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IMPACT ON TAXPAYERS

In most cases, foreign persons are subject to
U.S. tax of 30 percent on their U.S. source
income. This tax owed is generally withheld by
a withholding agent. For Tax Year 2017, the
IRS received 6.3 million Forms 1042-S, Foreign
Person’s U.S. Source Income Subject to
Withholding, from 49,618 withholding agents
reporting Federal tax withheld on U.S. source
income paid to foreign individuals.

WHY TIGTA DID THE AUDIT

Withholding agents are required to file

Forms 1042-S to report income and withholding
for each foreign person and annually file a Form
1042, Annual Withholding Tax Return for U.S.
Source Income of Foreign Persons, to report the
cumulative amount of all taxes withheld. The
overall objective of this review was to determine
whether the IRS has adequate controls in place
to ensure that the amounts reported as withheld
on Forms 1042-S are reported on Forms 1042.

WHAT TIGTA FOUND

In response to our prior recommendations, the
IRS has implemented processes to improve its
identification of reporting discrepancies for
Federal tax withheld on U.S. source income
paid to foreign individuals. However, these
processes did not identify some withholding

tax discrepancies. Our review identified that IRS
processes did not identify 1,919 withholding
agents with reporting discrepancies totaling
$182.7 million. The IRS’s filter criteria compares
incomplete or inconsistent data listed on Forms
1042-S to Forms 1042. In addition, our review

identified 366 withholding agents that claimed
$506 million more in credits for tax withheld than
was reported on the Forms 1042-S.

In addition, in response to our prior report, the
IRS developed a systemic process to identify
withholding agents that are not filing required
Forms 1042-S. For example, the IRS’s filter
identified 1,569 withholding agents that had not
filed a Form 1042-S.

Finally, our review identified 7,910 Forms
1040NR, U.S. Nonresident Alien Income Tax
Return, which claimed withholding credits that
were not supported by a Form 1042-S. These
returns were not selected for IRS verification
because the claim amounts were under the
IRS’s return selection threshold. The IRS
cannot systemically verify these claims because
withholding agents are not required to provide a
payee Taxpayer Identification Number for all
Forms 1042-S.

WHAT TIGTA RECOMMENDED

TIGTA made 12 recommendations, including
that the IRS modify its filter criteria to ensure
that all withholding agents that do not file

Form 1042 are identified and modify procedures
to ensure that the withholding credit claimed on
Form 1042 matches the withholding reported on
Forms 1042-S.

IRS management agreed with five
recommendations and disagreed with seven
recommendations. The IRS did not agree to
review the Forms 1042 and 1042-S TIGTA
identified with potential reporting discrepancies.
The IRS also did not agree to modify Campaign
817 filter criteria to ensure that information used
is consistent or modify Error Resolution function
procedures.
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st TR

FROM: Michael E. McKenney
Deputy Inspector General for Audit

SUBJECT: Final Audit Report — Continued Efforts Are Needed to Address Billions
of Dollars in Reporting and Payment Discrepancies Relating to Tax
Withheld From Foreign Persons (Audit # 201840022)

This report presents the results of our review to determine whether the Internal Revenue Service
has adequate controls in place to ensure that amounts reported as withheld on Forms 1042-S,
Foreign Person’s U.S. Source Income Subject to Withholding, are actually reported on

Forms 1042, Annual Withholding Tax Return for U.S. Source Income of Foreign Persons. This
audit is part of our Fiscal Year 2020 Annual Audit Plan and addresses the major management
challenge of Improving Tax Reporting and Payment Compliance.

Management’s complete response to the draft report is included as Appendix VI.

Copies of this report are also being sent to the Internal Revenue Service managers affected by the
report recommendations. If you have any questions, please contact me or Russell P. Martin,
Assistant Inspector General for Audit (Returns Processing and Account Services).
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Background

In most cases, foreign persons' are subject to U.S. tax of 30 percent? on their U.S. source income.
The U.S. tax owed is generally withheld from payments made to foreign persons by a
withholding agent. A withholding agent is any U.S. or foreign entity (individual, corporation,
partnership, efc.) that takes receipt of, has control or custody of, or disposes of or makes a
payment of any income to a foreign individual that is subject to withholding. Withholding
agents are personally liable for any required tax that is withheld and are legally responsible for
proper withholding and reporting.

Withholding agents are required to file Forms 1042-S, Foreign Person’s U.S. Source Income
Subject to Withholding, to report on an individual taxpayer basis the income and withholding for
each foreign person and to annually file a Form 1042, Annual Withholding Tax Return for U.S.
Source Income of Foreign Persons, to report the cumulative amount of all taxes withheld. For
Tax Year’ 2017, the Internal Revenue Service (IRS) received 6.3 million Forms 1042-S from
49,618 withholding agents. These agents reported U.S. tax withholdings totaling more than
$528 billion.* However, it should be noted that this total includes e-filed and paper

Forms 1042-S where withholding agents reported Federal tax withholding over $1 million, and
the withholding is greater than the reported income. These questionable Forms 1042-S totaled
over $504 billion in withholding, which may be an indicator of a potentially fraudulent/erroneous
filing. In most instances, the IRS filters correctly identified the discrepancy associated with the
forms. As such, we estimate that the amount of withholding is in a range closer to $24 billion.*

In addition to the specific reporting requirements, withholding agents are also responsible for
periodically remitting payments of tax withheld using the Electronic Federal Tax Payment
System® to the U.S. Department of the Treasury. The frequency at which the withholding

I A foreign individual is any person that is not a U.S. person, including a nonresident alien, a foreign corporation, a
foreign partnership, a foreign trust, or a foreign estate.

2 A reduced rate, including exemption, may apply when there is a tax treaty between the United States and the
country of residence for the foreign individual.

3 The 12-month accounting period for keeping records on income and expenses used as the basis for calculating the
annual taxes due. For most individual taxpayers, the tax year is synonymous with the calendar year.

4 This amount was determined by analyzing Forms 1042-S that the IRS posted to its Information Returns Masterfile.
The IRS matches Forms 1042-S information in the Information Returns Master File to Form 1042 data on the
Business Master File as part of its Compliance Campaigns to identify income and withholding reporting
discrepancies.

5 The actual amount of withholding due can only be determined after the IRS matches Forms 1042-S to Forms 1042
to identify whether a discrepancy exists between amounts reported and addresses this discrepancy with the
applicable withholding agents.

¢ The Electronic Federal Tax Payment System is designed to process Federal tax deposits and other types of
business and individual payments.
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payments are required to be remitted depends on the total amount of tax withheld. Figure 1
provides a general overview of these requirements.

Figure 1: Withholding Agents Deposit Requirements

Withholding Amount Payment and Deposit Requirement

Less Than $200 Pay by March 15 of the following calendar year.

Pay 15 days after the end of the month in which the

$200 to $1,999 withholding was made.

Pay three business days after the end of the quarter-monthly
$2,000 or More period, i.e., 7th, 15th, 22nd_or end of month, in which the
withholding was made.

Source: IRS Form 1042 instructions.

The amount reported on the Form 1042 as withheld is generally equal to the total withholdings
reported on Forms 1042-S, which is the amount of the tax liability, i.e., amount of tax withheld
to be remitted to the IRS. The IRS records the amount of the tax liability in the withholding
agent’s tax account. The tax liability is then offset by payments remitted by the withholding
agent to the IRS during the year, any credits for amounts withheld by another withholding agent,
and any payment submitted with the Form 1042. Below is a hypothetical example of how the
amounts of income and withholding should reconcile between the Form 1042-S, Form 1042, and
tax remitted to the IRS.

Taxpayer A is a foreign individual that receives U.S. source income. The payer of the
U.S. source income, i.e., the withholding agent, is required to withhold tax from this
income and remit the amount of tax withheld to the IRS. The payer is also required to
issue a Form 1042-S to Taxpayer A that reports the amount of income and the amount of
tax withheld. In addition, the payer must on an annual basis file Form 1042 to report all
income paid and withheld from foreign individuals during the tax year and attach the
supporting Forms 1042-S such as the form issued to Taxpayer A. The income and
withholding on Form 1042 should agree with the income and withholding reported on the
attached Forms 1042-S and the amount of tax that was remitted to the IRS by the payer.

Reporting requirements for transactions involving multiple withholding agents

In some instances, the withholding of tax from the payment of U.S. source income to foreign
persons can involve multiple withholding agents. Generally, for these types of transactions, the
primary withholding agent” paying U.S. income to the foreign person is responsible for ensuring
that the full tax is withheld as required. However, the primary withholding agent can use other

" A withholding agent that has assumed responsibility for withholding on all payments.
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withholding agents, known as intermediaries,® to facilitate the payment of income and
withholding of tax. If an intermediary is used, the primary withholding agent must provide the
intermediary with a Form 1042-S showing the amount of tax, if any, it withheld on the income
paid. The Form 1042-S includes a field in which a withholding agent acting as an intermediary
can then report the amounts previously withheld by another withholding agent. Figure 2 shows
where this information is reported on the Form 1042-S.

