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Chapter 1

INTRODUCTION

PURPOSE

The purpose of the guide isto provide the examiner with technigques to audit
manufacturing businesses in an efficient, effective, and intelligent manner.

These audit techniques are outlined in a step-by-step fashion and explained in detail.
Basic audit steps such as reconciliations, balance sheet analysis, and the initial
interview have been integrated into this guide so that an examiner can read atraining
manual or the Internal Revenue Manua (IRM) and see how audit steps are
implemented in the course of an audit. Every attempt was made to include citations
from the Internal Revenue Code, Treasury Regulations, Revenue Rulings and
Procedures, and the IRM so the examiner could be assured of locating the basis of any
conclusion drawn. Much of the information will be abasic review for many
experienced examiners. However, this guide has some specidty items that will help
them.

This guide should be useful in the audit of any manufacturing business. However, it
does not address unique aspects of a particular industry. Inthose instances, the
examiner should review the MSSP Guide for that industry. If thereis no MSSP
Guide, contact the M SSP coordinator or Industry Specialist for additional information.

HOW THISGUIDE ISPRESENTED

This guideis set up to match the natural progression of an income tax audit for field
examination. It begins with the planning stages of the audit and continues through the
package audit, balance sheet, sales, inventory, and expense.

Specia emphasis has been placed on changes in accounting methods, IRC section
263A, and inventory because they exist in most audits of a manufacturing
business.

Awareness discussions include LIFO, Research and Development Credit, unique items
(tool and die business), production greater than 12 months, and self-constructed
assets. These discussions are given less emphasis because they do not exist in the
majority of audits of a manufacturing business. In those cases, there are other MSSP
Guides and resource material available. Based on district procedures, contact either a
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revenue agent experienced in this market segment, the M SSP coordinator or the
Industry Specidlist for additional information.

MANUFACTURING

A manufacturer is one who converts raw materias into finished goods.

This market segment contains the following industries:

1.

10.

11.

12.

13.

Food and Kindred Products -- Mest, dairy, preserved fruits and vegetables, grain
mill products, beverages, etc.

Tobacco Products -- Cigarettes, cigars, etc.

Textile Mill Products -- Broadwoven and narrow fabric mills, textile finishing,
carpets and rugs, etc.

Apparel and Other Textile Products -- Clothing, hats, coats, furs, etc.

Lumber and Wood Products -- Logging, sawmills, wood buildings and mobile
homes.

Furniture and Fixtures -- Household, office, etc.

Paper and Allied Products -- Pulp, paper, paperboard, converted paper products,
etc.

Printing and Publishing -- Newspaper, books, business forms, greeting cards, etc.

Chemical and Allied Products -- Plastics, drugs, soaps, paints, fertilizers,
adhesives, explosives, etc.

Petroleum and Coal Products -- Petroleum refining, asphalt and roofing materials,
lubricating oil and greases, €tc.

Rubber and Misc. Plastics Products -- Tires, footwear, hoses, belts, misc. plastic
products, etc.

Leather and Leather Products -- Tanning and finishing, footwear, gloves, luggage,
handbags, etc.

Stone, Clay, and Glass Products -- Glassware, cement, brick, pottery, concrete,
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gypsum, plaster, etc.
14. Primary Metal Industries -- Stedl, iron, copper, aluminum
15. Fabricated Metal Products -- Cans, cutlery, tools, screws, bolts, nuts, etc.

16. Industrial Machinery and Equipment -- Engines and turbines, farm, garden,
construction, computers, office equip, etc.

17. Electronic and Other Electric Equipment -- Transformers, motors, appliances,
lighting fixtures, audio and video, TV, radio, batteries, etc.

18. Transportation Equipment -- Motor vehicles, truck trailers, motor homes, aircraft
and parts, ships, railroad equipment, motorcycles, bicycles, space vehicles, etc.

19. Instruments and Related Products -- Search and navigation, measuring and
controlling, medical, photographic, etc.

20. Miscellaneous -- Jewelry, silverware, plated ware, musical instruments, toys,

sporting goods, office and art supplies, burial caskets, etc.

Principal Industry Activity (PIA), Principal Business Activity
(PBA) and Standard Industrial Classification Codes (SIC)

Principal Industry Activity (PIA) Code

A four digit code used by the IRS to define industries doing business as a sole
proprietorship. The returns are self-coded. There are atotal of 183 codes.

Principal Business Activity (PBA) Code

A four digit code used by the IRS to define industries doing business as a partnership
or acorporation. Thisterm is used interchangeably with PIA. Thereturns are
self-coded. There are 199 codes for partnerships and 187 codes for corporations.

Standard I ndustrial Classification (SIC) Code

A four digit code developed by statistical agencies (Census, Bureau of Labor). Itis
used to define industries and classify individual establishments by industry. Codes are
assigned by the agency. There are 1,005 codes.

See Exhibit 1-1 at the end of the chapter for the codes applicable to manufacturing.
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Audit Technigue Guides (ATG)

The following ATG's for manufacturing are currently available on the MSSP bulletin
board:

- Garment Contractors

- Garment Manufacturers
- TheWine Industry

- Furniture Manufacturing
- Commercid Printing

Anyone who has access to the MSSP Bulletin Board can download an ATG. If the
examiner does not have access to the bulletin board, contact the district M SSP
coordinator who should have access to the MSSP Bulletin Board.

ndustry Specialization Program (1 SP)

| SP was designed for the Coordinated Examination Program (CEP) but it can benefit
anyone. ISP Industry Digests, position papers, and other information files are located
on the MSSP Bulletin board and the ISP Bulletin Board. The district | SP coordinator
should have access to both of these bulletin boards.

The district | SP coordinator should have alist of the national ISP coordinators,
industry coordinated issues, and industry significant issues. These lists are also
available on the Nationa Office bulletin board.

Anindustry coordinated issueis an issue that is always present and has to be raised
during an examination.

In addition to the industry coordinated issues, there are aso industry significant issues.
An industry significant issue is an issue that could be present.

Depending on district procedures, contact the district | SP coordinator or the national
ISP speciaist if further information is needed on | SP issues.



Exhibit 1-1 (1 of 2)

MANUFACTURI NG CLASSI FI CATI ON CODES

PBA PBA Pl A
1120 1065 Sch C SIC
Food and Ki ndred Products 2010, 2020 2000 6038 2011 - 2099
2030, 2040
2050, 2060
2081, 2088
2089, 2096
Tobacco Products 2100 3970 1883 2111 - 2141
Textile M1l Products 2228, 2229 2200 0653 2211 - 2299
2250, 2298
Apparel & Other Textile Products 2315, 2345 2300 0679 2311 - 2399
2388, 2390
Lunber and Wod Products 2415, 2430 2400 0836 2411 - 2499
2498
Furniture and Fi xtures 2500 2500 0810 2511 - 2599
Paper and Allied Products 2625, 2699 2700 0877 2611 - 2679
Printing and Publi shing 2710, 2720 2700 0851 2711 - 2796
2735, 2799
Chenicals and Al lied Products 2815, 2830 2800 1883 2812 - 2899
2840, 2850
2898
Pet r ol eum and Coal Products 2910, 2998 3970 1883 2911 - 2999
Rubber & M sc. Plastic Products 3050, 3070 3000 1883 3011 - 3099
Leat her and Leat her Products 3140, 3198 3100 0695 3111 - 3199
Stone, day and d ass Products 3225, 3240 3200 1032 3211 - 3299
3270, 3298
Primary Metal |Industries 3370, 3380 3300 1057 3312 - 3399
Fabricated Metal Products 3410, 3428 3400 1073 3411 - 3499
3430, 3440
3460, 3470
3480, 3490



Exhibit 1-1 (2 of 2)

PBA PBA Pl A
1120 1065 Sch C SIC
I ndustrial Machinery and Equi p. 3520, 3530 3500 1099 3511 - 3599
3540, 3550
3560, 3570
3598
El ectronic & Gther Electric Equip. 3630, 3670 3600 1115 3512 - 3699
3698
Transportati on Equi pment 3710, 3725 3700 1883 3711 - 3799
3730, 3798
Instruments & Rel ated Products 3815, 3845 3970 1883 3812 - 3873
3860
M sc. Manufacturing Industries 3998 3970 1883 3911 - 3999



Chapter 2

UNDERSTANDING THE PRODUCTION PROCESS

INTRODUCTION

This chapter provides information in identifying potential issues through tax return
analysis. Also provided isinformation for the preparation of document requests and
interview questions applicable to a manufacturing business.

It is very important to know what type of manufacturer is the taxpayer and which cost
method does the taxpayer use. Thiswill help in determining which interview questions
to ask and in understanding how the production process relates to the flow of
documents.

TYPES OF MANUFACTURERS

There are three different types of manufacturers:

1. Custom
These companies produce goods to customers specifications. Production and
inventory levels are on ajob by job basis. Custom companies may or may not have
inventory.

2. Production
These companies produce goods on a continuing basis. They maintain a specific
level of inventory. The companies may produce a catalog (generally bound or in
loose leaf form) showing their different product lines and customers place orders
from that catalog.

3. Combination

Companies who produce goods based on a combination of custom and production
as described above.



COSTING METHODS FOR MANUFACTURING

Manufacturers use one of three methods for costing inventory:

1. Job Order Costing

Products are readily identified by individual units or batches. These units or
batches receive varying inputs of direct materials, direct labor and indirect costs.
Costs are collected according to the job or customer. Examples of job order
costing include printing, aircraft manufacture or furniture manufacturing.

Process Costing

Products are homogenous and not particular to any one customer. Production is
continuous through a series of production steps. Costs are charged directly to the
responsible department or process. Examples of process costing include the
manufacture of oil, paint, or rubber.

Operation Costing
Used in the manufacture of goods that have common characteristics plus some

individual characteristics. Examples of operation costing include shoes, clothing,
or textiles.

PLANNING THE AUDIT

The objective of pre-audit planning is for the examiner to become familiar with items
on the tax return and to provide a solid foundation for the audit. The Tax Audit
Guidedlines for Internal Revenue Examiners (IRM 4231) can be consulted for pre-audit
techniques. The pre-audit planning should include the following:

PR

Identification of potential issues/tax return analysis
Specidty referrals

Compardtive year analysis

Ratio analysis.

| dentification of Potential |ssues/Tax Return Analysis

Every audit should begin with a thorough analysis of the tax return. By analyzing the
return, the examiner becomes familiar with the company and its characteristics.
Knowledge of these characteristics alows the examiner to adjust the initial document
request, tailor the initial interview guestions to prevent confusion, and determine
where the focus of the audit should be and where not to waste time.
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The following portions of the return should be considered:

Schedule A - Cost of Goods Sold and/or Oper ations

Compare the balance sheet amounts, Schedule A (Computation of Cost of Goods
Sold) and the financia statements with prior and subsequent year returns available.
Are there any discrepancies? Has the taxpayer changed the inventory calculations
between returns without making the necessary amendments or requests for
permission? Compare the balance sheet amounts with the inventory workpapers.
They do not always agree.

Always note the methods used for valuing closing inventory. Speciaty boxes checked
such as LIFO inventory method may require pre-audit research of IRC section 472 or
consultation with LIFO specialists. Theinitia document request may require
modification to include the Form 970 (Application to Use LIFO Inventory Method)
and the LIFO index workpapers prepared by the taxpayer.

During the pre-audit, perform a comparison of the pre-UNICAP return to the return
where IRC section 263A isfirst applicable to review the changes. There should be
significant changes in certain expense items being capitalized for IRC section 263A
depreciation. Interest expense, officers salaries, and an allocation of general and
administrative expenses were not required to be capitalized under full absorption.
Beginning inventory should be restated in the first year of IRC section 263A.

Scan the Schedule A, Cost of Goods Sold, for unusual figures. A zero inventory
balance is highly unusua for a manufacturer.

Audit emphasis should be placed on certain pre)substantive audit procedures which
then determine the depth and scope of the examination of production costs. If several
steps are involved in the manufacturing process, the examination of cost of salesis
time consuming, detailed, and often complex. Care should be taken early in the
examination when the determination is made to pursue an inventory or cost of sales
issue.

A solution to the audit cost/benefit dilemmais the formulation and implementation of
standard preliminary audit procedures that address cost of sales. Always keep in mind
that materiality, consistency, and timing (in that order) are primary considerationsin
deciding whether to pursue an issue.

Other Income

Taxpayers are required to restate (increase) beginning inventory for the first year of
IRC section 263A. Thisincrease istaken into income, generally, over aperiod of 4
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years. Does the other income account include the IRC section 481(a) amount? Does
the taxpayer sdll any by-products?

Schedule E - Compensation of Officers

Note the officers and their respective salaries. A question about the officer's
respective duties may bein order. Determine if any amount is capitalized to inventory.
Due to the changes required by IRC section 263A, a higher percentage of wages
should be capitalized (reflected in the Cost of Goods Sold computation) than expensed
directly. If the return prior to IRC section 263A is available, compare the percentages.

Repairs

Under IRC section 263A, repairs to production assets must be capitalized to
inventory.

Rent
Under IRC section 263A or full-absorption, rent on production assets must be
capitalized to inventory.

Taxes

There are generaly four main categories of taxes for manufacturers. These are payrall
taxes, real estate taxes, excise taxes, and income taxes. Payroll taxes should be
capitalized to inventory in the same ratio as the wages to which they relate. Real
estate taxes on production assets should be capitalized to inventory per IRC section
263A. Income taxes are specifically excluded from capitalization under IRC section
263A.

| nterest Expense

Per IRC section 263A, interest expense needs to be capitalized to inventory if the
production period exceeds 2 years, or, if the value (cost) exceeds $1 million and the
production period exceeds 1 year. See Rev. Proc. 95-19, 1995-1 C.B. 6.

Advertising

Generally, amounts expended for advertising and promotion are currently deductible.
However, the account should be reviewed for label development costs and, in closely
held entities, for personal expenses.



Pension/Pr ofit Sharing Plans and Employee Benefits

These costs should be capitalized in the same ratio as the wages from which they
came.

Other Deductions

Some preparers use this section to show the total capitalization of expensesto
inventory, including amounts capitalized on the expenses listed above. In some cases,
the amount of capitalization exceeds the total of "other expenses,” resulting in a
negative amount. Since this total amount of capitalization cannot be traced to any
specific account, it is difficult to isolate any expenses in the pre-audit that appear to
warrant attention. If that is the case, you will need to wait until a breakdown is
received from the taxpayer.

Some preparers provide a schedule of capitalized costs as an attachment to the return.
This schedule shows the total amount of an expense, and an individual breakdown of
the amount capitalized and the amount expensed. This type of schedule can be very
helpful in the pre-audit to determine the scope of the review of the taxpayer's
application of IRC section 263A.

In addition, review this account for other items that should be capitalized to inventory,
such as supplies, utilities, insurance, contract labor, production related
consulting/professional fees, storage or warehousing costs and other indirect
production costs.

Professional Fees

Review professional fees for items such as label development costs and trademark
costs (no longer deductible), legal fees associated with the acquisition of assets and
any other capitalizable costs.

Costs that are generally deductible currently include indirect costs of the
sales/marketing department, sales commissions to distributors and other advertising,
promotion, or marketing costs.

Credit Memos and Debit M emos

Credit memos issued by the manufacturer usualy cover shortages, returns, price
variances, or damages of invoiced goods. Credit memos are sometimes used to
charge back all or part of freight charges. Copies are generaly attached to the
purchase invoice.



Credit memos are also issued by the retailer to the manufacturer to cover returns,
shortages, or any kind of allowance claimed on a shipment of finished goods. A
notation may be kept with the sales invoice or the document may be submitted to a
factor and filed with the monthly statement. A factor is a party that lends money on
accounts receivable, or buys and collects accounts receivables.

Debit memos are sometimes issued to correct erroneous credit memos or acknowledge
receipt of excess goods or an incorrect price. They may also be issued to customers to
adjust a shipment price.

Buildings and Other Depreciable Assets (Fixed Assets)

Many manufacturing industries are capital intensive. A lack of assets could be an
indication that the taxpayer is renting assets from arelated party. If production assets
are being rented, this rent should be capitalized to inventory.

Review the depreciation schedule for:

Adequate capitalization of depreciation to inventory

Useful lives on buildings (sometimes claimed to be essentially equipment)
Personal residences being depreciated

All development costs being capitalized

Placed in service dates.

agrwNhpE

Interest Bearing Debt in General

Compare the amount of debt with the amount of interest expense. Isit reasonable? If
the taxpayer produces products with along production period, is a portion of the
interest being capitalized? Under IRC section 263A, interest should be capitalized
under the avoided cost method.

Additional I nformation

Read through the questions and the answers on the tax return. Pertinent information
regarding the business activity, ownership interests and accounting methods may be
obtained.

Schedule M-1

The pre-audit analysis of the tax return includes a scanning of the M-1 reconciliation.
Note the items included on the M-1 as well as the items not shown.

Review the balance sheet for any indication of a potential deferred revenueissue. First
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inspect the liability section of the balance sheet paying specia attention to the
statements detailing the line items. If the taxpayer is deferring revenue, thereisa
credit balance in some liability account. Most likely the deferred revenue isincluded in
"Other Current Liabilities." Or, the taxpayer may includeit in any other liability
account such as "Other Liabilities."

Review Schedule M to see if the revenue that was deferred per the balance sheet was
added to taxable income. The presence of deferred revenue on the balance sheet does
not necessarily mean that there is an audit adjustment. The taxpayer may be properly
deferring revenue under GAAP rules and reporting the revenue on the tax return.

If there is deferred revenue reported on the balance sheet and no income added back
on the Schedule M, there may be an audit issue. The issue should be pursued in the
interview with the taxpayer. Even if deferred revenue is added back on Schedule M,
still inspect the Schedule M workpapers to ensure that the correct amount was
included inincome. For example, one taxpayer reported deferred revenue for tax
purposes, but reduced this amount by an estimate of future discounts. Even though
deferred revenue was reported, there was an audit adjustment in the amount of the
estimated future contingent rebates.

Form 5471

The inclusion of the Form 5471, Information Return of U.S. Person With Respect to
Certain Foreign Operations, with the tax return indicates the taxpayer owns aforeign
corporation.

To stay competitive in the world market, some manufacturers are moving their
operations south of the U.S./Mexico border. They establish subsidiaries under
Mexico's Maquiladora Program which are commonly referred to as "twin plants,” or in
Spanish, maquiladoras. By participating in this program, manufacturers are able to
take advantage of the lower cost of labor, plant and equipment, as well as the relaxed
regulatory requirementsin Mexico. In addition, raw materias, supplies, and
production equipment may be imported into Mexico free of al dutieswhiletitleis
retained by the U.S. owner.

Specialty Referrals

These include referrals to International, Engineering, or Computer Audit Specialist
(CAYS). Careful consideration should be given in case of Forms 1120, 1120S, or 1065
returns, with assets in excess of $10 million. If the examiner's case meets this criteria,
areferral to the CAS group is necessary. Since the CAS requires time to introduce
himself or herself to the taxpayer and to become familiar with the computer system, it
is recommended the examiner make areferral before the first appointment.
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CAS personnel are very useful in extracting information from the taxpayer's computer
system. They can present the data in aform that makes it easier to audit and interpret.
Should it be warranted, areferra is made and submitted through the group manager to
the CAS Specialty groups.

Comparative Years Analysis

Analyze cost of sales on comparative years basis due to the effects of timing on any
potentia adjustments.

Form 1120 Schedule A

Prepare a workpaper comparing cost of sales detail for at least three consecutive years
and note the following:

1. Changesin dollar amounts from year to year
2. Direction of dollar amount changes
3. Typesof costslisted. Are accounts consistent from year to year?

In addition observe if there are any unusual types of accounts. Are the appropriate
types of costs listed? The absence of atypical account category may indicate that audit
expansion is warranted (that is, no Other Costs listed, no IRC section 263A costs
included).

Form 1120 Schedule M -1

Prepare a workpaper comparing the inventory related book to return adjustment detail
for multiple years. Note the following:

1. Typeof M)1 adjustments -- IRC section 263A with related IRC section 481
adjustment

2. Inventory reserves -- IRC section 461

3. Standard cost variances -- Treas. Reg. section 1.471-11(d)(3)(ii)(a).

Any M)1 adjustment warrants analysis to the extent that it can be determined to be
appropriate for the taxpayer's business and is being consistently applied. Be sureto
achieve a good understanding regarding ALL M)1 adjustments. Analyze the rationale
underlying a difference in book and tax and the effect that any discrepancy may have
on tax (noting permanent versus timing differences).

Observe patterns and note material changes (that is, direction of an amount change,
account change, material amount changes, account relationships).



| solate and reconcile IRC section 263A and the associated IRC section 481(a)
adjustment to the amount(s) shown on the tax return.

Ratio Analysis

Ratio analysis can be performed from tax return information alone. The computation
of the following ratios gives the examiner a good indication of whether an in)depth
examination is warranted before looking at any workpapers, journals, or source
documents:

1. Compare GROSS PROFIT percent for consecutive years.
The percentage should be consistent. Changes should be explained.

2. Computethe INVENTORY TURNOVER RATE: COS/ (Beg. Inv. + End.
Inv./2).

Thisratio indicates the number of times ataxpayer's inventory is sold and
replenished during a taxable year.

Under FIFO cost flow assumptions, the reciprocal of the turnover rate will be the
percentage of current year costs remaining in ending inventory. If the turnover
rate isfour, 25 percent (1/4) of current production costs would theoretically bein
ending inventory. Asthe turnover rate increases, the percentage of current costs
remaining in ending inventory decreases.

3. Compute the $$DOL LARS$S percentage (before labor and overhead allocations)
of Work)in)Process (WIP) Materials + Finished Goods (FG) Materials/ Total
Inventory Materials.

This reflects the percentage of materials started into production and/or materials
gitting in finished goods.

If theratio isrelatively small (less than 30 percent), there is less audit potential
because cost allocations, (and possible adjustments), are generally made to
"in)process’ activity.

Another way to analyze thisis to compare the dollars in raw materials inventories
to thedollarsin WIP and FG. If the ratio of Raw Materials (RM) islow compared
to WIP + FG, adjustment potentia is as favorable. Physical count summary
workpapers will be needed for this analysis, however, some workpapers may not
provide the dollar amounts.



4. Compute the NUMBER OF DAY S SUPPLY IN INVENTORY (365 / Inventory
Turnover Rate), which generally measures efficiency.

Note that most companies set a"days supply minimum" level to be maintained as
manageria policy, providing a good indication of expected inventory levels.

5. Make atiming effect determination.

An inventory adjustment is atiming adjustment. If inventory levelsgo downin a
subsequent year or inventoriable costs change, this may have afavorable effect on
the taxpayer. Net effects should be considered. If taxpayer has a compliance
problem with regard to the accounting method used, or if a gross under)allocation
of cost to inventory is discovered, audit correction is recommended.

INITIAL INTERVIEW

Theinitia interview isimportant because it provides an opportunity to obtain valuable
information which might not be available later. At thistime, you have the opportunity
to explain the audit process and gain some background information about the
taxpayer. There are some issues where the best developmental information comes at
the beginning of the audit while the officer/shareholder is still candid and responsive
(that is, accumulated earnings, reasonable compensation, etc.). At thistime, explain
the use of the information document requests, set atime frame for receipt of
responses, and discuss an overal time period for the examination.

The manufacturing M SSP guides provide industry specific interview questions.
Review these questions when planning the examination and include many, if not all,
with the routine interview questions.

Listening to the responses given by the taxpayers or representative provides
opportunities to ask follow-up questions. Thisisimportant since the responsesto the
follow-up questions may result in identifying areas of audit concern.

In addition to asking the appropriate questions, you need to take the time to document
responses received during the interview. The responses are factors in determining
whether to request assistance from a speciaist or whether the assertion of penalties
may be warranted. Complete the interview notes as soon as possible after the initial
interview.

Interview the Controller, Chief Financia Officer (CFO), Accounting Manager to:

1. Understand the general ledger set-up.
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2. ldentify activity that is outside the scope of inspection -- overseas production,
sub)contracted processes like outside assembly, testing, or engineering.

Interview the Production Manager to:
1. Understand the product.

2. Understand the production process (that is, steps, job functions, sub)contract
functions).

3. ldentify potential cost types.

See Exhibit 2-1 for questions to assist you with the initial interview. The questions
listed do not cover all the potential information to be gathered. Thisisleft to the
ingenuity of the examiner. However, these questions provide a solid start and a
foundation for future follow-up questions.

TOURING THE FACILITIES

A tour of the facilitiesis helpful in understanding the business operations. The tour
provides avisual picture of the business. It gives you an opportunity to validate
information received during the initia interview. If timeislimited, it may be preferable
to conduct the initial interview while touring the facilities.

During the tour, it isimportant to observe the operation of the business and its
facilities. Keep in mind theinitial interview responses and any notes made while
pre-auditing the return. The following items may be areas of concentration during the
tour:

1. Fixed assets reported on tax return. If fixed assets reported on the tax return are
not found on the tour, inquire as to their location or disposal.

2. Match production responses to visua observations. It isextremely helpful if you
can see the processes the taxpayer has explained. Matching a visua process with
verbal explanations can either raise further questions or clarify them.

The tour of the facilities is an opportunity to verify the overhead allocations made.
Since the overhead alocations may be made asset by asset or by square footage,
getting a firm understanding of the layout of the facility is essential.

The tour is an excellent time for the taxpayer to tell you about their product line, what
varieties they produce, what processes they use, and the use of the different assets.
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At this stage of the audit, many facts are gathered that will help determine the
existence and potential of income tax issues. Asin any type of diverse manufacturing
industry, the best way to fully understand the operations and processes of a particular
businessisto visit the facility. A guided tour by a knowledgeable person who can
explain and answer questions about each area of operation is avery effective
examination technique.

In the audits of most manufacturers, you will find samples of their work proudly
displayed. These samples give you an idea of the company's market niche(s).

During the tour, follow these general procedures:

1. Observe and take notes on the different departments, that is, number of employees,
and types of computer systems, and equipment used. Also, notice the source
documents generated in each department.

2. Notice displays such as sales awards based on revenue, €tc.

3. Note any job scheduling sheets and job tracking sheets.

4. Ask questions as often as necessary to fully understand each process and to gather
pertinent information.

5. Confirm testimony with actual activity.
6. Obtain afeel for the size of the operation and the active production observed.

7. Observe the manufacturing areas versus other activity because overhead
allocations may be based on this.

8. Note how many work stations are available and how many arein use. Ask if thisis
typical or isit abusy or aslow season.

9. Note how many machines there are and find out if any are new.

10. Look at thetime cards. Are there as many cards as people working? If there are
fewer, it may indicate a cash piecework payroll. More might mean the staff was
prepared for your visit and/or will work another shift. This might be done to
minimize the impression of shop volume.

11. Inspect the existing finished goods, work in process and raw materials inventories,
aswell as supplies and tooling.
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12. Evauate overdl integration of the operations. Information obtained by performing
interviews and atour of the facilities should corroborate each other. Disunity isan
indication that further examination should be pursued.

Specific Observations

The following functions are generally present in a manufacturing entity. If during the
tour it is noted that they are not present, determine if they are at an off site location or
if certain functions are performed by subcontractors. The information gathered during
the tour should include the following:

1. Receptionist
Observe the front desk and types of 1ogs kept by the receptionist.
2. Administrative

Observe the number of employees, source documents and computer systems for
administrative functions, such as.

a. Accounts Payable

b. Accounts Receivable/Billing
c. Accounting and Finance

d. Data Processing.

3. Customer Service

Observe the number of employees, source documents, office equipment and
computer systems.

4. Sdes/Estimators
Observe the number of salespeople and estimators. Find out what functions they
perform. Notice how customer contacts are made and types of source documents
generated.

5. Quadlity Controls
Notice how quality control systems work within each department. Ask where

pre-production supplies, such as chemicals, are stored and note the quantity on
hand.
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6.

Inventories

The physical inspection is a significant aspect of the performance of the minimum
inventory tests described in Chapter 652 of IRM 4235.

Determine what inventory is kept on the premises and where it is stored, if there
are purchases made for subcontractors, or if other off-site locations should also be
visited. Types of inventory observed should include:

a Raw Materias
b. Work In Process
c. Finished Goods.

Observe the receiving department and source documents generated. Ask to be
shown any raw materials that are held on consignment and any finished goods that
have already been sold (known as bill and hold items). Look for damaged goods
and used raw materials. Note any sections marked as hazardous waste areas.

Machinery Set-up

Observe the set-up processes performed in preparing the machines such as cleaning
or loading raw materials. Make note of how the set-up procedures are
documented (time logs, etc.). Note the number of employeesinvolved. Find out
whether the set-up process is a separate cost center or if it is combined under one
cost center.

Look for any machinery not running and determine why it isnot in use. Note any
speciaty type machinery. Notice the age of the machinery and the technical
advancement. Observe and inquire about any equipment that could have been
refurbished or newly purchased. Look for real-time monitors attached to the
machinery and other computer equipment which tracks the machine hours. Note
scheduling boards and/or cards.

Post Production Process

Observe equipment used for post production processes such as packaging. Ask if
any of these services are performed elsewhere if not seen on the premises. Note
the number of employees and any separate scheduling sheets.

Shipping

Observe shipping trucks, source documents, log books and the number of
employees in the shipping department. If present, take notes of any delivery trucks
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that may require highway use tax (number of axles, etc.). Follow local required
filing checks for potential excise tax issues. Notice the use of common carriers and
separate logs for shipping in that manner.

A tour of the business premises during the workday enables the examiner to get a clear
idea of the production operation and provides information that is of usein
development of issues later. Ask for clarification of anything that is not described to
you. Thisisthe taxpayer's opportunity to show off hisor her business. Friendly and
curious questions usually receive a complete and ready response.

FLOWCHARTING THE PRODUCTION PROCESS AND RELATED SOURCE
DOCUMENT FLOW

In examinations of manufacturing companies, it is critical to gain an understanding of
the work flow during the initial interview and tour. Thisis especialy useful in the
examination of the cost of sales. Asthe costs are incurred during the production
processes, the paper trail generally follows. Documenting the production process
through a simple flowchart is a useful audit technique. The production process can
then be compared to the flow of the source documents generated. This helps
determine for example, whether income recognition is being deferred by not billing
goods aready shipped or whether a cost center is being omitted from ending
inventory.

The records available during the examination of these businesses range from manually
maintained records to in house developed computer systems, to sophisticated
computer software management systems designed specifically for a specific
manufacturer. Many manufacturers are changing to electronic production. Any of the
following systems may be seen on computerized records:

Estimating/Quotation Invoicing

Job Tracking Account Receivables
Scheduling Account Payables
Inventory Control Purchasing

Work In Process General Ledger
Finished Goods Inventory Financials
Production Forms Payrall

Cost Center Costing Bank Reconciliations
Real-Time Data Collection Shipping/Lading

The larger the manufacturer the more that the accounts are broken down into sub-
accounts. For example, in recording outside service expenses the smaller
manufacturer would normally use only one account for outside services. The larger
manufacturer would break down outside services into specific subsidiary accounts.
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The paper trail may begin upon customer contact with a completed specification sheet
which clarifies what the customer wants.

For example, in the commercia printing industry, an estimate of the costs is computed
by the estimator. A markup is added and a quote is then given to the customer. Upon
acceptance by the customer, the production of the job is scheduled. During the tour,
the examiner may notice the scheduling boards on the wall. The production manager
keeps track of work in progress via production schedul e sheets.

The direct material and labor costs are generally recorded as incurred. Whilethejobis
moving through each department, the costs incurred such as hours worked and
materials used are recorded on the job cost sheet which is generally attached to the
front of the job jacket. In the plant there may be terminals where an employee logsin
their employee number and the job number, making hand written time sheets
unnecessary. Supply expenses may not be charged to a specific job. Upon completion
of the job, the shipping department arranges for delivery. In this department you may
see a shipping schedule, a common carrier log book, or delivery tickets.

Because records are increasingly kept on magnetic media, the traditional hard copy
ledger and journals are not found in many cases because taxpayers do not print themin
their normal course of business. Rev. Proc. 91-59, 1991-2 C.B. 841, makesiit clear
that the machine-sensible data media used in automatic data processing of accounting
records constitute records within the meaning of IRC section 6001. Y ou may
encounter some systems that are changing and do not have all of the source documents
available. Datamay not be maintained which was used at yearend. An example of this
isajob cost system where standards are changing periodically, but are not retained.
This could make it more time consuming to examine inventory valuation.

Rev. Proc. 91-59, 1991-2 C.B. 841, provides some guidelines for record requirements
where some of the records are maintained by an automatic data processing system.
One specific requirement is found in section 5.11:

Thetaxpayer must be ableto processtheretained recordsat thetime of a
Service examination. Processing shall includethe ability to print a hard copy of
any record. When the data processing system that created the recordsis being
replaced by a system with which therecordswould be incompatible, the
taxpayer shall convert pre-existing recordsto a format that is compatible with
the new system. * * *

The above cite points out severa problem areas which may be encountered. The
taxpayer may have changed software or hardware making the retained records
incompatible with the current system. It is the taxpayer's responsibility to make the
records compatible to the new system. Where basic hard copies are not available at
the beginning of an examination, immediately request the printed records needed.
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The Computer Audit Specialist can offer assistance in thisarea. For example, the
specialist may be able to get the necessary files and retrieve data which is needed,
leaving the taxpayer's routine undisturbed.
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Exhibit 2-1 (1 of 7)

QUESTIONSFOR THE INITIAL INTERVIEW

General Information and Compliance Questions

Were any relatives of the shareholders employed by the corporation? In what
capacity? What were their duties?

What types of fringe benefits are provided to the employees such aslife insurance
coverage, medica or dental plan premiums, company vehicles, auto allowances?

How does the company obtain new customers? What economic conditions, if any,
have affected the business of the company?

At what point are accounts determined to be bad debts? What collection efforts are
made?

Backaground
Describe your business units and market niche for each unit.
Within your market niche(s) do you have any peak or slow periods?
If s0, when are you the busiest? When are you the slowest?
Do your operations ever shut down? If so, when?
Have you bought any businessesin the last three years?
Have you sold any assets or businesses in the last three years?

If s0, why did you buy or sdll any businesses?
How many employees, by job category/department?

How many jobs are normally going on at one time?
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Exhibit 2-1 (2 of 7)

Records
How do you control and track your jobs?
What type of source documents are there for the different departments?
How are your salesinvoices filed?
How are your delivery tickets filed?

Do you use software programs? If so, for what functions (both accounting and
non-accounting)?

What programs and systems are interfaced?

Maquiladora Operation

Who owns the foreign corporation?

Does the foreign corporation have a built in profit margin?

How is the price of goods sold to the domestic company set?

Does the taxpayer pay for any expenses on behalf of the maguiladora?

M anufacturing Process

What type of goods are manufactured? Any by-products produced?
What is the actual process?

1. Where are materials purchased from?

2. What are the labor processes?

3. Isthere quality control and/or inspection?

|s there any scrap materia? Any production of a by-product?

Is any part of the manufacturing process done by subcontractors? If so, what part(s)?

I's production determined by customer order or isinventory maintained at a certain
level?
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Exhibit 2-1 (3 of 7)

Are any goods imported from overseas?
Is there more than one manufacturing facility? Isit offsite? List locations.

How do you account for labor? (How do they keep track of capitalized versus
expensed costs?)

|nventory
Do you have a cost accounting system? If so, provide a narrative.
Did you have any write-downs of your inventory?
Isaphysicd inventory taken? If so by whom, when, and how isit valued?
Are any goods placed on consignment?
Do you maintain an inventory of finished goods?
How large is the work-in-process (WIP) inventory?
What inventory records do you maintain?
Showroom on/off premises:
— If thereis a showroom on the premises, this may affect the uniform capitalization
computation. If there is a showroom, (offsite, onsite), is there a significant finished

goods inventory?

— If thereis an offsite showroom, how isit staffed? Are the workers employees or
independent contractors?

Are inventories of supplies maintained?

Where are inventories stored (warehouse, on site, off site, back room, held by vendors,
in trangit, etc.)?

What kind of controls are used for pricing and verification?

If you use standard cost system, when are standards updated?
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Exhibit 2-1 (4 of 7)

How do you arrive at your standard costs?
How do you account for difference between standard cost and actual cost and when?
What are the policies regarding obsolescence, and slow moving or returned items?

What adjustments are made to the ending inventory balance before posting to the
books, or to the return?

How long after ajob order is received before you begin work on it?

How long does the average job take from the time work begins until it is completed?
When do you consider ajob complete?

When are the first costs applied to the job?

When do you consider WIP present?

How is WIP computed and by whom? What departments are included?

How do you alocate indirect cost? To by-product inventory?

How are your sales prices determined and by whom?

What datais used to determine prices?

Do you use pricing guides?

How are salespeople paid? Do they earn commission?

If so, how are commissions determined?

How long after delivery do you send sales invoice to customers?
How many days does it take to collect on a job after you bill?

Do you require any deposits from customers when orders are placed?
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Exhibit 2-1 (5 of 7)

If s0, how do you account for deposits?

In addition to your normal product sales, do you provide any services to customers,
that is, storage, distribution?

Do you charge for these services?

If s0, how do you account for the sales and expenses related to the services?
If s0, how are prices determined and how are they booked?

Do you ever hill and hold shipments? If so, how do you account for these?

When isincome recognized? When the product is shipped? When the customer is
billed? When payment is received?

Do you sell warranties or maintenance contracts? When is income recognized from
these services?

Are unusable items such as scrap paper or used film recycled? If so, how do you
account for them?

Are any inventories or services ever exchanged or bartered?

How are sales generated? (Independent sales staff, in-house sales staff, market
shows, showrooms, €etc.)

Do you do direct sales, use a broker or adistributor or a combination thereof? Are
sales limited to your state or do you sell nationwide or export? Do you sell
by-products?

When are sales recognized? What kind of documentation is required to record the sale
(that is, delivery receipt, bill of lading)?

Is full payment required before goods are delivered?

Are discounts anormal part of business? If so, what type of discounts are given? Are
there any discounts automatically taken by certain preferred customers?
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Exhibit 2-1 (6 of 7)

Pur chases
Who orders supplies and at what point?
Who are your vendors? What items do you purchase from them?
Do you ever make purchases from foreign companies?
Do you purchase supplies/services from any related parties?
If s, how are purchase prices determined?
Do you ever use outside contract services?
If so, how often and for what type of service?
What is the time frame for receiving purchase invoices for these outside services?
Do you order supplies to be sent to outside contractors? If so, describe.
When do you pay purchase invoices?
Do you take advantage of discounts? If so, how often?
How do you account for discounts taken?
Do you ever receive rebates from vendors?
If so, how do you account for rebates earned?
Fixed Assets
Was any new machinery purchased during the year?
What funds were used to purchase the equipment?
How are you financing the equipment?

Who did you pay to set up your machinery? Y our computer programs?
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Exhibit 2-1 (7 of 7)

Who decides the depreciation method and class life?

Over what life do you depreciate you equipment (presses, computers, etc.)?
How do you maintain your equipment?

What type of repairs have you had on your equipment?

Have you had any refurbishing of equipment during the year audited?

Have you purchased any hardware/software or updated software during the year
audited?

If so, how did you account for the purchase?

Did you obtain the service of an outside consultant for software/computer services
(setting up programs/systems and providing training of your employee)?

If so, how did you account for the cost?

Design/Advertising Expense

What new products or designs have been introduced during the year under
examination? Design costs as well as catalog costs for these items may require
capitalization if useful life is greater than one year.

Environmental

How have you prepared for an environmental regulatory review?
Has the company been reviewed or penalized regarding hazardous waste?

How does the company dispose of waste and how often?
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Chapter 3

REQUIRED FILING CHECKS

INTRODUCTION

The term package audit has been renamed required filing checks. The required filing
checks are described in IRM 4034. Although many of the required steps smply
involve inspection of returns, you are encouraged to perform afew additional
procedures. It isnot unusua for these filing checks to produce the most tax dollarsin
a corporate audit, especialy if employment taxes are involved. Other adjustments can
flow from Form 1099 work, either through penalties or back-up withholding. Related
return inspection often produces leads for follow-up, resulting in tax adjustments at
either a shareholder, related partnership, or brother-sister corporate level.

Take the time to perform athorough filing check. This MSSP guide suggests a few
audit steps covering the areas of adjustment noted. If you have a question regarding
other areas, review IRM 4034.

In all examinations, particular attention should be focused on the employment tax area.
The main concern is whether the taxpayer has improperly classified employees as
independent contractors. If an improper classification was made and the issue is not
raised, a future examiner may be precluded from raising the issue with respect to the
same class of workers.

A new IRM Employment Tax Examination Handbook has been issued to the field.
The 20 factors as outlined in Exhibit 4640-1 are being presented in a different manner.

EMPLOYMENT TAX RECONCILIATION

In a standard payroll reconciliation, you reconcile the wages and employment taxes
between the employment tax returns (940/941 and state returns) and the income tax
return. Differences can arise when the wages per employment tax return are compared
to the wages per income tax return. When differences do arise, an issue may be
present.

When this reconciliation results in a difference, attempt to reconcile the difference.
Reasons for a difference include, but are not limited to, the following:



1. Amounts booked as salaries and wages are paid out of a genera disbursement
account rather than going through a payroll account. For example, payments
such as Christmas bonuses may get paid out of the general disbursements account
rather than the payroll account and thus would not appear in the payroll journal.

2. Officer salaries are accrued through the shareholder loan account. In this case, as
the amounts did not enter the payroll journal, the Form W-2 may be understated as
it is generally based on the payroll journal. Carefully review the shareholder loan
account for thistype of entry. These amounts are wages. They may have been
erroneously omitted from the wage amount shown on Form W-2. In that event,
the shareholder probably failed to report the amounts on his or her income tax
return, and an adjustment will have to be made with respect to his or her income
tax. With respect to FICA and FUTA, it may be that the shareholder's wages have
exceeded the wage base for FUTA and for the OASDI wage base for FICA. Note
that the wage base on the HI portion of FICA was repealed beginning with
calendar year 1994. Thus, the HI tax is payable on al wages beginning in 1994.

If, after examining the accounts for explanations of the difference, you are unable to
compl ete the reconciliation, you should copy your workpapers. Give the copiesto the
taxpayer, along with a document request, requesting an explanation and appropriate
documentation.

Refer to Exhibit 3-1 at the end of this chapter for an example of areconciliation of
employment tax returns to the income tax return.

EMPLOYEE VERSUS INDEPENDENT CONTRACTOR

The issue of employee versus independent contractor is based on the facts and
circumstances of each case. During the initia interview, question the taxpayer
regarding any payments made to workers as independent contractors. The tax return
may not separately show outside labor as an expense. The taxpayer may have made
payments to workers as independent contractors which have been deducted on the
face of the return as wages, under cost of goods sold as cost of labor, or under other
costs as temporary employees.

