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Learning Objectives 

At the end of this course, you will be able to: 

• Recognize various IRS reconstruction methods 

• Describe the authority for estimating income and 
expenses 

• Identify tax professional due diligence requirements 

• Consequences of not adhering to due diligence 
requirements 



Overview 



       
  

        
          

       
          
    

Overview 
• Approximately 21 million Schedule C forms are 

filed each year. 

• IRS estimates that between 21 percent to 26 
percent of EITC claims are paid in error. Some of 
the errors are unintentional caused by the 
complexity of the law, but some of the claims are 
intentional disregard of the law. 
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Income Reconstruction 
A self-employed individual is required to report all income and deduct all 
expenses. 

• Authority for deduction of expenses is Revenue Ruling 56-407, 2 C.B. 564. 

• Revenue Ruling addressed the issue of whether taxpayers may disregard 
allowable deductions in computing net earnings from self-employment for self-
employment tax purposes. Under § 1402(a), every taxpayer (with the exception 
of certain farm operators) must claim all allowable deductions in computing net 
earnings from self-employment for self-employment tax purposes. Because the 
net earnings from self-employment included in earned income for EIC purposes 
are defined by cross-reference to the definition of net earnings from self-
employment under I.R.C. §1402(a), this ruling applies equally to the EIC. 

• See Chief Counsel Advice CCA 20022051. 



     

       
   

    
   

  

   

Conduct a thorough and in-depth 
interview 

• Ask clients to describe daily and weekly 
activities of the business. 

• Casual conversations about business 
practices may prove insightful. 

• Review supporting documentation. 

• Educate clients on recordkeeping. 



       

     

        

       
       

Record Reconstruction 

• Determine exactly what records have been lost 

• Prioritize importance of lost items 

• Consider the time and expense locating lost items 

• Determine sources to obtain lost items (transcripts, 
FOIA, state and local agencies, financial institutions) 



 
     

        
        

   

 

      
     
 

  

      

IRS Reconstruction Methods 
• Bank Deposits and Cash Expenditures Method 

• compares the total deposits plus cash expenses minus 
nontaxable sources of income to the total receipts 
shown on the return. 

• Markup Method 

• uses a common denominator within the 
business records to identify unreported 
income. 

• Net Worth Method 

• Assets, less Liabilities = Net Worth 



    
        

     
  

   
        

        
      

IRS Reconstruction Methods 

• Source and Application of Funds 
• uses changes in assets and liabilities, along with 

expenditures for nontaxable income and 
nondeductible receipts. 

• Unit and Volume Method 
• gross receipts may be determined or verified by 

applying the sales price to the volume of 
business done by the taxpayer . 
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Deductions in General 

“Deductions are a matter of legislative 
grace; taxpayers bear the burden of 
substantiating their claimed deductions by 
keeping and producing records sufficient 
to enable the Commissioner to determine 
the correct tax liability.” INDOPCO, Inc. 
v. Comm’r, 503 U.S. 79, 84 (1992) 



   
 

         
      
       

         
      
      

Authority for Estimates - Cohan 
Rule 

• When the TP establishes that the TP paid or 
incurred deductible expenses but does not 
establish the amount of the deduction to 
which TP is entitled, TP may be entitled to 
estimate the amount allowable. Cohan v. 
Comm’r, 39 F.2d 540 (2d. Cir. 1930) 



  

        
          

        
           

      

       
     

Application of Cohan Rule 

• “[T]o qualify for the estimation treatment under Cohan, 
the taxpayer must establish that he is entitled to some 
deduction.” 

