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To the President of the Senate and the
Speaker of the House of Representatives

In accordance with the Chief Financial Officers Act of 1990, this report
presents the results of our efforts to audit the Principal Financial
Statements of the Internal Revenue Service (irs) for fiscal years 1994 and
1993 and an assessment of its internal controls and compliance with laws
and regulations. Irs continues to face major challenges in developing
meaningful and reliable financial management information and in
providing adequate internal controls that are essential to effectively
manage and report on its operations. Overcoming these challenges is
difficult because of the long-standing nature and depth of Irs’ financial
management problems and the antiquated state of its systems. Irs has
expressed its commitment to resolving the problems we reported.

We are unable to express an opinion on the reliability of Irs’ fiscal year
1994 Principal Financial Statements. Our report discusses the scope and
severity of Irs’ financial management and control problems, the adverse
impact of these problems on Irs’ ability to effectively carry out its mission,
and IRS’ actions to remedy the problems. Our report also contains
recommendations to help IRS continue its efforts to resolve these
long-standing problems and strengthen its financial management
operations.

We are sending copies of this report to the Commissioner of Internal
Revenue, the Secretary of the Treasury, the Director of the Office of
Management and Budget, the Chairmen and Ranking Minority Members of
the Senate Committee on Governmental Affairs and the House Committee
on Government Reform and Oversight, and other interested congressional
committees. Copies will also be made available to others upon request.
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This report was prepared under the direction of Gregory M. Holloway,
Director, Civil Audits, with the support of Irs’ Internal Audit staff and staff
from the Accounting and Information Management Division’s Civil Audits
Group and Audit Support and Quality Assurance Group. Mr. Holloway may
be reached at (202) 512-9510.

Yl Bt

Charles A. Bowsher
Comptroller General
of the United States
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Washington, D.C. 20548

Comptroller General
of the United States

B-259455
To the Commissioner of Internal Revenue

In accordance with the Chief Financial Officers (CFo) Act of 1990, the
Internal Revenue Service (IRS) prepared the accompanying Principal
Financial Statements for the fiscal years ended September 30, 1994 and
1993. We were unable to express an opinion on the reliability of these
statements for the following five primary reasons.

One, the amount of total revenue of $1.3 trillion reported in the financial
statements could not be verified or reconciled to accounting records
maintained for individual taxpayers in the aggregate.

Two, amounts reported for various types of taxes collected, for example,
social security, income, and excise taxes, could also not be substantiated.
Three, we could not determine from our testing of IRs’ gross and net
accounts receivable estimates of over $69 billion and $35 billion,
respectively, which include delinquent taxes, whether those estimates
were reliable.

Four, Irs continued to be unable to reconcile its Fund Balance with
Treasury accounts.

Five, we could not substantiate a significant portion of Irs’ $2.1 billion in
nonpayroll expenses included in its total operating expenses of

$7.2 billion, primarily because of lack of documentation. However, we
could verify that Irs properly accounted for and reported its $5.1 billion of
payroll expenses.

Also, continuing material weaknesses in internal controls in fiscal year
1994 resulted in ineffective controls for

safeguarding assets;

providing a reasonable basis for determining material compliance with
laws governing the use of budget authority and other relevant laws and
regulations; and

assuring that there were no material misstatements in its Principal
Financial Statements, including the Overview to the Financial Statements
as well as supplemental information.

In addition to these problems, as discussed in subsequent sections of this
report, we also identified other unsubstantiated and/or misstated amounts,
such as $6.5 billion in contingent liabilities that were unsubstantiated. The
differences we identified for specific reported amounts in Irs’ financial
statements could in fact be larger or smaller than the tens of billions of
dollars discussed in this report. Irs did not know, and we could not
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Issues With Revenue

determine, the reasons for most of the differences. Therefore, we could
not adequately estimate appropriate adjustments to make the statements
more reliable.

IRS has, however, made some progress in responding to the problems we
identified in our previous audits. For example, IRS has implemented a new
administrative accounting system to account for its day-to-day operations.
The new system should help IRs to correct some of its past transaction
processing problems that diminished the accuracy and reliability of its
cost information. In addition, Irs successfully transferred its payroll
processing to the Department of Agriculture’s National Finance Center
and, as a result, properly accounted for and reported its $5.1 billion of
payroll expenses for fiscal year 1994. These actions represent a good start
in IRS’ efforts to more fully account for its operating expenses.

IRS has made more limited progress in improving accounting for federal
revenues. While IRs is in the process of implementing 12 of the 14
recommendations we made concerning revenue collections from our
previous reports, it has completed only 2 of these 14 recommendations.
Accordingly, Irs needs to intensify its efforts, including developing a
detailed plan with explicit, measurable goals and a set timetable for action,
to attain the level of financial reporting and controls needed to effectively
manage its massive operations and to reliably measure its performance.

The following contents of this summary letter, as well as the detailed
sections in the back of this report, further elaborate on (1) the problems
we found both in the financial statements and in the internal control
environment that led us to our basis for our opinion and (2) actions Irs
needs to take to continue its improvement efforts.

IRS’ financial statement amounts for revenue, in total and by type of tax,
were not derived from its revenue general ledger accounting system (RACS)
or its master files of detailed individual taxpayer records. This is because
RACS did not contain detailed information by type of tax, such as individual
income tax or corporate tax, and the master file cannot summarize the
taxpayer information needed to support the amounts identified in RACS. As
aresult, IRS relied on alternative sources, such as Treasury schedules, to
obtain the summary total by type of tax needed for its financial statement
presentation.

Page 9 GAO/AIMD-95-141 IRS Financial Audit




B-259455

IRS asserts that the Treasury amounts were derived from IRS records;
however, neither Irs nor Treasury’s records maintained any detailed
information that we could test to verify the accuracy of these figures. As a
result, to substantiate the Treasury figures, we attempted to reconcile IRS’
master files—the only detailed records available of tax revenue
collected—with the Treasury records. We found that IRs’ reported total of
$1.3 trillion for revenue collections, which was taken from Treasury
schedules, was $10.4 billion more than what was recorded in IRS’ master
files. Because IRS was unable to satisfactorily explain, and we could not
determine the reasons for this difference, the full magnitude of the
discrepancy remains uncertain.

In addition to the difference in total revenues collected, we also found
large discrepancies between information in Irs’ master files and the
Treasury data used for the various types of taxes reported in Irs’ financial
statements. Some of the larger reported amounts for which 1rs had
insufficient support were $615 billion in individual taxes collected—this
amount was $10.8 billion more than what was recorded in IRS’ master files;
$433 billion in social insurance taxes (FICA) collected—this amount was
$5 billion less than what was recorded in IRS’ master files; and $148 billion
in corporate income taxes—this amount was $6.6 billion more than what
was recorded in IRS’ master files. Thus, Irs did not know and we could not
determine if the reported amounts were correct. These discrepancies also
further reduce our confidence in the accuracy of the amount of total
revenues collected.

IRS officials maintain that most of these differences were due to in-process
transactions that would post to the master files after September 30, 1994,
even though they were received and recorded in its RACS general ledger on
or before September 30, 1994 and items in-process at the beginning of the |
year. In-process transactions included cash receipts, tax returns, and
refunds that were received or paid near the end of the fiscal year, but,
because of IRS’ lengthy processing time, the transactions were not
recorded to the master files until the next fiscal year.

IRS attempted to account for its in-process transactions, but could not. This
is because its computer program did not account for or capture a detailed
history of all in-process transactions as of September 30, 1994. As a result,
IRS could not determine the full financial impact of in-process transactions
on its financial statements. This was also a problem in fiscal year 1993. For
these reasons, we could not adequately test IRS’ in-process transactions
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and, thus, we could not determine if IRS’ explanation that the differences
was due to in-process transactions was correct,

The root cause of these problems is that RACS was not designed to
summarize revenue collections by type of tax. Ideally, RACS, as the general
ledger, should contain summarized information on detailed taxpayer
accounts, and such amounts should be readily and routinely reconciled to
the detailed taxpayer records in Irs' master files. However, RACS was not
designed to total the various taxes IRS collects by type of tax and only
summarizes total receipts collected. Further, Racs’ design does not
maintain a detailed transaction history of the amounts that were added
together to equal the summarized amounts it contains.

Despite these problems, we were able to verify that IRs’ reported total
revenue collections of $1.3 trillion agreed with tax collection amounts
deposited at the Department of the Treasury. However, we did find

$239 million of tax collections recorded in IRs’ RACS general ledger that
were not included in reported tax collections derived from Treasury data.

In addition to these problems, we could not determine from our testing the
reliability of IRS’ projected estimate for accounts receivable. As of
September 30, 1994, Irs reported an estimate of valid receivables of

$69.2 billion,' of which $35 billion? was deemed collectible. However, in
our random statistical sample of accounts receivable items Igs tested, we
disagreed with IRS on the validity of 19 percent?® of the accounts receivable
and the collectibility of 17 percent* of them. Accordingly, we cannot verify
the reasonableness of the accuracy of the reported accounts receivable.

L Uy
Issues With

Administrative
Operations

Irs’ Fund Balance With Treasury accounts continued unreconciled, with
unexplained differences. With regard to Irs’ $7.2 billion in operating
expenses, we could substantiate that Irs’ $5.1 billion in payroll was
properly accounted for. However, the results of our statistically
projectable samples of the remaining $2.1 billion in nonpayroll operating

1The range of IRS’ confidence interval, at a 95 percent confidence level, is that the actual amount of
valid accounts receivable as of September 30, 1994, was between $66.1 billion and $72.3 billion.

2The range of IRS’ confidence interval, at a 95 percent confidence level, is that the actual amount of
collectible accounts receivable as of September 30, 1994, was between $34 billion and $36 billion.

3The range for our confidence interval, at a 95 percent confidence level, is that the actual amount of
the validity exceptions as of September 30, 1994, was between 14.5 percent and 24.2 percent.

The range for our confidence interval, at a 95 percent confidence level, is that the actual amount of
the collectibility exceptions as of September 30, 1994, was between 13.1 percent and 22.5 percent.
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expenses showed that over $375 million,® or 18 percent of IS’ total
nonpayroll operating expenses, could not be substantiated because IRS
could not provide support for the validity of the expense.

IeS' reported financial statement amounts for its Fund Balance With
Treasury—its bank accounts—were not reconciled to Treasury balances.
We found the following.

At the end of fiscal year 1994, unreconciled cash differences netted to

$76 million. After we brought this difference to the CFo’s attention, an
additional $89 million in adjustments were made. These adjustments were
attributed to accounting errors dating back as far as 1987 on which no
significant action had been taken until our inquiry. IRS was researching the
remaining $13 million in net differences to determine the reasons for them.
These net differences, which span an 8-year period, although a large
portion date from 1994, consisted of $661 million of increases and

$674 million of decreases. IS did not know and we could not determine
the financial statement impact or what other problems may become
evident if these accounts were properly reconciled.

To deal with its long-standing problems in reconciling its Fund Balance
with Treasury accounts, during fiscal year 1994, Irs made over $1.5 billion
in unsupported adjustments (it wrote off these amounts) that increased
cash by $784 million and decreased cash by $754 million, netting to

$30 million. In addition, $44 million of unidentified cash transactions were
cleared from cash suspense accounts® and included in current year
expense accounts because IRs could not determine the cause of the cash
differences. These differences suggest that IrS did not have proper
controls over cash disbursements as well as cash receipts.

In addition to its reconciliation problems, we found numerous
unsubstantiated amounts and some errors in non-payroll related
transactions that Irs processed. These unsubstantiated amounts occurred
because IRs did not have support for when and if certain goods or services
were received and, in other instances, 1rs had no support at all for the
reported expense amount. These unsubstantiated amounts represented
about 18 percent of Irs’ $2.1 billion in total nonpayroll expenses and about
5 percent of Irs’ $7.2 billion in total operating expenses.

5The range for our confidence interval, at a 95 percent confidence level, is that the actual amount of
operating expenses that could not be substantiated as of September 30, 1994, was between
$299 million and $452 million.

8Suspense accounts include those transactions awaiting posting to the appropriate account or those
transactions awaiting resolution of unresolved questions.
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Most of Irs’ $2.1 billion in nonpayroll related expenses are derived from
interagency agreements with other federal agencies to provide goods and
services in support of IR’ operations. For example, Irs purchases printing
services from the Government Printing Office; phone services, rental
space, and motor vehicles from the General Services Administration; and
photocopying and records storage from the National Archives and Records
Administration.

Irs failed to follow its own receipt and acceptance procedures for these
transactions. Those procedures require written documentation for
verification of the quality, quantity, date, and acceptance of goods and
services purchased, including interagency transactions. Not following its
procedures made IRS vulnerable to receiving inappropriate interagency
charges and other misstatements of its reported operating expenses,
without detection. Not knowing if and/or when these items were
purchased seriously undermines any effort to provide reliable, consistent
cost or performance information on Irs’ operations. As a result of these
unsubstantiated amounts, IRS has no idea and we could not determine,
when and, in some instances, if the goods or services included in its
reported operating expenses were correct or received. We also found
several internal control weaknesses involving interagency agreements
which contributed to our inability to express an opinion. These
weaknesses are discussed in the following section.

Internal C ontrol Our reports dating back to 19887 discussed the laclf of internal con.trols in
. IRS systems and processes. These weaknesses continue to be a major
Environment cause of the problems we found in our most recent audit. Our
February 1995 high-risk series,® for example, noted Irs’ continuing inability
to accurately report its accounts receivable and designated refund fraud as
anew concern.

Inadequate internal controls, especially the lack of proper documentation
of transactions, resulted in IRS continuing to report unsupported revenue
information. In some cases, IrS did not maintain documentation to support
reported balances. In other cases, it did not perform adequate analysis,
such as reconciling taxpayer transactions to the general ledger, to ensure

"Internal Revenue Service: Need to Improve the Revenue Accounting Control System
(GAO/IMTEC-8841, June 17, 1988) and Managing IRS: Actions Needed to Assure Quality Service in the
Future (GAO/GGD-89-1, October 14, 1988).

®High-Risk Series: Internal Revenue Service Receivables (GAO/HR-95-6, February 1995) and An
Overview (GAO/HR-95-1, February 1995).
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that reported information was reliable. Similarly, the lack of controls over
refunds and earned income credits resulted in errors and potential fraud.
In accounting for its $7.2 billion in appropriated funds, Irs has been
hampered by its failure to establish and carry out rudimentary internal
controls and accounting procedures, such as reconciling cash accounts.
Finally, errors in processing created delays, which resulted in additional
taxpayer burden and reduced productivity.

We found several internal control problems that contributed to our
inability to express an opinion on Irs’ financial statements. Examples
include the following:

We sampled 4,374 statistically projectable transactions posted to taxpayer
accounts. However, IRS was unable to provide adequate documentation,
such as a tax return, for 524 transactions, or 12 percent. Because the
documentation was lost, physically destroyed or, by IRs policy, not
maintained, some of the transactions supporting reported financial
balances could not be substantiated, impairing IR’ ability to research any
discrepancies that occur.

IRS was unable to provide adequate documentation for 111 items, or 68
percent, in our random sample of 163 transactions from IRS’ nonmaster
file. The nonmaster file is a database of taxpayer transactions that cannot
be processed by the two main master files or are in need of close scrutiny
by IRs personnel. These transactions relate to tax years dating as far back
as the 1960s. During fiscal year 1994, approximately 438,000 transactions
valued at $7.3 billion were processed through the nonmaster file. Because
of the age of many of these cases, the documentation is believed to have
been destroyed or lost.

