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T he Internal Revenue Code re-
quires the maintenance of ade-
quate accounting records to prop-
erly determine taxable income each
year.! These records must beretained
as long as the taxable income of that
year is subject to adjustment by tax
authorities. For federal income tax
purposes, accounting records should
be kept until expiration of the appli-
cable statute of limitation for the
taxableyear, generally at least three
years after the return due date, In-
cluding extensions.?2 This period is
lengthened when the statute of lim-
itations is extended by agreement
with the Internal Revenue Service
(IRS),3 or when net operating losses
or investment credit carrybacks
cause recalculation of prior years’
tax liabilities.* The statute is extend-
ed tosix years where gross income is
understated by more than 25 per-
cent® while an indefinite statute ap-
plies where a false or fraudulent
return is filed.t If a return is delin-
quent, the statutory period begins
only after the return is filed.”

In light of the above rules, failure
toretain recordsor toretain them for
an insufficient period of time may
resultin the assessment of additional
tax. Additional tax may be assessed
because of the disallowance of deduc-
tions or a downward adjustment of
basis used in determining gain or
loss on the disposition of property.
This article provides guidelines to
assist businesses in deciding what
records to retain, especially where
the taxpayer maintains automatic
data processing (ADP) systems and/
or microfilm storage facilities.

Record Retention for Small
Business

The Internal Revenue Code speci-
fies neither the type of records nor
any time period for retention. Gen-
erally, the Code requires taxpayers
to keep such records as the IRS may
from time to time prescribe.® The
regulations merely require that rec-
ords be kept accurately without oth-
erwise prescribing the particular
form or detail required. However,
the regulations do require that rec-
ords be maintained in a manner that
will enable the IRS to ascertain wheth-
er liability for tax is in fact incurred
and the amount of such liability.?

Regardless of what books and rec-
ords are retained, the regulations
require that taxable income be com-
puted under the method of account-
ing used to compute income for finan-
cial statement purposes.’® Further-
more, every taxpayer is required to
maintain accounting records for the
purpose of filing a correct return.
Accounting records for this purpose
include the taxpayer’s regular books
of account and other records and
data as may be necessary to support
the entries on the books of account
and on the return,!!

Asforthe time period such records
must be retained, the general require-
ment is that records be kept “so long
as the contents thereof may become
material in the administration of
any internal revenue law.” 2 With
such limited guidance, taxpayers
must conservatively assume that
some books and records may be “mate-
rial” as long as the business remains
in existence. At a minimum, the

regulations state that records be main-
tained “for at least four years after
the due date of such tax for the
return period to which the records
relate, or the date such tax is paid,
whichever is later.”13

In addition to the Internal Revenue
Code, regulations, and certain IRS
rulings, a valuable source of guid-
ance with respect torecord retention
Is the Guide to Record Retention,
published by the Superintendent of
Documents, U.S. Government Print-
ing Office, Washington, D.C. While
this book does not have the effect of
law, regulation or IRS ruling and is
incomplete for tax purposes, it con-
tains record retention advice for
some 40 federal agencies including
the IRS. Among its suggestions for
retaining records inseveral relevant
and frequently encountered tax areas
are:

e Persons paying travel or other
business expenses incurred by an
employee in connection with the
performance of his service should
keep detailed records of ordinary
and necessary travel, transporta-
tion, entertainment, and similar
business expenses, including iden-
tification of amount and nature of
expenditures. Supporting docu-
ments, especially in connection
with large or exceptional expen-
ditures, should be retained.

¢ Persons claiming allowance for
depreciation should maintain regu-
lar books of accounts or perma-
nent auxiliary records showing
for each account the basis of the
property, including adjustments
necessary to establish the cost of
each property. These records must
be maintained in a manner suffi-
cient to determine an estimate of
salvage value, if necessary.

The general requirements for rec-
ord retention described above can be
more usefully understood by distin-
guishing the documentation relating
to property records as opposed to
records supporting items of income,
deductions, and credits for the cur-
rent taxable year. Generally, records
to support income, deductions, and
credits appearing on areturn should
be kept, at a minimum, until the stat-
ute of limitations for that return
expires. Property records retained
to establish a basis in property in
order to compute gain or loss upon
disposition and to establish the depre-
ciation, amortization, or depletion
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that is allowed or allowable must be
maintained until the ultimate dispo-
sition or retirement of the property
in question and until the expiration
of the statute of limitation period for
the taxable year in which such dis-
position or retirement occurs. Thus,
if property is given a basis deter-
mined by reference toother property
held by that person or another per-
son, records pertaining to the other
property also must be retained to
document that basis. After a disposi-
tion, or retirement, the rules for
retaining records for income, deduc-
tions and credits for the current tax-
able year apply.