Figure 2: Form 1042-S for Tax Year 2017

1 042_5 Foreign Person’s U.S. Source Income Subject to Withholding 2@ 1 7 OMB No. 1545-0096
Form ) i ) ) ) ]
» Information about Form 1042-S and its separate instructions is at www.irs.gov/form1042s. Copy A for
Department of the Treasury .
Internal Revenue Service T T T T T T T T T 1unouerorm DenTIFIER | | AMENDED AMENDMENT NO. Internal Revenue Service
1Income | 2 Gross income | 3 Chapter indicator. Enter “3” or “4” 13e Recipient's U.S. TIN, if any 13f Ch. 3 status code
code P ———
3a Exemption code 4a Exemption code 13g Ch. 4 status code
3b Tax rate A 4b Tax rate . 13h Recipient's GIIN | 13i Recipient's foreign tax identification | 13j LOB code

5 Withholding allowance number, if any

6 Net income | 7b Check If tax not deposited with []
7a Federal tax withheld | IRS pursuant to escrow procedure | 13k Recipient's account number | 131 Recipient's date of birth

8 Tax withheld by other agents

9 Tax paid by withholding agent 14a Primary Withholding Agent's Name (if applicable)

10 Total withholding credit

11 Amount repaid to recipient 14b Primary Withheolding Agent's EIN . . . :l
12a Withholding agent's EIN 12b Ch. 3 staius code | 12c Ch. 4 status code [ 15 Check if pro-rata basis reporting

15a Intermediary or flow-through entity's EIN, if any | 15b Ch. 3 staus code| 15¢c Ch. 4 stafus code|

12d Withholding agent's name

12e Withholding agent's Global Intermediary Identification Number (GIIN) \ 15d Intermediary or flow-through entity's name
15e Intermediary or flow-through entity's GIIN
12f Country code 12g Foreign taxpayer identification number, if any \ 15f Country code | 15g Foreign tax identification number, if any
12h Address (number and street) \ 15h Address (number and street)
12i City or town, state or province, country, ZIP or foreign postal code ‘ 15i City or town, state or province, country, ZIP or foreign postal code

Source: Excerpt from IRS Tax Year 2017 Form 1042-S.

Figure 3 provides an overview of the reporting requirements for transactions that involve one
withholding agent and those that involve an intermediary.

8 A custodian, broker, nominee, or otherwise as an agent for another person, regardless of whether that other person
is the beneficial owner of the amount paid, a flow-through entity, or any intermediary.
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Figure 3: Reporting Requirements for Amounts Withheld by Withholding Agents

Transactions Involving Transactions Involving
One Withholding Agent an Intermediary
U.S. source income 35.patgd, to a foreign U5, source income 15,paid, to an intermediary
individual. Withholding agent determines the agent. Intermediary agent determines the amount
amount of tax to be withheld and withholds this of tax to be withheld and determines 1f this amount
amount from the payment of income. was withheld by a primary withholding agent,
i, the payer.
. ¥
Withholding agent deposits taxes withheld with Intermediary agent deposits taxes withheld with
the U_S_Department of the Treasury as required the U5. Department of the Treasury as required
(see deposit requirements in Figure 1). (zee deposit requirements in Figure 1).
r L A
By March 15 of the following year, the Intermediary agent receives withholding
withholding agent prepares and files information, i.e., Form 1042-5, including amounts
Form 1042-8 with the TRS and the recipient of withheld by the primary withholding agent.
the income.

By March 15 of the following year, the primary
withholding and intermediary withholding agents
prepare and file Form 1042-5. Copies of
Forms 1042-5 are provided to the foreign
individual and other withholding agents involved
in the transaction as an intermediary.

r v

By March 15 of the following year, the By March 15 of the following vear, the
withholding agent prepares and files a withholding agent prepares and files a
Form 1042. The return summarizes the income Form 1042 summarnizing the income and taxes

and taxes withheld that are reported on withheld that are reported on Forms 1042-5.
associated Forms 1042-S. The primary withholding agent may also claim
credit for taxes withheld by other withholding

agent(s) for those transactions they are
mvolved in as an intermediary.

Source: TIGTA analysis of IRS instructions for Form 1042, Form 1042-S, and IRS Publication 515, Withholding
of Tax on Nonresident Aliens and Foreign Entities, for Tax Year 2017.
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Processing of Forms 1042 and Forms 1042-S

Withholding agents must file Form 1042 via paper® because the IRS does not have processes to
allow for electronic filing (e-filing). When the withholding agent claims a credit for amounts
withheld by others, the agent is required to attach Forms 1042-S (recipient’s copy) to the

Form 1042 to support the credit being claimed. IRS guidelines require tax examiners in the
Submission Processing sites to verify that Forms 1042-S are attached to the Form 1042 if the
credit amount is in excess of a certain dollar amount. In addition to ensuring that required
Forms 1042-S are attached to the Form 1042, tax examiners transcribe information from the
Form 1042 into IRS systems. The Form 1042 is also checked for accuracy (transcription errors,
missing amounts in required fields, invalid Employer Identification Numbers,'? etc.). Tax
returns for which the withholding credit does not have attached Forms 1042-S are sent to the IRS
Error Resolution function. The Error Resolution function is required to correspond with the
taxpayer to obtain support for the withholding credit claimed. If the taxpayer does not respond
or the documentation provided does not support the credit claimed, the IRS will deny the credit.

Withholding agents are also required to submit a Form 1042-T, Annual Summary and
Transmittal of Forms 1042-S, along with associated Forms 1042-S filed via paper. Withholding
agents that report fewer than 250 Forms 1042-S can either e-file or send these to the IRS via
paper. However, the IRS requires withholding agents reporting 250 or more forms to e-file their
forms. Once received, the e-filed Forms 1042-S are directly loaded and the paper forms are
transcribed, processed, and then loaded into the IRS’s Chapter Three Withholding Database."
The IRS reviews Forms 1042-S to identify and correct errors in selected fields and validates the
Taxpayer Identification Number (TIN)'? of the recipient, if reported. Once perfection is
completed, the Forms 1042-S are then uploaded to the IRMF and the e-Trak Non-Resident Filing
System.!* The e-Trak Non-Resident Filing System is used to verify tax returns with claims for
withholding credits associated with U.S. income paid to foreign individuals to Forms 1042-S on
file with the IRS.

Verification of Form 1042-S credits claimed by individuals on Form 1040NR, U.S.
Nonresident Alien Income Tax Return

Individuals who are nonresident aliens of the United States but receive income from a U.S. trade
or business, including wages, commissions, interest, dividends, pensions, gambling winnings,

9 The Large Business and International Division submitted a request to allow Forms 1042 to be e-filed in

December 2017. As of September 2018, IRS management stated that the status of the request has been delayed due
to focus on tax reform work for the filing season.

19 A unique nine-digit number used to identify a taxpayer’s business account.

' An online database that stores Forms 1042-S and their transmittal documents.

12 A nine-digit number assigned to taxpayers for identification purposes. Depending upon the nature of the taxpayer,
the TIN is an Employer Identification Number, a Social Security Number, or an Individual TIN.

13 IRS database designed to allow document matching and credit verification on Forms 1042-S and Forms 8805,
Foreign Partner’s Information Statement of Section 1446 Withholding Tax.
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etc., report and pay taxes on that income on Form 1040NR. Nonresident aliens also file

Form 1040NR to report Form 1042-S income and tax withholding as well as claim a refund of
any amount overwithheld. Individuals claiming a credit for tax withheld on Form 1042-S are
required to attach the Form 1042-S to their tax return. Returns with a withholding credit claim
that have no attached Form 1042-S are sent to the IRS Error Resolution function for additional
review. Tax examiners research the IRS IRMF to attempt to locate the Form 1042-S and verify
the credit claimed. Ifthe Form 1042-S is not found, the tax examiner will correspond with the
taxpayer. If the taxpayer does not respond, the tax examiner will deny the withholding credit.

A prior TIGTA review reported that the IRS does not have an effective process to
reconcile withholding reported to ensure that amounts withheld are remitted

In our September 2013 report, we determined that the IRS does not have an effective process to
reconcile the withholding reported on Forms 1042 to withholding reported on Forms 1042-S. In
addition, we identified that the IRS processes did not ensure that the withholding reported by
withholding agents was remitted to the IRS. Our analysis of Tax Year 2011 Forms 1042-S to
Forms 1042 identified discrepancies totaling almost $747 million, of which $543 million in
withheld tax was reported on Forms 1042-S but not remitted.

We recommended that the IRS develop processes to systematically reconcile information on
Forms 1042 with withholding information submitted on Forms 1042-S and ensure that
withholding agents remit tax withheld, identify withholding agents that are not filing required
Forms 1042-S and assess penalties as applicable, and identify and resolve Form 1042-S data
quality problems. Finally, the IRS should ensure that tax examiners verify that required
Forms 1042-S are attached to the Forms 1042 and support the amount of credit claimed for tax
withheld by another withholding agent. The IRS agreed with all of our recommendations.

This review was performed at the Submission Processing Site in Ogden, Utah, and with
information obtained from the IRS Large Business and International (LB&I) Division’s'*
Withholding and International Individual Compliance Practice Area in Washington, D.C., during
the period December 2018 through January 2020. We conducted this performance audit in
accordance with generally accepted government auditing standards. Those standards require that
we plan and perform the audit to obtain sufficient, appropriate evidence to provide a reasonable
basis for our findings and conclusions based on our audit objective. We believe that the
evidence obtained provides a reasonable basis for our findings and conclusions based on our
audit objective. Detailed information on our audit objective, scope, and methodology is
presented in Appendix I. Major contributors to the report are listed in Appendix II.

