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Dear Mr. Urbach:

Pursuant to the State Comptroller's authority as set forth in Section 1, Article V of the State
Constitution and Section 8, Article 2 of the State Finance Law, we have audited the Department of
Taxation and Finance’s reported collections of withholding tax revenues for the period April 1, 1994
through March 31, 1996.

A. Background

The Department of Taxation and Finance (Department) administers the State’s tax laws.  In
fulfilling its responsibilities, the Department annually collects over $32 billion in State tax revenue and
over $13 billion in local taxes, including New York City and the City of Yonkers income taxes.  The
Department’s Processing and Revenue Management Division (Division) administers the withholding
tax program to ensure that employers appropriately deduct, report and submit employee wage
withholdings in accordance with Article 22, Section 671 of the New York State Tax Law.  For the
1995-96 State fiscal year, annual withholding tax collections totaled more than $18 billion from more
than 425,000 employers.  The Department contracts with Chase Manhattan Bank (Bank) to collect and
process New York State withholding taxes.  The majority of withholding tax collections are received
directly by the Bank.  The Department receives about $60 million (.3 percent of total collections), and
then forwards these collections to the Bank.  

Effective in 1990, the New York State Tax Law, Article 22, Section 9 required employers with
annual withholding tax collections equal to, or greater than, $400,000 to participate in the Department’s
PrompTax Program (PrompTax).  Under PrompTax, these employers must submit their withholding
tax payments via electronic funds transfer (EFT) or by certified check.  Smaller employers can also
choose to participate in the PrompTax program if they meet certain Department requirements.
Annually, PrompTax accounts for approximately 60 percent of all State withholding tax revenues.
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Smaller employers (non-PrompTax) account for the remaining 40 percent of withholding tax revenues
and must submit paper returns according to Department established criteria.

The Division's Accounting and Revenue Section receives and reconciles Bank withholding tax
deposit information on a daily basis.  The non-PrompTax deposit information received from the Bank
is in the form of deposit advices and magnetic tape.  The magnetic tape includes data concerning the
individual employers and the amounts remitted.  The data is extracted from the magnetic tape and
entered onto the Department's withholding tax computer system.  The Department compares the amount
remitted per the magnetic tape to the daily deposit advices for accuracy.  The Department also receives
daily PrompTax EFT deposit advices via on-line access to the Bank through their Chemlink system.
The Department then summarizes all receipts and reconciles all Bank and Department differences.
Monthly reports are prepared to summarize withholding tax collection activity.  Further, withholding
tax collection information is reported daily by the Bank to the Office of the State Comptroller (OSC),
which is responsible for investing the State’s revenues.  The Department also reconciles OSC’s
information to its monthly reports.

Prior to the 1992-93 State fiscal year, the withholding tax program was mainly administered
via a manual system.  In our prior audit (Report 90-S-46) of the old system as well as other audit reports
dating to 1981, we identified poor controls over withholding tax collections and other cash receipts
received at the Department.  Also, as reported in those prior audit reports, the Department had taken or
planned to take some steps to improve controls over cash receipts.  For example, the Department is
presently in the development phase of establishing a central cashiering unit to receive remittances of all
types of taxes sent by taxpayers.  Phase 1 of the implementation is scheduled for the Fall of 1996, with
the remaining three phases to occur thereafter; however, no formal timetable has been established.
Further, during the 1992-93 State fiscal year the Department implemented a new automated
withholding tax system.  This new automated system provides for quarterly reconciliations and results
in withholding tax refunds and employer withholding tax assessments. 

B. Audit Scope, Objectives and Methodology

We audited the Department’s withholding tax collection process for the period April 1, 1994
through March 31, 1996.  The objectives of our audit were to: 1) evaluate the controls over the receipt
of withholding tax revenues at both the Department and the Bank to ensure that adequate controls exist
to prevent loss or misuse of withholding tax revenues and to safeguard the State's assets, and 2)
determine whether the Department is reporting accurate and reliable withholding tax revenue data.  

To accomplish our objectives we surveyed current operations, which included a physical walk-
through of the Department's Withholding Payment Processing and Deposit Unit and the Bank's mail sort
operation.  We reviewed State laws, examined Department and Bank policies and procedures, reviewed
Department management records and reports, and interviewed Department, Bank and OSC officials.
We also reconciled Bank source documents of withholding tax revenue collected to the amounts
reported by the Department in their monthly reports as well as to the amounts reported by OSC for our
audit scope period. 
   

