Frequently Asked Questions for Recordkeeping for SBSE Individuals 2008
1. How does the IRS (or tax court, etc) determine whether an entry is "reasonable"? 

The transaction has to (1) have a business purpose (is it needed?); (2) have supporting substantiation (verification) and (3) the transaction must be reasonable for this particular type of business (the question to ask is:  is this transaction typical for the business you are running?).
2. What do you do with the receipts that are faded or doesn't have what was purchased?

Businesses and individuals must keep records of all deductible expenses.  These amounts will need to be traceable back to the actual records and source documents.  

The auditor should apply reasonableness to his review of the expenses. You should make photocopies of these receipts before they fade and attach the original to it to "prove" it faded. Depending on the facts and circumstances, the auditor may wish to sample these or accept them as they are.

3. My question is I understood that the businesses or self employed individuals with less than 250,000 annual gross receipts are not required to keep records.  Am I wrong or not? 

You are not correct. 

Businesses and individuals must keep adequate Books and records for all their business transactions. This includes all deductible expenses.  These amounts will need to be traceable back to the actual records and source documents.  
Go to the various resources we have available in irs.gov web site including:
· Publication 583, Starting a Business and Keeping Records

· Publication 535, Business Expenses 

· Publication 463, Travel, Entertainment, Gift, and Car Expenses

4. What if the taxpayer has inadequate books and records and can not substantiate the deductions on TP return, can TP be fined for not keeping good records?  
The deductions will be denied and, if the circumstances warrant, the auditor will assert an Accuracy-related or Negligence penalty, which amounts to 20% of the portion of the underpayment. There will also be an Inadequate Records Keeping Notice issued to the taxpayer requiring he/she maintain proper books and records.

· Also, what about underreported income?
Underreporting of income is a very serious infraction of the Internal Revenue Code. Depending on the facts and circumstances the underreporting will be considered for a number of penalties or actions.  A minor violation could possibly incur a Negligence penalty. Major violations can have Civil Fraud Penalty assessed and even criminal action taken by our criminal investigation division.

5. When making gifts to employees or vendors what records are needed?

Gifts must be verified by showing all of the following: The amount of each separate expense, such as each element of a trip (i.e. airfare, taxi, hotel, etc.). Date, address, description of the gift given, an explanation of the business benefit gained, and your business relationship to the recipient of the gift.  In other words - basically - the business purpose of the expense.

Refer to Publication 463, Travel, Entertainment, Gift, and Car Expenses for more information.
6. What are the recordkeeping requirements for a business per diem deduction?  Round trip plane ticket, boarding pass & itinerary?  Lodging was provided by third party and no receipt is available? The 24 hr rule is understood to be in effect.

Business travel must be verified by showing all of the following: Even if zero, the amount of each separate expense, such as each element of a trip (i.e. airfare, taxi, hotel, etc.). Date, address, description for the travel, and an explanation of the business benefit gained, In other words - basically - the business purpose of the expense.

Refer to Publication 463, Travel, Entertainment, Gift, and Car Expenses for more information.
7. The vehicle I use for my business is a personal vehicle. Some times I pay for gas out of my company account if I am on business. While on business I keep the CC receipts, register receipts etc. in addition to a mileage log beginning and ending mileage purpose of the trip etc. How do I best show the expense? Should I pay for motor fuel out of my personal account and only claim mileage?
The answer to this question is based on facts and circumstances. There are too many variables to properly answer it.  
Refer to Publication 463, Travel, Entertainment, Gift, and Car Expenses for more information.
8. I keep a log of all business mileage, but I use different cars for travel.   How will I show actual beginning and ending mileage for my log if I share the use of two cars throughout the year?

Keep two separate logs, one for each car, with the required information.

See Publication 463, Travel, Entertainment, Gift, and Car Expenses for more information.
9. Mileage log – for an individual trip, do I need the odometer reading at the start and end of the trip, or just the total mileage for that trip?

Business travel must be verified by showing all of the following: Even if zero, the amount of each separate expense, such as each element of a trip (i.e. airfare, taxi, hotel, etc.). Date, address, description for the travel, and an explanation of the business benefit gained, In other words - basically - the business purpose of the expense.

Also, the more organized and detailed you make your mileage log, the easier it will be for an auditor to review, trace and accept your numbers.
See Publication 463, Travel, Entertainment, Gift, and Car Expenses

10. When can the actual cost of a vehicle and medical insurance premiums be expensed on schedule C as a business deduction and not be a personal expense.  What records are needed to substantiate business vs. personal?  

Vehicle and medical insurance premiums are never taken as a business expense on a Schedule C. These are non-deductable personal expenses.
See 
Publication 535, Business Expenses
Publication 583, Starting a Business and Keeping Records

11. Question regarding allocating travel expenses when more than one business is served by the travel, one Schedule C the other Corporate.  Neither trip is the primary purpose of the trip, but the conference influences the timing.  Is it reasonable to split the miles evenly between the two business ventures, or should the bulk of the mileage go to the Schedule C business, allocating only a side trip to the corporate business?  

