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Section of Taxation

4th Floor
LEGAL PROCESSING DIVISION Waeningon, D6 20065 3022
PUBLICATION & REGULATIONS 226629670
BRANCH 202002

E-mail: tax@americanbar.org

July 8, 2013

The Honorable Mark Mazur The Honorable William J. Wilkins
Assistant Secretary (Tax Policy) Chief Counsel

Department of the Treasury Internal Revenue Service

1500 Pennsylvania Avenue, NW 1111 Constitution Avenue, NW
Room 3120 Room 3026

Washington, DC 20220 Washington, DC 20224

Re: Recommendations for 2013-2014 Guidance Priority List
Dear Messrs. Mazur and Wilkins:

The American Bar Association Section of Taxation welcomes the opportunity to provide
recommendations for inclusion in the 2013-2014 Treasury-IRS Guidance Priority List, These
recommendations represent the views of the American Bar Association Section of Taxation, They
have not been approved by the Board of Governors or the House of Delegates of the American Bar
Association and should not be construed as representing the policy of the American Bar Association.

The enclosed list contains recommendations made by the members of various committees
within the Section of Taxation. I hope you find the suggestions helpful as you formulate the new
Priority Guidance List. The recommendations include items submitted by the foliowing committees:

Affiliated and Related Corporations Partnerships and LLCs

Civil and Criminal Tax Penalties Pro Bono and Tax Clinics
Corporate Tax Real Estate

Exempt Organizations Sales, Exchanges and Basis
Fiduciary Income Tax Tax Accounting

Financial Transactions Tax Exempt Financing

We would be happy to discuss the recommendations with you or your staff, if that would be
helpful.

Sincerely,

Rudolph R. Ramelli
Chair

Enclosure



RECOMMENDATIONS FOR THE 2013-2014
TREASURY-IRS GUIDANCE PRIORITY LIST

As requested in Notice 2013-22,' the Section of Taxation of the American Bar Association has
identified the following tax issues that we recommend be addressed through Regulations, rulings
or other published guidance in 2013-2014. In each case, the name and contact information for a
representative of the committee making the suggestion are provided.

AFFILIATED AND RELATED CORPORATIONS
Matthew E. Gareau, Affiliated and Related Corporations Commiltee, (202) §79-5387,
magareaui@deloitte.com

1. Regulations under section 1502° regarding loss transfers of member stock. In particular,
guidance is requested with respect to coordination of the application of Treas. Reg. §
1.1502-11, Treas, Reg. § 1.1502-28, and Treas. Reg. § 1.1502-36.

2, Final Regulations under Treas. Reg. § 1.1502-77 relating to the status of the agent for the
consolidated group. Regulations were proposed on May 30, 2012,

3. Final Regulations under Treas. Reg. § 1.1502-91 regarding redetermination of
consolidated net unrealized built-in gain and loss, Regulations were proposed on October
24,2011,

4, Regulatory clarification regarding the application of the “end-of-the-day™ and “next-day”

rules of Treas. Reg. § 1.1502-76(b){1)(ii), particularly with respect to the treatment of
closing day stock option and “success based” consulting fee deductions,

5. Updated guidance on the treatment of consolidated tax credits, including treatment of
credits allocated to and from members departing and joining consolidated groups.

6. Regulatory clarification regarding the consolidated group continuation rules of Treas.
Reg. § 1.1502-75(d)(2) and (3), in particular coordination of existing Regulations with
the principles of Rev. Rul. 82-152 and general “substance over form” principles.

7. Regulations providing guidance on the meaning of “successor” for purposes of section
1504(a)(3).
8. Clarification about how section 336(e) applies to consolidated groups.

CIVIL AND CRIMINAL TAX PENALTIES
Josh Ungerman, Civil and Criminal Tax Penalties Committee, (214) 749-2427,
jungermaniimeadowscollier.com

1. Guidance on restitution-based assessments under section 6201(a)(4):

¢  How will restitution be assessed when a defendant/taxpayer filed a joint
return with his or her spouse who is not a defendant (and therefore not

' 2013-15 1.R.B. 904.
? References to a “section” are to a section of the Internal Revenue Code of 1986, as amended {the “Code™,
unless otherwise indicated.



subject to a restitution order)? Will the spouse be liable for the restitution-
based assessment, or will the spouse receive a notice of deficiency? If the
spouse successfully challenges the merits of the proposed adjustments, will
the Service reduce the defendant/taxpayer’s restitution-based assessment
accordingly? Can the spouse call the defendant/taxpayer as a wiitness in the
audit, administrative appeal and/or court to challenge the amount of the
restitution-based assessment, despite the inability to challenge under section
6201 (a)(4XC)?

» Does the Service intend to forego civil audits in most cases where the court
orders restitution and the Service makes a restitution-based assessment?

s Ifthe Service audits a defendant and finds the actual tax due is less than the
restitution order, what steps will the Service take to reduce the restitution-
based assessment? A Chief Counsel Notice suggests that the Service will
contact the Tax Division to seek a reduced order of restitution, but does not
explain how this will be accomplished after the order becomes final. }

s If a defendant paid the restitution and then, after the restitution-based
assessment, the Service determines that the tax due is less than the restitution
assessed, how will the Service reduce the assessment under section 64047
(Under section 6404, the Secretary is authorized to abate the “unpaid™
portion of an assessment which is excessive in amount or erroncously
assessed.)

» Ifthe Service does not audit after the criminal proceedings, how does a
defendant challenge the amount of the restitution-based assessment if the
amount exceeds the tax due, where section 6201(a)(4)(C) prevents any
challenge?

» The Service is refusing to consider an offer-in-compromise with respect to a
restitution-based assessment,’ What if the taxpayer truly cannot pay? What
are the taxpayer’s options?

* Wil the Service reduce a restitution-based assessment when a valid net
operating loss carryback or carryforward eliminates the liability? If so, how
does a taxpayer obtain this relief?

+  Where a defendant/taxpayer pays restitution prior to sentencing, will the
Service post the restitution as of the date of payment? Or will it assert that
the payment is not effective until after the restitution-based assessment is
made?

2. Guidance on First Time Abate under LR M. 20.1.1.3.6.1:

* How does the Service define a “significant™ amount in determining when a
First Time Abate (“FTA™) conclusion will not apply?

¥ See Chief Counsel Notice CC-2011-018 {Aug. 26,2011), Q&A 10,p. 6.
? Chief Counsel Notice CC-2011-018 (Aug. 26, 2011), Q&A 18, pp. 8-9.
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4.

Is any assessed penalty in the three years prior to the period at issue a
“significant” penalty that bars FTA?

Guidance on penalty abatements (account posting issues, etc.):

Guidance confirming that failure to pay penaltics can be abated even where
the tax has not yet been paid in full.

Guidance requiring that penalty abatements must be entered as of the date the
penalty was originally assessed, so taxpayers do not pay interest on an abated
penalty. For example, a penalty is imposed on 6/30/2010 and abated on
6/30/2012. Because the Service enters the abatement as of the date of the
decision to abate (instead of the date of the original assessment), the taxpayer
avoids the penalty, but continues to be liable for the interest that accrued over
the last two years.

Guidance preventing the accrual of additional penalties during consideration
and/or after abatement of penalties based on reasonable cause or FTA.

Guidance requiring reduction of an assessed estimated tax penalty when the
original tax assessed is reduced due to amended returns or audit adjustments.
Furthermore, when the estimated tax penalty is reduced, the reduction should
be entered as of the date the initial estimated tax penalty was assessed to
avoid the accrual of interest on an amount that is abated.

Additional guidance on pre-assessment appeals rights with respect to international
penalties, including penalties for failure to file Form 3520-A.

CORPORATE TAX
Martin Huck, Corporate Tax Committee, (202} 327-5819, Martin.Huck@ey com

1.

Guidance relating to the “no rule” positions outlined in Rev. Proc. 2013-3,% with priority

on:

Guidance relating to “north-south” issues where the *north” is a distribution
to which section 355(a) otherwise applies:®

Guidance relating to section 361 distributions to creditors where the debt
held by the creditors is issued in anticipation of the distribution, including
guidance clarifying what constitutes “in anticipation.”

Guidance revoking Rev. Rul. 78-130.°

Guidance refating to application or non-application of the investment company rules
under section 351(e) and section 368(a}(2)(F) to common transactions.

52013-1LR.B. 113,
S rd
"Id

% 1978-1 C.B. 140.



4, Guidance relating to the allocation of earnings and profits in divisive reorganizations.

5. Additional guidance under section 336(e), in particular relating to the application of the
consistency rules and the general application of the rules in cases where the qualified
stock distribution (QSD) occurs in multiple steps.

EXEMPT ORGANIZATIONS

Robert Wexler, Exempt Organizations Committee, (415) 421-7555, wexter@adlercolvin.com

Guidance regarding the measurement and permissible level of political campaign activity
by section 501(c) exempt organizations other than those exempt under section 501{c)(3),
including but not limited to unified standards distinguishing political campaign
advertising from issue advocacy.

Guidance for 501(c) exempt organizations, other than those exempt under section
501(c)(3), that have not filed an application for recognition of exemption within 27
months of creation, regarding procedures for requesting retroactive recognition of
exemption and standards for granting that treatment.

Guidance regarding how to obtain a revised determination letter without the need for
filing a new exemption application on Form 1023 or Form 1024, where there is a mere
change in the form or state of incorpoeration, including situations where the change is
accomplished by a process of domestication rather than creation of a new entity.’

Guidance regarding the standards for recognizing organizations engaged in the
publication of information that is useful to individuals and beneficial to the community,
including general news, as exempt under section 501(c)(3).

Guidance updating Rev. Proc. 92-94,'° including to (i) confirm that support from a non-
U.S. governmental entity counts as public support in the same manner as support from a
federal, state, or local governmental entity counts for purposes of the public support
calculation under section 509(a), (ii) revise the definition of “currently qualified” in light
of the current five-year calculation period for public support and to provide that an
affidavit is currently qualified if a foreign organization in the first five years of its
existence reasonably can be expected to qualify as publicly supported, (iii} clarify that
grantors need not evaluate foreign hospitals for compliance with section 501(r), (iv)
clarify that foreign schools must attest that they do not discriminate on the basis of race,
color or national and ethnic origin, but are exempt from the specific requirements of Rev.
Proc. 75-50,"" and (v) clarify that sponsoring organizations of donor-advised funds may
make equivalency determinations pursuant to Rev. Proc, 92-94 when making grants to
foreign organizations

In addition to guidance pursuant to section 4966 regarding donor advised funds, as
included in the 2012-2013 Priority Guidance Plan, guidance pursuant to sections 4958
and 4967,

° Rev. Rul. 67-390, 1967-2 C.B. 179, Case 4.
'® 1992-2 C.B. 507.
119752 C.B. 587.



7. Guidance updating the definition of ““control” in Treas. Reg. § 1.512(b}-1{1)(4) 10
conform to the changes made by the Tax Reform Act of 1997."

8. Guidance regarding when a member of a tax-exempt organization’s board of directors
can be considered independent for purposes of the rebuttable presumption of Treas. Reg.
§ 53.4958-6, notwithstanding a financiat relationship between the organization and the
director or the director’s employer, under a de minimis standard or otherwise.

9. Guidance to clarify that borrowing in order to make charitable grants or to support
charitable programs does not normally constitute acquisition indebtedness within the
meaning of section 514(c), including examples clarifying the application of the "but for"
and "reasonably foreseeable” tests under section 514(c)(1)(C) to situations in which a
charity borrows to fund charitable programs or grants.'

FIDUCIARY INCOME TAX
Lewis J, Saret, Fiduciary Income Tax Committee, (202) 965-7748, lewis, saretzdgmail.com

1. Guidance under section 643(i} regarding a deemed distribution by reason of use of
foreign trust property. Section 643(i) provides that, if a trustee of a foreign trust permits
a United States grantor, beneficiary or relative of a grantor or beneficiary to use property
of the trust without payment for the fair market value of the use of such property, such
use will be treated as a distribution from the trust. It would be helpful to provide
guidance in this area, specifically with respect to the following items: (1) who wili be
required to determine the fair market value of such property; (2) a standard for the proper
valuation of such property; (3) whether the specific allowance of the use of such trust
property by the applicable trust agreement will be treated as a distribution under section
643(i); (4) whether there would be a safe harbor for de minimis usage of property that
would not be treated as a distribution, either by a certain low value of the property or by
usage for a short term, such as no more than $50,000 of fair market value or 7 days of
usage; and (5) information about how such usage will be required to be reported.

2. Guidance under sections 661, 662, 2501 and 2612 regarding decanting. Decanting is the
process by which a trustee exercises its power to distribute trust principal to or for the
benefit of a beneficiary by distributing assets to a new trust. The Service includes
decanting on its no-ruling list with respect to the following: (a) whether decanting gives
rise to a section 661 distribution deduction or results in inclusion in gross income under
section 662; (b) whether decanting results in a taxable gift under section 2501; and (3)
whether decanting causes loss of GST exempt status or results in & taxable distribution or
taxable termination under section 2612." Eleven states have adopted decanting statutes
and at least two others are in the process of enacting decanting statutes. Most other states
allow decanting under their common law.

3. Guidance under section 1001 regarding severance of trusts. The Service has issued many
private letter rulings addressing whether the non-pro rata division of a trust will result in

2 pub. L. No. 105-34, 111 Stat. 788.

" See ABA Section of Taxation, “Comments on the Scope of Section 514 of the Internal Revenue Code”
(April 9, 2012), available at

http:/wwwy.americanbar.org/content’'damy/aba’administrative/taxation/34091 2comments.authcheckdam. pdf,
" Rev. Proc. 2013-3, 2013-1 LR.B. 113.




the recognition of gain or loss. Most recently, in a private letter ruling,'” the trustees of a
qualified terminable interest property trust (QTIP trust) proposed to divide the QTIP trust
into two separate trusts. The Service ruled that a non-pro rata division of the QTIP trust’s
assets would not result in gain or loss recognition. In Revenue Ruling 2008-41,"
however, the Service ruled that the division of a trust that qualifies as a charitable
remainder trust under section 664 into separate trusts must be done on a pro rata basis.
Thus, there appears to be different treatment of a severance of a charitable remainder
trust. Accordingly, it would be helpful to have guidance on whether a non-pro rata
division of a trust, including, but not limited to, a charitable remainder trust, will result in
the recognition of gain or loss for Federal income tax purposes, and, if so, whether such
gain or loss can be avoided by funding each new trust with assets fairly representative of
appreciation and depreciation rather than dividing each asset on a pro rata basis.

Guidance under section 2010(c)(4) on the mechanics of electing portability of the estate
tax exclusion amount, including the extent to which the election may be deemed 10 have
been made and relief measures for the failure to make a timely election.

Guidance under section 263 1{c) confirming that a taxpayer’s GST tax exemption under
section 2631(c) may be allocated to testamentary transfers in 2010 even if the executor
elects out of the estate tax.

Guidance regarding post-2012 GST tax issues.'” If Congress does not change the law,
many of the same uncertaintics with respect to the GST tax that troubled taxpayers in
2010 will recur. Current guidance on the application of the GST tax after 2012 to
transfers made prior to 2013 could eliminate much of the uncertainty, including, for
example, the effect of: (i} previous allocations of GST tax exemption in excess of the
2013 exemption; (ii) deemed allocations to prior transfers under section 2632(c); (iii)
elections in and out of automatic allocations under section 2632(c)(5); (iv) retroactive
allocations in the case of the death of a non-skip person under section 2632(d); (v) late
allocations pursuant to section 9100 relief under section 2642(g); and (vi) qualified
severances under section 2642(a)(3).

Guidance regarding the coordination of preparer penalties under sections 6694 and
6695A, specifically whether the penalties under the sections are exclusive or may be
aggregated.

Guidance under section 1411 regarding the application of the new 3.8% tax on unearmed
income to estates and trusts.'®

FINANCIAIL TRANSACTIONS
Matthew Stevens, Financial Transactions Committee, (202) 327-6846, matthew stevensi@ey.com

> PLR 201118007 (May 6, 2011},

'52008-2 C.B. 170.

17 See ABA Section of Taxation, “Options for Tax Reform and Simplification with Respect to Federal
Estate, Gift and GST Taxes” (April 4, 2012), available ar

hit
pdf.

JAwww.americanbar.org/content/dam/aba/administrativestaxation/0405 | 2letter.authcheckdam

** ABA Section of Taxation, “Proposed Treasury Regulations vnder Section 14117 (April 5, 2013),
available at hitp/faww americanbar.org/content/dam/aba‘administrative/taxation/0405 | 3comments-
2. authcheckdam. pdf.




1. Guidance on the treatment of distressed debt, including Regulations relating to accruals
of interest and discount, application of payment ordering rules when debt is not paid in
full, and mitigation of character mismatches with respect to accrued interest and discount
that is never paid.

2. Final Regulations under section 263(g) addressing capitalization of interest and carrying
costs in the case of straddles.

L¥R]

Regulations on notional principal contracts (NPCs) relating to the inclusion in income or
deduction of a contingent nonperiodic payment, and guidance relating to the character of
payments made pursuant to an NPC.

4. Guidance on the characterization of credit default swaps and other credit derivatives.

5. Guidance under section 1058 addressing securities lending in light of recent case law."”
6. Guidance regarding cross-border securities lending.”

7. Final Regulations under section 871(m) on dividend equivalent payments.*'

8. Guidance on application of Treas. Reg. § 1.1001-3(f}(7)(ii), relating to deterioration in

financial condition of the obligor, in the case of section 368(2)(1)(F) reorganizations,
check-the-box elections and other circumstances where there is a change in either the
corporate legal obligor or the tax obligor.

9. Guidance on the characterization, particularly for withholding tax purposes, of consent
fees for debt modifications and waivers.

10. Guidance on characterization, including for withholding tax purposes, of standby letter of
credit fees and commitment fees.

11. Regulations on prepaid forward contracts.”

12. Regulations under sections 163(e)(5) and 163(i), including treatment of variable rate debt
instruments {VRDIs) and contingent payment debt instruments (CPDis).

PARTNERSHIPS AND LLCS
Adam Cohen, Partnerships and LLCs Committee, (303) 295-8372, acohengihellandhart.com

1. Guidance providing a safe harbor for determining when a party will be respected as a
partner in a tax credit partnership, including transactions giving rise to low-income
housing credits, new markets credits, rehabilitation credits, or energy credits. 2 In
addition, guidance is requested under section 7701(o) regarding the application of the

Y Calloway v. Commissioner, 135 T.C. 3 (2010), Anschutz v. Commissioner, 135 T.C. 5 (2010}, and
Samueli v. Commissioner, 132 T.C. 4 (2009).

% Notice 2010-46, 2010-1 C.B, 757.

*! See ABA Section of Taxation “Comments on Proposed Regulations [ssued Under Section §78(m)"” (May
15, 2012), available at

http://www.americanbar.org/content/dam/aba/adiministrativedaxation/05 1 5 1 2Comments.authcheckdam.pdf.
7 Se¢ Notice 2008-2, 2008-1 C.B. 252, and Rev. Rul. 2008-1, 2008-1 C.B. 248.

= See Historic Boardwalk Hall v. Commissioner, 136 T.C. 1 (2011), rev'd, No. 11-1832 (3rd Cir. 2012).
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10.

11.

economic substance dociring to these transactions. In particular, guidance is requested
with respect to the applicability of language in the Joint Committee on Taxation report
which states that the doctrine is not intended to disallow tax benefits if the realization of
those 1ax benefits is consistent with the Congressional purpose or plan that the tax
benefits are designed to effectuate.

Proposed Regulations under section 751(b) on unrealized receivables and inventory.

Proposed Regulations under sections 704, 734, 743, and 755 arising from the American
Jobs Creation Act of 2004, regarding the disallowance of certain partnership loss
transfers and no reduction of basis in stock held by a partnership in a corporate partner.
Interim guidance was issued in Notice 2005-32.

Proposed Regulations under section 752 regarding related person rules.
Final Regulations regarding series LLCs.

A notice requesting comments prior to issuing Proposed Reguiations regarding a bottom
guarantee or a minimum net worth requirement under the section 752 and/or section 707
Regulations. It is our understanding that Treasury and the Service may propose a
modification to the Regulations under section 752 and/or section 707 that would require a
partnership to disregard a bottom guarantee of a partnership liability in determining
whether any portion of the liability is treated as a recourse liability, We also understand
that Treasury and the Service may impose a net worth requirement under section 752
and/or section 707. We recommend that prior to making such a fundamental change,
Treasury and the Service should issue a notice and request for comments prior to issuing
Proposed Regulations.

Guidance on the definition of a limited partner for SECA purposes.
Guidance on whether a partner can be an employee of a partnership.

Proposed Regulations under Treas. Reg, § 1.337(d)-3 relating to partnership transactions
involving a corporate partner’s stock or other equity interests.

Guidance regarding the application of Treas. Reg. § 1.267(b)-1(b) to partners and
partnerships.

Proposed Regulations establishing a new de minimis rule under section 704(b).*

PRO BONO AND TAX CLINICS
Geotge Willis, Pro Bono and Tax Clinics Committee, (714) 628-2531, gwillis@@chapman.edu

1.

Guidance under section 61(a) relating to the exclusion of attorneys’ fees from the
prevailing individual’s income where the fees are awarded directly to a Legal Aid

“PL.108-357, 118 Stat. 1418.

*2005-1 C.B. 895.

% See ABA Section of Taxation “Comments on Proposed Regulations Removing the Substantial Economic
Effect De Minimis Rule” (May 22, 2012), available at

hitp://www . americanbar.org/content/dam/aba/administrative/taxation/0522 1 2comments authcheckdam pdf.
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Organization in connection with its representation of an individual {or group of
individuals) in cases where the taxpayer has no obligation to pay attorneys’ fees to the
Legal Aid Organization.”’

2. Updated guidance under Treas, Reg. § 1.6030P-1(e)(1)(i1) with respect to what procedure
taxpayers should follow to prevent taxation of the full amount of discharged debt to
multiple individuals when a creditor complies with the requirement in that provision that:

In the case of multiple debtors jointly and severally liable on an
indebtedness, the amount of discharged indebtedness required to be
reported under this section with respect to each debtor is the total amount
of indebtedness discharged. For this purpose, multiple debtors are
presumed to be jointly and severally liable on an indebtedness in the
absence of clear and convincing evidence to the contrary.

If each debtor who receives a Form 1099-C for the full amount of the debt reports that
full amount as incomne, the forgiveness of that debt will result in taxation of the same
amount to multiple individuals, an inappropriate result. It would be helpful for the
Service to provide guidance on how taxpavers should address this situation, particularly
when only one of the debtors received and used all of the funds loaned.

3. Guidance updating Treas. Reg. § 1.152-1 to clarify support-related issues as these pertain
to the dependency exemption, Treas, Reg. § 1.152-1(a)(2), last updated in 1971, needs to
be updated. There are two problems with the Regulations. First, the Service continues to
apply a support test where the taxpayer is claiming a qualifying child. The support test
was eliminated in 20035, and the Service should not continue to request this
documentation, Second, the Service continues to treat public benefits such as TANF and
SS8I as support provided by the child. In fact, this is not support provided by the child,
but rather it is being supplied to a parent or guardian by a government entity.

4. Updated guidance concerning section 32(k). Section 32(k) places restrictions on
taxpayers who improperly claim the carned income tax credit. There are different
penalties for fraudulent, reckless and improper claims which culminate in the taxpayer
being banned from claiming the credit for a period of years. The Service does not
provide prior notice to taxpayers of the consequences of an improper claim, nor is
adequate guidance provided as to what constitutes an improper claim. Unfortunately,
both Treas. Reg. § 1.32-3 and I.R.S. Significant Service Advice Memorandum
200245051%® lack detailed guidance and as a result taxpayers and examiners have no
guidance to understand the ban, We recommend {1} the development of more detailed
criteria for determining whether and when the ban may be imposed, (2) the development
of a process for providing the taxpayer with notice and an opportunity to contest the ban
prior to its imposition (and that notice be provided well before a Notice of Deficiency is
issued), and (3) the development of a process whereby a taxpayer may apply to have the
ban litted early if the taxpayer becomes comptiant with his or her Federal tax obligations
and is in fact eligible to claim the credit.

5. Guidance under section 7434(d). The Code provides for civil damages to a person
harmed by another person’s fraudulent filing of information returns. Section 7434(d)

“7 PLR 201015016 (Apr. 16, 2010).
B Nov. 8, 2002,



states that any person bringing an action “shall provide a copy of the complaint to the
Internal Revenue Service upon the filing of such complaint with the court.” There is no
guidance as to what documents are sufficient, where they should be submitted, etc.
‘Therefore, more detailed guidance is needed by taxpayers and practitioners.

6. Guidance expanding preparation authority for Volunteer Income Tax Assistance
(“VITA™) program preparers. Tax return preparers participating in the VITA program
are precluded from preparing certain returns with issues common to the low income
community. For example, current rules state that a VITA site is allowed to prepare Form
982 (Reduction of Tax Attributes Due to Discharge of Indebtedness) only when a Form
1099-C has been issued for a debt related to (1) a home foreclosure or (2) an unsecured
credit card.”® Therefore, in situations where a taxpayer has both a Form 1099 for a home
foreclosure (VITA-allowable) and a Form 1099-C for a repossessed car (VITA-
unallowable), the site cannot prepare the return. VITA preparers should not be precluded
from preparing Form 982 where the reported cancelled debt is frem a commeon consumer
transaction.

7. Individual Taxpayer Identification Number (ITIN) procedures require a more thorough
revision and update. In 2012 the Service updated the ITIN application process and
imposed new rules on Certified Acceptance Agents effective January 1,2013.*® Among
other things, the new process creates certain verification procedures for Certified
Acceptance Agents (CAAs) and also limits the method by which ITINs for minors may
be obtained. These rules hinder effective representation and tax compliance.” We
recommend that the Service further review and revise ITIN procedures and the CAA

requirements.

REAL ESTATE

Jon Finkelstein, Real Estate Committee, (202} 756-8426, jfinkelsteindmwe.com

1. Guidance under section 108(c), with particular focus on the definition of “secured by real
property.”

2, Final Regulations under section 460 relating to the home construction contracts

exemption.™

3. Guidance regarding the meaning of “actively and regularly engaged in the business™ of
lending money for purposes of section 465.

4, Guidance regarding the treatment of cancellation of indebtedness income as unrelated
business taxable income under section 512.

® See VITA Screening Worksheet, available at hitp://www.irs.gov/pub/irs-pdf/p473 1 pdf and the VITA
Instructor Guide, available at hitp:/7www.irs. cov/pub/irs-pd Fp43355.pdf (at section 10-20.)

IR 2012-98 (Nov. 29, 2012).

! See ABA Section of Taxation, “Comments on the November 29, 2012 Changes to the Individual
Taxpayer [dentification Number (“ITIN™) Procedure” (April 2, 2013), available at

http:/www americanbar, org/content/dam/aba‘administrative/taxation/0402 1 Icomments.authcheckdam. pdf.
# See ABA Section of Taxation, “Comments Concerning Proposed Regulations under Section 460” (Apr.
27, 2009), available ar

hep:/Awvww americanbar.org/coment/dam/aba/migrated/tax/pubpolicy/2009/09042 Treesundersecd 60.autheh

eckdam,pdf.
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10.

Guidance simplifying section 514(c)(9)(E) and the fractions rule.”

Guidance regarding the treatment of a guaranteed payment under section 707(c) to a
REIT for purposes of section 856.

Guidance regarding the treatment of a deemed loan arising under section 467 in
connection with prepaid rent for the use of real property as a real estate asset for purposes
of section B56(c)}S)B).

Guidance revising Treas. Reg. § 1.856-5(c) addressing distressed debt acquisitions and
modifications.

Guidance reconsidering, revising or withdrawing Notice 2007-55™ addressing the
treatment of certain distributions under section 897(h)(1).

Regulations providing that the 5% publicly traded FIRPTA stock test in section 897(c)(3)
is applied to stock owned by partnerships at the partner level (rather than at the
partnership level).

In addition to the foregoing, we requested suggestions trom the Tax Credit and Equity Financing
Committee and the New Markets Tax Credit Committee. Those suggestions follow.

1,

Guidance under section 42(d)(1} on the inclusion of tax-exempt bond issuance costs that
would amortize during the construction period of a project and thus be capitalized into
depreciable basis.

Guidance under section 42 on casualty losses in a non-presidentially declared disaster
area as to the availability of tax credits in a year where a building has a casualty, is
repaired within a reasonable time, but is not repaired prior to the end of the tax year of
the casualty. Rev. Proc. 2007-54" provides guidance for presidentially declared disaster
areas, but does not address other casualties. Chief Counsel Advice 200134006 and
200913012%7 conclude credits are lost for the year of the casualty if the casualty is not
repaired by the end of the vear. Guidance is requested to address unintended hardships
for projects which have a casualty late in the year, repair the casuvalty quickly, but appear
to be at risk of permanently losing credits for such year because the repair is not
completed by the end of the year.

Formal guidance under section 42 with respect to the continued qualification of over-
income tenants covered by an extended use agreement after a transfer of the project and
the applicability of the conclusions in the Guide for Completing Form 8823, the Low-

* See ABA Section of Taxation, “Comments Concerning Partnership Allocations Permitted Under Section
514 (c)(OWE)” (Jan. 19, 2010), available at
hitprwww americanbar.ore/content/dam/aba‘inigrated tax/pubpolicy/20 10/comments conceming_partners

hip_allocations.authcheckdam.pdf.

*2007-2C.B. 13.
* 2007-2 C.B. 293.
¥ May 4, 2001.

¥ March 27, 2009.
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10.

11.

Income Housing Credit Agencies Report of Noncompliance or Building Disposition,*
While the Guide addresses the issue, it provides that taxpayers may not use or cite to the
Guide.

Formal guidance concerning the exception under section 42(d)(6) for any federally-
assisted or state-assisted building,

Guidance on whether the otherwise lawful non-renewal of the lease of a tenant by reason
of such tenant's income exceeding the maximum income limitation required upen initial
occupancy or some higher income limitation violates section 42. Guidance is requested
whether the answer changes if renewal of the lease would cause a termination or
diminution of rights or benefits under other government programs.

Guidance under section 142 on whether low-income housing projects which have lost
their rural status are held harmless at the highest national non-metropolitan median
income that the project achieved if the projects’ income limits were originally determined
using the national non-metropolitan median income afforded to rural projects under
section 42(i)(8).

Guidance addressing when allocations of state tax credits to members of a partnership
will be respected as allocations rather than as a disguised sale of credits.”

Guidance with respect to the definition of “control” for the reasonable expectations test in
Treas. Reg. § {.45D-1{d}6Xii)(B) where a Community Development Entity (CDE)
makes an equity investment in a Qualified Active Low-Income Community Business
(QALICB) but does not acquire management control.

Guidance to extend the safe harbor for construction period expenditures set forth in
Treas. Reg. § 1.45D-1{d)(4)(iXE)2) to better match construction perieds for large
projects which commonly extend beyond 12 months.

Guidance with respect to the definition of “redemption” set forth in Treas. Reg. § 1.45D-
1(2)(3)(i} applicable to a CDE taxable as a corporation where such entity has made
qualified low-income community investments in multiple years and would like to dispose
of an investment and distribute proceeds from the disposition that would exceed its
accumulated earnings and profits.

Guidance under the redemption safe harbor set forth in Treas. Reg. § 1.45-1(e)(3)(iii} to
address the application of the safe harbor to changes in taxable income due to the
application of the original issue discount rules.

SALES, EXCHANGES AND BASIS
Mark E. Wilensky, Sales, Exchanges and Basis Committee, (516) 747-0300, mwitensky @meltzerlippe.com

1.

Guidance clarifying the effect of a nen-recognition transaction under section 351, 721, or
731 immediately before or after an exchange of like kind property upon the like kind
property exchange qualifying for non-recognition under section 1031. In Rev. Rul. 75-

3 Revised Oct. 2009.
*® See Virginia Historic Tax Fund 2001 LP v, Commissioner, 639 F.3d 129 (4th Cir. 2011).
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292,* and Rev. Rul. 77-337,"' the Service held that a non-recognition transaction under
section 351, 721, or 731 immediately before or after a like kind property exchange
disqualifies the like kind exchange under section 1031, because the taxpayer has not
“held” the property in question “either for productive use in a trade or business or for
investment.” Subsequent case law casts doubt upon these Revenue Rulings, recoghizing
that an indirect interest in like kind property before or after another non-recognition
transaction should satisfy the purposes and intent of section 1031. In the absence of an
official change in position by the Service, however, taxpayers use burdensome or
contorted transaction structures that would otherwise be unnecessary to satisfy the
requirements of section 1031, We recommend that a new Revenue Ruling permit
taxpayers to engage in a non-recognition transaction under section 351, 721, or 731
before or after a like kind exchange without disqualifying the like kind exchange under
section 1031, so long as title to the like kind property passes through the taxpayer
pursuant to the like kind exchange.*

2 Guidance clarifying the scope of the “routine financial services” exception for acting as a
section 1031 exchange accommodator. Under Reg. § 1.1031(k}-1(k), a so-called
“disqualified person” (generally defined to include family members and agents of the
taxpayer, as well as entities [0% or more of the equity interests of which are owned
directly or indirectly by a taxpayer or the taxpayer’s family members or agents) cannot
act as a qualified intermediary, trustee of a qualified trust or holder of a qualified escrow
account (a “1031 Accommeodator™) in connection with a section 1031 deferred like-kind
exchange. An exception to this general rule permits financial institutions to provide
“routine financial services” (a term not defined in the Regulations) without giving rise to
disqualified person status. A recent case involving a dispute over the acquisition of a
1031 Accommodator business highlights the practical difficulties encountered by both
taxpayers and bank-affiliated 1031 Accommodators duc to the lack of clarity regarding
the scope of “routine” versus “non-routine” financial services.”” The Service has
recognized the important role played by banks (as defined in section 581) among 1031
Accommodators as “closely regulated entities that have historically acted as neutral and
independent holders of funds.”* To eliminate the ambiguity in the current Regulations
and allow taxpayers the freedom to select bank-affiliated 1031 Accommodators without
fear of disqualifying their exchanges, we recommend an amendment to the current
Regulations to clarify that any services which the Office of the Controller of the Currency
(in the case of a national bank) or the relevant state regulatory agency (in the case of a
state-chartered bank) permits the bank to provide (directly or through an affiliated entity)
shall be considered “routine.”

3. Guidance under section 1031 regarding offsetting “mortgage boot” where unsecured debt
is retired by a purchaser of relinquished property (or by a qualified intermediary using
buyer funds).

1975-2 C.B. 333.

“1977-2 C.B. 305.

** We note that such guidance could be limited to circumstances in which no binding commitment exists to
engage in the exchange under section 1031 or the other non-recognition transaction at the time of the first
transaction,

* See NES Fin. Corp. v. JPMorgan Chase Bank, Nat'l Ass’n, 891 F.Supp.2d 558 (S.D.N.Y. 2012).

*“ REG-107175-00, 2001-1 C.B. 971, 972.

13



Guidance under section 1031 regarding the treatment of nonrecourse debt retired by a
deed in lieu of foreclosure or by foreclosure as “mortgage boot” without regard to the fair
market value of the property secured by the debt. A similar issue was narrowly addressed
in PLR 201302009." Because this is an issue that is important to many taxpayers, we
recommend the issuance of guidance upon which all taxpayers may rely.

Guidance under sections 167 and 1031 pursuant to Notice 2013-13* as to whether
property held simultaneously for sale and for lease (also known as “dual-use property™) is
eligible for depreciation deductions and/or like kind exchange treatment.

TAX ACCOUNTING
Jan Skelton, Tax Accounting Committee, (202) 220-2082, jansketton@deloitte.com

I.

10.

11.

12.

13.

Revenue Procedure under section 168(k)(4) regarding the election to accelerate carryover
AMT credits in lieu of claiming bonus depreciation.

Proposed Regulations under section 174 regarding procedures for adopting and changing
methods of accounting for research and experimental expenditures.

Revenue Procedure under section 179(f) regarding qualified real property.

Proposed Regulations under section 199 related to amendments by the Tax Extenders and
Alternative Minimum Tax Relief Act of 2008.

Guidance under section 199 addressing benefits and burdens of ownership.

Final Regulations under section 263(a) regarding the capitalization of costs related to
tangible property.

Revenue Procedure under section 263(a) regarding the capitalization of electric
generation property.

Revenue Procedure under section 263(a) regarding the capitalization of natural gas
transmission and distribution property.

Revenue Procedure under section 263(a) regarding the capitalization of cable network
property.

Final Regulations under section 263 A regarding the inclusion of negative amounts in
additional section 263A costs.

Final Regulations under sections 263A and 471 regarding sales-based royalties and sales-
based vendor allowances.

Proposed Regulations under section 263A to update and clarify the Regulations.

Revenue Procedure under section 446 updating Revenue Procedure 97-27.%

* Jan. 11, 2013,
%9013-12 LR.B. 659.
71997-1 C.B. 680.

14



14. Proposed Regulations under section 453 addressing the exchange of property for an
annuity.,

15. Proposed Regulations under section 460 addressing the application of the lookback
interest rules to certain pass-through entities with tax-exempt owners.

16. Final Regulations under section 460 regarding home construction contracts.”

17. Proposed Regulations under Treas. Reg. § 1.461-4(d)(5) addressing contingent liabilities
assumed in connection with a sale of a trade or business.

18. Proposed Regulations amending Treas. Reg. § 1.472-8 regarding the inventory price
index computation (IPIC) method.

19. Proposed Regulations on the carryover of last-in, first-out (LIFO) layers following a
section 351 or section 721 transaction.

TAX EXEMPT FINANCING
Nancy Lashnits, Tax Exempt Financing Committee, (503} §90-9385, nancy.lashnitsé@steptoe-

johnson.com

1. Guidance on and expansion of the safe harbors for determining private use of
management contracts for bond financed facilities through updates to Revenue Procedure
97-1.%

2. Guidance on the definition of “issue price” for tax-exempt bonds, Build America Bonds,

and other direct pay tax credit bonds.”

La

Final Regulations on the public approval provisions of section 147.

4. Guidance with respect to the financing of short-term and long-term working capital
deficits.

5. Guidance on bond financing of grants.®

6. Guidance with respect to arbitrage rules related to qualified hedge and yield reduction
payments.

* See ABA Section of Taxation, “Comments Concerning Proposed Regulations under Section 460” (April
27, 2009), available at

hitp://www amertcanbar.org/content/dam/aba/migrated/lax/pubpolicy 22009/0904 2 Tregsundersec460.authch
eckdam.pdf,

1997-1 C.B. 632. See ABA Section of Taxation, “Comments on Management Contract Guidelines under
Rev. Proc. 97-13” (May 9, 2012), available at

hitp://meetings.abanet. org/webupload/commupload/ TX334500/0therlinks_files/ComnmentsonManagesent
Contracteuidelines.pdf.

% See ABA Section on Taxation, “Comments on Issue Price” (November 9, 2010), available at
http://meetings.abanet.org/webupload/commupload/TX 334500mewsletterpubs/CominentsonlssuePrice.pdf.
*! See ABA Section of Taxation, "Comments on Bond-Financed Grants" (January 5, 2011), available at
hitp://www.americanbar.grg/content/dam/aba/migrated/tax/pubpolicy/201 1/0105 1 lcomments.authcheckda

m.pdf.
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Guidance on record retention requirements for tax exempt bonds and tax credit bonds,
including safe harbor guidance regarding any records required to support the periodic
returns required to be filed in the case of direct pay Build America Bonds, and other
direct pay tax credit bonds.

Final Regulations on the allocation and accounting provisions of section 141,
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May 1, 2013

Internal Revenue Service

Attn: CC:PA:LPD:PR (Notice 2013-22)
Room 5203

P.O. Box 7604

Ben Franklin Station

Washington D.C. 20044

Re: Recommendations for 2013-2014 Guidance Priority List Pursuant
to Notice 2013-22

Dear Sirs and Mesdames:

On behalf of the Charitable Planning and Organizations Group of the
American Bar Association’s Section on Real Property, Trust and Estate Law (the
“Section”), we are pleased to provide the following recommendations for inclusion
on the 2013-2014 Guidance Priority List {the “Guidance Priority List”} issued by the
Department of Treasury (“Treasury”) and Internal Revenue Service (“IRS"). We
have prepared these recommendations in response to the reguest for
recommendations in IRS Notice 2013-22. These recommendations have not been
approved by the House of Delegates or the Board of Governors of the American
Bar Association and should not be construed as representing the position of the
American Bar Association. These recommendations do not represent the views or
positions of the law firms, financial institutions, or universities of which the
principal authors are shareholders, partners or employees.

These recommendations were prepared by members of the Charitable
Planning and Organizations Group (the “Group”) of the Section. Carol G. Kroch,
Supervisory Council Member of the Group, supervised the preparation of these
recommendations and participated in their preparation. The principal drafting
responsibility was exercised by Elaine Waterhouse Wilson with substantive
contributions from Ramsay Slugg. A schedule of contact information for the
principal authors is attached to this letter. Finally, the recommendations were
reviewed by Carlyn 5. McCaffrey of the Section's Committee on Coordination of
Governmental Submissions.

' REAL : TRUST &
I PROPERTY : ESTATE LAW
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Although members of the Section who participated in preparing these recommendations have
clients who are affected by the federal tax principles addressed, or have advised clients on the
application of such principles, no such member {or the firm or organization to which such member
belongs) has been engaged by a client to make a governmental submission with respect to, or
otherwise influence the development or outcome of, the specific subject matter of these

recommendations.

Summary of Recommended Guidance

Exempt Organizations

* Supporting Organizations. Carry forward the projects in the 2012-2013 Guidance Priority

List to issue final regulations under Sections 509 and 4943 regarding the new requirements
for supporting organizations, as added by Section 1241 of the Pension Protection Act of
2006 ("PPA”"} and to issue additional guidance under Section 509(a}{3} as needed.’ We note
that on December 28, 2012, the IRS issued final regulations on some supporting
organization issues and issued proposed and temporary regulations on additional issues. In
the preamble to the December 28, 2012 final regulations, the IRS notes that additional
issues will be addressed in further guidance. We recommend that the IRS provide guidance
on supporting organization issues as follows:

* Finalize Section 1.50%(a)-4{i){5)(ii} of the Proposed Regulations as set forth on
December 28, 2012 regarding the amount and manner of calculation of the
mandatory payout for the non-functionally integrated Type Il supported
organizations. Priority: Very High

e As discussed in the preamble to the December 28, 2012 regulations, provide
additional guidance in Section 1.509(a)-4{i}(3}{iv) of the Proposed Regulations
regarding the types of activities that would meet the responsiveness test for
charitable trusts. Priority: High

e Provide transition guidance in Section 1.509(a}-4(i)(3){v) of the Proposed
Regulations for charitable trusts created between November 20, 1970 and the
effective date of the PPA that will be unable to meet the revised responsiveness
test. Priority: High

Danor Advised Funds. Carry forward the praject in the 2012-2013 Guidance Priority List to
issue proposed regulations regarding the new excise taxes on donor advised funds and fund
management under Section 4966 as added by Section 1231 of the PPA.> We recommend
that proposed regulations be issued under Section 4967 as well as Section 4966, We
recommend that the proposed regulations under these Sections provide guidance as
follows:

1 2012-2013 Priority Guidance Plan {hereinafter, “2012-3 Plan”}, Exempt Organizations Items 5 and 6.
?2012-3 Plan, Exempt Organizations Item 9.
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e Whether the fulfilment of a charitable pledge of a fund advisor by a donor advised
fund is a “more than incidental benefit” under Section 4967{a}(1). Priority: High

s  Whether the payment of the charitable portion of a bifurcated gift by a donor
advised fund is a “more than incidental benefit” under Section 4367(al{1). Priority:
High

¢ Provide guidance regarding the application of the advisory committee requirements
for scholarship funds in Section 4966{d)(2)(B)(ii)(ll} when the donor to the
scholarship fund is a non-charitable tax-exempt membership organization. Priority:
Medium

+ Provide guidance regarding under what circumstances payments may be made “for
the benefit of” a single named charitable beneficiary consistent with Section
4966(d}{2)(B){i}. Priority: Medium

Gifts and Estates and Trusts

Charitable Leod Trusts. We recommend one piece of guidance regarding existing projects
and two pieces of new guidance.

¢ In light of the issuance of final regulations under Section 642(c), provide additional
guidance as follows:

0 Provide additional guidance regarding certain income ordering and
characterization issues in the context of charitable iead trusts. Priority: High

s  We recommend two new guidance projects with regard to charitable lead trusts:

0 Review and reviseTreas, Reg. Section 1.170A-6(c}, Rev. Proc. 2007-45, and Rev.
Proc, 2008-45 to clarify the manner in which the recapture of the charitable
income tax deduction under Section 170(f}{2) is calculated when a charitable
lead trust ceases to be treated as a grantor trust. Priority: Medium

0 Revise Treas. Reg. Section 20.2055-2{(e)(2){vi){(a} and Treas. Reg. Section
25.2522(c)-3(c)(2){vi){a) to provide further guidance regarding the types of
fluctuating annuities that a charitable lead trust may provide. Priority: Medium

General Tax Issues

Qudlified Appraisal Proposed Regulations. Carry forward the project in the 2012-2013
Guidance Priority List to issue final regulations under Section 170 regarding qualified
appraisals.’ We recommend that the final regulations provide guidance in the following
areas:

e Further guidance regarding the definition of “generally accepted appraisal
standards” under Section 1.170A-17(b)(2){ii) of the Proposed Regulations. Priority:
High

e Further guidance regarding the definition of a “recognized professional appraiser
organization” under Section 1.170A-17(b)(2}(iii} of the Proposed Regulations.
Priority: High

20123 Plan, General Tax Issues Item 25.
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s Charitable Contribution Deduction. On August 27, 2012, the IRS issued Notice 2012-52,
which allows a taxpayer to take an income tax deduction for a charitable contribution made
directly to a disregarded entity (such as a single member limited liability company
{“SMLLC")) organized within the United States of which an organization described Section
170(c} is the owner.® In light of this notice, we recommend that the IRS and Treasury
consider amending either Notice 2012-52 or the Regulations under Section 170{f) to provide
additional guidance regarding the whether the substantiation letter required by Section
170(f) may be sent by the SMLLC or must be sent by the Section 170(c} charitable cwner
itself. Priority: Low. In addition, we recommend that the consideration be given to
extending the scope of Notice 2012-52 to include SMLLCs that are organized outside the
United States. Pricrity: Medium

Specific Comments on the Guidance Priority List Recommendations

1. Supporting Organizations. The Exempt Organizations section of the 2012-2013 Guidance
Priority List includes two projects with regard to supporting organizations: the issuance of final
regulations and additional guidance not covered by the Proposed Regulations. To the extent not
complete by the end of the 2012-2013 guidance year these items should be carried forward.

By way of background, on January 3, 2008, the Section provided commentary regarding various
supporting organization issues, as requested by the IRS in an Advanced Notice of Proposed
Rulemaking dated August 2, 2007. On the IRS issued its initial set of proposed regulations on
September 24, 2009 (the “Initial Proposed Regulations”). On December 23, 2009, the Section
submitted to the IRS extensive comments on the Initial Proposed Regulations {with the Section’s
January 3, 2009 comments, collectively, the “SO Comments”). On December 28, 2012, the RS
finalized some of the Initial Proposed Regulations {the “Final Regulations”), revised some
portion of the Initial Proposed Regulations and re-issued that portion as a Temporary Regulation
{the “Temporary Regulation”}, and indicated its intent to issue further regulations or other
guidance in the future. We believe the following three critical areas should be addressed,
whether in the finalization of the Temporary Regulations or in other future guidance:

a. Mandatory Payout for Non-Functionally Integrated Type It Supporting Organizations,
The Initial Proposed Regulations were revised to address concerns regarding the
amount and manner of calculation of the mandatory payout for non-functionally
integrated Type Il supporting organizations and re-issued as a Temporary Regulation.
This Temporary Regulation will have a significant operational impact on affected
organizations and their charitable beneficiaries. We respectfully refer you to our 50
Comments, in which we extensively discuss our recommendations regarding the
appropriate payout rate and the methodology used to calculate the mandatory
distributions.

Evaluation Criteria. We believe this issue to be of paramount impertance to all non-
functionally integrated Type Ill organizations and the charities they support. Affected
supporting organizations and their charitable beneficiaries will need to review their
operations in order to comply with the final regulations. Regardless of what the

#2012-3 Plan, General Tax Issues Item 26.
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mandatory final payout may be, affected organizations may need to adjust the
investment of their funds, and the short-term and long-term operating budgets of their
supported charities will need to be reviewed and possibly amended. Because of the
significant impact these regulations will have on both supporting organizations and their
supported charities, we strongly recommend that finalizing the Temporary Regulations
should have a Very High priarity.

Meeting the Responsiveness Test. Section 1.509(a)-4{i){3)(iv}) of the Initial Proposed
Regulations contains two examples that address the manner in which a charitable trust
may comply with the alternate responsiveness test. These two examples leave a number
of open issues, specifically including but not limited to the frequency and manner in
which meetings with beneficiaries may be conducted and whether contact with multiple
beneficiaries may vary depending on the nature of their respective interests. In the
preamble to the Final Reguiations, the IRS indicated that it made one small change to
this section of the initial Proposed Regulations, but that it intended to solicit comments
on and issue further guidance on this issue,

Evaluation Criteria. |n the absence of additional examples, conservative trustees will
use Example 1 of the Final Regulations (requiring quarterly in person or telephonic
meetings with the charitable beneficiary) as a “safe harbor,” which will likely prove to be
burdensome and inflexible without providing additional meaningful responsiveness
under the applicable test. Further guidance would hopefully forestall future
controversies between the IRS and trustees regarding compliance with the fact-
intensive responsiveness test. The uncertainty caused by the lack of additional
examples and the potential for the erosion of charitable assets due to high
administrative compliance costs is significant. We believe that the effort to provide
addition examples of trust compliance should have High priority.

Transition Relief. The Proposed Regulations provide that a supporting organization that
cannot otherwise meet the responsiveness test and that was supporting or benefiting a
supported organization before November 20, 1970, may take into account additional
facts and circumstances, such as a historic and continuing relationship between the
crganizations. There is no similar transition relief for organizations created between
November 20, 1970 and the effective date of the PPA,

Evaluation Criteria. For affected supported organizations and their trustees, this
guidance will be crucial in evaluating the manner in which such organizations remain in
compliance with the tax laws in a cost effective manner. Praviding transition relief for
organizations formed prior to the effective date is consistent with the transition rules
adopted for existing entities when the private foundation requirements were first
enacted in the Tax Reform Act of 1969. We believe this project has a High priority.

2. Donor Advised Funds. The Exempt Organizations section of the 2012-2013 Guidance Priority List
includes issuing proposed regulations regarding the new excise taxes on donor advised funds
and fund management under Section 4966 as added by Section 1231 of the PPA, In addition, we

helieve

that proposed regulations under Section 4967, regarding taxable distributians from

donor advised funds, shouid be issued as well. To the extent not complete by the end of the
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2012-2013 guidance year, this item should be carried forward. On April 9, 2007, individual
members of the Group submitted comments on certain donor advised fund issues in response
to a request for comments in IRS Notice 2007-21 (the “DAF Comments”). We believe the
foliowing four critical areas should be addressed in proposed and final regulations, as follows:

Payment of Charitable Pledges. Section 4967 imposes an excise tax when a donor
receives, directly or indirectly, a “more than incidental benefit” from a distribution from
a donor advised fund. It is unclear whether payment of a donor’s legally binding
charitable pledge would be a “more than incidental benefit” under Section 4967(a}{1}.

Evaluation Criteria.  The uncertainty in this area imposes a significant burden on all
donor advised funds, their charitable beneficiaries, and their donors, as well as the IRS.
Given the difficulty in administration and the potential for uneven results in the absence
of further guidance as well as the widespread nature of the issue, we give this project
High priority.

Bifurcated Gifts. Similarly, it is unclear whether payment by a donor advised fund of the
charitable portion of a bifurcated gift would give rise to a “more than incidental benefit”
under Section 4967{a)(1).

Evaluation Criteria. In the absence of further guidance, different donor advised funds
are taking different approaches to these types of distributions. Guidance would
promote uniformity among taxpayers. Given the widespread nature of the issue and
the uneven manner in which it is currently addressed by donor advised funds, we give
this project High priority.

Scholarship Funds. The scholarship fund exception from the definition of a “donor
advised fund” requires, among other things, that “no combination of fdonors or people
appointed or designated by donors] {or persons related to such persons) control, directly
or indirectly, such committee.” Section 4966{d){2)}{B)(ii){ll). The wording of this
requirement is difficult to apply when the donor is a non-charitable exempt
membership organization (such as a fraternal society, business league, or veterans’
post) that spansors a schalarship fund.

Evaluation Criterig. We believe that additional clarifying guidance may encourage
private charitable giving by such membership organizations. The lack of guidance is
burdensome on organizations that may wish to set up such funds, as the conservative
course in the absence of additional guidance is to locate individuals otherwise unrelated
to the organization to serve on scholarship advisory committees. We believe this
project has a Medium priority.

Payments for the Benefit of Single Charitable Beneficiaries. The definition of a “donor
advised fund” excludes “any fund ar account which makes distributions only to a single
identified organization or governmental entity.” Section 4966(d)(2)(B}){i) (emphasis
added.) We request guidance with regard to whether payments may be made “for the
benefit of’ a single named beneficiary consistent with the statutory language of Section
4966(d)(2)(B}{i}.
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Evoluation Criteric. This recommended guidance would reduce the burdens on donor
advised funds and the organizations they support. In the absence of additional
guidance, the conservative course is to use a two-step process for distribution, which
costs charitable organizations time and money. Because this recommendation could
simplify the administration of charitable organizations, we give this project a Medium
priority.

3. Charitable Lead Trusts. The Gift and Estate and Trust section of the 2011-2012 Guidance Priority
List included the issuance of final regulations under Section 642{c) concerning the ordering rules
for charitable payments made by a charitable lead trust (“CLT"). Proposed regulations were
published on June 18, 2008. Final regulations under Section 642(c} were issued on Friday, April
13, 2012 effective on Monday, April 16, 2012. We note that the need for additional guidance in
this area was omitted from the 2012-2013 Guidance Priority List. We believe that a number of
significant issues remain with regard to CLTs, and request that additional guidance be issued as
follows:

a. Specific Ordering Issues for CLTs under Section 642(c). Although a non-grantor CLT is
treated simply as a complex trust under Subchapter J, it is a unique vehicle that gives
rise to specialized income tax issues. In light of the final regulations under Section
642{¢), it would be helpful to have administrative guidance giving examples of how the
pro rata income ordering rules should work specifically in the context of CLTs, including
such issues as distributions from a prior year's undistributed gross income and the
amount and timing of income received from pass-through entities.

Evaluation Criterig. Subchapter J is an extremely complex area of federal tax law. We
believe that additional guidance will make this area easier for trustees and their tax
advisors to understand and will lead to unifermity in the manner in which CLT income is
reported. This should reduce the oversight burden on the IRS and promote tax
compliance., Although there are a relatively smali numher of CLTs in existence, the
complexity of the issues and the potentiai for confusion are significant; therefore, we
give this project Medium priority.

b. In addition, we believe two new projects regarding CLTs should be included in the
Guidance Priority Plan.

i. Grantor CLT Recopture Issues. If a CLT structured as a grantor trust loses its
grantor trust status, then the charitable incame tax deduction under Section
170 that was allowed to the donor upon creation of the CLT is subject to
recapture. There is some question, however, as 1o how recapture should be
calculated. Compare Section 170(f){2), Treas. Reg. Section 1.170A-6{c}, Rev.
Proc. 2007-45, section 8.01(5) and Rev. Proc. 2008-45, section 8.01{5). We
recommend that Treasury and the IRS issue guidance clarifying the manner in
which recapture is calculated, given the apparent discrepancies among the
Code, the Regulations, and the Revenue Procedures.
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Evalugtion Criteria. Due to the discrepancies among the statutory language,
the Reguiations, and the Revenue Procedures, substantial uncertainty exists
among taxpayers regarding the appropriate application of the recapture rules.
Such uncertainty leads to taxpayers taking different, but supportable, tax
positions, resulting in a lack of uniformity among similarly situated taxpayers.
While the number of affected CLTs and taxpayers may be fairly small, the
confusion on this issue is significant. Therefore, we give this project a Medium

priority.

Fluctuating Annuity Amounts in CLATs. The charitable interest in a charitable
lead annuity trust {“CLAT”) must be a “guaranteed annuity interest” in order to
qualify for an estate or gift tax deduction. Sections 2055(e){2}{B) and
2522(c)(2)(B). In general, a guaranteed annuity interest is the right to receive
annual payments, the amounts of which are determinable at the inception of
the trust for a fixed period of years. Treas. Reg. Section 20.2055-2{e}{2)(vi)(a)
and Treas. Reg. Section 25.2522(c)-3(c}{2}{vi}{a); see also Rev. Proc. 2007-45,
section 5.02. We recommend that Treasury and the IRS issue guidance
regarding the limits, if any, on the structure of the variable annuity payments in
CLATS,

Evaluation Criteria. The current guidance on the permitted structure of a
CLAT's variable annuity payments is ambiguous, leading to significant
uncertainty among taxpayers and their advisors. Although the number of
taxpayers that would create a CLAT with a variable annuity payment may be
fairly small, CLATs can provide important support to charitable organizations.
Clarifying the extent to which variable payment CLATs are permitted will
encourage donors who may presently be concerned about making such gifts.
While we think it is very important to bring certainty to this issue, we give it a
Medium priority because of the limited number of taxpayers it may affect.

4, Qualified Appraisal Proposed Regulation. The General Tax Issues section of the 2012-2013

Guidance Priority List includes a project to issue final regulations under Section 170 regarding
charitable contributions. Proposed regulations were published on August 7, 2008. To the extent
not complete by the end of the 2012-2013 guidance year this item should be carried forward.
We recommend that two definitional issues be addressed in the final regulations, as follows:

a.

“Generally accepted appraisal standards.” The Treasury Regulations under Section 170
require a taxpayer to submit a “qualified appraisal” to support the charitable income tax
deduction for certain types of charitable gifts. In order for an appraisal to be a “qualified
appraisal,” current law requires that the appraisal comply with “generally accepted
appraisal standards.” We recommend that Treasury and the IRS clarify further the
definition of “generally accepted appraisal standards.”

Evaluation Criterig. This guidance would be of great assistance to all taxpayers that
make charitable gifts that require the submission of a qualified appraisal. We believe
that the definition contained in the Proposed Regulations is sufficiently vague as to be
impassible to apply, unless one simply chooses to use the USPAP standards. The USPAP
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may not be appropriate or cost-effective in all circumstances. Because of the large
number of taxpayers impacted and the mandatory nature of the qualified appraisal
requirement, we give this project High priority.

b. “Recognized professional appraiser organization.” Similarly, a qualified appraisal must
be performed by a “qualified appraiser.” One of the criteria for a “qualified appraiser” is
that he or she must have a “recognized appraisal designation,” which is defined as “a
designation awarded by a recognized professional appraiser organization on the basis of
demonstrated competency.” Prop. Treas. Reg. Section 1.170A-17{b}2}{iii}. The
Proposed Regulations give four examples of recognized appraisal designations: MAI,
SRA, SREA, and SRPA. While these examples are helpful, all four designations relate to
real estate and are awarded by a single entity, the Appraisal Institute. We recommend
that the final regulations include additional guidance regarding the term “recognized
professional appraiser organization.”

Evaluation Criteria. As with the discussion above regarding the definitions of “generally
accepted appraisal standards”, this recommended guidance applies to all taxpayers
making charitable gifts subject to the qualified appraisal requirement. The Proposed
Regulations simply do not provide sufficient guidance to taxpayers attempting to
comply with the requirements necessary to support a charitable income tax deduction
for affected property. Given the burden placed on these taxpayers and the mandatory
nature of the gualified appraisal requirement, we give this project High priority.

5. Contributions to Disregarded Entities. The General Tax Issues section of the 2012-2013
Guidance Priority List contained a project regarding the allowance of deductions under Section
170 for charitable contributions made directly to a disregarded entity {such as a single member
limited liability company) that is wholly owned by an organization described in Section 170(c).
On August 27, 2012, the IRS issued Notice 2012-52, which allows a taxpayer to take an income
tax deduction for a charitable contribution made directly to a disregarded entity {such as a
single member limited liability company (“SMLLC"}) owned by a United States charity if the
SMLLC is organized in the United States. No guidance was provided as to the treatment of
contributions made to a SMLLC organized outside the United States. In this Notice, the IRS
stated, "The U.S. charity is the donee organization for purposes of the substantiation and
disclosure required by §§ 170(f) and 6115. To avoid unnecessary inquiries by the Service, the
charity is encouraged to disclose, in the acknowledgment or another statement, that the SMLLC
is wholly owned by the U.S. charity and treated by the U.S. charity as a disregarded entity.” We
recommend that additional guidance be issued under Section 170(f} clarifying the procedural
substantiation requirements for charitable owners of SMLLCs, specifically including whether, in
order to address state law liability or similar concerns, the substantiation letter could be sent
from the SMLLC with an acknowledgement that the charitable owners is deemed to be the
recipient of the grant for Internal Revenue Code purposes. We also recommend that guidance
be issued as to the proper treatment of contributions to SMLLCs that are organized outside the
United States. Treating these contributions in the same manner as contributions to SMLLCs
organized in the United States would seem to be consistent with the rationale of Notice 2012-
52.
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Evaluation Criteria. Providing further guidance in this area would promote uniformity and ease
the administrative burdens on charities. We give this project Medium priority.

Thank you for the opportunity to provide our thoughts regarding the Guidance Priority List.
Should you have any further questions, please do not hesitate to contact any of the principal
authors.

Sincerely,
/s/ Tina Portuondo

Tina Portuondo, Chair

Section of Real Property, Trust and
Estate Law

American Bar Association

cc: Notice Comments@irscounsel.treas.gov
M. Ruth M. Madrigal, Attorney Advisor, Office of Tax Policy, Department of Treasury [via
electronic mail)
Catherine Hughes, Department of Treasury (via electronic mail)
Thomas M. Susman, Governmental Affairs, American Bar Association
Cara Lee T. Neville, Secretary, American Bar Association
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Via Electronic Mail:
Notice.Comments@irscounsel.treas.gov

Internal Revenue Service

Attn: CC:PA:LPD:PR (Notice 2013-22)
1111 Constitution Avenue, N.W.
Washington, D.C. 20224

Re: Notice 2013-22, 2013-2014 Guidance Priority List

Dear Sir/Madam:

On behalf of the American Council of Life Insurers (“ACLI”)," we request that the items
described below be included on your Guidance Priority List for 2013-2014. We appreciate the
significant efforts by the Department of Treasury (“Treasury”) and Internal Revenue Service
(*IRS”) to provide guidance on important issues for our member companies. We look forward to
continuing a dialogue with Treasury and IRS on guidance projects.

The following items are of critical interest to life insurers and are appropriate for
inclusion on your priority list, as guidance would both enhance tax compliance and
administration, as well as assist and clarify issues for policyho!ders and insurers. For each of the
listed matters, we are prepared to provide information to Treasury and IRS for their analysis of
the specific guidance matters.

" ACLI represents more than 300 life insurers and fraternal benefit societies. Our membership represents over 90%
of the assets and premiums of the U.S. life insurance and annuity industry.

American Council of Life Insurers
101 Constitution Avenue, NW, Washington, DC 2000/-2133
www.acli.com



IRS Guidance Priority List

May 1, 2013
Page 2 of 10

Guidance on tax issues arising under section 807 as a result of the adoption on
December 2, 2012 by the National Association of Insurance Commissioners
(“NAIC”) of a principle-based approach to certain life insurance reserves;

Guidance on annuity contracts with a long-term care insurance feature under
sections 72 and 7702B, so-called “combination long-term care/annuity” contracts,
and exchanges of annuity contracts for long-term care contracts under section
1035;

Guidance clarifying that for taxable years ending on or after December 31, 2009,
the aggregate Conditional Tail Expectation amount in excess of the Standard
Scenario Amount for annuity contracts falling within the scope of Actuarial
Guideline 43 should be taken into account in computing the amount of statutory
reserves under section 8G7(d)(6);

Guidance on Qualifying Longevity Annuity Contracts;

Guidance on the circumstances in which annuity payments constitute substantially
equal periodic payments (“SEPPs™) within the meaning of sections 72(t)(2)(A)(iv)
and 72(q)(2}(D);

Guidance updating the life/nonlife consolidated return regulations;

Guidance modifying rules for correcting of failures of variable life insurance or
annuity contracts due to inadvertent violations of the diversification rules of
section 817(h) by the segregated asset accounts underlying the contracts;
Guidance clarifying that the current Form 1099 reporting rules for controlled
foreign corporations of U.S. life insurers do not apply to life insurance companies

prior to the January 1, 2014 effective date for chapter 4 reporting; and

Guidance on group trusts under Revenue Rulings 81-100 and 2011-1.

1. Guidance on Principle-Based Life Insurance Reserves

The NAIC adopted a new model standard valuation law in 2009. This law will be
considered by the legislatures of various states during the next couple of years. On December 2,
2012, the NAIC adopted a Valuation Manual to be used under the new law. The Valuation
Manual provides for a principle-based approach for reserves (“PBR™) for certain types of life
insurance contracts. Now that the Valuation Manual has been adopted, the provisions relevant to
the Federal income tax analysis are known, and it is important that guidance on tax issues arising
as a result of the adoption of the Valuation Manual be addressed. While we hope that the IRS
can provide guidance on the tax issues that will not necessitate any changes to the Valuation
Manual, if such changes are necessary, it may be possible to seek them in 2013, but it will be
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very difficult to amend the Valuation Manual after 2013 as increasing numbers of states
introduce legislation to enable PBR.

When the NAIC began considering new approaches to life and variable annuity reserves,
the IRS issued Notice 2008-18 which described certain areas of concern and invited comments.
The NAIC adopted new guidance for variable annuity reserves (*AG 43”) in 2009, The
invitation and subsequent comments and dialogue led to useful guidance on variable annuity
reserves in Notice 2010-29. Given the NAIC’s adoption of its valuation manual for life reserves,
guidance on tax issues that may arise similarly would be extremely helpful to life insurers and
regulators.

2. Guidance on Annuity Contracts With A Long-Term Care Insurance Feature Under
Sections 72 And 7702B, So-Called “Combination Long-Term Care / Annuity”
Contracts, And Exchanges of Annuity Contracts For Long-Term Care Contracts

The changes made under section 844 of the Pension Protection Act of 2006, P.1.. 109-280
(“PPA of 2006”) permitting issuance of contracts that combine life insurance,” annuity and
qualified long-term care (“LTC”) coverage and providing for the expansion of section 1035 tax-
free exchanges to include long-term contracts became effective January 1, 2010,

Guidance for annuity contracts with a long-term care feature has been on the Priority
Guidance Plan for the past few years. Treasury and IRS released Notice 201 1-68° in August
2011 which provided some guidance and posed specific questions and requested comments on
those questions. We appreciate the guidance provided in Notice 2011-68 and submitted a
detailed comment letter on November 9, 2011. We specifically request that you issue guidance
that confirms:

¢ Inclusion of Premiums in Investment in the Contract. All premiums paid into a
combination contract should be included in the investment in the contract under
Internal Revenue Code (“Code™) section 72. The investment in the contract will be
reduced by the long-term care insurance charges that are imposed.

¢ Effect of Long-Term Care Insurance Charges. The investment in the contract should
be reduced by the charges for long-term care insurance coverage that are imposed.

¢ Effect of the Payment Long-Term Care Insurance Benefits on the Investment in the
Contract. The investment in the contract should not be reduced by qualified long-

term care benefit payments that are made under a combination contract.

: Long-term care insurance has been permitted to be combined with life insurance since 1997, so the major emphasis
of this letter will concern the combination of long-term care insurance with annuities.
*LR.B. 2011-36 (September 6, 2011).
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¢ The determination of the exclusion ratio in situations where a contract owner of a
combination annuity/long-term care insurance contract eiects to receive annuity
payments. The charges for the long-term care coverage could continue to apply to
each payment.

o Treatment of Qualified Long-Term Care Benefits Paid Under a Combination
Contract. Notice 2011-68 does not address the tax treatment of long-term care
benefits paid to a chronically ill insured under a combination contract. We believe
that the full amount of qualified long-term care benefits paid under a combination
contract should be excluded from income, whether or not the cash value of the
annuity contract is adjusted as a result of the payment.

e Partial Exchanges of Deferred Annuity and Life Insurance Contracts for Long-Term
Care Insurance. We request clarification that the additional requirements in Revenue

Procedure 2011-38, 2011-30 Internal Revenue Bulletin 66 that apply to partial
exchanges of annuity contracts for other annuity contracts do not apply to partial
exchanges in which annuity amounts are used pay for long-term care insurance
premiums.4 Further, we request that guidance confirm that the payment of long-term
care insurance premiums by means of a direct transfer of funds from a life insurance
contract or an annuity contract will be treated as a tax-free exchange.

¢ Partial Exchanges of Immediate Annuity Contracts for Long-Term Care Insurance,
Notice 2011-68 does not address the exchange of an immediate annuity for long-term

care insurance. We request guidance that the assignment of one or more annuity
payments to the issuer of a long-term care insurance contract is a tax-free exchange,
as long as the insurance company remits the payment(s) directly to the issuer of the
long-term care insurance contract.

e The amount of tong-term care insurance risk in a combination annuity/long-term care
insurance contract. When a contract combining annuity and long-term care coverage
has been approved by a state insurance regulator, the contract will contain the
necessary prerequisites for treatment as an insurance contract.

3. Guidance clarifying the computation of the amount of statutory reserves under section
867(d)(6) for annuity contracts falling within the scope of Actuarial Guideline 43

Notice 2010-29 provides interim guidance to issuers of variable annuity contracts on
issues that arise under sections 807 and 816 as a result of the adoption by the National
Association of Insurance Commissioners (“NAIC”) of Actuarial Guideline XLIII,
Commissioners’ Annuity Reserve Valuation Methodology (“CARVM™) for Variable Annuities
(“AG 43”). Section 3,02 of that Notice provided interim guidance on the statutory reserve cap of
section 807(d)(1) for taxable years ending on or after December 31, 2009 for annuity contracts

4 The revenue procedure applies to “transfers of a portion of the cash surrender value of an existing annuity contract
for a second annuity contract.” Consequently, partial exchanges of annuity contracts for long-term care insurance
are not within its scope and not subject to the recharacterization that might apply in the case of exchanges involving
annuity contracts only.
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falling within the scope of AG 43. Specifically, the Notice provided that the term “statutory
reserves” under section 807(d)(6) includes the Standard Scenario Amount (“SSA”) determined
under AG 43. The Notice is silent regarding the treatment of the AG 43 Conditional Tail
Expectation amount (“CTE amount™).

In the past, we had requested the issuance of guidance that for taxable years ending on or after
December 31, 2009, the aggregate CTE amount in excess of the SSA for annuity contracts
falling within the scope of AG 43 should be taken into account in computing the amount of
statutory reserves under section 807(d)(6) and in applying the limitation based on statutory
reserves in section 807(d)(1). This item appeared on the 2012-2013 Guidance Priority List, and
we ask that the IRS continue to include this item on the 2013-2014 Guidance Priority List.

4. Guidance on the circumstances in which annuity payments constitute substantially
equal periodic payments (“SEPPs”) within the meaning of sections 72(t)(2}(A)(iv} and
72(q)(2)(D)

In PLR 201120011 (February 11, 2011), the IRS concluded that payments made under an
acceleration feature option in an annuity contract that could only be exercised if the contract
owner was over age 59 12 were not “substantially equal periodic payments” (“SEPP”s) within the
meaning of section 72(q)(2)}(D). In reaching its conclusion, the IRS has left the industry without
any published guidance on when annuity payments made for the life or life expectancy of the
annuitant will qualify for the SEPP exclusion in section 72(q){2)(D) or section 72(t)}(2)(A)(iv)
relating to qualified plans for that matter. The issue of whether annuity payments meet the SEPP
requirement is a significant one for the life insurance industry. It is therefore important that
guidance on this issue be included in the 2013-2014 Guidance Priority List.

5. Guidance on Qualifying Longevity Annuity Contracts

On February 2, 2012, Treasury and the IRS released Proposed Regulations under section
401(a)(9) relating to the purchase of longevity annuity contracts. The Proposed Regulations
would revise the regulations to provide an exclusion for certain qualified longevity annuity
contracts. This revision would remove an impediment to the use of these contracts in defined
contribution qualified plans and [RAs. The regulations would help participants and retirees
address longevity risk. ACLI intends to comment on these Proposed Regulations. We
recommend these regulations be placed on the 2013-2014 Guidance Priority List to be made final
following consideration of public comment.

6. Guidance Updating the Life/Nonlife Consolidated Return Regulations

Regulation section 1.1504-47 provides extensive rules for the treatment of life/nonlife
consolidated returns. These regulations were originally promulgated in 1983, and although there
have been amendments over the years, the basic structure remains unchanged. In 1984, the
Deficit Reduction Act (*Act™) substantially changed the method of life insurance company
taxation. The life/nonlife consolidated returns regulations that pre-date the Act, however, do not
reflect these changes to life insurance company taxation.
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ACLI has requested guidance in this area in the past, because these regulations provide an
unduly intricate set of rules for the treatment of losses and should be revised to more fairly
reflect the statutory requirements for use of these losses. In 2009, we wrote a letter that
highlighted three such restrictions and requested that Treasury modify the regulations within the
scope of the existing statutory provisions to make consolidated returns regulations for affiliated
groups including life insurance companies more consistent with the statutory provisions.

The Code contains no limitations on the use of life insurance company members’ losses
to offset the profits of nonlife insurance company members. The consolidated return regulations,
however, continue to: (1) prohibit the cross-subgroup carryback of certain losses; (2) limit the
utilization of subgroup capital losses; and (3) allocate losses to ineligible members first. The
statute does not require these restrictions on absorption of losses between subgroups of a
consolidated group, and justifications no longer exist for treating life insurance companies
differently from other corporations. Thus, we request that the regulations be modified to:

o Permit Cross-Subgroup Carryback of Capital and Life Operating Losses

ACLI recommends that Treasury remove these prohibitions on the carryback of
capital losses or life operating losses in Treas. Reg. sections 1.1502-47(h)(2)(ii) &
(iv), 1.1502-47(h)(4)(i), 1.1502- 47(k)(5)(i), and 1.1502-47(1)(3), and retain the
portion of the regulations that excludes the cross-subgroup carryback of a nonlife
CNOL against life income,

o Allow SOne Subgroup’s Capital Losses to Offset the Other Subgroup’s Capital
Gains

ACLI recommends that Treasury amend Treas. Reg. sections 1.1502-47(m)(3)(iii) &
(n)(2) to conform to the normal consolidated return rule that allows capital losses to
offset capital gains, and to limit only the use of ordinary losses of the nonlife
subgroup.

s Apply the General Consolidated Return Pro Rata Loss Absorption Rules
Within a Nonlife Subgroup. 8

ACLI recommends that Treasury modify Treas. Reg. section 1.1502-47(m)(3)(vi) &
(vii) to conform to the general consolidated return pro rata loss absorption rules. In
the loss year, the portion of the CNOL allocated to an ineligible nonlife loss member
should be determined on a pro rata basis under the rules of Treas. Reg. section
1.1502-21(b), and in the carryback or carryover years, the allocated loss should be
utilized on a pro rata basis against the income of all members of the nonlife
subgroup.

3 Previous ACLI submissions provide a more detailed discussion of this issue. See, e.g., ACLI 2002 letter, at p. 9.
® Previous ACLI submissions provide a more detailed discussion of this issue. See, e.g., ACLI 2002 letter, at p. 4.
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7. Guidance Modifying Rules For Correcting of Failures of Variable Life Insurance or
Annuity Contracts Due to Inadvertent Viglations of the Diversification Rules of
Section 817(h} by the Segregated Asset Accounts Underlying the Contracts

The RIC Modernization Act of 2010 amended section 851 to provide a de minimis
exception to the diversification requirements under section 851. Effective December 23, 2011,
section 851(d}(2)(B) provides that a corporation is considered to meet the diversification
requirements for any quarter during which it is technically out of compliance if (1) the failure to
comply is due to the ownership of assets, the total value of which does not exceed the lesser of
(i) 1% of the total value of the corporation’s assets at the end of the quarter for which the
measurement is done or (ii) $10 million and (2) the corporation disposes of the assets in order to
mect the requirements within six months after the last day of the quarter in which the failure was
identified. Violations falling within the de minimis exception can be corrected without the
necessity of any reporting to the IRS or the payment of any toll charge.

During 2007, the ACLI worked with the IRS to develop streamlined correction
procedures for inadvertent failures of variable contracts under section 817(h). That process
resulted in the issuance of Revenue Procedure 2008-41 related to corrections under section
817(h). Revenue Procedure 2008-41 requires that if there is an asset diversification failure, the
insurer must submit a request for an IRS ruling and pay a toll charge. The toll charge is
calculated as (1) the tax payable on the income on the failed contracts or (2) 100% of the amount
of the excess over the applicable limit(s), capped at the lesser of $5 million or 5% of the total
value of the non-diversified segregated asset account. The cap is determined separately for each
segregated asset account that contains non-diversified assets. Although the ACLI was and is
very appreciative of Revenue Procedure 2008-41, it did not contain a de minimis rule.

Enacted many years after section 851, section 817(h) is based, at least in part, on the rules
in section 851 and is similar in many respects. The addition of a de minimis rule under section
851(d) represents Congress’ most recent view on the proper level of correction necessary for
diversification violations impacting regulated investment companies (mutual funds). Because of
the addition of the de minimis rule, the correction mechanism for regulated investment
companies is now more effective and less burdensome than the correction procedure outlined in
regulations under section 817(h) and Revenue Procedure 2008-41 for variable contracts that
often invest in regulated investment companies. To maintain the parallel structures of sections
851 and 817(h) on diversification, we believe that the correction procedures available under
section 817(h) and regulations thereunder should be amended to provide for a de minimis
exception consistent with the de minimis exception approved by Congress in conjunction with
the recent amendment to section 851(d).

Although the de minimis rule was added to section 851 by statute, Treasury has clear
authority to add the de minimis exception to the regulations promulgated under section 817(h).
The statutory language of section 817(h)(1) does not address the correction of violations under
section 817(h) but, instead, grants the Treasury broad authority to issue regulations and related
guidance on the proper diversification standards under the section. Pursuant to that regulatory
authority, Treasury established the diversification tests set out in Treas. Reg, 1.817-5(b)(1) and
made the 30-day cure provision of Section 851 applicable to the diversification requirements of
section 817(h). Treas. Reg. 1.817-3(c)(1). Pursuant to that same authority, Treasury can further
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harmonize sections 851 and 817(h) by extending the new section 851 de minimis provision to the
current diversification tests of section 817(h).

8. Guidance clarifying that the current Form 1099 reporting rules for controfled foreign
corporations of U.S. life insurers do not apply to life insurance companies prior to the
January 1, 2014 effective date for chapter 4 reporting.

Section 6041 requires that payments of $600 or more consisting of enumerated items,
including annuities or other fixed or determinable gains, profits, and income are reported to the
IRS if paid by a U.S. payor engaged in a trade or business. The regulations describe a controlled
foreign corporation (“CFC™) as a U.S. payor. Thus, under the current regime, CFCs are required
to document the status of their customers, and to file information returns for income payments to
customers that are known or presumed to be U.S. persons.

Payments made to U.S. customers or customers whose status cannot be determined and
are presumed to be U.S. persons, are reportable on forms 1099. In this regard, the presumptions
rules treat any undocumented individual as a U.S. person. Thus, any failure by a CFC to collect
documentation sufficiently reliable to treat the payee as a foreign person creates an obligation for
the CFC to report all reportable payments on forms 1099,

As a result of the compliance rules, the CFCs’ only choice is between 1) filing annual
forms 1099 returns for all of their existing and future customers since all of them would be
presumed to be U.S. taxpayers in the absence of documentation, or 2) inserting the following
legend on all application and/or other distribution forms relating to U.S. information reporting
requirements: :

By opening this account and signing below, the account owner represents and warrants
that he/she/it is not a U.S. person for purposes of U.S. Federal income tax and that
he/she/it is not acting for, or on behalf of, a U.S. person. A false statement or
misrepresentation of tax status by a U.S. person could lead to penalties under U.S. law. If
your tax status changes and you become a U.S. citizen or a resident, you must notify us
within 30 days. ’

We recommend that foreign life insurance companies that are CFCs be treated as having
complied with all their reporting obligations under the Code if they fulfill the requirements of
chapter 4 as proposed for foreign life insurers in this submission.

The chapter 4 Final Regulations’® due diligence rules rely extensively on a foreign
financial institution’s (“FFI”) existing customer intake procedures allowing identification of U.S,
persons based on information normally collected. If based on this information there are indicia
that an account owner is a U.S. taxpayer, the FFI will inquire further to determine if the account
holder is a U.S. person. We applaud Treasury and IRS for adopting this approach. We request
that Treasury and IRS modify the current provisions under sections 6041 and 6049 related to
current information reporting and documentation applicable to CFCs of life insurance companies

? Treas. Reg. § 1.6049-5 (¢){(4)(ii) requires the legend appear near the signature line.

* TD 9610 issued by Treasury and IRS on January 28, 2013,
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so they may conform to chapter 4. These rules currently presume that payees are U.S. persons,
and place the extraordinary burden on the CFC of life insurers to collect reliable documentation
to overcome that presumption in order to treat the payee as a non-U.S. person. Updating the
regulations under Code sections 6041 and 6049 to include the non-U.S. person presumption as to
accounts sold overseas and the objective standards for identification of U.S. persons among the
accounts is sound tax policy and levels the playing field for U.S. and non-U.S, owned FFIs and is
consistent with the chapter 3 and chapter 4 conformity rules in the Foreign Account Tax
Compliance Act Final Regulations. Similar rules conforming reporting obligation standards for
CFCs are warranted.

We request that in light of the industry’s numerous and consistent requests for
reasonable and updated guidance with respect to such CFC reporting since the rules were
adopted that it be clarified that the 1099 reporting rules not apply to life insurance companies
prior to the January 1, 2014, the effective date for chapter 4 reporting and that chapter 4
reporting will replace 1099 reporting for such CFCs that are life insurance companies.’

9. Guidance on group trusts under Revenue Rulings 81-100 and 2011-1

In Revenue Ruling 2011-1, IRS requested comments on whether annuity contracts and/or
other tax-favored accounts held by plans described in 401(a) or 403(b), such as pooled separate
accounts supporting annuity contracts that are treated as trusts under 401(f), should be permitted
to invest in the group trusts described in the Revenue Ruling. ACLI submitted a comment letter
urging IRS to continue to permit separate accounts to invest in collective investment trusts that
are “group trusts” within the meaning of Revenue Ruling 81-100 where the assets of such
separate accounts are derived solely from such plans and accounts that are identified in Revenue
Ruling 81-100 and any successor rulings. Notice 2012-6 addressed other issues described in
Revenue Ruling 2011-1 (extending relief for trusts qualified under Puerto Rico law), but it did
not address the issue of annuity contracts investing in group trusts. We urge the IRS to keep
2011-2012 Priority Guidance Plan item 31, Employee Benefits — Retirement Benefits (Guidance
on group trusts under Revenue Rulings 81-100 and 2011-1), on the 2013-2014 Priority Guidance
Plan until this issue is addressed.

* % %

? See, ACLI letters dated November 9, 2001, November 8, 2009, and April 29, 2011.
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We appreciate your time and attention to this request for inclusion of items for the
Priority Guidance Plan for 2013-2014. We look forward to working with you on these issues in
the coming months.

Sincerely yours,

Wilto, C Y leA

Walter C. Welsh

Peter J. Bautz

D il ven /i%zﬁL

Mandana Parsazad

%Wﬂwéé{j |

Lisa Strikowsky



otice SL0i%- 22
JUN 12 2013

LEGAL PROCESSING DIVISION
PUBLICATiON & REGULATIONS
BRANCH

December 17, 2012

Stephen B. Tackney

Office of Chief Counsel
internal Revenue Service
Room 4300

1111 Constitution Ave., NW
Washington, D.C. 20224

Thomas Scholz

Office of Chief Counsel
Internal Revenue Service
Room 4300

1111 Constitution Ave.,, NW
Washington, D.C. 20224

RE: Request for Administrative Relief from Penalties for Failure to Timely Deposit
Employment Taxes with respect to Restricted Stock Units and Restricted Stock

Dear Sirs:

The American Coalition of Stock Plan Administrators (“ACSPA™) respectfully requests that
the Internal Revenue Service (“IRS™) issue guidance providing administrative relief from the
penalties for failure to timely deposit employment taxes on the day following any day that an
employer accumulates $100,000 or more of employment taxes, where such employment taxes
arise upon the vesting of restricted stock units or restricted stock, so long as the deposit of
employment taxes is made within one day afier the settlement date of the restricted stock units
or restricted stock and provided the settlement date is not later than three days after the
vesting date of the restricted stock units or restricted stock.

