/\

\ / /

Market Segment Specialization Program

Auto Body and
Repair Industry

The taxpayer names and addresses shown in this publication are
hypothetical. They were chosen at random from a list of names of
American colleges and universities as shown in Webster's
Dictionary or from a list of names of counties in the United States
as listed in the United States Government Printing Office Style
Manual.

This material was designed specifically for training purposes only. Under
no circumstances should the contents be used or cited as authority for
setting or sustaining a technical position.

Department of the Treasury
Internal Revenue Service

Training 3149-127 (8/95
TPDS 83999S



Aut o Body/ Repair Industry

TABLE OF CONTENTS

Page
| nt r oducti on C e e e Xi
Chapter 1 -- The Nature of Auto Body/ Repair |ndustry
Overview . . . . . . . . . . .0 1-1
Description of Auto Body Repair Process S 1-2
Repai r/ Repl acenent . . . . . . . . . . 1-2
Paint Process . . . . . . . . . . . . 1-2
O her Processes . . . . . . . . . . . 1-3
Estimation Process . . . . . . . . . . 1-3
D fferences Between Body and Repair Shops . . 1-4
Chapter 2 -- Docunents Avail able
Introduction . . . . . . . . . . . . . L. 2-1
General Books and Records . . . . . . . . . . 2-1
Specific Docunents . . . . . . . . . . . . . . 2-2
The Mtchell GQuide . . . . . . . . . . . . . . 2-5
Organi zati on of Records C e e e e 2-5
Chapter 3 -- Initial Interview Tour of Business
Initial Interview . . . . . . . . . . . . .. 3-1

Tour of Business . . . . . . . . . . . . . . . 3-4



Chapter 4 -- Bal ance Sheet Accounts and M1 Anal ysis
| nt roducti on
Conpar ati ve Revi ew
Cash Account
| nvent ori es
Bui | di ngs and O her Depreciable Assets
O her Recei vabl es
Liabilities and Shareholder's Equity
Treasury Stock

Schedul e M1 Revi ew

Chapter 5 -- Sal es

| nt roducti on

Cat egori es of Charges
Labor
Subl et
Tow ng .
St or age
Esti mat e Fees
Vehi cl e Sal es
Sal es Tax

O her | ncone Sources
Rebat es and Refunds of Expense .
Subl ease of Prem ses and Equi pnent
Adverti sing Space

a d Checks .



O her Sources
Accounting for Sal es Taxes
Sal es Tax Audits .
I ndi cations of Underreporting
Estimating Sal es .
Bank Deposits
Repair Orders
Br eakdowns of Sal es and Costs
Checks to Check Cashers
Cash Transactions Records
O her Incone |ssues
Hel d Checks
Wai ved Deducti bl es .
Cash Paynents
Cashed Checks

Journal Entries

Chapter 6 -- Cost of Sales

| nt roducti on
Pur chases

Records to Request/Exam ne .
Labor

Met al Labor

Frame Labor

Pai nt Labor

5-7
5-7

5-8

5-9

5-9

5- 10
5-12
5-13
5-13
5-13
5- 14
5- 14
5- 14
5- 15
5- 15

5-17

6-1
6-1
6- 2
6- 4
6- 4
6- 4

6- 4



M nor Mechani cal Repairs .

Labor: Records to Request/Exam ne .

Audit Procedures .

Subl et Expenses

| nventory
| nvent ory Requirenents
Records to Exam ne/ Request
Audit Procedures
| nventory Listed on Return
Pai nt and Supplies Inventory

Change in Accounting Method

Chapter 7 -- Expenses

| nt r oducti on

Aut onobi | e Expense
Vehi cl e Omed by Corporation
Vehi cl e Omed by Shar ehol der
Leased Vehicl es

Ent ertai nnent and Pronotion
| nadequat e Verification
Per sonal Expenses
M scl assi fi ed Busi ness Meal s
Gfts
Expense Al | owances

Rent Expense

Real Property

Vi

6-5
6-5
6-5
6-7
6-7
6- 8
6- 9
6- 9
6- 13
6- 13

6- 14

7-1
7-1
7-2

7-2



Personal Property
| nsur ance

Prepai d and Accrual s

Di vi dends, Refunds and Cd ai ns

Medi cal | nsurance
Li fe I nsurance
Aut o | nsurance
O ficer Conpensation
Reasonabl e Conpensati on
Bonuses
Journal Entries

Accrual s .

Loan Accounts and Rel ated I nterest Expense

| mput ed | nt erest
Enpl oyee Rel at ed Expenses

Uni forns .

Enpl oyee Advances

G oup Pl ans

Bonuses and G fts

Expenses Rei mbur senents
Unet hi cal Practices

Aut onobi | e Rental Kickbacks

Finders or Referral Fees .

Political Contributions and
Lobbyi ng Costs .

Lien Sale Filings

Vi i

7-7
7-7

7-8

7-8

7-9

7-9

7-10
7-10
7-11
7-11
7-12
7-14
7-14
7-14
7-15
7-15
7-15
7-15
7-15

7-16

7-16

7-16



Tow ng Service Paynents . . . . . . . 7-17
| nsurance Fraud . . . . . . . . . . . 7-18

Snog Certificate Sales . . . . . . . . 7-18

Chapter 8 -- Change in Accounting Mthod

I ntroduction . . . . . . . . . . . . . . ... 8-1
Wiy Make an | RC Section 481 Adjustnent? . . . 8-1
| nventory Adjustnment . . . . . . . . . . . . . 8-1
Conmput ati on of Accrued Sal es and Purchases . . 8-3

Conmput ati on of I RC Section 481
Adj ust ment for Accrued Receivabl es 8-3

Det erm nati on of Accrued Purchases . . 8-8
| RC Section 481(b)(1) & (2) Limtations Coe 8-8
Revenue Procedure 92-20 e e e 8-11

Chapter 9 -- Enpl oynent Taxes

Introduction . . . . . . . . . . . . . L. 9-1
Rechar acterizati on of Paynents as \Wages Co 9-4
Consi stent Treat nent as Non- Enpl oyees Coe 9-5
Cccasi onal Treatnent as Non- Enpl oyees Coe 9-6
Bonuses C e e e e 9-7
Oficer Salaries . . . . . . . . . . . . . .. 9-8
G her Situations . . . . . . . . . . . . ... 9-8
Exam ni ng Returns, Books and Records . . . . . 9-9

The Tax Return . . . . . . . . . . . . 9-9

Transcripts . . . . . . . . . . . . . 9-9

Vi i



Reconciliation and Form W2 and
1099 I nspection .

Di sbursenent s
Rel at ed Ret urns
Penal ti es
Backup Wt hhol di ng

Statutes and C osing Procedures

Chapter 10 -- Information Returns/Penalties
Form 1099 I nformati on Returns
Audi t Techni ques
O her Issues .
Form 8300 I nformation Returns

Package Audit Requirenents/Audit
Techni ques . Ce e

Penal ti es

Failure to File Correct Information
Returns -- I RC section 6721

Failure to Furnish Correct Payee
Statenents -- | RC section 6722

Backup Wt hhol di ng

Abat ement Procedure for Backup
W t hhol di ng Coe

A ossary

9-10
9-11
9-11
9-12
9-12

9-12

10-1
10-2
10-4

10-4

10-5

10-7

10-7

10-8
10-9

10-11



This page intentionally left bl ank.



| nt roducti on

Thi s gui de was devel oped by nenbers of the Market
Segnent Speciality Programin Los Angeles to
famliarize agents with sone of the practices
prevalent within the auto body and repair industry and
share information on issues encountered during the
study of this business segnent.

All of the exam nations included in this study were
conducted in the Los Angel es basin and comentary
reflects this location. State |aws and | ocal

ordi nances in other areas wll differ, particularly in
the areas of em ssions and certification controls,
sales tax applicability, and state tax reporting.
Bird dog fees, towi ng, and deal er incentive paynents
may al so be regulated. It is, therefore, inportant
for the exam ner to beconme famliar with | oca
restrictions and conpare themto those in the Los
Angel es area when evaluating the material presented.

Ret urns exam ned were sel ected based |largely on gross
i ncone, taxable income, and ZI P Code. Body shops were
selected initially and represent the bul k of the
returns exam ned, though several general auto repair
shops were included later in the study.

Al t hough the study included nostly C- Corporations, a
few sol e proprietorships were al so exam ned, one of
which was a referral froma check casher project. No
t ow ng conpani es, chains, franchises, or specialty
services such as brake, nmuffler, or transm ssion
repair facilities were included in the study.

The exam nations undertaken spanned 20 nont hs,
including an initial transition period with a few
returns remaining in inventory at this witing. This
gui de was witten based on the know edge of the

i ndustry gai ned over that period and cannot be
regarded as all inclusive. (Mre information regarding
ot her industry segnments has continually surfaced and
new or anticipated legislation will undoubtedly

i nfl uence sone established practices.)
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The information presented is designed to provide the
agent with a general famliarity wwth the auto
body/repair industry before begi nning an exam nati on,
and to describe some of the issues encountered in this
study. The guide should only be used as a suppl enent
to mandat ory procedures and ot her avail abl e resources
as well as the agent's own expertise in resolving
cases involving the industry.



