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Executive Summary

This review was conducted as part of Internal Audit’'s Fiscd Year 1997 Business Taxpayer
Audit Strategy. Under the Strategy, Internal Audit initiated a series of national reviewswhich
were designed to identify opportunities to improve customer service and reduce burden for the
businesstaxpayer. Thisreview focused on the Service' s processes designed to assign
Employer Identification Numbers (EIN) and filing requirements. Specificaly, the objective of
this audit was to determine if procedures for establishing business entities and related filing
requirements on the Business Master File (BMF) could be improved to reduce taxpayer
burden, decrease costs and improve customer service.

Results

Overdl the Service has efficient and effective processes for assigning EINs. Taxpayers have a
variety of customer-friendly means to obtain EINs and the Service correctly processes Forms
SS4 (Application for Employer Identification Number) to establish accurate filing requirements
for new busness entities. An automated system for satisfying Form 941 filing requirements
could be an additiona means to improve customer service for busnesstaxpayers. Such a
system could reduce the burden of filing atax return and decrease Service processing costs. In
addition to those benefits, the Service could improve compliance efforts and focus Service
resources on more productive cases by implementing corrective actions from a prior Interna
Audit report.

Specificaly we determined the following:

The Service has efficient and effective processes for assgning EINs and establishing filing
requirements.

An automated system for satisfying filing requirements for $0 Form 941 filers could benefit
the Service and reduce taxpayer burden.

Implementation of prior Internal Audit recommendations could improve compliance efforts.

The Service has efficient and effective processes for assigning EINs and establishing
filing requirements. Taxpayers have avariety of cusomer-friendly meansto obtain EINs. At
least two of the available methods, Tele-TIN and the pilot Federa Employer Identification
Number (FEIN) program, provide taxpayers with the requested EINs immediately. The
Sarvice d o edtablishes accurate filing requirements when assigning EINs. Fling requirements
are established basad on information taxpayers provide, including a planned business sart date
and a date the business plansto start paying wages. Taxpayers are not bound to inform the
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Service of changes to these planned dates. However, the Service expects taxpayers to file tax
returns based on the planned dates provided by them.

An automated system for satisfying filing requirementsfor $0 Form 941 filerswould
benefit the Service and reduce taxpayer burden. In 1995 and 1996 the Service received
and processed about 4.2 million Forms 941, Employer’s Quarterly Federal Tax Return, without
atax ligbility. We estimate that Forms 941 filed without atax liability in 1995 and 1996 may
have cost the Service up to $18 million to process. In addition, the Service spends thousands
of hours resolving ddinquency inquiries and satifying filing requirements for taxpayers without
tax lidbilities. The Service could change this process by cresting an interactive telephone system
for use by BMF taxpayers who do not have aligbility in a particular quarter.

I mplementation of prior Internal Audit recommendations could improve compliance
efforts. Inaprior report, Interna Audit recommended that management modify computer
programming to select more productive delinquency investigations and that the Service make
better use of available information to establish filing requirements and ensure compliance.

During this review we followed up on management’ s implementation of corrective actions arisng
from those recommendations. One recommendation was not correctly implemented and timely
implementation of the other recommendationsis at risk. When advised of the incorrect
implementation, management took immediate corrective action. For the remaining
recommendations, the Service needs to take measures to ensure that they are timely
implemented.

Summary Recommendations

We recommend that the Service:
Egtablish a system that dlows taxpayers to telephonicdly satisfy ther filing requirements,
and revise EIN assignment and delinquency notices to reflect this procedura change.

Include information in Form 941 ingtructions advising taxpayers to use the newly created
tel ephone voice response system if they have a $0 tax liability.

2b, 2e

Establish a cross-reference between reporting agents and client accounts as recommended
by the Andover Service Center Natural Work Group in order to timely implement previous
Interna Audit recommendations.
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Thisreview isonein a series
of national audits designed
to improve customer service
and reduce burden for
business taxpayers.

This review was discussed
with all levels of the
Service' s management.

Preface

This review was conducted as part of Internal Audit’s Fisca
Y ear 1997 Business Taxpayer Audit Strategy. Under the
drategy, Internd Audit initiated a series of nationd reviews
which were designed to identify opportunities to improve
customer service and reduce burden for the business
taxpayer. Collectivey, this series of reviews addressed the
major points of contact that a business taxpayer could have
with the Service---from establishing anew business, through
making tax depodits and filing returns, and responding to
notices. We evaluated the Service' s current processes from
the perspective of how the business taxpayer might view
them.

We discussed the reviews included in the strategy up-front
with executive management and obtained their input on
objectives and potential outcomes, aswell astheir
commitment to take appropriate actions. We aso worked
cdosdy with dl levels of Service management to determine
the significance and scope of the burden on the business
taxpayer and the inefficiencies in existing practices for
providing quality customer sarvice. Through discussons
with management, we jointly identified feasible dternatives to
address these areas. We presented executive management
with information to assst them in determining which
dterndives to implemen.

