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SUBJECT: Final Audit Report — The Internal Revenue Service Processed
Most Estate and Gift Tax Returns Accurately, but Some Estates
Did Not Receive the Maximum Tax Credit

This report presents the results of our review of the processing of Tax Year (TY) 1999
estate and gift tax returns. The audit objective was to determine whether estate and gift
tax returns were processed in accordance with tax law changes effective for TY 1999.

In summary, we found that most estate and gift tax returns were processed in
accordance with tax law changes. However, approximately one percent of TY 1999
estate tax returns filed during the period of our review were submitted on outdated
forms that showed a lower unified credit than allowable. Internal Revenue Service (IRS)
processing procedures were not designed to identify and adjust the understated credit.

Management's response was due on July 31, 2000. As of August 2, 2000,
management had not responded to the draft report.

Copies of this report are also being sent to the IRS managers who are affected by the
report recommendations. Please contact me at (202) 622-6510 if you have questions,
or your staff may call Gordon C. Milbourn Ill, Associate Inspector General for Audit
(Small Business and Corporate Programs), at (202) 622-3837.
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Executive Summary

The Internal Revenue Service (IRS) processed most Tax Year (TY) 1999 estate and gift
tax returns® in accordance with the provisions of the Taxpayer Relief Act of 1997.2
However, approximately 1 percent (197) of the 18,184 TY 1999 estate tax returns?®
processed by the IRS from November 1999 through March 2000 were filed on outdated
forms that showed a lower unified credit than allowable. RS processing procedures were
not designed to identify and correct the understated credit and the resulting $1.8 million
in miscalculated estate tax. If corrective actions had not been initiated, we estimate that

1 percent of approximately 125,000 TY 1999 estate tax return filers may have overpaid
$11.6 million in tax.

An estimated 428,000* estate and gift tax returns are expected to be filed for taxpayers
that either died or gave giftsin 1999. The Taxpayer Relief Act of 1997 changed various
exemptions, limitations, and exclusions associated with TY 1999 estate and gift taxes.
Implementation of these tax law changes required revisions to forms, instructions,
publications and computer programs.

Prior to 1999, the maximum unified credit amount was pre-printed on the estate tax
return.®> The latest version of the estate tax return does not contain a pre-printed unified

credit amount. Rather, the executor of the decedent’s estate must enter the appropriate
maximum allowable unified credit as determined by the taxpayer’s date of death.

The objective of this audit was to determine whether the IRS processed estate and gift tax
returns in accordance with tax law changes effective for TY 1999.

Results

The IRS put forth significant effort to prepare for the processing of TY 1999 estate and
gift tax returns. The IRS ensured that new legidation was effectively implemented
during the processing of most estate and gift tax returns, except when estate tax returns
were filed on outdated forms.

! Estate taxes are paid using the United States Estate (and Generation-Skipping Transfer) Tax Return (Form
706) series of returns. Gift taxes are paid using the United States Gift (and Generation-Skipping Transfer)
Tax Return (Form 709) series of returns.

% Pub. L. 105-34, 111 Stat. 845, 26 U.S.C.

3 United States Estate Tax Return — United States Citizen/Resident (Form 706).

4 Combines the IRS Statistics of Income projections of 125,000 estate tax returns and 303,000 gift tax
returns for Calendar Y ear 1999.

® United States Estate Tax Return-United States Citizen/Resident (Form 706).
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Most Estate and Gift Tax Returns Wer e Processed in Accordance with
Tax Law Changes

The IRS took the actions necessary to ensure that al forms, publications, instructions,
and computer programs related to estate and gift tax returns were updated to reflect the
appropriate tax law changes. The Internal Revenue Manual instructions were updated to
reflect accurate unified credit amounts, limitations, and exclusions.

Thelnternal Revenue Service Did Not Give Some Estate Tax Return
Filersthe Maximum Allowable Tax Credit

The Taxpayer Relief Act of 1997 increased the maximum amount of unified credit that
could be applied against a taxpayer’s estate tax to $211,300 for taxpayers® who died in
1999. Most estate tax returns were processed accurately, and the correct amount of credit
was applied. However, when estate tax returns were filed on outdated versions of the
form, the IRS did not always correct the understated amount of unified credit during the
processing of the returns.

The IRS procedures for handling estate tax returns did not cover the processing of older
versions of the form with a pre-printed unified credit amount. As aresult, when
processing TY 1999 edtate tax returns, the IRS did not identify and adjust the
understatement of unified credit on 197 returns and the resulting $1.8 million in
miscalculated taxes. If corrective actions had not been initiated, approximately 1,250’
estates of entitled decedents may have overpaid $11.6 million in tax. Based on results
that we provided to IRS management during the course of this review, they took the
necessary actions to eliminate the potential for any future problems with this issue.

Summary of Recommendations

We recommended that the Assistant Commissioner (Forms and Submission Processing)
review the applicable documents requesting computer programming changes to the
annual exclusion amount in order to rule out a systemic programming problem and study
the Code and Edit and Error Resolution instructions in the Internal Revenue Manual to
determine the cause of this processing problem.

® United States citizens/residents.

" Thisis a conservative estimate based on IRS Statistics of Income Calendar Y ear Projections for 1999
through 2001. The IRS receives estate tax returns for any 1 tax year during 3 calendar years. Thisis
because the returns are due 9 months after the taxpayer’ s death. With an extension, the estate tax return for
ataxpayer dying near the end of the calendar year might not be filed until 2 calendar years later.

