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Authority, Purpose, and Scope

This performance audit of the Department of Revenue's Field Audit Section was conducted under the
authority of Section 2-3-103, C.R.S,, which authorizes the State Auditor to conduct audits of dl
departments, ingtitutions, and agencies of state government. The audit was conducted in accordance with
generdly accepted government auditing standards. Auditwork wasperformed fromMarchthrough August
2002. We gratefully acknowledge the assistance and cooperation of staff at the Department of Revenue
in completing this audit. The following summary provides highlights of some of the comments and
recommendations contained in the report.

Overview

The Fidd Audit Section (Fied Audits), whichislocated in the Tax Auditing and Compliance Divisonwithin
the Department of Revenug, is responsible for conducting audits of Colorado businesses in order to
determine the correct state and local tax liabilities owed to the State. As of September 2002, there were
approximately 446,000 corporations, sole proprietorships, and partnerships registered in the State, dl of
which are potentialy subject to audit by the Fidd Audit Section. There are more than 50 different tax
ligbilities that Field Audits is responsible for auditing; however, the primary taxes that the Field Audit
Section audits include corporate income, sales, and use.

In Fisca Year 2002 the total amount of state and loca taxes collected by the Department and subject to

audit by Fied Audits was about $3.8 billion. Of thisamount, about $3 billion was state revenue, whilethe
remaining $0.8 billion represents taxes collected by the State on behdf of certain loca governments.

Audit Sdlection

As part of our audit, we reviewed the Field Audit Section’s processes rel ated to selecting and scheduling
businesses for audit. We found the following areas for improvement:

For further information on thisreport, contact the Office of the State Auditor at (303) 869-2800.

-1-
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C Asystematicmethod for trackinglocal government audit requestsisneeded. The

FHeld Audit Section receives audit requests from the cities and counties that have designated the
State astheir agent to collect business-related taxes. Audits are usually requested because aloca
government hasidentified aproblem with abusiness stax payments. Field Auditsreportsthat the
locd government requests are high-priority audits. In order to determine whether Field Audits
completed audit requests in a timely manner, we requested a list of requests received by Field
Auditsduring Fiscd Y ear 2002. Wefound that staff could not systemetically identify dl of theloca
government audit requestsreceived but not yet completed during Fisca Y ear 2002. Although staff
did provide uswith alist of Sx audit requests that were completed in Fiscal Y ear 2002, we noted
that the date of receipt for three requests was not adequately documented. Also, the Fidd Audit
Section has not established time frames for initiating and completing audit requests or procedures
for formaly communicating audit results to the requesting entity and maintaining a copy of such
correspondence.

The Department’s focus on auditing small businesses is inequitable and may
resultinlost revenue. TheFidd Audit Section currently devotes a significant percentage of
resources toward auditing small businesses (e.g., about 39 percent of audit hours in Fiscal Year
2002). Fiedd Audits needs to prioritize its resources to auditing businesses that represent the
highest risk to the State in terms of lost tax revenue. In Fiscal Year 2002, 90 percent of Fied
Audits dollar production (i.e., the sum of tax assessments and refunds identified during audits)
resulted from audits of large businesses. In contrast, audits of smal businesses generated only 6
percent of Fidd Audits totd dollar production for the same year. Additiondly, in Fiscd Year
2002 audits of large businesses yielded about $1,000 in dollar production for every hour spent
auditing, while audits of smal businesses averaged about $96 per audit hour.

The Department’s process for reviewing business tax data used for audit
selection could beimproved. Currently the Field Audit Section performs amanud review
of the Department of Revenue's ligtings of business tax information in order to ensure thet all
businesses remitting significant tax revenues are assessed for audit potential. In addition, staff
review sources such as Forbes 500 businesslistings, Denver Business Journal ligings, and other
informationincluding referrasfrom other sectionsin the Department. Field Auditscould streamline
its review of data and sdlection of businesses by using automated methods to perform its review
of Department tax data. This could be done using audit software aready used by staff during
audits to andyze data from businesses. By using this software on dectronic downloads of data
from the Department’ s records, Field Audits could perform greater analysison the datain amore
efficdent manner and potentidly further refineits selection process. Additiondly, Fied Auditscould
incorporate an eement of random selection in its process for sdecting businesses for audit, which
would ensure that each businessin the State over acertain Size has an opportunity of being chosen
for audit.
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Audit Quality
We examined a sample of audit files as part of our review and found the following:

C Auditprocedureswerenot alwaysadhered to. Inour review of audit files wefound that
Feld Audits did not aways follow established audit procedures and that management’ sreview of
the audits was not always adequate. We found that required forms were missing in 4 of 26 files
and that arefund due to ataxpayer was not processed. Although the refund was smdl ($66), it
is important that the Department have adequate controls over the billing and refund process to
reducetherisk of errors and irregularities.  Additiondly, we found that managers do not dways
perform adequate review of audit filesto identify errors. In our examination of 34 audit fileswhere
taxpayers had filed a protest, we found 2 ingtances in which the manager’s initid review of the
completed audit did not identify and correct errors made by the Field Audit Section auditor.

C Additional analysis of audits where taxpayersfiled a protest is needed. Under
Section 39-21-103, C.R.S,, dl businesses audited by the Field Audit Section have the right to
protest the outcomes of their audits. We found that original tax assessments for protested audits
were reduced between 13 and 43 percent for Fiscal Y ears 1999 through 2002. We believe that
andyzing the cases that were subsequently reversed could help the Fidd Audit Section improve
the quality of its audits. For example, in our review of 34 protested audit files, we identified 2
ingances in which errors made by the auditor contributed to the change in tax assessment.

C Audit assessment collection ratesappear low. Wefound that the Department collected
between 22 and 51 percent of the net tax assessmentsmade by the Field Audit Section from Fiscal
Y ears 1999 through 2002. Since the effectiveness of Fidd Auditsis, in part, dependent on how
well the Department collects audit assessments, the Department needs to examine the underlying
causes of low collection rates and identify ways to improve these rates.

Our recommendations and the responses of the Department of Revenue can be found in the
Recommendation Locator.



RECOMMENDATION LOCATOR
All recommendations are addressed to the Department of Revenue.

Rec. Page Recommendation Agency | mplementation
No. No. Summary Response Date
1 17 Establish a systematic method for tracking local Agree March 2003

government audit requests, and ensure audits are
completed in atimely manner.

2 21 Reevaluate audit selection methodology to achieve a Agree January 2004
more reasonable balance between identifying tax
revenues owed to the State and promoting voluntary
tax compliance.

3 21 Improve adherence to established audit cycles. Agree Ongoing

4 23 Incorporate automated methods and random sel ection Partially October 2003
in process for identifying potential audit candidates. Agree

5 25 Implement formal procedures for prioritizing the Agree April 2004

assignment of small business audits.

6 26 Improve the process for compiling master lists for Agree April 2004
large, in-state businesses.




RECOMMENDATION LOCATOR
All recommendations are addressed to the Department of Revenue.

Rec. Page Recommendation Agency | mplementation
No. No. Summary Response Date
7 28 Improve the review process for Out-of-State Agree October 2004

businesses by standardizing review procedures and
documenting reasons for deviations from review

cycles.
8 31 Improve audit procedures by (a) ensuring assessment Agree a. Implemented
amounts in audit files and in tracking and billing b. None provided; dependent on funding

systems agree and (b) developing an internal peer
review process for completed audits.

9 34 Improve tracking and analysis of information on Partialy October 2003
protested audits. Agree
10 37 Investigate ways to improve collections. Agree December 2003
11 39 Ensure management reportsare accurateand reliable. Agree October 2003




Overview

Background

The Colorado Department of Revenue (Department) isresponsible for the administration
and enforcement of the State’ s tax laws. As part of this responsbility, the Department
collects various taxes owed to the State and enforces compliance with the laws by
conducting audits of the State’ s taxpayers.

The Fidd Audit Section (Fied Audits), within the Department’s Tax Auditing and
Compliance Divison, isresponsiblefor conducting audits of Colorado businessesin order
to determine the correct state and local tax liabilities owed to the State. Asof September
2002, there were approximately 446,000 corporations, sole proprietorships, and
partnershipsregistered inthe State, dl of which are potentidly subject to audit by the Field
Audit Section. Although the number of tax lidbilities varies between businesses, overdl
there are more than 50 different types of tax that Field Audits is respongible for auditing,
induding corporate income, sales (state, county, and city), consumer use, RTD sales,
Footbal Didrict Stadium sdes, Scientific/Culturd Facilities Didtrict sdes, cigarette, and
wage withholding.

InFiscd Year 2002 the total amount of state and |ocal taxes collected by the Department
and subject to audit by Field Audits was about $3.8 hillion. Of this amount, around $3
billionwas state revenue; the remaining $0.8 billion represents taxes collected by the State
on behdf of certain local governments. In Fisca Year 2002, Fidd Audits estimates that
it audited about 3 percent of the total tax dollars remitted by businesses.

