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IRS FINANCIAL MANAGEMENT: HAS THERE
BEEN ANY IMPROVEMENT?

THURSDAY, SEPTEMBER 19, 1996

HoOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON GOVERNMENT MANAGEMENT,
INFORMATION, AND TECHNOLOGY,
COMMITTEE ON GOVERNMENT REFORM AND OVERSIGHT,
Washington, DC.

The subcommittee met, pursuant to notice, at 10:35 a.m., in room
210, Cannon House Office Building, Hon. Stephen Horn (chairman
of the subcommittee) presiding.

Present: Representatives Horn, Maloney, and Davis.

Staff present: J. Russell George, staff director; Anna Miller, pro-
fessional staff member; Erik Anderson, clerk; and Liza Mientus,
Matt Pinkus, and Mark Stephenson, minority professional staff
members.

Mr. HORN. The Subcommittee on Government Management, In-
formation, and Technology will come to order. This morning we are
holding an oversight hearing to assess the Internal Revenue Serv-
ice’s ability to improve its financial management systems so that
it can receive an unqualified opinion from its auditors on its finan-
cial statements.

On November 14, 1995, this subcommittee held a hearing on fi-
nancial management systems. At that session the subcommittee re-
ceived testimony from the Office of Federal Financial Management
and Office of Management and Budget, who told of a question
asked of the Chief Financial Officer of the Internal Revenue Serv-
ice. “Why are these IRS financial statements so terrible?” was the
question, the response to which was, “Because they were never de-
signed to be audited.”

This colloquy gave rise to a column by the humorist Dave Barry
in which he talked about not paying his taxes this year because his
tax return was never designed to be audited. If the agency that im-
pacts the lives of most Americans cannot get its financial house in
order, it diminishes both its credibility and tax-paying citizens’ vol-
untary compliance with the tax laws.

This state of affairs is intolerable in an agency that expects every
American family to justify its own financial status. And as was
noted by my colleagues, Mr. Traficant and Mr. Hefley, on the floor
this morning, the burden of proof is on the citizen when it comes
with the IRS, not on IRS. That is certainly one thing that needs
to be changed.

The hearing this morning is a followup to the subcommittee’s
March 6th hearing on the Internal Revenue Service’s inability to
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produce reliable financial information in its financial statements.
To put it simply, the problem is that the Internal Revenue Service
reports amounts for revenues, tax refunds, other categories of fi-
nancial information on its financial statements.

However, these amounts do not stand up to independent verifica-
tion. When auditors review the IRS statements and look at the un-
derlying records, their testing and recalculations of amounts result
in totals that are not the same as the totals that the IRS is claim-
ing as correct.

Auditors refer to this as being unable to give an opinion on the
financial statements. Auditors have been unable to express an
opinion on the reliability of the IRS financial statements for any
of the four fiscal years from 1992 through 1995.

The auditors found five significant problems that remain uncor-
rected and until they are corrected, will prevent them from giving
an opinion on the IRS financial statements in the future.

First, the amount of total revenue of $1.4 trillion, which the IRS
reports for fiscal year 1995, and the amount of tax refunds, which
:_h% IRS reports as $122 billion for fiscal year 1995, cannot be veri-
ied.

Second, the amounts—reports for various types of taxes collected,
Social Security, income, and excise taxes, for example—cannot be
substantiated. The amounts reported by employers are transferred
from the Treasury general fund whether or not those amounts have
actually been collected so the trust funds are not adversely af-
fected, but transferring moneys from the general fund to make up
deficiencies means that other obligations of the Government are
not being properly met.

Third, the reliability of reported estimates for fiscal year 1995 of
$113 billion for valid accounts receivable and of $46 billion for col-
lectible accounts receivable cannot be determined.

Fourth, much of the $3 billion the IRS reports in non-payroll ex-
penses cannot be verified. Sometimes the IRS produces records
from the wrong year when it is asked by the auditors to produce
supporting documentation. Can you imagine what the IRS would
say to you or me or anybody during an audit if you tried that?

