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Anatomy of a 
No Records Audit 
The law, the income, the defense 

By LG Brooks, EA 

3 The thought of an income tax audit (a.k.a. examination) 
is usually terrifying to most people, and usually for 

a good reason. Now consider an audit with no records or 
substantiation. Factor in the IRS belief that your client is 
presumed to have cheated on his or her tax return. You've 

A just entered the “No Records Audit Zone.” The IRS takes 
the business of auditing seriously. Fortunately. we as tax 
professionals and representatives do also. Being prepared 
for the mechanics and process of an audit is essential. An 
integral component of being prepared is maintaining and 
providing adequate books and records. which is an element 
required by law. The IRS even provides various business 
and nonbusiness—related publications related to the subject 
of recordkeeping. This article reviews the law. methods for 
reconstructing income. defense procedures and a few court 
case summaries. It also includes an IRS Audit Engagement 
Work Program tool for practitioners. 
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The  N o  Records/Inadequate 
Records Audit 
Our review will begin with the analysis of records. 
What are records and why should they be maintained? 
Records are anything written down and preserved 
(i.e., an account of events). There are numerous reasons 
to maintain adequate records. Adequate records will 
assist you with substantiation for various tax and 
non—tax purposes, such as loans and credit requests 
from financial institutions, employment application 
purposes, insurance verification, and proof of purchase 
or ownership. 

not such person is liable for tax under this title. The 
only records which an employer shall be required to 
keep under this section in connection with charged 
tips shall be charge receipts, records necessary to 
comply with §6053(c), and copies of statements 
furnished by employees under §6053(a).” 

The Cohan  Rule  
In  (Jo/Jan, the United States Court of Appeals for 
the Second Circuit allowed the plaintiff to make a 
reasonable approximation of deductions through 
the use of detailed evidence of the amount of his 

The  IRS has  t h e  requisi te au tho r i t y  to examine  books a n d  records 
a n d  pu r sue  o ther  in t rusive methods.  

However, the most prevalent reasons by far for 
maintaining adequate records are for tax—related 
purposes, such as: 
° To substantiate the basis of property; 
° To provide proof of deductions and expenses; 
° To document and track the basis of investments; 
' To prove taxable and non—taxable income sources; 
° To prepare tax returns; and 
° To support and substantiate items claimed and 

reported on a tax return. 

The  Law a n d  Records 
Although the IRS does not require taxpayers to 
maintain records in any particular manner, it does 
require taxpayers to keep records and to keep them in 
a manner that would allow the IRS to determine their 
correct tax liability. 

Maintaining adequate records are a matter of 
law pursuant to IRC §6001, “Notice or  regulations 
requiring records, statements, and special returns,” 
which states: 

“Every person liable for any tax imposed by this 
title, or for the collection thereof, shall keep such 
records, render such statements, make such returns, 
and comply with such rules and regulations as the 
Secretary may from time to time prescribe. When— 
ever, in the judgment of the Secretary it is necessary, 
he may require any person, by notice served upon 
such person or by regulations, to make such returns, 
render such statements, or keep such records, as 
the Secretary deems suflicient to show whether or 

NATP TAXPRO J o u r n a l  A natptaxcom 

expenditures, even though the taxpayer could not 
establish the exact amount of the deduction. 

The authority to examine and request books and 
records and to solicit testimony (under oath) from 
taxpayers is established and governed by §7602 
“Examination of Books and Witnesses” and Reg. 
§301.7602—1, which, in  part, stipulate the following: 
(a) Authority to summon, etc. For the purpose of 

ascertaining the correctness of any return, making a 
return where none has been made, determining the 
liability of any person for any internal revenue tax 
or the liability at law or in equity of any transferee 
or fiduciary of any person in respect of any internal 
revenue tax, or collecting any such liability, the 
Secretary is authorized: 
(1) To examine any books, papers, records, or 

other data which may be relevant or material 
to such inquiry; 

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

gwen3
Highlight

gwen3
Highlight

gwen3
Highlight

gwen3
Highlight

gwen3
Highlight

gwen3
Highlight

gwen3
Highlight

gwen3
Highlight

gwen3
Highlight



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

Now that it has been established that the IRS 
has the requisite authority to examine books and 
records and pursue other intrusive methods, it could 
be detrimental should a taxpayer or his/her authorized 
representative refuse to produce evidence and/ or 
provide testimony. Although the IRS cannot establish 
numbers for the taxpayer on an arbitrary basis, the 
taxpayer does bear the burden of proof, generally, in 
any civil proceeding. 

