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FINANCIAL AUDIT

IRS’s Fiscal Years 2015 and 2014 Financial
Statements

What GAO Found

In GAO'’s opinion, the Internal Revenue Service’s (IRS) fiscal years 2015 and
2014 financial statements are fairly presented in all material respects. However,
in GAQO'’s opinion, IRS did not maintain effective internal control over financial
reporting as of September 30, 2015, because of a continuing material weakness
in internal control over unpaid tax assessments. GAO's tests of IRS’s compliance
with selected provisions of applicable laws, regulations, contracts, and grant
agreements detected no reportable instances of noncompliance in fiscal year
2015.

The material weakness in internal control over unpaid tax assessments was
primarily caused by financial system limitations and errors in taxpayer accounts
that rendered IRS’s systems unable to readily distinguish between taxes
receivable, compliance assessments, and write-offs in order to properly classify
these components for financial reporting purposes. These deficiencies
necessitated the use of a compensating estimation process to determine the
amount of taxes receivable, the most material asset on IRS’s balance sheet.
Through this compensating process, IRS made over $9 billion in adjustments to
the 2015 fiscal year-end gross taxes receivable balance produced by its financial
systems. To address this material weakness, in fiscal year 2015, IRS took a
significant step in developing a long-term corrective action plan. However, the
plan does not include milestones or related dates for most of the actions, so it is
unclear when IRS will fully address the issues that cause significant inaccuracies
in the unpaid tax assessments information maintained in its accounting systems.

During fiscal year 2015, IRS continued to make important progress in addressing
deficiencies in internal control over its financial reporting systems. However,
GAO identified continuing and new deficiencies in internal control over
information security, including missing security updates, insufficient audit trails
and monitoring for certain key systems, and use of weak passwords, that
collectively constituted a significant deficiency in IRS’s internal control over
financial reporting systems. Until IRS takes the necessary steps to fully address
these control deficiencies over its financial reporting systems, its financial and
taxpayer data will remain at increased risk of inappropriate and undetected use,
modification, or disclosure.

In addition to its internal control deficiencies, IRS faces significant ongoing
financial management challenges related to (1) safeguarding the large volume of
sensitive hard copy taxpayer receipts and associated information, (2) significant
invalid refunds based on identity theft, and (3) implementing the tax provisions of
the Patient Protection and Affordable Care Act. The difficulties confronting IRS in
its efforts to effectively manage each of these challenges are further magnified by
the need to do so in an environment of diminished budgetary resources.
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441 G St. N.W.
Washington, DC 20548

November 12, 2015

The Honorable Jacob J. Lew
Secretary of the Treasury

Dear Mr. Secretary:

The accompanying report presents the results of our audits of the fiscal
years 2015 and 2014 financial statements of the Internal Revenue
Service (IRS). Specifically, we found

« IRS's financial statements as of and for the fiscal years ended
September 30, 2015, and 2014, are presented fairly, in all material
respects, in accordance with U.S. generally accepted accounting
principles;

« IRS’s internal control over financial reporting was not effective as of
September 30, 2015, because of a continuing material weakness?! in
internal control over unpaid tax assessments; and

« no reportable noncompliance in fiscal year 2015 with the laws,
regulations, contracts, and grant agreements we tested.

This report also provides a discussion of a continuing significant
deficiency? in IRS’s internal control over financial reporting systems that
we believe merits the attention of those charged with governance of IRS.
In addition, this report discusses ongoing financial management
challenges that IRS faces related to (1) safeguarding hard copy taxpayer
receipts and associated information, (2) its exposure to significant invalid
refunds from identity theft, and (3) implementation of the tax-related
provisions of the Patient Protection and Affordable Care Act.

1A material weakness is a deficiency, or combination of deficiencies, in internal control
over financial reporting, such that there is a reasonable possibility that a material
misstatement of the entity’s financial statements will not be prevented, or detected and
corrected, on a timely basis. A deficiency in internal control exists when the design or
operation of a control does not allow management or employees, in the normal course of
performing their assigned functions, to prevent, or detect and correct, misstatements on a
timely basis.

2A significant deficiency is a deficiency, or a combination of deficiencies, in internal control
that is less severe than a material weakness, yet important enough to merit the attention
of those charged with governance.
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We performed our audit pursuant to authority conferred by the Chief
Financial Officers Act of 1990, as amended by the Government
Management Reform Act of 1994.

We are sending copies of this report to the Chairman and Vice Chairman
of the Joint Committee on Taxation, the Chairmen and Ranking Members
of the Senate Committee on Finance and the House Committee on Ways
and Means, and other interested congressional committees and
subcommittees. We are also sending copies of this report to the
Commissioner of Internal Revenue, the Director of the Office of
Management and Budget, and other interested parties. In addition, the
report is available at no charge on the GAO website at
http://www.gao.gov.

If you or your staff have any questions concerning this report, please
contact me at (202) 512-3406 or clarkce@gao.gov. Contact points for our
Offices of Congressional Relations and Public Affairs may be found on
the last page of this report.

Sincerely yours,

Cheryl E. Clark
Director
Financial Management and Assurance
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441 G St. N.W.
Washington, DC 20548

Independent Auditor’s Report
To the Commissioner of Internal Revenue

In our audits of the 2015 and 2014 financial statements of the Internal
Revenue Service (IRS), we found

« IRS’s financial statements as of and for the fiscal years ended
September 30, 2015, and 2014, are presented fairly, in all material
respects, in accordance with U.S. generally accepted accounting
principles;

« IRS’s internal control over financial reporting was not effective as of
September 30, 2015; and

« no reportable noncompliance for fiscal year 2015 with the provisions
of applicable laws, regulations, contracts, and grant agreements we
tested.

The following sections discuss in more detail (1) our report on the
financial statements and on internal control over financial reporting, which
includes required supplementary information (RSI),* other information?
included with the financial statements, and three significant financial
management challenges confronting IRS related to safeguarding hard
copy taxpayer receipts and information, its exposure to significant invalid
refunds from identity theft, and its increasing responsibilities under the
Patient Protection and Affordable Care Act (PPACA);® (2) our report on
IRS’s compliance with laws, regulations, contracts, and grant
agreements; and (3) IRS’s comments.

RsI consists of Management'’s Discussion and Analysis and other supplementary
information that is required by federal accounting standards to be included with the
financial statements.

Other information consists of information included with the financial statements, other
than RSI and the auditor’s report.

3Pub. L. No. 111-148, 124 Stat. 119 (Mar. 23, 2010), as amended by the Health Care and
Education Reconciliation Act of 2010 (HCERA), Pub. L. No. 111-152, 124 Stat. 1029
(Mar. 30, 2010). In this report, references to PPACA include any amendments made by
HCERA.
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Report on the
Financial Statements
and on Internal
Control over Financial
Reporting

In accordance with our authority conferred by the Chief Financial Officers
(CFO) Act of 1990, as amended by the Government Management Reform
Act of 1994, we have audited IRS’s financial statements.* IRS’s financial
statements comprise the balance sheets as of September 30, 2015, and
2014, the related statements of net cost, changes in net position,
budgetary resources, and custodial activity for the fiscal years then
ended; and the related notes to the financial statements. We have also
audited IRS’s internal control over financial reporting as of September 30,
2015, based on criteria established under 31 U.S.C. § 3512(c), (d),
commonly known as the Federal Managers’ Financial Integrity Act
(FMFIA).

We conducted our audits in accordance with U.S. generally accepted
government auditing standards. We believe that the audit evidence we
obtained is sufficient and appropriate to provide a basis for our audit
opinions.

Management’s
Responsibility

IRS management is responsible for (1) the preparation and fair
presentation of these financial statements in accordance with U.S.
generally accepted accounting principles; (2) preparing, measuring, and
presenting the RSI in accordance with U.S. generally accepted
accounting principles; (3) preparing and presenting other information
included in documents containing the audited financial statements and
auditor’s report, and ensuring the consistency of that information with the
audited financial statements and the RSI; (4) maintaining effective internal
control over financial reporting, including the design, implementation, and
maintenance of internal control relevant to the preparation and fair
presentation of financial statements that are free from material
misstatement, whether due to fraud or error; (5) evaluating the

4See the CFO Act of 1990, Pub. L. No. 101-576, 104 Stat. 2838 (Nov. 15, 1990), codified,
in relevant part, as amended, at 31 U.S.C. § 3521(qg); see also the Government
Management Reform Act of 1994, Pub. L. No. 103-356, 108 Stat. 3410 (Oct. 13, 1994),
codified, in relevant part, as amended, at 31 U.S.C. § 3515(c). Under the authority of 31
U.S.C. § 3515, the Office of Management and Budget requires IRS to issue annual
audited financial statements that are separate from those of the Department of the
Treasury. Although the CFO Act designates the agency’s inspector general, or where
applicable, an independent external auditor, as the responsible auditor of an agency’s
financial statements, the act also gives GAO the authority to perform such audits at its
discretion. Based on that authority, we audit IRS’s financial statements because of the
significance of IRS’s tax collections to the consolidated financial statements of the U.S.
government, which GAO is required to audit. See 31 U.S.C. § 331 (e)(2).
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effectiveness of internal control over financial reporting based on the
criteria established under FMFIA; and (6) providing its assertion about the
effectiveness of internal control over financial reporting as of

September 30, 2015, based on its evaluation, included in the
accompanying Management’s Report on Internal Control over Financial
Reporting in appendix .

Auditor’s Responsibility

Our responsibility is to express an opinion on these financial statements
and an opinion on IRS’s internal control over financial reporting based on
our audits. U.S. generally accepted government auditing standards
require that we plan and perform the audits to obtain reasonable
assurance about whether the financial statements are free from material
misstatement, and whether effective internal control over financial
reporting was maintained in all material respects. We are also responsible
for applying certain limited procedures to the RSI and other information
included with the financial statements.

An audit of financial statements involves performing procedures to obtain
audit evidence about the amounts and disclosures in the financial
statements. The procedures selected depend on the auditor’s judgment,
including the auditor's assessment of the risks of material misstatement of
the financial statements, whether due to fraud or error. In making those
risk assessments, the auditor considers internal control relevant to the
entity’s preparation and fair presentation of the financial statements in
order to design audit procedures that are appropriate in the
circumstances. An audit of financial statements also involves evaluating
the appropriateness of the accounting policies used and the
reasonableness of significant accounting estimates made by
management, as well as evaluating the overall presentation of the
financial statements. An audit of internal control over financial reporting
includes obtaining an understanding of internal control over financial
reporting, assessing the risk that a material weakness exists, evaluating
the design and operating effectiveness of internal control over financial
reporting based on the assessed risk, and testing relevant internal control
over financial reporting. Our audit of internal control also considered the
entity’s process for evaluating and reporting on internal control over
financial reporting based on criteria established under FMFIA. Our audits
also included performing such other procedures as we considered
necessary in the circumstances.

We did not evaluate all internal controls relevant to operating objectives
as broadly established under FMFIA, such as those controls relevant to
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preparing performance information and ensuring efficient operations. We
limited our internal control testing to testing controls over financial
reporting. Our internal control testing was for the purpose of expressing
an opinion on whether effective internal control over financial reporting
was maintained, in all material respects. Consequently, our audit may not
identify all deficiencies in internal control over financial reporting that are
less severe than a material weakness.®

Definitions and Inherent
Limitations of Internal
Control over Financial
Reporting

An entity’s internal control over financial reporting is a process effected by
those charged with governance, management, and other personnel, the
objectives of which are to provide reasonable assurance that

(1) transactions are properly recorded, processed, and summarized to
permit the preparation of financial statements in accordance with U.S.
generally accepted accounting principles, and assets are safeguarded
against loss from unauthorized acquisition, use, or disposition, and

(2) transactions are executed in accordance with provisions of applicable
laws, including those governing the use of budget authority; regulations;
contracts; and grant agreements, nhoncompliance with which could have a
material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting
may not prevent, or detect and correct, misstatements due to fraud or
error. We also caution that projecting any evaluation of effectiveness to
future periods is subject to the risk that controls may become inadequate
because of changes in conditions, or that the degree of compliance with
the policies or procedures may deteriorate.

Opinion on Financial
Statements

In our opinion, IRS’s financial statements present fairly, in all material
respects, IRS’s financial position as of September 30, 2015, and 2014,
and its net cost of operations, changes in net position, budgetary
resources, and custodial activity for the fiscal years then ended in
accordance with U.S. generally accepted accounting principles.

