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March 13, lOOl 

The Honorab l e Doug Barnard, Jr. 
Cha i rman, Subcomm ittee on Commerce, 

Consumer, and Monetary Affa irs 
Comm ittee on Government Operat i ons 
House of Representat i ves 

Dear Mr. Cha i rman: 

Th i s report responds to your request that we rev i ew the Interna l Revenue Serv i ce’s program 
for detect i ng and pursu i ng i nd i v i dua l s who fa i l to report a l l  of the ir i n c ome on requ i red tax 
returns. It shows that the Serv i ce can improve th is program to make  sure that the nat i on’s 
vo l untary tax assessment system rema i ns strong. 

As arranged w ith the Subcomm ittee, un l ess you pub l i c l y announce its contents ear l i er, we 
p l an no further d istr ibut ion of th is report unt i l  3 0 days from the date of i ssuance. W e  wi l l  b e 
send i n g cop i es to the Secretary of the Treasury; the Comm iss i o ner of Interna l Revenue; the 
Director, Off ice of Management and Budget; and other i nterested part ies. 

Ma j or contr ibutors to th is report are l i sted in append i x  VI. If you have any quest i ons, p l ease 
ca l l  m e  on (202) 272-7904. 

S incere l y yours, 

Pau l  L. Posner 
Assoc i ate Director 
Tax Po l i c y and 

Admin i strat i on Issues 



Execut ive Summary 

Purpose The Interna l Revenue Serv i ce (IRS) est imates that $48 b i l l i on in 1987 
i n come taxes were not pa i d because taxpayers underreported the ir 
i ncome. IRS pr imar i l y ident if ies underreporters by com l&ter-match i ng 
i n come reported on informat ion returns (e.g., Form W-2) and on the i nd i- 
v i dua l  tax returns. For 1987, about ha lf of the 6.2 mi l l i on under-reporter 
cases that IRS pursued were unproduct ive-that is, taxpayers d id not 
owe add it i ona l taxes. 

The Cha i rman of the Subcommittee on Commerce, Consumer, and Mone- 
tary Affa irs, House Committee on Government Operat ions, requested 
that GAO determ ine whether IRS (1) cou l d improve computer match i ng to 
avo i d mi l l i ons of unproduct i ve under-reporter cases, and (2) was prema- 
ture ly c l os i ng underreporter cases where taxes had not been pa i d on 
i n come shown on informat ion returns. GAO a l so agreed to determ ine 
whether IRS was not ify ing the Soc ia l  Secur ity Admin i strat ion (SSA) after 
its underreporter work found errors in wages that were prev i ous l y 
reported to SSA. 

Background Every year, IRS rece i ves hundreds of mi l l i ons of informat ion returns 
from emp l oyers and others on payments to ind iv i dua ls, i nc l ud i ng wages 
that emp l oyers report to SSA on Forms W-2. IRS computer-matches these 
payments to i n come reported on the taxpayer’s return. If such i n come is 
not found, IRS opens a potent ia l underreporter case. 

IRS then determ ines wh i ch cases to refer to an IRS serv i ce center, on the 
bas i s of such factors as the pro jected taxes and costs from pursu i ng 
cases and ava i l ab l e resources. At a serv i ce center, a tax exam iner 
rev i ews the ind iv i dua l’s  tax return to determ ine whether (1) the i n come 
not found in the match was reported e l sewhere on the tax return or (2) 
the informat ion return incorrect ly reported the i ncome. If the i n come 
was correct ly reported on the informat ion return but cannot be found on 
the tax return, the tax exam iner attempts to contact the person to f ind 
out why. The ent ire process takes about 3 years. 

To ident ify ways that IRS’ computer match i ng cou l d be improved to 
reduce unproduct i ve cases, GAO ana l yzed 514 random ly se l ected cases 
from 6 1,000 unproduct i ve cases at Fresno Serv i ce Center for 1987-the 
most recent year data were ava i l ab l e. These cases i nvo l ved two types of 
i ncome-wages pa i d to emp l oyees (45,000 cases) and payments to se lf- 
emp l oyed persons (16,000 cases). These were among the largest of over 
30 types of underreporter cases and represented 27 percent of 229,000 
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Exe&be  Snmnu r y  

unproduct i ve c a s e s  c l o sed a s  of January 1990 at Fresno. GAO’S resu l ts 
have been est imated to the popu l at i on of 61,000. 

Resu l ts in B rief IRS’ underreporter program has been cost-effect i ve, but it cou l d  be more 
so. F r om 1982 to 1988, the percentage of nat i onw i de underreporter 
c a s e s  that were unproduct i ve i n creased from 54 percent to an est imated 
66 percent. Unproduct i v e c a s e s  (1) cost IRS mon e y  that cou l d  be spent 
pursu i ng taxpayers who  owe add i t i ona l  taxes and (2) burden honest 
taxpayers who  mus t  respond to IRS’ i nqu i r i es. 

At the Fresno Serv i c e Center, GAO found that IRS cou l d  h ave used more 
effect i ve computer match i n g  to avo i d  about 40 percent of the 61,000 
unproduct i ve 1987 wage  and se l f -emp l o yment cases. For examp l e ,  after 
the matc h  for 1987, IRS mad e  improvements to screen out unproduct i ve 
c a s e s  at its 10 serv i ce centers. One improvement was  to matc h  under- 
reported wage s  to another tax return l i ne that m i g ht a l s o s h ow wages. 
Had  IRS mad e  suc h  changes for 1987, it cou l d  h ave avo i d ed about 25 
percent of the unproduct i ve cases. GAO found further improvements that 
cou l d  h ave screened out another 15 percent of the unproduct i ve Fresno 
cases. 

Had  IRS’ and GAO’S proposed improvements been i n effect for 1987 and 
e l im i nated unproduct i ve cases, Fresno cou l d  h ave used the resources to 
pursue more product i ve underreporter cases, As  a resu lt, Fresno cou l d  
poss i b l y  h ave r e c ommend e d  up to $19 m i l l i o n i n add i t i ona l  taxes for 
1987. Further reduct i ons i n unproduct i ve c a s e s  m i g ht be ident i f i ed if IRS 
captured spec i f i c reasons for unproduct i ve c a s e s  on its man a g emen t  
i nformat i on system. 

GAO found that taxes had genera l l y  b een pa i d i n those c a s e s  IRS c l o sed b y  
determ in i n g that potent i a l  underreporters had not rece i ved the i n c ome 
in quest i on. Eve n  so, IRS d i d not not ify SSA when  the underreporter work 
ident i f i ed persons who  d i d not rece i ve wage s  that emp l o y ers reported to 
!%A. As  a resu lt, a lmost ha lf of SSA accounts that GAO rev i ewed cont i nued 
to overstate an est imated $44 m i l l i o n i n wages. Un l e s s  corrected, s u c h  
overstatements m a y  resu lt i n SSA pay i n g peop l e  more benef i ts than they 
are ent it l ed to rece i ve. 

GAO’s Ana l ys i s  
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Over Ha lf of the 1 9 8 7  About 32,000 (53 percent) of the 61,000 unproduct i ve cases occurred 
Unproduct i ve Cases Were because of three computer match prob l ems: (1) taxpayers reported 

Caused by Match Prob lems i n come on tax return l i nes not matched, (2) payers subm itted dup l i cate 
or mu lt ip le informat ion returns for the same taxpayer, and (3) the 
match d id not count spec if ic changes to i ncome that amended tax 
returns reported. Another 2,500 unproduct i ve cases were caused by 
ind iv i dua ls who organ i zed the ir bus i nesses as corporat ions or partner- 
sh ips. They prov i ded the ir Soc ia l  Secur ity numbers-rather than bus i- 
ness ident if icat ion numbers-to payers of i ncome to the bus i ness. Whe n  
payers used Soc ia l Secur ity numbers to report the i ncome, IRS’ match 
l ooked for it o n ind iv idua l tax returns. The match ident if ied the i nd iv id- 
ua l s as underreporters, even though they proper ly reported the i ncome 
on bus i ness tax returns. (See pp. 21-27.) 

After the match for 1987, IRS changed the match to avo i d many 
prob l ems that GAO found. If the changes had been in effect for 1987, IRS 
cou l d have avo i ded 15,000 (26 percent) of the 61,000 unproduct i ve 
cases. For examp l e, IRS dec is i on to match wages to another tax return 
l i ne wou l d have e l im inated a quarter of the 16,000 cases. (See p. 28.) 

GAO found further improvements to the 1987 match that wou l d have 
screened out a lmost another 9,500 (15 percent) of the unproduct i ve 
cases. For examp l e, IRS cou l d have i nc l uded even more tax return l i nes in 
the match’s search for i ncome. However, IRS off ic ia ls po i nted out that 
they wou l d have to cons i der whether do i ng so wou l d e l im inate produc- 
t ive underreporter cases. For examp l e, underreported wages m ight 
escape detect i on if the computer search incorrect ly assumes that i ncome 
reported on other l i nes offsets the underreported wages. IRS off ic ia ls 
sa i d they have procedures to min im ize th is prob l em, such as l im it ing the 
number of t imes that another l i ne can be used to reduce the underre- 
ported amount. (See pp. 2528, and 29.) 

In add it i on, IRS cou l d have used %A data to ident ify emp loyers who 
subm it dup l i cate Forms W-2 on wages pa i d to emp l oyees. As a resu lt, IRS 
cou l d avo i d even more unproduct i ve cases. IRS off ic ia ls were not aware 
that these SSA data cou l d b e used in th is fash i on unt i l Apr i l 1990. 
(See p. 26.) 

Further, by ana l yz i ng se l ected cases, GAO found that taxes had been pa i d 
o n most unproduct i ve cases that IRS c l osed after determ in i ng that 
someone other than the potent ia l  underreporter rece i ved the i ncome 
shown on informat ion returns. (See pp. 27 and 28.) 
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IRS’ management informat ion system does not ident ify spec if i c reasons 
for unproduct i ve cases. It on l y records genera l  resu lts, such as “no 
change to or ig ina l tax l iab i l ity.” As a resu lt, IRS occas i ona l l y does spec ia l  
stud i es to ident ify ways to avo i d unproduct i ve cases. A cod i ng system 
such as the one GAO used in its rev i ew cou l d prov i de IRS with the spec if i c 
reasons for unproduct i ve cases. (See pp. 30-31.) 

IRS Shou l d Prov ide SSA IRS d id not not ify SSA after the underreporter program found errors in 
W ith Corrected Wag e  Data wage data that emp l oyers prev ious l y reported to SSA. As a resu lt, SSA’S 

accounts for 7,060 of a se l ected 14,630 unproduct i ve wage cases at 
Fresno overstated wages by an est imated $44 mi l l i on. These cases 
i nvo l ved three reasons for unproduct i ve wage cases where IRS’ corrected 
data m ight have the most effect on SSA’S accounts. (See pp. 34-36.) 

A lthough SSA had requested a samp l e of the corrected wage data, IRS 
off ic ia ls sa i d the l aw regu lat i ng d i sc l osure of taxpayer informat ion may 
proh ib it such shar ing. GAO d i sagrees with th is narrow interpretat ion and 
be l i eves the data shou l d be prov i ded to ss~ to assure that peop l e are 
pa i d the proper amount of Soc ia l  Secur ity benef its. (See pp. 36 and 37.) 

Recommendat i ons To avo i d unproduct i ve underreporter cases, GAO recommends that the 
Commiss i o ner of Interna l Revenue mod i fy the computer match to (1) 
check more tax return l i nes for underreported i ncome, (2) ident ify more 
dup l i cate informat ion returns, and (3) count i n come reported on 
amended tax returns. 

GAO a l so makes recommendat i ons to the Commiss i o ner of Interna l Rev- 
enue on (1) not ify ing taxpayers to prov i de payers with bus i ness ident if i- 
cat ion numbers, (2) record i ng spec if i c reasons for unproduct i ve 
underreporter cases, and (3) prov id i ng ss~ with corrected wage data 
from the underreporter program. 

Agency Comments In a February 26, 1991, letter, the Commiss i o ner of Interna l Revenue 
genera l l y agreed with the recommendat i ons. He descr i bed changes that 
IRS had made and is mak i ng to improve the underreporter program. (See 
pp. 32 and 37 and app. IV.) 

