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UNITED STATES GENERAL ACCOUNTING OFFICE 
WASHINGTON, D.C. 20548 

QENERAL GOVERNMENT 
DIVISION 

B-207784 

The Honorable Roscoe L. Eqger, Jr. 
Commissioner of Internal Revenue 
Department of the Treasury 

Dear Mr. Egger: 

For the past several months, we have been reviewing the In- 
ternal Revenue Service's (IRS') Office Audit Program for returns 
containing international tax issues. Under this program, IRS 
selects and examines certain tax returns filed by U.S. citizens 
residing overseas and nonresident aliens. 

The responsibility for conducting examinations of returns 
containing international tax issues has been centralized in IRS' 
Foreign Operations District Office. 1/ At the request of a tax- 
payer I however, the Foreign Operations District will transfer a 
return to a domestic district 2/ to carry out and/or complete an 
examination. Typically, taxpayers make such requests because 
they have returned to the United States since filing the return 
at issue and/or because their representatives are located near a 
domestic district office. Besides examining returns transferred 
by the Foreign Operations District, domestic districts also ex- 
amine, on a selective basis, returns which aliens must file be- 
fore departing the country. Both returns transferred to domestic 
districts and departing alien returns contain issues relating to 
foreign income exclusions and deductions not contained in typical 
U.S. resident taxpayer returns. 

L/Before May 7, 1982, the Foreign Operations District was 
referred to as the Office of International Operations. 

Z/Within the context of this report, the term "domestic district" 
refers to any of the 59 other IRS district offices. These 
offices deal primarily with U.S. resident taxpayer returns. 
Although the Foreign Operations District is headquartered in 
Hashington, D.C., it deals primarily with taxpayers who reside 
in foreign countries and nonresident aliens who must file U.S. 
tax returns. 
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.Our work at IRS' Manhattan District Office indicates that 
the'efficiency and effectiveness of domestic district examina- 
tions of tax returns containing international issues can be im- 
proved. Because domestic district tax auditors are unfamiliar 
with international tax issues, they understandably feel uncom- 
fortable when examining such returns. This situation is aggra- 
vated by current IRS procedures which do not afford these returns 
special treatment. Currently, IRS handles the returns in accord- 
ance with procedures which it has found most suitable for U.S. 
resident taxpayer returns. As a result, domestic district tax 
auditors have little opportunity to develop expertise in inter- 
national issues. Furthermore, IRS has little assurance that do- 
mestic district examinations are as effective and efficient as 
they could be. 

We brought these matters to the attention of IRS officials 
in February 1982 and suggested several ways to improve IRS' ap- 
proach. Among other things, we suggested that IRS train selected 
domestic district tax auditors in international issues. We also 
suggested that IRS modify its methods for handling returns con- 
taining international issues in domestic district offices. Al- 
though our work was limited in scope, the IRS officials concurred 
with our findings and conclusions and informed us that corrective 
actions would be initiated. Additionally, by letter dated July 8, 
1982, the Acting Commissioner of Internal Revenue generally agreed 
with our findings, conclusions, and recommendations. The latter 
comments have been incorporated, as appropriate, in the report and 
included in full in the appendix. 

OBJECTIVE, SCOPE, AND METHODOLOGY 

The objective of our audit was to evaluate how efficiently 
and effectively domestic district offices conduct examinations 
of certain tax returns containing international issues. In par- 
ticular, we focused on Office Audit Program examinations of (1) 
returns transferred to domestic districts and (2) returns filed 
by departing aliens. We conducted our work at the Foreign Opera- 
tions District Office in Washington, D.C., and the Manhattan Dis- 
trict Office in New York, New York. We developed statistics on 
returns transferred by the Foreign Operations District in 1980; 
reviewed Foreign Operations and Manhattan District procedures 
for handling, assigning, and examining such returns; and reviewed 
returns transferred to and being examined by the Manhattan Dis- 
trict. We also reviewed the Manhattan District's processing of 
departing alien returns and discussed the nature and complexity 
of problems involved in examining returns containing interna- 
tional issues with Foreign Operations and Xanhattan District of- 
ficials, group managers, and tax auditors. In addition, we spoke 
to Foreign Operations and Manhattan District training personnel 
and reviewed tax auditor training course materials. This work 
was performed in accordance with generally accepted Government 
auditing standards. 

, 

2 
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DOMESTIC DISTRICT OFFICES EXAMINE 
CERTAIN RETURNS CONTAINING 
INTERNATIONAL TAX ISSUES 

Because special tax laws and regulations apply to U.S. cit- 
izens residing abroad and nonresident aliens with U.S. source 
income, primary responsibility for examining returns filed by 
these taxpayers has been centralized in IRS' Foreign Operations 
District Office. Nevertheless, IRS' 59 domestic district offices 
sometimes are called on to examine certain tax returns containing 
international issues. These returns differ substantially from 
typical U.S. resident returns in that they are governed by a va- 
riety of special rules concerning exclusions, deductions, and 
credits. 

Examinations of returns containing international issues are 
transferred to domestic districts at the request of individual 
taxpayers. Although taxpayers may have a variety of reasons for 
requesting transfers of examinations to domestic districts, they 
normally do so because (1) they have, since filing the return at 
issue, returned to the United States as a resident and/or (2) 
their representatives are located near a domestic district office. 