Chapter 1
THE NATURE OF THE AUTO BODY/ REPAI R | NDUSTRY
OVERVI EW

Most auto body shops are small to nmedi um si zed

busi nesses operated as sol e proprietorships, smal
partnerships, or closely held corporations. They range
in size fromthe corner shop to large franchises with
many | ocations. Specializations range from donmestic or
foreign vehicle repair to classic vehicle restorations.

Body shops are interesting in that they are

conbi nations of service type businesses with retailing
aspects mxed in. Although they provide the | abor and
skill, they nust al so purchase and resell the needed
parts. This often creates conflicts in determning
whet her shops are required to maintain inventories.

The industry is extrenely conpetitive as a result of
the i nfluence insurance conpani es exert over auto body
shops. Since insurance conpani es pay for nost clains,
they Il ook for the nost cost efficient businesses. A
shop that is wlling to use | ess expensive parts as
opposed to factory originals will be preferred. This
al so applies to the | abor rates that a shop charges.

An i nsurance conpany will not hesitate to use a
particul ar shop that charges $27 per hour as opposed to
one whi ch charges $28 per hour.

A body shop is also regul ated by environnent al
agencies. Because of today's tighter air quality
restrictions, the anount of hazardous materials it may
emt on a day-to-day basis is limted. Hazardous

em ssions include paints, toners, and thinners which
are used in spray form Because violations of air
quality regulations can bring stiff penalties, these
regul ations are often cl osely adhered.

Because of the above nentioned influences, conpetition
is fierce in the industry. Accusations abound in the

i ndustry that paynents are nmade to service nanagers in
various deal erships to provide referrals. Shops have
al so been forced to cut costs whenever possible. These
costs include enploynent taxes and worker's
conpensati on i nsurance which are sonetinmes bypassed by
treati ng workers as i ndependent contractors instead of
enpl oyees.
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DESCRI PTI ON OF AUTO BODY REPAI R PROCESS

Repai r / Repl acenent

Modern vehicles are being constructed with Iighter and
nore flexible materials. On one hand |ighter
construction has made sone aspects of the repair
process easier because of the quick replacenent
process. On the other hand, because of the lighter
materials, vehicles are nore susceptible to danage on
i npact at | ower speeds.

A distinction should be nade between the term"repair"”
and "replace". These two ternms involve separate
processes. |If a body conponent has been conpletely
mangl ed, it will sinply be "replaced". This is the
easi est type of body work since the process involved is
sinply purchasing the part, installation, and painting.
"Repair" work may involve pounding out a dent if it is
sinple, or it may involve straightening the frame which
is the nost extensive and conpl ex type of body work.

Wth the advent of unibody construction, the repair
process has been nmade even nore conplex. In the ol der
donestic vehicles, conponents were bolted to a franme
whi ch acted as the support for vehicle road shock. In
uni body construction, the conponents act as the frane.

| f a uni body vehicle has been damaged, sinply replacing
t he conponent nmay not be enough to restore the vehicle.
O her conponents nust be checked to determne if they
have been shifted fromthe original positions, Failure
to do a proper alignnent is often the cause of a
vehicle "not feeling the sanme" after a collision.

Anot her change is the safety concept of "energy

absorption.” Essentially, this allows the body to
absorb a higher percentage of the inpact froma high
speed col lision. This al so neans that the body

col l apses nore easily. Again, this nmakes the vehicle
nore susceptible to danmage at | ower speed inpact as
wel | .

In the sections to follow, the term"repair” refers to
either the repair or replacenent process unless another
specific distinction is nade.

Pai nt Process

Once the vehicle has been repaired it will be painted
to match the original color as nearly as possible. If
the vehicle has the factory original paint, the
"formula" for that color nay be available by the

manuf acturer. Paint m xing systens vary with each body
shop. Sonme maintain the fornmulas on mcrofiche while
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others keep themin a conputer database. Snaller body
shops may depend on the paint stores to m x the needed
paint. Before the paint is applied, the repaired part
is sanded and seal ed to renove scratches and prepare
the surface. After it is painted, a clear coat is
applied to give the paint a shiny or netallic | ook.

O her Processes

A collision may not only damage the body exterior but
al so the nmechanical functions inside. Sonme body shops
wi |l performm nor mechani cal work, such as radiator
repl acenent or easy electrical work. Mjor nmechanical
work is usually sublet out to an auto repair shop.

O her processes include tire and gl ass repl acenent,
uphol stery repair, and cleaning of the vehicle which
i nvol ves washi ng and waxi ng the exterior and cl eani ng
and scenting the interior.

Esti mati on Process

An exam ner should be famliar with the estimting
process since gross incone is based on this concept.
An estimate is used to provide the customer with the
final cost or as an agreenent between the shop and the
i nsurance conpany as to how nuch will be paid for the
j ob.

The estinmate may be prepared by either the body shop,

t he i nsurance conpany, or an independent apprai sal
conpany. The maj or source of information from which
estimates are prepared is the Mtchell Collision

Gui des. These guides are available in book formor as
conputer software. They provide the auto body shops
with the information required to estimate repair costs.

I f an estimate has been prepared by the auto body shop,
it must still be approved by the insurance conpany
which is paying the claim These estinmates are subject
to sone negotiation between the body shop and the

i nsurance conpany. Usually, the negotiated itens wl|

i nclude the | abor charges and the use of used or "after
mar ket" parts.

The actual process of estimating is very easy for the
replacenent of a particular part as opposed to
repairing it. This is due to industry standards

provi ded by services such as the Mtchell Collision

Gui des. I nsurance conpani es al so have their own in-
house standards and rates. Smaller insurance conpanies
use i ndependent appraisal conpanies that specialize in
auto repair estinmates.
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Dl FFERENCES BETWEEN BODY AND REPAI R SHOPS

Because nost of the businesses exam ned were auto body
t hese receive the nost enphasis in this package.
There are both simlarities and di fferences between

shops,

body and repair shops,

1. Insurance:

2. Suppliers:

3. Oder Size:

4. Custoners:

5. Repair Oder
Docunent s:

6. Labor
Char ges:

7. Sal aries:

8. Inventory:

Body Shops

Auto body is nostly reinbursed by
i nsurance conpani es.

Body shops but parts primarily from
deal er shi ps.

Body shops generally buy what is needed
for a specific job but may stock sone
paint naterials and small suppli es.

Body shops see their custoners far |ess
of ten.

Body shops usually use estimate forns
with their repair orders.

Body shops generally charge a different
rate for netal, paint, and frane |abor.

Body shops sonetinmes pay all or portion
of their staff on a based percentage of
I abor billings.

Body shops generally have work-in-

process but little parts, materials and
supplies inventory

1- 4

sone of which are shown bel ow

Repai r Shops

Repai r shops have sone insurance
work but nost of the costs are
paid by the owner of the

vehicl e.

Repai r shops buy parts from
deal ership but frequently buy
bul k parts fromother suppliers
at lower costs and may al so
stock itens such as batteries,
etc., on consignnent.

Repai r shops often order conmon
parts in bulk as well as
lubricants and fluids.

Repair shops are likely to have
a steady clientele and a | ot of
repeat and fam |y business.

Repai r shops do not use the
estimate forns seen in a body
shop.

Repair shops charge a flat rate
for mechanical |abor which is
usually billed at a higher rate.

Repai r shops nearly al ways pay
an hourly wage.

Repai r shops usually have |ess
wor k-in-process and stock parts,
materials, and supplies.



Chapter 2

DOCUMENTS AVAI LABLE

| NTRODUCT| ON

The records kept by auto body and repair shops are
general ly neither el aborate nor conplex. Mst function
as closely held small businesses with virtually no
internal controls in place and little on site
accounting supervision. Larger shops may enpl oy sone
clerical help but often smaller establishnments sinply
submt their check stubs and a stack of repair orders
and/or their banking records to an outside accountant
on a nonthly or quarterly basis for posting and
preparation of the accounting records and tax returns.
The source docunents may be maintained in a file or a
carton or trashed, depending on the inclinations of the
owner / oper at or .

GENERAL BOOKS AND RECORDS

An auto body shop will not generally have an el aborate
set of books and records regardl ess of the accounting
met hod used (cash or accrual). There will usually be a
general |edger, a cash disbursenments journal (or a
conbi nation of the two), a sales, and a cash receipts
journal. An accounts receivable schedule nay al so be
avai |l abl e.

The only distinctive journal which was encountered
fairly consistently was the sales journal which wll
usual ly break sales down into the foll ow ng categories:
1. Parts/Paint/Mterial sales

2. Labor Sales: Further break down w |l be netal
| abor (body work), paint |abor, and frame | abor

Subl et Char ges

Tow ng Char ges

o ok w

St or age Char ges
6. Sal es Taxes
For small er businesses there may only be single entry

di sbursenent journal along with a listing of the sales
for the nonth or a listing of the bank deposits if that



is the nethod used to record sal es. In the latter
case, a schedul e of taxabl e versus non-taxabl e sal es
and sal es tax inclusions should be avail abl e.