Fifth, the amounts the IRS reported as appropriations available
for expenditure for operations cannot be reconciled with Treasury
records. The Internal Revenue Service has never successfully rec-
onciled hundreds of millions of dollars in differences. When an
auditor is doing an audit and notices differences of this magnitude
never being reconciled, it is often an indication that there may be
fraud going on. The IRS assures us that this is not the case.

But how they can be sure that there is no fraud if they cannot
reconcile these amounts? If not fraud, then perhaps these dif-
ferences mask expenditures for purposes other than the stated pur-
pose of the appropriations. What does the fact that the IRS asks
us to accept at face value amounts that cannot be verified mean in
the whole scheme of things? It has repercussions beyond the Serv-
ice itself.

The Government Management Reform Act requires that, starting
this year, and annually thereafter, the executive branch depart-
ments must produce financial statements, have them audited, get
a clean opinion, and that is a verification that they have been accu-



3

rately reported, their financial position, and the results of their ac-
tivities.

The following year, fiscal 1997, an audited governmentwide fi-
nancial statement is required. The IRS financial information is a
very important part of the Department of the Treasury’s financial
statement and of the governmentwide financial statement. The rev-
enue component, which the auditors cannot verify as correct, rep-
resents 90 percent of the total available to the Government.

There is much at stake here if we are to have reliable informa-
tion about the money we have available to fulfill our obligations to
the American people. In reports issued since fiscal year 1992 the
General Accounting Office has issued 59 recommendations that, if
acted on, would improve the recordkeeping and information sys-
tems of the IRS.

Today, we will hear how the IRS is planning to act on these rec-
ommendations and when they will be fully implemented. Today, we
will review the IRS plans for improvement in developing accurate
financial information and adequate internal controls that will en-
sure that errors are either prevented or detected quickly.

We will also assess the ability of the Internal Revenue Service’s
information system to produce reliable information. This includes
the weaknesses in internal control policies and procedures, such as
the failure to reconcile fund balances that have increased the risk
of fraud and diminished the reliability of the information provided
to Congress and to others.

Today’s hearing includes several witnesses commenting on the
IRS’ financial management problems. Appearing today are Gene L.
Dodaro, Assistant Comptroller General, Accounting and Informa-
tion Management Division, General Accounting Office, Steven O.
App, Deputy Chief Financial Officer, Department of the Treasury,
and Anthony Musick, Chief Financial Officer of the Internal Reve-
nue Service. We thank you all for joining us; we look forward to
your testimony.

[The prepared statement of Hon. Stephen Horn follows:]



Opening Statement
Stephen Horn
“Internal Revenue Services Financial Management: Has There Been
Any Improvement?”
September 19, 1996

A quorum being present, the Subcommittee on Government
Management, Information and Technology will come to order. This
morning we are holding an oversight hearing to assess the Internal
Revenue Service’s ability to improve its financial management systems
so that it can receive an unqualified opinion from its auditors on its
financial statements.

On November 14, 1995, this Subcommittee held a hearing on
financial management systems. At that session, the Subcommittee
received testimony from a witness, the Controller, Office of Federal
Financial Management, Office of Management and Budget, who told of
a question asked of the Chief Financial Officer of the Internal Revenue
Service: ‘Why are these IRS financial statements so terrible?” The
response to which was ‘Because they were never designed to be

audited.” This colloquy gave rise to a column by the humorist Dave
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Barry in which he talked about not paying his taxes this year because his
tax return was never designed to be audited.

If the agency that impacté the lives of most Americans cannot get
its financial house in order, it diminishes both its credibility and the
taxpaying citizens’ voluntary compliance with tax laws. This state of
affairs is intolerable in an agency that expects every American family to
justify its own financial status.

