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This report presents the results of our review of Internal Revenue Service (IRS) correspondence
tolerance levels. The overall objective of this review was to evaluate the effects that IRS
tolerance levels have on voluntary compliance and taxpayer burden. This audit was included in
the Treasury Inspector General for Tax Administration Fiscal Year 2008 Annual Audit Plan.

Impact on the Taxpayer

The IRS determines and adjusts tolerance levels' for various tax forms and schedules in order to
increase taxpayer compliance, reduce processing costs, and use limited resources effectively.
However, the IRS does not maintain documentation detailing the methodology used to determine
tolerance levels and could not provide any evidence to show that it monitors the effectiveness of
established tolerance levels. Consequently, the IRS might be needlessly expending limited
resources and incurring unnecessary costs. This could result in the loss of revenue to the Federal
Government and inequitable treatment of taxpayers.

! Tolerance levels are dollar figures established by the IRS that trigger an action such as corresponding with
taxpayers for forms and schedules. .
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Synopsis

For many of the credits, deductions, payments, and taxes due claimed by taxpayers on their

U.S. Individual Income Tax Returns (Form 1040), the IRS requires taxpayers to provide
substantiation by attaching certain forms and schedules to their tax returns. The IRS does not
have the resources to address every identified case of potential taxpayer noncompliance and must
apply its limited resources to areas in which noncompliance is greatest, while still maintaining
adequate coverage in other areas. Therefore, the IRS sets tolerance levels to control the volume
of cases requiring follow-up actions by IRS employees so that all selected cases can be handled.
Tolerance levels are considered and changed, if warranted, annually by the IRS. However, the
IRS was unable to provide documentation to support any reviews or analysis performed during
this process.

In response to our questions regarding the process for establishing tolerance levels, the IRS
stated that it considers Congressional legislation, programming requirements, taxpayer
instructions, and requests from Compliance functions when determining tolerance levels. By not
gathering and analyzing empirical data when establishing tolerance levels—and by not using such
data to periodically evaluate the effectiveness of established tolerance levels—-the IRS is unable to
determine whether it is meeting its goals of reducing processing costs and using limited
resources effectively, while maximizing taxpayer compliance.

Based ‘on our analysis, the IRS does not always take into account the overall level of taxpayer
compliance with the requirements to provide additional forms and schedules or the associated
cost/benefit when setting the tolerance levels for issuing correspondence to taxpayers requesting
missing forms and schedules. In addition, the RS does not maintain data showing the results of
its correspondence with taxpayers for these forms and schedules. As a result, the IRS is using its
limited resources and incurring additional costs by requesting missing forms and schedules from
highly compliant taxpayers while allowing the unsubstantiated deductions of far less compliant
taxpayers. Further, the IRS is burdening some rers for substantiation to support
insignificant entries (in some cases ' %M“}) on their tax returns, while allowing
other more significant entries with no substantiation. '

Recommendations

We recommended that the Commissioner, Wage and Investment Division, evaluate tolerance
levels to ensure that they are meeting established goals, document the methodology used to
establish and revise tolerance levels, and adjust tolerance levels based upon the cost/benefit and
degree of taxpayer compliance with the requirement to attach supporting documentation.




to Ensure That Program Objectives Are Met

Response

IRS management agreed with one of the two recommendations and partially agreed with the
other. IRS management agreed to evaluate and document the methodology used to establish
and revise tolerance levels. They plan to enhance their evaluation of tolerance levels by

1) requesting that emphasis be placed on review of the tolerance amounts as part of their 2008
review process, 2) developing a method of capturing the methodology used to establish all new
correspondence tolerances, as well as tolerances for review by downstream organizations, and
3) forwarding the tolerances annually for review by downstream organizations and documenting
the methodology used in any revisions once the system is developed.

