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IMPACT ON TAXPAYERS

In Calendar Year 2009, the Internal Revenue
Service (IRS) issued approximately

74,000 refunds totaling more than $472 million
to taxpayers filing Tax Year 2008 U.S. Individual
Income Tax Returns (Form 1040, 1040A, and

1040EZ) Wlth ************2(f)******************
********************Z(f)*******************************

*********************2 (f)********************** It |S

imperative that controls are in place to ensure
these refunds are accurate to prevent duplicate
refunds and fraudulent claims.

WHY TIGTA DID THE AUDIT

This audit was initiated to determine whether
controls over *****2(fyx**+**+yare effective in
minimizing the risk of issuing erroneous refunds.

*********************2(f) *% *kkkkk *% *kkkkkkkk

********************2 (f) K*kkkkkkkkkkkkk

Thorough examination of returns with
***Z(D***********Claiming ****2(0***Cl’edit8 |S
essential to ensure accuracy and to identify or
prevent duplicate and fraudulent refunds.

WHAT TIGTA FOUND

TIGTA found no major overall trends indicating
significant volumes of questionable refunds
being issued to individual income taxpayers
***********2(f)*************** HOWEVEI’, TIGTA
found a disproportionate number of returns filed
******************2 (f) *kkkkk *kkkkk *% *kkkkkkkk
** The IRS had identified a refund scheme
involving returns filed by taxpayers

****Z(f);u\ *kkkkkkkkhkkk ** *kkkkk ** *kkkkk

However, manual controls to freeze subsequent

refunds of taxpayers involved in this scheme
were ineffective. TIGTA notified the IRS of this
finding and it took immediate actions to address
the issue. TIGTA provided the IRS with
databases of potentially questionable refund

returns filed by individuals ***+**2 (f)**rxtkkix
*****************2(f)******************************

TIGTA also found control weaknesses regarding
***********************2(f)******************

***********************2 (f)***************************

In addition, fraud awareness training was not
provided to campus employees as part of their
annual *****2(f)*****return processing training.

WHAT TIGTA RECOMMENDED

TIGTA recommended that the Commissioner,
Large Business and International Division,
further refine the databases of returns with
potentially questionable refunds issued to
******Z(f)******** by applylng fl|terS *****Z(f)***

*************************2 (f) Kkkkkkkkkkkkkkkkkkkhkkk

*************************2 (f) *kkkkk ** *kkkkk

*rxeek2 (f)****** to ensure returns with the highest
risk are identified and considered for further
examination. TIGTA also recommended that the
Commissioner, Wage and Investment Division,
ensure employees receive fraud awareness
training in their annual *****2(f)******tgx return
processing training.

In their response to the report, IRS officials
agreed with the recommendations and plan to
take appropriate corrective actions.
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MEMORANDUM FOR COMMISSIONER, LARGE BUSINESS AND INTERNATIONAL
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FROM: Michael R. Phillips
Deputy Inspector General for Audit

SUBJECT: Final Audit Report — Controls Over Refunds to Certain Taxpayers
Could Be Improved (Audit # 201040032)

This report presents the results of our review of refunds issued to individual taxpayers ***2(f)**
FrxIFAEXD(F)****** The overall objective of this review was to determine whether controls over
FrxIXD (F)*******were effective in minimizing the risk of issuing erroneous refunds. This audit
was included in our Fiscal Year 2011 Annual Audit Plan and addresses the major management

challenge of Erroneous and Improper Payments and Credits facing the Internal Revenue Service.

Management’s complete response to the draft report is included in Appendix V.

Copies of this report are also being sent to the Internal Revenue Service managers affected by the
report recommendations. Please contact me at (202) 622-6510 if you have questions or

Michael E. McKenney, Assistant Inspector General for Audit (Returns Processing and Account
Services), at (202) 622-5916.
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Controls Over Refunds to Certain Taxpayers
Could Be Improved

Background

In Calendar Year 2009, the Internal Revenue Service (IRS) issued approximately 74,000 refunds
totaling more than $472 million* to taxpayers filing Tax Year® 2008 U.S. Individual Income Tax
Returns (Form 1040, 1040A, and 1040EZ) *****#kksdkkkskkkkkd (f)rrdrrsdhriix
*********************************2(f)******************************************
FhgFFAI IR A () FH**+x*xkxk* it is imperative that controls are in place to ensure these refunds
are accurate to prevent duplicate refunds and fraudulent claims. The IRS has 45 days from the
due date of the return to issue a refund without paying interest on the refund amount.