Objective and Scope

The objective of this audit was to determine if procedures
for establishing business entities and related filing
requirements on the Business Magter File (BMF) could be
improved to reduce taxpayer burden, decrease costs and
Improve customer sarvice. Specificdly, we:
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An Employer Identification
Number isa nine digit
number assigned by the
Service to business entities
for filing and reporting
pur poses.

Determined if the processes for assgning Employer
Identification Numbers (EINS) and establishing filing
requirements are efficient and effective.

Determined if the process for satisfying Form 941
filing requirements could be improved.

Determined if management had implemented severd
recommendations made previoudy in three Internd
Audit reports.

To accomplish these objectives, we:

Interviewed officids in various nationd office and
locd functions.

Interviewed Telephone Routing Interactive System
and BMF TdeFile andyds to obtain information
about these two systems.

Analyzed aMagter File extract, traced a sample of
Forms SS-4 (Application for Employer Identification
Number) submitted by taxpayers, and reviewed
various management reports.

We conducted our review from July 1997 through May
1998 in accordance with generdly accepted government
auditing dandards. See Attachment | for more information
on our specific objectives and scope of review.

Background

Employer Identification Numbers (EINS) are nine digit
numbers assigned to sole proprietors, corporations,
partnerships, estates, trusts, and other entities for filing and
reporting purposes. Every business entity required to filea
Federd tax return must have, or be assigned, an EIN.
Approximately two million EINs are assgned to the BMF
annudlly.

There are two ways the Service assgns EINs. The most
common method isviaaForm SS-4. A taxpayer may mail
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Business entities are
assigned an EIN when they
fileaForm SS4 or from
information available on a
return they file.

Assigning EINs includes
establishing filing
requirements. Filing
requirements identify the
types of returns taxpayers
must file.

or fax the form to the appropriate service center or may
request an EIN by telephone through the Tele-TIN program,
and subsequently submit the form.

The second method isthe assgnment of an EIN to a
business tax return filed without one (using information
available on the return). A notice is mailed to the taxpayer
informing the taxpayer of the assgned number. A Form SS
4 isincluded with the notice and should be completed and
returned to the assigning service center.

Form SS-4 is aso used by the Socia Security
Adminigtration (SSA) to collect and code employer
information, incdluding indudtrid activities. SSA providesthis
datato other agencies. The Census Bureau is the mgor user
of SSA’sindustry coding.

In addition to the above methods for assgning EINS, the
Pacific Northwest Didtrict piloted the Federa EIN (FEIN)
program. This program is a FedState cooperative venture
that enables taxpayers to obtain EINs from Washington
State licensing bureaus at the same time they apply for Sate
business licenses.

As part of issuing EINS, the Service establishes filing
requirements. Filing requirements identify the types of
returns taxpayers are required to file and the types of returns
the Service mailsto taxpayers. Filing requirements are aso
used to perform ddinquency checksto determine if
taxpayers have filed required tax returns.

Results

Overdl the Service has efficient and effective processes for
assigning EINs. However, the Service could decrease both
taxpayer burden and processing costs by enhancing the
means that Form 941 filers use to satidfy filing requirements
when they have no employees. The Service could dso
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Taxpayers have a variety of
ways to apply for EINs.
Most taxpayers use Tele-TIN
and receive their EINs
immediately over the
telephone.

The Service has deemed the
FEIN pilot program a
success because of the high
level of customer satisfaction
and the high degree of
accuracy.

enhance compliance efforts by ensuring implementation of
recommendations from prior audit reports.

The Service Has Efficient And Effective
Processes For Assigning EINs And
Establishing Filing Requirements.

Assigning EINs. The Sarvice has efficient and effective
processes for assigning EINs. Taxpayers have severa
methodsto apply for EINs. At least two of the available
methods, Tele-TIN and the pilot FEIN program, can
provide taxpayers with the requested EINs immediately. In
1993 63% of EINswere assigned by Tele-TIN. TeeTIN
isone of the most popular and successful taxpayer service
initiatives.

In addition to Tele-TIN and the FEIN program, the Service
also has Fax-TIN and regular paper processing. Fax-TIN
alows taxpayersto fax ther gpplications for EINs directly to
the Service. Fax-TIN gpplicants may receive EINs within
three days. Taxpayers may also mal Forms SS-4 to the
Service for processing. According to Form SS-4
ingtructions, taxpayers should alow about four weeksto
receive EINs via the mail.

Cugtomer satisfaction with the FEIN program is universaly
positive. Because of its success the program is being
expanded to two states per region. Expansion is supported
by results from a 90-day test in the State of Washington in
the Pacific Northwest Digtrict. During the 90-day test atotal
of 1,017 FEINswereissued. Only four of the 1,017 EINs
had to be canceled ether because the entity dready had a
number or a Sate employee pushed the wrong computer key
and assgned the number in error.

The Service dso has a sufficient number of EINs available
for future use. The current nine-digit EIN numbering system
dlowsfor one billion different combinations. Asof 1994, an
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taxpayers are not required
to notify the Service when
planned dates change.

estimated 60 million EINs had been issued. Those EINs
account for about 6% of the possible combinations, which
means there is no shortage of available EINs.