IRS management agreed that the cost/benefit should be factored into decisions to correspond
with taxpayers for missing information and stated that the IRS currently considers this
information. However, they did not agree that the IRS should track the results of correspondence
with taxpayers, stating that such data would only provide the percentage of taxpayers that reply.
Further, the IRS stated that tolerances are generally set to ensure compliance with statutory or
regulatory requirements for the filing of accurate or processable tax returns and to ensure
protection of the revenue. Management’s complete response to the draft report is included in
Appendix IV,

Office of Audit Comment

~ Although we agree that tracking taxpayer compliance with correspondence might not be
beneficial in all cases, we continue to believe that it would be beneficial to the IRS in many
instances. Low compliance rates might indicate when changes are necessary to the wording in
the correspondence, the IRS’ follow-up procedures, or the actions the IRS takes when no
response is received. For example, in some instances, if taxpayers ignore the IRS’
correspondence, it will prepare dummy forms or schedules for the taxpayers and process the
returns as filed. If the taxpayer response rate to correspondence in these cases is low, it might
not be cost-beneficial for the IRS to correspond when the dollar amounts in question are low.
Further, when corresponding to protect the revenue, contacting highly compliant taxpayers for
substantiation to support very minimal amounts might not be an effective use of the IRS’ limited
resources, and it might therefore make sense to raise tolerances in those cases to free resources to
focus on more significant amounts.

In the response, the Commissioner, Wage and Investment Division, stated that our report did not
factor in correspondence for refund and even-balance tax returns. Our sample returns were, in
fact, randomly selected from all types of returns, including even-balance and refund returns.

The Treasury Inspector General for Tax Administration has designated this audit report as
Sensitive But Unclassified pursuant to Chapter III, Section 23 of the Treasury Security Manual
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(TD P 71-15) entitled, “Sensitive But Unclassified Information.” Because this document has
been designated as Sensitive But Unclassified, it may be made available only 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 Branch
within the Treasury Inspector General for Tax Administration Office of Chief Counsel.

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

Margaret E. Begg, Acting Assistant Inspector General for Audit (Small Business and Corporate
Programs), at (202) 622-8510.
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Background

Recent Treasury Inspector General for Tax Administration audits on non-cash charitable
contributions' and the telephone excise tax refund program? found that even though legislation or
Internal Revenue Service (IRS) regulations required taxpayets to provide specific documentation
to substantiate cartain entries on their tax returns, the IRS’ tolerance level was so high that many
noncompliant taxpayers were never questioned turther by the IRS.

The IRS uses tolerance levels® as an administrative control throughout a range ot programs and
functions. The IRS establishes tolerance levels for assessing tax, 1ssuing refunds, assigning cases
for collection, and corresponding tor torms and schedules. These tolerance levels have different
rationales behind them. For instance, the IRS does not have the resources to address every
identified case of potential taxpayer noncompliance and must apply its limited resources to areas
in which noncompliance is greatest. Therefore, the IRS sets tolerance levels to control the
volume of cases requiring follow-up actions and to more effectively use limited resources.

The IRS Submission Processing tunction processes paper and electronic submissions, ensures
that tax returns are complete, corrects errors, and forwards data to the Computing Centers for
analysis and posting to taxpaver accounts. When taxpayers make entries on then tax returns
requiring additicnal forms as substantiation but do not provide those additional forms, the
Submission Processing tunction will correspond with the taxpayers to obtain the substantiating
torms, Generally, it taxpayers do not provide the requested data, the questioned entries on their
tax returns are disallowed. Based on established tolerance levels, the Submission Processing
function might allow certain entries without required substantiation in order to conserve
resources needed to correspond with taxpayers for forms, schedules, and other documentation
required to process tax returns.

This review was perforimed in the Subimission Processing and Compliance functions of the Wage
and Investment Division during the period January through June 2008, Our review included a
review of taxpayer account mtormation nationwide, We conducted this performance audit in
accordance with generally accepted government auditing standards. Those standards require that
we plan and pertorm the audit to obtain sufficient, appropriate evidence to provide a reasonable
basis for our tindings and conclusions based on our audit objective. We believe that the

Y The Internal Reverne Service Needs to Improve Procedures to Identify Noncomplicnce With the Reporting
Requirements for Noncash Charitable Contributions (Reference Number 2007-30-049, dated March 5. 2007).

