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Charles Rettig and Edward Robbins provide a step-
by-step overview of how the IRS audit and appeals 
processes work. 

The IRS, a branch of the U.S. De-
partment of Treasury, is the nation’s 
tax agency and administers the In-
ternal Revenue Code enacted by 
Congress. Its Mission follows:

... to provide America’s tax-
payers with top quality service 
by helping them understand 
and meet their tax responsi-
bilities and by applying the tax 
law with integrity and fairness 
to all. 

It is unequivocally the absolute 
best administrative tax agency in 
the world!

The IRS directly interacts with 
more Americans than any other 
public or private organization. 
The Commissioner of the IRS 
has been delegated the author-
ity to administer and enforce the 
Internal Revenue laws and has 
the fi nal administrative authority 
concerning substantive interpreta-
tion of the tax laws as refl ected in 
legislative and regulatory propos-
als, revenue rulings, letter rulings 
and technical advice memoranda. 
In its most recent fi scal year, the 
IRS collected more than $2 tril-
lion in revenue and processed 

approximately 222 million tax 
returns. It costs about 48 cents 
for each $100 collected by the 
IRS. The IRS annually assists more 
than 97 million taxpayers who call 
the toll-free automated telephone 
line, write letters or visit one of 
the more than 400 offi ces the IRS 
maintains nationwide.

Historically, tax administration 
in the United States has been 
sidelined by a Congress that has 
routinely kept the IRS underfund-
ed and confused. IRS collection 
and examination enforcement 
staffi ng has been reduced by 36 
percent from fiscal year 1996 
(approximately 25,000 staff) to 
fi scal year 2003 (approximately 
16,000 staff). About 45 percent 
of the current IRS Revenue Agents 
and Revenue Offi cers are eligible 
to retire within fi ve years.
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From 1952 to 1998, the IRS 
was organized in a three-tier 
geographical structure with a 
multi-functional National Offi ce, 
Regional Offi ces and District Of-
fi ces. The IRS National Offi ce was, 
and remains, located in Washing-
ton, D.C. and assumes primary 
responsibility for decisions re-
garding tax laws for guidance of 
IRS personnel. Previously, there 
were four regional offi ces (the 
Northeast Region, headquartered 
in Manhattan, New York; the 
Southeast Region, headquartered 
in Atlanta, Georgia; the Midstates 
Region, headquartered in Dallas, 
Texas; and the Western Region, 
headquartered in San Francisco, 
California), with a Regional 
Commissioner coordinating the 
affairs in each region, together 
with a Regional Counsel and a 
Regional Director of Appeals. 
Each region consisted of various 
District Offi ces that were primar-
ily responsible for the assessment 
and collection of taxes, exami-
nation of returns, collection of 
tax liabilities and investigation 
of potential tax fraud. District 
Directors coordinated various 
divisions, including the Exami-
nation Division, the Collection 
Division, the Criminal Investi-
gation Division and the District 
Counsel. There were 33 District 
Offi ces, 10 Service Centers and 
three Computing Centers.

The IRS Restructuring and 
Reform Act of 19981 dictated 
implementation of an IRS or-
ganizational restructuring. As a 
result, the IRS was reconfi gured 
into four separate operating divi-
sions servicing particular groups 
of taxpayers with similar needs. 
The four operating divisions 
presently include the Wage and 
Investment Division, the Tax-
Exempt/Governmental Entities 
Division, the Small Business/Self-

Employed Division and the Large 
and Mid-Sized Business Division 
with each having a Division Com-
missioner reporting directly to the 
IRS Commissioner.

The Wage and Investment 
Division (W&I) headquartered 
in Atlanta, Georgia services ap-
proximately 122 million mostly 
wage-earner taxpayers through 
fi ve IRS Service Centers.

The Tax Exempt/Governmental 
Entities Division headquartered 
in Washington, D.C. services 
approximately three million 
Employee Plans, Exempt Organi-
zations and Governmental Entities 
ranging from small community or-
ganizations and municipalities to 
universities, pen-
sion funds state 
governments 
and complex 
tax-exempt bond 
funds controlling 
more than $7.9 
trillion in assets 
and paying more 
than $220 billion in employment 
tax and income tax withholding. 
Exempt Organization taxpayers 
represent more than 1.6 million 
tax-exempt organizations—in-
cluding about 400,000 religious 
organizations—having approxi-
mately $2.4 trillion in assets. 
Employee Plans taxpayers include 
private and public retirement 
plans with $4.1 trillion in assets. 
Government Entities include 
outstanding tax-exempt bonds 
with a total value of $1.4 trillion, 
86,000 federal, state and local 
entities and over 550 federally 
recognized Indian tribes.

The Small Business/Self-
Employed Division (SB/SE) 
headquartered in New Carrollton, 
Maryland has primary responsibil-
ity for all taxpayers fi ling Schedule 
Cs, Schedule Fs, Schedule Es, 
Forms 2106, Partnership and S 

Corporation Returns and Corpo-
rate Returns with assets under $10 
million. It services approximately 
45 million mostly self-employed 
individuals and small businesses. 
In 2001, SB/SE hired approxi-
mately 1,500 Revenue Agents, 
Revenue Offi cers and Tax Compli-
ance Offi cers (“Offi ce Auditors”). 
In 2002, there were an additional 
approximately 750 Revenue 
Agents, Revenue Offi cers and Tax 
Compliance Offi cers. Currently, 
the IRS is attempting to employ 
several thousand additional Rev-
enue Agents, Revenue Offi cers 
and Tax Compliance Offi cers.

The ongoing SB/SE Exam Re-
engineering Project represents 

a revision of the normal SB/SE 
audit process. Examining agents 
now often begin building a case 
before actually contacting the 
taxpayer and, generally, may have 
reviewed the previous returns in 
an effort to determine “material 
audit issues” and patterns. The 
taxpayer will then be contacted 
and advised as to the scope of 
the audit. Essentially, this project 
is based on the materiality test of 
focusing on the most signifi cant 
issues that are current compli-
ance issues. The agent should 
not unilaterally extend the scope 
of an audit without a materiality 
review, which would include the 
agent’s manager and, possibly, the 
IRS Territory Manager.

The Large and Mid-Sized 
Business Division (LMSB) head-
quartered in Washington, D.C. 
services approximately 210,000 

The IRS directly interacts with more 
Americans than any other public 

or private organization. 
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corporations and partnerships hav-
ing assets in excess of $10 million. 
For FY 2002, corporate taxpayers 
served by LMSB reported a tax 
liability of $152.6 billion. Cur-
rently, LMSB has approximately 
6,000 employees consisting of 
highly skilled agents, specialists 
and international examiners. 
LMSB expects to hire up to 400 
technical employees in FY 2004 
and has submitted a budget re-
quest to further increase their 
technical employees in FY 2005. 
LMSB enforcement activities in FY 
2002 recommended an additional 
$15.5 billion in tax defi ciencies. 

LMSB is organized among fi ve 
industries: Communications, 
Technology and Media; Financial 
Services; Heavy Manufacturing 
and Transportation; Natural Re-
sources and Construction; and 
Retailers, Food, Pharmaceuticals 
and Healthcare. There are also 
Field Specialists operating in a sup-
port function for these operations. 
The current strategic priorities of 
LMSB include Globalization (deal-
ing with a global economy), Issue 
Management (attempt to resolve 
potential tax disputes earlier in 
the process), Abusive Tax Shel-
ters (LMSB’s highest enforcement 
priority) and Assess Compliance 
Risks within the LMSB taxpayer 
population. Other high-risk issues 
requiring additional research and 
appropriate compliance improve-
ment action involve executive 
compensation, offshore tax avoid-
ance transactions, flow-through 
entities, special purpose entities 
and fi nancial versus tax reporting 
discrepancies. Components of the 
strategy to expand LMSB enforce-
ment capability include efforts to:

reduce cycle time and im-
prove the currency in LMSB 
examinations;
re-engineer compliance pro-
cesses to develop methods, 

such as the limited issue 
focused examination (LIFE) 
process, to better manage 
high-risk issues and to resolve 
cases efficiently and timely;
increase Revenue Agent 
staffing to balance the LMSB 
enforcement caseload;
partner with the SB/SE Divi-
sion and other IRS business 
units to address issues of 
noncompliance prevalent 
across the spectrum of busi-
ness-related taxpayers;
issue formal guidance quickly 
on issues prone to abuse or 
improper interpretation and 
application by taxpayers; and
redirect resources to bal-
ance compliance across the 
entire taxpayer base served 
by LMSB. 

