recorded and
analyzed.

Compare the cash register tapes from the day the register was observed, to the tapes for the
audit period.

Match the taxpayer’s statements, cash register records or reports, against the findings.

Total Gross Receipts divided by the Number of Days the Store was Open equals Average
Daily Sales. This can be compared to the sales on the day the examiner toured the business.
The examiner should match the cash register tapes to cash deposits for a sample period. If
the tapes show cash received was $500, but the cash deposited that day was only $400 and
there were no cash paid expenses — find out who operated the register that day, who counted
the money, who deposited the cash. Sample more days when those individuals were working.
If there are books, analyze every journal entry to the cash accounts and find out who
authorized the entries.

Contact state auditors or sales tax auditors for information on prior examinations and what
markup percentages were used. Markup percentages do not usually change, so this
information will be helpful even if the sales tax examination is old. Sales tax examinations are
usually performed regularly in most states.

Contact beer and wine suppliers to determine if the amount purchased agrees with the
reported cost of goods sold.(Owners will sometimes under-report purchases to improve the
ratio between sales and cost of sales.) Alcohol purchase is usually restricted by State
regulations, and only certain, licensed suppliers can sell liquor to retailers. Therefore, only a

few suppliers can be contacted for an accurate calculation of this aspect of cost of goods
sold.
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If there are credit card transactions deposited to the bank account, test a sample of them by
tracing them to the cash register tapes. If the credit card purchases cannot be found on the
cash register tapes, ask the taxpayer why and consider the tapes may be unreliable.
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Cash Audit Techniques Guide - Chapter 15

Laundromats: Under Development By the IRS
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Scrap Metal
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Introduction

General Background Information

Throughout the ages, man has been recycling metals by melting and reusing them. A visit to
almost any industrial area in the country will demonstrate that the scrap business is alive and
well. You’ll notice scrap processors (scrap facilities or scrap yards) where the scrap metal is
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piled high, cranes are lifting and sorting the metals, and trucks are hauling the scrap metal in
and out of the facilities. Recycling metal is important because it creates big business. It also
plays an important role in conserving our national resources. It helps keep our highways and
cities free from debris and helps preserve landfill space.

In the U.S. alone, scrap metal processors handle the following approximate quantities of
scrap metal yearly:

. 56 million tons of scrap iron and steel; 1.5 million tons of scrap copper;
. 2.5 million tons of scrap aluminum;

. 10 million tons of scrap automobiles;

. (This is included in the 56 million tons of scrap iron and steel recycled.)
. 1.3 million tons of scrap lead,;

. 300,000 tons of scrap zinc; and

. 800,000 tons of stainless steel scrap. 1

1 Scrap: America’s Ready Resource, Institute of Scrap Recycling Industries, Inc., pp. 2- 3

Example

Iron ore is extracted from the ground. It is shipped to a mill where iron or steel--steel in this
example--is made into different forms, such as sheet or bar stock. The steel is then shipped
to a buyer, such as a stamping plant or screw machine shop, to be fabricated. During that
fabrication, scrap metal is generated; then, it is sold for processing and/or melting.

Scrap metal is also produced by the ultimate user at the end of the steel product’s useful life.
The obsolete product enters the recycling system at that point.

After processing the scrap metal, the scrap processor will sell the processed scrap to a mill,
foundry, or other concern that will use the metal to make new products.

Examples of commonly recycled scrap metal products are:

. Aeronautical and aerospace equipment, including airplanes and rockets;
. Aluminum siding, doors, and window frames;
. Appliances;

. Automobiles;

. Bed frames and mattress springs;

. Bridges;

. Cast iron sinks and bathtubs;

. Cooking pots and pans;

. Electrical wire;

. Eyeglass frames;

. Food and beverage containers;

. Business equipment;

. Industrial cuttings; telephone wires

. Industrial machinery and tools;

. Locks and doorknobs;

. Park and playground equipment; toys

. Pipe;

. Railroad and subway cars;
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. Roadbed reinforcing bars;
. Ships;

. Building Structures such as Roofs, steel building frames;

Scrap recyclers purchase recyclables from various sources, including manufacturers of metal
products; airlines and railroad companies; apartment complexes; automobile dismantlers;
auto mechanics; builders, roofers, and other construction sources; demolition contractors;
factories; mills; foundries; fabricators; farmers; federal, state, and municipal government
agencies and programs; hospitals; universities; schools; machinists and appliance repair
shops; municipal curbside collection programs; offices; stores; hotels and restaurants;
plumbers and electricians; the general public; the U.S. Armed Forces; and utility companies.

Types of Scrap Metal

Scrap metal is divided into two types: ferrous and nonferrous. Ferrous scrap is scrap iron
and steel. This includes scrap from old automobiles, farm equipment, household appliances,
steel beams, railroad tracks, ships, and food packaging and other containers. Ferrous scrap
accounts for the largest volume of metal scrapped. Ferrous scrap is classified into almost 80
grades; additionally, there are another 40 grades of railroad ferrous scrap and even more
grades of alloy scrap. Metal alloys are made from a combination of two or more metals.

Nonferrous scrap metal is scrap metal other than iron and steel. While the volume of
nonferrous scrap is less than ferrous scrap, it is more valuable by the pound. Here are some
examples of nonferrous scrap: aluminum, copper, lead, zinc, nickel, titanium, cobalt,
chromium, and precious metals. Millions of tons of nonferrous scrap metal are recovered by
processors and consumed by secondary smelter, refiners, ingot makers, fabricators,
foundries, and other industries in this country.

Scrap metal, ferrous and nonferrous, can be categorized as either “home scrap” or
“purchased scrap.” Home scrap is scrap generated at the mill, refinery, or foundry, and is
generally remelted and used again at the same plant. Home scrap never leaves the plant.

The other category, purchased scrap, is further classified as either industrial (also called
prompt or new scrap) or obsolete scrap. An example of industrial scrap is a piece of metal
that is cut or drilled. The metal that is cut or drilled out and is not incorporated into or made
into the finished product is known as industrial scrap. The largest source of industrial scrap
is the automotive industry. Obsolete scrap, also referred to as old scrap, is scrap that is worn
out or unwanted in its form. Examples of obsolete ferrous scrap are automobile hulks, old
farm equipment, and major home appliances. Examples of obsolete nonferrous scrap
include radiators and catalytic converters from old automobiles, electrical boards from old
computers, old pipes from buildings, and spent photographic film. Recyclers can recover
copper and lead from radiators, platinum from automobile catalytic converters, gold from
computer electrical boards, and silver from the spent photographic film.

Compliance Issues

Examinations of scrap metal processors have identified areas of noncompliance in this
industry. The most common issues encountered in examinations are that deductions for cash
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purchases of scrap metal were often not adequately substantiated by purchasers and that
payments were often not reported in income by sellers of the scrap. It should be noted that
some businesses are both purchasers and sellers of scrap metal. For example, a peddler may
purchase scrap metal from a manufacturing concern and also sell the scrap metal to a scrap
processor. The section on examination techniques is divided into two sections; one section is
on purchasers of scrap metal and the other is on sellers. These are issues that may be
encountered in examinations of both purchasers and sellers.

