UNITED STATES GENERAL ACCOUNTING QFFICE
WASHINGTON. D.C. 20548

GENERAL GOVERNMENT
DIVISION

_ NUARY 24, 1980
B-197453 JANU

The Honorable Jerome Kurtz
Commissioner of Internal Revenue;k;@poaD7/
Department of the Treasury

Subject: The[}nternal Revenue 3ervice Could
Make Better Use of Computer Audit
Specialists | (GGD-80-33)

Dear Mr. Kurtz:

We have completed a survey 0f the Internal Revsnue
Service's (IRS') computer assisced audit program. Our
objectives were to evaluate the management direction and
control of the program and to assess whether it effectively :
assists the Service in auditing returns of taxpavers using
automated accounting systems, !

IRS is making good use of computer auditors in examin-
ing returns of large corporate taxpayers, but the program
has not reached its full potential. Management needs to
assure that (1) computer audit specialists are used more
extensively in other compliance programs, (2) adequate com-
puter hardware 1s provided to support the program, and (3)
better lines of interregional communication are estaplished
among computer audit specialists and program managers. |

As you know, the computsr assisted audit program was
initiated several years ago when a selected number of
revenue agents were trained in computer systems design and
programing. These agents--referved t©o as computer audis
speclalists--were tasked with analyzing and evaluiating tax-
payers' automated accounting systems and initiating agree-
ments with them to retain financial records on magnetic tape
for IRS audit. Further, the computer audit specialists
assist in the audit effort by verforming computerized data
analysis and retrieval as reguested by case managers and
examining agents. I

National Office support in the form ¢f training
and program guidelines is provided by the Examination )
Divisicn of the Office of the Assistant Commissioner 1
for Cecmpliance.

IR (268083) i
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Qur survey was performed at the National Office in
Washington, D.C., and at regional and selected district
offices in the Mid-Atlantic, Southwest, and Western
regions., We reviewed national and regional policies
and vrocedures for carrying out the computer assisted
audit program. We discussed various aspects of the
program with assistant regional commissioners, division
and branch chiefs, group heads, large case managers, and
a2 numtzer of computer audit specialists.

COMPUTER ASSISTED AUDIT PROGRAM
HAS IMPROVED THE COORDINATED EXAMI-
NATION PROGRAM

Today, 152 revenue agents have bseen trained as com—
puter audit specialists. Record retention agreements are
in effect with about 3,600 taxpayvers. This includes almost
1,300 of the large corporations in the coordinated exami-
nation program. Computer audit specialist involvement
is mandatory in all examinations in which record reten-
tion agreements are in effect.

Service officials we lnterviewed unanimously agreed
that the computer assisted audit program has contributed
significantly to the quality and scope ¢f examinations of
large taxpayers with computerized financial systems. We
ncted numerous lnstances where case managers clted savings

of from 3 to 250 statff days per audit as a result of computer

auditc specialist efforts. The staff day savings represent
time that would have teen required to manually do the
analyses performed by the computer audit specialist. In
many cf these instances, 1t is unlikely that the work
would have been done manually decause of the high cost.
Routine auditing technigues, such as stratification of
general ledger accounts, selection of detailed trans-
actions for review, and analysis of vendor payments, can
be done in a2 matter ¢f hours using the computer. In large
corpeorations, it used to taks revenue agents wesks Lo
manually complete these tasks. The Service nas recently
introduced statistical sampling intc the examination pro-
gram, and computer audit specialists are heavily involved
in identifying situaticons where this auditing technique
can be applied.



B-197453

Management dzta is not available to measure the costs
and related benefits of the program, but IRS officials that
we spcke to believe that the savings in resources and im-
proved audit guality far outweigh program costs. This is
evidenced by the fact that the Service plans to increase
the number of computer audit scecialists to 300 by 1981,

OTHER COMPLIANCE PROGRAMS CO

UL
BENEFIT FROM COMPUTER AUDIT TECHNIQUES

Computer auditing technigues have also been used
effectively--but limitedly--in 2xaminations of other than
large corporate taxpavers. National QOffice guidelines
call for using computer applications to the fullest extent
possible in examinations of :Zax shelters and corporate
slush funds, in information gathering projects directed
toward tax avoidance or tax esvasion schemes, and other
compliance programs. We found, however, that little
National Office guidance exists on when and how to use
thesa tachnigues and little nonitecring is done to determine
the extent of their use. As a result; computer audit
specialists were more heavily engaged in these programs
in certain rsgions than in others.

