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Proposal:   Repeal full vesting on partial termination of qualified retirement plans

Present Law

Section 411(d)(3) of the Internal Revenue Code requires qualified retirement plans to provide for full vesting upon partial plan termination.  It was added by section 1012 of the Employee Retirement Income Security Act of 1974 (ERISA) and has not been amended since.  The Code does not define “partial termination.”  The regulations provide that whether a partial termination occurs shall be determined by the Commissioner with regard to all the facts and circumstances in a particular case.  Treas. Reg. § 1.411(d)-2(b)(1).

Description of Proposal

Repeal the requirement under section 411(d)(3) that benefits become fully vested upon a partial termination of a qualified retirement plan.

Analysis

The partial termination rules impose significant administrative burdens due to the uncertainty of whether and when a partial termination occurs.  Moreover, the benefit to participants of full vesting upon partial termination has diminished over time.  The vesting schedule requirements applicable to qualified retirement plans have been greatly accelerated since ERISA was enacted.  Section 411(a) originally required either 10-year cliff or 5- to 15-year graded vesting.  ERISA, section 1012.  The current section 411(a) requirement is 5-year cliff or 3- to 7-year graded vesting.

Conclusion/Recommendation

The requirement under section 411(d)(3) that benefits become fully vested upon a partial termination of a qualified retirement plan should be repealed to reduce employers’ administrative burdens without significantly affecting employees.

Proposal:   Harmonize and simplify education-related tax provisions
Present Law

Included in the Internal Revenue Code are education incentives that may be divided into two general categories: (1) those that are intended to help taxpayers meet current higher education expenses and (2) those that encourage taxpayers to save for future higher education expenses.  
The first category includes provisions that may be divided into three main subcategories: (1) exclusions from taxable income such as scholarships (section 117) and employer-provided education assistance (section 127); (2) deductions including the student loan interest deduction (section 221) and the tuition and fees deduction (section 222); and (3) credits including the Hope Credit (for tax years 2009 through 2012, referred to as the American Opportunity Tax Credit) and Lifetime Learning Credit (section 25A).  
The second category, intended to fund future education, includes educational savings bonds (section 135), qualified tuition programs or QTPs (section 529), and Coverdell Education Savings Accounts or ESAs (section 530).

The various provisions contain numerous and differing eligibility rules summarized in the accompanying tables.  

Description of Proposal

Possible measures for simplifying the tax benefits for higher education include:

1.
Replace tax incentives (i.e., Hope Credit, American Opportunity Tax Credit, Lifetime Learning Credit and the tuition and fees deduction) intended to help taxpayers meet current higher education expenses with one new or revised credit.  Combining features of these into one credit would simplify the tax benefits and remove duplicative provisions relating to higher education expenses.  
a.  
The credit should be on a “per student” rather than a “per taxpayer” basis, offering a potentially larger tax benefit per family.
b. 
The credit should be available for any year of postsecondary education, including graduate-level and professional degree courses. 

c. 
The credit should only be available to students meeting the definition of “student” under section 25A(b)(3).

d. 
The credit should have a lifetime limit rather than an annual limit.
e. 
The tax return reporting requirement should continue including the SSN of the student associated with the expenses claimed with respect to the credit taken for the tax year.  Accordingly, amounts claimed over time could be tracked by the student’s SSN. These changes may result in improved compliance and enforcement.
f. 
The credit should be 100% refundable and phased-out for high income taxpayers.  The phase-out limitations should be consistent with any other education-related incentive.

g. The credit should be claimed on the parents’ return as long as the child is a qualifying dependent of the parent.

2.
Create a uniform definition of qualified higher education expenses” (QHEE) for all education-related tax provisions.  Specifically, QHEE should include tuition, books, fees, supplies and equipment.   Also, the terms “special needs services” and “special needs beneficiary” should be clearly defined.   

3.
Coordinate the phase-out amounts for the student loan interest deduction and the educational savings bonds and Coverdell Education Savings Accounts exclusions with the new or revised tax credit intended to help taxpayers meet current higher education expenses.  All education-related tax provisions should have the same AGI limitations.  The concern for excessively high marginal rates resulting from coordinating phase-out provisions should be alleviated by substituting one credit for the several benefits that exist today. In addition, any remaining concerns could be addressed by widening the phase-out range which would still permit coordination that could simplify matters for taxpayers and improve their understanding of eligibility.

Analysis
For many taxpayers, analysis and application of the intended incentives are too cumber​some to deal with compared with the benefits received.   The GAO estimated that for tax year 2005, 19 percent of eligible tax filers did not claim either a tuition deduction or a tax credit that could have reduced their tax liability by an average of $219, probably due to the complexity of the tax provisions.  Further, according to GAO research, although the number of taxpayers using the educational tax credits is growing quickly, the complexity of the tax provisions prevents hundreds of thousands of taxpayers from claiming tax benefits to which they are entitled or which would be most advantageous to them.   Finally, there is evidence that the regressive nature of the provisions prevents low-income taxpayers from getting the tax benefit that Congress envisioned.

The complexity and interaction among the various provisions is a recurring theme.  At the Spring 2008 House Ways and Means hearing on higher education tax incentives, Karen Gilbreath Sowell, Treasury's deputy assistant secretary for tax policy, commented that “with more than ten million families claiming tax benefits to help finance higher education each year, Congress must ensure that these benefits work as intended” and that “the complexity of the education tax incentives increases record-keeping and reporting burden on taxpayers and makes it difficult for the IRS to monitor compliance.”  