The IRS utilizes various methods of proof 
regarding the audit or examination of a taxpayer. 
However, since this article is primarily focused on 
“inadequate or no records,”we’ll review the methods 
of proof most commonly used by the IRS when 
conducting these types of examinations. While the 
direct or specific item method involves the verification 
or determination of each questionable item of income 
and expense that affects the taxpayer’s liability, 
the indirect methods involve the development of 
circumstantial proof of income through the use of 
bank deposits, source and application of funds, net 
worth, or other methodologies. 

Irregularities in a taxpayer’s books, inconsistencies 
between reported income and personal living expenses, 
increases to net worth not supported by reported 
income, or cash T-accounts that cannot be balanced, 
are not unusual. These inconsistencies may lead 
examiners to conclude that the taxpayer’s tax return 
and supporting books and records do not accurately 
reflect the total taxable income received. These 
conclusions may be confirmed by using an indirect 
method to reconstruct income. 

The five basic indirect methods of reconstructing 
income discussed are: 
° Bank deposit 
° Source and application of funds (cash transaction 

T-accounts) 
° Net worth 
° Percentage of markup 
' Unit and volume 

For purposes of this article, we’ll review two 
methods most commonly used by the IRS: the net 
worth method and the bank deposit method. 

The  Net  Worth Method 
The net worth method is usually the method most 
frequently utilized as a procedure for proving taxable 
income and/or inadequate records in civil and criminal 
income tax cases. Theoretically, it’s considered a simple, 
non—complex method. A determination of a taxpayer’s 
net worth must be performed. A simple but effective 
three-step procedure is conducted as follows: 
(1) The taxpayer’s net worth is determined at the 

beginning and end of a taxable year, computing 
the increase or decrease in  net worth. 

(2) Then adjustments are made to the net worth 
results for non—deductible and non—taxable items. 

(3) Finally, the adjusted net worth results are 
compared to the income that was reported. 

The amount resulting from the application of this 
theory is taxable income. 

Authority for use. There is no statutory provision 
defining the net worth method and specifically 
authorizing its use by the Commissioner. However, 
courts have approved the use of this method in 
numerous cases. Perhaps the leading case in  this 
respect is Holland 71. United States handed down 
in 1954 by the Supreme Court, along with three 
companion cases [Smit/J ‘v. U.S., Friedberg 71. U S., 
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US. 71. Calderon] wherein is outlined the broad 
principles governing the trial and review of cases based 
on the net worth method of proving income. With 
reference to the use of the net worth technique, the 
court stated that, “To protect the revenue from those 
who do not ‘render true accounts,’ the Government 
must be free to use all legal evidence available to it in 
determining whether the story told by the taxpayer’s 
books accurately reflects his financial history.” 

When and how the net worth method is used. 
The net worth method is most often used when one 
or more of the following conditions prevail: 
' The taxpayer maintains no books and records; 
° The taxpayer’s books and records are not available; 
° The taxpayer’s books and records are inadequate; or 
° The taxpayer withholds books and records. 

The fact that the taxpayer’s books and records accu— 
rately reflect the figures on his return does not prevent 
the use of the net worth theory of proof. The Govern— 
ment can look beyond the “self—serving declarations" in 
the taxpayer’s books and records and use any evidence 
available to contravene their accuracy [Holland 7). US].  

I n  addition to being used as a primary method 
of proving taxable income in  civil and criminal 
income tax cases, the net worth method can be used 
to corroborate other methods of proving income and 
to test—check accuracy of reported taxable income. 

Bank  Deposit Method 
An important feature of any examination is the 
inspection or analysis of the taxpayer’s bank records. 
This is particularly true in the examination of inad— 
equate, nonexistent or possibly falsified books and 
records. The extent of the analysis will depend upon 
the facts and circumstances of the individual case. I n  
summary, income is proved through an analysis of 
bank deposits, canceled checks, currency transactions, 
electronic debits, electronic transfers, and credits to 
the bank accounts. 

The bank deposit method computes income by 
showing what happened to a taxpayer’s filnds. I t  is 
based on the theory that if a taxpayer receives money, 
only two things can happen: it can either be deposited 
or it can be spent. This method is based on the 
assumption that: 
' The proof of deposits into bank accounts, after 

certain adjustments have been made for nontaxable 
receipts, constitutes evidence of taxable receipts. 
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' The outlays, as disclosed on the return, that were 
actually made could only have been paid for by two 
types of expenditures: check or cash. If they were 
paid by cash, then the source of that cash must be 
due to taxable receipts if not accounted for from 
other funds. 

The bank deposit method can be used in the exam— 
ination of both business and non—business returns. 

