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Re:
Comments on REG-128224-06 regarding Section 67 Limitations on Estates and Trusts’  
Administrative Costs, Notice of Proposed Rulemaking (9/7/2011)
Dear Messrs. Shulman, Wilkins, Van Hove, and Wilson:

The American Institute of Certified Public Accountants (AICPA) submits the below comments in response to Prop. Reg. § 1.67-4, which describes certain estate or trust administrative costs that are exempt or not exempt from the 2-percent floor (“floor”) on miscellaneous itemized deductions under Internal Revenue Code (IRC) section 67(e).  These comments supplement our prior comments on this subject.
The AICPA is the national professional organization of certified public accountants comprised of more than 377,000 members.  Our members advise clients on federal, state and international tax matters and prepare income and other tax returns for millions of Americans.  Our members provide services to individuals, not-for-profit organizations, small and medium-sized businesses, as well as America’s largest businesses.
Background
Proposed Reg. § 1.67-4 withdraws and replaces earlier proposed regulations issued in July 2007, which exempted costs from the floor only if they were “unique” to an estate or trust.  For this purpose, unique meant that an individual “could not have incurred” the cost.  Because the Supreme Court rejected this interpretation of section 67(e) in Knight v. Commissioner, 552 U.S. 181 (2008), in favor of exempting costs “not customarily incurred outside of trusts,” the Preamble to the 2011 proposed regulations states that these regulations are intended “to reflect the reasoning and holding in Knight.” 

To that end, the 2011 proposed regulations provide two general rules for determining whether a cost is “commonly or customarily incurred” by an individual.  First, the 2011 proposed regulations instruct the taxpayer to focus on the type of product or service rather than its label.  Second, the 2011 proposed regulations provide that expenses are considered “commonly incurred” by individuals if the expenses do not depend on the identity of the payor, that is, if they could be incurred by anybody.   

Below, we comment on specific provisions of the 2011 proposed regulations.  
Commonly Incurred

The Supreme Court in Knight held that with respect to the statutory language of section 67(e): “The text requires determining what would happen if a fact were changed; such an exercise necessarily entails a prediction; and predictions are based on what would customarily or commonly occur.”  The 2011 proposed regulations contain no such inquiry into what a hypothetical individual would do.  Rather, section 1.67-4(b)(1) of the 2011 proposed regulations provides that costs are “commonly incurred by individuals” if they do not depend on the identity of the payor.  We believe that defining “commonly incurred” costs as costs that do not depend on the identity of the payor is overly broad and inconsistent with the Knight case.  

By focusing on the identity of the payor, the 2011 proposed regulations are trying to limit costs not subject to the 2-percent floor to only costs that could not be incurred by an individual.  Such a definition seems to include all costs as subject to the 2-percent floor except those that are unique to an estate or trust, which is the interpretation of section 67(e) that the Supreme Court rejected.  Accordingly, we request that the final regulations omit the provision that defines “commonly incurred” costs as those that do not depend on the identity of the payor. 

Ownership Costs
Section 1.67-4(b)(2) of the 2011 proposed regulations provides that all ownership costs are ‘per se’ commonly incurred by individuals.  Ownership costs are defined as costs incurred by an owner of property simply because he/she is the owner.  The examples of ownership costs provided in the 2011 proposed regulations create considerable confusion because the examples include condominium fees, real estate taxes, insurance premiums, maintenance and lawn service, automobile registration and insurance costs, and partnership costs.  First, we note that real estate taxes are statutorily excluded from the definition of miscellaneous itemized deductions under section 67(b)(2) and should be removed from the list.  Second, we request that the regulations clarify that if costs are incurred in connection with a trade or business or a rental or royalty activity, such expenses are also excluded from miscellaneous itemized deductions and are fully deductible above-the-line under section 162.  
Finally, with regard to partnership costs, the 2011 proposed regulations treat all partnership costs “deemed to be passed through to and reportable by a partner” as commonly incurred.   We request clarification that the only partnership costs covered by this requirement are certain portfolio costs included in Code K (Deductions – portfolio (2 percent floor)) on Form 1065 Schedule K-1, Partner’s Share of Income, Deductions, Credits, etc., Part III, Partner’s Share of Current Year Income, Deductions, Credits, and Other Items, Line 13, Other Deductions.  This specific category of deductions is for portfolio deductions subject to the 2-percent floor and should be the only category of partnership deductions that are subject to the 2-percent floor for a trust or estate.   
Tax Return Preparation Costs

