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1981-82 MISCELLANEOUS TAX BILLS, XII

FRIDAY, NOVEMBER 6, 1981

U.S. SENATE,
SuBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
oF THE COMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9 a.m. in room
2221, Dirksen Senate Office Building, Hon. Bob Packwood (chair-
man of the subcommittee) presiding.

Present: Senators Packwood, Chafee, Byrd Long, Durenberger,
and Symms. '

[The committee press release announcing this hearing; the bills
S. 1081, S. 1694, S. 1749, and S. 1764; the descrlptlon of these bills
by the Joint Committee on Taxation follow']

{Press Release No. 81-172)

PRESS RELEASE

For immediate release, October 27, 1981,
Committee on Finance,

U.S. Senate,

Subcommittee on Taxation and Debt Management, 2227 Dirksen Senate Office -

Bldg.

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT SETS HEARINGS ON
FOUR MISCELLANEOUS TAX BILLS

Senator Bob Packwood, Chairman of the Subcommittee on Taxation and Debt
Management of the Senate Committee on Finance, announced today that the Sub-
committee will hold a hearing on November 6, 1981, on four miscellaneous tax bills.
BT&e hearing will begin at 9:30 a.m. in Room 2221 of the Dirksen Senate Offico

uilding. :
" The following legislative proposals will be considered at the hearing:

S. 1081.—Introduced by Senator Mathias. S. 1081 would generally provide for a
deduction for certain amounts paid into a reserve for service liability losses and
expenses of design professionals.

8. 1594.—Introduced by Senator Symms. S. 1694 would provide that the civil fraud
i;‘wem{‘lt.y only apply to that portion of an underpayment which is attributable to

rau

S. 1749.—Introduced by Senator Chafee. S. 1749 would provide for the nondeductx-
bility of any payment made to an official or employee of a foreign Government that
would be unlawful under the Foreign Corrupt Practices Act of 1977.

S.1764.—Introduced by Senator Moynihan. S. 1764 would amend certain require-
ments relating to a definition of cooperative housing corporations.

1)
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DESCRIPTION OF TAX BILLS
(S. 1081, S. 1594, S. 1749, and S. 1764)

PRrEPARED FOR THE USE OF THE
COMMITTEE ON FINANCE

BY THE STAFF OF THE

JOINT COMMITTEE ON TAXATION

INTRODUCTION

The bills described in this pamphlet have been scheduled for a pub-
lic hearing on November 6, 1981, by the Senate Finance Subcommittee
on Taxation and Debt Management.

There are four bills scheduled for the hea.riniz: S. 1081 (relating to
deduction for self-insurance set-asides for liabilities of design profes-
sionals), S. 1594 (relating to increase in civil fraud penalty and lim-
itation of penalty to portion of underpayment that 1s attributable to
fraud), S. 1749 (relating to deductability of payments under the For-
~eign Corrupt Practices Act), and S. 1764 (relating to definitions con-
cerning cooperative housing corYorations) .

The first part of the pamphlet is a summary of the bills. This is
followed by a more detailed description of the bills, including present
law, issues, explanation of provisions, effective dates, and estimated
revenue effects.
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Y. SUMMARY

1. S. 1081—Senators Mathias, Long, Durenberger, Heinz, D’Amato,
and Bentsen

Deduction for Self-insurance Set-asides for Liabilities of Design
Professionals

Present law generally does not permit a taxpayer to deduct cur-
rently amounts set aside in a self-insurance fund op/trust to satisfy
contingent liabilities, such as future claims based on negligence or mal-
practice in furnishing services. Under the bill, architects, engineers,
and other design professionals could elect to deduct currently amounts

aid into a trust established by the taxpayer for the purpose of fund-
ing liabilities attributable to negligence or breach of warranty in the
taxpayer’s work. The deduction for any one year could not exceed
$100,000 in the case of a taxpayer with a “severe service liability insur-
ance problem” or $25,000 in the case of other eligible taxpayers.

Under present law, a trust established to provide funds to satisfy
contingent liabilities generally does not qualify for tax-exempt status.
The bill would provide that a self-insurance trust to which payments
would be deductible would be exempt from income tax.

2. S. 1594—Senator Symms

Increase in Civil Fraud Penalty and Limitation of Penalty to
Portion of Underpayment that is Attributable to Frau

Present law imposes certain penalties on taxpayers who underpay
taxes because of negligence or civil fraud (sec. 6653). The negligence
penalty.generally is 5 percent-of any underpayment that is due, in

whole or in part, to negligence or intentional disregard of rules or
regulations but not with intent to defraud. The alternatve civil fraud
penalty is 50 percent of any underpayment if any. part of any under-
payment is due to fraud. :
The bill would provide that if any portion of an underpayment of
tax is due to fraud, then there would be an addition to tax of an
amount equal to 100 percent of that portion of the underpayment. The

provision would be effective for additions to tax made after the date

of enactment. )
3. S. 1749—Senator Chafee

Deductibility of Payments Umkertthe Foreign Corrupt Practices
‘ ¢

Under present law (sec. 162(c) (1)), no deduction is allowed for
payments to foreign government employees or officials if such pay- .

@3)



ments would be illegal under any of the Federal laws of the United
States, if the laws of the United States were applicable to the trans-
action. Since Federal law makes illegal virtually any payment to
go'vemment officials or employees in return for favorable business

ealings, this provision covers most conceivable situations where for-
eign bi’ii)es, kickbacks or similar payments are made. Present law
thus attempts to prevent any reduction in tax arising from the pay-
ment of foreign bribes.

Under the%?l],'the provision disallowing a deduction for goi?‘v‘ments
to foreign officials that would be illegal under Federal law if Federal
law applied to the transaction would be amended to disallow a deduc-
tion only where the payment was in violation of the Foreign Corrupt
Practices Act. This change would limit the applicability of section 162
(¢) (1) since more transactions are made illegal by the Federal laws
of the United States than are inade illegal under the Foreign Corrupt

Practices Act.
4. S. 1764—Senator Moynihan

Definitions Concerning Cooperative Housing Corporations

Under present law (sec. 216), a tenant-stockholder in a cooperative
housing corporation is entitled to deduct amounts paid to the corpo-
ration which represent his or her proportionate share of allowable real
estate taxes and interest relating to the corporation’s land and build-
ings. (In addition, to the extent a tenant-stockholder uses depreciable
property leased from the cooperative housing corporation in & trade
or business or for the production of income, the tenant-stockholder is
allowed to take depreciation .deductions with respect to the stock
the ownership of which gives the tenant-stockholder the right to lease
such propert?'.)

In general, for a corporation to qualify as a cooperative housing
corporation (which can pass through real estate tax and interest de-
ductions to tenant-stockholders) 80 percent or more of the gross.in-
come of the cooperutive housing corporation must be derived from
tenant-stockholders. The bill would reduce the 80-percent requirement
to 50 percent. The bill also would remove the three-year limitation
on the period during which an original seller who acquires stock of -
a cooperative housing corporation from the corporation or by fore-
closure is treated as a tenant-stockholder.,

4
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II. DESCRIPTION OF BILLS

1. S.1081—Senators Mathias, Long, Durenberger, Heinz, D’ Amato,
: and Bentsen ‘

- Deduction for Self-insurance Set-asides for Liabilities of Design
Professionals
- Present law

Under present law, deductions by an accrual-basis taxpayer are al-
lowable for the taxable year in which all the events have occu '
which establish the fact of the liability giving rise to such deduction
-and the amount thereof can be determined with reasonable accuracy
(Treas. Reg. § 1.446-1(c) (1) (ii)). Accordingly, the income tax law
generally does not permit a taxpayer to deduct currently amounts set
aside in a self-insurance fund or trust to satisfy contingent liabilities,
such as future claims based on negligent furnishing of architectural,
engineering, or similar services. : '
stead, deductions are allowed when liability for a particular act
or omission and the amount of the liability have become fixed by liti-
gation or settlement of a claim. Such lotses that have been incurred
in a trade or business, to the extent not used in the year first deductible,
may be carried back for 3 years and carried forward for 15 years, The
amount of premiums paid during the year for insurance against fu-
ture claims generally is currently deduetible as a business expense.
-Also, under present law; a trust established to provide funds to sat-
isfy contingent liabilities generally does not qualify for tax-exempt
status.! For example, the tax law does not provide an exemption for
income earned on assets set aside by an architect or engineer to satisfy
liabilities from professional malpractice. Instead, the Internal Rev-
enue Service takes the position that the income of such a trust is taxed
directly to the grantor of the trust under the “grantor trust” rules of
.the Code. .
In the case of product liability losses, the amount of a net operating
loss attributable to the product liability can be carried back ten years

" * However, Code section 501(c) (21) provides an income tax exemption for a
qualified, irrevocable trust used by a coal mine operator to self-insure for Uabili-
ties, imposed on the operator by statute, to pay benefits to miners disabled with
black lung disease. This provision requires as a condition of exemption that there
be no right or possibility that either corpus or income of the trust can revert to
the conl mine operator which established and funded the trust. Also, a black
lung liability self-insurance trust is subject to strict self-dealing prohibitions,
prohibitions on improper expenditures, and investment limitations, Contributions
by the coal mine operator to fund an exempt section 501(c) (21) trust are de-
ductible, within certain mitations (Code sec. 192).

(5)
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(Code sec. 172(b) (1) (H) ). This special rule does not apply to lia-
bilities based on services performed by the taxpayer or to habilities
arising under warranty.

Issues

The principal issues are whether, as an exception to the general tax
rule disallowing deductions for anticipated liabilities, there should be
a deduction for amounts set aside to self-insure losses resulting from
the furnishing of services by design professionals, such as architects
and engineers; and if so, whether the earnings on amounts set asideé to
fund such liabilities should be exempt from income tax.

Other issues for consideration in connection with the bill include:
(1) whether any deduction allowed for anticipated malpractice or
warranty claims against design professionals should also be provided
to other professionals subject to similar liabilities, such as contractors,
lawyers, doctors, nurses, and accountants; (2) whether, as a condi-
tion for exemption of income earned on set-aside funds, there should
be a requirement that the corpus or income of such funds could not re-
vert to the taxpayer (other than for payment of the taxpayer’s service
liabilities) ; and (8) what limitations on investments should apply to
assets of exempt set-aside trusts, and what prohibitions should be
imposed on improper expenditures and “self-dealing”.

Explanation of the bil -
In general

Under the bill, an eligible taxpayer could elect to deduct the amount
of cash transferred during the year to a trust established by the tax-
gayer for the purpose of funding the taxpayer’s service liability. The

eduction would be available to persons engaged in the trade or busi-
ness of furnishing services in the professional design, surveying, plan-
ning, evaluation, preparation of studies or specifications, or inspection
of construction as representative of the owner, for the constructtion or
modification of a building or other structure.

The funds would have to be transferred to a trust established exclu-
sively to satisfy service liability losses of the tax;iayer. The term
“service liability” would refer to the taxpayer’s liability for personal
or property damage attributable to negligence or defects in, or breach
of warranty regarding, the design, etc., for the construction or modi-
fication of buildings or other structures.

The bill would impose various restrictions on a service liability
trust eligible to receive deductible amounts. For example, the assets
of the trust or insurer could not be borrowed, used as security for a |
loan, or otherwise used by the taxpayer except for payment of service
liability losses,® and limits would be imposed on investment of such
assets. The trustee of the service ligbility trust generally would have
to be a bank, and trust funds could not be commingled with other
assets. '

*The term ‘“service Hability loss” would mean any loss attributable to the
taxpayer’s service liability, including payment on claims against the taxpayer
for service liability; expenses incurred in the investigation, settlement, and
defense of any such cluims; and administrative and other incidental expenses
of a service liability trust in connection with the operation of the trust and the
processing of claims against the taxpayer.

6



Limitation on deduction
The amount of the deduction for the year would be subject to a

limitation. The amount of limitation would depend on whether the
taxpayer has a “severe service liability insurance problem.” 2

Severe problem.—If the taxpayer has a severe liability insurance
roblem for the taxable year, the deduction would be limited to the
esser of : gl five percent of gross receipts derived from the trade or

business of furnishing qualified services; (2) 15 percent of average
yearly gross receipts from the furnishing of qualified services during
the base period,* reduced by the balance of the taxpayer’s service
liability trust; or (8) $100,000. '

" No severe problem.—In the case of a taxpayer who elects this pro-
vision and who does not have a severe service liability insurance prob-
lem, the deduction could not exceed the lesser of (1) two percent of
ﬁross receipts derived from the trade or business of furnishing quali-

ed services; (2) ten percent of average yearly gross receipts from the
furnishing of qualified services during the base period,* reduced by
the balance of the taxpayer’s service liability trust; or (3) $25,000.
Distributions . )

Authorized distributions from a service liability trust would be
included in the gross income of the.taxpayer for the taxable year in
which such authorized distributions are made. However, thie distribu-
tion shall not be treated as “compensation by insurance or otherwise”
for parposes of determining the amount of the loss deductible under
section 165(a).

In the case of an unauthorized distribution, the tax liability of the
taxpayer would be increased by an amount equal to ten percent of the
oxcess of the distribution over the allowable 3eduction for the taxable
year for service liability losses. Generally, the ten-percent penalty
would not apply if (1) a corrective withdrawal of an excess contribu-
tion is made prior to the last day (including extensions) for filing the
taxpayer's return; (2) the taxpayer establishes to the satisfaction of

-the Internal Revenue Service that there was reasonaule cause to create

a service liability trust but that a change in circumstances has oc-
curred which obviated the need for continuing the trust; (3) the
distributed amount is, within 90 days of distribution, transferred to
another service liability trust; (4) the distribution is made be-
cause of the liquidation of the taxpayer’s trade or business, which may
result in service liability: or (5) under Treasury regulations, the
amount in the service liability trust is deemed to be distributed.®

% A taxpayer would have a “severe service liability insurance problem” if the
taxpayer is unable to obtain a premium quotation for service ligbility insurance,
with coverage of up to $1 million, with a reasonable deductible amount (the
deductible amount not exceeding the premium, in any case), from any insurer,
or the lowest insurance premium quotation for service liability insurance cover-

/age of up to $1 million, with a reasonable deductible amount (but not in excess
of the premium), obtained by the taxpayer was equal to more than two percent of
the gross receipts of the taxpayer for the taxable year.

¢The base period would be the shorter of the period beginning with the ear-
liest preceding taxable year for which the taxpayer elected this provision and
ending with the current taxable year or a five-year period which includes the
taxpayer’s current and four preceding taxable years.

'In general, the funds in the service liability trust would be deemed to be
distributed only if there 18 a transfer of more than 50 percent of the control
of the taxpayer’s trade or business.

7



Accunnlations deemed reasonable

The bill also provides that, in the case of a corporation, amounts
accumulated in the taxpayer’s service liability trust would-be deemed
accumulated for the reasonable needs of the trade or business and thus
not subject to the accumulated earnings tax (Code secs. 531-537).

Exempt status
Under the bill, the service liability trust of the taxpayer would be
exempt from Federal income tax.
Effective date
The provisions of the bill would be effective with respect to tax-
able years beginning after the date of enactment.
Revenue effect

This bill is estimated to reduce fiscal year budget receipts by $22
million in 1982, $58 million in 1983, $67 million in 1984, $72 million in
1985, and $76 million in 1986. The estimate assumes the bill is effective
for taxable years beginning after December 31, 1981.

8



2. S. 1694—Senator Symms

Increase in Civil Fraud Penalty and Limitation of Penalty to
Portion of Underpayment that is Attributable to Fraud

Present law

Under present law, a taxpayer who underpays any income, gift, or
windfall profit tax because of ne (}(iigence, or any tax because of fraud,
is subject to certain penalties (Code sec. 6653). The penalty for neg-
ligence is 5 percent of any underpayment if any part of the under-
payment is due to negligence or intentional disregard of rules and
regulations but not with intent to defraud. In addition, effective for
the payment of taxes due after December 31, 1981, there is an addi-
tion to tax equal to one-half the interest payable with respect to the
portion of an underpaiwment that is attributable to negligent or inten-
tional disregard of rules and regulations. : :

The fraud penalty is 50 percent of any underpayment of tax if any
part of the underpayment is due to fraud. The negligence penalty
does not apply if the fraud penalty is imposed. In the case of a joint
return, this penalty does not apply with respect to the payment of
tax by a spouse unless some part of the underpayment is due to the -
fraud of such spouse. : ,

For purposes of these penalties, an underpayment generally is
defined as a deficiency. Thus, it is the amount by which the tax imposed
exceeds the amount of tax shown on a timely filed return.

Issue

The issue is whether the amount of the civil fraud penalty should
be increased, on the one hand, but limited, on the other hand, to the
portion of the underpayment that is due to fraud.

Explanation of the bill

The bill would increase the amount of the civil fraud penalty but
would limit the penalty to the portion of an underpayment that is
due to fraud.

Under the bill, if any g:rtion of an underpayment of tax is due to
fraud, then there would be an addition to tax of an amount equal to
100 percent of that portion of the underpayment. In a judicial proceed-
ing, the United States would have the burden of establishing that a
portion of a taxpayer’s underpayment is due to fraud. If the U.S.
carried this burden, then the burden of proof would shift to the tax-
payer with respect to the issue of whether any other portion of such
underpayment 18 not due to fraud. -

1his new penalty was added by section 722(b) of the Economic Recovery
Tax Act of 1981 (P.L. 97-84).

- )
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Other provisions of the civil fraud penalty would remain
unchangmf Thus, the penalty would continue to be in lieu of the
negligence penalty. Furthermore, in the case of a joint return, the
civil fraud penalty would not apply with respect to the tax of a spouse
unless some portion of the underpayment was due to the fraud of such

spouse.

- Effective date

The provisions of the bill would apply to additions to tax made after

the date of enactment. -

Revenue effect
The revenue estimate for this bill is not available.

- 10
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3. S. 1749—Senator Chafee

Deductibility of Payments Um}:rtthe Foreign Corrupt Practices
¢
Present law

Under present law (sec. 162(c) (1)), no deduction is allowed for
payments to foreif;n %overnment employees or officials if such pay-
ments would be illegal under any of the Federal laws of the United
States, if -the laws-ef the United States were applicable to the trans-
action. Since Federal law makes illegal virtually any payment to gov-

~ernment officials or employees in return for fa,vora'bfe)a iy).,ur;iness eal-
ings, this provision covers most conceivable situations where foreign
bribes, kickbacks or similar payments are made. Present law thus at-
tempts to prevent any reduction in tax arising from the payment of
foreign bribes.

In a further attempt to curtail foreign bribes by U.S. business-
men Congress enacted the Foreign Corrupt Practices Act of 1977
(“FCPA”). In general, this Act makes it illegal for U.S. persons or
their agents to make, offer, or authorize either divectly or indirectly,
payments to foreign government officials, foreign political parties, or
foreign political candidates with the intent of influencing official action
in order to obtain business. Violations under FCPA can result in fines
of.up to $t million for corporations and $10,000 for individuals, an
imprisonment for up to five years. - -

Issue

The issue is whether the tax law should be changed to allow tax-
payers a deduction for payments to foreign officials if those payments
do not violate the Forcign Corrupt Practices Act.

Explanation of the bill

Under the bill, the provision disallowing a deduction for payments
to foreign officials that would be illegal under Federal law if Federal
law applied to the transaction would be amended to disallow a dedue-
tion only where the payment was in violation of the Foreign Corrupt
Practices. Act. This change would limit the applicability of Code
section 162(c) (1) since more transactions are made illégal by the
Federal laws of the United States than are made illegal under the
Foreign Corrupt Practices Act.

There are two principal types of payments that would be allowed
as a deduction under the bill that are not deductible under present law.
The first are facilitating or “grease” payments. These are payments
made to government officials to facilitate routine administrative .
actions that are nondiscretionary on their part. Thus, payments to a
oustoms official to expedite goods through customs would be allowed

as a deductible payment under the bill.

(11)
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The second type of payment that would be deductible under the bill
_ is one that is a legal payment under the local law of the foreign juris-
diction but which violates a-Federal law other than the Foreign Cor-
rupt Practices Act.
Effective date . .
The provisions of the bill would be effective for payments made
after the date of enactment.
Revenue effect
The revenue estimate for this bill is not available.

12
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4. S, 1764—~Senator Moynihan
Definitions Concerning Cooperative Housing Cori)orations

Present law

Under present law (sec. 216), a tenant-stockholder in a cooperative
housing corporation is entitled to deduct amounts paid to the corpora-
tion which represent his or her proportionate share of allowable real
estate taxes and interest relating to the corporation’s lJand and build-
ings. (In addition, to the extent a tenant-stockholder uses depreciable
property leased from the cooperative housing corporation in a trade
or business or for the production of income, the tenant-stockholder is
allowed to take depreciation deductions with respect to the stock the
ownership of which gives the tenant-stockholder the right to lease
such propeli?'.)

In general, for a corporation to qualify as a cooperative housing
corporation (which can pass through real estate tax and interest deduc-
tions to tena,nt-stockholgers), 80 percent or more of the gross income
of the cooperative housing corporation must be derived from individual
tenant-stockholders.

Under the Revenue Act of 1978 (P.L. 95-600), as amended by the
Technical Corrections Act of 1979 (P.L. 96-222), if an original seller
(i.e. a person who conveys apartments or houses (or leaseholds therein)
to a cooperative housinﬁ corporation) acquires stock of a cooperative
housin% corporation either from the corporation or by foreclosure, the
original seller shall be treated as a tenant-stockholder for a period not
to exceed three years from the date of the acquisition of the stock. How-
ever, except in the case of an acquisition of stock of a cooperative hous-
ing corporation by foreclosure, this rule only applies to stock acquired
from the cooperative housing corporation which occurs not {ater than
one year after the date on which the apartments or houses (or lease-
holds therein) are transferred by the original seller to the corporation.

Issues

The issues are (1) whether the requirement that 80 percent or more
of the gross income of a cooperative housing corporation must be
derived from tenant-stockholders should be reduced, and (2) whether
the three-year limitation on the period during which an original seller
who acquires stock of a cooperative housing corporation from the
grporat‘irzr& or by foreclosure is treated as a tenant-stockholder should

removed.

Explanation of the bill

The bill would provide that in order for a corporation to qualify
as & cooperative housi;ig corporation at least 50 percent of its gross
income must be derived from tenant-stockholders, thereby reducing
the 80-percent requirement under present law.

(13)

88-136 0O—82—2
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_The bill also would provide that if an original seller acquires any
stock of the cooperative housing corporation from the corgoration
within one year after the transfer of the dwelling units, or by fore-
closure, the original seller shall be treated as a tenant-stockholder.
The three-year imitation on such treatment under present law would
be removed.

Effective date
The provisions of the bill would apply to taxable years beginning
after the date of enactment.
Revenue effect

It is estimated that this bill would reduce budget receipts by iess
than $5 million annually. 18
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97rH CONGRESS
. 18T SESSION ° 1 08 1

" To amend the Internal Revenue Code of 1954 to provide for a deduction for
certain amounts paid into a reserve for service liability losses and expenses
of design professionals, and for other purposes.

IN THE SENATE OF THE. UNITED STATES

APRIL 30 (legislative day, APRIL 27), 1981

Mr. MaThiAs (for himself, Mr. LonGg, and Mr. DURENBERGER) introduced the
following bill; which was read twice and referred to the Committee on
Finance

A BILL

To amend the Internal Revenue Code of 1954 to provide for a

deduction for certain amounts paid into a reserve for service

~. liability losses and expenses of design professionals, and for
other purposes.

1 Be it enacted by the Senate and House of Represenla-
2 tives of the United States of America in Congress assembled,
3 SECTION 1. SHORT TITLE -

4 This Act may be cited as the ‘“Design Liability Supple-
5 mental Protection Act of 1981”",
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SEC. 2. SELF-INSURANCE FOR SERVICE LIABILITY LOSSES.

" (a) Loss DEDUCTION ALLOWED FOR CONTRIBUTIONS
10 TRUST.—Section 165 of the Internal Revenue Code of
1954 (relati}lg to losses) is amended by redesignating subsec-
tion (i) as subsection (j) and by inserting immediately after
subsection (h) the following new subsection:

“(i) SELF-INSURANCE FOR SERVICE LOSSES AND
EXPENSES.—

“(1) GENERAL RULE-.---In the case of an eligible
taxpayer who elects the benefits of this subsection for
the taxable year (in accordance with regulations pre-
scribed by the Secretary), there shall be allowed as a
deduction under subsection (a) the sum of any amounts
(other than rollover amounts described in paragraph
(5)(C)) transferred by the taxpayer for such taxable
year to the taxpayer’s service liability trust.

‘“(2) ELIGIBLE TAXPAYER.—For purposes of this
subsection, the term ‘eligible taxpayer’ means any
person who is engaged in a trade or business which in-
volves the furnishing of services (within the meaning of
paragraph (10)(A)).

“(8) LiMiTATION.—The amount of the deduction
allowable because of paragraph (1) shall not exceed the
_amounts specified in subparagraph (A) or (B) of this

paragraph, whichever is applicable.
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“(A) TAXPAYER WITH SEVERE SERVICE LI-
ABILITY INSURANCE PROBLEM.—In the case of a
taxpayer who has a severe service liabiiity insur-
ance problem (as defined in paragraph (10}(E)) for
the taxable year, the amount for such taxpayer
determined under paragraph (1) shall not exceed
the least of—

“@) 5 percent of the gross receipts of
the taxpayer for such taxable year from the
furnishing of services with respect to which
the taxpayer may incur any service liability,

‘(i) the amount which, when added to

™~ the balance of the taxpayer's service liability

trust, equals 15 percent of the taxpayer's

average yearly gross receipts from the fur-

nishing of services during the base period, or
“(iii) $100,000. "

“(B) OTHER TAXPAYERS.—In the case of a
taxpayer who does not have a severe service lia-
bility insurance problem for the taxable year, the
amount determined under paragraph (1) shall not
exceed the least of—

“(i) 2 percent of the gross receipts of

the taxpayer for such taxable year from the
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furnishing of services with respect to which

the taxpayer may incur any service liability,

“(ii) the amount which, when added to
the balance of the taxpayer’s service liability
trust, equals 10 percent of the ‘taxpayer’s
average yearly gross receipts from the fur-
nishing of services during the base period, or

“(iit) $25,000. _

“(C) Base PERIOD.—For the purpose of this
paragraph, the term ‘base period’ means the
shorter of—

“(i) the period beginning with the earli-
est preceding taxable year for which the tax-
payer elected to have this subsection apply
and ending with the current taxable year, or

“(ii) the 5-year period which includes
the current taxable year and the 4 taxable
years immediately preceding the current tax-‘
able year.

‘“(4) TREATMENT OF DISTRIBUTIONS FROM A
SERVICE LIABILITY TRUST.—

“(A) IN GENERAL.—If any amount in a

service liabilNi‘ty trust is distributed during a tax-

able year—
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“(i) the amount of the distribution (other
than amounts described in paragraph (5)(A)
and rollover amounts described in paragraph
(5XC)) shall be included in the gross income
of the taxpayer from whose trust the distri-
bution is made, and

“(ii) the distribution shall not be treat-
ed, for the purpose of determining the
amount of the deduction allowable for the
taxable year under subsection (a) (determined
without reference to tl—lis subsection), as com-
pensation by insurance or otherwise.

“(B) PENALTY FOR UNAUTHORIZED DISTRI-
BUTION.—Except as provided in paragraph (5),
the liability of the taxpayer for the tax imposed
by this chapter for the taxable year shall be in-
creased by an amount equal to 10 percent of the
excess (if any) of—

“(i) the amount distributed to the tax-
payer for the taxable year from a service lia-
bility trust, over

= “(ii) the amount of the deductions al-
lowable for the taxable year which are at-
tributable to service liability losses (within

the meaning of paragraph (10)C)).
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“(5) EXCEPTIONS.—

“A) CORRECTIVE  WITHDRAWAL  OF
EXCESS CONTRIBUTIONS.—Subparagraph (B) ef
paragraph (4) shall not apply to amounts distribut-
ed from any sérvice liability trust no later than
the last day prescribed by law for filing the tax-
payer’s return with respect to the tax imposed by
this chapter for the taxable year (including exten-
sions thereof) to the extent that t—};e amount of
such distribution is not more than the excess of—

“(i) the aggregate amount of payments
by the taxpayer to such trust for the taxable
year, over

“(ii) the maximum amount of such pay-
ments which may be deducted under para-

graph (3).

‘“(B) CHANGE IN CIRCUMSTANCES.—Sub-
paragraph (B) of paragraph (4) shall not apply to
a distribution from a service liability trust if the
taxpayer establishes, in accordance with regula-
tions prescribed by the Secretary, that—

“(i) there was Teasonable cause for the
creation of the service liability irust, and

*“(ii) there has been a change in circum-

stances concerning the taxpayer so that the
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continued maintenance of such a trust no
longer serves a trade or business purpose.
No exception shall be granted under this subpara-

graph while any amounts are accumulated by the

taxpayer pursuant to the second sentence of sec-

tion 537(b)(5).

“(C) ROLLOVER AMOUNTS.—Subparagraph
(B) of péragraph (4) shall not apply to a distribu-
tion from a service liability trust to the extent
that all or any portion of the distribution is trans-
ferred by the taxpayer to another service liability
trust of the taxpayer not later than the 90th day
a;t;ter the day on which the taxpayer receives such
distribution. This subparagraph shall not apply to
any amount distributed from a service liability
trust if at .any time during the l-yeart period
ending on the day of such distribution any other
distribution to the taxpayer was not subject to
paragraph (4)(B) on account of this subparagraph.

‘(D) COMPLETE LIQUIDATION.—Subpara-

~ graph (B) of paragraph (4) shall=not—apply to a

distribution from a service liability trust made on
account of the liquidation of the trade or business
of the taxpayer which may result in service

liability. The Secretary may prescribe regulations
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providing the extent to which this subparagraph
shall not apply to amounts distributed to a tax-
payer who remains subject to outstanding serv-

ice liability claims.
‘(E) DEEMED DISTRIBUTIONS.—Subpara-
“graph (B) of paragraph (4) shall not apply to
amounts treated as a distribution under paragraph _
(8).

‘(6) SALE MAY BE TREATED AS A DISTRIBU-

" 110N.—The Secretary may prescribe regulations speci-

fying facts and circumstances under which the service
liability trust of an eligible taxpayer shall be deemed to
be distributed. Such regulations shall apply only where
there is a transfer (in one transaction, or in a series of
related transactions) of more than 50 percent of the
control of the trade or business which is the beneficiary
of the service liabil‘i'ty trust. For purposes of this para-
graph, ‘control’ means—
“(A) voting stock, in the case of a corpora-
tion, or h
“(B) capital or profits interest in the case of-
- a partnership or sole proprietorship. _
“(7) TIME WHEN PAYMENTS DEEMED MADE.—
For purposés of this subsection, a taxpayer shall be

deemed to have made a payment to this service li-
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9
ability trust on the last day of the preceding taxable

year if the payment is made on account of such taxable
year and is made not later than the time prescribed by
law for filing the return for such taxable year (includ-
ing extensions thereof).

‘“(8) PAYMENTS TO TRUST TO BE IN CASH.—No
deduction shall be allowed under paragraph (1) with
respect to any payment to a taxpayer’s .service liability
trust other than a payment in cash.

“(9) SPECIAL RULE FOR CONTROLLED
GROUPS.—

‘“(A) IN GENERAL.—For purposes of para-

graph (3)—

“@) in the case of the taxpayer who,
during a taxable year, is a member of a con-
trolled group of corporations, only gross re-.
ceipts properly attributable under section
482 to such taxpayer for such year shall be
taken into account; and

“(ii) the aggregate deductions under this
subsection taken by all of the members of a
controlled group of corporations for each tax-
able year shall be limited to the amount that

would be permitted wnder paragraph (8) if all
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the component members of such group were -

considered to be a single taxpayer.

“B) DEFINITION \ OF  CONTROLLED
6roupP.—For the purpose of subparagraph (A),
the term ‘cor;trolled group of corporations’ has the
meaning given such term by paragraphs (1), (2),
and (3) of subsection (a) of section 1563.

“(C) DETERMINATION OF CONTROLLED -
STATUS.—The determination of whether a tax-
payer is a member of a controlled group of corpo-
rations for a taxable year shall be made on the
December 31 which is included in such year.

“D) CONTROLLED GROUPS CONTAINING
PERSONS OTHER THAN CORPORATIONS.—Under
regulations prescribed by the Secretary, principles
similar to the principles of subparagraphs (A), (B),
and (C) shall be applied to groups ofv taxpayers
under common control where one or more of such
taxpayers is not a corporation.

“(10) DEFINITIONS.—For purposes of this sub-

section—

- ‘“(A) SErvVICE.—The term ‘service’ means
any service which—
“@) is furnished in the professional

design, surveying, planning, evaluation, prep-
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aration of studies or speciﬁcations,.or inspec-

tion of construction as a representative of the

owner, for the construction or modification of
any building or structure on real property;
and

“(ii) is performed by a person who is li-
censed under State law as an architect or
engineer.

“(B) SERVICE LIABILITY.—The term ‘serv-
ice liability’ means liability for damages arising
out of physical injury or emotional harm to indi-
viduals or damage to or loss of the use of prop-
erty attributable to negligence in, breach of war-
ranty regarding, or defects in the professional
design, planning, evaluation, preparation of speci-
fications, or inspection of construction as a repre-
sentative of the owner, by the taxpayer (whether
in whole or in part) for the construction or modifi-
cation of buildings or structures on real ﬁmperty.

“(0) SERVICE LIABILITY LOSS.—The term

‘service liability loss’ means any loss attributable

" to the service liability of the taxpayer, includ-

ing—
“(i) payment on any claim against the

taxpayer for service liability,
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“(iE) expenses ir;cuned in the investiga-
tion, settlement, and defense of_ﬂany claims
against the taxpayer for service liability, and

“iii) administrative and other incidental
expenses of a service liability trust in con-
nection with the gperationwpf the trust and
the processing of claims against the tax-
payer.

“(D) SERVICE LIABILITY TRUS™ —The term
‘service liability trust’ means any trust—

“(i) established in writing which is cre-
ated or organized under the laws of the
United States or of any State (including the
District of Columbia) by the taxpayer;

“(ii) the trustee of which is a bank (as

_defined in section 581) or another person
(other than the taxpayer or any component
member of a controlled group of corpora-
tions, within \the meaning of paragraph (9),
of which the taxpayer is a member) who
demonstrates to the satisfaction of the Secre-
tary that the manner in which that other
person will administer the trust will be conc
sistent with the purposes for which the trust

‘18 established;
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“(iil) the exclusive purpose of which is .

to satisfy, in whole or part, the service liabil-

ity losses sustained by the taxpayer;

“(iv) which, by its terms, is required, in
any year in which the taxpayer sustains a
service liability loss (within the meaning of
subparagraph (C)), to make distributions
which (considered together with distributions
from any other service liability trust of the
taxpayer) equal the lesser of (1) the service
liability loss of the taxpayer for the year, or
(2) the total amount of the value of all serv-
ice liability trusts of the taxpayer;

“(v) the assets of which will not be
commingled with any other property other
than in a common timst fund (as defined in
section 584) and will only be invested as
permitted in paragraph (11); and

“(vi) the assets of which may not be
borrowed, used as security for a loan, or oth-
erwise used by the taxpayer for any purpose
other than that described in clause (iii).

‘“(E) SEVERE SERVICE LIABILITY INSUR-

ANCE PROBLEM.—A taxpayer has a severe serv-
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ice liability insurance problem for a taxable year
if, for such taxable year—

“(i) the taxpayer is unable to obtain a
premium quotation for service liability insur-
ance, with covera;,ge of up to $1,000,000,
with a reasonable deductible amount (but in
no case with a deductible amount greater
than the premium), from any insurer, or

“(ii) the lowest insurance premium quo-
tation for service liability insurance, with
coverage of up to $1,000,000, with a rea-
sonable deductible amount (but in no case
with a deductible amount greater than the
premium), obtained by the taxpayer was
equal to more than 2 percent of the gross re-
ceipts of the taxpayer for such taxable year.

~ “(11) RESTRICTIONS ON INVESTMENTS " oF

ASSETS.—The assets of a service liability trust may |
not be invested in anything other than—

“(A) public debt securities of the United

States, _

‘“(B) obligations of a State or local govern-

ment which are not in default as to principal or

interest,
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“(C) time or demand deposits in a bank (as
defined in section 581) insured by the Federal De-
posit Insurance Corporation, a savings and loan
association insured by the Federal Savings and
Loan Insurance Corporation, or an insured credit
union (as defined in section 101(8) of the Federal
Credit Union Act) located in the United States,
or,

‘D) any other asset which, under the laws
of the State where the service liability trust is or:
ganized, is a permissible subject for investment by

trustees or fiduciaries admihistering a trust within

such jurisdiction, other than the stock or securi- -

ties of, or a capital interest in, any eligible tax-

payer contributing to that trust.
“(12) EXEMPTION FROM LEVY, ETC.—

“(A) GENERAL RULE.—Any amount in the
gervice liability trust of the taxpayer shall be
exempt from levy.

“(B) EXCEPTIONS.—Subparagraph (A) shall
not apply. to any levy— '

“(i) by reason of any service liability of
the taxpayer, or
“(ii) by the United States, any State, or

the District of Columbia.”.
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(b) TAX-EXEMPT STATUS FOR SERVICE LIABILITY

TrusT.—Subsection (c) of section 501 of the Internal Reve-
nue Code of 1954 (relating to organizations exempt from tax)
is amended by adding at the end thereof the following new
paragraph: —
‘“(22) A service liability trust (within the meaning
of section 165G)(10)(D)).”. )
(c) AccuMULATED EARNINGS TAXx.—Subsection (b) of
section 537 of such Code (relating to accumulated earnings
tax) is amende(_l by redesignating paragraph (5) as paragraph
(6) and by inserting after paragraph (4) the following new
paragraph:
‘“(5) SERVICE LIABILITY LOSS RESERVES.—
Amounts accumulated in a taxpayer’s service liability
trust shall be treated as amounts accumulated for the
reasonably anticipated needs of the business-of the tax-
payer to the extent those amounts are deductible under
the rules of section 165(). The accumulation of reason-
‘able amounts, in addition to amounts deductible under
section 165(i), for the paymént of reasonably anticipat-
ed " service liability losses (as defined in section
165(i)(10)(C)), as determined under regulations pre-
scribed b} the Secretary, shall be treated as accumu-
lated for the reasonably anticipated needs of the

business.’’.
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1 SEC. 3. EFFECTIVE DATE.

2 The amendments made by section 2 of this Act shall
8 apply with respect to taxable years beginning after the date

4 of enactment of this Act.
O
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~ 97TH CONGRESS
18T SESSION ° 1 94

To amend the Intemal Revenue Code of 1954 to apply the civil fraud penalty
only to that portion of an underpayment which is attributable to fraud.

IN THE SENATE OF THE UNITED STATES

AuausT 3 (legislative day, JuLy 8), 1981

Mr. SyMMs introduced the following bill; which was read twice and referred to
the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to apply the civil

fraud penalty only to that portion of an underpayment
which is attributable to fraud.

1 Be it enacted by the Senate and House of Representa-
2 tives of the United States of America in Congress assembled,
8 That (a) subsection (b) of section 8653 of the Internal Reve-
4 nue Code of 1954 (relating to fraud) is amended to read as

5 follows:
6 “(b) FRAUD.— '
T “(1) IN GENERAL.—If any portion of any under-

8 payment (as defined in subsection (c)) of tax required to
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be shown on a return is due to fraud, there shall be
added to the tax' an amount equal to 100 percent of
such portion of the underpayment. In the case of
income taxes and gift taxes, this amount shall be in

lieu of any amount determined under subsection (a). In .

" the case of a joint return under section 6013, this sub-

section shall not apply with respect to the tax of a
spouse unless some portion of the underpayment is due
to the fraud of such spouse.

“(2) BURDEN OF PROOF.—If the United States
establishes ir; a proceeding brought in a district court,
the Tax Court, or the Court of Claims that a portion
of the underpayment i due to fraud, then the taxpayer
shall have the burden of proof with respect to the issue

of whether any other portion of such underpayment is

- not due to such fraud.”.

(b) EFFECTIVE DATE.—The amendment made by this

18 Act shall apply with respect to additions to tax made after

19 the date of enactment of this Act.

O
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18T SESSION ° 1 749

To amend the Internal Revenue Code of 1954 with respect to the deductibilii;y- of
certain payments to officials and employees of foreign governments.

IN THE SENATE OF THE UNITED STATES

OcToBER 19 (legislative day, OcTOBER 14), 1981

Mr. CHAFEE introduced the following bill; which was read twice and referred to
the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 with respect to
the deductibility of certain payments to officials and employ-
ees of foreign governments.

1 Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That paragraph (1) of section 162(c) of the Internal Revenue
Code of 1954 (relating to illegal payments to Government

2

3

4

5 officials or employees) is amended—

6 ‘ (1) by striking out “‘the laws of the United States
7

if such laws were applicable to such payment and to
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such official or employee” and inserting in lieu thereof
“the Foreign Corrupt Practices Act of 1977”, and

(2) by striking out “(or would be unlawful under

the laws of the United States)” and inserting in lieu

thereof ‘““(or would be unlawful under the Foreign Cor-
rupt Practices Act of 1977)".
) SEC. 2. The amendments made by this Act shall apply

to payments made after the date of the enactment of this Act.
@)



97TH CONGRESS
) 18T SESSION ° 1 764

To amend the provisions of the Internal Revenue Code related to cooperative --
housing corporations.

IN THE SENATE OF THE UNITED STATES

OctoBER 22 (legislative day, OcTOBER 14), 1981

Mr. MovNIHAN introduced the following bill; which was read twice and referred
to the Committee on Finance

A BILL

To amend the provisions of the Internal Revenue Code related
to cooperative housing corporations.

