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This report presents the results of our review of the Questionable Refund Program.! The overall
objectives of this review were to determine the effectiveness of the Internal Revenue Service
(IRS) processes to identify and stop questionable refunds during Processing Year (PY) 2007 and
to evaluate the effect the failure of the Electronic Fraud Detection System (the fraud detection
system) had on PY 2006. In addition, we analyzed the demographic profiles of taxpayers who
submitted potentially fraudulent returns. This audit was conducted as part of our response to a
request made by the House Committee on Ways and Means.

Impact on the Taxpayer

The Criminal Investigation (CI) Division Questionable Refund Program is a nationwide,
multi-functional program designed to detect and stop fraudulent claims for refunds on income
tax returns. We estimated that the number of potentially fraudulent returns that would have been
identified without threshold restrictions rose by an alarming 70 percent between PYs 2006 and
2007. Due to resource limitations, the IRS worked only 48.7 percent of these returns, potentially
allowing $742 million in fraudulent refunds to be issued. If this trend continues over the next
few years, the IRS might issue an even greater number of fraudulent refunds, possibly resulting
in a significant annual revenue loss to the Federal Government. As a result, additional burden is
placed on honest taxpayers whose tax dollars are being used to support this criminal activity.

' See Appendix VI for a glossary of terms.
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Synopsis

During the past several years, the CI Division has relied primarily on the fiaud detection system
to identify fraudulent refunds. However, because the system was not operational during

PY 2006 due to system development problems, the IRS issued millions of dollars in fraudulent
refunds, The system was operational during PY 2007, which enabled the C1 Division to identify
more than 240,000 fraudulent tax returns with almost $1.5 billion in refund claims.

We estimated that during PY 2006, when the fraud detection system was not operational, the IRS
failed to stop approximately $894 million in fraudulent refunds. This represents an alarming
mcrease from prior years and is substantially more than the IRS initially reported. The IRS had
previously advised the Senate Appropriations Committee Staff that it did not plan to recover the
fraudulent refunds paid during PY 2006 because the IRS believed that the total was only about
$200 million ?

The increase in the number of fraudulent retuns continued i PY 2007, The Fraud Detection
Centers (the Centers) initially stopped more than $1.2 billion in refunds during PY 2007, This is
a significant mcrease over the $412 million in retunds stopped during PY 2003, the last year in
which the fraud detection system was operational. During this same time, the CI Division
became more efficient in stopping frandulent refund claims, mainly because dollar thresholds in
place limited the selection of returns to only those with the highest potential tor fraud, While the
dollar limits allowed the Centers to verify a higher percentage of fraudulent returns, they
excluded thousands of returns from the screening process.

The exponential growth in fraud in PY 2007 presented a challenge for the IRS, which did not
have the resources to handle this volume, The limited Examination function resources available
for processing. fraudulent returns directly influenced the number of fraudulent returns that the

CI Division was able to identify and stop. The CI Division and the Exanunation functions?
agreed to limit the number of fraudulent return referrals to ensure that examination resowrces
were available to addiess other areas that are also critical to compliance enforcement. Therefore,
the CI Division focused on identifying those returns with higher dollar values and higher
data-mining scores, which precluded more than 500,000 potentially fraudulent returns from
entering the Centers® screening process. Had these returns been included, we estimated that the
Centers would have identified an additional potential $742 million in fraudulent refunds.

2 This estimate was based on data available at that time.

3 According to the referral procedures, fraudulent refund retumns are forwarded to either the Wage and Investment
Divizion Examination function or the Small Business/Self-Employed Division Examination function. The majority
of firaudulent refund returns are forwarded to the Examination function in the Wage and Investment Divigion. For
purposes of this report. we will use the generic “Examination functions.” unless we need to refer to a specitic
Division for clarification,

(B
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We estimated that the munber of potentially fiaudulent returns that would have been identified
without the dollar value and data-mining score restrictions rose by an alarming 70 percent
between PYs 2006 and 2007, If this trend continues over the next few vears, the IRS might issue
an even greater number of fraudulent retunds, possibly resulting in a significant annual revenue
loss to the Federal Government, We understand that the IRS has numerous compliance priorities
in addition to the Questionable Refund Program, and that it must balance these issues against its
limited resources needed to address a number of noncompliance issues, However, this problem
is becoming unmanageable, and the IR S cannot afford to continue handling it in the same
manner as in the past. We believe that the IRS needs to address the use of limited compliance
resources corporately—as a top compliance priority—and to proactively determine what it needs to
do to counter the growth in questionable refund returns and stop the dollar loss. This
deternunation should be made based on an understanding of the growth in total refund fraud
while considering a balance of available resources and other competing compliance worlkload.

We also identified some areas in which the CI Division can improve its processing ot fraudulent
returns, Although we determined that returns were verified and transferred to the Accounts
Management Organization and the Examination functions in a timely manner, a number of
refurns were incorrectly identified by the CI Division as being not referable. This put about
$15 million in refunds at risk of potentially being issued. In addition, the CI Division was -
prevented from sending returns to the Examination functions during ongoing examinations of the
taxpayers, which placed even more revenue at risk, We also determined that while the CI
Division made strides in ensuring that it notitied taxpayers that their claims tor refunds were
being held for review, some taxpayers were not issued tinely notification that their returns were
determined to be fraudulent. Lastly, the process instituted in PY 2007 tor fieezing refunds
resulted in the inadvertent issuance of approximately $2 million in false refunds.

Recommendations

We reconmmended that the Deputy Conmissioner tor Services and Entorcement:

o Work with the Assistant Secretary for Tax Policy to develop amore wrgent approach to
achieving the legislative change that will exempt the IRS from having to issue statutory
notices of deficiency on fraudulent returns,

e Develop a long-term, strategic approach to balancing available resources with the growth
m refund fraud and other compliance priorities,

We reconmmended that the (’luet, CL, 1) coordinate with the Examination functions to teview
potentially fraudulen (g lidentified during PY 2006 and pursue recovery or offset
through tuture nonfraudu ent refunds, as appropriate, 2) identity all fraudulent PY 2006 tax
returns for which PY 2007 returns were verified as being talse, to assist in the investigation ot
refund schemes, 3) implement procedures to ensure that suspicious tax returns tiled
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fare identified by the fraud detection system during future processing years and
coordinate with the Comumissioner, Small Business/ Selt- -Employed Division, to ensure that
resources are available to verity the accuracy of these returns, 4) establish procedures requiring
each Ceenter touse the antomated quality review tool to ensure that frandulent returns are
propetly classified by the Centers prior to referral, 5) coordinate with the Examination functions
to establish a process ensuring that fraudulent returns identified by the CI Division can be
referred during open examinations, 6) revise the language contained in the first notice sent to
taxpayers to reflect a more realistic time period for the IRS to contact them and ensure that all
taxpayers whose returns are identified as fraudulent are notitied of the status of their returns, and
7) revise the process tor controlling and freezing refund claims identified as potentially
fraudulent.

Response

IRS management agreed with five of our nine reconimendations, neither agreed nor disagreed
with three recommendations, and disagreed with one recommendation. Management
acknowledged that refund fraud is an increasing concern and believes that emploving an
enterprise approach will effectively address this compliance threat, while maintaining its
commitment to improved taxpayer protection. In QOctober 2006, the IRS established the
Pre-Refund Program Oftfice, which coordinates the activities of all business units that are part of
the Questionable Refund Program. The IRS agreed that a strategic approach to managing the
Questionable Refund Program was necessary. It developed a 5-vear plan in February 2008 and
tormed an Executive Steering C'onumittee comprised of IRS executives providing strategic
guidance. IRS management established procedures requiring each Clenter 1) to use the
automated quality review tool to ensure that returns are properly classified, and 2) to coordinate
with the Examination functions to establish a process ensuring that fraudulent returns can be
referred during open examinations. In addition, management agreed to conduct an analysis to
determine if the established 3-week time perniod stated within the first notice needs to be revised.
Finally, management agreed that the process for controlling and freezing refund claims needed
improvement and implemented an automated, streamlined process for PY 2008,

IRS management neither agreed nor disagreed with the following three recomimendations:
o Develop a more wgent approach to achieving a legislative change that will exempt the
IRS from having to issue statutory notices of deficiency on fiaudulent returns

(Recommendation 1).

o Identity all fraudulent PY 2006 tax retwns filed by taxpayers whose PY 2007 returns
were veritied as fraudulent (Recommendation 3).
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o Implement procedures to ensure that suspicious returns
identified by the fraud detection system in future years (Recommendation 5).

In each of these instances, IRS management indicated that ongoing efforts and/or existing
procedures would address some of the concems.

IRS management did not agree with Reconunenchhon 2 to coordinate with the Examination
functions to review potentially fraudulen filed during PY 2006 and pursue
recovery or offset through future nonfraudulent refinds. The IRS stated that attempting to
recover these payments would not be a reasonable use of limited examination resources.
Management’s complete response to the draft report is included as Appendix VII.

Office of Audit Comment

While we are encouraged with the IRS” efforts to identify new ways to meet the growing
challenge of refund fraud, we believe that 1)-several of the corrective actions to our
recommendations will not fully address the concerns we reported and, 2) the recommendations
need to be reconsidered as part of the Pre-Refund Program Office’s long-term strategy. For
example, in response to Recommendation 1, the IRS stated that it will continue to evaluate
possible legislative proposals but did not indicate whether it will make this a priority. Fuither,
the example included in the response relates to the IRS disclosing tax violations to Federal
Government S EREE I 110t to our recommended proposal. We had previously
recommended pursuit of a legislative change to the Chief, CI. According to the Department of
the Treasury system used for tracking IRS management’s corrective actions, the CI Division
mdicated a January 31, 2009, completion date to allow tor the time-intensive clearing process for
legislative proposals. However, the IRS response to this report makes no mention of any
continuing activity related to this legislative proposal. As a result, we are uncertain of the IRS’
plans to pursue the legisiative change e\emp’ung it from having to issue statutory notices of
deficiency on fraudulent returns.

