AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS
Comments on Proposed Regulations, REG-129916-07

Relating to the Disclosure of Patented Transactions as a Reportable Transaction Under Sections 6011 and 6111 of the Internal Revenue Code
Developed by:

Michael P. Dolan

Rochelle Hodes

John Keenan

and

IRS Practice and Procedures Committee

Michael P. Dolan, Chair
Benson S. Goldstein, Technical Manager

and
Tax Strategy Patent Task Force Regulations Working Group

Justin P. Ransome, Chair
Eileen R. Sherr, Technical Manager

Approved By:

Tax Executive Committee

Submitted to the Internal Revenue Service
January 23, 2008

AICPA, 1455 Pennsylvania Avenue, N.W., Washington, D.C.  20004

AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS

Comments on Proposed Regulations, REG-129916-07

Relating to the Disclosure of Patented Transactions as a Reportable Transaction Under Sections 6011 and 6111 of the Internal Revenue Code
In REG-129916-07,
 the IRS proposed amendments to the regulations under sections 6011 and 6111.
  These proposed regulations:  (1) add a patented transactions category to the reportable transaction regulations under Reg. section 1.6011-4; and (2) conform changes to the rules relating to the disclosure of reportable transactions by material advisors under section 6111.  The regulations would affect taxpayers participating in reportable transactions under section 6011, material advisors required to disclose reportable transactions under section 6111, and material advisors required to keep lists under section 6112.
EXECUTIVE SUMMARY

The AICPA has been in the forefront of the public discussion regarding tax strategy patents.  We strongly oppose tax strategy patents because of the negative impact such patents have on taxpayers, tax professionals, and on tax administration.  We believe that patents for tax planning methods undermine the integrity, fairness, and administration of the tax system and are contrary to sound public policy.  The AICPA agrees with the Treasury statement in the proposed regulations that a patent for tax advice or a tax strategy might be interpreted by taxpayers as approval of the transaction by the IRS and Treasury, potentially impeding the government’s ability to obtain information about tax avoidance transactions and have an impact on effective tax administration.
The AICPA appreciates that Treasury is looking for ways to address the proliferation of tax strategy patents, as represented by the proposed regulations.  We believe, however, that legislation is the best avenue for stopping the growth in tax strategy patents and their harm to tax administration.
  Our position is consistent with recent comments by Treasury Assistant Secretary (Tax Policy) Eric Solomon.
In lieu of adopting the regime described in the proposed regulations, we recommend that Treasury and the IRS establish procedures to coordinate the review and analysis of tax strategy patent applications with the United States Patent and Trademark Office (“PTO”) before patents are issued.  This could be accomplished by requiring either: (1) the PTO to promptly notify the IRS when patent applications related to tax strategies are filed; or (2) that tax strategy patent applications be filed with the PTO and the IRS simultaneously.
Alternatively, the IRS can closely monitor tax strategy patents as they are made public and designate potentially abusive ones as transactions of interest.  If a reportable transaction regime for patents is deemed appropriate by Treasury, we offer the comments that follow in an attempt to mitigate some of the disproportionate burdens that we think such regulations will impose on taxpayers and advisers.
COMMENTS

The AICPA has been in the forefront of the public discussion regarding tax strategy patents.  We strongly oppose tax strategy patents because of the negative impact such patents have on taxpayers, tax professionals, and tax administration.  We believe that patents for tax planning methods undermine the integrity, fairness, and administration of the tax system and are contrary to sound public policy.  Tax strategy patents make compliance by taxpayers more difficult and may undermine compliance by misleading taxpayers into believing that a patented strategy is valid under the tax law.  While a significant number of tax strategy patents may or are likely to be valid under the tax law, we concur with the Department of the Treasury’s views that the patenting of tax advice or tax strategies could have the potential for promoting tax avoidance.  Therefore, we agree with Treasury that “a patent for tax advice or a tax strategy might be interpreted by taxpayers as approval by the IRS and…Treasury…of the transaction, [potentially impeding the government’s ability] to obtain information about tax avoidance transactions and have an impact on effective tax administration.”

