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Who Pays the Taxes?

IRS Annual Report 

2013

1. Highest 1% of individual filers:

 Defined as having an adjusted gross income of 
$428,713 or greater.

 Paid 37.8% of all taxes.

2. Highest 5% of individual filers:

 Defined as having an adjusted gross income of 
$179,760 or greater.

 Paid 58.6% of all taxes.   

Who Pays the Taxes? - Continued

3. Highest 10% of individual filers:

 Defined as having as having an adjusted gross 
income of $127,695 constituting 46% of 
individual adjusted gross incomes.

 Paid 69.8% of all taxes.

4. The bottom 50% of all individual filers paid 2.8% 
of all taxes.

 This calculation factored in the earned income 
tax credit given to a large number in this 
category. 
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IRS Audit Statistics and Culture

 Have lost over 5,000 enforcement 

personnel since 2010 that have largely not 

been replaced.

 Have only 500 individuals employed 

under the age of 26.

 Increasing the use of correspondence 

and electronic enforcement in lieu of 

actual face to face involvement. 

IRS Audit Statistics and Culture -
Continued

IRS Audit Rates for 2015:

 Individual audit rates (overall) fell to 
0.84% of total filings. 

 However, individuals with gross incomes 
of $1 million or more had an increase in 
the percentage audited to 9.55% of filings 
in this category from 7.5% in 2014 with a 
large part of this increase due to 
correspondence audits. 
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IRS Audit Statistics and Culture -
Continued

 Partnership audits increased from 0.36% to 

0.43% with an renewed emphasis in partnership 

audits in the future.

 S corporation audits increased from 0.40% to 

0.51%. 

 Audits of exempt organizations decreased with 

1,700 fewer exempt returns being examined but 

IRS has announced that more exempt returns will 

be examined this year. 

IRS Audit Statistics and Culture -
Continued

 Only 0.92% of C corporations with assets 

under $10 million were audited.

 However, the IRS also audited only 

11.15% of the large corporations in its 

large case program.

 This reflects a continued decline in the 

number of these audits. 
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“Radioactive Areas” Of Enforcement

 The following areas are under special scrutiny 

and rigorous enforcement requiring extra, 

special diligence upon the practitioner:

 Earned income tax credits.

 Child tax credits.

 Education tax credits.

 Foreign income and related required filings. 

“Radioactive Areas” Of Enforcement -
Continued

General Accounting Office Report

 The GAO issued a critical report of the IRS on compliance 
involving the earned income credit, child tax credits, and 
the American Opportunity Credit.

 The report among other citations cited that the “estimated 
EITC improper payment rate has remained relatively 
constant” despite increased IRS enforcement.

 The GAO has recommended that the “IRS develop a 
comprehensive compliance strategy that encompasses all 
the refundable tax credits.”

 What this means is……………..
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Earned Income Tax Credit

 Regarding the claiming of this credit, the IRS 
continues to vigorously monitor and enforce a 
compliance program. 

 They are making visits during filing season to 
preparers who have received an official notice 
via a letter about the IRS’s perceived suspicions 
regarding their claiming of the credit. 

 Penalty for not attaching the due diligence check 
sheet (form 8867) was $505 per failure for 2015 
returns and expected to increase for 2016 returns 
based upon inflation. 

Earned Income Tax Credit - Continued

IRS Paid Preparer Compliance Announcement 

 The IRS has announced the particulars of the 
earned income tax credit paid preparer 
program:

1. The focus is to “look at the characteristics of 
EITC returns compliance by the same preparer 
and focus on questionable claims.  We focus on 
a combination of characteristics that we know 
indicates the returns have a high likelihood of 
error and assign a risk level.”
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Earned Income Tax Credit - Continued

2. Assignment of “an appropriate 

compliance treatment in line with a 

preparer’s risk level” which are

 Not knowing the tax law.

 Not applying it correctly.

 Or intentionally disregarding the tax law. 

Earned Income Tax Credit - Continued

3. The EITC Paid Preparer Compliance 

program “takes a tiered approach 

depending on what category best fits the 

preparer. Our tiered approach includes 

educational letters and visits, audits, 

penalties, and may result in barring 

preparers from filing tax returns in 

extreme cases.”
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Earned Income Tax Credit - Continued

4. IRS has identified that 60% of the errors fall into 

three categories:

 Claiming a child who does not meet the 

relationship or residency tests.

 Over or under reporting income or business 

expenses to maximize the credit.

 Filing as single or head-of-household when 

legally married. 

Earned Income Tax Credit - Continued

5. The IRS has stated that “preparers filing returns 
with questionable EITC claims may receive any 
of the tiered treatments below”:

 “Reaching out to preparers”

 “Knock and talk visits”

 “Auditing for EITC due diligence compliance”

 “Barring non-compliant EITC preparers from 
completing tax returns”

 “Additional forceful actions taken against 
return preparers filing false EITC claims”
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Earned Income Tax Credit - Continued

 The IRS is currently mailing letters to 

“return preparers who completed highly 

questionable EITC claims.”

 These letters are:

1. Letter 5025 – “You may not have met 

your EITC due diligence requirements on 

returns with questionable qualifying 

children and self-employment income.”

Earned Income Tax Credit - Continued

2. Letter 5025C – “You may not have met 

your EITC due diligence requirements on 

returns with self-employment income.”

3. Letter 5025Q – “You may not have met 

your EITC due diligence requirements on 

returns with questionable qualifying 

children.”
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Earned Income Tax Credit - Continued

4. Letter 5138 – Return Preparer EITC 

Client Audit Notification. 

Reconciliation of Forms K-1

 The IRS has begun a program that reconciles 

information on the form K-1 with the individual 

shareholders of an S corporation.