O her records may include payroll journals, sales tax
returns, enploynent tax returns, Form W2 statenents
and Form 1099 statenents. Less often there may be

i nventory records.

SPECI FI C DOCUNENTS

In performng an effective audit, it has been noted

t hat many documents beside the usual purchase invoices,
cancel ed checks, etc. are hel pful in devel opi ng issues.
These docunents have been useful in devel oping
inventory and incone adj ustnents.

1. Estimtes: Estimtes may be prepared by the auto
body shop, the insurance conpany, or an independent
apprai sal conpany hired by the insurance conpany.

Information available wll be on an itemby item
basis. The follow ng may be included on the
esti mat e:
a. | nsurance Conpany - Nane, address, and
t el ephone nunber of specific office handling
the claim

b. Date of Estimate - This date may be inportant
in determ ning when the vehicle was actually
brought in for inspection.

C. Date of Loss - Date vehicle was in the accident
d. Vehi cl e description - Vehicle type, nodel
year, identification nunber, |icense nunber,

and m | eage when brought in.

e. Cust oner name and whether that person is the
claimant or the insured party. An address and
phone nunber may al so be |isted.

f. Part description - Details whether the part
fits on left or right side of vehicle, front or
rear, and the specific nane.

g. Part Nunber assigned by the manufacturer.

h. Suggested retail price of the part.

i Al l owed | abor hours to install the part.
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] - Paint materials, their cost, and the all owed
| abor hours.

K. Subl et expenses such as nechani cal repairs,
gl ass repl acenent, anticipated costs, and
al | oned | abor hours.

| . Tow ng and storage charges.
m Sal es Tax on parts and materi al s.

Repair Orders: These vary in detail and
conplexity. This docunent differs fromthe
estimate in that it records the actual costs
associated wth the repair of the vehicle. It

Wi ll usually sunmarize the information rather than
list the individual itenms. The following itens
may be |i sted:

a. Cust omer Nane, address, and phone nunbers.

b. Repair Order Nunmber - Repair orders are
usual |y sequentially nunbered and nmay be used
as a basis for recording the sales.

C. Repair Order Date - This may be the date that
the vehicle is picked up by the custoner.
However, this date may vary dependi ng upon
when the repair order is prepared.

d. Custoner Authorization - The custoner will sign
the repair order to begin the work. Note that
several signatures nmay be required on the
repair order dependi ng upon whet her the
custoner is also authorizing the body shop to
sign or endorse any checks nmade payable to the
cust omer.

e. Actual parts cost to repair the vehicle. These
figures will usually be summaries of the parts
purchases. Vendors and invoice nunbers may

al so be listed. |In sone cases, the net price
(whol esale) and the list price (retail) nmay be
listed.

f. Subl et Charges - Mechanical repairs, glass

repl acenent, tire replacenent, etc.
g. Labor Charges - Repair Orders will usually Iist

only the final totals and omt the actual hours
wor ked or al | owed.
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h. Towi ng Charges - Usually listed as a separate
cat egory.

i Checks paid - Body shops will often record the
paynents received fromthe custoners
(deducti bl e paynents) and i nsurance conpani es.
Information will often include the specific
check nunber, the date the check was received,
and the anmount of the check. This information
is often needed to determ ne when the sale
shoul d be recorded.

Suppl enents:  Suppl enents can be witten on either
estimate sheets, repair orders, sales invoices, or
body shop correspondence. Essentially, supplenents
summari ze the additional parts, sublet, and | abor
charges that are incurred after the origina
estimate was approved. Suppl enents exam ned have
been found to have the foll ow ng information:

a. Cust omrer Nane
b. Dat e suppl enent was either witten up or
appr oved.
C. Vehi cl e description.
d. | nsurance Conpany aut horization. In sonme cases

where the body shop has a good rel ationship
with the insurance adjusters, only the shop
owner's signature is required.

It should be noted that supplenents are generally
paid by a different check fromthe original

i nsurance paynent. There is often a significant
time | ag between receipt of the original insurance
check and the suppl enmental paynent.

Sal es Invoices: In sone cases, a sales invoice my
be prepared for the custoner which records al
charges separately. For instance, parts, |abor, and
sal es taxes may appear as three separate itens.

This nethod is often used by conpani es that do not
have the storage space or who choose not to keep
their repair orders and estimates on file. Needless
to say, this makes it nore difficult to trace parts
purchased and ot her costs fromthe vendor invoice to
a specific job.

Parts Invoices: These invoices are nentioned to
poi nt out that the parts costs are recorded at both
whol esale and retail. It is inportant for the

exam ner to note these differences when inventory is
an issue. Moreover the determ nation of the
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di scount received by the shop is inportant if he is
pl anni ng to extrapol ate inventory adjustnents or
parts revenue.

THE M TCHELL GUI DE

The Mtchell CGuides and Mtchell Software now avail abl e
provide information which an auditor nmay not require
during the course of an audit since it often duplicates

t hat provided by vendor invoices. It is, however, one of
the primary tools of the industry so he or she should
under stand how t he reference works.

The Cuides are a series of volunmes which contain pricing
and repair information for autonobiles. They are broken
down into specific years and vehicle manufacturers. The
specific title used by the auto body industry is the
Collision Estimating Guide (Ei ther Domestic or Foreign).
Vol unes and software are updated several tines each year
dependi ng upon pricing changes.

The user is provided with general parts information such
as illustrations, parts nunbers, and whet her

i nt erchangeabl e or discontinued. The Cuide includes the
cost of the parts at manufacturers' suggested retai
prices at the date of publication.

Mtchell also supplies the suggested | abor tinme (in
tenths of an hour) it wll take to REPLACE a particul ar
part. These tinmes will be broken down into the
conplexity of the labor involved (that is, body, frane,
paint, etc.). Labor tines will also be provided for
repl acenent of gl ass, application of stripes and decal s,
and for things such as sanding and gri ndi ng.

As expl ai ned above, the Mtchell Guides are essential for
both auto body shops and i nsurance conpanies to prepare
estimates in a quick and efficient manner.

In the event they are needed for reference, the auto body
shop will usually have copies. Certain years nay al so be
mai ntai ned at the local library.

ORGANI ZATI ON OF RECORDS

Aut o body shops usually enploy relatively sinple record
keepi ng systens. Sone know edge about how the records

are mai ntai ned, however, wll save an exam ner tine by

indicating HONto ask for the essential information.
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As wth any industry, the organization of the records
differs with each specific taxpayer. But many shops use
simlar systens. It is inportant to identify how the
records are organi zed since the nature of the exam ner's
request will depend on the nethod used. The nost
frequently encountered systens are discussed bel ow

Current Jobs: Auto Body shops usually maintain current
jobs in folders (job jackets). The information contained
W ll include the estimate for that particular job, the
repair order, the dealer invoices for the parts,
correspondence with the insurance conpanies, and the flag
sheets which keep track of the nunmber of |abor hours
spent on the job.

Once the job is conpleted, the taxpayer has a nunber of
choices as far as filing the above information. In sone
cases, all of the above information is kept together in
one package by custoner. This allows the shop to answer
nmost questions which may arise once the job has been
conpleted. In this case use of normal sanpling

techni ques by the examner is very difficult.

More often, the taxpayer will separate the invoices by
vendors. This is especially true where shops have
established a credit line allowng all invoices
accunmul ated in one nonth to be paid off at one tine.

In small er body shops it is not unusual for al
information to be accunul ated by the nonth. Invoices
paid and sales collected in a single nonth will be filed
together in an envel ope. Although not the nost efficient
way of organi zing records, it provides the exam ner with
an opportunity to probe nore thoroughly.
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Chapter 3

I NI TI AL | NTERVI EW TOUR OF BUSI NESS

| NI TI AL | NTERVI EW

The quality of the initial interview and the
observation of the business premses wll affect the
overal |l success of the entire exam nation. The
guestions asked shoul d generate an understandi ng of the
background of the taxpayer, a famliarity with the
operation of the business, an understanding of the
accounting system and a determ nation of who hol ds
responsibility for the records. The positions held by
the shareholders in the case of a corporate taxpayer

al so need to be eval uated.

Planning is essential to ensure a successful interview.
A good pro-forma may be consulted as a guide in
constructing a questionnaire or outline that covers
basic information, but if used, it should be augnented
to specifically relate to the business of the body shop
under exam nation. Analysis of the return wll
undoubt edl y produce questions unique to the particul ar
busi ness or year under exam nation that should be

i ncorporated into your interview.

The acquisition of substantial new machi nery and
equi pnent m ght suggest a shift in operations. A
nunber of |uxury autos on the depreciation schedul e
coul d pronpt specific questions about the use of the
cars in the business and such events as ownership
changes, theft | osses, and asset sales would nerit
specific inquiry.

Since this is a service operation, question the

t axpayer regarding the processes involved. Ask about
the type of vehicles repaired. Find out how nuch tine
it takes to conplete an "average" job. Determ ne how
t he taxpayer treats the workers, that is, enployees or
i ndependent contractors.