For example, eligibility for one of the two education credits depends on numerous factors including the academic year in which the child is in school, the timing of tuition payments, the nature and timing of other eligible expenditures, and the adjusted gross income level of the parents (or possibly the student).  Further, in a given year a parent may be entitled to different credits for different children, while in subsequent years credits may be available for one child but not another.  Both types of credits are dependent on the income levels of the parents or the child attempting to claim them.  Further complicating the statutory scheme, the Code precludes use of the Lifetime or Hope (American Opportunity Tax) Credit if the child also receives tax benefits from an ESA.  Although the child can elect out of such benefits, this decision also entails additional analysis.

An additional complicating factor is the phase-out of eligibility based on various AGI levels in six of the nine provisions.  This requires taxpayers to make numerous calculations to determine eligibility for the various incentives.  Since there are so many individual tests that must be satisfied for each benefit, taxpayers may inadvertently lose the benefits of a particular incentive because they either do not understand the provision or because they pay tuition or other qualifying expenses during the wrong tax year.

In addition to the complexity described above, there is evidence that erroneous application of the Hope Credit is making a significant contribution to the “Tax Gap.”  A 2009 TIGTA report identified approximately 203,000 taxpayers who claimed the Hope Credit for the same student for the three consecutive years ending in Tax Year (TY) 2006 (TYs 2004, 2005, and 2006).  The amounts of the credits inappropriately claimed in TY 2006 averaged close to $1,500 and totaled just over $300 million.  Over 58,000 of these taxpayers claimed the credit for the same student for four consecutive tax years (TYs 2004 through 2007).  The amounts of the credits inappropriately claimed for a fourth year totaled almost $80 million.  In a separate report, more than 169,000 taxpayers were identified who claimed the Hope Credit for the same student for the three consecutive tax years ending in TY 2007 (TYs 2005, 2006, and 2007).  The amounts of the credits inappropriately claimed averaged close to $1,400 and totaled just over $232 million.  
In terms of tax policy, the numerous tax incentives to assist with college expenses are not the only way the federal government provides assistance to college students and their families.  Through the Department of Education, the federal government assists low-income individuals through various scholarship and grant programs. We encourage Congress to consider all of these programs together to determine if the desired goals are being met in an effective and efficient manner. The current tax provisions do not always meet the goal of helping low to middle-income families with college expenses. Consideration should be given to where assistance can best be provided through the tax law (such as incentives to save for future college expenses) versus grant and scholarship programs while the student is in college (where assistance is needed at the start of the school year rather than when the tax return is filed).  Consideration should also be given to identifying the targeted income group that the federal government should be providing financial assistance to for higher education expenses.  When assessing whether this goal is met, aid distributed through scholarships, grants or tax provisions should be considered.

Conclusion/Recommendation

Education-related tax provisions should be simplified as suggested above so that taxpayers better understand the rules and can both claim and comply with them in a cost-efficient manner.  Such simplification would also improve the transparency and visibility of such tax provisions and allow the monitoring of compliance with the provisions. Simplification of the education-related tax provisions would increase the benefits going to the targeted taxpayers, lower the cost of administering the tax system and reduce the “Tax Gap.”  
	Education Incentives – Exclusions and Deductions

	Code §
	Provision
	Summary
	Qualified Education Expenses

Defined As
	AGI Phase-Out

	Exclusions

	117
	Exclusion for scholarships
	Excludes scholarship from income to the extent it covers qualified education expenses for degree-seeking undergraduate student


	Tuition, books, supplies, equipment; but not room and board
	None



	127


	Exclusion for employer-provided education
	Employee excludes from income up to $5,250 of employer-provided qualified education expenses under educational assistance program


	Tuition and fees for undergraduate and graduate courses;  books, supplies, equipment; but not room and board
Does not have to be for work-related courses.  
	None



	Deductions

	221
	Student loan interest deduction
	For AGI deduction of $2,500 for interest paid on qualifying student loan 


	Tuition, fees, books, supplies, equipment, room and board, transportation, other necessary expenses
	S: $60,000 - $75,000 AGI MFJ:  $120,000 - $150,000 AGI
MFS:  No deduction

	222
	Qualified tuition and fees deduction 


	For AGI deduction of up to $4,000


	Tuition, fees; but not room and board
Student-activity fees and expenses for course-related books, supplies, and equipment are included in QHEE only if the fees and expenses must be paid to the institution as a condition of enrollment 


	S, HOH:  If AGI is not more than $65,000, may deduct $4,000; if between $65,000 and $80,000, may deduct $2,000

MFJ:  If AGI is not more than $130,000, may deduct $4,000; if between $130,000 and $160,000, may deduct $2,000

MFS:  No deduction 


	Education Incentives – Credits

	Code §
	Provision
	Summary
	Qualified Education Expenses

Defined As
	AGI Phase-Out

	25A
	Hope credit

(For tax years 2009 through 2012, the American Opportunity Tax Credit as described in 25A(i))
	Credit of up to $2,500 per student: 100% of first $2,000; 25% of next $2,000 

Must be enrolled at least half-time 

40 percent of modified credit is refundable (but not for child subject to section 1(g) Kiddie tax)
If parent pays the expenses, must be able to claim exemption for student on tax return

No felony drug conviction 

New regulations explain who gets credit in special circumstances 
	Tuition, fees, and course materials including books, during first four years of post secondary education; but not room and board
Courses must be associated with degree program or recognized education credential

Athletic fees, insurance, activity fees are not eligible unless required as a condition of enrollment and paid directly to the institution
	S: $80,000 - $90,000
MFJ: $160,000 - $180,000
MFS: No credit