Purchasers of Scrap Metal

Examples of purchasers of scrap metal are foundries, mills, mini-mills, brokers, peddlers,
and scrap processors. The industry prefers either the term “facility” or “plant,” be used to
refer to their place of business, but you may also see the term “yard” used. Operations of
Purchasers Scrap Processors (also known as Scrap Dealers or Scrap Recyclers)

Scrap processors collect, sort, process, and eventually sell the scrap metal to foundries, mills,
mini-mills, and other purchasers. Most processors handle both ferrous and nonferrous
metals but may specialize in either. Exhibit A identifies the properties of ferrous and
nonferrous metals and their sources.

The equipment utilized by the scrap processor to process the scrap will vary with the type
and volume of scrap the processor purchases. Most processors will have a crane that is either
a traditional cable type or a hydraulic crane that is available on crawler, truck, pedestal,
gantry, rail, or overhead mountings. Large magnets or grapples are attached to the cranes
that lift and move the ferrous scrap. Processors may have a hydraulic baling press, an
alligator shear, or hydraulic guillotine shear. Some processors have shredders that can turn
an auto into much smaller pieces of scrap. Because shredders are very expensive machines,
there are fewer in number. However, the shredders produce a large volume of tonnage.
Additional equipment utilized to process the scrap might include scales, conveyors, mobile
auto crushers, and the truck fleets and containers used to store and move the scrap from the
originator to the end user.

When the scrap metal arrives at the processor’s location, the scale operator normally weighs
the scrap placed on the scale and creates a cash slip/weight ticket. The cash slip/weight
ticket generally identifies the type of metal, total weight, price per pound (or per cwt. or per
ton), total amount to be paid, and name of the individual or business selling the scrap metal.
The cash slip/weight ticket is then presented to the cashier for payment. If the processor
services businesses where containers are kept on the seller’s premises, these businesses, often
referred to as industrial accounts, normally will be paid once or twice a month.

The scrap market can be volatile. Even experts have a hard time predicting prices for any
scrap commodity at any given time. For example, ferrous scrap valued at $100 a ton in one
year can be worth $50 two years later and $130 the next year. In this market, the purchaser
determines the market price. When demand increases for scrap metal, a higher price is
offered to the seller. When enough scrap has been purchased, the price begins to fall. There
is less incentive for the processors to collect scrap when the price is low because the profit is
also lower. If the market price of scrap metal is low and processors can afford it, some may
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stockpile scrap and sell later when the market is more favorable. Thus, inventories may vary
depending upon market conditions.

Most scrap processors eventually sell scrap metal to larger processors, foundries, or mills.
Payment is usually made by check but can be made by wire transfer or in cash.

Peddlers

A scrap peddler is usually a sole proprietorship reporting on a Schedule C. The peddler
purchases scrap metal and resells it to the scrap processor. Depending upon the size of the
peddler’s operation is, the peddler may have drivers working for him to help transport the
scrap. The peddler may have industrial accounts at machine shops and stamping plants or
may search for scrap metal. A peddler with industrial accounts may maintain containers at
the customer’s location to store the scrap metal. The peddler is different from the processor
because he does not process or store the scrap metal. He merely transports the scrap metal
from the seller to the buyer. When a customer calls or the peddler locates scrap metal, the
peddler takes the scrap metal to a processor. The peddler may be paid by the processor upon
delivery or later with or without an invoice being issued. The peddler usually does not deal
exclusively with a specific processor but “shops around” for the best price.

Brokers

Brokers act as agents for others in negotiating contracts, purchases, or sales. Brokers may act
as intermediaries between any buyer or seller of scrap metal. The broker is different from the
peddler because the broker may not take physical possession of the scrap.

Major Issues

Purchases

Although not present in every case, a major issue found in many examinations of purchasers
was inadequate substantiation of purchases. Taxpayers supported their scrap purchases in a
variety of ways. Substantiation varied from very detailed records to no records at all. Some
taxpayers kept precise records for some sellers and no records for other sellers. Cash
slip/weight tickets were sometimes incomplete, illegible, or prepared with false names. A
disallowance of an offset for cost of goods sold may be warranted if the taxpayer does not
provide adequate substantiation to verify purchases. In most cases, verification of a purchase
may be made when sellers are paid by check because the sellers can be identified by the
endorsement on the check. However, there are instances where checks are issued and the
ultimate seller cannot be identified, such as when checks ate issued in fictitious names and
cashed for the seller by an employee of the purchaser.

Treas. Reg. section 1.61-3(a) states that...”in a manufacturing, merchandising, or mining
business, ‘gross income’ means the total sales, less the cost of goods sold, plus any income
from investments and from incidental or outside operations or sources.”

Treas. Reg. section 1.162-3 states that...”taxpayers carrying materials and supplies on hand

should include in expenses the charges for materials and supplies only in the amount that
they are actually consumed and used in operation during the taxable year for which the

170



return is made. . . .” Thus, the regulations allow the taxpayer an offset against sales for
purchases made and consumed during the tax year.

Substantiation for scrap metal purchases is an important issue. It was addressed in Bard v.
Commissioner, T.C. Memo. 1990-431. In Bard, the court stated that the taxpayer has the
burden of proving the costs of goods sold and that the question of substantiating the
amount is a factual one. Because of the vast extent of cash dealings and the taxpayet’s
fragmented and incomplete records and documentation, the court found that the taxpayer
did not meet his burden of proof. The court upheld the Service’s disallowance of part of the
taxpayer’s claimed cost of goods sold. As the Bard case demonstrates, the taxpayer will not
always be allowed an offsetting cost of goods sold deduction for amounts that they have
included in total sales when they cannot substantiate the purchases.

In the recent decision, Bobry v. Commissioner, T.C. Memo. 1997-27, the taxpayer submitted
receipts showing unit cost, total cost, metal type, and weight of scrap metal received as
substantiation for cash purchases. However, the taxpayer did not record the names of the
sellers. Without that information, the Service was unable to conduct third party contact to
verify the transactions. Accordingly, the Service disallowed 83 percent of the taxpayer’s cash
purchases. In his opinion, the judge pointed out that taxpayers generally bear the burden of
proof regarding the proper amount of costs of goods sold, and they are expected to maintain
adequate records to substantiate their deductions. However, the judge also acknowledged
that taxpayers are entitled to offset gross revenue with cost of goods sold. The judge cited
Cohan v. Commissioner, 39 F.2d 540, 544 (2d cir. 1930) and held that the taxpayer was
entitled to include 95 percent of its calculation of cash scrap purchases. In Cohan it was held
that where taxpayers do not have adequate records, but where the record suggests that they
clearly incurred an offset to gross income, courts may estimate the offset based on the
evidence.

While the Service believes that the petitioner’s deductions in Bobry should have been more
severely limited, the opinion does support the proposition that a taxpayer with inadequate
records will be disadvantaged. In the opinion, the judge was critical of the petitioner’s
record-keeping methods and denied five percent, which is still a considerable amount, of the
petitioner’s deductions because of inadequate records. Moreover, he sustained the
imposition of the accuracy-related penalty because the petitioner failed to maintain complete
records. Although the above decisions addressed the substantiation issue, adequate
substantiation is to be determined by the merits and facts of each case. Moreover, examiners
should keep in mind that in the wholesale and retail industries when gross revenue is
generated, a corresponding cost of goods sold generally exists. However, if the taxpayer is
unable to specifically show the incurrence of the cost associated with the specific revenue
reported, and the taxpayer does not provide adequate corroborating evidence to support the
accuracy of the claimed deduction, then the cost of goods sold issue should be raised.
Assistance should be requested from District Counsel in determining the merits of specific
cases. Consideration should be given to the issuance of an Inadequate Records Notice when
circumstances warrant it.