As discussed above, computer audit technigues are
cost-effective tools for addressing compliance proolems
of concern to IRS and the Congress such as tay shelters
and the cash economy. For example:

~--&4 computer application was devslcped to track
the financial impact <of partnership returns on
individual partners. 1In one instance, there were
over 9,000 partners. An individual could be in-
velved in as many as f£ive different partnerships.
In the event of adjustment to partnership income,
the computer program automatically computed the
applicable adjustment Zor each partner, a process
wnich wouid be costly to do manually.

--Information was accumulated and a2 computer Trogram
develcped that estimated the amount of tip income
recelved Dy service employees at a number of notels



B-197453

and restaurants in a large rescrt area. A compari-
son of estimates with lncome reported oy the em-
ployees uncovered a significant amount of unre-
ported income. In its recent report on the under-
ground economy, IRS pointed out that unreported
tip income was a serious compliance problem and
that additional investigative measures would be
devoted to it.

-=-Computer audit technigues were used to unravel
extremely complex accounting transactions over a
6-year pericd in a fraud related case. A holding
company filed about 1,000 subsidiary returns
annually and distributed cverhead expenses from
21 different accounts. The computer audit
specialist automated the mass ¢f data and, using
the computer, redistrizuted the expenses. The
case manager told us that the taxpayer was subse-
guently charged with £fraud, and this case could
not hawve peen developed without using computer
audit technigues, He estimated that the district
would not have had enocugh people to do the work
manually.

National Cffice officilals informed us that the
regions have peen given a free hand in promoting the use
of computer audit specialists ocutside the large case
program, and that Regional Commissioners determine tias
number ¢f staff reguired for the program. As a result,
there aprears to be strong management emphasis in some
regions to expand the computer assisted audit program.
In other regions, though, rsvenue agents and/or computer
audit specialists decide whether to develop and use
applications outside ¢of the large case program.

Overall information was not available on the number
and types of computer audi:t applications used in the
various compliance programs in =ach IRS region. The
follcwing, however, shows for the first half of fiscal
year 1979 the disparity among regions in the use of
computer audizcrs' time in compliance programs other
than the program for large corporate taxpayers.
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Percent of time
Number of computer spent on c¢ther

Region auditors assigned compliance programs
{note a)
North Atlantic 24 is
Mid-Atlantic 13 13
Southeast 15 i 14
Central 14 21
Midwest 15 19
Southwest 22 14
Western 26 42

a/ This represents direct audit time spent on returns of
smaller corporations, partnerships, and other compliance
programs.

As shown in the above tacle, the Western Region, which
has 161 large corporate taxpayers under its furisdicticn,
used 42 percent of its computer audit specialist staff
time on examinations of other than large corporate tax-
payers. The Mid-Atlantic Region, on the other hand, which
has 202 large corporations within its regional boundaries,
used only 13 percent of the cemputer audit specialist staff
time on such sxaminations.

There was a streng contrast in management .emphasis
hetween the Western and Mid-atlantic regions on the use
of computer audit specialists outside the large case program.
In our discussions with the Assistant Western Regional
Commissioner for Zxamination, ne spoke enthusiastically about
the benefits that computer audit specialists can bring
to all compliance programs. Similarly, the Westerd Region
program directives stressed utilization of computer audit
specialists in other than the large czse program. In
contrast, the Mid-Atlantic program directives £ocus on
large corporate entities using automated accounting systems.