Establishing Filing Requirements. The Service
establishes accurate filing requirements based on information
taxpayers provide on Form SS-4. We sdlected and
reviewed asmdl judgmenta sample of Forms SS-4 & the
Andover Service Center to determine the accuracy of
edablished filing requirements. Accurate filing requirements
were established for 49 of 50 Forms SS-4 reviewed. The
results of our test are supported by a more comprehensive
survey conducted by the Service in 1992.

According to the results of the 1992 survey, 63% of
taxpayers agreed with the filing requirements established by
the Service. About 3% partialy agreed with the filing
requirements and 34% disagreed. Of the 34% who
disagreed, 56% of the errors were made by taxpayers when
completing Form SS-4. Two percent were the result of IRS
errors and the source of the remaining 42% could not be
determined because Forms SS-4 were not available for
review. If the 2% error rate remains constant for the cases
that could not be determined, the Service may well have
correctly processed Forms SS-4 about 96% of the time.

Filing requirements are established based on information
taxpayers provide on Form SS-4, including a planned
business start date and the date the business plansto gtart
paying wages. Although the Service establishes accurate
filing requirements based on Form SS-4 information, some
businesses may not start or hire employees when planned.
However, taxpayers are not bound to inform the Service if
the business does not start or hire employees when planned.
2b, 2e
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It may have cost the Service
up to $18 million in 1995
and 1996 to process Forms
941 filed by taxpayers
without a liability.

The Service Would Benefit From An Automated
System For Satisfying Filing Requirements.

During calendar years 1995 and 1996, the Service received
and processed about 44.3 million Forms 941, Employer’s
Quarterly Federd Tax Return. Of these, approximately
10% (4.2 million) were filed by taxpayers without aliahility,
and processed at a cost to the Service of about four dollars
per return. In addition to processing costs, the Service
gpends thousands of hours resolving delinquency inquiries
and satifying filing requirements for taxpayers without tax
lichilities.
There are severd reasons why business taxpayers without a
lighility file

The Service does not have an efficient method for

taxpayersto close their filing requirements when they are

no longer in busness.

Filing requirements, having been set up by the Service,
must be satisfied whether or not a business has
employees.

Actions taken by the Service, such as sending
delinquency notices, encourage taxpayers without a
lighility to file $0 Forms 941.

The Service informs taxpayersin their EIN receipt notice

that they mugt file returns when they are without a

lighility.
The Service does not have an efficient method for
taxpayersto close ther filing requirements when they
areno longer in business. Approximately 872,000 (21%)
of the 4.2 million $0 Forms 941 werefiled as“Find” returns.
These returns were filed by approximately 722,000 BMF
taxpayers who wished to indicate to the Service that they
would no longer need to file areturn. Nineteen percent
(about 137,000) of the businesses filed more than one find
$0 return, including 257 businesses that filed five or more,
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Newly established businesses

filed 681,000 (16%) of the
$0 Forms 941 during 1995
and 1996.

The Service encourages
taxpayers without liabilities
to file by sending
delinquency notices and by
instructing tax examiners to
inform taxpayers they must
file.

Many taxpayers continually
file Forms 941 for $0,
including about 106,000
businesses which filed six or
more returns during 1995
and 1996 and 11,000 which
filed in all eight quarters.

This gppears to be an inefficient method for BMF taxpayers
to stidfy ther filing requirements.

Filing requirements must be satisfied whether or not a
business has employees. During 1995 and 1996,
approximately 16% (681,000) of the $0 Forms 941 were
filed in the same year the business was established. These
businesses represent about 23% of dl those that filed $0
Forms 941 in 1995 and 1996. New businesses do not
aways have employees when they indicate they will on the
Form SS-4.

Actionstaken by the Service encour age taxpayersto
filethesereturns. About 30% of the busnessesin our
review had received a delinquency notice at some point prior
to filing a$0 Form 941 return. In these cases taxpayers
without a ligbility filed returns to satisfy the filing requirements
established by the Service.

The Service informstaxpayersin their EIN receipt
noticesthat they mugt filereturnswhen they are
without a liability. When taxpayers are assgned EINS, the
Service establishes filing requirements based on information
provided by taxpayers. The Service notifies taxpayersin
writing of the assgned number and the related filing
requirements. The notices ingtruct taxpayersto file required
returns even if they were not in business or did not have
employees for a specific period.

Additionaly, procedures ingruct Entity Unit tax examinersto
inform taxpayers that if no businessis conducted or no
wages are paid, they are till required to file atax return with
no liability. However, there is no requirement for taxpayers
to file such areturn.

Once taxpayers sart filing $0 Forms 941 they continue this
practice. About haf of the businesses that filed $0 Forms
941 in our review filed more than one, making up about
79% of the totd $0 returnsfiled. Of these businesses, about
106,000 filed six or more of these returns in the two-year
period reviewed, including about 11,000 businesses that
filed a$0 Form 941 in dl eight quarters.
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The Service could eliminate
the cost and burden
associated with filing Forms
941 for $0 by implementing
an interactive telephone
system for use by BMF
taxpayers.