In response to Reconunendation 3, the IRS stated that existing procechures already require prior
year returns to be evaluated to determine it the returns are also traudulent and—it so—to include
those returns in any enforcement action, However, we identified 14,000 potentially fraudulent
returns filed in PY 2006 that were not included for entforcement action. At CI Division
management’s request, we provided a list ot these 14,000 potentially fraudulent returns and
asked the Division to advise us if these returns were verified as fraudulent based on its existing
procedures. The CI Division’s response indicated that its initial analysis confirmed our findings.
The PY 2006 returns associated with false PY 2007 returns were not captured in the Division’s
Scheme Tracking and Referral System. The Division indicated that it would conduct some
additional research and provide us with the results. However, we never received any additional
evidence to suggest that any of these returns were included in or considered for cuuent
enforcement action,

AN
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Regarding Recommendation 5, we remain concerned about the IRS’ 1elnnce on the

Dependent Database to identity suspicious refurns Our concern is
supported by the CI Division’s conclusion from its prior analysis that there is a gap between the
returns identified by the CI Division and those identified by the Dependent Database. If the IRS
continues with its current practice of relying only on the Dependent Database, we believe that
there is an increased 1isk that the IRS will not identify all fraudulent refund returns
Although the IRS plans to conduct additional research in this area in the
coming years, we believe that these types of returns should be identified by the fraud detection
system.

ppointed in the IRS® decision to forego taking any
action against fraudulent claims detected durmg PY 2006. IRS management
restated its position that fraudulen claims continue to be a priority for IRS
entorcement and acknowledged that the failure of the fraud detection system allowedfd &

laims to be inappropriately paid. Based on available data, we estimated that those claims
totaled about $32 million. When determining the cost and benefits of pursuing recovery or offset
in these cases, the IRS should consider the valuable deterrent effect of realizing that the
IRS will catch attemipts to file talse returns while The decision to
torego taking any action on these cases only encourages this t\-pe of behavior.

Regarding Recommendation 2 we are dis

Finally, although the IRS indicated that steps have been taken for PY 2008 to ensure that
fraudulent refunds are properly held (Recommendation 9), we remain concerned that refunds are
still susceptible to erroneous issuance. During our current audit on the IRS” efforts to stop
econoniic stimulus payments on false returns identitied during PY 2008,* we identified several
mstances in which refunds and stimulus payments were allowed to be issued when one of the
freezes being used expired, and we notitied both the CT Division and the Wage and Investment
Division. In its response to this report, the IRS stated that the CI Division has taken proactive
measures to ensure that procedures will hold the refund until all issues are resolved. However,
based upon our preliminary results of PY 2008, we are concerned that the freezes are not always
working as intended.

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

Nancy A. Nakamura, Assistant Inspector General for Audit (Headquarters Operations and
Exempt Organizations Prograins), at (202) 622-8500.

4 Review of Procedures to Identify and Stop Economic Stimulus Pavinents on False Returns (Audit
Number 200810032).
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Background

The mission of the Internal Revenue Service (IRS) Criminal Investigation (CI) Division is to
serve the American public by investigating potential criminal violations of the Internal Revenue
Code and related financial crimes in a manner that fosters confidence in the tax system and
compliance with the law. The CI Division Questionable Refund Program' (QRP) is a
nationwide, multi-functional program designed to detect and stop traudulent claims for refunds
on income tax returns. Responsibility for coordinating the QRP resides with the CI Division's
10 Fraud Detection Ceenters (the Centers), which are located at each of the 10 IRS campuses
where individual tax returns are filed and processed.

During the past several years, the CI Division has relied primarily on the Electronic Fraud
Detection System (the fiaud detection system) to identity fraudulent refunds. However, because
the system was not operational during Processing Year (PY) 2006 due to system development
problems, the IRS issued millions ot dollars in fraudulent refunds. The system was operational
during PY 2007, which enabled the CI Division to identify more than 240,000 fraudulent tax
returns with almost $1.5 billion in refond claims. This represents a significant increase in both
the number of fraudulent returns and retund amounts from previous years. Figure 1 shows

the number of fraudulent returns identitied by the QRP during PY 2007 and the previous

4 processing years, as well as the refund amounts that were claimed and stopped.

Figure 1: Fraudulent Returns and Refunds ldentified and Stopped
by the CI Division (PYs 2003 — 2007)

'See Appendix VI for a glossary of terms.
2 7o facilitate comparisons, we eliminated a PY 2004 r
Refunds Identified and Fraudulent Retunds Stopped
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Through the fraud detection system, each individual income tax refund return teceives a
data-mining score based on the characteristics of the return and other data. A private vendor
developed the data-mining score, which is validated and updated before each processing year
based on experience and new information. The higher the data-mining score, the greater the
probability that the return might be traudulent. For purposes of this report, the term “potentially
fraudulent return” refers to a return identified by the fraud detection system as having the
characteristics of fraud.

The Centers screen returns identitied by the fraud detection system and determine each return’s
fraud potential. If a return is selected by the Center and included in its workload, the refund is
held until emplovers or third parties are contacted to verify wage information on the return, If
the Centers do not complete the verification process within a certain tune period, the held refund
is automatically released.

In general, if the Centers conclude that a retumn contains false information (e.g., false or inflated
wages), the return is reterred to either the Accounts Management Organization or the
Examination functions® for resolution. Returns with refundable credits, such as the

and returns for which the refunds were issued nnst be sent to the
Wage and Investinent Division Examination function because the law requires issuance of a
statutory notice of deficiency whenever an assessment is made to mcrease the tax on an accowmnt.
During PY 2007, the CI Division reported that 53,622 fraudulent tax returns were sent to the
Examination functions and 94,654 were sent to the Accounts Management Organization. Some
returns, including those with identity thett issues, are classified as not referable and are resolved
by the CI Division. For purposes of this repoit, the term “fraudulent retun™ refers to a return
verified by the Centerts as contaming false mnformation.

As part of their mission to provide support to the CI Division field offices, the Centers also
analyze fraudulent returns to identify schemes. These are returns with common charactetistics
and patterns. Schemes can include only one return but generally include numerous returns. The
Centers refer schemes to the CI Division field offices for fuuther evaluation if the total amount of
the refund(s) claimed exceeds a certain dollar amount. The field offices then review these
schemes for potential criminal prosecution and refer the results of their investigations to the
United States Attorney’s Offices for prosecution. However, some United States Attorney’s
Offices prefer a high actual dollar loss betore they will accept a case for prosecution.

3 According to the referral procedures, frandulent refund returns are forwarded to either the Wage and Investment
Division Examination function or the Small Business/Self-Employed Division Exanination function. The majority
of fraudulent refind returns are forwarded to the Examination fimction in the Wage and Investment Division. For
purposes of this report. we will use the generic “Examination functions,” unless we need to refer to a specific
Division for clarification.

Page 2
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Consequently, as we have previously reported, the majority of retund schemes are not referred
tor criminal prosecution.’

In PY 2006, the Office of Retund Crimes and an IRS Executive Steering C'omimittee® worked
together to address problems identified in the National Taxpayer Advocate™s 2005 Annual
Report to Congress regarding the QRP. This initiative resulted in changes that included new
procedures and controls for freezing tax returns, notitying taxpayers that their refunds were being
delayed, releasing some existing freezes, and adjusting taxpayer accounts,

This audit was a contiuation of owr Fiscal Year 2007 audit® of the QRP. In that audit, we
reported that the growth in retund fraud led to the QRP’s management and inventory problems,
but we recognized the quick efforts by the IRS to address the concerns raised by the National
Taxpayer Advocate, However, we raised concerns about some of the changes that had been
implemented in PY 2006, For example, the IRS decided to limit the munber of fraudulent
returns referred to the Examination function, limit the length of time potentially fraudulent
refunds wete frozen, and reduce the number of subsequent year freezes placed on accounts. All
of these actions allowed several millions of dollars of potentially fraudulent refunds to be issued.

For the current audit, work was performed at the CI Division Office of Refund Crimes in
Washington, D.C., and in the Austin, Texas; Cincinnati, Ohio; and Memphis, Tennessee, Centers
during the period January through November 2007, In addition, we performed work at the Wage
and Investment Division Accounts Management Organization in Memphis, Tennessee. We also
contacted personnel within the Wage and Investment Division Pre-Refund Program Office and
the Wage and Investment Division and Small Business/Self-Employed Division Examination
functions. We conducted this performance audit in accordance with generally accepted
government auditing standards. Those standards require that we plan and perform the audit to
obtain sufficient, appropriate evidence to provide a reasonable basis for our findings and
conclusions based on our audit objectives. We believe that the evidence obtained provides a
reasonable basis for our findings and conclusions based on our audit objectives. Detailed
information on our audit objectives, scope, and methodology is presented in Appendix I. Major
contributors to the report are listed in Appendix II.

4 Actions Herve Been Taken to Address Deficiencies in the Questionable Refund Prograin: However, My Concerns
Remain, With Millions of Pollars at Risk (Reference Number 2007-10-076, dated May 31, 2007),

3 An Executive Steering Conimittee, consisting of members from the Taxpayer Advocate Service, the CI Division.
the Small Business/Self-Employed Division, the Wage and Investment Division. and the Modernization and
Information Technology Services organization, was formed in response to the National Taxpayer Advocate’s 2005
Annual Report to Congress. Based on the problems identified in the Report. the Executive Steering Conmniittee was
to establish a process to notify taxpavers that their refunds were being held and to revise the QRP,

8 Actions Have Been Tadien to Address Deficiencies in the Questionable Refind Progrean; Hovever, My Concerns
Remain, With Millions of Doliars at Risk (Reference Number 2007-10-076. dated May 31, 2007),

Page 3
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Results of Review

We estimated that duning PY 2006, when the fraud detection system was not operational, the IRS
failed to stop approximately $894 million in fraudulent retunds. This represents an alarming
merease from prior vears and is substantially more than the IRS initially reported. The IRS had
previously advised the Senate Appropriations Committee Staff that it did not plan a recovery
prograim for fraudulent retunds paid during PY 2006 because the IRS believed that about

$200 million’ in fraudulent refunds was issued.