• “[A] court should allow the taxpayer some deductions 
if the taxpayer proves he is entitled to the deduction but 
cannot establish the full amount claimed” 

• “bearing heavily ... upon the taxpayer whose 
inexactitude is of his own making” 



  
  

       

          

        
      

      
       

        
     

Application of Cohan Rule 
• Burden of Proof: 

– Generally the taxpayer has the burden of proof 

– §IRC 7491(a) shifts burden of proof to IRS when the 
taxpayer: 

• Introduces credible evidence with respect to any factual 
issue relevant to ascertaining the taxpayer’s liability; 

• Complies with the requirements to substantiate deductions; 
• Maintains all records required under the Code; and 
• Cooperates with reasonable requests by the IRS for 

witnesses, information, documents, meetings, and 
interviews. 
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Due Diligence 
• When you should ask additional questions: 

− A client wants to claim head of household filing status 
and claim his niece and nephew for the EITC and the 
CTC 

− A client has two qualifying children and wants to claim 
the EITC. She tells you she had a Schedule C business 
and earned $10,000 in income and had no expenses 

− This information appears incomplete because it is 
unusual that someone who is self-employed has no 
business expenses 



      
        

          

          
         

           

Due Diligence 
• When you should ask additional questions: 

− A 32-year-old client indicates he’s been going to 
college for many years and would like to claim the 
AOTC. 

− A client wants to claim the ODC for his three 
children. Your client is a resident alien. The children 
all have ITINs and lived part of the year outside the 
U.S. 



      
   

   

     

Due Diligence 
• Preparers must meet due diligence requirements 

when preparing returns reporting: 
− EITC, CTC, ACTC, ODC 

− AOTC and HOH filing status 



 
       

    
   

         
       

        

Due Diligence 
• Compute the credits and determine eligibility for 

HOH based on the Facts. 
− Know the laws thoroughly 

− Ask additional questions if you have doubt or question 
the correctness, consistency, or completeness of any 
information 

− Document your files at the time of the interview 



      
 

       
      

     

        
       

Due Diligence 
• Complete Form 8867 Paid Preparer’s Due 

Diligence Checklist. 
− Answer each question based on information from 

your client you know to be true 

− Personally, complete Part VI, Eligibility 
Certification 

− Keep copies of the following either electronically or 
on paper for your records (for 3 years) 



 
       

   
 

    

       

          

Due Diligence 
• Keep copies of the following either electronically 

or on paper: 
− Form 8867 

− Applicable worksheet for credits claimed 

− Any documents you relied on to determine eligibility 

− A record of how, when, and whom you obtained the 
information 



         
      

       

           
       

          
         
        

Due Diligence 
• Keep documents for three years from the latest of: 

− The due date of the tax return 

− The date the tax return was electronically filed 

− For a paper return, the date the return or claim for 
refund was presented to your client for signature 

− If you are a non-signing tax return preparer, the date 
you submitted to the signing tax return preparer the 
part of the return for which you were responsible 



       
      

         
      

         

Due Diligence 
• Paid preparers generally can rely on the taxpayer's 

representations, but due diligence requires the 
paid preparer to take additional steps that the net 
self-employment income used to calculate the 
amount of or eligibility for EITC is correct and 
complete. 



        
    

       
       

Due Diligence 
• IRC §6695(g) requires paid tax return preparers to 

make additional inquiries of taxpayers. 

• Additional inquiries made to comply with due 
diligence and the client's responses must be 
documented. 



 Due Diligence 
Consequences 



  
       

      
        

        
       

Due Diligence Consequences 
• Due diligence promotes accurate claims of the 

EITC, CTC/ACTC/ODC, AOTC, and HOH filing 
status. Incorrect tax returns or claims for refund 
and failure to comply with the due diligence 
requirements can adversely affect you and your 
client. 



 
        

          
 

Due Diligence Consequences 
• Taxpayers may be subject to accuracy or fraud 

penalties. 

• Banned from claiming EITC for a period of 2 or 
10 years. 



  
      

       
        

      
      

Due Diligence Consequences 
• IRC 6695(g) - Paid preparers who fail to 

comply with due diligence requirements can be 
assessed a $530 penalty for each failure for 
2020. 

• IRC 6694 - Preparer negligence or intentional 
disregard penalties range from $1,000 to 
$5,000. 



    

      
    

      
 

   

       
 

Assessment of Preparer Related 
Penalties 

• Suspension of the preparer from participation in 
IRS e-File and preparer registration. 

• Injunctions barring the preparer from preparing 
tax returns. 

• Referral for criminal investigation. 

• Disciplinary action by the IRS Office of 
Professional Responsibility. 
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