(1 percent of 125,000 = 1,250)
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Management’ s Response to Office of Audit Memorandum: |RS management provided
an adequate, detailed response to our memorandum dated March 24, 2000 (see
Appendices V and VI). The documents requesting computer programming changes were
reviewed, and it was determined that the requirements were written and documented
correctly. Processing procedures were revised to ensure that all versions of estate tax
returns are coded and forced into the Error Resolution System when the unified credit
amount is not appropriate for the tax period of the return. Management also stated that a
different notice code would be used to alow tax examiners to provide a specific
explanation of the change to the decedent’ s estate.

Management’ s Response to the Draft Report: Management’ s response was due on
July 31, 2000. As of August 2, 2000, management had not responded to the draft report.
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The Taxpayer Relief Act of
1997 changed various
exemptions, limitations, and
exclusions associated with
estate and gift taxes.

Objective and Scope

The Taxpayer Relief Act of 1997* changed various
exemptions, limitations, and exclusions associated with
estate and gift taxes. The objective of thisaudit wasto
determine whether the Internal Revenue Service (IRS)
processed estate and gift tax returns? in accordance with
the tax law changes effective for Tax Year (TY) 1999.

In order to achieve our objective, we reviewed computer
extracts for 29,498 TY 1999 estate® and gift tax returns
processed by the IRS from November 1999 through
March 2000.* We performed additional research and
reviewed returns when processing data indicated a
potential difference from tax law provisions.

We performed this audit in accordance with Government
Auditing Standards from October 1999 through

April 2000. The audit was conducted at the National
Office and the Brookhaven IRS Center. Data and cases
reviewed were selected from estate and gift tax returns
processed nationwide.

Details of our audit objective, scope, and methodol ogy
are presented in Appendix I. Major contributors to this
report are listed in Appendix I1.

! Pub. L. 105-34, 111 Stat. 845, 26 U.S.C.

2 Estate taxes are paid using the United States Estate (and
Generation-Skipping Transfer) Tax Return (Form 706) series of
returns. Gift taxes are paid using the United States Gift (and
Generation-Skipping Transfer) Tax Return (Form 709) series of
returns.

% United States Estate Tax Return—United States Citizen/Resident
(Form 706). We also reviewed processing datafor 41Nonresident
Alien Estate Tax Returns (Form 706-NA). This report renders no
decision regarding the processing of Forms 706-GST and 706-GSD
due to the small number (14) of these returnsfiled during the period
of our review.

4 TY 1999 estate tax returns were processed by the IRS when
received because the due date is based on the decedent’ s date of
death. However, regardless of when TY 1999 gift tax returns were
received, the IRS processed them after January 1, 2000, because
they were not due until April 17, 2000.
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The Taxpayer Relief Act

of 1997 provided for gradual
increases to the maximum
amount of unified credit that
can be applied against a
taxpayer’s estate and/or gift
tax. For taxpayers who died
or gave giftsin 1999, the
maximum allowable amount of

unified credit was $211,300.

Background

Processing returns and implementing the provisions of
tax law changes were included on the list of the top 10
management issues facing the IRS. Implementation of
tax law changes affecting the processing of
approximately 428,000° estate and gift tax returns of
taxpayers who died or gave giftsin 1999 required
revisions to forms, instructions, publications, and
computer programs.

The Taxpayer Relief Act of 1997 provided for gradual
increases to the maximum amount of unified credit that
can be applied against a taxpayer’s estate and/or gift tax.
For taxpayers who died® or gave giftsin 1999, the
maximum allowable amount of unified credit was
$211,300.” This amount is scheduled to increase until it
reaches $345,800 in 2006.

A credit is an amount that eliminates or reduces tax. A
unified credit applies to both the gift tax and the estate
tax. The unified credit is subtracted from any gift tax
that a taxpayer owes. Any unified credit the taxpayer
applied to his/her gift tax in one year reduces the amount
of credit that can be applied to his/her gift tax in a later
year. If ataxpayer does not use the entire maximum
allowable unified credit during his or her lifetime, the
estate can use the remainder to eliminate or reduce estate
tax upon the taxpayer’ s death.

If the correct amount of unified credit was not used on
an estate and/or gift tax return and was not corrected by
IRS return processing procedures, the tax, refund,
account balance, and penalty and interest calculations
would be incorrect. Further, erroneous notices would be
generated and sent to some taxpayers.

® Combines IRS Statistics of Income projections of 125,000 estate
tax returns and 303,000 gift tax returns for Calendar Y ear 1999.

® United States citizens/residents.

" Estates of nonresident aliens were entitled to a maximum credit of
$13,000 (line 7 on Form 706-NA).
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The executor of a decedent’ s estate uses an estate tax
return form to figure the estate tax imposed by the
Internal Revenue Code.®? The estate return must be filed
within nine months of a taxpayer’s date of death.

In order to accommodate the future increases to the
unified credit amount, the IRS revised the 1999 estate
tax return.® Prior to 1999, the return had a maximum
unified credit amount appropriate for that particular tax
year pre-printed on line 11. However, for TY 1999, line
11 was left blank to accommodate the anticipated
changes to the unified credit over the next few years.
The executor of the decedent’ s estate must enter the
appropriate maximum allowable unified credit, which is
determined by the taxpayer’ s date of death.