We oppose tax strategy patents because they potentially:
1.
Limit the ability of taxpayers to utilize fully interpretations of tax law intended by Congress;
2. May cause some taxpayers to pay more tax than Congress intended and may cause other taxpayers to pay more tax than others similarly situated;
3. Complicate the provision of tax advice by professionals;
4. Hinder compliance by taxpayers;
5. Mislead taxpayers into believing that a patented strategy is valid under the tax law; and
6. Preclude tax professionals from challenging the validity of tax strategy patents.

I.

Legislation Is Needed to Solve this Problem

The AICPA appreciates that Treasury is looking for ways to address the proliferation of tax strategy patents, as represented by the proposed regulations.  We believe, however, that legislation is the best avenue for stopping the growth in tax strategy patents and their harm to tax administration.  For example, we support the Patent Reform Act of 2007 (H.R. 1908) and S. 2369, which we believe would solve the growing problem by prohibiting the issuance of tax planning method patents.

Our position is consistent with recent comments by Treasury Assistant Secretary (Tax Policy) Eric Solomon.  On October 12, 2007, Assistant Secretary Solomon stated that he believes the proposed regulations will not be sufficient to address Treasury’s concerns regarding tax strategy patents.  Solomon stated, “A disclosure regulation isn’t going to fix it. . . .It’s going to take Congress to ban them.”

II.  
Potential Burden to Taxpayers and Advisors
In sharing Treasury’s concerns about the harmful impacts that tax strategy patents have on tax administration and compliance, we recognize the spirit with which Treasury has demonstrated such concern by proposing REG-129916-07.  While we acknowledge the Treasury and IRS’s need to monitor tax strategy patents, particularly ones that may be, or are, considered abusive in nature, we are concerned (as a general proposition) that the proposed regulation’s reporting regime might be unnecessarily burdensome to taxpayers and tax advisors for whom the patenting of tax strategies is already burdensome.  To the extent that a reporting regime is adopted, we support placing the burden for reporting the patents only on the patent holders and their agents because they are the ones who financially benefit from the patents on tax strategies.
The views we express herein -- preferring legislation, recommending administrative IRS/PTO collaboration, and discouraging the adoption of the reportable transaction regime -- are consistent with our March 2, 2007, comments to the IRS regarding reportable transactions under sections 6011, 6111, and 6112.  In our March 2 comments, we stated:
The AICPA does not support the suggestion to create a new category of reportable transaction to require taxpayers who use a patented tax strategy to report it on their tax return as a reportable transaction.  In the event, or to the extent, the IRS is not successful in preventing the Patent and Trademark Office (PTO) from issuing patents on tax planning advice or strategies, the AICPA believes that a more practical and beneficial approach to the challenges posed to administration of the tax system by tax strategy patents would be to require notification or disclosure to IRS when a tax strategy patent is issued, either by the patent office or the patent holder, or both.  The patent holder reporting mechanism could be through the current reportable transaction regime or another mechanism as determined by the IRS.

III.
Alternatives to Treating Patented Tax Strategies as Reportable Transactions
The reportable transaction regime in the proposed regulations unnecessarily places the burden of reporting patented tax strategies on the taxpayers and advisers using the strategies rather than the patent holder.  We believe this approach misplaces the financial and administrative burden.  We believe it would be far more efficient and effective for Treasury and the IRS to adopt one of the alternative approaches described below to obtain information about patented tax strategies.
A.