In fiscal year 1980, the Foreign Operations District exam- 
ined 12,220 tax returns. In addition, during calendar year 1980, 
the Foreign Operations District transferred 1,135 returns to do- 
mestic districts for examination. As the following table shows, 
most returns were widely dispersed among the district offices. 
However, five district offices received 486, or about 43 percent, 
of the 1,135 transferred returns. 

Returns Transferred 
By The Foreign Operations District 

In Calendar Year 1980 

District 
office 

Los Angeles 135 11.9 
Manhattan 130 11.4 
San Francisco 106 9.3 
Austin 59 5.2 
Jacksonville 56 4.9 

Total 

All other domestic 
district offices 

Number of 
returns transferred 

486 

649 

Total 1,135 

Percent 

42.7 

57.3 

100.0 
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In addition to examining returns transferred by the Foreign 
Operations District, domestic districts are responsible for as- 
suring that aliens leaving the United States pay any income taxes 
they owe before they depart. To obtain a certificate of tax com- 
pliance, an alien must file a form 104OC with a district office. 
If the return meets certain criteria, the district office may 
select it for and conduct an immediate examination. IRS believes 
that it has a better chance of collecting additional taxes while 
the alien is in the United States than it would after the taxpay- 
er's departure. However, on-the-spot examinations do not preclude 
subsequent examinations of the same returns and/or related full- 
year returns aliens may file at a later date. In any case, once 
a return has been accepted, the district issues a certificate, 
commonly known as a sailing permit, to the alien. Statistics on 
the number of departing .alien returns examined by domestic dis- 
tricts were not available. 

Both returns transferred to domestic districts and depart- 
ing alien returns contain special tax issues not contained in 
typical resident taxpayer returns. U.S. citizens residing abroad 
and nonresident aliens are subject to special tax laws and regu- 
lations which affect the amount of U.S. income tax owed. Depend- 
ing on the tax year of the return, U.S. citizens residing abroad 
may be eligible for foreign-earned income exclusions or deductions 
for f$reign living costs, such as housing and schooling for depen- 
dents, not permitted U.S. resident taxpayers. Frequent tax law 
changes further complicate these exclusions and deductions. 

Nonresident aliens, unlike U.S. citizens abroad and resident 
taxpayers, are taxed only on income earned from sources within the 
United States. Income connected to a U.S. trade or business is 
taxed at the graduated rates that apply to U.S. citizens and res- 
ident aliens. However, there are limitations on personal exemp- 
tions and deductions which can be taken before computing taxable 
income. Income not connected to a U.S. trade or business, such 
as interest and capital gains, is taxed at a flat 30-percent rate. 
Adjustments and deductions are not permitted against this income. 
As a further complication, the aforementioned general rules may 
differ on a country-by-country basis depending on whether one of 
the United States' 40 income tax treaties with foreign govern- 
ments must be taken into account. 

Thus, returns transferred to domestic districts and returns 
filed by departing aliens contain a variety of special issues 
which tax auditors do not normally encounter when examining U.S. 
resident taxpayer returns. Even so, domestic districts do not 
afford the returns any special treatment. 

4 
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RETURNS CONTAINING INTERNATIONAL ISSUES 
ARE NOT AFFORDED SPECIAL TREATMENT 

Domestic district office examinations of individual tax 
returns containing international issues could be more effective 
and efficient. Although these returns contain special tax issues, 
they generally are handled in the same manner as U.S. resident 
tax returns and are not afforded special treatment. The lack of 
special treatment can reduce the effectiveness and timeliness of 
examinations. In particular, we identified the following three 
problem areas. 

--Tax auditors who are unfamiliar with the laws and regu- 
lations governing tax returns containing international 
issues find it difficult to examine the returns and thus 
are not sure how accurate their adjustments are, 

--Return assignment procedures do not afford tax auditors 
either the opportunity to gain experience in examining 
returns containing international issues or the time to 
prepare for examinations before scheduled interviews with 
taxpayers. 

--The Foreign Operations District does not always summarize 
the examination work it carried out before transferring a 
return to a domestic district office and does not always 
highlight the name and telephone number of the tax auditor 
who initiated the examination. As a result, prior work 
may be duplicated and examination progress may be slowed. 

We discussed our findings with various officials responsible 
for IRS' examination activities. The officials agreed that do- 
mestic district examinations of returns containing international 
tax issues could be improved. 

Domestic district tax 
auditors are not familiar 
with international issues 

Domestic district tax auditors sometimes are called on to 
examine returns containing international issues. The auditors, 
however, receive little international tax training and thus 
are unfamiliar with certain issues on such returns. In contrast, 
Foreign Operations District tax auditors receive both classroom 
and on-the-job training in this area. Without adequate training, 
domestic district tax auditors understandably find it difficult 
to examine tax returns of this type. The fact that domestic dis- 
trict tax auditors lack training in international issues may be 
known to taxpayers and/or tax practitioners. This in turn may 
result in IRS receiving a greater number of transfer requests 
than otherwise might be expected. 

