Department of Revenue

September 2004



Arthur A. Hayes, Jr., CPA, JD, CFE
Director

CharlesK. Bridges, CPA
Assistant Director

Katherine J. Anderson, CPA Treesie Farmer, CFE
Audit Manager In-Charge Auditor
Lisa Clifford

Danisha Jones
LaShanda Mott, CFE

Valerie Petty, CFE Amy Brack
Benjamin Rogers Editor
Staff Auditors

Comptroller of the Treasury, Division of State Audit
1500 James K. Polk Building, Nashville, TN 37243-0264
(615) 401-7897

Financial/compliance audits of state departments and agencies are available on-line at
www.comptroller.state.tn.us/sa/reports/index.html.
For more information about the Comptroller of the Treasury, please visit our Web site at
www.comptroller.state.tn.us.



www.comptroller.state.tn.us/sa/reports/index.html
www.comptroller.state.tn.us

STATE OF TENNESSEE

COMPTROLLER OF THE TREASURY

State Capitol
Nashville, Tennessee 37243-0260
(615) 741-2501
John G. Morgan
Comptroller

September 23, 2004

The Honorable Phil Bredesen, Governor
and
Members of the General Assembly
State Capitol
Nashville, Tennessee 37243
and
The Honorable Loren L. Chumley, Commissoner
Department of Revenue
1200 Andrew Jackson Building
Nashville, Tennessee 37243

Ladies and Gentlemen:

Transmitted herewith is the financid and compliance audit of the Department of Revenue for the
period April 1, 2003, through March 31, 2004.

The review of interna ontrol and compliance with laws and regulaions resulted in certain
findings which are detailed in the Objectives, Methodologies, and Conclusions section of this report.

Sincerdly,

by

John G. Morgan
Comptroller of the Treasury

JGM/th
04/036



STATE OF TENNESSEE

COMPTROLLER OF THE TREASURY
DEPARTMENT OF AUDIT
DIVISION OF STATE AUDIT

SUITE 1500
JAMES K. POLK STATE OFFICE BUILDING
NASHVILLE, TENNESSEE 37243-0264
PHONE (615) 401-7897
FAX (615) 532-2765

June 10, 2004

The Honorable John G. Morgan
Comptroller of the Treasury
State Capitol

Nashville, Tennessee 37243

Dear Mr. Morgan:

We have conducted a financia and compliance audit of selected programs and activities of the
Department of Revenue for the period April 1, 2003, through March 31, 2004.

We conducted our audit in accordance with Government Auditing Standards, issued by the
Comptroller Genera of the United States. These standards require that we obtain an understanding of
internal control significant to the audit objectives and that we design the audit to provide reasonable
assurance of the Department of Revenue’s compliance with laws, regulations, and provisions of contracts
or grant agreements significant to the audit objectives. Management of the Department of Revenue is
responsible for establishing and maintaining effective internal control and for complying with applicable
laws, regulations, and provisions of contracts and grant agreements.

Our audit disclosed certain findings which are detailed in the Objectives, Methodologies, and
Conclusions section of this report. The department’s administration has responded to the audit findings;
we have included the responses following each finding. We will follow up the audit to examine the
application of the procedures ingtituted because of the audit findings.

We have reported other less significant matters involving the department’s internal control and/or
instances of noncompliance to the Department of Revenue’ s management in a separate | etter.

Sincerdly,

Arthur A. Hayes, Jr., CPA,
Director

AAH/th
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Comptroller of the Treasury

Divison of State Audit

Financia and Compliance Audit
Department of Revenue
September 2004

AUDIT SCOPE

We have audited the Department of Revenue for the period April 1, 2003, through March 31, 2004.
Our audit scope included a review of interna control and compliance with laws and regulations in the
areas of Information Technology Resources, Revenue Accounting, Taxpayer Accounting, Tax
Enforcement, Taxpayer Services, and the Financid Integrity Act. The audit was conducted in
accordance with Government Auditing Standards, issued by the Comptroller Genera of the United

States.

AUDIT FINDINGS

In-Dates Recorded in the Tax Enforcement
Officers Daily Reports Do Not Always
Agree With RITS*

As noted in the prior audit, the in-dates
recorded in the daily reports do not aways
agree with the in-dates recorded in RITS. Ten
of 16 daly reports reviewed, covering the
month of January 2004, contaned in-dates
that did not agree with the in-date recorded in
RITS (page 7).

Tax Enforcement CollectionsAre Not
Deposited Timely*

As noted in the prior audit, the department’s
Tax Enforcement offices do not mail checks,
cashier's checks, or money orders to the
Naghwille office in atimely manner. Tweve of
16 officers reviewed did not mal al January

2004 checks or money orders on the day of
collection or by the end of the following
workday. The same deposit date was
recorded in RITS for collections made over a
week or longer period (page 8).

Tax Enforcement OfficersAre Not
Properly Maintaining Daily Reports and
Receipt Books, and Certain Supervisory
Reviews Were Not Performed*

As noted in the prior audit, be department’s
dally reports, which ae used by Tax
Enforcement officers to  record al collections
recaved, are not mantaned  ufficently.
During testwork performed a the Jackson,
Columbia, and Chattanooga Tax Enforcement
offices, 11 of 16 officers reviewed had January
2004 collections that were not recorded



correctly.  Also, 12 of 16 officers did not
aways correctly complete their receipt book or
receipts (page 9).

Pending Amounts Were Not Resear ched
Timely, and Reliable I nformation on
Outgtanding Pending Amounts Could Not
Be Obtained

The department is reviewing the newest pending
debits and credits firgt instead of prioritizing the
older debits and credits that will not be vdid
after athree-year period. Seven of 60 pending
amounts reviewed (12%) were not resolved
timdy. Computer reports showing the extent of
the pending debits and credits were not reliable

(page 12).