? Although Strong E fforts Were Made, « Significant Amount of the Telephone Excise Tax Overcollected From
Individual Taxpavers My Never Be Refimded (Reference Number 2007-30-1 78, dated September 26, 2007).

3 Tolerance levels are dollar figures established by the IRS that trigger an action such as corresponding tor forms
and schedules.
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evidence obtained provides a reasonable basis for our findings and conclusions based on our
audit objective. Detailed information on our audit objective, scope, and methodology is
presented in Appendix I. Major contributors to the report are listed in Appendix IT.
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Results of Review

Empirical Data Should Be Analyzed to Establish and Revise Tolerance
Levels to Ensure That Program Goals Are Met

The Internal Revenue Manual contains information associated with Submission Processing
function correspondence tolerance levels and Compliance function tolerance levels* and is
reviewed annually by both functions, as well as by other atfected stakeholders, during the
document clearance process.> Tolerance levels are considered and changed, if warranted, at that
time. However, the IRS was unable to provide documentation to support any reviews or analysis
performed during this process.

Although the IR S has periodically revised some tolerance levels for corresponding for a required
schedule or other documentation to support an entry on a tax return, no documentation detailing
the methodology used to determine the tolerance levels has been maintained. The IRS does not
maintain an audit trail® for individual tolerance level changes and could not provide any evidence
to show that it monitors the effectiveness of the established tolerance levels. In addition, the IRS
does not maintam data associated with correspondence sent to taxpayvers to obtain missing
documentation. For instance, the IRS does not have data on the number of taxpayers who
respond to correspondence or the munber of taxpayers who provide missing documentation in
response to correspondence.

We reviewed the correspondence tolerance levels over an 1 1-year time period for 14 forms and
schedules requured to be filed with U.S, Individual Income Tax Returns (Form 1040) to
substantiate various credits, deductions, paviments, or taxes due. The IRS tolerance levels to
correspond with taxpayers for these forms and schedules in Tax Year 2006 ranged from
For 11 of the 14 forms, we could find no indication that the tolerance level had ever

| @128 U S C. 0103.0XT(E)

been revised. For the three forms for which tolerance levels for corresponding with taxpayers

were adjusted, the IRS could provide no documentation to support the changes, Figure 1 shows
additional details regarding the tolerance levels tor the-14 forms and schedules.

* Internal Revenue Manual Section 3.11.3, Individual Master File Code and Edit and Internal Revenue Manual
Section 3.12.3, Individual Master File Error Resolution
5 The process performed in preparation for the following year's publication of the Internal Revenue Manual.

¢ A record of a sequience of events (as actions performed by a computer) from which a history may be reconstructed.
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Figure 1: Tolerance Levels for Required Forms on Individual Income Tax Returns

Description Form Numnber Tolerance Level’ Tolerance Revisions®

Souvrce: Interncd Revere Adanucd Sections 3.11.3 amd 3.12.3.

In response to our questions regarding the process for establishing tolerance levels, the IRS
stated that it considers Congressional legislation, programming requirements, taxpayer
mstructions, and requests from Compliance functions when determining correspondence
tolerance levels. By not gathering and analyzing empirical data when establishing tolerance
levels, and by not using such data to periodically evaluate the effectiveness of established
tolerance levels, the IRS is unable to determine whether it is meeting its goals of reducing
processing costs and using limited resources etfectively, while maximizing taxpayer compliance.

(6)(3):26 U.S.C. 6103,(b)(7)(E)

T Tolerance levels in effect for Tax Year 2006. Tolerance levels for] |were lowered in 2008.