5A material weakness is a deficiency, or combination of deficiencies, in internal control
over financial reporting, such that there is a reasonable possibility that a material
misstatement of the entity’s financial statements will not be prevented, or detected and
corrected, on a timely basis. A deficiency in internal control exists when the design or
operation of a control does not allow management or employees, in the normal course of
performing their assigned functions, to prevent, or detect and correct, misstatements on a
timely basis.
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However, misstatements may nevertheless occur in other financial
information reported by IRS and not be detected as a result of the internal
control deficiencies described in this report.

In accordance with federal accounting standards, IRS’s financial
statements do not include an estimate of the dollar amount of taxes that
are owed the federal government but have not been reported by
taxpayers or identified through IRS’s enforcement programs, often
referred to as the tax gap, nor do they include information on tax
expenditures.® Further detail on the tax gap and tax expenditures, as well
the associated dollar amounts, is discussed in other information included
with the financial statements.

Opinion on Internal
Control over Financial
Reporting

In our opinion, because of a material weakness in internal control over
unpaid tax assessments,’ IRS did not maintain, in all material respects,
effective internal control over financial reporting as of September 30,
2015, based on criteria established under FMFIA.

Despite the material weakness in IRS’s internal control over unpaid tax
assessments, which also existed in prior years, IRS made necessary and
appropriate adjustments to its records and was therefore able to prepare
financial statements that were fairly presented in all material respects for
fiscal year 2015. However, the material weakness may adversely affect
any decisions by IRS’s management that are based, in whole or in part,
on information that is inaccurate because of this weakness. This material
weakness, which is discussed in more detail below, is also disclosed by
IRS in its fiscal year 2015 (1) FMFIA assurance statement to the

6As described in the other information to IRS's financial statements, the estimated
magnitude of the tax gap is based on a study conducted to measure the compliance rate
of taxpayers based on an examination of a statistical sample of tax returns filed for tax
year 2006. The tax gap does not include actual or estimated refund payments disbursed
because of identity theft-based fraudulent refund claims, which are financial management
challenges for IRS and are discussed later in this report. Tax expenditures represent the
amount of revenue that the government forgoes resulting from federal tax law provisions
that (1) allow a special exclusion, exemption, or deduction from gross income or

(2) provide a special credit, preferential rate, or deferred tax liability.

"An unpaid tax assessment is a legally enforceable claim against a taxpayer and consists
of taxes, penalties, and interest that have not been collected or abated (i.e., the tax
assessment reduced by IRS). Internal Revenue Manual § 1.34.4, Unpaid Tax
Assessments (August 2015).

Page 7 GAO-16-146 IRS’s Fiscal Years 2015 and 2014 Financial Statements



Department of the Treasury® and (2) Management’s Report on Internal
Control over Financial Reporting. We considered this material weakness
in determining the nature, timing, and extent of our audit procedures on
IRS’s fiscal year 2015 financial statements.

In addition, our fiscal year 2015 audit identified continuing and new
deficiencies concerning IRS’s financial reporting systems that while not
considered a material weakness, are important enough to merit the
attention of those charged with governance of IRS. Therefore, we
considered these continuing and new issues affecting IRS’s internal
control over financial reporting systems collectively to be a significant
deficiency® in internal control in fiscal year 2015. This significant
deficiency is discussed in more detail below.

In addition to the material weakness and significant deficiency in internal
control, we also identified other deficiencies in IRS’s internal control over
financial reporting that we do not consider to be material weaknesses or
significant deficiencies. Nonetheless, these deficiencies warrant IRS
management’s attention. We have communicated these matters to IRS
management and, where appropriate, will report on them separately.

Material Weakness in
Internal Control over
Unpaid Tax Assessments

During fiscal year 2015, we continued to find control deficiencies that
affected IRS’s management and reporting of unpaid tax assessments.
Specifically, we continued to find (1) IRS’s reported balances for taxes
receivable and other unpaid tax assessments were not supported by its
core general ledger system for tax transactions;° (2) system deficiencies
in IRS’s subsidiary ledger*! and supporting financial systems for unpaid
tax assessments did not allow it to produce reliable and useful information
with which to manage and report; and (3) various other control

SEMFIA requires the agency head to provide an annual Statement of Assurance on
whether the agency has met the statutory requirements. 31 U.S.C. § 3512(d)(2).

°A significant deficiency is a deficiency, or a combination of deficiencies, in internal control
that is less severe than a material weakness, yet important enough to merit the attention
of those charged with governance.

ORs's Redesigned Revenue Accounting Control System is the general ledger system
IRS uses for tax-related transactions.

1|RS’s Custodial Detail Data Base functions as its subsidiary ledger for unpaid tax
assessments.

Page 8 GAO-16-146 IRS’s Fiscal Years 2015 and 2014 Financial Statements



deficiencies that led to errors in taxpayer accounts. Because of these
deficiencies, IRS'’s financial systems currently do not provide the accurate
and complete transaction-level financial information necessary to enable
IRS to reliably classify and report unpaid tax assessment balances in
accordance with federal accounting standards.*?

As we have reported in prior audits,*® IRS’s balance for federal taxes
receivable,'* which comprised over 80 percent of total assets reported on
IRS's fiscal year 2015 balance sheet, was not produced from its general
ledger through the summation of taxpayer account transaction data,*® but
rather was the product of a compensating, labor-intensive, and manual
estimation process.® This process is necessary because limitations in
IRS's financial systems and errors in taxpayer accounts render its
systems unable to readily distinguish between taxes receivable,
compliance assessments, and write-offs in order to properly classify these
components for financial reporting purposes. Since IRS derives the taxes

Federal accounting standards classify unpaid tax assessments into one of the following
three categories for reporting purposes: federal taxes receivable, compliance
assessments, and write-offs. Federal taxes receivable are taxes due from taxpayers for
which IRS can support the existence of a receivable through, for example, taxpayer
agreement or a court ruling determining an assessment. Compliance assessments are
proposed tax assessments where neither the taxpayer (when the right to disagree or
object exists) nor the court has affirmed that the amounts are owed. Write-offs represent
unpaid tax assessments for which IRS does not expect further collections because of
factors such as the taxpayer’s death, bankruptcy, or insolvency. Federal accounting
standards require only federal taxes receivable, net of an allowance for uncollectible taxes
receivable, to be reported on the financial statements. See Statement of Federal Financial
Accounting Standards No. 7, Accounting for Revenue and Other Financing Sources and
Concepts for Reconciling Budgetary and Financial Accounting, May 10, 1996. See also
Internal Revenue Manual, § 1.34.1, Definitions and Acronyms (June 2009).

13GAO, Financial Audit: IRS’s Fiscal Years 2014 and 2013 Financial Statements,
GAO-15-173 (Washington, D.C.: Nov. 12, 2014).

4IRS reports federal taxes receivable on its balance sheet, net of an allowance for
uncollectible taxes receivable.

5Eor financial reporting, in order to reflect its compensating statistical estimate for its
gross taxes receivable amount, IRS records an adjusting journal entry to correct the gross
taxes receivable amount produced by its systems, and then reduces the adjusted gross
taxes receivable amount by an allowance for uncollectible taxes receivable to report the
amount of net taxes receivable on its balance sheet.

6This compensating process involves IRS testing statistical samples of data extracted
from its master files and extrapolating the results to estimate the year-end balances to be
reported as (1) taxes receivable in its financial statements and the RSI and (2) compliance
assessments and write-offs in the RSI.

Page 9 GAO-16-146 IRS’s Fiscal Years 2015 and 2014 Financial Statements


http://www.gao.gov/products/GAO-15-173

receivable balance reported on its balance sheet and the balances of
compliance assessments and write-offs reported in its RSI from the
results of this estimation process rather than from the general and
subsidiary ledgers, it cannot trace these amounts through its general
ledger system, and back to underlying transaction-level taxpayer source
documents. Such traceability is necessary to enable IRS to ensure that
recorded transactions are complete, accurate, and supported by
underlying records.

In addition, in 2015, similar to what we have reported in prior years,'” we
found that the system limitations and errors in tax records resulted in IRS
having to make numerous adjustments to sampled account balances as
part of its process for estimating the balance of net taxes receivable and
other unpaid tax assessments. When reviewing its sample of taxpayer
accounts initially classified by its systems as taxes receivable, IRS
adjusted the affected taxpayer accounts to reflect the correct value when
it identified misclassified cases or inaccurate balances. Based on a
statistical projection of these individual adjustments, IRS made
multibillion-dollar adjustments to the year-end balances of all three
categories of unpaid tax assessments generated by its subsidiary ledger
in order to produce reliable amounts for external reporting on its balance
sheet and the RSI. For example, through its statistical sampling and
estimation process, IRS recorded over $9 billion in adjustments to the
2015 fiscal year-end gross taxes receivable balance produced by its
subsidiary ledger. Absent the use of this statistical estimation process, the
various unpaid tax assessment balances produced by its subsidiary
ledger may have been materially inaccurate, and IRS had no other means
of evaluating the accuracy of these balances.

The cumulative impact of these control deficiencies is such that a
reasonable possibility exists that a material misstatement of IRS’s
financial statements would not be prevented, or detected and corrected,
on a timely basis. Consequently, these control deficiencies collectively
represent a material weakness in IRS’s internal control over unpaid tax
assessments. Because of this material weakness and the associated
system deficiencies that existed during fiscal year 2015, IRS’s financial
management systems were unable to report financial information in
accordance with federal accounting standards, and did not comply with

17See, for example, GAO-15-173.
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federal financial management systems requirements. However, IRS’s
financial management systems did substantially comply with the U.S.
Government Standard General Ledger at the transaction level.

In response to our recommendations from prior audits, IRS has taken
actions over the years to improve its management and reporting of unpaid
tax assessments, including the phased-in implementation of its subsidiary
ledger for unpaid tax assessments, to enable it to analyze and classify
unpaid tax assessment account balances from the master file into the
various financial reporting categories. However, IRS’s actions to date
have not been effective at fully addressing all the issues that continue to
cause a lack of transaction traceability and material inaccuracies
produced by this subsidiary ledger.

In 2015, IRS developed a long-term action plan to address the unpaid
assessments material weakness. This plan identifies and documents

(1) the specific system and control deficiencies that result in errors in
taxpayer accounts and inaccurate classification of unpaid assessments
amounts; (2) the actions IRS needs to take to address each related
deficiency; and (3) the IRS organizational units that need to be involved in
the actions. While the development of this plan is a significant step toward
addressing the remaining deficiencies, IRS has not documented
milestones or target completion dates for most of the actions. Therefore, it
is unclear when IRS will be able to fully address the issues that cause
significant inaccuracies in the unpaid tax assessments information
maintained in its accounting systems.

Significant Deficiency in
Internal Control over
Financial Reporting
Systems

During fiscal year 2015, IRS continued to focus on securing its
information systems and protecting sensitive taxpayer and financial
information. Key among its actions during fiscal year 2015 were further
restricting access privileges on key financial applications and continuing
its migration to multifactor authentication across the agency. However,
the collective effect of the deficiencies in information security from prior
years that continued to exist in fiscal year 2015, along with new
deficiencies we identified during this year’s audit that are discussed
further below, is important enough to merit the attention of those charged
with governance of IRS and therefore represents a significant deficiency
in IRS’s internal control over financial reporting systems as of
September 30, 2015.

One of the deficiencies that remained throughout fiscal year 2015 was
that IRS did not install appropriate security updates on certain databases
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and servers that support financial systems, which increased the risk that
known information security vulnerabilities could be exploited. In addition,
communications between key financial applications were still at risk of
compromise!® because the applications were not using sufficiently strong
encryption, thus limiting the agency’s ability to ensure data integrity and
confidentiality. Another deficiency that continued to exist during fiscal year
2015 was insufficient audit trails and monitoring for certain key systems,
limiting IRS’s ability to detect unauthorized or unusual activity and ensure
individual accountability and compliance with security policies. We have
been reporting on and making recommendations to address these issues
for several years.

This year's audit work also identified new deficiencies in internal control
over IRS’s financial reporting systems. For example, we identified
password deficiencies, such as with a certain key financial system
containing an account in which the password was the same as the
account name, as well as system administrators using desktop files,
shared files, and instant messaging to store and transmit passwords used
to access systems and servers. Such deficiencies make systems and
their databases more susceptible to compromise. In addition, similar to
issues remaining from prior years, we identified a database supporting tax
account administration that was no longer supported by its vendor and
had not received security updates since June 2011, increasing the risk
that known information security vulnerabilities could be exploited. Further,
audit plans for certain financial systems had not been updated to reflect
current policy, and for one administrative accounting system, the plan
was not consistently followed. These newly identified deficiencies, along
with the previously reported but unresolved monitoring issues, reduce
IRS’s ability to detect unauthorized or unusual activities in a timely
manner.