Fi nd out what function the officers, sharehol ders, and
relatives have in the corporation. Oficer salaries
may be subject to excess conpensation issues. Ask if
sharehol ders or their relatives have dealings with the
corporation as perhaps | andl ords, suppliers, or
customers.

When interviewng, it is usually best to be

strai ghtforward, asking specific questions and
follow ng up on inconplete or confusing responses in an
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i nterested and professional manner. The taxpayer is
likely to be nore responsive in the early stages of the
exam nation and can provide information that woul d be
difficult to extract |ater.

It is not, of course, possible to anticipate all the
questions that will arise later in the course of an
exam nation, and follow up questions will be needed and
shoul d be submtted pronptly as they ari se.

Questions about the accounting records should be
directed to the bookkeeper, controller, secretary, or
accountant unless the principals are involved directly
in the record keeping. Until it is understood how the
books are organi zed and mai ntained, it does no good to
proceed with the rest of the examnation. It is

i nportant to know exactly how the records are kept and
beconme famliar with any unfam liar notations used by
the taxpayer. This is particularly true of conputer
mai nt ai ned records that may use many different sets of
ref erence codes.

Sone questions to incorporate into your auto
body/repair interview follow below. The listing
includes only itens relating to the repair process,

sal es, and officer/sharehol der duties. Questions about
t he busi ness history, accounting nethods, internal
controls, and mandatory itens should, of course, be
added.

1. When are initial estimates nade? |s any charge
made for thenf

2. After the initial estimate is nmade, how are
contacts made with the insurance conpany?

3. Does the estimate vary with the final bill?
4. Are repair orders used in sequential order?
5. VWen are the repair orders dated? (when witten

aut hori zed by custoner, etc.)

6. What happens if a repair order is voided? Is it
t hrown away or retained? How nmany are voi ded?

7. Do sone repair orders require supplenents? 1Is a
new repair order witten for the supplenent? Wen
will the supplenent be paid for? |Is the vehicle
rel eased prior to the receipt of the supplenent?
VWhen wi Il the suppl enent be recogni zed as incone?

8. When are parts ordered for a repair job?
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10.

11.

12.

13.
14.

15.

16.

17.

18.

19.

20.

21.

22.

23.

24.

25.

26.

How often is paint purchased?

At what discount do you purchase parts? (wll
probably vary with make of vehicle)

VWat are the | abor rates charged for repair? (wll
vary dependi ng upon type of work needed)

Do you supply loan cars? |If so, do you get
rebates fromrental conpanies for the |oaners?

When will a job be booked as a sal e?
Do you have steady referrals from deal ershi ps?

Are deducti bl es ever wai ved? Wat would be the
ci rcunst ances?

Are liens ever placed on vehicles for sale or
recovery of expenses?

| f the taxpayer nmaintains inventory on the return,
ask how the inventory has been conputed and of
what it is conprised.

How is the payroll determned for the repair
staff? (hourly wage, salary, percentage of | abor
charge or a conbi nati on)

How is the repair staff treated - enpl oyees or
i ndependent contractors?

| f taxpayer is a C Corporation, what are the
duties of the current sharehol ders?

What is the current percentage ownership of each
shar ehol der ?

Is there any famly relationship between the
shar ehol der s?

Were relatives of the sharehol ders enpl oyed by the
corporation?

How is officer conpensation (salary, bonus, fringe
benefits) determ ned?

Does any officer, relative, or group of which an
officer is a nenber, have dealings with the
corporation other than as an enployee? (that is,
| essor, vendor, consultant)

Does the corporation own or |ease vehicles assigned
for the use of specific officer/sharehol ders?

3-3



TOUR OF BUSI NESS

The tour of the business will usually followthe initial
interview |If the initial interview has been a solid
one, there should be an adequate basis fromwhich to
exam ne the prem ses. The tour is an opportunity to
conpare a visual interpretation of the business with the
interview just received.

A typical auto body shop will usually have a parking area
where estimates are made for vehicles, repair stalls for
light and heavy work, storage areas for paints and ot her
supplies, and offices where the officers can order parts
and perform day-to-day paperworKk.

As stated above, the tour should visually confirm what
was | earned during the pre-audit and initial interview
For exanple, if the taxpayer has not shown any inventory
on the return, are there mgjor parts |ying around the
prem ses waiting to be installed? Does the storage area
for paint hold a couple of cans of paint or 50? Does it
appear that there is adequate space for vehicles to be
stored for a few days or even weeks at a tine? Note any
maj or equi prent |ying around and whi ch appears to be no
| onger in use. The taxpayer may actually still be
deducti ng depreciation although use has been

di sconti nued.

| f the taxpayer has stated that the workers are

i ndependent contractors, notice if they are wearing

uni fornms of the taxpayer. Are they utilizing the major
equi pnent provided by the taxpayer? Are they actually

wor ki ng on the prem ses of the taxpayer? |If conditions
have not changed since the year of audit there may be a
potential issue.

Take a | ook at the size of the | ot and any adjacent areas
whi ch may not appear to be related to the taxpayer and
note the addresses. In reality, the taxpayer nay rent
t he adj acent area and may be actually sub-leasing it to a
third party. A review of the | ease agreenents at a |ater

date shoul d show t he addresses under | ease. If so, this
shoul d show up as other incone or a credit to rent
expense.

Ask the taxpayer to explain the repair process fromthe
tear down process to the final drying of the paint.

Usual Iy, officers or principals are nore than happy to
share their business expertise and explain why they are
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superior to the down the street. Wth an adequate
under st andi ng of the repair process, the docunentation
reviewed during the audit nmay be easier to interpret.

The above |isted considerations and issues are only a few
of the many that may arise with a good tour of the

busi ness. The inportant point here is to enphasize that

t he exam ner should be alert to potential issues and
conflicts with the taxpayer's statenents.
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Chapter 4
BALANCE SHEET ACCOUNTS AND M1 ANALYSI S

| NTRODUCT| ON

The audit of an auto/repair shop should include at |east
an inspection of the bal ance sheet of the conpany.

Audi ts of the bal ance sheet have reveal ed transactions
such as inproper accruals and sharehol der owned assets
bei ng mai ntai ned by the business. This section wll not
go through all the bal ance sheet audit procedures as
there are many training manual s covering this topic.
However, sone of the issues which have occurred in the
aut o body/repair shop industry wll be highlighted.

COMPARATI VE REVI EW

One of the package audit requirenents is to inspect the
prior and subsequent years returns and one of the steps
which is recomended in neeting that requirenent, is a
conparative review of the bal ance sheets for the
respective years. On one case, the examner did an
anal ysis of the 9002 and 9102 years and noted several
potential issues.

The first issue involved the Qther Investnents account on
line 9 of the 1120 bal ance sheets. The endi ng bal ance
for the 9002 year listed the bal ance as $133,000. The
begi nni ng bal ance for the 9102 year |listed the anmount as
$70, 000, a decrease of $63,000. The exam ner |ater
determ ned that this decrease was due to three classic
vehi cles held for investnent being taken off the
corporate bal ance sheet and transferred to the

sharehol der. The assets were taken off because the
conpany was in the process of being sold and the

shar ehol der wanted the assets for his personal

i nvestnment. However, corporate costs were involved in
the restoration of the classic autonobiles.

On the sanme bal ance sheet under Buil dings and O her
Depreci abl e Assets, the endi ng bal ance of the account for
9002 year was |isted as $112,298 with an accunul at ed
depreci ati on bal ance of $69, 649 for a net bal ance of
$42,649. The 9102 begi nni ng bal ance showed an assets
amount of $95, 627 along with an accunul ated depreciation
bal ance of $52,978 which still resulted in a net figure
of $42,649. In this case, a fully depreciated vehicle
regi stered to the sharehol der was taken off.



I n anot her unusual situation, the bal ance sheet per the
1120 had endi ng bal ances but no begi nni ng bal ances.
However, when the books were exam ned they reveal ed that
all the accounts had begi nning balances. |In this case, a
busi ness which originally had two separate | ocations and
two sharehol ders had eventually encountered personality
problens. The two sharehol ders split the two | ocations
into two separate businesses via a reorganization.

Further analysis by the exam ner reveal ed that during the
reorgani zati on sharehol der | oans where forgiven and wl|
result in a taxable transaction to the sharehol der.

I n anot her instance, the taxpayer had naintained a
reserve for doubtful accounts which was still on the

bal ance sheet. Authorization to use such a reserve was
repeal ed the Internal Revenue Code but was never counted
back into incone by the taxpayer, in any one year or as
an | RC section 481 adj ustnent.

CASH ACCOUNT

Anal ysis of the cash account has produced several routine
adj ustnents along wth sone unusual situations, sonme of
whi ch are descri bed bel ow

1. Non- cl eared checks: Exam nations of the bank
reconciliations at the end of the year will allow
the examner to determne if sonme checks are still
outstanding after a substantial anmount of tinme has
passed since originally issued. This is especially
preval ent with payroll checks which for sone reason
wer e never cashed or deposited by the payee.