The Guidelinesfor Account Balance
Changesin RITS Are Not Followed
Forty-four of the 60 account baance change
transactions tested (73%) were not handled

* Thisfinding is repeated from the prior audit.

correctly in accordance with the guidelines set
forth by management (page 14).

Regional Offices Did Not Record

I ssuances of Receipt Books

The Taxpayer Srvices regiond offices did
not maintain a receipt book log to indicate to
whom receipt books were issued, who issued
the receipt books, or when they were issued

(page 16).

Internal Control Over Cash Receipts Was

Not Adequate

During a review of the Taxpayer Services
regiond offices, it was noted that the regiond

offices had been collecting monies for severd

years without any established procedures,
guidelines, or internd control. Due to the lack
of control, certain problems with receipts were
noted during the audit period (page 17).
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Financial and Compliance Audit
Department of Revenue

INTRODUCTION

POST-AUDIT AUTHORITY

This is the report on the financid and compliance audit of the Department of Revenue. The
audit was conducted pursuant to Section 4 3-304, Tennessee Code Annotated, which requires the
Department of Audit to “perform currently a post-audit of al accounts and other financid records of the
date government, and of any department, inditution, office, or agency thereof in accordance with
generaly accepted auditing standards and in accordance with such procedures as may be established by
the comptroller.”

Section 84-109, Tennessee Code Annotated, authorizes the Comptroller of the Treasury to
audit any books and records of any governmental entity that handles public funds when the Comptroller
considers an audit to be necessary or appropriate.

BACKGROUND

The misson of the Depatment of Revenue is to collect sate revenue. Specificdly, the
department is respongble for the collection of most state taxes and fees, for enforcing the revenue
datutes of the state to ensure that taxpayers are in compliance with dl tax laws, and for preparing the
monthly gpportionment of revenue collections for digtribution to various tate funds and locd units of
government. The department also offers taxpayer assstance and taxpayer education. To perform its
duties, the department has divided these functions into sx divisons Adminigraion, Tax Enforcement,
Information Technology Resources, Taxpayer Services, Audit, and Processing.

An organization chart of the Department of Revenue is on the following page.

AUDIT SCOPE

We have audited the Department of Revenue for the period April 1, 2003, through March 31,
2004. Our audit scope included a review of interna control and compliance with laws and regulations
in the aeas of Information Technology Resources, Revenue Accounting, Taxpayer
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Accounting, Tax Enforcement, Taxpayer Services, and the Financia Integrity Act. The audit was
conducted in accordance with Gover nment Auditing Standards, issued by the Comptroller Genera of
the United States.

PRIOR AUDIT FINDINGS

Section 8-4-109, Tennessee Code Annotated, requires that each state department, agency, or
indtitution report to the Comptroller of the Treasury the action taken to implement the recommendations
in the prior audit report. The Department of Revenue filed its report with the Department of Audit on
February 2, 2004. A follow-up of dl prior audit findings was conducted as part of the current audit.

RESOLVED AUDIT FINDINGS

The current audit disclosed that the Department of Revenue has corrected previous audit findings
concerning terminated employees’ RACF IDs, data security revision forms, tax return sgnatures, refund
caculations and gpprovals, universal policiesfor Tax Enforcement offices, government petroleum permit
renewals, Sgnature gpprova for tax bonds, and tax bond reviews.

REPEATED AUDIT FINDINGS

The prior audit report aso contained findings concerning in-dates recorded in Tax Enforcement
officers daily reports, Tax Enforcement collections, and Tax Enforcement daily reports and receipt
book maintenance. These findings have not been resolved and are repeated in the applicable section of
this report.

OBJECTIVES, METHODOL OGIES, AND CONCLUSIONS

INFORMATION TECHNOLOGY RESOURCES

Our objectives in reviewing the Information Technology Resources (ITR) divison were to
determine whether

relevant policies and procedures have been placed in operation;

computer resources were planned, managed, and utilized effectively;



an adequate disaster recovery plan had been implemented;

adequate system information had been documented;

user access to the Revenue Integrated Tax System (RITS) was adequately controlled;
adequate controls were in place over RITS program changes, and

error correction procedures were in place.

We examined the policies and procedures manuas to determine if policies and procedures were
current and reflected exigting operationd conditions. To determine if computer resources were
managed appropriately, we reviewed the minutes and purpose of the Management Advisory Committee
and reviewed the three-year plan. We ds0 interviewed key personnel and reviewed the disaster
recovery plan to determine that it had been implemented and was current. In addition, we reviewed
individuas with Resource Access Control Facility (RACF) specid access and verified that passwords
were changed on a regular basis, and we reviewed access of terminated employees and dataset
protection. We aso tested a nondtatistica sample of January 2003 users for proper accessto RITS
screens to determine if user access to RITS was adequately controlled. To determineif the sysem was
adequately documented, we interviewed key personnel and reviewed RITS documentation. We tested
nondatistica samples of Sequential Processing User File Inputs (SPUFIS) as of January 23, 2004, and
program changes as of December 29, 2003, to determine if adequate controls were in place. Findly,
we reviewed error report procedures, and we examined an eror report to conclude whether
modifications were made as hecessary to correct RITS errors.

As areault of our review, we determined that relevant policies and procedures were placed into
operation; computer resources were planned, managed, and utilized effectively; and an adequate
disaster recovery plan was in place. Controls over SPUFIs, program changes, and RITS user access
werein place, and error corrections were gppropriate. Also, system documentation was adequate.

REVENUE ACCOUNTING
Our objectives in reviewing the Revenue Accounting section were to determine whether

the cashier’ s Daily Summary of Collections Report was being properly completed;

deposit dips were reconcilable to the Bank Depost Report, the Dally Summary of
Collections Report, and the Daily Baancing Report;

revenues have been properly recorded and classified by tax type in the monthly collection
reports,

reconciliations were being performed and are properly documented;

error reports were used to ensure errors were properly corrected;



procedures used for monthly closeouts were proper; and

procedures used to alocate undidtributed funds for the Revenue Integrated Tax System
(RITS) were proper.