Results

The IRS put forth significant effort to prepare for the
processing of TY 1999 estate and gift tax returns. It
ensured that new legidation was effectively imple-
mented during the processing of most estate and gift tax
returns, except when estate tax returns were filed on
outdated forms,

Most Estate and Gift Tax Returns Were
Processed in Accordance With Tax Law
Changes

The IRS took the actions necessary to ensure that all
forms, publications, instructions, and computer
programs related to estate and gift tax returns were
updated to reflect the appropriate tax law changes.
Requests for Information Services, the documents
submitted to the IRS Information Systems Division
requiring programming changes, were submitted timely

8 |nternal Revenue Code, 26 U.S.C. § 2001.
% United States Estate Tax Return—United States Citizen/Resident
(Form 706).
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Estate tax returnsfiled on
outdated forms showed a
lower unified credit than
allowable, which IRS
processing procedures were
not designed to identify and
adjust.

and reflected the correct dollar amounts, limitations and
exclusons. The Internal Revenue Manual processing
instructions were updated to reflect accurate unified
credit amounts, limitations, and exclusions. Most estate
and gift tax returns were processed in accordance with
the provisions of the Taxpayer Relief Act of 1997.

The Internal Revenue Service Did Not Give

Some Estate Tax Return Filers the Maximum
Allowable Tax Credit

Approximately 1 percent (197) of the 18,184 TY 1999
estate tax returns'® processed by the IRS from November
1999 through March 2000 were filed on outdated forms
that showed a lower unified credit than allowable. IRS
processing procedures were not designed to identify and
correct the understated credit and the resulting

$1.8 million in miscalculated estate tax. If corrective
actions had not been initiated, we estimate that 1,250
estates of entitled decedents may have overpaid

$11.6 million in estate tax.

We reviewed data extracted by specialized computer
programs for al TY 1999 estate and gift tax returns
(29,498) processed by the IRS from November 1999
through March 2000.

We identified no materia problems associated with the
processing of 11,314 gift tax returns. An in-depth
analysis of 58 randomly selected cases confirmed this
conclusion.

10 United States Estate Tax Return-United States Citizens/Residents
gForm 706).

! Thisisaconservative estimate based on IRS Statistics of Income
calendar year projections of estate tax returns filed for 1999 and the
error rate identified during our review (125,000 x 1 percent).

12 The IRS began processing TY 1999 gift tax returns after
January 1, 2000, because they were not due until April 17, 2000.
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However, we found that 535 (3 percent) of the 18,184
estate tax returns processed by the IRS were filed on
outdated versions of the estate tax return form.** These
forms showed a lower unified credit than allowable.
During processing, these estate tax returns were given
the unified credit amount that was pre-printed on line
11, rather than the maximum allowable amount of
$211,300 for taxpayers who died in 1999.

In 197 (1 percent) of the 18,184 cases, the
understatement of unified credit resulted in the
overpayment of approximately $1.8 million in estate tax,
an average of $9,329 per return. Since the remaining
338 (2 percent) of the cases had no estate tax due before
the application of the credit, there were no tax
consequences to the decedent’ s estate.

Based on IRS Statistics of Income estimates, we
calculated that 1 percent (1,250) of the projected
125,000 estate tax returns estimated to be filed for
Calendar Year 1999, multiplied by the average tax
conseguence of $9,329 per return, would equate to
approximately $11.6 million in understated unified
credit and miscalculated estate tax.

13 Estate tax returns for taxpayers that died in 1999 are processed on
an ongoing basis because the due date of the return is based on the
decedent’ s date of death.
14 United States Estate Tax Return-United States Citizen/Resident
gForm 706).

® Thisisaconservative estimate based on IRS Statistics of Income
calendar year projections for 1999 through 2001. The IRS receives
estate tax returnsfor any 1 tax year during 3 calendar years. Thisis
because the returns are due 9 months after the taxpayer’ s death.
With an extension, the return for ataxpayer dying near the end of
the calendar year might not be filed until 2 calendar years later.
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The Code and Edit and ERS
correction procedures for
estate tax returns did not
cover the processing of older
versions of the formwith a
pre-printed unified credit
amount. As a result, most of
these estate tax returns were
not coded properly and were
not routed to the ERS for
correction.

At the IRS Centers, the Code and Edit function scans
returns and ensures that returns with omissions or errors
are directed to the Error Resolution System (ERS) for
correction. The Code and Edit and ERS correction
procedures for estate tax returns did not provide
instructions covering the processing of older versions of
the estate tax return form with a pre-printed unified
credit amount. As aresult, most of these estate tax
returns were not coded properly, if at al, and most of the
returns were not routed to the ERS for correction.

We found that a small number of estate tax returns that
were submitted on an older version of the form were
coded in such a manner as to cause them to be routed to
the ERS. However, actions taken by ERS tax examiners
were insufficient to ensure correct processing. Further,
in some instances, their efforts caused the Integrated
Data Retrieval System (the IRS computerized tax
account system) to reflect incorrect processing
information and generate incorrect and confusing
notices to the decedents  estates.

Hypothetical case example

Appendix VI illustrates a hypothetical example of an
estate tax return filed on an outdated version (1998) of
the form and the most current version of the form
(1999).