One way the Field Audit Section measuresits performance is the sum of tax assessments
and refundsidentified during itsaudits (i.e., total dollar production). In Fiscd Year 2002,
Fed Audits produced over $58 million in assessments and refunds that resulted from
audits of about 7,100 tax liahilities. Fidd Audits counts each liability audited asasngle
audit. Although Field Audits does not track the number of businessesit audits each year,
on average, atypicd busness is audited for about eight different tax ligbilities. On this
basis, the 7,100 tax liability auditsin Fisca Year 2002 equate to about 890 businesses.
Historical production and number of auditsfor the Field Audit Section are shownin Table
1 below.
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Table 1: Department of Revenue Field Audit Section
Audit Production
Fiscal Years 1999 Through 2002
(Doallarsin Millions)

Fiscal Year
1999 2000 2001 2002
Assessments® $60.6 $48.4 $76.6 $55.5
Refunds? $4.7 $2.4 $13.3 $2.6
Total Dollar
Production® $65.3 $50.8 $89.9 $58.1
Number of Audits’ 7,100 7,150 6,780 7,110

Sour ce: Department of Revenue Field Audit Section.

! Includestax, interest, penalty, and penalty interest assessments.

2 Includes refunds and interest.

%Includes amounts for atypical audits, which are audits that result in unusually large
assessments or refunds. For example, in Fiscal Y ear 2001 atypical auditsresulted in
dollar production of about $35 million.

4 Equals the number of tax liabilities audited, not individual businesses. On average, a
typical businessisaudited for about eight different tax liabilities; therefore, 7,100 tax
liability auditsin Fiscal Y ear 2002 equate to approximately 890 businesses that were
audited.

In terms of revenues redized from audits, the State does not collect dl taxes that Field
Audits assesses. According to Section 39-21-103, C.R.S,, businesses may protest any
assessment made by Field Audits; therefore, tax assessments may be reduced as aresult
of vaid protests. Asindicated in Table 2, audit assessments from Fiscd Years 1999
through 2002 have been reduced by between 7 and 43 percent due to protested audit
settlements. Thismeans, for example, that the maximum amount of revenue thet the State
can currently collect from Fisca Year 2002 audit assessments is about $47 million. It
should be noted, however, that the assessment figures for any of the fiscal years could be
reduced further by additional protests settled in favor of taxpayers. This is because,
athough taxpayers have 30 days to protest an audit, it could take up to severa yearsto
settle aprotest if the protest is regarding a question of tax law.
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(Dallarsin Millions)

Table2: Department of Revenue Field Audit Section
Assessments, Cancellations, and Collections
Fiscal Years 1999 Through 2002

Fiscal Year
1999 2000 2001 2002

Total Assessments! $60.6 $484 $76.6 $55.5
Total Cancellations? $26.2 $8.2 $.1 $8.4
% of Total Assessments

Cancelled 43%° 17% % 15%
Net Assessments $34.4 $40.2 $715 $47.1
Total Collections? $125 $20.7 $234 $104
% of Net Assessments

Collected 36% 51% 3% 22%

The table above aso indicates that the Department has collected between 22 and 51
percent of the net assessments made by the Field Audit Section from Fiscal Years 1999
through 2002. The Department utilizes a variety of methods for collecting assessments
owed by businessesincluding filing bankruptcy clams, recording tax liens and judgments,
garnishing bank accounts, saizing property, and using private collection agencies. While
the Field Audit Section sendsiinitia bills to businessesfor tax assessments determined as
a result of its audits, collection of tax assessments from ddinquent taxpayers is the
regpongibility of the Office Collections Section and the Fiddd Complianceand Crimind Tax
Enforcement Section within the Department’s Tax Auditing and Compliance Division.

Sour ce: Office of the State Auditor analysis of data provided by the Field Audit Section.

! Includes tax, interest, penalty, and penalty interest assessments.

2 Represents reductions in assessments due to protested audits that have been settled.

3 Although this percentage significantly exceeds the percentage of assessments
cancelled for Fiscal Y ears 2000 through 2002, 43 percent is not unusual compared with
the percentage of assessments cancelled in years prior to Fiscal Year 1999. Field Audits
indicates that during Fiscal Y ears 1993 through 1998 the percentage of assessments
cancelled ranged from about 27 to 74 percent. The percentages for Fiscal Y ears 2000
through 2002 will most likely increase as additional tax assessments are cancelled asa
result of protests settled in favor of taxpayers.

4 Collection of tax assessmentsisthe shared responsibility of the Field Audit Section,
Office Collections Section, and Field Compliance and Criminal Tax Enforcement Section.

Collection amounts related to assessments could increase due to future receipts.
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In addition to the audits of tax liabilities described above, the Fidd Audit Section is
respongble for the following audit programs.

Multistate Tax Commisson Joint Audit Program (MTC): The MTCisan
organization of 44 state governments and the Didtrict of Columbia that works with
taxpayers to administer tax laws which gpply to businesses operating in multiple
states. Onthebasisof input from al sate representatives, the M TC conducts audits
of specific businesses across multiple states on sdes, use, and corporate income
taxes. The Field Audit Section oversees Colorado’s participation in this program
by recommending and voting on proposed audits and by participating in audits
deemed to be of benefit to the State. Colorado’s participation in multistate audits
isauthorized by state law (Section 24-60-1306, C.R.S.). MTC auditsrepresented
about 3 percent of the Field Audit Section’ stota dollar production in Fisca Year
2002, or about $1.7 million.

Mineral Audit Program: This program provides assurance that minera revenues
generated from state and federa landsin Colorado are properly reported and paid
to the State and to thefederd government. Fidd Audit Section staff conduct audits
of minera royalties generated from federd lands within Colorado for the U.S.
Department of Interior, minera royaties generated from sate lands for the State
Land Board Commission, Conservation and Environmenta Recovery Fund levies
onoil and gas production for the Colorado Oil and Gas Conservation Commission,
and severance taxes on oil and gasfor the Colorado Department of Revenue. The
minerd audit program was established in accordance with Section 24-35-115,
C.R.S. Fdd Audits receives federd funds and some funding from other state
agencies in support of resources spent on determining compliance with state and
federd minera taxlaws. Severancetax audits conducted on behalf of the Colorado
Department of Revenue represented lessthan 1 percent of the Field Audit Section’s
total dollar production in Fisca Year 2002. Minera Audit Program staff estimated
that adjustmentsresulting from audits conducted on behdf of thefederd government,
State Land Board Commission, and Colorado Oil and Gas Conservation
Commission totaled about $2.2 millionin Fiscd Y ear 2002. It should be noted that
this amount is not included in the Field Audit Section’'s Fiscad Year 2002 dollar
production because the revenue is remitted to the entities for which the audits were
conducted.

International Fuel Tax Agreement (IFTA)/International Registration Plan
(IRP) audits: These two cooperative agreements promote uniform adminigiration
of motor fuels use tax and vehicle regidration laws among sates. Field Audits Saff
areresponsblefor auditing motor carrier businessesthat have established Colorado
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as their “base jurisdiction” (i.e, Colorado is where the motor carrier is legdly
domiciled or where the motor carrier’s vehicles are most frequently dispatched,
garaged, or serviced). When performing IFTA audits, Field Audits staff are
respongble for determining whether the business gppropriately dlocated fud
consumption and resulting tax obligations among sates. Internationa Regigtration
Pan audits ensure proportiond registration of commercia vehicles among states on
the basis of the number of miles driven within each state.  Section 39-27-302,
C.R.S,, grants the State authority to enter into these multi-jurisdictiond fue tax
agreements. Lessthan 1 percent of the Field Audit Section’ stotal dollar production
in Fiscd Year 2002 was generated from these audits.

Special projects: The Field Audit Section has designated certain types of auditsas
ongoing priorities. These include audits of liquor distributors, businesses in the
process of filing for bankruptcy, and requestsfrom citiesand countiesto audit certain
businesses.

Fiscal Overview

Asindicated in Table 3, expenditures for the Fied Audit Section have grown from about
$7.1 million to $7.7 million over the past four years, while full-time equivaents, or FTE,
has remained relatively unchanged during the same period.

Table 3: Department of Revenue Field Audit Section
Expendituresand FTE
Fiscal Years 1999 Through 2002
(Dallarsin Millions)

Fiscal Year
1999 2000 2001 2002
Expenditures $7.1 $7.3 $8.2 $7.7
FTE!? 83.5 81.6 84.6 83.9

Sour ce: COFRS and Department of Revenue Budget Office.

! Represents actual FTE, not appropriated.