1 Be it enacted by the Senate and House of Representa-
2 tives of the United Slates of America in Congress assembled,
3 That (a) subparagraph (D) of section 216(b)(1) of the Internal
4 Revenue Code (defining cooperative housing corporation) is
5 amended by deleting ‘80 percent” and inserting in lieu
6 thereof‘“50 percent’’. -

7 (b) Subparagraph (A) of section 216(b)(8) of such Code
8 (relating to the definition of tenant-stockholder) is amended
9

by placing a period after the term ‘‘tenant-stockholder’’ and

-— —r
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by deleting the phrase ‘““for a period not to exceed 3 years

from the date of the acquisition of such stock.”.
(c) These amendments shall apply in tax years begin-

ning after the date of enactment. ;
@)
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Senator PAckwoob. The committee will come to order.

It is my intention to take Secretary Chapoton first, unless Sena-
tor Mathias comes right now, in which case the Secretary said he
would step aside momentarily while the Senator testified. And
then we will go right through the witnesses as they are listed.

I might, again, encourage the witnesses to place their statements
in the record in full and abbreviate their testimony, because we
will be holding to the time limits this committee follows. You don’t
have to ask to have your statements put in the record. They will,
as_a matter of course, be placed in the record in their entirety.

Senator Byrd.

Why don’t we start, then, with Secretary Chapoton, if he wants
to comment on the bills that we have before us today.

Mr. Secretary. B

STATEMENT OF HON. JOHN E. CHAPOTON, ASSISTANT SECRE-
TARY FOR TAX POLICY, DEPARTMENT OF THE TREASURY

Secretary CHAPOTON. Thank you, Mr. Chairman.

I will be rather brief, I hope. There are four bills. The first one,
taken in order, would be 1081. That bill would amend Code section
165 and 501, to provide both current deduction for contributions to
certain professional liability self-insurance accounts and tax ex-
emption for interest earnings on such trust accounts. It would
apply only to malpractice insurance funds for architects, engineers,
and design professionals. And then it has two different limits on
the deductible amount: A $100,000 deductible limit if the architect
or engineer is faced with an insurance premium quotation exceed-
inﬁ 2 percent of annual gross receipts, and a $25,000 limit for all
other taxpayers.

There are provisions dealing with unauthorized distributions
from these accounts. If an unauthorized distribution is made, there
is a 10-percent penalty tax similar to the penalty tax we have on
unauthorized withdrawals from individual retirement accounts and
H.R. 10 plans. The 10-percent penalty tax would not apply if the
withdrawal is made to correct excess contributions, or on the disso-
lution of the account, or if the amount is simply no longer needed,
or in certain other cases, as well.

Mr. Chairman, we oppose S. 1081 for a number of reasons. The
one argument made in favor of this type of benefit for a self-
insurance arrangement is that the current law discriminates in
favor of commercial insurance and against self-insuring, because
commercial insurance premiums are currently deductible and gross
‘amounts set aside for self-insurance are not. If we analyze that in
depth—I won’t go into that here, because there is more to it than
would appear on the face of it—we do not think that is a proper
conclusion. We think the tax law is neutral and that, indeed,
giving a deduction for current amounts set aside for self insurance
plus an exclusion of the income earned on such amounts would

ive a tremendous incentive or bias, if you will, in favor of self-
insured plans. I think it can be seen rather readily if you have a
deduction for an amount that you still control and can still utilize
for investment purposes, then that is a significant benefit that does
-not exist when you have to ﬁy a premium to a third party and the
funds have left your coffers before you get the deduction.



39

For that reason and for the reason that self insurance is not as
efficient as the sharing of risk which is involved by commercial
insurance entities, there is rather a significant revenue. loss esti-
mated for this proposal, running up to $67 milljon in 1984.

~-----<] would also just mention that from a more technical standpoint,
the ability to earn income on these self-insurance type accounts on
a tax-free basis would be quite a significant benefit. Because of the
mechanics of the way the statute is drafted, it would be possible to
withdraw the principal amount subject to or in a circumstance that
would not give rise to the penalty tax—that is the 10-percent
penalt{ tax—and leave the earnings in the account. The earnings
could later be utilized to pay insurance or losses and thus would
never be subjected to tax.

So for that technical reason and for policy reasons I have stated,
we do oppose that bill.

S. 1594 would increase the civil fraud penalty. The present civil

— _=fraud penalty is 50 percent where the taxpayer fraudulently at-

tempts to underpay his taxes—50 percent of all additional taxes

~—owed.—S. 15694 would increase the penalty from 50 percent to 100

percent, but would limit the penalty to the portion of the under-

payment attributable to the taxpayer’s fraud. It would also shift

the burden of proof. Once the Government proves that a portion of

an underpayment is due to fraud—the taxpayer would have the

burden of proving that other portions of the deficiency on his
return were not due to fraud. ' '

This proposal has a lot on its face to-recommend it. It makes the
penalty fit the crime. Under current law, since the penalty is
imposed—-on- the entire deficiency for the year, there are rather
capricious results in some circumstances.

But if we could, Mr. Chairman, we would like not to take a
position on this bill, at this time and to study it further. There is a
good deal of concern within Treasury, IRS, and the Justice Depart-
ment that the bill would significantly reduce the civil fraud penal-
ty and would thereby have ramifications throughout the enforce-

—ment process. We want to make sure that we consider all of, these
ramifications before we consider supporting this proposal. We do
recognize the merits of the arguments behind it, but we want to see
whether the present inadequacies of the present civil fraud penalty
are sufficient to overcome the risk of eroding its deterrent effect.
We will report back to the committee after we complete our study.

Senator PAckwoob. Let me interrupt you just a moment.

Mac, do you mind if Secretary Chapoton finishes his comments

““on the other two bills? I think they are rather short. Then we will
put you on right away. Do you have to preside at 9:30?

Senator MATHIAS. Yes. _

Secretary PAcCKwoop. Mr. Secretary, then, if you don’t mind, we
will put Senator Mathias on.

Senator MATHIAS. I may not even interrupt you, but ask permis-
sion-that my statement be included in the record.

Senator Packwoon. It will be included in the record, and we will
put it at the start of the hearing and not interrupt the Secretary’s --
statement.

[The prepared statement follows:] : s
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PREPARED STATEMENT OF SENATOR CHARLES McC. MATHIAS, JR. -

Mr. Chairman, I appear before your subcommittee today to talk about my service
liability supplemental protection bill, S. 1081, which I introduced on April 30 with
Senators Long and Durenberger. Since then, Senators Heinz, D'Amato, and Bentsen
have joined as cosponosrs. I would like to sketch briefly the reasons for.my involve-
ment in the troubled area of grofessional liability.

Over the past 20 years, liability law has changed substantiatlg, %articularly with
the adoption of strict tort liability standards. Earlier standards had required an
injured user of a product to show that negligence on the part of the manufacturer
or designer was directly connected with the injury suffered. Under current liability
law, the showing of negligence can be dispensed with: the injured user need only
show that his injuries were caused by a defective condition in the product that made
it unreasonably dangerous. ,

These developments, coupled with the increasing cost and complexiter of the
buildings that architects and engineers are designing, have dramatically increased
the number and severity of the liability claims these design-professionals are
exposed to, as well as the cost of the insurance they must buy to protect themselves.
The number of claims against architects and engineers has quadrupled in the past
20 Xsears, while the size of the claims has doubled in the last 10. /

a result, insurance costs for design professionals have skyrocketed. A Silver
Spring architect wrote me that:

This office has never had a liability claim in 30 years of practice, yet our
premium has increased 600 percent in the last 12 years.

Surveys show that the average cost of professional liability insurance rose more
than 26 percent in 1979 alene. That same year, 24 percent of the engiheering and
architectural design firms went without insurance altogether, at considerable risk.
In some regions of the country—in California and Texas for instance—as many as
49 L?ercent of design firms go bare.

nder the leadership of the chairman of this subcommittee, a risk retention bill

gassed the Senate last summer and became Public Law 97-46 on September 25. This

ill is primarily designed to help manufacturers cope with their product liabilit

roblems by allowing them to form cooperatives to provide product liability self-

nsurance.
 But, as I have indicated, the problem is not confined to manufacturers. The design
profession is being forced to the wall by rising insurance rates. Congress has begun
to act this year to bring about significant product liability reform. If the tide of
reform continues to rise, we should see that it lifts all boats and that we don’t leave
the design profession on a short anchor line.

8. 1081 is a small business initiative. I have worked closely with architects and
engineers from Maryland and across the country in shaping a bill that will help
small design firms survive their liability problems in our increasingly litigious
society. Faced with a growing number of lawsuits and great increase in the cost of
liability insurance, small design enterprises have reached a near-crisis situation. A
recent survey shows that nearly 80 percent of the companies in the field have fewer
than 20 emgsoyeee. Such small-scale business operations provide two-thirds of this
country’s jobs. And, if we are to get our economy moving, we must begin here. Yet it
is these crucial smaller firms that are between a rock and a hard place on liability
insurance. ‘

My bill would provide some relief by allowing design professionals to deduct from
gross income the money they Fut into these very limited self-insurance funds. In
E‘ractice, I do not expect the bill to cut into the business of the insurance companies.

hese small self-insurance funds will only supplement conventional insurance, as
the title implies. Design professionals will use them for low-end coverage, which is
often unprotected anyway because of high deductibles, and will relﬁr on ordin
insurance channels to cover their upper exposure. With the high risk end covered,
they will pay a lower premium and could even afford more insurance, which is in
everyone's interest.
. In protecting the hard-pressed professionals, it is imperative that we also take
into account the Treasury Deptarment’s concern about revenue loss. A privately-
commissioned study last year estimated that the Federal income tax savings
architects and engineers for 1981 would -be approximately $50 million. This re is
by no means a prohibitive revenue loss for Treasury. I will be interested to hear if

Treasury De ment has an updated figure on the revenues loss. .

€ 1T€ ‘ > .
. All of us will be hurt if some manufacturers and professionals have to cut back

their activities or drop an innovative idea, or even Lﬁo out of business, because they
can’t afford insurance protection. The design liability reforms of S. 1081 will not
only benefit the self-insurers, but will help to see that the injured consumers are
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compensated on those rare occasions when accidents happen. We all agree that
small business needs help. This is a good place to start.

STATEMENT OF HON. CHARLES McC. MATHIAS, A U.S. SENATOR
FROM THE STATE OF MARYLAND

Senator MaTHIAS. I would just say to the committee, very briefly,
this: that it is a small business initiative, that it looks to the
liabilities of architects and engineers who..are being hit doubly
hard by conditions in the business world today. I believe the figure
is that claims and suits against architects, engineers and small
businessmen in the same general category have quadrupled in the
last 20 years, while the size of the claims has doubled in the last
10. This has created just enormous burdens on.the grofessions of
architects and engineers and other design professionals.

What we would do here would not only benefit self insurers, but
I think it will help to see that individual consumers are compensat-
ed, because it provides a method by which we can in fact compen-
sate people who have just claims.

I think the cost to the Treasury will not be excessive, and I
believe that the impact on the insurance industry will not be
excessive, because what will happen, I believe, is that self-insurers
will take care of that expensive part of their liability coverage
which is the low end through this method, and then for the higher
and more rare cases of excessive liability, they can go to commer-
cial insurance. .

So I would submit- my statement for the record. I thank the
Secretary for his indulgence, and I thank the Chairman for arrang-
ing this hearing.

nator, thank you very much. ‘

Secretary CHAPOTON. The third bill before the subcommittee, Mr.
Chairman, is S. 1749, dealing with the deductibility of payments
unther the Foreign Corrupt Practices Act. 1749 is a small part of S.
708, which would modify in a substantial way the Foreign Corrupt
Practices Act. ) - ,

One of the proposed modifications of 708 would limit the applica-
tion of the act to practices that violate the law of the other country
in question. The present tax code provides that income tax deduc-
tions are not allowed for any payment made to an official employee
of a foreign government if the payment would be unlawful under
the laws of the United States, if they apply to the payment and the
laws apply to such official or employee.

Just to make it brief, we do support S. 1749. We think it would
be a desirable change in the law in a number of respects. It would
provide one definition of prohibited payments for both the code and
the Foreign Corrupt Practices Act and would simplify and improve
current law.

S. 1764 is the final bill before egou. It relates to cooperative
housing corporations. It would reduce the percentage of gross

‘income that must be derived by a cooperative housing corporation

from tenant stockholders from the present level of 80 percent of
ross income to 50 percent, and it would also eliminate the 3-year
imitation on the period during which an original seller holding
stock in a cooperative housing corporation will be treated as a
tenant stockholder.
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A tenant stockholder in a cooperative housing corporation is
treated, for all intents and purposes, as though he owned a portion
of the interest in a Propertjl owned by the cooperative corporation
directly. He is entitled to deduct amounts paid to the corporation
representing his proportionate share of real estate taxes and inter-
est, and if he leases his apartment, he is entitled to take depreci-
ation directly as if he owned that portion of the property directli}".

If cooperative corporations dealt only with their tenant stock-
holders, there would be no problem; but they serve a dual role. In
addition to dealing with their tenant stockholders, they engage in
investment activities and engage in transactions with outsiders.
Therefore, rules have to be srovided for taxing separately income
derived from investments and outsiders. >

Currently we do know that co-ops are availed of to reduce the
- tax liability attributable to investment activities and to operations
from dealings with outsiders. The after-tax earnings are being used
to reduce amounts charged to the tenant stockholders for the ex-
pense of maintaining cooperative property. In essence, this income
is being used to provide an economic benefit to the tenant stock-
holders. Theoretically that could be construed as a dividend to the
tenant stockholders; but it is the prevailing practice, as we under-
stand it, for cooperative housing corporation tenant stockholders to
claim not to have received a taxable dividend, though the authority
for that position is rather unclear. -

Under the 80-percent rule, the cooperative have 80 percent of its
income from dealings with tenant stockholders, as stated different-
ly, their outside income cannot exceed 20 percent. This rule oKer-
ates in an indirect fashion to limit the extent of this problem. And
we think the 80-percent rule is a good rule.

Tenant stockholders receive additional tax benefits. They.are
eligible for tax-free rollover treatment if they sell their stock in a
cooperative apartment and roll it over into a residence. If the
percentage of gross income permitted to be derived other than from
tenant-stockholders were increased from the 20 percent to 50 per-
cent, as proposed by this bill, we would have a problem with those
additional benefits being available to investment activities or to
outside business activities. , ;

It is true, as the commentators have suggested, that the 80-
percent test does make it necessary for cooperative corporations to
limit their income from outside sources and, thus, sometimes, to
lease property at below market value so they don’t run afoul of the
20-percent test. That is going to be a problem if you increase the 20

rcent to 50 percent. It will be a problem wherever the margin is.

e are sympathetic with that Froblem and we will be happy to
work with the committee staff if there is any way to solve it. But
we do not think that simply reducing that 0 percent to 50 percent
is an appropriate method of doing so.

We basically think that tenant stockholders should be treated as
favorably as homeowners, but not more favorably than homeown-

ers. : ; ,

Finally, the other provision of the bill would affect the treatment
of original sellers, who under current law will be treated as tenant-
stockholders in a cooperative corporation for a maximum of three
years. The 3-year limitation would be removed by S. 1764, and
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there would be no limitation on the period of time in which the
original seller could hold the stock.

e would object to doing away with the 3-year period altogether,
but we would not object to alleviating the specific problems that
the 3-year limitation m(ijght cause. For example, where a propri-
etary KeaSe is subject under rent control to the ri%ht of an. existing
tenant to remain in the residence in question for a period that
mi%?t extend beyond three years, we would not have a problem
with dealing with that type of situation, specifically.

Mr. Chairman, that concludes the summary of our position.

Senator PAckwoop. Mr. Secretary, thank you very much.

Senator Byrd.

Senator Byrp. Thank you, Mr. Chairman.

Mr. Secretary, on S. 1749, the present law attempts to prevent
any reduction in tax arising from the payment of foreign bribes,
Now, does S. 1749 permit the deduction in regard to the payment
of foreign bribes? '

Secretary CHAPOTON. S. 1749 would make it clear that there
would be no disallowance of deduction if the payment were not in
violation of the law of the country where the payment is made.

Senator Byrp. Do you mean that if a deduction is not in violation
of the law it would be allowed.

Secretary CHAPOTON. The deduction would be allowed if it is in
violation of the law of the country. _ :

Senator Byrp. Specifically, does it permit a deduction for the
payment of a foreign bribe? Does it permit that to be deducted?

retary CHAPOTON. In some cases it would permit the deduc-
tion of a payment which would be a bribe under U.S. law. Yes, sir.
And, it might permit a deduction in some cases where the bribe
wa:l illegal under the law of the country in which the payment was
made. :

.Senator Byrp. Well, that never occurs.

Senator CHAFEE. Let me just say something, if I might. I am

uite familiar with this. The presently existing Foreign Corrupt

ractices Act—which is up for change, but never mind that—the
existing Foreign Corrupt Practices Act, which is as tough and stiff
as anything we ever dreamed up, does permit what -they call “fa-
cilitating payments” abroad. In other words, if in the course of
doing business overseas you make a payment to a customs agent to
facilitate or expedite the processing of a customs document, that
payment is legal under the Foreign Corrupt Practices Act. Howev-
er, under section 162(c) of the Internal R’;venue Code, you could
not deduct that payment because such a payment would be illegal
if made in the United States.

Senator BYRrp. Yes. I understand.

‘Senator CHAFEE. So what we are trying to do is to permit the
pagenents that are legal under the Foreign Corrupt Practices Act
to be deductible. .

Senator Byrp. I understand that, and I have sympathy with it,
but I just want to understand how far reaching what you are
seeking to accomplish is or it may be. .

But as I understand from what you say, Mr. Secretary, S. 1749
would permit deductions for payments of foreign bribes under cer-
tain conditions. '
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Secretary CHAPOTON. The answer to that is, yes. If the payment
had been made domestically, in certain circumstances no deduction
would be permitted because it would be illegal. ~

Senator BYrRp. Now the present law makes it illegal for U.S.
citizens or agents to make or authorize either directly or indirectly
payments to foreign government officials, foreign political parties
foreign political candidates, if the intent of influencing officia
action is in order to obtain business.

Now does this legislation before the committee now permit a
deduction under those conditions?

Secretary CHAPOTON. It would permit a deduction if that were
not an illegal act under the law of the country. Yes, sir.

Senator Byrp. On another subject, what is your estimate as of
today of the fiscal year 1982 deficit?

Secretary CHAPOTON. Our fiscal year 1982 deficit?

Senator Byrp. Correct.

Secretary CHAPOTON. $43 billion.

Senator BYRD. In your judgment, is that what you consider an
accurate estimate? _

Secretary CHAPOTON. That estimate is currently being reviewed.
Do you mean the entire Government’s deficit for 1983 without
regard to this? - )

nator BYRD. For 1982,

Secretary CHAPOTON. I mean it is fiscal year 1982 without
regard—you are not relating to this amendment specifically?

Senator Byrp. No, I am shifting ground. I am talking now only
about the deficit. ..

Secretary CHAPOTON. The accuracy of the fiscal year 1982 deficit
is now being reviewed-in depth by the Office of Management and
Budget and by the Treasury Department. That is the mid-session
review and estimate. And, Senator, I would have to say that we are
reviewing it, and that there might likely be some change in that.
estimate, but we are not ready to state what we think that change
migzxt be yet. _ ‘

nator Byrp. Well, I am trying to ascertain the accuracy of the
$43 billion. The news accounts indicate that it will be substantially
above that. Is that your view as Assistant Secretary?

Secretary CHAPOTON. It may well be substantially above that
because, as you know, interest costs now appear to higher, at
least in the first part of fiscal year 1982, than were originally
projected. Receipts will probably be down to some extent because of
the recession that we appear to be entering now. So my estimate
would be, yes, it will be somewhat higher than that, but the
amount by which it would be higher, I could not state specifically.

Senator Byrp. What is your estimate of the deficit for fiscal year
1984, which is a critical G;ar? _

Secretary CHAPOTON. Well, under the mid-session review, which
is the latest estimate we have released, there is no deficit. There is
a 0.6 surplus in fiscal year 1984. But for a humber of reasons, of
course, that estimate is based on the reduction in budget outlays ag
stated in the mid-session review, some of which, apparently, wil
not be obtainable now, that will not be enacted by Congress, and
because of the possibility of lower receipts due to a variety of.
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factors there will possibly be a deficit and maybe a significant
deficit without further pohcg changes.

But we are reviewing that now, so I simply could not state
positively what the projection will be. ‘ -

Senator Byrp. I feel there must be a balanced budget by 1984. I
feel there can be a balanced budget by 1984. Do you agree or
disagree with my assertion? :

- Secretary CHaporoN. I think a balanced budget in 1984 is ex-
tremely desirable. Whether there can be or cannot be, I could not
state with certainty at this time, Senator.

Senator Byrp. Do you have disagreement with my view that the
budget can be balanced in 1984? '

Secretary CHAPOTON. We thought earlier this year, of course,
without c&uestion, that that would be possible. I would have to state
now, as I review the numbers, that depending on tongressional
action, and by that I mean principally the failure to reduce outlays
as requested in the President’s program, the balanced budget may
not be obtainable. A

Of course, if the outlay reductions are obtainable, a balanced
budget can be achieved in 1984, \

Senator Byrp. In other words, if the Congress will do what the
President recommends in regard to spending reductions, then the
‘budget can be balanced in 1984?

Secretary CHAPOTON. That is undoutedly correct. Yes, sir.

Senator Byrp. Now let me get on another subject, and that is in
regard to the leasing provisions of the 1981 tax legislation. :

didn’t have the time to read the details this morning of two
large corporations each of which would benefit to the extent of
somewhere between $100 and $300 million as a result of that
leasing provision. : . .

What is the Treasury’s position on that leasing provision?

Secretary CHAPOTON. Senator, we feel very strongly that the
leasing provision is an essential element of the accelerated cost
recovery system adopted by the Congress, pursyant to our proposal.

The recent provision is being misunderstood. It does not make a
nonprofitable investment by a company profitable. It means only
that a company that does not have the ability to use currently the
deductions and the credits available from an” investment will be
able to obtain most of those benefits through a leasing transaction,
and thus have the same or nearly the same incentive to invest as a
company that does have current tax liability sufficient to utilize
the deductions and credits. : .

‘But 'I want to emphasize it does not give an incentive, as one
would be led to believe by reading some of the news accounts, to
"make a totally unprofitable investment.

_Senator Byrp. But the administration favors the leasing provi-
sions. -

Secretary CHAPOTON. Yes, sir. Strongly.

Senator Byrp. Let me ask you this: Could you give an example
now of how that leasing-arrangement works? There was very little
discussion, as I recall, in the committee when the tax legislation,
was before this committee, and I am not sure whether it was an
administration proposal or how it got into the bill. Would you give
some history on that? Co : : ,

88-188 O0—82——4
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Secretary CHAPOTON. Yes, sir.

b Senator, it was an administration proposal. Let me give a little

istory. - .

When you have inflation that is decreasing the value of deduc-
tions for depreciation, then you are overstating income—corpora-
tions, let’s say, or anybody who has depreciable equipment—the
income is overstated. Congress has responded by accelerating the
deductions and the credits to an earlier period of time which has
the effect of giving greater benefits in reduction, in taking out
some of the impact of inflation. '

The result, as you accelerate these deductions, is that they are of
less benefit to a corporation which cannot fully utilize the acceler-
ated deductions. When we accelerated the deducations under the
latest proposal, we exascerbated that problem. In attempting to
_solve one problem, we exascerbated the problem of disparity be-
tween corporations, because there are startup corporations or cycli-
cal corporations that cannot utilize the deduction.

Senator Byrp. Well, give us an example how the Ford Motor Co.
and IBM benefit from this.

Secretary CHAPOTON. Well, the Ford Motor Co., if it does not
have currently taxable income, it could buy machinery. It would
finance that machinery under traditional sources. It will, again,
enter into a sale of the machinery for tax purposes, a sale of the
machinery to IBM, if IBM has taxable income, and an immediate
lease of the equipment or the machinery back from IBM, so that
IBM for tax purposes would be treated as the owner. When the
machinery is placed in service, IBM would claim accelerated deduc-
tions and investment tax credit for the equipment.

IBM would pay an amount to Ford in this transaction. The
amount would be based on the value of those deductions and cred-
its to IBM. The effect would be to reduce to that extent the cost of
that equipment to Ford, so Ford would then have equipment re-
duced in cost by almost the same amount—not quite, but almost
the same amount—as the cost would have been reduced had it been
able to utilize the deductions and credits.

Then for tax purposes IBM would be treated as the owner, would
claim the credit against its tax liability, and will claim a stream of
deductions against its future income as the depreciation deductions
from that eguipment in the current and future years arise.

Senator Byrp. And IBM would get the investment tax credit?

Secretar% CaarotoN. IBM would get the investment tax benefit.

Senator BYRp. And this was an administration progosal?

Secretary CHAPOTON. It was the administration’s. I got side-
tracked just a bit in my description of it.

We were concerned that when you accelerate these deductions
you have a problem, a disparity between companies that can and
cannot utilize them; you have ﬁobential takeover threats, that is,
acquisitions solely to obtain these new tax benefits, unless we
relieve the system in some way. ,

The prior law allowed leasing transactions, but there were very
severe restrictions on the ability to-do so. One of the princi{)al
restrictions was that there had to be a fair-market value of the
- purchase of the equipment at the expiration of the lease, which
ends up with an airline, for example, buying back a 747 from the

~



47

bank at the end of the 15-year lease at its then fair market value.
These new rules simply say that you could have a dollar purchase
atlthe end‘of the lease. So it is a modification of a prior law leasing
rules. - :

Senator Byrp. Thank you very much.

Secretary CHAPOTON. Thank you.
lﬁgnator PAackwoop. One very quick question, Mr. Secretary, on

. / .

Basically this is just a “when in Rome” kind of law, as I under-
stand it.

Secretary CHAPOTON. That is basically correct. S

Senator PAckwoop. And if, indeed, payments under Italian law
is not a fraud, it would be a deduction here.

Secretary CHAroTrON. That is correct; plus, Mr. Chairman, the
present law has a great deal of uncertainty because it is difficult to
tell whether a particular gayment is a violation of U.S. law,

Senator PAckwoon. What do you do in a situation where, no
matter what the foreign law is, the custom and practice is the
violation of it, and it is flagrantly violated by everybody in the
country domesticalhy and nobody pays any attention to it and
nl?bcidy vis prosecuted, but the payment indeed, technically, violates
the law?

Secretary CaaroToN. It would still be not allowed as a deduction
under this provision if it was considered an improper payment by
our standards.

Secretary PAckwoob. Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman. ‘
Mr. Secretary, I see the press is here, and I just don’t want any
misunderstanding to go out of this room through the press that
what we are doing under this provision of 1749 is to allow the
deductibility of bribes. What this provision says is, if we pass this
provision, if the payment is legal under the Foreign Corrupt Prac-
tices Act it is deductible. The only foreign payments which are
legal under the act are facilitating or grease faerments which are
payments to low-level officials for ministerial Linds of activities

such as the processing of customs entry documents. .

So I don’t want any misunderstanding that we are suggesting
that we are allowing the deductibility of bribes. We are not. We are
allowing only what is permissible under the Foreign Corrupt Prac-
tices Act. Is that not correct, Mr. Secretary?

Secretary CHAPOTON. That is generally correct, Senator Chafee,
and I should emphasize that. If a payment violates U.S. standards
of what is an improper foreign payment and violates foreign law it
is not deductible, under S. 708. S. 1749 and S. 708 make the tax law
completely consistent with the restrictions under the Foreign Cor-
rug: Practices Act. .

nator CHAFEE. Thank you. -

Mr. Chairman, I have a statement that I would like to submit
and also a statement from the Emergency Committee for American
Trade, which is composed of some 650 U.S. companies doing busi-
ness overseas and-who are in support of this amendment to the
Internal Revenue Code.

Senator PAckwoob. They will both be placed in the record.

Senator CHAFEE. Thank you very much.
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_ [The prepared statements follow:] .

STATEMENT BY SENATOR JOHN H. CHAFEE (R-R.L) ‘

My bill to amend Section 162(c) of the Internal Revenue Code is intended to
harmonize the provisions of the Tax Code with U.S. law regarding expenditures
made by companies in the course of doing business abroad.

Section 162(c) provides that Fayments to an official or employee of a foreign
government, which would be unlawful under U.S. laws if such laws applied, are not
deductible. This provision was enacted as part of the Tax Reform Act of 1976 prior
to the enactment of the Foreign Corrupt Practices Act. The Act was intended to
promote corporate morality in the wake of the reports that Lockheed, Gulf and a
number of other American corporations had systematically tried to corrupt foreign
- governments with bribes and other illegal payments. The idea was to deter bribery
overseas by denying certain tax benefits to American companies who bribed official}
of foreign governments.

One year after the Tax Reform Act was passed, Congress enacted the Foreign
Corrupt Practices Act which made the payment of bribes to foreign officials a crime
but also provided that if the pagment 18 to a person performing a ministerial d;tg
such as the processing of entry documents by a customs official, it is not prohibited.

The problem is that when Congress enacted the Foreign Corrupt Practices Act, it
did not bring the Internal Revenue Code into step with the Act. —

The Foreign Corrupt Practices Act allows facilitating or grease payments in the
context of overseas transactions such as payments to customs officials even though
such payments would be illegal if made in the United States. Nonetheless, the Tax
Code does not allow a U.S. company to deduct such payments. This means addition-
al bookkeeping requirements for companies doing business overseas and if means
that companies are subject to a punitive measure even for acts which are legal
under. the law which governs payments to foreign officials. ’ a

This amendment is part of my effort to eliminate the export disincentives caused
Rg the ambiguities in the Foreign Corrupt Practices Act. I introduced a bill-in

arch of this year, S. 708, which proposes modifications in the accounting and
antibribery provisions of the Act.

It does not make sense to (fenalize U.S. companies 13 denying them tax benefits
with regard to payments made overseas which are legal under the Foreign Corrupt
Practices Act. The Act is the embodiment of Congressional intent as to the sanc-
tions that should be imposed upon U.S. companies who make illegal overseas
payments. Section 162(c) of the Tax Code is at cross-purposes with that statement of
intent and should, therefore, be amended.

I. INTRODUCTION

The Emergency Committee for American Trade (“ECAT”) is an organization of
the leaders of 63 large U.S. firms with extensive overseas business interests. ECAT
member companies had 1980 worldwide sales of nearlg $600 billion and employed
over five million people. The companies are major U.S. exporters. They contribute
significntly to the U.S. exporters. They contribute significantly to the U.S. balance
of payments both through their exports and through the profits earned by their
foreign affiliates and joint ventures. . :

The absence of an express scienter requirement in Section 102 ex American

business to potential crimirial liability for unintentional—even inadvertent—errors
in the comlgany's books. S. 708 would make clear that Congress intended Section 102
of the FCPA to be framed in terms of the very abuses that were revealed, i.e.,
knowing falsification of books and knowing circumvention of internal accounting
controls. Congress did not have before it in 1977 nor does it have at present any
showing of a need for imposing criminal liability for unintentional failure to meet
the statute’s recordkeeping and accounting standards.
. ECAT also supports the other changes in Section 102 that S. 708 proposes. These
include the amendment that defines the good faith obligation of an issuer for the
recordkeepong and internal accounting controls of a dormiéstic or foreign firm in
which the issuer holds 50 percent or less of the equity capital:

6. Amending Section 162 of the Internal Revenue Code To Conform to the FCPA.

Section 162(cX1) of the Internal Revenue Code was enacted long before the disclo-
sures of the mid-1970’s that led to enactment of the FCPA. In an approach which is
virtually unprecedented under U.S. law, Section 162 calls for hypothetically aprly-
ing US. law to a payment made to a foreiqn governmental official. The tax law
denies a deduction for such a payment if it “would be unlawful under the laws of
the United States if such laws were applicable to such payment and to such official
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or employee.” section 1065 of the Tax Reform Act of 1976 providéd for other adverse
tax consequences for payments which meet this Section 162 test and which are
made to foreign government officials by foreign corporations controlled by a U.S.
taxvea er or by a DISC.? ,

ith the enactment of the FCPA, the rationale no longer exists for using the
hypothetical approach of Section 162(cX1). U.S. law now includes an actual statutory
prohibition against foreign governmental bribery. we believe that the standard of
that prohibition—and no other—should govern whether a U.S. taxpayer is penalized
under U.S. tax law for making an improper payment. Otherwise, U.S. business is
forced to implement two separate standards in respect of the same situation. In fact,
ECAT members are being forced to apply just such a dual approach in the case of
facilitating or expediting payments. Such payments are not proscribed by the FCPA,
but they would usually be unlawful if made in the United States to U.S. governmen-
tal officials. As a result, the adverse tax consequences are applied to these overseas
pagments even though they are entirely lawful under the FCPA.

. T08 would correct this anomalous situation by conforming Section 162(cX1) to
the terms of the FCPA. ECAT members urge adoption of this practical approach
which would establish a uniform standard and, consequently, eliminate a good deal
of unnecessary recordkeeping.

II. OTHER PROVISIONS OF 8. 708

The Chafee bill proposes a number of other significant improvements in the
FCPA which ECAT members support. These include the amendments relating to
_. procedural points such as the unification of civil and criminal enforcement jurisdic-
tion in the Department of Justice, the strengthening of the responsiveness and
confidentiality of the Business Review Procedure, and the requirement that the
Administration address the international competitive problem that U.S. business
faces with a view to formulating policy and legislative responses. We support
approval by Congress of these provisions in S. 708.

We appreciate this opportunity to present the views of ECAT fmembers on this
important legislative issue. Until S. 708 is enacted into law, American business will
continue incurring the needless costs that result from the application of those
: grovisions of the FCPA that Senator Chafee has addressed. The changes proposed bg'

. 708 will help to eliminate the unnecessary competitive disadvantage that U.S.
industry faces in developing American exports and foreign investment. Accordingly,
we urge prompt and favorable action on Senator Chafee’s initiative.

Senator PAckwoob. Senator Symms. -

Senator Symms. Thank you very much, Mr. Chairman. And I
apologize that I was tardy to the meeting. I missed part of the
Secretary’s testimony. -

But, scanning through it, Mr. Secretary, I see with relation to S.

15694 that you asked for more time to study it. How long do you
think you need?
. Secretary CHAPOTON. Senator, I would hate to put an absolute
time constraint on a review of this. As I said in my written testi-
mony and as I said orally, there is considerable appeal to the
proposed amendment, which obviously attempts to make the pen-
alty fit the crime. But there is a feeling within many sectors of
Government that we would be severely undermining the impact of
the civil fraud penalty to the detriment of our system. I note that
the present law, which applies the penalty to the entire deficiency
over the year, has been the law since 1918. While that alone is not
reason to keep it, we just want to make sure we are not undermin-.
ing the system. :

h SFeciﬁca:’liy. the 1976 amendments provided that a gyment by a controlled foreign corpora-
tion falling within the terms of Section 162(cX1) would includex in Subpart F income and not
be deductible in calculating Earnings and Profits under I.R.C. Section 952. for DISCs, payments
within Section 162(cX1) are treated as a “deerned distribution” to the U.S. shareholder. 26-U.S.C.
$8 952(cX4), 964(a) and 995(bX1Xiii), Sec. 1065 of Pub. L. No. 94-455, 90 Stat. 1653.
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That is a long way of saying I would like a matter of weeks, in
any event, to file a statement with the subcommittee.

Senator Symms. Thank you very much. I might just say and you
might notice on our witness list this morning that we will have
some very distinguished witnesses on the bill, and I would encour-
age you to take their testimony down for your attorneys to study
"what it is that the American Bar Association and others are saying
about this bill. Senator Curtis, among others, will be testifying.

Secretary CHAPOTON. We certainly will do that.

Senator Symms. All right.

Thank you, Mr. Chairman.

Senator PAckwoob. Thank you.

Any further questions? '

[No response.]

Senator PAckwoobp. Mr. Secretary, thank you very much.

[The prepared statement follows:]
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Lack of time has prevented OMB from advising on the
relationship of this testimony to the program of the
President. -

For Release Upon Delivery
Expected at 9:00 A.M. EST

STATEMENT OF .JOHN E. CHAPOTON
ASSISTANT SECRETARY FOR TAX POLICY
DEPARTMENT OF THE TREASURY
BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
OF THE SENATE FINANCE COMMITTEE
November 6, 1981

Mr. Chairman and Members of the Subcommittee:

I am pleased to have the opportunity to present the
views of the Treasury Department on the following bills: S,
1081, relating to self-insurance set-asides of design
professionals; 8. 1594, relating to the civil fraud penalty;
8. 1749, relating to deductibility of payments under the
Foreign Corrupt Practices Act; and S. 1764, relating to
cooperative housing corporations.

After setting out a summary and the position of the
Treasury Department with respect to each bill, I will discuss
each proposal in detail.



summary

S. 1081 would permit architects, engineers and other
design professionals to deduct currently amounts paid into a
tax-exempt self-insurance trust established to fund
liabilities attributable to negligence or breach of warranty.
The annual deduction could not exceed $100,000 in the case of
a taxpayer with a "severe service liability insurance
problem®™ or $25,000 in the case of other eligible taxpayers.
The Treasury opposes S. 1081. -

S. 1594 would increase the civil fraud penalty from 50
to 100 percent, but would limit that penalty to the portion
of the underpayment attributable to the taxpayer's fraud. -
Additionally, the bill would shift the burden to the taxpayer
to prove that portions of an underpayment are not
fraud-related once the Governmwnt has established that a
portion is attributable to fraud. The Treasury respectfully
requests the opportunity to study this bill further.

S. 1749 would amend Code section 162{(c)(l) to disallow a
deduction for a payment to an official or employee of a
foreign government if the payment would be unlawful under the
Foreign Corrupt Practices Act of 1977. The Treasury supports
this amendment.

. S. 1764 would relax the rules for determinfhg whether a
corporation qualifies as a “"cooperative housing corporation.”
The Treasury opposes S. 1764. :

* * ® *

S. 1081--Deduction for self-insurance set-asides for

1{abilities of design grofgssionals

8. 1081 would amend Code sections 165 and 501 to provide
both current deductions for contributions to certain
professional liability self-insurance accounts, and a
tax-exemption for interest earnings on such trust accounts.
. The bill, which applies only to malpractice insurance funds
for architects, engineers, and "design professionals,”
provides separate deduction limitations for design
professionals in general and for those professionals having
"seveaere service liability insurance problems." These
limitations permit the deduction of up to either $100,000 for
any architect or engineer faced with insurance premium
quotations exceeding 2 percent of annual gross receipts, or
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$25,000 for all other eligible taxpayers. Authorized
distributions from any account are included in the taxpayer's
gross income, but are not treated as insurance compensation
for purposes of figuring the allowable deductions under
gsection 165, A 10 percent penalty tax is imposed on -
unauthorized distributions, to insure that proceeds of the
account are used only for paying liabilities attributable to
negligence, structural defects, or breach of warranty in the
taxpayer's work. This 10 percent penalty tax would not
apply, however, to corrective withdrawals of excess
contributions, to the dissolution of any account which, due
to a change in circumstances;, is no longer needed, or to
rolkl~overs, liquidations, or deemed distributions.

.The Treasury opposes S. 1081.
N
The argument most frequently raised in support of this

proposal is that the tax law currently discriminates in favor
of commercial insurance and against self-insurance, because
commercial insurance premiums paid in the—ordinary course of -
business are deductible, while contributions to a self-
insurance trust are not. A careful analysis of the tax
treatment of malpractice liability indicates, however, that
this argument is incorrect. Although the analysis is
extremely complex, it is our conclusion that the tax
treatment of self-insured and commercially insured losses is —
essentially symmetrical. 1Indeed, the present value of the
deferred deduction to the self-insurer may, in some
circumstances, actually exceed the benefit obtainable for a
current deduction of commercial insurance premiums.
: The combination of the tax deferral on interest
accumulations and the lack of correlation between the size of
the self-insurance funds and actual losses gives rise to the
_revenue loss estimates for this proposal. Because
self-insurance is inherently inefficient when compared to
commercial insurance, any self-insurance set-asides rarely
correspond to contingent design liability losses.* The
inherent inefficiency of self-insurance stems from the fact

‘ *Generally accepted accounting principles do not permit
a deduction for contingency reserves. 3tatement 5 of the
~—Financial Accounting Standards Board ("FASB") provides that, -
before liability for a loss contingency may be recognized,
(1) information available must indicate that it is probable
that an asset has been impaired or a liability has been
incurred at the date of the financial statement, and (2) the
amount of the loss must be reasonably estimated. .



that the self-insured party must by definition put aside $1
of capital for every dollar of risk insured. Because, by
contrast, commercial insurance involves the pooling of
covered risks among ingsured parties and over time, the amount
of capital required per dollar of coverage is significantly
smaller. The frequent disparity between amounts set aside by
self-insurers and the size of actual losaes is further
increased by the difficulty in accurately predicting the
magnitude of professional design liability risks.

The Treasury has estimated that S. 1081, because of the
foregoing factors, would reduce budget receipts by $22 -
million in fiscal year 1982, $58 million in fiscal year 1983,
$67 million in 1984, $72 million in 1985, and $76 million in
1986. This estimate does not even take into account the fact
that the bill as drafted would permit tax-free accumulation
of interest earnings on unlimited amounts of nondeductible
contributions to these self-insurance reserves.