8 Established tolerance levels from Calendar Years 1998 through 2
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Recommendation

Recommendation 1: The Commissioner, Wage and Investment Division, should evaluate the
tolerance levels for various credits, deductions, payments, or taxes due to ensure that they are
meeting agency goals. In addition, a system should be created to provide permanent records and
data that would document the methodology used to establish or to revise tolerance levels.

Management’s Response: The Commissioner, Wage and Investment Division,
agreed with this recommendation and plans to enhance the evaluation of tolerance levels
by 1) requesting that emphasis be placed on review of the tolerance amounts as part of
their 2008 review process, 2) developing a method of capturing the methodology used to
establish all new correspondence tolerances, as well as tolerances for review by
downstream organizations, and 3) forwarding the tolerances annually tor review by
downstream organizations and documenting the methodology used in any revisions once
the system is developed.

The Submission Processing Function Should Make Better Use of
Limited Resources When Corresponding With Taxpayers for Missing
Forms and Schedtles

From our review of the tolerance levels for 14 forms and schedules 1‘equi1‘ed to support entries on
Form 1040, we Ldentmed 6 in which the IRS tolerance level for issuing correspondence to
taxpayers was se hile the overall taxpayer compliance rate for attaching the required
documentation was E{le’ﬂel than 99 percent. Figure 2 shows that for the 6 items only

165,000 (.33%) of approximately 50 million taxpayvers did not provide the required
documentation. ‘

QN0 U.5.C. 0103.BIF XD

(¥4
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Figure 2: Noncompliance Rate for Filing Required Forms

Description Form  Noncompliance Correspondence Total Returns
Number Rate’ Tolerance Level Returns Missing
Filed - Forms
0.81% 381,311 3,071
0.39% 4,018,911 15,803
0.24% 6,391,501 15,240
0.24% 7,744,807 18,811
0.70% 15,192,607 105,649
0.04% 16,063,426 6,816
Totals 33% 49,792,563 165,390

Source: Treasury huspector General for Tax Adwministreation analysis of Tax Year 2006 Individucl ncome Tax
Returns.

Conversely, we identitied 3 other instances in which the IRS tolerance level tor bslllllfz BRI U3E 100,000
ouespondence to taxpayers to support an entry on Form 1040 was setat| " and the

taxpaver nonconipliance rate for attaching the required documentation was as lufzh as 61 percent.

Figwre 3 shows that for the 3 items, more than 3.97 million (55%) of approximately 7,18 million

taxpayers did not provide the required documentation. Using the specific coue.spondence

tolerance levels contained in the Internal Revenue Manual, we determined that the IRS should

have correspondad with more than 34,500 of these noncompliant taxpayers. The remaining

3.93 million noncompliant taxpayers would be allowed to claim more than $237 million in

credits without complying with the current tax law requirements.

? Percentage of tax returns filed without required form or schedule,
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Figure 3: Noncompliance Rate for Filing Required Forms

Description Form Noncompliance  Correspondence Total Returns
Number Rate! Tolerance Level Returns Missing
®X3):26 U.5.C. 6103, 5XTXE) Filed Forms

60.52% 370,215 3,854,9484

18.55% 459,764 85,271

8.19% 349,168 28,584

Totals 55.28% 7,179,147 3,968,803

Source: Trecasury Inspector Generdl for Tax Administration ancdysis of Tas Yeay 2006 Individual Income Tox
Returns.

The IRS needs to collect the correct amount of tax at the least cost to the taxpayers and ensure
that the tax law i3 applied with integrity and tairness. Based on our analysis, the IRS does not
always take into account the overall level of taxpaver compliance with the requirements to
provide additional torms and schedules or the associated cost/benefit when setting the tolerance
levels for issumg correspoindence to taxpavers requesting missing forms and schedules. In
addition, the IRS does not maintain data showing the results of its correspondence with taxpayvers
for these forms and schedules,

As aresult, the IRS 15 using its limited resources and incurring additional costs by requesting
missimg forms and schedules from highly compliant taxpayers while allowing the
unsubstantiated deductions of far less compliant taxpayers. Further, the IRS is burdening some
taxpayers for substantiation to support insigniticant entries on their tax returns, while allowing
other more significant entries with no substantiation, This could result in a loss of revenue to the
Federal Government as well as mequitable treatment of taxpayers. Also, without data showing
the results of its correspondence with taxpayers, the IRS cannot make informed decisions
regarding where to apply its limited resources.