Abusive Tax Avoidance Trans-
actions (ATAT). Developing an 
efficient strategy to deal with 
abusive tax shelters is a signifi -
cant strategic initiative of the IRS 
and LMSB. Tax shelters have been 
described as providing IRS with 
a “target rich environment.” “Tax 
shelters” are generally defi ned by 
Code Sec. 6662(d)(2)(C)(iii) as a 
“partnership or other entity, any 
investment plan or arrangement, 
or any other plan or arrangement, 
if a signifi cant purpose of such 
arrangement is the avoidance or 
evasion of Federal income tax.” 
The IRS and the Treasury are 
publishing legal guidance as early 
as possible when they believe a 
transaction is abusive. A “listed 
transaction” is a transaction that is 
the same as or substantially similar 
to one of the types of transactions 
that the IRS has determined to be 
a tax avoidance transaction and 
identifi ed by notice, regulation or 
other form of published guidance 
as a listed transaction for purposes 
of Code Sec. 6011. This process 
is designed to deter subsequent 

promotion (“death by publica-
tion”) and investment in abusive 
transactions and to facilitate 
identifi cation of investors and pro-
moters. It also ensures consistent 
treatment of such transactions by 
IRS fi eld agents.

LMSB is pursuing these trans-
actions with an emphasis on 
promoting disclosure required 
bythe Jobs Act and Treasury 
Regulations and increasing pro-
moter investigations and investor 
examinations. Curbing abusive 
“tax shelters” is a priority for the 
IRS and the Treasury. Numerous 
individual and business tax-
payers have been identified as 
participants in transactions that 
offset gains or defer gain recogni-
tion. These transactions typically 
involve highly complex fact pat-
terns, signifi cant amounts at issue 
over multiple tax years, and are 
often structured among multiple 
related entities and may appear 
on the corporate return or on the 
corporate offi cer or shareholder 
return via a fl ow-through from a 
partnership, S corporation or other 
entities. In October 2003, LMSB 
fi eld agents had more than 4,000 
investor tax returns with shelter 
issues under examination.

Listed transactions often involve 
fi nancially sophisticated tax pro-
fessionals and promoters, and the 
structure and marketing of the 
transactions are diffi cult to detect. 
The Jobs Act and Treasury regula-
tions require promoters to register 
certain tax shelters and make lists 
of investors available to the IRS 
upon request. Further, those who 
invest in these transactions are 
required by Treasury regulations 
to disclose such positions claimed 
on their tax returns.

LMSB currently has over 100 
investigations of (tax shelter) 
promoters underway. SB/SE has 
more than 900 promoters under 
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investigation. LMSB investigates 
promoters to ensure their com-
pliance with registration and list 
maintenance requirements. If the 
promoters do not provide investor 
lists, the IRS and the Treasury may 
issue summonses. To date, at least 
315 administrative summonses 
have been issued to secure investor 
lists. The IRS seeks summons en-
forcement when promoters do not 
comply with a summons; at least 
114 have been referred to the Jus-
tice Department for enforcement. 
The IRS also can seek approval 
from the U.S. District Court to 
serve “John Doe” summonses on 
promoters to secure investor iden-
tities. To date, at least fi ve such 
summonses have been authorized 
in promoter investigations.

Executive Compensation. LMSB 
is leading the coordination, devel-
opment and implementation of a 
strategy to identify and address ex-
ecutive compensation compliance 
issues. LMSB is currently review-
ing executive compensation issues 
as part of the examinations of at 
least 24 corporation tax fi lings. 
Expansion of this activity will be 
commensurate with the results of 
those cases.

Executive compensation has 
evolved dramatically in recent 
years, in creativity, complexity and 
dollar value. Stock options, deferred 
compensation, fringe benefi ts and 
other “noncash” alternative forms 
of compensation are becoming in-
creasingly popular and making up 
larger and larger parts of executives’ 
overall compensation packages. 
The size or dollar value of execu-
tive compensation is not under the 
jurisdiction of federal tax adminis-
tration; it is a corporate governance 
matter that is the responsibility of 
the employer’s board of directors 
or other governing body. There are, 
however, multi-faceted tax impli-
cations for all forms of executive 

compensation: income and employ-
ment tax issues for the employers 
who pay the compensation and the 
executive employees who receive 
it. In addition to the increasing use 
of noncash compensation, the use 
of partnerships and trusts (both do-
mestic and offshore) in the handling 
of compensation is also increasing. 
These factors add considerable 
complexity in determining current 
and future year tax liabilities for ex-
ecutives and their employers.

Globalization Compliance 
Issues. As the business world con-
tinues to globalize, tax planning is 
increasingly focused on worldwide 
effective tax rate minimization. 
As a result, taxpayers often have 
an incentive to 
adopt structures 
or arrangements, 
such as transfer 
pricing that in-
fl ate expenses in 
high tax jurisdic-
tions and/or shift 
income to low 
tax jurisdictions. 
While many cross-border transac-
tions are clearly contemplated and 
addressed under domestic law or 
treaty provisions, others involve 
emerging issues that may consti-
tute unacceptable tax avoidance 
or evasion.

Issue Resolution Alternatives. 
LMSB compliance improvement 
is not limited to enforcement 
actions. Resolution processes 
are in place to assist taxpayers 
who want to resolve complex 
issues that would otherwise 
likely be disputed in conten-
tious post-filing examinations 
or litigation. Alternatives are in 
place to resolve issues at both 
pre-filing and post-filing stages 
of the tax return process. The 
pre-filing approach includes 
issuing published guidance on 
the IRS’s position on complex 

technical issues, including cor-
porate tax shelter promotions so 
that taxpayers do not invest in 
abusive schemes.

Pre-fi ling agreements may be re-
quested by taxpayers in advance 
of fi ling a tax return to obtain spe-
cifi c guidance on tax issues whose 
resolution had been uncertain. 
The Industry Issue Resolution (IIR) 
process results in formal guidance 
that establishes a consistent posi-
tion for issues that are common 
to many large business taxpayers. 
The IIR process addresses the 
tax treatment of the issue on an 
industry-wide basis rather than a 
case-by-case basis. The fast track 
issue resolution process, which 

is a joint effort with IRS Appeals, 
incorporates settlement authority 
and mediation techniques to offer 
taxpayers accelerated resolution 
while LMSB retains jurisdiction.

IRS Audit Process
Introduction

Representation of clients in-
volved in an audit or dispute 
with the IRS requires the exercise 
of considerable judgment, discre-
tion and caution. There are often 
unknown, potentially sensitive 
issues that might unexpectedly 
arise during the course of any 
audit. Throughout, the represen-
tative must balance his duties to 
his client with the representative’s 
ethical and legal obligations. Ef-
fective representation requires that 

Representation of clients involved 
in an audit or dispute with the IRS 

requires the exercise of considerable 
judgment, discretion and caution.



44

the representative understand the 
entire administrative process and 
the inherent limitations involved 
at each level of the administrative 
process. Further, the representa-
tive must be able to acknowledge 
his or her own limitations.

Selection of Returns for Audit

A taxpayer’s return may be se-
lected for audit through a variety 
of different ways. The most com-
mon historical selection process 
was the computer-generated au-
dit. Although the returns selected 
for audit in this manner may not 
initially raise the suspicions of an 
examining agent, with the excep-
tion of the few items that may 
have exceeded certain tolerance 
levels set on the IRS computer, a 
good agent is capable of ferret-
ing out relevant issues through a 
thorough bank deposit, net worth 
or expenditures analysis and ba-
sic investigative techniques. There 
are, however, many other ways in 
which a return may be selected 
for audit:

National Research Project 
(NRP). In certain years, tax returns 
have been randomly selected for 
audit based upon the ending 
digits of taxpayer identifi cation 
numbers. The National Research 
Program (NRP) is an ongoing 
comprehensive effort by the IRS 
to measure payment, fi ling and 
reporting compliance for differ-
ent types of taxes and various sets 
of taxpayers. Historically, the IRS 
relied heavily on time-intensive, 
Taxpayer Compliance Measure-
ment Program (TCMP) audits to 
establish a baseline measure of 
reporting compliance. The TCMP 
return and all related returns were 
subjected to a detailed “line-by-
line” verifi cation procedure. The 
most recent TCMP cycles have 
involved audits of 1976, 1979, 
1982, 1985, 1988 and 1992 re-

turns. A scheduled TCMP audit 
of approximately 150,000 1994 
returns was canceled for budget 
and other reasons. NRP informa-
tion allows the IRS to replace 
outdated audit formulas and bet-
ter target its compliance efforts. It 
should lead to redesigned forms, 
improved communications, 
suggested tax law changes and 
enhanced enforcement focused 
on noncompliant taxpayers. NRP 
provides the IRS a road map for 
selecting future audits—a crucial 
point because audits of compli-
ant tax returns are unnecessary, 
burdensome and not cost effec-
tive for taxpayers or the IRS. The 
IRS implementation of NRP audits 
has been referred to as the “Son 
of the TCMP.”