The growth in fraudulent returns continued in PY 2007, and the Centers stopped more than

$1.2 billion. This is a signiticant mcrease over the $412 million stopped during PY 2005, the last
year in which the fiaud detection system was operational. During this same time, the CI
Division became more efficient in stopping traudulent refund claims, mainly because dollar
thresholds in place limited the selection of returns to only those with the highest potential for
fraud. While the dollar lunits allowed the Centers to verify a higher percentage ot fraudulent
returns, they excluded thousands of returns from the screening process.

The exponential growth in fraud in PY 2007 presented a challenge for the IRS, which did not
have the resources to handle this volume, The limited Examination function resources available
for processing traudulent returns directly mtluenced the number ot fiaudulent returns that the

CI Division was able to identify and stop. The CI Division and the Examination tunctions
agreed to limit the munber of fraudulent return referrals to ensure that examination resources
were available to address other areas that are also critical to compliance enforcement. Therefore,
the CI Division focused on identifying those returns with higher dollar values and higher
data-mining scores, which precluded more than 500,000 potentially fraudulent returns trom
entering the Centers® screening process. Had these returns been included, we estimated that the
Centers would have identified an additional $742 million in fraud.

We estimated that the munber of potentially fraudulent returns that would have been identified
without the dollar value and data-mining score restrictions rose by an alanming 70 percent
between PYs 2006 and 2007, If this trend continues over the next few vears, the IRS might issue
an even greater number of traudulent retunds, possibly resulting in a signiticant annual revenue
loss to the Federal Government. This problem is becoming unmanageable, and the IRS cannot
afford to continue handling it in the same manner as in the past. We believe that the IRS needs
to address the use of lmited compliance resowrces corporately—as a top compliance priority—and
to proactively determine what it needs to do to counter the growth in questionable refund returns
and stop the dollar loss.

7 This estimate was based upon data available at that time.

Page 4
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We also identified some areas in which the CI Division can improve its processing of fiaudulent
returns. Although we determined that returns were verified and transferred to the Accounts
Management Organization and the Examination function in a timely manner, a number of returns
were incorrectly identitied by the CI Division as being not referable. This put about $15 million
i revenue at risk of being lost. In addition, the CI Division was prevented from sending retums
to the Examination fimetion during ongoing examinations of the taxpayers, which placed even
more revenue at risk. We also determined that while the CI Division has made strides in
ensuring that it notified taxpayers that their claims for refunds were being held for review, some
taxpavers were not issued timely notification that their returns were determined to be fiaudulent.
Lastly, the process instituted in PY 2007 for freezing refunds resulted in the inadvertent issuance
of approximately $2 million in fraudulent refunds.

As part of this audit, we also analyzed the characteristics of the returns that would have been
identified as potentially fraudulent during PY 2006, Appendix V presents those results.

Approximately $894 Million in Fraudulent Refunds Was Issued During
Processing Year 2006

The IRS failed to stop approximately $894 million® in fiaudulent retunds during PY 2006 when
the fraud detection system was not operational. This amount is significantly higher than the IRS’
July 2006 estimate of about $200 million to $300 million and our August 2006 estimate of
$318.3 million (both of these estimates were based upon data available at the time).® The IRS
had previously advised the Senate Appropriations Committee Staff that it did not plan to recover
the fraudulent refunds paid because the IRS believed at the time that the total was only

$200 million. While we recognize the magnitude of the lost revenue, we believe that IRS efforts
to recover the money at this point, using current procedures, would require a resource-intensive
commitment. An attempt to recover this money might become more likely if the tax law is
changed to exempt the IRS from having to issue statutory notices of deticiency for fraudulent
returns, To do this, the IRS will need to take a more aggressive approach in pursuing our

May 2007 report reconumnendation that it initiate a legislative proposalto exempt it from having
to issue statutory notices of deficiency on returns determined to be fraudulent. !

& To arrive ot the outcome measure associated with this finding and presented in Appendix IV, we used our estimate
of approximately $894 million and subtracted $318.3 million. the amount estimated and claimed in our August 2006
repoit.

® The Electronic Fraud Detection System Redesign Failure Restidted in Fraudulent Renirns and Refimds Not Being
Identified (Reference Nunber 2006-20-108, dated Augnst 9. 2006). The estimate in this report was based on the
amount of fraudulent refunds stopped during PY 2005 and the amount stopped during PY 2006 as of the time of'the
audit.

18 dctions Have Been Taken to Address Deficiencies in the Onestionable Refimd Programy; However, My
Concerns Remain, With Aillions of Dollars at Risk (Reference Number 2007-10-076, dated May 31. 2007).

Page 5
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In November 2006, the Office of Refund Crimes processed the PY 2006 individual refund
returns through the fraud detection system and identified 593,820 potentially fraudulent returns.
Using this information along with workload estimates and historical fraud detection rates, we
estimated that the fraudulent refunds associated with these returns totaled approximately

$1.1 billion. The CI Division stopped approximately § 188 million in traudulent refunds.
Therefore, approximately $894 million in fraudulent refund claims were paid. Figure 2 shows
the estimated amount of fraudulent refunds paid durmg PY 2006.

Figure 2: Estimated Fraudulent Refunds Paid During PY 2006

PY 2006 Actual and Our Estimates Refund Amounts
Total Estimated Amownt of Frandulent Refund Claims $1.082.991.893
Total Fraudulent Refind Claims Stopped by the CI Division $188.715.519
Total Estimated Amownt of Frandulent Refund Claims Paid $894.276.374

Source: Qur analvsis of frcwid detection svstem data provided by the CI Division,

The IRS decided not to pursue recovery of the fraudulent refunds paid during PY 2006, Ina
December 2006 US4 Today'! article, the former IRS Commissioner stated that there would be
little chance the IRS could collect the bulk of the erroneously issued checks because it is
extremely difficult to retrieve money once it has been issued. In addition, Office of Refund
Crimes personnel stated that they focused ther efforts on moving forward and getting the fraud
detection system opetrational for PY 2007

Under current procedures, to proceed with a recovery program would require a
resource-intensive commitment. For each of the 593,820 returns identitied by the fraud
detection system as potentially fraudulent, the Centers would first need to verity the authenticity
of the wage and withholding information on the returns with emplovers or third parties. Then
each return determined to be fraudulent would have to be sent to the Examination function so an
assessment could be made to increase the tax on the account. Once assessments were made, the
IRS could recover funds on delinquent accounts through the notice process and by offsetting
future refunds. Our prior audit found that most fraudulent tax returns were not sent to the
Examination functions when the refunds had already been issued. We projected that the IRS
could have collected $27.5 million through refund offsets alone on the estimated $81.5 million in
fraudulent refunds issued during PY 2004 for which the IRS took no recovery action.'?

1 MeCoy, Kevin, 2006, “How the IRS failed to stop $200M in bogus refinds.” December 4, 2006, US4 Todky.,
12 Actions Heave Been Taken to Address Deficiencies inthe Questionable Refind Program; However, Many
Concerns Remain, With Adllions of Dollars at Risk (Reference Number 2007-10-076. dated May 31. 2007),
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The IRS has indicated that resources within the Examination functions are limited because of the
need to adequately address other areas of noncompliance. This has had a direct impact on its
decision not to recover fraudulent refunds paid during PY 2006 and on the number of fraudulent
returns identified during PY 2007. As previously discussed, to make an attemipt at recovery
possible, a law change is needed to exempt the IRS from having to issue statutory notices of
deficiency for fiaudulent returns. Doing so would allow other functions within the IRS to
resolve the fiaudulent returns more efficiently and with fewer resources than those used by the
Examination functions. In response to our prior recommendation, the CI Division indicated that
it planned to work with the IRS Office of Legislative Affairs and the Office of Chief Counsel to
discuss initiating a legislative proposal. However, little progress has been made on this
initiative,

Given our current estimate that about $894 million in fraudulent retunds was paid during

PY 2006, we believe that the IRS needs to vigorously pursue this change to the statutory notice
of deficiency requirement. Rescinding the notice requirement in these cases would provide the
opportunity for the IRS to address more fraudulent refund returns with its available resources.

While the IRS is pursuing this change, there are two areas in which it should take immediate
action. Eftorts should be made to recover fraudulent refunds paid during PY 2006 to
Although the Centers identified som 1PY 2006, for
8,975 returns claiming about $32 million in retunds, we could not determuine if the IRS had
verified whether the returns were traudulent and pursued recovery, Congress has previously
voiced concern over the number of’ ling frandulent tax returns and
receiving retunds. Congress indicated that it was unacceptable for the American public to be
victimized by . .

Similarly, the IRS should verify all potentially fraudulent PY 2006 returns for taxpayers whose
PY 2007 returns were veritied as being frandulent. While the Centers identified some of the
PY 2006 returns as fiaudulent, for an additional 14,000 returns claiming about $64 million, we
could not detenmine if the IRS had veritied whether the returns were fraudulent. If a taxpayer
filed one fraudulent return, it is possible that his or her prior and subsequent years® retumns will
be fraudulent as well. This is especially important because Office of Refund Crimes
management had previously advised us of their plans to migrate to refind scheme development,
looking for groups of returns with similar patterns and characteristics, Because the refunds on
these 14,000 returns have already been issued, actions to verify whether these returns were
fraudulent could help the CI Division build schemes that show an actual dollar loss, making them
more likely to be accepted for prosecution by the United States Attomey s Offices,

At a minimum, we believe that the IRS should verity these highly suspect retuins and take
proactive steps to recover those refunds deemed to be fiaudulent. The IRS can accomplish this
recovery by offsetting any future nonfraudulent refunds claimed by these taxpayers or by
attempting to recover the funds directly from the taxpayers through the notice process.
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Recommendations

Recommendation 1: The Deputy Commissioner for Services and Enforcement should work
with the Assistant Secretary tor Tax Policy to develop a more wgent approach to achieving the
legislative change exempting the IRS from having to issue statutory notices of deficiency on
fraudulent returns. This should include developing milestones to show the progress.