10 percentage of
" For t.axpﬂyex
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Recommendation

Recommendation 2: The Commissioner, Wage and Investment Division, should take the
tollowing actions to make better use ot resources when corresponding with taxpayers for missing
forms and schedules:

e Include the degree of taxpayer compliance with the specitic documentation requirement
and the cost/benefit of corresponding with taxpayers in decisions to adjust the tolerance
levels for various credits, deductions, payments, and taxes due. This will allow the IRS
to focus its limited resources on the most egregious cases.

¢ Track the results of correspondence with taxpayers for missing documentation and use
the data in analysis to determine tuture tolerance levels.

Management’s Response: IRS management partially agreed with this
recommendation. The Commissioner, Wage and Investinent Division, agreed that the
cost/benefit should be factored into decisions to correspond with taxpayers for missing
information and stated that the IRS currently considers this information. However,
management did not agree that the IRS should track the results of correspondence with
taxpayvers, stating that such data would only provide the percentage of taxpayers that
reply. Further, the IRS stated that tolerances are generally set to ensure compliance with
statutory or regulatory requirements for the filing of accurate or processable tax returns
and to ensure protection of the revenue.

Office of Audit Comment: Although we agree that tracking taxpayer compliance
with correspondence may not be beneticial in all cases, we continue to believe that it
would be beneficial to the IRS in many instances. Low compliance rates might indicate
when changes are necessary to the wording in the correspondence, the IRS” follow-up
procedures, or the actions the IRS takes when no response 1s received. For example, in
some instances, if taxpavers ignore the IRS® correspondence, # will prepare dunmy
torms or schechles for the taxpavers and process the returns as filed. It the taxpayer
response rate to correspondence in these cases is low, it might not be cost beneficial for
the IRS to correspond when the dollar amounts in question are low. Further, when
cortesponding to protect the revenue, contacting highly compliant taxpayers for
substantiation to support very mimimal amounts might not be an effective use of the IRS’
limited resources, and it might therefore make sense to 1aise tolerances in those cases to
free resources to focus on more significant amounts.

In the response, the Commissioner, Wage and Investment Division, stated that our report
did not tactor in correspondence tor refund and even-balance tax returns, Our sample
returns were, i fact, randomly selected from all types of returns, including even-balance
and refund returns,

Page' 8
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Appendix |

Detailed Objective, Scope, and Methodology

The overall objective of this review was to evaluate the etfects that IRS tolerance levels have on
voluntary comphance and taxpayer burden. To accomplish our objective, we:

L Evaluated current IRS tolerance level policies for entries on U.S, Individual Income Tax
Returns (Form 1040) that required substantiation for credits, deductions, payments, or
taxes due claimed by taxpayers.

A. Reviewed current and historic Internal Revenue Manuals to identify correspondence
tolerance levels that were in affect for Forms 1040 for Tax Years 1998 through 2008,

B. Developed and issued questionnaires to the IRS to 1) verity whether the tolerance
levels we identified tfrom the current Intarnal Revenue Manuals were accurate,
2) determune whether a specific line item and/or form 1s transcribed, and 3) determine
whether any action is taken by the IRS it no response is received trom the taxpayer.

(. Determined the IRS’ rationale for current tolerance levels for various tax forms and
schedules.

D. Determined the procedures and tune periods used when the Error Resolution System'
either disallows the decduction or credit, or if a Taxpayer Notice Code? 13 issued to the
taxpavers who do not provide the required documentation.