Discriminate Income Function  
(DIF) System. The DIF system is 
a computer-based technique used 
by the IRS to classify income tax 
returns according to their tax-
change potential. In the two-stage 
process, the return is scored by 
the IRS computer using sophis-
ticated mathematical formulas 
designed to identify returns for au-
dit potential. In the second stage, 
returns with the highest scores are 
manually screened to determine 
if examination is warranted. The 
screening process is designed to 
consider schedules and other ex-
planatory information attached to 
the return, which cannot be rec-
ognized by the computer. Each 
line of the return is scored and if 
the total score exceeds a certain 
level, the return is identifi ed by 
computer for examination. Of-
ten, returns are selected for audit 
through this process, because 
certain items (e.g., excessive 
contribution deductions, em-
ployee business expenses, etc.) 
on the returns have exceeded 
tolerances on the IRS computer, 
thus increasing the total DIF 

score associated with the return. 
Given the changing focus of au-
dit activity, TCMP and DIF scores 
haven’t been as important—other 
methods are better able to detect 
unreported income or overstated 
deductions.

Unreported Income Discrimi-
nate Index Formula (UIDIF). The 
IRS has unveiled the existence of 
its UIDIF as a methodology for 
detecting returns with a high prob-
ability of under-reported income.

Examinations of Related or As-
sociated Taxpayers. This “lateral 
entry” selection process can be 
quite damaging to the audit tar-
get, because the examining agent 
begins the audit with a substan-
tial amount of information, both 
documentary and sometimes tes-
timonial, developed in the audit 
of a third party’s return. A prime 
example of this type of audit is 
the audit of a local check cash-
ing agency that routinely cashed 
the checks of its customers, most 
of whom were private business 
people who had the habit of 
cashing checks received in their 
businesses for personal use. The 
IRS is aware that there remains a 
likelihood that the cashed checks 
were not reported on the various 
individuals’ business books and 
records as gross receipts.

Public Records. Examinations 
sometimes arise from an agent’s 
review of legal fi lings, newspa-
per articles or other local, state 
or national publicity sources, and 
court records.

Agency Information Referrals. 
Federal, state and local regulatory 
and law enforcement agencies 
can provide source informa-
tion that could lead to an audit. 
These agencies include police 
departments, the Securities and 
Exchange Commission, the Fed-
eral Bureau of Investigation, the 
Drug Enforcement Agency, the 
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State Department of Insurance and 
other cooperating agencies.

Nonfi ler Information. The IRS 
computer identifies taxpayers 
who have failed to file returns 
and this information could result 
in a direct referral of the matter to 
an examining agent. Also, this in-
formation is sometimes developed 
by an IRS Collection representa-
tive (a “Revenue Offi cer”) as a 
“Tax Delinquent Investigation” 
(TDI), which can be transferred 
to an IRS examining agent for the 
review of returns which have been 
obtained by the Revenue Offi cer 
or for further development of 
income information where the 
taxpayer has to fi le the outstand-
ing returns.

Other IRS Projects—Credit 
Card Project; High-Risk, High-
Income Taxpayers; etc. The IRS 
has received substantial informa-
tion through its Offshore Credit 
Card Program (based on a belief 
that individuals are using credit 
cards based in foreign “tax haven” 
countries to evade payment of U.S. 
taxes). Summons enforcement pro-
ceedings regarding MasterCard, 
American Express and VISA have 
provided a wealth of information 
to be reviewed and analyzed. The 
IRS has also been matching K-1 
forms from passthrough entities 
and, using various fi lters, is at-
tempting to identify high-income, 
high-risk taxpayers.

Audit Preparation

Following receipt of an audit 
notice, the representative should 
thoroughly review the return(s) to 
be audited and attempt to deter-
mine if there are any potentially 
sensitive issues that may arise 
during the course of the audit. 
The representative must also re-
view and reconcile the taxpayer’s 
books of account, income state-
ments, balance sheets, general 

ledgers, summary records of busi-
ness operations (i.e., cash receipts 
and disbursements journals, sales 
journals, etc.), and the taxpayer’s 
state and federal returns.

With respect to audits of re-
turns for individuals or closely 
held businesses, while preparing 
for the audit the representative 
should attempt to reconcile bank 
deposits with reported gross re-
ceipts for the period(s) under 
audit. Further, the returns of any 
related entities (entities in which 
the taxpayer may hold an inter-
est or entities controlled by the 
taxpayer) should also be carefully 
reviewed. Any apparent discrep-
ancies must be reconciled. It 
may be beneficial to provide 
reconciliation schedules to the 
government early in the audit 
process if, during preparation 
for the audit, the representative 
has determined that there are 
unintentional inaccuracies in 
the return.

Following receipt of an audit 
notice, it is sometimes benefi cial 
to contact the government agent 
in order to possibly streamline 
the scope of information being 
sought. Most initial audit notices 
are accompanied by a relatively 
lengthy list of generic information 
that is requested to be available 
at the commencement of the au-
dit. Contacts with the examining 
agent prior to the audit may allow 
the representative to narrow the 
information being sought thereby 
reducing the overall efforts in-
volved and possibly limiting the 
length of the audit.

If the representative is not ap-
propriately prepared, the audit 
should be postponed. It is unlike-
ly that the agent would oppose a 
representative’s timely request (a 
request that occurs more than a 
few days prior to the scheduled 
commencement date of the audit) 

for a postponement of the audit. 
Most agents have many different 
matters pending and can readily 
schedule other appointments if a 
request for postponement is ob-
tained within a reasonable time 
before the scheduled commence-
ment of the audit.

The government frequently re-
quests that the audit occur at the 
taxpayer’s place of business, such 
that relevant books and records 
will be readily available. Howev-
er, a representative should likely 
schedule the audit to occur in a 
secure environment, away from 
the taxpayer’s place of business 
or, if the audit must occur at the 
taxpayer’s place of business, away 
from the tax or accounting depart-
ments of the taxpayer. Further, the 
government agent should not be 
located near auditors for other 
federal or state agencies that may 
be auditing the taxpayer at the 
same time. Casual conversations 
between government representa-
tives are usually not benefi cial for 
the taxpayer.

It is incumbent upon the repre-
sentative to assist the government in 
understanding the nature and type 
of the taxpayer’s business activ-
ity. If there are signifi cant internal 
controls, the representative should 
thoroughly describe the relevant 
internal controls as a method of 
providing credibility to the taxpayer 
and the taxpayer’s return(s).

Positions presented during the 
course of the audit should be 
well documented. Copies of any 
documents provided should be 
retained in a separate audit fi le. 
All requested documents and 
information should be provided 
in a timely and orderly fashion. 
Although the representative may 
already have copies of docu-
ments being provided, copies of 
any requested documents should 
be made in duplicate—one copy 
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for the government and an ex-
tra copy to be maintained in a 
separate audit file specifically 
identifying documents provided 
during the course of the audit. It is 
important to know exactly which 
documents are of importance to 
the government.

During the course of an audit, 
the representative should reason-
ably attempt to limit the scope of 
the inquiry, avoid the presentation 
of false or misleading informa-
tion, avoid false statements by 
the taxpayer and the taxpayer’s 
representative and limit the 
information provided so as to 
avoid the waiver of any potential 
privileges. It is generally recom-
mended that separate files be 
prepared for relevant documents 
that might be requested by the 
government and documents that 
contain potentially confi dential, 
privileged information.

Counsel should typically make 
determinations as to any poten-
tial privileges that might apply 
with respect to information or 
documents that may be request-
ed by the government during the 
course of an examination of the 
taxpayer’s returns. A privilege 
cannot generally be invoked if 
the otherwise privileged informa-
tion has already been disclosed. 
In this regard, where potentially 
privileged information may ex-
ist, it is especially important 
to carefully review all relevant 
information and documentation 

with the intention of avoiding 
any inadvertent disclosures.