In this example, we assumed the decedent’ s date of
death was February 5, 1999, which would have entitled
the estate to a maximum unified credit of $211,300.
However, the 1998 estate tax return has $202,050
pre-printed on line 11 because that was the maximum
allowable amount of unified credit for that particular tax
year.

We found that returns filed on an outdated form such as
this were usually processed without a correction to the
unified credit amount. In this hypothetical example

using the incorrect unified credit, the balance due would
be $57,501.

As shown in our illustration, the most current version of
the estate tax return (1999) has no pre-printed maximum
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The IRSrevised its processing
procedures to ensure that all
estate tax returns are coded
and forced into the ERSwhen
the pre-printed unified credit
amount on line 11 isnot
appropriate for the tax period
of thereturn.

unified credit amount on line 11. Therefore, the
executor of the estate would have put $211,300 on that
line and the result would be a correct balance due of
$48,251. Thisisadifference of $9,250 from the
calculation arrived at when the incorrect version of the
form was used. In our example, the decedent’ s estate
would have owed the IRS $9,250 less than the
executor’s calculations indicated.

Further, if the return had been filed late, the IRS would
have calculated the interest and penalties due on the
higher incorrect balance. If the tax had been paid when
the return was filed and the error had been corrected
upon issuance of a closing letter by the Examination
function, the IRS would then have to pay interest to the
estate on the $9,250 difference. This could be up to

18 months after the filing of the estate tax return.

Recommendations

The Assistant Commissioner (Forms and Submission
Processing) should:

1. Review the applicable documents requesting
computer programming changes to the annual
exclusion amount in order to rule out a systemic
programming problem.

2. Study the Code and Edit and Error Resolution
instructions in the Internal Revenue Manual to
determine the cause of this processing problem.

Management’ s Response to Office of Audit
Memorandum: The Acting Assistant Commissioner
(Forms and Submission Processing) provided an
adequate, detailed response to our memorandum dated
March 24, 2000 (see AppendicesV and V1). Processing
procedures were revised to ensure that all estate tax
returns are coded and forced into the ERS when the pre-
printed unified credit amount on line 11 is not
appropriate for the tax period of the return.

Management also stated that a different notice code
would be used to allow tax examiners to provide a
specific explanation of the change to the decedent’s
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estate. These actions should eliminate the potential for
any future problems with this issue.

Management’s Response to the Draft Report:
Management’ s response was due on July 31, 2000. As
of August 2, 2000, management had not responded to
the draft report.

Conclusion

In general, most estate and gift tax returns were
processed accurately and the amount of unified credit
applied during processing was correct. However, when
estate tax returns were filed on outdated versions of the
form, the IRS did not always correct the understated
amount of unified credit and miscal cul ated estate tax
during processing.

The number of estate tax returns filed each year is
expected to increase 18 percent by the year 2006. The
unified credit amount is expected to increase 4 more
times before reaching $345,800 within the same time
period. The increasing number of potentially affected
returns, combined with the numerous expected changes
to the maximum unified credit amount, increase the risk
and impact of this processing problem in the foreseeable
future. When we brought this issue to IRS manage-
ment’ s attention, they took prompt corrective action,
which should prevent any future problems with this
issue.
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Appendix |
Detailed Objective, Scope, and Methodology

The overall audit objective was to determine whether the Internal Revenue Service (IRS)
processed estate and gift tax returns in accordance with the tax law changes effective for
Tax Year (TY) 1999. To accomplish our objective, we:

|. Evaluated the effectiveness of controlsin place to ensure the accurate and timely
processing of estate and gift tax returns by the IRS in accordance with applicable tax law
changes.

A. Reviewed recent tax laws and determined the changes applicable to the processing of
TY 1999 edtate tax returns.

B. Reviewed recent tax laws and determined the changes applicable to the processing of
TY 1999 gift tax returns.

C. Reviewed the National Office Legidative Affairs Action Plan to identify the changes
which affected estate and gift tax returns and determined whether al the changes
were identified and the responsible individuals named to coordinate the changes.

D. Contacted the responsible individuals, held discussions and interviews, and
determined whether the necessary changes were made. Determined whether tax
forms, instructions, and publications were adequately revised to help taxpayers
comply with the new tax laws.

E. Determined whether the applicable Requests for Information Services were submitted
to Information Services and that computer programs were changed and in place to
ensure timely and accurate processing of estate and gift tax returns.

I1. Determined whether estate and gift tax returns were processed in accordance with tax law
changes and controls identified above.

A. Reviewed data extracted by specialized computer programs devel oped by the
Treasury Inspector General for Tax Administration’s Information Technology staff
onall TY 1999 estate tax returns processed by the IRS from November 1999
through March 2000:

18,184 United States Estate Tax Return-United States Citizen/Resident (Form
706); 41 Non-resident Alien Estate Tax Return (Form 706-NA);* 6 Generation

! Forty-one Forms 706-NA were reviewed. These estates were entitled to a maximum credit of $13,000

(line7).
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Skipping Transfer Tax Return for Distribution (Form 706-GST); 8 Generation
Skipping Transfer Tax Return for Terminations (Form 706-GSD).?

Performed a detailed analysis of 535 (3 percent) cases in which Forms 706
reflected a unified credit discrepancy and determined whether the cases were
processed accurately. Performed additional research on 197 of the cases that
reflected a tax consequence.

