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The Secretary of the Treasury

Dear Mr. Secretary:

This report presents the results of our audit of the principal financial
statements of the Internal Revenue Service (Irs) for the fiscal year ending
September 30, 1998, which we performed in accordance with the Chief
Financial Officer’s Act of 1990, as expanded by the Government
Management Reform Act of 1994. It contains our (1) opinions on IRS’
balance sheet and statement of custodial activity, (2) disclaimers of
opinion on IRS’ statement of net cost, statement of changes in net position,
statement of budgetary resources, and statement of financing, (3) opinion
on IRS management’s assertion about the effectiveness of its internal
controls, and (4) conclusions on IRS’ compliance with significant
provisions of laws and regulations we tested and on whether its financial
management systems comply with the requirements of the Federal
Financial Management Improvement Act of 1996.

This report also discusses significant matters that we considered in
performing our audit and in forming our conclusions, including identified
weaknesses in IRS’ internal controls, noncompliance with laws and
regulations and the requirements of the Federal Financial Management
Improvement Act of 1996, and other matters that should be brought to the
attention of IrRs management and users of IRS’ principal financial
statements and other reported IRrS financial information. We will be
separately reporting in more detail and recommending corrective actions
to address the weaknesses in IRS’ internal controls and compliance with
laws and regulations issues discussed in this report.

We are sending copies of this report to the Chairmen and Ranking
Minority Members of the Senate Committee on Appropriations; Senate
Committee on Finance; Senate Committee on Governmental Affairs;
Senate Committee on the Budget; Subcommittee on Treasury, General
Government, and Civil Service, Senate Committee on Appropriations;
Subcommittee on Taxation and 1rs Oversight, Senate Committee on
Finance; Subcommittee on Oversight of Government Management,
Restructuring, and the District of Columbia, Senate Committee on
Governmental Affairs; House Committee on Appropriations; House
Committee on Ways and Means; House Committee on Government

Page 1 GAO/AIMD-99-75 IRS Fiscal Year 1998 Financial Statements



B-281967

Reform; House Committee on the Budget; Subcommittee on Government
Management, Information, and Technology, House Committee on
Government Reform; Subcommittee on Oversight, House Committee on
Ways and Means; and Subcommittee on Treasury, Postal Service, and
General Government, House Committee on Appropriations. We are also
sending copies of this report to the Chairmen and Vice Chairmen of the
Special Committee on the Year 2000 Technology Problem and Joint
Committee on Taxation, the Commissioner of the Internal Revenue
Service, the Director of the Office of Management and Budget, and other
interested parties. Copies will be made available to others upon request.

If I can be of further assistance, please call me at (202) 512-5500. This
report was prepared under the direction of Gregory D. Kutz, Associate
Director, Governmentwide Accounting and Financial Management Issues,
Accounting and Information Management Division, who can be reached at
(202) 512-3406.

Sincerely yours,

- Wih——

David M. Walker
Comptroller General
of the United States
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To the Commissioner of Internal Revenue

In accordance with the Chief Financial Officers’ Act of 1990, as expanded
by the Government Management Reform Act of 1994, this report presents
the results of our audit of the principal financial statements of the Internal
Revenue Service (Irs) for fiscal year 1998. The principal financial
statements report the assets, liabilities, net position, net costs, changes in
net position, budgetary resources, reconciliation of net costs to budgetary
obligations, and custodial activity related to IrRS’ administration of its
responsibilities for implementing federal tax legislation, which include
collecting federal tax revenues, refunding overpayments of taxes, and
pursuing collection of amounts owed.

During fiscal year 1998, Irs combined the financial reporting of its
administrative! and custodial activities, which had previously been
reported and audited separately, into a single set of principal financial
statements.? This required IRS to include both administrative and custodial
activities on its balance sheet. Also, IrRs has presented four principal
financial statements which were required for the first time for fiscal year
1998: the (1) statement of net cost, (2) statement of changes in net
position, (3) statement of budgetary resources, and (4) statement of
financing. As a result of these changes, comparison of Irs’ fiscal year 1998
principal financial statements with the fiscal year 1997 financial
statements would not be meaningful. Accordingly, these financial
statements reflect financial information as of and for the fiscal year ended
September 30, 1998, only.

IRS continues to face significant financial and other management
challenges and risks. Although focusing primarily on financial
management and federal taxes receivable and other unpaid assessments,
this report alerts readers to other significant issues facing Irs including tax
systems modernization, filing fraud, information systems security, and the
Year 2000 computer problem.? We reported on these issues in

TRS’ administrative activities include managing costs funded by appropriations and reimbursements
from other federal agencies, state and local governments, and the public.

The fiscal year 1997 results of IRS’ administrative activities were audited by the Department of the
Treasury Office of Inspector General. See Internal Revenue Service Accountability Report, Fiscal Year
1997, Department of the Treasury (March 1998).

3The Year 2000 problem is rooted in the way dates are recorded and computed in automated
information systems. For the past several decades, systems have used two digits to represent the year,
such as “99” representing 1999, to conserve on electronic data storage and reduce costs. With this two
digit format, however, the Year 2000 is indistinguishable from 1900, or 2001, from 1901, etc. As a result,
system or application programs that use dates to perform calculations, comparisons, or sorting may
generate incorrect results or, worse, not function at all.
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January 1999 in our high-risk series update and a report on major
management challenges and program risks facing the Department of the
Treasury.* We realize that RS ability to successfully meet the financial
management challenges it faces must be balanced with the competing
demands placed on its resources by its customer service and tax law
compliance responsibilities. However, it is critical that IRS rise to the
challenges posed by these financial management issues, because IRS’
success in achieving all aspects of its strategic objectives depends in part
upon reliable financial management information and effective internal
controls. It is also important to recognize that several of the financial
management issues raised in this report directly or indirectly affect IrS’
ability to meet its customer service and tax law responsibilities.

In summary, pervasive weaknesses in the design and operation of IrS’
financial management systems, accounting procedures, documentation,
recordkeeping, and internal controls, including computer security
controls, prevented IrRs from reliably reporting on the results of its
administrative activities. IRS was able to reliably report on the results of its
custodial activities for fiscal year 1998, including tax revenue received, tax
refunds disbursed, and taxes receivable due from the public. However, this
achievement required extensive, costly, and time-consuming ad hoc
procedures to overcome pervasive and long-standing internal control and
systems weaknesses. IRS’ major accounting, reporting, and internal control
deficiencies include:

an inadequate financial reporting process that resulted in IrS’ inability to
reliably prepare several of the required principal financial statements,
the lack of a subsidiary ledger to properly manage unpaid assessments,
which has resulted in both taxpayer burden and lost revenue to the
government,

deficiencies in preventive controls over tax refunds that have permitted
the disbursement of millions of dollars of fraudulent refunds,

a failure to reconcile its fund balance to Treasury records during fiscal
year 1998,

the inability to properly safeguard or reliably report its property and
equipment,

vulnerabilities in computer security that may allow unauthorized
individuals to access, alter, or abuse proprietary IRS programs and data,
and taxpayer information,

4See High-Risk Series: An Update (GAO/HR-99-1, January 1999) and Major Management Challenges and
Program Risks: Department of the Treasury (GAO/OCG-99-14, January 1999).
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Opinions on Principal
Financial Statements

« vulnerabilities in controls over tax receipts and taxpayer data that

increase the government’s and the taxpayers’ risk of loss or inappropriate
disclosure of sensitive taxpayer data, and

an inability to provide assurance that its budgetary resources are being
properly accounted for, reported, and controlled.

These weaknesses, as they relate to IRS’ administrative activities,
prevented us from rendering an unqualified opinion on five of IRS’ six
principal financial statements. With respect to IrS’ custodial activities, we
were able, through extensive audit procedures, to verify that the reported
balances were reliable. However, the substantial deficiencies we identified
in our audit represent serious agencywide financial and other management
challenges that will require a substantial commitment of resources, time,
effort, and expertise to correct. Irs has acknowledged these weaknesses
and has plans in place or under development to address these challenges.
We will follow up in future audits to assess the effectiveness of these plans
in resolving these issues.

Our opinion on the statement of custodial activity is unqualified. The
statement of custodial activity and accompanying notes present fairly, in
all material respects, in conformity with federal accounting standards as
described in note 1, 1rS’ fiscal year 1998 custodial activities. The basis of
accounting described in note 1 is a comprehensive basis of accounting
other than generally accepted accounting principles.

Our opinion on the balance sheet is qualified. Except for (1) the limitations
on the scope of our work resulting from insufficient evidence about the
reliability of the fund balance with Treasury and accounts payable, and the
resulting effect on net position, and (2) evidence that leads us to conclude
that property and equipment is likely to be materially understated, the
balance sheet and accompanying notes present fairly, in all material
respects, in conformity with federal accounting standards as described in
note 1, IrRS’ assets and liabilities as of September 30, 1998.

We are unable to render an opinion on the statement of net cost, statement
of changes in net position, statement of budgetary resources, or statement
of financing because of limitations on the scope of our work resulting
from the balance sheet issues described in the previous paragraph, and
insufficient evidence about nonpayroll expenses and budgetary balances.
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We evaluated IRS management’s assertion about the effectiveness of its
internal controls designed to provide reasonable assurance that the
following objectives are met:

Reliability of financial reporting - transactions are properly recorded,
processed, and summarized to permit the preparation of principal
financial statements in accordance with federal accounting standards and
safeguarding of assets against loss from unauthorized acquisition, use, and
disposition.

Compliance with applicable laws and regulations - transactions are
executed in accordance with laws governing the use of budget authority
and with other laws and regulations that could have a direct and material
effect on the principal financial statements and any other applicable laws,
regulations, and governmentwide policies identified by the Office of
Management and Budget (oMB) in Bulletin 98-08,°> Appendix C, as
applicable.

IRS management asserted that, due to the material weaknesses in internal
controls presented in the agency’s fiscal year 1998 Federal Managers’
Financial Integrity Act (F1A) annual assurance statements to Treasury on
compliance with relevant internal control and accounting standards,
internal controls provided qualified assurance that misstatements, losses,
or noncompliance material in relation to the principal financial statements
would be prevented or detected on a timely basis.

Management made this assertion based on criteria under Fia and the oMB
Circular A-123, Management Accountability and Control. Our internal
control work would not necessarily disclose material weaknesses not
reported by Irs. However, due to material weaknesses in its financial
accounting, reporting, and safeguarding controls, which were also cited by
IRS in its fiscal year 1998 Fia assurance statements to Treasury, IRS cannot
provide reasonable assurance that (1) government assets, taxpayer funds,
and confidential taxpayer information are appropriately safeguarded,

(2) laws and regulations material to the principal financial statements are
complied with, and (3) financial or budgetary information reported by Irs
is accurate, timely, and meaningful to users. Consequently, we found that
IRS’ internal controls were not effective in satisfying the above objectives.

5Audit Requirements for Federal Financial Statements, August 24, 1998.
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Our tests of compliance with selected provisions of laws and regulations
disclosed one instance of noncompliance with laws and regulations which
we consider to be reportable under generally accepted government
auditing standards and oMB Bulletin 98-08. This concerns IRS’
noncompliance with a provision of the Internal Revenue Code concerning
the use of installment agreements to collect delinquent taxes. Also, due to
the limitations on the scope of our work discussed above, we were unable
to test compliance with the Anti-Deficiency Act, as amended.® We also
concluded that IrS’ financial management systems do not substantially
comply with the following requirements of the Federal Financial
Management Improvement Act of 1996 (FFMIA), which is reportable under
oMB Bulletin 98-08:

Federal Financial Management Systems Requirements;
applicable federal accounting standards; and
the U.S. Government Standard General Ledger at the transaction level.

In its fiscal year 1998 FIA assurance statement to the Treasury, IRS also
concluded that its financial management systems do not comply with
FFMIA. The objective of our audit was not to provide an opinion on overall
compliance with laws, regulations, and requirements tested. Accordingly,
we do not express such an opinion.

During our audit of 1rS’ fiscal year 1998 principal financial statements, we
identified six material weaknesses’ in internal controls that may adversely
affect any decision by IRS’ management which is based, in whole or in part,
on information that is inaccurate because of these deficiencies. We were
unable to obtain, through substantive audit procedures, reasonable
assurance that 1rs’ fund balance with Treasury, accounts payable, net
position, nonpayroll expenses and budgetary balances were reliable. In
addition, we found evidence that leads us to conclude that property and

5The Anti-Deficiency Act, as amended (31 U.S.C. § 1341), prohibits officers and employees of the
Federal government from (1) making or authorizing an expenditure or obligation exceeding an amount
in an appropriation or fund for the expenditure or obligation, or (2) involving the Federal government
in a contract or obligation for the payment of money before an appropriation is made unless
authorized by law.

A material weakness is a reportable condition in which the design or operation of the internal control
elements does not reduce to a relatively low level the risk that errors, fraud, or noncompliance in
amounts that would be material in relation to the principal financial statements being audited may
occur and not be detected within a timely period by employees in the normal course of performing
their assigned functions. Reportable conditions are matters coming to our attention that, in our
judgment, should be communicated because they represent significant deficiencies in the design or
operation of internal control that could adversely affect IRS’ ability to meet the objectives described in
this report.
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equipment is likely materially understated. Unaudited financial
information reported by Irs, including budget and performance
information, may also contain misstatements resulting from these
deficiencies. In addition, some of these material weaknesses have allowed
inappropriate refund payments and errors in taxpayer accounts, resulting
in increased taxpayer burden. These material weaknesses relate to IRS’

financial reporting process,

supporting subsidiary ledger and documentation for unpaid assessments,
controls over refunds,

controls over fund balance with Treasury,

controls over property and equipment, and

computer security.

In our report on IrS’ fiscal year 1997 custodial financial statements,® we
reported a material weakness in IRS’ revenue accounting and reporting
because of its inability to (1) separately report Social Security, Hospital
Insurance,’ and individual income taxes collected on its statement of
custodial activity for fiscal year 1997 as required by oMB’s form and
content of governmentwide financial statements,'’ and (2) determine the
amount of excise tax revenue it collected for the relevant trust funds. We
also noted that effective for fiscal year 1998, federal accounting standards
would require IRs to separately report Social Security, Hospital Insurance,
and individual income taxes. However, during fiscal year 1998, the Federal
Accounting Standards Advisory Board (FasaB)!! provided clarification on
the federal accounting standards requirement and oMB provided
clarification noting that agencies are allowed flexibility in the
classification of tax revenues on the statement of custodial activity. IRS’
presentation of federal tax revenues on its fiscal year 1998 statement of
custodial activity is consistent with federal accounting standards and omB
reporting requirements. Accordingly, we no longer consider this issue to
be a material weakness since it does not materially affect IrRS’ principal

8See Financial Audit: Examination of IRS’ Fiscal Year 1997 Custodial Financial Statements
(GAO/AIMD-98-77, February 26, 1998).

“The Hospital Insurance Trust Fund (HI) is one of two trust funds comprising the accumulated funds
of the Medicare program. The other Medicare trust fund is the Supplemental Medical Insurance Trust
Fund (SMI). Of these trust funds, only HI receives distributions from the Treasury’s general revenue
fund.

YOMB’s Formats and Instructions for the Form and Content of the Financial Statements of the U.S.
Government (September 2, 1997).

UFASAB considers and recommends accounting standards and principles for the Federal government
considering the financial and budgetary information needs of congressional oversight groups,
executive agencies, and the needs of other users of federal financial information.
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financial statements. However, we still consider this limitation to be a
reportable condition as discussed later in this report.

IRS’ Financial Reporting
Controls Are Inadequate

IrRs does not have internal controls over its financial reporting process
adequate to provide reasonable assurance that its principal financial
statements are fairly presented. As a result, Irs (1) was unable to prepare
reliable statements of net cost, changes in net position, budgetary
resources, and financing, and (2) could not support material amounts
reported on its balance sheet, including fund balance with Treasury,
accounts payable, and net position. In addition, we found evidence that
leads us to conclude that property and equipment is likely materially
understated. These weaknesses also left IRS reliant on extensive and labor
intensive compensating ad hoc procedures to enable it to report reliable
revenue and refund balances on its statement of custodial activities, and
reliable tax refunds payable, taxes receivable and the corresponding
liability to Treasury amounts on its balance sheet. We found that

the custodial and administrative general ledger systems which support the
principal financial statements are not in conformance with the U.S.
Government Standard General Ledger (SGL)? at the transaction level and
do not provide a complete audit trail for recorded transactions,

material balances reported on IRS’ principal financial statements are not
supported by detailed subsidiary records, and

IRS’ principal financial statements are not subject to management oversight
adequate to provide reasonable assurance that significant errors and
omissions are identified and corrected before they are issued.

During our audit of IrS’ fiscal year 1997 custodial financial statements,'® we
reported that IrRS’ general ledger system for its custodial activities was not
able to routinely generate the information on custodial assets and
liabilities needed to prepare principal financial statements, and did not use
the standard federal accounting classification structure or provide a
complete audit trail. During fiscal year 1998, these problems continued. IrS
was again unable to rely on its custodial general ledger to support related
amounts on the principal financial statements.

We also found problems that affected IrRS’ administrative general ledger.
IRS’ general ledger for its administrative activities does utilize the sGL

2The SGL establishes the general ledger account structure for federal agencies as well as the rules for
agencies to follow in recording financial events.

5See GAO/AIMD-98-77, February 26, 1998.
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account structure. However, it does not conform to the SGL at the
transaction level since it does not provide an adequate audit trail for
significant administrative activities including property and equipment,
accounts payable, nonpayroll expenses, and undelivered orders. For
example, IRS’ property and equipment system does not interface with its
general ledger system. Also, IRS initially records property and equipment
purchases in its operating expense account, and at year-end posts entries
to record the purchases in the property and equipment general ledger
account. Our testing of nonpayroll operating expenses revealed that
property and equipment purchases were inappropriately included as
operating expenses.

Implementation of the SGL is required by the Core Financial System
Requirements of the Joint Financial Management Improvement Program,!*
and omB Circular A-127. FFMIA also requires financial systems that
implement the SGL at the transaction level. Because of the problems
discussed above, IRS’ general ledgers do not comply with these
requirements. In addition, IRS does not consistently capture costs to permit
it to routinely prepare reliable cost-based performance measures for
inclusion in its management discussion and analysis which accompanies
its principal financial statements, or to prepare the information to be
included in its annual performance plan as required by the Government
Performance and Results Act (GPRA) of 1993.

Also, IrRS does not have a detailed subsidiary ledger for undelivered orders,
taxes receivable or accounts payable. For example, IRS relies upon a
detailed transaction history to support its balance for accounts payable.
However, this transaction history includes all transactions which have
been recorded in accounts payable, including amounts that have since
been paid and are therefore no longer payables. As a result, IRS cannot
readily determine the basis for the reported total nor determine the basis
for the total amount owed to each of its creditors. In addition, the detailed
history for nonpayroll expenses included transactions which were not
valid current year expenses, such as property and equipment and prior
year expenses. As a result, we were unable to verify that total nonpayroll
expenses were reliable.

