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This report presents the results of ur‘re‘ iew of thelnternal Revenue Service's (IRS)

7

|ssuance of refunds to

Twith the IRS' records of |
. _ The Internal Revenue Code (I RC.)§ 14461 requires partnershlps
to withhold taxes on “effectively connected income" allocable? to foreign partners.
Effectively connected income is taxable income connected with the conduct of a trade
or business in the United States (U.S.). Tax is withheld on each foreign partner's
distributive share of the effectively connected income.

This audit was a follow-up to a report issued by the Treasury Inspector General for Tax
Administration titled, Stronger Actions Are Needed to Ensure Partnerships Withhold and
Pay Millions of Dollars in Taxes on Certain /ncome of Foreign Partners The report

IR.C. §1446 (1989).

2 The provision applies to allocable income. regardless of whether distributions were made during the partnership's
tax year.

3 Reference Number 2001-30-084. dated Tune 2001,




In summary, [PX7

dividua forergn’partners file
Nonresident Alien Income Tax Returns Form 1D4ONR . For Tax Year 1999, there were
6 438 Forms 104ONR

For an additional 2,299 returns. |

34 cases

, .| These represent potential compliance problems that need to
be resolved. In 38 of the remaining 66 cases, the partnership incorrectly identified the
taxpayer on the withholding form.

Management's Response: Management's response was due on June 27, 2002. As of
July 1, 2002, management had not responded to the draft report.

The Treasury Inspector General for Tax Administration has designated this report as
Limited Official Use (LOU) pursuant to Treasury Directive TD P-71-10, Chapter I,
Section 2, “Limited Official Use Information and Other Legends” of the Department of
Treasury Security Manual. Because this document has been designated LOU, it may
only be made available to those officials who have a need to know the information
contained within this report in the performance of their official duties. This report must
be safeguarded and protected from unauthorized disclosure; therefore, all requests for
disclosure of this report must be referred to the Disclosure Unit within the Treasury
Inspector General for Tax Administration’s Office of Chief Counsel.

Copies of this report are also being sent to the IRS managers who are affected by the
report recommendations. Please contact me at (202) 622-6510 if you have questions or
Gordon C. Milbourn lll, Assistant Inspector General for Audit (Small Business and
Corporate Programs), at (202) 622-3837.

Attachment




Erroneous Refunds May Be Issued Without a Program

to}

Table of Contents

Background ..

Recommendations 1 throudh 5: .........ooooiiiiii e Page 4
Appendix | — Detailed Objective, Scope, and Methodology....................... Page 5
Appendix Il — Major Contributors to This Report ..o Page 7
Appendix lll = Report Distribution List..............coooooiii Page 8

Appendix IV — Determination of Data Mismatch Causes from
Review of 100 Cases.........cccoviviiiiiiieeeeee e Page 9




Background

The Tax Reform Act (TRA) of 1986' added § 1446 to the
Internal Revenue Code (ILR.C).% This law requires
partnerships to withhold taxes on “effectively connected
income” allocable® to foreign partners. Effectively
connected income is taxable income connected with the
conduct of a trade or business in the United States (U.S)).
Tax is withheld on each foreign partner’s distributive share
of the effectively connected income.

One of the Internal Revenue Service’s (IRS) major
strategies 1s to deal effectively with the global economy.
Additionally, the IRS includes revenue protection through
minimizing tax-filing fraud as one of its management
challenges. These are both important issues when
considerng the nunber of U.S. partnerships with foreign
partners ncreased from about 22,000 in 1995 to over
30,000 in 1999 (more than 36 percent).

In June 2001, the Treasury Inspector General for Tax
Admmistration issued a report titled, Stronger Actions Are
Needed to Ensure Parterships Withhold and Pay Millions
of Dollars in Taxes on Certain Income of Foreign Partners”
The report included a recommendation to [PA%

We performed the audit between March and December
2001, using data obtained from the Small Business/Selt-
Employed (SB/SE) Division’s Compliance and Customer
Account Services functions’ computer files. The audit was

! Pub, L. No. 99-514. 100 Stat. 2085.
2IR.C. §1446 (1989).

3 The provision applies to allocable income, regardless of whether
distributions were made during the partnership s tax year.

4 Reference Number 2001-30-084. dated June 2001,
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I Without a Plfo ram

conducted m accordance with Government Auditing
Standards. Detailed intormation on our audit objective,
scope, and methodology is presented in Appendix 1. Major
contributors to the report are listed in Appendix II.

The IRS has recor ds ot mthholduw documents nled by
p‘u‘tllelahlps '

p'utne1s 1ep011 the w 1thholdu1g on the Fm elgn Paﬂnel
Information Statement ot Section 1446 Withholding Tax
(Form 8805). Certain publicly traded partnerships® report
withholding on distributions to foreign partners on the
Foreign Person’s U.S. Source Income Subject to With-
holding (Form 1042-8S), although they may optionally
withhold and file using the Form 8805. Individual foreign
partners show the withholding as payments on their U.S.
Nonresident Alien Income Tax Retwns (Form 1040NR),
and must attach copies of Forms 88035 and Forms 1042-S to
the returns.

