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Re: Amendment to Provide that Administration Costs of Estates and Trusts are Fully Deductible under IRC Section 67(e)

Dear Chairmen Rangel and Baucus and Ranking Members McCrery and Grassley: 

The American Institute of Certified Public Accountants is pleased to provide our strong support for a bipartisan measure being considered to amend Internal Revenue Code section 67(e). The measure would simplify the law and make it clear that executors and trustees may fully deduct costs incurred to administer their estates and trusts.  The current law reduces these expenses by 2-percent of the estate or trust’s adjusted gross income (the 2-percent floor) if individuals would “commonly” incur them.

The AICPA is the national professional organization of Certified Public Accountants comprised of approximately 350,000 members.  Our members advise clients on federal, state and international tax matters, and prepare income and other tax returns for millions of Americans.  They provide services to individuals, not-for-profit organizations, small and medium-sized business, as well as America’s largest businesses.

By way of background, the exception from the 2-percent floor for estates and trusts in section 67(e) was enacted in 1986 to provide relief to estates and trusts for their administrative expenses. But because the exception is ambiguous, it has spawned four costly judicial battles over its meaning. The U.S. Supreme Court finally resolved the dispute in Knight v. Commissioner on January 16, 2008 and held that the statute allows a full deduction only for costs that a hypothetical individual with the same property would not “commonly incur.” To make that determination, the Court held that for every expense the trustee incurs, he or she must “predict” whether a hypothetical person with the same property would have incurred the cost. Unfortunately this interpretation imposes enormous uncertainty, complexity, recordkeeping, and enforcement burdens on both the trustee and the government. In short, it raises more questions than it answers. 
We have worked with the American Bankers Association, the American Bar Association, the American College of Estate and Trust Counsel and other groups to provide the IRS and Treasury input on regulations to implement the Supreme Court’s interpretation. In all, nineteen interested groups sent comment letters suggesting different ways to draft the regulations to interpret what individuals “commonly” do. Some also suggested various types of safe harbors that might be used to ease the administration of this statute. Unfortunately, these comments only demonstrate the inadministrability of Congress’s chosen words as interpreted by the Supreme Court. As Chief Justice Roberts notes:

While Congress’s decision to phrase the pertinent inquiry in terms of a prediction about a hypothetical situation inevitably entails some uncertainty, that is no excuse for judicial amendment of the statute.  

The solution, in our view, is to amend the statute to clarify that all administration costs of an estate or trust are fully deductible under section 67(e) and thus not subject to the 2-percent floor. As amended it would provide as follows:

67(e). DETERMINATION OF ADJUSTED GROSS INCOME IN CASE OF ESTATES AND TRUSTS. For purposes of this section, the adjusted gross income of an estate or trust shall be computed in the same manner as in the case of an individual, except that (1) the deductions for costs which are paid or incurred in connection with the administration of the estate or trust and which would not have been incurred if the property were not held in such trust or estate,… shall be treated as allowable in arriving at adjusted gross income. 

We support this measure for the following reasons:

1. The present statute is overly complex. The present statute is overly complex and burdensome. In order to claim a full deduction for trust administration expenses, the trustee must predict whether an ordinary individual with the same property would have incurred the same cost or a portion thereof. And if the trustee determines that the cost is not fully deductible, page 21 of the Form 1041 instructions requires an algebraic formula to determine the amount of the deduction. 

2. The proposed change would eliminate uncertainty, inconsistencies, errors, and penalties that will result from the requirement to predict what individuals commonly do. Because section 67(e) requires the extraordinarily difficult task of predicting whether individuals would commonly incur a particular expense that the trust or estate incurred, it will result in uncertainty, inconsistent treatment from trust to trust, errors of judgment, and penalties imposed by the IRS on both the trustee and tax preparers.
3. The present statute requires extensive recordkeeping. The Supreme Court’s interpretation of the present statute is contrary to Congress’s original intent to simplify recordkeeping and prevent individuals from deducting essentially personal expenses such as safe deposit box fees, investment magazines, and home office expenses. As interpreted, the rule is more onerous for estates and trusts than for individuals, for whom the statute was originally intended.

4. The present statute is out of date. The present statute was enacted in 1986, before the enactment of the Prudent Investor Act (1994) by nearly all states. This Act raised the investment standard from the “prudent man” to the more demanding “prudent investor” rule for 4 million trusts nationwide. To comply with this new standard, many trustees require professional advice. As currently written, the statute may subject deductions for costs incurred to comply with this Act to the 2-percent floor.
5. The present statute penalizes compliance with mandatory fiduciary duties. The present statute penalizes trustees in carrying out their fiduciary duties. Trustees are required to perform certain duties under the Prudent Investor Act or delegate them. But if they delegate them, they may be denied a full deduction for the cost. On the other hand, if they forgo professional advice in order to obtain tax deductions, they risk breaching their fiduciary duties. Such tension should not exist between the Prudent Investor Act and the Internal Revenue Code. 
6. Trusts are already heavily taxed. Trusts already pay a hefty tax due to very compressed rate brackets that reach 35 percent after only $10,450 of taxable income compared to $349,700 for single individuals in 2008. Thus, there is no incentive for individuals to place money in trust to avoid the 2-percent floor. Nor do people create estates (i.e., die) to avoid income taxes. 