In view of the potential Zor computer audlt technigues
to address critical compliance problems facing IRS, pro-
gram managers at the national and regicnal levels should
put increased emphasis on using these technigues in all
compllance programs.
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NEED FOR ADEQUATE ADP SUPPORT
FOR COMPUTER ASSISTED AUDIT PRCGRAM

Maximum benefits of the computer assisted audit program
will not be realized until adequate hardware support is
provided for every region.

Taxpayers provide most of the hardware support for
computer audit specialist efforts in the large case program.
In the event taxpayers' hardware cannot be used, the Office
of the Assistant Regional Commissioner (Examination) is
responsible for acquiring computer time from commercial
sources or other Government agencies. Over the years the
reglions have acguired a varietv of computer hardware and
support services; considerable disparity exists, however,
in the adeguacy and accessibllicy of hardware support among
the reqgions.

In one reagicn we visited, for sxample, the computer
audit specialists had immediate access through remote job
entry terminals to a large conmputer system of another Federal
agency. One computer audit specialist in that region was
providing assistance on 84 different cases--62 of which
were other than large corporaticns. In another region only
one small keyboard terminal was available to support the
entire computer assisted audit program. The nulk of the
computer audit specialist effort in the latter region was
in support of the Large c¢ase program, and :taxpavers'
arardware was the primary means of support.

IRS studies conducted in September 1976 and Marcn 1372
recognized the wide disparity in computer support among
reglons and addressed the softwars and hardware requirements
of the computer assisted audit program on a nationwide pasis.
The 1976 study recognized that hardware would have to be
acquired before scftware needs could te met. The 19378 study
recommended that eguipment reguirements be met through time-
sharing systems, and that remote job entry termilnals kte
acquired Efor B8 district offices and 237 outlving posts of duty
at an annual cost of 5644,000.

In April 1979, the ADP Policy/Resource Board guestioned
whether (1) ramote job entry terminals at posts of duty
whilich have only cne computer audit specialist were needed,

(o))



B-197453

(2) the costs of keypunch eguipment and personnel to operate
them at district offices and posts of duty were considered,
and (3) the cost of personnel to operate the remote terminal
equipment at outlying posts of duty was considered. The
acqguisition of terminal eguipment was delayed pending
development of additional cost information.

We share the concern of the ADP Policy/Resource Board
that better justification is nseded. OQur review of the
March 1978 study showed that the benefits of having remote
job entry terminals at outlying posts of duty with only
one computer audit specialist were not specifically
addressed. We agree that the cost of keypunch equipment
should be considered. We guestion whether the cost of
personnel to operate the keypunch and remote job entry
equipment should be included because such equipment is
typically operated by the computer audit specialists
themselves. At the completion of our survey, a decision
had not been reached on this acguisition, although the Board
agreed in December 1979 to acguire computer eguipment for
the larger offices.

In view 0of potential program expansion that can be
realized with suitable hardware, IRS should proemptly make
the necessary analyses to determine cost effective hardware
ragquirements for the computer assisted audit program nation-
wicde and initiate %the actions necessary to acguire it.

NEED TO BETTER COORDINATE AND CONTROL
DEVELOPMENT AND USE OF COMPUTER AUDIT
TECHNIQUES

The National Office should foster more effective communi-

cation among regional computer zaudit specialists to (1) en-
courage the exchange of information and ideas on innovative
approaches to solwving sxamination problems and {2) preclude
duplicate development and use of computer applications.

The National Cffice is resoonsible for researching technical
and innovative aspects of ADP examinations, planning and
developing computer programs for nationwide use, and moni-
toring the overall effectiveness of the program.
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The National Office relies heavily on the field to
develcp innovative audit techniques. It initiated a computer
application digest several years ago to facilitate the
exchange of informaticn among program participants. Only
four issues of the digest have been published to date, and
a number of computer audit specialists told us that it is
not current and therefore not very useful.

Information provided us by twe regions indicates that
considerable effort was expended to develop computer appli-
cations which estimated tip income by service emplcoyees in
hotels and restaurants. Programs for listing checks by
check number, date, payee, etc., doing net worth analyses,
and computing employment taxes were also avallable in the
three regions we visited.