2 The Department does not separately track actual FTE for non-revenue agent
(i.e., support staff) positions within the Field Audit Section. On the basis of our
review of employment history records provided by Field Audits, FTE numbers
include an estimate of nine FTE for program support staff such as administrative
assistants, tax examiners, and general professionals.
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Of thetotd expendituresfor Field Auditsin Fisca Y ear 2002, 86 percent wasfor personal
services, 11 percent for operating costs (e.g., office supplies, freight, postage, and utilities),
and 3 percent for travel. Approximately 88 percent of Fisca Year 2002 expenditures
were funded with generd funds.

Audit Scope

We reviewed documentation and interviewed personnel from the Field Audit Section in
areasrelaed to selecting and scheduling businessesfor audit (Chapter 1) and audit quality
(Chapter 2). Our review concentrated on the Field Audit Section’s audits of corporate
income, sales, and use taxes, which are the primary taxesthat Field Auditsis responsible
for auditing. In Fisca Year 2002, audits of these taxes accounted for about 97 percent
of Fied Audits tota dollar production. We did not review audits conducted for the
Minerd Audit program.

Our audit work aso included a survey of seven states to determine other methods of
sdecting and conducting audits. The gates we surveyed included Kansas, Kentucky,
Nebraska, New Jersey, Oregon, and Utah. We choseto survey these states because they
had audit approaches smilar to Colorado. We dso surveyed Cdiforniabecausethisstate
was testing a new method for identifying audit candidates.
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Audit Salection
Chapter 1

| ntroduction

One of the most important tasks performed by the Field Audit Section (Field Audits) isits
process for sdecting which businesses it will audit during a given year. According to
records from the Department of Revenue and the Secretary of State’ s Office, the number
of companies conducting busi nessin the State as of September 2002 wasaround 446,000,
al of which are potentialy subject to audit by the Field Audit Section. The total amount
of taxes remitted to the State by businessesin Fisca Y ear 2002 and subject to audit by
Field Audits was gpproximately $3.8 billion.

The Department of Revenue' saudit philosophy affectsthe Field Audit Section’ soperations
and audit sdlection process. In the early 1990s the Department of Revenue adopted the
“Statement of Colorado Taxpayer Rights” This statement outlines the steps that the
Department will take to ensure that taxpayers rights are protected during the audit and
collections processes. Most notably, the Statement of Taxpayer Rights states that the
Department will not evauate its employees on the basis of meeting tax assessment quotas
or gods. Field Audits staff indicated that in practice this means the Department has
determined that the overall god of the audit program isto promote voluntary compliance
with the tax law, asopposed to maximizing tax recovery. Fied Audits hasinterpreted this
to mean that a Sgnificant portion of its resources should be used to audit rdatively smal
businesses in order to increase the number of businesses audited and thus incresse the
“vighility” of enforcement efforts.

Audit Sdection and Tracking (AST), a working group within the Field Audit Section
comprising seven FTE, is responsible for selecting and scheduling specific businesses for
audit. AST isresponsblefor pre-audit research and anadlysisof businesses, audit selection,
and filesetup. Audit Sdlection and Tracking staff, in conjunction with Field Audit Section
managers, are responsible for developing an annud audit plan that specifies how Field
Auditswill use its resources in order to meet program gods for the coming year.

The audit mix for the Fidld Audit Section is composed of severd different audit programs,
which indlude the fallowing:
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* Local 1 and Local 2: These audit programs encompass audits of large and
medium-gze Colorado businesses whose records are located within the State.
AST uses specific thresholds, such as sdes tax remittances over a set dollar
amount, aswell as more generd criteria, such as gppearances on the Forbes 500
or on the Denver Business Journal’ s lists of largest Denver-area companies, to
identify Locd 1 and Local 2 busnesses. The Loca 1 businesses typicdly take
more than 300 hours to audit and the Local 2 businesses typicaly take between
80 and 300 hoursto audit. Companiesin these programs are audited every three,
four, or five years based on their audit history. For example, businesses with
higher dollar adjustments (i.e., the assessment or refund resulting from an audit)
and smdler decreasesin thelr adjustments over time are considered to be higher-
risk, or less compliant, and are classfied on athree-year audit cycle. Businesses
withlower dollar adjustmentsand greeter decreasesin their adjustmentsover time
are consdered to be lower-risk, or more compliant, and are classfied on four-
and five-year audit cycles. In Fisca Year 2002 the Local 1 and Locd 2 audits
produced about $23 million of Fidd Audits' total dollar production, or about 43
percent.

* Out-of-Sate: Thisprogram includesaudits of corporations doing businesswithin
Colorado but whose records are located outsde the State. AST sdlects out-of -
state businesses for audit after detailed review of dtate and federa tax returns,
SEC filings, and other taxpayer documentation. Businesses are reviewed every
four years to determine whether an audit is necessary. The Out-of-State audit
program provides a sgnificant percentage of the Field Audit Section’s annual
dollar production. Specificaly, in Fisca Year 2002, audits of businessesin this
category generated about $25 million, or around 47 percent of Fidd Audits' total
dollar production.

* Routine Metro and In-State: Businesses that are not dready included in one of
the other audit programs make up this group. These taxpayers are generdly
smaller busnesses that maintain their records in the State, and the auditstypicaly
take less than 80 hours to complete. Most of these audits do not result in large
assessments, but they are selected to establish audit presencein an areaand help
Held Audits achieve its god of promoting voluntary tax compliance. Audits of
businessesin this category are rarely repeated. The Routine Metro and In-State
audit programs together produced about 6 percent of Field Audits total dollar
production in Fisca Y ear 2002, or about $3 million.

The remainder of the Field Audit Section’s audit mix is composed of audits performed
through the Multistate Tax Commission, Minera Audit Program, IFTA/IRP agreements,
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and other specid projectssuch asbankruptciesand audit requestsfrom citiesand counties.
See the Overview for discussion on these types of audits.

In addition to the Sze and complexity of the audit, another factor that AST must consider
when scheduling businesses for audit in the Locd 1, Local 2, and Out-of-State programs
isthe gatute of limitations on taxes. Thisisimportant because Field Audits can only audit
taxes within the time frame dlowed by the State' s Satute of limitations laws. According
to Section 39-21-113(3), C.R.S,, the statute of limitationsisfour yearsfor incometax and
threeyearsfor dl remaining taxes. Oncethe Satute of limitationshasexpired, Fidd Audits
no longer has the authority to audit businesses' records. Therefore, AST must select and
schedule audits for businesses within the Loca 1, Locd 2, and Out-of-State audit
programs in a manner that minimizes the loss of opportunity to audit particular months
because the dtatute of limitations has expired. These scheduling consderations are
particularly important in cases where a business has a history of sgnificant assessments
resulting from audits by Fed Audits.

L ocal Government Audit Requests

Each year the Fidld Audit Section receives audit requests from the cities and counties that
have designated the State astheir agent to collect business-rel ated taxes such as salestax.
The audit requests, known as 1141 requests, are among Field Audits highest-priority
audits because of the importance of the potential additional tax revenues to loca
governments. According to the Department, asof theend of Fiscal Y ear 2002, therewere
about 200 citiesand countiesfor whichit collected gpproximately $500 millionin saestax.

Audits are usudly requested because the loca government has identified a problem with
abusiness. For example, the city or county may have reason to believe that abusinesshas
not remitted taxes owed or is remitting incorrect tax amounts. Audit Selection and
Tracking staff review audit requedts, determine if an audit is appropriate and, if o,
schedule the business for audit.

Inour July 1999 Sdes Tax Performance Audit, we noted problemswith the Department’ s
customer service provided to loca governments.  Specificaly, we found that the
Depatment had not addressed county and city concerns satisfactorily and that
communications between local governments and the Department needed to be improved.
Asdiscussad in more detail below, we continue to find problemswith the manner inwhich
audit requests from local governments are handled.
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In order to assess whether Field Audits completes local government audit requestsin a
timdy manner, we requested a list of dl such requests received by Field Audits during
Fiscd Year 2002. We found the following:

AST does not have a systematic tracking method to identify all the local
government audit requests received. The audit tracking system used to
monitor the satus of dl audits does not track incomplete audits by category or
type. Therefore, staff could not sysemdticaly identify thelocd government audit
requests received but not yet completed during the year except by manualy
reviewing theentireligt of auditsin progress and recalling by memory which audits
were loca government requests. Staff were able to provide us with a ligt of six
loca government requests completed in Fisca Year 2002, Without a tracking
system, however, we could not determine whether these Six requests were dl of
the requests received during the fiscal year.

Time framesfor initiating and completing local gover nment audit requests
areneeded. Althoughthe Fidd Audit Section’ saudit procedures manua states
that auditors are respongble for auditing requests “in a timey manner,” Fed
Audits has not further defined a required time frame for completion of the audits.
Usng the Field Audit Section’'s audit tracking system, we determined that the
length of time from the audit’ s assgnment date to its completion dete varied from
9 to 219 days for five of the six audit requests completed in Fisca Year 2002.
We could not determinethisinformation for the sixthitem based on theinformation
inthe Feld Audit Section’s audit tracking system.