In an effort to overcome these pervasive deficiencies, IrRS employs a costly,
labor intensive and time-consuming process involving extensive and

UThe Joint Financial Management Improvement Program (JFMIP) is a cooperative undertaking of the
Office of Management and Budget, the Department of the Treasury, the Office of Personnel
Management, and GAO, working in cooperation with each other and with operating agencies to
improve financial management practices.
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complex analysis and ad hoc procedures to assist in preparing its principal
financial statements. IRS continues to utilize specialized computer
programs to extract information from data bases underlying the
administrative and custodial general ledgers to derive and/or support
amounts to be reported in the principal financial statements. For example,
IRS must use this process to identify the portion of its unpaid assessments
that represent taxes receivable for financial reporting purposes. However,
similar to fiscal year 1997, the amounts produced by this approach needed
material audit adjustments to produce reliable financial statement
balances. With respect to IRS’ administrative activities, this approach was
unsuccessful in producing reliable balances.

In addition, 1rS’ basic approach was designed specifically for the narrowly
defined purpose of preparing auditable balances at year end only. This
mechanism is not capable of producing reliable agencywide principal
financial statements or financial performance information to measure
results throughout the year as a management tool, which is standard
practice in private industry and some federal entities. Also, for custodial
activities, even the successful application of this approach at year-end
requires extensive technical knowledge of IrRs’ master files—its data base
of taxpayer information—which is possessed by only a limited number of
key individuals. Should these individuals become unavailable for any
reason, this approach could cease to be a viable option, and 1rs will be
forced to rely on a financial reporting process which, in the absence of
such specialized expertise, cannot generate reliable custodial balances.
Also, Irs’ previously separate financial reporting processes for its custodial
and administrative activities, respectively, have not been integrated under
unified supervision at the operational level. This unnecessarily
complicates IRS’ year-end financial reporting process and hampers efforts
to provide interim 1rs-wide financial information as a management tool.

RS’ complex and often manual financial reporting process requires
extensive technical computer and accounting expertise, and is highly
vulnerable to human error. It is therefore critical that this process be
adequately staffed and supervised, and be subject to adequate
management oversight at each stage as balances and disclosures are
developed. Similarly, the final financial statements should be carefully
reviewed by senior IrRS management prior to public issuance to ensure they
are in accordance with all applicable standards and meet the objectives of
management.
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However, we found that Irs’ financial reporting process often lacked these
basic controls. For example, during fiscal year 1998, key personnel with
responsibilities for financial systems and reporting on IrRS’ administrative
activities left IRS and had not been replaced by year-end. Consequently, IRS
was compelled to attempt to prepare its financial statements without the
necessary staff. These problems were compounded by the implementation
of new federal accounting and reporting requirements which required 1rs
to prepare four new financial statements. In addition, throughout the
process, we found numerous errors and omissions in financial reporting
documentation as well as draft financial statements themselves, which
likely would have been caught and corrected had these records been
appropriately reviewed by management.

IRS Continues to Lack a
Subsidiary Ledger and
Adequate Supporting
Documentation for Unpaid
Assessments

As we have previously reported,'® Irs does not have a detailed listing, or
subsidiary ledger, which tracks and accumulates unpaid assessments and
their status'® on an ongoing basis. This condition adversely affects IRS’
ability to effectively manage and accurately report unpaid assessments. As
a result, Irs is unable to readily identify and focus collection efforts on
those accounts most likely to prove collectible,!” and cannot readily
prevent or detect and correct errors in taxpayer accounts. This condition
has resulted in instances of unnecessary taxpayer burden. In addition, IrRS
continues to experience difficulty locating and providing adequate
supporting documentation for individual unpaid assessment balances.

To compensate for the lack of a subsidiary ledger, IRS runs computer
programs against its master files to identify, extract, and classify the
universe of unpaid assessments for financial reporting purposes. However,
this approach is only designed for the limited purpose of allowing Irs to
report auditable financial statement totals at year-end, and is not an
adequate substitute for a reliable subsidiary ledger which provides an

15See GAO/AIMD-98-77, February 26, 1998.

16Unpaid assessments consist of (1) taxes due from taxpayers for which IRS can support the existence
of a receivable through taxpayer agreement or a favorable court ruling (federal taxes receivable),

(2) compliance assessments where neither the taxpayer nor the court has affirmed that the amounts
are owed, and (3) write-offs, which represent unpaid assessments for which IRS does not expect
further collections due to factors such as the taxpayer’s death, bankruptcy, or insolvency. Of these
three classifications of unpaid assessments, only federal taxes receivable are reported on the principal
financial statements. As of September 30, 1998, IRS reported $26 billion (net of an allowance for
doubtful accounts of $55 billion), $22 billion, and $119 billion in these three categories, respectively.

1Tt should be noted that, despite the fact that certain taxpayer accounts have little likelihood of
collection, IRS would generally continue some efforts to collect, to reinforce continued compliance by
those taxpayers who appropriately report and pay their tax obligations and to increase compliance by
taxpayers who are not compliant with respect to reporting and paying their tax obligations.
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accurate outstanding balance for each taxpayer on an ongoing basis.
Without this information, IRS cannot ensure that payments and
assessments are promptly posted to the appropriate taxpayer accounts.
We found in our sample of fiscal year 1998 unpaid assessments that this
problem resulted in inaccurate taxpayer account balances, and led to IRs
pursuing collection efforts against taxpayers that had already paid their
taxes in full. In addition, in our sample we found that Irs inappropriately
issued refunds to taxpayers with outstanding tax assessment balances.

For example, when a company does not pay IRS the taxes that have been
withheld from employee’s wages, such as Social Security or individual
income tax withholdings, Irs has the authority to assess the responsible
officers individually for the amount withheld from employees. Thus, IRS
may record assessments against several individuals (officers) each for the
employee withholding component of the payroll tax liability in an effort to
collect the total tax liability of the business. While these
assessments—known as trust fund recovery penalties—are a necessary
enforcement tool, IRS’ current systems cannot automatically link each of
the multiple assessments made to one tax liability. This is due to the fact
that the corporation’s tax liability is maintained in IRS’ business master
files, while the trust fund recovery penalties assessed against the
corporation’s officers are maintained in the individual master files. These
are two separate databases, each of which is independent of the other. In
fact, in numerous unpaid payroll tax cases we reviewed involving multiple
assessments, we found that payments were not accurately recorded to
reflect each responsible party’s reduction in tax liability. Also, we found
that Irs’ failure to quickly identify and assess responsible officers resulted
in refunds being sent to those officers that could have been offset by IRS
against amounts due.

We previously reported that 1rs had significant problems locating
supporting documentation for unpaid assessment transactions. To address
this issue, we worked closely with Irs and identified various forms of
documentation to support these items, and we requested these documents
in performing our fiscal year 1998 testing. We did note some improvement
in the documentation. For example, estate case files we reviewed
generally contained an independent appraisal of the estate’s assets.
However, we continued to find that Irs experienced difficulties in
providing other supporting documentation. For example, bankruptcy case
files frequently did not include the information necessary to verify the RS’
creditor status. In addition, nonestate installment agreement cases rarely
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contained documentation sufficient to validate all of the installment
agreements.

The lack of adequate supporting documentation may make it difficult for
IRS to readily identify and focus collection efforts. The lack of
documentation also made it difficult to assess the classification and
collectibility of unpaid assessments reported in the principal financial
statements as federal tax receivables. Through our audit procedures, we
were able to verify the existence and proper classification of unpaid
assessments and obtain reasonable assurance that reported balances were
reliable. However, this required tens of billions of dollars of audit
adjustments to IRS’ principal financial statements to correct misstated and
duplicate unpaid assessment balances identified by our testing.

Continued Weaknesses in
Controls Over Refunds

We previously reported!® that 1rs did not have sufficient preventive
controls over refunds to reduce to an acceptable level the risk that
inappropriate payments for tax refunds will be disbursed. We found that in
fiscal year 1998, inappropriate refund payments continued to be issued
due to (1) RS comparing the information on tax returns and third party
data such as W-2s (Wage and Tax Statement) too late to identify and
correct discrepancies between these documents, (2) significant levels of
invalid Earned Income Tax Credit (EITc) claims, and (3) deficiencies in
controls that allowed duplicate refunds to be issued. We also found
instances of erroneous refunds being issued as a result of errors or delays
in posting assessments to taxpayer accounts. Although Irs has detective
(post-refund) controls in place, the lack of sufficient preventative controls
exposes the government to potentially significant losses due to
inappropriate disbursements for refunds. According to IRS’ records, IRS’
investigators identified over $17 million in alleged fraudulent refunds that
had been disbursed during the first 9 months of calendar year 1998 and
prevented the disbursement of an additional $65 million in alleged
fraudulent refund claims. During calendar year 1997, Irs’ records indicate
that intervention by IRS investigators prevented the disbursement of
additional alleged fraudulent refund claims totaling over $1.5 billion.
However, the full magnitude of invalid refunds disbursed by Irs is
unknown.

As we have previously reported, IRS does not compare tax returns to
accompanying W-2s until months after the tax return has been processed.
As a result, we found differences between these documents that were not

18See GAO/AIMD-98-77, February 26, 1998.
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detected by 1rs. These differences could indicate an invalid refund claim
filing that is not being detected in time to prevent the disbursement of
incorrect refund amounts. We also found instances where inappropriate
refunds were issued as a result of errors or delays in posting tax
assessments to taxpayers accounts. For example, we identified a case
where a taxpayer who owed taxes was erroneously issued a refund
because the tax assessment had not yet been posted to the taxpayer’s
account. Errors and posting delays such as these also impair IRS’ ability to
effectively offset refunds due taxpayers against amounts owed by the
same taxpayers on another account. For example, IrRs does not always
properly offset refunds against other amounts owed by individuals. Most
frequently, we noted this was a problem where multiple payees were
responsible for the same unpaid assessment. In some cases we reviewed
involving unpaid payroll taxes, individuals received a refund even though
amounts were owed by their businesses.

As we previously reported, EITC have historically been vulnerable to high
rates of invalid claims.' During fiscal year 1998, Irs reported that it
processed EITC claims totaling over $29 billion, including over $23 billion
(79 percent) in refunds.?’ In an effort to minimize losses due to invalid EITC
claims, IRS electronically screens tax returns claiming EITC to identify those
exhibiting characteristics considered indicative of potentially questionable
claims based on past experience, and then selects those claims considered
most likely to be invalid for detailed examination. During fiscal year 1998,
IRS examiners reviewed over 290,000 tax returns claiming $662 million in
EITC, of which $448 million (68 percent) was found to be invalid. These
examinations are an important control mechanism for detecting
questionable claims and providing a deterrent to future invalid claims.
However, because examinations are often performed after any related
refunds are disbursed, they cannot substitute for effective preventative
controls designed to identify invalid claims before refund disbursement. In
fiscal year 1998, Irs began implementing a 5-year EITC compliance initiative
intended to expand customer service to increase taxpayer awareness of
their rights and responsibilities related to EITC, strengthen enforcement of
EITC requirements, and enhance research into the sources of EITC
noncompliance. However, most of Irs’ efforts under that initiative had not
progressed far enough at the time we completed our audit work for us to
make any judgment about their effectiveness.

High Risk Series: An Update (GAO/HR-99-1, January 1999), and Major Management Challenges and
Program Risks: Department of the Treasury (GAO/OCG-99-14, January 1999).

2EITC claims do not always result in refunds. They may also reduce tax assessments.
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As we have previously reported, IRs is also vulnerable to issuance of
duplicate refunds allowed by gaps in its internal controls. IRS’ manual and
automated systems are not properly coordinated to prevent identical
refunds from being processed through both systems. For example, we
identified three refunds which were paid twice. In each case, IRS processed
one manually, and the other through automated procedures. Since Irs
systems were not coordinated to compare the two, both were paid. IrRS
reported this condition as a material weakness in its fiscal year 1998 Fia
assurance statement to Treasury. While we were able to substantiate the
amounts of refunds disbursed as reported on Irs’ fiscal year 1998 principal
financial statements, IrRs nevertheless lacks effective preventive controls to
minimize its vulnerability to payment of inappropriate refunds. Once an
inappropriate refund has been disbursed, IrS is compelled to expend both
the time and expense to attempt to recover it, with dubious prospect of
success.

IRS Did Not Reconcile Its
Fund Balance With
Treasury

During fiscal year 1998, 1rs did not reconcile its administrative fund
balance with Treasury accounts, in accordance with federal accounting
standards.?! Treasury policy and prudent financial management practices
require an agency to routinely reconcile its fund balance with Treasury
accounts to Treasury’s records. Reconciling these accounts involves
identifying differences between IrRS and Treasury records, determining the
reason for the differences, and correcting them. Differences arise when
either Irs or Treasury erroneously records or delays recording of deposits
and disbursements to IRS cash accounts. Correcting such differences
should result in adjustments to either Treasury’s or IRS’ records, or both.
This process is similar to a company or individuals reconciling their
checkbook to the monthly bank statement.

In January 1999, 1rs’ contractor provided what it considered to be
reconciliations of IrS’ Treasury fund balance for the 12 months of fiscal
year 1998. However, we found that these efforts were inadequate in
several respects. For example, material amounts on the reconciliations for
Treasury and IRrS balances did not agree with Treasury and IRS records, and
reconciling items listed on the reconciliations were not investigated and
resolved. Similarly, IrS has not been investigating and resolving amounts in
its administrative suspense accounts. As of September 30, 1998, 1rs had
items totaling a net credit balance of over $100 million in its fund balance

2IStatement of Federal Financial Accounting Standards No. 1 Accounting for Selected Assets and
Liabilities.
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with Treasury suspense account, including some items dating back to 1989
appropriations.

Lack of timely, thorough reconciliations makes it difficult if not impossible
for Irs to determine if operating funds have been properly spent, or if
reported amounts for operating expenses, assets, and liabilities are
reliable. Without performing such reconciliations, IrS has no assurance
that its fund balance with Treasury is accurate. Lack of reconciliations
also impact IRS’ ability to ensure that it complies with the law governing
the use of its budget authority. Because this fundamental internal control
was not followed, we were unable to conclude whether 1rs’ fund balance
with Treasury account was reliable at September 30, 1998. This
contributed to our qualification on IRS’ fiscal year 1998 balance sheet. For
the future, it will be important for IRS to prepare these reconciliations
monthly, and timely resolve any differences. Absent timely, appropriate
reconciliations of fund balance with Treasury, this historically problematic
area for 1rs will continue to affect its ability to produce reliable financial
information.

Weaknesses in Controls
Over Property and
Equipment Records

As previously reported,? IrS’ controls over its property and equipment
(P&E) records are not adequate to ensure that these records provide a
complete and reliable record of P&E assets. IRS cannot ensure the
completeness of its reported P&E balance because it does not have policies
and procedures in place to ensure that all P&E purchases are identified and
capitalized at the appropriate cost in accordance with federal accounting
standards.?® Consequently, P&E balances are likely materially understated.
IRS also does not record individual property transactions in its general
ledger pP&E account throughout the year. Instead, IrRs records adjustments
at year-end for all property activity during the year. Consequently, the
general ledger does not contain the transaction detail information
necessary to allow Irs to reconcile it to the P&E detailed records.

Weaknesses in IRS’ controls over P&E on hand increase its vulnerability to
loss. IRS reported P&E controls as a material weakness in its fiscal year 1998
FIA assurance statement to Treasury. This issue was also reported as a
material weakness by the Department of the Treasury’s Office of Inspector
General in its report on 1rS’ fiscal year 1997 administrative financial

*Financial Audit: Examination of IRS’ Fiscal Year 1996 Administrative Financial Statements
(GAO/AIMD-97-89, August 29, 1997).

ZStatement of Federal Financial Accounting Standards (SFFAS) No. 6 Accounting for Property, Plant,
and Equipment (effective beginning with fiscal year 1998).
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statements. The effects of these weaknesses, taken together resulted in
our concluding that p&E is likely to be materially understated.

The Comptroller General’s Standards for Internal Controls in the Federal
Government require that documentation of transactions or other
significant events be complete and accurate. Property and equipment
subsidiary records need to be promptly updated to reflect changes due to
purchases and dispositions. In addition, all transactions should be
accurately recorded, and balances should be periodically reconciled to the
general ledger and to the results of physical inventories of P&E on hand.
Without current and accurate records, IRS cannot ensure that the P&E items
it owns are not lost or stolen, that new purchases of equipment are
appropriately capitalized in its accounting records, or that related
principal financial statements balances are reliable.

We found evidence in our audit work that 1rRS does not have policies and
procedures in place to ensure that material P&E are recorded in IRS’
financial statements. For example, IrRS’ computer systems information
shows substantial funding available and used for computer systems, such
as mainframe consolidation and a new receipts processing system. IRS’
computer systems information also shows evidence of contractor services
related to design, plans, and specifications for computer hardware and
software projects—costs required to be capitalized under federal
accounting standards. Also, IRS’ financial records show equipment-related
expenses of $339 million in fiscal year 1998.

Although this significant P&E activity occurred, only about $30 million was
recognized as P&E additions in fiscal year 1998. We also saw evidence of
substantial unrecorded capital expenditures in fiscal year 1997. These
problems are compounded by IrS’ use of a $50,000 minimum financial
statement cost capitalization threshold as permitted by Treasury policy.
This amount far exceeds the cost of most of the P&E items IRS purchases
and results in a material distortion of IrS’ reported P&E in its financial
statements. We found, based on assets included in IrRS’ property systems,
that $1.2 billion or 69 percent of IrRS’ gross P&E was not included in property
and equipment in the financial statements because of the use of this
threshold to capitalize P&E assets. Although IRS uses the $50,000 minimum
for financial reporting purposes, it uses a much lower threshold for
recording and tracking P&E in its subsidiary systems.

In addition to the P&E completeness problem, IRS’ policies and procedures
for recording P&E transactions impede its ability to reconcile the general
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ledger to related p&E subsidiary records. Irs’ field offices record individual
property acquisitions and dispositions on site throughout the year.
However, IRS’ accounting system expenses property purchases during the
year, then records adjustments at year end to reflect P&E dispositions, and
to move property purchases from expenses to P&E based on subsidiary
records maintained in the field offices. As a result, IrRS has no assurance
that the amounts it records in its general ledger and underlying P&E
subsidiary systems, respectively, are complete and agree with each other.
IRs is compelled to manually adjust the general ledger at year end to force
it to agree with its P&E subsidiary records. In making this adjustment, RS
attempts to eliminate from its nonpayroll operating expenses the P&E
additions for the fiscal year. However, IrS has no assurance that the
amount it removes from nonpayroll operating expenses for specific P&E
additions reflects the actual amount paid.

Because Irs ultimately relies on its subsidiary P&E records to support the
reported P&E balance, we tested the reliability of those records by
attempting to physically verify the existence of selected property items.
However, we found that 1rRs was unable to locate 10 (7 percent) of the 153
items we selected for review from IRs detailed records of P&E, including
items such as a Chevrolet Blazer motor vehicle, a laptop computer, and a
laser printer costing over $300,000. Additionally, we found that 10

(7 percent) of 141 items we selected from the floor of IrS’ field offices were
not included in IrRS’ detailed property records, including items such as a
television, a facsimile machine, and a video cassette recorder. We also
found instances where different IrS field offices had recorded substantially
identical items at significantly different costs. For example, the cost IrRS
assigned to substantially identical machines used to sort and open mail
ranged from $300,000 to $1,000,000 at different field offices.