Keep two separate logs with the required information. Business travel must be verified by showing all of the following: Even if zero, the amount of each separate expense, such as each element of a trip (i.e. airfare, taxi, hotel, etc.). Date, address, description for the travel, and an explanation of the business benefit gained, In other words - basically - the business purpose of the expense.

See Publication 463, Travel, Entertainment, Gift, and Car Expenses

12. Will scanned documents be accepted as substantiation for expenses, as in an audit? And if not or if there is further requirement please explain and cite reference.  Also, please relate to Rev. Proc. 98-25 & 97-22.
Scanned documents are not accepted as substantiation for expenses.  A record is the actual document, such as a receipt or invoice that proves an expense was made.  If an auditor is presented with only scanned documents, he will be obligated to at least sample these documents for accuracy and substantiation.  This will include tracing back to the original source document through a third party source such as your distributor/wholesaler.
Revenue Procedure 98-25 also called Rev Proc 98-25 prescribes basic requirements that the Internal Revenue Service considers essential in cases where your records are maintained within an Automatic Data Processing system (ADP).  Revenue Procedure 98-25 section 11.01, Hardcopy Records, provides that "These procedures do not relieve you of your responsibility to retain hardcopy records that are created or received in the ordinary course of business as required by existing law and regulations.

13. What documentation is needed to prove depreciation expense?  
All purchase contracts and depreciation schedules must be retained until the period of limitations expires for the year the property is disposed of in a taxable disposition.  If the asset was acquired in a non-taxable exchange, retain all records until the period of limitations has expired for the new property.  This also includes ownership in partnerships, S Corporations and C Corporations.

· And what about records for fixed assets, how long are they kept?
Records related to asset purchase and improvements should be retained until disposition of the asset plus three years.  In general, records should be retained for three years past the date the return covering that tax year is filed.  

14. Home office: what are suitable records to verify home office qualification and usage?

Businesses and individuals must keep records of all deductible expenses.  These amounts will need to be traceable back to the actual records and source documents.  Information should include: (1) business purpose (is it needed); (2) substantiation (verification) and (3) reasonableness (is the transaction typical)

You will need to show, to the auditor’s satisfaction, that the home office space claimed was used exclusively for business.  You will also need to demonstrate how you arrived at your square footage calculation for home office expense.  In a field examination, this may be accomplished (if the parties agree) to a field visit, so the auditor can visually inspect the office space.  In a correspondence audit, you may wish to provide, among other things, photographs of the office space, a written description of the office space, and what that space is used for, and a diagram of the home office, to show how square footage was calculated.

15. What documentation/records are required for a day-trader to determine they qualify to file as a Schedule C business?  Vs reporting income on Schedule D

First, you must ask yourself whether the trading activity qualifies as an activity engaged in for profit.  Generally, an activity qualifies as a business if it is carried on with the reasonable expectation of earning a profit. In order to make this determination, taxpayers should consider the following factors:

· Does the time and effort put into the activity indicate an intention to make a profit?

· Does the taxpayer depend on income from the activity?

· If there are losses, are they due to circumstances beyond the taxpayer’s control or did they occur in the start-up phase of the business?

· Has the taxpayer changed methods of operation to improve profitability?

· Does the taxpayer or his/her advisors have the knowledge needed to carry on the activity as a successful business?

· Has the taxpayer made a profit in similar activities in the past?

· Does the activity make a profit in some years?

· Can the taxpayer expect to make a profit in the future from the appreciation of assets used in the activity?

The IRS presumes that an activity is carried on for profit if it makes a profit during at least three of the last five tax years, including the current year.
· Publication 583, Starting a Business and Keeping Records

· Publication 3207, The Small Business Resource Guide CD-ROM

· Publication 1066-C, Virtual Small Business Workshop DVD

If your trading activity is engaged in for profit, then you must look to the specific rules governing whether your activity qualifies you for “dealer,” “trader” or “investor” status.

Internal Revenue Code § 475 and Regulation §1.475 - Election of mark-to-market accounting for traders in securities or commodities - will assist you in your answer.

Also Publication 550 has Special Rules for Traders in Securities which state that Special rules apply if you are a trader in securities in the business of buying and selling securities for your own account.  To be engaged in business as a trader in securities, you must meet all the following conditions. 

· You must seek to profit from daily market movements in the prices of securities and not from dividends, interest, or capital appreciation. 

· Your activity must be substantial.  

· You must carry on the activity with continuity and regularity. 

The following facts and circumstances should be considered in determining if your activity is a securities trading business.

· Typical holding periods for securities bought and sold.

· The frequency and dollar amount of your trades during the year.

· The extent to which you pursue the activity to produce income for a livelihood.

· Generally, to qualify for “substantial” trading, you must engage in securities or commodities sales for a period greater than one taxable year, and your trades and sales must be “substantial” throughout the taxable year.

· Whether or not you have other sources of income (such as a full-time job or other career).