Thefollowing is abrief outline of the law regarding employment status and
employment tax relief. It isimportant to note that either worker
classification--independent contractor or employee--can be a valid and appropriate
business choice. For an in-depth discussion, see the training materials on determining
employment status. "Independent Contractor or Employee?’ Training 3320-102 (Rev.
10-96) TPDS 84238I. The training materials are also available from the IRS Home
Page (http://www.irs.ustreas.gov).



Thefirst step in any case involving worker classification is to consider section 530.
Section 530 of the Revenue Act of 1978 was enacted by Congressto provide relief to
certain taxpayers who had acted in good faith in classifying their workers from the
potentially harsh retroactive tax liabilities resulting from IRS reclassification of
independent contractors as employees. The statute isarelief provision and provides
an alternative method by which to avoid employment tax liability where a taxpayer
cannot establish his workers are or were independent contractors.

In order to qualify for section 530 relief, the business must meet consistency and
reasonable basistests. The consistency test requires that the business has filed all
required Forms 1099 with respect to the worker for the period, on a basis consistent
with treatment of the worker as not being an employee (reporting consistency); and
that the business has treated al workersin similar positions the same (substantive
consistency).

Under the reasonable basis test, the business must have had some reasonable basis for
not treating the worker as an employee. There are three "safe harbors' that form the
basis for an objective reasonable basis standard under section 530. These safe harbors
are: (1) judicia precedent, published rulings, technical advice to the taxpayer or a
letter ruling to the taxpayer; (2) a past favorable IRS audit on the same issue; and (3)
long-standing, recognized practice of a significant segment of the industry in which the
individual was engaged. A business that fails to meet any of these three safe havens
may still be entitled to relief if it can demonstrate that it relied on some other
reasonable basis for not treating a worker as an employee.

Before or at the beginning of any audit inquiry relating to employment status, an agent
must provide the taxpayer with a written notice of the provisions of section 530. If the
requirements of section 530 are met, a business may be entitled to relief from federa
employment tax obligations. Section 530 terminates the business's, not the worker's
employment tax liability and any interest or penalties attributable to the liability for
employment taxes.

In general, the common law rules are applied in determining the employer-employee
relationship. Internal Revenue Code section 3121 (d) (2). Nationwide Mutual
Insurance Co. V. Darden, 503 U.S. 318 (1992).

Guides for determining a worker's employment status are found in three substantially
similar sections of the Employment Tax Regulations; namely, sections 31.3121(d)-1,
31.3306(i)-1, and 31.3401(c)-1, relating to the Federal Insurance Contributions Act
(FICA), the Federa Unemployment Tax Act (FUTA), and federal income tax
withholding, respectively.



The regulations provide that, generally, the relationship of employer and employee
exists when the person for whom the services are performed has the right to control
and direct the individual who performs the services not only asto the result to be
accomplished by the work but also as to the details and means by which that result is
accomplished. The examiner will need to weigh the facts and circumstances of each
case and determine worker status accordingly.

The training materia's provide more information on the method of analysis used in
determining employment status. They explain the kinds of facts to be considered,
including those evidencing behavioral control, those evidencing financia control, and
those evidencing the relationship of the parties.

For further assistance regarding employment tax issues, contact the employment tax
coordinator.

As early as possible during the examination, it isimportant to discuss with the taxpayer
the reasons the workers were treated as independent contractors. During the
discussion, keep notes of the taxpayer's responses. A taxpayer cannot have relied on
court cases decided after the years in which the taxpayer decided to treat its workers
as independent contractors. An opinion letter from an attorney written after an
examination began is less persuasive than one that was written when the employer first
began using the workers and treating them as independent contractors. The taxpayer
has the burden of establishing industry practice based on objective criteria
substantiated by the taxpayer.

OTHER EMPLOYMENT TAX ISSUES -- IN GENERAL

The discussion below addresses issues noted during the examinations of manufacturing
returns in various industries.

1. Hasthe taxpayer included all compensation in the payroll computations and on the
non-shareholder employees Forms W-27?

In several cases, the taxpayers had failed to include bonuses and fringe benefits,
such as auto alowances in the non-shareholder employees wages.

2. Hasthe taxpayer issued both a Form W-2 and a Form 1099 to the same employee?
Compare the Forms W-2 and Forms 1099 to see if this has occurred. In severa
cases, the taxpayer issued a Form 1099 for bonuses and did not include the amount
as compensation on the employment tax returns. Note: The employer may be
entitled to relief under IRC section 3402(d) for the withholding if the employees
had reported the Form 1099 income and paid the appropriate taxes.



3. Doesthe taxpayer use an outside payroll service? Usage of a payroll service may
tempt you into thinking there are no problems associated with a taxpayer's payroll.
Thisis not the case since the payroll service only follows through on the
information provided by the taxpayer. If theinformation isincorrect, the reports
issued by the payroll service will be incorrect.

4. Inthe case of an S-Corporation taxpayer, has a shareholder-employee been paid a
salary? In some cases, an S-Corporation may report compensation as a
distribution rather than as awage or salary in an attempt to avoid employment
taxes for both the corporation and the shareholder. Rev. Rul. 74-44, 1974-1 C.B.
287, was issued to direct areclassification of a distribution to reasonable
compensation and assert the related employment taxes.

Example 1

Assume an S-Corporation has a 100 percent shareholder who is also an employee and is single.
The S-Corporation had ordinary income of $400,000 which flows through to the shareholder's
individual return. The S-Corporation makes a cash distribution in the amount of $300,000 in
lieu of salary. Of this $300,000, $200,000 has been determined to be areasonable salary for the
sharehol der-employee with the remaining $100,000 accepted as adistribution. Note: The
income tax computations below take into account only the amount of tax related to the income
from the S-Corporation without itemized deductions, exemptions, etc.

If thiswere a December 31, 1993, tax return, the S-Corporation and its shareholder avoided the
following employment taxes:

a  Employer's portion of OASDI: 6.2% of $ 57,600 or $ 3,571.20
b. Employer's portion of Medicare: 1.45% of 135,000 or 1,957.50
c. Employer'sFUTA: 6.2% of 7,000 or 434.00
d. Employee's portion of OASDI: 6.2% of 57,000 or 3,571.20
e. Employee's portion of Medicare: 1.45% of 135,000 or 1,957.50
f.  Total employment taxes avoided: $11,491.40

If the $300,000 were handled as a distribution solely or as salary and a partial distribution, the
income tax would be asfollows:

a  Didgribution of $300,000. Aswas originally reported, the corporation had a flow through of
ordinary income to the shareholder of $400,000.

The shareholder would then pay income tax of $139,172 on $400,000 of ordinary income.

b. Reclassification of the $300,000 distribution to salary of $200,000 and distribution of
$100,000. The corporation would then have $200,000 of adjusted ordinary income due to
the $200,000 salary deduction.

The shareholder would pay income tax of $139,172 on $400,000 made up of $200,000 of
adjusted ordinary income and $200,000 in wages.

There is no difference in income tax to the shareholder, but the corporation and shareholder
avoided employment taxes in the amount of $11,491.40.



5. Garment and Non-Union Workers. Examinations of garment manufacturers and
contractors involved numerous employment tax issues and generated large dollar
adjustments. Due to space limitations, this guide cannot present a detailed
discussion of those issues.

Refer to the following audit techniques guides for an in depth discussion of these
areas.

a. Garment Manufacturers (4/97)
b. Garment Contractors (6/97).

INTEREST FREE ADJUSTMENTS

The instructions for interest free adjustment for FICA and FIT taxes in certain
Situations has been revised in the new employment tax examination handbook. The
new instructions clarify the interest-free adjustment period. If an adjustment is
reported on a supplemental return (or signed Form 2504) but the amount is not paid,
interest accrues thereafter from the first day following the due date of the
ascertainment period return. Also, the instruction contained in IRM 4641.1(2) does
not state that the taxpayer must make full payment of the FICA and FIT taxes and
penalties owed at the time of signing the Form 2504 agreement before granting the
interest-free adjustment.

If the interest free adjustment applies, make the following notation on Form 3198.
Under special handling/processing instructions, check the box noted "Restricted
Interest Case" and enter "Form 2285 not required, IRC 6205(a)." See IRM 4677 for
additional information.

INFORMATION RETURNS

The examination of information returns can be an important part of any income tax
examination. Failure to issue information returns or failure to include correct
information may lead to various issues such as information return penalties, backup
withholding and unreported income.

There are numerous types of information returns a taxpayer may be required to file.
The discussion below is limited to Forms 1099 encountered during manufacturing
examinations. Therefore, this section should not be considered a complete discussion
of the filing requirements for all information returns one may encounter during an
audit.
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FORM 1099

The Forms 1099 encountered include 1099 MISC for payments of non-employee
compensation, rents, and royalties and 1099 INT for payments of interest.

Examination Techniques

| nitial Review of Return

While reviewing the tax return, note expenses on the return that may indicate a
requirement to issue a Form 1099. For example, interest expense may indicate a
1099 INT filing requirement, while commission expense may indicate a 1099 MISC
filing requirement.

Initial IDR

Theinitial IDR should request all Forms 1099 issued along with the Form 1096,
Annua Summary and Transmittal of U.S. Information Returns, filed for the calendar
year(s) encompassed by the tax year under examination. For example, if the taxpayer's
yearend is 9306, request the Forms 1099 and Forms 1096 for calendar years 1992 and
1993. If the taxpayer files information returns on magnetic media, the transmittal
document is Form 4804.

Reconcile the total number of Forms 1099 presented by the taxpayer to the number of
formsissued per the Form 1096. For example, the taxpayer gives you 20 Forms 1099
and the Form 1096 indicates that 15 were filed.

If adiscrepancy is noted or if the Form 1096 is not provided, request a PMFOL from

the group secretary. The PMFOL will give a summary of the information returns per

the Form 1096 filed with the IRS. The PMFOL provides information from the Payer

Master Filein an on-line report. If additional information is required, request alisting
of Forms 1099 filed by the payer with the IDRS command code IRPTR-R.

FormsW-9

Theinitia IDR should also include a request for any Forms W-9 secured from
independent contractors. The Forms W-9 are used to test the accuracy and
completeness of the Forms 1099 issued. A comparison should be made between the
Forms W-9 and the Forms 1099.

The Form 1099 must include both the payer's and payee's complete name, address, and
Federal TIN. A sole proprietor must furnish hisor her individual name and either the
Socia Security Number or Employer Identification Number. See Treas. Reg. section
35a.3406-1.



If the Form 1099 contains incorrect information because the taxpayer relied upon the
information provided on the Form W-9, it is generally accepted that the taxpayer has
complied to the best of his or her ability. If, however, the taxpayer has not used the
TIN provided by the payee, consider asserting a penalty for filing an incorrect or
incomplete Form 1099 with possible intentional disregard of the rules.

If the taxpayer failed to obtain the payee's TIN, consider the application of backup
withholding. See the Backup Withholding section of this chapter for further
information.

Compare Forms 1099 to Forms W-2

Compare the Forms W-2 and Forms 1099 issued. If there are individuals who were
issued both a Form W-2 and a Form 1099, refer to the employment tax section of this
guide.

Verify Filed Forms 1099

Theinitial IDR should aso request the taxpayer's schedules used to prepare the Forms
1099. Reconcile the amounts on the Forms 1099 to the taxpayer's schedule. If the
taxpayer does not have a schedule, you may need to schedule out payments to test the
dollar accuracy.

Select one or two Forms 1099 with the largest dollar amounts. Reconcile the amounts
on the taxpayer's schedule with the cash disbursements journal and canceled checks.
Compare the canceled checks with the cash disbursements journal. Examine the
canceled checks for any unusual endorsements. Question discrepancies. If any
discrepancies are not adequately explained, expand the examination to additional
Forms 1099.

Scan Canceled Checks

Scan the taxpayer's canceled checks for the following:

1. Any differences between the payee on the canceled check and the disbursements
journal.

Note: The name per the cash disbursements journa and the Form 1099 may not
match. Checks may be issued to a business under the dba and the Form 1099
issued in the legal name.

N

Any unusual payees which do not correlate with the taxpayer's business.
3. Endorsements which are different than the payees name on the face of the check.
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4. Checks cashed at grocery stores or check cashing places.
5. Hand written endorsements or non-corporate entities.

If checks are found with these conditions, write down as much information as possible
such as check number, date, payees name, vendor number if present, dollar amount,
and the bank account number used with the endorsement. Trace the questionable
checks back to the general ledger account and the taxpayers retained copies of Forms
W-2 and Forms 1099.

If vendor reports are available, request them for the individualsin question. This may
save time by listing all pertinent checks. If unable to obtain a vendor report, decide
whether to expand the scope to include additional months or accept the months
scanned. Sometimesit is possible to pinpoint the general ledger account to which the
guestionable payments are being booked. However, many times the payments may be
spread among many different accounts.

Nonfiled Forms 1099

Scan the cash disbursements journal and accounts payable journal for payments to
individuals of $600 or more for which a Form 1099 was not issued. In addition, while
scanning the canceled checks, be dert for potential non-filed Forms 1099. The
taxpayer should be questioned as to the reasons why a Form 1099 was not filed.

If the taxpayer failed to file or furnish Forms 1099, consider the assertion of the
penalties discussed below and the backup withholding provisions discussed in this
guide.

By performing these steps, you may find possible employment tax issues. The
employment tax issue may either be possible payments made to employees which did
not get reported on a Form W-2, 940, or 941 or for payments made to independent
contractors not reported on a Form 1099. In addition, there may be a problem with
the amounts reported on Forms 1099 filed.

For additional information on how to handle additional payments paid which were not
reported on the information return or for payments not reported on any information
return, see the section on employment taxes and backup withholding.



| nfor mation Returns Statute of Limitations

Penalties with regard to information returns (IRC section 6721 and IRC section 6722)
may have statute of limitations considerations governed by IRC section 6501. If a
taxpayer is penalized only for not having filed or furnished an information return, you
need not be concerned with a statute of limitations because in the case of no return
having been filed, the statute of limitations has not started to "run" (IRC section
6501(c)(3)).

However, if the pendlty isfor filing or furnishing an inaccurate/incomplete information

return, the normal 3 year statute of limitations started running from the time the return
was filed/furnished.

BACKUP WITHHOLDING

One of the major compliance tools to consider in the event Form 1099 statements
were not filed when required or were filed but did not have a payee TIN is the backup
withholding provisions of IRC section 3406. Backup withholding can be imposed in
conjunction with the penalties under IRC section 6721 and IRC section 6722.

If anindividual is subject to backup withholding and amounts are not withheld, the
payer becomes responsible and liable for the tax. For reportable payments made prior
to January 1, 1994, the rate was 20 percent. After December 31, 1993, the rate
increased to 31 percent. Asthisrateis applied to the withholding amount paid,
assessments can be substantial. The assessment can be abated if the tax on the income
was paid by the payee.

A payment is subject to backup withholding if the payment is subject to information
reporting as set forth by IRC section 6041(a). For example, a payment for
compensation to a non-employee from atrade or business aggregating $600 or more
for one calendar year is a reportable payment.

Application of IRC section 3406 to information returns required under IRC section
6041 involves two primary criteria. In the case of any reportable payment:

1. The payeefailsto furnish hisor her TIN to the payer in the manner required
2. The Secretary notifies the payer the TIN furnished by the payeeisincorrect. Then

the payer shall deduct and withhold from such payment atax equal to 20 percent
(or 31 percent) of such payment.
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The first step in determining whether backup withholding provisions are applicable lies
in the required filing checks. All Forms 1099 should be secured as outlined under the
Form 1099 section of this guide. Backup withholding may apply in the following
situations:

1. A required Form 1099 was not filed, the TIN was not obtained, and backup
withholding was not deducted and deposited from the payment.

2. The TIN was not obtained, backup withholding was not deducted and deposited,
but a Form 1099 statement was filed.

3. Forms 1099 were filed with incorrect TINs and backup withholding was not
deducted and deposited after notices were sent to the payees that the TIN
furnished was incorrect.

To determine whether any of the above situations have occurred, ask the taxpayer
what steps were taken to obtain a payee's TIN and what was the response regarding
any such requests. Even though the taxpayer may not be subject to backup
withholding, they may still be subject to the previously discussed information return
penalties.

Note: If the taxpayer has filed a Form 1099 with a correct TIN, backup withholding
would not be applicable even if the dollar amount of the Form 1099 isincorrect. In
this situation, look to the information return penatiesin lieu of the backup withholding
provisions.

Assertion Procedures

Backup withholding is treated as an employment tax. Aswith all employment taxes,
the agreement report is Form 2504.

The report forms to be completed are Form 4666 and Form 4668. With respect to the
Form 4668, Employment Tax Examination Changes Report, you must change item 4
to read asfollows: "Payment subject to backup withholding IRC section 3406."

Establish the proper return on AIMS as follows:
1. For periods prior to the first quarter of 1994, backup withholding under IRC
section 3406 is reported on Form 941, Employer's Quarterly Federal Tax Return,

for the applicable quarters of payment similar to employment taxes. However, in
some cases, it may be reported in the last quarter of the calendar year.
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2. Beginning with the first quarter of 1994, backup withholding is reported on Form
945, Annual Return of Withheld Federal Income Tax. The Form 945 is an annua
return and is due by January 31 of the subsequent year. Asthisisanew form, the
procedures for assessment for backup withholding are assumed to be as noted. It
isunclear at this point as to the procedure to follow if the taxpayer has not filed
the Form 945. If you run into this issue, contact the employment tax coordinator
for the proper procedures.

Abatement Procedures

Procedures have been established to handle abatement requests. Once the issue has
been raised, taxpayers will often request the assessment simply not be made by you if a
TIN can be provided currently. It should be noted the IRM grants the power to fore
go the assessment (with concurrence from the manager) if the taxpayer can provide
evidence to show the income was reported and the taxes due were paid. The burdenis
on the taxpayer to provide such proof. IRM 4696.1 states that evidence could be a
copy of the recipient's income tax return clearly identifying the reportable payment in
guestion, which has been compared with a transcript of the return.

The revised employment tax examination procedures will not require the taxpayer to
submit a copy of the recipientsincome tax return as proof. The taxpayer may submit
Form 4669, Employee Wage Statement, signed by the recipient, or you can verify the
filing through IRS internal records (FTVUE).

If the taxpayer cannot provide such evidence currently, then he or she must go through
the formal abatement procedures by filing Forms 4669 and 4670 with the appropriate
Service Center. These forms should be mailed to the Service Center and not to you.
Under the revised procedures, you are allowed to accept and abate income tax
withholding taxes under IRC section 3402(d) before the case is closed from the group.

RELATED RETURNS

Keep in mind the inspection of related returnsis required by the IRM. Do not forget
the examination is of the taxpayer as a whole, not just one segment of the whole
picture. By following this, you are reviewing the financial status of the taxpayer and
all hisor her related entities. 'Y ou should then be able to determine whether the
taxpayer has reported arealistic taxable income.

During industry examinations, many issues arise with respect to related entities. In

some cases, the issues on the related returns result in larger deficiencies than the key
case examination.
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Identifying Related Returns

During the initial interview, question the taxpayer as to the existence of related
returns. It isimportant these questions be specific enough so the taxpayer understands
the question and you receive the information for which you are looking.

If the taxpayer is a corporation or partnership, some questions which should be asked
include the following:

1. Isthetaxpayer a shareholder in any other corporations or partner in any other
partnerships? Does the company do business with these corporations or
partnerships?

2. Do the shareholders or partners own stock in any other corporations or are they
partners in any other partnerships? Is business conducted with these related
corporations or partnerships?

3. Do any close family members own stock in any corporations or are partnersin any
partnerships? Does the company do business with these related corporations or
partnerships?

In addition to the initia interview questions, review the chart of accounts for titles
which indicate arelated party -- for example, Loan to Affiliate.

Review the endorsements of either al the canceled checks or a sample of canceled
checks for the tax year. Are any of the checks made out to companies and endorsed
by known related parties? Note: This check can be done in conjunction with the
Form 1099 check discussed in the information returns section of this chapter.

Closaly inspect the Schedule E and related schedules of the shareholders and partners
returns. These often show investments in related companies.

Corporate Taxpayer -- Shareholder |ssues

The inspection of related returns includes those of the shareholders of the corporation.
Compare the returns to see that related transactions are properly reported on both
returns.

Many of the issues involved with a corporate shareholder relate to the shareholder
loan accounts on the balance sheet.
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L oans to/from Shareholders

During theinitial interview, inquire as to the existence of loans and the taxpayer's
policies with respect to the loan, repayments, interest rates, and collateral. Review the
corporate balance sheet for the existence of loan accounts either to or from the
shareholder. However, no entry on the balance sheet for shareholder loan accounts
does not mean there are no outstanding loan balances. In several cases, it was noted
the shareholder loans were included in asset and liability accounts other than the
normal loans to/from shareholder account.

Once the existence of a shareholder loan is established, the concern is whether the
loans are arms length transactions (that is, length of loan, interest rate, etc.). The
shareholder could be receiving an interest free loan. They may be taking money out of
the company tax free through forgiveness of the loans by the corporation at a later
date.

Request copies of the loan documents. If loan documents exist, they will show the
terms which you can then vaidate. 1f loan documents are not available, review the
corporate minutes for a possible mention of and the details of the loans.

Interest Generated by a L oan From Shar eholder

In regards to interest generated by aloan from shareholder, inspect the payables
accounts for a possible write-off of the interest owed the shareholder which has not
been paid.

IRC section 267(a)(2) states the corporation and the shareholder (who must hold a
greater than 50 percent interest in the company either directly or by attribution) will be
put on the same basis of accounting, usually cash basis, to determine when a write-off
is alowed, even though oneis an accrual basis and the other is cash basis. In ssimpler
terms, the corporation will be allowed a deduction when the interest is paid, not when
itisaccrued. If the corporation has accrued the expense, inspect the Schedule M-1 to
determine whether the amount has been backed out for tax purposes.

Example 2

During the audit of a corporate taxpayer with atax year 9206, the agent noticed the
corporation had deducted $125,000 as interest expense which was related to a
shareholder loan. Upon further review, it was found the corporation had only paid
$75,000 with the other $50,000 being an accrual. Thisaccrual of $50,000 was finally
paid prior to the end of the 1992 year. Even though the shareholder was required to
include the full $125,000 in his 9212 year, the corporation was not alowed a
deduction for the accrual of $50,000 in the 9206 year, but instead was allowed it in
their 9306 year.
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Demand L ocans

1. Often, the loans between the taxpayer and its shareholder will be demand loansin
lieu of formal loans with a stated rate of interest and repayment period.

In the case of demand loans, special rules apply. Under IRC section 7872 the
foregone interest on such below market interest rate loans is treated as transferred
from the lender to the borrower as of the last day of the calendar year and re-
transferred immediately from the borrower to the lender asinterest. Thereisa
$10,000 de minimis exception for compensation related and corporate-sharehol der
loans that do not have tax avoidance as one of the principal purposes (IRC section
7872(c)(3)).

2. When a corporation makes interest free (or low interest) loans to its shareholders,
the shareholders family members, or other related parties as discussed in IRC
section 318(a), the following actions are deemed to have occurred:

a. The shareholder has received a constructive dividend in the amount of the
foregone interest to the extent of earnings and profits.

b. The corporation receives alike amount of interest income.

c. After the 1990 year, the shareholder will only be allowed a deduction for the
interest deemed paid to the corporation if they can demonstrate the expense is
investment related.

3. When a below market interest rate loan is made between otherwise related entities,
or a share holder makes aloan to his corporation, the adjustments resulting after
imputing the interest are:

a. The shareholder receives interest income in the amount of the foregone
interest.

b. The corporation has deemed interest expense in alike amount.

c. Theforegoneinterest will be treated as a capital contribution by the
shareholder (Treas. Reg. section 1.7872-4(d)).

4. Although the transfer of taxable income between entities may appear to be
offsetting, there can be significant tax impact in the reallocation, depending on the
relative tax brackets of the borrower and lender and the deductibility of the interest
deemed paid.
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Consult the regulations for detailed instructions for computing the interest imputed
on interest free and below market rate loans using published Federal rates.

A simplified method is available for use in imputing interest on loans of $250,000
or less. If loans exceed this amount, a business or financia calculator capable of
raising "x" to the"y" power isrequired.

Despite the fact the computation may seem somewhat tedious at first, adjustments
can be substantial and are easily sustained.

Capital Stock/Capital Account

In manufacturing companies which have been around for afew generations, a
reconciliation of the ownership account through the stock certificates/stock book is
usually necessary. This reconciliation should be compared to the Schedule E or an
ownership schedul e attached to the return. Ask questions if the ownership does not
reconcile to the return. Reconcile the stock ownership early on during the audit so any
adjustments for personal usage of corporate assets or distributions of corporate assets
can be proposed to the correct individual.

The reconciliation of the ownership account is very important in a TEFRA and
non-TEFRA S-Corporation or partnership examination because of the nature of these
entities. Any adjustments proposed at the entity level will in most cases have a direct
tax effect at either the shareholder or partner level.

Example 3

An S-Corporation with three shareholders had allocated 100 percent of the losses to
the 80 percent shareholder and none to the other two shareholders. The examiner
proposed adjustments at the shareholder level to correct this alocation. From the
initial interview, the examiner knew the two sharehol ders were passive investors.
Therefore their losses were limited because of the passive activity rules under IRC
section 469. A minor change in the K-1 reporting resulted in a substantial adjustment.

Because many of the companies are fairly old, the older shareholders will either gift
their stock to the younger shareholders (usually family members) or sell the stock back
to the company. Each transaction can have atax consequence either through a gift tax
or acapital gain under IRC section 1221. In addition, if a shareholder's stock is
redeemed as treasury stock, |RC section 306 will govern the ex-shareholder's actions
with the company for up to 10 years after the sale. If the ex-shareholder failsto
comply with IRC section 306, the redemption could be classified as a dividend
distribution. If any of these issues are found, further research is necessary.
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Other Related Return | ssues

Pay particular attention to all transactions between related parties as well as the
isolated transactions of the related party. Specific types of issues encountered are
discussed below.

1. Transactions Between Related Parties

Determine whether any transactions between related parties are occurring and, if
S0, the nature of these transactions. Transactions may take many forms such as
consulting agreements, leasing agreements, expense sharing agreements, and so

on. Scrutinize these transactions and if possible, compare them with transactions
held with other independent third parties. Valuation referrals may need to be made
to determine fair rental or market value.

Example4

The primary corporate taxpayer was found to have engaged in business with arelated
corporation. The corporation was related by common shareholders. The transactions
were analyzed from both sides. It was determined the transactions were made
primarily for tax avoidance. Before the transaction, the primary corporation had a
large taxable income while the related corporation had aloss. The primary corporation
wrote out a check for a substantial amount of money to the related corporation and
deducted it as a consulting fee. The related corporation picked up the money as
income. This transaction resulted in the primary corporation reducing its taxable
income while the related corporation still paid no tax.

2. Renta Transactions Between Corporation and Related Parties

The initia interview should contain questions regarding the leasing of property
from any related parties. Many of the items discussed below occurred between the
shareholder and the corporation. However, these transactions may occur between
non-shareholder related parties also. In many corporate examinations in which the
companies have been in business for many years, the shareholders owned the
business property. In this situation, the shareholders often pay themselves higher
lease amountsin lieu of salary subject to employment taxes.

a. Examination Techniques
1) Review Lease Agreements
Review the lease agreements for the types of property being leased. Lease
agreements show the lease terms, deposit requirements, any lease

acquisition fees, rental base and charges, including provisions for cost of
living increases. Once the rental agreements have been reviewed, the tota
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2)

3)

deductible rent for the year may be easily computed using the amounts
provided for in the |ease agreements.

If you compute arental cost substantially less than that deducted on the
return, this may lead to additional rental property for which you were not
provided a copy of the lease agreement. Possibilities for holding back lease
agreements include rental arrangements between related parties which do
not reflect true fair rental values or payments made by the corporate or
partnership entity on behalf of a shareholder or partner.

Analyze Lease Agreements

When analyzing the |lease agreements, take into account the reasonableness
of the charges. Be watchful for rentals between related parties. Pay close
attention to the amounts charged to determine whether afair rental valueis
being paid. In generd, it isassumed that if the taxpayer isleasing property
from an unrelated third party the rental charges are at fair renta value. If
the amount charged seems unreasonable to you, carefully review leases
charged by apparent third parties. Possibilities include lease arrangements
between a corporation and a shareholder's family member with a different
surname.

Check with real estate brokers in the area of the property. The real estate
offices can give you an idea of the fair rental valuesin the area.

If further examination work is warranted and the dollar amount significant,
you should, with your manager's approval, make areferral to the
Engineering Division to determineif thereisanissue. If thisstepis
warranted, make the referral as early as possible in order to give the
Engineering Division time to complete its work while the remainder of the
exam isin process. The engineering referral is made on Form 5202 and the
procedures are outlined in IRM 42(16)2.

Timing of Deduction

In addition to the question of fair rental value, there is another issue to be
considered when there is arental of property between related parties as
defined in IRC section 267(b). IRC section 267(a)(2) provides that a
deduction is alowable to an accrual basis taxpayer in the year in which the
income is includible by the related party.
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Example5

A corporation whose yearend is December 31, 1991, pays its shareholders
$200,000 during the year for rent. In addition, it also accrues another
$200,000 of rent expenseto the same shareholder at yearend. The 100
percent shareholder hasfiled his 1991 Form 1040 return and has reported
$100,000 on his Schedule E. The examiner has two separate issues:

1. Thecorporation isonly allowed to deduct the amount of rent which is
includible in the shareholder'sincome at the time of the transaction. In
this case, since the cash payment of $200,000 was made to the cash basis
shareholder and was required to be included in hisincome, the $200,000
accrud at year end is disallowed for corporate year 9112.

2. Theexaminer has a $100,000 unreported income issue on the
shareholder's return. The corporation still gets the full $200,000
deduction since that was the actual payment made to the sharehol der.

3. Renta Payments for Personal Use

If lease liabilities are not included on the balance sheet, examination of the
disbursements may revea payments for equipment leased for the benefit of the
shareholders.

4. Are Shared Costs Being Properly Allocated Between Two Or More Entities?

One examiner encountered the situation in which the 100-percent owner of a
C-Corporation was aso the 100-percent owner of an S-Corporation, both of
which were furniture manufacturers. The two corporations operated out of the
same business location, with the C-Corporation paying all the operating expenses.
At yearend, an allocation was made between the two. The S-Corporation
reimbursed the C-Corporation for its portion. During the examination it was
determined expenses related strictly to the S-Corporation were allocated to the
C-Corporation. Thisresulted in areduction of the taxable income of the
C-Corporation which would have been taxed at a higher rate than the
S-Corporation flow through to the owner's return. An adjustment was made to
properly allocate the expenses between the two entities.

5. Keep in mind there may be potential issues on shareholder returns unrelated to the
corporation.

6. Commissions paid to the related parties in a closely-held corporation on sales
generated should be scrutinized carefully.

In one case, a corporation was paying the shareholder a 30-percent commission on
generated gross sales while the independent sales staff were being paid between 4
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percent and 7 percent. Thiswas a method of drawing a dividend out of the
corporation while still taking a deduction at the corporate level.

FOREIGN ENTITIES

Pay particular attention to any related entities which are outside the United States.
When a manufacturer is dealing on aregular basis with aforeign related company,
make areferra to an International Group using Form 2962.

If the taxpayer under examination owns a foreign corporation, the taxpayer may be
required to file Form 5471 (Information Return with Respect to a Foreign
Corporation) with the return. Thisisadisclosure form and isto befiled by all parties
who own aforeign corporation. When a Form 5471 is attached to areturn, thisis an
indication to the examiner areferral will be necessary. However, some taxpayers fail
to fileaForm 5471. Question any transactions with aforeign entity to determine if
there is a possible ownership issue.
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Exhibit 3-1 (1 of 4)

EMPLOYMENT TAX RECONCILIATION

The simplest reconciliation is performed when an accrual basis taxpayer's fiscal yearend coincides with an
employment tax return quarter end. Thisis demonstrated in an example below.

Often the taxpayer's fiscal yearend will not coincide with a quarterly end date. For example, ataxpayer has afiscal
yearend of July 31, 1992. The employment tax returns encompassing the income tax year would then be September
30, 1991; December 31, 1991; March 31, 1992; June 30, 1992; and September 30, 1992. Take the following steps
to gather the information required for the reconciliation:

1.  Starting at the beginning of the fiscal year, schedule the salaries, wages, and payroll tax expense accounts per
the payroll journal. Schedule the amounts paid from the beginning of the fiscal year to the nearest quarter end.
In the example above, this includes the months of August 1991 and September 1991.

2. Extract the wages/salaries and taxes from the employment tax returns for the next three quarters.

3. Atthebeginning of the final quarter, schedule the salaries, wages, and payroll tax expense accounts per the
payroll journal. Schedule the amounts paid from the beginning of the quarter to the end of thefiscal year. In
the example above, this includes the month of July 1992.

4.  The amounts obtained above can then be reconciled using areconciliation similar to that shown in the
example below in order to determine whether there are any differences between the employment tax returns
and the income tax return.

Note: Prior to January 1, 1991, the FICA tax was a combined rate for both old-age, survivors, and disability
insurance (OASDI) and hospital insurance (Medicare). The combined rate was applied against the employees wage
up to the applicable wage limitation for each calendar year. Beginning January 1, 1991, the OASDI and Medicare
rates are applied againgt different wage limitations for each calendar year.

The taxpayer, Oak Corporation, is under examination for the fiscal year ended June 30, 1991.

Per the face of the Form 1120 and Schedule A Cost of Goods Sold:

Officer's Compensation $ 1,763,830.00
Salaries and Wages 445,895.00
Payroll Taxes 48,333.00
Sch A Cost of Labor 959,180.00
Sch A Indirect Labor 285,146.00
Sch A Payroll Taxes 109,862.00

Per the taxpayer's General Ledger:

Accrued Payroll @ 7/01/90 $ 479,218.15
Accrued Payroll @ 6/30/91 1,645,285.48
Accrued Payroll Taxes @ 7/01/90 9,761.62
Accrued Payroll Taxes @ 6/30/91 19,552.62
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Per the Employment Tax Returns:

Form 9/30/90
940 & 941
Total Wage $ 734,919.38
Withholding 102,586.00
FICA Wages 381,842.42
Medicare Wages N/A
FICA Tax 58,421.89
Medicare Tax N/A
FUTA Wages
FUTA Tax
State Income Tax 1,578.25
State Training Tax 87.68

12/31/90

$ 469,237.68
43,299.43
398,958.85

N/A
61,040.71
N/A
652,631.25
5,221.05
1,431.67
79.54

3/31/91

$ 398,043.02
34,031.56
398,043.02
398,043.02
49,357.3
11,543.25

5,631.51
351.97

6/30/91

$ 560,783.43
54,631.40
495,660.47
560,783.43
61,461.90
16,262.72

4,685.83
292.86

Reconciliation of the above amounts and associated examination adjustments

are shown below.

TAXPAYER:  Oak Corporation
FORM NO: 1120
YEAR: 9106

AGEN

DATE:

T: |L.RAgent

08-01-93

Exhibit 3-1 (2 of 4)

RECONCILIATION OF SALARIESAND PAYROLL TAXESTO RETURN

INFORMATION FROM FORMS 941 AND STATE TAX FORMS:

Quarter Totd Withholding  FICA Medicare State
Ended Wages Tax Tax Tax Tax
323235353533333332333333333333333333333333333333333333333333333333333333)3)3)3))))
09/30/90 734,919 102,586 58,422 )))))) 1,666
12/31/90 469,238 43,299 61,041 )))))) 1,511
03/31/91 398,043 34,032 49,357 11,543 5,983
06/30/91 560,783 54,631 61,462 16,263 4979
TOTAL 2,162,983 234,548 230,282 27,806 14,139
FUTA RETURN INFORMATION:

Y ear 12/31/90

FUTA Taxable Wages 652,631

Times Rate 0.008

Gross Federal Tax 5,221

Less State Credit (0)]

Net Federa Tax 5,221

4444444
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RECONCILIATION OF WAGES:

Wages - Cost of Sales

Indirect Wages - Cost of Sales
Salaries - Officers Compensation
Salaries and Wages

Total Salaries per Return
Salaries per 941'S

Less: Accrued Payroll Beginning
Plus: Accrued Payroll Ending
Tota per Books

Wage Difference

959,180
285,146
1,763,830
445,895
3,454,051
2,162,984
(479,218)
1,645,285
3,329,051
125,000

RECONCILIATION OF PAYROLL TAXES:

Payroll Taxes

Payroll Taxes-SCH A

Total Payroll Taxes per Return
Employer FICA Tax (230,282 x 1/2)

Employer Medicare Tax (27,806 x 1/2)

Employer State Tax
Net FUTA Tax

Less: Accrued Payroll Taxes Beginning

Plus: Accrued Payroll Taxes Ending
Tota per Books
Payroll Taxes Difference

48,333
109,862
158,195
115,141
13,903
14,139
5,221
(9,762)
19,553
158,195

Exhibit 3-1 (3 of 4)

In this example, Oak Corporation has deducted $125,000 in wages on the income tax return which do not appear on the

employment tax returns. Upon further investigation, the examiner determined the following:
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Exhibit 3-1 (4 of 4)

1. Perthe general ledger, Officers Compensation, Account Number 5010, included the following entries:

Date
))))))))
7/31/90
8/31/90
9/30/90

10/31/90
11/30/90
12/31/90
1/31/91
2/28/91
3/31/91
4/30/91
5/31/91
6/30/91
6/30/91
Ending Balance

2. Perthegenera ledger, the cost of saleswagesisatotal of the following accounts:

Reference Amount
2200033333 I
Payroll Jnl $ 170,500
Payroll Jnl 120,200
Payroll Jnl 170,500
Payroll Jnl 100,170
Payroll Jnl 170,500
Payroll Jnl 105,260
Payroll Jnl 170,500
Payroll Jnl 120,200
Payroll Jnl 170,500
Payroll Jnl 110,000
Payroll Jnl 170,500
Payroll Jnl 110,000
C/D Journal 75,000
$1,763,830

A/C #5010 Wages- Cutting & Sewing
#5020 Wages - Factory Wood

#5030 Wages - Finishing

#5040 Wages - Temporary Help

Totd

3. The examiner questioned the taxpayer's CFO and discovered the following:

$294,720
255,830
358,630
50,000

$ 959,180

a  The$75,000 debited to Officers Compensation represented a bonus paid to the corporate president, Mr. Able.
The bonus was not included in the reports submitted to the payroll service and this amount was not included in
Mr. Able's 1991 Form W-2. Inspection of the Form W-2 revealed his wages exceeded the withholding
limitations for all payroll taxes. Review of Mr. Able's Form 1040 for 1991 revealed that he reported only those
wages shown on his Form W-2.

b. During periods of peak production, the taxpayer hires additional workers for the various departments. The
taxpayer mistakenly failed to treat these workers as employees. Their wages are paid directly from the C/D
Journal and are not included in the payroll reports submitted to the payroll service. The taxpayer does not
withhold payroll taxes from these wages.

Based on the information gathered by the examiner, the following adjustments were proposed and agreed to by
both the corporation and Mr. Able:

1) Oak Corporation's employment tax returns were opened for examination and adjusted for additional taxes

associated with the $50,000 in wages paid to the temporary workers.

2) Mr. Able had additional income of $75,000 on his Form 1040.
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Chapter 4

BALANCE SHEET

INTRODUCTION

The balance sheet is a very important component of the tax return for any Form 1120,
1120S, or 1065. An audit of a sole proprietor needs to be handled differently since no
balance sheet is present on an individual tax return and financial statements may not
have been prepared.

A balance sheet audit provides a good supplement to an income statement audit. By
auditing the balance sheet, you may find accounts which the taxpayer has handled
incorrectly for tax purposes (that is, allowance for doubtful accounts, cash discounts
reserves). Thisisnot to say these accounts could not have been found through an
income statement audit. A journal entry in the income statement account could be
traced back to these balance sheet accounts. On the other hand, if you had focused
strictly on the income statement, you could miss these accounts entirely if there was no
activity (no income statement write-off) for the year of audit.

Since balance sheet accounts are real accounts balances (yearend are carried forward),
proposed adjustments can carry many years worth of accumulations. However, you
must determine whether the questioned account constituted a method of accounting.
Thus, you must determine that the questioned account involved the erroneous
treatment of a material item. A material item is any item which involves the proper
time for inclusion of the item in income or the taking of a deduction. See Treas. Reg.
section 1.446-1(e). If the questioned account involves the erroneous treatment of a
material item in the prior and current years, an adjustment may be warranted under
IRC section 481 for the accumulation amount while the applicable Code section will
be used for the current year adjustment (IRC section 166). However, if the taxpayer
has made a Schedule M-1 adjustment taking into consideration the different treatment
between financial (reserve method) and tax accounting (direct write-off method), no
adjustment is necessary because the taxpayer has not written it off for tax purposes.

The following example uses both scenarios discussed above.



Example 1

A tax return balance sheet contains an account called Reserve for Sales Discounts. The
balance at the beginning of the audit year was $50,000 and $75,000 at the end of the year.
The current year increase to the account was $25,000. Presently the examiner does not
know whether there will be an immediate tax effect.

Scenario 1: Upon further investigation, the following is determined:

1. No Schedule M-1 adjustment for the $25,000 increase in the account was made.

2. Sdeswerereduced by the $25,000 increase in the reserve for sales discounts.

3. Taxpayer cannot explain why the adjustment was made.

4. Similar adjustments were made each year either increasing or decreasing the account
with no corresponding Schedule M-1 adjustments.

Based on these facts the examiner would propose the following adjustments:

1. $25,000 current year adjustment for the increase in the reserve account under Tress.
Reg. section 1.461-4(g)(3) because the reserve method is not alowed, in most cases,
for tax purposes; and,

2. $50,000 adjustment for the accumulation under |RC section 481 because of the
incorrect accounting method used in the prior years.

Scenario 2: Upon further investigation, the following is determined:

1. A Schedule M-1 adjustment was made for the $25,000 increase in the account during
the year.

2. Examiner reviews the adjusting journal entry to convert book accounts to tax accounts
andnotices this entry reverses the original entry which had previously reduced sales
for the year.

3. Taxpayer has handled this account the same way each year.
Based on these facts, the examiner does not have an issue with the current increase in the

account of $25,000 or the accumulation of $50,000 because the taxpayer has not received
any tax benefit from these reservesin either the current or prior years.