	25A
	Lifetime Learning credit


	Credit of up to $2,000 per return: 20% on up to $10,000

A non-refundable elective credit

If parent pays the expenses, must be able to claim exemption for student on tax return
New Regulations explain who gets credit in special circumstances
	Tuition and fees including for graduate courses/continuing education; but not room and board
Available for all post secondary education–not necessarily associated with degree


	S: $50,000 - $60,000
MFJ: $100,000 - $120,000
MFS: No credit


	Education Incentives – Planning for College

	Code §
	Provision
	Summary
	Qualified Education Expenses

Defined As
	AGI Phase-Out

	135
	Educational Savings Bonds
	Allows for partial or total exclusion of interest income on redemption of qualified U.S. savings bonds used for qualifying purposes
	Tuition and fees but not for courses involving sports, games, or hobbies that are not part of degree or certificate granting program; not room and board
	S:  $70,100 for 2010, $71,100 for 2011; and $85,100 for 2010, $86,100 for 2011
MFJ:  $105,100 for 2010, $106,650 for 2011; and $135,100 for 2010, $136,650 for 2011
MFS:  No exclusion

	529


	Qualified Tuition Plans
	For College Savings Plan, account owner contributes cash to a plan account for a beneficiary and the contribution is invested according to the terms of the plan

For Prepaid Tuition Plan, account owner contributes cash to a plan account and the contribution purchases tuition credits or credit hours based on then-current tuition rates  

Contributions qualify for the annual gift tax exclusion

Earnings are not taxed and funds may be withdrawn tax free if used for qualifying purposes
	Tuition and fees, books, computers, technology and other expenses for vocational schools, 2-year and 4-year colleges as well as  graduate and professional education; room and board if the beneficiary attends school at least half-time; expenses of special needs beneficiary necessary for his/her enrollment at eligible educational institutions


	None

	530
	Coverdell Education Savings Account
	Non-deductible contribution of up to $2,000 per year for a beneficiary under age 18.  Except for special needs beneficiaries, contributions must end at age 18 and assets must be withdrawn by age 30 

Distributions  non-taxable to extent funds used for QHEE or qualified elementary and secondary education expenses
	Tuition, books, fees, supplies, equipment, tutoring, computer equipment and software, uniforms for both higher education and elementary and secondary education at public, private, and religious schools; room and board for student enrolled at least half-time
	S:  $95,000 and $110,000

MFJ:  $190,000 and $220,000
MFS:  $95,000 and $110,000


Proposal:   Simplify the Kiddie Tax

Present Law

For tax years beginning after May 25, 2007, section 1(g) of the Internal Revenue Code taxes a portion of the unearned income of children under the age of 18 or full-time students under the age of 24 at the parents’ marginal tax rate.  Specifically, the provision applies in cases where: (1) the child’s earned income does not exceed one-half of the child’s support; (2) either parent of the child is alive at the close of the year; and (3) the child does not file a joint return for the taxable year.  

In the case of parents who are not married, the marginal tax rate of the custodial parent is used to determine the tax liability on net unearned income (that is, in 2010 or 2011, the amount above $950 plus the greater of $950 or itemized deductions directly connected to producing unearned income).  The marginal tax rate of the individual with the greater taxable income is used in the case of parents filing separately.  When the provisions of section 1(g) apply to more than one child in the family, each child’s share of the parental tax is apportioned ratably based on the ratio of the child’s net unearned income to the total net unearned income of all children.  

Section 1(g)(6) requires the parent to provide his/her TIN number to the child for inclusion on the child’s tax return.

Under certain limited circumstances, parents can elect to include their children’s income on their return.  However, the election is not available for parents of a child with any earned income, unearned income in excess of $9,500, capital gains, withholding or estimated tax payments. 

Description of Proposal

The linkage of a child’s taxable income to his/her parents’ and siblings’ taxable income should be repealed.  Income (other than capital gains) subject to Kiddie Tax should be taxed at a separate rate schedule.  The child’s capital gains would be taxed at the capital gains rates. 

Further, the election to include a child’s income on the parent’s return should be eliminated to facilitate the complete de-coupling of the link between the computation of the child’s tax liability and the parents’ tax liability.

Analysis

The Kiddie Tax adds such significant complexity to the computation of tax liability that the IRS has issued Publication 929, a 37-page booklet which provides worksheets that assist the taxpayer, or the return preparer, with calculating the child's taxable income and tax liability.  There are several challenges related to the Kiddie Tax:  

· Difficulty in getting information about the applicable tax rate:  Parents may either refuse to provide the tax rate or, if divorced, one parent may refuse to cooperate with the other in providing the information.  Without this information, the tax preparer may be forced to calculate the child’s tax unfairly at the highest rate.
· Qualified dividends or capital gain distributions:  The IRS requires qualified dividends and capital gain distributions to be allocated between the first $1,900 (in 2010) of unearned income and the portion of the child’s unearned income in excess of $1,900, thus making the computation burdensome.  

· Interrelationship with parents’/siblings’ returns:  If either the parents or siblings file amended returns, the child must file an amended return.  The fact that amended returns have been filed may not be readily known.   

· AMT:  The Kiddie Tax provision only considers the regular tax of section 1 and not the alternative minimum tax (AMT) of section 55.  Therefore, the way the current rules are written, if a parent must pay AMT, the children’s income is still taxed at the parent’s regular marginal tax rate, while the parent is taxed at the AMT rate without taking into account the child’s income or the child’s regular tax liability.  This results in the payment of more tax than if the parent and children’s income are both included in the parent’s AMT calculation.