2. Cash Receipts: In one case the taxpayer presented a
repair order which had selected receipts "whited
out." These receipts were primarily suppl enent al

paynments. \When the exam ner requested an

expl anation of the white-out anounts, the taxpayer
stated that this was an enbezzl enent situation
whereby the forner secretary would collect the
checks, fraudulently endorse them and enbezzle the
funds. These anmobunts were never included as incone
in the books. Although the taxpayer will be all owed
an enbezzlenent loss in the year of discovery, this
nonet hel ess aroused great suspicion on the part of

t he exam ner.

3. Suppl enental Paynents: |In one case, the taxpayer

recorded their sales based on the final repair
orders which listed the income to be received from
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the custoner's insurance conpany. In several cases,
suppl enmental work was required afterwards, which
meant that a separate repair order was prepared.
During the last nonth of the year, the taxpayer
woul d record the initial inconme as stated on the
original repair orders but would ignore the

suppl enental paynents. They would record those as

i ncome when the suppl enmental paynents were received.
A conparison of the year ending cash receipts
journal wth the subsequent year's cash receipt
journal often reveal ed the sanme custoner nanes.

When questioned about why the suppl enental paynents
were not recorded with the original repair order

t he taxpayer responded that suppl enental paynents
were not assured of being paid. (In this case, the
suppl enental paynents were al nost 100 percent

guar anteed of being paid since the insurance
conpani es approved themin the first place.) In this
situation, the accrual basis taxpayer should have
recorded the entire sale since all work was
conpleted. Although this is essentially a timng
difference, this can result in a significant
adjustnent in the first taxable year corrected.

| NVENTORI ES

See Cost of Sales Section for discussion of inventories.

BUI LDI NG AND OTHER DEPRECI ABLE ASSETS

As nentioned above, a conparative analysis of the bal ance
sheets for prior and subsequent years may reveal assets
dropping off either by being sold or distributed to
sharehol ders or partners. 1In other cases, an actual

anal ysis of a fixed assets schedule may reveal the
personal assets of the sharehol der of partner listed on
the corporate or partnership bal ance sheet. Further
devel opment may reveal that these assets are being
financed by the corporation or partnership. In addition,
expenses incurred to maintain these assets nmay be paid
themas well.

I n one case, an exam ner encountered a boat which was
listed on the fixed assets schedul e but not included in
the total value of the assets per the tax return. The
boat was registered to the corporation but not

depreci ated and expenses for maintenance were not paid by
the corporation. The boat was used by the sharehol ders
for personal trips as well as entertaining service
managers. No corporate adjustnents were made
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but dividends were assessed to the shareholders for fair
rental val ue.

I n anot her case a corporation maintained a resort
property. The corporation paid the principal and
interest on the nortgage and expenses for it's

mai nt enance. | n sone cases the expenses were deducted by
the corporation and in others they were booked to the
sharehol der | oan account. This asset was eventually
transferred to the sharehol der and taken off the books.
In this case, the property was booked to the asset
account after the beginning of the year and was taken off
before fiscal year end and thus never appeared on the
1120 bal ance sheet.

OTHER RECEI VABLES

In one case an exam nation of the enpl oyee advances
account reveal ed that these advances were cl eared out by
the corporation by forgiving the debt and booki ng the
anount as an enpl oyee bonus at the end of the year. This
anount appeared as a deduction in the sal aries account
but was never accounted for as far as enpl oynent taxes
and Form W2 wages were concer ned.

I n anot her case enpl oyee advances were sinply transferred

to sal ari es and wages and, again, never accounted for on
t he enpl oynent tax returns.

LIABILITY AND SHAREHOLDER S EQUI TY

Accounts Payable: 1In one case, the corporation was
maki ng i nproper accruals at the end of the year for
purchases of parts and paints. Although this entry
reversed itself out in the subsequent year, it materially
m sstated incone for the year of accrual.

TREASURY STOCK

In two cases, stock repurchases have been encountered.
Once, the transaction was handl ed appropriately with the
sal e being properly reported by the shareholder. In

anot her situation, Treasury stock was repurchased from an
attorney which resulted in a $50,000 gain. The gain was
properly reported by the attorney but it is not known at
this time how the attorney received the shares in the
first place.
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SCHEDULE M1 REVI EW

| f the taxpayer is a corporation, the M1 reconciliation
shoul d be reviewed for possible issues. Itens such as
the 20 percent reduction for business neals, officer's
life insurance, traffic and parking tickets, (this can be
qui te substantial for body shops which utilize public

par ki ng for vehicle placenent), and state inconme taxes
are the usual itens which should appear on the M1
reconciliation.

In one situation, the state incone taxes were m ssing
fromthe reconciliation. Under present California |aw,
the tax for the first year a corporation conmences

busi ness after 1971 is a mninumtax prepaid upon

i ncorporation. The second year's (tax year) tax is
measured by the first year's incone and prepaid during
the first year (inconme year). The franchise tax
continues to be prepaid in this manner until dissol ution.

For Federal tax purposes, the franchise tax is deductible
in the tax (second) year, not in the inconme (first) year.
For financial accounting purposes it is deducted in the

i ncome year, or the year in which it is prepaid. Thus,

t he Federal tax deduction on the 9112 corporate return
shoul d represent the franchise tax prepaid and deduct ed
on the books in 9012. The 9112 prepaynents cannot be
deducted until 9212. This timng difference requires an
M 1 adjustnent, which can be significant when there are
differing tax rates and/or income fluctuations as in the
case cited. Consult Revenue Ruling 79-410.

NOTE: The Los Angeles District applies RR 410
prospectively only for many corporations. Al
corporations whose initial year ends after Decenber 31,
1979, are expected to accrue as descri bed above, however.
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Chapter 5
SALES

| NTRODUCT| ON

Aut o body repair shops generate business incone by
providing and selling parts and services to the custoner
and the rebilling of subcontracted or sublet materials
and services. Additional inconme may be generated by sone
shops through the purchase, repair, and sale of sal vage
vehi cl es.

The repair process in a body shop typically begins with
the preparation of an estimate by the shop, either on the
prem ses, or in the field if the car is not drivable.

The estinmate includes detailed categories of expense for

| abor, parts (at the retail list price), the cost of work
to be done off the prem ses, and towi ng, if necessary.

| f the owner of the vehicle is to bear the full expense
of the repair and chooses to deal with the shop, a repair
order is witten reflecting the figures already on the
estimate with any additions or deletions specified by the
custoner. The customer signs the repair order to

aut horize the indicated work to be done.

If there is an insurer, the conpany is notified and

di spatches an adjuster to the shop to nake its own

i nspection and estimate of repair costs. This estimate
is often ower than the one witten by the shop because
the insurer may not allow the full |abor rate customarily
billed and may elimnate part of the standard tine to
repair as duplication. For instance, the tinme required
to paint a fender and the adjacent door panel may be
considered |l ess than the sumof the tinmes needed to paint
each section alone. Further reduction can be nmade for
"betterments" and the cost to repair rather than repl ace
parts or the use of "after market" or used parts instead
of new factory parts.

The cost of new auto body parts and the suggested
installation tinme are listed in the Mtchell Manual,
which is invariably used by both the shop and the

i nsurance adjuster, but judgenent about what needs to be
repl aced and what does not often | eads to substanti al
variation in quoted and approved repair costs. The
estimates bel ow, provided by a recent claimnt,
illustrate the differences possible. The insurer's
estimate shown is the final figure agreed to by the



claimant and the areas of alteration fromthe initial
offer are noted bel ow the chart.

Shop #1 Shop #2 Shop #3 I nsurer
Parts:
Front Lanps Assenbly $ 61.73 61.73 81. 82 61.73
Front Fender 159. 17 159. 17 150. 60 159. 17
Front Bunper Cover 32.43 - 30. 68 32.43
Spl ash Shield 29.95 - - 33.85
Mol ding - Protective - - 22.98 -
Front Bunper Cover - - 219. 05 231.53
Parts Tot al 283. 28 220. 90 505. 13 518. 71
Labor:
Sheet Met al
Hour s 8.1 15.3 17.0 8. 0*
Rat e $28/ hr $28/ hr $18/ hr $26/ hr
Tot al 226. 80 221.40 198. 00 153. 40
Refini sh (Paint)
Hour s 4.4 12.3 11.0 5.9
Rat e $28/ hr $18/ hr $18/ hr $26/ hr
Tot al 123. 20 221.40 198. 00 153. 40
Mech. (Frane)
Hour s - 1.5 1.0 1.0
Rat e - $45/ hr $45/ hr $35/ hr
Tot al - 64. 50 45. 00 35.00
Subl et :
Paint Materials 79. 20 - - 88.5
Cover Car 10. 00 10. 00 - 10. 00
Wheel Alignment 65. 00 - - -
Under coat 8. 00 - - -
Wash & Wax - 25.00 - -
Hazar dous Waste Fees - - 26. 88 -
Sal es Tax: 31.39 36. 49 45.70 50. 92
Tot al $826. 87 $1009. 69 $1296. 71 $1064. 53

* Initial estinate omtted the cost of a front bunper cover and included only 1 & %
hours of sheet metal [abor.
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To secure the work, body shops will generally accept

i nsurance conpany rates, which can vary from conpany to
conpany and by geographic area. They can negotiate with
the adjuster on other points to obtain concessions,
however, as was done by the insured to obtain the
settlenment charted. Once the insurance conpany has
approved an estinmate, work on the job can proceed and a
repair order is generated echoing the approved anounts.
Approval by the insurance conpany fixes the anount that
will be paid by themand a check or draft is issued to
cover their portion of the liability. |In the case of
collision, or a finding that both parties to an acci dent
are at fault, the insurer's paynment will be net of any
deductible stated in the policy.