INTERRELATIONSHIP BETWEEN BALANCE SHEET
AND INCOME STATEMENT

Asillustrated in Scenario 1 above, when adjustments are proposed to a balance sheet
account, the effect will usually be to taxable income unless proven other wise. One
exception to this rule would be a conversion of current year borrowings by the
shareholder into a constructive dividend. (Thisis assuming the taxpayer has earnings
and profits as defined in IRC section 312. See IRC section 301(c) to determine how
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to handle a distribution if taxpayer has no earnings and profits.) The reason
adjustments to a balance sheet account usually have an effect on the income statement
is because both are interrelated. All income statement accounts run through the
balance sheet. For example, a sale of merchandise would be booked as follows:

DR Accounts Receivable
CR Sadles

When the accounts receivable are collected, the entry would be:

DR Cash
CR Accounts Receivable

However not all balance sheet accounts run through the income statement. In the
previous example, the conversion of loans to shareholder into a constructive dividend,
in all likelihood, was not expensed by the corporation thereby having no effect on the
income statement. The entry to adjust these accounts and which should be proposed
by the examiner is.

DR Retained Earnings
CR Loans to Shareholder

EFFECT OF BALANCE SHEET ADJUSTMENTS ON TAXABLE INCOME

At the end of the year, the income (sales) and expense accounts are closed out into
retained earnings. The net result is either net income or net loss. If you find an
unexplained increase in the cash account, it may be an indication of an income
understatement. Based on this principle, an adjustment to a balance sheet account will
usualy have the following effect on taxable income (T.I.) unless proven otherwise:

Adjustments to Balance Sheet Accounts

Increase Decrease

Assets + - +=Increase T.l.

Liabilities - + - =Decrease T.I.

Y ou are reminded not every adjustment to the balance sheet has an effect on taxable
income. Thiswasillustrated previously in the conversion of loans to shareholders into
a constructive dividend.



PRELIMINARY AUDIT STEPS

To gain an understanding of how the balance sheet is comprised, there are two steps
which should be performed in all cases and with every account on the balance sheet.

Reconcile the Book Accountsto the Return

Thisisavery important step. There are two methods which can be used:
1. Schedule A reconciliation; or,
2. Line by line reconciliation, which will be discussed here.

By reconciling the book amounts, a better understanding of how the accounts are
classified isgained. It also requires you to contemplate every account title which
could create many questions (that is, accounts receivable reserve). The taxpayer may
have one or severa general ledger accounts per line item on the balance sheet. Either
way, you should have a better understanding of the general ledger accounts and afeel
for how the books work after the reconciliation.

One of the primary reasons for this reconciliation is to uncover potential problems
thereby preventing future confusion. To illustrate, you discover the receivables per the
tax return are less than the receivables per the books. Y ou decide to propose an
increase in the accounts receivable and, therefore, an increase in sales. Y ou inform the
accountant about this adjustment and its effect on taxable income. At this point the
accountant says, "l knew about this adjustment before you started the audit, it was a
classification error." The accountant pulls out histria balance which shows the
difference was in the Other Assets account.

An Accounts Receivable account was accidentally combined with the Other Assets
account on the return, causing an overstatement in the Other Assets and an
understatement in the Accounts Receivable. The difference between the Other Assets
account on the return and the general ledger accounts for Other Assetsisthe
difference for which he was ready to propose an adjustment. This could have been
avoided if aline-by-line reconciliation had been performed since this would have
highlighted the error in the Other Assets account.

Once the book accounts have been reconciled to the return, you will be auditing the
books and not the return.
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Comparative Analysis

The next step isto perform a comparison of the balance sheets of the prior year, audit
year, and the subsequent years. If there are schedules attached, these should also be
included in the comparison. From this comparison you may notice large fluctuations
or no fluctuations at al between the years. Either of these situations could warrant
further questioning and/or audit work.

AUDITING A BALANCE SHEET ACCOUNT AND SCHEDULESM-1 AND M-2

The steps involved in a balance sheet audit are different than those for the income
statement. In a balance sheet audit, you are concerned with analyzing the yearend
components of an account and the related tax effect on the income statement. This
differs from an income statement approach which emphasizes entry selection
throughout the whole year.

Taxpayers may take the position an income item is not required to be recognized for
tax purposes in the year of audit, but will recognize it for financia purposes. The
same holds true for expenses, but emphasis may be on acceleration for tax purposes.
In both scenarios listed, a Schedule M-1 adjustment will have been made to account
for the differences.

For example, taxpayer is on the cash method of accounting for tax purposes under

IRC section 448, but on the accrual method for book. Accounts receivable had the
following balances. $48,000 at the beginning of the year and $65,500 at the end of the
year. The following balance sheet and Schedule M-1 shows how this would appear:

Schedule L: Balance Sheet

Beg of tax year End of tax year
2))))))))))))))) 2)))))))))))))))

Accounts Receivable $48,000 $ 65,500
Schedule M-1.

1. Net Income (Loss) per books 89,714
2. Federa Income Tax 30,286

D)D)

6. Add lines 1 through 5 120,000

7. Income Recorded on books this year
not included on this return:

Accts Recelvable (65,500-48,000) 17,500
)))))
9. Addlines7and8 17,500
)))))
10. Income (line 28, page 1) line 6 lessline 9 102,500
4444444
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When the Schedule M-1 shows income and/or expenses handled differently between
book and tax, questions should be raised as to the reasons why. Some reasons may
have merit, while others will not. In either case, taxpayers should be questioned
regarding their authority for handling the issue in a particular fashion. In addition,
research the issue and draw your own conclusion as to the proper handling of the
issue.

In regards to manufacturing cases audited, different balance sheet accounts were
examined in each audit and only those found to be of significance will be discussed. If
a balance sheet account is not discussed, no inference should be drawn that an audit
issue may not exist. Accountants can classify accounts altogether differently then
those listed below. Therefore, you will never know what to expect. In addition to
discussing the Schedule M-1 and M-2, the following balance sheet accounts will be
discussed:

Cash

Accounts Receivable

Inventory

L oans to/from Shareholders

Building and Equipment

Accounts Payable, Other Current Liabilities, and Other Liabilities
Capital Stock/Capital Account

Retained Earnings

N~ WNE

The cash account is very important because it provides an indication of what to expect
during the audit (that is, poor bookkeeping versus good bookkeeping, weak internal
controls versus strong internal controls, missing records versus very organized,
detailed records). In the cases which had poor bookkeeping, missing records and lack
of proper internal controls, more difficulties were encountered by examiners.
However, in the mgjority of these cases, significant adjustments were made as a result
of the poor bookkeeping.

The audit techniques performed on the cash account include:

1. Reconciliation of the book balanceto thereturn
If cash does not reconcile, inquire into the reasons why. There should be no
adjustments to get from the book to the return since no timing or permanent

adjustments are required.
2. Reviewing the yearend bank reconciliations



Secure all the bank statements for the entire year and all yearend reconciliations.
Review the yearend bank reconciliations for accuracy and for any old outstanding
checks beyond the time period they may be honored by the bank. Each bank may
be different, but the industry standard is 6 months. To review the bank
reconciliation for accuracy, perform the following:

a. Compare the bank statement balance with the per bank balance in the
reconciliation.

b. Trace any depositsin transit from the reconciliation to the books to determine
whether they have been included in the book balance.

c. Traceany bank credits to the books for proper inclusion (that is, interest
income).

d. Inspect thelist of outstanding checks and question any old outstanding checks.
In addition, any large dollar checks still outstanding at yearend may want to be
guestioned. A reason to question a check of this nature is because the taxpayer
may not have booked an expense through accounts payable but instead went
directly against the cash account. The following isatypica entry which
bypasses the accounts payable account:

DR  Expense
CR Cash

In the entry above, the taxpayer may void this check in the subsequent tax year
because it was not avalid expense. What they have done in effect islower
their taxable income for the audit year by writing a check and voiding it the
next year. When they void it the next year, this increases their taxable income
in the subsequent year because they reverse the entry above. This adjustment
becomes atiming issue. However, it could have a dramatic tax effect if the
expense lowers the taxpayers taxable income enough whereby the tax rate for
the year is changed from a higher to alower bracket. In addition, there may be
atax bracket change between the 2 years either as aresult of alaw change or
the taxpayer anticipating the subsequent year will not be as profitable.

e. Question any materia bank debits to determine the reason for them (service
charges, purchasing checks, customer checks having NSF).

f. Foot the reconciliation and trace to the general ledger. Question any
differences and if necessary, propose adjustments. Sometimes the taxpayer
may not know where the difference is from. It may take you along timeto
find the difference if it can be found at al. Therefore, propose an adjustment
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to the cash account on the Form 4549. By adjusting the cash account to the
correct amount, the offsetting entry will be to the retained earnings account
which isin effect taxable income. If the taxpayer does not agree with the
adjustment, the burden is now on the taxpayer to prove this was not income.
Therefore, try to rule out any loans or capital contribution which may not have
been recorded.

0. Inspect subsequent months bank statements in the next tax year for any
unusual items.

h. Inspect the subsequent month bank statement and reconciliation to determine
whether any deposits were not included in the yearend bank reconciliation
(deposits posted 1 to 3 days after the close of the year). It may have been
necessary for these deposits to have been included in the yearend bank
reconciliation. Again this would be a timing adjustment only and it may or may
not have an effect on the balance shest.

For example, if there was a collection of an accounts receivable, an adjustment
to taxable income may be necessary if the taxpayer has credited accounts
receivable in the audit year for the in-transit deposit not included in the yearend
reconciliation. By failing to debit the cash account, the balance sheet is now
out of balance. To correct this problem, the taxpayer may force the balance
sheet accounts to balance or they may have a balance sheet which is out of
balance.

If on the other hand, the taxpayer's bank statements do not fall on the same
date as the yearend, other work is necessary to reconcile the account.
Sometimes the taxpayer will request a cut-off statement from the bank which
ends on their yearend. Thisisvery helpful if available. If the taxpayer did not
request one, the same steps above should be used. On the subsequent months
bank statement, it is necessary to perform some of these steps. Review the
subsequent months bank statement for any transactions up to the yearend date.

3. Review bank statements for unusual items and electronic transfer

Review the bank statements for any unusual items which are outside the normal
course of business operations (that is, large withdrawals, deposits in round
numbers, electronic transfersin or out). Trace these transactions to any other
bank account utilized. Raise questions regarding transactions that cannot be
traced.



4. Scan canceled checks and compareto the disbursementsjournal

Scan afew months worth of canceled checks (if asmall company, maybe the
whole year, time permitting). Compare the cash disbursements journal with the
canceled checks selected. When scanning checks, be aware of:

a. Any differences between the payee on the canceled check and the
disbursements journal

b. Any unusual payeeswhich do not correlate with the taxpayer's business

c. Endorsements which are different than the payees name on the face of the
check

d. Checks cashed at grocery stores or check cashing places
e. Hand written endorsements or noncorporate entities.

If checks are found with these conditions, write down as much information as
possible such as check number, date, payees name, vendor number if present,
dollar amount, and the bank account number used with the endorsement. Trace
the questionable checks back to the general ledger account and the taxpayers
retained copies of Forms W-2 and 1099. By performing these steps, you may find
adjustments for persona expenses, possible employment tax issues, or even a
nonfiler.

The employment tax issue may be either possible payments made to employees
which did not get reported on a Form W-2, 940, or 941 or for payments made to
independent contractors not reported on a Form 1099. In addition, there may be a
problem with the amounts reported on Forms 1099 filed. For additional
information on how to handle additional payments paid which were not reported
on the information return or for payments not reported on any information return,
see the chapter on employment taxes, information returns, and backup
withholding.

If vendor reports are available, request them for the individuals in question. This
may save time by listing all pertinent checks. If unable to obtain a vendor report,
decide whether to expand the scope to include additional months or accept the
months scanned. Sometimes you may be able to pinpoint to the general ledger
account the questionable payments are being booked. However, many times the
payments may be spread among many different accounts.



5. Review bank statementsfor any income earned on bank accounts

Review the accounts to determine whether the account has earned any interest.
Any interest should be traceable to an income account. In addition, if the taxpayer
has reported interest income on the return, this should be traced back to the bank
statement. Additiona bank accounts the taxpayer had not included on the balance
sheet can be found by following this step.

Accounts Receivable

One of the larger accounts on the balance sheet is accounts receivable. IRC section
448 gives a brief definition of who is not alowed to be on the cash method of
accounting. Treas. Reg. section 1.446-1(c)(2) requires taxpayers to be on the accrual
method of accounting if inventories are necessary. Treas. Reg. section 1.471-1
provides the criteria for when inventories are necessary. Therefore, most
manufacturers will be prohibited from using the cash method of accounting for tax
purposes. Thus, there should be some accounts receivables listed on the balance sheet.
If none are shown, question the accountant for the reasons why. This should then be
verified. A valid reason encountered may be that all jobs required payment up front.
Therefore, customer deposits were listed instead, which are liabilities and not assets.

Because the taxpayer will, for tax purposes, try to defer income as long as possible,
you will not be able to use the same audit approach asif afinancia audit was being
performed. For financial accounting, recognizing income at an early stage makes the
company appear stronger than they may actually be. Different audit steps are used for
atax audit than would be used for afinancia audit.

Audit technigques used for accounts receivable are listed below to provide you with
some guidance. The following steps do not have to be worked in the order listed, but
it is recommended since this sequence starts with the easier steps and progresses to the
more complex and time consuming ones.

1. Reconciliation of the book balanceto thereturn

Reconcile the accounts. Question any differences between the books and return by
first reviewing the adjusting journal entries at yearend and/or the Schedule M-1. If
still unable to reconcile, question the accountant. Be concerned with the possible
write-off of abad debt reserve. The Tax Reform Act of 1986 limited the use of
the reserve method for bad debts under IRC section 166. However, taxpayers
have tried to use the reserve method either by setting up the reserve directly on the
books and not making any adjustments through the Schedule M-1 or by netting
their accounts receivable with the reserve, with again, no Schedule M-1
adjustment. If the balance sheet lists an Allowance for Doubtful Accounts, pay
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close attention to it to determine if any increase in the reserve was written off.

The taxpayer can increase the reserve for financial purposes all they want, but
there should be a corresponding M-1 adjustment reflecting thisincrease. 1f no
M-1 adjustment is made, a possible issue exists. Asfor the direct write-off against
the accounts receivable, thisis usualy only found if adirect line-by-line
reconciliation is performed. The taxpayer will have their reserve account on the
books but when it is recorded on the return, the reserve amount is not recorded as
aseparate lineitem. Againif thisisfound and no M-1 adjustment was made, a
possible issue exists.

. Review yearend adjusting entries

Review the yearend adjusting entries to go from book to return for any unusual
entries or entries not made. As mentioned above, the taxpayer may try to disguise
reserves. For example, areserve for defective products was found during the
review of the yearend adjusting entries.

. Reviewing the accounting records

Review the accounting records to determine exactly what type of parties or
customers make up accounts receivables. 1f acomputer is used for bookkeeping,
you will probably be reviewing an accounts receivable aging schedule. If the
system is based on manual entries, either partialy or fully, you will probably be
reviewing a summary of al the accounts receivable ledger cards. Ask questions at
this stage to gain an understanding of how the taxpayer prepared their schedules
and their policy regarding write-offs.

. Run 10-key check

Never be under the impression that the schedules provided will foot or cross foot,
even if they are computer generated. Easy and some times large adjustments are
found when math errors have been made. A few cases worked have resulted in
large adjustments to the accounts receivabl e because they were understated.

. Tieledger cardstothereports

If there are numerous ledger cards, review asample. If there are only afew, tie

these ledger cards back into the schedules provided. In addition, foot some of the
ledger cards on a sample basis to make sure that controls are in place.
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6. Scan ledger cards

Scan the ledger cards looking for anything unusual about the clients name, address,
balances outstanding, and if listed, their credit limit. Sometimes the taxpayer
indicates on the ledger card the credit limit allowed the client. By doing this they
have a built-in control whereby the credit manager can stop any order which
exceeds the credit balance allowed.

One adjustment proposed resulted from this check. When scanning the ledger
cards, the agent noticed the shareholder's son-in-law's ledger card had an open
balance (no credit limit). The balance in the account kept increasing with very few
payments being made. Finally, the son-in-law's retail store went out of businessin
the subsequent year. The balance of the account was written-off as uncollectible.
No attempt was made to collect from the son-in-law or the daughter. The agent
proposed an adjustment at the corporate level under IRC section 166 and an
adjustment at the shareholder level under IRC section 301 for the amount written
off as uncollectible.

7. Review the accountsreceivable reports

Review the accounts receivable report to determine if credit balances exist. |If
credit balances exist, raise questions as to the age of the balances and the reason
for the balances. If the balances are old and no activity has occurred on the
account in many months or years, consider an income adjustment. If the balances
are old, there is a good possibility the taxpayer is not going to refund the money or
their client, for one reason or ancther, failed to use credit memos issued on past
returns or allowances. What they have in effect isincome.

To illustrate this, the following is the entry the taxpayer would most likely make
when their client made payment even though it was more than the original sale
amount:

DR Cash
CR Accounts Receivable

To clear the accounts receivable credit off the books, the taxpayer should make the
following entry:

DR Accounts Receivable
CR Income

Along with this audit step, compare bad debts written off during the year with this

report. The taxpayer may be premature in their writeoff policy. Some indications
may be:
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a. Sdesdtill being made to their client after the write-off

b. Many accounts written off in prior year being brought back into income in the
subsequent year

c. Salesmade to their client up to the end of the tax year.
8. Comparetherecorded amount with the invoice

If al these transactions are handled by check, this step is not performed. If internal
controls are adequate, this step can be bypassed in most cases.

9. Inspect subsequent year billings

Inspect subsequent year sales invoices and compare them with yearend inventory
records. Many taxpayers avoid billing their clients until the day(s) after the end of
the tax year, but will not include the goods in finished goods inventory for one
reason or another. Thisaudit technique is easier with smaller companies than a
larger shop which has the capacity to produce in large volumes at avery fast rate.
However, this does not preclude this technique from being applied to

larger manufacturers.

When inspecting the subsequent year billings, if you find many customers being
billed afew days after the close of the tax year, inspect the yearend inventory
records to determine if the taxpayer had inventory on hand at yearend to fill

these orders. If the taxpayer did not have the inventory to support these invoices,
ask why and how they were able to invoice afew days after the beginning of the
new tax year.

If these invoices are for finished products which were not included in the yearend
count, secure production schedules from the beginning of the new year up to the
date of theinvoice. From these, determine if the taxpayer had manufactured the
product after the yearend inventory count. If the product was not manufactured in
the new year, an ending inventory adjustment will be necessary.

If the taxpayer does not use production schedules, you will have a problem trying
to determineif the product was manufactured in the new year. Scan the billing
invoices and the shipping documentation for these invoices. Then ascertain from
the taxpayer the production times required to complete a product. From this
information, you should be able to estimate an acceptable date as a cut-off date for
the matching of the invoices with the yearend inventory count.
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Example 1

A furniture manufacturer's subsequent year billings were inspected. The agent
noticed about 23 invoices billed the day after the yearend. Thistaxpayer did not bill
on adaily basis but instead waited until they accumulated a few billings before the
invoices were prepared. Three other groups of invoices were billed only afew days
apart. Then another group was billed on the 10th of the month, with the next group
billed 7 dayslater. Based on this, the agent noticed there was a natural break
between the 10th and the 17th. He decided to cutoff this check at the invoices
issued after the 10™. The invoicesincluded in this check were issued on the 1st,
2nd, 4th, 9th and 10". The agent scheduled out these invoices and then traced back
to the ending inventory. A few itemswere traced to the ending inventory count, but
therest were not. At this point, a 10-key tape was run on the invoices not traced to
ending inventory. Thetotal for these 10 days represented almost 10 percent of the
total sales for the subsequent year.

The adjustment is computed using either one of two different methods. If the
company keeps production schedules, use these to determine how far along in the
production process the product was. From these, you should be able to determine
the costs incurred as of the end of the year.

Two notes about this technique. First, the time frame for production from start to
finishislonger for a custom shop than it would for a production shop. The reason
for thisis the custom shops are slower in their production because of the detall
involved. When using this technique, take thisinto consideration when trying to
determine a cutoff date. In the previous example, this was a custom shop and

the cutoff date was determined to be the 10th.

Second, you may be able to take the position the invoices in question should have

been in income in the audit year instead of inventory. Thiswill require more work
such as reviewing shipping invoices or contacting the taxpayer's customers.

| nventory
Refer to the chapter on inventory for audit techniques.

L oans to/from Shareholders

During theinitial interview, inquire as to the existence of loans and the taxpayer's
policies with respect to the loan, repayments, interest rates, and collateral.

Review the corporate balance sheet for the existence of loan accounts either to or
from the shareholder. No entry on the balance sheet for shareholder loan accounts
does not mean there are no outstanding loan balances. In severa cases, the
shareholder loans were included in asset and liability accounts other than the normal
loans to/from shareholder account. Once the existence of a shareholder loan is
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established, the concern is whether the loans are arms length transactions (that is,
length of loan, interest rate, etc.). The shareholder could be receiving an interest free
loan. They may be taking money out of the company tax free, through forgiveness of
the loans by the corporation at alater date. Request copies of the loan documents. |If
loan documents exist, they should show the terms which you can then validate. If loan
documents are not available, review the corporate minutes for a possible mention of
and the details of the loans.

In regards to interest generated by aloan from shareholder, inspect the payables
accounts for a possible write-off of the interest owed the shareholder which has not
been paid. IRC section 267(a)(2) states the corporation and the shareholder (who
must hold a greater than 50 percent interest in the company either directly or by
attribution) will be put on the same basis of accounting, usually cash basis, to
determine when a write-off is alowed, even though one is an accrual basis and the
other is cash basis. In smpler terms, the corporation is allowed a deduction when the
interest is paid, not when it is accrued. If the corporation has accrued the expense,
inspect the Schedule M-1 to determine whether the amount has been backed out for
tax purposes.

Example 2

During the audit of a corporation with atax year 9206, the agent noticed the
corporation had deducted $125,000 as interest expense which was related to a
shareholder loan. Upon further review, it was found the corporation had only paid
$75,000 with the other $50,000 being an accrual. Thisaccrual of $50,000 was finally
paid prior to the end of the 1992 year. Even though the shareholder was required to
include the full $125,000 in his 9212 year, the corporation was not alowed a
deduction for the accrual of $50,000 in the 9206 year, but instead was allowed it in
their 9306 year.

1. Demand Loans

Often, the loans between the taxpayer and its shareholder will be demand loansin
lieu of formal loans with a stated rate of interest and repayment period. In the case
of demand loans, special rules apply. Under IRC section 7872 the foregone
interest on such below market interest rate loans is treated as transferred from the
lender to the borrower as of the last day of the calendar year and re-transferred
immediately from the borrower to the lender asinterest. Thereisa$10,000 de
minimis exception for compensation related and corporate-shareholder loans that
do not have tax avoidance as one of the principal purposes (IRC section
7872(c)(3)).
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When a corporation makes interest free (or low interest) loans to its shareholders,
the shareholders family members, or other related parties as discussed in IRC
section 318(a), the following actions are deemed to have occurred:

a. The shareholder has received a constructive dividend in the amount of the
foregone interest to the extent of earnings and profits.

b. The corporation receives alike amount of interest income.
c. After the 1990 year, the shareholder will only be allowed a deduction for the
interest deemed paid to the corporation if they can demonstrate the expense is

investment related.

If the corporate loan is made to an employee, who is unrelated to the shareholder
as discussed in IRC section 318(a), the scenario is sSimilar except:

a. Theforegone interest is characterized as additional compensation to the
employee.

b. The corporation receives deemed interest income in alike amount.

c. The corporation can deduct the amount as compensation expense but may be
liable for employment taxes on the additional wages.

d. After the 1990 year, the employee will only be alowed a deduction for the
interest deemed paid to the corporation if they can demonstrate the expense is
investment related.

When a below market interest rate loan is made between otherwise related entities,
or a share holder makes aloan to his corporation, the adjustments resulting after
imputing the interest are:

a. The shareholder receives interest income in the amount of the foregone
interest.

b. The corporation has deemed interest expense in alike amount.

c. Theforegoneinterest will be treated as a capital contribution by the
shareholder (Treas. Reg. section 1.7872-4(d)).

Although the transfer of taxable income between entities may appear to be

offsetting, there can be significant tax impact in the reallocation, depending on the
relative tax brackets of the borrower and lender and the deductibility of the interest
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deemed paid.

The regulations contain detailed instructions for computing the interest imputed on
interest free and below market rate loans. They publish Federa rates and should
be consulted for guidance. A simplified method is available for use in imputing
interest on loans of $250,000 or less. If loans exceed this amount, a business or
financial calculator capable of raising "x" to the"y" power is required.

Despite the fact the computation may seem tedious at first, adjustments can be
substantial and are easily sustained.

. Thin Capitalization

Upon reviewing the loans from shareholder and the common stock accounts, athin
capitalization issue may exist if there islittle or no common stock and thereisa
large loan from the shareholder. 1RC section 385 was enacted for the purpose of
determining whether an interest in a corporation is to be treated as stock or
indebtedness. Under this section, there are five factors which need to be
considered in pursuing thisissue. If you encounter thisissue, review this Code
section along with any court cases related to thisissue. In the narrative below, a
few court cases are discussed which should be researched further.

The objective in athin capitalization issue case is to convert a portion, if not all, of
the loans from the shareholder to common stock. By performing this conversion,
an adjustment to interest expense becomes necessary because the loans at this
point are considered non-existent. The interest paid by the corporation, which has
been disallowed by you, is now classified as adividend at the shareholder level to
the extent of earnings and profits.

The courts have not been favorable in the Government's pursuit of thisissue. (Fin
Hay Realty v. United States, 22 A.F.T.R. 5004, 398 F.2d 694). In the courts
opinion equity is considered a higher risk, whereas to loan money is considered a
lower risk. Thusto loan money to one's corporation isin effect limiting their risk
because equity is only alowed a capital loss, but loans can be afforded the benefit
of being classified as ordinary losses under IRC section 166. In addition, the
courts have stated a shareholder would not loan their corporation money at
extraordinary rates because this would be self-defeating as it would damage their
own corporation. Inthe Fin Hay case, the presiding judge quoted J.S. Biritz
Construction Co. v. C.I.R., 68-1 U.S.T.C. 19118, at which time the court made a
strong point about loans and equity.

"Financing embraces both equity and debt transactions and we do not think the
courts should enunciate arule of law that a sole stockholder may not loan money
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or transfer assets to a corporation in aloan transaction. If thisisto be the law,
Congress should so declare it. We feel the controlling principle should be that any
transaction which isintrinsically clear upon its face should be accorded its legal
due unless the transaction is a mere sham or subterfuge set up solely or principally
for tax-avoidance purposes.”

Even though thisis not a particularly easy issue to work, this should not deter you
if the situation arises. In one case, it was noted a corporation had no common
stock outstanding. It was determined from the corporate minutes that they had
converted the common stock to loans from shareholder in aprior year and had
paid interest on this amount every year since. The agent proposed the following
adjustments:

Increase to the common stock account;

Decrease to the loans from shareholder account;

Disallowed a portion of the interest expense;

Reclassified interest income at the shareholder leve to a constructive dividend.

oo oo

Building and Equipment

In this section, the term account(s) and depreciation schedule are synonymous.

The building and equipment account is be one of the larger balance sheet accounts for
amanufacturer return. However, combined with the accumulated depreciation
account, the net balance of the two will usually decrease every year. When reviewing
this account, the notes made during the initia interview and the tour of the business
help determine what should or should not be in the account.

For example, corporate officers may be driving expensive luxury vehicles which do not
appear on the depreciation schedule. This could mean the vehicles are being leased by
the corporation. Be aware of potential adjustments under the luxury automobile
limitations of IRC section 280F.

During the tour of the businessif al the machinery looks old, ask questions about any
equipment purchases made recently which appear on the depreciation schedule.

The audit techniques used on the building and equipment account include:
1. Reconciliation of the book balanceto thereturn
This should be the first step performed before proceeding further. This may be

reconciling one account in the books to the building and equipment line on the
return or different classifications of fixed assets (machinery, furniture & fixtures,
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etc.). Or, it could mean reconciling each piece of equipment which has their own
account in the books to the building and equipment line on the return. In any case,
reconcile and question any differences.

. Review the depreciation schedule

If adepreciation schedule is not attached to the return, request one. Reconcile this
depreciation schedule to the book balance for the original cost of the equipment.
The accumulated depreciation may not balance because of the different methods
afforded the taxpayer both for financial and tax purposes. The depreciation
schedule is usually kept for tax purposes. If the taxpayer is using a different
method for book than tax, a Schedule M-1 adjustment should appear for the
current year differences.

Compare the depreciation schedules for the prior year, audit year, and the
subsequent year returns for any personal or nonbusiness related assets, changesin
the depreciation method or the life of the assets, and any possible equipment
dispositions not reported on the return. If these items are found, ask questions
and, if necessary, propose adjustments under IRC section 162, IRC section 168,
and/or IRC section 1231.

Review any IRC section 1031 like-kind exchanges to verify that the requirements
for the exchange have been met. To find these transactions, inspect the invoices
for any new equipment purchases made during the year. From this, determine if
the basis of the new equipment was reduced by atrade-in.

In one case, the agent reviewed the new equipment purchased during the year.
One of the purchase invoices showed a larger dollar amount being paid for a
vehicle than what was recorded on the depreciation schedule. Questions were
asked. It was discovered a company vehicle was sold to athird party for cash.
They had reduced the basis of the new vehicle by this amount. No gain was
reported. Based on this, an adjustment was proposed for an ordinary gain on the
cash received and the equipment basis was adjusted to the actual amount paid.
The taxpayer would have been allowed an additional depreciation deduction, but
since the equipment was listed property, the depreciation deduction was limited to
the amount already claimed on the return.

. Review the method of depreciation
Be aware of the specific methods allowable by the Code when reviewing the
depreciation schedule. For instance, one should be aware of the various

classifications (3, 5, 7 year, etc.) as well as the methods available (200-percent
declining balance, straight line, etc.). Also be aware of the various conventions
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(half-year, mid-month, or mid-quarter) for new acquisitions or disposals of
equipment.

If an IRC section 179 deduction is being claimed, verify the origina basis of the
asset(s) has been adjusted to reflect the proper deduction in subsequent years.

The vast mgority of the tax return depreciation schedules are now computerized.
If improper methods are input, then the resulting computation will be incorrect.

Asaresult of the Tax Reform Act of 1986, a majority of manufacturing equipment
placed in service after this act will be depreciated over a7 year MACRS life (IRC
section 168(e)(3)(C)). Under MACRS, any building acquired after 1986 isto be
depreciated over a 31.5 year straight line method. In addition any leasehold
improvements made post 1986 are now required to be depreciated over the same
31.5 year life, not the life of the lease agreement as was the law pre-1987 (IRC
section 168(i)(6)(A) and IRC section 168(i)(8)). Asaresult of the Omnibus
Budget Reconciliation Act of 1993, any real property placed in service, with
exceptions, on or after May 13, 1993, is required to be depreciated over a 39-year
straight-line method.

Since the alocation between building and land can make large differencesin the
amount of depreciation alowed, review the alocation. If necessary, make an
engineering referral for assistance in determining the correct allocation. In
addition, inspect how the taxpayer is depreciating the building. 1n one case, the
taxpayer had included the land in the calculation for depreciation which resulted in
an accelerated write-off. The taxpayer knew they were not allowed to depreciate
land because they had a separate line item for it. The building should have been
written-off over 30 years, but with the land being included in the basis for
depreciation, the write-off period was effectively 22 years.

Per IRC section 168(g), equipment used predominantly outside the United States
must use the aternative depreciation system (ADS). This method will extend the
life of the asset. For example in the case of woodworking equipment, the usual life
is7 years but under ADS the lifeisnow 10 years. Therefore, if the taxpayer owns
amaquiladora and leases equipment to them, make sure the taxpayer is using the
ADS method.

. Scrutinize salf-constructed assets

Some taxpayers have constructed their own assets (buildings or improvements).
When this occurs you should be concerned with direct write-off's of expenses
associated with the construction of the asset. The larger dollar items will be
capitalized but many of the smaller items will be expensed. Remember many small
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items can make a large adjustment. |RC section 263A applies to self-constructed
assets.

5. Select a sample of equipment and trace back to factory

Select a sample of the equipment listed on the depreciation schedules and trace
them to the factory to verify their existence. The problem with thisisthe
equipment selected may have a general name (for example, table saw) and the
taxpayer may not have the receipt to verify the manufacturer and serial number.
This usually occurs when the equipment is older. Once the sampleis pulled and
traced to the factory, question any differences or missing equipment. There may
be a possible sale of equipment which was not reported or an IRC section 1031
exchange which would require verification.

Accounts Payable, Other Current Liabilities and Other Liabilities

Since each of these three accounts is similar in nature, the same audit techniques can
be applied for al of them.

An accounts payable account is used to record the daily expenses of the taxpayer, such
as goods and services. Since these expenses are vital to the business, they are usually
paid in atimely fashion. Finding old expensesis highly unlikely, unless the company is
having financial problems. Because of the nature of the account, it is usually easier to
audit because the amounts which comprise the account have already been expensed on
the income statement. The taxpayer has the burden of verifying these amounts. In
reality, auditing this account becomes a substantiation audit.

Both the Other Current Liabilities and Other Liabilities are accounts which are not
used on adally basis. They are instead used for accruals which do not ordinarily enter
through the accounts payable system. For example, you will usually find the current
portion of a note payable listed in this section. If an adjustment is made in this area,
the effect will not always be to taxable income for the year. Other accounts you may
find under these headings are: accrued payroll taxes, sales commissions, workers
compensation insurance, allowance for advertising, and reserves for estimated
expenses or contingencies.

Y ou may audit accounts payable for transactions occurring during the year but due to
the number of transactions this method can be cumbersome. Also, this method is
similar to an expense method of auditing and could simply be duplicated work. When
auditing this account, concentrate on the yearend balances. By auditing the yearend
balance, you are able to verify whether the taxpayer has expensed items not meeting
the conditions of IRC section 461(h) and Treas. Reg. section 1.461-1(a)(2) at yearend
or were not IRC section 162 expenditures. Treas. Reg. section 1.461-1(a)(2) has
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three conditions which are necessary for the amount to deductible:

1. Theliability must exist.

2. Theliability can be reasonably determined.

3. Economic performance has occurred.

If one of the three conditionsis not met, an adjustment may be necessary.

Adjustments necessary to the accounts payable account will most likely be adjustments
to taxable income because the amount adjusted was written-off somewhere on the
income statement. If atiming adjustment is found, attempt to find which income
statement account was affected because it may lead to other audit areas or it may
have an effect on the IRC section 263A adjustment. Aswith any adjustment,
materiality will dictate how much time and effort will be necessary. If the account
cannot be located for whatever reason, make an adjustment to the accounts payable
account directly on Form 4549. If the adjustment found is of a personal nature, make
every attempt to find the account affected, so concentration can be placed on this
account for possible further persona adjustments.

Since accounts payable isfairly easy to audit, the steps involved are fairly smple.
Following are the steps to take in auditing this account:

1. Reconciliation of the book balanceto thereturn

Obtain the yearend trial balance and reconcile the accounts to the tax return. By
performing this step, you are able to determine if the tax return balance is
comprised of more than one general ledger account and possibly set the scope of
accounts to be audited.

2. Secure and inspect the yearend accounts payable schedule or breakdown of
the ending balances

Try to secure a copy of an accounts payable aging schedule or breakdown of the
ending balances which lists all amounts which make up the yearend baance. If the
taxpayer does not have an aging schedule, a schedule of who is owed money
should be secured. If the taxpayer states they do not have alist, consider a
possible adjustment for the entire accounts payable balance because this account is
used for the daily activity of the business. Under the accrua method of accounting
if an entry is made to the accounts payable account, the offset is to an expense
account which in all likelihood has been written off by the taxpayer.
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So if the taxpayer is unable to provide alist of their accounts payable, in effect
they have told the examiner they do not have any expenses. Thus an adjustment is
warranted.

Asfor Other Current Liabilities and Other Liabilities, if the taxpayer does not
provide a breakdown, you will be unable to consider an adjustment for the entire
bal ance because of the nature of these accounts. Further work is necessary to
establish:

a. Whether these amounts have ever been expensed

b. If they have been expensed, whether they were expensed in the previous years
and/or the current year

c. Whether the accrual meets the tests described in IRC section 461(h).
Thisis necessary because if it is determined a change in accounting method is
required, IRS procedures (Rev. Proc. 92-20, 1992-1 C.B. 685) dictate how the
adjustment is handled in the year of audit.

Once a schedule is secured, perform the following audit steps. These steps can be
used for dl liability accounts:

a.  Foot and reconcile

Foot and reconcile the balance to the general ledger amount. Question any
differences. If necessary, propose adjustments.

b. Inspect for old payables

You will only be able to perform this step if an aging scheduleis secured. If no
aging schedule is provided, the step listed in section (c) below can be used.

Inspect for old payables which may require an adjustment. Since the Code
does not specify atime period, use your judgment in determining what is
considered old. A good starting point could be 6 months, but this could
change depending on many factors. Some factors would be the financial
condition of the taxpayer, industry standard and whether the amount is being
disputed.

If an old payable is found and the taxpayer has indicated they are not going to
pay, make an adjustment for this payable.
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c. Sample payees/accounts

Make a sampling of the payees/accounts. Request documentation to determine
whether the deductions meet the three conditions listed in Treas. Reg. section
1.461-1(a)(2) which would alow the deduction.

In addition, inspect for payables which are old and still outstanding as of the
audit date. If old payables are questionable, inspect the subsequent year
payments to verify the amount was actually paid. If it is determined these
payables have never been paid, an adjustment may be warranted.

3. Scrutinize any yearend adjusting journal entries

Review and question any adjusting entries at yearend to determine if they meet the
three conditions of Treas. Reg. section 1.461-1(a)(2) at yearend. If the entries are
guestionable, request documentation and verify the amount. If necessary, consider
an adjustment to accounts payable if the amounts do not meet the conditions of
Treas. Reg. section 1.461-1(a)(2).

Capital Stock/Capital Account

Since many of the manufacturing companies audited have been around for a few
generations, areconciliation of the ownership account through the stock
certificates/stock book is usually necessary. Compare this reconciliation to the
Schedule E or an ownership schedule attached to the return. Ask questionsif the
ownership does not reconcile to the return. Reconcile the stock ownership early in the
audit so any adjustments for personal usage of corporate assets or distributions of
corporate assets can be proposed to the correct individual.

The reconciliation of the ownership account is very important in a TEFRA and
non-TEFRA S-Corporation or partnership examination because of the nature of these
entities. Any adjustments proposed at the entity level will in most cases have a direct
tax effect at either the shareholder or partner level.

Example4

An S-Corporation with three shareholders had allocated 100 percent of the losses to
the 80 percent shareholder and none to the other two shareholders. The agent
proposed adjustments at the shareholder level to correct thisalocation. From the
initial interview, the agent knew the two shareholders were passive investors.
Therefore their losses were limited because of the passive activity rules under IRC
section 469. A minor change in the K-1 reporting resulted in a substantial
adjustment.

4-24



Because many of the companies are fairly old, the older shareholders either gift their
stock to the younger shareholders (usually family members) or sell the stock back to
the company. Each transaction can have a tax consequence either through a gift tax or
acapital gain under IRC section 1221. In addition, if a shareholder's stock is
redeemed as treasury stock, IRC section 306 governs the ex-shareholder's actions with
the company for up to 10 years after the sale. If the ex-shareholder fails to comply
with IRC section 306, the redemption could be classified as a dividend distribution. |If
any of these issues are found, further research is necessary which is outside the scope
of this manual.

Retained Earnings

As with any industry, manufacturers can be very profitable. With this profitability
comes some issues which need to be addressed by the company and its
officers/shareholders. |sthe company going to expand the production area, purchase
the latest equipment on the market, or even make some dividend distributions?
Because possible issues can exist, review the taxpayer's balance sheet, taxable income
for the year and the number of shareholders.

If the taxable income is large and the company has:
1. Substantia cash, investment assets, and/or nonbusiness assets; and

2. Substantia amounts of retained earnings (which with adjustments, equates to
earnings and profits as discussed in IRC section 312)

Review IRM 531 through 537 and any outside publications to determine if a possible
accumulated earnings tax issue exists before the initial appointment. Remember an
accumulated earnings tax issue will only apply to closely held corporations. This issue
will not exist with a publicly traded company.

The references listed previously should be reviewed before the first appointment
because this may be the only opportunity for you to question the officer/shareholder
directly.

At this appointment, some of the required questions should be:

1. What are the company's plans for the near future and how are they going to pay
for these plans?

2. Havethey made any large loans to outside vendors?

3. Areany of their large clientsin financia trouble?
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If the taxpayer has plans for expansion, they should be backed up with discussion in
the board of directors minutes and contact with real estate brokers, equipment
distributors, etc.

In an accumulated earnings tax issue, the Government has hindsight because any plans
the taxpayer has discussed previously should have been started or have been finished.
The courts do not alow the taxpayer the opportunity to put off their plans indefinitely.
The taxpayer must make a commitment to their plans and go forward with them.
Finally, remember each accumulated earnings tax issue is different than the next
because the facts and circumstances of each are different. What may have applied in
one case, may not in the next.

Schedule M -1 and Schedule M -2

There are two other schedules attached to the return which are intertwined with the
balance sheet. They are Schedule M-1 and Schedule M-2. The main focus will be on
the Schedule M-1, but afew brief comments will be made about the Schedule M-2.

The Schedule M-1 is used to convert the taxpayers book net income to the taxable
income on the return. The accountant who prepares the return will eliminate items not
allowed/required to be included in taxable income (for example, entertainment expense
and tax exempt interest). Because of financial and time constraints, the accountant
may not make all the applicable adjustments necessary to convert book net income to
the taxable income. Because of this, inspect for items required on the Schedule M-1,
but not included.

Many taxpayers keep their books on the cash method of accounting. At yearend, the
accountant makes adjustments to put the taxpayer on the accrual method of
accounting. If the accountant does not make these adjusting entries on the books, he
or she will most likely make these adjustmentsin his or her workpapers. Since no
adjustments have been made to the taxpayer's financia statements, all the adjusting
entries will appear on the Schedule M-1 either as an increase (accounts receivable) or
decrease (accounts payable) to book net income.

In al likelihood, the accountant will make most of the adjustments on the books. Thus
the financia statements will be on the accrua method also.