In a February 22,1991, letter, the Commiss i o ner of Soc ia l  Secur ity 
strong ly supported the recommendat i on on IRS prov id i ng corrected wage 
data from its underreporter program to ss~. (See p. 37 and app. V.) 
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Chapter 1 

Introduct ion 
, 

Our tax system re l i es on taxpayers to vo luntar i l y assess the ir tax l ia- 
b i l ity, f i le returns, and pay taxes on t ime. W ithout vo luntary comp l i - 
ance, the Interna l Revenue Serv i ce (IRS) cannot adm in i ster the nat ion’s 
tax l aws. Peop l e who do not vo luntar i l y report a l l i n come on the ir tax 
returns ( i.e., underreporters) d im in i sh the pub l i c’s respect for and jeop- 
ard ize our tax system. Moreover, not report ing a l l i n come is unfa ir to 
honest taxpayers who must then bear a larger share of the tax burden. 
IRS est imated that $48 b i l l i on in federa l i n come taxes were not pa i d in 
1987 because peop l e d i d not report a l l the ir i n come when f i l i ng requ i red 
i n come tax returns. 

The IRS 
Underreporter 
Program 

IRS’ Nat iona l  Exam inat i on Div i s i on has pr inc ipa l respons ib i l i ty for over- 
see i ng po l i c i es and procedures on check i ng whether peop l e report a l l 
taxab l e i ncome. If an IRS exam iner, norma l l y at an IRS serv ice center, 
determ ines that a  taxpayer underreported such i ncome, IRS wi l l assess 
any add it i ona l taxes owed. However, if IRS f inds that the taxpayer d id 
not underreport, it c l oses that case without recommend i n g add it i ona l 
tax assessments, wh i ch makes the case unproduct i ve. 

IRS’ Underreporter Program detects potent ia l  underreporters when the 
i n come shown on informat ion returns (e.g., Form 1099 or Form W-2) 
cannot be found on the ind iv i dua l’s tax return1 IRS does th is through a 
computer match. Whe n  the match shows a tax return that does not 
report a l l i n come shown on informat ion returns, IRS creates a potent ia l  
underreporter case. 

Informat ion returns are subm itted by emp loyers, corporat ions, banks, 
and other payers. In 1989, IRS rece i ved a lmost 1 b i l l i on i nformat ion 
returns on var i ous payments, such as wages, interest, and d iv i dends. 
For examp l e, bus i nesses are requ i red to report annua l  payments of $600 
or more to se l f-emp loyed persons ( i.e., i ndependent contractors) or part- 
nersh i ps for serv i ces performed. These payments-referred to as non- 
emp l oyee compensat i on (NE)-are reported to IRS on Form 1099-MISC 
(Statement for Rec ip i ents of M isce l l aneous Income). 

For tax year 1987, IRS’ match ident if ied about 17.9 mi l l i on potent ia l  
underreporters. IRS d id not pursue about 11.7 mi l l i on of these ind iv id- 
ua l s for var i ous reasons, such as the sma l l  amounts of potent ia l l y unre- 
ported i n come compared to the costs of pursu i ng the case with the staff 
ava i l ab le. IRS sent the rema in i ng 6.2 mi l l i on cases to tax exam iners at 

1  Append i x  I l ists types of i nformat i on returns subm itted to IRS an d  the SSA. 
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serv i ce centers. For tax year 1988, IRS expects to send over 9 m i l l i on 
underreporter cases to serv i ce centers. 

IRS Process for 
Invest igat ing Potent ia l  
Underreporter Cases 

The underreporter program takes about 3 years to comp l ete from the 
t ime tax returns were to have been f i l ed. For examp l e, tax year 1987 
returns were due by Apr i l  1988, un l ess extens i ons were approved, and 
IRS comp l eted a l l  underreporter phases by December 1990. 

Dur i ng 1988, IRS entered 1987 tax returns and i nformat ion returns into 
its Ind i v i dua l  Master F i l e and Informat ion Returns Master F i l e, respec- 
t ive ly. Dur i ng ear l y 1989, IRS computer-matched the i nformat ion returns 
and tax returns to ident ify potent ia l  underreporter cases for over 30 
types of i n come. For examp l e, if the match showed that the taxpayer 
reported $30,000 in wages and Forms W-2 showed $40,000 in tota l 
wages for a person w ith the s ame n ame and Soc i a l  Secur i ty number 
(SSN), IRS created a potent ia l  underreporter case. 

IRS has var i ous checks to avo i d unproduct i ve cases. For examp l e, IRS 
programs its computer to match wages shown on Forms W-2 to certa in 
l i nes on the tax return-other than the wage l i ne-where taxpayers 
may  have erroneous l y reported the wages. A lso, to f ind errors by 
emp l oyers and other payers, the computer checks the va l i d i ty of the 
data on the i nformat ion returns, For examp l e, the computer checks 
whether the taxpayer’s n ame and SSN match on the i nformat ion return 
and tax return. IRS off ic i a l s sa i d the match i n g process for ident ify i ng 
potent ia l  underreporters is exact l y the s ame nat i onw ide because it i s 
done centra l l y at IRS’ Mart i nsburg Comput i n g Center. 

After the match for tax year 1987 ident if i ed potent ia l  underreporters, 
IRS sent cases that i nvo l ved enough underreported i n c ome to mer it 
rev i ew to serv i ce centers. There, tax exam i ners attempted to reso l ve the 
cases in two stages. In the f irst, they manua l l y  rev i ewed the tax return 
and re lated i nformat ion returns. In the rev i ew, they determ ined 
whether the i nformat ion return i n c ome that the computer match d i d not 
f ind on the tax return was reported on unmatched tax return l i nes. The 
case was unproduct i ve when the exam i ner c l osed it w ithout recom- 
mend i n g  add i t i ona l  tax assessments. For tax year 1987 returns, manua l  
rev i ews were done in the last ha lf of 1989 and the f irst ha lf of 1990. 

Cases st i l l  unreso l ved move d  into the second stage, where IRS tax exam- 
iners sent letters to taxpayers to ask why the i n c ome was not found on 
the tax return. If a reasonab l e exp l anat i on was prov i ded, such as the 
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taxpayer d id not rece ive the i ncome, IRS c l osed the case, w ithout recom- 
mend i n g add it i ona l taxes. Some taxpayers agreed that they under- 
reported the i ncome and pa i d the add it i ona l taxes, p lus interest and pen- 
a lt ies. Other taxpayers contacted d id not prov i de reasonab l e exp l ana- 
t ions and IRS assessed them the add it i ona l taxes, pena lt i es, and interest. 

SSA Also Needs Federa l  l aw requ ires emp loyers to send informat ion returns for wages 

Accurate Informat ion (Form W-2) to ss~, wh i ch records the data to estab l i sh a  person’s annua l  
earn i ngs. Rece i v i ng accurate wage data is cr it ica l to th is effort. SSA uses 

on Wages Pa id the data on earn i ngs to estab l i sh a  person’s ent it l ement to Soc ia l 
Secur ity benef its and the amount of benef its. A person must meet min- 
imum length of t ime and earn i ng requ i rements to qua l i fy. If qua l i f i ed, a 
person rece ives benef its based on the ir average l ifet ime earn ings. 

To improve the data’s accuracy, !%A has contro ls when process i ng the 
data to ident ify certa in emp loyer report ing errors. For examp l e, SSA can 
detect when the same emp loyer f i les two or more ident ica l wage reports 
for the same person for the same tax year. 

After process ing, !%A prov ides the data to IRS for use in its tax comp l i - 
ance programs, Under an i nteragency agreement, SSA prov ides IRS with 
computer tapes of the wage data. Th is agreement focuses on IRS’ and 
SSA’S jo int respons ib i l i t i es in the Comb i n ed Annua l  Wag e  Report i ng 
(CAWR) program.2 Further, the agreement states that IRS wil l share with 
ss~ pert inent resu lts from its taxpayer exam inat i ons and other invest i- 
gat ions, such as those in the underreporter program. 

Ob ject ives, Scope, and At the request of the Cha i rman, Subcommittee on Commerce, Consumer, 

Methodo l ogy and Monetary Affa irs, House Committee on Government Operat ions, we 
rev i ewed IRS’ underreporter program to determ ine whether 

. more effect ive computer match i ng cou l d reduce the mi l l i ons of under- 
reporter cases that n ow requ ire labor- intens ive manua l  rev iew by ser- 
v ice center staff on ly to f ind that no underreport ing ex isted, and 

. IRS was c los ing underreporter cases where taxes had not been pa i d o n 
i ncome shown on informat ion returns. 

%XWR attempts to reconc i l e a ny d i fferences in the annua l  amount of wages, among  other items, 
reported by emp l oyers to IRS o n  emp l oyment tax forms (e.g., Form 941) a n d  to SSA o n  W-2 forms. 
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Dur ing our in it ia l work, we found that IRS was not not ify ing SSA of errors 
in wage data found dur i ng its underreporter work. As a resu lt, we 
agreed with the Cha i rman to a l so see whether IRS’ corrected wage data, 
if shared, cou l d he l p SSA to improve the accuracy of the earn i ngs shown 
in its Soc ia l  Secur ity accounts. 

To prov i de h istor ica l perspect i ve on resu lts of the underreporter pro- 
gram, we co l l ected and ana l yzed IRS’ nat iona l stat ist ics for severa l  years. 
We  determ ined the types of i n come be i ng rev i ewed in the program for 
1987, amounts of revenue expected from it, and trends in unproduct i ve 
cases. We  d id not ver ify IRS’ data. These matters are d i scussed in 
chapter 2 of th is report. 

To determ ine h ow computer match i ng cou l d be improved to reduce 
unproduct i ve cases, we ana l yzed 514 unproduct i ve wage and NEC under- 
reporter cases for 1987 that the Fresno Serv i ce Center had c l osed as of 
January 1990. (Tax year 1987 was the most recent year be i ng rev i ewed 
by IRS.) We random ly se l ected these cases from an est imated un i verse of 
61,168 unproduct i ve wage and NEC cases.3 Of the 514 cases, we ran- 
dom l y se l ected 309 of the est imated 45,038 cases invo lv i ng wages and 
205 of the 16,130 cases invo lv i ng NIX payments. Our ana lys i s focused on 
the spec if i c reasons why IRS determ ined that these 514 potent ia l  under- 
reporters d id not owe add it i ona l taxes. We  a lso ana l yzed IRS’ recent man- 
agement stud ies to determ ine whether they ident if ied causes and 
poss i b l e so lut i ons for unproduct i ve cases. 

We  chose our samp l e from these 2 types of i n come because they were 
among the largest of the 30 types of underreporter cases at the Fresno 
Serv i ce Center. In tota l, they represented 27 percent of a l l unproduct i ve 
cases at Fresno, wh i ch had c l osed about 229,000 unproduct i ve under- 
reporter cases for 1987 as of January 1990. We  focused our work on the 
underreporter process at the Fresno Serv i ce Center because IRS off ic ia ls 
sa i d th is process is s im i l ar across a l l 1 0 serv ice centers and because of 
our staff’s ava i l ab i l i ty. Append i x II descr i bes our samp l i ng 
methodo l ogy. 

To determ ine whether IRS was c los i ng underreporter cases where taxes 
had not been pa i d on the i n come shown on informat ion returns, we ana- 
l yzed whether taxes were pa i d in 43 of the 309 wage cases from our 

3 T h e  or ig i na l samp l e was 6 9 3  from a un i verse of 71,709 wag e  a n d  NEC cases c l osed as unproduct i ve. 
However, IRS data for 7 9  cases were  not ava i l ab l e for our rev i ew or were  i ncomp l ete (see app. II). 
Therefore, we  e l im inated these cases from our samp l e a n d  ad j usted the un i verse to 61,168 cases. 
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Fresno samp le. These 43 cases invo l ved those where IRS determ ined that 
the potent ia l  underreporter d id not rece ive the d i sputed wages. 