5 
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Although domestic district tax auditors receive both class- 
room and on-the-job training, that training is directed primarily 
at issues involved in U.S. resident taxpayer returns. With the 
exception of the foreign tax credit, which affects some U.S. res- 
idents, domestic district tax auditors receive little training in 
international issues. In contrast, Foreign Operations District 
tax auditors receive 2 weeks of intensive classroom training in 
international tax laws and in regulations and methods used to 
examine international returns. Further, that training is supple- 
mented by 4 weeks of closely supervised on-the-job training. 

Because domestic district tax auditors are not afforded 
similar training, the effectiveness of their examinations of re- 
turns containing international issues may be somewhat limited. 
In this regard, several Manhattan District tax auditors and a 
group manager told us that such returns are difficult to examine. 
The auditors told us that they are unfamiliar with applicable tax 
laws and regulations and sometimes find it difficult to determine 
how adjustments to one item on a return affect other items on the 
return, and, ultimately, the amount of tax owed. They further 
stated that, as a result, they are not sure how accurate their 
examinations are. 

Besides lacking training in international tax issues, do- 
mestic district tax auditors also lack adequate sources of ref- 
erence and guidance. For example, the Manhattan District lacks 
both a copy of the Foreign Operations District international ex- 
amination training manual and an effective consultation mechanism. 
This district does have an informal procedure whereby certain 
revenue agents, who specialize in the international aspects of 
corporate returns, are made available to tax auditors for con- 
sultation 2 days a week. Tax auditors told us, however, that 
the agents do not provide prompt assistance because they too need 
time to research the individual income tax laws and regulations. 
As a result, to obtain prompt assistance, the auditors tend to 
consult peers or group managers who, like the auditors, lack 
training in these issues. 

Thus, domestic district tax auditors face a difficult task 
in carrying out examinations of tax returns containing interna- 
tional issues. And, our discussions with Manhattan District tax 
auditors indicate that taxpayers and/or tax practitioners may be 
well aware of the difficulty of that task. In this regard, sev- 
eral Manhattan District tax auditors expressed the concern that 
taxpayers may request transfers in hopes of getting more favor- 
able examination results from domestic districts than might be 
available from the Foreign Operations District. Our analysis 
of examination cases transferred to the Manhattan District lends 
some possible credence to that theory. 

6 
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During December 1981, Manhattan District tax auditors pro- 
vided us with examination case files on 18 returns transferred 
by the Foreign Operations District. We reviewed the 18 examina- 
tions and found that 9, or 50 percent, had been substantially 
completed by the Foreign Operations District before being trans- 
ferred. l/ Specifically, in the nine cases, the Foreign Opera- 
tions District had corresponded with the taxpayers and gone as 
far as proposing tax adjustments in examination reports. In six 
of the nine cases, the Foreign Operations District had also re- 
ceived supplemental information from the taxpayer and had writ- 
ten a second examination report. Still, the affected taxpayers, 
after receiving Foreign Operations District reports, had requested 
transfers of their examinations to the Manhattan District Office. 

Neither we nor IRS know why these taxpayers were so moti- 
vated. They may simply have wanted the opportunity to discuss 
the returns with an IRS representative face-to-face. Nonethe- 
less, the fact that the transfers were requested after receipt 
of proposed tax adjustments, rather than when the examination 
process began, lends some credence to the possibility that some 
taxpayers may have been seeking more favorable results. 

In commenting on a draft of this report, however, IRS stated 
that it had reviewed 52 case files which were in the process of 
being transferred to domestic districts. IRS found that each 
case file contained a taxpayer letter citing specific reasons for 
the transfer. IRS, however, did not elaborate on the contents of 
those letters and did not go as far as to say that the letters 
provide sufficient insight into taxpayers' motivations. 

Instead, IRS noted that it is not unusual for a taxpayer to 
request a transfer so that unresolved issues can be discussed 
face-to-face. IRS further stated that it is agency policy to 
provide taxpayers with such an opportunity. Finally, IRS said 
that its analysis of the 52 case files indicated that taxpayers 
who requested transfers did not receive more favorable examina- 
tion results. 

We agree that, when feasible, IRS should provide taxpayers 
the opportunity to discuss examination-related issues face-to-face. 
In so doing, however, IRS must ensure that its auditors, regard- 
less of their geographic location, 
make consistent decisions. 

have the training needed to 
In this regard, IRS observed that its 

review of a sample of 52 transferred examination cases did not 
indicate that taxpayers were receiving more favorable examination 
results from domestic districts. We did not review IRS' sample 

L/The nine cases involved five taxpayers. 

7 
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since that sample was taken after we stopped our audit work. 
Thus, we do not know what specific data IRS used to reach this 
observation. 
however, 

We were subsequently informed by IRS personnel, 
that the domestic district examinations of IRS' sample 

cases had not been completed at the time of IRS' review. Thus, 
it would not appear that IRS could have based its observation on 
a comparison of adjustments proposed by the Foreign Operations 
District versus those proposed by domestic districts. Regard- 
less, however, IRS said that it plans to provide better training 
to certain tax auditors in domestic districts (see pp. 12 and 13 
and the appendix). This will help to better ensure that taxpayers 
receive equitable treatment regardless of the geographic loca- 
tion in which an examination is conducted. 

In any case, domestic district tax auditors' current unfami- 
liarity with international tax issues is cause for concern. The 
possibility that taxpayers and/or tax practitioners may currently 
be taking advantage of that situation also is cause for concern. 
And, existing IRS procedures for handling such returns do little 
to alleviate those concerns. 