14 The LB&I Division is the functional area within the IRS responsible for ensuring that withholding agents comply
with the withholding and reporting requirements.
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Results of Review

Our prior review identified that the IRS has not established a process to reconcile the amounts
withheld and reported on Forms 1042-S agree with amounts reported on Forms 1042 and with
the amounts remitted to the IRS by withholding agents. In response to our prior
recommendations, the IRS has implemented processes to improve its identification of reporting
discrepancies for Federal tax withheld on U.S. source income paid to foreign individuals. For
example, the LB&I Division developed its Campaign 817 in an effort to begin to address
Forms 1042 and 1042-S noncompliance. As of August 23, 2019, the LB&I Division has
developed and implemented 12 filters to systemically reconcile Forms 1042 to Forms 1042-S as
well as information included in a withholding agent’s tax account to identify reporting
discrepancies. For example, a filter identifies a discrepancy when a withholding agent files a
Form(s) 1042-S and fails to file the associated Form 1042. Returns with discrepancies that meet
the IRS’s dollar tolerance threshold are selected for compliance treatment.

The IRS is still developing the various compliance treatments that will be used to address returns
identified with discrepancies.” In addition, IRS management also noted that they are in the

process of developing 12 additional filters. These filters will be used to identify %k dskk
******2******’16 **********************2*************************** These ﬁlters

Wlll alSO ldentlfy ***********************2***************************************

********************2******************** HOWGVer, our reVieW 1dent1ﬁed that
additional actions are needed to continue to improve processes to identify and address reporting
discrepancies and to ensure that reported withheld tax is remitted to the IRS as required.

Processes Did Not Identify Some Withholding Tax Reporting
Discrepancies

Our comparison of Tax Year 2017 Forms 1042-S and Forms 1042 identified 6,016 withholding
agents with discrepancies totaling $2.3 billion in tax reported on Forms 1042-S and the amount
reported on Forms 1042. Campaign 817 filters identified 4,097 of the 6,016 withholding agents
with discrepancies totaling $2.1 billion. However, due to errors in filter criteria,

1,919 withholding agents with reporting discrepancies totaling more than $182.7 million were
not being identified by the IRS’s processes. These include:

15 Appendix V describes the compliance treatment streams the IRS is developing.
16**********************************************2****************************************

et st sk ke s st s ke sheste s st st sk ek stk sk skeste stk kst sk stk skt stttk skt skokokok skl sk ) skokosteolkoloskokokoskok stokolkokokokokoskoloekokok skokokokokolokokok gkokokok sk
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e 653 withholding agents that reported tax withholdings of approximately $1.7 million on
Forms 1042 but did not file a required Form 1042-S to report the income and withholding
paid to the foreign person.

e 635 withholding agents that underreported the amount of tax withheld on their
Form 1042 by more than $116 million when compared to the amount of tax reported as
withheld on their Forms 1042-S.

e 347 withholding agents that overreported the amount of tax withheld on their Forms 1042
by more than $23.8 million when compared to the amount of tax reported as withheld on
their Forms 1042-S.

e 284 withholding agents that reported tax withholdings of approximately $41 million on
Forms 1042-S but did not file a required Form 1042 to report these withholdings.

Campaign 817 filters were created to identify Form 1042 and Form 1042-S noncompliance and
select cases for compliance treatment. However, IRS processes did not identify the
1,919 discrepancies because the IRS’s filter criteria for some returns compare incomplete or

inconsistent data listed on Forms 1042-S to Form 1042. #¥¥¥kkskakakaskkohoksk? kakkohkodhoksdkokkkkodokokok ok
**************************************2***************************************

**************************************2***************************************
sk sk sk sk sk sk sk sk st sk sk sk sk sk sk sk sk sk sk st sk sk sk sk sk sk sk sk sk skt sk sk sk skoskoskosk ) skeoskeoskeoskeoske sk skeoskoskoskosk sk 4
2 . As such, the IRS’s filter does

not identify withholding agents that do not file a Form 1042 when the total tax was withheld by
an intermediary agent. Without incorporating additional criteria, the IRS’s filter will not identify
these withholding tax reporting discrepancy cases.

We shared our results with the IRS on July 9, 2019. IRS management stated that the current
filter criteria along with the ****2**** return selection tolerance threshold results in 85 percent
of the potential unreported revenue being addressed. Our analysis shows that correcting the filter
criteria to compare consistent information and lowering the return selection dollar tolerance
threshold to $1 million would result in the IRS protecting 94 percent of potential unreported
revenue identified by the Campaign 817 filters while only increasing the inventory workload by
0.23 percent.

However, IRS management did not agree that the criteria used to identify Form 1042 nonfilers
are incorrect. IRS management stated that another Campaign 817 filter would identify the

284 Wltthldlng agents we previously reported *****************2********************
kR kR R D Rk kR kR Rk k% However, we found that this filter did not detect these

284 Form 1042 nonfilers, and IRS management was unable to provide us an explanation for this.
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Recommendations

The Commissioner, LB&I Division, should:

Recommendation 1: Review the 1,919 withholding agents we identified that did not file a
Form 1042 or a Form 1042-S as required or that have a reporting discrepancy that was not
identified by the Campaign 817 criteria and take appropriate action to address the withholding
agents’ noncompliance with the reporting requirements.

Management’s Response: The IRS disagreed with this recommendation. IRS
management established tolerances for each filter applied to the Tax Year 2017 filings
that did not result in the identification of every withholding agent TIGTA identified and
is lowering the tolerance levels for the Tax Year 2018 filings to capture a larger
population of withholding agents that failed to file Forms 1042 or 1042-S or that have a
reporting discrepancy. The IRS believes resources are better expended in future cycles
with these refined filters, rather than continuing to work on the earlier year returns
identified by TIGTA.

Office of Audit Comment: The 1,919 withholding agents we identified had reporting
discrepancies totaling more than $182.7 million. As such, we believe that if the IRS
addressed these, it could yield a significant dollar return on the use of resources in
addition to improving compliance.

Recommendation 2: Modify the Campaign 817 filter criteria to ensure that consistent
information is used on Forms 1042 and Forms 1042-S to identify withholding agents that have a
reporting discrepancy.

Management’s Response: The IRS disagreed with this recommendation. IRS
management stated that the Campaign 817 filters already treat information consistently
on Forms 1042 and Forms 1042-S.

Office of Audit Comment: We do not agree with management’s assertion that the

filters treat information consistently. The Campaign 817 filters compare the reported tax
\Vﬁhhekionfkﬁnl1042’************2**************************************

e st sfesfeshe she sfe st st st st st st st st st sk sk sk s s s s s sk sk sk sk sk sk sk sk 7) sheskeske ke steskestesteskestestesteske skt sttt sttt st st stk stk skok kol skokoskokokokok

We identified 1,919 withholding agents with $182.7 million in reporting discrepancies
that the Campaign 817 filters did not identify as a result of this inconsistency.

Recommendation 3: Modify the Campaign 817 filter criteria to ensure that all withholding

agents that do not file Form 1042 are identified, * ¥kttt aoionr D ottt tototowsiosoiok ook,
****************2********************

Management’s Response: The IRS agreed with this recommendation and plans to
modify the Campaign 817 filters to identify withholding agents that do not file
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Form 1042. However, the tolerance levels for this filter may not capture all of the
Form 1042 nonfilers due to available resources and organizational priorities.

Processes Do Not Ensure That Credits Claimed for Amounts Withheld

*******************2 kkkkkkkkkkkkkkkkkkkkkkk Are Valid

Our review of Tax Year 2017 Forms 1042 identified 366 withholding agents that claimed more
than $506 million more in credits for tax withheld ks pdcicsdosdkctkitt* than
was reported on the Forms 1042-S #*##sdackakpdasiciickskxs®  IRS processes should have
identified some of these cases during return processing. These cases include:

e 269 Forms 1042 for which the credit amount claimed on the Form 1042 did not match the

withholding reported ****#*#x k44434 % on the Forms 1042-S. IRS procedures do not
require tax examiners **************2***************************************

e st sheshe sk s st sfe st st st st st st st st sk sk sk s s s s s sk sk sk sk sk sk sk sk 7) shesteske ke skesteskestestestestesteske sk sttt skttt st st stttk ki ko skokokokokokok

e 97 Forms 1042 with no Forms 1042-S to support the credit amount claimed, and the
amount of the credit was above the dollar tolerance for additional review. Instructions
for the Form 1042 require withholding agents that claim credits *## stk dekcicdsiadx
ok ol D dorkicicR ol to attach Forms 1042-S (recipient’s copy) to support the
amount of the credit claimed. During processing, IRS guidelines require tax examiners to
verify that Forms 1042-S are attached to the Form 1042 when the withholding credit is in
excess of a certain dollar amount. Tax examiners are to correspond with the withholding
agent if the required Forms 1042-S are not attached and disallow the amount of credit
that is not supported through correspondence with the withholding agent.

e st sfeshe s s st st st st st stesteste st st st st sk sk sk s s s s s sk s sk sk sk sk s sk s sk ) shestestestestestestestestesteske stk skttt skttt stk stk stk skokokokokokokokokokokok
e st s s ke she st st s e ke she st s s ke sheste st sk seskesheste s s e sk steste sk sk skeste sk sk ) stesteskste ke st stk st sk stesteskosteske stttk skoteiokoslkokostokokoskokokskolokokok
e sfeshesheshe s sfe st st st st stesteste st st st st sk sk sk st s s s s s s sk sk sk sk s sk s sk sk sk 7) shestestestestestestestestesteste stttk skt skttt sttt stttk ki skokoskokoskokskokok