IRS cannot provide documentation to support $6.5 billion in contingent
liabilities reported as of September 30, 1994. Contingent liabilities
represent taxpayer claims for refunds of assessed taxes which Irs
management considers probable to be paid. These balances are generated
from stand-alone systems, other than the master file, that are located in
two separate IRs divisions. Because these divisions could not provide a
listing of transactions for appropriate analysis, IRS did not know, and we
could not determine, the reliability of these balances.

IRS is authorized to offset taxpayer refunds with certain debts due to IRS
and other government agencies. Before refunds are generated, Irs policy
requires that reviews be performed to determine if the taxpayer has any
outstanding debts to be satisfied. For expedited refunds, IrRs must manually
review various master files to identify outstanding debts. However, out of
358 expedited refunds tested, we identified 10 expedited refunds totaling
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$173 million where there were outstanding tax debts of $10 million, but Irs
did not offset the funds. Thus, funds owed could have been collected but
were not.

An area that we identified where the lack of controls could increase the
likelihood of loss of assets and possible fraud was in the reversal of
refunds. Refunds are reversed when a check is undelivered to a taxpayer,
an error is identified, or IrS stops the refund for further review. In many
cases, these refunds are subsequently reissued. If the refund was not
actually stopped by Treasury, the taxpayer may receive two refunds. In
fiscal year 1994, 1rs stopped 1.2 million refunds totaling $3.2 billion. For
183 of 244, or 75 percent of our sample of refund reversals, IRS was unable
to provide support for who canceled the refund, why it was canceled, and
whether Treasury stopped the refund check. Service center personnel
informed us that they could determine by a code whether the refund was
canceled by an internal IRs process or by the taxpayer, but, as a policy, no
authorization support was required, nor did procedures exist requiring
verification and documentation that the related refund was not paid.

The earned income credit is a refundable tax credit available to
low-income working families. Using a statistically projectable sample, we
found that 10 percent of fiscal year 1994 earned income credit claims
contained data that were either inconsistent with the taxpayer’s prior year
return, incomplete, or inaccurate compared to supporting documents filed
with the return or compared with information in different places on the
return itself. These discrepancies projected to $1.1 billion? of the

$11 billion balance for earned income credits. The cases identified
discrepancies relating to a dependent’s identifying information, such as
name, social security number, or date of birth, and inconsistencies relating
to the eligibility of the taxpayer, such as incorrect calculation of income or
filing status. According to an Irs official, while Irs is aware of these cases,
it believes it is not cost-effective to conduct the enforcement procedures
necessary to resolve them.

IRS’ procedures to account for $140 million in accounts payable were
flawed and resulted in misstatements of IRS’ cost of operations. We
examined a statistically projectable random sample of 360 accounts
payable transactions valued at $51 million and found 152 instances where
the amount recorded was incorrect or unsubstantiated. The estimated

*The range of our confidence interval, at a 95 percent confidence level, is that the actual amount of
overstatement of earned income credits as of September 30, 1994, was between $643 million and
$1.6 billion.

Page 15 GAO/AIMD-95-141 IRS Financial Audit




B-259455

dollar error from these sample transactions was $29 million," or
21 percent, for accounts payable.

These errors were caused by ambiguous internal control procedures that
were often performed inconsistently, for example, unclear guidance which
resulted in transactions being incorrectly recorded. Because operating
expenses are substantiated in part by the accounts payable process, the
error rate pertains to a much larger universe of transactions than the
amount of such transactions in accounts payable at year-end. These levels
of errors and unsubstantiated amounts contributed to the unreliability of
IRS’ cost information.

IRS’ year-end closing procedures for accounts payable were also
inadequate. Based on a statistically projectable random sample of 189
vendor payments made in October 1994, after the end of fiscal year 1994,
we estimate that $25 million!! (in addition to the $140 million recorded)
should have been in accounts payable in fiscal year 1994, but was not
included.

We estimate that Irs’ $1.3 billion of undelivered orders!? was overstated by
$271 million.!? First, we found undelivered orders that should have been
deobligated. We found (1) 16 items that were from 6 months to 3 years old
and, although the goods or services had been fully received, the balances
remained obligated and (2) 9 items that were 1 year to 3 years old, but no
charges had been made, nor did it appear likely that any charges would
ever be made against the obligation. These 25 items totaled $38.8 million
and were part of our statistically projectable random sample of 176 items
amounting to $502 million. Second, another 16 items in our sample totaling
$8.4 million should have been shown as accounts payable instead of
undelivered orders since Irs had received the goods or services during
fiscal year 1994.

IRS routinely processed its interagency purchases in a poor manner
because key staff consistently did not follow established procedures.
These practices adversely affected the reliability of IrS’ cost information.

10The range of our confidence interval at a 95 percent confidence level, is that the actual amount of
overstatement of accounts payable as of Septeraber 30, 1994, was between $22 million and $36 million.

UThe range of our confidence interval, at a 95 percent confidence level, is that the actual amount of
unrecorded accounts payable as of September 30, 1994, was between $19 million and $31 million.

12The term undelivered orders refers to the value of goods and services ordered and obligated which
have not been received. This amount includes any orders for which advance payment has been made
but for which delivery or performance has not yet occurred.

13The range of our confidence interval, at a 95 percent confidence level, is that the actual amount of

overstatements of undelivered orders as of September 30, 1994, was between $196 million and
$346 million.
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We found the following,

* IRS plan managers were often late in securing obligating documents,
resulting in payments being made for interagency agreements that did
not yet exist. We found 20 payments out of 76 in our random sample of
expense transactions for interagency agreements where payments were
made before agreements existed, although later ratified. These 20
payments were for 6 interagency agreements.

» Payments were made from 1rs’ Fund Balance with Treasury accounts for
goods or services purportedly provided, and neither IRs staff who
purchased the items nor accounting staff had any record of when and, in
some instances, whether the goods or services were ever received. We
found 77 out of 463, or 17 percent in our statistically projectable random
sample of expenses where IRS paid for goods and services and had no
support to show whether the goods or services were ever received. We
found that 5 of the 77 payments were made to commercial vendors.

Controls Over Processing
Returns

During fiscal year 1994, Irs processed almost 1 billion information
documents and 200 million returns. In most cases, IRS processed these
returns correctly. However, we found instances where RS’ mishandling of
taxpayer information caused additional burden on the taxpayer and
decreased IRS’ productivity.

In fiscal year 1994, 1rS processed about 102 million adjustments to
taxpayer accounts valued at $131 billion that resulted in increases or
decreases of taxes, penalties, and interest, or the removal of credit or
balance due accounts from the master files after the statute of limitations
had expired.!* These adjustments were caused by a variety of reasons,
including 1rS

assessing additional taxes, penalties, and interest resulting not from taxes
reported by the taxpayer but from taxes identified by Irs’ matching
program, as discussed below, or from IRS’ examination of returns;
correcting IRS or taxpayer errors, found by either Irs or the taxpayer;
correcting errors IRS made during the processing of tax returns and/or in
making cash receipts/payments;

MThe collection statute of limitations generaily provides IRS 10 years after the assessment to collect
delinquent taxes. The refund statute expiration date allows the taxpayer to file a claim for credit or
refund of an overpayment within 3 years from the time the return was filed or 2 years from the time
the taxes were paid, whichever is later.
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. assessing taxes against taxpayers that did not voluntarily file their tax
returns;

+ making adjustments to taxpayers’ accounts as a result of amended returns
or correspondence; and

« writing off accounts due to the collection statute expiration date or refund
statute expiration date.

Irs does not have a formal process for analyzing the causes of these
transactions, estimating their frequency and magnitude, and determining
whether cost-effective controls can be implemented.

Based on our random sample of 986 adjustment transactions, we found
that 219 cases, or 22 percent, resulted in additional burden to the taxpayer
and reduced productivity. Generally, this occurred because IRS and the
taxpayer spent time resolving issues that should never have occurred.

In many cases, the additional taxpayer burden resulted from IRS’
implementation of certain enforcement programs it uses to ensure
taxpayer compliance, one of which is the matching program. This
program’s problems in timely processing cause additional burden when
taxpayers discover 15 months to almost 3 years after the fact that they
have misreported their income and must pay additional taxes plus interest
and penalties. For example, in our review of 45 judgmentally selected'®
underreporter cases—used to identify individuals who have misreported
or not reported income and withholdings—we found that IRs took an
average of 2.5 years to record the additional tax from the date the return
was due. In our review of 77 judgmentally selected substitute for return
cases—which identify individual taxpayers who have income but did not
file a return—we found that IrRs took about 3.3 years to record the
assessment (taxes) to the individual master file. In 55 of these cases, or

71 percent, the taxpayer did not respond or disagreed with the assessment.
When we had completed our audit work, 56 of these cases were still
outstanding. These issues are discussed in greater detail in the Tax Return
Processing section of this report.

In a matter that affects almost all of IRS’ processes, we found that its
computer security environment was inadequate to protect against
employees’ making unauthorized transactions and activities without
detection. This problem and other computer security issues have been
reported before and remain unresolved. These issues are discussed in

15We were unable to determine from the master files the population of specific categories, such as
underreporter and substitute for return cases. Therefore, we judgmentally selected samples of these
categories.
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Further Actions
Needed

greater detail in the Computer Security section of this report. In addition,
we will be reporting to IRs separately on these matters.

These examples of internal control weaknesses demonstrate the
long-standing, pervasive nature of IRs’ financial management
problems—weaknesses which contributed to our inability to audit IrS’
financial statements. The erroneous amounts discussed would not likely
have been identified if Irs’ financial statements had not been subject to
audit. In part, IrS has concluded in its fiscal year 1994 Federal Managers’
Financial Integrity Act (FMFIA) annual statement to the Secretary of the
Treasury, that it did not have reasonable assurance that its accounting
systems conformed to established standards. However, Irs concluded that,
except for the 11 material weaknesses identified, it had reasonable
assurance that the objectives of internal control (section 2 of the FMFI1A)
had been achieved. We disagree with this conclusion, given the severity of
the control weaknesses IRS reported and the additional weaknesses we
identified above.

Further, the errors and unsubstantiated amounts highlighted throughout
this report suggest that information IrRS provides during the year is
vulnerable to errors and uncertainties as to its completeness and that
reported amounts may not be representative of IRS’ actual operations. The
following section discusses IRS efforts to date to correct these weaknesses
and our suggestions for additional actions needed to do so.

IRS has made some progress in responding to the problems we have
identified in previous reports. With respect to accounting for costs, IRS
implemented a new administrative accounting system in fiscal year 1993 to
account for its day-to-day operations. The new system should help IRS to
correct some of its recurring transaction processing problems. In addition,
IRS successfully transferred its payroll processing to the Department of
Agriculture’s National Finance Center.

However, IrS has made very little progress in accounting for revenue. For
example, IRS has only fully implemented 2 of our 14 recommendations
regarding revenue that resulted from our audits of Irs’ fiscal years 1992
and 1993 financial statements. While it has begun to take action on many
of our recommendations, it has implemented only 13 of the total 59
recommendations we made, which included recommendations relating to
costs as well as revenues. The 13 implemented recommendations focused
more on establishing needed policies, not on specific problems that need
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to be remedied. The status of each recommendation resulting from our
prior financial statement audits is discussed in appendix L.

As stated in our July 28, 1994, testimony'® before the Senate Committee on
Governmental Affairs, IS has not instituted procedures to adequately
ensure that

all revenues due to the federal government are identified so that collection
can be pursued;

errors in taxpayer information are detected and refunds of taxes are
appropriate;

appropriated funds are spent in accordance with applicable laws and
accurately accounted for; and

sensitive computerized information, such as taxpayer records, is protected
from unauthorized access, disclosure, or modification.

We have been concerned because IRS has not developed a detailed
strategic plan that would include both short-term and long-term solutions
to its financial management problems. Such concern prompted us to send
a September 12, 1994, letter!” to the Commissioner of Internal Revenue. In
that letter, we enumerated the problems that precluded RS from preparing
auditable financial statements for fiscal year 1993 and the actions that
were needed to correct these problems. We stated that RS’ fundamental
need is for a clearly articulated plan detailing how it will prepare auditable
financial statements. This plan should have specific timetables and
individuals to be held accountable for completing, in a timely manner, the
corrective actions needed. As of May 1, 1995, no such plan existed.
Without a plan of this kind that addresses needed short-term
improvements, it is doubtful that IRS can complete corrective actions
expeditiously.

However, IRS needs to go beyond just planning for auditable financial
statements. The problems with IRS’ revenue accounting system affect its
operations as well. IRS’ revenue accounting problems are especially
impacted and complicated by out-of-date automated data processing (ADP)
systems that need extensive hardware and software improvements and
upgrades. We believe that the necessary actions are multifaceted and
encompass a variety of organizational, managerial, technological, and

1$Financial Audits: CFO Implementation at IRS and Customs (GAO/T-AIMD-94-164, July 28, 1994).

1See “IRS Corrective Actions” (GAO/AIMD-94-184R) in appendix IIL This letter expanded on our
previous findings and recommendations transmitted to IRS in audit reports and correspondence or
discussed with IRS officials at meetings.
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procedural issues so that planning for auditable financial statements needs
to be integrated with a broader plan to improve the revenue accounting
system.

Revenue accounting issues are especially troubling because most of these
problems have been reported repeatedly for many years and yet much
remains to be done. Some key examples follow.

Over 7 years ago, we recommended that revenue accounting and all feeder
systems be put under the direction of the CFo and that the cFo be given
sufficient resources and authority to implement the changes needed. We
reiterated this position in our audit of Irs’ fiscal year 1992 financial
statements. While the cFo has been given some authority for making
changes to these systems, IRS has not committed sufficient resources to
research the root causes and identify solutions—work that should be done
before any changes are made.

Most solutions to revenue accounting problems are scheduled to be
undertaken or completed several years from now. No effective interim
plan exists to address these problems, which will likely result in a
continued inability to produce auditable financial statements.

Weaknesses in accounts receivable continue to exist, although both Irs
and GAO have been reporting this information as unreliable for years. IRS
still does not have a credible subsidiary record for accounts receivable.
For fiscal year 1993, Irs began reporting, as part of its audited financial
statements, an accounts receivable amount based on a statistical estimate.
However, this amount is only acceptable and useful for periodically
reporting an approximate financial statement amount at a designated date.
IRs is still unable to account for the changes in accounts receivable from
year to year and cannot provide detailed information on the composition
or aging of accounts receivable.

Because of the limitations on its use in analysis, statistical sampling is
clearly limited and less precise than actual data for assessing the
effectiveness of collection efforts, analyzing variances in the balance from
year to year, and developing effective collection strategies. IRs does not yet
have an effective strategy to create a detailed subsidiary record of
accounts receivable, nor does it have a short-term strategy to identify all
those who legitimately owe it money, despite our urging the development
of such strategies over several years.