We conducted our audit in accordance with generally accepted government auditing standards.
Such standards require that we plan and perform our audit to adequately assess those operations of the
Department which are included within the audit scope.  Further, these standards require that we
understand the Department’s internal control structure and compliance with those laws, rules and
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regulations that are relevant to the operations which are included in our audit scope.  An audit includes
examining, on a test basis, evidence supporting transactions recorded in the accounting and operating
records and applying such other auditing procedures as we consider necessary in the circumstances.  An
audit also includes assessing the estimates, judgments, and decisions made by management.  We believe
that our audit provides a reasonable basis for our findings, conclusions and recommendations.

We use a risk-based approach to select activities for audit.  We therefore focus our audit efforts
on those activities we have identified through a preliminary survey as having the greatest probability
for needing improvement.  Consequently, by design, we use finite audit resources to identify where and
how improvements can be made.  We devote little audit effort reviewing operations that may be
relatively efficient or effective.  As a result, we prepare our audit reports on an "exception basis."  This
report, therefore, highlights those areas needing improvement and does not address activities that may
be functioning properly.

C. Results of Audit

For the two State fiscal years ended March 31, 1996, we found that the $36.1 billion in
withholding tax collections received by the Bank and the Department were accurately reported by the
Department.  We found no material differences in the Bank, Department or OSC records.  We conclude
that Department management has taken appropriate steps to ensure that daily withholding tax
collections are properly received, documented and deposited.  Our review identified, however, that
certain Department and Bank internal control processes could be strengthened to safeguard withholding
tax revenues.  In the absence of such controls, there is an increased risk that such revenues could be
subject to loss or misuse.  We also found that when EFT payments are sent in error by employers, the
Department returns the funds to the employers without the required audit and approval by OSC.

1. Department Processing of Withholding Tax Remittances

OSC has issued a User Procedure Manual to assist State agencies in implementing
sufficient internal controls over agency operations.  Internal controls is a process designed to promote
and provide an agency’s management with reasonable assurance that operational effectiveness and
efficiency, financial reporting reliability, and compliance with applicable law and regulation objectives
are achieved.  Internal controls over receiving and processing cash receipts (such as withholding tax
revenues received in the form of cash, checks or certified checks) include: prompt recording of all cash
received, adequate separation of duties among employees processing cash receipts, daily reconciliation
and deposit of cash receipts, and adequate protection of undeposited cash receipts.  The ultimate
responsibility for good internal controls rests with agency management.

Withholding tax revenues received at the Department are processed in the Withholding
Payment Processing and Deposit Unit (Unit).  The Unit includes 3 to 4 staff who share  responsibility
for processing withholding tax revenues for transmittal to the Bank.  We found that the following
processes need strengthening:

! All staff restrictively endorse checks, verify the bankability of checks, record received
dates on returns and prepare deposit transmittals without an adequate separation of
duties.
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! The Unit occasionally receives checks and/or documents that are incorrectly completed
or that are sent in error and must be returned to the taxpayer.  We found that, while the
Unit does maintain copies of such returned correspondence in individual taxpayer files,
the Unit does not maintain a record (control log) of returned correspondence to ensure
accountability of all returned items.

Good internal control procedures require an adequate separation of duties and control
logs to ensure accountability over transactions.  For example, rotating the various responsibilities among
the staff would provide for an adequate separation of duties and increased control.

The Unit also receives withholding tax checks during the day that cannot be transmitted
to the Bank on the same day for deposit.  When this occurs, checks not transmitted to the Bank are
restrictively endorsed and locked in a Unit file cabinet.  According to the Unit Supervisor, there are six
keys to this file cabinet that are assigned to Division supervisors, but the Unit does not maintain a key
distribution log for such authorized personnel.  The Unit Supervisor indicated that her key is kept in one
of the Unit staff’s unlocked desk drawer so staff can readily access and process these checks when she
is not available.  Since keys to the file cabinet are not fully restricted to only authorized personnel,
checks may not be adequately protected and could be accessible to persons other than properly
authorized personnel.

2. Bank Processing of Withholding Tax Remittances

We reviewed the Bank’s procedures for processing payments for both the non-PrompTax
and PrompTax program.  Our review showed that while there is a clear separation of duties among
Bank employees processing non-PrompTax checks, certified PrompTax checks are processed primarily
by one individual.   Bank officials stated that the relatively low volume of certified PrompTax checks
(2,000 per calendar quarter) but relatively high dollar volume, necessitated the handling of certified
PrompTax checks by one individual without “fragmentation” (separation of duties).