*******************2******************** At times’ these Credits can result in a
withholding agent having an overpayment that generates a refund. The credit for amounts
Wlthheld **********2*********** iS reported on Form 1042, ************2*************
FRick oo olioiorsiosieclicl . Figure 4 shows where the tax liabilities and credits for
amounts withheld ##*## kit are reported on Form 1042.
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Figure 4: Tax Year 2017 Form 1042 Credit
for Tax Withheld by Intermediary Withholding Agents

64  Total net tax liability
a Adjustments to total net tax liability . . . . . . . . . . . . . . . . . . . . . . |64a
b Total net tax liability under chapter3 . . . . . . . . . . . . . . . . . . . . . . |64b
¢ Total net tax liability under chapter4 . . . . .« . . . . |64c
d Excise tax on specified federal procurement payments (T otal payments made X 2%) . . . . . . |64d
e Total net tax liability (Add lines 64a-d) . . . . . . . . . . . |6de
65  Total paid by electronic funds transfer (or with a request for extension of time to flle)
a Total paid during calendaryear. . . . . . . . . . . . . . . . . . . . . . . . |Gba
b Total paid during subsequent year. . . . e - . . . . . . . . . . . |6Bb
66  Enter overpayment applied as credit from 2016 Form 1042 e e e e e e 66
67  Credit for amounts withheld by other withholding agents:
a For payments other than substitute dividend payments. . . . . . . . . . . . . . . . |67a
b For substitute dividend payments . . . . . . . . . . . . . . . . . . . . . . . |67b
68 Total payments. Add lines 65 through67 . . . . . . . . . . . . . . . . . . . . 68

Source: IRS Tax Year 2017 Form 1042.

Of the 366 withholding agents with excess credit claims, 51 agents received $4.4 million in
potentially erroneous refunds for these unsubstantiated credits. Withholding agents can claim a

credit on their Form 1042 when payments of U.S. source income transactions involve *#*2%%#

We shared the results of our analysis with the IRS on July 22, 2019. IRS management was not
able to provide a reason why these withholding agents were not identified during return
processing. IRS management also stated that it would be cost-prohibitive to verify the amount of
credit claimed during tax processing. In addition, IRS management stated that they currently do
not have a filter in place to systemically identify withholding agents that claim unsubstantiated
credits for tax withheld *#*#x#cka skt after Forms 1042 are processed, but they have
considered implementing such #### %%,

IRS management did not provide us with any information to support their position that verifying
the amount of credit claimed during tax processing would be cost-prohibitive. We disagree that
it would be cost-prohibitive. In fact, as previously discussed, the IRS already has processes in

place to verify Forms 1042 during tax processing. As such, management could expand these
existing prOCGSSGS to include ***************2**************************************

**************************************2**************************

Recommendations

The Commissioner, LB&I Division, should:

Recommendation 4: Modify Error Resolution function procedures to require tax examiners to
ensure that the credit amount claimed on Form 1042 for tax withheld s #teter g sonsotoictioto

matches the amount of tax withheld that is reported on Forms 1042-S st stttk
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Management’s Response: The IRS disagreed with this recommendation. IRS
management believes the planned modifications to its Campaign 817 filters will address
this issue after returns have been filed. IRS management explained that current

Form 1042 error resolution programming does not systemically identify differences in the
amount of tax withheld #####x&xkpickackxkxs4% on Form 1042 and the amount(s) of tax
withheld that is reported on Forms 1042-S ####cksackata) skttt si* . Forms 1042-S
are processed through a system that is not linked to the system used to process

Form 1042, and there is no current systemic option available to identify these
discrepancies and thereby allow the Error Resolution function tax examiners to review
these returns.

Office of Audit Comment: Although Campaign 817 filters will identify these types
of discrepancies, it is not until after refunds have been paid. Alternatively,
implementation of our recommendation would enable the IRS to identify reporting
discrepancies before withholding credits are allowed and refunds are paid. At the same

time tax examiners are verifying that Forms 1042-S are attached to the Form 1042, **2%**
*********************************2**************************************

*********************************2**** As SUCh, no Systemic processes WOUld

be needed.

Recommendation 5: Establish processes and procedures to systemically identify and address
withholding agents that file a Form 1042 for which the credit claimed for tax withheld ***2%*%*%*
osckokack D rekoRckeRk 1S not supported by a third-party Form 1042-S, such as implementing a filter
to identify these discrepancy cases.

Management’s Response: The IRS agreed with this recommendation but cannot
address this issue systemically at the time returns are filed. IRS management is pursuing
a filter modification in Campaign 817 to address this issue after returns have been filed.

Processes **********************2 kkkkkkkkkkkkkkkkkkkkkkkk Withholdinq
Agents That Do Not File Required Forms 1042-S

In response to our prior report, the IRS developed a process to systematically identify
withholding agents that are not filing required Forms 1042-S. Specifically, Campaign 817
includes filters that identify withholding agents that do not file Form 1042-S as required. As of
May 13, 2019, these filters identified 1,569 noncompliant withholding agents that had not filed a
Form 1042-S. However, our review of the IRS’s current and planned compliance treatment

streams found that, although the IRS identifies withholding agents noncompliant with
Form 1042-S filing requirements, * ¥ skt dopioktopioh s D okttt ookl ook
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these Form 1042-S nonfilers. This includes s skt sie sk sheste e stesheshe s e 7 st s s she e st s s she e sfeste s she e sfe s sk s ke ek
e st she s sfe st sk st stesteste st st st st sk sk st st s s s sk sk sk sk sk s sk skoskoskoskoskoskoskoskok ) stestekokokokokokokokokokokokokoskokskokoRsRokek ek 17

When we questioned management as to Why *****************2***********************
noncompliant withholding agents, management indicated that withholding agents that failed to
file Forms 1042-S ***##*#s4%4%  They acknowledged there is a risk to tax administration
When Forms 1042_S are not ﬁled ***********************2 and 7*********************
*#%2 and 7*¥**. As such, the IRS currently ###s# ki) soksdockickiotk ek withholding
agents that fail to file a Form 1042-S.

Without Forms 1042-S, the IRS cannot determine whether a withholding agent reported all
required Federal income tax withholding on Form 1042. The IRS also cannot determine whether
the proper amount of tax was withheld because it does not know the applicable tax rate for the
type of income paid. In addition, the IRS verifies withholding credits claimed by foreign
individuals on Form 1040NR to Forms 1042-S. As such, the IRS may incorrectly deny
withholding credits to which foreign individuals are entitled because the withholding agent has
not filed a related Form 1042-S with the IRS.

Incorrect information prevented us from evaluating the effectiveness of the IRS’s
processes to address withholding agents that do not comply with Form 1042-S
e-filing requirements

Our review of Tax Year 2017 paper Forms 1042-S identified 19 withholding agents that filed
250 or more Forms 1042-S via paper instead of e-filing as required. These 19 withholding
agents filed 6,811 Forms 1042-S. We also identified 232 financial institutions that filed

2,019 Forms 1042-S via paper instead of e-filing as required. Paper Forms 1042-S must be
manually transcribed into the IRS’s systems before the returns can be processed, increasing the
opportunity for entry errors and wasting valuable IRS resources.

Per Internal Revenue Code Section 6011 (e)(2)(A), withholding agents that file 250 or more
Forms 1042-S are required to e-file these forms with the IRS. In addition, Internal Revenue
Code Section 6011 (e)(4) requires all financial institutions to e-file their Forms 1042-S. We
notified the IRS of our concerns on June 7, 2019. IRS management responded that they agreed
that the 19 withholding agents and 232 financial institutions we identified were required to e-file
their Forms 1042-S. In addition, IRS management stated that they do not have a process to
identify and address withholding agents that are not compliant with Forms 1042-S e-filing
requirements. IRS management stated that a filter can be implemented to identify these
withholding agents when resources become available.

On January 17, 2020, IRS management stated that the information they provided in June 2019 in
response to our concerns was incorrect. IRS management stated that the IRS does have a process
to identify withholding agents that do not comply with the Form 1042-S e-filing requirements,

17 et s e sk st s e ke stk sk ke st st sk ke st sk ke sk sk ke sk stk sk stk stttk skt stestokoskestek D stttk stestokoskoskoiok skokoskokoskokoskokoskokokokokok stolokokotoloskolkoksiokoskokorokok
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and this process was in place at the time we raised our concerns in June 2019. In addition, the
IRS provided us with data showing that the IRS had assessed penalties totaling more than

$7.1 million for 15 of the 19 withholding agents and more than $6.5 million for four of the

232 financial institutions we identified. However, we were unable to assess the effectiveness of
the IRS’s processes because this information was shared with us after we had completed our
audit testing. We plan to conduct a separate review of the IRS’s continued efforts to increase
e-filing for business and information returns. '®

Recommendations

The Commissioner, LB&I Division, should:

Recommendation G: #*¥*¥kxskikspikskwskxskikis®* withholding **2** identified as
noncompliant with Form 1042-S filing requirements.

Management’s Response: The IRS disagreed with this recommendation. IRS
management stated that Campaign 817 Filter 104 addresses the noncompliance of the
highest risk taxpayers in the population. Tolerances in this filter have been established
balancing available resources and organizational priorities and may be refined based on
the data from future cycles.

Office of Audit Comment: Although Campaign 817 Filter 104 identifies withholding
agents that do not comply with the Form 1042-S reporting requirements, the IRS **2#*
**********************************2******************** Our Comparison Of
Tax Year 2017 Forms 1042-S and Forms 1042 identified a $2.3 billion discrepancy in the
amount of tax reported on these forms. As such, we believe the risk warrants further
action.