Because of the lack of comprehen-
sive guidelines, specific rules regard-
ing what documents to keep and
what to discard are unavailable. To
provide some assistance, Table 1 of-
fers guidelines for record retention
procedures for a small business.
While the chart is not based on law, it
reflects the experience of the authors
and other practitioners and conforms
to the general IRS requirements for
record retention.

Table 1
Record Retention Guidelines
P = Permanent

Correspondence Years

General 2
License, Traffic and Purchase 6
Production 8
Legal and Tax P

Insurance Years
Policies (All Types — Expired) 4
Accident Reports 6
Fire Inspection Reports 6
Group Disability Records 8
Safety Reports 8
Claims (After Settlement) 10

Personnel Years

Contracts (Expired) 6
Daily Time Reports 6
Disability & Sick

Benefits Records 6
Personnel Files (Terminated) 6
Withholding Tax Statements 6

Accounting Years

Bank Statements and

Deposit Slips 3
Payroll (Time Cards) 3
Payroll (Individual Time Reports

and Earnings Records) 8
Dividend Checks (Canceled) 6
Checks (Payroll and General) 8
Expense Reports 6
Subsidiary Ledgers (Including

A/P and A/R Ledgers) 6
Monthly Trial Balances 6
Vouchers for Payments to

Vendors, Employees, Etc. 8
Audit Reports P
General Ledgers and Journals P

Corporate Records Years

Mortgages, Notes &

Leases (Expired) 8
Bylaws, Charter, & Minute Books P
Cash Books P
Contracts and Agreements P
Patents, Copyrights &

Trademark Registrations P
Deeds and Easements P
Capital Stock & Bond Records P

(Including Stock Certificates

and Transfer Lists)
Documentation for

Purchase of Assets
Labor Contracts
Proxies
Retirement & Pension Records
Tax Returns & Workpapers
Financial Statements

aviavhaviaelav e

Purchasing & Sales Years
Purchase Orders 3
Requisitions 3
Sales Contracts & Sales Invoices 3

Receiving & Shipping Years

Export Declarations, Freight 4
Bills, Manifests, Shipping
and Receiving Reports,
Waybills and Bills of Lading

Travel and Entertainment Years

Account Books 6
Diaries 6
Statements Identifying Time, 6
Place and Amount of
Each Expenditure

Automatic Data Processing
(ADP) Systems and
Microfilm/Microfiche
Although the IRS has not provided
specific guidelines on general record
retention for taxpayers, the growth
of ADP systems and microfilm ac-
counting records has led the IRS to
issue very specific guidelines on how

taxpayers must maintain such ac-
counting systems in the event of an
IRS audit. Asin the case of a manual
acecounting system, documentation
of the ADP portion of an accounting
system and those files that feed into
the accounting system must be re-
tained and be accessible so long as
their contents may be material in the
administration of any tax law. More-
over, retention of records or files
produced on an ADP system does not
eliminate the responsibility for retain-
ing underlying hardcopy documents.
In Rev. Proc. 86-19,4the IRS has set
out rules for ADP systems utilized
by taxpayers (or controlled groups of
corporations) with assets of at least
$10,000,000 (Table 2).

In addition to an ADP system, use
of microfilm/microfiche is often de-
sirable in view of storage costs asso-
ciated with retaining detailed rec-
ords such as canceled checks, in-
voices, vouchers, ete. In general, tax-
payers are responsible for the ef-
fective identification, processing,
storage, and preservation of micro-
film, having it readily available for
as long as the contents may become
material in the administration of
any tax law. In Rev. Proc. 81-46,15
the IRS has established specific re-
quirements for the retention of rec-
ords on microfilm (Table 3).

Conclusion

Every business must keep records
that facilitate the filing of numerous
required reports and that provide
evidence in support of its actions in
various business situations. This is
especially true in the area of income
tax returns, the validity of which are
heavily dependent upon proper re-
tention of records. As a general rule,
taxpayers should retain any record
supporting a position on atax return
for at least six years. In most cases,
this will cover the federal income tax
statute ofslimitations and the stat-
utes of various state and local taxing
authorities. However, where records
substantiate the cost basis of an asset,
such records should be retained at
least until the expiration of the stat-
ute of limitations of the tax return
for the year in which the asset is dis-
posed of or retired.