We interviewed key personnd and reviewed applicable sections of Tennessee Code
Annotated to identify laws that affect tax revenues. We reviewed the cashier’s Dally Summary of
Collections Report for completeness. We performed testwork to determine that deposit dips were
reconcilable to the Bank Deposit Report, the Dally Summary of Collections Report, and the Dally
Bdancing Report. To determine that revenues were properly recorded and classified by tax typein the
monthly collection reports, we performed andytical procedures. We reperformed a November 2003
reconciliation and reviewed reconciling items. We tested error corrections from five months for proper
and timdy corrections. We reviewed the November 2003 monthly closeout and reconciled the RITS
Daly Summary of Collections to the County Situs Report. We reviewed procedures for redlocating
undidtributed funds for November 2003 to determine whether those procedures were proper.

As aresult of our testwork, we determined that the Daily Summary of Collections Report was
properly completed, deposit dips reconciled to the applicable reports, reconciliations and error reports
were utilized appropriately, and close-out procedures and reallocation procedures were proper. We
aso determined that revenues have been properly recorded and classfied by tax type in the monthly
collection reports.

TAXPAYER ACCOUNTING
Our objectives for reviewing Taxpayer Accounting were to determine whether

controls over the refund process for taxpayer accounting were adequate;

refunds have been reviewed, properly approved, and recorded to the correct taxpayer
account;

eectronicdly filed tax returns recorded in RITS reconciled to the amounts submitted by
taxpayers and recorded at the bank and were posted to the correct taxpayer account;

reconciliations were performed;
adequate controls existed over interest caculations; and

petroleum exemption permits were issued to eigible agencies.

We interviewed key personne to gain an understanding of the department’s procedures.
Weinterviewed key personnel regarding controls in the refund unit and tested nondatistical samples
of refunds from April 1, 2003, through November 30, 2004, for proper review, approval, and
posing. Wedso tested anondatisticd sample of dectronicdly filed dams submitted April 1,
2003, through January 29, 2004, to determine if the amounts recorded reconciled to other sources



and were posted properly. We reviewed the reconciliation process. In addition, we tested a
nondatistica sample of interest payments from April 1, 2003, through November 30, 2004. To verify
that petroleum exemption permits were issued to digible agencies, we tested a nongtatistical sample of
permits as of November 7, 2003.

As areault of our testwork, we determined that controls over the refund process for taxpayer
accounting were adequate. Applicable reconciliations were performed. Refunds were approved in
accordance with policies and procedures before being issued to taxpayers, and adequate controls
existed over pendty and interest cdculations. We found that dectronicdly filed tax returns were
recorded correctly and reconciled appropriately. We verified that the permits were issued to digible
agencies.

TAX ENFORCEMENT
For the Tax Enforcement division, our objectives were to determine whether

regional Tax Enforcement offices were mailing receipts to the department’ s mailroom timely,
and the receipts were deposited by the department timdy;

cash recelved by Tax Enforcement officers was deposited at alocal bank timely;

the classfication of ddinquent Revenue Integrated Tax System (RITS) accounts as
dormant, pending dormant, or unenforceable was properly supported and approved;

bankruptcy dams were filed timey by the department, and the clams were properly
handled by the department;

the divison was atempting to collect current delinquencies in a timey manner and following
the appropriate collection procedures; and

Tax Enforcement officers receipt books and daily reports were properly completed and
reviewed by their supervisors.

We interviewed key personnd to gain an understanding of the laws, rules, and departmenta
procedures related to tax enforcement. We performed testwork on nonstatistical samples of cash and
checks received during sdected days in the months of January, February, and March 2004 to determine
if they were deposited in atimey manner. To determine if dassfications were properly supported and
approved, we tested a nondatistica sample of RITS accounts classified as dormant, pending dormant,
or unenforceable from April 1, 2003, through December 18, 2003. We tested a nondatiticd sample
of bankruptcy clams as of February 19, 2004, to determine if proper and timely action was taken to
collect funds. We performed testwork on nondatistical samples of January 2004 receipt books and
daily reports for completeness and review. In addition, we tested a nongatistical sample of ddinquent
cases as of February 19, 2004, to determine if the status was appropriately approved and follow-up
wastimely.



As aresult of our testwork, we determined that cash collections received by Tax Enforcement
officers were deposgted in the locd banks timely. The classfication of delinquent RITS accounts was
properly supported and approved, and the divison was attempting to collect the ddinquencies timey
and properly. Bankruptcy clams were properly handled and filed timely. However, noncash
collections were not dways deposited timely. In addition, problems were noted with the maintenance of
daily reports and receipt books.

1. In-datesrecorded in the Tax Enforcement officers daily reports do not always agr ee with
RITS

Finding

As noted in the prior audit, the dates of receipt (in-dates) recorded in the Tax Enforcement
officers dally reports do not dways agree with the in-dates recorded in the Revenue Integrated Tax
Sysem (RITS). When atax return and payment are received viamail by the Tax Enforcement divison,
the Tax Enforcement Officer’s Procedures Manual requires the officer to record the postmark date,
stamped on the envelope, as the in-date in the T-box. The T-box is an area of the return reserved for
pertinent information to be entered by department personnd. If the officer persondly collects monies
via field vigts or taxpayer vidts to the office, the date of receipt should be recorded as the in-date.
Management concurred with the prior finding and stated that Tax Enforcement management had
edablished a procedure for officers to complete the T-boxes on dl ddinquent returns received that
would coincide with the postmark date or the date received from the taxpayer. However, the officers
are not following this procedure.