Recommendation 7: Review the 1,569 withholding agents the IRS identified that did not file
Form 1042-S and take the actions necessary to address their noncompliance with the reporting
requirement, including assessing failure to file penalties when appropriate.

Management’s Response: The IRS disagreed with this recommendation. IRS
management believes that resources are better expended in future cycles with a
potentially refined filter, rather than continuing to work on the Tax Year 2017 population
that we identified as not meeting the IRS’s original tolerance threshold. IRS management
stated that the subsequent filter run for Tax Year 2018 returns will continue to address
noncompliance of Form 1042-S filings.

Office of Audit Comment: As we noted previously, our comparison of Tax Year
2017 Forms 1042-S and Forms 1042 identified a $2.3 billion discrepancy in the amount

18 TIGTA Audit 2020-40-020, Continued Assessment of Electronic Filing of Business and Information Returns.
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of tax reported on these forms. We believe that further action is needed to address the
1,569 withholding agents we identified as not filing a required Form 1042-S.

Recommendation 8: Establish processes to identify and address withholding agents that do not
complying with Form 1042-S e-filing requirements.

Management’s Response: The IRS agreed with this recommendation and cited that
it has a process in place to address the failure to comply with Form 1042-S e-filing
requirements under Internal Revenue Code Section 6721. This process, as noted in
TIGTA’s report, has resulted in the assessment of millions of dollars of penalties.

Recommendation 9: Review the 19 withholding agents and 232 financial institutions we
identified that did not comply with the Form 1042-S e-filing requirement and take the actions
needed to address their noncompliance, including assessing failure to file penalties when
appropriate.

Management’s Response: The IRS disagreed with this recommendation. IRS
management stated that it has an established process in place to address the failure to
comply with Form 1042-S e-filing requirements under Internal Revenue Code
Section 6721.

Office of Audit Comment: The processes that management cites are not effective
given that penalties were not assessed for four of the 19 withholding agents and 228 of
the 232 financial institutions we identified.

Most Returns With Unsupported Withholding Credits Are Not
Addressed

Our analysis of Tax Year 2017 Forms 1040NR identified 7,980 returns for which the
withholding credit claimed was not supported by a third-party Form 1042-S. The IRS has
established systemic processes to identify returns and hold a portion of the refund claimed on
Forms 1040NR for Federal tax withheld on their U.S. source income if the withholding credit
and refund amount are above the selection dollar tolerance threshold. However, the IRS only
selected for verification 70 (less than 1 percent) of the 7,980 returns we identified. The
remaining 7,910 returns had claims under the IRS’s return selection threshold. Thus, these
7,910 returns claimed more than $15.5 million in withholding credits that were not verified.

The IRS uses a return selection dollar tolerance threshold in an effort to balance tax examiner
inventory with available IRS resources. However, the current threshold results in the verification
of less than 1 percent of the identified credit claims with discrepancies. When we discussed our
concerns with IRS management regarding the high dollar tolerance, IRS management stated that
they are in the process of lowering their return selection dollar tolerance threshold, which they
project will result in the verification of **2** additional returns and address an additional

ek *okxkR* in withholding credits. We applied the IRS’s lower threshold amount to the
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7,910 Forms 1040NR we identified and found that the lower threshold will not result in the
verification of the majority of unsupported credits. We provided the IRS these records, and the
IRS stated that it cannot support lowering the tolerance threshold further due to limited
resources.

Although the IRS has established a systemic process to identify Forms 1040NR with credit
claims, it is unable to systemically verify claims to third-party Forms 1042-S. This is because
the IRS does not require withholding agents to provide a payee TIN for all Forms 1042-S. Our
analysis of the 6.3 million Forms 1042-S filed by withholding agents for Tax Year 2017
identified 4.7 million (74 percent) forms with a missing payee TIN.

In September 2013, we reported that the lack of a valid payee TIN on Form 1042-S impedes the
IRS’s ability to systematically cross-check Forms 1042-S with foreign persons’ tax returns to
confirm income and withholding claimed on the tax return before the refunds are issued. At that
time, IRS management indicated that the IRS does not require TINs on all Forms 1042-S because
many foreign persons are not required to file a U.S. tax return. In addition, this would require
that millions of foreign persons obtain a TIN. We noted that most foreign individuals who file a
Form 1040NR are seeking a refund. As an alternative to requiring TINs on all Forms 1042-S,
the IRS established processes to manually verify withholding credits claimed on Form 1040NR
to copies of the Form 1042-S attached to the tax return. Returns selected are manually verified
by tax examiners to Forms 1042-S data the IRS received from withholding agents. If the IRS
cannot verify the credit to third-party Forms 1042-S, the credit is denied.

Recommendation

Recommendation 10: The Commissioner, LB&I Division, should further lower the dollar
tolerance used to select Forms 1040NR with unsupported withholding credits for manual
verification before refunds are issued.

Management’s Response: The IRS agreed with this recommendation and plans to
reduce the overall threshold for Campaign 816 that addresses 1040NR refund claims by
*#2%% in 2020. According to IRS management, this will bring in approximately

*#2%** additional returns reviewed by the campaign totaling ***2*** in Form 1042-S
credits.

Additional Improvements and Expanded Use of the Unique Form
Identifier Are Needed to Resolve Continued Data Reliability Issues

Our review of the 6.3 million Tax Year 2017 Forms 1042-S identified 62,065 Forms 1042-S
claiming more than $1.4 billion in withholding that did not have a valid Unique Form Identifier
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(UFID)" as required. In addition, we identified 23,373 amended Forms 1042-S with $47.6 million
in reported U.S. tax withholdings with valid UFIs that we were unable to associate with an
original Form 1042-S. Figure 5 provides the results of our analysis of the UFIs provided on Tax

Year 2017 Forms 1042-S.

Figure 5: Tax Year 2017 Forms 1042-S With Invalid UFls

Total Number |Number of Forms| E-Filed Forms Paper Forms
of Forms With Invalid UFls | With Invalid UFIs | With Invalid UFls
Original Forms 1042-S 6,214,391 60,930 1,208 59,722
Amended Forms 1042-S 131,337 1,135 6 1,129
Total 6,345,728 62,065 1,214 60,851
Source: TIGTA analysis of the IRMF.

In September 2013, we reported that 33,164 amended Forms 1042-S could not be associated to
the original Forms 1042-S that were filed. This can result in the inaccurate identification of
withholding agent reporting discrepancies and the payment of erroneous refunds to foreign
individuals. We recommended that the IRS develop a process to identify and resolve

Form 1042-S data quality problems. In an effort to resolve some of its data quality problems, the
IRS revised the Form 1042-S for Tax Year 2017 to include a UFI. All original and amended
Forms 1042-S are required to have a valid UFI. The UFI must be a unique number, cannot be
the recipient U.S. or foreign TIN, must be numeric, and must be exactly 10 digits in length.

We provided our analysis to IRS management on December 3, 2018. IRS management stated
that during the perfection process for e-filed returns, a Form 1042-S is rejected if the UFI is
**************************************2************ Ofthe 1’214 e_ﬁled

Forms 1042-S we identified with an invalid UFI, 1,136 *****2***%** 35 the UFI. Because the
UF] #x#xs#sc8%% the IRS system did not reject the Forms 1042-S. IRS management did not
provide a reason why the perfection process did not reject the remaining 78 Forms 1042-S. The
remaining 60,851 Forms 1042-S we identified with an invalid or missing UFI were filed via
paper. ********************************2***************************************
k) RAkE - As such, the IRS is unable to associate all amended Forms 1042-S to the original
Forms 1042-S that were filed. This increases the risk that the IRS will incorrectly identify
withholding agents as having a reporting discrepancy and pay erroneous refunds to foreign
individuals. Forms 1042-S with invalid UFIs will continue to be input into the IRS’s systems if
the IRS does not implement additional processes to perfect and ensure that the UFIs are valid.

19 The UFI is a unique number assigned by the withholding agent that is required for all Forms 1042-S. This
identifying number is used to identify which information return is being corrected or amended when multiple
information documents are filed by a withholding agent.
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The Campaign 817 filter does not identify all Forms 1042-S with an invalid UFI

The IRS’s Campaign 817 includes a filter to identify Forms 1042-S with a missing UFI and
instances in which the same UFTI is used on more than one original Form 1042-S. Our evaluation
of this filter identified 450 withholding agents issuing 2,921 Forms 1042-S with an invalid UFI
that were not identified by the IRS’s filter. The UFI field for these 2,921 Forms 1042-S
************************2********************** We Shared our analysis Wlth IRS
management on June 27, 2019, and IRS management agreed to update the filter criteria to
capture Forms 1042-S for which the UFT ig ### ¥tk ootttk

Recommendations

The Commissioner, LB&I Division, should:

Recommendation 11: Establish processes to perfect *****2%***** 1042_S to ensure that the
forms contain a valid UFI, i.e., a UFI is present and is in the valid format, before the forms are
input into IRS systems.

Management’s Response: The IRS disagreed with this recommendation. IRS
management Stated that the IRS *******2**************************************

Forms 1042-S to identify an invalid UFI, 2
*********************************2**************************************

FAdckickack ek ® are subject to the Campaign 817 filters referenced in
Recommendation 12.

Office of Audit Comment: Modifying the Campaign 817 filter should improve the
IRS’s ability to *#**#2%***** Forms 1042-S that have an incorrect or invalid UFI.
However, contrary to our recommendation, identification will not occur until after returns
have been filed and credits paid.