It is generally advisable to at-
tempt to resolve any civil tax 
dispute at the earliest opportunity. 
A lengthy audit may be costly from 
the perspective of the expenditure 
of time and effort involved, as well 

as the taxpayer’s 
degree of frus-
tration with the 
normal admin-
istrative process. 
Further, a pro-
longed audit is 
more likely to 
uncover poten-
tially sensitive 
issues that could 

generate increased tax defi cien-
cies, penalties, or the possibility 
of criminal sanctions.

Finally, the administrative pro-
cess should not be abused merely 
because of the taxpayer’s desire 
to delay the determination and 
collection of any potential li-
ability. Collection-related issues 
should be sorted out through an 
installment payment arrange-
ment that would be negotiated 
through the normal collection 
process following conclusion of 
the audit process.

The Examination

The IRS examination function 
has been signifi cantly enhanced 
due to increased transaction 
and information reporting, bet-
ter developed audit plans and 
techniques focusing on spe-
cific industries or issues, and 
substantially increased access to 
computerized data banks. In ad-
dition, with respect to individuals 
involved in cash-intensive busi-
nesses (restaurants, bars, etc.), 
or Schedule C businesses, there 
has been a movement away from 
the mechanical examination of 
a return in favor of a somewhat 

generic investigation of the tax-
payer’s fi nancial activities.

The impact of more focused IRS 
investigative techniques is readily 
apparent in various provisions set 
forth in the IRS Restructuring and 
Reform Act of 1998 (RRA ’98). 
Various investigative techniques 
employed by the IRS have often 
compromised the relationship 
between nonlawyer tax practitio-
ners and their clients. In response, 
RRA ’98 provided nonlawyer tax 
practitioners a limited statutory 
privilege for tax-related communi-
cations that is similar to common 
law protections of confi dentiality 
relating to legal communications 
between a taxpayer and counsel.2 
Although nonlawyer tax practitio-
ners received a limited privilege, 
there remains the potential for 
information disclosed to the 
nonlawyer tax practitioner to be 
discoverable by the government or 
others in subsequent criminal tax 
proceedings or civil litigation. 

If there are potentially sensitive 
issues, the taxpayer should be 
interviewed by counsel in order 
to determine whether there is a 
need to fully preserve potentially 
privileged information. In turn, 
counsel should consider engag-
ing the accountant to coordinate 
the audit on behalf of the taxpay-
er. Under the doctrine of Kovel,3 
the investigative accountant may 
be clothed with an extension of 
the attorney’s privilege. Further, 
and of signifi cant importance to 
the accountant, the accountant 
might become the subject of a 
malpractice action if not engaged 
by the taxpayer’s counsel in the 
event information revealed to the 
accountant during or in prepa-
ration of an audit is ultimately 
required to be unnecessarily 
disclosed to others.

Effective representation of a 
taxpayer during an examination 

If there are potentially sensitive issues, 
the taxpayer should be interviewed 

by counsel in order to determine whether 
there is a need to fully preserve potentially 

privileged information.
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requires a thorough review of the 
taxpayer’s general fi nancial activi-
ties not otherwise set forth on the 
returns. Code Sec. 7602(d) has 
been added to the Internal Rev-
enue Code to prohibit the use of 
“fi nancial status” or “economic 
reality” examination techniques 
to search for unreported income 
unless there is a “reasonable indi-
cation” that there is a likelihood 
of unreported income.4 Under 
the fi nancial status approach, a 
taxpayer’s total fi nancial situation 
is evaluated to assure that the tax 
return accurately refl ects report-
able income. It is an approach 
designed to compare informa-
tion set forth on a return with 
the taxpayer’s fi nancial lifestyle 
or business activities. It is also 
an attempt by the IRS to increase 
compliance and search out poten-
tially fraudulent situations.

Historically, conventional au-
dit techniques were discovered 
to be grossly inadequate for the 
purpose of demonstrating an un-
derstatement of taxable income. In 
such event, the government often 
resorted to one or more indirect 
methods of detecting unreported 
income.5 Indirect methods may 
generally be pursued, even though 
the taxpayer’s books and records 
appear reliable. In fact, the indi-
rect method often provides strong 
evidence that the taxpayer’s books 
and records are otherwise unreli-
able.6 In Holland, the Supreme 
Court stated: “To protect revenue 
from those who do not render true 
accounts, the government must be 
free to use all legal evidence avail-
able to it in determining whether 
the story told by the taxpayer’s 
books accurately refl ects his fi -
nancial history.”7 Further, indirect 
methods as a basis of providing 
reliable estimates of the taxpayer’s 
taxable income have been con-
sistently affirmed on the basis 

that: “To require more would be 
tantamount to holding that skillful 
concealment is an invincible bar-
rier to proof.”8

A better-equipped IRS has been 
able to ferret out potentially sen-
sitive issues in a manner often 
compromising the relationship 
between a taxpayer and their 
nonlawyer tax practitioner. Has 
the IRS examination function 
been somewhat prevented from 
applying various indirect meth-
ods (bank deposits analysis, cash 
expenditures analysis, net worth 
analysis, mark-up analysis) to 
determine if there is a “reason-
able indication” of unreported 
income? Historically, a more in-
depth investigation did not occur 
unless there was otherwise some 
inability to reconcile a taxpayer’s 
income. Calculations based on 
an indirect method have always 
required corroboration through 
proper and competent evidence, 
including interviews with the 
taxpayer, records furnished by the 
taxpayer and third-party sources. 
As such, Code Sec. 7602(d) has 
not had a signifi cant impact on the 
use of indirect methods of proving 
a taxpayer’s income.

Prior to the commencement of 
an IRS examination, a represen-
tative should review any relevant 
IRS Audit Technique Guidelines 
issued pursuant to the IRS Market 
Segment Specialization Program 
(MSSP). The MSSP was designed to 
improve compliance by focusing 
on taxpayers as members of par-
ticular groups. These groups have 
been defi ned by type of business 
(i.e., gas stations, grocery stores, 
etc.), technical issues (passive 
activity losses), types of taxpayer 
(i.e., returns lacking economic 
reality) or method of operation 
(i.e., cash businesses). As agents 
focused on the tax compliance 
of a particular group, they gained 

experience on specifi c issues to 
be examined for particular types 
of businesses, whether or not the 
issues are set forth on a return.

Under MSSP, agents attempt 
to reconcile discrepancies when 
income and/or expenses set forth 
on a return are inconsistent with 
the typical market segment pro-
file, or where the reported net 
income seems inconsistent with 
the standard of living prevalent 
in the geographic area where the 
taxpayer resides. As a result, the 
taxpayer’s economic activities 
may become a barometer for judg-
ing the accuracy of the taxpayer’s 
returns based on information de-
veloped through MSSP and audits 
of other taxpayers.

There are many publicly avail-
able audit guidelines that have 
been prepared pursuant to the 
MSSP. Each audit guideline 
instructs the agent on typical 
methods of auditing a particular 
group of taxpayer, including typi-
cal sources of income, questions 
to be asked of the taxpayer and 
their representative during the au-
dit, etc. A representative should 
not proceed with an audit without 
having become generally famil-
iar with any potentially relevant 
MSSP audit guidelines. Some 
would even suggest consulting 
these audit guidelines before the 
returns are prepared.

A review of IRS MSSP audit 
guidelines would lead a tax 
practitioner to conclude that the 
IRS examination of a return actu-
ally begins before the fi rst audit 
meeting. The audit guidelines 
direct IRS agents to conduct a 
comprehensive pre-audit analy-
sis. The analysis occurs prior to 
the agent actually meeting the 
taxpayer or the taxpayer’s repre-
sentatives and consists of both 
asset searches (through Depart-
ment of Motor Vehicle records, 
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real property records, court re-
cords, etc.) and income searches 
(through transcript information 
detailing Form 1099 income from 
interest, dividend, rental income, 
etc., and from currency reports). 
The audit process then entails the 
usual document requests and, in 
certain cases, the gathering of 
third-party information, a request 
for a taxpayer interview and other 
forms of fact gathering.

Interviews and Techniques

Agents often seek testimonial evi-
dence through interviews of the 
taxpayer, the return preparer and 
third parties. A taxpayer has the 
right to resist an examining agent’s 
request for an interview. Pursuant 
to Code Sec. 7521(c), the taxpay-
er’s representative may represent 
the taxpayer before the examining 
agent and is not required to pro-
duce the taxpayer for questioning, 
unless an administrative summons 
is served on the taxpayer. There 
are several considerations that the 
taxpayer’s representative should 
weigh before allowing the tax-
payer to submit to an interview, 
especially if potential fraud issues 
are involved.