*************************************2 (f) R R R R R R R R R R R R R R R R R AR AR ARAR R R R R R R ARAR R R AR R R R
*************************************2 (f) *hhhhkhkhkhkhkkhkhkhihhhkhkhkhkhkhkhiihikhhkhkhkkhkhiiiikx
*************************************2 (f) R R R R R R R R R R R R R R R R R AR R AR R R R R A R R R A R R R R R R R
*************************************2 (f) *hhhhhkhkhkhkkhkhkhirhhhkhkhkhkkhhiiihiikhkhkhkhkhiiiix

**************************************2 (f) R R R R R R R R R R R R R R R R R AR AR AR R R R R R AR ARAR R R AR R R R

Our review focused on Tax Year 2008 refunds of $500 or more issued to taxpayers who filed

IndIVIduaIInconqetaxreturns‘******ﬂﬁk***z(fyk*********ﬂr‘********ﬂﬁk******z(f)k********

*******2 (f) *khkkkk . 3

This review was performed from the TIGTA office at the Fresno Campus* in Fresno, California,
during the period November 2009 through June 2011. It included a review of individual income
tax returns filed nationwide with ******2(f)********and discussions with IRS personnel
assigned to the Wage and Investment Division Headquarters in Atlanta, Georgia; the Large
Business and International Division in Washington, D.C.; and the Criminal Investigation
Headquarters in Washington, D.C. We conducted this performance audit in accordance with
generally accepted government auditing standards. Those standards require that we plan and

L Tax Year 2008*******)(f)***** retyrs processed in Calendar Year 2009 excluding the following returns: those
****************************************2(D*************************************

*****************************************2(ﬂ**********************************************

Ak (F) <+ *xskddkkxskkok and returns with refunds of less than $500.
2 A 12-month accounting period for keeping records on income and expenses used as the basis for calculating the
annual taxes due. For most individual taxpayers, the tax year is synonymous with the calendar year.

3****************************2(0***********************************************************

******************************2(0***********************************************

* The data processing arm of the IRS. The campuses process paper and electronic submissions, correct errors, and
forward data to the Computing Centers for analysis and posting to taxpayer accounts.
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perform the audit to obtain sufficient, appropriate evidence to provide a reasonable basis for our
findings and conclusions based on our audit objective. We believe that the evidence obtained
provides a reasonable basis for our findings and conclusions based on our audit objective.
Detailed information on our audit objective, scope, and methodology is presented in Appendix I.
Major contributors to the report are listed in Appendix II.
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Results of Review

Individual income tax returng *******xp(f)**xxkxkxix*are processed at the IRS’s Submission
Processing Center in****2(f)******* These returns are subject to the same scrutiny as other
refund returns. For instance, IRS employees ensure that required documentation is present to
substantiate certain payments and credits claimed by taxpayers. Returns are analyzed through
the Electronic Fraud Detection System and screened for characteristics of fraud.

In addition, other controls have been established specific to these types of returns. Employees
processing these returns must meet specific experience requirements and receive *****2(f)****
return processing training at the beginning of the filing season.® They are provided written
guidance specific to processing *****2(f)*****returns.

Certain refund returng ******x*p (f)**x*xix*x**are subject to separate reviews in the IRS’s
Notice Review function. This function reviews the complete return and attachments submitted to
determine the validity of the refund (including credits claimed) and substantiate the taxpayers’

*khkkkk 2 (f) **

We analyzed the database of approximately 74,000 Tax Year 2008 Form 1040 refund returns
FRFFIFAIXD (F)*F>**xkxkxdx \We also selected a statistical sample of 397 of these returns and
reviewed them to determine if the refunds appeared valid. We focused on such things as:

e Did the Taxpayer Identification Number (TIN) belong to the taxpayer?
e Did the exemptions, deductions, and credits claimed appear valid for the taxpayer?

° **************************2 (f) Fhkhhhhkhkhkkkhkhkhkhrhhhhkhkhkhhkhrrrhhhhkhkhhkhiiiriiixixdx

e Did the wage and withholding amounts match the information in IRS records?

We found some control weaknesses that need to be addressed, and we found that control
breakdowns allowed subsequent refunds related to an identified refund scheme to be issued.
With the exception of that one scheme, we found no major overall trends indicating significant
volumes of questionable refunds being issued to taxpayers *******x*xkxp (f)*xkrkrkrrrrkrk
However, we found a disproportionate number of returns filed from ****x**(f)*xkxkrkrkrx

****************2 (f) *hkkkhkkkkikkkikikik

> The period from January through mid-April when most individual income tax returns are filed.
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Manual Controls to Freeze Subsequent Refunds of Taxpayers in One
Identified Scheme Were Ineffective

From the population of approximately 74,000 Tax Year 2008 Forms 1040 *****2(f)***xkx*
**xQ()***** receiving refunds for $500 or more, we found more than 10,600 returns that
claimed more than $24 million ***2(f)******* \Ne found that 6,847 (64 percent) of these

refunds were sent to taxpayers ******xkxkp (f)xrdkkkrkrkx*x** Figure 1 shows the top five
**************2(f)***************