Management’s Response: The IRS did not agree or disagree with this
recommendation. It stated that working with the Office of the Assistant Secretary for
Tax Policy, the IRS plans to continue to evaluate possible legislative proposals that will
stiike the right balance between leveraging resowrces and protecting taxpayer rights. For
example, the IRS had previously proposed a legislative provision that would authorize it
to disclose certain return u1toumt10n about tax violations by , so that specified
Federal Government B - lcould pllllhh and deter such conduct through
administrative sanctions, The safeguard provisions, as well as criminal and civil
sanctions, would apply.

Office of Audit Comment: We are concerned that IRS management might not be
pursuing the recommended legislative change as a priority. The response simply states
that the IRS will continue to evaluate possible legislative proposals, but it does not
indicate whether the IRS will make this a priority. Further, the example mcluded n the
response relates to the IRS disclosing tax violations to Federal Government fiie
ﬁnot to our recommended proposal. We had previously recommended pursuit of
a legislative change to the Chiet, CI. According to the Departiment of the Treasury
system used for tracking IRS management’s corrective actions, the CI Division indicated
a January 31, 2009, completion date to allow for the time-intensive clearance process for
legislative proposals. However, the IRS response to this report makes no mention of any
continuing activity related to this legislative proposal. As a result, we are uncertain of the
IRS’ plans to pwsue the legislative change exempting it from having to issue statutory
notices of deficiency on fraudulent returns,

The Chief, C1, should:

Recommendation 2: Coordinate with the Wage and Investment Division and the Small
Business/Self-Employed Division Examination fanctions to review potentially fraudulent
identified during PY 2006 and pursue recovery or offset through future
nonfraudulent refunds, as appropriate.

Management’s Resgonse. The IRS disagreed with this reconunmendation, stating that
fraudulent | claims are a priority for IRS entorcement. The IRS stops all
identified franculent B8 8 claims, regardless of the amount of the claim. In
addition, returns filed by lin subsequent years are automatically identified
and evaluated for fraud. Howe aver, to the extent that the failure of the fraud detection
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system in PY 2006 allowed some] o be inappropriately paid, the
IRS did not agree that it would be a 1ef\somb1e use of limited examination resources to
attempt to recover those payments.

Office of Audit Comment: We are dis
any action against traudulentfed | clamms detected during PY 2006. IRS
management restated its posi ion that laims continue to bea
priority for IRS entmcement and acknowledged that the failure of the fraud detection
system allowed g2 Claims to be inappropriately paid. Based on available
data, we estimated that those claims totaled about $32 million. When determining the
cost and benetits of pursuing recov ery or offset in these cases, the IRS should consider
the valuable deterrent eftect ot | lizing that the IRS will catch attempts to file

false returns while The decision to torego taking any action
on these cases only encourages this type ot behavior.

ointed in the IRS* decision to forego taking

Recommendation 3: Identify all fraudulent PY 2006 tax returns tor which the PY 2007
returns were verified as fraudulent, to assist in the investigation of refund schemes.

Management’s Response: The IRS did not agree or disagree with this
recomimendation, stating that existing IRS procedures already require prior vear returns to
be evaluated to determine it the returns are also fraudulent. If so, those returns are
mcluded in any enforcement action.

Office of Audit Comment: We remain concerned with the IRS’ indication that its
existing procedures would identity prior year returns to determine it the returns were
fraudulent, At CI Division management’s request on May 19, 2008, we provided a list of
the 14,000 potentially fiaundulent retums filed in PY 2006 and asked the Division to
advise us if these retumns wete verified as fraudulent based on its existing procedures,
The Division responded on May 29, 2008, indicating that its initial analysis confirmed
our findings. The PY 2006 returns associated with false PY 2007 returns were not
captured in the Division’s Scheme Tracking and Referral System. The Division indicated
that it would conduct some additional research and provide us with the results. However,
we never received any additional evidence to suggest that any of these returns were
included in or considered for current enforcement action.

Internal Revenue Service Decisions Led to About $740 Million in
Fraudulent Refunds Being Issued During Processing Year 2007

The CI Division was more successful in stopping fraudulent refund clanms during PY 2007 than
mn prior vears, It reported stopping more than $1.2 billion during PY 2007, This is a 192 percent
increase from PY 2005, the last vear in which the fraud detection system was operational. The
increase could be largely attributable to the higher data-mining scores and dollar thresholds in
place that limited the selection of returns to only those with the highest potential for fraud.
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However, use of higher data-mining scores and dollar thresholds—and other decisions made by
the IRS prior to and during PY 2007-excluded a great number of retwns from the screening
process. We deternined that additional returns were scored as potentially fraudulent but were
not referred to the Centers for evaluation. This decision resulted in issuance of an estimated
$742 million in fraudulent retinds.'? These returns were excluded primarily because of the
lumted E\'unumlon tunctlon resources 'W'uhhle wluch cqubed the IRS to u11ple111ent refund

] 3 ear,

v screening process when it
hese returns, and that system did not identify the

mistakenly relied on another system to identi
refurns.

We understand that the IR S has numerous compliance priorities in addition to the QRP, and that
it must balance these issues against its Iimrited resources needed to address a munber of
noncompliance issues. However, as discussed previously, the amount ot refund fraud committed
each year is growing exponentially, and if changes are not made, an even greater amount of
traudulent refinds will be issued in the coming years. This problem is becoming wunanageable.
Unlike the past, the IRS needs to address the use of inrited resources corporately—as a top IRS
compliance priority—and to proactively determine what it needs to do to counter the growth in
questionable refund returns and protect the revenue. This determrination should be made based
on an understanding of the growth in total refind fraud while considering a balance of available
resources and other competing compliance workload.

Nearly one-half of the fraudulent returns are hot being addressed

Dwring PY 2007, the CT Division excluded from its screening process an estimated

500,000 returns that would have resulted in the identification of an estimated $742 million in

fraudulent refunds.* These returns were excluded because of limited Examination function

resources and the CI Division’s decision to rely on another system to identity return;
These decisions were short-term fixes to respond to resource needs rather

than part of a long-term strategy to curb the growth ot refund fraud and its etfect on tax

adnmnistration.

To illustrate, Figures 3 and 4 show what the C1 Division identified as potentially fraudulent using
the fraud detection system and what the Division did not address because of decisions to exclude

13 1y See Appendix IV for details.

4 Our estimate is based on the potential amount of fraud using a lower threshold and the actual fiaud hit-to-scan
ratios and detection rates achieved by the CI Division at the existing thresholds, Although the hit-to-scan ratios and
detection rates could be different at the lower tlreshold, they could not be readily determined, We believe that the
indicators used provide a reasonable estimate of the potential additional fraud that could be identified using the
lower thresholds, We also recognize that these additional cages could not be worked without additional statfing and
changes to existing law.
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returns from screening. While the fraud detection system identified approximately $3 billion in
potential fraud, another $2.2 billion in refunds was excluded from processing because of
decisions to raise the data-mming scores and refund dollar threshold.

Figure 3: PY 2007 Fraudulent Refunds

Worked by the | Not Worked by Totals
C1 Division the CI Division (Estimated)
{Actual) (Estimated)

Froud Detection System's | ¢5 003 536 195 | $2.152.607.185 | $5.156.143.380
Potential Frand
Actual and Estimated $1.467.762.110 $742.063.173 | $2.200.825.283
Frand
Initially Identified and $1.203.795.853 $0 | $1.203.795.853
Stopped
Estimated Amount $263.966.257" $742.063.173 | $1.006.029.430
Released
Amount Stopped and F. .

22 610,962 22 610,962
Subsequently Released $22.610.962 50 $22.610.962
Total Released $286.577.219 $742.063,173 | $1.028.640.392

Source: The CI Division and our ancdysis of data provided by SRA International, Inc.

Although the CI Division mitially stopped $1.2 billion dollars, it subsequently released more
than $20 million in refind claims it had already identified as being fraudulent because the
Examination functions did not have the resources to process them, Additionally, as discussed
later in this report, more than $2 million in fraudulent refund claims were erroneously released
due to processing errors. As a result, we estimated that a total of $1.03 billion (§264 million plus
$742 million plus $23 million) in frandulent refunds was released in PY 2007

Figure 4 shows the number of returns excluded, which meant that the CI Division worked only
48.7 percent of the volume of potentially fraudulent returns. '

B During each processing year, the CI Division is unable to stop a number of fraudulent refund claims that it
identifies, primarily because the Centers identify the returns as fraudulent after they have the ability to stop the
refunds from being issued.

16 This percentage is derived from information provided by the data-mining contractor dated October 27, 2007.
Although this percentage was calculated prior to the end of the processing year, we believe that this is an accurate
representation of the percentage of potentially fraudulent retuins that were processed.
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Figure 4: PY 2007 Fraudulent Returns

Worked by the | Not Worked by Totals
C1 Division the CI Division | (Estimated)
(Actual) (Estimated)

Fraund Detection Systemn's ) n 1701 . .
Potential Frand 490,921 517.914 1.008.835
Actual and Estimated Frand 240,406 196.802 437.208
Ifutmll}-f Identitied and 189.915 0 189.915
Stopped .
Estimated Released 50,491 196.802 247.293

Source: The CI Division cand our anedysis of data provided by SRA Internationad, Inc.

To addiess workload concerns, the IRS used a dollar threshold (for refund amount) during

PY 2006 to limit the nunber of returns sent to the Examination functions for resolution. This
pattern continued in PY 2007 with the use of a dollar tlueshold and higher data-mining scores to
select returns. Furthermore, the IRS had to raise the dollar threshold even higher because of the

large volumes of fraudulent refund returns the CI Division was identitying in PY 2007,

The

mmpact of raising the dollar threshold in the middle of the filing season was significant. In

addition to excluding returns from the initial screening process

s, the CI Division had to release

more than $20 million'” in refund claims it had already 1de11t1t1e.d and stopped as fraudulent
primarily because the Examination functions did not have the resources to process them through

to completion.

The IRS has indicated that resources available for processing fraudulent returns within the
Examination functions are limited because of the need to adequately address other areas of

noncompliance. The use of thresholds reduces not only the number of returns sent to the

Examination functions but also the number sent to the Accounts Management Organization.