 How extensive this comparison program is 

unknown.

 However, here is an example and the practitioner 

should be very careful to note the results of the  

comparison because there are errors by the IRS! 
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Reconciliation of Forms K-1-
Continued

 In one such comparison, the IRS reconciled 
royalty income on the K-1s with the GROSS 
royalty income on the form 1099-MISC issued in 
the S corporation’s name WITHOUT allocating 
the gross amount via the K-1 page of the form 
1120S to the various proportionate shares of the 
shareholders.

 Thus, the IRS Notice states that the shareholder 
has underreported the amount of royalty income 
since it does not compare to the gross amount 
on the form 1099-MISC. 

Reconciliation of Forms K-1-
Continued

 This is a serious error by the IRS.

 Once again, we the practitioners have to 

correct a flawed IRS program and be 

prepared to do so. 
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FATCA Filings

TIGTA / Compliance Report – Survey

 An analysis for filed FATCA forms has revealed 
that less than 50% of the various  required filings 
are accurate.

 Additionally, the Office of Treasury Inspector 
General for Tax Administration found that the IRS 
did not actively pursue penalties against 
taxpayers who voluntary withdrew or were 
denied access to the Offshore Voluntary 
Disclosure Program. 

FATCA Filings - Continued

 An estimated $21.6 million in delinquent FBAR 

penalties per year are not being assessed.

 This means that additional enforcement is 

possible regarding delinquent and inaccurate 

filings and that such inaccuracies create a 

liability for the taxpayer and the practitioner. 

 Therefore, more time and effort is required to 

verify and complete an accurate form which 

means…..
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Amended Returns

Office of the Treasury Inspector General for 
Tax Administration – Report

 TIGTA conducted a review of a sampling 
of audits and closed survey for the IRS 
fiscal year 2013 that made claims for 
refunds or abatements. 

 They made a determination that a 
significant portion of their sampling 
contained errors by the IRS.

Amended Returns - Continued

 These errors were that the IRS failed to properly 

substantiate the allowance of the claims or 

abatements or that the claims on the amended 

returns were “surveyed” without proper 

explanation of even though they had large, 

unusual, or questionable items and/or amounts.

 TIGTA estimated that approximately $34.4 million 

in tax refunds and abatements may have been 

erroneously allowed. 
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Amended Returns - Continued

 TIGTA recommended that the IRS change 
its procedures, tools, and oversight 
controls to improve the identification and 
quality of decisions to survey, audit, and 
document claims for refunds and 
abatements. 

 IRS bitterly disagreed with TIGTA calling 
their claims of inappropriate tax refunds 
and abatements as “overstated.”

Amended Returns - Continued

 What does this mean for us?

 Additional audits, probably of a 

correspondence nature, of amended 

returns.

 Additional delays. 
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Section 183 – Activity Not Engaged in 
for Profit – Hobby Losses

Office of the Treasury Inspector General for Tax 

Administration – Report

 The TIGTA auditors focused on 1040 returns with 

wage income in excess of $100,000 and schedule 

losses in excess of $20,000.

 These returns also had the characteristics of 

having $20,000 or less in gross receipts and 

being in activities of what is termed a non-main 

line business focus. 

Section 183 – Activity Not Engaged in 
for Profit – Hobby Losses

 The IRS audit rate for these type of 
returns is approximately 4%.

 However, it was the conclusion of the 
TIGTA report that a substantial number of 
these returns are being accepted when 
they should be examined.

 TIGTA points to the lack of the IRS 
addressing what are Section 183 returns 
and proposing adjustments accordingly.
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Section 183 – Activity Not Engaged in 
for Profit – Hobby Losses

 What does this mean for us?

 A crackdown which has already started with the 

few examiners that the IRS has left.

 The IRS started to classify tax returns in March 

around the same time as the TIGTA criticism.

 They are focusing heavily on partnerships that 

have losses with a potential Section 183 issue. 

Section 183 – Activity Not Engaged in 
for Profit – Hobby Losses

 We need, as a profession, to counsel the 

clients on the requirements of Section 

183, identify the likelihood of a higher 

audit profile, and explain the difficulties 

and complexities of a defense against an 

IRS position claiming that such losses are 

disallowed under this code section. 
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Partnership Audits

 The IRS continues with its heavy 

emphasis on the audits of small to 

medium partnerships.

 Particularly, those that involve rental 

properties, potential hobby loss issues, 

small business losses, etc. 

 One of the sticking points in the audits is 

the use of an LLC partnership and basis. 

Partnership vs. Limited Liability 
Company Status

 One of the common and necessary 
liability protection techniques is to use 
the limited liability company format. 

 In such cases, the small partnership 
cannot title the real and other property in 
the LLC when it is encumbered by a third 
party creditors lien such as a mortgage 
although such assets are used in the 
partnership.
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Partnership vs. Limited Liability 
Company Status - Continued

 IRS examiners are accordingly raising a 

contentious issues of not allowing the 

depreciation in the partnership as well as not 

allowing the contribution of the property to the 

partnership.

 Thus, the partner’s basis is reduced accordingly. 

 This is even happening in husband-wife 

partnerships that are file a joint return to reflect 

the partnership results.  

Partnership vs. Limited Liability 
Company Status - Continued

 Related to the contribution of property to the 
partnership, the IRS is focusing on the partner’s 
contribution of property to a partnership.

 If property is contributed and recorded on the 
books at fair market value, then the IRS is 
demanding to see its cost.