****************************2 (f) kkkkkkkkkkkkkhkhkhkhkhk

*************************2 (f) *kkkkkkkkkkk

() (f)*** i) (f)***

***Z(f)*** ***Z(f)***
*kkD (f) Fokk *kkD (f)*** *kkD (f)*** Fokk 2(f) *kk
) (f) Fokk ) (f)*** ) (f)*** *hkD (f) *kk
*HkD (f) Kkk kRO (f)*** ) (f)*** ) (f) ,kk
*kkD (f) Jokk *kkD (f)*** *kkD (f)*** Hokk 2(f) kk
) (f) Hokk ) (f)*** ) (f)*** *hkD (f) *kk
i) (f)**** ) (f)*** ) (f)*** ***Z(f)***
*HkD (f)********* ) (f)*** ***Z(f)*** ***Z(f)***
********Z(f)****** *kkD (f)*** ***Z(f)*** *hkD (f) *kk

********************************2(0****************************

*kkkkhkhkk6 ******************************2 (f) R R R R S S S S R R R S S S S R R R e e e S
***************************************2 (f) kkhkhhhhkhkhkkkhkhkhkhhhhhhkhkhkhhkhihirhhiihkhhiikx
***************************************2 (f) B R R e S S S R R S S S S R e e e e
***************************************2 (f) *khkhhhhkhkhkkkhkhkhirrhhikhkhkhkhhkhiiiiiixixixkx
***************************************2 (f) B R R R e S S S S R R S S S S S R R e e e
***************************************2 (f) *hhhhkhkhkkhkhkhkhirhhhkhkkhhkhrirhiiikhkhiikx

****************2 (f) *hkkkkhkkkkikkhkkkikkhkkkhkhkkiikkik

We discussed the **2(f)** returns with the IRS and learned that the IRS’s Criminal Investigation
(CI) function had identified a refund scheme involving **2(f)**returns filed by taxpayers
*xxQ(f)y*******and had referred the associated returns to the IRS Examination function to

6***************************************2(ﬂ***********************************************
****************************************2(D**************************************************
****************************************2(D********************************************

****************************************2(ﬂ*********************************************
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determine the validity of the refunds being claimed. The Examination function determined the
refunds were fraudulent.

The Examlnatlon funCtlon focused on ************2(f)******************************
***2(f)** to determine if the refunds were valid. They described the following characteristics
related to this scheme:

° ***********2(f)*****************

° ********************************2 (f) *hhkkkhkhkkkhkhkkkhkhkkkikhkkkhhkhkkikhkkikhkkihhkkihihkkiiikkiik

********************************2 (f) *hkkhkkhkkhkhkkhhkkhhkkkihkkhkihkkhkhkiikhkihkkhihkiikkkx
° ********************************2 (f) *hhkkkhkhkhkkhkhkhkkikhkhkkhhhkkikhhkkhkkhhkkhkihkkhkihkkhihkiiikk
° *********************************2 (f) *hkhkkkhkkkkikkkkikkkikhkkikhkkikihkkikikkiik

° *********************************2 (f) *khkhkhkkhkkkhkhkhkhkiihhikhhkhhhihiiiix

In an attempt to ensure that all returns with similar characteristics were frozen from refunding,
the IRS issued two Servicewide Alerts in February 2010 listing the characteristics of the returns
and providing instructions regarding how to freeze the returns from refunding and refer the

retu rns to the Exam i nat ion fu nCt ion. *********************2 (f) *hhhkkkhkkhkkhkkhkkhkkikhhhkkkkkiikx
******************************************2 (f) Fhkhhhkhkhkkkkhkhkhirhhhkhkhkhhkhihiihiiixixdx

******************************************2 (f) *hhkkkhkkkkhkhkkkhhkkkikhkkkihkkikikkhiikkiiikkik

******************************************2 (f) *khkhhhhkkkkkhkhkhihhikihkkhkhik

We found that the steps taken to stop subsequent fraudulent claims from refunding were largely
ineffective. From the 4,889 refunds to *****2(f)********** \we identified 627 that claimed
FhFFFAFFIFXD(F)**Hx*xdxdrkx We reviewed a statistical sample of 84 of these returns to
determine if the controls established by the IRS were effective in preventing these taxpayers
from receiving subsequent erroneous refunds. Almost half (38) of the taxpayers in our sample
filed subsequent returns (Tax Year 2009) *****2(f)****x*x** Appropriate steps were not taken
to stop ***2(f)*** of these 38 returns from refunding. Approximately $172,000 in questionable
**2(f)**refunds were issued to these **2(f)**taxpayers. Based on the results of our sample, we
estimate that more than ****2(f)******** in refunds for similar questionable **2(f)**claims
were issued despite IRS attempts to stop these claims from refunding.

We notified the IRS of our findings. In response, another Servicewide Alert was issued in
March 2011 to all IRS employees to provide an overview and reminder of this type of
questionable claim. The Alert also provided instructions to prevent the reversal of freeze codes’
on any questionable refunds associated with the scheme.