This request for administrative relief is nearly identical to the administrative relief provided
by the IRS in its Field Directive dated March 14, 2003 (a copy of which is enclosed for your
reference) in which IRS examiners were instructed for penalty purposes not to challenge the
timeliness of employment tax deposits due on the day following any day that an employer
accumulates $100,000 or more of employment taxes that arisc upon the exercise of
nonqualified stock options, so long as the deposit of employment taxes is made within one
day after the settlement date of the option exercise and provided the settlement date is not
later than three days after the exercise date.

CHSUSA:750126884.3
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ACSPA also respectfully requests that the IRS issue guidance clarifying that the guidance
provided with respect to nonqualified stock options in its Field Directive dated March 14,
2003 applies to any exercise of nonqualified stock options, regardless of the manner in which
the exercise price is paid to purchase the shares or the tax withholding obligation is satisfied.

American Coalition of Stock Plan Administrators

ACSPA is an industry trade association focused specifically on the United States equity
compensation plan administration industry. Our members include Accurate Equity, Bank of
America Merrill Lynch, Charles Schwab, EASi, E*Trade, Fidelity, Global Shares, Morgan
Stanley Smith Bamey, Solium Capital and UBS. Collectively, ACSPA administers the
interests of thousands of plan sponsors and millions of participants within corporate stock
plans.

ACSPA is, in part, dedicated to promoting awareness among regulators, law-makers and key
industry constituencies to the needs and challenges of stock plan sponsors, to reducing
administrative costs and burdens associated with stock plan administration, and to increasing
overall compliance by stock plans with all applicable rules, all of which ACSPA believes is to
the benefit of both taxpayers and the government.

Background on Nonqualified Stock Options, Restricted Stock Units and Restricted
Stock

Nonqualified Stock Options

A nonqualified stock option is a contractual right to purchase shares. To exercise a
nonqualified stock option, the holder must pay the purchase price (or exercise price) for the
shares and typically must satisfy any applicable tax withholding obligation that arises upon
exercise of the option and complete any required paperwork related to the exercise. The
exercise price, and any tax withholding amount due upon exercise, may often be paid by cash
or check, by withholding shares that would otherwise be delivered upon exercise of the option
or by selling shares subject to the option in the public market.

In many cases, the settlement of the nonqualified stock option, and the actual delivery of the
shares upon exercise of the option, does not occur on the exercise date. This may be due to the
administrative mechanics refated to the delivery of shares or may be due to the fact that shares
are withheld or sold on the exercise date or, in some cases, the day following the exercise
date, in order to satisfy the exercise price and/or tax withholding obligations that arise upon
exercise of the option (see below for a discussion of the tax relevant rules applicable to
nonqualified stock options).

From a mechanical perspective, when shares are to be issued upon the cxercise of a
nonqualified stock option, the issuer company or a securities broker must generally make a
request to the company’s transfer agent to transfer shares held in the company’s account with
the transfer agent through the Depository Trust Company (the “DTC”) to the broker’s account

OHSUSA:750126884.3
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with the transfer agent (this transfer request is referred to as a Deposit or Withdrawal at
Custodian or “DWAC”). The securities broker will then hold such shares on behalf of the
participant until the participant decides to sell the shares. If, at the time of exercise, the
participant elects to sell shares to pay the exercise price or tax withholding obligations that
arise upon exercise of the option, the securities broker must again provide instructions to the
transfer agent to transfer the shares and then the transfer must be effected through the DTC
using the Fast Automated Securities Transfer (FAST) System or the Direct Registration
System (DTS).

Due to Securities and Exchange Commission (the “SEC™ regulations that apply to transfer
agents and securities brokers, there is generally no more than a three day delay between the
exercise of the option and settlement of the option exercise/sale of shares (see below for a
discussion of the relevant SEC rules applicable to transfer agents and securities brokers).

Restricted Stock Units

A restricted stock unit award is a contractual right to acquire shares in the future. No purchase
price is required to be paid in order to receive shares pursuant to a restricted stock unit award.
Rather, in most cases, shares subject to a restricted stock unit award are simply released upon
the vesting of the award (in some cases, the release of shares subject to a restricted stock unit
award is deferred to a date or event that occurs after the award vests, however, for purposes of
this request for relief, we are assuming that shares will be released upon vesting of the
restricted stock unit award).

In many cases, the settlement of restricted stock unit awards, and the actual delivery of the
shares earned pursuant to restricted stock unit awards, does not occur on the vesting date. This
may be due to the administrative mechanics related to the delivery of shares or may be due to
the fact that shares are sometimes withheld or sold on the vesting date or, in some cases, the
day following the vesting date, in order to satisfy the tax withholding obligations that arise
upon vesting of restricted stock unit awards (see below for a discussion of the tax rules
applicable to restricted stock unit awards),

From a mechanical perspective, when shares are to be issued upon the vesting of a restricted
stock unit award, the issuer company or a securities broker must generally make a DWAC
request to the company’s transfer agent to transfer shares held in the company’s account with
the transfer agent through the DTC. The securities broker will then hold such shares on behalf
of the participant until the participant decides to sell the shares. If, at the time of vesting, the
participant elects to sell shares to pay tax withholding obligations that arise upon vesting of
the award, the securities broker must again provide instructions to the transfer agent to
transfer the shares and then the transfer must be effected through the DTC using the FAST
System or DTS.

Due to SEC regulations that apply to transfer agents and securitics brokers, there is generally

no mote than a three day delay between the vesting of a restricted stock unit award and
settlement of the award/sale of shares (see below for a discussion of the SEC rules applicable

GHSUSA: 750126884 3
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to transfer agents and securities brokers).

For a variety of reasons, including pressure placed on companies by institutional investors to
minimize shareholder dilution resulting from stock plans, the prevalence of restricted stock
unit awards has increased significantly since 2003,

Restricted Stock

Restricted stock is issued and ouistanding shares subject to contractual restrictions (e.g.,
vesting provisions). For public companies, no purchase price is typically required to be paid
in order to receive restricted stock.

In many cases, the settlement of restricted stock awards, and the actual delivery of the shares
earned pursuant to restricted stock awards, does not occur on the vesting date. This may be
due to the administrative mechanics related to the delivery of shares or may be due to the fact
that shares are sometimes withheld or sold on the vesting date or, in some cases, the day
following the vesting date, in order to satisty the tax withholding obligations that arise upon
vesting of restricted stock (see below for a discussion of the tax rules applicable to restricted
stock awards).

From a mechanical perspective, when shares are to be issued upon the vesting of a restricted
stock award, the issuer company or a securities broker must generally make a DWAC request
to the company’s transfer agent to transfer shares held in the company’s account with the
transter agent through the DTC. The securities broker will then hold such shares on behalf of
the participant until the participant decides to sell the shares. If, at the time of vesting, the
participant elects to sell shares to pay tax withholding obligations that arise upon vesting of
the award, the securities broker must again provide instructions to the transfer agent to
transfer the shares and then the transfer must be effected through the DTC using the FAST
System or DTS.

Due to SEC regulations that apply to transfer agents and securities brokers, there is generally
no more than a three day delay between the vesting of a restricted stock award and settlement
of the award/sale of shares (see below for a discussion of the SEC rules applicable to transfer
agents and securities brokers).

For a variety of reasons, including pressure placed on companies by institutional investors to
minimize shareholder dilution resulting from stock plans, the prevalence of restricted stock
awards has increased significantly since 2003.

Applicable Tax Rules

Section 83(a) of the Internal Revenue Code (the “IRC™) provides that if, in connection with

the performance of services, property is transferred to any person other than the person for
whom such services are performed, the excess of—(1) the fair market value of such property
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at the first time the rights of the person having the beneficial interest in such property are
transferable or are not subject to a substantial risk of forfeiture, whichever occurs earlier, over
(2) the amount (if any) paid for such property, shall be included in the gross income of the
person who performed such services in the first taxable year in which the rights of the person
having the beneficial interest in such property are transferable or are not subject 1o a
substantial risk of forfeiture, whichever is applicable,

Treasury Regulation Section 1.83-7(a) provides that if a nonqualified stock option is granted
to an employee or independent contractor and the option does not have a readily ascertainable
fair market value at the time of grant, IRC Sections 83(a) and 83(b) shall apply at the time the
option is exercised or otherwise disposed of and, if the option is exercised, IRC Sections 83(a)
and 83(b) shail apply to the transfer of property pursuant to such exercise, and the employee
or independent contractor will realize compensation upon such transfer at the time and in the
amount determined under section 83(a) or 83(b).

Treasury Regulation Section 1.83-3(a) provides that a transfer of property occurs when a
person acquires a beneficial ownership interest in such property.

IRC Section 83 and the treasury regulations thereunder do not detine “beneficial ownership
interest”. However, other guidance generally makes it clear that a beneficial ownership
interest arises when an individual has substantially all of the benefits, and burdens, of
ownership.’

IRC Sections 3101(a) and (b) impose social security and Medicare taxes on wages received
by employees.

IRC Section 3121(a) generally defines “wages” for purposes of social security, Medicare and
unemployment taxes to include all remuneration for employment, including the cash value of
all remuneration paid in any medium other than cash.

IRC Section 3102(a) generaily requires the employer to deduct social security and Medicare
taxes from wages as and when the wages are paid.

IRC Section 3402(a) generally requires the employer to deduct and withhold income taxes
upon wages paid to employees.

IRC Section 3401(a) generally defines “wages” for purposes of the income tax rules as all
remuneration for services performed by an employee, including all remuneration paid in any
medium other than cash.

! Stanley v. United States, 436 F. Supp. 581 (N.D. Miss. 1977), af°d, 599 F.2d 672 (5 Cir. 1979): Rolfs v.
Comm’r, 58 T.C. 360 (1972), affd, 488 F.2d 1092 (9" Cir. 1973); ¢f. IRS Field Service Advice Memorandum
200111011 (March 16, 2001) and the cases cited therein.
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Treasury Regulation Section 31.3121(a)-2(a) generally provides that wages for purposes of
social security, Medicare and unemployment taxes are received by an employee at the time
that they are actually or constructively paid by the employer to the employee.

Treasury Regulation Section 31.3121(a)-2(b) generally provides that wages for purposes of
social security, Medicare and unemployment taxes are constructively paid when they are
credited to the account of or set apart for an employee so that they may be drawn upon by him
at any time although not then actually reduced to possession. Further, to constitute payment in
such a case the wages must be credited to or set apart for the employee without any
substantial limitation or restriction as to the time or manner of payment or condition upon
which payment is to be made, and must be made available to him so that they may be drawn
upon at any time, and their payment brought within his own control and disposition.

Treasury Regulation Section 31.3402(a)-1(b) generally provides that the employer is required
to collect income tax by deducting and withholding the amount thereof from the employee's
wages as and when paid, either actually or constructively. Further, wages are constructively
paid when they are credited to the account of or set apart for an employee so that they may be
drawn upon by him at any time although not then actually reduced to possession. To
constitute payment in such a case, the wages must be credited to or set apart for the employee
without any substantial limitation or restriction as to the time or manner of pavment or
condition upon which payment is to be made, and must be made available to him so that they
may be drawn upon at any time, and their payment brought within his own control and
disposition.

IRC Section 6302(a) generally authorizes the Secretary of the Treasury to establish the mode
and time for collecting tax.

Treasury Regulation Section 31.6302-1(e) defines “employment taxes™ as income taxes and
the employee and employer portion of social security, Medicare and unemployment taxes that
are required to be withheld.

Treasury Regulation Section 31.6302-1(c)(3) generally requires that, if an employer has
accumulated $100,000 or more of employment taxes on any day within a deposit period, those
taxes must be deposited by electronic funds transfer in time to satisfy the tax obligations by
the close of the next day.

In a Field Directive dated March 14, 2003, the IRS provided that “I'wlhile I.R.C, Sec, 83 and
the Regulations thereunder generally point to cxercise date as the trigger for inclusion of
income from exercise of nonqualified stock options, the FICA and income tax withholding
provisions do not impose a withholding obligation on the employer until wages are actually or
constructively paid... There is presently no specific published guidance relative to whether the
date of exercise or date of settlement is the applicable date for considering assertion of the
penalty for failure to deposit employment taxes attributable to the exercise of nonqualified
stock options.”

OHSUSAI750126884 3
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Applicable SEC Regulations

Rule 15¢6-1(a) of the Securities Exchange Act of 1934, as amended (the “Exchange Act™),
generally requires broker dealers to deliver securities pursuani to a purchase or sale contract
no later than the third business day after the date of the contract.

Rule 17Ad-2(a) of the Exchange Act generally requires any registered transfer agent to
turnaround within three business day of receipt at least 90 percent of all routine items received
for transfer during a month. Further, for purposes of this rule, items received at or before noon
on & business day shall be deemed to have been received at noon on that day, and items
received after noon on a business day, or received on a day that is not a business day, shall be
deemed to have been received at noon on the next business day.

Request for Administrative Relief & Clarification of Prior Guidance

As noted above, in a Field Directive dated March 14, 2003, the IRS instructed examiners not
to challenge the timeliness of employment tax deposits attributable to the exercise of
nonqualified stock options, provided that the deposits are made within one day of the
settlement date and provided the settlement date is not more than three days afier the date of
exercise. In issuing this guidance, the IRS noted that “it has been argued that the shares. . .are
not available to the exerciser of the options until settlement date, and therefore no actual or
constructive payment of wages takes place until that time.” The IRS further explained that a
three day safe harbor was justified because “[tthere is generally only a three day delay
between time of exercise and time of settlement resulting from such exercise.”

Thus, while not directly stated, it appears clear from the Field Directive that the IRS was
focused on Treasury Regulation Sections 31.3121(a)-2(a) and (b) and Treasury Regulation
Sections 31.3402(a)-1(b) that collectively provide that the wages to which employment taxes
attach are not considered “received” until they are “actually or constructively paid” to the
employee and, more specifically, until they are “set apart for an emplovee so that they may be
drawn upon by him at any time, without any substantial limitation or restriction” aithough not
then actually reduced to possession.

Further, similar to the delay in the delivery of shares upon exercise of nonqualified stock
options, there is frequently a delay in the delivery of shares upon the vesting of restricted
stock unit awards and restricted stock. In either case, until such sharcs are actually delivered
to the employee, they are generally not available to be drawn upon at any time by the
empioyee.

In addition, similar to nonqualified stock options, the reasons for the delay in the delivery of
shares upon vesting of restricted stock unit awards and restricted stock include, but are not
limited to, administrative mechanics related to the delivery of shares or the fact that shares are
sometimes withheld or sold on the vesting date or, in some cases, the day following the
vesting date, in order to satisfy the tax withholding obligations that arise upon vesting of
restricted stock unit awards or restricted stock.

OHSUSA:750126884.3
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Notably, the Field Directive does not seem to focus on the reason for the delay in the delivery
of the shares upon exercise of a nonqualified stock option. Rather, the IRS simply notes that
“there is generally only a three day delay between the time of exercise and the time of
settlement resulting from such exercise” and then notes the SEC rules requiring that broker-
dealer trades must be seftled within three days of the applicable contract.

Due to the similar nature of the issues with complying with the employment tax deposit rules
with respect to employment taxes arising upon exercise of nonqualified stock options and
upon vesting of restricted stock units and restricted stock, ACSPA respectfully requests that
the IRS issue guidance providing administrative relief from the penalties for failure to timely
deposit employment taxes on the day following any day that an employer accumulates
$100,000 or more of employment taxes, where such employment taxes arise upon the vesting
of restricted stock units or restricted stock, so long as the deposit of employment taxes is
made within one day after the settlement date of the restricted stock units or restricted stock
and provided the settlement date is not later than three days after the vesting date.

ACSPA further respectfully requests that the IRS issue guidance clarifying that the guidance
provided with respect to nonqualified stock options in its Field Directive dated March 14,
2003 applies to any exercise of nonqualified stock options, regardless of the manner in which
the exercise price is paid to purchase the shares or the tax withholding obligation is satisfied.

Conclusion

On behalf of all of its members, ASCPA appreciates the opportunity to present its views on
the need for administrative relief from penalties associated with the next day employment tax
deposit rule as it applies to restricted stock units and restricted stock and clarification of the
administrative relief provided with respect to such rules as they apply to nonqualified stock
options.
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If you have any questions or would like to discuss this request, please do not hesitate to
contact ASCPA’s General Counsel and Secretary, Christine McCarthy, at:

¢/o Orrick, Herrington & Sutcliffe
1000 Marsh Road
Menlo Park, CA 94025

Phone: (650) 614-7634
Fax: (650)614-7401
Email: cmccarthy@orrick.com

Very truly yours,

AMERICAN COALITION OF
STOCK PLAN ADMINISTRATORS

(Ut Tt

Christine McCarthy, General Counsel & Secretary

enclosure
(o

George H. Bostick, Benefits Tax Counsel, Office of Tax Policy, Department of Treasury
(with enclosure) '
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Assertion of the Penalty for Failure to Deposit Employment Taxes

March 14, 2003

MEMORANDUM FOR INDUSTRY DIRECTORS, LMSB
DIRECTOR, PFTG, LMSB
DIVISION COUNSEL, LMSB

FROM: Keith M. Jones /s/ Keith M. Jones
Director, Field Specialists LM:FS
SUBJECT: Field Directive on Assertion of the Penalty for Failure to

Deposit Employment Taxes

The purpose of this memorandum is to establish guidelines for examiners on assertion ot the
penalty for fatlure to deposit employment taxes owing as a result of exercise of nonqualified
stock options. These guidelines are intended to promote the efficiency and consistency of
employment tax examinations and to redirect audit resources to other issues. This Field
Directive is not an official pronouncement of the law or the Service’s position and cannot be
used, cited or relied upon as such.

Treas. Reg. § 31.6302-1(c)requires an employer to deposit emplovment taxes with an
authorized financial institution on the next banking day after $100,000 or more of
employment taxes have been accumulated during the deposit period.

LR.C. Sec. 83(a) provides that if in connection with the performance of services, property is
transferred to any person other than the person for whom services were performed, the excess
of the fair market value of such property at the first time the rights of the person having a
beneficial interest are transterable or are not subject to a substantial risk of forfeiture over the
amount paid for such property shall be included in income of the service performer in the first
taxable year in which the rights of that person in the property are transferable or are not
subject to a substantial risk of forfeiture,

Treas. Reg. § 1.83-7 provides that with regard to a nonqualified stock option without a readily
ascertainable fair market value at date of grant, Sec. 83(a) and (b) shall apply at the time the
option 1s exercised or otherwise disposed of.

Treas. Reg. § 1.83-7 further provides that Sec. 83(a) and (b} apply to the transfer of property
pursuant to such exercise, and the employee realizes compensation upon such transfer at the
time and in the amount determined under Sec. 83(a) and (b).

For purposes of taxes imposed under the Federal Insurance Contributions Act (FICA), Treas.
Reg. § 31.3121(a)-2(b) provides that wages are paid by an employer at the time they are
actually or constructively paid. Wages are constructively paid when they are credited to the
account of or set apart for an employee so that they may be drawn upon by him at any time
although not actually reduced to possession. To constitute payment in such a case the wages
must be credited or set apart for the employee without any substantial limitation or restriction
as to the time or manner of payment or condition upon which payment is made, and must be

OHSUSA 7501268843



made available to him so that they may be drawn upon at any time, and their payment is
brought within an employee’s own control and disposition. The regulations related to income
tax withholding contain a similar definition. See Treas. Reg. § 31.3402(a)-1(b).

LR.C. Sec. 3402(a) requires every employer making a payment of wages to deduct and
withhold upon such wages. Treas. Reg. § 31.3402(a)-1(b) requires the employer to withhold
the amount of the tax at the time the wages are actually or constructively paid. The provisions
related to FICA impose a similar obligation on the employer.,

Rev. Rul. 67-257, 1967-2 C.B. 359 specifically holds that an employee has the unconditional
right to receive stock upon payment of the option price. The excess of the FMV of the stock
on the date of exercise over the option price is compensation includible in the employee’s
income at the time of exercise. An employer’s obligation to withhold under I.R.C. Sec. 3402
arises at that time.

Rev. Rul 78-185, 1978-1 C.B. 304 holds that the FMV of stock at the date of crediting it to
the employee’s account over the cost to him is wages for FICA, FUTA and income tax
withholding purposes.

While [.LR.C. Sec. 83 and the Regulations thereunder generally point to exercise date as the
trigger for inclusion of income from exercise of nonqualified stock options, the FICA and
income tax withholding provisions do not impose a withholding obligation on the employer
until wages are actually or constructively paid. It has been argued that the shares (or the value
of the shares) are not available to the exerciser of the options until settlement date, and
therefore no actual or constructive payment of wages takes place until that time.

There is generally only a three day delay between time of exercise and time of settlement
resulting from such exercise. In fact, under 17 C.F.R. Sec. 240.15¢6-1(a), the SEC generally
established a maximum three day settlement period for broker- dealer trades. There is
presently no specific published guidance relative to whether the date of exercise or date of
settlement is the appropriate date for considering assertion of the penalty for failure to deposit
employment taxes atiributable to the exercise of nonqualified stock options. Until such time
as guidance is issued or this Field Directive is modified or revoked, LMSB Employment Tax
Specialists should not challenge the timeliness of deposits required under Treas. Reg. §
31.6302-1(c), if such deposits are made within one day of the settlement date, as long as such
settlement date does not fall more than three days from date of exercise.

If you have any questions or concerns you may contact me at (202)-283-8290, or Pam
Christensen, Employment Tax Program Manager, at (775) 824-2234 ext 266.

cc: Commissioner and Deputy Commissioner, LMSB
Commissioner and Deputy Commissioner, SB/SE
Area Directors, SB/SE
Employment Tax Program Manager, LMSB

OHSUSAIT50126884 3



LEGAL PROCESSTNG DIVISION
PUBLICATION & REGULAf TONS

Ar;

THE AMERICAN COLLEGE OF TrRusT aND EsTaTE COUNSEL

NOHCQ/Q\@\?D“&Q»

APR 3 0 2013

MicPrerson Buing

901 1511 Siwer1, MW, Suite 525
Wastincton, DC 20005

{202) 534-8460 Fax (202) 684-8459
www.actec.arg

BOARD O RUGENTS

President

DLNCAN E. OSBORNE
Austin, Texas
President-Flect
KATHLEEN R. SHERDY
St Lo, Missouri

Vice President

BRUCE STONE

Coral Gahles, Rorida
Treasrer

CYNDA C QT TAWAY
Oklahoma City, Qldahoma
Seoet

SUSAN T, HOUSE
Pmdeaz California
immediate Past President
LOLIS A MEZZLLLO
Rancho Santa Fe, Caifornia
STEPHEN R. AKERS
Dalas, Texas

GLEN S, BAGBY
Lexangton, Kertudy
SUSAN 1. BART

Chicago, Hinos

TURNEY P BERRY
Loiswlle, Kentucky

ANN B. BURNS
Minneapolis, Minnesota
MARC A. CHORNEY
Derwer; Colorado

MARK M. CHRISTOPH LR
Boston, Massadhusetts
MARY JANE CONNELL
Honeluly, Hawak

M. PATRICIA CLILLER
Clevedand, Ohia

C. FRED DAMIELS
Birmirsgham, Alabama

P. DANIEL FONOHLIE
Sioux Falls, South Dakota
NANCY G, FAX
Bethescl, Maryland
SUSAN N, GARY
Eugene, Oregan

J. KEITH GEORGE

Los Osos, Califomia

T, RANDALL GROVE
Vancouver Vashington
LOUIS 5, HARRISON
Chicago, Binok

ROBERT K. KIRKLAND
liberty, Missourt

LAIRD A LILE

Naples, Horida

JAMES M. MADDOX
Hobbs, Mew Mexico
MARY ANN MANCINI
Washington, District of Columbia
KEVIN D. MILLARD
Derwer; Colarado

R. HAL MOORMAN
Brenhamn, Texas
CHARLES 1AM NASH
teboume, Rorida

ANNF | OYBRIEN
Washington, Distr

at of Coturnbi

DAVID PRATT

Baca Raton, Florida
CHARLES A REDD

St. Louts, Missouri
CHRISTY EVE RESD
Charkitte, Morth Carcling
ANMEMARIE RHODES
Chicago, llincks

ANITA |. SIEGEL
torristown, New lersey
DEBGRAH J. TEDFORD
iystic, Connedicut
JOHN A TERRHLL I
West Conshohodken, Pennsyhvania
HOWARD 5, FUIHILE hi
Stamiord, Connecticut

DIANA &.C. ZEYDEL
tizr, Florida

Please Ackiress Reply to:

Executive Directos
DEBORAH O.MCKINNON

April 30, 2013

Internal Revenue Service
CC:PA:LPD:PR {Notice 2013-22)
Room 5203

Post Office Box 7604

Ben Franklin Station
Washington, DC 20044

Via Electronic Mail: Notice.Comments@irscounsel.treas.gov
Re: Recommendations for 2013-2014 Guidance Priority List (Notice 2013-22)
Dear Ladies and Gentlemen:

The American College of Trust and Estate Counsel (the “College”) is pleased
to submit these recommendations pursuant to Notice 2013-22, 1.R.B. 2013-15
released on March 22, 2013, which invites recommendations for items that should
be included on the 2013-2014 Guidance Priority List.

The College is a professional organization of approximately 2,600 lawyers
from throughout the United States. Fellows of the College are elected to
membership by their peers on the basis of professional reputation and ability in the
fields of trusts and estates and on the basis of having made substantial contributions
to those fields through lecturing, writing, teaching, and bar activities. Fellows of the
College have extensive experience in providing advice to taxpayers on matters of
federal taxes, with a focus on estate, gift, and GST tax planning, fiduciary income tax
planning, and compliance. The College offers technical comments about the law and
its effective administration, but does not take positions on matters of policy or
political objectives.

The recommendations include items in the following categories and, as
encouraged by the Notice, we have placed the items under each category in what we
believe to be the order of their priority.

EMPLOYEE BENEFITS

1. Guidance identifying the “successor beneficiaries” of a trust who may be dis-
regarded in determining a decedent’s designated beneficiary when a non-
conduit “see-through” trust is named beneficiary of qualified plan or IRA
benefits.

2. Guidance concerning spousal rollovers of qualified plan and IRA benefits
when an estate or trust is named beneficiary of a decedent’s interest.
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Page 2

GIFTS AND ESTATES AND TRUSTS

1.

Clarification that QTIP elections in estate tax returns required only to elect
portability are valid.

Regulations or other guidance defining “GST Trust” under section 2632(c),
particularly relating to trusts that give beneficiaries continuing withdrawal
rights attributable to prior year gifts to a trust and trusts that make
distributions to a nonskip beneficiary dependent upon both the death of a
person more than ten years older and the beneficiary attaining a specified
age.

Guidance regarding the completion of gifts and includibility in the gross
estate in the context of self-settled asset protection trusts.

Safe Harbor Guidance concerning the application of the Reciprocal Trust
Doctrine.

INTERNATIONAL ISSUES

1.

Guidance concerning the tax consequences under Section 643(i) of the
undercompensated use by a U.S. person of property owned by a foreign
trust.

Regulation changing the duse date for filing Form 35204 from March 15 to
April 15.

Guidance concerning the application of the Foreign Account Tax Compliance
Act ("FATCA") provisions of the Hiring Incentives to Restore Employment
{("HIRE™) Act (P.L. No. 111-147, 124 Stat. 71 (2010) on reporting and
withholding with respect to trusts and their beneficiaries.

Guidance concerning the coordination of the foreign corporation anti-
deferral rules and Subchapter ).

If you or your staff would like to discuss the recommendations, please

contact Ellen Harrison, Chair of the ACTEC Washington Affairs Committee, at (202)
663-8316, or ellen.harrison@pillsburylaw.com; or Leah Weatherspoon, ACTEC
Communications Director, at (202) 688-0271, or lweatherspoon@actec.org.

Respectfully submitted,

@WE-CQW

Duncan E. Osborne
President

Enclosure



The American College of Trust and Estate Counsel (ACTEC)
Recommendations for the
2013-2014 Guidance Priority List (Notice 2013-22)
April 30,2013

EMPLOYEE BENEFITS

1. Guidance identifying the “successor beneficiaries” of a trust who may be disre-
garded in determining a decedent’s designated beneficiary when a non-conduit “see-
through” trust is named beneficiary of qualified plan or IRA benefits.

2. Guidance concerning spousal rollovers of qualified plan and IRA benefits when an
estate or trust is named beneficiary of a decedent’s interest.

GIFTS AND ESTATES AND TRUSTS

1. Clarification that QTIP elections in estate tax returns required only to elect
portability are valid.

2. Regulations or other guidance defining “GST Trust” under section 2632(c),
particularly relating to trusts that give beneficiaries continuing withdrawal rights
attributable to prior year gifts to a trust and trusts that make distributions to a
nonskip beneficiary dependent upon both the death of a person more than ten years
older and the beneficiary attaining a specified age.

3. Guidance regarding the completion of gifts and includibility in the gross estate in
the context of self-settled asset protection trusts.

4. Safe Harbor Guidance concerning the application of the Reciprocal Trust Doctrine.

INTERNATIONAL ISSUES

1. Guidance concerning the tax consequences under Section 643(i) of the
undercompensated use by a U.S. person of property owned by a foreign trust.

2. Regulation changing the due date for filing Form 352G-A from March 15 to April
15.

3. Guidance concerning the application of the Foreign Account Tax Compliance Act
(“FATCA") provisions of the Hiring Incentives to Restore Employment (“HIRE”)
Act (P.L. No. 111-147, 124 Stat. 71 (2010} on reporting and withholding with respect
to trusts and their beneficiaries.

4. Guidance concerning the coordination of the foreign corporation anti-deferral rules
and Subchapter J.
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EMPLOYEE BENEFITS

1. Guidance identifying the “successor beneficiaries” of a trust who may be disre-
garded in determining a decedent’s designated beneficiary when a non-conduit “see-
through” trust is named beneficiary of qualified plan or IRA benefits,

Reg. §1.401(a)}(9)-4, A-5 provides that if a trust is named as beneficiary and certain
threshold requirements for a *see-through trust” are satisfied, the beneficiaries of the trust (and
not the trust itself) will be treated as having been designated for purposes of determining the
minimum required distribution period under Section 401(a)(9). Reg. §1.401(a}9)-5, A-7
provides that “contingent beneficiaries” of such a trust must be counted among the trust’s
beneficiaries for purposes of determining the distribution period, but “successor beneficiaries”
will be disregarded. The distinction between the two is not articulated in the regulations apart
from two examples. From one example (Reg. §1.401(a)(9)-5, A-7, Ex. 2), one may extrapolate
that remaindermen of a conduit trust (a trust under which all plan or IRA distributions are
required to be paid out currently as opposed to accumulated in the trust) that lasts for the lifetime
of the conduit beneficiary will be treated as successor beneficiaries. The second example (Reg.
§1.401(a)(9)-5, A-7, Ex. 1) deals with a non-conduit trust, but is of limited utility since it de-
scribes a trust which in the real world would not exist.

Non-conduit trusts are widely used as estate planning vehicles for time-honored reasons
having nothing to do with income tax planning. The lack of guidance on the contingent ben-
eficiary and successor beneficiary concepts since 2002, when the regulations were issued, has
complicated standard planning for millions of plan participants and IRA owners and has intro-
duced unnecessary uncertainty. These issues continue after the death of the participant or IRA
owner who has named a trust as beneficiary, when a decision needs to be made as to the
applicable payout period. The ad hoc process of private letter rulings is an expensive and, for
most taxpayers, unfeasible way of obtaining certainty.

Please see the attached March 27, 2003 ACTEC letter addressed to Marjorie Hoftman,
Esq., Senior Technician Reviewer, Employee Benefits & Exempt Organizations, Internal
Revenue Service (also transmitted to George Bostick, Esq., Benefits Tax Counsel, Office of Tax
Policy at the Department of Treasury by the attached July 1, 2010 ACTEC letter). The 2003
letter provides examples of six non-conduit trusts named as beneficiaries of qualified plan or
IRA benefits, suggests which beneficiaries should be identified as successor beneficiaries in cach
case, discusses the rationale for the results, and emphasizes the need for clear rules to make these
determinations. The 2003 letter reviews the “snapshot rule” that has been applied in many
private letter rulings and compares that rule to a suggested *“life expectancy rule” that might
instead be applied to a greater number of non-conduit trust provisions.

The 2003 letter also proposes for consideration a rule to apply to trusts that defer dis-
tributions to a younger beneficiary until a specified age is attained. The proposed rule is contrary
to the result reached in certain private letter rulings, but it is supported by strong policy con-
siderations [recognized in the generation-skipping transfer (GST) tax law] and produces a
simpler, more understandable method of determining successor beneficiaries in this common
form of non-conduit trust. Finally, the 2003 letter discusses instances where a trust beneficiary’s
estate is the recipient or potential recipient of trust benefits upon the beneficiary’s death and the
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reasons such a circumstance should not prevent the trust beneficiary from being treated as a
designated beneficiary.

2. Guidance concerning spousal rollovers of qualified plan and IRA benefits when an
estate or trust is named beneficiary of a decedent’s interest,

Spousal rollovers of qualified retirement plans and IRAs are allowed under Sections 402(c)
and 408(d). More than a hundred private letter rulings have been issued since the late 1980s
allowing a spousal rollover when an estate or trust (not the surviving spouse) is named as
beneficiary. In the vast majority of these rulings, the spouse as executor, trustee and/or
beneficiary may unilaterally effect the rollover, and this appears to be key to the result reached.
The preamble to the final Section 401(a}(9) regulations, however, suggests a broader approach,
which would permit a surviving spouse who does not unilaterally control distributions from an
IRA but who does actually receive a distribution from a decedent’s IRA to complete a spousal
rollover.

The basic fact pattern found in the private letter rulings arises frequently. Therefore, we be-
lieve that a published ruling is needed. Currently, after the death of a plan participant or IRA
owner, the spouse may be obliged to obtain his or her own ruling at considerable cost and
inconvenience, either because the plan administrator or IRA sponsor insists on a ruling or simply
because the spouse knows that even numerous private letter rulings issued to others may not be
relied on. A Revenue Ruling would provide assurance to plan sponsors and guidance to
taxpayers as to the circumstances (whether a spouse’s unilateral control over the decision to
distribute the decedent’s interest in the plan or account, the spouse’s actual receipt of a
distribution, or both) under which a spousal rollover is valid if an estate or trust is named as the
beneficiary.

Please see the attached April 15, 2009 ACTEC letter addressed to Henry S. Schneidermann,
Assistant Chief Counsel, Internal Revenue Service (also transmitted to George Bostick, Esq.,
Benefits Tax Counsel, Office of Tax Policy at the Department of Treasury by the attached July 1,
2010 ACTEC letter). The 2009 letter provides more detail of the issues, requests clarifying
guidance, underscores the need for that guidance, and presents a proposed resolution that would
avoid the current need for private letter rulings.

GIFTS AND ESTATES AND TRUSTS

1. Clarification that QTIP elections in estate tax returns required only to elect
portability are valid.

Rev. Proc. 2001-38, 2001-24 L.R.B. 1335, announced circumstances in which the
IRS “will disregard [a QTIP] election and treat it as null and void” if “the election was
not necessary to reduce the estate tax liability to zero, based on values as finally
determined for federal estate tax purposes.” The procedure “does not apply in situations
where a partial QTIP election was required with respect to a trust to reduce the estate tax
liability and the executor made the election with respect to more trust property than was
necessary to reduce the estate tax liability to zero.” The procedure “also does not apply
to clections that are stated in terms of a formula designed to reduce the estate tax to zero,”

403554711vl



Thus, the paradigm case to which Rev. Proc. 2001-38 applies is the case where the
taxable estate would have been less than the applicable exclusion amount anyway, so the
estate would not be subject to federal estate tax, but the executor {isted some or all of the
trust property on Schedule M to the estate tax return and thus made a redundant QTIP
election.

Rev. Proc. 2001-38 is a relief measure. The transitional sentence between the

summary of the background law and the explanation of the problem states that “[t]he

- Internal Revenue Service has received requests for relief in situations where an estate
made an unnecessary QTIP election.”

The American Taxpayer Relief Act of 2012 made permanent the “portability” of
the unused exclusion amount of a predeceased spouse for the use of the surviving spouse.
By statute (section 2010{c}(5){A)) and regulation (Reg. §20.2010-2T(a)) portability is
available only if it is elected on a federal estate tax return for the estate of the
predeceased spouse. The regulations (Reg. §§20.2010-2T(a)(1) & (7)(ii)}(A))
contemplate that a federal estate tax return will be required for the purpose of electing
portability even if it would not be required for federal estate purposes alone, such as a
return for an estate where the gross estate, and thus necessarily the taxable estate, are less
than the applicable exclusion amount, the paradigm case to which the relief of Rev. Proc.
2001-38 applies.

This leads to the guestion whether a QTIP election that is “not necessary to reduce
the estate tax liability to zero,” because it is made on a federal estate tax return filed to
elect portability but not otherwise required for federal estate tax purposes, is therefore
“null and void,” by reason of Rev. Proc. 2001-38. The “relief” origin of Rev. Proc. 2001-
38, the likelihood that a revenue procedure announcing the Service’s administrative
forbearance would not be used to negate an election authorized by statute, and the
unseemliness of denying a QTIP election to smaller estates while allowing it to larger
estates all suggest that a QTIP election will be respected in such a case. This view is
reinforced by the explicit reference in Reg. §20.2010-2T(a}7)(ii)(A)(4) to QTIP elections
in returns filed to elect portability but not otherwise required for estate tax purposes.

Clarification of that result would be appropriate and welcome.

2. Regulations or other guidance defining “GST Trust” under section 2632(c),
particularly relating to trusts that give beneficiaries continuing withdrawatl rights
attributable to prior year gifts to a trust and trusts that make distributions to a
nonsKip beneficiary dependent upon both the death of a person more than ten years
older and the beneficiary attaining a specified age.

Section 2632(c)(3)(B) defines the type of trust to which GST exemption will be
automatically allocated in the absence of an election to the contrary (a “GST Trust™).
The definition is in the form of a very broad general rule (*a trust that could have a
generation-skipping transfer with respect to the transferor™), followed by six exceptions.
The six exceptions are designed to exclude trusts to which donors are unlikely to want
GST exemption to be allocated, most often because, although a generation-skipping
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transfer is possible under the terms of the trust, it is unlikely that a generation-skipping
transfer will occur with respect to more than 75% of the trust property.! The exceptions
are in turn followed by “flush language” excepting certain situations from their reach (the
exception to the c.=.:><cc:ption).2

In the more than a decade since the subsection 2632(c) was enacted, it has
become increasingly apparent that this goal of conforming the automatic rules to a
transferor’s likely intent based on the terms of the trust has been frustrated in certain
common types of trusts by a literal reading of two parts of the definition — the second
exception to the general rule and a portion of the flush language exception to the
exception. We believe that it is possible to interpret both of these provision by regulation
in a manner that will cause them to be applied as necessary to better accomplish the goals
of the provision. However, because many taxpayers have relied on the literal language of
these provisions, any such regulations should apply prospectively and allow a period for
taxpayers o ¢lect into their retroactive allocation.

a. The second exception.3

Under the second of the six exceptions, a trust is not a GST trust if the trust
instrument provides that more than 25% of the trust corpus must be distributed to or may
be withdrawn by one or more non-skip persons who are living on the date of death of
another person identified in the instrument (by name or by class} who is more than ten
years older than such individuals. For example, a trust that will terminate in favor of a
child of the transferor on the death of the transferor or the transferor’s spouse (if more

_than ten years older than the child) would fit within this exception and as a result GST
exemption would not be automatically allocated to it.

Unfortunately, in the absence of a regulation to the contrary, this exception may
be read to not apply to the following common types of trusts to which we believe the
exception was intended to apply: (1) a trust that provides for a parent and his or her child
or children until the parent’s death and then holds the trust property in further trust until
the child reaches a specified age, with an outright distribution of the property thereafter,
or (2) an insurance trust that provides for distribution of the trust property on the last to
occur of the insured’s death, the insured spouse’s death or when the insured’s child
reaches a sPeciﬁed age (often younger than age 46, the age specified in the first
exception)” because no portion of the trust property would be distributed to the child at

' According to the House Report to H.R. 8 as passed by the House on April 4, 2001, the “Committee recognizes
that there are situations where a taxpayer would desire allocation of generation-skipping transfer tax exemption, yet
the taxpayer had missed allocating generation-skipping transfer tax exemption to an indirect skip, e.g.. because the
taxpayer or the taxpayer's advisor inadvertently omitted making the election on a timely-filed gift tax return or the
taxpayer submitted a defective election. Thus, the Committee believes that automatic allocation is appropriate for
transfers to a trust from which generation-skipping transfers are likely to occur.”  House Report, p. 35.

FLR.C. § 2632(c)(3XB){ flush language).

T LR.C. § 2632(c)(3)(B)(ii).

* LR.C. § 2632(c)(3)(B)(i), which provides that a trust is not a GST trust if the trust instrument provides that more
than 25% of the trust corpus must be distributed to or may be withdrawn by one or more non-skip persons before

5
403954711v1



the death of a person unless the child had already reached the specified age. Therefore,
assuming that none of the other exceptions apply,’ the trusts would be GST trusts and
GST exemption would be allocated automatically in the absence of an election to the
contrary and except in the case of an addition to the trust after the child has attained the
specified age. However, in both types of trusts at least 25% of the trust principal is
likely to pass to a non-skip person (the child) because most individuals outlive their
parents and reach age 46 (if the specified age is younger than age 46). As a result, it
is likely that most transferors would not want to allocate GST exemption to the trust.

We believe regulations could and should make it clear that the second exception
to the general rule applies (1) even if in addition to surviving a person who is at least 10
years older than the non-skip person, the non-skip person has to reach an age younger
than age 46, the age specified in the first exception and (2) even if the non-skip person
needs to survive more than one person, as long as each is at least 10 years older than the
non-skip person. A narrower approach to the second suggested clarification would be to
provide that for purposes of this exception a married couple is treated as a single person.

b. The flush language exception to the exceptions.6

Several of the exceptions,” without more, would apply to trusts in which one or
more non-skip persons are granted a temporary right to withdraw trust property whenever
property is contributed to the trust. Such lapsing withdrawal rights are often limited to
the amount of the annual exclusion and lapse during or at the end of the year of the
contribution, at least to the extent the lapse will not cause the power holder to be treated
as having made a taxable gift by reason of the so called 5 x 5 rule of Code section
2514(e). Because many trusts that grant these powers are likely to give rise to
generation-skipping transfers, an exception to this deemed allocation exceptions provides
that the value of transferred property is not considered to be includible in the gross estate
of a non-skip person or subject to a right of withdrawal by reason of such person holding
a right to withdraw so much of such property as does not exceed the annual exclusion
amount referred to in LLR.C. § 2503(b) with respect to any transferor. Thus, a trust with
such a withdrawal right that does not fall within any of the other exceptions will be a
GST trust and the deemed allocation will occur.

Unfortunately, in the absence of a clarifying regulation, this special rule for
withdrawal rights tied to the annual exclusion may not always apply to trusts with powers

that individual reaches 46 years of age, on or before one or more dates specified in the trust instrument that will
occur before such individual attains 46 years of age, or upon the occurrence of an event that in accordance with
Treasury regulations may reasonably be expected to occur before the date that such individual attains age 46. LR.C.
§ 2632(c)(3NBXi) That exception applies, for example, to a trust that will terminate in favor of its beneficiary when
the beneficiary reaches age 43.

* Note that these type of trusts do not fit within the first exception because the death of an individual’s parent or
parents, in most instances, may not reasonably be expected to occur before the child reaches age 46,

®LLR.C. § 2632(c)(3XB)(flush language).

7 The fourth exception, for example, provides that a trust is not a GST trust if any portion of it would be included in
the gross estate of a non-skip person (other than the transferor} if such person died immediately after the transfer.
LR.C. § 2632(c)3XB)iv).
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that lapse each year only to the extent of the 5 x 5 rule. Put differently, it may not apply
to transfers made at a time when the total amount that may be withdrawn (the sum of the
withdrawal right arising by reason of the transfer in the current year and all prior year
withdrawal rights that have not lapsed as of the date of the transfer) exceeds the current
year’'s annual exclusion with respect to any transferor. Without this exception to the
exceptions, such a trust will meet the fourth exception (and perhaps the first exception if
the withdrawal amount exceeds 25% of the value of the trust property, which would not
be unusual in the early years of an insurance trust) and thus will not be a GST trust for
those transfers Thus, in the first year that transfers are made to such a trust, if the
amounts that could be withdrawn are within annual exclusion amount, the trust will be a
GST trust and the deemed allocation will apply. In future years, the continuation of a
portion of a power from one year to the next may cause the trust to no longer be a GST
trust such that no deemed allocation will apply.

We believe regulations could and should rectify this confusing and complicated
situation by providing that the exception to the exceptions for annual exclusion
withdrawal rights applies if at the time of any transfer that gives rise to a withdrawal
right, the amount subject to the withdrawal right “does not exceed the amount referred to
in section 2503(b) with respect to any transferor” without regard to whether in future
years all or a portion of the withdrawal right from a prior year remains outstanding. Put
differently, we believe regulations could provide that once it is determined pursuant to
the flush language that a withdrawal amount is not to be taken into account in applying
the exceptions to the broad definition of a GST trust, such withdrawal amount is not to be
taken into account in any year even if unlapsed.

3. Guidance regarding the completion of gifts and includibility in the gross estate in
the context of self-settled asset protection trusts.

In an environment of increasing concern that wealth can attract claims and create
risks, it is becoming more common for grantors to create trusts in which, for their lives,
they themselves (and sometimes others too) have an interest, often in a trustee’s
discretion. The trust is designed to protect the trust assets from both opportunistic claims
and the unwise decisions of grantors themselves, Because the amount of wealth involved
in such self-settled trusts is often substantial, it is important for those grantors to know
the gift and estate tax consequences — that is, whether and to what extent the transfer will
be complete enough to be a taxable gift for federal gift tax purposes and whether and to
what extent the value of the trust property will be included in the grantor’s gross estate
for federal estate tax purposes. Of those two issues, the completed gift issue is the most
important, because it has immediate impact.

‘The principle typically applied to determine whether a transfer is a completed gift
is in Reg. §25.2511-2(b):

As to any property, or part thereof or interest therein, of which the donor
has so parted with dominion and control as to leave in him no power to change its
disposition, whether for his own benefit or for the benefit of another, the gift is
complete. But if upon a transfer of property (whether in trust or otherwise) the
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donor reserves any power over its disposition, the gift may be wholly incomplete,
or may be partially complete and partially incomplete, depending upon all the
facts in the particular case. Accordingly, in every case of a transfer of property
subject to a reserved power, the terms of the power must be examined and its
scope determined.

The completed gift issue was spotlighted by the disclosure of an Office of Chief
Counsel Internal Revenue Service Memorandum dated September 28, 2011 (opened to
public inspection on February 24, 2012, as CCA 201208026). Quoting the above
regulation, CCA 201208026 concludes that Donors had made completed gifts to a Trust
(albeit not a “self-settled” trust from which the Donors themselves could receive
distributions). CCA 201208026 has attracted attention among practitioners because it
finds a completed gift despite the Donors” testamentary powers over the disposition of
the trust property upon their deaths, powers that estate planners have frequently used
specifically to prevent a transfer from being a completed gift. This in turn has raised
questions about the continued application of the published guidance on which those
practitioners have relied, including in the context of self-settled trusts.

As an example, Rev. Rul, 62-13, 1962 C.B. 180, ruled a transfer in trust
incomplete because trustees had discretion to pay income and/or principal to the grantor
and others during the grantor’s life and there was therefore “no assurance that anything of
value would ever pass to the remaindermen,” even though the grantor retained no power
to direct the disposition of the remainder. Thus, CCA 201208026 presents the anomaly
that its Donors with a power of appointment over the trust property at death were left
with “no power to change [the trust property’s] disposition,” while the grantor in Rev.
Rul. 62-13 who retained no power had not “parted with dominion and control.” But CCA
201208026 does not cite Rev. Rul. 62-13 (or Rev. Rul. 77-378, 1977-2 C.B. 347, which
“clarified” it).

As another example, CCA 201208026 rests its holding on the fact that the
Donors’ “limited power to appoint so much of [the trust property] as would still be in the
Trust at his or her death” would be reduced or eliminated — in effect terminated — by the
trustee’s discretionary distributions during the Donors’ lives. Reg. §25.2511-2(f)
specifically addresses the “termination™ of such a power, including termination by the
“receipt of income or of other enjoyment of the transferred property by the transferee or
by the beneficiary (other than by the donor himself),” which “operates to free such
income or other enjoyment from the power.” But CCA 201208026 does not cite Reg.
§25.2511-2(D.

We appreciate that CCA 201208026 is necessarily a part of a larger file, that it is
addressed to Area Counsel and thus possibly written in contemplation of litigation (or at
least serious pursuit of issues in audit), and that it recites that it “may contain privileged
information” (although no redaction other than identifying details, including
identification of the jurisdiction, is apparent), and for all those reasons it may not tell the
whole story. We also appreciate that CCA 201208026 may not be used or cited as
precedent (and it so recites). Nevertheless, such documents, when made available for
public inspection, are used by practitioners to guide their own best practices and assist
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them in advising clients. Thus, balanced (and citable) guidance that secks to resolve
questions rather than to pursue a litigation position would be desirable and would foster
uniform treatment and compliance. As we have seen in other contexts (such as Rev. Rul.
81-51, 1981-1 C.B. 458, and Rev. Rul. 2004-64, 2004-2 C.B. 7), such guidance could and
perhaps should address the extent to which it will be applied prospectively under Section
7805(b)(8).

4. Safe Harbor Guidance concerning the application of the Reciprocal Trust Doctrine.

Since 1940, the courts have recognized there were circumstances when trusts can be
so interrelated that the economic positions of the persons who created the trusts have not
changed enough to honor the separate trusts for certain tax purposes. As a result, it is
possible that trusts created at about the same time may be “uncrossed” and one or more of
the retained power provisions (Sections 2036-2038) applied to cause a portion or all of
the value of a trust to be included in the settlor’s gross estate. This result can obtain even
though the settlor was not a beneficiary of that included trust and did not retain a power
with respect to that trust which would cause such inclusion absent the existence of the so-
called reciprocal trust. This has come to be known as the “Reciprocal Trust Doctrine.”

Even though the Doctrine was recognized and applied by the United States
Supreme Court in United States v. Grace (395 U.S. 316 (1969)) the federal courts and the
Internal Revenue Service have been required to define and apply the doctrine in a variety
of settings with varying results. See, for example, Estate of Bischoff (69 T.C. 32 (1977)),
Estate of Herbert Levy (T.C. Memo 1983-453 (1983)), Estate of Green v. United States
(68 F. 3d 151 (6™ Cir. 1995)), and Private Letter Rulings 199643013 and 200426008.
Taxpayers and their advisors frequently are faced with a planning situation where both
spouses are planning to engage in an arrangement concerning the wealth of the spouses
and their family that is best structured using two trusts, which ideally might be identical
in terms but for the identity of the settlors. This is most common when spouses are
designing mirror image arrangements for themselves and younger family members.
Skilled practitioners are able to create degrees of difference which should decrease the
possibility of uncrossing such trusts. However, in the absence of a definitive set of rules
addressing this issue, taxpayers and their advisors are left to speculate, which can lead to
extreme variations in plans solely to assure that one does not run afoul of the Doctrine.

While it may not be necessary to address the full range of variations that should
result in trusts that need not be uncrossed, it should be possible to create greater clarity by
acknowledging a set of safe harbors such as the existence of separate trustees (or co-
trustees when the settlors have been named as fiduciaries) or differences in the powers
granted to the spouses, both of which would make it possible to have trusts with a
common purpose without requiring some of the differentiation and distortion commonly
applied currently to avoid the application of the Doctrine.
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INTERNATIONAL ISSUES

1. Guidance concerning the tax consequences under Section 643(i) of the
undercompensated use by a U.S. person of property owned by a foreign trust.

Section 643(i) was amended by the Foreign Account Tax Compliance Act
(“FATCA™) provisions of the Hiring Incentives to Restore Employment (*HIRE™) Act
(P.L.No. 111-147, 124 Stat. 71 (2010) to provide that the use by certain U.S. persons of
property owned by a foreign trust would be deemed to be a distribution by the trust equal
to the fair market value of the use of such property except to the extent adequate
consideration for such use was timely paid. The amendment was effective on date of
enactment, March 18, 2010. Prior to this amendment, the statute applied only to loans of
cash or marketable securities and not to “loans” of other property, such as residences or
works of art.

The statute applies to use by a U.S. person who is a grantor, a beneficiary or any
other person who is related to a grantor or beneficiary. A person is related to a grantor
or beneficiary by application of the rules in section 267 or section 707(b) applied as if
family members included spouses of members of the family.®  If the person using the
trust property is not a grantor or beneficiary, the deemed distribution is treated as made to
the grantor or beneficiary to whom such person is related rather than to the person who is
or was actually using the trust property. If the person using the property is related to
more than one grantor and/or beneficiary, the deemed distribution to the grantor and/or
beneficiaries is to be allocated among them in accordance with regulations. No
regulations or other guidance has been issued.

If compensation is paid for the use of property other than cash or marketable
securities, the deemed distribution is reduced by the amount of such compensation if it is
paid within a reasonable period of time of such use.

If the statute applies to deem a distribution to have been made, any subsequent
transaction, such as the return of such property to the trust, shall be disregarded.
Guidance is needed concerning the following issues:

® Thus, related persons include members of the family (sibling, brother or sister-in-law, spouse, ancestors and their
spouses, and descendants and their spouses), an individual and a corporation more than 50% owned by such
individual, two corporations which are members of the same controlled group, a grantor and -a fiduciary of a trust
created by such grantor, fiduciaries of separate trusts created by the same grantor, a fiduciary and a beneficiary, a
fiduciary and a beneficiary of another trust if the same person is the grantor of both trusts, a fiduciary of a trust and a
corporation more than 50% owned by the trust or by the grantor of the trust, a person and an exempt organization if
the organization is controlled by the person or a member of such person’s family, a corporation and a partnership if
more than 50% of the stock or more than 50% of the capital or profits interest in the partnership interests are owned
by the same persons, 8 corporations if the same persons own more than 50% of the stock of both, an executor of an
estate and a beneficiary of an estate, a partner and a partnership if the partner owns more than 30% of the capital or
profits interest and two partnerships in which the same persons own more than 30% of the capital or profits interest.
In applying the related party rules, a person is treated as indirectly owning stock held through a corporation,
partnership, estate or trust in which such person has an interest, and is treated as constructively owning stock owned
by a family member.

10
403954711v1



How should the trustee and the taxpayer determine the fair market value of
the use of property where there is inadequate data for determining the fair
market value of the use of such property? An example would be the fair
rental value of fine art. To make compliance easier, a rule of convenience
would be helpful. A similar rule of convenience exists, for example, for
determining fair market interest rates and the present value of life estates,
annuities and remainders. A similar rule could be used for determining

the fair rental value of property for which no market data is readily
available.

How should the trustee and the taxpayers allocate the deemed distribution
where more than one person uses the property owned by the trust or the
person using such property is related to more than one beneficiary and/or
the grantor?

What are the tax consequences of the receipt by the trust of compensation
for the use of trust property paid by a grantor, beneficiary or related
person? For example, will a beneficiary realize gross income from
payments such beneficiary herself made to the trust which are distributed
or required to be distributed back to her? If the rental is for the use of U.S.
property, is tax withholding required? Will compensation for the use of
property include expenses of use (such as utilities and condominium fees)
paid by the person who uses the property and, if so, will the foreign trust
be deemed to have received gross income where such person pays such
expenscs?

It would be helpful to confirm that the deemed distribution carries out trust
income and accumulated income but does not create income.

It would be helpful to confirm that the statute does not apply to grantor
trusts covered by Subpart E of Subchapter J.

It would be helpful to clarify the provisions of section 643(i)(3) providing
that subsequent transactions, such as the return of property to the trust,
will be disregarded.

2. Guidance under Section 6048 changing the due date for filing Form 3520-A from
March 15 to April 15,

Under section 6048(b), U.S. persons treated as “owners” of a foreign trust (“U.S.

Owners”) must annually file a return confirming such status and must also ensure that the
trust files a return providing a full and complete accounting of all trust activities and
operations. The trust’s return is filed on Form 3520-A. The Form 3520-A instructions
and Notice 97-34, 1997-1 C.B. 422, indicate that Form 3520-A is due by the 15th day of

403954711vl
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the third month following the close of the trust’s tax year.g Because section 644 provides
that all trusts other than tax exempt and charitable trusts must adopt a calendar year as
their taxable %fear for U.S. tax purposes, as a practical matter most Forms 3520-A are due
on March 157,

The Form 3520-A filing was conceived as the filing obligation of a foreign trust.
However, because it is the U.S. Owner, not the trust itseif, who is responsible for
ensuring the form is filed, in practice the preparation and filing of the form falls to the
U.S. Owner. As a result, the March 15" due date for the Form 3520-A acts as a trap for
the unwary. In most cases, the U.S. Owner has an April 15" deadline for his own income
tax return and therefore may not consider the filing obligations with respect to the trust
until after the March 15 deadline has passed.

The likely rationale for the March 15" deadline is to ensure that the U.S. Owner
has time to review the Form 3520-A information and include it on his own return and
Form 3520. Because the U.S. Owner is responsible for ensuring that the Form 3520-A is
filed, however, in most cases the U.S. Owner’s tax preparer is charged with completing
the Form 3520-A, making this lead time unnecessary. Thus, we would suggest that the
RS issue guidance adopting an April 15th due date the Form 3520-A to avoeid confusion
and simplify administration. In addition, the IRS should consider issuing guidance that
the filing of a Form 4868 by the U.S. Owner to extend his own return is effective to
extend the due date for the Form 3520-A.

Guidance concerning the application of the Foreign Account Tax Compliance Act

(“FATCA™) provisions of the Hiring Incentives to Restore Employment (“HIRE”)

Act (P.L, No. 111-147, 124 Stat. 71 (2010) on reporting and withholding with respect
to trusts and their beneficiaries.

ACTEC submitted comments to representatives of the Department of the Treasury
on January 7, 2011, concerning the application of FATCA to trusts and their
beneficiaries. A copy is attached. Since that time, proposed and temporary regulations
were issued under Section 6038D, final Form 8938 was issued, and final regulations were
issued concerning Sections 1471-1474. This guidance clarified a number of important
issues, but some additional guidance would be very helpful, In addition, a number of
intergovernmental agreements (“IGAs™} have been signed modifying the rules for
purposes of Sections 1471-1474,

The regulations under Sections 60380 and Sections 1471-1474 were extremely
helpful in providing bright line tests for determining when a beneficiary has a beneficial
interest that must be reported and quantifying the value of such interest. In particular, the
regulations are helpful in stating that a person whose interest is mandatory is deemed to
own a portion of the trust based on his or her mandatory distribution rights valued using
the rules under Section 7520, a beneficiary whose interest is wholly discretionary is
considered to own only the value of what he or she actually received from the trust in the

9

Confusingly, regulations under section 6048 applicable solely to foreign grantor trusts described in section

679 specify an April 15" deadline for filing the Form 3520-A. Treas. Reg. § 401.6048-1(c)(1). These regulations
pre-date the current version of section 6048.

12
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relevant year, the interest of a beneficiary in a trust that is deemed owned by another U.S.
person under the grantor trust rules may be disregarded (so that only the U.S. person who
is deemed to be the owner under Sections 671-679 is considered to own the trust) and
certain de minimis interests may be disregarded. This rule acknowledges the difficulty of
allocating beneficial interests to discretionary beneficiarics. However, certain questions
remain such as whether mandatory distribution rights include remainder and contingent
interests, whether the de minimis rules apply to trusts classified as foreign financial
institutions (“FF1s™) as well as to trusts classified as non-financial foreign entities
(“NFFES”), whether the rules for determining beneficial interests are applicable to owner
reports filed by owner-documented FFls, and whether Treas. Reg. section 1.1473-
1{b)(2)(v) (attributing ownership among related parties) applies to related parties who are
foreign persons and to trusts that are FFIs. For example, if a foreign person is treated as
owning all or a portion of a trust, will a U.S. relative of that foreign person be attributed
ownership even though the U.S. relative received no distribution?

In addition, the regulations under Sections 1471-1474 do not allow the bright line
test for determining beneficial ownership of a trust to be applied for purposes of
determining indirect ownership of shares of a holding company owned by a trust.

Instead, Treas. Reg. section 1.1473-1(b)(2) requires that a “facts and circumstances” test
be used. The same bright line rule is necessary to determine indirect ownership of the
holding company in order to make administration of the withholding rules practicable.
The use of different rules for determining ownership of the trust and holding company
may lead to illogical results. For example, it may be possible for a beneficiary whose
interest in the trust is zero percent to be considered to indirectly own some of the shares
of the underlying holding company owned by the trust.

A simplified method for determining ownership of shares of foreign corporations
held indirectly through foreign trusts also is necessary to comply with the new passive
foreign investment company (“PFIC™) information reporting rules under Section 1298(f).
FATCA requires annual reporting of PFIC interests held or deemed held indirectly
through a foreign trust even if the taxpayer has not received a distribution or made any of
the elections available to PFIC shareholders. A preferable alternative to aggressive
application of indirect ownership rules would be adoption of reforms to the treatment of
corporations owned through trusts which are discussed in paragraph 4 below.

The rules and regulations under Sections 1471-1474 are extremely complex. It
would be very helpful if the IRS would issue simplified guidance as to how these rules
apply specifically to trusts and estates. In addition to the specific guidance described
above, clarification of the following would be helpful:

a. How to determine who is the “payee” for purposes of withholding under Section
1471 when payment is made to a trust (i.e., is the payee the trustee, the custodian,
the holding company owned by the trust, the trust itself as an entity, the grantor in
the case of a grantor trust, or the beneficiary in the case of a beneficiary-owned
trust), is the payee different depending upon whether the trustee is an FFl or an
NFFE, whether the payment is U.S. source fixed and determinable annual
periodic income and whether the trust beneficiaries are exempt persons? In
particular, the rules of Treas. Reg. section 1.1471-3(a)(3)(ii} are confusing.

13
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Whether an estate is disregarded as a specified U.S. person for all withholding tax
purposes or whether the exception to the definition of U.S. accounts to exclude
accounts held by an estate'® applies only to accounts held directly by a U.S.
estate. For example, is a trust that has only a U.S. estate and foreign persons as
beneficiaries considered to be a U.S. owned entity?

Whether a trust that is a participating FFI must report “accounts” deemed held by
U.S. beneficiaries or may report account information in the aggregate in the same
manner as an owner-documented FFI or NFFE may report or in the alternative
whether the trustee may elect to instead file those forms that a U.S. frustee would
file, such as Forms K-1 (in lieu of Forms 1099 or FATCA reports).''

Guidance for determining when and how a beneficiary of a foreign trust can claim
a refund of overwithheld tax as the “beneficial owner” of the income. The
beneficiary is the beneficial owner to the extent of distributions made to such
beneficiary that carry out income of the trust to the beneficiary. However, the
beneficiary could not be the beneficial owner of that portion of trust income that
has been withheld to pay tax unless the trustee were able to assign that tax refund
to the beneficiary.

Guidance for determining the “controlling persons” of foreign trusts subject to an
IGA. The IGA defines controlling person to include the grantor and beneficiaries
or class of beneficiaries, as well as trustees, protectors, holders of powers of
appointment and any other person in control of the trust. The definition is
confusing because grantors and beneficiaries would not normally have any control
over the trust, so that the adjective “controlling” is misleading (as is the reference
to any other person in control of the trust). Does a “controlling person” include a
beneficiary whose discretionary beneficial interest is disregarded under the bright
line test in the regulations?

Clarification of when a trust is eligible to avoid withholding by becoming an
owner-documented FFI, and in particular, those affiliations that make a trust
ineligible to be an owner-documented FFI."

Guidance concerning an ¢lection by a foreign trustee to file US information
returns.

Further clarification of the distinction between an FFI and an NFFE including:
whether a private trust company and/or a trust managed by a private trust
company is an FFI or an NFFE, whether a trust managed by a professional
individual trustee is an FFI or an NFFE, and whether a trust managed by an
individual trustee who hires a financial institution to advise on investments but
doesn’t delegate investment authority is an FFI or an NFFE.

'® Treas, Reg. section 1.1471-5(b)(2)(iii} and 1.1471-2(a4)(vii).
" Treas, Reg. section 1.1471-4(d)(3).
" Treas. Reg. section 1.1471-3(d)(6).
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4, Guidance concerning the coordination of the foreign corporation anti-deferral rules
and Subchapter J.

ACTEC submitted comments to representatives of the Department of the Treasury on
June 23, 2010. A copy is attached. The corporate anti-deferral rules applicable to controlled
foreign corporations (“CFCs”) and passive foreign investment companies (“PFICs”) and the
accumulation distribution rules applicable to trusts serve the same purpose — preventing the
use of foreign entities to defer payment of tax or imposing an interest charge if tax payment
is deferred. Proposed regulations on the corporate anti-deferral rules for passive foreign
investment companies were issued on April 1, 1992, and have not been finalized. The
preamble notes the need to coordinate the accumulation distribution rules of Subchapter J
and the PFIC tax regime. We agree, but there has been no further published guidance in
twenty years. The need for guidance is increased by the penalties imposed by new Section
1298(f) for a beneficiary’s failure to report indirect ownership of PFIC shares. ACTEC
comments suggested a set of rules that would better coordinate the overlapping rules with the
objective that tax would be owed at the time a person received distributions (and not before)
but the interest charge on delayed payment of tax would be preserved.

The possible issues include:

a. Whether beneficiaries should be deemed to indirectly own CFCs and PFICs
through a discretionary non-grantor trust and if so, how the allocation of
ownership will be made and how adjustments will be made to avoid double tax
when income imputed to a beneficiary is later distributed to that person or another
person or when the trust disposes of shares.

b. Whether, instead of imputing income to beneficiaries, beneficiaries should be
taxed when they receive distributions (as under Subchapter J) but the interest
charge under the accumulation distribution rules would be modified to treat the
trust as having accrued income at the time the income accrued to the CFC or PFIC
owned by the trust.

c. Clarification of indirect ownership of PFICs through US entities.

15
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Re: Request for Published Ruling Clarifying Reg. § 1.401{a)(9)-5, A-7(b) and (c)

Dear Marjorie:

This letter is submitted by the American College of Trust and Estate Counscl on
behalf of its Employee Benefits Committee.! It follows up on your suggestion to your
fellow panel members prior to the ALI-ABA Video Law Review program this past
May that with the issuance of “final” regulations under Section 401{a)(9) the Internal
Revenue Service would be amenable to 1ssuing further guidance in the form of
published rulings. You also said you would welcome the input of practitioners as to

where such guidance was needed.

At the time, some panel members suggested that one arca that remained unclear after
the final regulations, and as to which further guidance would be welcome, was the
distinction between a “contingent beneficiary” and a “successor beneficiary” under
Reg. § 1.401(2)(9)-5, A-7(b) and (c), respectively. This distinction is crucial to the
determination of whether there is a "designated beneficiary” of a qualified plan or
IRA where a trust is named as beneficiary: a potential recipient of funds under the
trust that {s treated as a “contingent beneficiary” will be taken into account in
determining the- designated beneficiary, whereas a potential recipient that is treated as
a “‘successor beneficiary” will not be, One or more qualified plans or IRAs are the
largest financial asset of many individuals, and as a result standard estate planning
principles will call for the beneficiary of all or some portion of the plan or TRA to be
a trust. Estate planning practitioners need to lmow what are the consequences under
the distribution rules of naming ons or another kind of trust as a beneficiary, In
addition, if it is important that the plan or [RA have a designated beneficiary,
practitioners need to know what are the rules that must be follawed in order to

achieve that result.

Recent private letter rulings have only heightened the confusion surrounding this
subject and thus the need for published guidance. Private letter rulings, issued on an

! The American College of Trust and Estate Counselis pra fessional association of over 2,609
lawyers throughout the United States, elected to membership by their peers on the basis of their
professional reputation, ability, and contributions in legal matiers affecting estate planning.
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ad hoc basis in response to particular fact situations, are not intended to provide general guidance and
are a poor vehicle for this purpose. The purpose of this letter, therefore, is to illustrate for you by
example the questions which need to be answered, and to offer our suggestions in each case as to what
the result should be. It is hoped that the examples could form the basis for 2 published ruling.

In all the following exaroples, it is assumed that the trust described is named as beneficiary of a
qualified plan or IRA, and that the trust is not a “conduit” trust, so that some portion of the distributions
from the plan or IRA will or may be accumulated in the trust and not paid out currently.

1. Trust provides for all income to be paid to X for life, remainder al the death of X to Y,
who is younger than X, if Y is then living. I['Y does not survive X, the remainder will
go to C, which is a charity.? )

Suggested result:, C is a successor beneficiary and not a contingent beneficiary. Thus C will not be
taken into account in determining the identity of the designated beneficiary, and X is the designated

beneficiary.

There are two possible rules which could lead to this result, either of which would be equally workable. -

Since the rules may lead to diffcrent results in different situations, however (see, for instance, Example
2, below), it is important for practitioners to know which rule is operative.

One rule is that a contingent remainderman under a trust (C in the above exaraple), who will take only if
the primary remainderman (Y in the above example) does not survive to take, will be treated as a
successor beneficiary except a primary remainderman who is ¢lder than the current beneficiary. The
rationale behind this rule is that a primary remainderman who is younger than the current beneficiary
will be presumed to survive the current beneficiary and thus to take. By contrast, if the primary
remainderman is older than the current beneficiary, the primary remainderman will be presumed not to
survive the current beneficiary, so that the contingent remainderman will take on the death of the
current beneficiary. Applying this principle, which we will call the “life expectancy rule,” to Example
1, since Y is younger than X and C will take only if Y does not survive X, C is treated as a successor

beneficiary.

The other rule which could be applied in this circumstance is that a remainderman under a trust will be
treated as a contingent beneficiary if and only if he or she would take upon the hypothetical death of the
current beneficiary on the beneficiary detenmination date. All remaindermen who would not take in this
circumstance will be treated as successor beneficiades. Under this principle, which we will call the
“snapshot rule,” contingent remaindermen would always be treated as successor beneficiaries.
Applyinp this rule to Example 1, since Y would take if X were to die on the beneficiary determination
date, and C would take nothing, C is treated as a successor beneficiary.

We note that if instead the Service were to take the position in the above example that C was a
conlingent beneficiary, a position which we strongly feel is ill-advised, it would be incumbent upon the
Service also to make it clear to practitioners under what circumstances, if at all, the naming of a charity,
or intestate heirs, or some other bencficiary which was not an individual, as a contingent remainderman
would not cause the trust to fail to have a designated beneficiary.  For instance, assume the trust in the
above example instead provided on the death of X for distribution to the descendants of the grantor by
right of representation (per stirpes) with C charity to take only if no descendants survived X, and on the
beneficiary determination date the grantor had five children, twelve grandchildrer and three great-
grandchildren. Would C be treated as a contingent beneficiary in that circumstance? If not, what rule
would be applicd to differentiate that case from the trust described in Example 17

2 This example is identical in substance to Example 1in Reg. § 1.401(a)(9)-5, A-7(c)(3) except for the addition
of C as contingent remainderman. The example in the repulation postulates that no one has a beneficial interest
in the trust other than the primary remaindermen, the children of the grantor. This is a somewhat puzzling
statement, since the trust property rmust pass to some persoen or entity, either by the terms of the governing
instrument or applicable state law, if-the children do not survive the income beneficiary.
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2. Trust is the same as in example 1 except that Y, the primary remainderman, is older than X,

Suggested result: The result depends on whether the operative rule is the life expectancy rule or the
snapshot rule, We are indifferent as to which rule is to be applied, 5o long as the rule is clearly stated
and consistently applied.

Under the life expectancy rule, C would be a contingent beneficiary and thus there would be no
designated beneficiary, because Y is older than X and thus will be assumed not o survive to take on the
death of X. Thus, one must look to the next remainderman, which is C. Note, however, that if the trust
provided that if' Y did not survive X Y’s children would succeed to Y’s interest, and C would take only
if none of Y’s children survived, and if at the beneficiary determination date Y had one or more children
who were younger than X, C would be treated as a suceessor beneficiary under the life expectancy rule,
and the designated beneficiary would be X,

Under the snapshot rule, C would be a successor beneficiary, because if X died at the beneflciary
determination date Y would take. The fact that Y was older than X would be irrelevant.?

3. Trustis the same as in example 1 except that X also has a testamentary special power of
appointment exercisable in favor of the grantor’s children and more remote descendants, all of
wham are younger than X.

Suggested result: The result is the same as in Example I and is not affected by the special power of
appointment, regardless of whether the life expectancy rule or the snapshot rule is applied. Under either
rule, all the possible appointees arc contingent beneficiaries: under the life expectancy rule because
they are all younger than X, and under the snapshot rule because any of them could take on the
hypothetical death of X on the beneficiary determination date depending on how the power of
appointment was exercised. Because all possible appointees are younger than X, X remains the
designated beneficiary. This result would be the same no matter how the class of appointees was
defined, so long as members of the class were “identifiable” within the meaning of Reg. § 1.401(a)(9)4,
A-1 and were all younger than the holder of the power of appointment.®

4. Trust is a discretionary trust for the benefit of minor child A until A reaches age 30, whereupon
the trust will terminate by distribution outright to A. If A does not survive until age 30, the trust
will terminate in favor of A’s children or, if none, in favor of charity C. A has no children at
the beneficiary determination date.

Suggested result: All remaindermen other than A, who will take only if A does not survive until age 30,
will be treated as successor beneficiaries, so that A is the designated beneficiary.

We feel that there are powerful policy reasons for this result. This kind of trust is a standard vehicle for
the holding of property for young children; its sole purpose is to defer outright ownership until the child

? PLR 200252097, although it did not by its terms apply the final regulations, suggests that the Service
is applying the snapshot mle. There the trust named as beneficiary was for the benefit of Taxpayer C
for life, terrainating in favor of C’s children at C’s death or, if none, in favor of the heirs of the grantor
living at C’s death. At the beneficiary determination date, C was childless, and the grantor’s heirs were
C’s siblings, all of whom were older than C, The Service held that I, the oldest of C's siblings, was
the designated beneficiary.

* The result we suggest is consistent with what appears to be the view of the Service as stated in PLR,
200235038, There the beneficiary of an IRA was a trust for the benefit of child C, under which Chad a
testamentary power of appointment exercisable in favor of anyone other than C’s estate, his creditors, or
a “Disqualified Appointee”. A “Disqualified Appointee” was defined as any individual older than C,
any person other than a trust or an individual, or any trust having as a beneficiary an individual older
than C. The Service held that the designated beneficiary under the trust was C because “any potential
beneficiary of taxpayer C’s interest in JRA X must be no older than taxpayer C.”
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reaches sufficient maturity to be able to deal responsibly with the assets. The probability that the child
will survive to the termination date of the trust is overwhelming. To require that someone else be
treated as a designated beneficiary, or that there be no beneficiary at all, based on 2 hypothetical
disposition of the trust which almost certainly will not happen, seems arbitrary and not in accordance
with the reality as to who is the beneficiary of the frust. We note also that in this circumstance, a
determination that the designated beneficiary is anyone other than the minor child is likely to have a
severe adverse consequence in terms of the permissible payout period,

We understand that there might be concern about abuse if a rule were adopted that the designated
beneficiary of all trusts which by their terms terminated in favor of the current beneficiary during the
beneficiary’s actuarially determined life expectancy was the current beneficiary. Atsome point, if the
trust terminates at age 50, 60 or beyond, the likelihood that the current beneficiary will in fact take |
becomes less than overwhelming, and the likelihood that the trust will terminate in favor of
remaindermen other than the current beneficiary becomes more than negligible, We suggest, therefore,
that the Service adopt a cut-off age beyond which, if the trust does not by its terms terminate, the
designated beneficiary will be determined on the same basis as if the trust by its terms lasted for the
beneficiary’s lifetime. Extrapolating from the generation-skipping transfer tax (IRC § 2632(c)), we -
would further suggest age 46 as the cut-off age.® In other words, if a trust will terminate in favor of the
current beneficiary at age 45 or before, remaindermen other than the current beneficiary wili be
disregarded; if, however, the trust will terminate in favor of the current beneficiary at age 46 or older,
remaindermen who take if the current beneficiary does not survive to take will be taken into account on
the same basis as if the trust by its terms went for the life of the current beneficiary.

‘We are aware that our suggested result is contrary to the result reached in PLR 200228025, which was
decided under the 1987 proposed regulations. PLR 200228025 involved a trust for the benefit of two
grandchildren, which would terminate with respect to 50% when each grandchild reached age 30. If one
grandchild died before that age, the other would take the entire trust. If bor# grandchildren died before
age 30, a collateral relative, age 67, would take. The ruling does not state who would take if the 67 year
old was not alive to take, which was surely highly probable in the extremely unlikely event that both
grandchildren died before age 30; that evidently was not considered relevant. The ruling held that the
designated beneficiary was the 67 year old. We respectfully submit that at least under the final
regulations this result 15 wrong, and that the older of the two grandchildren should instead have been
treated as the designated beneficiary.

S. Trust is a discretionary trust for A for life, terminating at A’s death in favor of A's estate.

Suggested result: A is the designated beneficiary, because A's estate should be treated as “stepping into
the shoes of” the beneficiary for 401(2)(%) purposes and thus as the equivalent of the beneficiary.

A position the Service has recently taken in the charitable remainder trust (“CRT”) area strongly
supports this result. Normally, a CRT set up for the benefit of a second trust for an individual, rather
than for the benefit of the individual directly, may last only for a term of up to 20 years rather than for
the individual’s lifetime. In Rev. Rul. 2002-20, however, the Service held that in certain circumstances,
a trust as beneficiary of a CRT will be treated as the equivalent of an individual beneficiary, thus
permitting the CRT to run for the life of the individual beneficiary of the second trust.

Rev. Rul. 2002-20 involved three CRTs established for the benefit of three slightly different trusts for
the benefit of C, a disabled individual, All three of the beneficiary trusts lasted for C’s lifetime and
provided for distributions to be made solely to C. On C’s death, two of the three beneficiary trusts
terminated in favor of C’s estate; the other gave C a general power of appointment over all funds which
were not required to reimburse Medicaid for assistance provided to C during life, in default of which the
trust asscts would be distributed to charity. The ruling holds that in ail three situations, the CRT may

5 Section 2632(c) defines a “GST trust” in part in terms of whether or not the trust will distribute to a
“non-skip person” {i.e. a member of the generation immediately below the grantor) before age 46, If so,
there is a statutory presumption that the non-skip person will take. .
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last for C's lifetime, because “Upon C's death, the assets remaining in Trust B will be distributed either
to C’s estate or, after reimbursing the state for any Medicaid benefits provided to C, will be subject to
C’s general power of appointment. In these situations, the use of the assets in Trust B during C's life
and at C’s death is consistent with the manmer in which C's own assets would be used. C, therefore, is
considered to have received the unitrust amounts direcily from Trust A [the CRT)...”. Similarly in
this context, payment of the trust assets to the beneficiary’s estate on termination of a trust should be
treated as the equivalent of payment to the beneficiary himself, because it is the same ultimate
disposition of the property which would have occurred had the beneficiary received the trust assets

during life.

We are aware, of course, that the estate of the employee cannot be a designated beneficiary because only
an individual can be a designated beneficiary. Reg. § 1.401(a)(9)-4, A-3. There is no inconsistency,
between this rule, however, and a recognition that the estate of an individual, named beneficiary will be
treated in the same way as the named beneficiary.

6. Same as in example 5, except that upon A's death A has a testamentary general power of
appointment, exercisable in favor of any person or persons including A's estate. In default of
appointment, distribution will be made to C charity.

Suggested answer: A is the designated beneficiary, because a testamentary general power of
appointment, exercisable in favor of the estate, should be treated in the same way as if the estate were
directly named as beneficiary. To draw a distinction between the two would elevate form over
substance. Rev, Rul. 2002-20 treats the two as indistinguishable in the CRT context, and they should
likewise be treated as indistinguishable in this context.

We would very much appreciate your consideration of these questions for a published ruling, and would
be pleased to work with you toward this end in any way that you felt was helpful. Although in all cases,

as described above, we have our own views as to what we feel the angwer should be, at this point we
feel any answers at all, so long as they are clear, would be preferable to the current state of confusion.

Yours sincerely,

L]V\)ﬁ\/w'u.__- g: El._n'. L\JWL.&-V\,

Virgigi}l F. Coleman, Immediate Past Chair
Employee Benefits Commitiee

A e ST YA

Ronzld D. Avcutt, President
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Henry S, Schneiderman

Assistant Chief Counsel (field Service)
Internal Revenue Sérvice

Attn: CC.PA:LPD:PR (Notice 2008-47)
Room 5203

P. O. Box 7604

Ben Franklin Station

Washington, D.C. 20044

Re: = Notice 2008-47: Request for Revenue Ruling
Regarding Spousal Rollovers — IRC Sections
402(c) ang 408(d)(3)

Dear Mr. Schneiderman:

I am writing on behalf of The American College of Trust and

- Estate Counsel (ACTEC), a professional association of more than 2,500

lawyers skilled and experienced in estate planning and administration and
dedicated to the improvement of the law as it affects estate planning and
administration.

We request that the Internal Revenue Service (IRS) issue a
Revenue Ruling or similar pronouncement upon which all taxpayers may
rely dealing with spousal rollovers of qualified retirement plan accounts
and IRAs, The issuance of such a ruling would be in the public interest.

Background:

The qualified retirement plan and individual retirement account
(IRA) have become some of the most significant assets in a person’s
estate. The income tax treatment of these assets affects a very large
number of taxpayers. One of the most important federal income tax
provisions relating to these assets involves the IRA “spousal rollover”
provided for under Internal Revenue Code {Code) sections 402(c) and
408(d)(3)(A).

W adiec.org
THE AMERICAN COLLEGE OF TRuUsT AND EstaTE COUNSEL
7 ACTEC STAFF
BOARD OF RECENTS Please Adkress Reply 1o
Executive Director
wsident

gmms I. BELCHER GERRY A VOGT
Richmand, Virginla ) Regitration Adminitrator
et e April 15, 2009 ROBIN A, BAKER
Eﬁm: Chi Publications Manager
m: J’?&‘A’B‘Fo - GABRIELLE L. BALARA
Systems Adminisirator
Alante, Georgla i i WILLIAM L. CRAWFORD

Treamrer Via Hand Delivery
LOURS A, MEZZULLO Office Asshstart

CONMIE A. GABEL

Meeting Planner

DYiLAH E. HUCHES
Memshership Administrator
DEBBIE F. JACOBOWTZ

Commiltees Coordinator
ROBIN L, NEAL
Meslings Coordinator
VIRNA |. TAVAREZ



Under these provisions, eligible distributions from a qualified retirement
plan or IRA that are paid into an IRA for the benefit of the surviving spouse of the
qualified retirement plan participant or IRA owner within sixty days of the
distribution date (a “spousal rollover”) are not subject to inclusion in gross
income under Code section 72. Such spousal rollovers are very important,
because they allow the surviving spouse to take distributions over his er her own
life expectancy, redetermined annually using the Uniform Table, and also to name
his or her own beneficiary, who in turn can take distributions over that
beneficiary’s life expectancy.

The preamble to the Final Income Tax Regulations promulgated under
Code section 401(a} (9) (the “Preamble Language™) states as follows with respect
to the circumstances in which a spousal rollover is available:

If {a surviving] spouse actually receives a distribution from the IRA, the
spouse is permitted to roll that distribution over within 60 days into an
IRA in the spouse's own name to the extent that the distribution is not a
required distribution, regardless of whether or not the spouse 1s the sole
beneficiary of the IRA owner. Further, if the distribution is received by
the spouse before the year that the IRA owner would have been 70 1/2, no
portion of the distribution is a required minimum distribution for purposes
of determining whether it is eligible to be rolled over by the surviving
spouse.

These “spousal rollover” portions of the Code and regulations thereunder
are extremely complicated, and often are poorly understood by the average estate
planning attorney or accountant, when they are applied to circumstances in which
the surviving spouse is not named directly as a beneficiary. Most troubling is the
fact that a significant number of retirement plan and IRA plan sponsors are now
requiring that a surviving spouse obtain a private letter ruling before the plan
sponsor will allow a spousal rollover to be made when an estate or trust, and not
the spouse, is named as beneficiary. As a result, the many private rulings
addressing this issue (discussed below) and the Preamble Language itself in many
cases effectively have been rendered moot. The cost to both the IRS and
taxpayers of each taxpayer having to request a private ruling in this circumstance
will be enormous.