A question most often pre-
sented is whether the taxpayer 
and others should consent to 
interviews by the agent, force 
the issuance of summonses or 
invoke various Constitutional 
protections. Certainly, if there 
are extremely sensitive (i.e., 
potentially criminal) issues, the 
taxpayer should not consent to 
an interview and should invoke 
his Fifth Amendment privilege 
against self-incrimination. It is 
always preferable for a taxpayer 
to avoid providing incriminating 
information when compared with 
the possibility of propelling a civil 
tax examination into a criminal 
tax investigation/prosecution.

Agents typically seek to interview 
taxpayers near the commence-
ment of an audit. Unfortunately, 
near the commencement of the 
audit, the representative typically 
does not have suffi cient informa-
tion to determine whether there 
are potentially sensitive issues that 
might arise during an interview of 
the taxpayer. If possible, it is often 
preferable to postpone a taxpayer 
interview if the representative is 
otherwise able to provide prompt 
responses to relevant inquiries. If it 
occurs, the interview should occur 
toward the end of the audit, pos-
sibly with an understanding that if 
the taxpayer submits to an inter-
view and answers the questions, 
the agent will proceed to close the 
audit. However, the representative 
must take extreme caution, since 
such an understanding is not likely 
a basis for challenging the use of 
statements from the interview in a 
subsequent proceeding.

If a taxpayer interview is neces-
sary and otherwise unavoidable (it 
is always avoidable in a potentially 
criminal sensitive-issue case), the 
interview should occur far into 
the audit process such that the 
representative can appropriately 
assist the taxpayer in preparing 
for the interview. The represen-
tative should attempt to obtain 
as much information about the 
issues, the information within the 
agent’s possession, and the agent’s 
position with regard to the issues, 
before agreeing to submit the tax-
payer to an interview. Under any 
situation, the representative must 
prevent presentation of false or 
misleading information or the 
presentation of false statements 
by the taxpayer or the taxpayer’s 
representative. Presentation of 
false statements or documents 
signifi cantly enhances the poten-
tial for penalties and a possible 
criminal investigation/prosecution 

(that may include an investigation 
of the representative!).

Agents have been trained to 
utilize various interview tech-
niques, including the need to 
make appropriate eye contact, 
put the taxpayer at ease, use 
appropriate types of questions 
(probing, leading, open-ended, 
etc.), use “silence” appropriately, 
paraphrase or restate comments 
received, listen, pace the inter-
view, know when to move on to 
the next question, maintain a calm 
manner, have the taxpayer dem-
onstrate the fl ow of transactions, 
read the taxpayer’s nonverbal lan-
guage (body language), be aware 
of the agent’s nonverbal language, 
be conscious of note taking so as 
not to distract the taxpayer, use 
humor when appropriate, be 
courteous, be business-like and 
fi rm in their approach, consider 
issues in the proper order (vola-
tile versus nonvolatile), schedule 
the interview at a convenient 
time and allow adequate time for 
completion, appear interested in 
responses, control the interview, 
appear confi dent, maximize the 
value of what they know (such as 
various audit technique guides) 
and adapt the agent’s appear-
ance to be appropriate for the 
circumstances.

Additional interview techniques 
implemented by agents are to pro-
vide feedback to the taxpayer, be 
observant, feign (act dumb) when 
appropriate, be prepared, use 
spontaneous follow-up questions 
(react when they receive new in-
formation), know their limitations, 
read the taxpayer (know when they 
have lost the taxpayer’s attention), 
read the taxpayer’s perception of 
the agent, dispel any negative 
image of the agent, be on time, 
use appropriate small talk, use 
easily understood language, do 
not anticipate answers, clarify 
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responses, use refl ection, ask for 
examples, recognize the agents 
biases, be assertive and persistent, 
avoid debate or argument, give the 
taxpayer an opportunity to ask 
questions, express appreciation, 
verbally pin down the taxpayer 
when appropriate, have an open 
mind, maintain composure, adapt 
questions to the situation, have the 
taxpayer explain their terminology, 
be precise, come from a position 
of knowledge, work to establish 
rapport with the taxpayer, respect 
the taxpayer’s views, know their 
authority, make a positive fi rst im-
pression, maintain an inquisitive 
mind, contain their excitement 
(and surprise), note unusual hos-
tility or irritability on the part of 
the taxpayer, consider the need to 
question both spouses, don’t inter-
rupt the taxpayer, be methodical 
and refresh the taxpayer about im-
portant points in prior interviews.

The representative should at-
tempt to obtain actual questions, 
or determine areas that the agent 
will question, in advance of the 
interview. This will substan-
tially assist the representative in 
preparing the taxpayer for the in-
terview, especially for the “hard 
questions.” An interview at the 
representative’s offi ce provides the 
taxpayer with a more supportive 
environment for what might be an 
extremely agonizing experience. 
Conversely, the taxpayer should 
be less intimidated and should feel 
more comfortable than in the un-
familiar confi nes of an IRS offi ce. 
Also, the representative should, in 
most instances, attempt to keep 
the interview from occurring at 
the taxpayer’s place of business, 
to help ensure the taxpayer is bet-
ter focused for the interview and 
also to avoid the intrusion in the 
taxpayer’s daily activities.

If potential fraud issues are 
manifest, it may not be possible 

for the taxpayer to answer ques-
tions relating to problematic 
transactions without self-incrim-
ination. In this situation, tax 
counsel must consider having the 
client assert the Fifth Amendment 
privilege against self-incrimina-
tion. Unfortunately, invoking 
the Fifth Amendment privilege 
may well dramatically increase 
the potential of a referral to CI. 
However, it is almost always bet-
ter to allow the taxpayer to claim 
the Fifth Amendment and place 
the burden back on the govern-
ment to prove its case, rather 
than allowing the taxpayer to 
provide damag-
ing, irreversible 
admissions. For 
obvious reasons, 
this is usually 
the most diffi cult 
judgment call 
to make dur-
ing a sensitive 
civil audit. The 
taxpayer should be cautioned 
against making any false or 
misleading statements, making 
damaging admissions or giving 
an explanation that is even par-
tially misleading.

Sometimes an examining agent 
may request that the taxpayer 
complete a Taxpayer History 
Questionnaire (a detailed list of 
questions regarding source and 
application of taxable and 
nontaxable sources of income, 
expenditures and the taxpayer’s 
net worth at various points in time) 
or may ask these questions during 
an interview of the taxpayer. Ex-
treme caution should be followed 
before allowing completion of a 
Taxpayer History Questionnaire. 
The taxpayer may be admitting to 
having committed civil or criminal 
tax fraud depending on the par-
ticular issues involved. It may be 
preferable to submit responses, if 

at all, in the form of a narrative 
statement and only to the extent 
certain questions are capable 
of being answered. Tax counsel 
should likely be consulted before 
certain questions are answered.

All relevant information must 
be closely scrutinized to deter-
mine plausible and supportable 
explanations for any potentially 
sensitive audit issues, whether 
or not such issues are set forth 
on the return. Although there 
may be plausible explanations 
for potentially sensitive issues 
that arise during the course of an 
audit, responsive statements by 

the taxpayer should not merely 
be repeated to an agent. Any 
potential explanation should be 
supported by credible evidence 
to avoid further inquiries arising 
from the explanation.

During the information gather-
ing stage of an audit, an agent may 
either ask for information verbally, 
or may issue an informal Informa-
tion Document Request (IDR). If 
responses to an IDR are not forth-
coming or are clearly insuffi cient, 
the agent may issue an administra-
tive summons. The IRS has broad 
authority to summons books and 
records, the taxpayer or any per-
son having custody of records in 
order to ascertain the correctness 
of the taxpayer’s return, to make a 
return or to determine the liability 
of a taxpayer.9

The summons will set forth 
the date, time and place, where 
the summoned party is to ap-

IRS agents are instructed to discontinue 
a civil examination upon discovery of 

“fi rm indications of fraud” and to refer 
the case to IRS Criminal Investigation.
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pear, although at least 10 days’ 
prior notice of appearance is 
required.10 Compliance with the 
summons may take the form of 
a formal question-and-answer 
session under oath, an informal 
interview or the submission 
of (or providing access to) the 
records being summoned. The 
witness summoned is entitled to 
decline to produce documents 
or to answer particular questions 
if a good-faith basis exists for an 
objection to compliance.11

If a taxpayer fails to comply 
with a summons, the IRS may 
proceed with summons enforce-
ment. To succeed in enforcing a 
summons, the IRS must demon-
strate (1) that the investigation is 
being conducted pursuant to a 
legitimate purpose; (2) that the in-
quiry is relevant to that purpose; 
(3) that the information sought is 
not within the possession of the 
IRS; and (4) that the IRS has fol-
lowed the administrative steps 
required by the Internal Revenue 
Code.12 Jurisdiction to enforce a 
summons is in the U.S. District 
Court for the district in which 
the summoned person resides.13 
A District Court Judge has the 
power to imprison anyone re-
quired to respond to a summons. 
Typically, if the IRS proceeds to 
issue a summons, it intends to 
enforce compliance with the 
summons through a District Court 
proceeding, if necessary.