 If the taxpayer insists on the recordation at fair 
market value, then the IRS is forcing the 
contributing partner to recognize gain under the 
applicable code section. 
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Partnership vs. Limited Liability 
Company Status - Continued

 The issue represents a more than decade 
long love-hate that the IRS has with the 
limited liability company format and IRS 
confusion in what an LLC is. 

 However, despite these issues, the LLC 
partnership format has a predominance of 
positive features. 

 In representing the client if this issue is 
raised, please do the following……..

Correspondence Audits

 IRS is currently examining the following by 

correspondence audit:

1. Schedule E rental losses – verification of 

amounts and proof that the loss is not passive.

 Appears to be based upon selection of losses 

with large W-2 wages with emphasis on meeting 

the 750 hour real estate professional rule.

2. Form 2106 deductions.

3. Charitable contributions. 
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Correspondence Audits - Continued

TIGTA Report 

 The Office of Treasury Inspector General for Tax 
Administration has reviewed correspondence 
with the IRS.

 The reason for this review was to monitor the 
time frames for answering correspondence for 
customer service satisfaction results and that 
the IRS has been paying out a material amount 
of interest that is deemed “unnecessary” due to 
the length that it takes to process and respond 
to correspondence. 

Correspondence Audits - Continued

 The goal of the IRS is to respond within 45 days 
at which time such unresolved correspondence 
is considered “overage.”

 TIGTA has recommended that IRS managers 
“provide and receive annotated over-age 
reports from their employees on a weekly 
basis.”

 The IRS has agreed to this. 

 The pressure is on!

 What this means when the IRS uses “overage” 
is….



22

Field Audits

IRS Announcement

 Due to the plaque of phony telephone call 
from individuals purporting to be from the 
IRS, the IRS has announced that auditors 
and agents will no longer call taxpayers 
directly to set up appointments.

 Now, the taxpayer will be sent a letter of 
notification of an audit, request for 
appointment, etc. 

Employment Tax Abuse

 A major area of focus by the IRS that now 
involves the Department of Justice is on 
employers that misuse employee tax withholding 
to pay other expense and for personal lifestyle 
choices.

 Frankly, this effort is way overdue. 

 The belief by some employers that they could not 
operate without using the employees 
withholdings or failing to pay these amounts to 
the government is stupid and arrogant, 
especially, if used for personal lifestyle 
expenses.  
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Employment Tax Abuse - Continued

 If that is truly the case, then the 
employer is not profitable and should 
close. 

 These amounts are trust funds and are 
held to a much higher level of strict 
accountability. 

 This crackdown comes in two forms:

1. Quicker intervention by the IRS:

Employment Tax Abuse - Continued

 This could involve an automated 

telephone call or notification by mail that 

an employer’s payroll tax deposits are 

late, have decreased, or have not been 

made.

 In this notification, the employer will be 

requested by the IRS to explain why this 

is happening.
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Employment Tax Abuse - Continued

 An increase by the IRS in criminal 

referrals for the misuse of trust funds. 

 These will result from a discovery of a 

repeated pattern of nonpayment and 

diversion of the trust funds to other 

purposes. 

 To this end, the Department of Justice is 

involved in more criminal prosecutions. 

Employment Tax Abuse - Continued

One immediate goal of the Justice 

Department is to seek injunctions 

against an employer and the individuals 

that are the operators and/or owners 

who have been identified as having a 

pattern of repeated violations of 

nonpayment and/or untimely payments. 
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Employment Tax Abuse - Continued

 When such an injunction is granted, the 
employer will be under a strict 
requirement that:

1. All taxes are paid timely.

2. Special notification to the IRS that 
deposits have been made.

3. No transfers of any assets allowed until 
all liabilities are paid.

Employment Tax Abuse - Continued

4. Cannot open up another type of 
business or entity until all outstanding 
liabilities are paid.

5. Criminal prosecutions.

 This type of legal intervention by the 
Department of Justice indicates the 
seriousness of the government in 
attacking employment tax delinquencies 
and nonpayments.
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Employment Tax Abuse - Continued

 It is very serious and reminiscent of the 
joint operations by the IRS and the 
Department of Justice against abusive 
tax shelter promoters.

 Further action by the IRS is to expand 
their efforts to go after the officers 
and/or shareholders for delinquent 
employment tax funds by seizing 
personal tax refunds. 

Employment Tax Abuse - Continued

Bean

 In 2000, the IRS made a determination 
that an individual was the responsible 
person for making the business’s payroll 
deposits but failed to do so.

 The IRS made a formal assessment of 
the 100% trust fund penalty against her 
declaring that she was responsible and, 
accordingly, assessing an amount due.



27

Employment Tax Abuse - Continued

 Over a period of years she had failed to 

pay the IRS assessment. 

 In 2007, she filed her form 1040 claiming 

a refund.

 The IRS seized the refund and applied it 

against the trust fund assessment from 

seven years earlier. 

Employment Tax Abuse - Continued

 She went to Tax Court and lost.

 The Court stated that the IRS had the 

authority to do so.

 This type of refund shopping by the IRS 

shows the persistence and seriousness 

that is being used to collect employment 

tax delinquencies and related penalties. 
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Employment Tax Audits

IRS Announcement

 Since 2010, the IRS has conducted an 

employment tax audit program with the goal of 

establishing analytical data to define and plan a 

more formal audit program.

 Thus, the audit program will be more focused in 

its identification of audit subjects. 

 They now have such an audit program. 

Employment Tax Audits - Continued

 Specific areas of these audits will be:

1. Independent contractor reclassification.

2. Backup withholding.

3. Taxable fringe benefits vs. nontaxable 
ones.

4. Officer compensation.

5. Identification and underreporting of tip 
income. 
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Employment Tax Audits - Continued

6. The identification and classification of 

amounts treated as service income tips 

based upon the landmark ruling of two 

years ago.