Removing the linkage to parental and sibling returns would allow children’s returns to stand on their own.  Issues regarding missing information on one return, matrimonial issues, and unintended AMT problems would be eliminated.  

Conclusion/Recommendation

In the majority of situations, the additional tax revenue generated by the “Kiddie Tax” appears to be insignificant when compared to the complexity of the calculations.  Taxing the net unearned income at a separate rate rather than at a rate linked to that of family members would eliminate a great deal of that complexity and several compliance challenges, while still accomplishing the original intent behind the Kiddie Tax.
Proposal: 
Standardize the allowable mileage rates for business expense, medical expense, and charitable contribution purposes
Present Law

A standard mileage allowance, generally determined annually, is allowed to taxpayers in determining their expenses related to employment (50 cents per mile beginning January 1, 2010, 51 cents per mile beginning January 1, 2011).  Further, a standard mileage allowance, also generally determined annually, is allowed to taxpayers for purposes of medical and moving expense deductions (16.5 cents per mile beginning January 1, 2010, 19 cents per mile beginning January 1, 2011).  When necessary, the IRS has the authority to adjust these rates at any time (as they did in mid-year 2008 to reflect the extraordinary rise in gasoline prices).  In contrast, the mileage rate allowed for charitable contribution deduction purposes is set by law at 14 cents a mile.  Prior to 1984, the IRS had the authority to set this rate as well.  
Note:  Legislation (H.R. 6854 and S. 3246) was introduced in the 110th Congress to allow the IRS to once again set the charitable contribution deduction mileage rate and standardize it at the same amount as that allowed for medical and moving expenses.  Separate legislation (S.3429) also was introduced in the 110th Congress to set the charitable deduction mileage rate at 70% of the business mileage rate.  In the 111th Congress, three bills (H.R.345, H.R.590, and S. 285) were introduced to set the charitable contribution mileage deduction rate at the same amount as that allowed for business expenses.
Description of Proposal

Allow two mileage rates: one for business expenses and another for all non-business purposes (charitable, medical and moving expense).  The non-business rate should be set by the IRS at a percentage (at least 50% and as high as 70%) of the business rate, rounded to the nearest half cent.  The business rate should be adjusted annually and possibly semi-annually in certain circumstances.  The starting point would be the business rate in effect at the time of enactment.

Analysis

Currently taxpayers often need to apply at least two and sometimes three different mileage rates on a single return.  The proposal would reduce these numbers to one and occasionally two rates per return.  Allowing the IRS to set a fair rate for charitable contribution mileage would recognize the vital role volunteers play in our society. Linking all mileage rate allowances to a single standard and adjusting those rates at least annually would bring fairness and equity to the process.  In addition, the IRS’s annual calculation of these rates would be simplified.

Conclusion/Recommendation

Congress should allow the IRS to once again set the charitable contribution deduction mileage rate, which rate should be standardized at the same amount as that allowed for other non-business purposes (medical and moving expenses).  This single rate should be set at a percentage of the business mileage allowance.  All mileage allowance rates should be adjusted on an annual basis, possibly with a mid-year adjustment.

Proposal:   Allow certain attorney fees and court costs as deductions for AGI
Present Law

In computing adjusted gross income (AGI), individuals are allowed to treat costs related to certain types of litigation or award recoveries as deductible for AGI.  Attorney fees for other types of non-business litigation, if deductible, are generally treated as expenses for the production of income under section 212 of the Internal Revenue Code.  As such, these expenses are treated as miscellaneous itemized deductions subject to the 2% of AGI limitation of section 67 and the overall limitation of section 68 on itemized deductions.  In addition, miscellaneous itemized deductions are not deductible in computing alternative minimum tax (AMT).  Thus despite the fact that legal fees are incurred and gross income is derived from the litigation or action, taxpayers are not treated similarly with respect to the tax treatment of their legal fees.
Section 62(a)(20) enacted as part of the American Jobs Creation Act of 2004 (PL 108-357) provides that attorney fees and court costs connected with the following types of actions are deductible for AGI:
· Unlawful discrimination claim (as defined at section 62(e) which lists 18 types of “unlawful discrimination” actions, such as certain violations under the Civil Rights Act of 1991, the National Labor Relations Act, the Fair Labor Standards Act of 1938, the Family and Medical Leave Act of 1993, and several others);
· Claim of violation of subchapter III of chapter 37 of US Code Title 31; and 
· Claim under §1862(b)(3)(A)  of the Social Security Act.
The attorney fee and court cost deduction may not exceed the amount included in gross income from the judgment or settlement of the associated claim.

Section 62(a)(21) was enacted as part of the Tax Relief and Health Care Act of 2006 (PL 109-432).  This provision allows a deduction for AGI for attorney fees and court costs for any award received under section 7623(b) related to whistleblower awards.  The deduction is limited to the amount of the award included in gross income for the year.
Description of Proposal
Section 62 should be modified to allow a deduction for AGI for any attorney fees and court costs paid or incurred by a taxpayer related to any litigation award or settlement that is included in gross income.

Analysis
The Tax Reform Act of 1986 modified the rules on miscellaneous itemized deductions by making them deductible only to the extent they exceed 2% of the taxpayer’s AGI. The primary rationale for the change was simplification.  The committee report provided the following reasons for change:

The committee believes that the present-law treatment of employee business expenses, investment expenses, and other miscellaneous itemized deductions fosters significant complexity.  For taxpayers who anticipate claiming itemized deductions, present law effectively requires extensive recordkeeping with regard to what commonly are small expenditures.  Moreover, the fact that small amounts typically are involved presents significant administrative and enforcement problems for the Internal Revenue Service.  These problems are exacerbated by the fact that taxpayers may frequently make errors of law regarding what types of expenditures are properly allowable as miscellaneous itemized deductions. 