The final tax policy ground for opposing this proposal
is based upon the inequity in the incidence of benefits. The
benefits of deferral increase with the marginal tax rate of
the taxpayer and the period of time for which taxes are
deferred.* Thus, taxpayers benefitting the most from S. 1081
would be those in the highest brackets, who leave their funds
on deposit for the longest periods of time. Logically, these
taxpayers-are likely to incur proportionately less design
liability losses than smaller firms, or firms incurring
frequent service liability losses. If the purpose of this
legislation is to make commercial insurance cheaper or easier
to obtain, the tax deferral mechanism is hardly the ‘
appropriate way to achieve this goal, because it fails to
channel the benefits to the smaller, harder-to-insure firms
‘who_need the legislation the most.

Pinally, I would like to turn to three technical
problems with S. 1081. -

*The lack of any annual minimum funding standards in S.
1081 increases the likelihood that patterns of irregular
contributions will develop, whereby firms would set aside
monies only in profitable years. - -
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pPicrst, although the bill limits the deductibility for
annual contributions to-a tax-exempt professional liability
trust, it sets no limit on nondeductible contributions, which
would of course be allowed to accumulate in the trust free of
tax. Moreover, because the rule in the bill permitting
penalty-free withdrawal of nondeductible contributions does
not require the withdrawal of interest on such contributions,
the taxpayer would never be required to pay taxes on its
earnings, to the extent that these amounts are applied to
cover design liability loeses.* -

The second technical objection is that, unlike any
predecessor bills dealing with product liability self-
insurance accounts,** and unlike the exemption currently
applicable to Black Lung Benefits Self-Insurance Trusts under
Code section 501(c)(21), S. 1081 does not set any limits on
permissible investments of the assets of exempt set-aside

_trusts. All prior self-insurance bills and section
501(c)(21) generally require that the assets of these
independently trusteed, segregated accounts be invested only
in Pederal, State, or local debt securities or instruments of
deposit in a financial institution. 8. 1081 vastly expands _
“the realm of permissible investments to "any other asset
{other than the capital stock of the taxpayer] which . . . is
a permissible subject for investment" by trust giduciaries
under applicable State law.

*The rules of Code sections 408(d)(4) and 408(f),
applicable to the excess contributions to IRAs mandate the
return of nondeductible contributions, plus any "net income
attributable to such excess contribution."™ Such interest is
both included in income and subjected to a 10 percent penalty
tax in the year in which the excess contribution was made.

**See, e.9., S. 3049, S. 1611 and H.R, 10272, congidered
during the 95th Congress. S
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Treasury's final technical objection to 8. 1081 is that
it lacks sufficient restrictions on improper expenditures,
self-~-dealing, or reversion of funds to the taxpayer.
Acceptable restrictions had appeared in prior bills on
product liability self-insurance accounts, and currently
exist in Code section 501(c)(21). These other self-insurance
provisions require, as a condition for exemption of income
earned on set-side funds, that no part of the trust assets
can possibly revert to the taxpayer, other than for payment
of the taxpayer's service liability losges. S. 1081 merely
provides, in new Code section 165(1)(10)(D)(iii), an

organizational restriction that the "exclusive purpose® of
the trust be to satisfy the taxpayer's service liability

losses. The significant omission is any erational
restriction, stating that no part of the.%rust'assets ¢an be
used for, or reverted to, any purpose other than the stated
organizational purposes., Admittedly this omission eliminates
most of the extremely complex administrative accounting
required under prior bills in order to define the appropriate
tax treatment to be applied to nonqualifying distributions
from, or liquidations of, such product liability loss reserve
accounts. However, by providing that all amounts distributed
from the account must be subject only to income tax, S. 1061
offers tax deferred benefits to a firm which establishes a
professional liability reserve account and, after a number of
{ears, proves ‘that circumstances have changed and it no

onger needs the account. Such a taxpayer would thus be in a

far better position than if it had never established the
trust.

S. 1594--Increase in Civil Praud Penalty- and Limitation to
Portion of the Underpayment Attributable to Frau i
Under present law, a civil penalty is imposed where a
taxpayer fraudulently attempts to underpay his taxes. The
penalty is generally 50 percent of all additional taxes owed.
In a civil fraud case, the Government has the burden of
proof, S. 1594, on the one hand, would increase the penalty
from 50 to 100 percent, but would also limit that penalty to
only the portion of the underpayment attributable to the
taxpayer's fraud. Additionally, S. 1594 provides that, where
the Government establishes in a court proceeding that a
portion of an underpayment is due to fraud, the burden shifts

to the taxpayer to prove that other portions of the
underpayment are not due to fraud.
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S. 1594 would make major changes to the present civil
fraud penalty and presents many difficult questions of tax
administration. Accordingly, the Treasury respectfully
requests the opportunity to study thig matter further. At
the completion of our study, we will be pleased to submit our
views to the Subcommittee for the record.

In examining S§. 1594, we first note that the present

rule has had a long history. Since the Revenue Act of 1918
the fraud penalty has been applied to the entire tax =
underpayment. Indeed, prior to 1918, the penalty rate was
100 percent and applied to the taxpayer's total tax -
liability, not only to the underpayment. However, longevity
alone would not support retention of current law, and:we must
therefore examine the role of the present civil fraud penalty
in our tax system and whether S. 1594 would {nappropriately
-change that role. . s

One significant purpose of the present rule is to deter
taxpayers from willfully underpaying their taxes. In this
respect, the civil fraud penalty is an important complement
to the criminal penalties since in many cases it is simply
impractical to seek criminal sanctions.

We fear that restricting the civil fraud penalty, as
proposed by S. 1594, to only the portion of the underpayment
attributable to the fraud could reduce its deterrent effect.
Since successful tax evasion presents a threat to our
self-assessment system, we strongly believe that the IRS
tools in this area, such as the civil fraud penalty, should
not be weakened. ) _

We also recognize, howaver, that the present fraud
penalty operates inequitably and capriciously in some
circumstances. Thus, taxpayers with similar amounts of
income, or similar fraudulent items, may have substantially
differing penalties depending on the existence of other )
deficient, nonfraud tainted, items on their returns. We also
recognize the logic in the argument that the “"penalty should
fit the crime"; that a substantial penalty should not result
where the taxpayer has been fraudulent with respect to a
relatively minor item., We note too that it has been argued
that the present structure impedes the settlement of cases
and that, where the penalty is disproportionately large, the
Service .and the courts are reluctant to impose. it.
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Accordingly, the critical question for us is whether the

gresent inadequacies of the penalt{, and the gains to be

erived from changing it, are sufficient to overcome the
risks of eroding its deterrent effect.

Another important consideration is the impact of the
proposal on the practicalities of litigating a fraud case.
Under present law, the  Government has the burden of proof and
must establish its case by clear and convincing evidence.

The courts have generally applied this standard very
strictly. Additionally, it is verx difficult to prove .
whether a particular part of a deficiency is attributable to
fraud. Accordingly, the Government generally proves its case
by circumstantial evidence which establishes a pattern of
fraudulent conduct. If the Government were instead required
to prove that specific items were fraudulent, the difficulty
of meeting this burden would render the penalty meaningless.
We understand that it is the intent of S. 1594 that, once the
Government has established that even $1 of a deficiency is
attributable to fraud, the taxpayer would have the burden of

roving the negative ~-- that the other amounts of the )
eficiency are not fraud-related. We think this shift of the
burden of proof is a crucial element of this proposal. It
must also be recognized, however, that, even with a shift of
the burden, the change of focus from a.pattern of conduct to
a specific items approach will greatly complicate and
lengthen trials involving fraud issues.: )

Pinally, we wish to point out some of our other
concerns. Por example, as noted by the Supreme Court
(Helvering v. Mitchell, 303 U.S. 391 (1938)), a purpose of
the present fraud penalty is to reimburse the Government for
the expense of investigating and.collecting the evaded tax.-
If liability were limited to only the fraudulent items, this
role would be diminished. Additionally, while not an issue
in this bill, the present negligence penalty, like the fraud
penalty, also applies to the entire amount of the tax
underpayment. Limitation of the fraud penalty would
undoubtedly lead to arguments that the negligence penalty
should similarly be restricted. Pinally, limiti fraud to
specific items would present numerous administrative ‘
difficulties which we are now in the process of evaluating.

As is evident, . S. 1594 presents significant. problems.
By the same token, however, there is appeal to its approach.
Thus, we appreciate the opportunity to make a full study of
this matter and report back to the Subcommittee. :



‘8. 1749--Deductibility of payments under the Foreign Corrupt
Practices Act Y Of payments uncec the Fore’dn Lorfup:

8. 1749 would amend Code section 162(c¢)(1l) to disallow a
deduction for a payment to an official or employee of a
foreign government if the payment would be unlawful under the
Poreign Corrupt Practices Act of 1977. We support this
amendment .

The purpose of S. 1749 is perhaps best understood by
noti that it is but a small part of proposed legislation,
S. 708, which would modify the. Foreign Corrupt Practices Act,
The Foreigm Corrupt Practices Act of 1977 currently provides,
in part, that it is unlawful for certain U.S. persons to use
_ the mails or interstate commerce corruptly in furtherance of
an offer to give anything of value to a foreign official to
influence his or his government's actions in order to further
the business of the U.S. person. One of the proposed .
modifications contained in S. 708 would limit the application
of the Act to practices that violate the law of the other
country in question. The Administration has already
testified in favor of 8. 708,

LCode section 162(c)(1) now provides, in relevant part,
that income tax deductions are not allowed for any payment
made to an official or employee of a foreign government if
the payment would be unlawful under the laws of the United
States if such laws applied to such payment and to such
official or employee. If a payment would be unlawful under
the laws of the United States, a deduction is disallowed
under Code section 162(c)(1l) without regard to whether the-
payment is lawful or unlawful under the laws of the foreign
country.

Making an illegal payment within the meaning of Code
gaection 162(c) adversely affects taxpayers under other Code
provisions. Thus, a section 162(c) illegal payment made by
or on behalf of a controlled foreign corporation does not
reduce the earnings and profits of the corporation and causes
the inclusion of subpart P income to the corporation's U.S. .
shareholders. Also, a section 162(c) illegal payment reduces
the tax deferral benefits of the Domestic International Sales
Corporation ('DISC') provisions of the Coda.

' I! Code sectlon 162(¢c) (1) were amended as_ proposed 1n S.
1749, there would be one definition of prohibited payments
for both the Code and the Foreign Corrupt Practices Act.

This consistent treatment would simplify and improve current



-

-

-~

.80

law, as different definitions presently apply for tax and
non-tax purposes. 8. 1749 would also provide taxpayers with

. greater certainty. The current definition in section
162(¢)(1) is vague and encompasses payments which would not
violate the Poreign Corrupt Practices Act. Moreover, if 8.
708 were also enacted, it would narrow the type of payments
resulting in the disallowance of income tax deductions, the
gtea:i:n of subpart P income and a reduction in DISC
enefits.

8., 1764 - googerative Housing Corporations

8. 1764 would amend the provision of the Internal
Revenue Code relating to the taxation of stockholders of
cooperative housing corporations in two respects. First, it
would reduce the percentage of gross income that must be
derived by a cooperative housing corporation from
tenant-stockholders from 80 percent to 50 percent. Second,
it would eliminate the three year limitation on the period
during which an original seller holding stock in a

_cooperative housing corporation will be treated as a
tenant-stockholder. The Treasury Department opposes S. 1764.

Under current law, a tenant-stockholder in a cooperative
housing corporation is entitled to deduct amounts paid to the
corporation representing his or her proportionate share of
the corporation's allowable real estate taxes and interest
relating to the corporation's land and buildings. 1In
addition, a tenant-stockholder is entitled to deduct an.
allowance for depreciation to the extent that the
tenant-stockholder's leasehold interest is used in a trads or
business or for the production of income. These deductions
are available only if the corporation owning legal title to
the relevant property qualifies as a cooperative housing
corporation. One of the conditions for qualification is-that
at least 80 percent of the gross income of the corporation be

~derived from tenant-stockholders. ©

These provisions were enacted to place tenante~
stockholders of a cooperative housing corporation in
virtually the same tax posture as if they had purchased their
interest in the property directly. This remains a sensible
goal. 1If the cooperative only conducted business with its
tenant-stockholders, there would be few, if any, problems.

Unfortunately, cooperatives have a dual nature: in
addition to performing gervices for their
tenant-stockholders, they also engage in investment
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. activities and in business transactions with "outsiders."
‘The proper taxation of cooperatives requires that this dual
nature of cooperatives be adequately considered. 1In
particular, it is necessary to make sure that the income
derived from the investment activities and from the operation
of a trade or business with outsiders by the cooperative
housing corporation be taxed in a comparable fashion to
income earned by a corporation.

Currently, cooperative housing corporations are being
availed of to reduce the tax liability attributable to
investment activities or to the operation of a trade or -
business with outsiders. The after-tax earnings of the
cooperative housing corporation are being used to reduce the
amount charged by the cooperative to its tenant-stockholders
for the costs of maintaining the cooperative's property. 1In
essence, the after~tax profits properly allocable to the
noncooperative activities are being used to provide economic -
benefits to the tenant-stockholders. 1If the income were
earned by a noncooperative corporation, this type of benefit
would be clearly taxable to the corporation's stockholders as
a dividend. However, it is the prevailing practice in the
case of cooperative housing corporations for the s
tenant-stockholders to claim not to have received a taxable
dividend, although the authority for this position is at best
unclear. This practice may have resulted from the practical
difficulties of the IRS in determining whether a dividend has -
occurred. Although it works in an indirect fashion, the 80
percent requirement effectively limits the extent to which
the earnings allocable to the nonccoperative transactions may
" be used to provide nontaxable benefits to the cooperative's
stockholders.

In addition, the tax law provides other benefits to the
owners of cooperative housing corporations, For example, a
taxpayer selling stock in a cooperative housing corporation
may "rollover" ‘any gain on the stock of the cooperative
housing corporation if thé conditions of section 1034 are
satisfied.- Similarly, a tenant-stockholder would be entitled
to the one~time exclusion of gain from the sale of a
principal residence if the conditions of section 121 are
satisfied. In each case, a portion of the gain deferred or
excluded may be attributable to the tenant-stockholder's

88-18¢ 0O-—-82—5
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investment in the noncooperative operations of the
cooperative housing corporation. Since the 80 percent
requirement limits the extent of the noncooperative
activities, these extra benefits available to
tenant-stockholders are limited. However, the change
proposed by €, 1764 would increase these unjustified tax
benefits. p

Some commentators have argued that cooperative housing
corporations have been forced to enter into commercial
transactions on less than optimal terms to avoid the
possibility of running afoul out of the 80 percent
requirement. For example, it has been asserted that
commercial space will be leased at less-than market rental
rates., While we are sympathetic to this problem, we believe
that the proposed remedy, i.e., to reduce the portion of
gross income that must be derived from tenant-stockholders
from 80 to 50 percent, is inappropriate. This remedy would
increase the unjustified tax benefits that the
tenant-stockholders of a cooperative housing corporation
presently receive.. We would be happy to work with this
Committee and its staff to produce some alternative method of
resolving this problen.

As was stated earlier, we believe that v
tenant-stockholders of a cooperative housing corporation
should be treated as favorably as homeowners., However, we do
not believe that they should be entitled to more favorable -
treatment. In this regard, it is appropriate to note that
the proposed change would provide tenant-stockholders of
cooperatives with additional advantages over homeowners that
are difficult to justify. As discussed above, cooperatives
have used earnings allocable to noncooperative activities to
provide tax-free benefits to its tenant-stockholders in the
form of reduced maintainance charges. By comparison, an
individual homeowner who engages in investment activities or
who operates a trade or business in corporate form is treated
as having received a dividend when the corporation. pays a :
personal expense. If these activities are conducted outside
of a corporation, the taxpayer would not be able to use the
special tax benefits that the corporation receives.

N
Similarly, a condominium management association is not
able to use income derived from transactions with outsiders
to the same extent as cooperative housing corporations.
Although section 528 of the Code allows condominium
nmanagement associations to receive 40 percent of their gross
income from outsiders, this sum is likely to be less than the
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amounts that cooperative housing corporations may receive
since condominium management associations generally do not
receive, as gross income, amounts attributable to_the real
estate taxes and mortgage interest on the residences.
Moreover, condominium management associations are denied
certain tax benefits that corporations presently receive,

To summarize, the current tax treatment of cooperative
housing corporations is at least as favorable as that
received by competing forms of home ownership. Improvement
in the relative position of cooperative housing corporations
is unwarranted. For this reason, the Treasury Department
opposes the proposed change to the 80 percent requirement.

The second provision of S. 1764 concerns the
characterization of "original sellers” as
tenant-stockholders. As originally enacted, section 216
provided that a tenant-stockholder was required to be an
individual, Income derived_from stockholders who were-not— ~
individuals would not count towards satisfying the 80 percent
requirement. Unforeseen events, such as the acquisition by
foreclosure of stock by a bank or a sponsor of the
cooperative, could cause the remaining tenant-stockholders to
lose deductions attributable to their ownership of their
cooperative stock.

To avoid certain of these problems, Congress has allowed
lending institutions and "original sellers" who acquire stock
by foreclosure to be treated as tenant-stockholders for three
years. In addition, an original seller may hold stock
acquired from the corporation for a three year period. S.
1764 would eliminate the.three year period in determining
whether the original seller qualifies as a
tenant-stockholder. - :

We recognize that the restrictive definition of the term
tenant-stockholder may create serious problems. For example,
the death of a tenant-stockholder would result in the estate
becoming a stockholder of the cooperative for a period of
time. Since income derived from the estate would not qualify
for the 80 percent test, it is possible that all -
tenant-gstockholders could lose their interest and real estate
tax deductions. Again, we would be willing to work with this
Committae to establish rules for allowing temporary ownership
of stock by such entities as estates to avoid this problem.
In addition, we would not object to a proposal to extend the
three year temporary period where the proprietary lease is
subject to the right of an existing tenant to remain in the
residence in question. . :
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However, we oppose the broader proposal of 8. 1764 to
allow the "original seller”™ to hold stock in a cooperative
housing corporation for an unlimited period. We believe that
the traditional notion of a housing cooperative as a group of
individuals acting together should not be abandoned. 1In
addition, this proposal would enable a corporation to Tealize
the most significant benefits of filing consolidated tax
returns without subjecting itself to the existing
consolidated tax return regulations. We do not believé that
this is appropriate.

' I would be pleased to answer any guestions you may have.
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Senator PaAckwoop. We will next héar from Don deKieffer, the
General Counsel for the Office of the United States Special Trade
Representative. : A -

might indicate again that all statements of witnesses will be
placed in the record in full, and we would appreciate it if you
would abbreviate your testimony and stay within the time limits
that we have. '

Go right ahead. -

[The prepared statement follows:]

PREPARED STATEMENT, DONALD DEKIEFFER, GENERAL COUNSEL, OFFICE oF U.S.
) TRADE REPRESENTATIVE '

My name is Donald deKieffer, and 1 am the General Counse! of the Office of the -
United States Trade Representative. | am pleased to appear before your suibcommit-
tee today representing  Ambassador Brock and U.S.T.R. As members of the Senate
Finance Committee are aware, the Office of the United States Trade Representative
is the agency with lead responsiblity for passas;; of 8. 708, Senator Chafee’s amend-
ments to the Foreig Corrupt Practices Act. We believe that it is imperative that
reform le?islation enacted and passed as quickly as ible to eliminate the
export disincentive aspects of this well-intended law. For these reasons, we are most
haggg that this subcommittee has scheduled today’s hearing on the tax provision of
S. 708, now before this subcommittee as separate legislation, S. 1749.

The changes proposed in 8. 1749 are minor in comparison to the FCPA reforms
embodied in S. 708. However, the conforming tax changes in this legislation are of
major importance to U.S. companies operation and competing in foreign countries.
The discrepancies between the defintions of an illegal payment found in the U.S.
Tax Code and in the Foreign Corrupt Practices Act are no less serious a disincentive
tF% %r:\berin fexport: markets than are some of the more ambiguous provisions of the

itself. :

Under the present Section 162(c) of the Internal Revenue Code, no deduction is

rmissible for any pa{ment to a foreign official by a U.S. taxpayer that would be
llegal if U.S. law applied to such payment. This adverse tax consequence occurs
regardless of whether U.S. law actually applies to the payment or whether the
payment is legal where made. -~

rther, Section 1065 of the Tax Reform Act of 1976 grovides that any Section
162(c) payment by a foreign corporation controlled by a U.S. taxpayer be included as
Subpart F income and not be deductible in calculating Earnings and Profits under
Section 952. In the case of a Domestic International Sales Corporation (or a “DISC”)
of a U.S. taxpayer, Section 162 payments are treated as a ‘‘deemed distribution” to
the U.S. shareholder.

Briefly stated, the Tax Code provisions do not permit any deduction for any
payment to an official or em;i)loyee of any government, if the payment is illegal
pndertg.ii.l law. Payment location is immaterial. Legality of non-U.S. country law is
imma .

Also, illegal payments reduce the tax deferral benefits of the Domestic Interna-
tional Sales Corporation (“DISC”) provisions of the Code.

The problem for U.S. companies arises when we refer to the Foreign Corrupt
Practices Act for a definition of what is legal or illegal behavior. This Administra-
tion, like the Carter Administration, has argued that such a definition is not clearly
written in the FCPA, and this ambiguity has had a chilling effect on American
business people competing overseas. Clearly, enactment of the language recommend-
ed in 8. 708 will go a long w?' toward alleviating much of this ambiguity by listing
%iﬁc types of payments and practices which are not intended to be covered by the

‘CPA prohibition. .

Nonetheless, even under the present Act, “grease” or facilitating payments, of
which the rec:{:ients are lower level bureaucrats who {)erform ministerial or clerical
duties, are not prohibited. In writing the FCPA in 1977, Congress consciously set
aside these types of payments as legal under U.S. law on the grounds that they
conatituted a necessary practice in many areas of the world. The classis example is
that of the foreign dock steward who refuses to unload a shipment of perishable
goods unless he has received a “tip” or “gift"”. o

Unfortunately, the Tax Code definition refers only to U.S. law, which includes
several statutes that prohibit the giving of anything to any public official with
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intent to influence. Consequentli/, the "srease" yment which is acceptable under
the present FCPA, is unacceptable according to the U.S. Tax Code.

The problem will become even more onerous with the passage of the reforms in S.
708. As currently written, Section 5 of the Senate Banking Committee-approved bill,
the bribery prohibitions of the Foreign Corrupt Practices Act would not apply to:

‘(1) any facilitating or expediting payment to a foreign official the purpose of
which is to expedite or to secure the performance of a routine governmental
action by a foreign official, as distinguished from governmental action in which
the exercise of judgment by the foreign official is a significant factor; ‘

(2) any payment‘:vtgif't, offer, or promise of anything of value to a forei
official which is lawtul under the laws and regulations of the foreign official’s
country;

(3) any payment, gift, offer, or promise of anything of value which constitutes
a courtesy, a token of regard or esteem, or in return for hospitality; .

(4) any expenditures, including travel and lodging expenses, associated with
the selling or purchasing of goods or services or with the demonstration or
explanation of products; or

5) any ordinary expenditures, including travel and lodging expenses, associ-
aﬁed wfith the performance of a contract with a foreign government or agency
thereof.”

With the clear delineation of specific acceptable foreign payments in a newlg
amended FCPA, a conforming tax law change will become a nécessity. This
especially true of the proposed provision stating that if the behavior is legal in the
country where it takes place, it does not constitute a violation of the FCPA.

At present the FCPA and the U.S. Tax Code do not correspond in their definitions
of illegal payments. Arguably, the Tax Code should have been amended when the
FCPA was signed into law. It was not. A problem exists today for U.S. companies. A
much bigger problem will exist once S. 708 becomes law.

What is the problem such a discrepancy creates? Contrary to the stated purpose
of the Tax e's business deduction allowances, the problem is not one of tax
benefits or liability. The tax impact on facililtating payments, gifts, or marketing
expenses in overseas operations is minimal. Deductions for such corporate outlays
are not what is at stake.

Instead, the problem arises from a potential failure to report such expenses
accurately, as well as the potential loss of DISC benefits. For example, filing of a
fraudulent tax return can incur a civil penalty equal to 50 percent of the tax
amount. A willful failure to keep books and records or to su i:ly required informa-
tion at the time it's required could lead to a penalty of up to g 0,000 in fines and/or
one year in prison. And any willful attempt to evade or defeat tax liability is a
$10,000 fine and/or up to 5 years in prison.

As for the reduction or elimination of DISC benefits, such an adverse consequence

‘could run into the millions of dollars for individual companies.

For these Eraphic reasons, it.is imperative that we have a tax code and a
statutory prohibition against bribery of foreign officials which are understandable,
and compatible. U.S. businesses, especially smaller and medium-size comganies;
must not be subjected to conflicting definitions of legal and acceptable behavior

Section 9 of S. 708 and S. 1749 would amend I.R.C. Section 162(c) to provide that
nondeductibility (and, therefore, adverse Subpart F and DISC treatment) would
occur only if liz‘acxi’exmem: by a U.S. taxpayer, controlled foreign corporation, or DISC
violates the . Thus, U.S. law would no longer be applied on a hypothetical
basis under Section 162(c) but, rather, the actual U.S. statutory prohibition under
the FCPA (and no other) would be incorporated within the terms of the tax penalty
provisions.

Enactment of these changes would create a single comprehensible definition of
grohibited payments for both the Tax Code and the Foreign Corrupt Practices Act.

uch consistency will improve both laws, and provide much needed certainty to
taxpayers and exporters. .

It is my hope that this subcommittee and the Senate Finance Committee will act

in unison with the Senate Banking Committee and apgrove this tax provision
swiftly and recommend to the Senate passage of S. 1749, as included in S. 708.

STATEMENT OF DONALD DE KEIFFER, GENERAL COUNSEL,
OFFICE OF. THE U.S. SPECIAL TRADE REPRESENTATIVE .

Mr. peKEIrrer. Thank you very much, Mr. Chairman. I am very
pleased to aBpear before your subcommittee today -representing
‘Ambassador Brock and the U.S. Trade Representative.
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As members of the committee are aware, USTR is the agenc
with lead responsibility for the passage of S. 708, Senator Chafee’s
amendments to the Foreign Corrupt Practices Act. We believe that
it is absolutely imperative that reform legislation be enacted and
passed as quickly as possible to eliminate the export disincentive
aspects of this law. For these reasons, we are very happy that this
subcommittee has scheduled today’s hearing on the tax provision of
S. 708 before this committee as separate legislation in S. 1749.”
- The changes proposed in S. 1749 are minor in comparison to the
FCPA reforms embodied in S. 708. However, the conforming tax

~changes in this legislation are of major importance to the U.S.
companies operating and competing in foreign countries.

Under the present section 162(c) of the Internal Revenue Code,
no deduction is permissible for any payment to a-foreign official by
a U.S. taxpayer that would be illegal if U.S. law applied to such a
payment. This adverse tax consequence occurs regardless of wheth-
er U.S. law actually applies to the payment or whether the pay-
ment is legal where made. We have stated the Tax Code provisions
do_not permit any deduction for any payment to an official or an
employee of any government if the payment is illegal under cur-
rent U.S. law. The payment location is immaterial and legality
under foreign law is immaterial. Also, illegal payment reduce the
tax deferral benefits of the Domestic International Sales Corpora-
tion in the provisions of the code. -

The problem for U.S. companies arises when we refer to the
Foreign Corrupt Practices Act for a definition of what is legal or
illegal. This administration, like the prior administration, has
argued that such a definition is not clearly written into the FCPA,
and this ambiguity has had a chilling effect on American businesgs.
people competing overseas. Clearly, enactment of the language rec-
ommended in S. 708 would go a long way toward alleviating much
of this ambiguity by listing s%zcific types of payments and practices
which are not intended to covered by the~FCPA prohibition.

Nevertheless, even under the present act, facilitating payments
of which the recipients are lower level bureaucrats who perform
ministerial or clerical duties are not prohibited. In"writing the
FCPA in 1977, the Congress consciously set aside these types of
payments as legal under U.S. law on the grounds that they consti-
tuted a necessary practice in many areas of the world. The classic
example is that of a foreign dock steward who refuses to unload a
shipment of perishable goods unless he receives a tip.

—"Unfortunately, the Tax Code definition refers only to U.S. law,
which includes several statutes that prohibit the giving of anything
- to any public official with intent to influence. Consequently, the
grease gayment,s, if you will, which are acceptable under the pres-

ent FCPA, is unacceptable according to the U.S. Tax Code.

Thus, at present, the FCPA and the U.S. Tax Code do not corre-
spond in their definitions of illegal payments. Arguably, the Tax
Code could be amended, should have been amended when the
FCPA was signed into law in the first place. It was not. The
Froblem exists today for U.S. companies, and a much bigger prob-
em will exist once S. 708 becomes law. ‘

What is the problem this discrepancy creates? Contrary to the

. stated purpose of the Tax Code’s business deduction allowances, the

7
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problem is not one of tax benefits or tax liability. The tax impact
on facilitating payments or gifts or marketing expenses in overseas
operations is minimal. Deductions for such corporate outlays are
not-what is at stake. Instead, the problem arises from a potential
failure to report such expenses accurately, as well as the potential
loss of DISC?O benefits. Such adverse consequences could run into
millions of dollars for individual companies and involve severe
criminal penalties.

For these reasons we believe that it is imperative that we have a
tax code and & statutory prohibition against bribeg of foreign
officials, which is understandable and compatible. U.S. businesses,
particularly smaller and midsized companies, must not be subjected
to the conflicting definitions of legal and acceptable behavior.

Section 9 of S. 708 and S. 1749 would amend IRC section 162(c) to
Brovide that nondeductibility and, therefore, adverse subpart F and

ISC treatment would occur only if the payments made by a U.S.
taxpayer, controlled foreign corporation or DISC violates the
FCPA. Thus, the U.S. law would no longer be applied on a hypo-
thetical basis under section 162(c)-but, rather, the actual U.S. statu-
tory prohibition under the Foreign Corrupt Practices Act and no

.. other would be incorporated within the terms of the tax penalty
provisions.

Enactment of these changes would create a single comprehensi-
ble definition of prohibited practices for both the Tax Code and the
FCPA. Such consistency, we believe, would provide a needed cer-
tainty to taxpayers and to exporters.

It is my hope that this subcommittee and the Senate Finance
Committee will act in unison with the Senate Banking Committee
and approve this tax provision swiftly and recommend to the
Senate the passage of S. 1749 as included in S. 708. ..

Thank you very much, Mr. Chairman.

- Sermator PAckwoob. Senator Byrd.

Senator Byrp. You refer twice in your statement to-S. 708. You
say that the problem will become more onerous with the passage of
the reforms in S. 708. What is the status of S. 7087 -

Senator PaAckwoobp. Well, I can tell you. It was reported out of
the Banking Committee with all but two favorable votes—11 to 4.
Excuse me. And it is now waiting to come to the floor.

Senator Byrp. Well how will the situation to which you refer,
Mr. deKeiffer, become more onerous with the passage of the re-
forms in S. 708? -

Mr. peKEeIrFer. Well, Senator Byrd, the provisions of the Foreign
Corrupt Practices Act—the provisions of S. 708 are designed to
clarify many of the problems that exist under the current law. If S.

708 goes through as it currently is, without the tax provisions that
are incorporated in S. 1749, we believe that additional uncertainty
would be placed upon taxpayers and exporters as to exactly what is
legal and what is illegal. :

S. 708 has been sold on the basis that it is a clarifying bill. ‘We
believe that more questions would be raised than answered if——

Senator Byrp. Do you feel it is not a clarifying bill?

Mr. peKEeirFeR. We believe that it is a clar_i,fring bill, but if this
gartlcular provision is not enacted then it will create even more

- doubt as to what the law is, because there will be a conflict in the
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- law. People still will not know exactly what is legal and what is
illegal. We believe it is an absolutely essential element of S. 708.

Senator Byrp. Thank you.

Senator PAcCkwoobp. Senator Chafee?

Senator CHAFEE. Nothing, thank you.

Senator PAckwoobp. Senator Symms,

Senator Symms. No questions, Mr. Chairman. Thank you.

Senator PAckwoop. Thank you very much.

We will now move on to a panel composed of Senator Curtis,
John S. Noland, Jack Battaglia, and Richard Roberts. We are de-
lighted to -have Senator Curtis back in force. He served on this
committee for years with distinction and as its ranking Republican .

~ < member for many years. ‘ .

Senator CurTis. Mr. Chairman, may I state that we are delighted

to appear and be listed as part of a panel of the American Bar

- Association. But it happens that Mr. Nolan is making the official
statement for the bar association, and the rest of us are speaking
in our own right.

Senator Symms. Mr. Chairman, could I make a brief comment at
this point? - -

—- ; Senator PAckwoob. Yes, sir.

STATEMENT OF HON. STEVEN D. SYMMS, A U.S. SENATOR
FROM THE STATE OF IDAHO

- Senator Symms. I thank you very much, Mr. Chairman, and I
- want to thank you and the chairman of our committee, Senator
Dole, for scheduling this hearing.

I introduced S. 1594 for two basic reasons. First, I believe it is a
just bill, and it will correct a provision in our tax law which often
results in an injustice and in unequal’ treatment of taxpayers.

Second, I have introduced this bill because I believe the enact-
ment of this proposal would be in the best interests of the Govern-
ment. The present statute is not conducive to the best administra-
tion of our tax laws. :

.. The present law provides for a civil broad penalty of 50 percent
on the entire deficiency shown on the tax return. This means that
--the amount of the penalty is not determined by the magnitude of
the fraud, but in many cases the amount of the penalty is deter-
}nin%d by items in the return which are in no way tainted with
raud. -

Let me make an illustration. Let us take the case of two Govern-
ment accountants, and we assume that they work side-by-side in
the same office. The third party asks these two accountants to do
an accounting job when they are off duty, and he lx:ays each of
them in cash. Let us further assume the% both make the mistake of
deciding not to report the cash income. The one accountant has no
other items to be adjusted in his return, but the second accountant
had honestly thought a certain transaction was attached to the

- gift. But the IRS held it to be ordinary income, and this resulted in
a deficiency of $1,000.

Let us assume the failure to report this cash income on the part
of these two men came to light, and they were called upon to pay a
civil fraud penalty, and that it resulted in a $300 deficiency for
each of them, How would they be treated?

-—
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Under the present law the civil fraud penalty is 50 percent of the
entire deficiency. One accountant will have a civil fraud imposed
upon him of $150; the other one, because of a circumstance in his
return unrelated to fraud, will J)ay a penalty of $650, or more than
four times the penalty assessed against his coworker. One penalty
was too small, the other too large. This manifestly is unfair and
should be corrected.

The present law creates a difficult problem for the Government,
also. If the pending measure were the law to be applied in this
situation, each of the individuals would be assessed a civil fraud
penalty of $300. And my bill increases the penalty on fraud-tainted
items. I hope this measure can be advanced by the Committee on
Finance and enacted into law. ' |

I would note, Mr. Chairman, that you heard Treasury’s testimo-
ny. I think that I don’t object to having Treasury carefully study -
this, and I look forward to hearing from our witnesses this morn-
ing: Senator Curtis and his two distinguished colleagues from the
bar. I look forward to their testimony, and then we will see that we
make that available to Treasury and, hopefully, they will see the
wisdom of what I think we are about to hear here.

So I will yield back my time. I again express my thanks for your
bringing this measure forward before the committee.

Thank you, Senator.

Once more, let me explain to the witnesses why we have these
hearings- and th' I would prefer that you put your statement in
the record and tell us orally the main points.

This tax subcommittee has hearings on literally dozens of bills,
most of which are inequities in the Tax Code in the eyes of the
proponents. They may not be in the eyes of the opponents, but they
are in the eyes of the proponents.

We have these hearings so that we can get a complete record on
it, get Treasury’s positions, and also not be subject to the charge
that we are considering bills and markups that have never had a
hearing nor where the opponents have had a chance to make their
case. Most of the topics are not complex, and we understand them;
so it is much more -helpful to us to have you very forceably and
orally state what your positions are, knowing full well that we will
have a chance to read in detail, and the staff will read in detail,
the statements that will be in the record.

Senator Curtis, do you want to go first?

Senator CurTis. I would yield to Mr. Nolan.

-Senator PAckwoob. All right.

Mr. Nolan, go right ahead.

STATEMENT OF JOHN S. NOLAN, CHAIRMAN OF THE AMERI-
CAN BAR ASSOCIATION SECTION ON TAXATION, REPRESENT-
ING THE AMERICAN BAR ASSOCIATION, WASHINGTON, D.C.

Mr. NoraN. Thank you, Mr. Chairman. I will summarize my
written statement. ,

The position of the American Bar Association is that the civil
fraud penalty should be based upon the deficiency in tax attributa-
ble to items as to which there was fraud rather than upon the
entire tax deficiency as under existing law. Accordingly, we sup- -
port S. 1694, as proposed by Senator Symms, providing that taxpay-
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ers should be given an oEportunity to prove the absence of fraud as
to particular items. To the extent the taxpayer is able to carry this
burden of proof, the civil fraud penalty would apply only to the
fraud-tainted items.

S. 1594 would also change the civil fraud penalty from 50 percent
of the total deficiency to 100 percent of the deficiency attributable
to items as to which the taxpayer has not carried the burden of
proving the absence of fraud. Now this latter feature involves new
considerations which the American Bar Association has not previ-
ously addressed before the Congress and which I will discuss today.

First of all, S. 1594 would not change the fact that a civil fraud
penalty would become applicable once the Government has proved
that any part of an underpayment of tax is due to fraud. It would
merely permit the taxpayer, subject to the burden of proof, to
establish the absence of fraud with respect to particular items
giving rise to the underpayment or deficiency in tax. The civil
fraud penalty would be based on the balance of the deficiency, as to
which the taxpayer failed to prove that there was no fraud. This
more refined application of the civil fraud penalty would be fairer;
it would tend to eliminate unduly harsh and capricious effects of
the existing penalty; and it would facilitate the settlement of cases
without litigation.

The current civil fraud penalty can work unfairly because it can
punish conduct which is plainly not wrongful. Consider a taxpayer
with competent professional advice who takes a position on his tax
return that subsequently turns out to be incorrect. Ordinarily, no
penalty would or should attach to that conduct. If,-however, there
18 also an unrelated fraud-tainted item on the taxpayer’s return,
the current law will punish the taxpayer for the nonfraudulent
mistake of his professional adviser as well as for the fraud.

The current civil fraud penalty violates-the general principle
that punishment should be commensurate with the offense. This
provision as it now exists can result in penalties that are dispropor-
tionately large compared to the amount of the fraud-tainted items.
A small businessman, for example, can and should incur a civil-
fraud penalty for fraudulently disguising a nondeductible political
contribution as a deductible business expense, but the penalty
should not become many times larger because of a completely
unrelated adjustment capitalizing some of his repair costs or reduc-
ing his bad debt deduction, when there was no fraud of any kind
involved in the repair cost or bad debt deduction items. :

It is generally accepted that the courts and the Internal Revenue
Service, recognizing the capriciousness of the current civil fraud
penalty, often refuse to apply the 50-percent penalty where it
would be grosséy dispro(i)ortionate to the extent of the wrongdoing
or would be unduly burdensome.

This exercise of discretion, however, introduces inconsistency
into the application of the penalty and-forces a choice between the
equally unsatisfactory alternatives of a genalt that is either
unduly harsh or a failure to penalize culpable behavior. For much
the same reasons the existing penalty provision lends itself to
misuse as a lever to force ibly unwarranted concessions by the
taxﬁayer in order to avoid overly punitive effects from imposition
of the fraud penalty. ‘
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The Internal Revenue Service and the Department of Justice
have asserted thatS. 1694 would diminish the in terrorem effect of
the civil fraud penalty and would thereby reduce voluntary compli-
ance with the tax laws. We do not agree. Of primary importance,-it
is the risk of criminal prosecution for tax fraud that supports -
voluntary compliance, and S. 1594 would not lessen the risk of
criminal penalties to any extent. Furthermore, a taxpayer will
never know in advance that the Internal Revenue Service will not
assert the fraud penalty with respect to the whole deficiency. In
making choices as to potentially fraudulent conduct, -he is not
likely to be weighing the fact that if the tax deficiency is enlarged
on account of items as to which there is no fraud-and as to which
he can prove there was no fraud, even though by hypothesis there
is fraud on his part to some extent, his penalty would be reduced.

We think further that S. 1594 will actually facilitate the admin-
istration of the tax laws. During an audit or an administrative
appeal of a case involving potential deficiencies in respect to both
nonfraud and fraud-tained items, the ability of the Internal Reve-
nue Service to impose the fraud penalty selectively will encourage
settlements. by taxpayers. Furthermore, even where litigation
occurs, it may facilitate stipulations by the parties as to many
issues as to which they can agree there was no fraud by the
taxpayer.

There is some legitimate concern that S. 1594 would result in
lengthier and more complex tax trials. This is due to the fact that
where a taxpayer introduces evidence showing the absence of fraud
with respect to particular items, the Internal Revenue Service will
be required to produce evidence to establish fraud with respect to.
each such separate item. Under existing law the issue of-fraud
need be litigated with respect to a single deficiency item, any single .
deficiency item, in order to impose the penalty on the entire defi-
ciency. ,

But expedience should not be given a higher priority than equity
and consistency in the administration of our tax system. Although
tax fraud is a iross violation of civic duty and responsibility and
should be puniched, the punishment must always bear a reasonable
relationship to the extent of the violation. If criminal conduct is
involved, severe criminal penalties may be imposed. The civil fraud
penalty, however, is civil punishment, and as such should be ap-

‘plied fairly-and uniformly.

I might just add in conclusion that where the evidence does show
a clearcut overall pattern of fraud, the courts can certainly be

" expected to offer no encouragement to allegations that specific

items are exempt from the taint. In other words, where the taxpay-
er's fraud is pervasive, the courts are likely to impose a very heavy
burden of proof on the taxpayer who seeks to show that some item
leading to the tax deficiency involved no fraud. -

In summation, we think this is a very fine provision which will -
increase the equity of the system and will encourage settlements
and should be enacted.