In determ in i ng whether IRS’ underreporter data cou l d b e used by ss~ to 
assure that its Soc ia l Secur ity accounts were correct, we se lect ive ly 
rev i ewed 113 of the 309 wage cases where IRS’ underreporter work 
showed that emp loyers had prov i ded SSA with incorrect wage data. We  
rev i ewed the amount of wages shown in 8%‘~ accounts for the 113 cases. 
Append i x II has deta i l s o n  h ow we se l ected and ana l yzed the 113 cases. 

We  d i scussed the underreporter program procedures and po l i c i es with 
IRS off ic ia ls at the Nat iona l  Off ice and the Fresno Serv ice Center. We  
a lso v is ited %A Headquarters in Ba lt imore, Mary land, to d i scuss h ow ss~ 
uses wage data in Soc ia l  Secur ity programs. 

We  d id our f ie ld work from Apri l 1 9 9 0 through October 1990 in accor- 
dance with genera l l y accepted government aud it i ng standards. 
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Chapter 2 

IRS’ Informat ion Returns Program : An 
Important Too l for Assur ing vo luntary 
comp liance W ith Tax Laws 

Since f isca l year 1977, the number of informat ion returns rece i ved and 
processed for computer match i ng has i ncreased from 260 mi l l i on to 1 
b i l l i on in 1989.1 However, the percentage of underreporter cases that 
were unproduct i ve has i ncreased from 64 percent in tax year 1982 to an 
est imated 66 percent in 1988. S ince the cases requ ire manua l  rev i ew by 
serv ice center staff, the i ncrease in unproduct i ve cases means IRS spends 
a greater port ion of its resources pursu i ng taxpayers who do not owe 
add it i ona l taxes. 

Desp i te the i ncrease in unproduct i ve cases, the underreporfer program 
rema i ns a cost-effect ive method for detect ing unreported i ncome. In 
f isca l year 1989, the program recommended add it i ona l tax assessments 
of $1.9 b i l l i on at an est imated cost of $94 mi l l i on. 

If the number of unproduct i ve cases were reduced, IRS cou l d (1) use its 
staff on cases that are more l ike ly to generate add it i ona l tax revenues 
and (2) reduce the burden on taxpayers who must respond to IRS’ 
inqu iry about the apparent underreport ing. Two large categor i es of 
underreporter cases where reduct i ons are poss i b l e i nvo l ve wages and 
NEC payments to se l f-emp loyed persons, as d i scussed in chapter 3. 

Informat ion Returns The number of informat ion returns sent to IRS and processed ( i.e., infor- 

Rece i ved and 
Processed Have 

mat i on correct ly entered into the computer) for use in the underreporter 
program has i ncreased s ign if icant ly s i nce 1977. (See tab le 2.1.) Over 
t ime, IRS has improved methods for rece iv i ng and process i ng i nformat ion 

Increased Sign if icant ly returns, such as magnet i c med i a  report ing. 

Since 1977 

‘Data in th i i chapter come from IRS. We  have not ver if i ed or eva l uated the data or IRS methodo l o gy 
for est imat ing them. 
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Tab le 2.1: Number of Informat ion Returns 
Rece ived and Procerred in Se lected Numbers in mi l l ions F isca l Years, 1977- l 989 - 

Number of informat ion 
returns 

F isca l year Rece ived Processed 
Percentage 
processed 

1977 4 8 1  2 4 3  5 0% - 
1 9 8 1  5 6 8  5 2 5  9 2  
1 9 8 3  6 1 4  5 6 8  9 3  
1 9 8 5  8 3 2  8 0 1  9 6  
1 9 8 7  9 4 9  9 2 0  9 7  
1 9 8 9  9 8 9  9 7 7  9 9  

Source: IRS. 

Since 1977, the number of not ices (ca l l ed CP-2000) that IRS sends to tax- 
payers when the i ncome on an informat ion return cannot be found on a 
tax return has var ied. (See tab le 2.2.) 

Tab le 2.2: Number of Underreporter 
Not ices in Se lected F isca l Years, 1977- 
1909 

Numbers in mi l l ions 
F isca l year 
1 9 7 7  ---___ 
1 9 8 1  

Number of not ices 
0.42 
2.38 

1 9 8 3  2.84 

1 9 8 7  - 2.24 
1 9 8 9  3.65 

Source: IRS. 

Underreporter IRS’ underreporter program has been cost-effect ive. IRS’ data for f isca l 

Program Is a Cost- 
years 1984 to 1989 show that the program has regu lar ly generated from 
$12 to $21 in add it i ona l recommended taxes for every $1 spent. (See 

Effect ive Method of tab le 2.3.) For 1989, IRS est imated that about 3,100 staff-years wi l l b e  

Detect i ng used for the program at a cost of about $94 mi l l i on. For th is i nvestment, 
IRS pro jected add it i ona l recommended tax assessments of about $1.9 

Underreported Income b i l l i on. 
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IRS’ Monnat l on Returne Program i An 
important Too l  for AnsuIng Vo luntxry 
Comp l i a nce W ith Tax L awa 

Tab l e 2.3Mderreportttr Program 
Recommended Asbeesments and Costs, Do l l ars in mi l l i ons 
F&a l Years 1984-1989 Recommended 

F isca l years assessments costs Rat io 
1 9 8 4  $1.186 $ 6 2  19: l  
1 9 8 5  1,627 7 6  21: l  
1 9 8 6  1,808 a 5  21: i  
1 9 8 7  1,201 9 9  12: i  

1 9 8 8  1.817 9 8  19: l  
1989 1,945 9 4  21: l  

Source: IRS Data 

IRS Exam inat i o n off ic i a l s sa i d r ecommended assessments dropped so 
much  in f isca l year 198’7 because IRS had large l y been work i ng tax year 
1984 cases. For these cases, computer prob l ems caused d iff icu lt i es for 
IRS in process i ng the tax returns and i nformat ion returns. As a resu lt, 
IRS’ 1984 underreporter cases generated l ower recommended assess- 
ments in f isca l year 1987. 

Over Ha lf of IRS’ Although the underreporter program is cost-effect ive, man y  unproduc- 

Underreporter Cases t ive cases cont i nue to be sent to serv i ce centers for manua l  screen i ng. 
Unproduct i ve cases resu lt when the computer does not detect var i ous 

Are Unproduct i ve errors made  by (1) emp l oyers or other payers in subm itt i ng i nformat ion 
returns, and (2) taxpayers in f i l i ng tax returns, as d i s cussed in 
chapter 3. 

Over ha lf of a l l  underreporter cases for tax years 1982 to 1988 were 
unproduct i ve. (See f ig. 2.1.) The rate of unproduct i ve cases has 
i ncreased in recent years. IRS off ic i a l s sa i d a comb i nat i on of factors- 
new match i n g requ i rements, f luctuat ing work l oad, and i nexper i enced 
emp l oyees-probab l y caused th is i ncrease. 
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F igure 2.1: Summary of Unproduct ive 
U~derreporter Car& Tax vears 1982- 
1988 

Numbor of Undorroportor Caaea Rov l owed (In mi l l i ons) 
10 

I 

0 

6 

4 

a 

2 

1 

0 
I 

Tota l Under-reporter Case8 Rev i ewed 

II Tota l Unpmduct i ve Cases 

Note: 1987 and 1988 data are IRS est imates. 
Source: IRS data on the underreporter program. 

Two of the largest categor ies of underreporter cases invo lve wages and 
NEC payments. A lthough the match inc l udes over 30 categor ies, these 2 
made up at least 23 percent of the 6.2 mi l l i on cases rev i ewed nat i onw ide 
for 1987. (See f ig. 2.2.) 
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Compl iance With Tax Laws 

, 
F igure 2.2: Number of Undorreporter 
Caret Worked by Type of Income, Tax 
Year 1987 Combinatbns of Issues (5) 

Wages (1) 

NEC (1) 

8% 
Credit Discrepanc ies (1) 

Pens ions (2) 

Other Sing le Issues (27) 

Note: Numbers in parentheses represent the number of income or expense categor ies in the group. 
Combinat ion categor ies may inc lude wages or NEC along with other income or expense categor ies. 
Source: IRS data on the underreporter program. 

The nat iona l trend of unproduct ive wage and NEC cases has var ied more 
than for the who le program. The trend has ranged from 29 percent for 
1983 to 71 percent for 1987. (See fig. 2.3.) Wh i l e IRS did not have data to 
exp la in th is trend, chapter 3 examines the reasons why certa in wage 
and NEC cases in the Fresno Serv ice Center were unproduct ive for tax 
year 1987. 
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hnportant Too l for Assur ing Vo luntary 
Comp ltance With Tax Laws 

F igure 2.3; Summary of Unproduct ive 
Wage and NEC Underreporter Cases, 
Tax Year8 1982-1988 

3.8 Numbsr of Wags and NEC Csrr Rev l ewod (In ml l l l ans) 

2.5 

2.0 

1.1 

1.0 

0.8 

0 

Tax Year 

1 Tota l Wage and NEC Cases Rev i ewed 

Tota l Unproduct ive Wage and NEC Cases 

Note: 1987 and 1988 data are IRS est imates. 
Source: IRS data on the underreporter program 
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Chapter 3 

@ tS Can Ident ify and E lim inak More 
Unproduct ive Cases Through Improved 
Computer Match ing 

About 32,000 (63 percent) of 61,000 unproduct i ve wage and NIX under- 
reporter cases for 1987 at the Fresno Serv i ce Center occurred because of 
computer match i ng prob l ems. For examp l e, the computer match d id not 
search for i n come on a l l tax return l i nes where taxpayers may have 
reported the i n come shown on informat ion’returns. The other 47 percent 
of the cases were d iff icu lt to screen out by computer match i ng, wh i ch 
means that they requ i red manua l  rev i ews by serv ice center staff. 

After the match for 1987, IRS recogn i zed that improvements were 
needed and changed its computer match i ng to avo i d s ome prob l ems that 
had led to unproduct i ve cases. For examp l e, IRS’ match now inc l udes 
more l i nes on the tax return where taxpayers may report i ncome. If 
these changes had been in effect for the 1987 match, IRS cou l d have 
avo i ded as many as 16,000 of the unproduct i ve cases. However, we 
found further improvements were poss ib l e. 

Had IRS’ and our proposed improvements been made before the 1987 
match, Fresno Serv i ce Center wou l d have saved money by not pursu i ng 
unproduct i ve cases. The center cou l d have used these sav i ngs to pursue 
potent ia l l y more product i ve underreporter cases and cou l d poss ib l y 
have recommended an add it i ona l $18.7 mi l l i on in taxes for 1987. Sav- 
i ngs a l so are poss i b l e at IRS’ other n i ne serv ice centers, but we d id not 
have the data to est imate them. 

We  a lso found that IRS’ management informat ion system does not show 
the spec if i c reasons for unproduct i ve cases. As a resu lt, IRS must re ly on 
per iod i c stud i es of a sma l l  n umber of c l osed cases to ident ify ways to 
screen out unproduct i ve cases. IRS needs a system that shows these spe- 
c if ic reasons so that it can eva l uate poss i b l e computer match improve- 
ments without re ly i ng on spec ia l  stud ies. 

More Than Ha lf of the We found that 32,408 (63 percent) of the 61,168 unproduct i ve Fresno 

1987 Unproduct i ve cases on potent ia l  wage and NEC underreporters for 1987 occurred 
because of computer match prob l ems. Spec if ica l l y, the match d id not (1) 

Wage and NEC Cases search for i n come on tax return l i nes where taxpayers reported the 

Were Caused by i n come; (2) i gnore i n come shown on mu lt i p l e or dup l i cate informat ion 

Prob l ems W ith the 
Computer Match 

returns, but not earned by taxpayers; and (3) count add it i ons to spec if i c 
types of i n come that taxpayers reported on amended tax returns. (See 
tab le 3.1.) 

Y 
The rema in i ng 47 percent of the unproduct i ve cases were caused by 
prob l ems that were outs i de IRS’ immed i ate contro l and that may not be 

Psge 19 GAO/GGDB l -M Underreportma 



chapter a 
IRS Can Ident ify and El imtnate More 
Unproduct ive Cases Through Improved 
Computer Match ing 

eas i l y reso lved. These i nc l uded cases where taxpayers mistaken ly pro- 
v i ded the ir SSN rather than the ir bus i ness tax ident if icat ion number to 
payers of bus i ness i ncome. 