Since many taxpayers incur some expenses that are allowable as miscellaneous itemized deductions, but these expenses commonly are small in amount, the committee believes that the complexity created by present law is undesirable.  At the same time, the committee believes that taxpayers with unusually large employee business or investment expenses should be permitted an itemized deduction reflecting that fact.  Similarly, in the case of medical expenses and casualty losses, a floor is provided under present law to limit those deductions to unusual expenditures that may significantly affect the individual's disposable income. 

Accordingly, the committee believes that the imposition of a one percent floor on miscellaneous itemized deductions constitutes a desirable simplification of the tax law.  This floor will relieve taxpayers of the burden of recordkeeping unless they expect to incur expenditures in excess of the percentage floor.  Also, the floor will relieve the Internal Revenue Service of the burden of auditing deductions for such expenditures when not significant in aggregate amount. 

The committee also believes that the distinction under present law between employee business expenses (other than reimbursements) that are allowable above-the-line, and such expenses that are allowable only as itemized deductions, is not supportable. The reason for allowing these expenses as deductions (i.e., the fact that they may constitute costs of earning income) and the reasons for imposing a percentage floor apply equally to both types of expenses. 

Despite the fact that some types of miscellaneous deductions are incurred to produce gross income, in 1986, Congress sought to limit the deductibility of many of these deductions, including non-business attorney fees associated with litigation and settlement awards.  At that time Congress treated all such attorney fees and court costs of producing non-business awards, similarly.  However, in 2004, Congress started to treat one type of litigation expenses differently; and did so again in 2006 with one more type of litigation expense.  These changes involving subsets of attorney fees, created an inequity in the tax law regarding the treatment of deductions.

Given that all attorney fees and court costs incurred to generate taxable litigation and settlement awards are costs to produce income and that there is little complexity in tracking these specific and often sizable amounts, the principles of equity and fairness warrant treating all attorney fees and court costs the same regardless of the nature of the taxable damages award.  Thus, the change made to section 62(a) in 2004 and 2006 should be broadened to include all attorney fees and court costs that relate to taxable awards.

Conclusion/Recommendation
Section 62(a)(20) and (21) should be replaced with one provision to read as follows:

Section 62(a)(20) Attorney fees related to taxable awards
Any deduction allowable under this chapter for attorney fees and court costs paid by, or on behalf of, the taxpayer in connection with any award includible in gross income, with appropriate adjustments for amounts previously deducted.  The preceding sentence shall not apply to any deduction in excess of the amount includible in the taxpayer's gross income for the taxable year on account of such award.
Proposal:  Revise the due date of the reporting requirements for foreign bank and financial accounts 

Present Law

Treasury Regulations 31 CFR sections 103.24 and 103.27 require that if any U.S. person has a financial interest in or signature or other authority over any foreign financial accounts (including bank, securities or other types of financial accounts in a foreign country) and if the aggregate value of these financial accounts exceeds $10,000 at any time during the calendar year, that person must report that relationship for the calendar year by filing Form TD F 90-22.1 on or before June 30th of the succeeding year. 

Description of Proposal

Change the reporting due date from June 30 to October 15.

Analysis

Many, if not most, taxpayers with the financial resources to have offshore investments or business interest are very likely to file for an extension of time to file their income tax returns.  Complete filing information from foreign sources is rarely available until mid-summer or later.  To conserve time and minimize fees, preparers usually wait until all the required return information is available before beginning work on a return.  Thus, the amount and details of offshore accounts are often not known until after June 30th.
Further, few clients understand the full scope of the phrase “foreign financial account” or the concept of indirect (constructive) ownership.  Thus, they are unlikely to tell the preparer of the need to file the report by June 30th.
Conclusion/Recommendation

To increase voluntary compliance and reduce the cost of oversight, the due date for the report should be changed to October 15.
Proposal:  Allow a reasonable cause exception to the section 6707A penalty
Present Law
Taxpayers who fail to disclose a reportable transaction are subject to a penalty under section 6707A of the Internal Revenue Code.  For penalties assessed after 2006, the amount of the penalty is 75% of the decrease in tax shown on the return as a result of the transaction (or the decrease which would have been the result if the transaction had been respected for federal tax purposes).  If the transaction is a listed transaction (or substantially similar to a listed transaction) the maximum penalty is $100,000 for individuals and $200,000 for all other taxpayers.  In the case of reportable transactions other than listed transactions, the maximum penalty is $10,000 for individuals and $50,000 for all other taxpayers.  The minimum penalty is $5,000 for individuals and $10,000 for all other taxpayers.

The penalty applies even if there is no tax due with respect to the reportable transaction that has not been disclosed.  There is no reasonable cause exception to the penalty.  IRS has no discretion to waive the penalty in the case of a listed transaction and has very limited ability to waive the penalty in the case of reportable transactions other than listed transactions.  The statute precludes judicial review if IRS decides not to waive the penalty.

Description of Proposal

Amend section 6707A to provide that no penalty shall be imposed if it is shown that there was reasonable cause for the failure to disclose and that the taxpayer acted in good faith.                                                                                                                                                                                                                                                                    Allow judicial review if the reasonable cause exception is denied.  
Analysis

The current structure of the section 6707A penalty is not consistent with penalty policies articulated by Congress when it amended the Code in 1989 to reform the penalty structure.  It is a strict liability penalty.  There is no mechanism to allow taxpayers to bring themselves into compliance or incentive for taxpayers to voluntarily come forward.  Moreover, we believe the absence of judicial review when the Service has assessed a penalty under section 6707A is a violation of procedural due process and notions of fair tax administration.