Note: As is possible in any other type of business, income from the scrap metal business
may be diverted to the owner of the business. This diversion may occur through the
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overstatement of purchases. The income reported on the shareholder’s returns should be
reviewed in light of the shareholder’s standard of living to determine if the amount deducted
for purchases that cannot be substantiated may have been diverted for the shareholdet's
personal use. Consideration should be given to whether the amount of unsubstantiated
purchases should be included in the shareholder’s income. The owner may also divert
income by having the business report less income than received and withdrawing the
unreported cash from the business. An indirect method on the shareholder may be
appropriate if there is a reasonable indication of unreported income

Pre-Audit Steps

The pre-audit plan for the purchaser of scrap metal would include any and all items that you
would consider for any examination, but specific consideration should be given to the items
listed below:

1. Research the Currency and Banking Retrieval System (CBRS) to determine if any
Forms 4789, Currency Transaction Reports, or Forms 8300, Report of Cash Payments
Received by a Trade or Business, were filed with the Internal Revenue Service (IRS) by or on
behalf of the taxpayer. Filings of either form indicate that the purchaser is dealing in cash.

2. In the initial contact with the taxpayer, request an interview with the individual most
familiar with the day-to-day operations of the business. If this individual is not the owner of
the business, also request that the owner be present. This is essential because the specific
interview questions that follow should be addressed to the person who is most familiar with
the business operations, usually the owner of the business. The responses to the interview
questions will help determine the scope of the examination, and thus, the interview should
be conducted at the early stages of the examination.

3. In the initial contact with the taxpayer, arrangements should be made to tour the
business and to conduct the examination at the business site. Many observations made
during the tour and the on-site examination may aid you in your examination. For example,
the types of scrap containers used by the taxpayer may indicate the existence of industrial
accounts. Also, the names on trucks entering and exiting the processor’s location may help
to identify the taxpayer’s customers.

Information Document Request

In addition to the general request for items for the initial appointment, the following items
should also be requested:

Weight tickets for cash purchases;

Cash slips (may include weight and price) for cash purchases;

Copies of shippers prepared by the seller for cash purchases;

Metal settlement reports or summary statements;

Reconciliations of daily cash balances with the amounts used to purchase scrap;
Copies of all checks that were written to cash;

Listing of all names and addresses of your suppliers of scrap metal;

Schedule of advances made to suppliers; and

Contracts or bids given or received for large jobs, such as contracts for dismantling
plants water towers, or bridges, etc.

A e A
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These items will generally be the same items that the taxpayer will use to document
purchases. The taxpayer may not maintain all these records or may refer to them by different
terms. Therefore, they should be discussed with the taxpayer so that all documentation that
the taxpayer uses to substantiate cash purchases is obtained.

Interview Questions

The interview questions and comments that follow relate to the taxpayer’s purchases of
scrap metal and should be incorporated into the agent’s general interview questions. The
responses to the general interview questions should provide an in-depth knowledge of the
taxpayer’s business operations. The taxpayet’s responses to the questions might require
further inquiries into some areas. The agent will have to use good judgment in expanding the
line of questioning when warranted.

1. What types of metals do you purchase?
Find out if the taxpayer purchases ferrous and/or nonferrous metals. If the taxpayer
purchases nonferrous metals, which types of nonferrous metals are purchased?

2. Approximately what percentage of your purchases are from each type of metal?
This will give you a general idea of the overall makeup of the taxpayet's purchases.

3. In what condition do you accept the scrap metal?

Determine how particular the taxpayer is regarding the condition of the scrap. For instance,
the taxpayer may accept contaminated scrap. Scrap can be contaminated by other types of
metals, machining oil, or any other types of debris. The taxpayer will pay less for
contaminated scrap.

4. What type of processing do you perform before the scrap metal is sold?

Processing includes, but is not limited to, upgrading, sorting, cutting, and cleaning the scrap.
The amount of processing that the taxpayer has to perform will affect his cost of goods sold
deduction.

5. How do you determine the price that you pay for your scrap metal?

The taxpayer may call the foundry or mill to find out what they are currently paying for the
scrap, or he may consult magazines/websites for ferrous scrap prices or a newspaper for
ferrous and nonferrous metal prices. The taxpayer may then use this information in a
formula to determine a purchase price that will generate a profit for him. Find out the
formula. As a point of information, the prices of nonferrous metals fluctuate more than
ferrous metals.

6. What types of accounts do you handle?
Industrial, peddlers, brokers, or others? Determine from whom the taxpayer purchases scrap
metal and the type of metals purchased from each account.

7. Who handles the accounts?
If applicable, determine which individuals enter into bids or contracts or handle specific
accounts. What percentage of your purchases is made from each type of account?
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Determine the amount of purchases made from each type of account.

3. Who are the primary suppliers in each type of account?

Determine what businesses or individuals supply the scrap for each type of account. The
agent should consider the responses from the two preceding questions to determine the
depth of information to be obtained through this question.

9. Describe the process that takes place when someone arrives at your place of business
with scrap metal to sell.

This description should detail items such as the name of person who operates the scale; how
the scale operates whether a person can manually adjust pounds on weight tickets or
whether the scale provides a printout; name of person who prepares the weight ticket; a list
of other documentation that is prepared, if any, name of person who actually makes the
payout from the documentation provided; and when the payout is made.

10. Describe the process that takes place when you pick up scrap metal that you are
purchasing. Determine if the taxpayer keeps containers at the seller’s place of business. How
often does the taxpayer empty the containers for the seller? Also ask how many trucks the
taxpayer has to pick up scrap metal. Find out who the drivers of the trucks are. You may
also want to find out if the drivers are treated as employees. If they are not, you may want to
consider if the drivers should be treated as employees. What type of documentation is
provided to the seller when the scrap metal is picked up? Where is the scrap weighed? What
other documentation is prepared? When and how is the actual payout made?

11. What percentage of your purchases is paid in cash, and what percentage is paid for
by check?

In response to the two descriptions above, the taxpayer will generally state that some
purchases are paid for with cash. This question begins the line of questioning regarding cash
purchases.

12. How do you obtain the cash used for purchases? Are checks written to cash?

13. From what bank account(s) do you withdraw the cash?

14. Who withdraws the cash from the bank? How often?

15. What records do you keep to reconcile the cash amounts withdrawn to the amounts
that are spent on cash purchases?

16. What person(s) performs the reconciliation? Is there an actual count of the cash?
Who performs the count?

17. What internal controls do you have in place to ensure that cash is not diverted?

18. Did your accountant or financial advisor impose any controls to ensure that cash is
not diverted?
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19. How much cash do you have on hand for scrap purchases during a normal business
day? Where is the cash kept?

20. Do you pay the same price per pound for metals regardless of whether or not the
payment is to be made in cash or by check?
Determine if there is an incentive for the buyer to pay out either type of payment.

21. How do you determine whether the purchase will be paid for in cash or by check?
Determine who makes the decision whether the payments are to be made in cash or by
check. Why has the seller requested cash? Why is the buyer paying in cash? Does the dollar
amount of the sale make any difference? Are there any special arrangements in place with
certain types of sellers concerning payment policies?

22. Do certain sellers receive payments for a load of scrap both in cash and by check? If
they do, find out the reason why this would be necessary.