  In response to our preliminary report on this issue, Department officials stated that they
believed that the duties are adequately separated over certified PrompTax checks.  We remain concerned
that one bank employee is performing many of the check processing tasks,  including, for example:
verifying check bankability; assigning deposit serial numbers; calculating and verifying check and
return totals;  preparing the credit memo for the deposit amount; and forwarding the checks to data
entry.  This same employee has additional processing responsibilities that do not necessitate separation.
Officials stated that although the process is performed by this one bank employee, the employee is
bonded and has the skills necessary to handle the specialized processing of these checks.  Officials also
believe that secondary security controls (e.g., facility card access and surveillance cameras) further
support their contention.  We believe that Department management, which is ultimately responsible for
the processing of all withholding tax revenues, needs to take additional steps to ensure that sufficient
controls are in place to reduce the risk of lost or stolen checks.  Separating the check processing tasks
performed by this employee would provide for increased control.  

3. Electronic Funds Transfers

Section 111 of the State Finance Law states that " ... no moneys in the possession,
custody or control of any officer, agent, or agency of the state... shall hereafter be paid, expended or
refunded except upon audit of the comptroller."  OSC’s Personal Income Tax Refund Group audits
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overpayments and refunds of withholding taxes.  

The Division’s PrompTax Unit will initiate a reversal of a withholding tax EFT based
upon a request from an employer.  For example, an employer may remit too much withholding tax or
make a duplicate payment.  When this occurs, the employer would request the Bank to reverse the EFT.
The Bank will notify the PrompTax Unit of all reversal requests.  PrompTax Unit staff will contact the
taxpayer to discuss the taxpayer’s options with respect to the erroneous payment.  If the taxpayer still
wants the payment returned, the PrompTax Unit will contact the Division’s Accounting Unit and OSC's
Cash Management Unit to verify that the account has sufficient funds for reversal.  The Bank is then
notified of the result and processes the reversal, where applicable.

We found that the reversals are returned to the employers without the required OSC
Personal Income Tax Refund Group audit and approval.  To ensure compliance with the State Finance
Law, the Department needs to take the necessary steps to ensure all such reversals are audited and
approved by OSC.

Recommendations

1. Adequately separate duties among Unit staff who process withholding tax remittances for
transmittal to Chase Manhattan Bank.  Consider rotating withholding tax remittance
processing responsibilities.

2. Maintain a control record of all checks and/or documents that are returned to taxpayers.

3. Maintain a key distribution log and ensure only authorized staff have access to the file
cabinet.

4. Ensure Chase Manhattan Bank establishes an adequate separation of duties for processing
certified PrompTax checks.

5. In accordance with the State Finance Law, ensure EFT reversal transactions are remitted
to OSC’s Personal Income Tax Refund Group for audit and approval.

Draft copies of this report were provided to Department officials for review and comment.  Their
comments have been considered in preparing this report and are included as Appendix A.  The officials
were pleased with the report’s overall conclusion that withholding tax collections were accurately
reported.  Department officials agreed with four of the report’s five recommendations and indicated they
have already taken steps toward the implementation of recommended corrective actions.  The officials
disagreed with our recommendation to ensure that Chase Manhattan Bank establish an adequate
separation of duties for certified PrompTax checks.  They stated their belief that an adequate separation
of duties exists with regard to certified checks from PrompTax and indicated that the segregation of
duties is similar to those for non-PrompTax payments.  However, we remain concerned that one bank
employee performs many check processing tasks within this high risk area.  The position taken by
Department officials conflicts with generally accepted accounting principles related to good internal
control over such receipts.  Separating the check processing tasks performed by one employee would
provide for increased security and control over such receipts, which approach $3.2 billion annually.
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Within 90 days after the final release of this report, as required by Section 170 of the Executive
Law, the Commissioner of the Department of Taxation and Finance shall report to the Governor, the
State Comptroller and the leaders of the Legislature and fiscal committees, advising what steps were
taken to implement the recommendations contained herein, and where recommendations were not
implemented, the reasons therefor.

Major contributors to this report were Marvin Loewy, Arthur Smith, William Hughes, Katie
Gavigan, Michael Muth and Eileen Ryan.

We wish to  thank the management and staff of the Department for the courtesies and
cooperation extended to our auditors during this audit.

Very truly yours,

Kevin M. McClune
Audit Director

cc: Patricia A. Woodworth
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