Some would argue that the only way to stamp out the use of tax avoidance transactions is to make the section 6707A penalty a strict liability with no availability of judicial review.  Our response to this is simply that strict liability penalties may result in some taxpayers not disclosing questionable transactions on a tax return, potentially resulting in such taxpayers playing the “audit lottery.”   

As a fundamental principle, the AICPA is opposed to strict liability penalties because such penalties are unduly harsh and do not allow for abatement due to reasonable cause, such as an inadvertent act of the taxpayer.  We believe that fairness and effective tax administration require the IRS to retain discretion in assessing and abating penalties. 

Conclusion/Recommendation

The statute should be amended to allow an exception to the penalty if there was reasonable cause for the failure to disclose and the taxpayer acted in good faith, and also allow judicial review if the exception is denied.  
Proposal:  Repeal the section 7122(c)(1) requirement to provide a 20 percent partial payment with a lump-sum offer in compromise
Present Law
Under section 7122(c)(1) of the Internal Revenue Code, if a taxpayer submits a lump-sum offer in compromise (i.e., an offer of payments involving 5 or fewer installments) to compromise a tax debt, the taxpayer is generally required to submit a payment of 20 percent of the offer amount to the Service upon submission of the offer application.  Low income taxpayers (persons with incomes below 250 percent of the federal poverty thresholds) are generally exempt from the 20 percent payment requirement.

Description of Proposal

To increase accessibility to and effectiveness of the offer in compromise program, repeal the 20 percent partial payment requirement otherwise imposed by section 7122(c)(1).

Analysis

Resolving outstanding tax liabilities efficiently is necessary for good tax administration and reduction of the tax gap.  The IRS should have the opportunity to review offers and determine whether accepting an offer is in the best interest of the government.  The IRS should use offers in compromise as one of the many tools to collect the proper amount of tax.  However, the 20 percent requirement of current law has discouraged taxpayers from seeking opportunities to settle tax liabilities with the government.  

According to the National Taxpayer Advocate’s 2007 Annual Report to Congress, in about 70 percent of the offers accepted by the IRS prior to implementation of section 7122(c)(1), the 20 percent payment amount was not available from the taxpayer’s liquid assets.  Thus, taxpayers are invariably forced to turn to family and friends to raise the necessary funds to cover the 20 percent payment amount otherwise required for submission of an offer application.  Some commentators are concerned that, unfortunately, family and friends of the taxpayer may be reluctant to provide the taxpayer with the necessary funds for the partial payment amount, particularly when informed that the payment amount is nonrefundable, even when the offer is not otherwise accepted later (creating a situation that could be construed as a barrier to settling tax debts for many taxpayers).


Although proponents of the 20 percent partial payment amount under section 7122(c)(1) believe the partial payment amount is effective in eliminating the submission of frivolous offers, it appears that the real effect of the 20 percent requirement is to discourage the submission of a large number of legitimate offers.  

Conclusion/Recommendation

Repeal of section 7122(c)(1) will provide taxpayers with an effective option for addressing a federal tax liability, particularly during the current period of economic downturn.
Proposal: 
Allow transfer of partnership suspended losses to one another when spousal transfers under section 1041(a) take place 
Present Law

Section 1366(d)(2)(B) of the Internal Revenue Code permits an S corporation shareholder to transfer suspended losses to his/her spouse when a section 1041(a) exchange takes place between spouses or incident to a divorce.  No such transfer between spouses or former spouses is permitted for the suspended losses of partners in partnerships.

Description of Proposal

Husbands and wives engaged together in the operation of a partnership may transfer partnership units to each other under section 1041(a) or incident to a divorce.  When such a transfer occurs, suspended losses of the transferor spouse will now be treated as incurred by the partnership in the succeeding taxable year with respect to the transferee spouse.

Analysis

Spouses and former spouses who transfer partnership interests between themselves find that they are in the same position that husband and wife shareholders of an S corporation were in prior to the addition of section 1366(d)(2)(B).  That is, after the transfer, they find that suspended losses of the transferor are now trapped, forever unusable.  This common-sense change being proposed may make the divorce process a little bit easier on all parties in the case of divorcing spouses. 

Conclusion/Recommendation

Suspended losses should be made available to the spouse who actually owns the partnership interest, regardless of who was entitled to the suspended loss prior to the transfer of ownership interest.  This recommendation furthers the tax policy goal of simplicity. 

Proposal:  
Clarify that husband and wife partnerships that are recognized under state law are eligible to elect Qualified Joint Venture status under section 761(f)

Present Law

The Small Business and Work Opportunity Tax Act of 2007, P.L. 110-28 added section 761(f) in order to simplify the tax reporting requirements of a husband and wife partnership by treating it as two sole proprietorships.  The only statutory requirements are that (1) the husband and wife both materially participate in the business, (2) they file a joint return, (3) they are the only members of the joint venture, and (4) they elect to not be treated as a partnership.

On its website, the IRS has published a definition of a Qualified Joint Venture under 761(f) which indicates that it “includes only businesses that are owned and operated by spouses as co-owners, and not in the name of a state-law entity (including a general or limited partnership or a limited liability company)….” and also notes that “…mere joint ownership of property that is not a trade or business does not qualify for the election.”
Description of Proposal

The husband and wife joint venture election under section 761(f) should be clarified to cover state law general and limited partnerships and limited liability companies.  To accomplish this result, a modification to section 761(f)(2) could be made by adding a flush sentence after subparagraph (C) that reads:

The qualified joint venture shall not be disqualified from making the election of the subsection merely because the ownership interests are held through a state law entity such as a partnership or limited liability company.

