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GAO is satisfied that, overall, taxpayers who
were udited repetitively by the Internal
Revenue Serice were audited because their
returns fit the usual selection criteria. All
returns are selected for audit through the
same system, 3nd the system generally
protects against selection abuse. Repetitive
audits are like all audits in terms of recom-
mended tax increases, indicating that tax-
payers were not repeatedly selected unless tax
adjustments were probable. Nevertheless, IRS
ccn further reduce the number of repetitively
audited taxpayers.
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i COMNOL ER GENERAL OF THE UNITED STATES
WAMINOGTON. D.C. RUOS

B-137762

To the Chairman and lice Chairman
Joint Committee on ;ixation
Congress of the Uni td States

This report, ol? of e series in response to yourCommnttep' request, addresses the reasons whv the Inter-
nal Revenue Service 3udits some taxpayers repetitivelyand the dollar productivity of such audits. The report
focuses on individual income tax payers. The Serviceagreed with our recommendations, and their impIementation
should further assure that only necessary repetitive audits
are performed.

As arranged with your Committee, unless you publicly
announce its contents earlier, we plan no further distri-
bution of this report until 30 days from the date of thereport. At that time, we will send copies to interestedparties and make copies available to others upon request.

Comptroller General
of the United States



COMPTROLLER GENERAL'S REPORT TO REPETITIVE IRS AUDITS OF
THE JOINT COMMITTEE ON TAXATION TAXPAYERS ARE JUSTIFIED
CONGRESS OF THE UNITED STATES

DIGEST

The Internal Revenue Service (IRS) audits
a relatively small number of the individual
tax returns filed each year. Even so, some
taxpayers are repetitively audited; that
i-, IRS examines their returns for at least
two out of three successive tax years. Does
IRS have valid reasons for doing such au-
dits?

Yes.

'--IRS' system f-or selecting returns for au-
dit generally protects taxpayers against
abuse. All returns are selected through
the same system, regardless of whether it
is the taxpayer's first audit or the most
recent of several. IRS has no special
system that would result in a particular
taxpayer'3 return being audited year after
year.

-- In terms ef recommended tax increases, the
rep;lts c repetitive audits have been very
similar to the results of all audits. In
other words, there is no indication that
IRS repeatedly selected taxpayers for audit
unless their returns indicated a probable
tax change.

Obviously, no system is perfect and GAO
recommends several ways to improve the se-
lection process. But, overall, GAO is sat-
isfied that taxpayers were audited repeti-
tively because their returns fit the usual
selection criteria.

FREQUENCY OF REPETITIVE AUDITS

GAO randomly sampled and analyzed over 2,800
audits of 1,201 taxpayers who had been repe-
titively audited. The taxpayers had filed
their most receut returns in one of six IRS
districts where GAO did its work. (See
pp. 2 and 41.)

h"W Amo a* on GGD-77-7i
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Although a return is filed within an IRS
district, it can be audited by eithe: an
IRS service center or district office.
Most audits, however, have been done by
district offices. (See pp. 1 end 4.)

About 25 percent of the taxpayers in the
six districts who had an audit closed by
a district office during 1975 were repe-
titively audited. Including service cen-
ter audits, about 16 percent of the tax-
payers experienced repetitive audits.
Neither GAO nor IRS can say for sure how
many taxpayers have been audited repeti-
tively, because IRS does not have this
information. (See p. 3.)

For tax years 1966 through 1974, 57 percent
of the sampled taxpayers had two of the
returns they filed examined. Another 26
percent had their returns for three tax
years examined. (See p. 5.) While all in-
come groups have been subject to repetitive
audits, business taxpayers overall were re-
petitively audited more often and nonbusi-
ness taxpayers with incomes below $10,000
lass often than average. Business taxpay-
ers were audited more frequently primarily
because the IRS examiner, while auditing
one year's return, belipved returns from
other years should be audited as well.
(Sae p. 5.)

WHY REPETITIVE AUDITS OCCUR

According to IRS, a return can be selected
for audit for 1 of more than 60 reasons.
The reasor.s apply whether it is the first
time or the latest of several years a par-
ticular taxpayer's return is selected.
Overall, about 60 percent of the repetitive
audits GAO reviewed resulted from one of
three reasons:

-- The return received a high score under
IRS' computer generated audit selection
program.

-- The return apparently had an unallowable
item(s) on it.
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-- It was selected by an examiner as a re-
sult of auditing another year's return--a
multiyear audit. (See p. 8.)

About 68 percent of the sampled taxpayers
who were repetitively audited by service
centers fit into one of two selection pat-
terns. They were successively audited for
unallowable items or for questionable head
of household filing status. Many of these
taxpayers did not seem to understand why
IRS said an item was unallowable.

For example, about 44 percent of the tax-
payers audited because of unallowable items
were questioned for thesame item or items
in later audits, even though generally the
first audit was closed and the unallowable
item explained before the later return was
filed. IRS officials agreed to see if the
explanations could be made clearer. (See
pp. 9 and 10.)

A taxpayer may be audited repetitively for
the same or different reasons. For GAO's
rampled taxpayers, most first audits--about
60 percent--were generated by computer.
For these taxpayers, the second audit most
often resulted from computer identification
(55 percent) or multiyear examination (20
percent). (See p. 12.)

IRf examiners can in some instances deter-
m.ne on their own that specific returns
Ahould be audited. GAO believes IRS should
require audit personnel to provide more
written justification when requesting a
specific return. (See pp. 15 and 22.)

DOLLAR RESULTS

If taxpayers were generally being repeti-
tively audited unnecessarily, the resulting
tax increase for each audit and for each
hour spent examining the returns would be
less than that for all audits. No statis-
tically significant difference of this kind
was found, either by return selection cate-
gory or in total. The mean tax increase
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per return in GAO's repetitive audit sample
was $955, compared to $770 for all audits;
and the ircrease per examiner hour was
$178, compared to $140 for all audits. (See
p. 18.)

NO-CHANGE AUDITS: A PROBLEM
RS Is WO RKI NG -O -

Repetitive audits more frequently resulted
in tax changes than did audits generally.
But, the amount of change per audit was
about the same. Interestingly, the overall
no-change rate for first, second, and third
audits remained about the same. Moreover,
29 percent of the sampled taxpayers had at
least one audit that did not change their
tax. This incl-uded 8 percent whose tax
did not change for each audit. (See pp. 10
and 20.)

Taxpayers who experience repetitive audits
that result in no tax change may well findthem a source of irritation. Some persons
may consider the 8 percent figure too high.
Whether it is or not, IRS can be reasonably
expectea to minimize the number of such au-dits. While only a perfect selection sys-
tem would eliminate 'hem all, IRS has begun
two new procedures to reduce the number of
audits resulting in no or small tax changes.

Taxpayers' assistance

In June 1976 IRS began asking taxpayers to
tell it when a scheduled audit is going to
review tax issues previously examin-o in a
no-change audit. If the issues are the same,
IRS will probably not continue the audit.
The procedure is a welcome change. But one
problem is that, to be effective, the tax-
payer must provide IRS with information.
IRS cannot quickly get this information
from its records. It should be able to
when its computer system is expanded. Un-
til then, IRS will need the cooperation of
taxpayers. (See pp. 23 and 26.)
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Another problem is more immediately solv-
able: the procedure does not apply to cer-
tain audits done by revenue agents or to
cases in which an earlier audit resulted
in the taxpayer's receiving a small refund.
Taxpayers in such cases should also be
given the opportunity to avoid a later au-
dit. (See pp. 29 and 30.)

Prior tax issues not considered

The other procedure IRS implemented also
gives GAO concern. When classifying returns
for audit potential, IRS will generally pass
those of taxpayers whose tax did no- change
in previous audits, regardless of the issues
examined. IRS does not have a system for
knowing, at tbhe time of :elction, what tax
issues were previously examined. Thus, cur-
rent returns which could be audited for is.
sues different from those previously examined
can pass undetected. (See pp. 25 and 26.)

Statistics GAO developed show that the pro-
cedure may not be in the Government's and
the taxpayers' best interests. About 55
percent of the sampled taxpayers who had a
return audited without a tax change had a
later return examined. Of that number, 48
percent had their tax changed. Changes that
increased tax averaged about $480 per tax-
payer and those that decreased tax averaged
about $282 per taxpayer. Usually, the
change audit included one or more issues
different from those examined in the no-
change audit. Unless IRS gets information
on prior issues before it decides which re-
turns to audit, its procedure will not be
fully effective. (See p. 31.)

As GAO noted in a previous report, IRS does
not know the extent to which audits affect
taxpayer compliance. IRS plans to study
this. As part of that study, IRS should as-
sess the effect that repetitive audits have
and, if warranted, reevaluate its procedures
for such audits.
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RECOMMENDATIONS

The Commissioner of Internal Revenue should:

-- Include repetitive audits in the planned
study of factors contributing to voluntary
taxpayer compliance with the tax laws.

-- When classifying returns for audit poten-
tial, discontinue the practice of not se-
lecting returns because earlier audits did
not change the tax amount, unless informa-
tion about the previous issues is avail-
able to make a more informed audit/no-
audit decision.

---Make the changes specified on page 32 to
the taxpayer contact procedure, to prevent
unnecessary repetitive audits.

--Require a written explanation and super-
visory approval before auditing a return
originally obtained for information or
reference purposes.

INTERNAL REVENUE SERVICE COMMENTS

IRS agreed with all of GAO's recommenda-
tions. The Commissioner of Internal Revenue
said the recommendations will provide tax-
payers and IRS with further assurance that
only necessary repetitive audits are per-
formed. He also believes the report re-
flects favorably on existing IRS policies
and procedures concerning repetitive audits.
(See app. I.)

vi



Con tents

Page

DIGEST i

CHAPTER

! l' TRODUCTION 1
IRS audits 1
Scope of review 2

2 THE EXTENT, BASIS, AND PRODUCTIVITY OF
REPETITIVE AUDITS 3
Extent of repetitive audits 3
Sasis for repetitive audits 8
IRS policy on consecutiveŽ audits by

the same examiner 16
Productivity of repetitive audits 16
Conclusions 21
Recommendation to the Commissioner

of Internal Revenue 22
Intr..nal Revenue Service comments 22

3 WHAT IRS IS DOING TO AVOID UNNECESSARY
REPETITIVE AUDITS 23
Availability of past audit infor-
mation 23

Computerized approach to curtail
DiF selected repetitive audits 24

Classification approach to prevent
repetitive audits 25

Taxpayer notification approach to
reduce repetitive audits 26

Conclusions 31
Recommendations to the Commissioner
of Internal Revenue 32Internal Revenue Service comments 32

APPENDIX

I Letter dated September 23, 1977, from
the Commissioner of Internal Revenue 34

IL How the repetitive audit sample was
selected and analyzed 41

III Service center audit programs opera-
tional during the period covered by
the repetitive audit sample 45



APPENDIX Page

IV Audit selection categories and reasons
used by IRS district offices 49

V Principal officials responsible for ad-

ministering activities discussed in

this rzegort 55

ABBREVIATIONS

DIF discriminate function

GAO General Accounting Office

IRS Internal Revenue Service



CHAPTER 1

INTRODUCTION

The Internal Revenue Service (IRS) audits a small frac-
tion of the total tax returns filed annually. Even so, some
taxpayers incur repetitive audits--IRS examination of two
out of three successive tax years. Such examinations prompt
many questions: How often are taxpayers repetitively au-
dited? Why is a taxpayer repeatedly selected for audit? Is
one group of taxpayers being singled out? Are such audits
dollar productive? What is IRS doing to avoid unnecessary
repetitive audits? Our review answered these Questions.