Ten of 16 daily reports reviewed, each covering the month of January 2004, contained in-dates
on certain entries that did not agree with the in-date recorded in RITS. One reason for this problemis
that the Tax Enforcement officers do not always complete the T-box on atax return. Four of 60 returns
tested that were received in the Nashville adminidrative office (7%0) did not contain dates in the T-box.
When a T-box is not completed, RITS automaticaly assgns the origind due date of the returnasthe in-
date—even if that date is years, months, weeks, or days before the actua date of collection. Instances
were dso found where the date received by Processing was recorded as the in-date. If the return is
manudly keyed and no date is in the T-box, the keyer will sometimes put he date received by
Processing as the in-date.

When the origina due dete is recorded as the in-date, instead of the postmark date or the date
received, interest and late fees that accumulated for the delinquent payment are not charged to the
taxpayer's account. When the taxpayer submits payments for penaty and interest charges on
delinquent returns but RITS assigned the origina due date as the in-date, a credit for the amount of the
pendty and interest charges appears on the taxpayer’s account. Ininstances where the date received
by processing is recorded as the in-date, the taxpayer could be assessed interest and fees in excess of
the amount truly owed. Also, when the T-box is not completed, sometimes the collection cannot be
located on RITS because the in-date recorded in the daily report does not agree with the in-datein
RITS.



Recommendation

Since pendty and interest charges are determined based on the time eagpsed from the origind
due date to the date the tax return payment was received, the policy concerning the Tax Enforcement
officers completion of the T-box should be enforced. Tax Enforcement supervisors should periodicaly
review returns to ensure the Tax Enforcement officers are completing the information appropriately.

M anagement’s Comment
We ooncur. The Tax Information Assstant in each regiond office will spot check returns,
before they are mailed to Nashville, to ensure the * T' boxes are completed as required by procedure.

Tax Enforcement supervisors will continue to make periodic checks of returns prior to mailing to ensure
procedures are followed.

2. Tax Enforcement collections are not deposited timely

Finding

As noted in the prior audit, not dl employees of the department’ s Tax Enforcement offices have
been mailing checks, cashier’s checks, or money orders to the Nashville office in atimey manner. As
Tax Enforcement officers collect money, they are responsible for depositing cash collections and mailing
checks to the Nashille office within 24 hours. The department’s Tax Enforcement Officer’s
Procedures Manual, Section I11.B.5, gates, “All cash collections by field officers must be converted to
a Certificate of Deposit [deposit dip] or Bank Cashier’s Check on the day of the collection or by 12:00
p.m. the next workday. All collections must be mailed . . . to the mailroom in Nashville by close of the
business the following workday.” The officers are respongble for safeguarding their collections if they
retain the collection overnight or over the weekend.

Management concurred with the portion of the prior audit finding regarding timely deposits and
dated, “There are no circumstances where it is permissible for Tax Enforcement personnel to hold
collections in the regiond offices any longer than specified by procedure” Although the number of
officerswho did not follow the procedure has decreased, problems ill exit.

Officers are not condgstently mailing checks, cashier’s checks, or money orders to the Nashville
office on the day of collection or by the end of the following workday. Twelve of 16 officers reviewed
did not mail al January 2004 checks or money orders to the Nashville office on the day of collection or
by the end of the following workday. The same deposit date was recorded in RITS for collections
made over a week or longer period. Seven of 60 checks tested from mail received in the Nashville
office mailroom from Tax Enforcement field offices (12%) were not mailed timely.



It appears that some officers are holding checks or money orders for severa days and mailing
severd days worth of checks on one day. Holding checks sometimes causes taxpayers checks to be
returned because of insufficient funds once they are deposited in Nashville. Pendty and interest charges
may accumulate on the taxpayers account until the payment is received by the Nashville office and is
processed. Also, the State loses potentia interest income on the funds for the days that the checks are
held by the officer ingtead of being held in a state account.  In addition, the potentia for checks to be
lost or stolen increases when they are not timely deposited. To address the safeguarding of the funds
before deposit, the regiona offices have begun using safes to secure cash collections overnight or over
the weekend. Although the safes were placed in the field offices, no interna control policies were
edtablished requiring the use of the safes.

Recommendation

The regiona office supervisors should review the depost practices in their regions and take
disciplinary action as necessary againg the officers who disregard the deposit policies. The Director of
Tax Enforcement should ensure that the supervisors are following the established policy. For collections
that must be held overnight or over the weekend, policies should be developed regarding the use of
safes.

M anagement’s Comment

We concur. Tax Enforcement supervisors are required to check Revenue Officers work and
daily reports to ensure that collections are deposited timely and mailed to Nashville in accordance with
written procedures. Tax Enforcement managers make periodic unannounced checks of daily reports
and work completed by the Revenue Officers to determine if supervisors are carrying out their
responsbilities. When supervisors find that procedures covering the timely deposit and mailing of
collections are not being followed, disciplinary action is immediately taken, and some of the auditor's
findings of untimely depost of collections had been previoudy documented in reports submitted to
Enforcement Division management by a supervisor, and were being addressed.

3. Tax Enforcement officersare not properly maintaining daily reports and receipt books,
and certain supervisory reviews wer e not per formed

Finding

As noted in the prior audit, the department’ s daily reports, which are used by Tax Enforcement
officersto record al collections received, are not maintained sufficiently. In addition, the officers did not
correctly complete their receipt books or receipts. Management concurred with the prior finding and
dated that managers and supervisors would be more vigilant when reviewing diaries to minimize these
errors. However, problems still continue to occur.