· The amount of time you devote to the activity.

If your trading activities are not a business, you are considered an investor, and not a trader. It does not matter whether you call yourself a trader or a “day trader.” 

16. I am the assistant secretary of my church, we have it set up where our different department turns in their money to us and we put it in one account, then when they need their funds they fill out a form and we withdraw the money, do you have a suggestion of a better way this process can be done?
As stated in the presentation, - you should do what best works for you. The form you keeps your books and records is not as important as your ability to properly document the transaction. In other words, make sure you can trace the flow of money from your departments through your recordkeeping system.  

For instance the division of duties as you describe is viewed by an auditor as a division of internal control. The transaction is then reviewed for accuracy, business purpose and substantiation. 
17. What should we do when a taxpayer is living outside the country, is ill and unable to return to the U.S., and his records are inaccessible in the U.S. because they are in one of several storage units?  Will the IRS accept any type of reconstruction of those records?  Specifically, if the tax professional made extensive notes during the interview with the client, that show the information in detail to be entered on the tax return, is that sufficient reconstruction?

No. A reconstruction of records is only helpful if the auditor has access to the source documents, to test the reconstruction’s validity and accuracy.  The Foreign Resident Compliance (FRC) business unit of International provides tax information and assistance services to U.S. taxpayers residing abroad, business entities with assets under $10 million doing business abroad, and non-U.S. citizens that have a U. S. filing requirement.  FRC also takes needed action to ensure compliance by these taxpayers with U.S. federal tax requirements.   

18. If you have a sole proprietorship that has changed over to a LLC. What bookkeeping differences should there be for the LLC over the Sole proprietorship?

In terms of substantiation, businesses and individuals must keep records of income and deductible expenses.  These amounts will need to be traceable back to the actual records and source documents.  Information should include: (1) business purpose (is it needed); (2) substantiation (verification) and (3) reasonableness (is the transaction typical) 

See Publication 535, Business Expenses 

See Publication 583, Starting a Business and Keeping Records

19. What does a client do if audited and some of the receipts for the expenses they have claimed have faded away?  They did write the purpose for expense, name(s) of people met w/ if it was a meal receipt, the mileage on the receipt and a rounded amount of the expense (for easier documenting in ledger) on receipt.  You vaguely see some things on the receipt like the store or restaurant name and a few things here and there, but on some the items purchased or the date or the amount due is not seeable.
Sometimes, the reconstruction of expenses is an important aspect for both the representative and the auditor during an examination. The auditor should apply reasonableness to his review of the expenses.  For example, if the auditor can reasonably surmise that - based on the logs and other verified expenses - the taxpayer had a dinner engagement with an important client, and then the only issue is the reasonableness of the amount taken. If it is reasonable, the auditor may accept it.  Sometimes the auditor will sample the expenses, and then the taxpayer (or the auditor through a summons) can contact their credit card company to provide verification of the expenses.  Additionally, you could use the credit card statements to “tie in” the claimed expenses.  The best thing to do with imperfect or “faded” records is to try your best to find supporting third party information, such as contacting a vendor or credit card company to see if they have any business records and other documentation that would corroborate your claimed expenses.
20. I have many clients who are Sch C owners. They have proof of income but no records of expenses have been kept.  They cannot reconstruct their records. They also receive EIC. Without expenses, their EIC payment is larger. Without records, no expenses would be allowed in an audit.  What is my ethic responsibility in cases like these?

There are too many variations in the facts and circumstances you describe to provide an answer.  Your ethical responsibilities as addressed in Circular 230, and include Section 10.21, which states you … must advise the client promptly of the fact of such noncompliance, error, or omission. The practitioner must advise the client of the consequences as provided under the Code and regulations of such noncompliance, error, or omission.
Other Sections such as 10.22 are equally important. Please review the Circular 230 for additional information.
21. What do we do about the credit card receipts and cash register receipts that are printed on thermal, NCR, or "shiny" paper.  These all fade and become unreadable within just a couple of years or less.  It doesn't matter whether or not they're exposed to heat and/or light.  They just fade over time and frequently aren't all that clear to begin with.  Should I instruct my clients to make photocopies of these receipts and attach the original to it to "prove" it faded?  If this isn't sufficient, what is?

Businesses and individuals must keep records of all deductible expenses.  These amounts will need to be traceable back to the actual records and source documents.  Information should include: (1) business purpose (is it needed); (2) substantiation (verification) and (3) reasonableness (is the transaction typical) 

The auditor should apply reasonableness to his review of the expenses. You advice to your clients to make photocopies of these receipts and attach the original to it to "prove" it faded is very good. Depending on the facts and circumstances, the auditor may wish to sample these or accept them as they are.  You may also wish to explore other ways to corroborate your client’s claimed expenses, such as through the business records and documents of third party sources, such as vendors and credit card companies.
22. Business expense – I understand minimum of credit card slip is required if the actual detail invoices is not available.  If the credit card slip or invoices were lost and the only credit card statement is available, would IRS accept the credit card statement as legitimate business expense, % based on the auditor’s judgment, or not at all, in the case of being audit? 