IRS AUDITS

As part of its missin, JRS strives to encourage the
highest possible de-e-lc'l c,).tsL'y cacmpliance with the
tax laws--that is, %i'e :ailA.i;yam: , willlnqneis of taxpayers
to accurately assess e;' Tr; r'rornb ' rxpliance,
IRS communicates the re uiretMtrt.. .f the eaw to the public,
determines the extert agnd causes of noncomtl'lnon. and does
whatever necessary to enforce 'h. law.

Of all its enforenteren' acci it.esb, IK lies the audit of
tax returns as the primary mexns to encouurage voluntary com-
pliance. According to IRS, About 36 percent $S504 million)
of its fiscal year 197C a&pDopriation related to audit ac-
tivity. During fiscal year 1976, IRS audited about 4.2 mil-
lion 1/ of the 113 million tax returns (all types of taxes)
filed in calendar year 1975. About $5.1 billion in recom-
mended additional tax and penalties resulted from these exa-
minations.

IRS determines how many returns it will examine each year
through an annual planning process. The audits are then done
by 10 service centers and 58 district offices located across
the country. A district covers part or all of one State while
a service center covers a number of district offices.

At the district level, the audit of a return is accomp-
lished through correspondence, or can take place in an IRS
office, the taxpayer's home or place of business, or in the

1/IRS does not ccnsider all of these to be audits. See
page 41 and our report "How The Internal Revenue Service
Selects Individual Income Tax Returns For Audit," GGD-76-55,
Nov. 5, 1976.



office of the taxpayer's accountant or attorney. Auditmethod and location are governed by such factors as returncomplexity and the best interest cf the Government and thetaxpayer. Service centers audit by correspondence, examin-ing returns containing less complex issues.

SCOPE OF REVIEW

The Joint Committee on Taxation requested this study,which focused on filers of individual income tax returns
(Form 1040 type returns). To do this study, we reviewed IRSpolicies, procedures, and records for selecting and auditingindividual income tax returns; interviewed IRS examiners and
other personnel responsible for the return selecting and au-diting processes; and reviewed taxpayers' letters complaining
about repetitive audits and IRS responses. We also reviewedthe audit histories of 1,201 randomly selected taxpayers whohad experienced repetitive audits, and analyzed 2,812 audits
of their returns. The procedures followed in selecting andanalyzing the sample are presented in appendix II.

We did our work primarily at the IRS national office inWashington, D.C., and at the Philadephia, Reno, San Francisco,
St. Louis, Wichita, and Wilmington district offices. The sixdistrict offices are responsible for the eastern half of Penn-sylvania, Nevada, the northern half of California, Missouri,Kansas, and Delaware, respectively.
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CHAPTER 2

THE EXTERT, BASIS AND

PRODUCTIVITY OF REPETITIVE AUDITS

While tfe IRS develops an annual plan as to the number
of returns it will examine, it does not plan :he number of
repetitive audits that will be performed. However, in
accomplishing the annual plan, repetitive audits do occur.

Whether an audit is repetitive or not, IRS uses the same
system to select the returns. The structure of this system
generally protects against abuse in the selection process.
However, IRS can take additional measures to make sure tax-
payers are not unnecessarily inconvenienced.

The average dollar yields of repetitive audits are about
the same as those of all audits. Repetitive audits, however,
more often result in a tax change. On the other hand, some
taxpayers have experienced repeat audits tfiat have produced
little or no tdx change. IRS is trying to avoid such audits.

EXTENT OF REPETITIVE AUDITS

Because of data limitations, neither we nor IRS know
precisely how many taxpayers have been repetitively examined.
But it is clear from our sample data that repetitive audits
ere done more often by districts than service centers. About
16 percent of the taxpayers incurring either a district or
service center audit during 1975 had experienced repetitive
audits. For districts alone, the percentage of repetitively
examined taxpayers was 25 percent.

Repetitive audit frequency can also be viewed in terms of
the number of times taxpayers are audited. IRS records show
that most of our sampled taxpayers had not more than three tax
yeaIs examined over a 9-year period. Taxpayers, however,
have complained of more audits than are shown by IRS records.
This may be due to a difference between IRS' definition and
taxpayer perception of what constitutes an audit.

Percentage of taxpayers audited during
T9 Who hadb eenrepetltlve examined

IRS records the audits of individual taxpayers o.n a
computerized master file. According to master file in£;rma-
tion, about 16 percent of the 389,000 taxpayers in the si1
districts who had a service center or district audit closed
during 1975 had incurred repetitive audits.
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However, taxpayers audited by district offices are morelikely to incur repetitive audits. To illustrate, district
offices performed about 70 percent of all individual return
audits during fiscal year 1974. In contrast, district of-fices performed about 83 percent of our sample audits done
in fiscal year 1974. Based on certain assumptions I/ applied
to the master file data, we estimate that 25 percent of
the taxpayers who incurred a district audit in .975 had
been repetitively examined.

Tne higher number of repetitive audits at the district
level is probably related to the differences in content
and timing between district and service center examination
programs. Most service center examinations begin soon after:RS receives a return and, because they Involve relatively
uncomplicated issues, can usually be completed before thenext return is filed. Districts, however, generally begin
auditing returns later than service centers and take longer
to complete them because of the issues involved. The
district-audited taxpayer, therefore, usually has less op-portunity than the service-center-examined taxpayer to avoid
repeating any previous error when filing the next return.

Neither we nor IRS know the exact number of taxpayers whohave been repetitively examined. IRS has maintained statis-
tics on the number of returns examined but not the taxpayers.Further, the Individual Master File, the onl- practical
source for identifying repetitively examined taxpayers andmeasuring repetitive frequency, does not include every tax-
payer and tax year that has been audited. After varyingperiods of inactivity, taxpayer accounts and tax years are
removed from the file. The percentages we computed, there-
fore, are conservative estimates based on the besL available
data.

1/Two assumptions were used: (1) the service center to
district audit ratio for the districts reviewed does
not differ from the national ratio, and (2) the service
center to district audit ratio for repetitively examined
taxpayers audited in 1975 does not differ from the 1974
ratio in our sample. The use of a national ratio in
the first assumption was necessary because IRS does notmaintain statistics showing service center audits according
to district.
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Number of audits pers ampled taxpayer

Repetitive frequency includes no- only how many taxpayers
are affected but how often each is examined. We therefore
determined how many tax years our sampled taxpayers had been
audited over a 9-year priod--tax yeais 1966 through 1974.
For the returns that had been filed, most taxpayers had two
or three tax years examined as shown by the following table:

Number of tax Percent of tax-
years examined payers in sample

2 57
3 26
4 10
5 or more 7

P te: The greatest number of tax years examined for a given
taxpayer was seven.

To cover the 9-year period for each sampled taxpayer, we
supplemented the master file listings primarily with data
from IRS microfilm records. However, our analyses of why
repetitive audits occur, their dollar productivity, etc. were
lilwited to those audits shown by the listings. The results
of these analyses are presented in this chapter.

Repetitive audits by income grou

IRS records the number of returns examined by taxpayers'
adjusted gross incomes, or audit classes. At the time of our
review, incomes were grouped into seven audit classes, three
for business and four for nonbusiness taxpayers. The busi-
ness classes are composed of those individuals who attach a
Schedule C (Profit and Loss from Business or Profession)
or Schedule F (Farm Income and Expenses) to their returns.
The nonbusiness classes include all other iadiv dual
taxpayers.

To determine if one income group was being repetitively
audited more than another, we used the seven audit classes to
compare the audit classes for the district audits in our sam-
ple to the total combined audit closings of the six districts
reviewed. 1/ The comparison disclosed that while all income
groups have been subjected to repetitive audits, business
taxpayers, overall, were repetitively audited more often

1/See app. II for thp procedure we foilowed to make this
and other comparisons presented in tl is chapter.



and nonbusiness taxpayers with incomes below $10,000 lessoften than average. The major reason business taxpayers havebeen repetitively examined more often stems from the frequencywith which they receive "multiyear" audits. Such audits occurwhen the examiner, while auditing one return, believes it nec-essary to audit the same type of return filed by that taxpayerfor another year(s). In our sample, multiyear audits caused25 percent of the business examinations but only 6 percent ofthe nonbusiness examinations.

The following table presents the comparison between thesample and the total district data.

Audit frequency
Repetitive AAudit class audit t a) audits

(percent)

Nonbusiness:
Less than $10e000 (standard

deduction) 9 11Less than $10,000 (itemized
deductions) 26 34$10,000 to less than $50,000 34 34$50,000 or more 3 3

Business:
Less than $10,000 10 8$10,000 to less than $30,000 10 6$30,000 or more 8 4

100 100

a/Based on our sample analysis.

Taxeayers have complained of more
audits than IRS records show

Taxpayers have written IRS and/or their congressional
representatives to complain about being audited repeatedly.The number of audits mentioned by the taxpayers is sometimesgreater than shown by IRS records. Of 69 complaint letterLreceived by the six districts that we reviewed, about 40 per-
cent were in this category. IRS, in replying to thee let-ters, usually indicated that its records showed fewer examinedtax years out did not explain why there might be a dlifetance.
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One possible explanation for the difference concerns
IRS' audit definition versus the taxpayer's perception of
an audit. I/ IRS says an audit occurs only when the tax-
payer's books and records are examined--for example, when
the taxpayer provides receipts and canceled checks to
substantiate claimed deductions. Pragmatically, taxpayers
may perceive that any IRS question about their return was
generated by an audit. This could certainly be the case if
the taxpayer provides an IRS examiner copies of prior or
subsequent year returns. This situation is-discussed below.

Inspection versus examination

During the course of auditing one year's return, the
IRS examiner may ask to see or inspect the taxpayer's copy
of another year's return. An inspection, according to the
Internal Revenue Manual, is "* * * es entially equivalent
to the classification of a return to determine if an
examination is necessary. This means that no records should
be examined and no questions asked the taxpayer concerning
the copy inspected."

The number of inspected returns differs among districts.
In one district reviewed, for example, the general policy
is for revenue agents to inspect both the preceding and sub-
sequent tax year returns, while in another district agents
are required to inspect subsequent year returns only.

Taxpayers may be confused about inspections because IRS
does not require that they be told that an inspection rather
than an audit is occurring or, if told, may not understand
or accept the difference. We spoke to 56 examiners about
their practice of informing taxpayers of inspections.
Eighty-four percent said they inform taxpayers, and 16 per-
cent said they did not. Some of those who informed tax-
payers believed that even when the difference between audit
and inspection is explained, taxpayers can still be confused
about the matter.

1/IRS considers few taxpayer contacts made by its service
center audit divisions to be audits but, because of the
way they are recorded, such contacts would not cause the
difference between the tax year numbers cited by taxpayers
and IRS records.
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Examiners are also confused about the Difference. We
asked the 56 examiners to describe what they do when inspect-
ing returns. All but one said they would not ask to see the
taxpayer's books and records. However, when it comes to
asking taxpayers questions, about 36 percent said they would
ask general or specific questions about the inspected return
The other 64 percent said they would not ask any questions.
Therefore, what one examiner considers an inspection, another
may consider an audit.