Although IRS had a comprehensive framework for its information security
program, some aspects of it continued to be ineffectively implemented.
For example, IRS’s information security testing approach did not always
determine whether required controls were operating effectively;
consequently, we continued to identify control deficiencies in key financial
systems that IRS had not detected. In addition, IRS had not completed

®The term compromise refers to the access of an automated system, disclosure or
alteration of the data and applications it processes, or both by individuals who are not
authorized to do so.
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updating key mainframe policies and procedures to address issues such
as audit and monitoring of access from one processing environment to
another, thereby increasing the risk that unauthorized access to tax
processing systems may not be detected. Further, IRS had not ensured
that many of its corrective actions to address previously identified
deficiencies were effective. For the 28 prior recommendations that IRS
told us that it had implemented, we determined that deficiencies
associated with 9 of them had not been effectively corrected.

In light of the control risks created by IRS’s ongoing information security
deficiencies, continued and consistent management commitment and
attention to an effective information security program will be essential to
the maintenance of, and continued improvements in, its information
system controls. Until IRS takes the necessary steps to address these
control deficiencies, its financial and taxpayer data will remain at
increased risk of inappropriate and undetected use, modification, or
disclosure.

Other Matters

Required Supplementary
Information

Other Information

U.S. generally accepted accounting principles issued by the Federal
Accounting Standards Advisory Board (FASAB) require that RSI be
presented to supplement the financial statements. Although RSI is not a
part of the financial statements, FASAB considers this information to be
an essential part of financial reporting for placing the financial statements
in appropriate operational, economic, or historical context. We have
applied certain limited procedures to the RSl in accordance with U.S.
generally accepted government auditing standards, which consisted of
inquiries of management about the methods of preparing the RSI and
comparing the information for consistency with management’s responses
to the auditor’s inquiries, the financial statements, and other knowledge
we obtained during the audit of the financial statements, in order to report
omissions or material departures from FASAB guidelines, if any, identified
by these limited procedures. We did not audit and we do not express an
opinion or provide any assurance on the RSI because the limited
procedures we applied do not provide sufficient evidence to express an
opinion or provide any assurance.

IRS’s other information contains a wide range of information, some of
which is not directly related to the financial statements. This information is
presented for purposes of additional analysis and is not a required part of
the financial statements or the RSI. We read the other information
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Other Financial Management
Challenges

included with the financial statements in order to identify material
inconsistencies, if any, with the audited financial statements. Our audit
was conducted for the purpose of forming an opinion on IRS’s financial
statements. We did not audit and do not express an opinion or provide
any assurance on the other information.

In addition to the challenge of addressing its internal control deficiencies,
IRS also faces other significant financial management challenges related
to (1) safeguarding of taxpayer receipts and associated information,

(2) significant invalid refunds based on identity theft, and

(3) implementation of the tax provisions contained in PPACA. The
difficulties confronting IRS in its efforts to effectively manage each of
these challenges are further magnified by the need to do so in an
environment of diminished budgetary resources.®

Safeguarding Taxpayer Receipts and Associated Information

IRS continues to face an ongoing management challenge from the
millions of hard copy tax returns and hundreds of billions of dollars in
associated taxpayer payments it receives and processes each year. As
long as IRS continues to receive large volumes of hard copy taxpayer
payments and supporting data, there will continue to be a significant risk
to the government and taxpayers alike that loss of receipts or
inappropriate disclosure or compromise of taxpayer information may
occur during this process. Safeguarding these taxpayer receipts and
associated taxpayer information to prevent such events is among IRS's
most important and demanding responsibilities.

During our financial audits of IRS, including this year’s audit, we
continued to identify deficiencies in IRS’s internal control intended to
safeguard taxpayer receipts and associated information that while not
constituting a significant deficiency or material weakness either
individually or in the aggregate, are nonetheless sensitive matters
requiring IRS management’s attention. We have made numerous
recommendations to address these issues, to which IRS has been

BIrs's budgetary resources have declined approximately $1.2 billion (10 percent) from
fiscal years 2010 through 2015, and its staffing has declined by about 13,000 full-time
equivalents, or 14 percent, since fiscal year 2010. IRS’s latest full year appropriation was
approximately $10.9 billion. Consolidated Appropriations Act, 2015, Pub. L. No. 113-235,
128 Stat. 2129, 2336-37 (Dec. 16, 2014).
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responsive.?’ However, several deficiencies that we had reported in prior
years and which IRS had previously resolved reemerged during this
year’s audit. Specifically, our audit tests during fiscal year 2015 identified
control deficiencies relating to ineffective monitoring and implementation
of policies and procedures IRS put in place to address the pervasive
control deficiencies we reported as a significant deficiency over hard copy
taxpayer receipts and information during fiscal years 1997 through
2007.% These deficiencies, which we intend to report separately to
management, involve controls designed to prevent unauthorized access
to IRS facilities and hard copy taxpayer receipts and related sensitive
information.

Congressional and taxpayer expectations for safeguarding receipts and
associated taxpayer information are justifiably high, and as IRS strives to
create efficiencies in this area by leveraging technology and better
utilizing available resources, it is critical that IRS continues to monitor and
maintain the effective internal control necessary to appropriately mitigate
the significant risk related to this activity and ensure that operating
effectiveness of controls does not deteriorate over time.

Preventing and Detecting Fraudulent Refunds Based on Identity
Theft

Tax refund fraud associated with identity theft is a complex and rapidly
changing threat facing the nation’s tax system. Identity theft refund fraud
occurs when a refund-seeking identity thief obtains an individual's
identifying information, such as a Social Security number, and uses it to
file a fraudulent tax return. Identity theft refund fraud burdens taxpayers
who have had fraudulent tax returns filed in their names because they
must deal with delays as they authenticate their identities with IRS.
Identity theft refund fraud takes advantage of IRS’s “look-back”
compliance model. Because of pressures to issue refunds quickly, under
this model, rather than holding refunds until completing all compliance

20\We have reported these deficiencies and recommendations to address them, as well as
IRS’s associated corrective actions, in various management and status of
recommendations reports to IRS. See, for example, GAO, Management Report:
Improvements Are Needed to Enhance the Internal Revenue Service’s Internal Control
over Financial Reporting, GAO-15-480R (Washington, D.C.: May 29, 2015).

2lsee, for example, GAO, Financial Audit: IRS’s Fiscal Years 2007 and 2006 Financial
Statements, GAO-08-166 (Washington, D.C.: Nov. 9, 2007).
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checks, IRS issues refunds before fully verifying the information on tax
returns.?? After the refunds are issued, IRS performs further validation of
the tax return information, which has enabled IRS to detect significant
amounts of identity theft refund fraud after the fact.?

IRS continues to devote significant resources to address identity theft,
and continues to enhance its programs to detect, resolve, and prevent
identity theft-based refund fraud. For example, IRS (1) offers identity
protection personal identification numbers for past fraud victims to help
them prevent a recurrence of identity theft,?* (2) uses identity theft filters
to screen returns during tax return processing, and (3) investigates third-
party leads regarding suspected identity theft refund fraud. While the
estimates have inherent uncertainty, for tax filing season 2014, IRS
estimated that approximately $25.57 billion in identity theft refund fraud
was attempted. Of this amount, IRS prevented approximately

$22.45 billion in identity theft refunds (88 percent) and paid $3.12 billion
(12 percent).?

2IRS is required to pay interest on a tax overpayment if the refund is issued more than 45
days after the last day prescribed for filing the return or, in the case of a return filed after
such last date, more than 45 days after the filing date. 26 U.S.C. § 6611(e). IRS informs
taxpayers to anticipate their refunds generally within 21 days after filing and actively tries
to meet this target. Therefore, IRS issues refunds after only doing some selected,
automated reviews of the information the taxpayers submit to verify identity (e.g., name
and Social Security number); filtering out returns with indicators of fraud, such as a
mismatched name and Social Security number; and correcting obvious errors, such as
calculation mistakes and claims for credits and deductions exceeding statutory limits.
Because of the need to issue refunds quickly, some of IRS’s refund validation steps are
not performed until after the refund is issued.

23such validation checks consist of looking for duplicate returns and matching tax returns
to third-party information provided to IRS by employers, financial institutions, and others.

24Identity protection personal identification numbers are single-use identification numbers
sent to identity theft victims who have validated their identities with IRS.

25The tax filing season is the period when IRS processes most tax returns and provides
services, including telephone, correspondence, and website assistance, for tens of
millions of taxpayers. IRS’s analysis on identity theft refund fraud covered filing season
2014, which occurred from January 1, 2014, to December 31, 2014.

26|RS's estimates for tax filing season 2014 cannot be compared to those of previous

years because of significant changes in its methodology. We are currently reviewing IRS’s
identity theft refund fraud estimates in a separate engagement.
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IRS has been exploring several possible pre-refund tools to better prevent
identity theft refund fraud. For example, IRS has been exploring the costs
and benefits of matching wage information that IRS receives from
employers (on Form W-2, Wage and Tax Statement) to tax returns before
issuing refunds. While IRS believes pre-refund Form W-2 matching could
prevent billions of dollars in estimated identity theft refund fraud, IRS
indicated that there would be costs for this matching. In addition, this tool
would likely require some combination of accelerated due dates for
information returns, a delayed start to the annual tax filing season,
delayed refund issuance, and investments in IRS information systems
with the capability of doing real-time matching.?’

Two other pre-refund options that the agency is exploring are (1) tracking
device identification numbers to determine when multiple returns are filed
from the same device (such as the same laptop computer) and

(2) authenticating the identity of a taxpayer before issuing a refund
through the use of security questions, passwords, and other techniques.
However, the options available to IRS in attempting to minimize identity
theft-related refund claims are affected by a number of constraints. For
instance, (1) the personal information contained in tax returns and related
information submitted to IRS is confidential and is protected from
disclosure except as specifically authorized by statute? and (2) the
benefits of more rigorous screening for potentially fraudulent tax returns
must be weighed against the adverse effects of increased taxpayer
burden as the closer scrutiny inevitably causes delays in the payment of
valid refunds to legitimate taxpayers.

IRS recognizes that refund fraud based on identity theft is a major
challenge affecting the agency and has responded to this threat with new
ways to combat it. If IRS is to minimize the effects of identity theft-related
refund claims on taxpayers and the associated loss to the federal
government, it is critical for IRS to continue to explore options available in
order to effectively identify, design, and implement the most appropriate

2’GAO, Identity Theft and Tax Fraud: Enhanced Authentication Could Combat Refund
Fraud, but IRS Lacks an Estimate of Costs, Benefits and Risks, GAO-15-119
(Washington, D.C.: Jan. 20, 2015).

2826 U.S.C. § 6103. The statute places limitations on IRS’s ability to share personal

information contained in tax returns with certain other entities affected by identity theft,
including law enforcement agencies.
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measures and internal controls for preventing and detecting identity theft-
related refund fraud.

Implementing Patient Protection and Affordable Care Act Tax-
Related Provisions

PPACA, enacted in March 2010, includes provisions to expand access to
public and private health insurance, including the creation of health
insurance exchanges, also known as marketplaces, in each state
beginning in 2014.2° In addition, PPACA made a number of changes
affecting the provision of private health insurance that involved numerous
complex changes to the nation’s tax laws. While some provisions took
effect immediately or retroactively, others are to take effect as late as
2018, requiring IRS’s responsibilities to increase each year.
Consequently, implementing PPACA’s tax-related provisions is a
significant undertaking for IRS and requires extensive coordination, not
only within IRS but also with multiple agencies and external partners.*
For example, IRS must work closely with partner agencies, such as the
Department of Health and Human Services’ Centers for Medicare &
Medicaid Services (CMS), to fully implement information systems that can
share data with other agencies. CMS has overall responsibility for key
federal systems supporting Healthcare.gov, the website through which
consumers access the marketplaces to shop for and enroll in private
health insurance coverage. IRS, along with several other federal
agencies, plays a key role in maintaining systems that connect with CMS
systems to perform eligibility-checking functions. A number of commercial
entities, including CMS contractors, participating issuers of qualified
health plans, agents, and others also connect to the network of systems
that support enrollment in coverage offered through the marketplaces.

2%ppACA requires the establishment of a health insurance exchange—referred to as a
marketplace—in each state where eligible individuals can compare and select among
insurance plans offered by participating issuers of health coverage. The Centers for
Medicare & Medicaid Services is responsible for overseeing the establishment of these
marketplaces, including creating a federally facilitated marketplace in each state that did
not establish its own.