While providing operating information for taxpayer assistance and
collection efforts continues to be an important consideration in the
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structure of the master files and related feeder systems, the revenue
accounting information also needs to be provided. This will require
financial management expertise. Therefore, the key actions needed
immediately to begin to correct long-standing problems in IRS’ revenue
accounting is to assign responsibility for revenue accounting and all of the
feeder systems directly to the CFo and to provide the CFo with sufficient
resources and authority to make needed corrections. In addition, the cFo
should be specifically charged to do the following:

implement software, hardware, and procedural changes needed to create
reliable subsidiary accounts receivable and revenue records that are fully
integrated with the general ledger,

- change the current federal tax deposit (FTD) coupon reporting
requirements to include detailed reporting for all excise taxes, FICA taxes,
and employee withheld income taxes; and

implement software changes that will allow the detailed taxes reported to
be separately maintained in the master file, other related revenue
accounting feeder systems, and the general ledger.

1rs has attempted to address some of the problems we identified, but it has
not responded to the core problems identified in our prior audit reports or
our September 12, 1994, letter. For example, IRS is developing its Accounts
Receivable Dollar Inventory (ARDI) system to provide various analyses of
the amounts included in its inventory of tax debts. However, the design
and implementation of ARDI does not correct the key flaw in Irs’
accounting for accounts receivables—the inability to differentiate between
assessments made for enforcement purposes that are not valid receivables
and valid accounts receivables. Therefore, while ARDI may provide an
analysis of Irs’ inventory of tax debts, it will not provide better information
on how much is actually owed or information needed for any meaningful
analysis of the effectiveness of IrS’ collection efforts.

Another example of IRs’ problems in addressing its problems has been in
reconciling its Fund Balance with Treasury accounts. As a result of our
audits, IRS’ problems in reconciling these accounts were brought to light.
Since our first financial statement audit of Irs for fiscal year 1992, IrS has
made several attempts to reconcile these accounts. Over the last 3 years,
hundreds of millions of dollars have been written off when, after much
research, the causes of the unreconciled amounts could not be identified.
We believe that Irs should have had a plan to accomplish necessary
write-offs for fiscal year 1993 and put procedures in place to ensure that,
in subsequent years, reconciling items were promptly identified and
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resolved. However, effective reconciling procedures have not been put in
place and, as of May 1, 1995, amounts continued to be unreconciled and
were not being promptly identified and resolved.

IRS has begun developing and upgrading the current RACS general ledger
system, which is expected to be operational by 1998. Contracts for the
computer hardware have recently been awarded and the computers have
been installed at two service centers. However, the requirements and
design for the new general ledger software have not been completed. For
the new general ledger to be effective, it must provide an electronic
interface between the general ledger and the subsidiary systems so that
detailed data are available to support the financial statements. For
example, the new general ledger system must be able to provide data to
support each type of tax collected, which it is currently unable to do. In
addition, its internal control features should be standardized to ensure
proper posting. Until an effective RACS system is operational, IRS plans to
rely on its current systems and alternative sources for generating financial
information.

IRS needs to implement the 46 remaining recommendations from our prior
two financial audits as well as the corrective actions outlined in our
September 12, 1994, letter. There currently is no short-term plan to do this
effectively. IrS will not be able to accomplish the needed corrective actions
without a detailed plan with explicit measurable goals and a set timetable
for action. We believe the detailed plan called for will be an essential
ingredient to ensure that IS’ efforts are focused and timely. Such a plan
would also provide IRs and the Congress a clear means for measuring IrS’
progress towards correcting the problems we have reported.

While correcting these problems is essential to Irs’ efforts to prepare
auditable financial statements, it is perhaps more crucial that IrS’ senior
management and the Congress have reliable information on taxes
collected and uncollected as well as the cost of IS’ operations to properly
oversee and evaluate IRS’ performance. It also is critical that Irs have
effective controls to ensure that the cash and other assets IRS is
responsible for are protected from loss and that RS complies with the
terms of its budget and the laws governing the execution of its mission.
Finally, certain budget decisions the Congress is called upon to make,
such as decisions about IrS’ enforcement budget, may be premised on the
uncertain information reported by Igs, further underscoring the urgency
for prompt and effective corrective actions. More forceful and directed
efforts will be required to attain the level of financial reporting and
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Agency Comments
and Our Evaluation

controls that the Congress and the American taxpayer rightfully expect of
our nation’s primary revenue collector.

In commenting on a draft of this report, IrS described the status of actions
it is taking or plans to take to correct deficiencies discussed in this and
prior reports. In addition, Igs reaffirmed its commitment to the goals of the
cFo Act to improve financial management and to provide stakeholders and
managers with accurate and timely financial information. IRS’ written
comments are included in appendix IV.

The following sections of the report provide additional detail on our
findings regarding revenue collection, accounts receivable, tax return
processing, administrative operations, and computer security. They also
include our findings and conclusions on IRrS’ seized asset program.

o

Charles A. Bowsher
Comptroller General of the
United States

May 1, 1995
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Limit IRS’ Ability to
Report Reliable
Information

Revenue

In addition to the issues discussed in our opinion letter and Internal
Control Environment, we identified areas where the design of IRS’ revenue
accounting systems, Irs’ absence of procedures for reconciling its detailed
master files records—taxpayer accounts—to its reported amounts, and
untimely analysis of suspense accounts!® resulted in RS reporting revenue
information whose accuracy is uncertain, We also assessed Irs’
compliance with certain provisions of the Internal Revenue Code (Irc) for
certifying the proper distribution of excise taxes and ensuring it notified
the Joint Committee on Taxation for certain refunds of $1 million or more.
These internal control weaknesses impair the Congress’ ability to provide
effective oversight, obscure the financial impact of existing tax policies,
and weaken IRS’ ability to manage its programs effectively.

IRS’ revenue accounting system was designed to record tax revenue
receipts and returns at a summary level, based on tax returns. IrS has a
fiduciary responsibility for collecting taxes on behalf of other federal
agencies and certifying to the Department of Treasury the amounts to be
distributed to the recipient agencies. Recording revenue receipts and
returns at a summary level, based on the tax return, as opposed to in detail
for the various taxes collected and by recipient, minimizes RS’ ability to
readily, if at all, determine and report the correct amount of taxes to be
distributed to other agencies, as well as the financial impact of tax policy
decisions. Irs does not routinely verify that summary amounts reported on
the various taxes it collects equal amounts included in its detailed
taxpayer account records and, where it attempted to do 50, IRS identified
differences it could not explain. As part of our audit, we tried to reconcile
taxpayer accounts to reported amounts for the various taxes collected and
found additional differences that Irs could not explain. Some examples
follow.

IRS cannot provide detailed information on collected taxes because neither
the documentation accompanying tax payments by businesses nor the
related tax returns provide the needed level of detail. For example, IRS
captures excise tax receipt information from coupons accompanying
Federal Tax Deposits (Frps).' However, IRS cannot provide detailed

18Suspense accounts include those transactions awaiting posting to the appropriate taxpayer account
or those transactions awaiting resolution of unresolved questions. Those accounts would include, but
not be limited to, frozen credits and in-process transactions, which are discussed later in this section.

*FTDs are payments made through the Department of Treasury’s deposit system by business
taxpayers on a weekly to quarterly basis, depending on the type and amount of tax owed. Businesses
pay 11 types of taxes, including employment taxes, withholding, corporate income taxes, and excise
taxes. Currently, business taxpayers manually prepare FTD coupons by writing in the dollar amount,
tax quarter, and type of tax paid. Under the Electronic Federal Tax Payment System (EFTPS),
discussed later in this section, FTD deposits will be sent electronically.
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information on the amount of excise taxes because all 50 specific excise
taxes are reported under 1 of 11 categories of tax included on the coupon
with no differentiation on how the amount paid is to be distributed to each
recipient of taxes collected. During fiscal year 1994, 1rs analyzed excise
taxes by specific trust fund® to determine if there were significant
differences between taxes paid and amounts reported as owed on the
return. RS determined that the differences between cash receipts and
liabilities were between $1 million and $64 million for the almost $98
billion in excise taxes reported. This analysis compared only taxes
collected to taxes owed where Irs’ detailed taxpayer accounts showed that
the full amount had not been paid. Because Irs completed the analysis in
fiscal year 1994 after our audit work was substantially completed, we were
unable to determine the reliability of the analysis this year. However, in
performing preliminary audit procedures on the analysis, we found that
the $118 million balance that Irs’ analysis identified as unpaid excise taxes
could be understated by as much as $43 million. We will test its reliability
further in our fiscal year 1995 audit of IRs.

Similar to specific data on excise taxes, the FTD coupon combines social
security taxes with income taxes withheld from employees. Thus, IRS also
cannot determine the actual amount of social security receipts collected.
While by law, IRs is required to transfer these receipts to the Social
Security Administration based on assessments, it should also determine
the actual amount that is collected in order to accurately report amounts
collected to the Congress and others.

Because IRS’ accounting systems do not reconcile detailed excise tax
information to amounts reported to Treasury for distribution to the trust
funds in a timely way, IRs’ Supplemental Financial Information to the
financial statements contained balances on distribution of taxes that were
(1) inconsistent with information presented on the face of the statements
and (2) unsupported.

First, Irs performs reviews of quarterly excise tax returns to calculate the
proper amounts that should be distributed to the various trust funds.
However, as of April 1, 1995, Irs had only completed its review of the
quarter ending June 30, 1994. After we brought these problems to IRS’
attention, IrS updated the Supplemental Financial Information to include
the quarter ending September 30, 1994. We were unable to review this data
because it only became available after our audit procedures were
completed.

20RS collects funds for 11 excise trust funds including Highway, Airport and Airways, Mass Transit,
Superfund, Black Lung, Oil Spill, Leaking Underground Storage Tanks, Vaccine Injury Compensation,
Aquatic Resources, Earmarked, and Inland Waterways.
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Second, IRS was unable to support $1.9 billion, or 5 percent, of $41.3 billion
of excise tax receipts identified as unclassified excise taxes. According to
IRS personnel, the discrepancy is partly due to timing differences and
transactions included in the total that do not represent excise tax
transactions. However, no documentation was available to support this
assertion.

In addition, the compliance matters regarding the legal requirement that
IRs certify distribution of excise taxes based on collections rather than the
amount reported on the tax return—IRS certifies based on the return
amount—correct receipt information is otherwise needed. Without this
information, IrS cannot determine and the Congress will never reliably
know the financial impact of any resulting subsidies—including those
allowed by law, such as social security funds. In the analysis of social
security funds, IrRS determined that the difference between cash receipts
and the tax liabilities used in distributing funds was approximately

$3.6 billion over 4 years. Because IRS’ methodology did not take into
account the effect of invalid transactions such as invalid accounts
receivable, these amounts may be misstated.

As part of Tax Systems Modernization (TsM), IRs has designed the
Electronic Federal Tax Payment System (EFTPS), to electronically receive
deposits from businesses. EFTPS is planned to be operational by early 1996.
If implemented as designed, EFTPS will have the capability of collecting
actual receipt information for excise and social security taxes. However,
based on current regulations, not all employers will be required to use
EFTPS to make their FTD payments. According to Igs officials, approximately
20 percent of the employers that make FTD payments will have the option
of remaining with the current system, which provides limited information.
Therefore, even if employers that use EFTPS are required to provide
additional information on social security and excise taxes, to the extent
that some businesses will still make deposits using the current system, IRS
will not have the complete information it needs to determine collections
from excise and social security taxes.

In addition to capturing insufficient detailed information for tax receipts,
IRs does not resolve amounts initially recorded in suspense accounts in its
general ledger (RACS) in a timely manner. Some examples follow.

IRs does not ensure that all revenue transactions in process were recorded

in the proper fiscal year because Irs could not identify detailed support for
these balances so that proper analysis could be performed timely. As of
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September 30, 1994, transactions in process, related to tax receipts, tax
returns, adjustments, and other items, were a net $101 billion. During
fiscal year 1994, rs developed computer programs and procedures to
attempt to determine the proper posting of these transactions. By using
these procedures, Irs identified approximately $90 billion in transactions
that had not been posted to taxpayers’ accounts on the master files until
the next fiscal year due to the length of IRS’ processing cycle. Because IRS
did not complete the analysis until after our audit work was substantially
completed, we were unable to assess the reliability of the analysis this
year.

In addition, Irs could not identify the transactions that made up the
remaining $11 billion because no analysis had been performed. IrS stated
that these amounts probably relate to transactions which may not post to
taxpayers’ accounts without IRS or taxpayer intervention. For example,
instances where the taxpayer’s identifying information was inconsistent
with taxpayer information on the master files could result in incorrect
taxpayer balances and require contact with the taxpayer to resolve the
discrepancy.

Irs does not promptly analyze and resolve frozen credits, hindering its
ability to properly report these amounts in its financial statements.
Accounts with frozen credits consist of payments that exceed assessments
and may be potential refunds. Irs may freeze an account for a number of
reasons—for example to investigate potential fraudulent refund schemes,
undeliverable refunds, IRs litigation against the taxpayer, or a return not
being recorded. As of September 30, 1994 and 1993, there were $44 billion
and $39 billion, respectively, of frozen credits. IRS attempted to resolve this
problem by performing summary analyses of these accounts without
reviewing related taxpayer transactions. As a result, we were unable to
determine whether frozen credits were accurate or properly reported in
the financial statements.

Based on our analysis of the data, 628,000 taxpayer modules, or about 35
percent of the credit balances, were over a year old, with a total dollar
value of $9.6 billion. Of the 628,000 modules, 70 percent were for amounts
of $1,000 or less. In our random sample of 107 frozen credits, we found 48
frozen credits that had been created by IRs errors, resulting in additional
taxpayer burden and reduced productivity. For example, one taxpayer
filed a 1992 tax return that 1rs recorded for tax year 1962 in its IMF. As a
result of this error, the taxpayer received a notice from IRS requesting
payment of interest and penalties. Because the taxpayer had paid the tax
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reported on the tax return, the taxpayer identified and notified IrS of the
error. IRs did not correct the taxpayer’s account to reflect the current tax
year but did abate the interest, the penalties, and the tax amount. By
abating the tax amount, IrS created a credit balance in the taxpayer’s
account. To resolve the credit amount, IRS needs to reverse the abatement
transaction relating to the taxes.

The processing of certain expedited refunds resulted in invalid2: accounts
receivable balances. Irs expedites refunds in certain situations—for
example, when refunds are greater than $1 million (to reduce interest
costs), in cases of financial hardship, or when refund checks have been
lost. Expedited refunds are processed manually, outside the normal
process. For this reason, they are sometimes recorded to the taxpayer’s
account before the tax return or related tax adjustment. When this occurs,
IRS appears to have advanced funds to the taxpayer. Although this serves
as a control to ensure that the adjustment is recorded to the taxpayer’s
account and interest costs are limited, it also creates a receivable in RS’
accounting records. For example, in July 1994, as the result of a court
decision, Irs issued 22 expedited refunds amounting to over $333 million.
These amounts were included in the September 30, 1994, inventory of tax
debts? included in the RACS general ledger, even though the taxpayers did
not owe any taxes. The receivables were eliminated when adjustments to
reduce tax liabilities for the various taxpayer accounts were recorded in
April 1995,

In a related issue, Igs is generally required by law (26 U.S.C. 6405) to notify
the Joint Committee on Taxation of certain refunds and credits in excess
of $1 million 30 days before issuing such refunds or credits. For fiscal year
1993, we reported that 113 out of 118 refunds and credits in excess of

$1 million were authorized without proper notification to the Joint
Committee. After we issued our opinion on Irs’ fiscal year 1993 financial
statements, staff of the Joint Committee advised us that Irs and the
Committee have had a long-standing agreement that, under section 6405,
IRS would submit to the Committee only refund claim cases resulting from
an IRS examination, not cases where the refund is claimed on the return.