Current IRS return assignment procedures 
do not take into account the need for 
special treatment of returns transferred 
to domestic districts 

Domestic district office procedures for assigning tax re- 
turns transferred by the Foreign Operations District have not 
been modified to compensate for tax auditors' unfamiliarity with 
such returns. Assignments are made on a random basis and tax 
auditors have little time to prepare for examinations. As a 
result, tax auditors, who have little on-the-job training in 
international tax issues, must either conduct on-the-spot exami- 
nations or cancel scheduled interviews with taxpayers or their 
representatives. 
ministration. 

Neither alternative promotes effective tax ad- 

Domestic district tax auditors are familiar with a wide 
variety of the issues involved in tax returns filed by U.S. 
dents. 

resi- 
Therefore, IRS has found it unnecessary to have individ- 

ual tax auditors within specific groups specialize in certain 
resident tax return issues. Instead, examination assignments 
are made primarily on a workload basis without regard to which 
tax auditor will work on a specific case. While IRS has found 
this case assignment approach useful for U.S. resident taxpayer 
returns, the approach also is used to assign returns transferred 
by the Foreign Operations District. The utility of this case as- 
signment approach for returns containing international tax issues 
seems questionable for one main reason --it affords no individual 
tax auditor or small group of tax auditors the opportunity to 
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develop expertise in examining such returns. As a result, tax 
auditors generally are called on to conduct examinations of re- 
turns containing issues with which they have had little experi- 
ence. 

Moreover, like t,he situation with resident tax returns, tax 
auditors generally receive such examination case files shortly 
before scheduled meetings with taxpayers and/or their represen- 
tatives. In such situations, the auditors have a choice--they 
can either.conduct an on-the-spot examination of the tax return 
to the extent feasible or they can cancel the meeting. In the 
former instance, tax auditors cannot prepare for the examination 
by researching the issues or thoroughly reviewing examination 
work performed by the Foreign Operations District. As a result, 
IRS has little assurance that these examinations are conducted 
in an effective manner. In the latter instance, taxpayers and/or 
their representatives may be inconvenienced by the canceled meet- 
ing. Such inconveniences do little to promote a positive image 
of IRS among affected taxpayers and their representatives. 

In commenting on a draft of this report, IRS said that the 
Manhattan District had previously established guidelines to as- 
sign returns containing international tax issues to specific tax 
auditors, so that the auditors might gain experience with these 
returns. IRS also said that these returns should have been as- 
signed as "precontact analysis" cases. Precontact analysis cases 
are those which require advance examination planning or which in- 
volve issues requiring research or analysis prior to contacting 
the taxpayer. IRS said, however, that these guidelines were not 
being followed by the Manhattan District at the time of our review. 

Thus, we found that current IRS return assignment procedures 
do not take into account the need for special treatment of returns 
transferred to domestic districts. IRS needs to remedy this sit- 
uation by revising its return assignment procedures. It also 
needs to take action on a related matter --the need for the Foreign 
Operations District to enclose useful summaries in case files it 
transfers. 

Case files transferred by the 
Foreign Operations District 
do not contain useful summaries 

Many case files transferred to domestic districts involve 
examinations initiated and at least partially completed by the 
Foreign Operations District. In such instances, a tax auditor 
trained in international issues has spent some time analyzing 
the return and evaluating certain examination issues. The work 
carried out by the Foreign Operations District should in theory 
facilitate followup work carried out by domestic district tax 

9 
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auditors. However, Foreign Operations District tax auditors do 
not always summarize the work they have performed before sending 
returns to domestic districts. Moreover, they do not always spe- 
cifically identify themselves as contact points for resolving 
questions domestic district tax auditors may have about work 
performed before the return was transferred. 

Current IRS guidelines require that Foreign Operations Dis- 
trict tax auditors summarize the work they have performed before 
transferring a return to a domestic district. However, the guide- 
lines do not provide a specific format for tax auditors to follow 
nor do they require tax auditors to record their names and tele- 
phone numbers in the summaries. Furthermore, the guidelines do 
not require that group managers ensure that a summary has been 
prepared before approving a transfer. Our analysis of 18 exami- 
nation case files transferred to the Manhattan District disclosed 
that none contained a summary of prior work done by the Foreign 
Operations District. Yet, 9 of the 18 cases involved essentially 
completed examinations in that one or more examination reports 
had been prepared by the Foreign Operations District. 

When Foreign Operations District tax auditors do not pre- 
pare summaries, domestic district tax auditors must review all 
the paperwork included in each case file to determine the status 
of an examination. This can be a time-consuming task. Yet, as 
previously discussed, domestic district tax auditors have little 
time to prepare for these examinations. Also, because domestic 
district tax auditors are not familiar with international issues, 
there is no assurance that they fully understand the work done 
by the Foreign Operations District. Moreover, Manhattan District 
auditors told us that when the name of a contact was not high- 
lighted in the file, they generally did not telephone the Foreign 
Operations District when questions arose concerning prior exam- 
ination work. 

If the Foreign Operations District were to develop and make 
use of a standard summary report for returns it transfers, domes- 
tic district tax auditors could conduct more effective and more 
timely examinations. Also, a domestic district tax auditor would 
be less likely to duplicate work already performed by the Foreign 
Operations District. 