Therefore, a Revenue Ruling is needed addressing spousal rollovers of a
decedent’s interest in a Retirement Plan or IRA (the “Decedent’s Interest”) where
an estate or trust (not the surviving spouse) is the named beneficiary of such
Decedent’s Interest.



Private Rulings:

The IRS has issued many private letter rulings, going back more than a
decade,’ in which a surviving spouse was allowed to roll over a Decedent’s
Interest even though the beneficiary of the Decedent’s Interest in the Retirement
Plan or IRA was the decedent’s estate or trust, In cach of the private letter
rulings, the rollover was valid because the surviving spouse was either the
executor or trustee of the estate or trust, was in control, and was the sole person
who could make the decision to distribute the Decedent’s Interest to the surviving
spouse. In other words, the Decedent’s Interest was not treated as having passed
through a third-party estate or trust. Instead, the surviving spouse was treated as
having received the Decedent’s Interest from the decedent. '

A recent ruling, PLR 200807025 (Nov. 23, 2007), allowed a spousal
rollover where an IRA passed to an estate and became part of a grantor trust
which became irrevocable upon the grantor’s death. The IRA could have been
allocated to any one of four separate subtrusts. The surviving spouse was nof in
complete control of the distributions from the trust. One Co-Trustee of the
Marital Trust was the spouse. She and the other Co-trustee of the Marital Trust
were required to approve the allocation of the Decedent’s Interest to the Marital
Trust. The spouse then withdrew the Decedent’s Interest from the Marital Trust
and requested a favorable ruling that she could roll over the withdrawal to an IRA
maintained in her name. The IRS granted her request and quoted the Preamble
Language for justification.

In a recent Webcast, however, an IRS representative indicated that the
Preamble Language should be read as applying only when the surviving spouse
has control and that PLRs similar to 200807025 will likely not be granted. He
explained that the taxpayer in that private ruling represented that there was no
choice as to how the IRA would be allocated among the trusts presented in that
fact pattern.

Need for Guidance:

A Revenue Ruling is necessary in order to provide assurance to plan
sponsors and guidance to taxpayers as to the circumstances under which a spousal
rollover is valid if an estate or trust is named as the beneficiary. As mentioned
above, such a ruling will avoid the very significant cost to taxpayers and to the
IRS of compelling taxpayers faced with these circumstances to request a private
ruling to address this issue, a requirement that is being placed on taxpayers by a
significant number of plan sponsors.

' See, e.g., PLR 200324059 (Mar. 18, 2003); PLR 200634065 (April 7, 2006); PLR

200637033 (June 20, 2006), for three examples of more recent rulings.



Further, taxpayers may not rely on private letter rulings granted to others.”
This means that, regardless of the interpretation applied to the Preamble Language
in private letter rulings, practitioners may not wish to recommend spousal
- rollovers when an estate or trust, rather than the spouse, is named as the
beneficiary unless they obtain a private letter ruling for the client or the IRS
mabkes its position official, such as by issuing a revenue ruling. Given the
ubiquitous nature of retirement plans and IRAs, such an official position would be
of great benefit to all.

In addition, clarifying the meaning of the Preamble Langnage would be
beneficial. Based upon the private letter rulings and informal statements from
IRS representatives, it is unclear whether a surviving spouse must be in complete
control of the distribution for a rollover to be valid, or whether the spouse can roll
over the distribution to a spousal IRA regardless of whether the spouse is in
control of the distribution as long as a spouse receives a distribution pursuant to
the terms of the estate or trust.

Proposed Resolution:

We respectfully request that the IRS issue as soon as practicable a revenue
ruling (or other pronouncement upon which taxpayers may rely) that a spousal
_ rollover may be accomplished by a surviving spouse with a distribution (other
than a required minimum distribution) actually received by him or her from a
deceased spouse’s qualified retirement plan or IRA even though a trust or estate is
named as the beneficiary of that qualified retirement plan or IRA,

In addition, the ruling should clarify whether spousal control over the
distribution from the trust or estate named as beneficiary is or is not required.

In our view, based on the Preamble Language, it seems that it is sufficient
for a valid spousal rollover that the spouse actually receives a distribution of the
Decedent’s Interest in accordance with the terms of the decedent’s estate or trust
or governing state law, Therefore, control by the spouse should not be required.
However, clarification of this point, regardless of the outcome, is essential to
provide certainty in this area and eliminate the need for seeking individual private
letter rulings in order to complete a spousal rollover,

We appreciate your attention to this request.
Very truly yours,

Lo B leh—

Dennis I. Belcher,
President

? Internal Revenue Code §6110(k)(3).
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Please Address Reply to:

Executive Drectar
DEBORAH O. MCKINNON

January 7, 2011

Honorable Michael F. Mundaca

Assistant Secretary of the Treasury
for Tax Policy

1500 Pennsylvania Avenue, NW

Washington, D.C. 20220

Re:  Comments on the Hiring Incentives to Restore Employment (“HIRE™)
Act, Pub. L. No. 111-147, 124 Stat. 71 (2010) and Notice 2010-60

- Dear Mr. Mundaca:

The American College of Trust and Estate Counsel (“ACTEC”) submits the
enclosed comments on the Hining Incentives to Restore Employment (“HIRE™) Act
and the preliminary guidance provided under Notice 2010-60.

These comments discuss only those aspects of the HIRE Act that impose
information reporting obligations on U.S. beneficiaries of foreign trusts and estates
and the fiduciaries of foreign trusts and estates that have U.S. beneficiaries. We
propose that the Treasury adopt rules to make the new information reporting
obligations imposed on fiduciaries and beneficiaries administrable, understandable,
and as consistent as possible with other obligations imposed on those fiduciaries and
beneficiaries.

ACTEC is a national professional association of approximately 2,600 lawyers
clected to membership by their peers on the basis of professional reputation and
ability in the field of trusts and estates and on the basis of having made substantial
contributions to this field through lecturing, writing, teaching, and bar activities.
Fellows of ACTEC have extensive experience in rendering advice to taxpayers on
matter of federal taxes, with a focus and estate and gift tax planning and compliance.
ACTEC offers technical comments about the law and its effective administration, but
does not take positions on matters of policy or political objectives.
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The principal authors of these comments were Ellen K. Harrison and Henry
Christensen, Helpful comments were provided by Carlyn S. McCaffrey, Duncan E.
Osborne, Carolyn A. Reers, Marnin J. Michaels and G. Warren Whitaker. Principal
contacts for a discussion of the enclosed proposals are Ellen K. Harrison of Pillsbury
Winthrop Shaw Pittman, LLP in Washington, D.C. (202.663.8316) and Henry
Christensen, III of McDermott Will & Emery in New York, New York
(212.547.5658). Members of your staff should not hesitate to contact either of them
for more information regarding these proposals.

Very truly yours,

Karen M. Moore
President

KMM:ls
attachments

cC: Emily McMahon, Esquire
Manal Corwin, Esquire
Honorable William Wilkins
Honorable Douglas Schulman
Michael Plowgian, Esquire
Catherine V. Hughes, Esquire



ACTEC COMMENTS ON HIRE ACT

| REPORTING REQUIREMENTS FOR FOREIGN ACCOUNTS

The Hiring Incentives to Restore Employment (“HIRE”) Act of 2010 was signed into law by
President Obama on Thursday, March 18, 2010. As its title suggests, the HIRE Act is primarily
aimed at providing businesses with tax incentives to help finance the hiring and retention of new
employees. To offset the projected revenue loss from these incentives, the Foreign Account Tax
Compliance Act (“FATCA™) was added to the bill.> FATCA was originally introduced in thc
House by Ways and Means Committee Chair Charles B, Rangel, Democrat of New York,* and in
the Senate by Finance Committee Chair Max Baucus, Democrat of Montana,’ on October 27,
2009.

The purpose of FATCA is to “detect, deter, and discourage offshore tax evasion” by Americans
through the use of financial institutions outside of the United States as well as to close certain
information reporting loopholes that allowed U.S. persons to avoid disclosure of offshore assets
and income.” Additionally, FATCA attempts to regulate certain perceived abuses concerning the
use for the benefit of U.S. persons of property held in trust that were identified by the Senate
Subcommittee on Investigations in its 2006 Report on tax haven abuses.®

These comments discuss only those aspects of the HIRE Act that impose information reporting
obligations on U.S. beneficiaries of foreign trusts and estates and the fiduciaries of foreign trusts
and estates that have U.S. beneficiaries. We propose that the Treasury adopt rules to make the
new information reporting obligations imposed on fiduciaries and beneficiaries administrable,
understandable, and as consistent as possible with other obligations imposed on those fiduciaries
and beneficiaries.

L Foreign Entities Subject to the Provisions of FATCA

The HIRE Act imposes an obhgatlon on withholding agents to wnthhold a 30 percent tax
of “withholdable payments” to fOl’Cl% n financial institutions (“FFIs™)® and certain non-
financial foreign entities (“NFFEs”).” Withholding is not required for payments to an
FFI that has entered into an agreement with the IRS to obtain and report information
regarding its U.S. account holders or certifies that it has no U.S. account holders.
Withholding is waived for payments to a NFFE that certifies that it has no “substantial
U.S. owners” (a defined term) or identifies such owners. Oun August 27, 2010, the U.S.
Treasury issued Notice 2010-60, 2010-37 L.R.B. 329 (“the Notice™), which was the first
preliminary guidance in this area.

A. Definition of “Financial Institution”

Section 1471(d){(4) of the Internal Revenue Code (the “Code”) provides that an FFl is a
“financial institution™ that is a foreign entity. Under § 1471(d}(5) of the Codc, the term
“financial institution™ means any entity that:

(A}  accepts deposits in the ordinary course of a banking or similar business;



(B)  holds financial assets for the account of others as a substantial portion of
its business; or

(C)  is engaged (or holds itself out as being engaged) primarily in the business
of investing, reinvesting or trading in securities, partnership interests,
commodities or any interest in such securities, partnership interests or
commodities.

The Notice discusses each of the above categories and also identifies certain classes of
foreign entities that will not be subject to the new withholding tax regime in any case.
These include FFIs that the IRS believes should be either (1) excluded from the definition
of a financial institution and treated as NFFEs, (2) deemed to be compliant without the
need to enter into an FFl Agreement or (3) identified as posing a low risk of tax evaston
and thus exempt from the new withholding tax regime. The different categories of FFls
are discussed under the Notice as follows:

1.

4025639022

Accepts Deposits

According to the Notice, this category of financial institution generally includes
(but is not limited to) entities that would gualify as banks under Code § 585(a)(2),
savings banks, commercial banks, savings and loan associations, thrifts, credit
unions, building societies and other cooperative banking institutions. The Notice
points out that being subject to banking and credit laws, or subject to regulatory
oversight by a regulatory authority, is not necessarily determinative of whether
the entity qualifies as a financial institution.

Holds Financial Assets for the Account of Others

The Notice describes this category of financial institution as including entities
that, as a substantial portion of their business, hold financial assets for the account
of others. Such institutions may include, for example, broker-dealers, clearing
organizations, trust companies, custodial banks and entities acting as custodians
with respect to the assets of employee benefit plans. As above, whether the entity
is subject to banking and credit laws or regulatory supervision is relevant but not
necessarily determinative of whether the entity is a financial institution.

Engaged Primarily in the Business of Investing, Reinvesting or Trading in
Securities, etc,

Under the Notice, this category has potentially the broadest sweep of the three
categories, and includes any entity engaged (or holding itself out as engaged)
primarily in the business of investing, reinvesting or trading securities, partnership
interests, commodities or any interest in such instruments. According to the
Notice, this category of financial institution generally includes (but is not limited
to) mutual funds, funds of funds, exchange-traded funds, hedge funds, private
equity and venture capital funds, other managed funds. commodity pools and
other investment vehicles.



According to the Notice, the term “business” differs in scope and content from the
term “trade or business” as used elsewhere in the Code. The example given in the
Notice explains that while an isolated transaction may not give rise to a trade or
business in other sections of the Code, it may cause an entity to be considered a
financial institution depending on such factors as the magnitude and importance
of the transaction in comparison to the entity’s other activities, From this, it
would appear that a foreign legal entity that simply buys and holds portfolio
investments would, potentially, be in the “business” of investing in securities.

The Notice indicates that whether an entity is in such a “business” will depend on
all the facts and circumstances, but promises that future guidance will provide
guidelines to determine what types of activity constitute a “business,” and when
an entity is “primarily” in such a business.

B. Entities Excluded from the Definition of Financial Institution and/or Exempt from
Some or All of the New Withholding Tax Rules for FFIs

Given the extremely broad scope of the definition of an FFI, it is not surprising that the
Notice contains a substantial discussion of entities that, on one basis or another, the IRS
proposes will not be subject to the new withholding tax regime for FFls.

Certain foreign entities that would be FFls solely because they are engaged primarily in
investing, reinvesting or trading in securities will not be classified as FFIs, providing they
fall within one of the categories of entities described below. Generally, if a foreign entity
is not an FFL, it will be an NFFE, and NFFEs are subject to their own new withholding
tax regime. Despite this, these types of entities would not be subject to either the new
FFI or NFFE withholding tax rules, because the Notice states that they will be exempted.
The specific categories of exempted entities in the Notice include:

1. Certain holding companies

A holding company may not be classified as an FFIL if it is an entity whose
primary purpose is to act as a holding company for a subsidiary or group of
subsidiaries that primarily engage in a trade or business other than that of a
“financial institution.” The Notice specifically excludes from this exemption any
entity functioning as an investment fund, such as a private equity fund, venture
capital fund, leveraged buyout fund or any investment vehicle whose purpose is to
acquire or fund the start-up of companies and then hold those companies for
investment purposes for a limited pertod of time.

2. Start-up companies

Start-up entities that intend not to operate as financial institutions, but are not yet

operating their intended business, will be excluded as FFls for the first 24 months
after their organization. This does not include venture funds or other investment

funds that invest in start-up entities.
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3. Non-financial entities that are in liquidation or emerging from reorganization or
bankruptcy

Non-financial entities that are in liquidation or emerging from reorganization or
bankruptcy are excluded as FFIs if they intend to continue or recommence
operations as non-financial institutions, but only if they were not previously a
financial institution.

4. Hedging/financing centers of a non-financial group

Foreign entities that primarily engage in financing and hedging transactions for
members of its expanded affiliated group, i.e., group finance companies, will not
be treated as FFIs, provided that they render no services to non-affiliates and the
group as a whole is not engaged in the business of being a financial institution.

The Notice requests comments on how to define the foregoing categories, and whether
new categories of entities should also be excluded as FFIs.

C. Treatment of NFFEs

Non-financial foreign entities are defined by Code § 1472(d) as any foreign entity which
is not a financial institution. Code § 1472(a) requires withholding agents to withhold tax
at a 30 percent rate on all payments to NFFEs unless the beneficial owner of the NFFE
has provided the withholding agent with a certification that it has no substantial United
States owners, or has provided the withholding agent with the name, address and TIN of
every substantial U.S. owner. Importantly, Code § 1474(b)(3) denies a credit for the

30 percent tax withheld to a U.S. person who did not provide the identifying information
to the withholding agent required by Code § 1472(a), effectively negating the credit
historically provided by Code § 1462,

D, Definition of Substantial U.S. Owner

Code § 1473(2){A)(iii) provides that a beneficiary of a trust is a substantial U.S. owner of
the trust if (i) he or she is treated as the owner of the trust under the grantor trust rules
and, (ii) to the extent provided in regulations or other guidance, he or she holds directly
or indirectly more than 10 percent of the beneficial interest in the trust.

In the case of an FFI described in § 1471(d)(5)(C) —an FFI that is engaged primarily in
the business of investing or trading securities — a substantial U.S. owner includes a person
who owns any interest in the entity, even if less than 10 percent. The Notice implies that
a trust is treated as an FF1 under § 1471(d)(5)(C). If so, then the 10 percent threshold for
reporting beneficial interests in trusts is rendered meaningless. As discussed below, we
believe that the issue to consider is whether a trust (as opposed to a trust company)
should be treated as an FFl or as an NFFE,

1t is not clear what the reporting threshold is when a beneficiary has less than a

10 percent interest in a trust which owns an interest in an FF) that is engaged primarily in
the business of investing or trading securities.
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E. Treatment of Trusts and Trustees

1.

Trustees

Section II. A. 2 of the Notice cites “trust companies” as an example of an FF1 that
is included in the second category of financial institutions described in new Code
§ 1471(d)(5)(B) — an entity that holds financial assets for the account of others as
a substantial portion of its business.

Trusts

The Notice implies that trusts will be treated as FFIs. While the reference on page
332 0f'2010-37 I.R.B. to trusts is not definitive, the suggestion that small family
trusts settled by a single person for the sole benefit of his or her family should be
treated as deemed compliant FFIs implies that other trusts will be treated as FFIs
rather than as NFFEs on the theory that under Code § 1471(d)(5)(C), a trust is an
entity that is engaged (or holding itself out as being engaged) primarily in the
business of investing, reinvesting, or trading in securities, partnership interests,
commodities, or any interest in such securities, partnership interests, or
commodities.'® The Notice advises that Treasury and the IRS intend to issue
guidance under which certain foreign entities that are FFls described in Code §
1471(d)(5)(C), but which are not described in § 1471(d)(5)(A) or (B}, would be
treated as deemed compliant FFs if the withholding agent (i) specifically
identifies each individual, specified U.S. person, or excepted NFFE that has an
interest in such entity, either directly or through ownership in one or more other
entities, (i1) obtains from each such person the documentation that the withholding
agent would be required to obtain from such person under the guidance described
in the Notice if such person were a new account holder or direct payee of the
withhelding agent, and (iii) reports to the IRS, in such manner as will be provided
in future guidance, any specified United States person identified as a direct or
indirect interest holder in the entity.

It is important to note that the Notice provides no de minimis threshold for the
obligation of a “deemed compliant FFI” to report ownership, including beneficial
ownership in a trust. Literally, the Notice could be read to require reporting of
remote contingent interests even in deemed compliant FFls.

IL. Collection and Reporting of Information by Covered Foreign Entities

Although the new withholding regime generally requires that withholding agents
withhold 30 percent on withholdable paymenits to either FFIs or NFFEs, the new
withholding requirements may be avoided. In particular, an FFI can avoid withholding
on payments it receives if it enters into an FF1 Agreement with the IRS, thus becoming a
“Pasticipating” FFI (“PFFT"). NFFEs can also avoid 30 percent withholding by providing
information on their “substantial” U.S. owners, or certifying that they have no such U.S.
owners, The Notice describes the proposed FFI Agreement’s requirements, as well as the
procedures for NFFEs to avoid withholding.
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FFI Agreement

An FFI can avoid withholding if it enters into an FF1 Agreement thereby becoming a
PFFI. When entering into the agreement the FFI agrees, among other requirements, to:

I. Obtain such information regarding each holder of each account maintained by the
FFT as is necessary to determine which (if any) of such accounts are U.S.
accounts,

2. Comply with due diligence procedures the Secretary may require with respect to

the identification of U.S. accounts,

3. Report certain information with respect to U.S. accounts maintained by the FFI
and

4, Withhold on certain payments to non-partiéipating FFIs and recalcitrant account
holders.

Duplicative Reporting

The Notice provides that Treasury and the IRS intend to issue regulations providing that
in the case of a PFFI that maintains an account of another PFFI, only the PFFI that has
the more direct relationship with the investor or customer will be required to report.

Recommendations
Application of HIRE Act to Trusts and Trustees

We suggest that the approach of the proposed regulations to be issued under FATCA for
foreign trusts should focus upon what trusts are, what information the Trustees are able to
provide, what information needs to be made available to the United States Treasury
concerning interests held by United States persons in foreign trusts and how duplicative
reporting may be avoided.

1. Trustees

We agree with the position taken in the Notice that foreign trust companies, which
often are banks, should be treated as FFIs and are capable of supplying all of the
information required of FFls, and entering into FFI Agreements. Trust companies
are for profit business organizations that hold themselves out to the public as
managers of investment assets, which act as investment advisors, and which hold
bank deposit and custody accounts. They should be treated as FFs.

However, not every trustee is a trust company. Individuals frequently serve as
trustees. Sometimes the individual serves as co-trustee with a trust company, but
not always. The ordinary meaning of the term “financial institution™ would not
include an individual. Moreover, it is not clear that every entity serving as a
trustee should be treated as an FFI. For example, a private trust company serving

402563902v2



402563902+

as a trustee of trusts for a single family is an entity, but by statute a private trust
company usually cannot accept business from the public and indeed cannot
engage in business in the ordinary sense. A private trust company can only act as
Trustee of trusts for the family creating the private trust company.

Further, unlike a commercial trust company, a private trust company, as well as
an individual trustee, typically would custody its securities accounts with a
financial institution. To avoid duplicative reporting, we recommend that a trustee
be classified as a deemed compliant FF1 if it maintains accounts with another FFI
which has entered into an agreement to provide information to the IRS or
maintains accounts with a U.S. financial institution.

Trusts
We suggest that trusts should be treated as NFFEs, not FFIs.

We believe that trusts should not be treated as FFIs fundamentally because, unlike
traditional investment companies, (i) trusts are not entities engaged in the business
of soliciting customers t0 make investments on their behalf and (ii) the
beneficiaries are not the owners of trust investments.

Treasury regulations define a “trust” as an arrangement “whereby trustees take
title to property for the purpose of protecting or conserving it for the beneficiaries
under the rules applied in chancery or probate courts.”'' The regulations further
provide that in order to be a trust, an arrangement must be one “for the protection
and conservation of property for beneficiaries who cannot share in the discharge
of this responsibility.” If the beneficiaries voluntarily associate to participate in
the trust and the trust is engaged in a business, the trust will be classified as an
association taxable as a corporation. In the seminal Supreme Court case which
was the genesis of the Treasury Regulations under Code § 7701, Morrissey v.
Commissioner,'* the Supreme Court in setting forth seven factors that
distinguished among trusts, partnerships and associations (corporations) for
Federal income tax purposes, held that trusts lack two essential characteristics of
associations: associates (owners), and “an objective to carry on business and
divide the gains therefrom.” We submit that the definition of investment
company FFls in new Code § 1471(d)3)}C), particularly in referring to entities
which “hold themselves out” as being engaged in the business of investing,
contemplates entities which hold themselves out to the public (thereby soliciting
“associates™) to engage in the business of investing, which is something that trusts
do not and cannot do. Section 1471(d)5)(C) is not referring to trusts when it
speaks of a class of entities that are engaged in the business of investing
securities.

Although trusts are arrangements and not entities, for some purposes trusts have
long been treated as entities under the Code. While they have their own rate
brackets, and are taxed as “modified conduits,” paying tax themselves upon
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income accumulated in the trust, and distributing to the beneficiaries for taxation
to the beneficiaries any income which the trust distributes, in all relevant scctions
of the Internal Revenue Code, trusts are taxed in a manner similar to that of
individuals, not in a manner similar to corporations. Indeed, Code § 641(b) now
states, in its final sentence with regard to foreign trusts, “For purposes of this
subsection, a foreign trust or foreign estate shall be treated as a nonresident alien
individual who is not present in the United States at any time.”

We believe that the fundamental issue which should be recognized in any
regulations under Code § 1471 is that trusts are not business enterprises and trusts
have no owners. The beneficiaries of trusts do have beneficial interests in the
assets, which may be enforced in courts of equity, but they are not owners. Only
the Trustee owns the trust assets. But the trustee owns the assets for the benefit of
the beneficiaries. This difference between corporations and trusts is recognized
in the way the Code taxes the income of foreign trusts, delaying taxation of
income to the United States beneficiaries until it is actually distributed to them,
and then applying proper penalty interest charges under Code §§ 665 through 668.
By contrast, in the case of corporations with United States owners, Subpart F of
the Code (§§ 951 through 965) will tax currently to the “United States
shareholders” (defined as direct or indirect owners of 10 percent or more of the
total combined voting power of the foreign corporation) their share of Subpart F
passive income which was accumulated in, not distributed currently from, the
foreign corporation.

For all of these reasons, we do not believe that a trust meets the definition of an
entity in Code § 1471(d)(5)(C) that should be treated as an FF1.

There are further practical reasons why a trust should not be treated as an FFI,
Beneficiaries do not have separate accounts representing their interest in the trust.
The reporting requirements of Code § 1471 relate to “United States accounts™ in
the FFI. A “United States account” is defined under new Code § 1471(d)(1) as
“any financial account which is held by one or more specified United States
persons or United States owned foreign entities.” A foreign trust with United
States beneficiaries may have a “United States account” at an FFI in the name of
the trust, but the trust itself does not hold “accounts” for each of its United States
bencficiaries. In the case of the typical foreign trust which is a discretionary trust
for the benefit of a class of beneficiaries, for example, the descendants of the
creator of the trust, no one of the beneficiaries has an “account” with the

trust. This inconsistency is further demonstrated by the definition of “financial
account” in new Code § 1471(d)(2) that defines a financial account to mean a
depository or custodial account. A trust creates neither a depository account nor a
custodial account in the name of any trust beneficiary. An FFI will only have a
depository or custodial account in the name of the trust.

New Code § 1471{(c) defines the information which an FFI will have to agree to
supply with respect to United States accounts, The information includes the



account number of each United States account (again, the only account number
will be for accounts in the name of the trust itself), the TIN of each United States
beneficiary (a foreign trustee could supply this information for all eligible
beneficiaries known by the Trustee to be United States persons), the account
balance or value (there will be no account balance or value for each individual
beneficiary, but rather only for the trust as a whole} and the gross receipts and
gross withdrawals from the account (there will be no gross receipts or
withdrawals allocable to an individual United States beneficiary, but all
distributions to individual United States beneficiaries will be disclosed on Forms
3520).

New Code § 1473(2)}(A)(iii) states that the term “substantial United States owner”
means, in the case of a trust which is not a grantor trust, a United States person
who holds, directly or indirectly, more than 10 percent of the beneficial interests
in such trust. Further, in the case of a payment made by a United States
withholding agent to a non-financial foreign entity, the NFFE must, under new
Code § 1472(h), certify to the withhelding agent the name, address and TIN of
every substantial United States owner of the foreign account. Thus, the focus of
the statutory provisions applicable to trusts is on the holders of more than 10
percent beneficial interests. Yet, at the same time, new Code § 1473(2XB) sets
forth a “Special Rule for Investment Vehicles™ by providing that “[i]n the case of
any financial institution described in § 1471{d}5)(C), clavses (i),{ii) and (iii) of
subparagraph (A) shall be applied by substituting ‘0 percent’ for ‘10 percent’”. If
the provisions of new Code § 1473(2)(B) were deemed to apply to trusts (because
trusts were deemed to come within the definition of a financial institution under

§ 1471(d)(5)(C)), the 10 percent threshold expressly applicable to trusts would be
rendered meaningless. The fact that the statute adopts a 10 percent ownership
threshold for trusts and a zero percent ownership threshold for investment
companies is persuasive that there was no intention to classify trusts as FFIs,

Thus, trusts should not be classified as FFIs under Code § 1471{(d)}(5)(C) so that
new Code § 1473(2)(B) will not be applied to trusts and contradict the 10 percent
reporting threshold adopted for defining a substantial owner of a trust. This result
will be achieved by treating trusts as NFFEs, not FFls, in the Regulations.

In sum, trusts are not in the “business of investing,” within the meaning of Code
§ 1471(d)(5KC), and individual United States beneficiaries of foreign trusts are
not the owners of trust assets and do not have “accounts” as to which there can be
disclosure. Moreover, any reporting required of a foreign trust will be duplicative
of the reporting provided either by the trustee, if a trust company (and thus, an
FFET), or by the FFI at which the foreign trust will have deposited or custodied its
funds.

B. Regulation to Define “Substantial U.S. Owner”

The withholding obligations imposed by the HIRE Act will be very difficult to administer
if a facts and citcumstances test is used to determine whether a trust or estate has a
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substantial U.S. owner; a bright-line test is essential. A test based on actual distributions
in excess of a de minimis threshold will be easier to administer in many cases than a test
based on percentage interests. Even though the statute defines a substantial U.S. owner
by reference to a percentage interest, in most cases an individual’s percentage interest in
a trust or estate will be very difficult to determine. Even where a fixed income interest is
granted to a beneficiary, if the beneficiary’s interest terminates upon the happening of
some event, including the death of the beneficiary, actuarial calculations will be
necessary to value the income interest. But in many cases, a beneficiary’s interest is
discretionary, and where the interest is discretionary it will not be possible to determine a
person’s percentage interest. We would urge adopting as the bright-line test the $50,000
de minimis amount which new Code § 1471(d){1)X{C) applies to individual accounts of
U.S. persons with FFIs, which is that the total of all accounts maintained with the FFI by
such individual does not exceed $50,000.

1. We propose that a de minimis bright-line test be adopted for determining whether
a nongrantor trust has a substantial U.S. owner regardless of the percent of
beneficial interest held in the trust by U.S. persons. We propose that a beneficiary
of a discretionary trust shall not be treated as a substantial U.S. owner of a
nongrantor trust if all of the following apply:

€} With regard to a wholly discretionary trust, if the distribution to such
beneficiary in the preceding calendar year does not exceed $50,000;

(ii)  With regard to a wholly discretionary trust, if the average distributions to
such beneficiary during the three preceding calendar years do not exceed
$50,000; and

(iti) K the amount of income or principal required to be distributed to such
beneficiary or that may be withdrawn by such beneficiary does not exceed
the amounts described in (i) or (i1} above.

Of course, if a beneficiary has a fixed percentage interest in a trust — both income
and principal — which exceeds 10 percent, the beneficiary should be treated as a
substantial U.S. owner. However, even a fixed right to a dollar amount should not
cause the beneficiary to be treated as an owner unless the dollar amount exceeds
the threshold amounts set forth above. Any other rule would require the valuation
of the trust to determine whether the percentage threshold was exceeded, and this
is administratively impractical. It should be remembered that in all events Code

§ 6048 will require a beneficiary of a foreign trust who actually receives a
distribution to report that distribution currently on an income tax return.

2. We suggest that the thresholds discussed in section 1 above be coordinated with
the information reporting rules for new Code § 6038D, discussed below.

3. [n the case of a grantor trust, we recommend that the grantor, and no other
beneficiary, be treated as the owner of the portion of the trust that the grantor is
treated as owning.
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4. In the case of an estate, we recommend that the estate will have a substantial U.S.
owner if any beneficiary of the estate (including a U.S. trust) is entitled to receive
a bequest of more than $50,000 or at least 10 percent of the residuary estate is
payable to a U.S. beneficiary.

5. We recommend that a U.S. beneficiary who does not satisfy the $50,000 de
minimis threshold for being deemed a U.S. substantial owner of an estate or trust
also not be treated as a substantial owner of an FFI engaged primarily in the
business of investing or trading securities (for example, a hedge fund) that is
owned by the estate or trust.

6. We recommend that reporting of interests in foreign trusts be limited to
disclosure of all United States persons having a substantial interest in the trust as
defined in § 1473(2)(A)(iii) of the Code.

7. We suggest that an underlying holding company wholly owned by a trust be
treated either as an NFFE or a deemed compliant FFI if the only account to which
receipts and disbursements will be allocated is the trust. Moreover, reporting
would be duplicative since the trust will disclose U.S. beneficial owners and the
holding company is likely to maintain its accounts with an FFL.

IV.  Code § 1298(f): Passive Foreign Investment Company (“PFIC™) Reporting and
Attribution from Trusts to Beneficiaries

A. Background of PFIC Rules

A foreign corporation is a PFIC if 75 percent of its income is from passive sources or

50 percent of its assets produce or can produce passive income. Prior to enactment of the
HIRE Act, PFIC shareholders were required to file an annual return on Form 8621,
“Return by a Shareholder of a Passive Foreign Investment Company or a Qualified
Electing Fund,” only if the U.S. person recognized gain on a direct or indirect disposition
of PFIC stock, received certain direct or indirect distributions from a PFIC or was making
certain elections.’” If no election is made, U.S. shareholders pay tax on certain income or
gain realized through the PFIC, plus an interest charge intended to eliminate the benefit
of deferral, and are required to file Form 8621 only if a taxable event oceurs.'* If an
election is made for the PFIC to be a “qualified electing fund” (*QEF™), eiecting U.S.
shareholders currently include in gross income their respective shares of the company’s
earnings (and a separate election may be made to defer payment of tax, subject to an
interest charge) on income not currently received.'® Another election may be made for
PFIC shares that are publicly traded under which electing U.S. shareholders currently
take into account as income (or loss) the difference between the fair market value of the
stock as of the close of the taxable year and their adjusted basis in such stock (subject to
certain limitations), often referred to as “marking to market.”'®

Prior to the HIRE Act, the Code included a general reporting requirement for certain
PFIC shareholders which was contingent upon the issuance of regulations.!” Although
Treasury issued proposed regulations in 1992 requiring U.S. persons to file annually
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Form 8621 for each PFIC of which the person is a shareholder during the taxable year,
such regulations have not been finalized and current IRS Form 8621 requires reporting
only based on one of the triggering events described above. '* In a conforming
amendment, Section 521(b) of the HIRE Act removes the general reporting requirement
by deleting the reference to § 1246(f) in Code § 1291(e).

B. HIRE Act Reporting

Section 521 of the FIIRE Act adds § 1298(f) to the Code to reciuire annual reporting by
U.S. persons who own, directly or indirectly, stock of a PFIC. ¥ The new section states:

Except as otherwise provided by the Secretary, each United States person who is a
shareholder of a passive foreign investment company shall file an annual report
containing such information as the Secretary may require.

A person who meets the reporting requirements of new Code § 1298(f) may also meet the
reporting requirements of new Code § 6038D (enacted by Section 511 of the HIRE Act)
requiring disclosure of information with respect to foreign financial assets. The
legislative history of the HIRE Act states that it is anticipated that the Secretary will
exercise regulatory authority to avoid duplicative reporting.”®

Although new Code § 1298(f) is effective on March 18, 2010, the date of enactment,
Treasury promptly issued Notice 201 0-34%' postponing the new filing requirement until
the IRS develops guidance for tax years beginning before March 18, 2010. Persons who
were required to file Form 8621 prior to enactment of Code § 1298(f) would continue to
be required to file.

Section 513(b) of the HIRE Act amended Code § 6501(c) (8) to add the reporting
obligation under Code § 1298(f) to the list of information returns that must be filed
before the statute of limitations will begin to run on assessments of tax with respect to
any event or period to which such information relates until the information return is filed.

C. Recommendations

1. We recommend that a de minimis rule be adopted exempting from the expanded
reporting obligation shareholders who own less than a threshold amount of stock
of a PFIC.? We note that under new Code § 6038D, a person whose beneficial
interest in a foreign entity is less than 10 percent is not required to file
information returns. The threshold would not affect shareholders who otherwise
were required to file, e.g.. because a taxable event had occurred or a QEF or mark
to market election were in place.

2. A U.S. person who is a discretionary or remainder beneficiary of a foreign
nongrantor trust may be treated as an indirect shareholder of a PFIC owned by the
trust. A beneficiary is treated as the indirect owner of shares owned by a trust in
proporticn to his or her beneficial interest. Under Proposed Treasury
Rv::gulations,23 a person’s beneticial interest is determined based on alt relevant
facts and circumstances. Because the rules for determining indirect ownership are
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vague, at feast until clear guidance is issued to determine indirect ownership, a
discretionary or remainder beneficiary of a foreign nongrantor trust that owns
PFIC shares should not be required to file Form 8621 (or another information
return under Code § 1298(f)), particularly if the bencficiary has not received
distributions from the trust (and therefore may not be aware of the existence of the
beneficial interest).

We recommend that the expanded reporting obligation under Code § 1298(f) not
apply to a beneficiary of a trust that owns PFIC shares if such beneficiary is not
required to file under Code § 6038D. See Recommendation at 111.C.3 below.

Because a U.S. person who receives, or is deemed to receive, a distribution from a
foreign trust is required to file Form 3520, we recommend that the expanded
filing obligation a trust beneficiary may have with respect to PFIC shares owned
by a foreign trust under Code § 1298(f) be included as part of Form 3520, and that
the “beneficiary statements™ that are required to be fited with Form 3520 be
amended to clarify the disclosure required with respect to any PFIC income or
gain that may be taxable to a beneficiary.** Currently, the explanation for line 30
of Form 3520 says that the statement should include “[a]n explanation of the
appropriate U.S. tax treatment of any distribution or deemed distribution for U.S.
1ax purposes, or sufficicnt information to enable the U.S. beneficiary to establish
the appropriate treatment of any distribution for U.S. tax purposes.” This
staternent could be revised to specifically require whatever information is required
under Code § 1298(f). Form 8621 still would be required if a taxable event
occurred or a QEF or mark to market election were in place.

A beneficiary may not have information necessary to determine whether he or she
should be reporting under Code § 1298(f). In recognition of this practical
problem, Form 3520 atlows the beneficiary who does not receive a beneficiary
statement providing the information needed to calculate tax on a trust distribution
to caleulate tax using a so-called “default method” that mimics the PFIC tax rules.
The filing required by Code § 1298(f) should address the alternatives available to
a U.8. beneficiary who does not have information to satisfy his or her reporting
obligation.

If the trustee of a foreign nongrantor trust, or a U.S. agent for the trustee, provides
the information required by Code § 1298(f), a trust beneficiary should not be
required to file such form. This is an approach adopted in proposed FBAR
regulations.

If a trust is a U.S. nongrantor trust, the beneficiaries should not be required to file
information returns under Code § 1298(f). Instead, the U.S. trustee should have
the filing obligation. Filing by beneficiaries would be duplicative and
unnecessary because any taxes imposed under the PFIC regime shouid be payable
from the U.S. trust.



7. If a U.S. grantor or another U.S. person is treated as the owner of the PFIC shares
under Subpart E of Subchapter J, the grantor or other owner (and not the trustee or
another beneficiary of the trust) should be required to file the information required
by Code § 1298(f).*

8. If the grantor who is treated as the owner of the trust is a foreign person, such
foreign grantor should not be required to file the information required by Code
§ 1298(f), nor should the trustee or beneficiaries be required to file, except for a
1J.S. beneficiary who receives a distribution.

V. New Code § 6038D

Under current law, an individual who is a beneficiary of a foreign trust is obligated to
report distributions received from the trust and may be required to file an FBAR if his or
her beneficial interest is 50 percent or more. The HIRE Act expands the reporting
obligations of beneficiaries of foreign trusts.

A Filing Threshold for Individuals
Section 511 of the HIRE Act, provides:

Any individual who, during any taxable year, holds any interest in a specified
foreign financial asset shall attach to such person’s return of tax imposed by
subtitle A for such taxable year the information deseribed in subsection (¢} with
respect to each such asset if the aggregate value of all such assets exceeds
$50,000 (or such higher dollar amount as the Secretary may prescribe).

While the statute says that the threshold is met if “the aggregate value of all such assets
exceeds $50,000,” we believe that the clear intent of Congress was for the threshold to be
met only if the aggregate value of the individual’s interesss in all such assets exceeds
$50,000. For instance, if an individual held a .00001 interest in a foreign mutual fund
with total assets under management of $1 billion, the individual’s interest would be
$10,000 and he or she would have no filing requirement, even thought the aggregate
value of the foreign financial asset in which the individual has an interest exceeds the
threshold. This should be clarified.

B. Filing Rules Applicable to Beneficiaries of Foreign Trusts

The Technical Explanation to the HIRE Act indicates that beneficiaries of foreign trusts
must report their trust interests under the new law under the concept that a foreign trust is
itself a “foreign financial asset™:

For example, a beneficiary of a foreign trust who is not within the scope of the
FBAR reporting requirements because his interest in the trust is less than

50 percent may nonetheless be required to disclose the interest in the trust with his
tax return under this provision if the value of his interest in the trust, together with
the value of other specified foreign financial assets, exceeds the aggregate value
threshold.?® (Emphasis added.)
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New Code § 6038D (b)(2) includes in the definition of Foreign Financial Assets “any
interest in a foreign entity (as defined in section 1473).”

Code § 1473(5) provides that “[t]he term ‘foreign entity’ means any entity which is not a
United States person.”

Therefore it appears that a foreign trust is itself a foreign financial asset, and the
beneficiary of a foreign trust must report his interest if its value (i.e. the percentage
interest of the beneficiary in the trust multiplied by the aggregate value of all assets of the
foreign trust) exceeds the $50,000 threshold, regardless of whether any of the assets of
the foreign trust are themselves “foreign financial assets.”

C Recommendations

1.

402563902v2

A beneficiary should not be required to report any foreign financial assets held by
the foreign trust. It is the beneficiary’s interest in the trust itself, and not the
trust’s assets, that gives rise to the filing requirement under Code § 6038D.
Underlying financial accounts held in the trust would remain subject to the
reporting requirements under Title 31 (the Bank Secrecy Act) of the United States
Code?” and Treasury Department Form TD F 90-22.1, “Report of Foreign Bank
and Financial Accounts” (“FBAR™)} as they pertain 1o trust beneficiaries.

While foreign trustees are not obligated to file under Code § 6038D, it may
sometimes be more convenient for the trustee to file, particularly if the trust has
many U.S. beneficiaries. [t should be clarified that if the trustee files, there is no
requirement under Code § 60380 for each trust beneficiary to file as well. (A
similar rule for avoidance of duplication is found in the Title 31 FBAR proposed
regulations.) The Technical Explanation states that it is anticipated that the
Secretary will exercise regulatory authority to avoid duplicative reporting.”

Questions arise as to how the interest of a beneficiary in a foreign trust should be
computed. If the beneficiary has a fixed income interest or the current right to
withdraw a percentage of the capital (an “ascertainable trust interest”™), this is a
relatively straightforward task, With a wholly discretionary trust, valuation is
more problematic. Some foreign trusts may have dozens of permissible
beneficiaries and the power in the trustee to add almost anyone as a beneficiary,
and most of these potential beneficiaries will never receive a distribution. We
believe that it would be reasonable and administratively workable to establish by
regulation that an individual who is a potential discretionary beneficiary (current
or contingent) of a foreign trust, or a potential appointee under a power of
appointment held over a foreign trust, has no rcportable interest in that trust under
Code § 6038D uniil he or she receives a distribution. Once the first distribution
has been made to that person, we suggest that the value of his or her interest be
computed using a bright-line test based upon the value or average value of those
distributions. We suggest that the beneficiary’s interest for any calendar year be
equal to the greater of the amount distributed to her in such year or the amouni of
the average distributions she received in such calendar year and the prior 2 years.

15
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If a U.S. grantor or another U.S. person is treated as the owner of the foreign trust
under Subpart E of Subchapter J of the Code, the grantor or other owner (and not
the trustee or another beneficiary of the trust), should be required to file the
information required by Code § 6038D.%°

If the grantor who is treated as the owner of the trust is a foreign person, such
foreign grantor should not be required to file the information required by Code
§ 6038D, nor should the trustee or beneficiaries be required to file, except for a
U.S. beneficiary who receives a distribution.

Code § 6038D applies only to individuals and not to domestic entities.®' Thus,
any obligation to report ownership of a foreign financial asset owned by a
domestic trust should rest with the trustee and not with the individual trust
beneficiaries. This should be true even if the domestic trust owns PFIC shares
and the beneficiary’s beneficial interest is ascertainable.

Clarification would be helpful that Code § 6038D does not apply to individuals
who are not U.S. taxpayers.

Avoiding duplicate filings:

(i) We believe that it will be necessary for the IRS to introduce a new form to
meet the reporting obligations for foreign financial assets under Code
§ 6038D. In the case of an individual with only foreign bank and financial
accounts, both an FBAR filing and a filing under new Code § 6038D will
be required (subject to the different thresholds), with the same information
contained on both forms. A single form should be used to satisfy both
filing obligations. Individuals should be given the option of filing the
FBAR with their income tax return in satisfaction of their Code § 6038
reporting obligation.

(iiy A U.S. person who is treated as the owner of a foreign trust under the
grantor trust rules for income tax purposes must file a report on Form
3520, which will contain the same information as the Code § 6038D filing.
The Form 3520 filing (including the attached Form 3520-A signed by the
foreign trustee) should be sufficient for Code § 6038D purposes.

(iii)  Whether or not a trust is a grantor trust, if a U.S. individual receives a
distribution, he or she must report the distribution on Form 3320, In order
to avoid duplicative filing, the Code § 6038D reporting obligation for trust
beneficiaries should be included as a new Part to Form 3520, and there
should be no requirement of a separate filing on a different form.

{iv)  We recommend that Form 3520 be amended to allow it to be used to
satisfy the expanded filing obligations imposed by Code § 6038D so that
all trust filing obligations can be consolidated. A U.S. individual may
have a reporting obligation under Code § 6038D even if she does not have



an obligation under Code § 6048 to file Form 3520 (for exampte because
she did not receive a distribution).

(v)  We suggest that a foreign trustee (although not obligated to file under
Code § 6038D) be able to satisfy the Code § 6038D reporting requirement
for all U.S. trust beneficiaries on Form 3520-A. We suggest that Form
3520-A be amended to permit such a report, in order to consolidate all
foreign trust filing in one place.

9. Section 534 of the HIRE Act added language to Code § 6048 specifically
imposing an obligation upon a U.S. person treated as the owner of a foreign trust
under Subpart E of Subchapter ] of the Code to “submit such information as the
Secrelary may prescribe with respect to such trust for such year...” This is in
addition to the pre-HIRE § 6048 requirement that such a person “ensure™ that the
trust files Form 3520-A. Form 3520-A is signed by the trustee; however, a
foreign trustee has no U.S. filing obligations. The new language provides an
affirmative filing duty upon a U.S. owner of a foteign trust, presumably to
encompass foreign trusts that are not filing Form 3520-A because the foreign
trustee has no U.S. filing obligation and the U.S. owner has no control over the
trustee to “ensure” filing. We recommend that the new language be interpreted to
mean that the information required by the Secretary is the information required on
Form 3520-A, and that all Code § 6048 filing obligations are satisfied if either the
U.S. grantor or the foreign trustee fites the form.

10.  Finally, we suggest that Forms 3520 and 3520-A clarify that the filing deadlines
prescribed on such Forms override the language in Code § 6048 requiring filing
on or before the 90™ day after any reportable event. Code § 6048 specifically
gives the Secretary discretion to prescribe a different filing date. We also suggest
that the due date for Form 3520-A be the same as the filing date for Form 3520
and that extensions of time to file Form 1040 also extend the time for filing Form
3520-A.

Hiring Incentives to Restore Employment Act, Pub. L. No. 111-147, 124 Stat. 71 (2010),

Id. § 501, a1 97.

H.R. 3933, 111th Cong. (2009).

5. 1934, 111th Cong. (2009).

Cong. Rec. S10785 (daily ed. Oct, 27, 2009) (staterment of Sen. Max Baucus, Chair, 3. Comm. on Finance).

Staff of the S. Perm. Subcomm. on Investigations, 109th Cong., Tax Haven Abuses: The Enablers, the
ools and Secrecy {Aug. 1, 2006).

Withholding agent is defined broadly 10 include “all persons, in whatever capacity acting, having the
control, receipt, custody, disposal, or payment of any withholdable payment.” See Hiring Incentives to Restore
Emp!oyment Act, Pub. L. No. 111-147, § 50}, 124 Swat. 71, 106 (2010).

Id.§ 501, a1 97.
? I4.§ 501, a1 102.
0 We do not think that trusts should be classified as FFIs. However, if Treasury does decide to treat trusts as
FFIS clarification of what constitutes a “small family trust” is needed.
Treas. Reg. § 301.7701-4.
2 Morrissey v. Commissioner, 296 U.S. 344 (1935).

e R
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1 Instructions 1o IRS Form §621 state that reportable elections include the following: (i} an election to treat
the PFIC as a QEF; (ii) an election to recognize gain on the deemed sale of a PFIC interest on the first day of the
PFIC’s tax year as a QEF, (iii) an election to treat an amount equal to the shareholder’s post-1986 earnings and
profits of a CFC as an excess distribution on the first day of a PFIC's tax year as a QEF thal is also a controlled
foreign corporation under section 957(a); (iv) an election to extend the time for payment of the shareholder’s tax on
the undistributed earnings and profits of a QEF; (v) an election to treat as an excess distribution the gain recognized
on the deemed sale of the sharcholder’s interest in the PFIC, or to treat such sharcholder’s share of the PFIC’s post-
1986 carnings and profits as an excess distribution, on the last day of its last tax year as a PFIC under section
1297(a) if cligible; or (vi) an election to mark-to-market the PFIC stock that is marketable within the meaning of
&Is‘eclion 1296(¢).

Code § 1291,
s Code §§ 1293-1295.
e Code § 1296.
7 Code § 1291(c) by reference to § 1246(f).
18 Prop. Treas, Reg. § 1.1291-1{i).
2 A PFIC generally is defined as any foreign corporation if 75 percent or more of its gross income for the

taxable year consists of passive incotne, or 50 percent or more of its assets consist of assets that produce, or are held
for the production of, passive income. Code § 1297.

2“ Joint Committee Staff, Technical Explanation of the Revenue Provisions Contained in Senate Amendment
3310, the Hiring Incentives to Restore Employment Act (JCX-4-10) 2/23/26G10, p. 66.

o 2010-17 LR B, 612, 4/6/2010.

@ Compare for example Code § 1246(f) prior to its repeal by the American Jobs Creation Act of 2004 (P L.

108-357) which waived filing of information returns for sharcholders of foreign investment companies if the
shareholder did not own as much as § percent of the stock of the company. While the HIRE Act repeals the
vestiges of § 1246(f) by amending Code § 1291{e) to delete references to subsection (f) of §1246, some de minimis
rule for filing information returns is appropriate.
! Proposed Treasury Regulation § 1.1291-1(b)(8).
Clarification is needed as to how beneficiaries are appropriately taxed when a trust owns PFIC shares.
There is an overlap and lack of coordination between the trust and PFIC rules.
= CE., Treasury Regulation § 1,958-1(b),
% Joint Committee Staff, Technical Explanation of the Revenue Provisions Contained in Senate Amendment
3310, the Hiring Incentives to Restore Employmem Act (JCX-4-10) 2/23/2010, p. 60.
7 31 US.C. 5311 et seq.
B The Technical Explanation specifically provides “Nothing in this provision is intended as a substitute for
compliance with the FBAR reporting requirements, which are unchanged by this provision.” Ibid.
B Technical Explanation at 66.
» In his comments to Congress, Senator Levin expressed that the purpose of Sections 531 through 535 of the
HIRE Act is 1o “tighten U.S. tax rules for foreign trusts and address a variety of abuses.. .exposing how U.S,
taxpayers use foreign trusts to evade their U.S. tax obligations.” Until a trust beneficiary receives a distribution from
a foreign nongrantor trust, he has no U.S. tax obligation. And if the foreign trust is a grantor trust with a U.§.
grantor, it is already subject 1o U.S. reporting and income tax. Providing a clear formula for the computation of a
beneficiary’s interest in a wholly discretionary forcign trust, premised on the receipt of actual trust distributions,
?romotes the purpose of assuring that U.S. tax obligations are reported.

: The Technical Explanation states that “[section 6028D] permits the Secretary to issue regulations that
would apply the reporting obligations to a domestic entity in the same manner as if such entity were an individual if
that domestic entity is formed or availed of to held such interests, directly or indirectly.”
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June 23, 2010

Honorable Michael F. Mundaca

Assistant Secretary of the Treasury
for Tax Policy

1500 Pennsylvania Avenue, NW

Washington, D.C. 20220

Re: Proposals for Guidance With Respect to the Coordination of the
Foreign Corporation Anti-Deferral Rules and Subchapter J

Dear Mr. Mundaca:

The American College of Trust and Estate Counsel (*fACTEC™)
submits the enclosed memorandum setting forth proposals for guidance
with respect to the coordination of the foreign corporation anti-deferral
rules and subchapter J.

The Internal Revenue Code of 1986, as amended (the “Code”}
contains rules to protect the right of the U.S. to tax U.S. citizens and
residents on their worldwide income, including income which has been
accumulated offshore. These rules prevent U.S. taxpayers from using
foreign trusts and foreign corporations to avoid payment of U.S. tax.
However, the rules overlap and create problems and inconsistencies when
both foreign trusts and foreign corporations are involved. The preamble
to the Proposed PFIC regulations, 1ssued on April 1, 1992, notes the need
to coordinate the accumulation distribution and the PFIC tax regimes.
We believe that adjustments to the trust accumulation distribution rules
and adjustments to and coordination with certain of the PFIC rules are
necessary to achieve the result of preserving the interest charge on
untaxed income. We recommend that Treasury adopt one or more
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regulations that will integrate the rules for taxation of PFICs with the taxation of
accumulation distributions from foreign trusts, under the structure of Subchapter J.

ACTEC is a national professional association of approximately 2,600 lawyers
elected to membership by their peers on the basis of professional reputation and ability
in the field of trusts and estates and on the basis of having made substantial
contributions to these fields through lecturing, writing, teaching, and bar activities.
Fellows of ACTEC have extensive experience in rendering advice to taxpayers on
matter of federal taxes, with a focus and estate and gift tax planning and compliance.
ACTEC offers technical comments about the law and its effective administration, but
does not take positions on matters of policy or political objectives.

Principal contacts for a discussion of the enclosed proposals are Henry
Christensen, III of McDermott Will & Emery in New York, New York (212.547.5658)
and Ellen K. Harrison of Pillsbury Winthrop Shaw Pittman, LLP in Washington, D.C.
(202.663.8316). Members of your staff should not hesitate to contact either of them for
more information regarding these proposals.

Very truly yours,

O{ML. Jurre

Karen M. Moore
President

ce: Emily McMahon, Esquire
Manal Corwin, Esquire
Honorable William J. Wilkins
Catherine V. Hughes, Esquire



June 23, 2010

American College of Trust and Estate Counsel ("ACTEC”) Proposals for Guidance With Respect to
the Coordination of the Foreign Corporation Anti-Deferral Rules and Subchapter J*

The Internal Revenue Code of 1986, as amended (the “Code”) contains rules to protect the
right of the U.S. to tax U.S. citizens and residents on their worldwide income, including income that
has been accumulated offshore. These rules prevent U.S. taxpayers from using foreign trusts and
foreign corporations to avoid payment of U.S. tax. However, the rules overlap and create problems
and inconsistencies when both foreign trusts and foreign corporations are involved.

This memorandum addresses certain aspects of the rules currently applicable to controlled
foreign corporations (“CFCs") and passive foreign investment companies (“PFICs”) that in some
instances permit U.S, beneficiaries of trusts that hald interests in such entities to aveid or
postpone taxation on income generated by such corporations and in other instances subject such
beneficiaries to inappropriate income taxation on such income. It contains ACTEC’s proposals for
a regulatory approach to the coordination of the foreign corporate anti-deferral rules with the
rules of Subchapter | that would ensure that the U.S. beneficiaries of foreign trusts that hold
investments in foreign corporations are taxed in a manner that is more consistent with the
objectives of the anti-deferral rules.!

Foreign trust tax rules

A foreign trust is subject to U.S. tax only on U.S. source income. However, U.S. persons who
are the beneficiaries of foreign trusts are taxed on all of their worldwide income from the trust,
either currently or at some future date when the accumulated income is finally distributed to them.

Various rules prevent or inhibit the use of foreign trusts to avoid U.S. income tax, or even to
postpone tax. In particular, section 6792 treats as grantor trusts, owned by the grantor, foreign
trusts created by U.S. persons if they have U.S. beneficiaries. This memorandum will deal only with
the U.S. income taxation of foreign trusts that are not taxed as grantor trusts. Due to the broad
application of section 679, in most cases such trusts will have been created either by non-U.S.
grantors or by U.S. grantors who are deceased.

* The primary authors of this memorandum are Henry Christensen 111, Ellen K. Harrison, Donald D. Kozusko and
Edward C. Nerthwoed. Anne O’Brien, Carlyn 8. McCafirey, and Ronald D. Aucutt provided heipful comments.

k Excellent background for the issues addressed in this memorandum is found in four articles prepared by Fellows of

ACTEC, copies of which are being sent under separate cover: “Respect for ‘Form’ as ‘Substance’ in US Taxation of
International Trusts™, by Donald I, Kozusko and Stephen K. Vetter, published in the Vanderbilt Journal of Transactional Law,
Volume 32(675), 1999, in particular, Section I11 beginning on page 693; a paper entitled “Thinking Outside the Box: US
Federal Income Issues for Trusts and Estates that Own Shares in Foreign Corporations”, prepared and presented by M. Read
Moore at the Second Annual International Estate Planning Institute held in New York, New York, on March 16, 2006; a paper
entitled “PFICs and CFCs: Recent Developments®, prepared and presented by Donald Kozusko at the Fourth Annual
International Estate Planning Institute held in New York, New York, on May 27-28, 2008; and “Indirect Ownership of CFC
and PFIC Shares by US Bencficiaries of Foreign Trusts,” by M, Read Moore, published in the Journal of Taxation, Volume
108, No. 2, February 2008,

2 References in this memorandum to “section” or “sections” refer to sections of the Code.



Under the rules of Subchapter ] of the Code, U.S. taxpayers have long been subject to tax on
the worldwide income of foreign trusts when the income is distributed to them, even though the
income is not taxed to the trust itself. Three principles apply to accomplish this end. First, under
section 641(b) all trusts, whether domestic or foreign, are taxed in a manner similar to the manner
in which individuals are taxed. Since 1997, section 641(b) has included a sentence making clear
that a foreign trust will be treated as a nonresident alien individual not present in the U.S. at any
time. Second, because the trust is treated as a nonresident alien individual not present in the U.S. at
any time, foreign source income and U.S. source capital gains (with some exceptions) will not be
taxed to a foreign trust, but will still be part of the income of the trust, computed under sections 641
and 643, and will be taxed to U.S. beneficiaries when distributed to them from the foreign trust.
Because of the modification to the distributable net income {“DNI") rules under section 643(a)(6)
for foreign trusts, all income collected from any source by the trust, including foreign source
income, will be included in the trust’s DNI and therefore will be carried out to U.S. beneficiaries as
part of any distribution to the beneficiary, even though the same income would not have been taxed
by the U.S. to the trust itself.

Third, and most importantly for this discussion, sections 665 et seq. of the Code impose a tax
(the accumulation distribution tax) on distributions to U.S. beneficiaries from foreign nengrantor
trusts that are deemed to come out of undistributed net income ("UNI"). UNI is the trust’s DNI for
prior years minus income deemed distributed to beneficiaries in prior years.? While foreign source
income that is accumulated in a foreign nongrantor trust is not taxed currently by the U.S,, either to
the trust or the beneficiaries, the benefit of deferral is taken away by the accumulation distribution
tax. First, the accumulation distribution is taxed as ordinary income regardless of the character of
the accumulated income {unless the accumulated income was tax exempt income); most
importantly, capital gains that become UNI will be taxable as ordinary income when distributed to
U.S. beneficiaries.* Second, a U.S. beneficiary who receives UNI is taxed at a rate equal to the
average marginal tax rate of the beneficiary for the prior five years, the UNI is allocated to the
taxable years in which it was deemed to have been accumulated in the foreign trust and an interest
charge is applied on the tax allocated to each such year, to appropriately charge the taxpayer and
recompense the Treasury for any deferral in collecting a tax.> The interest charge eliminates the
benefit of deferring the time for payment of tax on foreign source income accumulated in a foreign
nongrantor trust.

However, the operation of the accumulation distribution tax may be undermined by the use
of foreign holding companies.? If a foreign nongrantor trust invests through or in a foreign holding

3 Code §665(a) reduces UNI by the amount of income taxes imposed on the trust but a distribution of UNI carries out

taxes attributable to that income and the beneficiary is allowed to credit the accumulation distribution tax by the amount of
income tax imposed on the trust that is allocated to such beneficiary. Code §§666(c) and 667(d).

4 Code §667(a).
5 Code §§667(b) and 668,

e References in this memorandum to “foreign holding companies™ refer to corporations organized under the laws of a

nation other than the U.S. or a political subdivision of the U.S. As discussed below in more detail, such companies may be
either controlled foreign corporations or passive foreign investment companies.



company, the trust will not have any taxable income until either the holding company makes a
distribution to the trust or the trust sells the shares of the holding company. If the holding company
makes distributions to the foreign trust which the trust in turn distributes currently to the U.S.
beneficiaries, then, in our view, it would be appropriate to tax the income accumulated in the
holding company in prior years, as PFIC income to the U.S. beneficiaries. But while we believe it
appropriate to tax the distribution as PFIC income, unless Treasury adopts a clarifying regulation, at
present the distribution from the holding company cannot be taxed as UNI because it constitutes
current income, not UNL7 If the holding company liquidates into, or makes a distribution to the
foreign trust and the trust makes no current distribution to its U.S. beneficiaries, it is not clear
whether any of the U.S. beneficiaries would be subject to current tax on the event.

We propose that this potential loophole be closed by adopting a rule that the DNI of a foreign
nongrantor trust be calculated by treating income that was accumulated in the foreign holding
company owned by the trust as income of the trust when it is distributed by the foreign holding
company, and then taxing it through to the U.S. beneficiaries when distributed to them under the
rules of Subchapter ], This rule would be consistent with Congressional intent8 and Treasury’s
statement in 1992,% that the PFIC rules should be harmonized with Subchapter ] rules, and that the
Subchapter ] approach of delaying tax until a U.S. person receives an actual distribution should
prevail,

One way to reconcile the rules of Subchapter ] with the PFIC tax regime would be to calculate
the DNI1 of the trust by applying the same rules that apply to U.S. taxpayers who own shares of
PFICs, which are discussed below. These rules currently do not apply to a foreign nongrantor trust
because it is not a U.S. taxpayer. If those rules applied, broadly speaking, the income of the PFIC
would enter into the computation of DNI of the trust for the year the income accrued to the holding
company in the same fashion as if the foreign trust were a U.S. taxpayer, and be added to the trust’s
DNI for each year that the trust owned shares of the PFIC, and thus would be part of the trust's UNI.
Under such a rule, when the trust received a distribution from the holding company and made a
distribution to a U.S. beneficiary in the same year, a portion of that income would be treated as UNI
and the accumulation distribution tax would apply to that portion.

Another way to reconcile the rules of Subchapter ] with the PFIC tax regime would be to tack
the holding period of income accumulated in PFICs owned by foreign trusts to the period in which
the UNI is held by the trust itself. Both alternatives are discussed below.

’ Code §665(b) provides that if the amounts distributed do not exceed the income of the trust for such year, there shall

be no accumulation distribution. Code §643(b) defines “income” as fiduciary accounting income.

8 Congress intended, when a U.S8. sharcholder directly owned shares in a passive foreign investment company, that the

PFIC rules would track the Subchapter J accumulation distribution rules, and postpone tax until a £).8. person received an
actual distribution, General Explanation of the Tax Reform of 1986 prepared by the Staff of the Joint Committee on Taxation,
May 4, 1987 (the “Blue Book™), at p. 1032, The preamble to the PFIC regulations proposed by Treasury in 1992 states:
“Pursuant to section 1291, a U.S. person that is a shareholder of a section 1291 fund pays tax and an interest charge on receipt
of certain distributions and upon disposition of stock of the section 1291 fund.” 1992-1 CB 1124, at 1125,

i Preamble to proposed Treasury regulations, 1992-1 C.B. 1124, at 1127,



We suggest that these rules apply in lieu of rules that have been proposed to date to treat
U.S. beneficiaries of foreign nongrantor trusts as the indirect owners of the shares of PFICs owned
by the trust in proportion to their beneficial interests in the trust. These indirect ownership rules,
discussed below, are not workable when the beneficiary does not control the trust assets, when
different beneficiaries are entitled to income and principal and when the interests of the trust
beneficiaries are not fixed, clear and vested, which is the typical case. As a result, these rules have
not been effective. Treasury’s current indirect ownership rules create problems with both fairness
and administrability, including the following:

1. Beneficiaries of foreign trusts usually do not control the distribution of income from a
foreign holding company or from the trust and may not even know what investments
the trust owns.

2. Certain elections available to U.S. shareholders of PFICs may not be available to a U.S.
beneficiary (at least as a practical matter).

3. The exclusion from income allowed to the U.S. shareholder of a PFIC that was
previously taxed to such shareholder will not work properly if income is imputed to a
U.S. beneficiary and that income is actually received by another person (or retained in
the trust).

4. The application of the accumulation distribution tax and the corporate anti-avoidance
taxes, discussed below, to the same amounts needs to be coordinated.

These problems can all be avoided by adopting any of the rules we recommend. We do not
necessarily favor any one of our recommendations herein over the others, or over any alternative
proposal that Treasury may develop. But a workable, fair set of rules must be developed.

If the use of PFICs to undermine the accumulation distribution tax can be curtailed by any of
the methods we propose, there would be no need to tax currently changes in ownership of shares of
PFICs owned by foreign nongrantor trusts to their U.S. beneficiaries in order to prevent “free”
deferral of U.S. tax. Deferral is not “free” and it is not abusive when an appropriate interest charge
is imposed in consideration of the deferral of tax payments.2® The accumulation distribution tax
regime should be expanded and the imputation of current tax to indirect ownership of shares of
investment companies owned by foreign nongrantor trusts should be limited, we think
appropriately, to the rare cases when a U.S. beneficiary of a foreign nongrantor trust actually or in
effect controls trust investments. Of course, U.S. grantors of foreign grantor trusts would continue
to be subject to the corporate anti-avoidance rules.

Although we acknowledge that Treasury’s present approach to the indirect ownership rules,
if it were effective, would be likely to expose the income of PFICs to U.S. tax sooner than the rules
we propose, we think the present indirect ownership rules are not effective. Any of the rules we
propose would likely result in a workable solution by imposing an interest charge on tax
attributable to the distribution of income accumulated in PFICs owned by foreign nongrantor trusts.

See, e.g. Code §1294 allowing a shareholder of a PFIC who has made a QEF election to defer payment of tax.



Moreover, there is little logic to allowing deferral of tax on income accruing directly to a foreign
trust under the trust rules, or of allowing deferral of tax on income accruing to a PFIC whose shares
are held directly by a U.S. shareholder, until there is a distribution to or a disposition by the U.5,
beneficiary/shareholder, and denying such deferral to beneficiaries of foreign trusts that invest in
PFICs. There are good nontax reasons for investing through PFICs and the different tax treatment
merely traps U.S. beneficiaries who are served by ill advised trustees. In many cases the indirect
ownership rules can be avoided by making a check-the-box election for the company to be treated
as a flow-through entity. However, a foreign trustee may not be aware of the problem and potential
solution.

We are not suggesting abandonment of the indirect ownership rules where a foreign trust
owns an interest in a foreign holding company. Our recommendations go to establishing sound
taxing rules, not to abandoning indirect ownership rules. Thus, the provisions of section 958(a)(2)
and section 1298(a)(3) should be enforced in accordance with their terms, although we believe that
a proper application of the “facts and circumstances” test of Treasury regulation § 1.958-1(c)(2)
would defer, or make only tentative, an attribution of an interest in a foreign holding company to a
U.S. person whose interest in the foreign trust is not clear and vested. What we are suggesting,
however, is that the taxing rules of section 951(a) and section 1298(b)(5) be conformed to the
principles of Subchapter ].

rpor nti-avoidance rul
There are two sets of corporate anti-avoidance rules - one for CFCs and one for PFICs.
CFC rules

A foreign corporation is a CFC if “U.S. shareholders” own more than 50% of the total
combined voting power or more than 50% of the total value of the stock of the company.1? For this
purpose, a “U.S. shareholder” is a person who owns 10% or more of the total combined voting
power of the corporation.1? If a corporation is a CFC, then each “U.S. shareholder” is required to
include in income his or her share of the “subpart F income” of the CFC.13 A U.S. taxpayer who does
not own at least 109 of the voting stock is not a “U.S. shareholder” for purposes of this rule and
therefore is not taxed on subpart F income that is not actually distributed to him or her, Subpart F
income includes most passive type income. To prevent taxing the same income twice, section 959
provides that a shareholder is not taxed on receipt of a distribution of previously taxed income, and
his or her basis in the shares is increased by the income that is taxed to him or her (and reduced by
distributions of such previously taxed income) so that any gain realized on the disposition of shares
is reduced by undistributed previously taxed income. Upon a disposition of shares, any gain that
represents accumulated earnings and profits is taxed as ordinary income.

" Code §957(a).
12 Code §951(b).
1 Code §951{a).



For purposes of determining whether a corporation is a CFC and whether a person is a U.S.
shareholder, a U.S. person is treated as owning stock owned directly, indirectly or constructively.*
However, for purposes of imposing tax on a U.S. shareholder, only shares owned directly or
indirectly {not constructively) are counted.15

Taxing owners of voting shares when U.S. owners who each own at least 10% of the shares
collectively own more than 50% of the voting stock makes sense because such persons, acting
collectively, can compel the corporation to distribute funds to them to cover the tax attributable to
their shares of CFC income. In addition, they can dispose of their shares. In most cases, it does not
make sense to treat a U.S. beneficiary of a foreign nongrantor trust as an indirect U.S. shareholder
for purposes of the CFC rules because he or she does not have any power to compel the payment of
dividends or to force a sale of the stock held by the trust. If such beneficiary directly owned
nonvoting shares, he or she would not be treated as a U.S. shareholder for purposes of the CFC
rules, and it is inconsistent to treat a trust beneficiary who lacks voting rights less favorably. In fact,
the person who owns nonvoting shares should be treated less favorably than a beneficiary of a
foreign trust since the person who owns nonvoting shares has the option to sell or dispose of such
shares. By contrast, the beneficiary has no recourse to avoid being taxed on income he or she has
not received and may never receive.

Itis important to recognize that a U.S. person cannot create a foreign trust to defer tax on his
or her own, or his or her family's beneficial interest in income earned by a foreign investment
company owned by the foreign trust. Section 679 would apply to make the trust a grantor trust.
Thus, the concern is limited to trusts created by non-U.S. grantors or U.S. grantors who are no
longer living. The beneficiaries of such trusts generally have no control over distributions. This is
why sections 665-668 tax the U.S. beneficiary only when he or she receives a distribution from the
trust and impose an appropriate interest charge.

A U.S. beneficiary of a foreign nongrantor trust is deemed to own shares of a company
owned by a foreign trust in proportion to his or her beneficial interest in the trust.1¢ Section
958(a)(2) provides that “stock owned, directly or indirectly, by or for a ... foreign trust or foreign
estate ... shall be treated as being owned proportionately by its ... beneficiaries. Stock considered to
be owned by a person by reason of the application of the preceding sentence shall, for purposes of
applying such sentence, be treated as actually owned by such person.” Treasury regulation §1.958-
1(b) provides that for purposes of the indirect ownership rules of section 958(a), stock owned by a
foreign trust or foreign estate shall be considered as owned proportionately by its grantors or other
persons treated as owners under sections 671 through 679 of any portion of the trust that includes
the stock, or by the beneficiaries in the case of foreign nongrantor trusts. Treasury regulation
§1.958-1(c)(2) provides that

14 Code §957(a) provides that for purposes of determining whether a corporation is a CFC, stock is treated as owned by

applying both the indirect and constructive ownership rules of Code §958.

13 Code §951(a) provides that income is attributed to a person who owns the shares or is treated as owning the shares

indirectly by virtue of Code §958(a). The statute excludes ownership through §958(b)’s constructive ownership rules.
¢ Code §958



The determination of a person’s proportionate interest in a foreign
trust or foreign estate will be made on the basis of all the facts and
circumstances in each case. Generally, in determining a person’s
proportionate interest in a foreign corporation, the purpose for which
the rules of section 958(a) are being applied will be taken into
account, Thus, if the rules of section 958(a) are being applied to
determine the amount of stock owned for purposes of section 951(a),
a person’s proportionate interest in a foreign corporation will
generally be determined with reference to such person’s interest in
the income of such corporation.

If the issue is whether the income accruing to the corporation should be taxed to a
beneficiary, only the interests of income beneficiaries and not remainder beneficiaries should be
considered. The regulation further provides that “If the rules of section 258(a) are being applied to
determine the amount of voting power owned for purposes of section 951(b) or 957, a person’s
proportionate interest in a foreign corporation will generally be determined with reference to the
amount of voting power in such corporation owned by such person.” This portion of the regulation
. should be construed to mean that a beneficiary who lacks voting power over the shares held by a
foreign trust will not be considered to indirectly own the shares for purposes of determining
whether he or she is a U.S. shareholder.

For purposes of the constructive ownership rules of section 958(b), Treasury regulation
§1.958-2(c)(1)(ii) provides that stock owned by a trust shall be considered to be owned by the
persons treated as the owners under sections 671-679 in the case of grantor trusts or, for
nongrantor trusts, in proportion to the beneficiaries’ actuarial interests in such trust. However, a
person who has been attributed constructive ownership who does not have indirect ownership is
not a “U.S. shareholder” liable to tax under section 951(a).

Example (3) of Treasury regulation §1.958-1(d) illustrates indirect ownership through a
foreign trust. Example (3) is as follows:

Foreign trust Z was created for the benefit of U.S. persons D, E, and F.
Under the terms of the trust instrument, the trust income is required
to be divided into three equal shares. Each beneficiary’s share of the
income may either be accumulated for him or distributed to him in
the discretion of the trustee. In 1970, the trust is to terminate and
there is to be paid over to each beneficiary the accumulated income
applicable to his share and one-third of the corpus. The corpus of
trust Z is composed of 90 percent of the one class of stock in foreign
corporation S. By the application of this section, each of D, E and F is
considered to own 30 percent (1/3 of 90 percent) of the stock in §
Corporation.

We think that this example should be narrowly applied. Itinvolved a short-term fixed
interest trust with vested remainders; the regulation was adopted in 1966 and by the terms of the
example the trust was to terminate in 1970 and all of the assets were required to be distributed to



the named income beneficiaries. In such a case, we believe that the trustee would be violating a
fiduciary duty to the beneficiaries by failing to distribute amounts at least sufficient to cover the
beneficiary's tax attributable to trust income. If such a fiduciary duty exists, in practical effect the
beneficiaries have sufficient indirect control over distributions to justify their being taxed currently
on the subpart F income of the investment company under a theory akin to constructive receipt
principles. Only in such narrow circumstances is it reasonable and consistent with the assumption
underlying the CFC rules that U.S. shareholders effectively control the CFCto tax beneficiariesona
share of CFC income. In addition, because the beneficiaries’ interests in the example were vested,
there is no risk that the beneficiaries (or their estates if they died prior to the termination of the
trust) would not actually receive the income on which they paid tax.!” Therefore, the CFC rules
excluding previously taxed income from tax when distributed (discussed below) would work
appropriately.

Note that it is not clear whether the absence of voting rights in D, E and F in Example (3)
affects their treatment as “U.S. shareholders”. Treasury regulation §1.958-1(c)(2) provides that “If
the rules of section 958(a) are being applied to determine the amount of voting power owned for
purposes of section 951(b) or 957, a person's proportionate interest in a foreign corporation will
generally be determined with reference to the amount of voting power in such corporation owned
by such person.” If D, E, and F lack voting rights, is it appropriate to treat them as “U.S.
shareholders” for purposes of section 951(a)?

Nevertheless, even if D, E and F lack voting rights, as they almost surely do, we believe the
right result is reached by the example, as long as the interests are vested.

Section 959 provides a mechanism for avoiding double tax when a shareholder receives
previously taxed income from a CFC. Section 959 provides that earnings and profits of a foreign
corporation attributable to amounts that are or have been included in the gross income of a U.S.
shareholder under section 951(a) shal! not, when such amounts are distributed through a chain of
ownership described in section 958(a), be included in the gross income of such shareholder or any
other U.S. person who acquires from any person any portion of the interest of such U.S. shareholder
in such foreign corporation. Section 959 would apply fairly to the facts of Example 3 in Treasury
regulation § 1.958-1(d} when the income was later distributed to D, E or F or their estates. But how
is that mechanism to apply when a beneficiary of a trust receives a distribution of income
previously taxed to another person?

For example, suppose that a foreign trust is established for the life income benefit of H and
on his death the trust terminates and its assets are distributed outright in equal shares to A, B and
C. Assume further that the CFC's net income over several years includes substantial “foreign
personal holding company income” defined in section 954(c) that is not distributed by the CFC and
would be properly allocable to principal of the foreign trust were it to be distributed to the foreign
trust by the CFC. Taxing that income to H when it is never going to inure to the benefit of H is
unreasonable and unfair. That unfairness is not eliminated by allowing A, B and C (or any ultimate

17 The example does not expressly state that the beneficiaries’ interests in the trust are vested, but we believe that to be

the fair reading of the facts.



discretionary beneficiaries who receive the trust principal) to exclude from income amounts
previously taxed to H when they receive the money, particularly if there is no reason to believe that
H would want to benefit A, B or C.

In some cases the application of the section 959 exclusion would be very complicated. For
example, assume in the above example that upon H's death, the assets were to be retained in a
wholly discretionary trust for the benefit of A, B and C and their descendants. Suppose that the
trust made no distributions for five years and then made a distribution to A. Would the DNI/UNI of
the foreign trust be calculated by excluding from trust income the income previously taxed to H? If
not, then upon a distribution to A, the previously taxed income would be taxed again. If the income
is excluded in the calculation of DNI/UNI, then how is the excluded amount apportioned among A, B
and C?

Section 961 and Treasury regulation §1.961-1 provide that a U.S. shareholder’s basis in his
or her shares is increased by the amount the sharehelder is required to include in income under
section 951(a) and reduced by the amount of distributions of previously taxed income that is
excluded from income under section 959. Ifa U.S. shareholder indirectly owns shares through a
trust or estate, Treasury regulation §1.961-1(b)(1) provides that the basis of his or her beneficial
interest in the foreign estate or trust is adjusted. According to this regulation, if income is taxable to
beneficiaries under section 951(a) but not distributed, the trust may not increase its basis in the
shares of the CFC. The adjustment of the basis of a beneficiary’s beneficial interest in the foreign
trust is ineffective to avoid double tax. Basis in a trust or estate generally is meaningless in the
rules governing the taxation of trusts and estates. Basis does not affect the determination of a
beneficiary's share of income derived from the trust or estate. Rather, a beneficiary is taxed on his
or her share of trust or estate income, and a beneficiary's basis in his or her beneficial interest
would not enter into the calculation of trust or estate income.

Our recommendation is that foreign trusts owning shares in corporations that would be
classified as CFCs be treated as owning shares in PFICs, and not CFCs, except in the rare and limited
circumstance that (1} the U.S, beneficiaries serve as trustees or co-trustees, (2) the U.S.
beneficiaries have the right to remove and replace the trustee of the foreign trust with trustees
subservient to them, or (3) the interests of the U.S. beneficiaries, in all classes of income, are so
fixed, clear and vested that the trustee of the foreign trust would have a fiduciary duty to distribute
the income of the foreign investment company currently to the U.S. beneficiaries, and not
accumulate it in the corporation. '

PFIC rules

A foreign corporation is a PFIC if 75% or more of the gross income of such corporation is
passive income or the average percentage of assets held by such corporation which produce passive
income or which are held for the production of passive income is at least 50 percent.® The PFIC
rules were adopted in the Tax Reform Act of 1986 because Congress recognized that while income

8 Code §1297(a)



accumulated in foreign trusts was being taxed to the U.S. beneficiaries with an appropriate interest
charge, income being accumulated in foreign corporations was not being appropriately taxed to the
less than 10% U.S. shareholders. Instead, they could effectively dispose of their shares at capital
gains tax rates after years of accumulating income in the foreign investment company.?

As originally passed in the House bill, the new provisions would have subjected less than
109% shareholders to current tax on accumulated passive income in foreign investment companies.
The Senate, noting with approval the operation of the foreign trust rules, which delayed imposition
of tax until a beneficiary actually received a distribution, but then imposed tax with an appropriate
interest charge to compensate the Treasury for the delay in payment of taxes, amended the House
bill to apply to foreign investment companies a regime similar to the Subchapter ] regime. With
modifications, the Senate approach became law.

A U.S. shareholder of a PFIC is not taxed currently on PFIC income unless certain elections
are made. Instead, a regime similar to the accumulation distribution tax applies when a U.S.
shareholder receives (or is deemed to receive} an “excess distribution.” An excess distribution is
(i) a distribution that exceeds 125% of the average distributions received in the prior three years;
and (ii) gain realized on a disposition (or gain deemed realized on a disposition) of PFIC shares.
Certain nontaxable transfers are treated as generating an excess distribution equal to the excess of
fair market value of the shares over basis.20

The PFIC rules apply regardless of the percentage of ownership of shares held by U.S.
persons. Because control of the PFIC is not important to the application of the PFIC rules, the fact
that a beneficiary of a trust does not control the trust investments is not important to the
application of the PFIC rules to trust beneficiaries. However, a corporation may be both a CFC and
PFIC. In that case, the CFC rules take precedence.?!

When a U.S. person receives or is treated as receiving an excess distribution, the excess
distribution is allocated equally to all prior years in the person’s holding period, tax is calculated for
each such year and an interest charge is imposed on the tax allocated to each prior year for the
number of years between the tax due date for each such year and the date the tax is paid.2

A U.S. person may avoid the excess distribution tax regime by making certain elections. One
election is the "qualified electing fund” or “QEF" election. Under this election, which is only
available if the PFIC agrees to provide the necessary tax information to shareholders, the U.S.
shareholder includes in his or her income his or her share of PFIC income as it accrues. If this
election is made, the character of the income to the shareholder is the same as the character of the
income realized by the PFIC. Capital gain income, for example, retains its character. The

12 See Report of the Senate Finance Committee on H.R. 3838, the Tax Reform Act of 1986, Report 99-313, May 29,
1986, at 393 (“Reasons for Change™).

® Code §1291.

a Code §8§951(c) and 1297(d).

z Code §1291.
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distribution of previously taxed income is not taxed again and a U.S. shareholder’s basis in the PFIC
shares is adjusted for the income taken into account under the QEF election.?® In addition, a U.S.
shareholder may elect to defer the payment of tax on income imputed under a QEF election, but
interest accrues on the deferred tax.2*

A second election is the mark-to-market election, which is available only for publicly traded
securities. Under the mark-to-market election, the U.5. shareholder includes in his or her income
annual appreciation in the market value of securities and is entitled to a loss if the value declines, to
the extent of appreciation previously included in income. As under the QEF election, the basis of the
PFIC shares is adjusted for the appreciation or depreciation taken into account under the mark-to-
market elections.?5

Shares of an investment company held by a nonresident alien are not treated as PFIC shares.
Only a U.S. person is treated as a PFIC shareholder.26 Thus, a U.S. person’s holding period of PFIC
shares does not include the holding period of the shares when they were previously owned by a
nonresident alien because the shares were not PFIC shares in the hands of the nonresident alien
owner, Similarly, a corporation is not treated as a PFIC with respect to a shareholder for those days
included in the shareholder’s holding period before the shareholder became a U.S. person.2” While
this rule is correct as a matter of tax policy for shares that are owned by a nonresident alien
individual, this rule should not apply to shares owned by a foreign trust, even though a foreign trust
is taxed like a nonresident alien individual, because application of this rule to a foreign trust would
undermine the application of the accumulation distribution tax rules, as discussed below.

A U.S. person is treated as indirectly owning shares of a PFIC held by a foreign nongrantor
trust of which he or she is a beneficiary in proportion to his or her beneficial interest.28 The
definition of indirect ownership is identical to the definition used for a CFC. Proposed Treasury
regulation §1.1298-1(b)(8) defines an indirect shareholder as a person who is treated as owning
the stock of a corporation that is owned by another person (the actual owner) under this paragraph.
In applying this paragraph, the proposed regulation provides that the determination of a person’s
indirect ownership is made on the basis of all the facts and circumstances in each case; the
substance rather than the form of ownership controls, taking into account the purposes of section
1291, Paragraph (8) cross references Treasury regulation §1.958-1(c)(2). Proposed Treasury
regulation §1.1291-1(b)(8)(iii)(C) provides that the beneficiaries of an estate or trust that owns
stock of a corporation will be deemed to own “a proportionate amount” of such stock.

B Code §1293.
& Code §1294.
35 Code §1296.
% Treasury regulation §1.1291-9(j}(1), which defines a PFIC, provides “A corporation will not be treated as a PFIC

with respect to a shareholder for those days included in the shareholder’s holding period when the shareholder, ora
person whose holding period of the stock is included in the shareholder’s holding period, was not a U.S. person within
the meaning of section 7701(a)(30).”

@ Proposed Treasury regulation §1.1291-1(W(1Xi).
= Code §1298(a)(3).
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Unlike the CFC rules, the proposed regulations do not limit indirect ownership rules to
shares held by foreign entities. The application of the indirect ownership rules to shares held by
domestic entities seems to be unintended because other PFIC regulations recognize the domestic
pass through entity as the shareholder, e.g. for purposes of making a QEF or mark-to-market
election.2? It serves no apparent purpose to impute ownership from a domestic trust to a U.S.
beneficiary, since the PFIC tax regime would apply to the U.S. trust itself. In addition, section
1298(a)(1) (B) implies that this should not be the case. Section 1298(a)(1) (B) provides that
“except to the extent provided in regulations, [attribution of ownership] shall not apply to treat
stock owned (or treated as owned under this subsection) by a United States person as owned by
any other person.” Because a domestic trust is a U.S. person, ownership of corporate shares held by
a domestic trust should not be attributed to any other person, including a beneficiary of such trust.
The PFIC regulations should be changed to prevent the application of the indirect ownership rules
to PFIC shares held by domestic entities .