The hearing this morning is a follow-up to the Subcommittee’s
March 6th hearing on the Internal Revenue Service’s inability to produce
reliable financial information in its financial statements. To put it
simply, the problem is that the Internal Revenue Service reports amounts
for revenues, tax refunds, and other categories of financial information
on its financial statements; however, these amounts do not stand up to
independent verification. When auditors review the IRS statements and
look at the underlying records, their testing and recalculations of
amounts results in totals that are not the same as the totals that the IRS is

claiming as correct.



Auditors refer to this as being unable to give an opinion on the
financial statements. Auditors have been unable to express an opinion
on the reliability of the IRS’s ﬁnancial statements for any of the four
fiscal years from 1992 through 1995.

The auditors found five significant problems that remain
uncorrected, and until they are corrected, will prevent them from giving
an opinion on the IRS’s financial statements in the future.

First, the amount of total revenue of $1.4 trillion, which the IRS
reports for fiscal year 1995, and the amount of tax refunds, which the
IRS reports as $122 billion for fiscal year 1995, cannot be verified.

Second, the amounts reports for various types of taxes collected,
Social Security, income, and excise taxes, for example, cannot be
substantiated. The amounts reported by employers are transferred from
the Treasury general fund whether or not those amounts have actually
been collected, so the trust funds are not adversely affected, but
transferring money from the general fund to make up deficiencies means

that other obligations of the Government are not being properly met.
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Third, the reliability of reported estimates for fiscal year 1995 of
$113 billion for valid accounts receivable and of $46 billion for
collectible accounts receivable‘cannot be determined.

Fourth, much of the $3 billion the IRS reports in nonpayroll
expenses cannot be verified. Sometimes the IRS produces records from
the wrong year when it is asked by the auditors to produce supporting
documentation. Can you imagine what the IRS would say to you during
an audit if you tried that?

Fifth, the amounts the IRS reported as appropriations available for
expenditure for operations cannot be reconciled with Treasury records.
The IRS has never successfully reconciled hundreds of millions of
dollars in differences. When an auditor is doing an audit and notices
differences of this magnitude never being reconciled, it is often an
indication that there may be fraud going on. The IRS assures us that that
is not the case, but how can they be sure that there is no fraud if they

cannot reconcile these amounts? If not, fraud, then perhaps these



differences mask expenditures for purposes other than the stated purpose
of the appropriations?

What does the fact that the IRS asks us to accept at face value
amounts that cannot be verified mean in the whole scheme of things?
It has repercussions beyond the service itself. The Government
Management Reform Act requires that, starting this year and annually
thereafter, Executive Branch departments must produce financial
statements, have them audited, and get a clean opinion, that is, a
verification that they have accurately reported their financial position
and the results of their activities. The following year, an audited
Government-wide financial statement is required. The IRS’s financial
information is a very important part of the Department of the Treasury’s
financial statement and of the Government-wide financial statement.

The revenue component, which the auditors cannot verify as
cotrect, represents 90 percent of the total available to the Government.

There is much at stake here if we are to have reliable information about



the money we have available to fulfil our obligations to the American
people.

In reports issued since fiscal 1992, the General Accounting Office
has issued fifty-nine recommendations that if acted on would improve its
record keeping and information systems. Today we will hear how the
IRS is planning to act on these recommendations, and when they will be
fully implemented.

Today, we will review the IRS’ plans for improvement in
developing accurate financial information and adequate internal controls
that will ensure that errors are either prevented, or detected quickly.

We will also assess the ability of the Internal Revenue Service’s
information system to produce reliable information. This includes the
weaknesses in internal control policies and procedures, such as failure to
reconcile fund balances, that have increased the risk of fraud and
diminished the reliability of the information provided to Congress and

others.
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Today’s hearing includes several witnesses commenting on the IRS’
financial management problems. Appearing today are:

Gene L. Dodaro, Assistant Comptroller General, Accounting and
Information Management Division, General Accounting Office.

Steven O. App, Deputy Chief Financial Officer, Department of the
Treasury.

