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Eight Small Business IRS Audit Areas to
Watch Through 2013
The IRS has announced emerging or signi�cant areas that it will prioritize for the
coming year. When it comes to compliance, the IRS has increasingly focused on small
business underreporting, which is responsible for 84% of the $450 billion tax gap.
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The IRS continually analyzes compliance levels for entities, issues and industries by
conducting hundreds of compliance projects and initiatives each year. Leading up to
the start of the government’s �scal year on Oct. 1, the IRS has announced emerging or
signi�cant areas that it will prioritize for the coming year. When it comes to
compliance, the IRS has increasingly focused on small business underreporting,
which is responsible for 84% of the $450 billion tax gap. At national and regional tax
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forums held this summer, the IRS projected small business areas where it will focus
through 2013. Here are the highlights:

1. Fringe bene�ts, especially personal use of company cars. The IRS is completing
its third and �nal year of a National Research Project on employment tax
compliance. Early �ndings from these audits indicate that employers are not
reporting employees’ personal use of company vehicles on Forms 1099 or W-2.
Look for the IRS to investigate the use of all company cars, especially luxury autos,
in its audits.

2. High income/high wealth taxpayers. The IRS de�nes high income/high wealth
taxpayers as those who bring in a total positive income of more than $200,000 a
year. Total positive income includes all gross receipts and sources of income before
expenses and deductions. Through 2013, the IRS will focus on taxpayers with a
total positive income of more than $1 million who �le a Schedule C business
return. Last year, the IRS audited 12.5% of all individuals with incomes of more
than $1 million – a signi�cant increase from 2010, when the IRS audited 8.4% of
these taxpayers.

3. Form 1099-K matching. The IRS announced that it will start Form 1099-K
matching in late 2013. The IRS provided a reprieve from merchant card reporting
on business returns for 2011 Schedule C and Forms 1065, 1120S and 1120; however,
the IRS plans to change its approach after 2012 returns are �led. The IRS has
indicated that it plans to pilot a business-matching program that can address a
large amount of small business noncompliance.

4. Credit for small business employee health insurance, under Section 45R. This
credit, �rst available on 2010 returns, is now coming under IRS scrutiny. The IRS
will examine small business employers and tax exempts for compliance with
Section 45R eligibility requirements.

5. Abusive transactions, especially international transactions. The IRS will
continue to focus on the international tax gap. The IRS’ third voluntary initiative
for foreign bank account reporting is under way, and the IRS will be looking to
aggressively pursue taxpayers who hide assets overseas. The IRS will also focus on
offshore transactions for large and small businesses.

6. Partnership returns for abusive transactions and unreported income. This is a
new area of emphasis for the IRS. Expect the IRS to target large loss partnerships
and speci�c abuses that emerge from early �ndings in this project.

7. S corporations, with an emphasis on losses in excess of basis and reasonable
compensation paid to of�cers. The IRS is interested in S corporation audits in
which losses are taken in excess of basis on shareholder returns. The IRS will
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review basis computations in these audits to determine whether tax preparers are
properly completing due diligence requirements before deducting losses on Form
1040. The IRS is also interested in the use of S corporation distributions to avoid
payment of Social Security taxes. The IRS will focus on S corporations with
income, distributions and little or no salary paid to of�cers.

8. Proper worker reclassi�cation. Almost all business audits also include
employment tax issues. In particular, the IRS is interested in worker status. The IRS
understands that businesses have an economic incentive to misclassify workers as
independent contractors rather than employees. It costs about 30% less for a
business to employ an independent contractor than an employee. The IRS thinks
there is signi�cant noncompliance in worker classi�cation and will continue to
focus its �eld examination resources in this area.

Understand that your small business clients, and speci�cally those who �t any of the
above eight issues, will be a focus for IRS audits in 2012 and 2013. A best practice is to
proactively address these audit areas now with your small business clients, and
prevent future problems through client education. Going forward, schedule frequent
meetings so you can stay close to your small business clients and avoid audit
surprises.

 ———————–
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