 One can expect once the new program is 

formally defined that there will be a rash 

of audits by the IRS to test and gather 

results under the new audit guidelines. 

Employment Tax Audits - Continued

 The IRS has announced continued 
efforts to intensify their employment tax 
audits to reclassify independent 
contractors as employees. 

 In the last two years, the Department of 
Labor has begin auditing small 
employers.

 We spoke about this last year and the 
audits are continuing. 
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Employment Tax Audits - Continued

 Experiences from the Department of 

Labor audits reflects an aggressiveness 

that exceeds the IRS.

 The Department of Labor auditors tend 

to ignore most of the twenty common 

law tests used by IRS examiners, thus, 

resulting in many reclassifications of 

independent contractors as employees. 

Employment Tax Audits - Continued

 The major sticking point for their 

determination is whether the 

independent contractor appears to be 

“integral” to the payer’s business.

 In some cases, this is the only issue they 

make their determination on ignoring the 

other twenty common law tests. 
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Employment Tax Audits - Continued

 The major and most important factors that bar a 
reclassification from independent contractor to 
an employee are:

1. The subcontractor is incorporated.

2. The subcontractor is a limited liability company, 
especially, an individual who has made himself 
or herself one. 

3. The subcontractor advertises.

4. The subcontractor provides an invoice and the 
more professional the better. 

Employment Tax Audits - Continued

 Once a determination is made by the IRS, 

Department of Labor, or state examiners, the 

information is eventually shared with the other 

two agencies.

 Regarding the IRS, is determinations made by 

the state or Department of Labor binding?

 The IRS last year issued a statement stating 

that they are not bound by another federal 

agency’s determination. 
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Employment Tax Audits - Continued

 This especially applies to a state agency.

 However, once the information of a 

reclassification is shared by the 

Department of Labor or state agency, 

you can expect an inquiry or an audit 

from the IRS.

 Be ready for it…. 

Discrepancies Between Forms W-2 and 
Forms 941

TIGTA Report

 The Office of the Inspector General for 
Tax Administration has heavily criticized 
the IRS for lax enforcement of 
discrepancies resulting from the 
comparison of forms W-2 with forms 941.

 The Social Security Administration and 
IRS software programs compare the W-2 
and form 941 data. 
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Discrepancies Between Forms W-2 and 
Forms 941 - Continued

 When the comparison results in the SSA 
detecting more wages reported on the 
forms 941 than the W-2s, the Social 
Security Administration contacts the filers 
and then refers the ones that fail to 
respond to the IRS for the IRS to 
investigate and notify the filers.

 The IRS has the authority to then assess 
substantial penalties.

Discrepancies Between Forms W-2 and 
Forms 941 - Continued

 TIGTA has found that the IRS has failed to 

assess up to $200 million in fines.

 The IRS agreed with the TIGTA findings 

and promised to step up enforcement.

 This enforcement has already begun. 
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Form 940

TIGTA Report

 The IRS has been criticized for having poor 

procedures regarding the management of federal 

unemployment tax liabilities.

 Specifically, the IRS has been criticized for their 

validation of the state FUTA certification data 

files which, according to the report, does not 

ensure the reliability of the data before its use in 

in identifying discrepancy cases. 

Form 940 - Continued

 TIGTA found that the IRS errors involving multi-
state employers in a sample of 3,729 cases 
resulted in discrepancies of more than $200 
million. 

 Multiply this result over the whole population of 
such filings and one can guess the total amount 
at stake.

 Furthermore, TIGTA found that the IRS 
incorrectly assessed $3.2 million of FUTA taxes 
due to a program error. 
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Form 940 - Continued

 The result of the TIGTA audit has been a 

number of incorrectly assessed additional 

FUTA liabilities as well as additional non-

assessed FUTA taxes.

 Watch those notices!!

IRA - Prohibited Transactions

 The IRS continues to enforce a strict 

compliance with the prohibited 

transactions rules involving IRAs.

 In a recent case, Thiessen, the Tax Court 

held that a loan guarantee accompanying 

an IRA financed business acquisition was 

an indirect extension of credit and, thus, a 

prohibited transaction. 
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IRA - Prohibited Transactions –
Continued 

 The Tax Court in its ruling stated that the 
six year statute of limitations applies in 
such cases since the return did not 
disclose the transaction that might have 
been prohibited or created income and, 
thus, “a reasonable person would be 
unable to determine from information 
reported on the return whether any gross 
income had been omitted.”

IRA - Prohibited Transactions –
Continued 

 As such, the Court ruled that once the loan 
guarantee was entered into, “the assets were 
deemed to have been distributed to the 
taxpayers on the first day” of the year in which 
the transaction was entered into and “were 
subject to income tax and the 10% early 
withdrawal penalty.”

 As a practitioner we should be aware of the large 
liability for a prohibited transaction and caution 
our clients accordingly. 
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IRA - Prohibited Transactions –
Continued 

 Speaking of prohibited transactions, currently 

there are several nationwide advertisements 

offering prospective clients the ability to 

purchase gold and silver and hold the 

commodities themselves.

 The IRS is warning individuals to be very careful 

regarding such transactions.

 One can expect that this will be the next area of 

compliance by the IRS.

Form 1099-K Audits

 The IRS is continuing to audit returns 

resulting from a match of their database 

of forms 1099-K that are issued by third 

party payment processors.

 The IRS has in recent years praised this 

audit program citing how it has resulted 

in substantial number of taxpayers 

subject to an audit change. 
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Form 1099-K Audits - Continued

 The audit is based upon an IRS analysis with a 
yet undisclosed criteria that compares the 
amount of gross receipts on the return with the 
amounts shown on the forms 1099-K sent to 
them. 