We discussed our observations with IRS officials. To
reduce the confusion about the differen e between an inspec-
tion versus an audit, they agreed to

--remind all examiners of the Internal Revenue Manual
procedure concerning inspections, and

-- amend the manual to require examiners to inform tax-
payers about the purpose and results of inspections.

BASIS FOR REPETITIVE AUDITS

All returns, whether a taxpayer is examined repetitively
or nonrepetitively, are selected through the same audit
selection system. In a previous report we concluded that
there generally is little chance for abuse in the selection
process. 1/

IRS has identified more than 60 reasons for selecting
returns for audit. 2/ Any one or a combination of these
reasons may cause a taxpayer to be repetitively examined.
Cumulatively, about 60 percent of the audits we reviewed
resulted from three reasons--computer score, identification
of unallowable items, and expanding Ln audit to cove- a
later return (multiyear audits).

Why service centers selected
taxpayers fo, repetitive audits

In years past, IRS neglected from an audit standpoint
millions of individual income tax returns containing small
errors because correcting such errors through full-fledged

1/Report to the Joint Committee on Taxation, "How The Inter-
nal Revenue Service Selects Individual Income Tax Returns
For Audit," GGD-76-55, Nov. 5, 1976.

2/IRS calls the reasons source codes.



district audits was considered too costly. In searching
for ways to obtain additional audit impact, IRS turned to
its service centers and focused on these returns beginning
in 1972. Since then IRS has developed a number of service
center examination programs, 12 of which were operational
during our review. (See app. III.)

C'r sample incl ded 425 service center audits, broken
down by program as follows:

Percent

Unallowable items 58
Head of household filing status 22
Discriminate function (DIF) (note a) 11
Claims 5
All other 4

100

a/See p. 49 for an explanation of the DIF system.

These 425 audits involved 286 taxpayers, about 24 percent
of our taxpayer sample. Of the 286 taxpayers, 125, or about
44 percent, were audited more than once by a service center.

There were many combinations of reasons why the 125
taxpayers were audited more than once by service centers.
But two combinations most commonly occurred--an unallowable
items audit followed by another unallowable items audit, or a
head of household audit followed by another head of house-
hold audit. About 68 percent of the 125 taxpayers reackved
multiple unallowable item or head of household examinations.

Notwithstanding the relatively few service center audits,

there are indications that taxpayers do not understand why
IRS said an item was jnallowable. Under the unallowable items
program, IRS sends the taxpayer a letter which tells him (1)
about the problem with his return, (2) how the problem af-
fects his reported tax liability, and (3) what to do if he
agrees or disagrees with IRPS' finding.

When the taxpayer does not understand the problem or
does not accept IRS' explanation, he probably will file his
subsequent return as he did before. In our sample, about
44 percent of the taxpayers who experienced multiple un-
allowable item examinations had the same item(s) questioned
in the later audit. This occurred even though the first
audit was generally closed and the unallowable item ex-
plained before the subsequent return was filed, For
example, IRS disallowed the automobile license fees
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deducted by one taxpayer in successive returns and the
amount of ch'.A care expenses claimed successively by
cnother taxpayer.

IRS is -rying several approaches to improve taxpayer
performance in these areas. In reply to previous recom-
mendations, 1/ IRS said it would change its letters notify-
ing taxpayers of an unallowable item by (1) revising the
letters' format and (2) asking taxpayers to explain why
they believe a questioned item is allowable.

We discussed with IRS officials the indication from
our current analysis that taxpayers are having difficulty
in understanding the unallowable explanations. The offi-
cials agreed to review the current explanations and change
the language as necessary to make them more easily under-
stood by taxpayers.

Why districts selected taxpayers
for repetitive audits

Most returns selected for audit by district offices
involve issues that are not as readily identifiable or as
easily resolved as those examined by service centers. At
the district level, the reasons for selecting and examining
returns are usually grouped into six major categories. Each
category is listed below with the percentage it represented
of the district audits we reviewed.

Percent of district audits
Return selection category (notea) in our repetitive sample

Computer identified returne, 53
Audits initiated by IRS and others 11
Claims and other refund requests 6
Related pickups 9
Multiyear audits 12
Miscellaneous 9

100

a/'App. IV describes the selection categories, lists the rea-
sons witnin each category, and provides the percentage
of district audits we reviewed by selection reason.

1/See pp. 12 and 13 of our report to the Joint Committee on
Taxation, 'Audit Of Individual Income Tax Returns By The
Internal Revenue Service," GCD-76-54, Dec. 2, 1976.
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In many instances the reason recorded for selecting a
return for audit is a ju'dgmental decision on the part of
audit personnel. They select the one reason which, in their
judgment, best explains why the return is being selected.
Because of the nature of service center audit programs, this
judgmental decision comes into use more at districts than
service centers. The selection reasons IRS had recorded
for the returns in our sample were generally appropriate.

Selection pattern between
repetitve and all a-its

Repetitive audits done by districts were generated from
the same selection categories as audits in general. However,
as shown below, the proportion of repetitive audits generated
from each selection category differs from that found in the
total audit population.

All audits closed
District audits by the six districts
in sample closed reviewed from

Reason category after 9/72 (note a) 7/72 to 6/75 (note a)

(percent)

Computer identified 54 68
Initiated Ac IRS and
others 10 12

Claims 6 4
Related pickups 8 4
Multiyear audits 12 5
Miscellaneous 10 7

100 100

a/The comparison covered approximately the same time frame.
See pp. 43 and 44.

These differences result from a characteristic which is
more common to repetitive audits than to the total audit
population. Many of the sampled audits, while repetitive
in number, were performed simulta;ieously--that is, two or
more of the taxpayer's returns were audited at the same time.
Excludir.q computer identified audits, the number of simul-
aneous atJits in our sample ranged from 58 percent in the
"initiated by IRS" category to 93 percent in the multiyear
category.
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Simultaneoup audits are not as common in the total audit
population. Rather, computer identification is the princi-
pal way IRS selects returns to audi' and this process is
independent from year to year. TE, the computer identi-
fication category in a sample of r itive audits would
logically decline relative to other selection categories.
Conversely, the other selection categories would logically
increase relative to the computer identification category.

The differencea discussed above indicate that many
repetitive audits ae based on audit personnel belief that
the potential tax consequences are significant enough to
warrant examination of more than one return filed by a given
taxpayer. Therefore, from a practical standpoint, the
reasonablene ss of auditing taxpayers repetitively can best
be evaluated by analyzing dollar yields achieved. Our com-
r-rison of dollar yields between repetitive and all audits
showed that they are about the same. (See pp. 18 through
19,)

Selection atterns amon
repet itively ex mne axpayers

A taxpayer may be audited repetitively for the same or
different reasons. To determine if a pattern of reasons
existed among repetitively audited taxpayers, we identified
the most frequent reason for first audits and then related it
to the reasons for the second and third audits. The audits
were those shown on the master file listings for our sampled
taxpayers. While both service center and district audits
were included, the patterns found generally represent dis-
trict selection reasons.

Most first audits--about 60 percent--were computer
identified. The next most frequent reason was the unlallow-
able items program which caused 7 percent of the first
audits.

The computer identified first audits were most fre-
quently followed by computer identified second audits. Com-
puter identified returns are generally examined indepen-
dently of one another. The next most common reason for the
second audits was multiyear pickups. Tax returns selected
because of multiyear pickups would, by definition, be ex-
amined during the audit of the computer identified returns,
and would not be considered epetitive by IRS. Computer
identified and multiyer audits accounted for 55 and 20 per-
cent, respectively, of the related becond auditE.

12



Only a small number--14 percent--of the sampled taxpayers
who experienced a computer identified first audit also had
a third audit within our sample. Fiowever, for those who did,
it too was usually computer identified (47 percent) or caused
by a multiyear audit (16 percent).

Because of the small number, we did not analyze reason
relationships beyond the third audit. We did, however, as-
certain the primary reason sampled taxpayers incurred more
than 3 audits. We considered a reason as being "primary" if
it accounted for half or more of -he tote! audits the tax-
payers had incurred as P'-&-n on the master file listinos.
Seventy-two oZ the i,zol sampled taxpayers had more than 3
audits. The primary reasons for these audits were generally
in the computer-identified, examiner-initiated, or taxpayer-
caused areas. For abcut 24 percent of .he 72 taxpayers, no
single reason was frequent enough to auslify as primary.
Following is a summary of the reasons why sampled t.:xpayers
incurred more than three audits.

Primary reason Percent of taxasers

Computer-identified 25
Examiner-initiated: 22

Multiyear audits 13
Related pickup of partner,

shareholder, or corporate
officer 9

T rpayer-caused: 29
Reauests for r .Cunds 11
Delinquent returns 5
Fraud 4

Intelligence division referrals 6
Other 3
No primary reason 24

100

Examiner initiated repetitive audits

In most instances, the person who examines the return
does not initiate the selection process. But examiners can
and do select specific returns to audit. For example, an
examiner, while auditing one year's return, can request
and audit the taxpayer's return for another year. While no
service center audits in our sa ple were examiner initiated,
about 27 percent of the district audits were.
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Audits initiated from information reports

After auditing a taxpayer, the examiner may write an
information report which can lead to a future audit of the
taxpayer. Because of its particular nature, we reviewed the
"information" selection reason in more detail.

Under the information report procedure, the examiner
completes a form providing the reasons, and their source,
for another possible audit. The form or report can apply
to either a filed return or the next return that should be
filed. The examiner submits the completed form to his
immediate supervisor for approval. The supervisor should
approve it only if the audit effcrt required would generate
a material amount of additional or delinquent tax. An
approved report is next screened for potential by district
classification personnel. 'A report may be rejected if the
classifier believes, for example, that it contains insuffi-
cient information to permit an efficient followthrough or
cites a tax issue not worthy of a followup audit.

A report accepted by a district classifier is sent to
the appropriate set ice center where it is evertually as-
sociated with the affected return. The report and return
then go to the service center audit division where a clas-
sifier decides whether the return should be examined. The
classifier may select the return for audit because of issues
other than those raised in the information report. A return
selected for audit is sent to the district that generated
the report, where it may again be classified in terms of
need for audit.

The Internal Revenue Manual directs examiners to pre-
pare information reports in specified instances. For exam-
ple, the manual states that an information report will be
completed when the examiner finds that the taxpayer has
failed to keep adequate records to properly substantiate
entertainment and other business expenses. When the infor-
mation report is about inadequate business records, the
manual instructs classifiers to select the associated re-
turns for audit unless it appears that the taxpayer is no
longer in business or is no longer claiming deductions for
business expenses.

We reviewed 319 information reports provided by IRS and
written by audit personnel from the six districts studied.
The reasons cited in the reports generally dppeared to
justify classification of the subject returns. For example:
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-- 96 reports (30 percent) concerned an adjustment made
to income or income that should be reported.

-- 46 reports (14 percent) noted that the taxpayer had
no support for questioned items, maintained inadequate
records, or apparc-%ly did not file a return.

-- 42 reports (13 percent) involved items that would
be carried forward to future returns or items
involving capital gains and losses.

--18 reports (6 percent) discussed the current
disallowance of claimed exemptions.

-- 17 reports (5 percent) dealt with depreciation items.

Although an examiner initiates the information report
process, a return is selected for audit only after numerousIRS personnel separate from the examiner evaluate the needfor an audit. We believe the procedures for using the infor-
mation report process are generally adequate to protect
against abuse in selecting taxpayers for audit.