Anthony Musick, Chief Financial Officer of the Internal Revenue

Service.

We thank you all for joining us and look forward to your

testimony.

Subcommittees of the House Government Reform and Oversight
Committee swear in all witnesses for hearings. I ask each of you who

will be testifying to stand and raise your right hand for the oath.

[Administer Oath]
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Mr. HORN. And as you know the tradition, the subcommittees of
the House Government Reform and Oversight Committee do swear
in all witnesses for hearings, and I would ask each of you who will
be testifying to stand and raise your right hands for the oath.

[Witnesses sworn.]

Mr. HORN. All of the five witnesses have affirmed, and the clerk
will note that. And as you also know, since you are regulars, our
practice is to include your written testimony in the hearing record
after each of you is introduced, and we would appreciate having
you orally summarize your written statement in 10 minutes or so.
We are not going to hold you rigidly to that, we want you to feel
you have made the case, and I am not going to be offended if you
go over. But on the other hand, we do want to get the show on the
road so there can be questioning.

We have a vote under way now. So we are going to recess this
committee. Now that you are sworn in, you can tell the truth to
each other and we will recess for about 15 minutes and reassemble
here, by the time we get over and vote, at roughly 5 minutes of 11.

[Recess.]

Mr. HORN. Let’s come to order. The ranking member has arrived
and she would like her statement put in the record, and we are de-
lighted to do it.

[The prepared statement of Hon. Carolyn B. Maloney follows:]
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Rep. Carolyn B. Maloney -- Opening Statement

Hearing on Oversight of Internal Revenue Service Financial Management--
Has There Been Any Improvement?

September 19, 1996

Thank you Mr. Chairman for holding this important hearing. [ share your concern with
the financial management of the federal government. It is 2 fundamental issue which must be
addressed in these times of ever-greater budgetary restraint. The Chief Financial Officer Act of
1990 and the Government Management Reform Act of 1994 will help improve financial
management in the federal government and it is important that we continue vigorous oversight to
ensure proper and timely implementation

One of the requirements of the 1990 CFO Act is that the General Accounting Office audit
the Principal Financial Statements of the IRS. The report for fiscal yvear 1995 is very troubling,
as was the report for fiscal year 1994 which we examined at an earlier hearing of this
subcommittee Jast March. In fact, in each of the four years of audits of the IRS beginning with
fiscal 1992, the GAO has been unable to render an opinion. If this situation is allowed to continue.
it calls into question the ability of the executive branch to meet the rapidly approaching
requirements for government-wide audits beginning in fiscal {997

So there is a sense of deja vu surrounding today’s testimony. Given the short time frame
involved since we last examined this problem, I suspect that the answer to the question posed by
the Chairman in giving a title to this hearing --"Has there Been Any Improvement?"'--is “Not a
whole lot.”. However, I would point out that even though the problems are serious, they still take
time to solve. { understand the IRS has a more vigorous action plan which they will describe for
us today

I look forward to both the GAQ’s presentation and the IRS/Treasury response. The GAO
reports that it was unable to complete its audit for FY 1995 because of multiple shortcomings in
the accounting practices at the [RS. Perhaps most worrying is the fact that the total revenue
collected, $1 .4 trillion. could not be reconciled to the accounts maintained in {RS master file
Also, the amounts of taxes collected for various purposes, such as social security, income and
excise taxes, could not be substantiated.

(over)
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The IRS claims to be on the move toward significant improvement on these and many
other accounting deficiencies. The subcommittee is eager to learn about this progress..

1 am also concerned with problems the GAO has found with the IRS’s Accounts
Receivable. These represent money owed to the federal government -~ namely to the taxpayer --
which have not been collected. [ have a long-standing interest in this issue, and have worked with
Chairman Horn in successfully enacting legislation on the collection of non-tax delinquencies
That will certainly be a subject for future hearings by this subcommittee.