E. Performed a risk assessment to identify any internal control wealmesses that needed
to be included in our audit tests.

F." Determined whether tolerances are adjusted for items m the tax law specifically ,
indexad for cost of iving adjustiments (e.g., “-+(b)(3):26 U.S.C. 6103,(0)(T)(E)

G. Determined whether the responsibility for establishing processing tolerance levels
was centralized or decentralized.

IL. Evaluated the processing of individual income tax returns with credits, deductions,
payvments, and taxes due captured on the Individual Return Transaction File.?

! The Error Resolution System provides for the correction of errors associated with the input of taxpayer data.

? Taxpayer Notice Codes are used when a math ervor is present involving the tax lability or balance
due/overpayment.

3 The Individual Returmn Transaction File contains line items transcribed during retum processing and other fields
such as math calculations,

Page ¢
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A. Determined the number and corresponding dollar amount of taxpavers claiming
credits, decuctions, payvments, or taxes due.

B. Determined whether taxpayers provided the required docuumentation to substantiate
certam line items on their tax retums.

(. Determined how the IRS used the additional information it requested/required.

D. Determined whether the IRS took steps to obtain the documentation and what
additional steps, if any, were taken if the taxpayer failed to respond or to provide any
additional substantiation/documentation.

I, Tested the validity and rehiability of our computer-generated data.

A. Coordinated with a Treasury Inspector General for Tax Administration information
technology specialist to identity the volume of various credits, deductions, payvments,
and taxes due reported on Tax Year 2006 Forms 1040. The computer extract was mn
from the Individual Return Transaction File on the Treasury Inspector General for
Tax Admimstration Data Center Warehouse *

B. Requested a random sample of 280 cases to test the validity of the computer extract.
We validated the reliability of the computer-processed data by verifving the sample
cases against the information on the Integrated Data Retrieval System® and on the tax
returs.

4 The Data Center Warehouse provides data and data access services; centralizes storage, security, and
administration of files; and develops uniform and user-fiiendly interfaces for users to access data,

5 The Integrated Data Retrieval System allows IRS employees working active tax cases to take specific actions on
taxpayer account issues, track status, and post transaction updates back to the Master Files, The Master Files are
IRS databases that store various types of taxpayer account information. These databases include individual,
business, and emplovee plans and exenipt organizations data.
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Appendix Il

Major Contributors to This Report

Margaret E. Begg, Acting Assistant Inspector General for Audit (Small Business and Corporate
Programs)

Kyvle R. Andersen, Director

Bernard F. Kelly, Audit Manager

Stephen A. Wybaillie, Lead Auditor

Maigaret F. Filippelli, Senior Auditor

Philip W. Peyser, Senior Auditor

Nandini Bhuchar, Auditor

Richard Hillelson, Information Technology Specialist
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Appendix IV

Management’s Response to the Draft Report

———
. DEPANTMENT OF THE TREASLRY [E
: IRTERNAL REVENDE SRERVICE
: “ATLANYA. GA 30309 AUG 19 2005
Coammarioras i
WAGL AMD PNVESTMAMNT 12V IGUM
: AUG 1 5 2008

MEMORANDUM FOR MICHAEL R, PHILLIPS
DEPUTY INSPECT(R GENERAL FOR AUDIT

FROM: Richard Byrd, Jr. @vk/
Commissioner, Wi and investmdnt: Division

SHBJECT: Dratt-Audit Rgpart - Tha litamal Revenue Senvice Needs to
Evaiuale Tolerance Levels to Ensura:-Program ObjectivesAng
Met (Audit-# 200830007)

! revieweid the subject dratt report end appreciate your obeervations regarding
corcespondence toleranca levels. Your report focuses on folerance amounts used by
Submission Processing when corrasponding with taxpayers for missing forms and/or
schedules that are necessary to sybstantiate a claimed credit of othar tax benefit, In
addition, your feport addrasses the compliance percentages associated with taxpayet
respanses to this comaspondenice and suggests there is an gpportunity for reducing.
processing custs while maximizing fakpayer compliance.