Potentially Sensitive 
Issue Examinations

In civil tax audits that include po-
tentially sensitive issues, taxpayers 
often engage a team of represen-
tatives, including counsel and a 
forensic accountant. Engagement 
of the accountant by counsel 
should extend the attorney-client 
privilege to advice rendered by 
the accountant pursuant to the 

engagement.14 Although the RRA 
’98 extended common law pro-
tections of confi dentiality to tax 
advice rendered between a tax-
payer and a federally authorized 
tax practitioner (to the extent such 
communications would be con-
sidered privileged if they occurred 
between a taxpayer and counsel), 
this statutory privilege only ap-
plies to noncriminal tax matters 
before the IRS and noncriminal tax 
proceedings in federal court.

The statutory privilege is not 
available when it is truly needed 
the most—when a civil tax pro-
ceeding moves into the criminal 
arena. It also may not be avail-
able in certain state-related tax 
proceedings, or nontax civil 
litigation.15 However, if the ac-
countant is appropriately engaged 
by counsel, the common law at-
torney-client privilege should 
apply to all communications 
rendered in furtherance of the 
legal services being provided to 
the client, both during the inves-
tigative stages of the audit and, if 
necessary, during any subsequent 
civil or criminal litigation. This 
privilege will not extend to the 
actual return preparation.

The critical inquiry is often 
whether counsel should retain 
the taxpayer’s prior accountant 
or a new accountant. Many 
practitioners prefer to engage 
a new accountant to avoid the 
necessity of delineating between 
nonprivileged communica-
tions (communications prior to 
counsel’s engagement of the 
accountant) and privileged com-
munications (communications 
following counsel’s engagement 
of the accountant).

Counsel’s engagement of the 
accountant should be in writ-
ing, and should indicate that 
the accountant is acting under 
the direction of counsel in con-

nection with counsel’s rendering 
of legal services to the client, 
communications between the 
accountant and the client are 
confidential and are made 
solely for purposes of enabling 
counsel to provide legal advice; 
the accountant’s workpapers 
are held solely for counsel’s use 
and convenience and subject to 
counsel’s right to demand their 
return; and the accountant is 
to segregate their work papers, 
correspondence and other 
documents gathered during the 
course of the engagement and 
designate such documents as 
property of counsel.16

The Criminal Fraud Referral

IRS agents are instructed to dis-
continue a civil examination upon 
discovery of “fi rm indications of 
fraud” and to refer the case to 
IRS Criminal Investigation.17 
The criminal referral typically 
occurs without being disclosed 
to the taxpayer or the taxpayer’s 
representative. As such, the refer-
ral is often identifi ed by a long, 
unexplained silence on the part 
of the examining agent. In this 
process, the Agent will likely be 
assessed by an IRS Fraud Refer-
ral Specialist—an experienced, 
highly trained IRS representative 
charged with assisting the agent in 
framing proper inquiries and pre-
paring an appropriately detailed 
criminal referral.

In making the criminal referral, 
the agent must detail all potential 
adjustments (unreported income 
and potential deductions, ex-
penses or offsets) and list any 
specifi c statements made by the 
taxpayer or their representative 
that might indicate an intent to 
defraud or evade taxes, as well as 
explanations or potential defens-
es provided by the taxpayer, the 
return preparer or the taxpayer’s 
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representative. Criminal referrals 
must also set forth a description 
of the alleged violation (e.g., 
evasion, failure to fi le, etc.); the 
taxpayer’s age, health, marital 
status and education; the tax-
payer’s sources of reported and 
potentially unreported income; 
the types of records available 
and the taxpayer’s method of 
accounting; the estimated unre-
ported income; and the amount 
of tax potentially due.

During the course of a civil 
examination, the agent may not 
enter the realm of a criminal 
investigation. In certain situa-
tions, however, agents acting in 
a “Special Agent capacity” have 
contributed to the suppression of 
admissions made by the taxpayer 
or their representative.18 Federal 
criminal tax investigations are 
conducted by Special Agents 
of the IRS CI. They are either 
conducted directly through the 
normal administrative investiga-
tory process or as an adjunct to a 
federal grand jury proceeding.

Although there are various 
“badges of fraud,” civil agents are 
more inclined to consider a crimi-
nal referral if there is a substantial 
unexplainable understatement of 
taxable income, fi ctitious or im-
proper deductions, accounting 
irregularities (occurring in more 
than one year), acts or conduct 
of the taxpayer relating to false 
statements, attempts to hinder the 
examination, destruction of books 
and records, transfers of assets for 
purposes of concealment or pat-
terns of consistent failure to report 
or under-reporting of income. Cer-
tain behavior patterns on the part 
of the examiner may indicate that 
the Agent is considering a criminal 
referral—excessive time devoted 
to the audit; extensive copying of 
basic fi nancial records, bank re-
cords, accountant work papers, 

etc.; or attempts to determine the 
taxpayer’s net worth over a period 
of several years.

A taxpayer typically discovers 
that a criminal administrative in-
vestigation has been commenced 
when visited by IRS Special 
Agents. Most visits consist of at 
least two IRS Special Agents to 
ensure an additional witness to 
any statements or conduct by the 
taxpayer. At the initial interview, 
the Special Agent will advise the 
taxpayer that he has the right not 
to cooperate, the taxpayer has the 
right to contact counsel and any-
thing the taxpayer says during the 
interview may be used against him 
in any subsequent proceeding.

Notwithstanding these warn-
ings, taxpayers often make 
damaging admissions to Special 
Agents. Since the Special Agent 
interview is noncustodial, full Mi-
randa warnings are not required. 
Certainly, if a representative antic-
ipates a potential criminal referral, 
the taxpayer should be advised 
not to discuss their matter with 
anyone and, particularly, not to 
discuss the matter with individuals 
identifying themselves as Special 
Agents from IRS Criminal Investi-
gation. For whatever reason, many 
taxpayers believe (wrongly) that 
they have the ability to explain 
away the criminal investigation 
during the initial meeting with 
the Special Agents. Taxpayers 
should decline the opportunity to 
have a discussion with the Special 
Agents, request their cards, look 
at their identifi cation and indicate 
that the taxpayer’s counsel will fol-
low up with them. The taxpayer 
should then promptly contact 
experienced counsel.

Sophisticated schemes and the 
complex business society often test 
the analytical ability of fi nancial 
investigators to fi lter complex ar-
rays of fi nancial records. Records 

of transactions are moving from 
paper ledgers to computers to off-
site, online storage. Previously, CI 
agents might have located a single 
personal computer; now they en-
counter multiple computers, often 
linked together in a network, each 
having the capacity to hold several 
vast quantities of documents. As 
a result, CI has developed tech-
niques to locate and retrieve 
those records, wherever situated. 
CI designed the Electronic Crimes 
Program (ECP) to organize its ex-
pertise in computer and network 
forensics. Computer Investigative 
Specialists (CISs) use specialized 
equipment and techniques to 
preserve digital evidence and to 
recover fi nancial data, including 
data that may have been encrypt-
ed, password protected or hidden 
by other electronic means.

CISs participate in search war-
rants with investigating agents and 
are responsible for the seizure and 
processing of evidence contained 
in various types of digital media. 
Their primary mission is to secure 
the data, reduce it by eliminat-
ing programs and other fi les of 
nonevidentiary value, and then 
return the critical information 
to the investigating agent. The 
CI agent can then electronically 
review evidence, which is much 
faster than historical manual pa-
per procedures. This technique, 
together with the scanning of 
paper documents, puts the entire 
criminal investigation in a digital 
format that allows the investiga-
tion team and prosecutors to 
locate items of interest, move 
fi les among themselves and digi-
tally present evidence in today’s 
electronic courtrooms.