As a resu lt, many cases may cont i nue to requ ire manua l  screen i ng at 
serv ice centers. However, with more spec if ic informat ion on the reasons 
for unproduct i ve cases, a l ong with not ify ing taxpayers of the ir mis- 
takes, IRS may be ab l e to avo i d more unproduct i ve cases in the future. 

Tab le 3.1: Ed imated Number and 
Percentage of Unproduct ive Wage and 
NEC Cases at Fresno for Tax Year 1987 

Reasons for unproduct ive Wage cases NEC cases 
cases Number Percent Number Percent 

by Reason and Type of Correct ive Act ion Correct ivb ac. ion can be 
taken by IRS - 
Income reported on l ine not 
matched 6,946 15.4 7,616 47.2 
Dup l i cate and mu lt ip le 
informat ion returns 15,532 34.5 a a 

Amended tax returns a a a * 

Subtota ls 24,Oi 6 53.3 8,392 52.0 

Correct ive act ion diff icu lt to 
imo lementb 
Bus iness i ncome reported as 
persona l i ncome 

Misce l l aneousC 

Subtota ls 

Tota ls 

0 0.0 2,546 15.8 
21,022 46.7 5,192 32.2 
21,022 46.7 7,738 48.0 

45,038 100.0 16,130 100.0 

%ases in these categor ies are part of the subtota ls but are too few to do stat ist ica l ly re l iab le est imates. 

bThese prob lems wou ld be hard for the computer match to ident ify. 

%c ludes other than computer match ing prob lems, such as i ncome reported for the wrong taxpayer and 
less frequent prob lems with computer match ing, nontaxab le i ncome, i ncome reported on two or more 
l ines, among others. 

The fo l l ow ing sect ions d i scuss (1) reasons for some unproduct i ve cases, 
(2) the extent to wh i ch it is pract ica l for IRS to rev ise the match to avo i d 
unproduct i ve cases, and (3) whether IRS has deve l o ped or p l a nned 
improvements to avo i d the unproduct i ve cases. 

IRS Does Not Computer Each ind iv idua l i ncome tax return conta i ns one c lear ly l abe l ed l i ne o n 
Match All Return L ines wh ich taxpayers are to report wages. Simi lar ly, taxpayers are to report 

Where Income Is Reported NIX i n come on a few spec if ic l i nes on the return. Many of these wage and 
Nm l i nes are i nc l uded in the computer match. However, we found that 
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taxpayers reported wages or NFX i n come on l i nes not i nc l uded in the 
match. 

IRS instructs taxpayers to report wages on a tax return l i ne for wages, 
sa lar ies, and t ips. IRS’ computer program matches that l i ne to the wages 
and a l l ocated t ips reported by payers on the Forms W-2. 

In 16.4 percent of the wage cases (see tab le 3.1), taxpayers d id not owe 
add it i ona l taxes because the wages were reported on about 20 other 
l i nes from tax returns or attached schedu l es that IRS d id not match. We  
found that three of these l i nes accounted for a lmost a l l unproduct i ve 
wage cases.L,T&o l i nes were on the Form lOgO-“fu l ly taxab l e pens i on” 
and “other i ncome” -and the th ird l i ne was the “gross rece ipts” l i ne o n 
the Schedu l e C.2 

A 1989 IRS study on unproduct i ve cases recommended match i ng wage 
d iscrepanc i es to these three l i nes.3 IRS changed its cr iter ia for tax year 
1988 to match the pens i on l i ne but not the other two l ines. IRS off ic ia ls 
sa i d these two l i nes were not matched because they had no ev i dence 
that the prob l em was large enough. Even so, they acknow l edged that the 
costs to program and run the computer match wou l d not be h igh. 

Taxpayers a lso reported NEC i n come on l i nes not in IRS’ match. IRS 
i nstruct ions spec ify that taxpayers who are se l f-emp loyed shou l d report 
the ir NEC bus i ness i ncome e ither on Schedu l e C or Schedu l e F ( i.e., farm 
i ncome and deduct ions). 

In 7,616 (47 percent) of the unproduct i ve NIX cases (see tab le 3.1), tax- 
payers d id not owe add it i ona l taxes because the NEC i n come was 
reported on about 20 l i nes not matched by IRS. Our case ana lys i s s howed 
that about f ive of these l i nes accounted for a lmost a l l of these 7,616 
cases.4 These f ive l i nes i nc l uded the (1) taxab l e pens i on l i ne o n Form 
1040, (2) rents rece i ved l i ne o n Schedu l e E, (3) gross i ncome l ine o n 

‘Cases for e a c h  of these three l i nes were too few to d o  stat ist ica l ly re l i ab le est imates. 

‘Th is is attached to ind iv idua l tax returns to report bus i ness rece ipts a n d  deduct i ons, usua l l y from 
se lf-emp loyment. 

3 1RP Underreporter Screenout Study, TY 1984, February, 1 9 8 9 .  

4Cases for e a c h  of the f ive l i nes were too few to d o  stat ist ica l ly re l i ab le est imates. 
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Schedu l e F, (4) other i ncome l ine o n Schedu l e F, and (F3) re imbursement 
for expenses l i ne o n Form 2106.6 

IRS transcr ibes into its computer the first three l i nes descr i bed above. 
But IRS had not i nc l uded them in the match because it was uncerta in 
about h ow often taxpayers reported the NEC i n come on these l i nes. Fur- 
ther, the 1989 IRS study recommended match i ng to the re imbursement 
for expenses l i ne o n Form 2106. IRS has not matched to th is l i ne because 
of the perce i ved costs to transcr ibe data from the l ine. 

Us i ng IRS’ data on the cost to transcr ibe a l i ne from a tax return, we 
est imate that transcr ib ing these l i nes on a l l Forms 2106 and Schedu l e Fs 
wou l d cost $66,000. Transcr ib i ng these two types of l i nes wou l d a l l ow 
IRS to computer match to a l l pr imary locat ions where taxpayers in our 
samp l e reported NIX income. 

In rev iew ing our in it ia l resu lts, IRS off ic ia ls po i nted out that before 
dec i d i ng wh ich, if any, add it i ona l l i nes to use in the match, IRS needs to 
cons i der whether do i ng so wou l d inadvertent ly screen out product ive 
underreporter cases. That is, the more l i nes that the computer searches 
for i ncome-such as wages or NEC-the greater the l i ke l i hood that the 
match wi l l screen out an actua l under-reporter. For examp l e, an 
emp l oyee who fa i ls to report wages may escape detect i on if the com- 
puter search incorrect ly assumes that i ncome reported on other l i nes 
can be used to offset the amount ident if ied as underreported wages. 

A lthough it d i d not have stat ist ics on h ow often th is prob l em occurs, IRS 
has ways to min im ize it. For examp l e, IRS has estab l i shed pr ior it ies for 
offsett ing underreported i ncome to spec if ic l i nes on the tax return 
where such i ncome may be reported. IRS has procedures to govern wh i ch 
types of underreported i ncome and l i nes to offset first. 

Computer Match Does Not We found that some emp loyers and other payers erroneous l y i ssued 
Detect All Du p l icate or dup l i cate informat ion returns (e.g., Form W-2) for the same tax years 

Mult ip le Informat ion and taxpayer. Other emp loyers i ssued mu lt ip le returns to change one or 

Returns more incorrect data e l ements on or ig ina l returns. 

For examp l e, if a n emp loyer i ssues two W-2 forms on a taxpayer’s 
wages, IRS has a contro l that e l im inates one form if a l l data e l ements on 

6Taxpayers shou l d report renta l  i ncome a n d  deduct i ons o n  Schedu l e  E a n d  emp l oyee re lmbu l gements 
for bus i ness expenses o n  Form 2106. 
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both match exact ly. However, if a l l e l ements do not match, the i ncomes 
are comb i ned, even though on ly the i ncome on one W-2 was actua l l y 
earned by the taxpayer. Whe n  taxpayers report on ly the actua l i ncome, 
they wi l l b e  ident if ied as potent ia l  underreporters. These cases com- 
pr ised 34.6 percent of the unproduct i ve wage cases and a sma l l  port ion 
of NEC unproduct i ve cases. (See tab le 3.1.)” 

To improve th is contro l a n d e l im inate more unproduct i ve cases caused 
by dup l i cate W-2s, IRS i s rev is ing its computer cr iter ia for tax year 1989. 
The computer wi l l e l im inate W-2 forms when another form has the same 
emp loyer ident if icat ion number (EIN) and taxpayer SSN, and do l l ar 
amounts for wage and w ithho l d i ng o n each form match with in 1  do l lar. 
It wi l l not do so when wage or w ithho l d i ng amounts exceed th is l-do l lar 
cr iter ion. 

We  a lso found that IRS had data from SSA on ad j ustments to wage data 
that cou l d he l p to reduce unproduct i ve wage cases. S ince 1979, SSA has 
prov i ded IRS with a week l y computer tape that shows changes to Forms 
W-2 prev ious ly prov i ded by SSA to IRS. IRS uses the tape to reconc i l e wage 
and tax data that emp loyers send to IRS and to SSA. IRS off ic ia ls were not 
aware unt i l Apr i l 1 9 9 0 that SSA’S corrected wage data on the tape a lso 
cou l d b e used to avo i d unproduct i ve cases. For examp l e, in o ne 1987 
case, the SSA tape showed a correct ion to wages of $8,269. The or ig ina l 
W-2 form reported $20,780 wh i l e a  corrected W-2 reported $12,511. 
Us i ng such correct ions to reported wages wou l d he l p IRS to avo i d cre- 
at ing unproduct i ve underreporter cases. 

Amended Tax Returns Taxpayers can f i le amended tax returns to report changes such as add i- 

Cause Unproduct i ve Cases t iona l i ncome not shown on the ir or ig ina l tax return.’ IRS does not tran- 
scr ibe changes to spec if ic amounts of i ncome such as wages, These 
spec if ic amounts are reported in a n exp l anatory sect ion of the amended 
return rather than on a l ine. IRS on ly enters aggregated amounts that are 
reported on separate l i nes of the amended tax return, Such amounts 
inc l ude i ncome (e.g., tota l a n d taxab le), cred its, deduct i ons, exempt i ons, 
and the tax owed or to be refunded. 

‘NEC cases were too few to d o  stat ist ica l ly re l i ab le est imates. 

‘Taxpayers shou l d use a  spec ia l  tax form-Form 1040X-rather than the or lg ina l form-Form 
10 4 0 ~ t o  amend the ir or ig ina l returns. 

Page 23 GAO/GGD-9149 Underreportere 



Chapter 3 
IRS Can Ident ify and J3 lhhat.e More 
Unproduct ive Case8 Through Improved 
Computer Match iug 

By not count i ng any add it i ona l wage or NEC i n come as reported on 
amended returns, the computer match ident if ies the taxpayers as poten- 
t ia l underreporters. For examp l e, a taxpayer f i les a  Form 1040 in March 
show ing $20,000 in wages. The taxpayer f i les a n amended return in 
Apri l show ing $30,000 in tota l i ncome, exp la i n i ng that wages accounted 
for the extra $10,000, and pays add it i ona l tax owed. However, the 
match sti l l s hows the taxpayer report ing $20,000 in wages and creates 
an underreporter case when W-2 forms show the $30,000 in wages. 

IRS cou l d avo i d such unproduct i ve cases if its match counted changes to 
spec if ic amounts of i ncome that taxpayers report on amended returns. 
To do so, IRS wou l d have to code the type of i ncome be i ng changed and 
transcr ibe these spec if ic amounts from the exp l anatory sect ion of the 
amended return, wh i ch our samp l e cases showed to be poss ib l e. We  do 
not know the costs of th is act ion or magn i tude of the prob l em nat ion- 
w ide. However, compared to the cost of us i ng an exam iner to manua l l y 
screen out cases, the cost to mod ify the computer match to avo i d these 
unproduct i ve cases may be less. 