#Throughout this report, we refer to invalid receivables as those assessments which should not be
included for financial reporting purposes. However, we recognize that IRS needs to account for those
assessments for enforcement and compliance purposes.

“The inventory of tax debts includes all outstanding debts owed by taxpayers that are in IRS’ detailed
accounting records, even though many are invalid for financial reporting purposes. Valid accounts
receivable are included in IRS’ inventory of tax debts and represent those items where IRS has
established a claim to cash or other assets of the taxpayer.
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We were not aware of this arrangement at the time of our prior report, and
irs did not inform us of it in its comments on our draft report.

From our fiscal year 1994 testing of 176 refunds greater than $1 million, we
found that 126 cases did not require Joint Committee notification, under
the Committee agreement with IRs, because the refunds were claimed on
the return. Of the remaining 50 cases which resulted from examinations
and thus should have been brought to the Joint Committee’s attention, we
determined that rs (1) properly notified the Joint Committee for 32 cases,
and (2) was unable to provide adequate documentation to determine
whether the Joint Committee had been properly notified for 16 cases. For
the remaining 2 cases, IRS notified the Joint Committee but only after it had
already issued the refund. For example, we identified one examination
case where a refund was issued to the taxpayer in February 1994, but IRS
did not notify the Joint Committee until September 1994.

Page 32 GAO/AIMD-95-141 IRS Financial Audit




Accounts Receivable

Page 33 GAO/AIMD-95-141 IRS Financial Audit




R

Accounts Receivable
Are Inaccurate and
Remain a High Risk

Accounts Receivable

GAO0 and oMB have identified accounts receivable as a high-risk area for
several years. As stated in our February 1995 high-risk series of reports, IRS
efforts to collect delinquent taxes have been inefficient.

To develop its accounts receivable, IRS extracts its inventory of tax debts
from its individual master file (IMF), business master file (BMF), and
nonmaster file (NMF). As of September 30, 1994, the IMF and BMF inventory
of tax debts was $166 billion,” many of which were 5-years old or older.
Table 1 illustrates the dollar value of the IMF and BMF inventory of tax debts
by type of return and age.

Table 1: IMF and BMF Inventory of Tax

Debts by Type of Return and Age

Dollars in millions

Amount and age

Less than 1t03 3to5 5 yrs. or
Type of tax return 1yr. yrs. yrs. older Total
1040 - U.S. Individual $17,657 $20,724  $14,340 $22,663  $75,384
941 - Employer's 5,766 7,430 7,849 19,669 40,714
Quarterly
1120 - U.S. Corporation 5,630 7,726 2,554 5,470 21,380
Other IMF Returns 1,416 2,933 3,146 7,252 14,747
940 - Employer's 425 731 1,002 2,313 4,471
Annual Federal
Unemployment
706 - U.S. Estate 3,296 212 114 165 3,787
Other BMF Returns 966 808 845 1,168 3,787
720 - Quarterly Federal 295 315 233 722 1,565
Excise
Total $35,451  $40,879  $30,083 $59,422 $165,835
Percentage 21.4 24.7 18.1 35.8 100

Table 1 includes valid and invalid amounts. IRS cannot separately identify
its valid accounts receivable from invalid accounts receivable. For
example, when IrS’ information return matching process identifies that a
taxpayer received a W-2 but did not file a tax return, IRS creates a return
for the taxpayer. For the most part, this is done using the standard
deduction and single filing status. This profile often results in the taxpayer
owing taxes. IrS sends a notice to the taxpayer to encourage the taxpayer
to file a return so that the right amount of tax can be determined. If the

n its February 1, 1995, statement before the Subcommittee on Treasury, Postal Service, and General
Government, House Committee on Appropriations, IRS reported that its inventory of tax debts was
$156 billion. This amount excludes duplicate trust fund recovery penalties and Resolution Trust
Corporation assessments of $15 billion. The $166 billion does not include receivables from the
nonmaster file, which represent $5 billion, or 3 percent of the inventory of tax debts.
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taxpayer does not respond, IS records this as an assessment of tax in its
master files without any differentiation from other master file entries that
are valid accounts receivable. This assessment would not be a valid
account receivable for financial reporting purposes because the taxpayer
has an opportunity to, and often does, refute the amount. IrS cannot
readily identify how much of its inventory of tax debts represents these
types of items.

For its financial statements, Irs estimates valid and collectible accounts
receivable using a statistical sampling methodology. As of September 30,
1994, 1rS reported an estimate of valid receivables of $69.2 billion,* of
which $35 billion®® was deemed collectible. Based on our random sample
of 195 receivables from the 3,220 receivable cases used by IRrs, we
disagreed with Irs in 37 out of 195 cases, or 19 percent, on the validity of
the receivable, and in 34 out of 195 cases, or 17 percent, on the
collectibility of the receivable.

The validity estimate may be misstated, in part, because Irs excludes
receivables classified in its currently not collectible (CNC) category as
invalid. This category represents receivables where Irs concluded it was
not cost-effective to pursue collection. Taxpayers included in this category
are those IRS cannot locate or whom IRs has concluded cannot currently

pay.

For the purposes of its statistical sampling methodology, cNCs are included
in IrS’ sample selection population to estimate collections from these
cases, and the collectible amounts are added back to their accounts
receivable estimate. This misstates accounts receivable because only the
collectible portion, and not the full amount owed, is added back. Some of
the accounts receivable in this category should be removed, for financial
reporting purposes, from IrS’ reported receivables, such as those for
deceased taxpayers with no estate, defunct corporations, or corporations
without assets. For example, we found that 16 of the 57 cNC cases, or

28 percent, in our random sample of 195 items, were valid, even though in
some instances they may not have been fully collectible, while Irs’
methodology considers them invalid.

24The range of IRS' confidence interval, at a 95 percent confidence level, is that the actual amount of
valid accounts receivable as of September 30, 1994, was between $66.1 billion and $72.3 billion.

%The range of IRS’ confidence interval, at a 95 percent confidence level, is that the actual amount of
collectible accounts receivable as of September 30, 1994, was between $34 billion and $36 billion.
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While estimating accounts receivable provides a clearer picture of the
amount of tax revenue that could be realized, statistical sampling has its
limitations for the purpose of managing accounts receivable and assessing
the outcome of IrS’ enforcement programs to improve collections of
accounts receivable. For example, IRS cannot explain why its estimate of
the collectible receivables increased by $5.7 billion from September 30,
1993, to September 30, 1994. Irs may have a general idea of the increase,
but it cannot readily provide specifics by taxpayer or what impact its
collection tools, such as offers in compromise, had on the increase.

In an effort to address its multiple problems in accounting for and
reporting its revenue collection activities, including accounts receivable,
IRS is in the process of redesigning its RACS general ledger system.
However, this redesign effort does not include plans for distinguishing
between valid and invalid receivables in IRS’ master files. IRS’ master files
provide the detail for the summarized amounts for IRs’ inventory of tax
debts included in RACS and thus errors will still persist if the redesign effort
does not correct this problem. Irs’ general ledger should provide the
summary data, while the subsidiary systems should provide the detailed
data. The detailed data should be able to tell IRs management and the
Congress why the receivables went up by taxpayer account and the reason
valid and invalid receivables created for enforcement purposes varied
from one year to the next.

Not having complete and accurate data on accounts receivable hinders IRS’
ability to develop the best collection strategies, determine staffing levels,
put resources to their best use, and measure performance. For example,
1rS does not capture account related information to evaluate the impact of
specific types of levies, such as garnishing wages or levying bank
accounts.

High error rates and inefficient systems also create additional work for
both ks and taxpayers. With the proper information, 1rs could develop an
overall strategy to better ensure that it is recovering the most revenue at
the lowest cost and to evaluate the effectiveness of numerous collection
tools and programs. Such evaluations would help IRS improve the
efficiency and productivity of the collection process.

In addition, because IRs lacks reliable data on accounts receivable, the
presentation and disclosure of accounts receivable information reported
in its financial statements to the Congress and to Treasury are not as
useful or meaningful as they should be. The presentation and disclosure of
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accounts receivable in Irs’ fiscal year 1994 financial statements only show
the valid and collectible amount based on IrS’ statistical sample and
general information on the types of receivables that were excluded from
the balance. They do not provide detailed information about the tax
receivable activity during the year. For instance, Irs does not disclose the
number and dollar value of new receivables established during the year;
the amount collected from receivables during the year; or any detail on the
composition of receivables by source, age, and tax class.
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L g
Inefficient Processing

Costs Taxpayers and
the Government

America’s income tax system depends on taxpayers’ voluntarily filing
returns and paying taxes and IRs’ effective processing of millions of tax
returns. In many cases, we found that IRS processes tax returns and
payments correctly. However, we found several instances where
additional burden was caused by ks’ mishandling of taxpayer information.
This was evidenced by (1) unnecessary contacts with taxpayers, (2) 1IrS’
lateness in contacting the taxpayer, resulting in refunds being delayed, and
(3) inefficiencies in IRs systems and manual processes that result in
revenue losses and additional burden that could have been avoided.

In fiscal year 1994, Irs processed about 102 million adjustments to
taxpayer accounts valued at $131 billion that resulted in increases or
decreases of taxes, penalties, and interest, or the removal of credit or
balance due accounts from the master files after the statute had expired.
As discussed in the Internal Control Environment section of this report,
these adjustments were caused by a variety of reasons.

Unnecessary Contacts
Result in Additional
Burden

Additional burden on taxpayers occur when unnecessary contacts are
made by Irs to the taxpayer, or the taxpayer to Irs. The taxpayer may have
to contact Irs when (1) Irs does not make needed changes to the master
files, which generates erroneous notices to the taxpayers or delays
refunds, and (2) Irs takes too long to respond to correspondence or to
process amended returns.

Based on our random sample of 986 adjustment transactions, we found
that 219, or 22 percent, resulted in additional taxpayer burden and reduced
productivity. An example of what we found was one case where 1rS could
not find the taxpayer’s form 25563—election for S corporation status?
—that the taxpayer stated was filed on March 2, 1987. When the I&s did not
respond to the filing, the taxpayer corresponded with Irs at least one time
regarding this election to ascertain the status of the filing. The taxpayer
heard nothing from Irs. On the assumption that 1gs had accepted the
election, the taxpayer filed the 1987 and 1988 returns based on the S
corporation election. The 1987 return was accepted by IRS as an S
corporation, and a refund was issued. However, in 1990, IRs sent a notice
to the taxpayer stating that no form 2553 had been filed and that the
taxpayer had to file as a corporation for tax year 1988. The taxpayer had a
copy of the form, but Irs, as is its policy, would not accept the form,
because it did not have Irs’ date of receipt stamp on it. Nevertheless, one

263 corporations are small corporations that operate like partnerships and thus are not taxed as a
separate entity.
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IRS office, pointing to the taxpayer’s correspondence, stated that there was
no reason to believe that the form 2553 was not filed on time. But another
office rejected this claim and assessed the taxpayer as a corporation—
which meant additional taxes due. The taxpayer petitioned the assessment
to the Appeals Branch, which reduced the assessment by half. In 1994, the
taxpayer paid the amount, even though the taxpayer argued that he owed
nothing and that IrS merely lost the filed form. The taxpayer’s inquiry as to
the status of the filing should have put Iks on notice that its master file may
have been incomplete. Had 1Rs addressed this matter promptly, both rs
and the taxpayer might have avoided action by the Appeals Branch and its
resulting burdens.

In another example, we found that Irs failed to adjust a BMF account in a
timely manner. The taxpayer, who owned the business, inquired about a
notice assessing additional penalties against the business on October 30,
1989. Based on documentation, IRs agreed to abate the penalties for
reasonable cause on December 6, 1989. However, the transaction was not
posted to the BMF until 1993, when the taxpayer’s accountant inquired as to
whether the penalties were abated. During this time, the taxpayer received
notices for the penalties. IRS took money from the taxpayer’s individual
account on the IMF, and the taxpayer also paid the penalties based on the
notices. After Irs determined that the original abatement was not made, it
corrected the taxpayer’s account—abated the penalties—and issued the
taxpayer a refund.

In another example, a taxpayer filed an amended return on November 8,
1993. 1rs made the adjustment to the IMF on December 30, 1993. However,
the account had an erroneous freeze code that restricted the issuance of
the refund. Eventually, the taxpayer filed another amended return on
September 14, 1994, and 1rs found the error and made the
correction—eliminated the freeze code—and issued a refund to the

taxpayer.

Untimely Processing
Causes Delayed Contact
With the Taxpayer

In many cases, additional taxpayer burden resulted from IRS’
implementation of certain enforcement programs it uses to ensure
taxpayer compliance. One such program is the matching program. IRS uses
data obtained from the Social Security Administration (ssa) and third
parties, such as banks and other financial institutions, to compare or
“match” to information filed by taxpayers on their tax returns. The
lateness of the matching program results in additional taxpayer burden
when taxpayers are unaware that they have misreported their income
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when they file a tax return and, discover, 15 months to almost 3 years
later, that they must pay additional taxes plus interest and penalties. The
program'’s untimeliness also reduces productivity. For example, if a
taxpayer moves and leaves no forwarding address, IrS must expend
resources to try to locate the taxpayer.

IRS’ matching programs are an effective tool for uncovering taxpayer
noncompliance and underreporting. While these programs may create
some additional burden, they also are an effective means for IRS to retrieve
revenues that might otherwise be lost. However, in order for these
programs to be as effective as possible, they must be more timely.

The information used in RS’ matching efforts are 1040 individual income
tax returns, W-2 information provided by ssa, and other information
returns—form 1099, form 1098, form 5498, and form K-1. Form 1099
information returns are required to be sent to IRsS by the person or entity
who paid or distributed various types of income, such as interest income
and dividends. Form 1098 information returns are required to be sent to IrS
from entities receiving mortgage interest payments. The form 5498 is used
to report individual retirement arrangement information, and the form K-1
is used by entities to report shares of income, credits, and deductions to
beneficiaries, partners, and shareholders.

IRS performs this match only once each tax year, because this program is a
significant drain on IrRS’ normal operations due to serious limitations in its
current computing capacity. For example, IRrs officials stated that the
actual match for 1993 data required approximately 140 hours of computer
time, or about 1 week of 24-hour-a-day processing.

To identify underreported income and nonfilers, IS only performs the
match from the information returns it receives from ssa and third parties,
such as banks, to the information recorded on 1rs’ IMF from the taxpayer’s
return. IRS does not match the income and related withholding reported on
the taxpayer’s return, which is recorded on the IMF, to related information
returns to detect false income and withholding fraudulently reported,
which could result in a taxpayer receiving a refund. According to IRs
officials, the reason this match is not done is because Irs’ current systems
do not have sufficient capacity nor processing time available to do so.

Figure 1 shows the matching process for tax year 1993, the most recent
matching data available.
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Figure 1: Matching Process for Tax Year 1993

IRS Process

Statutory 194 4/94 704 1094 195 4/95 705 1/96
Deadlines
TY 1993 K-1
TY1993 forms for
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concludes csjzzr:) fndsers TY 1993
5498 forms
12/31/93 15/94 due to IRS
5/31/94
TY1993
1099 forms
due to IRS TY 1993 individual
income tax returns
TY 1993 due to IRS
W-2 forms
due to SSA TY 1993 K-1 forms
for beneficiaries and
2/26/94 partners due to IRS
4/15/94

Legend
TY Taxyear
Ml Processing delays

aEstimated time for action.

bEstimated time is based on GAQ’s review. IRS is currently exploring alternatives to minimize this
delay. For example, IRS intends to reduce the number of TY 1993 cases to be worked to expedite
their completion.