Recommendation 12: Update the Campaign 817 filter criteria to identify Forms 1042-S with

Management’s Response: The IRS agreed with this recommendation. IRS
management stated that they have updated the Campaign 8§17 filter and will apply it to
the Tax Year 2018 returns that will be worked in 2020. E-filed Forms 1042-S are not

accepted into the Filing Information Returns Electronically system unless there are
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Appendix |

Detailed Objective, Scope, and Methodology

Our overall objective was to determine whether the IRS has adequate controls in place to ensure
that amounts reported as withheld on Forms 1042-S, Foreign Person’s U.S. Source Income
Subject to Withholding, are actually reported on Forms 1042, Annual Withholding Tax Return for
U.S. Source Income of Foreign Persons. To accomplish our objective, we:

L Determined whether the IRS has effective processes for ensuring that taxpayers file
Form 1042 when U.S. tax owed is withheld from the payment made to foreign persons by
a withholding agent.

A. Reviewed Form 1042 instructions regarding taxpayer filing requirements for
preparing and submitting Form 1042.

B. Reviewed the Internal Revenue Manual procedures for processing Forms 1042 to
identify actions the IRS takes in instances of unfiled Forms 1042 when taxes have
been withheld.

C. Conducted a walkthrough of the Ogden Campus in Ogden, Utah, to observe the
processing of Forms 1042.

D. Identified all Tax Year 2017 Forms 1042-S using the IRMF and matched them
against the Business Returns Transaction File (BRTF)' Form 1042 Tax Year 2017 file
to identify taxpayers that did not file a Form 1042.

1.

Quantified the number of taxpayers that did not file a Form 1042 and the amount
of withholding reported on Forms 1042-S that was not reported on Form 1042.

Matched the population of Forms 1042-S with no associated Form 1042 to the
Business Master File.?

Evaluated the IRS’s process for identifying Form 1042 nonfilers, including
Campaign 817 filter criteria, and determined if the filter criteria would have
identified all of the cases we identified.

For discrepancies identified, provided an alert to the IRS so that it can address
necessary changes to its filters.

' BRTF programs receive business tax return data, and reformat and post returns to the Return Transaction File.
2 The IRS database that consists of Federal tax-related transactions and accounts for businesses.
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II. Assessed the effectiveness of the IRS’s process to verify the accuracy of amounts
reported as withheld and to ensure that amounts withheld are paid to the IRS.

A. Identified the IRS processes and procedures to ensure that withholdings reported on
Forms 1042-S are reconciled on Form 1042.

B. Conducted a walkthrough of the Ogden Campus to observe the processing of
Forms 1042-S.

C. Reviewed Internal Revenue Manual procedures and Campaign 817 filters and met
with IRS personnel to identify processing controls intended to ensure the accuracy of
the tax withholdings reported on Form 1042.

D. Identified all Forms 1042-S from the IRMF, matched them to the related BRTF
Form 1042, and created two separate populations: those that have an associated
Form 1042 and those that do not. For those with an associated Form 1042, we
reconciled the Forms 1042 to the related Forms 1042-S to identify discrepancies in
the amount of withholding.

1. From the population of Forms 1042 with associated Forms 1042-S, identified
those that overreported their Form 1042 withholding claimed in comparison to the
Form 1042-S information, and quantified the number of taxpayers and the amount
overreported.

2. From the population of Forms 1042 with associated Forms 1042-S, identified
those that underreported Form 1042 withholding in comparison to the
Form 1042-S information, and quantified the number of taxpayers and the amount
underwithheld.

3. Evaluated the IRS’s current procedures for identifying discrepancies between
withholding reported on Forms 1042-S and withholding reported on Forms 1042.

4. Evaluated the Campaign 817 filter(s) designed to identify those accounts for
which the Forms 1042 do not reconcile to the Forms 1042-S. We used the filter
criteria on cases that we identified to determine if the filter identified all of the
cases that we identified.

5. For discrepancies between our cases and the cases identified by using the filter
criteria, provided an alert to the IRS so that it can address necessary changes to its
filters.

I11. Determined whether the IRS has effective processes and procedures to identify
Forms 1042 without supporting Forms 1042-S.

A. Identified all Forms 1042 from the BRTF and matched them against IRMF
Form 1042-S information to identify those Forms 1042 without an associated
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IV.

D.

Form 1042-S. We quantified the number of withholding agents that did not submit
Forms 1042-S and the amount of withholding not reported for foreign individuals.

Performed additional analysis to match payers that submitted Forms 1042-S but no
Forms 1042 to payers that submitted Forms 1042 but no Forms 1042-S and identified
withholding agents that may have filed under a different Employer Identification
Number. This additional analysis included comparisons of withholding agent names
and addresses.

. Evaluated Campaign 817 filter(s) designed to identify withholding agents that

submitted Forms 1042 but did not file Forms 1042-S. We used filter criteria on cases
that we 1dentified to determine if the filters identified all of the cases that we
identified.

For discrepancies between our cases and the cases identified by using the filter
criteria, provided an alert to the IRS for it to address necessary changes to its filters.

Assessed the effectiveness of the IRS’s process to identify withholding agents claiming
unsupported credits for amounts withheld by another withholding agent.

A.

B.

Reviewed Form 1042 instructions specifically for withholding agents claiming a
credit on Line 67 of Form 1042.

Reviewed the Internal Revenue Manual for processing Forms 1042 claiming a credit
on Line 67 and reviewed the Campaign 817 filter developed by the IRS to identify
these returns.

. Used the BRTF to identify all Tax Year 2017 Forms 1042 claiming the credit amount

withheld by another withholding agent on Line 67 of Form 1042.

1. Matched the population of Forms 1042 claiming a credit on Line 67 to the
Form 1042-S IRMF data.

2. Created two separate populations: those that have an associated Form 1042-S and
those that do not.

a. For Forms 1042 that did not have an associated Form 1042-S to support the
credit claimed on Line 67, quantified the number of taxpayers and the amount
of credit claimed that is not supported by a Form 1042-S.

1. Evaluated Campaign 817 filter(s) designed to identify taxpayers that
claim a credit on Line 67 with no Forms 1042-S to support the claim. We
used filter criteria to determine if the filters would identify the cases we
identified.
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VL

For discrepancies between our cases and the cases identified by using the
filter criteria, provided an alert to the IRS so that it can address necessary
changes to its filters.

Matched the Forms 1042 claiming the unsupported credit to the Business
Master File and determined if the credit posted to the account and
refunded to the taxpayer.

. For Forms 1042 with an associated Form 1042-S to support the credit claimed

on Line 67, identified those that claimed more credit than is supported by
related Forms 1042-S. We quantified the number of taxpayers claiming
excess credits and the amount of credit overclaimed.

1.

Evaluated Campaign 817 filter(s) designed to identify taxpayers that
overclaim a credit on Line 67. We used filter criteria to determine if the
filters would identify the cases we identified.

For discrepancies between our cases and the cases identified by using the
filter criteria, provided an alert to the IRS so that it can address necessary
changes to its filters.

Matched the forms overclaiming the credit to the Business Master File to
identify credits allowed in error and determined if the erroneous credit
amount was refunded.

Determined whether the IRS has an effective process to identify and resolve data quality
problems to avoid a tax burden on the withholding agents.

A.

B.

D.

Identified all Tax Year 2017 Forms 1042-S and created populations for amended
forms and original forms.

From the amended population identified, matched the amended forms to the original
forms using the UFI to determine if taxpayers are correctly using the UFI.

Evaluated the Form 1042-S data to determine if duplicate conditions continue to exist
and determined the reason for the duplicate Forms 1042-S.

Determined whether the IRS enforces the Forms 1042-S e-filing mandate per
withholding agent.

Determined whether the IRS has an effective process to identify and verify Form 1042-S
withholding claims on Forms 1040NR.

A. Identified Tax Year 2017 Forms 1040NR claiming Form 1042-S withholding.
B. Matched the returns against the IRMF to verify whether the Form 1042-S claims were

supported by Forms 1042-S and eliminated returns identified by Campaign 816.
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C. Provided the IRS our exception cases of Forms 1040NR with Form 1042-S
withholding claims without IRMF support and not selected by Campaign 816.

Data validation methodology

During this review, we relied on data extracts obtained from the IRS’s Individual Return
Transaction File,’ the BRTF, the IRMF, the Individual Master File,* and the Business Master
File for Processing Year 2017 that were available on TIGTA’s Data Center Warehouse. Before
relying on the data, we selected random samples of each extract and verified that the data in the
extract were the same as the data captured in the IRS’s Integrated Data Retrieval System.® We
also performed analysis to ensure the validity and reasonableness of our data, such as ranges of
dollar values, transaction dates, and tax periods. Based on the results of our testing, we believe
that the data used in our review were reliable.

Internal controls methodology

Internal controls relate to management’s plans, methods, and procedures used to meet their
mission, goals, and objectives. Internal controls include the processes and procedures for
planning, organizing, directing, and controlling program operations. They include the systems
for measuring, reporting, and monitoring program performance. We determined that the
following internal controls were relevant to our audit objective: controls over the IRS’s
processing of Forms 1042; Forms 1042-S; and Forms 1040NR, U.S. Nonresident Alien Income
Tax Return, and the processing of credits claimed on the income tax returns for foreign
individuals. We evaluated these controls by interviewing IRS management and performing
analyses of Forms 1042-S from the IRMF and individual and business return data from the
Individual Return Transaction File, the BRTF, and the Business Master File on TIGTA’s Data
Center Warehouse.