We observed Irs staff conducting physical inventories of P&E at two field
offices. At one office, of 130 computer equipment assets each costing over
$50,000 identified from IRs P&E records, IRs staff were unable to locate 19
(15 percent). In addition, 20 (5 percent) of 443 items identified from the
floor were not included in IRS’ P&E records. At a different office, we found
that 11 of 12 (91 percent) items over $50,000 that had been disposed of had
not been removed from the P&E records. We also found problems with 1RrS’
internal controls over physical inventories of P&E. An April 1998 1rRS
internal audit report on the Northeast Region noted that p&E inventory
procedures for computer equipment and software were not effective for
maintaining an accurate inventory or consistently followed by all districts
in the region. Also, IrS reported that district management did not ensure
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that the computer property records were always updated to reflect an
accurate inventory. These discrepancies and reported problems reflect
weaknesses in IRS property management controls that impair its ability to
ensure that P&E are used only in accordance with IRS policy and that
related records are accurate.

Controls Over Computer
Security Are Inadequate

As we have previously reported,* Irs has significant and long-standing
weaknesses in controls over its computer information systems. IrRs places
extensive reliance on these computer information systems to perform its
basic functions such as processing tax returns, maintaining sensitive
taxpayer data, calculating interest and penalties, and generating refunds.
Consequently, such weaknesses could render 1rs unable to perform these
vital functions, or result in the unauthorized disclosure, modification, or
destruction of taxpayer data. In December 1998, we reported that as of
July 1998, 1rs was significantly progressing in improving its computer
security.?” For example, IRS has centralized responsibility for IRS’ security
and privacy issues in its Office of Systems Standards and Evaluation. The
office is implementing a servicewide security program to manage risk and
has led 1rS’ efforts in mitigating about 75 percent of the weaknesses
identified in our April 1997 report.?®

We found, however, serious weaknesses continued to exist in the
following six functional areas: (1) security program management,

(2) access control, (3) application software development and change
controls, (4) system software, (5) segregation of duties, and (6) service
continuity. Continued weaknesses in these areas can allow unauthorized
individuals access to critical hardware and software where they may
intentionally or inadvertently add, alter, or delete sensitive data or
programs. Such individuals can also obtain personal taxpayer information
and use it to commit financial crimes in the taxpayers’ name (identity
fraud), such as fraudulently establishing credit, running up debts, and
taking over and depleting banks accounts. Irs has agreed with our
recommendations to address these problems and stated that our
conclusions and recommendations were consistent with its ongoing
actions to improve system security and mitigate the remaining

%See IRS Systems Security: Tax Processing Operations and Data Still at Risk Due to Serious
Weaknesses (GAO/AIMD-97-49, April 8, 1997) and GAO/AIMD-98-77, February 26, 1998.

RS Systems Security: Although Significant Improvements Made, Tax Processing Operations and
Data Still at Serious Risk (GAO/AIMD-99-38, December 14, 1998).

%See GAO/AIMD-97-49, April 8, 1997.
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weaknesses. We will follow up during future audits to assess the
effectiveness of IrRS’ efforts to resolve these problems.

Reportable Conditions

In addition to the material weaknesses discussed above, we identified two
reportable conditions which, although not material to the principal
financial statements, represent significant deficiencies in the design or
operation of internal controls which could adversely affect 1rS’ ability to
meet the internal control objectives described in this report. These
conditions concern weaknesses in IRS’ internal controls over (1) manually
processed tax receipts and taxpayer information and (2) revenue reporting
and distribution to trust funds.

Inadequate Physical
Security Over Manual Tax
Receipts and Taxpayer
Information

As we have previously reported,?” IS’ controls over cash, checks, and
related hardcopy taxpayer data it manually receives from taxpayers are
not adequate to reduce to an acceptably low level the risk that these
payments will not be properly credited to taxpayer accounts and
deposited in the Treasury, or that proprietary taxpayer information will
not be properly safeguarded. We found weaknesses in IRS’ physical
security over tax receipts and taxpayer data on hand at 1rs field offices and
in transit to depository institutions. In addition, we found that delays in
background and fingerprint checks resulted in new employees being hired
and entrusted with taxpayer receipts and data before the results of these
checks were known. We found that similar weaknesses exist at
commercial lockbox banks under contract to 1rs.?® Although we do not
consider this weakness to be material to IRS’ principal financial statements,
it involves issues central to IRS’ customer service goals. It is therefore
critical that IrS resolve these issues promptly and effectively.

The Comptroller General’s Standards for Internal Controls in the Federal
Government require that access to resources and records be limited to
authorized individuals. Such physical security is critical to ensure that
receipts are not lost or stolen nor sensitive taxpayer data compromised.
However, we found that (1) unattended checks and tax returns were often
stored in open and easily accessible areas, (2) hundreds of millions of
dollars of receipts in the form of checks, and in one case cash, were

?See Internal Revenue Service: Physical Security Over Taxpayer Receipts and Data Needs
Improvement (GAO/AIMD-99-15, November 30, 1998); Internal Revenue Service: Immediate and
Long-Term Actions Needed to Improve Financial Management (GAO/AIMD-99-16, October 30, 1998);
and GAO/AIMD-98-77, February 26, 1998.

2IRS contracts with 10 lockbox banks nationwide to process receipts—one for each service center.
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transported from IrS field offices to financial institutions by unarmed
couriers who often used unmarked civilian vehicles including, in one
instance, a bicycle, and (3) individuals were hired and entrusted with
access to cash, checks, and sensitive taxpayer data before completion of
background or fingerprint checks. This problem is particularly acute
during peak filing season when IRS typically hires thousands of temporary
employees. We found similar weaknesses exist at commercial lockbox
banks IRS contracts with to process tax receipts, including the use of
unarmed couriers and the hiring of temporary employees before
background checks are completed.

In fiscal years 1997 and 1998, 1rs identified 56 actual or alleged employee
thefts of receipts at Irs field offices and lockbox banks totaling about

$1 million. However, based on Irs’ inspections’ database, an additional 100
cases were opened during the period in which the amount potentially
stolen was not quantified. Further, the magnitude of thefts not identified
by IRs is unknown. The weaknesses discussed above also expose
taxpayers to increased risk of losses due to financial crimes committed by
individuals who inappropriately gain access to confidential information
entrusted to Irs. For example, this information, which includes names,
addresses, social security and bank account numbers, and details of
financial holdings, may be used to commit identity fraud. Although
receipts and taxpayer information will always be vulnerable to theft, IrS
has a responsibility to protect the government and taxpayers from such
losses. IRS substantially agreed with the recommendations we provided to
address these issues and indicated that it plans to address the control
deficiencies we identified related to tax receipts and taxpayer data. We
will follow up in future audits to assess the effectiveness of IrS’ corrective
actions.

Weaknesses in IRS’
Revenue Reporting and
Distribution Process

IRS is unable to currently determine the specific amount of revenue it
actually collects for Social Security, Hospital Insurance, Highway, or other
relevant trust funds. As we previously reported,? this is primarily because
the accounting information needed to validate the taxpayer’s liability and
record the payment to the proper trust fund is provided on the tax return,
which is received months after the payment is submitted. Further, the
information on the return only pertains to the amount of the tax liability,
not the distribution of the amount previously collected. As a result, IrRS
cannot report the specific amount of revenue it actually collected for three

*See Excise Taxes: Internal Control Weaknesses Affect Accuracy of Distributions to the Trust Funds
(GAO/AIMD-99-17, November 9, 1998); GAO/AIMD-98-77, February 26, 1998; and GAO/AIMD-99-16,
October 30, 1998.
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of the federal government’s four largest revenue sources, including Social
Security, Hospital Insurance, and individual income taxes. In response to
our previous reports, IRS conducted a study to consider whether it should
require taxpayers to provide this additional information when they remit
their taxes. The results of this study were not available for our review at
the completion of our audit.

This condition presents other operational issues for IRS and Treasury in the
distribution of excise tax receipts to the trust funds. Because data is not
available to allocate excise taxes to the appropriate trust funds when
deposits are made, Treasury uses a process to estimate the initial
distribution of excise taxes. This process involves the use of economic
models prepared by the Office of Tax Analysis (0TA) to estimate the initial
distribution of tax receipts. Treasury’s Financial Management Service
(FMS) uses these estimates to prepare entries for the initial distribution to
the trust funds, which are then recorded by the Bureau of Public Debt
(BPD) in the books and records of the trust funds maintained by the
Treasury. Subsequent to the initial distribution, Irs certifies quarterly the
amounts that should have been distributed to the excise tax related trust
funds using its records of payments received and the subsequently
provided tax returns. FMS uses these certifications to prepare adjustments
to the initial trust fund distributions, which are then recorded by BPD.
Typically, there is a 6-month lag between the quarter end and the excise
tax certification by IRs.

As we have reported,® this process is complex, cumbersome and prone to
error. During our fiscal year 1997 audit, we found that weaknesses in
fundamental internal controls, such as supervisory review, allowed errors
in the certification process to occur and not be detected. These included
taxpayer errors in preparing excise tax returns — errors that 1rs did not
identify; errors by IRS when inputting excise tax information to its master
files; and IRrs errors in using this information in preparing the certification.
We found similar problems during our fiscal year 1998 audit. As long as IRsS
lacks the data to identify the specific amount of revenue received for each
tax type at the time of receipt, IrS, Treasury, and excise tax related trust
funds such as the Highway and Airport and Airways trust funds, will
continue to depend on a complex estimation process for determining
revenue distributions which continues to be vulnerable to errors.

3See GAO/AIMD-99-17, November 9, 1998.
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Noncompliance With
Laws and Regulations

and FFMIA
Requirements

As discussed above, limitations on the scope of our work prevented us
from testing compliance with the Anti-Deficiency Act. Otherwise, our tests
of compliance with selected provisions of laws and regulations disclosed
one instance of noncompliance which is reportable under generally
accepted government auditing standards and oMB Bulletin 98-08, Audit
Requirements for Federal Financial Statements. This concerns IRS’
noncompliance with a provision of the Internal Revenue Code concerning
the use of installment agreements to collect delinquent taxes. We also
found that IrS’ financial management systems do not substantially comply
with the requirements of FFMIA.

IRS’ Use of Installment
Agreements Did Not
Comply With the Internal
Revenue Code

Section 6159 of the Internal Revenue Code authorizes IRS to enter into
installment agreements with taxpayers to satisfy the taxpayer’s liability.
During our fiscal year 1998 audit, we identified numerous instances in
which IRrs has entered into installment agreements under whose terms the
payments will not be sufficient to satisfy the taxpayers’ outstanding tax
liability prior to the expiration of the statutory collection period for these
tax liabilities.?! Specifically, in 48 of the 93 unpaid assessment cases we
reviewed (52 percent) where active individual installment agreements
were in place between the taxpayer and IrS, we found that the payments to
be received under the installment agreement would not be sufficient to
fully satisfy the outstanding liability. For example, in one case, an
installment agreement required the taxpayer to make payments of $25
each month toward an outstanding tax liability due of over $16 million.
Based on the number of months remaining in the statutory collection
period, we determined that under the terms of the agreement, 1rs would
only collect a maximum of $1,625, assuming the taxpayer does not default
on the installment agreement.

Because these agreements will not result in full satisfaction of the
outstanding tax liability, the 48 cases are not in compliance with Section
6159 of the Internal Revenue Code. IrS’ Collection Division recognized this
problem. In March, 1998, the Deputy Commissioner issued a memorandum
stating clearly that under any new installment agreement, the taxpayer
must fully satisfy his/her tax liability. This memorandum was followed in
August 1998 by a memorandum from the Chief Operations Officer issuing
guidelines on installment agreements pending updates to the Internal
Revenue Manual.

3IThe statutory collection period is generally 10 years from the date of the assessment. However, this
period can be extended by agreement with the taxpayer when an installment agreement is entered
into.
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IRS’ Financial Management
Systems Are Not in
Compliance With FFMIA

In our previous audit,? we reported that IrRs’ custodial financial
management systems did not substantially comply with the Federal
Financial Management Systems Requirements (FFMSR),* federal
accounting standards, and the SGL at the transaction level. During fiscal
year 1998, we found that this condition continued, and that 1rS’
administrative financial management systems also had significant
problems. We found that 1rs (1) cannot reliably prepare four of the six
principal financial statements required by omB 97-01, as amended, (2) does
not have a general ledger(s) that conforms to the sGL, (3) lacks a
subsidiary ledger for its unpaid assessments, accounts payable, and
undelivered orders, and (4) lacks an effective audit trail from its general
ledgers back to subsidiary detailed records and transaction source
documents. In its FIA assurance statement to Treasury, IRS also reported
that its financial management systems did not substantially comply with
FFMIA in fiscal year 1998.

In addition, IrRS does not consistently capture cost information in
accordance with federal accounting standards.?* For example, in our
sample of IrS payroll transactions we tested, we found that most
employees did not charge their time to individual job codes for specific
services and activities. As a result, actual cost information for specific
services and activities is not available. Consequently, IRS is unable to
reliably report cost-based performance measures in its management
discussion and analysis (MD&A) that accompanies the principal financial
statements, or otherwise report cost-based information for its
performance plan in accordance with the Government Performance and
Results Act of 1993. This deficiency also renders IRS unable to include
reliable cost-based performance information in its budget submission to
Congress.

These are all requirements under FFMSR. The other four material
weaknesses we discussed above—controls over refunds, property and
equipment, fund balance with Treasury, and computer security—also are
conditions indicating that IrS’ systems do not comply with FFMSR. These
material weaknesses indicate that IRS cannot routinely produce auditable
principal financial statements and related disclosures in conformance with
federal accounting standards. Since RS’ systems do not comply with FFMSR,

#See GAO/AIMD-98-77, February 26, 1998.

3FFMSR are a series of requirements produced by the JFMIP to improve federal financial management
through uniform requirements for financial information, financial systems, and financial organization.

#MStatement of Federal Financial Accounting Standards No. 4, Managerial Cost Accounting Standards.
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federal accounting standards, and the sGL, they also do not comply with
oMB Circular A-127, Financial Management Systems.

In May 1997, 1rs provided Congress a systems modernization plan intended
to bring IRS’ custodial financial systems into conformance with FFMIA.
Planned improvements include (1) an SGL compliant code and
classification structure which is traceable to detail in the master files,

(2) automated preparation of financial statement balances from the
general ledger, (3) improved unpaid assessment documentation retention
requirements, and (4) extracts of summary unpaid assessment information
by taxpayer, tax module, account status, age, and installment information.
However, in re-evaluating the modernization plan in light of the material
weaknesses we reported in our previous audit, IRS concluded that the
current modernization strategy cannot achieve compliance within the
3-year time frame required by FFMIA. In IRS’ FFMIA noncompliance
remediation plan for its custodial financial management systems, IRS cited
plans to develop an alternative approach employing modifications to
existing systems and additional manual procedures in lieu of building
some modernized subsystems. Some of the planned financial reporting
improvements are embodied in IrS’ Financial Reporting Release which is
currently scheduled to be installed by April 2000. Irs plans to completely
address its computer security weaknesses by December 2000.
Implementation of the full plan as originally envisioned is not expected for
a decade or more.

In October 1998, 1rs prepared a remediation plan designed to address the
material weaknesses cited by the Treasury OIG in its audit of IrS’ fiscal
year 1997 administrative financial statements, which reported material
weaknesses in IRS’ property and equipment and accounting for liabilities
and accrued expenses. However, the corrective actions detailed in this
plan focus primarily on measures such as enhancements to policies and
procedures relevant to these processes and training staff to follow them.
This plan does not address the accounting issues and systemic problems
affecting P&E and accounts payable detailed above, such as the lack of an
accounts payable subsidiary ledger and the inability to account for P&E in
accordance with srras No. 6. In addition, the plan does not address the
additional weaknesses discussed above, such as an administrative general
ledger that does not comply with the sGL, financial reporting weaknesses
that rendered 1rRS unable to reliably prepare four required principal
financial statements (all of which report only administrative accounts), or
the lack of effective management oversight of the financial reporting
process.
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Status of Prior Year
Compliance Issue

Other Significant
Matters

In our audit of 1rS’ fiscal year 1997 Custodial Financial Statements, we
reported that Irs certified distributions of excise taxes to the recipient
trust funds based on amounts assessed taxpayers, rather than certifying
them based on actual collections, as required by the Internal Revenue
Code. We first reported this problem in our audit of 1rS’ fiscal year 1992
financial statements.?® We also reported this issue in our fiscal year 1993
audit and recommended that 1rs develop a means of capturing information
on the specific taxes collected for trust funds so that the amounts
collected by trust funds are readily determinable and excise tax receipts
can be distributed as required by law.?

During fiscal year 1998, 1rs certified distributions of excise tax revenue
collected in the last half of fiscal year 1997 based on amounts assessed
taxpayers. IRs developed a method to allocate total excise tax collections
to specific excise tax related trust funds based on the related taxpayer
returns and implemented this method beginning with the June 1998
certification of first quarter fiscal year 1998 excise tax revenue. This new
approach is consistent with our recommendation and brings IRs into
compliance with the requirements of the Code. However, as discussed
above, weaknesses in the internal controls over this process persist.

In addition to the weaknesses and FFMIA noncompliance discussed above,
we noted other, less significant matters involving IRS’ system of accounting
controls and its operations which we will be reporting separately in a
management letter to IRrs.

In addition to the material weaknesses and other reportable conditions
and noncompliance with laws and regulations discussed above, we
identified two other significant matters which we believe should be
brought to the attention of users of IrS’ principal financial statements and
other financial reports. These concern (1) the importance of Irs
successfully preparing its automated systems for the year 2000 and

(2) supplementing of the Social Security and Hospital Insurance Trust
funds by general fund tax revenues.

¥Financial Audit: Examination of IRS’ Fiscal Year 1992 Financial Statements (GAO/AIMD-93-2,
June 30, 1993).

3See Examination of IRS’ Fiscal Year 1993 Financial Statements (GAO/AIMD-94-120, June 15, 1994).
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Year 2000 Problem
Presents a Significant
Challenge for IRS

IRs is highly dependent on information technology to carry out its mission.
However, most of IrS’ information systems were not designed to read dates
beyond December 31, 1999. As a result, RS is in the midst of a massive
effort to make its information systems Year 2000 compliant in order to
avoid significant disruptions in its operations. IRS’ program represents one
of the largest civilian Year 2000 efforts, with an estimated cost of about
$1.4 billion. These cost estimates include work needed for its
mission-critical information systems, telecommunications networks, and
buildings. At the outset, Irs faced significant challenges in making its
systems Year 2000 compliant. In addition to the size of its effort, IrS lacked
a comprehensive inventory of information system assets, particularly of its
information systems infrastructure (i.e., systems software, hardware, and
telecommunications networks), and Irs’ Chief Information Officer did not
control all mission-critical assets.

In a June 1998 report,>” we provided a status of IrS’ Year 2000 efforts. We
reported that 1rS had made more progress in fixing its applications than its
infrastructure, and that two major Year 2000 system replacement efforts
were experiencing schedule slippages. In addition, we identified two risk
areas for IrS’ Year 2000 effort—that is, the absence of an integrated master
schedule showing the interdependencies among the many Year 2000
efforts and a limited approach to contingency planning. If Irs is unable to
make its mission-critical systems Year 2000 compliant, IrRs could be
rendered unable to properly and promptly process tax returns, issue
refunds, correctly calculate interest and penalties, effectively collect taxes,
or prepare accurate principal financial statements and other financial
reports.

IRs has been acting to address our concerns about a master schedule. The
Commissioner is also taking steps to broaden the contingency planning
effort to help ensure that 1rS had adequately assessed the vulnerabilities of
its core business processes to potential Year 2000 system failures.
Specifically, we recommended that the Commissioner (1) solicit input
from the business functional areas to identify core business processes and
identify those processes that must continue in the event of a Year 2000
failure, (2) map IRS’ mission-critical systems to those core business
processes, (3) determine the impact of information system failures on
each core business process, (4) assess existing contingency plans for their
applicability to potential Year 2000 failures, and (5) develop and test

3RS’ Year 2000 Efforts: Business Continuity Planning Needed for Potential Year 2000 System Failures
(GAO/GGD-98-138, June 15, 1998).
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contingency plans for core business processes if existing plans are not
appropriate.