Source: GAQ analysis of IRS' data.
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The majority of information returns, such as those mentioned above, are
sent directly to IRS’ revenue computing center via magnetic tape or disk.
Other information and tax returns are filed at the service centers on paper.
The data on these documents are then entered onto an electronic medium
and sent to IRS’ revenue computing center. As shown in figure 1, Irs
receives tax returns and information returns at various times during the
year.

By May 31, or about 1 month after the April 15 filing deadline, Irs usually
has received almost all of the information it uses for matching. Though
these returns and information are due and typically received by May 31, IrS
continues to receive corrected and late information returns throughout the
year. For tax year 1993, Irs received approximately 95 percent of the
information for the match approximately 5 months after the April 15 filing
deadline. However, Irs did not conduct the match until early

February 1995.

This delay was partly caused for 1993 returns because IRS revised the
computer program used for the match due to legislative changes and
design improvements. As shown in figure 1, IRS took from January 1, 1994,
until December 1994 to design, test, and validate these revisions. Among
the reasons for the delays in completing these changes are Irs’ antiquated
computer system which still uses assembly language—an outdated and
difficult to program computer language—and its limited number of
programmers who are able to make these program changes and who have
many competing demands for their time.

After the match was completed at IRS’ revenue computing center, the
mismatches were computer analyzed and sorted. This processing took
more than a month. The cases were then made available for service center
selection. The 6 service centers, who are responsible for resolving these
cases, received the mismatch cases in March 1995 and then generated
automated requests for the tax return files from the various facilities
where the returns were stored. By May 1995, the service centers plan to
begin selecting cases to resolve identified mismatches—13 months after
the April 15 deadline.

High-dollar discrepancy cases are given priority for review by the service
centers. Before a notice is sent to the taxpayer, however, Irs verifies the
information identified from the match to the information recorded on the
tax return to ensure that the taxpayer did not record data in the incorrect
place on the tax return.
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As a result of one of its matching programs, Irs can identify individual
taxpayers who have misreported or not reported income and
withholdings—the underreporter program. In our review of 45
judgmentally selected underreporter cases, as of September 30, 1994, we
found that it takes IRS approximately 2.5 years to record the additional
taxes related to the unreported income from the date the tax return was
due. We found it took IRs an average of 21 months, ranging from 6 to 27
months, to initially issue a notice informing the taxpayer of the
discrepancy in their return after the tax return was due. We found that IRS'
lateness in contacting the taxpayers, contributed to 22 of the 45 cases, or
49 percent, of the underreporter cases in our sample that still had an
outstanding balance of unpaid taxes.

Further, the matching program also identifies individual taxpayers that
have income but have not filed their tax returns—the nonfiler program,
specifically the substitute for return program. If the taxpayer does not
respond to inquiry notices generated from this program, IRS independently
prepares a tax return and related assessments. These assessments are
generally based on very limited information, such as that gathered from
forms W-2 and 1099. For these cases, IRS assesses the maximum potential
tax owed. Before IRs assesses the taxes, it will issue two notices apprising
the taxpayer of his/her right to file a return or to file an appeal.

In our review of 77 judgmentally selected cases where IRS created a
“dummy” return for the taxpayer, as of September 30, 1994, we found that
IRS took approximately 3.3 years to record the assessment (taxes) to the
MF. In 11 cases, IRS took over 4.5 years to make the assessment. Due to the
length of time IRrS takes to assess the taxes, taxpayers may not respond and
collectibility is reduced. In 55 of the 77 cases, or 71 percent, the taxpayer
did not respond or disagreed with the assessment. Of the 77 cases, 56
cases, or 73 percent, were still outstanding.

Once the assessment is made, Irs’ collection process will begin. Irs will
issue up to 5 notices requesting payment. However, if the taxpayer has not
responded to the first 2 notices prior to assessment, it is highly unlikely
they will respond to these. As reported in our high-risk report on accounts
receivable,? the collection process is outdated, costly, and inefficient.
Clearly in these cases, Irs could attempt earlier telephone contact with the
taxpayer versus issuing notices that are undeliverable or that result in no
taxpayer response. But, most important, IRS must develop a means to
expedite identification of taxpayers who owe.

27[nternal Revenue Service Receivables, (GAO/HR-95-6, February 1995).
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In addition, IRs’ experience has shown that the later enforcement activities
begin, the less likely Irs will be able to collect the full amount due from the
taxpayer. For this reason, it is imperative that 1rs (1) identify and notify
noncompliant taxpayers and (2) commence collection activities against
delinquent taxpayers in a more timely manner. Under current IrS systems,
little can be done to significantly reduce these time lags. A redesigned
system that allows real time comparisons of data would enable IRs to
perform more immediate matching.

Inefficiencies in IRS’
Operations

Additional burden on taxpayers and reduced productivity also result from
inefficiencies in Irs’ operations. For example, Irs’ Trust Fund Recovery
(TFR) Penalty program—one of its enforcement tools designed to collect
unpaid social security and federal income taxes—relies on manual
processing of thousands of transactions because its computer systems are
unable to make systematic adjustments to accounts. This manual process
creates additional taxpayer burden and causes misstatements in accounts
receivable.

Business taxpayers who have employees and pay wages must file a
quarterly employment tax return (form 941). This return reports the
amount of trust fund taxes and non-trust fund taxes the employer must
pay to the government. Trust fund taxes are social security and federal
income taxes employers withhold from employees’ paychecks. Non-trust
fund taxes are the employers’ portion of taxes not withheld from
employees.

When a business fails to pay its trust fund taxes, IRS can impose a TFR
penalty on any officers of the business found to be “willful and
responsible” for not paying the taxes. The penalty amount is the same
amount of the withheld portion of employment taxes not paid. Although
called a penalty, it is essentially a means for transferring the unpaid trust
fund taxes to the individuals who were responsible for paying the tax on
behalf of the business. Although IRs can assess the penalty on multiple
officers, IRS’ policy states that it will collect the amount once.

Revenue officers in Irs district offices conduct an investigation to
determine the corporate officer(s) responsible for paying the trust fund
taxes. The revenue officer will propose a TFR penalty on any officer found
to be responsible for not paying the taxes. The officer may appeal the TFR
penalty recommendation, which could cause an extended delay between
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the recommendation and the actual assessment. During this time, the
business taxpayer may make payments on their account.

The business assessment is recorded on the BMF and the TFR penalty
assessment is recorded on the IMF. There is no systemic link between the
BMF and IMF, and transactions affecting one account are not automatically
recorded to other related accounts.

Our review of 80 randomly?® selected TFR penalty cases found the
following.

IRS computer systems do not link taxpayer accounts related to TFR
assessments, which results in inefficient and time-consuming manual
processing. Payments or credits were made to reduce an account in 41 of
the 80 cases we reviewed. IRS took an average of 316 days to reduce the
related taxpayer accounts. In 17 of the cases, IRS took more than 90 days to
reduce the account; in 9 cases, it took more than a year; and in 1 case, it
took almost 7 years to reduce the account.

Almost one-half of the TFR penalty accounts we reviewed had misstated
account balances. These accounts were overstated by $2.3 million, or

9 percent of the reported accounts receivable included in the TFR cases we
tested. Overstatement of these accounts could result in IrS collecting
incorrect amounts from taxpayers and increases the chance of collecting
more than the taxpayer owed. We identified 9 accounts in which Irs
collected a total of $158,000 more than the taxpayers owed.

IRS erroneously assessed TFR penalties on trust fund taxes not owed
because there were no controls to ensure that the business liability still
existed before RS made the TFR assessment. We identified 15 cases in our
80 case sample in which the business taxpayers paid $195,000 between the
time the revenue officer determined the penalties and the time IRS
assessed the penalties. For these 15 cases, IRs assessed a total of

$1 million; however, we found that for 12 of these cases, IRS should have
reduced the penalties by $117,000 because of payments or credits made.

The identification and resolution of these problems need to be efficiently
and timely performed in order to reduce additional burden and increase
productivity.

2Because the IMF and BMF are not linked, we were unable to determine a population of all businesses
and the related individuals who were assessed a TFR penalty. Thus, although these 80 cases were
randomly selected, they are not projectable to the universe of TFR penalty cases.
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|

Accounting for
Appropriated Funds
Has Improved but
More Is Needed

1rs successfully implemented its new administrative accounting system in
fiscal year 1993. This new system better positions IRS to correct some of its
administrative accounting problems and provides a good foundation for
building accurate and reliable cost data that can be used to determine the
costs of IS’ operations. However, some of the potential improvements that
could be realized from this new system have been undermined by RS’
failure to establish and carry out rudimentary internal controls.

As discussed in our opinion letter, IS continues to have problems
reconciling its fund balance with Treasury accounts, and it has not been
able to provide support to show that goods and services were received for
purchases made from other government agencies. Further, IRS’ accounting
records continue to have significant amounts of adjusting and correcting
accounting entries, several of which we found to be incorrect. These
problems make the accuracy of any underlying cost information IRS uses to
compute performance measures or to report the costs of its operations to
the Congress or others uncertain. Also, IRS continues to have problems
achieving the goals of the Prompt Payment Act. IRs continues to regularly
make late vendor payments.

Implementation of General
Ledger System Provides a
Solid Core for IRS’
Financial Management
Improvement Efforts

Information in IRS' core general ledger system and its related subsidiary
records should be the foundation for any cost accounting system, cost
information used for performance measures, and financial reporting done
by 1rs. The most crucial aspect of any financial management system isa
core general ledger system that accurately describes and records all
revenues, receipts, expenses, disbursements, and accruals of an agency in
a timely manner. In our first-ever financial statement audit of IRrs for fiscal
year 1992, we found that Irs did not have an effective core general ledger
system and could not provide reliable detailed information for over

64 percent of its appropriated monies. However, for fiscal years 1993 and
1994, after its new general ledger system was implemented, IrS could
provide such detail.

Under its old general ledger system, Irs could not reliably identify the
detailed expenditures that occurred and thus was unable to accurately
report the costs of its operations. For example, as stated earlier, for fiscal
year 1992, Irs could not identify all expenditures that were made for over
64 percent of its 1992 appropriated funds. IRrs’ situation in 1992 would be
analogous to someone entering checks into their checkbook for the year
and keeping a cumulative total of the balance and at the end of the year
adding up the checks and getting a balance that is quite different than the
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cumulative balance in the checkbook, and being unable to determine why
the difference exists. The inability to determine why the difference exists
could be due to a variety of reasons that range from innocent errors that
went undetected to someone fraudulently taking funds and not reporting
it. In IrS’ case, IrS did not know why the differences were occurring.

IRS’ new general ledger system arrays IRS’ expenditures by appropriation
and management activity code—codes used to describe the nature of the
expenditure and which part of IRS’ operation the cost is associated with.
The system also identifies all transactions that were made whether the
transactions were done correctly or not. Thus, when problems are
identified, IrRS now has the ability to research what occurred and determine
the correct solution.

Rudimentary Problems
Persist—More Supervision
and Training Are Needed

In spite of IRS’ successful efforts in implementing its new general ledger
system, the accuracy of information included therein continues to be
uncertain because IRS did not adhere to fundamental internal controls that
ensure the accuracy of data entered into its general ledger. In some
instances, internal controls were properly prescribed but not followed,
while in other instances effective internal control procedures were not in
place. The deficiencies we found resulted from a lack of competence or
resources to perform the necessary job responsibilities or a willful intent
not to comply with prescribed internal controls. Any of these causes
dictates the need for closer supervision and better training of staff to
ensure that data entered into the general ledger are accurate and
complete. In addition to the issues discussed in our opinion, we found the
following deficiencies:

IRS routinely processed its interagency purchases in a poor manner
because key staff knowingly and consistently did not follow established
procedures. Payments to other government agencies regularly occurred
without being recorded for months and, in some instances, were still not
recorded and were a major cause of IRS’ inability to reconcile its Fund
Balance with Treasury accounts. This happened because IRs accounting
staff did not record these payments in the accounting records until a
document confirming receipt and acceptance was received from IRrS
personnel who purchased the item, even though the money had already
been taken from IR’ accounts. While this is a good policy, it is poorly
implemented.
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Interagency charges to RS’ Fund Balance with Treasury accounts that
occur where receipt of goods or services received has not been verified
are not researched and resolved in a timely manner. We found several
interagency payments in our sample of accounts payable where payments
charged to Irs’ Fund Balance with Treasury accounts maintained by
Treasury were not recorded in IRS’ records.

We found correcting and adjusting journal entries affecting expense
accounts that were arbitrarily done and others that were incorrect. For
example, we found that Irs arbitrarily decreased its reported future
funding requirements and appropriations used by $126 million and wrote
off $14 million from its invested capital account without any supportable
basis for doing so. Also, we found that IRs failed to record an accrual for
$340 million in workman'’s compensation expense in 1993. Thus, IRs’ cost
of operations were understated by $340 million in 1993.

In addition to these fundamental internal control problems, IrRS continues
to make late payments to vendors for goods and services purchased.
Generally, the Prompt Payment Act was passed to encourage federal
agencies to pay their debts on time and, where they paid late, to pay
interest on the amount owed. While IrRS was generally in compliance with
these requirements, IRS internal reports showed that Irs was late on 39,248
payments, totaling $108 million, out of 234,743 payments, totaling

$740 million, that were subject to Prompt Payment requirements. IRS
internal reports showed that Irs paid $506,529 in interest related to these
late payments.

These problems point to the need for IRs to more effectively supervise and
train its staff to perform established procedures, to develop or clarify
procedures where necessary, and to ensure that it has the proper skill mix
of staff to competently perform the work required. This focus would allow
IRS to effectively use its new administrative accounting system.
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More Complete and
Reliable Information
Is Needed to Measure
the Effectiveness of
the Seized Asset
Program

Seized Assets

In order to compel payment of delinquent taxes and encourage voluntary
compliance with the Internal Revenue Code (IRC), IRS is authorized to seize
and sell the assets of delinquent taxpayers and those who violate internal
revenue laws and certain other statutes involving financial crimes.
However, Irs lacked adequate systems to provide information to evaluate
the effectiveness of its seizure programs and provide an analysis of its
seizure activities.

For example, for fiscal year 1994, Irs systems could not provide reliable
information on (1) the expenses incurred from its seizure activity,

(2) revenue realized from the sale of seized assets, or (3) the potential
revenue that could be realized from the sale of seized assets reported in its
ending balance. Irs’ systems were unable to provide such information
because IRS has no tracking or inventory system to monitor the
progression of seized assets from seizure to final disposition. Without this
information, IRS management could not effectively manage program
expenses, make cost-benefit decisions regarding its seizure activity, or
evaluate the success of its seizure programs.