AST did not adequately document the date of receipt for three of the six
completed local government audit requests. The audit procedures manua
requires saff to stamp al incoming audit request letterswith adate of receipt, and
daff dated that they place dl request letters in the audit file. However, in two
cases we found that the request letters were not in the audit file, and in the third
case the audit request letter was not stamped with a date of receipt. We were
uncble to determinethe receipt date of the remaining three audits becausethe hard
copy documentation within the files had been discarded in accordance with Field
Audits recordsretention procedures. Theseproceduresrequirethat Field Audits
maintain only electronicaly crested documentation.

Proceduresfor communicating audit resultsto therequesting entity would
improve customer service. Although saff indicated that auditors notify city or
county officials when arequest has been completed, we could not determine how
or when audit information was communicated to locd government staff for the
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three audit request files we reviewed. In order to ensure that loca government
offidds are informed of audit results, Field Audits should require that auditors
provide such information through forma correspondence and that arecord of the
correspondence be maintained.

To ensure that auditors are working to complete audits, staff stated that they monitor a
report of al incomplete audits. However, the current system’s inability to specificaly
identify dl local government audit requestsincreasesthe risk that Field Audit Section staff
may overlook one of these high-priority audits.

Recommendation No. 1:

The Department of Revenue should establish a systematic method for tracking loca
government audit requests and ensuring these audits are completed in atimely manner by:

a

Deveoping alog of requeststhat identifiesthe city or county submitting the request
and the date the request was received.

For those requests which lead to an audit, documenting within thelog the detethe
audit isassgned and completed. Inthoseinstancesinwhich no audit isperformed,
the Department should document the basis for this determination.

Maintaining audit request letters.

Establishing time frames for completing the audits and periodicdly evauating
whether time frames are being met and reasons for exceptions.

Reporting outcomes of dl audit requests to the requesting entity through formal
correspondence and maintaining a record of such correspondence.

Department of Revenue Response:
Agree.

a. Thelig of requestsfor audits of taxpayersin 1141 cities has been re-instated.
Audit Sdection currently mai ntainsan € ectroni c spreadsheet documenting 100
percent of al 1141 city/county audit referras submitted, who submitted the
referrd, date request received, employee working the case (date assigned
already captured on the mainframe) case status and completed information.
Implemented September 1, 2002.
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b. When the list was re-ingtated it included this requirement. Implemented
September 1, 2002.

c. Theletter will bemaintainedin afilein AST. Implementation by February 3,
2003.

d. The time frames for the completion of the audits are usudly defined by
assgnments in the in-gate travel program. Standards for completion and a
tracking system will be established and deviations from the standards will be
explained. Implementation by March 31, 2003.

e. Andectronic copy of the correspondence will be maintained. Implementation
by February 3, 2003.

Audit Focus

As mentioned earlier, the Department of Revenu€e' s present audit philosophy emphasizes
promoting compliance with the tax laws rather than identifying the maximum amount of
taxes owed to the State. To achieve this tax compliance god, the Field Audit Section
devotes a Sgnificant percentage of resourcesto auditing smal businesses (i.e., businesses
classfied in the Routine Metro and In-State audit programs). In Fiscal Y ear 2002 about
39 percent of the Fidd Audit Section’ saudit hours were used to audit Routine Metro and
In-State businesses; this is reasonably consstent with Fidd Audits budget of about 34
percent of hours to be used for auditing businesses within these audit programs.  Staff
indicated that auditing alarge number of small businesseshelpsFeld Auditsachieve broad
audit coverage in terms of the number of businesses audited and, therefore, achieve audit
presence in a geographic area or specific industry. Department staff believe that audit
presence promotes voluntary compliance with the tax law. Weare concerned, however,
that the current practice (1) is not equitable, in terms of allocating resources toward
businesses with the potentia for the largest assessments and therefore representing the
greatest risk, and (2) resultsin lost revenue to the State.

As mentioned above, Fidd Audits currently focuses about 39 percent of its resources on
Routine Metro and In-State businesses. On the basis of our review, however, large (i.e.,
Out-of-State, Local 1, and Local 2) noncompliant businesses represent a greater risk to
the State in terms of logt tax revenue than do noncompliant businesses within the Routine
Metro and In-State audit programs. Table 4 showsthat, in Fisca Y ear 2002, 90 percent
of Feld Audits tota dollar production was generated from audits of businesseswithin the
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Out-of-State, Local 1, and Local 2 audit programs (i.e., from audits of large businesses).
Incontrast, the Routine Metro and In-State audit programs, which cover small businesses,
generated only 6 percent of Field Audits tota dollar production for the same year.

Table 4: Department of Revenue Field Audit Section
Dollar Production vs. Audit Hours by Type of Audit
Fiscal Year 2002

50%

40%

30% T

20%

Percent of Tota

10% T

B m |

0% 1 T T T
Out-of-State Local 1/Local 2 Routine Other
Metro/In-State

Type of Audit
M % of Total Dollar Production B 9% of Total Audit Hours

Total Dollar Production = $52,125,200 Total Audit Hours= 84,100

Sour ce: Office of the State Auditor analysis of Department of Revenue Field Audit
Section data.

Notes: Statistics do not include atypical audits, which are auditsthat result in
unusually large assessments or refunds (e.g., atypical audits adjustments
totaled about $6 million for Fiscal Year 2002). “Other” audit typesinclude
severance tax audits, audits conducted by the Multistate Tax Commission on
behalf of the State, and multi-jurisdiction fuel tax audits.

The chart above also demonstrates that the Out-of-State, Local 1, and Local 2 audits
produce more dollars per audit hour than do the Routine Metro and In-State audits. For
example, in Fisca Y ear 2002 the Out-of-State, Local 1, and Loca 2 auditsyielded about
$1,000 in dallar production for every hour spent auditing. We ca culated thet over the last
four fisca years, thedollar production for these audits averaged over $900 per audit hour.
By contragt, the dollar production for both Routine Metro and In-State audits averaged
about $189 per audit hour for the sametime period. From the revenue generating and tax
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compliance perspectives, Field Audits resources would be more effectively used to
identify tax dollars owed to the State by concentrating additiona audit hours on large
businesses.

The Fidd Audit Section’s current policy to concentrate resources on auditing the State's
amdl businesses dso results in underutilization of some of Field Audits most senior
auditors. We analyzed data from auditors time records for Fisca Year 2000 through
May 31, 2002, and found that the senior auditors spend a Sgnificant percentage of their
time, or gpproximately 22 percent of their total audit hours, on Routine Metro and In-State
audits. Senior auditorsare highly trained staff that areresponsiblefor leading Field Audits
most complicated audits. Therefore, maximizing the time these staff spend on higher-risk
businesses would be a more effective use of Field Audit Section personndl.

Effective Utilization of Resour ces

To ensure that the Field Audit Section utilizes its resources in the most effective manner,
we believe it should audit more businesses within the Out-of-State, Local 1, and Local 2
audit programs. By shifting its efforts to auditing more of the State's larger businesses,
FHeld Auditswould be ableto audit agreater percentage of thetota tax dollars paid to the
State. As mentioned earlier, the Field Audit Section estimates that it audited about 3
percent of the total tax dollars paid in Fiscal Y ear 2002.

More emphasis on audits of Out-of-State, Local 1, and Local 2 businessesiin its annua
audit mix would dso hep Fdd Audits to audit businesses within their assgned audit
cycles. AST schedulesLocal 1 and Loca 2 businesses for re-audit every three, four, or
five years based on the results of prior audits. In particular, the highest-risk businessesare
audited every threeyearsin order to ensurethat Field Audits does not |ose the opportunity
to audit particular months because the statute of limitations has expired. However, inour
review of 20 Local 1 and Local 2 businesses (i.e, large, in-state businesses) audit
schedules, we found 10 businessesin which AST gaff scheduled the business s next audit
onefiscal year later than we determined on the bas's of the Field Audit Section’s audit
cycle criteria. In other words, in many instances businesses that should be audited on a
three-year cycle are audited on afour-year cycle. Thisisaconcern because Field Audits
loses the opportunity to audit particular months, since the satute of limitations has expired
as aresult of its method for scheduling audits for those businesses in the highest-risk
category (i.e., busnesses within the three-year audit cycle). AST daff indicated that
adherence to audit cycles is difficult due to limitations in resources, as well as the
complexitiesinvolvedin taffing and scheduling with repect to meeting specific audit cycles
for avariety of busnesses. While these are legitimate concerns, Field Audits should be
able to improve its adherence to these audit cycles by targeting more resources to the
higher-risk audits.
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The Fidd Audit Section needs to reevauate the current mix of audits. Specificdly, Fidd
Audits could limit the number of smadl busness compliance audits to ensure that its
resources are used more effectively. Kansas, for example, reserves 20 to 30 percent of
its audits for compliance and uses the remaining audits to pursue tax revenue. Kentucky
expectsto limit audits of small businessesto lessthan 10 percent of itstota audit mix for
Fiscal Year 2003. This compares with Colorado’s 39 percent of resources spent on
smaller auditsin Fisca Y ear 2002 noted eaxlier.