Bus iness Income Reported Unproduct i ve underreporter cases can occur when ind iv i dua ls who 
as Persona l Income operate a bus i ness as a corporat ion or partnersh ip m istaken ly prov i de 

the ir SSNS rather than bus i ness ident if icat ion number to payers of bus i- 
ness i ncome. The payers report the i ncome as persona l  i ncome under 
these SSNS whi l e ind iv i dua ls report the i ncome as a payment to the bus i- 
ness. As a resu lt, IRS’ computer match wi l l i dent ify the ind iv i dua ls as 
potent ia l  underreporters, even though the i ncome is pa i d to the bus i- 
ness. S ince the cause of these cases is not under IRS’ d irect contro l, these 
cases are d iff icu lt to e l im inate. 

IRS’ underreporter program has contro ls to screen out bus i ness i ncome, 
but they somet imes do not work. For examp l e, IRS’ match wi l l not count 
i ncome as persona l  i ncome if the informat ion return has words that 
descr i be the payee as a bus i ness, However, payers of bus i ness i ncome do 
not a lways use such words on informat ion returns. As a resu lt, bus i ness 
i ncome is counted as persona l  i ncome and cons i dered to be under- 
reportered. These cases accounted for 16.8 percent of the unproduct i ve 
NF!C cases. 

Remedy i n g th is s ituat ion for a g i ven year may be d iff icu lt. But IRS cou l d 
avo i d more of these unproduct i ve cases in future years by not ify ing 
these taxpayers of the need for prov id i ng the ir bus i ness tax ident if ica- 
t ion numbers to payers of bus i ness i ncome. 
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Taxes We re Pa id o n  One of our ob ject ives was to determ ine whether IRS was premature ly 

Most C losed Cases c los ing underreporter cases where taxes had not been pa i d o n the 
i ncome shown on informat ion returns. In these cases, IRS conc l uded that 

Where Wages Were the i ncome d id not be l ong to the potent ia l  underreporters. These cases 

Reported for the ” we rev i ewed accounted for about 10 percent of the unproduct i ve wage and NIX cases 

Wrong Ind iv idua l 
To report wages or NEC, emp loyers and other payers use the n ame and 
SSN prov i ded by those rece iv i ng the i ncome. On occas i on, ss~ erroneous l y 
i ssues the same SSN to two ind iv idua ls. In other cases, payers or tax- 
payers report the wrong SSN. F ina l ly, a  person may know ing l y prov i de a 
payer with another’s n ame and SSN. IRS off ic ia ls sa i d a l i ens not author- 
ized to work in the Un ited States may do th is to obta i n jobs. In such s itu- 
at ions, IRS tr ies to determ ine whether i ncome on informat ion returns 
be l ongs to potent ia l  underreporters. IRS procedures requ ire tax exam- 
iners to contact taxpayers and payers as part of th is determinat ion. 

Of our 309 wage cases, we found 43 cases that IRS c l osed after con- 
c lud i ng that potent ia l  underreporters d id not rece ive the i ncome 
reported on the Form W-2. We  ana l yzed whether taxes were pa i d o n 
such i ncome and found that emp loyers had w ithhe l d Soc ia l  Secur ity tax 
in a l l 4 3  cases and i ncome tax in 26. We  assume that the emp loyers 
remitted these w ithho l d i ngs to IRS. For the 17 cases where i ncome tax 
was not withhe ld, the average wage payment was l ow-$3,608. In such 
cases, it is poss i b l e that the persons were exempt from withho ld i ng. 

A lthough some of the peop l e may have owed add it i ona l taxes beyond 
amounts withhe ld, the taxes owed wou l d have been so sma l l  that it 
probab l y wou l d not have been pract ica l for IRS to pursue them. The 
average wage shown on informat ion returns for the 43 cases was 
$4,769. In add it i on, IRS wou l d have had to incur costs to locate the 
peop l e a nd determ ine the ir tax l iab i l it ies. Overa l l, we be l i eve IRS acted 
reasonab l y in c los ing these cases. 

IRS Cou ld Have IRS cou l d have avo i ded many unproduct i ve underreporter cases at 

Assessed Mi l l ions of Fresno for 1987 that occurred as a resu lt of the three computer 
match i ng prob l ems ment i oned ear l ier. That is, the match d id not account 

Do l lars in Add it iona l for i ncome reported on (1) d ifferent tax return l i nes, (2) dup l i cate infor- 

Taxes If Changes Had mat ion returns, and (3) amended tax returns. Had IRS’ and our improve- 

Eken Made Sooner 
ments to the computer match been made before the 1987 match, up to 
40 percent of the unproduct i ve cases wou l d never have been referred to 
the Fresno Serv ice Center. 
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We computed the 40-percent sav i ngs by app l y i ng IRS’ and our improve- 
ments to our samp l e cases. We  found that up to 24,600 of the 61,168 
unproduct i ve cases at Fresno for 1987 cou l d have been avo i ded. IRS’ 
changes to account for wages reported on the pens i on l i ne a nd for dup l i - 
cate W-2 forms cou l d have avo i ded up to 16,000 unproduct i ve wage 
cases. By a lso imp lement i ng our improvements, IRS cou l d have avo i ded 
a lmost 9,600 unproduct i ve wage and NEC cases. For examp l e, IRS cou l d 
have matched such underreported i ncome to more tax return l i nes. Even 
more unproduct i ve cases for 1987 cou l d have been avo i ded if IRS had 
used SA’S corrected wage data to ident ify dup l i cate Forms W-2. Because 
we d id not have enough of SSA’S data, we cou l d not est imate h ow many 
more cases cou l d have been avo i ded. 

G iven the 40-percent reduct ion, we est imate that Fresno cou l d have 
saved at least $131,000 to $338,000-depend i n g on h ow many cases 
requ ired contacts with taxpayers after manua l  screen ing. Th is on l y rep- 
resents the manua l  resources that Fresno spent to reso lve these unpro- 
duct ive cases. We  deve l o ped th is range by app l y i ng the average costs to 
pursue unproduct i ve cases to the est imated 24,500 wage and NEC cases 
that cou l d have been avo i ded for 1987.8 

Fresno cou l d poss ib l y have recommended up to $18.7 mi l l i on in add i- 
t iona l taxes for 1987 if it h ad used the sav i ngs to pursue unworked but 
potent ia l l y product ive wage and NEC cases. Th is est imate comes from 
app l y i ng the nat iona l  port ion of wage and NEC cases that Fresno worked 
for 1987 to IRS’ nat i onw ide pro ject ions of tax revenue that cou l d b e rea l- 
i zed from work i ng underreporter cases. IRS uses a computer mode l  to 
pro ject these tax revenues.O 

For examp l e, as of Ju ly 1990, Fresno’s port ion of the nat iona l  wage and 
NIX work l oad for 1987 was 12 percent. Also, IRS’ mode l  pro j ected $166 
mi l l i on in add it i ona l taxes for 1987 among wage and NEC cases that IRS 
u lt imate ly dec i ded not to pursue.10 By app l y i ng the 12 percent to the 

8We  used IRS data to compute average costs for (1) manua l  rev i ews a n d  (2) taxpayer contacts. S ince 
IRS d id not h a v e  data o n  h ow many wa g e  a n d  NEC cases at Fresno reached e a c h  stage, we  used the 
h i ghest a n d  l owest averages to est imate a  r a n g e  of sav i ngs. 

i ?he mode l  pro j ects tax revenue b a s e d  o n  past underreporter resu lts. It uses the number of produc- 
t ive a n d  unproduct i ve cases a n d  rat io of revenue to cost for e a c h  type of i ncome. For 1 9 8 7 ,  IRS’ most 
recent resu lts came from tax year 1 9 8 6  underreporter cases, We  d i d not attempt to (1) ver ify the 
va l id ity of the mode l  or (2) subtract from the $1 8 . 7  mi l l ion the costs of imp lement i ng the recom- 
mend e d  match changes we  d i scussed ear l i er. 

“These cases that IRS d id not pursue h a d  the l owest rat io-as l ow as $Q:$ l -of pro j ected tax rev- 
e n u e  to cost. 
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$166 m i l l i on pro ject ion, we computed add i t i ona l  revenues of $18.7 mi l - 
l i on if Fresno had pursued these unworked but product i ve wage and NIX 

cases.L1 

A lthough these est imated Fresno sav i n gs cannot be genera l i z ed to IRS’ 9 
other serv i ce centers, we be l i e ve s im i l ar sav i n gs may  be poss i b l e 
because the (1) computer match i n g process is centra l i zed at IRS’ Mart ins- 
burg Comput i n g Center and (2) other centers’ work l oad is s im i l ar for 
unproduct i ve cases i nvo l v i ng wages and NEC-27 percent at Fresno 
versus 23 percent nat i onw ide. 

IRS Needs Better Data IRS’ management i nformat ion system does not spec i f i ca l l y i dent ify the 

on Reasons for reasons for unproduct i ve underreporter cases. As a resu lt, IRS must re ly 
on per i od i c stud i es of the underreporter program to obta i n th is i nforma- 

Unproduct i ve t ion. Wh i l e  these stud i es have l ed to improved computer match i ng, 

Underreporter Cases hav i ng a system that records the spec i f i c reasons wou l d  further improve 
the program. 

IRS’ management i nformat ion system has codes to ident ify why unpro- 
duct i ve cases were c l osed. However, these codes are too genera l  to pro- 
v i de management w ith the spec i f i c reason why the taxpayer d i d not owe 
add i t i ona l  taxes. For examp l e, one code i nd i cates “d i screpancy 
accounted for.” Th i s does not te l l IRS management what caused the d is- 
crepancy or h ow it was reso l ved. Sim i l ar l y, another code i nd i cates “no 
change to or ig i na l  tax l i ab i l i ty” w ithout i nd i cat i ng why. 

A deta i l ed cod i ng system, such as the one we deve l o ped for th is rev i ew, 
cou l d prov i de more mean i ngfu l  reasons why IRS pursued taxpayers who 
d i d not owe add i t i ona l  taxes. W e  used the Interna l Revenue Manua l  sec- 
t ion for the underreporter program to deve l o p a deta i l ed cod i ng system 
that a l l owed us to summar i z e 

l the spec i f i c reasons for the unproduct i ve cases, 
l the var i ous correct i ons made  by tax exam i ners and whether they fo l- 

l owed IRS procedures, and 
. errors made  by IRS i n transcr ib i ng tax return data. 

I ’ Th l l  is b a s e d  o n  a n  assumpt i o n that the F’resno case work l o ad is representat i ve of the work l o ad 
nat i onw ide. 
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IRS cou l d use th is type of informat ion to make more informed dec is i ons 
about the costs and benef its of expand i n g the computer match to add i- 
t iona l l i nes on returns, as we l l  as to make other management 
improvements. 

IRS p l ans to rev ise the current under-reporter cod i ng system as part of its 
Automated Underreporter System, wh i ch is to be imp l emented in late 
1991. However, the deve l opment of that system is beh i nd schedu l e.12 
Whe n  imp l emented, the system wi l l a l l ow tax exam iners to more fu l ly 
use computers to process and track cases and to enter resu lts into IRS’ 
computer. A more spec if ic cod i ng system cou l d he l p capture these 
resu lts. 

Conc lus i ons IRS’ computer match i ng process to ident ify underreporters can be 
improved to avo i d pursu i ng potent ia l  underreporters who do not owe 
add it i ona l taxes. These unproduct i ve cases cost IRS t ime and money that 
wou l d b e better spent pursu i ng taxpayers who do owe add it i ona l taxes. 

We  found that many unproduct i ve wage and NEC cases for 1987 at 
Fresno cou l d have been avo i ded by ad just i ng IRS’ match process. For 
examp l e, IRS’ match cou l d have i nc l uded more l i nes on the return wh i ch 
taxpayers cou l d have used to report i ncome. IRS a lso cou l d have used ss~ 
wage ad j ustment data. Whe n  dec i d i ng what, if any, add it i ona l tax 
return l i nes to inc l ude in the match, IRS needs to carefu l l y cons i der h ow 
to do so w ithout inadvertent ly exc l ud i ng product ive cases. IRS may 
avo i d more unproduct i ve cases if it can educate persons rece iv i ng bus i- 
ness i ncome to prov i de the payer with the bus i ness’s ident if icat ion 
number rather than an SSN. 