Other examiner initiated audits

The examiner can obtain a given return through his own
initiative by preparing a requisition which must be approved
by his immediate supervisor. On the requisition the examinerindicates, by a code number, the reason he is requesting thereturn. For example, one code indicates that the return is
being requested because it was filed by the taxpayer's part-
ner. The examiner is not reauired to provide any more infor-mation to justify the request. If the requisition is ap-proved, the return is forwarded from storage directly to theexaminer. This requisition procedure is generally followed
under all the examiner initiated selection reasons.

In our report "How The Internal Revenue Service SelectsIndividual Income Tax Returns For Audit" (GGD-76-55, Nov. 5,1976), we recommended that IRS, to further protect against
abuse during the audit selection process, require its exam-iners to explain on the requisition why they need the re-turn. IRS did not agree with that recommendation and saidthe codes are sufficiently comprehensive in most instances
to determine why the return was requested. IRS added thatit was reviewing the selection codes to insure their propeidefinition. Since then, IRS has revised certain code defi-nitions but has not required eras-.iers to provide written
explanations fot returns the% it to audit. Because of



the many examiner initiated audits (about 27 percent) in our
sample and the reasons given in our previous report, we con-
tinue to believe the examiner should explain in the reouisi-
tion why the return is requested.

In addition to requisitioning returns directly for
audit, examiners obtain returns for information purposes.
These returns may later be examined. Although the examiner
indicates on the requisition why the return was requested
for information purposes, he is not required to either
document why the audit was necessary or seek the written
approval of his supervisor to audit the return. Both of
these steps should be taken to provide greater taxpayer
protection against unwarranted audits.

IRS POLICY ON CONSECUTIVE
AUDITS BY THE SAME-XAMINER

When the same examiner repetitively audits a taxpayer,
audit objectivity may suffet and the taxpayer may feel
harassed. To avoid this situation, IRS has a policy gene-
rally restricting an examiner from auditing--except
simultaneously--a taxpayer's return for consecutive years.
There is, however, no implementing system. Rather, IRS
generally relies on the memory of its personnel to prevent
violations.

About 32 percent of the IRS examiners and supervisors
we interviewed were unaware of the policy. Nevertheless,
we found only 15 violations among our sampled taxpayer
cases. In those cases where the policy was violated, the
examiner usually did not identify the taxpayer's returns
for audit, and when the examiner did, it appeared to be a
reasonable extension of the closed initial audit.

That there were not more violations can b attributed
more realistically to the return selection and assignment
system than to the policy's existence, especially since
the policy has not been formally implemented. Repetitive
audits by the same examiner are more of a problem in some
offices because of staffing numbers. However, the number
and nature of the policy violations do not indicate the need
for a formal and probably costly procedure to implement the
policy.

PRODUCTIVITY OF REPETITIVE AUDITS

IRS' aud4t selection methods are designed to identify
returns with potential for tax change. Therefore, if
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taxpayers were generally being repetitively audited unneces-
sarily, the average amount of tax change from repetitive
audits would be less than the average from all audits. This
was not the case in our sample. While some sampled tax-
payers incurred audits resulting in little or no tax change,
the average dollar productivity of the repetitive audits
was similar to that for all audits.

Productivity of service center audits

While each service center serves more than one IRS
district, IRS does not accumulate service center statistics
by the districts served. In the absence of such statistics
for the six districts in our review, we compared the serv-
vice center audits in our sample that were closed after
September 1972 to the combined national service center
averages for fiscal years 1973, 1974, and 1975.

With the exception of head of household audits, there
was no statistically significant difference between the
dollar yield of repetitive audits and all audits for each
service center program. For the head of household program,
the no-change rate 1/ of repetitive audits was significantly
higher than that for all head of household audits.

Qualified taxpayers can use the head of household tax
rate to compute their tax liability. To generally aualify
for this lower rate, taxpayers must be single or lecally
separated on December 31 and have paid more than half the
cost of maintaining the principal home of a relative or
foster child. The relative must be the taxpayer's dependent
for tax purposes unless he or she is the taxpayer's unmarried
child, grandchild, stepchild, or foster child. IRS' current
return preparation instructions specify that when claiming
the head of household rate, names of nondependent relatives
must be written in the space provided on the return. How-
ever, prior to tax year 1974, the return did not include
this space and taxpayers were not instructed to list the
nondependent relative.

To be fi.ed correctly, the head of household return
should include at least two exemptions--one for the taxpayer
and one for the dependent relative--unl 4ss the relative is
a nondependent. Under IRS' head of household program,

1/The rate of audits resulting in no change to the tax
liability reported by the taxpayer.
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returns are identified by computer when the head of household
rate is used but.only one exemption has been claimed. These
returns are then manually screened to determine if a non-
dependent relative is listed. If not, the taxpayer's use of
of the rate is questioned. Prior to 1974 returns, the tax-
payer's use of the rate was questioned once the return was
computer identified because manual screening for nondependent
relatives was not possible.

All of the audits for 29 of the 33 sampled taxpayers
who incurred multiple head of household audits ended without
change to the reported tax liability. These audits generally
involved 1972 and 1973 returns which did not require that
nondependents be listed. Whether the no-change rate for
repetitive audits lessened when taxpayers were instructed
to list nondependents is unknown.

Productivity of district audits

If taxpayers are generally incurriing unnecessary repeti-
tive audits, the resulting dollar yield per audit and per
examiner hour would be less than that for all audits. More-
over, repetitive audits would more frequently result in no
tax change than would all audits.

Our comparisons showed that, on the average, repetitive
audit productivity per audit and per examiner hour was about
the same as the productivity of audits in general. There
was no statistically significant difference between repeti-
tive audit dollar yield--either by selection category or in
total--and the dollar yield for all audits. The mean tax
increase per return in our repetitive audit sample was $955
compared to $770 for all audits, and yield per examiner
hour was $178 compared to $140 for all audits.

Our comparisons also showed that repetitive audits more
frequently resulted in tax change than did audits in general.
As shown below, the no-change rate differences between repe-
titive and all audits were statistically significant for
four of the six selection categories and for all categories
combined.
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Statistically
Percent no-chan e returns significant

Selection catego_ Re retitive All audits difference

Computer identified 22 33 Yes
Initiated by IRS

and others 18 24 Yes
Claims (note a) 12 3 Yes
Related pickup 4 10 Yes
Multiyear audits 7 9 No
Miscellaneous 24 27 No
All categories
combined 18 28 Yes

a/For claims a no change represents nonacceptance of the
claim.

In summary, our comparisons show that repetitive audits
are more likely to result in a tax change than are audits in
general, but the amount of tax change per audit is about the
same. Consecuently, we believe there is no reason, from the
standpoint of overall productivity, why repetitive audits
should not be performed.

Audit productivity on
a taxpayer basis

The preceding analysis indicates that the productivity
of repetitive audits on the average compares favorably with
that of all audits. It does not, however, address the extent
to which individual taxpayers ae subjected to repetitive
audits that consistently result in low yields or no changes.
In terms of yield, such an analysis is complicated by two
major factors. First, IRS does not maintain statistics on
a per-taxpayer basis, thus there is no general benchmark
against which to compare the yield per audit for individual
taxpayers. Second, the results of service center and dis-
trict audits must be combined since taxpayers may expe:ience
both types over any given period of time. Because service
center and district audits have different average yields
and no-change rates, combining them could result in distor-
tion leaving the question of relative productivity unan-
swered. Recognizing these factors, we analyzed the produc-
tivity of repetitive audits on an individual taxpayer basis.

Dollar yield of frequent audits

We selected those taxpayers in our sample who had been
audited three or more times to assess the productivity of
repeatedly auditing the same taxpayer. We excluded audits
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of taxpayers' claims and IRS employees from our analysis and,
as in our other productivity computations, audits completed
prior to October 1972.

Of our sampled taxpayers, 145 (12 percent) had been
audited three or more times. These taxpayers incurred an
average of $2,000 per audit in recommended additional taxes
and penalties. This amount exceeds the $144 average for all
servJ 'e center repetitive audits and the $955 average for
all district repetitive audits in our sample. However, the
additional taxes plus penalties per taxpayer varied con-
siderably. Of the 145 taxpayers, 20 (14 percent) had an
average increase of $50 or less per audit. Conversely,
the average increase for 26 other taxpayers (18 percent)
ranged from about $2,000 to $69,000.

Because of the small number of sampled taxpayers wno
were audited three or more times, the variation in tax
changes experienced by them, and the absence of a benchmark
for identifying a productive audit, it is impossible to
determine the relative productivity of repeatedly auditing
the same taxpayer. However, we believe that these taxpayers,
on the whole, were not audited unnecessarily since 86 percent
of them incurred an average increase of more than $50 per audit.

NLlmber of taxpayers experiencing
no-change audits

The repetitive audits in our sample, when considered
overall, have statistically significant lower no-change
rates than those for audits in general. However, contrary
to expectation, the overall no-change rate for first, second,
and third audits remain about the same. Although factors
such as simultaneous audits help explain why the rate does
not change as audits increase in number, we believe another
reason is the limited use made of information obtained from
prior audits. Chapter 3 discusses the procedure IRS is pre-
sently implementing to make better use of this information.

We also analyzed 1/ our taxpayer sample to determine
the extent to which individual taxpayers were experiencing
repetitive no-change audits. The analysis showed that 29
percent of the sampled taxpayers had experienced at least
one no-change audit. This total was composed of

1/All audits listed by the master file for each sampled
taxpayer were used in this analysis, excluding audits of
taxpayers' claims and of IRS employees.
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--20 percent who had one no-changes and one or more
change audits,

--1 percent who had two or Sore no-change audits plus
one or more change audits, and

--8 percent who had all no-change audits.

Taxpayers who experience repetitive no-change audits

may well find them a source of irritation and some may view

the 8-percent figure as being too large. As discussed n.-

chapter 3, IRS has taken recent actions which should reduce

the number of repetitive no-change audits, but some will
continue to occur. Only a perfect selection system would

eliminate all such audits.

Number of taxpayers experiencing
small-change audits

We also analyzed 1/ the extent to which taxpayers were

being repetitively audited but experiencing only small tax

changes. We defined "small" as being tax increases of less

than $50 or refunds of less than $10. Only 12 percent (150)

of the sampled taxpayers were in this category, about two-

thirds of whom were the taxpayers discussed above who ax-

perienced all no-change audits.

Service center audit programs were developed to cor-

rect small tax errors and, as might be expected, many of

the 150 taxpayers had two or more service center audits.

For example, 9 percent had two or more tax returns examined

under the unallowable items program, and 19 percent had two

or more audits under the head of household program. IRS

does not consider actions under those programs to be audits.

Although our analysis shows that small change audits

occur, many are probably unavoidable given existing service
center selection criteria. We did not attempt to determine

whether this criteria should be changed.

CONCLUSIONS

Among the important elements of a repetitive audit

situation is why a taxpayer was selected for audit and the

dollar results of those audits. Taxpayers' returns are

selected by IRS for repetitive audit for any number of

l/All audits listed by the master file for each sampled
taxpayer were used in this analysis, excluding audits of

taxpayers' claims and of IRS employees.
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reasons However, these reasons are the same reasons
all audits are generated.

Our previous review of IRS' return selection process
found that taxpayers are generally protected against selec-
tion abuse but that IRS should require examiners to explain
on the requisition form why they need a return. IRS has
taken steps to help insure that audit personnel are obtain-
ing returns for valid reasons. For example, the computer
will not accept return requisitions prepared by audit per-
sonnel when the reason provided is DIF or unallowable items.
However, while we found no evidence to indicate that examin-
ers were initiating audits for the purpose of intentionally
harassing taxpayers, we continue to believe that IRS can
further strengthen the return selection process by requiring
more written justification for obtaining and auditing a
return.