When performing an audit of either the balance sheet or the income statement,
remember the taxpayer can book personal expenses at their discretion. There will only
be an adjustment if a Schedule M-1 adjustment was not made or the personal expenses
were not included on the shareholder's Form W-2. The tax treatment is different if the
personal item is not being expensed. The corporation may have handled it correctly by
classifying it asadividend or aloan repayment. This can be verified by reviewing the
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Schedule M-2 or the loans to/from shareholder account.

If you determines the corporation took no position (dividend, Form W-2) on the use
or distribution of corporate assets, an adjustment will have to be made at the corporate
level if the amount was expensed, along with an adjustment at the shareholder level for
use of these assets under IRC section 301.

Finally, in some cases, a distribution even though not expensed by the corporation (for
example, distribution of appreciated property) can trigger income adjustments both at
the corporate and individual levels, under IRC sections 311(b) and 301, respectively.
The corporation will be treated asif it had sold the property to the shareholder at fair
market value. The corporation will have to report a gain from the property on the
difference between the fair market value and the adjusted basis. Asfor the
shareholder, they will only have to report a dividend under IRC section 316 if the
corporation has earnings and profits as computed under IRC section 312. If the
shareholder assumes a liability attached to the property, this will reduce the dividend
required to be reported by the shareholder (IRC section 301(a)(2)).

If thisissue is present, make an engineering referral requesting the assistance of an
appraiser.

Finally, if no earnings and profits exist, the distribution, either in the use of or the
actual distribution of corporate assets, will first be allocated to areturn of basis
(capital). Then the remainder will be considered capital gain (IRC section 301(c)).

Some of the more common adjustments you will find on the Schedule M-1 will be the
Federal Income tax per book/return, entertainment disallowance under IRC section
274(n), depreciation adjustment for the difference between the book method and the
tax method, officer's life insurance, the UNICAP adjustment under |RC section 263A,
state income taxes, fines, penalties, and charitable deductions.

The Schedule M-2 on smaller companies will have minimal activity. The Schedule
M-2 is used to reconcile the retained earnings account with any changes occurring
during the year. Most adjustments are straight forward. Y ou will see an adjustment
for book net income. However, there may be other adjustments for prior period
adjustments or distributions made either in cash, stock, or property. Be concerned
with any prior period adjustments and how they were handled on the return filed for
the year under audit. Were the prior period adjustments included in income or
expensed in the year? Ask questions and propose adjustments if these item were not
handled correctly.
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Some audit techniques which can be used in determining whether a distribution has
been made are:

1. During theinitial review of the tax return, inspect Schedule M-2 for any reported
distributions to the shareholders. Do not take the absence of entries of
distributions at face value. The taxpayer may have improperly reported
distributions. In addition, if there is a property distribution, insure the provisions
of IRC section 311 have been followed.

2. Reviewing the corporate minutes may reveal distributions of corporate assets to
the shareholder. Trace these items to the Schedule M-2 and the Form 1040. If the
minutes state a distribution was made and there is no entry on the Schedule M-2 or
the Form 1040, question the discrepancy and if necessary propose an adjustment at
the individual level, taking into consideration IRC section 312. If the distribution
meets the conditions of IRC section 311(b), an adjustment at the corporate level
may also be required.

3. Analysis of the yearend journal entries will also reveal whether any distributions
have been made and whether the taxpayer has expensed a distribution. 1n one
case, the examiner noticed ajournal entry explanation stating the property was
"given" to the shareholder. Thiswas written off by the corporation as a gift,
without taking into consideration the limitations under IRC section 274(b). This
type of gift wasin fact a distribution which was adjusted to reflect a dividend.
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CHAPTER 5

SALESAND INCOME ISSUES

INTRODUCTION

The income analysis of the manufacturing industry does not provide any single issue
which is found to be common or prevaent throughout the market. On the contrary,
there appear to be arange of assorted income issues which an examiner may
encounter. These issues range from ssimple unreported interest income to omitted
sales. This section discusses those issues but many more potential income issues may
exist.

The books and records used to account for income are not unique in nature except for
the garment industry. Due to the specialized nature of that industry, refer to the
MSSP guides for further information. In general, the books and records include the
usual sales, accounts receivables, cash receipts and sometimes credit memo journals.
In some cases afactoring arrangement is used to generate cash. In most cases, cash
flow comes directly from sales receipts and direct borrowings.

The term "manufacturer” includes a broad range of products which are accounted for
differently in regardsto sales. For example, companies that produce "assembly line"
goods usually report income when goods are shipped. Some manufacturers may
account for sales on a modified percentage of completion method.

HOW SALES ARE GENERATED

The primary methods of salesinclude: Independent Sales Staff, In-house Sales Steff,
Trade Shows, Newspaper Advertisements/Mailers, Sales Marts, Word of Mouth, and
Public/Employee Sales.

Independent Sales Staff

Manufacturers use independent sales personnel more than any other method.
Commission percentages range from 3 percent to 8 percent of gross sales generated
depending upon the specific industry segment.



| n-house Sales Staff

Thisisless common than the independent sales personnel. The staff usualy include
shareholders and officers who travel across the country keeping in touch with their
retail customers.

Trade Shows

Trade shows are continually held across the United States and occasionally in foreign
countries.

Newspaper Advertisesments/Mailers

In some cases, the manufacturer works directly with the retailer in creating "mailers’
which are distributed directly to the public. In most cases, the manufacturer's products
are displayed aong with their name. In amost all cases, the cost of the mailersis
shared with the retailer and regularly netted with the sales invoices.

SalesMarts
Some manufacturers maintain showrooms in which they display their latest lines.

Word of Mouth

For example in the furniture industry, thisis especially true for manufacturers involved
with production of counter tops, tables, and other fixtures for banks, retail stores, and
other commercial customers.

Public/Employee Sales

This generally accounts for a small percentage of total sales.

GENERAL AUDIT TECHNIQUES

Understanding the Sales Cycle

The complex adjustments usually result only if you the actual transactions along with
the accounting systems. Sales analysisis no different. While a genera understanding
can be obtained during the initia interview, make an in-depth inquiry while auditing
the specific sales accounts. The following inquiries are suggested:



. Understand What the Taxpayer Sells

Ascertain what specific goods the taxpayer sells. For example, some
manufacturers produce certain parts of their own goods but import other parts
from overseas. If old or current catalogs are available, request one to review and
notate the various lines. In some cases, the taxpayer also produces replacement
parts for their own goods which can make up a separate sales category. In other
cases, the taxpayer may sell custom made goods.

. Profit Margins

What type of profit margins are made on the goods? How were they determined?

. How Are Sales Gener ated

Ascertain from the taxpayer whether independent sales personnel are enlisted or
whether showrooms are used or any combination of the above mentioned methods.

. Sales Recording Dates

Does the taxpayer record sales when the goods are shipped or when the customer
acknowledges receipt of the goods? If the taxpayer produces custom products,
do they record income when the job is completed or do they record income on an
interim basis when cash is received?

. Discounts Offered to Customers

Find out whether cash, trade, volume, or any other discounts are offered or
automatically taken by customers. The response to this question becomes
especialy crucial if the taxpayer accrues for discounts at the end of the year.

. How Are Returns and Allowances Handled

Become familiar with the mechanics and bookkeeping involved with returns and
allowances. For example, when ataxpayer is notified a product was damaged
upon delivery or was the wrong product, who specifically handles the complaint?
Is the complaint investigated right away, if a al? If the complaint isvalid, who
approves the return? Is a credit memo issued? Again, responses to these questions
becomes cruciadl if the taxpayer accrues for returns and allowances at the end of the
year.



Understand the Accounting System/Internal Controls

Understanding the mechanics of the accounting systems and internal controls in effect
allows the examiner to set the scope of the audit so maximum coverage isobtained in
the least amount of time.

This goal is accomplished by relying upon the taxpayer's internal controlsif they are
effective in minimizing errors. Although this guide cannot go into the details of
financia auditing, it is highly recommended that you become familiar with such audit
steps as verifying sequentially numbered invoices, the handling of cash receipts, and
segregation of duties.

See Exhibit 5-1 for the GAIN audit workpaper relating to sales.

SPECIFIC AUDIT TECHNIQUES

| nternal Revenue M anual 4231.582

The audit guidelines established for gross receipts or salesin IRM 4231.582 along
with the proper balance sheet analysis provide sufficient coverage in the income area.
The IRM section is reprinted below with afew additional suggestions or observations.
Consider the applicability of the steps below in conjunction with the evaluation of the
taxpayer's internal controls.

(1) Intheinitial testing of the sales account, the following techniques may
be considered:

(a) Test methods of handling cash to seeif all receiptsareincluded in
income. Scan daily cash reconciliations and related book entries and bank
deposits. Note any undeposited cash receiptson hand at the end of the year.

Note: Severd errors have been detected using this method whereby the original
billing per the sales invoice did not match the subsequent cash receipts.

(b) Test reported grossreceipts by the gross profit ratio method. * * *

(c) Noteitemsunusual in origin, nature, or amount in the books of
original entry and test them by referenceto original sales dips, contracts, job
record book, bank deposits, etc. Also, check selected entries made at different
times of the year, including some at the beginning of theyear. Test check footings
and postingsto the general ledger.

Note: In one case, the sales journal was scanned and a one time sale was made to a
company with almost the exact same name as the taxpayer. Follow up to this entry
reveaed a separate company which was related by common ownership. The entry was
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traced to the separate company where it was determined the shareholders were
allocating income and expenses between the two companies to affect the taxable
incomes. In this case, one company was doing very well and the other operated at a
small loss. Therefore, the reporting of income by one and the expense by the other did
not result in an equal increase and decrease in tax.

(d) Review bank statementsand deposit slipsfor unusual items.

This step was discussed in the balance sheet chapter under cash.

(e) Scan thesalesaccount in theledger for unusual entries. Test
entriesfrom the general journal and salesjournal. Comparetotal receiptsto total
businessincome bank deposits and reconcile any differ ences.

Note: In one case the taxpayer was making large and consistent debit entries to the
sales accounts. The original explanation was that the entries were returns and
allowances. Upon subsequent examination it was determined the debit entries
represented customer checks that could not be processed because of insufficient funds.
The bank would debit the taxpayer's account (credit entry on the taxpayer's books) and
the taxpayer would debit sales rather than accounts receivable. The taxpayer stated
these entries were allowable under the bad debt provisions but could not refute the fact
that many of these accounts were collectible in the future.

(f) Bealert tothe possibility of income which may betaxable even
though not appearing on the books (dealer reserve income, constructive receipt,
income from foreign sour ces, etc.).

(2) If theresultsof theseinitial tests compare favorably with grossreceipts
reported, further verification would generally be based on the particular
circumstances of the case. For example, a high percentage of cash receipts which
arenot regularly deposited or properly accounted for would be a basisfor further
testing.

(3) If further verification is necessary, consider the following techniques:

(a) If original receiptsand records are not too numer ous, match up
invoices, contractsor similar documentswith any recordskept by job or contract
and reconcile any differences. If receiptsand records are numerous, test check at
variousintervalsand also look for unusual items. If possible, test quantities of the
principal product sold in comparison with production or purchases. * * *

Note: In the furniture industry, this step is especialy pertinent with manufacturers who
produce commercia products such as grocery counters, large shelves, or development
projects. In most cases, the job must be bid for and a contract is drawn up. Be aware
that supplemental contracts (also known as change orders) may be drawn up in special
circumstances which should be included in income a so.



(b) Check thereceiptstothesalesor general journal and reconcile
any differences.

() Question any unusual salesdiscounts or allowances.
Note: See the section for common discounts and allowances given.

(d) Determinethe extent to which receiptswere used to pay operating
expenses, liabilities, personal expenses, etc. * * *

(e) Determinethe method and adequacy of accounting for
mer chandise withdrawn for personal use. Withdrawals should be accounted for as
the merchandise iswithdrawn and not on an estimated basis. Normally,
purchases are reduced by the cost of such merchandise. However, the amount
may be credited to sales.

(f) If thetaxpayer reportson the accrual basis, determineif all
receivablesareincluded in income.

Note: Severa timing adjustments were found by examining shipping documents for
sales booked in the subsequent year. These sales were erroneously booked in the next
year. The materiality, corporate tax rates and potential interest received should be
considered before proposing the adjustments.

(g) Scan salesagreements, contractsand related correspondence for
leadsto unrecorded bonuses, awards, kickbacks, etc.

(h) If therecordsindicate contractsor sales may have been completed
but corresponding income not reported, further inquiry should be made about the
sales. If practical, check journal entriesand bank depositsfor the first few weeks
of the following year to seeif the amountsweretaken into income at that time.

(i) Review workpapersmade for tax return purposes and make sure
adjustmentsare appropriate. Reconcilereceiptsper bookswith receiptsreported.
Resolve any differences.

Note: In some cases, the taxpayer was on the cash method per the books and made
adjusting journal entries at the end of the year to arrive at the accrual method. These
journal entries should be reviewed carefully, especially the receivables and payables for
both the beginning and ending of the year.

(j) 1t may be necessary during the examination to secur e additional
recor ds, documents, or other clarifying evidence. If such additional data will
resolve matter s, advise taxpayer s of what isin question and theinformation
needed. They should then be given an opportunity to furnish theinformation.



Note: Do not hesitate to use a summons if the records prove inadequate or the
taxpayer is unresponsive to requests. In one case it was necessary to summons not
only the corporate bank records but the shareholders as well. The information
revealed many unexplained deposits in the form of cashier checks and cash. Ninety
percent of the cashier checks were under $10,000 thereby avoiding currency
transaction reports. These records along with other corporate records obtained
with a summons were the basis for acriminal fraud referral.

(k) Bealert toindications of:

1. Capital gain treatment of itemswhich may constitute ordinary
income.

2. Salesmadeor servicesrendered in exchange for other goods
and serviceswhich were not included in income (bartering).

3. Unreported commissionsor rentalsfrom activities operated on
the taxpayer'sbusiness premises. In some cases, there may be arrangements for
oper ating concessions or businesses such as cafes, bars, candy counters, vending
machines and newsstands.

Other Recommended | ncome Probes

1. Commission Expense Comparison

The commission expense can be used to extrapolate a sales figure for comparison
with the sales reported on the return. For instance, if the mgjority of sales are
generated through an independent sales force, you can compute an average
commission sales percentage. The commission expense per the return can then be
divided by this percentage to arrive at an estimated salesfigure. If thereisalarge
discrepancy between the two amountsin either direction, ascertain the reasons
why.

2. Request IDRS/CBRS Information

Certain transcripts are available which show Form 1099 information issued to
corporations. Even though not required, some brokerage firms will issue Form
1099 INT or Form 1099 DIV to corporate taxpayers. Examination of these
transcripts (BMF) may revea bank accounts not indicated in the books and
records. Currency Transaction Reports may also indicate cash transactions which
would lead to further inquiries.



OTHER INCOME ISSUES

Unreported Interest Income

1. Third Party Payments

Thisissue is more prevalent in cases where there were weak internal controls.
During theinitial interview, question the taxpayer as to the number of bank
accounts used and whether any of those accounts are interest bearing. Aswas
discussed in the balance sheet chapter under cash, obtain the bank statements for
the entire year and at least the year ending bank reconciliation if available. Trace
any interest income entries found on the bank statements through a cash receipts
journal or directly into an interest account in the general ledger.

2. Related Party Payments

In many cases, loans to shareholders are made for which no interest payments were
made. If thisisthe case, then imputed interest to the corporation may be a
possible issue under IRC section 7872 and the accompanying regulations. This
may be an issue if the shareholders make interest free loans to the corporation as
well. Seethe discussion in the balance sheet chapter under Loans to/from
Shareholders for more detailed information.

Bargain Purchases under |RC Section 311(b)

Although not encountered often, distributions of appreciated property under IRC
section 311(b) produce significant income adjustments to the corporation as well
as shareholders when raised. Although some work may be involved as far as
determining fair market values (appraisals, comparisons, etc.), the adjustment is
usually worth the time.

Be aware of thisissue whenever a sale of property has been made to a shareholder
at an amount below fair market value. If these circumstances arise, IRC section
311(b) states income will be attributable to the distributing corporation AS IF such
property were sold to the distributee at its fair market value.

Example 1

In one case, a building and land was distributed to three shareholders. Onthe
Schedule M-2 adistribution to the sharehol ders was reported in the amount of
$20,000. The agent obtained an engineering appraisal of the building and land. It
was determined the distribution was made at a value well below fair market value.
Because of the difference in the appraised amount and the amount reported on the
Schedule M-2, the agent made the following adjustment to the corporation under
IRC section 311(b):
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FMV of Building/Land
minus  Adjusted Basis of Building/Land

233333333133333333333333333333333333))3))))

equals Amount attributed to corporation asincome

In this case the difference between the two amounts produced a $120,000 tax adjustment
to the corporation. The distribution resulted in adjustments to the shareholders returns
aswell.

In another case, a classic automobile was sold by a corporation to a shareholder for
$20,000. At the time of the sale, the vehicle had been fully depreciated so that the
adjusted basiswas zero. The corporation reported the $20,000 gain on its Form 1120.
Research of Classic Car Guides revealed the fair market value was $60,000. This
resulted in an adjustment to the corporation of approximately $40,000 as well asan
adjustment to the sharehol der's return.

Sales and/or distributions of property to shareholders may be discovered by anayzing
the fixed assets schedule and notating any removals of assets since the beginning of the
year. Beespecially aware of vehicles dropping off the schedule. If sales are reported
on Form 4797 of the Form 1120, ascertain to whom the sales were made. |If the sales
were made to shareholders or related parties, consider appraisals or contact with third
parties to determine fair market values.

L ease Inclusion | ncome: Passenger Automobiles

In 1984 IRC section 280F was enacted to provide limitations on the amount of
recovery deductions allowed on luxury automobiles. Because leased automobiles did
not fall under the provisions of IRC section 168 in terms of cost recovery, IRC section
280F(c) provides a limitation on the amount of |ease deductions for passenger
automobiles.

This provision does not provide for alimitation by reducing the lease deduction but
rather requires the taxpayer to include a predetermined amount in their income. These
predetermined amounts are based upon the fair market value of the leased vehicle as
well as the term of the lease using tables provided by the Federal Government.

The regulations provide different tables depending upon what year the vehicle was first
leased. Treas. Reg. section 1.280F-7 provides tables which cover vehicles leased after
December 31, 1986, and before January 1, 1989. Rev. Proc. 89-64, 1989-2 C.B. 283,
provides for vehicles leased in calendar year 1989. Rev. Proc. 90-22, 1990-1 C.B.
504; Rev. Proc. 91-30, 1991-1 C.B. 563; and Rev. Proc. 92-43, 1992-1 C.B. 873,
provide the tables for the calendar years 1990, 1991, and 1992, respectively.



CONTRA-SALESACCOUNTS

The examination of sales should include a probe into the various contra-sal es accounts
used by the taxpayer. These include returns, various allowances, cash discounts, and
other specialized reductions. In most cases the manufacturers have separate genera
ledger accounts for the various deductions. However, in afew cases, the return or
allowance is deducted directly against the sales accounts.

A few of the common returns, allowances, and discounts are discussed bel ow.
Returns

Depending upon the size of a manufacturer, returns may be a significant number.
Returns are not found to be common with manufacturers who produce custom goods.
Mistakes made by the custom manufacturer will be corrected before delivery. On the
other hand, returns are more significant for manufacturers who utilize an assembly line
method. Customer returns are generated for several reasons including incorrect
shipments, late delivery or lack of funds.

Allowancesin General

Price concessions may be made for any particular reason depending upon the
relationship with the customer. If the customer is willing to accept substitute,
damaged or tardy shipments, he or she will usually demand some kind of allowance
from the manufacturer. For example, in some cases shipments may be delayed and
arrive late. Customers who exert considerable influence may reduce the sales price by
a"late" factor.

In another situation a large discount store deducted a 2 percent "defect allowance” for
each shipment. Because of the influence large retailers exert, these allowances are
rarely, if ever, protested.

War ehouse Allowance

A warehouse alowance is a 2-3 percent discount demanded by many mass
merchandisers. It may be accounted for by being indicated as a reduction in price
shown directly on the manufacturer's invoice with areduced net billing or asa
chargeback later made by theretailer. The rationale for this allowance, or discount, is
that these retailers re-ship to their stores from a central warehouse, enabling the
manufacturer to make a single bulk shipment to the warehouse instead of shipping to
the individual stores making up the chain. The amount and terms of the allowance are
often printed on the purchase order form.
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M arkdown Allowance

A markdown allowance is generally negotiated with better customers and is based on
the likelihood that markdowns from full retail price may need to be taken for the
retailer to dispose of some of the shipment. Such an alowance may be demanded as a
concession by larger retailers, and if thisis the case, the terms may appear on their
purchase orders.

Advertising Allowance

An advertising allowance may be allowed the retailer for cooperative advertising. Itis
usualy alowed only to larger retailers with which the manufacturer does a substantial
volume of business. The retailer arranges media advertising, catalog, or direct mall
promotions featuring the manufacturer's products. The manufacturer's share of the
advertising is deducted from amounts otherwise owed to the manufacturer by the
retailer.

Y earend Allowance

A yearend alowance is customary with some manufacturers and is usualy given only
to their best customers, but may also be allowed some of their older customers
regardless of volume. The allowance is generally negotiated at an amount usually
equal to 1 to 3 percent of annual calendar year sales. The alowance is taken by the
retailer as a credit against his or her outstanding accounts payable in the subsequent
year. If a$30,000 total alowance is due the customer, the customer will generally
take the credit at $10,000 a month over 3 months or $5,000 a month over 6 months
either by agreement or as a courtesy to the manufacturer.

Volume Allowance

Thisis much the same as a yearend allowance but is granted based on annual volume
only with athreshold figure set before the alowance of any discount. The discount
allowed will generaly increase as annual volume passes designated amounts.

Trade Discounts

A traditional trade discount is still demanded by many of the better department stores.
The store will account for the purchase at cost before the discount and base their
selling price on a markup from this figure. The usua mark up is 100 percent or double
cost, sometimes referred to as 50 percent. The practice of doubling cost to arrive at
retail priceisknown as "keystoning." It isinteresting to note that many manufacturers
will mark up their usual selling price to absorb the trade discount. For example, they
will sell the equivaent of $92 in goods to the department store for $100, then allow an
$8 trade discount.
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Cash Discounts

Discounts are sometimes given by the manufacturer for prompt payment by customers.
These discounts may range from 2 to 4 percent depending upon the size and influence
of the customer.

Accounting for Returns, Allowances and Discounts

Most manufacturers account for returns and allowances through a normal credit memo
system. Whenever areturn or discrepancy arises, the taxpayer first verifies the
propriety of the return or allowance. For instance, any customer complaints about
missing items would be crosschecked with the bills of lading and the shipping invoices.
If the claim isvalid, a credit memo will be issued to the customer usualy to be applied
against any subsequent sales.

The credit memos will usually be accounted for using some sort of journal or journal
entry. They are normally segregated together depending upon the type of return or
allowance and a debit to the related general ledger account is made. The credit then
reduces the accounts receivables.

Trade discounts and other discounts such as volume discount are not properly treated
as contra-sales accounts but instead should be reduced from invoice pricein
determining the cost of inventory under Treas. Reg. section 1.471-3(b).

A taxpayer's treatment of trade and other discounts as a contra-sales/income account is
an erroneous method of accounting. Any change from such accounting treatment to a
proper treatment as a reduction in invoice price is a change in method of accounting
requiring the consent of the Commissioner. On the other hand, allowances such as
cooperative advertising are not true trade discounts and thus are properly reflected in
income accounts.

Likewise, under Treas. Reg. section 1.417-3(b), cash discounts may be reduced from
invoice price a the taxpayer's election, providing a consistent course istaken. Again,
any change in treatment of cash discounts is a change in method of accounting.
1. IssuesEncountered
Issues are not usually raised with actual returns and alowances. However, many
issues are generated because the taxpayer will attempt to use a reserve account or
estimate the returns and allowances at yearend.

For financial accounting purposes, reserves for estimated expenses such as returns
and allowances or discounts based on past experience, is an approved method of
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more accurately stating period income.

Such reserves are generaly unallowable for tax accounting purposes. They were
abolished for most taxpayers by the Tax Reform Act of 1986 (with the bad debt
reserve allowable in certain cases). Reservesfor other estimated expenses have
been repeatedly disallowed by the courts as not being specifically alowed for by
the Code and failing to meet the all eventstests for fixing liability.

The use of reserves for financial accounting purposes is found in manufacturing.

In some cases there may be a contra account called "Reserve for Returns and
Allowances," "Allowance for Cash Discounts,” or some other similar title which
will be adjusted at yearend asrequired. A balance sheet reconciliation may show it
to be netted with the accounts receivable to arrive at the tax return balance.
Journal entries at yearend may then show increases or decreases to the reserve
account with a corresponding increase or decrease to the returns or allowances
accounts.

If areserve on the books is used for financial reporting purposes but not for tax
purposes, a Schedule M-1 adjustment will be noted in conjunction with a deferred
income tax account on the books.

Alternately, adjusting journal entries are prepared at yearend, debiting returns and
allowances and crediting receivables directly, without the use of a reserve general
ledger account. Such journal entries will be reversed whereas entries adjusting the
reserve account will not. If an adjustment is made using this method, a reserve can
be readily detected by inspection of the yearend adjusting journal entries and the
general ledger accounts. This account will open with a large reversing journal
entry and close with one or more large adjusting journal entries. A formidable
reserve in the contra (Returns and Allowance) account may open the account with
alarge credit balance due to the posting of the reversal which is not erased until
well into the year or close to yearend.

A variation on the preceding method is to accrue subsequent returns or allowances
by totaling credit memos issued in the months following the close of the fiscal year.
Those deemed applicable to the prior year's sales are then accrued. Such accruals
are of the same nature as areserve, though they are not based on yearend
estimates, but rely on actual figures that are necessarily developed at alater date.
The propriety of such accruasis based on the same criteriaasis the propriety of
any other reserve.
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In one case, the taxpayer was following the financia accounting matching concept
by accruing for cash discounts anticipated to be taken from the sales made during
the last month of the taxable year. This accrual was computed by taking an
historical percentage and multiplying against the last month's sales. Thisisacase
where IRC section 461 was applicable and required the use of the al events and
economic performance test to determine whether this accrual was allowable for
income tax purposes. The examiner disallowed the reserve amount by proposing a
IRC section 481 adjustment.

There are many variations on the methods of accounting for reserves. Those
outlined above are typical. Knowledge of these formats should enable the
examiner to detect the presence of areserve.

Whatever the reason for the accruas, the permissibility would be determined by
applying the "all events' and "reasonable accuracy” tests of Treas. Reg. section
1.446-1(c)(2)(ii) and, if applicable, the "economic performance” test of IRC
section 461(h).
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Exhibit 5-1 (1 of 2)

;E.DIT ITEM: SALESSGROSSRECEIPTS DATE:

FILE NAME: 4000.WPF INITIAL:

YEAR: W/P REF YEAR: W/P REF YEAR: W/P REF
P/R:
P/E:
ADJ: ========= ========== =========
SUMMARY OF ADJUSTMENT: (SEE W/P: )

These techniques are not intended to be all-inclusive nor are they mandatory stepsto be followed. Judgment
should be used in selecting the techniques that apply to each taxpayer.

AUDIT PROCEDURES /P REF

1. Obtain complete explanation of accounting method. If the accounting method is not
appropriate, consider Change in Accounting Method. (See GAIN Number 5500)

EVALUATE INTERNAL CONTROLS, (See IRM 4231 Tax Guidelinesfor IRM Chapter
300)

2. If TPhasinternal controlsfor posting of income, select from the following techniques:

a. Reconcile booksto return and analyze yearend AJE to ensure there are no incorrect
reductions to income.

b. Scan saesjournal and analyze large or unusual debitsto sales (for example, entries from
other than CRJand CDJ). Verify that the salesjournal total matchesthe GL total if the
TP's system does not automatically link the two, (that is, if the TP makes a manual entry
to record the total from the sales journal).

c. Test salesrecorded in opening days of subsequent year to determine whether said sales
areincludible in year under examination.

d. Analyze credit memos on items returned after inventory count and ensure that ending
inventory isincreased appropriately.

e. Analyze accounts recelvable and identify related trade receivables. Consider forgiveness
of debt, IRC section 482 and disguised shareholder |oans.

f.  Scan A/R ledger. Make sure credit balances are not used to offset A/R included in
income.
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Exhibit 5-1 (2 of 2)

SALES/GROSS RECEIPTS (CONTINUED) 4000.WPF WP REF

g. Check Liability Accountsfor deferred income. Determine if taxable.

3. If TPdoesnot have internal control, and there is potential for diversion of funds, consider the following
techniques in addition to those listed in #2.

a.  Inspect controlling Shareholder's return(s) and determine if indirect method is applicable.

b. Get explanation for difference between bank reconciliation and books. (Cash shortage can be
diverted fundsto SH.)

c. Compare cash receipts posted to the CRJ to deposits per bank statement. (An accrual TP can divert
paymentson A/R to SH.)

d. Determine the source document for posting income and trace from the source document to the
books.

4. If TP does not have reliable double entry books, consider the following techniques:
a.  Inspect controlling Shareholder's return(s) and determine if indirect method is applicable.
b. Reconstruct income from third parties.

c. MSSP provides methods of reconstructing income on certain industries.
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Chapter 6

INVENTORY

INTRODUCTION

Issues in the examination of inventories range from omission of maor segments such
as finished goods (FG) and work-in-process (WIP) to recomputation of LI1FO pools
and indexes.

The purpose of this portion of the manufacturing guide is to provide insight into the
more common inventory issues. Therefore complex issues such as LIFO inventory
valuations, long term contracts, or standard cost variance analysis will require
additional research beyond the scope of this guide.

WHY AUDIT INVENTORIES?

Why audit inventory when all adjustments are "rollovers'?

Despite the potential for tax avoidance inherent in the ending inventory, examiners
often perform only a cursory review of ending inventory, with the justification that any
adjustment isonly a"rollover" adjustment, that is, an increase of taxable incomein
Year 1isoffset by a corresponding decrease of taxableincomein Year 2. Thisline of
reasoning continues, why bother pursuing the issue? Why bother with an adjustment if
the net effect is only atiming difference, and therefore, only results in an interest owed
effect?

This type of adjustment is typified in the following example. Taxpayer reported the

following:
Yearl Year 2
Opening Inventory $ 500,000 $ 750,000
Costs 6,000,000 7,000,000
Ending Inventory (750,000) (1.000.000)
Cost of Sales $ 5,750,000 $ 6,750,000
44444444444 44444444444

If you found a clerical error resulting in $25,000 being omitted from the ending
inventory of Year 1, the potential adjustment would be the following:



Year 1 Year 2

Opening Inventory $ 500,000 $ 775,000
Costs 6,000,000 7,000,000
Ending Inventory (_775,000) (1.000.000)
Cost of Sales $5,725,000 $6,775,000

Cost of Sales Adjustment: Year 1 = 5,750,000 - 5,725,000 = 25,000

Cost of Sales Adjustment: Year 2 = 6,750,000 - 6,775,000 = (25,000)

This example illustrates a correction of an error, which includes misstatements of
amounts due to mathematical error, computational error, or posting error. These
adjustments result in onetime, 1 year rollover audit adjustments. An examiner finding
such an error in inventory might decide not to make the adjustment because:

1. Theerror does not materially distort taxable income

2. The 1 year rollover would not result in a material amount of interest owed by the
taxpayer.

On the other hand, an examiner might propose the adjustment if tax rate differences
between years result in asignificant net increasein tax or if theinterest differential is
significant.

Another type of inventory audit adjustment is of an entirely different character. It
involves IMPROPER METHODS of accounting for various elements in the ending
inventory.

Tax literature (including the regulations) goes into great depth discussing accounting
methods and changes to these methods where even a smple definition is daunting. To
understand a method of accounting as affecting inventory, below are a few examples
that relate specifically to garment manufacturers (without addressing the right or
wrong of the various methods):

1. Valuing piece goods from prior seasons at a fraction of original cost.

2. Excluding freight-in costs from itemsin inventory.

3. Excluding sewing contractor costs from work in process.

4. Using a standard cost of 10 cents per unit for such miscellaneous costs of finished
goods as plastic bags, hangers, pins, or cardboard.



5. Reducing finished goods quantities by customers orders which are in hand, but
which have not yet been shipped, that is, recorded as sales.

The common element of these method examples are that these practices are followed
consistently, routinely and regularly.

So what is the tax effect difference between correcting an error and making a change
in accounting method? As seen in the example of the error that was corrected above,
errors correct themselves within a specific time period, usually 2 years.

In contrast, because improper methods involve regular and routine accounting
practices, the permanent correction will often not take place until you addresses the
issue beginning with the return being audited and ending with the most recently filed
return. Until the change is made, the taxpayer has the benefit of an indefinite deferral
of taxes.

The following example demonstrates that an accounting method change often results
in atax adjustment whose effect is not reversed in the foreseeable future. To highlight
this observation, the only variable is the assumption that each year the taxpayer
deducted an improper inventory write-down of $200,000. All other factorsin the cost
of sales equation remain constant.

COST OF SALES AS FILED

Yearl Year2 Year 3 Year 4 Year 5

Beginning Inventory 750,000 750,000 750,000 750,000 750,000

Costs 6,000,000 6,000,000 6,000,000 6,000,000 6,000,000
Inventory (750.000)  (750.000) (750,000) (750,000) (750,000)
COGS 6,000,000 6,000,000 6,000,000 6,000,000 6,000,000

COST OF SALES AS CORRECTED

Yearl Year 2 Year 3 Year 4 Year 5

Beginning Inventory 950,000 950,000 950,000 950,000 950,000

Costs 6,000,000 6,000,000 6,000,000 6,000,000 6,000,000
Ending Inventory (950,000) (950,000) _(950,000) (950,000) (950,000)
COGS 6,000,000 6,000,000 6,000,000 6,000,000 6,000,000




AUDIT ADJUSTMENTS

Yearl Year 2 Year 3 Year 4 Year 5

Beginning Inventory (200,000) (200,000) (200,000) (200,000) (200,000)
(Curr. Yr. Adjust.)

Ending Inventory 200,000 200,000 200,000 200,000 200,000
(Curr. Yr. Adjust.)

IRC 481(a) 200,000 n/a n/a n/a n/a
Adjustment

Net Increase 200,000 0 0 0 0
toT.I.

In this example, when the size of the inventory understatement is constant from year to
year, the deferral the taxpayer enjoysis taken away in the first year of the examination.
The taxable income effects are not reversed in the years shown. If the size of the
understatement INCREASED from year to year, years 2-5 would reflect net
adjustments for the incremental increases. Conversaly, if the size of the
understatement DECREASED after Year 1, adjustments would be made to reverse the
Year 1 adjustment, to the extent of the decrease.

When an incorrect method of accounting for inventory is changed, you are correcting
a practice that gives the taxpayer avery long (sometimes indefinite) deferral of
income taxes.

These observations should not be construed to mean that al changes of accounting
methods in inventory should be pursued. Consider the following to decide whether
to pursue an issue:

1. What isthe absolute amount of the potential adjustment? Materiality?

2. Isthe potential adjustment a significant percentage of taxable income?

3. How long isthe deferra period?

4. How substantia isthe net interest the taxpayer would owe from the adjustment?

5. Are there examination adjustments other than to inventory?

6. |Isthetaxpayer consistently making errors with little regard to the correctness of
their methods?
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In summary, this section presented rudimentary examples to demonstrate that auditing
ending inventory should not be dismissed on the assumption that inventory
adjustments result in only rollovers. An accounting method change in inventory may
take away an essentialy permanent deferral, which by itself is a substantial tax benefit.
Also, even aone year rollover adjustment may at times be advisable if the adjustment
is large enough to result in a significant interest factor, or if tax rate differences
between years result in a net increase in tax.

TYPES OF MANUFACTURERS

When auditing inventories, it is very important to know what type of manufacturer is
the taxpayer and which costing method the taxpayer uses.

Generally speaking, there are three different types of manufacturers. Custom,
Production, and Combination.

Custom

These companies produce goods to customers specifications. Production and
inventory levels are on ajob by job basis. Custom companies may or may not
have inventory.

Example 1

A company with afiscal yearend of December 31 produces goods to order and secures
materials from local suppliers within a4 day order window. All work on jobsin process
is completed by December 15. The company has contracts for several jobs. However,
production will not start for several weeks. Their decision isto shut down the last 2
weeks of the year and begin production on January 3. Thus at December 31, the
company has zero raw materials, work-in-process, and finished goods inventory. The
company does have a suppliesinventory. In this example, the overall amount is
immaterial and thusis considered to be zero.

Production

These companies produce goods on a continuing basis. They maintain a specific level
of inventory. The companies may produce a catalog (generally bound or in loose |eaf
form) showing their different product lines and customers place orders from that
catalog.



Example 2

A company with afiscal yearend of December 31 produces office chairs and sellsto
retail office furniture stores. Based on their experience in the industry, the company
keeps a constant level of each current chair style at 300 chairs. Production is geared to
maintaining that level of inventory until 2 months prior to the discontinuance of a
particular style. Thusif the company has 10 current styles of chairs, they would have at
least 3,000 chairsin inventory at December 31.

Combination
Companies who produce goods based on a combination of custom and production as

described above.

COSTING METHODS FOR MANUFACTURING

Generally speaking, manufacturers use one of three methods for costing inventory:
Job order costing, process costing, and operation costing.

Job Order Costing

Products are readily identified by individual units or batches. These units or batches
receive varying inputs of direct materials, direct labor, and indirect costs. Costs are
collected according to the job or customer. Examples of job order costing include
printing, aircraft manufacture or furniture manufacturing.

Process Costing

Products are homogenous and not particular to any one customer. Production is
continuous through a series of production steps. Costs are charged directly to the
responsible department or process. Examples of process costing include the
manufacture of oil, paint, or rubber.

Operation Costing

Used in the manufacture of goods that have common characteristics plus some
individual characteristics. Examples of operation costing include shoes, clothing,
or textiles.



INVENTORIES

Treas. Reg. section 1.471-1 states,

"In order to reflect taxable income correctly, inventories at the beginning and end
of each taxableyear arenecessary in every casein which the production, purchase, or
sale of merchandiseisan income-producing factor. Theinventory should include all
finished or partly finished goods, and in the case of raw materials and supplies, only
those which have been acquired for sale or which will physically become a part of
mer chandise intended for sale, in which classfall containers, such askegs, bottles, and
cases, whether returnableor not, if title thereto will passto the purchaser of the
product to be sold therein. * * *"

Cost in the case of merchandise produced by the taxpayer since the beginning of
the taxable year is defined by Treas. Reg. section 1.471-3© to include:

"** * (1) the cost of raw materials and supplies entering into or consumed in
connection with the product, (2) expendituresfor direct labor, and (3) indirect
production costsincident to and necessary for the production of the particular article,
including in such indirect production costs an appropriate portion of management
expenses, but not including any cost of selling or return on capital, whether by way of
interest or profit. Seesections 1.263A-1 and 1.263A-2 for mor e specific rules
regar ding the treatment of production costs."

Treas. Reg. section 1.471-11(c)(2)(1)(f) states that the cost of indirect materials and
supplies should be included in ending inventory.

Full absorption costing involves two steps on the part of the taxpayer:

1. Costs must be identified
2. Costs must then be allocated between inventory and cost of sales.

The three elements of work-in-process consist of:

1. Direct Materias

2. Direct Labor

3. Indirect Costs.

Treas. Reg. section 1.471-11(b)(2) and (3) defines these elements as:

1. Direct materials are those materials that become an integral part of the finished
product, are consumed in the manufacturing process and are identified with

specific units or processes.

2. Direct labor is labor which can be associated with particular units. Labor includes
basic compensation, overtime pay, vacation and holiday pay, sick leave pay, and
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payroll taxes.

3. Indirect costs are those costs necessary for production other than direct production
costs. Indirect costs include variable and fixed overhead. They may be classified
asto type for identification with various activities and to facilitate groupings for
determining unit costs. Under prior law, manufacturers were required to comply
with the full absorption rules under Treas. Reg. section 1.471)11. Thefull
absorption rules provided three categories of indirect costs associated with
production activities:

a. Category | are costsincludible in inventory for tax purposes regardless of the
taxpayer's financia reporting treatment. These include repairs, maintenance,
rent, utilities, indirect labor, and production supervisor wages. Treas. Reg.
section 1.471-11(c)(2)(1).

b. Category Il are costs that are not required to be included in inventory. These
include marketing, advertising, selling and distribution costs, interest, and
officers salaries not related to production. Treas. Reg. section
1.471-11(c)(2)(ii).

c. Category Il areitems which must be included or excluded from inventory in
accordance with the taxpayer's financial accounting treatment provided such
costs are not inconsistent with Generally Accepted Accounting Principles
(GAAP). Theseinclude officers salaries performed for production and
insurance on production machinery. Treas. Reg. section 1.417-11(c)(2)(iii).

As of December 31, 1986, the Uniform Capitalization Rules remove any option and
require that al defined indirect costs be included regardless of financial accounting
treatment. See IRC section 263A and the regulations thereunder.

Per Treas. Reg. section 1.471-11, both direct and indirect costs must be taken into
account in the computation of inventoriable costs according to the full absorption
method of inventory costing.

Under full absorption, costs must be allocated to goods produced during the year
whether the goods are sold during the year or in inventory at the end of the year.

AUDITING INVENTORY

There are specific noncompliant areas which indicate audit potential:

1. No physical inventory countstaken. IRC section 471.



2. Failureto inventory overhead cogt, direct labor, or both.

3. Fallure to implement IRC section 263A (file Form 3115). If the taxpayer properly
elected the change, an IRC section 481(a) adjustment should be present on
Schedule M)1 through 1991 taxable years.

4. Use of the gross profit method for inventory valuation. This method is specifically
not allowed.

5. Use of the cash basis method of accounting.

If inventories are an income producing factor, Treas. Reg. section 1.446)1(c)(2)(1)
requires the use of the accrual method to account for sales and purchases. The
fact that yearend inventory values are immaterial does not constitute an exception
to the regulation. The significant factor is the materiality of purchases to reported
revenues.

A cash basis taxpayer who has inventory, but does not recognize inventory, faces
two potential audit adjustments. An adjustment requiring the recognition of
inventories would be proposed under the authority of IRC section 471. The other
adjustment mandating the use of the accrual method would be supported by IRC
section 446.

6. Comparative Gross Profit percentages are inconsistent. The dollar amount of
direct materials costs in finished goods and Work)in)Process (WIP) ishighin
relation to total inventory (>30 turnover rate islow, there may be very good tax
adjustment potential.

See Exhibit 6-1 at the end of the chapter for alist of basic questions to ask when
auditing inventory.

