Limited Issue Focused Examinations


Additional FAQ’s, Issued February 24, 2003

1.
I file a consolidated return.  Will the examination team be allowed to select which subsidiaries should be offered the LIFE process?

No, the team cannot pick and choose which entities within a consolidated return will be worked using LIFE.  The MOU states that LIFE is being used for the entire entity.  However, the team is permitted to have different materiality thresholds for each of the entities.  This must be addressed within the MOU.

2. 
If I enter into a LIFE examination on a corporation, does the MOU also extend to related shareholder or partnership returns?

No.  The LIFE process is applied on an entity basis.  Since a partnership or shareholder is a separate entity for tax purposes, the team would be required to evaluate whether LIFE is appropriate and secure a separate MOU. 

This is also true for prior and subsequent year returns that are picked up as the result of a LIFE examination.  In this instance, the LIFE process does not automatically extend to these returns.  The agent/team will need to determine if the LIFE process is appropriate, and if it is, secure a separate MOU.

3. 
I have a question about materiality and the deferral period.  Let's assume a taxpayer purchased a "hard" asset (vs. an intangible) in 1997 and it has a 3-year recovery period.  The agent/team is examining the 1997 tax year and find that 1) the taxpayer did not place the asset into service until 1999, and 2) they expensed the cost of this asset in 1997.  What is the deferral period?  Is it three years (since it has a 3-year recovery period) or five years (since they placed it in service in 1999 which triggers the start of the 3-year recovery period)?

First of all, the dollar value of the asset is important to consider.  Assuming that the dollar amount is material and this issue will be examined, the deferral period would be five years.  This is the difference between what the taxpayer did (expensed in 1997) and what they should have done (start depreciating the asset in 1999 over a 3-year recovery period).  This 5-year deferral period would be more material than if the team/agent were examining a 3-year recovery asset that was placed in service immediately upon purchase (assuming the cost of the asset was the same).

4. 
Are the materiality thresholds used for the selection of issues or are they used to determine whether or not an adjustment should be made? 

In the LIFE process, materiality thresholds apply to issue selection for developing the final examination plan only.  They do not apply to whether an adjustment can or will be made during an examination.  Neither do they apply to what accounts or transactions might be reviewed within the taxpayer’s accounting system(s).

5. 
In the LIFE process, taxpayers must discuss issues as they are raised.  What does this mean?  Does this mean that the taxpayer has to agree to the proposed adjustment?  Agree to the accuracy of the facts?  Agree to disagree? 
First, in the LIFE process, the taxpayer must cooperate in the development of issues by supplying information timely.  Therefore, all of the facts of a particular issue should be on the table.  This does not necessarily mean that both parties have to agree to the facts, but they must continually work towards agreement on the facts. 

After a Form 5701/NOPA is issued, the taxpayer should advise the agent/team whether or not they agree with the issue.  If they don't agree, they should provide their position describing sufficiently the reason(s) for their legal disagreement.  We expect that this would be in writing, but this does not mean that they have to provide a formal legal document.  They should outline any differences in facts and the legal basis for their position.  The extent of the legal arguments will be driven by the complexity of the issue.  Agreeing to disagree is fine, but both parties should understand the basis for the disagreement.

6. 
If the LIFE process is being utilized, and an unagreed rollover issue falls below the materiality threshold in the current cycle, should the issue be examined? 

Typically the answer is no.  The materiality thresholds established should be applied to these types of issues.  Therefore, only those issues that fall above the threshold should be pursued.   The team may decide to pursue the issue if it is a coordinated/emerging issue, public policy issue, tax shelter, or fraudulent item regardless of the materiality thresholds that have been established.

7. 
Is the taxpayer relieved of the responsibility for supplying the section 905(c) amounts during an examination if they fall below the materiality thresholds? 
The taxpayer is statutorily required to advise the IRS of any section 905(c) adjustments, no matter what size the adjustment is.  If the taxpayer is under examination, they usually advise the international specialist of these adjustments.  If the taxpayer is not under examination, they are required to file an amended return.  The LIFE process does not alter the taxpayer's responsibilities conferred by section 905(c). 