30ppACA involves major health care stakeholders, including federal and state
governments, employers, issuers of qualified health plans, and health care providers. IRS
is one of several agencies accountable for implementing the legislation and has
responsibilities pertaining to 47 PPACA provisions.
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In addition to the necessary system coordination, IRS must work closely
with CMS concerning PPACA-related payments. For example, while CMS
management administers PPACA programs that process, approve, and
calculate the monthly Advance Premium Tax Credit (APTC), Cost-
Sharing Reduction (CSR), and Basic Health Program (BHP) payments to
qualifying individuals,®' IRS management is responsible for managing and
administering the federal appropriations used to pay the issuers of health
insurance plans to cover the payments.®? IRS is also responsible for
processing and paying the Premium Tax Credit (PTC)* to taxpayers and
for processing the Shared Responsibility Payment (SRP), which is paid to
IRS by taxpayers.** Further, IRS is responsible for the financial reporting
of PPACA-related payment transactions.

Because IRS relies on CMS for APTC, CSR, and BHP payment
information, any deficiencies in CMS’s controls over the payment
information could adversely affect the amounts reported on IRS’s financial
statements. Consequently, IRS must coordinate closely with CMS to
ensure that CMS has effective controls over the integrity of the payment
information that it provides to IRS. IRS must also continually monitor

31The APTC is generally available to eligible taxpayers and their dependents who are
(1) enrolled in one or more qualified health plans through a marketplace and (2) not
eligible for other health insurance coverage that meets certain standards. If eligible,
taxpayers may qualify for advance payments made directly to the issuers of the qualified
health plan in which the taxpayers enrolled. The amount of advance payments is
reconciled with the actual premium tax credit when the taxpayers file their tax returns.
CSR generally refers to costs that an individual must pay when using services that are
covered under the health plan in which the individual is enrolled. Common forms of CSR
include co-payments and deductibles. BHP refers to health benefits coverage program for
low-income individuals who would otherwise be eligible to purchase coverage through a
marketplace. See Pub. L. No. 111-148, 124 Stat. 119, § 1401, § 1402 and § 1331. 26
U.S.C. 8§ 36B sets forth the refundable credit for a qualified health plan.

325ee 26 U.S.C. § 36B.

33The PTC is generally available to help pay the cost of premiums for taxpayers and their
dependents with coverage through a marketplace who are not eligible for other health
insurance, such as employer-provided coverage, and with household incomes from100
percent to 400 percent of the federal poverty level, among other requirements. See 26
U.S.C § 36B. Individuals can choose to have the PTC paid in advance to their insurance
companies, thus lowering their monthly premium payments, or may claim all of the credit
when they file their tax returns.

34Under PPACA, individuals must pay a penalty, known as the individual SRP, if they do
not maintain certain levels of health care coverage for themselves and their dependents
and do not qualify for an exemption. Individuals who owed SRPs were required to report
the SRPs on their tax year 2014 tax returns, which were due in 2015. 26 U.S.C. § 5000A.
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these controls and develop procedures to mitigate any risks to IRS’s
financial reporting.

IRS has developed a strategic approach to implement this massive
program; however, it has continued to face ongoing management
challenges and risks as it proceeds. For example, in January 2015, IRS
began processing tax year 2014 tax returns, on which taxpayers were first
required to report health care coverage information.*® IRS also started
verifying taxpayers’ PTC claims using data from the marketplaces.3®
However, IRS’s ability to validate taxpayer-reported information was
hindered by the lack of complete, accurate, and timely information from
the marketplaces.®” This and other delays® outside of IRS’s control
resulted in IRS having limited information with which to verify (1) the 2014
health coverage, exemption, and SRP information that taxpayers reported
and (2) taxpayer's compliance with the health care coverage
requirements for tax year 2014. According to IRS officials, IRS is using its
standard examination processes to check the information taxpayers
report and, based on available resources, will balance its compliance

BIRS is responsible for ensuring that individuals, employers, and issuers of coverage
comply with certain reporting requirements. Beginning with tax year 2014, individuals are
required to report their health care coverage on Form 8962, Premium Tax Credit (PTC);
exemptions to the coverage requirement on Form 8965, Health Coverage Exemptions;
and any shared responsibility penalty on their Form 1040 and Form 1040A, U.S. Individual
Income Tax Returns, and Form 1040EZ, Income Tax Return for Single and Joint Filers
With No Dependents. See 26 C.F.R. §§ 1.5000A-0—1.5000A-5. Beginning with tax year
2015, health coverage issuers and certain large employers will be required to provide new
information returns, Form 1095-B, Health Coverage, and Form 1095-C, Employer-
Provided Health Insurance Offer and Coverage, respectively. See 26 C.F.R. 8§ 1.6055-1,
301.6056-1.

36At the time of filing, IRS’s system compares the information taxpayers reported on their
tax returns to information the marketplaces provided, potentially identifying math errors or
discrepancies with marketplace data.

37GAO, Patient Protection and Affordable Care Act: IRS Needs to Strengthen Oversight of
Tax Provisions for Individuals, GAO-15-540 (Washington, D.C.: July 29, 2015). Most
marketplaces did not submit complete 2014 coverage year data for their states to IRS by
the January 2015 due date. In addition, some marketplaces issued incorrect versions of
Form 1095-A, Health Insurance Marketplace Statement, to taxpayers. Form 1095-A
includes information on the covered individuals, the period of coverage, monthly
premiums, and the amount of APTC paid to the insurer on behalf of the taxpayer.

38ppACA required health insurance issuers and large employers to submit information
returns to IRS and taxpayers beginning with tax year 2014. In July 2013, the Department
of the Treasury provided transition relief to affected reporting entities by delaying the
reporting requirement until tax year 2015.
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Report on
Compliance with
Laws, Regulations,
Contracts, and Grant
Agreements

efforts related to the health coverage requirements issue with compliance
efforts on other issues.*® For tax year 2015 tax returns, IRS plans to begin
implementing additional PPACA provisions that will expand its capability
to verify compliance with the health care coverage requirements by using
information reported by health issuers and employers.

These ongoing and new implementation and compliance difficulties are
significant management challenges for IRS. Given the necessary
coordination between IRS, CMS, and the marketplaces, until these
challenges are fully addressed, IRS faces increased risks of processing
and issuing inaccurate PTC amounts to taxpayers and processing
inaccurate SRPs. Therefore, it is important for IRS to continue to work
closely with the agencies and external partners involved in carrying out
PPACA provisions in order to improve the timeliness and accuracy of the
information provided by those entities and ensure that valid and accurate
payments are processed.

In connection with our audits of IRS’s financial statements, we have
tested compliance with selected provisions of applicable laws,
regulations, contracts, and grant agreements consistent with our auditor’s
responsibility discussed below. We caution that noncompliance may
occur and not be detected by these tests. We performed our tests of
compliance in accordance with U.S. generally accepted government
auditing standards.

Management’s
Responsibility

IRS management is responsible for complying with laws, regulations,
contracts, and grant agreements applicable to IRS.

Auditor’s Responsibility

Our responsibility is to test compliance with selected provisions of laws,
regulations, contracts, and grant agreements applicable to IRS that have
a direct effect on the determination of material amounts and disclosures
in the IRS financial statements, and perform certain other limited
procedures. Accordingly, we did not test compliance with all laws,
regulations, contracts, and grant agreements applicable to IRS.

39GA0-15-540.
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Results of Our Tests for Our tests for compliance with selected provisions of applicable laws,

Compliance with Laws, regulations, contracts, and grant agreements disclosed no instances of

Regulations Contracts noncompliance for fiscal year 2015 that would be reportable under U.S.
’ ' generally accepted government auditing standards. However, the

and Grant Agreements objective of our tests was not to provide an opinion on compliance with

laws, regulations, contracts, and grant agreements applicable to IRS.
Accordingly, we do not express such an opinion.

Intended Purpose of The purpose of this report is solely to describe the scope of our testing of

Report on Compliance compliance with selected provisions of applicable laws, regulations,

with Laws Regulations contracts, and grant agreements and the results of that testing, and not to
' ' provide an opinion on compliance. This report is an integral part of an

Contracts, and Grant audit performed in accordance with U.S. generally accepted government

Agreements auditing standards in considering compliance. Accordingly, this report on

compliance with laws, regulations, contracts, and grant agreements is not
suitable for any other purpose.

In commenting on a draft of this report, the Commissioner of Internal

Agency Comments Revenue stated that IRS was pleased to receive an unmodified opinion
on its financial statements for the 16th consecutive year. He stated that
IRS is dedicated to continuing to improve its financial management,
internal controls, and information security. The complete text of IRS’s
response is reprinted in appendix Il.

Cheryl E. Clark
Director
Financial Management and Assurance

November 10, 2015
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“Taxes are what we pay for a civilized society "
Oliver Wendell Holmes, Jr., U.S. Supreme Court Justice
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IRS VISION, MISSION, AND ORGANIZATION
Vision

We will uphold the integrity of our nation’s tax system and preserve the public trust through our
talented workforce, innovative technology and collaborative partnerships.

Mission

Provide America's taxpayers top-quality service by helping them understand and meet their tax
responsibilities and enforce the law with integrity and fairness to all.

History

The IRS is one of the oldest bureaus in the United States Government. Article 1, Section 8 of
the Constitution gave the Federal Government the power to "lay and collect Taxes, Duties,
Imposts and Excises, to pay the Debts and provide for the common Defence and general
Welfare of the United States...” In 1862, President Lincoln and the Congress established the
Bureau of Internal Revenue and the nation's first income tax. In 1953, the Bureau of Internal
Revenue’s name was changed to the Internal Revenue Service (IRS).

Strategic Goals

The IRS 2014-2017 strategic goals provide a central direction for the attainment of our mission
and vision. Our strategic foundation for organizational excellence supplements the strategic
goals and describes the internal initiatives required to support our taxpayer-facing actions. Our
two primary strategic goals align to the service and enforcement areas.

Strategic Foundation for Organizational Excellence: Invest in our workforce and the
foundational capabilities necessary to achieve our mission and deliver high performance for
taxpayers and stakeholders.

Strategic Goal 1: Deliver high quality and timely service to reduce taxpayer burden and
encourage voluntary compliance.

Strategic Goal 2: Effectively enforce the law to ensure compliance with tax responsibilities and
combat fraud.

Employees

In FY 2015, the IRS employed approximately 90,000 people, including more than 16,200
temporary and seasonal staff.

Location

The IRS headquarters is located at 1111 Constitution Ave., NW, Washington, DC 20224. There
are also approximately 550 offices in all states and territories and some U.S. embassies and
consulates.
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Internet
The IRS provides tax information, taxpayer services, forms, and publications at www.IRS.gov.
Organization Structure and Accountability

The IRS has three commissioner-level organizations.

Commissioner, Internal Deputy Commissioner Deputy Commissioner
Revenue Service for Services and Enforcement | for Operations Support
(Specialized IRS units report (Reports directly to the {Reports directly to the
directly to the Commissioner's | Commissioner and oversees the Commissioner and oversees
Office) four primary operafing divisions and | the IRS support functions,
other service and enforcement facilitating economy of scale
functions) efficiencies and better
business practices)
* Chief Counsel * Wage and Investment Division * |nformation Technology
* Appeals * Large Business and International | » Agency-Wide Shared
« Taxpayer Advocate Service Division Services
* Equity, Diversity and * Small Business/Self Employed s Privacy, Governmental
Inclusion Division Liaison and Disclosure
« Research, Analysis, and * Tax Exempt and Government * Human Capital Office
Statistics Entities Division « Chief Financial Office
* Communications and + Criminal Investigation = Office of Planning,
Liaison » Office of Professional Programming, and Audit
+ Office of Compliance Responsibility Coordination
Analytics + Affordable Care Act Office
+ Office of the Chief Risk + Office of Online Services
Officer « Return Preparer Office
+ Whistleblower Office

Tax Statistics Highlights

FY 2015 Tax Stats at a Glance
Total Returns Processed 201 million
Total Returns and Other Forms Processed 244 million
Total Revenue Collected $3.3 trillion
Enforcement Revenue Collected $54.2 billion
Total Refunds and Outlays $403 billion
Avg. Individual Refund $2,735
E-File Rate — Individual 85.3%
E-File Rate — Business 47.0%
IRS.gov Page Views 2.0 billion
"Where's My Refund?” Usage 234.7 million
MNumber of Downloads from IRS. gov 132.6 million

Page 25

GAO-16-146

IRS’s Fiscal Years 2015 and 2014 Financial Statements




Management’'s Discussion and Analysis

INTERNAL REVEMUE SERVICE
Management's Discussion & Analysis
Fiscal Year 2015

FINANCIAL RESOURCES

The IRS's FY 2015 operating level was $10.95 billion, which is $345.6 million less than the
FY 2014 enacted level. The actual reduction is closer to $600 milion when including
approximately $250 million of unfunded requirements consisting of congressionally mandated
employee pay raises, benefits, and non-labor inflation. Compared to the FYY 2010 enacted level,
the IRS budget was reduced $1.2 billion, causing the IRS to implement severe controls on all
expenditures, including restrictions on replacing departed staff, which resulted in a reduction of
approximately 15,500 permanent employees during this period. When inflation is considered,
the operating level aligns closely with the FY 1998 budget, when there were 30 million fewer
individual and business return filers and the security of the tax return process was less costly.
In addition to the annually appropriated budget, IRS funding also included $1.2 billion from user
fees, offsetting collections, and unobligated balances from prior years and a mandatory transfer
in. This raised the IRS budget authority (discretionary and mandatory) to $12.2 billion.

