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In 2010, the Internal Revenue Service (IRS) began training approximately 1,100 Revenue Agents in the use of 
QuickBooks. In addition, the Service began routinely asking for the full data copy of the software from business 
owners, telling the owners that such requests had become standard operating procedure. The Service chose 
to train revenue agents in the use of QuickBooks because nearly 85 percent of small business owners use 
QuickBooks for their accounting and bookkeeping needs. The purpose of this Alert is to address this recent 
initiative by the Service. 

Background – Closing the Tax Gap 

In a study performed in 2001, Treasury determined that the difference between what should be collected in 
revenue, as opposed to what was actually being collected in revenue (tax gap) was greatest in the non-farm 
small business sector. According to this study, the compliance rate was only 43 percent among small business 
owners. Closing the small business tax gap, estimated by the Treasury's study at $109 billion per year, has 
been identified as a top priority by IRS officials. Notwithstanding the importance of promoting compliance and 
curbing tax evasion, however, IRS demands for the full data file create legitimate taxpayer concerns and are 
viewed by critics as being well outside the historical scope of the audit process. 

Formerly, upon receipt of an audit letter, the taxpayer and its tax advisor would collect the necessary support 
and provide documentation in response to specific issues (i.e. there was a defined request and a specific 
response). Generally, the consensus among most tax professionals has always been to provide information 
specifically requested unless that information is outside the proper scope of the Service's administrative 
summons authority (as discussed below). The primary concern with the Service's more recent full data file 
request focuses on certain data frequently stored in the QuickBooks file that is clearly (at least in the opinion of 
many practitioners) outside the boundaries of what the IRS can compel a taxpayer to produce. 

Small Business Software 

Income and Expenses versus Customer Information. QuickBooks software is used by most small businesses, 
perhaps because it is possibly the best accounting software for the price. The rub is that unlike the more 
sophisticated accounting software used by larger companies, access cannot be restricted when QuickBooks is 
provided to an IRS agent. The more sophisticated accounting software used at larger companies enables the 
company to limit and control the flow of information to the IRS agent by printing specific reports, or providing an 
electronic copy that permits access only to the items open in the audit. However, a small company's software 
allows the agent unfettered access to the full accounting and financial history of the company since the 
implementation of the software for any tax years that have not been condensed. In addition to the full 
disclosure on the financial and accounting side, such software provides the agent with unlimited access to 
sensitive customer and vendor information. 

Data-Mining. The Service desires to have the data in electronic form in order to more quickly and efficiently 
mine the data by producing specified reports. The primary purpose driving the Service's initiative appears to be 
increased efficiency during the audit process. The Service states in its Frequently Asked Questions and 
Answers section on accounting software, dated April 18, 2011, that the electronic records will be requested in a 
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majority of cases and the software will generally permit further corroboration of a taxpayer's tax returns through 
"drilling down" to underlying data and the generation of various reports without needlessly expending the 
agent's time requesting documents, or the taxpayer's time filling such requests. 

AICPA Input. The American Institute of Certified Public Accountants (AICPA) addressed the concerns of small 
business owners in a letter dated March 29, 2011, to the IRS. In that letter, the AICPA suggested that small 
businesses using QuickBooks should be able to provide a redacted electronic copy, similar to the ability of 
larger companies with more sophisticated accounting software, which would permit the company to provide 
only the relevant data. Unfortunately, this offer was rejected by the IRS. 

Service's Position and Pertinent Law 

Frequently Asked Questions and Answers. The IRS has addressed various issues in its Q&A regarding the 
recent requests for electronic records, and confirmed that agents will typically request the QuickBooks data file 
in the initial stages of the audit. The Service points to § 6001 of the Internal Revenue Code as its statutory 
authority for requesting electronic files and makes clear that if a "customer" (the IRS euphemism for the 
taxpayer under audit) refuses to voluntarily comply with the request, then the Service has the right to issue a 
summons for the information and/or disallow the items reported. Additionally, the Service states that if a 
taxpayer's representative refuses to provide the backup file, the representative could be in violation of Circular 
230 – which is an IRS publication issued several years ago addressing and regulating the practice of attorneys, 
accountants and others before the Service. 