8. 
The team will be setting materiality thresholds below which the taxpayer agrees not to file claims.  As part of the risk analysis process in CIC examinations, the team issues the section 6662 "disclosure letter" (a/k/a Rev. Proc./qualified amended return) to the taxpayer.  In response, the taxpayer provides a letter that reflects all known adjustments to the return.  Some increase taxable income and some decrease it.  How do we deal with the adjustments below the thresholds? 

The examination plan, materiality thresholds, and LIFE MOU should not be finalized until after the taxpayer's response to the "disclosure letter."  Therefore, these issues fall outside of the LIFE MOU materiality thresholds and should be addressed and adjusted, if necessary.  The team may examine these issues even if they fall below the threshold, but they are not obligated to do so.  

9. 
I am IRS employment tax specialist.  I reviewed the LIFE training materials and I have a concern that my issues will not be part of the exam plan since they may not meet the materiality thresholds established for the income tax exam.  Can you respond to this concern?

We'd like to emphasize that mandatory referrals are still required to be made by the examination agent/team to the employment tax specialists.  Also, these specialists should be involved in the planning process including risk analysis.  These types of issues should not be excluded from the overall examination strategy simply because they fall below an income tax materiality threshold or because the audit team is trying to limit the exam to a "few" significant issues. There may be instances where employment tax issues are selected because of compliance consideration rather than materiality considerations.

Presently the LIFE design team is considering changes to the MOU that would be specific to employment or excise taxes only.  Watch the web site for these updates or contact a member of the design team for further information.

10. 
I have not been offered a LIFE examination.  Is there an appeals process that I can invoke?

No.  There is no formal appeals process in the traditional sense of the word.  You can utilize the rules of engagement by asking to speak to the team manager, territory manager, etc....  

11.
During our initial informal meeting with the taxpayer their representative brought up the LIFE process.  In short, they have indicated they want a LIFE examination and have proposed materiality language for the MOU.  For example, they have proposed a standard that calls for not reviewing any G/L account with a year-end balance of less than $150,000 and not inspecting any invoice less than $25,000.


Any discussion of the materiality thresholds is premature at this point.  You cannot determine whether the LIFE process is appropriate until after you have reviewed the taxpayer’s past behavior and past examination results, and completed your risk analysis to determine the Large, Unusual and Questionable items.  Also, you must use judgment regarding how many of these are substantive.  Most importantly, these thresholds relate solely to the selection of line items, events or schedule M items as reflected on the returns only.  The thresholds have nothing to do with the review of G/L accounts or invoices.  A given line item on the return may be made up of one general ledger account attributable to one subsidiary or it may be come from several subsidiaries and be comprised of numerous accounts.  This is irrelevant.  Similarly, these thresholds have nothing to do with the size of invoices or expenditures that may be reviewed.


Once you have identified the LUQ items you can determine what materiality thresholds will capture these.  These must be shared with the taxpayer and the representative since they must concur.  While the setting of the materiality thresholds are entirely within the purview of the team, as a practical matter the taxpayer must concur.  The sharing of information and the practice of discussing the thresholds with the taxpayer is important, but the LIFE process is not intended to cause this to be a protracted point of negotiation.  The examination team will propose the thresholds, listen to concerns or recommendations from the TP and then decide whether or not to adjust them.  If an agreement cannot be reached in a relatively short period of time, perhaps the LIFE process is not appropriate in this case.  

12.
The LMSB team has proposed a Limited Issue Focused Examination (LIFE) for our most recent cycle.  As the tax director, I’m seriously considering this but I do not like all of the aspects of the process.  For example, I do not want to have to discuss issues (NOPA/5701s) as they arise.  I also do not want to be bound to provide responses to Information Document Requests within 30 day or an agreed upon date.  I would like to renegotiate these provisions with the team.  More specifically, I would like to change this language to indicate that we will make “reasonable efforts” or “our best efforts to respond” by the date agreed to.  What are our options?

There are two basic principles of the LIFE process that impact on this request.  The first is consistency of application amongst all LIFE candidates.   To accomplish this a standardized template for the Memorandum of Understanding must be used.  LMSB will not negotiate or change provisions of the process for each taxpayer.  

Second, is the idea of keeping the examination moving forward at a rate which will complete the examination by a date that is agreed to by the taxpayer and the team.  One of the “best practices” incorporated in the process is the discussion of issues as they arise. This means meeting commitments not just devoting some nebulous level of effort.  If these provisions are untenable to you than you should inform the team and a normal examination will be pursued.