Sone shops openly advertise that they will "save your
deducti bl e" and others will offer the option if pressed,
or at least offer some concession. This is generally
acconpl i shed by repairing versus replacing or by
installing used or after market parts instead of factory
replacenents. O her shops will make no such arrangenent
and require full paynent of any deductible on delivery of
the conpeted job. This practice however, since it is
fairly comon, opens a door to considerable abuse in
reporting i ncome when a deductible is shown as waived in
t he accounting records, but was actually collected.

An interimstep may be taken between the approved
estimate and repair order and the conpletion of the job.
If a conplete tear down was not done before the estimate
was made, previously hidden danage may surface once
damaged sections are renoved. Parts prices may al so have
i ncreased since the |ast issued Mtchell Manual. Wen
this occurs, the custonmer or his or her insurance conpany
nmust be notified and approval to perform additional
repairs secured. |If an insurance conpany is involved, an
adj uster may again be sent out to inspect the damage, or
approval may be given over the phone, particularly in the
case of price increases. |In either case, a second

suppl enental paynent will be issued by the insurer and
recei pt of this paynent may be del ayed sone tinme beyond
both the originally approved charges and the conpl etion
of the work. \WWereas suppl enents are not conmmon, neither
are they rare. There should be a new repair order
witten for the supplenent, with paynment separately
accounted for, though occasionally only an addendumis
made to the existing file.
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CATEGORI ES OF CHARGES

Parts and Materials

Labor

Subl et

Towi n

Parts include any replacenment to a vehicle conponent
done by the shop. For a body shop, that usually neans
nmetal sections, such as door skins and fenders,
headl i ghts, bunpers and covers, skirts and trim
Anyt hi ng nore than the sinplest nmechanical, glass,
tires and wheels, and uphol stery work is generally
sublet. Materials include the cost of paint materials,
primer, and clear coat used to refinish a vehicle. The
costs should be separately shown on an estinmate and
segregated on a repair order.

In a repair shop, parts include any mechani cal

repl acenent or betterment fromwater or fuel punps and
rebuilt engines, to spark plugs, glow plugs, and
gaskets. Tires and batteries and accessories may al so
be included if the shop deals in them

Labor is usually broken down by category in a body shop
since rates differ for each category of service. The
distinction is usually nmade between netal and | ess

hi ghly conpensated paint or finishing | abor. Frane

| abor, if not sublet, may al so be stated separately and
wi |l command the highest hourly rate. Mechanical | abor
in repair shops is generally billed at a flat hourly
rate for all services without the distinction nmade in
body shops even though the skill level required to
performdifferent tasks varies.

Repair of glass, tire replacenent and wheel bal anci ng,
radi o and accessory replacenent and repair, body
striping and uphol stery work, as well as nost

mechani cal work are subl et by body shops. Repair shops
subl et the precedi ng, except nechanical work, and nost
body and pai nt worKk.

Towi ng is occasionally included in sublet accounts but
usual ly listed separately. It is not a nmajor category
of income or expense since the vehicle to be repaired
is often drivable, or the fee may be wai ved under a
club service agreenent. Tow charges needed to deliver
the vehicle to the repair shop and billed to the
facility are rebilled to the custoner at cost or with a
smal | markup. Significant paynents to tow ng
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St or age

conpani es, especially a single conpany, can be a signal
of an abusive practice in the auto body industry,
explored in the Expenses section of this guide.

While not usually a major source of inconme, all body
shops will have sone incone from storage fees. Charges
vary, but can be levied at $20 to $25 a day and ari se
when: 1) a car towed in for repair is totaled out but
t he i nsurance conpany does not pronptly assess and
remove the vehicle; 2) a car is left for an estimate
and the owner declines to authorize repair or renove
the vehicle; and 3) a repaired vehicle is not picked up
pronptly after notification that the work is conplete.
In the | ast case the usual charge levied is less and a
grace period, usually 3 days, is allowed before fees
are bill ed.

Esti nat e Fees

Vehi cl e

Estimates are usually nade w thout charge and if
billed, along with storage and tow ng, may indicate
that the shop is engaged in unethical practices.

Sal es

Shops occasionally repair and resell damaged vehi cl es
purchased fromi ndividuals, salvage yards, and
auctions. Vehicles left for repair or estimate that
have not been clainmed are subject to lien sale, and a
few filings may be seen in the books of a conpany under
exam nation. The cost of filing ranges from $45 to $70
t hrough a conpany providing this service, depending on
t he value of the vehicle, and can be recovered fromthe
custoner redeem ng the vehicle prior to auction. Lien
sale filings can also be nade directly through the
State Departnent of Mdtor Vehicles. It is unusual to
find nore than a handful of lien sales filed in the
course of a year at a reputable shop, but one of the
body shops exam ned filed 80 to 90 per year. The
inplications of such multiple filings are discussed in
t he Expenses section, but incone from storage fees on
redeened vehicles and sal es can be expect ed.

Sal es Tax

California sales taxes are levied on the seller of
parts and materials, though they are passed on to the
consuner. The witten final estimate nade is the basis
for conmputing the tax due unless it is formally
amended. No tax is conputed on services, but any
portion of a sublet job that constitutes materials and
parts is also subject to tax. For exanple, if a

w ndshield is replaced, the cost of the glass is
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taxable and the labor to install it is not. In
practice, tax is rarely conputed on subl et work.

OTHER | NCOVE SOURCES

Rebat es and Refunds of Expense

Car rental agencies commonly rebate or "kickback" a
portion of the fees paid by the repair or body shop or
custoners referred by them Nearly every shop exam ned
in the course of this study either reported inconme from
this source or decreased the expense account by the
anount s received.

| nsurance dividends and cancel | ati on adjustnents are
often treated as an expense account reduction but may
be reported as m scel |l aneous inconme, especially if
applicable to a prior period expense. So-called

di vidends are commonly paid on worker's conpensati on
policies and cancellation adjustnents are nade when a
conpany vehicle is disposed of or a new carrier
engaged.

Vendors often issue checks for merchandi se returns when
t he shop does not nmamintain an account. |In sone cases,
a refund check issued for larger itens even if a credit
line is maintained. These refunds are usually reported
as a credit to the expense account rather than incone.

Subl ease of Prem ses and Equi pmrent

Two of the establishnments exam ned sublet a portion of
their | eased quarters. |In one case they also billed
for the use of office equipment and utilities. The
paynment was treated as inconme in one instance and a
reducti on of expense in the other.

Advertisi ng Space

A billboard situated on the business site will generate
inconme to the owner, which nmay be the proprietor or
cor porati on.

a d Checks

In nearly every business, sone checks issued are never
cashed and those over 6 nonths or a year old are
usually witten off. They are incone in that they
represent an anmount deducted previously that has not
been paid and because of this, nmay be used as an offset
to the appropriate expense account. These were
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previ ously nmentioned in the Bal ance Sheet Section of
t hi s gui de.

O her Sources

Repair shops may al so sell gasoline or issue snog
certificates, although none of the businesses exam ned
during this study did so.

Dealing in snog certificates is a current abuse area
according to a recent interview with Bureau of
Autonotive Repair officials, who believe that |arge
illicit profits, nmade by selling certificates for
untested vehicles, go unreported. This is said to be
acconpl i shed by either understating the charges or
omtting certificates sold when accounting for incone.
The nunber of certificates issued to any |ocation
shoul d be traceabl e through the Departnent of Consuner
Affairs.

Gasol i ne sal es have been intensively studied and the
Gas Retailers MSSP guide is avail able which deals with
t he probl ens encountered. It should be consulted
before proceeding with the exam nation of a gasoline
service station.

ACCOUNTI NG FOR SALES TAXES

The State of California levies the sales tax on the
retailer, who is |liable whether he or she reinburses
hi msel f or herself through the custoner or not. The
tax is payable to the state in the reporting period in
which the sale is nade, without regard to any

recei vabl es generated and is based on costs as stated
on the repair order. |If a bad debt occurs, adjustnent
is made at the tinme the debt is witten off for incone
tax purposes. For Federal tax purposes, sales tax
collected is properly included in gross receipts and
deduct ed as an expense.