Additionally, IRS management decided not to

Centers with suspicious tax returns

th

Centers cannot verify income on these t\‘pes of returns.'® Illste’\d the IRS relied on the

17 See Appendix IV for details,

examiiation.

These can be verified only by conducting an

ud detection system provide the

Turing PY 2007 because the
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Dependent Database, even after we had raised concerns about this in our last report'® and it had
preliminary data to show that this process was not effective. We estimated that this decision cost
the IRS about $27 million® in fraudulent refunds because the Dependent Database would not
have identified these returns.

We expect that the mumber of fraudulent refund returns filed will continue to increase in the
coming years. However, if the IRS follows the same approach of excluding returns from
identification to fit its current resource availability, countless more fraudulent refunds will be
issued. Therefore, we believe that the CI Division should consider the potential total population
of fraudulent returns to assist the IRS in making tuture decisions about the QRP and not exclude
returns due to dollar tolerances and resource constraints. Figure 5 shows 1) the growth in the
amount of fraudulent refunds identified during PYs 2003 through 2005, and 2) the estimated
amownt of refunds that would have been identified during PYs 2006 and 2007 had the IRS not
implemented refund dollar thresholds or other criteria to generate workload based upon available
resources,

Figure 5: Growth in Fraud® During PYs 2003 — 2007

$2,500,000
$2,000,000
$1,500,000
$1,000,000

$500,000

Dollar Amount (in Thousands)

$0

2003 2004 2005 2006 2007

Processing Year

¢ Estimaed Frayd (No Tolemnces)
—=a— Actual Frasd Identified (T'oleranoss)

Source: The C1I Division and our cnedysis of deta provided by SRA Internationad, Inc.

19 dctions Herve Been Taken to Address Deficiencies in the Questionable Refimd Program; However, My
Concerns Remain, With Millions of Dollars at Risk (Reference Number 2007-10-076. dated May 31, 2007).
2 This amount is included in our $742 million estimate,

3 Data for fraud estimation without thresholds were not available for PYs 2003 through 2005,
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If the trend of filing fraudulent refund returns continues, the IRS will mereasingly fall behind in
its responsibility to combat this criminal activity, If the IRS is unable to deploy additional
resources or does not succeed with a legislative remedy to address the statutory notice of
deficiency process, an even greater amount of fraudulent retunds will be issued. Given the dollar
amount of refunds released during PY 2007 and the risk for the future, we cannot overemphasize
the need tor the IRS to develop a long-term strategy that will allow it to address the problem
trom a proactive, rather than reactive, stance. If more effective actions are not taken, this
criminal behavior will persist.

Recommendations

Recommendation 4: The Deputy Commissioner for Services and Entorcement should
develop a long-term, strategic approach to balance available resources with the growth m refind
fraud and other competing compliance priorities. This should include gathering data to estimate
the total number and dollar amount of potentially fraudulent refund returns, including returns not
being reviewed due to dollar thresholds and other criteria.

Management’s Response: The IRS agreed with this reconumendation. It established
a Pre-Refund Program Otfice with a lead executive in October 2006. The Office is
responsible for developing an enterprise vision and strategy tor all IRS pre-retund
activities, identitving and implementing business process improvements to achieve the
vision, and ensuring full participation of all atfected IRS business areas and stakeholders.
The first step m meeting this goal was the development of a Pre-Refund Cloncept of
Operations document (a 5-year plan) in February 2008,

The Pre-Refund Program Office ensures the participation of internal and external
stakeholders in decisions about pre-refund programs and activities, Decisions
incorporate the input, engagement, and buy-in of affected stakeholders. This includesa
thorough analysis of pre-refund programs and activities, including workload and resource
availability. The Pre-Refund Program Executive Steering Committee, comprised of
executives throughout the IRS, provides strategic guidance and decision making on
cross-functional issues, including those relating to the QRP. The Executive Steering
Conmittee meets monthly to provide executive leadership and oversight of
cross-tfunctional tactical operational issues.

Recommendation 5: The Chiet, CI, should implement procechures to ensure that suspicious
tax returns filed |are identitied by the fraud detection system during
tuture processing years and coordinate with the ¢ ‘'ommissioner, Small Business/Selt-Emploved
Division, to ensure that resources are available to verity the accuracy of these returns.

Management’s Response: The IRS did not agree or disagree with this
recomimendation. The IRS indicated that it has an extensive research project—the
National Research Program—which is currently evaluating compliance in individual
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income tax returns (including those

for Tax Years 2006 and
2007, and it will continue this research tor subs quent vears. '

Office of Audit Comment: We remain concerned about the IRS® reliance on the
Dependent Database to identify these types of returns. The Dependent Database is a
program designed to identify noncompliant} 1d dependent issues and to provide the
ability to freeze refunds. The criteria are based on a limited number of factors and are
applied on individual returns, However, in our opinion, the criteria do not address the
many variables and patterns of multiple fraudulent returns found in retund schemes. Our
concern is supported by the CI Division’s conclusion from its prior analysis that there is a
gap between the returns identified by the CI Division and those identitied by the
Dependent Database. If the IRS continues with its current practice of relying only on the
Dependent Database, we believe that there is an mcw%ed rigk that the IRS will not
identify all fraudulent refund returnsge ' Although the IRS
plans to conduct additional research in this area in the coming vears, we believe that these
types of returns should be identified by the fraud detection system.

The Processing of Returns Ildentified As Potentially Fraudulent Can
Be Improved

Our analysis of a sample of cases processed in PY 2007 determined that tax returns were being
verified as fraudulent and transterred in a timely manner to the Accounts Management
Organization and Examination functions for tesolution. However, several processing errors
allowed millions of dollars of traudulent refunds to be issued and increased taxpayer burden.

Some tax returns were incorrectly identified as not referable for civil resolution

In some instances, the Centers incorrectly identified returns as not reterable when they should
have been sent to the Accounts Management Organization or the Examination functions for
resolution.?? This occurred because the manual quality review process, when used, was
inetfective® and prevented the tax returns from being properlv resolved by the civil functions,
Duung this audit, we requested that Office of Refund Crimes pe1<;om1el use an automated quality
review tool, developed during PY 2007, to identify additional 1 of tax returns that were
incorrectly identified. This analysis 1dent1tled . | with almost

$15 million* in refund claims as being incotrectly labeled as not referable for civil resolution.
The IRS can now propetly resolve these returns.

2 gome returns cannot be referved to the civil functions for resolution, such as those involving identity theft and
those not meeting established dollar thresholds.

B The Office of Refund Crimes suspended the manual quality review process in March 2007 because the time
needed to review the retums was causing a delay in the movement of work.

# See Appendix IV for details,
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Fraudulent returns filed by taxpayers under current examination could not be
referred, and refunds were eventually issued

Although the Centers determined that wages reported on some returns were false, the procedures
in place at the start of PY 2007 prohibited them from referring this information to the
Examination functions during ongoing examinations on the same tax returns, The CI Division
indicated that this affected about 6,000 returns that it had determined were fraudulent in

PY 2007. During the year, the CI Division worked with the Wage and Investient Division
Examination function to identity a solution for incorporating the amounts associated with the
fraud determinations nto the ongoing examinations, However, in some instances, the

CI Division decided that the amounts it had determined were fraudulent should be released if
they were below a certain dollar amount. When asked about the outcome of these cases, the

C1 Division could not provide us with what, it any, actions had been taken by the Wage and
Investiment Division Examination function to incorporate this information into its examinations.
However, the CI Division indicated that the dollar amount of fraudulent refund claims being
released could reach $217,000.

The solution to incorporate the amounts associated with fraud determinations into ongoing
examinations was designed to resolve this type of situation during PY 2007 only. At the time of
our audit, a procedure had not yet been agreed upon for PY 2008 and subsequent processing
vears. We are concerned that in future years the portion of the refunds identified by the Centers
as being false will not be included in ongoing examinations and will need to be released.

Some taxpayers are still not receiving timely notification that their returns were

determined to be fraudulent

The IRS implemented new procedures during PYs 2006 and 2007 to ensure that taxpayers were
notified that their returns 1) had been stopped for review (first notice)® and 2) had been
subsequently identified as being false (second notice).?® The first notice indicates that if the
taxpayer is not contacted within 3 weeks, he or she may contact the IRS to inguire about the
refund claim, We reviewed a sample of 100 tax returns identified by the Centers as being false
and determined that taxpayers were sent the first notice that their retumns were being held for
review,

However, 48 taxpayers in our sample whose returns were sent to the Examination functions for
resolution were not sent the second notice indicating that their returns had been identified as
being false. According to CI Division procedures, these taxpavers would not receive the second
notice. Instead, the CI Division was relying on the Examination functions to notity the taxpayets

3 CPOS Notice — Informs the taxpayer that his or her refund is being held for further review. This notice will
generate through an automatic process completed through Master File programming,

# C'POSA Notice — Is zent to the taxpayer when hig or her tax return has been verified as being false by the
CI Division, It requests that the taxpayer provide documentation to substantiate claims made on the retum,
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through their initial contact letters. However, we determined that these taxpayers were often not
notitied by the Examination functions in a timely manner. For these 48 taxpayers, the next
notification they received from the IRS involved the tollowing:

o 4] taxpayers were sent initial contact letters by the Examination functions an average of
more than 3 months after the initial notices were sent (range was more than 1 month to
nearly 6 months.)

o 4 taxpayers had vet to be contacted by the Examination functions at the time we were
concluding owr analysis an average of more than 7 months after issuance of the first
notices,

o 3 taxpayers had to inquire about the status of their retunds and were sent second notices
an average of 3 weeks after issuance of the first notices.

In addition, second notices sent by the IRS were rarely sent within the 3-weel time period noted
on the first notice. These situations create unnecessary taxpayer burden tor honest taxpayers,
who either remain without knowledge of their refunds” status or need to inquire about them.