" A freeze code is an indicator the IRS uses for preventing the issuance of refunds, credit offsets, or the assessment
of accrued interest and/or penalty.
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We provided the IRS with three databases of potentially questionable refund returns ***2(f)***

********ﬂﬁkk**********ﬂﬁkk*******2(fy*********ﬂﬁk*********ﬂﬁk*********ﬂﬁk********

Control Weaknesses Existed for *****2(f)**** Returns

To evaluate internal controls over refunds issued to *****2(f)******** in addition to the
analyses previously discussed, we sent questionnaires to three functions responsible for
processing individual income tax returns (the Code and Edit, Error Resolution, and Notice
Review functions) and to Cl and reviewed a sample of 84 **2(f)**returns filed by taxpayers
FHXD(F)****x*x** \We identified the following control weaknesses that may have contributed
to the release of some potentially erroneous refunds.

Fraud awareness training is not provided to campus employees as part of their
annual******2(f)**** training

The Resident Agent in Charge of CI’s Scheme Development Center is responsible for the
training and orientation of IRS campus employees in the recognition and referral of potentially
fraudulent returns. It is also CI’s responsibility to secure a commitment from IRS campus
management to allow fraud awareness presentations.

One of the questions posed to the functions responsible for processing tax returns and to ClI
addressed fraud awareness training given. CI replied that it provides a variety of fraud
awareness training to other IRS functions throughout the year, including local field office,
campus, and national levels. However, the Code and Edit, Error Resolution, and Notice Review
functions responded that they did not receive any fraud awareness training from CI in their
annual training. In addition, the Notice Review function stated that training and alerts were
needed for the tax examiners to be able to identify fraud.

In a discussion with IRS management in October 2010 regarding the **2(f)**scheme involving
taxpayers **2(f)********** they stated that some training is provided to Examination function
employees, but not to campus employees. They added that Code and Edit function employees
should receive training about the **2(f)***scheme because they are allowing the refunds up
front.

From our sample of 84 ***2(f)*** returns filed by taxpayers ***2(f)********* e found that
campus employees had released all 84 refunds. Fraud awareness training may have provided
campus employees with scheme characteristics to look for, which might have resulted in these
returns being identified as questionable before the refunds were released.

kkkkkkkkkkkkkkkhkkhkkhkkhkkhkkhkkkhkkkkkkkkhkkkk 2 (f) *kkkkkkkkkhkkkhkkkkkkkkkkhkkhkkhkkhkkkkkkkkkx

We also reviewed our sample of 84 **2(f)** returns filed by taxpayers ***2(f)********* g
determine if they contained any characteristics that might be identified by **2(f)***rather than
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relying *****2(f)****x*x*x* {g jdentify and stop these questionable refunds. ****2(f)******

***************************************2 (f) kkhkhhhhkhkhkkkhkhkhkhirhhhkhkhkhhkhihirhhiihkhhiikx

********************2 (f) *hkkkkhkkkkhkkkihkkkihkkhkkikkkik:

° ********************************2 (f) *hhhhhkhkkkhkhkhkhrhhhkhkhkkhkhkhirhiikhhkhhhiiiix

********************************2 (f) *hkkkikkhkkkikkhkkkikkhkkikkikkikikkik

° ********************************2 (f) *hkhkhhkhkhkhkkhkhkhkhirhhikhhhhkhiiiiiiiid

We determined that more than 80 percent of the Tax Year 2008 Form 1040 refund returns in our
*FXQ(F)********* nopulation overall, including those *****2(f)*********and those with

*kkhkkkhkkhkkikhkkikhkikikk *khkkkhkkhkkhkhkhkkhkhkkhkkhkkhkhkkhikhkhkhikhkhkhiikhkikhkiikk
taxpayers 2(f) :

************************************2 (f) Fhhhhkhkhkhkhkhkhkhrhhhhkhkhkhkhkhirhhihhkhhhiiiix
************************************2 (f) Fhhhhhkhkhkhkkhkkhkhihhhhkhkhkhkkhhihiihikhkhkhkhkhhiiiix
************************************2 (f) R R R R R R R R R R R R R R R R A AR R R R R R R AR AR R R R R R R AR
************************************2 (f) *hhkhhhkhkhkhkhkkhkhiihhhkhkhkhkhkkhkhiirhhhhkhkhhkiiiiix
************************************2 (f) R R R R R R R R R R R R R R R R R AR AR AR AR AR R R R R R R AR A R A R R R R R R
************************************2 (f) Fhkhkhhkhkhkhkhkkhkkhkkhkirhhhhkhkhkhkhhiihiihkhkhkhkhikx

************************************2 (f) *khkhkhkkhkkkhhkhkhkiihhikhhhhhihiiiix

*******************************2 (f)***********************8

RAAAAD (F)xx e wek %k Kk K EE T $kkkok skkkokk
2(f) 2(f)

% 3k ok %k 3k %k ok ok %k k

*% (f)*

Total

*********************2 (f)********************************

As shown in Figure 3, only 3 percent of the **2(f)** returns in our overall population claimed
FhxFIFFXE2(F)****** while 31 percent of the **2(f)**** returns in the **2(f)** scheme filed by

*khkkhkkkkhkkkhkkhkkhkikhkkhkhkikikikk *khkkkhkkhkkhkkikhkkikkhkhkhkkikikik
taxpayers 2(f)