See Exhibit 6-2 for an outline of auditing cost of goods.
See Exhibit 6-3 for the GAIN inventory audit workpapers.

General Audit Techniques

1. Understanding the Production Cycle

A solid understanding of the production cycle includes how production is planned,
how far in advance raw materials are purchased, how raw materials are prepared
for production, the assembly process, the time involved for assembly, the
individuals in charge of each process and so on.
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2. Understanding Integration of Accounting System

The next mgjor step is understanding how production is manifested in the
accounting records. This may range from simple purchase entries into the general
ledger to more complex journal entries involving a standard cost system. Either
way, the major entries must be understood.

Basic production steps such as raw material purchases usualy flow through an
accounts payable journal and then into the general ledger. Labor is recorded
through a payroll journal and again into the general ledger.

Other production steps may involve unique records not generally encountered in
the course of a usual audit. For example, production planning or scheduling may
be documented by something called scheduling sheets. These sheets may have the
planned product lines, materials to be utilized, timetables for each department and
inventory identification numbers. These records could be useful in developing
work-in-process amounts if omission of these segments becomes an issue.

Some manufacturers not only produce but import as well. Costing of these
imports may involve documentation such as letters of credit, brokerage and duties
invoices, and customs records. These documents could be very important in
determining whether duties, insurance costs, and bank charges have been properly
included in inventory.

The more sophisticated companies may use a standard cost system. Inthis case, it
becomes essential to understand how the standard cost entries are integrated into
the basic accounting system.

3. Comparative Analysis

A comparison of costs over a2 to 3 year period can highlight many unusual
fluctuations. This comparative analysis should be performed as part of a
normal package audit step when prior and subsequent years returns become
available. The following steps are suggested to produce the most beneficial
anayss.

a. Gross Profit Ratios

Comparison of the gross profit ratios over a 3 year period may reveal
significant fluctuations. These fluctuations can be due to numerous reasons
such as inventory write-downs, cost reclassifications, or ssimply bad
management. Although you may not identify the actual cause of fluctuations
immediately, the comparison provides an indication serious analysis may be
warranted.
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b. Compute the Inventory Turnover Rate
COS/ (Beg. Inv. + End. Inv. / 2)

Thisratio indicates the number of times ataxpayer's inventory is sold and
replenished during a taxable year.

Under FIFO cost flow assumptions, the reciproca of the turnover rate will be
the percentage of current year costs remaining in ending inventory. If the
turnover rate isfour, 25 percent (1/4) of current production costs would
theoretically bein ending inventory. Asthe turnover rate increases, the
percentage of current costs remaining in ending inventory decreases.

c. Compute the $$DOLLARS$S$ Percentage (before labor and overhead
alocations) of Work)in)Process

(WIP) Materials + Finished Goods (FG) Materials/ Total Inventory Materials.

This reflects the percentage of materials started into production and/or
materials sitting in finished goods.

If theratio isrelatively small (less than 30 percent), there is less audit potentia
because cost allocations, (and possible adjustments), are generally made to
"in)process’ activity.

Another way to analyze thisis to compare the dollars in raw materias
inventories to the dollarsin WIP and FG. If theratio of Raw Materials (RM)
islow compared to WIP + FG, adjustment potential is as favorable. Physical
count summary workpapers will be needed for this analysis, however, some
workpapers may not provide the dollar amounts.

d. Compute the Number of Days Supply in Inventory
(365 / Inventory Turnover Rate)
This generally measures efficiency. Note that most companies set a"days

supply minimum" level to be maintained as manageria policy, providing a good
indication of expected inventory levels.
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e.

Cost to Cost Comparisons

If 3 years of cost comparisons can be performed, it may pinpoint unusua
fluctuations. This comparison should include all cost of sale accounts and not
just direct costs. For instance, if you notice an unusual increase in indirect
labor costs with a decrease in employment taxes, it may indicate the taxpayer
has converted employees to independent contractors.

4. Reconciliations

The importance of reconciling the taxpayer's books to the tax return cannot be
overemphasized. By reconciling al general ledger accounts, you will gain
knowledge of:

a.  The mechanics of the accounts, (some credit accounts may be classified with

b.

debit accounts and vice versa)

The numbering system and how it relates to the specific areas of the tax return
(sales may be 400 series, cost of sales 500 series, administrative 600 series and
miscellaneous 700 series)

Significant dollar accounts which need to be examined as opposed to
insignificant accounts which may be passed.

5. Purchases

a. Journa Entry Analysis

Before the selection of invoices to test, survey the journal entries which enter
into the various purchases accounts. Time should be taken to review the type
and pattern of the entries.

For example, the primary entry would probably be generated from an accounts
payable or cash disbursement journa and this would be the primary focus of
substantiation testwork. Recurring journal entries made in addition to

those generated from the normal journals should aso be noted. Frequently,
these entries represent various accruals, reclassifications, corrections, etc. At
this point in time, it isnot critical to know the exact nature of each journal
entry but rather to recognize the pattern of the recurring entries and what
appears to be normal and consistent. By recognizing normal and consistent
entries, unusua entries may be highlighted for further analysis.
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b. Substantiation Testwork

When invoices are selected for examination, several objectives having a direct
or indirect effect on taxable income should be considered before actual
testwork is performed.

1)

2)

3)

4)

Ordinary and Necessary

The first consideration will always be whether the criteria necessary for a
business deduction has been met or whether it is of a personal nature or a
capitalizable item.

Timing

If the deduction meets the ordinary and necessary criteria, does it relate to
the current year or a subsequent year? In years of tax rate increases this
should always be a consideration. Test check purchases accrued at
yearend. Problems are mostly encountered with smaller closely held
companies that do not have accounting controls. Accountants usually
assume bookkeepers who prepare yearend accruals know how to perform
cut-off testwork. Thisis not always the case.

Also, determine if any credit memos are outstanding at yearend for
returned purchases. These credit memos will be applied to the subsequent
years purchases thereby producing an acceleration of deductions.

Allocations

An expense may meet the above criteria but may be incorrectly classified.
For instance sales commissions may be improperly booked as an indirect
production cost. Depending upon the magnitude, this may have a
significant effect on certain alocation formulas used in the IRC section
263A regulations.

Confirmations

Purchases testwork can provide evidence as to whether the taxpayer is
properly counting and pricing ending inventory.

a) Test large dollar purchases at yearend. Compare the purchases with
yearend inventory records. If aproduction cycle takes 3 weeks,
purchases made in the last 2 weeks or so should be included in either
raw materials or work-in-process. When this test is applied,
comparisons may be made either with quantities and/or dollar amounts,
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b) Select avariety of vendors to examine. This gives ranges of materials
and prices.

5) Substance

Although not encountered often, some cases did involve related entities
engaging in transactions between themselves. |ssuesto be aware of
include: pricing in excess of fair market value, excessive allowances, and
the possibility goods and services were never delivered. The possibility of
false invoices fraudulently inflating purchases should not be precluded. If
guestionabl e transactions are suspected, you must consider the possibility
of auditing the related entity to determine the propriety of the transactions.

6. Cost of Labor

The issues related to the labor portion of cost of sales do not usualy involve
substantiation issues. If not overly complex, a payroll reconciliation between
employment tax returns and the corporate or partnership return may prove
sufficient. A reconciliation should include wages and salaries as well as
employment taxes deducted on the return. Reconciliations may raise independent
contractor versus employee issues. Other issues may involve proper accruals for
vacation and sick pay.

a. Journa Entry Analysis

Larger companies often accrue for vacation and sick pay. The accounting
treatment is usualy different for tax and book. Asof 1988, the rules for
accrual of vacation and sick pay have changed. Deductions for vacation and
sick pay are limited to the amounts paid during the tax year, except an
accrua-basis taxpayer may deduct unpaid vested vacation and sick leave pay if
paid to the employee within 2 %2 months after the end of the year. IRC section
404(a)(5) and Treas. Reg. section 1.404(b)-1T, Q & A.

For vacation pay to be deductible under IRC section 461, it must meet the All
Events Test as well as the Economic Performance Test. For instance, for a
company to deduct accrued vacation pay, economic performance must be
established by: (1) the employees providing the services and (2) aliability must
be established meaning the employee should be vested in the plan. If an
employee does not meet the vesting requirements, no accrual may be deducted.
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Since there are differences in the accounting treatment between book and tax,
an adjustment should be present on the M-1 reconciliation schedule. “If no
such adjustment exists, analyze any vacation pay accruals. The following steps
are suggested but by no means represent the only audit steps possible:

1) Determine basisfor accrua per books. This can be based on a sophisticated
formula, a ssmple estimate, or if the books are kept open long enough, the
actual vacation/sick pay for the subsequent 2 ¥2 months.

2) Request the company's policy on vacation/sick pay accrual. Determine
how many years an employee must work for the company before
vacation/sick pay has vested. Determine the basis for computation. It is
usually based on number of hours worked during the year.

3) Check Year End Journal Entry. If the accrual seems unusual, test the
subsequent 2 ¥2 month's payroll records for the vacation pay entries. Any
large differences between the actua payment versus the accrua should
raise questions about the propriety of the accrual.

b. Allocation of Production vs. Non-Production Costs

In cases where corporate officers are earning large saaries, determine
the primary duties of the officers (that is, sales, administrative,
production, combination). This may be important in regards to the IRC
section 263A dlocation. If an officer's salary is primarily related to a
single function, it can have significant impact on an allocation formula,
especially the simplified production method. Significant in small
companies where officers duties are multi)functional, taxpayersfail to
recognize the mixed service cost portions for IRC section 263A
purposes.

7. Other Costs and Deductions
Other costs and deductions usually involve production expenses such as indirect
|abor, rent, insurance, and other variable or fixed overhead costs. The same audit

techniques applied to the purchases would also apply to Other Costs and
Deductions.
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The following steps are recommended to begin the examination of inventory:
1. Determine How the Inventory Amount Was Calculated

One of thefirst initial interview questions regarding inventory should be
whether the taxpayer took a physical inventory. The second question should
be whether the taxpayer actually counted the items on hand. In several cases,
taxpayers inspect their inventory but estimate either the actual quantities on
hand or the relative dollar amounts. Although the experience of the taxpayer
may alow him or her to do this accurately, you may need to expand the scope
of testwork to verify this. Under Treas. Reg. section 1.471-2(d), a taxpayer
must verify inventory annually if on the perpetua method of accounting.

2. Determine All Possible L ocations of Inventory
During theinitia interview and tour of the business, notate all possible
locations of inventory. Thisincludes additional warehouses, showrooms both
on and off the premises, and additional factories. If the taxpayer operates a
company outside the United States, this location should also be considered as
an inventory site.

3. Obtain Ending Inventory Records

If possible, obtain al pertinent inventory records. Thisincludes:

a Inventory Summary Sheets

These show totals for general categories such as raw materials,
work-in-process, finished goods, goods-in-transit, and
goods-on-consignment  Once records have been obtained, foot the
schedules and reconcile the total to the return. If the total does not
reconcile, determine the reasons. Possibilities may include market
write-downs, IRC section 263A additions, errors, etc.

b. Physica Count Sheets

These can be voluminous, depending upon the size of the inventory.
Obtain a complete set if possible. These records are very important
because they provide information regarding specific types of raw materials,
actual counts, pricing, and product lines.
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Note the following:

1) Crossed out values being replaced with lower or zero valuations.

2) Theddineation of raw materias, work in process and finished goods
(additional overhead costs will be allocated to WIP and finished
goods).

3) How parts or items are identified on the worksheet.

4) The basisfor determining unit costs (at actual or standard).

5) That thetotals foot. Summarize and reconcile with ending inventory
balance per book. Check these records for mathematical accuracy on a

sample basis by footing and extending.

6) Any itemswith unusual and low priced values ($10.00 when other
items are priced with odd figures such as $105.45).

. Cost Sheets

These may be requested (if available) if valuation issues arise such as
proper use of the full absorption method, IRC section 263A or lower of
cost or market method. Potential information includes breakdowns of
particular goods or product lines in terms of raw materials (type, quantity,
and cost), labor (hours per item, rates per hour, total dollar per item) and
any overhead allocations (specific costs, overhead rates).

In reviewing overhead allocations for WIP and finished goods, ascertain
that:

1. Appropriate inventory costs are considered, and ALL applicable
inventory costs are included

2. Basisfor alocating or burdening the costs to inventories (dollars,
hours, units, square footage) is appropriate

3. Computations are correct and consistent from year to year.

. Burden Computations/263A UNICAP Computations

These will probably be provided by the accountant and could show costs
used in the allocation and methods used for allocation to ending inventory.
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|ISSUES

4. Journal Entry Analysis

In many cases, general ledger inventory accounts will not have much activity
during the year. Analyze any yearend journal entries which reduce inventory
and increase cost of sales. In one case, an inventory write-down was made in
this fashion.

5. Reserves

In some cases, taxpayers reduce the value of their inventory through the use of
reserves. While thisis acceptable for financial accounting purposes, it is not
acceptable for tax purposes. If areserve account is encountered in the
accounts of inventory, there should be a Schedule M-1 adjustment for the
current year change to the reserve accounts.

Inventory issues generally fall into two primary categories:

1. Incorrect inventory counts/omissions
2. Improper valuations.

| dentification and development of these issues directly depends on the existence and
quality of the inventory records. Identification of issues may not be very difficult
(taxpayer tells the examiner they estimate their final inventory). Development
(figuring out what inventory dollar amount is reasonable) can require ingenuity,
creativity, and plain sweat to finally resolve the issue.

Incorrect |nventory Counts and Omissions

Under Treas. Reg. section 1.471-1, inventory includes all finished or partly finished
goods and, in the case of raw materials and supplies, only those which have been
acquired for sale or which will physically become a part of merchandise intended for
sale. Another requirement is the merchandise should be included in the inventory only
if title thereto is vested in the taxpayer.

1. Purchases

In most cases raw materials are purchased locally and can be delivered in a matter
of days or even hours. In some cases, raw materials may be purchased from
foreign countries and take several weeks for delivery. Taxpayers will often not
include these goods in their physical counts. In other cases, the taxpayer will
forget to count certain items.
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"Phony" purchases should not be dismissed automatically, regardless of how
unlikely they may seem. One case involved payments for merchandise that were
documented by invoices and canceled checks. The manufacturer arranged for a
seller to provide invoices for merchandise which would be paid in the same manner
as bonafide purchases. The seller negotiated the checks and returned the cash to
the manufacturer (less afee), outside of the manufacturer's books. If you sampled
purchases that included phony ones, you would be presented with an invoice as
well as proof of payment for the bogus amounts.

A second scheme was perpetrated by outsiders against a manufacturer, but with
the help of akey manufacturing employee, the controller. The outsiders operated
in the form of numerous fictitious suppliers that billed the manufacturer for a
variety of merchandise. Payment of these invoices was authorized by the dishonest
controller. While the tax effects of this arrangement would be atiming difference
(disallowance in theinitial year; theft deduction in the year of discovery), the
boldness of the plan and its ingenuity warrant mention.

Improper purchase accruals, based on phony invoices, have also been detected. In
that case, the taxpayer did not contest the finding that the invoices were
illegitimate, but instead, contended that the ending inventory included the goods in
guestion, so that there was no net tax effect. Subsequent evaluation of taxpayer's
position found that the ending inventory did include some of the "phantom goods.”

Of aless serious nature than phony invoices, but which would also provide atax
benefit, is the practice of including subsequent year purchases in the ending accrua
when the goods in question are not also inventoried. Though this would only
provide atiming benefit, it could result in along term deferral if it occurs every
year.

A final observation concerning purchases involves yearend goods in transit, their
deduction as part of purchases and their exclusion from the fina inventory. The
reason for thisinconsistency is that the inventory count is often done by
production or warehouse personnel, based on what they see. On the other hand,
the accounting for purchases is based on documents that follow a systematic
processing route, and are much lesslikely to be overlooked. Unlessthis
discrepancy is corrected in the audit, the manufacturer would receive an
accelerated deduction for the amount that was not inventoried.

. Finished Goods Imported from Overseas

Payments are usually made via letters of credit and delivery often takes several
weeks. These goods-in-transit may be excluded at yearend.
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. Goods on Consignment/Sample Pieces

Goods are often held by sales representatives on consignment. Showrooms often
house large selections of inventory for public or commercial viewing. Sometimes
these pieces are neglected in the inventory count.

Return Items

Y earend journal entries often include accruals for approved "returns’ which are
not yet in possession of the manufacturer.

If adispute arises with a customer which can only be resolved by returning the
goods to the taxpayer, these goods should be added back to inventory.

. Work-in-process/Finished Goods not Counted

In some cases the taxpayer does not include work-in-process and finished goodsin
the ending inventory count. They mistakenly believe fast turnaround times for
completion, delivery and entry into sales do not require them to count the goods as
inventory. In addition, taxpayers may exclude certain cost centers (departments).

Material Supplies

Miscellaneous supplies, while not significant alone, can become a substantial dollar
amount when combined. These items may be excluded from ending inventory if
they are believed to be incidental or "too hard to count.”

Example 3

In the furniture manufacturing industry, items such as wood legs and arm pieces,
veneer pieces, nails, staples, and other incidental supplieswere not included in
ending inventory.

. Audit Techniques - Incorrect Inventory Counts and Omissions
a. Footings and Extensions

This step isincluded as areminder because the findings of one case reinforced
the importance of verifying this clerical procedure. A medium sized
manufacturer, organized with many formal accounting guidelines, used
prenumbered inventory count sheets to take the inventory. All items were
carefully combined into detail sheets. However, not until the company's
internal audit testing was conducted were the footing errorsidentified. They
occurred on severa detail sheets, and the errors total was over $1.5 million.
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Reconcile the tax return figures to the trial balance. Trace the trial balance
amounts to the general ledger. Reconcile the beginning and ending inventory
bal ances to the respective prior and subsequent years tax returns.

Verify that the method of valuing inventory actually used is the same as the
method indicated on the tax return. If there is adifference, ask questions to
determine the reason for the difference.

Examiners sometimes limit their inventory audit to testing the footings and
extensions of taxpayer'sinventory sheets. Thisisafirst step, but it should by
no means be the scope of the inventory review.

. Nonexistent Purchases

Since nonexistent purchases are often evidenced by phony invoices, and
sometimes by canceled checks, how can you distinguish them from proper
ones? Thereis no one key to identifying such arrangements. However,
comparisons with legitimate purchases would likely reveal differencesin one or
more of the following areas:

1) Unusual endorsement on checks, such as the name of the endorser, or
location of the bank negotiating the check, or cashing of the check by a
check cashing business.

2) Unusual supplier or payee name. Names of many established suppliers will
become familiar to you during the audit.

3) Appearance of theinvoiceisunusua as to the type of goods, quantities,
payment terms, prices, or signature of receipt acknowledgment.

4) Absence of usual attachmentsto the invoices. Most manufacturers
accounting procedures include attaching the following types of documents
to the purchase invoices: purchase order, packing dip, shipping
documents, receiving verification, and customs documents.

. Yearend Cut-Offs

Checking cutoffsis easily included as part of normal sampling, and takes little
additional time.

When sampling purchases accounts, selecting transactions from the last months
of the year and from the ending accruals can serve two audit purposes:
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1) Determining the potential adjustment in a purchases sample
2) Examining inventory.

The closer to the end of the year that a purchase is made, the more likely that it
would still be separately identifiable in the inventory records at yearend.

This sampling can be performed in conjunction with the purchases testwork.
Select some of the mgor purchases made at the end of the year for raw
materias. If the production cycle is documented, delivery times for raw
materials should be one of the questions. Know the time it takes for receipt of
materials, the cycle of the production process, and final conversion into
finished goods.

Compare major purchase invoices with physical count sheets for the raw
materials. 1n some cases, material may be directly traceable due to similar
descriptions on the invoice and count sheets. In other cases you may need to
use al factors such as materia quantity, description and dollar amounts, both
price per unit and total dollar to determine whether a particular purchase was
included in the count.

Example4

In the furniture manufacturing industry, items such aslumber, fabric, and foam
are primary purchases for upholstered goods. Lumber is usually measured by
foot or meter dimensions such as 2 %2 x 8 %2 and is priced in terms of board
feet/meters. Foam is also described in terms of dimension but is sometimes
priced by either dimensions or weight. Fabric is measured in terms of yardage
and is priced accordingly. Use of al these factors may be necessary to
reconcile invoices with the count sheets.

Letter of Credit (LC) Analysis

Purchases made from outside the United States may have an LC arrangement
made with a domestic bank to arrange a transfer of funds to the overseas
vendor. A letter of credit is smply a short term loan against an established line
of credit.

Example5

Although it is highly probable purchases made overseas are handled differently
than the following narrative, it is discussed asit appears frequently.

Titlewill vest to the purchaser depending upon the specific arrangement with

the overseas agent and is based upon who accepts risk of loss or damage during
shipping. In some cases the purchaser will accept the risk when the goods
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leave the vendor (FOB Origination) or when the goods have reached the
domestic port (FOB Destination). It isup to you to determine each individual
case. Each specific purchase of inventory isusualy designated as a " container”
and an LC isset up separately for each container. Each LCisidentifiableby a
specific number provided by the domestic bank handling the transaction.

The LC will normally appear with the short term notes payables section of the
balance sheet. If possible, obtain a breakdown of the L C and request
documentation such as the brokerage statements behind each LC.  Once the
information has been obtained, compare the LC which was booked into
purchases with the inventory records to determine whether it was included.

d. Goods on Consignment/Sales Samples

Identification of issues may be accomplished with asmpleinitia interview
guestion regarding showrooms and locations along with the existence of show
pieces and then a comparison with the ending inventory records.

f. Returned Items

Check the yearend journal entries for accruals of approved returns which may
not be in the possession of the manufacturer. If they are proper accruas, they
should be included in inventory at their respective cost.

g. Omitted WIP/FG

If these segments are missing, computation of reasonable amounts can be
performed with sufficient information.

Example 6

During theinitial interview, the taxpayer stated a sale will be recorded when
goods have been shipped and acknowledged with a customer signature on the
bill of lading. Technically speaking, the auditor can then look at the subsequent
years sales along with the hills of lading and determine which goods were
shipped before or on the last day of the year. The goods shipped should appear
in finished goods inventory, or be traceable to work in processinventory at the
end of theyear. To perform thistest, salesinvoices are required, aswell as
documentation of goods completed and returned during the interim period.
Thiswill establish the number of units.

How does the auditor establish adollar figure?
At thispoint it is up to the creativity of the examiner to arrive at areasonable

number. The number should be based on information gathered from the
taxpayer about the company if possible.
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For example, in theinitial interview the shareholder has stated he tries for a 100
percent mark-up on cost. Therefore, the cost is estimated to be 50 percent of
salesprice. Takethetotal sales price of the above estimated units and multiply
by 50 percent. This gives you a starting inventory number for finished goods.

Or once you has determined the correct quantities and styles for finished
goods, you can verify the costs that should be included by reference to the cost
sheets for the applicable styles. All costs listed on a cost sheet should be
included for inventory purposes.

In some cases, taxpayers may be willing to take a current physical inventory.
Of course a current physical inventory has no bearing on the accuracy of the
cost of salesfor the year of audit dueto the 2 or 3 year timelag. However,
having an accurate physical count provides basis for computation of atrue
gross profit percentage using current year information. This may alow the
examiner to extrapolate the percentage back to the years of audit if factors are
reasonably similar.

h. Incidental Supplies

Although manufacturers often include the value of the incidental suppliesin the
costing of thelr finished goods, they do not always include the supplies still
available at year end in the physical count.

A means of estimating the portion that should be inventoried separately is to
make an assumption that the incidental supplies remain in ending inventory in
the same proportion major materials (lumber, foams, fabrics, etc.) bear to the
total purchases of major materials during the year. The formula can then be
applied as follows:

Ending inventory magjor materials
23)331333133311333313))))))30N%))))))

Tota purchases of magjor materias

N% x total incidental supplies = ending incidental suppliesto be inventoried

Improper Valuations

1. No Freight Addition to Raw Materials
Treas. Reg. section 1.471-3 states inventoriest cost should include the invoice

price of such goods less trade or other discounts, plus transportation or other
necessary chargesincurred in acquiring possession of the goods. The
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materiality of this addition depends upon where the raw materials are obtained
and how much effort is required to deliver the materials.

2. Imported Goods

Costs incurred to import from overseas include:

a) Letter of Credit Charge
Thisisthe actual cost of the goods.

b) Letter of Credit Processing Fees
Cost of setting up letter of credit, wire transfers, etc.

¢) Shipping Freight Charges and Import Duties

d) Insurance Costs
Although these costs vary, it is safe to say costs incurred to bring the
goods from overseas range between 6 to 10 percent of the letter of credit
charges. When you encounter imported goods, be aware of these

additional charges for inventory purposes.

| nventory Write-Down under the L ower of Cost or Market M ethod

Write-downs are taken in severa ways.

1. Theinventory total on the inventory summary page may be followed by an amount
by which the total is being reduced. Thisisusually a percentage factor or a
nonspecific "round" number.

2. Specific items may be written down. One method is to cross through selected cost
figures on the detail sheets and substitute lower amounts. Another method is to
list the written down amount as the cost figure on the detail sheet for any items
that the manufacturer wishes to write-down. Write-downs from this second
method would be found via unit cost testing.

3. Themost difficult write-down to locate in the audit is that which is taken by
completely omitting the item from the count and detail sheets. By doing so, the
manufacturer is taking the position that the items are being written down to a zero
value, but the manufacturer who uses this method is obviously being more
secretive.
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Taxpayers explain their write-downs severa ways.

a. A common explanation given for write-downs is that the manufacturer values
his or her inventory at the lower of cost or market, and for the items written
down, the market was lower.

b. Another justification for markdowns is the manufacturer's many yearsin the
industry, which is the basis for knowing that the value of certain goodsis less
than their original cost.

c. Other manufacturers justify their write-downs by reference to adesire to
maintain a stable gross profit percentage. They reason that certain items are no
longer "fashionable" or "hot." Therefore, any products made with these items
will command lower prices. If they write down these materials now, the lower
costs attributable to these units will be matched with the lower prices that will
be realized on sales to the customers. Therefore, the gross profit will remain
the same, and income will not be distorted. With this explanation the taxpayer
ignores the distortion to taxable income in the year that the write-down is
deducted.

Each of these explanations makes an appeal which soundslogical. However, none
follows the Service's position with regard to allowable write-downs. Part of the
reason for the wide noncompliance in this areais that the Code and regulations by
themselves do not provide a comprehensive list of rules at one citation. For example:

-- |IRC section 446(b) states that a method of accounting must "clearly reflect
income."

-- |IRC section 471 directs that inventories both conform to the best accounting
practice in the trade or business and clearly reflect income.

-- Treas. Reg. section 1.471-2(c) presents the "bona fide selling price" and "30 day"
criteria of valuing subnormal goods.

-- Treas. Reg. section 1.471-4(a) states that in the case of inventories valued at the
lower of cost or market, "market" means current bid price.

A clearer, more comprehensive statement of the Service's position about inventory
write-down guidelines can be gleaned from the Thor Power Tool v. Commissioner,
79-1 USTC 19139. Although the fact pattern of Thor is very different from that
which will be found in all manufacturing cases, the real value of the caseliesin its
outline of the requirements for proper tax write-downs. Its comments included the
following observations:
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1. Write downs which are obvioudy inconsistent with the regulations do not "clearly
reflect income," and the Commissioner acts within his discretionary power in
reaching this conclusion.

2. Taxpayer must value inventory for tax purposes at cost unless "market” is lower.

3. "Market" means"current bid price," which in turn means "replacement cost, that
is, the price the taxpayer would have to pay on the open market to purchase or
reproduce the inventory items."

4. Taxpayer is permitted to value inventory below replacement cost ("market") only
when:

a. Merchandiseis offered for sale at prices below replacement cost

b. Merchandiseis "defective," as described in Treas. Reg. section 1.472-2(c). In
the latter situation, the taxpayer would still have to demonstrate actual
offerings of goods at below replacement cost. These offerings would have to
have been made no later than 30 days after the inventory date.

5. Itisappropriate that the burden of proof rests with the taxpayer. Itisaso
appropriate that the taxpayer bear this burden via "hard evidence," that is,
documentation of sales at the below replacement cost rates.

With these requirements in mind, one can more easily evaluate the technical strength
of the manufacturers justifications for write-downs.

1. Thefirst invokesthe "lower of cost or market" phrase, but the interpretation
that manufacturers give "market” is very different from the tax meaning of the
word. Manufacturers equate "market" with the price at which they think they
could resell the materials. For tax purposes, "market" means
replacement/reproduction cost, WHICH USUALLY APPROXIMATES OR
EVEN EXCEEDS COST.

2. The second judtification, years of experience, is even easier to address, since
manufacturers who use this rationale have not borne any of their burden of
proof. Obviously, "years of experience" is not the hard evidence envisioned by
Thor.

3. Maintenance of the gross profit percentage is an explanation that also attempts
to persuade by incorporating key words. However, the write-down guidelines
still require a comparison of cost versus replacement cost versus
documentation of actual sales or offerings. These "tests' have nothing to do
with the manufacturer's desire to show consistent gross profit percentages.
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Ruleof Law: Treas. Reg. section 1.471-4 provides the rules that govern when
inventory may be reduced to the lower of cost or market. The most significant
guidelines of the regulation are:

1. "Market" means the current bid price prevailing at the date of inventory for the
particular merchandise in the volume which is usually purchased by the
taxpayer. Thisrule appliesto both finished goods as well as raw materials.
The "current bid price" has usually been defined by the courts as the
replacement cost of the goods. See Thor Power Tool Co. v. Commissioner.

2. Where no open market exists or where quotations are nominal, the taxpayer
must use such evidence of afair market price at the date or dates nearest the
physical inventory count. This means the taxpayer should provide evidence
such as asale of the particular or similar item or show the item was placed on
the market at alower price than cost. If this burden has been met, the taxpayer
may value the specific inventory item at the lower price less any costs of
disposition. The correct prices are determined by reference to actual salesfor
a reasonable period before and after the date of inventory.

3. When the lower of cost or market method is applied, the market value of each
ARTICLE on hand at the inventory date shall be compared with the cost of the
ARTICLE. The lower of such values shall be taken as the inventory value of
the ARTICLE. Therefore, this rule precludes a manufacturer from taking a
genera write-down on a combination of raw materials as well as finished
goods, or on several different lines without providing evidence of the fair
market value for each specific item.

Audit Techniques - Improper Valuations

1. Freight Valuationson Raw Materials

Evaluate the inventory summary and determine if any freight additions have been
made via a percentage mark-up. Taxpayers often smplify computations with a
genera percentage addition to the entire raw material amount.

If no such mark-up exists, a comparison can be made between selected purchase
invoices and the physical count sheets. Freight costs vary significantly depending
upon vendor location.

Review the delivery documents. These include shipping documents and bills of
lading, packing lists describing the number of units and shipping weight, and
ddivery dipsindicating the date of delivery. Receiving documents will contain
data regarding the number of and type of units received and the receipt date if it
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has not already been stamped on the related invoice. The manufacturer's
description of the goods received may differ from that shown on the supplier's
invoice and should be noted for purposes of inventory identification. These
documents are usually associated with the related purchase invoice.

. Imported Goods

Obtain the back-up documentation behind a specific Letter of Credit (Custom
Statements, Brokerage Statements, Duty Statements, etc.). Make an analytical
comparison with the count sheets for any imported goods. Because of fluctuations
in currency rates, the various costs may change but an average percentage mark-up
for each container can be computed and applied to the imported goods inventory.
The recomputed costs can then be compared with inventory records.

. Inventory Write-Downs

Write-downs of inventory may be found anywhere ranging from the detailed
inventory records to the accountant's trial balances. Therefore the auditor should
be aware of the following:

a. Obtain and review the inventory summaries which contain the totals for raw
materials, work-in-process and finished goods. Many times a write down
shows up as asingle entry at the bottom of the inventory category as a
percentage or dollar reduction.

b. Beaware of selected categories of inventory items. For example, finished
goods may be categorized by location in the plant of the manufacturer or in a
separate warehouse. The goods at the warehouse may be hard to sell items
whose value has been decreased.

c. On the detailed inventory records which show the counts, prices and extension,
be aware of prices having been crossed out and replaced with lower values.
Check goods valued at even prices and those appearing to be significantly
lower than other similar items.

Example 7

A newer line of sofasisvalued at $173.78 per item. Another line may be
valued at $100 or lower. This may indicate awrite down wastakenin a

previous year.

d. If the taxpayer has kept old price lists related to the year of audit, request these
lists. Although they will probably be the wholesale or retail prices and not
cost, they may provide a comparison of relative value if the taxpayer uses
consistent mark-ups.
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e. If thetaxpayer has a showroom, determine if these items have been included in
the inventory count or valued at significantly lower amounts than normal.

f. Manufacturers may have physical counts of goods with zero values. Question
the reasoning behind these values.

4. Cash Basis Taxpayer With No Ending Inventory
Gross Profit Mark-up Method -- The following example shows a change in

accounting method from cash to accrual where no ending inventory records were
kept. By following this, the examiner can determine a reasonable ending inventory

for the taxpayer.

Sales per return $931,406
Add: Accounts Receivables 54,010

Equals. Sales per exam $985,416
Multiplied: Cost (100% -20% *) 80%
Equals. Cost of Sales $788,333
Purchases per return $879,056
Add: Accounts Payables 47,179

Equals. Goods Available for Sale $926,235
Cost of Purchases $926,235
Less: Cost of Sales 788,333
Equas: Ending Inventory $137,902

*Use the gross profit percentage in the industry.

STANDARD COST VARIANCE TREATMENT

Many of the large companies use standard price costing and perpetual inventory cost
accounting systems. This may confuse some examiners. The key hereisto audit
the valuation and treatment of variances (standard to actual).

Under the standard cost method, engineering analysis and other costing techniques are
used to project the cost of a particular item. These projections are generally made for
both direct and indirect production costs. When using the standard cost method,
variance accounts are used by the taxpayer to record differences between a standard
cost and the actual cost.

The variances can be recorded at the date of purchase, different stages of production,
and when goods are transferred from work)in)process to finished goods or back to
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materials as a sub)assembly. The variance accounts will usually be located in the cost
of sales section of the general ledger. The general ledger will show the entries into the
variance account. Descriptions and detail of the entries are usually located

with the journal vouchers. There are many different variances that can be developed
by acompany. Some of the more common variances are the following:

-- Material variances can be due to the difference between the standard and actual
cost of the part (price variance) or the amount of material actually used (usage
variance).

-- Labor variances can be due to differences in labor costs which are due to number
of hours worked (efficiency variance) or the wage rate paid (rate variance).

-- Overhead variances can be due to the difference between the amount of overhead
applied to production at a predetermined standard rate and the amount of overhead
actualy incurred.

It should be kept in mind that standard costs are often based on estimates, averages
and data collected over a period of time. For this reason, standard costs are often
difficult and time consuming to verify.

However, some audit techniques can be used early in the examination process to
determine if a more in)depth investigation is needed. The following are some audit
techniques that may be helpful to ensure that ending inventory approximates actual
costs:

1. Sample partsin the raw materials ending inventory. Compare their standard cost
to an actual purchase invoice for smilar parts at yearend.

2. Standard direct labor rates for production departments are usually based on the
average wage paid within each department. Verification of the wage rates used to
compute the average wage in a department can be found in the employee payroll
files.

3. Look at yearend for large unfavorable variance account balances. Per Treas. Reg.
section 1.263A)1(F)(3)(i1)(B), ataxpayer must allocate a pro)rata portion of any
overhead variance and any direct production cost variance to ending inventory.
The regulations allow variances to be deducted currently if the following three
conditions are met:

a. Variances are not significant in amount in relation to the taxpayer's total actual
indirect production costs for the year (regulations do not define significant).
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b. The taxpayer must deduct the variance in their financial reports.
c. Both positive and negative variances must be treated consistently.

4. Check to see how often the standard costs are updated. If the taxpayer has revised
the standard costs based on the most current costs, then there may be no need to
alocate any portion to ending inventory. However, large unfavorable entries at
or near yearend should be investigated to determine if they are the result of rework
labor, scrap, or spoilage. 1RC section 263A requires such costs to be capitalized.

The taxpayer must reallocate to ending inventory a pro rata portion of any net
negative or positive overhead variances and any net negative or positive direct
production variances.

Treas. Reg. section 1.263A-1(f)(3)(ii)(B), which provides as follows:

* * * Net positive overhead variance meansthe excess of thetotal
standard indirect costsover total actual indirect costsand net negative
over head variance meansthe excess of total actual indirect costs over total
standard indirect costs. The proper use of a standard cost method requires
that ataxpayer must reallocate to property a pro rata portion of any net
negative or net positive overhead variances and any net negative or net
positive direct cost variances. The taxpayer must apportion such variances
to or among the property to which the costs are allocable. However, if such
variances ar e not significant in amount relative to the taxpayer'stotal
indirect costsincurred with respect to production and resale activities for
the year, such variances need not be allocated to proper produced or
property acquired for resaleunlesssuch allocation ismadein thetaxpayer's
financial reports. A taxpayer must treat both positive and negative
variances consistently.

The ratio is computed as follows:
Tota Direct and Indirect Variances

2)))3)3))3)3)33)3)3))3)3)3)))))))))))
Tota Actual Indirect Costs

Following are three examples (Examples 8, 9, 10) of standard cost variances:
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Example 8

Determining the Significance of a Variance

Standard Actual
Costs Costs Variance
Direct Materials 10,000,000 12,000,000 2,000,000
Direct Labor 14,000,000 10,000,000 (4,000,000)
Overhead 42,000,000 45,000,000 3,000,000
Total 66,000,000 67,000,000 1,000,000

Significance Ratio:
2,000,000 + (4,000,000) + 3,000,000

2333113333311333333333300)0)39F9)
45,000,000

Example9

Calculating a Standard Labor Cost Variance

The following example was based on these factors:

a.  Management's determination of the hours required at reasonable efficiency to manufacture a widget
b. Theaverage hourly rate for the skills required

c. Standardsfor direct materials are based on the normal price for materials and the normal quantities
consumed in producing the product.

Standard direct labor cost assigned per widget:
1/120 hour x $3.60 per hr. = $.03 per widget

During the year 10,000,000 widgets were produced.
Standard direct labor cost of total widgets produced:
10,000,000 X 1/120 hour x $3.60 per hr. = $300,000
or

10,000,000 X $.03 per widget = $300,000

Actual direct labor cost of total widgets produced:
10,000,000 x 1/100 hour x $4.00 per hr. = $400,000
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Standard direct labor = $300,000
Actual direct |abor = $400.000
Direct labor cost variance = $100,000

Example 10

Standard Cost Compr ehensive Example

When unit standard cost rates have been developed for a product, the product may be priced and the
inventory valued based on these standard costs rather than actual costs.

Standard Cost per Unit of Product A:

Direct Materias- 3 1bs. @ $1.00/Ib. = $3.00
Direct Labor - 10 Minutes @ $3.00/hr. = _.50
Total Standard Direct Cost 3.50
Variable Overhead - 10 Minutes @ $2.40/hr. = 40
Fixed Overhead - 10 Minutes @ $2.10/hr. = .35
Total Standard Cost per Unit $4.25

Unitsin Ending Inventory = 10,000
Units Produced = 100,000
Ending Inventory Valued at Standard

(10,000 @ 4.25) = $42,500
Actual Costs:
Direct Materials = $410,000
Direct Labor = 70,000

Total Actual Direct Cost = $480,000
Total Standard Direct Cost
(100,000 units at $3.50/unit) = $350,000
Direct Cost Variance = $130,000
Variable Overhead = $35,000
Fixed Overhead = $30.000
Total Actual Overhead Cost = $65,000
Total Standard Overhead Cost

(100,000 units @ $.75/unit) = $75,000
Overhead Cost Variance = $(10,000)

Ending Inventory:
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10,000 units @ $4.25 Standard

Cost per Unit = $42,500
Allocation of Direct Cost Varianceto
Ending Inventory
(10,000/100,000 units x (130,000)) = 13,000
Allocation of Overhead Cost Varianceto
Ending Inventory
(10,000/100,000 units x (10,000)) = (1,000)
Ending Inventory Value = $54,500

OTHER CONSIDERATIONS

Practical Capacity

Fixed indirect costs can be allocated based on the practical capacity method. IRC
section 263A repealed the practical capacity method of allocating fixed indirect costs.
However if the taxpayer wishes to adopt the practical capacity method and was
already using it at the time the full absorption regulations were adopted, there is no
special election to follow. If taxpayers seek to change to the practical capacity
method, the National Office conditions the consent only if the taxpayer uses the same
method for financia reporting purposes.

| dle Capacity

Treas. Reg. section 1.263A deals with idle capacity. If an asset istemporarily idle, the
only costs that are excludable from inventoriable costs are depreciation and rent on
leased equipment. Idle capacity does not mean:

1. The equipment that is being used at a lower rate than when the equipment is fully
utilized.

2. Equipment that is en route to ajob site.
3. Equipment that is used only during certain shifts.
The entire asset must beidle for afinite period, that is, 2 weeks.

LIFO Inventory Valuation

A complete explanation of LIFO methods would involve an entire manual. Itis
suggested if aLIFO method is encountered, obtain IRS training guides (Training guide
3127-001, LIFO Method of Inventory Vauation, Rev. 12-87) or other supplemental
manuals. A few steps might be performed while researching the issue:
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1. Taxpayer Must Make a Proper Election

Whenever the taxpayer utilizes the LIFO method per IRC section 472, a proper
election must be attached to the return for the year the LIFO method is first
elected. The application may be made on the Form 970 or on a separate schedule
prepared by the taxpayer which provides the necessary details required on Form
970.

Therefore, if the taxpayer is on the LIFO method, request the original election
form for review. Thisform should state which particular method will be used
(Unit vs. Dollar-Value), whether different pools will be used and the specific
method for computation of the dollar-value indexes (Double extension, producer
price index, etc.).

For the taxpayer to use the LIFO method, the taxpayer must establish no method
other than L1FO has been used in his or her report or statement of income, profit,
or loss to shareholders, partners, other proprietors, beneficiaries, or for credit
purposes.

During certain unfavorable economic conditions, the taxpayer may seek
termination of the LIFO method using this violation. Review the financial
statements for the inventory method utilized and make a determination whether
any violation of the financial statement requirement was made intentionally.

If acertified audit has been performed, obtain a copy of the balance sheet and
footnotes to determine what inventory method was used for financial statement
presentation.

Long-Term Contracts

Treas. Reg. section 1.451-3(b)(1)(ii) provides that a manufacturing contract is a
long-term contract only if such contract involves the manufacture of:

1. Uniqueitems of atype which are not normally included in ataxpayer's finished
goods inventory.

or

2. Itemswhich normally require more than 12 calendar months to complete
regardless of the duration of the actual contract.