However, your repori does not fdetor in comesponderice for refund and aven batance

tax returns. These returns canstituts the highest volume of corréspondence. It also

does riot provide any analysis or flm’ormatln on saleguarding revenue, such as other

validations that take place on many of the &aleranom designed to ensure .50, 10X
compllance with. statutory of regulatory requirements for the filing of accurate or """~ AEXNI6 US.C. 6103.0X1
processable tax retums. These valigations include suchthings as required signaturas,

Botial: Security Numbars caquired t0. qualify for particular credits or tax benefits, as.well

a3 protecting egainst unalfowatile dual benefits such as clamns for education credits ang

the tuitids and feas deduction. in:other cases, tolerdnces gre.get inmtentionally fow to
deter flaud. Our current provess protéegis revenue while providifg. the Laxpayer the-
opportuhity to submit a processahle return, to substantiate claimed credits and other tax
bariefits, to self-carract errors,-aiid to avoid unnecessary downstream compliance
iasues. In al) of these cases, il the luxpayer fails 1o respond 10 the IRS reques! for
documentation or substantiation, they lose the ability to claim those credits or tax
benefits.
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Wa agree with the finding that we do not currently decument the rethodology o
organizations invalved when setfing lolerance amgunts and wilt implement actions to
‘Capture tis information. As padt of the 2608 raviaw process, we: will request that
emphasiste placed on review of current talerance amounts and will farward the list of
tolerances annually to downstream organizations for their teview,.

With regard to your recommandations thatwe include the degres of taxpayer
compliance with specific.documenitation requirements and.the castbanefit of
comesponding with-taxpayers in décisions to set or adjust olerances, we diready
conaider the budgetary implications of such correspondence. issues considered indude
the cost/benefit of correspondence; as wel as the impact-on resources, personna,
space and property, prosessing tiheframes, and:prevention of refiind schemes. The
IRS also conslders Congrassianal legislation, Treasury mgulations, pragramming
requirements, laxpayer instructions, and requests from Examination, Criminal
Investigation, and ether downstréan compliance organizations.

Hawever, we do not agree that it is necessary 1o track and.ponsider the degrea of
{sxpayar tofapliante with IRS doeumsntalion requests wiign setiing or adjusting
caffespondence thisrance lavels. Your repont provides no-quantifiable benefits from
doing so and the collection: of data for taxpayer response: relas for-each of the over 40
correspendence conditions:concerning missing forms/schedules-alone waould be difficult
and expetisive to secure. This is espedially true in those cases where the retum is sent
back to the taxpayer with the request for the missing information. In this situation the
only. method to track If Buch returns were:re-fitad with the requastét documpntatisn
would be.ir Code & Edit, where retums are first screanad. This wauld require creation
of a new database and the:manual lesck up-of sach account-to determine if -a previgusly
migsing seligdule or.other Information was subrmitted. with a. return: While:it may be:of
some limitad use 1o know the 1axpaysr response e in these sifuations, capturing this
data would be a burdensome and.costly process with iittle known.or quantifiable
benefits. ‘Further, as discussed abiova, many lolorancas. are set to assure campllance
with Jegistative or regulatoty requirements, or to deter fraud, and would niot.be adjusted
based on percentages of taxpayers that comply or fail to corply with IRS.
degumentation requests.

Qur responses lo yaur specific recommendations. are altached. If you have any
questions regarding:this response, please call mg #{404)-338-7060, ar members of
your staff may conliact Pétar J. Stipek, Direstor. Customer &ccount Services, at

{404) 338-8010.

‘Alachment’
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Levels to Ensure That Program Objectives Are Met

Attachment

RECOMMENDATION 1

The Commissioner, Wage and Investment Division, should evaluate the tolerance fevels
for various credits, daductions, paymants or taxes due to ensure they are meeting
agency goals. n addition, a systermn should be created to provide permanent records
and data that would document the methodclogy used to establish or to revise tolerance
levels.