& From our population count and percentage Of ¥k (f)kiikbiksk ik ikkikiskers and returns
W|th **************2(f)****************.
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***********************************2 (f)**********************

xax(fyree xeng (s xax (e
xang(fyrrn | wrg(fyren | wrwg(fyrre | wReg(fyrer | wrg(fyren | xrag(fyees | srep(f)ren
KaRQ(fyRak | RRAQ(F)RRE | KERQFRER | KERQ[)ERR | KHRQ(F)ERR | KrR(F)RAR | KA (FREE
KaRQ(fyRRE | RRAQ(F)RRR | KRRQ(F)RER | KERQ([)ERR | KrRQ([)EER | KrRQ(FyRER | KA (F R
wang(fyern | wmag(ppees | wegpyren | *R2RFRE [ R0 [ g x| wrngpyers

**-k************************2 (f)******************-k*****-k*************

******************************2 (f) R R R R R R R R R R R R R R R R R R AR AR AR R R R R R R AR AR A R R R R R R T h e

duplicate use of dependent SSNs was reported in a prior TIGTA report.® Another TIGTA report
estimated that *******x*x*xp(f)x*x*x**claims paid in error were associated with the multiple
use of SSNs on Tax Year 2007 income tax returns.® We recommended, and the IRS agreed, to
assess the feasibility of systemic identification of questionable returns to facilitate reviewing
them prior to issuance of the refunds.

*********************************2 (f)*******************************

The time period which the IRS has to issue refunds to U.S. citizens is much shorter than those for
non-U.S. citizens. The IRS has 180 days to issue refunds to non-U.S. citizens (filing Form
1040NR) but only 45 days for U.S. citizens (filing Form 1040). The extra processing time
allows the IRS more time to validate income, withholding, and other information provided by
thlrd partles *******************************2(f)*******************. In our
statistical sample of 397 returns which were reviewed to determine if the refunds appeared valid,
146 had wages reported that did not match third-party data, 25 had withholding reported that did
not match third-party data, and 110 had other income reported that did not match third-party
data.

Taxpayer*****x*2(f)x**x**x*gra often missing

Taxpayer ***2(f)**** js vital to determine if filing status and exemptions claimed by some
FxEQ(F)******+***taxpayers are valid. ***2(f)**** data are maintained by the Social Security
Administration. These data are provided to the IRS and are included as part of a taxpayer’s
account information on the IRS’s Master File."* In our database of approximately 74,000 Tax

° Duplicate Dependent and Qualifying Child Overclaims Result in Substantial Losses of Tax Revenue Each Year

(Reference Number 2001-40-059, dated March 21, 2001).

19 Multiple Use of Taxpayer Identification Numbers Continues to Result in Significant Erroneous Exemptions and
Credits (Reference Number 2010-40-117, dated September 14, 2010).

! The IRS database that stores various types of taxpayer account information. This database includes individual,
business, and employee plans and exempt organizations data.
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Year 2008 Forms 1040 generating refunds to *****2(f)******** ‘we found 33 percent with
blank ******kxkp (f)*xrkxkrixsr* on the IRS’s Master File and 35 percent with blank
FhFFFAFFKXD(F)*FHxHxdrkrkrxk (taxpayer’s spouse). See Figure 4 for percentages of
FhxFIXIXD(F)***** types in our population.

*******************************************2 (f) kkkkkkkkkkkkhkkhkkhkkk

*****************************2 (f)*******************************************

****************************************2 (f)*************************************

We reviewed the filing status on 308 of the 397 returns in our sample to determine if the
appropriate filing status for the *****2(f)*******_|n general, taxpayers *****2(f)***x**rirx
**2(f)*** may use only filing status Single or filing status Married Filing Separately.”> An
eXcepthn to the rule aIIOWS **********************2(f)**************************.
FhFFFAKFKFIFIIRQ (F)FFFxFd I I A X d X I X AXxXxF* and is allowed to use the filing status Married
Filing Jointly. We used the *****2(f)******* tg determine if the taxpayers met the exception
criteria. In our review of the 308 returns, 67 taxpayers (22 percent) met the exception to the rule
and used filing status Married Filing Jointly.

We determined that 166 (54 percent) of the remaining 241 returns had ******2(f)******* gnd
75 (24 percent) dld not *******************1******************. Based ****Z(f)******
on the returns, we were able to determine that 38 of the 75 returns with no *****2(f)*****x**
had the correct filing status. Without the *******2(f)****** \ye were unable to determine if
remaining 37 of the 75 had the correct filing status.

In a separate test, we determined that 159 of the 397 taxpayers claimed their children as
exemptions but we could not determine if 23 (14 percent) of those were entitled to do so because
the taxpayers’ *****2(f)******** were blank.

We could not determine why the *****2(f)******* \as blank for these taxpayers. The IRS did
not take actions during processing to ascertain the correct *****2(f)****x*x \\hen **2(f)****
information on the IRS’s Master File is blank, there is no other IRS resource available for
campus employees to validate the accuracy of the ****2(f)*** claimed by the taxpayer. In these
cases, the IRS cannot always determine whether these taxpayers were entitled to exemptions and
credits claimed on their tax returns without an Examination.