A cash basis shop should, therefore, be on an accrual
basis for sales tax and no adjustnment to repair order
charges fromestimtes for taxable itens made, even if
a concession is granted to a custoner. Any

suppl enental repair orders should also be included with
that originally issued, regardless of the paynent date.

| deal |y, the sales tax returns and records woul d be an
excel l ent source of information for use in changing a
cash basis reporter to accrual. Unfortunately,
conpliance with the sales tax regulations is no better
t han conpliance with income and enpl oynent tax

regul ations and a study of copies of the sales tax
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returns filed often reveals little nore than the anount
of tax actually paid over. 1In this respect a

conpari son of the anmpbunt collected, usually available
in the cash receipts records, with the tax paid may
prove interesting.

In the case of nobst cash basis taxpayers, the sales tax
returns are also on a cash basis. Concessions nmade to
custoners often reduce the taxable portion of sales and
under-col lection of tax is adjusted by journaling parts
and materials incone over to | abor sales. Seldomis
tax conputed on subl et charges of any kind.

| f the taxpayer is manipulating his or her sales tax
returns, they are of little use in verifying incone,

but they are indicative of the taxpayer's respect for
and conpliance with the sales tax | aws and shoul d raise
doubts about his or her conpliance in other areas.

| f the taxpayer does not account for sales tax in the
manner previously outlined, the taxpayer is likely to
use one of two other nethods observed. Either:

1. Sales will be posted to sal es accounts by category
as outlined, but omtting sales tax as an incone
and expense account. The sales tax will instead
be credited to a payabl e account, or

2. Sales will be posted in full and the sales tax
paynments nmade to the state will be debited to the
revenue account.

| f the second nethod is used, it is nore difficult to
underreport incone by the anount of sales tax charged
but not paid over to the state.

Sal es Tax Audits

Cccasionally the California State Board of Equalization
audits auto body and repair shops and nakes an
assessnment, often agreeing to a nonthly paynent plan.
These assessnents have three parts: unpaid tax,
interest, and penalties. The paynent or paynents made
by the shops are typically deducted as tax expense,

t hough they may not be fully deductible and may al so be
i ndi cative of unreported incone on the Federal return.

The reason for the assessnent needs to be determ ned.
I f sales tax was conputed on previously unreported
sales, then it nust be determned if the sales were
reported for Federal tax purposes or omtted from
reported income. |If the sales were not reported and
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the statute allows, the anounts can be added to incone.
No deduction for delinquent tax is allowable, of
course, in the case of unreported transactions.

| f sales subject to sales tax were reported but

m scl assified as nontaxable, it is necessary to
determne if the tax was billed to the custoner. |If it
was charged and the taxpayer accounts for sales net of
tax, a deduction for the delinquent sales tax paid
cannot be allowed as it would amount to a double
deducti on.

| f penalties are assessed, no deduction is allowable
for that portion of the assessnent.

| NDI CATI ONS OF UNDERREPORTI NG

Esti mati ng Sal es

| f a magazi ne seller makes 25 cents on each doll ar
magazi ne sold, with full credit for unsold editions,
one can determne sales with a high degree of accuracy
by referencing purchases accounts.

The situation is not quite as routine in the auto
repair business, but there are sone cal cul ations that
can be made to give an idea of the range of sales that
shoul d be expected given a clained | evel of costs, if
those costs are accurately categorized.

The average di scount received on factory parts by body
shops and the repair shops exam ned was 20 percent to
25 percent off retail. This is equivalent of a markup
of 25 percent to 33.3 percent. Exam nation of purchase
i nvoi ces froma cross section of suppliers used by a
specific business will enable the use of a nore
accurate figure, but the preceding percentages wll put
you in the ball park

Parts other than factory parts, especially those
purchased in bulk fromlarge supply houses, have a much
hi gher mar kup, though the shop may not bill at the
suggested retail as shown on the invoice. Markups can
range over 100 percent on parts |like water punps and
much nore on smaller itens |ike gaskets and filters.

An average can be obtained by inspecting the detai

i nvoices fromthe suppliers used and repair orders.

I n auto body shops, managenent will try to keep | abor
costs down to 40 percent of |abor sales, including any
down tine. Sone shops pay wages based on this sal es
percentage. One particular body shop exam ned paid
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body nmen at a 50 percent rate during the tine it

treated themas "outside |abor", but changed to 40
percent when the status was changed to that of

enpl oyee. It is probably safe to double |abor costs to
initially estimte |abor incone in nost instances. |If

t he owner works on the vehicles, the value of his or
her | abor should be added to the | abor costs reported
in cost of sales.

Using these figures fromthe return or the tria

bal ance as a starting point, it is possible to
determ ne a range of incone expected. |If the incone
actually reported is outside of this range, find out
why. One reason is under reported inconme, but there
are others, sone of which are:

1. The above percentages are invalid for this
particul ar business, especially for |abor.

2. Costs have been m scat egori zed.

3. Sone | abor costs are paid "off the books." This
wi |l make inputed incone froml abor |ower.

4. There is a large unreported inventory vari ance.

5. | nsurance fraud is present, nmaking inputed parts

sales lower if parts are billed but not supplied.

Once the exam nation is under way, the direct expenses
can be categorized properly, if necessary, and the
above percentages refined depending on costs at the
shop under exam nation. |If the cal cul ati ons have been
done correctly and there is still a significant

di fference between what expected sal es should be and
what was reported, an attenpt to reinforce the findings
usi ng anot her nethod or another factor should be nade.

Bank Deposits

Oten sales figures are based on busi ness account
deposits and, if this is the case, that account
probably requires little attention. A reconciliation
of repair orders to deposits nmade and a check to ensure
that returned itens, if any, are included in receipts
is adequate if there is an exact natch.

When sales are reported based on a sales journal total
of repair orders, a closer ook at the bank records is
appropriate. Wen total deposited funds are in excess
of reported sales, adjusted for begi nning and endi ng
recei vabl es, an explanation is certainly required. A
reasonabl e expl anati on such as the deposit of |oan
proceeds may be forthcom ng, or the reason could be
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traced to unreported receipts. In one case included in
the study, the owner of a small corporation failed to
wite repair orders or report any supplenmental paynents
recei ved over the fiscal year, but did deposit themin
t he busi ness account.

When bank deposits approximately total the receipts
reported in the sales journal, it does not necessarily
indicate that the repair orders that are listed in the
journal are the sane as those deposited in the bank.

| f duplicate deposit slips are avail able, a conparison
with sales as reported in the sales journal is
sinplified. 1t is nore likely that they will not be
avail able, and in that case, a few quick checks can be
made to test the sales journal. Returned checks should
appear in the cash receipts journal or a deletion shown
if they are repeatedly returned. Repair orders which
may be offered in verification of a specific item
shoul d al so be traced to sales. Wen credit cards are
accepted and repair orders show the nethod of paynent,
a conparison wth credit card deposits can be made.
Smal | deposits, if present, nmay be single jobs and
traceabl e back to the sal es journal

| f there appears to be deposited itens or repair orders
that do not appear in the sales journal or perhaps in
cash receipts as an offset to expense, it may be

advi sable to issue a sunmmopns and conpare the deposited
itens wwth the reported sales. This can be done on a
limted basis, sanpling the account, if desired.

In the case of one repair shop, information was secured
froma check casher indicating that the owner

negoti ated many checks received in the course of his
busi ness. A sales journal roughly approxi mated
deposits nmade to the sol e business account. \When a
schedul e of known cashed checks was conpared with the
recei pts shown in the sales journal, approximtely 45
percent of them appeared to be reported. Five returned
checks were not in the sales journal and a repair order
presented in verification of a purchase and parti al
refund could not be traced to reported receipts. Only
a few small deposits were matched to receipts reported.
It, therefore, appeared that the taxpayer cleared the
sal es journal based on bank deposits, which were
nmonitored by his accountant, and the adjustnent to

i ncome should not be based nerely on the undeposited
cashed checks. A summobns was necessary to determ ne

t he amounts of cash that were redeposited and the total
deposited recei pts unreport ed.

The summoned deposit slips showed there were no cash
deposits made during the years exam ned and that
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deposited checks were only partially listed in the

Sal es Journal. The repair orders fromreported sal es

i ndi cated the paynent nethod and a conparison of |isted
credit card charges to credit card deposits showed t hat
only a fraction were included in sales.

Many Sal es Journal listings were still untraced and
third party contact will be necessary to determne if

t he checks were cashed at another place or deposited in
anot her account. Once this is acconplished, those
records can be summoned to determ ne the anount of

addi tional unreported sales. Prior to this step, the
adj ust ment secured includes the total of:

1. Cashed checks not included in the Sales Journal

2. Deposited checks not included in the Sal es Journal
3. Credit card sales in excess of those included

4. Q her Sales Journal listings not deposited or

cashed above, This would include |Iisted cash

sal es and probably represents part of a
substantially |l arger pool of sales, that is, of

all checks deposited in another account, it is
probable that only a fraction are presented in the
Sal es Journal .

Al'l personal banking records, including brokerage and
nmoney mar ket accounts, also need to be exam ned for the
sol e proprietor, partners, or sharehol ders and ot her

i ndirect methods can be enployed in the case of
proprietorshi ps and cl osel y-hel d corporations.