Repetitive audits, overall, are as productive as audits
in general. Therefore, considering that average repetitive
audit productivity is equal to that for audits in general,
that the related dollar amounts are significant, and that
there is no legal reason for forgiving a taxpayer a signifi-
cant amount of tax owed, we believe repetitive audits should
be performed.

On the average, repetitive audits have a lower no-change
rate than do audits in general. Even so, some taxpayers ex-
perience repetitive audits resulting in little or no tax
change. Reducing the number of such audits would increase
average productivity and enhance IRS' public image. IRS
actions to reduce the number of repetitive no-change audits
are discussed in the following chapter,

RECOMMENDATION TO THE COMMISSIONER
OF INTERNAL -.EVENUE

We recommend that the Commissioner require a written
explanation and supervisory approval before auditing a re-
turn originally obtained for information and reference
purposes.

INTERNAL REVENUE SERVICE COMMENTS

The Commissioner of Internal Revenue agreed with our
recommendation and will require supervisory approval before
an examiner begins an audit of a return initially obtained
for information and reference purposes. (See app. I.)
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CHAPTER 3

WHAT IRS IS DOING TO AVOID

UNNECESSARY REPETITIVE AUDITS

When deciding whether to select a return for audit,
IRS personnel generally know if the taxpayer was audited
previously and the dollar results of the audit. However,
they generally do not know what tax issues were previously
examined because such information is not readily available.

To avoid unnecessary repetitive audits, however, IRS
amplified its classification procedures in 1975, and later
began asking taxpayers to ilentify, in certain cases, a pend-
ing repetitive audit dealing with issues examined previously.
After being notified by the txDoayer, IRS may terminate the
audit. We believe the classification procedure in its pres-
ent form should be discontinued and the types of cases
covered by the taxpayer notification measure broadened.

AVAILABILITY OF PAST AUDIT INFORMATION

After an audit is closed, districts send the return and
the examination workpapers--the audit file--to the appro-
priate service center. There, the audit results (dollar in-
crease, decrease, or no-change) are recorded in computer
form but tie tax issues (for example, medical expenses, cost
of goods sold) that were examined are not. Then the audit
files are shipped to Federal records centers located in
various section_ of the country. 1/ Returns ex mined by
service center audit divisions are processed in the same
manner as district-examined returns.

The dollar results of an audit are ultimately posted to
the taxpayer's Individual Master File account. The account
is also posted to show instances where the audit division
reviews a return for audit potential and decides to accept
the return as filed.

Audit division knows past audit
results buEt ot issues exam.neTe

Returns requested by the audit division are accompanied
by a control record showing the most current tax year audit

I/Nonexamined returns are also stored in the records centers.
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information in the taxpay2r's master file account. Before
October 1976, this information was provided only for compu-

ter identified return-; since then it has been provided for
all rC-urns. This ddta helps audit division personnel know
whether :he taxpayer has been previously audited and, if
so, the latest tax year examined and the dollar results
of that examination.

The control record, however, does not tell what tax
issues were previously examined. To obtain this information,
the past audit file must be requested from the Federal records
center or a document listing the issues must be kept locally
for referene?. Neither is generally done because, according
tc IRS, the time and costs involved would be significant.

IRS is developing a computerized system to replace the
one currenAcly used for tax administration. IRS is consider-
ing, as part of this system, the computerization of issue
data foL reference if a taxpayer's subseauent return enters
the audit selection process. While a fully operational sys-
;em is some time away, an interim measure, c:,eduled to begin

in calendar year 1978, has been approved for use when an
audit results in no tax change. In such cases, up to five
examined issues will be computerized.

To date, IRS has taken three X stinct approaches to try

to prevent unnecessary repetitive audits. Two of these did
lot require that specific information about previously
examined tax issues be obtained. The third and most recent
approach relies on taxpayers to pinpoint cases where issue
information should be obtained.

COMPUTSRIZED APPROACH TO CURTAIL
DIF SELECTED REPETITIVE AUDITS

In January 1972, IRS initiated a computerized Procedure
to exclude from the DIF inventory those returns where the

last audit resulted in no change. Under the DIF system
(see p. 49), high scored returns are listed on the DIF in-
ventory file. When a district or service center audit divi-
sion orders DIF scored returns to classify and audit, those
in the inventory are sent.

Under the computerized procedure, IRS went back two tax
years from the one being filed to see if an audit had oc-
curred. The most recent year audited and the results of
that audit determined whether the current return would be

excluded from tr.e DIF inventory. The proceduLe, in effect,
permitted two tax years to pass after a no-change audit
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before the taxpayer would again be selected for audit through
DIF. 1/ However, the taxpayer's current return could be
selected for audit under another selection method. For ex-
ample, the return would be examined if it was "picked up"
because of a partnership audit.

The computer procedure was terminated ir March 1975,
essentially because:

--The public became aware of the procedure causing
IRS to be concerned about future compliance prob-
lems3. IRS feared some taxpayers might take ad-
vantage of the possibility that their subsequent
returns would be free from audit.

--IRS was not completely satisfied with the procedure
because it excluded certain returns from DIF in-
ventory that should have been examined. These
returns contained issues such as a capital gain
or casualty loss which are inherently different
each year and, therefore, susceptible to annual
audit.

The procedure was replaced with a manual screening process.

CLASSIFICATION APPROACH TO
PREVENT REPETITIVE AUDe'-

The classification approach involves a visual screening
of the return by audit personnel and applies basically to the
DIF selection method (see p. 49). Like its computerized
predecessor, it requires that the taxpayer's previous
no-change audit be considered when evaluating the need for
another audit. Returns, however, are not automatically ex-
cluded from audit solely due to the no-change examination
because audit personnel must consider also the tax issues
present in the current return.

1/IRS used two years to avoid auditing the taxpayer
indefinitely. Also, if the taxpayer's return was selected
for audit in the third year and found to have an issue that
would be present in earlier years, IRS could still audit
the two prior returns. by law, IRS generally has 3 years
in which to audit a retu;n.
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Audit Personnel are not to select
certain returno for examination

The Internal Revenue Manual instructs audit personnel
to review the return control record to see if an audit for
one of the two immediately preceding tax years ended without
adjustment. If it did, the return being considered for
audit is not to be examined unless the aquestionable issue
(or issues)

-- was not considered during the no-change audit
(for eyample, capital gains, casualty losses,
and other nonrecurring items);

--wa!; erroneously considered during the no-change
audit; and/or

-- was considered, but should be reconsidered because
the facts and circunstances are subject to change
and there is a high probability of change.

To determine whether the Questionable issues meet the
criteria, audit personnel are instructed to use their best
judgment when the audit file is nct at hand. The manual
does not require that the file be obtained. If there is
some question whether to select the return, the manual
stipulates that it not be selected.

IRS is saying, in effect, that taxpayers generally will
not be audited if they experienced a recent no-change exami-
nation. Without the audit file, which is generally not ob-
tained, the classifier or examiner cannot be sure what i.sues
were previously examined. Because the past issues and cir-
cumstances are not known, the current return, according to
the manual, will not be examined. Taxpayers whose currenc
returns contain issues different from those previously
examined without change may benefit from this procedure.

TAXPAYER NOTIFICATION APPROACH
TO REDUCE REPETITIVE AUDITS

IRS has taken another measure to further reduce unneces-
sary repetitive audits. It is asking taxpayers to bring to
its attention scheduled audits which will cover the same tax
issues previously examined without adjustment. IRS will then
decide whether to continue the audit. This procedure, which
became effective in June 1976, does not apply to certain
examinations conducted by revenue agents or to cases where
the prior audit resulted in the taxpayer's receiving a small
refund.
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How taxpayers are informed
of the procedure

IRS notifies most individual taxpayers by letter that

their return is under examination. The letter tells the tax-

payer what issues will be examined, what supporting documents

are needed, and whether to mail IRS the documents or 
bring

them to an IRS office. IRS is using 'he letter to inform

the taxpayer of the notification procedure, and has revised

it to say:

"* * * if your tax return was examined in either

of the two previous years for the same items

checked on this letter and the examination re-
sulted in no change to your tax liability, please

notify [IRS] as soon as possible. The examina-

tion olf your return will the- be suspended pend-

ing a review of our files to determine whether it

should proceed."

Att. ugh the procedure became effective in June 1976, the

letters (IRS uses more than one form) were not available
for district use until early 1977.

While the letter doesn't mention it, the procedure

also applies to cases where the prior audit resulted only

in a small tax increase. This is not mentioned becaure
IRS intends to treat future examinations ending in small

tax increases as regular no-change audits. The taxpayer

will not have to pay the increase and IRS will record it

as a no-change audit. This change became effective in

December 1976.

Ending the examination

When a taxpayer responds that a past audit ended with-

out adjustment, examiners are instructed to take the follow-

ing actions:

-- If the taxpayer reasp nds before a scheduled

interview that his return for either of t:.e two

preceding years has been audited for the same

issues and the audit resulted in no change Zr

a small tax change, the examiner should advise

the taxpayer that his appointment is postponed
pending a review of his files and should obtain

a transcript of the taxpayer's master file
account for the two preceding tax years.
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-- If the taxpayer alleges such prior audit activity
during an interview and is reluctant to substantiate
the deduction for the current year, the interview
should be concluded and the examiner should obtain
a transcript of the taxpayer's account for the
two preceding years.

-- If the taxpayer volunteers prior year records show-
ing that the issues in the prior audit are the same
as in the current year, the examiner will obtain a
transcript of the two tax years preceding the one
under audit. The examiner may conclude the current
examination when the transcript shows no change or
a small tax change for the corresponding audit and
no substantive change for the remaining year. In
cases where a substantive change occurred, the audit
files will be obtained and reviewed as though the
taxpayer did not furnish records.

-- If the taxpayer does not furnish prior year records,
the examiner will requisition the return(s) and the
related case files for the year(s) showing audit
activity on the taxpayer's transcript of accounts.
The examiner will determine from the case files
whether the issues currently under examination relate
clearly enough to a prior year no-change or small tax
change to warrant a similar determination.

--Whenever the examiner decides to conclude the examina-
tion based on a prior year no-change or small-change
audit, he should obtain his supervisor's approval and
properly document the workpapers.

-- If both prior years were examined for the issues in
question and one year resulted in no change or a
small tax change and the other year resulted in a
substantive adjustment, the current year examination
should be continued as a regular examination. The
supervisor will indicate his approval in the
workpapers.

The procedure does not define a "substantive adjustment"
but does indicate that all issues in the two returns must
be alike before the examination can be terminated. If the
return being considered contains one or more issues that
differ from those in the previous return, the examiner and
supervisor must decide whether the expected tax outcome
from those issues is worth the audit effort. This decision
is not unlike any other when selecting returns for examina-
tion.



The notification procedure as initially implemented did
not include returns examined through the service center
audit programs. We asked IRS officials why these programs
were excluded, especially those like DIF correspondence
which IRS considers as return audits. We were told that
the programs were not intentionally excluded end IRS has
since taken steps to expand the procedure to its service
center DIF and claims programs.