During testwork performed a the Jackson, Columbia, and Chattanooga Tax Enforcement
offices, 11 of 16 officers reviewed had collections that were not recorded correctly in their daily report
for January 2004. Four of the 11 officers noted issued receipts for collections but did not record the
callection in the dally report. Three of the 11 officers recorded a collection in their daily report on a
different day than the date written on the receipt. Two of the officers recorded a collection twice, and
therefore had incorrect monthly collection totals. Two of the 11 officers noted did not record that a
receipt was voided in their daily report. Also, one officer recorded the incorrect amount for a collection
in the daily report.

The Tax Enforcement Officer’'s Procedures Manual, Section |, requires each Tax
Enforcement officer to complete the dally report for each collection with information regarding the
account identification number, amount of the dedlinquent or current collection, taxpayer name, receipt
number if applicable, and tax type or other pertinent information. Also, the department's Tax
Enforcement Officer’s Procedures Manual, Section I11. F., gates that the officers should i the
recei pt number in the diary [daily report] on the date that it was voided.”

Testwork aso reveded that 12 of 16 officers did not correctly complete their receipt book or
certain receipts during the month of January. Eight of the 12 officers noted did not complete the
assessment period on dl recaeipts. Six of the 12 officers noted did not maintain the white copy of the
Receipt Book Transfer Form in their receipt books. One of 12 officers noted had receipts that had
mistakes that were crossed out and corrected rather than being voided. Also, one officer reviewed did
not sign and date the voided receipt. In addition, 3 of 12 officers did not enter complete information on
the covers of their receipt books.

Section I11 of the Tax Enforcement Officer’ s Procedures Manual requires certain informeation
to be completed on the receipt, including the assessment period or debit memo section of the receipt.
This section aso requires that receipts with errors should be voided, signed, and dated. The white copy
of the transfer form is required to be maintained in the receipt book. In addition, the back of the front
cover of the receipt book contains directions that require the officer to fill in dl information on the front
cover. The assgned date, completion date, ending receipt number, region the receipt book was
assigned, and signature of the officer should al be completed per the receipt book instructions.

Certain daly reports and receipt books were not reviewed by the supervisor. The
Supervisor’'s Procedures Manual, Section |.A., states that “supervisors must audit two random
workdays of each employee's daily reports from the preceding month.” Supervisors should ascertain
that dl collections for the two days sdlected were deposited or mailed to Nashville on atimely basis and
posted to the system. Supervisors are also required to compare receipt books to the daily report. The
review alows the supervisor to find and correct errors made and helps to detect fraud and other
problemsthat may arise. There was no evidence that the Chattanooga supervisor performed thisreview
for any of the daily reports during the month selected for testwork. That supervisor has since terminated
his employment.

When the officers do not provide adequate information on the receipts, the risks increase that
the payment would be applied to the wrong period. Also, inadequate recording in the officers daily
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reports and officers not adhering to policies on voiding receipts and accounting for receipt books
hinders the audit trail for supervisors, managers, directors, and auditors. Without supervisory reviews,
errors or irregularities on the daily reports and the receipts would go undetected.

Recommendation

The Director of Tax Enforcement should enforce the policies for writing receipts and recording
collections in the officers daily reports. Dalily report totals should be reconciled to the receipt books.
Also, the managers should ensure the supervisors review officers daily reports and receipt books
frequently enough to ensure compliance with policies. These verifications of daily reportswill result ina
decrease in the chances of fraud or theft.

M anagement’s Comment

We concur. The dectronic daily report used by Tax Enforcement personned has been revised,
making it more user friendly. Supervisors, in  addition to the required audits of daly reports and
receipt books, must dso make frequent periodic checks of daly reportsto ensure that they are
being completed correctly and timely by the users. When conducting the monthly review of receipt
books, supervisors are checking to ensure that the receipt book covers are being completed as per
procedure.

TAXPAYER SERVICES
Our objectives in reviewing Taxpayer Services were to determine whether

refunds were to vaid taxpayers,

the section’s manageriad controls over corrections and changes to taxpayer account
balances in the Revenue Integrated Tax System (RITS) were effective and functioning,

bond reviews and bond approvals were timely and proper,
current collections received &t the regiona offices were handled properly,

regional offices current collections were deposited timely to a local bank in a State of
Tennessee account, and

pending debits and credits were worked timely and efficiently.
We interviewed key personnel to gain an understanding of the laws, rules, and departmental

procedures related to taxpayer services. We sdected a nondtatistica sample of refunds issued issued
April 1, 2003, through November 30, 2004, and we verified the existence of the taxpayers. We tested
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a nondatistical sample of account baance changes from April 1, 2003, through January 30, 2004, to
determine whether the change was properly documented and approved. To determineif bond reviews
were conducted timely and if bonds were properly approved, we tested nongtatistical samples of bonds
as of March 2004. Regiond offices current collections accepted during the audit period were tested to
determine if the collections were handled properly and deposited timdy. A nondatistical sample of
pending debits and credits as of January 28, 2004, was tested to determine if the cases are resolved
timdy and efficiently.

Based on our work, we determined that refunds were made to vaid taxpayers. We determined
that the department was following established procedures for gpproving bonds and that bonds reviews
were completed timely. However, we determined that pending amounts were not resolved timely.
Also, controls over changes to taxpayer account balances were adequate but were not aways followed.
In addition, we determined that procedures over current collections were inadequate and that receipt
books were not accounted for properly.

4. Pending amounts wer e not resear ched timay, and rdiable infor mation on outsanding
pending amounts could not be obtained

Finding

When account differences are created from a taxpayer return or payment that has caculations
that differ in amount from what is caculated by RITS, the debit or credit amount is placed in a pending
gatus when the amount of the item either exceeds a threshold level or meets other criteria defined in
RITS progranming. A debit or credit remains in pending status until an employee of the department
reviews it and either approves or denies the debit or credit. Per Section 67-1-1501(b), Tennessee
Code Annotated,

the amount of any tax imposed under any title, wherein the filing of areturn is required
by the state, shal be assessed within three (3) years from December 31 of the year in
which the return was filed, and no levy or other proceeding to enforce the collection of
such tax without assessment shdl be made or begun after expiration of such period.