Fling tax returns without a liability crestes unnecessary
taxpayer burden. Business taxpayers mugt satisfy therr filing
requirements in one of threeways. 1) filea$0 Form 941, 2)
file aForm 9358, (stuffer accompanying the delinquency
natice) indicating they are without aliability; or 3) cdl the
Sarvice and give an ord statement indicating they have no
lighility.

Many taxpayers (1.9 million) chose to file a $0 Form 941
during 1995 and 1996 as one way to satidy filing
requirements. The Service has placed an undue burden on
these taxpayers by encouraging them to file a Form 941
even when they do not have aliability. We worked with
management to find a better method for satisfying filing
requirements.

Changes to the process for satisfying filing requirements
could have eiminated those $0 Forms 941 and associated
processing costs, and reduced taxpayer burden. The Service
could develop an interactive telephone system that would
alow business taxpayers with no Form 941 liability ina
particular quarter to telephonicdly satisfy the filing
requirement. These taxpayers could inform the Service that
they had no employees before they receive a ddinquency
notice for that quarter, or they could indicate afind or
seasond return. This change could be implemented in
one of two existing systems: the Telephone Routing
Interactive System (TRIS) or BMF TeleFile.

Asof February 1998, TRIS had nine interactive
goplications. The Service could initiate another gpplication
that would alow Form 941 filers with no liability to sisfy
tharr filing requirements by telephone. Thiswould bea
proactive step to reduce the number of $0 Forms 941 filed.

TRIS analysts expressed concern about taxpayer
authentication. Taxpayerswho currently use TRIS
gpplications access them through a Persond Identification
Number (PIN). PINs are provided by notice to these
taxpayers. This method of authentication may be impractica
for $0 Form 941 filers.
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The Telephone Routing
Interactive System (TRIS)
could be modified to allow
BMF filers without a liability
to satisfy their filing
requirements.

BMF TeleFile could be
expanded to accept Form
941 filers without tax
liabilities.

However, taxpayers could be authenticated on TRIS as they
are now when they call the Service. Under current
guidelines, taxpayers can pesk to tax examiners and
indicate that they have no liability. Tax examiners
authenticate taxpayers by inquiring about entity data on file.
A new TRIS gpplication could be created which would
require taxpayers to input sufficient data for authentication.
For example, the gpplication might require taxpayers to enter
their EINSs, street numbers and the first five letters of their
business addresses. This information could be input viaa
touch-tone telephone.

BMF TeleFile could dso be expanded to dlow business
taxpayers thet have a $0 Form 941 liability to satisfy their
filing requirements. BMF TdeFlefor Forms 41 is
scheduled for nationwide implementation in April 1998.
Currently, only a sdlect group of business taxpayers quaify
to use this system.

BMF TeleFile analysts expressed concern that the Service
could nat monitor al of the taxpayers usng the sysemiif it
was expanded. However, current procedures allow tax
examiners to conduct business telephonicaly after
authenticating taxpayers. Taxpayers with no liability could
use an automated version of this authentication process,
satigfy the filing requirement, and eiminate the need to file a
Form 941 with $0 lighility.

In November 1997 we briefed the then Assistant
Commissioner (Collection) and the Assstant Commissioner
(Forms and Submission Processing) on the status of our
review and presented our preliminary results and potentia
recommendations. The Assgtant Commissioner (Collection)
agreed that a telephone voice response system was a good
issue and one that should be pursued by Internd Audit.

Recommendations

1. Edablish asystem that alows taxpayers to telephonically
satidy their filing requirements and revise EIN
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A prior Internal Audit report
recommended ways to select
mor e productive delinquency
investigations and make
better use of available
information to ensure
compliance.

assgnment and ddlinquency naticesto reflect this
procedurd change.

Management’s Response: Management agreed, with
reservation, to develop a simplified systemto eliminate
taxpayer burden with regard to $0 Forms 941.
However, rather than modifying a current system
management will include a tax compliance risk
assessment as an early action itemin their ETA
Srategic Plan by January 1, 1999 and then proceed
accordingly.

2. Include information in the Form 941 indructions advisng
taxpayers to use the newly created telephone voice
response system if they have a $0 tax lighility.

Management’ s Response: Once a decision is made on
the first recommendation, this action itemwill be
included in the implementation plan.

Implementation of Prior Internal Audit
Recommendations Would Improve Compliance
Efforts.

Inaprior report, Internal Audit recommended that
management:

modify computer programming to select more
productive delinquency investigations.

make better use of available information to establish filing
requirements and ensure compliance.