According to IRS officials, revenue agents are not pre-
cluded from using the new procedure but, because of their
responsibilities, are not required to inform taxpayers of
it. Revenue agents usually examine more complex returns
than do ax auditors and are not limited to specific, pre-
determined issues. Rather, they are responsible for examin-
ing all issues that come to light as the audit progresses.
Because of this, there is less assurance that the audit will
not lead to additional tax issues.

Revenue agents generally notify taxpayers of a sched-
uled audit by telephone rather than by letter. Even so, IRS
provides revenue agents a form letter for use in contacting
those taxpayers that cannot be reached by telephone. This
letter explains that the audit will be suspended if the
issues being examined have been previously examined without
change. We believe all individual taxpayers should be told
of the procedure, however contacted.

The audit division has requested IRS' Internal audit
division to review the notification procedure's effective-
ness, and internal audit will do so as part of its regularly
scheduled reviews.

Small refund cases not covered

Although it addresses small tax increases, the proce-
dure does not apply to cases where the prior audit resulted
in a small refund. IRS believes that taxpayers are entitled
to receive all refunds due them regardless of the amount in-
volved. And, that if a prior audit resulted in the taxpayer
receiving a refund, the present return may also contain
errors which will result in a reftlnd. Therefore, taxpaycL
who have received refunds from previous audits are excluded
from the notification procedure--that is, they are again
subject to audit.

We agree that taxpayers who may receive refunds should
be examined. But, from the taxpayer's point of view, the in-
convenience and expense of an audit may outweigh the receipt
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of a small refund. We believe that taxpayers who receivedsmall refunds from prior audits should have the opportunityto forego a repetitive examination if the other require-ments of the procedure are met.

Current procedures can
reduce the number of
repetitive audits

We reviewed complaint letters received by the six dis-tricts about repetitive audits and estimated the number ofthese taxpayers who might have received relief had IRS' cur-rent procedures been in effect at the time. The six dis-
tricts provided 69 such letters which had been received overa period of at least a year--the period varied by districtbut ended during 1975 or 1976.

The complaint letters were generally prompted by anoterIRS audit. In addition to the number of audits they hadalready experienced, the taxpayers frequently complainedabout the resulting personal time and expense (loss of work,accountant fees, etc.) incurred and/or expressed a feelingof being harassed or singled out. Fifteen specifically
mentioned their limited incomes.

IRS had responded to each of the letters. While occa-sionally telling the taxpayer to attach a statement to thenext year's return explaining any large or unusual deduc-tions or explaining the previous no-change audit, our test-ing indicated that the districts took no apparent measures
to preclude the specific taxpayer, regardless of audithistory, from further audit. Neither were any apparentmeasures taken to earmark the taxpayer for future audit.

The current procedures--classification approach andtaxpayer contact letters--for preventing certain repetitiveaudits could have affected the audit history of 32 (46 per-cent) of the 69 taxpayers. Nineteen of these taxpayerscould have incurred fewer audits because an examination(s)followed one that resulted in little or no tax change. Thelast recorded audit for another 13 taxpayers ended in nochange.

The remaining 37 taxpayers (54 percent) would probablynot have been affected by the current procedures generallybecause of the time lapse between past audits or the prioraudit results. For example, one of these taxpayers, accord-ing to IRS records, had four of six consecutive tax yearsaudited and all resulted in tax increases from about $200
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to $1,000. Another had five consecutive years examined with
resulting tax increases ranging from $150 to almost $400.
Others, however, had smaller tax changes. Five of the 37
taxpayers had experienced tax changes averaging less than
$100.

!RS is relying on the new procedures to reduce com-
plaints concerning repetitive audits. Our evaluation of how
the current procedures cculd have affected the 69 taxpayers
is not a statistical measure of the reduction that can be
expected. It does, however, indicate that a reduction is
probable, that some taxpayers do not necessarily view repe-
titive audits in terms of tax results, and that some tax-
payers affected by the procedures will still incur examina-
tions resulting in small or no tax change.

CONCLUSIONS

IRS is concerned about repetitive audits and has
implemented procedures to reduce the number of unnecessary
ones performed. These procedures include the acceptance
of a return based on past audit results generally without
regard to the issues previously examined--the classification
approach. Under this approach, taxpayers whose current re-
turns contain issues different from those previously examined
without change can pass undetected.

In our sample, 199 (55 percent) of the taxpayers who in-
curred a no-change audit had a later return examined. Of
that number, 48 percent incurred a tax change. Cnanges that
increased tax averaged about $480 per taxpayer and those that
decreased tax averaged about $282 per taxpayer. Usually, the
change audit included one or more tax issues that were
different from the prior no-change audit._ For those audits
that ended without change, the tax issues were usually the
same as in the previous no-change audit. Thus, the classifi-
cation procedure is not fully effective without prior issue
information.

Additionally, taxpayers who previously received small
refunds should also be giveh the opportunity to possibly
eliminate a subsequent audit, and revenue agents should use
the notification procedure consistently. This will help
insure that all taxpayers are treated equally and should
further reduce the number of no- and small-changle repetitive
audits.
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As administrator of the tax law, IRS' primary concern is
to encourage the highest possible voluntary compliance by
taxpayers. Audit activity is IRS' primary method for accom-
plishing this objective. Therefore, whether IRS should expand
its current procedures tc prevent even more repetitive au-
dits depends on the effect audits have on compliance.

But IRS does not know exactly how audit coverage and
other factors affect compliance. It plans, however, to study
compliance and hopes to identify those factors that produce
the greatest stimulus. The study should include repetitive
audits, especially theit effect in terms of increasing volun-
tary compliance. Based on the study results, IRS should re-
evaluate its current posture and procedures concerning re-
peated audits of the same taxpayer.

RECOMMENDATIONS TO THE COMMISSIONER
OF INTERNAL REVENUE

We recommend that the Commissioner:

--Discontinue the classification approach to reducing
repetitive audits unless information about the no-
changed issues is available to make a more informed
audit/no-audit decision.

-- Inform all individual taxpayers scheduled for audit
about the process for suspending certain repetitive
audits.

-- Amend the procedures for preventing repetitive audits
to permit audit personnel to terminate---under certain
conditions--scheduled audits of taxpayers whose prior
audits for the issues currently questioned resulted
in refunds. The taxpayer, as a condition to the pro-
cedure, must initiate the action to terminate the
audit.

-- Include repetitive audits in IRS' compliance study.

INTERNAL REVENUE SERVICE COMMENTS

IRS agreed to implement all of our recommendations.
In commenting on the recommendations, the Commissioner of
Internal Revenue pointed out that:

-- IRS recognized that the classification procedure was
not foolproof but implemented it because of concern
about unnecessary repetitive audits.
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-- Taxpayers who receive small refunds as the result of
audits were inadvertently excluded from the taxpayer
notification procedure.

-- IRS anticipates some difficulty in including repeti-
tive audits in its study of factors that affect
voluntary compliance.
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Department of the Treasury / Internal Revenue Service / Washington, D.C. 20224

Commissioner

SEP 2 3 1977
Mr. Victor Lowe
Director
General Government Division
U.S. General Accounting Office
Washington, D.C. 20548

Dear Mr. Lowe:

Thank you for the opportunity to review your draft report to the
Joint Committee on Taxation entitled, '"Repetitive Audits of Taxpayers
are Justified." Representatives of your office and our Audit Division
mat on September 2, 1977 to discuss and resolve technical problems in
the draft report.

Readers of your report will learn that the Service has strived
to protect taxpayers from unnecessary repetitive audits. We define
unnecessary repetitive audits as multiple examinations of taxpayers
that result in little or no tax change.

On the other hand, .s your report states, some repetitive audits
are necessary, because of some taxpayers' continued low compliance.
As your report notes, successive audits performed on these taxpayers
have been shown to be productive.

We define repetitive audits to be those successive audits of
other tax years of the same taxpayer that are not done simultaneously
with other years. Also the audit of other taxpayers even though
connected in some way with the taxpayer is not a repetitive audit of
that taxpayer.

Our emphasis on the definition of repetitive audit and the dis-
tinction between necessary and unnecessary repetitive audits is
important because different conclusions regarding repetitive audits
can be reached depending on how these audits are defined.

We do appreciate your report citation of our definition as to
what constitutes an audit of a tax return. We continue in our view
that an audit is when an examination is made of all or part of a tax-
payer's books and records that a taxpayer produces to support the income,
deductions, and credits claimed on his/her return. We believe that
limited contacts, such as our Unallowable Items Program, should not be
considered audits because they do not require the examination of books
and records.
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Mr. Victor Lowe

The difference is important since it is possible for a taxpayer to
be included in our Unallowable Items Program for one year and later
audited by an examiner for the same or a subsequent year. In our
opinion this taxpayer has not experienced a repetitive audit.

We believe the recommendations in the report will further provide
us with procedures whereby taxpayers and the Service can be assured
that only necessary repetitive audits are performed. We also believe
the report reflects favorably on existing Service policies and proce-
dures on repetitive audits.

In general, we agree with the recommendations. Attached are our
cour-ante regarding specific recommendations and other statements in thedraft report. The comaents are referred to the applicable page numberin the report.

With kind regards,

Sincerely,

Attachment

GAO notes: 1. IRS' definition of repetitive audit differs
from that used by GAO. See p. 41.

2. Page number references in IRS' comments may
not correspond to pages in this report.
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GAO Report Title:

Repetitive Audits of Taxpayert are Justified

Recommendation, Page 29

Require written explanation and supervisory approval beforeauditing a return originally obtained for information and referencepurposes.

Comments:

We agree with this recommendation. To ensure review of anexaminer's determination to audit a return requisitioned for infor-mation or reference purposes, we will require group manager approvalbefore an examiner begins the audit of such a return.
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GAO Report Title:

Repetitive Audits of Taxpayers are Justified

Recommendation. Page 42

Discontinue the classification approach to reducing repetitive
audits, unless information about the no-changed issues is availableto make a more informed audit/no-audit decision.

Comments:

We agree with this recommendation. When we instituted theclassification procedure to reduce unnecessary repetitive audits,we were not using the so-called notification procedure. In imple-menting the classification procedure, we recognized that it was notfoolproof and, because of our concern about unnecessary repetitiveaudits, we instructed our classifiers to resolve questions of doubt
in favor of taxpayer. In June 1976, we implemented the notificationprocedure. It is more effective in preventing unnecessary repetitiveaudits and has the added advantage of more fully protecting theinterests of the Government. Accordingly, we will discontinue theexisting classification procedure.

On January 1, 1978, we plan to implement a procedare for recordingissue codes on no-change cases using the computer. Thus, informationon a no-change issue in a prior year will be available for considera-tion by classifiers. This should enable us to reduce unnecessary
taxpayer contact and further prevent repetitive audits of the same issue.
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GAO Report Title:

Repetitive Audits of Taxpayers are Just'?ied

Recommendation, Page 42

Inform all individual taxpayers scheduled for audit about the
process for suspending certain repetitive audits.

Comments:

We agree with this recommendation. When we imp mented the new
repetitive audit procedures ir. June 1976, we did not include audits
conducted by Revenue Agents because of extremely limited application
as explained in your report. Notwithstanding our original intention,
we subsequently revised all audit contact letters, including those
used by Revenue Agents, to incorporate the repetitive audit proce-
dures. This created the possibility of treating similarly situated
individual taxpayers iifferently when a Revenue Agent did not use a
letter to arrange an appointment. To eliminate this possibility and
consistent with our objective of preventing all unnecessary reptitive
audits, we will require Revenue Agents when not using letters to
arrange appointments to advise individual taxpayers of our repetitive
audit procedures.
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GAO Report Title:

Repetitive Audits of Taxpayers are Justified

Recounendation, Pag. 42

Amend the procedures for preventing repeeitive audits to oermit
audit personnel to tor-minate-under certain conditious-scheduled
audits of taxpayers whose prior audits for the issues currently
questioned resulted in refunds. The taxpayer, as a condition to the
procedure, must initiate the action to terminate the audit.