3 Contains data transcribed from initial input of the original individual tax returns during return processing.
4 The IRS database that maintains transactions or records of individual tax accounts.

5 IRS computer system capable of retrieving or updating stored information. It works in conjunction with a
taxpayer’s account records.
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Appendix IV

Outcome Measures

This appendix presents detailed information on the measurable impact that our recommended
corrective actions will have on tax administration. These benefits will be incorporated into our
Semiannual Report to Congress.

Type and Value of Outcome Measure:

e Revenue Protection — Potential; 1,919 withholding agents with reporting discrepancies in
comparison of their Form 1042, Annual Withholding Tax Return for U.S. Source Income of
Foreign Persons, and their 1042-S, Foreign Person’s U.S. Source Income Subject to
Withholding, totaling $182.7 million not being identified by the IRS’s processes (see page 7).

Methodology Used to Measure the Reported Benefit:

We identified the 1,597 withholding agents that filed a Form 1042-S but did not file a Form 1042
by extracting all Forms 1042-S for Tax Year 2017 from the IRMF and matching them to the
BRTF to identify those that had no Form 1042. From these returns, we matched them to the
IRS’s filter population and identified 284 withholding agents with Forms 1042-S totaling
$40,809,758 but did not file a Form 1042 and were not identified by the IRS.

We also identified 1,449 withholding agents that overreported their withholding on

Form 1042 in comparison to their Forms 1042-S by $467,216,502. In addition, we identified
2,317 withholding agents that underreported their tax in comparison to their reporting on
Forms 1042-S by $1,584,185,904. We then matched them to the IRS’s filters and identified
635 withholding agents who underreported $116,441,137 and 347 withholding agents who
overreported $23,814,225 that the IRS did not identify.

To identify those that did not file a Form 1042-S, we used the BRTF Form 1042 returns and
matched them to the IRMF data to identify those that did not file a Form 1042-S. We then
matched those to the IRS filter population and found the IRS did not identify 653 withholding
agents who filed Forms 1042 claiming withholding of $1,675,736 but did not file a Form 1042-S
to support the withholding on the Form 1042.

We combined the populations of withholding agents not identified by the IRS’s filter for the
categories above giving us a total of 1,919 withholding agents with a reporting discrepancy of
$182,740,856.
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Type and Value of Outcome Measure:

e Revenue Protection — Potential; 366 withholding agents that claimed $506 million more in
credits for tax withheld ####skaackacickaciorp dokacko okl xokokx% than what was reported on the
Forms 1042_8 ***************2************* (See page 10)

Methodology Used to Measure the Reported Benefit:

We identified all Tax Year 2017 Form 1042 returns that posted and claimed an amount on
*************************2************************** We matched those returns to
the IRMF population of Forms 1042-S by TIN and identified those that had no Forms 1042-S to
support the credits claimed. We matched those returns to the IRMF population of Forms 1042-S
by TIN and identified those that either had no Forms 1042-S or those that did not fully support
the credit claimed. We identified 366 withholding agents that claimed $506,578,530 more in
credits for tax withheld *#*#sckackasiack) fackiciasioskok® than what was reported on their
Forms 1042-S filed by the intermediary agent for Tax Year 2017.

Type and Value of Outcome Measure:

e Revenue Protection — Potential; 7,910 Forms 1040NR, U.S. Nonresident Alien Income Tax
Return, claimed $15.5 million in withholding credits that were not verified with related
Forms 1042-S (see page 15).

Methodology Used to Measure the Reported Benefit:

We first identified 69,898 Forms 1040NR claiming $407,680,006 in Form 1042-S withholding
credits in the Individual Return Transaction File. We matched these Forms 1040NR to the
Individual Master File to ensure that these returns posted. We then matched the returns to the
Forms 1042-S data and identified 7,980 Forms 1040NR that did not have Forms 1042-S
supporting the credits. We compared those to the records identified by the IRS as credits
claimed with no supporting Forms 1042-S and found that 7,910 Forms 1040NR claiming
$15,590,542 in withholding credits were not identified by IRS processes.

Type and Value of Outcome Measure:

e Reliability of Information — Potential; 62,065 Forms 1042-S claiming $1.4 billion in
withholding with invalid UFIs (see page 16).

Methodology Used to Measure the Reported Benefit:

We extracted 6,345,728 Forms 1042-S from the IRMF for Tax Year 2017. We performed
a data analysis and filtered the data to identify those with an invalid UFI. We identified
62,065 Forms 1042-S with an invalid UFI claiming $1,448,180,194 in Federal withholding.
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Type and Value of Outcome Measure:

e Reliability of Information — Potential; 23,373 amended Forms 1042-S claiming
$47.6 million in Federal withholding that could not be associated with an original
Form 1042-S (see page 16).

Methodology Used to Measure the Reported Benefit:

We extracted 6,345,728 Forms 1042-S from the IRMF for Tax Year 2017. From that population,
we performed an analysis to identify amended Forms 1042-S and original Forms 1042-S. We
limited these records to only those with a valid UFI and matched the amended forms to the
original forms using the UFI and Payer TIN fields. We identified 23,373 amended

Forms 1042-S claiming $46,578,930 in Federal withholding that did not have an associated
original form.
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Appendix V

Campaign 817 Compliance Treatments

The LB&I Division developed its Campaign 817 to address Forms 1042, Annual Withholding
Tax Return for U.S. Source Income of Foreign Persons, and 1042-S, Foreign Person’s U.S.
Source Income Subject to Noncompliance, noncompliance. The LB&I Division is responsible
for ensuring that withholding agents comply with withholding and reporting requirements. As of
August 23, 2019, the LB&I Division had developed and implemented 12 filters to systemically
reconcile Forms 1042 to Forms 1042-S and payment information in the withholding agents’ tax
accounts to identify reporting and payment discrepancies. Figure 1 shows the compliance
treatment streams the IRS is developing to address returns identified by the Campaign 817

filters.

Figure 1: Campaign 817 Compliance Treatment Streams

Treatment Stream

Explanation

Status

Correspondence by
Withholding and
Credit Team

The team reviews all returns selected by the
Campaign 817 filters and corresponds as
necessary with the withholding agent. Depending
on the discrepancy issue identified, either a soft
notice is issued to educate the withholding agent
of the filing requirements or a compliance notice is
issued informing the withholding agent of
adjustments made to their account until support
for the claim is provided. The cases are then
referred to a secondary treatment stream,

e.g., Field Examination.

As of September 30, 2019,
the |RS *****2**************

**************2**************
**************2**************

**2**

Form 1042-S Data
Consistency Gauge

A software would be available to withholding
agents and the IRS to tally and report on data
accuracy errors on Forms 1042-S. The software
will enable the identified errors to be corrected
before submission. The IRS is working with its
internal Data Solutions group and outside vendors
to implement this software. Within the IRS, the
software would be part of Field Examination
classification and case-building tools.

The |[RS ****Qx*kdxidihxkikknk
QFFAA KKk ek ek
QFFAAK KKk ek ek

**************2**************

**2**
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Referrals to Qualified
Intermediary Offices

The cases selected by the filters would be
forwarded to the Qualified Intermediary Offices *2*

*kkkk |

*k*k xx21wt *%

As of September 30, 2019,

**************2**************

**************2**************

2 o
Referrals to Based on the final determination by the As of September 30, 2019,
Classification and Withholding and Credit Team, the case would be 2
Field Audits referred to classification for a possible field audit. 2

Withhold Credits at
the Taxpayer Level

LB&I Division management is establishing
processes to deny withholding credits claimed by
foreign individuals if the withholding agent has not
met the filing and payment requirements.

As of September 30, 2019,

**************2**************

2 *kk

2
2 *% *%
2

1********************************************2******************************************

et st s e she st sk ke kst sk s st st sk ke sk stk stk stk stttk stk kot stttk stk skokokok D stttk skostoloskokokok kol skoiokoskokokoskokoskokoskokskololokololokoskokoiokokoskoiokokok
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Appendix VI

Management’s Response to the Draft Report

DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
WASHINGSTON, DC 20224

COMMISSIONER
LARGE BUSINESS AND INTERNATIONAL DIVISION

March 16, 2020

MEMORANDUM FOR DEPUTY INSPECTOR GENERAL FOR AUDIT
MICHAEL E. McKENNEY

FROM: Douglas W. O’Donnell /s/ Douglas W. O’Donnell
Commissioner, Large Business and International Division

SUBJECT: TIGTA Draft Audit Report # 2018-40-022, Continued Efforts Are
Needed to Address Billions of Dollars in Reporting and Payment
Discrepancies Relating to Tax Withheld From Foreign Persons

Thank you for the opportunity to review and comment on the draft report referenced
above. We appreciate your acknowledgement of the processes and improvements
we've implemented to strengthen the identification of reporting discrepencies on the
Forms 1042 and 1042-S. As noted in your report, in June 2019, we developed and
initiated Campaign 817 to review the entire population of Form 1042 and Form 1042-S
filers to systemically identify the most serious filing errors. We are reaching out directly
to thousands of withholding agents to address noncompliance and errors through a
variety of treatment streams. The campaign currently deploys 12 filters to systemically
reconcile these forms, and we are in the process of developing 12 additional filters that
will further strengthen our capabilities in this area, 2

2 by withholding agents. Also, as noted in your report, we have
assessed millions of dollars in penalties for withholding agents and financial institutions
that failed to comply with Form 1042-S e-filing requirements.