Thank you. ~ ) ,

Senator Packwoop. Thank you very much, Mr. Nolan.

Senator Curtis. oo
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STATEMENT OF HON. CARL T. CURTIS, NELSON & HARDING,
"WASHINGTON, D.C.

Senator Curtis. Mr. Chairman, I am delnghted to be here. With
me on this panel is Mr. Jack Battaglia of Rochester, N.Y., and Mr.
Richard M. Roberts of Washington.

I will have considerable material to be printed in the record so I
will be very brief, then I would like to have these men heard from
briefly, also.

It is very basic to our tax law that taxpayers should have equal
treatment. As the statute now stands, two individuals, each having
failed to report outside income that they received in cash in an
amount which resulted in a $500 deficiency for each, and if one of
these individuals had in his return an unintentional mathematical
error which resulted in a $1,000 deficiency for him, the latter
individual would face a civil fraud penalty of $750-while the first-
mentioned individual would face a civil fraud penalty of only $250.
This is manifestly unfair. Under S. 1594 each would receive a
penalty of $500. -

This could also happen: An individual could be guilty of fraudu-
lently omitting an item, but if he had some accidental errors in his
return in favor. of the IRS there would be no penalty applied,
because the accidental errors in favor of the IRS would offset it
and there would be no deficiency. And that shows the other ex-
treme of the problem.

Our tax system is based on voluntary reporting of income by the
taxpayers. If our laws are such that the IRS is able to treat all
taxpayers with ordinary simple rules of common justice, the IRS
will maintain the confidence and cooperation of all the taxpayers.
This in return will result in fewer problems, less expense for all,
and fuller reporting of income.

Mr. Chairman, I offer a statement of Mr. Terry Phillip Seigel,
who used to be employed in this Senate. Later on he was assistant
U.S. attorney here in-the District of Columbia. He was chairman of
the Subcommittee on Criminal Penalties with the American Bar
Association. And here is what he says:

In_my judgment the present law works against the Government’s own interest-in
criminal tax cases. When I prosecuted criminal tax fraud cases as an Assistant
United States Attorney, I can recall several instances where defendants, upon
learning that the civil fraud penalty would subsequently be applied to the entire
civil de iciency for an indictment year, put the Government to the time and expense
and uncertainty of a criminal trial rather than {)lead guilty.

I am persuaded that, had S. 1594 been the when [ prosecuted criminal tax
cases, these defendants 'would have plead guilty.

Senator Byrp. Mr. Curtis, who wrote that letter?
- Senator Curmis. That is a statement I will offer for the record.
Mr. Terry Phillip Segal.

Senator BYRD. And he was a former U.S. attorney here in the
District of Columbia?

Senator CurTis. Assistant U.S. attorney.

Senator Byrp. Thank you.

[The statement follows:]
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- STATEMENT OF
TERRY PHILIP SEGAL
= IN SUPPORT OF S8.1594

My name is TERRY PHILIP SEGAL, and I presently practice
law in Boston, Massachusetts. In my law practice, I specializé
in the representation of neople who are being investigated by
the Internal Revenue Service for possible criminal violations
of the tax laws.

_ Let me briefly summarize my educational and vocational
experience. In 1964, I gradiuated from Amherst College, Amherst,
Ma. with a B.A. degree. 1In 1967, I received an LL.B. from Yale
Law School. After graduating from law school, I spent 18 months
as legislative counsel to U.S. Senator Philip Hart of Michigan,
From December, 1968 to July, 1970, I was an Assistant United
States Attorney for the District of Columbia. From May, 1971
to August, 1973, I was an Assistant United States Attorney for
the District of Massachusetts. In this capacity; I was respon-
sible for the prosecution of Federal criminal income tax cases
in Massachusetts. Since leaving the Government, I have been in
private practice - specializing in the defense of Federal white
collar criminal cases. For several years, I was Chairman of the
Sub-Committee on Criminal Penalties of the American Bar Associa-
tion Tax Section's-Committee on Civil and Criminal Tax Penalties,
Additionally, I have written approximately ten articles for
various legal publications on the subject of income tax evasion,
and have taught for six years at Boston College Law Schoql.

Based upon my experience as a prosecutor and defense
counsel, I strongly support S$.1594. Under present law, the
50 percent fraud penalty attaches to the taxpayer's total
deficiency. $S.1594 would correct this inequity by changing
the fraud penalty to the deficiency resulting from fraud.
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. In my judgment, present law works against the Govern-
ment's own interest in criminal tax cases. When I prosecuted
criminal tax fraud cases as an Assistant United States Attorney,
I can recall several instances where defendants upon learning
that the civil fraud penalty would subsequently be applied to
the entire civil deficiency for an indictment year, put the
Government to the time and expense and uncertainty of a crim-
inal trial rather than plead guilty. I am persuaded that had
$.1594 been law when I prosecuted criminal tax cases, these
defendants would have pleaded guilty. " Ironically, my recollec-
tion is that one of the defendants who decided to plead not
guilty after learning that the-civil fraud penalty would be
attached to the entire deficiency was acquitted.

- As a defense counsel, my experience is that because of
present law, I have recommended to several clients that they
go to trial rather than plead guilty. Had S.1594 been the law,
I am sure my recommendation would have been different. '

; | m\?\\\ \951-1\5\

Terry Phllip s&gal
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. Senator CurTis. Here. is a letter from Mr. J. Richard Johnston of
Oakland, Calif. I will offer the entire original letter. He was special®
attorney from 1946 to 1951 in the Penal Division of the Office of
Chief Counsel of the, then, Bureau of Internal Revenue. And he-
says: ‘“The inequity of the present fraud penalt{eis 80 obvious as to
require no explanation or argument. It.simply bears no relation to
the extent of the fraud.” :

[The letter follows:]

~ JounstoN & KLEIN,
ATTORNEYS AT LAW,
Oakland, Calif,, October 27, 1981.

Subject: Revision of Internal Revenue Code (Pertaining to Fraud Penalty).™

Senator RoBERT J. DOLE,
U.S. Senate, Washington, D.C. .

DEAR SENATOR DOLE: I am told that Senator Symms’ bill, S. 1594, has been set for
hearing before a subcommittee of the Senate Committee on Finance on November 6.
I respectfully submit this statement in support of the bill.

I have been involved in federal tax work for 35 years; from 1946 to 1951 as a
special attorney in the Penal Division of the Office of Chief Counsel of the (then)
Bureau of Internal Reyenue, and since that time in private practice as a tax
specialist in Oakland, California. My work in the Penal Division consisted entirely
in reviewing cases where criminal prosecution had been recommended, and a major.
part of my practice since leaving the government has consisted of representing
taxpayers under investigation or indictment for tax fraud.

e inequity of the present fraud penalty is so obvious as to require no explana-
tion or argument; it simply bears no relationship to the extent of the fraud. Senator
Symms' bill would remedy this inequity by basing the penalty on the amount of
uncll‘%payment due to fraud, and doubling the rate of the penalty, from 50 percent

"“to percent.

Amending section 6653(b) of the Internal Revenue Code in this manner would, in
my opinion, rationalize that portion of the law and work a significant improvement
in Internal Revenue Code. '

Sincerely yours, R
J. RICHARD JOHNSTON.

Senator CurTis. I have a statement here by Mr. C. James Judson
of Seattle, Wash. And I will offer that in full.

He points out how erroneous the present system is.

[The letter follows:]

Davis, WRIGHT, Tobp, REESE & JONES,
Seattle, Wash., October 22, 1981.

Senator STEVEN D. Symms,
Room 125, Senate Office Building, Washington, D.C.

DEAR SENATOR SyMMms: I write in support of S. 1594. I am a tax lawyer in Seattle,
Washington. I have twelve years’ experience in dealing with both civil and criminal
tax fraud matters on behalf of taxpayers. These dealings have been both administra. -
tive before various levels of the Internal Revenue Service as well as in the courts. I
have long been concerned about the civil tax fraud penalty provided by Internal
Revenue Code Section 6653(bX1), the so-called 50 percent fraud penalty. As you
know, the penalty applies to the full amount of tax understatement which is
determined on audit, regardless of whether the understatement arises from the
claimed fraudulent action or from inadvertence or ignorance. The punishment
simplg does not fit the proscribed action. For that reason it should be modified as
provided in your S. 1594. .

I have had taxpayers who have both been substantially benefited and substantial-
ly damaged by the current mechanism of IRS Section 6653(bX1). I have had clients
who have been accused of civil tax fraud by the Internal Revenue Service in
situations where the claimed fraudulent action constituted five percent or less of

upon understatements. The fraud penalty there obviously is a very heavy
weight for those taxpayers to carry.

On the other hand, I have represented taxpayers who have taken tax positions
which the IRS has asserted are fraudulent, but where those tax positions have been
substantially offset by accidental errors in favor of the Internal Revenue Service.
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The net amount found due by the taxpayers has been nominal. Their alleged
substantial fraudulent activity has given rise to a very small actual penalty.-

In neither. circumstance does the penalty fit the proscribed activity. It is my
strong suggestion that S. 1594 be enacted into law by the 97th Congress.

Very truly yours,

- o C. JAMES JUDSON.

Senator CurTis. And, likewise, a letter to the chairman of the
subcommittee, Senator Packwood, from Charles M. Louck of St.
Louis, who also for years represented the Government side of this.

He points out, among other things, how a corporation owned by
many shareholders can be punished unjustly because 10 people
may be responsible for the tax return and one of them does some-
thing he shouldn’t. And yet that corporation has many items in
dispute, and an assessment comes in for a tremendous amount,
which is a regular happening. _ :

The shareholders are all punished for the happenstance of the

" réturn. -

[The letter follows:]
CHARLES M. Lock,
ATTORNEY AT LAw,
St. Louis, Mo., November 2, 1981.

Senator Bos Packwoop, :
Subcommlgtéee on Taxation and Debt Management, Committee on Finance, Washing-
ton, D.C.

DEAR SENATOR PAckwoob: This letter is in regard to Senator Symms’ S. Bill 1694,
I understand your Subcommittee will hold hearings on this tax bill on November 6,
1981. Please give this bill your favorable consideration.

From 1967 to 1978 I was a trial attorney with Chief Counsel’s Office, Internal
Revenue Service, in St. Louis, Missouri. Since March, 1978 I have been a sole
practitioner, specializing in civil and criminal tax law. I also teach part time in the
Masters Program at Washington University.

1 believe the examples set forth in the Congressional Record dated October 5,
1981, adequately explains the inequity of Code § 6653(b) as it pertains to individuals.
Even though the public and lawmakers seem reluctant to grant tax relief to corpo-
rations we must remember shareholders are the true benefactors of a correction of
an injustice in the tax law.

In this day of divided responsibility it is extremely harsh to punish all sharehold-
ers for the impropriety of perhaps one individual who causes a false return to be
filed. For instance, there may be ten individuals who have the responsibility for
gathering the information necessary for filing a return. Nine of the individuals may
do their best to insure an accurate return is filed. One of the individuals may be the
cause of an item either not being reported or falsely deducted. Assume there is an
honest dispute which results in a deficiency of $100,000. Assume further that the
fraudulent item casued by the misguided employee accounts for a deficiency of only
$1,000. Instead of the shareholders being the victim of a $500.00 penalty, they-end
up under the present law of being punished with a $50,500 penalty assessment. This~
could jeopardize the very existence of the business. Surely justice demands that
shareholders be given protection under such circumstances.

.. A vote for approval of this Bill will be truly appreciated.

Sincerely,
3 CHARLES M. Lock.
Senator CUuRrTis. Mr. Chairman, I have these original statements
here. I will take no more time. -
. szrlmlator Packwoop. All of those statements will be in the record
in .
Mr. Roberts. _ ) -

88-186 0--82—=-6

o~
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STATEMENT OF RICHARD M. ROBERTS, HAMEL, PARK, McCABE
& SAUNDERS, WASHINGTON, D.C.

Mr. RoBERTS. Senator, I endorse what Senator Curtis has said.
feel that the amendment that was spoken of earlier to the Internal
Revenue Code—the proposed amendment—that would conform the

“Revenue Code to a rrug: Practices Act is a good starting point,
and the illustration that Senator Curtis just gave of a corporation.

In the overseas payment cases, of which there have been many
fairly recently, the payments in relation to the overall liabilit§ of
the taxpayer, the corporation, have been generally very small. You
have many Civil adjustments in most corporate tax audits by the
Revenue Service. , -

If you take the payments that were made that violated the
Internal Revenue Law and now the Corrupt Practices Act and
apply- the fraud penalty to those, and then to the rest of the
deficiency, you have a tremendous deficiency imposed because of
the 50-percent fraud penalty being applicable to the whole deficien-
cy. I think it only equitable that it only be applicable to the fraud
items. -

- I do have some problem with the provision that puts the burden
on the taxpayer to prove his lack of fraud as to other items. It
seems to me that where the Government has the burden of proving
fraud as to an item, if it says other items are fraudulent-then it
should also have the burden as to those items. It has been able,
apparently, to carry its burden as to the item that it has identified
as a fraud item, and I feei that any item that it wants the 50-
Eercgnt or now 100-percent fraud penaltﬁ, if the 100 percent passes

ere, it should identify and say that there was fraud as to that
item and have to carry the burden.

Another thing that may be. worth statin’ghin I{)assing, is what is
the burden going to be on the taxpayer? The
vides that in the Tax Court the commissioner has the burden of
proof to prove fraud. Now the courts have grafted onto the refund
cases in the district courts the burden that the Government, by
clear and convincing evidence, must prove fraud before the fraud

penalty will be imposed.

- Now what is the burden if this provision goes inta the Code, of

the burden being on the taxpayer to prove lack of fraud? Will it be

the clear and convincing, or will it only be the preponderance of
evidence? If this goes-in, I do believe that the committee should
add just what the burden of proof would be.

Thank you.

Senator PACKwooDp. Mr. Battaglia.

STATEMENT OF JACK M. BATTAGLIA, ROCHESTER, N.Y.

Mr. BATTAGLIA. I am a practicing tax attorney. I graduated from -

(S}):;acuse University in 1962, and I obtained a masters in tax from
rgetown in 1966. I worked for the Internal Revenue Service for
3 years in-the Rulings Division here in Washington, and I have
been in private practice for the last 16 years, doing only tax work,
The bulk of my practice is civil and criminal tax litigation.

_Since 1978 I have regresented 20 taxpayers in criminal tax inves-
tigation, all of which have resulted in a subsequent civil tax case
involving the assessment of the civil fraud penalty. -

evenue Code pro- -

[
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I, too, agree that the present provisions of the civil fraud penalty
are fross y inequitable in that they charge a taxpayer with a
penalty for items of the deficiency that are not fraudulent. For
examéﬂe, if a deficiency has been assessed against a taxpayer for
$5,000 and only $1,000 of it is uttributable to fraud, the civil fraud
penalty applies to the whole $5,000, so there is a $2,600 penalty on
really an item that created $1,000 of fraudulent deficiency, or in
fact 21, times that deficiency in my example. *

I find this to be very true in situations where an assessment_has
been made against a shareholder of a corporation, and I have two.
cases right now in which this is a very pertinent problem. In both
these situations the taxgayers diverted corporate funds, -roughly
about, we will say, $50,000 of corporate funds. They also borrowed
money from their corporation, which is a perfectly legitimate wa
of taking money out of the corporation. They borrowed approxi--
mately $100,000.

The $50,000 was truly a fraudulent transaction, and the Service
correctly assessed the fraud penalty; but it not only applies to the
$50,000 fraudulent transaction but also to the $100,000 technical
item. By technical I mean that the borrowing of money from a
corporation can be construed as either a true loan or as a construc-
tive ilividend to the taxpayer, and it is never the basis of a fraud
penality. .

As a result of these situations like this, the Service, when it
assesses the fraud penalty, has to assess it across the board, and it
becomes very difficult to settle these cases, because where the
Service feels that they can prove the fraud they won’t let up. They
insist upon applying the fraud penalty. And this is particularly
true in cases in which they have recommended criminal prosecu-
tion, and the taxpayer has either won or lost his case. Even if he
has won the case, even if they have decided ultimately not to
prosecute or they have dropped the criminal investigation, they
will apply the fraud penalty. And in those situations where the
district council has recommended the fraud penalty, they will
insist upon the fraud penalty and will liti%ate it, if necessary.

So as a result it becomes, I think, extremely difficult under the
current ture of-the law to negotiate settlements of tax cases.
Under the Symms bill I feel that it would be a lot easier to
negotiate settlement of these cases at a lower level, possibly with
the revenue agent or in the Appeals Division, without having to
litigate these cases.

I feel that the bill is fair in that it imposes on the taxpayer the
burden of proving what items are not fraudulent. I think once the
Service has proved that there is fraud -involved, I think the bill
correctly states that the burden of proof should shift to the taxpay-
er. -
_In passing, I would like to state that I disagree with the imposi-
tion of the 100-percent penalty, because we are now faced with two
penalties under our tax laws; a criminal penalty and a civil penal-
t{. I feel that the current criminal penalties are virtually ineffec-
tive. And if we are going to im a 100-percent fraud penalty, I
would suggest that we seriously-consider removing the criminal
fr%ﬂi s?{nc ions because of their lack of effectiveness at this time.

ank you. - « -
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Senator-PAckwoobp. Thank you very much.

Senator BYRbp. I have nothing to ask at this time.

Senator PACKwooD. Senator Symms. :

Senator Symms. Thank you, Mr. Chairman. Just one brief ques-

tion. : . =

Mr. Nolan, did I understand you to say the same thing about the
burden of proof? Or did I misunderstand you? - _

Mr. NoLAaN. We have taken the position in.our statement that it
is appropriate for the taxpayer to bear the burden of proof as to

- items which are not fraudulent. I do think, however, that Mr.
Roberts has made an important point; that is, what is the extent of —
that burden? Should the burden be one of preponderance of the-
evidence? Or should it be clear and convincing evidence? I think
that is a matter as to which opinions might differ. I think that if -
the taxpayer has the burden of proof, it may be appropriate only to
put the burden on him to come forward with enough evidence to
carry the burden of persuasion, hot clear and unvincing evidence.

There is one thing I would like to say also about the 100-percent
penalty, if I can take this opportunity to do so. In my statement,
we recommended that this presents some real problems, raising the
penalty level to 100 percent. One solution to that problem is to say
that, while the penalty would be 100 percent of the fraud-tainted
items, it could never exceed 50 percent of the total deficiency. It
seems to me that is an appropriate limitation, consistent with
existing law. If the taxpayer is able to establish the absence of
fraud as to some items, the penalty will initially be either 100.
percent of those items or no more than 50 percent of the total
deficiency. We urge that you give consideration to that alternative.

Senator Symms. Thank you, Mr. Chairman.

Senator PAckwoobp. Senator Long. ‘

Senator LoNG. I want to say it is good to see my dear friend Carl
Curtis back here. I recall very fondly the days Carl served with
distinction on this committee. As always, he made a very fine
argument, as did the other gentlemen here.

I think that you gentlemen on this panel have made an over- -
whelming case. While, of course, it may fall to someone to present
a case to the contrary, I really don’t see what case can be made for
the other side of the argument. I think this case is compelling.

On the points-that you made about the burden-of proof, it seems
to me that a mere preponderance of the evidence ought to be
-adequate. Do you agree with that, Mr. Nolan? ' -~

Mr. NoLAN. Yes; I do. . .

Senator LoNG. In other words, you have no right to presume
fraud, I wauld think. But if you require that, that the taxpayer go
forward and show his good faith in claiming a deduction to which -
he thought he was entitled, it seems to me from that point forward
the burden ought to be on the Government to present. more proof
than that to support their side of the case. Just because a person
has a fraudulent item there is no reason to assume that everything
there is fraudulent,.just because one item is fraudulent. I think-you
have basically made the case. ‘ S S _

What we are talking about here is punishment completely ouit of

" relation to the so-called crime committed. The idea of assessing the -
fraud penalty in a manner that relates to the offense makes sehse.

— -~
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“"But to assess it with relation to something that had nothing to do
with the offense-makes no sense. It is conceivable, as I understand
the law, that the fine could be 10 or 50 times what the amount of

-~—the fraud was. Is that correct?

Mr. NoraN. That is correct. And this is a real problem, because
there are discrete items as to which fraud occurs but which are
completely unrelated to other adjustments in the taxpayer’s
Teturn.” -

Senator LoNG. 1 have seen some other situations where you could
have it that most people get away_with their mischief, but those
who get caught are crucified and drawn and quartered at sunrise.
And that just makes no serise at all. The poor soul that does get
caught just absolutely gets slaughtered. You have got a good case.

‘Senator PAckwoob. I might say, Senator -Long, that even the
Treasury Department this morning, who usualli testifies in opposi-
tion to all of these bills, on this one simply too

-. moment. They wanted some time to study it, but I sense they were
ready to come down on the side of the panel. ' ’

Senator SymmMs. Mr. Chairman, could I ask one other question
about this-100-percent assessment of the portion that is fraudulent?

Wouldn’t that be a good incentive for people not to try to actual-
ly commit frauds? B

Mr. NoLAN. Senator, the biggest incentive not to commit fraud is
that you are subject to criminal prosecution if you do so. That is
what “ultimately supports voluntary compliance. While it is appro-
priate, as your bill provides, to increase the penalty somewhat as to
the fraudulent items, it seems to me that that should be limited,
‘however, so that the fraudulent penalty is no greater than it is
under present law—50 percent of the total deficiency.

Senator Symms. In other words, 50 percent is the-highest tax:

‘rate? 4 ‘
Mr. NoLaN. Fifty percent of the deficiency in tax. We have

proposéd that that be computed at the highest tax rates to which’

the taxpayer is subject. We have a technical proposal in-our state-
ment that says you compute it at the highest tax rate.
= Senator Symms. I see.

Mr. NoLAN. There is plenty of incentive not to commit fraud, and

if we do not limit it overall, we create some interference with what
~we are trying to accomplish here, which is to facilitate the settle-
ment of cases short of trial. ‘

Senator Symms. That is your point, then?

Mr. BaTrAGLIA. Absolutely. But I disagree about the effectiveness
of the criminal penalties. I feel that taxpayers are motivated by
greed, and the way to hit them and hit them where it hurts is in
their pocketbook. They are not afraid of going to jail, they are

—=_ afraid of paying more taxes and more penalties. I think the 100-

percent fraud penalty would be a very effective deterrent. But I
-don;l:l ghink it is going to be twice as much effective as a 50-percent
penalty. '

Senator Symms. Thank you very much, Mr. Chairman. Thank

Kou, gentlemen and Senator Curtis. This is twice this week we have

_had you up here, Senator Curtis, and we appreciate it. "
‘Senator CurTis. Thank you.
Senator PAckwoob. An excellent presentation, gentlemen. -
Excuse me, Dave. Did you have any questions on this? . -
. Senator DURENBERGER. No, Mr. Chairman.
[The prepared statements of the previous panel follow:]

no position at the__
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November 5, 1981

Honorable Bob Packwood
Chairman Subcommittee on
Taxation and Debt Management
Senate Committee on Finance
Room 2227 Dirksen Senate
Office Building .
washington, D.C. --

Dear Senator Packwood:

As explained by Retired Senator Carl T. Curtis in
his letter to Robert Lighthizer, I will be testifying along
with Jack M. Battaglia and him in support of S. 1594
_as_ it relates to imposition of the fraud penalty on the
fraud item only. I am a former Deputy Assistant Attorney
General in the Tax Division of the Department of Justice, ——
a position I held for thirteen years and in which I saw
many cases involving the imposition of -the fraud penalty.

S. 1594 would limit the imposition of the fraud penalty
to the amount of the tax deficiency proposed by the Internal
Revenue Serxvice which is due to the fraudulent act or acts
of the taxpayer.

I have thought it unfair to impose this fraud penalty
on the entire amount of a deficiency where only part is
due to fraud. If, for example, taxpayer A has a $10,000
deficiency, $500 of which results from a fraudulent omission
from income and~%9,500 from an honestly held belief ‘that a
particular gift was a non-taxable gift, A will pay a $5,000
fraud penalty; if B, on the other hand, has a $3,000 defi-~-
ciency, all of which results from a similar fraudulent omission,
he will pay a penalty of only $1,500 under existing law.

s ~-
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HAMEL, PARK, MCCABE & SAUNDERS

Senator Bob Packwood
November 5, 1981
Page Two -

I have seen cases where the fraudulently omitted income
was little in comparison with the admittedly civil adjustments
yet the fraud penalty is imposed on the full deficiency.

In some instances, the Internal Revenue Service at the audit
stage will settle with a taxpayer and the fraud penalty is
asserted against the fraudulent item only. However, this
prac€ice is not uniform and could result in a taxpayer
waiving his right to contest the civil deficiencies rather
than run the risk of the imposition of the fraud penalty

on the entire deficiency.

I do not believe in placing upon the taxpayer the burden
of proof to prove absence of fraud with respect to other items
or adjustments once the government has proved fraud with
respect to any item or adjustment. It is always difficult
to prove a negative and I belisve absence of fraud would be
difficult to show in many situations and particularly where
a negligence penalty might be applicable. I believe it
would be simpler to require the government to prove fraud as
to each item to which it has applied a fraud penalty.

One of my partners Martin Worthy, a former Chief Counsel
of the Internal Revenue Service, who is out of the city and
therefore cannot testify today, has requested that I advise
the Subcommittee that he agrees with the views I have expressed.

Sincerely yours,

Richard M. Roberts

RMR/nmls
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STATEMENT
. of
CARL T. CURTIS
to the
Committee on Finance
Subcommittee on Taxation and Debt Management
Hearing on

Friday, November 6, 1981}

Mr. Chairman, with me toddy in makfng up this panel are Mr. Jack M.
Béttag1ia of 1111 First Federal Plaza, Rochester, New York, and Mr. Richard
M. Roberts of the law firm of Hamel, Park, McCabe & Saunders, 888 - 1é6th Street:
NW, Washington, DC. We are in support of S. 1594, which has been introduced
by the Honorable Steven D. Symms of ldaho.
Mr. Chafrman. I ask to have printed at this point in my remarks, a
question and answer paper prepared by me which explains the Civil Fraud Penalty -

and the problems arising from it.
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WHY THE CIVIL FRAUD PENALTY SHOULD BE CHANGED

This statement was prepared by Carl T, Curtis of the Nelson & Harding
law firm, 1101 Connecticut Avenue, NW, Suite 800, Washington, DC 20036, in
support of a request for hearings before the Conmittee on Finance and the
Comm:ttee on Ways & Means and for presentation at the hearings of said
committees.

1. Q. What 1s civil fraud?

A. A finding of civil fraud is not a criminal action but ft is a
procedure which results in the imposition of a civil penalty.
The civil fraud penalty has been described by the Supreme
Court of the Uniied States as an aid in the collection of the
tax for the purpose of preventing fraud in the preparation of
returns and the payment of the tax. The civil fraud penalty
for the most part is measured by the tax involived.

2. Q. How does civil fraud differ from criminal fraud?
An action in criminal fraud is an action to punish for a criminal
offense. A criminal penalty may be imposed only after charges :
are brought and a guilty plea is entered or a trial is held and a
conviction of a misdemeanor or a felony and is measured by the
degree of the offense.

3. Q. What is the penalty for criminal fraud?

A, The penalty for criminal fraud is a fine or imprisonment.

4, Q. Wihat is the penalty for civil fraud?
A. The penalty is 50% of the amount of the tax owing or, in other
words, 50% of the deficiency.
< 5. Q. For purposes of figuring the civil fraud, what constitutes a
deficiency? :

A. When a taxpayer's return is audited, any additional amounts found
due constitute a deficiency.
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What kind of items could be included in the makeup of
a deficiency that would have no connection with fraud
and would not be _tainted with fraud in any’ way?

A taxpayer may make a full disclosure of all his
income. His legal counsel and his -accountant may well
advise him that a particular transaction ought to be
claimed as a capital gain and not as ordinary income,
The Internal Revenue Service may determine that the
particular transaction ctonstitutes ordinary income and
thus there is a deficiency in the payment. There isn't
thé slightest taint of fraud and the facts were fully
disclosed and the taxpayer exercised his right to ask
for such a determination.

Another example of a deficiency item which may have no
fraud implication at all: A taxpayer knows that he has
paid out certain sizeable sums for business travel,
entertainment and expenses. He c¢laims them in his
return. Upon audit, he does not have sufficient
records to justify these expenses and they are dis-
allowed. This adds materially to his tax and it is a
deficiency. -

Another example of a deficiency item that need not be
tainted with fraud could relate to stock options. 1In
many instances there is no tax due when the stock
option is exercised, but the tax is due when the stock
is eventually sold. There are situations where a tax
is due when the stock .option is exercised. A taxpiyer
may disclose every detail of the transaction in his
return and exercise his lawful pright and ask for a
determination of no tax due. The Internal Revenue
Service may find that the tax is due upon the exercise
of the option and the amount of t:he tax involved
becomes a deficiency. :

An example which relates to consolidated returns is
discussed in the ansver to Question 10,

Is the penalty for civil fraud applied uniforml/y‘
between taxpayers?

No. Two taxpayers n"\ay have the same amount of income
and each be found to have been fraudulent in reference
to items of equal amount and these two taxpayers
received vastly different penalties.
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" What are some examples that show that fraud penalty is

not applied uniformly.

Taxpayer "A" could not substantiate from records -
certain items of .expense claimed and because he
claimed a particular transaction as a capital gain
instead of ordinary income he was assessed a defi-
ciency of $2,000. It is also found that taxpayer “A"
failed to include in his return some interest that he
received which resulted in a $300 deficiency and the
failure to include it was held to be_fraudulent. The
total amount of his income subject -to tax ‘including
the deficiency items is $10,000. Taxpayer “A" would
have a penalty of 50% of $2, 000 + 300 or $1,150.

Taxpayer "B" likewise has $10,000 in income. There are
no non-fraudulent items questioned in his return but
he, likewise, received some interest income which he
did not report. The failure to report resulted in a

. $300 deficiency and is determined to be fraudulent.

Taxpayer “B" would be subject to a civil fraud penalty
of $150.

In the above two examples both taxpayers had the same
income and were charged with fraudulently omitting the
same amount from their returns, yet "A" has a penalty
of $1,150 and "B" has a penalty of only $150.

S

Can you give some other 111ustrations?

The accountant for taxpayer M made out M's tax return
and made an accounting error which was audited
resultihg in a deficiency of $4,000. It was also found
that taxpayer M had outside earnings which he failed
to report and which resulted in a $400 deficiency and
this fajlure was held to be fraudulent. M's civil

fraud penalty would be 50 percent of $4000 plus $400 -

or $2200. Taxpayer O has the same amount of income as
taxpayer M but. there were no errors in his return, dbut
he, too, had received outside earnings which, he- did
not report which ‘resulted in a $400 deficiency and
this was held to be fraudulent. Taxpayer O's civil
fraud penalty was $200. )

Taxpayer X has a- $10,000 deficiency, $500 of which
results from a. fraudulent omission from income and
$9,500 from an honestly..held belief that a particular

. gift was a non-taxable gift, X will pay a £5,000 fraud

penalty; if Y on the other hand, has a §3, 000 defi-
ciency, all of which results from a similar fraudulent
omission, Y will pay a penalty of only 81, 500 under
existing law.
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Do the problems in reference to the civil fraud

penalty involve corporations as well as individuals?

Yes. The same civil fraud penalty statute applies to
all taxpayers. The problems_illustrated by the fore-
going examples could apply to a corporate taxpayer
just as they are shown to apply to an individual
taxpayer. There is an additional problem for corpor-
ations in reference to consolidated returns. .

A “consolidated return is a return where a parent
corporation and its subsidiaries meet certain require-
ments and file a consolidated return for the entire
corporate group. When this -is done the problem
relating to the civil fraud penalty may become much
greater. The following two examples, which have been
provided to this writer, will illustrate how the law

. works in reference to a consolidated return.
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Example I )
Corporation A is engaged in international operations. It

has no subsidiaries and files a separate corporation i;tcome tax
return. officérs of Corporation A paid officials of Country X
$100,000 in br}bes in 1977.‘The§e illegal payments were deducted
by COrporati;n A on 1ts 1977 return. On audit, the Service
disallowed the deduction in reliance upon section 162{(c)(2) of
‘the Code, resulting in a deficiency ;n tax of $50,000. In
-a.ddition.‘the Service determined that, the civil fraud penalty
was ‘applicable (§6653(b)). Therefore, Corporation A's deficiency

and penalty were as follows:

Def:l'c'iency : $50,000
50% Civil Fraud Penalty 25,000

TOTAL ' $75,000
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Example Ii

An affiliated group consisting of Corporation P (common
parent) and controlled'subsidiary corporations C, D, E, and F
has ‘elected to file a consolidated return. Officers of
Corporation C paid officials of Country X 5100,650 in Sribes in
1977. These illegal payments were ‘reflected on the books of
‘Corporation ¢ as an expense and were. deductea on the 1977
consolidated - return fil&d by the affliliat;d group., On audit,
the Seryice.aetermined a total Qefic;ency in tax on the par€ of
the affililated group in the amount of $15,000,000. Of ‘this
total deficiency, - $50,000° was attributagié to_ Corporation €
resulting from the disallbwan7e of the $100,000 in illegal
payments. The bqiance of the deficiency ($14,500,000) resulted
from adjustments to standard items attributable to Corporations
D, E, F and P; In addition, thé Service dé;ermined that the
civil fraud genalty (§6653(b)) was applicable,. Undéf current
.”Service policy, the civil fraud penalty is applied to the entire
consolidated defidiency as follows:

. Deficiency $15,000,000
‘ 50% Tivil Fraud Penalty 7,500,000

. TOTAL $22,500,000

Thus, as a result of béing a member of an affiliated group
joining 3in an election to file a consolidated return, the
i;legal payments made by one corporation resulted in a geometric

escalation of the civil féaud penalty (i.e., by 87,475.000).
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Can illustrations be c¢ited ‘showing how an~individual
with very moderate income might be adversely affected
by the present app‘.}ication of the civil fraud penalty?

Yes. The examples cited in answer to question No. 8
involving two taxpayers, each of whom has an income of
$10,000, certainly are examples of taxpayefs who are
not in the high incore bracket.

Many other examples could be cited. Take the case of a
farmer who suffered a bad year due to loss of crops
from drought and storms. After deducting his items of
expense, his tax return shows he owes no tax. However,
one of the deductions that he claimed was for improve-
ments that he made vhich he listed as an expense, but
upon audit of his return, this particular deduction
was denied and the transaction held to be a capital
expenditure resulting in a deficiency of $1,000. Let
us assume that he made a full disclosure of <the
transaction which the IRS held to be a capital expen-
diture instead of an ordinary expense., The -taxpayer
failed to report cash income from ocutside earnings and
that this failure resulted in a deficiency of $100 and
was held to be fraugulent. The amocunt of his civil
penalty would be S50 percent of $1,000 plus $100, or
$550. This is more than five times the amount of the
item tainted with fraud..

What is the answer to the taxpayer who says, "I pay my
taxes and I fully report my income. I do not_want the
civil fraud penalty changed or lessened and have my
taxes increased because. somebody else is not paying
his full share? ’

The civil fraud penalty should not be repealed. We
should not make a change in reference to the civil-
fraud penalty that would encourage wrong-deing, and
" certainly where the facts warrant it, the criminal
penalty should. be imposed. It must be recognized,
hovever, that our laws should treat all taxpayers
equally and that the amount of the civil fraud penalty
should reflect the magnitude of the fraud. Taxpayers
who may be held to have fraudulently failed to report-
the same amount of income should riot receive vastly
‘different treatment in the imposition of the civil
fraud penalty because of circumstances in.connection
with their tax returns which have no relation to fraud.

N
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Is the present law in the best interest of the United
States government and is it good tax administration?

No. The following comments from reputable tax lawyers
illustrate the need for .2 change in the civil fraud
penalty. _

An authority on tax law from up-state New York writes
as follows'

", . .a penalty that operates in this manner
impedes the settlement of tax cases., For
instance, if a substantial_ deficiency has
. been proposed against a taxpayer, :..nd only a
small portion of it is attributztle to
fraud, and the balance of the deficiuncy is
due to legal or technical adjustments that
are susceptible to settlement, the taxpayer -
cannot settle the case without paying the
frauZ penalty on the total amount of the
settlement deficiency. It has been my exper-
ience in this situation that the Agent or
Appellate Conferee will not drop the fraud
penalty, nor should he, since the taxpayer
would not be penalized for a fraudulent
‘transaction. Thus, both the Agent and the
taxpayer's representative are faced with the
dilemma of either compromising the non-
fraudulent adjustment to take into account
the amount of the fraud penalty on the
"entire deficiency, or going to .trial.” .

A tax lawyer in Massachusetts™ with experience in

handling the government s side ‘of civil fraud cases,

says:-
"In my judgement, present law works against
the government's own interest in tax fraud
cases. When I prosecuted criminal tax fraud
cases as an assistant United States
Attorney, 1I_ recall several defendants who
wanted to plead guilty, but upon learning
that the 50 percent fraud penalty would
subsequently be applied to the entire-civil
deficiency for the year to. yvhich they
desired to plead guilty, put the govcrnment
to the expense of a trial."”
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A Missouri lawyer with long experience has this observation:

*It the proposed provision (see the answer to-question
14} was passed, | believe the Internal Revenue Service
and the courts would be more inclined to assert and
find fraud in such circumstances. The way it presently
stands courts are reluctant to find fraud on a large
deficiency while the fraud 1tem was minor. It falls
somewhat in the category of a statute which would provide
for tht death penalty in stealing $10.00. While such a
penalty may inhibit some from stealing $10.00 it would
also discourage juries from finding thieves guilty of
the minor offense.”

What is-proposed in the way of change in reference to the civi)
fraud oenalty?

The ¢ivil fraud penalty should be computed on the basis of the
amount of the ftems that are tainted with fraud and it should}not
be computed on the total deficiency because that is placing a
oenalty upon the taxpayer who by happenstance has had included
in his dechiency regular standard items which are not in any
way tainted with fraud.

Hhat has the Tax Section of the American Bar Association recommended
in reference to the civil fraud penalty?

Since 1971 the Tax Section of the American Bar Association has
continued to recommend that the Congress change the present statute
so that the civil fraud penalty will be applied only to those items
that are determined to be fraudulent. The Bar Association recommend-
ation is as follows: }

Section 6653 The fifty percent fraud penalty should be
based on only the portion of a deficiency
resuiting from fraud rather than on the-
total tax deficiency for the year. The
taxpayer should, however, have the burden
of proving the absence of fraud with
respect to other items or adjustment if
the Service proves fraud with respect to
any one item.

Does this Bill S, . 85 the American Bar Association has recommended,
apply the fraud penalty on only that portion of the deficiency
resulting from fraud?

N
This measure does provide as the American Bar Association recommended
that the 50% fraud penalty should be base¢ on only the partion of the
deficiency resulting from fraud rather than on the total tax deficiency
for the year. However, this proposal goes further and increases the
civil fraud penalty percentage from 50% to 100%.

88-138 0O-—-82—17
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As the Committee has learned from the testimony of the Chafrman of the
Tax Section of the ABA, this change has been urged for many years. I am
impressed with the number of tax lawyers who have had long experience on the
government side of fraud cases who believe that this change will result in
sound tax administration and that its passage would be in the interest of the
United States Government. ’

1 would 1ike to read from the statement of Mr. Terry Philip Segal, of
Boston, who at one time was an employee of the Senate and later Assistant U.S.
Attorney for the District of Columbia. Mr. Segal states, "In my judgment,
present law works against the Government's own interest in criminal tax cases.
When 1 prosecuted criminal tax fraud cases as an Assistant United States Attorney,
I can recall several instances where defendants upon learning that the civil
fraud penalty would subsequently be applied to the entire civil deficiency for
an indictment year, put the Government to the time ard expense and uncertainty
of a criminal trial rather than plead guilty. I am persuaded that had S. 1594
been law when I prosecuted criminal tax cases, these defendants would have pleaded
guilty." Mr. Chairman, I offer for the record the entire statement of Mr. Segal.

Mr. J. Richard Johnston, of Qakland, California, in a letter to Chairman Dole,
says, “...1 have been involved in federal tax work for 35 years; from 1946 to Jggl
as a special attorney in the Penal Division of the Office of Chief Counsel of the
(then) Bureau of Internal Revenue...The inequity of the present fraud penalty is
so obvious as to require no explanation or argument; it simply bears no relationa
ship to the extent of the fraud.” Mr. Chairman, I ask that the entire letter of
Mr. Johnston be printed in the record.

Mr. C. James Judson of Seattle, Washington, has written to Senator Symms, the
introducer of S. 1594, In that letter Mr. Judson says, “...I have twelve years'
experfience in dealing with both civil and criminal tax fraud matters on behalf of
taxpayers.- These dealings have been both administrative hefore various levels of
the Internal Revenue Service as well as in the courts. 1 have long been concerned
about the civil tax fraud penalty provided by Internal Revenue Code Section 6653(b}(1)
the so-called 50% fraud penalty....The punishment simply does not fit the proscribed
action. For that reason i1t should be modified as provided in your S. 1594...1 have
represented taxpayers who have taken tax positions which the IRS has asserted are
fraudulent, but where those tax positions have been substantially offset by
accidental errors in favor of the Internal Revenue Service." Mr. Chairman I ask
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that Mr. Judson's letter be printed in full.

In a letter addressed to the Chairman of the Subcommittee, Mr. Charles M.
Lock of St. Louts, Missouri, gives strong endorsement to S. 1594, Among other
things he says, "...From 1967 to 1978 I was a trial attorney with Chief Counsel's
Office, Internal Revenue Service, in St. Loufs, Missouri. Since March, 1978 1
have been a sole practitioner, specializing in civil and criminal tax law."
Mr. Lock goes on to say, "...I believe the examples set forth in the Congressional
Recorddated October 5, 1981, adequately explains the inequity of Code $6653(b)
as it pertains to individuals. Even though the public and lawmakers seem reluctant
to grant tax retfef to corporations we must remember shareholders are the true
benefactors_of a chrection of an injustice in the tax law.