1 look forward to hearing our distinguished witnesses, and I thank the Chairman for his
continuing vigilance on these issues.
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Mr. HORN. So Mr. Dodaro, please begin. This is the first time I
have ever been in this hearing room and I think I need a Hubbell
telescope to see you down there. But I will say the podium is ter-

rific, you can spread out, it is the only sensible podium, but this
is strange, to be charitable.

So proceed, Gene.

STATEMENT OF GENE L. DODARQ, ASSISTANT COMPTROLLER
GENERAL, ACCOUNTING AND INFORMATION MANAGEMENT
DIVISION, GENERAL ACCOUNTING OFFICE, ACCOMPANIED
BY DIANE GUENSBERG AND GREGORY HOLLOWAY, GEN-
ERAL ACCOUNTING OFFICE

Mr. DODARO. Good morning, Mr. Chairman. We are pleased to be
here today to talk about the progress IRS is making in addressing
its financial management problems.

Mr. HorN. Excuse me, I might, for the record, say we now have
a quorum. Go ahead.

Mr. DopaRO. Good morning, Congresswoman Maloney, it is nice
to see you again.

Mrs. MALONEY. Good morning. It is good to see you again.

Mr. DoDparRO. We are pleased to be here today to give you a sta-
‘fus report on IRS’ actions to correct its financial management prob-
ems.

As you pointed out in your opening statement, we have been au-
diting the IRS since fiscal year 1992 and I might point out that
those audits have covered two different sets of financial statements
to account for IRS. One is the administrative operations of the In-
ternal Revenue Service, which are about $8 billion that IRS gets
in appropriated funds to carry out its various activities. And then
there is another set of financial statements that cover IRS’ custo-
dial responsibilities for the Government to collect the $1.3 to $1.4
trillion in revenue on behalf of the Federal Government.

Now, in the administrative statements, those covering the $8 bil-
lion that IRS uses to manage its own operations, it is in that area
that we have seen the greatest progress so far. When we started
back in 1992 there were several different administrative systems,
accounting systems, that they had in place. They had problems
even with controls over payroll operations.

Since then they have replaced those systems with one adminis-
trative accounting system that we think is good and an effort to
better account for their funds. They have also worked with the Na-
tional Finance Center at the Department of Agriculture to transfer
their payroll functions there. So as a result, in the last year we
were able to substantiate that about $5 billion of their $8 billion
in appropriations that go for payroll were valid.

We have two remaining problems on the administrative area that
need to be addressed. One is in documenting the receipt and ac-
ceptance of goods and services, particularly those services that IRS
procures from the Government Printing Office, for example, all the
tax forms that are mailed out, as well as rent and other activities
that involve transactions among Federal agencies. There are dif-
ficulties capturing that accurately.

Second, as you pointed out, reconciling their cash accounts with
the Treasury Department. In both of these areas, based on our sug-
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gestions and discussions with the IRS, they have brought in some
outside contract support to help. We are monitoring their activities
closely and I would hope in the next year we can see some progress
on those two areas. So I think in the administrative accounting
area for IRS’ appropriation we are beginning to see some progress
in that area.

Now, on the revenue side, I think that is a different story. The
revenue responsibilities, collection responsibilities, are enormous.
There are deep problems with the accounting systems over there in
terms of their capability to keep track of this. But part of the prob-
lem is rooted in how tax receipts come into the Treasury Depart-
ment and IRS in terms of their not being adequately distinguished.
About 80 percent of the taxes are collected from businesses and
they send in lump sums, which include income tax, Social Security
taxes, and they are not really designated by type of tax at the point
of collection, and this creates a massive reconciliation problem for
the IRS. Now, they should be able to do this but their current sys-
tems do not permit that. Also, in the accounts receivable area, as
you pointed out, we have had trouble substantiating the balances
there. Again, there are not good detailed subsidiary records that
distinguish valid accounts receivable from other compliance assess-
ments that IRS has levied on people as 4 means to try to get them
to pay their taxes, so there is no sorting out of what is valid, what
is not, and what is collectible.