Also, IRS’ management informat ion system d id not ident ify the spec if ic 
reasons why potent ia l  underreporters d id not owe add it i ona l taxes. Th is 
informat ion wou l d b e very usefu l to IRS in mak i ng i nformed dec is i ons on 
h ow to improve the match process. 

Recommendat i ons To reduce the number of unproduct i ve underreporter cases, we recom- 
mend that the Commiss i oner of Interna l Revenue mod ify the computer 
match to 

Y  

12Tax System Modern i zat i on: Management Mistakes Caus e d  De l ays in Automated Underreporter 
System (GAO/Im!40-6 1, Ju ly 1090). 
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9 search for i ncome on as many tax return l i nes as poss ib l e w ithout inad- 
vertent ly screen i ng out product ive cases, 

l use !BA’s corrected wage data to ident ify when emp loyers subm it mu l- 
t ip le informat ion returns for the same taxpayer, and 

. count changes to spec if ic amounts of i ncome that taxpayers report on 
amended tax returns. 

We  further recommend that the Commiss i oner of Interna l Revenue (1) 
not ify taxpayers who prov ide the ir SSNS to payers of bus i ness i ncome to 
beg i n prov id i ng the ir bus i ness’s tax ident if icat ion numbers, and (2) 
mod ify the management informat ion system for the underreporter pro- 
gram to prov ide spec if ic reasons why cases were unproduct i ve. Th is 
informat ion, when ava i l ab le, shou l d b e used to mon itor resu lts and fur- 
ther improve the match i ng process. 

Agency Comments and In a February 26, 1991, letter (see app. IV), the Commiss i oner of 

Our Eva luat ion Interna l Revenue genera l l y agreed with our recommendat i ons. He sa id 
IRS wi l l 

. match underreported wages to more l i nes and undertake an effort to 
avo i d unproduct i ve NEC cases; 

l work with SSA to rece ive corrected wage data in a  t ime ly a nd spec if ic 
fash i on so that IRS can e l im inate dup l i cate wage data; 

. rem ind taxpayers to contact payers on us i ng the correct tax ident if ica- 
t ion number for corporat ions and partnersh ips; and 

. improve its management informat ion system to use more spec if ic reason 
codes. 

We  support these act ions. He a lso sa i d IRS wou l d n eed to we i gh the costs 
of chang i ng the amended tax return to capture changes to spec if ic types 
of i ncome aga i nst hav i ng tax exam iners cont i nue to manua l l y screen the 
unproduct i ve cases. Chang i n g the amended return is o ne way to avo i d 
these unproduct i ve cases. We  be l i eve another approach IRS shou l d con- 
s ider wou l d b e to code and transcr ibe the spec if ic changes to i ncome, 
such as wages, that taxpayers a l ready report on the ex ist ing amended 
return, as d i scussed on pages 26 and 27. 
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Data From  the Underreporter Prograxn 

When  pursu i ng potent ia l  underreporter cases, IRS often f inds that the 
wages prev ious l y reported by payers to $3~ and IRS are incorrect. For 
examp l e, IRS might f ind that the wages had not been pa i d to the tax- 
payer whose n ame and SSN appear on the Form W-2; rather, the wages 
had been pa i d to another person. 

SSA needs th is corrected wage data because, when a person ret ires and 
app l i es for Soc ia l  Secur ity benef its, the average l i fet ime wages shown in 
SsA’s account determ ines the amount of month l y benef its the person wi l l 
rece ive. Whe n  SSA mistaken l y attr ibutes wages to the wrong person, it 
cou l d pay (1) s ome peop l e excess i ve Soc ia l  Secur ity benef its and (2) 
other peop l e l ess benef its than they are ent it led to rece ive. 

For se l ected unproduct i ve wage cases at Fresno where we had IRS’ cor- 
rected wage data, we est imate that about $44 mi l l i on in wages shown in 
%A’S accounts cou l d have been overstated, as of June 1990.1 These 
unproduct i ve wage cases i nvo l ved three types of errors that IRS’ under- 
reporter work ident if ied and that may have the most effect on SSA’S 
accounts. We  d i scussed our resu lts with SSA off ic ia ls, who v i ewed them 
as potent ia l l y he lpfu l in ident ify ing errors. 

In December 1989, ss~ requested a samp l e of the corrected wage data 
from IRS’ underreporter program. As of December 1990, IRS off ic ia ls had 
not prov i ded the data because they sa i d the l aw regu lat i ng d i sc l osure of 
taxpayer informat ion may proh ib it it. W e  d i sagree with th is narrow 
interpretat ion of the l aw and be l i eve IRS shou l d prov i de the informat ion. 

SSA Has Contro l s to Catch As d i scussed in chapter 1, federa l l aw requ ires emp l oyers to send infor- 
Some Errors in Emp loyers’ mat i on returns for wages (Form W-2) to SSA, wh i ch uses the data to 

Wage  Reports record a person’s annua l  earn i ngs and estab l i sh benef it amounts. SSA 
then prov i des the data to IRS for use in its tax comp l i a nce programs. 

In process i ng wage data, SSA uses var i ous contro ls for detect ing when 
emp l oyers report wages incorrect ly. For examp l e, one contro l ident if ies 
when an emp l oyer m istaken l y subm its two or more W-2 forms for the 
s ame person, for the s ame tax year, and for the s ame do l l ar amount. 
However, if the amounts d iffer, the i n come on both wi l l b e cred ited to 
the account. If SSA d iscovers any errors, the incorrect wages wi l l b e 
de l eted from the account. 

‘Al l n umbers are est imates b a a e d  o n  the Fresno samp l e resu lts un l ess otherw ise i nd i cated. 
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In add it i on, errors are somet imes found when persons ret ire, app l y for 
Soc ia l Secur ity benef its, and f ind incorrect wage amounts in the ir 
accounts. However, these errors are d iff icu lt to correct when the wages 
were reported to SSA years ear l ier, part icu lar ly if the emp loyer is out of 
bus i ness. Further, if the error caused the earn i ngs to be overstated, 
those app l y i ng for Soc ia l Secur ity benef its may not d isc l ose the error to 
SSA off ic ia ls, s i nce do i ng so cou l d l ower the ir benef its. 

IRS’ Underreporter IRS’ underreporter rev iews and subsequent contacts with taxpayers and 

Resu lts Cou ld He lp emp loyers found errors in prev ious ly reported wage data. These errors 
occurred when emp loyers subm itted W-2 forms for a potent ia l  under- 

SSA to F ind Errors in reporter (1) on wages that actua l l y be l o nged to another person, (2) more 

Reported Wages than once, or (3) with mathemat ica l  or other errors. These types of 
errors may have the most impact on whether CBA’S accounts overstate 
wages pa i d to an ind iv idua l. 

We  est imated that these three types of errors accounted for 21,662 of 
the 46,038 unproduct i ve wage cases for tax year 1987 at Fresno.2 We  
se lect ive ly rev i ewed 113 samp l ed cases hav i ng at least one of these 
three errors and found that in 6 6 of these cases, the ss~ accounts had 
overstated the wages. Us i ng these raw numbers, we est imated that 
7,060 of 14,630 SSA accounts wou l d have overstated about $44 mi l l i on in 
wages for 1987.3 

We  d i scussed these errors and our resu lts with ss~ off ic ia ls. They sa id 
know l edge of such errors cou l d he l p i ncrease the accuracy of SSA 
accounts for wages pa i d to ind iv idua ls. The reasons these three types of 
errors occurred and some case examp l es are d i scussed be l ow.4 

Employers Reported 
Wages That Be l onged to 
Another Person 

IRS’ contacts with potent ia l  underreporters showed that emp loyers in 
3,424 cases had reported pay i ng wages that d id not be l ong to that 
person ( i.e., wages were cred ited to another person’s SSN).” No one 
shou l d rece ive cred it from SSA for wages earned by another person. 

2 T h e  96-percent conf i dence interva l p roduces a  r a n g e  of 1 9 , 3 2 1  to 23,983. 

3 T h e  QBpercent conf i dence interva l p roduces ranges of (1) 6 , 6 6 1  to 8 , 6 3 9  for the 7,060; (2) 1 1 , 9 9 3  to 
1 7 , 0 6 7  for the 14,630; a n d  (3) $ 2 2  mi l l ion to $ 6 6  mi l l ion for the $ 4 4  mi l l ion. 

4 T h e  number of cases in our samp l e was too smal l to make stat ist ica l ly re l i ab le est imates of the 
frequency or the overstated do l l ar amounts for e a c h  of the three types of errors. 

6 T h e  Q&percent conf i dence interva l p roduces a  r a n g e  of 2 , 2 6 1  to 4 , 6 8 7  cases. 
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However, we found that some of SSA’S records showed the wages as 
be i ng cred ited to the wrong person. For examp l e, one part icu lar tax- 
payer’s informat ion returns ind i cated earned wages of $22,013 from 6 
emp loyers in 1987. IRS conc l uded that th is taxpayer had not rece i ved 
$6,707 of the wages. Even so, th is taxpayer’s Soc ia l Secur ity account 
sti l l s h owed $22,013 in wages. 

Employers Submit M 
or Dup l icate Wag e  
Informat ion Returns 

:ult ip le Although ss~ has contro ls for ident ify ing when emp loyers erroneous l y 
subm it mu lt ip le or dup l i cate W-2 forms for the same taxpayer, they on ly 
work when the amount of wages on both forms matches exact ly. By 
rev iew ing SSA accounts, we found that the contro ls a l l owed some wages 
that were reported more than once on W-2 forms to be cred ited incor- 
rect ly to ss~ accounts, resu lt ing in overstated wages. 

The fo l l ow ing examp l e i l l ustrates h ow IRS’ underreporter resu lts cou l d 
he l p %A to correct its records. In th is case, an emp loyer subm itted two 
Forms W-2 for a person-one for $8,026 and another for $12,178. The 
person appeared to be an underreporter because he on ly reported 
$12,178 on h is tax return. However, IRS determ ined that the emp loyer 
had on ly pa i d $12,178 to the taxpayer. The other W-2 form for $8,026 
was erroneous l y subm itted because the emp loyer changed payro l l  
account i ng f irms dur ing the year. SSA’S account for th is taxpayer sti l l 
s h owed both amounts. 

Some Emp loyers Make 
Errors o n  Wag e  
Informat ion Returns 

Some emp loyers make m istakes on the Forms W-2 that are sent to %A. 
For examp l e, they report the wrong amount of wages. SSA has contro ls 
to catch some mistakes, but it may not f ind them al l before send i ng the 
wage data to IRS. As a resu lt, IRS i nvest igates taxpayers who do not owe 
any add it i ona l taxes. The m istakes a lso can resu lt in overstat ing the tax- 
payers’ %.A accounts, un l ess IRS not if ies ss~ of the errors detected dur ing 
the underreporter program. Our ana lys i s of SSA’S accounts for cases 
hav i ng emp loyer errors showed that most errors had not been corrected 
and the wages rema i ned overstated. 
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Chapter 4 
IRS Shou l d Prov i de SSA With Corrected Wage 
Data From the Underreporter Program 

Wh i l e  sect i on 6103 of the Interna l Revenue Code genera l l y proh ib i ts IRS 

kvec l ude IRS From d i sc l osure of tax returns and assoc i ated i nformat ion, spec i f i c except i ons 
to th is genera l  ru le are prov i ded. Severa l  except i ons perm it re l ease of 

Prov id i ng SSA W ith J i n format ion to other federa l agenc i e s to ass i st them in adm in i ster i ng the 

Corrected Wage  Data l aw. 