Recommendations

Recommendation 1: The Commissioner, Large Business and International Division, should
further refine TIGTA's database of returns with potentially questionable refunds issued to

12 For this test, we excluded 89 of the 397 returns with *3*ksss (frissiisrkirkrrsx hocayse taxpayers from
these **2(f)****may qualify to use additional filing statuses.
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***Z(f)********** by applying filters *************************2(f)*****************

********************************2 (f) *hhhhkhkkkkhkhkhkhhhhkhkhkkkhkhiiiiikx to ensure retu rns

with the highest risk are identified and considered for further examination with particular
attention to those taxpayers *******kxixp(fykxrxkxixix** These filters should be applied and
refined on an ongoing basis to identify potentially questionable refunds issued to ***2(f)***
***Z(f)***

Management’s Response: IRS management agreed with this recommendation.
Using IRS data, they will take the following actions:

e Perform an initial screening of returns filed with ******xkkkkxp (f)kkkkrdrtktdrix
**************************2(f)************************** before the
refunds are released to assess whether the refund should be released. Refunds will be
frozen on returns where it appears likely ******xkxkakxxp (f)xkrkxkrx*r* credits are
not allowable.

e Coordinate with the Wage and Investment Division to refine filters used to identify
abusive **2(f)**filings on an ongoing basis to ensure the returns with the highest risk
are identified and considered. Items that will be considered in the refined filters

i nCI ude ******************************2 (f)***********************

**************************2 (f) *hhhhhkhkkkhkhkhkhrhhhkhkhkhhkhiirhihikhkhiikx

Recommendation 2: The Commissioner, Wage and Investment Division, should ensure
campus employees in the Code and Edit, Error Resolution, and Notice Review functions receive
fraud awareness training in their annual ****2(f)***** individual income tax return processing
training.

Management’'s Response: IRS management agreed with this recommendation to
provide fraud awareness training to their employees working ****2(f)***** returns. The
2012 Submission Processing work plan will include questionable refund return training
for all IRS Submission Processing employees in the Code and Edit, Error Resolution, and
Notice Review functions, including IRS employees working ****2(f)***** returns.
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Appendix |

Detailed Objective, Scope, and Methodology

Our overall objective was to determine whether controls over *****2(f)****** ywere effective in
minimizing the risk of issuing erroneous refunds. Our audit scope included individual income
tax refunds of $500 or more issued to *****2(f)******** in Calendar Year 2009 for Tax Year'
2008. To accomplish this objective, we:

l. Determined if returns *****2(f)**x***kxkxkx* were adequately reviewed before the
refunds were released.

A. Researched TIGTA and Government Accountability Office audit reports for any
previously reported control breakdowns.

B. Researched the Internal Revenue Manual to determine if procedures used by the IRS
to process *****2(f)***** returns were adequate.

C. Contacted responsible IRS personnel to determine if *****2(f)***** returns were
adequately reviewed.

Il. Determined if erroneous or fraudulent refunds were released to *****2(f)**x*x*kx*

A. Obtained refund transaction files (Individual Master File> computer extract of Tax
Year 2008 U.S. Individual Income Tax Returns (Form 1040) refund returns
FHQ(F)*FHxFxFAIFAFAXXE* from the TIGTA Data Center Warehouse. We validated
the data by examining a random sample of 25 records using the Integrated Data
Retrieval System.® All criteria used to extract the data were confirmed in the data
validation sample. This validation test demonstrated that the data were sufficiently
reliable and could be used to meet the objective of this audit.

B. Selected a statistically valid random sample* of 397 taxpayers from the computer
extract of 74,174 taxpayers obtained in Step I.A.

! A 12-month accounting period for keeping records on income and expenses used as the basis for calculating the
annual taxes due. For most individual taxpayers, the tax year is synonymous with the calendar year.

% The IRS database that maintains transactions or records of individual tax accounts.

® IRS computer system capable of retrieving or updating stored information. It works in conjunction with a
taxpayer’s account records.

* After we determined control weaknesses existed that could allow erroneous refunds to be released, we selected a
statistically valid random sample to help quantify the extent of the problem over the entire population. The
statistically valid random sample size was selected using a 95 percent confidence level, an expected error rate of
50 percent, and a precision factor of +5 percent.
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C. Reviewed the statistical sample to determine if any of the returns appeared to be
fraudulent. Specific tests included:

1. Verified that the TIN on the Form 1040 belonged to the taxpayer.

2. Verified if the filing status claimed was valid for the taxpayer ***2(f)****,
3. Verified if the exemption(s) claimed was valid for the taxpayer ****2(f)***,
4. Verified if the deduction(s) claimed was valid for the taxpayer ****2(f)****
5

Matched the total wages, withholding, and other income amounts claimed on the
returns to the amounts from Wage and Tax Statement (Form W-2), Miscellaneous
Income (Form 1099-MISC), and other third-party data found on the Information
Returns Processing Transcript.> We determined the ratio of withholding to wages
and if the ratio was reasonable.