When a person is treated as indirectly owning shares owned by an entity, including a trust, a
transaction that results in a reduction of his or her indirect ownership of PFIC shares may be
treated as a disposition of those shares, Section 1298(b)(5) provides:

(A) IN GENERAL. - Under regulations, in any case in which a United
States person is treated as owning stock in a passive foreign
investment company by reason of subsection (a) [providing that
beneficiaries are treated as owning proportionately shares owned by
atrust] -

(i) any disposition by the United States person or the person
owning such stock which results in the United States person
being treated as no longer owning such stock or

(ii) any distribution of property in respect of such stock to the
person holding such stock,

shall be treated as a disposition by, or distribution to, the United States
person which respect to the stock in the passive foreign investment
company.

Although there are no regulations implementing section 1298(b)(5), Treasury regulation
§1.1291-3(e) does define an "indirect disposition” as any transfer that results in an indirect
shareholder’s interest being reduced. For example, a U.S. beneficiary of a foreign nongrantor trust
would be treated as making an indirect disposition of shares of a PFIC that he or she is treated as
indirectly owning if the trust disposes of the PFIC shares either by sale, liquidation or distribution

# Treasury regulation §1.1295-1{d}(2){iii). Treasury regulation §1.1296-1{e}(1) provides that for purposes of the mark-

to-market election, only shares owned by a foreign trust or foreign estate are deemed to be indirectly owned by beneficiaries.
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to another beneficiary.3? Such deemed disposition could be treated as generating an excess
distribution. If so, what is the U.S. beneficiary’s basis in the PFIC shares and what is his or her
holding period? Would shifting beneficial interests cause multiple excess distributions to be
generated? In thinking about these problems, it must be recognized that the U.S. beneficiary would
not necessarily have received distributions to cover any tax imposed by these rules.

Similarly, under section 1298(b)(5), if implemented by regulations, a distribution from the
PFIC to the foreign trust could be treated as a distribution to the indirect shareholder/beneficiary.
If the distribution is an excess distribution, the PFIC tax regime could be made to apply to the
beneficiary.

The issue of whether the excess distribution amounts are properly allocable to the trust’s
income or principal accounts should affect the determination of which beneficiary is appropriately
treated as owning the income and therefore appropriately taxed on such income. For example, if
income is payable to A in the trustee's discretion and principal is payable to B, taking into
consideration all relevant facts, if anyone is to be imputed income from the trust, dividends should
be imputed to A and capital gains or liquidating distributions to B. But under the PFIC regime, only
either A or B is treated as indirectly owning the shares. There is no mechanism for allocating
fiduciary income to A and principal receipts to B.

The elections available to U.S. shareholders of PFICs mitigate the harsh tax treatment of
excess distributions. However, these elections are not, at least as a practical matter, available to U.S.
beneficiaries who are treated as indirectly owning the shares held by a foreign trust. Although the
QEF and mark-to-market elections may be made by a U.S. beneficiary of a foreign trust who is
treated as the indirect shareholder,3! in most cases the beneficiary does not have a fixed right to
any share of the trust and would not want to elect to be taxed on amounts he or she does not, in any
common meaning of the term, own. Moreover, when such an election couid be made, for example
when the trust had a single beneficiary or fixed shares, the rules for dealing with previously taxed
income would need to be clarified or modified to make sure that the same income is not taxed more
than once.

For example, assume that a beneficiary makes a mark-to-market election. Treasury
regulation §1.1296-1(d){2) provides that the basis of shares in the hands of a foreign partnership or
foreign trust is adjusted for amounts taken into income by a partner or beneficiary who has made a
mark-to-market election, but only for purposes of determining the subsequent income tax
treatment of the U.S. person who is treated as owning such stock. The regulation provides:

0 In PLR 200733024, a technical advice memorandum involving dispositien of shares in a PFIC by a foreign

discretionary trust, the 1RS asserted that U.S. beneficiaries should he treated as receiving an excess distribution when
the trust disposed of PFIC shares the beneficiaries were treated as indirectly owning even though regulations had not
been issued under that statute. The beneficiaries were treated as owning the shares indirectly in proportion to an
actuarial allocation of the interests in the trust among the beneficiaries, even though they had no current right to the
income and no distributions had ever been made to them. The matter described in the TAM has been settled on other
terms.

i Treasury regulation §§1.1295-1(d)(2)(iii}(B) and 1.1296-1(h).
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Such increase or decrease in the adjusted basis of the section 1296 stock shall
constitute an adjustment to the basis of partnership property only with
respect to the partner making the section 1296 election. Corresponding
adjustments shall be made to the adjusted basis of the United States person's
interest in the foreign entity and in any intermediary entity described in
paragraph (e) of this section through which the United States person holds the
PFIC stock.

Although paragraph (e) pertains to trusts as well as partnerships, the regulations fail to
address how the adjustment to basis will function in the case of a trust. The regulation quoted
above does not work appropriately for a trust since there is no mechanism under the trust rules to
adjust the taxable amount received by a beneficiary for the adjustment to basis of the shares owned
by the trust.

In the case of a QEF election, the regulations provide no guidance at all as to how income that
is taxed to a U.S. beneficiary of a foreign trust is to be accounted for when actually distributed to
avoid double taxing the income attributable to the corporation.

ion distributi nd PF1 1

The preambile to the proposed PFIC regulations notes the need to coordinate the
accumulation distribution and PFIC tax regimes:

[T1he regulations do not provide explicit rules for determining the tax
consequences to a trust or estate (or a beneficiary thereof) that
directly or indirectly owns stock of a section 1291 fund. Until such
rules are issued, the shareholder must apply the PFIC rules and
Subchapter ] in a reasonable manner that triggers or preserves the
interest charge.3Z

We believe that adjustments to the accumulation distribution rules are necessary to achieve
the result of preserving the interest charge on untaxed income.

A beneficiary of a trust who receives a distribution that represents the current year’s income
is taxable on his or her share of the trust’s DNI.33 DNI is taxable income from all sources, including
(in the case of a foreign trust) capital gains and foreign source income. The character of the income
received by the beneficiary in the same year it accrues to the trust is the same as the character of
the income to the trust.3* If a foreign trust’s receipt of a distribution from a foreign holding
company would be treated as an excess distribution if the shares were held by a U.S. taxpayer, it

2 Preamble to proposed regulations issued 4/1/92, 1992-1 C.B. 1124, 1127,

3 Code §662(a).
3“ Code §662(b).
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would be consistent with the trust income tax rules to tax a beneficiary who receives that excess
distribution in the same year as subject to the PFIC tax regime.

However, there is no authority clearly applying the above rule. Moreover, an argument
could be made that because the holding company shares are not PFIC shares in the hands of a
- foreign trust, the character of the income to the trust (which flows through to the beneficiary) is not
PFIC income, Shares held by a foreign person are not PFIC shares. As noted below, one of our
alternative recommendations is the adoption of a regulation under section 643(a)(6) stating that
income distributed from a PFIC through a foreign trust to a U.S. beneficiary in the current year as
part of DNI will be treated and taxed to the beneficiary as PFIC income.

In addition, if a foreign nongrantor trust receives an excess distribution in a year (or what
would be an excess distribution if made to a U.S. shareholder) and does not make a distribution to a
U.S. beneficiary in the same year, the PFIC tax regime cannot apply to the U.S. beneficiary (unless a
beneficiary is treated as indirectly owning the PFIC shares). That is because the excess distribution
accumulated in the trust would become UNI. The character of income that becomes UNI is not
preserved and is taxed as ordinary income to the beneficiary when distributed, subject to an
interest charge.3®> However, the interest charge would be based only on the number of years the
income was accumulated in the trust and would exclude the number of years the income was
accumulated in the holding company.3¢ The tax result of not treating a U.S. beneficiary as the
indirect owner of PFIC shares will be satisfactory only if the trust accumulation distribution rules
are changed to increase the interest charge to cover the period that the income was accumulated in
the holding company.

Eroposed solutions

We recommend that Treasury adopt one or more regulations that will integrate the rules for
taxation of PFICs with the taxation of accumulation distributions from foreign trusts, under
the structure of Subchapter ]. We believe that the situations in which foreign trusts should
be deemed to own CFCs is extremely limited, as discussed above. Alternative solutions for
the taxation of PFICs owned by foreign trusts follow. We believe these solutions can be
effected by regulations.

We further recommend that all PFIC events that occur at the trust level— that is, a
disposition by a foreign trust of an interest in a PFIC or an excess distribution by the PFIC to
the foreign trust—should not be taxed to the U.S. beneficiary at the time of the PFIC event,
but instead should be taxed only at such time as the U.S, beneficiary actually receives a
distribution. Consistent with both the Subchapter ] and PFIC rules, the U.S. beneficiary
should pay an appropriate tax with appropriate interest charges, reflecting the total period
that the income has been accumulated offshore, when he or she receives the distribution.

3 Code §667(a).
% Code §668(a)(3) and (4).
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1. One way to accomplish the integration of the Subchapter ] and PFIC rules is to
modify the accumulation distribution rules of Subchapter ] so as to treat the excess
distribution received by the trust as if the trust were a U.S. taxpayer for the limited purpose
of allocating the excess distribution to prior taxable years of the trust and to calculate the
UNI of the trust for such prior years. This allocation of excess distributions to UNI would
apply to distributions made in the year of the trust’s receipt of the excess distribution and in
future years but would not require any change in the tax treatment of distributions that had
been made to beneficiaries in prior years.

Precise integration for the taxation of the income accumulated in the PFIC to the income
accumulated in the foreign trust would be achieved by requiring the PFIC to give to the trustee of
the foreign trust (and, ultimately, the U.S. beneficiary) detailed financial information similar to that
for a QEF election, and to require the trustee of the foreign trust, upon receiving the excess
distribution, to analyze the PFIC’s income and to allocate the excess distribution to the appropriate
prior years of the trust in computing UN], as if the PFIC had never existed and the income had been
earned and accumulated directly in the trust. If the PFIC did not provide sufficient information to
the trustee, the trustee of the foreign trust would be permitted to allocate the excess distribution
among prior years on the basis of the annual changes in the net fair market value of the PFIC. Either
of these two integration methods would, we believe, operate fairly.

If the information necessary to achieve such an integration is not available, then the trustee
would have to allocate the excess distribution without regard to the PFIC's actual history of
earnings and appreciation. For example, under this method, if a trust owned shares in a PFIC for
ten years and received an excess distribution in the tenth year, the excess distribution would be
allocated equally to all prior years and treated as UNI. This produces the same result as treating the
foreign trust as a U.S, taxpayer subject to the PFIC tax rules for the sole purpose of calculating DNI
and UNL

A distribution to a beneficiary in the year that the trust receives an excess distribution or any
subsequent year that exceeds the DNI and accounting income of the trust for the year of
distribution would be an accumulation distribution. Regardless of the method of integration that is
used, to protect the application of the accumulation distribution tax in this context, the excess
distribution that is allocated to prior years would have to be excluded in computing accounting
income of the trust in the year it is received. If the excess distribution were treated as DNl and/or
accounting income, the distribution in the year of receipt would not be an accumulation distribution
because a distribution that does not exceed the greater of DNI or accounting income is not an
accumulation distribution. If the portion of the excess distribution that is allocated to prior years is
excluded from the computation of DNI and accounting income, the distribution of the excess
distribution would be treated as a distribution of UNI taxable under the accumulation distribution
rules. An interest charge would be applied to the tax allocated to each of the prior years in the
" trust’s holding period of the corporation’s shares.

We also suggest that the PFIC rules be modified to allow a foreign trust to make a QEF or
mark-to-market election even though it is not a U.S. taxpayer. If this election were made, the
elections would not accelerate the due date for payment of U.S. tax. Rather, the elections would be
used solely for purposes of calculating the DNI of the trust and calculating the interest charge due
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on an accumulation distribution. The election would cause income to accrue to the trust as such
income was earned by the holding company rather than equally over the holding period of the
shares, as is the case under the PFIC tax rules. The mark-to-market election would cause income to
accrue to the trust as the investment appreciated.

2. An alternative way to compute a fair amount of tax and interest would be to
adopt a "tacking" of the period that income is accumulated in the PFIC to the period the
income is accumulated in the foreign trust, but not integrate the PFIC income into UNI unless
it is in fact accumulated in the trust after being distributed by the PFIC. Two steps would be
needed to adopt this alternative method.

a. First, Treasury could adopt a regulation under section 643 (a)(6) stating that
any distributions received from a passive foreign investment company that are distributed
through to U.S. beneficiaries in the current year as part of DNI shall retain their character as
PFIC income and shall be taxed to the U.S, beneficiary as such.

We believe that this may be the result under current law, but recommend adoption of a
regulation to remove all doubt. We believe that Treasury has the authority to adopt such a
regulation under the provisions of section 643(a)(7). We suggest that Treasury adopt a regulation
under section 643 stating that PFIC income will be treated as such when received by a foreign trust
(even though it is a foreign person), will constitute part of DNI and will retain its character as PFIC
income if distributed currently to U.S. beneficiaries as part of DNI. This is consistent with the
treatment in Subchapter ] of foreign trusts as modified conduits. The trust itself is taxed as a
nonresident alien individual. But every class of income collected by the trust passes through to U.S.
beneficiaries with its character maintained, if it is distributed in the current year.

b. In addition, Treasury could adopt a regulation under section 1298(b)(5) that
called for tacking the period that income is accumulated in a PFIC to the period that the
income is accumulated in the foreign trust, if the PFIC distribution is not distributed
currently to the U.S. beneficiaries by the foreign trust.

By this method, Treasury would ensure that an appropriate interest charge was imposed
upon the U.S. taxpayer for the full period that the income was accumulated, either in the PFIC or in
the trust. If the trustee had full information from the PFIC on the income that had been
accumulated in the PFIC, the trustee could provide all of that information to the beneficiary
receiving a distribution as part of the trustee’s beneficiary statement. If not, the trustee (and the
beneficiary) would compute the accumulation distribution tax for the "tacked" period of
accumulation in the PFIC by allocating the income equally to the years during which the foreign
trust had owned shares in the PFIC, using any of the allocation methods described in the first
alternative, so that when the trust later made an accumulation distribution, interest would be
charged for the full period that tax was deferred. The resulting tax and interest charge may not be
the same in all cases as under the first alternative, but in either case the U.S. beneficiary will not
have received a benefit from accumulation of income offshore that is not fairly taxed.
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We believe that any of the methods proposed here would achieve a fair result, and do not
urge the adoption of one of them over another.

If either of the integration or tacking rules is adopted as proposed above, a regulation under
section 1298(b)(5) should be adopted to limit the circumstances in which a beneficiary of a foreign
trust is deemed to be taxable under that section to cases (admittedly rare) where a beneficiary
voluntarily transfers his or her beneficial interest in a foreign trust that owned PFIC shares, If the
U.S. beneficiary voluntarily transfers his or her interest in the foreign trust, he or she presumably
will have received consideration for the interest transferred, and have funds to pay the PFIC tax. A
regulation might postpone the tax in the case of a donative transfer, but again tack holding periods.

nclusion

The goal of the PFIC and CFC rules is to prevent U.S. taxpayers from escaping an
appropriate tax and interest charge when tax is deferred through the use of foreign corporations.
The same result should occur if the interest is held directly or through a foreign trust. The
accumulation distribution tax rules under Subchapter ] can be modified to accomplish this resuit.
The accumulation distribution rules are equitable because they impose tax on a beneficiary only at
the time he or she receives a distribution from the trust. For the same reason, such rules are more
administrable. If beneficiaries are treated and taxed as indirect shareholders, complex rules will
be necessary to avoid a beneficiary paying tax on income that may ultimately be distributed to
someone else and avoid imposing tax on previously taxed income. In addition, the unfairness of
imposing tax on income that a beneficiary has no right to receive creates an incentive for
taxpayers to try to evade their tax responsibilities.

Our proposals are consistent with the legislative history of the PFIC rules. The 1986 Blue
Book explained that:

The Act provides authority to the Secretary to prescribe regulations that are
necessary to carry out the purposes of the Act's provisions and to prevent
circumvention of the interest charge. * * * Another instance when regulations
may be necessary to carry out the purposes of the Act’s provisions is when
the ownership attribution rules attributed stock ownership in a PFIC to a U.S.
person through an intervening entity and the U.S. person disposes of his
interests in the intervening entity. In these cases, the intervening entity may
not be a PFIC, so that the U.S. person could technically avoid the imposition of
any interest charge. Similarly, if necessary to avoid circumvention of the
Act’s interest charge, it may be necessary under regulations to treat
distributions received by an intervening entity as being received by the U.S.
person.37

37 Blue Book, at 1032.
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In the case of a trust, a beneficiary generally is not able to transfer his or her beneficial
interest and thereby escape the PFIC tax regime. In those rare cases when a beneficiary can (and
does) sell his or her beneficial interest in a foreign trust, it may be appropriate to impose the PFIC
tax regime to preserve the interest charge. However, the PFIC tax regime should not be imposed
on a U.S. beneficiary whose beneficial interest (and therefore indirect ownership) is reduced
involuntarily, either by the exercise of fiduciary discretion or pursuant to the terms of the trust
instrument,

In conclusion, we submit that our proposals are administrable, are fair, meet the goal of Congress
when it adopted the PFIC rules of delaying tax to U.S. beneficiaries until they receive a distribution, and
integrate the operation of the PFIC Rules with Subchapter . We would welcome an opportunity to
discuss this memorandum with Treasury staff.
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Internal Revenue Service

Attn: CC:PA:LPD:PR (Notice 2013-22)
Room 5203

P.O. Box 7604

Ben Franklin Station

Washington, DC 20044

Re: Recommendations for 2013 - 2014 Guidance Priority List (Notice 2013-22)
Dear Sir/Madam:

The AICPA is pleased to offer our suggestions regarding the 2013 - 2014 Guidance
Priority List, which were prepared by the AICPA Tax Division’s committees and
technical resource panels, and approved by our Tax Executive Committee.

The suggestions are listed under the AICPA working group that developed them, and we
have indicated the priority order for our comments under each category of the attached
document. For your convenience, contact information for each working group’s chair
and AICPA staff liaison is listed. Please feel free to contact these individuals directly
with your specific questions or concerns.

In addition, the AICPA again encourages the Department of Treasury and the Internal
Revenue Service to continue pursuing tax simplification. Although we recognize you
must balance competing interests and concerns when drafting guidance, we urge you to
consider the following as part of the process:

= Use the simplest approach to accomplish a policy goal;

= Provide safe harbor alternatives,

s Offer clear and consistent definitions;

» Use horizontal drafting (a rule placed in one Internal Revenue Code (“Code”)
section should apply in all other Code sections) to the greatest extent possible;

= Build on existing business and industry-standard record-keeping practices;

» Provide a balance between simple general rules and more complex detailed
rules; and

»  Match a rule’s complexity to the sophistication of the targeted taxpayers.

T 202.737.6600 | F: 2026384512 | aicpa.org
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We welcome the opportunity to discuss these comments. If you have any questions
regarding this submission, please contact me at (304) 522-2553 or
iporter@portercpa.com; or Melissa Labant, AICPA Director of Tax Advocacy &
Professional Standards at (202) 434-9234, or mlabant@aicpa.org.

Sincerely,

(- ke

Jeffrey A. Porter, CPA
Chair, Tax Executive Committee

Encl.



AICPA Tax Division
Comments on the
2013 - 2014 Guidance Priority List (Notice 2013-22)
May 24, 2013

Corporations and Shareholders Taxation Technical Resource Panel (Todd Reinstein,
Chair, (202) 220-1520, reinsiet@pepperlaw.com; or Jason Cha, AICPA Technical
Manager, (202) 434-9231, jcha@aicpa.org.) NOTE: Comments are listed in priority
order.

Consolidated Returns

1. Provide additional guidance as to the application of section 382(h)©6) in
conjunction with Notice 2003-65, 2003-2 C.B. 747, within consolidation,

2, Provide guidance for determining when the Continuity of Business Enterprise
(COBE) requirement is satisfied following a section 382 ownership change.

3. Provide additional guidance under Treas. Reg. § 1.1502-36.

»  Provide guidance that would permit a reattribution of losses where a worthless
stock deduction is taken on subsidiary stock and the subsidiary ceases to be a
member of the group but does not have a separate return year.

» Regarding the interaction of Treas. Reg, § 1.1502-11(c) and Treas. Reg. §
1.1502-28 (i.e., how does Treas. Reg. § 1.1502-36 apply in a year when there
is a disposition at a loss in the same year as a cancellation of debt event
subject to Treas. Reg. § 1.1502-28 and Reg. § 1.1502-11(c)).

4, Provide guidance that would permit a worthless stock deduction with respect to a
class of subsidiary stock notwithstanding that there is a section 381 transaction
with respect to other classes of subsidiary stock.

5. Provide guidance with respect to group continuation and the application of Rev.
Rul. 82-152. Specifically, reevaluate the existing group continuation rules under
Treas. Reg. § 1.1502-75(d) to eliminate the uncertainty that exists as a result of
the expanded application of Rev. Rul, 82-152.

6. Provide guidance with respect to the application of Treas. Reg. § 1.1502-
76(bX1)(ii)(B) to transactions occurring prior to or contemporaneously with the
event that results in subsidiary’s change in status as a member. Additionally,
provide guidance regarding the treatment of discharge of indebtedness income
that is recognized on the day the subsidiary becomes a nonmember and is not



10.

11.

excluded from gross income under section 108(a).

Provide guidance regarding the treatment of intercompany transactions in
determining satisfaction of the gross receipts test for purposes of section

165(g)(3)(B).

Provide guidance as to whether an acquiring corporation needs to report on its
Schedule UTP, Uncertain Tax Position Statement, a tax position taken on a selling
consolidated group’s pre-closing consolidated return for which the selling group
did not record a reserve and whether the “only once rule” applies to tax positions
already reported on Schedule UTP on the selling consolidated group’s returns
needs to be disclosed on the acquiring consolidated group’s post-closing return.

Provide guidance that excludes the application of section 351(g) to redemptive
transactions between members of a consolidated group where a member redeems
its stock through the issuance of non-qualified preferred stock as defined under
section 351(g). '

Provide guidance concering the application of Rev. Rul. 99-6 involving
members of a consolidated group.

Provide guidance on circular basis adjustments under Treas. Reg. section 1.1502-
11 regarding issues associated with the dispositions of brother-sister subsidiaries
within the same consolidated return year.

Corporations and Their Shareholders

1.

2.

Guidance under section 382:

» Provide guidance on identifying five percent shareholders of public
companies.

» Provide guidance under sections 382 and 384, including regulations regarding
built-in items under section 382(h){(6).

Guidance with respect to section 108:

s Provide guidance concerning how an election under section 108(i) affects the
determination of recognized built-in gain or loss under section 382(h)(6).

»  Provide guidance as to the application of section 108(e)(6} if the subsidiary is
insolvent before the contribution of the debt,

» Provide guidance under section 108 for determining if a publicly traded
company is insolvent when the stock is trading above $0.



10.

11,

Provide updated guidance regarding transactions involving receipt of no net
equity value.

Provide guidance on the application of the solely voting stock requirement,
meaningless gesture and deemed issuances under section 368(a)(1)(C) in the
event of an upstream reorganization where no actual shares are issued and the
transferee corporation has multiple both voting and non-voting classes of stock.

Finalize regulations under section 368(a)(1)(F).
Provide guidance on what constitutes an effective abandonment of stock.

Provide guidance as to what represents a ‘“characterization” for purposes of
section 385(c)(1) regarding a characterization of an interest as stock or
indebtedness.

Strongly consider releasing a list(s) of specific common organizational actions
that do (or do not) require reporting on Form 8937, Report of Organizational
Actions Affecting Basis of Securities, to help taxpayers understand the filing
requirement, without the administrative burden and cost that a taxpayer may need
to go through to verify if reporting is necessary.

Provide guidance as to whether an acquiring corporation needs to report on its
schedule UTP a tax position taken on a standalone target corporation’s pre-
closing return that the target corporation did not record a reserve for in the pre-
closing year’s returns.

Finalize regulations under section 362(e)(2).

Provide additional guidance on the following areas in conjunction with Rev. Proc.
2013-3, 2013-1 LR.B. 113 that would eliminate issuance of private letter rulings:

» Whether a “distributing” corporation’s distribution of the stock of a
“controlled” corporation meets the reguirements of section 355(a)(1)(A)
where, in anticipation of the distribution, the distributing corporation acquires
control of the controfled corporation through a recapitalization or issuance of
new stock resulting in a “high vote/low vote” structure;

»  Whether either section 355 or section 361 applies to a distribution of a
“controlled” corporation’s stock or securities in exchange for, and in
retirement of, any debt of the distributing corporation if such debt was issued
in anticipation of the distribution; and



12.

13.

»  Whether a contribution of property and a distribution of property in a so-
called “north-south” transaction are respected as separate transactions for
“federal income tax purposes.

Provide guidance on the scope and application of the rescission doctrine as
described in Rev. Rul. 80-58, 1980-1 C.B. 181.

Provide guidance on how to determine the amount of gain or loss that is
recognized if an exchange of excess principal amount (as defined in section
354(a)(2)) occurs.

Employee Benefits Taxation Technical Resource Panel (Chris W. Shankle, Chair,
(318) 865-1355, shanklecpa@yahoo.com; or Kristin Esposito, AICPA Technical
Manager, (202) 434-9241, kesposito@aicpa.org.) NOTE: Comments are listed in
priority order.

Retirement Benefits

1.

Finalize the regulations on the suspensionfreduction of 401(k) safe harbor
contributions.

Issue guidance on international tax issues relating to qualified retirement plans.

Provide model language for prototype documents to provide for the deferral of
unused vacation and leave time.

Issue guidance to simplify correction methods under the Employee Plans
Compliance Resolution System (EPCRS) as they pertain to correcting Actual
Deferral Percentage (ADP) and Actual Contribution Percentage (ACP) testing
failures after the 12-month statutory correction period.

For 401(k) retirement plans, the ADP and ACP tests provide a limit on the
amount of certain benefits provided under a plan to highly compensated
employees over benefits provided to non-highly compensated employees. A plan
annually satisfies these nondiscrimination requirements if the plan passes the
ADP or ACP tests; however, if a plan fails these tests for a given plan year,
corrective action must be taken within the 12-month statutory correction period
following the close of the plan year in which the failure occurred. Any corrective
action shall be made in accordance with the EPCRS and specifically a Voluntary
Correction Program (VCP) submission to the Internal Revenue Service (IRS or
“Service”). Failure to correct within the statutory correction period will result in
plan disqualification.



Issue guidance to assist plan sponsors in correcting areas of noncompliance
relating to Rollovers as Business Start-ups (a/k/a “ROBS”).

Rollovers, as a business start-up, are an arrangement in which a prospective
business owner uses their retirement funds to pay for their new business start-up
costs in a tax-free transaction. The prospective business owner rolls over their
existing retirement funds to the ROBS plan, where the ROBS plan uses the
rollover assets to purchase stock of the new business, resulting in the ROBS plan
owning the new business.

It has been our members’ experience, that many ROBS plan sponsors are unaware
that the plan is a qualified plan with its own set of regulatory requirements. We
also think that noncompliant ROBS plans are costly to correct and can result in
discrimination, prohibited transactions, plan disqualification and adverse tax
consequences to the plan sponsor and plan participants.

Executive Compensation, Health Care and Other Benefits, and Employment Taxes

6.

10.

Issue Consolidated Omnibus Budget Reconciliation Act (COBRA)-related
guidance, including:

»  Guidance on the applicability of section 162(1) to COBRA premiums.

» Guidance under section 4980B regarding calculation of the application
premium for COBRA continuation coverage.

Finalize the regulations on income inclusion under section 409A; proposed
regulations were published on December 8, 2008.

Issue guidance on the treatment of partnership employees working for a single
member limited liability company (SMLLC) or other disregarded entity owned by
an upper tier partnership after the SMLLC employment tax reporting rules
changed effective in 2009, Is an owner of the upper tier entity treated as a partner
or an employee if he or she provides service to the lower tier SMLLC or other
disregarded entity?

Regulations are needed to implement new section 3121(z) related to foreign
employers, as added by section 302 of the Heroes Earnings Assistance and Relief
Tax Act of 2008.

Issue guidance on the application of section 409A(b) as amended by the Pension
Protection Act of 2006, especially guidance on employees transferred from one
country to another.



11.

12.

13.

14.

15.

Finalize the regulations on cafeteria plans under section 125. Proposed
regulations were published on August 6, 2007. Also, regulations are needed
under section 4980G on interaction of section 4980G and section 125 with respect
to comparable employer contributions to employees’ health savings accounts.

Provide clarification of the impact of the rebate on the safe harbor definition of
compensation associated with the Affordable Care Act mandate which requires
insurance companies to give their customers a rebate if they fail to spend 80-35
percent of premium dollars on medical care.

Develop a publication on the employer shared responsibility requirements similar
to the IRS’s Employment Tax.Guide, which is written in layman’s terms, to assist
employers in complying with health care reform.

Finalize proposed regulations under section 4980H [Note: See AICPA Comments
submitted March 14, 2013.]

Finalize proposed regulations under section 1411 on the 3.8 percent Medicare tax
on net investment income.

Exempt Organizations Technical Resource Panel (Jeffrey D. Frank, Chair, (317) 656-
6921, jdirank @deloitte.com; or Melissa M. Labant, AICPA Director — Tax Advocacy &
Professional Standards, (202) 434-9234, mlabant@aicpa.org.) NOTE: Comments are
listed in priority order.

1.

Change the extension process for Form 990, Return of Organization Exempt from
Income Tax, from two separate three-month extensions to one single six-month
extension. A single six-month extension for the Forms 990, 990-EZ, and 990-PF
would be beneficial for several reasons.

» Internal Revenue Code (IRC or “Code”) section 6033 describes the annual
return and information required of exempt organizations.  Exempt
organizations who want a six-month extension to file Forms 990, 990-EZ, or
990-PF must file two separate three-month extensions. However, taxpayers
who file other types of annual returns, such as the Forms 990-T, 1040, and
1120, only need to submit a single six-month extension, Some people may
argue that the Forms 990, 990-EZ, and 990-PF are information returns or
reporting forms, not tax forms such as the Form 990-T, 1040, and 1120.
Nevertheless, all of these forms have in common an annual filing requirement
that involves the gathering of extensive data, both financial and informational.
It is logical for all of these forms to have a single six-month extension.

» A single six-month extension would also simplify the filing requirements for
exempt organizations. These organizations are very likely to request both



three-month extensions in order to completely and accurately file their annual
returns. Especially with the emphasis on transparency in the new and
improved Form 990, many organizations are taking extra time and care to
properly disclose all relevant activities. A single six-month extension would
reduce the administrative burden on exempt organizations as well as the IRS.

Issue final regulations under sections 501(r) and 6033 on additional requirements
for tax-exempt hospitals as added by section 9007 of The Patient Protection and
Affordable Care Act (PPACA).

Affirm that the conclusion and analysis set forth in G.C.M. 39813 represents the
current IRS position with respect to the tax treatment of public charities whose
exemptions have been retroactively revoked. If such is not the case, provide
guidance as to the current position of the IRS. Pursnant to the Pension Protection
Act (PPA) of 2006, most tax-exempt organizations were required to file an annual
information return (Form 990 or 990-EZ) or a notice (Form 990-N) with the IRS.
In addition, the law automatically revokes the tax-exempt status of any
organization that does not file required returns or notices for three consecutive
years, Although guidance has been issued with respect to reinstatement and
retroactive reinstatement, no guidance has been provided with respect to the tax
treatment of such retroactively revoked public charities.

Please clarify who constitutes a “patient” for purposes of the definition of “patient
care.” For example, would the following services be considered “patient care,”
especially when the individual receiving the services is not an inpatient of a
hospital at the time the services are rendered: services provided via a
telemedicine network; reading of images, laboratory services and pathology
services where the technician or physician interpreting the tests does not actually
see or “touch” the patient. Such guidance under section 501(r) would reduce
uncertainty and support the move toward accountable care organization (ACO)
and cost effective health care methods. In addition, absent guidance, costly
information technology changes are being made by hospitals which will likely
have to be made again when guidance is finally issued. ‘

Issue guidance on whether Revenue Ruling 75-435 or General Counsel Memos
37001 (Feb. 10, 1977) or 38327 (Mar. 31, 1980) is the controlling authority on
whether contributions from foreign governments to public charities exempt under
section 509(a)(1) are subject to the two percent limitation on excess contributions.

Similar to the revised public support test on Form 990, Return of Organization
Exempt from Income Tax, add a section for supporting organizations to
substantiate their type to erase uncertainty by the reader of the Form 990 as well
as for the organization to document for its records.



7. Withdraw Temp. Reg. § 1.170A-9T. Issue final regulations defining section
170(b}(1)(A) organizations with one change to the “Definition of support;
meaning of general public” under Temp. Reg. § 1.170A-9T(f)(6)(i). Similar to
governmental units and organizations described in section 170(b)}1)(A)(vi),
provide an exception from the two percent limitation for organizations described
in section 170(b){(1}A)(i)-(iv). There is no reason to limit the support that
churches, schools, hospitals, supporting organizations and similar entities provide
to other charitable organizations. '

8. Issue a revenue procedure allowing all members under a group ruling (including
the central organization and the subordinate organizations) to file a single
consolidated return rather than the current process which requires a separate
return for the central organizations and a consolidated return for all consenting
subordinates, The AICPA strongly believes a single consolidated return more
accurately reflects the operations of the group.

0. Issue guidance limiting the reporting on Form 990, Schedule R, Parts III and IV
of brother-sister related party affiliates of central or subordinate members of a
group exemption similar to the exclusion from reporting of tax-exempt members
of the group. For example, there may be hundreds of organizations taxable as
partnerships or corporations that are affiliated with a particular church whose
exempt members are covered by a group ruling and not reportable in Schedule R,
Part II. But many of those taxable entities may meet the technical definition of
related parties merely because of the centralized structure at some high level in
the church and as such are currently reportable on multiple Forms 990 for the
various members covered by the group ruling. However, there may be no board
overlap or intercompany transactions with those entities beyond their direct
owners and their brother-sister affiliates contrelled by their direct owners. Issue
guidance limiting the reporting to only those related parties directly controlled by
the filing organization or with whom the filing organization has engaged in
transactions exceeding a fixed dollar amount.

10. We request the IRS provide additional guidance that allows organizations that
have had their exempt status revoked for failure to make required annual filings
for three years under section 6033(j) the option to request prospective
reinstatement and simultaneously but separately request retroactive reinstatement
to be determined at a later date. This recommendation allows organizations that
qualify to resume operations and solicit the contributions it needs to survive as an
organization. It also allows the IRS additional time to properly consider whether
reasonable cause exists for the retroactive reinstatement.

Individual Income Taxation Technical Resource Panel (Jonathan Horn, Chair, (212)
744-1447, imhcpa@verizon.net or John Scheid, AICPA Technical Manager, (202) 434-
9268, jscheid@ajcpa.org.) NOTE: Comments are listed in priority order,




Guidance is needed regarding issues of basis reporting on Form 1099-B. Basis
reporting on Form 1099-B began with 2011 tax returns and various issues arose
that warrant guidance. We encourage the IRS to request comments from the
public to uncover additional issues to ensure that extended guidance addresses all
issues. Examples of problems with the basis reporting include the following:

How do taxpayers and practitioners properly report the sale of a publicly-
traded partnership? Broker-reported basis is not reflective of any return of
capital or other changes to taxpayer’s original basis. In addition, for royalty
trusts, a broker has no information on what amount of depletion has been
deducted by the taxpayer. Gain or loss must be split between capital and
ordinary.

How do taxpayers and practitioners properly report corrections to amounts
indicated as “wash sale loss disallowed” where the broker used an
inappropriate method of calculating figures reported to the IRS and taxpayer?

How should taxpayers and practitioners respond to matching notices where
the correct basis, gross proceeds, gain/loss, holding period and tax have been
reported by the taxpayer on the return but either the wrong box was checked
(A or B) on Form 8949, Sales or Other Dispositions of Capital Assets, or the
improper adjustment code was entered on Form 8949 by taxpayer?

Guidance is needed on how section 6041, Information at source, applies to owners
of rental real estate.

P.L. 111-240 (9/27/10), the Small Business Lending Fund Act of 2010,
modified section 6041 to add subsection (h) requiring certain landlords to file
Form 1099-MISC for payments made for services in excess of $600. The
legislative history provided: “Under the provision, recipients of rental income
from real estate generally are subject to the same information reporting
requirements as taxpayers engaged in a trade or business. In particular, rental
income recipients making payments of $600 or more to a service provider
(such as a plumber, painter, or accountant) in the course of earning rental
income are required to provide an information return (typically Form 1099-
MISC) to the IRS and to the service provider.” This new provision was
effective starting after 2010.

P.L. 112-9 (4/14/11), the Comprehensive 1099 Taxpayer Protection and
Repayment of Exchange Subsidy Overpayments Act of 2011, repealed section
6041(h) retroactive to January 1, 2011. Thus, the 1099 reporting obligation
for landlords never went into effect.



» Despite repeal of section 6041(h), the 2011 and 2012 1040 Schedule E and
instructions included the following new questions (A and B):

SCHEDULE E Supplemental Income and Loss | ome No. 154s-cor4
{Form 1040) {(From rental real estate, royaities, partnerships, 2@ 1 1
Oepartment of the Traasury 8 corporations, estates, trusts, REMICs, etc.) P mtiagt
intenal Revenug Bervica 0) » Attach to Form 040, 1040NR, or Forin 1041. » See¢ separate Instructions. Sequenca No, 13
Namef{s} shown on returmn ) Your socinl secusty number
A Did you make any payments In 2011 that would regulre you to file Form{s} 10897 (see Instructions) [ ves [TINe
B If *Yss,” did you or will you file all required Forms 10097 {71 ves [CINo

These questions contradict the legislative history of P.L. 111-240 (above) and
repeal of section 6041(h). With these questions added to Schedule E rather than
Schedule C, they imply that landlords who are not in a trade or business may be
required to file Form 1099-MISC. The questions raise issues as to the distinction
between a real estate rental that qualifies as a trade or business for section 6041
purposes and one that does not.

Clarification is needed under section 6041 as to when an owner of rental real
estate is required to file Form 1099-MISC. Also, given the use of the term trade
or business and special rules for rental real estate including under section 1402
(self-employment tax), section 469 (passive activity loss limitation) and section
1411 (special tax on net investment income), such guidance should explain how
all of these rules apply to owners of rental real estate. In addition, relief should be
granted to individuals owning rental real estate who are required to file Form
1099-MISC, but failed to do so for 2011 and 2012 due to the confusion in the law
and well as in instructions to Schedule E and Form 1099-MISC.

3. Formal guidance is needed on the filing procedures for Registered Domestic
Partners (RDPs) and same-sex couples in states that grant these individuals
community property rights, as well as for such couples in other states.

In 2010, PLR 201021048, CCA 201021049 and CCA 201021050 were issued.
These rulings note that due to a state law change, California RDPs should treat '
income that is community property income for state purposes, as such when they
file their federal return.

Publication 17 for 2012 (page 4) states: “A registered domestic partner in Nevada,
Washington, or California (or a person in California who is married to a person
of the same sex) generally must report half the combined community income of
the individual and his or her domestic partner (or California same-sex spouse). A
similar statement is included in the Form 1040, U.S. Individual Income Tax
Return, instructions (page 20). Subsequent to April 15, 2011, the IRS posted fo its
website, a set of questions and answers on various aspects of how registered
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domestic partners and same-sex couples in community property states file their
income tax returns (http://www.irs.goviuac/Questions-and-Answers-for-
Registered-Domestic-Partners-and-Same-Sex-Spouses-in-Cominunity-Property-

States),

This informal guidance raises several issues that need to be addressed in a more
detailed and formal manner. These issues include the following issues:

Not all affected taxpayers were aware of or understood the new guidance. Per
CCA 201021050, “for tax years beginning after December 31, 2006, a
California registered domestic partner must report one-half of the community
income, whether received in the form of compensation for personal services or
income from property, on his or her federal income tax return.” This CCA
goes on to state that for “tax years beginning before June 1, 2010, registered
domestic partners may, but are not required to, amend their returns to report
income in accordance with this CCA.”

This statement about amending returns seems to imply that the requirement to
report community income as such on the federal income tax return is not
effective until 2011 tax returns. However, the “June 1, 2010” date appears to
be incorrect because in May 2010 when the CCA was issued, 2010 returns
could not be amended because they were not yet filed.

Thus, some who were aware of the guidance or read summaries of it may have
believed that the new way of reporting community income did not apply until
2011

While the Q&As issued in mid-2011 are helpful, they do not address all
issues, were issued after many individuals had already filed their 2010 tax
returns, and are not readily found or even searched for by individuals and tax
refurn preparers.

Guidance is needed in the form of revenue rulings and/or regulations that are
published in the Internal Revenue Bulletin and constitute higher level
authority than counsel rulings or questions and answers on a website that are
not binding authority. This formal guidance should also be highlighted on the
IRS websites for the general public and practitioners, as well as in press
releases so that more people are aware of the new rules. It should also clearly
state what the treatment is in all community property states and for both RDPs
and same-sex couples. This guidance should also explain what affected
taxpayers should do who did not properly report community income in 2012
and prior years for which the statute of limitations is still open.

Various questions exist such as regarding the handling of estimated tax
payments. The 2012 Annual Report of the IRS National Taxpayer Advocate
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provides an overview to several specific issues in need of guidance.'

» A procedure for filing amended returns for eligible RDPs and same-sex
partners is needed. As noted in the 2010 informal guidance, amended returns
can be filed for 2007, 2008 and 2009. Without a procedure in place for
handling these returns, taxpayers are at risk of having penalties and interest
assessed. For example, where one partner had high income in 2009 and the
other partner had much lower income, amended returns would be
recommended. On the amended returns, one partner will have a refund which
the other’s amended return will show tax due. Given the clarification of prior
year state property law offered by the 2010 informal guidance, penalties
should not be applied. Guidance in this area for returns processing personnel,
tax practitioners and taxpayers would be helpful.

In addition to compliance issues for RDPs and same-sex couples in community
property states, issues also exist for such couples in non-community property
states that warrant guidance. Such guidance should address:

» How RDPs and same-sex couples in non-community property states who
jointly own income-producing assets should report each individual's share of
the income.

» How the effect of court decisions holding that the Defense of Marriage Act
{DOMA) is unconstitutional, affects filing status of all RDPs and same-sex
couples.”

» How other state law relationships, such as civil unions, are treated for federal
tax purposes.’ '

4, Update and finalize the longstanding temporary regulations under section 163(h)
(Treas. Regs. §§ 1.163-9T and 1.163-10T) to provide greater clarity and certainty
to taxpayers and practitioners.

! National Taxpayer Advocate, 2012 Annual Report to Congress, pages 449-455; available at
http:/fwww. taxpayeradvocate.drs.goviuserfiles/file/Full-Report/Status-Updates-Federal-Tax-Questions-
Continue-to-Trouble-Domestic-Partners-and-Same-Sex-Spouses. pdf.

2 See Golinski v. United States Office of Personnel Management, 2012 U.S, Dist, LEXIS 22071 (ND CA),

and Gill et al. v. Office of Personnel Management, 699 F.Supp.2d 374 (ID.Mass., 2010). A case is pending

before the U.S. Supreme Court - Windsor v. U.S, 833 F.Supp.2d 394 (S.D.N.Y. Aug. 19, 2011),

3 See, for example, the August 30, 2011 letter from IRS Chief Counsel to H&R Block on the treatment of a

civil union in Illinois involving an opposite-sex couple. This unofficial guidance provided that the couple

could file jointly as husbund and wife. The IRS Chief Counsel letter is available at
hitp://law.scu.edu/blog/samesextax/file/IR 8 %20Civil9%20Union %20letter. pdf.
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The Tax Reform Act of 1986 made changes to section 163 regarding personal and
home mortgage interest, Further changes were made to the home mortgage
interest rules by the Revenue Act of 1987. Temporary regulations were issued on
these provisions soon after the legislative changes. Several of the regulations
were issued prior to the effective date of the change made to section 7805 by the
Technical and Miscellaneous Revenue Act of 1988 providing that temporary
regulations expire within three years of issuance (effective for regulations issued
after November 20, 1988). Thus, temporary regulations issued after enactment of
the Tax Reform Act of 1986 and before November 21, 1988, which have not been
finalized, remain in their temporary form.

In addition, not all of the regulations are complete or current, such as Treas. Reg.
§ 1.163-10T on home mortgage interest. Among unsettled issues are the
following:

» Section 163(h)(4)(A) does not provide certainty on how to define a qualified
residence or a second residence in the context of divorce.

» Must the taxpayer be both responsible for the mortgage and own the
underlying property before the interest is deductible? (Or, may the taxpayer
satisfy only one of these two requirements?) For example, husband may
transfer ownership of the residence to the wife but remain responsible for the
mortgage. Is the interest deductible?

*  What is the proper method to determine deductible qualified residence interest
when there are multiple debts that exceed the debt limit? While CCA
201201017 and IRS Publication 936 provide information on this question,
official guidance is needed, such as in regulations.

v Further, guidance is needed regarding whether the $1,000,000 “aggregate”
" acquisition indebtedness referred to in section 163(h)(3)(B) refers to and
applies per taxpayer or per residence. This is particularly important with
regard to unmarried taxpayers who jointly own a residence in light of the
interpretation presented in CCA 200911007, issued on March 13, 2009 and by
the Tax Court in Sophy, 138 TC No. 8 (2012). While these rulings conclude
that the mortgage dollar limitations apply per residence rather than per
taxpayet/owner, guidance is needed in order to properly apply this conclusion
to fact patterns beyond those in the two rulings. For example, assume a
brother and sister own a vacation home jointly. In addition, each owns a
principal residence with their spouse. If each of the three homes has a
mortgage of $1.1 million, how is the section 163(h) limitation applied to each
couple on their joint returns? What if either files as married filing separately?
What if a same-sex couple in a community property state owns a principal
residence and a vacation home as community property with mortgages on
each totaling over $1.1 million? There are many other variations of fact
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patterns that raise issues of how to apply the mortgage limitations that should
be addressed by formal guidance, ideally, by regulations that update and
eventually finalize Treas. Reg. § 1.163-10.

Update and finalize the longstanding temporary regulations under section 163 on
interest tracing and identification of the type of interest generated from a debt, in
order to provide greater clarity and certainty to taxpayers and practitioners.

The interest tracing regulations of § 1.163-8T were issued in 1987 (TD 8145,
7/1/87), soon after enactment of the Tax Reform Act of 1986 which increased the
importance of identifying the type of interest generated on any debt. These
temporary regulations were issued before the effective date of section 7805(¢)
which provides that temporary regulations expire after three years.

In 1989, these regulations were modified by Notice 89-35, 1989-1 CB 675, which
made significant changes to how the regulations apply to identify the use of
borrowed funds and their operation with respect to debt of passthrough entities.
Notice 89-35 supplemented carlier guidance: Notice 88-20, 1988-1 CB 487 and
Notice 88-37, 1988-1 CB 522. When a practitioner has a question on interest
expense classification under section 163 and turns to the regulations, the
practitioner will not readily find the Notices and therefore, can easily apply the
law incorrectly.

The interest tracing regulations have been in temporary form for over 20 years. It
would be helpful to have then finalized with incorporation of the changes
provided in Notices, 89-35, 88-37 and 88-20, as well as any clarifications
provided in court cases.

Guidance is needed to clarify the requirements for deductibility of real property
taxes under section 164,

Issues have existed as to what types of real property taxes are deductible under
section 164, This provision states that personal property taxes must be ad
valorum; there is no such stated requirement for real property taxes. Treas. Reg. §
1.164-4(a) provides that to be deductible, real property taxes must be “levied for
the general public welfare by the proper taxing authorities at a like rate against all
property in the territory over which such authorities have jurisdiction.” There is
no definition of “like rate” in the Code or regulations.
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Rev. Rul. 80-121 provides that one characteristic of a deductible real property tax
is that it is “measured by the value of real property.” PLR 8033022 held that a
parcel tax was not deductible under section 164. The ruling explains that “rate” in
“like rate” refers to a proportion or ratio. In the ruling, the IRS stated that the
parcel tax is “not levied at a like rate within the meaning of the regulations under
section 164 of the Code; the tax is a specific tax, not a tax levied according to
value, one of the characteristics that a real property tax must have in order to be
deductible under section 164(a)(1).”

The 2012 instructions to Schedule A, Publication 530, Tax Information for
Homeowners and Tax Topic 503 (updated April 15, 2013) all contain statements
that in order to be deductible, real estate taxes must be charged uniformly against
all property in the jurisdiction at a like rate.

In April 2012, the IRS released Information Letter 2012-18
(hitp://www irs.gov/publirs-wd/12-0018.pdf) which states: “there is no statutory
or regulatory requirement that a real property tax be an ad valorem tax to be
deductible for federal income tax purposes.” The letter also notes that the IRS
“will recommend appropriate revisions to our forms and publications on this
subject.”

Issues remain as to when real estate taxes are considered taxes under section 164
rather than assessments for local benefits. In addition, given the language of Rev.
Rul. 80-121 and PLR 8033022, official guidance is needed on the application of
section 164 to payments labeled as real property taxes at the local level, Such
guidance could include a new revenue ruling or regulations under section 164;
merely updating the IRS form instructions and publications is insufficient as they
are not binding authority for purposes of penalties under sections 6662 and 6694.

Guidance is needed relating to the coordination of a tuition payment and the
receipt of a distribution from a 529 Plan. Specifically, what is the permitted
period of time prior to and after the payment of a qualified expense to make a
qualified distribution? For example, if a taxpayer makes a fuition payment in
September 2012, but receives the 529 distribution in January 2013, assuming no
other tuition payments are made, is the 2013 distribution taxable? Section
529(c)(3) does not address the question., The same question arises if the
distribution precedes the payment of qualified education expenses. Guidance is
needed on what constitutes a taxable event with regard to the timing of
distributions and subsequent payments.
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In January 2008, the IRS issued an advance notice of proposed rulemaking
{Announcement 2008-17; 2008-9 IRB 512, March 3, 2008) (ANPRM) to curb the
possible abuse of section 529 qualified tuition program accounts by creating a
general anti-abuse rule and other obstacles to prevent individuals and entities
from using the accounts to avoid transfer and other types of taxes. Although a
number of organizations commented, there has been no action to date.

Guidance is needed on the statutory terms that were introduced by Title XII of the
Pension Protection Act of 2006 pertaining to appraisals and individuals
performing these appraisals. Proposed regulations (REG-140029-07--Charitable
Contributions: Cash and Noncash: Substantiation) were published in August 2008
but have not been issued to date. The AICPA submitted comments on November
5, 2008, requesting further clarification of the terms “generally accepted appraisal
standards” and “qualified appraiser.”

Official guidance is needed on the treatment of Medicare Part B and section
162(1) for self-employed individuals, A change in the treatment of this item was
first noted in the 2010 Form 1040 instructions. In addition, Publication 535,
Business Expenses, states on page 18: “Medicare premiums you voluntarily pay
to obtain insurance that is similar to qualifying private insurance can also be used
to figure the deduction. If you previously filed a return without using Medicare
premiums to figure the deduction, you can file an amended return to refigure the
deduction.”  This new interpretation should be issued in an official
.pronouncement, such as a revenue ruling, rather than in form instructions and
publications which are not considered binding guidance or “authority” for section
6662 purposes. In addition, “voluntarily pay” and the application to owners of
passthrough entities should be explained in official guidance. Finally clarification
is needed regarding the treatment of Medicare premiums paid by a self-employed
taxpayer’s spouse. CCA 201228037 states that Medicare premiums paid for a
self-employed taxpayer’'s spouse may be deducted under section 162(I).
However, it also states that “Sole proprietors must pay the Medicare premiums
directly.” Since Medicare premiums are usually withheld from the covered
individual’s Social Security payment, the service should explicitly state that they
would consider such payments as having come directly from the sole proprietor
for purposes of section 162(1).
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10.

11.

Guidance is needed on how section 6041, Information at source, applies to
taxpayers making payments to non-corporate entities which cover both personal
and business expenses. An issue that nceds to be addressed is whether these
individual taxpayers are subject to the Form 1099-MISC reporting requirements
for applicable payments made to non-corporate entities. For example, there are
certain taxpayers who may allocate tax preparation fees paid to their tax preparer
between different schedules such as Schedules A, C and E. The allocation is
made as a portion of the tax preparation expense is allocable to their trade or
business (Schedules C and E} and the non-trade or business sections of their tax
return.

The instructions for Form 1099-MISC indicate that payments need to be reported
when made in the course of your trade or business. In addition, Form 1040,
Schedule E, Supplemental Income and Loss, has questions in Part I that ask the
taxpayer if they have complied with the Form 1099 reporting requirements.

We request clarification if taxpayers are required to file Form 1099-MISC in
those circumstances when they file Schedule C for a sole proprietorship or
Schedule E to report trade or business income that is passed through to them on a
Schedule K-i. We feel that this adds more complexity and an increased
compliance burden for taxpayers who operate a small business outside of a formal
entity structure such as an S corporation, partnership or a limited liability
company or for taxpayers who have trade or business activities allocated to them
on a Schedule X-1.

Guidance is needed on whether the service views tablets (such as iPads) to be
listed property under code section 280F or if they may be treated similarly to
cellphones under the provisions of Notice 2011-72.

International Taxation Technical Resource Panel (G. Christine Ballard, Chair, (408)
369-2400, christine.ballard@mossadams.com; or Kristin Esposito, AICPA Technical
Manager, (202) 434-9241, kesposito@aicpa.org.) NOTE: Comments are listed in
priority order.

1.

Guidance is needed regarding foreign tax credits, in particular:

* Provide guidance under section 901(m), including providing exemptions for
certain covered asset acquisitions where basis difference is de minimis and
where a taxpayer receives a basis step-up for local tax purposes that is
comparable to the U.S. tax step-up.

» Provide guidance on the application of section 904(d)(6), including the

interaction of such provision in the context of treaties that already contain
their own separate limitation regime for the treaty credit,
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Guidance is needed under section 905(c) regarding taxes paid after a
liquidation, stock sale, or section 338 election.

Finalize guidance under Temp. Reg. § 1.905-3T, -4T and -5T.

Issue guidance relating to the application of the overall foreign loss rules to
certain dispositions involving partnerships. '

More complete guidance is needed regarding the application of Treas. Reg. §
1.865-1(a)(2) and Treas. Reg. § 1.865-2(a)(3) under which losses are allocated
to reduce foreign source income if gain on the sale of the property (including
stock) would have been taxable by a foreign country and the highest marginal
rate of tax imposed on such gains in the foreign country is at least 10 percent.

Guidance is needed in the following areas related to inbound transactions:

Revise, as appropriate, and finalize the proposed section 163(j) “earnings
stripping” regulations, taking into account taxpayer comments and
developments since the original issuance of the proposed regulations.

Provide guidance on the application of Temp, Treas. Reg. § 1.897-6T and
section 1445 to non-recognition transactions involving transfers of United
States Real Property Interests (USRPI) to partnerships, and dispositions of
interests in partnerships that directly and indirectly hold USRPIs.,

Provide guidance to explain the application of section 304(b)(6).

Provide guidance on the amendment made to section 304(b)(5} by The
Education Jobs and Medicaid Assistance Act (P.L. 111-226, August 20,
2010), including guidance on what is considered “subject to tax” for purposes
of section 304(b)(3)(B).

Guidance is needed in the following areas related to outbound transactions:

Finalize the proposed section 987 regulations relating to foreign currency
translation gains and losses with respect to branch transactions (taking into
account public comments with respect to the proposed regulations). [Note:
See AICPA comments to IRS submitted on March 29, 2007.]

Finalize existing regulations under section 6038D. [Note: See AICPA
comments to IRS submitted on October 25, 2012.]

Provide guidance under section 6038D(b)(2}(B) defining instruments and
contracts to be treated as specified foreign financial assets.
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» Issue updated regulations under section 367(d) reflecting changes to the
statute since its original issuance.

» Issue guidance relating to the carryover of tax attributes in section 355
transactions.

» [ssue additional guidance under the relevancy rules Treas. Reg. § 301.7701-
3(d), including the impact of certain acquisitions of entities that are not
relevant and the consequences of certain elections relating to such entities.

* Issue guidance on the treatment of Mexican Land Trusts for purposes of
section 6048 expanding the guidance provided in PLR201245003 to all
taxpayers.

» Issue guidance that internal restructurings within a U.S. multinational group
following a section 338(g) election of a foreign target corporation made by
one of the members of the U.S. multinational group is not a transaction
described in Notice 2004-20.

Guidance is needed related to the following areas related to Subpart F/Deferral:

» Finalize proposed regulations under section 959, regarding exclusions from
income of previously taxed earnings, and proposed regulations under section
961, regarding basis adjustments.

» Provide more complete and definitive guidance under the passive foreign
investment company (PFIC) regulations. In particular, (1) update the PFIC
regulations to take into account the enactment of section 1297(e), which
eliminates the overlap of the PFIC and Subpart F regimes under certain
circumstances (including the application of section 1297(e) to a PFIC owned
by a U.S. partnership that has U.S. partners) (see e.g., PLR 200943004), (2)
provide guidance under section 1297(c) regarding the 25 percent ownership
look-through rule and its interaction with the section 1297(b)(2)(C) related
party income rules, and (3) provide guidance on the application of section
1297(b)(1)’s definition of passive income.

= Provide guidance on section 960(c), including guidance on the application of
the provision when there is either a deficit or previously taxed earnings and
profits in an upper-tier foreign corporation in the chain of ownership.
Additionally, guidance also is requested on the application of this provision
when a taxpayer has section 956 investments that pre-date and post-date the
effective date of section 960(c).

= Issue regulations pursuant to Notice 2007-13 regarding the substantial
assistance rules for foreign base company services income.
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Provide guidance under section 267(a)(3}(B), including guidance regarding
the timing of deduction for interest, rental and royalty payments to CFCs that
qualify for exclusion under section 954(c)(6) or the same country exception
and guidance regarding exceptions for appropriate transactions pursuant to

“section 267(a)(3)B)(ii). Also, provide guidance relating to when an item

payable to a CFC, and subject to section 267(a)(3)(B), that is included in the
gross income of a United States person by reason of section 956 or the
payment of an actual dividend (i.e., other than by reason of section
951(a)}(1)(A)), will be considered an amount attributable to such item that is
includible in the gross income of such United States person.

Provide additional guidance under section 954(c) relating to the active rent or
royalty exception.

Provide guidance under section 961{(c) regarding basis adjustments to the
stock of a controlled foreign corporation (CFC) held through partnerships.

Finalize the proposed section 898 regulations on conforming year-ends of
certain foreign corporations to the year-ends of their U.S. shareholders.

Provide guidance with respect to the Treas. Reg. § 1.954-2(b)(4) substantial
assets test relevant to qualification under the same country exception for
interest and dividends, as applied to (i) stock in non-CFC foreign
corporations; and (ii) banks and insurance companies.

With respect to section 952(c)(2) subpart F income recapture, provide
guidance regarding the application of “rules similar to rules applicable under
section 904(f)(5),” and in particular the latter section’s incorporation of the
disposition rules of section 904(f)(3).

Redraft Treas. Reg. § 1.6038-2(j)(2) and (3) to conform to the instructions to
Form 5471, Information Return of U.S. persons With Respect to Certain
Foreign Corporations, clarifying that a U.S. shareholder who qualifies as a
Category 4 or Category 5 filer of Form 5471 is not required to file a statement
with the U.S. shareholder’s own tax return where both of the following
conditions are met: (1) ownership in the foreign corporation is solely through
application of constructive ownership principles; and (2) the U.S. person
through which the U.S. shareholder constructively owns an interest in the
foreign corporation files Form 5471 reporting all required information. [Note:
See AICPA comments submitted March 26, 2013.]

Provide a regulatory exception under section 6038 for down-stream attribution
causing partnerships, S-corporations, and trusts to be required to file Form
5471 or Form 8865, Return of U.S. Persons With Respect to Certain Foreign
Partnerships, for constructive ownership .of a foreign corporation (or
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partnership) created solely for attribution from its partners, shareholders or
beneficiaries.

Guidance is needed in the following areas related to withholding tax regimes
under Chapter 3 and Chapter 4:

Continue to align the FATCA regulations with the current withholding
regimes under Chapter 3 and Chapter 61.

Following the retroactive withdrawal of Treas. Reg. § 1.1441-1(b)(7)(ii1) by
T.D. 9323, provide guidance on liability of a withholding agent for interest
with respect to withholding under section 1445 or section 1446, if the
withholding agent does not withhold with respect to a foreign person that has
no U.S. tax liability, or that has satisfied its U.S. tax liability.

Provide further clarification of Section 871(m) for the applicability of
“specified notional principal contract” beyond the scope of Chapter 4
overlays.

Provide further guidance on the event of a default (either stand-alone or part
of an Expanded Affiliated Group) under IRC 1471-1474.

Provide additional guidance regarding sponsored entities (“Sponsored FFIs”)
under Treas. Reg. 1.1471-5(f)(1){(i)(F). '

Guidance is needed in the following additional areas:

Continue to provide additional guidance relating to Form TD F 90-22.1,
Report of Foreign Bank and Financial Accounts, for the reporting of foreign
bank and financial accounts. [Note: See AICPA comments to FinCEN and
IRS submitted on June 27, 2011, AICPA comments to FinCEN and IRS
submitted on May 31, 2011, AICPA comments to Treasury, IRS and FinCEN
submitted on November 19, 2010, AICPA comments to FinCEN (with copies
1o Treasury and IRS) submitted on April 30, 2010, as well as AICPA
comments to Treasury, IRS and FinCEN submitted on November 16, 2009.]

Provide guidance relating to the operation of certain treaty provisions,
including the application of reduced or zero-rate tax provisions in treaties with
respect to dividends recetved through hybrid disregarded entities (The Service
has issued private letter rulings relating to this issue. See e.g.,, PLRs
200626009 and 200522006) and the application of certain anti-hybrid
provisions (e.g., the treatment of such provisions in connection with the
application of the branch profits tax).
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Clarify and relax the double reporting rules under the section 1461 regulations
and the treaty-based reporting requirements under section 6114,

We request the development of, and guidance on, a procedure vnder which
U.S. partnerships may file a composite individual income tax return on behalf
of partners who are nonresident aliens (NRA) that have been allocated
effectively connected income., Currently, each NRA partner is subject to
withholding in excess of the tax that will ultimately result, and must
independently file Form 1040NR, U.S. Nonresident Alien Income Tax
Return. A composite NRA partner filing, such as has been long and widely
used by states that impose state-level income taxes, would enhance both
proper taxpayer compliance and the IRS’s ability to review and audit
compliance, by giving it a single point of contact for questions and other NRA
taxpayer contacts. This will reduce the burden and cost of compliance by
NRA partners, and the administrative burden and costs on the IRS.

Clarify and relax the definition of a foreign entity for purposes of section
6038D. Temp. Reg. § 1.6038D-1T(a)(10) defines foreign entities by reference
to Treas. Reg. § 1.1471-1(b)(132). We recommend, solely for purposes of
section 6038D, that captive insurance companies that have made elections
under section 953(d) be treated as U.S. companies without the further
requirement of being regulated by a state-based insurance regulator.

Coordinate and reverse the timing of taxation under Posed Regulation §
1.1411-10. Under the proposed regulations, the section 1411 tax is imposed
on Subpart F and PFIC income when income is repatriated rather than when
the income is taxed for Chapter 1. There is elective treatment under the
proposed regulations to impose section 1411 tax when the income is taxed for
Chapter 1. The default ordering under the proposed regulation creates
significant taxpayer recordkeeping burdens, basis differences between Chapter
1 and section 141! and adds an enormous amount of complexity for the
average taxpayer. We recommend that the default rule be to impose section
1411 tax at the same time the income is taxed for Chapter 1 with elective
treatment to impose section 1411 tax on repatriation.

Clarification and alignment is requested on the treatment of Subpart F and
PFIC income (unless a QEF election is made) for purposes of Chapter 1 and
section 1411. IRS and the courts have long held that Subpart F and PFIC
inclusions are other income and not dividend income. Proposcd Regulation §
1.1411-10 is inconsistent with Notice 2004-70 and Rodriquez, 137 TC 14,
12/7/2011.

Guidance is requested on whether a distribution from a CFC is eligible for the
“ordinary course of a trade of business exception” to the section 1411 tax.
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Foreign Related Trust and Estate Tax Issues

7.

10.

1.

In conjunction with Item #2 on the trust and estate suggestions, section 1411(e)
exempts a non-resident alien (NRA) trust beneficiary from the new Medicare
surtax. Guidance is needed to allocate a trust’s net investment income included in
DNI between U.S. and NRA beneficiaries for proper reporting of current year
distributions. We assume that the net investment income included in DNI would
be allocated between U.S. and NRA beneficiaries in the same manner as other
allocations of income and expense among beneficiaries, whether U.S. or foreign;
however, clarity on this would be helpful.

Guidance is needed on issues relating to foreign trusts and the HIRE Act, [Note:
See AICPA commments to Treasury and IRS on this issue submitted on March 28,
2011.]

Further guidance is needed on issues relating to foreign trusts and the Foreign
Bank Account Report (FBAR). [Note: See AICPA comments on this issue
submitted to FINCEN, Treasury, and IRS on November 19, 2010 and November
16, 2009.]

A change in the due date of Form 3520-A, Annual Information Return of Foreign
Trust with a U.S. Owner, is requested from March 15 to April 15, to coincide with
the due date for calendar year filers of related returns. If a change in the due date
is not possible, then an extension or penalty relief is requested for taxpayers who
file by April 15. In addition, IRS should consider adding a box to Form 7004,
Application for Automatic Extension of Time to File Certain Business Income

- Tax, Information, and Other Returns, to permit an extension of time to file Form

3520 in cases where the beneficiary’s income tax return (Form 1040 and Form
1040NR) is not going to be extended. [Note: See AICPA comments to IRS on
this submitted on June 12, 2008, March 3, 2008, January 31, 2007, and June 17,
2003. This change in the Form 3520A due date is included in proposed
legislation, S. 420, introduced 2/28/13 by Senators Enzi and Tester, and H.R. 901,
introduced 2/28/13 by Rep. Jenkins, as well as in Rep. Camp’s March 12, 2013
House Ways and Means Committee small business tax reform discussion draft
and the Senate Finance Committee March 21, 2013 tax reform opfions paper on
simplifying the tax system for families and businesses. ]

The current tax reporting on Form 1040NR for foreign non-grantor trusts (and
foreign grantor trusts with a U.S. owner) is extremely difficult because the IRS
form is not designed for fiduciary tax return reporting. IRS instructions direct the
preparer to “change the form™ for Subchapter J provisions, but attempts to do so
result in inconsistent or inadequate changes and lead to return processing errors
and confusion, The creation of a new Form 1041NR, which could include
information currently reported on Forms 3520 and 3520-A, would eliminate
confusion and mistakes in processing returns and would enhance tax compliance
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12.

13.

14.

15.

filing requirements. [Note: See AICPA comments to IRS on this submitted on
September 22, 2008, March 3, 2008, and January 31, 2007.]

Guidance is needed on whether a foreign grantor trust with a U.S. grantor is
required to file Form 1041, U.S. Income Tax Return for Estates and Trusts, or
Form 1040NR and whether a foreign grantor trust with a foreign grantor and
some U.S. income is required to file Form 1041 or Form 1040NR.

Guidance is needed on the reporting of and recognition of gain under the
expatriation mark-to-market rules in section 877A, including guidance on the
interplay of sections 877A and 684, relating to a transfer to a foreign estate or
trust.

Guidance is needed on how the GST tax applies to grandfathered domestic trusts
that become foreign trusts. This issue may be analogous to a GST-grandfathered
trust that migrates from one state to another; thus, similar rules and safe harbors
should be considered.

Guidance is needed regarding several aspects of section 2801.

* Guidance is needed regarding reporting the receipt of a “covered gift or
bequest” and the payment of tax thereon required under section 2801(a).
While the IRS has stated in Notice 2009-85, 2009-45 IRB 598, that
satisfaction of the reporting and tax obligations for covered gifts or bequests
will be deferred pending the issuance of guidance, the longer the delay, the
longer the undue burden on those who are required to comply with section
2801(a). This guidance should also include the determination of the reduction
of this liability by a credit for the payment of foreign gift or estate taxes on a
covered gift or bequest under section 2801(d).

»  (Guidance is needed regarding the making of an election by a foreign trust to
* be treated as a domestic trust under section 2801(e}(4)(B)(iii). In particular,
guidance is needed regarding the treatment and reporting of the section 2801
tax for transfers under section 2801(e)(4). Also, neither section 2801(e)(1)
nor the legislative history discusses how property can be acquired “indirectly”
by gift or by an indirect transfer by a decedent for estate tax purposes. For a
covered gift or bequest made to a domestic trust, the section 2801 tax applies
in the same manner as if the trust were a U.S. citizen and the tax must be paid
by the trust. Under section 2801(e){4)(B)(iii), an election can be made to treat
a foreign trust as a domestic trust for purposes of the transfer tax on covered
gifts and bequests. Guidance is needed on whether the foreign trust should
withhold the section 2801 tax in the distribution(s) fo the beneficiary.
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16.

17.

18,

Further, section 2801 does not provide any provisions on how to determine
whether a distribution from a foreign trust is “attributable to a covered gift or
bequest,” where the trust includes other property in addition to the property
received in the covered gift or bequest. Guidance is needed on this issue,

Guidance is needed as to what qualifies as a “reasonable period of time” for a
U.S. grantor or beneficiary of a foreign trust to pay the trust the “fair market
value” (FMV) for the “personal use” of trust property under section 643(i)(2).
This guidance should also include the determination of the proper FMV
measurement and whether “de minimis” amounts can be such a small amount as -
to make accounting for them unreasonable or administratively impractical. “Safe
harbor” guidelines to administer this new law also would be appreciated. For
example, a grantor or beneficiary might personally maintain landscaping
requirements (at no compensation) for a rental property owned by a foreign trust,
but have little or no personal use of the property during the year. [Note: See
AICPA comments to IRS, submitted March 28, 2011.]

Regulations are needed to enhance guidance in Notice 2009-85 regarding the
reporting of tax withholding and payment of these taxes by trustees to the IRS.
Such guidance is needed as to the appropriate forms and reporting on applicable
tax returns. Guidance on possible “expedited” procedures for successful receipt
of a private letter ruling for an expatriate to determine the value of his or her
interest in the trust would be appreciated. This guidance should also define
“adequate security” for a “tax-deferred agreement” for the covered expatriate’s
return under section 877A(b).

Regulations are needed under section 6677 regarding the failure to file
information with respect to certain foreign trusts. The HIRE Act amended section
6677, but guidance is not adequate in Notice 97-34, the only IRS guidance on
making a determination on penalties under section 6677. New recently designed
letters, as described in IRS memorandum SBSE-20-0709-016, provide
determination letters based upon a review of a taxpayer’s compliance with section
6677, but taxpayers need regulations to provide them with guidance before the
applicable letter is issued.

IRS Practice and Procedures Committee (Kathy Petronchak, Chair, (202) 758-1480,

kpetronchak @deloitte.com; or Kristin Esposito, AICPA Technical Manager, (202) 434-
9241, kesposito@aicpa.org.) NOTE: Comments are listed in priority order.

1.

The Service is phasing in the Modernized e-file (MeF) program to handle the
electronic filing of Forms 1040 returns. We recommend that the IRS issue
guidance and expand the capability of the MeF program to accept amended
returns, claims for refund, and various supporting schedules.
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In general, a correspondence examination involves an individual or small business
taxpayer receiving a letter from the IRS requesting the taxpayer to address a few
limited issues about the tax return; often focusing on credit or deduction issues.
Unfortunately, many taxpayers (when receiving the letter) either: (a) assume they
made a mistake on their return and quickly send in a check to cover the IRS’s
computation of the underpayment of taxes; or (b) ignore the response deadline set
out in the Service’s letter, which is often 30 days. If the IRS’s letter is ignored,
the Service's computers automatically send out the notice of deficiency to the
taxpayer.

According to Treasury Inspector General for Tax Administration (TIGTA) Report
(February 18, 2011, Reference number 2011-30-016), the IRS has made
significant improvements in its handling of correspondence cases. Nevertheless,
TIGTA found that the IRS continued to make errors based on a statistical
sampling of 62 cases, including circumstances where IRS employees did not
always take into account taxpayer correspondence before closure of the case.

With the IRS’s increasing reliance on correspondence audits as the primary
procedure for examining taxpayers’ returns, the AICPA recommends that
Treasury and IRS issue additional guidance (in the form of more plain-language
publications) for individual and small business taxpayers. We also recommend
that a webpage be set up at irs.gov dedicated to correspondence audits.
Implementation of these suggestions should contribute to an increase in tax
compliance and respect for the tax administration process by taxpayers. [Note:
See AICPA testimony provided to the IRS Oversight Board on February 28,
2012.]

Section 6662A imposes an accuracy-related penalty on any reportable transaction
understatement attributable to a listed transaction or a reportable avoidance
transaction for taxable years ending after October 22, 2004. We recommend that
Treasury issue regulations under section 6662A which addresses (among other
matters): (a) the definition of a “reportable transaction understatement;” (b)
coordination of the reportable transaction understatement penalty with the
substantial understatement penalty, particularly when multiple years and both
penalties are involved; (c) coordination of the reportable transaction
understatement penalty with the accuracy-related penalty on underpayments; and
(d) application of the penalty (if any) to net operating loss (“NOL”) carryback and
Carryover years.

Under section 6662A, if a partnership fails to properly disclose a reportable
transaction and the transaction creates a reportable transaction understatement, the
partners of the partnership can find themselves liable for a section 6662A penalty
with no avenue to challenge the penalty because they did not make the required
disclosure under Treas. Reg. § 1.6011-4, even though the partners might never
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have been aware of the transaction creating the understatement. Accordingly, we
recommend that guidance be issued under section 6662A to address the
application of the penalty to partnerships and partners’

Treas. Reg. § 1.6011-4(b)(4) addressed the requirement for a statement disclosing
participation in transactions with contractual protections. T.D. 9046 amended
these regulations to exclude “tax insurance” from the definition of “transactions
with contractual protection”. We recommend that the IRS clarify in the
instructions for Form 8886, Reportable Transaction Disclosure Statement, line 7b
that a description for tax result protection (which includes “insurance company
and other third party products commonly described as tax result insurance™) with
respect to the transaction is not required to be included in the description.

Given the mandate for tax return preparers to e-file most Forms 1040 and 1041,
many more tax return preparers will be required to obtain an EFIN to participate
in the e-file system as an electronic return originator (ERO). However, unlike the
PTIN rules, a taxpayer with any outstanding account balance (even if the taxpayer
disputes the account balance) cannot obtain an EFIN even if that taxpayer is
diligent in engaging with the IRS to work through the issues, is a taxpayer that is
a reputable tax advisor, and has a history of compliance with the tax laws, and the
individual(s) from the taxpayer who will be named as responsible parties on the
EFIN application have a PTIN. The inability to obtain an EFIN under these
circumstances is unfair, particularly since the statute requires that the practitioner
participate in the e-file system. Although the IRS has procedures that allow the
preparer to prepare and a taxpayer to file a paper return in these circumstances,
the limit on a preparer’s ability to obtain an EFIN undermines the e-file mandate.
We recommend that the IRS consider coordinating the rules for obtaining an
EFIN with the rules for obtaining a PTIN. Such coordination would not only
allow PTIN-registered preparers the ability to e-file, but will reduce burden and
duplication of effort on the part of the preparer and the IRS., With the current
preparer e-file mandate in effect, the AICPA recommends the issuance of
immediate guidance to address this matter.

Partnership Taxation Technical Resource Panel (William O’Shea, Chair, (202) 758-
1780, woshea@deloitte.com; or Eileen Sherr, AICPA Senior Technical Manager, (202)

434-9256, esherr@aicpa.org.) NOTE: Comments are listed in overall priority order and
are additionally segregated into sections designated as Top Priorities and Lower
Priorities,

TOP PRIORITIES

Expanded guidance is needed under the principles of Revenue Rulings 99-5 and
99-6.
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Revenue Ruling 99-3

Guidance related to Revenue Ruling 99-5 is needed in the following areas:

The amount of the LLC’s liabilities that is included in the seller’s amount
realized on the deemed asset sale that occurs under Rev. Rul. 99-5, Situation
1.

The treatment of the liabilities owed by the LLC to its single owner upon the
formation of the partnership in Rev. Rul. 99-5, Situations 1 and 2 (springing
liabilities).

The treatment of transfers that are not described in Rev, Rul. 99-5 Situations 1
and 2, but which result in the conversion of the single-member LLC to a
partnership.

Revenue Ruling 99-6

Guidance related to Revenue Ruling 99-6 is needed in the following areas:

The amount of the LLC’s liabilities that are considered assumed by the buyer
(a) as part of the purchase of the selling partner’s interest in the LLC and (b)
as part of the buying partner’s liquidating distribution from the LLC.

The amount of the LLC’s assets that are considered acquired by the buyer (a)
from the selling partner, and (b) as part of the buying partner’s liquidating
distribution from the LLC.

The deemed extinguishment of any liabilities of the LLC to the acquiring
partner that results from the merger of the debtor-creditor relationship which
occurs upon the termination of the partnership.

Application of the section 704(c)(1)(B) and section 737 “mixing bowl” rules
to the acquiring partner with respect to the deemed liquidating distributions
that occur as part of the Rev. Rul. 99-6 construct.

Application of the section 751(b) “disproportionate distribution” provisions to
the acquiring partner with respect to the deemed liquidating distributions that
occur as part of the Rev. Rul. 99-6 construct.

The treatment of transfers that are not described in Rev. Rul. 99-6, Situations

1 and 2, but which result in the conversion of the partnership to a disregarded
LLC.
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Application of Rev. Rul. 99-6 to interest over partnership merger transactions.
Such guidance should describe what constitutes a merger or a division under
section 708(b)(2). In the preamble to the regulations issued in 2001, the IRS
declined to provide a precise definition. Nevertheless, it would be helpful if
the IRS provided some examples showing mergers vs. non-mergers. Further,
such guidance should address what constitutes a continuation under section
708(b)(1)(A) when one or more historic partner(s) continue in the new
partnership.

Guidance is requested on the meaning of partners’ interest in the partnership in
connection with the use of targeted allocations under section 704(b), including
under what circumstances the targeted allocations would qualify under the
economic effect equivalence test under the regulations. Specifically the guidance
should address the following:

Guidance is needed to determine the types of circumstances in which a
liquidation of a partnership interest that is not in accordance with the partner's

. capital account balance meet the economic effect equivalence test. For

example, many partnerships with target capital account allocation provisions
maintain section 704(b) capital accounts, and allocate section 704(b) profits
and losses to the capital accounts in a manner that the capital accounts equal
the amounts that would be distributed to the partner if the partnership
liquidated at book value and distributed its assets to the partners (a
hypothetical liquidation approach). However, these agreements may not
contain a deficit restoration obligation. Accordingly, under what
circumstances do such allocations meet the economic effect equivalence test
in the absence of a deficit restoration obligation provided in the partnership
agreement? Further, if such agreements contain a qualified income offset
provision, would these meet the economic effect equivalence test and thus be
considered to be in the safe harbor for economic effect for the year in question
(e.g., for purposes of section 514(c)(9)(E))?

Guidance is requested with respect to whether the hypothetical liquidation
approach is required to determine the manner in which the partners have
agreed to share items of income, gain, loss deduction or credit under the
“partners’ interests in the partnership” (PIP) test in Treas. Reg. § 1.704-
1(b)(3), in the event the partnership does not liquidate based on positive
section 704(b) -capital accounts (e.g., a target allocation agreement or a
waterfall distribution agreement).  Additicnally, in cases where the
partnership uses a hypothetical liquidation approach, guidance is needed to
address whether the allocation of gross items of income, gain, loss or
deduction is required in order to maintain capital account balances that equal
the amount partners would receive in a hypothetical liquidation, in the event
the partnership agreement provides for the allocation of ref income or net
loss. Specifically, if a partnership admits a preferred partner that is entitled to
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a preferred return during a year in which the partnership’s net income is not at
least equal to the preferred return accruing during the tax year, must the
partnership allocate gross items of income or gain to the preferred partner to
adjust the preferred partner’s capital account to the amount he would receive
if the partnership liquidated at the end of the year for section 704(b) book
value even though the agreement adopts a net income or loss allocation
scheme, or can the partnership allocate net income only?

As a simple example, assume that a partnership has two partners, A and B.
The AB partnership was formed with A contributing $90 for 90 percent of the
common interests in the partnership and B contributing $100 for 100 percent
of the preferred interests in the partnership and $10 for 10 percent of the
common interests. The preferred interest is perpetual and cumulative
preferred paying (or accruing) at a 10 percent annual rate. The partnership
agreements adopts a forced allocation schedule that allocates net income or
loss to the partners in a manner to force the partners ending section 704(b)
capital accounts to equal the amounts the partners would receive if the
partnership were to sell all of its assets at their section 704(b) book value, pay
all of its liabilities (assume none here) and liquidate the partnership pursuant
to a cash liquidation waterfall. Assume that in the first year the partnership net
income of less than $10. Thus, there is not sufficient net income to satisfy the
perpetual, cumulative preferred return for that tax year. Also, if the
partnership were to liquidate at the end of that tax year, some amount of A’s
capital would be paid to B to satisfy the shortfall in net income. Note
however, that the partnership does not expect to liquidate at the end of the first
year (and in fact does not liquidate), and the partnership fully expects that
over the life of the partnership there will be enough net income to satisfy the
preferred return. Under these facts, how is the net income of less than $10
allocated? Does PIP require the partnership to allocate gross items of income,
gain, loss or deduction to account for the preferred return entitlement, even
though the partnership agreement adopts a net income allocation scheme?
Further, if there is an overall net loss, or not enough gross income to allocate
to the preferred return partner, are guaranteed payments implicated?

»  Guidance is requested to address whether the special allocation of nonrecourse
deductions will be respected where a partnership adopts a targeted allocation
provision.

Guidance is needed regarding tax credit partnerships. As a result of the Third
Circuit opinion in Historic Boardwalk Hall, guidance is needed concerning when
tax equity investors will be treated as partners who can share in energy tax credits.
IRS should consider updating and expanding Rev. Proc. 2007-65 beyond wind
credits to provide guidance on all federal income tax credit partnerships.
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Guidance is requested regarding the tax treatment to both the partnership and the
partner when there is a cancellation of a partner loan. Specifically, guidance is
requested on the manner in which the loan is cancelled (e¢.g., whether the
cancellation of the debt occurs at the partnership level or whether the partner can
be viewed as assuming the partnership’s liability, then cancelling the loan, under
an approach similar to the principles applied in Arthur L. Kniffen v.
Commissioner, 39 T.C. 553, 561 (1962), acq., 1965-2 C.B. 3. If the cancellation
occurs at the partnership level, guidance is requested on the character of the bad
debt loss to a partner (e.g., whether the business of the partnership can be
attributed to the creditor-partner to prevent a character mismatch under section
166).

Guidance is needed to clarify whether the section 752 regulations defining
nonrecourse and recourse debt are applicable in determining the classification of
partnership indebtedness for purposes of section 1001. The current economic
downturn has resulted in an increase in the number of federal tax partnerships that
are entering into arrangements with their creditors to work out their indebtedness.
Depending on whether the partnership liability is “nonrecourse” or “recourse” for
section 1001 purposes, a foreclosure by a creditor on partnership property results
in the partnership recognizing (a) the amount realized on the sale or disposition of
property subject to nonrecourse debt, or (b) the amount realized plus cancellation
of indebtedness (COD) income on the sale or disposition of property subject to
recourse debt. None of section 1001, the regulations thereunder, or IRS rulings
address the characterization of partnership debt as “recourse” or “nonrecourse”
for this purpose. This uncertainty is exacerbated by the prevalence of {(a) limited
liability companies taxed as partnerships (a situation that was not in existence
when the section 1001 regulations were written) which have debts that are
recourse to the entity’s assets under state law, but for which no member has
liability and (b} partnerships that hold multiple properties subject to recourse
debts in separate disregarded entities.