Recommendation No. 2:

The Department of Revenue should reevauate its audit sdlection methodology to achieve
a more reasonable balance between identifying tax revenues owed to the State and
promoting voluntary tax compliance.

Department of Revenue Response:

Agree. The Section has been focusing on increasing revenue through incressed
compliance by increasing its level of audits. Thiswasdonein accord with severd
studies, including onefrom the Interna Revenue Servicethat supportsthe concept
of the ripple effect of auditing. The indirect effect of auditsis, on the average,
about eventimesaslarge asther direct effect on revenue. The Section hasbeen
attempting to alocate resources optimaly acrossits various audit activities.

The Section will re-eva uateits selection methodol ogy toincrease revenue through
the audits of large case Local 1 and 2 taxpayers and out-of-state travel. The
implementation of thisrecommendation islimited by the availability of Locd 1 and
2 audits and funding for Out-of-State Travel. Re-evdudion will begin
immediately; methodology will be redrafted by January 1, 2004.

Recommendation No. 3:

The Department of Revenue should improve its adherence to established audit cyclesfor
businesses, especidly with respect to higher-risk entities.
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Department of Revenue Response:

Agree. The Fidd Audit Section bdievesit is doing agood job with the avalable
resources. The Section will continue to monitor Satute of limitations and
scheduling of appointments, but believes that foregoing a few months of audit
period is preferable to auditing less than a full 36-month audit period. Time to
capture exactly 36 monthsfor dl of the large audits assgned to an agent during a
year is impractical. If the Section is given additional resources this
recommendation can be implemented. Implementation would probably require
continuing or increasing the amount of sma| audits assigned to senior as“fillers’ to
work around large case appointments, a practice criticized in other parts of this
report. Implementation is ongoing.

Review of Business Data

To select businesses for audit, staff review various sources such as Forbes 500 business
ligings, Denver Business Journal listings of top businessesin the State, and referrdsfrom
the Fidd Audit Section’s field auditors. From these sources, staff judgmentaly select
certain businesses that should be reviewed to determineif the business has audit potentia.
Staff generdly sdlect businessesfor review onthe basisof information such asindustry type
or how much revenue the business gppears to generate in the State. The review process
includes compiling and andyzing information such as date and federd tax returns,
Department of Revenue tax liability account detail, outstanding tax assessments, business
location, and indudtry type, and then determining audit potential. Additiondly, saff
manualy examine listings of business tax information maintained by the Department to
ensure that larger businesses are identified for review and assessed for audit potentid.

In additionto the sources discussed above, Saff aso receive audit suggestions from other
sections within the Department such asthe Taxpayer Services Section and the Fair Share
Section. For example, AST receives referrals regarding businesses with sales or use tax
account problems, including not filing taxes or filing the incorrect amount of tax, and
businesses claiming large income tax refunds. AST reviews these businesses for audit
potentia and, if warranted, schedules the business for audit.

Although Fidld Audits approach for audit sdection identifies busnesses with audit
potential, we believe tha Fied Audits could streamline its review and sdlection of
bus nesses by using automated methods to perform aspects of thisprocess. For example,
gaff currently use audit software that alows them to manipulate and andlyze businesses
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electronic data. Field Audits could use this same software to andyze the business tax
account records maintained by the Department. The use of automated tools, rather than
amanua process, to review Department records would enable Field Audits to perform
greater andysis on the data in a more efficient manner and potentidly further refine its
selection process.

Inaddition, Field Audits should incorporate an eement of random selection of businesses
for audit. Thiscould aso bedone using the audit software that staff now utilize. Under this
approach, each business in the State has an opportunity of being selected for audit. FHed
Audits could take different gpproaches in sdecting the sample such as dratifying the
accounts between businesses whose sales tax remittances meet or exceed a certain
threshold and those that remit less than thisamount. Asindicated previoudy, businesses
that remit larger amounts of taxesare generdly higher-risk intermsof potentia revenuelost
totheStae Therefore, sorting the businessesin thisfashionwould help S&ff prioritizether
research efforts. Additiondly, staff could dratify the ligtings of businesses by location or
industry type, should Field Audits decide to concentrate its audit efforts on busnessesin
certain geographic areas or industries.

Recommendation No. 4:

The Department of Revenue should incorporate automated methods and random selection
in processes for identifying potential audit candidates.

Department of Revenue Response;

Patidly Agree. The Department of Revenue should devel op automated systems
to salect businessesfor review and audit, but not to make selections on arandom
basis. One of the business objectives of the Field Audit Section is to pursue
dternative methods for sdlecting entities for review and audit. The development
of an automated system to salect businesses for review and audit is the god that
the Department has favored in an idedl world. Theinquiriesthat have been made
this year have left no doubt that with the gpplication of enough money and
manpower a sophisticated automated system could be devel oped.

Within established audit sdlection categories the Section will pilot some basc
random selection to alow the assgnment and audit of a percentage of fileson a
randombasis. Implementation for October 30, 2003, with the implementation of
improvements in the Out-of-State review process discussed in Recommendation
No. 7.
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Risk-Based Audit Assignment

As previoudy mentioned, before conducting an audit, staff review each business to
determine itsaudit potentid. Once gaff determinethat an audit of abusinessiswarranted,
the business is added to the appropriate audit program inventory. Feld Audits currently
has a process in place to help ensure that larger businesses (i.e., Out-of-State, Locd 1,
and Loca 2 audit programs) are audited according to risk; however, we found thet Field
Audits has not developed similar risk-based procedures for prioritizing which smaler
businesses (i.e,, Routine Metro and In-State audit programs) are assigned for audit.
Prioritizing audit assgnments according to risk is important because, in any given fiscd
year, fidd auditors may not audit al of the businesses that were identified as having audit
potentia.

Once asmadl business has been reviewed and assigned to the Routine Metro or In-State
audit programs for audit, staff create an audit file, place thefile in adrawer, and create a
new audit on the Fidld Audit Section’s audit tracking system. Auditors then request one
of these files when ready to start a new audit. Audits that have been in inventory the
longest generally have priority over more recently created audits. Staff reported that
current events, changesinindustry statistics, or specid audit requestsmay increaseasmal
business s potentid to be audited sooner. However, audit assgnment for thisgroup is not
formalized and is generdlly handled on a case-by-case basis.

Developing prioritiesfor small taxpayer auditswould result inamore effective use of Feld
Audits limited resources. We contacted other states to identify approaches that AST
might consider to better target audits of smaler busnesses. We found the following:

» Kentucky targets one specific at-risk industry for 18 months before moving onto
another indugtry for the next 18 months.

» Cdifornia, Kentucky, and Nebraskauseinformation availableintheir Departments
of Revenue (or equivaent) to assign point values and rank businesses audit
potentia.

As mentioned earlier, Fidd Audits staff aready compile and review detailed data on
businesses and industries as part of the current review process. We bdieve Field Audits
could utilize this exigting information to develop and implement a forma approach for
prioritizing audit assgnments Smilar to those used in other Sates. In thismanner, the Field
Audit Sectionwould better direct the Routine Metro and In-State audit programsto target
potentialy higher-risk businesses.
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Recommendation No. 5:

The Department of Revenue should implement forma procedures for prioritizing the
assgnment of smal business audits

Department of Revenue Response;

Agree. Procedures will be developed that formalize the analysis that the auditor
who recaives an audit assgnment must follow before a decison to complete the
audit is made. The procedure will include a report to AST concerning the
decison. Theimplementation will be complete by April 30, 2004.

Accuracy of Audit Selection Information

Audit Sdection and Tracking gaff track and maintain large, in-state businesses within the
Loca 1 and Loca 2 audit programson two “meagter lists’ that contain information such as
business name and address, audit cycle classfication, next scheduled audit, account
numbers, and most recent audit statistics, including the net assessment or refund and hours
expended. The information on the master lists is used to determine businesses audit
cycles. Asmentioned previoudy, Field Audits god isto audit more compliant businesses
every four to five years and less compliant businesses every three years.

As part of our audit, we reviewed a sample of 20 businesses from the Loca 1 and Local
2 master ligsto determine accuracy and completeness of these ligts. We identified three
waysin which these master lists could be improved.