As stated above, businesses and individuals must keep records of all deductible expenses.  These amounts will need to be traceable back to the actual records and source documents.  Information should include: (1) business purpose (is it needed); (2) substantiation (verification) and (3) reasonableness (is the transaction typical) 

Depending on the facts and circumstances, the auditor may wish to sample these or accept them as they are.  The auditor should apply reasonableness to his review of the expenses.  Also, as stated above, you may also wish to explore other ways to corroborate your client’s claimed expenses, such as through the business records and documents of third party sources, such as vendors and credit card companies.
23. Revenue – if an invoice was created but write off of that invoice later had to be taken, would a cash basis taxpayer still need to reflect the revenue and the write off or just the net of zero in this case? 

I would suggest reflecting the income and the write off separately. There are many circumstances where this would be necessary. 

Businesses and individuals must keep records of income and deductible expenses.  These amounts will need to be traceable back to the actual records and source documents.  Information should include: (1) business purpose (is it needed); (2) substantiation (verification) and (3) reasonableness (is the transaction typical) 

24. In relation to slide 6:

· Could you please define the term "record" 

A record is any information that is created, received or maintained as suitable evidence.   A record is the actual document, such as a receipt or invoice that proves an expense was made.  

· What is the definition of “Accounting Books"
The combining ledgers or journals in a book form. This should be a list of your income and expenses 

25. In relation to slide 8:

· Are businesses who generate less then 10 million in revenue exempt from the electronic documentation? Or is it 10 million in net profit?
 This exception says that a business with assets of less than $10 million does not have to maintain their records in electronic format.  However, they must be able to provide all of their records in hard copy.  If a part of their records are not in hard copy, the IRS can request their records in electronic format. 

26. In relation to slide 9:

· Regarding Electronic Format, I only caught the .xml format, were there others?

MS Access or an Excel files format, in a delinitated or fixed width format.  

· What is the definition of the following: 
· Transaction: A business dealing or agreement. A record of that business dealing or agreement.
· Transaction Summary is a totaling of the transactions.
· Transaction Detail is the information needed to Businesses and individuals must keep records of all deductible expenses.  These amounts will need to be traceable back to the actual records and source documents.  Information should include: (1) business purpose (is it needed); (2) substantiation (verification) and (3) reasonableness (is the transaction typical) 

· Transaction List by Date is a listing of the transactions by date order.
27. In relation to slide 11:

· Pertaining to Gross receipts, the question is whether the cash register tapes can be stored & saved on a hard drive since the thermal tapes are invisible after some time to document at the time of audit? However, credit charge slips can’t be saved on the hard drive even & the only source left over is the bank statement wherein the sales charged on the credit cards are credited on a day to day regular basis. Would the Bank statement in that scenario be acceptable as an evidence of receipt/sale?

The auditor should apply reasonableness to his review of the receipts and expenses. You should make photocopies of receipts you feel will fade and attach the original to it to "prove" it faded.. Depending on the facts and circumstances, the auditor may wish to sample these or accept them as they are.

28. In relation to slide 13:

· Can you please explain the business purpose of charitable contributions?

To be deductible, a charitable contribution must be properly substantiated. An individual taxpayer’s charitable contribution deduction is included with other itemized deductions on the Schedule A of the Form 1040. In addition, however, the taxpayer also is required to keep certain records about the contribution and often to file a Form 8283.
The general substantiation requirements are contained in Regs. § 1.170A-13. Contributions of money must be substantiated by a canceled check, receipt from the charity showing the charity’s name, the date of the contribution, and the amount of the contribution. The gift may also be substantiated by other reliable written records containing the same information. Regs. § 1.170A-13(a) (2) (i) contains information about what constitutes a reliable written record.

There is a special substantiation rule for charitable contributions of $250 or more. IRC § 170(f) (8) requires that, if a donor makes a charitable contribution of $250 or more, the donor must obtain from the donee a contemporaneous written acknowledgment. This provision is strictly construed; if the donor does not have a contemporaneous written acknowledgment, no deduction is allowed. The acknowledgment must contain the amount of cash and a description (but not the value) of any property other than cash contributed, whether the charity provided any goods or services (other than intangible religious benefits) in consideration, and if so, a description and good faith estimate of the value of those goods or services. The acknowledgment must be obtained on or before the earlier of the date on which the return is filed, or the due date of the return.

29. In relation to slide 14:

· Is it only necessary to collect the TIN if the person who "performs services & receives payment" is a sole proprietor (I was told that if the person was a corporation, a TIN/1099 was not necessary)

Payments of over $600 for services performed for a trade or business by people not treated as its employees must have a form 1099 Misc filed.  This would include the appropriate information such as a TIN.

30. In relation to slide 17:
· Is a bookkeeper responsible for any tax forms that they do not personally prepare?

Refer to Circular 230, Regulations Governing the Practice of Attorneys, Certified Public Accountants, Enrolled Agents, Enrolled Actuaries, Enrolled Retirement Plan Agents, and Appraisers before the Internal Revenue Service for more information.