Funding by Appropriations ($ thousands)

Taxpayer Services [$2,186,554] funds the
processing of tax retuns and related
documents, and assistance for taxpayers in

| Funding by Appropriation

ili i B Other Taspayer
filing returns and paying taxes due. Sysioms bt Serices
Madermization___ _18%
2% — .

Enforcement [$4,769,000] funds examination
of tax returns, collection of balances, the N
administrative and judicial settlement of Stpaost
taxpayer appeals of examination findings, as
well as providing resources for strengthened
enforcement to reduce invalid claims and erroneous filings associated with the Earned Income
Tax Credit (EITC) program as well as other refundable tax credits.

__Enforcement

Operations Support [$3,699,446] funds overall planning, direction, and support for the IRS,
including shared service support related to facilities services, rent payments, printing, postage,
and security. This appropriation funds headquarters policy and management activities such as
corporate support for strategic planning; communications and liaison; finance; human
resources; equity, diversity and inclusion; research and statistics of income; and necessary
expenses for information systems and telecommunication support, including development,
security, and maintenance of the IRS’s information systems.

Business Systems Modernization [$290,000] funds capital asset acquisitions of information
technology systems to modernize key tax administration systems.

In addition to the core appropriations, the IRS has the following appropriations (special funds):

Other Resources: User Fees [$390,578] from payment for services provided and [$2671,770]
from prior year balances brought forward October 1; Offsetting Collections Resources
[$116,332], Unobligated Balance Transferred In (50 percent Carryover) [$60,7716] and
Unobligated Balances [$363,828] brought forward October 1, and Mandatory Transfer of
[37.6 million] for the Spectrum Relocation Fund as directed in OMB SRF Pre-Transfer Guidance
to Agencies.

3
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Use of Resources

The IRS uses a cost allocation methodology to assign support and overhead costs to each
program described below. The Statement of Net Cost reflects the use of IRS resources in
conducting its major programs and reports the full cost of these programs in accordance with
the Statement of Federal Financial Accounting Standards No. 4, "Managerial Cost Accounting.”

s Taxpayer Assistance and Education activities [five percent] include taxpayer education
and outreach, tax publication issuance and distribution.

+ Filing and Account Services activities {32 percent] include filing tax returns, maintaining
customer accounts, processing taxpayer information, providing service to taxpayers, and
resolving issues.

+ Compliance activities [62 percent] include pre-filing agreements, document matching,
examination, collection, and criminal investigation activities.

e Administration of Tax Credit Programs' [one percent] primarily includes costs for Earned
Income Tax Credit (EITC) program activities.

In addition to EITC, which is the single largest refundable tax credit program, the IRS also
administers 16 other tax credit programs whose costs are reflected in the IRS Financial
Statements.

How IRS Uses Its Resources Use of Resources (3)
Program FY 2015 FY 2014
Adwinisiraion ot Taxpayer $636,687 $607,745
0"PT5' Creat and Assistance and
S Filng and Education
Account
b Filing and Account $3,906070 | $3,828087
Services
Compliance $7.672,207 $8,030,757
b Administration of 3153872 $164,621
Tax Credit
Programs

PERFORMANCE SUMMARY

Enforcement of the tax law is an integral part of the IRS effort to enhance voluntary compliance,
especially as tax administration becomes increasingly complex. The IRS has maintained a

¥ Prier to fiscal year 2012, this program also included the costs of administering the health coverage tax credit (HCTC) which was
discontinued in 2014. Obligations made prior to discontinuation are now included under Filing and Account Services activities,
except for costs related to HCTC obligations made prior to FY 2012, which remain here,

4
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The Nonfiler/Late-filer Survey is another behavioral study designed to help the IRS understand
the drivers of nonfiling and gather burden data to populate the IRS Taxpayer Compliance
Burden Model (TCBM). The study is conducted as an expansion of the postfiling TY 2014
Taxpayer Compliance Burden Survey. The Nonfiler/Late-filer Survey population consists of
individuals who received an Automated Substitute for Return (ASFR) notice and subsequently
filed the related return. Qualitative data such as the reason(s) that these taxpayers did not file
on time, what prompted them to finally file a return, and a matrix rating the burden associated
with post-filing activities will help the IRS improve the taxpayer experience. The data from the
study will provide additional insights into the issues associated with individuals who are at risk to
stop filing and inform refinement of treatments for those individuals who do fail to file a required
return.

Another FY 2015 behavioral study focused on understanding the impact of penalties on
taxpayer behaviors, specifically as they relate to future voluntary compliance. Research,
Analysis, and Statistics (RAS) completed an initial paper describing this research and outlining
future efforts to understand how accuracy-related penalties and failure-to-pay penalties
influence taxpayer behavior.

Beyond applying principles of behavioral economics to the design and analysis of outreach and
enforcement treatments, RAS has been analyzing the salience and flow of information
associated with these treatments on subsequent behavior by both the treated taxpayer as well
as the indirect effects on other taxpayers that might be aware of the occurrence of the
treatment. This indirect effects research is being conducted for outreach, examination,
collection, and penalty research projects.

PERFORMANCE GOALS, OBJECTIVES, AND RESULTS

The IRS continues to focus on its mission to provide America's taxpayers top-quality service and
helping them understand and meet their tax responsibilities and enforce the law with integrity
and fairness to all.

The IRS needs to create an integrated approach to identify, capture, evaluate, retrieve, and
share the IRS’s information assets. These assets will need to include databases, documents,
policies, procedures, and previously un-captured expertise and experience (including
institutional knowledge) possessed by individual employees.

If IRS is to realize its desired future state, specialized audits and risk data analysis technology
will need to be part of the mainstream and not simply for auditors. In order to manage and
minimize exposure to tax fraud and identity theft, a more integrated information system is
required to perform more robust analyses that will quickly and more accurately identify unusual
cases within the data system. Our focus needs to be on anomaly and fraud detection, along
with network intrusion, and other infrequent events that may have great significance but are
hard to find.

Qutreach and education programs help to build partnerships with various groups so that the
agency can better understand their needs and tailor assistance, updates, and information to
them. Education needs to be focused on helping businesses and individuals meet their tax
obligations and better inform them about compliance.
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+ Created a new webpage, Helpful Tips for Effectively Receiving a Tax Refund for
Taxpayers Living Abroad, to help overseas taxpayer receive their tax refunds in a timely
manner.

+ |mplemented six YouTube videos to demonstrate navigating international webpages on
www.IRS.gov, providing guidance to international individual taxpayers to determine their
filing requirements and filing status, their need for an ITIN, and their qualifications for
foreign tax credits and foreign earned income exclusion.

The IRS also streamlined processes to better serve taxpayers. One example is the
streamlined Voluntary Closing Agreement Program (VCAP). Announcement 2015-02 Tax-
exempt Bonds (TEB) Voluntary Closing Agreement Program: Relief from violation of
qualified ownership and use requirements for qualified 5071(c)(3) bonds describes a
streamlined process for bond issuers to resolve violations and allows organizations to
participate whose exempt status was revoked then reinstated. The IRS plans to expand this
service approach to other challenges facing tax-exempt bond issuers.

¢ Objective 2. Deliver clear and focused outreach, communications and education
programs to assist taxpayer understanding of tax responsibilities and emerging tax
laws

The IRS continued to communicate with taxpayers to reduce their compliance burden and
increase understanding of their tax responsibilities through outreach and education
campaigns, including social media efforts, to reach key taxpayer segments, which include
the underserved, multilingual, international, and tax-exempt communities.

For the 2015 filing season, the IRS launched a major consumer education campaign, in
partnership with tax professional organizations, to help taxpayers choose tax return
preparers wisely and understand the different categories of tax return preparers. The IRS
released multiple communications including a Fact Sheet titled “Understanding Who You
Pay to Prepare Your Tax Return” and a video titled "Choose a Tax Preparer Wisely." The
IRS also unveiled IRS.gov/chooseataxpro, a page that explains the different categories of
professionals, and a new partner page on IRS.gov that provides links to the web sites of
national non-profit tax professional groups, which can help provide additional information for
taxpayers seeking the right type of qualified help.

The IRS used social media tools to share the latest information on tax changes, initiatives,

products and services to help taxpayers better understand their tax responsibilities.

FY 2015 highlights include:

+ |ssued 67 tax tips and three "Special Edition” tax tips for the 2015 filing season, with all
translated to Spanish. Subscriptions to Tax Tips have grown to more than 632,000
subscribers, a seven percent increase compared to last fiscal year.

+ Displayed more than 100 filing season Tax Tips videos on the IRS YouTube channels.
Podcasts for each of these videos were also available in English and Spanish as MP3
file downloads on IRS.gov.

* |ssued more than 4,900 tweets to the Corporate Twitter accounts and more than 325
Tumblr posts.
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Office Exam National Quality Review Score: During FY2015, declines occurred in 14 of the
17 quality attributes. Each Field Exam Area has a quality improvement action plan and an
assigned quality champion. Beginning in FY 2016, SBSE Exam and W& will hold bi-monthly
calls to address developing issues with respect to the return preparer visitations and to ensure
all agents understand actions required of them.

Examination Quality-Large Business: The 86 percent was a result of low scores in Standard
1 (Planning), Standard 2 (Inspection) and Standard 4 (Workpapers and Reports). Actions
currently underway to improve this score include direct feedback to Revenue Agents, outreach
presenting the Quality Standards and ways to affect case quality improvement, quarterly
CENTRA sessions to highlight and discuss actions for areas of improvement, and one-on-one
report outs to industry analysts in each industry.

Automated Underreporter Coverage: The shortfall was attributable to the effect of leave
during the first quarter of the fiscal year, and the SBSE Compliance Realignment. The original
target of 2.6 percent was set using the pre-realignment workplan. Due to a shift in FTE and
work streams, the overall closures were reduced. The consolidated phone sites are now able to
handle calls from any taxpayer. This will improve efficiency and free resources to work the
paper cases.

Field Collection National Quality Review Score: The shortfall in NQRS is primarily related to
a decline in the timeliness measures. This is a result of training occurring during the fourth
quarter of last year when 38 percent of the Field Revenue Officers (ROs) were off-line for
almost two weeks and all ROs were off-line for Continuous Professional Education for another
week. This training interrupted case timeliness, resulting in missed follow-up deadlines.
Timeliness measures were also impacted by the need to reassign inventory after 100 ROs were
moved into Offers-in-Compromise and Advisory and Abusive Tax Avoidance Transactions
{(ATAT) positions and another 369 were promoted, both events occurring in mid-late FY 2014,
Other low scoring attributes include Verify/Analyze, Ability to Pay and Compliance. In order to
improve these measures all Field Collection Areas developed and implemented action plans to
ensure focus on workload management and case actions critical to timely case resolution. This
will ensure all required actions, such as verifying financial statements and conducting
compliance reviews, are completed prior to case closure. However, due to the timing of case
closures and reviews, it could take up to 10 months after implementation before the score
results begin to reflect the benefit of these plans.

SYSTEMS CONTROLS AND LEGAL COMPLIANCE

The IRS continued to enhance financial management and appropriate controls that are an
integral compeonent of all IRS programs.

Federal Managers’ Financial Integrity Act (FMFIA)

The IRS provides a qualified statement of assurance that its internal controls and financial
management systems meet the objectives relative to FMFIA Sections 2 and 4 due to the
existing material weakness in internal control over financial reporting related to unpaid tax
assessments, and the IRS financial management systems do not substantially comply with
FFMIA. In addition, the IRS continues to be in noncompliance with the Improper Payments
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2. PREVENTING AND DETECTING IMPROPER REFUNDS FROM IDENTITY THEFT

Summary of Major Issues: The IRS must respond to challenges created by the large number
of identity theft-based refund claims it receives by recognizing and mitigating fraudulent claims
and minimizing burden on the victims of identity theft.