Since we issued our report, Irs has been taking actions to address our
recommendations. Irs had originally planned to have its first set of
contingency plans by December 15, 1998; however, according to its
officials, IrS did not meet that milestone. We plan to continue monitoring
IRS’ progress in developing contingency plans.

Social Security and
Hospital Insurance Are
Supplemented by General
Fund Revenues

Taxes collected on behalf of the federal government are deposited in the
general revenue fund of the Department of the Treasury, from which they
are subsequently distributed to the appropriate trust funds. Amounts
representing Social Security and Hospital Insurance taxes are distributed
to their respective trust funds based on employee wage information
certified by the Commissioner of the Social Security Administration (SsA).
Consistent with the statutory verification process, the Commissioner
bases this certification on a consideration of both wage information
maintained by ssA and wage information provided by IRrs.

Because the distribution of the Social Security taxes IrRS collects from
employers is based on this certification rather than actual collections, the
federal government’s general fund revenues supplement the Social
Security and Hospital Insurance trust funds. This supplement occurs
primarily because a significant number of employers that file tax returns
for Social Security and Hospital Insurance taxes never actually pay the
assessed amounts. Many of these businesses ultimately go bankrupt or
otherwise go out of business. Also, a significant number of self-employed
individuals do not pay the assessed amounts. As of September 30, 1998,
the estimated amount of unpaid taxes and interest in IrRS’ unpaid
assessments balance was approximately $38 billion for Social Security and
Hospital Insurance.?® While these totals do not include amounts no longer
in the unpaid assessments balance due to the expiration of the statutory
collection period,* they nevertheless give an indication of the cumulative
amount of the supplement provided from the general fund.

3We included interest accrued in these amounts because assessments distributed to the trust funds
earn interest at Treasury-based interest rates, similar to IRS’ interest accruals.

3 As noted earlier, the statutory collection period for collecting taxes is generally 10 years from the
date of the tax assessment. However, this period can be extended under a variety of circumstances,
such as agreements by the taxpayer to extend the collection period, bankruptcy litigation, and court
appeals. Consequently, some tax assessments can and do remain on IRS’ records for decades.
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IRS’ management discussion and analysis, supplemental information, and
other accompanying information contain various data, some of which are
not directly related to the principal financial statements. We did not audit
and do not express an overall opinion on this information. However, we
compared this information for consistency with the principal financial
statements and discussed the methods of measurement and presentation
with IRS officials. Based on our limited work, we found no material
inconsistencies with the principal financial statements or oMB guidance.
However, given the severity of the issues raised earlier with respect to
accounting, reporting, and internal controls over IRS’ administrative
activities, such comparisons may not be meaningful.

In performing our review of Irs’ key performance indicators, we found that
the measure related to toll-free telephone level of access is potentially
misleading. Irs reports that for fiscal year 1998, the toll-free telephone
level of access is 89.96 percent. Based on this, readers of IRS’ MD&A will
likely conclude that over 89 percent of callers successfully contacted an
IRS representative. However, IrRS defines “access” as including all callers
who reach IRs’ telephone system, including those who subsequently hang
up before an IRS representative comes on the line. We found that based
upon another measure IRs refers to as “toll-free telephone level of service,”
approximately 70 percent of callers to Irs actually succeed in having their
calls answered by Irs. We believe this measure, which is not included in its
MD&A, more accurately represents the percentage of callers that
successfully contact IRS.

Management is responsible for

preparing the annual principal financial statements in conformity with the
basis of accounting described in note 1 to the principal financial
statements;

establishing, maintaining, and assessing internal controls to provide
reasonable assurance that the broad control objectives of FIA are met; and
complying with applicable laws and regulations and FFMIA requirements.

We are responsible for obtaining reasonable assurance about whether

4Toll-free telephone level of access is defined as the sum of the number of calls answered and the
number of calls that are abandoned by the caller before getting assistance divided by total call
attempts (which consist of calls answered, calls that are abandoned, and calls that receive a busy
signal).
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« the principal financial statements are reliable (free of material
misstatements and presented fairly, in all material respects, in conformity
with the basis of accounting described in note 1), and

+ management’s assertion about the effectiveness of internal controls is
fairly stated, in all material respects, based upon criteria established under
the Federal Managers’ Financial Integrity Act of 1982 and oMB Circular
A-123, Management Accountability and Control.

We are also responsible for testing compliance with selected provisions of
laws and regulations*' and FFMIA requirements, and for performing limited
procedures with respect to certain other information appearing in these
annual principal financial statements.

Except as discussed above, in order to fulfill these responsibilities, we

» examined, on a test basis, evidence supporting the amounts and
disclosures in the principal financial statements;

« assessed the accounting principles used and significant estimates made by
management;

« evaluated the overall presentation of the principal financial statements;

« obtained an understanding of internal controls related to financial
reporting, including safeguarding assets, and compliance with laws and
regulations, including execution of transactions in accordance with budget
authority;

» tested relevant internal controls over financial reporting, including
safeguarding assets and compliance, and evaluated management’s
assertion about the effectiveness of internal controls;

« considered compliance with the process required by the Federal
Managers’ Financial Integrity Act for evaluating and reporting on internal
control and financial management systems;

» tested compliance with selected provisions of the following laws and
regulations (referenced to the United States Code)

« Internal Revenue Code (appendix I),

» Government Management Reform Act of 1994 {31 U.S.C. §§ 3515, 35621
€9]2

» Civil Service Reform Act of 1978 {56 U.S.C. § 5332},

« Fair Labor Standard Act of 1938, as amended {29 U.S.C. § 206},

« Civil Service Retirement Act of 1930, as amended {5 U.S.C. § 8334},

» Federal Employees’ Retirement System Act of 1986, as amended {5
U.S.C. § 8423},

4IThese are laws and regulations that, we believe, have a direct and material effect on the principal
financial statements.
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« Social Security Act, as amended {26 U.S.C. §§ 3101, 3121, and 42 U.S.C.
§ 430},

» Federal Employees Benefits Act of 1959, as amended {5 U.S.C. §§ 8905,
8906, 8909}, and

» Federal Employees’ Group Life Insurance Act of 1980 {5 U.S.C. § 8701},
and

tested whether IrRS’ financial management systems comply with FFMIA

requirements: (1) Federal Financial Management Systems Requirements,

(2) applicable federal accounting standards, and (3) the U.S. Standard

General Ledger at the transaction level.

We did not evaluate all internal controls relevant to operating objectives as
broadly defined by FIA, such as those controls relevant to preparing
statistical reports and ensuring efficient operations. We limited our
internal control testing to those controls necessary to achieve the
objectives outlined in our opinion on management’s assertion about the
effectiveness of internal controls. Because of inherent limitations in any
internal control system, losses, noncompliance, or misstatements may
nevertheless occur and not be detected.

As the auditor of IrS’ principal financial statements, we are reporting under
FFMIA on whether IRS’ financial management systems substantially comply
with the Federal Financial Management Systems Requirements, applicable
federal accounting standards, and the U.S. Standard General Ledger at the
transaction level. In making this report, we considered the implementation
guidance for FrFMIA issued by oMB in Bulletin 98-08 Audit Requirements for
Federal Financial Statements.

We did not test compliance with all laws and regulations applicable to IRS.
We limited our tests of compliance to those required by oMB under Bulletin
98-08 and which we deemed applicable to the principal financial
statements of IrRS. We caution that noncompliance other than that
discussed in this report may occur and not be detected by these tests and
that such testing may not be sufficient for other purposes.

Except for the limitations on the scope of our work on the principal
financial statements described above, we performed our work in
accordance with generally accepted government auditing standards and
oMB Bulletin 98-08.
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In commenting on a draft of this report, IrS stated that it generally agreed
with the findings and conclusions in the report. IrS acknowledged the
issues, concerns, and internal control weaknesses we cited, and
emphasized its commitment to address these matters. 1rRs stated that it has
assembled a corrective action team under the direction of the Chief
Financial Officer (cro) to formulate a detailed plan for addressing each of
the issues raised in the report. IRrS stated that it anticipates completing the
plan by March 31, 1999. 1rs also stated that it would be bringing in outside
experts to assist its staff in resolving known deficiencies and problems
with respect to the agency’s administrative operations. IRs stated that,
while its financial management systems were not designed to meet current
systems and financial reporting standards, the agency is in the process of
planning and implementing interim solutions until such time as enhanced
systems are available over the next several years. The Chief Information
Officer is working in conjunction with the CFo to identify priorities and
resources needed to complete the necessary systems solutions. We will
continue to work closely with 1rs and evaluate the effectiveness of its
corrective actions as part of our audit of Irs’ fiscal year 1999 financial
statements.

Additionally, Irs stated that it had a number of initiatives underway to
address several of the issues raised in this report and in our prior audits.
First, with respect to its unpaid assessments, these initiatives include (1) a
review of multiple assessments—trust fund recovery penalties—and
alternatives to ensure that taxpayer accounts are appropriately credited
for payments and adjustments made to related accounts, and (2) a task
force established to address documentation standards and record
retention policies and practices. We will review the results of these
initiatives as they are completed. With respect to revenue reporting and
distribution, IRs also stated that it had recently completed its study on
whether to require taxpayers to provide information on how payments
should be applied to specific types of taxes at the time the taxpayer
submits the payments, and has concluded that at this time IrRS would not
pursue such reporting requirements. We will review the results of this
study as part of our audit of IrS’ fiscal year 1999 financial statements. We
remain concerned, however, that the existing process results in IrS’
inability to separately report on the specific amount of revenue it actually
collects for three of the federal government’s four largest revenue sources,
and necessitates the need for a multi-stage, complex, and error-prone
process to distribute excise taxes to the recipient trust funds.
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We agree with IrRS’ comment that the issue of capitalization thresholds for
P&E is a governmentwide issue. We have initiated discussions with the oMB
on the development of governmentwide guidance on P&E capitalization
thresholds. However, as it relates to Irs, we do not believe that
capitalization thresholds used by other agencies are relevant. It is our
position that each federal agency, because of its size and diversity of asset
base, needs a capitalization threshold that is appropriate for its own
unique circumstances. As our report notes, IrS’ use of a $50,000 threshold,
established by the Treasury Department cro Council, resulted in $1.2
billion (69 percent) of its gross P&E being excluded from the September 30,
1998, financial statements. In addition, IrRS’ financial statements show

$339 million of expenses for P&E purchased during fiscal year 1998, while
only about $30 million (9 percent) was actually capitalized. We continue to
believe that the $50,000 capitalization threshold is inappropriate and
significantly contributed to the likely material understatement of IrS’
September 30, 1998, P&E balance.

IRS stated that it continues to report the toll-free telephone level of access
because it is one of seven high impact agency goals identified and tracked
by the National Partnership for Reinventing Government. Irs further stated
that in the future this measure will be replaced with the “toll-free
telephone level of service.” However, reporting of the toll-free telephone
level of access as it is presented in IrRS’ MD&A for fiscal year 1998 is
potentially misleading. Readers of IRS’ MD&A will likely inappropriately
conclude that 89.96 percent of taxpayers calling Irs actually speak to an IRS
representative. The use of IrS’ toll-free telephone level of service measure,
which does not recognize an abandoned taxpayer call as a success, is a
more appropriate measure. We support IrS’ use of the toll-free telephone
level of service measure in future years.

The complete text of IRS’ response to our draft report is presented in
appendix IL

- Wih——

David M. Walker
Comptroller General
of the United States

February 12, 1999
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Balance Sheet

Department of The Treasury
Internal Revenue Service
Balance Sheet
As of September 30, 1998

(In Millions)
ASSETS

Entity Assets:
Intragovernmental: Fund balance with Treasury and other (Note 2)

Property and equipment, net, and other
Total Entity Assets

Non-entity Assets;

Intragovernmental: Due from Treasury

Federal taxes receivable, net of
allowance for doubtful accounts of $ 55,000 (Note 3)
Other custodial assets
Total Non-entity Assets

Total Assets

LIABILITIES

Liabilities Covered by Budgetary or Other Resources
Intragovernmental: Duc o Treasury (Note 3)
Accounts payable and accrued benefits

Federal tax refunds payable
Other custodial liabilities
Accounts payable and other
Accrued payroll
Total Liabilitics Covered by Budgetary or Other Resourccs

Liabilities not Covered by Budgetary Resources
Intragovernmental: Accrued Workers’ Compensation

Accrued annual leave
Actuarial liability for Workers” Compensation
Contingencies (Note 4)
Total Liabilities not Covered by Budgetary Resources
Total Liabilities
NET POSITION (Note 5)

Total Liabilities and Net Position

$ 1,969
202
2,171

1,159

26,000
57
27,216

529,387

$26,000
125

1,159
57

103
216
27,660

70

353
356

17

796
28,456

931

$29,387

The accompanying notes are an integral part of these statements
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Statement of Net Cost

Department of the Treasury
Internal Revenue Service
Statement of Net Cost
For the Fiscal Year Ended September 30, 1998

(In Millions)
COSTS:
Programs Costs
Processing Assistance & Management $3,083
Tax Law Enforcement 3,459
Information Systems 1,405
Subtotal 7,947
Less: Eamned revenues not attributed to programs (198)
Net Cost of Operations (Note 6) $7,749

The accompanying nofes are an integral part of these statements

2
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Statement of Changes in Net Position

Department of the Treasury
Internal Revenue Service
Statement of Changes in Net Position
For the Fiscal Year Ended SeEtemher 30, 1998
(In Millions)

Net Cost of Operations $7,749

Financing Sources (other than exchange revenues)

Appropriations used 7,413

Imputed financing 426
Total Financing Sources 7,839
Net Results of Operations 90
Increase in Unexpended Appropriations 376
Change in Net Position 466
Net Position - Beginning of Period _ 465
Net Position - End of Period _ 8931

The accompanying notes are an integral part of these statements

3-
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Statement of Budgetary Resources

Department of the Treasury
Internal Revenue Service
Statement of Budgetary Resources
For the Fiscal Year Ended September 30, 1998

Budgetary Resources

Budget authority

Unobligated balances - beginning of period
Spending authority from offsetting collections
Adjustments

Total Budgetary Resources

Status of Budgetary Resources
Obligations incurred

Unobligated balances - available
Unobligated balances - not available

Total Status of Budgetary Resources

Outlays

Obligations incurred

Less: spending authority from offsetting
collections and adjustnients

Obligated balance, net - beginning of period

Less: obligated balances, net - end of period

Total Outlays

(In Millions)

$7,903
293
132

93

$8,421

$7,987

The accompanying nofes are an integral part of these statements

4-
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Statement of Financing

Department of the Treasury
Internal Revenue Service
Statement of Financing
For the Fiscal Year Ended September 30, 1998

{In Millions)

Obligations and Nonbudgetary Resources

Obtligations incurred

Less: Spending authority for offsetting
collections and adjustments

Financing source - imputed financing

Exchange revenue not in the budget

Total Obligations, as Adjusted, and

Nonbudgetary Resources

Resources That Do Not Fund the Net Cost of Operations
Change in amount of goods, services, and
benefits ordered but not yet received or provided
Costs capitalized on the balance sheet
Financing sources that fund costs of prior periods
Total Resources That Do Not Fund the
Net Cost of Operations

Costs That Do Not Require Resources
Depreciation and amortization

Total Costs That Do Not Require Resources
Financing Sources Yet to be Provided

Net Cost of Operations

$7,987
Q@
(92)

8,050

(325)
(65)
(36)

(426)

100
100

25

§7,749

The accompanying notes are an integral part of these statements

-5.
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Statement of Custodial Activity

Department of the Treasury
Internal Revenue Service
Statement of Custodial Activity
For the Fiscal Year Ended September 30, 1998

(In Billions)
REVENUE ACTIVITY
Collections of Federal Tax Revenue (Note 7)
Individual income, FICA/SECA, and other $1,472
Corporate income 213
Excise 46
Estate and gift 25
Railroad retirement 5
Federal unemployment 6
Total Collections of Federal Tax Revenue 1,767
Decrease in federal taxes receivable, net )
Total Federal Tax Revenue 1,765
Distribution of federal revenue to Treasury (1,767)
Decrease in amount due to Treasury 2
NET FEDERAL REVENUE ACTIVITY $ 0
FEDERAL TAX REFUND ACTIVITY (Note 8)
Total Refunds of Federal Taxes $ 151
Appropriations Used for Refund of Federal Taxes (151)
NET FEDERAL TAX REFUND ACTIVITY $ 0

The accompanying notes are an integral part of these statements

-6-
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Notes to Financial Statements

Internal Revenue Service
Notes to Financizl Statements
for the Fiscal Year Ended September 30, 1998

The Internal Revenue Service’s (the Service’s) financial statements have been prepared as
mandated by the Chief Financial Officers Act of 1990 and the Government Management
Reform Act of 1994, 31 U.S.C. 3515 (b). In preparing the statements, the Service used the
Office of Management and Budget’s (OMB’s) Bulletin Number 97-01, Form and Content of
Agency Financial Statements. This OMB bulletin provides format and disclosure information
for preparing financial statements for federal entities. This bulletin also incorporates those
standards promulgated by the Federal Accounting Standards Advisory Board (FASAB). The
Service prepared these financial statements from the books and records of the Service in
accordance with the formats prescribed by OMB,

Note 1. Summary of A. Reporting Entity

Significant

Accounting Policies ~ The Service is a bureau of the U.S. Department of the Treasury (Treasury). The Service
originated in 1862, when the Congress established the Office of the Commissioner of the Internal
Revenue. In 1952 the Burean was reorganized by the Congress and in 1953 became the Internal
Revenue Service.

The mission of the Service is to provide America’s taxpayers top quality service by helping them
understand and meet their tax responsibilities and by applying the tax law with integrity and
fairness to all.

These financial statements report on both the administrative and custodial activities which were
presented separately in prior years. On the balance sheet, assets relating to administrative and
custodial activities are presented, respectively, in separate “Entity” and “Non-entity” sections,
in accordance with applicable OMB guidance. Non-entity assets and corresponding liabilities
are administered by the Sesvice on behalf of the Treasury. In accordance with applicable law,
these assets and liabilities are unavailable for use in Service operations.

ing and Pr ion

413 » DA € AL DIRICINC 0 ln_'; it

Th are pr d on the accrual basis of accounting. Under the accrual method,
revenues are recognized when earned and expenses are recognized when a liability is incurred,
without regard to receipt or payment of cash.

The statement of budgetary resources is presented using the budgetary basis of accounting.
Budgetary acoounting facilitates compliance with legal constraints and controls over the use of
federal funds. This financial statement is in addition to the reports prepared by the Service
throughout the year pursuant to OMB directives for purposes of monitoring and controlling the
Service's obligation and expenditure of budgetary resources.

Statement of Financing
The statement of financing is presented using both an accrual and a budgetary basis of accounting
as a means to facilitate understanding of the differences between the two accounting bases.

{1

The statement of custodial activity is presented primarily on the modified cash basis of
accounting. Specifically, total federal revenue is recognized when received and is reported net
of the change in federal taxes receivable. The related distribution of all such collections to the
U.S. Treasury, however, is reported on the cash basis. Refunds of taxes and interest, as well as
Eamed Income Tax Credit (EITC) payments, are also reported on the modified cash basis.
Specifically, refunds, and EITC payments, are recognized when disbursed and are reported net
of the change in the federal tax refunds payable.