Although our findings and conclusions were based on a lim- 
ited scope review, we brought them to IRS' attention early in the 
review in accordance with our normal practices. Specifically, on 
February 4, 1982, we met with the Acting Deputy Assistant Commis- 
sioner for Compliance, the Director of IRS' Examination Division, 

10 
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and the Acting Director of IRS' Office of International Opera- 
tions. The IRS officials indicated that the Manhattan District 
adequately represents how domestic districts handle tax returns 
transferred by the Foreign Operations District, at least from an 
Office Audit Program standpoint. They further stated that the 
scope of our review was sufficient to demonstrate that several 
problems exist. They said that they would not wait for our report 
to be issued to take actions to improve domestic district examina- 
tions of tax returns containing international issues. 

Furthermore, by letter dated July 8, 1982, the Acting Com- 
missioner of Internal Revenue agreed with our observation that 
Manhattan District tax auditors find it difficult to examine tax 
returns containing international issues. However, the Acting 
Commissioner noted that the problems we identified in that dis- 
trict may not be the same throughout the nation. Still, IRS' 
planned actions in response to our recommendations should help 
assure consistent nationwide handling of tax returns containing 
international issues. 

CONCLUSIONS 

Domestic district office examinations of returns containing 
international issues are not as effective and efficient as they 
could be. Although such returns contain special issues, they are 
generally handled in the same manner as U.S. resident tax returns 
and are not afforded special treatment. This lack of special 
treatment can reduce the effectiveness and timeliness of exami- 
nations. 

Some returns containing international issues are examined 
by domestic district tax auditors who have not been provided suf- 
ficient training or guidance, Moreover, domestic district return 
assignment practices do not provide tax auditors either the op- 
portunity to become familiar with the issues through experience 
or the time to research the laws and regulations before scheduled 
interviews with taxpayers. Further, the Foreign Operations Dis- 
trict does not always (1) adequately summarize work performed be- 
fore transferring returns to domestic districts or (2) specify the 
name and telephone number of an appropriate person for a domestic 
district tax auditor to call should questions arise concerning 
prior examination work. 

RECOMMENDATIONS 

To improve domestic district office examinations of individ- 
ual income tax returns containing international issues, we rec- 
ommend that the Commissioner of Internal Revenue: 

--Provide a limited number of tax auditors in selected do- 
mestic district offices with training in these issues. 

11 
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This should be done in those district offices which have 
a case workload sufficient to justify expenditures on 
such training. An alternative would involve considering 
the feasibility, from a cost-benefit standpoint, of de- 
tailing Foreign Operations District tax auditors to cer- 
tain domestic districts for the purpose of conducting or 
completing examinations of returns transferred by the 
Foreign Operations District. For example, affected do- 
mestic districts could accumulate these returns for a 
period of time until a sufficient caseload inventory de- 
veloped. Then, the Foreign Operations District could 
detail a tax auditor to the domestic district to work 
the cases. The latter approach was suggested as a pos- 
sibility by IRS officials during our February 1982 
meeting. 

--Provide each IRS domestic district office with Foreign 
Operations District training manuals and other appro- 
priate reference documents for use by tax auditors con- 
ducting examinations of returns containing international 
issues. 

--Revise return assignment procedures to provide tax audi- 
tors the experience and preparation time needed to exa- 
mine returns transferred by the Foreign Operations Dis- 
trict. Specifically, returns should be assigned to 
selected tax auditors designated to examine returns con- 
taining international issues. Also, returns should be 
assigned in advance of scheduled taxpayer interviews to 
allow tax auditors the time to research issues and to 
review examination work already performed. 

--Require that the Foreign Operations District develop and 
make effective use of standard summary information reports 
for returns transferred to domestic district offices. The 
reports should clearly explain the international tax issues 
involved, the work done, and the conclusions reached, and 
they should describe any special circumstances concerning 
the transferred return. Also, the summary report should 
contain the name and telephone number of an appropriate 
Foreign Operations District contact. Finally, the Commis- 
sioner should require that Foreign Operations District 
group managers ensure that case files contain summaries 
before the files are transferred to domestic district 
offices. 

AGENCY COMMENTS AND 
OUR EVALUATION 

In a letter dated July 8, 1982, the Acting Commissioner of 
Internal Revenue generally agreed with our findings, conclusions, 
and recommendations. The Acting Commissioner said that IRS would: 

12 
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--Provide international tax training to a limited number of 
tax auditors in selected domestic districts. In this re- 
gard, an IRS task force will soon begin preparing materials 
for a training course to be given in the first quarter of 
fiscal year 1983. 

--Provide necessary reference materials to the tax auditors 
who participate in the planned international tax training 
course. 

--Advise domestic district offices to assign transferred For- 
eign Operations District cases to tax auditors with experi- 
ence in examining returns containing international tax 
issues. 

--Send a memorandum to IRS regions receiving Foreign Opera- 
tions District cases emphasizing the need for precontact 
analysis on these returns. This will provide domestic tax 
auditors the time needed to research and analyze cases be- 
fore scheduling appointments with taxpayers. 