 Even in cases where the IRS notes that the form 
1099-K is less than the gross receipts, they are 
conducting audits where the difference between 
the greater actual gross receipts and the amount 
reflected on the forms 1099-K is within a certain, 
undisclosed range. 

Form 1099-K Audits - Continued

 These audits are based on the IRS 

presumption that the taxpayer could be 

under reporting sales in cash or check 

based upon their undisclosed statistical 

markup. 

 The IRS examiner in many of these audits 

will openly share with you this comment. 
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Form 1099-K Audits - Continued

 Practical Notation – Be certain to gross up all 

forms 1099 in gross receipts and then make 

adjustments through sales and returns 

allowances as notated by the IRS in a Notice 

issued in 2011.

 Currently, the IRS is mailing Letter 5035 which 

states “an unusually high percentage of 

revenues from credit card sales..” reflecting their 

belief in that cash sales should be higher.

Net Investment Income Tax

IRS Correspondence Examination

 The IRS has been conducting correspondence 

audits.

 These audits contain a a proposed adjustment to 

increase the net investment income subject to 

the NIIT.

 These adjustments includes pass-through 

income that has been reported as non-passive 

subject to self-employment.
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Net Investment Income Tax - Continued

 Most of the audits were identified for 
returns that did not include form 8960 -
Net Investment Income Tax- Individuals, 
Estates, and Trusts. 

 Just like the form 6251 Alternative Tax 
Form, it is a good idea to include the form 
8960 on every return as the absence is a 
computer trigger for a correspondence 
audit.

Form 1099-C

 The IRS is conducting correspondence 
and field audits matching the form 1099-
C issued in recognition of the 
cancellation of debt to the taxpayer’s 
returns to determine:

1. Whether the taxpayer has reported the 
amount and 

2. The treatment of the amounts reported 
as to whether an exclusion was claimed.
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Cancellation of Indebtedness

CCA 201604017

 As we had discussed last year, the IRS had 
issued in 2015 an Audit Technique Guide for 
examining issues related to the cancellation of 
indebtedness.

 In the above the Chief Counsel Advisory, the IRS 
is expanding their examination concentration to 
request that both revenue agents and field 
attorneys to contact the National Office for 
taxpayer specific situations when:

Cancellation of Indebtedness -
Continued

1. Discharge of business indebtedness in 
connection with a reacquisition of a applicable 
debt instrument occurring in the prior years of 
2009 and 2010.

2. Chief Counsel has stated in their Advisory that 
in certain situations the IRS may adjust the 
amount of COD income that was deferred by an 
election under Section 108.

 What is the broader implication of this 
Advisory?
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Proof of Health Insurance - ACA

 The IRS has now added to its Lead Sheet, which detail the 
audit procedures they are to conduct, the requirement to 
see the taxpayer’s form 1095 copy provided by their 
employer or proof of health insurance. 

 Be especially careful to counsel clients who claim 
membership in health care ministries as to the proof they 
must have to verify their exemption from the individual 
mandate.

 This is due to the widespread publicity of such ministries 
and their popularity regarding the ACA exemption. 

 An example is a large article in the Wall Street Journal. 

Affordable Care Act - Employers

 The IRS has been sending out notices to 

employers where they have matched an 

employee who received a subsidy to buy 

health insurance with an employer who 

has not provided, according to IRS, 

records, affordable health insurance.

 The notices are for the year 2015.

 The notices are not an assessment.
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Affordable Care Act – Employers -
Continued

 The notices contain a notification that an 
individual had submitted their name and 
address as their employer and that the 
individual had claimed the ACA subsidized 
credit.

 The notices also contain language that the 
employer did not offer health insurance as 
required to do so. 

 The notice also contains language as to the 
amount of penalty that will be assessed. 

Affordable Care Act - Employers -
Continued

 The employer has the right to appeal the 

finding.

 This is why it is important for the employer to:

 Offer the minimum affordable health insurance 

that meets the ACA standards to all employees 

and

 Have the employee that formally decline their 

health insurance to sign a declination 

statement.
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Affordable Care Act - Employers -
Continued

 Upon an appeal from the employer, the 
IRS then will notify them as to whether 
their appeal was accepted or their appeal 
was denied with an assessment as to the 
amount of penalty. 

 As we had discussed last year, it is 
critical that the employer with 50 or more 
equivalent employees keep very detailed 
records. 

Affordable Care Act - Employers -
Continued

 The fines for 2015 are one of the following:

1. $2,080 per each full time employee who claims 
the subsidized ACA credit on the exchange and 
is employed by an employer who did not offer 
health insurance to 95% of the full time 
equivalent employees OR 

2. $3,120 for each full time employee who claims 
the subsidized ACA credit on the exchange 
when the employer did not offer affordable 
health insurance.  
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Affordable Care Act – Premium Tax 
Credits

TIGTA Report

 The Office of Treasury Inspector General for Tax 
Administration evaluated the effectiveness of the 
IRS’s verification of the premium tax credit.

 Over $11 billion in Advance Premium Tax Credits 
were paid to insurers. .

 Over 2.6 million tax returns have been filed with 
the PTC claimed with the IRS accurately 
determining the amount of allowable PTC in 93% 
of the returns. 

Affordable Care Act – Premium Tax 
Credits - Continued

 However, the IRS made errors in 7% of the 
cases involving calculation differences. 

 In a limited number of these cases, the 
IRS did not have the authority to correct 
the PTC claim during processing. 