For Tax Year 1999, there were 835,690 Forms 1040NR

During ameeting to discuss our draft report, IRS manage-
ment asked us to review a sample of the cases to determine
the reasons for the apparent mismatch condition. We
randomly selected a judgmental sample of 100 of the

3 A publicly traded partnership is any partnership whose interests are
regularly traded on an established securities market.




”111’11\ st from the IRQ’ P’Il‘tllebhlpﬂ Tmst md Inte1mt10ml
%ecﬂon ot the SB SE Divisi

need to be 1e>olved

In the remaining 66 cases, there were several reasons for the
discrepancies in the data match. A majority of those —

38 cases (58 percent) — were due to Taxpayer [dentification
Number (TIN) problems, in which the partnership
incorrectly identified the taxpayer on the Form 8805,
Transcription errors (8 cases) and showing the incorrect
year on the withholding torm (3 cases) were the next most
identified mismatch reasons. Appendix I'V provides a
complete listing of the causes.

The Office of Management and Budget’s Circular

A-123, Management Accountability and Control, requires
that management controls provide reasonable asswance that
assets are sateguarded against waste, loss, unauthorized use,
and nisappropriation. The General Accounting Otfice’s
Standards for Internal Contyol in the Federal Goverrnmerit
state that internal controls should provide reasonable
assurance regarding prevention of or prompt detection of
unauthonzed acquisition, use, or disposition of an agency’s
assets,

In 1‘esp011c'limz to the prjor 1‘ep011 the'IR%‘ 1‘equested




. .

Recommendations

The Chiet, Partnership, Trust, and International Section of
the SBYSE Division’s Customer Account Services function,
partnering with the SB/SE Division’s Compliance function,
should:

1. Contact the partnerships or the taxpayers tor the

34 unresolved cases and detenmine whether compliance
actions are needed.

2. Ifa compliance gap is identified, develop a system that
= ] i -

3

4,

5. Develop educational materials to help ensure

partnerships file all required withholding documents and
mclude the correct TINs for the individual taxpavers.

Management’s Response: Management’s response was due
on June 27, 2002, As of July 1, 2002, management had not
responded to the dratt report.
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Appendix |

Detailed Objective, Scope, and Methodology

Our 0b|ect1ve W"Is to deteumne the ovemll etfect of b %'

re001d> to the IRS‘ Master Fﬂe The sample w %‘ chosen b\ nndomh selectuuz recor ds

o

' The MACS is a computer system that containg a combination of the transcribed refusn transaction files and
selected entity information from the Master File, The Master File is the IRS® main computer system that stores
various types of taxpayer account information. It includes individual, business. and employee plans and exenipt
organizations data.

2We limited our testing to Form 1040NR because that return has 2 specitic line for IR.C. § 1446 withholding,
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e -
determine the causes tor the mismatches. The sample was selected using the same
methodology described in step C above. To determine the causes we reviewed the
original returns and attachiments, and researched thef '
the IRS' Master File, as needed.

to
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Appendix |l

Major Contributors to This Report

Gordon C. Milbourn III, Assistant Inspector General for Audit (Small Business and Corporate
Programs)

Philip Shropshire, Ditector

Richard Hayes, Audit Manager

Pillai Sittampalam, Senmor Auditor

Richard Tuiner, Senior Audifor
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Appendix Il

Report Distribution List

Conmissioner N:C

Deputy Conunissioner, Small Business/Self-Employed Division S

Director, Compliance, Small Business/Self-Employed Division S:C

Director, Customer Account Services, Small Business/Selt-Employed Division S:CAS
Deputy Chief Financial Officer, Department of the Treasury

Audit Liaison: Commnussioner, Small Business/Self-Emploved Division S
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Appendix IV

Determination of Data Mismatch Causes From Review of 100 Cases

Explanation No.
Cases

Cases where taxpayer’s claim was traceable to partnership withholding
documents )
Taxpayver Identification Number (TIN) problems:

TIN shown as name, not nmumber, on database

Found on database under ditferent TIN
Internal Revenue Service (IRS) data transcription (input) error
| Resolved per partnership’s transmittal document’ data [

Different yvear shown on Forms 8805
Taxpayer error

Original transmittal document attached to taxpayer’s return - not processed
IRS adjusted credit

| Partnership error - deposit slips used, not individual Forms 8805 (b)(3)26 US.C.6403 )" |
Found on previous database under correct TIN

Cases where taxpayver’s claim was not traceable to partnership withholding
documents
Employee Identification Number on taxpayer’

s Form 8805 found on transmittal

database table 30
Cannot determine 4

\
Total 100 |

! Partnerships file the Agmual Return for Partnership Withholding Tax (Section 1446) (Form 8804) to report total
liability and as a transmittal for the Form 8805 for each foreign partner.