Long-term contracts are covered by IRC section 460 and a discussion of theseitemsis

beyond the scope of this guide. The examiner will need to thoroughly research this
issue when discovered during an examination.
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10.

11.

Exhibit 6-1 (1 of 2)

INVENTORY INTERVIEW
Does the taxpayer use the accrual method of accounting?
If not, explain.

Has there been a change in the way the inventories are valued?
If yes, was it done with the Commissioner's approval ?

Does the method of valuing inventory conform to the best accounting practice in
the industry and clearly reflect income as required by Treas. Reg. section 1.471-1?

If not, explain.

Does the beginning inventory shown on the return under examination agree with
the ending inventory shown on the prior year return?

Does it agree with the book income at the end of the prior tax year?

If not, explain.

Does the ending inventory shown on the return under examination agree with the
generd ledger?

Is acopy of the inventory count sheets available?
If yes, check prices, extensions, etc.

Are there any unusual debits/credits to the inventory accounts?
If yes, explain.

Are there any unusual debits/creditsto the cost of sales?
If yes, explain.

Check for gross profit percentage variations.

Has a certified audit been performed?
If yes, secure a copy and note any statements regarding inventory.

Does the taxpayer reflect al direct and indirect costs in inventory?
If not, explain.
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12.

13.

14.

15.

16.

17.

18.

19.

20.

Exhibit 6-1 (2 of 2)

Were yearend purchases included in ending inventory?

Does the taxpayer recognize cash discounts as (a) income or (b) reductions in
cost?

Does the taxpayer make persona withdrawals of inventory?
If s0, how isit handled?

Does the taxpayer ship merchandise on consignment?
If so, how isit handled for inventory purposes?

Has the taxpayer received any merchandise on consignment?
If title has passed, it should be in inventory.

Has any inventory been written down?

Secure list of write downsto see if the taxpayer complied with Treas. Reg. section
1.471-2.

Has the taxpayer "sold" inventory to another company in a transaction that could
be characterized as a financing arrangement?

See Rev. Rul. 83-59, C.B. 1983-1, 103.

Has the taxpayer included IRC section 263A costs in inventory?

As amanufacturer, has the taxpayer complied with Treas. Reg. section 1.471-117?

6-38



Exhibit 6-2 (1 of 3)

COST OF SALESAUDIT PLAN

The purposeisto:

1.

2.

3.

4.

Procedures:

1.

Identify costs associated with production.
Verify amounts.
Consider timing and consistency in method of accounting for these costs.

Determine whether the appropriate costs are properly matched to sales per IRC
section 471 and IRC section 263A.

Reconcile the genera ledger to the Form 1120 Schedule A (through accountant's
grouping worksheet).

Prepare a workpaper comparing cost of sales detail for at least three consecutive
years and note the following:

a. Changesin dollar amounts from year to year
b. Direction of dollar amount changes
c. Typesof costslisted. Are accounts consistent from year to year?

Arethere any unusual types of accounts? Are the appropriate types of costs
listed? The absence of atypical account category may be an indicator that
audit expansion is warranted, that is, no "Other Costs' listed, no UNICAP
costs included.

Perform ratio analysis.

Three year comparative)

- Gross profit percent

- Inventory turnover rate

- Number of days supply in inventory
- O/H absorption rates

- UNICAP absorption rates

- Direct materials

- Direct labor

- Other costs
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Exhibit 6-2 (2 of 3)

- Inventory pattern
- Percent of WIP and finished goods to total inventory.

3. Andyze M)1 adjustments related to inventories to determine if proper. Assessthe
impact of the adjustment to cost of sale asit relates to income (+/)).

Prepare a workpaper comparing inventory related book to return adjustment detall
for multiple years and note the following:

a. Typeof M)1 adjustments

b. UNICAP with related IRC section 481(a) adjustment

c. Inventory Reserves (IRC section 461)

d. Standard Cost Variances (Treas. Reg. section 1.471)11(d)(3)(ii)(a)).

Observe patterns and note material changes (direction of an amount change,
account change, material amount changes, account relationships).

| solate and reconcile IRC section 263A, UNICAP, and the associated | RC section
481(a) adjustment to the amount(s) presented on the tax return.

Be sure a good understanding is achieved regarding ALL M)1 adjustments.
Analyze the rationale underlying a difference in book and tax and the effect that
any discrepancy may have on tax (noting permanent versus timing differences).

4. Breakout other costs summary (workpaper provided by tp) by department, if
necessary. Determine whether substantive tests are to be performed.

5. Secure and inspect physical inventory count documents for beginning and ending
of year. A summary workpaper is okay if the individual count documents are not
available.

6. Verify adequacy of internal control procedures over inventories.

7. Flowchart the production process from afunctional versus recordkeeping
standpoint.
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10.

11.

12.

13.

14.

Exhibit 6-2 (3 of 3)

Secure and inspect workpapers allocating overhead (other costs) to WIP and
finished goods.

Identify direct labor personnel.

|dentify the character of raw material/purchases.

Secure and inspect workpapers identifying UNICAP costs, identifying and
allocating mixed service costs, and allocating (burdening) these costs to
inventories.

Ascertain consistency in accounting treatment with respect to inventory valuation
(GAAP and UNICAP). Multiple year UNICAP verification (to include IRC
section 481(a) computation).

If applicable, analyze the standard costing system for valuation of standards
utilized and variance treatment.

If technical clarification is necessary, interview appropriate person (program
manager, production manager).
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Exhibit 6-3 (1 of 9)

TP:

AUDIT ITEM: INVENTORY DATE:

FILE NAME: 5101.WPF INITIAL:
YEAR: W/P REF YEAR: W/P REF YEAR: W/P REF
PIR:
PIE:
ADJ: —======== —========= —========
SUMMARY OF ADJUSTMENT: (SEE W/P: )

These techniques are not intended to be al-inclusive nor are they mandatory steps to be followed.
Judgment should be used in selecting the techniques that apply to each taxpayer.

AUDIT PROCEDURES /P REF
1. Inventory Issue Specialist may be of assistance.
2. Compare inventory balances with prior and subsequent years returns.
3. Check for gross profit percentage variations, investigate material deviations.
4. Determine whether a consistent and acceptable pricing method has been
used (Acceptable methods listed in Treas. Reg. sections 1.471-1
through 1.471-8).

5. Check for unauthorized changes in vauing inventory
(See file name 5500.WPF for changes in accounting method).

6. Anayze obsolete inventory write downs.
a. Determineif there have been write-downs for “excess’

inventory -- refer to Rev. Rul. 80-60 and Thor Power Tool
(439 U.S. 522)(79-1 U.S.T.C)
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Exhibit 6-3 (2 of 9)

INVENTORY TECHNIQUES (CONTINUED) 5101.WPF W/P REF

10.

11.

b. Determineif "obsolete inventory" is retained by taxpayer.
If taxpayer retains "obsolete inventory" question obsolescence.
Parts and supplies kept by the taxpayer for use on inventory
which is no longer in production cannot be written off until
its disposition is complete.

Determine if IRC section 263A applies. (For specific IRC section
263A techniques see file name 5105.WPF).

Determine that inventory costing conforms to Treas. Reg. Sections
1.471-11 (full absorption method) for manufacturing and production
activities.

a. Obtain thelist of expense accounts which taxpayer (TP) has
allocated to YE Inventory. Determineif indirect expenses which
have not been allocated should be.

b. Where astandard cost system is used, review the factors comprising
the standard and analyze the disposition of variances at yearend.

c. Sampleinvoicesonitemsin YE inventory to ensure that cost
includes invoice price less discounts plus all transportation-in cost
plusimport duties. (Treas. Reg. section 1.471-3(b)).

Trace Y E purchases (in-transit and accruals) to a receiving document to
see if they were received after the Y E physical count. If so, ensure that
appropriate adjustments were made to increase Y E Inventory.

Analyze credit memos on items returned after the Y E inventory count and ensure that Y E
inventory isincreased appropriately.

Determine compliance with Treas. Reg. sections 1.472-1 thru 6 for
LIFO inventories (See file name 5104.WPF on LIFO techniques).



12.

13.

14.

15.

16.

Exhibit 6-3 (3 of 9)

INVENTORY TECHNIQUES (CONTINUED) 5101.WPF W/P REF

Determine the meaning and significance of any notes or qualifying
statements on financia reports.

Review AJEs to inventory to ensure that no reserve for anticipated
losses has been deducted.

For TPs using percentage of Completion:

verify that materials and supplies on hand at the job sites are included
in the computation of the completion percentage.

Treas. Reg. section 1.451-3(c).

For TPs using completed contract method:

Determine the correctness of work-in-process at yearend. Treas. Reg.
section 1.451-3 itemizes the indirect cost that must be alocated to
ending work-in-process.

For manufacturers using a standard cost system, review the factors
comprising the standard and the disposition of variances at yearend.
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Exhibit 6-3 (4 of 9)

TP:

AUDIT ITEM: PURCHASES DATE:

FILE NAME: 5102.WPF INITIAL:
YEAR: W/PREF YEAR: W/PREF YEAR: W/P REF
P/R:
P/E:
ADJ: ————————— —————————— —————————
SUMMARY OF ADJUSTMENT: (SEE W/P: )

These techniques are not intended to be al-inclusive nor are they mandatory steps to be followed.
Judgment should be used in selecting the techniques that apply to each taxpayer.

AUDIT PROCEDURES /P_REF

1. See Expense Account techniques -- file name 5260.WPF.

2. Reconcile books to return and analyze yearend AJES
to ensure their correctness.

3. Determine the correctness of large and unusual AJEsto
purchases throughout the year.

4. Scan purchase account for unusual vendors, vouch
theseto invoice. (Example: debitsto COS with
cash or SH listed as the vendor.)

5. On asample basis, scan the endorsements on the back
of the canceled checks. Look for potential persona expense
and diverted income.

6. Test check purchases at yearend by tracking purchase to asales
date in the current year or to yearend inventory.

7. Anayze credit memos on items returned after inventory count
and ensure that ending inventory isincreased appropriately.
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Exhibit 6-3 (5 of 9)

I\ILDJ.DIT ITEM: COSLABOR DATE:

FILE NAME: 5106.WPF INITIAL:
YEAR: W/PREF YEAR: W/PREF YEAR: W/P REF
P/R:
P/E:
ADJ: ========= ========== =========
SUMMARY OF ADJUSTMENT: (SEE W/P: )

These techniques are not intended to be al-inclusive nor are they mandatory steps to be followed.
Judgment should be used in selecting the techniques that apply to each taxpayer.

AU

1.

DIT PROCEDURES /P_REF

Determine if the TP is correctly classifying independent
contractors for possible employment tax issues by applying
the Common Law Factors to the facts of the case.

Verify that appropriate information returns are filed (that is,
Forms 1099, W-2).

On payments of large amounts to questionable payees, pull up
RTVUE to verify the amounts were reported.

Question the taxpayer about self-constructed assets and internal
repair policies. Make sure that the labor expense is properly
classified: current expense versus capital expense.

Verify that related parties are dealing at arms length and that
payments are actually made.

Make sure the payments are properly attributable to your tax year,
that is, that they don't belong in ending inventory.
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Exhibit 6-3 (6 of 9)

I\ILDJ:DIT ITEM: COSOTHER EXPENSE DATE:

FILE NAME: 5103.WPF INITIAL:
YEAR: W/PREF YEAR: W/PREF YEAR: W/P REF
P/R:
P/E:
ADJ: ========= ========== =========
SUMMARY OF ADJUSTMENT: (SEE W/P: )

These techniques are not intended to be al-inclusive nor are they mandatory steps to be followed.
Judgment should be used in selecting the techniques that apply to each taxpayer.

AUDIT PROCEDURES /P_REF

1. Analyzethe TPslist of expense accountsin Cost of Goods
Sold. Look for direct and indirect expenses which should be
included but are not. (That is, freight-in should be included
unless freight-in isincluded in cost valuation.)

2. IRC section 263A expenses which should be capitalized to
yearend inventory may be found here -- see file name 5105.WPF.

3. See General Expense guidelines -- file name 5260.WPF
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Exhibit 6-3 (7 of 9)

I\ILDJ.DIT ITEM: IRC 263A DATE:
FILE NAME: 5105.WPF INITIAL:
YEAR: W/P REF YEAR: W/PREF YEAR: W/PREF
P/R:
P/E:
ADJ: ========= ========== =========
SUMMARY OF ADJUSTMENT: (SEE W/P: )

These techniques are not intended to be al-inclusive nor are they mandatory steps to be followed.
Judgment should be used in selecting the techniques that apply to each taxpayer.

AUDIT PROCEDURES W/P REF

1. Determineif the provisions of IRC section 263A apply to TP.
In genera appliesto (a) al manufacturersand (b) al TP's
involved in resale with gross receipts of more than $10,000,000.

2. If the TP isamanufacturer and no full absorption nor IRC section
263A indicated on the return, interview TP to determine
composition of ending inventory (El) -- raw materials, WIP, and
finished goods.

3. If TP hasEl of raw materials only, alocate only purchasing costs,
depreciation and/or rent on storage, and utilities on storage.
Allocate to El by applying aratio to the total allocation amount.
The ratio is determined by dividing average inventory by total
purchases. Be aware that unless this ratio or the amount to be
alocated isrdatively high, the adjustment will be minimal.
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Exhibit 6-3 (8 of 9)

IRC 263A AUDIT PROCEDURES  5105.WPF W/P REF

4.

If the TP's EI does not consist of only raw materials and the TP

has not used full absorption (called for under Treas. Reg. section
1.471-11), then the EI must first be computed using the IRC section
471 rules. TP can use any reasonable method (EI/CGS x Indirect
costs). Next the IRC section 263A amount above the IRC section
471 adjustment must be determined. The Simplified Production
method must be used to allocate costs to El unlessthe TP can

show that a specific allocation is better. This method is as follows:

TPstotal add'l IRC section 263A

costs incurred during taxableyear =  Absorption Ratio
TPstotal IRC section 471 costs

incurred during the taxable year

Absorption Ratio x  Total IRC section 471 costs Total add'l
in ending inventory that were = Costsin El
incurred during the year

If the manufacturer is already on full absorption, review the

IRC section 263A computation by obtaining the TP's computation
with alist of items classified as IRC section 263A expense.
Compare the list with the attachment. If any costs are missing,
plug these into the TP's formula.

Ensure that TP has included a percent of officer's wages for time devoted
to production (supervising and purchasing duties). Ensure that TP has
included labor cost for employees involved in purchasing and fringe
benefits on allocable labor cost.

IRC section 263A does not apply to personal property described in IRC
section 1221(1) acquired for resale by areseller whose average annual gross
receipts for the 3 previous taxable years do not exceed $10,000,000 (small
reseller). Treas. Reg. 1.263A-3(a)(1).

Determineif the TP has any IRC section 263A costs -- limited
list of items that must be allocated.
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Exhibit 6-3 (9 of 9)

IRC 263A AUDIT PROCEDURES  5105.WPF W/P REF

9.

10.

The regulations provide two smplified resale methods: simplified
resale method without historic absorption ratio election and

simplified resale method with historic absorption ratio election.

See Treas. Reg. sections 1.263A-3(d)(3), (4). Under the simplified
resale method without historic absorption ratio election, additional
IRC section 263A costs alocable to eligible property on hand at the
end of the year are computed by multiplying the "combined absorption
ratio" by IRC section 471 costs on hand at yearend. See Treas. Reg.
section 1.263A-3(d)(3)(1)(A).

Consider IRC section 263A(f) which requires the capitalization of
interest costs on debts incurred for the production of "designated
property.” IRC section 263A(f) applies not only to interest on these
debts but aso to interest of the TP not directly traced to production
expenditures. These provisions affect both self-produced property and
property produced for the TP pursuant to a contract. See the proposed
final regulations dated August 9, 1991, addressing interest capitalization.
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Chapter 7

IRC SECTION 263A -- UNIFORM CAPITALIZATION

INTRODUCTION

A few words of caution: The general discussion that follows should not be
considered a substitute for a thorough reading of IRC section 263A and the related
regulations.

|IRC SECTION 263A - UNIFORM CAPITALIZATION

Taxpayers subject to IRC section 263A must capitalize al direct costs and certain
indirect costs properly allocable to (1) real and tangible personal property produced by
the taxpayer and (2) real and personal property described in IRC section 1221(1),
which is acquired by the taxpayer for resale.

Despite the fact this specific regulation has been in effect for some time, it has proven
to be one of the primary issues involving inventory. Either taxpayers choose to ignore
the regulations entirely or they assume any overhead alocation previoudy made is
sufficient to satisfy the requirements.

This section covers the basics of IRC section 263A allocations and provides basic
formulas available to either compute an allocation or to test the reasonableness of the
taxpayer's method. 1n addition, IRC section 263A(f) provides rules for the
capitalization of interest costs for the production of certain property. In the majority
of cases, a manufacturer will fall under IRC section 263A. Certain exceptions
involving long term contracts and goods for resale may apply. If this occurs, further
research may be required.

Extract
Treas. Reg. section 1.263A-1(a)(3)

"* * * Taxpayers subject to section 263A must capitalize all direct costs
and certain indirect costs properly alocable to--

(A) Real property and tangible personal property produced by the
taxpayer; and * * * "
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The term "produce,” per Treas. Reg. section 1.263A-2(a)(1), includes the following:
construct, build, install, manufacture, develop, improve, create, raise, or grow.

The costs that must be capitalized in the ending inventory include:

All Direct Costs

Thisincludes direct material costs and direct labor costs. Direct material costs are
defined as those which become an integral part of the subject matter and the cost of
those materials consumed in the ordinary course of the activity. Direct labor costs
include the cost of labor which can be identified or associated with a particular
activity. The primary direct labor costs include items such as basic compensation,
overtime pay, vacation and holiday pay, sick leave, and employment taxes.

All Indirect Costs Associated with Production

Indirect costs are defined as those costs other than direct costs which directly benefit
or are incurred by reason of the performance of a production or resale activity. Itis
important to note that certain indirect costs are still associated 100 percent with
production such as a production supervisor's wages, employment taxes, and fringe
benefits related to production. Other indirect costs such as computer costs used to
generate both purchases and salesjournals are only partly associated with production
and must be allocated either using the 90 percent de minimus rule, the simplified
methods as provided by the regulations or by another reasonable method allowed the
taxpayer.

Examples of indirect costs required to be capitalized

Indirect labor costs

Officers compensation

Pension and other related costs
Employee benefit expenses
Indirect material costs
Purchasing costs

Handling costs

Storage costs

Cost recovery allowances on equipment, including depreciation and amortization
10. Depletion

11. Rent

12. Taxes

13. Insurance

14. Utilities

15. Repairs and maintenance

16. Engineering and design costs

17. Spoilage

CoNOOA~WDN R
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18. Tools and equipment

19. Quality control

20. Bidding costs

21. Licensing and franchise costs
22. Interest

23. Capitalizable service costs

Examples of I ndirect Costs Not Capitalized

Selling and distribution costs

Research and experimental expenditures
IRC section 179 costs

IRC section 165 costs

Cost recovery alowances on temporarily idle equipment and facilities
Taxes assessed on the basis of income
Strike expenses

Warranty and product liability costs
On-site storage costs

Unsuccessful bidding expenses
Deductible service costs.

WCoNOOA~WDN R

e
= o

See Exhibit 7-1 at the end of the chapter for a summary of the treatment of costs
under |RC section 263A.

Audit Techniques

In an income tax audit, the focus of an IRC section 263A inquiry is whether taxpayer
allocated the proper amount of Indirect Production Costs to the ending inventory.

Understand How Ending I nventory is Valued

During the course of an initial interview, you will ask the taxpayer and the
representative the question -- Are IRC section 263A costs alocated to the ending
inventory? The representative will answer with an authoritative "of course” and point
to the tax return to show you they have segregated the IRC section 263A costs in the
Schedule A of the Cost of Sales section.
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Many times the Schedule A will show the following:

Schedule A Cost of Goods Sold and/or Operations

Inventory at beginning of year 150,000
Purchases 1,200,000
Cost of Labor 750,000
Additional section 263A costs 60,000
Other costs (Statement 5) 65,500
Tota - Add lines 1 through 4 2,225,500
Inventory at end of year 175,000
Cost of goods sold and/or

operations 2,050,500

444444444
Statement 5 - Other Costs

Pension Services 10,000
Accounting and Legal 15,000
Automotive Expenses 7,500
Office Supplies & Expenses 20,000
Officer's Expenses 15,000
Telephone 8,000
Various Other Expenses 50,000

Less: Amount of Other Costs
included in cost of sdlesas

IRC section 263A Costs (60,000)
Total Other Deductions 65,500
44444444

This schedule shows nothing as far as what costs have been allocated to ENDING
INVENTORY. The IRC section 263A computation should identify all categories of
additional costs that are inventoried via the yearend computation, as well as the
calculations to arrive at the amount added to the ending inventory.

The only way to determine whether an allocation has been made is to understand how
the taxpayer has costed the ending inventory. The common audit inquiries for this
issue are:

1. Areadl production/inventory cost categories considered?

2. Arethe production/inventory costs categorized correct?

3. Arethe percentages used for the mixed service costs reasonable?
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Therefore, reguest the following records.

1. Inventory records for work-in-process and finished goods. Sometimes, the
overhead allocation is made right on the summary sheets as a straight percentage
computation.

2. Any cost sheets the taxpayer may have which break down the cost allocation into
materials, labor, overhead, etc.

3. The accountant's inventory workpapers showing any IRC section 263A
computations made.

Computing the IRC section 263A Allocation

After determining the total amount of additional IRC section 263A costs, a
manufacturer must allocate these costs between cost of goods sold and its ending
inventory. A manufacturer can allocate the additional IRC section 263A costs by
using a facts and circumstances method, such as burden rate, or the simplified
production method, which is provided by the regulations.

Many manufacturers may divide their general ledger accounts into broad categories
such as production, design, sdlling, or administrative. These classifications should not
be the sole means of identifying accounts with production/inventory related costs. For
example, the taxpayer may list Rent Expense and Security Expense as administrative,
but a significant portion may benefit the production and inventory activities. In other
words, you should not rely solely on the taxpayer's general ledger or trial balance
groupings.

Treas. Reg. section 1.263A-2(b) provides a simplified method of accounting for
production costs. It can be used to determine whether the taxpayer's method is
reasonable or it can be used if no allocation was made at all. This method may be used
in conjunction with the smplified method for alocating mixed service costs as
provided by Treas. Reg. section 1.263A-1(h).

Before the simplified methods can be applied, some preliminary steps must be
performed. These steps are:

1. Identify the types of production costs (both direct and indirect) that must be
inventoried.

2. Determine the costs previoudy allocated to ending inventory. These are termed as
"Section 471" costsin the regulations. A taxpayer's IRC section 471 costs are the
costs, other than interest, capitalized under the taxpayer's method of accounting
immediately prior to the effective date of IRC section 263A. Thus, athough IRC
section 471 applies only to inventories, section 471 costs include any

7-5



noninventory costs, other than interest, capitalized or included in acquisition or
production costs under the taxpayer's method of accounting immediately prior to
the effective date of IRC section 263A. Thiswill usualy include at least the direct
materials and direct labor and possibly an additional overhead alocation. In many
casesit issimpler to readjust the taxpayer's ending inventory figures to include just
the direct materials and direct labor amounts. Thiswill be demonstrated |ater.

3. Then segregate all costs into the following categories:
a. Direct Production
b. Indirect Production

c. Indirect Mixed Service Costs -- These are costs which benefit both
production/inventory activities and "excluded" activities. Examples are
pension costs that cover employees from all departments of the company,
accounting department costs, insurance for the entire plant facility, officers
salaries that were not previously segregated by function.

d. Nonrelated Production (sales related, administrative related to overall policy
making, etc.)

e. Interest expense and income taxes (Federal/State/Local).

4. Allocate the remaining costs between production and nonproduction activities.
This step isolates the total indirect production costs. A portion of thistotal will be
allocated to ending inventory.

5. Determine what portion of total indirect production costsis allocable to ending
inventory.

In segregating the costs, determine whether the de minimus rule per Treas. Reg.
section 1.263A-1(g)(4)(ii) isapplicable. Thisruleisused in conjunction with the
mixed service cost formula and is used to determine whether a cost should be treated
solely as a production or a nonproduction cost. The general rule states,

"* * * if 90 percent or more of a mixed service department's
costs are capitalizable service costs, a taxpayer must allocate 100
percent of the department's costs to the production or resale activity
benefited.”

For example, if it is determined a company's shipping department activities are broken
into 90 percent shipping duties and 10 percent receiving duties (incoming purchases),
then the entire cost of the shipping costs (wages) should be segregated to the
non-production category.
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Any other service cost which does not meet the de minimus rule should be placed in
the mixed service cost category for future allocation.

If the taxpayer uses accounting methods which are different for book purposes than
tax, use the costs generated by the tax method. For example, if the taxpayer uses the
straight line method of depreciation for book and MACRS for the tax return, the costs
computed under MACRS should be used.

Also, any costs excluded from deduction due to statutory limitations (20 percent
entertainment rule, charitable deductions, etc.) will be excluded from the
computations.

If adjustments are proposed to expense accounts, then the corrected numbers should
be used. Therefore, if an adjustment is made to repairs and maintenance for
capitalization of production equipment, the adjusted repairs and maintenance amount
should be used along with the adjusted depreciation expense amount which will
include the reclassified equipment.

Allocation of Mixed Service Costs

Determine what percentage of the mixed service costs are required IRC section 263A
costs. This may be accomplished using the Simplified Service Cost Method per Tress.
Reg. section 1.263A-1(h). Once the costs have been segregated, it is arelatively
simple allocation formula because it uses the taxpayer's own cost numbers as the basis.
The formulais asfollows:

Total IRC section 263A Portion of mixed
Production Costs Total service costs
Tota for the year * alocableto
Mixed Servicex ))3))))3))))))))1))))) production
Costs Totd of All Costs
fortheyear @

Footnotes:

* = Amount excludes mixed service costs and interest. Includes the direct production and indirect
production costs listed previoudly.

@= Amount includes all costs (production and non-production) except those categorized by the
examiner as mixed service costs, interest and Federal/State/L ocal income taxes.



Computation of Absorption Ratio

Y ou may then proceed with the allocation of the indirect production costs and
production related mixed service costs. This can be accomplished through the
Simplified Production Method as stated in Treas. Reg. section 1.263A-2(b)(3)(ii).
The formulais similar to the mixed service cost method in that it relies upon the
taxpayer's own numbers for the allocation method.

The absorption ratio is computed as follows:

Additiona IRC section 263A Costs

incurred during the taxable year #

IRC section 471 costs incurred = absorption ratio
during the taxable year

Footnote:
# = Amount includes mixed service costs allocable to production plus
alocated indirect production costs.

Computation of the IRC section 263A Amount Allocableto Ending | nventory

Next compute the additional IRC section 263A costs alocable to ending inventory of
property produced and other igible property on hand at the end of the taxable year
(Treas. Reg. section 1.263A-2(b)(3)(i)(A)):

Absorption  x IRC section 471 = IRC section 263A
Ratio costs in ending costs to add to ending
inventory inventory

The regulations define the IRC section 471 Costs as those which were included in
inventory under the taxpayer's method of accounting immediately prior to the effective
date of the section.

If the taxpayer has only included direct materials and direct labor in their ending
inventory computation, this does not present a problem. The denominator simply
becomes al the direct material and direct labor costs after adjustments.

However, in many of the cases examined, a percentage such as 10 percent of the direct
material and/or direct labor, was added as an "overhead burden” factor. The question
then raised is which additional costs should be included in the denominator of the
formula.
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In this situation, the choice made was to smply eliminate the overhead factor and
assume al inventory (IRC section 471) costs were ssmply direct materials and direct
labor. This had the result of computing an absorption ratio which was theoretically
too high. The ratio was compensated for by reducing the final adjustment by the
overhead percentage factor.

Example 1

263A Costs: $ 300,000

Ending Inventory:

WIP 50,000 (Material/labor)
FIG 100,000 (Material/labor)
Overhead 10,000 (10% of F/G)
Total Ending Inventory 160,000

4444444

Total Section 471 costs for the entire year:

Materias 2,000,000

Labor 1,000,000

Tota 471 Costs 3,000,000
444444444

Simplified Production Method:
263A costs: 300,000 = 10% (absorption ratio)
471 costs: 3,000,000

IRC section 263A Cost added to ending inventory:

WIP/Finished Goods: 150,000 x 10% = 15,000

Less overhead already included: (10,000)

Final Proposed addition 5,000
44444444

One word of caution. In using the procedures prescribed by the regulations (smplified
service method and production method), the bottom line percentage used to allocate
IRC section 263A costs gets filtered and manipulated through a sequence of
computations.

It is highly recommended that |aptop computers with a spreadsheet program(s) be
used to shorten computation time. By being able to recompute an IRC section 263A
allocation percentage at a moments notice, you can determine whether it would be
necessary to argue that 60 percent rather than 40 percent of an officer's salary should
be allocated as an indirect cost.
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Application of Simplified Production/Service Cost M ethods Example

Following is an example of applying the smplified production cost method:

See Exhibit 7-2 for a copy of the tax return and supporting schedule used in this
example.

Example 2

The return and supporting schedules were examined and the examiner has established the following:

1

2

The amounts reported on this return were determined to be correctly stated.

The examiner has applied the de minimis rule under Treas. Reg. section 1.263A-1(g)(4)(ii)) to
all applicable expenses when inputting the percentages.

The taxpayer'sfinal inventory consists of finished goods and work-in-process in the following
amounts:

Finished Goods 198,000

Work-in-process 60,679

Total ending inventory 258,679
4444444

The examiner has determined the IRC section 471 costs consist of only direct materials, direct
wages and certain indirect production costs which have been accepted as correct.

The following indirect production costs have been determined to have been included, at the
applicable percentages listed on the tax return supporting schedules (Exhibit 7-2), in the ending
inventory as IRC section 471 costs:

Insurance - Workers Compensation
Indirect Labor

Payroll Taxes - Production Related
Rent

Repairs/Maintenance

Shop Supplies

Taxes - Personal Property
Utilities - Production Related
Depreciation - Sch A

Equipment Rental.

T T@ oo o

The examiner has determined the simplified production and simplified mixed service cost
methods will be used for the IRC section 263A alocation.

Note that other alocation formulas are available in the regulations if those formulas reasonably
allocate the indirect costs.

The first step isto segregate the tax return costs into:

1

2

Production costs aready allocated into inventory (471 Costs")

Direct and indirect production costs not alocated to ending inventory

7-10



3. Mixed service costs (MSC)
4. Non-production costs
5. Excluded items such as interest, income taxes, etc.

The breakdown of the costsis asfollows:

Total Prod. MSC Prod. Other
1. Direct Material 576,183 576,183*
2. Direct Labor 672,985 672,985*
3. Freight-in/Shipping 8,537 8,537*
Direct Production Costs 1,257,705 1,257,705* 0 0 0
4. Insurance - Workers Comp 83,210 83,210*
5. Indirect Labor (O/S) 113,968  113,968*
6. Payroll Taxes 157,408  111,760* 45,648
7. Rent 186,000  186,000*
8. Repairs/Maintenance 21,951 21,951*
9. Shop Supplies 15,678 15,678*
10. Utilities 37,619 37,619*
11. Depreciation - Sch. A 26,912 26,912*
12. Equipment Rental 61,391 61,391*
Indirect Production Costs 704,137  658,489* 45648 O 0

(continued on next page)
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13. Officer Compensation
14. Salaries

15. Bad Debts

16. Taxes (Not incl FIT/SIT)
17. Depreciation

18. Advertising

19. Accounting

20. Auto

21. Bank Service Charges
22. Commissions

23. Delivery

24. Enter (After 20

25. Insurance

26. Lega & Professiona
27. Miscellaneous

28. Office Supplies

29. Telephone

30. Trade Shows

31. Travel

32. Utilities

33. Interest Expense

34. State Income Taxes
35. Federal Income Taxes

Tota

MSC Prod. _Other

196,000
81,397
12,333

3451
11,534
15,732

8,482
24,318

1,396

145,978

8,996

19,718
15,881
1,278
20,061
27,856
23,313
13,602
1,318
43,512
7,500
13,992

5,571+ 13,928

98,000+ 68,600 29,400

12,333

8,025

2,958

8,357

43,512
7,500
13,992

G&A Costs

713,009

125,617+ 242,941 279,447 65,004

I2333131))3)3)313))31313)) DII)))I))))))
Total Costs: 2,674,851

444444444 444444444 A4444444444444 4444444

Footnotes:

2,041,811 288,589 279,447 65,004

* = Section 471 costs (Previously allocated to inventory) = $1,916,194

+ = Production related costs not in ending inventory

=$ 125,617

The above amountsinclude al adjustments being proposed by the examiner.

1. For PRODUCTION RELATED COSTS, segregate al direct and indirect costs already
included in inventory (Section 471 Costs) and those not included in inventory (Allocable

263A costs).

Production Costs allocated
into ending inventory:

Production Costs not allocated

into ending inventory:

2. Segregate the remaining costs into those which benefit both production and nonproduction
departments (M1 XED SERVICE COSTS) and those that only benefit the nonproduction
departments. Exclude interest and income taxes from the allocations.

7-12



Mixed Service Costs: 288,589
NonProduction Costs: 279,447

Determine how much of the mixed service costs should be allocated to production. This
may be accomplished in severa ways. The examiner may isolate the administrative costs
and through interviews with the taxpayer, allocate a different percentage based on hours or
salaries related to production versus nonproduction. However, a simple method is through
the use of the Simplified Service cost method as defined previoudly.

Using the above numbers, the ALLOCATED IRC SECTION 263A MIXED SERVICE
COST Sis computed asfollows:

(Production Related)

1,257,705 + 658,489 + 125,617
21))11111111111)))))))))))))) 288,589 = 253,847
2,674,851 - 65,004 - 288,589 (Total Mixed Service Costs)
(Total Expensesless Interest,

Income Taxes and Mixed Service

Costs)

Therefore, 253,847 will be considered production related mixed service costs
or IRC section 263A costs.

The next step isto apply the Simplified Production Method as defined previously and
compute the ABSORPTION RATIO using the computed | RC section 263A costs and the
total IRC section 471 costs as follows:

a.  |IRC section 263A production costs allocation:

Indirect Production Costs

requiring allocation: 125,617
Mixed Service Costs
requiring allocation: 253,847
379,464
4444444

b. Absorption Ratio:

263A Costs: 379,464
1))))))3)19.803
471 Costs: 1,916,194

Computethe IRC SECTION 263A ALLOCATION TO ENDING INVENTORY:

Section 471 Ending Inventory: 258,679

Absorption Ratio: x .19803

Addition to Ending Inventory: 51,226
444444444
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LEADSHEET

SECTION 263A EXERCISE

Based on the previous example, complete the following:

10.

Ending Inventory before 263A adjustment
Section 471 costs
Section 263A costs

Tota Production Costs, excluding Mixed
Service Costs & Interest

Total Operating Costs, exclusive of Mixed
Service Costs, Interest, & Income Costs

Simplified Service Costs
Add' Coststo be capitalized
Absorption Ratio

Section 263A Adjustment

Adjusted Ending Inventory
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|IRC SECTION 263A REGULATIONS: POST 1993

The uniform capitalization rules do not apply to inventories valued at market under the
lower of cost or market method if the market valuation used by the taxpayer generaly
equals the property's fair market value. However, IRC section 263A does not apply in
determining the market value of any inventory where market is determined with
reference to replacement cost or production cost. See IRC section 471-4 and Treas.
Reg. section 1.263A-1(a)(3)(iv).

The final regulations made changes to both goods held for inventory and for resale.
Because the modifications are too numerous to list, afew of the changes or
clarifications relating to manufacturers in genera are highlighted below:

1. Theuniform capitalization rules do not apply to inventories valued at market under
either the market method or the lower of cost or market method if the market
valuation used by the taxpayer generally equals the property's fair market value.
For this purpose, the term "fair market value" means the price at which the
taxpayer sdllsitsinventory to its customers less, if applicable, the direct cost of
disposing of the inventory. However, the uniform capitalization rules do apply in
determining the market value of any inventory for which market is determined with
reference to replacement cost or reproduction cost.

2. IRC section 263A rules will not apply to producers who have total indirect costs
of $200,000 or less and use a simplified production method. Indirect costs:

a. Aredefined asal costs (including additional IRC section 263A costs) other
than direct material and labor.

b. Exclude any category of indirect costs that is not required to be capitalized
such as distribution and selling costs.

c. Includeindirect costs of related parties under the more than 50 percent
common ownership test.

The de minimis rule treats these producers as having no additional IRC section
263A costs for purposes of the ssmplified production method.

3. The new regulations added several additional costs which are not required to be
capitalized. These include IRC section 179 costs (the election to expense certain
depreciable business assets) and warranty and product liability costs.

4. The new regulations now allow the election of a historic absorption ratio rather
than the taxpayer having to recompute aratio year after year. The historic
absorption ratio is used to calculate the additional IRC section 263A costs added
to ending inventory. The taxpayer must:
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a. Have used the simplified production method for 3 or more consecutive years
prior to the year of election

b. Have used an actual absorption ration for its 3 most recent consecutive taxable
years

c. Not be digible for the $200,000 indirect cost de minimisrule.

|IRC SECTION 263A REGULATIONS: POST 1993 FOR SEL F-CONSTRUCTED
ASSETSAND INTEREST CAPITALIZATION

The final regulations made changes to self-constructed assets. Some areas of concern
are if ataxpayer has property produced for them under contract with a third party,
they may be subject to the 263A rules under IRC section 263A(g)(2) asif they had
constructed the asset themselves.

In addition, the taxpayer may be subject to interest capitalization rules under IRC
section 263A(f). If these areas are encountered, research these sections thoroughly.
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EXHIBIT 7-1
UNICAP GUIDELINES
The following listing reviews common costs and the treatment required under UNICAP for costs directly

associated with the production activities. Mixed Service Costs benefit the operation as awhole and must be
allocated between the costs centers to which they apply.

Non Mixed
Description Production Production Service
Cost

5233353533533333333333333333333333333333333333333333333333333333)3)3))))
Direct Labor X

Direct Materias X
Repairs/Maintenance - Production X

Repairs - not production X
Utilities

Rent

Indirect Labor

Material & Supplies

Small Tools & Equipment
Quality Control

Excise Tax (Paid Prior to Sal€)
Income Taxes X
Real Estates Taxes

Payroll Taxes

Depreciation

Amortization

Allocable Administration Costs
Officer's Salary (Production)
Insurance

Pension Plans

Employee Benefits

Bottling & Packaging Labor
Rework labor (scrap, spoilage)
Warehousing

Off-dite Storage

Purchasing Dept

Shipping (Purchases)

Shipping (Sales) X

Marketing & Promotion X
Selling Expenses X

Strikes X

G&A - Directly for Production X

Mixed Service Costs Personnel X
Data Processing X

Accounting X
Security Services X
Management - Overall Policy
Tax Department

Interna Audit

XX X X X X X

XX XX XXX XXXXXXXX

X X X
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o 1120

Departmant of the Treasury
internal Ravenue Service

For calendar year 1996 or tax year baginning
> Instructions are separate. See page 1 for Paperwork Reduction Act Nonce

U.S. Corporation Income Tax Return
, 1996, ending

EXHIBIT 7-2 (1 of 3)

OMB No. 1545-0123
|— e

1996

, 19 ..