Furthermore, IrS systems could not provide an analysis of its seizure
activity in compliance with the disclosure requirements of the federal
accounting standard on inventory and related property, dated October 27,
1993.2% [rs used manual reconciliations between its general ledger and
records maintained at the district level to support its analysis of seizure
activity. IRs also used these reconciliations to support its balance of

$782 million for seized, acquired, and collateral properties reported in the
financial statements for fiscal year 1994.%

The extent of errors noted during our preliminary review of the
reconciliations precluded us from auditing the seized asset balance. Out of
a judgmental sample of 143 assets,* we found that 57 assets should not
have been included in the ending balance because of double counting
errors, the assets had been disposed of, or Irs did not have actual or
constructive control over the assets because of litigation. An additional 6
assets were found to be seized as of year-end but not included in Irs’

29An analysis of seizure activity should include the value and number of assets on hand at the start of
the year, seized during the year, disposed of during the year, and on hand at year-end, as well as known
encumbrances against the property.

304 cquired property represents assets purchased by IRS for future sales. Collateral property represents
assets pledged as security for outstanding or potential tax liabilities.

31The judgmental sample of 143 assets consisted of 120 assets listed in the year-end balance and 23
assets listed in the seizure logbooks maintained at the district offices.
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detailed records. Out of a sample of 100 assets reported as fiscal year 1994
dispositions, we found that 15 assets had been disposed of in prior fiscal
years.

Further, 1rs financial statements do not include $6.5 million in criminal
investigation seizures classified as nonmonetary assets. This amount
includes $676,246 in foreign currency, bonds, and other monetary
instruments that were misclassified as nonmonetary assets. After we
discussed this issue with Irs officials, they agreed to reclassify the
$676,246 and disclose it in the financial statements.

In addition, Irs does not disclose the amount for collateral as a footnote to
accounts receivable in the financial statements. Such disclosure could
indicate the portion of outstanding taxes that are secured by other assets.

Because of these problems, in testimony before the House Subcommittee
on Oversight, Committee on Ways and Means,*? we stated that Irs should
seek another agency or contractor to handle the property management
functions that it now carries out in disposing of seized property.
Notwithstanding that we believe that the management function should be
handled outside of IRS, IRS officials stated that a new system was
implemented in fiscal year 1995 that it believes will track its seized assets
related to the collection of delinquent taxpayer accounts.

32Tax Administration: IRS’ Management of Seized Assets, (GAO/T-GGD-92-65, September 24, 1992).
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Some Improvements
Made but Overall
Computer Systems

Security Remains
Weak

Computer Security

In our prior year reports,® we stated that IRS’ computer security
environment was inadequate. Our fiscal year 1994 audit found that IrS has
made some progress in addressing and initiating actions to resolve prior
years’ computer security issues; however, some of the fundamental
security weaknesses we previously identified continued to exist in this
fiscal year.

These weaknesses were primarily IrRs employees’ capacity to make
unauthorized transactions and activities without detection. Irs has taken
some actions to restrict account access, review and monitor user profiles,
provide an automated tool to analyze computer usage, and install security
resources. However, we found that Irs still lacks sufficient safeguards to
prevent or detect unauthorized browsing of taxpayer information and to
prevent staff from changing certain computer programs to make
unauthorized transactions without detection.

While not specifically designed to do so, our limited review did not identify
any instances where someone outside of Irs could enter its computing
environment and perform unauthorized transactions. We reviewed general
computer security controls at two IRS computing centers and 3 of its 10
service centers. Some of the more compelling problems we found were as
follows:

controls did not adequately prevent users from unauthorized access to
sensitive programs and data files,

numerous users had been given authorized access to powerful system
privileges which could allow circumvention of existing security controls,
a system that houses a variety of other applications also housed taxpayer
data, which increased the risk that this data could be made accessible to
large numbers of users,

input and approval duties for processing disbursements on a key
administrative application during fiscal year 1994 were not always
appropriately separated, thus allowing users to input unauthorized
transactions and process them through to completion without detection,
and

security reports prepared to monitor and identify unauthorized access to
the system continue to be cumbersome and virtually useless to managers
responsible for ensuring computer security.

%Financial Audit: Examination of IRS' Fiscal Year 1992 Financial Statements (GAO/AIMD-93-2,

June 30, 1993); IRS Information Systems: Weaknesses Increase Risk of Fraud and Impair Reliability of
Management Information (GAO/AIMD-93-34, September 22, 1993); and Financial Audit: Examination of
IRS’ Fiscal Year 1993 Financial Statements (GAO/AIMD-94-120, June 15, 1994).
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We also found that IrS’ current disaster recovery plan at the Service
Centers does not adequately address what should occur for Igs to fully
recover from a disaster at the Service Centers. In addition, further efforts
are required in better defining disaster recovery procedures at the
Martinsburg and Detroit Computing Centers.

We were told that better defining the disaster recovery plan was not given
a high priority because of resource constraints. However, such detailed
plans are critical for IRs to ensure that its primary operations will not be
interrupted for an unnecessary period of time in the event of a disaster.
During our fiscal year 1994 review, we noted that IS had established
Disaster Recovery Analysts at each of its 10 service centers to expedite its
disaster recovery planning efforts. Also, Irs awarded a contract for
recovery services and completed recovery testing for some Martinsburg
and Detroit Computing Center applications.

As we reported last year, these long-standing weaknesses are symptomatic
of broader computer security management issues. The overriding problem
we found is that Irs still does not have a proactive, independent
information security group that is systematically deployed to review the
adequacy and consistency of security over IRS’ computer operations.
Instead, information security issues are addressed on a reactive basis.
Such a function could proactively identify problems that need to be
corrected and regularly report to the Commissioner any problems
identified that were not resolved in a timely manner. The lack of such a
group and information security focus has resulted in inconsistencies
among centers and instances of noncompliance with procedures identified
in the Internal Revenue Manual.

The need for such a function is further heightened because of the time it
takes IRS to implement corrective actions once a problem is identified. For
example, the Electronic Audit Research Log (EARL) initiative was intended
to deter unauthorized browsing and other activities by identifying
potential unauthorized accesses based on certain criteria designed to
highlight the activity. However, this initiative, which was started 3 or 4
years ago, is still not fully implemented. In addition, an independent
information security group would ensure that TsM implementation efforts
have proper security controls put in place as the systems are developed.

A second fundamental weakness in IRS’ computer security management is
that it has not completed formal risk assessments of its systems to
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determine system sensitivity and vulnerability as required by omB Circular
A-130. Information security needs vary by system based on the nature and
sensitivity of the data being processed by each system and the number of
users. To properly identify, prioritize, and then implement appropriate
controls, an overall risk assessment of each system should be performed
to identify critical systems and their vulnerabilities. IrS must also evaluate
the overall security of the computing environment by taking into account
connections among the various systems. Such assessments have not been
effectively performed.

As aresult of these weaknesses, Irs did not have reasonable assurance
that the confidentiality and accuracy of taxpayer data were protected and
that the data were not manipulated for purposes of personal gain. Such
weaknesses also diminish the reliability of rs’ financial management
information. Although Irs has taken or plans to take steps to resolve some
of these weaknesses, such as segregating duties, improving security
reports, and expediting disaster recovery efforts, more effort to
continuously identify weaknesses and implement corrective actions is
needed.
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Selected Financial and Operating Data

INTERNAL REVENUE SERVICE
Selected Financial and Operating Data
for the Fiscal Years Ended September 30, 1994 and 1993

SELECTED FINANCIAL AND OPERATING DATA (in thousands) 1994 1993 ‘Jclh[:wn:i
Number of Returns Filed 201,745 207423 {5.678)
Revenue Collected $1.275.700.178 $1.176.522.056 399,178,122
Refunds Processed 85.550 83,679 1.871
Retunds Pad $106.712.607 $103.009.571 $3.703,036
Number of Returns Examined 1.427 1.300 127
Additional Tax and Penalties Recommended After Examination $23.925.598 $23.080.361 SR45.237
Number of Installment Agreements 4,420 3946 474
Taxpayers Assisted X 78453 77.000 1.453

Collections and Operating Costs
—“~ Operating Cost 1984-1994 Collections
(Doliars in Billions)
120 — — 1,400

1,276 _

84 85 86 87 88 88 90 4] 92 83 94

COLLECTED REVENUE HAS GROWN BY 38% OR $596 BILLION FROM [984 TO 1994
WHILE COSTS HAVE REMAINED AT AN AVERAGE OF LESS THAN 1% OF COLLECTIONS

Figure 1
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Overview to the Financial Statements

Internal Revenue Service

Overview to the Financial Statements
for the Fiscal Years Ended September 30, 1994 and 1993

Mission The purpose of the Intemal Revenue Service is to collect the proper amount of tax
revenue at the least cost: serve the public hy continually improving the quality of our
products and services: and perform in a manner warranting the highest degree of public
confidence in our integrity. efficiency and faimess. We pursue our mission by:

. Increasing Voluntary Compliance
« Reducing Burden on Taxpayers
« Improving Quality-Driven Productivity and Customer Satisfaction

Objectives The Service's objectives are comprehensive long range goals describing what we want to
do to accomplish our mission.

Increase Voluntary Compliance

The public’s wiilingness to meet its tax responsibility is the foundation of our American
tax system. Ensuring greater voluntary compliance is the most efficient and cost-effective
approach to collecting the revenues needed to fund America. Most citizens want 1©
comply with the tax laws. Itisour role to assist them in understanding how to meet their
tax obligations. We must ensure that the way all of us in IRS administer the tax laws
encourages compliance. and that we treat the public with dignity and respect. It is
essential then that we enforce the tax laws vigilandy and vigorously against those who
intentionally disregard their responsibilities. in order to guarantee that all taxpayers pay
their fair share.

Reduce Burden on Taxpayers

Taxpayer burden is the time. expense and dissatisfaction experienced by taxpayers. tax
professionals and others in complying with the tax laws. Because all Service employees
have a role in administering these laws. reducing burden requires the commitment of
everyone in IRS. The daily interaction our employees have with taxpayers makes them
particularly well qualified to identify areas where burden is a problem. develop new
approaches for reducing burden and make burden reduction a consideration in all IRS
decisions.

Improve Quality-Driven Productivity and Customer Satisfaction

Improving the way we do business will minimize the burden on taxpayers and the costs
of administering the tax system. We wil satisfy our customers’ needs by providing
quality products and services that enable and encourage them to meet their ohligations.
We must reduce the amount of time it takes to answer their questions and resolve their
tax account problems. We must aiso ensure that they need contact us only once to get
the help they request. To successfully meet these challenges. we must create new ways
of doing our work so that we become more efficient and effective. Our employees are
the Service's most valuable asset and the key to identifying these new ways of doing our
work and ensuring total customer satisfaction.
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INTERNAL REVENUE SERVICE
Overview to Financial Statements
for the Fiscal Years Ended September 30, 1994 and 1993

Structure As of fiscul year end. on-rolls staffing reached 94.646 full-time. permanent cmplovees
and Operations while other than full-time permanent levels totaled [4.859. The Service's uperations are
primarily conducted at the foltowing locations:

National Office - Washington. D.C.
Develops broud nationwide policies and programs for the sdministration of tax laws
and reguiations.

Regional Ottices (7)
Execute nationwide plans and policies and coordinate. direct and review operations
of the district offices and service centers within their regions.

District Otfices (63) / Posts of Duty (655)

District offices execute regional plans and policies. These offices also coordinate.
direct and review operations of the posts of duty within their districts. Each state has
at least one district office. Posts of duty are the primary [RS offices which interuct
directly with the public mainly through our Taxpayer Services, Examination. Criminal
Investigation and Collection functions.

Service Centers (10)

Process tax retumns and related documents. deposit tax revenues. update taxpayer
accounts. issue balance and discrepancy notices and perform certain compliance
activities by correspondence.

Computing Centers (3)
Process and retain computer records of all tax accounts.

International (23)
Supports American taxpayers overseas and implements specialized programs in 1 wide
range of intenational cities.

Performance The IRS has been using performance indicators to report on the results of its activities for

Indicators over 125 years. In 1863, The Service reporned (through its first annual report) to the
Secretary of Treasury that over $45 million had been collected during its initial vear of
operation.  [n 1994, the IRS collected over $1 trillion, Today. the complexities of
administering our nation’s tax system are akin to those of running a large. multinational
corporation.  As such. a disciplined strategic management process is vital. In [988. the
IRS put such a mechanism in place which included the following:

+ Mission Statement

*+ Strategic Business Plan/Critical Issues

+  Budget Formulation

* Annual Business Plans

+ Implementation

*  Business Review/Performance Appraisal
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Overview to Financial Statements
for the Fiscal Years Ended September 30, 1994 and 1993

Performance The Strategic Business Plan’s (SBP) three objectives (see page 1) describe what we plan
Indicators {0 do to fultill our Mission. To explain how we will meet vur objectives. the SBP is
(Continued) structured along five strategies:

«  Compliance 2000

«  Total Quality

«  Tax System Modemization
« Diversity

«  Ethics

All three objectives are equally important and work together toward achieving our
Mission. Likewise. the strategies are all equally important and support the three
ohjectives. Corporate actions identify the critical few outcomes necessary o make
progress toward accomplishing the objectives and strategies. All corporate actions are
equaltly important to our success in achieving the Service's objectives.

The use of performance indicators in the IRS today is most prevalent in the Business
Review Process. This annual event utilizes the collection and review of almost 400
measures that are used to assess the performance of the organization and to evaluate the
progress made toward achieving the Regional and Corporate actions, and Strategic
Milestones outlined in our Strategic Planning documents. While these indicators are
primarily output related. the IRS" Strategic Planning Organization is currently developing
4 hierarchy of outcome-oriented indicators which are intended 1o meet the reporting
requirements of the CFO Act and the Government Performance and Results Act (GPRA).
The Service's progress under GPRA is discussed on page sixty-four in the Supplemental
Management Information section of this report.

The performance indicators in this report are of an interim nature and will most likely
change as more relevant ones are developed. Also, not all systems generating these
measures have been reviewed by the Government Accounting Office (GAO) to determine
if they produce reliable information. As such. the reader should use prudence in making
assessments or drawing conclusions from them.
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INTERNAL REVENUE SERVICE
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for the Fiscal Years Ended September 30, 1994 and 1993

Performance Increase Voluntary Compliance

Indicators
tContinued)

Collection Yield*

Comparative Statistics on Fraudulent
Refunds: 1988-1994
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Collection Yield

This indicator captures the total delinguent account dollars in the following categories:
All Notices, Taxpayer Delinquent Accounts. Installment Agreements, Deferred Accounts.
and Non Master File Accounts. The amounts of collection yield for 1989 through 1994
are reflected in Figure 2 ahove. The Collection organization. as well as the rest of IRS.
uses this data as the definitive total of revenue generated by all delinquent account
activity.  Intemally. the major factors that affect the trends of this measurement are
workload and statfing that is allocated to address this workload. If workload increases
significantly and staffing also increased. this eventually can reflect an increase in yield.
Externally. the major factor that can impact yield is the economy. A poor economy will
keep yield relatively flat and may even decrease it at times.

Page 63

GAO/AIMD-95-141 IRS Financial Audit




Financial Statements

INTERNAL REVENUE SERVICE
Overview to Financial Statements
for the Fiscal Years Ended September 30, 1994 and 1993

Performance In the near term. the Service would like to see this measurement improve moderately from
Indicators year to year (3-5%). Eventually. as the Service shows improvement in the compliunce
(Continued) of our taxpaying public. there is a helief that total delinquent accounts reccivable yield

could o down. Our original initiative-related staffing distribution for fiscal year 1994
equaled 1.050 FTE's which was reduced significantly to fund locality pay Costs. directed
by the Congress through absorption.