During this review, we followed up on management’s
implementation of corrective actions to the above
recommendations. We determined programming was not
correctly modified to select more productive cases, and the
Sarviceis not on track to implement a reporting agent/client
crossreference. Asaresult, the Service continues to
generate less productive nonfiler cases and may not
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In a previous report,
Internal Audit estimated that
the Service closes out about

During our review we found
that changes to the
delinquency check program
to reduce unproductive TDIs
were not properly
implemented.

effectively implement two previous Internd Audit
recommendations to improve compliance.

A 2b, 2e------- Feature Will Improve The Productivity
Of Ddinquency Investigations

In an August 1996 report, Internal Audit determined that
2b, 2e
2b, 2e In that

report Internal Audit estimated that each year the IRS closes
about 2b, 2e
2b, 2e

To improve the productivity of employment tax ddinquency
investigations, management agreed to modify the ddinquency
2b, 2e

2b, 2e-------—--- Management agreed to implement the check

During thisreview we followed up on management’s
implementation of the check and determined that it was not
implemented. 2b, 2e
2b, 2e
2b, 2e When advised of the
programming problem, management took immediate action
to implement the check.

We a's0 suggest amodification to the origina recommended
2b, 2e-----feature. We recommend that the 2b, 2e-----
feature 2b, 2e
2D, 26— -
Management agrees with our suggestion and hasincluded
this modification in a Request for Information Services.

Management should properly implement corrective actions
to audit findings. Correct implementation of the check
should result in areduction in unproductive nonfiler cases.
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In an August 1996 report,
Internal Audit made two
recommendations to
implement crosschecks that
would establish filing
reguirements.

In order for the
recommended crosschecks to
be implemented
appropriately, the Service
should establish a Reporting
Agent indicator as
recommended by an Andover
Service Center Natural Work
Group.

A Reporting Agent Indicator Will Allow More
Effective Implementation Of Recommendations To
Improve Employment Tax Compliance

In an August 1996 report, Internal Audit recommended that
the Service:

1. Match EINs on Forms W-3 (Transmittal of Income and
Tax Statements) received from the Socid Security
Adminigration (SSA) againg the BMF. If the entity is
present on the BMF and there are no filing requirements
and no subsidiary indicator, the Service should establish
an employment tax filing requirement.

2. Edtablish aForm W-2/BMF crosscheck of EINs that
gppear on Forms W-2 transmitted with electronicaly
filed Forms 1040. For those EINs that match an
existing BMF account, the Service should establish
employment tax filing requirementsif the account does
not have afiling requirement and does not contain a
subsdiary indicator.

Both of the above recommendations were contingent on the

Sarvice establishing a Reporting Agent indicator

recommended by an Andover Service Center Natural Work

Group. Thisreporting agent indicator was aso referred to

asasubsdiary indicator in the previous Interna Audit

report.

Current procedures alow parent corporations and certain
agents to file consolidated employment tax returns for their
subsidiaries and clients. These consolidated returns are filed
under the EIN of the parent or agent. However, Forms W-
2 and W-3 mugt be filed with SSA under the subsidiary’s or
client’sEIN.

State reporting requirements mandate that each individua
subsdiary or dient file its own unemployment tax return
(Form 940). Master File programming, with some
exceptions, will generate afiling requirement for Form 941 if
the Form 940 has been filed by the client. However, thereis
no cross-reference on the client’s master file account to
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Management has not made
sufficient progress on
establishing a reporting
agent indicator
recommended by an Andover
Service Center Natural Work
Group.

show that a consolidated Form 941 has been filed by a
reporting agent. Thisinconsstency creates unnecessary
Magter File and Combined Annua Wage Reporting
(CAWR) nonfiler cases on the clients.

An Andover Service Center qudlity initiative made
recommendations to implement an indicator to link dient
accounts to their reporting agents. The Nationd Director of
Quality recommended the proposed system changes be
tested and appropriate changes made. Our prior audit did
not recommend establishing this reporting agent indicator
because the Andover Service Center was taking steps to
implement the indicator.

This reporting agent indicator needs to be implemented
before a Forms W-3/W-2 employment tax filing requirement
crosscheck can be fully effective. Internd Audit promised to
follow up with the Nationa Director of Quality and other
Nationa Office functions as gppropriate concerning the
creetion of this reporting agent indicator.

We assessed management’ s progress on establishing a
reporting agent indicator. Implementation of the two
recommendations from the Review of the Employment Tax
Nonfiler Program Internd Audit report is contingent on this
indicator. In our opinion, management has not made
aufficient progress on establishing this indicator to ensure that
the two recommendations will be timely implemented.
Management needs to timely establish thisindicator to dlow
aufficient time for implementing the two recommendetions by
February 1, 1999.

Implementation of these two recommendations should
Identify some nonfilers approximately 14 to 18 months
earlier than current processes, and help to ensure thet the
Sarviceis recaiving employment tax returns from al
employers who issued Forms W-2. In November 1997 we
briefed the then Assstant Commissioner (Callection) and the
Assgtant Commissioner (Forms and Submission Processing)
on the status of our review and shared our preliminary
results.
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Recommendations

3. 2b, 2e

Management’ s Response: Management submitted a
Request for Information Services to change the program
as stated in the recommendation.