“In this day of divided responsibility it is extremely harsh to punish all  _
shareholders for the impropriety of perhaps one individual who causes a false
return to be filed. For instance, there may be ten individuals who have the
responsibility for gathering the information necessary for filing a return. Nine
of the fndividuals may do their best to insure an accurate return is filed. One
of the individuals may be’ the cause of an item either not being reported or falsely
deducted. Assume there is an honest dispute which results in a deficiency of
$100,000. Assume further that the fraudulent item caused by the misguided employee
accounts for a deficiency of only $1,000. Instead of the shareholders being the
victim of a $500.00 penalty, they end up under the present law of being punished
with a $50,500 penalty assessment. This could jeopardize the very existence of
the business. Surely justice demands that shareholders be given protection under
such circumstances." Mr. Chairman, 1 ask that Mr. Lock's letter be printed in full.

At an earlfer date Mr. Lock had written me concerning the Civil fraud Penalty
and 1 would 1ike to share a thought with the Committee from that letter. "If the

15;opo§53—5?ovision was passed, I believe the Internal Revenue Service and the
courts would be more inclined to assert and find fraud in such circumstances. The
way it presently stands courts are reluctant to find fraud on a large deficiency
while the fraud item was minor."
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This statement of Mr. Lock's is most sfignificant when we consider that he
was & trial lawyer with the Chief Counsel’'s Office for more than a decade. It
supports our contention that this change would be in the best {nterest of the
government.

Mr. Chairman, it is very basic to our tax law that taxpayers should have
equal treatment. As the statute now stands two indfviduals each having fafled
to report outside income that they received in cash in an amount which resulted
in a deficiency of $500, for each, and if one of these individuals had in his
return an unintentional mathematical error which resuited in a $1,000 deficiency
for him, the latter individual would face a civil fraud penalty of $750, while
the first mentioned individua) would face a civil fraud penalty of only $250.
This 1s manifestly unfair. Under S. 1594 each would face a civil fraud penalty
of $500. T~

Our tax system is based upon voluntary reporting of income by the taxpayers.
If our laws are such that the IRS is able to treat al) taxpayers with the ordinary
simple rules of common justice the IRS will maintain the confidence and cooperation
of the taxpayers. This in return will result in fewer problems, less expense for
all, and a fuller reporting cf income. The Congress should amend the law relating
to civil fraud as provided in the bill before the Committee because it would bring
better administration of our tax laws and because it is fair to all taxpayers,
individual and corporation. [ urge favorable consideration.
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Mr. Chairman and members 9f the Subcommittee:

I am John S. Nolan, Chajirman of the Section of
Tgxation of the American Bar Association, an organization of
25,000 tax lawyers throughout the United States. On May 19,
1981, my predebessor, Harvie Branscomb, Jr., transmitted to
the Committee on Finance the American Bar Association's
recommendations for revision of the Internal Revenue Code
provisions imposing civil penalties for fraud and for
negligence. We recommended that the penalty in either such
case should be based only upon the deficiency in tax
attributable to items as to which there was fraud or
negligence, rather than upon the entire tax deficiency as
under existing law. A copy of that 1etter‘and its enclosures
is attached to this statement. We reaffirm these views at
this time.

American Bar Association Support For S5.1594

S$.1594, as proposed by Senator Symms, would carry
out our recommendation that taxpayers should be given an
opportunity to prove the absence of fraud. as to particular
items. To the extent the taxpayer is able to carry this
burden of proof, the civil fraud penalty would apply only to
the fraud-tainted items. $S.1594 would also change the civil
fraud penalty from 50% of the total deficiency to 100% of the

deficiency attributable to items as to which the taxpayer has

not carried the burden of proving an absence of fraud. This
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latter feature involves new considerations which the American
Bar Association has not previously addressed before the
Congress, and which will be discussed in this statement.

$.1594 would not change the fact that a civil fraud
penalty would become applicable once the Government has
proved that any part of an underpayment of tax is due to
fraud, It would merely permit the taxpayer, subject to the
burden of proof, to establish the absence of fraud with
respect to particular items giving rise to the underpayment
or deficiency in tax. If the taxpayer carries that burden of
proof, the ¢ivil fraud penalty would not be applied to the
deficiency attributable to the items giving rise to the
deficiené& as to wh{ph the taxpayer has proved there was no
fraud. The civil fraud penalty would be based on the balance
of the deficiency, as to which the taxpayer failed to prove
that there was no fraud. This more refined application of
the civil fraud penalty would be fairer; it would tend to
eliminate unduly harsh and capricious effects of the existing
penalty; and it would facilitate the settlement of cases
without litigation.

Reasons For Change

The current civil frqu¢ penalty can work unfairly
because it can punish conduct which is plainly not wrongful.
Consider a taxpayer with competent professional gdvice who
takes a position on his tax return that subsequently turns
out to be incorrect (é.g., the classdsification as an ordinary

loss of an item which later is held to be a long-term capital
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loss). Ordinarily no penalty would or should attach to that
conduct. If, however, there is also an unrelated fraud-
€ainted item on the taxpayer's return, current law will
punish the taxpayer for the npn—fraudulent mistake ofahis

- professional advisor as well as for the fraud.

The current civil fraud penalty violates the
general principle that punishment should be commensurate with
the offense. Section 6653(b) of the Internal Revenue Code
applies a 50 percent penalty to the entire underpayment of
tax whenever .fraud is shown as to any single item. This
provision can result in penalties that are disproportionately
large compared to the amount of the fraud-tainted items. A
small businessman can and should incur a civil fraud penalty
for fraudulently disguising a non-deductible political
contribution as a deductible business expense, but the
penalty should not become many times larger because of a
completely unrelated adjustment capitalizing some of his
repair costs, or reducing his bad debt deduction, when there
was no fraud of any kind involved in the repair cost or bad
debt deduction item.

This problem is often exacerbated in the area of
consolidated corporate tax returns. An affiliated group of
corporations is permitted to file a consolidated tax return
under §1501 of the Internal Revenue Code. Where, as is often
the case, some members of the group operate indepéndently '
from the other membgis,—it—ié entirely possible for one

member corporation to engage in civil tax fraud without the
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knowledge or complicity of the other members. In this
situation, the civil fraud penalty under current law would
nevertheless be applied to the entire tax deficiency of the
affiliated group of corporations for which all the members
would be liable. Thus the "innocent" member corporations are
penalized on accoﬁnt of deficiencies resulting from non-
fraudulent errors.

S$.1594 would reduce or eliminate these types of
inequities. The civil fraud penalty would still become
applicable once the Government establishes that any portion
of an underpayment is due to fraud, but the taxpayer would
have the opportunity to prove that there was no fraud as to
some items giving rise to the underpayment. The civil fraud
penalty would then be more closely correlated with the extent
of the taxpayer's fraud, resulting in a fairer, more
consisteﬁt, and more uniform application of the penalty among
taxpayers.

There is, however, some ambiguity in S.1594 in this
respect. §S.1594 would amend Code §6653(b)(1) to impose the
penalty on "such portion of the underpayment” as is due to
fraud. This provision contemplates that in appropriate
circumstances -- such as the consolidated return situation
described above -- the Internal Revenue Service could in the
first instance assert the fraud penalty in respect of only a
portion of the total underpaydent. In these latter

“chEﬁﬁEtances. where the Government establishes that a

portion of the underpayment is due to fraud, the failure of
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the taxpayer to meet its burden with respect to other items
alleged to be due to fraud should not result in the
imposition of the penalty in respect of the entire
underpayment; the penalty should apply only with respect to
the portion of the underpayment as to which the Internal
Revenue Service asserted/%he fraud penalty in the first
instance. In other words, where the Internal Revenue Service
makes an administrative determination at the outset that a
portion of the underpayment is not due to fraud, the burden-
of-proof rule should not operate to impose the fraud penalty
in respect of such clearly untainted items. This result
should be made clear.

As suggested, this change in the civil fraud
penalty should bring more uniformity and consistency to the
enforcement of federal tax laws. It is generally accepted
that the courts and the Internal Revenue s?rvice, recognizing
the capriciousness of the current civil fraud provisions,
often r;fuse to apply the S50-percent penalty where it would
be grossly disproportionate to the extent of the wrongdoing
or would be unduly burdensome. This exercise of discretion
;ntroduces inconsistency into the application of the penalty
and forces a choice between the equally unsatisfactory
alternatives of a penalty that is unduly harsh or a failure
to penaﬁize culpable behavior.- For much the same reasons,'

the existing penalty provision lends itself to misuse as a
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lever to force possibly unwarranted concessions by the

taxpayer in order to avoid overly-punitive effects from
“imposition of the fraud penalty.

Analysis of Opposition To S.1594

The Internal Revenue Service and the Department of
Justice have asserted that S.1594 would diminlsh the in
terrorem effect of the civil fraud penalty and would thereby
reduce voluntary compliance with the tax laws. We do not

agree. Of primary importance, it is the risk of criminal

prosecution for tax fraud that supporfs voiuntary compliance,
and 5.1594 would not lessen the risk of criminal penalties to
aéy extent. Secondly, to some considerable extent, ﬁax fraud
is motivated by a desire to conceal other illegal activity.
The magnitude of the civil fraud penalty will have litfle or
no bearing on voluntary compliance in these latter cases.

Equally important, a taxpayer will never know in
advance that the Internal Revenue Service will not assert
fraud with respect to the whole deficiency. In making .
" choices as to potentially fraudulent conduct, he is not
likely to be weighing the fact that if the tax deficiency is
enlarged on account of items as to which there is no fraud,
‘ahq as tc which he can prove there was no fraud even though
(by hypothesis) there is fraud on his part to some extent,..
his penalty can be reduced.

We think further that $.1594 will actually A
facilitate the administration of the tax laws. During an

audit or an administrative appeal of a case.involving
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potential deficiencies in respect of both non-fraud and
fraud-tainted items, the ability of the Internal Revenue

Service to impése the fraud penalty selectively will S
encourage settlements by taxpayers. Furthgrmore, even where
litigation occurs, it may facilitate stipulations by the

parties as to many issues as to which they can agree there

was no fsgud by the taxpayer.

There is some legitimate concern that 5.1594 would
result in lengthier and more complex tax trials. This is due
to the fact that where a taxpayer introduces evidence showing
absence of fraud witﬁ respect to certain items,” the Internal
Revenue Service will be required to produce evidence to
estéblish fraud with respect to each such separate item.
Under existing law, the issue of fraud need be litigated with
respect only to a single deficiency item in order to impose
the penalty on the entire deficiency.

Our response to this assertion is threefold:

First, we submit that expediency should not be given a higher
priority than equity and consistency in the adminstration of
our tax system. Although tax fraud is a gross violation of
civic duty and responsibility and should be punished, the
punishment must always bear a reasonablg relationship to the
. extent of the violation. If criminal conduct is involyedy—
severe criminal penalties may be imposed. The civil fraud
penalty, however, {§ civil punishment, and as such sﬁould be

applied fairly and uniformly.
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Congress has again recently demonstrated éhe proper
balancing ¢f these considerations of expediency and equity:
section 722(b) of the Economic Recovery Tax Act of 1981, in
providing for an additional penalty measured by the interest
payable on tax underpayments, limits this penalty to "the
portion of the underpayment...which is attributable to the
negligence or intentional disregard (of rulesior regula-
tions].”

Second, while recognizing that civil fraud cases
proceeding to trial may well entail some additional com-
plexity and some increase in trial time as a result of the
proposal, we believe that the remedy provided by 5;1594 will
have the net—effect of reducing the overall trial load in
this area by encouraging settlement in the cases which now
are forced to trial fo} the very reason that the taxpayer is
given no acceptable alteénative to the all-or-nothing
approach of the present penalty provisions.

Third, where the evidence shows a clear-cut overall
pattern of fraud, courts can be expected to offer no
encouragement to allegations that specific items are exempt
from the taint. In other words, where the taxpayer's fraud
is pervasive, the courts are likely to impose a very heavy
burden of proof on the taxpayer who seeks to show that some
items leading to the tax deficiency involved no fraud. This
is particularly likely to be true with respect to items
omitted from the return, or items which are mislabéled or not

adequately disclosed in the. return.
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Proposed Increase In Civil Fraud Penalty to 100%

Under S$.1594, the civil fraud penalty would be
increased from 50 percent to 100 percent. Presumably, this
is done in recognition of the significantly smaller base for
the penalty which might apply in cases affected by the bill.
On the other hand, there will be taxpayers who have little or
no possibility of meeting the burden of proof standards of
the bill. Two specific examples would be those whose fraud
is proven by the net worth (or bank deposit) method or whose
principal fraud was faglure to file a tax return. For them
and others, the sole effect of this bill would be a doubling
of the previous fraud penalty. As far as we are aware: no
case has been made for the necessity to increase the fraud -
penalty in such situations. It is often particularly hard to
prove a negative. No clear purpose is served by forcing
taxpayers to try to prove a negative in order to avoid the
much larger penalty that would be incurred under this bill by
failing to prove an absence of fraud as to particular items.

Accordingly, we suggest that if it is decided to
increase the penalty from S0 percent of the total deficiency
to 100 percent on fraud-related items, there be a limit that
the fraud ;enalty not exceed 50 percent of the total
deficiency. Such a position is particularly necessary where

the burden of proving lack of fraud is on the taxpayer.

N
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Similar Revision of Negligence Penalty

The Subcommittee should consider similar reforms
with respect to the negligence penalty under §6653(a). The
current negligence penalty is 5 percent of the entire
deficiency, rather than being limited to negligence-tainted
items. The American Bar Association also recommends that the
negligence penalty be restricted to negligence-tainted items.
As pointed out earlier, §722 of the Economic Recovery Tax Act
of 1981 adopted the concept of our recommendation by amending
§6653 of the Internal Revenue Code to provide for an addition
to tax which increases the current negligence penalty but
which is restricted to negligence-tainted items.

Drafting Changes

We also suggest that consideration be given to two
additional drafting changes in the bill.

) 1. The bill presently does not specify how the
addition to the tax is to be computed. The specific
recommendation of the American Bar Association proposes that
the penalty be applied against the difference between the
total tax deficiency and the tax deficiency computed without
the fraud-tainted items or adjustments, so that‘ihe penalty
would be applied to the portion of the deficiency computed at
the highest applicable rates. To accomplish this objective,
our recommendation prbposeg that the following sentence be
added to §6653(b) as amended:

For the purpose of this subsection, the

part of any underpayment due to fraud shall.
be the difference between the total under-
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11.

payment and the amount of such underpayment
determined without the inclusion. of the
fraudulent items or adjustments. )

. 2. Sectioh 6653(b) and (d) currently bars the
imposition of a negligence penalty or a deliquency penalty in
any case in which the civil fraud penalty is imposed. This
rule proceeds from the premise that the fraud penalty will be
applied to the entire un@erpayment. Under the provisions of
S5.1594, there is no reason not to permit the imposition of
the negligence or deligquency penalty to any porfion of tﬁe
underpayment to which the fraud penalty is not applied.
Conclusion

We appreciate the opportunity of participating in

these hearings. If we can be helpful in further consid-

eration”of this important matter, please call upon us.
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May 19, 1981

Senator Robert J. Dole

United States Senate

2213 Dirksen Buildin

Washington, D.C. 20510

Subject: Revision of Internal Revenue Code Pertaining to
. Fraud and Negligence Penalties

Dear Senator Dole:

During the course of testimony before the Senate Finance
Committee on May 18, 1981, we were asked by Senator S{mms
whether an amendment to the provisions of the Internal Revenue
Code relating to computation of fraud penalties was desirable.

The American Bar Association has determined that the pro-
visions pertaining to the computation of the fraud and negli-
gence penalties should be revised. Enclosed are our recom-
mendations 1971-f, 1976-5 and 1969-2 to this effect.

Under our recommendations, the penalty would be based

" upon the underpayment of tax which is due to fraud or negli-

gence, in lieu of the entire tax deficiency, as at present.
We are aware of instances in which the item involving negli-
gence was very small in a corporate tax return involving a
great deal of income, and in which the negligence penalty
was not imposed because the penalty would have been so far
out of line with the offense. Our recommendations would
make the penalty more closely related to the offense,

You will observe that the American Bar Association does
not make a recommendation with respect to the rate which
should be used in computing fraud and negligence penalties,
if the statute is rewritten as we suggest. The officers of
the Section recognize that the revision of the rate used in
computing the penalty would certainly be an appropriate item

for consideration by your committee.

The Section of Taxation recognizes the importance of
appropriate provisions to assure compliance with our tax
laws and was gratified to hear of the interest of your com-
mittee in improving the effectiveness and fairness of the
provisions for penalties for fraud and negligence.

Sincerely yours,

Harvie Branscomb, Jr.

»

HB/bmh

Enclosures

~——

|, 8313 0—82——8



Code Section 6653
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TO AMEND TRE INTERNAL REVENUE CODE OF 1084 TO LIMIT
TEE CIVIL FRAUD PENALTY TO FRAUD TAINTED ITEMS

RESOLVED that the American Bar Aswciation recommends to the Congress
that the Ioternal Revenue Code of 1654 be amend«l to provide that tlie ecivil
penalty for frawd shal! be 'imized to 30 percent of that part of the vaderpay:gent
due to fraud; that, in computing the fraud penalty, it shali be applisd agarast
the difference between the tux oa the non-frauduleat uinount subjoet 0 lax and
the tax on the total, corrdrted. amount subject to tax; and that the burlen of
proof shull be upon the taxpayer as to the abrence of iraud after the Jecretary
or his delegate has n:et the burden of proof as to fruud with respect to any
patticulaz item or adjustment;

FURTHER RESOLVED that the Association proposes that these results by
effected by amendiog sections 6653 and 7454 of the Internul Revenue Code of
1054;

FURTEER RESOLVED that the Section of Taxation is directed to urge the
foliowing amendments. or their equivalent in purpose and eficet, on the proper
commititees of the Congress: ] o

Sec. 1. Section 6853(b) of the Internal Revenue Code of 1954 is aniended to
read as follows (insert new matter in itaiies):

(b) Fraod.~1f any part of any uederpayment (a: defined in subsection (r))
of tax required to be showvn oa a return is due to fraud, there shall be added
to the tax un amount eyual to 50 percent of that part of the underpaymen? due
to fraud. In the case of income-taxes and gift tixes. this umount shall be in
licu of any amount derermined under subsection {a) uith respeet to such part
of the underpayment. For the purposes of this xubseclion, the part of eny
underpayment due to Jraud shall be the dificrence belween the total unders
payment and the amount of such underpayment determined tithuut the ine
clusion of the fraudulent ttems or adjuttments. In the caze of a joint retum
under section 6013, thiz subsection shall not apply with respect to the tux of a
spouse unlers sorme part of the urderpayment is cue to the {ruud of such spouse.

See. 2. Section T454{a) of the Tnremal Revenue Cudler of 1031 is umenrded 1o
read as foliows (climinate macter stiuek throuch and insert new mintter in
italics):

(a) Faatv.—In uny proceeding iavolviog the iz:ue whether the 4uiizieaas
tarpayer has been cuilry of fruud with inteat to evide tax, the burden of proof
4 Wil respect of (o such issue shall be upon the Secietury or~tiis delegute,
escept that twhen the Secretary or hin delegute has met the burder of provf
with roapeet Lo any particwldar iten oe aldjastonent for anp year v oluen, the
burden af pranf shall be upun the toznayer ae tu the wbienee of forud with
respect Lo olive flems ar adjustinents for sueh yenr o velurn.

See. 3. The amendments inade by sections 1 aa.l 2 shall apply to any utilerpay-
meat of tax required to be shown on a retirn required to be filed witer the date
of enactment theteof,

Recommendation No. 1971-1
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EXPLANATION

Summary

The purpose of the Legislative Recommeadation is to provide taxpavers with
relief from inequities and excessive hardship which result. under prezeat law,
from compuling the 50 perceat fraud penalty on the eatire armount of the defi.
ciency (rather than only on the amount thereoi due to fraud). in cersain cases

~ where there is a large total deficiency—as compared to a relatively small
fraudulently caused deficieacy.

The prioeipal eflect of the proposed legiclative chang}is ta baze the 30 percent
fraud penalty oa only the portion of the deficiency resulting from fraud with
jntent to evade tax, rather than on the total deficiency for the retum iavolved.
However, this will not limit the richt of the Government to assert the negligence
penalty on the remainder of the deficiency. .

It is proposed that the pecalty is to be computed on the difiereace beiween
the tax on the non-fraudulent amouat subject {0 tax and the wax or the total,
corrected atcount sub’eet to tox.

A change i3 also proposed in the provisions relatiag to burden of proof in
fraud cases, 20 that the burcen will be on the taxpayver to prove tiv absence of
fraud with respect to other items or adjustmeats relaticg to the retum in oues
tion once the Government has met its burden with respect to any item or udjust-
ment.

- Discussion

Under present law, if fraud with respect to any item of income or other taxes
is established by the Commissioner, the court is required to impose o peaalty
in the amount of 50 percent ol the entirs leficiency for tha retum involved.
Thuy, the iraud peaalty applies to uil adjustments ior tha: return. irresnective
of the fact that one or more of the udjusiments may be cleariv terhaical or
otherwise non-fiaudulect, and whether or not the false itemy or items constitute
s material part or a minor part of the deficiency.

In theory. the fraud penalty has been consirucd by the courts to be remedial in
nature, being designed o compensate the Government for the oxtra expense
entailed in inovestigating and collecting the eveded tax. Heivening v. Mitrhell, 303
US. 301 (1938). In practice, however, it is punitive. While it it 2ot the purpose
of this amendment to benefit or protect tax evaders, it would appear more cquis
table to make the {raud penalty commensurate with the mauaitude of the iraud.

Where the frauduleal. or “tainted.” items or adjustmen:s are relatively small,
the preseat rule may hring about extremely harsh and inequitabie consorquences.
In the cate of income taxes, it could even destroy a taxpaver Saanciaily, since
with the application of the fruud penalty a whole stricg of otherwiss brrel vears

*may be opened. This can occur when there is cither a iraudnlent emission of
gross income or a deduction inr fctitioua or padded exnepces or purchaees in
combination with suhstantial techninal wdiustments Twan s deprecininn, of
capitalization of cxpeasesi, a yoord fwith or negligent omissian of incpine. or an
jnnocent overstatement of expeases.

At preseat (and in fact since the Revenue Act of 1918). the defivicney on which .
the fraud penalty is based is the diference between the arwouat i rax Jderermined
to be due and the amount of tax shown on the orwinul reiurn. (Such retim
must be filed oo or beiore the due date or any extession thereoi. QOtherwise, the
penalty is computed on the entire tax liability.)
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Code Section 6653 ) RECOMMENDATION No. 1976-5

TO AMEND THE INTERNAL REVENUE CODE OF 1954 TO 1L.IMIT
THE NEGLIGENCE PENALTY TO NEGLIGENCE-TAINTED I'TEMS.

RESOLVED that the Amervican Bar Association recommends i dhe Cone
gress that the loternal Revenue Code of 19534 be amended o provide tha
the negligence penalty e applicd only 1o that part of the underpayment of tax
which is due to negligence or intentional disregard of rates and vegulations:

FURTHER RESOLVED that the Seation of Taxation is dirccted to urge
on the proper committees of the Congress amendments which will achiese
the foregoing results, :

REPORT -.

Summary

Under section 6633¢0, il any pant ol an inderpavinent ol income or gilt tax is
due o negligence or intentionad disregard ol vules aal regulations, a live per-
cent penahy is added 10 the tax. This penaliy applies to the entire underpivment,
even though anly a purtion of the underpavment may be due to negligence or in-
tentional disregard of rules and regulations.

Itisiecommended that the penalty of section 6653(a) he bised onlv an the pornon
of the underpayment resulting from negligence or imentional disregard of rules
and regulations rather than on the total underpayment.

Dascusvion

Uneler section GBA3). if any part of an underpavinent of incame or gife s is
e to negligence or intentionat diseegard of yules and regulations, but withou
intent to defraud. a penalty equal to live pevcent ol the underpaviment is added
tor the tax. Scection G633 ) 1) defines the lw-Q“nmlcrp;\\nwnl" as i Cedeficivney ™,
As detined in sectiom G211, a deéficieney is the ditlerence between the corredt tax
and the tax shown on the return, incrcased by prior assessmients and deereased
by rehates.

Section G633} further provides that the tx shown onacreturn referred 1o
i section G211GCNA) shall be taken into acconnt only it such retuen was tided
on ar before the Tast cine tdeermined with segard 1o any exiension of time)
presavibed tor liling such rcturn, Aceondingly, Reg. § 3016633 1(0) provides
thatam underpayment for purposes ol seation 6633 i< cither e totd anount of
all deficienues as defined in section 621100 o et was el tiled, or the
correct inemne and gilt tax imposed for the vear, i retarn was not thoely filed,

The five percent neghgence penaliy undey the presens language of section
6653 () applics 1o dhe entive underpayment or deficienoy even though onls pare
of it is due to cither negligence or intentional disiegared of ealesand segubaions.
Gaylord C. Petere, 51°T.CL 226 (1OGR): Hert Rud, 7.C Memo 149689:252, “Uhus if
the Commnissioner assesses a STO0O00 delicieney against o tanpanser sund only
S20.000 of this delicieney i anribntable t the negligence of the Gispaser, the
five percent negligence penalty will be imposed against the entire $100.000
deficieney, for an addition 1o the 1ax of S50,

It todlows than ander present Law sitations nav arise in which the five percent
penalty of section H653() may be imposed ona portion ol deliciency resulting

“from o omidake of Law on Gt ouede o good Lath and based on rcasonable
grounds, i any other povtion of the tatal alleged deliciency is doe o negligenee,
There are many technical adjustments which ine not remotely rehaed o negli
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pence but swhich may increase the total amouwt of the delicienoy. tn ovder to
alleviate the present sivtion, whnch i iead o andodv hard veathis where o
refativedy sonall portion of the deticienoy is due o negligence, itis proposed thit
the section 66330 penalty apply only (o it portion of the deticiency which is
gctually due ta negligence.

Thic proposed change in the application of the aegligence penalty alsa may be
afassistance in the sertdement ob s matters, in that it will provide the tispaver
and the Service with the opportunity 1o scttle the issue of negligence on an items
by-item basis.

This praposal seeks o conform tas penahies with hasic principles of fuirness
mud equity, The praposal alen padlels Recammiendation No. 19711, which
would timit the fifsy percent fraud penaliy of section 6653(b) to that part of the
underpavment which is due 1o Triued.

‘This Recommendation deals solcly with the problemn of lmiting the applicas
tion of the negligence penalty to the tiinted items. The originating commitice
considered whether, in view of the proposed limitation, the rate of the penafily
should be increased, but decided that it should take no position on this question,

No member of the oviginatime conmittee or of the Counddl ol thie Sedtion of
Taxation is known 1o have i material interest in this Recommendation by vivtue
of a spedilic employtnent or representition of chents,

PROPOSED STATUTORY LANGUAGE

RESOLNED that the Section of Tosetonr impioment i fovegoang iy i ging the follui.
e oty e then rwnr::.‘r.r! or nn e el effedd, wn the pafer eeszentices of tl e
Cangrin :

See. B Section G873 is imme neledd ta read as follows (climinate nuatier steuek
tuoungh, IOt new niger o isabes .

G N soevant I s ntona Thsioarn or Rukes aNh REGunsiioN
Wirn Resemevro Incone o G “Uasrsc=<Hamy pant of any wedorpavmes

G detined i cabineetionn @i o o any tax peposed by sebatle A o Ly ddiapier

12 ol suiaiile § (relatg tosnoonae taves il gl cinestis due 1o neglizence or

intentional distegard ob veles and vegulaions that withow inent wo de frind,,

theve stall beadeded 1o the s an amount equal 1o 5 pereentol the racderps

AR AL of e

(1) the amannt of the wnde, furyvrent, over
€(2) the wanund of e wnderpoonent detecomined In excnting the portion
tieveef wholyis due t e 2tigenee ar ovtentional divvegand of vades and vegulatinus
(bt othond intent ta Jdefrands, . .
Sees 2 The anendment naade v secnon 1 shath apply 1o assessiticnrs e

T ahier the e of enaciment thereol.

EXPLANATION OF PROPOSED STATUTORY LANGUACGE

The proposed stumtory hinguage is self-explanatory. Conforming and clerical
amenclinents have not been made.
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Code Section 6653 Recommendation No. 1969-2

AMEND THE INTERNAL REVENUE CODE OF 108& TO MAKE
TOCOMPUTATZON OF THE CIVIL FRAUD PENALTY UNIFORM

Resolved, That the American Ber Association recommeads to the Congress that
the Internal Reveauc Code of 1954 be amended to require computalion of the
80 perceat fraud penaity on the amouat by shich the tax due excewis the tax
shown on the delinqueat return rather than on the er.tire tax due; and

Further Resolved, That the Association proposss that this result be efected by
amending section 6853(c)(1) of the Iaternal Reveaur Code of 1934: and

Further Kesolued, That the Secticn of Taxation is dirceted to urge the follow.
ing amendment, or its equivaleat ia purpoce aed effect, upor the preper commite
tees of Congress: .

Sec. 1. Section 6353(¢)(1) is ameaded to read as follows {intert new matter
in jtalics): - : -

(1) INncoMS, ESTATE, AND GIrT TAXIS.~In the case of & tax to whicd
section 6211_(relating to income, estate, and gift taxes) is appiicadle, a
deficiency as defined in that section (except that, for this purpoze. the tax
shown on s return referred o in section 6211(3){1)(A) shall be taken into
account only if such return was filed on or before the last day prescrived.
for the filicg of such return, determined with regard 10 an extension of time
for such filing, or before notification by such means as the Secretary or his
delegatle shall denignate, ejther that it cannot de determined waether o relurn
was filed or that a return wos not filed), and

- Sec. 2. This emendment shall be effective upcn the dste of enactment thereof.

S » EXPLANATION

Summary

~

The purpose of the proposed amendment is to eliminate the inequity caused hy
the current computation of the 50 pereent fraud penalty on the entire tax dve
on a drlinguent retum rather than upan the amount hy which the tax due sxcesde
the tax reportrd. provided sueiv return was Sled prior to the institution of an
investigation by the Intemal Revenue Service,
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Discuzsion

Section 6633 provides penaities for underpayment of tax. It sets forth the
ro-called neglicence pen:iliy of 3 pereent for negligence or intentional disrepard
of rules or revulations without intent to defrand. This section also provides a
penalty of 80 peerent of the uaderpavment if any part of the underpayment iz
due to fraud. Under $6883(e3(1) the term “undemayment™ is defined as a
deficienry, which ix itself defined elsewhere in the Code. A deficiency is defined
hy §6211(a) ax the tax due lesz the 2um of the amount xhown on the retum
plus amounts previously assessed, But by a specifie exeeption. §6333(¢) (1) savs
that if a returi is not timely filed (1aking extensions into account) the fraud
peaalty i applieable (o the eatire 1ax due and not meeely to the deficieney as
defined in 2ectinn 6211,

It a timely rotum is fraudulent, the 30 percent penally applies oniyv to the
deficisney. hut if adelinquent return is fraudulent, the 50 peeeent penalty applie
ta the entire tax due. Thir conficte with the design of the Code under which a
“fraud penalty applies 10 the deficiency while a4 delinqueney peaaliy applies to
the entire tax. Sinee, in furthemper o the {orrgaing decign, §68R300) provides
that a delinqueary penaliy shali ot he aseerted i the feand penaliy is ascesdad,
it is manifextly unfair to impose an additional fraud peraliy on the taxpayer even
where the return has heen filed laie without reazonable canse, & 1azpaver who
filos his returmn even one day 1ate it sunjoet ta a suhstanhial peaalty hevond the
contemplation of the fraud peraltv. Furthermors, 1l constion to ha rapraciad
now imposss no preater sanction on the taxpayer who fraudulently fails ta i
a return at all and thus has neither declared income nor paid sny tax. He is met
with the assertion of the sume penaliy as the taxpayer who has, at leust, tited a

re:urn, albeit delinquent.

This ameadment presents un inducement to the taxpaver who has rot vet filed,
to comply voluntarily while under the present procedure. the taxpayver who fails
10 comply is accorded the same treatment us the taxpayer who makes :0tne efont
to do to. Under present luw the non-filing tarpayer may never he discoversd
and evea if he is discovered, he is no worse off thun if he had filed. Thus present
law fosters non-compliance.

.Eliminating the pareathetical reference 10 $6211{a)(11(A) in §6653(c1(1) would
aecomplish the same result as is intended in the smendmeant :uggested here. How-
ever, i substantial portion of the Section’s Committee or Civil and Criminal Tax
Penalties felt that the amendment ay now propased is more desirable in that it
gives added inducement to voluntary Sling, ~

For that purpose and in order 10 conform wuh the rusomn: in George M.
8till, Inc, 19 T.C. 1072 (1453), an inducement is provided prior to the institu.
tion of an investigatioa by the Service for the filing of delinqueat returns. See
also, Charles F. Bennett, 30 T.C. 114, 123 (1938).

The proposed change would 2l:o bring about parity in the imposilion of the
57t negligence peoulty in requiriog its application to the deficieacy rather than
the entire tax due in cases of late returns Aled before notification.

Under the proposed amendnient there would bs no chance with respect to the
taxpayer who never files and whose failure to file is due 10 fraud with the 1ntent to
evade tax. There is 3130 no vivange with respect to tha nspayer who files lare and
after cotification of the deliaguency from the Commissioner. In both of the fore-
gning cases, the fruud pen:hv is compmed by 1aking 50 percent of the entire tax
tlite rather thun 30 percent of the (!eﬁcnencv The proposal, however. would bar
the mposmon of the 8077 fraud penuly where a completely accurate und correct
return is filet kute, hut before notification, even if the lateness is due to iraud.

On the other hand. the proposed amendment gives the taxpaver who files late,
but voluntanly. the same treatment with retpect to penalties that it gives to other
taxpayvers, ie., the delinquency penalu‘ it messuredl. 1n the case of delicqueney
only, by the entire tax due, and in the cuse of fraud. by the deficiercy. Present
law achieves no purpose by plaring the additional burden on s tatpu er already
faced with o substaatial fraud penaliy. The incresse in this econcinic burden is
not justified in cases where he h.u made an eflort to comply voluntarily although
delinquently.

This recommendation was prepired hy the Section’s Commitiee on Civil and
Criminal Tax Penalties. To the vxteat of the knowleace of the chairman of that
conunittes, no member of the oommmee has a client with a pemonul interest in
this nwmmendamn.
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- Senator PAckwoop. We will next move on to S. 1081, and we will
start out with Mr. R. Randall Vosbeck, accompanied by Mr. Ratliff,
Mr. Guy and Mr. Wilwerding.

Dave, Senator Mathias testified earlier on™this, and if you have a
statement, this would be an appropriate time.

Senator DURENBERGER. I thank you, Mr. Chairman. I do have a
statement that I would like to have printed in full in the record. I
am sure Mac did his usual eloquent and perceptive-of-the-problem
- job in explaining the rationale behind the bill.

[The prepared statement follows:]

PREPARED STATEMENT BY SENATOR DAVE DURENBERGER

Mr. Chairman, thank you for giving me this opportunity to testify at the hearings
today on the Design Liability Supplemental Protection Act. For the architects and
engineers of our nation whose liability continues to increase dramatically, this bill
is obviously very important. However, this piece of legislation is also very important
for the claimants who would be more likely to receive appropriate recompense for
legitimate abuses. 'l‘odaﬁ, many claimants find themselves the “‘victims’’ of hollow
victories over firms unable to pay the damages they owe. So for both architects and
engineers and for the peogle who use their services, this act is vitally important.

Mr. Chairman, we in the Senate are very much like members of the general -
public in that we don’t often hear of the problems of this nature experienced by
architects and engineers. While the-news often contains accounts of spectacular
awards doctors are forced to pay in' malpractice cases, disasters such as the colla
of the passageways at the Hyatt Regency Hotel in Kansas City are very rare. Yet
this tra%ic event, in which over 100 people lost their lives, vividly illustrates the

tential liability that an architectural or engineering firm can face. A doctor's
iability in a malpractice case is almost always limited to one person; in design _
liability, though, a single error can cause injury or death to hundreds of individuals.

I think it is very important to remember, Mr. Chairman, that when we discuss
architects and engineers, we are generally not referring to corporate giants that can
absorb their loses through their high volume of business. Rather, in designing and
engineering, 80 percent of all firms have fewer than 20 employees, and many are
just one or two person operations. And, of course the volume of their product is
guite small compared with, for example, a chainsaw manufacturer who sells hun-

reds of thousands of those tools every year.

The cost of the liability insurance of these small businesses has escalated steeply
with the number of claims. In 1960, only 12 claims were filed for every 100 insured
parties. By 1960, the number of claims had increased to 20, and by 1981 it's
estimated the rates will be 45 claims per 100 insureds. To illustrate further, a recent
study by the American Consulting Engineers €ouncil showed that its members have
an average of one claim each 2.6 years.

Worst yet, many of these claims are frivolous and, by any measure, unfair—but
they still consume a great deal of time and money, neither of which any small
business in America has in great abundance durin%these days of high interest
rates. Take, for example, a case from my own state of Minnesota.

In 1972_, a Minneapolis consulting engineering firm specializing in soils and mate-
rials engineering conducted a very limited investigation on the first addition of a
townhouse project. Later on, a second addition was added to the townhouse project,
but this particular Minneapolis firm had absolutely nothing whatsoever to do with
its construction. Later when dificiencies arose in the second addition, the tenants
sued over thirty parties, including the Minneapolis firm that had absolutely nothing
to do with the deficient construction. Attorneys for the major defendants fearing the
real potential-of a jury coming in with a verdict against them put ether a
tentative settlement offer of $600,000 on behalf of all named defendants. When the
Minneapolis firm was aﬁproached for a $5,000 “contribution” to the settlement, they
originally refused. At that point, the firm was informed that only those defendants
contributing would be discharged as part of this group settlement, andthat litiga-
tion would proceed against individual defendants not contributing to the settlement.
In order to save many times the amount in legal fees, the Minneapolis engineering
firm reluctantly contributed $1,000 to settle a case about a construction gob‘ they
- had nothing to do with, Total losses, including legal fees and lost billable time
~ within the office of the Soils Engineer, came to almost $2,600. And their fee on the

work on the first addition was only $500, paid 8 years earlier. Mr. Chairman, this
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Minneapolis consulting engineering firm lost almost $2,600 because a project they

knew nothing about and had nothing to do with was built poorly.

The costs in this example were most likely borne by the firm, not by any
insurance company, since the average deductible on such policies is $8,000. Even
with the high deductible, premiums are high—2.4 percent of the gross receipts of a
recently surveyed group of consulting engineers. For firms under 10 people. The
average was three percent.

These high premiums have forced many firms to “‘go bare”’—to go without any -

insurance protection. The American Institute of Architects found in a recent survey
of their California members that 49 percent had no coverage. A nationwide survey
by the American Consulting Engineers Council showed that 46 percent of the firms
with fewer than 25 employees had no coverage. Major claims against these firms
wiould very likely bring bankruptcy to the firm and little or no relief to the
claimant. . -
The bill I am supporting today will permit architects and engineers to deduct
amounts placed into a design liability trust fund. Those with “severe servico liabili-
ty problems’’—in other words those firms unable to get insurance coverage above $1
million or those firms who must pay premiums in excess of two percent of their
gross receipts to obtain such insurance—would be allowed to deduct the lesser of: 1)
five percent of gross receipts; 2) a cumulative 15 percent of average receipts; or 3)
$100,000. Other firms would be allowed to deduct the lesser of: 1) two percent of

gross receipts; 2) ten percent of average receipts over a rolling five year base; or 3) -

26,000. When money is drawn from the trust fund to pay a claim, that amount
would be included in income and a corresponding deduction would be made for the
expenses paid. To protect against abuse, this bill requires that unauthroized deduc-
tions be subject to a ten fercent penalty. Also, if a controlling interest in the firm is
sold, the trust funds would be taxable.

Mr. Chairman, the architects and engineers of this country have currently demon-
strated that they are suffering from a difficult situation that we in Con can

easily alleviate for them. Like all small businesses in this country, an haps._.

r
even more 80, engineering and architectual firms are suffering under brutaﬂ; high
interest rates-and a sluggish economy. I sincerely ho?_e that we will be able to
provide this measure of relief for them in the very near future.

STATEMENT OF HON. DAVID DURENBERGER, A U.S. SENATOR
‘ FROM THE STATE OF MINNESOTA

Senator DURENBERGER. In my statement I cover one small exam-

- ple of the problem. I am sure we all think of issues like this in

terms of the Hyatt Regency in Kansas City, and so forth. Put let
me give you just this one small example that I think is probably
more persuasive in the long run of the need for this legislation.
In 1972 a Minneapolis consulting engineering firm which special-
izes in soil and materials engineering conducted a very limited
investigation on the first addition of a townhouse project in the
city. Later on in time a second addition was added to the town-
house project, and this firm had nothing to do with that in any
way. ien some deficiencies arose in the second addition; the
tenants sued over 30 different parties, including the Minneapolis
soil-testing firm. The attorneys, as usual, facing the real potential
of a major jury verdict coming in against them, put together a
settlement offer of $600,000 on behalf of all of the named defend-
ants, and went to this little soil-testing firm and offered them a
$500,000 contribution to the whole settlement which, of course, in
light of a lack of liability, they were unwilling to do.
~ To make a long story short, they ended up paying $1,000 into the
gettlement, paggni another $1,600 or so in attorneys fees, and so
forth, for $2,600 that there was no reason whatsoever they should
have been liable for, But this is typical, as you all know, of the
problems confronted by architects and engineers and related pro-
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fessionals when any kind of problem like this occurs which leads to
itigation.
he costs in the example I gave you were not borne by an
insurance company, because the amounts involved were small
enough to come under the deductibles, most of which are usually in
the neighborhood of about $8,000. So I think, Mr. Chairman, that
we are not whistling Dixie or whistling anything else in this kind
of a situation. This is a very real problem, and we have chosen to
address the problem in one of the best ways and one of the most
ﬁppropriate ways in the light of tax policy generally that we know
ow

I know this is an important issue. I appreciate very much your
willingness to address the issue and to give it the time that it
clearly deserves. And I look forward to the testimony of the wif-
nesses here this morning to prove the case.