Require Better Coordination Between Agencies

We believe a better approach for the IRS to obtain information pertaining to the patenting of tax strategies is for the United States Patent and Trademark Office, Treasury and the IRS to establish procedures to coordinate the review and analysis of tax strategy patent applications before the patents are issued.  Procedures should be established to require the PTO to promptly notify the IRS when patent applications related to tax strategies are filed.  These procedures would ensure that the IRS is on notice with respect to the specifics of the tax strategy for which a patent is sought.  Under those circumstances the IRS would be able to evaluate the potential impact of the tax strategy on the tax system and determine if any legislative or administrative actions are required before a patent is granted.  If the IRS thought the potential risk of the strategy was significant, it could designate the specific strategy as a “transaction of interest,” thus triggering the reportable transaction regime for the potentially offensive transaction.
A slight variation on the above recommendation would be to require that tax patent applicants provide the IRS with a copy of their application when they file it with the PTO.  Like the prior suggestion, this approach would afford the IRS early notice of a tax strategy patent and allow it to evaluate the potential risks of the strategy for which the patent is sought.  The IRS evaluation, irrespective of whether the strategy is patented, would permit the IRS to take any appropriate mitigating actions – including designating transactions that would result from the strategy as “transactions of interest.” Either of the above suggestions would result in the IRS receiving actionable information well in advance of what is envisioned under the proposed regulations’ reportable transaction disclosure regime, where the IRS does not receive notice of the patented tax strategy until after the patent is:  (1) public; (2) utilized by a taxpayer; and (3) the taxpayer has disclosed its participation in the patented transaction.

B. 
IRS Should Closely Monitor Tax Strategy Patents as They are Made Public and Designate Potentially Abusive Ones as Transactions of Interest
As described above, we believe the best course of action is to change Treasury and PTO procedures to better coordinate the review and analysis of tax strategy patent applications prior to the patent application or grant being made public.  However, if such early notification procedures are not adopted, then we suggest the IRS could achieve additional and earlier benefit by assigning a staff person to monitor the PTO and identifying all tax strategy patents immediately as they are filed and granted.  Once a tax strategy patent application or grant is made public, the IRS could then obtain information on the patented tax strategy directly from the PTO or patent holder.  The IRS could then review the tax strategy based upon the information it obtains from the patent holder or the PTO.
If, after review, the IRS determined that the patented tax strategy was potentially abusive, then the IRS could designate the patented tax strategy as a “transaction of interest” under the current reportable transaction regulations.
  This designation as a transaction of interest would require anyone who participates in the patented tax strategy to file a disclosure statement with the IRS.  Because the definition of “participation” for transactions of interest would be set forth in the IRS notice identifying the transaction as such, IRS can target the disclosure obligation so it is only applicable to those taxpayers who pursue such a potentially abusive patented tax strategy.  In addition, the IRS can treat the party who files an application for a patent, or for whom a patent is granted, as a material advisor, which would obligate that party to file a disclosure statement under Reg. section 301.6111-3 and also to maintain an investor list under Reg. section 301.6112-1.
The benefit of any of the above suggested early-coordination procedures is that they reduce the overall burden on taxpayers while actually placing the IRS on notice early enough to take effective steps to discourage the publication and use of offending strategies/transactions.  To the extent the IRS has designated a strategy – patented or otherwise – as a “transaction of interest,” responsible advisers and taxpayers will exercise the required caution and diligence.  They are on notice of the government’s questions or reservations, yet free to utilize the patented tax strategy and conform to the appropriate aspects of the reportable transaction regime.   
IV.  
AICPA Recommendations If Treasury and IRS Decide That Patents Should Be Reportable Transaction Category

If, despite the desirability of the above-described alternatives, the government determines that the proposed use of a reportable transaction regime for patents is appropriate, we offer the following comments on the proposed regulations.

A.