 The IRS is under tremendous pressure 
from Congress to recoup any 
unauthorized payments or overpayments 
of the credit. 
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Affordable Care Act – Premium Tax 
Credits n- Continued

 The IRS is currently refining their 

standards and software to identify further 

cases involving issues with allowable 

PTCs.

 This means there will be additional 

contacts with taxpayers claiming the 

credit. 

Net Operating Losses

IRS and State Enforcement

 Prior seminars have revealed that the IRS was 
criticized internally for not having verified 
and/or examined net operating loss amounts 
and subsequent amounts utilized in carry backs 
and carry forwards.

 Currently, examinations are being conducted to 
examine the correctness of the calculation of 
the net operating losses and related carry 
backs and carry forwards.
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Net Operating Losses - Continued

 The examinations include whether the 

election to carry forward the loss was 

properly made. 

 Additionally, various states have begun 

an enforcement effort on the use of net 

operating losses as to amounts and 

whether a carry forward or carry back is 

proper. 

Net Operating Losses - Continued

 An example of increased IRS 

enforcement is found in the case of 

Jasperson.

 In this case, the IRS simply disallowed 

the claimed net operating loss for lack of 

what the Service determined was 

adequate substantiation. 

 The Court sustained the disallowance.
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Net Operating Losses - Continued

 The taxpayer had submitted hundreds of 

accounting records from an electronic database 

as replacements for source documents.

 The IRS refused to accept these records as 

sufficient and the Court agreed. 

 In sustaining the disallowance the Court 

emphasized that taxpayers must maintain 

adequate records to substantiate their claimed 

net operating losses.

Exempt Entity Audits – Form 990EZ 
and Form 990

IRS Organization Report

 IRS has announced that they have 
created a profile program on the 
selection of forms 990 and 990EZ for 
audit.

 This program analyzes the forms and 
their related schedules to identify 
potential areas of noncompliance and 
potential tax assessment issues. 
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Exempt Entity Audits - Continued

 In 2015, the IRS performed 6,392 audits which 
was 1,700 fewer than in the prior year and the 
majority of these audits did not result in any 
assessments. 

 The IRS has announced their intention to raise 
the total number of audits to at least 7,000.

 What does the increase in audits mean and the 
emphasis on the IRS concern about no change 
audits?

 Here is where the human resources to do the 
audits are coming from….

Form 1023EZ

IRS Announcement

 52% of applications for exempt status in 

the first year of availability of form 1023EZ 

were made on that form.

 The IRS reported that it automatically 

approved 95% of those applications while 

doing only a predetermination random 

check on only 3% of the applications. 
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Form 1023EZ - Continued

 In order to verify the accuracy of these 

applications, the IRS has begun a program to 

examine 1,500 random entities that filed the 

applications to verify that their statements on the 

applications were correct.

 Many of these audits are correspondence ones. 

 The IRS stated that they will use the results of 

these audits to change the form 1023EZ and 

assess the compliance factors of these groups. 

Refund Requests From Nonresident 
Aliens

IRS Announcement

 The IRS is withholding refunds claimed by 
nonresident aliens on form 1040-R for periods up 
to six months or even longer.

 The reason is to give the Service additional time 
to match the tax returns with form 1042-S to 
verify the accuracy of the requested refund.

 This verification procedure was in response to a 
prior TIGTA report criticizing the IRS for making 
improper refunds to nonresidents. 
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Conservation Easements - Penalties

IRS Audit Procedures

 The IRS continues to audit virtually all donations 

of conservation easements with a strict 

adherence to meeting all the requirements. 

 Please note the IRS has issued a Guide to 

donors detailing the requirements. 

 In recent cases, the IRS is assessing a 40% 

overvaluation penalty and sustaining the 

imposition of that penalty. 

Noncompliant Tax Preparers

TIGTA Report

 The office of Treasury Inspector General for Tax 
Administration reviewed holders of PTINs.

 They found that the IRS processes were not 
ensuring that the PTINs for non-compliant tax 
practitioners, prisoners, persons convicted of 
felonies, etc. were being revoked.

 The IRS has announced that they will redouble 
their efforts to revoke holders of PTINs that are 
considered not to be allowed to have them.  



52

Audits of Large and Middle Size 
Businesses

Publication 5124 – Large Business & International 
Examination Process – 5-01-16

 The IRS has outlined their new examination 
approach to taxpayers who are included in their 
large business and international program.

 The IRS has disclosed that it will now focus on 
identifying specific issues from the first contact 
through the final resolution of issues. 

 Note: The reason for this change has to do with 
IRS limitations on resources.

Audits of Large and Middle Size 
Businesses - Continued

 One change outlined in the publication is 

that IRS examiners are “expected to work 

transparently and collaboratively with 

taxpayers to understand the taxpayer’s 

business and share the issues that have 

been identified during an examination.”

 My thoughts on this are…
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Rehabilitation Credits – Historic 
Structures

TIGTA Report

 The Office of the Treasury Inspector General for Tax 
Administration reviewed a sample of 2,720 forms 3468 on 
which the credit is claimed.

 TIGTA found that 39 taxpayers in the sample claimed 
credits totaling $47 million in which they did not provide 
either the required National Park Service project number or 
the employer identification number of a pass through 
entity. 

 The IRS was criticized for not using existing independent 
data to identify potentially erroneous credits and for not 
investigating same. 

 This means………………

Offers In Compromise

TIGTA Report

 The Office of the Treasury Inspector General for 
Tax Administration urged the IRS to make offers-
in-compromise more available for public 
inspection.

 The IRS is required to provide access to 
information regarding all offers-in-compromise 
that they have accepted. 