The AICPA supports the Administration’s Fiscal Year 2014 Budget proposal to
repeal section 708(b}(1)(B). If that legislation is enacted, the issues below
regarding technical terminations would be resolved going forward, and the below
guidance projects would not be necessary. However, until that legislation is
enacted, the below guidance projects would be helpful. We are pleased that the
first item below regarding treatment of unamortized organizational and start-up
costs vpon a technical termination is now included in the 2012-2013 IRS Priority
Guidance Plan as item 9 on the partnership projects, and request that the project
be expanded to include the other two related technical termination guidance issues
below.

» Guidance is requested on the treatment of unamortized organizational costs

under section 709 and start-up costs under section 195 upon a technical
termination. Are such costs written off because the tax entity terminates or are
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they treated as a property contribution to the new partncrshlp under section
721 so that amortization continues?

= QGuidance is requested on the treatment of partnership level section 481
adjustments. Several unresolved issues include guidance on (1) allocation of
the 481 adjustment where there has been a change in ownership, (2) the
impact of the 481 adjustment on a section 754 basis adjustment, (3) the
treatment of a 481 adjustment on a section 708(b)(1)(B) termination, and (4)
the treatment for purposes of 751. '

»  Guidance is requested in circumstances where partnerships have inadvertently
filed a late short period return and associated Schedules K-1 due to a technical
termination under section 708(b)(1XB). It is commeon for partnerships to be
unaware of events that would cause a technical termination until after the due
date of the tax return for the short year.

7. Guidance is requested on the treatment of the contribution of the interests in an
existing partnership to a newly-formed partnership (whose owners are comprised
of all or some of the partners of the existing partnership) such that the existing
partnership becomes a disregarded entity held by the newly-formed partnership.
Specifically, guidance is requested on whether the existing partnership terminates
under section 708(b)(1)(A), or whether the newly-formed partnership is
considered to be a continuation of the existing partnership. Such guidance should
address the continuity of ownership required to treat the newly-formed
partnership as a continuation of the existing partnership (e.g., whether the newly-
formed partnership is a continuation of the existing partnership under section
708(a) if less than fifty percent of the partners of the existing partnership continue
their interest in the new partnership, or if the continuing partners of the existing
partnership hold less than 50 percent of the interests in the newly-formed
partnership). Additionally, guidance is requested on the manner in which the
federal income tax and employment tax returns for the newly-formed partnership
and the existing partnership should be filed in situations where the newly-formed
partnership is treated as a continuation of the existing partnership. In particular,
guidance should be provided to whether the Form 1065, U.S. Return of
Partnership Income, for the newly-formed partnership should be filed with the
employer identification number of the existing partnership or whether the newly
formed partnership should apply for and wse a new employer identification

- number.
LOWER PRIORITIES
8. Guidance is requested with respect to partnerships that use the special aggregation

rule for securities partnerships under Treas. Reg. § 1.704-3(e). Specifically:
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10.

.= Expanded guidance is requested under Treas. Reg. § 1.704-3(e)(4) to permit

the aggregation of assets for certain partnerships that do not qualify for section
704(c) aggregation under the provisions of Treas. Reg. § 1.704-3(e)(3) or
under Rev. Proc. 2007-59. Such guidance would expand the requirements to
allow a greater number of taxpayers the ability to aggregate in appropriate
situations.

=  Guidance on the methodology of applying section 743 for partnerships using
the special aggregation rule for securities partnerships under Treas. Reg. §
1.704-3(e). Guidance would be expected to include a similar aggregation rule
for allocating the section 743 adjustment under section 755 and a
methodology for determining when the section 743 adjustment is taken into
account.

»  Guidance should be issued that identifies certain forward section 704(c)
circumstances where aggregation can be used without obtaining a private
letter ruling. Such guidance would allow eligible partnerships to aggregate
built-in gains and losses from contributed property with built-in gains and
losses from revaluations in appropriate circumstances (such as in the case of a
merger of eligible partnerships), or provide automatic consent procedures.
Permission for such aggregation may currently be obtained only through a
Private Letter Ruling request.

Guidance is needed to address the revaluation of partnership assets where the
assets were either contributed to the partnership or previously revalued by the
partnership. This guidance should include (1) how the multiple layers under
section 704(c) are maintained; (2) the impact on minimum gain calculations under
section 704(b); (3) the impact on nonrecourse debt allocations under section 752,
and (4) the treatment of debt obligations including Treas. Reg. § 1.752-7 in a
revaluation.

Guidance is requested with respect to publicly traded partnerships. Specifically:

»  QGuidance is requested granting optional relief from the “single basis in a
partnership” rule of Rev. Rul, 84-53 for owners of interests in publicly traded
partnerships, similar to the special exception in the holding period rules of
Treas. Reg. § 1.1223-3(c)(i) for publicly traded partnerships.

» Guidance is requested granting relief to publicly traded partnerships to use
simplifying assumptions for purposes of calculating section 743 adjustments
and section 751(a) amounts upon sale. Such relief would allow the
partnership to use the same price for all trades in a particular month to
calculate the section 743 adjustments of transferees as opposed to actual
purchase price as required in the regulations. Such relief is necessary for ease
of administration and due to the lack of precise trading data, Similar
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12.

simplifying conventions would be used for calculating the gain on the
hypothetical sale of “hot assets” under section 751(a) to transferors.

Guidance is requested under section 6063 defining the circumstances in which an
originally filed partnership tax return will be considered validly signed by a
partner, within the meaning of this statute. Section 6063 and the regulations
thereunder require that the partnership tax return be signed “by any of its
partners.” However, the instructions to Form 1065 appear to narrow the pool of
valid signatories by indicating that the return must be signed by a “general partner
or LLC member manager.” Further, the IRS has indicated in Pub. 3402 and in
informal advice that limited partners cannot sign the partnership tax return (GCM
38781; FSA 0556). A valid signature is a prerequisite to the valid filing of an
income tax return (Agri-Cal Venture Associates, v. Commissioner, T.C. Memo
2000-271; Burford Oil Co. v Commissioner, 153 F.2d 745 (5" Cir. 1946); Elliott
v Commissioner, 113 T.C. 125 (1999)). Because the tax ramifications of failure
to timely file a return are significant, the IRS should clarify in one set of guidance
the signature requirements for signing a partnership tax return. In particular, such
guidance should address if and when a limited partner or non-member manager
LLC member can sign the partnership return, what partners are appropriate
signatories in a non-member managed L.I.C, and what partners can sign in
situations where the entity is a foreign eligible entity classified as a partnership.
Further, in cases where the appropriate partner signatory of a partnership return is
itself another entity classified as a partnership, the guidance should address
whether an authorized officer of such entity partner can sign the lower-tier
partnership return in its capacity as an officer of the partner entity (e.g., if an LLC
is the general partner of a partnership, can an authorized officer of the LLC sign
the partnership return on behalf of the LLC as general partner of the lower-tier
partnership).

Guidance is requested to address the constructive ownership rules applicable for
section 6038 as they apply particularly to domestic partnerships. Currently, the
section 958(b) and section 318(a)(3}(A) constructive ownership rules cause a
domestic partnership to be the constructive owner of a controlled foreign
corporation (CEC) held by a domestic corporate partner, regardless of the
percentage ownership such corporate partner has in the partnership. As such,
the partnership appears to have a Category 5 filing requirement to file Form 5471
with respect to all CFCs held by such corporate partner. The rules do not make
sense where the U.S. partnership is not part of the U.S. corporate partner’s
affiliated group, and where the U.S. partnership would not have any income
inclusions under section 951 with respect to the CFCs held by the corporate
partner. Further, the rules do not contain any administrative relief from this filing
requirement when, for example, there is more than one U.S. person that has the
same filing requirement (compare the administrative relief available for multiple
Category 4 filers. Because failure to file a required Form 5471 carries with it
punitive results for U.S. partnerships that may not even be aware of the filing
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13.

requirement and who may not be able to obtain the information necessary to file
such forms from its domestic corporate partners — from monetary penalties to an-
open statute of limitation — the AICPA is requesting guidance that provides
administrative relief.) We applaud the changes to the 2012 Form 5471 that were
made in an effort to relieve the partnership from the general filing requirement in
circumstances where the partner is appropriately compliant with its Form 5471
filing obligations. Nevertheless, the AICPA requests further guidance be issved
that provides that the partnership cannot be subject to penalties for failure to file
in all circumstances (e.g., where the partner fails to meet its own filing
obligations).

The AICPA continues to believe that guidance is needed on the treatment of
limited liability company members (and limited partners in light of recent judicial
rulings) under section 1402(a)(13). Some taxpayers aggressively avoid
classifying LLC income as earnings from self-employment, while others may be
overly conservative in this regard. Without guidance, widespread inconsistency
will continue to flourish and practitioners trying to do the “right” thing have
difficulty retaining clients who prefer an overly aggressive position. While the
AICPA continues to believe that the Service should withdraw and re-propose or
finalize existing regulations addressing this important issue, our understanding is
that such guidance will only be forthcoming following legislative action in this
area.

S Corporation Taxation Technical Resource Panel (Chris W. Hesse, Chair, (612)
397-3071, chris hesse @cliftonlarsonallen.com; or Jason Cha, AICPA Technical
‘Manager, (202) 434-9231, jcha@aicpa.org.) NOTE: Comments are listed in overall
priority order and are additionally segregated into sections designated as Top Priorities
and Lower Priorities. '

TOP PRIORITIES

1.

Guidance is needed regarding the inability to utilize certain suspended passive
activity losses upon redemption. Section 469(g) generally allows for the
utilization of all suspended passive activity losses that have been carried forward
when a taxpayer disposes in a taxable transaction of his entire interest in a passive
activity. This rule does not apply, however, when the sale of S corporation stock
is to a related party described in sections 267(b) and 707(b)(1). When the related
party exception applies, the loss is deferred until the party acquiring such stock
interest in the passive activity disposes of it to a party that is unrelated to the
initial selling taxpayer. In the case of a redemption of S corporation stock, the

.second disposition can never be achieved because the stock redeemed no longer

exists for federal income tax purposes. It is not possible to trace the redeemed
stock to a subsequent disposition.
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The legislative history to the provision does not appear to contemplate this
situation. Although the statute treats redemptions of corporations differently than
redemptions of partnership interests with regard to the ability to recognize
realized losses on redemption (see section 707(b)(1) allowing for losses on
redemption of partnership interests; and see section 267(b) and Revenue Ruling
57-387 for disallowance of loss on redemption of corporate stock), we believe it
appropriate that all suspended losses be allowable upon a complete redemption of
interests in a pass through entity. Suspended passive losses do not result from a
" sale or exchange of property between related parties, but rather from true
economic losses. The sale transaction solely governs the timing of taking the loss
into account. If such losses were not allowed upon a complete redemption in a
pass through entity, true economic losses would never be recognized as the
provisions of section 469(g) could never be satisfied.

We recommend that the guidance from PLRs 200308035 and 201015019 be
incorporated into a revenue ruling. Specifically, guidance is requested concerning
whether a second class of stock is created by an S corporation’s pro rata
distributions made to pay: (1) taxes in year one; (2) redemptions in year two; (3)
additional taxes in year three for an amendment of its year one tax return; and (4)
subsequent distributions to pay additional year one taxes.

PLR 201017019 provides that there is only one class of stock when an S
corporation pays distributions to its shareholders based on the apportionment of
taxable income for a given period. The distribution plan discussed in the ruling
also provides that if a subsequent audit increases taxable income for a prior
period, the corporation may make distributions to sharcholders in proportion to
their relative shares of taxable income during the prior period. The payment
policy described in this ruling appears to relate to distributions on specific dates
or events, and there is at least an implication that there may be more than one
distribution, subject to different formulae, within a single corporate taxable year.

Additionally, guidance is needed to confirm that an S corporation. can
simultanecusly make both pro rata distributions according to current stock
ownership and other distributions that meet the varying interest rule of Treas.
Reg, § 1.1361-1(1)(2)(iv) without creating a second class of stock.

Clarification is needed regarding the ordering rule for adjustments to AAA when
ordinary and redemption distributions are made in the same¢ year and an ordinary
distribution occurs after the redemption distribution. Under Treas. Reg. § 1.1368-
2(d)(1D)({i), AAA is adjusted first for ordinary distributions and then for
redemptions. The regulations provide an example where the redemption occurs
later in the year than the ordinary distribution, but does not provide an example
where the redemption occurs prior to the ordinary distribution. Since the
redemption distribution is based on the AAA amount as of the date of the
redemption, the rule is not clear in the case of a post-redemption ordinary
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distribution. The regulation simply says to adjust first for ordinary distributions
but does not make a distinction for those ordinary distributions that are before or
after redemption. One could interpret the rule either way. Reducing the AAA
balance for all ordinary distributions regardiess of the timing relative to the
redemption provides the best answer in most circumstances. Since a complete
redemption is a sale or exchange transaction, the presence of AAA is irrelevant
for purposes of determining the shareholder’s gain or loss on the redemption.
Allocating more AAA to redemptions by ignoring post redemption distributions
doesn’t benefit the redeemed shareholder while it leaves less AAA for the post
redemption distribution to be recovered tax free by the recipient shareholders. We
specifically request an example where ordinary distributions are made subsequent
to a redemption and how AAA is impacted in that situation. Such guidance could
be issued by either modification of the regulation or by revenue ruling.

Treasury Reg. § 1.1361-5 should be updated to reflect the addition of clause (ii)
(relating to termination of a QSub by reason of the sale of QSub stock) to section
1361(b)(3)(C) made by section 8234 of P.L.. 110-28. This can be accomplished in
any of three ways: (1) delete the obsolete portion of existing regulation; (2) add a
sentence to indicate that the old rules apply only for years before the effective
date of the changes; or (3) revise and expand the regulations to indicate that the
old rules apply to years before the effective date of the changes and also set forth
new rules that apply for years after the effective date of the changes.

LOWER PRIORITIES

Guidance is needed as to when, for alternative minimum tax purposes, S
corporations will have attributes which will be different for regular tax and
alternative minimum tax purposes. For example, does an $ corporation have an
Accumulated Adjustments Account for alternative minimum tax purposes which
would differ by the adjustments of sections 56, 57 and 58 from the Accumulated
Adjustments Account for regular tax purposes? Assuming there are Accumulated
Adjustment Accounts kept for each type of tax, if distributions in excess of the
regular tax and AMT Accumulated Adjustments Accounts are made by an S
corporation with accumulated earnings and profits, how much is taxable to the
recipient shareholder for regular tax purposes and how much for AMT purposes?
As more and more taxpayers become subject to the AMT, it is increasingly
important for taxpayers to have guidance on how the regular tax and AMT
interface with respect to commen transactions.

A revenue procedure for the permissible electronic distribution of Schedules K-1
(Form 11208, U.S. Income Tax Return for an S Corporation) should be issued.
(See recently released Revenue Procedure 2012-17 which provides guidance on
partnerships that issue electronic Schedules K-1.)
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7. Guidance is needed as to whether a state tax refund attributable to the S-portion of
an ESBT is allocated to the S-portion.

8. Guidance is needed regarding the temporary shortening of the recognition period
under section 1374(d)(7)(B). Specifically, we request that guidance be issued
excluding recognized built-in gain that is deferred in 2009, 2010 or 2011 (and
beyond, should the provision be further extended) as a result of an income
limitation or installment sale and later recognized during the recognition period
under section 1374(d)(2)(B) or under the installment sales rules not be subject to
tax. In addition, we request clarification as to (1) what happens if a section 444
election is made during the recognition period resulting in a change in the tax
year; (2) whether the “7™ taxable year” for years beginning in 2009 or 2010 (per
American Recovery and Reinvestment Act of 2009) or “5™ taxable year” for years
beginning in 2011 (per Small Business Jobs Act of 2010), as appropriate, or the
“stub-period” months as defined in the regulations determines the temporary end
of the recognition period; and (3) whether the temporary rule applies to regulated
investment companies and real estate investments trusts.

Tax Methods and Periods Technical Resource Panel (Carol Conjura, Chair, at (202)
533-3040, cconjura@kpmg.com; or Jason Cha, AICPA Technical Manager, (202} 434-
9231, jcha@aicpa.org.) NOTE: Comments are listed in priority order.

1. Issue additional guidance on capitalization under section 263:

= Issue final regulations and industry specific guidance under sections 162(a),
168, and 263(a) regarding the deduction and capitalization of expenditures for
tangible assets. [Note: See AICPA comments to IRS submitted on April 17,
2012 and July 16, 2012.] ‘

= Issue guidance clarifying the safe harbor method to allocate success-based
fees under Rev. Proc. 2011-29, including clarification on the allocation of
success-based fees between covered and non-covered transactions, milestone
payments applied to the payment of success-based fees, and contingent
employee compensation.

= Issue proposed regulations under sections 263(a) and 167 providing guidance
on the treatment of capitalized transaction costs, including safe harbor

amortization periods, for certain capitalized costs.

= Release revenue procedure under section 263(a) regarding the capitalization
of cable network property.

» Release revenue procedure under section 263(a) regarding the capitalization
 of natural gas transmission and distribution property.
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Issue additional guidance on capitalization under section 263A:

Issue final regulations under section 263A regarding the inclusion of negative
amounts in additional section 263 A costs.

Issue final regulations under sections 263A and 471 regarding sales-based
royalties and sales-based vendor allowances.

Issue proposed regulations under section 263A for resellers (i) updating rules
to reflect changes in retail business practices (including those resulting from
technological advances and current trends) that have affected the application
and administrability of the existing regulations under section 263A to retailers
that transact both on-site sales and sales that are not on-site sales from the
same sales facility, and (ii) modifying the definitions of on-site sales, a retail
customer, a retail sales facility, a dual-function storage facility, and other
terms in Treas. Reg. § 1.263A-3(c)(5)(ii) to reflect current business practices
of retailers that transact both on-site sales and sales that are not on-site sales
from the same sales facility.

Issue proposed regulations under section 263A: (i) clarifying definition of
costs included in and excluded from the simplified service cost production and
labor cost formulas, (ii) clarifying sufficient documentation for classification
of activities and departments (e.g., sufficiency of interviews with employees),

“and (iii) updating examples to reflect more common situations such as an IT

department.

Issue regulations under sections 263A and 702 regarding the treatment of
excess depletion.

Issue additional guidance on changes in method of accounting:

Issue revised companion revenue procedures authorizing automatic consent
for changing accounting methods under the tangibles régulations.

Modify certain procedures for obtaining automatic and advance consent {o
change a method of accounting in Rev. Proc. 97-27. [Note: See AICPA
comments to IRS submitted on February 13, 2008.]

Modify the voluntary accounting method change procedures addressing
concerns regarding the “issue under consideration” standard for controlled
foreign corporations (CFCs). [Note: See AICPA commenis submitted to IRS
on July 30, 2012.]
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10.

11.

12.

13.

14.

15.

= Issue guidance modifying final regulations and Rev. Proc. 2011-14, as
modified by Rev. Proc. 2012-39, concerning procedures for changing
accounting methods in non-taxable reorganizations under section 381(a).

= Issue guidance regarding changes in method of accounting for section 174
~ research and experimental expenses.

Issue guidance addressing a taxpayer's eligibility for Rev. Proc. 2004-34, as
modified by Rev. Proc. 2011-18, in situations where receipts from gift card sales
are never included in financial statement income. [Note: See AICPA comments
to IRS submitted on July 18, 2012.] '

Finalize the regulations under section 471 addressing the retail inventory method.
[Note: See AICPA comments submitted to IRS on December 13, 2012.]

Issue guidance regarding the relevant factors for determining the tax owner of
property for section 199 purposes, including clarification that the standard for
benefits and burdens under section 199 should be consistent with the standard for
benefits and burdens under section 263 A in contract manufacturing situations.

Issue guidance regarding the time when a business is considered to start for
purposes of section 195.

Issue guidance on the deductibility of foreclosure and holding costs incurred by
banks for other real estate owned (OREQ).

Issue guidance under section 6655 regarding corporate estimated tax payments.
Issue guidance under section 118 specifically relating to the treatment of
refundable and transferable credits and incentives as non-sharecholder

contributions to capital.

Release revenue procedure under section 1638(k)}4) regarding election to
accelerate carryover AMT credits in lieu of claiming bonus depreciation.

Issue guidance under section 179(f) regarding qualified real property.

Issue guidance regarding the application of Treas. Reg. section 1.267(b)-1{b) to
partners and partnerships.

Issue guidance under section 453B regarding nonrecognition of gain or loss on the
disposition of certain installment obligations.

Issue regulations under section 460 regarding the application of the look-back
interest rules to certain pass-through entities with tax-exempt owners.
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16.

17.

18.

Issue regulations under section 460 regarding home construction contracts and
rules for certain changes in method of accounting for long-term contracts.

Issue regulations under section 472 regarding the carryover of LIFO layers
following a section 351 or section 721 transaction,

Issue regulations amending Treas. Reg. section 1.472-8 regarding the IPIC
method.

Tax Practice Responsibilities Committee (James W. Sansone, Chair, (847) 413-6912,
James, Sansone @mcgladrey.com; or Melanie Lauridsen, AICPA Technical Manager,

(202) 434-9235, mlauridsen@aicpa.org.y NOTE: Comments are listed in order of
priority.

1.

Guidance is needed to provide certain core principles for defining “tax shelter”
under section 6662(d), including that the term “tax shelter” is intended to apply to
an entity, plan or arrangement involving an abusive application of the federal
income tax laws, but that the determination of whether a “tax shelter” exists
depends upon all pertinent facts and circumstances. The definition is important
for purposes of the taxpayer accuracy-related penalties under section 6662 and
6662A, the tax return preparer penalty under section 6694, the section 7525
federal tax practitioner privilege, and the written tax advice rules contained in
Circular 230 (Rev. 8-2011),

Little general information is available regarding the investigations of practitioners
and the processing of cases by the Office of Professional Responsibility (OPR).
In addition, regulation of (and limitation) of practitioners’ ability to provide
service to taxpayers is also delegated to the Return Preparer Office (RPO) and the
office of Electronic Tax Administration (ETA). Guidance or information is
therefore needed regarding procedures of OPR and other offices that regulate,
sanction and limit practitioners. Such guidance could be in the form of a
comprehensive “plain English” publication or other statement of a practitioner’s
rights in the case of a referral to OPR or action to restrict a practitioner’s rights or
actions by other IRS offices. This might be done in a publication similar to the
current IRS Publication 1, Your Rights as a Taxpayer.

Relatedly, guidance is needed regarding the safeguarding of the taxpayer’s rights
in an OPR investigation of the preparer. To illustrate, to gather evidence against
the preparer, the IRS examines the tax returns of the preparer’s clients. Those
taxpayers may be asked to give testimony about the targeted tax preparer’s
preparation procedures. In an effort to build a case against the targeted tax
practitioner, we are concerned that the OPR investigator may inadvertently
compromise the taxpayer's rights in the examination. For example, the OPR
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investigator may require that the taxpayer accompany the representative to the
initial tax interview, contrary to the taxpayer’s right to representation as described
in IRM 4,10.2.7.5. The IRS may also require, in an affidavit to be completed at
the initial interview, that the taxpayer provide answers relating to the tax
preparer’s procedures. A taxpayer who is under examination at that time may fear
reprisal if the affidavit is not completed.

Assuming that the proposed amendment of Circular 230 section 10.35 is adopted
substantially as proposed, guidance will be needed regarding the criteria that will
be used to determine the competence of practitioners subject to Circular 230.
Examples of the determination of whether a practitioner demonstrates the required
knowledge, skill, thoroughness and preparation are needed by the practitioner
community for compliance with this new provision.

Additional guidance is needed regarding the imposition of monetary penalties
under Circular 230 as amended by section 822 of the American Jobs Creation Act
of 2004. [Note: See AICPA comments on Notice 2007-39 regarding this issue,
submitted on August 22, 2007.]

Guidance, with the opportunity for prior comment, is needed regarding criteria the
IRS will use in determining whether to:

(1)  assert a section 6694 preparer penalty;

(2) refer a matter to OPR, particularly in the case of alleged violations under
the section 6694 preparer penalty provisions; and

(3) sanction or otherwise limit a practitioner in providing tax services by
OPR, RPO or ETA.

Guidance regarding the interpretation of standards to be applied beyond, for
example, “assessment of penalties” as an enumerated standard, set forth on page
14 of Publication 3112, to deny a practitioner participation in the e-file program,
is essential to provide consistency of application of the standards to limit abuse of
discretion by an IRS employee and to adequately inform practitioners of the
standards to which they will be expected to adhere. -

Trust, Estate and Gift Tax Technical Resource Panel (Frances Schafer, Chair, (202)
521-1511, fwswes3 @comcast.net; or Eileen Sherr, AICPA Senior Technical Manager,
(202) 434-9256, esherr@aicpa.org.) NOTE: Items are listed in priority order.

Domestic

Final regulations are needed on the portability of the deceased spousal unused
exclusion amount under section 2010(c)(4). [Note: See AICPA letter submitied
to IRS on September 14, 2012.]
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Final regulations are needed on the new 3.8 percent tax on unearned income under
section 1411(effective January 1, 2013) as it relates to estates and trusts and the
Form 1041, including filing requirements, timing of remittances, tax forms and
instructions, and any other guidance that will help taxpayers comply with the new
law. [Note: See AICPA comments to Treasury and IRS on this issue submitted
on May 8, 2013.]

A final ruling is needed on the consequences under various estate, gift, and
generation-skipping transfer tax provisions of using a family-owned company
(private trust company) as the trustee of a trust. [Note: See AICPA pre-release
comments on this item submitted on March 29, 2006, and AICPA comments on
the proposed revenue ruling, submitted on November 12, 2008.]

Regulations under section 6034 should add an administrative exception to the
Form 1041-A, U.S. Information Return Trust Accumulation of Charitable
Amounts, filing requirement for complex trusts that claim charitable deductions
under section 642(c) solely for contributions flowed through to them from
partnerships and S corporations. The amendment to these regulations could be
done as part of a project to update the section 6034 regulations to reflect the
changes made to that section by the Pension Protection Act of 2006. In order to
implement this administrative exception as soon as possible, a Notice should be
issued stating that regulations will be revised to allow this administrative
exception to the Form 1041-A filing requirement for these trusts and that these
trusts no longer have to file Form 1041-A. [Note: See AICPA letter submitted to
IRS on September 14, 2010 and AICPA letter submitted to Congress on October
19,2012.]

A simplified procedure is needed to obtain an extension of time to elect out of the
automatic allocation of the GST exemption to indirect skips and at the end of the
estate tax inclusion period, similar to Rev. Proc. 2004-46. Many PLRs have been
issued allowing extensions of time to elect out of the automatic rules, but a
simplified method for obtaining such extensions without the need for a private
letter ruling would benefit taxpayers and the IRS. [Note: See AICPA comments
10 IRS, submitted June 26, 2007.]

Guidance is needed on the ability to split gifts under section 2513 in Crummey or
similar situations, where the donee spouse has an interest in the trust and others
have the ability to withdraw the contributed assets but all the transfers made to the
trust during the year may be withdrawn by trust beneficiaries.

Such guidance is particularly needed in the case of late filing of gift tax returns,
Because of the late filing, there is no opportunity to elect out of deemed allocation
(i.e., each spouse’s GST exemption would be allocated to his or her portion of the
transfer) (Treas. Reg. § 26.2632-1(b)(4)(iii), Ex. 5). [Note: See AICPA
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comments to IRS, submitted June 26, 2007.]

7. Guidance is needed for marital trusts under section 2056(b)(7) similar to Rev.
Rul. 2006-26, regarding plans other than IRAs and defined contribution plans
(i.e., defined benefit plans and deferred compensation plans).

8. Guidance is needed regarding the appropriate means and timing of GST
allocations to pour over trusts from GRAT terminations. Guidance is also needed
under section 2632(c)(5)(AXi) and examples, addressing the application of the
GST exemption automatic allocation rules for indirect skips in a situation in
which a trust subject to an estate tax inclusion period (ETIP) terminates upon the
expiration of the ETIP, at which time the trust assets are distributed to other trusts
that may be GST trusts. {Note: See AICPA comments to IRS, submitted June 26,
2007.]

We appreciate that the 2012-2013 Priority Guidance Plan includes this
suggestion.

9, Clarification is needed in the instructions to Form 709, United States Gift (and
“Generation-Skipping Transfer) Tax Return, with regard to Column C in Part 3 of
Schedule A as to the election made under section 2632(c) (electing “in and out” of
a deemed allocation.) The instructions state that checking the box in Column C
applies only for transfers reported on the return, Confusion can result as the
instructions provide that, if a prior election has been made with respect to future
transfers, the box in Column C should not be checked and no explanatory
statement should be filed with the applicable Form 709. One suggestion would be
to have an additional column to check if an election was made in a prior year that
affects the GST exemption for a transfer made in the current year.

10. Guidance is needed under section 2632(c), regarding the deemed allocation of
GST exemption to certain lifetime transfers to GST trusts, In particular,
clarification is requested with regard to the exceptions to the definition of a GST
trust contained in section 2632(c)(3)}B)(i)-{(vi) as well as the exception in the
flush language of this section dealing with gift tax annual exclusions. Six types of
GST trusts are defined, but there are many gray areas that we would request
additional guidance. Finally, until regulations are issued under section
2632(c)(3)(B)(A)IID), as required by such section, we believe this provision has no
effect.

11, It would be helpful to harmonize what is necessary to satisfy the adequate
disclosure requirements of sections 301.6501(c)-1(e) and -1(f). At a minimum,
section 301.6501(c)-1(e) should contain a safe harbor for appraisal reports as
exists in section 301.6501(c)-1(f).

Foreign Related
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12.

13,

14.

15.

16.

In conjunction with Item #2 above, section 1411(e) exempts a non-resident alien
(NRA) trust beneficiary from the new Medicare surtax. Guidance is needed to
allocate a trust’s net investment income included in DNI between U.S. and NRA
beneficiaries for proper reporting of current year distributions. We assume that the
net investment income included in DNI would be allocated between U.S. and -
NRA beneficiaries in the same manner as other allocations of income and expense
among beneficiaries, whether U.S. or foreign; however, clarity on this would be
helpful. [Note: See AICPA pre-release comments on this item submitted on
March 29, 2006, AICPA comments on the proposed revenoe ruling, submitted on
November 12, 2008, and AICPA comments to Treasury and IRS on this issue
submitted on May 8, 2013.]

Guidance is needed on issues relating to foreign trusts and the HIRE Act. [Note:
See AICPA comments to Treasury and IRS on this issue submitted on March 28,
2011.]

Further guidance is needed on issues relating to foreign trusts and the Foreign
Bank Account Report (FBAR). [Note: See AICPA comments on this issue
submitted to FINCEN, Treasury, and IRS on November 19, 2010 and November
16, 2009.]

A change in the due date of Form 3520A is requested from March 15 to April 15,
to coincide with the due date for calendar year filers of related returns. If a change
in the due date is not possible, then an extension or penalty relief is requested for
taxpayers who file by April 15. In addition, IRS should consider adding a box to
Form 7004 to permit an extension of time to file Form 3520 in cases where the
beneficiary’s income tax return (Form 1040 and Form 1040NR) is not going to be
extended. [Note: See AICPA commenis 10 IRS on this submitted on June 12,
2008, March 3, 2008, January 31, 2007, and June 17, 2003. This change in the
Form 3520A due date is included in proposed legislation, S. 420, introduced
2/28/13 by Senators Enzi and Tester, and H.R. 901, introduced 2/28/13 by Rep.
Jenkins, as well as in Rep. Camp’s March 12, 2013 House Ways and Means
Committee small business tax reform discussion draft and the Senate Finance
Committee March 21, 2013 tax reform options paper on simplifying the tax
system for families and businesses.]

The current tax reporting on Form 1040NR for foreign non-grantor trusts (and
foreign grantor trusts with a U.S. owner) is extremely difficult because the IRS
form is not designed for fiduciary tax return reporting. IRS instructions direct the
preparer to “change the form” for Subchapter J provisions, but attempts to do so
result in inconsistent or inadequate changes and lead to return processing errors
and confusion. The creation of a new Form 1041NR, which could include
information currently reported on Forms 3520 and 3520-A, would eliminate
confusion and mistakes in processing returns and would enhance tax compliance
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17.

18.

19.

20.

filing requirements. [Note: See AICPA comments to IRS on this submitted on
September 22, 2008, March 3, 2008, and January 31, 2007.]

Guidance is needed on whether a foreign grantor trust with a U.S. grantor is
required to file Form 1041 or Form 1040NR and whether a foreign grantor trust
with a foreign grantor and some U.S, income is required to file Form 1041 or
Form 1040NR.

Guidance is needed on the reporting of and recognition of gain under the
expatriation mark-to-market rules in section §77A, including guidance on the
interplay of sections 877A and 684, relating to a transfer to a foreign estate or
trust. ‘

Guidance is needed on how the GST tax applies to grandfathered domestic trusts
that become foreign trusts. This issue may be analogous to a GST-grandfathered
trust that migrates from one state to another; thus, similar rules and safe harbors
should be considered. :

Guidance is needed regarding several aspects of section 2801:

* Guidance is needed regarding reporting the receipt of a “covered gift or
bequest” and the payment of tax thereon required under section 2801(a).
While the IRS has stated in Netice 2009-85, 2009-45 IRB 598, that the
satisfaction of the reporting and tax obligations for covered gifts or bequests
will be deferred pending the issuance of gvidance, the longer the delay, the
longer the undue burden on those who are required to comply with section
2801(a). This guidance should also include the determination of the reduction
of this liability by a credit for the payment of foreign gift or estate taxes on a
covered gift or bequest under section 2801(d).

» (uidance is needed regarding the making of an election by a foreign trust to
be treated as a domestic trust under section 2801{(e)4)(B)(iii). In particular,
guidance is needed regarding the treatment and reporting of the section 2801
tax for transfers “in_trust” under section 2801(e}4). Also, neither section
2801(e)(1) nor the legislative history discusses how property can be acquired
“indirectly” by gift or by an indirect transfer by a decedent for estate tax
purposes. For a covered gift or bequest made to a domestic trust, the section
2801 tax applies in the same manner as if the trust were a U.S. citizen and the
tax must be paid by the trust. Under section 2801(e}4)B)(iii), an election
can be made to treat a foreign trust as a domestic trust for purposes of the
transfer tax on covered gifts and bequests. Guidance is needed on whether the
foreign trust should withhold the section 2801 tax in the distribution(s) to the
beneficiary.

Further, section 2801 does not provide any provisions on how to determine
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21.

22.

23.

whether a distribution from a foreign trust is “attributable to a covered gift or
bequest,” where the trust includes other property in addition to the property
received in the covered gift or bequest. Guidance is needed on this issue.

Guidance is needed as to what qualifies as a “reasonable period of time” for a
U.S. grantor or beneficiary of a foreign trust to pay the trust the “fair market
value” (FMV) for the “personal use” of trust property under section 643(i)(2).
This guidance should alse include the determination of the proper FMV
measurement and whether “de minimis” amounts can be such a small amount as
to make accounting for them unreasonable or administratively impractical. “Safe
harbor” guidelines to administer this new law also would be appreciated. For
example, a grantor or beneficiary might personally maintain landscaping
requirements (at no compensation) for a rental property owned by a foreign trust,
but have little or no personal use of the property during the year. {Note: See
AICPA comments to IRS, submitted March 28, 2011.]

Regulations are needed to enhance guidance in Notice 2009-85 regarding the
reporting of tax withholding and payment of these taxes by trustees to the IRS.
Such guidance is needed as to the appropriate forms and reporting on applicable
tax returns. Guidance on possible “expedited” procedures for successful receipt
of a private letter ruling for an expatriate to determine the value of his or her
interest in the trust would be appreciated. This guidance should also define
“adequate security” for a “tax-deferred agreement” for the covered expatriate’s
return under section 877A(b). :

Regulations are needed under section 6677 regarding the failure to file
information with respect to certain foreign trusts. The HIRE Act amended section
6677, but guidance is not adequate in Notice 97-34, the only IRS guidance on
making a determination on penalties under section 6677, New recently designed
letters, as described in IRS memorandum SBSE-20-0709-016, provide
determination letters based upon a review of a taxpayer’s compliance with section
6677, but taxpayers need regulations to provide them with guidance before the
applicable letter is issued. ‘
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Re: Comments on Pre-Approved Defined Benefit and 403(b) Plans
Dear Mr. Grant,

The American Society of Pension Professionals and Actuaries (“ASPPA™) and the National Tax Sheltered
Accounts Association (“NTSAA™) are sending this letter to request that the Internal Revenue Service
{**IRS8"} consider various changes to the defined benefit and 403 (b} pre-approved plan programs. The
issues raised in this letter, and their resolution, are time critical and we thank you in advance for your
immediate consideration of our request.

ASPPA is a national organization of more than 11,000 retirement plan professionals who provide
consulting and administrative services for qualified retirement plans covering millions of American
workers. ASPPA’s membership includes the members of NTSAA, a nonprofit organization that became
part of ASPPA in order to expand both organizations’ strengths in serving the §403(b) marketplace.
ASPPA and NTSAA members are retirement professionals of all disciplines including censultants,
administrators, actuaries, accountants, and attorneys. ASPPA and NTSAA are particularly focused on the
issues faced by small to medium-sized employers. The membership of ASPPA and NTSAA is diverse but
united by a commoen dedication to the employer-based retirement plan system.

ASPPA and NTSAA recommend that, with respect to the pre-approved defined benefit plan program, the
IRS make the following modifications to Rev. Proc. 2011-49:

1. Permit cash balance plans as part of the existing pre-approved defined benefit program
for the cycle that began February 1, 2013;

2. Extend the deadline for the submission of mass submitter plans from October 31, 2013 to
January 31, 2014; and

3. Expand the master and prototype (M&P) minor modifier program to include volume

submitter plans,

ASPPA and NTSAA recommend that, with respect to the pre-approved 403(b) plan program, the IRS
make the following modifications to Rev. Proc. 2013-22:

1. Extend the submission deadline from April 30, 2014 to January 31, 2015;
2. Modify the definition of mass submitter by reducing the number of word-for-word
adopters from 30 to 10;



3. Confirm that once a mass submitter satisfies the word-for-word thresheld for one plan,
then there is no threshold for all other plans of the mass submitter; and
4. Expand the prototype minor modifier program to include volume submitter plans.

[

Modifications to the Pre-approved Defined Benefit ’lan Program
A. Permit Pre-Approved Cuslt Balance Plans

Rev. Proc. 2011-49 does not permit the submission of hybrid defined benefit plans under
the pre-approved plan program. We urge the IRS to modify Rev. Proc. 201149 to permit, under
the existing pre-approved defined benefit plan program, the inclusion of hybrid plans that are
considered cash balance plans. We recommend that cash balance provisions be included as
options within a pre-approved defined benefit plan (i.e., we do not envision a separate pre-
approved plan program nor separate plan documents or adoption agreements solely to
accommodate cash balance plans).

The 2011 Form 5500 filings reflect that there were 8,068 cash balance plans, of which
5,500 were plans with 20 or fewer participants, and we expect this number to increase. Over 70%
of these plans were based on documents made available by mass submitters who are among the
members of ASPPA's Plan Document Committee. This highlights that: (1) most of the cash
balance plans are based on provisions that are consistently and repeatedly used, (2) most of the
plans provisions are based on pre-approved defined plans language with the exception of the cash
balance specific provisions, which are refatively limited in nature (e.g., the benefit formula and
the definition of the present value of the accrued benefit), and (3) most of these plans could fit
onto a pre-approved plan if such a plan were available. Interestingly, many of the new cash
balance plans (i.e., those that are not conversions of a traditional defined benefit plan) are not
subject to IRS user fees (pursuant to the small plan exemption set forth in Code §7528(b)(2)).

ASPPA believes the following represent compelling reasons for why the IRS should
permit cash balance plans as part of the pre-approved plan program.

1. The current determination letter process is a labor intensive process for both the
IRS and practitioners. In addition, cash balance plans typically require review by same of
the highest-grade IRS personnel. Adding cash balance plans to the pre-approved plan
program would reduce the need for these reviews.

2. There are only a limited number of differences between the language used for a
cash balance plan and a traditional defined benefit plan. These differences are typically
contained in a few sections of the plan — they do not permeate the entire plan.
Nevertheless, our experience indicates that the overwhelming majority of requested
modifications from IRS reviewers relates to language that is identical to language being
used in pre-approved defined benefit plans in sections completely unrelated to the cash
balance provisions. In other words, the vast majority of issues being raised on IRS review
are not unique to cash balance plans. The IRS and practitioners waste countless resources
re-hashing issues with plan language that has been utilized and approved countless times.

3. Some at the IRS have expressed concern that pre-approved cash balance or other
hybrid plans should not be permitted in the pre-approved plan program because the IRS



has not issued final hybrid plan guidance. We fail to see how this issue would impact the
decision on whether to permit pre-approved cash balance plans. The IRS is currently
reviewing cash balance plans on an individual basis without having final guidance. The
IRS would need to address the same issues regardless of the form of plan (ie,
individually-designed or pre-approved). It seems counterintuitive that exponentially more
resources be consumed due to a lack of final guidance. Once guidance is issued, interim
amendments may be required regardless of what form of plan an adopting employer is
using. Furthermore, sponsors of pre-approved plans would adopt interim amendments on
behalf of adopting employers thereby significantly reducing the number of plan
document failures due to the failure to timely adopt interim amendments.

4. The IRS can immediately benefit from an announcement that cash balance
provisions will be included in pre-approved plans. Once a formal change is made to the
revenue procedure to remove the prohibition, plan sponsors can sign Form 8905 and be
entitled to the 6-year pre-approved plan cycle. This will result in an immediate decrease
in the number of future determination letter requests for individually designed cash
balance plans and reduction in the strain on limited IRS resources.

There does not seem to be any policy or practical reason for tying up so many valuable
IRS resources on a popular plan design that could readily fit within a pre-approved pian. If the
IRS has reservations about specific types of hybrid plan designs, then various reasonable
limitations might be considered (e.g., only permitting hybrid plans that are cash balance plans,
prohibiting pre-approved plans when there has been a conversion from a traditional defined
benefit plan, or requiring a limited Form 5307 filing for the IRS 1o review specific provisions that
may be a concern). We would be happy to discuss alternatives.

This is a critical and time-sensitive issue because waiting until the next 6-year cycle, or
creating an entirely new cycle for cash balance plans, merely perpetuates the drain on valuable
resources. The gains by permitting pre-approved cash balance plans in the current cycle would
even be significant enough to outweigh a delay in the 6-year pre-approved plan cycle for defined
benefit plans (it is worth noting that the 6-year cycle for pre-approved plans has a 1 year buffer
built into it). The IRS has already had to make cut backs in this area because of resource
constraints (e.g., the elimination of the determination letter program for identical adopters of pre-
approved plans and the recent announcement that a determination letter program for 403(b) plans
will not be established). Significant resources could be freed up if only half (which we believe is
conservative) of the existing cash balance plans are removed from the individually designed plan
determination letter program.

B. Extend the submission deadline for mass submitter pre-approved defined
henefit plans

Mass submitters must submit their defined benefit plans to the IRS by October 31, 2013
(pursuant to Rev. Proc. 2007-44). The LRMs for defined benefit plans were released in April
2013 and we believe an extension of the October 31, 2013 deadline is necessary. Additional time
will be needed to review the just released LRMSs, update plan language, and distribute the drafts
to potential sponsors and provide them with sufficient time to determine whether they want to be
word-for-word adopters. The IRS extended the mass submitter submission deadline for the prior
6-year defined benefit cycle (as well as for the prior two defined contribution cycles) and the
delay did not materially impact the issuance of opinion and advisory letters. We therefore request
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that the IRS extend the mass submitter submission deadline to at least January 31, 2014 to
coincide with the submission deadiine for all pre-approved defined benefit plans.

C. Expand the minor modifier program to include muass submifter velume
submitter plans

Rev. Proc. 2011-49 established a minor modifier program for master and prototype
(M&P) plans but not for volume submitter plans. There does not appear to be any significant
policy reason for this limitation, particularly where the limitation may result in additicnal plans
being submitted to the IRS. Some mass submitters will submit M&P plans solely to utilize the
minor modifier program while using the volume submitter program for all other plans.
Alternatively, some volume submitter practitioners are willing to pay the high user fee in order to
make modifications to a mass submitter volume submitter plan. Once that high user fee is paid,
there is no reason for the practitioner to limit its modifications to those that are just "minor” since
the user fee was paid for a full review of the plan (i.e., as though it were not based on a mass
submitter plan).

We therefore believe that permitting volume submitter minor modifier submissions may
reduce the number of M&P plans submitted for review and/or reduce the scope of review that is
required to approve volume submitter plans (i.e. volume submitter plans that are based on mass
submitter volume submitter plans but are required to be submitted as non-mass submitter plans
due to modifications). In either case, expanding the minor modifier program to volume submitter
plans will free up additional IRS resources.'

Modifications to the Pre-approved 403(b) Program

We thank the IRS for issuing Rev. Proc, 2013-22 which establishes a pre-approved 403(b) plan

program. The pre-approved program for qualified plans, including the mass submitter program, has been
very beneficial to all interested parties in reducing administrative costs and managing resources. The IRS
has already spent valuable resources in establishing this new 403(b) program and it would be in the best
interests of the IRS, plan sponsors, and adopting employers that it be well received and utilized. Our
comments are being made in the spirit of ensuring that the pre-approved 403(b) program will be
successful.

A. Extend the submission deadline to January 31, 2013

Many pre-approved 403(b} plans will be prepared by document providers who draft
documents for other types of retirement plans. The private sector has resource issues just as the
IRS does, and creating the various remedial amendment period cycles was intended to provide a
better balance of those resources. The IRS has the benefit of establishing deadlines based on its
workflow but the private sector is subject to deadlines imposed by the IRS. Currently, those
deadlines have converged into what may be considered a "perfect storm."

ASPPA and NTSAA recommend that the IRS extend the 403(b) plan submission
deadline from April 30, 2014 to January 31, 2015, for the following reasons,

' While it is too late to address for the current pre-approved defined benefit plan cycle, ASPPA will be submitting a separate
comment letter recommending that the IRS combine the M&P and volume submitter plan programs into one pre-approved plan
program that utilizes the best features of each.
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1. In 2013, document providers and sponsors witl be working with the IRS to ensure pre-
approved defined contribution plans are approved on a timely basis. At the time of the drafting of
this letter, most of the mass submitters have not received their first set of comments on the plans
that were submitted in April 2012. During this time, however, providers have been working on
updating plan document systems that are used to create plans and related documents (such as
summary plan descriptions) because these systems and documents must be available fairly soon
after IRS approval. As indicated above, providers and sponsors must also be drafting their pre-
approved defined benefit plans for submission by October 31 (or for non-mass submitters, by
January 31, 2014). In addition, interim amendments may be needed for Hurricane Sandy relief as
well as for in-plan Roth transfers pursuant to IRC §402A(c)(4).

2. A submission deadline of April 30, 2014, is simply too short for the establishment of an
entirely new program. Providers who intend on being mass submitters of 403(b) plans must draft
the plans based on recently issued LRMs, distribute drafts of the plans to potential sponsoring
organizations for their review, and then obtain at least 30 (or less based on our recommendation
below) word-for-word adopters for submission by the deadline. Working within this time frame is
feasible for an existing pre-approved program. With a new program, however, we do not even
know how many potential sponsoring organizations there are, and many of the potential
sponsoring organizations or volume submitter practitioners have not dealt with IRS pre-approved
plans before (i.e., they may not work with 401(a) plans) and will therefore not understand the
nuances associated with the types of plans nor the significance of reliance.

3. An extended deadline will enable the IRS and practitioners to analyze and resolve issues
with the LRMs that have already been identified and more that may be identified as the drafting
process begins.

4. The recommended extension to January 31, 2013, is only a 9 month extension from the
current deadline and will allow the program to fit within the established 6-year cycles that apply
to pre-approved qualified plans. While our understanding is that 403(b} plans will be reviewed by
IRS agents in the IRS National Office, once the program is firmly established that may not
always be the case. Having a distinct 6-year cycle for pre-approved 403(b) plans that does not
significantly overlap with the 6-year cycles for qualified pre-approved plans will give the IRS
more flexibility to address resource demands in the future without making significant
modifications to the timing of any of the pre-approved plan programs.

B, Modify the definition of muss submitter

An entity must have 30 word-for-word adopters to qualify as a mass submitter. We
request that this threshold be reduced from 30 to 10 word-for-word adopters. We understand the
concerns of the IRS that this potentially could result in the submission of more mass submitter
documents. It is worth noting that the qualified plan pre-approved mass submitter program
initially started with a requirement of 10 word-for-word adopters. While that number was
increased to 30 (other than for money purchase pension plans) to ensure that mass submitters had
a reasonable number of word-for-word adopters, this was done when IRS user fees were
significantly lower than they are today, The current IRS user fees are a deterrent, and in many
cases an impediment, to any unnecessary submissions. A mass submitter must have a reasonable
number of word-for-word adopters in order to make the submission economically feasible.
Equally as important, as indicated above, we do not know how many entities will want to sponsor
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a pre-approved 403(b) plan. It is therefore difficult to gauge whether a potential mass submitter
will be able to meet the threshold. In some cases this may not be known until very close to the
submission deadline. A lower threshold will enable a potential mass submitter to have some
reasonable level of assurance that it will qualify as a mass submitter early enough in the process
to make appropriate adjustments prior to the submission deadline.

C. Clurifications

Mass submitters must make decisions now regarding the number and types of plans they
will submit in order to communicate with potential sponsors and volume submitter practitioners
and cbtain the requisite number of word-for-word adopters. In order to make these decisions, we
request that the IRS clarify the following issues.

Section 11.03 of Rev. Proc. 2013-22 provides that a mass submitter must have at least 30
word-for-word adopting sponsors for each "plan." Section 17.03 provides that once 30 word-for-
word adopters have been submitted on one plan then other mass submitter plans may be
submitted regardless of the number of word-for-word sponsors. Presumably this means that once
a mass submitter has at least one plan that satisfies the requisite threshold, that all other plans
submitted by the mass submitter are considered mass submitter plans. This language is similar to
the language used in Rev. Proc. 2011-49 regarding pre-approved M&P plans, but we request [RS
confirmation of this interpretation as it is critical to know which plans are considered mass
submitter plans. For example, it is questionable whether mass submitters will be able to meet a
separate threshold for both a retirement income contract under IRC §403(b)(9) {which, pursuant
to the revenue procedure, must be a separate plan) and other 403(b) arrangements.

We also request clarification that the retirement income contract is the only type of
arrangement that mandates a separate plan. The Revenue Procedure provides, for example, that
certain provisions (e.g., IRC §401(m)) language is not needed unless the plan is available for
adoption "only as a governmental plan or by a Church or QCCOQ." It is not clear if this requires a
separate plan for these entities or whether a single plan can be made available for all qualifying
entities and this language can be made inapplicable in the situation where one of these entities is
the adopting employer. Once again, this has a direct impact on the number of plans that must be
drafted and therefore requires immediate clarification.

D. Expand the minor modifier program to include mass submifter volume
submitter plans

Similar to the request in Part 1 of this letter for pre-approved defined benefit pians, we
request that Rev. Proc. 2013-22 be modified to permit the minor modifier program be made
available for pre-approved volume submitter 403(b) plans. In addition to the reasons stated above,
there are two additional factors that are unique to the 403(b) program that make this expansion
even more critical to the 403(b) pre-approved plan program.

First, there is no determination letter program for 403(b) plans. This makes volume
submitter plans significantly more attractive than prototype plans because of the ability to have
reliance on unmodified language (i.e., an employer has reliance on unmodified language as long
as the plan is "substantially similar" to the pre-approved plan). An employer that modifies a
prototype plan loses reliance on the entire plan.



Second, Rev. Proc. §21.04 only permits word-for-word or minor modifier submissions
after the submission deadline of April 30, 2014, With qualified plans, we have decades of
experience with written plans and the pre-approved plan program. The written plan requirement
for 403(b) plans is relatively new and the pre-approved program is new, This means that it will be
difficult to determine whether plans drafted today will meet the needs of a provider in the years
that follow, especially as employers begin to adopt the plans. This means there is likely to be a
need for submissions after the April 30, 2014 submission deadline to accommodate changing
business needs.

Mass submitters must be able to address the demands of their clients. It is quite possible
that there is current demand for only volume submitter plans. But mass submitters must also
submit mass submitter prototype plans to insure there is access to the minor modifier program, for
gither current or future use. This seems to be an unnecessary use of IRS resources.

Regardless of whether the IRS combines the programs, we believe that expanding the
minor modifier program to volume submitter plans is a relatively easy accommodation to make
(i.e., it will not require a restructuring of the Rev. Proc.) and is one that will improve the program.
There is no downside to making this modification and we believe it will reduce the number of
plans submitted for review.

These comments were primarily authored by Robert Richter, JD, LLM, APM and are submitted on behalf
of ASPPA’s Plan Document Subcommittee, Elizabeth Hallam, CPC, Chair and the Tax Exempt
Governmental Plans Subcommittee, Edie Russo, Chair, We welcome the opportunity to discuss these
issues further with you. If you have any questions regarding the matters discussed herein, please contact
Craig Hoffman, General Counsel and Director of Regulatory AfTairs at (703) 516-9300.

Thank you for your time and consideration.

Sincerely,

s/ fsf

Brian H. Graff, Esq., APM Judy A. Miller, MSPA

Executive Director/CEQ Chief of Actuarial Issues

s/ /s/

Craig P. Hoffman, Esq., APM John R. Markley, FSPA, Co-Chair
General Counsel Gov’t Affairs Committee

/s/ s/

Ilene H. Ferenczy, Esq., APM, Co-Chair Robert M. Kaplan, CPC, QPA, Co-Chair
Gov’t Affairs Committee Gov't Affairs Committee

cc:

Mr. Robert Choi
Director, Employee Plans



Internal Revenue Service
1750 Pennsylvania Avenue, NW
Washington, DC 20006

Ms. Joyce Kahn

Acting Director, EP Rulings & Agreements
Internal Revenue Service

1111 Constitution Ave NW

Washington, DC 20224-(0002

Ms. Victoria A. Judson

Division Counsel/ Associate Chief Counsel
Tax Exempt & Governmental Entities
Internal Revenue Service

1111 Constitution Avenue, NW

4306 IR

Washington, DC 20224

Mr. George H. Bostick
Benefits Tax Counsel

Office of Tax Policy

U.S. Department of Treasury
1500 Pennsylvania Avenue NW
Washington, DC 20220-0001
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Re: Suggestions for Combining the M&P and Volume Submitter Pre-Approved Plans
Programs

Dear Mr. Grant:

The American Society of Pension Professionals and Actuaries (“ASPPA™) appreciates the
opportunity to provide suggestions for improving the pre-approved plan program (the “Program”) by
combining the Master & Prototype (“M&P™) and Volume Submitter (“VS”) components of the
Program. As you know, ASPPA has been a strong supporter of the Program and appreciates the on-
going efforts by the Internal Revenue Service (“IRS™) toward improvements.

ASPPA is a national organization of more than 11,000 retirement plan professionals who provide
consulting and administrative services for qualified retirement plans covering millions of American
workers. ASPPA members are retirement professionals of all disciplines including consuitants,
administrators, actuaries, accountants, and attorneys. ASPPA is particularly focused on the issues
faced by small- to medium-sized employers. ASPPA’s membership is diverse but united by a
common dedication to the employer-based retirement plan system.

ASPPA appreciates on-going IRS efforts to reduce the differences between the M&P and VS
programs. Revenue Procedure 2011-49 (“Rev. Proc. 2011-49") provided several helpful changes that
minimize the distinctions between these types of plans. However, ASPPA believes that further steps
can be taken to combine the two document types which should increase the efficiency in the IRS
review ofthese plans (saving valuable IRS stafftime), in particular by eliminating redundantreview
of nearly identical M&P and VS documents and reducing the number of plans seeking approval
letters. Combining the M&P and VS programs will assist the IRS, industry professionals and
adopting employers by providing a more streamlined process for submitting, reviewing and adopting
pre-approved plans,

In addition to suggesting that the IRS combine the best features of the M&P and VS programs,
ASPPA wishes to recommend several other enhancements to the Program, which ASPPA believes
will provide greater efficiencies for the IRS, assist practitioners in providing better services and
improve the ability of adopting employers to utilize this already extremely-successful program.
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In order to streamline the pre-approved plan procedures, ASPPA recommends that the IRS eliminate
the procedural and substantive distinctions between the M&P and VS programs by incorporating the
best current features of both programs into a single pre-approved plan program. ASPPA’s
experience indicates that most employers adopting and maintaining qualified retirement plans only
care that the plan is pre-approved by the IRS. The distinctions between M&P and VS are irrelevant
to them and, in fact, create confusion as practitioners try to explain the differences. Over the years,
the distinctions between the M&P and VS programs have lessened, especially with the ability of VS
plans to take the form of a basic plan document and adoption agreement. In fact, most mass
submitters who utilize both M&P and VS adoption agreement-style plans, submit virtually identical
plans under the Program. This causes redundant and unnecessary review by IRS staff. As a
preliminary recommendation, ASPPA suggests eliminating the terms “master and prototype (M&P)
plan” and “volume submitter (VS) plan” under the relevant revenue procedures and instead use ““Pre-
Approved Plan” or a similar term.

Greater efficiencies for the IRS, practitioners and adopting employers could be accomplished by
eliminating the procedural and substantive distinctions between the M&P and VS programs. With
respect to the substantive distinctions, this could be accomplished by allowing all pre-approved
plans to include:

e Governmental plan provisions as currently available to VS plans.

* Non-safe harbor hardship withdrawal provisions as currently available to VS plans.

¢ The ability for participants to make a one-time irrevocable election not to participate in the
plan as currently available to VS plans.

e The ability for participants to make employee contributions in all pre-approved defined
benefit plans as is currently available for VS defined benefit plans.

With respect to the procedural distinctions, ASPPA recommends:

s Allowing all pre-approved plan sponsors to submit under the “minor modifier” rules as
currently available to M&P plans.

* Allowing adopting employers of all pre-approved plans to be able to submit minor
modifications using Form 5307 as currently available to VS plans,

e Clarifying the use of “Describe” or “Other” lines (i.e., “blanks or fill-in provisions™) in all
pre-approved plans and when a change by an employer requires the submission of Form
5300 or Form 5307 for a determination letter.

¢ Defining a pre-approved “mass submitter” in the same manner as currently defined under the
M&P program.

e Allowing all pre-approved plans to take the form of a text- or contract-style document as
currently available for VS plans.

* Permitting the “flexible plan” option in all pre-approved plans as currently available for
M&P plans. '

* Retaining the special rules applicable to “standardized” M&P plans,



» Eliminating the requirement that the VS practitioner (or if expanded pursuant to the first
bullet above, the sponsoring organization) be onthe power of attorney when a determination
letter request is made using Form 5307.

In addition to eliminating the substantive and procedural distinctions between the M&P and VS
programs, ASPPA recommends the following enhancements to the Program:

o Permit increased incorporation by reference in pre-approved plan documents.

s Allow ESOP and cash balance provisions in pre-approved plan documents.

* Improve the existing program for approval of separate trust documents,

* Allow the combination of basic, non-deferral profit sharing and money purchase plan
provisions into a single adoption agreement,

s Remove the early submission deadline for mass submitter plans.

j—
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1. Replace the Terms “Master and Prototype (M&P) Plan™ and *Volume Submitter (VS)
Plan” with the Term “Pre-Approved Plan”

Rev. Proc. 2011-49, consistent with predecessor procedures, provides specific definitions and
procedures for “master and prototype (M&P) plans”' and “volume submitter (VS) plans.”
Eliminating the distinctions between M&P and VS plans would allow a much more streamlined
revenue procedure. The terms “master and prototype (M&P) plans” and *“volume submitter (VS)
plans” could be replaced with a more generic term referring to pre-approved plans.

ASPPA recommends climinating the terms “master and prototype (M&P) plans” and “volume
submitter (VS) plans” and substitute a more generic, all encompassing term, such as “Pre-Approved
Plans” or something similar. This letter will use the term Pre-Approved Plan to describe the
recommended change to the Program.

I, Allow All Pre-Approved Plans to Tnclude Governmental Plan Provisions

Under current procedures, the IRS will not issue approval (i.e., opinion) letters to M&P plans that
“would not satisfy the qualification requirements except as governmental plans as described in Code
§414(d).”” On the other hand, the IRS will approve governmental VS plans (except to the extent
they include so-called “DROP” or similar provisions).* A significant segment of the qualified plan
sponsors utilize the governmental plan provisions of the Code. Providing access to a Pre-Approved
Plan document provides efficiencies for the IRS, practitioners and adopting employers.

ASPPA recommends that the IRS allow Pre-Approved Plans to take the form of governmental plans
as currently available to VS plans.

! See Rev. Proc. 2011-49, Part I.

? See Rev. Proc. 2011-49, Part I1.

* See Rev. Proc. 2011-49, Section 6,03(10).
* See Rev. Proc. 2011-49, Section 16.03(10).



I, Permit Non-Safe Harbor Hardship Withdrawal Provisions

Under current procedures, the IRS will not approve M&P “Section 401(k) plans (standardized and
nonstandardized) that provide for hardship distributions other than those described in the safe harbor
standards in the regulations under §401(k).”® (On the other hand, VS plans may allow 401(k) plans
to permit non-safe harbor hardship distributions if “these distributions are subject to
nondiscriminatory and objective criteria contained in the plan.”)°

ASPPA recommends allowing a Pre-Approved Plan to include non-safe harbor §401(k) hardship
distributions with the condition that these distributions are subject to nondiscriminatory and
objective criteria.

IV.  Permit One-Time Irrevocable Participant Elections Not to Participate in Any Pre-
Approved Plan

During the last Pre-Approved Plan review cycle (i.e., EGTRRA), only VS plans were permitted to
include provisions that would permit a plan participant to make a one-time irrevocable election not
to participate in the plan. This was a change from the previous IRS position which had permitted
these elections in both M&P and VS plans. At this peint in the current Pre-Approved Plan review
cycle, it is unclear whether there will be a change in the IRS position on this issue.

ASPPA sees no policy reason for prohibiting a one-time irrevocable election provision in any Pre-
Approved Plan. The coverage and 401(k) regulations provide protections by requiring that plans
treat employees who make a one-time irrevocable election to participate as not benefitting under the
plan. There are many reasons why participants choose not to participate and this option should not be
precluded simply because the plan sponsor has utilized a particular type of Pre-Approved Plan
document,

ASPPA recommends allowing all Pre-Approved Plans to include provisions that would permit an
employee to make a one-time irrevocable election not to participate in the plan.

Y. Alow Employee Contributions in Pre-Approved Defined Benefit Plans
Under current procedures, the IRS will not approve M&P defined benefit plans “that provide for
employee contributions.”” VS plans are not subject to this restriction and there is no policy reason

not to permit employee contributions in a unified Pre-Approved Plan program.

ASPPA recommends allowing all Pre-Approved Plans (defined contribution and defined benefit) to
provide for employee contributions.

V1. Allow Pre-Approved Plan Sponsors to Subsiit under the *Minor Modifier” Rules

® See Rev. Proc. 201 1-49, Section 6.03(14).
® See Rev. Proc. 2011-49, Section 16.03(13).

"See Rev. Proc. 2011-49, Section 6.03(9).



Currently, under the M&P plan program, mass submitters may submit a “minor modification” ofan
otherwise word-for-word plan, pay a reduced submission fee and receive an opinion letter for the
plan. A VS plan sponsor does not have the ability to make a “minor modification™ of a VS mass
submitter’s plan and receive an advisory letter. Any modification to the VS plan would require the
submission of a separate VS plan submission for each plan. The number of individual plan
submissions for an identical modification would needlessly tie up IRS resources.

ASPPA recommends allowing “minor modification” filing of any mass submitter Pre-Approved
Plan, with the reduced submission fees.

VIL.  Allow All Adopting Employers to Make Minor Medifications to a Pre-Approved I'lan
and Submit Using Form 5307

Under Rev. Proc. 2011-49, “an employer that amends any provision of an approved M&P plan
including its adoption agreement ... is considered to have adopted an individually designed plan."8
(Emphasis added.) The consequence to the employer is that, in order to receive reliance that the
form of the plan satisfies the qualification requirements, the employer must submit the plan for a
determination letter using Form 5300, which requires an extensive IRS review.

On the other hand, an employer that makes “limited modifications” to an approved VS plan may
submit the plan for a determination letter on Form 5307, with its lower submission fee.” Inthis case,
the IRS does a limited review of the plan because the focus is only on the medifications and not on
the unmodified provisions of the pre-approved plan.

We understand that the IRS may be concerned that expanding the ability to make limited
modifications will result in additional Form 5307 filings by adopting employers that want to obtaina
determination letter. The concern is that these employers may make modificationstoa Pre-Approved
Plan solely to obtain a determination letter. We do not believe this will occur. Those practitioners
who want to obtain these "protective” type rulings could do so by using a volume submitter plan.
Our experience, however, is that practitioners have not been recommending that employers make
unnecessary modifications to Pre-Approved Plans. The very high IRS user fee associated with Form
5300 can be a deterrent to modifying an M&P plan where someone is not sure whether a particular
modification is absolutely necessary. IRS user fees, however, are only a component of the cost of
modifying a Pre-Approved Plan. The practitioner will charge the employer for preparing the
submission and addressing any IRS concerns, It is the total cost that is a deterrent and is the primary
reason why the Pre-Approved Plans program has been so successful, While there may still be some
practitioners who want a “protective” determination letter, the IRS has made great progress in
addressing their concerns.

ASPPA recommends that any employer that makes a *“minor modification” to any Pre-Approved
Plan may submit the plan for a determination letter using Form 5307.

¥ See Rev. Proc. 2011-49, Section 5.02.
% See Rev. Proc. 2013-6, Part I, Sections 9.01 and 9.02.



VILL.  Clarify that the Use of “Describe” or “Other” Lines in a Pre-Approved Plan is not
considered a modification to the Pre-Approved Plan

Under current procedures, both M&P and VS plans may include “describe” or “other” lines
(referred to as “blanks or fill-in provisions”), provided “the provisions have parametersthat preclude
the employer from completing the provisions in a manner that could violate the qualification
requirements.”'® Generally, insertion of language in the pre-approved “describe” lines is not a
modification of the pre-approved language and therefore does not affect automatic reliance on the
terms of the plan. :

Because of the current rules, many practitioners recommend that any employer that completes any
“blank or fill-in provision,” even when it can be argued that the provision is within the parameters of
the “blank or fill-in provisions,” file for an individual determination letter. Generally, this is due to
uncertainty on whether the completion of the "blank or fill-in provision" is considered to be a
modification to the Pre-Approved Plan.

ASPPA recommends that the IRS clarify that “blank or fill-in provisions” in Pre-Approved Plans
which are completed within the “parameters” associated with the "blank or fill-in provisions” are not
considered modifications to the Pre-Approved Plan and therefore do not affect an employer’s ability
to rely on an opinion or advisory letter.

IX. Befine a Pre-Approved Plan *Mass Submitter” in the Same Manner as Currently
Defined under the M&P Program

Under current procedures, an M&P mass submitter and a VS mass submitter are defined differently.
Section 4.08 of Rev. Proc. 2011-49 defines M&P mass submitter as “any person that ... submits
opinion letter applications on behalf of at least 30 unaffiliated sponsors, each of which is sponsoring,
on a word-for-word identical basis, the same basic plan document. ... An M&P mass submitter will
be treated as an M&P mass submitter with respect to all of its M&P plans provided the 30
unaffiliated sponsor requirement is met with respect to at least one basic plan document.” A basic
plan document may have numerous adoption agreements associated with it.

Section 13.06 of Rev. Proc. 2011-49 defines VS mass submitter as “any person submits advisory
letter applications on behalf of at least 30 unaffiliated practitioners each of which is sponsoring, ona
word-for-word identical basis, the same specimen plan, A VS mass submitter will be treated asa VS
mass submitter with respect to each specimen plan for which the 30 unaffiliated practitioner
requirement is separately met.” Under Section 13.02 of Rev. Proc. 2011-49, a specimen plan “may
consist of a basic plan document and an adoption agreement.” (Emphasis added.)

One consequence of the differing definitions is that a VS mass submitter using the adoption
agreement format must have at least 30 practitioners for each adoption agreement associated with the
basic plan document. This means some VS mass submitters who cannot secure 30 practitioners fora
particular adoption agreement (such as the less popular money purchase plan adoption agreement)
are not able to provide this type of plan to practitioners. This result causes the possible need for

19 See Rev. Proc. 2011-49, Sections 6.03(18} and 16.03(17).



adopting employers to adopt costly individually-designed plans and file such plans for a
determination letter.

ASPPA recommends that the definition of a Pre-Approved Plan mass submitter generally follow the
current definition of M&P mass submitter, particularly with respect to the adoption agreement and
basic plan document requirements.

ASPPA recommends further that the IRS reassess the need to have 30 unaffiliated sponsors
(practitioners) associated with a basic plan document or specimen plan to receive mass submitter
status. This is particularly difficult for a mass submitter that wishes to sponsor a governmental VS
plan, which is required to have a separate basic plan document.

X. Allow All Pre-Approved Plans to Take the Form ot a Text- or Contract-Style Document
Under current procedures, an M&P plan must take the form of a basic plan document with one or
more adoption agreements.'' A VS plan may take the form of a basic plan document and an
adoption agreement or a single plan that does not use an adoption agreement (i.e., a text- or contract-

style document).'?

ASPPA recommends that a Pre-Approved Plan be able to take either the form of a basic plan
document with MULTIPLE adoption agreements or a text- or contract-style format.

X1.  Permit the “Flexible Plan™ Option lor All Pre-Approved Plans
Under current procedures, an M&P mass submitter may submit a “flexible plan” that altows a mass
submitter to designate optional provisions that may be included or deleted. A VS mass submitter

does not have this ability.

ASPPA recommends that a Pre-Approved Plan mass submitter always have the ability to utilize the
“flexible plan” approach.

XIL  Retain the Special Rules Applicable to “Standardized” M&P plans

Current procedures apply special restrictive requirements for a “standardized plan.”" A standardized
plan then receives enhanced reliance on its approval letter."

ASPPA recommends the Pre-Approved Plan procedures retain the special restrictive requirements
for a “standardized” Pre-Approved Plan with the resulting enhanced reliance on its approval letter.

XIH1. Eliminate the Requirement that the VS Practitioner be on the Power of Attorney for
Form 5307 Submissions.

* Sze Rev. Proc. 2001-49, Sections 4.01 and 4.02.
12 See Rev. Proc. 2011-49, Section 13.02.

** See Rev. Proc. 2011-49, Section 4.9.
1% See Rev. Proc. 2011-49, Section 19.01,



Current procedures require that an employer requesting a determination letter for a VS plan using
Form 5307 allow the VS practitioner to act as an authorized representative of the employer with
respect to the request. The employer uses Form 2848 for this purpose. This requirement is
unnecessary when an employer authorizes another representative (generally in-house or local
counsel) to represent the employer. Generally, the other representative has worked directly with the
employer on the plan language that modifies the VS plan (thus, the reason for the need for a
determination letter) and answers all inquiries from the IRS relating to the Form 5307 submission.
The VS practitioner does not become involved at this level. The need to name the VS practitioner as
an authorized representative in addition to another authorized representative is unnecessary and may
be a deterrent to some employers filing determination letters on Form 5307. In some cases, the
requirement may cause the employer to submit for a determination letter using Form 5300 requiring
an extensive IRS review,

ASPPA recommends that the IRS eliminate the requirement that a plan sponsor requesting a
determination letter for a VS plan using Form 5307 must allow the VS practitioner to act as an
authorized representative of the plan sponsor with respect to the request.

XIX. Additional Enhancements to the Pre-Approved Plan Program

While the major focus of this letter relates to combining the M&P and VS programs into a
consolidated Pre-Approved Plan Program, ASPPA has additional recommendations for
enhancements to the Pre-Approved Plan Program.

A. Permit More Incorporation by Reference in Plan Documents,

Current procedures contain many restrictions on a pre-approved plan’s ability to incorporate
statutory and regulatory provisions by reference. Because many statutory and regulatory
provisions are quite lengthy and complex, a plan document cannot capture all legal nuances.
In many cases, the plan sponsors and practitioners must still consult regulatory and other
guidance provided outside of the plan document to properly operate and administer the plan.
In addition, any time a regulation or other guidance is subsequently issued that contradicts
the provisions of the plan, the plan must be amended to conform to the new guidance.

ASPPA recommends that the IRS permit, but not require, Pre-Approved Plansto incorporate
statutory and regulatory provisions by reference, especially provisions required for
ADP/ACP testing and Code sections 401{(a}(9) and 415.

B. Improve the Existing Separate Trust Approval Process for Use with Pre-Approved
Plans

Some corporate trustees (i.e., independent financial institutions) require employers adopting
pre-approved plan documents to use custom trust language if the institution is servingasplan
trustee. Current IRS procedures require that cach mass submitter submit all custom trust
documents that an employer may use with its pre-approved plans. This submission
requirement results in the same trust document being submitted numerous times by the
different mass submitters resulting in duplicate reviews and wasted IRS time,



ASPPA recommends that the IRS adopt procedures that would provide that the trustee is
responsible for filing any custom, separate trust with IRS. After approval, any adopting
employer could use the trust with any pre-approved document. ASPPA would be pleased to
work with the IRS and trustees in working out the details of the program.

C. Allow Combination of Profit Sharing and Money Purchase Plans within the Same
Adoption Agreement or Text-Based document.

Under current procedures, Pre-Approved Plan adoption agreements cannot combine profit
sharing plan language with money purchase plan language even though the provisions of
each plan are very similar.

ASPPA recommends that the IRS allow the combination of basic, non-deferral profit sharing
and money purchase plan provisions into a single adoption agreement or text-based
document. This could produce a significant cost savings and reduce IRS review time.

D. Remove the Early Submission Deadline for Mass Submitter Filings

Current procedures require mass submitters to submit their defined benefit plans by October
31 of the year in which the submission cycle begins for a particular pre-approved plan. For
example, the mass submitter deadline for pre-approved defined benefit plans for the current
cycle is October 31, 2013. ASPPA submitted a separate comment letter requesting an
extension of this specific deadline. ASPPA believes, however, that it would be beneficial to
eliminate entirely the early submission deadline for mass submitter plans.

The mass submitter submission deadline has been extended for every pre-approved plan
cycle since the cycles were established. The rcasons for the extensions have varied.
Regardless of the reasons, the process of releasing formal guidance extending the deadline
consumes IRS resources. More importantly, a delayed deadline may be more appropriate for
mass submitter plans than for non-mass submitter plans. The reason for the early submission
deadline was to provide extra time for IRS reviewers as mass submitter plans go through a
two-step review process. Inaddition, time must be provided to review plans that are based on
a mass submitter but are not identical to the mass submitter. However, mass submitters must
circulate drafts of their plans to a large number of potential sponsors to ensure the plan is
suitable for their use. In many cases, modifications are made to enable these entities to be
word-for-word adopters. This process is time-consuming but in the end, benefits the IRS in
that the mass majority of entities ultimately end up being word-for-word adopters. Thus,
providing additional time to enable mass submitters to adjust their plans to ensure more
entities can be word-for-word adopters is beneficial for the Pre-Approved Plan Program.

ASPPA recommends that the IR S eliminate the early submission deadline thatis applicable
to mass submitters.

These comments were prepared by ASPPA’s Plan Documents Committee of the Government Affairs
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Committee, Elizabeth Hallam, CPC, Chair, and primarity authored by John Griffin, JD, LLM, APM and
Robert Richter, JD, LLM, APM. Please contact Craig Hoffman, General Counsel and Director of
Regulatory Affairs at (703) 516-9300 if you have any comments or questions regarding the matters
discussed above. Thank you for your consideration of these comments.

Sincerely,

s/ s/

Brian H. GrafT, Esq., APM Judy A. Miller, MSPA

Executive Director/CEO Chief of Actuarial Issues

s/ s/

Craig P. Hoffman, Esq., APM John R. Markley, FSPA, Co-Chair
General Counsel . Gov’'t Affairs Committee

fs/ ' /s/

llene H. Ferenczy, Esq.. APM, Co-Chair Robert M. Kaplan, CPC, QPA, Co-Chair
Gov’t Affairs Committee Gov’t Affairs Committee

cc:

Mr. Robert Choi

Director, Employee Plans
Internal Revenue Service

1750 Pennsylvania Avenue, NW
Washington, DC 20006

Ms. Joyce Kahn

Acting Director, EP Rulings & Agreements
Internal Revenue Service

1111 Constitution Ave NW

Washington, DC 20224-0002

Ms. Victoria A. Judson

Division Counsel/ Associate Chief Counsel
Tax Exempt & Governmental Entities
Internal Revenue Service

1111 Constitution Avenue, NW

4306 IR

Washington, DC 20224

Mr. George H. Bostick

Benefits Tax Counsel

Office of Tax Policy

U.S. Department of Treasury
1500 Pennsylvania Avenue NW
Washington, DC 20220-0001
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Imternal Revenue Service

Attn: CC:PA:LPD:PR {Notice 2013-22)
Room 5203

P.O. Box 7604

Ben Franklin Station

Washington, DC 20044

Re: 2013-2014 Guidance Priority List
SirMadam:

This letter is in response to Notice 2013-22 and the Department of Treasury and the
Internal Revenue Service’s invitation for public comment on recommendations for
items that should be included on the 2013-2014 Guidance Priority List. We
appreciate the opportunity to provide input to formulate a guidance plan that
focuses on guidance items that are important to taxpayers and tax administration.

As a Section 501(c)(3) membership association encompassing more than 350
grantmaking organizations, The Council of Michigan Foundations (“CMF")
strongly urges the Department and Service to include in its Guidance Priority List
guidance relating to program-related investments (“PRI” or “PRIs”). PRIs are an
important, yet underutilized vehicle by which grantmakers may accomplish their
charitable purposes. PRIs are underutilized, however, due to minimal guidance
regarding qualifying investments and lack of a timely process for approving PRIs.

In 2012, the IRS issued proposed amendments to 26 C.F.R. § 53.4944-3 concerning
PRIs. We expressed our comments to the amendments in a letter dated July 16,
2012, a copy of which is attached. We request that the Department and Service
consider our letter and recommended course of action for improving the guidance
relating to PRIs as part of the 2013-2014 Guidance Priority List.

Additionally, we recommend that further guidance be provided with respect to
jeopardizing investments under Section 4944 of the Internal Revenue Code (the
“Code™), and offer one other suggestion to allow private foundations to share
rulings related to PRIs.

First, we request that the Service issue guidance that a mission-related investment
(“MRI") made primarily for charitable purposes is not a jeopardizing investment
under Section 4944 of the Code. A “mission-related investment” is a commonly
used term among grantiakers and refers to an investment made by a charitable
organization to further one or more social objectives. Often, mission-related
investments are made primarily for charitable purposes, and as such, are similar to
PRIs in that the primary purpose of the investment is to accomplish one or more of
the purposes described in Section 170(c)2)(B). However, MRIs differ from
program related investment in that the decision to make the investment is treated
primarily as an investment decision rather than a programmatic decision by the
foundation. Also, an MRI, whether or not made primarily for charitable reasons, is
not treated as a qualifying distribution under Section 4942 of the Code.

Main Office: One South [Tarbor Avenue, Suite 3, Grand Haven, M1 49417 p 616.842.7080 £616.842.1760
Southeast Michigan Office: 300 River Place, Suite 5250, Detrotr, MT 48207 p 313.506.2444 £313.566.2445

wwasmichiganfoundations.org
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Section 4944 of the Code and the regulations thereunder impose taxes on investments made by private foundations which
jeopardize charitable purposes. 26 C.F.R. § 53.4944-1 contains care and prudence standards for making a determination as
to whether an investment is a jeopardizing one. Guidance is requested to clarify that a mission-related investment made
primarily for charitable purposes, or more broadly, any investment, the primary purpose of which is to accomplish one or
more of the purposes described in Section 170(c)(2)(B), is not a jeopardizing investment under Section 4944 of the Code.

Finally, as described in the attached letter, we previously requested that the Service amend the regulations to allow rulings
relating to PRIs to be relied upon by other parties. While we still urge the Service to give consideration to this suggestion,
we ofter one other recommendation regarding refiance on PRI rulings.

As you know, currently the Code and revenue procedures indicate that a taxpayer may not rely on a letter ruling issued to
another taxpayer or use another taxpayer’s written determination as precedent. At least with respect to PRIs, this
prohibition on reliance is especially frustrating. Often with economic development projects where a project cannot be
financed on traditional commercial terms, multiple foundations may make substantially identical PRIs in the same project.
We ask that the Service consider a procedure which would allow a ruling or determination issued to one foundation to be
shared among, and relicd upon by, foundations investing in the same project so long as the investments are made on
substantially similar terms.

For example, assume XYZ Foundation applies for a private letter ruling that its investment in an urban investment fund
will qualify as a PRI. The fund will make loans to growth-criented businesses in target urban core areas. The target
businesses face obstacles to traditional financing by being above the credit risk threshold for commercial bank loans and
below the size and return threshold for other mezzanine financing. The fund’s principal purpose in making the loans is
charitable, and more specifically, is intended to promote economic development, relieve the underprivileged, eliminate
prejudice and discrimination and combat community deterioration. The loans significantly further the accomplishment of
XYZ Foundation’s exempt activities and would not have been made but for such relationship between the loans and XYZ
Foundation’s exempt activities. The urban investment fund is organized as a limited partnership and governed by a
limited partnership agreement. Each private foundation investor will execute the limited partnership agreement of the
fund and participate in the investment on substantially identical terms.

Assume that the Service makes a determination that XYZ Foundation’s investment in the urban investment fund
constitutes a PRI. We request that this ruling be shared and relied upon by other private foundations that invest in the
urban investment fund pursuant to the limited partnership agreement. Alternatively, each private foundation may make a
loan to the urban investment fund utilizing template loan documents. Assuming that the Service makes a determination
that XYZ Foundation’s loan to the urban investment fund constitutes a PRI, we request that this ruling be shared and relied
upon by other private foundations that loan to the urban investment fund utilizing the template loan documents.

On behalf of CMF, and our 350 member foundations, we thank you for the opportunity to provide recommendations for
guidance on PRIs for inclusion on the 2013-2014 Guidance Priority List. We welcome future dialogue regarding our
comments and suggested guidance for PRIs. If we can be of additional assistance, please let me know,

Sincerely,

e

Robert Collier
President and CEO
Council of Michigan Foundations

ce: Sue Santa, Vice President, Council on Foundations
Ruth Madrigal, Office of Tax Policy, U.S. Department of Treasury
Representative David Camp, Chair Ways and Means Committee
Representative Sander Levin
Senator Debbie Stabenow
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March 25, 2013

VIA EMAIL TO: Notice.Comments@irscounsel.treas.gov
Internal Revenue Service

Atn: CC:PA:LPD:PR (Notice 2013-22)

Room 5203

P.O. Box 7604

Ben Franklin Station

Washington, D.C. 20044

Re:  Notice 2013-22
To Whom It May Concern:

CharitablePlanning.com (“CPC™) has the following suggestions for IRS to consider as it
identifies and prioritizes tax issues to be addressed through published guidance for the fiscal year
July 1, 2013 through June 30, 2014.

1. Clarification of the Type II Supporting Organization Regulations

Supporting organizations (“SOs”} are described in Section 509(a)(3) of the Internal
Revenue Code of 1986, as amended from time to time (*Code”). [Note: All references to
“Section” shall be to sections of the Code, unless clearly indicated to the contrary.] Section
509(a)(3) excludes from the definition of “private foundation™ those organizations which meet
the requirements of Section 509(a)(3)(A), (B), and (C). CPC requests that the Service issue
specific guidance regarding the requirements for qualification as an SO under Section 509(a)(3)
and the corresponding Treasury Regulations, as follows:

To meet the requirements of Section 509(a)(3)(A), an organization must be organized and
operated exclusively to support or benefit one or more “specified” public charities. Section
1.509(a)-4(d)(2)(i} of the Treasury Regulations provides that Type I1 SOs are permitted to satisfy
the “specified public charities” requirement by operating to support or benefit one or more public
charities which are designated by class or purpose, rather than by name. However, the
Regulations de not make clear the scope and parameters of the permitted charitable class, CPC
specifically requests the Service issue guidance clarifying the permitted size and scope of a
charitable class of beneficiaries for a Type II 8O.
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2. Guidance regarding the ability of an SQ’s founder to nominate independent

trustees

To meet the requirements of Section 509(a)(3)(C), an organization may not be controlied
directly or indirectly by one or more disqualified persons. Section 1.509(a)-4(j)(1) of the
Treasury Regulations provides specific examples of circumstances under which an organization
will be considered to be controlled by disqualified persons, and notes that indirect control is
determined by application of a “facts and circumstances” test. Neither the Code nor the
Regulations prohibit an organization’s founder from nominating or appointing the organization’s
independent directors or trustees. In light of the May 6, 2011 ruling by the U.S. Court of
Appeals for the D.C. Circuit in Polm Family Foundation, Inc. v. United States, CPC urges the
IRS to provide specific guidance regarding situations in which an SO’s founder can nominate
and/or appoint members of the $O’s managing board.