The process for freezing taxpayer accounts was complex and confusing, which
resufted in the erroneous issuance of fraudulent refunds

In the past, the CI Division froze a taxpayer’s fiaudulent return and the subsequent years’ returns
until they could be resolved. Because of criticisin from the National Taxpayer Advocate, the
IRS revised its process for freezing refunds during PY 2006. This involved a series of steps to
place and remove several fieezes on a taxpayer’s account that required coordination by
participating functions. These steps increased the risk that retunds could be released
erroneously, Through our analysis of Master File account information, we identified

$2.1 million in erroneously issued refunds.” The erroneous issuance of retunds fell into two
main categories: those issued when one of the freezes being used expired without the knowledge
of IRS persomnel and those issued after CI Division personnel manually released the freezes. In
the latter, it appears that IRS personnel took actions intended to release only one of the freezes
applied to the account. However, those actions released all freezes and caused issuance of the
fraudulent refunds, The IRS needs to revise its current process for controlling and freezing
refunds to one that is not susceptible to erroneous issuance of fraudulent refunds.

77 gee Appendix IV for details.
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Recommendations

The Chief, CI, should:

Recommendation 6: Establish procedures requiring each Fraud Detection Center to use the
automated quality review tool to ensure that fiaudulent returns are properly classified by the
Centers priot to referral.

Management’'s Response: The IRS agreed with this reconunendation, stating that it
has already established these procedures for PY 2008. The automated quality review tool
was updated for the 2008 Filing Season and is being successtully used by all of the
Centers, Specialized traiming was conducted on February 19, 2008, and the tool was
rolled out on February 26, 2008. Both the criminal imvestigation and civil processes
contain certain validations and data checks to ensure that retums are properly classified.

Recommendation 7: Coordinate with the Examination functions to establish a process
ensuring that fraudulent returns identified by the CI Division can be referred during open
examinations to propeily address all issues.

Management’s Response: The IRS agreed with this reconumendation, stating that it
has already established and mplemented these processes for PY 2008.

Recommendation 8: Revise the language contained in the first notice sent to taxpayers to
reflect a more realistic time period for contacting taxpayers and ensure that all taxpayers whose
returns are identified as fraudulent are notified of the status of their returns by issuance of the
second notice or a new notice,

Management’'s Response: The IRS agreed with this recomumendation. Automation
of the referral process for PY 2008 streamlined the generation and transter of referral
mformation to the Examination functions and the Accounts Management Organization.
As aresult of the PY 2008 automation and procedural changes, the CI Division plans to
conduct an analysis to deternine if the established 3-week time period stated within the
first notice needs to be revised. The CI Division plans to present the results and proposed
recommendations to the Pre-Refund Program Executive Steering Committee for any
necessary action,

Page 18



An Estimated $1.6 Billion in Fraudulent Refunds Was Issued
During the 2006 and 2007 Filing Seasons

Recommendation 9: Revise the process for controlling and freezing refund claims identitied
as fraudulent to ensure that those refunds are not susceptible to erroneous issuance.

Management’'s Response: The IRS agreed with this reconunendation, stating that it
has already mplemented this process for PY 2008, The prior, manually intensive process
was replaced for PY 2008 with an automated, streamlined process that negates the need
for manual intervention in placing controls on a return once it has been veritied as
fiaudulent. Other freeze conditions are used to hold the refund while the automated
referral process is completed. The CI Division has taken proactive measures to ensure
that procedures are in place to hold the refund until all issues are resolved,

Office of Audit Comment: Although the IRS indicated that steps have been taken for
PY 2008 to ensure that traudulent refunds are properly held, we remain concerned that
refunds are still susceptible to erroneous issuance, During our current audit of the IRS?
efforts to stop economic stimulus payiments on false returns identified during PY 2008,%
we identified several instances in which refunds and stunulus payvments were allowed

to be issued when one of the freezes being used expired, and we notified both the

CI Division and the Wage and Investment Division. In its response to this report, the IRS
stated that the CI Division has taken proactive measures to ensure that procedures will
hold the refund until all issues are resolved. However, based upon our preliminary results
for PY 2008, we are concerned that the freezes are not always working as intended.

B Review of Procedures to Identify and Stop Economic Stineilis Pavinents on False Retums (Audit
Number 200810032).
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Appendix |

Detailed Objectives, Scope, and Methodology

The overall objectives of this review were to determine the eftectiveness of the IRS processes to
identify and stop questionable refunds during PY 2007' and to evaluate the effect the failure of
the Electronic Fraud Detection System (the fraud detection system) had on PY 2006. In
addition, we analyzed the demographic profiles of taxpayers who subinitted potentially
fraudulent returns.? Through assessment of the electronic data sources used in this audit, we
concluded that the data were of undetermined reliability. However, answering the audit’s
objectives would not be feasible it the data were not used, and it was our opinion that using the
data would not weaken the analysis or lead to an incorrect or unintentional message. Additional
steps to determine data reliability prior to testing were not feasible. For samples selected, the
electronic data were validated to the Master File. To accomplish our objectives, we:

L Developed an understanding of the data-mining methodology, procedures, and processes
and how prior year results atfected future development by interviewing appropriate IRS
persomel and reviewing applicable docwmentation. Additionally, we obtained assistance
from an independent contractor that provided an assessment of the validity of the
data-mining scoring methodology as it pertained tofld B retuins.

II. Determined the dollar amount of refund claims that would have been identified as
fraudulent during PY 2006 when the fraud detection system was not operational.

A. Interviewed CI Division and contractor personnel to determine the specific
data-mining and retimd tolerance criteria in effect during PY 2006,

B. Obtamed from the fraud detection system a data extract containing the universe of
593,820 tax returns that would have been identified as potentially fraudulent had the
system been operational during PY 2006, We determined the dollar amount of the
returns identified by each data-mining submodel. Using tolerance and workload
criteria, hit-to-scan ratios, and detection rates, we estimated the dollar amount of
refund clams that would have been identitied as fraudulent during PY 2006,

C. Determined the potential eftect of the IRS® decision to not pursue recovery of the
fraudulent refunds issued during PY 2006,

1.  Obtained from the Scheme Tracking and Referral System a data extract of about
52,000 returns determined to be fraudulent by the CI Division during PY 2006,

!'See Appendix VI for a glossary of terms.
2 See Appendix V for details.
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11

We compared this file to our estimate of refund claims that would have been
identified as fraudulent during PY 2006 to determine the amount of fraudulent
refunds not identified by the CT Division.

2

From the fraud detection system’s e\tnct of 593,820 tax 1et1u11> 1dentitied
about 15,000 returns tiled by

We compared these 15,000 returns to the file of 52,000 1et1un>
identified as traudulent dlumg PY 2006 to determine the amount of retund
claims filed by ’ | that were not identified as fraudulent.

Obtained from the Scheme Tracking and Reterral System a data extract
containing about 72,000 returns determined to be fraudulent by the CI Division
during the first quarter of PY 2007, We compared this file to the 593,820 returns
that would have been identified as potentially fraudulent during PY 2006 and
identified more than 17,300 taxpayers who filed a potentially fraudulent return
during PY 2006. We subsequently compared these 17,300 returns to the data
extract of about 52,000 returns determined to be fiaudulent by the CI Division
during PY 2006 to identify the nuwmber verified as fiaudulent.

- e

Analyzed the fraud detection system’s computer file containing the universe of
593,820 tax returns that would have been identified as potentially fraudulent during
PY 2006 to determine the demographics and other characteristics of the taxpayers
who filed these returns,

Evaluated the effectiveness of the case processing actions made by the Centers during
PY 2007

A

B.

Identified and reviewed the tolerance criteria and pertinent policies and procedures
used by the CI Division in processing potentially fraudulent returns.

Obtained from the data-mimng contractor an analysis of the number of potentially
fraudulent returns screenad based on the Centers” actual tolerances, the actual number
of returns veritied as fraudulent, the refunds claimed, and related hit-to-scan ratios
and detection rates. We also obtained the munber of potentially fraudulent returns
that would have been screened if lower tolerances had been used. We applied the
actual hit-to-scan ratios and detection rates to the potential number of fraudulent
returns to estimate the potential firaud that went undetected due to the lack of
resources and the higher dollar thresholds.

. Obtained from the CI Division data files containing 16,730 tax returns that had

been identified as fiaudulent and transferred to IRS civil fimctions between
January 17, 2007, and March 16, 2007, We selected a judgmental sample of 100 of
the 11,023 returns processed by the Atlanta, Georgia; Cincinnati, Ohio,

Kansas City, Missourt, and Memphis, Tennessee, Centers. We used judgmental
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sampling because owr sample was selected early in PY 2007 when the number of
fraudulent returns was limited and continuously changing. We reviewed Master File
transcript information for these returns to determine whether:

1. The Centers” case actions were taken in a timely manner,
2, Controls over the referral process, including appropriate input and release of
freeze codes, were etfective.

.. Identified a total of 4,270 tax retums classified as not referable to the civil functions
by the Atlanta, Cincinnati, Kansas City, and Memphis Centers from the Scheme
Tracking and Referral System computer file of about 72,000 returns determined to be
fraudulent as of the first quarter of PY 2007. We selected a judgmental sample of

50 to verify whether the returns were correctly classified. We used judgmental
sampling because our sample was selected early in PY 2007 when the number of
fraudulent returns was limited and continuously changing.

QObtained from the C1 Division the results ot its studv of tax returns filedl

" 2007 that were ella.ted )11 fraud detection

system screening process.

Obtained electronic Master File intormation for the approximately 72,000 tax retuins
identitied as fraudulent as of the first quarter of PY 2007 fiom the Treasury Inspector
General tor Tax Administration Data Center Warehouse. This information was used
to identify additional retund claims that were inadvertently issued by the CT Division.
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Appendix IV

Outcome Measures

This appendix presents detailed information on the measurable impact that our reconumended
corrective actions will have on tax administration. These benetits will be incorporated into our
Semiannual Report to Congress.

Type and Value of Qutcome Measure:

¢ Revenue Protection — Potential; $575,976,374 in'additional fraudulent refunds lost during
PY 2006 because the Electronic Fraud Detection System (the fiaud detection system)! was
not operational (see page 5).