23. What identification is required before cash is paid out to the seller?

What information or identification does the taxpayer require from sellers? Find out if the
taxpayer requires any of the following: name, name of business that the driver is transporting
the scrap for, address, driver’s license number, license plate number, social security number,
Department of Public Safety identification card number, military identification card number,
passport number, or a United States Immigration and Naturalization Service work
authorization (green card) number. Who writes the information down, the seller or the
purchaser? Is the information verified in any way?

24. What documentation is provided to the seller to document the payment of cash for
the sale of the scrap metal?

Make sure to determine if different types of documentation are provided to different types
of sellers. Even though you have already requested a description of the paperwork process
when scrap is purchased in prior questions, make sure you can trace through a typical
transaction. For example, does the taxpayer prepare weight tickets, cash slips, metal
settlement reports, summaty sheets invoices, and/or purchase journals, etc.?

25. Do you retain the documentation discussed above?
Determine what documentation the taxpayer has retained. If the taxpayer has not retained
the documentation, find out why. Also, if the taxpayer has not retained the documentation,

you may want to discuss ways to reconstruct the documentation at this time.

26. How does the company account for purchases made by check?
Is the procedure the same as for purchases paid for in cash? If not, explain the differences.

27. Who signs the checks?
28. What documentation is provided to the person who signs the check?
29. Are checks written to cash and then cashed by the taxpayer for the seller?

30. Why does the taxpayer provide this service to the supplier?
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31. Are checks written to the payee and then cashed by the taxpayer for the payee?

32. Why does the taxpayer provide this service to the supplier? Are any purchases made
from outside the United States?

Find out how the payment is made. Consider contacting an international examiner for
assistance.

Development Process

As with any other industry, record-keeping practices will vary from taxpayer to taxpayer.
Some taxpayers may maintain very complete records and others will not. Nonetheless, agents
should be aware that substantiating documentation for scrap purchases may be deficient for
any number of reasons. The examples that follow describe some particularly abusive
situations in which scrap processors failed to substantiate purchases.

Examples

1. Use of Fictitious Names. Cash slips/weight tickets may be prepared using fictitious
names so that the agent will be unsuccessful in following the audit trail. The scrap processor
may not request proper identification from the seller because there is no concern about
leaving an audit trail, or, the processor may be aiding the seller in underreporting income.
The scrap processor may be preparing fictitious invoices to inflate purchases and take a
larger deduction for purchases while funds are diverted for personal use or for a “related”
party. A propetly prepared cash slip/weight ticket would include an authentic name, date,
weight and description of material, dollar amount paid for material, and a signature. Larger
scrap processors may also use pre-numbered cash slips/weight tickets for internal control
purposes.

Sampling of the scrap processor’s documentation for cash purchases will provide an
indication of the type of substantiation prepared and kept by the taxpayer for cash
purchases. If you find questionably prepared documentation, analyze it to determine what
identifying information can be obtained from it to locate the seller. Also inquire as to
whether the taxpayer maintains any other data on the seller that may show the seller’s
complete name, address, phone number, corporate or business name, license number, or
plate number, etc. Consider expanding the scope of the examination for purchases. Also
question the taxpayer thoroughly regarding the questionably prepared documentation. Many
times the taxpayer will be quite familiar with his steady customers and will be able to identify
certain sellers who receive cash payments. It is important for the purchasers to provide the
necessary information so examiners will be able to conduct third-party contact with the
sellers to verify the purchases.

In cases where the processor has not kept adequate records and it appears that the processor
may have used fictitious invoices to divert funds for personal use, consider examining the
person who may have received the funds. If a reasonable indication of unreported income
exists, an indirect method of determining income should be performed as part of the
examination of the person.

176



2. Use of Two Different Payees. Taxpayers may list the correct seller of the scrap metal
in the check register and then write the check out to “cash” or to someone other than the
person or entity that sold the scrap metal. The scrap processor may be attempting to shield
the seller by not preparing the check in the name of the seller.

The examiner should take a random sample of purchases paid for by check and match the
payee names in the check register with the names provided on the invoices and the cancelled
checks. If the payee in the check register is not the same as the one on the invoice or the
cancelled check, investigate further to determine the true recipient of the income.

3. Falsified Documents Used in Light-Weighing Scrap. A taxpayer may alter the dollar
amounts or alter weight amounts on the cash slip/weight tickets. The scale operator may
alter the dollar amount on the cash slip/weight ticket after the customer receives a copy of
the ticket and has been paid for the scrap metal. Another method used by scrap processors
may be to “light” weigh the scrap. This is done by adjusting the scale or having the customer
not put all of his truck wheels across the scale. The customer then receives an invoice for the
light weighed scrap. Later the scrap processor prepares another invoice that shows the
correct weight of the scrap and the proper amount that should have been paid out. Unless
the customer has previously weighed the scrap or senses that his load of scrap weighs more
than the scrap processor has calculated, the customer will not realize that his scrap has been
“light” weighed. By altering the dollar amount or the weight amount on the cash
slips/weight tickets, the taxpayer inflates his purchase deduction and can possibly divert
funds to himself or another “related” party.

This impropriety is usually discovered when the seller of scrap metal is presented with
documentation regarding his scrap sales. The seller can dispute the cash slip/weight ticket by
presenting his copy of the cash slip/weight ticket that shows the amount he was paid. Thus,
it is important that the processors record the names and locations of the sellers. Without that
information, the Service would be unable to conduct third-party contacts with the sellers to
verify the accuracy of their claimed deductions. Also, if the cash slip/weight ticket is
numbered, third- party contacts may aid you in determining that the ticket has been altered.
If it appears that funds have been diverted for personal use or for the use of a related party
by falsifying cash slips/weight tickets and a reasonable indication of unteported income
exists, an indirect method may be appropriate as part of the examination of the person who
appears to have received the funds. In all of these instances, it may be necessary to interview
the persons questioned during the initial interview again and conduct interviews with
employees of the taxpayer in order to obtain all the facts for each particular case.

Purchases in Cash

If the taxpayer does not keep adequate documentation to substantiate cash purchases and it
appears that sampling will not identify all “questionable” transactions, consider compiling
the documentation on a database. If the taxpayer will not provide the documentation,
consider issuing a summons. Copy the documentation if the taxpayer requests that it be
returned quickly or if it will be needed for later examinations. Each payment made by the
taxpayer for cash purchases should be inputted to the database. It is important to identify
the fields that you wish to include in the database before inputting the data. Each piece of
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documentation may include different information for different sellers, therefore the database
should be able to capture for many different types of identifying information. Appropriate
tields include, but are not limited to, first name, last name, business name, address, city, state,
date, amount, driver’s license number, plate number, invoice number, ticket number, name
of agent who worked the case, the name of the taxpayers who paid out the amounts, and
miscellaneous. The miscellaneous field can be used for unusual items.

After the data is inputted, the database can be sorted and stratified so the data can be
analyzed to determine if the taxpayer has substantiated the purchases. If the sellers cannot be
identified, determine if there are other ways to identify them. It is important to identify the
sellers so they can be contacted to verify the accuracy of the transactions. Consideration
should be given to picking the returns of the sellers, when appropriate, to determine if they
reported the income. The use of affidavits should be considered when discrepancies arise.
Employees of the scrap processor may attest to the fact that the payee did receive the cash
payment. “Whipsaw” treatment should be considered if it is impossible to determine which
party is responsible for the discrepancy.

Purchases by Check

Purchases recorded in the check register should be compared to the purchase journal and
the cancelled checks. Determine if shareholders appear to be receiving corporate payments.
Consideration should be given to examining the shareholder's returns to ensure the income
is being reported.