Senator PACkwoob. Gentlemen, go right ahead.

STATEMENT OF WILLIAM R. RATLIFF, PRESIDENT, AMERICAN
CONSULTING ENGINEERS COUNCIL ’

Mr. Raruirr. Mr. Chairman, my name is Bill Ratliff. I come here
as president -of the American Consulting Engineers Council, about
4,000 engineering firms across the United States.

I won't get into the details of the bill because, as you said, it is a
very simple thing. It allows establishment of a trust fund of pretax
dollars to allow our firms to pay legal fees and possibly settlements
in the smaller areas, that is, under $100,000, and to allow these
firms to carry higher limits of insurance with the same premium
dollar by raising their deductible. It is as simple as that.

Probably the most common question that I get on this problem
is: Why are you different from other professionals? How do your
needs differ from those of other professionals? And I think it comes
down to this: Under today’s tort law, a doctor, for instance, has a
duty to his patient. He might have a duty to the patient’s family.
But it pretty much stops there. And for a doctor to carry insurance
limits of $1 million or $5 million would seem to be a reasonable
number, under those sorts of potential liabilities. )

A lawyer has a duty to his client. But it gretty much stops there,
and at least he knows the limits of those that might be claiming a
duty. I think we only have to look at the recent Kansas City
disaster to understand the potential liability of the consulting engi-
neer. The vast majority of the structural engineers in the United
States have under 10 people in the firm. They are very small
businesses. The vast majority of those firms carry insurance with
upper limits under $1 million because of the cost of that insurance.

-Because of the cost of early claims and legal costs, they carry
deductibles down in the $8,000 to $10,000 range. This is because, as

- very small business, they can’t afford to handle the small end by
themselves. ' : '
The small structural engineer has a duty, in the case of a Hyatt
or any other tall building or dam or water treatment plant or
major structural facility. He has a duty to hundreds and potential-
l{l thousands of unknown persons. And, as you know, the claims in.
the Hyatt traged[y right now have totaled $3 billion. It is an enor-
mous potential liability that is imposed on an engineer or an
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architect that is unknown, to .my knowledge, to any other private _
practitioner of a profession. ,

I think that’s what makes us different and, somehow, our firms
must be able to protect themselves, to put aside some money to
‘protect themselves in the early going in order that they can raise
their deductibles and increase their insurance coverage. Certainly,
they won’t be be able to cover any $3 billion, but they can get
much: more coverage than they have now.

Thank you, Mr. Chairman.

Senator PAckwoob. I am not sure the issue is are you different
from doctors and lawyers. Indeed you are. But the question that is
raised by Treasury and by others is: Why can’t you cover it by
normal commercial -insurance and need the self-insurance fund
that the others will not have, or will not have under this bill?

Mr. Ratuirr. I think it is what I just alluded to, and that is, the
insurance is-there; it is just that our ﬁobential upper limits of
liability are so far greater than these other professionals, because
of the magnitude of the numbers-of people that we have a duty to,
that we simply have to have a way to set aside some money so as
to raise those deductibles. _

We are different. The Tax Code right now says we are different,
because we can’t accumulate retained earnings past $150,000. We
can’t even do it in that manner and set it aside for protection.

Senator PAckwoob. Let me ask you this: This is not unrelated to
the bill we had in the Commerce Committee on product liabilit
and self-insurance, where companies were having a very difficult
time at a rational price providing auto liability insurance.

How on earth are you going to, even with this kind of a trust
fund set aside, cover the potential liability of millions or hundreds
of millions of dollars? :

Mr. Raruirr. Well, we are not. All that we can hope to do is do
better. And as you~know, of course, there is a vast compounding
effect. If you raise your deductible from $10,000 to $100,000, the
same premium dollar might go from $1 million to $10 million. I

~don’t know that those numbers are correct, but the amount of
coverage you can get if you raise that deductible almost seems
exponential. And so we can do a far, far bgtter job, Even though we
certainly can’t cover the potential liability we have.

Senator PAckwoop. We see this, of course, in health insurance.
Far and away the greatest portion of the cost are billings under a
thousand dollars. If, indeed, you had medical deductibilities of $600
gd $1,000, health insurance would be infinitely cheaper than it is

ay.

Mr. RATLIFF. Yes, sir. Thank you. )

STATEMENT OF RANDALL VOSBECK, PRESIDENT, AMERICAN
INSTITUTE OF ARCHITECTS

Mr. VosBeck. Senator Packwood, I am Randy Vosbeck. I am

. president of the American Institute of Architects, a practicing ar-

chitect in Virginia, a graduate of the University of Minnesota.

With me today is Jack Wilwerding, a past president of the Minne-

sota Society of Architects, on my ri%m; Obviously, we are here to

f)toon record to support S. 1081, the Design Liability Supplemental
tection Act of 1981. . : ' ,
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I think I would like to point out some of the changes that have
taken place since we were here last—I think it was last September.
1980. I think these developments make passage of this bill perhaps
even more in the public interest.

Now, first, over the last 2 years there has been a really marked
increase in the severity of claims and the frequency of claims. In
1978, 36 percent of all architects and engineers had claims against
them. In 1980, 45 grcent of all of the people covered by insurance
have had claims. that.means that about half of all the insured
can expect to have a claim in the next 12 months. That is dramat-
ic, and it is obviously having a dramatic effect on the cost and
availability of insurance for us. I know of many firms that have
now just dropped out of the insurance business and are going bare,
going without coverage. The percentage of uninsured architectural
engineering firms is dramatically increasing each year.

he second change is the change in the insurance market and
the ability of the insurance industry to respond to our needs, This
really continues to concern us. Over the past 26 years there have
been about 20 different insurance carriers that have entered this
field, but now most of them have withdrawn. There are now only
seven companies carrying professional liability insurance, and of
those seven we know of three that have undergone some major
corporate reorganization of late. And so the availability of insur-
ance from many of these companies is really uncertain. So that
obviously is having a dramatic effect on the costs and the availabil-
ity. :
Third, 1 would like to stress the state of the economy today,
particularly the construction economy. It certainly has a relation-
ship to the bill. Architects and engineers are always the first to
feel the effects of an economic slowdown. As our clients put off
construction plans, and, boy, they are doing that a lot these days, -
-insurance premiums we pay, which are primarily based on a his-
torical record of our fees, of our gross income, as our income
obviously fgoes down, then, in this construction recession, the per-
centage of our professional liability costs dramatically increase,
because it is based on history. So that is a major impact on us.
I think we all know that as the economy moves into some trouble
times that construction claims—claims of all sorts, I guess, but I
know construction claims—tend to increase in frequency and sever-
ity. Claims that normally would not have enough merit for most
people to pursue are vigorously litigated in the hopes of attaining
regovery from anyone and everyone involved in a particular proj-
So we cannot avoid getting caught in the middle of these dis-
putes. And even when these claims are frivolous and the design
professional is ultimately cleared of any negligence, a great ex-
pense is involved in defending the case. I want to stress this and
point out one more time the vast increase in this shotgun approach
that design professionals are facing these days. : N
Finally, I would like to draw your attention to .a few of the
changes in the bill. As a result of some review of the Joint Commit-
tee on Taxation, a new provision was added: First money paid out
on a liability loss comes from the trust fund. This will prevent
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anyone from taking a deduction for a contribution to the fund and
then paying out the loss out of current income.

So, in conclusion, I would reiterate that this bill is in the public
interest; it will help to assure owners and users of buildings that
they will not go uncompensated in the event of an error or omis-
sion on the part of the designer; and, at the same time, the bill can
provide some stability to this volatile professional liability market
and to small business design firms that are most affected by the
rising cost of insurance.

Thank you.

Senator PACKwoobp. Anyone?

Senator LoNG. No.

Senator PAckwoob. Dave? '

Senator DURENBERGER. I wonder if the panel—are we going to
hear one more witness?

Senator PAckwoob. I am not sure.

Mr. Guy. Yes, sir.

Senator Packwoob. All right. Go ahead. I am sorry.

STATEMENT OF LOUIS L. GUY, JR.,, REPRESENTING THE NA.
TIONAL SOCIETY OF PROFESSIONAL ENGINEERS, WASHING-
TON, D.C.,, ACCOMPANIED BY A. J. “JACK”  WILWERDING,
SETTER, LEACH & LINDSTROM, MINNEAPOLIS, MINN.

Mr. Guy. Thank you, Mr. Chairman. My name is Louis Guy, and
I-am the immediate past treasurer of the National Society of
Professional Engineers. I am simply here to indicate our support
for 1081 and for the joint statement with which you have been
provided. I would like to emphasize just a couple of points.

This situation is not static. It is getting worse. There is an
increasing frequency of claims. Mr. Vosbeck mentioned the shot-
gun lawsuits. There is a growing tendency, I think, of lawyers to
protect themselves against their own liability by enlisting everyone
who had any connection with the construction project, so that we
can drag into more and more suits where, ultimately, we are .
exonerated, but there is a substantial legal cost and perhaps a
settlement cost involved. . B

We have very large deductible amounts already. This is due to
the fact that we are already paying from 2 to 3 percent of our gross
income for liability insurance, as the record shows. The net worth
of our firms is very small in relation to the liability for our projects
which. affect so many hundreds and potentially thousands of
people, and this bears directly, I think, on Senator Mathias’s com-
ment earlier that the consumers and the public interest will be
- benefited by this bill in that it facilitates improved coverage of our
tremendous liability, thereby assuring payment of successful claims
\fyhich would otherwise have simply caused bankruptcy of our
irms. '

With that, I will close my remarks. K

Senator Packwoop. Let me ask you one question that Senator
Mathias wanted posed: It has been suggested that S. 1081 be ex-
panded to include the services of landscape architects. They are a
separate body of professionals, apart from architects and engineers, .
and they are subject to licensing under State law. Do you think the

-
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services of landscape architecture follows in the ambit of S. 1981
and should be included in the definition of service?-

Mr. Guy. Ram{}r?

Mr. Vosseck. Yes. I think maybe I can pick up that one. Let me
just say that there are many design professionals that are included
in a construction process, in the design process. There are land-
sca‘fe architects and surveyors and interior designers and planners,
and the like. This bill should address those licensed professionals
that do really have a significant risk of liability. - :

Whether or not any of these groups belong in the bill really
depends upon_ whether they can demonstrate that they have a
significant risk or liability. And if the landscape architects can
demonstrate that, we certainly have no objection to their being
included in the bill. , :

Senator PAckwoob. Dave. ,

Senator DURENBERGER. One question to the panel, and I think

' Erobébly the chairman of the subcommittee knows the answers

cause of the chairmanship of another committee that he has
already réferred to. But would you respond to the nontax mecha-
nisms that might be available to us to address the problem and
why you prefer this particular approach? I think, of course, of tort ..
reform and contractual limitations on liability, the formation of
risk-retention groups or association-owned insurance companies,

" and so forth, which we see in some of the other areas.

Mr. Ratuirr. I am not sure that I can respond to all of those. As
far as the hold harmless protection by the owner, the problem that
we encounter most of the time is that the contracting parties can
hold us harmless—we can_have a contract that holds us absolutely
harmless from all of those parties involved in the beginning. But
this won’t keep third parties and fourth parties and seventh par-
ties, in the example that you gave, from bringing us into a lawsuit, _
at costs to us of thousands of dollars, simply to prove we don’t
belong there.

Most of our problems these days are not a result, frankly, of
anything we have done or have failed to do. They are a result of
being around and having to prove that we don’t belong in the
lawsuit. I would say the majority of the claims in our cases are of
that nature. And there is no one that can protect us against that,
unless we have some better means by which we can defend our-
selves, I think. ‘

So far as association insurance, probably Randy could speak to

-—that, since they are more deeply involved in that than we are.

Mr. VosBeck. Well, there is a provision in the bill that elimi-
nates any reference to captive insurers,-if that is what you were
referring to. It is really not realistic to expect that architects and..
engineers will be able to establish any kind of a captive insurance
company as a substitute for commercial insurance. So I think that
that should really eliminate any concerns of the insurance industry
with regard to a loss of insurance to captive insurers. :

I would like to comment, too, Senator Packwood, if I could, on

our comment on selfsinsurance earlier. I think what this bill does
to really only put us on an equal footing from a self-insurance
goint of view. There are limits of contribution that are in the bill

‘that really limit precisely what we can contribute with regard to



123
- self insurance, and this certainly will not replace the commercial
insurance. It will primarily protect our._deductibility portion that
we have now. '

Mr. Guy. Mr. Chairman?

Senator PaAckwoop. Yes.

Mr. Guy. On the risk retention or on the captive groups, I think
they address, really, a problem of availability, and that isn’t our
problem. Our problem is we are already paying 2 to 3 percent of
our gross income for this, and we are seeking to find a method that
will enable us to be better covered. As far as changing the system,
they might address the problem of widespread suits that bring in
everybody and run up the costs. That really is a State groblem, is
it not? And it could take forever to solve on a State-by-State basis.

Senator DURENBERGER. That answers the question, Mr. Chair-
man. Thank you. _

Senator PAckwoob. Gentlemen, thank you very much.

[The prepared statements of the previous panel follow:)
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OUTLINE OF
ATA/ACEC/NSPE JOINT STATEMENT

Nature of Design Professions

Professional services for the private sector, govern-
ment and grantees.

Small businesses.

A-E Liability Problems

Victims of litigation-prone society.

Numerous claims including third-party suits.

Nature of insurance coverage and costs.

Uninsured expenses of~claims. »

Large numbers of design firms unable to afford 1ns§tance.

Client requirements.

Legislative Remedy -- S. 1081

Sbonsors of bill.

°
e Utilization funds and permitted-uses.
e Fund categories and contributions,
e Penalties for unauthorized distributions.
e Narrow scope for bill.
e Protection for trust assets.
e Revenue estimate. —
Justification -
‘e Design professions and built civilization,
e Make maximum use of A-Eipotential.
Conclusion
e Serious problems exist -- S. 1081 is a remadgi

¢ Congress can help A-Es and the public interest.

88-188 O-~82——9
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AIA/ACEC/NSPE JOINT STATEMENT
IN SUPPORT OF S. 1081

Mr. Chairman and Members of the Subcommittee, represent- -
atives of the American Institute of Architects (AIA), R. Randall
Vosbeck, President, the American Consulting Engineers Council
(ACEC), William R. Ratliff, President.;nd Louis L. Guy, Jr., of
the National Society of Professional Engineers (NSPE), appear
before you in support of S. 1081, the Design Liability Supple-

" mental Protection Act of 1981.
Who We Are E

The American Institute of Architects (AIA) is a national
organization comprised of approximately 38,000 Q;mbers in some
11,500 firms employing an average of nine people each. The
American Coﬁéult;ng Engineers Council (ACEC) is a national fed-
'eration of approximately 3,800 private practice design engineering
. firms having 110,000 employees. The National Society of Profes-
sional engineers (NSPE) is a non-profit group representing over
80,000 engineers in government, construction, industry and privatef_,~__
practice. -

We and the other design professional organizations and their
member firms are a labor-intensive industry employing state-1li-
censed professionals and supporting staff to perform various con-
struction-related architectural and engineering functions.

These include designing, surveying, planning, evaluating,
making studies and inspecting construction projects as represent-
_atives of owners. A-Es are not construction contractors, but

professionals who are retained by owners/clients. Nhii? much of
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_AIA/ACEC/NSPE -- Page two

our work is performed in the private sector, we also have di-
rect contracts with governments at all levels, as well as with
states and local communities under various federal grant programs.
Most engineering and architectural firms in the United States
are categorized as small businesses. Many are one- and two-person
operations. Seventy-five percent of the firms have fewer than ten
employees. The average size of an architectural firm is nine.
Sevenéy-nine percent of ACEC firms employ 25 or fewer; 90 percent
of consulting engineering firms have fewer than 50 employees. .
Architectural and engineering firms are typical of small
businesses today, for they must struggle to overcome lack of cap-
ital, high inflation, rising costs and increasing litigation.

A-E Liability Problems
Ours 1is a litigation‘proﬁe gociety. One of the most serious

v
difficulties facing design professionals is that of liabiliiyl
A-E firms experienuﬁ’?i%i:iéal and very frustrating problems with
liability claims and costs for protecfing themselves from them.

A recent study by the "accounting firm of Deloitte, Haskins
and Sells (PHS) (copy attached) shows that one-third of all A-E
firms, regardiess of size, experienced liability claims over the
past five years. This DHS study also found‘chat as the size of
the firm grows, 8o does the likeliﬁood of experiencing claims.
Two-thirds of the larger firms reported at least one claim during
the same five-yéar period. A recent 1981 ACEC membership survey

showed an average frequency of claims of one survey 2.6 years for

the 1,408 firms responding.
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AIA/ACEC/NSPE -- Page three

These ciaims against A-Es are not always based upon alleged
acts or errors by design firms, but include increasing numbers of
third-party lawsuits where 1litigants attempt to collect from any-
one with even a tangential relationship to the project. Even
in caseS'Qhere’the prospect of a liability judgment is negli-
gible, the central role of the design professional in the pro-
Ject obligates the architect or engineer to a legal defense. -

_Iq’g majority of such cases, the relationship of the case to »
the architect or engineer in responsible charge is tenuous
snd many times removed. ~

For exaﬁple, the following case was brought to ACEC's at-

tention by a member firm from Minnesota.

"A few months ago we were named as 7th party defendent
of the the 6th partyplaintiff (or something like that).
It seemed that the first plaintiff bought a house from
the first party defendant which had another house encroach-
ing on his lot. When he bought the house, he had a sur-
vey done by the city engineer who was moonlighting (doing
surveying on the side) that showed the house encroaching
on the property. With this knowledge the man still went
ahead and bought the lot and then turned around and sued
“ the guy he bought it from. He turned around and sued the
guy who built the house, and he turned around and sued
someone else, and then they turned around and sued the
City for issuing a building permit - somebody was contin-
ually sueing someone else. Finally, it got to us.

We had done the original underlying plat about 10 years
ago. Our first impression was that they were alleging
that someting was wrong with the original plat. As it
turned out, that was not the case at all.

‘When they went out and located their house on the lot,

thez saw some stakes with red flags on them and used those
stakes as assumed property lines without having a survey
done. It turns out that the stakes were put in as a
control line by the City in doing some topographical work
for another project in the next block. The reason that

we were named is because nobody bothered to check on whose
stakes they were and someone had seen a tan truck in the
area and - are land surveyors who have 'tan' trucks. There-
fore, they thought it must be us who put the stakes in.

-6
RS
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AIA/ACEC/NSPE -- Page four

We had not been in that area for 8 years! Had nothing -~

Ehia dissovery we were exossod from the law suit.  However,

we had to go through it until the discovery, take some

2ggzzi%§ggséh:?:u1:?n up legal costs in order to get ex- -

To help protect themselves, design fi;ms carry substantial
amounts of insurance. According to DHS, the average policy 1is
$4&9;000. with a deductible of $8,000. The costs of insurance,
the study revealed, are relatively more severe for smallef*firms
than for larger ones. The ACEC survey bears out these findings.

Liability premiums for all sizes of A-E firms are high, along
with the levels of deductibles which firms must often accept in’
order to hold down the costs of insurance or raise their upper
levels of coverage. The DHS study revealed that 95 percent of the
firms surveyed bélieved that their liability insurance premiums
are high._ Further, 64 percent of the firms surveyed reported that
their insurance costs exceeded two percent of their gross teceipts.-
The ACEC survey showed the average amount of gross revenues spent
for insurance was 2.4 pezceﬁt. with firms of one to ten personnel
spending about three percent. While this percent#ge seems small, in
the context of profits averaging 5.3 to 11.8 percent of gross billings
this figure is significant. o

In testimony delivered to the House Committee on Ways and Means
on a similar legislative proposal in 1978, a design community wit-
ness stated, "For many A-Es, insurance coverage is now the largest.
single cost item after payroll. What is more, purchased insurance
is genérally a fixed cost for construction designers, while the

construction industry is highly cyclical."
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Outside of insurance coverage, thé;é are uninsured expenses
'for design firms facing claims. Since the vast majority of
claims against architects and engineers are relatively small, this
means that A-Es must pay as first costs claims and legal fees up
to the levels of their deductibles from out-of-pocket. These un-’
insured first costs of liability can be especially destructive to
~ small Bgsinesses. Because the deductible applies to each and every
clqim. multiple claims can dramatically increase the out-of-pocket
costs. In addition, many of the risks experienced by architects
and engineers fall outsiae the coverage of the policy.

Whether one wins or loses on a claim, there are always costs
to the firm. In addition to the cash expenses referred to above,
the A-E fixm must absorb the costs of uncompensated professional
time spent in investigation and defense preparation. Since the

. commodity sold by an engineer or architect, like any professional,
is his or her time, a claim can result in a significant loss. A
general rule of thumb is that the design professional will spend
three hours of his own time in defending a claim for evefy hour
spent by the attorneys. -

The poaaiblity\of liability claims does not end when a pro-
Ject is completed bécause many defects in & building or sttucturé
may not be discovered until years after it is completed. Liability
coverage for design firms is written on a "claims-made" basis: in-
gqraﬁce cqv;fs claims for errors, omissions or acts only during the
actual term of the policy. Consequently, deqién firﬁs must maintain
1nsurance‘long after projects hivé been ¢om§1eted, even when their

members retire from active practice.
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In some cases firms could need coveraéﬁ literally forever,
since not all state; have statutes of limitatiogsl
Living with deductibles is another fact of life as design
firme seek to help control expenses. Per the ACEC survey, nearly
chtee-quarteré of all firms of one to ten personnel responding
“accept deductibles of between $5,000 to $10,000. Yet current
tax laws discriminate againsttﬂose whoi'accept high deductibles
to reduce premiums or to raise policy Eovetage. Monies now paid
into reserve accounts are not deduétible as business expenses un-
til actually paid on claims, though payments on insurance premiums )
_are deductible. P ) -
The inequitable'tax treatment of design liability insurance
expense is compounded by growing }equirements of certain federal,
stat; and local government agencies that A-Es maintain specified
aﬁounts.of liability coverage as a condition of conﬁréct. Similar
requirements are on the increase among major industrial clients of
architects and engineers. .
Adding to the serious situations we have described above is
the shbcking finding by DHS that 24 percent of the firms surveyed
- have no liability insurance coverage. They are, to use industry
vernacular, "going bare". Some areas of the couﬁcry have even greater
numbers unreported. An AIA membership survey, taken in 1979, showed
that 45 percent of Texas and 49 percent of California architects
are without insurance. The 1981 ACEC survey showed ﬁhat some 46

pexcent of firms with from one to 25 personnel were uninsured.
—



182

AIA/ACEC/NSPE -- Page seven

A-E firms "go bafe" largely because they cannot afford the
insurance costs attendant to their work. Eighty percent of those
firms surveyed by Deloitte, Haskins and Sells who do not now carry
liability insurance reported that high cost is the major reason.
This situation is more unfortunate and unhealthy. It may prevent
consumers and others who have legitimate claims from collecting
on them. It can also result in A-E firms being forced out of busi-
ness when a claim does arise. Perhaps some suits which go on and
on do 8o only because the firms may not have the means to settle
claims.

| Legislative Remedy

The memberships of AIA, ACEC and NSPE scrongly urge passage
of S. 1081. 1Introduced by Senator Charles McC. Mathias and co-
sansored by two members of this Subcommittee (Senators Bentsen
and Long), Senator Durenberger of the full Committee and Senator
Heinz, S. 1081 will help to deal with the design profess;on's 11-
ability problems. We believe that S. 1081, if enacted into law,
will enable designers to supplement their insurance coverage so
© that they can then satisfy out of their own funds the claims’ and

liabilities they face to users and to the public. -
This imaginative approach will permit A-E firms to set up -

service liability trusts in order to meet the costs of settling
legitimate claims and defending themselves when required. Con-
tributions to the trusts would be tax-deductible as a legitimate

business expense for a predictable liability.
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It is important to understand that S. 1081 is not intended
to replace 1A;urance. but to supplement it. Senator Mathias and
his co-sponsors have crafted a legislative vehicle with which de-
sign firms can accumulate reserves to settle legitimate liability
cldims and pay for legal defenses under the levels of their deduc-

" tibles without seriously disrupting cash flows.

While only four percent of A-E firms now set-aside funds
especially for service liablity, two-thirds of the firms surveyed
by DHS 1nd1cated'that they would establish design liability trust
funds if Congress were to enact S. 1081. Fifty-eight percent of
those queried reported that, with such a trust fund, as permitted
under S. 1081, they would increase their deductibles under their
‘Lnsurance policies. They would then be able to increase their
upper limits or to stabilize premium costs.

S. 1081 defines two categories of liabiiity problems and pro-
vides corresponding levels of trust fund deductions for them. Tax-
payers with '"severe service liability insurance“problema" are de-
fined as both those who are unable to obtain $1 million of liabilicy
insurance and those who can obtain such insurance, but onliy at the
cost of a premium in excess of two percent of thelr gross receipts
for a year. .

Tﬁose having ''severe'' problems would be permitted to make annual
contributions limited to the lesser of: (1) five percent of the
taxpayer's gross receipts fofnthe year from activities which might
give rise to service liability; (2) a cumulative limitation equal to

15 percent of the taxpayer's average gross receipts (based on a five-
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year moving aQerage) from such activities, minus any amounts
already contributed to the account in prior years by the tax-
payer; or (3) $109.000.

All other tgxpayers would be limited to deductions equal to
the lesser of: (1) two percent of the current yeﬁr'q gross re- |
ceipts; (2) ten percent of the average receipts during the five-
year base period, minus prior-year contributions; or (3) $25,000.

When a liability claim is made, monies must first come from
the trust. This will insure that the impact of any tax deferred
is minimized.

All distributions from the proposed service liability trust
funds would be taxable when made. However, if the amounts are used
by taxpayers to satisfy service liability claims, the ﬁaxpayer will
be able to take an offsetting deduction. 1In order to discourage
and penalize unauthorized distributionstfromJtrust funds (i.e.,
use of a trust fund for anything but service liability purposgs).

a ten-percent penalty tax would be adaed to the tax due on the
amount of the distribution. It is clearly the intention of the
bill's sponsor and the design community that use of the trusts es-
tablished under the provisions of S. 108l be limited solely to
construction design profesionals licensed under state law.

To insure that a liability trust fund is adequately protected,
limitations are placed on use of itf assets. Service liability
trust fund assets may be in&ésted only in United States sécurities,
state or>local securities, bank deposits or other investments per-

mitted to trustees or fiduciaries under state laws. Further, the
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assets of a trust cannaot be invested in the business or the tax-
payer establishing the trust. .

Should any concerns arise as to fﬁe need for any additional
limitations in the bill, we stand ready to assist in any modifi-
cations required to cover the situations. .

While the problems of the design professions and their effects
on soclety are véry importént when judging theAmerics of S. 1081,
we would be remiss in not offering our best e;cimate of the 'rev-
enue loss" involved as a result of the tax defense of funds placed

in the trusts. _

Deloitte, Haskins and Sells estimates that the total amount -
of federal income taxes deferred under the provisions of S. 1081
for the first year is $50 million.

Justification For Enactment

Architectural and engineering firms are literally at the cut-
ting edge of our built civilization. In the words of Senator Mathias
when he introduced S. 1081, '"The incredible technology that the de-
sign profession has fostered makes it the medium by which we shall
create our future.'" We are here asking you and the Congress for
help and consideration in recognition of the contributions architects
and engineers have made and can make to the growth and development
of our civilization.

It is often -said that numerous professional practictioners,
including those in law or medicine, are exposed to significant 1i-
abilty in their day-to-day acitivities. This gives rise.to a ques-
tion we hear frequently --- what makes the level of liability ex-

posure higher for architects and engineers?



196 -
AIA/ACEC/NSPE -- Page eleven

The doctor has a legal duty to his patient; a jury may
also find that he has a duty to the patient's family as well, -
" but 4t-usually -ends there. )
~_ Even the-latyer - he has a duty to his client, but no one
else. He does not, according to recent case law, even have a
duty to the person he is suing, even though he may approach that
suit in a gross and inhumane fashion against the other party.
What about the design professional? For example, in the matter
C of -the Kansas--City Hyatt tragedy, is there a jury or court in the
| country who would find that the engineer responsible for the de-
sign of that walkway had no duty to the hundreds of people on the
walkway or the dance floor that night? Very doubtful.

Clearly, as opposed to the doctor and lawyer, the.architec;'s

or engin;;r'; duty{-;nd-borresponding potential liability to hun-
dreds—maybe—even thousands, of unknown persons is ;gsolutely enormous.
That duty and liability continues beyond design and, in fact, beyond
project completion. In states without statutes of limitations, it
continues indefinately. -

We all know that doctors' patients sometimes die and lawyers'
clients sometimes lose --- and we accept these realities. Yet the
acceptable level of care for design ?rofessionéla has come t6 be

- perfection. The public simply will not accept fallibility in the
design of high-rise buildings, water purification plants, bridges,
dams and other facilities.: .

.— The rates we as design professions pay reflect these realities.
Premiums for design liability insurance are considerably higher than

~—.
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those paid by attorneys and physicians. So, unlike major manu- -
factu;era concerned with product 1liability coverage, 1nsura£ce
coverage is available to us, but the cost of such coverage for
many in the design community is prohibitive; leaving many design
firms underinsured and even uninsured. This_is clearly not in
the public interest.

The provisions of S. 1081 provide an effective remedy for
such problems. By encouraging set-asides to satisfy small liability -
claims, design professionals are encouraged to raise deductibles
and increase insurance coverage. And we believe they will.

But, more importantly, through implementation-of S. 108l1's
provisions, the consuming public also gains a significanc‘ﬁéa;;fe
>of protection—-that it does not now enjby. ’

Design professionals are vital to all that is built for our
use. They create building space in which we work and live, de-
“Vvelop energy sources, create transporation systems, promote energy
conservation ané do countless other services which many take for
granted. A-Es are highly qualified, technically proficient indi-
viduals, trained through education and practical experience to de-
velop the innovative ideaﬁvand plans Egat will provide a better en-
vironment f;r all of us.

Conclusion —

We believe that serious liability problems threaten the design
professions and inhibit making maximum use of their capabilities.
Passag;NEf S. 1081 will help to solve the very real liability prob-
lems of the small business-men and -women who comprise the design

professions.
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In essence, it will provide the necessary encouragement for them
to set aside funds for future needs in years when they can afford
to do so.

Passage of S. 1081 will also encourage the continued advance-
ment of the\ggf.in architecture andvengineering. In an era of |
growing scarcity of resources and rising costs the design community
is the key to ene;gy conservation, use of new materials, reduction
of costs and development of better techniques. Needless to say,
many significant design accomplishments of architects and engineers
have involved elements of risk, yet they have vastly improved our
quality of 1ife. 1In the absence of this legislation, we might ex-

___pect to-see a growing trend toward the practice of "defensive"
;;chitecture and engineering -- blind reliance on outmoded tech- -
niques despite the fact that they have proven to be vastly ineffi-
clent in terms of resources, energy and labor use.

Mr. Chairman and Members of the Subcbmmittee. we thénk you ~
for this oppo;gunity to present our views on what we consider to

be a vital matter. We will be pleased to answer any questions.

A4
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The American Institute of Architects

1735 New York Avenue, N.W,

Washington, D.C. 20006

President

The American Consulting Engineers Council
1015 15th Street, N.W,

Washington, D.C. 20005

Dear Sirs:

Enclosed is our report on the Design Professionals’ Liability Study _
that we conducted on your behalf. As more fully explained in our re-
port, the study shows:

'®  The architect/engineering profession is dominated
by small firms.”

¢ The profession's- liability problems are high insur-
- ance costs and claims experience.

® A large majority of firms favor federal legislation -
that would allow a tax deduction for contributions
to 8 tax exempt professional liability trust.

® Over half of the firms that indicated an interest in
the proposal said that their .contributions would sat-
isfy their liability needs.

* The estimated amount of federal Income tax savings
to be derived by the profession from the liability
proposal for 1981 is $50 million. However, we esti-
mate that within five years $32.8 milllon of this
tax benefit will be recaptured as funds are used ,
to satisfy liability claims and pay legal expenses. . -

We appreciate this opportunity to be of service to The American Insti-  /
tute of Architects and The Amersican Consulting Engineers Council.

~.

Very truly yours, S

Dbitn Nehns 2Ll o
DELOITTE HASKINS & SELLS - ) .
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INTRODUCTION

Earlier this year, The American: institute of Architects (AIA) and The.
American Consulting Engineers Council (ACEC) commissioned a survey to —
gather information about their members’ professional liability problems.,
The survey was undertaken in response to the concern expressed by many
architectural/engineering firms (hereinafter referred to as A/E fimms)
with the high cost of maintaining professional liability Insurance,

The primary purpose of the survey, in addition to documenting the ex-
tent and magnitude of the professional liability problem, was to mea-
sure the wility of federal legislation _that would permit A/E fims
to establish a tax-exempt ‘professional liability trust for payment of
liability claims. A summary of this proposal is Included In the ques-
tionnaire packet as Exhibit A. _

Results of the survey are presented in this report in both summary and
detail form. The results. are focused on the following issues:

Profile of the A/E profession.

Nature of the professional liability problem.
Views on the proposed legislation.

Estimate of tax savings.

e o & o

The report also includes a descrlpt'ion of the survéy pophlatlon and
tabulations of survey responses. ‘

SUMMARY OF RESULTS

Profile of the profession®

The survey indicates that the profession is dominated by small firms,
Sixty=four percent of the firms surveyed reported fewer than 10 employ-
ees and average annual gross billings of $135,000. Seventy-nine per-
cent reported fewer than 20 employees and an average gross billing of
$447,000, . .

The corporation was the predominant form of firm responding (48 pere
cent of firms), with proprietorships second (35 percent of firms).
Partnerships accounted for 16 percent of the response.

* Because of the size of the 10 largest firms responding to the sur- -
vey compared with the size of the other responding firms, It was
necessary to exclude these 10 largest from the general survey re-
sults In order to present the results fairly. The responses of the . -

— 10 largest firms are presented in Exhibit C.

~

e 1 - N —
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- Nature of the professional liability problem

Over one-third of all firms reported at least one liability claim dur-
ing the past five years. Analyzed further, we found that twoe-thirds
" of the larger firms (30 = 199 employees) reported at least one claim
during this period, The number of claims reported shows a general in-
crease as the size of the firm increases.

»

Seventy~-six percent of the firms .surveyed reported that they carry
lability insurance. Of those firms, 46 percent said they carry it be-
cause of client requirements. Insurance premium costs, as a percentage
of gross billings, appear to decrease as the size of the fim increases.
For smaller- firms, with one to nine employees, lnsurance premiums aver-
age approximately 3 percent of gross billings. This ratio decreases
to approximately 2 percent for the larger firms with 30 - 199 employees.
Sixty-four percent of the firms reported that their Insurance costs
exceed 2 percent of gross receipts.

Almost three-quarters (73 percent) of those firms surveyed believe that
insurance premiums are very high; 22 percent believe them to be some-
what high, and 5 percent believe them to be moderate. None responded
with the view that insurance premiums were somewhat low or very low.

Eighty percent of those that do wot carry liability insurance reported
that its high cost was the major isason for not carrying it. Only 9
percent said they did not have insurance because professional llablllty
was not a concern.

Views on proposed legislation

Over two-thirds of the firms surveyed indicated that they would be
flkely to establish a—tax-exempt trust. At present, only 4 percent
of those surveyed reported that they set aside funds or create reserves
- for liability purposes, The major reason for firms expressing a lack
. of interest in establishing a trust is that they cannot afford to set
aside the funds. - Almost three-quarters of the firms that viewed the
availability of funds as a major obstacle to wtilization of the pro-
posal were the smaller firms with one to nine employees.

Many firms reported that they ‘ould set aside significanty less than
the maximum allowable amount. Overall, the firms indicated that they
would set aside an average of between 2 and 3 percent of their present
annual gross billings.

In response to an inquiry as to what firms would do about their insur~
ance coverage once they established a liability trust, 58 percent of
the firms Indicated they would Increase the deductible amount on thclv/

policy. B
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Estimate of tax savings

it Is estimated that membéu of the A/E profession will save approxe
Imately $50 million In federal income taxes for 1981 by establishing
professional liability trusts.

DETAILED ANALYSIS ~

Survey population and résponses

A sample population of 2,366 firms was randomly selected from the
membership lists of The American Institute of Architects and The Am-
erican Consulting Engineers Council. Limited testing was performed
on this sample population to detect any bias in size and location of
the members selected. None was found. Questionnaires, together - with
a cover letter and an explanation of the proposed liability fund, Ex-

" hibit A, were sent to all those in the sample. Strict control was

maintained in all phases of the survey to ensure the confidentiality
of the respondents and their replies.

five hundred and ninety-eight questionnaires were returned prior to
the survey deadline. Thus, the response rate was just over 25 percent,
Replies were summarized in a table, Exhibit B, to facilitate analysis
of the results. '

To ensure that the. firms replying to the survey were representative
of the memberships of their associations, the results were compared
with known characteristics ,of those memberships. From this analysis
we discovered that several quantitative results, such as average num-
ber of full-time employees and average annual gross billings, were
higher than previous surveys had found. An investigation of the indi-
vidua! replies disclosed that there were 10 firms, five architectural
and flve engineering, which, because of their size, significantly in-
fluenced the results of the survey. Exhibit C ‘provides a separate
summary of the information received from the 10 largest firms. .~ The
disproportionate effect of the information supplied by these 10 largest
firms distorted the characteristics of the majority of the firms re-
plying to.the survey. Therefore, In order to give a more representa-
tive picture of the survey replies, the information received from those
firms- has been _excluded from all tables and information presented in
the text of this report.

‘ Profllg of the profession

~ Form of organization

The following table gives an- overall breakdown of the business form of
the firms replying to the questionnaire.



Table 1

FORM OF BUSINESS ORCANILZATION

Overall Architects Engineers
Proprietorships _3s% 41% 18%
Partnerships 16 21 6
Corporations 48 37 75
Other 1 1 1

Corporations are the most predominant business form, particularly for
the engineering firms. However, most architectural firms classified
themselves as proprietorships, with corporations the second largest
category., ' -

Numbers of employees

To give an indication of the size of each firm, the questionnaire asked
for the number of full-time employees- of each firm replying to the sur-

vey. Table 2 illustrates the results of this question,
- Table 2
SIZE OF FIRMS
Size of Fim Percent of Fimms
(number of enployees)

] 1. -9 69
10 = 19 16
20 - 29 6
30 -~ 199 i} 9

Total 100

The large majority of firms have few employees. Sixty-nine percent have
one to nine employees and 85 percent have fewer than 20 employees.

These results c!'o;ely parailel previous findings regarding the sizes of
firms forming the membership of The AIA and The ACEC.

To illustrate, the 1979-80 profile of ACEC membership showsd that 7§
percent of member firms have fewer than 20 employees and 63 percent
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have fewer than 12 employees. In addition, a 1980 survey of consult-
ing engineering firms, conducted by Consulting Engineer magazine, found
that 78 percent of those firms had .25 or fewer employees and 55 percent
had fewer than 10 employees. A limited survey of AIA membership ‘con-
ducted in june 1979 found that 78 percent of these firms had nine or
fewer employees. .

Types of services

Eighteen percent of architectural firms replying to the survey pro-
vided Interlor planning and some type of engineering service in ad-
dition to their architectural services. Seven percent provided con-,
struction management services and 6 percent said they provided other
types of services. :

Of engineering firms in the survey, 51 percent were involved in civil
engineering, 66 percent in structural engineering, 38 percent In me-
chanical engineering, and 28 percent in electrical engineering, Fif-
teen percent were providing architectural services and 16 percent said
they were involved in construction management.

Annual gross billings

Firms were asked to provide their annual gross billings for the pre-
ceding five years. The replies were aversged to obtain an average
annual gross billing for each firm for the five-year period. The re-
sutl’u were then summarized by firm size as shown in the following
table.

Table 3
CROSS BILLINGS BY SIZE OF FIRM

Fimn Size Average Annual Annual Cross
{(number of emwployees) Gross Billings Billing Range
1-9 $ 135,000 . $ 1,000 - $1,400,000
10 - 19 447,000 87,000 - 1,385,000
20 - 29 722,000 175,000 - 1,462,000
30 - 199 1,440,000 384,000 - 4,900,000

The upper level of the gross billing range remains fairly constant for
firms with up to 29 employees. As would be expected, the larger the
ftem In terms of full-time employees, the higher the average annual
gross billings. ) '

The aversge annual gross billing for all the firms replying to the
survey was $350,000, reflecting the predominance of firms in the one
_ to nine employee category.
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Nature of professional liability ptoblem

Claims history

of tbo total number of firms replying to the questionnaire, over one-
third have experienced liability claims. The following table reﬂects
the porcem;o of firms experiencing liability claims.