Computer audit specialists should be enccuraged to use
thelr ingenuity in developing computer technigues tc solve
examinaticon problems at the district level. We support the
¥Maticnal Qffice efforts to work through regional and district
computer audit specialists to achieve program gcals. How-
ever, development of these technigques can be time-consuming
and expensive. The Naticnal Cffice should more closely
monitor the program to make certain that computer applications
having nationwide use are identified and made avallable to
all regions and that work in developing programs and tech-
nigques i1s not duplicated. As shown on pages 3 and 4, computer
audit technigues c¢an be poweriul tcols for efficiently address-
ing compliance problems of concern to IRS and the Congress.

CONCLUSIONS AND RECOMMENDATIONS

The computer assisted audlt program has contributed sig-
nificantly to the gquality andé scope of audits of returns filed
by large corporate taxpayers. Computer audit technigues can
be used effectively in cther compliance programs, sucil as tax
shelters and the cash economy. Regilonal offices need to be
more supportive of the program to assure that computer audit
specialists are consulted and/or used in all axaminaticons
reguiring data analysis. The National Office needs to more
aggressively manage the program to assure computer technigues
that have nationwide application are made availabie and used.
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Proper application of these technigques should free up
investigative resources that are currently performing manual
reviews in compliance programs. These resources could be
redistributed to programs where computer audit techniques are
unsuitable.

To further increase the effectiveness of the computer
assisted audit program, we recommend that you, as Commissioner
of IRS:

-—-Require that National znd Regional program managers
establish a formal mechanism to consider the use
of computer audit techniques in all compliance
programs and assure that they are used where
applicable.

--Reguire that the necessary analyses be made promptly
to specifically define cost effective hardware
support for the computer zassisted audit program
and initiate its acqguisition.

--Establish procedures to better cocordinate and control
duplicate development of computer applications and
ensure service-wide use 2£f standard applications
when appropriate. At a minimum, the National
Qffice should monitor and evaluate the use of
computer audit technigues in all compliance pro-
grams, establish an inventory of technigues and
assure that all regions are acdvised of them, and
recommend to the reglons Zhose technigues wnich
should be zadopted. '

AGENCY COMMENTS AND
CUR EVALUATICN

We discussed these matters with the Assistant Commissioner,

Compliance; the Deputy Assistant Commissioner, Data Services;
and the Directors, Examination and Criminal Investigaticn
Divisions. These cfficlals generally agreed with our obssr-
vations, although the Director, Criminal Investigation
Division, stated that he believed his division was

receiving adequate ADP support from IRS regional service
centers. However, he advised us that he had recently
initiated a study to determine the division's ADP suppert
needs 1in the coming years.




B-197453

The Assistant Commissioner, Compliance, told us that he

supports the use of computer audit specialists in all compli-

ance programs, and he would see that the extent of their
use cutside the large case program would be examined as
part of the National Cffice Review Program. Also, the
Assistant Commissioner supports the acguisition of remote
terminals for use by computer audit specialists, and he
expressed confidence that they have sufficient support

to win approval of the ADP Policy/Resgurce Board and that
ne would continue to pursue thils goal,

The Deputy Assistant Commissioner, Data Services, told
us that he recognizes the need for adeguate ADP support but
the acquisition of remote terminals must be Jjustified from a
cost/benefit standpoint.

We believe the IRS cfficials' comments are generally
responsive to cur concerns and, if followed through with a
plan of action consistent with our recommendatons, should
help alleviate the problems we identified.

This report contains recommendations to you on page §.
As you know, section 236 of the Legislative Recrganizaticn
Act of 1970 regquires the nead of a Federal agency to submit
a written statement on actions taken on gur recommendaticons
to the Senate Committee on Governmental Affairs and the
House Committee on Government Operations not later than
60 days after the date of the report and to the House and
Senate Committees on Appropriations with the agency's
first request for appropriations made more than 80 days
after the date of the report. '

Sincerely yours,

e .
N ‘
&g44? ;;ak4¢/ﬁi,/'

dllen R. Voss
Cirector
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