A good examination technique is to review the endorsements on the checks used to
purchase scrap metal. The following situations may exist:

1. The check may be made payable to a corporation and endorsed by the corporate
officer but not deposited into the corporate bank account. It may be deposited into a
personal account or cashed at the bank with no funds being deposited into the business
account.

2. A business may sell the scrap it generates, but the check may be written to an
individual rather than the business. Thus, the funds are never deposited into a business
account. The check proceeds are either kept by the payee or deposited into a personal bank
account.

3. The scrap processor or purchaser may cash the check for the seller after the seller
endorses the check. The check may be written in the seller’s name or in a fictitious name.
The proceeds usually will not be deposited into the business account because the payee
keeps the cash or deposits the cash into a personal account.

Sellers of Scrap Metal

There is no limit to the types of businesses that may sell scrap metal. Listed below are some
of the more common business operations. They are establishments engaged in:
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. Fabricating ferrous and nonferrous metal products, such as metal cans, tinware, hand
tools, cutlery, general hardware, nonelectrical heating apparatus, fabricated structural metal
products, metal forgings, metal stamping, ordnance, and a variety of metal and wire

products;

. Manufacturing metal bolts, nuts, screws, rivets, washers, formed and threaded wire
goods, and special industrial fasteners;

. Manufacturing iron and steel forgings or nonferrous forgings;

. Manufacturing automotive stampings, such as body parts, hubs, and trim;

. Manufacturing metal crowns and closures;

. Manufacturing metal stampings and spun products, including porcelain and
enameled products. Products may also include household appliance housings and parts;

. Manufacturing, on a job basis, special tools and fixtures for use with machine tools,
hammers, die-casting machines, and presses (commonly known as tool and die shops);

. Cutting, slitting grinding, polishing, or sanding metal;

. Demolishing buildings and selling scrap metal from the destroyed building;

. Selling used auto parts, such as alternators and transmissions;

. Purchasing and selling scrap metal; for example, peddlers and brokers; and

. Conducting any type of business activity where the obsolete equipment or buildings

may be sold as scrap metal.

Major Issues

Unreported Income

Internal Revenue Code (IRC) section 61 defines gross income means as all income from
whatever source derived. Thus, sellers of scrap metal must include the amount of the
payments received from the sale of scrap metal, after adjustment for cost of goods sold, in
gross income. See Treas. Reg. section 1.61-3(a).

Assignment of Income

A much more difficult question involves the determination of who is the proper recipient of
the income for tax purposes. The basic legal principle to be applied here is that income is
taxable to the person who earns it. Court cases that deal with this issue include Lucas v. Eatl
281 U.S. 111 (1930) and Home Juice Co. v. Commissioner T.C. Memo. 1977-3 86, aff’d
without opinion, 601 F.2d 599 (7th Cir. 1979). While the principle is easy to state, it is
difficult to apply where an individual who is also an officer and/or shareholder of a
corporate recipient purports to sell scrap metal in his or her individual capacity, rather than
as an agent of the corporation. The income is taxed to the corporation if, based on a careful
consideration of the facts and circumstances, the individual was acting as an agent of the
corporation with regard to the sale. See Home Juice Co. v. Commissioner.

Unreasonable Compensation and Constructive Dividends

Assuming income derived from a corporate officer/shareholdet’s sale of scrap metal is taxed
to the corporation, the corporation will likely argue that it is entitled to an offsetting
deduction for officer compensation. In other words, even though the resulting cash receipt
would otherwise bypass the corporate books, income to the corporation, followed by a
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corporate payment to the officer, can be imputed. The issue then becomes whether this
imputed corporate payment represents compensation to the individual in his capacity as an
officer or a possible constructive dividend to the individual in his capacity as a shareholder.
The classification of a payment as compensation or as a constructive dividend depends on
the purpose for which the payment was made. Treas. Reg. section 1.162-7(a) states: “[T]he
test of deductibility in the case of compensation payments is whether they are reasonable
and are in fact payments purely for services. . ..” See Common Industry Issues-

Unreasonable Compensation for factors to consider in making this
determination.

A distribution to a shareholder with respect to his/her stock is subject to IRC section 301
and is treated as a dividend to the extent of the corporation’s earnings and profits even if not
formally declared. In the scrap metal industry, constructive or disguised dividends may arise
from the shareholder’s personal use of business property.

For example, a shareholder may make sales of business-owned scrap metal for the
shareholder’s own account. Alternatively, consideration received from business sales of scrap
metal may go partially to the corporation by check and partially to the shareholder in cash. In
both cases, the shareholder is personally deriving an economic benefit from the use of
business property and may be receiving a disguised dividend. The shareholder may argue in
response that the cash is actually a loan. See Common Industry Issues-Loans to Shareholders
for factors to consider in making this determination.

The economic benefit from these sales might also be treated as additional compensation to
the shareholder if he/she is also an employee. There are several factors to consider in
determining whether personal use of property amounts to a dividend or compensation:
corporate ownership of the property sold, existence of corporate obligations to the
shareholder for services rendered and the actions of the parties regarding the obligations, the
reasonableness of the amounts paid to the shareholder as compensation, and the treatment
of the distribution on the books of the corporation.

See Bard v. Commissioner, T.C. Memo. 1990-431, which held that corporate officers
received compensation when selling scrap metal, and Joseph H. O’Brien v. Commissioner,
T.C. Memo. 1978-185, which held that constructive dividends were received when corporate
officers diverted corporate funds to private accounts.

Pre-Audit Steps

Keep in mind that cases can be assigned to an agent based upon information obtained from
purchasers, or because the taxpayer is in the business of selling scrap metal or generates
scrap metal through business operations. The items mentioned below relate mainly to
situations in which information has been obtained through purchasers prior to the
examination of the seller. Obviously, if you do not have information regarding the taxpayer’s
scrap sales, not all of the pre-audit items will be applicable.
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The pre-audit plan for sellers of scrap metal would include any and all items that you would
consider for any examination, but specific consideration should be given to the items listed
below:

1. The documentation that was obtained from the purchaser that relates to your
taxpayer should be analyzed and evaluated. The documentation may consist of, but is not
limited to, weight tickets, cash slips, shippers, invoices, cancelled checks, and metal
settlement reports. Determine if the documentation shows that a pattern of payments exists
that would establish how often and in what quantity the taxpayer sells the scrap metal. If the
taxpayer is a corporation or a partnership, determine if payments are made to the entity, the
shareholder(s) or the partners, or the employee(s) of the entity. If it appears that a partner(s)
or shareholder(s) may be receiving payments that may be income of the partnership or
corporation, respectively, consider obtaining RTVUE’s to determine if the income is
reported on their individual tax returns. This will also give you a general idea of the amount
of income that is reported on the returns. As the case progresses, you will be able to
determine if the income reported on the return(s) is commensurate with the individual’s
standard of living,

2. Review the tax return to determine if the scrap income is reported separately on the
tax return. The scrap sales will generally appear on the other income line of Schedule C or
the other income line on Forms 1120, 1 1208, or 1065. If the income is separately stated,
determine if it reconciles to the amount that you show as being received by the recipient
from the scrap processor. Keep in mind that even if the amount reconciles, the taxpayer may
have received amounts from other scrap processors, so you may still need to examine the
return.