Comments:

We agree wit' this recnmiendation. Taxpayers who received small
refunds as the result of an audit were inadvertently excluded from the
June 1976 repetitive audit procedures. We will correct this situation.
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GAO Report Title:

Repetitive Audits of Taxpayers are Justified

Recommendation, Page 42

Include repetitive audits in IRS' compliance study.

Comments:

We agree with this recommendation. We will attempt to includeas part of our study on factors that affect compliance an analysisof repetitive audits and the affect they have on voluntary compliance,We anticipate, however, some difficulty in designing this aspect ofthe study and determining how best to use the data.

We have data from a TCMP Panel Study which involved the repeataudit of the same taxpayer in subsequent TCMP cycles to determineif the taxpayer was more compliant than other control group taxpayers.The overall results showed, in general, that the group of taxpayersthat had been examined in the past were more compliant than thecontrol group. However, we do not feel that this type of aggregateddata should he used to eliminate simultaneous audits or repetitiveaudits that result in substantial tax changes. Instead, we shoulddetermine why a taxpayer continues to be noncompliant and takeappropriate corrective actions.
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HOW THE REPETITIVE AUDIT SAMPLE

WAS SELECTED 4ND ANALY*ED

To answer many of the questions about repetitive audits,
we took a sample of taxpayer accounte from IRS' Individual
Master File. While the file lacks a complete tax history
of every taxpayer, it is the only practical source for iden-
tifying repetitive audit cases in any number. We used sta-
tistical techniques to select and analyze the sample.

SELECTING THE SAMPLE

The Individual Master File, a part of IRS' computerized
recordKeeping system, contains an acc , Zfr each person
filin·g an income ....x return. The &c ' -r , ,S maintained by
ta;: year, and each account is assiqg d J. an IRS district.
Transactions affecting the account are posted to the appro-
priate tax year and coded to explain what occurred--a payment
on taxes owed, an audit division adjustment, etc. While
either an IRS service center or district offtci can audit a
return, the transaction codes do not distin 'ush between the
two.

At our request, for the siX districts reviewed, IRS
provided a listing of master file accounts with more than one
audit. 1/ Listed were all tax years shown by the master
file that IRS' audit division had 4eamined or was reviewing
at the time. From the 'isting, se randomly selected 1,201
accounts having closed audits for at least tw~ out of three
successive tax yearn. We then revieowi all closed examina-
tions for each account. We are 95 percent confident, with
a possible sampling error of plus or minus 5 percent, that
our sample results are valid estimates of the total accounts
in the six districts having repetitive audits per the master
file when the listing was produced.

Definition differs fros; IRS'

We selected our sample using a broader defin 4.L n of
"audit" and "repetitive" than does IRS. An audit, According
to IRS, is made only when a taxpayer is required to produce

l/The listing t .s extracted from the master file during May
1975 (San Francisco and St. Louis districts) and Ju.y 1.975
(Philadelphia, Reno, Wichita, and Wilmington districts)
and was of taxpayers whos- most current return was filed
in one of the six districts.
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records to substantiate return items. When service center
audit personnel contact taxpayers about return deductions
and other itelns, they, unlike district personnel, do not
usually request the taxpayer's records. IRS, therefore,
does not consider such contacts to be audits. 1/ Neither
does IRS consider the simultaneous audit of two or more
returns for a given taxpayer to be repetitive. Except as
noted, IRS does consider the examination of two out of
three successive tax years to be repetitive.

We did not make the distinctions IRS does for a num-
ber of reasons. For example:

-- While service center audits may not have the same
effect on taxpayer compliance as regular audits, we
believe there is ample reason to consider their ef-
fect as substantial.

-- From a practical standpoint, the average taxpayer
would, in our opinion, consider himself audited if
he were to receive a letter from IRS sayina that a
review of his return indicates a question and that
he can justify what he did or pay the additional
tax.

-- A taxpayer involved in a simultaneous audit may be
contacted as often as if separate audits occurred.
And IRS counts, for statistical and master file
recording purposes, each return examined simultan-
eously as a separate audit.

-- Taxpayers who have complained about being repetitively
examined have not made the distinctions regarding
service center and simultaneous audits, and a com-
prehensive review of repetitive audits would there-
fore include them.

-- It would have been impractical and virtually impos-sible to accurately make those distinctions through
analysis of the master file data.

1/Our differing positions regarding service center audits
are presented on pp. 56 through 58 in our report to the
Joint Committee on Taxation, "How The Internal Revenue
Service Selects Individual Income Tax Returns For Audit,"
GGD-76-55, Nov. 5, 1976.
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ANALYZING THE SAMPLE DATA

Our sample included 2,812 audits incurred by the 1,201
sampled taxpayers. About 4 percent of the district audits
we reviewed were not done by the districts studied. That
is, the returns were filed in and examined by other dis-
tricts. Because such "out-of-district" audits were few and
resembled the other sample 4ata, we did not exclude them
from the sample.

Correcting for sample size

We selected a sample of taxpayers in each district
included in our review that provided reliable results while
minimizing the number of taxpayers sampled. This resulted
in a larger proportional sample in the less populated dis-
tricts. We corrected for this nonproportional sampling
whenever we estimated characteristics of the sampled popu-
lation. The correction was made by multiplying our data by
weighting factors. The weighting factor for each district
was computed by dividing the ratio of the population of
each district to the combined six-district population by
the ratio of the sample number in each district to the
total sample.

Correcting for master file
retention cycle

After varying periods of inactivity, accounts and tax
year sections are removed from the Individual Master File.
For example, a tax year section is removed when it has a
zero balance for longer than 27 months, the earliest o)f the
removal dates. Inactive accounts and tax years are removed
each January from the file. When our taxpayer listings were
extracted from the master file, the latest cutoff date for
tax year removal was October 1972.

The tax year removal cycle caused some distortion in
our sample data. For example, district audits in our sample
closed before October 1972 had larger amounts of tax change
and fewer instances of no change than audits closed beginning
in October 1972. To overcome the sample distortion, we gen-
erally limited our analysis to audits closed during October
1972 and after. Whenever it was not possible to limit the
sample data, it is so noted in the report.

Comparing repetitive to all audits

To determine the relative productivity, basis, etc. of
repetitive audits, we used as a point of comparison IRS
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statistical information on the number of all returns exa-
mined--IRS does not keep audit statistics on a taxpayer
basis. The statistics were of the total audits closed by
the six districts reviewed and all service centers for
the period July 1, 1972, through June 30, 1975--the same
approximate time frame as our sample data when limited.
We used national service center data because statistics
on service center audits are not available on a district
basis.

The differences between our sample of repetitive au-
dits and total audits for thk six districts and all service
centers were evaluated using the Chi souare test of statis-
tical independence and the confidence intervals for a nor-
mal distribution at the 95-percent confidence level.

Source of dollars analyzed

The report, in part, discusses the productivity of
repetitive audits--the dollar amount of tax change, if
any, that resulted from the audits. IRS' statistics on the
number and results of audits are reported on an audit divi-
sion basis. The results that we used were those determined
by IRS' audit division, including the division's district
conference function. Taxpayers who do not agree with the
examiner's tax findings may appeal the findings within IRS
and/or the courts. The first level of appeal within IRS is
the district conference activity. We did not go beyond the
audit division to analyze "results" because 96 percent of
the sampled taxpayers did not appeal further according to
available records.
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SERVICE CENTER AUDIT PROGRAMS OPERATIONAL

DURING THE PERIOD COVERED BY THE

REPETITIVE AUDIT SAMPLE

Most of the returns and related audit issues for the
service center audit programs are identified by the computer
or by persons other than those who perform the audits. For
example, personnel from outside the audit division identify
returns with possible unal1u:oable items. Other returns and
issues, such as those in the social security referral pro-
gram, are actually identified by agencies outside IRS.

With two exceptions, the criteria for selecting returns
under the service center programs are so specific that judg-
ment plays only a minor role in the process. The two excep-
tions are the DIF correspondence and the claims programs under
which classifiers must decide which returns and issues therein
should be audited. Even here, however, the decision is being
made by someone other than the person who will be responsible
for auditing the return.

DESCRIPTION OF THE SERVICE CENTER PROGRAMS

Unallowable items

Items on individual tax returns which appear to be ob-
viously unallowable by law are identified and corrected dur-
ing initial processing. Some unallowable items are manually
identified while others are computer identified. For those
returns identified as containing unallowable items, service
center audit division personnel, through correspondence with
taxpayers, make necessary corrections.

Head of household

A high volume, low-cost program that corrects tax re-
turns erroneously filed by taxpayers as unmarried head of
household. The program includes returns in which the tax-
payer claimed the head of household tax rate but only claimed
one exemption. Tax returns meeting this condition are com-
puter identified. IRS determines if the taxpayers are en-
titled to the unmarried head of household tax rate by sending
them a short questionnaire requiring yes or no answers. This
service center program became part of the unallowable items
program in January 1977.
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DIF correspondence

Audit division classifiers request the highest DIF-
scored low- and medium-income nonbusiness returns, review
them, select those to be audited either by the service cen-
ter or by the district offices, and accept the remaining
returns as filed. Returns are selected for audit by the
service center if they involve issues that can be resolved
easily by mail (such as interest and contributions) and if
information on the return indicates that the taxpayer can
communicate effectively in writing.

Information returns

Information on certain types of income, such as wages,
dividends, and interest, is transcribed from the taxpayer's
return onto computer tape. These tapes are compared with
informational tapes and samples of paper documents filed by
employers, banks, dividend-paying establishments, and certain
payers of income. From the comparison, an inventory of poten-
tial underreporters is generated. A computer-printed tran-
script is prepared for each of the cases. These transcripts
compare the amount and type of income reported on information
documents with the amount and type of income reported on the
taxpayer's return. In addition, Social Security Administra-
tion wage information is also printed on the transcripts.
The transcripts are then screened to evaluate tax potential,
and the returns of apparent underreporters are then secured.
Next, the tax returns are compared with the transcripts to
further evaluate tax potential. If a determination can be
made that the taxpayer reported all income, but in the wrong
place on the return, or that the amount of the cumulative
discrepancies is minimal, the return is accepted as filed.
If the cumulative discrepancies are significant, however,
the general procedure is to send a computer generated notice
to the taxpayer, explaining the discrepancies and recomputing
the tax. The taxpayer may agree to the increase in ta- or
explain his/her reason for not agreeing. Those cases in
which the taxpayer has not satisfactorily explained the
discrepancies, or has not responded at all, are referred to
the service center audit division for followup action. The
screening of transcripts, the comparing of tax returns te
transcripts, and initial taxpayer contacts were done by au-
dit personnel before the middle of 1976; since then, other
service center personnel perform these activities.

Multiple filers

The National Computer Center checks returns to see if
more than one return has been filed for the same year under
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the same social securitl number. If more than cre return
has been filed and the names on the returns have certain
similarities, the returns are extracted as audit cases.
Classifiers select returns for examination by the service
center and for examination by the district offices. For
example, two joint returns filed by the same taxpayers will
be selected for examination by the service center. However,
two nonjoint returns involving duplicated dependency exemp-
tions or deductions will be forwarded to district offices.