3. Gift/Sale of an Income Interest in a Charitable Gift Annuity to Charity

An income interest in a charitable gift annuity (“CGA") is a capital asset under Section
1221 of the Code. If the income interest in the CGA were sold, the amount of the gain would be
determined under Section 72. To the extent the amount received exceeded the investment in the
contract as defined by Section 72(e)(6), it would be included in gross income under Section

T2()S)A).

Section 72, specifically Section 72(e), does not characterize the nature of the gain as
ordinary income or capital gain. Although the income interest is a capital asset, some or all of the
gain may be characterized as ordinary income if the substitute for ordinary income doctrine
applies. See United States v. Midland-Ross Corp., 381 U.S, 54, 57 (1965) and Commissioner v.
P.G. Lake, Inc.,356 U.S. 260 (1958),

In May, 2009 the Service issued Rev. Rul. 2009-13, 2009-21 IRB 1029 and Rev. Rul.
2009-14, 2009-21 IRB 1031, which address the tax consequences of selling and buying
preexisting life insurance contracts. The sale of an income interest in a CGA is no different than
Situation #2 in Rev, Rul. 2009-13,

A significdnt number of charities today are requesting that donors gift their income
interests in CGAs back to the charity, but the gift annuitants are unsure of the tax consequences.
If a hypothetical sale would produce capital gain as set forth in Situation #2, then the gift of the
income interest is deductibie under Section 170 to the extent of its fair market value (which is the
present value of the income interest in the CGA, determined according to actuarial tables), On
the other hand, if the gain on a hypothetical sale would produce ordinary income, then the
donor’s deduction would be limited to his or her investment in the contract,

CPC urges the IRS to issue a Revenue Ruling similar to 2009-13 with respect to a gift of
an income interest in a CGA. This would promote sound tax administration by clarifying an
uncertain area, in a manner consistent with a very similar asset (that is, life insurance), and
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March 25, 2013
Page 3

would be easily understandable by taxpayers. The requested guidance can easily be administered
on a uniform basis, similar to life insurance. Finally, this will lessen the burdens on taxpayer and
the IRS by resolving an issue that otherwise might be the subject of potentially numerous private
letter ruling requests.

CPC considers these items of importance to the charitable community, and requests that
the Service issue revenue rulings or amend the Treasury Regulations on all topics.

Sincerely yours,

Emanuel J. Kallina, II
Editor-in-Chief

www._charitableplanning.com
Emil Kallina@charitableplanning.com
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Internal Revenue Service

Attn: CC:PA:LPD:PR (Notice 2013-22)
1111 Constitution Avenue, N. W,
Washington, D.C. 20224
Notice.Comments@irscounsel.treas.gov

Re: Notice 2013-22: Request to Include an ltem on the 2013-2014 Guidance Priority List

To whom it may concern:

We are writing on behalf of the College Savings Foundation' in response to the invitation by the
Department of the Treasury and the Internal Revenue Service published in Notice 2013-22,
2013-15 1.R.B. 904, for recommendations on items for inclusion on the 2013-2014 Guidance
Priority List (“List™). We respectfully request that the List include guidance allowing States to
modify their 529 programs to permit account owners up to four changes in investments per
calendar vear.

Notice 2001-55 states that final regulations under section 529 plans are expected to “permit
investments in a § 529 account to be changed annually and upon a change in the designated
beneficiary of the account.” The IRS further expanded on Notice 2001-55 when it stated in
Notice 2009-1 that a 529 plan could permit “a change in the investment strategy selected for a
section 529 account twice per ¢alendar year for calendar year 2009.”

Notice 2009-1 was very helpful in addressing the short-term uncertainty caused by market
volatility during 2008 and in providing American families with greater comfort that they would
not be locked into their 529 plan investments. While today’s investment climate is somewhat
less volatile for families saving for college through 529 college savings plans than it was in
2008, it makes sense to permanently provide more flexibility for families saving for college in
both good and bad economic times.

! The College Savings Foundation (CSF) is a Washington, 12.C.-based not-for-profit organization whose
mission is to help American families achieve their education savings goals. A primary focus of CSF is building
public awareness of and providing public policy support for 529 plans -- an increasingly vital college savings
vehicle. CSF’s members include states, investment managers, law firms, accounting and consulting firms, and non-
profit agencies that participate in the sponsorship or administration of 529 college savings plans.
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Permitiing investment changes up to four times per year would provide families with some
certainty that they will be able to rebalance their portfolios as needed. Additionally, the sense
that 529 plan investments are “locked-in” by the current rule could even discourage some
families from beginning to save for college. We need to do all we can to help American families
save for college, and providing additional investment flexibility would help achieve that goal.

We appreciate your consideration of this request. If we may provide any additional information
or answer any questions, pleasc contact Randy Hardock at rhhardock@davis-harman.com or
Barbara Pate at bapate@davis-harman.com. We can also be reached by telephone at (202) 347-
2230.

Sincerely,

o ——

Randolf H. Hardock

Lk 4. 0L

Barbara A. Pate
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Internal Revenue Service

Attn: CC:PA:LPD:PR (Notice 2013-22)
1111 Constitution Avenue, N.W.
Washington, D.C. 20224
Notice.Comments@irscounsel.treas.gov

Re:  Request to Include an [tem on the 2013-2014 Guidance Priority List

To whom it may concern:

I am writing on behalf of the National Thoroughbred Racing Association and the
American Horse Council in response to the invitation by the Department of the Treasury (the
“Treasury™) and the Internal Revenue Service (the “Service”) published in Notice 2013-22,
2013-15 L.R.B. 904, for recommendations on items that should be included on the 2013-2014
Guidance Priority List. For the reasons discussed below and in the attached white paper, we
respectfully request that the 2013-2014 Guidance Priority List include guidance changing the
definition of “amount wagered” in determining pari-mutuel withholding and reporting.

Background

The current rules that apply to winnings from wagering on horse racing have been in
place for many years. However, they do not reflect appropriate or equitable withholding and
reporting for the way most wagering is done today.

Section 3402(q)(3)(C)(ii) of the Code requires withholding if the wagering proceeds are
more than $5,000 from “a wagering transaction in a parimutuel pool with respect to horse races,
dog races, or jai alai if the amount of such proceeds is at least 300 times as large as the amount
wagered.”

Treasury regulations provide that gambling winnings are reportable on Form W-2G if the
amount paid with resPect to the wager is $600 or more and the proceeds are at least 300 times the
amount of the wager.

' See Treas. Reg, § 31.3406(g)-2(d)(3); see also PLR 7823066 {March 13, 1978).
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The withholding requirement came into law in 1976 and, when enacted, applied to
proceeds of more than $1,000. The threshold was later increased to $5,000. The reporting
requirement was in effect at the time the withholding requirement was enacted in 1976.

The longstanding interpretation of what is considered as the “amount wagered” means
that no matter how many combinations a patron bets into a pool in an attempt to have a winning
ticket, only the cost of the one winning combination is considered as the amount wagered for
withholding and reporting purposes. It does not take into account other wagers involving other
combinations placed in that same pool which did not produce any winnings.

For example, in 1978, the Service ruled in PLR 7823066 that:

We conclude, therefore, that your multiple wager $6 box bet ticket
must be considered to be six individual $1 bets and not one $6 bet
for purposes of computing the amount to be reported or withheld.
Winnings on a $6 box bet must be reported if they are $600 or
more and if the winning combination pays off at 300 times the §1
bet; and Federal income tax must be withheld if the winnings
amount to more than $1000 after the price of the wager ($1) has
been subtracted.

Similarly, the 2013 Instructions for Forms W-2G and 5754, in explaining how to treat
multiple wagers in the same pari-mutuel pool, restate almost verbatim what was concluded in

PLR 7823066.

Problem and Requested Guidance

For a wager to pay 300 to 1 odds or higher, the wager must be on some combination of
horses coming in the exact order or coming in first in several races. A wager on a single horse to
come in first, second, or third will not pay 300 to 1 or more of the amount of the wager. Most
pari-mutuel wagering on horse racing today involves picking a combination of horses to come in
the exact order, e.g., an Exacta, Trifecta, Superfecta, or Pick 6. To win, a bettor most often
places wagers on numerous combinations in hopes of having the one single combination that
pays off. However, as explained above, the total wagers placed on the numerous combinations
are not taken into account for purposes of determining the bettor’s winnings that are subject to
withholding. As a result, a larger amount will be withheld than what should have been withheld
if winnings reflected the total amount wagered. Attached to this request for guidance s a white
paper describing in more detail the problem, a numerical illustration of the problem, and a
description of our request for guidance.

In order to achieve more appropriate withholding and reporting to reflect the way most
wagering is done today, we respectfully request that the 2013-2014 Guidance Priority List
include guidance providing that for purposes of withholding pursuant to section 3402(q)(3)(C) of
the Code, and reporting pursuant to Treas. Reg. § 31.3406(g)-2(d)(3), the “amount wagered”
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should include the total amount wagered by the recipient of the winning proceeds into the pari-
mutuel pool from which such proceeds are paid.

We appreciate your consideration of this request. If we may provide any additional

information or answer any questions, please contact Tad Davis at tadavis@davis-harman.com or
by phone at (202) 347-2230.

Sincerely,

Thomas A. Davis

Attachment



Request to Change Definition of “Amount Wagered” In Determining
Pari-Mutuel Withholding and Reporting

Problem

The pari-mutuel industry is burdened by an inequitable tax law that requires racetracks and other
wagering facilities to withhold federal taxes on winnings over $5,000 if the proceeds are at least 300
times the “amount wagered.” (See Section 3402(q){3).)

The 2013 Instructions for Forms W-2G and 5754 state: “For multiple wagers sold on one ticket, such as
the $12 box bet on a Big Triple or Trifecta, the wager is considered as six $2 bets and not one $12 bet for
purposes of computing the amount to be reported or withheld. Winnings on a $12 box bet must be
reported if they are $600 or more, and federal income tax must be withheld if the proceeds total more
than $5,000...." (See also Private Letter Ruling 7823066.) This means that a bettor who places a $10 bet
on 200 different combinations in the Trifecta pool and wins on one of those combinations can only
count $10 as the amount wagered even though in fact the person has bet $2,000.

In part, due to current tax laws, U.S. wagering on pari-mutuel horse racing has declined from a high of
$15.18 billion in 2003 to $10.87 billion in 2012. The pari-mutuel horse racing industry — representing
nearly 1,000 off-track wagering service sites, as well as some 200 racetracks — has lost market share as
horseplayers migrate to other forms of gambling entertainment that do not withhold on winnings over
$5,000. This migration is not because of a desire to avoid taxes, but because of over-withholding.

Proposed Solution

For purposes of withholding pursuant te Section 3402(qg){3}, the “amount wagered” would include the
total amount wagered by the recipient of the winning proceeds into the pari-mutuel pool from which
such proceeds are paid. For example, if a bettor places 10 bets into a Trifecta pool on 10 different
combinations of the three horses that will come in first, second, and third, the cost of all of those bets
would be included in the amount wagered for purposes of withholding.

Pari-Mutuel Pools

There is a separate pool for every type of bet that is made on arace. For example, every bet madeon a
horse to win the race goes into the Win poo), every bet that is made on a horse to finish second goes
into the Place pool, and every bet on a horse to finish third goes into the Show pool.

There are separate pools in each race for all Exacta bets {which require picking the horses that finish first
and second in the exact order of finish}, Trifecta bets {(which require picking the first three horses in the
exact order of finish), Superfecta bets (which require picking the first four horses in the exact order of
finish), and pools for any other types of bets that are available on any given race.

There are also separate pools for bets that are made on horses in different races such as the Pick 3 or
the Pick 6, which requires picking the winners in several designated consecutive races. When a person
has a winning ticket, that person shares the amount in that particular pool (less the takeout, defined
below) with everyone else who has a winning ticket in that pool in proportion to the amount that each
winner has bet into that pool.

Page lof 4



It is almost impossible for the betting odds from a bet made on a single horse to be 300 to 1 or higher.
However, it is quite common for the odds to be over 300 to 1 when picking more than one horse to
finish in a particular order, especially when the bet involves more than two horses. Additionally, when
people make these types of bets, it is common for them to bet on a number of different combinations to
increase their chances of winning.

The Withholding Tax Is Inequitable and Confiscatory

As illustrated by the examples that follow, the definition of the “amount wagered” has a great impact on
the determination of whether the winnings are subject to withholding.

Example A

Assume an individua! decided to wager a Trifecta (selecting the first-, second-, and third-place
finishers in a race, in exact order}. To improve his or her chances of winning, the individual
selects a group of seven horses in the race and requests a “Trifecta box.” By betting a box, the
person wins if any three of the seven horses finishes one-two-three {in any order). A seven-
horse Trifecta box involves 210 different mathematical combinations. If the person bets $2Q an
each combination, the total amount wagered is $4,200 (520 x 210). After the race, the person
held a winning ticket that paid $6,100 (which is odds of 305 to 1).

Under the current IRS withholding rules, the racetrack would withhold $1,520 since the rules
treat the $20 paid for the one winning combination as the only amount wagered. The
withholding is computed as follows:

$6,100 Proceeds from wager
{520} Amount wagered

$6,080 Winnings

X 25% Automatic withholding

$1,520 Withholding tax

The individual, however, has really only won $1,900 {$6,100 winnings less 54,200 wagered),
Consequently, after the withholding tax was taken out, the person was left with a net of only
5380, making the withholding rate 80% of the actual winnings.

Example B

The pay-off computations for the winning Trifecta outlined in Example A are changed by
defining the “amount wagered” as the actual dollars wagered by that person into the Trifecta
pool for that race. The identical wager, in this scenario, results in ne withholding as the twin
tests of winnings over $5,000 and odds of 300 to 1 or more are not met:

$6,100 Proceeds from wager
54,200 Amount wagered
51,900 Winnings {less than the $5,000 threshold)

The person may he able to get back the over-withholding in Example A by claiming the balance of what
was bet on the Trifecta as a miscellaneous itemized deduction on his or her tax return when it is filed

the following year. But withholding by this procedure takes that money out of the wagering cycle for a
long time. Further, if the person is subject to the Alternative Minimum Tax {AMT), as many Americans
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are, he or she would not be able to ¢laim the loss against the winnings because miscellaneous itemized
deductions are not allowed to be deducted in computing AMT. It is also possible that the bettor would
not be able to claim the losses against the winnings if that person does not itemize when filing his/her
return but uses the standard deduction, or if the person is subject to limits on the amount of his/her
deductions due to income. Not only is this unfair and confiscatory to the person who won, it has serious
detrimental ramifications for the racetracks and other waging facilities, as is explained below.

Impact of Withholding

Statistics show that each pari-mutuel dollar returned to the bettor in the form of winnings is re-bet
seven times throughout the course of a day. A pari-mutuel dollar wagered on a track on an exotic wager
is generally apportioned as follows, with taxes, track operations, purses, and other programs collectively
defined as “takeout”:

Returned to bettors in the form of winnings 80%
State and local taxes 2%
Track operations 9%
Purses 8%
Other programs 1%
Total 100%

As the figures above illustrate, a diminution in pari-mutuel “churn” (re-betting of a pari-mutuel dollar)
by the automatic 25% withholding on winnings of over 55,000 at odds of 300 to 1 or more also impacts
the collection of additional tax revenue at the local, state and federal levels, which is paid by each
racetrack operator on its net revenues.

Why Is the Racing Industry Seeking this Change Now?

Over the past decade, the number and type of non-pari-mutuel forms of wagering that offer “mega”
prizes have grown substantially. Native American casings, riverboat casinos, lotteries and land-based
casinos all offer some form of jackpot-style payout. Horse racing has developed its own wager types
that carry the potential to produce large payouts to compete against lotteries or progressive slot
machines. Since the introduction of the Trifecta in 1971, followed by wagers such as the Pick 6 {winners
of six consecutive races) in the 1990s, horse racing fans have steadily migrated away from simpie Win,
Place and Show bets to combination or exotic wagers that offer the prospect of large pay-offs.

Exotics are now the most popular form of wagering. For example, bettors wagering on Kentucky Derby
day typically pay collectively about $2.5 million in federal withholdings for exotic wagers placed on one
race card. A $2 Trifecta bet on the horses that finished first, second, and third in the 2012 Kentucky
Derby paid $3,065, but virtually all of those who won the Trifecta bet substantially more than $2 to have
a winning ticket.

Every one of horse racing’s 1,200+ wagering service sites must calculate, track, withhold, and forward to
the IRS any federal tax due on winnings of over $5,000. This process requires the expenditure of
thousands of man-hours processing IRS withholdings and producing Forms W-2G. Lotteries avert the IRS
withholding by offering tickets that pay less than 55,000 or substantially more than that amount {(with
relatively few winners and prizes typically paid aut as annuities).
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Approximately 30 million Americans wager on pari-mutuel horse racing each year. Due to the growing
popularity of exotic wagering across all fan groups, virtually any horseplayer may find himself or herself
standing in the “IRS line” at a racetrack. Such an experience places an undue burden on horseplayers
and is a clear disincentive for them to continue to wager on horse racing.

Nowhere is this more true than at a “racino” — a combination racetrack and casino — where players
experience no withholding on casino-style gaming, but when wagering on horse racing in the same
facility are subject to automatic withholding if winnings are over the threshold and the odds are at least
300 to 1. In 2012, this bifurcated system was in place at 44 racinos in 12 states, including major racing
states such as Florida, New York, Louisiana, and Pennsylvania.

Current Withheolding and Reporting Requirements for Various Types of Gambling Winnings

Type of Wagering Withholding Requirement Reporting Requirement

Tournament Poker Winnings None Over $5,000
Keno ' None $1,500 or more
Bingo and Slots None $1,200 or more
Casino Games {Blackjack, etc.) * | None None

Pari-Mutuel Wagering

Over $5,000 and odds of at least
300to1

$600 or more and odds of at
least300to 1

Lotteries and Sweepstakes

Qver $5,000

$600 or more and odds of at

least300to 1

* While theoretically subject to withholding and reporting, if the proceeds are over $5,000 or $600 and are at
least 300 times the amount wagered, in practice there is no withhoiding or reporting because table game
tronsactions do not resuit in proceeds that are at least 300 times the amount wagered. See, e.g., IRSPLR
8710006,

Current regulations should be updated to reflect the current wagering practices in horse racing.
Reporting Requirements Should Be Updated

Current reporting requirements also need to be updated to refiect the realities of pari-mutuel wagering
today. As outlined above, the reporting requirements vary by type of wagering, They range from a
threshold of $600 for pari-mutuel winnings to a threshold of $5,000 for tournament poker winnings.
The reporting requirements for pari-mutuel winnings have been in place for more than 30 years and
pre-date the enactment of withhelding on pari-mutuel winnings in 1976.

The most recent IRS withholding change in this area took place in October 2007, when the IRS
established a reporting threshold of 55,000 and determined that no withholding was required for
tournament poker winnings. (See Revenue Procedure 2007-57 and IRS News Release IR-2007-173.) A
standardized level of reporting and withholding, consistent with the rules established for tournament
poker, would bring greater uniformity, simplicity and equity to the tax code for gambling winnings.
Additionally, the determination of the “amount wagered” should be the same for pari-mutuel reporting
purposes as proposed herein for withholding.

5/1/2013
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Internal Revenue Service

Attn: CC:PA:LPD:PR (Notice 2013-22)
1111 Constitution Avenue, NW
Washington, D.C. 20224
Notice.Comments@irscounsel.treas.gov

Re: Recommendations for 2013-2014 Guidance Priority List

To whom it may concern:

We are writing on behalf of the Committee of Annuity Insurers (the “Committee”) in
response to the invitation by the Department of Treasury and the Internal Revenue Service (the
“Service™) in Notice 201 3-22' for public comment on recommendations of items for inclusion on
the 2013-2014 Guidance Priority List. The Committee is a coalition of life insurance companies
formed in 1981 to participate in the development of federal policy with respect to annuities. The
Committee’s current 28 member companies represent approximately 80% of the annuity business
in the United States. A list of the Committee’s member companies is attached.

As explained in more detail below, the Committee respectfully requests that the 2013-
2014 Guidance Priority List include the following items:

1. guidance on qualifying longevity annuity contracts (“QLACs”);
L. guidance on two matters involving annuities and long-term care insurance
contracts;

3. guidance on group trusts under Rev. Rul. 81-100% and Rev. Rul. 2011-1;’

' 2013-15 L.R.B. 904.
2 1981-1 C.B, 326.

¥ 2011-2 LR.B. 251,
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4, guidance under sections 3405 and 6047(d) on the reporting and withholding
obligations of life insurance companies in connection with the escheatment of
annuity contracts to states;

5. guidance on the circumstances in which annuity payments constitute substantially
equal periodic payments (“SEPPs”) within the meaning of sections 72()(2)(A)X(iv)
and 72(q)(2)(D)," and

6. guidance on two matters relating to the treatment of annuities under section
401(a}9).

Qualifying Longevity Annuity Contracts (or QLACs)

On February 2, 2012, the Treasury Department and the Service released proposed
regulations under section 401(a)(9) relating to the purchase of QLACs under certain types of
qualified retirement plans, including individual retirement annuities and accounts (“IRAs™).” A
number of comment letters were filed, including one from the Committee, and a hearing was held
on June 1, 2012. The proposed regulations would remove an impediment under section 401(a)(9)
that effectively precludes the offering of longevity insurance in these types of arrangements. In
rcmovmg this impediment, the regulations would facilitate greater access to lifetime income
options in retirement arrangements and help Americans better prepare for their retirement. The
regulations would affect individuals for whom a QLAC would be purchased under these
retirement arrangements plan sponsors and administrators, IRA trustees and custodians, and
insurance companies that issue QLACs. Finalization of the regulations is on the 2012-2013
Guidance Priority List and the Committee requests that this item be carried over to the 2013-2014
Guidance Priority List.

Annuities and Long-Term Care Insurance Contracts

There are several issues on which published guidance is needed to help clarify ambiguities
in the federal income tax treatment of transactions involving annuities and qualified long-term
care insurance (“QLTCI”) contracts. Such transactions are gaining popularity as Americans age
and more individuals seek the protections that these insurance products provide. As a result,
guidance on these issues would resolve significant issues relevant to many taxpayers and the
insurance companies which issue and administer these products. In addition, such guidance
would promote sound tax administration by facilitating uniformity in how life insurance
companies tax report the relevant transactions and by facilitating better understanding by
individual taxpayers and their advisors of the tax consequences of those transactions.

¢ Unless otherwise indicated, each reference to a “section” means a section of the Internal Revenue Code of
1986, as amended.

5 77 Fed. Reg. 5443 (Feb. 3, 2012).
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(a) Exchanges Involving Annuities and QLTCI Contracts

The 2011-2012 and the 2012-2013 Guidance Priority Lists included an item regarding
guidance on “exchanges under §1035 of annuities for long-term care insurance contracts. ™ The
Committee requests that the Treasury Department and the Service carry this item over to the
2013-2014 Guidance Priority List, as there are several i issues on this topic for which guidance is
still needed. In 2011, the Service issued Notice 2011-68,° which requested public comment on,
inter alia, the treatment of exchanges of annuity contracts for QL.TCI contracts. In November
2011, the Committee filed a letter with the Service in response to the Notice. In our letter, we
asked for guidance on the following issues involving annuity-for-QLTCI contract exchanges.

o Partial exchanges of deferred annuities—Partial exchanges are often the only
effective means of exchanging an annuity for a QLTCI contract because the latter type
of contract typically requires multiple premium payments over time. Notice 2011-68
was helpful in confirming that a partial exchange of a deferred annuity for a QLTC]
contract is entitled to nonrecognition treatment under section 1035, and that the
adjusted basis, under section 1031(d), of a QLTCI contract received in a tax-free
section 1035 exchange of an annuity generally carries over from the contract being
exchanged, The Notice did not, however, address other significant issues that can
arise with respect to such partial exchanges. In particular, guidance is needed (a) to
confirm how the “investment in the contract” and adjusted basis is apportioned
between the deferred annuity and QLTCI contract, and (b) to confirm that Rev. Proc.
2011-38,” regarding the partial exchange of an annuity for another annuity, does not
apply to partial exchanges involving an annuity-QLTCI combination contract or a
stand-alone QLTCI contract.

o General requirements for tax-free exchanges of annuities for QLTCI contracts—The
regulations under section 1035 elaborate on the requirements that must be met in order
for an exchange to receive nonrecogmtlon treatment under that section. The
regulations were promulgated in 1956,% however, and have not been updated to reflect
the 2006 amendments to section 1035 that permit tax-free exchanges involving QLTCI
contracts.” Thus, questions can and do arise regarding what requirements apply to
such exchanges. For example, it is not clear how, if at all, the requirement in the
regulations that exchanges “reiate to the same insured” applies in an exchange of an
annuity for a QLTCI contract.!® As a result, life insurance companies, policyholders
and financial advisors cannot be certain what requirements must be met to assure that

¢ 2011-36 LR.B. 205.

7 2011-30 L.R.B. 66.

® T.D. 6211, 1956-2 C.B. 29,

? The Pension Protection Act of 2006, Pub. L. No. 109-280, § 844 (2006) (“PPA 2006”).

' Treas. Reg, section 1.1035-1 (flush language).
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such exchanges are tax-free. The regulations need to be updated to reflect these
changes in law.

Exchanges of payout annuities for QLTCI contracts—Notice 2011-68 asked several
questions about the need for guidance on the partial exchange of the right to some or
all of the payments under an immediate annuity contract for a QLTCI contract. In
particular, it asked (1) how is such an exchange effected, (2) under what circumstances
should it be treated as tax-free under section 1035, and (3) how should the basis and
“investment in the contract” be apportioned between the QLTCI contract received in
the exchange and the rights retained in the annuity after the exchange? Guidance on
these issues is needed because in many cases an exchange of a payout annuity (or a
series of partial exchanges involving a payout annuity) may be the most viable method
of exchanging an annuity for a QL TCI contract that requires multiple premium
payments for long durations, possibly for life.

The Committee continues to believe that each of the foregoing issues needs to be
addressed in guidance. As a result, we ask the Treasury Department and the Service to carry over
last year’s general guidance item to this year’s Guidance Priority List, and in doing so ensure that

each of the

(b)

foregoing specific issues is considered as part of the guidance item.

Combination Annuity-QLTCI Contracts

Since 2009-2010, the Guidance Priority List has included an item regarding “guidance on
annuity contracts with a long term care insurance feature or rider,” While Notice 2011-68
provided helpful guidance on a few outstanding questions, other significant questions remain and

need to be
Notice 201

addressed through additional guidance. In our November 2011 comment letter on
1-68, the Committee identified a number of such additional issues needing guidance.

Tax-free nature of QLTCI benefits—By their nature, annuity-QLTCI combination
contracts involve certain interactions between the QLTCI and annuity benefits under
the contract. For example, a QLTCI rider to a deferred annuity might provide for
QLTCI benefits that reduce the annuity’s cash value by some amount. Based on the
statutory structure and legislative history, the general understanding is that such
QLTCI benefits are excludable from gross income in the same manner as other QLTCI
benefits, irrespective of their effect on the annuity’s cash value. The Service has
confirmed this conclusion in two recent private letter rutings.!” However, there is no
published guidance on this point on which all taxpayers can rely.

Effect of QLTCI benefits on “investment in the contract”—Because benefits paid
under the QLTCI portion of an annuity-QLTCI combination contract are excludable
from gross income in the same manner as other QLTCI benefits irrespective of their
effect on the annuity portion of the contract, a question arises whether the payment of
such excludable benefits affects the “investment in the contract” of the annuity

T PLR 201213016 (Dec. 20, 2011); PLR 200919011 (Feb. 2, 2009).
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portion. Although the PPA 2006 did not explicitly address this question, the Service
concluded in a 2009 private letter ruling that such rider benefits will reduce the
investment in the contract of the annuity portion of the contract.'> This view is not
shared by the Committee. Moreover, the Committee is concerned that some taxpayers
may feel compelled to follow the view expressed in the 2009 private letter ruling,
while others may adopt a contrary view. In light of this possibility, and given the
centrality of this issue to ensuring the proper tax reporting and treatment of payments
from an annuity-QLTCI combination contract, published guidance is needed.

Like the section 1035 issues discussed above, the Committee continues to believe that
each of the foregoing issues regarding annuity-QLTCI combination coniracts needs to be
addressed in guidance. As a result, we ask the Treasury Department and the Service to carry over
last year’s general guidance item to this year’s Guidance Priority List, and in doing so ensure that
each of the foregoing specific issues is considered as part of the guidance item.

Group Trusts Under Rev. Rul, 81-100 and Rey. Rul. 2011-1

The 2011-2012 and the 2012-2013 Guidance Priority Lists included an item regarding
guidance on group trusts under Rev. Rul. 81-100, as modified and updated by Rev. Rul. 2011-1.
In 2012, the Service issued Notice 2012-6, This notice addressed some issues that Rev. Rul.
2011-1 identified, It did not, however, address an important issue on which Rev, Rul. 2011-1
requested comments: whether life insurance company separate accounts underlying annuity contracts
purchased by qualified plans described in section 401(a) and either held as an investment by a section
501(a) tax-exempt trust or used in lieu of a trust under section 401(f) (“qualified plan separate
accounts”) should be permitted to invest in group frusts.

Qualified plan separate accounts have long been permitted investors in group trusts, and such
" investments are widespread. Also, such investments are clearly supported by section 401(f) and the
policy underlying Rev. Rul. 81-100. Guidance confirming that life insurance company separate
accounts may invest in such a group trust is very important not only to the life insurance companies
that issue annuity contracts investing in group trusts, but also to the group trusts that have permitted
such investments, as well as all the other qualified plans invested in these group trusts. Accordingly,
the Committee asks that this item be carried over to the 2013-2014 Guidance Priority List.

Reporting and Withholding on Unclaimed (or “Escheated”) Annuity Benefits

All states require financial institutions, including life insurance companies, to report when
personal property has been abandoned or unclaimed after a period of time specified by state law,
often three or five years. Before property, including an annuity contract, can be considered
abandoned or unclaimed, the insurer must make a diligent effort to try to locate the contract
owner. If the insurer is unable to do so, and the contract has remained inactive for the period of
time specified by state law, the insurer must report the property to the state where the property is
held. The state then claims the property through a process sometimes referred to as

12 PLR 200919011 (Feb. 2, 2009).
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“escheatment,” whereby the state takes custody of the property. At that time, the state will take
steps to locate or notify the owner and after a period of time specified by state law, the state can
liquidate the property and deposit the proceeds into a general fund that can be claimed by rightful
owners. In recent years, states and insurers have focused more on the escheatment process.
There have always been a number of questions regarding what, if any, reporting and withholding
obligations an insurance company has with respect to annuity contracts or proceeds from these
contracts in such circumstances, but the issue has assumed a greater importance as the volume of
escheated annuity contracts has increased. The Committee requests that the Treasury Department
and the Service include guidance on this issue in the 2013-2014 Guidance Priority List.

Annuity Payments as SEPPs

Prior to the issuance of a private letter ruling in 2011, life insurance companies and
financial advisors widely believed that annuity payments that satisfy the required minimum
distribution (“RMD?”) rules under Treas. Reg. section 1.401(a)}(9)-6 also constitute SEPPs, thereby
exempting the annuity payments from the 10% penalty tax that otherwise would apply if the
taxpayer is younger than age 59%. This belief was based on Q&A-12 of Notice 89-25," modified
by Rev. Rul. 2002-62.'* In PLR 201120011,"” however, the Service took the position that the
RMD method described in Q&A-12 of Notice 89-25 was superseded by the RMD method
described in Rev. Rul. 2002-62.

The significance of the PLR’s position is that the RMD method described in Rev. Rul.
2002-62 is limited to contracts with an “account balance,” and thus does not encompass annuity
payments, which typically are made under a contract without an account balance. Although PLR
201120011 involved the treatment of annuity payments under non-qualified annuities as SEPPs
within the meaning of section 72(q)(2)(D), the conclusions and reasoning of the ruling extend to
the treatment of annuity payments under annuity contracts used in connection with qualified
retirement plans and IRAs as SEPPs within the meaning of section 72(t)(2)(A)(iv). The Service’s
position that the RMD method of Rev. Rul. 2002-62 excludes annuity payments effectively means
that there is no published guidance on when life-contingent annuity payments (or any other form
of annuity payments) will constitute SEPPs.

Whether annuity payments constitute SEPPs is a very significant issue for owners (and
prospective owners) of annuity contracts, the insurance companies that issue those contracts, and
sponsors of employer plans that use commercial annuities to distribute benefits to employees.

13 1989-1 C.B. 662.
" 9002-2 C.B, 710.

'3 Feb. 11,2011,
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The Committee requests that the Treasury Department and the Service include guidance on this
issue in the 2013-2014 Guidance Priority List.'®

Treatment of Annuity Payments Under Section 401(a}(9)

As the Treasury Department has recognized in a variety of its actions and policy
statements over the last few years, there is a substantial need to encourage and facilitate the use of
lifetime income solutions in qualified plans and IRAs. However, the section 401(a}(9) regulations
continue to impose barriers to the use of life annuities by plan participants and IRA owners. For
the reasons discussed below, the Committee requests that the 2013-2014 Guidance Priority List
include guidance on the following two issues, each of which discourages and impedes the use of
life annuities by plan participants and IRA owners.

(a) Partial Annuitization

The regulations under section 401(a)(9) set forth different rules for determining the RMD
with respect to a retirement plan (including an IRA), depending on whether the interest is in the
form of an individual account or an annuity.'’ These rules do not account for the fact that annuity
payments that satisfy the annuity rules often exceed the amount that would be required to be
distributed under the individual account rules based on the value of the annuity. Stated
differently, if an individual takes a portion of his or her interest in a defined contribution plan or
an IRA in the form of annuity payments, the RMD with respect to the individual’s remaining
individual account balance is not reduced to account for any excess annuity payments above what
would have been required under the individual account rules. Hence, the individual is forced to
take distributions that exceed the RMD that would apply if he or she had not partially annuitized.
This result penalizes individuals who partially annuitize their interests in retirement plans,
discourages individuals from partially annuitizing their interests in plans, and reduces their
financial flexibility. ' '

(b)  Increasing Annuity Payments

The regulations under section 401(a)(9) require annuity payments to be non-increasing,
subject to certain exceptions.'® Other than in the case of certain cost of living adjustments, any
form of increasing payment under the annuity must meet a minimum income threshold test. This
test requires that the total future expected payments, ignoring any increases in the payments,
exceed the total value being annuitized.'” When an older individual (those who are annuitizing

¥ The 20112012 and 2012- 2013 Guidance Priority Lists included an item regarding guidance on
“exceptions to additional tax under §72{t) on early distributions from retirement plans and IRAs.” Guidance under
this item has not been issued as of the date of this letter and the scope of this item is unclear,

' Treas. Reg. sections 1.401(a)(9)-5 and 1.401(a)(9) - 6.

'® Treas. Reg. section 1.401(2)(9)-6 Q&A-14(a).

' Treas. Reg. section 1.401(a)(9)-6 Q&A-14(c).



Internal Revenue Service
May 1, 2013
Page 8 of 8

after the required beginning date) decides to annuitize his or her contract, the annuity stream using
the contract’s payout rates (which typically use different mortality assumptions than the
regulations) may not meet the test. This essentially forces these individuals to continue to take
withdrawals rather than being able to annuitize. This is true even though the initial annuity
payment is greater than the amount required to be distributed and subject to income tax under the
individual account rules. This problem arises for annuity contracts that Increase by a constant
percentage each year, e.g., 3% participating annuities, and annuities which allow partial or fuil
commutations. As a result, a number of older individuals who wish to receive the benefit of a life
annuity with features that are characterized as increases under the regulations are not able fo do
SO.

The Committee asks that the 2013-2014 Guidance Priority List include guidance on these
two issues.

We appreciate this opportunity to offer input on the 2013-14 Guidance Priority List. If
you have any questions, or if we can be of any assistance in your consideration of the issues
summarized above, please do not hesitate to contact any of the undersigned at 202-347-2230.

Sincerely,
Ok A Y[ wt
Joseph F. McKeever . Mark E. Griffin _ Bryan W. Keene

Counsel to the Committee of Annuity Insurers

Attachment
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AIG Life & Retirement, Los Angeles, CA
Allianz Life Insurance Company, Minneapolis, MN
Allstate Financial, Northbrook, 1L
Aviva USA, Des Moines, [A
AXA Equitable Life Insurance Company, New York, NY
Commonwealth Annuity and Life Insurance Co.

(a Goldman Sachs Company), Southborough, MA
Fidelity Investments Life Insurance Company, Boston, MA
Genworth Financiai, Richmond, VA
Great American Life Insurance Co., Cincinnati, OH
Guardian Insurance & Annuity Co., Inc, New York, NY
ING North America Insurance Corporation, Atlanta, GA
Jackson National Life Insurance Company, Lansing, MI
John Hancock Life Insurance Company, Boston, MA
Life Insurance Company of the Southwest, Dallas, TX
Lincoln Financial Group, Fort Wayne, IN
MassMutual Financial Group, Springfield, MA
Metropolitan Life Insurance Company, New York, NY
Nationwide Life Insurance Companies, Columbus, OH
New York Life Insurance Company, New York, NY

Northwestern Mutual Life Insurance Company, Milwaukee, WI
Ohio National Financial Services, Cincinnati, OH
Pacific Life Insurance Company, Newport Beach, CA
Protective Life Insurance Company, Birmingham, AL
Prudential Insurance Company of America, Newark, NJ
Symetra Financial, Bellevue, WA
The Transamerica companies, Cedar Rapids, 1A
TIAA-CREF, New York, NY
USAA Life Insurance Company, San Antonio, TX

The Committee of Annuity Insurers was formed in 1981 to participate in the development of

federal tax and securities law policies with respect to annuities. The member companies of the
Committee represent approximately 80% of the annuity business in the United States.

May 1, 2013
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Internal Revenue Service MAY 9 9013

Attn: CC:PA:LPD:PR (Notice 2013-22) A

Room 5203 LEGAL PROCESSING DIVI

P.0. Box 7604 PUBLICATION & REGULAT%)?\I%
Ben Franklin Station ' BRANCH

Washington, D.C. 20044
Re: Notice 2013-22 Recommendations for 2013-2014 Guidance Priority List
Ladies and Gentlemen:

We are writing in response to Notice 2013-22, in which the Service invited public comment on
items that should be included on the 2013-2014 Guidance Priority List.

Enterprise is a national nonprofit organization that creates opportunity for low- and moderate-
income people through affordable housing in diverse, thriving communities. For more than 30
years, Enterprise has introduced neighborhood solutions through public-private partnerships with
financial institutions, governments, community organizations and others that share our vision.
Enterprise has raised and invested more than $13.9 billion in equity, grants and loans to help
build or preserve 300,000 affordable rental and for-sale homes to create vital communities. As a
key part of our affordable housing finance work, Enterprise is a leading national syndicator of
Low-Income Housing Tax Credits (LIHTC).

Below, we have outlined five guidance issues that we believe impact many transactions and
propose solutions that we believe would result in the credit working more efficiently and being
more effective. Please note that these are the same items that we submitted last year, but we
believe that these issues continue to be important and should be considered in the plan.

Inclusion of Bond Issuance Costs in Eligible Basis: We would like the Internal Revenue
Service to reconsider the rule that bond issuance costs, including those associated with
construction period bonds, cannot be included in basis.

e TAM 200043015, issued on October 27, 2000, concludes that Bond Issuance Costs cannot be
capitalized and included in eligible basis since they are not subject to depreciation, but are
amortizable costs. However, while these costs are amortizable, a portion of the amortization
would then be capitalized and depreciable under Internal Revenue Code Section 168.
Therefore, to the extent these costs would ultimately be depreciable, they would also be
includible in eligible basis.

e In many cases, owners use tax-exempt bonds to fund the construction or rehabilitation of the
project. In some cases, the bonds are completely paid off at or soon after completion of the
project and in other cases, a portion of the bonds are paid off at or near completion of the
project, with the balance remaining outstanding for a longer period of time.

e Internal Revenue Code Section 42(d)(1) provides that the eligible basis of a building is its
adjusted basis at the close of the first taxable year of the credit period.

ENTERPRISE COMMUNITY PARTNERS, INC.
Public Policy Office ® 10 G St. NE, Suite 450 # Washington, DC 20002 # 202.842.9190 = www.enterprisecommunity.org
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» Generally, costs incurred in obtaining a loan are capitalized and amortized over the life of the
loan. Internal Revenue Code Section 263A provides that indirect costs allocable to the
production of real or tangible property are to be capitalized into the basis of the produced

property.
¢ Such allocable costs would include points and other financing costs associated with a loan

used entirely or in part for construction or rehabilitation of the project, as well as interest
incurred during the construction or rehabilitation of the project.

e To the extent that these costs are amortizable, the amortization associated with the
construction or rehabilitation period would be capitalized under Internal Revenue Code
Section 263A.

e In those cases where the bond is a source of construction financing, the points and other costs
of the bonds should be treated as an allocable cost and the portion relating to the construction
and rehabilitation of the project should be capitalized into the basis of the building, pursuant
to Internal Revenue Code Section 263A.,

Loss of Low Income Housing Tax Credits upon a Casualty Loss: We would like the
" Internal Revenue Service to reconsider its position that credits are not allowed for a year to
the extent that the building or units are not available for occupancy on December 31% of
that year, due to a casualty loss that is not part of a presidentially declared disaster area,
even though the owner is in the process of a timely restoration of the damaged units or
. building.

e Internal Revenue Code Section 42(j)(4) states that there should be no tax credit recapture
resulting from a reduction in qualified basis by reason of a casualty loss to the extent that
such loss is restored by reconstruction or replacement within a reasonable period established
by the Secretary.

¢ In Revenue Procedure 2007-54, which superseded Revenue Procedure 95-28, the IRS stated
that the owner of a building that is beyond the first year of the credit period has suffered a
reduction in qualified basis that would cause it to be subject to a recapture or loss of credit
will not be subject to recapture or loss of credit if the building’s qualified basis is restored
within a reasonable period. However, the Revenue Procedure addressed this relief to
casualties that resulted from a disaster that caused the President to issue a major disaster
declaration since that was the general topic of the Revenue Procedure and it did not address
casualty losses that did not result from such disasters.

s In CCA 200134006 and CCA 200913012, the Chief Counsel to the Internal Revenue Service
stated that the ability of the owner to claim credits on units while out of service is limited to
those casualties resulting from a presidential declared disaster and is not appropriate for a
casualty that resulted form some other cause, such as a fire experienced by a specific project,
stating that the exception in Revenue Procedure 95-28 was limited to that.

e In the latter case, while recapture does not result if the building or units are restored within a
reasonable period of time, if not restored by the end of the year, pursuant to CCA
200134006, no credits are allowed for that year. Although credits would resume for the year
in which the project is returned to service, these are credits that the owner would have been
entitled to had the casualty not occurred. Credits would be lost for any year in which the

ENTERPRISE COMMUNITY PARTNERS, INC.
Public Policy Office w 10 G St. NE, Suite 450 ® Washington, DC 20002 # 202.842.9190 » www.enterprisecommunity.org
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units are not returned to service by the end of the year, regardless of when the casualty
occurred, and these credits are not made up later, as in the 11" year, so it is a permanent loss
of credits. This result is somewhat punitive to an owner who suffered a loss through no fault
of its own, despite acting prudently to restore the unit or building in a reasonable period.

o The distinction provided in CCA 200134006 was based on Revenue Procedure 93-28, which

- only provided relief in the form of the ability to claim credits during the replacement period
if the property was in a location being designated as a major disaster area. However, that
distinction is inappropriate. The Revenue Procedure was only dealing with such disaster
areas, which is why relief was only given to such an arca. In addition, in CCA200134006, it
states that “Such an event is quite distinct from the general casualty loss situation confronting
property owners.” While being in a disaster area can make replacements and restoration
more challenging, an owner suffering a casualty loss of any sort has similar challenges.

e We request that the Service consider revising its policy and provide the same treatment for
casualty losses that are not located in a presidentially-declared disaster area. In general, tax
law provides a time period for replacements to be completed for casualties, even if not
located in a disaster area. If restored within that time period, there should be no loss of tax
credit, even if the building is not restored until after the end of the year, This was the
treatment accorded to casualty losses that occurred in a disaster area. There is no reason why
the rule should be different in a disaster area than outside of it. The rules for casualty losses
are the same.

Application of the Economic Substance Doctrine: We would like the Internal Revenue
Service to issue official guidance that the Economic Substance Doctrine does not apply to
tax credit transactions, including the low income housing credit, new markets credit,
rehabilitation credit, and the energy credit.

e The Patient Protection and Affordable Care Act and the Health Care and Education
Affordability Reconciliation Act codified the common law economic substance doctrine
under which federal income tax benefits of a transaction are disallowed if the transaction
does not have economic substance or lacks a business purpose, and imposes significant
penalties on taxpayers that enter into transactions that lack economic substance.

¢ The Joint Committee on Taxation description of the economic substance doctrine provides
that the doctrine is not intended to disallow tax benefits if the realization of those tax benefits
is consistent with the Congressional purpose or plan that the tax benefits are designed to
effectuate, such as low income housing, new markets, rehabilitation and energy credit
transactions.

o The Joint Committee on Taxation’s description is an interpretation and is not part of the
Statute. Without formal guidance of the inapplicability of this statute to the programs named
above, potential investors will perceive this to be a risk, which can interfere with the
effectivencss of the programs.

e We request that the Internal Revenue provide formal guidance that states that the economic
substance doctrine provided by The Patient Protection and Affordable Care Act and the
Health Care and Education Affordability Reconciliation Act not apply to low income
housing, new markets, rehabilitation and energy credit transactions.

ENTERPRISE COMMUNITY PARTNERS, INC.
Public Policy Office = 10 G St. NE, Suite 450 * Washington, DC 20002 = 202.842 9130 = www.enterprisccommunity.org
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Continued qualification of over-income tenants covered by an extended use agreement
after a transfer of project: We would like the Internal Revenue Service to issue formal
guidance that would state that any household determined to be income qualified at the time
of move-in for purpose of the extended use agreement is a qualified household for any
subsequent aliocation of Internal Revenue Code Section 42 or allowable through the
issuance of tax-exempt bonds pursuant to Internal Revenue Code Section 42(h)(4).

e In the Guide for Completing Form 8823 Low-Income Housing Credit Agencies Report of
Noncompliance or Building Disposition (Revised October 2009), (“The Guide”) the Internal
Revenue states that “any household determined to be income qualified at the time of move-in
for purposes of the extended use agreement is a qualified low-income household for any
subsequent allocation of IRC §42.” (p. 4-27)

e This is a reasonable position since these tenants may not be evicted without cause and
relocation of the tenants will be very costly and inefficient.

e Rev. Proc. 2003-82 provides a safe harbor that will allow an owner to treat a unit occupied
by a tenant whose income exceeds the maximum qualified income as qualified if “The unit
has been a low-income unit under §42()(3)}(B), (C), (D), and (E} from either the date the
existing building was acquired by the taxpayer or the date the individuals started occupying
the unit, whichever is later, to the beginning of the first taxable year of the building’s credit
period. Further, the safe harbor provided by the Revenue Procedure provides that in order
for the unit to be qualified, “The individuals occupying the units have incomes that are at or
below the applicable income limitation under 42(d)(4)(B)(i) on either the date the existing
building was acquired by the taxpayer or the date the individuals started occupying the unit,
whichever is later.”

¢ The Revenue Procedure does not state that there would be a different result if an extended
use agreement were in effect at the time of the transfer. However, since the purpose of the
Rev. Proc. was to provide a safe harbor that would allow tenants to qualify in some
situations, it presumably was not intended to cover all situations.

¢ Although The Guide does not have the standing of official guidance from the Office of the
Chief Counsel, state agencies and developers rely on it. However, because it is not official
guidance, investors and their counsel are reluctant to rely upon it and, in some cases, it forces
the owner to relocate tenants that, according to the Service (as stated in The Guide) may not
be necessary. This results in additional costs to the owner and displacement of the tenants.

o We request that the Internal Revenue Service issue formal guidance that would be consistent
with The Guide.

ENTERPRISE COMMUNITY PARTNERS, INC.
Public Policy Office ® 10 G St. NE, Suite 450 ® Washington, DC 20002 = 202.842.9190 ® www.cnterprisecommunity.org
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Definition of federally- or state-assisted building for purpeses of qualification for exception
from ten year rule requirements for the acquisition credit: We would like the Internal
Revenue to issue formal guidance on the minimum requirements that a project would need
to meet in order to be deemed “a federally- or state-assisted building, which would allow
the building to be exempt from the requirement that there be a period of at least ten years
between the date the building is being acquired by the taxpayer and the date the building
was last placed in service by the previous owner,

The Housing and Economic Recovery Act of 2008 (“HERA™) expanded the exceptions from
the ten year rule to include federally- or State-Assisted Buildings, HERA defined a
federally-assisted building to be “any building which is substantially assisted, financed, or
operated under section 8 of the United States Housing Act of 1937, section 221(d)(3),
221(d)(4), or 236 of the National Housing Act, section 515 of the Housing Act of 1949, or
any other housing program administered by the Department of Housing and Urban
Development or by the Rural Housing Service of the Department of Agriculture.” HERA
defined a state-assisted building as a building “which is substantially assisted, financed, or
operated under any State law similar in purpose to any of the laws” described under the
federal definition.

While HERA provided a broad list of the programs that qualified a building for the
exception, they did not define “substantially assisted”.

Without a definition or guidance of “substantially assisted”, taxpayers are unsure whether a
buiding qualifies and investors are reluctant to invest in these credits due to the uncertainty.

We request that the Internal Revenue Service provide guidance as to what would be deemed
substantially federally subsidized. Without such guidance, the purpose of creating this
exception to the ten year rule will not be achieved.

ENTERPRISE COMMUNITY PARTNERS, INC.

Public Policy Office ¥ 10 G St. NE, Suite 450 ® Washington, DC 20002 ® 202.842.9190 = www.enterprisecommunity,org
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We appreciate the opportunity to present our recommendations on items that should be included
in the 2012-2013 Priority Guidance Plan. We believe that these changes will improve the use of
the tax credits to provide affordable housing that is needed in this country. Thank you in
advance for your consideration of these suggestions. If you have any questions about any of the
items described above, please feel free to contact Susan Wilson at 410-772-2539 or

swilson{@enterprisecommunity.com or Peter Lawrence at 202-649-3915 or

plawrence@enterprisecommunity.org.

Very truly yours,

‘é )J{Ld»ﬁ?/{4 W JMW

B. Susan Wilson
Vice-President
Enterprise Community Investment, Ine.

ENTERPRISE COMMUNITY PARTNERS, INC.
Public Policy Office ¥ 10 G St. NE, Suite 450 = Washington, DC 20002 = 202,842.9190 ® www.enterprisecommunity.org
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LEGAL PROCESSING DIVISION
PUBLICATION & REGULATIONS
March 29, 2013 BRANCH

Mr. Dominic DeMatties
Department of Treasury .
1500Pennsylvania Avenue
Washington, D.C. 20226

Mr. Robert Gertner

Internal Revenue Service

500 North Capito! Street, N.W.
Washington, D.C. 20226

Re: Exempt Loan Regulations Update: Issues for Consideration

Dear Mr. Gertner and Mr. DeMatties:

I submit these comments to you on behalf of The ESOP Association. (the
Association) The comments were developed and written by the Association’s
Advisory Committee on Legislation and Regulatory Issues. (L&R Comumittee) The
L&R Committee formed a task force about a year ago to provide input to you and your
Service colleagues concerning the ESOP exempt loan regulatory project in progress.
The task force, chaired by Greg Brown, Katten Muchin Rosenman LLP, is comprised
of attorneys and consultants who work extensively with ESOP companies. Members
who contributed to these comments are Rebecca Hoffman, Principal Financial; Kim
Abello, JPMorgan Chase; Tim Jochim, Kegler Brown Hill & Ritter, P.A.; and Susan-
Lenczewski, Fafinski Mark & Johnson, P.A, Immediate Past Chair of the L&R
Committee.

These comments do not propose specific language changes, but should the
Service decide that that would be helpful, please let us know. Also, if the Service
would like additional input on any particular comment or have questions to which we
might respond, we would be happy to provide follow-up.

We hope that the input in this letter proves valuable to the Service in its
considerations.

Let it be clear, the Association is appreciative of the Service’s attention to the
regulatory regime governing ESOPs.

Issues for Consideration

While there are many issues to be addressed in the ESOP exempt loan
regulations, which were promulgated 34 years ago and require technical updates to
reflect statutory updates, there are other issues that have arisen in ESOP creation and
operation during that time. The items below reflect select issues that have confronted
the ESOP community, particularly professional advisors to corporations establishing
an ESOP, and ESOP plan sponsors from all disciplines over the years:

Serving The Entire ESOP Community
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Refinancings which extend loan amortization

» Should criteria from Department of Labor Field Assistance Bulletin 2002-3 be reflected
in regulations? While arguably many of the issues addressed in the Field Assistance
Bulletin are fiduciary duty issues, most of them also involve the exclusive benefit rule
applicable under the Internal Revenue Code.

= How should the share release calculation be done for the plan year in which the
refinancing occurs (i.e., are shares construed released at the time of refinancing or just the
end of the plan year?)

Multiple Loans Qutstanding

«  Where there are multiple loans outstanding, should the release of shares be calculated
separately on a loan-by-loan basis? Should a plan administrator be permitted to
aggregate the loans for share release calculations?

Periodic Release v. Plan Year Release

+  Current regulations call for a single plan year release on a plan year basis. Should a plan
be able to release shares on a periodic basis, such as on a payment date or allocation date
(i.e., semi-annual, quarterly, monthly)?

« If so, where a variable rate is used, current regulations provide that the denominator of
the release fraction include future interest payments based on the interest rate in effect at
the end of the plan year. If a periodic release is permitted, the interest rate used should be
the interest rate in effect at the end of the periodic release calculation period.

Allocation Years for Shares Released

« Clarify that contributions made after the end of a plan year but on or before the [RC
section 404(a)(6) and 404(a)(9)(B) due dates and used to repay a loan may be used in the
numerator of the release fraction. This allows a plan sponsor to co-ordinate the timing of
share release and allocation with tax deductions.

Impact of Missed Scheduled Payment on Share Release

»  Where one or more loan payments are in arrears, how is this treated for purposes of
calculating future interest for a principal and interest method release? Are those
payments treated as due the first day of remaining amortization period?

Loan Forgiveness and Release Fraction

= Consider including in regulations language reflecting PLR 9237037 where an ESOP loan
is written-down and the share release thereatter is more rapid than if the write-down had
not occurred.
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Reasonable Interest Rate

« Consider adopting a safe harbor(s) such as the Applicable Federal Rate for a comparable
loan period.

Repayment of Loan From Third Party Sales

+ Confirm that an ESOP is permitted to repay a loan with the proceeds from the sale of
suspense account shares to a third party in a change of control transaction. See, for
example, PLRs 9416043, 200514026, 200504040 and 200716027,

+  Where a change in control transaction occurs and the loan is repaid partly with employer
contributions, address how the release calculation is done. In particular, address whether
the release calculation is done by assuming that the loan is fully paid so that the only
interest in the denominator is the interest paid for the final year.

Repayment Using Employee Salary Deferrals, After-Tax Contributions and Roth [RA

Contributions

» Clarify whether it is permissible to use employee salary deferrals, after-tax contributions
or Roth IRA contributions to repay a loan. Should a fair market value rule similar to IRC
section 404(k)(2)(B) be required if such contributions are permitted?

Non-terminable Rights

» Add to the non-terminable rights for ESOPs the following items:

- Accelerated distribution rights under IRC § 409(o)
Diversification rights under IRC § 401(a)(28)(B)
Independent Appraiser requirements of IRC § 401((a)(28)(C)
Voting pass-through rights under IRC § 40%(e)

Put Options

» Consider extending rights to alternate payees and legal guardians or conservators of
participants, beneficiaries and alternate payees.

= Reflect exceptions in IRC § 409(h)(2)(B) and 409(h)(3).

Readily Tradable on an Established Securities Market

=  We would encourage adoption of the rules described in IRS Notice 2011-9.
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Subordination Provisions

« Over time, there has been substantial argument among practitioners about the application
of the subordination rules of Treas. Reg. § 54.4975-7(h)(12)(v). For example, a loan
(presumably including a third party loan to the plan sponsor) provision which prohibits
the plan sponsor from redeeming distributed employer securities upon the exercise of a
put option, or imposes substantial dolar restrictions thereon, appears to violate the rules.
On the other hand, if these redemptions would cause a financial covenant default under a
loan or cause plan sponsor insolvency, substantial arguments exist that this is a
permissible resiriction. Clarification is highly desirable here.

Dividends on Allocated Shares

» Make cross-references to fair market value rules applicable to use of C corporation
dividends to repay loans (IRC § 404(k)(2)(B)) or to use of S corporations dividends (IRC
§ 4975(£)(7)) and address permissible remedies where a plan utilizes dividends to make
loan payments and the value of shares released related to the allocated shares is
insufficient to meet either fair market value rule. For example, can unallocated shares
released which are attributable to dividends on unallocated shares be used to cover the
shortfall?

Available Sources for Loan Payment

« Recently, IRS representatives have informally indicated that using contributions from a
prior plan year to make loan payments in the current year is impermissible. While this
may be the case where the contributions are made prior to the existence of an exempt
loan, clarification is needed that contributions made while a loan is outstanding may later
be used to make loan payments. This is consistent with the language of Treas. Reg. §
54.4975-7(b)(5), but clarification does appear to be necessary.

Forfeiture Hierarchy

» Consideration should be given as to whether the forfeiture hierarchy provisions of Treas.
Reg. § 54.4975-11(d)(4) provide a meaningful protection 1o participants in light of the
administrative complexity involved in complying with these provisions.

Length of Loan

~ From time to time we have heard speculation that the longer the loan ameortization, the
more suspect the loan is for exempt loan purposes. We would discourage adopting any
sort of fixed maximum period, as there cases where conservative benefit level projections
have caused employers and fiduciaries to agree to amortization periods of 30 years or
more. Thus any rules relating to the length of the amortization period should focus on
benefit levels provided and other relevant facts and circumstances.
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ce:

Use of Sale Proceeds From Loan Suspense Account to Repay Exempt [.oan

We would like to clarify that the use of sale proceeds received from a third party to repay
an exempt loan does not require a plan termination. Oftentimes such a plan is thereafter
merged with another defined contribution plan maintained by the acquiring entity, which
preserves the retirement integrity of the plan funds. We see no reason to require a plan
termination in this instance.

Exempt Loan Provisions in Plan Documents

We would like clarification as to which exempt loan requirements at Treas, Reg. §
54.4975-7 and -11 necd to be included in plan documents. Certain provisions in these
regulations are explicit regarding inclusion in the plan document, but many others are
not. ESOP legal practitioners have received requests from determination letter reviewers -
insisting that certain language be included in ESOP plan documents to reflect these
regulations, but there is little consistency from reviewer to reviewer as to which
requirements nced to be included. These include ESOPs that do not have (and will
probably never have) an exempt loan.

Language that is frequently requested by determination letter reviewers is the
requirement at Treas. Reg. § 54.4975-7(b)(3)(ii), which provides that the interest rate and
price of stock to be required with the loan proceeds should not be such “that plan assets
might be drained off.” If this regulation is to be retained, consider providing an
explanation or an example as to the meaning of this requirement.

Please let us know if you or any of your colleagues wish to discuss any of these points made in
this communication.

Again, we thank you for considering this communication.

'
e

rd Smcere ,wms.

Z// /(i e

J . Michael Keeling, CAE
President

Greg Brown
Susan Lenczewski
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J. Mark Iwry

Senior Advisor to the Secretary and Deputy Assistant Secretary
for Retirement and Health Policy

U.S. Deparctment of the Treasury

1500 Pennsylvania Avenue, NW

Washington, DC 20220

Mark J. Mazur

Assistant Secretary for Tax Policy
U.S. Department of the Treasury
1500 Pennsylvania Avenue, NW
Washingron, DC 20220

Hon. William J. Wilkins
Chief Counsel

Internal Revenue Service
1111 Constitution Avenue, N'W
Washingron, DC 20224

RE: Guidance Priority List Recommendations on Retirement Security Issues
Dear Mr. Iwry, Mr. Mazur, and Mr. Wilkins:

The Investment Company Instituce! is pleased to submit recommendations regarding
retirement security issues for projects to be included on the 2013-2014 Guidance Priority List. A
separate [CI submission describes our recommendations regarding regulared investment companies.

1. ltems from 2012-2013 Guidance Priority List

The 2012-2013 Guidance Priority List included “[g]uidance under §402(c) on distriburtions
that are disbursed to multiple destinations.” Consistent with this item, we urge the Service to provide

! The Investment Company Institute is the narional association of U.S. investment companies, including mutual funds,
closed-end funds, exchange-traded funds (ETFs), and unit investment teusts (UT'Ts). ICT secks to encourage adherence to
high echical standards, promote public understanding, and otherwise advance the interests of funds, their sharcholders,
directors, and advisers. Members of ICI manage total assets of $14.96 trillion and serve mote than 90 million sharcholders.
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guidance on parrial rollovers of plan distributions containing after-tax employee contributions. A
sentence included in the updated model 402(f) notice published in September 2009 creared widely-
recognized confusion regarding the allocation of after-tax basis and pre-tax amounts in a distriburion
that is partially rolled over to a plan or IRA. Under the prevailing view of practitioners and service
providers, Code section 402{c)(2} provides that in a distribution containing after-tax amounts that is
partially rolled over (directly or indirectly), pre-tax amounts are considered rolled-over first. In the
view espoused in the model 402(f) notice, however, pre-tax amounts would be considered rolled-over
first only in an indirect rollover; in a direct rollover, the amount rolled over would consist of a pro-rata
share of basis and pre-tax amounus.

We strongly urge the Service to issue guidance and a revised 402(f) notice confirming that the
former view — pre-tax first - is correct. There is no statutory authoriry that compels the interpretation
espoused in the 402(f) notice, and in the interests of sound tax policy, indirect rollovers should not be
favored over direct rollovers.” At a minimum, if the Service is unwilling to reverse the pro-rata
interpretation implied by the 402(f) notice as we suggest, we believe it is imperative to enforce the pro-
rata rule for partial rollovers prospectively only. Due to the multitude of past transactions thought to
be properly executed under 402(c)(2), anything other than prospective enforcement would cause
considerable disruption and challenges.

II. New 2013-2014 Guidance Priority List Irems

The Institute requests that the Service add the following retirement security matters to che
2013-2014 Guidance Priority List.

A. In-Plan Roth Conversions

Section 902 of the American Taxpayer Relief Act of 2012 allows 401(k), 403(b) and 457(b}
plans that permit employees to make contributions to designated Roth accounts to permit participants
to transfer (i.e., convert) non-Roth balances to a designated Roth account within the plan (a taxable
event), without regard to whether the participant is eligible for a distribution from the plan. Prior to
this change, existing law allowed plans to permit such conversions only upon a distriburable evenr {such
as separation from service or reaching age 59-1/2). Plans may begin offering the new conversion
opportunity in 2013. The Institute recently provided the atrached list of issues for guidance and
clarification to the Treasury Department. The list is comprised of questions raised by Institute
members, including whether plans can restrict conversions to distributable amounts or specific
contribution sources; whether participants can specify the source for conversion; confirmation that no
special tax reporting rules will apply (i.e., use the same reporting used for conversions of distributable

amounts); and whether any special plan amendment deadlines will apply. We request expeditious

* A participant desiring to rell over the taxable part of a distribution to another plan or IRA, while receiving the non-taxable
portion in cash or rolling it over into a separare vehicle, could do so via an indirect 60-day rollover, but ostensibly could not
accomplish the same result via direct rollover under the Service’s recent interpretation.
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guidance on these issues to enable plans and their service providers to implement the in-plan Roth
conversion feature as soon as possible.

B. 403(b) Plan Termination

Pursuant to an item on the 2010-2011 Guidance Priority List, the IRS issued Revenue Ruling
2011-7, providing guidance on 403(b) plan terminations. While this Ruling addressed many open
issues, it does not address a significant question regarding plans funded through individually-owned
section 403(b)(7) custodial accounts.® An effective plan termination depends on the ability to
distribute all accumulated benefits within a reasonable period of time. Individual custodial accounts,
however, typically do not provide for distribution without the consent of the participant. Therefore,
any participant who fails to request a cash distribution or rollover of his or her 403(b) account could
jcopardize the effectiveness of the termination for other participants or cause the employer to have to
maintain a spun-off plan indefinitely. Guidance for this type of situation is essential.

Revenue Ruling 2011-7 and the regulations under section 403(b) permit the delivery of an
individual annuity contract (or a certificate evidencing an interest in a group annuity) as a means of
distributing accumulated benefits under a 403(b) plan termination. This ordinarily means thatan
annuity contract may continue as a tax-deferred vehicle after plan termination. The Ruling dees not
contemplate distribution of a 403(b)(7) custodial account, however. Given that section 403(b)(7)(A)
provides that contributions to a custodial account shall be treated as contributions to an 2nnuity
contract, we request equal treatment for 403(b)(7) custodial accounts in connection with a plan
termination. Distribution of a custodial account that retains its 403(b) character, like the distributed
403(b) annuity contract, may be the only option for some custodians attempting to carry out
terminating distributions without the consent of the participant, particularly where the custodial
agreement does not permit involuntary liquidation of the account or unilateral amendment of the
agreement for this purpose. Without the ability to distribute the account itself, many custodians are
left wondering how to carry out an employer’s wishes to terminate a plan while at the same rime
satisfying legal obligations to the individual account owner.

We also believe that guidance addressing a plan termination involving custodial accounts that
do contemplate involuntary liquidation would be appropriate. Some have read Revenue Ruling 2011-7
to require affirmative participant consent to a distribution, which would suggest that the presence of a
single unresponsive or uncooperative participant could taint and significantly delay a plan termination.
To address this misunderstanding, guidance describing an involuntary distribution with an automatic
rollover to an IRA after a specified period would be appropriate. Guidance in this regard will facilicate
necessary amendments to custodial agreements to permit automatic rollovers to IRAs in connection
with plan termination and would allow custodians to rely on an employer’s direction that a plan is
being terminated. The Institute has strongly urged that this guidance be published as soon as possible,

* See ICI letter ta W. Thomas Reeder, dated March 17, 2009; and ICI letrer to W, Thomas Reeder, dated Nov. 12, 2008,
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given that some employers have begun the process of terminating their 403(b) plans pursuant to the
2007 final regulations issued under section 403(b). *

C. Regulations under §411(a)(11)

We request that the Service finalize the proposed regulations implementing section 1102 of the
Pension Protection Act, which instructed the Secretary of the Treasury to modify the regulations under
section 411(a){11) to require disclosure of the consequences of failing to defer receipt of a distribution
from a defined contribution plan.’ We strongly recommend thar the Service finalize the requirements
as proposed. As we stated in our comment letter,® the proposal strikes the right balance by alerring the
participant that the plan may have investments, or fee structures, different from those obtainable in an
IRA, and alerting the participant that more information is available. This approach will not overwhelm
the participant with information that obscures the key information while also assuring the participant
has access to information consequential to the decision whether to take or defer a distribution from the
plan.

D. Tax Treatment of Escheated Amounts

Finally, we request guidance on the proper rax treatment of escheated amounts from retirement
plans and IRAs. In 2004, the Department of Labor (“DOL”) issued guidance regarding missing
participants in terminating defined contribution plans.” The DOL guidance requires thac a plan
administrator use certain search methods to locate a missing participant, and if all efforts to locate the
missing participant fail, then the fiduciary should consider distributing the amounts o a federally
insured bank account or escheating them to a state unclaimed property fund. The requested guidance
should address certain federal tax implications of escheatment, including (1) whether Form 1099-R
reporting is required, (2) whether payors should designate amounts as escheated and, if so, how payors
should make such a designation, and (3} whether withholding is required. We have requested this
guidance in prior years and we wish to reiterate its importance. We understand thar several states have
increased their efforts to collect unclaimed property in IRAs and other retirement plans.

* 72 Fed. Reg. 41128 {(July 26, 2007). See 1CI lercer to W. Thomas Reeder, dated March 17, 2009; and ICI letter to W,
Thomas Reeder, dated Nov. 12, 2008.

373 Fed. Reg. 59575 {Oct. 9, 2008).
¢ See ICI lerrer to Internal Revenue Service re: proposed regulation (REG-107318-08}, dated January 7, 2009.

7 U.S. Department of Labor, Employee Benefits Security Administration, Field Assistance Bulletin No. 2004-02, dated
September 30, 2004.
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If we can provide you with any additional information regarding these issues, please do not
hesitate to contact David Abbey at 202/326-5920 (david.abbey@ici.org) or Elena Chism at 202/326-
5821 {elena.chism@ici.org).

Sincerely,

/s/ David Abbey

David Abbey
Senior Counsel — Pension Regulation

/5/ Elena Barone Chism
Elena Barone Chism
Associate Counsel — Pension Regulation

cc: George H. Bostick

Attachment
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§902 of American Taxpayer Relief Act of 2012
In-plan Roth Conversions

Issues for guidance or clarification

1. Status of Notice 2010-84. Any new guidance should confirm the status of Notice 2010-84 - g,

thar it continues to apply or that it is superseded by new guidance.

2. Limitation to vested assets. Guidance should confirm that in-plan conversions of non-

distributable amounts are limired to vested assets.

3. Withdrawal restrictions, Guidance should confirm thart following an in-plan conversion of non-
distributable amounts, converted assets continue to be subject to the same withdrawal restrictions

that applied prior to the conversion.

4. Permissible limitations on source of in-plan conversions. Guidance should state whether plan
sponsors may elect to limit in-plan conversions to distributable amounts or to specified types of
contriburions (such as employee elective deferrals only). Also whether plans may allow

participants to specify the source for the conversion.

5. 402(f) notice. Guidance should confirm that adopting the in-plan conversion feature would not
require a revised 402(f) notice, and an election to convert amounts not otherwise distributable

would not, in itself, trigger the 402(f) notice.

6. Plan amendments. Like Notice 2010-84, guidance should state the deadline for adopting plan
amendments providing for in-plan conversions of amounts not otherwise distributable {including
whether the IRS anticipates issuing model amendment language/LRMs) and any special deadlines
for 401 (k) safe harbor plans (and should include any other guidance for safe harbor plans, such as

any required updates to the safe harbor notice).

7. Nondiscrimination testing and individual limit refunds. Guidance should address pre-
converted pretax assets required to be refunded due to testing failure and/or individual limit
excesses — £.e., whether these amounts can be removed from the Roth conversion source, and the rax

consequences of such treatment.
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10.

11.

Indirect rollovers. Guidance should confirm that in-plan conversions of non-distributable
amounts may not be accomplished via indirect rollover, and should confirm that in-plan
conversions of distributable amounts may continue to be accomplished via indirect or direct
rollover. Also, may a plan limit in-plan Roth conversions to direct rollovers even for amounts

otherwise distriburable?

Tax reporting and federal income tax withholding. Guidance should confirm that in-plan
conversions of non-distributable amounts are reported the same way as conversions of distributable
amounts under current law (i.e., no withholding; report the rollover amount on Form 1099-R box

1, the taxable amount in box 2a, any basis recovery amount in box 5; and enter code “G" in box 7).

Anti-cutback rules. Guidance should address whether a plan that adopts an in-plan conversion

feature can later eliminate the feature withour violating the anti-cucback rules.

Examples illustrating tax consequences of subsequent distributions. Additional examples
would be helpful similar to the example provided in Notice 2010-84, Q&A 13, demonstrating the
tax consequences of subsequent distributions, including recapture of the 10 percent additional tax
under Code §72(t). As you know, ATRA does not permit individuals to defer and spread the
taxable income over 2 years, unlike in-plan Roth rollovers made in 2010, so additional examples

without the income deferral “wrinkle” would be useful.
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Mark J. Mazur Hon. William J. Wilkins
Assistant Secretary for Tax Policy Chief Counsel
U.S. Department of the Treasury Internal Revenue Service
1500 Pennsylvania Avenue, NW 1111 Constitution Avenue NW
Washington, DC 20220 Washington, DC 20224

RE:  Guidance Priority List Recommendations

Dear Mr. Mazur and Mr. Wilkins:

The Investment Company Institute’ recommends the following issues affecting regulated
investment companies (“RICs”) and their shareholders for inclusion on the 2013-2014 Guidance
Priority List.> As requested in Notice 2013-22, these reccommendations have been listed in order of
priority. The Institute notes, however, that all of the issues described below are important to the
industry; most of these items have been included in prior requests for guidance from the Internal
Revenue Service (“IRS”) and the Treasury Department, including prior suggestions for the Guidance
Priority List.

L Forcign Tax Recoverics from the European Union under Sunzander

The Institute urges an administrable solution to the U.S. fund industry’s anticipated receipt of
withholding tax refunds following the European Court of Justice (“ECJ”) decision in Santander.” The
requested solution is necessary so that the U.S. government is reimbursed in an administrable manner
for foreign tax credits claimed by shareholders in funds taxed as regulated investment companies
(“RICs”) that subsequently, pursuant to the Santander decision, recover the taxes for which the credits

were claimed.”

IThe Investment Company Instituce is the national association of U.S. investment companies, including mutual funds,
closed-end funds, exchange-traded funds (ETFs), and unit investment trusts {UITs). ICI seeks to encourage adherence to
high cthical standards, promote public understanding, and otherwise advance the interests of funds, their shareholders,
directors, and advisers. Members of TCI manage toral assets of $14.7 rillion and serve more than 90 million sharcholders.

® A separate submission describes our Guidance Priority List recommendations for retirement sceurity issues.

¥ The Santander decision involves joined cases C-338/11 1o C-347/11. The decision was rendered in French and translated
into the other languages of the European Union (“EU”). The decision can be found online in English and in French.

% See Institute lerter vo Erik Corwin dated April 30, 2013.
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Specifically, we propose that RICs in this unique situation be required to reduce their foreign
tax credits for the year in which the refunds are received pursuant to binding court decisions or final
administrative action. The alternative approach — of these RICs entering into closing agreements and
writing checks to the government on behalf of their shareholders — imposes significant burdens on
RICs, their investors, and the IRS.

The Industry recommends that this issue be given high priority. As soon as reclaims are
received, funds will need to make determinations that will affect the value of shareholders’ fund shares.

IL Cost Basis Reporting

The Institute urges the IRS and Treasury Department to issue promptly guidance clarifying a
number of issues with respect to cost basis reporting, as we have previously requested.” Specifically, we
ask the IRS and Treasury Department to adopr in final regulations the rules provided in Notice 2011-
56° regarding changes from a broker’s default method of average cost, with the few modifications

detailed in our previous letter.

We also urge the IRS and Treasury Department to reconsider its requirement thata
shareholder who elects to use the average cost method, revokes such clection, or changes from the
average cost method (whether the broker default or a sharcholder election) must do so in writing,
Requiring such elections, revocations, and changes in writing is unnecessarily burdensome and
potentially costly for sharcholders.” The Institute instead proposes that the regulations permit brokers,
including RICs, to provide a written confirmation to shareholders of a cost basis method election,
revocation, or change, in lieu of a written notification by the sharcholder.

The Institurte also asks the government to clarify several other issues regarding cost basis
reporting. First, the IRS and Treasury Department should clarify that brokers may use any basis
method as their default method for mutual fund shares, including first-in, first-out (FIFO), average
cost, or any other formulaic method, as clearly intended by Congress. Second, we ask that the
government provide that gifted shares will have a carryover holding period, even if the shares were
gifted at a loss (7.e., the cost basis of the gifted shares exceeds the fair market value on the date of gift)
and the donee subsequently sells the shares at a loss. Third, we ask the IRS and Treasury Department
to clarify that, for cost basis reporting purposes, shares acquired by an estate after the decedent’s death
have a basis equal to the fair market value on the date of acquisition, unless the broker receives other
information from an estate representative. Finally, the IRS should (i) clarify whether RIC liquidating

* See Institute lettet to Emily McMahan and William Wilkins, dated July 28, 2011,
€2011-29 LR.B. 54.

7 See Institute leceer ro William Wilkins, dated February 8, 2010, This letrer commented on the proposed in-writing
requirement for an affirmative average cost election. The proposed regulations did not require a revocation of such an
election or a change from average cost to be in writing, so the Institute’s letter does not address these rules, which were added
to the final regulations.
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distributions are subject to cost basis reporting and, (ii) if so, amend Forms 1099-B and 1099-DIV, and
the accompanying instructions, to specify that liquidating distributions by RICs should be reported on
Form 1099-B, so that brokers can properly report cost basis information for such distributions.

I11. 2012-2013 Guidance Priority List Items

The Institute requests that the IRS and Treasury Department issue guidance as soon as possible
on the following items currently on the 2012-2013 Guidance Priority List.

A, Items Related to RIC Modernization Act of 2010

The Regulated Investment Company Modernization Act of 2010 (the “Act”)? resolved several
isstes for which we previously sought regulatory guidance. The industry seeks additional regulatory
guidance, however, necessary to properly implement the provisions of the Act.”

First, we request guidance clarifying that the bifurcation guidance of Notice 97-64' (as
modified by Notice 2004-39"') continues to apply, to the extent necessary, after the Act’s changes to the
elective deferral rules for post-October losses. Specifically, a RIC still needs to “bifurcate” its taxable
year into two components, to prevent character reclassifications, when a RIC (i) has a pre-November
net capital gain, (ii) has a post-Octaber loss in a long-term category (.., 15% or 28%) that could change
the category of the pre-November net capital gain on a taxable year basis, and {iii) does not have a post-
October net capital loss, net long-term loss or net short-term loss that, if deferred, would avoid the
reclassification.

Second, we request guidance allowing a RIC to meet the Act’s requirement to provide its
sharcholders with a “written statement” regarding the character of its distributions by posting the
information on its website and advising its shareholders, in writing, to consult the website for this
informarion."

B. Distressed Debt

Second, the Institute requests guidance addressing the accrual of interest on distressed debt.
Investors have long faced uncertainty regarding how the existing original issuc discount and market
discount rules should apply to severely distressed, and speculative, debe. In other cases, application of

¥ Pub. L. No, 111-325, 124 Seat. 3537.

? See Insticure letrer to Emily McMahon and William Wilkins, dated June 30, 2011
" 1997-2 C.B. 323.

'2004-1 C.B. 982.

' Section 301 of the Act.
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these rules creates what many believe to be inappropriate resules,”” These issues have been exacerbated
by recent marker events.™

C. Notional Principal Contracts

Third, the Institute remains very interested in guidance providing simplicity and certainty
regarding the raxation of notional principal contracts. The Institute made a number of
recommendations in our letters on the regulations proposed in 2004 and 201 1.” We recommended
that marks under the elective mark-to-market method, as well as value paymencs under the
noncontingent swap method, be treated as resulting in capital gain or loss. We also suggested thar
credit default swaps and certain short-term swaps be excluded from the modified noncontingent swap
method and the mark-to-market election. Further, we requested additional guidance regarding the
definition of “payment.” We also commented on several technical issues. Finally, we suggested that the
guidance should be made entirely prospective upon promulgation of final regulations.

D. Prepaid Forward Contracts

Fourth, we urge guidance on prepaid forward contracts.’ Specifically, the Institute strongly
supports prompt and comprehensive guidance regarding the rax treatment of exchange-traded notes
(*ETNs”). Although ETNs can provide important investment opportunities, they also take advantage
of gaps in the tax law to provide investors with tax deferral (of up to 30 years) and character conversion
that is inappropriate. This treatment is far more favorable than the treatment obtained by investors in
comparable financial instruments and provides a tax incentive to take on issuer credit risk, rather than
invest in products that do not entail this risk. In the absence of legislation, regulations should be issued
under Treasury’s existing authority under section 1260 and should provide a mack-to-market election.
If a comprehensive regulatory approach is not developed under section 1260, guidance should be issued
under section 446 to address any ETN's that remain outside the scope of the section 1260 constructive
ownership solution.

12 See, e.g., Letter of May 15, 1991, from Jere D. McGaffey to Fred T. Goldberg, Jr. (transmitting comments prepared by
members of the ABA’s Section of Taxarion on the application of marker discount rules to speculative bonds}.

* See, e.g., Institute letter to Eric Solomon and Donald Korb, dated July 28, 2008.

'3 See Institute letter 1o Greg Jenner and Donald Korb, dated July 21, 2004, and Insticute lecter to Emily McMahon and
William Wilkins, dated December 15, 2011,

'8 See Institute Jetter to Eric Solomon and Donald Korb, dated May 13, 2008. See also, Testimony of William M. Paul on
behalf of the Institute, presented on March 5, 2008, before the House of Representatives Ways and Means Subcommirttee
on Select Revenue Measures.
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Iv. Other Issues Directly Affecting RICs and Their Shareholders

A. The Application of General Corporate Tax Rules to RICs

The Institute requests that the IRS and Treasury Department address issues arising from the
application of the general corporate tax rules to RICs. These rules can be unnecessarily difficult to
apply and can result in unintended consequences.

1, Business Continuity Requirement for Tax-Free Mergers

First, the Institute requests guidance clarifying the application of the “business continuiry”
requirement to RICs under section 368 and Treas. Reg. § 1.368-1(d)(2)."” This clarification is
necessary because it is difficult to discern the intended scope of the business continuity test as applied to
RIC reorganizations. As a result, many RICs engaging in merger transactions are compelled to rely on
the “asset continuity” test;”" this test, to the detriment of the RIC’s sharcholders, can place artificial
limics on the ability of a portfolio manager to dispose of portfolio securities acquired from a target RIC
and imposes significant compliance burdens on funds. This issue has become increasingly imporrant
given recent financial conditions, under which more and more RICs are being merged. The Institute
requested guidance on this issue in 2004, at which point the IRS informed us that they wished to gather
more information on RIC mergers through the private letter ruling process. The Institute hopes that
the IRS and Treasury now have sufficient information to open a project on this issue and requests that
they do so.

2. Ownership Tracking Requirements

Second, the Institute asks that a project be opened to amend the regulations under sections 382
and 383 with respect to ownership tracking requirements that apply to participant-directed retirement
accounts holding RIC shares and to variable insurance products. Specifically, the regulations should
permit 2 RIC to look through participant-directed retirement accounts and variable insurance product
account owners and treat each participant/investor who holds less than five percent of the RIC's shares
as part of the RIC’s direct public group. The concerns addressed by sections 382 and 383 are not
implicated when a RIC’s new sharcholders are retirement accounts or variable insurance product

accounts that cannot benefit from such tax attribures.

This change effectively would prevent a large collection of small investors making independent
investment decisions from being treated as a single entity for ownership change purposes. Absent this
change, a retirement plan administrator’s decision as to which RICs to offer in a plan could significantly
affect whether other shareholders in the RIC can benefit from the RIC's capital losses even though the

'7 See Institute Jecter to William D. Alexander and Lon B. Smith, dated January 15, 2003. See also Institute letter to William
D. Alexander, dared April 30, 2004,

'® See Treas. Reg. § 1.368-1(d)(3).
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retirement plan administrator is neither a beneficial owner of RIC shares nor responsible for allocating
investment assets among RICs. Likewise, absent this change, an ownership change could occur if
another company buys the insurance company holding the variable insurance product shares. Again,
these scenarios should not raise tax policy concerns.

B. RIC Portfolio Investments

The Institute requests guidance on several issues arising from RICs’ portfolio investments.

1. Commodity Funds

The Institute strongly urges the IRS and Treasury Department to issue published guidance
addressing investment in commedities by RICs through controlled foreign corporations {(“CFCs") and
commodity-linked notes (“”CLNs”). As we have discussed, substantial competitive pressures have
arisen since the IRS suspended the private letter rulings (“PLRs”) process in this area in 2011.” These
pressures result from the disraption of settled expectations, the unlevel playing field in the industry, and
concerns regarding the IRS’s comforr with the legal analysis underpinning the numerous PLRs already
issued, These competitive pressures are exacerbated the longer this issuc is left unaddressed.

2. PFICs

Firse, we ask the [RS and Treasury to issue additional guidance regarding passive foreign
investment companies (“PFICs”). The preamble to the final PFIC mark-to-market regulations™ notes
in three places that comments received relating to the impact of the PFIC rules on RICs were beyond
the scope of that regulations project.”’ We request thar a regulations project be opened to address these

and other PFIC-related issues faced by the industry.

Specifically, the Institute requests guidance providing (i) that gains from dispositions of former
PFIC stock are capital while losses are ordinary to the extent of prior unreversed inclusions; (i) RICs
with automatic consent to terminate a section 1296 election during a non-PFIC year; (iii} that RICs
may recognize any change in PFIC status of a foreign corporation for the RIC’s taxable year within
which the raxable year of the foreign corporation ends; (iv) that the consequences to RICs of applying
former Prop. Treas. Reg. § 1.1291-8 will be respected, where relevant, for purposes of section 1296; and
(v) that RICs may determine qualified electing fund (“QEF”) inclusions using audited financial
statements that were prepared using U.S. Generally Accepted Accounting Principles (GAAP) or
International Financial Reporting standards, and that all QEF inclusions subject to this election will be
treated as ordinary, but retain the capital character of disposition gains and losses.