Section 1.67-4(b)(3) of the 2011 proposed regulations provides that the costs of all estate and generation-skipping transfer tax returns, fiduciary income tax returns, and the decedent’s final individual income tax returns are not subject to the 2-percent floor.  We request that the cost of preparing the decedent’s gift tax returns also be included along with the cost of preparing the decedent’s final income tax return in that list.  

Section 1.67-4(b)(3) also provides that the cost of preparing other individual income tax returns, gift tax returns, and tax returns for a sole proprietorship or a retirement plan are commonly incurred and,  therefore, subject to the 2-percent floor.  We believe there is confusion over which returns are covered in this list of return preparation costs subject to the 2-percent floor.  First, we note that it would be very rare for a trust or an estate to pay for preparing the tax return of an individual other than the decedent.  In the unlikely event that it did, such a circumstance might involve preparing the return of a beneficiary. However, such a cost would be treated as a beneficiary distribution rather than a deductible expense.  And if the return were not for a beneficiary, the fiduciary would probably be in violation of his/her fiduciary duty by paying such a cost.  Therefore, we believe it is inappropriate to include these individual income tax return and gift tax return preparation costs in the list of items subject to the 2-percent floor.  
Next, with respect to tax preparation fees for sole proprietorships, we note that such costs are fully deductible as a business expense under section 162.  See Temp. Reg. § 1.67-1T(c).  In addition, such fees would be included in the total cost of preparing the decedent’s final income tax return or the estate’s or trust’s fiduciary income tax returns, which under the proposed regulations are exempt from the 2-percent floor.  With respect to fees for preparation of returns for retirement plans (for example, Form 5500, Annual Return/Report of Employee Benefit Plan), we note that such fees are related to a trade or business, and thus are fully deductible by the business under section 162.  Therefore, we request tax preparation fees for sole proprietorships and retirement plans be removed from this list of tax return preparation costs subject to the 2-percent floor. 

Bundled Fees 

Section 1.67-4(c)(1) of the 2011 proposed regulations provides that generally a single expense for both costs that are subject to the 2-percent floor and costs that are not must be unbundled and allocated between those groups.  Section 1.67-4(c)(3) provides that any reasonable method may be used to allocate a bundled fee between the costs that are subject to the 2-percent floor and those costs that are not.  

In general, we continue to believe that the regulations should not include an unbundling requirement because it will (a) involve tremendous administrative and recordkeeping burdens to break down and track specific expenses, (b) involve renegotiating fee contracts, (c) subject fiduciaries to potential liability and litigation from beneficiaries alleging excess alternative minimum tax exposure, and (d) result in various expenses being subject to the 2-percent floor in some years but not in other years.  For further discussion on our concerns with unbundling, see our May 23, 2008 comments on the prior proposed regulations.  Nevertheless, if the IRS and Treasury continue with an unbundling requirement, we urge that the final regulations continue the approach of allowing any reasonable method to be used for allocating expenses between those subject to the 2-percent floor and those not. 

Rental Real Estate Example

Section 1.67-4(c)(2) of the 2011 proposed regulations provides that if the trustee charges a separate fee in addition to the trustee fee, the separate fee is subject to the 2-percent floor if it is for services commonly or customarily incurred by an individual.  The proposed regulations provide the following example:
A corporate trustee charges a percentage of the value of the trust income and corpus as its annual commission.  In addition, the trustee bills a separate amount to the trust each year as compensation for leasing and managing the trust’s rental real estate.  The separate real estate management fee is subject to the 2-percent floor because it is a fee commonly or customarily incurred by an individual owner of rental real estate. 
The above example fails to consider that section 62(a)(4) expressly allows an above-the-line deduction for expenses attributable to property held for the production of rents and royalties.  We respectfully request that this example be eliminated from the final regulations because it is contrary to the section 62 statute.   
Appraisal Fees