Analysis

The administrative limitation on state law entities makes it hard to imagine which, if any, husband-wife partnerships are able to take advantage of this potential simplification.  The state law rules governing partnerships and limited liability companies are typically based on the Revised Uniform Partnership Act, the Revised Uniform Limited Partnership Act or the Uniform Limited Liability Company Act as adopted by a particular state but which typically defines a partnership as two persons engaged in an activity for profit and treats even a general partnership as a state law entity.  Such a definition would bring virtually all husband and wife business operations under state law jurisdiction and would thus disqualify them from electing QJV status.  
Conclusion/Recommendations

Congressional clarification of section 761(f) is needed.  If Congress would like to achieve the simplification it contemplated when it enacted this election, it must specifically allow husband and wife partnerships (including the popular limited liability company, but minimally the general partnership) to make this election.

 Proposal:  
Allow an offset to the built-in gains tax for charitable contribution and foreign tax credit carryforwards from a C year
Present Law

Generally, section 1371(b) prohibits the carryover of deductions and credits from a C year to an S year.  However, sections 1374(b)(2) and (b)(3)(B) allow certain exceptions so that net operating loss and capital loss carryforwards, as well as section 39 general business and section 53 minimum tax credit carryforwards from C years are permitted to offset the net recognized built-in gain of an S corporation.  No such deduction from or credit against the net unrecognized built-in gain of an S corporation is permitted for charitable contribution or foreign tax credit carryforwards.
Description of Proposal

Section 1374(b)(2) would be modified to add charitable contribution carryforwards from a C year to the items that can be deducted against the net recognized built-in gain of an S corporation.

Section 1374(b)(3)(B) would be modified to add section 27 foreign and possessions tax credit carryforwards to the items allowed as a credit against the net recognized built-in gain of an S corporation.  An alternative way to achieve the same result is to modify section 39(b) to include the foreign tax and possession tax credits among the current year general business credits permitted to be carried forward from a C year to an S year.  
Analysis

It would seem equitable that all deduction and credit carryforwards arising in a C year be allowed to reduce the corporate-level built-in gain tax of an S corporation since both the carryforwards and the BIG tax relates to a liability integrally related to the former C corporation.  It appears that the foreign credits may have been omitted simply as an oversight due to their lack of inclusion in the general business credit regime.  
Conclusion/Recommendation

The law should allow deductions and credits against the section 1374 BIG tax for charitable contribution and foreign and possessions tax credit carryforwards arising in a C year.

Proposal:  
Add a new 120-day Post-Termination Transition Period (PTTP) beginning on the date that a taxpayer files an amended Form 1120S
Present Law

Section 1377(b) defines a post-termination transition period in one of three ways, each of which occurs after a termination of the S election.  The first PTTP begins the day after the last S year ends and ends the later of 1 year or the extended due date of the return. The second period begins on the date an IRS adjustment is made and lasts for 120 days. The third period begins on the date an IRS determination is made that the S election had terminated for a previous year and lasts for 120 days.  Sections 1366(d)(3) and 1371(e) describe the major benefits of the PTTP as allowing a shareholder to adjust stock basis, utilize suspended losses and take tax-free distributions to the extent of both AAA and basis through the end of the PTTP as though the S corporation election were still valid.
Description of Proposal

A fourth PTTP would be added such that a 120-day PTTP would begin on the date that an amended return (Form 1120S) is filed if (1) the filing occurs after the S period ends, (2) if such 120-day period would lengthen the initial [generally] one-year PTTP, and (3) if the amended return adjusts any item of income, loss or deduction arising during the S period.  This new PTTP would be accomplished by the addition of new subparagraph 1377(b)(1)(D) as follows:


(D)
the 120-day period beginning on the date an amended return has been filed for any S year, having been so filed after the termination of the corporation’s election, and which amended return adjusts a subchapter S item of income, loss, or deduction of the corporation arising during the S period (as defined in section 1368(e)(2)).
Conforming amendments would be made to subparagraphs (A) and (B) of section 1377(b)(3) by replacing the language “Paragraph (1)(B)” with “Paragraphs (1)(B) and (D)” each place it appears.  In addition, the heading for section 1377(b)(3) would be modified to read ”Special rules for audit and amended return related post-termination transition periods.”

Analysis

We believe the source of adjustments to S items, whether by IRS audit or by the taxpayer, should be immaterial when it comes to obtaining the benefits of a PTTP.  When a tax return is corrected because of taxpayer oversight, error, judicial clarification, or another reason, the corrected return should be the basis for determining AAA, the taxability of distributions, shareholder basis and other items that are relevant during the PTTP and, therefore, the filing of an amended return should also trigger the beginning of a new PTTP, as occurs in the case of an audit adjustment.
Conclusion/Recommendation

The reason for adjustments to S items, whether by audit or taxpayer redetermination on an amended Form 1120S, is immaterial to the policy behind a PTTP.  Accordingly, a 120-day PTTP should begin upon the filing of an amended Form 1120S.

Proposal:   Allow administrative relief for certain late QTIP and QRT elections
Present Law

Section 9100 Relief

The IRS has the authority to provide taxpayers with relief from certain late elections by granting extensions of time to make those elections.  This relief, known as section 9100 relief, requires the taxpayer to establish to the satisfaction of the IRS Commissioner that the taxpayer acted reasonably and in good faith and that the grant of relief will not prejudice the interests of the government.  Section 9100 relief is available for elections the timing of which is prescribed by regulation, rather than by statute.  