-7-
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Internal Revenue Service
Notes to Financial Statements
for the Fiscal Year Ended September 30, 1998

Note 1. Summaryof C. Fund Balance with Treasury

Significant
Accounting Policies  Fund balance with Treasury represents the aggregate amount in the Service’s accounts with
(continued) which the Service is authorized to make expenditures and pay liabilities. This amount includes

clearing account balances. The Service also receives reimbursement from federal agencies, state
and local governments, and the public for services rendered.

To the extent that the Service maintains fund balances in deposit, suspense, and clearing accounts
that are not available to finance its activities, those balances are reported as non-entity assets,

D. Property and Equipment, Net, and Other

Property and equipment purchased individually that cost $50,000 or more is capitalized.
Leasehold improvements in excess of $50,000 are also capitalized. Depreciation is calculated
on a straight-line basis over the useful life of the asset. Other entity assets, included on the
balance sheet, consist of imprest funds, accounts receivable, advances, inventory and related
property.

IRS has cancelable agreements with the General Services Administration for office space for a
quarterly/monthly rental fee.

E. Permanent and Indefinite Appropriation

The Service uses a special class of appropriation, designated as “permanent and indefinite,” to
disburse tax refund principal and related interest. This permanent and indefinite appropriation
is not subject to budgetary ceilings set by the Congress during the annual appropriation process.
Because the refunds, from a budgetary standpoint, are permanently funded by the Congress,
refunds payable at year-end are fully funded. The asset “Due from Treasury” designates this
approved funding to pay year-end tax refund Habilities, which are refiected in the appropriations
used for refund of federal taxes on the statement of custodial activity along with tax refund
payments for the year,

Although funded through appropriations, refund activity is reported as a custodial activity of
the Service. This presentation is appropriate because refunds are, in substance, a custodial
revenue-related activity in that they are a direct result of taxpayer overpayments of their tax
liabilities. Federal tax revenuc received from taxpayers is not available for use in the operation
of the Service and is not reported on the statement of net cost. Likewise, the resultant refunds
of overpayments are not available for use by the Service in operations. Consequently, to present
refunds as an expense of the Service on the staterment of net cost with related appropriations used
would be inconsistent with the reporting of the related federal tax revenue and would materially
distort the costs incurred by the Service in meeting its strategic objectives.

F. Tax A s and Abat ts

Under the Intemal Revenue Code Section 6201, the Commissioner of the IRS, as delegated by
the Secretary of Treasury, is authorized and required to make inquiries, determinations, and
assessments of all taxes which havebeen imposed and accruing undér any internal revenue law
but which have not been duly paid (including interest, additions to the tax, and assessable
penalties). Unpaid assessmentsresult from taxpayers filing returns without sufficient payment;
as well as from the Service’s enforcement programs, such as examination, underreporter,
substitute for return, and combined annual wage reporting.

_8-
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Internal Revenue Service
Notes to Financial Statements
for the Fiscal Year Ended September 30, 1998

Note 1. Summaryof The Commissioner of the IRS also has authority to abate the paid or unpaid portion of an

Significant assessed tax, interest, and penalty. Abatements occur for a number of reasons and are a normal
Accounting Policies  part of the tax administration process (e.g., correcting an assessment from an enforcement
(continued) program, taxes discharged in bankruptcy, accepted offers in compromise for less than the full

amount of taxes owed, amended tax retums, and penalty abatements for reasonable cause). The
abatement process is also used by taxpayers to contest assessments made due to mathematical
or clerical errors, and for contesting an assessment once the liability has been satisfied. Another
form of abatement occurs when a qualifying corporation claims a net operating loss that creates
a credit that can be carried back to reduce a prior year’s tax liability. Abatements may result in
claims for refunds or a reduction of the unpaid assessed amount,

G. Federal Taxes Receivable

Federal taxes receivable and the cormesponding liability, “Duc to Treasury,” are not accrued until
related tax returns are filed, or assessments made, and prepayments netted against liabilities.
Accruals are made to reflect penalties and interest on taxes receivable through the balance sheet
date.

The Statement of Federal Financial Accounting Standards (SFFAS) No. 7 is effective for fiscal
year 1998, although the Service implemented significant provisions related to federal taxes
receivable during fiscal year 1997. This standard distinguishes between amounts of unpaid
assessmentsthat should be reported as receivables on the financial statements (taxes receivable)
and the compliance assessments and write-offs that IRS discloses as supplemental information.
A summary of each category follows.

Taxes receivable consist of unpaid assessments (taxes and associated penalties and interest), due
from taxpayers, for which the Service can support the existence of a receivable through taxpayer
agreement, such as filing of a tax return without sufficient payment, or a court ruling in favor of
the IRS. Taxes receivable are shown on the balance sheet net of an allowance for doubtful
accounts. The allowance for doubtful accounts reflects an estimate of the portion of total taxes
receivable deemed to be uncollectible.

Compliance assessments are unpaid assessmentsin which neither the taxpayer nor a court has
affirmed that the taxpayer owes amounts to the Federal Government. Examples include
assessmments resulting from an IRS audit or examination in which the taxpayer does not agree
with the results of the audit or examination.

Write-offs consist of unpaid assessments for which the Service does not expect further
collections due to factors such as taxpayers’ bankruptcy, insolvency, or death. These amounts
are not reported on the balance sheet; however, statutory provisions require that these accounts
be maintained until the statute for collection expires.

H. Accrued Workers’ Compensation

The Federal Employees Compensation Act (FECA) program is administered by the U.S.
Department of Labor and provides income and medical cost protection to covered federal civilian
employees who have been injured on the job or have incurred a work-related occupational
disease. The Service recognizes estimated incurred FECA costs for claims of IRS employees
as a liability not covered by budgetary resources.

9.
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Note 1, Summary of L Accrued Annual Leave

Significant
Accounting Policies  Accrued annual leave consists of accrued payroll and benefits that the Service’s employees have
(continued) eamed but are unpaid at September 30, 1998. At the end of the year the balance is adjusted to

reflect current wage rates and the net change in the amount of accrued leave eamned and taken
during the year. Accrued annual leave is classified as a liability not covered by budgetary
resources as the Service expects to pay this accrued unfunded liability from future years’
appropriations.

J. Actuarial Liability for Workers’ Compensation

The actuarial liability estimates for FECA benefits represent the expected liability for death,
disability, medical, and miscellaneous costs for approved compensation cases. In 1998, the
liability was determined using the paid losses extrapolation method calculated over the next 37-
year period. This method uses historical benefit payment patterns related to a specific incurred
period to predict ultimate payments related to that period.

K. Financing Sources and Exchange Revenue

The Savice receives the majority of its funding through annual, multi-year, no-year, and trust
fund appropriations that are available for use within statutory limits for operating and capital
expenditures. Appropriations are recognized as financing sources when the related expenses are
incurred. The Sexvice enters into reimbursable agreements with Treasury, bureaus of Treasury,
and other federal entities to accomplish program objectives. Under these arrangements, IRS
provides, or receives, goods or services at an agreed-upon price that usually covers all applicable
costs. Revenue from reimbursable agreements is recognized when the services are provided. A
liability is recognized when services are rendered by the providing entity. The Service also
receives revenue from user fees.

In addition, the IRS incurs certain costs that are paid in total or in part by other federal entities,
such as pension costs. These constitute subsidized costs and are recognized by IRS on its
statement of changes in net position as an imputed financing source equal to the cost paid by the
other federal entity.

Note 2. Fund Balance Fund balance with Treasury and other consisted of the following as of September 30, 1998:
with Treasury and

Other Appropriated and other funds $1,832
(In Millions)
Other Intragovernmental Entity Assets:
Accounts receivable, net 35
Advances to other government agencies 102
Subtotal: Other 137
Fund Balance with Treasury and Other $1,969
-10-
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Note 3. Federal Taxes Federal taxes receivable (gross) was $81 billion as of September 30, 1998, and consisted of tax
Receivable, Net assessments, penalties, and interest which were not paid or abated, and which were agreed to by
either the taxpayer and the Service, or the courts.

Federal taxes receivable, net, equaled $26 billion as of September 30, 1998, and is the portion
of federal taxes receivable (gross) estimated to be collectible. It is based on projections of
collectibility from a statistical sample of taxes receivable. An allowance for doubtful accounts
of $55 billion was established for the difference between the gross federal taxes receivable and
the portion estimated to be collectible. Due to Treasury is the offsetting liability to federal taxes
receivable, representing amounts to be transferred to Treasury when collected.

Note 4. Contingencies As of September 30, 1998, the Service identified and accrued liabilities of $17 million for
pending and threatened legal matters which, in the opinion of the Chief Counsel, are probable
losses associated with pending and threatened legal matters. These liabilities could change
depending on the ultimate outcome of cases. Further, additional losses from pending and
threatened legal matters, considered reasonably possible by the Chief Counsel, are estimated to
be $8 million. The Serviceis also involved in various legal actions for which amounts will be
payable from the Judgment Fund in accordance with 31 U.S.C. 1304. Ofthe $17 million accrued
by the Service, $15 million will be payable from the Judgment Fund for judgments and
settlements relating to Service litigation and claims. Of the $8 million in reasonably possible
losses, approximately $1 million will be payable from the Judgment Fund.

Note 5. Net Position  Net position as of September 30, 1998 was as follows:

(In Millions)
Unexpended Appropriations:
Unobligated balances
Unrestricted $364
Restricted 70
Undelivered orders 963
Total Unexpended Appropriations 1,397
Change in Net Position (466)
Net Position $931

Unexpended appropriations represent the amount of spending authorized as of year-end that is
liquidated or unobligated and had not lapsed, been rescinded, or withdrawn. No-year
appropriations remain available for obligation until expended. Annual appropriations remain

available for upward or downward adjustment of obligations until canceled.

“11-
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Note6. Net Costof  The schedule below details the net cost of operations by budget functional classifications:

Operations

(In Millions) General
Expense Category Government
Personnel Compensation and Benefits $5,811
Rent 859
Equipment 339
Printing and Reproduction 70
Travel and Transportation 160
Other Services 647
Other 6l
Subtotal 7,947
Less: Earned Revenues not Attributed to Programs 198
Net Cost of Operations $7,749

Personnel compensation and benefits includes $209 million in compensation and benefits for
FICA and Medicare which is also included as revenue on the statement of custodial activity.

Note 7. Collections of Total tax collections are transferred by the Service to the U.S. Treasury. Collection activity,
Federal Tax Revenue by financial statement line item and tax year, was as follows for the fiscal year ended
September 30, 1998 (in billions):

Collections
received
FY 1998 Tax Year
1998 1997 1996 Prior years
Individnal income,
FICA/SECA, and other 31,472 § 948 $502 s s
Corporate income 213 * 139 64 2 8
Excise 46 31 15 0 0
Estate and gift 25 0 22 1 2
Railroad retirement N 4 1 0 0
Federal unemployment 6 5 1 0 0
Total $1,767 $1,127 $605 $14 $21
100% 64% 34% 1% 1%
* Includes tax year 1999 corporate income tax receipts of $7 billion

Individual income, FICA/SECA, and other includes $44 billion in payroll taxes collected
from other federal agencies. Of this amount, $9 billion represents the portion paid by the
employers.

-12-
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Note 8. Federal Tax
Refund Activity

Refund activity, broken out similarly to collection activity by tax year, was as follows for the
fiscal year ended September 30, 1998 (in billions):

Refunds
Disbursed
FY 1998 Tax Year
1998 1997 1996 Prior years
Individunal income,
FICA/SECA, and other $123 31 $113 36 $3
Corporate income 26 1 12 3 10
Excise 1 1 0 0 0
Estate and gift 1 0 1 0 0
Railroad retirement 0 0 0 0 0
Federal unemployment 0 0 0 0 0
Total 8151 83 $126 $9 $13
100% 2% 83% 6% 9%

Individual income, FICA/SECA, and other refunds amount includes EITC refunds. The EITC
was originally authorized by the Tax Reduction Act of 1975 (Public Law 94-12) and made
permanent by the Revenue Adjustment Act of 1978 (Public Law 95-600). The EITC is a special
credit for taxpayers who work and whose eamings fall below the established allowance ceiling.
Qualified taxpayers can receive partial credit in advance in each paycheck.

In FY 98, IRS issued $23.2 billion in EITC refunds, of which $108 million was applied to
advance EITC. An additional $6.6 billion of the EITC credits were applied to reduce taxpayer

liability.

-13-
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Other Claims for
Refunds

Federal Taxes
Receivable, Net
(In Billions)

Management has estimated amounts that may be paid out as other claims for tax refunds. This
estimate represents an amount (principal and interest) that may be paid for claims pending
judicial review by the Federal courts or, internally, by Appeals. The total estimated payout
(including principal and interest) for claims pending judicial review by the Federal courts is
$9.8 billion and by Appealsis $14.9 billion. Although theserefund claims have been deemed
to be probable, they do not meet the criteria in SFFAS No. 5 for reporting the amounts in the
balance sheet or for disclosure in the notes to the financial statements. However, they meet
the criteria in SFFAS No. 7 for inclusion as supplemental information.

In accordance with SFFAS No. 7, some unpaid assessments do not meet the criteria for
financial statement recognition as discussed in Note 1 to the financial statements. Although
compliance assessmentsand write-offs are not considered receivables under federal accounting
standards, they represent legally enforceable claims of the IRS - acting on behalf of the federal
government  Thereis, however, a significant difference in the collection potential of these
categories.

The components of the total unpaid assessmentsand derivation of net federal taxes receivable
at September 30, 1998, were as follows:

Total unpaid assessments $222
Less: Compliance assessments 22)
Write-offs (119)
Gross Federal Taxes Receivable 81
Less: Allowance for doubtful accounts (55)
Federal Taxes Receivable, net $26

The Service cannot reasonably estimate the amount of allowance for doubtful accounts
pertaining to its compliance assessments, and thus cannot determine their net realizable value
nor the value of the pre-assessment work-in-process.

To elimi double~c ing, the complianc reported above exclude trust fund
recovery penalties, totaling $15 billion, assessed against officers and directors of businesses
who were involved in the non remittance of federal taxes withheld from their employees. The
related unpaid assessments of those businesses are reported as taxes receivable or write-offs,
but the Service may also recover portions of those busi ’ unpaid ts from any
and all individual officers and directors against whom a trust fund recovery penalty is assessed.

-14-
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Schedule of

Processing
Budgetary Assistance &  TaxLaw  Information
Resources by anagement Epforcement  Svstems Other Total
Major Budget
Accounts Budgetary Rgsources
(In Millions) Budget authority $2,965 $3,106 $1,369 $463 $7,903
Unobligated balances -
beginning of period 18 42 222 11 293
Spending authority from
offsetting collections 34 70 6 22 132
Adjustments (83) 12 192 (28) 93
Total Budgetary
Resources $2.934 33,230 $1,789 3468 $8,421
Status of Budgetary
Resources
Obligations incurred $2,907 $3,199 $1,731 $150 $7,987
Unobligated balances -
available 8 4 34 318 364
Unobligated balances -
not available 19 27 24 - 70
Total Status of
Budgetary Resources $2,934 $3,230 $1,789 $468 $8,421
Outlays
Obligations incurred 2,907 3,199 1,731 150 7,987
Less: spending authority
from offsetting collections
and adjustments 50 (102) (200) 19 271)
Obligated balance, net -
beginning of period . 267 353 545 @) 1,163
Less: obligated balances,
net - end of period (533) (295) (706) 8) (1,542)
Total Outlays $2,691 §3,155 31,370 $121 $7,337
-15-
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Tax Burden The Internal Revenue Code provides for progressive rates of tax, whereby higher incomes are
generally subject to higher rates of tax. The chart below illustrates the latest available
information on the taxable income and related income tax for individuals by income level and
for corporations by size of assets.

TAX BURDEN TABLE
Individual Income Tax Returns (Tax Year 1996 data)

Size of Adjusted Gross IncomeEinthousandsf

Total returns 42,673,765 29,547,114 22,116,289 20,160,813 4,612,244 1,524,048

Taxable income $60,751,843  $322,967,109 $558,587,366 $976,861,175 $468,615,932  $712,936,340
(in thousands)

Total tax liability $10,726,679 348,648,432  $93,949,993 $186,713,424 $115,008,844  $234,221,163
(in thousands)

Tax burden % of
taxable income 17.66% 15.06% 16.82% 19.11% 24.54% 32.85%

Corporation Income Tax Returns (Tax Year 1995 data)

Size of Total Assets (inmillions)

Total returns 4,053,016 356,591 41,448 8,359 7,216 7,537,

Taxable income $23,776,302  $24,480,972  $24,045,087 $14,844,318  $28,007,712  $449,569,626
(in thousands)

Total tax liability $5,734,339 $7,528,148 $7,788,947 $4,777,066 $8,767,868  $121,796,421)
(in thousands)

Tax burden % of
taxable income 24.12%

[Average Tax per ..

30.74% 32.39% 32.18% 31.31% 27.09%)

Tax Tax expenditures are the foregone federal revenue resulting from deductions and credits provided in

Expenditures  the Internal Revenue Code. Since tax expenditures directly affect funds available for government

(In Thousands) ~ Operations, decisions to forego federal revenue are as important as decisions to spend federal
revenue.

The tax expenditures figure for deductions is calculated using the average tax burden percentage of
taxable income applied to the total deductions. Total credits against tax liability result directly in
tax expenditure.

-16-
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Tax A summary of certain categories of tax expenditures follows. Please note that the chart below
Expenditures  presents the latest available tax return data.

(In Thousands) |x 5 x E X PENDITURES T A B L E
(continued)

INDIVIDUAL INCOME TAX RETURNS (Tax year 1996 data)

Deductions Resulting Tax
Deductions on Taxable Income & Credits _Expenditures
Basic std deduction $415,113,986
Additional std deduction 13,462,417
Itemized in excess of limitation 18,901,571
Medical & dental expense 26,787,262
Interest paid 227,625,566
Taxes paid 202,508,276
Charitable contribution __ 84264918
Total Deductions $988,663,996 $219,780,006
Average tax burden % 22.23%
Credits Against Tax Liabili
Child care credit $2,530,689
Credit for the elderly or disabled 32,060
Foreign tax credit 3,147,731
General business credit 648,634
Minimum tax credit 636,343
Barned Income Tax credit, offset tax liability 5,763,150

Total Credits  ARISE6T S L2TSR607
Total Expendi Individual Tax Returns ~ 1 &&é&m

CORPORATION INCOME TAX RETURNS (Tax year 1995 data)

Deductions

Net operating loss $57,135,546

Dividends received 23,365,442

Public utility dividends paid 71,598

Total Deductions $80,572.586 $22,310,549
Average tax burden % 27.69%
Credits

Foreign tax credit $30,420,276

U.S. possessions tax credit 3,056,017

Non conventional source fuel credit 732,031

General business credit 3,388,423

Total Credits $37.596.747 $37,596.747

Total E; tation Income Tax Returns’

-17-
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INTERNAL REVENUE SERVICE
Management Discussion and Analysis
for the Fiscal Year Ended September 30, 1998

ORGANIZATION

To facilitate the administration of the tax program, the IRS has a decentralized organizational structure
with a Headquarters, Regional and District Offices and Service Centers. A detailed organization chart
showing the Service’s structure can be seen on Exhibit 1.