Methodology Used to Measure the Reported Benefit:

In November 2006, the Office of Refund Crimes processed the PY 2006 refund returns through
the fraud detection system and identified 593,820 potentially fraudulent returns that met the
criteria that would have been used during PY 2006 had the system been operational. Using this
information along with workload estimates and historical fraud detection rates, we estimated that
the fraudulent refimds associated with these returns totaled $1,082,991,893. The CI Division
stopped $188,715,519 in fraudulent refund claims. Therefore, $894,276,374 in refunds was paid.

We had previously reported that approximately $318.3 million in fraudulent retinds might have
been issued.? Based on our current analysis, we estimated that the IRS lost an additional
$575,976,374 in fraudulent refinds because the fraud detection system was not operational
during PY 2006.

Type and Value of Qutcome Measure:

¢ Revenue Protection — Potential, $742,063,1 73 in fraudulent refunds lost during PY 2007 due
to decisions made by the IRS to exclude certain tax returns from the fraud detection system
identification process (see page 9).

!'See Appendix VIfor a glossary of terms,

2 The Electronic Fraud Detection Svstem Redesign Failure Resulted in Freudident Retuirns and Refimds Not Being
Identified (Reference Number 2006-20-108, dated August 9, 2006). Qur estimate in this report was based on the
amount of fraudulent refimds stopped during PY 2005 and the amount stopped during PY 2006 as of the time of the
audit.
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Methodology Used to Measure the Reported Benefit:

In response to the ever-growing output from the QRP, the IRS decided to exclude certain tax
returns from the fraud detection system’s identification process. It decided 1) to select tax
returns using a dollar threshold and high data-mining scores because of limited resowrces within
the Examination rlmctmm and 2) to program the fraud detection system to omit suspicious tax
rehurns | |durning PY 2007. Had these decisions not been
implemented, the CI Dlvmon would have identified an additional 196,802 returns as fiaudulent
during the year. With these additional tax returns, we estimated that $742,063,173 in refund
claims would have been identified as fraudulent.

Type and Value of Qutcome Measure:

¢ Revenue Protection — Actual; $20,469,941 in fiaudulent refinds released when the IRS
decided to increase the refund dollar threshold during PY 2007 (see page 9).

1; /1 dto sure the Reported Benefit:

During PY 2007, the IRS raised the dollar threshold based on the unexpectedly high volume of
fraudulent refund returns the CI Division had identified. The impact of raising the dollar
threshold in the middle of the 2008 Filing Season was significant. In addition to excluding
returns from the initial screening process, the CI Division's reports showed it released
$20,469,941 in refund claims for 6,085 tax returns it had already identified as fraudulent because
the Examination functions did not have the resources to process them,

Type and Value of OQutcome Measure:

¢ Revenue Protection — Actual;, $14,915,744 in fraudulent refunds misclassified by the
C1 Division as not referable (see page 15).

Methodoloqy Used to Measure the Reported Benefit:

The Fraud Detection Centers incorrectly identified as not referable some returns that should have
been sent to the civil fimctions for resolution, which prevented these functions from properly
resolving the tax retums. Subsequently, we lequested that Office of Refund Crimes persomnel
use a recently developed automated quality review tool to 1dent1 ﬂddltloml tax returns that
were incorrectly identitied. Based on this analysis - . with $14,915,744
m refund claims were identified as being incorrectly lal beled as not letenble for civil resolution.
These can now be properly resolved by the IRS.
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Type and Value of Qutcome Measure:

¢ Revenue Protection — Actual; $2,141,021 in fraudulent refunds lost during PY 2007 due to
the CI Division’s process for fieezing taxpayer accounts (see page 15),

Methodology Used to Measure the Reported Benefit:

The CI Division's process for freezing tax returns led to issuance of fiaudulent retind claims that
had previously been stopped. In some instances, the CI Division used a tieeze that expired
without the knowledge of IRS personnel. Use of this freeze led to erroneous issuance of refunds
that had been previously identified as fraudulent. Our review of Master File information
identified 10,979 fraudulent returns on which this temporary freeze was input. Erroneous
refunds for 397 of these returns were issued when the treezes were released after a programmed
number of days. This caused the issuance of $2,074,086 in fiaudulent refund claims.

We also identified accounts on which freezes were apparently inadvertently released by IRS
persomnel, causing issuance of refunds, Our review of Master File information identitied
issuance of 12 erroneous refunds totaling $66,935. We believe that IRS personnel took actions
mtended to manually release only one of the freezes applied to each of these accounts. However,
these actions resulted in the release of all freezes placed on the accounts and issuance of the
refunds.
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Appendix V

Demographic Analysis of Filers of Potentially
| Fraudulent Returns

The National Taxpayer Advocate’s 2005 Annual Report to Congress expressed concerns that the
IRS was targeting lower income taxpayers with its QRP! case selection process. The Report
described the characteristics of those taxpayers who came to the Taxpayer Advocate Service for
assistance because their refunds had been frozen by the CI Division. The National Taxpayer
Advocate concluded that most of the taxpayers reviewed by the Taxpayer Advocate Service were
in the lower income strata, with approximately 75 percent of the taxpayers i ’
Congress reiterated the National Taxpayer Advocate’s concerns about targeting t’]\p"l\ als

and recommended that the QRP be suspended until an assessment could be

made.

We provided information on the Electronic Fraud Detection System (the fraud detection system)
data-mining models to an independent statistician, asking whether the models unfairly targeted
lower income taxpayers. The statistician indicated that if the data-mining models were unfairly
targeting returns RGN G bV sctting a less stringent review criterion than that set for
retums -then the rate of fraud detection would be much lower for the
refurns However, the overall fiaud detection rates for the .
taxpayers were comparable, suggesting that the data-miming models are selectin
those returns with a higher likelihood for fraud and do not appear to target returns

We also analyzed return characteristics tor the 593,820 returns filed during PY 2006 that the
fiaud detection system identified as potentially traudulent. Our review revealed the following:

. arly v . . ,  __with an average refund claim of

! See Appendix VI for a glossary of terms.
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[ ]
ftached. These returns claimed
| Ofthese
 didnot
not have wages to
Selt-Emploved Division

more than _ n
retiuns, more than ,
report wages. Because these approximate
verify, they would nead to be sent to the Small Business:
Examination fanction for a civil audit,

Table 1 compareé the characteristics of the potentially fraudulent retums |

hos R

Table 1:

| |[Compared to]

Number of Returns

Percentage of Returns

Tot‘.ll Refunds Claimed

Average Refund Claimed

Average Reported Adjusted Gross
Income

Refund Percentage of Adjusted Gross
Income

Source: Our analvsis of information provided by the CI Division for returns filed during PY 2006
that were identified s potentially fravudilent by the fraud detection system,




'An Estimated $1.6 Billion in Fraudulent Refunds Was Issued
During the 2006 and 2007 Filing Seasons

Appendix VI

Glossary of Terms

Accounts Management Organization — The organization within the Wage and Investiment
Division responsible for taxpayer relations by answering tax law/account mquiries and adjusting
tax accounts. In addition, it is responsible for providing taxpayers with information on the status
of their returns/refunds and for resolving the majority of issues and questions to settle their
accounts.

Adjusted Gross Income — Income amount calculated after certain adjustments are made but
before standard or itemized deductions and personal exemptions are subtracted,

“ampus — 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 taxpaver accounts.

Data Center Warehouse — A centralized storage and administration of tiles that provides data
and data access services of IRS data.

Data Mining — The process of automatically searching large volumes of data for patterns.

Dependent Database — A system that identifies and selects tm e\'ununnon t'\\p’n er returns
with possible erroneousf During initial proces
Scoring Program analyzes tax 1et11rn> that have claimed ,
Using data from several sources, it analvzes each tax return for criteria
indicating that the taxpayer might not be eligible for _and assigns a numeric value to
each criterion, The Dependent Database then produces an overall score for the return, Based on
resources available to conduct examinations, the IRS selects certain types and quantities of
returns for pre-refund examinations to verify the taxpayers’ eligibility

Detection Rate — The number of fraudulent returns meeting the CI Division’s designated’
data-mining scores and refund dollar tolerances divided by all fraudulent returns identified.

Electronic Fraud Detection System — A computer system, developed in 1994 and implemented
in 1996, that automates the identification output for potentially fraudulent electronically filed tax
returns, increases data available for analysis, and assists in the development of information
relating to paper and electronically filed schemes detected by the CI Division. '

Filing Season — The period from January through mid-April when most individual income tax
returns are filed.

Fraud Detection Center — The function responsible tor identifving and detecting refund fiaud,
preventing the issuance ot false refunds, and providing support for the Division field offices.
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Hit-to-Scan Ratio — The estimation of the number of tax returns that must be scanned or
reviewed to find one fraudulent return. This is calculated as the number of fraudulent returns
meeting the CI Division’s designated data-mining score and retund dollar tolerances divided by
the number of verified fraudulent returns.

Master File — The IRS database that stores various types of taxpayer account information. The
database includes individual, business, and employee plans and exempt organizations data.

Processing Year — The year m which taxpayers file their returns with the IRS. For example,
most Tax Year 2006 returns were filed in PY 2007,

Questionable Refund Program — A nationwide program established to detect and stop
fraudulent claims tor refunds on income tax returns,

Refund Offset — A computer program that will automatically apply arefund due a taxpayer to
another account on which the taxpaver owes money to the IRS.

Return Preparer Program — A program that pursues unscrupulous return preparers who
knowingly claim excessive deductions and exemptions on returns prepared for clients. The
clients might or might not have knowledge of the talse claims.

Scheme — Can mclude only one return but generally mcludes numerous returns. In addition,
many small fraudulent refunds that do not have common characteristics may be placed in a
“dump” scheme.

Scheme Tracking and Referral System — The system of records maintained at each Fraud
Detection Center for QRP and Return Preparer Program schemes. It was designed to store
information, for multiple processing vears, that is used for tracking and historical purposes.

Submodel — A specific data-mining model designed to focus on known areas of high risk or
other general areas of concern.