One except i on perm its d i sc l osure of return i nformat ion re lat ing to se lf- 
emp l o yment taxes, taxes w ithhe l d by emp l oyers, and Soc i a l  Secur i ty 
taxes by the IRS to SSA for purposes of adm in i ster i ng the Soc i a l  Secur i ty 
Act. Add it i ona l l y, a spec i f i c except i on was added to the Code in 1976 
when Congress author i zed IRS and SSA to jo int ly process wage report ing 
forms. Th i s except i on perm its d i sc l osure of i nformat ion returns that are 
necessary for SSA to effect ive l y process these returns. The Soc i a l  
Secur i ty Act was amended to author i ze Treasury and the Secretary of 
Hea l th and Human Serv i ces to enter into an agreement to a l l ow SSA to 
process i nformat ion returns. The amendment requ i res IRS to make  ava i l - 
ab l e documents agreed upon as necessary for process i ng i nformat ion 
returns. 

In 1988, the Comm iss i o ners of Interna l Revenue and Soc i a l  Secur i ty 
updated an agreement to share certa in data to a l l ow both agenc i e s to 
improve the accuracy of the ir records. These data dea l  l arge l y w ith the 
CAWR program, wh i ch attempts to reconc i l e d i screpanc i es in wages 
reported by emp l oyers to IRS on quarter ly w ithho l d i ng tax returns and 
to SSA on annua l  W-2 forms. However, th is agreement a l so says that IRS 
wi l l: 

“Prov ide SSA with pert inent IRS aud it resu lts and resu lts of other invest igat ions 
that requ ire ad j ustments or correct ions to pr ior wage reports or se l f-emp loyment 
i ncome returns.” 

IRS’ underreporter program generates these types of correct i ons to 
reported wages. Dur i ng our rev i ew, we found that SSA was interested in 
rece i v i ng these correct ions. In a December 1989 letter, SSA fo l l owed up 
on an ear l i er d i scuss i on w ith IRS on rece i v i ng a samp l e  of underreporter 
resu lts. SSA asked for the samp l e  in order to see whether the corrected 
wage data wou l d  he l p to correct its accounts, ss~ had not accepted such 
resu lts before December 1989 because of its work l oad. As of December 
1990, IRS had not prov i ded SSA with these data, even though %A st i l l  
wants them. IRS off ic i a l s sa i d they have not prov i ded the data because 
do i ng so may  not be perm itted under sect i on 6103 of the Interna l Rev- 
enue Code. 
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Chapter 4  
JRS Shou l d Prov i de SSA With Corrected Wage  
Data F r om the Underreporter pro l p am 

We  do not agree w ith IRS’ i nterpretat ion of the Code. Both sect i on 6103 
and the Soc i a l  Secur i ty Act c l ear l y state that IRS wi l l  m a k e  ava i l a b l e to 
ss.4 i nformat i on necessary to process i nformat i on returns. Consequent l y , 
corrected wage  data obta i ned i n the underreporter program shou l d  be 
shared w ith %A.  

Conc l us i o ns In pursu i ng underreporter cases, IRS detects errors i n wage  report ing 
that m i g ht not have been d i s c l o sed to SSA. SSA off ic i a l s be l i e ve that these 
data, if shared, can he l p promote more accurate Soc i a l  Secur i ty pay- 
ments. IRS has not yet shared these data w ith %A  because of concerns 
that do i n g s o  m a y  v i o l ate l aws on d i sc l o s i n g tax data. 

W e  be l i e ve IRS has not correct l y i nterpreted the l aw regu l at i ng the d is- 
c l osure of s u c h  tax data to SSA. W e  be l i e ve that the l aw a l l ows IRS to pro- 
v i d e SSA with the corrected wage  data found dur i ng the underreporter 
program. Hav i n g  these data w i l l  he l p SSA to assure that peop l e  are pa i d 
on l y  the Soc i a l  Secur i ty benef i ts to wh i c h  they are ent it l ed. 

Recommendat i o n  We  r e c ommend  that the Comm i s s i o n e r  of Interna l Reven u e  prov i de the 
s s ~  w ith corrected wage  data for taxpayers found to have wage s  that 
were i ncorrect l y reported to SSA. 

Agency Commen t s  and In a February 26, 1991, letter (see app. IV), the Comm i s s i o n e r  of 

Our Eva l uat i on 
Interna l Reven u e  agreed w ith th i s r ecommendat i o n  and sa i d  IRS i s  
work i n g w ith s s ~  to determ i ne the spec i f i c data to be prov i ded. T h e  
Comm i s s i o n e r  of Soc i a l  Secur i ty strong l y supported th i s r e c ommenda- 
t ion i n a February 22, 1991, letter (see app. V). 
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Append i x 1 

Ma jor Types of Informat ion Fkturns F i le d 
W ith IRS 

Form Number Type of Transact ion Reported 
1 0 9 8  Mortaaae interest 
1099-A 

i i 993 

Acqu is i t i on or a b a n d o nment of 
secured property 

Proceeds from broker a n d  barter 
exchange transact i ons 

1099-G 
1 0 9 9 4NT 
1099-DIV 
1099.MISC 

1099.010 
1 0 9 9 -PATR 

109 9 -R 

Certa i n qovernment payments 
Interest i ncome 
D iv i dends a n d  d istr ibut ions 
M isce l l aneous i n come such as rents, 

roya lt i es, pr i zes a n d  awards, a n d  
nonemp l o yee compensat i o n 

Or ia i na l  i ssue d i scount 
Taxab l e d istr ibut ions rece i ved from 

cooperat i ves 
Tota l  d istr ibut ions from prof it 

shar i ng, ret i rement p l ans, 
ind iv i dua l ret i rement accounts, 
etc. 

1099-S 
1 0 9 9SSA 
lOQQRR l 3  

Rea l  estate transact i ons 
Soc ia l  Secur i ty benef i ts 
T i er 1, Ra i l r oad Ret i rement benef i ts 

W- 2G Certa i n aamb l i n a w inn i nas 
w-2 Wage s  
w-2P Annu it i es, pens i ons, ret i rement pay, 

or IRA pavments 
5498 

Var i ous 

Ind iv i dua l Ret i rement Account 
i nformat i on 

Fore i g n documents for i ncome pa i d 
to U.S. c it izens, such as 
d i v i dends, interest, etc. 

K- l Shareho l d ers, partners, or 
benef i c i ary’s share of i ncome, 
cred its. a n d  deduct i ons 
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Append i x II 

GAO Samp lin g Methodo logy 

Th i s append i x descr i bes our samp l i ng approach for se lect ing unproduc- 
t ive underreporter cases at IRS’ Fresno Serv i ce Center. Conf i dence inter- 
va ls for a l l est imates c ited in the report are presented in th is append i x. 

Spec if ica l l y, we requested data as of January 1990 from the Fresno Ser- 
v ice Center on the status of a l l underreporter cases rev i ewed or to be 
rev i ewed. From these data, we ident if ied the un i verse of potent ia l  
underreporters of wage and nonemp l oyee compensat i on i n come that IRS 
had rev i ewed and determ ined to be unproduct i ve. We  then se l ected 
strat if ied random samp l es from the un i verses, as shown in tab le II. 1. 

Tab l e 11.1: Samp l i ng Un iverses and 
Samp le Sizes 

Types of ca8e8 c lored 
Wage s  cases c l osed 

W ithout taxpayer contact 

Universe Ca8es 
s ire Samp le s ize samp led 

_ 
Bad payer cases0 15,914 7 5  5 0  
Other cases 31.298 1 6 8  1 5 8  
After taxpayer contact 
Subtota l 

NEC cases c l osed 

5,820 1 1 6  1 0 1  
53,032 3 5 9  3 0 9  

W ithout taxpayer contact 17,100 1 1 9  1 0 2  
After taxpayer contact 1,577 1 1 5  1 0 3  
Subtota l 18,677 2 3 4  2 0 5  

Tota l0 71.709 5 9 3  5 1 4  

%vo l ve.s unproduct i ve cases caused by payers’ report i ng errors 

We requested random ly se l ected cases from each samp l e and rev i ewed 
the cases in random number sequence. If a case from a samp l e was not 
ava i l ab l e for our rev i ew or the f i le was i ncomp lete, we rev i ewed the 
next case in the sequence. In rev i ew ing the cases samp l ed, we deve l oped 
and used a data co l l ect ion i nstrument to gather informat ion about the 
nature of each case and the reason or reasons each was determ ined to be 
unproduct i ve. Th i s data co l l ect ion i nstrument a l l owed us to determ ine 
spec if i c reasons why the case was unproduct i ve, as we l l  as to ensure 
that our samp l es conta i ned a var iety of ind iv i dua l tax returns and 
amounts of potent ia l  tax due. 

Stat ist ica l i nformat ion on key est imates in our eva l uat i on and assoc i ated 
conf i dence interva ls is shown in tab le 11.2. 
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Append ix II 
GAO Samlp l l ng Methodo logy 

Tab le 11.2: Key Eat imatea and Samp l i ng 
Errors for 1987 Unproduct ive Wage and 
NEC Cases at Freano 

Key eat imatea 
pro]- number 9bpercent conf idence interva ls 

Reasons for unproduct ive cases of caaea Upper Lower 
Wage s  

Income reported o n  l ine not 
matched 

Dup l i cate a n d  mu lt ip le i nformat ion 
returns 

M isce l l aneous 

6 , 9 4 6  8 , 8 0 4  5 , 0 0 8  

1 5 , 5 3 2  1 7 , 6 5 1  1 3 , 4 1 3  
2 1 , 0 2 2  2 3 , 5 6 4  1 8 , 4 8 0  

NEC 
Income reported o n  l ine not 

matched 
Bus iness i ncome reported as 

ind iv idua l i ncome - 
M isce l l aneous 

7 , 6 1 6  9 , 0 4 5  6 , 1 8 7  - 

2 , 5 4 6  3 , 6 1 0  1 , 4 6 2  
5 , 1 9 2  6 , 5 0 9  3 , 8 7 5  

To rev iew the impact .of unproduct i ve wage underreporter cases on 
Soc ia l Secur ity accounts, we se l ected unproduct i ve wage cases that had 
been c l osed because of three types of errors and that cou l d most affect 
the accounts. We  ana l yzed 113 of the 309 cases in wh i ch at least one of 
these errors ex isted and our rev iew of IRS’ case f i les h ad been comp l eted 
as of June 1990. We  ident if ied the SSNS of the taxpayer and spouse 
invo l ved with each caSe and obta i ned from SSA the 1987 Soc ia l Secur ity 
Account earn i ngs record for these ind iv idua ls. We  then compared 
ad j ustments made by IRS dur ing its underreporter rev iew with the SSA 
earn i ng records to determ ine whether the SSA records a l ready had been 
ad j usted. The resu lts of our rev iew are ref lected in tab le 11.3. 

Tab le 11.3: Compar ison of IRS 
Underreporter Resu lts Wlth Socia l 
Secur ity Account Earn ings Records Typea of unproduct ive cases 

Mult ip le i nformat ion returns 
subm itted 

SSA records SSA records Amount 
rev iewed overstated overstated 

5 8  2 1  $ 1 5 8 , 8 9 1  
Reported i ncome d i d not be l o n g to 
taxpayer rev i ewed 4 1  3 5  1 6 2 , 9 6 0  
Payers reported erroneous data 1 4  1 0  4 6 , 9 0 9  
Tota l 113 6 6  $ 3 6 6 . 7 6 0  
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l ,Append i x III 

IRS Tax Forms and Schedu les D iscussed in 
T h is Report 

Form 1040, U.S. Ind iv i dua l Income Tax Return-Used by taxpayers 
who have i n comes over $60,000 or item ize deduct i ons. 

Form 1040A, US. Ind iv i dua l Income Tax Return-Used by taxpayers 
who have i n come from wages, unemp l oyment compensat i on, interest, 
and d i v i dends under $60,000 and who do not item ize deduct i ons. 

Form 104OEZ, U.S. Ind iv i dua l Income Tax Return-Used by taxpayers 
who are s ing le, under 66 years of age, and have i n come from wages or 
less than $400 of taxab l e interest. 

Form 1040X, Amended U.S. Ind iv i dua l Income Tax Return-Used by 
taxpayers to correct Form 1040, Form 1040A, and Form 1040EZ. 

Form 2106, Emp l oyee Bus i ness Expense-Used by taxpayers who are 
emp l oyees deduct i ng expenses attr ibutab le to the taxpayer’s job. 