3. Utilize the CBRS to determine if any Forms 8300 or 4789 were filed by or on behalf
of the taxpayer. If you are examining a corporation or partnership, requests for CBRS
searches should be made for the corporation and partnership along with the respective
shareholder(s) or partners. Through the request, you may obtain information regarding the
taxpayer’s transactions of cash in excess of $10,000. The absence of any filings should not be
accepted as conclusive proof that the taxpayer did not receive cash because the taxpayer may
have received amounts below the $10,000 reporting requirement.

4. In the initial contact with the taxpayer, firmly request that the individual most
familiar with the day-to-day operations of the business be present. If this individual is not
the owner of the business, also request that the owner be present. This is essential because
the specific interview questions that follow should be addressed to the person, who is most
familiar with the business operations, usually the owner of the business. The responses to
the interview questions will help determine the scope of the examination, and thus, the
interview should be conducted at the early stages of the examination. Also, it may be
necessary during the examination to have subsequent interviews with the owner and/or
other employees of the taxpayer.

5. In the initial contact with the taxpayer, arrangements should be made to tour the
business and to conduct the examination at the business site. Many observations made
during the tour and the on-site examination will aid you in your examination. For example,
notice the type(s) and number of containers that the taxpayer keeps on the premises to hold
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scrap metal. A greater number of containers may mean more scrap is generated. Grinding,
sanding, and polishing operations usually produce less scrap than cutting operations. In
cutting operations, heat is produced. Deeper cuts require more heat and thus would generate
more scrap metal. You may need to seek advice from an engineer if you are not familiar with
certain manufacturing operations in order to determine the extent of scrap metal generated.
Clean plants generally mean good controls. This type of plant may have better production
controls, and therefore, less scrap metal may be generated. Ask any follow-up questions that
will aid you in understanding the taxpayer’s business operations and the type and extent of
scrap metal generated from the manufacturing processes.

Information Document Request

In addition to the general request of items for the initial appointment, the following items
should also be requested:

Weight tickets for scrap sales;

Shipping documents for scrap sales;

Invoices prepared for scrap sales;

Receipts received for scrap sales;

Cash slips for scrap sales;

Metal settlement reports for scrap sales;

List of names and addresses for businesses that purchase the taxpayer’s scrap metal;
Any internal documentation kept to record the amount and type of scrap metal
generated by the manufacturing operations; and

9. Contracts or bids given or received for large jobs, such as contracts for dismantling
plants, water towers, or bridges, etc. The items listed are the items that the taxpayer generally
will provide to you to document sales. The taxpayer may not maintain all the records or may
not use the same names for the documents. Therefore, discuss the items requested with the
taxpayer so that everything he/she uses to document scrap sales is obtained.

PN LD

Interview Questions

As mentioned in the beginning of this section, sellers of scrap metal can be involved in any
number of different types of business operations. The following are some sample interview
questions that examiners should consider asking in addition to the usual general interview
questions. It is assumed that the responses received from the general interview questions
have provided an in-depth knowledge regarding the taxpayer’s business operations and the
type of scrap metal that is generated. Also, the agent should question the taxpayer about
significant amounts of cash that may exist at the beginning of the taxable period at issue.
The taxpayer’s responses to the questions might require further inquiries into some areas.
The agent will have to use good judgment in expanding the line of questioning. As with all
interviews, an attempt should be made to obtain responses for the questions during the first
interview with the taxpayer.

1. What internal controls do you have regarding the quantity of scrap metal generated
by your business operations?
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The answer to this question should reveal if the taxpayer keeps an audit trail for the scrap
metal. As a job progresses, does the taxpayer allow for a certain amount of scrap? What are
the taxpayer’s tolerances for manufacturing errors? A lower tolerance will account for a
larger amount of scrap because the taxpayer will probably scrap more defective items.

2. What records do you maintain regarding the quantity of scrap metal generated by
your business operations?

See if the taxpayer still has the records available. These records can be used to determine if
all the scrap sold is properly reported in income.

3. Whose responsibility is it to monitor the amount of scrap metal that results from
your business operations?

Obtain the names of everyone who is involved with monitoring and handling the scrap
metal. This should include employees as well as outside and/or contract labor. These
persons may be interviewed later in the examination if necessary.

4. Describe the process that takes place after scrap metal is generated until the time it is
sold.

A description of the process would include the handling of the scrap from the time it is
generated until it is received by the purchaser.

5. Is the scrap combined with different materials or kept separate?

A taxpayer that has very little scrap may combine the scrap with other refuse and have to pay
to have it taken away or may receive a lower price for it. Keep in mind that a taxpayer that
claims he does not sell his scrap metal is, most likely, paying to have the scrap hauled away.
The taxpayers’ books and records should reflect payments made to haul the refuse away.

6. What types of containers do you place the scrap metal in?
Determine the size of containers that the taxpayer has so as to be able to approximate the
amount of scrap generated.

7. How many containers do you use? Who owns the containers?
During a tour of the business, determine if the containers that are not owned by the taxpayer
are owned by the scrap processor.

8. How often are the containers emptied?
Determine if the processor has a regular pick up schedule or if the taxpayer calls the scrap
processor for a pick up.

9. Who decides when the containers will be emptied?
Determine who arranges for the pick up of the scrap metal.

10. To whom do you sell the scrap metal?
Request the taxpayer to provide the names of all purchasers to whom the scrap is sold. What

types of records are created for the sale of scrap metal?

11. Does the taxpayer prepare a shipper when the scrap is removed from the business
premises? Do you weigh the scrap at your business premises?
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Determine if the taxpayer has a weight scale.

12. What types of records were received from the purchaser for the sale of the scrap
metal?

Did the taxpayer receive weight tickets, cash slips, shipping documents, invoices, receipts,
metal settlement reports, or any other type of documentation when the scrap was sold?

Who receives the records?

Do you have the records?

If a taxpayer did not maintain records, find out why not.

13. How do you account for the scrap metal in your books and records?
14. Do you credit your purchases account or is the amount included in gross receipts or
other income? How do you include the amount in income--cash or accrual method?

15. Who records the scrap metal transactions in the books and records? Bookkeeper,
controller, or other employee?

16. How often are the transactions recorded?

17. Do you receive cash and/or checks for the payment of scrap metal? If you receive
payment by check, to whom is the check made out?

18. If the check is not made out to the business, who is it made out to? Why? What
happens to the funds if the check is made out to someone other than the business?

Who takes possession of the check?

If applicable, to whom is it forwarded?

19. Who prepares the deposit slip?
Who deposits the check into the bank account?
If the check is not deposited in a business account and is cashed, what happens to the cash?

20. Determine if the funds are used for a business purpose. Does the taxpayer have
documentation to show the business use?

21. Into what bank account is the check deposited?

22. If the payments are made in cash, who receives the cash?

23. Where is the cash deposited? If the cash is not deposited, what happens to it?

24. Determine if the funds are used for a business purposes. Does the taxpayer have

documentation to show the business use?
25. Why does the taxpayer receive cash instead of a check?

26. Determine if the decision to pay by cash was made by the seller or the purchaser.
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27. What internal controls does the taxpayer have in place to ensure that scrap income is
not diverted?

Development Process

The examples that follow describe situations where the income from the sale of scrap is
underreported. Like any other type of examination, each examination on scrap sellers should
be developed based on the facts and circumstances of the individual case. However, the
following examples are being provided to show how the issue can be developed.

Situation 1:

A scrap processor purchased aluminum scrap from the taxpayer, a machine shop. The
taxpayer filed tax returns as a corporation. The taxpayer sold some scrap and was paid for
part of the sale with a check. The remainder was paid in cash. The check was reported in the
taxpayer’s income, but the cash was not. The taxpayer’s shareholders stated that they took
the cash for their personal use.