HEADQUARTERS

The National Office, located in Washington, DC, develops nationwide policics and programs for the
administration of the Intemal Revenue laws and directs, guides, coordinates and controls the operations of
the IRS. Also assigned to Headquarters are the Martinsburg Computing Center in Martinsburg, West
Virginia, Detroit Computing Center in Detroit, Michigan; Beckley Administrative Services Center in
Beckley, West Virginia and 10 Service Centers located throughout the U.S.

REGIONAL OFFICES
There are four Regional Offices, each headed by a Regional Commissioner, which executes nationwide
plans and policies and coordinates, directs, and reviews the activities of the District Offices.

DISTRICT OFFICES

There are 33 Internal Revenue Districts, cach administered by a District Director. Districts may
encompass several states, an entire state, or a certain number of counties within a State, depending on
population. Districts may have local offices, the number and location of which arc determined by taxpayer
and agency needs. District programs include Taxpayer Service, Examination, Collection, Criminal
Investigation and, in some districts, Employee Plans and Exempt Organizations. Functions performed are
assistance and service to taxpayers, determination of tax liability by examination of tax returns,
determination of pension plan qualification or tax exempt status, collection of delinquent rcturns and taxes,
and investigation of criminal and civil violations of internal revenue laws (except those relating to alcohol,
tobacco, firearms and explosives).

SERVICE CENTERS

The Executive Officer for Service Center Operations maintains jurisdictional responsibility for 10 service
centers. Each service center processes tax returns and related documents and maintains accountability
records for taxes collected. Programs include the processing, verification, and accounting control of tax
returns; the assessment of taxes; certification of refunds and administration of assigned examination,
criminal investigation, and collcction functions.
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INTERNAL REVENUE SERVICE
Management Discussion and Analysis
for the Fiscal Year Ended September 30, 1998

MISSION, OBJECTIVES, GOALS

In September 1997, the Internal Revenue Service (Service) completed its’ “Strategic Plan Through 2002".
This plan encompassed FY 1998 and included the Mission, Objectives and Goals shown in Exhibit 4. The
driving force behind Mission accomplishment was “funding the government”. Consequently, the Service’s
initiatives were heavily focused on collecting taxes with less emphasis placed on helping taxpayers comply
with tax laws.

In January 1998, the Commissioner announced a Concept for Modernizing the IRS. The Modernizing
Concept calls for serving taxpaycrs better through service to each taxpayer, service to all taxpayers, and
productivity through a quality work environment. Major portions of the Concept were mandated in the IRS
Restructuring and Reform Act of 1998 (RRA 98). The RRA 98 requires that the Service place a stronger
emphasis on customer service including restating our Mission to emphasize serving the public and meeting
taxpayer needs; creating an oversight board to review and approve major activities; and expanding
taxpayer rights in several areas. Effective in January 1998, the Service began operating under the
Commissioner’s new Modernization Concept as shown in Exhibit 2.

In September 1998, the Service announced its revised Mission Statement reflecting a new emphasis on
serving taxpayers. The Service’s new mission is to: “Provide America’s taxpayers top quality service by
helping them understand and meet their tax responsibilities and by applying the tax law with integrity and
fairness to all”. As the new concept is fully developed, the Service’s strategic plan and key performance
indicators will undergo a complete revision as well. The Service anticipates completing a new strategic
plan during 1999. Until then, the Service’s FY 2000 OMB Budget Submission of September 14, 1998
(pages one through 12) will serve as an interim update of the FY 2002 Strategic Plan.

O Service to each taxpayer O Understand and solve 1 Revamped business practices
O Service to all taxpayers problems from taxpayer’s 0 Organizing into four operating
O Productivity through a quality point of view divisions
work environment 0 Expect managers to be O Developing management roles
accountable with clear responsibility
O Use balanced measures of D Adopting a balanced
performance measurement of performance
O Foster open, honest O Implementing new technology
communication
O Insist on total integrity

Exhibit 2
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INTERNAL REVENUE SERVICE
Management Analysis and Discussion
for Fiscal Year Ended September 30, 1998

KEY PERFORMANCE INDICATORS
Background

The Internal Revenue Service (Service) is a large and complex organization that, consistent with
established management principles and the Government Performance and Results Act, uses a sophisticated
measurement system to gauge its performance and that of its employees. Historically, the Service has
faced a dilemma in devising its indicators. For the most part, the Service has measured its success by
things that could be counted (outputs) such as the number of returns processed, refinds issued, calls
answered, and dollars collected through enforcement. These quantitative indicators were productivity
driven, overvalued enforcement, focused on isolated steps, not outcomes, and may have inadvertently
encouraged unfair treatment of taxpayers.

During the 1960s and 1970s, the Service banned all enforcement related statistics as a measure of
performance. In September 1997, the Senate Finance Committee held three days of oversight hearings on
the Service. Following these hearings, a number of independently conducted reviews documented
considerable historical pressure on the IRS to improve productivity, resulting in a strong emphasis on
productivity results throughout the organization. Congressional scrutiny, General Accounting Office
(GAO) reports, the Government Performance and Results Act, and various Administration initiatives
required the Service to generate more revenue with fewer resources. In response, the Service measured and
reported progress against dollar productivity goals. The reports found that the IRS environment
emphasized revenue production without always providing a corresponding emphasis on quality or the fair
treatment of taxpayers. In October 1997, the Service suspended use of dollar goals and quotas in
measuring revenue from collections and audits; and the inclusion of penalties as part of exam-
recommended assessments.

New Performance Indicators - Balanced Measures, Balanced Performance

The IRS is changing the way it uses measures to focus attention on priorities, assess organizational
performance, and identify improvement opportunities. A measures task force has worked for many months
to develop a plan for addressing existing weaknesses and to set up a new method for measuring
organizational performance. Under the new approach, the framework for measuring performance will
balance the Service’s focus across three major areas: business results, customer satisfaction and cmployee
satisfaction, with business results being comprised on measures of quality and quantity (See Exhibit 3).
Unlike previous measurement efforts, the redesigned measures will ensure that customer and employee
satisfaction share equal importance with business results in driving the agency’s actions and programs.
While recognizing that it will take several years to fully develop and refine the right set of measurements,
initial steps have begun and fiscal year 1999 will be a transition year to introduce the balanced set of
measures, educate and train managers and employees, gather and analyze data, and fine-tune the
measurement system.
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Management Discussion and Analysis
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KEY PERFORMANCE INDICATORS (Continued)

BUSINESS RESULTS

QUALITY
=Did we assess/coltect the proper tax?
+*Did we provide quality customer service?

CUSTOMER SATISFACTION

“What is the general level of customer
salisfaction in specific IR S transactions?

*How often and why are there customer
QUANTITY complaints?
*Did we efficiently execute against the
strategy given the resources?

EMPLOYEE SATISFACTION

*What is the general level of employee satistaction?

*How do employees perceive the effectiveness of
different levels of management?

*Are we providing the right working environment
to enable employees to deliver results
and customer service?

Exhibit 3
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INTERNAL REVENUE SERVICE
Management Analysis and Discussion
for Fiscal Year Ended September 30, 1998

KEY PERFORMANCE INDICATORS (Continued)

Current Performance Indicators

For Fiscal Year 1998, the Service is reporting its performance against the indicators shown in

Exhibit 4. These indicators are part of the Service’s “Strategic Plan Through FY 2002", published
September 30, 1997. The Service is in the process of developing a balanced set of indicators and intends to
issue new interim indicators, based on the frameworks previously discussed by fiscal vear end.
Consequently, the indicators shown in Exhibit 4 will most likely be replaced as more relevant ones are
developed. Also, not all systems generating the indicator data have been reviewed by the GAO to
determine if they produce reliable information. As such, the reader should use prudence in making

assessments or drawing conclusions from them.

SS10

1. Mission Effectiveness Indicator (MEI):

Total Net Revenue - (Budget + Burden)
Total True Tax Liability

: 4l

2. Taxpayer Burden Cost (in Dollars) for IRS to

79.5%

79.7%

FY 98 Plan FY 98 Actual FY 97 Actual
enue at the | S

79.3%

Inquiries (On-Line)

$8.53 $8.35 $8.66
Collect $100
3. Initial Contact Resolution Rate 73.0% 65.8% 70.7%
4. Toll-Free Telephone Level of Access 70.0% 89.96% 64.93%
5. Tax Law Accuracy Rate for Taxpayer 96.0% 93.8% 95.1%

87.4% 87.4% 87.3%
$1.575T $1.616T $1.480T
$0.47 $0.48
$100
Exhibit 4
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INTERNAL REVENUE SERVICE
Management Discussion and Analysis
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KEY PERFORMANCE INDICATORS - ANALYSIS

Mission Effectiveness Indicator (MEI)

The MEI grew modestly (0.5%) between FY 1997 and FY 1998. This increasc was influcnced primarily by a
stronger than expected growth in Total Net Revenue Collected. While Treasury projected revenue gains of 2.6%
between FY 1997 and FY 1998, revenue collections instead increased to 9.1% ($136 billion). The booming
economy, with low inflation (1.5%) and moderate growth in personal income (2.7%), contributed 10 this growth.
Given the magnitude of the MEI indicator, the budget and burden figures have little impact. The marginal
increase in the Total Collection Percentage (causing an increase in the Total True Tax Liability) would
independently cause a reduction in the MEI, but this was more than offset by the gains in net revenue.

Taxpayer Burden Cost (in Dollars) for IRS to Collect $100

Taxpayer burden cost declined from $8.66 in FY 1997 to $8.35 in FY 1998 (a decline of 3.5%). Gains in net
revenue collections (9.1%) were the primary factor influencing this growth; these revenue gains outpaced the gains
in taxpayer burden costs (5.3%), the cost of taxpayers to fulfill their tax obligations. Burden cost, as measured in
dollars, increased as total burden hours and the wage rate increased (2.2% and 3.0%, respectively). Increases in
burden hours were influenced by the following: statutory changes (c.g., the Tax Reform Act of 1997 and the Small
Business Job Protection Act of 1997); a growing econoiny; and changing demographics (e.g., a growing population
with more tax filers).

Initial Contact Resolution (ICR)

The ICR rate for FY 98 marginally declined from target and prior year due to a shift in program emphasis
to Level of Access. As anticipated, this change required the redeployment of a large number of non-toll-
free employees to telephonc staffing who in some instances, referred questions to subject matter experts for
resolution in a subsequent callback.

Toll-Free Telephone Level of Access

The Toll-Free Telephone Level of Access for FY 98 significantly surpassed target and prior year. This
dramatic change primarily resulted from Customer Service initiatives designed to respond to Senate
Finance Committee hearings on taxpayer rights as well as the IRS Restructuring and Reform Act of 1998,
Customer Service was asked to provide a greater Level of Access than in prior years, Consequently, a
large population of employees were trained in a very short timeframe resulting in more taxpayers answered
on the first call.

Tax Law Accuracy Rate for Taxpayer Inquiries (on-line)

The modest FY 98 decline in Tax Law Accuracy from Target and prior year resulted from a shift in
programmatic emphasis to Level of Access. Although many newly trained employecs were used to support
this service, the rate experienced only marginal change.

Total Collection Percentage (TCP)

The Total Collection Percentage represents the rate at which the IRS is successful in collecting all revenue duc by
all taxpayers (Total Net Revenue Collected divided by Total True Tax Liability). The TCP is based on an intensive
audit program, last conducted in 1988. Compliance Research developed this measure, and is now working on
alternate means to measure the tax gap (Total True Tax Liability minus Total Net Revenue Collected).
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KEY PERFORMANCE INDICATORS - ANALYSIS (Continued)

Total Net Revenue Collected
Net revenue collections surged 9.1% from FY 1997 to FY 1998. The booming economy, (a 1.5% increase in
inflation and a 2.7% growth in real income), contributed to this strong growth.

Budget Cost (in Dollars) for IRS to Collect $100

The budget cost to collect $100 was $0.48 in FY 1997 and improved to $0.46 in FY 1998. This indicator measures
the cost to the IRS of executing its revenue collection activities. The measure improved as the revenue surge
(9.1%) was only slightly offset by a budget increase (3.7%). A change in the budget cost by just two cents reflects
a 5.0% improvement.

Page 63 GAO/AIMD-99-75 IRS Fiscal Year 1998 Financial Statements



Management Discussion and Analysis

INTERNAL REVENUE SERVICE
Management Discussion and Analysis
for the Fiscal Year Ended September 30, 1998

PROGRAMMATIC HIGHLIGHTS: OPERATIONS
Submission Processing

The IRS is responsible for receiving and processing electronic and paper tax returns and payments. The
IRS collects more than one trillion dollars annually, processing more than 200 million returns and 30
million individual refunds. In 1998, Submission Processing delivered another successful filing season and
processed over 2 million additional individual returns from the prior year. Part of this success was due to
the Service’s efforts to make it easier for taxpayers to file their tax returns. These efforts include providing
easier tax forms, alternative means of filing such as by computer or phone and by clectronic access to
authoritative guidance from the IRS’ award winning Intcrnet website.

The IRS Internet site “The Digital Daily” has also been extremely popular. During the January through
April 1998 filing scason, the site received over 300 million “hits™ (information accesses) compared to 117
million for the same period the previous year. The number of downloaded files quadrupled from 6 million
in the January through April 1997 period, to over 28 million in the same period in 1998. The following
applications were either developed or upgraded during FY 98.

Tax Professional Corner - The Tax Professional’s Corner provides a quick listing of the information
resources most needed by Tax Professionals. It provides news items, carly release of items to be issued in
the Internal Revenue Bulletins, drafts of revised forms, e-file resources and links to the most technical items
on our website.

Tax Interactive - TAXIi, the online learning lab - The IRS in partnership with the American Bar
Association’s Section of Taxation developed an on-line learning lab for first-time taxpayers, students aged
13-18, who learn about taxes in school. It covers the reasons we pay taxes and how they can meet their tax
obligations. Particularly important is the availability of electronic filing options and teaching electronic
filing. First time taxpayers will leam electronic filing methods rather than paper based filing and learn to
interact electronically with the IRS.

IRS Local News Net - IRS Local News Net is a List Server which supplements the Digital Dispatch (there
are over 40,000 Digital Dispatch subscribers) by providing localized, targeted and immediate information
for tax professionals. It is a system capable of reliable and efficient delivery of information to the tax
professional community across the nation.

The system is structured to support the localized nature of information based upon the tax professional’s
specific needs. Any District Office, Service Center or Computing Center that needs to communicate with
the public or with tax professionals on a regular basis can request a list server. Local News Net Servers are
being developed primarily to reduce the print and postage costs incurred with the Director newsletter.

Page 64 GAO/AIMD-99-75 IRS Fiscal Year 1998 Financial Statements




Management Discussion and Analysis

INTERNAL REVENUE SERVICE
Management Discussion and Analysis
for the Fiscal Year Ended September 30, 1998

PROGRAMMATIC HIGHLIGHTS: OPERATIONS (Continued)
Submission Processing (Continued)

Corporate Partnership Program - The “IRS Corporate Partnership Program” builds working
relationships with large employers to help the employer, their employees and the IRS. The program is
designed to increase availability of tax material, reduce the cost of distribution of materials, and increase
awareness of self-help IRS electronic services. Program participants receive the IRS Federal Tax Products
CD-ROM, Publication 1796. The CD-ROM, which is free to partners, contains more than 700 currcnt
year tax forms, instructions, publications as well as prior year products.

Expanded MailMan Application - MailMan enables customers to submit tax questions on the web sitc
and receive responses via e-mail. MailMan expanded from one site to four in 1998 with about 100 trained
Customer Service Representatives.

Future FY 99 applications include:

Small Business CD-ROM - The CD-ROM for new small businesses, provides a start-up kit to ensure a
comprehensive orientation. It will provide a basic tax primer which highlights the tax information of most
importance during the first two years of operation. In addition, it will provide web links to resources
available on other government and non-profit websites.

Reducing Unnecessary Filing - Taxpayers will be able to answer a series of questions and determine if
their income is below the filing requirements. If their income is below the filing requirements, we provide
them with the capability to download a W-4 or W-4P to adjust their withholding for subsequent years.

E-File Provider Database - Taxpayers can search for the nearest authorized e-file provider. There will
also be an option to download comma dclimited files for reuse in database software packages.

Message Boards - Message Boards will allow IRS to host discussion forums on topics of interest both to
taxpayers and the IRS. One of the first events the Digital Daily will host is a request for comments on the
redesign of IRS notices. The message board capability will be utilized for topics of interest to the public or
to gain some sense of public opinion about IRS policy or proposal.

The Electronic Tax Administration mission is to revolutionize how taxpayers transact and communicate
with the IRS. There are several methods used by the IRS to receive tax returns electronically: (1) individual
taxpayers through TeleFile, (2) taxpayers filing through an Electronic Return Originator including both
Federal and State tax returns, (3) taxpayers using computer software and filing through a third party, (4)
business taxpayers filing quarterly 941s electronically, (5) business taxpayers also using TeleFilc for
certain returns, and (6) the current pilot for On-Line filing for Forms 941 and 1999 pilot of Federal/State
TeleFile for individual taxpayers. In 1998, over 24.5 million returns were filed electronically, an increase
of over 20% from FY 1997,
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PROGRAMMATIC HIGHLIGHTS: OPERATIONS (Continued)
Customer Service

Customer Services provided a greater level of telephone access (customers receiving fewer busy signals)
than in prior years. The Toll-Free Level of Access was significantly raised from our FY 1998 goal of 70%
to almost 90%. Large numbers of employees were trained, in a short period of time, and answered more
customers on the first call. In addition, telephone service was expanded to 16 hours a day and 6 days a
week. As expected, newly trained employees have a reduced rate of initial contact resolution and need to
refer some customers to more experienced employees or prepare a call-back. While the initial contact
resolution rate decreased, there was only a minimal drop in Tax Law and Account Accuracy rates. In
addition to expanded telephone service, walk-in service was added on six Saturdays during the filing season
at 178 sites nationwide. Customer Service provided representatives for Problem Solving and Problem
Prevention Days. During the past year, approximately 35,000 taxpayers nationwide have participated in
problem solving days. A July survey of taxpayers that participated in Problem Solving Days showed 89
percent gave the program’s overall service the highest grades possible. All walk-in offices provided return
preparation for disabled, low income, and elderly taxpayers who were unable to use the Volunteer Income
Tax Assistance (VITA) or the Tax Counseling for the Elderly (TCE) programs. VITA and TCE increased
e-file service by 24% from FY 1997. Walk-In and Taxpayer Education emphasized the Earned Income
Tax Credit (EITC) program through EITC Awareness Days and direct assistance at special sites.
Customer Service continued to help increase compliance through the Automated Underreporter and the
Automated Substitute for Return programs which are primarily intended to identify and follow-up on
income reporting discrepancics. These programs exceeded expectations and allowed many customers to
return to full compliance in a positive manner.

Taxpayers will encounter improvements in telephone and Walk-In assistance for the FY 1999 filing season.
The most noteworthy changes include: 24 hours per day, 7 days a week telephone service. Intelligent Call
Routing (ICR) technology will forward taxpayer calls to skilled assistors, regardless of the caller’s or
assistor’s location. In addition, our office hours for Walk-In service will be standardized and convenient so
that taxpayers will know the time our offices will be open for assistance. In a few sites, an automated
system will track how long it takes to serve our Walk-In customers, so that more adequate plans can be
developed and sites staffed to provide quality service. Also, current Customer Satisfaction Surveys will
be analyzed to determine if customers are satisfied and that information will be used to improve customer
service. Finally, a Notice Redesign project is underway to implement notice clarification changes to reduce
taxpayer contact, and an Internet/E-mail project will give taxpayers who access the IRS website the option
of directing their tax law question to a Customer Service site for response.