We have worked with them to come up with a good statistical
sampling approach in the short run to take some of these accounts
and to accurately assess and come up with a good figure so the
Congress and others know how much delinquent taxes there are
and, more importantly, how much is really collectible in the long
run.

Now, we have worked with the IRS and they have developed
some short-term fixes in this revenue accounting area, but the
longer term fixes are going to be dependent upon their ability to
put in place new and enhanced accounting and information sys-
tems, and this is a very important issue.

This is an area we have some concern about the Service’s ability
in. As we talked to this committee about in March, IRS’ ability in
their tax system modernization effort to develop systems is not at
an adequate level yet. As you recall, I mentioned that they were
considered to be a level I organization in terms of their ability to
develop software, which was not a level commensurate with the
task that they had. We made about a dozen recommendations in
that area. They are beginning to put in place the right processes
and tools, but it is going to take a while before they are able to
move up.

As you recall, level I meant that the system-development efforts
were at the very initial level, and that was distinguished by ad hoc
and oftentimes chaotic development, which means that some of the
systems that they develop work well, many others do not. They
need to get to a process where they can produce that on an accept-
able basis.

. Their ability to develop their tax system modernization capabili-
ties is very much an integral part of their ability to fix their finan-
cial management problems as well.
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Obviously there is also more at stake here in terms of the CFO
requirements unfolding. The Department of the Treasury, for the
first time for fiscal year 1996 we will have financial statements
that cover the entire Department of Treasury. IRS is such a large
part of the Department that the problems at IRS will affect the
ability of auditors to render an opinion on Treasury’s department-
wide statements.

Likewise, we, GAO, as auditors of the consolidated financial
statements of the Federal Government, will be—it will be difficult
to render an opinion on the governmentwide statements. IRS col-
lects virtually all of the major revenue sources of the Government,
most of the receivables—about two-thirds of the reported receiv-
ables in the Government come from delinquent taxes—so it has an
enormous impact on both the Treasury statements as well as the
governmentwide statements.

Now, in order to get remedies for these problems and not as
auditors just pointing out these problems, we have been working
with the IRS to develop an action plan. I was concerned in the
early years that we did not have a good detailed plan to make
progress. In the last year, and particularly in the last 6 months,
I see where we have made more progress. I think we have a good
plan now.

The question is whether IRS can execute that plan. We are mon-
itoring and working with them very carefully. I am encouraged by
the fact that finally, I think, IRS understands the depth of their
problems and is moving to begin to put in place strategies. I think
these hearings that have been held by this committee have been
very helpful in that regard and I would encourage the committee
to continue to provide oversight in this area.

My colleagues and I would be pleased to answer any questions.

{The prepared statement of Mr. Dodaro follows:]
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Mr. Chairman and Members of the Subcommittee:

We are pleased to be here today to discuss IRS' efforts to prepare
reliable financial statements, as required by the expanded Chief
Financial Officers (CFO) Act of 1990, and to make fundamental
financial management improvements. Our recent reports and
testimonies, including our March 1996 testimony before the
Subcommittee, detailed the substantial problems IRS has in
accounting for over $1 trillion in monies collected from American
taxpayers and billions of dollars in delinquent taxes owed to the
government.' Until resolved, these weaknesses will continue to
affect the credibility of information used to report the results
of IRS' financial operations and measure its performance.

While serious problems have been identified, the CFO requirements
have provided the impetus for efforts to improve IRS operations.
They have:

-- led to IRS top managers having a much better understanding
than ever before of IRS' serious accounting and reporting
problems,

-- provided information on the magnitude of IRS' tax receivables
collection problems, and

-- identified the need for stronger controls over such areas as
payroll operations.