In addressing whether a taxpayer could provide only the data for the tax year(s) under examination, the 
Service (consistent with its response to the AICPA) states that such a file would not satisfy "the requirements 
or the needs of the IRS" and that the file would not "meet the requirements of the Information Document 
Request or a summons and the taxpayer's representative could be in violation of Circular 230." 

Pertinent Law. The two sections of the Internal Revenue Code relied upon by the IRS include §§ 6001 and 
7602. 

 6001 mandates that taxpayers must maintain appropriate records to substantiate tax returns. 
 7602 permits the IRS to examine relevant records for the purpose of ascertaining the correctness of 

any return. 

In United States v. Rouse, pending before the U.S. District Court in Tampa, Florida, the Court addressed an 
IRS summons to a small business owner for the production of an electronic copy of the taxpayer's QuickBooks 
software. The taxpayer refused to comply with a December 2010 summons. In response to the taxpayer's 
refusal, in April 2011 the Court entered an Order to Show Cause as to why taxpayer should not be compelled 
to comply with the summons, and directed the parties to appear before the Court in June 2011. 

In the Rouse case, the U.S. Magistrate Judge relied upon a 1964 United States Supreme Court decision in 
U.S. v. Powell and held in a Report and Recommendation dated June 27, 2011, that "[i]n order to establish a 
prima facie case for enforcement, the government must show: 

1. That the investigation will be conducted pursuant to a legitimate purpose; 
2. That the inquiry may be relevant to that purpose; 
3. That the information sought is not already within the IRS' possession and 
4. That the administrative steps required by the Internal Revenue Code have been followed." 
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Interestingly, the taxpayer in Rouse did not attack the third requirement by arguing that the same information 
could be provided to the revenue agent in hard copy form and that the entire data file was not necessary. 
Instead, the Court was presented with the relatively narrow issue of whether § 7602 applied. The taxpayer 
attempted to argue that a request for an electronic copy was outside the scope of § 7602. In response, the 
Magistrate Judge held that under a plain reading of § 7602, which, in relevant part, states that the IRS may 
"examine any books, papers, records, or other data," that the term "other data" includes electronic backup files 
in that case. This holding is arguably consistent with the Service's Rev. Proc. 98-25, in which the IRS states 
that the requirements of § 6001 that apply to hardcopy records also apply to electronic records. 

Is This The Death Knell? While some commentators have suggested that the death knell has sounded and the 
Service is now entitled to electronic copies of accounting software, these commentators may very well 
overstate the scope of the issue presented before the Magistrate Judge in the Rouse case. As other courts 
review individual cases, it may be determined that the IRS has overstepped its statutory summons authority. 
Either way, unless and until the issue is settled in favor of the taxpayer, the overall scope of the audit has 
arguably increased exponentially, both increasing the cost of audit defense and providing an opportunity for 
zealous and aggressive IRS agents to overstep boundaries. 

Summary 

If you receive an Information Document Request (Form 4564) from the Service, you should seriously consider 
contacting your tax representative to help navigate the appropriateness of the Document Request. At a 
minimum, taxpayers should consider using the condensing feature for years that are not under audit before 
turning the data file over to the IRS. This process replaces the details of older transactions with summary 
journal entries. The IRS has indicated in its Q&A that such condensed data is acceptable for years not under 
audit so long as the data does not include any transactions that might impact those years currently under audit. 
Ultimately, because reasonable minds can differ, significant litigation is likely to result from this initiative by the 
Service. 

Should you have any questions regarding this audit initiative or should you wish to discuss any other audit 
related matters, please contact an attorney in the Firm's Tax Department.