B. Reviewed computer extracts of all TY 1999 gift tax returns (11,314) processed by
the IRS from January through March 2000 and determined whether they were
processed accurately. No discrepancies were noted, but we selected a judgmental
sample of TY 1999 gift tax returns (58 cases) and determined whether they were
processed in accordance with recent tax law changes.

C. Selected and reviewed samples of outgoing notices that involved estate and gift tax
returns. Determined from Integrated Data Retrieval System (IDRS)? research if the
notice was accurate and clearly explained the issue involved to the taxpayer.

2 This report renders no decision regarding the processing of Forms 706-GST and Forms 706-GSD due to
the small number of these returnsfiled during the period of our review.

3 The IDRS enables RS employees to have instantaneous visual access to certain taxpayer accounts. Some
capabilities of the system include researching account information and requesting returns, entering
transactions and collection information, and the automatic generating of notices, collection documents, and
other outputs.
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Appendix I

Major Contributors to This Report

Gordon C. Milbourn I11, Associate Inspector General for Audit (Small Business and
Corporate Programs)

Richard J. Dagliolo, Director

Robert K. Irish, Audit Manager

Kathleen A. McFadden, Senior Auditor

Dolores Castoro, Auditor

Margaret F. Filippelli, Auditor

Carol Gerkens, Auditor

Joseph Butler, Computer Specialist
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Appendix IV

Outcome Measures

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

Finding and recommendations:

The Internal Revenue Service (IRS) did not give some estate tax return filers the
maximum allowable tax credit. The Taxpayer Relief Act of 1997* provided for a
maximum unified credit of $211,300 to be applied against the estate tax of taxpayers?
who died in 1999, if the credit had not already been applied towards gift tax during their
lifetime. We found that 1 percent (197) of the 18,184 Tax Year (TY) 1999 estate tax
returns processed by the IRS from November 1999 through March 2000 were filed on
outdated forms that showed a lower unified credit than allowable. IRS processing
procedures were not designed to identify and correct the understated credit and the
miscalculated estate tax during processing. As aresult, these estates overpaid their estate
tax by $1.8 million. If corrective actions had not been taken, we estimate that 1 percent
(1,250) of approximately 125,000 TY 1999 estate tax return filers may have overpaid
$11.6 million in estate tax.

We recommended that the Assistant Commissioner (Forms and Submission Processing)
review the applicable documents requesting computer programming changes to the
annual exclusion amount in order to rule out a systemic programming problem and study
the Code and Edit and Error Resolution instructions in the Internal Revenue Manual to
determine the cause of this processing problem.

Type of Outcome Measure;
Taxpayer rights and entitlements

Value of the Benefit:

The estates of 197 taxpayers who died in 1999 overpaid $1.8 million in estate tax by
submitting their TY 1999 estate tax returns on outdated forms. If the percentage and
average dollar of error cases identified in the sample remain the same, we estimate that
if corrective actions had not been taken, 1 percent (1,250) of approximately

125,000 TY 1999 estate tax return filers may have overpaid $11.6 million in estate tax
during the processing of their returns.

! Pub. L. 105-34, 111 Stat. 845, 26 U.S.C.
2 United States Estate Tax Return—United States Citizen/Resident (Form 706).
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Methodology Used to Measure the Reported Benefit:

We reviewed data extracted by specialized computer programs for all 18,184 TY 1999
estate tax returns® processed by the IRS from November 1999 through March 2000. We
performed Integrated Data Retrieval System research and requested data for all the
returns where the unified credit amount differed from the maximum credit allowed for
taxpayers who died in 1999.

We found that 535 (3 percent) of the 18,184* estate tax returns processed by the IRS were
filed on outdated versions of the estate tax return form.> These forms showed a lower
unified credit than allowable. During processing, these estate tax returns were given the
unified credit amount that was pre-printed on line 11, rather than the maximum allowable
amount of $211,300 for taxpayers who died in 1999.

In 197 (1 percent) of the 18,184 cases, the understatement of unified credit resulted in the
overpayment of approximately $1.8 million in estate tax, an average of $9,329 per return.
The remaining 338 (2 percent) of the cases had no estate tax due before the application of
the credit and there were no tax consequences to the decedents' estates.

Based on IRS Statistics of Income estimates, we calculated that 1 percent (1,250) of the
projected 125,000 estate tax returns estimated to be filed for Calendar Y ear 1999,
multiplied by the average tax consequence of $9,329 per return, would equate to
approximately $11.6 million in understated unified credit and miscalculated estate tax
that may have been overpaid.

3 United States Estate Tax Return—United States Citizen/Resident (Form 706).

4 TY 1999 estate tax returns are processed on an ongoing basis because the due date of the return is based
on the decedent’ s date of death.

® United States Estate Tax Return-United States Citizen/Resident (Form 706).
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Appendix V

Memorandum: Processing of Estate Tax Returns

DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

INSPECTOR GENERAL

for
ADMINISTRATION

March 24, 2000

Response Date
April 10, 2000

MEMORANDUM FOR ASSISTANT COMMISSIONER (FORMS AND SUBMISSION
PROCESSING)

FROM: Gordon C. Milbourn | st & 758 =

Associate Inspector General for Audit (Small Business and
Corporate Programs)

SUBJECT: Processing of Estate Tax Returns

This memorandum contains conditions we identified during our audit of the processing
of estate and gift tax returns by the internal Revenue Service (IRS). We discussed an
advanced draft of this memorandum with your staff. This issue will be included in an
audit report later this year.