In addition, Section 67-1-1802, Tennessee Code Annotated, states that the department can give
refunds to taxpayers without a clam being filed if the commissoner isin possession of proper proof and
facts that a refund is due within three years of December 31 of the year that the payment creeting a
credit was recelved. A debit in pending status could represent an amount owed to the state which has
not been assessed because, when in pending satus, the taxpayer has not been notified of the debit. A
credit in pending datus is a credit that has not yet been determined to be digible for refund. Therefore,
if action is not taken for these debits and credits before the three-year limitation has expired, the
department no longer hes the opportunity to resolve the debits or the legd responshility to resolve the
credits.

12



Seven of 60 pending debits and credits reviewed (12%) were not resolved timely. One of
the seven items noted was a debit of $15 that was not assessed within threeyearsof December 31
of the year in which the return was filed. Six of the seven items noted were credits totaing $653 that
were not resolved or refunded within three years of December 31 of the year in which the return was
filed.

According to the Director of Taxpayer Services, the department is reviewing the most recent
pending debits and credits firs. The department is not placing priority on the pending debits and credits
created in 2001 that will not be collectible or refundable by December 31, 2004. Over $500,000 of
pending debits were recently written off because they exceeded the cut-off date. To determine the
extent of the pending debits and credits in existence, the auditor requested reports. These reports were
later determined not to be reliable. The reports do not affect the financia reporting for the state, but the
department should have accurate information avalable on pending debits and credits in order to
evauate the extent of reviews performed to remove the debits and credits from the pending status.

When pending debits are valid and are not assessed timey, the department loses the
opportunity to collect taxes which may be owed to the state. When pending credits are vaid and are
not researched, the department may be keeping funds that belong to the taxpayer.

Recommendation

The Commissoner should reevauate the sysem in place for reviewing pending debits and
credits. Pending debits should be assessed or resolved within three years of December 31 of the year
the return was filed or payment received. Pending credits should also be resolved appropriately during
the three-year time period. The Commissoner should ensure adequate resources are available to
appropriately research and resolve pending amounts. The Commissioner should aso make sure that
reliable reports are available on the amount of pending debits and credits outstanding SO management
can continuoudly assess the status of outstanding items. The cause of the unreliable information should
be determined and appropriate action should be taken to correct any unreliable or inaccurate reports.

M anagement’s Comment

We concur and agree that the system for reviewing pending debits and credits should be
reviewed; however, certain pending debits and credits shown on reports have been reviewed but cannot
be approved for hilling or refunds. Among those pending debits and credits are cases that are in an
active bankruptcy, Speciad Investigations, or field audit.

The department recently implemented a write-off program for debits and credits based on

goplicable guiddines and dautes. During the trangtion from the TRIMS computer system to RITS,
many old debits were converted. A large percentage of the debits identified for write-off were these old

13



debits which were from six to twelve years old. These uncollectible items continued to accrue interest
over dl those years.

5. Theguiddinesfor account balance changesin RITS are not followed

Finding

The department did not aways ensure that changes in taxpayer account bal ances were properly
made. Changes to taxpayer accounts are sometimes necessary to adjust incorrect balances created by
keying, scanning, and taxpayer errors. A sample of 60 of these account balance changes was reviewed.
Forty-four of the 60 account balance change transactions tested (73%) were not handled correctly in
accordance with the guiddines set forth by management.

Nineteen of the 44 account baance changes mentioned did not have adequate documentation
or review, as required by the Department of Revenue' s * Guiddines for Changing Account Balances and
Approving Those Changes.” The Supervisory Review section states,

The [Information Technology Resource] divison generates an Employee Transaction
Activity report that lists dl account balance changes made in the RITS conversations by
an employee based on their work unit. . . . This Infopac reports should be disseminated
to supervisors and supervisors should be required to review adjustments made by thelr
employees. Supervisors should review, & aminimum the following:

Multiple changes made to a taxpayer’ s account
- Adjustments made by probationary employees
Representative samples of dl other adjustments made by their employess. . . .

For audit purposes, the supervisor must initid, date, and make comments on
adjustments reviewed on the RITS Report. The comments should indicate whether or
not the adjustment was correct. These records should be retained for a period of three
(3) years by the division.

Of the 19 review errors noted, 13 employee transaction activity reports did not bear the initials, dete, or
comments on adjustments by supervisors. The adjustment amounts ranged from $3,024 to $31,020.
The supervisor of the regiond offices terminated employment during the audit period, and any evidence
of any possible review was not retained. The other six activity reports contained initids indicating that
they had been reviewed by the supervisor; however, comments to indicate whether the adjustment was
correct did not gopear on the reports. One of the six was for an adjustment of $10,318 in which the
supervisor did not indicate if the adjustment made was correct. In addition, several managers and
supervisors within the Audit Divison have not been retaining their Employee Transaction Reports for
three years. When supervisors do not properly review account baance changes, the risk of improper
changes increases, which could compromise taxpayer accounts.
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Also, for 34 of the 44 errors noted, the notes were not entered into RITS in accordance with
the Depatment of Revenue's “Guiddines for Changing Account Balances and Approving Those
Changes” The Documentation section of the guiddines gtates, “ Employees making adjustments to the
taxpayer accounts must place a note an the taxpayer accounts in RITS. .. .” The Notesin RITS
Section states,

Employees making adjustments to taxpayer accounts must place aNoteon RITS, usng
the Notes conversation, explaining the adjustment was made as a result of a wak-in
taxpayer and/or telephone conversation with a taxpayer or their representative. In
addition, the name and telephone number of a caler or wak-in taxpayer should be
entered, dong with any other pertinent information.