12 See Instituce letters to Stephen Larson dared August 18,2011, and Seprember 1, 2011
*T.D, 9123, published on April 29, 2004.
¥ See Institute letter, dated November 22, 2002, and Institute letter to Dale Collinson, dated April 24, 2003
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3. RIC Investments in Partnerships with Different Taxable Year-Ends

Second, we request guidance regarding RIC investments in a partnership in which the RICs
and the parenership have different tax years; this guidance should allow RICs to take partnership items
into income at the end of each month, rather than at year-end. In general, partners must rake
partnership items into account at the end of the partnership’s tax year.” If a RIC investsin a
parenership with a different tax year, however, this can cause mismatches between the RIC’s
distributions and the amount of earnings and profits associated with the partnership’s income.

4, Taxable Mortgage Pools

Third, we request regulatory guidance to clarify issues relating to excess inclusion income of a
real estate investmenc trust (“REIT”) that is a taxable mortgage pool (“TMP”) or that has a qualified
REIT subsidiary that is a TMP. Although Notice 2006-97% addressed a few issues, and responded 1o
some of the Institure’s concerns regarding the lack of guidance in this area,”* many critically important
issues remain unresolved. Ata minimum, and as requested by the Institute in 20086, guidance should be
issued stating that Notice 2006-97 will not be applicd until some reasonable period after a practical
reporting regime is implemented and the many uncertainties arising from the Notice are resolved.”

C. Check-the-Box Election

The Institute asks the IRS and Treasury Department to issue guidance to coordinate the entity
classification election under the check-the-box regulations™ with the RIC election under section
851(b)(1). Specifically, we request that an eligible entity electing to be treated as a RIC will be deemed
to have clected to be classified as an association taxable as a corporation, effective as of the first day the
entity is treated as a RIC.” The regulations already provide such a deemed check-the-box election for
entities that elect to be treated as REITs, for certain entities claiming tax-exempe status, and for entities
clecting to be taxable as § corporations. Amending the regulations to similarly coordinate the RIC
election with the check-the-box rules will reduce administrative burdens for affected entities and the
IRS and provide certainty as to an entity’s starus.

2 See Rev. Rul. 94-40, 1994-1C.B. 274 {for purposes of the required distriburion under section 4982, a RIC must rake into
account its share of partnership items of income, gain, loss, and deduction as they are taken into account by the partnership,
regardless of the taxable years of the RIC and the partnership in which the RIC is a partner).

220062 C.B. 904

* See Institute letter to Eric Solomon and Donald Korb dated May 12, 2006.

¥ See Institute lecter to Lon Smith, dated December 29, 2006,

* Treas. Regs. § 301.7701-3.

*7 See Institure leceer to Emily McMahon and William Wilkins, dared June 1, 2011
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V. Section 529 Qualified Tuition Programs

The Insticute also urges the IRS and Treasury to address issues regarding section 529 qualified
tuition programs (“section 529 plans™). A project to address these issues, which was included on prior
Guidance Priority Lists, was deleted from the 2009-2010 list without guidance being issued. Guidance
regarding section 529 plans remains necessary to implement fully the Advance Notice of Proposed
Rulemaking {“Advance Notice”) regarding section 529 plans that the IRS released in 2008. We are
pleased that the Advance Notice reflects several comments previously submitted jointly by the Institute
and the Securities Industry and Financial Markets Association (“STFMA”™).* It remains important, for
those saving for education through section 529 plans, that the tax treatment of investments in such
plans is clear. We urge the IRS o continue its work on this guidance project to address ourstanding

: 29
185UCs.

VI Foreign Bank and Financial Account Reporting

Finally, the Institute is pleased that the IRS and the Financial Crimes Enforcement Network
(“FinCEN")} have finalized rules regarding the reporting of foreign financial accounts on the Report of
Foreign Bank and Financial Accounts, Form TD-F 90-22.1 ("FBAR”). We also are pleased that the
filing deadline for certain individuals with signature authority has been postponed until June 30, 2014,
as the government considers questions and concerns regarding various exceptions to the rules. In light
of the many issues raised with respect to the FBAR, we encourage the government to conduct a
comprehensive review of the FBAR reporting requirements to eliminate unnecessary filings that do not

have the “high degree of usefulness in criminal, tax, regulatory, and counterterrorism matters” required
by the Bank Secrecy Act.”

Specifically, we request that the IRS and Treasury Department broaden the definition of
“authorized service provider” (“ASP”"), as originally proposed by the Institute in 2009.” Although
FinCEN created an ASP reporting exception in the final rules, the exception adopted is narrower than
we originally proposed and created new uncertainties. The government also should (1) clarify the scope
of FinCEN Notice 2011-1, (2) clarify that FinCEN Notice 2011-2 applies to officers and employees of
affiliates to the same extent that FinCEN Notice 2011-1 applies, and (3) make permanent the relicf
provided to those persons covered by the notices. We also urge that signature authority filings for 2009
and carlier calendar years be forgiven.

2 See Institute and SIFMA letter to Michael Desmond, dated June 12, 2007,

% See Institute letter to Richard Hurst, Mary Berman and Monice Rosenbaum, dated May 12, 2008, for comments
regarding the Advance Notice,

®3]1U.S.C. 5311,

*! See Institute [etter to James H. Freis, Jr. and Jamal E-Hindi, dated January 15, 2009,
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We will contacr your offices shortly to request a meeting to discuss further these issues and their
importance to the industry. In the meantime, if we can provide you with any additienal informarion
regarding these issues, please contact Keith Lawson (202-326-5832 or lawson@ici.org) or me (202-326-
5826 or rvan.lovin@ici.org).

Sincerely,
/s/ Ryan M. Lovin

Ryan M. Lovin
Assistant Counsel — Tax Law

cc: Notice.comments@irscounscl.treas.gov
William D. Alexander
Cameron Arterton
Susan T, Baker
Erik Corwin
Donna Crisalli
Barbara A. Felker
Rebecca Harrigal
Catherine V. Hughes
Andrew Keyso, Jr.
Steven A. Musher
Michael S. Novey
Henry Schneiderman
Roger E. Wade
Karl Walli
Curt G. Wilson
Lisa Zarlenga
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Internal Revenue Service

Attn: CC:PA:LPD:PR (Notice 2013-22) peR 30 4

Room 5203

P.O. Box 7604 o 'Q‘;\;’iSiON
Ben Franklin Station Q GEESHNG NS
Washington, D.C. 20044 LEGP&:E%ON & REGULATIO

May 1, 2013
Re: IRS Notice 2013-22: 2013-2014 Guidance Priority List
Dear Acting Commissioner Miller:

The Information Reporting Program Advisory Committee’ (IRPAC) appreciates the
opportunity to recommend items that should be included on the 2013-2014 Guidance
Priority List in response to Notice 2013-22.

IRPAC recognizes the challenges the IRS faces in developing and implementing new
reporting and withholding policies and procedures as a result of the increased focus
on using information reporting to help reduce the tax gap. Legislative changes
continue to expand information reporting requirements, and payers are being
requested to enhance their due diligence efforts when obtaining tax certification
documentation from their customers.

Examples of that legislation include the addition of the Foreign Account Tax
Compliance Act (FATCA) under sections 1471 through 1474 of the internal Revenue -
Code, as amended, as well as the payment card transaction reporting under section
6050W, the Patient Protection and Affordable Care Act reporting under sections 6051,
6055 and 8058, and the cost basis reporting under section 6045, With these additional
reporting programs comes an increased responsibility of IRPAC to fulfill its mission to
reduce taxpayer burden and improve the overail administration of information
reporting.

Considering these recent changes and consistent with our comment last year, we
strongly recommend that the Guidance Plan include a new subcategory under "Tax
Administration” entitled "Information Reporting” that focuses on the efficient
implementation and administration of information reporting, with fair consideration of
taxpayers' burdens. This would include an understanding of the lead times needed by
the reporting community to implement both new programs and changes to existing
programs, and consideration of the data requested in light of the availability and cost
associated with producing such data, and the usefulness of the data collection,

! TRPAC was established i 1991 in response (o an administrative recommendation in the final Canference Repon of the Omnibus Budgel
Recongiliation Act of 1989, Since its inception. TRPAC has worked closely with the IRS to provide recommendations on a wide range of
issues intended to improve the information reporting program and achieve faimess Lo 1axpayers. IRPAC members are dmwn from aad
represent 4 broad sample of the paver community, inchuding major professional and trade associutions, colleges, and universities and stale
taxing agencies,
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IRPAC recommends that the priority items set forth below be added to this proposed
new subcategory of the Guidance Priority List:

1. FATCA guidance,

The effective implementation of FATCA is dependent on additional guidance items
and forms being issued as soon as possible. IRPAC recommends that the following
itemns related to the implementation of FATCA be included in the Guidance Priority
List. (@) issuance of conforming regulations between Chapter 4 and Chapters 3 and
61; (b) issuance of technical corrections to the Chapter 4 final regulations, as well as
responding to requests for clarification on matters that remain unclear; (¢) issuance of
the revised versions of Forms W-8, 8966, 1042 and 1040-S, including their
instructions; (d) issuance of the FFl Agreement, including any coordination with
existing Qualified Intermediary (Ql) agreements; and {e) release of the FATCA Portal
registration requirements and final Form 8957 and its instructions.

Both US withholding agents and foreign financial institutions have only a few months
remaining to begin applying the initial requirements of the FATCA regulations, and we
remind the IRS that the standard timeframe is 18 — 24 months to implement major
programming. USWAs and FFls must also revise account opening documentation,
policies and procedures, and communicate those changes both internally and
externally. In addition, large financial institutions must budget for changes a year in
advance and generally cannot make systems changes in the fourth quarter of the
calendar year,

2. Identity theft information reporting.

IRPAC thanks the IRS for issuing proposed regulations that will allow payers to
truncate individual taxpayer identification numbers (SSN, ITIN and ATIN} on a
permanent basis, and expanded the use to forms provided electronically. However,
consistent with our comment letter dated February 14, 2013, payers should be
allowed to truncate employer identification numbers (EINs) because of the fact many
(if not most) tax reporting systems do not distinguish between the types of taxpayer
identification numbers. The truncation of EINs would also have a direct benefit in
reducing the volume of fraudulent retums — such as the Form 1099-O1D showing a
withholding amount just slightly less or equal to the income amount - being created
that show withholding amounts being applied by a payer. Legitimate payers who filed
a Form 941, 945 or 1042 are becoming concerned the IRS will start issuing
withholding underpayment notices because of fraudutent information retumns being
created using the payer's name and EIN and showing withholding amounts for which
the payer has no liability or deposit requirement.

The TIN truncation program should be extended to all existing or newly introduced
information returns unless doing so is explicitly excluded as stated in lhe preamble to
the proposed regulations or in the new form’s instructions. Since fraudulent returns
are most likely the result of theft from the postal mail of Form W-2 information, IRPAC
recommends that Counsel support the adoption of H.R.1560 (“SAFE ID Act of 2013")
which will amend IRC §6051 and permit the truncation of social security numbers on
wage reporting statements.



Page3

Finally, the ability to provide all information returns electronically rather than through
the U.S. mail where an envelope is marked “Important Tax Document Enclosed” and
the due date {0 mail tax forms is well known would also reduce the possibility of
thieves taking those statements and using them {o create fraudulent information
returns.and tax returns. Please see Priority ltem #8 below for additional reasons as to
why this program should be expanded.

3. De minimis threshold for Form 1099 corrections.

There are substantial costs to processing corrections to information returns,
regardless of whether any amount corrected is material. The volume of corrections
has increased significantly in recent years because of the expanded information
reporting requirements, resulting in significantly increased costs to the IRS, financial
institutions and taxpayers. Reclassification of mutual fund distributions and updated
cost basis information are common causes of corrected information returns,

Filers would like to be allowed to apply a de minimis threshold so that corrections are
not required for net changes of, for example, $50 or less (up or down). If you consider
the cost to the financial institution {printing, mailing, reputation, etc.), the taxpayer
{filing a corrected tax return) and the IRS (processing and data matching), a de
minimig threshold would promote sound tax administration in that it would eliminate
costly corrections that result in no material change in tax revenue, This
recommendation could be achieved through minor changes to the definitions of an
‘inconsequential error or omission” in the regulations issued pursuant to IRC §5721
and §6722. '

By way of background, last year IRPAC provided a histogram with its 2012-2013
Guidance Priority List letter dated May 1, 2012. The histogram illustrated the impact
that such a correction threshold would have, For a given brokerage firm, 5150
accounts held a particular Unit Investment Trust (UIT) in 2009. The Forms 1089-DIV
issued to those accounts included income attributable to that UIT. In the first quarter of
2011 {nearly a year after the associated tax retums wouid have been filed), the
trustee's accounting firm discovered an error in the factors that the trustee had
supplied to the industry allocating its distributions between dividend and non-dividend
distributions. The trustee published amended factors that required corrected Forms
1099-DIV. The chart showed the distribution of those accounts across various dollar
correction levels. If corrections were not required for changes of $50.00 or less, nearly
45% of the corrections would have been avoided.

in addition, brokers who are required to issue a Form 1099-B for the sale of securities
continue to face significant challenges and customer complaints related to the
reporting of wash sales, particularly for de minimis amounts and when alt the
information must be corrected because a company anncunces all or part of a dividend
distribution is being reclassified to return of capital. While IRPAC recegnizes the
reporting of wash sales is mandated in IRC §6045(g){(2(BXii), the regulations should
permit some exceptions fo the requirement to file correct Forms 1099-B that are
based on a de minimis amount. The confusion and volume of corrections is also being
affected by the fact both brokers and taxpayers need more guidance regarding wash
sales than cumrently exists. For example, wash sales resulting from purchases and
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dispositions within employee stock purchase plans (ESPP) appear to have a dual
tracking requirement for both the cost basis and holding period because of the
compensation and gain/loss reporting pursuant to IRC §423 versus the holding period
adjustment rules under IRC §1223(3).

4. Guidance concerning the merchant reporting rules under IRC §6050W.
Consistent with a request made by IRPAC last year, IRPAC recommends that the IRS
provide additional official guidance to further address open questions related to IRC
§6050W. Official guidance is necessary to address open questions regarding the
meaning and scope of certain terms in the statute and Treasury Regulations,
particularly regarding third party networks. Key terms integral to the meaning of "third
party payment network” must be defined in official guidance in order for reporting
organizations to reasonably apply the rules, These terms inciude "central
organization,” "guarantee,” and "substantial number of providers of geods or
services." IRPAC's detailed recommendations related to the definition of these terms
can be found in its March 28, 2011, comment letter in Appendix D of its 2011 Annual
Report.

In addition, guidance is needed to clarify uncertainty between the scope and
application of the rules related to "aggregated payees” and "third party payment
networks." This is needed, in part, due to apparent overlap of the rules in these areas
and because a "third party settlement organization” is not required to report
transactions for a payee whose aggregate transactions do not exceed $20,000 or 200
transactions, whereas the aggregated payee rules do not include a de minimis rule.
Now that the IRS has received the first iteration of Forms 1098-K from payment
settlement entities ("PSEs"), it should now be in a better position to understand the
chalienges facing PSEs and putative PSEs and should issue additional guidance
accordingly in advance of the 2013 filing season.

5. Electronic furnishing of tax information forms to payees.

Consistent with a request made by IRPAC last year, IRPAC recommends that the IRS
provide guidance that expands the authority of parties responsible for issuing
information returns (e.g., payers, withholding agents, business entities, etc.) to
electronically furnish payee statements and like documents not permitted under
current guidance to be issued electronically to recipients. This would include Form
1042-5, Foreign Person's U.S, Source Income Subject to Withholding; Form 8805,
Foreign Partner's Information Statement of Section 1446 Withholding Tax; Form 8288,
U.S. Withholding Tax Return for Dispositions by Foreign Persons of U.S. Real
Property Interests; Schedule K-1 prepared and issued in connection with Form 11208
for S corporation shareholders; and Schedule K-1 prepared and issued in connection
with Form 1041 for beneficiaries of certain trusts.

The ability to electronically furnish these additional forms to recipients would create
greater procedural uniformity and consistency because the documents listed could be
issued in a similar manner to Forms 1099 and W-2, and Schedules K-1 prepared and
issued in connection with Form 1065 for partners in partnerships. In addition, foreign
customers with bank accounts or who receive bank deposit interest through other
types of accounts have expressed concern that not being able to receive a Form
1042-S electronically will expose them to kidnapping for ransem or other bodily injury.
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Section 401 of the Job Creation and Worker Assistance Act of 2002 provides that
“{a]ny person required to furnish a statement under any section of subpart B of part |ll
of subchapter A of chapter 61 of the Internal Revenue Code of 1986 for any taxable
year ending after the date of the enactment of this Act, may electronically furnish such
statement (without regard to any first class mailing requirement) to any recipient who
has consented to the electronic provision of the statement in a manner similar to the
one permitted under regulations issued under section 8051 of such Code or in such
other manner as provided by the Secretary."

The IRS has exercised such authority to provide for electronic transmission of payee
statements in Notice 2004-10 (regarding, in general, Forms 1098-R and 5498} and in
Section 4.6 of IRS Publication 1179 (Rev. Proc. 2011-60) (regarding, in general, most
Form 1098 and 1099 series). Similar to the regulations issued under IRC §6051 (Reg.
§ 31.8051-1()(2)), affirmative consent of the payee is currently required before Form
W-2 payee statements can be delivered electronically.

IRPAC also recommends a change away from an affirmative consent and towards a
negative consent in order expand the usage of electronic payee statements, including
those that may currently be provided electronically. The response rate to any mail or
electronic solicitation is, regrettably, generally ranging only from a few percentage
points to the teens. Given the expense incurred to launch such solicitation efforts and
the anticipated low respeonse rates, many firms providing payee statements are
hesitant to change from mailing paper statements to electronic delivery. As a result,
year after year, there are complaints from customers about missing statements and
identify thefts resulting from the mailing of paper statements. Firms providing the
payee statements spend significant resources to sort and mail the paper statements,
and then have to allocate resources to help customers on missing statements and
identity thefts. This poses significant burdens both to the businesses providing such
statements and the taxpayers receiving such statements.

The above cited legislation clearly grants the IRS broad flexibility in permitting
electronic delivery of payee statements. We recommend that the IRS consider new
regulations or administrative guidance to allow electronic delivery of payee statements
to any person who has established online account access to receive account
statements and other communications unless such person affimatively elects fo opt-
out of electronic delivery of any or all payee statements (or opt-in to continue to
receive paper statements). The IRS may provide for a transition period, such as a
period of two years, during which the paper statements must still be provided with a
notice informing the recipients of the transition to electronic delivery. This will give the
recipients sufficient time and opportunity to opt-out from receiving staterments
electronically {or opt-in to continue receiving paper statements) should they choose to
do so. Further IRPAC believes that permitting issuers to provide information returns
electronically creates greater efficiency and security for all parties concerned.

6. IRS forms and publications.

IRPAC reiterates its prior recommendation that the IRS be required to post final
information returns, instructions and publications on the IRS web site one year prior to
the end of the applicable reporting period. The increasing number and complexity of
information returns {for example, Form 1099-B) necessitates payers and software
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vendors be able to have final revisions of any forms, instructions and publications
available to them at least one year prior to the end of the applicable reporting period. If
a final information return cannot be posted by that date, any revisions made thereafter
should be optional until the following tax year. Generally, that deadline wifl be January
1, however, it should be noted that the IRS is creating information returns (such as
IRS Form 1097-BTC) that must be mailed to recipients on a quarterly basis, instead of
the standard annual basis following the end of a calendar year.

Most financial institutions -and ofher payers do not report to their customers on the
official IRS forms because the use of substitute forms and composite statements
reduces printing and mailing costs. In addition, payers often include additional
information that assists customers in completing their tax retums. IRS Publication
1179 provides guidelines for substitute forms, and in recent years that publication has
not been released until December, which is only several weeks before payers start
mailing forms for that tax year. Any changes from the prior year cannot be
incorporated by that date.

Payers and software vendors must begin their analysis of any changes to forms,
instructions and other IRS guidance included in various publications in the first quarter
of the applicable tax year to provide sufficient time to make programming changes,
test output and communicate changes to taxpayers. Generally, all programming and
print formatting changes must be tested and finalized before the final months of the
year when information systems are "iocked down" and no more changes can be made
because of the fact any change to one system can impact many other linked systems.

Revisions to forms, instructions and publications made after January 1 resultin
significant additional costs and staffing burdens to payers and software vendors. Such
delayed revisions also prevent being able to communicate changes to taxpayers who
will receive the information for inclusion on their tax returns. Creating a deadiine for
revisions to or the creation of information returns ensures greater accuracy and

efficiency with the tax reporting process.

7. Revision of Form 8949 and Schedule D to include unique reporting :
requirements for contingent payment debt and other instruments. Taxpayers are
generally unaware of the fact that a contingent payment debt instrument is not eligible
for capital gainfloss treatment, as explained in Reg. §1.1275-4(b)(8). The primary
reason for that is the Form 8948 and Schedule D do not have any provisions for
reporting these securities separately and in a different manner from the dispesition of
other types of securities that are eligible for capital gain/loss treatment. Instruments
known as currency shares are similarly treated and are also not addressed in the
current versions of the applicable returns and schedules. Therefore, the IRS should
revise these documents and their instructions accordingly to ensure accurate reporting
by taxpayers of contingent payment debt instruments, currency shares or other
instruments that are reperted on Form 1099-B, but whose gains and losses are not
considered capital.
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8. Production of Form 2439 not currently filed electronically,

Each year, firms that produce Forms 1099-DIV are frequently required to aiso produce
Form 2439, Notice to Shareholder of Undistributed Long-Term Capital Gains. Unlike
ali the forms in the 1099 series, there is no provision to file the Form 2438 with the
IRS electronicaily. This prompts financial services firms to literally pack boxes of paper
Forms 2439 for delivery to the IRS. Mandatory paper Forms 2439 do not comport with
the IRS' goal of moving to an electronic filing process for ail taxpayer forms and
retumns where it is possible to do so. IRPAC recommends that the Service make a
priority of creating electronic filing provisions for the Form 2439 and any other forms
that are still filed on paper.

9. Reporting of OID accruals for stripped tax credit bonds. Brokers and other
payers have found IRS Notice 2010-28 to be unworkable for reporting the correct
amount for stripped tax credit bonds. At the time of the Notice, there were no stripped
tax credits trading in the marketplace. That situation has now changed and IRPAC is
pleased to see the IRS is seeking comments from the public regarding the
effectiveness of the Notice. As part of that process, the IRS may wish to review
IRPAC's analysis and recommendations found in its letter of July 26, 2012 (attached)
covering these issues. In particular, a model is required for handling situations in
which the acquisition cost is not known by the broker and the documented approach
of aggregating multiple credits stripped from a single instrument must be eiiminated in
favor of an approach that considers each stripped credit as a stand alone instrument.

IRPAC thanks the IRS for requesting our recommendations for inclusion of items to

include in the 2013-2014 Guidance Priority List. We look forward to working with you
in creating a more efficient and scund tax administration system.

Respectfully Submitted,

1,‘7W

2013 IRPAC Chair

Attachment: Stripped tax credit bonds analysis
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July 26, 2010

Mr. Timothy Jones

Office of Associate Chief Counsel (Financial Institutions and Products)
Re: Notice 2010-28

CC:FIP:B5, Room 3547

P11 Constitution Avenue, NW

Washington, DC 20224

Re: Netice 2010-28-Additional Comments; Stripped Tax Credits and Form 1097-BTC

Dear Mr. Jones:

The Information Reporting Program Advisory Committee (IRPAC)Y appreciates the
opportunity to provide additional comments on Notice 2010-28°. This Notice
describes regulations that the Treasury Department and the Internal Revenue Service
{IRS) expect to issue concerning both stripping trapsactions for qualilied tax credit
bonds under section 54A of the Internal Revenue Code and certain income tax
accounting matters associated with holding and stripping these bonds. 1n addition this
Notice describes anticipated related information reporting regquirements.

IRPACs comments include discussion and recommendations related to (1) OID
computation on stripped tax credits where the purchase cost is unavailable, (2)
treatment of stripped components as an aggregated instrument and (3) reporting tax
credits on Form 1097-BTC.

STRIPPED TAX CREDITS

Computing Oviginal Issue Discount where Purchase Cost is Unavailable

Original Issue Discount (01D} must be computed and reported for stripped tax credits.
This computation requires three elements: the maturity date, the ssuc price and the
issuc date. Although a specific tax credit has a maturity date equivalent (allowance
date) and a unique CUSIP identifier, there is no distinct issue price or issue date
associated with that CUSIP number as there would be for a bond (whether interest
bearing or vero coupon). For strips the original issue price is the holder’s purchasce

"IRPAC was established in 1991 in response to an administrative recommendation m the final
Conterenees Report of the Omnibus Budget Reconciliation Act of 1989, Since it inception, IRPAC has
worked closely with the ERS to provide recommendations on a wide range of issues intended to improve
the informarion reporting program and achieve faimess to taxpovers, IRPAC members are drawn from
and represent a broad sample of the payer commumty, including major professional and trade
associations, volleges, and universities, and state taxing agencics.

* See IRPAC s previous comments dated May 21, 2010
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price and the issue date is the holder’s purchase date. Even in the context of traditional
bond stripping, this information is not always available such as when sccurities are
transferred to other brokers, or where they are acquired in a bulk acquisition through a
delivery versus payment (DVP) account where custody for the beneficial owner s heid
elsewhere. In the context of stripping tax credits, sccondary trading may be even more
complex, such as when acquired in some form of cotlective ownership. such as through
a trust or partnership and then distributed for use (apart from in a mutual fund
context).

This circumstance will arise repeatedly on securily positions translerred in the period
before 2013 when fixed income instruments become “covered securities™ in the context
of the cost basis reporting requirements of section 403 of the Energy Improvement and
Extension Act of 2008, Division B of Public Law 110-343. Ay a4 resuit, a method of
computing the QID must be available when the custodian of the position having
information reporting responsibility is not aware of the purchase price and purchase
date for a given position.

The Treasury STRIP Model

The most prominent model for mecting this type of reporting requirement is the
computation of O1D for Stripped Components of U.S. Treasury and Government-
Sponsored Enterprises. For holdings of these instruments, broku"s and other
middlemen may rely on section If of IRS Publication 1212}, This table provides a
substitute amount that brokers and other middlemen use 1o accrue an approximation
the OID income. Brokers are permitted, but not required, to compute the OID
income specific to a holding and, if the purchase price and purchase date are not
available they would then look to Publication 1212 to tulfill the mpm’hng
responsibility. Approximately 57% of the outstanding holdings” in currently in
custody have the tax-lot-specitic information required for this calculation, with the
balance relying on the amounts published in Publication 1212.7

Cost basis reporting mandated for acquisitions after 2012 will, over time, increase
the percentage ot positions receiving the OID computation specific to the holder’s
purchase information, but will do nothing to enable brokers and other middiemen to
meet the reporting requirement for strips purchased before that time, Moreover, not
every relationship is considered under the cost basis requirements that will enable
purchase price intormation sharing. There will be gaps.

*I'he 2009 version of the Publication 1212 tables are found at hitpe#/ www.irs, sov/pub/irs-
utl2009p1212 sect_i-iii_2nd.pdf. Section IT is displayed on pages 86 and 87.

*The statistic is based on a sampling of firms whose data is processed by Wall Street Concepts. a
business unit of SunGard Brokerage and Clearance.

¥ Additionally, Publication 1212 provides information for reporting OIE ingome for maturing Treasary
Bills and other short iem: discount obligations. This 1s another situation in which the custedian may not
be in possession of the purchase cost, but is able to rely on the publication to fulfill mformation
reporting obligations.
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Recommendation

Section H of RS Publication 1212 lists runges of maturity dates and for cach
establishes the OID income per $1000 to report for an entire year. [RPAC
recommends that the publication’s structure be moditied to accommodate an
additional column for annual income on stripped tax credit allowances. The column
currently titled “OID per $1000" would be renamed to distinguish it as applicable
only to federal strips while the newly added column should be distinctly {abeled as
applicable to tax credit strips. '

Alternately, the Service could publish annually a factor that allowed the amounts
from Section H of Publication 1212 1o be adjusted for use with stripped tax credits.
This approach could also be extended to provide a lactor for the interest payments
stripped from tax credit bonds and tax credit bond corpuses. For a strip held an
entire year the calculation would take the following form:

[Face amount/1000] * [Publication 1212 Amount| * [TC adjustment factor]

With Section 1T of Publication 1212 limited to 2 pages, we believe these approaches
are worthy of consideration as practical and cost effective, particularly in
consideration of the fact that cost basis regulations will eventually greatly limit the
instances in which the purchase date and purchase price are unavailabte. Further,
the number of outstanding tax credit bonds for which strippable tax credits are
available is limited by specific tegislative authorizations. Also consider that within
the Build America Bond population a great majority of issuers seem to be opting for
the subsidy payments rather than issuing bonds with tax credits”.

It is important to note that cven though the gap will diminish, it will not be fully
closed and purchase information will still be missing in some cases, There will
need to be some rule for brokers as to what to do if such information is missing or
considered unreliable. IRPAC suggests the better process is one of the methods
suggested above, Brokers cannot be held accountable for data beyond their ability to
acquire it

Treating stripped components as an aggregated instrument

Notice 2010-28 foresces a broker treating a group of stripped components held in the
same account that are derived from a commeon bond as a single aggregated insirument
for the purpose of computing O1D income. For a variety of reasons explained above
and further below, this approach would be extremely difficult te implement as brokers
will not always have access to the aggregated information nor will they have the
systems architecture, industry infrastructure and reference data necessary 1o comply.

“ The SIFMA 2010 Municipal Issuance Survey indicates that onty $5 billion of a projected 3119 of
taxable municipal bonds to be issued in 2070 will be tax credit bonds,

hup:/www sifma.orgfuploadedliles Research ResearchReports 2009: Municipal Municipallssuangelur
vey20 10 20091207 SHMA pdl
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Required information and available processes

The operations of financial services firms rely on u “Security Master” file which is
repository of descriptive information for stocks bonds and other financial
instruments. The primary identifier used in these files is the CUSIP number.
Descriptive information and features (issuc date, maturity date, sccurity type and
classification) are stored to ensure proper treatment of the asset for various
processes (transfer, valuation, income characterization, timing of payments,
information reporting, etc.). Firms do not, however, have the necessary mformation
or processes required to discern that various CUSIP numbers have a common
parentage that would facilitate aggregation of the disparate stripped components as
a single instrument’. Without having determined and stored this information,
clearly, processes would need to be built to continuously review investor portfolios
to determing if the assets held can or should be considered in aggregate. This
process may even need to spread over many different accounts and between
different financial institutions, presenting impossible tasks that even the cost basis
provisions will not address.

If a collection of assets could be considered in aggregate, the custodian wouid then
have to assign a unique identifier (not an industry recognized CUSIP number) and
construet an OID rate schedule to supplement the publicly available amounts
published in Pubhcdtmn 1212 in order to make this holding part of its information
reporting proccsses If the aggregated position were transterred to another
institution, the unique security number being used would not be recognizable to the
receiving party. The transter would be tacilitated as movement of all the stripped
components (identified by their standard CUSIP numbers) via the existing
automated account transfer structure (ACATS) with book entry security movements
at the industry’s depositary, the Depository Trust Company (DTC). There are no
universal rutes for a firm's maintenance of security numbers apart from the CUSIP
process.

Reconciliation with the depository

On a nightly basis, financial service firms reconcile their account positions both
internally and externally. [n the external reconciliation, firms are ensuning that they
are in agreement with the various depositories at whu,h their positions are held for
settlement. This process relies on securities having identificrs that are recognized
throughout the industry. As described above, for a firm to compute and report OID
on an aggregation of stripped assets would require the creation of an identifier
unique to the aggregation. The unique identifier would have to be tracked in some
sort of shadow account while the actual books and records of the firm continued to

" A CUSIP number’s first 6 digits denote the identity of the issuer. but not the specific bond issue, so the
structure of the number is not sufficient 1o reliably detect the existence of a potential aggregation. Also,
for active Lssuers, the six digit prefix does change periodicaliy.

* Lach credit would be treated as non qualilied stated interest pavment, a vield would be caleulated and a
liletine O acerual schedule (associated with the unigue identifier} would be created. A 12 month
stiee of the schedule, in the format of Publication 1212 entries, would be used in the process for cach
cajendar year.
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reflect the individual stripped components according to thewr CUSIP identifiers”. To
do otherwise would cause perpetual mismatches with the depository (DTC breaks,
in industry parlance).

With this shadow infrastructure not in existence anywhere, it is doubtful that
aggregated reporting would ever become a reality, particularly in light of the limited
number of instruments outstanding.

Integration with existing processes )
The reportable O1D income for an aggregated instrument would have to be merged
into standard data streams for information reporting and systems would also have {o
be modified to ensure that no reportable amounts were computed for the strips
individually (when an aggregation exists) as this would lead to double reporting.
This is important, not just from the perspective of avoiding overreporting; if there is
a single strip in an account, computation of its OID would have to be done
according to its standard CUSIP identitier and must not he overlooked because an
aggregation was anticipated.

Sales and transfers will create countless variations and combinations

IT an aggregation was discernable and identifiable, there is nothing that would
require the investor to retain the distinet aggregation for any length of time. For
example, the owner of a bond with a term of ten years could strip the bond into its
41 components (corpus and 40 tax credits). Once stripped, they will independently
trade in the secondary market. allowing the investor to immediately sell any number
of the strips (in varying quantitics). The remaining unsold pieces form a new
aggregated instrument for which a cost basis must be established and Q112 acerual
must procced from that date forward (based on a newly constructed custom OID
accrual rate schedule). The investor is free, at any time and with any frequency, to
sell additional pieces and, in effect, create new aggregations that would require
uniguc identifiers, computations of basis and a new O1D accrual schedules, Asa
result, the number of unique aggregated instruments that an account could
theoretically hold over time would be nearly infinite. Each sale transaction would
also require allocation of a portion of the bagis of the aggregated instrument to the
picee sold for the 1099-B (as required beginning in 2013). Further. the investor
would be able to reacquire any of the previously seld stripped tax credits through
the secondary market, again creating a new aggregation,

[t is important to note that anywherc in this process an aggregation, in whole or in
part, can be transterred to another institution. Whether brokers offer a stripping
process or not, most brokers will be forced to support the transfer of the composites.

It 1s worth noting that Netice 2010-28 03{c}(3) and (4) detail the requirements for tax credil issues Lo
be held in book entry form and to have CUSIP numbers assipned for each strippable componernt. This
suggesls that there is a desire 1o have the reported income and tax eredits associated with an identifier
knoewn, not only (¢ the industry, but 1o the IRS as well, Apgrepating under a single user-defined 1D
seems comtrary o this inlent.
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If aggregation is not required, cach stripped component becomes a unique
instrument, identified by an industry recognized CUSIP number that was
established by the bond’s issuer at the time of the original offering. Although a
casual observer might conclude that it is easier to frack a single aggregated
instrument, that instrument is an exception in every aspect of standard processing
and is subject (o infinite varistions that would regaire substantial computation for
each iteration imaginable.

In conflict with cost basis reporting requirements

1 a collection of strips is considered in aggregate for the purpose of OID accrual but
individually with regards to cost basis requirements (transfer statements and Forms
1099-13), we are dealing with multiple reporting requirements for a single assct.

The acerual of O1D is integral to the maintenance of an adjusted cost basis.

In the aggregation scenario, the custodian would establish a unique identifier to
track the collection of strips and would have an associated cost basis tor the
aggregation. 1f the account were transferred to another financial service firm, the
movement of securities through standard industry facilities would retlect the
individuat stripped components for which individual bases do not exist under the
aggregation, Stmilarly, the sale of a single strip component from the aggregation
will eventually require, under the cost basis regulations, that a basis be reported on
the 1099-B although none had been established or tracked. Again, the movement of

all the components might seem daunting because of the number of securities, but the
transter would actually be handled without incident, and, if no aggregation had been
done, would far more readily include an adjusted basis.

Stripping as a transaction unique from the sale or transfer of a stripped component

As the tax credit bond market currently operates, the registrar (or other
rf.,prcscntalwc. of the issuer) facilitates stripping transactions by accepting the bond
and returning the various rcmamim., de credits (and/or interest payments and bond
corpus) to the submitting institution'. There is no facility for an owner of the bond
to selectively scll or transfer an mdmdual tax credit, interest payment or bond

corpus without {irst having the bond stripped into its uomponcni picces. 1t is at this
point in time that basis can be allocated to all the picces''. Although this may seem
more tedious than the aggrepated approach, il ensures that the infinite revaluations
and reassignments of basis that are possible with aggregation do not take place.
This facilitates the accrual of Q1D rowtinely on cach component, and, in turmn, the
transter of these assets with adjusted cost basis.

" F'hix process was described in greater detail in IRPACs comment letter dated May 21, 2010,

" When publishing regulations regarding the handling of tixed income instruments for cost basis
reporting, the IRS wauld be able te provide guidance regarding the method of allocating busis from the
original bond 1o its components. This would ensure a consigtent approach to determining the issue price
of the strips for purposes of QI computation. ‘There is an oplication here that the issyer’s agent would
be responsible for allocating the basis received on the transter statement for the bond, This must be
clarified in future regulauons.
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Further, it will allow the product to trade in the secondary market which is a critical
component of keeping the product liquid and assuring a market exists to support any
sales including initial offerings since the reception, cven in initial offering in the
market, will rely on ability to later sell if necessary. Aggregation will encumber this
process.

This segregation of stripping from the sale of stripped components is not unigue.
The best model, again, is found in the Treasury market where the ability of an
investor to strip a bond is available only via a financial institution. It is explained as
follows on the TreasuryDirect website: “STRIPS are not issued or sold directly to
mvestors, STRIPS can be purchased and hcld only through financial mstitutions and
government securities brokers and dealers.™”

Recommendation

For investors holding disparate stripped bond components (with common ancestry)
in an account, IRPAC recommends that brokers be required (o report the acerual of
OID income to investors specific to cach separate strip. Additionally, brokers
should be permitted to report to their investors using an aggregated approach as an
allernative. Maintaining the strips as unique assets has numerous benefits:

* ‘The need to track shadow positions for aggrepations while keeping the
firm’s books and records synchronous with the depositorics is eliminated;

* Theincome, tax credits and sales proceeds associated with a particular strip
would be reported under the same CUSIP number, praviding greater
simplicity for the investor and greater audit capability for the IRS;

» By employing existing system architecture; the cost of nnplvnmtdtmn 18
minimized while its speed is maximized;

* By reporting OID on each stripped component rather than an aggregation,
the relationship between OID reporting and cost basis is maintained:;

*  With the maintenance of basis simplitied. the ability to transter positions
from one firm to another with adjusted cost basis or include basis on the
1099-B when a component is sold is maximized: and

» [f'the initial basis in a bond is allocated among the various stripped tax
credits, interest payments and bond corpus only when stripping takes place,
a potentially unending number of customized caleutations for OID and busis
allocation is climinated.

13 . . | . . -
Additionplly, the Commercial Book Entry System is operated by the Federal Reserve Banks as fiscal
agent ot the Treasury. See. hup:www. treasurydirertgoy/instivaue iund heldiebes/ches i
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REPORTING TAX CREDITS ON FORM 1097-BTC

New form and reporting requirement

Form [097-BTC is a new form requiring annual reporting to the IRS and quarterly
reporting to beneficial owners of tax credits. Besides the 1097-BTC being an entirely
new form, the fact that it requires reporting with greater than annual frequency and that
it covers non-cash events make implementation for 2010 {when only annual reporting
is required) a huge chalienge. Also, since many firm’s production of information
returns involves substitute statements, the lack of guidance in this regard is an
additional impediment.

Recommendations
To ensure a smooth and accurate implementation of this reporting requirement,
IRPAC offers the following suggestions:

Consider whether an additional form is necessary

Since the beneficiary of the tax credit allowanee will reccive a [O99-INT or 10699
OID reflecting the income recognition related to the tax credit, it would seem that
an additional box on each of thuse forms might be sufficient for the annual
reporting. With CUSIP level reporting already under consideration for the tax
exempt issues reported on a Form 1099-INT and 1099-01D already a CUSIP
specific form, this might be a good fit. [t would also provide the investor with a
more concisc view of all the implications of the investment.

Allow flexible means of notification for quarterly requirement

With information reporting systems essentially geared to annual production, the
addition of 4 quarterly requirement is challenging, particuiarly for noncash activity
that is not captured by such systems {nor a monthly statement systems, for that
matter). IRPAC recommends that the IRS adopt a flexible approach to allowing
firms to notify beneficial owners of their allowance. This would included
individual notices {electronic notification permitted), inclusion in monthly
statements, ete.

Allow as part of a consolidated payee statement

It adistinet 1097-BTC is deemed to be required, IRPAC recoinmends that it be
permitted as part of a consolidated payec statement along with Forms 1099-
DIV/INT/OID/B,

Delay the requirement to aliow for development

Regardless of which course is taken, it is too late in the year to design, test and
implement this reporting, particularly considering the lack of an official form and
guidance regarding substituie statements. [RPAC recommends that the annual
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reporting requirement be moved back to 2011 and the quarterly to 2012 {or later if
the required guidance is not forthcoming during 2010).

Thank you for the opportunity to provide these additional comments on Notice 2010-
28. We arc avaitable at your convenience to discuss these comments with you and
your statt. It you have any questions, please contact the undersigned.

Sincercly,

L / ,/,.7:.2 . g ,/ ,
D;’?’{/ﬁ;ﬂ% ?f; L,_/f"\-m/‘ﬁf”"
Lisa M. Chavez

2010 IRPAC Chair
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April 5, 2013
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By Hand

Steven T. Miller, Acting Commissioner )
Internal Revenue Service O\
1111 Constitution Avenue, NW, Suite 3000 h
Washington, DC 20224

The Hon. William J. Wilkins, Chief Counsel
Internal Revenue Service

1111 Constitution Avenue, NW, Suite 3026
Washington, DC 20224

Mark J. Mazur, Assistant Secretary (Tax Policy)

Emily S. McMahon, Deputy Assistant Secretary (Tax Policy)
Office of Tax Policy

Department of the Treasury

1500 Pennsylvania Avenue, NW, Room 3120

Washington, DC 20220

Re:  LR.S. Penalties Under 26 U.S.C. § 6676
Dear Messrs. Miller, Wilkins, and Mazur, and Ms. McMahon:

I write pursuant to the Department of Treasury (“Department”) and Internal Revenue
Service’s solicitation of public comment on its 2012-2013 Priority Guidance Plan, to supplement
my letter of June 1, 2012. That letter (a copy of which is enclosed as Attachment A) addressed
the serious constitutional concerns raised by § 6676 of the Internal Revenue Code, which
provides for a 20% penalty on “erroneous” refund claims. Specifically, I wish to call your
attention to the recent decision by the United States District Court for the District of Columbia
(also enclosed as Attachment B), which concluded that the filing of administrative refund claims
is protected by the Petition Clause of the First Amendment.

As explained in my previous letter, the First Amendment’s Petition Clause has long been
held to protect requests by citizens for relief directed to all branches of the Government,
including executive branch agencies such as the Department and the IRS. Moreover, under
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settled Supreme Court precedents, the Government may not impose financial penalties on
citizens for engaging in protected petitioning activity, except in the narrow, exceptional case of
“sham® petitions that are both objectively baseless and subjectively motivated by bad faith.

In Ryan, LLC v. Lew, No. 12-cv-565 (RLW), --- F. Supp. 2d ---, 2013 WL 1278510
(D.D.C. Mar. 29, 2013), the district court concluded that an administrative claim for refund
constitutes First Amendment activity under the Petition Clause because it seeks relief from the
Government — namely, a refund of taxes already paid to the U.S. Treasury. Ryan involved a
constitutional challenge under the Petition Clause and the Due Process Clause to IRS’s Circular
230, which prohibits the use of contingency fee arrangements in the preparation and filing of
administrative refund claims. In moving to dismiss, the Government asserted broadly that “the
Petition Clause does not protect ‘a taxpayer’s right to file an administrative claim for refund’
with the IRS.” 2013 WL 1278510, at *12 (quoting the Government’s reply brief). But the Court
disagreed, concluding that “[i]nsofar as the Internal Revenue Service is an administrative agency
established by the Government, the Court believes that the Petition Clause would protect
citizens’ rights to file claims with the IRS.” Id.

While the Court’s conclusion was technically dicta, because Plaintiffs’ challenge to
Circular 230 was dismissed on other grounds, it rests on the straightforward application of two
Supreme Court cases discussed in my June 1, 2012 letter: Borough of Duryea v. Guarnieri, 131
S. Ct. 2488 (2011), and California Motor Transport Co. v. Trucking Unlimited, 404 U.S. 508
(1972). InBorough of Duryea, the Supreme Court “explicitly held that [the] Petition Clause
guarantees citizens the ability to seck relief with courts, but it has also made clear that these
protections extend to ‘other forums established by the government for the resolution of legal
disputes.”” Ryan, LLC, 2013 WL 1278510, at *12 (quoting 131 S. Ct. at 2494). Indeed, Justice
Scalia’s separate opinion in Borough of Duryea used petitions for tax relief as a paradigmatic
example of what the Petition Clause was meant to protect. See 131 S. Ct. at 2505 (citing “a letter

. protesting a tax assessment that he claimed was mistaken™ as within “the principal purpose of -
the Petition Clause™).

Likewise, in California Motor Transport Co., the Supreme Court explained that “[t]he
same philosophy governs the approach of citizens or groups of them to administrative agencies
(which are both creatures of the legislature, and arms of the executive) and to courts, the third
branch of Government. Certainly the right to petition extends to all departments of the
Government. The right of access to the courts is indeed but one aspect of the right of petition.”
404 U.S. at 510.

As things currently stand, the Department and the IRS have not yet issued any formal
guidance or regulations limiting the enforcement of § 6676. According to the 2012-2013 Priority
Guidance Plan, the Department and IRS are still considering the issue. Absent any limit on the
enforcement of § 6676, however, the threat of financial penalties under § 6676 remains, and
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creates an.ongoing “chilling effect” on the exercise of taxpayers’ constitutionally protected right -
to request refunds of taxes paid through the administrative refund process.

Because these concerns extend beyond ordinary matters of tax administration, and
implicate serious constitutional concerns, the Department and IRS should invite public comment
on the appropriate scope of any guidance or regulations regarding the implementation of § 6676.
In the meantime, I'hope that my correspondence is helpful in advancing the Department and the
IRS’s consideration of these important issues, Of course, I would also be pleased to discuss
these matters with yon further at any time.

I can be reached at (202) 326-7931.

Sincerely,

Derek T. Ho

Encl.
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KELLOGG, MUBER, HANSEN, TODD, Evans & FiGEL, P.L.L.C.
SUMNER SQUARE
1615 M STREET, N.W.
BUITE 400
WASHINGTON, P,.C. 20036-3215

{202} 326-7200
FACSIMILE:
(202) A28-7099

June 1, 2012
Via Overnight Delivery

The Hon. Douglas H. Shulman, Commissioner
Internal Revenue Service

1111 Constitution Avenue, NW, Suite 3000
Washington, DC 20224

The Hon. William J. Wilkins, Chief Counsel
Internal Revenue Service

1111 Constitution Avenue, NW, Suite 3026
Washington, DC 20224

Emily S. McMahon, Acting Asst. Secretary (Tax Policy)
Mark J. Mazur, Deputy Asst. Secretary (Tax Analysis)
Office of Tax Policy

Department of the Treasury

1500 Pennsylvania Avenue, NW, Room 3120
Washington, DC 20220

Re:  LR.S. Penalties Under 26 US.C. § 6676
Dear Mr. Commissioner, Mr. Wilkins, Ms. McMahon, and Mr. Mazur:

I write in response to the Department of the Treasury’s and Internal Revenue Service’s
updated 2011-2012 Priority Guidance Plan, in which the Department and the IRS announced
they are currently considering regulations implementing § 6676 of the Internal Revenue Code.
As you know, § 6676 provides for a 20% penalty on taxpayers to the extent they file “excessive”
refund claims. I write on behalf of a client that has been assessed penalties under § 6676 to
address the serious constitutional concerns raised by the imposition of such penalties. For the
reasons set forth below, imposing a penalty on taxpayers for seeking a refund of taxes paid
violates taxpayers’ First Amendment right to petition the government for redress of grievances,
except where the refund claim itself constitutes a “sham.” We thus request that the Department
and the IRS promulgate regulations or written policies to ensure that § 6676 is not enforced in a
manner that violates taxpayers’ First Amendment right to petition the government for redress of
grievances,
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A claim for a tax refund falls squarely within the First Amendment’s protection of the
“right of individuals to appeal to courts and other forums established by the government for
resolution of legal disputes.” Borough of Duryea, Pa. v. Guarnieri, 131 8. Ct. 2488, 2494
(2011). The Petition Clause forbids imposition of penalties upon the exercise of the right to
petition except where the petition constitutes a “sham.” To constitute a “sham,” a refund claim
must be “both (i) objectively baseless in that no reasonable litigant could expect success on the
merits and (ii) subjectively motivated by bad faith.” Porous Media Corp. v. Pall Corp., 186 F.3d
1077, 1080 n.4 (8th Cir. 1999).! Imposition of a penalty under § 6676 violates taxpayers’ First
Amendment rights with respect to any refund claim that does not amount to a “sham.”

Two subsections in particular pose serious constitutional questions. First, § 6676(a) —
which provides for a 20% penalty on any unsuccessful refund claim unless the claim is supported
by a “reasonable basis” — violates the First Amendment if the “reasonable basis” safe-harbor is
more stringent than the “sham” exception to the Petition Clause. Second, § 6676(c) — which
appears to authorize a “strict liability” 20% penalty for all unsuccessful refund claims that
concern noneconomic substance transactions, no matter how reasonable the basis for the claim —
violates the Petition Clause as applied to any non-sham refund claim regarding such a
transaction.

These penalty provisions on their face have a substantial chilling effect on the exercise of
the right to petition, as taxpayers who seek resolution of a tax dispute regarding a refund will be
deterred by the fear that if they are unsuccessful, they will be required to pay a 20% penalty.
Accordingly, for the reasons elaborated on below, the Department and IRS should promptly limit
the enforcement of § 6676 to avoid a violation of the First Amendment Petition Clause.
Specifically, the Department and IRS should promulgate regulations making clear that penalties
under § 6676 will be imposed only for refund claims that qualify as “shams,” in that they both
lack an objectively reasonable basis and are subjectively motivated by bad faith.

L LR.C. § 6676
26 U.S.C. § 6676 reads in full:

(a) Civil penalty.--If a claim for refund or credit with respect to
income tax (other than a claim for a refund or credit relating to the
earned income credit under section 32) is made for an excessive
amount, unless it is shown that the claim for such excessive
amount has a reasonable basis, the person making such claim shall

! The “sham” exception to the Petition Clause is unrelated to the “sham transaction” doctrine
under the tax laws.
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be liable for a penalty in an amount equal to 20 percent of the
excessive amount.

(b) Excessive amount.--For purposes of this section, the term
“excessive amount” means in the case of any person the amount by
which the amount of the claim for refund or credit for any taxable

. year exceeds the amount of such claim allowable under this title

for such taxable year.

(¢) Noneconomic substance transactions treated as lacking
reasonable basis.--For purposes of this section, any excessive
amount which is attributable to any transaction described in section
6662(b)(6) shall not be treated as having a reasonable basis.

(d) Coordination with other penalties.--This section shall not apply
to any portion of the excessive amount of a claim for refund or
credit which is subject to a penalty imposed under part If of
subchapter A of chapter 68.

Congress added § 6676 to the Tax Code as part of the Small Business and Work
Opportunity Tax Act of 2007. See Pub. L. No. 110-28, § 8247(a), 121 Stat. 112, 190, 204. The
original provision consisted only of current subsections (a), (b), and (d). Congress added
subsection (c) in 2010 as part of the Health Care and Education Reconciliation Act of 2010
(“HCERA™), which was signed as part of the reconciliation process for the Patient Protection and

Affordable Care Act. See Pub. L. No. 111-152, § 1409, 124 Stat. 1029, 1070,

II.

Imposing Penalties Under Section § 6676 Violates the First Amendment’s Right to
Petition Except Where Refund Claims Amount to a “Sham”

The Right to Petition and the “Sham” Exception

The First Amendment provides that “Congress shall make no law . . . abridging . . . the
right of the people . . . to petition the Government for a redress of grievances.” U.S. Const.
amend. I. The Supreme Court’s “precedents confirm that the Petition Clause protects the right of
individuals to appeal to courts and other forums established by the government for resolution of
legal disputes.” Borough of Duryea, Pa., 131 S. Ct, at 2494; see Bill Johnson's Rests., Inc. v.
NLRB, 461 1).8. 731, 741 (1983) (“the right of access to the courts is an aspect of the First

Amendment right to petition™).
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The substantive standards governing the rlght to petition are established by the Noerr-
Pennington doctrine, In Noers? and Pennington,” the Supreme Court construed the Sherman Act
narrowly in order to avoid infringing the First Amendment right to petition. See Noerr, 365 U.S.
at 132 n.6, 138. Although initially decided in the antitrust context, “Noerr-Pennington was
crafted to protect the freedom to petition guaranteed under the First Amendment,” Mercatus
Grp., LLC v. Lake Forest Hosp., 641 F.3d 834, 846 (7th Cir. 2011), and the doctrine “is today
understood as an application of the first amendment’s speech and petitioning clauses,” New
West, L.P. v. City of Joliet, 491 F.3d 717, 722 (7¢h Cir. 2007).

1. Protected Conduct

Courts have recognized that “petition[ing] [of] the Government for a redress of
grievances” broadly covers efforts by private parties to seek relief from the Government. U.S.
Const. amend. 1. Protected activity includes petitioning the legislature for the passage of laws,
see Noerr, 365 U.S. 127, petitioning the executive branch for the enforcement of laws, see
Pennington, 381 U.S. 657, and petitioning courts and administrative agencies for relief under the
laws, see California Motor Transp. Co. v. Trucking Unlimited, 404 U.S. 508 (1972). “Certainly
the right to petition extends to all departments of the Government.” Id. at 510; see also
American Bus. Ass’nv. Rogoff, 649 F.3d 734, 738 (D.C. Cir. 2011) (*The right [to petition]
extends to [petitioning)] all departments of the Government, including administrative agencies
and courts.”) (internal quotations omitted). Petitions for refief directed to the Department and the
IRS thus fall squarely within the conduct protected by the Petition Clause,

2. Prohibited Infringement

Noerr and Pennington establish the principle “that when a person petitions the
government for redress, the First Amendment prohibits any sanction on that action.” Nader v.
Democratic Nat'l Comm., 567 F.3d 692, 696 (D.C. Cir. 2009) (emphasis added). Individuals
that petition the government are therefore protected from a variety of sanctions that might chill
their petitioning activity — from direct bans or injunctions of the petition, to more indirect
measures, such as an oppressive mvestlgatmn of petitioners, or statutory and common law
liability for bringing the petition. Numerous cases have specifically held that the Petition

2 Eastern R.R. Presidents Conference v. Noerr Motor Freight, Inc., 365 U.S. 127 (1961).
3 United Mine Workers of Am. v. Pennington, 381 U.S. 657 (1965).

4 See Bill Johnson’s Rests., 461 U.S, at 743 (NLRB may not enjoin the “filing and prosecution of
a well-founded lawsuit” as an “unfair labor practice” unless the suit is “based on insubstantial
claims”); White v. Lee, 227 F.3d 1214, 1228, 1231 (9th Cir, 2000) (eight-month HUD
investigation into the activities and beliefs of individuals suspected of engaging in unlawful
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Clause protects individuals from being subject to financial liability for petitioning the
government. See, e.g., Sosa v. DirectTV, Inc., 437 F.3d 923 (9th Cir. 2006) (Noerr-Pennington
bars civil RICO claims for petitioning the government); Porous Media Corp., 186 F.3d at 1080
n.4 (Noerr-Pennington bars tort claims for petitioning the government); Video Int'l Prod., Inc. v.
Warner-Amex Cable Commc 'ns, Inc., 858 F.2d 1075, 1084 {5th Cir. 1988) (Noerr-Pennington
bars tortious interference with contractual relations claims for petitioning the government);
Gorman Towers, Inc. v. Bogoslavsky, 626 F.2d 607, 614-15 (8th Cir. 1980) (Noerr-Pennington
bars § 1983 claims for petitioning the government); Missouri v. National Org. for Women, Inc.,
620 F.2d 1301, 1318-19 (8th Cir. 1980) (Noerr-Pennington bars tortious infliction of economic
harm claims for petitioning the government); Stern v. U.S. Gypsum, Inc., 547 F.2d 1329 (7th Cir.
1977) (Noerr-Pennington bars § 1985 claims for petitioning the government); Sierra Club v.
Butz, 349 F. Supp. 934, 938-39 (N.D. Cal. 1972) (Noerr-Pennington bars contractual
interference claims for petitioning the government).

Section 6676’s 20% penalty infringes on the right to petition, because it imposes a
financial penalty (similar to tort liability) for petitioning the government over a disputed tax
liability. See also American Comme 'ns Ass’n, C.1.O. v. Douds, 339 1].8. 382, 402 (1950) (noting
that “fines” and “taxes” have a “coercive effect upon the exercise of First Amendment rights™).
Indeed, it is well-established as a general matter that the imposition of financial sanctions on
speech or petitioning activity impermissibly chills that activity, and thus infringes the First
Amendment.®

3. “Sham Litigation” Exception

The Supreme Court has carved out a very limited exception to the First Amendment’s
protection for petitioning activity, known as the “sham” exception. The Court has reasoned that
“since sham litigation by definition does not involve a bona fide grievance, it does not come
within the first amendment right to petition.” See Bill Johnson's Rests., 461 U.S. at 743. Thus,
“sham” petitions are not protected, but all other petitions are, even where ultimately
unsuccessful. A legal claim for relief is considered a sham in only three narrow circumstances.

discriminatory housing practice by filing state court action to oppose zoning permit
“unquestionably chilled” right to petition).

3 See, e.g., Arkansas Writers’ Project, Inc. v. Ragland, 481 U.S. 221 (1987) (striking down sales
tax selectively imposed on some types of publications but not others); Minneapolis Star &
Tribune Co. v. Minnesota Comm’r of Revenue, 460 U.S. 575 (1983) (imposition of special tax on
media violates First Amendment); New York Times Co. v. Sullivan, 376 U.S. 254 (1964)
(imposition of damages Hability for libel of public official infringes First Amendment absent
proof of “actual malice™).
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First, a lawsuit is a sham if “it is both (i) objectively baseless in that no reasonable litigant
could expect success on the merits and (ii) subjectively motivated by bad faith.” Porous Media
Corp., 186 F.3d at 1080 n.4 (citing Professional Real Estate Investors, Inc. v. Columbia Pictures
Indus., Inc., 508 U.S. 49, 61-62 (1993)).% The “objectively baseless” standard requires, in
essence, that the petition must be legally frivolous. See City of Columbia v. Omni Outdoor
Adver., Inc., 499 U.S. 365, 380 (1991) (noting that “frivolous objections to the license
application of a competitor” are a “classic” example of sham litigation). This stringent test is
designed to differentiate the use of governmental processes to commit wrongdoing (sham) from
a genuine effort to influence government and obtain a favorable outcome (not sham). See City of
Columbia, 499 U.S. at 381-82; Mark Aero, Inc. v. Trans World Airlines, Inc., 580 F.2d 288, 296-
98 (8th Cir. 1978).

Under this two-prong test, the Supreme Court has specifically held that if the petition has
an objective basis, it cannot be a sham, regardless of the petitioner’s motivation. See
Professional Real Estate Investors, 508 U.S. at 60-61. Moreover, even if the petition is
objectively baseless, the petition is not a “sham” unless the petitioner filed it in bad faith. See id.
As several federal courts have noted, the requirement of subjective bad faith exists deliberately
to “overprotect[] baseless petitions” so as to create the “breathing room™ necessary to safeguard
the First Amendment right to petition. Sosa, 437 F.3d at 934; see BE & K Constr, Co, v. NLRB,
536 U.8. 516, 531 (2002); ¢f. New York Times, 376 U.S. at 283-84 (only permitting the
punishment of false statements made with “actual malice”).

Second, “a series of lawsuits brought pursuant to a policy of starting legal proceedings
without regard to the merits and for an unlawful purpose” constitutes a “sham.” Sosa, 437 F.3d
at 938 (internal quotation marks omitted); Kottle v. Northwest Kidney Cirs., 146 F.3d 1056, 1060
(9th Cir. 1998). This applies even if any one of the lawsuits “has merit — some may turn out to,
just as a matter of chance — so long as they are brought pursuant to the said policy. Kottle, 146
F.3d at 1060. Where the purpose of serial litigation is not to resolve bona fide legal disputes, but
to harass, it is not protected.

Third, litigation may be a sham where it involves knowing fraud “that deprives [the]
_litigation of its legitimacy.” Baltimore Scrap Corp. v. David J. Joseph Co., 237 F.3d 394, 399-

% The original test, set forth in the antitrust context, is as follows: first, “the lawsuit must be
objectively baseless in the sense that no reasonable litigant could realistically expect success on
the merits”; second, focusing on “the litigant’s subjective motivation,” the lawsuit must
“conceal[] an attempt to interfere directly with the business relationships of a competitor through
the use of the governmental process — as opposed to the outcome of that process — as an
anticompetitive weapon.” Professional Real Estate Investors, 508 U.8, at 60-61 (internal
quotation marks, citation, and alterations omitted).
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402 (4th Cir. 2001); Liberty Lake Invs., Inc. v. Magnuson, 12 F.3d 155, 159 (9th Cir. 1993)
(where there is “proof that a party’s knowing fraud upon, or its intentional misrepresentations to,
the court deprive the litigation of its legitimacy™); United States v. Philip Morris USA Inc., 566
F.3d 1095, 1124 (D.C. Cir. 2009) (“Where statements are deliberately false or misleading,
Noerr-Pennington does not apply.”); see generally California Motor Transp., 404 U.S. at 513
(“Misrepresentations, condoned in the political arena, are not immunized when used in the
adjudicatory process.”). This is a limited exception, requiring fraud that affects the outcome of
the litigation. See, e.g., Cheminor Drugs, Ltd. v. Ethyl Corp., 168 F.3d 119, 123 (3d Cir. 1999)
(“While we do not condone misrepresentations in a judicial setting, neither will we deprive
litigants of immunity derived from the First Amendment’s right to petition the government if the
alleged misrepresentations do not affect the core of the litigant’s” case).

In short, unless a petition falls within one of these three “sham” categories, it is protected
by the First Amendment’s Petition Clause, and may not be sanctioned, even if it is ultimately
unsuccessful.

B. Penalties for Non-Sham Refund Claims Vielate the Right to Petition
1. Refund Claims Are Constitutionally Protected Petitioning Activity

A claim for refund under § 6676 qualifies as protected First Amendment activity because
it seeks relief from the Government —namely, a refund of taxes already paid to the U.S.
Treasury. The Department’s regulations confirm that a “claim for refund” constitutes a request
for Government action: “The claim must set forth in detail each ground upon which a credit or
refund is claimed and facts sufficient to apprise the Commissioner of the exact basis thereof.
The statement of the grounds and facts must be verified by a written declaration that it is made
under the penalties of perjury.” Treas. Reg. § 301.6402-2(b)(1) (2012).

A claim for refund to the IRS is also protected because it is an incident to litigation over
disputed tax liability. A refund claim is a prerequisite to — and therefore “incidental to” —
formal judicial lawsuit seeking a refund, which itself is also protected by the Petition Clause.
See Ziegler v, United States, No. 83 C 8184, 1984 WL 2804, at *5 (N.D. Ill. Apr. 16, 1984}
(finding that a taxpayer’ “appearance before this court seeking a refund of the penalty already
paid is a clear exercise of their First Amendment right [to petition]”). “[Clonduct incidental to a
petition is protected by Noerr-Pennington if the petition itself is protected.” Freeman v. Lasky,
Haas & Cohler, 410 F.3d 1180, 1184 (9th Cir., 2005) (internal quotation marks omitted).” Courts

7 In the litigation context, for example, such conduct includes preparation for litigation,
discovery during litigation, and settlement negotiations to end litigation. See, e.g., Baltimore
Scrap Corp., 237 F.3d at 4013 (funding litigation is protected conduct); United Mine Workers of
Am., Dist. 12 v. Hlinois State Bar Ass’n, 389 U.S. 217, 222 (1967) (hiring attorneys for others is
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have extended the doctrine in this way in order to provide the “breathing space” necessary for the
right to petition. Sosa, 437 ¥.3d at 933.

2. Imposing a 20% Penalty on Unsuccessful Refund Claims Violates the
First Amendment Unless the Claim Meets the Sham Litigation
Standard

Under settled Petition Clause jurisprudence, the Government may not impose monetary
penalties on constitutionally protected petitioning activity. Imposing a 20% penalty on an
unsuccessful refund claim unquestionably chills legitimate petitioning activity. Therefore,

§ 6676 is unconstitutional to the extent such penalties are imposed on refund claims that do not
qualify as a “sham.”

The imposition of a penalty under § 6676 would violate the Petition Clause in at least two
circumstances. First, § 6676(a) imposes a penalty for refund claims brought without a
“reasonable basis,” but it is not clear that the standard for claims lacking a “reasonable basis”
matches the standard for “sham” petitioning activity that is unprotected by the First Amendment.
For putposes of LR.C. § 6662, for example, the Department has provided that “[r]easonable basis
is a relatively high standard of tax reporting, that is, significantly higher than not frivolous or not
patently improper. The reasonable basis standard is not satisfied by a return position that is
merely arguable or that is merely a colorable claim.” Id. § 1.6662-3(b)(3). If the Department
were to interpret “reasonable basis” under § 6676 in the same fashion, it would lead to the
imposition of unconstitutional penalties on refund claims that are protected by the First
Amendment because they do not constitute “sham” petitions. A “colorable” or “arguable”
refund claim cannot be penalized, because it is not objectively baseless, even leaving aside the
issue of subjective bad faith.

Second, imposing a penalty under § 6676(c) on all unsuccessful refund claims that
concern noneconomic substance transactions would violate the Petition Clause as applied to any
non-sham refund claim. The potential for § 6676(c) to violate the Petition Clause is plain on the
face of the statute. Pursuant to Congress’s “clarification” of the economic substance docirine in
the HCERA, effective 2010, in order to establish that a transaction has economic substance, the
taxpayer must demonstrate: (1) that the transaction objectively “changes in a meaningful way
(apart from Federal income tax effects) the taxpayer’s economic position;” and (2) that the
taxpayer subjectively had “a substantial purpose (apart from Federal income tax effects) for
entering into such transaction.” 26 U.S.C. § 7701(0)}(1)(A)-(B). This requirement is
conjunctive. Thus, even if a taxpayer enters into a transaction with a good-faith non-tax business

protected conduct); McGuire Oil Co. v. Mapco, Inc., 958 F.2d 1552, 1560 (11th Cir. 1992)
(threats of litigation are protected conduct); Freeman, 410 F.3d at 1184 (discovery
communications are protected conduct).
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purpose, the transaction could still be held to lack economic substance if it was deemed not to
objectively change the taxpayer’s economic position. And the transaction likewise could be held
to lack economic substance even though it did objectively change the taxpayer’s economic
position, if the taxpayer were held not to have had a subjective, non-tax business purpose.
Moreover, as discussed above, § 6676(c) appears to provide for strict liability: the taxpayer is
charged with the 20% penalty even if he or she had a reasonable basis to believe that the
transaction had economic substance.

Under the Petition Clause, as interpreted by Noerr-Pennington, the Government may not
impose a penalty on a refund claim unless “no reasonable litigant could expect success on the
merits” and the suit was subjectively filed in bad faith. Porous Media, 186 F.3d at 1080 n.4.
Thus, if the taxpayer had a non-frivolous argument that the transaction had economic substance,
the refund claim could not constitute sham litigation, even if the taxpayer lost. Moreover, even a
refund claim that was objectively baseless would not constitute a sham unless it was also
subjectively motivated by bad faith. Yet § 6676(c) appears to impose a penalty regardless of
whether a reasonable litigant might have had an objective basis to expect success, and regardless
of whether the suit was brought in bad faith. Accordingly, § 6676(c)’s penalty provision is
unconstitutional as applied to any refund claim that is not a “sham.”

III.  The Department and the IRS Should Promulgate Regulations Limiting
Enforcement of § 6676 to Sham Refund Claims, So As Not To Violate the First
Amendment’s Petition Clause

Under the doctrine of constitutional avoidance, the Department and the IRS should act
promptly to limit the application of § 6676 to avoid infringement on taxpayers’ First Amendment
right to petition. Specifically, the Department and the IRS should take two actions to avoid
imposing penalties under § 6676 that would violate the First Amendment Petition Clause. First,
the Department should promulgate regulations interpreting the “reasonable basis” standard in
§ 6676(a) to be consistent with the Noerr-Pennington “sham” petition standard, such that a
refund claim cannot be penalized unless it is both objectively baseless (i.e., legally frivolous) and
motivated by an improper motive other than a genuine desire to obtain relief from the
Government. Courts have repeatedly invoked the doctrine of constitutional avoidance to
preserve the statute in question but narrow it in order to avoid impinging on the right to petition.
The Department and the IRS likewise have the responsibility to avoid interpreting and applying

8

8 See Whelan v. Abell, 48 F.3d 1247, 1254 (D.C. Cir. 1995) (noting that the Court has used “the
filter of Noerr-Pennington . . . to justify narrow constructions of federal law™); see, e.g., BE & K
Constr., 536 U.S. at 535-36 (construing NLRA to avoid right to petition problem); Stern, 547
F.2d at 1344 (construing § 1985 to avoid right to petition problem); Manistee Town Ctr. v. City
of Glendale, 227 F.3d 1090, 1093 (9th Cir. 2000) (construing § 1983 to avoid right to petition
problem).
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§ 6676(a) in a way that violates the U.S. Constitution. See, e.g., Edward J. DeBartolo Corp. v.
Florida Gulf Coast Bldg. & Constr, Trades Council, 485 U.S. 568, 574-76 (1988) (rejecting
agency interpretation that created serious doubts about the validity of the statute).

Similarly, to save § 6676(c) from constitutional infirmity, the Department and IRS
should, through formal regulations or otherwise, make clear that it will not impose any penalty
except with respect to petitions that satisfy the “sham” exception to the Pefition Clause.
Although § 6676(c) on its face appears unambiguously to create a “strict liability” rule, the
Department and the IRS have an independent responsibility to act within constitutional limits,
even if that means declining to enforce a federal statute to its full extent. See Unifed States v.
Navarro-Vargas, 408 F.3d 1184, 1203 (9th Cir. 2005) (“[I]f the president or the attorney general
determines that a law is either unwise or unconstitutional, he may decline to enforce the law and
will do so systematically and, often, publicly.”); Baltimore Gas & Elec. Co. v. FER.C., 252
F.3d 456, 459 (D.C. Cir. 2001) (noting that the executive branch has “the prerogative to decline
to enforce a law, or to enforce a law in a particular way”). Thus, just as the Supreme Court
created a judicial safe-harbor from Sherman Act liability for constitutionally protected
petitioning activity in Noerr and Pennington, the Department and the IRS should recognize a
safe-harbor from the imposition of penalties under § 6676(c) for refund claims that are protected
by the Petition Clause,

Taxpayers with objectively reasonable, good-faith disputes about the proper application
of the Tax Code have reason to fear that if they submit or litigate a refund claim that is ultimately
unsuccessful, they will face hefty penaities under § 6676 merely for seeking resolution of their
legal dispute. Section 6676 on its face therefore dramatically threatens rights that have “long
been recognized as a cornerstone of democratic government itself.” Mercatus Grp., 641 F.3d at
846. Given the severe chilling effect created by the threat of substantial penalties on petitioning
activity, it is imperative that the Department and the IRS act promptly to make clear that § 6676
will not be applied to infringe on these core constitutional rights. Given the gravity of the
constitutional concerns regarding § 6676, we would welcome the opportunity to discuss these
issues with you further. I can be reached at (202) 326-7931,

Sincerely,

Derele T Ho

Derek T. Ho
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Opinion

MEMORANDUM OPINION
ROBERT L. WILKINS, District Judge.

*1 Plaintiffs Ryan, LLC, G. Brint Ryan, and Gerald Lee
Ridgety (collectively, “Plaintiffs™) bring this action against
Jacob Lew, in his official capacity as the U.S. Secretary

of the Treasury,1 and against Douglas H. Shulman, in
his official capacity as the Commissioner of the Internal
Revenue Service (“IRS™) (collectively, the “Government™).
Plaintiffs challenge certain provisions of Title 31, Section 10
of the Code of Federal Regulations—commonly known as
“Circular 230”-—that generaily limit the use of contingent fee
arrangements in connection with the preparation and filing
of refund claims with the IRS. See 31 C.F .R. § 10.27.
More specifically, Plaintiffs mount three distinct attacks
against Circular 230:(1) Ryan, LLC and Mr. Ryan argue
that Circular 230 viclates their rights under the Petition
Clause of the First Amendment (Count I); (2) Mr. Ryan
argues that Circular 230 violates his Fifth Amendment Due
Process Rights (Count II); and (3} Mr. Ridgely brings
suit under the Administrative Procedure Act (“APA™), 5
U.S.C. §§ 701, er seq., arguing that the IRS exceeded its
statutory authority in promulgating Circular 230 (Count III).
Plaintiffs seek a declaratory judgment that Circular 230's
restrictions of contingent fee arrangements in the context

of “ordinary refund claims” is unconstitutional and exceeds
the scope of the IRS's authorizing statute, and they seek a
permanent injunction barring the enforcement of Circular
230's restrictions on the use of contingent fee arrangements
for “ordinary refund claims.”

This matter is presently before the Court on the Government's
Motion to Dismiss Counts I and IL. (Dkt. No. 10). The parties
previously appeared before the Court for a hearing on the
Government's Motion on November 19, 2012, at which time
the Court alerfed the parties to its concerns as to whether
Ryan, LLC and Mr. Ryan possess standing to pursue their
constitutional claims. At the conclusion of the hearing, the
parties sought leave to submit supplemental briefs on the
standing issue, which the parties have now done. (See Dk,
Nos. 21, 22, 23). Upon careful consideration of the parties'
respective briefs and supplemental briefs, the presentation
of counsel during the hearing on November 19, 2012, and
the entire record in this action, the Court concludes, for the
reasons set forth herein, that Mr. Ryan lacks standing to
pursue his Due Process Clause claim and that Count IT will
therefore be DISMISSED for lack of jurisdiction, The Court
also concludes that both Ryan, LLC's and Mr. Ryan's Petition
Clause claims under Count I will be DISMISSED pursuant
to Rule 12(b)(6) for failure to state a claim. Accordingly,
the Government's Motion to Dismiss Counts 1 and II is
GRANTED IN PART and DENIED AS MOOT IN PART.

BACKGROUND

A. Factual Summary

Circular 230 prescribes rules governing the practice of
attorneys, certified public accountants, enrolled agents,
enrolled actuaries, and appraisers before the IRS, (Dkt, No.
1 (“Compl.”) at § 34). Circular 230 was promulgated by the
IRS under authority granted to it by statute. (Id. 135 (citing 31
U.S.C. § 330)). Circular 230 is divided into five subparts that
establish: (i) rules governing the authority fo practice before
the IRS; (ii) duties and restrictions relating to practice before
the IRS; (iii) rules applicable to disciplinary proceedings;
(iv) rules applicable to disqualification of appraisers; and (v)
general miscellaneous provisions. (Id ¥ 36). Simply stated,
Circular 230 delineates who may practice before the IRS,
the standards and restrictions such persons must follow, and
the sanctions imposed for violations of such standards and
restrictions. See 31 C.F.R. §§ 10.1-10.93,

Yimtawhext © 2013 Thomson Reuters, No claim to original U.S. Government Works, 1
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*2 Beginning in 1994, Circular 230 restricted the use of
contingent fee arrangements for preparing original income
tax returns; however, the regulations allowed the use of
contingent fee arrangements for the preparation and filing
of amended returns and/or refund claims, so long as the
practitioner “reasonably anticipate[d] at the time the fee
arrangement [was] entered into that the [amended] return
for refund claim] will receive substantive review by the
IRS.” (Compl. at § 38 (quoting Regwlations Governing
the Practice of Attorneys, Certified Public Accowntants,
Enrolled Agents, and Enrolled Actuaries Before the Infernal
Revenue Service, 59 Fed.Reg. 31,523, 31,525 (June 20,
1994))). Int promulgating these regulations, the IRS explained
that “Treasury continues to believe that a rule restricting
contingent fees for preparing tax returns supports voluntary
compliance with the tax laws by discouraging return positions
that exploit the audit selection process.” (/d (quoting 59
Fed.Reg, at 31,525)).

In September 2007, however, the IRS promulgated a final
rule that amended Circular 230's regulations and expanded
the limitations on the use of contingent fee arrangements.
See Regulations Governing Practice Before the Internal
Revenue Service, 72 Fed.Reg. 54,540 (Sept. 26, 2007). In
response to public comments, the IRS explained that “[tihe
Treasury Department and the IRS continue to believe that
a rule restricting contingent fees for preparing tax returns
supports voluntary compliance with the Federal tax laws by
discouraging return positions that exploit the audit selection
process.” (Compl. at ¥ 39 {(quoting 71 Fed.Reg. 6,421, 6,423~
24 (Feb. 8, 2006)). Circular 230 now provides that, in most
circumstances, “a practitioner may not charge a contingent fee
for services rendered in connection with any matter before the
[IRS].” 31 C.F.R. § 10.27(b)(1). However, Circular 230 does
allow for some exceptions to this limitation, “for services
rendered in connection with the Service's examination of, or
challenge to: (i)[a]n original tax return; or (ii) [a]n amended
return or claim for refund or credit where the amended return
or claim for refund or credit was filed within 120 days of the
taxpayer receiving a written notice of the examination of, ora
written challenge to the original tax return.” Id. § 10.27(b)(2).
Additionally, a practitioner may properly charge a contingent
fee “for services rendered in connection with a claim for credit
or refund filed solely in connection with the determination of
statutory interest or penalties assessed by the [IRS],” or “for
services rendered in connection with any judicial proceeding
arising under the Internal Revenue Code.” Id. § 10.27(b)(3),

().

The term “contingent fee” is defined as “any fee that is based,
in whole or in part, on whether or not a position taken on
a tax return or other filing avoids challenge by the [IRS] or
is sustained either by the [IRS] or in litigation,” and also
includes “a fee that is based on a percentage of the refund
reported on a return, that is based on a percentage of the
taxes saved or that otherwise depends on the specific result
attained.” fd. § 10.27(c)(1). The regulations define “[m]atter
before the Internal Revenue Service” as:

*3 [Tlax planning and advice,
preparing or filing or assisting in
preparing or filing returns or claims
for refund or credit, and all matters
connected with a presentation to
the [TRS] or any of its officers or
employees relating to a taxpayer's
rights, privileges, or liabilities under
laws or regulations administered by
the [IRS]. Such presentations include,
but are not limited to, preparing
and filing documents, corresponding
and communicating with the [IRS],
rendering written advice with respect
to any entity, ftransaction, plan
or arrangement, and representing a
client at conferences, hearings, and
meetings.

Id § 10.27(c}(2). As relevant here, Circular 230 proscribes
the use of contingent fee arrangements for what the Plaintiffs
term “ordinary refund claims,” i.e., claims for refund filed
after taxpayers have filed their original tax return, but before

the [RS initiates an audit of the return{s). (Compl. at § 2. 2
It is precisely this restriction—Circular 230's application to
“ordinary refund claims”-—that Plaintiffs challenge herein.

Ryan, L1.C, a leading global tax services firm, alleges that
“[a]n integral part” of its business “has historically been the
representation of clients on a contingent fee basis in the
preparing and filing of *Ordinary Refund Claims.” “ (/d. 4 20).
Ryan, LL.C asserts that the “ordinary refund claims™ it has
prepared and filed on behalf of its clients “typically have not
involved complex legal issues, or in many cases, any legal
disputes at all. Instead, these refund claims have usually been
extremely fact intensive inquiries that required an enormous
outlay of time, energy, and resources.” (/d. § 22). According
to Plaintiffs, Ryan, LLC's efforts in “[c]ompiling, organizing,
preparing, and analyzing the volumes of data necessary to
establish the validity of such claims results in substantial
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expenses being incurred upfront, in the preparation of the
claim.” (Id)). Given this, Ryan, LLC alleges that its “clients
have preferred the use of contingent fee arrangements when
pursuing Ordinary Refund Claims.” (/d.). Ryan, LLC alleges
that it “has lost clients and substantial revenue due to
the Circular 230 prohibition on the use of contingent fee
arrangement for services rendered in connection with the
preparation and filing of ‘Ordinary Refund Claims.” “ (Id.
8, 49-51). Through this suit, Ryan, LLC asserts that Circular
230's restrictions infringe upon the “First Amendment right to
petition the Government for a redress of grievances,” through
the filing of “ordinary refund claims.” (fd. 17 1, 54-60).

Plaintiff G. Brint Ryan (*Mr.Ryan™) is the founder and
chairman of Ryan, LLC, For his part, he asserts that, because
of Circular 230" prohibition on the use of confingent fee
arrangements, he “is unable to retain a practitioner on a
contingent fee basis to prepare and file an Ordinary Refund
Claim on his behalf.” (/d.  24). Elsewhere in the Complaint,
however, Mr. Ryan avers that, while unable to obtain
representation on a contingent fee basis, he has nevertheless
“filed an Ordinary Refund Claim since the effective date of
the 2007 revisions to Circular 230.” (/d q 25). Along with
Ryan, LLC, Mr. Ryan alleges that Circular 230 violates his
rights under the Petition Clause of the First Amendment, and
he also claims that Circular 230 violates his Fifth Amendment
due process rights by depriving him of the ability “to obtain
a refund for an overpayment of tax.” (/4. Y§ 1, 9, 54-60, 61—

66).3

B. Procedural History

*4 Plaintiffs filed their Complaint in this matter on April
11, 2012, (See generally Compl.). On July 23, 2012, the
Government filed its Motion to Dismiss Counts I and II,
seeking the dismissal of Plaintiffs' constitutional claims under
Federal Rule of Civil Procedure 12(b){6) on the grounds that
they fail to state plausible claims under either the Petition
Clause or the Due Process Clause. (See Dkt. No. 10--1),
The parties subsequently stipulated to a briefing schedule,
and the Court set a hearing on the Government's Motion for
November 19, 2012, (See Dkt. No. 11; Minute Entry, Aug. 1,
2012). In the course of preparing for that hearing, however,
the Court developed some concerns as to whether Ryan, LLC
and/or Mr. Ryan had standing to pursue their constitutional
claims. The Court raised these concerns with the parties
during the hearing on November 19th, setting forth in detail
its doubts about Plaintiffys' ability to establish standing. (See
Dkt, No, 20 (Transcript)}. At the conclusion of the hearing,

the parties asked to submit supplemental briefing, which the
Court allowed. (Dkt. No. 19). The parties have since filed
their supplemental briefs on the issue of standing, and this

. . . . 4
matter is now ripe for decision.

ANALYSIS

A. Legal Standards Governing Article I1I Standing
“Article IIf of the Constitution strictly limits the federal
judicial power to resolving ‘Cases’ and ‘Controversies.’
“ Dominguezr v. UAL Corp., 666 F.3d 1359, 1361
(D.C.Cir.2012) (quoting U.S. CONST. art. III, § 2). As the
Supreme Court very recently reiterated, “no principle is more
fundamental to the judiciary's proper role in our system
of government than the constitutional limitation of federal-
court jurisdiction to actual cases or controversies.” Clapper
v. Amresty Int'l USA, -~ U8, wwmey 133 §.Ct, 1138, 1146
(2013) (quoting DaimierChrysler Corp. v. Cuno, 547 U.S.
332, 341 (2006)). Of course, standing is “an essential and
unchanging part of the case-or-controversy requirement of
Article IIL.” Lujan v. Defenders of Wildlife, 504 U.S. 555,
560 (1992). Ensuring that a plaintiff has standing to sue is
thus a necessary “predicate to any exercise of [the Court's]
Jjurisdiction.” Fia. Audubon Soc'y v. Bentsen, 94 F.3d 658, 663
(D.C.Cir.1996) (en banc). “The question of standing involves
both constitutional limitations on federal court jurisdiction
and prudential limitations on its exercise.” Benrneff v. Spear,
520 U.S, 154, 162 {1997} (internal quotation omitted); see
also Info. Handling Servs. v. Def, Automated Printing Servs.,
338 F.3d 1024, 1028 (D.C.Cir.2003).