Actions Taken™:

» Recognized and mitigated fraudulent claims.
o Stopped more than 30,000 fraudulent prisoner returns with associated refunds of
over $1.2 billion.
Identified 796,161 potential identity theft fraud cases, representing over $4.7 billion in
government revenues protected by the Return Review Program
Identified 1,070,803 potentially fraudulent returns representing $6.8 billion in revenue
protected by the Electronic Fraud Detection System. Shut down 1,474 false IRS
phishing/websites shutting down these schemes within a median of 30 minutes from
detection. The IRS shut down 588 malware sites
* Provided specialized outreach and education campaigns to help taxpayers avoid identity
theft. Social media outreach included YouTube videos, Tumblr posts, Twitter tweets, and
information on the IRS Facebook page.
¢ Continued the External Leads program collaboration efforts with software developers,
banks, and other industries to determine how to better partner to address identity theft and
prevent federal monies from reaching the hands of identity thieves. This partnership
recovered more than $813 million.

*See TIGTA Management Challenge 4: Fraudulent Claims and Improper Payments on page 66 for additional actions
taken.

Actions Planned or Underway for FY 2016 and Beyond:

+ Report on findings from the data exchange pilot with state departments of correction and
the feasibility of steps to mitigate prisoner refund fraud that do not include agreements to
exchange information.

* Report on the results of the Security Summit initiatives addressing fraud identification,
information assessment, cybersecurity framework, and raising taxpayer awareness and
communication.

o Test new tax-return related data elements to gain understanding of potential use in
pre-refund authentication and identity theft refund fraud detection.
Continue the external leads program to detect and mitigate emerging IDT refund
fraud patterns and schemes. Develop a standardized industry leads requirement.

o Examine best practices in Identity Proofing and Trusted Source Authentication that
can potentially be adapted or leveraged for the tax ecosystem.

o Collaborate with Security Summit participants in communication efforts to reach an
increasingly diverse set of taxpayers.

® GAO 15-173 refers to GAQ, Identity Thefi: Additicnal Actions Could Help IRS Combat the Large, Evolving Threat
of Refund Fraud, GAO-14-633 (Washington, D.C.: Aug. 20, 2014)
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+« Protect and preserve critical IRS data by implementing additional records management
efforts to electronically archive email by January 2017 and, to the extent possible, all
permanent records by January 2020,

+ Update policy and develop procedures for monitoring the IRS's inventory of external
interconnections and ensuring all appropriate agreements are approved and in place
before interconnections are established.

2. IMPLEMENTING THE AFFORDABLE CARE ACT AND OTHER TAX LAW CHANGES

Summary of Major Issues: Correctly implement new tax provisions, including tax-related
health care provisions of the Patient Protection and Affordable Care Act (ACA).

Implementing the Affordable Care Act

Actions Taken:

In order to ensure that the public, our partners in federal and state government, and the health
care exchanges are fully versed in the details of ACA, the IRS took a number of steps to
maintain open and active lines of communication, such as:

s Created and deployed communication products related to ACA tax provisions,
payments, credits, and other subjects through various channels, including the
http:/www.irs.gov/aca site.

+ Ensured consistency of messaging through continuous, open dialog and coordination
with partners such as federal and state agencies, tax practitioners, software developers,
and others.

+ Consolidated taxpayer outreach activities within the Wage & Investment division,
expanded customer service options, and created new VITA program training on ACA.

To improve on our filing season successes, the IRS also took steps to clarify provisions of the
act as well as the forms and supporting documentation required by:

+ Correcting mailing address issues on Form 8947, Report of Branded Prescription Drug
Information, to improve routing and reduce processing time and errors.

* Using existing tax data and information from the Food and Drug Administration (FDA) to
improve communication with medical device taxpayers in order to ensure that Form
720, Quarterly Federal Excise Tax Return filing requirements were met.

+ Engaging with tax practitioners and other external stakeholders on filing season issues
such as incorrect Forms 1095-A, Health Insurance Marketplace Statement, issued by
the Centers for Medicare & Medicaid Services (CMS); missing or incomplete Forms
8962, Premium Tax Credit, and clarification of exemption processing.

o The IRS received millions of information returns, Forms 1095-A, from the
Healthcare Marketplaces via the CMS Data Hub. Certain taxpayers initially
received Forms 1095-A from Marketplaces that contained erroneous
information. Treasury provided relief to taxpayers who had already filed their
returns using the erroneous forms at the time the error was announced by
relieving them of the obligation to file an amended return unless they
voluntarily chose to do so.

o As of the end of June, approximately 3.2 million taxpayers have filed Form
8962, three million of whom reported Advanced Premium Tax Credit (APTC).
These taxpayers reported a total of approximately $10 billion in APTC of the
approximately $15.5 billion the Marketplaces paid out in 2014.
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» Deployed the Payment Mix Comparison Tool (PMCT) pilot, which allows tax
professionals to use the same analytics the IRS uses to identify potential underreported
income and therefore improve voluntary reporting of cash receipts by businesses.

+ Prepared information on potential misapplication of the foreign income exclusion to use
in outreach activities to the Merchant Marine population.

+ Established a team to research the extent and nature of partnership misreporting and
the effectiveness of examinations in detecting misreporting.

+ Piloted the use of data from Form 1099K, Payment Card and Third Party Network
Transactions, to identify non-filed returns and, based on the findings, incorporated the
information as part of the IRS's non-filer program.

+ |mplementation of a Federal Tax Deposit Alert test intended to explore how changes to
the timing and nature of alerts and notices affect voluntary compliance.

+ Delivered a successful Small Business Week campaign - including traditional and social
media outreach as well as a video portal with webinars

* Engaged with taxpayers to increase awareness of Online Payment Agreement (OPA)
options available through the OPA page of the IRS.gov web site.

Finally, to ensure that revenue officer inventory levels were maintained at close to full capacity
while ensuring the inventory levels are commensurate with the complexity of the cases, the IRS
issued a memorandum reminding Field Collection group managers to ensure that their revenue
officer inventory levels are within current inventory levels and are appropriate, taking into
account the complexity of the cases.

Actions Planned or Underway for FY 2016 and Beyond:

In the coming year the IRS will follow up on many of the projects and initiatives instituted during
the current fiscal year. Efforts will include:

+ Increasing the frequency of Federal Tax Deposit Soft Notice Letters to ensure earlier
contact with taxpayers that are predicted to owe taxes at the end of the quarter.

+ Determining the Merchant Card program's goals and strategy.

+ Evaluating whether the current inventory ranges for revenue officers are appropriate as
part of the ongoing study on the complexity of Field Collection cases.

« Analyzing partnership data for the purposes of understanding how many partnership
structures will be impacted by proposed tax law change and determine the potential
impact to the partnership examination process.

+« Evaluating existing policies and procedures for backup withholding requirements on
information returns, determining if changes need to be made, and developing next
steps.

Additionally, the IRS expects to undertake a number of other initiatives related to tax
compliance and identity theft. Actions will include:

+ |Incorporating calendar year 2015 Refund Hold extract data into the existing Delinquent
Return Refund Hold program, and using that data to determine whether measures
should focus on dollars collected, filing compliance, or inventory.

« Reviewing approximately 500 tax year 2013 business return filings for identity theft
cases and any new returns systemically identified by the newly developed filters.

Page 87 GAO-16-146 IRS’s Fiscal Years 2015 and 2014 Financial Statements




Management’'s Discussion and Analysis

Page 88 GAO-16-146 IRS’s Fiscal Years 2015 and 2014 Financial Statements




Management’'s Discussion and Analysis

Page 89 GAO-16-146 IRS’s Fiscal Years 2015 and 2014 Financial Statements




Management’'s Discussion and Analysis

Page 90 GAO-16-146 IRS’s Fiscal Years 2015 and 2014 Financial Statements




Management’'s Discussion and Analysis

Page 91 GAO-16-146 IRS’s Fiscal Years 2015 and 2014 Financial Statements




Management’'s Discussion and Analysis

Page 92 GAO-16-146 IRS’s Fiscal Years 2015 and 2014 Financial Statements




Management’'s Discussion and Analysis

Page 93 GAO-16-146 IRS’s Fiscal Years 2015 and 2014 Financial Statements




Management’'s Discussion and Analysis

Page 94 GAO-16-146 IRS’s Fiscal Years 2015 and 2014 Financial Statements




Management’'s Discussion and Analysis

Page 95 GAO-16-146 IRS’s Fiscal Years 2015 and 2014 Financial Statements




Management’'s Discussion and Analysis

Page 96 GAO-16-146 IRS’s Fiscal Years 2015 and 2014 Financial Statements




Management’'s Discussion and Analysis

Page 97 GAO-16-146 IRS’s Fiscal Years 2015 and 2014 Financial Statements




Management’'s Discussion and Analysis

INTERNAL REVEMUE SERVICE
Management's Discussion & Analysis
Fiscal Year 2015

FINANCIAL HIGHLIGHTS

Revenue and Refund Trend Information

FY 2015 revenue receipts collected by IRS increased to $3.3 trillion from $3.1 trillion in
FY 2014. Federal tax revenues are collected through six major classifications: individual
income and FICA/SECA, corporate income, excise taxes, estate and gift taxes, railroad
retirement, and federal unemployment taxes.

FY 2015 tax refund and outlays activity totaled $403 billion, representing an increase of almost
7.8 percent from FY 2014. Federal tax refunds include refunds of tax overpayments, payments
for interest, and disbursements for refundable tax credits such as Earned Income Tax Credit
and the Additional Child Tax Credit.

Excise Tax Trust Fund

The Quarterly Federal Excise
Tax Return, Form 720, reports
taxpayer liability for excise
taxes. Taxpayers make

Liability Quarter Ended
December 2012 - | December 2013
September 2013 — September
2014

periodic deposits in advance of S o A et | $12.867 400,487 | $13.601,102.077
fiing the return. These Fund

deposits are classified as ["Bpack Lung Disability $570,661,246 |  $574,405,800
Federal Excise Tax. After the Trust Fund

IRS receives and processes | Highway Trust Fund $38,340.971,476 | $39.608,225 227
the returns, the IRS certifies Total $51,779,132,209 | $53,783,733,104

amounts for several trust

funds. Amounts reported on the Statement of Custodial Activity are for fiscal year collections
(October 1 through September 30). Because Form 720 reporting requirements are completed
after receipt of most of the deposits, the certification amounts will not match the amounts
collected in the fiscal year. The table shows revised receipts certified to the Airport and Airway
Trust Fund, Black Lung Disability Trust Fund, and the Highway Trust Fund for the eight liability
quarters from December 2012 through September 2014. The Department of the Treasury
prepares the warrants and allocations to the trust funds.

Analysis of Unpaid Assessments — Most Unpaid Assessments Are Not
Receivables and Are Largely Uncollectible

The unpaid assessment balance includes amounts owed by taxpayers who file returns without
sufficient payment as well as amounts assessed through the IRS enforcement programs. As
reflected in the supplemental information to the IRS FY 2015 Financial Statements, the unpaid
assessment balance was $389 billion as of September 30, 2015, and $201 billion (52 percent)
of this balance consists of interest and penalties. Furthermore, the total outstanding balance of
IRS unpaid assessments is largely uncollectible because it is composed mostly of compliance
assessments and write-offs. Under federal accounting standards, unpaid assessments require
taxpayer or court agreement to be considered federal taxes receivable. Assessments not
agreed to by taxpayers or the courts are considered compliance assessments and are not
considered federal taxes receivable. Assessments considered to have no future collection
potential are called write-offs. The following provides detail on unpaid assessments:
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Performance Measures Descriptions

Appendix A

“Percent of Major T

The percentage of Major IT Investments that are within the +/-10% threshold
Investments within +/- 10% for cost. The cost variance is measured from the initial cost estimate versus
Cost Variance current cost estimate.
Percent of Major IT The percentage of Major IT Investments that are within the +/-10% threshold
Investments within +/- 10% for schedule. The schedule variance is measured from the initial schedule
Schedule Varianee estimate to the currenl schedule est'rrnate

.E’*_“L__-

Customer Service The number of toll free callers that either speak to a Customer Service
Representative (CSR) Level of | Representative or receive informational messages divided by the total
Service _ number of attempted calls.
Customer Contacts Resolved | The number of Customer Contacts resclved in relation to staff years
per Staff Year expended.