Federal-State cooperative audit

Copies of examination reports from State tax agencies
are referred to the service centers for association with the
Federal income tax returns. These State examination reports
and the associated Federal returns are reviewed by classi-
fiers to identify the Federal returns to be examined under
this program.

Claims

Involves the verification of refund claims filed by tax-
payers with issues that can be effectively handled by corre-
spondence. The guidelines followed by, for example, the
Kansas City service center for this program provide, in part,
that an evaluation is to be made of all documents in the file,
and if enough information is available to reasonably accept
the claim or if the claim is not worthy of examination, it is
to be accepted. Also, if the item on the claim would not have
been questioned on the original return, it is not to be consi-
dered questionable on the claim.

Social security referral

Social security forms OAR-7000 (Notice of Determination
of Self-Employment Income) are .lferred to service centers
when the Social Security Administration has made a determina-
tion of self-employment income. The referrals involve adjust-
ments to tax returns for self-employment and possibly income
tax. IRS procedures require these referrals to be classified.

Interestpaid on redemption of H bonds

The Federal Reserve Banks prepare information reports on
series H bond payees and send copies to the service center for
the district in which the bank is located. IRS procedures
provide for the taxpayer service division at the service cen-
ter to assemble these reports with the payees' tax returns
and refer them for classification by audit personnel.
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H igwayuse tax

The service centers received, through a private organiza-
tion, information on State motor vehicle registrations, use-ful in determining the proper reporting of highway use tax.
In selecting returns for examination under this program, IRSinstructions provided that service center personnel matchthis information with the highway use tax return to determine
deficiencies. Those returns with apparent deficiencies weresent to service center classifiers who screened out those
cases involving a large number of vehicles. Those cases wereforwarded to the appropriate district office; cases involvinga small number of vehicles were retained for service center
examination. This service center program was discontinued inNovember 1975.

Runaway_a rents

State welfare agencies periodically requested the lastknown address of a parent who had deserted and no longer sup-
ported his or her family. In addition to supplying the re-
quested addresses, IRS used the names and social security
numbers provided by the welfare agencies to identify returnsfor audit. Under this program, IRS checked whether the run-away parent had claimed a spouse and/or children as exemp-tions. Instructions for this program provided that only non-joint returns would be selected for examination by the serv-ice centers and that joint returns would be se-' to the ap-
propriate district office. In selecting nonjo±,.t returnsfor examination, the instructions provided that classifiers
would screen the returns to insure that the taxpayer hadclaimed exemptions for children. Also, the complete returnwould be screened and other significant questionable items
would be identified for audit. If the other identified is-sues required an interview audit, the return would be sentto the appropriate district office. This service centerprogram was discontinued in November 1975.

S-lf-employment tax program

This program encompasses returns showing income whichmay be subject to self-employment tax. The returns onceidentified are given to service center audit personnel for
classification. For returns selected, taxpayers are sent
an examination report or asked to provide further informa-tion about the source of the income. Once the additionalinformation is received, an examination report is mailed to
the taxpayer if the income is subject to self-employment
tax.

48



APPENDIX IV APPENDIX IV

AUDIT SELECTION CATEGORIES AND

REASONS USED BY IRS DISTRICT OFFICES

At the district level, the reasons why IRS selects re-
turns for audit are grouped into six major categories: com-
puter identification, initiated by IRS and others, claims
and other refund requests, related pickups, multiyear audits,
and miscellaneous. These categories are described below.
Table I on page 52 shows the selection reasons within each
category and the percentage of sampled district audits by
reason.

AUDIT SELECTION CATEGORIES

Computer identification

Most individual returns are selected for audit under the
computer selected category, principally through the Discrimi-
nate Function (DIF) system. In our sample, about 49 percent
of the district audits were DiF selected. 1/

The DIF system is composed of two stages. All individ-
ual returns are first computer "scored" through sophisticated
mathematical formulas as to their audit potential. The higher
the score, the greater the apparent audit potential. The
highest scored returns are then manually screened to exclude
those not warranting an audit.

The manual screening process is done by classifiers who
are examiners that have been assigned the screening task.
Classifiers are unaware of what caused the return to receive
a high score but use their judgment and auditing experience
to determine which returns do and do not warrant examination.
In making their decision, they consider return attachments
and other explanatory data not considered by the computer.

In our November 1976 report on how IRS selects returns
for audit, we concluded that DIF is an effective return se-
lection system, but that its effectiveness could be improved

1/The remaining district audits we reviewed in the computer
category came from returns identified through the pre-DIF
computer selection system (3.0 percent) and DIF specials
(1.5 percent). The latter refers to returns manually
screened for audit potential because of special return
conditions identified by computer.
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if IRS measured the effect classifiers have on it. As a
result of our recommendation, IRS has taken steps to measure
this effect. Any subsequent change in the DIF system will
affect how returns are selected for audit, including those
which happen to be repetitively examined.

Audits initiated by IRS and others

Audits in this category are generally (1) initiated be-
cause of information provided the district audit division by
another IRS organization or a non-IRS party, (2) generated
because of a particular compliance project, or (3) initiated
by an IRS examiner.

The district audits we reviewed resulted most often from
the return preparers program, IRS intelligence division re-
ferrals or requests, and independent pickups by examiners.
Through the return preparers program, a national compliance
project, IRS audits returns that it has reason to believe
have been prepared by runscrupulous preparers Independent
pickups in our sample frequently involved i.. ome issues and
included, for example, the situation where an examiner ques-
tioned a taxpayer's reported income after the examiner au-
dite; a business to which the taxpayer sold merchandise. Au-
dit personnel usually screen returns identified through the
preparers program or by the intelligence division to evaluate
the audit potential. Independent pickups do not go through
such a screening process but the need for an audit is eval-
uated by the examiner's supervisor.

Claims and other requests for refunds

When IRS receives a claim or other Jequest for an
adjustment in taxes, the original return may be manually
screened to determine if audit effort is warranted to sub-
stantiate the claim. In many cases, the audit results in
disallowance of the claim or in assessment of additional
taxes or penalties.

Related pickups

During an audit, the examiner may find it necessary cr
audit related returns affecting the income and deductions of
a taxpayer to determine whether the taxpayer correctly deter-
mined his tax liability. Included in this category are
returns filed by partners, family members, and corporate
officers and shareholders.
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Multiyear audits

During an audit, the examiner may find it necessary to

audit returns filed by the same taxpayer in prior or subse-
quent years to determine, for example, whether loss carrybacks
or carryforwards are proper and whether adjustments made to
the return being audited might apply to the other years' re-
turns.

Miscellaneous

This category is a catch-all for examined returns not

specifically falling into the other categories. The most
frequent reasons for district sampled audits in the miscel-
laneous category were "reference and information returns"
and "other." These two reasons accounted for about 4.8 per-

cent of the district audits we reviewed and about 53 percent
of those in the miscellaneous category.

Audit personnel initiate the action to obtain returns
for information and reference purposes; for example, an
examiner may request, when auditing the return of one spouse,
the other spouse's return to see if both claimed the same
exemptions. After reviewing the return, the examiner may

decide to examine it. Most of the "other" audits we reviewed
were of IRS employees or involved investment credit carryback
cases. IRS employees with less than 1 year of continuous
service are required to have any two open tax years examined.
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TABLE I

WHY RETURNS OF SAMPLED TAXPAYERS

WERE SELECTED FOR DISTRICT AUDIT

Percent of
district audits

COMPUTER IDENTIFIED RETURNS

DIF selected returns 49.0
Other computer identified returns 4.5

AUDITS INITIATED BY IRS AND OTHERS

Self-employment tax program 0
Married taxpayers filing separately 0
Political campaign contribution compliance 0
Form 1120S loss 0
ITT (shareholders) 0
Tax shelter 0
Employee returns 0.7
Contributions to retirement and
disability funds 0

Runaway parents 0
Return preparers program 3.6
Form 4298 (information report) 0.3
Collateral examination request 0.5
National office requests and projects 0
Appellate referral or request 0
Collection referral or request 0.5
Intelligence referral or request 2.3
Regional or district office projects .9
Independent pickup by examiner 1.1
Joint compliance program 0.1
Narcotics 0
Social security referral or reauest 0.3
Taxpayer request 0
Excessive exemptions 0.2
Justice Department referral or request 0
Other U.S. agency referral or request 0
State information (including State

abstracts) 0.3

CLAIMS AND OTHER REQUESTS FOR REFUNDS

Form 843 (claim) 1.8
Form 1040X (amended U.S. individual

income tax return) 2.7
Informal claim 1.0
Form 1045 0.3
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Percent of

RELATED PICKUPS district audits

Delinauent return--different taxpayer. 0.1
Delinquent return--same taxpayer 1.3
Partner 2.8
Corporate shareholder 1.7
Corporate officer 1.8
Family member 1.1
Employee or employer of taxpayer 0.3

MULTIYEAR AUDITS

Prior year audit--other than net
operating loss or investment
credit 1.5

Subsequent year audit--other than
net operating loss or investment
credit 9.0

Net operating loss 0.3
Carryback or carryforward 0.8

MISCELLANEOUS

Unallowable items 0.8
Multiple filers 0.2
DIl -medical 0.2
Form 1099--medical (Statement for
Recipients of Medical and Health
Care Payments) 0

Returns identified for GS-9 auditors 0
Redetermined dividends 0
Securities and Exchange Commission

information 0
Head of household 0.2
Form 3921--stock option tax 0
Regular classification 0.7
Taxable form 1040X 0
Bankruptcy, receivership 0
Previously allowed refund 0.2
Pre-refund 0
Taxpayer compliance measurement program 0.8
Interest paid on redemption of H bonds 0
Information document match 0
Reno casino 0
Lottery 0
Fraud regular 0.8
IRS racketeer 0
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Percent of
district audits

Strike force 0.3
Wagering tax stamps and coin-operated
gaming device stamps 0

Other cases in which Justice Depart-
ment has an interest 0

Reference and information returns 3.1
Other 1.7

a/99.8

a/Does not equal 100 percent because of rounding.
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PRINCIPAL OFFICIALS

RESPCNSTBrE FOR ADMINISTERING

ACTIVITIES DISCUSSED IN THIS REPORT

Tenure of office
From To

SECRETARY OF THE TREASURY:
W. Michael Blumenthal Jan. 1977 Present

William E. Simon Apr. 1974 Jan. 1977

George P. Shultz June 1972 Apr. 1974

COMMISSIONER OF INTERNAL REVENUE:
Jerome Kurtz May 1977 Present
William E. Williame (acting) Feb. 1977 May 1977

Donald C. Alexander day 1973 Feb. 1977

Raymond F. Harless (acting) ']3y 1973 May 1973

Johnnie M. Walters Aug. 1971 Apr. 1]973

ASSISTANT COMMIS9TONER (COMPLIANCE):
Singleton B. wolfe Mar. 1975 Present

Harold A. McGuffin (acting) Feb. 1975 Mar. 1975

John F. Hanlon Jan. 1972 Jan. 1975

DIRECTOR, AUDIT DIVISION:
John L. Wedick, Jr. June 1975 Present
Peter J. Medina (atting) Mar. 1975 June 1975

Singltnn B. Wolfe July 1965 Mar. 1975

(268011)
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