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Defending Tax Audits
Disclaimer

This presentation is being provided for general information and should not be 
construed as legal advice or legal opinion on any specific facts or circumstances.  
You are urged to consult your attorney or other advisor concerning your specific 
situation and for any specific legal or financial questions you may have.
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Defending Tax Audits
Overview

 How to respond when the IRS initiates an income tax or excise tax audit

 Procedural and substantive aspects of the audit process

 Possible outcomes – “no change” letter or proposed income or excise tax liability

 Settling the case and/or filing a Protest with IRS Appellate Division

 Alternatives to filing a Protest

 Current “hot” issues in IRS income tax audits
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Defending Tax Audits
Audit Triggers

 Increased audits for high-income taxpayers, per Treasury Secretary Steven Mnuchin 
during a March 3 House Ways and Means Committee hearing

 Increased audits of “flow through” entities (S Corporations/LLC partnerships)

 Large losses reported on Form 1040 (e.g., bonus depreciation)

 Large travel and entertainment deduction

 Industries deemed “non-compliant” by the IRS
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Defending Tax Audits
Life Cycle of IRS Tax Audit

 Proposed date and location of audit; initial meeting with IRS

 Who should represent the taxpayer?

 When should legal counsel get involved?

 Determining overall scope of examination

 Determining at the outset whether there are any “looming” issues that may be 
discovered (e.g. FET liability)
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Defending Tax Audits
Life Cycle of IRS Tax Audit

 Document retrieval

 Original contemporaneous records/flight logs vs. information that is created after the 
event(s) occur

 Directly responding to IDR questions, without providing extraneous or unnecessary 
information
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Defending Tax Audits
“Hot” Audit Issues

 MACRS vs. ADS depreciation (including bonus depreciation)

 Passive vs. active characterization of loss

 Deduction limitations for personal entertainment use of aircraft

 Hobby Loss activities
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Defending Tax Audits
IRS Revenue Agent Report

 Typically have 30 days to review/respond before final assessment is issued (“30 day 
letter”)

 Any proposal of penalties (e.g. 20% accuracy)?

 Responding to the RAR, requesting a meeting with the agent supervisor
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Defending Tax Audits
Appellate Division

 Timing of appellate case

 Is taxpayer willing to extend statute of limitations (Form 872 (income tax)/Form 872-B 
(excise)) for open tax years

 Interest (and/or) penalties continue to accrue if no prepayment of tax is made

 Ability to trade issues (is this all or nothing or is compromise a possibility)

 Complexity of issues – Appellate Division may have higher level of expertise; not 
always the case (e.g. excise tax)
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Defending Tax Audits
Appellate Division

 Settlement opportunities

 Amended tax returns and impact on prospective reporting position
 Dealing with the liability

 Installment Payment Plan (avoiding IRS enforcement action)
 Offer in compromise (not typically approved for solvent taxpayers)
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Defending Tax Audits
Alternatives to Appellate Division

 Should the case be litigated? Is a courtroom a better forum for the issues involved?

 Analyze cost of litigation and choice of forum

 If income tax – can continue without prepayment of tax by filing complaint with 
United States Tax Court or Court of Federal Claims

 If excise tax – must pay assessed tax and proceed in Federal District Court or Court 
of Federal Claims
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Defending Tax Audits
State Sales and Use Tax Audits

 Sales taxes are collected in 45 states and, additionally, in thousands of local 
jurisdictions

 Some states have no income tax and are therefore more likely to aggressively enforce 
imposition of sales and use taxes

 Aircraft are “big ticket” items with large sales and use tax exposure

 States are facing unprecedented budget shortfalls and need to locate additional 
revenues – aircraft are easy targets that generate potentially large tax liabilities
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Defending Tax Audits
State Sales and Use Tax Audits 

 Sales tax audit process is similar in many ways to IRS audit process but is generally less 
formal

 Sales tax audit typically starts with an inquiry letter from a state taxing authority to the 
taxpayer

 May be automatically generated following state’s receipt of notice of FAA 
registration of aircraft using an address in that state

 May result from information reported to state revenue agency by 
airport/FBO/management company
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Defending Tax Audits
State Sales and Use Tax Audits

 Taxpayer must reply to letter in writing with specific information, including supporting 
documentation, regarding any exemption from sales or use tax that is claimed; 
otherwise sales tax will likely be assessed

 Nature of inquiry and required response varies from state to state
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Defending Tax Audits
State Sales and Use Tax Audits

 Documents typically requested include copies of:

 Filed sales and use tax returns and proof of payment of sales or use tax
 Aircraft Purchase Agreement/Bill of Sale/Invoice
 Issued Resale Certificate(s)/Exemption Certificates and proof that such certificates 

were remitted/filed as needed
 Aircraft leases/invoices for rent/proof of rent payment
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Defending Tax Audits
State Sales and Use Tax Audits 

Common Issues:
 Nexus – whether or not aircraft has sufficient connection with state in question to give 

rise to sales or use tax liability

 Validity of claimed exemptions

 Application of sales and use tax is formalistic but substance may also be relevant
 Need to prove application of exemption based on clear and convincing 

documentary evidence
 Commercial aircraft exemption – usually strictly construed against taxpayer if there is 

any ambiguity regarding the application of this exemption
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Defending Tax Audits
State Sales and Use Tax Audits

Common Issues (continued):
 Sale for Resale (Leasing) Structures

 Signed leases and Resale Certificates executed/issued as of closing date
 Clear transfer of aircraft possession to lessee(s) as documented in flight logs
 Registration as sales tax vendor with state prior to closing date
 Sufficiency of rent amount and proof that rent payments were actually and timely 

made (not just book entries)
 Clear lease structure, particularly with charter leases
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Defending Tax Audits
State Sales and Use Tax Audits

 Results of audit will be reported in writing

 Carefully follow procedure for appeal/redetermination, paying special attention to all 
deadlines, which vary from state to state

 Appeals process in most states is extremely backlogged and can take many months or 
even years to resolve – be prepared for a lengthy process

 Consider settlement options based on assessed liability, penalties and interest and 
cost of appeal
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Defending Tax Audits
State Sales and Use Tax Audits

 Appellate conferences/hearings are generally informal and may be conducted in 
person or by telephone

 Appeals officer may request documentation such as copies of filed Federal income tax 
returns and taxpayer’s financial statements

 Appeals officer may be more willing to accept alternative theories of liability to reduce 
overall tax amount and reduce or eliminate penalties
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Defending Tax Audits
State Sales and Use Tax Audits 

 Depending on the specific state and the amount of the assessed sales or use tax 
liability, it may be prudent to consider other alternatives

 If a state revenue authority is known to be particularly taxpayer unfriendly or 
biased against aircraft owners, it may be advisable to consider paying tax and 
filing suit for refund in courts

 Many states have enacted voluntary disclosure programs that allow taxpayers to 
voluntarily report unpaid sales or use tax and avoid payment of penalties as long as 
taxpayer is not under audit or criminal investigation at the time of disclosure



Questions?
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