The prestigious Hammer Award was given to IRS employees from North Dakota and Minnesota district
offices who were involved in the Red River Disaster Relicf Team. Their efforts minimized the chance that
local residents would be exploited by “fly-by-night” construction contractors and established a broad-
based, ongoing campaign to educate individual taxpayers about reporting casualty gains and losses and
utilizing extended filing and payment due dates.
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PROGRAMMATIC HIGHLIGHTS: OPERATIONS (Continued)

Customer Service (Continued)

IRS disaster relief was also provided for Hurricane Georges, Tropical Storm Frances, Typhoon Keith and
Typhoon Paka. All IRS disaster relicf activities are shown in Exhibit 5. Although the number of major
disasters increased by 11% over FY 1997, taxpayers assisted decreased for the same period primarily due
to diminished storm damage in FY 1998.

FY 1998 FY 1997
Major Disasters 65 56
States and Territories 39 36
Counties 906 782
Taxpayers Assisted 33,264 53,000
Disaster Related Requests for Tax Return Transcripts Processed for 151,004 170,069
SBA (Small Business Administration)

Exhibit 5

Examination

As of July 1998, Examination audits resulted in recommendations of over $19.5 biilion. In addition to
traditional audits, new approaches stress early resolution of issues which save time and money for
taxpayers and the Federal Government. With programs like Accelerated Issues Resolution (AIR), the IRS
resolves taxpayers' issues quickly and completely, while improving the collection of taxes owed.

In response to the Service’s shift in program emphasis to customer service, Examination doubled its
support of Customer Service programs from the previous year. Its staff assisted on the phones during peak
demand times and answered approximately 700,000 taxpayer questions.

In partnerships with private industry, IRS developed two initiatives that benefit both employers and
employees -- the Tip Rate Determination Agreement (TRDA) and the Tip Reporting Alternative
Commitment (TRAC). Employers benefit from not having significant unplanned tax liabilities assessed
against them. Employees benefit from increased Social Security, unemployment, worker's compensation
benefits and retirement plan contributions. To date, IRS has received nearly 1,100 TRDA's representing
more than 2,400 establishments and more than 8,000 TRAC agreements representing more than 25,000
establishments.

The Service is responding to the increased sophistication of transactions in the financial world and
specialization in the business community. The IRS cooperatively developed Market Segment
Specialization Program guidelines, focusing on the practical problems of examining a market segment, such
as an industry like construction or a profession such as real estate agents, and identifying particular issues
of interest to the IRS. By sharing this information with professional groups and industry specific
associates, employers and employees in these industries gain greater insight into IRS concems.
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Examination (Continued)

Through September 1998, the Service issued 45 Market Segment guidelines. All 45 Market Segment
Specialization Program Guidelines arc available through the Government Printing Office and 32 of them
are also available on the IRS website.

Employee Plans & Exempt Organizations

The EP/EQ function was involved in several initiatives to enhance customer service during

FY 1998. Among the initiatives were: planning for first quarter FY 1999 implementation of a centralized,
toll-free customer service call site for handling EP/EQ inquiries in the Ohio Key District; completion of the
centralization of the front-end processing of all determination work into the Cincinnati Service Center;
centralized EO return processing (including imaging select returns) in the Ogden Service Center; expanded
educational outreach efforts to the EP and EO communities; establishment of 2 voluntary self-correction
program to permit colleges and universities to address noncompliance with the withholding requirements
for payments to nonresident aliens; and, issuance of publications that provide guidance on gaming activitics
and IRA investments.

Rapid changes in the heaith care industry triggered a host of issues for FY 1998 which were of concern to
both the Exempt Organizations and Examination functions. To confront challenging issues such as joint
ventures between for-profit (taxable) entities and non-profit (tax-exempt) health care organizations, EP/EQ
and Examination Divisions in district offices coordinated efforts to initiate joint examination of health care
companies. Greater emphasis was also placed on new approaches to increasing compliance as measured in
the staff days devoted to work in the Market Segment Compliance Programs (MSCP) areas. The MSCP
was expanded to include new projects such as: Fraternal Organizations, Travel Tours, Low Income
Housing, 401(k) plans, and multi-employer plans.

During FY 1998, the Service issued the Employee Plans Compliance Resolution System (Revenue
Procedure 98-22). This revenue procedure provides a comprehensive system of self-correction programs
for sponsors of retirement plans, that are intended to satisfy various Internal Revenue Code requirements
for plans that have not met these requirements for some time. The system permits plan sponsors to correct
qualification shortfalls and thereby continue to provide their employces with retirement benefits on a tax-
favored basis. Seven U.S. Senators expressed their gratitude for this accomplishment.

International

International administers U.S. international tax laws, encourages the highest degree of voluntary
compliance involving international tax matters and is responsible for all of IRS' various international tax
activities. During FY 1998, International completed return profiles of the top 25 countries to assist in
focusing International programs. Through its customer service efforts, International assisted approximately
383,000 taxpayers worldwide, 34,000 more than in FY 1997. International also oversees tax treaties and
tax information exchange agreements on behalf of the U.S. government through the competent authority
process. Tax administration advisory assistance to countries is facilitated through project teams, training,
and international visitors program.
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PROGRAMMATIC HIGHLIGHTS: OPERATIONS (Continued)
International (Continued)

Specifically, during FY 1998, International hosted 424 foreign visitors to IRS, and continued providing in-
country project assistance to the Republic of Georgia, Greece, Turkey, Saudi Arabia and Puerto Rico.

Collection

While Collection activities resulted in $5.3 billion in annual receipts, Collection continued its commitment
to providing the Customer Service organization with the support necessary to ensure taxpayers receive the
level of access required by walk-in taxpayers as well as those attempting to contact us via telephone.
Refocusing of resources was demonstrated in Collection’s nationwide support of Problem Solving Days
and enhanced walk-in service. With the passage of the IRS Restructuring and Reform Act of 1998

(RRA 98), Collection implemented several procedural changes, such as modifications to the supervisory
approval process for certain collection actions, the review of jeopardy and termination levy actions by IRS
Counsel and the increase in levy exemption amounts. In addition, Collection is expected to continue its
efforts implementing the RRA 98 including procedural changes related to Offers in Compromise and
Innocent Spouse processing.

Criminal Investigation
Criminal Investigation (CI) is actively identifying and investigating new and emerging areas of financial

fraud that affect the economy and exploit honest citizens. These areas include pension fraud, domestic and
foreign trust fraud, subsidy and entitlement fraud.
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PROGRAMMATIC HIGHLIGHTS (Continued)
National Taxpayer Advocate (NTA)

The IRS Restructuring and Reform Act of 1998 (RRA 98), established the position of NTA. Generally,
the NTA assumed the prior duties of the Taxpayer Advocate as head of the Problem Resolution Program
(PRP), but with significant new authority and independence. The NTA is now appointed by the Secretary
of the Treasury and reports directly to the Commissioner of the IRS. In addition, RRA 98 mandates that
there be at least one local Taxpayer Advocate in each state and that those local Advocates report directly to
the NTA. Prior to this change, the local Taxpayer Advocates reported to the IRS Regional, District, or
Service Center Director. RRA 98 also expands the authority to issue a Taxpayer Assistance Order (TAO),
which can provide relief to taxpayers in hardship situations. The new authority in addition to the added
powers provided by the Taxpayer Bill of Rights 2 (TBOR2), have significantly expanded the ability of the
NTA to assist taxpayers. During 1998, the NTA Office remedied staffing deficiencies in addition to
improving the level of automation support to field offices. Despite the high level of effort necessary to
affect this organizational realignment, the Office of the NTA was still able to achieve the following
significant accomplishments for the ycar:

« Through the IRS Problem Resolution Program, resolved more than 272,000 cases and
received requests for assistance on over 32,000 potential hardships cases.

-

Of the over 32,000 applications for a TAOQ, taxpayers were granted relief or

otherwise provided appropriate assistance in 73.8% of these cases. For the

remaining cases (26.2%), assistance could not be provided due to inappropriate requests
(66.4%), law(s) preventing relief (17.2%), or requests not meeting hardship criteria
(16.4%).

Identified the 20 most serious problems facing taxpayers as reported by taxpayer focus
groups, tax practitioners and IRS staff. There is a general consensus that the
underlying root cause of these problems stems from the overall complexity of tax
administration. The NTA’s Office also identifies and reports on actions, ¢ither in-
process or planned, to address these problems.

Identified the 10 most litigated issues for 4 classifications of taxpayer: individual, corporate,
small business and other. Determined that many of the most litigated issues are also reported
within the 20 most serious problems facing taxpayers. Several of the issues identified have been
addressed by provisions of recent tax legislation (RRA 98) and may be less problematic in future
years.

Identified three primary areas of taxpayers compliance burden and developed, in
conjunction with internal and external stakeholders, associated legislative proposals (38)
intended to provide relief.
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PROGRAMMATIC HIGHLIGHTS (Continued)

National Taxpayer Advocate (NTA) (Continued)

+ Coordinated IRS Problem Solving Days ( PSD) which provide taxpayers with the
opportunity to have face-to-face contact with an IRS employee who could assist them in
resolving problems with the IRS. Approximately 35,000 taxpayers attended PSD’s
during fiscal year 1998.

Coordinated the formation of and provided direction to a Citizens Advocacy Pancl

(CAP) which is intended to enhance IRS customer service through citizen participation in
identifying problems and making recommendations for improvement of local IRS systems and
procedures. The first CAP was implemented during fiscal year 1998 in the South Florida
district. Three more are planned for fiscal year 1999.

Established an NTA toll-free telephone number for PRP cases. This service is provided

during both “normal business hours” as well as “after hours™. Assistors in the PRP toll-free sites
will provide one-stop, same-day service, when possible, to ensure that the case is resolved the
first time and does not have to be re-opened. If the case cannot be resolved in this manner,
necessary action will be taken to resolve the case without an additional contact by the taxpayer.

Started the Taxpayer Equity Task Force, composed of 16 IRS executives whose charter is to
“recommend to the Taxpayer Advocate measures to further the interests of fairness in tax
administration, balancing the nced for equity in relation to taxpayers as a whole™.
Administrative recommendations endorsed by the NTA are sponsored by the affected function(s)
for implementation as soon as possible. Legislative change recommendations are forwarded
directly to Congress through the NTA.
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SIGNIFICANT ISSUES REQUIRING MANAGEMENT ATTENTION
IRS Restructuring and Reform Act 1998 (RRA 98)

The IRS Restructuring and Reform Act of 1998 (RRA 98) was signed into law on July 22, 1998, The
RRA 98 directs IRS to reorganize from its current geographic structure of a National Office, four (4)
Regions, 33 Districts, ten (10) Service Centers and two {2) Computing Centers into a structure that
services groups of taxpayers with similar needs. Four taxpayer groups have been identified. They are
individuals, small businesses, large corporations, and tax exempt organizations.

Reorganizing the IRS reflects the shift from revenue collection and enforcement to a taxpayer-service
oriented organization. The IRS’ new mission statement reflects all taxpayer’s needs. “The mission of the
IRS is to provide America’s taxpayers top quality service by helping them understand and meet their tax
responsibilities and by applying the tax law with integrity and fairness to all”.

The RRA 98 contains five major provisions which affect the Commissioner. First, the Act states the duties
of the Commissioner. Second, the Commissioner is appointed to a five year term of office and may be
reappointed to it. Part of the intent is to ensure that the IRS Commissioner is insulated from political
influences. Third, the Commissioner is now required to have a “demonstrated ability in management”.
Fourth, the Commissioner is given the power to appoint and remove personnel from significant
management positions. Fifth, the Commissioner is to consult with the Oversight Board on operational
functions of the IRS and the selection, evaluation and compensation of senior IRS executives.

The RRA 98 allows it to create a nine-person Oversight Board to ensure the IRS is organized and operated
in a matter that carrys out its mission. The Board will oversee IRS administration, management, conduct,
direction and supervision of the execution and application of internal revenue laws and tax treaties. It will
ensure taxpayers are treated properly; be involved in strategic planning at the IRS; review the IRS budget;
review performance standards related to mission and objectives; review any plans for reorganization;,
review plans for modernizing the tax system, outsourcing, managed competition, training and education;
and recommend candidates to fill high-level IRS positions. Six Board members are from the private sector;
the Treasury Secretary, Commissioner and an employee representative are also members. Members must
have cxpertise in one or more of these areas: (1) management of large service corporations, (2) customer
service, (3) federal tax laws including tax administration and compliance, (4) information technology, (5)
organization development, (6) needs and concerns of taxpayers, and (7) needs and concerns of small
business.

Under the RRA 98, the Commissioner recommends candidates for the Chicf Counsel position and can also
recommend the Chief Counsel’s removal. Generally, the Chief Counsel reports to the Commissioner
except on (1) matters of tax policy where the Chicf Counsel reports to the Treasury General Counsel, and
(2) on legal advice and interpretations of tax law not relating solely to tax policy (revenue rulings and
revenue procedures, technical advice and memoranda, private letter rulings and published guidance not
described in the law) and with respect to tax litigation when the Chief Counsel reports to both the
Commissioner and the Treasury General Counsel.
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SIGNIFICANT ISSUES REQUIRING MANAGEMENT ATTENTION (Continued)
IRS Restructuring and Reform Act 1998 (Continued)

The RRA 98 directs the reorganization of the Taxpayer Advocate to ensure its independence. Prior to the
RRA 98, the Taxpayer Advocate was appointed by the Commissioner and local taxpayer advocates were
reviewed by District and Service Center Directors. Under the RRA 98, the National Taxpayer Advocate is
appointed by the Treasury Secretary and must have a background in customer service, tax law and
experience representing taxpayers. The National Taxpayer Advocate will appoint and evaluate local
taxpayer advocates. Local offices must have independent mailing addresses and telephonic and electronic
communications from the IRS.  The National Taxpayer Advocate will issue taxpayer assistance guidelines
to local and regional problem resolution officers who work for the IRS. Its functions are to assist
taxpayers in resolving problems with the IRS; identify areas in which taxpayers have problems in dealing
with the IRS; propose changes to administrative practices to ease taxpayer problems, and identify possible
law changes to relieve the identified problems. The RRA 98 requires the National Taxpayer Advocate to
report to Congress semi-annually. The first report addresses the objectives for the year. The second report
responds to 11 activities included in the RRA 98 which identify the initiatives and problems and the actions
taken on them.

Prior to the RRA 98, IRS had an Office of the Chief Inspector to conduct audits and inspections. The
Treasury Department Inspector General (1G) did not have responsibility for these functions, and the IRS
and Treasury Inspector General had agreements on the respective roles of each in investigating and
overseeing the IRS. The RRA 98 eliminates the Office of the Chief Inspector and crcates a new,
independent office for oversight and inspection of the IRS in the Office of the Treasury Inspector General
for Tax Administration. The reason for this provision is to ensure structural and actual independence as
well as improved quality and integrity in conducting audits, evaluations and investigations of the IRS. The
Chief Inspector has transferred its functions to the Treasury IG for Tax Administration with the exception
of its IRS background program. This program will remain in the IRS as part of the Chief Management and
Finance.
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SIGNIFICANT ISSUES REQUIRING MANAGEMENT ATTENTION (Continued)
Year 2000 Conversion Program
1. State of Readiness

a. Conversion Method

The IRS uses a conversion method consisting of fourteen distinct milestones that encompass assessment, renovation,
validation, implementation, 100% independent code analysis, and End-to-End integration testing. The fourteen
milestones can be mapped to the five GAQO Year 2000 Conversion Model Stages.

The IRS Year 2000 conversion program is in the implementation stage. All systems will be converted according to a
schedule of seven conversion implementation phases. The phases are based on the semi-annual IRS production cycles.
The IRS is committed to convert its mission-critical application systems by 1/31/1999. However, there are some rare
exceptions, such as external interfaces having later completion dates or hardware/software vendors having later
delivery dates. In such cases, components of some systems may not be fully renovated, tested, and implemented by
1/31/1999. Waivers to complete conversion of these components after 1/31/1999 will be considered.

1 September 1996 Completed January 1997
2 January 1997 July 1997 Completed August 1997
3 February 1997 January 1998 Completed January 1998
4 January 1998 July 1998 Completed July 1998

5 February 1998 January 1999 Completed January 1999
6 January 1999 July 1999 On Schedule

7 February 1999 January 2000 On Schedule

Exhibit 6
b. Information Technology (IT)

At the end of FY 1998, the IRS had 167 systems made up of 128 mission-critical application systems, seven mission-
critical telccommunications systems and 32 non-mission-critical application systems. As of 9/28/1998, of the 128
mission-critical application systems, 82 had been implemented (completed the conversion process and put back into
production), one system was scheduled to be retired, and the remaining 52 were scheduled to be converted by
1/31/1999.

During FY 1999, the IRS continued to make progress. As of 1/25/1999, IRS has a total of 133 mission-critical
application and telecommunications systems with two systems to be retired. Of the 131 mission-critical application and
telecommunications systems to be made Year 2000 compliant, 126 were renovated, 119 were validated, and 111 were
implemented.

¢. Non-Information Technology (Non-IT)

During FY 1998, the IRS completed the assessment and inventory of the environment and security systems at its
Service Centers, Computing Centers, and National Office. The IRS also completed the personal property inventory and
a contractor had begun the assessment phase for this cquipment. Projections estimatcd completion of IRS Non-IT
conversion by March 1999.
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SIGNIFICANT ISSUES REQUIRING MANAGEMENT ATTENTION (Continued)
Year 2000 Conversion Program (Continued)

c. Non-Information Technology (Non-IT) (Continued)

Subsequently, during FY 1999, the following was accomplished:

*  The renovation of the IRS Service Centers, Computing Centers, and National Office is 45 percent complete and 99
percent of the Non-IT personal property is compliant or has no Year 2000 implication. The completion date of IRS
Non-IT conversion is now estimated to be June 1999. The target completion date change from March to June 1999
will have no negative impact.

*  Asof 1/25/1999, the IRS completed an inventory and assessment of 29 mission-critical IRS Customer Service and
Forms Distribution sites nationwide. The responsibility for the Year 2000 renovation of these sites belongs to the
General Services Administration (GSA). The IRS will negotiate, but not schedule or control, these renovations.

d. Key External Trading Partners

During FY 1998, the IRS initiated an independent risk assessment of its key trading partners. The IRS identificd 13
key trading partners, including the Social Security Administration, the Treasury Financial Management Service, key
providers of electronic payments, returns and third party documents. An independent contractor conducted site visits
and a risk assessment of the trading partners’ Year 2000 conversion progress. At the end of FY 1998, twelve of the
thirteen key trading partners were in “green” status showing little or no risk of a Year 2000 related business failure.
The independent contractor continues to perform risk assessments.