6. Determined if certain credits (i.e., the Earned Income Tax Credit, CTC, **2(f)**,
and Foreign Tax Credit) claimed were substantiated and valid for ****2(f)****

7. Verified the validity of other credits (i.e., the Economic Stimulus Payment and
Education Tax Credit) and withholding tax from foreign partners that appeared
questionable.

I1. Determined if refunds issued to taxpayers ********kkkkkkkkx D (f)*rsrsrtrtdtdririx
ere valid.

A. Obtained a database that contained returns of taxpayers *****2(f)******* cyrrently
under audit by the Examination function. We determined the criteria used by the
Examination function to identify potential fraudulent refund returns.

B. Based on the computer extract obtained in Step I1.A., identified Tax Year 2008

Forms 1040 filed by taxpayers ************************2(f)*****************
*****z(f)***

C. Selected and reviewed a random sample of 84 taxpayers from 627 taxpayers

**2(f)************************************************.6 We performed
the following tests:
1. Matched the total wages and withholdings amounts claimed on the returns to the

amounts found on the Information Returns Processing Transcript. We verified the
reported income qualified for the credits.

®> Command Code IRPTR allows Integrated Data Retrieval System users to request Information Returns Processing
Transcripts from the Information Returns Master File.

® The statistically valid random sample size was selected using a 95 percent confidence level, an expected error rate
of 50 percent, and a precision factor of +10 percent.
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2 *********************************2 (f) *hhkhAkAhkhkhkhkkhkkhkkikikhkhhkhkhkhkhkkhiiiix
*********************************2 (f) *khkhhhhkhkkkkhkhkhihhikhkhkhkhkhik

*******************2 (f) *hkkkkhkkkhkkikkkikikk

3. Determined the number of refunds stopped where the taxpayer ***2(f)******

*****************2 (f) *khkhkhkkkhkkkkhkhik

4. Determined the number of returns that went to the Examination function and were
in the Appeals function.

5. Reviewed related Tax Year 2009 returns and identified if any refunds were
restricted.

Internal controls methodoloqy

Internal controls relate to management’s plans, methods, and procedures used to meet their
mission, goals, and objectives. Internal controls include the processes and procedures for
planning, organizing, directing, and controlling program operations. They include the systems
for measuring, reporting, and monitoring program performance. We determined the following
internal controls were relevant to our audit objective: the IRS processes for ensuring that
erroneous refunds issued to *******kxkkkxkp (f)*kxirkrkrx** are detected and prevented. The
steps taken to address these controls are described above.
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Appendix IV

Outcome Measure

This appendix presents detailed information on the measurable impact that our recommended
corrective action will have on tax administration. This benefit will be incorporated into our
Semiannual Report to Congress.

Type and Value of Qutcome Measure:

e Funds Put to Better Use — Potential;****2(f)****** (page 4). This estimate is based on
238 individual taxpayers with an average of ****2(f)*******claimed.

Methodology Used to Measure the Reported Benefit:

From the 74,174 Tax Year 2008 individual income tax returns processed in Calendar Year 20009,
we identified 4,889 returns of taxpayers ***2(f)********* who claimed a total of more than
$14 million of **2(f)** From this population, we identified 627 returns with *****2(f)**x**x*
**xx2(f)**. We reviewed a statistically valid random sample of 84 returns from the 627.

For our projection, we reviewed the related Tax Year 2009 returns of the taxpayers in our Tax
Year 2008 sample to see if refund freeze codes? were placed on the accounts after the
February 4, 2010, Servicewide Alert was issued to IRS employees. There were 38 of

84 taxpayers who had filed their Tax Year 2009 return. Of the 38 who filed, **2(f)** did not
have a freeze code, while **2(f)**had freeze codes. All **2(f)** without freeze codes were
allowed to receive refunds. This resulted in $172,276 of **2(f)**claims allowed.

We calculated the outcome measure as follows:
o FXIXID(f)*xdxxkx of 84 had no freeze code and $172,276 in **2(f)**claims.
° $172,276 lelded by ********2(f)******************.

o FFXQ(f)****of 627 population (627 x **2(f)**) = **2(f)** potential erroneous refund
returns.

° **********2 (f) Fhhhhhkhkhkkkhkhkhhhrhhrhkhkhkkhkhkhrrrhrhhkhhkhhihrrriihhkhhhiiihiiixixdx

***********2 (f) *khkk .

! The statistically valid random sample size was selected using a 95 percent confidence level, an expected error rate
of 50 percent, and a precision factor of +10 percent.