Accuracy and efficiency of compilation process. In 2 out of 20 ingtances, audit
adjustments from businesses' branch accounts were not included on the master lists.
These missed adjustments totaled $37,500. Further, we noted that AST’ s current
processfor compiling audit adjusment information for the master listsduplicatesefforts
already made by the Field Audit Section’ sfidd auditors. Aspart of the audit process,
auditors must compile and summarize audit results, including adjusments and refunds.
Therefore, instead of AST daff recompiling audit results for audit seection and
tracking purposes, fidd auditors should forward audit results along with audit cycle
recommendations to AST staff at the completion of each audit. Because the auditors
are morefamiliar with the busnesses, thiswould help ensure that accurate information
is reflected on AST master lists and that adjustments, such as those for branch
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accounts, are not inadvertently excluded from these lists. Although the missed
adjustments we identified were not large enough to affect the audit cycle classification
for the businesses reviewed, there is a risk that staff may incorrectly determine a
business s audit cycle based on erroneous information on the master ligts.

Completeness of information. Another problem we found with the magter ligsis
that they do not dways contain the most complete and accurate information regarding
abusness saudit results. Specificaly, AST does not include the results of protested
audit settlementsin the figures used to determine audit cycles. Businesses may protest
any assessment made by the Field Audit Section, and if the protest isdetermined vaid,
the origind tax assessment may be reduced. By excluding changes made as a result
of vaid protests, AST in these casesis basing busnesses audit cycles on incomplete
information. To ensurethat the master listsreflect find assessment and refund datafor
dl busnesses, Field Audits Protest Resolution staff should forward information
regarding the results of al protested audit settlementsto Audit Selection and Tracking
qaff.

Documentation of deviations. The third problem we found is that AST did not
adequately document reasons for deviations from audit cycles for 4 out of the 20
businesses we sampled. 1ssues may arise that warrant deviating from the established
audit cycles. In order to ensure that deviations are based on objective information,
gaff should clearly document these deviationson themaster ligt a thetimethedecision
is made.

Audit Sdection and Tracking staff use data from the Local 1 and Locd 2 madter liststo
track and determine audit cycle classfications for some of Colorado’ slargest companies.
Without complete and accurate data on these ligts, Field Audits cannot ensure thet it is
dassfying these businesses on the gppropriate audit cycle. Therefore, therisk isincreased
that a noncompliant business may be placed on aless frequent audit cycle than necessary
or amore compliant businessmay be audited more frequently than necessary. Asaresullt,
Hed Audits may not identify potentia tax revenue owed to the State or may be
ineffectively using its resources.

Recommendation No. 6:

The Department of Revenue should improve the process for compiling Local 1 and Loca
2 madter ligts by requiring that:
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a. Hddauditorscompileaudit results, makerecommendationsregarding audit cycles
per Audit Sdlection and Tracking (AST) criteria, and forward this information to
AST deff at the completion of each audit.

b. Protest Resolution staff communicateto AST gaff dl changesin tax assessments
and refunds resulting from the protest process.

Cc. Reasons for deviaions from busnesses assgned audit cycles are clearly
documented.

Department of Revenue Response:
a. Agree. Implementation complete by April 30, 2004,

b. Agree. Protest Resolution is currently providing Audit Selection with such
reports. Implemented August 1, 2002.

c. Agree. Documentation was provided in 100 percent of the test cases the
State Auditor questioned. Although deviationsdo occur, i.e., an auditor could
not get an appointment, field resources were not available, etc., and these
deviaions are not mentioned on the master list. Audit Selection and Tracking
retains the information supporting any deviations. Thisinformationisavailable
to the Chief Auditor and staff upon request. Already implemented.

Out-of-State Taxpayer Reviews

Asmentioned earlier, Audit Selection and Tracking reviews Out-of -State businessesevery
four years to determine audit potential. As part of this process, AST staff first conduct a
preliminary review to screen out cases where lack of audit potentid is rdatively easy to
determine. The remaining taxpayers undergo a “full review” before gaff make a
recommendation to Field Audit Section management that the business be considered for
audit. Thisfull review congsts of examining information such as the business' s state and
federa tax returns and Securities and Exchange Commission filings, and using this
information to calculate various financid ratios and perform other anadyses. An Out-of-
State “madter lig” is used to track the businesses within this audit program.

We reviewed a sample of 25 taxpayers fromthe Out-of-State master list. Wefound that
in 4 instances gaff did not consstently document their conclusions, comments, and the
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dispogition of the preliminary reviews. Audit Selection and Tracking's account of the
preiminary reviews ranged from no documentation at dl to minima commentsin the audit
tracking system or on the Out-of-State madter list.  Although staff use a checklist to
document theresults of full reviews, AST has not devel oped standardized procedures for
documenting the results of preliminary reviews. Such procedures would help ensure that
AST doesnot overlook potentia audit suggestionsand would reducetherisk of errorsand
irregularities.

We dso found that staff did not adequately document reasons for conducting afull review

of a business earlier than the standard four-year review cycle. Staff reported that a
business sreview cycle may change if information presented to AST dtaff warrants such
achange. However, pecific comments indicating why this business s file was reviewed

early were not documented. Again, to ensure the objectivity of the review process, staff

should clearly document any deviations a the time the decison is made.

Recommendation No. 7:

The Department of Revenue should improve the review process for Out-of-State
businesses by:

a. Devdoping standardized proceduresfor conducting and documenting preliminary
reviews of Out-of-State businesses for audit potentid.

b. Ensuring that reasons for deviations from review cycles are clearly documented.
Department of Revenue Response:
Agree.
a. Implementation complete by October 30, 2004

b. Implementation complete by October 30, 2004.
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| ntroduction

The FHdd Audit Section audited over 7,100 tax liabilitiesin Fiscd Year 2002. Asaresult
of these audits, Field Auditsidentified about $58 million in tax assessments and refunds.
FHeld Audits conducts most audits out of its main office in Denver, where approximately
60 auditors work. Feld Audits dso maintains four district offices in the State to audit
businesses outside of the Denver metro area. There are three auditors in Fort Collins,
three in Colorado Springs, two in Grand Junction, and one in Pueblo. Finaly, atotd of
four saff are located in other states (Cdlifornia, Texas, New York, and New Jersey) to
audit companies that do business in Colorado but maintain their records in locations
outside of the State.

Inaddition to those staff who conduct audits, four members of the Fidld Audit Section are
responsible for resolving protested audits. This group, known as Protest Resolution, is
responsible for determining whether abusiness's protest is vaid and, if so, adjusting the
auditor’ s origina tax assessment or refund as appropriate. 1f Protest Resolution cannot
resolve the protest or if the protest involvesinterpretation of tax law, it will refer the protest
to the Department’s Tax Conferee Section for further review.

We reviewed a sample of completed and protested audit filesand found that Field Audits
could make some improvements to its processes, which we discuss below.

Reviews of Audit Workpapers

As part of our audit, we reviewed a sample of completed audits in order to determine if
gaff followed Fidd Audits standard audit procedures and whether management’ sreview
of completed audits was adequate. We found the following:

* In4of 26 files, required forms were missing. The missng forms included
checklists to document that the agent followed al required audit gepsand aform
to document taxpayer acknowledgment of sampling techniques. Without these
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checklists and forms, Fied Audits cannot easly ensure tha its agents are
completing audits in compliance with guiddines.

* Inlof 36auditfiles, the assessment amountsfrom theaudit billing system,
tracking system, and workpapers did not agree. In this case, the audit
workpapers indicated that tax refunds were due to the business;, however, the
refunds were not on the billing system or audit tracking sysem. As a result, the
business did not receive a refund totding $66. After bringing this issue to their
atention, Field Audits management indicated that arefund would beissued to this
business. Although the amount in this case was relatively smal and this appeared
to be an isolated ingtance, it isimportant that Field Audits have adequate controls
over the billing and refund process to reduce the risk of errors and irregularities.

During our review, we found evidence that managers do not dways perform adequate
review of audit files to identify errors made by audit gaff. In addition to the problems
noted above, our review of protested audit files identified two instances in which errors
were made by auditors that affected the business's tax assessment. Both errors should
have beenidentified by Field Audits managersduring their review of the completed audits.

Currently Field Audits does not have a system for reviewing completed audits to ensure
that they are conducted correctly and consistently among the Field Audit Section’ sauditors
and that review procedures are adequate. Peer reviews are agenerally accepted method
used by audit organizations to ensure that audits are conducted appropriately. For
example, organizations that perform audits of governments must follow the United States
General Accounting Office’ sGovernment Auditing Standards. These standardsrequire
that audit organizations haveinternd quaity control syslemsin place and undergo periodic
externa quality control reviews by apeer organization. Fidd Audits Minerd Auditsand
IFTA/IRP audits undergo externa peer reviews in accordance with federa requirements
and interstate agreement guidelines. Developing a peer review process for Fied Audits

other audit programs will help improve audit qudity by reducing errors and ensuring
consistency acrossaudits. Congstency among auditorswill help ensurethat businessesare
treated equitably during the audit process and that errors and irregularities are minimized.
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Recommendation No. 8:

The Department of Revenue should improve audit procedures by:

a.  Ensuring that assessment amounts recorded in the audit file, audit tracking system,
and hilling sysemagree, and that al required forms are completed for each audit.

b. Deveoping and implementing an internd peer review process of completed audits
to ensure that appropriate and sufficient audit procedures and reviews are
performed. The Department should conduct apeer review on asample of audits
annudly and follow up on al exceptions identified.