As we stated previously. the goal of the organization is to show moderate gains from yeur
to year. When gains are not realized. we thoroughly analyze the management information
on yield. Through this analysis. we can identify some reasons why increases were not
evident. If these reasons are a problem that has heen identified. we begin the process of
correcting it. If they are not a problem. then we use the information learned as a method
of better understanding the trends of this measurcment.

Fraud Detection/Prevention Rate

This measure as graphically depicted in Figure 3, page five. shows that the Questionable
Refund Detection Teams are identifying more fraud each year, which can be corretated
{0 the increase in staffing and other resources. It also shows the program is a viable tool
to identify fraud and stop fraudulent refunds from being released. The Criminal
Investigation Division (CID) increased the size of the CID branches in the Service Centers
hy almost 100% with most of that increase in stafting going to the QRDTs for the
identification of fraud.

A major area identified was retunds due to the Earned Income Tax Credit (EITC). During
1988 1o 1994, the amount of refund available to individuals claiming EITC increased
dramatically, making the filing of false claims more lucrative. The larger credit.
combined with the speed of electronic filing reducing the exposure time for criminals.
increased fraud. Also, financial institutions began © give refund anticipation louns (RAL)
based on the checks the IRS did against the debtor master file rather than the ability of
the individual to pay. The financial institutions were able to justity this since the IRS let
the transmitter know that, because the return would pass this test. it was accepted and the
refund would be transmitted.

The IRS would like to see the number of identified fraudulent retums decrease.  This
would indicate that changes in computer programming and filters implemented to keep
fraud out of the system have operated properly. At the same time. since there will always
he some fraudulent claims made. the rate of refunds stopped to those identitied should
remain high. Many filters and computer processing changes have been implemented
which will greatly reduce the fraudulent filings of EITC as well as other types of
identified fraud. These filters are being applied to both Electronic Filings (ELF) and
paper filings which should reduce the false returns in the system and thereby decrease the
fraud to he identified by the QRDTs.
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Performance Since the extent of the fraud is unknown. there is no way o completely predict how much
Indicators the identified fraud will decrease. Also. since the only filters and program changes that
(Continued) can be made are based on the known fraud. the QRDTs will continue 10 identity new

schemes that fraudsters create to attack the tax system. Since the majority of the
identified tax refund fraud from 1988 10 1994 involved EITC und the issues ure
predominantly civil rather than criminal in nature. the IRS is shifting pan of the
identification program from the Criminal Investigation Division to other civil functions,
thereby decreasing the CID branches in the Service Centers to approximately the statfing
levels of 1988,

The tremendous increase in the tax refund fraud identified. coupled with independent
studies raised the importance of identifying and stopping tax refund fraud through some
other means than the QRDTs. Because of this heightened importance. significant
activities were implemented by all IRS functions to develop systemic ways to reduce the
fraud. The effectiveness of these systemic changes will be partially measured by the
decrease in tax refund fraud identified by the QRDTs.

Audit Coverage Rate

The significance of the audit coverage rate is that it provides a reliable measurement of
the number of retums examined in two of the major categories of the tax gap (individual
and corporate retums). From 1989 through 1994, the Individual retumns examined
remained fairly constant. During 1994, an additional 100 thousand retums were examined
as a result of the Nonfiler Strategy. The number of corporate retums examnined increased
from 1989 to 1993 and then showed a drop of 27.5 percent in 1994. The audit coverage
rate trend from 1989 to 1994 is reflected in Figures 4 and 5. page five. Again this
retlects the resources committed to the Nonfiler Strategy. The optimal level of audit
coverage would be that which is necessary to provide an enforcement presence in the
various market segments adequate to effect a decrease in the tax gap by type of tax (i.c..
income. comporate. excise, etc.),

Examination allocates its limited resources to achieve the most effect in improving
compliance. The least compliant categories of taxpayers are targeted through the DIF
score. created from TCMP information which is the same information used to develop the
tax gap. The staffing and resulting number of audits performed is part of Examination’s
plan to utilize its resources in the most effective manner. This is accomplished through
a mathematical model which employs: DIF information. historical cost data. and
constraints (i.e.. funding of on-board personnel. resource availability. implementation of
senior level management policies such as nonfilers and eamed income tax credit). One
of the significant Management initiatives which began during 1993 was the Nonfiler
Strategy.

As stated before, the Nonfiler Strategy caused a decline in corporate coverage and an
increase in individual coverage. Flucations in the indicator can impact IRS" operations
and its objectives by reflecting the impact various initiatives have had on the coverage
rate.  For example. an initiative specifically focused on individual retums may have a
correspondingly negative impact on the number of corporate retumns examined. When the
fluctuation in coverage is noted. it then becomes one of many factors nmanagement uses
in making program decisions.
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Performance Reduce Burden on Taxpayers
Indicators
{Continued)

P

“Paid Preparer" Individual Income Tax Returns
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Returns With Paid Preparer

One indicator of the burden placed on taxpayers in meeting their tax obligations is their
ability to fulfill their requirements without professional assistance. The percentage of
individual income tax retums with the signature of a "paid preparer’ represents the
percentage of taxpayers that choose to use a paid preparer rather than complete their tax

returns themselves. There are many factors that affect whether taxpayers
prepare their tax refums themselves or whether they choose to pay someone
their tax returns for them. The IRS can influence some of these r.ctors and
essentially beyond IRS control.

The IRS, for example, can provide information to taxpayers that is convenient to obtain
and easy to understand. The IRS has considerably less influence on the complexity and
frequency of changes in the tax laws. As depicted in Figure 6 above, the percentage of
individual income tax returns with the signature of a "paid preparer” has been increasing,

which is not the direction the IRS would like the indicator to move. The inc

indication that the ability of taxpayers to meet their requirements without professional
assistance is decreasing. The optimal level of tax retums completed with professional
assistance is more difficult to determine. Some taxpayers would be unable or unwilling
to prepare their own tax retums without extraordinary (and costy) efforts by IRS to assist
and educate them. The IRS is taking numerous steps to reduce the burden on taxpayers

in completing their tax returns.

RS education and assistance programs include telephone assistance, special outreach
efforts to provide information and training to taxpayers. efforts to reduce unnecessary
filings and small business initiatives. To reduce the actual filing burden on taxpayers, the
IRS is pursuing initiatives to simplify tax forms, provide alternative filing arrangements

and increase federal/state cooperation. The IRS has as two its three strategic
to maximize customer satisfaction and reduce the burden on taxpayers. The

the percentage of individual income tax retums with the signature of a "paid preparer”
indicates that the IRS will have to strengthen its efforts or find more innovative ways to

‘make it easier on taxpayers to fulfill their tax obligations.

choose to
to prepare
others are

rease is an

objectives
increase in
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Performance
Indicators
(Continued)

Average Estimated Time to Complete Income Tax Returns

This measure is one indication of the burden imposed by the tax system on taxpayers.
[t also indicates how well the [RS is doing in reducing this burden; for example. tax form
simplification efforts should reduce the time to complete returns. The significant external
factors that cause changes to the indicator are new tax laws that occur each year which
result in a need for new forms and changes to existing forms to implement the new laws,
The significant intemal factors that cause changes to the indicator are new regulations that
are required to implement the new tax laws and the needs of various IRS tunctions such
as Retums Processing and Exam regarding the new items on tax forms, These internal
factors result in changes to existing forms. More specifically as shown in Figure 7, page
eight, the average estimated time needed for businesses to complete tax retums appears
to be in decline for the periods under review. The drop in 1991 is largely the result of
a decrease in the estimated time to prepare partmership returns and related schedules. The
increase in 1992 is the result of an increase in estimated time to prepare fiduciary retums
and related schedules. Data for tax years 1993 and 1994 has not been maintained as the
use of this indicator has been discontinued. The replacement indicator will measure total
taxpayer burden and will present the fiscal year cumulative burden hours from tax forms.
regulations, public use forms, etc. These results will be reported in fiscal year 1996.

Over the years, the [RS has developed shorter versions of major tax forms to simplify
reporting for segments of the individual and business populations. For Tax Year 1994,
Form 1040EZ has 11 lines compared to 33 lines on the Form 1040A. At first, the Form
1040EZ was used by only single taxpayers. This is the second year some married people
who file joint returns will be able to use it. We also created Form 2106-EZ which will
be available during the upcoming filing season for employees to claim business-related
expenses such as automobile mileage. Employees using this form will have 12 fewer
lines to complete. We estimate 3.4 miilion taxpayers .vill be able to use this form instead
of Form 2106.

For small business owners who are sole proprietors, we developed Schedule C-EZ. This
form has only 3 lines to compute net profit, compared to 36 lines on Schedule C. We
estimate 3 million taxpayers can use it. We have made changes to reporting requirements
to reduce the burden for other business filers. In 1989, we created a simpler version of
Form 940, Federal Unemployment Tax Retum for employers. More than two-thirds of
all Form 940 filers qualify to use Form 940-EZ. In 1994, we simplified reporting on
Form 941, Employer’s Tax Return, by removing non-payroll reporting requirements such
as backup withholding. These changes reduced reporting burden for 6 million Form 941
filers and saved 13 million hours in reporting time. We also created a new Form 945 for
filers to report non-payroll withholding, for items not reportable by all employers. Form
1065, used to report partmership income, was revised significantly for 1993. We changed
reporting requirements for balance sheets and assets to reduce reporting burden for smatl
farms and other small businesses, an estimated 800 thousand taxpayers.
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Performance
Indicators
(Continued)

S S

Refund Timeliness

In addition to simplifying individual and business forms, we have developed a new
method of assessing the readability of our forms instructions. We have started
determining what educational level a taxpayer needs to understand our instructions. We
will use this information to change forms and instructions to improve and simplify them.
Over the years. we have made improvements in various parts of the 1040 family of forms.
An independent analysis of reading ease by Comell University found that instructions for
Forms 1040A and 1040-EZ are easier to read than the average newspaper. Instructions
for Form 1040 are only slightly more difficult than newspapers. but easier than Time
magazine. We continue to improve readability on business tax forms by changing type
size and layout; relocating worksheets, tables, etc. closer to text: converting text into easy-
to-read tabies; and cieaning up forms to make them look less busy and less intimidating.
We expect our efforts in individual and business forms to increase readability and
decrease required reading levels.

Improve Quality-Driven Productivity and Customer Satisfaction

Processing Accuracy Rates for Individual
Income Tax Returns: IRS and Taxpayers
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Performance Improve Quality-Driven Productivity and Customer Satisfaction
Indicators
(Continued) Refund Timeliness

The refund timeliness measure is important to the Service as an element of customer
satisfaction. to document how many days it takes to process a tax return from the time
the taxpayer signs the retum to the date the refund check is estimated to be received. For
many taxpayers, this is their only contact with the Government. Many use the tax system
as a savings vehicle and actually look forward to getting a refund. Timeliness in
delivering those refunds depends upon the Services' timeliness and accuracy in processing
the tax retun. The Electronic Filing System (ELF) has given us the opportunity to
improve our timeliness of refund delivery while improving the overall accuracy of retumns
received and processed.

The Service surveyed its customers to determine what they expected with regard to
delivery of their refund check. The customers told us that they expected to receive their
refund checks within 40 days of having sent their tax returns to us. Using that input as
guidance. we developed a goal to deliver refund checks within the 40-day timeframe.
This goal is part of our Quality Index measure, used to track and report data nationwide
for business review evaluative purposes. Increased fraud necessitates actions on IRS” part
that may delay some refunds. The optimal level we would like to achieve for paper IMF
Refund Timeliness is within the 35-40 day range. A 38 day average was established as
an annual goal. representing the mid point between the 35-40 day range. This rate is
based on the past three year's performance data from the ten service centers, factoring in
expected resource usage for the functions processing refund related tax returns.

Our initiatives for the Refund Timeliness customer satisfaction measure center around
Electronic refund.. Our ELF system has proven to be a faster means of issuing refunds.
greatly improving customer service. Refund processing timeframes were shortened to less
than the NPR standard of 40 days for paper rerums and 21 days for timely filed, complete
and accurate ELF retums. This is a significant improvement over the prior 8 to 10 week
timeframe. Costs were contained within the specific program management and business
review reporting activities. As shown in Figure 8 on page ten, this measure has remained
consistently within the 35-40 day range. In addition. growth of ELF has enabled the
Service to provide refunds to a larger percent of taxpayers in a more rapid manner. The
fact that we are issuing refunds faster than expected has enabled us to achieve our intenal
management objectives while enhancing the Service's credibility with the taxpayer.

Processing Accuracy Rate
This measure has two components:

+ IRS Errors: Enables the Service to measure its accuracy rate in processing IMF tax
returns and to identify areas needing quality review and internal training (areas where
errors most often occur), ultimately reducing taxpayer burden and saving resources.

* Taxpayer Errors: Provides a method for the Service to determine how accurately
taxpayers filled out their IMF tax returns while identifying areas on the forms or in
the instructions where additional educational efforts should be directed and where
improved clarity of forms and instructions may be needed.
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Performance During the past few years there was a shift in volume of tax retums filed to later in the
Indicators filing season (for example. by mid-April 1994, receipts were down from the year before
(Continued) by 2 million). Therefore. during the filing period. statistics for this measure would have

appeared to be lower than the previous year. However, hy the end of the filing period.
receipts were up to prior year statistics. Although more returns were filed later, we were
able to meet our program completion requirements and improve accuracy levels. Figure
9. page ten. depicts a favorable trend in filing season accuracy rates for individual income
tax retums.

Legislative changes are the primary external factor that can influence both error rates. A
recent example is changes to EITC, frequently noted as a major source for taxpayer €rrors.
The optimal level for this measure is 97%. However, for fiscal year 1995. our goal for
IRS processing accuracy is 95%. based on known and/or expected program and forms
changes over the next year and from an average of last year's actual errors from pipeline
processing functions during the business year period. National and Regional Offices and
Service Centers worked together to determine baselines and goals that established
effective targets and helped to identify problem areas in service centers. This measure is
also included in our Quality Index measures, establishing nationwide reporting
requirements through MISTLE and the Business Review process. Costs were included
in overall program management for this measure.

Establishment of ELF has been a primary initiative as erroncous retums are not accepted
and data entry operations in service centers are eliminated. The consistent upward trend
in processing accuracy has improved service to our customers. There are fewer mistakes
being made during processing of tax returns and, therefore, less burden placed on
taxpayers as a result of our improved communication with them. Fewer errors conserve
resources that would otherwise be spent correcting errors a.d result in speedier account
settlement, which is associated with potential savings in interest payments.

Toll-Free Accuracy Rate

The measure of Technical accuracy is vital to voluntary compliance because taxpayer
assistance/guidance provided determines whether the tax retum filed is in compliance with
tax laws. Procedural accuracy is helpful in identifying intemal training needs. Both of
these measures are significant because the functions involved are in direct contact with
the customer and. therefore, are largely accountable for public perception of IRS.
National and Regional Offices closely monitored accuracy rates and provided the field
offices with meaningful data on "missed” issues that allowed them to take corrective
actions. This change in work process, along with increased training, improved the quality
of our responses to taxpayers.