 Currently, once an offer-in-compromise has been 
accepted the IRS is required to make a hard copy 
available for public inspection. 
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Offers In Compromise - Continued

 The IRS creates a hard copy for inspection and 
ships them to one of seven different locations in 
the country depending upon where the taxpayer 
lives. 

 Then, is someone wants to inspect the files, that 
person must call the IRS and schedule an 
appointment to do so. 

 Also, TIGTA cautioned the IRS about being 
careful to redact certain information to avoid 
identity theft. 

Offers In Compromise - Continued

 TIGTA has suggested that the IRS set up a 
centralized website that would be available to the 
public that would effectively decrease the 
taxpayer’s burden and reduce costs to the IRS 
while increasing transparency. 

 The IRS has agreed to this and will setup the 
website while updating its written procedures for 
public inspection files, expand use of an 
automatic redaction, and evaluate alternative file 
storage methods.  
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Issue 1                    pp. 246-247

2848 Unenrolled Return Preparer

 Individual (not CPA, attorney, EA, enrolled actuary)

 Who prepares and signs return or

 Who prepares but not required to sign return

 Passed IRS RTRP test 11/2011-1/2013

 Prepared & signed < 1/1/16, have valid & 

active PTIN, eligible to sign return

 Prepared & signed > 12/31/15, valid AFSP 

for current year and year prepared/signed

Issue 1                            p. 247

Form 2848 – Current and Prior

 CAF unit takes 3/12, 7/14 & 12/15 versions

 New POA revokes prior on the same matter

 New POA but retain a prior POA

 Check Box 6 & attach copy of prior POA

 Revoke existing POA w/o naming new

 Mail/FAX copy of old POA, write “REVOKE” 

across top, sign and date
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Issue 1                    pp. 247-248

Form 2848 – Current and Prior

 Withdraw representation

 Mail/FAX copy of filed 2848, write 

“WITHDRAW” across top, sign and date

 Filed 2848 cannot be located

 Revoke: written statement revoking listing 

matter, years, period, rep’s name & address

 Withdraw: written withdrawal statement listing 

taxpayer name, TIN, address, matters & years

 Statements signed and dated

Issue 1                            p. 248

Form 2848 – Current and Prior

 Deceased Tax Preparer

 RPO checks monthly – will change status of 

PTIN to “deceased” – no notification needed

 Written request to CAF Unit needed to close 

out CAF # 

 Member of firm, executor

 Nullifies all authorizations listed
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Issue 1                            p. 248

Form 2848 – Authorized Acts

 Request and inspect confidential tax info

 Sign agreements, consents, waivers etc.

 Not to negotiate any government check

 Specific authorization needed to:

 Substitute or add another representative

 Sign certain returns

 Execute a request for disclosure to 3rd party

Issue 1                   pp. 248-249

Form 2848 – Specific Authority

 Offshore Voluntary Disclosure Program

 Specify income tax, civil penalties, and FBARs

 Check box under 5a

 Figure 8.2

 Affordable Care Act – under “income tax”

 “4980H – Employer Shared Responsibility 

Payment”

 “4980D – Failure to meet market reforms”
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Issue 2                   pp. 249-250

Unlimited Representation - IRS

 Enrolled Agents

 Suitability check & Special Enrollment Exam

 CPE - 72 hours every 3 years, ≥ 16 per year

 Certified Public Accountants

 State licensed, education, exam, CPE

 Attorney

 State licensed, law degree, bar exam, CPE

Issue 2                         p. 250

Limited Representation - IRS

 Annual Filing Season Program Participants

 AFSP Record of Completion based on CPE

 Only rep clients of returns they prepared

 RAs, Customer Service Rep, TAS, similar 

 Cannot represent at Appeals or Collection

 PTIN holders (with no other designation)

 As of 1/1/16, prepare only

 May represent if prepared before 1/1/16
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Issue 2                         p. 250

Limited Representation - IRS

 Third-Party Designees

 On 1040, 94X series, 720, 1041, 1065, 1120, 

1120S, 2290, CT-1

 Can exchange verbal info with IRS re: return 

processing, refunds and payments 

 Authorization expires 1 year from due date 

regardless of extensions

Issue 3                         p. 251

IRS Transcripts

 Figure 8.3

 Tax return transcript

 Tax account transcript

 Record of account transcript

 Wage and income transcript

 Verification of nonfiling letter
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Issue 3                    pp. 251-252

IRS Transcripts

 Get Transcript Online

 View, print, download return & acct transcripts

 Requirements include US based cell phone

 New and returning user list on page 252

 Get Transcript by Mail  (5-10 days)

 Requires date of birth, address on latest return

 Transcripts by phone  (5-10 days)

 Generally current year & 3 prior years

Issue 3                         p. 253

IRS Transcripts

 Form 4506-T

 Older tax year acct transcript, wage & income 

transcript ,verification of nonfiling letter

 Mail or FAX

 Can authorize mailing to 3rd party

 Form 4506

 Copy of complete return - $50 fee
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Issue 3                         p. 253

IRS Transcripts

 Practitioner Priority Service (PPS)

 Available if Forms 2848, 8821 or 8865 on file

 Account & income verification transcripts

 Transcript Delivery System (TDS)

 View, request, receive transcripts online

 Must have 2848 or 8821 on file

 If on e-file app may authorize access to others

 Not available if identity theft indicator present

Issue 4                    pp. 253-254

Transferring Location of Audit

 Factors for change in IRS chosen location

 Taxpayer’s current residence 

 Taxpayer’s principal place of business

 Where books, records, source docs maintained

 Where exam can be most efficiently done

 IRS resources available in requested locale

 Avoiding undue inconvenience to taxpayer

 Place of rep’s business not a factor
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Issue 5                    pp. 254-255