Taxpayer Advocate Service — An independent organization within the IRS that helps taxpavers
resolve problems with the IRS and recommends changes to prevent problems.
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Appendix VI

Management’s Response fo the Draft Report

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

AUG 11 2008

Criminal Wevesiigation

August 11, 2008

MEMORANRUM FOR MICHAEL R. PHILLIPS
DEPUTY INSPECTOR GENERAL. FOR AUDIT

Gt C Hgyers §

FROM: Elleen C. Mayer

SUBJECT: An Estimated $1.6 Billion in Fraudulent Refunds Was lssued
- During the 2006 and 2007 Fiting Seasons
(Audit # 200710024)

Thank you for the opportunity to respond to your repart regarding the Questionable
Refund Program (QRP). | can assure you that the IRS is committed to ensuring that
appropriate systems are In piace to not only protect our tax system from vulnerability,
but v protect taxpayer rights as well.

We agrese that refund fraud is of Increasing concern. As you know, the IRS had a
significant operational fallure in the Processing Year (PY) 2006 which compromised
the effactiveness of our pragrams In that year. Since then, we have overhauled our
fraud detection strategy and cperation to meet these challenges. We created a Pro-
Refund Office in 20086, which coordinates the activitiss of all the business units thet
are part of the QRP, including the Taxpayer Advocate Service, Through an enterprise
appraach, the IRS is more effectively addressing the compliance threat while
malintaining its commitment to improved taxpayer protection.

Over the last two flling seasons alone, tha IRS has stopped over $2 billlon In
potentlally fraudulent refunds and provided taxpayers a more efficient path to resolve
their tax lssues.

We are concerned that the tone of the report is misleading In that the language

implies that management declsions to adopt a risk-based strategy are inherent failures

to effectively administer the program. The IRS is committad to combating fraud that

undemmines the tax system and cheats honest taxpayers. However, our resources are

finite and we must make intelligent decisions about where to depioy our people and

technolegy.

Tho report does not recognize that additional resources devotad ta the Questionabla

Refund Program would come al the expensa of other revenue generating activities. In

fact, we believe that repurposing resources to QRP from other enforcement programs .. ... .. .. ..
woluld resuit in a net loss of revenue to the Treasury. Without a substantive analysis

of this Issue, we mspectiully suggest that the conclusions and recornmsendations in

this report are incomplste and theoretical in nature.
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" Through our management planning process, we are éonstantly revising our approach
" to combating fraud and compliance risks. As the snvironment around us changes, we
" will not hesitats 1o respond vigorously.

" Due 1o the sensitive nature of this report, the IRS recommends that this audit report be
" deemed "Sensitive But Unclassified,” per Chapter 111, Section 23 of the Treasury

" Security Manual (TD P 15-71) since the document details techniques and concepts,

" the release of which to the public, could assist those intent on defrauding the

" government to evade detection.

" Listed below are comments relating to the specific recommendations contained in your
" report. . g

" Recommendation. 1:

" The Deputy Commissioner for Services and Enforcement should work with the
" Assistant Secretary for Tax Policy to develop a more urgent approach to

" achieving the lagistative change exempting the IRS from having to issue

" .statutory notices of deficiency on fraudulent returns. This should include

: developing milestones to show the progress.

~ Col ve Action

" Working with the Office of the Assistant Secretary for Tax Policy, the IRS will continue

~ to evaluate possible legisiative proposals that will strike the right balance betwsen

_ leveraging resources and protecting taxpayer rights. For example, we have previously

~ proposed a legislative provision 11d authorize the IRS to disclose cenain return
Information about tax viclations 8o that specified Federa

" could punish and deter such co through administrative sanctio

~ provisions, as well as criminal and civit sanctions would apply.

" Implementation Date:
" Completed: N/A Proposed: __ N/A . .

. Responsible Officlal: Director, Refund Crimes

: Corrective Actions Monitoring Plan: N/A

[1i] ation 2:

" Coordinate with the Wage and Investment Division and the Smaill Business/Self
' | n Examination functions to review potentially fraudulent
identified during PY2006 and pursue recovery or offset through
future non-fraudulent refunds, as appropriate.
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Corrective Action(s)

aims are a priority for IRS enforcement. The IRS stops
“all identified fraudulent [claims, regardless of the amount of the claim.
In addition, returns filed by n subsequent years are automatically
identified and evaluated for fraud. However, to the extent that the failure of the

Fraudulent

Electronic Fraud Datection System in PY2006 allowed some claims to

be inappropriately paid, we do not agree that it would be a reasonable use of limited
examination resources to attempt to recover those payments. .

Implementation Date

Completed: __ N/A Proposed: ~__ NIA
Responsible Officlal: Director, Refund Crimes =~ """ R

Corractlve Actions Monitoring Plan: N/A

Becommendation 3:

Identify all fraudulent PY2006 tax returns for which the PY2007 return was
verified as fraudulent to assist in the investigation of refund schemes.

Corrective Actlon(s)

Existing IRS procedures already require that prior year retums be evaluated to
determine if that return is also frauchient. If so, those returns are included in any -
enforcement action. R K ' .

Implementation Date

Completed: January 2007 Proposed: N/A

Responsible Officlal: Director, Refund Crimes

Corrective Actions Monitoring Plan: N/A
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- Recommendation 4:

- The Deputy Commissloner for Services and Enforcement should develop a jong-

- term, strategic approach to balance avallable resources with the growth in

- refund fraud and other competing compliance prioritles. This should Include

. gathering data to estimate the total number and dollar amount of potentially
fraudulent refund returns, including returns not being reviewed due to dollar
threshoids and other criteria.

Corrective Action(s)

The IRS established a Pre-Refund Program Office with a lead executive in October
2006. The office is responsible for development of an enterprise vision and strategy
for all IRS pre-refund activities, identifying and implementing business process
improvemants to achlieve the vision, and ensuring full participation of all affected IRS
business areas and stakeholders. The first step in meefing this goal was the
development of a Pre-Refund Concept of Operations document, a five-year plan in
February 2008.

The Pre-Refund Program Office ensures the participation of internal and external
stakeholders in decisions about pre-refund programs and activities. Decisions
incorporate the Input, engagement and buy-in of affected stakeholders. This Includes
a thorough analysis of pre-refund programs and activities, including workload and
resource avallability. Tha Pre-Refund Program ESC, comprised of executivas
throughout the IRS, provides strategic guidance and decision-making on cross-
‘functional issues, including those relating to the Questionable Refund Program (QRP).
The ESC mests monthly year round to provide executive leadership and ovarsught of .
cross-functional tactical operationat issues. )

Implementation Date

Completed: October 2006 Proposed; N/A

Corrective Actions Monitoring Plan: N/A

Recommendation §:

The Chief, Cl, should im lement rocedures to ensure that suspicious tax
returns filed K lare identified by the fraud detection
systom during future processmg years and coordinate with the Commissioner,
Small Businsss/Self-Employed Division to ensure resources are available to
verify the accuracy of these returns } (items in Red will be redacled if document is
ot sifiedas S8
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The IRS alsa has an extensive research project, the National Research'Program
which is currentl evaluating compliance in individual Income tax returns (mcluding

Impiementation Date

Completed: N/A Proposed: N/A

Rasponsible Official: Director, Refund Crimes

Corrective Actlons Monitoring Plan: N/A

: Recommendation 8:

. Establish procedures requiring each Fraud Detection Center to use the
. automated quality review tool to ensure that fraudulent returns are properly
. classified by the Centers prior to referral.

. Corrective Actlon(s}

. The IRS has already established these procedures for PY2008. The automated

" quality review tool was updated for the 2008 Filing Season and is belng successfully
-utilized by all of the Fraud Detection Centers. Specialized tralning was conducted on
-February 18, 2008, and the tool was rolled out on February 26, 2008. Both the
. Criminal Investigation and civil processes contain certain valldatlons and data checks
-to ensure that returns are propearly classnﬂed . .

:Implememation Date
:Compleled: February 26, 2008 Propased: N/A o

'Responalble Official: Director, Refund Crimes

Corrective Actlons Monitoring Plan: N/A .

Recommendation 7:

Coordinate with the Exammatuon functions to establish a process that onsures
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‘Corrective Action(s)
The RS has already established and implemaptad these processes for PY2008.

implementation Date

Completed: Janyary 2008 Proposed: NIA
Responsible Officlal; Director, Refund Crimes

Corractive Actlons Manltoring Plan: N/A

Recommendation B:

Revise the language contained in the first notice sent to taxpayers to reflect a
more realistic time period for contacting taxpayers and ensure that all taxpayers,
whose returns are idantifled as fraudulent are notified of the status of their

~ returns by issuance of the second notice or of a new notice.

a Action

Automation of the referral process for PY2008 streamlined the generation and tranafer
of referral information to Examination and Accounts Management. As a result of the
PY2008 automation and procedural changes, Criminat Investigation will conduct an
analysis to determine if the established three-week timeframe stated within the CP0S
needs to be revised. Criminal Investigation will present the results and proposed .
recommeandations to the PRP ESC for any nacessary action.

Implementation Date

Completed: N/A Proposed: December 15, 2008

Responsible Offictal: Directar, Refund Crimes and Pre-Refund Executive Steering
Committee

Corrective Actions Monitoring Pian

The Director of Refund Crimes wil ensure these actions are completed ina timely -
manner. .

-



An Estimated $1.6 Billion in Fraudulent Refunds Was Issued

During the 2006 and 2007 Filing Seasons

" Recommendation 9:

Revise the process for controlling and freezing refund claims Identified as
Fraudulent to ensure those refunds are not susceptible to erroneous Issuance.

‘Cun'egtlvg Action(s)

The IRS already implemented this process for PY2008. The prior manually intensive
process was replaced for PY2008 with an automated, streamiined process that
negates the nead for manual intervention in ptacing controls on a return once verified
.as fraudulent. Other freeze canditions are utilized o hold the refund while the

autornated referral process is completed. Cl has taken proactive measures to ensure

that procedures are in place to hold the refund until all issues are resalved. -

Implementation Date
Compisted: February 2008 Proposed: __ NIA

Responsible Officlal: Director, Refund Crimes

‘Corrective Actions Monitoring Plan: N/A

If you have any questions, please contact Lane Timm, Director of Planning and
Strategy (SE:CI:S:PS), at (202) 622-3230, or Christopher Henry, Senior Analyst at
(202) 622-0362. - . R B o N
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