Department of Revenue Response:
Agree.

a.  The Section had two vacant manager positions at thetime of theseerrors. We
now have sufficient managers due to filling those positions. The procedures
that are in place are adequate to have reasonable assurance that the
information in the reports is accurate. In addition, the Protest Resolution
function corrects any minor errors that escgpe the standard screening by our
managers, as evidenced by the identification and correction of thetwo errors
reported above. Already implemented.

b. The Section previoudy used peer reviews. They were discontinued because
the leve of error detected was margina and the cost of resourcesto carry on
the review outweighed the benefit. In order for a peer review procedure to
be practicd and the information to be meaningful, the review must be timely.

The diversgon of audit resourcesfrom the audit function may not bewiseat this
time due to the current budget shortfall. The need to focus resourcesin the
conduct of field audits must take precedence. When the current fiscal
difficultieshave passed the Section will evduatewaysto rapidly review current
work without interfering with auditing, billing and the protest resolution
Pprocesses.
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Analysis of Protested Audits

Under Section39-21-103, C.R.S,, al businesses audited by the Field Audit Section have
the right to protest the outcomes of their audits. Fidd Audits Protest Resolution group
receives these protests and determinesif they have been filed within the statutory time limit
of 30 days. For al protestsfiled timely, Protest Resolution then researches the protested
issues, which may include contacting the business, discussing the issues with the auditor,
and reviewing the audit workpapers. If the protest is determined to be vaid, Protest
Resolution gtaff make the gppropriate adjustmentsto the origind tax assessment or refund
amounts. Protest Resolution may aso refer the protest to the Department’ s Tax Conferee
Sectionif it cannot resolve the protest or if the protest involves interpretation of tax laws.
Generaly, Protest Resolution staff resolve protested auditswithin 30 days of receiving the
business' s protest or refer the protested audit to the Tax Conferee Section.

During our audit we found that the Field Audit Section does not routinely conduct aformal
anaysis of data on protested audits. Although Fidd Audits collects information on each
protest recalved, it does not systematically compile the data for anadlysis in determining
whether audit qudity isafactor affecting why auditsare protested. Weidentified two areas
where we bdieve anadyss could hep Fidd Audits monitor and potentidly improve the
quality of its audits.

Firg, the Field Audit Section should monitor the amount of origind tax assessments that
are adjusted as a result of resolving protested audits. As stated previoudy, Protest
Resolution may reduce a business's tax assessment for valid protests. Because Protest
Resolution reduces these assessments only when its interpretation of the facts about a
particular audit differsfrom the auditors or when the taxpayer provides additiond relevant
information, Field Audits should track and andyze the trends in this area to monitor the
soundness of the origind findings.

Analyzing the amount of tax assessments that are adjusted due to protested auditsisaso
important because some substantia reductionscan occur. Asindicatedin Table5, origina
tax assessmentsfor protested audits were reduced between 13 and 43 percent for Fiscal
Y ears 1999 through 2002.
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Table5: Department of Revenue Field Audit Section
Adjustmentsto Protested Audits
Fiscal Years 1999 Through 2002

Fiscal Year

1999 2000 2001 2002
Original Tax Assessed
(Protested Audits Only) $5.6 $10.7 $13.0 $10.9
Net Tax Reductions due to
Protests® 2 $2.4 $2.7 $1.7 $3.7
Adjusted Tax
Assessments (Protested $3.2 $8.0 $11.3 $7.2
Audits Only)
% of Tax Reduced 43% 25% 13% 34%

Sour ce: Office of the State Auditor analysis of data provided by the Field Audit Section.

Y Includes adjustments made by the Field Audit Section’s Protest Resolution group only and not
adjustments made by the Tax Conferee Section due to data limitations. Specifically, adjustments to
tax assessments for protests settled by the Tax Conferee are not tracked separately; Tax Conferee
tracks only total adjustmentsto tax assessments, interest, penalty, and penalty interest. During Fiscal
Y ear2002, protested auditsreferred to Tax Confereetotal ed about $18.8 million, whichincludesoriginal
tax, interest, penalty, and penalty interest assessed. Thisamount wasreduced by about $224,000 due
to settlements as of June 30, 2002.

2 Amounts are net of increases to tax assessments as aresult of settled protests. Further reductions
could occur in the future due to additional protests settled in favor of taxpayers.

Table 5 dso indicates that dthough the amount of origina tax assessments protested for
the four-year period was highest in Fiscdl Y ear 2001, the Protest Resol ution group made
sgnificantly fewer reductions to the tax assessments in that year compared with the
percentage of tax assessments reduced in the other fiscal years. This could suggest that
the quality of the Fidd Audit Section’s audits may have been better in Fiscd Year 2001
because thefidd auditors origind assessments were not reduced as much asin the other
years. Routingy compiling and tracking thesetypesof datacould help Fidd Auditsidentify
trends and issues in protests that may alow it to improve the quality of its audits and
reduce the time spent in resolving protests.

The second way in which the Fidd Audit Section could monitor the qudity of itsauditsis
to conduct more detailed andysis of how protested audits are resolved. This andys's
could help Field Audits determine possible reasons for variances in the amounts of
adjustments that resulted from settled protests. Currently Protest Resolution enters a
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comment for each resolved protest in its protest tracking database to describe its
resolution. For most audits, Field Audits uses only two categories to describe how it
settles protests: (1) the taxpayer provided additiond information that resulted inachange
inthe original tax assessment or refund, or (2) Protest Resol ution adjusted only the pendty
and/or penalty interest assessments.

During our review we noted a problem with the categories used to track how protested
auditsareresolved. Specificdly, the category “taxpayer provided additiond information”
isvague and should be further defined for two reasons. Firg, this category obscuresthose
protests in which the auditor has made an error. Fidd Audit Section staff indicated that
this category is dways used to describe the resolution of protests where assessments or
refunds are changed, even if the change was atributable in whole or in part to auditor
error. We reviewed a sample of 34 protested audits and identified 2 instances in which
errors made by the auditor contributed to the change in assessed tax for the audit.
Although gaff indicate that managers are notified of errors made by their auditorsand are
responsible for discussing the errors with auditors, Field Audits does not systematically
collect or anayze data on the number or types of errors made by the Field Audits
Section’ sauditors. Asaresult, Field Auditslosesthe opportunity to systematicaly identify
areaswherereview procedures should be enhanced and additiond training may be needed
to prevent other auditors from making Smilar mistakes.

Second, the category “taxpayer provided additiond information” does not describe what
type of information the business provided or why the business did not provide the
informationuntil after theaudit’ scompletion. Asaresult, Field Auditsmissesopportunities
to systematicaly identify and reduce these types of protests. For example, Protest
Resolution staff report that some audits are protested because the auditor did not givethe
business enough time to provide dl requested information. By capturing additiond detall
regarding the resolution of protests, Field Audits can identify specific problemsand work
to prevent Smilar protestsin the future.

Recommendation No. 9:

The Department of Revenue should work to reduce the number of protested audits by
improving its analyss of information regarding protested audits, including:

a. Tracking the percentage of the original tax assessments reduced as a result of
resolving protested audits.
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b. Anayzing the reasons for reductions in assessments, which should include further
Oefining the category “taxpayer provided additiond information” in order to
systematically track auditor errors.

c. Utilizingitsandyssto identify opportunitiesfor improving audit qudity, limiting the
number of protests received, and decreasing the amount of tax adjustments.

Department of Revenue Response:

a. Agree. Thisinformation isaready provided to the management of the Fied
Audit Section on a monthly basis on the “Protest Recelved and Settled
Report.” The report includes the percentage of tax, interest, penaty interest
and penalty collected. We will prepare an annua report from the monthly
report summary. The report will be prepared at the end of the current fiscal
year. Implementation by July 31, 2003.

b. Patidly Agree. The reports where the language “taxpayer provided
additional information” appearsarewidely distributed throughout theaudit and
tax determination Staff at the Department. The reports identify specific
auditors and audits and are an ingppropriate forum for the presentation of
specific auditor errors. Currently, the Protest Resol ution group sends a copy
of the correspondence with the taxpayer and supporting schedules to the
auditor’s manager who will communicate the information to the auditor. In
additionthe Protest Resol ution group communicatesviaa“DR 87" formtothe
Chief Auditor and the manager on any materid issues. When issues are
noticed that effect multiple audits the manager of the Protest Resol ution group
brings the issue before regular meetings of the Field Audit Section Group
Managers for discusson. The Section will explore better ways to
communicate. Implementation by July 31, 2003.

c. Agree. Each audit isbased on ataxpayer’sreturnsthat are characteristic of
that taxpayer’ s policy and staffing, and each audit has separate and digtinctive
adjustments and areas of dispute. Very sdldom is an issue common to more
than one audit. Theinformation contained in unique | etters to taxpayers does
not reedily lend itsdlf to meaningful generdization and subsequent andysis of
generd classfications. The Section will evaluate possible error tracking and
reporting. Implementation by October 31, 2003.