The agent noted that the taxpayer also purchased copper. The copper was purchased for use
in the taxpayer’s machining process. After the copper was processed, the remaining scrap
was sold. No income from the sale of the copper scrap was reported in the taxpayer’s books
and records. The shareholders provided the following information regarding the discrepancy:

1. The shareholders personally delivered the copper scrap to the processor, who was
not the same processor that was sold the aluminum scrap.

2. The shareholders sold the scrap under a fictitious name.
3. The shareholders endorsed the check and gave it back to the scrap processor. The

processor took the check to the bank and cashed it and then gave the cash to the
shareholders.

Substantive Tax Issues:

a. The corporation (machine shop) has the following sources of unreported income:

o Cash proceeds from sale of aluminum scrap, and

o Sales proceeds from sale of copper.

b. The cash proceeds from the aluminum sales and the sales proceeds from copper

went to the shareholders and, therefore, are taxable distributions to them.

Situation 2:

The agent noted that cash payments for scrap purchases made by a scrap processor were
being made to various corporations with the same vehicle license plate number. The agent
was able to determine the name of the corporation that was generating the scrap metal and
the shareholder’s name through the vehicle license plate number. While interviewing the
scrap processor, it was discovered that the shareholder wrote with his less dominant hand to
place the fictitious corporate names on the cash slips/weight tickets. The employees of the
scrap processor positively identified the shareholder as the person who received the cash
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payments on the fictitious cash slips/weight tickets. The income received on behalf of the
fictitious corporations was not reported by the corporation nor by the shareholder who took
possession of the cash.

Substantive Tax Issues:

a. The seller corporation underreported income from the transactions entered into
using the fictitious names.
b. Since the proceeds went to the shareholder personally, the unreported income is also

a taxable distribution to the shareholder.

Situation 3:

During an examination of a scrap processor, the agent noted that the payment made to a
scrap peddler by the scrap processor for each load of scrap was made either in cash or with
two checks. The peddler requested the method of payment. The peddler calculated gross
income by totaling up the deposits made into his checking account. The peddler did not
report all his cash receipts in gross income. In addition, when payments for a single load of
scrap were made with two checks, the first check would be cashed, but the proceeds would
not be deposited into the business checking account. Sometimes, the second check was
totally deposited and reported as income. Other times, the peddler would deposit only part
of the second check. As a result, only the net deposit was included in income.

Substantive Tax Issue:

The peddler failed to report all cash income and reported only a portion of the income paid
by checks since only the portion deposited was reported.

Situation 4:

The agent noted that a peddler was receiving cash advances from the scrap processor for
future sales of scrap metal. The amount of cash that the peddler received when the scrap was
delivered was reduced by the amount of advances that he had received. The agent found that
the peddler only reported as the net income amount received when the scrap was delivered
in income and did not report the amount of cash that was previously advanced to him. The
peddler acknowledged his failure to report all income.

Substantive Tax Issue:

The peddler did not report the advances received prior to delivery of the scrap as income.

Situation 5:

It was discovered in the examination of a scrap processor that a metal processing
corporation was paid both by cash and check for scrap. This corporation would generate a
considerable amount of scrap metal in its everyday operations. It was also determined that
this company deposited all checks in the corporate account and reported those amounts as
income. However, the cash payments were not deposited and not reported. The cash was
kept by the owner and used for personal expenses.
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The metal processing company became aware that the IRS was looking at cash payments for
the sale of scrap. Upon learning of this, the corporation filed amended corporate tax returns
reporting the cash payments as income. At the same time an expense equaling the amount of
cash payments received was deducted as “additional officer’s salary.” The amended returns
were filed by the taxpayer prior to the beginning of the examination.

Substantive Tax Issue:

The deduction for “additional officer's salary” on the amended return should be questioned.
The issue is whether the amount represents compensation for services actually rendered. If
so, why was the amount not previously reflected on the corporate or the sharcholder's
returns?

Situation 6:

A metal processing corporation was receiving payments in cash and by check for scrap sales.
A considerable amount of scrap metal is generated in this type of operation. All checks were
deposited into the corporate account and reported as income. However, the cash payments
were not deposited and not reported. The president of the company claimed that the cash
was used to purchase corporate assets. However, no purchases of corporate assets were
found. Instead, a review of invoices uncovered personal items being paid for by the
corporation.

Substantive Tax Issues:

a. The corporation failed to report income from cash sales of scrap.
b. Taxable distributions to the shareholder for the personal items were paid for by the
corporation.

Situation 7:

While reviewing the check register of Company A, a scrap processor, the agent noticed that a
substantial amount of checks were written to Company B for scrap purchases. The following
information was discovered regarding the purchases:

a. Company B was owned by a shareholder of Company A.

b. Company A was light weighing scrap that it purchased from suppliers. This
generated excess scrap that had to be accounted for on the books and records of Company
A.

c. Fictitious purchase and sales invoices were prepared by Company A and B,
respectively, to give the impression that Company B was actually selling scrap metal to
Company A.

d. Company B was not actually selling scrap to Company A. Company B was set up as
shell corporation to funnel cash from Company A to B. Checks written by Company B for
purchases were written to cash, and the cash was received by the shareholder of Company B.

Substantive Tax Issues:
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a. The fictitious “purchases” deduction from Company B should be disallowed to
Company A. The amount of scrap underweighted should be included in Company A’s
inventory but given a zero basis.

b. The cash received by the shareholder should be considered as a taxable distribution
from Company B.

Common Industry Issues

The following section discusses some of the most commonly found issues in the
examinations that were performed. These issues may be present in examinations of
purchasers or sellers. While not all issues will be present in every examination, this summary
may help you in your pre-audits.

Excise Tax

Taxpayers often use heavy motor vehicles to transport scrap metal. An annual highway use
tax must be paid by the person in whose name the vehicle is, or is required to be, registered.
The tax applies to vehicles over a specific gross vehicle weight rating. Publication 349,
Federal Highway Use Tax On Heavy Vehicles, discusses the tax. An excise tax specialist can
also be consulted if further guidance is needed in this area.

Inventory/IRC Section 263A

Inventories are required where the production, purchase, or sale of merchandise is an
income producing factor. See IRC section 471; Treas. Reg. section 1.471-1. Many recipients
of income from scrap metal sales are manufacturers that generate the scrap metal from their
production processes. When examining the inventory of the manufacturer, analyze the costs
to determine if the taxpayer has capitalized the proper amounts for direct and indirect costs.
IRC section 263A establishes the uniform rules for cost capitalization. For instance, under
Treas. Reg. 1.263A-1 (¢) (3) (i) (Q), scrap is considered an indirect cost of producing
property. Manufacturers that produce scrap in the course of producing other property are
required to capitalize the costs of the scrap metal to their produced property. On the other
hand, scrap metal dealers are likely to have bidding, processing, pick-up, and other costs
related to scrap metal that must be capitalized under section 263A to their scrap metal
inventories.

Special Rules for Long-Term Contracts

Many sellers of scrap metal are manufacturers of property. These taxpayers may enter into
long-term contracts. IRC section 460 provides that income from long-term contracts shall be
determined under the percentage of completion method. Pursuant to IRC section 460(f) (2),
special rules apply for determining whether a manufacturing contract is a long-term contract.