CI has developed ILOOK©, a fo-
rensic software tool that automates 
the hard drive analysis process 
and makes it possible for a CIS to 
timely review the multi-gigabyte 
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drives found in today’s computers. 
The ILOOK Imager allows the CIS 
to image almost every PC-based 
machine encountered, including 
mass data storage systems and 
non-Microsoft operating systems. 
The ILOOK Investigator recovers 
all data (including deleted fi les) 
from the target drive image and 
assists the investigator search for 
specifi c details. It also allows the 
investigator to insert foreign lan-
guage character sets to search for 
information. ILOOK© is supported 
by the FBI and NASA and has been 
distributed to many state and local 
law enforcement agencies.

Following the investigatory pro-
cess, if the Special Agents believe 
that criminal prosecution is war-
ranted, the matter will be referred 
to the Tax Division, Criminal Sec-
tion, of the U.S. Department of 
Justice in Washington, D.C. for 
review and a conference with 
the taxpayer or their representa-
tive. If the Department of Justice 
believes that prosecution is war-
ranted, the matter is referred to 
the local U.S. Attorney’s Offi ce 
where the taxpayer resides for 
indictment and prosecution in 
the U.S. District Court. Many tax-
related criminal investigations 
are now commenced through 
a grand jury proceeding signifi -
cantly accelerating the process to 
a criminal indictment.

Civil Closing

Following a criminal prosecution 
(or termination of a criminal inves-
tigation), the case is returned to the 
examination function of the IRS 
for a civil closing. The case may 
either be closed on an agreed or 
unagreed basis. If closed on an 
unagreed basis, the taxpayer will 
receive either a 30-Day Letter ac-
companied by a Revenue Agent’s 
Report, or a Notice of Defi ciency 
(90-Day Letter). If the taxpayer re-

ceives a 30-Day Letter, an informal 
protest should be fi led with the IRS 
(as indicated in the 30-Day Letter) 
within 30 days of the date of the 
letter. It is possible to obtain an ex-
tension of the 30-day time period, 
provided the request for the exten-
sion occurs prior to the expiration 
of the 30-day time period.

A written protest (for liabilities in 
excess of $2,500) to a 30-Day Let-
ter should contain the taxpayer’s 
name and address, a statement 
that the taxpayer wants the ex-
amination fi ndings appealed to 
the IRS Appeals Division, the 
date and symbols from the IRS 
30-Day Letter which proposes 
the adjustments and fi ndings, the 
tax periods or years involved, an 
itemized schedule of the changes 
with which the taxpayer disagrees, 
a statement of facts supporting 
the taxpayer’s position, and a 
statement setting forth the law or 
other authorities supporting the 
taxpayer’s position. A copy of the 
30-Day Letter should be attached 
to the Protest. The Protest must be 
executed by either the taxpayer or 
their authorized representative.

If the applicable statute of limita-
tions within which an assessment 
must occur is going to expire 
within approximately six months 
(and the statute of limitations is not 
otherwise extended), the IRS will 
often issue a Notice of Defi ciency 
(90-Day Letter) in order to preserve 
the interests of the government.19 In 
such event, the taxpayer must fi le 
a Petition with the U.S. Tax Court 
(not with the IRS) within 90 days 
of the date of the Notice of Defi -
ciency (in the manner indicated in 
the Notice of Defi ciency).20 

Within 60 days after the Tax 
Court serves a copy of the Petition 
on the IRS, Counsel for the IRS will 
fi le an Answer to the Tax Court Pe-
tition. Often, IRS Counsel requests 
an extension of the 60-day time 

period while they are awaiting re-
ceipt of the administrative case fi le 
from the Examination Division. It 
is typically advisable to stipulate 
to the extension of time, since it is 
highly unlikely that the Tax Court 
would enter a default against the 
IRS under these circumstances.

Extending the statute of limi-
tations and fi ling a Protest to a 
30-Day Letter generally provides 
an extended opportunity to resolve 
a matter without litigation. Often, 
additional time is required to obtain 
relevant information or documen-
tation. If a Notice of Defi ciency 
has been issued and a Tax Court 
Petition has been fi led, the matter 
may arise on a Tax Court calendar 
before the relevant information 
or documentation is available. 
Currently, matters are being cal-
endared for trial in the Tax Court 
within approximately one year of 
the fi ling of the Petition.

IRS Appeals

Following issuance of a 30-Day 
Letter or a Notice of Defi ciency 
(if a matter has not already been 
transferred to IRS Appeals), the 
matter will generally be referred 
to Appeals. IRS Appeals is the 
civil administrative dispute reso-
lution division of the IRS.21 The 
Mission Statement for Appeals 
presently provides:

The Appeals mission is to 
resolve tax controversies, 
without litigation, on a basis 
which is fair and impartial to 
both the Government and the 
taxpayer and in a manner that 
will enhance voluntary com-
pliance and public confi dence 
in the integrity and effi ciency 
of the Service.22

IRS Appeals is an independent 
function within the IRS that con-
siders cases from W&I, TE/GE, 
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SB/SE and LMSB. Appeals is au-
thorized to expedite the settlement 
of tax disputes without a formal 
trial based on the relative hazards 
of proceeding to litigation. Ap-
peals consolidated its Specialty 
Area—now called Technical Guid-
ance—to a national position in 
the organization allowing a better 
coordination of issues within the 
Industry Specialization Program 
(ISP) and the Appeals Coordinat-
ed Issues (ACI) programs—which 
have been particularly important 
in the tax shelter area. Appeals 
maintains a separate structure for 
the Appeals Team Case Leaders, 
reporting directly to the Chief, Ap-
peals allowing them to maintain 
appropriate focus on the largest 
cases and key initiatives—like 
Fast Track Mediation and Fast 
Track Settlement.

Fast Track Mediation is avail-
able in SB/SE disputes and 
represents a streamlined process 
designed to expedite disputes 
involving some audits, offers 
in compromise and trust fund 
recovery penalties. Appeals and 
Settlement Offi cers serve as me-
diators to resolve disputes while 
cases are still within the jurisdic-
tion of SB/SE.23 LMSB Fast Track 
Mediation and Settlement allow 
taxpayers and LMSB examin-
ers to use Appeals resolution 
techniques for specifi c disputed 
issues, while cases are still within 
the jurisdiction of LMSB.24

Appeals Officers attempt to 
settle cases on the basis of the 
probable outcome of each disput-
ed issue in the event of litigation. 
A fair and impartial resolution is 
one that refl ects on an issue-by-
issue basis the probable result in 
the event of litigation, or one that 
refl ects mutual concessions for the 
purpose of settlement based on 
relative strength of the opposing 
positions where there is substan-

tial uncertainty of the result in the 
event of litigation.

Traditionally, Appeals held 
mostly face-to-face conferences. 
While still available, Appeals 
often encourages telephone or 
correspondence conferences 
when they can significantly 
shorten the overall time of the 
Appeals process. The Appeals 
Offi cer will consider the proba-
tive value of evidence likely to 
be presented, the credibility and 
availability of witnesses (includ-
ing the taxpayer), the ability of 
the taxpayer to demonstrate the 
accuracy of his position and the 
likelihood that evidence the tax-
payer can present will support the 
taxpayer’s position, and will at-
tempt to resolve potential doubts 
as to relevant 
facts and legal 
issues. There 
may be more 
than one infor-
mal conference 
with the Ap-
peals Officer.25 
The Appeals Of-
fi cer may enlist 
the assistance 
of IRS Counsel, the examination 
function, the National Offi ce and 
independent experts to further 
develop the factual and legal 
basis for resolving a case.

A matter may be returned to the 
examination function if substantial 
additional information is required 
to resolve an important issue or if 
there are signifi cant unresolved 
factual issues. If a matter is returned 
to the examination function, it is 
usually returned to the same ex-
aminer who performed the initial 
audit. As such, during an audit, it is 
not usually benefi cial to withhold 
information on the theory that it 
would receive more beneficial 
consideration from IRS Appeals. 
Often it is desirable to attempt 

to avoid having a matter returned 
to examination since the direct 
involvement of the agent may ad-
versely infl uence the decisions of 
the Appeals Offi cer (since the agent 
may be somewhat entrenched in 
their position and want to support 
their recommendations).

Prior to meeting with an Ap-
peals Offi cer, the representative 
must be thoroughly prepared 
with respect to the facts and rel-
evant legal authorities. It is often 
benefi cial to submit a Freedom of 
Information Act (FOIA) request in 
advance seeking a copy of the IRS 
administrative fi le, which would 
include the internal memoranda 
and documents prepared by the 
examining agent or received from 
third parties.

It is usually preferable not to 
have the taxpayer present during 
the meeting with the Appeals Offi -
cer, since matters can be discussed 
in a more objective manner. 
Sometimes, it is beneficial to 
provide statements from potential 
witnesses. It is important to verify 
the most signifi cant facts through 
independent sources and be pre-
pared to provide and summarize 
relevant business records and 
other documentary evidence.