[N

Table 4

PERCENTAGE OF FIRMS EXPERIENCING LIABILITY
CLAIMS BY SIZE OF FIRM

-

Fim Size Percentage of Fims
(nurber of employees) Experliencing Liability Claims
1-9 . 22
10 - 19 ' 40
20 - 29 65
30 - 199 67

As the size of the firm grows, so does the liability claim experience.
The frequency of claims reported by firms with over 20 employees is
- approximately  three times that of the smaller firms with one to nlne
employees. .

Firms were also asked how many liability claims they had experienced
during the past five years. The following table summarizes responses
by incldence of claims for the five-year period for firms that have
experienced liability claims.

Yable 5

ANCIDENCE OF CLAIMS BY SIZE OF FIRM
FOR FIRMS HAVING CLAIMS -

No. of Claims experienced in the past 5 yr. period
Fim Size at at at at :
(no. emplovees) Jleast 1 jleast 2 [least 3 |least 4 5 or nore
1 -9 100% 34% 10} 5% 2%
10 - 19 100 47 21 8 S
|20 - 29 100 53 21 10 .
_ |30 ~--199 100 - 67 55 32 30
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GCenerally, as flrm size Increases, so does the number of claims reported

by firms that have, experienced claims. Only 2 percent of the smaller

firms with claims reported more than four claims within the past five
years, whereas 30 percent of the larger firms with” claims experienced
more than four claims during the same period. However, no firms in tfn
20 =~ 29 employee group reported more than four claims.

Firms were asked to give"details of the dollar amounts of ‘the claims
they had—experienced. This information is illustrated in the follow=
ing table.

Table 6
AVERAGE DOLLAR AMOUNT OF CLAIMS EXPERIENCED 8Y FIRMS WITH CLAIMS

v ‘ Average Dollar Amount
. Fim Size of Claims Over the Past
- (nurber of empioyees) _Five Year Period
- - 1 -9 $ 180,000
10 - 19 1,209,000 —
20 - 29 ) ) 269,000
30 - 199 1,870,000

As pointed out earlier, no firms in the 20 - 29 employee group reported
more than four claims. This experience is reflected in a disproportion-
ately low average dollar amount of claims reported by this group.

Legal fees

Firms having liabllity claims were asked how much they had pald in lega!

fees relating to those claims over the past five-year period: The an-
swers to this question were stutlfied by size of fim and are pre-
sented In the following table.

_Table 7 ' -

LEGAL FEES BY SIZE OF FIRM

Fim Size Average Legal Fees Legal Fee Range »
{number of employees)|for Past 5 Yr. Period!for Past S Yr. Period
_1-9 $ 5,000 $2,000 - 3 30,000
10 - 19 8,000 | 1,900 - 26,000
20 - 29 h 8,000 _ 1,000 - i4@0‘9 »
30 - 199 20,000 1,000 - 130‘,600'
-7 -

Wy
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Average legal fees, as reported, increase as the size of the firm In-

creases. Annual legal fees average approximately $2,000 per fim,

insurance
Firms were asked whether they carried professional liability Insurance
and, if they did, whether it was carried because of client requirements.
Seventy-six percent of the firms surveyed Indicated that they did carry
professional - liability Insurance. Forty-six percent of these fims
carried the insurance because of client requirements.

Firms carrying (lability Insurance also supplied information about their
insurance policy limits, deductible amounts, and premiums-oyer the past
five years. The results were averaged to obtain annual figures for pur-
poses of interpretation. The average yearly policy limit_was $449,000
and the deductible amount averaged $8,000, Only 12 firms reported cov-
erage In excess of $1 million. In the case of premium costs, the re-
plies were kioken down by firm size and compared with average .annual
gross btllings. The following table reflects the results,

- Table 8

_ AVERAGE PREMILMS AND
COMPARISGNS TO GROSS BILLINGS BY SIZE OF FIRM

Fim Size B Average Gross | Premiums/
(no. employees) Average Premium Billings Billings
1-9 | $ 4,000 $ 135,000 3.0%
10 -~ 19 - 12,000 442,000 2‘.7
20 - 29 | 16,000 722,000 2.2 |
30 - 199 : 30,000 1,440,000 2,1

The highest premium to gross blllln& ritlo is experienced by fims in

the one to nine employee category, the smallest in size. Then, as flrm-

i

size Increases, the premium/gross billing ratio decreases. However,

in no size category does this ratio fall below 2 percent for firms with
fewer than 200 employees. )

The_results of the survey show that 64 percent of the responding firms -

pey in excess of 2 percent of their gross receipts for insurance pre-
miums. For the smallest firms with one to nine-employees, premiums
teported were as high as 37.5 percent of gross billings; 78 percent of
these firms -reported premiums In excess of 2 percent of gross billings.

-Firms that carry [liability insurance - were asked ihclr view on its
‘presant cost. Seventy-three percent of the firms believe that insurance
premiums are very high, 22 percent believe them to be somewhat high,

i
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“and S percemt believe them %0 be moderate. None responded with the
view that insurance premiums were somewhat low or very low. Thus, in
total, 95 percent of those that carry liability Insurance feel the
cost is st least somewhat high. - o

For firms that do not carry liability insurance at present, 80 percent
gave high cost as their main reason for being uninsured. Only 9 per-
cent saild It was because professional liability was not a concern,
and only 2 percent said they could not obtain the desired coverage:

Reserves
Only 22 firms of the 588 surveyed indicated that they ;:urrcndy set
- aside funds or established reserves. This amounts to less than 4
percent of the firms. in total, these firms reported that they set
aside or reserved $166,000 annually.

vicws on proposal

Firms that would use 9roposal

Firms were asked whether they would be likely to establish a tax-exempt
liabllity trust to partially or fully self-insure against liability
losses. A detalled breakdown of their responses Is given in the follow-
ing table.

Table 9
VIEWS ON PROPOSAL

Slze of Fim Percent Likely to
(no. employees) Utilize Trust

1=-9 62 —

10 - 19 . 77

20 - 29 &

30 - 199 - o 78 |
7777777777777 777\77777777/77777777
NSNS NNNIIINNN NN NENNNS

“For all Fims V 67"
—

Overall, two-thirds of all firms responding to this question indicated
that they were likely to establish a professional liability trust,

Upon further analysis of these results, we found that of the firms ex-
periencing liabllity claims, 76 percent sald they would use the pro-
posed truste - Sixty percent of those that. did not have a hisory of
claims said they were likely to use the trust. Thus, there Is a high
acteptance of the proposal regardless of a fim's claims hisory.

-; e Qe Yo e
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Fifty-six percent of those firms that do not carry lisbility insur-
ance at present favored the proposal; over two-thirds__of those that
sald the present cost of thelr insurance is very high indicated they
would probably use the trust. ’ -

7

Firms that would not use the proposal ) "

Those who replied °no® to establishing a professional fliabllity trust
were asked to rank their reasons In order of importance: A ranking of
‘one" was assigned to the most Important reason, ‘two' for the next
most Important, and so on. The following table shows the proportion
of firms not likély to establish a professional liability trust voting
for that particular reason within a ranking. .

Yable 10

.= ANALYSIS OF WHY FIRMS WOULD NOT
USE A PROFESSIONAL LIABILITY TRUST

Ranking of Reasons by Fimns

Reasons for Not Establishing " |Not Likely to Establish
B " Trust a Trust -
) 1 ] 3 4

Professional fiability not a concern 6% 5% 5% | 10X
Prefer cammercial liability Ins‘uunce 12 18 16 13 -
Could not afford to set aside funds 49 24 8 7
Tax benefits not sufficient incen- - , -

tive : 10 32 27 20
Tax penalty on unauthorized distri- .

but ions ) 12 - 8 19 20
Petmlsi"ll;h investments for funds -

not acceptable , 1 7 22 23
Other ' w6 |3 |7

The major reason for firms not using the proposed. trust .is that they -
cannot afford to set aside the funds. Preference for commercial lia-
bility insurance and the tax penaity on unauthorized distributions rank
as the second most important reasons for- not being likely %0 use the
trust. A _significant percentage of firms Indicated as thelr second
most important reason that the tax benefits of the proposal are not a
sufficient incentive to set aside funds. A very low percentage of firms
indicated .that their resson was that professional liability was not
8 concern. _The limitations on Investments only became significant
as the third of fourth reason for not being likely % establish a
trust, ’ ’ -—

-— -10.
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Amounf to be set aside

The firms that indicated - they would use a professional liability trust
said they would set aside a total of $3,481,000 annually,. amounting to
an overall average of approximately 310 000 per fimn., The replies
‘from these firms were analyzed further to determine the amount which
would be set aside by size of firm and the relationship to their gross

billings. The™ results of this analysis are illustrated .as follows.
Table 11 . )
AVERAGE AMOLNT TO BE SET ASIDE AND COMPAR!SON
TO G!OSS BILLINGS BY SIZE OF FiRM
Average Imount ~Percent of
Fim Size Average Annual Would Set Cross Billings
{no. enployees) Cross Billing As ide Set Aside
1-9 $ 135,000 $ 4,500 3.3
10 =-. 19 T 447,000 10,500 2.3
20 - 29 722,000 17,000 2.4
30 - 199 1,440,000 29,000 2.0

The amount to be set aside as a percentage of gross billings 15 highest
for firms in the one to nine employee category and lowest for firms in
the 30 - 199 employee category. Each classification of firm by size
would set aside at least 2 percent of their annual gross billings.
Fifty-two percent “of the firms responded that the amount -they would
set aside would be sufﬁclent to cover their needs.

Action to be taken on insurance coverag__

‘were”
The

Firms in favor of establishing a professional lability trust
asked what they would do-with their present Insurance coverage.
followlng uble summarizes their replles.

) Table 12 - -
INDICATED GHANGES N INSURANCE COVERAGE -
ActTons WIth Regard to Present Percent
Insurance
Raise deductlble 58
Raise policy limit- 19
Lover policy limit 12 _
Discontinue cammercial coveu‘e 11

o 11 = ) "‘
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Most firms (58 percent) would raise their deductible amount. Raising
of the policy limit is the second choice and lowering the policy limit:
the. third. These results indicate that. firms are more likely to re-

 taln théls presemt ' insurance policies, while altering their terms,

rather than discontinue their insurance coverage sitogether,

Estimate of tax savings

If the proposed -professional liability trust legislation, as outlined
in the survey, Is enacted with an effective date that would allow its
use for taxable years beginning after December 31, 1980, the expected
federal income tax savings for members of the A/E profession for 1981
is approximately $50 million. - '

The proposal is designed to encourage firms to set aside funds for fu-
ture liability losses and expenses by allowing a tax deduction at the
time the funds are set aside instead of at the time the losses and ex-
penses are incurred. Because of this, the tax benefit derived in 1981

. is not permanent but rather Is an acceleration of deductions that

would otherwise be allowable in the future years when the losses and.
éxpenses are actually incyrred. This acceleration of tax deductions
amounts to a deferral of income tax payments, At the time the trusteed
funds are used to satisfy these losses and expenses, the deferral is
terminated. . ’

Based on the history of claims reported in the survey over the last
five years, it is estimated that $25.8 million of the .initial $50
million tax deferral will be terminated as it is used to pay liability
claims within the first five years of the proposal's existence, Fur-
thermore, based on the history of legal fees paid as reported in the
survey, It Is estimated that $7 million of the 1981 tax deferral will
be terminated within the same period. The methodology used to make
these estimates Is explained in Exhibit D. :

“EVALUATION OF RESULTS

The A/E profession Is dominated by small firms. The nature of the pro-
fessional liability problem projected by the firms appears to be two-
fold. First, they clearly expressed the view that insurance costs are
high. This was especially true for the smaller firms. The second
part of the problem is the claims experience. As the size of a firm
grows, so does the likelihood of experiencing claims.  Although in-
surance costs and claims experience are problems expressed by all sizes
of firms, the relative Importance appears to shift from insurance costs'
to actual. claims as the size of the firm increases. A large majority
of firms favor federal legislation that would allow a tax deduction
for contributions to a tax-exempt professional liability truste  This
is true whether or not the firms currently have insurance or have ex-
perienced claims. if the legislation were enacted, most firms would
qualify as having a severe liability. problem. Over half of the firms
that indicated an interest In the proposal said that their contribu-
tions~would satisfy their liability needs, although only. a small per-
centage sald they would discontinue commercial coverage. '

“12 -
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Exhibit A
.- THE AMERICAN - AMERICAN
INSTITUTE OF CONSULTING
ARCHITECTS ENGINEERS.
COUNCIL
DESIGN
PROFESSIONALS
LIABILITY STUDY
. Nay 9, 1980

Dear Member: i

The high cost of maintaining professional liability insurance is a
concern shared by many fir in the architectural/engineering pro-
fession. For some, the financial burden posed by escalating pre-
mium costs is considerable. .

In our continuing efforts to serve the best interest of the pro-
tfession and the public, AIA and ACEC have initiated an in-depth

study of the professional liability insurance problem and possible
solutions to that problem. One of these solutions is set forth in
proposed federal legislation that would permit design professionals -
to set aside a portion of pre-tax income from services to pay any
ultimate liability resulting from those services. The amount set
aside would be placed in a tax-exempt professional liability trust.
Attachment 1 explains the provisions of the -legislation in greater
detail. -

But before we proceed with our legislative strategy, we must be .
able to provide the Congress with a better view of the Scope of
the problem and the viability of the solution. First, we need
to verify the extent and magnitude of the liability insurance
problem among profession members. Second, we need to measure

" the pot;ntial utility to firms of the method set forth in the
proposal. ]

To do this, we have engaged the firm of Deloitte Haskins & Sells
to conduct a survey of our membership. The survey:is designed to
provide the documentation we. need to secure strong congressional -

2acking for our legislation. Your prompt response is essential

o the success of our efforts.

1796 MIEW VABK SVEMLIE REW o WASHINGTNAN N C 200068 « (2010) RIR.TAND
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To ensure the confidentiality of the information your firm provides
questionnaires will be returned directly to Deloitte Haskins & Sells
to: gabulat;on. In no case will specific date from firms be dissemi-
nated.

We think the time it will take you to complete the questionnaire will
be well spent, We know it will help us better serve you and other
members of our profession. Because you are part of a selectéd
sample of architectural/engineering firms, it is important that

you respond. B

¥e ask that you please return this questionnaire directly to Deloitte,
Haskins, & Sells, 1101 Pifteenth Street, NVW., Washington, D.C. 20008

no later than May 30, 1980. A self-addressed, business reply envelope

18 enclosed for your convenience.

Thank you-for your cooperation.

Charles E. Schwing, FAIA Geor ¥. Barnes

President President
The American Institute The American Consulting
of Architects - Engineers Council

88186 O~g—11 - R
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THE AMERICAN AMERICAN
INSTITUTE OF CONSULTING
- ~ ARCHITECTS ENGINEERS
COUNCIL
DESIGN )
PROFESSIONALS
LIABILITY STUDY | -
AIA/ACEC PROFESSIONAL LIABILITYVSURVEY

Description of Firm

1. Form of firm

-—__ broprietorship
partnership
corporation

other (specify)

2. Current number of full-time employees
3. Type(s) of services provided (check all that apply)
architecture electrical engineering

~

civil engineering interior planning

]

structural engineering’ construction management

mechanical engineering - other (specify)

n—————

4. Annual gross billings of your firm for each of the last
five years (please estimate if necessary)

3 1979
$ 1078

|
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-2-
$ 1977
10978
s i 1975 -
Projected gross billings of your firm for 1980 and 1981
$ 1980
$ 1981

Insurance Coverage -

5.

Does your firm now carry professional liability insurance
with a commercial insurance company?

Yes No

If yes, is it carried because of client requirements?

Yes No

If not, why qgt?
too costly
not able to obtain desire coverage
professional liability not a concern

other (specity)

Aside from insurance carried with a commercial company, does
your firm set aside funds or establish reserves for liability
claims?

Yes No

If yes, how much on an annual basis? S

If your firm has carried professional liability insurance during any
of the past five years, please answer questions 7,8,9 and 10.

7.

Upper 1imit of policy coverage

1979 -

1978

1977 ‘ -
1976

1978

—————————
———————————
an—————ry et —
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— 8. Amount of deductible
1979
- 1978
1977
1976
1975

9. Amount of annual premium

1979

19728="— ~
1977
1976
1975

10. Do you feel the present cost of your firm's liability
insurance is:

very high
somewhat h;gh
moderate
somewhat low
very low

Claims History

11. Number of liability claims your firm has had, regardless of
outcome, over the past five years:

- 1979
1978 -

1877

- 1976

1975

- 12. Amount, disposition, and cost of claims to firm and insurance
- carrier during .the past five years (Please include all claims
whether or not settled.) If necessary, attach a schedule.
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Year of Amount of Method of Amount of Paid by Paid by

claim claim settlement settliement firm insurer
$ $ $ $
$ $ $ $
$ $ 3 s
$ $ S $
$ $ $ S
$ $ $ S

13. Estimate of legal fees paid by your firm to resolve liability
claims for each of the past five years:

1979
1978
1977
1978
1975

-

14. Bas your firm ever experienced a liability loss that exceeded
taxahle income for the year the loss was incurred?

Yes No

Views on Proposal

The questions that follow are designed to measure the potential
utility to firms of a tax-exempt professional liability trust

. that could be used to partially or fully self-insure against a’
firm's liability losses. A description of tnis trust and the
provisions that would govern its use are contained in Attachment 1.
Please read it carefully before continuing with the questionnaire
and refer to it when necessary for clarification.

15. Would your firm be likely to establish a tax-exempt liabil)iry
trust as described in Attachment 1 to partially or fully
self-insure against liability losses?

Yes No

I1f not, why not? (if more than one reason applies, plepse
rank in order of importance usine 1 to indicate the most
important reason, 2 for the next important, etc.)

1
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17.
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professional liabiljity not a concern

prefer commercial liability insurance

could not afford to set aside funds

tax deductions and tax-free accumulation of income
not sufficient incentive

tax penalty on unauthorized distributions
permissible investments for funds not acceptable
other (specity) S

I1f you answered yes to the first part of question 15, please
answer the remaining questions. If you answered no, you have
completed the questionnaire. At your option, you may fill

in the information requested in the final section of the
survey. Thank you.

What amount do you think your firm would contribute annually
to a tax-exempt liability trust (within the allowable limits)?

w

/

Do you think this amount would be sufficieat to cover your
professional liablility needs?

Yes No

If your firm established a tax-exempt liability account,
which of the following actions would you be likely to
take regarding your present commerical liability insurance?
(checy all that apply) .
no commercial coverage at present time
discontinue commercial coverage
lower policy limit
raise deductible
raise policy limit -

other (specity)
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Optional Information
The following information is requested but not required

Firm name —

Address

Telephone

Principal Contact ' -

(name) (title)
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Attachaent 1

Swsmary of Professional Liabilicy

Legisiacive Proposal -
The purpose of this proposal is to allow architectural/

engineering firms a limited tax deduction for funds set

aside to satisfy professional liability claims and associated
expense$§,such as attorneys'\fees, incurred in defending or )
settling such  claims. 7Each firm would be permitted to establish
a trust into which the funds wouiﬁ be deposited. The funds of

the trust would be invested in low-risk investments such as

government securities or government-insured bank accounts. In

no case could such assets be invested in the business of the
firm establishing the trust. Income earped on the trust _
investments would be tax free. All funds withdrawn from the
trust would be taxable. However, if a firm used trust fund;
to satisfy liébtlity claims or associated expenses, it would
receive an offsetting tax deduction. If it used trust funds
for other than liability pur;oses; a substantial penalty would
be imposed in addition to the regular tax. In addition, if
controlling interest in _a firm with a liability trust were |

sold or the firm ceased to exist, all amounts in the trust would

be subject to regular ‘income tax.

The major benefit of establishing a professional liability

-trust would be the tax-free accumqlacion of income on funds set ..

aside to satisfy claims. The major disadvantage of establishing
the trust is the loss of the current use of the funds for the

operations of the firm or distribution to the principals.
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 The amount of a firm's annual deduction would bte deternined  —
by the severity of Tts liability insurance probleni. Firms that
are unable to obtain $1 million of liability insurance cover-
age at a premium cost not exceeding 2 percent of annual gross

receipts would be permitted to deduct the lesser of S percent™"

" of the current year's gross receipts from services or.$100;000L__

This deduction would be permitted until the firm accumulated
a,iund.equal to 15 percent of its average annual gross receipts
from services (based on a five-year moving average).

- All other firms would be permitted to deduct the lesser

of 2 percent of the current year's gross receipts from services
or $25,000 until the firm accumulated a fuﬁd"gqual to 10 percent

of its average gross receipts from services (based on a five-

—year moving average).

The following table may help you determine your annual
deduction. -
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Firms With Severe Ptodpcc Liability Insurance Problem:
" Insurance Premium for $1 Million of Coverage

Exceeds 2% of Gross Receints

CGross
Receipts

less than $2,000,000

$2,000,000 or more

Annual
Deduction

5% of current
gross receipts

$100,000

" Overall
Limitation

15% of average
gross receipcs

15% of average
gross receipts

Firms with Non-fevere -Product Liabilitv Insurance Problem
(Insurance Premiunm for $1 Million of Coverage

Does Not Exceed 2% of Gross Receipts)

———

Gross

Receipts
less than $1,250,000

$1,250,000 or more

Annual
Deduction

2% of current
gross receipts

$25,000 -

Overall
Limitation

10% of average
gross receipts

10% of average
gross receipts
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AIA/ACEC SURVEY

Exhibit B

Summary results for respondents excluding ten largest firms

Total questionnaires returned

Firm profile

Proprietorship
Partnership
Corporation
Other

Full-time employees
Annual gross billings

Projected 1980 annual
gross billings

Claims History

Firms with liabilicy

claims

Firms without liability claims

Number of claims experienced
over past five year period

‘Leial fees over past
flve year period

Number of firms ex-
eriencin 14a 111Cy
os rea er t

taxab income

588
~No. Firms %
204 35
97 16
281 48
- 6 1
No. Firms Total Average
550 6,441 12
I~ 576 $201,669,000 | $350,000
555 $274,166,000 | $494,000
No. Firms =~ %
194 34
381 66
425
No. Firms Total " Average
173 $ 1,391,000 | $ 8,000
14 —
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. Claims history, continued

~

~

' tm ) No. Firms Total Average
Amount of claims over =
past five year period 146 $103,521,000 $709,000
" Insurance
B No. Firms %
Carrying liability Yas 440 76
insurance
No 142 24
R No. Firms %
Because of client Yes 200 46
requirements
' No 235 54
Reasons why firms do not have —
insurance No. Firms %
Too costly I 128 82
Not able to obtain desired
coverage ‘ ) 4 2
Professional liability not - .
a concern 15 10
Other fcasona 10 S
No. Firms
Firms setting aside funds or 22
creating reserves
No. Firms Total Average
Funds or reserves 17 $ 166,000 $10,000
set aside
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Insurancs, continued

- Policy terms:
’ QAnnuai.upper }init
Annual deductible amount

Annual premium amount

Very high

Somewhat high

Moderate
Somewhat low

Very low

-~

Views on proposal

Would establish a lia-
bility trust .

Professional liability not a n;ncern

-~ 169

Views on present cost of ingurance

ﬂajor reason for not establishing trust

Prefer commercial insurance

Cannot afford to set aside funds

Insufficient tax incentive

Tax penalty on unauthorized

distributions

Investments for funds-not acceptable

Other

No. Firms Total Averagd
452 $203,167,000 §449,000 -
452 $ 3,801,000 $ 8,000
464 $ 4,370,000 $ 10,000

No. Firms %

324 73
R 96 22
25 5

- _ v

No. Firms %

Yes 382 - 67
No 189 R

No. Firms - %
13 6

26 12

100 49

20 10

25 12

2 1l

20 10




Views on proposal, continued

170 .

Amount firms would

contribuCeico trust

Is this sufficient
to cover liabilicy

needs

Actions with regat§ to present

{nsurance

Would discontinue commercial

coverage
Lower policy limit
Raise deductible
Raise policy limit

No. Firms Total Average -
361 $3,481,000 $10,000
No. Firms %
Yes 174 48
No 185 52
/( )
No. Firms %
40 1
48 12
220 58
74 19
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VIEWS ON PROPOSALS )
Would establish liability trust . 80%
Amount would contribute (in total) - $ 125,000

Would discontinue commercial insurance
coverage » Nil

Would raise amount deductible 63%

-~
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Estimate of Tax Savings

Methodology

Eﬁhlblt D

The estimate of federal income tax savings to be derived by the A/E
profession from the professional liability proposal was made on the
basis of the survey results, published statistics_of income, and other
data and assumptions provided by The AIA and The ACEC.

The survey responses were used to determine the percentage of firms -
that can be expected to utilize a professional liabllity trust and the
amount they can be expetted to conmtribute to such a trust. These data
were stratifled by firm size -and projected to the entire population
of "A/E firms eligible to establish a professional liability truste An
adjustment was made for the large number of firms with income below the
level at which it is expected trusts will be established. Another ad-
Justment was made for firms that would derive minimum tax deferral be-
cause of the limitation on their deduction and the significance and
frequency of their claims history. —Marginal tax rates were assigned
by size of firms on the basis of average billings and assumed deduc-
tions. These tax rates were applied to the amount that is expected
to be contributed to professional liability trusts to arrive at an
estimate of tax savings.
Historical data reported on claims experience and legal fees were
correlated to amounts responding firms indicated they would contri-
bute to the trust, The claims experience and legal fees of these-
flems were used to estimate the amount that would be includable in
income as funds are withdrawn from the trusts to pay claims and legal
fees over a five-year period,
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- Appendix II ILE 208

ACEC 1981 PROFESSIONAL LIABILITY STATISTIC'AL‘ REPORT

-The date 1n this report were compiled from an ACEC membershp survey undertaken 1n
July. Similar data, developed from surveys from the past two yedrs, have been in<
cluded where ¢ risons were possible. The ACEC Lisbility Comittee wishes to

ress 1ts m::s to the respondents. In 1979 there were 1562 responses, 1705 tn
1980, and 1408 this year. .

This year the questionnaire wes ezgang:d‘ma the resulting dats are included in ..
y fie

tables that give faformation both ds of practice and size of firm,

——

S0 that you can compare your practice with the sorvd. here is how the figlds of
practice are defined: ]

Civil: Firms that practice o‘un! civil mlmrhig special-
f2ing in environmental, municipal or transportation.

No. of firms n category: 5%
% of all responses: 23

Median staff size: 19
T T Mechanical/Electrical: ‘Fiims practicing only electricat or mechanical engineers
ing, or both.

No. of firms fn category: 302
% of )1 responses: F14}
Median staff size:

Structural: Firms that practice only structural engineering.

No. of firms in category: 203
% of a1} responses: 153

Median staff size: 6 A
Geotechaical: Firms that practice only geotechnical engineering.
" MNo. of tirms in category: 51 ~
% of all responses: 4%
Median staff size: Q

Architectursl Engineering: Fimms that practice architecture and two or more
-~ enpineering disciplines.

No. of firms in category: 180
% of al) responses: 133
Median staff size: 49

Others; Firms offering services in disciplines or combination
of disciplines other than those above; acousticsl only;
mechnical, electrical and structursl; surveying only.

%o. of firms in category: 6§
= ~— % of all responses: [1]
Median staff stze:

The number of responses by size of firms are as follows:

oelOEs e 3 pwowNEs e 3
1.8 m . - .10 00
6-10 2 20 101 - 800 - » ?
nis *» z Over 500 n 2

AN

88-186 O—82——12 -

o
s
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RAN T
1979 1980 1981
- oPIC 39t 388 s
- CNA } 16 18 19
Northbrook 18 1$ 14
Ity 1 4 4
Other Carriers 9 9 1 -
Uninsured ” 15 13
Insurance Cost as 2 Percent
- of Gross for Insured Fires 2.9 2.6% 2.4%
Requested More than One
Quote last yer 40 50% 62%
Changed Carriers during 10% 1) ng
yar
UPPER LIMITS OF LIABILITY - INSUREDSETRNS
L1979 1980 1981
Under $100,000 N.A, 2% 13
$100,000 - $250,000 N.A, 15 19
250,000 - $500,000 N.A, a3 20
500,000 - $1 millfon N.A. { 60 ; 5
$1 million - $10 miition N.A. 23
Over $10 millfon N.A. N.A, 2
Rafsed Limits T 158 16%
Lowered Limits k) g k14 %
OUCTl - INSUR FIRM -
1979 1980 1981
r $ 25% kI3
$5000 - $10,000 f ] “ 3
$10,000 - $25,000 17 19 2
$25,000 - $100,000 12 12 10
Over $100,000 - N.A. A, 2
Rafsed Deductidle .. 1% g 10%
tLowered Deductible 2% k1 2%
AINS INFORMAT] = A RESPONDENT
1979 1980 1981
Claims made during year 489 n 530
- Claims per firm ratfo %) .42 . .38
Clains Pending 809 1212 98
:Ialu pendiog p:rp:'l'z ratio .52 N .87
verage amount 0
ch’: ™ NA, N.A, $173,550
Total claims resalved 188 419 183
Resolved out of court N.A. 328 163
Resolved by court judgment NA T [{] n
Resolved by arbitration N.A. 28 9
Average cost per-claim
resolved $22,975 .. $28,489 $25,602
2



1.8 n 12% s 1] 108 as
610 2 k) 135 4 1)) 15
.28 8 19 )L [ 12 )]
26-100 38 25 n 4 1$ 7
10}-500 16 4 14 ? ” 2
Over 500 18 4 4 30 4
AV Firms
Average m 193 [} [} 135 13

INSURANCE DISTRIBUTION BY FIELDS OF PRACTICE - 1981

FIEWS DI oM M - 1M Other  Umimsyred

¢ivh) g 2% 138 (13 138 16%
NE 42 18 20 3 ] ?
Structuratl 63 10 10 2 1 S
Geotechnical 29 8 15 a —. 2
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ANl Firms
Average 1} ] 195 0% 53 x

A1} Fields

Average 1% 19% 208 25% R t4
RAN AS A P NT_OF GROSS
BY S12€ OF FIRK - Y FIELDS OF msn“
1980 198 1981
1.8 3.38% 3.00% - sgm_‘“r.] 31.31%
§-10 2.84 2.68 Other 2.4
11.28 2.43 .24 we .24 -
26-100 2. 1.9 Geotechnical 2.24
101-500 1.72 1.62 Civl) N
Over 500 1.43 1.45 .
AW} Firms A1) Flelds
Average 2.60% 2.36% Averege 2.3%
3 NCY OF CLAIMS BY ¢ F
EIRNM $12€ 1979 1ego 198) ]
. NA. N.A. 1 every 8.9 yeirs
L%o N.A. N.A. 1 every 6.9 yoirs
11-28 N.A. N.A. 1 every 4.5 yours
26-100 N.A, N.A. 1 every 1.9 yaurs
101-500 N.A, NA. 1 eveary 7 months
Over 500 N.A. WA, 1 every 4 moaths
ANl Firms ¥ every 3.2 yoars 1 every 2.3 yoars 1 ove
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Senator PAckwoop. We will conclude on this bill with a panel

— consisting of Brenda Viehe-Naess and J. Sprigg Duvall.

STATEMENT OF BRENDA R. VIEHE-NAESS, TAX COUNSEL, "
AMERICAN INSURANCE ASSOCIATION, WASHINGTON, D.C.

. Ms. VieHE-NAEss. Mr. Chairman, members of the subcommittee,

I am Brenda Viehe-Naess, tax counsel of the American Insurance
Association, a trade association representing 150 stock property-
casualty insurance companies underwriting more than ome-third-of
the property-casualty insurance premiums in the United States.-

Thank you for including the complete copy of our written testi-
mony, ‘

__The question whether to grant a deduction for amounts set aside
for self-insurance of professional liability and product liability was
considered at length by the 95th Congress. The proposal had been
one of several recommendations for relief of a severe underwriting
%rpblem in product liability insurance made by the Interagency

ask Force on Product Liability. After further consideration, Com-

-~ -merce Secretary Kreps announced that the. administration had

decided not to endorse the proposal. The reasons for the adminis-

" tration’s objection were consistent with the objections of the Treas-

urf' Department earlier in this hearin%.

n place of the special deductions for self-insurance reserves, a
10-year-loss carryback was adopted as part of the Revenue Act of
"1978. At the same time this issue was before Congress, the Ameri-

can Bar Association was asked to consider a resolution in support. .
- of the legislation, and that resolution failed of passage

There are no compellin polie? reasons which would justify de-
lished rule denying deductions for self-
insurance reserves. Thé. availability of coverage is no longer a
Frol?lem, The number of carriers writing architects and engineers
iability "insurance has increased since, 1974-75, the peak of the.
underwriting crisis, and it is difficult t6 imagine that a design firm
would be unable-to obtain one or more quotes for coverage. In the
current- maxgkﬁt;’i’the—more reasonable explanation for firms goi
jare—operating without insurance—is a conscious decision to ris

-an adverse judgment rather than pay the cost of insurance. -

[ e

It is true that the cost of liability insurance, which we under-
stand-to be the principal concern of architects and engineers, in-
creased in the early 1970’s and peaked in 1974-76. These increases

-were the product of changes in the tort law, which led to a substan-
- tial increase in the size of court awards as well as an increase in
-the number of claims. As the size of claims increased and the

trends changed, underwriters were forced to raise premiums. ‘

As theé introductory statement to S. 1081 R?inted out, between ~ -
1969 and 1979 liability premiums paid by architects and engineers
rose fromr $256 million to $176 million. During the same period,
Payments by-insurance companies shot from an estimated $32 mil-
ion to $2385 million. These statistics show an increase in premiums

‘to 700 :percent and a corresponding increase in claims to 735 per-

cent. - ,
'‘Our surveys of a number of underwriters in this market show

_that recent developments have been encouraging. Ratcs for profes- -
siopal “ligbility have been stable for the past 4 years. The under-

- T




179 |

writing activities of a number of companies in this line have led to
increased price competition. Design professionals and their brokers
'may now seek a number of alternativé bids in order to obtain the
lowest rate. Published statements of brokers and design. profession-

als’in their trade journals confirm our insurance surveys.

Jack McKee, staff director of the National Society of Professional

Engineers’' Private Engineers in Professional Practice, was quoted -
in the January 1980 issue of Building and Design Construction as

saying, “Based on what we’ve seen in the past year, we havé more
reason for optimism than at any time in the last 11 years I have
been with the National Society of Professional Engineers.”

New approaches have been developed to.deal with the unde‘x;&rit-‘.

.ing problems created by high claims costs in this line. These tech-
niques include drafting limitations of liability into design services
contracts, creating captive insurance companies and the adoption

of a retrospective rating plan in which, depénding upon thé firm's

experience, an insured may either receive payment from the insur-
ance company or be required to pay an additional premium.

‘However, design professionals err in their bélief that a tax de-
duction for self-insutrance of the deductible will provide a dramatic
reduction of premium costs. The rates for professional liability
coverage reflect a continuing problem of severity, meaning the size
of claims, rather than the frequency, the number of claims. The
most important factor determining the cost of this line of insurance
‘has been the severity of claims. An increase in the size of the
deductible will reduce premiums where frequency rather than se-
verity is the determinant of the cost of the insurance.

There is a risk that the tax legislation that encourages self- "
insurance may leave injured parties without adequate guarantees

of payments. S. 1081 fails to require that a design :firm make
- regular contributions of an amount sufficient to fund projected
claims. In the absence of such a requirement, it is possible that a

. pattern. of irregular contributions could develop, similar to that

" which marked contributions to small pension plans before ERISA.
A taxpayer could set aside amounts to shelter income during profit-
able years while omitting contributions altogether during the lean
years, e | T o o

. Finally, it is important to remember that the increases in' the
insurance costs of which design professionals complain are the
product of the changes in the liability system which have occurred

over the past decade. Rather than seeking a solution to.a liability

problem by advocating a special tex deduction for single, narrow - o

“interest groups, the. ﬁropone‘ntg of this legislation would be better
advised to.work with representatives of manufacturers, insurers,
and other” groups active in product liability legislation, in their
current consideration of reforms. of the liability system. .

L Senator PAckwoop. Mr. Duvall. - PETTTT
. STATEMENT OF J. SPRIGG DUVALL IV, PRESIDENT, VICTOR'O. .

. SCHINNERER & CO., INC., WASHINGTON, D.C.

Mr ‘DuvaLL. Thank you, ‘Mr.:°*Chairman. I have sub.fhi‘tted‘a' =

’“’tio,r;s that 1 have heard raised to the bi

.

1

oy

_written statement. 1 would prefer to resi)oqd 131 som:e of zheé%%e:;;;j» o
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Senator PAckwoob. I think that would be’a very wise useé of your
time, because the statement will be in the record in its entirety.

Mr. DuvaLL. My firm has been involved as underwriting -man- -
ager for professional liability insurance for architects and engi-
neers for 26 years this coming February. It has been my entire -
business career, in fact. So we feel we have the data and the
knowledge of the risk to speak as experts in this field. '

I have heard today four, it seems to me, at least superficially,
reasonable objections to the bill; however, I use the word ‘‘superfi-.
cially” advise&l’ y. : T

First of all, to answer_your question, Senator; deductibles are:
‘'mandatory in this type of coverage. There is no way for an archi-
tect or an engineer to buy commercial insurance to cover his
ggfi_uctible._ There are minimum deductibles ;imposed of at least
- Senator PAckwoon, What do you mean when you say “they are
mandatory”’? T -~ .

Mr. DuvaALL. No insurance company will insure. , '

Senator PAckwoop. But not imposed by law, though. You are
saﬁng this is a matter of custom in the writing of the insurance.

r. DuvaLL. That is correct. The smallest one-man firm must
carry at least a $2,000 deductible. We have insureds whose deducti-
bles are as high as a half a million. So that solution is not ‘availa-
ble, as a matter of choice, to the architect or to the engineer. _

Treasury seemed to object for two principal reasons, the first
being that-this gave a special group the ability to invest pre-tax or
tax-deductible dollars. Well, the fact is, many insurarnce programs
-for associations today do contain within themselves that same abili-
ty. The difference is that the insurance company is able to offer it
to the insureds, partly as an inducement to participate, some form
of investment opportunity with our tax-deductible dollars. ‘So it
doesn’t seem to us to create that much of a difference in thé way -
others are being treated. -

‘The other Treasury objection dealt with the fact that it would: -
seem to be of most benefit to the highest income professionals who
have the least need for it. Well, the fact ‘is, deductibles, as an
underwriting requirement, are geared to the income of thé insured.

So.the higher the income, the higher the deductible. There is really -

no choice on the insured’s part in that matter, which in turn
means that the higher the income, the greater the exposure to the™

~out-of-pocket loss which this fund attempts to respond to. T

~ Second, the larger the' firm, the larger the income, the more
frequént the claim against that firm that would have to be paid out

of this so-called self-insurance fund. Therefore, that objection in

fact has no validity in terms of the real world in' which’these

professionals are practicing. o . e o Sl

~ My colleague from the insurance industry had: two-objections; -

. which I think should be answered. The first has to do with the -

question of frequency versus severity. She is quite correct. .This

tl»;pe of plan is most effective and most useful where frequency is -
the problem. Referring gam to our 2b years of experience and the =
fact that we have insured the majority of the risks over'that period =~

..of time, and in-some phases of the 2b yeats we have been the only. ~ =
- insurer, I believe our data-is probably the most accurate. Frequen-'~ .

-8
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~ ¢y is the problem for this particular class. There is no other profes- -
sion in which the frequency of claim per 100 insureds even ap-
-proaches half of the current rate of 44 claims per 100 insureds for
- architects and engineers. Even that dreaded class of insurance, the
automobile driver, does not have a frequeng of claim that ap-
proaches that of an architect or engineer. it is a frequency
roblem and, therefore, it is most appropriate to solve the problem
in this fashion. : L
. The other objection, which is a more general one, that this is
creating a special group with special treatment, has already been
partly answered. I would like to expand on the difference between
an architect and an engineer and other_professionals and other
-~ We happen to also provide insurance for lawyers, for doctors, and
for hospitals; so we have a working knowledge of their risks as
op to the design professional. The doctor, as you have heard,
has a limited number of potential claimants. He also has a limited
peril, in that it is a bodily or death exposure that is relatively well
understood and relatively simple to measure. It is a large one, but
it is still relatively simple to measure. The lawyer or the account-
ant is dealing with an intangiblgotg'pe of financial loss. There is no
?sroperty damage, there is no blood, there is no death. But, still, it
_i8 limited to a small number of potential claimants, and it is a
- relatively direct, measurable exposure. ‘ L :
- The engineer, on the other hand, has the bodily injury and death
" exposure at least equal to, and as we now know from recent catas-
tr:f)hies, greater than a doctor’s. They have the intangible finan-
cial loss exposure, because of loss of use of buildings. I refer you to
the Hancock Building in Boston which could not be rented for over
4 years because of the problems in that structure, a very clear and
intangible loss. And, finally, the property damage itself that can
occur in a-building for which the architects and engineers -provide
services. So it is a unique and a special group within our society,
which, I believe, deserves some unique and special treatment.
- Thank you very much for the opportunity to appear here this
- morning. : : ' ’ '
Senator PAckwoob. Thank you very much. :
Ms. Viehe-Naess, do I pronounce your name right? - ,
Ms. VieHE-NAEss. That's close, : R
- Senator PAckwoob. All right. et ‘ Sl
-~ What is the tax status in~the .workers compensation field for
thosg? companies that self-insure in: States that allow. self-insur-
ance? . o S
. Ms. Viene-Naess. My understanding is that they would not ordi-
narily receive.a deduction in the year in which amounts are set -
gside, only in the year in which amounts are paid out in claims.
.. Senator Packwoop. But then they would get the deduction. And - -
: ,d% t:}?ey get the dqglqui,qn only to the amount of the claim, or ST
- wha AR N = ’ :
~ Ms. Viene-Naess. Yes, in the amount paid out in the year in . & -
which the payment occurs. - L 4y -
~ __Senator PAckwoob. I am curious. If you would, comment on Mr. RN
- Duvall’s statement that you cannot buy a policy without a deduct- . -
“ible, and in-some cases a rather high deductible. = = - o CT

-
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Ms. Viene-Nakss. My understanding. is that that statement

would only be accurate. I have no personal experience in shopping
ﬁ)r a policy, but that seems to be the practice in thm particular
ne,
Senator PAckwoob. So if that is the practxce, why should these
professions, at least, be denied the opportumty to. self-insure for

that part of it, if they chose to?