· Is a bookkeeper held responsible for work duties they do not perform or are not aware of needing to be completed?

Refer to Circular 230, Regulations Governing the Practice of Attorneys, Certified Public Accountants, Enrolled Agents, Enrolled Actuaries, Enrolled Retirement Plan Agents, and Appraisers before the Internal Revenue Service for more information.

· My question is what is my responsibility as the bookkeeper when confronted with inaccurate income reporting?  I have never encountered this in all my years of bookkeeping.

Refer to Circular 230, Regulations Governing the Practice of Attorneys, Certified Public Accountants, Enrolled Agents, Enrolled Actuaries, Enrolled Retirement Plan Agents, and Appraisers before the Internal Revenue Service for more information.

· I am interested in “What was the paid preparer’s role?” and “The preparer’s records are needed.”

Refer to Circular 230, Regulations Governing the Practice of Attorneys, Certified Public Accountants, Enrolled Agents, Enrolled Actuaries, Enrolled Retirement Plan Agents, and Appraisers before the Internal Revenue Service for more information.

· What is my obligation as a bookkeeper in keeping/storing any additional records for my clients I do from my home office?

Refer to Circular 230, Regulations Governing the Practice of Attorneys, Certified Public Accountants, Enrolled Agents, Enrolled Actuaries, Enrolled Retirement Plan Agents, and Appraisers before the Internal Revenue Service for more information.

 Internal Revenue Code (IRC) section 6107(b) states, “Any person who is a tax preparer with respect to a return or claim for refund shall, for the period ending 3 years after the close of the return period – (1) retain a completed copy of such return or claim, or retain,  on a list, the name and taxpayer identification number of the taxpayer for whom such return or claim was prepared, and (2) much such copy or list available for inspection upon request by the Secretary.

· What is my obligation as a tax preparer in keeping my copies of clients’ tax returns? How many years, if any, do I need to keep of their tax returns? I have already given them a copy of their return as well as all the original documents in the preparation of the return.

Refer to Circular 230, Regulations Governing the Practice of Attorneys, Certified Public Accountants, Enrolled Agents, Enrolled Actuaries, Enrolled Retirement Plan Agents, and Appraisers before the Internal Revenue Service for more information.

 Internal Revenue Code (IRC) section 6107(b) states, “Any person who is a tax preparer with respect to a return or claim for refund shall, for the period ending 3 years after the close of the return period – (1) retain a completed copy of such return or claim, or retain,  on a list, the name and taxpayer identification number of the taxpayer for whom such return or claim was prepared, and (2) much such copy or list available for inspection upon request by the Secretary.

31. In relation to slide 19:

· You raise the question “What records are needed?”  During the program you stated a reference for additional information, but I could not understand the response.  Please reply with the reference/citation.

See appendix list.
32. In relation to slide 20:

· Tax returns are kept much longer. Would you suggest 5 years, 10 years, or something else? 

Sometimes as you see on Slide #21 - you have to wait until the deduction is no longer claimed.   Several examples are given:  All Employment tax records are kept for at least four years. Assets records showing business depreciation should be kept until the asset is sold or otherwise removed from the business- this can be 39 years in the case of some properties. IRA Contributions:  Keep these records permanently.  All purchase contracts and depreciation schedules must be retained until the period of limitations expires for the year the property is disposed of in a taxable disposition.  If the asset was acquired in a non-taxable exchange, retain all records until the period of limitations has expired for the new property.  This also includes ownership in partnerships, S Corporations and C Corporations.  To prove a claimed net operating loss, you must also prove how that loss was incurred in the original tax year and also that the carryover loss was not fully claimed in previous tax years.
33. In relation to slide 21:

· Since Employment tax records (W4s, W2s, etc.) need to be kept 4 years, would this also be the amount of time to keep Payroll Registers (gross to net), and Time and Attendance records (hours worked)?

It is a good idea to keep tax returns and related information for as long as claimed deductions and expenses may be relevant to other returns, or may be challenged in an audit or court proceeding. This includes source records (checks, receipts, and proof of business purpose).  

· Is it best to save the hard copy, rather than saving to the hard drive or to a CD? 
The original documents should be maintained. 

34. In relation to slide 22:

· If a business owner continually avoids an audit and requests numerous rescheduling, does the IRS eventually step in and conduct the audit without any further delays?

The IRS has the prerogative to perform the audit based on the information provided or gathered throughout the audit. This may or may not be in favorable to the taxpayer.
35. I sold a business in 2006, for how long must I keep all records?  At the sale of the business I did a 1031 capital gain exchange.

Tax records must be kept at least until the statute of limitations expires for the tax return on which any of those items of income, deductions, or credits appear. BUT - It also depends on the item being documented and expensed.  If the asset was acquired in a non-taxable exchange, retain all records until the period of limitations has expired for the new property. 