Our audit team has been reviewing the processing of United States Estate Tax Returns
(Forms 706) filed for decedents who died during 1999. The executer of a decedent's
estate uses Form 706 to figure the estate tax impesed by the Internai Revenue Code,
26 U.S.C. § 2001. The estate return must be filed within nine months of the date of
death. The Taxpayer Relief Act of 1897, Pub. L. 105-24, 111 Stat. 788, 26 US.C. §
501, provided for a unified credit of $211,300 to be applied against the estate tax of
decedents dying during calendar year 1999. Any amount of this unified credit not
previously used against a decedent’s gift tax during his or her lifetime can be applied
against the estate tax due.

Our preliminary research indicates that some estate tax returns are not being given the
maximum allowable unified credit amount of $211,300 during processing. When the
unified credit claimed on these returns is not corrected during processing, the estate tax
is inaccurate. We estimate that over $11.6 million in unified credit will not be properly
applied during processing of Tax Year 1999 estate tax returns.

While we are still working on developing the root cause of this problem, it appears as if

the affected returns were filed on outdated Forms 706. Priar year forms had a pre-
printed unified credit amount appropriate for that particular tax year. Because the
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unified credit amount is being gradually adjusted upward over the next few years, the
latest version of the Form 706 does not contain a pre-printed unified credit amount.

We found that approximately 3% of estate tax returns were filed on the outdated forms.
We determined this by reviewing a computer extract of all estate tax returns processed
in IRS centers during a ten week period. We reviewed all cases where there was a
difference in the amount of unified credit allowed by law and the amount allowed by the
IRS.

We believe that certain actions need to be taken immediately because when a
decedent’s estate return is not credited with the allowable unified credit during
processing:

¢ The refund or balance due is not correct.
« The IRS will owe interest on the difference.

« The taxpayers are sent incorrect notices.

The number of estate tax returns filed each year is expected to grow 56% by the year
2008. In addition, the maximum unified credit amount will increase each year until it
reaches $345,800 in 2006. The multitude of changes combined with the increasing
number of potentially affected returns multiplies the risk of processing problems in the
foreseeable future.

We have contacted the IRS National Office Submissions Processing/Error Resolution
Program Analysts to discuss this issue. We suggested that they:

« review the applicable Request for Information Services that contained the
required changes to the annual exclusion amounts;,

« review the corresponding Functional Specification Package to rule out a
systemic programming problem; and

« study the applicable Code and Edit and Error Resolution Internal Revenue
Manuals to determine the cause of this processing problem.

Please advise us within 15 calendar days of any actions taken to alleviate these
conditions. If you have any questions, please call me at (202) 622-3837, or your staff
may contact Richard J. Dagliclo, Director of Audit, Submission Processing at

(516) 654-6028, or Robert K. Irish, Audit Manager, at (516) 447-4976.
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Appendix VI

Management’s Response to the Memorandum

DEPARTMENT ©OF THE TREASURY
INTERMAL REVENUE SERYICE
WASHINGTOM, D.C. 20224

ASSISTANT COMMISSIONER

SFORMS aND SUBMISSION WYAY 9 2000

PROCESSING.

MEMORANDUM FOR ASSOCIATE INSPECTOR GENERAL FOR AUDIT
(SMALL BUSINESS AND CORPORATE PROGRAMS)

FROM: Sheldon D. Schwi D v@/
Acting Assistant Commissioner
(Forms and Submyission Processing)

SUBJECT: Processing of Estate Tax Returns

In your memorandum dated March 24, 2000, you discussed conditions identified during
your audit of the processing of Estate Tax Returns. Your audit team raised concerns
about Estate Tax Returns filed on prior year versions of Forms 706 for decedents who
died during 1999. Thank you for raising these concerns to my attention.

During your review you found that some taxpayers were not claiming or receiving the
1999 maximum allowable unified credit amount of $211,300. The allowable credit
amount, which was lower in previous years, was pre-printed on prior revisions of
Form 706. Although your research was not yet conclusive, it appears that many
taxpayers who used the prior revision were not aware that they were entitled to a
greater credit than was printed on the form, so they claimed only the lower, pre-printed
amount. We were allowing the amount of credit claimed by the taxpayer rather than
increasing it to the 1993 maximum amount. We have now changed our procedures.
When the pre-printed amount is not the appropriate amount for the tax period of the
return and Schedule T is not attached, the return will be forced to Error Resciution
(ERS) for correction.

We also updated the ERS instructions to ensure that the maximum credit is allowed
when a Ferm 706 is filed on a return with a prior year’'s pre-printed credit amount. We
will send a notice to the taxpayer to explain why we lowered their tax. Since the
wording of the established notice codes would be confusing in this situation, we have
instructed the ERS examiners to use notice code 90, which allows far a write-in
explanation that will be tailored to the specific situation.

As you requested in your memorandum and as we have since discussed with your staff,

we also reviewed the Requests for Information Services and the Functional
Specifications Package to ensure that the changes related to the annual exclusion
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amount were made comectly. We found that the requirements were written and
documented comrectly.