Recent absence of major legislative changes has helped improve assistor accuracy.
Periods of high employee tumover. necessitating the use of less experienced employees.
negatively impact this indicator. In view of historical data as shown in Figure 10, page
ten. and imminent Customer Service related transition issues, such as site closings. we
have set the fiscal year 1995 goals at 90% for Technical accuracy and 88% for Procedural
accuracy. However. the direction the Service is pursuing for these measures is 100%
accuracy. We are on the path to achieving our objective through redesign of these
measures with the assistance of GAO and Treasury. intemnal program improvements. and
‘implementation of the Customer Service Network.
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Performance The following specific initiatives were implemented to improve the overall accuracy of
Indicators our Technical and Procedural Accuracy measures:
(Continued)

» Increased/improved employee training

+ Increased our permanent workforce (improved skills and continuity)

» Enhanced equipment such as ASPECT and VRU (improved service to customers)

» Improved research materials such as the Probe and Response Guides (improved
accuracy of responses)

+ Established Diagnostic Centers in Regions.

These measures have generally improved, providing the opportunity for us to decrease
certain operations and improve Technical applications overall. Downward fluctuations
frequently result in negative publicity for IRS, undermining taxpayer confidence in the
efficiency of our operations and lead taxpayers to employ expensive alternatives. such as
paid preparers, thereby incurring cost and burden.

Toll-Free Accessibility Rate
This measure is significant to the Service because it reflects taxpayers served directly by
an [RS employee. Providing services to the public in this manner, we are abie to help our
customers comply with the tax laws, which results in accurate returns. correct refund
amounts, and timely payments. Overall, these services enhance voluntary compliance and
improve customer satisfaction with IRS. Limited funding and increased demand are two
tactors which have had a negative impact on our ability to improve voluntary compliance
and customer satisfaction with IRS. However, telephone answering productivity increased
due to the installation of Voice Response Units (VRUSs) at the toll-free answering sites.
" Also, implementation of a Customer Service Network has enabled us to maximize the use
of human resources and improve taxp. er access to the toll-free system.

Telephone assistance is both efficient and the least costly method of providing assistance.
and it is a leading driver of the Business Vision. However. our telephone operations are’
limited by funding and technology to only answer a fraction of the demand for services.
The Information Systems Budget T-10, Automatic Call Distributor (ACD) Replacement.
amount for fiscal year 1995 is approximately $27 million. This initiative has enabled IRS ,
to replace its antiquated call answering equipment with state-of-the-art ACDs which
include labor saving Voice Response Units (VRUs). The ACDs receive and direct
incoming customer calls to the next available representative and provide advanced
operational and management information that is used to maximize efficiency. Also. we
reviewed our answering sites to ensure that they were getting maximum benefit from the
equipment; best practices were shared and adopted nationwide. In addition. on January
1, 1995, the Service will begin offering ten hours of access to assistance each weekday
(7:30a.m. to 5:30p.m.) within the continental United States including three Saturdays in
April. The combined effects of these initiatives should be to improve the trends shown
in Figure 10, page ten.
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Performance Customer Satisfaction Survey
Indicators This survey allows IRS to monitor the effectiveness of its efforts to improve customer
(Continued) satisfaction and reduce burden. Statistically significant changes did not occur in most

items between 1992 and 1994. However. statistically significant changes between 1992-
93, and 1993-94 could have occurred for one of the following reasons: 1) Because of the
general target population, many respondents don't have well-formed opinions about the
items and, therefore. form their perceptions from sources other than their direct
experiences with IRS; or 2) slight changes in the methodological procedures. such as
wording changes on the screening instrument and using a new contractor. may have
influenced the results.

Improvements in customer satisfaction levels between 1993 and 1994 (as shown in Figure
I1. page ten) may also have been a result of IRS burden reduction and moderization
efforts, which could be producing an impact in the minds of the public. Other survey data
also indicate an increase in the public’s rating of IRS during this period. providing
additional support for this possibility. The IRS hopes to observe an increase. over time.
in the public’s overall satisfaction rating, and increases in each of the key performance
indicators. IRS will use the ratings to determine areas where they should concentrate their
resources when considering system improvements or design. Key changes in customer
perceptions between 1993 and 1994 are shown in Figure 12 below.

IRS has made. and continues to make, numerous changes in its products and services to
taxpayers including, but not limited to, the following: forms re-design. installment
agreements, electronic filing and electronic payment methods. voice response units to
increase telephone access. improved customer service efforts and outreach. and improved
one-stop service. The changes in survey results indicate whether IRS efforts to reduce
burden and improve customer s..isfaction are having an impact with the public. Changes
in key performance indicators will allow IRS to direct its resources in those areas in order
to better meet the needs of its customers. IRS assigned ownership to eight (8) issues
identified in the 1993 survey as areas where the Service should devote its resources.
Value Tracking will evaluate the 1994 survey to see if those issues remain relevant.

(Rated:onia’scale of 1 (poor) it 16: _

Does the IRS maintain the highest standards of integrity?

Does the IRS keep peoples’ and companies™ tax return 779 747 0.32
information confidential?

Does the IRS have employees who are available to respond to {6.92 6.55 0.37
peoples’ requests?

Does the IRS accurately answer questions about taxes? 6.77 6.55 0.22
Does the IRS have employees who are consistently courteous? | 6.73 6.46 0.27
Does the IRS show a sincere interest in solving people’s 6.32 5.76 0.56
problems?

Figure 12
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Performance Tax System Modernization
Indicators
{Continued) R —
TSM Expenditures
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Figure 13

A MAJOR COMPONENT OF THE IRS BUSINESS VISION

Across the country, organizations in both the private and public sectors are undergoing
significant changes to meet the demands of the future. Within the Federal Govemnment.
the [RS continues to be at the forefront of this change. By establishing a business vision
that emphasizes the introduction of new technology. the redesign of business systems. and
capitalizing on the skills and knowledge of its workforce, the Service is revolutionizing
every aspect of the organization -- tax processing, employee interaction with the taxpayer.
and the , rivacy and security of taxpayer information.

The IRS’ business vision focuses on defining a better way of delivering service. influenc-
ing compliance, and administering the tax system. The success of this vision is based on
the availability of complete, timely and accurate taxpayer information. The technological
vehicle for obtaining this information is Tax Systems Modemization (TSM). As a major
component of the business vision, TSM will fundamentally improve the ability of the IRS
to perform its mission of collecting the proper amount of revenues, reducing taxpayer
burden. and significantly reducing costs. Table 4, on page seventy-five of the
Supplemental Management Information section, graphically depicts the primary
components of TSM, while Figure 13 reflects TSM expenditures from 1987 through 1994,

1) Capturing Data -- TSM will allow taxpayers to file their returns and submit
payments through various means, including their home computers and touch-tone
telephones. Use of these technologies. along with digital imaging of the remaining
paper documents, will enable IRS to capture 100% of the data available (as opposed
to 40% currently) with fewer errors and at much lower cost.

2) Storing and Analyzing Data -- TSM systems will store necessary data and use it to
generate greater revenues by conducting extensive compliance checks and expanding
the matching of retumn information against third party data before retunds are issued.
Current, accurate data will also be made available to frontline caseworkers throughout
IRS.
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Performance 3) Using Data to:
Indicators
(Continued) Improve Compliance -- Compliance programs will generate revenue by using market

segment analysis to select the most productive cases and by providing frontline
enforcement personnel with immediate access o taxpayer data files and automated
tools to perform both complex calculations and routine clerical tasks more quickly and
accurately. This will result in lower costs to both the taxpayer and the Service.

Reduce Taxpayer Burden -- TSM technology will enable RS frontline customer
service personnel to provide the kind of interaction that taxpayers have come to
expect from private financial institutions -- prompt. on-line resolution of their issues
with a single contact, preferably by telephone.

4) Protecting Taxpayer Privacy -- Safeguards will be built and/or enhanced in all TSM
systems to ensure that confidential taxpayer information is protected from unautho-
-rized access and/or use.

TSM is the foundation upon which IRS’ business vision is based, but this vision involves
more than just technology. It includes the comprehensive re-engineering of business
processes. the consolidation to fewer operational sites. the reduction of overhead, and the
elimination of layers of management -- all of which allow the Service to focus a higher
proportion of total resources on effective compliance activities.

PROGRESS TOWARD THE BUSINESS VISION

To meet the demands of a growing, increasingly complex workload and to take advantage
of the technologies of TSM. IRS plans to implement and support new business practices
as follows:

Submission Processing Centers

The Service will consolidate the returns processing operation now done in ten service
centers into five submission processing centers located in Austin, Cincinnati. Memphis.
Kansas City and Ogden. As IRS shifts to an electronic environment for filing and paying
taxes and emphasizes the telephone as its principal means of interacting with taxpayers,
the volume of paper that is currently received will be substantially reduced. These centers
will receive. control, image. and process paper tax retums. information documents, W-2s,
and correspondence. They will convert paper submissions into perfected electronic
records of taxpayer data, and capture, store. retrieve, and route all document images to
authorized IRS and external customers, as well as resolve errors that do not require
taxpayer contact.

A great deal was accomplished during fiscal year 1994 in the transition to this new
processing environment:

-- The Document Processing System (DPS) contract has been awarded

A $1.3 billion contract to develop DPS, the heart of the Service's future paper processing,
storage. and retrieval system was announced in February of 1994. DPS prototype
operations for Forms 1040 will begin at the Austin Submission Processing Center in 1996.
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Performance == An interim version of DPS technology has been implemented
Indicators The Service Center Recognition Image Processing System (SCRIPS) is a character
(Continued) recognition and imaging system for processing simple. single-sided documents such as

Federal Tax Deposits (FTDs). information returns, employment tax returns. and Forms
1040EZ. It replaces existing scanning systems at all five submission processing centers
and will ‘increase their productivity. It will also allow [RS to hegin consolidating the
processing workload from the other service centers.

-- Some tax forms have been standardized

Tax forms are being redesigned to facititate the use of DPS technology and to make the
forms easier for taxpayers to read and complete. Form 1040T, usable by Form 1040A
and some 1040 filers. was focus tested with a wide taxpayer audience and received very
positive feedback. It will be piloted at the Austin Submission Processing Center. [RS
will continue to refine tax forms based on taxpayer feedback and DPS pilot results.

-- An answer sheet format (Form 1040PC) has been developed

This filing altenative allows taxpayers and. practitioners who use personal computer
software to prepare retumns in an answer sheet format. The 1040PC answer sheet can
reduce a typical twelve-page return to two pages, while the software can eliminate
common errors taxpayers may make when transferring figures from worksheets to the tax
retun. During the 1994 filing season, over four million Form 1040PC returns were filed.

Computing Centers

In the future. IRS will operate with three centers responsible for centralized mainframe
computing instead of the current twelve. These centers, in Detroit, Martinsburg and
Memphis. will: maintain and operate all corporate mainframe computers; receive.
manage, and process electronic records. refu...s. information documents. and payment
data; maintain and provide on-line access to corporate databases; provide account posting
and settlement services; identify and track issues for analysis; generate taxpayer notices:
manage case inventory; and, provide disaster recovery capabilities. They will serve as the
hub of the Service's future electronic environment, providing a vast telecommunications
network between IRS sites, taxpayers, govemment agencies, and authorized third parties.

Constructing new facilities, procuring hardware and software, and developing new applica-
tions are all critical aspects of building the computing centers of the future. The
following examples clearly illustrate the significant progress IRS has made in these areas
during fiscal year 1994;

-- IRS’ computing center facilities are nearing completion

In January of 1994, ground was broken for the new Memphis facility which will house
the Tennessee Computing Center as well as the Memphis Customer Service and Submis-
sion Processing Centers. The new Detroit Computing Center is currently under
construction and the Martinsburg Computing Center Annex contract has been awarded.
All three buildings will begin occupancy during 1995.
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Performance -- The Service Center Support System (SCSS) contract has moved closer to award
Indicators A major procurement, SCSS. represents a significant step for the Service toward complete.
(Continued) on-line access of tax information by frontline employees which will lead to earlier

resolution of issues and more effective fraud detection capabilities. SCSS is the platform
from which the most significant portions of TSM. issue detection. expanded document
matching. on-line access. and real-time updating. will be made possibie. The contract
award for SCSS is scheduled to take place in fiscal year 1995 with installation at the
computing centers to begin in fiscal year 1996.

-- Corporate Files On-Line (CFOL) is improving access to tax return information
CFOL allows IRS to respond promptly to taxpayer requests for information. It also
enhances the Service’s ability to locate taxpayers and makes compliance contacts more
effective. The system was expanded this year to include access to business accounts.
Other additional applications are planned for 1995.

In response to several natural disasters (i.e. hurricanes Andrew and Iniki. ‘and the
California earthquake), IRS offices used CFOL to provide its representatives at Federal
Emergency Management Agency sites with computer printouts of taxpayer account data.
Prompt access to this information significantly reduced the waiting periods for victims to
apply for Small Business Administration (SBA) loans or to prepare amended tax retums
to claim their casualty losses. In addition. disaster victims received loans one to two
months faster because the SBA accepted CFOL printouts in lieu of a copy of tax returns.

-- Taxpayers in several states filed their Form 1040EZ using a touch-tone telephone
In 1994, over 500.000 taxpayers in seven states filed returns over the telephone with an
accuracy rate that approached 100%. In 1995, TeleFile will be expanded to the Austin.
Denver. and Sacramenw, District Offices. Nationwide implementation of TeleFile is
expected during calendar year 1996.

IRS received the Office of Management and Budget (OMB) Director’'s Award for
implementing the TeleFile system. OMB views this system as an excellent example of
the Administration’s commitment to achieving the National Performance Review goal of
creating a government that works better and costs less.

Additional areas of significant progress include the following:

-- Mainframe computers are being replaced

IRS awarded the Corporate Systems Modemization/Mirror Image Acquisition (CSM/MIA)
contract which will replace existing mainframe computers at both the Detroit and
Martinsburg Computing Centers.

-- A new Electronic Management System (EMS) is under development

The EMS being designed to replace the current electronic filing system will process all
electronic and magnetic transmissions between IRS and external customers. including elec-
tronically filed retumns and electronic funds transfers. Pilot testing of Form 941 on the
EMS will begin in Memphis during November of 1994, Joint federal and state activity
is another aspect of EMS currently being tested. [RS is working with the state of
Alabama to allow requests for name and address information on Alabama taxpayers to
service center databases.
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Performance -- A new Name Search File (NSF) has been implemented nationwide
Indicators NSF provides a centralized name searching tool for determining a taxpayer's identification
(Continued) number, regardless of the geographic location of the taxpayer or the IRS employee

conducting the search.

-- The Integrated Data Retrieval System (IDRS) moved closer to nationwide accessibility
During 1994, tremendous strides were made in developing improvements to IDRS. the
primary system IRS employees use for researching and resolving issues involving taxpayer
accounts. In 1995, authorized users will be able to access taxpayer account information
nationwide. regardless of service center jurisdiction, a significant improvement to taxpayer
service.

-- Federal Tax Deposits (FTDs) made by electronic funds transfer are increasing
During fiscal year 1994, over 11,000 business taxpayers made more than $6 billion in
FTDs via electronic funds transfer. compared to 2,600 taxpayers and $756 million in fiscal
year 1993. Next year, IRS expects to receive 1.5 million payments via electronic funds
transfer from over 25,000 participants totalling approximately $159 billion.

-- Electronic filing is becoming more popular

During the 1994 filing season, IRS received nearly sixteen million electronically-filed
documents, including aimost fourteen million from individual taxpayers. Electronic filing
provides several benefits, including an error rate of less than 1% (as compared to over
15% for paper tax retums), which results in fewer IRS notices and contacts with
taxpayers. In addition