36. How long should I keep records for my deceased clients and former clients?

Tax records must be kept at least until the statute of limitations expires for the tax return on which any of those items of income, deductions, or credits appear. BUT - It also depends on the item being documented and expensed.  If the asset was acquired in a non-taxable exchange, retain all records until the period of limitations has expired for the new property. 

37. I would like to know the statue of limitations on keeping payroll records for W2 employees and 1099 filings for 1099 consultants.

All Employment tax records are kept for at least four years, I prefer six.
38. If there is an unlimited statue of limitation for a return that is not filed, how can a taxpayer prove they filed a return without retaining copies of the return and proof of payment of estimated and balance due taxes if the IRS at some later date says they have no record of receiving the return?

This is a facts and circumstance issue that is outside the scope of this presentation. You should consult with the auditor and his/her manager for further advice.

39. Please explain the 3 year statute of limitation rule and the 6 year one and the 25% substantial underreported income limitation.  
The IRS generally has three years from the filing date to examine a tax return.  This is called the statute of limitations.  However if there is a 25% income omission, the IRS can go back 6 years;  If a return is not filed, the statute of limitations is not running.  Also, there is no statute of limitations for false or fraudulent returns filed with the intent to evade taxes.  Refer to Internal Revenue Code (IRC) section 6213.    
There is also a time limit on how long you can claim a refund, usually by filing an amended return.  Refer to IRC section 6511. 

40. If an client (cash basis) only has bookkeeping entries(book purchased from Office Depot) and the receipts for all income and expenses, is this  sufficient documentation for their records or are they required to have a income statement and balance sheet as part the documentation?

Businesses and individuals must keep records of all income and deductible expenses.  These amounts will need to be traceable back to the actual records and source documents.  Information should include: (1) business purpose (is it needed); (2) substantiation (verification) and (3) reasonableness (is the transaction typical) 

There are no requirements to prepare and maintain an income statement or a balance sheet as part of the documentation. 
41. Regarding receipts for work done:

· What do you recommend for barbers/stylists that rent a chair in a hair salon, receive cash from clients, and normally don’t give receipts for haircuts done? 
Even though your clients do not hand out receipts to their clients they must keep proper documentation of their income and expenses. These amounts will need to be traceable back to the actual records and source documents.  Information should include: (1) business purpose (is it needed); (2) substantiation (verification) and (3) reasonableness (is the transaction typical).   They should consider a recordkeeping system that fits best with their work requirements, and still meets the IRS’s recordkeeping requirements.
· How about people cleaning homes? They may receive cash or checks and usually don’t provide receipts. Would a ledger provide the type of record the IRS and/or state is looking for? 

As mentioned above, your clients must keep proper books and records.
42. Is there a publication that addresses the initial exam such as a Schedule C training manual?  If not, what are the basic steps in the initial exam?  
The IRS is committed to explaining the audit process as clearly as possible. September’s phone forum Field Audit Process; Working Together for a Mutual Commitment Date was one example of how we explain the process. 

You may also wish to refer to Publication 3498, “The Examination Process.”  As mentioned above, other helpful Publications include:

· 583, “Starting a Business and Keeping Records,”

· 463, “Travel, Entertainment, Gift and Car Expenses,”

· 535, Business Expenses,

· 536, Net Operating Losses, and

· 583, “How Long to Keep Records.”

· Also, what does MCD stand for (from handout)?

The Mutual Commitment Date (MCD) process was developed to improve communication between the taxpayer and the examiner.  Customer Surveys indicate taxpayers are concerned with the length of the audit as well as understanding the exam process and why information is requested.  The MCD process puts in place a process for the examiner and taxpayer to discuss their roles in the audit and to discuss the issues and timeframe of the audit.  It is felt the increased communication will aid the examiner explain the reason for the request so taxpayers will see the need to timely provide records.  

43. Is it true that partnerships and S corporations are required to maintain their records by a double-entry accounting system as opposed to a single-entry system of accounting for a Schedule C proprietor?

Partnerships and S Corporations must keep records of all income and deductible expenses.  These amounts will need to be traceable back to the actual records and source documents.  Information should include: (1) business purpose (is it needed); (2) substantiation (verification) and (3) reasonableness (is the transaction typical) 

44. S corporations and partnerships are not required to report a balance sheet in their tax or information return if they meet certain gross receipts and asset levels.  Are sole proprietors required to maintain a general ledger and/or balance sheet even though it is not reported in the Schedule C?

Schedule C businesses and individuals must keep records of all income and deductible expenses.  These amounts will need to be traceable back to the actual records and source documents.  Information should include: (1) business purpose (is it needed); (2) substantiation (verification) and (3) reasonableness (is the transaction typical) 

There are no requirements to create and maintain an income statement or a balance sheet as part of the documentation. 
45. What is the definition of “Accounting Entry” if the taxpayer does not use a formal accounting/bookkeeping system? 

Whatever informal records/entries the taxpayer uses that lead to the number placed on their tax returns.