The Proposed Regulations Only Apply to Taxpayers Who Pay to Utilize Patents
Although we offer suggestions for further clarification below, we believe that if Treasury determines that the proposed regulations should apply to taxpayers and not just to patent holders, the regulations should continue to narrowly target the reporting obligations to only taxpayers who:  (1) know they are benefiting from a patented tax strategy and (2) affirmatively choose to pay the patent holder for the use of a patented tax strategy.  This helps to ensure that the added compliance burdens are only imposed on those who pay to use the patented strategies.  Nowhere is this better demonstrated than in Prop. Reg. section 1.6011-4(c)(3)(i)(F)(ii), Example 7.  If these proposed regulations become final and continue to apply to taxpayers and not just the patent holder, we urge the IRS and Treasury to retain Example 7 and to maintain these important principals in any modification or revision.  We further urge the IRS and Treasury to revise Example 7 and add that if the taxpayer (i.e., J) had a tax advisor, the taxpayer’s tax advisor (J’s tax advisor) has also not engaged in a reportable transaction.
B.
Clarify the Rules to Protect Advisors From Unknowingly Participating In or Being a Material Advisor With Respect to a Reportable Patented Tax Strategy
The penalties for failure to report reportable transactions are severe.  Taxpayers can be subject to penalties with limited opportunity for waiver, for failing to disclose a reportable transaction.  Material advisors who fail to “register” reportable transactions under section 6111 or furnish lists in a timely manner under section 6112 also face significant penalties.  The entire reportable transaction regime is fraught with traps for the unwary, with little opportunity for forgiveness even in cases where reasonable cause and good faith exist.  Because of this, we recommend some important clarifications to the proposed rules if they are finalized:
· During the course of a practitioner's normal practice, it may become necessary or desirable to advise a client to take a tax position covered by a tax strategy that has been patented.  If a practitioner knows that the strategy is patented, the practitioner should advise the client to seek a license for the right to use the strategy.  The regulations should be clarified to ensure that such advice would not create a reporting obligation for the practitioner if the practitioner has no relationship to, and receives no fees (as defined in the proposed regulations), from the patent holder.  In these cases, the regulations should make it clear that the fees the practitioner receives from the client for services are not treated as a “right to payment for another person’s use of a tax planning method that is the subject of a patent” in Reg. section 1.6011-4(b)(7)(i).  In addition, Reg. section 301.6111-3(b)(2)(ii)(E) should be clarified so that informing the client that a strategy is patented and that using the strategy requires a license from the patent holder should not be treated as “a statement relat[ing] to a tax aspect of a transaction that causes it to be a patented transaction” for purposes of triggering the material advisor obligations under section 6111 or section 6112.  We believe the clarity of the regulations will be enhanced if examples are added to the final regulations demonstrating that practitioners who merely advise clients as to the existence of patents are not covered by the regulations. The examples should address taxpayers who pay to use the patented tax strategy and those that do not.
· These rules should also be modified to make clear that merely preparing a return reporting a position covered by a patented tax strategy (regardless of whether the preparer or the taxpayer has knowledge) or disclosing a taxpayer’s participation in a patented tax strategy either as a licensee or as a patent holder (or agent of a patent holder) does not make the preparer a participant in a patented tax strategy under Reg. section 1.6011-4(b)(7) or a material advisor with respect to a patented tax strategy under Reg. section 301.6111-3(b)(2)(ii)(E).

· We believe it is the case that most taxpayers equate “reportable transactions” with tax shelters or other abusive tax transactions.  Although we continue to believe that patenting tax strategies is not good public policy, we believe that any final regulations should clarify that the recommendation of, or participation in, a patented tax strategy does not on its face mean the taxpayer has participated in an abusive transaction nor does it mean that the tax treatment covered by the patented tax strategy does not conform with the tax law. 
· As proposed, Reg. section 301.6111-3(b)(3)(C) reduces the threshold amount (as described in section 6111(b)) for material advisors from $50,000 and $250,000 to $250 and $500 respectively for purposes of patented tax strategy transactions.  We believe that this proposed threshold is too low, and recommend that the Treasury consider a higher threshold.
C.