A Check il a Use | Name 8 Employer Identification number
! oewaea@wn 1 |s | Balsa Furniture Manufacturing Co., Inc. 32:1234567
2 Personal holding co. label. Number, street, and room or suite no. (If a P.O. box, see page 6 of instructions.) C Date ncorporated
aracn S pr) (] | Other- 2351 Oaktree Avenue July 1, 1972
3 Personal service corp. wise, y 1,
tas defined 0 Temporary | print or | City or town, state, and ZIP code O Total assets (see page 6 of instructions)
wonancions -0 | Y| Los Angeles, CA 90000
E Chack applicable boxes: (1) [ inmaireturn () [ Finat return 3 {J Change of address $ 860,531
1a  ross receipts or sales 2,710,115 | Jb tess retuns and alowancesl | | cBa » | 3¢ [2,710,115
2 Cost of goods sold (Schedule A, ine 8) 2 11,588,396
3 Gross profit. Subtract line 2 from line 1c 3
4 Dividends (Schedule C, line 19) . 4
g1 5 interest 5 15,154
31 6 Grossrents . 6
£1 7 Gross royalties . 7
8  Capital gain net income (anach Schedule D (Fo(m 1120)) 8
9 Net gain or {loss) from Form 4797, Part Il, line 20 (attach Form 4797) 9
10 Other income (see page 7 of instructions—attach schedule) R 10 3,212
11 Total income. Add lines 3 through 10 . . 101,140,085 |
7112 Compensation of officers (Schedule E, line 4} . 12 196,000
S| 13 Salaries and wages (less employment credits) . 13 81,397
2|14 Repairs and maintenance . 14 21,951
& |15 Baddebts 15 12,3313
§(186 Rents R 16 186,000
17 Taxes and licenses 17 168,358
18 Interest 18 43,512
| 19  Charitable contnbunons (see page 8 of instructions for 10% hmatanon) N 19 —
5 | 20 Depreciation (attach Form 4562) .. 20
a |21 Less depreciation claimed on Schedule A and elsewhere on return 21a 26,912 21b 11,534
22 Depletion 22
2128 Advertising . , 23 15,732
E 24 Pension, profit-sharing, etc., plans . 24
US‘ 25  Employee benefit pragrams 25
o | 26 Other deductions (attach schedule) . .. |26 327,557
é 27  Total deductions. Add lines 12 through 26 .» 127 11,064,374
g | 28  Taxable income before net operating loss deduction and specnal deductlons Subtract hne 27 from line 11 28 75,71
%129 Less: a Netoperating loss deduction (see page 10 of instructions) . | 29a]
Q b Special deductions {Schedule C. line 20) . {206 | | 29¢
30  Taxable income. Subtract line 29¢ from line 28 . 30 75,711
31 Total tax (Schedule J, line 10} .o . —
o | 32  Payments: a 1995 overpayment credited 10 1996 | 322 &\\\\\\\\\\\\\\\\\\\\\
t b 1996 estimated tax payments 32b
é c  Less 1996 refund applied for on Form 4466 | 32¢ |( | d Bal »
& e Tax deposited with Form 7004 32e
B | f Credit trom regulated investment companies (attach Form 2439) 32t
; g Credit for Federal tax on fuels (attach Form 4136). See instructions 329 32h
= | 33  Estimated tax penalty (see page 11 of instructions). Check if Form 2220 is attached » O 33
34 Tax due. If line 32h is smaller than the total of lines 31 and 33, enter amount owed 34
35  Overpayment. if line 32h is larger than the total of lines 31 and 33, enter amount overpaid . 35
36 Enter amount of line 35 you want: Credited to 1997 estimated tax » Refunded > 36
Under penaities of perjury, | declare that | have examined this return, including accompanying schedules and statements, and 1o the best of my knowledge and
s'gn baiet, it is true, corract, and comoiete. Declaration of preparsr (other than taxpayer) is based on ail information of which preparer has any knowledge.
Here } }
Signatura of officer Date Title
g Date Preparer’s social security number
paid | Lo ) enile ] R
Sreparer s Firm's name {or BN »
se Only yours if self-employed)
and address ZIP coda P

Cat. No. 11450Q
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EXHIBIT 7-2 (2 of 3)

Form 1120 (1896) Page 2
ost of Goods Sold (See page 11 of instructions.)
1 lnventory at beginning of year . 1 250,592 -
2 Purchases . 2 576,183
3 Cost of labor , 3 672,985
4 Additional section 263A costs (anach schedule) 4
5§  Other costs (attach schedule) 5 347,315
6 Total. Add lines 1 through 5 6 1,847,075
7 Invenlory at end of year , 7 258,679
B Cost of goods sold. Subtract line 7 hom llne 6 Enler here and on page 1 Ime 2 8 1,588,396
8a Check all methods used for valuing closing inventory:
@ K Cost as described in Regulations section 1,471-3
) (] Lower of cost or market as described n Regulations section 1.471-4
(i) 0 other (Specify method used and attach expianalion.) B ... ...
b Check if there was a writedown of subnormal goods as described in Regulations section 1,471-2(c) . P D
¢ Check if the LIFO inventory method was adopted this tax year for any goods (if checked, atitach Form870) . . . . . W O
d If the LIFO inventory method was used for this tax year, enter percentage (or amounts) of closing [ ‘ ‘
inventory computed under LIFO . . . . e e e e e e 8d
e If property is produced or acquired for resale, do Ihe rules of seclion 263A apply to the corporation? . . . . O Yes X no
f Was there any change in determumng quantities, cost, or valuations between cpening and closmg mvemory‘? If “Yes,”
attach explanation . . L. . . O ves @ No
Dividends and Spec!al Deductlons (See page 12 of (8) Dividends ()% |\ Specil deductions
instructions.) received 1e) x (0}
1 Dividends from less-than-20%-owned domestic corporations that are subject to the
70% deduction (other than debt-financed stock) . . . . . . . . . 79
2 Dividends from 20%-or-more-owned domestic corporations that are subjecl to the
80% deduction (other than debt-financed stock) . . . . feg
3 Dividends on debi-financed stock of domestic and foreign corporauons (sechon 246A) Instryctions
4 Dividends on certain preferred stock of less-than-20%-owned public utilities . | | 42
5 Dividends on certain preferred stock of 20%-or-more-owned public utilites ., . . 48
6  Dividends from less-than-20%-owned foreign corporations and certain FSCs that are

subject to the 70% deduction

7 Dividends from 20%-or-more-owned foreign corparations and certain FSGs that are
subject 1o the 80% deduction

70
. . . 8 O
8  Dividends from wholly owned foreign SUbSIdIaerS sub;ect to the 100% deduction (sechon 245(b)] W
9 Total. Add lines 1 through B. See page 12 of instructions for limitation . ., . . . |
100
100

10 Dividends from domestic corporations received by a small business investment
company operating under the Smail Business Investment Act of 1958 ,

11 Dwidends from certain FSCs that are subject to the 100% deduction (section 245(c)(‘1))

12 Dividends trom affiliated group members subject to the 100% deduction (section 243(a)(3)) 100

N
13 Other dividends from foreign corporations not included on lines 3, 6, 7. 8, or 11 . | \\
14 Income from controlled toreign corporations under subpart £ (attach Form(s) 5471) .
15 Foreign dividend gross-up (section 78) . . . .
16 IC-DISC and former DISC dividends not included on Iones 1,2.0r3 (secllon 246(d) \
<

17 Other dividends . S
18  Deduction for dividends pa»d on certain pre(erred stock of publlc u(llmes P N
18 Total dividends. Add lines 1 through 17. Enter here and on line 4, pagei . . »
20  Total special deductions. Add lines 9, 10, 11. 12, and 18. Enter here and on line 28b. page 1
Compensation of Officers (See instructions for ine 12. page 1.)
Complete Schedule E only if total receipts fiine 1a plus tines 4 through 10 on page 1. Form 1120) are $500,000 or more.

N

(c) Percent of Percent of corporatior
ta) Name of officer {b} Social security number| time devoted to stock owned {f) Amount of compensanon
business {d) Common | {e) Preferrec
1 John Doe 000-00-0000 100% 100 % % 108,000
Michael Doe 000-11-1111 100% % % 88,000
Y% % Y
% Yo Yo
% % % o
2 Tolal compensation of officers ., , . Lo 196,000
3 Compensation of officers claimed on Schedule A angd elsewhere on re(um S
4 Subtract line 3 from line 2. Enter the resutt here and on line 12, pagel . . . . ., 196, 000
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EXHIBIT 7-2 (3 of 3)

Form 1120 - Supporting Schedules

Balsa Furniture Manufacturing Co., Inc. EIN: 32-1234567
Non
Total Prod. _MSC Prod.

Compensation of

officers 196,000 50%  35% 15%
Salaries and wages 81,397 0% 100% 0%
Repairs/Maintenance 21,951  100% 0% 0%
Bad Debts 12,333 0% 0% 0%
Rents 186,000 90% 0% 0%
Interest 43512 ))) ))) )
Depreciation 11,534 0% 100% 0%
Advertising 15,732 0% 0%  100%
Taxes:
Payroll Taxes 157,408 71% 29% 0%
Property Taxes 3,450 85% 15% 0%
State Income Tax 7,500 )))) )))) ))))
Total Taxes 168,358

4444444

Cost of Goods Sold - Other Costs

Depreciation 26,912  100% 0% 0%
Equipment Rental 61,391  100% 0% 0%
Freight-in 8,537  100% 0% 0%
Outside Labor 113,968  100% 0% 0%
Supplies 15,678  100% 0% 0%
Utilities 37,619  100% 0% 0%
Workers Comp Ins 83,210 95% 5% 0%

347,315

4444444
Other Deductions:
Accounting 8,482 0% 0% 0%
Auto 24,318 34% 33% 33%
Bank Service Charges 1,396 0% 100% 0%
Commissions 145,978 0% 0%  100%
Delivery 8,996 0% 0%  100%
Enter (After 20% Reduce) 15,361 0% 30% 70%
Insurance 19,718 55%  30% 15%
Lega & Professional 15,881 0% 100% 0%
Miscellaneous 1,278 0% 100% 0%
Office Supplies 20,061 0% 100% 0%
Telephone 27,856 20%  50% 30%
Trade Shows 23,313 0% 0%  100%
Travel 13,602 0%  10% 90%
Utilities 1,318 0% 100% 0%

327,557

44444444
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Chapter 8
CHANGE IN ACCOUNTING METHOD

INTRODUCTION

During the examination of any manufacturer, ascertain whether the correct method of
accounting is being used under IRC section 446 and the regulations thereunder. First,
the method of accounting must clearly reflect income. Second, if inventories are a
material income producing factor, the taxpayer must account for the inventories and
the accrual method of accounting must be used.

Because inventory adjustments are not uncommon in the manufacturing industry, you
will find it necessary to become acquainted with procedures for making a change in
accounting method. Examples of changes in accounting method for inventory include
revaluations due to IRC section 263A, changes from the cost to lower of cost or
market method, and changes from a FIFO to LIFO method or vice versa.

Under Rev. Proc. 92-20, 1992-1 C.B. 685, the taxpayer may be allowed to spread the
adjustment over several years. For involuntary changes in methods of accounting
(changes made by the agent) no spread period is allowed. If the taxpayer has initiated
a change in accounting method, with regards to costs subject to IRC section 263A, the
taxpayer will receive specia treatment under Rev. Proc. 94-49, 1994-2 C.B. 705, if
the Form 3115, Application for Change in Accounting Method, is filed with the
taxpayer's income tax return in the first taxable year beginning after January 1, 1994.

Technica help in making determinationsis available so ask your District MSSP
Coordinator for the National Change in Accounting Method Specialist or other
appropriate assistance.

WHAT ISA CHANGE IN ACCOUNTING METHOD?

Treas. Reg. section 1.446 defines parameters for a change in accounting method.
Treas. Reg. section 1.446-1(e)(2)(ii)(c) states, "A change in an overall plan or system
of identifying or valuing items in inventory is a change in accounting method. Also a
change in the treatment of any materia item used in the overall plan for identifying or
valuing itemsin inventory is a change in accounting method." In other words, under
Treas. Reg. section 1.446-1(e)(2), a change in amethod of accounting includes: 1) a
change in the overall method of accounting for gross income or deductions, and 2) a
change in the treatment of a"material item."

The regulation also defines a change in a negative fashion, that is, what is not a change
in accounting method (that is, correction of errors, changes of any item of income or
deduction which does not involve the proper time for inclusion, etc.).



Based on the regulations, a change in accounting method would not include
corrections of errors made during a physical count or while totaling the final inventory
summary. If an"error" is being corrected (as opposed to a "method"), make the
adjustment to the current year return. An increase in the ending inventory due to a
correction of an error entitles the taxpayer to an offsetting increase to the beginning
inventory of the following year.

A change in accounting would include adjustments to add freight costs to raw
materials inventory, to include IRC section 263A costs in inventory, or to revalue a
segment of inventory improperly written down under the Lower of Cost or Market
Method.

Examiners may be confused because the adjustment is often viewed as "rolling over”

to the next tax period. They conclude any tax increase resulting from the year of audit
would be given back in the next year. This judgment may be true with correction of
errors athough consistent errors throughout the years can still result in overal
adjustments in the Government's favor. This judgment may also be true for a change
in accounting method depending upon the differences in the inventory balances over
the years or the existence of net operating losses. The point is, you should not let this
argument dissuade you from investigating and developing an issue. Only by
determining the consistency and the magnitude of an inventory issue will you know the
true tax effect of the adjustments.

A "material item" is any item which involves the proper time for inclusion of the item
in income or taking of a deduction.

In determining whether a practice involves the proper time for the inclusion of an item
of income or the taking of a deduction, the relevant question is generally whether the
practice permanently changes the amount of taxable income over the taxpayer's
lifetime.

If the practice does not permanently affect the taxpayer's lifetime taxable income, but
does or could change the taxable year in which taxable income is reported, it involves
timing and is, therefore, considered a method of accounting. Rev. Proc. 92-20,
Section 2.01, 1992-2 C.B. 685.

The term "material item" should read in context as "material item of gross income or
deductions’ and not as meaning "a materia item of net income.”

Examples of change in accounting method are:
1. Cash/Accrud

2. Expense/Depreciation



7.

8.

Inventory basis
Inventory pools
Settlement/Trade date
Capitalize/Expense
Materia and supplies

Rebate expense.

The most common items that trigger a change of accounting method where a
duplication or omission of income/and or expense occur are:

1.

2.

Inventories

Accounts receivable

Accounts payable

Other items which may create a duplication or omission. For example, deferred

income and expenses of cash basis taxpayers and accrued income and expense of
accrua basis taxpayers.

When a method of accounting is changed relative to an inventory adjustment, there are
three different (but related) adjustments:

1.

Restate beginning inventory of the year of change using the correct method of
accounting.

Adjust the ending inventory of the year of change.
Because the restatement of the beginning inventory would give rise to a double

deduction benefit to the taxpayer, eliminate the duplication by "IRC section 481(a)
amount,” which is the amount by which the beginning inventory is increased.

WHEN may the Service require a change in a method of accounting?

If ataxpayer's method of accounting does not clearly reflect income, the
Commissioner may change the taxpayer's method of accounting to a method that does
clearly reflect itsincome. See | RC section 446(b).
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Prior acceptance of an unacceptable method does not preclude the Service from
subsequently requiring achange. See for example, Knight-Ridder Newspaper, Inc.,
743 F.2d. 781 (11th Cir., 1984).

Where a taxpayer has two separate businesses, the Service may require a change in the

accounting method used in one business without requiring a similar change in the
other. Parker v. Commissioner, 37 T.C. 331 (1961).

|IRC 481 ADJUSTMENT

IRC section 481(a) applies when a change in method of accounting occurs, and it
requires that adjustments be taken into account (in the year of change) to prevent
items of income or expense from being duplicated or omitted. The IRC section 481
adjustment is cumulative, that is, it can go back to years barred by the statute of
limitations. The adjustment is computed as of the beginning of the year for which the
method is changed. The IRC section 481 adjustment represents the cumulative
differences between the present and proposed methods of accounting as of the
beginning of the year of change. A net IRC section 481 adjustment can be either
positive which results in an increase in taxable income, or negative which resultsin a
decrease in taxable income.

Under normal circumstances, a taxpayer makes a voluntary change by filing a Form
3115 requesting permission to change and to possibly spread any increase in taxable
income over a number of years to avoid a distortion of income. (See Rev. Proc.
92-20, 1992-1 C.B. 685). In an audit situation, the taxpayer's options may be limited
or curtailed altogether, depending upon the type of adjustment and the IRC section
481 adjustment must be segregated from what is termed the "current year" adjustment
to allow for potentially different treatment.

For the year if change, IRC section 481(b) imposes a limitation on the tax owed
because of the adjustment required by IRC section 481(a), if:

1. Theentire amount of adjustments under IRC Section 481(a) is taken into account
in the year of change

2. The adjustments increase the taxpayer's income by more than $3,000.
IRC section 481 addresses both the amount of adjustment and the tax effect of that
adjustment. It only affects the amount of tax owed (for the year of change) resulting

from the adjustments required by IRC section 481(a).

Otherwise, the year of change is not affected and neither is the amount of the
adjustments for the year of change.
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When a method change issue is raised with ataxpayer under examination, and thereis
no window available for the taxpayer to use Rev. Proc. 92-20, the method change
issue is caled an examiner initiated method change.

For purposes of this guide, it is assumed any adjustments resulting from changes in
accounting methods are those proposed by the examiner under an audit situation and
the taxpayer is not eligible to change an accounting method using Rev. Proc. 92-20
(including subsection 6.06).

Before the proper IRC section 481(a) adjustment can be determined, you must first
determine the following:

1. Doesthe change involve a Category A or a Category B method of accounting?
2. What isthe "year of change'?
3. What isthe IRC section 481(a) adjustment period?

Category A or Category B Method of Accounting

Different treatment of an IRC section 481(a) adjustment may be accorded the taxpayer
even under an audit situation depending upon the category of the change. There are
two different categories of a change in an accounting method, these being a Category
A or aCategory B.

A Category A method of accounting is either:

1. A method of accounting which differs from one the taxpayer is specifically
required to use; or,

2. A method of accounting the taxpayer is specifically not permitted to use under the
Code, the regulations, or a decision of the Supreme Court of the United States.

Examples of Category A methods:
- Use of the cash receipts and cash disbursements method of accounting.
- Omitting selected portions of goods that should be inventoried.

- A write-down of goods in inventory that does not comply with 1.471-2 or 1.471-4
of the regulations.



- A write-down of "excess inventory" to a net realizable value although such
inventory has not been scrapped, sold, or offered for sale at the reduced price.

- Ignoring the uniform capitalization requirements of IRC section 263A.

Category B methods of accounting are all methods other than those determined to be
Category A methods of accounting.

Thereisatechnica distinction between A and B methods. From a practical point of
view, when examiners propose a change to a method of accounting, they are usually
addressing Category A methods of accounting.

Year of Change

Rev. Proc. 92-20, 1992-1 C.B. 685, specifies the year of change if the taxpayer files
for a change during one of the window periods. If none of the window periods are
applicable (and they often are not), the year of change will be the earliest taxable year
under examination.

|RC Section 481(a) Adjustment Period

Rev. Proc. 92-20 specifies the adjustment period if the taxpayer files for a change
during one of the window periods. If none of the window periods are applicable (and
they often are not) or if under section 6.06, the district director has objected to the
change during the examination, the entire IRC section 481(a) amount is reported in
full in the year of change.

Rev. Proc. 92-20 provides certain time frames (known as "window periods') within
which applications by taxpayers must be made.

90 Day Window Period

This window alows the taxpayer to file Form 3115 within the first 90 days after
notification of audit. An approved Form 3115 gives the taxpayer a 3-year spread for
the IRC section 481 adjustment. If the IRC section 481 adjustment is negative, there
is no spread and the year of change is the tax year for which a Form 3115 would be
considered timely filed (as of the first day of the 90-day period) asif the taxpayer was
not under examination.
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120 Day Window Period

For aperiod of 120 days following the date that the examination ends, a taxpayer may
request a change in accounting method even if another examination of the taxpayer has
commenced for different tax years unless:

1. The method has been placed in suspense by the examiner

2. The method isincluded as an item of adjustment in the basic report

3. During the 120 day period, the agent has given the taxpayer written notification,
prior to the filing of Form 3115, that the method is an issue under consideration.

30 Day Window Period

For a 30 day period beginning with the first day of the taxpayer's tax year, the taxpayer
may file an allowable Form 3115 if the these two conditions are met:

1. Thetaxpayer has been under examination for at least 18 consecutive months prior
to the first day of the tax year

2. Thetaxpayer has not received written notification from the examiner prior to filing
Form 3115 that the method to be changed is not an issue under consideration.

Rev. Proc. 92-20 provides the guidelines for making these determinations. Not only
does it provide procedures for taxpayers who wish to obtain the consent of the
Commissioner to voluntarily change a method of accounting, it also discusses the
procedures applicable to taxpayers under examination. In general, under certain
circumstances taxpayers may obtain the Commissioner's consent even after an
examination has begun. Rev. Proc. 92-20, particularly Section 6, should be consulted
whenever an issue involving a change in a method of accounting arises during an audit.

How IRC Section 481 Interacts With an Inventory Adjustment

When a change in accounting method is proposed for inventory, be aware of the
effects on both the beginning and ending inventories. For example, if IRC section
263A costs have not been properly alocated to inventory, you must remember both
the beginning and ending inventories are lacking alocations. Therefore, consistency
dictates adjustments include both beginning and ending inventory amounts.

This consistency requirement generates two separate tax adjustments. Oneistermed
the "current year adjustment.” The other is considered the IRC section 481(Q)
adjustment. The distinction must be made because each may be taxed differently
depending upon the available options allowed by the Code, regulations, and revenue
procedures.



Asinventory is a balance sheet account, any proposed adjustments affects the cost of
sales computation, and eventually taxable income. To simplify discussionsin this
guide, any changesin inventory are assumed to directly affect taxable income (T.1.)
with no mention being made of the intermediate effect on cost of sales. Keep the
following in mind throughout the chapter:

Inventory Effect
Adjusted Adjustment  Effect on COGS onT.l.
22333133 1133113))) 11II11))31))))  IIIIIID)
Beginning Increase Increase Decrease
Beginning Decrease Decrease Increase
Ending Increase Decrease Increase
Ending Decrease Increase Decrease

For purposes of illustration, assume you are proposing an IRC section 263A
adjustment. After adjusting beginning and ending inventories to include proper IRC
section 263A alocations for a particular year, the IRC section 481(a) adjustment is the
difference between the beginning inventory as adjusted and the beginning inventory as
originaly stated. The current year adjustment is the difference between the restated
beginning and ending inventories. The current year adjustment can either be positive
or negative depending upon the relative sizes of the beginning and ending inventories.

Example of Accounting Method Change for Inventory

When a change in accounting method is proposed for inventory, be aware of the
effects on both beginning and ending inventories. For example, if IRC section 263A
costs have not been properly alocated to inventory, you must remember both the
beginning and ending inventory for the year of change is lacking the proper cost
allocation. Therefore, consistency dictates adjustments include both beginning and
ending inventory amounts.

A method change issue raised in an RAR should report an IRC section 481(a)
adjustment including an explanation of the rational; a current year adjustment under
IRC section 446; and an IRC section 481(b) computation.

The following examples demonstrate how an inventory method change issue should be
analyzed and reported in the RAR.
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Example 1

An adjustment is proposed to a manufacturer who never allocated IRC section 263A
costs to ending inventories. The year of examination is the accrua basis calendar
year ending December 31, 1994, for aForm 1120 filed. The beginning of the year
IRC section 263A cost allocation as corrected was $15,000. The end of the year
correct cost allocation is $25,000.

263A

Per Return Adjust. As Corrected
Begin. Inventory @ 1/1/%........... 50,000 15,000 65,000
Purchases..........ccccveeennee. 100,000 100,000
Labor ... 100,000 100,000
Cost of Goods Available for Sde... 250,000 265,000
Less: Ending Inventory @ 12/31/94.. 50,000 25,000 75,000
Cost of Sales......ccvveneeee. 200,000 190,000

4444444 4444444

RAR, Form 4549 presentation of adjustments discussed above are shown as

follows:
1994
IRC section 481(a) adjustment $15,000
Current year adjustment 10,000
Aggregate proposed adjustment $25,000
4444444
Summary Analysis:
1194 12/31/94
Inventory as corrected $65,000 $75,000
Inventory per return 50,000 50,000
$25,000
IRC section 481(a) Adj. $15,000
(positive) 4444444
s (15.000)
Current year adjustment $10,000
4444444

Rational for IRC section 481(a) Adjustment of $15,000:

Under the taxpayer's "old" accounting practice the $15,000 had been deducted in
1993 as the cost of goods sold in 1994 because the beginning inventory for 1994
isincreased by $15,000. Thus, to eliminate a duplication of the $15,000
deduction a positive IRC section 481(a) is made as of January 1, 1994.

For the Service to be consistent in it's position, subsequent years should be audited
(with group manager's approval) and adjustments proposed for the same issue.

The subsequent year's adjustments are considered current year adjustments and are
taxed in the respective years.

Requirement for both an IRC section 481(a) and Current Y ear Adjustment in RAR:

By studying the above Example 1, you may concludeit is easier and shorter to smply
adjust the ending inventory by $25,000 and report the amount in the RAR as a current
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year adjustment. This presentation in aRAR is NEVER appropriate when a change in
method of accounting issue israised and there is an IRC section 481(a) adjustment
amount. The RAR should report an IRC section 481(a) adjustment and current year
adjustment otherwise the RAR is not technically correct. 1t must be clear to the
taxpayer and a reviewer that a method change under IRC section 446 has been raised
in the RAR and there has been a proper application of IRC sections 481(a) and 481(b).

Under the "corrected tax" section on Form 4549, make a note that the tax was
computed under IRC section 481(b) for the year of change. Attach an accompanying
Form 886-A to the report showing how the IRC section 481(b) tax was computed.
Asfor any subsequent years examined, make a note that the tax was computed using
the tax rate schedule.

| RC Section 481(b)(1) and IRC Section 481(b)(2) L imitations

Once the IRC section 481(a) adjustment has been computed, your first consideration is
whether the adjustment can be made all in one year. Rev. Proc. 92-20, 1992-1 C.B.
685, mandates certain IRC section 481(a) adjustments be made entirely in the year of
change. If the taxpayer is precluded from spreading the IRC section 481(a)

adjustment forward, consider the tax limitation of IRC section 481(b).

IRC section 481(b) provides alimitation in the amount of tax an IRC section 481(a)
adjustment can generate. It is designed to provide relief to taxpayers who have
graduated into higher tax brackets over the years while maintaining the particular
method of accounting. Taxation of the entire IRC section 481(a) adjustment in a
single year at a higher tax bracket was considered unfair since the adjustment could
have been taxed at lower rates had the proper accounting method been in effect. This
limitation is created by allocating the adjustment over prior years and computing the
resulting increase in tax. Prior yearsreturns are not opened. The limitation per IRC
section 481(b) is different than the methods provided for in Rev. Proc. 92-20, 1992-1
C.B. 685.

Before IRC section 481(b) is applicable, several criteria must be met:

1. ThelRC section 481(a) adjustment must increase taxable income for the year of
change by more than $3,000

2. The same method previoudly used by the taxpayer was in effect for the previous
years the limitation is considered.
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If the above criteria have been met, then take the following steps in computing the
limitation in tax:

Computethe Tax Solely Associated with the IRC Section 481 Adjustment

The first step isto compute the increase in tax for the year of change which is
attributable solely to the adjustments required under IRC section 481(a) and Treas.
Reg. section 1.481-1. Thisincrease is the difference between the tax computed by
making the IRC section 481(a) adjustment over the tax computed without making the
IRC section 481(a) adjustment.

If there are non-1RC section 481 adjustments being proposed, the tax computed on
these adjustments must be calculated prior to taking into consideration any IRC
section 481(a) adjustments. Once thisis performed, this new taxable income is the
starting point in determining the tax on the IRC section 481(a) adjustments.

Computethe Tax Under |RC Section 481(B)(1) -- 3-Year Allocation Spread

In this step, the IRC section 481(a) adjustment is equally allocated to the year of
change and the 2 preceding taxable years. Theincrease in tax attributable to the
allocation in each such taxable year is the difference between the tax for such year
computed with the alocation and the tax as originally stated. Each year’sincreaseis
added together to arrive at the total increase attributable to the IRC section 481(a)
adjustment.

Computethe Tax Under |RC Section 481(b)(2) -- Prior Years Allocation

If the taxpayer can establish from his or her books and records what his or her taxable
income would have been under the new method of accounting for one or more
consecutive taxable years immediately preceding the taxable year of change AND the
old method has been consistently applied for those consecutive years, then the IRC
section 481(b)(2) limitation must also be considered. The total increase in tax due to
the IRC section 481(a) adjustment is the sum of each yearstax difference computed as
follows:

1. Tax computed under the new method of accounting,
less

2. Tax asoriginaly stated in the return.
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Per the regulations, in using the IRC section 481(b)(2) method, any IRC section 481
adjustment not accounted for by the prior year's recomputations is retained in the year

of change.

If the taxpayer meets the above criteria, the limitation on the tax is the smallest of the
three computations stated above. IRC section 481(c) and the accompanying
regulations provide for certain circumstances such as net operating losses, capital 1oss

carrybacks, or carryforwards.

Example 2

Using the information from Example 1, the examiner isaso proposing T & E
adjustments of $5,000 and omitted interest income of $3,000 for the 9412 year.

Step1: Compute tax solely associated with IRC section 481(a) adjustment for the 9412

year.

Taxable Income per return:

Non-IRC section 481(a) Adjustments:

-T&E
- Interest Income
- Cost of Sales (Current year Adj)

Taxable income before IRC section

481(a) adj:
IRC section 481(a) adjustment:
Taxable income with IRC section
481(a) adj:

Increase in tax due solely to IRC
section 481 adj:
(19,870-14,770)

Tax
$60,000 $10,000
5,000
3,000
10,000
$78,000 14,770
15,000
93,000 19,870
4444444
$5,100
44444444

Note: Tax iscomputed with current year adjustment.

Step 2:  Compute tax solely associated with IRC section 481(a) using a 3-year allocation method.

Ampunts as originally
filed or as adjusted:
I RC section 481(a)
al | ocation (15, 000/ 3)
Reconputed T.1. and tax

I ncrease in tax

Total increase: 3,700
44444

9212 * 9312 * 9412
T. I. Tax * T.1. Tax * T.1. Tax

23133133131333133333313313333333133>3333333333)3))

30,000 4,500 55, 000 8, 750 78,000 14,770
5, 000

35,000 5,250

5, 000
60, 000 10, 000

5, 000
83,000 16,470

* *
* *
* *
* *
* *
* *

750 1, 250 1, 700
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Step 3:  The taxpayer states he can recompute his taxable income under the new method for the years
9112, 9212, and 9312 and does s0. Because the business was started in 1991, the beginning
inventory starts at zero. The beginning and ending inventories are restated as follows:

9112 9212 9312 9412

Beg. Inv. as originally stated 0 30, 000 25, 000 50, 000
Ending Inv. as originally stated 30,000 25, 000 50, 000 50, 000
| RC section 263A adj ustnent
- Beg. Inv. 0 11, 500 9,000 15,000
- Ending Inv. 11,500 9, 000 15, 000 25, 000

I RC section 263A adj ustnent,

as conput ed 11,500 (2,500) 6, 000 10, 000
Beg. Inv. as corrected 0 41, 500 34, 000 65, 000
Ending Inv. as corrected 41, 500 34, 000 65, 000 75, 000
Net effect on T.I. 11,500 (2, 500) 6,000 10, 000
T.1. as original stated 25, 000 30, 000 55, 000 78, 000
T.l. revised 36,500 27,500 61,000 88,000
Tax revised 5, 646 4,125 10,250 18,170
Tax before I RC section 481(a) 3,750 4,500 8,750 14,770
Net Tax Effect 1, 896 ( 375) 1, 500 3, 400
Total Tax Increase 6, 421

444444

Step 4:  The change in accounting method will be in the smallest of the three net changes above. The tax
adjustment resulting from the IRC section 481 adjustment is, therefore, limited to $3,700.

REVENUE PROCEDURE 94-49

Rev. Proc. 94-49, 1994-2, C.B. 705 provides the exclusive procedure for taxpayers to
obtain automatic consent to change certain accounting methods required or permitted
by Treas. Reg. section 1.263A-1 through 1.263A-3. The procedure is effective for
only the first taxable year beginning on or after January 1, 1994. The provisions of
Rev. Proc. 92-20 are not applicable to the extent modified by this procedure.

Scope of Rev. Proc 94-49

The procedure provides guidance for taxpayers:

1. Not under examination at the date of publication.

2. Under examination with no "issue pending” as of June 28, 1994.

3. Under examination where an "issue is pending” as of June 28, 1994 in examination
or appeals.

Generally, except for the later situation (issue is pending as of June 28, 1994), a
taxpayer can use the revenue procedure and obtain a method change for a taxable
year beginning on or after January 1, 1994.

If the taxpayer is under examination and there is an "issue pending” as of June 28,
1994, for ataxable year beginning before January 1, 1994, then Rev. Proc. 94-49 is
not available. The change in accounting method should then be made in accordance
with Treas. Reg. section 1.446-1(e)(3)(i) and Rev. Proc. 92-20, or any other
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applicable Code section, regulations, or administrative provisions pertaining to the
change. Generaly, under these circumstances, the year of change is the earliest year
under examination and the entire IRC section 481(a) adjustment is made in the year of
the change.

Proceduresto Obtain Automatic Consent

An automatic consent is obtained if the taxpayer:

1. Restates beginning inventory asif they had complied with IRC section 263A in
prior years.

2. Takesthe IRC section 481(a) adjustment into account ratably over 4 taxable years
in computing its taxable income regardless of whether the adjustment is positive or
negative. If the IRC section 481(a) adjustment is less than $25,000, the taxpayer
may elect to take the adjustment into account in the year of change rather than
over 4 years.

3. Filesacurrent Form 3115 in duplicate. The original is attached to atimely filed
(including extensions) original federa income tax return for the first taxable year
beginning after January 1, 1994. A copy of the Form 3115 must be filed with
the Nationa Office.

Rev. Proc. 94-49 does not apply to IRC section 263A interest capitalization.
Also under Rev. Proc. 94-49, taxpayers are not allowed to use the historic ratio to

restate beginning inventory if the taxpayer is adopting IRC section 263A for the first
time.

REVENUE PROCEDURE 95-25

Rev. Proc. 95-25, |.R.B. 1995-18, 13, provides the exclusive procedure for a taxpayer
on asimplified production method of accounting for fewer than 3 taxable years to
obtain consent to make a historic absorption ratio election under the transition rules of
Treas. Reg. section 1.263A-2(b)(4)(v) or Treas. Reg. section 1.263A-3(d)(4)(v). This
procedure is applicable only for ataxpayer's first, second, or third taxable year
beginning on or after January 1, 1994. A taxpayer complying with all the applicable
provisions of this revenue procedure will be deemed to have obtained the consent of
the Commissioner to make a historic absorption ratio election under IRC section
446(e).
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REVENUE PROCEDURE 95-33

Rev. Proc. 95-33, |.R.B. 1995-28, 7, provides the exclusive procedure for a"small
reseler,” a"formerly small reseller,” or a"reseller-producer” to obtain consent to
change its method of accounting for costs subject to IRC section 263A. A taxpayer
complying with al the applicable provisions of this revenue procedure will be deemed
to have obtained the consent of the Commissioner to make a historic absorption ratio
election under IRC section 446(e).

This revenue procedure applies to a reseller-producer changing from asimplified resale
method for both its production and resale activities to a permissible UNICAP method
for both activities in the first taxable year that it does not qualify under Treas. Reg.
section 1.263A-3(a)(4) to use a simplified resale method for both its production and
resale activities.

This revenue procedure does not apply to ataxpayer making a historic absorption ratio
election under Treas. Reg. section 1.263A-2(b)(4) or Treas. Reg. section
1.263A-3(d)(4).

Rev. Proc. 94-49 is modified so that it does not apply to any taxpayer filing an
application for a change in accounting within the scope of this revenue procedure.

COURT CASES

Examples of court cases involving whether there is a change in method of accounting:
Standard Oil Company (Indiana) v. Commissioner, 77 T.C. 349 (1981).

Gimbel Brothers, Inc., 1976-1 U.S.T.C. 9404 (1976) not followed per Rev. Rul.
90-38.

Korn Industries, Inc., 532 F.2d. 1352 (CT.CL. 1976) not followed per Rev. Rul.
77-134.

Schuster's Express, Inc. v. Commissioner, 66 T.C. 588(1976). (Court ruled in favor
of taxpayer who claimed it was a correction of error.)

Knight-Ridder Newspaper, Inc., 743 F.2d. 781 (11th Cir. 1984). (Court ruled in
favor of IRS and ruled it was a method change.)

Pacific Enterprises,Inc., 101 T.C. 1 (1993).
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Chapter 9

RESEARCH AND DEVELOPMENT

INTRODUCTION

Many taxpayers involved in developing products for sale or for use internally must
spend substantial amounts on research and experimentation (R& E) to remain
competitive. Consequently, issues related to research and experimental expenses as
both a deduction and credit are encountered with increasing frequency.

Research and experimentation costs and the Credit for Increasing Research Activities
are addressed in two sections of the Code. IRC section 174, which alows a
deduction for Research and Experimental expenditures and IRC section 41, which
allows a nonrefundable credit for Qualified Research Expenses.

IRC SECTION 174: DEFINITION OF RESEARCH AND EXPERIMENTAL
EXPENDITURES

Under IRC section 174 taxpayers may use one of two methods of accounting for
research or experimental expenditures. Taxpayers may deduct their research or
experimental expenditures in the tax year in which they are paid or incurred, or they
may elect to amortize such expenditures over a period of not less than 60 months.
Research or experimental expenditures which are not deducted currently or deferred
and amortized, must be charged to a capital account.

On October 3, 1994, the Service published final amendments to Treas. Reg. section.
1.174-2. These amendments clarify the existing definition of research or experimental
expenditures and provide guidance regarding the reasonabl eness requirement of IRC
section 174(e) added to the Internal Revenue Code by the Revenue Reconciliation Act
of 1989. Since these amendments merely clarify the existing definition of research or
experimental expenditures, return positions consistent with the amendments will be
consistent with the existing regulations and will be recognized as such by the IRS.

Treas. Reg. section 1.174-2(a)(1) defines research and experimental expenses.
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Extract Treas. Reg. section 1.174-2(a) (Revised as of 4/1/97)

(1) * * * the term research or experimental expenditures, as used in section 174,
means expenditures incurred in connection with the taxpayer's trade or business which
represent research and development costs in the experimental or laboratory sense. The
term generally includes all such costs incident to the development or improvement of a
product. The includes the costs of obtaining a patent, such as attorneys fees expended in
making perfecting apatent application. Expenditures represent research and devel opment
costs in the experimental or laboratory senseif they are for activities intended to discover
information that would eliminate uncertainty concerning the devel opment or improvement
of aproduct. Uncertainty existsif the information available to the taxpayer does not
establish the capability or method for developing or improving the product or the
appropriate design of the product. Whether expenditures qualify as research or
experimental expenditures depends on the nature of the activity to which the expenditures
relate, not the nature of the product or improvement being developed or the level of
technological advancement the product or improvement represents.

(2) For purposes of this section, the term product includes any pilot model, process,
formula, invention, technique, patent, or similar property, and includes products to be used
by the taxpayer in its trade or business as well as products to be held for sale, lease, or
license.

(3) The term research or experimental expenditures does not include expenditures for

(i)  Theordinary testing or inspection of materias or products for quality
control (quality control testing);
(i)  Efficiency surveys,
(iii)  Management studies;
(iv) Consumer surveys,
(v)  Advertising or promotions,
(vi) Theacquisition of another's patent, model, production or process; or
(vii) Researchin connection with literary, historical, or similar projects.
(4) * * * testing or inspection to determine whether particular units of materials or

products conform to specified parametersis quality control testing. However, quality
control testing does not include testing to determine if the design of the product is

appropriate.

* * * * *x *x %



IRC SECTION 41: CREDIT FOR INCREASING RESEARCH ACTIVITIES

IRC section 41 provides a credit againgt tax, which isintended to serve as an
incentive to taxpayers to conduct certain types of product development research
activities and certain basic research. The credit is an incremental credit equal to the
sum of 20 percent of the excess of the taxpayer's qualified research expenses for the
taxable year, over abase amount, and 20 percent of the taxpayer's basic research
payments. Under IRC section 41(b) qualified research expenses include in)house
expenses for wages paid and supplies used in the conduct of qualified research, and 65
percent of any contract expenses for qualified research.

In auditing the research credit, it isimportant that you determine that the taxpayer is:
1. Performing qualified research

2. Claiming expenses only for qualified research.

DEFINITION OF "QUALIFIED RESEARCH"

For taxable years beginning after December 31, 1985, the definition of qualified
research contained in IRC section 41(d) provides four tests for determining whether
product development activities, which includes software devel opment, constitute
qualified research. The activity must satisfy al four testsin order to qualify. (The
fina regulations for IRC section 41, adopted May 17, 1989, do not reflect the
definition of the term "qualified research.”) The Conference Report to the 1986 Tax
Reform Act expands upon the four part test for qualified research contained in IRC
section 41(d)(1).

The first test isfound in IRC section 41(d)(1)(A), which provides that an activity
congtitutes qualified research only if the cost of that activity may be deducted under
IRC section 174. Thus, the cost of the activity must qualify as aresearch or
experimental expenditure as defined in Treas. Reg. section 1.174-2(a).

1 The research credit provisions were enacted by the Economic Recovery Tax Act of 1981 as Section 44F. Section 44F was renumbered as
Section 30 by the Deficit Reduction Act of 1984. Section 30 was renumbered as Section 41 by the Tax Reform Act of 1986. Former Sections 44F
and 30 contained a broader definition of qualified research. Therefore, much of the following discussion of the Section 41(d) definition of qualified
research does not apply for taxable years beginning before January 1, 1986.
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The second test is found in IRC section 41(d)(1)(B)(i), which provides that in order to
meet the definition of qualified research an activity must be undertaken for the purpose
of discovering information "which is technological in nature." The Conference Report
to the 1986 Act describes this technological test as follows:

* * * [t]he determination of whether the research isundertaken for the
purpose of discovering information that istechnological in nature dependson
whether the process of experimentation utilized in the resear ch fundamentally
relieson principles of the physical or biological sciences, engineering, or
computer science--in which case theinformation is deemed technological in
nature-or on other principles, such asthose of economics--in which casethe
information isnot to betreated astechnological in nature.

Footnote 3 further describes qualified research which relies on the principles of
computer sciences.

Extract

H.R. Conference Report No. 841, 99th Congress, 2d Sess. (Val. I1) at 71 (1986)
(footnote 3).

Resear ch does not rely on the principles of computer science merely because a
computer isemployed. Research may betreated as undertaken to discover
information that istechnological in nature, however, if theresearch isintended
to expand or refine existing principles of computer science.

IRC section 41(d)(1)(B)(ii) provides the third test, which requires that the application
of the technological information (discussed above) be "intended to be useful in the
development of a new or improved business component of the taxpayer. * * *" Thus,
qualified research only includes activities related to the development of new or
improved business components and, in general, does not include production activities.

The fourth test, found in IRC section 41(d)(1)(C), requires that substantialy all the
activities related to a research effort constitute elements of a process of
experimentation for the purposes described in IRC section 41(d)(3) in order for the
research to be qualified research. The Conference Report to the 1986 Act (H.R. Conf.
Rep. No. 841, 99th Cong., 2d Sess. (val. 11) at 72 (1986)) provides the following
description of this process of experimentation test.

Theterm process of experimentation means a process involving the evaluation of
mor e than one alter native designed to achieve a result wher e the means of
achieving that result isuncertain at the outset. This may involve developing one
or mor e hypotheses, testing and analyzing those hypotheses (through, for
example, modeling or simulation), and refining or discar ding the hypotheses as
part of a sequential design processto develop the overall component. Thus, for
example, costs of developing a new or improved business component are not
eligiblefor the credit if the method of reaching the desired objective (the new or
improved product characteristics) isreadily discernible and applicable as of the
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beginning of the resear ch activities, so that true experimentation in the scientific
or laboratory sense would not haveto be undertaken to develop, test, and choose
among viable alter natives.

IRC section 41(d)(4) excludes certain activities from the definition of qualified
research. The activities excluded from the definition by IRC section 41(d)(4)
are:

1. Any research conducted after the beginning of commercia production of a
business component.

2. Any research related to the adaptation of an existing business component to a
particular customer's requirement or need.

3. Any research related to the reproduction of an existing business component from a
physical examination of the business component itself or from plans, blueprints,
detailed specifications, or publicly available information with respect to such
business component.

4. Any:

a. Efficiency survey

b. Activity relating to management function or technique

c. Market research, testing, or development (including advertising or promotions)
d. Routine data collection

e. Routine or ordinary testing or inspection for quality control.

5. Except to the extent provided by regulations, any research with respect to
computer software which is developed by (or for the benefit of) the taxpayer
primarily for internal use by the taxpayer, other than for use in:

a. Activities which constitute qualified research
b. A production process which meets the requirements of IRC section 41(d)(1).
6. Any research conducted outside the United States.