The bank account analysis may supply leads as 
to possible unreported income, not only from the 
amounts and frequency of deposits, but also from 
the sources of such deposits. I t  may also provide the 
disposition of these deposited funds (or lack thereof) 
as well as the type of expenditures made and to whom, 
aflording leads to other income sources. If the analysis 
indicates an understatement of income, it may be 
due to either unreported gross receipts or to an 
overstatement of cash expenses, or a combination 
of both. 

Since a complete deposit analysis can be time 
consuming, and in many instances unnecessary, the 
examiner must use judgment as to the extent to which 
this analysis is used. 

Authority for use. The authority for use of the 
bank deposit method as an indirect method of 
reconstruction was generally established by the courts. 
The Internal Revenue Manual (IRM) refers to the 
Gleckmcm case [Gleckman 71. US,  80F.2d 394 (8th Cir. 
1935)] as a model for establishing the bank deposit 
method. In  the Gleckman case, the court held that 
“standing alone, bank deposits 
and lar e items of recei ts 

i 

do not prove additional 
tax due.” However, it 
stated that if it could 
be shown that these 

It 
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amounts can be identified with a business or income— 
producing activity, then the income is taxable. Judicial 
approval of the bank deposit method has been utilized 
and accepted by the courts on a consistent basis since 
the ruling of this case. 

When the bank deposit method is used. The bank 
deposit method is recommended when: (1) the tax— 
payer’s books and records are unavailable, withheld, 
or incomplete; (2) the taxpayer deposits most income 
(this must be verified during the course of the exam— 
ination); (3) the taxpayer pays most business expenses 
by check; (4) the taxpayer uses the bank deposit 
method to report income; or (5) the taxpayer’s records 
indicate numerous cash expenses. 

Affirmative Defense Procedures 
Regardless of the specific indirect method of proof 
utilized by the examiner, the accuracy of the results 
are based upon the validity or availability of all 
pertinent facts regarding the taxpayer’s financial 
affairs. For example: 
° Cash on hand and personal expenditures usually 

will not be known with certainty and may require 
some type of estimation. 

° A reconstruction will be materially flawed by 
incorrect estimates. 

° The agent’s opening and closing balances may 
not be appropriate. 

Defense: The taxpayer’s representative may be able 
to bring the credibility of the agent’s opening and 
closing balances into question, which may bring the 
agent’s entire indirect method of proof into question. 

Defense: The practitioner should virtually audit 
the taxpayer prior to the IRS agent and prepare a 
cash—T, solicit all potential third—party information, 
have the taxpayer obtain as much primary evidence 
as possible, and have the taxpayer provide secondary 
evidence in situations where primary evidence is 
unavailable. 

The representative should prepare a thorough 
reconstruction of the taxpayer’s personal, business, 
and tax—related issues prior to the initiation of the 
engagement with the IRS agent. The practitioner may 
consider utilizing an audit work program to assist in  
controlling the engagement (see pages 19—21). Being 
aware of all the issues and being prepared to address 
those issues with the IRS agent will be crucial to the 
outcome of the taxpayer’s case. 

Review Questions 
(answers on page 15) 

1 .  Which of the  following statements regarding 
the Cohan Rule is true? 

A. Under t he  Cohan Rule, a taxpayer who is 
under  audit is not required to produce any  
receipts for expenses. 

. The Cohan Rule allows a taxpayer to  
reproduce books and  records using other 
evidence of expenditures. 

. The IRS has no  authority to  request books 
and  records if t h e  Cohan Rule applies. 

. Merely producing documentation of 
expenses is enough for a court to  apply 
t he  Cohan Rule. 

2. The net worth method is most often used 
when which of t he  following conditions are 
present? 

A. 
B. 

C. 

D. 

The taxpayer is ou t  of t he  country. 
The taxpayer withholds books 
and  records. 
The taxpayer maintains no  books 
or records. 
B and  C. 

3. Which of the  following statements regarding 
the bank deposit method of reconstructing 
income is true? 

A. The bank deposits method for recon— 
structing income was established by the  
courts in Cohan and  is commonly referred 
to  as t he  Cohan Rule. 

. The bank deposit method cannot be used 
by a taxpayer’s representative to recon— 
struct income prior to a n  exam. 

. The bank deposit method for reconstruct- 
ing income is recommended when the  
taxpayer pays most expenses by check. 

. The authority for use of the  bank deposit 
method as a n  indirect method of recon— 
structing income and expense was 
generally established by the court under 
Smith v. US. and  is often referred to  in 
t he  Internal Revenue Manual. 
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