QTIP Election 
Transfers of property interests that meet the requirements to be a qualified terminal interest property (QTIP) are eligible for the marital deduction for gift and estate tax purposes if the QTIP election is made.  For QTIP transfers made when an individual dies in a year other than 2010, the QTIP election must be made by the decedent’s executor on the Federal estate tax return.  For an inter vivos QTIP transfer, the QTIP election must be made on the Federal gift tax return for the calendar year in which the interest is transferred.  A QTIP election, once made, is irrevocable. 
Section 9100 relief has been available for failures to make a QTIP election on a Federal estate tax return for over two decades, since the deadline for making that election is prescribed by regulation (Treas. Reg. § 20.2056(b)-7(b)(4)(i)).  For an inter vivos QTIP, Internal Revenue Code (IRC) section 2523(f)(4)(A) provides that the QTIP election shall be made on or before the date prescribed by IRC section 6075(b) for filing a gift tax return with respect to the transfer.  Because the statutory language of the gift tax and estate tax QTIP provisions is different, the IRS has determined that the deadline for making the gift tax QTIP election is statutory, and, therefore, section 9100 relief is not available.  See PLR 9641023 (July 10, 1996).  The present situation imposes a hardship on taxpayers as it provides no remedy – other than a malpractice action – for a taxpayer who loses the gift tax marital deduction due to an error on the part of the taxpayer’s advisor.  
QRT Election

Effective with respect to estates of decedents who die after August 5, 1997, an election may be made to have certain revocable trusts treated and taxed as part of the decedent’s estate.  If both the executor (if any) of an estate and the trustee of a qualified revocable trust (QRT) elect the treatment provided in IRC section 645 (originally enacted as section 646), the trust is treated and taxed for income tax purposes as part of the estate (and not as a separate trust) during the election period.  Section 645(c) provides that the election to treat a QRT as part of the decedent’s estate shall be made not later than the time prescribed for filing the return of tax imposed for the first taxable year of the estate (determined with regard to extensions). 

Because the time for making the election to treat the QRT as part of the estate is prescribed by statute, we believe that the IRS would take the position that it does not have the authority to grant relief for late elections.  Decedent’s estates that do not make the election timely have no recourse to cure the problem and are disadvantaged because of the errors committed by their tax advisors.    

Description of Proposal

The Internal Revenue Service (IRS) should be authorized to grant section 9100 relief for certain late or defective lifetime (i.e., inter vivos) QTIP elections and for late elections by certain QRTs to be treated as part of a decedent’s estate.   This could be accomplished by revising the IRC to provide that the due dates for the inter vivos QTIP election and for the QRT election to be part of the estate are treated as if not prescribed by statute.  This proposal would make the same sort of statutory change in section 2523(f)(4) and section 645(c) as was done in IRC section 2642(g)(1)(B) by the Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA) with respect to generation skipping transfer tax (GSTT) (and extended through 2012 by the Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010).  The provisions would apply to requests for relief pending on or filed after the date of enactment with respect to elections due before, on, or after such date.  These proposed prospective effective dates are similar to the prospective effective date provision applicable to the GST exemption relief in EGTRRA. 
Analysis

The problems for late QTIP and QRT elections are similar to the problem that existed with the allocation of the GST exemption prior to EGTRRA.  There, the time for making an allocation of GST exemption was fixed by statute, and numerous taxpayers were being penalized for the failures of their lawyers and accountants to properly make the allocation.  EGTRRA added section 2642(g)(1)(B) of the Code, which states “[f]or purposes of determining whether to grant relief under this paragraph, the time for making the allocation (or election) shall be treated as if not expressly prescribed by statute.”  That language opened up the possibility of section 9100 relief for failed allocations of GST exemption.  Given that statutory authority, the IRS has granted 9100 relief in hundreds of cases.

This proposal would make the same sort of statutory change in section 2523(f)(4) and section 645(c) as was done by EGTRRA in section 2642(g)(1)(B) (and extended through 2012 by the 2010 Act), so that taxpayers would not be penalized for the errors of their lawyers or accountants in failing to make a QTIP election on the Federal gift tax return or a QRT election to be part of an estate on the estate’s first Federal income tax return.  
We note that legislation to provide administrative relief for inter vivos QTIP elections has been introduced previously and was even reported by the Senate.  Specifically, in the 109th Congress, on June 28, 2006, S. 1321, the Telephone Excise Tax Repeal Act of 2005, as reported by the Senate, included Section 713, Administrative Relief for Certain Late Qualified Terminable Interest Property Elections (see Report 109-336 and JCX-28-06).  In addition, on July 25, 2006, H.R. 5884, was introduced in the House of Representatives to authorize the Secretary of the Treasury to extend the date for making a gift tax QTIP election.  
It should be noted that a QTIP election does not forgive estate or gift tax, it merely defers imposition of the tax until the death of the donee spouse; therefore, the proposal regarding QTIP elections would be of minimal cost (estimated in 2006 at $2 million over 10 years per JCX-29-06).  Similarly, the QRT election does not forgive tax, it just treats the trust during the election period as part of the estate for income tax purposes, rather than as a separate trust, so we expect this proposal as well would be of minimal cost.
Conclusion/Recommendation

We urge the enactment of legislative provisions stating that the due dates for the inter vivos QTIP election and for the QRT election to be part of the estate are treated as if not prescribed by statute, thus allowing the IRS to grant administrative relief for certain late QTIP and QRT elections.
















� Tax Reform Act of 1986 (PL 99-514; 10/22/86), House explanation.
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