Schedu l e E, Supp l ementa l  Income Schedu l e-Used by taxpayers to 
report bus i ness i n come from rents, roya lt ies, partnersh ips, and S 
corporat ions. 

Schedu l e F, Farm Income and Expenses-Used by taxpayers to report 
farm i ncome and expenses, 
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Append i x IV 

Comments From  the Interna l Revenue Serv ice 

DEPARTMENT OF  THE TREASURY 
INTERNAL REVENUE SERVICE 

WASHINGTON. D.C. 20224 

COYWISBIONLR 

‘EE 2 5 199I 

Mr. R ichard L. Foge l  
Ass istant Comptro l l er Genera l  
Un ited States Genera l  Account i ng Off ice 
Wash i ngtonr DC 20548 

Dear Mr. Foge l : 

We  have rev i ewed your recent draft report ent it led* “Tax 
Admin istrat ion: IRS Can Improve Its Program to F i nd Taxpayers 
Who  Do Not Report Al l The i r Income”. 

We  genera l l y a gree with the report recommendat i ons to 
improve our document match i ng programs. T h e  IRS is constant ly 
look ing for ways to improve our Underreporter Program and to 
reduce the n umber of “unproduct i ve cases” through eff ic ient 
computer match i ng a n d  through the effect ive use of al l ava i l ab le 
i nformat ion. We  have a l ready mad e  improvements to our Tax Year 
1988 program wh ich is current ly underway and to our Tax Year 1989 
program wh ich wi l l beg i n  short ly. 

T h e  Underreporter Program is a n  integra l part of IRS 
comp l i ance act iv it ies a n d  has served to bo lster a  dec l i n i ng aud it 
presence. Through a n  effect ive ba l ance of taxpayer educat i on? 
strateg ic p l ann i ngr qua l ity improvement in it iat ives a n d  tax 
systems modern i zat i on, inc lud ing our Automated Underreporter 
pro ject wh ich is be i ng p i l oted th is yeart we have estab l i shed 
both short-term and l ong range goa l s for improv i ng th is p rogram 
throughout the 1 9 9 0 ’s. 

Deta i l ed comments regard i ng the report recommendat i ons are 
enc losed. 

Best regards. 

Sincere ly, 

Enc l osure 
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CLkmmenta From the Interna l F&venue Serv ice 

IRS COMMENTS ON RECOMMENDATIONS 
CONTAINED IN GAO DRAFT REPORT ENTITLED 

“TAX ADMINISTRATION: IRS CAN IMPROVE ITS PROGRAM TO 
FIND TAXPAYERS WHO DO NOT REPORT ALL THEIR INCOME” 

Mod ify the computer match to search for i ncome o n  as many 
tax return l ines as poss ib le w ithout inadvertent ly screen i ng 
out product ive cases. 

We agree. T h e  IRS cont inua l l y looks for ways to improve 
our computer match i ng a n d  screen i ng capab i l i t ies to reduce the 
number of unproduct i ve cases. A recent study at our Kansas City 
Serv ice Center ana l yzed erroneous taxpayer report i ng tendenc i es 
to ident ify add it i ona l match i ng requ i rements. T h e  fo l l ow ing 
examp les i l lustrate recent improvements wh ich have b e e n  
i ncorporated into the match i ng cr iter ia. 

T h e  match cr iter ia for the Tax Year (TY) 1 9 8 8  Underreporter 
Program wh ich is current ly underway was enhanced to computer- 
screen the fo l l ow ing wage  d iscrepanc ies: 

. Underreported wage e  a n d  overreported pens i ons; 

. Underreported wages a n d  overreported unemp l oyment 
compensat i on for Form 1040EZ fi lers on ly; 

. Overreported wages a n d  underreported pens i ons; 

. Overreported wages a n d  underreported unemp l oyment 
compensat i on for Form 1040EZ fi lers On ly; 

. Overreported wages a n d  underreported misce l l aneous 
i ncome ( l ine 22); 

. Overreported wages a n d  underreported gross rece ipts 
(NEC!, Med ica lr F ish ingr etc.) 

T h e  TY 1 9 8 9  program wh ich wil l beg i n  short ly wil l b e  
enhanced by: 

. Add it iona l transcr ipt ion of, the Schedu l e F 
for match i ng crop i nsurance proceeds a n d  
commod it i es cred it cert if icates. 

. Computer screen i ng of underreported wages a n d  
overreported interest. 
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Append i x  lV 
Comments From the Interna l Revenue SetvIce 

I- 

-2- 

In add it i onr under our 1 9 9 1  Annua l  Bus iness P lan we are 
undertak i ng a  nat iona l l y coord i nated effort to further reduce the 
number of unproduct i ve cases invo lv ing non-emp l oyee compensat i on. 

Rwonmndat i o n f . 

Mod ify the computer match to use SSA’s corrected wage  
data to ident ify when  emp loyers submit mu lt ip le 
i nformat ion returns for the same taxpayer. 

We agree that SSA’s corrected wage  data cou l d b e  used to 
reduce the number of unproduct i ve cases. Aowevert the corrected 
wage  data must b e  rece ived t imelyr b e  spec if ic as to tax year a n d  
b e  in a  usab l e format. we wil l use al l k nown dup l i cate documents 
wh ich are rece ived $&&y to e l im inate unproduct i ve underreporter 
cases? espec ia l l y Forms W-2. For examp ler the corrected wage  
informat ion ment i oned in the GAO report shou l d have b e e n  
ava i l ab le by February 1 1  1 9 9 1  in order to e l im inate dup l i cate 
W-26 in the TY 1 9 8 9  Underreporter Program. We wil l work c lose ly 
with SSA to ensure that the dup l i cate data is in a  usab l e format 
a n d  marked so IRS can determ ine the Tax Year a n d  wh ich W-2 shou l d 
b e  e l im inated. 

Mod ify the computer match to count al l amounts of 
i ncome that taxpayers report o n  amend e d  tax returns. 

Amended  returns’ tax changes are cons i dered before 
underreported cases are created to the extent poss ib le. For 
TY 1 9 8 7  a n d  subsequent years I the match cr iter ia compares the 
potent ia l  tax change for the underreported i ncome to the amended 
return’s tax change to determ ine if it shou l d b e  i nc l uded in the 
underreporter program inventory. 

To effect ive ly imp lement GAO’s recommendat i onr the 
Form 1040X wou l d have to b e  redes i gned to inc lude a  predes i gnated 
l ine for ad justments a n d  the changes by i ncome type wou l d have to 
b e  transcr ibed dur i ng serv ice center process ing. T h e  cost of 
th is operat i on must b e  we i g hed aga inst the Cost of tax exam iners 
manua l l y screen i ng the amend e d  tax returns. 
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Notify taxpayers who prov ide their Soc ia l Secur ity 
number to payers of bus iness income to beg in prov id ing 
their bus iness’ tax ident if icat ion number. 

IRS recogn izes the need to educate bus inesses on the 
importance of prov id ing their correct tax ident if icat ion numbers 
to payors. 

Since TY 1984r the Form W-9 “Request for Taxpayer 
Ident if icat ion Number and Certif icat ion” instructs taxpayers to 
proper ly ident ify the correct entity for whom payments wi l l be 
made and to enter the Taxpayer Ident if icat ion Number (TIN) in the 
appropr iate box. For ind iv idua ls and so le propr ietors the TIN is 
their SSN. For other entit ies, corporat ions and partnersh ip, 
etc. t it is the Employer Ident if icat ion Number. 

Effect ive for TY 1986, the Publ icat ion 1383 “The 
Correspondence Process (Income Tax Accounts)” was inc luded with 
al l Underreporter Program CP-2000 Not ices wh ich informs taxpayers 
how to avo id unnecessary not ices from IRS by mak ing sure that the 
correct taxpayer ident if icat ion number appears on ly on each 
account. 

Effect ive for TY 1988, informat ion returns for non-corporate 
bus inesses are i nc luded in the program as a resu lt of our newly 
imp lemented BMF-IRP match ing for so le propr ietors. 

For our TY 1990 programr we wi l l aga in remind taxpayers to 
to submit a new W-9 informing the payer of the correct taxpayer 
ident if icat ion number when income be longs to a corporat ion or 
partnersh ip. 

Recommendat ion: 
Mod ify the management informat ion system for the 
underreporter program to prov ide spec if ic reasons why 
case were unproduct ive. Th is information, when 
ava i lab le? shou ld be used to mon itor program resu lts 
and further improve the match ing process. 

Comment: 

IRS recogn izes the need to improve our management 
informat ion system and we are present ly address ing this issue as 
part of the Underreporter Program Process Code System. We p lan 
to expand the use of reason codes to spec if ica l ly ident ify the 
forms and l ines where the income was reported on the tax return 
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-4- 

wh i ch caused it to b e  “screened out” or “n o  changed”. Th i s 
add i t i ona l  data wi l l ass ist in the se lect ion of the most 
product i ve cases for a  g i ven tax year a n d  improve the match 
cr iter ia for subsequent years. 

Prov i de the Soc ia l  Secur i ty Admin i strat i on with 
corrected wage data for taxpayers found to have wage8  that 
were incorrect ly reported to SSA. 

With i n the present framework of the d i sc l osure prov i s i ons of 
sect ion 6 1 0 3  of the Interna l Revenue Code (IRC)r wage change data 
from the underreporter program can b e  re leased to SSA. Eoweverr 
other types of i nformat i on ava i l ab l e to SSA depe n d  o n  the 
act iv it iee for wh i ch the data wi l l b e  used. We  wi l l work c lose ly 
with SSA to prov i de the i nformat i on n e e d e d  with in the framework 
of IRC 6103. 
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Append i x V 

Comments FYom the %x&d 
Secur ity Adm in istrat ion 

THE COMMISSIONER OF  SOCIAL SECURITY 
BALTIMORE. MARYLAND 21235 

FEE 22 tw 

Hr. R ichard L. FOge l  
Ae8 iatant Comptro l l er Genera l  
U.S. Genera l  Account i ng Off ice 
4 4 1  0  Street, N.W. Room 3858 
Waeh i ngton, D.C. 20548 

Dear Mr. Foge l : 

A8 regueated, enc l osad are our comments on your draft report, "Tax 
Admin istrat ion: IRS Can Improve Ite Program to F i nd Taxpayers Who  
do Not Report Al l The i r Income.*@ We apprec i ate the opportun ity to 
comment. Let ~ 8  know if we may be of further aee i etance. 

Enc l o8ure 

cc: 
Mr. R ichard Ku8serow 
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Append i xV 
CommentsFromtheSoc ia l  
Secur ity Admin istrat ion 

OF THE SO- SEE 
G OFF-T SEepBT. IIT= . 

TOF-- 

We strong ly support the recommendat i on that th6 Commiss i oner of 
Interna l Revenue prov i de the Soc ia l Secur ity Admin istrat ion (SSA) 
with corrected wage  data for taxpayers found to have wage e  that 
were i ncorrect ly reported to SSA. 

In a  Memorandum of Understand i ng (MOU) o n  Comb i n ed Annua l  Wag e  
Report i ng s i gned o n  January 22, 1991, the Interna l Revenue 
SeXViCs (IRS) agrees to prov i de SSA with pert inent IRS aud it 
resu lts or resu lts of other invest igat ions that requ i re 
ad justments to SSA’s earn i ngs records. We be l i eve that the MOU 
prov ides IRS with the author ity to d isc lose i nformat ion from the 
underreporter program a n d  we look forward to work ing with them o n  
th is i eeue. 

We d o  not have comments regard i ng the other recommendat i ons. 
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l l!$a Contr ibutors to Th is Report 

Genera l  Government Al Stap leton, Ass istant Director, Tax Po l i cy and Admin i strat i on 
Issues 

D iv is ion, Wash i ngton, T om Short, Ass i gnment Manager 

DC. Deborah Junod, Eva luator 

San Franc isco 
Reg i ona l  O ff ice 

Ra lph B lock, Reg i ona l  Ass i gnment Manager 
Gene F i ance, Eva luator- i n-Charge 
Kerry Dunn, Eva luator 
Albert Vor is, Eva luator 
Jan i ce Lee, Eva luator 
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