CORRECTIVE AGTION

We agree with this recommendation. Tolerance leveis are currently evaluated on an
annual basis through the Intermnal Review Manual (IRM) review process that includes ajt
major IRS organizations, including Chief Coungal. Additionally, tolerance amounts are
evaluated when downstream organizations provide a business case or if Submission
Processing cost/benefit and other analyses determine a tolerance level should be
craated, deleted or adjusted,

a) As part of the 2008 IRM review process, we will request that emphasis be
placed on review of the tolerance amounts.

b) in addition, Submission Processing will develop a method of capturing the
methodology used to astablish all new correspondence folerances, as well as
tolerances for review by downsiream organizations, but will not include the
original methadology used.

¢) Once the system Is developed, we will forward the tolerances annually for

review by downstream organizations and documant the methodolegy used in
any revisions

Through thase processes, Submission Processing will enaure correspondence
lolerances are meeting their infended purposes. it will also enable the organization to
document and maintain records regarding the methodology used to establish or revise
these tolerances.

IMPLEMENTATION DATE
a) December 15, 2008
b) Septerber 15, 2009
¢} September 15, 2003

RESPONSIBLE OFFICIAL
Director, Submission Processing, Wage and investment Division
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The Internal Revenue Service Needs ta Evaluate Tolerance
Levels to Ensure That Program Objectives Are Met

CORRECTIVE ACTION MONITORING PLAN

This corrective action will be monitored as part of our intemal managerial contro!
system. The Direclor, Submiission Processing will report progress to thé Cirector,
Customer Account Services.

EQOMMENDQ!LQ 2

The Commiagiorer. Wage and investment Division, should-teke: e owmg actmns o
make better use frasuurses when cormesponding with. taxpayer_ armrsslng farmsand
schedules:

1. Include the dagree of hxpayar cornpligncs with tha spacific documentation
requirgiment and the costbenefit of comesponding with takpayess in dedisions 1o
adjust the tolerance levels for various credits, deduttions, paymients and taxes
due. This witt allow the IRS 1o focus its imited resourses on the mest egregious
cases.

2. Track the results of comespondence with taxpayers for missing documentation
and use the data in analysis to determine futura toletance tevels.

CORRECTIVE ACTION

1. Woa partially agree wilh this recommendation. Taxpayer response rates are
generally not a component in setting iolerance amounts Yor carrespondence where
the validation is designed to ensure compliance with statutory or regulatory
requurements for filing an accurate and procsssable retumn, or-ie preveril fraud and
protect the revenue. However, we agree that tolsrance levels should; and currently
do consider budgetary lmphcattons These mclude tha costlhenef #-of

ather doWnstream comphanca orgamzatuons However we d“ st agyee lhat itis
necessary 10 frack and consider the degres of tapayer compllance \ith IRS
documentation requests when setling or adjusting corresponderice tolerance lgvels,

2. We do not agrde with this recommendation. Tracking taxpsiyer compliance in
retumning correspondance 10 tha IRS only providesthe percentagc of taxpayers that
reply. Such-a percentage would be a very limited factor in setting tolerance
amounts. Adso, there is no indication the compllance percentages would not remain
relatively constant regardiess of the tolerance amount. And, as noted earlier,
tolerances are generally set to ensure compliance with statutory or requlatory
requirementsfor the filing of an accurate or processabie tax rstum and to ensurs
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The Internal Revehu;é S'eic'é,Néé‘d‘s‘to Evaluate Tolerance
Levels to Ensure That Program Objectives Are Met

prafection of the revenue. To collect and use the necassary response rate.

nformation would be-difficult and costly with little known e quantitiable benefit,

'RESPONSIBLE OFFICIAL o
Difectar, Submisslan: Processing, Wage and Investment Division

MONITORING PLAN

Page 17