REFERENCES
1.With respect to what documents must
be retained for income tax purposes,
Sec. 6001 provides:
Every person liable for any tax
imposed by this title, or for the col-
lection thereof, shall keep such
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TABLE 2
Retention of ADP System Records

Documentation of the scope of the ADP operations must indicate the functions
being performed by the ADP equipment, the procedures employed in each
function, and the controls used to insure accurate and reliable processing.
There must be documentation for each computer file indicating the record
formats used, system and program flowcharts, label descriptions, source pro-
gram listings of programs that created the files retained, and detailed charts of
accounts for each period.

The system must be designed to insure that details underlying the summary
accounting (invoices, vouchers, ete.) are easily identifiable and available to the
IRS upon request.

All machine-sensible records (punched cards, magnetic tapes, disks) used in
the system must be retained by the taxpayer in a retrievable format for the
applicable retention period.

All retained records must be clearly labeled and stored in a secure environ-
ment, e.g., any machine-sensible record retained should be labeled with a
retention date and a statement that the record is for IRS use. Back-up machine-
sensible files should be stored at an off-site location.

Periodic checks should be made on all files being retained for IRS use. Files
that are subsequently lost, destroyed, damaged. or found to be incomplete or
materially inaccurate must be reported to the IRS. Such files must be recreated
within a reasonable period of time.

The use of a Data Base Management Systems necessitates, in addition to the
above, that sequential files are processible by conventional means and, at a
minimum, that the following documentation exists: Data Base Description,
Record layout of each segment with respect to fields in each segment, Systems
Control Language, Program Specification Block, and Program Communica-
tion Block.

The utilization of an outside service bureau or time-sharing service does not
eliminate any of the above responsibilities.

TABLE 3
Retention of Microfilm Records

There must be written procedures governing the establishment of a microfilm
system and designating the individuals who are responsible for maintaining
and operating the microfilm system with appropriate authorization by the
Board of Directors, general partner(s), or owner.

The microfilm system must be complete and must be used consistently in the
regularly conducted activity of the business.

There must be established processing procedures, with appropriate documen-
tation, so the original document can be followed through the micrographic
system.

There must be internal procedures for inspection and quality assurance.

There must be a record of where, when, by whom, and on what equipment the
microfilm was produced.

When displayed on a reader or reproduced on paper, the material mustexhibit
a high degree of legibility and readability.

A detailed index of all microfilmed data must be maintained and arranged ina
manner that permits the immediate location of any particular record.

All mierofilming and processing duplication, quality control, storage, identifi-
cation, and inspection must meet industry standards.

In case of IRS audit, the taxpayer must make available upon request a reader/
printer in good working order at the examination site for reading, locating, and
reproducing any record maintained on mierofilm.

records, render such statements,
make such returns, and comply
with such rules and regulations as
the Secretary may from time to
time prescribe. Whenever in the
judgment ofthe Secretary itis neces-
sary, he may require any person,
by notice served upon such person
or by regulation, to make such
returns, render such statements, or
keep such records, as the Secre-
tary deems sufficient to show wheth-
er or not such person is liable for
tax under thistitle. The only records
which an employer shall be re-
quired to keep under this sectionin
connection with charged tips shall
be charge receipts, records neces-
sary tocomply with section 6053(c}),
and copies of statements furnished
by employees under section
6053(a). Thus, the power of the IRS
to require records, statements, and
returns, etc., is virtually unlimited.
2.Sec. 6501.
3.See I.R.S. Form 872 & Section
6501(c)(4).
4.Sec. 6501(h), (j). (k).
5.Sec. 6501(e)(1).
6.Sec. 6501(c)(1).
7.Sec. 6501(c)(3).
8.Sec. 6001,
9.Treas. Regs. 1.6001-1(a). The regula-
tionsrequire taxpayers to keep copies
of any form, return, schedule, state-
ment, refund claim or otherdocument
filed with the IRS Treas. Regs. 1.6001-
1(b), (c). Specific guidance on docu-
mentation required with respect to
each employee upon whom income
tax is withheld is set out at Treas.
Regs. 31.6001-5.
10.Treas. Regs. 1.446-1(a)(1).
11.Treas. Regs. 1.446-1(a)(4).
12.Treas. Regs. 1.6001-1(e).
13.Treas. Regs. 31.6001-1(e)(2).
14.1986-1 C.B. 558.
15.1981-2 C.B.621, clarified by Rev. Proc.
83-6, 1983-1 C.B. 582.
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