First, to satisfy the “irreducible constitutional minimum of
standing” under Article III, a plaintiff must demonstrate: (1)
that it has suffered an “injury in fact”—an actual or imminent
invasion of a legally-protected, concrete, and particularized
interest; (2) a causal connection between the alleged injury
and the defendant’s conduct at issue; and (3) that it is “likely,”
not “speculative,” that the injury “will be redressed by a
favorable decision.” Defenders of Wildlife, 504 1).S. at 560--
61. “This triad ... constitutes the core of Article III's case-
or-controversy requirement, and the party invoking federal
jurisdiction bears the burden of establishing its existence.”
Steel Co. v. Citizens for a Better Emv't, 523 U.S. 83, 103~
04 (1998). In addition, a party must be able to demonstrate
prudential standing, by showing that its grievance “arguably
fall[s] within the zone of interests protected or regulated by
the statutory provision or constitutional guarantee invoked in
the suit.” Nuclear Energy Inst, Inc. v. EPA, 373 F.3d 1251,
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1266 (D.C.Cir.2004) (quoting Bennett, 520 U.S. at 162)),
In this Circuit, prudential standing, like Article I1I standing,
is jurisdictional. See Steffan v. Perry, 41 F.3d 677, 697
(D.C.Cir.1994); Animal Legal Defense Fund, Inc. v. Espy, 29
E.3d 720, 723 n. 2 (D.C.Cir.1994)}.

*§ 1f either Article III or prudential standing “is lacking,
then ‘the dispute is nof a proper case or contreversy, {and] the
courts have no business deciding it, or expounding the law
in the course of doing so.” “ Dominguez, 666 F.2d at 1361
(quoting DaimlerChrysier Corp., 547 U.S. at 341} (alteration
in original). It also bears emphasis that, “[wlhen there is
doubt about a party's constitutional standing, the court must
resolve the doubt, sua sponte if need be.” Lee's Summit v.
Surface Transp, Bd, 231 F.3d 39, 41 (D.C.Cir.2000); see
also Catholic Social Serv. v. Shalala, 12 F.3d 1123, 1125
n, 2 (D.C.Cir.1994) (“Because standing is a jurisdictional
doctrine, the district court {is], of course, obliged to consider
the issue sua sponte.”). Indeed, where the Court has doubts
about a party's standing, it is reversible error to bypass
standing and to proceed to the merits of the case, even “where
the merits question may be easily answered.” Dominguez, 666

F.3d at 1362.°

At the pleadings stage, “the standing inquiry requires careful
judicial examination of a complaint's allegations to ascertain
whether the particular plaintiff is entitled to an adjudication
of the particular claims asserted.” Allen v. Wright, 468 U.S.
737, 752 (1984). While the Court “must assume that the
plaintiff states a valid legal claim and must accept the factual
allegations in the complaint as true,” Holistic Candlers &
Consumers Ass'n v. FDA, 664 F.3d 940, 943 (D.C.Cir.2012),
a plaintiff's factual allegations “will bear closer serutiny” in
resolving issues of standing, “than in resolving a 12(b){(6)
motion for failure to state a claim.” Grand Lodge of the
Fraternal Order of Police v. Ashcroft, 185 F.Supp.2d 9, 13~
14 (D.D.C.2001) (quoting 5A CHARLES ALAN WRIGHT
& ARTHUR R. MILLER, FEDERAL PRACTICE AND
PROCEDURE § 1350 (2d ed.1987)).

Finally, the Court is mindful of admonitions from both the
Supreme Court and our Court of Appeals that the standing
inquiry is “especially rigorous when reaching the merits
of the dispute would force [a court] to decide whether
an action taken by one of the other two branches of the
Federal Government was unconstitutional,” as Plaintiffs’
claims would require here. Clapper, 133 S.Ct. at 1147, see
also Alaska Legislative Council v. Babbitt, 181 F.3d 1333,

1337 (D.C.Cir.1999); Cheneweth v. Clinton, 181 F.3d 112,
£15 (D.C.Cir.1999).

With these standards firmly in mind, the Court turns to
consider whether Plaintiffs possess standing to maintain their
constitutional claims in this action.

B. Ryan, LL.C Has Standing To Pursue Iés Petition
Clause Claim {Count I)

Beginning with Plaintiffs' claim under the Petition Clause
of the First Amendment, the Court first examines whether
Ryan, LLC possesses standing to pursue this claim. As
an initial matter, there appears to be no legitimate dispute
that Ryan, LLC satisfies the requirements of constitutional
standing under Article IIf. According to the allegations of
the Complaint, it has suffered the loss of “a significant
number of clients and several million dollars in revenue”
as a result of Circular 230's prohibition on the use of
contingent fee arrangements for Ordinary Refund Claims.
(Compl. at q 23). The nature of this claimed injury suffices
to satisfy the first prong of Article Il standing. See, e.g.,
Lepelletier v. FDIC, 164 F3d 37, 42-43 (D.C.Cir.1999)
(“[TThe denial of a business opportunity satisfies the injury
requirement.”). Moreover, Ryan, LLC credibly alleges that
its revenue and clientele losses are fairly traceable to Circular
230's prohibition on the use of contingency fee arrangements,
and that its claimed injury is likely to be redressed by a
favorable decision from the Court. (Compl. at Y 23, 49-
51). Thus, Ryan, LLC meets the necessary requirements to
establish Article T11 standing.

*6 However, the parties quarrel over whether Ryan, LLC
satisfies the prudential standing requirements to pursue its
Petition Clause Claim. For its part, Ryan, LLC effectively
concedes that its particular injuries——which are economic in
nature—do not fall within the zone of interests protected by
the First Amendment's Petition Clause. Instead, Ryan, LLC
seeks to invoke third-party standing (sometimes referred to as
Jus tertii standing) on behalf of its clients. (Dkt. No. 21 (“Pls.'
Supp. Mem.”) at 2 (“Ryan, LLC satisfies the ... prudential
standing requirements to assert its Petition Clause claim on
behalf of its clients and taxpayers.”)). On this point, our Court
of Appeals has recognized “three prudential considerations
to be weighed when determining whether an individual may
assert the rights of others: (1) ‘the litigant must have suffered
an “injury in fact,” ... (2) ‘the litigant must have a close relation
to the third party,” and (3) ‘there must exist some hindrance
to the third party's ability to protect his or her own interests.’
“ Lepelletier, 164 F.3d at 43 (quoting Powers v. Ohiv, 499
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U.S. 400, 411 (1991)). The Government does not challenge
Ryan, LLC's ability to satisfy the first of these elements, but
takes issue with the latter two, arguing that Ryan, LLC cannot
establish a sufficiently close relationship with its clients, and
that there is no hindrance that precludes Ryan, LLC's clients
from seeking to vindicate their own Petition Clause rights.

The Court need not dwell long on the first of these arguments.
As the D.C. Circuit has explained, the “close relation™
criterion of third-party standing is intended to ensure that
there is “an identity of interests between the parties such
that the plaintiff will act as an effective advocate of the
third party's interests.” Lepelletier, 164 F.3d at 44, This
standard is met here. Ryan, LLC is interested in sefting
aside Circular 230's contingent fee prohibition so that it can
resume contingent compensation agreements with its clients
and can benefit from the renewed business opportunities and
increased revenues that will result. According to Ryan, LLC,
its clients' interest in upending Circular 230 is to reduce the
initial outlay of cost in pursuing “ordinary refund claims” by
enabling them to “shar[e} the expenses associated with the
preparation and filing of these claims” through contingency
fee payments. (Pls.' Supp. Mem. at 18). While not identical,
Ryan, LLC's interests are certainly closely aligned with
those of its clients (and potential clients), and both seek the
same result—the elimination of Circular 230's contingent fee
restrictions so they can enter into “mutually advantageous™
contingent fee arrangements. See Lepelletier, 164 F.3d at 45
(explaining that “jus fertii standing does not require a perfect
match”).

The Government's second argument, however, requires a
closer look. As a general rule, “[a] plaintiff may assert the
rights of a third party only when there is some hindrance to
the third party's ability to protect his or her own interests.”
Rumber v. District of Columbia, 595 F.3d 1298, 1301
(D.C.Cir.2010); Am. Immigration Lawyers Ass'nv. Reno, 199
F.3d 1352, 1362 (D.C.Cir.2000). Ryan, LLC does not even
attempt to argue that any such impediment, or “hindrance,”
exists here. It makes no suggestion that its individual taxpayer
clients—whose First Amendment Petition Clause rights
Ryan, LLC ostensibly seeks to vindicate—are somehow
precluded from pursuing these claims in their own right.

*7 Instead, Ryan, LLC contends that, because it asserts
a First Amendment violation, “it is not necessary for the
Court to find that those third parties would be hindered from
bringing this action on their own behalf.” (Pls.' Supp. Mem.
at 15). In so arguing, Ryan, LLC correctly points out that

the Supreme Court has seen fit to relax the “hindrance”
component of third-party standing in the free speech context,
such that “where the claim is that a statute is overly broad
in violation of the First Amendment, the Court has allowed
a party to assert the rights of ancther without regard to the
ability of the other to assert his own claims.” Sec'y of Stare of
Md. v. Joseph H. Munsor Co,, Inc., 467 U.S. 947,957 (1984).
There, the Supreme Court reascned:

Even where a First Amendment challenge could be brought
by one actually engaged in protected activity, there is
a possibility that, rather than risk punishment for his
conduct in challenging the statute, he will refrain from
engaging further in the protected activity. Society as
a whole then would be the loser. Thus, when there
is a danger of chilling free speech, the concern that
constitutional adjudication be avoided whenever possible
may be outweighed by society's interest in having the
statute challenged. “Litigants, therefore, are permitted to
challenge a statute not because their own rights of free
expression are violated, but because of a judicial prediction
or assumpfion that the statute's very existence may cause
others not before the court to refrain from constitutionally
protected speech or expression.” Broadrick v. Oklahoma,
413 U.8. 601, 612 (1973).

Id at 956--57; see also Kowalski v. Tesmer, 543 U.S. 125, 130
(2004) ( “Within the context of the First Amendment ... the
Court has enunciated other concerns that justify a lessening
of prudential limitations on standing.”). Ryan, LLC urges
the Court to adopt this relaxed approach in evaluating its
Petition Clause claim. While unable to cite to any case
in which this leniency was specifically applied to a First
Amendment Petition Clause claim—rather than a claim under

Reese Brothers, Inc. v. U.S. Postal Service, 531 F.Supp.2d
64, 69-70 (D.D.C.2008)~-Ryan, LLC insists that, “given
the fundamental and inseparable nature of the various First
Amendment rights, the relaxed standing requirements apply
to claims involving all First Amendment rights.” (Dkt. No.
23 (“Pls.! Supp. Reply™) at 5). The Government, on the
other hand, argues that the doctrine should be constrained to
First Amendment cases involving “pure speech,” and should
not extend to the Plaintiffs' challenge under the Petition
Clause here, particularly given the lack of any allegation that
“taxpayers will not bring their own claims under the Petition
Clause ... [or] that the statue [sic] has had a chilling effect on
constitutionally protected speech.” (Defs. Supp. Opp'n at 15).
On balance, Ryan, LLC has the beiter of this argument.
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*8 To begin with, the Supreme Court has described the
right to petition as “intimately connected” with the First
Amendment's other concomitant rights:

[TThe rights to assemble peaceably and
to petition for a redress of grievances
are among the most precious of the
liberties safeguarded by the Bill of
Rights. These rights, moreover, are
intimately connected, both in origin
and in purpose, with the other First
Amendment rights of free speech
and free press, All these, though not
identical, are inseparable.

United Mine Workers v. Ill. State Bar Ass'n, 389 U.S. 217,
222 (1967) (internal quotation and citations omitted); see also
MeDonald v. Smith, 472 U.S. 479, 485 (1985) (“The Petition
Clause ... was inspired by the same ideals of liberty and
democracy that gave us the freedoms to speak, publish, and
assemble. These First Amendment rights are inseparable....”).
In this Court's view, therefore, it reasonably follows that the
more forgiving approach to prudential standing requirements
developed in the Speech Clause context should logically
extend to claims under the Petition Clause. Indeed, this
result seems particularly appropriate given the Government's
acknowledgement that “the right to petition and the right to
free speech ... are related and are generally subject to the same
constitutional analysis.” (Dkt. No. 101 {“Defs.! Mem.”) at 7
(citing Wayre v, United States, 470 U.S. 598, 610 1. 11)). The
Court also notes that at least one leading constitutional {reatise
makes no distinction on this issue as between the various
First Amendment guarantees, | RONALD D. ROTUNDA &
JOHN E. NOWAK, TREATISE ON CONSTITUTIONAL
LAW: SUBSTANCE AND PROCEDURE § 2.13(H(iif)(2),
at 368 (5th ed. 2012) (“In the First Amendment area,
prudential barriers are lower.”).

Along with these general parallels, the Court finds the
Plaintiffs' allegations in this case plausibly establish a danger
of “chilled speech” sufficient to place this particular case
within the contours of Munson. Taking the Complaint's
allegations as true, as the Court must, Ryan, LLC asserts
that it has “lost clients and substantial revenue” due to
Circular 230's revisions, which means that clients who may
have formerly filed “ordinary refund claims™ are no longer
doing so, given their inability to compensate Ryan, LI.C on
a contingent basis. Munson, 467 U.S. at 956-57 (finding
relaxation of the hindrance requirement appropriate where
“the statute’s very existence may cause others not before

the court to refrain from constitutionally protected speech or
expression”). The fact that Ryan, LLC's clients may not be
exercising their right to pursue refund claims, as Plaintiffs
allege, at least raises the specter of chilled speech. Given all
this, the Court finds that Ryan, LLC possesses standing to
pursue its Petition Clause claim on behalf of its third-party
taxpayer clients.

Insofar as Ryan, LLC has standing to pursue its Petition
Clause claim, the Court need not (and does not} decide
whether Mr. Ryan would independently have standing to
pursue a Petition Clause claim as well. It is well settled that,
to proceed to the merits of a claim, the Court “need only find
one party with standing.” Americans for Safe Access v. DEA,
706 F.3d 438, 443 (D.C.Cir.2013); see also Comcast Corp.
v. FCC, 579 F.3d 1, 6 (D.C.Cir.2009) (“[I]f one party has
standing in an action, a court need not reach the issue of the
standing of other parties when it makes no difference to the
merits of the case.”).

C. Mr. Ryan Lacks Standing To Pursue His Due Process

Claim (Count II)

*9 Turning to Count II of the Complaint, Mr. Ryan asserts
that Circular 230's prohibition on the use of contingent fee
compensation in connection with “ordinary refund claims”
violates his rights under the Due Process Clause of the Fifth
Amendment, which guarantees that “[n]Jo person shall ... be
deprived of life, liberty, or property, without due process
of law.” U.8, CONST. amend. V. Both the Supreme Court
and our Circuit have made clear that “[t]he first inquiry in
every due process challenge is whether the plaintiff has been
deprived of a protected interest in ‘liberty’ or ‘property.’
GE v. Jackson, 610 F.3d 110, 117 (D.C.Cir.2010) (quoting
Am. Mfrs. Mut. Ins. Co. v. Sullivan, 526 U.S. 40, 59 (1999));
Lepelletier, 164 F.3d at 45 (“When presented with a due
process challenge, a court must determine, first, whether there
has been a deprivation of a property interest, and, if so, what
process is due.”) (internal citation omitted). Thus, to ensure
that Mr. Ryan meets Article [II's injury-in-fact prong as to
this claim, the Court must satisfy itself that the allegations of
the Complaint plausibly establish that he was deprived of a
protected property interest under the Due Process Clause. On
balance, the Court concludes that Mr. Ryan fails to make such
a showing.

In reaching this conclusion, the Court begins with the
allegations of the Complaint. Plaintiffs allege that Circular
230 infringes on Mr. Ryan's “due process right fo obtain
a refund of taxes paid” (Compl. at § 1) (emphasis added).
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Blsewhere in the Complaint, Mr. Ryan invokes his “statutory
right to obtain a refund for an overpayment of tax pursuant to
[Internal Revenue Code] §§ 6402(a) and 6511(a).” (Id. § 63)
(emphasis added). Based on these allegations, and Plaintiffs'
repeated adherence to this theory in their briefs, the Court
construes Mr. Ryan's claimed injury as the deprivation of
his property right to file refund claims with the IRS. (See
Dkt, No. 13 (“Pls.! Opp'n”) at 13 (describing the basis of Mr.
Ryan's due process claim as the deprivation of his “protected
property interest in filing refund claims”); Pls.' Supp. Mem.
at 18 (identifying the applicable injury as an “impairfment]
of the statutory rights of taxpayers, including Mr. Ryan, to
file refund claims™); Dkt. No. 23 (“Pls." Supp. Reply™) at 9
{(*Mr. Ryan has properly alleged a deprivation of a protected
property interests in the statutory right to file refund claims
for the overpayment of taxes.”)). In this respect, the Court
emphasizes that Plaintiffs do not contend that Circular 230
categorically bars taxpayers from filing “ordinary refund
claims” altogether, Nor could they. Notwithstanding Circular
230's revised regulations, taxpayers still have the ability
to file “ordinary refund claims™ with the IRS—they can
continue to file such claims on their own, without practitioner
representation, and they can even continue to file such claims
with the assistance of tax practitioners, so long as they are
compensated on a non-contingent basis. All that Circular
230 prohibits is a taxpayer's ability to compensate a tax
practitioner for preparing or filing an “ordinary refund claim
with “a fee that is based on a percentage of the refund reported
on a return, that is based on a percentage of the taxes saved
or that otherwise depends on the specific result attained.” 31
C.F.R. §10.27(c)(1).

*10 Seemingly recognizing this, the constitutional
deprivation Plaintiffs allege is more nuanced. In essence,
they assert that, because “ordinary refund claims™ are
complex and require a substantial outlay of time and
effort, taxpayers cannot effectively pursue refund claims
on their own; for all intents and purposes, Plaintiffs
suggest, taxpayers need practitioner assistance to file such
claims. In turn, because some taxpayers may be unable
to afford to pay a tax practitioner through anything but a
contingent fee arrangement, Plaintiffs contend that Circular
230's prohibition on confingent fee compensation precludes
some taxpayers from filing refund claims with the IRS
altogether. (See Pls.' Supp. Mem. at 17-18) (*{B]ecause of the
complexities of the tax laws and the cost-prohibitive nature
of preparing and filing Ordinary Refund Claims, the use of
contingent fee arrangements ... reflects, in plain, practical
terms, a means for taxpayers, such as Mr. Ryan, to pursue

these often costly refund claims by sharing the expenses
associated with the preparation and filing of these claims.”).
Assuming without deciding that these circumstances amount
to a constitutional due process violation—i.e., that the right
to file a refund claim with the IRS is a protected property
interest, and that Circular 230 unconstitutionally infringes
upon that right—Mr. Ryan fails to allege an injury consistent
with this theory. Stated another way, despite the supposedly

~“complex™ and “costly” nature of “ordinary refund claims,”

Mr. Ryan does not assert that his inability to retain a
practitioner on a contingent fee basis has deprived him of
the right or ability to pursue such a claim. In fact, the plain
allegations of the Complaint confirm precisely the opposite
—Mr. Ryan “has filed an Ordinary Refund Claim since the
effective date of the 2007 revisions to Circular 230.” (Compl.
at § 25) (emphasis added).

While the Court can perceive that some “taxpayers” could
potentially fall victim to the type of injury articulated by
Plaintiffs, Mr. Ryan is not plainly ene of them, This is because
Plaintiffs assert that Circular 230 infringes upon taxpayers'
due process right to file refund claims, but Mr. Ryan simply
fails to establish that he has been injured in this manner.
At most, he pleads that he has been “unable to retain a
practitioner on a contingent fee basis to prepare and file an
Ordinary Refund Claim on his behalf.” (Compl. at Y 5, 52).
However, the ability to hire a practitioner on a contingent
fee basis is not the protected property interest that Mr. Ryan
seeks to vindicate—indeed, Plaintiffs expressly disclaim any
such approach. (Dkt, No, 17 (*Pls.' Surreply”) at 1 (*Plaintiffs
are not asserting a constitutional right to hire an attorney
on a contingent fee basis.”); Pls." Supp. Reply at 7 (“Mr.
Ryan has never asserted an inability to hire a practitioner as
a basis for his constitutional claims.”)). Given all this, Mr.
Ryan's claimed injury, when measured against Plaintiffs' due
process theory, is the type of “conjectural or hypothetical”
injury too speculative to satisfy Article III's requirements.
See, e.g., Dominguez, 666 F 3d at 1362-64; Rodearmel v.
Clinton, 666 F.Supp.2d 123, 131 (D .D.C.2009) (three judge
court) (dismissing due process claim alleging deprivation of
continued employment because, although plaintiff alleged
intolerable working conditions that might eventually result in
his forced resignation, he remained an employee at the time of
suit, and therefore his allegations demenstrated “speculative”
injury, at best, and not the “actual or imminent” injury
necessary to establish Article I1I standing).

*11 Seecking to avoid this outcome, Plaintiffs argue that
the Court's concern “is really a question of whether the

WiestiawNewt © 2013 Thomson Reuters. No claim to original U.5. Government Works. 7
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Circular 230 prohibition sufficiently impairs Mr. Ryan's right
to file Ordinary Refund Claims™ that “goes to the merits of
Mr. Ryan's Due Process Clause claim and ... should not be
considered for purposes of determining standing.” (Pls.' Supp.
Merm. at 18). But the Court is not passing on the merits of
Mr. Ryan's claim. Quite conversely, the Court assumes, as
stated, that Mr. Ryan would prevail under Plaintiffs' theory
on the merits—i.e.,, that the right to file refund claims is
protected under the Due Process Clause, and that Circular
230 unconstitutionally infringes on such right. (See Compl.
at Y 61-66). Despite these assumptions, Mr, Ryan's claim
runs aground because his allegations fail to establish that he
has suffered any cognizable injury consistent with this theory.
He does not allege that Circular 230 has rendered him unable
to file or obtain a refund with the IRS. (/d. 4] 63). In fact,
he alleges precisely the opposite-that he has remained able
to file refund claims despite Circular 230's restrictions on
contingent fee compensation. (/d. § 25). Far from a simply a
matter of degree or a question as to whether Mr. Ryan's rights
were “sufficiently” impaired, as Plaintiffs seem o suggest,
this distinction goes to the very heart of the property interest
that Mr. Ryan alleges was infringed.

In sum, because Mr. Ryan fails to allege a sufficiently
concrete and particularized injury that comports with his
constitutional due process theory, the Court finds that he lacks
Article ITI standing to pursue this claim. Accordingly, Count
I1 of Plaintiffs' Complaint is hereby dismissed for want of
jurisdiction.

D. The Merits of Plaintiffs’ Petition Clause Claim

1. Standard of Review on Motion to Dismiss

The Government moves to dismiss Plaintiffs' Petition Clause
claim pursuant to Rule 12(b)(6). FED.R.CIV.P. 12(b}6).
“To survive a motion to dismiss [under Rule 12(b)(6} ], a
complaint must contain sufficient factual matter, accepted
as true, to ‘state a claim to relief that is plausible on its
face.” « Asheroft v. Igbal, 556 U.S. 662, 678 {2009) (quoting
Bell Atl. Corp. v. Twombly, 550 U.S. 544, 570 (2007)). In
considering a Rule 12(b){6) motion, the Court must construe a
complaint “liberally in the plaintiffs' favor,” and must “grant
plaintiffs the benefit of all inferences that can be derived
from the facts alleged.” Stokes v. Cross, 327 F3d 1210,
1215 (D.C.Cir.2003). However, the Court need not accept
inferences that are “unsupported by the facts set out in the
complaint,” nor “legal conclusions cast in the form of factual
allegations.” Kowal v. MCI Contmnc’ns Corp., 16 F.3d 1271,
1276 (D.C.Cir.1994). Finally, in evaluating a Rule 12{b}

{6) moticn to dismiss, the Court properly considers “the
facts alleged in the complaint, documents attached thereto
or incorporated therein, and matters of which it may take
judicial notice.” Stewart v. Nat'l Educ. Ass'n, 471 F.3d 169,
173 {D.C.Cir.2006).

2. Plaintiffs Fail To State A Claim Under The Petition
Clause

%12 The First Amendment to the Constitution guarantees
“the right of the people ... to petition the Government for
a redress of grievances.” U.S. CONST. amend. . While
infrequently litigated, the Supreme Court has recognized the
right to petition as “one of ‘the most precious of the liberties
safeguarded by the Bill of Rights.” “ BE & K Constr. Co.
v. NLRB, 536 U.S. 516, 524 (2003) (quoting Unifed Mine
Workers, 389 U.S. at 222). Recently, the Supreme Court
expressly reaffirmed that “the right of access to courts for
redress of wrongs is an aspect of the First Amendment right to
petition the government.” Borough of Duryea v.. Guarnieri,
— .8, , 131 S.Ct, 2488, 2494 (2011) (quoting Sure—
Tan, Inc. v. NLRB, 467 .S, 883, 896-97 (1984)).

Through Count 1 of their Complaint, Plaintiffs allege that,
in prohibiting the use of contingent fee arrangements
to prepare and file “ordinary refund claims,” Circular
230 unconstitutionally impinges on their First Amendment
petition rights. (See Compl. at §j 1, 54-60). In opposing the
Govermnment's Motion, Plaintiffs insist that they have stated a
viable claim under the Petition Clause and contend that:

[They] have sufficienily alleged that,
given the technical complexities of the
tax laws, the requirements imposed
by the IRS on the content of refund
claims and the encrmous amount of
time and effort necessary to prepare a
proper refund claim, the prohibition on
the use of contingent fee arrangements
impairs and, in some cases, may
extinguish, the ability of taxpayers
to effectively petition the IRS for
a refund of taxes that have been
overpaid.

(Pls.' Opp'n at 8). Ultimately, even accepting as true the
well-pleaded allegations of Plaintiffs' Complaint, the Court
concludes that Plaintiffs fail to state a plausible claim for
relief under the First Amendment's Petition Clause.

VisstiawvNewt © 2013 Thomson Reuters. No claim to original U.S. Government Works. 8



Ryan, LLC v. Lew, - F.Supp.2d ---- (2013)

In pressing for the dismissal of Plaintiffs' claim, the
Government first argues that the Petition Clause does not
protect “a taxpayet's right to file an administrative claim for
refund” with the IRS. (Defs." Reply at 7). The Court finds
this proposition dubious. Not only has the Supreme Court
explicitly held that Petition Clause guaranfees citizens the
ability to seek relief with courts, but it has also made clear
that these protections extend to “other forums established
by the government for the resolution of legal disputes.”
Borough of Duryea, 131 8.Ct. at 2494, The Court has also
explained that “[t]he same philosophy governs the approach
of citizens or groups of them to administrative agencies
(which are both creatures of the legislature, and arms of the
executive) and to courts, the third branch of Government.”
Cal. Motor Transport Co. v. Trucking Unlimited, 404 U.S,
508, 510 (1972) (“Certainly the right to petition extends
to all departments of the Government. The right of access
to the courts is indeed but one aspect of the right of
petition.”). Insofar as the Internal Revenue Service is an
administrative agency established by the Government, the
Court believes that the Petition Clause would protect citizens'
rights to file claims with the IRS, as Plaintiffs suggest.
On balance, however, the Court need not directly pass on
this issue because, even assuming that the right to file a
refund claim with the IRS does fall within the ambit of
the Petition Clause's protections, Plaintiffs fail to allege any
constitutionally cognizable violation or impingement of such
aright.

*13 To be sure, “the protections afforded by the First
Amendment ... are not absolute.” Firginia v. Black, 538
U.8. 343, 358 (2003); see also Real Estate Bar Ass'n for
Mass., Inc. v. Nat'l Real Estate Info. Servs., 608 F.3d 110,
124 n. 8 (1st Cir.2011} (“The First Amendment protects an
individual's right to petition ... but that right is not absolute.”);
Mangold v. Analytic Servs., Inc., 77 F.3d 1442, 1458 (4th
Cir.1996) (similary; Wright v. Dedrmond, 977 F.2d 339,
347 (7th Cir.1992) (similar); U.S. Postal Serv. v. Hustler
Magazine, Inc., 630 F Supp. 867, 872 (D.D,C.1986) (“While
the right to petition Government is among the most precious
of the liberties safeguarded by the Bill of Rights, we recognize
that this right, like many rights, is not absolute but can be
subject to reasonable limitations ). In the Government's
view, therefore, Circular 230's impact on taxpayers' ability
to file refund claims with the IRS, if any, falls well
within the permissible bounds of the Government's ability
to regulate potential First Amendment conduct. Under the
revised regulations of Circular 230, taxpayers remain free to
file “ordinary refund claims” with the IRS. (See Compl. at 1§

23, 25, 47). Taxpayers remain free to retain a tax practitioner
to assist them in the preparation and filing of such claims.
(See id .). And taxpayers also remain free to compensate
tax practitioners for such claims. The only limitation that
Circular 230's revised regulations place on taxpayers is this:
if taxpayers choose to file an “ordinary refund ctaim,” and if
taxpayers choose 1o retain a tax practitioner to assist them in
the preparation and filing of such a claim, then they cannot
compensate the practitioner on a contingency fee basis, The
Court agrees that this minor limitation on proceedings before
the IRS does not run afoul of the Petition Clause.

The Government compares the Plaintiffs' claim in this case to
an issue presented in United States v. Harriss, 347 U.8. 612
{1954), which involved a challenge to the Federa! Regulation
of Lobbying Act on First Amendment grounds. The Harriss
Court held, in relevant part, that a statute requiring lobbyists
to register with Congress and to make specific disclosures
did not violate the plaintiff's First Amendment petition rights;
rather, those discrete regulations, which simply allowed
Congress to “know who is being hired, who is putting up
the money, and how much” so that it could “maintain the
integrity of a basic governmental process,” were found to be
permissible under the First Amendment. /d. at 625. Relatedly,
says the Government, Circular 230 does not categorically
prohibit taxpayers from pursuing claims with the IRS,
even with representation. It simply limits the compensation
structure in connection with any such representation, “to
discourage tax return positions that exploit the audit selection
process.” (Defs.! Mem. at 3; see also Compl. at 1Y 38-39).
While certainly not on all fours with this case, the Court
agrees thai some reasonable parallels can be drawn from
the Harriss decision. Both cases involve discrete, limited
restrictions on a party's ability to petition the government,
and in both cases those restrictions were driven by the same
essential objective: “to maintain the integrity of a basic
governmental process.” Harriss, 347 U.S. at 623,

*14 Plaintiffs, on the other hand, rely heavily on
the Montana Supreme Court's decision in Montana Auto
Ass'n v. Greely, 632 P.2d 300 (Mont.1981). But that
decision does not dictate a different result. There, the
Montana Supreme Court struck down as unconstitutional
portions of a state ballot initiative that amended Montana's
Lobbying Act. More specifically, the court—through
a single paragraph of analysis—voided provisions that
completely prohibited the compensation of lobbyists through
contingent fee arrangements because the provisions did
not distinguish between contingent arrangements that were

YéastiawNext © 2013 Thomson Reuters, No claim to original U.S. Government Works. 9
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“properly motivated,” as against those that were “improperly
motivated.” Id. at 393. As the Government rightly points
out, the restrictions invalidated in Greely are plainly
distinguishable from the challenged provisions of Circular
230, which do not impose a blanket prohibition on contingent
fee arrangements in proceedings before the IRS. Rather, the
applicable regulations permit the use of contingency fees
in proceedings where the Service “first take[s] an initial
action such as challenging a taxpayer position, commencing
an examination, or making an assessment of penalties or
interest.” (Defs.! Mem. at 2-3; see also Compl. at | 40).
Thus, Circular 230 prohibits contingent compensation only
in certain circumstances—as relevant here, in connection
with “ordinary refund claims.” Moreover, the Government
adopted the revised regulations “to discourage tax return
positions that exploit the audit selection process,” (Defs.'
Mem, at 3), which reflects an effort on the Government's part
to separate “properly motivated” contingent arrangements
from those that are “improperly motivated,” which was
precisely the concern identified in Greely. Thus, the Court
finds the Plaintiffs' reliance on that decision unavailing, and
to the extent its holding is not distinguishable from the instant
matter, the Court disagrees with its {cursory) analysis for the
reasons stated herein.

Footnotes

Accordingly, because the Court finds that Plaintiffs fail to
state a cognizable claim for relief under the Petition Clause
of the First Amendment, Count [ of Plaintiffs' Complaint will
be dismissed under Rule 12(b)}(6).

CONCLUSION

For the foregoing reasons, the Court concludes that Mr.
Ryan lacks Article III standing to pursue his claim under
the Due Process Claim and therefore DISMISSES Count 11
of Plaintiffs' Complaint for lack of jurisdiction. In addition,
the Court find that Plaintiffs fail to state a claim under the
Petition Clause and therefore DEISMISSES Count 1 pursuant
to Federal Rule 12(b){(6). Accordingly, the Government's
Motion to Dismiss Counts I and I1 is GRANTED IN PART
and DENIED AS MOOT IN PART. Count III of Plaintiffs'
Complaint, however, brought by Mr. Ridgely pursuant to the
APA, shall proceed. An appropriate Order accompanies this
Memorandum Opinion.

1 Plaintiffs originally brought suit against Timothy Geithner, but upon his confirmation, Secretary Lew was automatically substituted

as the named defendant. FED.R . CIV.P. 25(d).

2 The Government takes issue with Plaintiffs' use of the term “ordinary refund claim,” as “not descriptive of the regulatory
prohibition,” {See Dkt. No, 22 (“Defs.’ Supp. Opp'n”yat 1 n .1). The Court understands the Government's argument, but, for purposes
of this opinion, the particular label used by Plaintiffs makes no meaningful difference.

3 Inasmuch as Mr. Ridgely's claim under the APA (Count ITI) is not the subject of the Government's Motion, the Court, in the interest
of judicial economy, foregoes a detailed discussion of the allegations underpinning his claim.
4 Plaintiffs requested a hearing on the Government's Motion, but the Court, in its discretion, does not believe that the presentation of

oral argument would be of assistance to the Court, and finds this matter suitable for decision on the papers. See LCvR 7(f), 78.1.
Accordingly, the Court denies Plaintiffs' Motion for an Oral Argument (Dkt. No. 24).

5 The Court expresses no view on the merits of the Plaintiffs’ claims. Instead, the Court heeds its duty “not to decide the questions on
the merits for or against the plaintiff” and “assume[s] that on the merits the plaintiffs would be successful in their claims.” City of
Waukesha v. EPA, 320 F.3d 228, 235 (D.C .Cir.2003) (citing Warth v. Seldin, 422 U.8. 490, 502 (1975)).

End of Document
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As a practicing real estate and tax attorney, it is my opinion that the tax code needs to be completely over-hauled and
simplified.

As for the IRS, itself, | am shocked and appalled at its interference with free speech and it’s targeting of groups opposed
to the current administration, ‘ '
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Courter’s Desk

Internal Revenue Service

Attn: CC:PA:LPD:PR (Notice 2013-22)
1111 Constitution Avenue, N.W,
Washington, D.C. 20224

Re: Recommendation for 2013-2014 Guidance Priority List

To Whom It May Concern:

On behalf of American Express Company and pursuant to Notice 2013-22, 2013-15 LR.B. 1,
Miller & Chevalier Chartered respectfully requests that guidance pursuant to Section
4261(e)(3)(C) of the Internal Revenue Code as described below be included on the 2013-2014
Guidance Priority List.

Requested Guidance Pursuant to Section 4261(e¥3WC)

Guidance is requested under Section 4261(e)(3)(C) regarding the application of the Section
4261(a) domestic air transportation excise tax to the purchase of mileage awards (“Section
4261(eX3)(C) Guidance”). Specifically, such guidance should provide a reasonable safe harbor
method (or methods) that may be used at the time mileage awards are purchased to determine
the proper allocation between the amounts paid for mileage awards (i) to be used for “taxable
transportation” (as defined in Section 4262) and, therefore, subject to the excise tax, and (ii)
those not to be used for taxable transportation and, therefore, exempt from the excise tax
(including mileage awards for international and foreign travel, merchandise, hotel stays, car
rentals and other rewards, as well as expired mileage awards).

Appropriateness of Inclusion of Section 4261{e){3}C} Guidance on the 2013-2014 Guidance
Priority List

Pursuant to the Notice, the Treasury Department and the Internal Revenue Service (the
“Service”) consider the following in reviewing recommendations and selecting projects for
inclusion on the 2013-2014 Guidance Priority list: (i) whether the recommended guidance
resolves significant issues relevant to many taxpayers; (ii} whether the recommended guidance

Milier 8 Chevalier Charterad
655 Fifteenth Street, NW., Suite goo - Washington, D.C. 20005-5701 - 202-626-5800 + 202-626-5801 Fax - millerchevalier.com
10631951
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promotes sound tax administration; (iii) whether the recommended guidance can be drafted ina
manner that will enable taxpayers to easily understand and apply the guidance; (iv) whether the
recommended guidance involves regulations that are outmoded, ineffective, insufficient, or
excessively burdensome and that should be modified, streamlined, expanded or repealed; (iv)
whether the Service can administer the recommended guidance on a uniform basis; and (v)
whether the recommended guidance reduces controversy and lessens the burden on taxpayers or
the Service.

It is respectfully submitted that Section 4261(e}(3)(C) Guidance satisfies each of the criteria
enumerated above. The application of the Section 4261 (a) excise tax to the purchase of mileage
awards impacts the wide number of purchasers of mileage awards (including credit card
companies, hotels, automobile rental companies and others), as well as the airline company
sellers of such awards. Section 4261(e)}(3)(C) specifically authorizes rules to exclude from tax
amounts attributable to mileage awards depending upon how such mileage awards are used.
Since that provision was enacted in 1997, taxpayers have been in need of guidance to determine
the appropriate amount of tax applicable to purchased mileage awards. To date, the scope of
Section 4261(e)(3) has been the subject of lengthy and controversial examinations. See, e.g.,
IRS Air Transportation Excise Tax - Audit Technique Guide. Section 4261(e)(3)}(C) Guidance
would help to resolve significant issues for a large number of taxpayers and promote sound tax
administration by providing understandable rules which would apply the tax in a fair and
equitable manner and 1o which both taxpayers and Service examiners could refer, thereby
minimizing the likelihood of controversies and the burden on both taxpayers and the Service
that they entail. It would also provide a consistency in approach, which for now may be lacking
as taxpayers, in good faith, attempt to address this issue, albeit on an individualized basis.
Finally, Section 4261(e)(3)(C) Guidance that may be used as the time mileage awards are
purchased would reduce the need for the submission of refund claims by purchasers of mileage
awards and avoid other problems that arise if an exemption from tax is based on an “after the
fact” determination, such as where mileage awards are ultimately used for something other than
taxable transportation or have expired after the applicable statute of limitations has run.

Thank you in advance for your consideration of this request.

Respectfully s

=

Marc J{ Gersor

1063195.1
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Treasury Department Office of Tax Policy
Curt Wilson
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Internal Revenue Service
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Office of Information and Regulatory Affairs
Office of Management and Budget
Attention: Desk Officer for Treasury

New Executive Office Building

Room 10235

Washington, D.C. 20503

Re.  OMB Number: 1545-1572; title: Notice 97-66, Certain Payments Made Pursuant
to a Securities Lending Transaction; Notice 2010-46, Prevention of Over-
Withholding and U.S. Tax Avoidance With Respect to certain Substitute
Dividend Payments

Ladies and Gentlemen:

On July 25, 2013, the Department of the Treasury published the Submission for OMB
Review, Comment Request in Volume 78, No. 143, of the Federal Register. This Comment
Request asks for comments regarding the burden estimate, or any other aspect of the information
collection, including suggestion for reducing the burden with respect to, infer alia, the above-
referenced matter. This letter responds to that request. Specifically, the introduction of the rule
contained in Section 871(m)(2)(A) of the Internal Revenue Code of 1986, as amended (the
“Code”) by Section 541 of the Hiring Incentives to Restore Employment Act (the “HIRE Act”),
Pub. L. No. 111-1247, 125 Stat. 71 (2010) has created substantial uncertainty and unnecessarily
burdensome information collection requirements for financial market participants engaged in
securities lending transactions involving U.S. stocks from the United Kingdom. Specifically, we
request that the United States Department of the Treasury and the Internal Revenue Service (the
“IRS”) (i) clarify, as described below, that a lender in a series of Security Lending Transactions,
within the meaning of Notice 2010-46, bears the burden of the U.S. federal income tax withheld
and (ii) provide a credit forward mechanisms for chains of notional principal contracts (“NPCs”
or “swaps”) that operates in a parallel fashion to the credit forward mechanisms for chains of
securities lending transactions.

It is our experience that there is a significant volume of stock lending involving U.S.
stocks undertaken by U K. financial market participants. The existence of such market in
London is extremely beneficial for U.S. companies as it creates substantial liquidity for U.S.
stocks. The change requested below is not expected to have any significant U.S. federal income
tax consequences. The IRS, by making requested clarifications, will be solving an ambiguity
between the U.S. and U.K. tax systems and thereby increasing the ability of UK, financial
market participants to continue to provide liquidity on U.S. stocks.
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L Clarification that a Stock Borrower Relying on Upstream Withholding Is a
Withholding Agent

A, Legal Background on the Taxation of Dividend Equivalents Paid to Non-U.8S.
Persons in Securities Lending Transactions

The United States imposes a flat 30% withholding tax on U.S -source dividend payments
paid to a foreign person not in connection with the conduct of a U.S. trade or business by such
foreign person. Code §§ 861, 871 and 881, Dividends paid by U.S. corporations generally are
treated as U.S.-source income and, thus, are subject to the U.S. withholding tax, Code §
861(a)(2); Treas. Reg. § 1.861-3. Substitute dividend payments made¢ by a stock borrower with
respect to stock of a U.S. corporation in a stock lending transaction follow the source rule for the
stock itself. Code § 861(m)(2)(A). Accordingly, such substitute dividend payments are
considered U.S.-source income. Treas. Reg. §§ 1.861-3(2)(6); 1.871-7(b)(2); 1.881-2(b)(2). A
substitute dividend payment is a payment made to a lender of a security in a securities lending
transaction or a sale-repurchase transaction of an amount equivalent to a dividend distribution
which the owner of the transferred security is entitled to receive during the term of the
transaction. Jd. The statutory withholding tax rate of 30% may be reduced by the terms of an
applicable income tax treaty. Code § 894.

Notice 2010-46 provides rules that allow taxpayers to structure securities lending
transactions that avoid excessive or cascading taxation, Inthe absence of such rules, each
borrower of the same stock would be required to withhold U.S. tax. For example if a foreign
person (FP-1) lent a U.S. stock to another foreign person (FP-2), withholding would be required
on the actual dividend payment to FP-2 and on the substitute dividend payment that FP-2 makes
to FP-1. Thus, U.S. withholding tax would be imposed twice on the same economic income.
Code § 871(m)(6) provides a legislate mandate to the IRS to promulgate certain rules that will
prevent cascading withholding in securities lending transactions.

The anti-cascading rules effectively break down into three new regimes, First, dealers
may enter into agreements with the IRS, in which they promise to ensure proper withholding is
made, are exempted from withholding (the “Qualified Securities Lender” or “QSL” rules).
Second, parties to securities lending transactions that obtain certifications that there has been
prior withholding in the chain (referred as a “series”) are exempted from withholding. Last, in
circumstances where the amount passed through reflects proper withholding, no further
withholding is required. The issue posed by the interaction of the United States and United
Kingdom rules concern the second regime, referred to as the “credit forward of prior
withholding” rules,

B. Documentation Rules for The Credit Forward of Prior Withholding
If party to a securities lending transaction is not a QSL, the IRS follows the mandate

provided by Code § 871(m)(6) by providing relief from over-withholding “with a document-
based system.” Under the document-based system, the amount that a securities borrower must
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withhold is equal to the excess of the amount of withholding that the lender would be subject to
if' it held the stock directly minus the amount that was actwally withheld on a prior dividend or
substitute dividend within the same series. The IRS will not provide refunds for withholding if a
prior person in the chain (series) bore a higher withholding tax. For example, assume that a
taxpayer that is subject to a 15% withholding tax lends stock to a person subject to 30%
withholding tax. The borrower holds the stock over the dividend record date and the issuer (or
its agent) withholds 30% of the amount of the dividend. The borrower then makes a substitute
dividend payment to the stock lender. Although the stock borrower is not required to make any
additional withholding on the substitute dividend payment to the lender, no refund 1s available to
the parties.

Notice 2010-46 prescribes a four-party documentation substantiation test to determine if
there has been prior withholding in a series:

(1) The lender receives a substitute dividend net of U.S: withholding taxes;

(2)  The lender receives a written statement from the immediately prior withholding agent
seiting out the amount of such taxes (proof that the stock has been on-sold is not evidence
of prior withholding);

(3)  The borrower identifies the person who withheld such tax and the recipient of the
payment against which such tax was withheld; and

(4)  The lender does not know or have reason to know that the written statement is unreliable.

The fourth prong is reinforced by an anti-abuse rule. If a withholding agent or Qualified
Securities Lender “knows or has reason to know” that a securities lending transaction has a
principal purpose of reducing or eliminating withholding tax, it must withhold notwithstanding
compliance with the documentation requirements. Taxpayers who rely on the credit-forward
system must report that they relied on prior withholding on line 8 of a IRS Form 1042-S and on
line 66 of Form 1042, The reporting must show the maximum amount that would have been
subject to withholding and the amount of the prior credit.

C. Interaction of the United States and United Kingdom Income Tax Rules

When a United Kingdom corporation is the lender in a series of securities lending
transactions, the UK. lender is treated as though it received the full amount of the dividend
equivalent (referred to as a “manufactured overseas dividend” or “MOD”), unreduced by the
amount of U.S. withholding tax imposed on the dividend. The UK. stock lender then has the
ability to claim a foreign tax credit for the amount of United States tax imposed on the payment
of the dividend or dividend equivalent, provided that the UK. stock lender has received the
dividend equivalent from a withholding agent that has an obligation to withhold. A difficulty
arises, however, for the U K. stock lender to claim a foreign tax credit on the MOD when the
withholding took place “upstream,” that is, using the example above, the withholding was
undertaken by the stock issuer (or a subsequent stock borrower) against the dividend (or dividend
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equivalent) payable to the borrower, not by the borrower on the payment of the MOD to the
stock lender.

The difficuity arises because Notice 2010-46 is not entirely clear that a withholding
obligation remains when there has been upstream withholding. While we understand that the
Notice should be read to reduce or eliminate the amount to be remitted to the IRS, without
having an effect on the substantive withholding requirement, it can also be read to reduce or
eliminate withholding on substitute dividend payments to the extent of any prior amounts
withheld. While the distinction does not have any significant U.S. federal income tax
consequences, it is significant from a U K. tax perspective in that a reduction to the substantive
withholding requirement does not permit the stock lender to claim its full UK. foreign tax credit,
while a change to the amount required to be remitted does permit the claiming of the full credit.
This is because the U K. rules would permit the stock lender to claim a U K. foreign tax credit
only if the stock borrower is treated as a withholding agent with an obligation to withhold. For
U K. tax purposes, the upstream withheld taxes are creditable if the taxes can be said to have
been charged on, or in respect of, the payment to the stock lender, even if the withholding agent
has no requirement to account to the IRS for the amount of withheld taxes. If the stock borrower
is not treated as a withholding agent with an obligation to withhold (i.e., if Notice 2010-46 has
reduced or eliminated the substantive withholding requirement), the U.X. lender will not be
entitled to claim all or a portion of its foreign tax credit. On the other hand, if Notice 2010-46
retains the substantive withholding requirement but merely eliminates the requirement that tax be
remitted, the stock borrower will continue to be treated as a withholding agent with an obligation
to withhold and the U K. lender will be entitled to claim its full foreign tax credit.

Economically, it is clear that the UK. stock lender has borne the impact of the upstream
withheld taxes. The UK. stock lender must treat itself as though it receive the full amount of the
dividend. Its cash receipts, however, reflect the imposition of the U.S. tax on the dividend
equivalent. (Indeed, if the stock borrower was subject to a higher rate of tax than would have
applied to the U K. stock lender, the UK. stock lender would bear the impact of such higher
withholding tax rate.)

D. The Stock Borrower Is a U.S, Federal Income Tax Withholding Agent

Generally, any person that meets the definition of a withholding agent is required to
withhold the applicable withholding tax and deposit it with the U.S. Department of the Treasury.
Treas. Reg. § 1.1461-1(a). The term “withholding agent” means any person, whether U.S. or
foreign, that has the control, receipt, custody, disposal, or payment of an item of income of a
foreign person subject to withholding (e.g., U.S. source dividends). Treas. Reg. 1.1441-7(a)(1).
The applicable regulations do not require that the withhelding agent otherwise be subject to U.S.
jurisdiction. The rules specifically contemplate that more than one person can be a withholding
agent with respect to a single payment: “When several persons qualify as withholding agents
with respect to a single payment, only one tax is required to be withheld and deposited.” Id.

The fact that a borrower of stock in a stock lending transaction is a withholding agent
even when it has no obligation to remit any tax to the Department of Treasury because there has
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been upstream withholding is borne out by the language used in Notice 2010-46. Notice 2010-
46, Section 1I(B)(i), which promulgates the rules for the credit forward of prior withholding,
refers to persons who may claim a credit for upstream withholding as “withholding agents:”

[W]ithholding agents may relieve excessive tax on substitute dividends by
reducing withholding on a substitute dividend payment that the withholding
agent is obligated to make by an amount not to exceed the amount that has been
previously withheld within the same series of Securities Lending Transactions,
but only to the extent that there is sufficient evidence that tax was actually
withheld on a prior dividend and/or substitute dividend paid to the withholding
agent or a prior withholding agent within the same such series,

Emphasis added. Similarly, the instructions to Form 1042 (Oct. 31, 2012) refer to a person who
claims a credit for upstream withholding on dividend equ1valents as an “other withholding
agent.” See instructions for Line 66,

E. Documentation Change Requested

The challenge experienced by U.K. stock lenders in order to claim & UK. tax credit for
the amount of U.S. taxes withheld “upstream” in a series of Securities Lending Transactions
involving a U.S. stock could be alleviated if the U.S. rules were explicit that (i) the borrower of
the stock is a withholding agent with an obligation to withhold on the dividend equivalent to the
stock lender and remit the amount withheld to the IRS, (ii) only the obligation to remit the
amount of the tax is excused by the upstream withholding, not the obligation to withhold and (i)
the lender of the U.S. stock is considered to have borne the U.S. tax on the substitute dividend
received, even in instances in which the requirement to remit such tax has been satisfied through
the mechanism of the credit forward upstream withholding. It would be helpful if these
statements could be added to any regulations ultimately issued to implement the rules contained
in Notice 2010-46 and in the instructions to the Form 1042-S.

1L Request for a Parallel Withholding Tax Remittance Credit for Chains of NPCs
A. Legal Background on Chains of NPCs

Code § 871(m)}(2)(B) treats dividend equivalents paid on “specified notional principal
contracts” as U.S.-source dividends to the extent that the dividend equivalent is paid with respect
toa U.S. stock.! In those instances in which withholding is required on dividend equivalents
paid on specified notional principal contracts, there is no mechanism to avoid cascading
withholding when the specified notional principal contract has been hedged with the stock
referenced in the NPC, a securities lending transaction and/or another securities lending
transaction. This imability to credit forward the U.S. federal income withholding that has
occurred upstream acts as a substantial impediment for non-U.S. financial institutions to offer

! The IRS is currently engaged in donsidering what types of NPCs and other derivatives should be included within
rules applicable to specified notional principal contracts. See T.D. 9572 (Aug. 16, 2012); REG-120282-10 (Janwary
23,2012). This comment letter does not address what transactions should be within such rules.
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swap exposures over U.S. equities to their clients. As a result, the liquidity and attractiveness of
U.S. capital markets is hurt.

For example, assume that foreign person (FP1) desires to obtain an unfunded total return
exposure to a U.S. stock or a basket of U.S. stocks. Assume further that FP1 enters into a
specified notional principal contract with a non-U.S. bank (FB) to obtain such exposure. The
transaction is not effectively connected to conduct of a U.S. trade or business of either FP1 or
FB. FP1 is the “long party” within the meaning of Code § 871{m)(4)(A). FB is the “short party”
within the meaning of Code § 871(m)(4)(B). FB hedges its financial exposure on the specified
notional principal contract by purchasing the U.S. stocks referenced in the swap.

Under current federal income tax rules, the issuer of the stock (or its agent) must
withhold U.S. federal income tax on the dividends paid on the stock held by FB as a hedge of its
obligations under the specified notional principal contract with FP1, Code § 881(a)(1)
(imposition of tax); Code § 1441(a)(1) (withholding tax liability on payer of income). Under
Code § 871(m)(2)(B), FB must withhold on the dividend equivalent paid or credited to FP1
under the swap. FB is not entitled to a withholding tax credit for the tax that it suffered on the
hedge position. As a result, two withholding taxes have been imposed on the same economic
income.

The proposed regulations promulgated under Code § 871(m) offered a limited solution to
this double taxation of the same income, Specifically, Proposed Treasury Regulation § 1.871-
16(e)(2) provided that a NPC between related parties that otherwise would be treated as a
specified notional principal contract would not be so treated if:

(1)  The swap is between related parties;

(2)  Each of the related parties entered into the swap “in the ordinary course of their
business as a dealer in securities or commodities derivatives; and

(3)  The swap between the related parties hedges a swap entered into with an
unrelated party.

If these requirements are met and the related party swap is not treated as a specified notional
principal contract, there would not be any withholding on the related party swap. See Treas.
Reg. § 1.863- 7(b)

B. Extension of Credit Forward Rules for Specified Notional Principal
Contracts

Code § 871(m)(6) authorizes the IRS to promulgate rules to prevent cascading
withholding taxes “in the case of any chain of dividend equivalents, one or more of which is
subject to tax . . . . The grant of authority to prevent cascading U.S. withholding taxes is not
limited to securities lending transactions. Accordingly, the IRS has the authority to prevent
cascading withholding taxes on chains of NPCs that include specified notional principal
contracts.
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The promulgation of a rule that prevents cascading of withholding on specified notional
principal contracts can be addressed independently of the determination of what transactions
should be subject to the rules promulgated for specified notional principal contracts. The
prevention of cascading withholding is a current issue and can be addressed without impeding
the existing effort to determine when swaps (and other financial instruments) should be treated as
generating U.S -source income treated as dividend income for transactions on which dividend
equivalents are paid on or after January 1, 2014 (or such later date as may be specified by the
IRS). See Treas. Reg. § 1.871-16T(b). Accordingly, the existing regulation project under Code
§ 871(m) should not be an impediment to the promulgation of an anti-cascading rule.

C. Substance of the Rule for the Prevention of Cascading Withholding Taxes on
Specified Notional Principal Contracts

There is & clear path in securities lending transactions to determine whether there is a
chain of such transactions. When a person borrows a share of stock, that share can be traced. If
the borrowed share of stock is on-lent, a rule following specific identification of the borrowed
share of stock allows the borrower to determine whether a chain of securities lending
transactions has occurred.

With swaps, there is no ability to trace a particular security inasmuch as swaps are
bilateral contractual arrangements and not the passing of a physical security. Accordingly, a
method other than one that follows a physical security is needed to ensure that a chain of NPC
transactions exists, We recommend that the IRS employ the hedge identification rules contained
in Treasury Regulation § 1,1221-2. Under such a rule, a swap would be considered to beina
chain of swaps only to the extent that:

(1)  The notional indices of the two NPCs were identical,

(2)  The NPCs were designated as hedges of each other, that is, the total return on one
position was matched by the total return on the other transaction;

(3)  For this purpose, the holding of the physical stock position by a short party would
be treated as a specified notional principal contract; and

(4)  The other requirements necessary for a credit forward of withholding taxes were
satisfied if the transaction constituted a chain of securities lending transaction,
that is, the taxes were actually withheld, evidence of withholding is provided and
there are no circumstances known that the transactions were undertaken to avoid
the withholding taxes. :

Very truly yours,
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BY E-MAIL

Internal Revenue Service

Attn: CC:PA:LPD:PR (Notice 2013-22)
1111 Constitution Avenue, N. W,
Washington, D.C. 20224

Re: 2013-2014 Treasury/IRS Guidance Priority List
Dear Sir or Madam:

The purpose of this letter is to propose guidance for inclusion on the 2013-2014 Treasury/IRS
Guidance Priority List. We recommend that the list include guidance about the standards for
recognizing organizations engaged in the publication of information that is uscful to the
individual and beneficial to the community, including general news, as exempt under Section
501(c)(3). In this letter, we refer to such organizations as “nonprofit news organizations.”

As background, in 2011 the Federal Communications Commission (the “FCC”) issued a report,
The Information Needs of Communities: The Changing Media Landscape in a Broadband Age,
which documents the substantial decrease in accountability reporting by commercial news
organizations. For example, the FCC report points to a study conducted by the Pew Center for
Excellence in Journalism which found that in 2009 the Baltimore Sun produced 32 percent fewer
investigative stories than it did in 1999 and 73 percent fewer stories than in 1991 ! It explains
that financial pressures are forcing commercial news organizations to reduce coverage of
investigative pieces involving lengthy documents and records searches or stories requiring a
reporter to develop comprehensive knowledge of a particular subject matter. This cut-back
affects coverage of issues that Americans care about — such as schools, health care, the
environment, and local public affairs — and that offer substantial public benefit and civic value.
The FCC report also describes the serious consequences that result from communities losing

! S. Waldman and the Working Group on Information Needs of Communities, The Information Needs of
Communities: the Changing Media Landscape in a Broadband Age, 123 (July 2011).
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information that can improve government responsiveness and accountability. It explains that
nonprofit news organizations can help to fill the gap in coverage and notes thal uncertainty about
the standards required for nonprofit news organizations to obtain tax exemption under Section
501(c)(3) is a significant barrier to this evolution.

The FCC report recommended that tax and journalism experts study the tax exemption
requirements for nonprofit news organizations more carefully, and the Council on Foundations
convened a working group of such experts. The group released its findings in a report issued
earlier this year, The IRS and Nonprofit Media: Toward Creating a More Informed Public. The
report is available online at http://www.cof org/files/Bamboo/home/documents/Nonprofit-
Media-Full-Report-03042013 .pdf.

The working group report confirms that many nonprofit news organizations have experienced
lengthy delays and even rejections of their applications for exemption. It concludes that the
Internal Revenue Service (“IRS™) approach for evaluating whether an organization primarily
engaged in gublishing qualifies for tax exemption under Section 501(c)(3), namely Revenue
Ruling 67-4,” needs to be modernized. The working group report notes that Revenue Ruling 67-
4 was issued decades before the advent of the digital era, That ruling establishes four criteria for
analyzing the tax-exempt status of nonprofit news organizations, whether: (1) the content of the
publication is educational, (2) the preparation of material follows methods generally accepted as
“educational” in character, (3) the distribution of the materials is necessary or valuable in
achieving the organization’s educational and scientific purposes, and (4) the manner in which the
distribution is accomplished is distinguishable from ordinary commercial practices. The fourth
criterion, in particular, does not reflect dramatic changes in the manner of dissemination of
information by all news organizations, nonprofit and for-profit alike.

This request for guidance is consistent with the recommendations of the working group report,
and the discussion below explains how such guidance meets the factors that Treasury/IRS
considers in choosing to add an item to the priority list.

1. The guidance will resolve significant issues relevant to many taxpayers.

The Section 501(c)(3) status of nonprofit news organizations is of great importance to the
millions of Americans who seek information about the events shaping their lives. According to
the FCC report, “communities and citizens are setiously harmed — including financially — if there
is not a critical mass of full-time professional journalists watching over the key institutions —
such as state and local government, local schools, state and local courts, police, environmental

2 Revenue Ruling 67-4, 1967-1 CB 121,
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planning, land use, transportation, and public health.™ Nonprofit news organizations offer an
additional source of information on these topics just as the for-profit news sector is cutting back.
These stories help Americans gain useful and beneficial information that allows them to make
more-informed decisions.

Moreover, investigative reporting benefits residents of communities whether or not they are
readers of a particular paper. For example, the working group report points to an in-depth series
in the Raleigh News & Observer on the quality of the city’s parole system that helped take
criminals off the streets in the Raleigh-Durham area, thereby improving safety for all residents,
regardless of whether they were readers of the paper.! Nonprofit news organizations, often with
philanthropic support from foundations, are the hope of the future for this type of reporting.

Section 501(c)(3) status is critical for nonprofit news organizations, in part because their ability
to provide or expand accountability coverage on subjects such as local government, schools, and
healthcare often hinges on philanthropic support from funders that require such exemption as a
prerequisite for providing support. These organizations also want to structure their activities in a
manner consistent with the requirements for Section 501(c)(3), but lack guidance about how to
do so. In this regard, the working group report notes that the operator of the Oshkosh
Community News Network, a Section 501(c)(3) nonprofit news orgamzanon shut down the
organization in part because of uncertainty regarding the tax laws.” Updated guldance will help
these organizations gain important information about how to structure their activities in order to
ensure continued qualification as a Section 501(c)(3) organization.

Finally, private foundations are investing in nonprofit news organizations, with one report
estimating contributions of nearly $128 million to news and information projects since 2005.°
The guidance will facilitate and streamline the grant-making programs of these foundations and
help ensure their investments are advancing charitable and educational purposes.

2. The guidance will promote sound tax administration.

As noted above and in the working group report, nonprofit news organizations have experienced
substantial delays associated with the processing of their applications for exemption under
Section 501(c)(3). Recently, the IRS centralized a group of applications submitted by nonprofit

S. Waldman and the Working Group on Information Needs of Communities, The Information Needs of

Communities: the Changing Media Landscape in a Broadband Age, 263 (July 2011),

See S. Waldman and the Working Group on Information Needs of Communities, The Information Needs of

Communities: the Changing Media Landscape in a Broadband Age, 18 (July 2011),

3 Council on Foundations, The IRS and Nonprofit Media; Toward Creating a More Informed Public, 12
(2013).

& J. Schaffer, New Media Makers: A Toolkit for Innovartors in Communtty Media and Grantmaking 2 (2009).



Morgan Lewis
Internal Revenue Service COUNSELDRS AT LAW
April 29, 2013
Page 4

news organizations as it attempted to understand, analyze, and apply the rules for exemption to
these organizations and needed to ensure consistent treatment. Providing updated guidance
about how nonprofit news organizations advance Section 501(c)3) purposes will facilitate the
IRS’s processing of applications for exemption, as well as nonprofit news organizations’
compliance with the law.

3 The guidance can be drafted in a manner that will enable taxpayers to easily
understand and apply the guidance.

The guidance can be drafted in a form such as a revenue procedure that provides background on
the rules for evaluating the Section 501(c)(3) status of nonprofit news organizations, outlines the
various factors the IRS will consider in evaluating whether a nonprofit news organization is
advancing charitable and educational purposes, and identifies the factors that are not relevant in
such a determination. The IRS has issued similar types of revenue procedures in the past to help
give guidance about how a particular sector or industry advances tax-exempt purposes, For
example, Revenue Procedure 96-32 provides a safe harbor for organizations providing low-
income housing to qualify as Section 501(c)(3) organizations, and this has proved to be an
invaluable tool for low-income housing organizations seeking to apply for exemption, and for
IRS agents processing such applications,

4, The guidance involves regulations that are cutmoded, ineffective, insufficient, or
excessively burdensome and that should be modified, streamlined, expanded, or
repealed.

As noted above and in the working group report, the IRS is relying on outdated standards for
evaluating whether nonprofit news organizations are furthering charitable and educational
purposes. For example, Revenue Ruling 67-4 evaluates whether an organization’s manner of
distribution of a publication is distinguishable from ordinary commercial publishing practices.
However, since the publication of Revenue Ruling 67-4, advances in the development of
technology and devices that facilitate the low-cost dissemination of information have made the
distribution of free or low-cost content to the public an ordinary practice by Section 501(c)(3}
organizations and commercial publishers alike,

S. The Service can administer the guidance on a uniform basis.

The IRS has faced challenges with applying the rules for tax exemption under Section 501(c)(3)
on a uniform basis to nonprofit news organizations, in part because the current outdated guidance
does not reflect changes in the manner of dissemination of useful and beneficial public
information. Updated guidance will enable the IRS to administer the tax laws on a more uniform
basis.
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6. The guidance will reduce controversy and lessen the burden on taxpayers and the
Service.

As noted above, the guidance will have a substantial positive impact on the American public,
nonprofit news organizations, private foundations, and the IRS. It will enable new nonprofit
news organizations to move forward to meet the information and accountability needs of their
communities. It will provide certainty to philanthropy funders. It will provide clear standards
for the IRS to apply. And it will avoid litigation that will inevitably result if the IRS does not
address the need for updated guidance in this area.

* * *

We appreciate your consideration of this request. We believe the time is right and the time is
now for the IRS to issue updated guidance. Every month more commercial newspapers close
their doors or reduce new coverage to the detriment of their communities. Nonprofit news
organizations can and will emerge to help address this problem, but they need Section 501(c)(3)
status to do so. Updated guidance is essential to allow that to happen.

Sincerely,
Celia Roady
ce: The Honorable Mark Mazur

Assistant Secretary for Tax Policy
Department of the Treasury

The Honorable William J, Wilkins

Chief Counsel
Internal Revenue Service

DB/ 73965621.3
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Internal Revenue Service

Attn: CC:PA:LPD:PR (Notice 2013-22)
Room 5203

P.O. Box 7604

Ben Franklin Station

Washington, DC 20044

RE: Notice 2013-22, 2013-2014 Guidance Priority List

Dear Ladies and Gentlemen:

The LIHTC Working Group was established to provide a platform for low-income housing tax
credit (“LIHTC”) industry participants to work together to resolve technical and administrative
LIHTC program issues. On behalf of the members of the LIHTC Working Group, we would like
to recommend the following issues in priority order for addition to the Guidance Priority List for
2013-2014.

1.

We are requesting guidance as it relates to the exception under Internal Revenue Code
(“IRC™) Section 42(d)(6) for any federally or state assisted building. [RC Section
42(d)(6) does not currently define “federally or state assisted” building.

We are requesting guidance under IRC Section 42(j), which provides for recapture of
LIHTCs, in relation to tax credit recapture for projects that have received Section 1602
subawards under the American Recovery and Reinvestment Act of 2009 (“Section
1602™). Treasury has expressed its intentions to issue separate recapture procedures for
Section 1602 fund subawards; however, no procedures have yet been issued.

We are requesting guidance under IRC Section 142 on whether a low-income housing
project that has lost its rural designation is held harmless at the highest national non-
metro median income that the project achieved if its income limit was originally
determined using the national non-metro median income afforded to rural projects under
IRC Section 42(i}(8).

We are requesting guidance regarding the application of [RC Section 42 requirements as
they conflict with the requirements of other affordable housing governmental assistance
programs. In certain circumstances, the construction of affordable housing projects
requires additional financing from other governmental assistance programs. The funds
provided by these assistance programs may include restrictions that conflict with program
guidance under IRC Section 42. Guidance is needed on whether IRC Section 42 projects
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can be held harmless by virtue of complying with other affordable housing governmental
assistance program requirements,

5. We are requesting guidance on the documented legislative intent included in the technical
explanation prepared by the Joint Committee on Taxation explaining revenue provisions
of the Health Care and Education Affordability Reconciliation Act of 2010, footnote 344
{“Footnote 344™). Footnote 344 clarified that the codification of the economic substance
doctrine is not intended to disallow tax credits in a transaction that achieves the basic
purpose or plan for which the tax credits were intended by Congress. In addition, we
request that Treasury provide guidance as to the applicability of Footnote 344 to Section
1602.

The LIHTC Working Group has submitted previous comment letters to the Internal Revenue
Service and the Department of the Treasury requesting guidance on the above-mentioned issues.
A copy of these comment letters, as listed in Appendix A, can be reviewed at
www lihtcworkinggroup.com. Please contact us if you would like us to resubmit our comment
letters in Appendix A for your review.

We appreciate the opportunity to comment on the 2013-2014 Guidance Priority List. The
furtherance of these issues will help the LLIHTC program better provide affordable housing in our
communities by providing clarification and lessening the risks in the LIHTC program
compliance. Thank you in advance for your time and careful consideration of these issues.
Please do not hesitate to contact us if you have any questions regarding our comments or if we
can be of further assistance.

THE LTHTC WORKING GROUP
Very truly yours,

NOVOGRADAC & COMPANY LLP

WW

Stacey Stewart



2013-2014 Guidance Priority List
May 1, 2013
Page 3

Appendix A — LIHTC Working Group Comment Lctters

1. LIHTC Working Group Letter Regarding Definition of “Substantially Assisted,
Financed, or Operated” in the Housing and Economic Recovery Act of 2008 (original
letter: March 11, 2009; reissued: July 14, 2010).

2. LIHTC Working Group Letter Regarding Recapture Rules Surrounding Section 1602
of the American Recovery and Reinvestment Act of 2009 (original letter: July 30,
2009; reissued: August 2, 2010).

3. LIHTC Working Group Letter on Rural Designation Uncertainty (January 30, 2013).

4. LIHTC Working Group Letter on Conflicting Affordable Housing Program
Requirements (February 27, 2013).

5. LIHTC Working Group Letter Seeking Guidance Related to Codification of
Economic Substance and Low-Income Housing Tax Credits (October 27, 2010).



Aidice 2013- 39

From: Blake Major <bmajor@nabl.org> PUBLICATICN & Do 1T At

Sent: Friday, May 03, 2013 11:22 AM CALION & KEGULATIONS

To: "Notice.Comments@irscounsel.treas.gov."@ewhserver582.gm%sting.net MAY 2 4ud
Subject: NABL Priority Guidance List 2013-14

Attachments: NABL Priority Guidance 2013-14. pdf

| believe I had submitted this on Tuesday, April 30, 2013, however | did not receive a confirmation email. | am re-
submitting this in the event that | did not properly submit it the first time. Thank you.

The National Association of Bond Lawyers (“NABL”) respectfully suggests the following items for

inclusion in the 2013-2014 Guidance Priority List. Unless otherwise indicated, section references are to
the Internal Revenue Code of 1986,

1. Guidance on the definition of “issue price” under Section 148.

2, Guidance regarding reissuance, including the application of the reissuance rules to
multi-modal private placements.

3. Guidance concerning application of the private business use tests to “accountable care
organizations” and other arrangements entered into under the Patient Protection and
Affordable Care Act.

4. Update to the management and service contract safe harbors in Revenue Procedure 97-13.

5. Reviewing, revising and finalizing proposed regulations concerning (a) public approval

under Section 147(f), (b) allocation and accounting of proceeds and projects under Section
141, and {c) yield computation in connection with certain qualified hedges under Section
148 and related matters.

These items are suggested as priority items. These items are not listed in any specific order of
priority. Nor by suggesting them do we mean to withdraw any other items we suggested for any prior list.

The list of suggested items was compiled by a NABL task force. If you have any questions
concerning them, please contact Michael Larsen (Chair of the NABL Tax Law Committee) at (843) 727-
6311 or MikeLarsen@parkerpoce.com. |

Blake Major

Governmental Affairs Representative
National Association of Bond Lawyers
601 13" St. N.W.

Washington, DC 20005

202 503-3302
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Internal Revenue Service
Attn: CC:PA:LPD:PR
(Notice 2012-25)

Room 5203

P. Q. Box 7604

Ben Franklin Station
Washington, D.C. 20044

RE: 2013-2014 Guidance Priority List

Ladies and Gentlemen:

The National Association of Bond Lawyers (“NABL”) respectfully
suggests the following items for inclusion in the 2013-2014 Guidance Priority
List, Unless otherwise indicated, section references are to the Internal Revenue
Code of 1986,

—

Guidance on the definition of “issue price” under Section 148.

2. Guidance regarding reissuance, including the application of the
reissuance rules to multi-modal private placements.
3. Guidance concerning application of the private business use tests

to “accountable care organizations” and other arrangements
entered into under the Patient Protection and Affordable Care

Act.

4. Update to the management and service contract safe harbors in
Revenue Procedure 97-13.

5. Reviewing, revising and finalizing proposed regulations

concerning (a) public approval under Section 147(f), (b)
allocation and accounting of proceeds and projects under Section
141, and (c¢) yield computation in connection with certain
qualified hedges under Section 148 and related matters.

These items are suggested as priority items. These items are not listed
in any specific order of priority. Nor by suggesting them do we mean to
withdraw any other items we suggested for any prior list.

The list of suggested items was compiled by a NABL task force. If you
have any questions concerning them, please contact Michael Larsen (Chair of
the NABL Tax Law Committee} at (843) 727-6311 or
Mikel.arsen(@parkerpoe.com.

Sincerely,

Scott R. Lilienthal
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Internal Revenue Service }%EGM-;' PROCESSING DIVISION
Attn: CC:PA:LPD:PR UBLICATION & REGULATIONS
(Notice 2013-22) BRANCH
Room 5203
P.O. Box 7604

Ben Franklin Station
Washington, D.C. 20044

Re: Notice 2013-22 Recommendations for 2013-2014 Guidance Priority List

Thank you for this opportunity to submit recommendations for the 2013-2014 Guidance Priority List
on behalf of the National Affordable Housing Management Association (NAHMA). NAHMA members
manage and provide quality affordable housing to more than two million Americans with very low to
moderate incomes. Presidents and executives of property management companies, owners of
affordable rental housing, public agencies and national organizations involved in affordable housing,
and providers of supplies and services to the affordable housing industry make up the membership of
NAHMA. In addition, NAHMA serves as the national voice in Washington for 19 regional, state and
local affordable housing management associations (AHMAs) nationwide. NAHMA's comments will
focus on two important matters related to the Section 42 Low Income Housing Tax Credit (LIHTC)
program, namely the utility allowance submetering rule and treatment of casualty losses.

Utility Allowances (UA) Submetering

On August 7, 2012, the Internal Revenue Service (IRS) — Treasury Department issued the “Utility
Allowances Submetering Notice of Proposed Rulemaking and Notice of Public Hearing” [REG—
136491-09], RIN 1545-BI91. NAHMA respectfully requests that IRS-Treasury add finalization of this
rule, with certain changes, to its 2013-2014 Guidance Priority List.

Before releasing the final rule, NAHMA strongly urges IRS-Treasury to revise its interpretation of
State housing agencies’ authority to disapprove UA estimation methods permitted under current
policies. Under the section, “Summary of Comments on Notice 2009-44 and Explanation of
Provisions,” the August 7 Notice states:

“A commentator asked whether State housing agencies are allowed to disapprove of
certain methods for determining utility allowances listed in § 1.42—10(b)(4)(ii). Existing
rules address the role of the State housing agencies in determining utility allowances.
Thus, depending on the particular method under §1.42-10(b)(4)(ii), State housing



agencies may require certain information before a method can be used, or they may
disapprove of a method.”

NAHMA stands by the position articulated by nine national organizations which represent property
owners and managers, developers and lenders who participate in the LIHTC program. The joint
industry comments, submitted on October 4, 2012, stated:

“We disagree with the general implication of this language that State housing
agencies may arbitrarily choose to disapprove any method described in the
regulation....”

“As written, the language in the August 7, 2012, proposed rufe would give State
housing agencies authority to ignore the intent of the existing regulation, which is
to recognize accurate estimates that encourage energy efficiency and are based
on refiable methods that are easily verifiable. We are concerned that agencies
may impose less accurate methods for calculating utifity allowances on an
arbitrary basis. We recommend that the IRS direct State housing agencies fo
review the data and information provided by project sponsors and make a
determination based on the facts of the individual project submission. Applicants
for LIHTC credits should be encouraged to engage with the State housing agency
to determine what, if any, issues or concemns the approving agency may have.”

NAHMA urges IRS-Treasury to issue a final rule that reaffirms LIHTC property owners’ options for
selecting an appropriate UA estimation method available under current IRS policies. '

Section 42 Low Income Housing Tax Credit Buildings Damaged by Casualty Events

NAHMA respectfully requests that IRS-Treasury include harmonization of casualty loss policies for
LIHTC properties on its 2013-2014 Guidance Priority List.

Under current policies, casualties are treated differently depending on whether they are the result of a
presidentially declared disaster. As described in Revenue Procedure 2007-54, a taxpayer can
continue to claim the credits for casualty events in presidentially declared disaster areas. Low Income
Housing Tax Credits will not be subject to recapture or loss of credit if the building's qualified basis is
restored within a reasonable restoration period—which may not exceed 24 months after the end of
the calendar year in which the president issued a major disaster declaration for the area where the
building is located. However, properties that suffer casualty losses outside of these declared disaster
areas operate under different terms. internal Revenue Code 42(j)(4)(E) provides relief from recapture
of previously earned credits if the building is restored by reconstruction or replacement within a
reasonable time. However, it does not provide authority for claiming the credit during the time that the
building is being restored.

As stated by the IRS, the credit is determined at the close of the taxable year under IRC §42(c)(1).
Credit is determined on a monthly basis only for the first year of the credit period under IRC
§42(f)(2)(A), and for additions to qualified basis under IRC §42(f)(3)(B).Otherwise, there is no
authority to disallowing credits on a monthly basis. Owners of buildings in presidentially declared
disaster areas will not lose credits if the building is not placed back in service by the end of the year.
However, owners of buildings not in a declared disaster area will lose credits for the year if their units
are not back online by December 31. This means an owner could have a unit that was in compliance
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for the entire year, but have a fire in December that is not restored by December 31, and the owner
would not be eligible to take credits for the entire year. If this is not done on December31, then credits
cannot be claimed for the entire year, no matter if the units were in compliance every other day of the
calendar year.

NAHMA urges IRS-Treasury to apply the same casualty loss policies across the board. Properties
should be able to continue to take the credits during the restoration period, regardless of whether or
not the property is in a presidentially declared disaster area. It is reasonable, however, for IRS to
establish criteria for owners to demonstrate they took prompt action to begin the restoration process
following the casuaity event when the loss occurs outside of a presidentially declared disaster area.

Conclusion

Thank you again for the opportunity to offer these recommendations for the Guidance Priority List.

Sincerely,

Kris Cook, CAE
Executive Director
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July 19, 2013

Internal Revenue Service

Attn: CC:PA:LPD:PR (Notice 2013-22)
Room 5203

P.O. Box 7604

Ben Franklin Station

Washington, DC 20044

Mark J. Mazur

Assistant Secretary (Tax Policy)
Department of the Treasury

1500 Pennsylvania Avenue, N.W,
Washington, D.C. 20220

Subject: Request for priority guidance under Notice 2013-22

Ladies and gentlemen:

This is to request that the Treasury Department and IRS provide guidance as described below on the rules
related to remedial actions for tax-exempt bonds under section 1.141-12 of the Treasury Regulations. We
also request that you include this issue in the 2013-2014 Guidance Priority List.

The remedial action requirements apply when an issuer of outstanding tax-exempt bonds takes an action
that causes the bonds to no longer satisfy the private activity bond restrictions under section 141 of the
Code. For example, a city or county may arrange for a private-sector business to assume the ownership or
management of public facilities that were financed with tax-exempt bonds and that are used to provide
services to residents. Such arrangements — often termed public-private partnerships (PPPs) — let public
bodies tap into the expertise, experience, and efficiency of the private sector. Where the public facilities
were financed with tax-exempt debt previously issued by the public body, Treasury regulations require
that one of three remedial actions be taken in connection with the transfer of the facilities to the private
sector to avoid triggering tax on the bond interest for the holders of those bonds.

In a letter last year (attached) to then-Acting Assistant Secretary of the Treasury for Tax Policy Emily
McMahon, we outlined reasons why the existing remedial alternatives are inadequate. In particular, we
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explained that the first alternative—defeasance—is impractical and extremely costly in the current
interest-rate environment. To defease bonds bearing an interest rate of, for example, five percent, requires
capital outlays far exceeding the face amount of the bonds. A second alternative —a deemed reissuance
of the bonds — requires the state to apply its annual volume cap to the reissuance in the case of water and
wastewater treatment facilities. This requirement makes the deemed reissuance impractical. The third
alternative is for the public body to agree to use the proceeds from the disposition of the public facilities
for governmental purposes (i.e., for purposes that do not cause the bonds to be considered private activity
bonds). The precise application of this rule to long-term concession arrangements is unclear in the
regulations.

We believe the IRS and Treasury have multiple options for modifying one or more of the remedial action
rules to reduce hindrances to public-private partnerships due to outstanding tax-exempt bonds. Perhaps
the simplest approach would be for the IRS and Treasury to clarify that an issuer’s expenditure of lease
payments, or ongoing payments under a concession arrangement, for governmental purposes satisfies the
remedial action rules for alternative uses of disposition proceeds. This change would clarify that leases
and concession arrangements are eligible for the same remedial action relief as outright sales of facilities.
Under the existing regulations, the issuer must reasonably expect to expend the disposition proceeds for
governmental purposes within two years of the disposition. Where the issuer receives the proceeds from a
lease or concession arrangement over time, rather than up front, the policy behind the existing
requirement should logically be considered as satisfied if the issuer were required to expend those
proceeds within a time certain following their receipt. We are not aware of a policy basis for a different
result.

An alternative approach for the IRS and Treasury to take would be to waive the defeasance requirement
where the concessionaire does not receive the benefit of the tax-exempt bonds through an assumption of
the debt service. A third approach would be for the IRS and Treasury to waive the requirement that the
state allocate volume cap to the bonds at the time of the concession arrangement.

As you know, the President has proposed removing the issuances of tax-exempt bonds for water
infrastructure from state private activity bond volume caps. That proposal reflects a policy decision to ‘
promote PPPs for development of water infrastructure. The President’s budget contains a number of other
proposals that would foster PPPs. Any regulatory adjustments by the IRS and Treasury that remove
hindrances to the use of such partnerships in cases where there is outstanding tax-exempt debt would be
fully consistent with the President’s proposals.

Under current economic conditions it is clear that the defeasance requirement imposes a major burden on
issuers that desire to take advantage of public-private partnerships. That burden, together with the
administration policy favoring expanded use of such partnerships, should satisfy the requirements of
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Notice 2013-22 for inclusion of this issue on the 2013-2014 Guidance Priority List. We are confident the
IRS and Treasury can eliminate or reduce the burden through clarifications in the regulatory requirements
for remedial actions.

We appreciate your attention to this matter. Please let us know if you have any questions about this.

T

Michael Deane

Sincerely,

cc: Vicky Tsilas, Advisor, Office of Tax Legislative Counsel
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Internal Revenue Service

Attn: CC:PA:LPD:PR (Notice 2013-22)
1111 Constitution Avenue, N.W.
Washington, D.C. 20224

VIA EMAIL: Notice.Comments@irscounsel.treas.qov

Re: Recommendations for 2013-2014 Guidance Priority List (Notice 2013-22)
Transportation of Persons by Air: Taxability of Aircraft Management Fees Under |.RC. § 4261

Bear Sir and/or Madam;

This letter is submitted by the National Business Aviation Association (‘NBAA”) and the National Air
Transportation Association (“NATA") in response to the invitation published in Notice 2013-22 for
recommendation of items for inclusion on the 2013-2014 Guidance Priority List. NBAA represents more
than 9,000 member companies and is the leading organization for companies that own or operate general
aviation aircraft to make their businesses more efficient, productive and successful. NATA is the leading
organization representing over 2,000 owners and operators of aviation service businesses such as fixed
base operators, charter providers, maintenance and repair organizations, and aircraft management
companies.

For the reasons discussed below, we respectfully request that the Internal Revenue Service ("Service")
issue clear and precise guidance to determine if an aircraft management company providing certain
services to an aircraft owner is providing taxable air transportation under [.R.C. § 4261.

While this letter outlines our request at a high level we have previously provided officials in the Service's
Office of Associate Chief Counsel (Passthroughs and Special Industries} with additional details as to
possible guidance. We look forward to discussing our previous submissions in more detail as part of the
priority guidance process.

Existing Guidance on Taxability of Aircraft Management Fees

For over 60 years there has been a recognized lack of clear and precise guidance as to the applicability
of the Federal Excise Tax (“FET") on air transportation to aircraft management companies and their
customers, For example, in Rev. Rul. 58-215, 1958-1, C.B. 439, the IRS determined that "since the
corporation owns the aircraft, has exclusive control over the aircraft’s personnel, pays the operating
expenses of the aircraft, and maintains liability and risk insurance and the airline operates the aircraft as
an agent for the corporation,” the airline company was not providing taxable transportation and thus the
corporation’s payments to the airline company were not subject to FET.

However, the Service also issued an outlier ruling, Rev. Rul. 74-123, 1974-1 C.B. 31, where a
government agency was required to pay FET for fees the agency paid to a charter company for
transporting government personnel both on aircraft owned by the charter company and on government-
owned-aircraft. At the request 