We also request that the regulations add appraisal fees incurred by an estate or trust as a category of expense not subject to the 2-percent floor.  Estates are required to have certain assets, including personal property, real estate, and interests in non-publicly traded partnerships and closely held businesses, appraised as part of the probate process and for purposes of filing the Form 706, United States Estate (and Generation-Skipping Transfer) Tax Return.  Trusts are required to appraise certain assets on a periodic basis for purposes of preparing fiduciary accounts and in other situations, such as where income is defined as a unitrust amount based on a fixed percentage of the fair market value of trust assets each year.  While it is possible for an individual to incur appraisal costs, we believe that this category of expenses is not commonly or customarily incurred by individuals on a recurring basis.  Trusts and estates are required to incur these appraisal expenses, often annually.  Therefore, they should be fully deductible and not subject to the 2-percent floor.   

Other Fiduciary Fees

We also request that the regulations include a list of fees that are not subject to the 2-percent floor if paid as a separate fee by a trust or estate.  Among those fees would be the cost of preparing fiduciary accountings and the cost of fiduciary liability insurance.   These costs are unique to trusts and estates and are only incurred as part of the fiduciary responsibility involving a trust or estate so they clearly should meet the not “commonly or customarily incurred” standard.

Conclusion
In summary, we urge the Service to consider our comments and recommendations in order to achieve our mutual goal of consistency with the Supreme Court’s interpretation of section 67(e) in Knight v. Commissioner.  In general, we continue to believe that the regulations should not include an unbundling requirement; however, if the final regulations contain an unbundling requirement, we encourage that they continue to include the approach of allowing any reasonable method to be used for allocating expenses.  We request that the final regulations omit the provision that defines “commonly incurred costs” as those that do not depend on the identity of the payor. 

The examples of ownership costs should be corrected to remove non-miscellaneous itemized deductions such as real estate taxes and costs incurred in connection with a trade or business or rental or royalty activities, as well as partnership costs other than certain portfolio costs included in Code K on Form 1065 Schedule K-1, Line 13.  Likewise, we request that the example of separate rental real estate management fees should be eliminated from the final regulations because it is contrary to the section 62 statute.  
We request that the cost of preparing the decedent’s gift tax returns also be included along with the cost of preparing the decedent’s final income tax return in the list of tax return preparation costs not subject to the 2-percent floor.  The cost of preparing other individual income tax returns, gift tax returns, and tax returns for a sole proprietorship or a retirement plan should also not be on the list of items subject to the 2-percent floor.

We request that the regulations add appraisal fees incurred by an estate or trust as a category of expense not be subject to the 2-percent floor.
We appreciate the opportunity to discuss these matters further with you to achieve clear guidance in this area that is consistent with the Knight case.  We welcome the opportunity to discuss these comments or to answer any questions that you may have.  I can be reached at (401) 699-0206, or patt@pgco.com; or you may contact Frances Schafer, Chair, AICPA Trust, Estate, and Gift Tax Technical Resource Panel, at (202) 521-1511, or fran.schafer@us.gt.com; Carol Cantrell, Chair, AICPA Section 67(e) Task Force, at (713) 667-9147 or ccantrell@bvccpa.com;  or Eileen Sherr, AICPA Senior Technical Manager, at 202-434-9256, or esherr@aicpa.org.

Sincerely,

Patricia A. Thompson, CPA 

Chair, Tax Executive Committee

cc:
Ms. Catherine Veihmeyer Hughes, Estate and Gift Tax Attorney Advisor, Office of Tax Policy, Treasury Department

Ms. Jennifer N. Keeney, Attorney, Office of Associate Chief Counsel for Passthroughs and Special Industries, Internal Revenue Service
Mr. Faris Fink, Commissioner of Small Business/Self-Employed Division, Internal Revenue Service