One word of caution when conparing bank deposits to
reported sales; be sure to consider sales tax receipts
when the taxpayer's summary of sales omts themfrom
the reported gross.

Repair O ders

These are usual ly, but not always, nunbered and used
consecutively just like checks in a checkbook, but
rarely filed in that manner. Having asked earlier what
is done with voided orders and how many are voi ded, ask
for the voided orders if they are retained and set up a
series of work papers to cover all of the nunbers of
the earliest through the final repair orders reported
for a quarter or the year. The nunbers of the orders

i ncluded in sales can be nmarked and any gaps w ||
becone apparent. Sonme of the skipped nunbers nay be
accounted for by voided orders, if they have not been
supplied, but this should not be a substantial anount.
At the beginning and the end of a period, work may have
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been conpleted in the prior period or remain in process
until the subsequent period. After consideration of

t hese factors, substantial nunbers of invoices m ssing
fromthe sequence can be another indication of
unreported amounts. This can't show how rmuch is not
reported, but unexpl ained m ssing repair orders may
account for the difference between the estimte of
expected i nconme and the anount report ed.

Conversely, if there are no gaps in the reported repair
order sequence, it does not necessarily confirmthat no
sale went unreported. It may nean only that another
set of repair orders is also in use. |If repair orders
are not nunbered, a schedule of the nunber witten by
date may provide indications of omssion, especially in
a repair shop.

Br eakdowns of Sal es and Costs

This kind of analysis is nore effective if the books
are kept on an accrual basis but can be enlightening
for cash basis reporters too, especially those who pay
wor kers on a percentage basis. Wde variations in
direct costs as a percentage of sales can be seen when
income is unevenly underreported. Some variations can
be expected however, when bills are not paid pronptly
or workers are paid a straight salary during sl ow
periods. Large unreported or fluctuating inventories
can also distort the cost percentages.

Checks to Check Cashiers

Cccasionally a customer's check, negotiated at a check
casher, is not honored by his or her bank. The
taxpayer is asked to replace the check and wites a
check to the check casher or to cash (with the casher's
endorsenent). |If you conme across such a check it may
hel p to contact the check casher for any transaction
records mai ntained. A sumons nmay be required.

Such checks were seen in the drawi ng account of a sole
proprietor and the returns and al |l owances account of a
smal | corporation.

Cash Transaction Records

| f the taxpayer is cashing checks in nultiple anounts,
Cash Transaction Records (CTRs) may be filed by the
bank used, or even by the check casher used. Although
one does not think of check cashing establishnents as
CIR filers, and many may not file them we recently
cane across Sonme reporters.
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Large anmounts of cashed checks can of course, be
i ndi cative of unreported sal es and/or being a cash
payrol | .

OTHER | NCOVE | SSUES

Hel d Checks

Cash basis establishnents that base sal es on deposits
made to the business account often delay depositing
year end receipts until the beginning of the subsequent
year. This delay is not always intentional, or
necessarily done for tax purposes, and any distortion
caused nmay be corrected by a year-end journal entry
recogni zing deposits in transit as incone in the
current year. |If the checks held are not so accounted
for, a deferral of inconme results which can anbunt to a
few days or a few weeks worth of business proceeds.
Exam nati on of bank deposit dates and anounts wl |
general ly indicate when checks were held over for
deposit in the followng year. |[If the paynent received
date is shown on the repair orders, they may be matched
agai nst duplicate deposit slips, if available, to
verify the accuracy of accounting for yearend checks.

QO herwise it may be necessary to summons the bank for
itens deposited early in the subsequent year if anbunts
appear to be significant. Nonrecognition of incone on
the appropriate date can also stifle attenpts to
accurately recreate both incone and receivabl es.

Wai ved Deducti bl es

As stated earlier, saving or waiving a deductible in
whol e or part, in order to attract business is not
uncommon anong auto body shops. This is usually
acconplished by repairing rather than replacing a part
or substituting used or after market parts for factory
parts or just by shaving the profit margin in sone
cases. The repair order nay echo the insurance
estimate, with the deductible marked "wai ved" and the
sale entered into the sales journal at net, or the

wai ved portion may be accounted for as custoner

al | onances or concessi ons.

An insured collision repair is payable in two parts,
the i nsurance conpany's check or draft and the

i nsured' s deductible paynent. [If the co-paynment is
fully waived, the insurance paynent is considered as
paynment in full and either nethod of accounting for the
incone outlined is an accurate representation. If, on
the other hand, the repair cost is fully paid in the
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usual manner and the deductible is shown wai ved on the
accounting records only, considerable inconme can be
unr eport ed.

One taxpayer actually nmarked the repair orders
deductible line "paid" with the date, then whited-out
the record on his copy and altered it to show the
anount was waived. Held up to the light, they were
entirely readable fromthe back

In lieu of such a convenient record, if deductibles are
routi nely shown wai ved and you suspect that they have
actually been collected, third-party contact wth sone
of the custoners is facilitated by the phone nunbers
customarily included on all repair orders.

Cash Paynents

A repair shop exam ned understated i nconme sonewhat by
failing to report cash paynents received. The nunber
was not |arge since nost custoners paid by check or
credit card, and woul d probably have gone undet ect ed
had the taxpayer not maintained detailed duplicate
deposits slips, attaching the appropriate repair
orders. Incone was reported based on the bank
deposits. The duplicate deposit slips, save one,
corresponded to the bank deposits shown on the
statenents, though the posting date was often del ayed.
The one duplicate total that differed fromthe | esser
actual deposit made included sone cash which
represented the difference. No other deposit slip

i ncl uded any cash anount, although sone cash will be
received in any repair business and many body shops

i nsist on paynment by a certified or cashiers check or
cash.

In this case, all repair orders were avail abl e,

i ncl udi ng voi ded nunbers, and it was not difficult to
determ ne the cash paynents made. |f no repair order
has been witten, or voided orders were clainmed but not
retai ned, the anmount of understatenent woul d be
difficult to pinpoint unless it was substantial.

Cashed Checks

A smal|l Schedule C repair shop was picked up for audit
as the result of a referral froma check casher project
conducted by the Conpliance Goup in Los Angeles. The
exam nation was opened for 2 years and information on
checks cashed at a specific check cashing business was
avai l able for 11 nonths of the first year, after which
t he check casher ceased busi ness.

The taxpayer did not base gross receipts on bank
deposits, but mght as well have done so, since
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deposits were nearly equal to gross reported sal es and
hi s accounting firmconpared the two nonthly.

One woul d imagi ne that the taxpayer sinply cashed
checks representing sone repair orders and schedul ed
t hose he deposited in the bank, but this was not the
case. About 45 percent of the cashed checks were
scheduled in the sales journal, |eaving 55 percent or
just over $100, 000 unaccounted for in the first 11
nont hs under exam nati on

QG her itens were unusual too. Several returned checks
were noted in exam ning the bank statenents but no
repair order could be |located for sone of them A
paynment was deducted that was shown to be a parti al
refund of a prepaynent for a custoner ordered

transm ssion to be installed at the shop. The cost of
the transm ssion was paid by the shop and deducted but
t he exchanged check was not included in incone.

It appeared that the taxpayer was letting the tail wag
the dog by tailoring his receipts journal to his bank
deposits. The deposit tickets only were sumoned for
the entire period to keep processing costs down
initially. Deposited itens could then be paired with
t hose reported and cash deposits or redeposits

det er m ned.

| nspection of these records reveal ed that no cash at
all had been deposited in the 2-year period, either
fromcash sales or redeposit of funds received from
cashed checks. Though the case is in process at this
witing and the analysis of the record is stil

i nconplete, many repair orders listed in the sales
journal are neither deposited or anong the checks
cashed at the data source. Additional summons
information will be needed to confirmthe income itens
and sone third-party contacts may be necessary to
identify the replacenent check casher.

Sonme of the unreported funds in this case nmay have been
used to pay a part of the payroll in unreported cash.
The bal ance is nost likely related to supporting the
taxpayer's lifestyle, (which included | arge bank and
br okerage accounts). Although there was information
avai | abl e regardi ng cashed checks in this case, other

i ndi cations of underreporting were also present. It
may not al ways be obvious if the taxpayer has cashed
checks, but when a situation such as the one descri bed
is encountered, follow the trail it |eaves (backwards)
to the source. This mght be acconplished in the
fol | owm ng manner:
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Jour nal

1. Summons a nonth of deposited itens and/ or deposit

tickets.

2. Not e any deposited itens not included in the sales
j our nal .

3. Note any repair order listed in the sal es journal

not deposited.

4. Contact the custoners | ocated above by using the
name and address on the repair order and request
all cancelled checks witten to the business and
not deposited to the business account.

5. I|f the check was cashed at a check casher, their
records can be summned. |If there is another bank
account, or checks were cashed at a bank, the bank
record can be summoned.

Entries

Adj usting journal entries affecting i ncome and expense
accounts shoul d al ways be exam ned carefully to ensure
their propriety. Errors can and do occur and are
occasionally s