Customer Accuracy — Tax
Law Phones

The percentage of correct answers given by a live assistor on Toll-free tax
law inguiries.

Customer Accuracy — The percentage of correct answers given by a live assistor on Toll-free
Customer Accounts (Phones) | account inquiries.

o The percentage of critical individual filing season tax products (tax forms,
E:I.::;‘l?:ls;ﬁ:: ritis o Tax schedules, instructions, publications, tax packages, and certain notices
Products to thegPublic required by a large number of filers to prepare a complete and accurate tax

return) available to the public in a timely fashion.

Timeliness of Critical TE/GE &
Business Tax Products to the

Percentage of critical other tax products, paper and electronic, available to
the public in a timely fashion.

Public

Percent Individual Returns The percentage of electronically filed individual tax returns divided by the
Processed Electronically total individual returns filed.

Percent Business Returns The percentage of electronically filed business tax returns divided by the
Processed Electronically total business returns filed.

Refund Timeliness — The percentage of refunds resulting from processing Individual Master File
Individual (Paper) paper returns issued within 40 days or less.

Taxpayer Self Assistance The percentage of taxpayer assistance requests resolved using self-

Rate

assisted autornated servu:es

. e i andcombaEad
The sum of all individual 1040 returns closed by Small Business/Self
Employed (SB/SE), Wage & Investment (W&I), Tax Exempt and

ﬁ:ﬂ;“uf;??ggremge‘ Government Entities (TE/GE), and Large Business and International (LB&I)
(Field Exam and Correspondence Exam programs) divided by the total
individual return filings for the prior calendar year.
: The score awarded to a reviewed field examination case by a Quality
:wlgl Exam Nat'| Quality Reviewer using the National Quality Review System (NQRS) quality
eview Score attributes
Office Exam Nat'l Quality The score awarded to a reviewed office examination case by a Quality
Review Score Reviewer using the NGRS quality attributes.
Average of the scores of the Large Business Return (LER) cases reviewed
Examination Quality — Large by LB&| Quality Measurement System (LQMS). Case scores are based on
Business the percentage of elements passed within each of the four auditing

standard.
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Appendix A

Performance Measures Descriptions (Continued)

Goal 2: Effectively enforce the law to ensure compliance with tax responsibilities and combat fraud

(Continued)

Examination Coverage —

The number of LB& returns (C and S Corporations with assets over
$10 million and all partnerships) examined and closed by LB&I during the

:;illlsi[:l?s Assets >$10 current fiscal year divided by the number of filings for the preceding calendar
year,
The sum of all individual 1040 returns closed by SB/SE, W&I, TE/GE, and

m;“::ﬁ:‘o?;;dmw_ LB&| (Field Exam and Correspondence Exam programs) divided by the total
Full-Time Equivalent (FTE) expended in relation to those individual returns.

Automated Underreporter The total number of W&l and SB/SE contact closures (a closure resulting from

(AUR) Efficiency a case where IRS made contact) divided by the total FTE, including overtime.
A percentage representing the total number of W&I and SB/SE contact

?:&;Tgt:‘?#“?m’m“er closures (a closure resulting from a case where SBSE and W&| made

ag contact) divided by the total return filings for the prior year.
lecti N The volume of collection work disposed compared to the volume of collection
i) E::verage oaty work available.
Collection Efficiency — Units | The volume of collection work disposed divided by total collection FTE.

Field Collection Nat'l Quality
Review Score

The score awarded to a reviewed collection case by a Quality Reviewer using
the NQRS quality attributes.

Automated Collection
System (ACS) Accuracy

The percent of taxpayers who receive the correct answer to their ACS
question.

Criminal Investigations
Completed

The total number of subject criminal investigations completed during the fiscal
year, including those that resulted in prosecution recommendations to the
Department of Justice as well as those discontinued due to a lack of
prosecution potential.

Number of Convictions The number of criminal convictions.

Conviction Rate The percent of adjudicated criminal cases that result in convictions.
Conviction Efficiency Rate The cost of Criminal Investigation's (Cl) program divided by the number of
($) convictions.

TE/GE Determination Case The number of cases closed in the Employee Plans or Exempt Crganizations
Cl es Determination programs, regardless of type of case or type of closing,
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Performance Measurement Data

Appendix B

Percent of Major IT Investments within +/- 10% Cost

2012

2013

2014

J 1 50.0% 0% B6.7% 90.0% 73.7%
Variance
Percent of Major IT Investments within +/- 10% Schedule 90.0% 83.3% 100.0% 90.0% 89.5%

Variance'

i

Customer Service Representative (CSR) Level of Service 67.6% 60.5% 64.4% 38.0% 38.1%
Customer Contacts Resolved per Staff Year 16320 | 20767 | 21,018 | 21,000 26,245 |
Customer Accuracy — Tax Law Phones 93.2% 95.7% 95.0% 92.0% 95.0%
Custi A y — Cust Accounts (Ph ) 95.6% 96.0% 96.2% 94.0% 95.5%
;Ln;ﬁtness of Critical Filing Season Tax Products to the a7 2% 58.9% 99.1% 95.0% 89.0%
Timeliness of Critical TE/GE and Business Tax Products

to the Public 94.5% 83.6% 88.7% 95.0% 92.6%
Percent Individual Returns Processed Electrcnically B80.5% 82.5% 84.1% B4 6% B85.3%
Percent Busi Returns Pi d Electronically 36.7% 40.2% 43.1% 46.5% 47.0%
Refund Timeliness — Individual (Paper) 99.7% 99.0% 98.7% 94.0% 98.8%
Taxpayer Self Assistance Rate 78.5% 83.3% 84.7% 85.0% 88.7%

Examination Coverage — Individual 1.0% 1.0% 0.9% 0.8% 0.8%
Field Examination National Quality Review Score 87.4% 89.2% 88.4% 89.6% 86.7%
Office Examination National Quality Review Score 91.3% 90.3% 90.6% 90.2% 33.3L
Examination Quality — Large Business™ 92.0% 83.0% 90.0% 86.0%
Examination Coverage — Business (assets >$10M) 6.2% 5.6% 4.3% 3.8% 3.9%
Examination Efficiency — Individual (1040) 142 142 138 135 148
Automated Underreporter (AUR) Efficiency 2,041 2,025 1,935 2032 2,209
Automated Underreporter (AUR) Coverage 3.2% 2.8% 2.6% 2.6% 2.3%
Collection Coverage - Units 48.1% 47.0% 45.9% | 438% 46.3% |
Collection Efficiency — Units 1,997 2,057 2,051 2173 2,448
Field Collection National Quality Review Score 80.4% 81.4% 81.6% 81.6% 79.2%
Automated Collection System (ACS) Accuracy. 04.7% 94.4% 95.20% 54.0% 95.3% |
Criminal Investigations Completed 4 837 5,557 4,606 3,800 4 486
Number of Convictions 2,634 3,311 3.110 2,700 2,879
Conviction Rate 93.0% 93.1% 93.4% 92.0% 93.2%
Conviction Efficiency Rate ($) $270,511 | $211,048 | $231,103 | $243000 | $221,782
TEIGE Determination Case Closures 87,000 65 877 136,746 o0 942 111,940

! Starting in FY 2015, this measure includes all major IT investments (BSM and non-BSM) whereas in the previous years
it was only BSM.
2 Beginning in FY 2013, targets include an increase in base user fees.

As a result of program changes that occurred in the Large Business and International {LB&I) organization, starting in

FY 2013, a new Examination Quality - Large Business measure replaced the two previous LB&I quality measures;
Examination Quality - Industry and Coordinated Industry.
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Appendix C
Long-Term Measure Definitions
Long-Term Measure Definition
Voluntary Compliance Rate The amount of tax paid on timely returns divided by
the amount of tax that should have been paid fora
given year
American Customer Satisfaction Index | Overall individual taxpayer satisfaction with tax return
(ACSI) filing process for both paper and electronic filing.
Employee Engagement Using 11 questions from OPM annual survey

(formerly Federal Human Capital Survey, currently
Employee Viewpoint Survey), the IRS has developed
an index that measures employee engagement and
is using the index to compare itself to other large
Federal agencies with 20,000 or more civilian
employees.

Enforcement Satisfaction Score The enforcement satisfaction score attempts to
measure the extent to which taxpayers contacted as
part of the IRS compliance efforts feel that the
process was satisfactory. It attempts to measure
taxpayer interactions independent of the ultimate
outcome of the enforcement activity

Service Satisfaction Score The service satisfaction score attempts to measure
the extent to which taxpayers who contacted the
Service for assistance feel the service provided was

satisfactory.

E-file Rate (Individual) Percent of all major tax returns filed electronically by
Individuals.

E-file Rate (Business) Percent of all major business returns filed
electronically by businesses, and tax-exempt entities.

IT—Endto End The availability of software and system components
of 10 critical IRS systems from 15 of the largest IRS
locations.

IT — Portal Availability Availability to the customer.

Software Currency Proportion software products on critical systems
within one version of the current release.

Service Interactions Processed The percent of electronic interactions conducted by

Electronically taxpayers relative to the total number of service

interactions conducted by taxpayers across all
channels (currently measured using individual
taxpayer payments)

Service Interactions Available The percent of electronic services available to the
Electronically taxpayer on IRS.gov relative to the most frequent
services provided to the taxpayer across all
channels, including web, phone, walk-in, and mail.
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Appendix D
Long-Term Measure Data
Long-Term Measure FY 2014-2017 IRS Update FY 2017
Strategic Plan (Year) Target

(Year)

Voluntary Compliance Rate 83% Not Available 86%
(2011)

American Customer Satisfaction Index (ACSI) 72 73 75%
(2013) (2014)

Employee Engagement 8" of 15 8" aof 15 Top quartile
(2013) (2014)

Enforcement Satisfaction Score 72% 73% 75%
(2012) (2014)

Service Satisfaction Score 91% 89% 94%
(2013) (2014)

e-file Rate for Individual Returns 83% 85.3% 90%
(2013) (2015)

e-file Rate for Business Returns 40% 47.0% 50%
(2013) (2015)

End to End 99% 99.77% 99%
(2014) (2015)

Portal Availability 100% 100% 100%
(2014) (2015)

Software Currency 75% 75% 85%
(2014) (2015)

Service Interactions Processed Electronically 23% 32.3% 50%
(2014) (2015)

Service Interactions Available Electronically 50% 53.0% 75%
(2014) (2015)
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Financial Statements

Internal Revenue Service
Statement of Budgetary Resources
For the Years Ended September 30, 2015 and 2014

(In Millions)

2015 2014

Budgetary resources

Unobligated balance, brought forward, October 1 s 1,088 $ 994

Recoveries of prior vear unpaid obligations 95 115

Other changes in unobligated balance (109) (86)

Unobligated balance from prior year budget authority, net 1,074 1,023

Appropriations (discretionary and mandatory) 11,344 11,657

Spending authority from offsetting collections (di ionary and latory) 130 154
Total budgetary resources 5 12,548 ] 11,834
Status of budgetary resources

Obligations incurred  (Mote 12) s 11,530 s 11,746

Unobligated balance, end of year:

Apportioned 611 648

Exempt from apportionment 7 8

Unapportioned 400 432

Total unobligated balance, end of vear 1,018 1,088
Total budgetary resources 3 12,548 5 12,834
Change in obligated balance

Unpaid obligations, brought forward, October 1 (gross) s 1,329 5 1,296
Obligations incurred 11,530 11,746
Outlays (gross) (11,382) (11,598)
Recoveries of prior year unpaid obligations {95) (115)

Unpaid obligations, end of year (gross) 1,382 1,329

Uncollected pavments, federal sources, brought forward, October 1 (38) (31)
Change in uncollected customer payments from federal sources 14 (7)

Uncollected payments, federal sources, end of year (24) (38)

Memorandum (non-add) entries:

Obligated balance, start of year 1,291 1,265
Obligated balance, end of year 5 1,358 5 1,291
Budget authority and outlays, net

Budget authority, gross (di ionary and datory) s 11,474 s 11811
Actual offsetting collections (discretionary and mandatory) {144) (147)
Change in uncollected customer payments from federal sources (discretionary) 14 (7)
Budget authority, net (discretionary and mandatory) 5 11,344 5 11,657
Outlays, gross (discretionary and mandatory) s 11,382 s 11,598
Actual offseting collections (di ionary and datory) (144) (147)
Crutlays, net (discretionary and mandatory ) 11,238 11,451
Distributed offsetting receipts (352) (323)
Agency outlays, net (discretionary and mandatory) 5 10,886 5 11,128