Maintenance of Lists by Material Advisors

Reg. section 301.6112-1(a) generally requires material advisors to furnish a list of participants in reportable transactions to the IRS within 20 business days of a written request.  This list includes detailed information about the participant and documents relating to the transaction.  Aside from the burden already imposed on advisors for maintaining and furnishing a list with respect to transactions that are abusive or potentially abusive, we have serious concerns about this requirement when a taxpayer uses a legitimate, compliant, non-abusive patented tax planning strategy.  Such a requirement seems an unnecessary burden and use of resources that does nothing to further good tax administration or the tax system.  In addition, the Service’s limited resources would be misdirected toward legitimate tax transactions solely because of the fact that the transaction is patented. Further, we believe that taxpayers who pay to use a legitimate and non-abusive patented strategy should not be treated differently than similarly situated taxpayers who take a similar position, but who do not know about the patent (or ignore the patent) and, therefore, do not pay for its use or who use a similar tax strategy that is not subject to a patent.
D.
Prop. Reg. Section 1.6011-4(c)(3)(ii), Example 6
Example 6(i) and (ii) of Prop. Reg. section 1.6011-4(c)(3)(ii) refers to a financial institution that charges G a fee for financial planning services with respect to the use of a tax planning method, and G “knows or has reason to know” the tax planning method is subject to a patent.  Because these terms are not well defined, we believe the IRS should clarify what constitutes “a fee for financial planning services” and when the taxpayer would “know or has reason to know” under the circumstances.  For example, arguably a typical individual taxpayer would not know or have reason to know that a tax strategy routinely offered by their local financial institution (for example, with respect to a mortgage or loan application) is patented unless the financial institution informs the individual.  We believe that a financial institution’s notification, buried among the stack of loan application documents (which includes consumer protection and other required disclosures in small print), should not result in the taxpayer having reason to know that a tax strategy is patented.  We recommend that the final regulations be clarified to specifically address this situation.
�	72 Fed. Reg. 54,615 (Sept. 26, 2007).


�	All section references are to the Internal Revenue Code of 1986, as amended and to the regulations promulgated thereunder, unless otherwise specified.


� 	In addition to the comments submitted herein, see the AICPA’s March 2, 2007 comments to Treasury and IRS regarding REG-103038-05, REG-103039-05, REG-103043-05, proposed regulations relating to reporting transactions under sections 6011, 6111, and 6112. 


�	See Notice of Proposed Rulemaking, Patented Transactions, REG-129916-07, I.R.B., October 22, 2007, page 891.


�        See AICPA letter to Congressional tax-writing committee chairs, February 28, 2007, at         � HYPERLINK "http://tax.aicpa.org/Resources/Tax+Patents/AICPA+Urges+Congress+to+Address+Tax+Strategy+Patents.htm" ��http://tax.aicpa.org/Resources/Tax+Patents/AICPA+Urges+Congress+to+Address+Tax+Strategy+Patents.htm�





�	H.R. 1908, The Patent Reform Act of 2007, as passed by the House on September 7, 2007, contains Section 10, a provision prohibiting the granting of planning method patents, and at the same time, exempting tax preparation software from the scope of the legislation so as to not affect products like TurboTax and TaxCut.  A similar bill has been introduced in the Senate, S. 2365, by Senators Baucus and Grassley, on November 15, 2007.  The AICPA also supports H.R. 2365, which was introduced by Representatives Boucher, Goodlatte and Chabot, on May 17, 2007, and provides immunity from infringement liability for taxpayers and practitioners from tax strategy patents.


�	See “Solomon Says Rules Not Enough to Fix Tax Patent Problem: Other Issues Discussed,” BNA Daily Report for Executives, October 15, 2007.


�	AICPA comments submitted to Treasury and IRS; regarding REG-103038-05, REG-13039-05, REG-103043-05, proposed regulations relating to reportable transactions under sections 6011, 6111, and 6112; March 2, 2007.


�	Reg. section 1.6011-4(b)(6).





PAGE  
8