2. Costs to Address IRS Year 2000 [ssues

Through the end of FY 1998, the TRS spent $623 million on its Year 2000 Related Stay In Business projects. These costs
include the Century Date Change Conversion, the Service Center Mainframe Consolidation, and the Integrated Submission
and Remittance Processing System. In FY 1999, the IRS obligated $42 million as of 12/31/1998. (All dollar amounts
derived from IRS* Automated Financial System Obligation/Expenditure data). As of 1/5/1999, the IRS’s total projected
costs for its Year 2000 Related Stay In Business initiatives equal $1.377 billion for FY 1996 through FY 2001,

3. Risks of Year 2000 Issues to IRS

Each year the TRS collects over $1.7 trillion in tax revenue to support the operations of the Federal Government. In order to
fulfill its mission of service to taxpayers, the IRS depends on its automated systems to process tax returns, issuc refunds,
deposit payments, and provide taxpayers with basic answers to inquiries. Not making our systems Year 2000 compliant
could mean the generation of millions of erroncous tax notices, refunds, bills, and any number of financial reporting errors.

InFY 1998, the IRS retained a contractor to perform a risk analysis of the IRS Year 2000 conversion efforts. These
activities continue during FY 1999. The contractor verifies and validates compliance progress across the Century Date
Change projects. This activity includes cyclical risk assessments and bi-weekly risk identification mectings. The contractor
continues to conduct a risk assessment. All high-risk items are reported to the Combined Program Management for
Century Date Change and Filing Season Executive Steering Committee, which is chaired by the IRS Commissioner.
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SIGNIFICANT ISSUES REQUIRING MANAGEMENT ATTENTION (Continued)
Year 2000 Conversion Program (Continued)
3. Risks of Year 2000 Issues to IRS (Continued)

Exhibit 7 lists Key Risks as of September 4, 1998 that were reported to the Combined Program Management for Century
Date Change and Filing Season Executive Steering Committee. The right-hand columa lists the mitigation activities.

* FY 1999 Funding « Mitigation activities are ongoing.

« The IRS received $227 million from the FY 1999 Year 2000
Emergency Fund for Century Date Change Conversion
activities ($140 million requested in the President’s budget and
$87 million in additional needs). In addition, carryover funds
from FY 1998 of $12 million will be added, bringing the total to
$239 million. As of 1/11/99, the IRS has firm plans for all of
the $239 million total availability. The IRS is developing an
additional needs estimate and will work this issue with the
Department of the Treasury and the Office of Management and
Budget

The IRS is at risk of not being able to fund its
Century Date Change Conversion needs over and
above the $140 million requested in the President’s
Budget for FY 1999.

*GSA and IRS Differences in estimation of
Non-IT Impacts

« Mitigatcd on 12/4/1998.

« The IRS completed an assessment of all of its mission-critical
facilities including leased buildings. The IRS established
additional tracking metrics to monitor asscssment and
renovation progress for which GSA is responsible. GSA
established a website to provide compliance status of its

facilities.

Because the General Services Administration’s
(GSA) estimate of Non-IT impacts is substantially
less than the IRS’ estimate, the IRS is taking
actions and incurring costs towards assuring that
its critical facilities will be operational in 2000.

* Mitigated on 10/9/1998.
» The contract for a replacement for COMPS was awarded in July
1998, Full implementation is scheduled for November 1999.

*Mail Sorting Systems Not Comphant

Without a compliant mail sorting system for the

Composite Mail Processing System (COMPS) or a
formal business operations contingency plan, IRS’
continuity of operations into 2000 at the Service
Centers is at risk.

The COMPS contingency plan is in place to ensure COMPS can
remain operational into the Year 2000. The COMPS
Contingency Plan testing was completed on 9/23/1998, and the
final report validated the effectiveness of the conlingency plan.

Exhibit 7
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SIGNIFICANT ISSUES REQUIRING MANAGEMENT ATTENTION (Continued)

Year 2000 Conversion Program (Continued)

3. Risks of Year 2000 Issues to IRS (Continued)

*TRW Performance on Treasury
Communications System Compliance

Without adequate contractor project controls, the
IRS will not have early warning that mission
critical tclecommunications services may fail in
2000,

« Mitigation activities are ongoing.

* The telecommunications data has been added to the IRS
corporate inventory database. Efforts to correct its inaccuracies
are scheduled for completion in March 1999, The severity of
the risk was reduced on 12/18/1998. As of 1/25/1999, the Year
2000 compliance rate for the entire telecommunications
inventory is 98 percent.

*» Tier 2 Milestone Schedule

Because there is no written schedule of Ticr 2
compliance milestones and actions for specific
product items, organizations dependent on the
compliance platforms cannot coordinate schedules
for related activities (e.g., application
implementations on compliant servers).

* Mitigation activities arc ongoing.

» Tier 2 Project Offices were established and an integrated Master
Schedule (IMS) is being completed. The IMS captures critical
milestone dates of 27 key systems and provides a program view
of key Tier 2 projects throughout target test and deployment
efforts. Most Tier 2 key system will have their infrastructure of
commercial products Year 2000 compliant by 1/31/1999. The
balance of Tier 2 infrastructure conversion is scheduled for
complction by July 1999 with the exception of four systems
whose infrastructure will be compliant by 9/30/1999.

+ Filing Season 2000 Requirements

If the filing season 2000 requirements are not
received in a timely manner, the IRS is at risk
of not successfully managing or testing the
magnitude of changes associated with the Year
2000 and Filing Scason 2000.

 Mitigation activities are ongoing.

« The schedule for making changes to IRS systems for the Year
2000 filing season has been accelerated in order to mitigate this
risk and to allow for the final critical end-lo-end test, which will
run 97 mission-critical tax processing systems in a production
simulated environment with all system clocks set to Year 2000.
Prioritization of the changes for the Year 2000 filing season is
well underway and plans arc scheduled to be finalized by the end
of February.

Exhibit 7 (Continued)

4. Business Continuity and Contingency Planning

During FY 1998, the IRS developed and implemented a Contingency Management Plan (CMP). At the end of FY 1998,
Version 4.0 was scheduled to be published on 10/1/1998. The IRS business organizations planned to have draft
contingency plans for the most critical high priority/high risk busincss processes, known as Business Continuity and
Contingency Plans (BCCPs) completed in December 1998. CMP Version 4.0 further refines contingency planning

guidance for the IRS. It includes guidance for both Information Technology (IT) and Non-IT contingency planning. It also
responds to a May 1998 report by the General Accounting Office by addressing business continuity planning activities for
potential Year-2000 induced system failures. The CMP Version 4.0 details four enterprise-wide core business processes and
includes a mapping of mission critical automated systems to 27 critical business subprocesses subject to potential Year 2000
risk.

Page 77 GAO/AIMD-99-75 IRS Fiscal Year 1998 Financial Statements



Management Discussion and Analysis

INTERNAL REVENUE SERVICE
Management Discussion and Analysis
for the Fiscal Year Ended September 30, 1998

SIGNIFICANT ISSUES REQUIRING MANAGEMENT ATTENTION (Continued)
Year 2000 Conversion Program (Continued)
4. Business Continuity and Contingency Planning (Continued)

The draft Service-level Business Continuity and Contingency Plan (BCCP) Version 1.0, which identifies significant
business process risks and includes a compilation of 179 threat/failure scenario matrices, was completed on 10/15/1998.
These matrices assist in identifying business process impacts, probability of failure of supporting systems, a methodology for
assigning system risk ratings, and ensures that the most likely worst case scenarios are identified and given the highest
priority for contingency plan development. The final BCCP was released on 11/24/1998. 1t identified 37 required plans, all
of which are in progress. Of these, contingency plans for 24 of 37 of the most critical high priority/high risk business
processes are scheduled for completion by the business organizations by 3/31/1999. Thirteen additional business plans will
be completed by 5/31/1999.

The End Game Plan to support Year 2000 implementation is under development. An End Game draft Action Plan is
currently being developed and is scheduled to be completed on February 24, 1999. This draft action plan will include
appropriate expansion of normal problem monitoring/handling procedures plus extraordinary processes (i.€., identification
and advance planning for policies and procedures to handle potential emergent requirements, identification of and planning
for “day zero” activities, and planning and establishment of continuous monitoring/reaction/reporting capability for key
Y2k situation indicators (internal and external).
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SIGNIFICANT ISSUES REQUIRING MANAGEMENT ATTENTION (Continued)

Most Unpaid Assessments Are Not Receivables and Are Largely Uncollectible

As reflected in the supplemental information to IRS' fiscal year 1998 Financial Statements, the unpaid
assessments balance was approximately $222 billion as of September 30, 1998. This unpaid assessments
balance represents assessments resulting from taxpayers filing returns without sufficient payment as well
as from the Service’s enforcement programs such as examination, under reporter, substitute for return,
and combined annual wage reporting. A significant portion of this balance is not considered a receivable.
Also, a substantial portion of the amounts considered receivables is largely un-collectible.

Under federal accounting standards, unpaid assessments require taxpayer or court agreement to be
considered federal taxes receivable. Assessments not agreed to by taxpayers or the courts are considered
compliance assessments and are not considered federal taxes receivable. Assessments with little or no
future collection potential are called write-offs.

Exhibit 8 depicts the components of the unpaid assessments balance as of September 30, 1998,

Taxes
Receivable -
UncoHectible

(355)

Taxes
Receivable -
Collectible
(326)

Compliance
Assessments
$22)

Write-offs
($119)

Exhibit 8

Of the $222 billion balance of unpaid assessments, $119 billion represent write-offs. Write-offs
principally consist of amounts owed by deceased, bankrupt or defunct taxpayers, including many failed
financial institutions resolved by the Federal Deposit Insurance Corporation (FDIC) and the former
Resolution Trust Corporation (RTC). As noted above, write-offs have little or no future collection
potential but statutory provisions require that these assessments be maintained until the statute for
collection expires. In addition, $22 billion of the unpaid assessments balance represents amounts that
have not been agreed to by cither the taxpayer or a court. Due to the lack of agreement, these compliance
assessments are less likely to have future collection potential than those unpaid assessments that are
considered federal taxes receivable.
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SIGNIFICANT ISSUES REQUIRING MANAGEMENT ATTENTION (Continued)

Most Unpaid Assessments Are Not Receivables and Are Largely Uncollectible (Continued)

The remaining $81 billion of unpaid assessments represent federal taxes receivable. About $55 billion 68
percent) of this balance is estimated to be uncollectible due primarily to the taxpayer's economic situation,
such as individual taxpayers who arc unemployed, or have other financial problems. However, IRS may
continue collection action for 10 years after the assessment or longer under certain conditions. Thus these
accounts may still ultimately have some collection potential if the taxpayer's economic condition
improves. About $26 billion, or about 32 percent, of federal taxes receivable is estimated to be collectible.
Components of the collectible balance include installment agreements with estates and individuals,
confirmed payment plans through bankruptcy, as well as relatively newer amounts due from individuals
and businesses who have a history of compliance.

It is also important to note that of the unpaid assessments balance, about $140 billion (63 percent)
represents interest and penaltics, as depicted in Exhibit 9, which are largely uncollectible.

Interest and
Penalties
($140)

Exhibit 9

Interest and penalties are such a high percentage of the balance because IRS continues accruing them
through the 10-year statutory collection date, regardless of whether an account meets the criteria for
financial statement recognition or has any collection potential. For example, interest and penaltics
continue to accrue on write-offs, such as FDIC and RTC cases, as well as on exam assessments where the
taxpayers have not agreed to the validity of the assessments. The overall growth in unpaid assessments
during fiscal year 1998 was mostly attributable to the accrual of interest and penalties.
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SIGNIFICANT CHALLENGES

During fiscal year 1999, the IRS faces significant challenges from implementing the following: the new IRS
Mission Statement and Modernization Concept in compliance with the IRS Restructuring and Reform Act
of 1998 and the Information Systems Modernization program including the Century Date Change.
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LIMITATIONS OF THE FINANCIAL STATEMENTS

The financial statements were prepared to report the financial position and the results of operations of the Internal
Revenue Service, pursuant to the requirements of the CFO Act.

While the statements were prepared from the books and records of the IRS in general accordance with the format
prescribed by OMB, they are different from the financial reports used to monitor and control budgetary resources
that are prepared from the same books and records.

The statements should be read with the realization that they are for a component of a sovereign entity (the United
States Government), that unfunded liabilitics reported in the financial statements cannot be liquidated without
enactment of an appropriation, and that the payment of all liabilitics other than for contracts can be abrogated by
the sovereign entity.
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Provisions of Internal Revenue Code Tested
for the Fiscal Year 1998 Audit

26 U.S.C. § 6159 Agreements for Payment of Tax Liability in Installments
26 U.S.C. § 6402 Authority to Make Credits or Refunds

26 U.S.C. § 6402 Authority to Make Refund Offsets

26 U.S.C. § 6511 Limitations on Credits or Refunds

26 U.S.C. § 6601 Interest on Underpayment, Nonpayment, or Extension of
Time for Payment of Tax

26 U.S.C. § 6611 Interest on Overpayments
26 U.S.C. § 6621 Determination of Rate of Interest
26 U.S.C. § 6651 Failure to File Tax Return or to Pay Tax

26 U.S.C. § 6654 Penalty for Failure by Individual to Pay Estimated
Income Tax

26 U.S.C. § 6655 Penalty for Failure by Corporations to Pay Estimated
Income Tax

26 U.S.C. §§ 9501-9511
Trust Funds
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DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
WASHINGTON, D.C. 20224

DEPUTY COMMISSIONER

February 22, 1999

Mr. Gene L. Dodaro

Assistant Comptrolier General
U.S. General Accounting Office
441 G Street, N.W.
Washington, D.C. 20548

Dear Mr. Dodaro:

Thank you for the opportunity to comment on and meet with representatives from your
office regarding the draft report entitled “Financial Audit: IRS' Fiscal Year 1998
Financial Statements.” This is the first year in several years that our administrative
and custodial activities are combined into a single set of principal financial statements
and that four new principal financial statements are required.

We are pleased that the 1998 review of our statement of custodial activity enabled

you to render a continued unqualified or “clean” opinion on the reliability of the

$1.767 trillion in total collections of federal tax revenue and $151 billion in total refunds
of federal taxes that the Service is entrusted to process. We are very concerned that
the resuits of your review reflect deficiencies in our administrative systems and
activities -- allowing you to render only a qualified opinion on the balance sheet and
disclaimer opinions on the remaining four new principal financial statements.

Let me assure you that addressing the issues, concerns, and weaknesses raised in
this report is a top priority of the Internal Revenue Service (IRS), and a corrective
action team has been established under the direct control of our Chief Financial
Officer. We are fully committed to meeting all Congressionally mandated and other
legal requirements, complying with financial accounting and reporting standards, and
making the necessary improvements in our financial systems and financial
management processes to assure completely clean opinions on our financial
statements in the future.

Accordingly, we have begun to take the necessary steps to review our financial
processes and systems to remedy this situation. First, the corrective action team is
formulating a detailed plan of action to address each of the issues, concerns, and
weaknesses identified in the report. We are pleased that Greg Kutz and members of
his staff have agreed to work with us in the formulation of this plan and the
identification of actions required to correct these problems. We anticipate that this plan
will be completed by March 31, 1998.
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Second, while all our financial systems were not designed to meet today’s standards
and are in non compliance in some cases, we are planning and implementing interim
solutions until new and/or enhanced systems can be delivered over the next several
years. The Chief Information Officer (CIQ) is bringing on board an executive with
expertise in addressing management and finance systems issues to assist in this
effort. We are working with the CIO to identify the priorities and resources necessary
to complete these systems solutions.

Third, we are bringing in outside experts in FY 1999 to assist our own staff in clearing
up already known deficiencies and problems in our administrative activities and
designing solutions to these problems. We will continue to work closely with your staff
to maintain the trust of the Congress and the American pecple.

While we generally agree with the assessments contained in the report, we offer the
following comments.

MATERIAL WEAKNESSES:
Property and Equipment:

The IRS’ use of a $50,000 minimum financial statement cost capitalization threshold is
raised as an issue in the report. This threshold was established in 1996 by the
Department based on the recommendation of its Chief Financial Officers (CFO)
Council. The Council, in consultation with the Inspector General, researched the
impact of varying capitalization levels on the bureau’s fixed asset accounts,
considered the cost of maintaining these records at these various capitalization levels,
and considered thresholds used at other agencies. The policy was carefully
considered and is in line with capitalization thresholds at other agencies. If the
$50,000 threshold continues to be viewed as an issue, then it is a governmentwide
issue that needs to be addressed perhaps through the Governmentwide CFO Council.

Trust Fund Recovery:

The IRS's current systems are cited for not automatically linking each of the multiple
assessments for trust fund recovery penalties made related to one tax liability. To
address the trust fund recovery penalty issue, we have convened a task force to
develop specifications to automate the assessment process, and to ensure cross-
reference linkages are established in the master files. We have also taken steps to
ensure payments are accurately recorded to each responsible party’s liability where
these linkages have been established.
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Supporting Documentation:

The IRS is cited for the lack of supporting documentation potentiaily making it difficult
for us to readily identify and focus our collection efforts. To address the supporting
documentation issue, we have convened a multi-functional task force to address the
issues raised in prior year reports, and we have developed a comprehensive action
plan to improve the documentation process.

REPORTABLE CONDITIONS:
Revenue Reporting and Distribution Process:

The IRS is cited as unable to currently determine the specific amount of revenue it
actually collects for Social Security, Hospital Insurance, Highway, or other relevant
trust funds. We agree with the GAO findings and conclusions in this area and have
included the ability to accommodate this information as a requirement for our new
systems. Although GAQ is theoretically correct, as a practical matter correcting this
issue is quite complicated and we believe would impose a burden on the taxpayer at
this time.

In response to GAO's previous report, we commissioned a study of the situation. This
study was recently completed and found that for payroll related taxes, the information
is generally available; however, the recipients of this information did not see a need for
it because these trust funds are funded based on assessments. In the case of excise
taxes, the opposite was found in that the recipient trust funds saw a real value to the
information. However, the paying pubilic for the most part could not provide the
breakdowns at time of payment. Because we can not accept the information until our
current systems are replaced, we have concluded that we will include the capability to
accept the tax type/fee code as a requirement for all replacement systems. We will
continue to have our Electronic Federal Tax Payment System (EFTPS) banks accept
this information where it is correctly being provided; however, we will not require it until
such time that we are capable of accommodating it. Currently, this information is being
received by the banks from taxpayers who utilize EFTPS; however, it stops there due
to IRS’ inability to accommodate the information.

OTHER SIGNIFICANT MATTERS:
Measuring Toll Free Services:
The IRS is cited as using a measure for toll-free access as a part of its key

performance indicators that is potentially misleading. We use this measure to track the
percentage of callers to the IRS who gain access to the IRS customer service
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telephone systems. In FY 1997, GAO worked with the IRS and jointly agreed to refine
how the total number of cali attempts were calculated for this measure. While the
Level of Access measure does accurately reflect how many callers get through to the
IRS phone system, it does not reflect those callers who hang up before obtaining the
service for which they called.

In FY 1998, the IRS developed an additional measure, Toll-Free Leve! of Service to
reflect the percentage of customer calls answered which is one of the new balanced
measures of performance for the Toll-Free Customer Service Program. The IRS
continues to report on Toll-Free Level of Access because it is one of seven high impact
agency goals identified and tracked by the National Partnership for Reinventing
Government. However, Toll-Free Level of Access is not part of the new balanced
measurement system and will not be used to assess organizational performance or to
identify opportunities for improving service to taxpayers.

While the Commissioner and | remain concemed, we are absolutely committed to
execute the changes necessary to ensure that the IRS’ financial house is in order. We
appreciate the help we have received from your office in identifying problem areas and
the remedies to address them.

Sincerely,

[ Grblongee

Bob Wenzel
Deputy Commissioner Operations
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