The accompanying notes are an integral part of these statements,
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Financial Statements

INTERNAL REVENUE SERVICE
Motes to the Financial Statements
For the Years Ended September 30, 2015 and 2014

Note 2,  Fund Balance with Treasury

{In Millions}) 2015 2014
General funds 5 2,156 ] 2,088
Special funds 206 279
Revolving funds 7 7
Other funds 1 -
Fund balance with Treasury L] 2,370 $ 2,370
{In Milllons) 2015 2014
Unebligated balances:
Available $ 618 $ 656
Unavailable 400 432
Obligated balance not yet disbursed 1,358 1,201
Non-budgetary FEWT (6) (9)
Status of fund balance with Treasury § 2370 $ 2,370
Note 3.  Other Assets
{In Millions) 2015 2014
Intra- With the Intra- With the
gover | Public gover 1
Accounts receivable, net k) 10 3 8 5 26 9
Advances - 8 - T
Other assets $ 10 $ 14 $ 26 16
Note 4.  Cash and Other Monetary Assets
{In Millisns) 2015 2014
Imprest fund 3 5 7
Other monetary assets 450 385
Cash and other monetary assets $ 455 $ 392

6
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INTERNAL REVENUE SERVICE
Motes to the Financial Statements
For the Years Ended September 30, 2015 and 2014

NoteS.  Federal Taxes Receivable, Net and Due to Treasury

{In Billions} 2015 2014
Federal taxes receivable $ 171 $ 156
Allowance for uncollectible taxes receivable (130) (118)

Federal taxes receivable, net and due to
Treasury $ 41 $ 40

Federal taxes receivable consists primarily of tax assessments, penalties. and interest not paid or
abated, which were agreed to by the taxpaver and the IRS or upheld by the courts. The Allowance for
uncollectible taxes receivable represents the difference between the gross Federal taxes receivable and
the portion estimated to be collectible based on projections of collectability from a statistical sample
of taxes receivable. Federal taxes receivable, net is the portion of gross Federal taxes receivable
estimated to be collectible, and due to Treasury is the offsetting liability to be transferred to Treasury
when collected.

Note 6.  Non-entity Assets

{In Millions} 2015 2014
Intra- With the Intra- With the
governmental Public governmental Public
Due from Treasury $ 3,025 S - % 4722 $ -
Federal taxes receivable, net - 41,000 - 40,000
Other monetary assets - 450 - 385
Non-entity assets $ 3,025 $ 41,450 $ 4722 $ 40,385

Non-entity assets are not available for use by the IRS. Federal taxes receivable are collected for the
U.S. Government, but the IRS does not have the authority to spend them.

17
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Motes to the Financial Statements
For the Years Ended September 30, 2015 and 2014

The IRS has 17 internal use software projects, continued:

Modernized e-file (MeF) is an electronic filing system for tax returmns.

PPACA is the development and implementation of systems to support tax administration
responsibilities.

RRACS adds enhancements to financial reporting of taxpayer receipts and adds traceability
between summary records and the detailed subsidiary ledger (CDDB).

Return Review Program (RRP) is an automated system designed to maximize fraud detection
at the time tax returns are filed.

Security and Technology Infrastructure Release (STIR) is the infrastructure for information
technology security.

Deployed Internal Use Software

2015 Net 2014 Net
Accumulated Book Book
{In Millions) Cost Depreciation Value Value
MeF $ 381 5 (290) - a1 5 121
CADE 2 259 (129) 130 167
PPACA 612 (54) 558 219
IFS 167 (154) 13 15
E-Services 141 (141) - -
AMS 78 (34) 44 49
STIR 76 (78) - =
RRP BE (14) 52 61
IRDM 59 (25) 34 43
FATCA 116 (12) 104 28
Customer Communications 25 (23) e =
ESM 16 (18) - -
Internet Refund Fact of Filing 15 (15) - -
cDDe 8 (8) - 1
IPS 8 (3) 5 B
KISAM 6 (4} 2 3
RRACS 7 (5) 2 3
Other [} (8) < =
Deployed internal use software $ 2,048 $ {1,013} $ 1,035 $ 716
Work in Process Internal Use Software

[In Millions} 2015 2014

PPACA 5 108 5 225

RRP 15 15

FATCA 55 20

Work in process internal use software $ 178 $ 260
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INTERNAL REVENUE SERVICE
Motes to the Financial Statements
For the Years Ended September 30, 2015 and 2014

Note 15, Fiduciary Activities

20135
{in Millions} 20X6737 20X6738 20X6740 206741 Total
Fiduciary net assets, beginning of year 5 - 5 18 5 - % - 5 18
Contributions g 9 29 10 57
Disbursements to and on behalf of
beneficiaries (9) (14) (29) (10) (62)
Decrease in fiduciary net assets - (5) - - (5)
Fiduciary net assets, end of year $ - $ 13 $ - $ - $ 13
2014
{In Millions) 20X6737 20X6738 20X6740 20X6741 Total
Fiduciary net assets, beginning of year 5 - § a3 $ - $ - $ 3
Contributions ] 12 22 10 53
Disbursements to and on behalf of
beneficiaries )] 27N (22) [414)] (68)
Decrease in fiduciary net assets - (15) - = (15)
Fiduclary net assets, end of year $ = $ 18 5 - $ - 5 18

In fiduciary fund 20X6738, the fiduciary net assets, end of year balances are pending a tax matler
resolution.

In accordance with the SFFAS No. 31. Accounting for Fiduciary Activities, fiduciary cash and other

assets are not assets of the Federal Government. The IRS has four fiduciary funds not reported on the
balance sheet:

* Internal Revenue Collections for Northern Mariana Islands 20X6737
¢ Coverover Withholdings — U.S. Virgin Islands 20X6738
+ Coverover Withholdings — Guam 20X6740
¢ Coverover Withholdings — American Samoa 20X6741

Internal Revenue Code (26 USC) Section 7654 governs the tax coordination between the governments
of the United States and the U.S. territories of the Northern Mariana Islands, the U.S. Virgin Islands,
Guam, and American Samoa.

The collections of federal income taxes withheld from U.S. military and federal employees working in
these U.S. territories are maintained in fiduciary funds of the IRS. The disbursements of these
collections to these ULS. territory governments represent the transfer of the individual tax liability for a
taxable year.

26
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INTERNAL REVENUE SERVICE
Other Information - Unaudited
For the Years Ended September 30, 2015 and 2014

The following table summarizes refundable tax credits in excess of tax liabilities and other outlays
paid in FY 2015 and FY 2014,

{In Millions} 2015 2014

Earned Income Tax Credit $ 60,084 $ 60,087
Additional Child Tax Credit 20,592 21,490
Health Care Tax Credit - 23
Individual Alternative Minimum Tax (AMT) Credit 7 (515]
Corporate Alternative Minimum Tax (AMT) Credit 152 29
American Opportunity Tax Credit 4,153 4,244
Build America and Recovery Zone Bonds 3,489 3,586
Qualified Zone Academy Bonds 52 54
Qualified School Construction Bonds 643 621
Qualified Energy Conservation Bonds 34 32
Mew Clean Renewable Energy Bonds 28 29
Adoption Tax Credit 16 58
Small Business Health Insurance Tax Credit 38 74
Therapeutic Discovery Grants - 1
Premium Tax Credit * 20,926 10,957
Cost Sharing Reduction 5,080 2,110
Basic Health Program (BHP) 1,228 -
Interest on Tax Refunds 1,061 1,038
Refundable tax credits and other outlays $ 117,574 % 104,519

*Includes advanced amounts for the Premium Tax Credit. Beginning in FY 2015, preliminary outlay amounts are
adjusted upward or downward baged on information from tax retwrns, In FY 2015 and FY 2014, total Premium
Tax Credit advances disbursed by the Center for Medicare and Medicaid Services totaled $23,770 and $10,957,
respectively. The FY 2015 advanced amount was adjusted downward based on tax return information.

36
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INTERNAL REVENUE SERVICE
Other Information - Unaudited
For the Years Ended September 30, 2015 and 2014

Individual Income Tax Liability as a Percentage of AGI
Tax Year 2013

30.0%

25.0%

20.0%

15.0%

Percentage

10.0%

5.0%

0.0%

[Income tax as a percentage of AGI

(All figures are estimates and based on samples provided by the Statistics of Income Office.)
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Appendix I: Management’s Report on
Internal Control over Financial Reporting

DEPARTMENT OF THE TREASURY
NTE SERVICE
24

ASHINGTON, D.C

R November 10, 2015

Ms. Cheryl E. Clark

Director, Financial Management and Assurance
U.S. Government Accountability Office

441 G Street, NW, Room 5474

Washington, DC 20548

Dear Ms. Clark:

The Internal Revenue Service's (IRS) internal control over financial reporting is a process
effected by those charged with governance, management, and other personnel, the objectives
of which are to provide reasonable assurance that: (1) transactions are properly recorded,
processed and summarized to permit the preparation of financial statements in accordance with
U.S. Generally Accepted Accounting Principles, and assets are safeguarded against loss from
unauthorized acquisition, use, or disposition; and (2) transactions are executed in accordance
with provisions of applicable laws, including those governing the use of budget authority,
regulations, contracts, and grant agreements; noncompliance with which could have a material
effect on the financial statements.

IRS management is responsible for maintaining effective internal control over financial reporting,
including the design, implementation, and maintenance of internal control relevant to the
preparation and fair presentation of financial statements that are free from material
misstatement, whether due to fraud or error. IRS management evaluated the effectiveness of
the IRS's internal control over financial reporting as of September 30, 2015, based on the
criteria established under 31 U.S.C. 3512(c), (d) (commonly known as the Federal Managers’
Financial Integrity Act).

Based on that evaluation, we conclude that as of September 30, 2015, IRS has one material
weakness in its internal control over financial reporting, specifically unpaid tax assessments.
The IRS’s financial management systems do not substantially comply with the requirements of
the Federal Financial Management Improvement Act. On this basis, management provides
qualified assurance that as of September 30, 2015, the IRS's internal control over financial
repomng was eﬁectwe

/ .

i x i /4' ;f:_.fu-«—-— November 10, 2015
.John A. Koskmen ) Date
Comm;ssioner

"( - November 10, 2015
Jsffre§ J Tribiano Date
Deputy;Wner Operatlons Support

November 10, 2015
Jéffrey S. Wallbaum Date

Aeting Chief Financial Officer
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Appendix Il: Comments from the Internal
Revenue Service

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

COMMISSIONER

November 5, 2015

Ms. Cheryl E. Clark

Director

Financial Management and Assurance
U.S. Government Accountability Office
441 G Street, NW, Room 5474
Washington, DC 20548

Dear Ms. Clark:

Thank you for the opportunity to comment on the draft report titled, Financial Audit:
IRS's Fiscal Years 2015 and 2014 Financial Statements. We are pleased that the
Internal Revenue Service ( IRS;I received an unmodified opinion on the combined
financial statements for the 16" consecutive year. The unmodified opinion demonstrates
that the IRS accurately accounts for approximately $3.3 trillion in tax revenue receipts,
$4083 billion in tax refunds, and $11 billion in IRS appropriated funds.

We are pleased the Government Accountability Office (GAO) recognized our continued
focus on securing information systems and protecting sensitive taxpayer and financial
information, including our efforts to further restrict access privileges on key financial
applications and our continued migration to multifactor authentication across the
agency.

The IRS finalized a long-term Unpaid Assessments action plan with linkages to key
financial reporting issues and GAO open recommendations, with nine prioritized actions
already added to the remediation plan for custodial financial management systems. In
addition, the IRS finalized actions to ensure Affordable Care Act Basic Health Pragram
payments were made fo states from the Premium Tax Credit account, developed a
reporting process, and established a Memorandum of Understanding with the Centers
for Medicare and Medicaid Services to provide reasonable assurance that controls are
operating effectively. The IRS also implemented new financial reporting to better identify
risk relative to erroneous refunds under the Foreign Account Tax Compliance Act. The
IRS is dedicated to continuing to improve its financial management, internal controls,
and information technology security posture.
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| want to recognize the GAO's support throughout the audit. While challenges remain,
the IRS has established its ability to consistently produce accurate and reliable financial
statements. We have a solid management team dedicated to promoting the highest
standard of financial management, and we continue to increase our focus on
information security and internal controls. We look forward to working with the GAO in
our efforts to continue to improve controls over financial reporhng

7 Smcerely.

(L j QQCQM

ohn A. Kosklne

(196283)
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