IRS' proposed actions are generally responsive to our rec- 
ommendations. We do, however, have some remaining concerns. 
Fir%+ &I as noted abovr?, IRS plans to provide international tax ref- 
erence materials to tax auditors who participate in IRS' planned 
training course. Clearly, this is a step in the right direction. 
However, during recent discussions with IRS personnel, we were 
told that IRS neither plans to provide training nor to distribute 
reference materials to tax auditors in each domestic district 
office. We agree that training should be limited to those dis- 
tricts in which there is a sufficient caseload to justify such 
expenditures. On the other hand, we do not agree with IRS' deci- 
sion to limit distribution of reference materials to the same 
districts, In our view, each IRS district that receives Foreign 
Operations District examination cases ought to have the necessary 
reference materials. Otherwise, IRS' planned nationwide emphasis 
on precontact analysis for transferred cases will do little to 
alleviate the problems tax auditors encounter when examining tax 
returns containing international tax issues, Clearly, providing 
tax auditors with the time needed to research international issues 
would not prove very productive.unless the auditors have reference 
materials to carry out that research. 

Second, IRS did not agree with our recommendation that it 
require the Foreign Operations District to develop and make 
effective use of standard summary information reports. IRS said 
that it reviewed 52 cases and found that (1) each case contained 
a Foreign Operations District tax auditor's name and telephone 
number, (2) practically all cases contained summaries in one 
form or another and many contained instructions to the receiving 
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auditor on how to follow through with the adjustment, aind (3) each 
case contained a transfer form which had been approved by the group 
manager. Therefore, IRS concluded that summaries were being used 
and that group managers were ensuring that case files contained 
summaries. 

We too found that the names and telephone numbers of Foreign 
Operations District tax auditors often were included in the case 
files. However, we noted that the names and numbers could not 
always be found on similar documents and that searching through 
each file for that information was time-consuming. 

Similarly, IRS stated that it found summaries "in one form 
or another" in each of its 52 sample cases. In contrast, none of 
the 18 case files we reviewed contained a summary. There are sev- 
eral possible reasons why our results differed markedly from IRS' 
findings. We began our work in December 1981 and brought our find- 
ings to IRS' attention in February 1982, whereas IRS subsequently 
carried out its review of sample cases in April 1982. It is thus 
conceivable that corrective action may have been initiated during 
the time interval between the two separate reviews. Alternatively, 
we and IRS may have used different criteria in evaluating whether 
a particular document constituted a summary. In this regard, we 
noted that, in its comments, IRS did not state that the summaries 
it found contained all of the basic information called for in 
our recommendation. 

We also noted that IRS has since issued additional guidance 
on this matter to Foreign Operations District group managers. 
Specifically, in a June 10, 1982, memorandum, a Foreign Operations 
District Branch Chief instructed group managers to: 

L ‘I* * *ensure that the auditors’ names and telephone 
numbers are in all transferred cases. In addition, en- 
sure that their workpapers provide an adequate audit 
trail and clearly reflect the audit work that has been 
completed." 

These instructions are in keeping with the intent of our recom- 
mendation and, if followed, should improve case file contents and 
should facilitate follow-on work on the part of domestic district 
tax auditors. However, determining the quality and adequacy of 
an "audit trail” can be a very subjective process. Group managers’ 
views on such matters may differ greatly. Thus, we still believe 
that IRS could alleviate many potential problems by developing 
and using a standard summary information report. 

Also, use of standard reports would enable IRS to take action 
on a closely related matter-- the need to more specifically fix 
the responsibility for assuring preparation and inclusion of SXI- 
mar ies in case files. In its comments, IRS pointed out that a 
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Foreign Operations District group manager's approval on a case 
transfer form does not mean that the case file has been reviewed 
for completeness. In our view, group managers ought to be speci- 
ficaily charged with the responsibility for ensuring that case 
files are complete before being transferred. And, if IRS developed 
and used standard summary information reports, the group manager's 
case file review would be facilitated. 

In sum, we remain convinced that the Foreign Operations Dis- 
trict should develop and use standard summary information reports 
and that group managers should ensure that transferred case files 
contain these summaries. By implementing this recommendation, IRS 
would provide domestic district tax auditors with ready reference 
documents which would help them to accurately complete examinations. 

As you know, Section 236 of the Legislative Reorganization 
Act of 1970 requires the head of a Federal agency to submit a 
written statement on actions taken on our recommendations to the 
Senate Committee on Governmental Affairs and the House Committee 
on Government Operations not later than 60 days after the date 
of this report, and to the House and Senate Committees on Appro- 
priations with the agency's first request for appropriations 
made more than 60 days after the date of this report. 

Copies of this report are being sent to the Secretary of the 
Treasury; the Director, Office of Management and Budget; and other 
interested parties. 

We appreciate the assistance provided us by IRS staff mem- 
bers in carrying out this review. We look forward to working 
with you on other tax administration issues in the future. 

Sincerely yours, 

William 3. Anderson 
Director 
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COMMlSSiONER OF INTERNALRE-NUE 

Wasnlngton DC 20224 

July 3, 1982 

Yr. William J. Anderson 
Director, General Government Division 
United States General Accounting Office 
Washington, DC 20548 

APPEXDIX 

Dear Hr. Anderson: 

Thank you for the opportunity to review a draft of your proposed report 
entitled "Special Procedures Would Improve IRS.:[xaminations of Certain Returns 
Containing International Tax Issues." Our specific corrunents have been 
provided in two enclosures. Enclosure I addresses the text of the report, and 
Enclosure II comments on your recommendations. 