4. Esablish a cross-reference between reporting agents
and client accounts as recommended by the Andover
Service Center Natural Work Group. After establishing
the cross-reference:

a) Match EINs on Forms W-3 received from SSA
with the BMF. If the entity is present on the BMF
and there are no filing requirement and no reporting
agent indicator, the Service should establish an
employment tax filing requirement.

b) Establish a Form W-2/BMF crosscheck of EINs
that appear on Forms W-2 transmitted with
eectronically filed Forms 1040. For those EINs
that match an existing BMF account, the Service
should establish employment tax filing requirements if
the account does not have afiling requirement code
and does not contain a reporting agent indicator.

Management’ s Response: Management agreed with the
recommendation to cross-reference the Business Master
File with Employer Identification Numbers on Forms W-
3 received fromthe Social Security Administration and
on Forms W-2 associated with electronically filed Forms
1040. Management will also provide the necessary
support to implement the reporting agent indicator.
Requests for Information Services will be submitted to
request the necessary programming and recommended
actionswill be implemented once supporting
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programming and tape matches are available for the
cross referencing.

Conclusion

Our review showed that overall the processto assign EINs
is efficient and effective. Taxpayers can gpply for EINs
through severad methods, including two that provide EINs
immediately. When EINs are established the Service assigns
gppropriate filing requirements based on the information
provided by taxpayers.

Exigting systemns could be enhanced to reduce processing
costs and taxpayer burden. The Service could change the
process by which Form 941 filers without aliability satisfy
their filing requirements. This change would diminate the
need for BMF taxpayersto file a$0 Form 941 when they
are without aliability resulting in reduced taxpayer burden
and Service processing codts. Either TRIS or BMF TeleFile
could be expanded to accommodate these taxpayers. The
Service currently receives and processes about 2.1 million
$0 Forms 941 each year, filed solely to satisfy filing
requirements.

Recommendations from a previous audit report were not
properly implemented or are a risk for untimely
implementation. When notified, menagement took
immediate action to correctly implement a 2b, 2e----
feature. However, management has not made sufficient
progress on establishing areporting agent indicator. Asa
result, two other Internal Audit recommendations are at risk
for untimely corrective actions.

Preston B. Benoit
Audit Manager
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Attachment |

Detailed Objectives and Scope

The overdl objective of our review was to determine whether procedures for establishing
entities and filing requirements on the Business Master File (BMF) were efficient and effective,
and whether they could be improved to reduce taxpayer burden, reduce costs and improve
customer service. To achieve this objective we:

l. Determined the necessity, purpose and use of EINSs, and whether the Service efficiently
and effectively assgns EINs by:

A. interviewing nationa and locd officids from various functiona areas concerning
the assgnment of EINs.

B. reviewing EIN assgnment procedures.

. Determined whether the Service establishes gppropriate entities and filing requirements
for business taxpayers by:

A. tracing a sample of Forms SS-4 to the BMF to determineiif the Service
established correct filing requirements.

B. reviewing results of a prior filing requirements study.

reviewing results from taxpayer focus groups to determine if they provide
information the Service can use to improve the EIN assgnment process.

D. determining why the Service assigns and controls EINs for non-tax purposes.

. Determined if the process for establishing entities and filing requirements leads to
unproductive Tax Delinquency Investigation and nonfiler cases, and the unnecessary
preparation, filing and processing of tax returns with $0 tax ligbility by:

A. analyzing aBMF extract of eight quarters of Forms 941 (1995 and 1996) to
determine the volumes of Forms 941 filed with $0 tax lighility.

B. profiling business entities in the BMF extract of Forms 941 (See A above) to
identify indicators (find returns, seasond filers, etc.) concerning the reasons
business taxpayers may have filed Forms 941 with $0 tax liability.

C. determining why taxpayers filed Forms 941 for $0 based on the results of the
profiled datain Step [11B.
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D. researching severd interna systems to determine if there is an automated
method for Form 941 filers to satisfy their filing requirements when they are
without aligbility. To accomplish thiswe:

1. interviewed personnel associated with the Telephone Routing
Interactive System (TRIS) and BMF TeleFile.
2. obtained background information on TRIS and BMF TeeFile.
Determined whether the Service effectively implemented recommendations from three
Internal Audit reports by:

A. interviewing Nationa Office officids to determine the status of establishing a
Reporting Agent indicator on the BMF for entities whose payroll tax returns are

filed by areporting entity.
B. following up on selected recommendations to determine if management had
taken corrective action.