As part of our overall compliance strategy for U.S. source income paid to foreign
persons, we also have a separate campaign aimed at verification of a Form 1042-S
credit claimed on a Form 1040 NR, and have denied millions of dollars in credits that
cannot be verified, as well as utilizing other treatment streams to improve voluntary
compliance in this area. Also, we are currently working to develop data integrity
software for the Form 1042-S that would enable withholding agents to test their data to
identify inconsistencies before submission to the IRS. We will continue to evaluate and
modify our strategic approach for U.S. source income withholding to identify and
address noncompliance and improve voluntary compliance, while balancing available
resources and other organizational priorities.

The attachment provides a response outlining our corrective actions for the agreed
recommendations. While it is true that the forms you reviewed included some reporting

Page 31



Continued Efforts Are Needed to Address Billions of Dollars in
Reporting and Payment Discrepancies Relating fo
Tax Withheld From Foreign Persons

discrepancies and errors that require follow-up and reconciliation, it does not
necessarily follow that revenue is lost. We are, therefore, unable to agree with your
stated monetary benefits. It is important to note that withholding agents are personally
liable for any required tax that is withheld.

If you have any questions, please contact me, or members of your staff may contact
Deborah T. Palacheck, Director, Withholding & International Individual Compliance
Practice Area at (202) 317-8451.

Attachment
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Attachment |
The Commissioner, LB&I Division, Should:

RECOMMENDATION 1:

Review the 1,919 withholding agents we identified that did not file a Form 1042 or a
Form 1042-S as required or that have a reporting discrepancy that were not identified
by the Campaign 817 criteria and take appropriate action to address the withholding
agents’ noncompliance with the reporting requirements.

CORRECTIVE ACTIONS:

Balancing available resource and organizational priorities, the IRS established
tolerances for each filter applied to the 2017 filings that did not result in the identification
of every withholding agent TIGTA identified and is lowering its tolerance levels for the
2018 filings to capture a larger population of withholding agents that failed to file Forms
1042 or 1042-S or that have a reporting discrepancy. The IRS believes resources are
better expended in future cycles with these refined filters, rather than continuing to work
on the earlier year returns identified by TIGTA.

IMPLEMENTATION DATE:
N/A

RESPONSIBLE OFFICIAL(S):
N/A

CORRECTIVE ACTION(S) MONITORING PLAN:
N/A

RECOMMENDATION 2:

Modify the Campaign 817 filter criteria to ensure that consistent information is used on
Forms 1042 and Forms 1042-S to identify withholding agents that have a reporting
discrepancy.

CORRECTIVE ACTIONS:
Campaign 817 filters already treat this information consistently.

IMPLEMENTATION DATE:
N/A

RESPONSIBLE OFFICIAL(S):
N/A

CORRECTIVE ACTION(S) MONITORING PLAN:
N/A
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RECOMMENDATION 3:
Modify the Campaign 817 filter criteria to ensure that all withholding agents that do not
file Form 1042 are identified, including withholding agents 2

2 .

CORRECTIVE ACTIONS:

LB&I will create a modification to Campaign 817 filters to identify withholding agents that
do not file Form 1042. However, given available resources and organizational priorities,
tolerance levels for this filter may not capture all of the Form 1042 non-filers.

IMPLEMENTATION DATE:
March 1, 2021

RESPONSIBLE OFFICIAL(S):
The Director, Withholding & Individual International Compliance Practice Area

CORRECTIVE ACTION(S) MONITORING PLAN:
We will monitor this corrective action as part of our internal management control system.

RECOMMENDATION 4:
Modify Error Resolution function procedures to require tax examiners to ensure that the

credit amount claimed on Form 1042 for tax withheld 2 matches
the amount of tax withheld that is reported on Form 1042-S 2

***2***.

CORRECTIVE ACTIONS:

Current Form 1042 error resolution programming does not systemically identify
differences in the amount of tax withheld 2 on the Form 1042

and the amount(s) of tax withheld that is reported on Forms 1042-S *xxxxxxs ki
TRk Forms 1042-S are processed through a system that is not linked to the
system used to process Form 1042 such that there is no current systemic option
available to identify these discrepancies and thereby allow the error resolution tax
examiners to review these returns. However, the planned modifications to our
Campaign 817 filters will address this issue after returns have been filed.

IMPLEMENTATION DATE:
N/A

RESPONSIBLE OFFICIAL(S):
N/A

CORRECTIVE ACTION(S) MONITORING PLAN:
N/A
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RECOMMENDATION 5:

Establish processes and procedures to systemically identify and address withholding
agents that file a Form 1042 for which the credit claimed for tax withheld ******2******
TR QRRRnk is not supported by a third party Form 1042-S, such as implementing
a filter to identify these discrepancy cases.

CORRECTIVE ACTIONS:
We cannot address this systemically when returns are filed. We are pursuing a filter
modification in Campaign 817 to address this issue after returns have been filed.

IMPLEMENTATION DATE:
March 1, 2021

RESPONSIBLE OFFICIAL(S):
The Director, Withholding & Individual International Compliance Practice Area

CORRECTIVE ACTION(S) MONITORING PLAN:
We will monitor this corrective action as part of our internal management control
system.

RECOMMENDATION 6:
2 withholding agents identified as noncompliant with Form
1042-S filing requirements.

CORRECTIVE ACTIONS:

Campaign 817 Filter 104 addresses the non-compliance of the highest risk taxpayers in
this population. Tolerances in this filter have been established balancing available
resources and organizational priorities and may be refined based on the data from
future cycles.

IMPLEMENTATION DATE:
March 15, 2021

RESPONSIBLE OFFICIAL(S):
The Director, Withholding & Individual International Compliance Practice Area

CORRECTIVE ACTION(S) MONITORING PLAN:
We will monitor this corrective action as part of our internal management control
system.

RECOMMENDATION 7:

Review the 1,569 withholding agents the IRS identified that did not file Form 1042-S
and take the actions necessary to address their noncompliance with the reporting
requirement, including assessing failure to file penalties when appropriate.
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CORRECTIVE ACTIONS:

Given available resources and organizational priorities, we believe that resources are
better expended in future cycles with a potentially refined filter, rather than continuing to
work on the 2017 population that was identified by TIGTA that did not meet our original
tolerance threshold. LB&l's subsequent filter run for 2018 returns will continue to
address non-compliance of Form 1042-S filings.

IMPLEMENTATION DATE:
N/A

RESPONSIBLE OFFICIAL(S):
N/A

CORRECTIVE ACTION(S) MONITORING PLAN:
N/A

RECOMMENDATION 8:
Establish processes to identify and address withholding agents that do not complying
with Form 1042-S e-filing requirements.

CORRECTIVE ACTIONS:

The IRS already has an established process in place to address the failure to comply
with Form 1042-S e-filing requirements underinternal Reveue Code (IRC ) Section
6721. Indeed, as noted in your report, this process has resulted in the assessment of
millions of dollars of penalties.

IMPLEMENTATION DATE:
N/A

RESPONSIBLE OFFICIAL(S):
N/A

CORRECTIVE ACTION(S) MONITORING PLAN:
N/A

RECOMMENDATION 9:

Review the 19 withholding agents and 232 financial institutions we identified that did not
comply with the Form 1042-S e-filing requirement and take the actions needed to
address their noncompliance, including assessing failure to file penalties when
appropriate.

CORRECTIVE ACTIONS:
The IRS has an established process in place to address the failure to comply with Form
1042-S e-filing requirements under IRC Section 6721.
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IMPLEMENTATION DATE:
N/A

RESPONSIBLE OFFICIAL(S):
N/A

CORRECTIVE ACTION(S) MONITORING PLAN:
N/A

RECOMMENDATION 10:
Further lower the dollar tolerance used to select Form 1040NR with unsupported
withholding credits for manual verification before refunds are issued.

CORRECTIVE ACTIONS:

The overall threshold for Campaign 816 that addresses 1040NR refund claims will be
reduced by ****2**** in 2020. This will bring in approximately 500 additional returns
reviewed by the campaign totaling ****2**** in Form 1042-S credits.

IMPLEMENTATION DATE:
March 15, 2021

RESPONSIBLE OFFICIAL(S):
The Director, Withholding & Individual International Compliance Practice Area

CORRECTIVE ACTION(S) MONITORING PLAN:
We will monitor this corrective action as part of our internal management control
system.

RECOMMENDATION 11:

Establish processes 2 to ensure that the Forms 1042
contain a valid UFI (i.e., a UFl is present and is in the valid format) before the forms are
input into IRS systems.

CORRECTIVE ACTIONS:
The IRS is unable to 2 ** Forms 1042-S to identify an invalid
UFI, e 2 i

2 , these paper returns are subject to

the Campaign 817 filters referenced in Recommendation 12.

IMPLEMENTATION DATE:
N/A

RESPONSIBLE OFFICIAL(S):
N/A
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6

CORRECTIVE ACTION(S) MONITORING PLAN:
N/A

RECOMMENDATION 12:
Update the Campaign 817 filter criteria to identify Forms 1042-S with a UF]| ******2******
2 .

CORRECTIVE ACTIONS:

The Campaign 817 filter has been updated and will be applied for the 2018 returns that
will be worked in 2020. Electronically filed Form 1042-S are not accepted into the FIR
system unless there are 2 * *

********2******

IMPLEMENTATION DATE:
March 15, 2021

RESPONSIBLE OFFICIAL(S):
The Director, Withholding & Individual International Compliance Practice Area

CORRECTIVE ACTION(S) MONITORING PLAN:
We will monitor this corrective action as part of our internal management control system.
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