7. Over 96 percent of trusts are small. According to IRS Statistics of Income for 2006 trust returns by AGI, over 96 percent of all trusts are small, reporting less than $100,000 of gross income. This is nearly the same threshold income level that many sections of the Internal Revenue Code use to distinguish between high and low income taxpayers for purposes of special tax relief, including the allowance for personal exemptions, the deduction for regular and Roth IRA contributions, the deduction for interest on education loans, the adoption credit, the child tax credit, and many more. 

8. Compliance and enforcement costs of the present law outweigh the tax collected. If left unchanged, trusts and estates will be forced to try to comply with the Supreme Court’s interpretation of the present statute, and the IRS will be responsible for auditing their compliance.  Smaller trusts and estates may just subject all administration expenses to the 2-percent floor in order to avoid further expenses of tracking and justifying a different answer.  Larger trusts and estates will likely incur the additional expenses to achieve a more advantageous result.  The cost of compliance on the part of both the taxpayers and the IRS likely will be significant in light of the little additional revenue that may result.  Our tax system should not tolerate such inconsistent treatment based solely on the cost to comply.   
9. The proposed change is simple. This bill would simply delete the ambiguous phrase in section 67(e)(1), i.e., “and would not have been incurred if the property were not held in such trust or estate.” After amendment, the statute would allow a full deduction for all costs “incurred in connection with the administration of the trust or estate.” It would be simple and consistent with the definition of adjusted gross income in section 165(h)(4)(C).
10. Trustees are already heavily scrutinized. Unlike individuals, fiduciaries are heavily scrutinized in contrast to individuals who are free to spend as they please. Fiduciaries must be in compliance with the Uniform Trust Code and the Uniform Prudent Investor Act. Bank fiduciaries are even more heavily regulated.  Among other things, these Acts mandate loyalty to and impartiality among the beneficiaries, diversification, cost containment, and the consideration of eight other circumstances unique to the trust. It is not necessary or desirable to further scrutinize trustees’ behavior by allowing full deductions for only certain kinds of expenses incurred to carry out these duties. 

11. The proposed change would provide a single unified definition of “adjusted gross income” (AGI) for an estate or trust.  There are currently two different definitions of AGI for an estate or trust – one in section 67(e), which limits miscellaneous itemized deductions to those in excess of 2-percent of AGI and another in section 165(h)(4)(C), which limits personal casualty losses to those in excess of 10-percent of AGI. Both sections, however, allow a deduction for fiduciary administration costs in arriving at AGI. Section 67(e) defines such costs as those “paid or incurred in connection with the administration of the estate or trust and which would not have been incurred if the property were not held in such trust or estate.” On the other hand, section 165(h)(4)(C) simply defines them as “costs paid or incurred in connection with the administration of the estate or trust.” The latter meaning has never been disputed, unlike section 67(e)(1), which has been hotly debated for 16 years and remains uncertain even after the Supreme Court’s holding in Knight. 

*     *     *     *     *

We thank you for the opportunity to present our support for this measure.  Please feel free to contact me at (212) 773-2858, or jeffrey.hoops@ey.com; Justin P. Ransome, Chair of the AICPA Trust, Estate, and Gift Tax Technical Resource Panel, at (202) 521-1520, or justin.ransome@gt.com; or Eileen R. Sherr, AICPA Technical Manager, at (202) 434-9256, or esherr@aicpa.org, to discuss the above comments or if you require any additional information.
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Sincerely,

Jeffrey R. Hoops

Chair, AICPA Tax Executive Committee

cc:
Members of the House Ways and Means Committee


Members of the Senate Finance Committee 

Mr. Russell Sullivan, Staff Director, Senate Committee on Finance


Mr. Kolan Davis, Republican Staff Director and Chief Counsel, Senate Committee on Finance


Ms. Rebecca Baxter, Tax Counsel, Senate Committee on Finance 


Ms. Tiffany Smith, Tax Counsel, Senate Committee on Finance


Mr. Mark Prater, Republican Deputy Staff Director, Senate Committee on Finance


Mr. Matt Jones, Tax Counsel, Senate Committee on Finance 


Ms. Elizabeth Paris, Republican Tax Counsel, Senate Committee on Finance


Ms. Janice Mays, Staff Director and Chief Counsel, Ways & Means Committee


Mr. John Buckley, Chief Tax Counsel, Ways & Means Committee


Mr. Brett Loper, Republican Staff Director, House Committee on Ways and Means


Mr. Jon Traub, Republican Chief Tax Counsel, House Committee on Ways and Means


Mr. Edward D. Kleinbard, Chief of Staff, Joint Committee on Taxation

       Mr. Bernard A. Schmitt, Deputy Chief of Staff, Joint Committee on Taxation

      Mr. Thomas A. Barthold, Deputy Chief of Staff, Joint Committee on Taxation

      Mr. Melvin C. Thomas, Jr., Senior Legislation Counsel, Joint Committee on Taxation


The Honorable Eric Solomon, Assistant Secretary for Tax Policy, Treasury Department


Ms. Catherine Hughes, Tax Legislative Counsel, Attorney- Adviser, Treasury Department
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