IRS has made some progress in responding to the problems we have
identified. Over the past 4 years, we have made 59
recommendations to improve IRS' financial management systems and
reporting. IRS agreed with these recommendations and has been
working to implement them and correct its financial management
systems and information problems. In our assessment this year, we
determined that IRS had completed 17 of these recommendations and
efforts are underway to address the remaining areas. As part of
our audit of IRS' fiscal year 1996 financial statements, we will
examine additional actions IRS has taken to complete other
recommendations we have made.

However, many difficult problems remain to be corrected before we
would be able to express an opinion on IRS' financial statements.
With our assistance, IRS is working on a plan of interim
strategies to solve these problems, with a goal of having these
matters resolved in time for the fiscal year 1996 financial
statement audit. For some areas, especially in accounting for
revenue, IRS will need to make more sweeping changes to fully

'our recent reports and testimonies detailing IRS' financial
management problems are listed in attachment I.
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gddress systems problems. In these cases, longer-term solutions
involving reprogramming software for IRS' antiquated systems and
developing new systems will be required.

Follow-through by IRS is essential to ensure that its short- and
long-term plans are carried.out and effectively solve financial
management problems. In the past, IRS has not always provided the
follow-through needed to complete necessary corrective measures.
Solving these problems is essential to provide reliable financial
information and ensure taxpayers that their tax dollars are
properly accounted for in accordance with federal accounting
standards. The accuracy of IRS' financial statements is also key
to both IRS and the Congress for (1) ensuring adequate
accountability for IRS programs, (2) assessing the impact of tax
policies, and (3) measuring IRS' performance and cost
effectiveness in carrying out its numerous tax enforcement,
customer service, and collection activities.

Today, we will focus on

-- the status of IRS' efforts to implement our recommendations
and develop a detailed plan with explicit, measurable goals
and a set timetable for actions to correct its financial
management weaknesses;

IRS' progress in addressing the major problems that have

prevented us from expressing an opinion on its financial
statements;

the impact that IRS' problems in developing Tax Systems
Modernization have on improving financial information; and

-- the significant adverse affect that delays in resolving IRS'
financial management weaknesses could have on preparing and
auditing Treasury's agencywide financial statements and the
finarcial statements for the entire government.

ADDRESSING SERJOUS FINANCIAL
MANAGEMENT PROBLEMS

IRS prepares separate sets of financial statements showing the
results of its operations for (1) administrative operations, which
include $8 billion in payroll and other expenses, and (2)
custodial functions, which reflect $1.4 trillion in tax
collections. IRS began preparing these annual statements starting
with those for fiscal year 1992 as part of a pilot program under
the CFO Act of 1990.

We have been unable to express an opinion on the reliability of
these financial statements for any of the 4 fiscal years from 1992
through 1995. We identified fundamental problems with IRS'
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administrative and custodial financial statements that are not yet
fully corrected. Until resolved, they will continue to prevent us
from expressing an opinion on IRS' financial statements in the
future. The following sections outline these problems and IRS'
improvement plans and progress.

. E i o . . ' : .
Has Improved but Problems Remain

Each year, IRS spends billions of dollars in operating expenses to
(1) process tax returns, provide taxpayer assistance, and manage
tax programs, (2) enforce tax laws, and (3) develop and maintain
information systems. For fiscal year 1995, IRS reported

$8.1 billion in operating costs, including $5.3 billion for
payroll and other personnel costs and $2.8 billion for the cost of
goods and services, such as rent, printing, and acquiring and
maintaining automatic data processing equipment.

Our initial financial audits identified serious problems in
accounting for and reporting on IRS administrative operations,
which has resulted in IRS making improvement in these areas. For
example, IRS has successfully

-- implemented a financial management system (which according to
Treasury, conforms to the government's standard general
ledger) to account for its appropriated funds, which has
helped IRS to correct some of its past transaction processing
problems that diminished the accuracy and reliability of its
cost information, and

-- transferred its payroll processing to the Department of
Agriculture's National Finance Center and, as a result,
improved its accounting for payroll expenses.

These improvements have made IRS' accounting for its
administrative operations much better today than it was 4 years
ago. For example, we are now able to substantiate IRS' payroll
expenses of about $5 billion. However, the following two major
problems still need to be fully corrected.