Generally, we agree with the findings in your report as well as its 
recommendations. However, in the text it was brought out on several occasions 
that cases transferred from the Foreign Operations Oistrict to the Manhattan 
District lacked sufficient sumaries to assist the new tax auditor. Our 
general findings in this area did not result in the same conclusion since 'we 
found that practically all cases reviewed contained more than adequate 
sumnaries, and aided the new auditor in continuing the examination. 

The Service fully agrees that additional training is needed by district 
office tax auditors (other than Foreign Operations Oistrict) to effectively 
examine tax returns with international tax issues. To initiate action on this 
matter, the Service is convening a task force during duly 1982 to develop such 
a training course for tax auditors; our goal for the first session is the 
first quarter of FY 53. 

The Service will also advise district offices to use tax auditors with 
experience in examining international issues to ensure that a knowledgeable 
and effective audit of tax returns is conducted. 

With kind regards, 

Sincerely, 

Enclosures 
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IRS COMMENTS ON GAO DRAFT 
REPORT "SPECIAL PROCEDURES 

WOULD IMPROVE IRS EXAMINATIONS 
OF CERTAIN RETURNS CONTAINING 

INTERNATIONAL TAX ISSUES" 

Comments on Text 

APPENDIX 

Enclosure I 

-.. --~. 
PAGE 5, PABAGF!AF'H 1 

-- Tax auditors who are unfamiliar with the laws and regulations governing 
tax returns containing international issues find it difficult to examine 
the returns and feel unsure of the accuracy of adjustments made. 

Comment: 

We agree with this statement only as it pertains to the tax auditors 
in Manhattan District. Since no other districts were visited either by 
GAO or National Office this problem may not be the same throughout the U.S. 

PAGE 5, PARAGRAPH 1 

-- Return assignment procedures do not afford tax auditors the opportunity to 
gain experience in examining returns containing international issues or 
the time to prepare for examinations before scheduled interviews with 
taxpayers. 

Ccmnent: 

Guidelines had been established in Manhattan to assign these cases to 
tax audit groups and to specific tax auditors as precontact analysis 
cases. This was to provide the opportunity for specific auditors to gain 
experience in examining these returns. Some returns selected for 
examination may require examination planning or may contain issues which 
require research or analysis prior to contacting the taxpayer. Returns in 
this category are identified for precontact analysis, These procedures 
were not being followed; however, it was corrected imnediately when 
brought to the Branch Chief's attention during an IRS visit to Manhattan, 

PAGE 5, PARAGFWH 1 

-- The Foreign Operations District does not summarize the examination work it 
carried out before transferring a return to a domestic district office and 
does not highlight the name and telephone number of the tax auditor who 
initiated the examination. As a result, prior work may be duplicated and 
examination progress may be slowed. 
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Cofnilent: 

This was not so revealed during the IRS review. Fifty-two cases were 
reviewed, looking at the same items as GAO. Every case contained a tax 
auditor's name and telephone number in the Foreign Operations District 
(FOO). In some cases the FOD tax auditors had prepared instructions to 
the receiving auditor on how to follow through with the adjustment. 

-PAGE 6, PARAGRAPH 4 

Thus, domestic district tax auditors face a difficult task in 
carrying out examinations of tax returns containing international issues. 
And, our discussions with Manhattan District tax auditors indicate that 
taxpayers and/or tax practitioners may be well aware of the difficulty of 
that task. In this regard, several Manhattan District tax auditors 
expressed the concern that taxpayers may request transfers in hopes of 
uettina more favorable examination results from domestic districts than 

is of might be 
examinat 
possible 

available from the Foreign Operations Distr 
ion cases transferred to the Manhattan Distr 
credence to that theory. 

ict. Our analys 
ict lends some 

Comment: 

Uuring our review and discussions with Manhattan tax auditors, we did 
not come to the same conclusion. Each case file reviewed contained a 
taxpayer letter citing specific reasons for the transfer of his/her 
return. Our sample of returns did not indicate that taxpayers were 
receiving more favorable examination results. 

PAGE 7, PARAGRAPHS 1 and 2 

. . ..Specifically. in 9 cases, the Foreign Operations District had corresponded 
with the taxpayers and gone as far as proposing tax adjustments in 
examination reports. In 6 of the 9 cases, the Foreign Operations District 
had also received supplemental information from the taxpayer and had 
written a second examination report. Still the affected taxpayers, after 
receiving Foreign Operations District reports, had requested transfer of 
their examinations to the Manhattan District Office. 