Department of Revenue Business Tax Audits - January 2003

Collection Efforts

As aresult of its audits, the Field Audit Section may determine that a business owes
additiona tax to the Department. Fied Auditsis responsible for billing businessesfor the
tax duein these circumstances. A business has 30 days from the date of the noticeto pay
the amount or protest the assessment. If Field Audits has not received timely payment or
notice of protest from the business, the account is referred to the Department’s Office
Collections Section and/or the Field Compliance and Crimina Tax Enforcement Section
for additiona collection efforts. Staff from these Sections utilize a variety of methods for
collecting assessmentsincluding filing bankruptcy dams, recording tax liensand judgments,
garnishing bank accounts, seizing property, and using private collection agencies.

During our audit we found that the percentage of Fidld Audits assessments that the
Department has collected appears low. Table 6 below indicates that the Department
collected between 22 and 51 percent of the net assessments made by Field Audits from
Fiscal Years 1999 through 2002. There are numerous factors that could affect low
collection rates, including timeliness of collection efforts, bankruptcies, liens, and
outstanding protested audits within the Tax Conferee Section, among others.

Table 6: Department of Revenue Field Audit Section
Net Assessments and Collections of Settled Audits
Fiscal Years 1999 Through 2002
(Dallarsin Millions)

Fiscal Year
1999 2000 2001 2002
Net Assessments! $34.4 $40.2 $715 $47.1
Total Collections? $125 $20.7 $23.4 $10.4
% of Net
Assessments
Collected 36% 51% 33% 22%

settled.

Sour ce: Office of the State Auditor analysis of data provided by the Field Audit Section.
1 Amounts are net of reductions to assessments due to protested audits that have been

2 Collection amounts rel ated to assessments could increase as a result of future recei gts.
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Since the effectiveness of the Field Audit Section is, in part, dependent on how well the
Department collects audit assessments, the Department needs to examine the underlying
causes of low collection rates and identify ways to improve these rates.

Recommendation No. 10:

The Department of Revenue should investigate ways to improve its collections process.

Department of Revenue Response:

Agree. The Section will benchmark with other states to evauate their collection
percentage and will look for additiona ways to improve the collection of our
audits. Implementation by December 31, 2003.

Field Audit Section Reporting

As part of our audit, we reviewed various reports prepared by the Field Audit Section.
Specificdly, we reviewed the Collections report, Director’ s report, Quarterly Audit Plan
report, and the Monthly Group Comparison report to verify accuracy and reliability of the
data. Wefound instanceswherethesereportseither did not reconcileto each other or had
classficationor caculation errors. The Fidd Audit Section and Department management
usethesereportsto manage resourcesand track progresstoward performance objectives.
The reports, therefore, should be accurate and reliable.

Collections Report

The Collectionsreport isproduced monthly and providesinformetion regarding theamount
of assessments collected and the amount of adjustments made by the Protest Resolution
group and Tax Conferee Section for the current fisca year and the previous nine fisca
years. Although the Field Audit Section is not primarily responsible for the collections
function, Fidd Audits prepares this report for its management. We found two problems
with the reports.

» Staff in some instances did not accurately account for total assessments
and for adjustmentsmadeto assessments. For Fiscal Y ears 1997 and 2001,
we found that the assessments amounts on the Collections report were
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approximately $429,000 and $48,000 less, respectively, than the assessment
amounts on the Director’s report. The assessment amount on the Director’s
report was about $80.6 million for Fisca Y ear 1997 and about $76.6 million for
Fiscd Year 2001. According to staff, the assessment figures on the Collections
report are obtained from the Director’s report; therefore, these figures should
agree. In addition, the amount of cancelled assessments on the collections report
was understated by $501,000 (about 6 percent of tota cancellations) for Fisca
Y ear 2000 and by $666,000 (approximately 13 percent of total cancellations) for
Fiscd Year 2001. A cancelled assessment occurs when either Fidd Audits
Protest Resolution group or Tax Conferee staff adjust a busness's originad tax
assessment or refund as a result of a protest. This is a highly sendtive area.
Therefore, reconciliations between key reports are important to ensure that
information is accurate and that errors and irregularities are minimized.

o Staffincorrectly calculatecertainratioson thereport. Thereport trackstwo
ratios.

Collections ratio: Thisis cdculated by dividing the amount of assessments
collected by tota tax assessments. Thisratio showshow well the Department
is collecting assessments.

Cancellationratio: Thisiscaculated by dividing theamount of reductionsto
the original assessments by tota tax assessments. Thisratio showsthe extent
to which assessments are reduced as a result of protested audits that have
been settled.

We found that staff had incorrectly caculated the ratios because while taxpayer refunds
are included in the numerators of both ratios, refunds are excluded from both
denominators. In other words, the numbers used to cal culate the ratios are not consistent,
and therefore the ratios do not yield accurate results.

When we recdculated these ratios by including refunds in both denominators and
correcting for the other errors noted, the collection ratios increased about 1 percent for
Fiscd Year 1997 and between 1 and 6 percent for Fisca Y ears 2000 through 2002. In
other words, the percentage of audit assessmentscollected by the Department wasactualy
more than the amount reported on the Collections report. In addition, the cancellation
ratios increased about 1 percent for Fiscal Year 1997 and between 1 and 2 percent for
Fisca Years 2000 through 2002. This means that the Department reduced more
assessments as a result of protested audit settlements than the amount reported on the
Collections report.
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Although staff indicated that completed Collections reports are reviewed for accuracy by
Held Audit Section management, the errors noted above were not identified as part of this
review process.

Director’s, Quarterly Audit Plan, and Monthly Group Comparison Reports

The Director's, Quarterly Audit Plan, and Monthly Group Comparison reports track the
number of audits, tota audit hours, and total dollar production from audits. Thesereports
are dl generated from the Fiedd Audit Section’'s audit tracking system; therefore,
information within the reports should agree.  We compared Director’s reports with
Quarterly Audit Plan and Monthly Group Comparison reports for Fisca Years 1997
through 2002 and found the following discrepancies.

C Total audit hoursand total dollar production did not agree between the Director’s
and Quarterly Audit Plan reports. Hours disagreed in three of the ix fiscdl years
withdifferencesranging from 14 to 2,923 hours, whiledollar production disagreed
in two fiscal years with differences of about $400 and $159,800.

C  Thenumber of audits and total audit hours did not agree between the Director’s
and Monthly Group Comparison reports. Both the number of audits and total
audit hours disagreed in two of the six fiscal years. Thenumber of auditsdiffered
by two and six audits, while the tota audit hours differed by 23 and 101 hours.

Held Audit Section staff indicated that they were aware that some differences between
these reports existed, but they had not determined the reason for the discrepancies.

FHndly, Feld Auditsstaff identified severd businessesthat wereincorrectly classfiedinthe
Fiscal Year 2002 Quarterly Audit Plan report. These misclassfications totaed 8,000
hours and about $2.7 million in dallar production. The Quarterly Audit Plan report needs
to be accurate because it is the only management report used by Field Audits that tracks
actua hours and dollar production against budgeted amounts. It isparticularly important
that Field Audits have an accurate tool to monitor how resources are being used if audit
resources are to be shifted toward larger, more high-risk audits. Implementing areview
process would help ensure that the all reports are complete and accurate.

Recommendation No. 11:

The Department of Revenue should ensure that Field Audits management reports are
accurate and reliable by:
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Implementing effective review procedures for al management reports to identify
and correct errors and discrepancies.

Egtablishing a threshold regarding acceptable difference amounts.

Investigating discrepancies that rise above established thresholds.

Department of Revenue Response:
Agree.

a. The Section will continue to monitor and evauate the cost effectiveness of
correcting computer programs. Management reports have never had unlimited
resources and it can become too expensve in research cost and/or
programming cost to fix the minor discrepancies now occurring. A procedure
to monitor will be implemented by October 1, 2003.

b. The Sectionwill evauatethreshold numbersand assessresourcesfor identifying
differencesand establish the unacceptabl e variances by October 1, 2003. (The
report and the system in question are now in the test phase of a recently
completed software program improvement. This will delay beginning an
evauation.)

c. Once thresholds are s, the Section will implement invedtigation of
discrepancies that go over the thresholdswhen they occur.  Procedure will be
implemented by October 1, 2003.
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