Determined, in conjunction with management, cost-effective, reasonable dternatives to
any identified systemic or procedural wesknesses from sub-objectives | through V.
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Attachment Il
Management Response
DOEFARTHEMT OF THE TREASURY . s eyt g
IRTERMAL REVEMIFE SERVICE ._gh{.-rE!VED
WAEHINGTON, DG, 20234
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FROACELSSIMNG)

MEMORANDLUM FOR CHIEF INGFECTOR

THRU: Bob Wenzel - Y=ozt -

Chief Cperations )
FROM: Brien T. Downing __
Assistant Commissioner

(Forms and Submission Processing) OFFS

SUB.JECT: Review of the Drafl [nternal Audit (IA) Report - Emplayer
ldentification Mumber (EIMN} and Related Filing Requirements

Thank you for the opportunity to respond to the recommendations in the subject draft 1A
report. We appraciate your understanding of cur need for extending the response date
to accommadate the coordination effort, and apologize for the delay. As you know, it
was necessary to solicit input from the Assistant Commigsioners Gollection, Cusfamer
Service and Electronic Tax Administrafion (ETA). VWe have responded to the four
recommandations and also included, as an attachment, concems expressed by the
Office of the Assistant Commissioner {Collection) refated to the telephonis acceptance
of zero liability Forms 941, If your staff has any questions or needs additional
infomeation, they may contact my Infernal Audit Liaison, Cris Balzereit, at

{202 622-7055.

recommendation T. Establish a system that allows taxpayers to telsphonically satisfy
their filing requirements and revise EIN assignment and delinguancy notices to reflegt
this procedural change. . .

Assessment of Cause: Intemal Audit concludes that the Servica could eliminats the
coet and hurden associated with filing Forms 841 for 2ero tax liability by implemeanting
an interactive telephone system for use by BEMF filers of Forms 241,

Carrective Acfion(s): We agree, with resarvation, that the Service should develop a
simplified system to eliminata the burden on faxpayers filing Forms 941 when there i
no tax liability. As concerns have been expressed by the Assistant Commissioner
{Callection) refated to potential misuses, rather than move quickly to madify a current
system to accommodate this need, we should include & tax compliance rigk
assessment as an arly action iteim in our implementation plans and procesd
accordingly,
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The report recommends using our current interactive telephone systems, either TRIS or
Telefile, as the vehicle for the taxpayer to telephanically make their return when there s
2 zero tax liability.

8} TELEFILE - Adding this market segment to the existing Telefile Systam poses
aperational problems in regard to authentication, signature/altemative signature, and
gyslems performance. However, ETA will enlist the aid of Intemal Audit, Criminal
Investigation and Information Systemns o explore all potential areas for 941 Telefile
expansian, including all no-remit Form 941 retums. This task will be incorporated into
the ETA Strategic Plan.

b} TRIS - TRIS iz a legacy system that is in a maintenance mode and additional
applicalions carnot be considerad. However, the Modemization Blueprint calls for the
intrefuction of automated self-service applications as part of Phase 1, Sub-release 1.2,
scheduled for Years 200002001, If this still remaing an unresclved issue, we will include
il far comsideration for Phase 1, Sub-release 1.2,

implemeaniation Date: a) January 1, 1959
b] MNA

Responsible Offcialfs]! a) Assistant Commissioner {Electronic Tax Adminislration)
b Agsistant Commissioner (Customer Service)

Recommendation 2. Include information in the Farm 941 instructions, advising
taxpayers o use the newly created telaphane voice response syslam if they have a $0
tax fiability.

Assessmont of Cause: Intemal Audit concludes that the Service could eliminate the
east and burden associated with filing Forms 841 for zers tax liability by implementing
an interactive telephone system for uze by BMF filers of Forms 941,

Cormactive Actionis); Cnce a decision is made on Recommendation 1, this action itern
will be includad in the implemenlation plan.

implomantadion Date: NiA
Responsible Officialis). Assistant Commissioner (Electronic Tax Admirmstralion}

Assistant Commissioner {Customer Sarvice)]
Assistant Commissionar {Forms and Submission Processing)

Page 19



EINs and Related Filing
Requirements

Recommendation 3: GIEAd

Assessmani of Cause: Intemal Audit concludes that the filing of zers tax labilily returms
cauld be significantly reduced by the suppression of tax return delingquency notices
unless a priar tax retum has posted or paymenl is presenl on the current tax period.
This praposal would reduce the expetse of processing Forms 941 with Zero tax
lizbililies, reduce taxpayer burden, and aliminate staff ime expendad in resolving Zero
tax delinguency cases.

Comechive Actionfs): A Reguesl far Infarmation Setvices has been submitted o change
the program as stalted in the recommeandation. The Chief Infarmation Officer has
respanded that the change will be completed by January 15, 1999,

Implementation Date: January 15, 19589

Responsible Officials: Assistant Commissioner (Customer Servica)

Recommendation 4: Establish a cross-reference betwsen raporting agent and client
accounts as recommended by the Andover Service Centar Natural Wark Graup in arder
to timely implement previous |A recommendations. After estabhshing the crass-
reference:

a) Match EIMs on Forms W-3 received from Social Security Adminiztration {S5A) wilh
the Business Master File (BMFY. If tha entity is present an Lhe BMF and there are no
filing requirements and no reporting agent indicator, the Service should establish an
Emplayrmeant Tax filing requiremsnt,

b) Establish a Form W-2'BMF cross check of EIMs that appear on Forms W-2
transmittad with electranically filed Forms 1040, For those ElMs that match an existing
EMF account, the Service should establish Employment Tax filing requirements if the
acoount does not have a filing reguiremenlt code and does not contain a reporting agent
inchicabaor.