The Appeals Offi cer will usually 
not raise any new issues, unless the 
basis for such action is substantial 
and the potential effect upon the tax 
liability is material.26 “Substantial 
grounds” for the raising of a new 
issue generally means that the Ap-

IRS Appeals Offi cers are expected 
to exercise their best judgment 
in identifying and defi ning the 

“real issues” for purposes of being able 
to structure a potential resolution.
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peals Offi cer is “quite certain” at the 
time a new issue is raised that the 
IRS would prevail if the issue were 
litigated.27 However, an Appeals Of-
fi cer can raise an “alternative issue” 
(one that represents the real issue 
that should be in controversy), even 
though they are not “quite certain” 
that the issue would prevail. If an 
alternate issue is not strong, the In-
ternal Revenue Manual indicates 
that it should not be raised even 
though it might otherwise strength-
en the government’s position.28

IRS Appeals Offi cers are expected 
to exercise their best judgment in 
identifying and defi ning the “real 
issues” for purposes of being able 
to structure a potential resolution. 
Matters are resolved on an issue-
by-issue basis after balancing the 
relevant facts and legal authorities.29 
It is usually benefi cial to attempt to 
anticipate the IRS position with 
respect to each issue. In any event, 
it is always benefi cial to anticipate 
various settlement possibilities.

If the taxpayer agrees to the 
resolution of issues and a Notice 
of Deficiency has not been is-
sued, the resolution will usually 
be presented in the form of IRS 
Form 870, IRS Form 870-AD or 
IRS Form 906.30 IRS Form 870, 
Waiver of Restrictions on Assess-
ment, allows the IRS to assess an 
agreed liability without issuing a 
Notice of Defi ciency. Although 
similar, IRS Form 870-AD, Offer to 
Waive Restrictions on Assessment 
and Collection of Tax Defi ciency 
and to Accept Overassessment, 
represents a fi nal binding agree-
ment between the taxpayers and 
the IRS. (Taxpayers are precluded 
from pursuing a refund if they have 
executed a Form 870-AD, but are 
not precluded from pursuing a re-
fund if they execute a Form 870.)

IRS Form 906, Closing Agree-
ment on Final Determination 
Covering Specific Matters, is a 

binding agreement that is often 
utilized to resolve the tax treatment 
of specifi c items that may occur in 
years subsequent to the tax year(s) 
at issue before Appeals. If a No-
tice of Defi ciency has been issued 
and a timely Petition has been fi led 
with the Tax Court, the matter is 
typically resolved through the fi ling 
of a stipulation of the agreement 
with the Tax Court.31

Tax Court Litigation

If it is not possible to resolve a mat-
ter on an agreed basis, the taxpayer 
may proceed to litigation in the 
U.S. Tax Court. However, if the tax-
payer has not fi led a timely Petition 
to the Tax Court, or if the taxpayer 
has previously satisfi ed the entire 
liability at issue, the taxpayer 
would proceed through the fi ling 
of an administrative Claim for Re-
fund with the IRS followed by the 
fi ling of a Complaint for Refund in 
either the U.S. District Court or the 
U.S. Court of Claims.

If the taxpayer elects not to 
go the Tax Court route and pays 
the asserted liabilities, he or she 
will have the opportunity to fi le 
a claim for refund with the IRS 
for the amounts paid within the 
applicable statute of limitations. 
If the refund claim is denied, he or 
she should then have the ability to 
proceed to IRS Appeals. If the IRS 
issues a Notice of Defi ciency (i.e., 
90-Day Letter) and the taxpayer 
desires to proceed to Tax Court, 
the case is initiated by fi ling a 
Petition with the Tax Court within 
the 90-day period set forth in the 
Notice of Defi ciency. Thereafter, 
the only trial court that can resolve 
the case is the Tax Court—the tax-
payer has waived the right to go 
to any other trial court to have his 
case decided.

A benefi t of proceeding to Tax 
Court is the fact that the taxpayer 
does not have to pay the liability 

until the Tax Court case is complet-
ed—which could be several years 
in the future. If the taxpayer is not 
successful in Tax Court, the gov-
ernment has the right to collect the 
tax defi ciencies (including interest 
and penalties) even though they 
may appeal the case to the Circuit 
Court of Appeals. If the taxpayer 
prevails on appeal, any excess 
payments will be refunded.

If there are a series of similar 
cases, there may be somewhere 
between two and fi ve cases com-
bined for an initial “test case.” The 
case would be litigated before a 
single Tax Court judge, normally in 
the community where the taxpayer 
resides. Where there may be sever-
al test cases with taxpayers located 
in different parts of the country, the 
case may be litigated outside the 
taxpayer’s community.

After the Tax Court trial is com-
pleted, each party is normally 
allowed the opportunity to fi le 
two briefs—in most cases, each 
party is allowed to fi le an open-
ing brief up to approximately 90 
days after the trial, with each 
party then having approximately 
45 days to respond to the brief of 
the other party. These periods of 
time are subject to the discretion 
of the trial judge and can vary. 
The brief sets forth proposed fi nd-
ings of fact based upon the trial 
testimony, the exhibits and any 
facts that are agreed upon before 
trial. The argument portion deals 
with the conclusions that the Tax 
Court should reach as a result of 
the proposed factual fi ndings and 
the arguments in support.

After all of the briefs are in, the Tax 
Court reviews the transcript, exhib-
its, agreed-upon facts and briefs and 
will typically issue a written opinion 
between six months and 18 months 
after the trial date. The parties are 
then requested to prepare computa-
tions of the amount of tax due based 

Strategic Options for Taxpayers



Tax Practice & Procedure/December 2004–January 2005

55

on the opinion. If the parties cannot 
agree on the computations, the Tax 
Court will schedule a hearing or 
briefi ng schedule for each party to 
set forth the reasons why that party’s 
computations are correct and the 
other party’s computations are in-
correct. The parties usually agree 
on the computations once the Tax 
Court issues an opinion.

Either party has the right to ap-
peal the Tax Court opinion to the 
Court of Appeals for the Federal 
Circuit in which the party resides. 
There have occasionally been situ-
ations where the same Tax Court 
decision is appealed to different 
circuits (because the different tax-
payers live in different areas of the 
country), with the circuits render-
ing inconsistent decisions.

Refund Claims/Litigation

If the taxpayer elects not to go to 
Tax Court (by not fi ling the Petition 
within the requisite 90 days), the tax 
defi ciencies (including interest and 
penalties) are “assessed,” which is 
followed by a billing from the IRS. 

After the bill is received, the IRS has 
the right to proceed with enforced 
collection. The tax defi ciency will 
continue to bear interest (approxi-
mately fi ve percent at the present 
time). If payment is not timely made, 
there may also be a late payment 
penalty that starts at 0.5 percent 
per month and moves up to one 
percent per month, with a cumula-
tive maximum of 25 percent. If the 
taxpayer is unable to pay the amount 
of tax as proposed by the Notice of 
Defi ciency, he may negotiate an 
installment payment arrangement.

After satisfying the liability for 
taxes, interest and penalties for a 
given year, the taxpayer has a right 
to fi le an administrative claim for 
refund of any taxes paid within the 
two years prior to fi ling the claim. 
As a practical matter, the taxpayer 
must make full payment within the 
two years after his fi rst payment so 
as to be able to claim a full refund. 
Once the claim is fi led, it will be 
reviewed by the IRS examination 
function and either disallowed or 
allowed in whole or in part. There 

may or may not be a negotiation 
process available. After the ex-
amination function issues a formal 
notice of its action, the taxpayer 
can typically fi le an appeal with 
IRS Appeals and attempt to resolve 
the case at that level.

If the claim for refund is not suc-
cessful, the taxpayer has the right to 
fi le a Complaint for Refund in the 
U.S. District Court or the U.S. Court 
of Claims. The earliest a Complaint 
can be fi led is six months after the 
filing of the claim with the IRS 
(even if the claim has not been 
acted on) or, if sooner, once the 
IRS has rejected the administrative 
claim for refund. The last date for 
fi ling the Complaint for Refund is 
two years after the IRS rejects the 
claim. If not rejected, there is no 
limit within which the Complaint 
must be fi led. Once the Complaint 
is fi led, the case will normally pro-
ceed to trial within one year. The 
decision on a refund action will be 
appealable to the appropriate Court 
of Appeals. Interest at the statutory 
rate is recoverable on any refund.
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