Neither we nor IRS know why these taxpayers were so motivated. They 
may simply have wanted the opportunity to discuss the return at issue with 
IRS on a face-to-face basis. Nonetheless, the fact that the transfers 
were requested subssquent L r-sceipt of proposed tax adjustments, rather 
than at the outset of the examination process, 1 ends some credence to the 
possibility that the taxpayers may have been seeking more favorable 
results. 
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Corrrnent: 

An examination report is prepared for the taxpayer proposing 
adjustments and reflecting the tax deficiency and/or tax refund resulting 
from those proposed adjustments. Frequently, in tax auditor cases, the 
taxpayer will present new information after receipt of the initial report; 
then, the report is voided, and a new report is prepared. If a 
correspondence examination has been conducted, it is not unusual for a 
taxpayer to request a transfer after a report is issued so that the 
proposed adjustments can be discussed face to face. In both instances, 
regardless of the issue, the matter may be resolved although we feel this 
is due to the additional information obtained rather than inadequate 
handling of the case. The Service's objective as stated in Policy 
Statement P-4-40 is to dispose of tax differences at the lowest level 
without sacrificing the quality or integrity of the examination. Thus, 
every attempt is made to resolve cases through transfers and face-to-face 
discussions with the taxpayer. 

PAGE iii, PARAGRAPH 1 

. . ..However. Foreign Operations District tax auditors do not always summarize 
. the work they have performed before sending returns to domestic 

districts. Moreover, they do not always specifically identify themselves 
as contact points for resolving questions domestic district tax auditors 
may have about work performed before the return was transferred. 

Connient: 

Our review of cases did not reflect these findings - "lack of 
sumnaries." In fact, many of the cases contained information for the new 
auditor on how to follow through with the adjustments if the taxpayer 
cannot verify information on the return, along with a telephone number. 

PAGE 10, PARAWPH-2 

. . ..Furthermore. the guidelines do not require that group managers ensure that 
a sumnary has been prepared before approving a transfer. 

Comment: 

Form 3185 (Transfer of Return) contains an approval block for a group 
manager and other. This does not mean that by approving this form the 
case file is in order. We agree that group managers in approving these 
transfers should review the case file for completeness, including 
summaries. However, some transfers are initiated prior to any examination 
work; therefore, no sumnary would be required, Each case we reviewed was 
approved by a group manager and did contain summaries. 
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PAGE 10, PARAGRAPH 3 

Because Foreign Operations District tax auditors do not prepare 
summaries, domestic district tax auditors must review all the paperwork 
included in each case file to determine the status of an examination. 

Comnent:. 

Our case review did not reflect the GAO findings. All cases we 
reviewed did contain in one form or another sumnaries of actions taken. 
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IRS COMMENTS ON GAO DRAFT 
REPORT "SPECIAL PROCEDURES 

WOULD IMPROVE IRS EXAMINATIONS 
Ol- CtRTAI RET R S CONTAINING 

INTtRNA:IONA: $AX ISSUES" 

Corrments on Reconendations 

A. RECOMMENDATION 

Provide a limited number of tax auditors in selected domestic 
district offices with training in international tax issues. This 
should be done in those district offices which have a case workload 
sufficient to justify expenditures on such training. An alternative 
would involve considering the feasibility, from a cost-benefit 
standpoint, of detailing Foreign Operations District tax auditors to 
certain domestic districts for the purpose of conducting or 
completing examinations of returns transferred by the Foreign 
Operations District. For example, affected domestic districts could 
accumulate these returns for a period of time until a sufficient 
case1 oad inventory developed. Then, the Foreign Operations District 
could detail a tax auditor to the domestic district to work the 
cases. The latter approach was suggested as a possibility by IRS 
officials during our February 1982 meeting. 

Conent: 

We concur with providing training to a limited number of tax 
auditors in selected domestic districts. In July 1982, a task force 
will convene to prepare the materials for the training course. It is 
expected that this course will be given in the first quarter of FY 83. 

B. RECOMMENDATION 

*.m Provide each IRS domestic district office with Foreign Operations 
District training manuals and other appropriate reference documents 
for use by tax auditors conducting examinations of returns containing 
international issues. 

Comment: 

We concur with providing necessary reference materials to the 
limited number of tax auditors who are provided the special training. 
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r I. RECOMMENDATION 

em Revise return assignment procedures to provide tax auditors the 
experience and preparation time needed to examine returns transferred 
by the Foreign Operations District. Specifically, returns should be 
assigned to selected tax auditors designated to examine returns 
containing international issues. Also, returns should be assigned in 
advance of scheduled taxpayer interviews to allow tax auditors the 
time to research issues and to review examination work already 
performed. 

Comment: 

We do not concur with revising return assignment procedures as 
covered in the Internal Revenue Manual. However, a memorandum will 
be sent to the regions receiving FOCI cases to emphasize precontact 
analysis for these returns. This would permit the tax auditors time 
to research and to analyze cases before scheduling appointments. The 
Service will also advise the district offices to assign these cases 
to tax auditors with experience in examining foreign issues. 

D. RECOMMENDATION 

Require that the Foreign Operations District develop and make 
effective use of standard summary information reports for returns 
transferred to domestic district offices. The reports should clearly 
explain the international tax issues involved, the work done, and the 
conclusions reached, and should describe any special circumstances 
concerning the transferred return. Also, the summary report should 
contain the name and telephone number of an appropriate Foreign 
Operations District contact. Finally, the Commissioner should 
require that Foreign Operations District group managers ensure that 
case files contain summaries before the files are transferred to 
domestic district offices. 

Connnent: 

We do not concur. The subsequent review by IRS concluded that 
standard summaries were being used, and group managers were ensuring 
that case files contained summaries. 

(268137) 
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