Assesszment of Cause: To improve employment tax compliance, Inlernal Audit
previously recommended implementation of cross checks between the Business Master
File and Forms 'W-2 and ¥W-3 that would result in the astablishment of employment tax
filing requirements. A reperting agent indicator, as previously recommetided by the
Andover Service Cantar Natural Work Group, would need 1o be implemented,
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Corraclive Action{s): We agree with the recommendation to cross-reference the BMF
with EIMs on Forms W-3 received from the S5A and on Forms W-2 associated with
alectronically filed Forms 1040, RIS{s} will be submitted to request the necessary
programming and recommended actiong will be implemented once supporting
programming and lepe matches are available for the cross-reforencing.  Submission
Frocessing will provide the necessary support o implemant the reporting agent
indicator once Cuslomer Service has defined the requirements,

Respornsibla Officialis). Assistant Commissionar [Cuslomer Service)
Agsistant Commiszinoner (Farms and Submission Procassing)

Altachment

oo Asgistant Commissioner {Customer Service)
Agsistant Commissioner (Collection)
Assistant Commissioner (Elactronic Tax Administration)
Mational Director, Submisgion Processing Division
National Director, Tax Foms and Publications Divisicn

NESAt

VAT
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DUEPAIRTMENT OF THE THEASUREY
INTERMA|L HEVEMUE SERVICE |

WASHINGTON. B.C 20224 o S
i ¥ oA
June 24, 19g9g 1. 26 i

ASSIATAMT COMMISSIONER
LCOLL EETIONG

v SR I oo
SUBAISEtDR FROCEGSIG
MEMORANDUM FOR ASSISTANT CHIEF INSPECTOR (INTERMAL ALDIT)
ASSISTANT COMMISSIONER
{FORMS AND SUBMISSION PROCESSING|

FROM: Deborah 8. Reilly Yo dzena b

Assistant Commissioner (Collection) OF:CO

SUBJELT. Review of Drak Internal Audit (1A} Report - Ermprloyer
identifreation Numhbears (EINE) and Related Riling
Requirermeants (MISH70043)

Wie haye reyiewed the subject draft report. While we are in gengral agregment wrth 14's
findings, we take exeeption to recommendations 1 and 2 {page 10}, a5 well as 1o the
last sentance of the narralive at the bottom of page 9, immediately preceding the
recommendations. The narrative and recommendations relate to the establishment

of "3 system that allows taxpayers to telephonically salisfy their fling requirerments.”
Althoiegh we are not respansible for implementing the recommendations, as the
process owner for Nonfling, we have a strong interest in them because the Nenfiler
Program will be impacted if they are implemented. We ask, thersfore, that you take

our pasition into consideration.

We are concemed that the establishment of allowing taxpayers to satisfy their filing
requirements via TRIS, TeleFile, or a similar system could potentially apen the flogd-
gates for abuse Famently. whan there is no liability for a tax period, the taxpayer is
requirad ta notify the 1IRS af this fact in writing (on the tax return ar in a letter) ar by
speaking wath an IR5 employee  Llse of 3 voice responsa mechanism wauld make it
axtremely easy far a taxpayar to be taken off the liability list simply by wsing a touch-
tone phong, or for someone other than the taxpayer o do so, with impunity  Beforz
such a system is mnplemented . we insist that it be tested for its iovel of nsk to tax
comphance. Curhermaone, valhdahen processes ta verify the claim of na liaklity must be
builk nfe the sysfom, perhaps with the use of state data  (Of couras, there is always the
dangir that the taxpayer could be giving falze informatian to the state, too.}

At tne mecting in Novembes 12997 (referenced al the battom of page 9 of the draft
report), the then Assistant Commissioner [Collection) "agreed that a telephone voice
response system was @ good issue,” but that Internal Audit and cthers needea o study
in deepth, the risks inherent in such a system A no time did he endorse the imple-
mentaticn af such & system without further investigation into the probiems it might
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inadverently cause. In addition, at a subsaguent meeting with 14 and impacted offivials
an April 16, 1998, the Mational Director, Collection Figld Cperatians, also cautioned 1hat
there is a big difference between & taxpayer's orafl testimoeny to an RS employes
regarding a no liability period and allowing a laxpaysr W simpely push same buttans on
their telephone to claim no tax liability

Wie will not require a closing conference with L& unlass aur pesition 12 nat reflectad in
the respanse to the draft repart  [f ¥ou have any questions reganding this response.
please let me know, ar a mamber af your staff may call Flaine Munraa, my internal
Audit liaisan, at 62249435,

o6 Chief Operations Oificer
Regional Inspectar, Mortheast Region
Asgistan! Commissioner (Customer Service]
Aszistant Commissigner [Efectronic Tax Asdministration