7. Any research in the socia sciences, arts, or humanities.

8. Any research to the extent funded by any grant, contract, or otherwise by another
person or governmental entity.
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DEFINITION OF "QUALIFIED RESEARCH EXPENSES'

IRC section 41(b) defines the term "qualified research expenses' and limits the
expenditures eligible for the Credit for Increasing Research Activity (research credit).
"Qualified research expenses' means the sum of the following amounts which are paid
or incurred by the taxpayer during the taxable year in carrying on any trade or business
of the taxpayer that are:

1. In-house research expenses, and
2. Contract research expenses.

The definition of "in-house research expenses’ is defined in section 41(b)(2) and
means:

1. Any wages paid or incurred to an employee for qualified services performed by
such employee.

2. Any amount paid or incurred for supplies used in the conduct of qualified research.

3. Any amount paid or incurred to another person for the right to use computersin
the conduct of qualified research. Treas. Reg. section 1.41-2(b)(4) further states
that the computer must be owned and operated by someone other than the
taxpayer, located off the taxpayer's premises, and the taxpayer must not be the
primary user of the computer.

Therefore, dmost al the expenses claimed by a taxpayer should fall into one of three
categories, "qualified wages," "qualified supplies,” and "qualified contract research.”

"QUALIFIED WAGES"

"Qualified wages are wages paid to an employee for performing "qualified services."
IRC section 41(b)(2)(B) states that "qualified services' means the services of
employees who are:

1. Engaging in qualified research, which means the actual conduct of qualified
research.

2. Engaging in the direct supervision of qualified research, which meansthe
immediate supervision (first-line management) of qualified research.




3. Engaging in the direct support of research activities which constitute qualified
research, which means services in the direct support of either;

a. Persons engaging in the actual conduct of qualified research, or

b. Personswho are directly supervising persons engaging in the actual conduct of
qualified research.

Direct support of research activities does not include general administrative services,
or other services only indirectly of benefit to the research activities. Thisistrue
whether general administrative personnel are part of the research department or ina
separate department. Direct support does not include supervision.

"Qualified wages' (within the meaning of IRC section 3401(a) are wages subject to
withholding.

If substantially all (defined as at least 80 percent) of the services performed by an
employee for the taxpayer during the taxable year are for services meeting the
definition of "qualified services," then al of the employee's wages are considered
qualified wages. If an employee has performed both qualified services and
nonqualified services, only the amount of wages allocated to the performance of
qualified services constitutes an in-house research expense.

QUALIFIED SUPPLIES

IRC section 41(b)(2)(C) defines the term "supplies’ as any tangible property other
than (i) land or improvements to land, and (ii) property of a character subject to the
allowance for depreciation.

Treas. Reg. section 1.41-2(b)(2)(i) states, in general, amounts paid or incurred for
utilities such as water, electricity, and natural gas used in the building in which
qualified research is performed are treated as expenditures for general and
administrative expenses and are not "qualified supplies.”

Treas. Reg. section 1.41-2(b)(2)(ii) states that to the extent the taxpayer can establish
that the specia character of the qualified research required additional extraordinary
expenditures for utilities, the additional expenditures shall be treated as amounts paid
or incurred for supplies used in the conduct of qualified research.

QUALIFIED CONTRACT RESEARCH

A contract research expense is 65 percent of any amount paid or incurred in carrying
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on atrade or business to any person other that an employee of the taxpayer for the
performance of qualified research or services which, if performed by employees of the
taxpayer, would constitute qualified services.

An expenseis paid or incurred for the performance of qualified research only to the
extent that it is paid or incurred pursuant to an agreement that is entered into prior to
the performance of the qualified research and that the taxpayer:

1. Hastherightsto the research results

2. Hasthe agreement require the taxpayer to bear the expense of the research even if
the research is not successful.

COMPUTER SOFTWARE DEVELOPMENT COSTS

Revenue Procedure 69-21

In Rev. Proc. 69)21, 1969-2 C.B. 303, the IRS announced that it would allow
taxpayers to treat software development costs in a manner similar to that in which
research or experimental expenditures are treated under IRC section 174. Taxpayers
may elect to expense such costs immediately. The rationale for thisis that the costs of
developing software in many respects so closaly resemble the kind of research and
experimental expenditures that fall within the purview of section 174 of the Internal
Revenue Code of 1954 as to warrant accounting treatment similar to that accorded
such costs under that section.

Revenue Procedure 69)21 defines computer software to include:

All programsor routines used to cause a computer to perform a desired task
or set of tasks, and the documentation required to describe and maintain those
programs. Computer programs of all classes, for example, operating systems,
executive systems, monitors, compilersand translator s, assembly routines, and
utility programsaswell as application programs are included.

While Rev. Proc. 69-21 allows taxpayers to expense software development costs, it
does not provide any authority for taxpayers to include such costs in the computation
of the research credit. To include such costs in the computation of the research credit,
taxpayers must prove that the activities meet the definition of the term "qualified
research” under IRC section 41(d) and that the costs are in)house or contract research
expenses within the meaning of IRC section 41(b).

Coststo Develop | nter nal-Use Softwar e

IRC section 41(d)(4) lists certain activities that are not "qualified research” even



though they may satisfy the tests in IRC section 41(d)(1). IRC section 41(d)(4)(E),
provides a broad genera rule that ataxpayer's software development activities are not
qualified research if the software is developed primarily for the taxpayer's own use.
However, there are two statutory exceptions and one legislative history exception to
the exclusion of internal use software from the credit. If the taxpayer's software
development activities fall within one of these exceptions, and otherwise satisfy the
requirements of IRC section 41(d), then those activities will constitute qualified
research.

Thefirst statutory exception to the exclusion of internal use software from the credit is
for software that is used in otherwise qualified research. 1RC section 41(d)(4)(E)(1)
providesthat if the taxpayer is developing software that isto be used as part of its
qualified research activities, then the development activities are not excluded from the
definition of qualified research by IRC section 41(d)(4)(E). The second statutory
exception to the exclusion of internal use software from the credit is for software used
in a production process the development of which constitutes qualified research. IRC
section 41(d)(4)(E)(ii) states that where ataxpayer is engaging in qualified research in
order to develop a new production process, the activities of the taxpayer in developing
software related to that production process are not excluded from the definition of
qualified research by IRC section 41(d)(4)(E).

The Conference Report to the 1986 Act (H.R. Conf. Rep. No. 841, 99th Cong., 2d
Sess. (vol. I1) at 73-74 (1986)) describes the third exclusion of internal use software
from the credit. In that report Congress states:

The conferees intend that [the] regulations will make the costs of new or
improved internal-use software digible for the credit only if the taxpayer can
establish, in addition to satisfying the general requirements for credit eligibility, that

(2) the software is innovative (as where the software resultsin areduction in
cost, or improvement in speed, that is substantial and economically significant);

(2) the software devel opment involves significant economic risks (as where the
taxpayer commits substantial resources to the development and aso thereis
substantial uncertainty, because of technical risk, that such resources would be
recovered within a reasonable period);

(3) the software is not commercialy available for use by the taxpayer (aswhere
the software cannot be purchased, leased, or licensed and used for the intended
purpose without modifications that would satisfy the first two requirement just
stated).

The confereesintend that these regulations are to apply as of the effective date of
the new specific rule relating to internal-use software; that is, internal-use
computer software costs that qualify under the three-part test set forth in this
paragraph are eligible for the research credit even if incurred prior to issuance of
such final regulations.
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The regulations described in the Conference Report had not been published at the time
this guide was prepared.

SUMMARY OF COMPUTER SOFTWARE DEVELOPMENT COSTS

Treat the examination of internal use software using a "two prong" approach. You
must first review the expenses to determine that they are qualified research expenses.
Then review the software development to determine if it isaqualified research
activity.

The burden of proof is on the taxpayer to establish that the expenses are qualified
research expenses and that the software development activity constitutes a qualified
research activity. Have the taxpayer demonstrate that the internal use software meets
the requirements outlined in IRC section 41.

In examining the expenses, the taxpayer must prove that the employees claimed for the
credit were performing qualified research activities. Contemporaneous records should
be produced by the taxpayer to support the clam. If surveys are used, the officia
completing the survey should be interviewed.

In examining the activity, the taxpayer must show that the internal use software
development activity meets al of the genera requirements of IRC section 41(d). If
those requirements are satisfied, the taxpayer must also meet one of the two statutory
requirements in IRC section 41(d)(4)(E) or the exception found in the legidative
history.

Consider giving the taxpayer an IDR requesting the taxpayer to verify that the

software under examination represents qualified software and meets all the tests under
IRC section 41(d) and meets the exceptions under IRC section 41(d)(4)(E).

SPECIFIC ISSUESRELATING TO THE RESEARCH CREDIT

Wages Paid to Technical Writers Re: User Manuals

| ssue

Whether the wages paid to technical writers, editors, illustrators, and others who assist
in the preparation of user manuals (hereinafter referred to as writers)constitute a
"qualified research expense" for purposes of computing the research credit under IRC
section 41.
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Conclusion

Wages paid to writers who assist in the preparation of user manuals do not constitute
a"qualified research expense" for purposes of computing the research credit under
IRC section 41.

Employee and Employer Contributionsto a Deferred Compensation Plan as Defined in
Section 1.401(k) of the Income Tax Regulations

| ssue

Do employer and employee contributions, as defined in section 1.401(k)-1(a)(4)(ii) of
the Income Tax Regulations, to atrust qualifying under section 401(a) of the Internal
Revenue Code made in accordance with section 401(k) constitute "wages' for
purposes of section 41(b)(2)(D) of the Internal Revenue Code?

Conclusion

Such payments do not constitute "wages' for purposes of IRC section 41(b)(2)(D).
The term "wages' has the same meaning as provided in IRC section 3401(a) for
purposes of employee wage withholding. Thus, compensation which is not subject to
withholding, such as contributions to certain deferred compensation plans, do not
enter into the credit computation even though the contributions maybe by or on behalf
of anindividua performing qualified services.

Wages Paid to Manager s Above the Level of First-L ine Supervisors

| ssue

Do wages paid to managers who are above the level of first-line supervisors qualify as
qualified research expenses for purposes of computing the credit for increasing
research activities under section 41 of the Internal Revenue Code?

Conclusion

Only those wages paid to managers performing first-line supervision of qualified
research may be included in the computation of the research credit.

Base Period Recomputation

| ssue

In computing the credit for increasing research activity under section 41 of the Internal
Revenue Code, can the taxpayer recompute its base period research expenses to
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eliminate similar items that were disallowed by the Service in the determination year?
(The statute of limitations has run on the base period years.)

Conclusion

For tax years prior to 1990 and closed by the statute of limitations, the taxpayer may
not adjust its base period research expenses by amounts that are smilar in nature to
the expenses disallowed by the Service in its determination of qualified research
expenses for tax years under examination. The Service can rely on "the duty of
consistency" doctrine which prevents a taxpayer who has received a tax benefit in a
year barred by the statute of limitations from claiming a tax benefit in alater year.

For tax years after 1989, the taxpayer may adjust its base period research expensesin
its determination of qualified research expenses. Qualified research expenses taken
into account in computing a taxpayer's fixed-base percentage are to be determined on
abasiswhich is consistent with the determination of qualified research expenses for
the current year.

Beta Testing -- Testing Conducted by Customers

| ssue

Does the testing performed by a customer of the taxpayer, also known as beta testing,
constitute qualified research for the purposes of computing the credit for qualified
research activities under section 41 of the Internal Revenue Code?

Conclusion
Thisisafactual issue. Review the effort performed by the beta tester to determine if
this testing is considered to be qualified research. If the testing is performed after

commercial production has begun or if the testing is to determine marketing
preferences, then it is not considered qualified research.

Costs Attributable to Reviewing a Competitors Product

| ssue

Do the costs of activities related to the examination of a competitor's product,
otherwise called "reverse engineering,” constitute research or experimental
expenditures within the meaning of section 174 of the Internal Revenue Code, thus
enabling such costs to be considered qualified research expenses as defined in section
41(d) of the Code?
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Conclusion

All expenditures related to the study of a competitors product are not considered
research or experimenta expenditures and thus are not considered qualified research
expenses.

Coststo Develop | nternal Use Software

| ssue

Do costs associated with the development of software to be used internally by the
taxpayer constitute qualified research expenditures within the meaning of section 41
of the Internal Revenue Code?

Conclusion

Thisisafactual issue. Generaly speaking, the term "qualified research” does not
include research with respect to computer software which is developed by the
taxpayer primarily for internal-use per IRC section 41(d)(4)(E). However, if the
taxpayer shows that the internal-use software development activity meets the four
general requirements of |RC section 41(d) and is able to establish that it is: (1)
innovative; (2) involves significant economic risks; and (3) is not commercially
available it would qualify for the research credit.

Softwar e Expenditur es Capitalized for Book Pur poses Per FAS 86

| ssue

Should software development expenses capitalized for financial accounting purposes,
as required by Financial Accounting Statement No. 86 (FAS 86), be considered an
expense which qualifies for the Credit for Increasing Research Activity?

Conclusion

Costs capitalized by ataxpayer for book purposes in accordance with FAS 86 are
costs incurred after the technological feasibility of the software has been established.
This means that all planning, designing, coding, and testing activities that are necessary
to establish that the product can be produced to meet its design specifications have
been achieved. The completion of aworking model has been established which means
that the product performs all the major functions planned and may be ready for beta
testing and production.

The provisions of FAS 86 should not be specifically cited as a basis for denying the
benefits of the Research Credit. Instead, rely upon the provisions of the Federal
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Income Tax statutes as a basis for denial. Therefore, review the specific capitalized
expenditures per the schedule M-1 adjustment and base the decision on this review.

Small Tools and Purchased Software

| ssue

Are the cost of small tools, purchased software and other capital assets which the
taxpayer expensed pursuant to Corporate Expensing Policy qualified research
expenses under IRC section 41(b)(2)(A)(ii)?

Conclusion

Qualified supplies are defined as tangible property used or consumed in the research
effort that are not of a capital nature. Small tools, purchased software and other
capital assets that are considered property that is subject to the allowance for
depreciation or amortization do not meet the definition of qualified supplies under IRC
section 41 (b)(2)(C) and, therefore, are not considered to be qualified research
expenses.

Costs of Developing Generic Drugs

| ssue

Whether the costs incurred in the development of generic drugs constitute "qualified
research expenses' for purposes of computing the research credit under IRC section
41.

Conclusion

The process of developing a generic drug is the duplication of another taxpayer's
business component, an activity specificaly excluded from the definition of qualified
research by IRC section 41(d)(4)(C). Accordingly, the costs incurred to develop
generic drugs do not constitute qualified research expenses for purposes of computing
the research credit under IRC section 41.

SUMMARY OF COMPUTATION OF THE RESEARCH CREDIT

The issues listed above have been identified as significant issues dealing with the
research tax credit. 1ssue papers have been developed and are available to examiners
upon request. They can be obtained through the National 1ssue Speciadlist for
Research Credit or through the local 1SP District Coordinator.

9-14



Case Example: Definition of Qualified Research Expenses With Respect to
Wages, Suppliesand Contract Research Expenditures

The corporation (hereinafter referred to as"A") is engaged in the devel opment,
manufacture and sale of microcomputer mother boards and related computer
components. Proprietor chipsets are manufactured and purchased from another
company based on "A"'s designs.

The markets for the company's products are intensely competitive. These markets are
characterized by rapidly changing technology, resulting in short product life cycles and
frequent price declines. "A"'s gross profit has increased as a percentage of net sales
from 15.0 percent in fiscal 1988 to 19.9 percent in fiscal 1989, 21.2 percent in fiscal
1990 and 24.7 percent in the fiscal 1991.

"A" believes that technical leadership is essential to its success and is committed to
significant expenditures for research and development. Asaresult, the company's
R& D expenses have grown significantly through the years.

A comparative analysis of Gross Sales, R& D Expenses, and R&D Credit claimed are
asfollows:

Yea Gross Sales R& D Expenses R& D Credit Claimed

8812 $26,000,000  $1,500,000 $100,000
8912 $35,000,000  $1,800,000 $175,000
9012 $81,000,000  $5,500,000 $300,000
9112  $100,000,000  $8,000,000 $500,000

In analyzing the taxpayer's books and records, the examiner discovered:
1. Wagespaid to amanager above the level of first)line supervisors.

A highly compensated officer in the research and development division was
performing both qualified research work and an activity unrelated to research.

Per IRC sections 41(b)(1) and 41(b)(2)(B), qualified research expenses include
wages paid for the direct supervision or direct support of research activities. The
taxpayer claimed that the officer's duties consisted solely of direct supervision of
employees engaged in qualified research. The revenue agent closely examined
purchase ordersin cost of goods sold. The officer was the purchasing agent listed
on the purchase order.

Per Treas. Reg. section 1.41)2(d), an allocation between quaified and unqualified
activitiesis made for wages includible in the credit if less than 80 percent of the
employee's services are qudified. The examiner was able to verify that less than
80 percent of the officer's services were allocable to qualified research. The
examiner reduced the qualified research expenses for wages paid to the officer
allocable to duties performed as purchasing agent.

2. Contract Research Expenditures misclassified as supplies.

The taxpayer had included a significant amount of the outside contractor's
expense (65 percent allowable) as supplies (100 percent allowabl€).
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Per IRC sections 41(b)(1) and 41(b)(2)(C), qualified research expenses includes
supplies purchased for use in qualified research. The examiner closely examined
invoices for supplies with:

a.  Names more closely associated with contractors than vendors,

b. Significant dollar amounts. A portion of these items were payments for
contract research expenditures rather than supplies. The examiner reduced
qualified research expenses by 35 percent of the contract research
expenditures misclassified as supplies.

c. Nonqualified Research and Experimental Expenditures included as Contract
Research Expenditures.

Consulting services were for marketing research.

The examiner closely examined the "summary of services rendered” attached
to theinvoice,

Per Treas. Reg. section 1.174)2, advertising is a statutory exception to the
general definition of research and experimental expenditures. The examiner
reduced the credit by the contract research expenditures performed for
marketing research.

COMPUTATION OF THE RESEARCH TAX CREDIT

Base Amount Computation

Generally for taxable years beginning after 1989, a 20 percent credit for R& E
expenditures is permitted to the extent qualified research expenditures for the current
year exceed the taxpayer's "base amount” for that year.

The term "base amount” means the amount derived from multiplying (a) the fixed)base
percentage by (b) the average annual "gross receipts’ of the taxpayer for the 4 tax
years before the credit year. But in no event may the base amount be less than 50
percent of the qualified research expenses for the credit year.

The "fixed)base percentage” for a taxpayer who incurred qualified R& E expenses and
had gross receipts during each of at least 3 years from 1983 to 1989 is the ratio that its
total qualified R& E expenses for any 5 years selected by the taxpayer during the
1983-1988 period bearsto its total gross receipts for the 5 years selected.

Nevertheless, this percentage cannot exceed 16 percent. It should be noted that the
period for determining the fixed)base percentage is not the same as the base period for
determining the "average annual gross receipts.”

For a"startup company,” the Code had assigned a fixed)base percentage of 3 percent
in making the above computation. A start)up company is defined as a taxpayer who
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did not have both gross receipts and qualified research expenses during each of at least
3 tax years beginning after 1983 and before 1989. Please note that the 1993 Act
changed the computation for start)up companies.

For taxable years beginning before 1990, the above rules do not apply. Instead, for
such years the research credit should be computed on the excess of qualified research
expenses for that year over "base period research expenses." "Base period research
expenses,”" equals the average qualified research expense paid or incurred for each year
in the base period. The base period should be the 3 taxable years immediately before
the "determination year."

For tax years after 1989, qualified research expenses taken into account in computing
ataxpayer's fixed-base percentage are to be determined on a basis which is consistent
with the determination of qualified research expenses for the current year. Thus, if a
taxpayer includes (or excludes) certain expenditures in determining its qualified
research expenses for the current year, it must provide the same treatment for all such
expenditures incurred during any year taken into account in computing the taxpayer's
fixed-base percentage, regardiess of whether the period for filing a claim for credit or
refund has expired for any year taken into account in computing the fixed-base
percentage.

Examples of How to Calculate the Credit

Example 1: R&E Credit for Taxable Y ears Beginning After December 31, 1989

The R& E credit for years after 1989 requires afour step computation. They are:

Calculation of the fixed base percentage.
Calculation of the base amount.
Calculation of current expenses.
Calculation of current R& E credit amount.

El SN o

a.  Computation of the Fixed Base Percentage

Qualified

Research Gross
Year  Expenses Receipts
1984  $25,000 $ 150,000
1985 45,000 300,000
1986 30,000 400,000
1987 35,000 450,000
1988 50,000 500,000
Total 185,000 1,650,000
$ 185,000

--------- = 11.21% = Fixed Base Percentage
$ 1,650,000
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b. Calculation of the Base Amount

Gross

Year Receipts

1986 $ 400,000

1987 350,000

1988 450,000

1989 500,000

Total $ 1,700,000
Average Gross Receipts $ 1,700,000/ 4 = $ 425,000
Fixed Base Percentage x 11.21%
Base Amount $ 47,643

c. Current Qualified Research Expenses

The current years qualified research expenses has been cal culated as $73,000.
This consists of qualified wages, qualified supplies and 65 percent of the qualified
contract research expenses for 1990.

d. Calculation of the Current Y ear R& E Credit

Current Y ear Qualified Research Expenses $73,000
Less: Base Amount 47,643
Total Incremental R& E Expenses (a) 25,357
50% of current Y ear Qualified Research Expense (b) 36,500
Lessor of (a) or (b) 25,357
R&E Credit Percent x 20%
R&E Credit $ 5,071

Example 2: R& E Credit for Taxable Y ears Ending Before January 1, 1990

The R& E Credit for years ending before January 1, 1990, is based on an increase in
qualified research expenses over the base period which is the average qualified research
expenses over the prior 3 years.

Computation of the Credit for the Year 1989

Qualified Research

Years Expenses
1986 $ 30,000
1987 35,000
1988 50,000
1989 55,000

a.  Compute the Base Period
- Tota average Qualified Research Expenses
for prior 3 years, (1986-1988) 38,333
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b. Qualified Eligible Expenses

- Qualified Research Expenses - 1989 55,000

minus Base Period - 38,333
- Qualified Eligible Expenses (a) 16,667
- 50 % of Qualified Research 1989 (b) 27,500
Lessor of (a) or (b) 16,667

c. Cdculation of the Credit

- Multiply by 20 X 20%
R&E Credit for 1989 3,333

| RC Section 280(C)(c)(3): Reduction of Credit Verses Expense

A research expenditure may be eligible for both the IRC section 174 deduction and
IRC section 41 credit. The IRC section 174 deduction is reduced by 100 percent (for
taxable years beginning after December 31, 1989) and 50 percent (for taxable years
beginning after December 31, 1988, and before January 1, 1990) of the R&D credit
taken.

However, IRC section 280(C)(c)(3) permits the taxpayer to elect areduced credit
instead of reducing the IRC section 174 deduction. For taxable years beginning after
1989, the election limits the taxpayer to a credit in the amount of:

1. Theresearch credit without any reduction, less

2. The product of that credit times the maximum corporate tax rate (currently 34
percent)

For taxable years beginning after December 31, 1988, and before January 1, 1990, the
election limits the taxpayer to a credit in the amount of:

1. Theresearch credit without any reduction, less

2. One)half of the product of that credit times the maximum corporate tax rate
(currently 34 percent).

Alternative Minimum Tax

Although Congress enacted IRC section 174 to stimulate research, it has also chosen
to limit its benefit to taxpayers with too many tax preference items. Some start)up
companies that have a net profit immediately, may find their R& D credit limited by the
AMT. A solution to the double taxation and limited credit has been to elect
S-Corporation status.

The R&D credit (earned by the C-Corporation before converting to an S-Corporation)
may not be carried over to the S-Corporation. However, if built)in gains at the time of
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the S-Corporation election are recognized in the next 10 years of the S-Corporation, it
appears that the C-Corporation's R& D credit may be applied to the additional tax.
R&D credit, like the general business credit, may be carried back to the 3 preceding
years and carried forward to each of the 15 years after the year of the credit.

RESEARCH AND DEVELOPMENT TAX SHELTERS

Per IRM, "Examination Tax Shelters Handbook" Chapter 900 "Research and
Development Tax Shelters,” R& D shelters are usually in the form of partnerships set
up for the primary purpose of providing the capital necessary to accomplish a specific
research project. Typicaly, an inventor without the capital to finance his or her
research activities will take on the role of general partner. The genera partner sells
limited interests to outside investors. The limited partners furnish recourse notesin
addition to the initial cash contributions. Another organization then contracts with the
partnership to develop the idea into a marketable product.

The IRM indicates that R& D partnerships may not qualify for IRC section 174 or IRC
section 41 for two reasons:

1. Thecredit isavailable to only those taxpayers "carrying on atrade or business' as
opposed to the standard of IRC section 174 of "in connection with atrade or
business." In Scogginsv. Commissioner, T.C. Memo 1991)263; CCH Dec.
47,400(M), certain relevant factors are enumerated: terms of the parties
contractual agreements, lack of business activities of the partnership, and the lack
of capacity and incentive of the partnership to use the product in its own trade or
business.

2. Theexpense or credit is not intended "for research expenditures when the investor

plansto transfer the research resultsin return for license or royalty payments.”
The "exclusiveness' of the licenseisacritical factor here.

AUDIT TECHNIQUES

The National Issue Specidlist for the Research Credit has devel oped two audit guides
to assist field examinersin auditing the research credit. One audit guide deals with
auditing the research credit in general, the other audit guide should be used when
examining ataxpayer who is claiming the research credit for internal-use software.
These audit guides are continually being updated and it is best to contact your ISP
District Coordinator or the National 1ssue Specialist for the Research Credit for a copy
of the latest audit guide.

| ssue papers describing specific issues related to the research credit as mentioned
earlier in this chapter have been written and are also available upon request.
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MANUFACTURING GLOSSARY

-A -

Absor ption costing -- Method of product costing where fixed manufacturing overhead is
included in the inventoriable costs.!

Accountability center -- Part of an organization that is accountable for a specific set of
activities?

Actual costing -- Allocates costs to products using actual direct materials, actual direct labor,
and actual factory overhead.

Ad dlick -- Manufacturer advertisements printed up with their product on it. These are very
complete printings. All the retailer hasto do is add their product number and price.
Thisad is printed in a periodical which isthe only cost to the retailer.

Advance -- Partial payment made by the manufacturer to a contractor before the contracted
goods are completed. The advance is a short term, non-interest bearing loan from the
manufacturer to the contractor.

Advertising allowance -- An allowance given the retailer for cooperative advertising. Itis
usually allowed only to larger retailers with which the manufacturer does a
substantial volume of business. The retailer arranges media advertising, catalog, or
direct mail promotions featuring the manufacturer's products. The manufacturer's
share of the advertising is deducted from amounts otherwise owed to the
manufacturer by the retailer.

Applied overhead -- Factory overhead allocated to services or products, usually based on a
predetermined rate.*

Charles T. Horngren, Cost Accounting aManagerial Emphasis, 5" ed. (New Jersey: Prentice-Hall, Inc., 1982), p. 964
Ibid., pp. 964, 975.
Ibid., p. 965.

Ibid.



Backward scheduling® -- Starting with a given date and working backward to determine the
required start date.
-C-
Capacity -- Rate of work flow in standard hours through the work center; generally fixed.
Cash discounts -- Discounts given by the manufacturer for prompt payment by customers.
Change order -- An addition or deduction to a contract.
Char geback -- Underpayment of an invoice due to incorrect billing.

C.I.F. -- Cog, insurance, and freight. A pricing term indicating that the cost of the goods,
insurance, and freight are included in the quoted price.

Container -- Used to describe a shipment of goods imported from overseas. Each container will
have its own letter or credit number.

Contractor -- An entity that performs a designated operation in the manufacturing process, under
contract with the manufacturer. A contractor does not have legd title to the goods.
The contractor is paid a negotiated amount, maintains its own workforce, provides its
own machinery and equipment, and secures its own facility.

Control capacity -- Control over the labor and machine time used for jobs and work activities by
planning and monitoring the time requirements of key work centers.®

Control flow -- Control of continuous operations by setting common production rates for all
items, feeding work into the system at a specified rate and monitoring the rate.’

> American Production and Inventory Control Society (APICS) Dictionary, 3d ed., 1970 (modified and/or condensed.)

5 Ibid.
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Control order -- Control of intermittent operations by monitoring the progress of each individual
order through successive operations in its production cycle.?

Control priority -- Control over the status of jobs and work activities by specifying the order in
which materials and jobs are assigned to work centers.®

Conversion cost -- Direct labor plus factory overhead.™

Cooper ative advertising -- The manufacturer pays up to a specific dollar amount or percentage
of net purchases for advertising done by the retailer which is related to the company's
product.

Cost center -- Smallest segment of activity for which costs are accumulated.™

Cost sheet -- This document lists the quantity and costs of raw materials, freight, labor, allocated
overhead, and incidental materials required to produce a product. Used on job order
costing to accumulate product costs. Also called job cost sheets, spec sheets or calc
sheets.

Custom manufacturer -- Companies which produce goods to a customer's specifications.
-D-

Defective allowance -- Allowance deducted by aretailer to account for anticipated damages.
Since the product manufactured is of such small dollar value, the cost to return it from
the retailer to the manufacturer would be more than the product itself. Therefore, the
retailer will specify an alowance based on the defective pieces found. This percentage
will come off the top of the manufacturer'sinvoice, that is, for a $100,000 invoice with
a defective allowance of 3 percent, the retailer will remit $97,000.

Direct costing -- See variable costing.*

Ibid.

Ibid.

10 CharlesT. Horngren, Cost Accounting aManagerial Emphasis, 5" ed.. (New Jersey: Prentice-Hall, Inc., 1982), p.

967.

1 bid,

2 1pid., p. 968.



Direct labor costs -- Labor costs which can be identified or associated with particular units or
groups of units of a specific product. Direct labor costs would include basic
compensation, overtime pay, vacation and holiday pay, sick leave pay, shift
differentia, payroll taxes, and payments to a supplemental unemployment benefit plain
paid or incurred on the behalf of employees engaged in direct labor.

Direct material costs-- Materials which become an integral part of the specific product and
those materials which are consumed in the ordinary course of manufacturing and can
be identified or associated with particular units or groups of units of that product.

Direct material inventory -- Material on hand awaiting entry into the production process.™

Direct production costs -- Those costs which become an integral part of the product and costs
which can be identified or associated with particular units or groups of units of a
specific product.

Dispatching -- Selecting and sequencing jobs to be run at individual work centers and actually
authorizing or assigning the work to be done. The dispatch list is the primary means
of priority control.**

-E-

Expediting -- Finding discrepancies between planned and actual work output and correcting them
by attempting to speed up the processing in less than the normal lead time.*®

-F-

Factor -- A business entity that lends money on accounts receivable or buys and collects accounts
receivable.

A person who acts or transacts business for another.

Factorage -- The action or business of afactor or the allowance or commission paid afactor.

B bid.

14 American Production and Inventory Control Society (APICS) Dictionary, 3d ed., 1970 (modified and/or condensed)
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Factoring -- The business of purchasing and collecting accounts receivable or of advancing cash
on the basis of accounts receivable.

F.A.S. -- Free dongside ship. Without charge to the buyer for delivering goods alongside ship.
Finished goods -- Goods which have been fully completed but not yet sold.*

Fixed costs -- Costs that remain constant in total for a given period of time despite fluctuationsin
activity."’

F.O.B. -- Free on board. A pricing term indicating that the quoted price for a good includes the

cost of delivering the good onto a carrier at the point of shipment without charge to
the buyer.

Forward scheduling -- Starting with a known start date and proceeding from the first operation
to the last to determine the completion date.™®

Full absor ption costing -- Method of product costing where fixed manufacturing overhead is
included in the inventoriable costs plus an allocation of non-manufacturing costs.*

-G-

Guaranteed sale -- Thisisaform of consignment sale. If the product does not move, the
manufacturer must purchase it back. Many large retailers use thisin their purchase
agreements.

Indirect production costs -- Those costs other than direct production costs which are incident to
and necessary for production or manufacturing operations.

16 CharlesT. Horngren, Cost Accounting aManagerial Emphasis, 5" ed. (New Jersey: Prentice Hall, Inc., 1982), p. 969.

7 1bid,

18 American Production and Inventory Control Society (APICS) Dictionary, 3d ed., 1970 (modified and/or condensed.)

¥ CharlesT. Horngren, Cost Accounting aManagerial Emphasis, 5" ed. (New Jersey: Prentice-Hall, Inc., 1982), pp.

964, 970.



-J-

Job order costing -- Products/services readily identified by individual units or batches receiving
varying inputs of direct materials, direct labor and indirect costs. Costs are collected
according to the job or customer, for example, furniture, aircraft, printing or
machinery.

Joint products -- Goods that are simultaneously produced.

-K -

Keystoning -- Doubling cost by aretailer to arrive at aretail price.

Kickback -- The rebate of a portion of the price paid for materials or services to the purchaser or
to his agent.

-L -

Landed costs -- Costs incurred to import goods from overseas. The costs include customs
processing fees, insurance costs, letters of credit charges.

Lead time -- Timeinterval between placing an order and receiving delivery. The period of time
between the decision to release an order for production and the completion of the first
units. Includes wait, move setup, queue, and run time.

Letter of credit -- Short term loans against an established line of credit.

L oading -- Assigning hours of work to work centers in accordance with the available capacity of
the work centers.?

-M -
Mailer -- See ad dick.

Malquiladora -- Mexican assembly plant located near the U.S.-Mexican border; most production
is exported to the United States.

Manufacturer -- One who converts raw materials into a finished product.

2 American Production and Inventory Control Society (APICS) Dictionary, 3 ed., 1970 (modified and/or condensed.)
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Manufacturing burden rate method -- Assigns predetermined rates to only overhead in
allocating costs to inventory.

Manufacturing order (shop order) -- A document conveying the authority to produce a specific
guantity of agivenitem. It may aso show the materials and machinesto use, the
sequence of operations, and the due dates that have been assigned by the scheduler.

Mar gin -- The amount by which the wholesale selling price exceeds manufacturing costs. Thisis
usually expressed as a percentage of cost, that is, the same as profit margin.

Marginal costing -- See variable costing.

Markdown -- A reduction to the cost of raw materials or finished goods carried in inventory or
to the usual selling price of finished goods.

Markdown allowance -- An alowance generally negotiated with better customers and based on
the likelihood that markdowns from full retail price may need to be taken in order for
the retailer to dispose of some of the shipment. Such an allowance may be demanded
asaconcession by larger retailers, and if thisis the case, the terms may appear on their
purchase orders.

Mixed costs -- Costs which have both fixed and variable components.*
Mixed service costs -- The costs which benefit both production/inventory activities and
nonproduction/noninventory.
-N -

Net negative over head variance -- Excess of total actual indirect production costs over total
standard (or estimated) indirect production costs.

Net positive overhead variance -- Excess of total standard (or estimated) indirect production
costs over total actual indirect production costs.

2 pid.

B CharlesT. Horngren, Cost Accounting aManagerial Emphasis, 5" ed. (New Jersey: Prentice-Hall, Inc., 1982), p. 971.

2 \bid,, p. 972.



Normal costing -- Allocates costs to products using actual direct materials, actual direct labor,
and predetermined factory overhead rates.®

North American Free Trade Agreement (NAFTA) -- Agreement creating a free trade area
among the United States, Canada, and Mexico. NAFTA went into effect on January
1, 1994,
-0 -
Operation costing -- Term used in the manufacture of goods that have common characteristics
plus some individual characteristics. Products are specifically identified by batches or
jobs or production runs, for example shoes, clothing, or textiles.

Out the back door -- The term used to describe sales made off the books of the company.

Output control -- Dispatching, expediting, and any other follow-up necessary to get scheduled
work from awork center or vendor.?®

Overapplied over head -- Excess of overhead applied to products over actual overhead
incurred.?’

Overhead -- All costs other than direct materials and direct |abor that are associated with the
manufacturing process.

-P-
Period cost -- A noninventoriable cost deducted as expenses.®

Periodic inventory -- Cost of goods sold is computed periodically by relying on physica counts
and not keeping day-to-day records of units on hand or units sold.?®

3 pid.

% American Production and Inventory Control Society (APICS) Dictionary, 3 ed., 1970 (modified and/or condensed.)

21 CharlesT. Horngren, Cost Accounting aManagerial Emphasis, 5" ed. (New Jersey: Prentice-Hall, Inc., 1982), p. 973.
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Per petual inventory -- Continuous recordation of additions to or reductions in materials, work in
process, and cost of goods sold on a daily basis.®

Practical capacity -- Maximum level at which a department or plant can operate efficiently. *
Prime costs -- Direct materials plus direct labor.*

Principal Business Activity (PBA) Code -- A four digit code used by the IRS to define
industries doing business as a partnership or a corporation. Thisterm is used
interchangeably with PIA. The returns are self-coded. There are 199 codes for
partnerships and 187 codes for corporations.

Principal Industry Activity (PIA) Code -- A four digit code used by the IRS to define
industries doing business as a sole proprietorship. The returns are self-coded. There
are atotal of 183 codes.

Process costing -- Homogenous units not particular to any one customer. Units are mass
produced in continuous fashion through a series of production steps called processes.®
Costs are charged directly to the responsible department or process, for example paint,
oil or rubber.

Product costs -- Costs identified with goods acquired or produced for sale.®

Production costs -- Those costs which are incident to and necessary for production or
manufacturing operations or processes. Costs incurred that add utility to a product.

Profit margin -- The amount by which the wholesale selling price exceeds manufacturing costs.
Thisis usually expressed as a percentage of cogt, that is, the same as margin.

0 pid.

L bid.

32 \bid., p. 974

3 Ibid.

Ibid.
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-R -
Reorder point -- Quantity level at which anew order should be placed.®

Routing -- The determination of which machines or work centers will be used to manufacture a
particular item. Routing is specified on a route sheet.*

Route sheet -- Identifies operations to perform, sequence, and possibly materials, tolerances,
tools, and time allowances.

-S-

Scheduling -- Setting operation start dates for jobs so that they will be completed by their due
date.*’

Separ able costs -- Costs beyond the split-off point that are not part of the joint process and can
be exclusively identified with individual products.®

Setup time -- Time required to adjust a machine and attach the proper tooling to make a
particular product.®

Shop order (manufacturing order) -- A document conveying the authority to produce a specific
guantity of agivenitem. It may aso show the materials and machines to use, the
sequence of operations, and the due dates that have been assigned by the scheduler.”

Split-off point -- The point in production where joint products become individually identifiable.**

3 ibid,, p. 977

% American Production and Inventory Control Society (APICS) Dictionary, 3 ed., 1970 (modified and/or condensed.)

57 Ibid.

B CharlesT. Horngren, Cost accounting a Managerial Emphasis, 5" ed. (New Jersey: Prentice-Hall, Inc., 1982), p. 976.

39 American Production and Inventory Control Society (APICS) Dictionary, 3 ed., 1970 (modified and/or condensed.)

Ibid.

4 CharlesT. Horngren, Cost Accounting aManagerial Emphasis, 5" ed. (New Jersey: Prentice-Hall, Inc., 1982), p. 976.
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Standard absor ption cost method -- Assigns predetermined rates to all elements (that is, direct
costs and fixed factory overhead) of product cost in assigning costs to inventory
without reference to the actual costsincurred.* If actual costs differ from the
predetermined costs for an element, a variance occurs.

Standard Industrial Classification (SIC) System -- A four digit code developed by statistical
agencies (Census, Bureau of Labor) used in defining industries and classifying
individual establishments by industry. Codes are assigned by the agency. There are
1,005 codes.

Standard variable costing -- Same as standard absorption cost method except that fixed factory
overhead is not included.®

Storesrequisition -- Form used to charge job cost sheets for direct materials used.*
-T -
Theoretical capacity -- Capacity that assumes output production 100 percent of the time.*®

Trade discounts -- A traditional trade discount is still demanded by many of retailers. The
retailer will account for the purchase at cost before the discount and base their selling
price on amarkup from this figure. The usual mark up is 100 percent or double cost,
sometimes referred to as 50 percent. Many manufacturers will mark up their usual
selling price to absorb the trade discount. For example, they will sall the equivalent of
$92 in goods to the retailer for $100, then allow an $8 trade discount.

Transfer price -- Price charged by one department of a manufacturer for a product or service
that it suppliesto another department of the same manufacturer.*

Transferred-in cost -- In process costing, costs incurred in a prior department that are received
in a subsequent department.*’

a2

Ibid.
B Ibid.
“ Ibid.
S bid,, p. 977
% Ibid.
4 Ibid,
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-U-

Underapplied overhead -- Excess of actua factory overhead over the factory overhead applied
to products.®®

-V -

Variable cost -- Cost which isuniform per unit but fluctuates in total in direct proportion to
changes in the related total volume or activity.*

Variable costing -- Product costing that charges fixed factory overhead immediately asincurred
against the revenue of the period, without assigning it to specific units produced. Also
called marginal costing or direct costing.®

Volume allowance -- Thisis much the same as a yearend allowance but is granted based on
annua volume only with athreshold figure set before the allowance of any discount.
The discount alowed will generally increase as annual volume passes designated
amounts.

W -

War ehouse allowance -- A warehouse alowance is a 2-3 percent discount demanded by many
mass merchandisers. It may be accounted for by being indicated as areduction in
price shown directly on the manufacturer's invoice with areduced net billing or asa
chargeback later made by theretailer. The rationale for this allowanceis that these
retailers re-ship to their stores from a central warehouse, enabling the manufacturer to
make a single bulk shipment to the warehouse instead of shipping to the individual
stores making up the chain. The amount and terms of the allowance are often printed
on the purchase order form.

Waste -- Material which islost, evaporates, or shrinks in the manufacturing process, or isa
residue that has no measurable value.*

Ibid.

B pid.

0 pid.

1 bid.
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Work center -- An areaor work station where a particular type of work is performed.®
Work in process -- Goods undergoing the production process but not fully completed.®
Work ticket -- Shows the time spent on a specific job.>*
Workload -- Amount of work or backlog in awork center.

-Y -

Y earend allowance -- A yearend allowance is customary with some manufacturers and is usualy
given only to their best customers, but may aso be alowed to some of their older
customers regardless of volume. The alowance is generally negotiated at an amount
usually equal to 1 to 3 percent of annual calendar year sales. The allowanceis taken
by the retailer as a credit against his or her outstanding accounts payable in the
subsequent year. 1f a$30,000 total alowance is due the customer, they will generally
take the credit at $10,000 a month over 3 months or $5,000 a month over 6 months
either by agreement or as a courtesy to the manufacturer.

2 American Production and Inventory Control society (APICS) Dictionary, 3 ed., 1970 (modified and/or condensed.)

% CharlesT. Horngren, Cost Accounting aManagerial Emphasis, 5" ed. (New Jersey: Prentice-Hall, Inc., 1982), p. 977.

% Ibid. p. 978
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