IRS Office of Appeals

 Request an Appeal if believe the IRS:

 Position based on incorrect law interpretation

 Did not properly apply law to facts

 Taking inappropriate collection action

 Incorrectly denied an offer in compromise

 Used incorrect facts

Issue 5                      p. 255

Formal Written Protest 

 Identifying information, request for appeal

 Copy of letter showing changes

 List of disputed items with reasons for 

disagreement, facts, law for each

 Penalties of perjury statement & signature

 By rep, state that all stmts known as correct

 Submit within time limit (generally 30 days)
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Issue 5                    pp. 255-256

Small Case Request

 Proposed tax ≤ $25,000

 Form 12203 – Request for Appeals Review 

or brief written statement

 List disputed items and reasons for dispute

 If rejected OIC, entire amount for each 

period includes tax, penalties, interest

 N/A to employee plans, exempt orgs, S 

corporation and partnerships

Issue 5                          p. 256

The Appeals Process

 First Notice – generally within 90 days

 Follow-up with IRS if > 90 days – reason?

 Request contact with Appeals for date or

 Call Appeals Acct Resolution Specialist

 Appeals Conference

 By correspondence, telephone, in person

 May raise new theories but not new issues

 New issues raised by TP → back to examiner
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Issue 5                          p. 257

The Appeals Process

 No resolution:  Petition Tax Court or pay tax to 

litigate in Court of Claims or US District Court

 Mediation Alternatives

 Fast Track Settlement - Rev. Proc 2003-40

 Trained mediator in Appeals Office

 60 or 120 days (based on business size)

 Form 14017 Application for FTS

 Either side may reject/accept settlement

Issue 5                          p. 257

The Appeals Process

 Mediation Alternatives

 Fast Track Mediation 

 Trained mediator in Appeals Office

 Disputed collection issues

 Resolve within 40 days

 Must have worked with RO to resolve first

 Form 13369 – Agreement to Mediate

 Some cases not eligible (list, page 257)
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Issue 6                          p. 258

Identity Theft

 Recognizing Identity Theft

 Return rejected as SSN already filed

 IRS notices when all was resolved

 IRS notice of wages from unknown employer

 Original return accepted as amended

 IRS notice regarding fictitious employees

 IRS notice regarding defunct, closed, or 

dormant business after all has been paid



Issue 6                          p. 258

Identity Theft

 IRS Impersonation Scam

 Threatening telephone calls requesting money 

be wired 

 IRS will never demand payment by wire or 

prepaid debit card

 Report to TIGTA’s “IRS Impersonation Scam 

Reporting” website
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Issue 6                          p. 259

Identity Theft – Assisting Victims

 FTC: Report identity theft to the FTC

Contact credit bureaus – fraud alert

Close any fraudulently opened accounts

 IRS: Respond promptly to all IRS notices

Complete Form 14039 when needed

Continue to file & pay by paper

No resolution, call IRS

 Letter 5071C – go to IDVerify.irs.gov 

Issue 6                          p. 259

New IRS Security Procedures

 Security Summit Initiative

 Partnership with states and private-sector tax 

industry leaders

 New password protections for software accts

 ≥ 8 digits – letters, numbers, characters

 New lock-out features, email verification

 Share new data elements with IRS and states 

to determine if return valid
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Issue 6                          p. 260

New IRS Security Procedures

 Q1:  How will safeguards affect TPs?

 Create password to access software account

 Prompted to answer 3 security questions

 Lock-out features limiting time/attempts

 Verify e-mail address

 Some will send e-mail or text with PIN

 Q2:  How will refunds be affected?

 Will still issue most refunds w/in 21 days

Issue 6                          p. 260

New IRS Security Procedures

 Q3:  What taxpayer information is a 

software provider sharing with IRS?

 General tax return information

 Other data that indicate potential fraudulent 

patterns during return preparation

 Q4:  What if TP already using an IPPIN?

 New IPPIN to be sent to TP prior to start of 

filing season (but see Note on page 260)
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Issue 6                          p. 260

New IRS Security Procedures

 Q5:  Why is there a new code on W-2?

 2016 season testing of verification code

 Box on 70M forms but 16-digit code in 2%

 Test for electronic returns only

 IRS partnered with 4 major payroll providers

 Coded number based on formula using W-2 

data – must be entered into filing software

 Scope to increase for 2017 filing season

Issue 6                     pp. 261-262

Identity Theft Affidavit

 Form 14039 – Figure 8.4

 April 2016 revision 

1. A: designation of person covered by form

2. C: includes blocks for tax years involved

3. E: Perjury statement moved to page 1

4. F: Reasons for filing expanded

5. Forms now mailed to Fresno IRS Campus
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Issue 7                     pp. 263-264

IRS Initiatives – Future State

 Taxpayer Component

 Using technology to improve service

 Secure online account for all – access 

information and interact with IRS

 Resolve issues without multiple notices

 Improve identity authentication and 

increase Internet security

Issue 7                          p. 264

IRS Initiatives – Future State

 IRS Activities Component

1. TEGE reviewing determination letter 

process, developing web-based solutions

2. TAC appointment test

3. Web-first service strategy

4. Identify Theft Victim Assistance Directorate

5. Enterprise eRecords Management Team

6. $ savings by space reductions
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Issue 7                     pp. 264-265

IRS Initiatives – Early Interaction

 Assist employers delinquent in payroll tax

 ID those falling behind by monitoring deposits

 If tax deposits decline, 

 Letter requesting contact & explanation

 Automated messages

 Revenue Office personal contact

 Explanation – case closed

 Delinquency – work with the employer

Questions?