-- A significant portion of IRS' reported $3 billion in
nonpayroll operating expenses for goods and services could
not be verified.

-- The amounts IRS reported as appropriations available for
expenditure for operations could not be reconciled fully with
Treasury's central accounting records showing these amounts,
and in the past, hundreds of millions of dollars in gross
differences had been identified.
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C We found several problems in
attempting to substantiate amounts IRS reported as having been

spent for goods and services. 1IRS did not have support for when
and if certain goods or services were received and, in other
instances, did not have support for reported expense amounts.
example, IRS accepts Government Printing Office (GPO) bills as
being accurate and records an expense in its financial records
without first verifying that the printing goods and services being
billed were actually delivered and accepted. Also, in instances
where IRS could provide information showing proper receipt and
acceptance of goods and services, expenses were often recorded in
the wrong fiscal year. This problem occurs because (1) IRS
offices that receive and accept goods and services do not always
forward to IRS accounting offices evidence supporting these
actions and (2) IRS accounting offices used inconsistent, and in

some cases incorrect, policies and procedures for recording
expenses.

For

Ensuring that goods and services have been received and properly
accounted for are fundamental accounting steps and controls. Over
the past 4 years, we have recommended that IRS

revise its procedures to incorporate the requirements that
accurate receipt and acceptance data on invoiced items be
obtained prior to payment and that supervisors ensure that
these procedures are carried out, and

-- revise its document control procedures to require IRS units
that actually receive goods and services to promptly forward
receiving reports to accounting offices so that these
transactions can be properly accounted for.

IRS believes the core issue for correcting its receipt and
acceptance problems relate to properly accounting for transactions
with other federal agencies. IRS' plans to address this issue by

-- completely and accurately documenting its current accounting
systems and control procedures for procuring, receiving,
accepting, and paying for goods and services through other
federal agencies, such as GPO and the General Services
Administration, and recording the related budgetary, expense,
and cash disbursement transactions;

-- identifying and evaluating the reliability of available
documentary evidence and systems, which until this point have
been developed and utilized primarily to meet operatiocnal
rather than financial reporting objectives,

-- working with other federal agencies to explore ways to
improve the timeliness, nature, and extent of documentation
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supporting interagency payments that would allow IRS to
properly account for these interagency transactions, and

-- developing both short- and long-term improvements to its
accounting systems and control procedures, including
modifications to its automated systems to allow for direct
interfaces between its operating systems and its general
ledger accounting system.

IRS is now beginning to deal with this problem in a comprehensive
way. To that end, IRS has engaged an accounting firm to assist it
in carrying out this plan. We are closely monitoring IRS' and its
contractor's progress because, only through an intense concerted
effort, will the proposed solutions be implemented on time for the
fiscal year 1996 audit.

Also, we could not verify
the accuracy of IRS' Fund Balance with Treasury accounts that are
related to IRS' appropriation accounts for its operations. The
Fund Balance accounts are used to record cash receipts and cash
disbursements for these appropriations. These accounts are much
like checking accounts with a bank, and their balances represent
the amount of appropriations available to IRS for expenditure.
Accordingly, like bank checking accounts, each month, these
accounts must be reconciled with the bank's records, and any
differences reported to the bank. 1In this case, the banker is
Treasury and the differences are great.

These accounts have been unreconciled in each of the years we have
audited IRS' financial statements. The net reconciling
differences are made up of gross differences in the hundreds of
millions of dollars. For example, we reported last year that IRS
was researching $13 million in net differences that consisted of
$661 million of increases and $674 million of decreases.

We have recommended that IRS

~-- promptly resolve differences between IRS and Treasury records
of IRS' cash balances and adjust accounts accordingly, and

-~ promptly investigate and record suspense account items to
appropriate appropriation accounts.

In fiscal year 1995, IRS hired a contractor to provide information
on the differen