2 A freeze code is an indicator the IRS uses for preventing the issuance of refunds, credit offsets, or the assessment
of accrued interest and/or penalty.
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Appendix V

Management’'s Response to the Draft Report

DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
WASHINGTON, D.C. 20224

COMMISSIONER
LARGE BUSINESS AND
INTERNATIONAL DIVISION

SEPTEMBER 15, 2011

MEMORANDUM FOR MICHAEL R PHILLIPS
DEPUTY INSPECTOR GENERAL FOR AUDIT

FROM: for Heather C. Maloy /s/ Michael Danilack
Commissioner, Large Business and International Division

SUBJECT: Draft Audit Report - Controls Over Refunds to ***2(f)*** Taxpayers
FxxEIIER () *F*****xx%x Could Be Improved (Audit 201040032)

We have reviewed the subject draft report, and appreciate the acknowledgement that you found no significant
volumes of questionable refunds issued to taxpayers ***2(f)*** **2(f)***. Our Wage and Investment (W&aI) and
Large Business and International (LB&I) Divisions have worked closely to prevent erroneous refunds to individual
taxpayers *******Z(f)*********.

We will continue to make improvements in this area and conduct additional research in order to refine our filters that
prevent erroneous refunds and/or identify additional schemes. The Criminal Investigation Division will continue to
provide fraud awareness training to all Campus employees at each campus in fiscal year 2012, through multiple
events to accommodate the campuses' workload schedules.

**********************************2 (f) kkkhkhkhhkkhkkhkkhhkhhkhkkhhkhkkhhkihkhkihkikhhkkihkikikkx
**********************************2 (f) kkkhhkhkhhkkhkhkhkhhkhhhkihkhkkrhkihhihkkhkhhihkiiikkx

**********************************2 (f) kkkhhkkkhhkkhhhkkhhkkhkhkhkihkhkirhihhihkikhhkiikkx

FRdKFAAIF I AR (F)FFrxFAdR R AR RAkxxk Al information on a tax return is used to verify TINs when returns are
processed.

We reviewed the outcome measures identified in Appendix 1V, and we agree with your assessment. Our comments
to your recommendations are attached. If you have any questions, please contact me at (202) 283-8710, or

*********2 (f)*-k********** *hkhkhhhhhkhkhkhhhhkhhkhhikx 2 (f)*-k**************************

Attachment
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Attachment

RECOMMENDATION 1
The Commissioner, Large Business and International (LB&I) Division, should further refine TIGTA's database of

returns with potentially questionable refunds issued to ***2(f)********** hy anplying filters
********************2(f)**********

********************************2(f)**************************** to ensure returns Wlth the hlgheSt

risk are identified and considered for further examination, with particular attention to those taxpayers
FAdFFAAIXD (F)*HHHxxxHAxxx** These filters should be applied and refined on an ongoing basis to identify
potentially questionable refunds issued to *****2(f)***xxk*x

CORRECTIVE ACTION
We assume that the recommendation is referring to refunds issued to individual taxpayers with
FhkkdkkdkdkkgIRD (f)FAxFA xR A I KA IR AR R AR R AR x* Using IRS data, we will take the following actions:

»  Perform an initial screening of returns filed ****x**kkkxkdkrxD (f)rrdritdrrx
-k**************************2(f)********************* before the refunds are released to assess
whether the refund should be released. Refunds will be frozen on returns where it appears likely the
************Z(f)******** *hhkhkhkhkhkhkhkhkhkhhkhkhkkhkhkhhkhhkhkhkikiixkx CredItS are not a||OWEib|e

»  Coordinate with the Wage and Investment Division to refine filters used to identify abusive **2(f)** filings
on an ongoing basis to ensure the returns with the highest risk are identified and considered. Items that will
be considered in the refined filters include *******xxkkkkdkkddkksdkrtkrtirrx*2(f)*** iaialeie

*k*k *Kk*k *k*k *k*k nxxz(f)x *kk *kk *kk

IMPLEMENTATION DATE
June 15, 2012

RESPONSIBLE OFFICIAL

D | recto r-7 *******************2 (f) *hkkhkhkhhkhkhhkkihkhkikkhkhhkkihkhkhhkkikik

CORRECTIVE ACTION MONITORING PLAN

The LB&I Internal Control Coordinator will track the implementation date for the corrective actions through the
Joint Audit Management Enterprise System that tracks implementation of corrective actions addressing audit
recommendations.

RECOMMENDATION 2

The Commissioner, Wage and Investment (W&aI) Division, should ensure Campus employees in the Code and Edit,
Error Resolution, and Notice Review functions receive fraud awareness training in their annual *****2(f)****
Individual Income Tax Return Processing Training.

CORRECTIVE ACTION

We agree with your recommendation to provide fraud awareness training to our employees working ****2(f)*****
returns. The 2012 Submission Processing (SP) work plan will include questionable refund return training for all our
SP employees in Code and Edit, Error Resolution, and Notice Review functions, including our employees working
*****2(f)**** returns.

IMPLEMENTATION DATE
June 15, 2012
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RESPONSIBLE OFFICIAL
Director, Submission Processing, W&I Division

CORRECTIVE ACTION MONITORING PLAN
The W&I Internal Control Coordinator will track the implementation date for the actions through the Joint Audit
Management Enterprise System that tracks implementation of corrective actions addressing audit recommendations.
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