Twenty-four of the account balance changes tested did not have a note in RITS to document the
account balance change transaction, four of which were each over $300,000. For example, one
employee made an adjustment for $914,102 to a taxpayer’s account without documenting the purpose
of the adjustment. For 10 of the errors, notes were created in RITS; however, the notes did not
document if the taxpayer waked in or called to authorize the change. In addition, the taxpayers names
and telephone numbers were not documented.

The notes are necessary for a reviewer to determine whether the account change was valid.
The required detall of the notes is necessary to document the exact details of the account change to
deter questionable changes. If improper changes are made when controls are lacking, the State loses
access to potential revenues.

Recommendation

The Commissoner should require supervisors and employees to follow the procedures for
account balance changes outlined in the department’s guidelines. Management should ascertain that
upervisors are reviewing the employee transaction ectivity reports by regulaly verifying the
supervisors reviews and take disciplinary action as necessary. Management should aso ensure that the
employee transaction activity reports are retained for three years. The system should be modified to
require notes on the taxpayer accounts when necessary before account baance changes can be
completed. During the supervisors reviews of the reports, employee comments should be reviewed for
al necessary components and for the vaidity of the account changes.

M anagement’s Comment

We concur. The guidelines for account balance changes have been reviewed and updated to
ensure that internd controls are in place and that accounts are reviewed and documented as reviewed
after changes are made to RITS. Management is working with supervisors to ensure that the review of
the employee transaction reports is properly documented, the reports are initialed, and they are retained
for three years.
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6. Regional offices did not record issuances of receipt books

Finding

The Taxpayer Services regiona offices did not maintain a receipt book log to indicate to whom
receipt books were issued, who issued the receipt books, or when they were issued. The regiona
offices have been accepting payments and writing receipts for severa years without controls in place to
document or log issuance of receipt books. None of the seven receipt books reviewed (0%) were
accounted for by management. There were no records regarding which employee had which receipt
book or the date when receipt books were issued.

Control procedures were not established until January 2004. The Accounting for monies
collected procedure states,

Officid Revenue Depatment Receipt Books are issued to dl Taxpayer Services
Regiona Employees by the supervisor or manager. The taxpayer services regiond

employee will verify that al 50 receipts in the book are accounted for and in numerica

order when the receipt book is issued. The employee will sign and date the Receipt
Book Transfer Form and retain the white copy for three years. This transfer dip will be
maintained in the receipt book that was drawn.

However, these procedures were not always followed. The one receipt book that was observed by the
auditor as having been issued since the policy was in place did not have atransfer dip. The copy of the
trandfer dip that management was to retain could not be located either.

When receipt books are issued without proper documentation being completed, the department
runs the risk of employees having multiple receipt books or hidden receipt books. If an employee hasa
receipt book that the department does not know about, taxpayers could pay cash to an employee for
their taxes and receive a receipt from thet employee, but the employee could keep the payment without
detection by the Department of Revenue’s controls. The employee could either temporarily make use
of the funds and deposit them at alater time or never depost the funds at dl. Reconciliation procedures
between the receipt books and the department’s deposit records are ineffective when the department
does not account for al written receipts.

Recommendation

The Director of Taxpayer Services should ensure tha regiona supervisors and managers
properly track all receipt books. Each regiona office should have a log book which documents the
employee who received the receipt book, when the receipt book was issued, and who issued the
receipt book. This log should account for each prenumbered receipt book. Management should aso
enforce the policy that a copy of the receipt book transfer form isto be maintained in the receipt book,
and the origind should be maintained by management.
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M anagement’s Comment
We concur. The guiddines and procedures for accounting for receipt books have been

reviewed and updated. Management is working with the regiona offices to ensure that the receipt
books are being properly accounted for, initided by management and reconciled to RITS.

7. Internal control over cash receipts was not adeguate

Finding

During areview of the Taxpayer Services regiond offices, it was noted that the regiond offices
had been collecting monies for severa years without any established procedures, guidelines, or internd
control. Dueto the lack of control, certain problems with receipts were noted. Information filled out on
receipts did not ways match the information recorded in the department’ s accounting records. In one
case, a cash receipt of $16 could not be located in RITS. In the other instances, the account numbers
written on the receipts did not dways match the account numbers recorded in RITS. Also, for severd
receipts written by one Taxpayer Service representative, either the account number or the pay period
was not completed. Another Taxpayer Services representative did not dways submit the green copy of
the receipt to the Nashville office and instead | €eft the copy in the receipt book. That representative aso
did not ways give the white copy of the receipt to the taxpayer and instead |eft the copy in the receipt
book. In addition, two of seven representatives deposit dips were not dways attached to the cash
receipt. These errors could have been minimized if the department had required supervisory review of
the receipt books. However seven of seven taxpayer services representatives reviewed (100%) had
receipt books that were not reviewed by a supervisor. None of the receipt books reviewed by auditors
showed any indication that areview had been performed by a supervisor.

Taxpayer Services representatives aso have not been deposting or submitting funds timely.
Section 9-4-301(a), Tennessee Code Annotated, states:

It is the duty of every department, ingtitution, office and agency of the state and every
officer and employee of state government, including the State treasurer, collecting or
recalving date funds, to depodt them immediately into the date treasury or to the
account of the state treasurer in a bank designated as a state depository @ to the
appropriate departmenta account. . . .

Six of seven representatives did not dways depost cash payments timely. Some larger payments
ranging from $230 to $575 were not deposited until six to eleven days after receipt. Severd payments
received were kept over the weekend by the taxpayer services representatives reviewed, and the
Taxpayer Services regiond offices do not have safes or secured areas to safeguard the cash collections.
Also, seven of seven representatives did not mail the paperwork related to the payments, including the
actua checks when the payment was not made with cash, to the Nashville office by the next day.
Based on the review, it appears that the representatives are holding the paperwork for a period of time
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before mailing it in to the Nashville office. The paperwork was sometimes held over a week or even
over afew weeks, and in some cases included the actual check.