If there are any questions regarding this matter, please cali me at (202) 622-2875 cra
member of your staff may contact Harry Anderson at (202} 283-0539.

cc. Executive Officer for Service Center Operations
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Hypothetical Case Example

OUTDATED VERSION OF FORM 706

Appendix VII

United States Estate (and Generation-Skipping Transfer)

Tax Return
{Rev. July 1998}
Estate of a citizen or resident of the United Ststes (see saparate instructions). To be DMB No. 1545-0015
Dapartment of the Treasury filed for decedents dymg after Dacember 31, 1997, and before Janusry 1, 1999.
Intemal Rovets Senica For Paperwork Reauction Act Notice, tee page 1 of the separate Instructions.
Ja  Decedent’s frst name and middle intial {and maiden name, it any) [th Uecedent’s lest name 2 Ducadank s sacial llcunly aq.
£
8|3 Lega rasidence (domicila) at time of death (county, state, and 3b Year domicile estadiishec| 4 Oate of Disth $ Oate of aem
3 Zif toae, or foraign couniry) / / ? 7
B (88 Name of oxecutor (see page 2 of the instructans) D ExeTInr's a0ress {(Number anG $irest InCIUGIng apartment o suite no. oc rufat
: raute; city, town, or post offica; state; and 2IP code)
E
r;}' Sc  Executors sotial security Aumber (see page 2 of tha instructions))
H d :
? Ja  Name and location of caurt where wili was probated or estale administered 70 Case number
-
T
S| 8 1 decedent died testate, check hera ™ [_) and attach a certified Copy of the will. | 8 It Form 4768 is attached, chack here & [@]

10

It Schadule R-1 is attached, check here » { |

1 Total gross estate less exclusion (from Part 5, Recepitulation, page 3, item 12) . [ 1 r_,,ié a0
- 2 Total aliowable deductions (from Part 5, Recapitulation, page 3, item23) . . . . . . . . . 2 o
3 Taxable estate (subtract line 2 from tines 1) . 13 ] Y
4 Adjusted taxable gifts (total 1axable gifts {within the meaning af section 2503) made uv the decedenx
atter December 31, 1976, otner s that are inchudible in decedent's grbss estate (section 2001¢0) | 4] a0
5 Addlines3anda . . .. AU s | PYL S4e 00
6 Tentative tax on the ammm\ on \lr\l 5 from Table A on page 10 al the ms!mcﬂons . . ] 100
7a It ling § exceads $10000.000, anter the tesser of fine 5 or $17,184,000 #
ine 5 is $10,000,000 or less, skip lines 7a and 7b ang enter -0- on lina 7¢, | 73
b Subtract $10000,000 from neTa . . . . . . . . . . .LT®
© Enter 5% (0S) oflne7b . . . e e e e e e e e e e e Tc oo
[ ma)zemammx(accxmessana7c) S e 8 AFY, 1-X.3
9 Total gift tax payable with respect 10 gifts made by the deceden afier December 34, 1976. include Oift
3 1axes by the decedent's 5pouse for such spouse’s share of split gifts (section 2513) onfy if the decedent
= was the doadr of these gifts and they aré includibie in the decedent's gross estate {see insinuctons) 9 100
2110 Gross estato tax foubtract ine 9 fom n@ B) . . . L . . . L oy oo " x| 28¥ 39300
€111 Maximum unfied credt against estate tax . . Bl 202,050} 00
‘: 12 Adjustment to unified credit. (This adjustment may aat exceed $& Qqa
2 See page 7 of the instructions.) , . . . . . - . .o ¢leo
1113 Allowable unified credit (subtract line 12 bom 608 TU. . . . . . .+ . . . . - 13 K02 050100
S 114 Subtract line 13 fram fine 10 (put do not enter less than zerd) . . . . 14 34300
& 1145 Credit for state death taxes, Do not enter more than line 14. Figure the credn by using the amount on
ine 3 less $60,000. Sea Table B in the instructions 3nd attach credit evidence (see instrustions) 15 42,00
16 Subtract ling 15 from fine 14 . . PN FE S . Sosrlo0
17  Credit for Federal gift taxes on pre-1977 qms (seetmn 2012) (ana.:n gutati 1? o oo 4
18  Credit for foreign death taxes (from Schedule(s) P). (Attach Form(s) 706-CE ) 18
19 Credit for tax on grior transfers {from Scheduwia G}, . . . . . . 19 Q
20 Total (add iines 17,38, and 18) . . . . . . . . s v e 0w e e e 20_,_,.__@1,_
21 Net estate tax (sublract line 20 from line 18} . . . e 21 51.2'2,1,_22
22 Ganeration-skipping transfer taxes (from Schedul2 R, Pan 2, lmc 10) S e e e e e e e fﬁ
23 Total transfer taxes (add Jnes 21 &G 22) . . . . . . . .+ . .. - o o - 23 So/ |00
24  Prior payments. Explain in an anached statemeat . . . . A2
25 United States Treasury honds redeemed in payment of estate tax . . 25
28 Total (acd fines 24 and 25). 25 o100
27 Balance due (o overpayment) (subtram Vine 26 from line 23). .. 27 S50/ 108
Undar panaitios of penury, | dectass that { nave examined tis retum, including chedules and anG 10 106 pest of my knowiedge and beie,

A i8 Lrue, comect, and complate. Declazation of preparer other than the executor is basi

ed on all information of which prapaer has any knowledge.