46. Can I expense the cost of a laptop computer to use in my business without having to justify that I use it solely for business use?  Is the cost of monthly DSL charges fully deductible? I am eligible for a $275 rebate for switching from cable to AT&T DSL.  Is the rebate taxable income or do I reduce the cost of internet connection by the amount of the rebate or do I even need to worry about it?  Does IRS have any Publications that address business deductions and adjustment for rebates?

These questions address whether specific expenses are deductible, they do not address the recordkeeping requirements for those expenses.  Please refer to Publication 535, Business Expenses, for more information regarding your specific questions.
47. Please explain what you would do if the taxpayer brings in a box of receipts and refuses to organize them.  Would you disallow them all?

Businesses and individuals must keep records of all deductible expenses.  These amounts will need to be traceable back to the actual records and source documents.  

The auditor would review the documents and unless the auditor feels it is necessary, he/she will not organize them. The deductions will be denied and the auditor most likely will assert a negligence penalty.  Refer to Internal Revenue Code (IRC) section 6662. There will also be an Inadequate Records Keeping Notice issued to the taxpayer requiring he/she maintain proper books and records.

Refer to Publication 583, Starting a Business and Keeping Records for more information.
48. On Charitable contributions, is there a limit on how much can be contributed (to 501c3 org’s) and still be deducted as a business expense?

Yes, Refer to IRC § 170(b).
Cash payments by an individual to an organization, section 501(c)(3) or otherwise, may be deductible as business expenses if the payments are not charitable contributions or gifts. If the payments are charitable contributions or gifts, an individual cannot deduct them as business expenses.  However, an individual may take a charitable contribution deduction if he or she itemizes. In general, contributions to charitable organizations may be deducted up to 50% of adjusted gross income.  Contributions to certain private foundations, veterans organizations, fraternal societies, and cemetery organizations are limited to 30% of adjusted gross income.  A special limitation applies to certain gifts of long-term capital gain property.         

 

Corporations (other than S corporations) can deduct charitable contributions as a business expense.  The contribution deduction is limited to 10% of the corporation’s taxable income.

 

Taxable income for this purpose is calculated without taking into account:

• Deduction for corporation charitable contributions.
• Dividends-received and dividends-paid deduction.
• NOL carrybacks.
• Capital loss carrybacks. 

 

Sole proprietors, partners in a partnership, or shareholders in an S corporation may be able to deduct charitable contributions made by their business on Schedule A of Form 1040.     

49. I paid $100 for a fundraiser party.  They told me that the money was going to a charitable organization.  When I wrote the check out me made it to the charitable organization.  What amount of that $100 can I take as a charitable contribution?  I received food and drink at this party.

A charitable organization must provide a written disclosure statement to donors of a quid pro quo contribution in excess of $75. A quid pro quo contribution is a payment made to a charity by a donor partly as a contribution and partly for goods or services provided to the donor by the charity. For example, if a donor gives a charity $100 and receives a concert ticket valued at $40, the donor has made a quid pro quo contribution. In this example, the charitable contribution portion of the payment is $60. Even though the part of the payment available for deduction does not exceed $75, a disclosure statement must be filed because the donor's payment (quid pro quo contribution) exceeds $75. The required written disclosure statement must:

· Inform the donor that the amount of the contribution that is deductible for federal income tax purposes is limited to the excess of any money (and the value of any property other than money) contributed by the donor over the value of goods or services provided by the charity, and 

· Provide the donor with a good faith estimate of the value of the goods or services that the donor received. 

Depending on the amount - the donee usually must furnish the donor with written disclosure of the deductible portion of the total contribution.  See Publication 526 Charitable contribution

50. What is the threshold at which an appraisal is required for charitable contributions of tangible assets?

Assets that are appraised at over $5,000 require an appraisal. See Publication 526 Charitable contribution

51. As I understand it there is no charitable contribution allowable on a Schedule C - they go on Schedule A.  Am I wrong?

There can be charitable deductions from a Schedule C depending on the item being contributed.  This would include for examples contribution of inventory or other business property.  
52. Do I have to send an acknowledgement for each cash donation of any amount, or only when an amount exceeds $250, or do I have to keep track by individual and when that individuals' donations exceed a certain amount then send them a receipt?

The new recordkeeping requirements for cash contributions basically says that a person cannot deduct a cash contribution, regardless of the amount, unless the taxpayer keeps as a record of the contribution a bank record (such as a canceled check, a bank copy of a canceled check, or a bank statement containing the name of the charity, the date, and the amount) or a written communication from the charity. 

The written communication must include the name of the charity, date of the contribution, and amount of the contribution.

As you can infer from the above, a donee may want a written communication for any amount. 

53. If a self employed person makes a charitable contribution what amount is considered as the donation?  Actual expenses or the value of the contribution.  Example:  Hairdresser donates her time and product that she values at $100.  Can she deduct $100? Or just the cost of the product? 