Traffic Tickets and Fines

IRC section 162(f) provides that no deduction shall be allowed for any fine or similar penalty
paid to a government for the violation of any law. Be aware that many states have laws that
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fine truckers for overweight violations. Scrap haulers may be subject to these nondeductible
fines. See Treas. Reg. 1.162-21(c), Example (6).

International

The examiner should be aware of possible international aspects that may be present during
the examination of a scrap dealer. If the scrap seller is a resident alien or the sale is
effectively connected with a trade or business in the United States, income from the sale is
taxable in the United States on a net basis at the same graduated tax rates that apply to U.S.
citizens. If the scrap seller is not a resident alien, or the sale is not effectively connected with
a trade or business in the United States, then generally, the sale is taxable in the United States
only if the income is U.S. source income. See IRC section 865(e) (2). If this is the case, the
examiner should consider the use of a spontaneous exchange of information.

A spontaneous exchange of information is where certain information that may have tax
implications in a country that has a tax treaty with the United States is provided to that
country’s taxing authority. Check the IRM for additional information. For example, a scrap
dealer located in Michigan made many purchases from Canadian citizens who had brought
their scrap into the United States. No information returns were filed by the U.S. taxpayer. As
a result, an exchange of information detailing the Canadian sellers and the sales amounts was
then forwarded to Canada. The Canadian tax authorities could then verify that the Canadian
citizens were properly reporting these sales on their Canadian tax returns.

Another consideration in the international area pertains to the transportation of scrap
between countries. When scrap is transported across countries' borders, various forms are
required to be filed with the two countries’ customs departments. Presently, there are no
restrictions or duties payable on shipments between the United States and Canada. For
information on other countries, U.S. Customs should be contacted. If needed, certain
information can be obtained from U.S. Customs in regards to cross-border shipments.

Computer Audit Specialist

A computer audit specialist (CAS) can provide assistance in developing a database that will
record information on sellers of scrap metal. The CAS can also provide expertise in sorting
and stratifying the data included in the database. If a taxpayer has a database already
prepared, the CAS can be helpful in manipulating the fields so that the fields will correspond
to the fields on the agent's database. This will enable the agent to include the taxpayet's
information in the agent’s database. If the taxpayer provides the agent with a flat file, the
CAS can manipulate the data into a useful form to incorporate into the agent's database.

Engineering

Engineers can provide assistance in determining the type and amount of scrap metal that can
result from certain business operations. They are also helpful in performing inventory
valuations. A proforma compliance letter for scrap dealers can be found in Exhibit F. While
the compliance letter does not place additional burden on the taxpayers receiving the letter,
the industry has expressed some concerns about it. They are concerned that not all members
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of the industry are issued the letter, and also, the compliance letters that have been issued
have differed from district to district as to the records to keep to substantiate purchases.
Moreover, they have asked IRS to apply its resources so that all industry members, regardless
of size or location, will be treated as fairly as possible.

Raw Materials of Metallic Scrap include but not limited to:

. aluminum

. brass

. chromium
. cobalt

. columbium
. copper

. gold

. iron:

. lead

. manganese
. magnesium
. molybdenum
. nickel

. platinum

. silver

. steel

. tantalum

. tin

. titanium

. tungsten

. Zinc

. zirconium

Cash Slips/Weight Tickets defined

This document serves as a cash slip/weight ticket and is prepared by the processor after
buying scrap. If the seller does not receive payment when the processor takes possession of
the scrap, the individual cash slips/weight tickets will be summarized on the metal
settlement report. The seller will then receive payment for a number of loads in one lump
sum.

. Gross =Weight of scrap, containers, trucks, trailers, etc.
. Tare =Weight of containers, trucks, trailers, etc., without the scrap.
. Net =Gross weight less the tare weight. This represents the weight of the scrap.

Shipper receipts defined

When a scrap processor takes scrap metal from a seller’s business location, a shipper is
prepared by the seller to document the removal of the scrap. In most cases, a general
description of the scrap metal is included on the shipper. The weight of the scrap usually is
not recorded on the shipper because most sellers do not have a weight scale on the business
premises.

Metal Settlement Report defined
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A scrap processor may receive scrap from a seller at various times before the seller is paid.
When this occurs, the scrap processor may provide a statement that summarizes the various
scrap sales. This detail is taken from the individual cash slips and weight tickets. See Exhibit
B for a sample of a cash slip/weight ticket.

Glossary

Alloys: A mixture of two or more metals.

Baler: A machine used to compress scrap metals and bundle them into different size parcels.
Broker: A person who acts as an intermediary or third party between the buyer and seller of
scrap metal.

Cash Slip: A document that records the type and weight of the scrap being purchased and
shows the amount that was paid for the scrap.

Casting: A process by which molten metal is poured into a mold and allowed to solidify.
Containers: Receptacles used to accumulate scrap metal by the person who generates the
scrap. Examples of the different types of containers are hoppers, roll-off containers, drums,
luggers, and bins.

Conveyor: A device with a continuous moving belt that can move scrap from one place to
another.

Ferrous Scrap: Scrap iron and steel.

Forging: The process of working metal parts - after it has been rendered pliable by heating it
to a high temperature - into a shape by means of hammering or pressing the material.
Foundries: An establishment in which metal is cast.

Grapple: A device with claws at one end for grasping and holding.

Home Scrap: Scrap that is generated as steel mills and foundries form new products. The
scrap generated is usually remelted and used again at the same plant.

Industrial Scrap: Scrap that is generated through a manufacturing process, such as stamping,
drilling, or shearing. Industrial scrap is often referred to as new or prompt scrap.

Loader: A vehicle that moves scrap.

Magnet: A device attached to a crane and is used to pick up and move scrap metals.

Metal Settlement Report: A statement that summarizes various scrap purchases. The detail
on the statement is taken from the individual cash slips/weight tickets that are generated for
each pick-up.

Mills: A factory where metals are worked into standard shapes suitable for fabrication into
commercial products.

Mini-Mills: A factory similar to a mill that uses a substantial amount of scrap metal to make
steel.

Nonferrous Metals: Metals that contain little or no iron. They include aluminum, copper,
lead, tin, zinc, and precious metals such as gold, silver, platinum, magnesium. Nonferrous
metals also include specialty metals such as titanium, cobalt, chromium, and tungsten and
metal alloys made of a combination of two or three metals, such as brass-made of copper
and zinc, bronze-a blend of copper, and tin and zinc.

Obsolete Scrap: Scrap generated from items that have outlived their usefulness, such as
metal from buildings, homes, industrial equipment, and autos.

Ordnance: Military weapons, ammunition, and equipment used to maintain the weapons and
the ammunition.

Peddler: A person who purchases scrap metal and resells it to a scrap processor.
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Scrap Processors (Scrap Dealers, Scrap Recyclers): Businesses that buy scrap metal and
eventually sell it to mills and foundries for remelting.

Shears: Equipment used to cut scrap metal.

Shipper: This statement is generated by a seller of scrap metal when the scrap is removed
from the seller’s location. In most cases, a general description of the scrap metal is recorded
on the shipper. Refer to Exhibit C.

Shredder: A machine that hammers scrap metal into small pieces. The pieces are then
separated into ferrous metal; nonferrous metals; and nonmetallics, generally not further
separated at this time, including debris.

Weight Ticket: This statement records the type and weight of the metals purchased by the
processor and the price paid for the metal. There are instances where a weight ticket may
only include the weight of the scrap metal. This information is then transferred to a cash
slip/weight ticket.
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