Signature(s) of executor(s)

Date

—_———

Signature of preparer other than execulor Address (ano ZiP code)

Cat. No. 20548R

Date
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Form 706

CURRENT VERSION OF FORM 706

United States Estate (and Generation-Skipping

{Rev. July 1989) Transfer) Tax Return
Estate of a citizen or resident of the United States (see separate instructions). OMB No. 1545.0015
of the Treasury To be filed for its dying after D 31, 1998
Intemal Reverue Servica . For Paperwork Reduction Act Notice, see page 1 of the separate instructions.
N 1a Decedent's first name and middie inital (and maiden name, if any) |1b Decedent’s [ast name 2 Decedent’s Social Security No.
8 . .
§ 3a Legal residence (domicile) at time of death (county. state, and 3b Year domicile established| 4 Date of birth § Date of d‘e '
> ZIP code, or foreign country)
: _ 2/5/99
E 6a Name of executor (see page 4 of the instructions) &b Execum_r's address (number and strest including apartment or suite no. of rural
z route: city, town, or post office; state; and ZIP code}
§ 6¢ Executar's social security number (see page 4 of the instructions).
o H H *
o . H
? 72 Name and iocation of court where will was probated or estate administered L7b Case number
-
é 8 If decedent died testate, check hete & [} and attach a certified copy of the will.| 9 _If Form 4768 is attached, check here » []
10 ¥ Schedule R-1 is attached, check here & []
1 Total gross estate less exclusion (from Part 5, Recapituiation, page 3, item12)™. . . . . . . {1 ¢+ 980l00
2 Total allowable deductions (fram Part §, Recapitulation, page 3, item 23} . . . . . . . 2 227434 oo
3 Taxable estate (subtractline 2fromlime 1) . . . . . . . . 0 . - . e . e . - 3 R¥L 5461 00
4 Adjusted taxable gifts {total taxable gifts (within the mearing of section 2503) made by the decedent 7
after December 31, 1976, other than gifts that are includible in decedent's gross estate (section 200G |4 Q109
5 AGOINES3ANGA . « &+« v 0 e e h et e e e e e e e e 5 Fd2 S¥6| 00
6 Tentative tax on the amount on fine § from Table A on page 12 of the instructions . . 6 £ fyl']a'?? o0
7a If line 5 exceeds $70.000.000, enter the lesser of line 5 or $17,184,000. If
line 5 is $10.000.000 o less, skip lines 7a and 7b and enter -0- on line 7c. | 7a | oloe
b Subtract $10,000.000 fom ke 78 . . . . . . . . . . LB
G EMBrE% (0S) Of N TD + » v o+« e e e e e e e e e e e e e Jc Q\op
B Total temative tax (add lineS 6and 7€) . . . 4 4 4 s . e a e e e 0 a0 - 8 33‘/,3?3 op
9 Total gift tax payable with respect to gifts made by the decedent after December 31, 1976. Include gift
3 taxes by the decedent’s spouse for such spouse’s share of spiit gifts {section 2513) only if the decedent
-% was the donor of these gifts and they are includible in the decedent's gross estate {see instructions) 9 Q100
5|10 Gross estate tax {subtract line 9 from lne 8) . . . . . . . . . e e e . 10 P o0
E|1 Maximum unified credi {applicable credit amount) against estate tax .1 11 /4, 300 100
‘: 12 Adjustment to unified credit (applicable credit amount). {This adjustment o lee
2 may not exceed $6,000. See page 4 of the instuctions) . . . . .12
1113 Altowable unified credit {applicable credit amount) (subract fine 12 from line 11). . . . . . 13 ‘Z//) Joo |oo
; 14 Subtract line 13 from line 10 (but cio not enter less than zero} . . . . . . . . . . . 14 73 0931006
& 145 credit for state death taxes. Do nat enter mare than line 14, Figure the credit by using the amount on 4
line 3 less $60.000. See Table B in the instructions and attach credit evidence (see instructions) . 1s 2§42, 100
16 Subwactline 15fromline 14 . . . . . . . . . o . . .. e e e 15 |89
~ |17 Credit for Federal gift taxes an pre-1977 gifts (section 2012) (attach computation) 17 olo ’
18 Credit foe foreign death taxes (from Schedule(s) P). (Attach Form(s) 706-CE.) 18 o)
19 Credit for tax on prior transfers from Schedule @. . . . . . 22 0 92
20 Total(addnes17.18,and 18] « « o « « . 4 0 e e s e e e e e e e e s 20 o |90
21 Net estate tax {subtract line 20 fromline 16) . . . . . . . . . e e e e . 21 4?] s/ |2¢
22 Generation-skipping transfer taxes ffrom Schedule R. Part 2,fine 100 . . . . . . . . . 22 Q0o
21 Total wansfer taxes (add ines 21 80A 220 . - . . . . . . . . o oa o e .. 23 00
24  Prior payments. Explain in an attached statement . . . . . . L2a ] o lon
25 United States Treasury bonds redeemed In payment of estate tax . . L25
26 Total (addfiNES 24 8N 25). . . . . e . e e e e e s e e s e e e s s 26 Qloo
27 Balance due (or overpayment) (subtract fine 26 from line 23). . . . . . . . . . . - [21] #825/100
Under penalties of perjury. | declare that | have this rewirn, i ing schedules and and to the best of my knd(vledge and belief,

Y
it is true, camrect, and complete. Declaration of preparer ather than the executor is based on ail information of which preparer has any knowledge.

Signaturi

e{s) of executor(s)

Date

Signature of preparer other than executor Address (and 2ILP code)

Cat. No. 20548R

Date
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