Actual expenses at the FMV.  The value of the time and services are not deductable. 
54. How can a correspondence audit be changed to a local office audit and the same from an office audit to a field audit?

The key to making any changes during the audit process is communication.  You should contact the individual on the correspondence you receive and discuss your request.
55. What are the legalities of hiring a new employee who will receive a 1099 form who refuses to give his tax identification number?

Payments of over $600 for services performed for a trade or business by people not treated as its employees must have a form 1099 Misc filed.  This would include the appropriate information such as a TIN.

This is a facts and circumstance issue that is outside the scope of this presentation. This includes both federal [i.e. backup withholding] and your state requirements. You should consult with the auditor and his/her manager for further advice.  You should also consult an attorney or other tax advisor if you have questions regarding the legal implications of your business actions.
If the payment is one of these reportable payments, backup withholding will apply if the payee fails to furnish his or her identification number (TIN) to you. 

See Regulations section 31.3406(c)-1(d).and Instructions for Forms 1099, 1098,  5498, and W-2G.
56. If I have 1) a copy of the receipt for the cash I gave the subcontractor (but he did not sign) and 2) a copy of the 1099 sent to the subcontractor, is that sufficient?  I don’t actually have a signature showing receipt of the cash.  The receipt doesn’t have a social or EIN number on it.
Payments of over $600 for services performed for a trade or business by people not treated as its employees must have a form 1099 Misc filed.  This would include the appropriate information such as a TIN.

If the payment is one of these reportable payments, backup withholding will apply if the payee fails to furnish his or her identification number (TIN) to you. 

See Regulations section 31.3406(c)-1(d).and Instructions for Forms 1099,

1098, 5498, and W-2G

57. What type of records is required by the IRS to substantiate cell phone expenses and internet usage for Form 2106?

Businesses and individuals must keep records of all deductible expenses.  These amounts will need to be traceable back to the actual records and source documents. Information should include: (1) business purpose (is it needed); (2) substantiation (verification) and (3) reasonableness (is the transaction typical) 

You must consider all facts in making this determination. For example - you cannot properly perform your duties without the computer or cell phone or if your use of the computer or cell phone is for a substantial business reason of your employer. 

Publication 529, Miscellaneous Deductions and 535 Business Expenses will help you with this.

58. In regards to a SEP contribution; another listener asked a question about banks not understanding the fact that you can make a SEP contribution up to the “extended due date” of the tax return.  It is my understanding from the banks that I use is that the bank just needs to report the “year” the SEP was made; it is up to the taxpayer to deduct the SEP in the year it relates to.  This is different than the IRA where the bank reports the tax year the IRA relates too.  Is this correct?
A SEP is an employer retirement plan maintained for the benefit of employees.  Contributions are made by the employer and sent to the financial institution(s) maintaining employees' IRAs, into which the contributions are deposited.  SEP contributions can be made by an employer as late as its tax-filing deadline plus extensions and they are reported on Form 5498 for the year they are made, not for the year the contributions are made for.  For example, employer SEP contributions made in 2008 are reported on a 2008 Form 5498 for each IRA receiving the contributions, even if the contributions are for the 2007 year.  SEP contributions are excluded from employees' gross income, not deducted.  

Because of this, detailed records are needed to determine what is taxable or not when the money is withdrawn.  

59. If all your IRA contributions are tax deductible, which means all withdrawals are taxable; do you need to keep a record of contributions?  What if there was a rollover?
Because of this, detailed records are needed to determine what is taxable or not when the money is withdrawn.  

An IRA owner must keep track of all nondeductible (after-tax) contributions to a traditional IRA, including rollovers that contain after-tax money.  Because of this, detailed records are needed to determine what is taxable or not when the money is withdrawn.  

60. If the brokerage statements are for an IRA account from which all withdrawals will be taxable, do you need to keep every month's brokerage statement, or only year end?

Keep these records until the limitation period is expired for the year in which the securities are sold.   Keep confirmation reports of stock purchases and sales, including the execution price and trade dates.  When a security is sold, the statement showing the original purchase, and the later statement showing the sale, will be needed to calculate capital gains or losses.  The more detailed your records are, the easier it will be to support those positions you claim on your tax return.
 

61. There was a question regarding the deductibility of political contributions for Schedule C filers, please explain what, if any, is deductible from said contribution.

Political contributions are not deductible since they are non-qualifying organizations.
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Appendix of Publications

IRS Publication Resources

· Publication 15, Circular E - Employers Tax Guide

· Publication 225, Farmers Tax Guide

· Publication 463, Travel, Entertainment, Gift, and Car Expenses

· Publication 535, Business Expenses 

· Publication 536, Net Operating Losses

· Publication 547, Casualties, Disasters and Thefts

· Publication 583, Starting a Business and Keeping Records

· Publication 594, The IRS Collection Process

· Circular 230, 

Other Resources

· Publication 3207, The Small Business Resource Guide CD-ROM

· Publication 1066-C, Virtual Small Business Workshop DVD

· Web Site for more information and assistance (www.irs.gov )
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