Six of the seven representatives reviewed did not dways follow the policy for voided receipts.
One of the Sx representatives tore two rece pts along with each gpplicable copy of the receipts from the
receipt book. Neither the receipt nor the applicable copies could be located. The other representatives
did not submit copies of the receipts to their offices. Also, mistakes on recelpts were scratched out and
written on insead of voiding the receipt and writing a new one. Additiondly, four of seven
representatives did not provide complete information on the receipt book covers. The receipt book
indructions state that the cover should be compl eted.

Policies for the regiond offices that accept payments were not established until January 2004.
The new policies address supervisor review, depodt time frames for cash collections, and voided
receipts. However, as mentioned previoudy, there was no evidence of supervisory review even though
the new policy requires that the review occur monthly. Also, receipts that should have been voided
were gill observed after the policy became effective. The new policy does not address when the
paperwork associated with payments should be mailed to the centrd office, and the required monthly
review does not include reconciling the information on certain receipts to the information recorded in
RITS.

Without proper review procedures, including a review of the accounting records, taxpayer
services representatives could write receipts for funds received and not deposit the money into a Sate
account. Recording errors and procedura errors go unnoticed. When the department does not follow
the law related to cash receipts, funds that should be available for state expenditure are not redlized and
could conceivably contribute to cash flow problems if not better controlled. Also, the customer’s
account is not credited promptly and may be flagged as being late when the payment has actudly been
received. Allowing strike-throughs on the origina receipt could provide the means for arepresentative
to ater copies of the receipt after issuance to cover up misgppropriated funds.

Recommendation

The Director of Taxpayer Services should strengthen the new policy and ensure that the regiond
supervisors and managers follow the policies. The policy should include time frames to submit payment
paperwork to the Nashville office and specific requirements for supervisor reviews. Supervisors should
review the receipt books frequently enough to prevent problems with receipts. The review should
incdlude comparing information that was recorded in RITS. Missing receipts or amounts that were not
recorded in the accounting system should be investigated. Payments should be deposited according to
Tennessee Code Annotated and the adopted policy. When information on a receipt is incorrect, the
receipt should be voided, and al voided receipts should be turned in and accounted for by the
supervisor. In addition, receipt book covers should be completed properly. The Director of Taxpayer
Services should regularly review the activities of the regiond offices, and appropriate control related to
cash recelpts should be established and maintained.
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M anagement’s Comment

We concur. The guiddines for accounting for and depositing cash recei pts have been reviewed
and updated. Management is working with the regional offices to ensure that cash receipts are being
properly accounted for and deposited.

FINANCIAL INTEGRITY ACT

Section 9-18-104, Tennessee Code Annotated, requires the head of each executive agency to
submit a letter acknowledging responghility for maintaining the interna control system of the agency to
the Commissioner of Finance and Adminidration and the Comptroller of the Treasury by June 30 each
year. In addition, the head of each executive agency is required to conduct an evauation of the
agency’s internal accounting and adminidrative control and submit a report by December 31, 1999, and
December 31 of every fourth year thereafter.

Our objectives were to determine whether

the Department of Revenue’s June 30, 2003, responshility letter and December 31, 2003,
interndl accounting and adminigrative control report were filed in compliance with Section
9-18-104, Tennessee Code Annotated,;

documentation to support the Department of Revenue’'s evauation of itsinternd accounting
and adminigtrative control was properly maintained,

procedures used in compiling information for the internd accounting and adminidrative
control report were in accordance with the guidelines prescribed under Section 9-18-103,
Tennessee Code Annotated; and

corrective actions have been implemented for weaknesses identified in the report.

We interviewed key employees responsible for compiling information for the interna accounting
and adminigrative control report to gain an understanding of the Department of Revenue’ s procedures.
We dso reviewed the June 30, 2003, responshility letter and the December 31, 2003, interna
accounting and administrative control report to determine whether they had been properly submitted to
the Comptroller of the Treasury and the Department of Finance and Administration. To determine if
corrective action plans had been implemented, we read the letter and report to identify wesknesses
noted.

We determined that the Financid Integrity Act responsbility letter and interna accounting and
adminigrative control report were submitted on time, support for the internal accounting and
adminigrative control report was properly maintained, and procedures used were in compliance with
Tennessee Code Annotated. There were no wesknesses identified in the report.
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OBSERVATIONS AND COMMENTS

TITLE VI OF THE CIVIL RIGHTSACT OF 1964

Section 4-21-901, Tennessee Code Annotated, requires eech date governmentd entity
subject to the requirements of Title VI of the Civil Rights Act of 1964 to submit an annud Title VI
compliance report and implementation plan to the Department of Audit by June 30 each year. The
Department of Revenue filed its compliance report and implementation plan on July 23, 2003.

Title VI of the Civil Rights Act of 1964 is a federd law. The act requires dl state agencies
recelving federa money to develop and implement plans to ensure that no person shal, on the grounds
of race, color, or origin, be excluded from participation in, be denied the benefits of, or be subjected to
discrimination under ay program or activity receving federd funds. The Tennessee Title VI
Compliance Commisson is responsible for the monitoring and enforcement of Title VI. A summary of
the dates date agencies filed their annua Title VI compliance reports and implementation plans is
presented in the special report Submission of Title VI Implementation Plans, issued annudly by the
Comptroller of the Treasury.

APPENDIX

ALLOTMENT CODES
Department of Revenue dlotment codes:

347.01  Adminidration

347.02  Tax Enforcement

347.11  Information Technology Resources
34713  Taxpayer Services

347.14  Audit Divison

34716  Processing Divison

347.99  Revenue Refunds
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