Ms. VIEHE-NAESS We have a particular concern not only about
the deduction in this area but about the general principle. We are
concerned that cnce the wall is breached there will be no hmits as
a practical matter.

“ Senator PAckwoopn. Now wait. You lost me there. What do you'

mean “if the wall is breached, there will be no limits"? If we write

-limits into the law, that is the limit.

Ms. Viexde-NAgss. But there is going to be extreme pressure to
continue and expand.
- Senator PAckwoob. Well, yes. But that is true of all laws at any
time. What you are saying is, if they are only limited to what the
are asking for in this bill, that wouldn’t be too bad; but you thin
that is just the opening wedge

" Ms. Viene-NaEss. That is a principal concern.

Senator Packwoob. Dave.

Senator DURENBERGER. I wonder if Ms. Vlehe-Naess would re-

spond to the frequency-severity issue, once again, in hght of what
Mr. Duvall has said.

- Ms. Viene-Naess. My data is not consistent with his. What™1
‘have-learned from actuaries is that severlty is-the principal prob-

lem.
Senator DURENBERGER You don’ t question his bona fides?

Ms. VieHE-NAESS. Absolutely not. I am sure he means well, and I -

am sure he has done his best, but our data is not conslstent
- Senator DURENBERGER. All nght

I have one question that relates ‘to not only what Mr. Duvall
indicated in his written testimony. But_lots of other- ‘surveys have
- shown that if the trust funds are established, it is likely~ that

architects and engineers will raise, or the process will raise, the

deductibles. And it seems to indicate they will also increase cover-
age. If somebody has a $1 million coverage, they might increase it

to $6 million, or half a million will get raised to a million. Don’t
you think that that is in the public interest and should be encour-
aged by the establishment of these trust funds.

~ Ms, VieHe-Nagess. The statements in their testlrnony that they
- would ‘increase insurance coverage if they had the tax deduction .
are not consistent with other statements and some of the submis-

sions from private consultants which show that this is a professmn

made up of small firms with severe cash flow problems Idon’t - -
think theK could afford to increase their coverage.

They, themselves, have talked about the gevere problems of cash

flow and the fact that they are very sensxtive to business cycles and "

to construction cycles.
Senator Dvagumenn But, all other thmgs bemg equal the
propositlorf 18 an accurate proposition, is it not? , g

¢
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Ms. VieHe-NAEss. I think it would be optimistic to say they could
increase their coverage, but there is no evidence that that is what
would actually follow.

Senator DURENBERGER. Thank you. ‘ ‘

Senator PAckwoobp. Thank you very much. It was a very inform-
‘ative presentation on both of your parts.

- [The prepared statements of the previous panel follow:]
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SUMMARY OF TESTIMONY
ON §,1081 -
DESIGN LIABILITY -
SUPPLEMENTAL PROTECTION ACT

1. Professional liability tax-exempt trust. fund bills and product liability
~ trust fund bills were considered and rejected by the 9S5th Congress. A

10-year net operating loss carryback-was adopted in their place as part
of the Revenue Act of 1978. The reasons which led to the proposal's re-
jection in 1978 apply with equal force today, viz., a tax subsidy for
self-insurance of a deductible is neither efficlent nor approgriate; no
regulatory supervision comparable to that of insurance companies exists
to provide adequate safeguards for injured parties; and encouraging small
businesses to self-insure through tax deductions and trusts is an unwork-

able concept.

2. Availability is no longer a problem. Design firms are now able to obtain
bids from several different insurance carriers. -

3. Rates in malpractice insurance for architects and engineers have stabi-
lized. Major increases occured in 1974-75 as a result of a dramatic
increase in the size of judgments, but they have been stable for the
past four years. Underwriting competition in this highly specialized
line has increased, and architects and engineers may now seek bids from
competing insurance carriers to obtain the lowest rate. _

4, The size of deductibles is not so large -that it will jeopardize the
financial stability of a professional fimm.

5. A substantial increase of the deductible above current levels will not
provide the dramatic reduction of premiums for liability insurance
which architects and engineers are seeking. The rates for professional
liability coverage reflect a contimuing problem of severity (the size
of claims) rather than frequency (the number of claims), and further
increases in deductibles will have only a very limited effect upon
claims incurred or rates. .

6. The architectural and engineering professions are composed primarily of
small fims. It is doubtful that a substantial portion of their member
fimms could take advantage of the deduction. Large businesses and pro-
fessional firms can self-insure and are already doing so in architects'
and engineers' g::fessional liability and other lines without tax deduc-
tions. . Small inesses cannot self-insure with or without tax deductions.

“ 7. Increases in the cost of liability insurance of which design

. professionals complain are the product of chan%es in the tort

law, These problems could be addressed more effectively through

revision of liability system than by providing a special tax

deduction for a single group of professionals. -
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TESIMONY ON S.1081
DESIGN LIABILITY
SUPPLEMENTAL PROTECTION ACT

Mr. Chairman and Meubers‘of the Subcommittee:

1 am Brenda R. Viehe-Naess, Tax Counsel of the American Insurance
Association, a trade association representing 150 stock property-casualty
insurance companies, which write multi-line coverage throughout the United
States. Their combined premiums in >1980 represented more than one-third of
the property and casualty insurance premiums in the United States, and their
combined assets accounted for slightly less than one-third of the total
assets of property-casualty insurers. ‘ -

CONGRESS HAS CONSIDERED AND REJECTED EARLIER EFFORTS TO OBTAIN A TAX DEDUCTION

FOR _SELF-INSURANCE OF PROUCT LIABILITY

The question whether to grant a deduction for amounts set aside for
self-insurance of professional liability and product liability was considered
at length by the 95th Congress, which saw a number of bills introduced in both
the House and Senate. The proposal had been ane of several recamendations
for relief of a severe underwriting problem in product-liability insurance
made by the Interagency Taskwl?orce on Product Liabilit':)", a study headed by

~ the Department of Commerce. After further consideration, Commerce Secretary

Juanita Kreps announced on July 20, 1978, that the Administration had de¢ided

not to endorse the proposal. The reasons for the Administration's rejection
of the proposal were explained by Deputy Assistant Secretary for Tax Legisla-
tion Daniel I. Halperin before this subcommittee on August 28, 1978:

First, the superficially appealing notion_ that the tax
law discriminates in favor of commercial insurance anq
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against self-insurance is in fact based on a mis-
—.. apprehension.

‘ Second, the existing proposals for current deductibility
of contributions to self-insurance trusts provide an
opportunity for deferral of taxes and thereby would
operate to subsidize self-insurance. Because self-

__insurance is inherently inefficient by contrast with
cammercial insurance, and because of technical diffi-
culties stemming from the inability to estimate future

“product liability losses, we concluded that extending
such a subsidy would not be appropriate.

Finally, we concluded that existing laws, with some modi-
fication, would provide virtually the same tax—benefits,

other than deferral, as proposals providing current
deductibility for contributions to a self-insurance

trust, and with far less administrative complexity.

The necessary modification ... would be to provide a

special 10-year net operating loss carryback ... -
'l‘hé 10-year loss carryback was adopted as part of the Revenue Act of 1978.

’ At the same time that this issue was before Congress, the American Bar
Association was asked to consider a resolution in support ot“ legislation which
provided tax incentives for the creation of self- insurame trust funds for
product liability losses. That resolution was disapproved by both the Secticn
of Taxation and the Section on Insurance, Negligence, and Compensation Law.
m IS NO REASON. TO DEPART FROM LONG-STANDING TAX POLICY mlm A DEDUCTION

0

We believe that the cowwsiderafions‘pf tax and public policy which led
to the rejection of the proposal in 1978 apply with equal force today and
that they r?&zire that - the leglslatim proposing a special deduction for
ox_johitects and engineers be‘\r;j.ected as well.

‘Itisa longfdstabliévhed principle of the tax law that amounts are not

deductible under the accrual method of accounting until "all events' have
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occurred which establish the fact of the liability giving rise to the deduc-
tion, and the amount of-the deduction can be determined with reasonable
accuracy. Treas. Regs. $1.466-1(c) (1) (ii) and !i.461-1(a) (2). Reserve§ set

- aside for anticipated workman's compensation claims and other s'elf-.insgﬁémce o
have consistently been denied.a deduction. Rev. Rul. 60-275, 1960-2 CB 43, V /
Spring Canyon Coal Co. v. Comm'r, 43 F.2d 78 (10th Cir., 1930) cert. denied,
284 U.S. 654 (1931). Thriftimart, Inc. v. Comm's, 59 T.C. 598. Rev. Rul.
80-191, 1980-29 I.R.B. 18. The fact that these funds are held by an indepen-
dent trustee rather than the taxpayer has not altered the treatment of contri-
butions. Spring Canyon Coal Co. v. Comn'r, ante. Payments to a wholly owned
insurancé subsidiary - a "gaptive;; insurer - have also been disallowed where

the court found that risk-sharing and risk-distribution did not exis;. The
Carnation Co. v. Com'r, 71 T.C. No. 39 (1978). See also Rev. Rul, 77-316,
1977-2 C.B. S3. -
| There are no compeliing policy reasons which would justify departing from
theﬂyelbestablished rule denying deductions for self'-insurarice reserves. The

availability of cWerage is no longer a problem. The number of carriers_:
writing arehitects and engineers professional liability insurance has increased -
since 1974-75, and it is difficult to imagine that a design fim would be wiable -
to obtain one or more quotes for coverage. In the current markef, the more

Eomads Treasonable explanation for firms '"going bare" - operating without inguran::é -

is a conscious decision to risk an adverse judgment rather than pay the cost

of i.nsurancé. | ”

It is true that the cost of liability insurance, which we understand to
be the principle concétn of architects and engineers, wirzc:re‘ased during the
" early 1970's and peaked in the underwriting crisis of 1974-75. .These increases ‘

i
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were the products of changes in the tort law which led to a substantial in-
crease in the size of court awards as well as an increase in the mmber of
_claims. As the size of claims and the trend of claims changed, underwriters
were forced to Araise premiums to meet risiﬂg claims costs. Yet, because the
increase in premiums is attribuiable to changes which occurred in tort law
and in the pattern of judgments against architects and engineers, it is hard
to accept the. contention of supporters of this legislation made in past years
that the premiums for malpractice insurance are unreasoneble or ''exorbitant."
In the introductory statement to S.1081, the statement was made that lia-
bility premiums paid by architects and engineers rose from $35 million in 1969
to $175 million last year. To complete the quote from the article which appeared
in Building and Design Construction for January, 1980, "paymr}ts by insurance
companies for building-related casualty claims, including pro'perty damage
(which includ;s remedial work) and bodily injury, have shot from an estimated
3732, million in 1969 to $235 million last year." If these statistics are com-
pared, they show an increase in premiums of 700% and a corresponding increase
in claims of 7358, ‘
. Our surveys of a number of underwriters in this market show that recent
developments have been encouraging. Rates for professional I{iability have
been stable for the past four years, snd the underwriting activities of a
_number of campanies in this highlx__specialized line have led to increased price
competition among insurers. Design professionals and their brokers may now
seek a number of alternative bids in order to obtain the lowest rate. Publish;d
statements of brokers and design professionals in trade journals confirm insur-
ance surveys shoying increased competition in rates in this line. A January,
1980 article in Building and Design Construction entitled "Competition Forces
Insurors to Ease Rate Hikes" stated:

88-136 O—82—18° - oo
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If a single word can describe the current state of
the liability market for architects, engineers and
contractors, that word is 'better ...

Both brokers and buyers agree that the A/E professional
liability insurance market is now quite competitive. ...

"Based on what we've seen in the past year, we have more
reason for optimism than at any time in the 11 years I've
been with the National Society of Professional Dngineers,'
said Jack McKee, staff director of NSPE's Private Engineers
in Professional Practice section, about the current profes-
sional liability insurance picture. (pp. 61 and 62)

New approaches have been developed in the past five years to deal with
the underwriting problems created by high claims costs in this line. These
techniques include drafting limitations of liabjlity into design services
contracts to set a maximum for damages which could be sought from the fimm;
the creation of captive insurance companies similar to those created by physi-
cians and attorneys (See 'How Firms Ease Liability Insurance Costs," Building
and Design Construction, Dec., 1978, p. 58); and the adoption of a restrospec-
tive rating plan in which, depending upon the firm's experience, an insured
may either receive payment from the insurance company or be required to p;y an
additional premium (See ''Competition Forces Insurers to Ease Rate Hikes,"
Building and Design Construction, January, 1980, p. 61).

A TAX DEDUCTION FOR SELF-INSURANCE OF A DEDUCTIBLE WILL NOT PROVIDE A DRAMATIC

O

If what proponents of the legislation intend is a substantial increase
in the amount of the deductible over those currently in effect in order to
reduce premiums, they may be operating under a misconception. Self-insurance
of a substantially increased deductible will not provide the dramatic reduction
of premiums for 1iability insurance which architects and engineers are seeking.
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The rates for professional liability coverage reflect a continuing problem of
severity (the size of claims) rather than frequency (the mumber of claims),
and the most important factor determining the cost of this line of insurance
has been the severity of claims. An increase in the size of the deductible
will reduce premiums where frequency rather than severity is the determinant
of the cost of insurance, but increasing the size of the deductible will have
only a nominal impact upon total claims, and, therefore, will not reduce pre-
miuns substantially in lines like professional liability where severity is the
principal determinant of rates.

TAX LEGISLATION ENOOURAGING SELF-INSURANCE MAY LEAVE INJURED PARTIES WITHOUT

———

If the provisions of S.1081 are subjected to critical review, there appear
to be certain prbblems with the proposal which bring into question its effec-
tiveness. The ma:dnun deductions of $100,000 or 5% of gross receipts established
for taxpayers by S.1081 having a severe professional liability problem seem to
be determined primarily by administrative considerations of ease of computation.
They bear no relationship whatsoever to the projected level of a fimm's profes-
sional liability claims. The bill also fails to require that a design fim
make regular contributions of an amount sufficient to fund projected claims.

In the absence of such a requirement, it is possible that a pattern of irregular
contributions could develop similar to that which marked contributions to small
pension plans of closeiy held corporations before ERISA -- a taxpayer could set
aside amounts to shelter income during highly profitable years while omitting
contributions altogether during lean years. Granting a tax deduction for plans
which lack adequate funding requirements and adequate safeguards to ensure that
amounts will be available to injured parties seems inconsistent with the Gongres-l g
sional policy which established rigorous standards for pension trusts as a quid
pro quo for the deduction of contributions.

.-
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TAX BENEFITS MAY FLOW PRIMARILY TO A SMALL MIMBER OF LARGE FIRMS.

Finally, we concur with members of the Administration and the Congress
who concluded, after a thorough review of the Interagency Task Force's pro-
posal for tax incentives for self-insurance of product and professional
liability, that encouraging small and medium sized msimsses to self-insure
was an unworkable concept. Small businesses lack the claims handling facfli-
ties provided routi.m;ly by insurance coverage and, in the hope of avoiding
costly legal fees, they may defer seeking legal caunsel as quickly as they
would under an insured program, thereby exacerbating problems of settling a

substantial claim. In fact, surveys made during prior consideration of the
tax-exempt trust fund proposal showed that few small businesses were interested
in being self-insured against product liability risks. A ''Survey Report on
Product Liability' published by the National Federation of Independent Business
in January, 1977, found that 42.8 percent of sm;u businesses responding could
not establish a self-insurance fund. Another 24.8 reported that they could

do so, but only with difficuity. 5.9 percent replied that a fund was readily
possible, while 8 percent had already established a self-insurance fund. The
NFIB figures represent such a marked contrast fo the survey quoted in Senator
Mathias' introductory statement showing that two-thirds of design fimms would
establish tax;exeupt trusts that we cannot help but ask if there is a certain
element of wishful thinking reflected in respondents’ answers. ,

In the case of architects and engineers, it is hard to believe that utili-
zation of the deduction for self-insurance reserves would be much more wide-
spread. The design professions are composed largely of small firms whose cash
flow is highly sensitive to the fluctuations of the economy. According to a
1977 survey by the American Institute of Architects, 79% of their member firms
had ten or fewer employees, and 94% had twenty-five or fewer.* It appears that

*SourceT American Institute of Architects Memo, No. 576, August 20, 1979,
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TAX BENEFITS MAY FLOW PRIMARILY TO A SMALL NUMBER OF LARGE FIRMS.

Finally, we concur with members of the Administration and the Congress who
concluded, after a thorough review of the Interagencf\Tsk Force's proposal for
tax incentives for self-insurance of product and professional liability, that

' encouraging small and medium sized businesses to self-insure was an unworkable
concept. Small businesses lack the claims har;iling facilities provided routinely
by insurance coverage and, in the hope of avoiding costly legal fees, they may
defer seeking legal counsel as quickly as they would under an insured program,
thereby exacerbating problems of settling a substantial claim. In fact, surveys
made during prior consideration of the tax-exempt trust fund pwpoéé.l showed
that few small businesses were interested in being self-insured against product
liability risks. A "Survey Report on Product Liability" published by the National
Federation of Indeperdent Business in January, 1977, found that 42.8 percent of
small businesses.responding could not establish a self-insurance fund. Another
24.8 reported that they could do so, but only with difficulty. 5.9 percent
replied that a fund was readily possible, while 8 percent had already established
a self-insurance fund. The NFIB figures represent such a marked contrast to the
survey quoted in Senator Mathias' introductory statement showing that two-thirds
of design firms would establish tax-exempt trusts that we cannot help but ask if
there is a certain element of wishful thinking reflected in respondents' answers.

In the case of architects and engineers, it is hard to believe that utiliza-
tion of the deduction for self-insurance reserves would be so widespread. The
design professions are composed largely of small firms whose cash flow is highly
sensitive to the fluctuations of the econamy. According to a 1977 survey by the
American Institute of Architects, 79% of their member fimms had ten or fewer em-
ployees, and 94% had twenty-five or fewer.* An ACEC 1979-80 profile showed that
75% of its members had fewer than twenty employees.** It appears that

*Source: American Institute of Architects Memo, No. 576, August 20, 1979.
**Source: Deloitte, Haskins § Sells Study for AIA § ACEC, July 30, 1980.
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utilization of tax-exempt trust funds would be concentrated among those feiﬁ
fims in the engineering or architectural pfofessions large enough to set
aside reserves and that the benefits of any deduction would not be distributeéd
broadly among firms throughout the profession.
INCREASES IN PRBIILM COSTSARE ATl‘RIBUI‘ABLB TOGiANGES I‘IHE'IORT l.AWhHIC
WUNDEWA[.
The increases in insurance costs of which design professionals camplain
are the product of changes in the liability system which have occurred over the
past decade. Rather than seeking a solution to a liability problem by advo-

cating a special tax deduction for a single, narrow interest group, the pro-

I::

“ponents of this legislation would be better advised to work with representatives
of manufacturers, insurers, and other groups which participated in the consid-
eration of the product liability trust fund legislation in the mid-seventies
in their consideration of refomms of the liability system. We realize that
revision of the product 1liability system is a camplex and arduous undertaking,
but we believe that this route offers real solutions to the problems created
by product and professional liability insurance, solutions which are more
effective than providing a tax advantage to a special inteivest group.

OONCLUSION

In sumary, we believe that the additional tax deductions already pro-
vided architects and engineers by the Congress' adoption of a ten-year net
operating loss carryback in 1978 provide sufficient relief and that no further
tax subsidy can be justified. Liability insurance is now widely available,
and rates have been stable for the past three years. By obtaining bids from a
mmber of carriers, architects and engineers should be able to take advantage
of the growing competition among underwriters. Finally, we believe that the
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solution proposed':ﬁy §.1081 - a tax subsidy for self-insurance of the deduc-
tible - is ineffective. The use of increased deductibles will not provide the
dramatic reduction of premiums architect; and engineers are seeking where
rates reflect problems of severity rather than frequency. The only effective
way to reduce unreasonable professional liability claims is to convince state
legislatugjes to reform the tort laws which have created the problems of the
liability system.
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SUMMARY OF TESTIMONY
-~ J. SPRIGG DUVALL, PRESIOENT
VICTOR 0. SCHINNERER & COMPANY, INC.
WASHINGTON, D.C.
November 6, 1981

1 represent the largest insurer of professfonal 1iability for architects
and engineers. We have worked in close gooperation with The Amerfican
Institute of Architects and the National Sotiety of Professional Engineers
for 25 consecutive years. ]

The number of claims made against architects and engineers has increased
dramatically, the claim ratio fn 1980 being 44.8 per 100 firms vs. 36.3 in
1978. (A 23% increase!)

Engineers and architects are unique among professionals in being subject
to three types of exposures; and a single claim can involve any combination
or all three categories: -

personal injury
damage to tangible property
intangible financial losses

It is this multiplicity of perils which distinguishes the design profes-
sional (in the tiabflity context)} from all other professionals, such as
doctors, lawyers, accountants, etc. who normally are 1iable only for one of

the above exposures.  And this is t% very reason th design profes-
sionals' 11ablity is such a problem and deserves special consideration

here sought.

“Cost of professional 1iability ihsurance for these professions can range

from about 2% to as much as 10X of the firm's gross billings. These
policies are written on a "claims made"™ basis; 1.e., the insurance must be
in force when the claim {s made, regardless of when the professional
services were performed.

Every policy contains a deductible amount which must be paid by the fnsured
before the fnsurance company becomes 1iable for payment.

The proposed tax deduction for amounts paid into a reserve for service
11abi1ity losses represents fafr and equitable tax treatment of a bona fide
business expense of the design professional. The public will benefit in
that the design professionals will be more 1ikely to have sufficient assets
to pay their -deductibles, and also the retired professionals will have
accumulated funds to meet their own obligations,

The public is entitled to and expects that design professionals will have
sufficient resources to meet their obligations. This proposed legislation
will help bring that expectation to reality.
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/ STATEMENT OF J. SPRIGG DUVALL
IN SUPPORT OF S. 1081
BEFORE THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
GENERALLY, COMMITTEE ON FINANCE, UNITED STATES SENATE
November 6, 198}

I am J. Sprigg Duvall, president of Victor 0. Schinnerer & Company,

Inc., the program administrator for the professional liabitity insurance
programs commended for architects and engineers and other design profes-
sionals by the American [nstitute of Architects, and the Natfonal Society
of Professional Engineers. Our firm has served as the professional
11ability insurance counsellor to AIA and NSPE since 1957, and we presently
are the principal underwriting manager in the United States for professional
1i{ability insurance for architects and engineers. At this time, we

insure more than 6,000 design professional firms.

We are grateful for this opportunity to testify in favor of $.1081,
Design Liabflity Suppleméntal Protection Act of 1981. With me, today,
is Paul L. Genecki, a Senfor Vice President of our firm, and J. Winfield
Rankin, Director of our Office for Professional Liability Research.

Other witnesses will address the specific provisions of the supplemental
protection program for which this 8111 provides a tax deduction within
certain limits., Rather than duplicate their testimony on these matters,
1 would like to discuss the professional 1iability insurance aspects of
the problem to which this proposed tax measure is directed.

Since the end of World War 11, all professfons in the United States have
seen a substantial increase in the claims made against their members for
professional 1iability or malpractice. Professional Liability claims
have become a serious professional and financial problem for 211 profes-
sions, irrespective of whether legal 1iabtlity ultimately is imposed.



199

Vo0
Within the professional 11ability arena, there are three categories of
exposure, or types of claims, that confront professionals:

1. Personal injury including bodily injury and death.
2. Damage to'tangibIe property.

3. Intangible financial losses, such as loss of property rental
income, loss of mortgage commitments, and losses occasioned by
increases in interest rates attributadble to delays.

for hospitals, doctors, dentists and other health care providers, the
professional 1iabilfty exposure is almost entirely bodily injury or
death and usually involves but & single claimant. Lawyers and accountants
have a professfonal liability exposure that usually encompasses intangible
financial loss and, with the exception of SEC related matters, 1nvolves
a sole claimant. Architects and engineers. however, regularly are confronted
with professional ‘Hiability claims 1nvolv1ng multiple parties and arfising

- out of any of these categories of exposure.

Claims against design professionals alleging losses in a1l three categories
are not atypical. This is the major distinction in~the professional
11ability exposure facing architects and engineers as contrasted to all -
other classes of professionals. Indeed, it is a unique and very complex
exposure. In fact, in claims against design professionals, the cost of
the investigation and defense can equal or exceed the original design

cost of a project. -

To date, the professional 11ability problem for architects and engineers

has been especially complex because of the wide variety of sources from ~ ™
which claims can arise. There are many influences which affect the

design professional's daily practice in this regard. Professional liability
claims against architects and engineers can result from alleged negligence

in thé project design or in the preparation of the drawings and specifications.
They can arise from services performed during the construction phase

while acting as the owner's agent; or from allegedly improper specifications

P



for new materfals and products, or from specifications for traditfonal
products used in a new way without adequate testing; or from the increasing
scope of government regulations such as building codes or standards,
environmental laws, and regulations related to occupational safety; or

from the constraints imposed by time and money in an era of high 1nf1ation
and interest rates which result in demands to complete projects more
quickly than normal; or, finally, from the changing attitudes of the

courts and society in regard to the accountability of professionals for

the consequences of their acts.

One way the fnsurance industry measures this professional 1iability
problem is to look at the frequency of claims against architects and
engineers, Measuring that frequency tn terms of numbers of claims per
100 architect or engineer firms per year, our records indicate that the
frequency in 1960 was 12.5 claims per 100 firms insured in the program
which we manage, B8y 1978, that frequency rate rose to 36.3 claims per
100 insured firms, and to 44.8 in 1980t Put another way, the "risk*
probability is that close to one-half of all design professionals' firms
will experience a professional liabilfty ctaim in 1981, A majority of
claims are disposed of without the need for any indemnity payment by the
{nsurance companies, but the services of defense attorneys and expert
witnesses, and the time spent by a design professional to establish a
successful defense, can be extremely costly. This cost is usually borne
by the architect or engineer under his insurance policy deductible or
out of pocket. As can be seen, this overwhelming increase in claim
frequency fs a particularly acute problem for design professionals.

The other major parameter used to measure professional liability {s the
saverity of claims. This quantifies the cost of claims. (Frequency
quantifies the number of claims.) Starting at the same point used above
to measure claim frequency, 1960, the value of an average claim was
$5,481. This amount 1s derived by dividing the total incurred loss for
the claims by the total number of paid claims. This amount is in excess
of the insureds’ deductibles and reflects only the insurance company's
claim experience in the first $250,000 layer of insurance. B8y 1978, the
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average claim had reached $43,659. When all of the 1980's claims have
been reported and resoived, the actuaries tell us that that average will
exceed $46,000. '

; You already have heard from other witnesses that the cost of professional
11ability insurance truly is a burdem to architects and engineers, The
cost of professional l{ability insurance to an architect or engineer, in
addition to their obligation to pay substantial deductibles, is somewhere
in the range of 2% to more than 10% of gross billings. The cost of
professional liability insurance, after personnel or salary costs, is
the highest expense item for many arghitects or engineers,

It 1s important to understand how architects' and engineers' professional
1{ability insurance policies are written to see the benefits {inherent $n

S. 1081. These insurance policies are written on a "claims-made* basis

-- {.e., the insurance myst be in force when the claim is made, irrespective
of when the professional services were performed. And, these policies
contain substantial deductibles on a per claim basis, which apply to

both indemnity payments made to a claimant and to the investigative and
legal costs incurred in defending against the claim. In many cases, an
architect or engineer who is absolved of 1iability must pay thousands of
dollars just to estadblish the successful defense. (In some cases, insureds
elect to pay higher premiums to reduce or eliminate the deductible for
certain types of claims. However, the underlying problem with the expense
associated with professional 1fabflity insurance remains.) Under the
insurance program for which we serve as the underwriting manager, the
current minimum per claim deductible fs $2,000. The most commonly carried
deductibles are in the $5,000 to $10,000 range. Rather obviously, any
firm that has even a single claim is faced with a substantial financial
exposure irrespective of insurance coverage.

The prokosed tax deductions for amounts paid into a reserve for service
1iabtlity losses represents fair and equitable tax treatment of what, by
any reasonable standard, {s a bona fide business expense of the design
professional. In the ordinary conduct of a firm's business, we believe
a responsible architect or engineer would set aside funds, not only for
his own protection, but also for the ultimate protection of the public,
for potential professional liability claims. [nsurance premium costs
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are, of course, deductible at present. Monies contributed to a reserve
for similar purposes should, in all fairness, be accorded similar tax
treatment,

No real distinction should be made between these two forms of financial
protection and, therefore, there should be no disparate treatment for
tax purposes.

In our opinion, there are three benefits to be derived from S. 1081:

1. As the nature of the construction industry -- and the architects'
and engineers' services -- is so extraordinarily cyclical,
a firm with a good profit picture today can be unable to meet
its obligations in another year. This proposed legislation
will provide an orderly mechanism to accumulate funds in good
times in order to pay deductibles whenever necessary. This
will be a benefit to the public as well as the professionals. .

2. It would allow architects and engineers to more easily afford
to pay multiple deductibles in those years in which they might
be faced with more than one claim, .

3. After ceasing to practice, it would allow design professionals
to pay the costs associated with claims, with funds accumulated
during years of active practice, thus alleviating the burden
created by the necessity to continue to pay professional liabf)ity
insurance premiums as a measure of postpractice protection.
This burden thus would be alleviated without affecting recovery
by consumers in situations involving valid claims.

We believe that S. 108) will enable more firms to become better equipped B
to deal with these financial realities. It will not produce an immediate
or dramatic reduction fn professional 1iadbility insurance premiums. I[n
fact, the short term effect would be to increase total professional
Tiabilfty related costs as design professionals make contributions to
trusts while continuing to pay for insurance at current rate levels.
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But, with a tax qualified reserve, architects and engineers will be
able, over time, to increase their deductibles on commercially purchased
insurance, and thus eventually will benefit from a related decrease in
premium costs. The reserve that could be established because of S. 1081
will alleviate the financial hardship that can artse whether a firm has
the misfortune to incur a single claim or multiple claims within an
abbreviated time span,

In all of this, as well, the public has a vital interest. There can be
1ittle doubt that members of the public as well as professionals' clients
are directly benefited by architects and engineers having financial
resources in the event of a professional 1iability claim. If a person

1s injured or damaged by a design professional's negligence, there can

be no meaningful recovery in the absence of insurance or personal assets.
1f a professional has chosen not to purchase professional tiability
insurance because of the expense, or has insufficient resources to pay

the deductible, the injured party rather than the professional will

suffer the financial burden. We see $ 1081 as a solution to this very
real problem, The tax qualified reserve should encourage design profes-
sionals to become better equipped to deal with the unfortunate consequences
of professional 11ability.

We strongly urge that S. 1081 be given favorable consideration, and we
thank you for this opportunity to present our views.
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Senator PAckwoob. We will conclude today with S. 1764. And we
have a panel consisting of Brewster Ives, Ralph Colin, and Frank
Karelsen. L

All right, Mr. Ives, %o right ahead.

“Mr. KARELSEN. Well, my name is Frank Karelsen III. I am
chairman of the New York State Bar Committee on Co-ops and
Condominiums and chairman of Mayor Koch’s advisory committee
on housing. I will sort of act as chairman of this panel. I would like
to add, as a starter, Mr. Martin Cowan, who is an attorney and
who is chairman of the real estate tax committee of the tax section
g(f)‘d the ABA. However, Mr. Cowan is not representing to ABA here

ay. -

Senator PAckwoob. Mr. Cowan, is it?

Mr. CowAN. Yes, sir.

I have admonished all members of the panel, including myself, to

be brief, and have pointed out to them that you have announced . -
that their statements are submitted. So, without further ado, I will
call on the gentleman on my right, Brewster Ives, who will give
our first testimony. _

Senator PAckwoob. Go right ahead, Mr. Ives.

STATEMENT OF BREWSTER IVES, PRESIDENT, TENANT-OWNED
APARTMENT ASSOCIATION, INC., NEW YORK, N.Y.

Mr. Ives. I am Chairman of the Board of Directors of Douglas
Elliman-Gibbons & Ives and have specialized in the sale and pro-
motion as well as the management of cooperative apartment
houses in New York City for over 50 years. We handle about 200 of
the larger buildings but also a great many smaller ones in rural
Iiroloklyn,ifor example, where the price level is at an extraordinar-
ily low point.

I have also served as a director of the Tenant-Owned Apartment
Association for over 50 years, and I recall 40 years ago when
section 216 was adopted by the Congress. We accepted the limita-
tion of 20 percent of the income of cooperative apartments derived
from individual proprietor lessees as one that we were perfectly
willing to face, because we didn’t consider that to be a burden at
that time. We were so imbued with the idea that we wanted equal
treatment of the law with private homeowners and condominium
owners—condominium owners hadn’t been in the marketplace at
that stage, but with geivate homeowners. ”

There appears to no rational reason for the-80-20 -provision.
‘We feel that it has been extremely burdensome for cooperatives for
the simple reason that they are now prevented from accepting.
commercial lease rentals at anything more than that level. There
are countless incidents where buildings have suffered, giving up
income that could be taxable income to the Government merely
because of that straightjacket. L
I particularly want to refer to the effects of all this on new

construction, and I am sure we are all aware of the critical need
for_more construction. In New York it has been curtailed to the
point where we have an extreme shortage. Those jobs that are
going ahead and that have been moving ahead in the last several
years are all in the difection of condominium-ownership rather
than cooperative ownership, and it is clearly because we are not
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limited to individuals as stockholder lessees; we can accept corpora-
tions, family holding companies, partnerships, legations, Govern-
ment agencies, et cetera. And with that larger market, the condo-
miniums have survived and have pushed cooperatives into the.
background. Cooperatives have virtually stopped, as far as new
construction is concerned. And it all goes back to this 80-20 limita-

= tion. :

The objections that have been made by the Treasury Department
can better be answered by my compatriots here, so I will terminate
my testimony on that point.

Thank you. o :

Senator PaAckwoob. Let me ask you a question, before you move
on. In New York City, itself, roughly what proportion of people
would live in co-ops and condominiums and then in regular tenants
paying rent? . ‘

Mr. KAReLSEN. Could I answer that question, Mr. Ives? Because I
jl%s;o got these figures from the city, and these are figures as of

Senator PAckwoop. All right.

Mr. KARELSEN. According to the city figures, there are 83,000
units that are cooperatives; 10,000 that are condominiums; and 2
million rental units.

Senator PAackwoobp. Are cooperatives that common outside of
New. York? N 4
Mr. KAReLSEN. They are becoming much more so, sir, which I

will get to in my testimony.

Senator Packwoob. All right. Go right ahead.

___ Mr. KAREeLSEN. Ralph? ,

STATEMENT OF RALPH COLIN, PRESIDENT, 33 EAST 70TH
C STREET CORP., NEW YORK, N.Y.

‘Mr. ConiN. Well, I would just add to what Mr. Ives said, Mr.
Chairman, on my experience as the president of a cooperative
tenant association. And I have been president since 1975. -

We are in fact subsidizing a number of commercial tenants be-
cause of the fact that adjacent properties which are not in coopera-
tive buildings are demanding much, much higher. rents while the
cooperative apartment house is primarily a residential building: In
-many cases, and in our particular case, it was built many, many
years before it became cooperative, and it was built as a combined
commercial-residential operation. We, therefore, have to have, in
effect, a commercial business in our building. We feel we are being
severely limited as to what we can do with the building because of
the fact that we can only take in 20 percent of our income from the
commercial tenants. . : : L

The argument that the Treasury gave somewhat baffles me,
because- it seems-to me that if we are allowed to increase the
portion of our income that comes from commercial tenants, it also
increases the amount of revenue that they take in in taxes. So, it
seems to me, the reduction of the 80-20 restriction.to 50-50 bene-
fits not only the people who live there but also the Government, in
effect, by increasing its tax rolls. o
- Thank you, sir. =

. 88-136 O—82——14
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STATEMENT OF FRANK KARELSEN, ESQ., CHAIRMAN, SUBCOM.
‘MITTEE ON CONDOMINIUMS AND COOPERATIVES, REAL
PROPERTY SECTION, NEW YORK BAR ASSOCIATION, NEW
YORK, N.Y.,, ACCOMPANIED BY MR. MARTIN COWAN.

Mr. KAReLsEN. Mr. Chairman, what is interesting about this
hearing today is, we are not discussing, really, a tax problem; we
are discussing a housing problem.

I have talked throughout this country about co-ops and condo-
miniums and, in answer to your earlier question, I was quite sur-
prised 1% years ago in California to learn how many people
wanted to have cooperatives. There are various financial advan-
tages, et cetera, which I won'’t go into. But their point here is that,
should there be a real difference between the treatment of a condo-
minium complex and a cooperative complex, when they both will
end up paying the same kind of taxes? ,

In reality, the Government, by the 80-20 rule, is not only foisting
inequality among co-ops and condominiums but, more importantly,
is depriving itself of income not only from the commercial unit
itself but from the cooperative corporation which would have to
pa'¥ a tax on the income it receives.

he kind of structure that we are talking about, whether it is a
co-op or a condominium or commercial, or what not, would be
governed in New York City by our zoning law and in other areas
by local applicable housing laws. S

So what this law does is affect the housing stock, and we see no
reason to differentiate on this matter between co-ops and condo-
miniums. We submitted a lengthy report of the State bar associ-
ation, and I must say I am very pleased that the Treasury Depart-
ment indicated this morning, in its testimony and in the written
testimony you have, that they would be glad to sit down and work
out some of the inequities that are contained in section 216 other
than the 80-20 rule. And this is somiething I think we would be
more than willing to do, because we have been working on this
matter for over 5 years." .

Finally, before I turn this over to Mr. Cowan, who will analyze
the tax aspects, I cannot understand where, in the report that was
submitted for today’s hearings with respect to this bill, it says
“revenue effect.” “It is anticipated that this bill would reduce
bud%et receipts by less than $5 million annually.” Well, I afreei it
would increase budget receipts by more than any figure. So I don’t
"know what the $5 million is based on.. .- o :

Without further ado, Martin Cowan, who has with him some of
- the law journals that he has written on this subject. ' T
Senator PAckwoobp. That $6 million is a standard figure we often

use where we think there will be no revenue loss at all. We get

very callous here on the Budget Committee. Anything less than $50
mil'lfion"is an asterisk; One of the ways you learn to get some of
your programs passed is to have them cost less than 550 million,
and they w;ll~be>rounded§down, rather than up, and, therefore, it
costs the Government nothing. o
Mr. KARELSEN. I see, sir. Well, with New York City, $6 million
means an awful lot. - L e
Senator PACKwoob. Go right ahead, Mr. Cowan. ="




207 -

STATEMENT OF "MARTIN COWAN, CHAIRMAN OF THE REAL
ESTATE TAX COMMITTEE OF THE TAX SECTION OF THE
AMERICAN BAR ASSOCIATION - ‘

Mr. CowaN. At the beginning, I wish to repeat the disclaimer
that I am in any way representing the American Bar Association
or its tax section today, but I appear, along with Mr. Karelson, on
behalf of the real property section of the New York State Bar
Association. However, I believe that I may fairly call the commit-
tee’s attention to the fact that the tax section of the ABA has on .
record a recommendation that the 80-percent restriction in section
216 be liberalized. That recommendation, No. 1972-8, is not identi-
cal in terms to the present bill, but is largely consistent with it.

I did not have the opportunity to review retary Chapoton’s
comments in advance and, therefore, I have not been able to pre-
pare a detailed reply, but I would like to offer some brief general
comments on the problems he raised.

We believe that those problems are largely insubstantial. They
relate exclusively to the so-called commercial or outside income
and, in Secretary Chapoton’s own words, the “dual nature” of
cooperative housing corporations. : .

As noted many times elsewhere, including numerous congres-
sional committee reports, and as Secretary Chapoton himself stated
several times today, the principle of section 216 is to treat the
residential owner in a cooperative housing corporation as though
he owned his unit individually. To the extent the cooperative hous-
ing corporation derives a profit from sources other than its tenant-
stockholders, a strict agglication of this principle would require
that the outside profit be taxed directly to the shareholders on a
conduit basis, at tax brackets -ranging from 0 percent to 50 percent.

Historically, this has not been done. Such profit is taxed, instead,
at the corporate level at the usual corporate rates, which currently
range from 17 percent to 46 percent (with a slight reduction of the
lower end scheduled for the near future). In some cases, this results
in a modest. reduction in the tax collected, but, probably, in at least
as many other cases, it results in an increase. -

It is misleading to suglgest, then, that this outside income is
" untaxed or undertaxed. It is properly taxed, once. Section 216
reflects the longstanding policy not to tax the owners a second time
merel(i' because theiv have used the corporate form. T .
. Under section 216, that single tax is assessed at the corporate -
level, not the individual level. Overall, it does not appear that the
difference in tax rates between individuals and corporations com-
bined with the.fact of corporate rather than individual taxation
generates any meaningful increase or decrease in net tax revenues .
to the Treasury, or otherwise creates unreasonable results. Certain-
ly, as an administrative matter,. it is far easier to calculate and
coilectA the tax at the corporate level.

. Congress has focused on this very issue at least twice in a situa-
tion which is analogous; both cases involyed condominium associ-
ations, In section 528(cX1XD), enacted in 1976, Congress repudiated
an inference that the commercial income of homeowners’ associ-
ations should be considered a dividend to the owners, even though
that income was used in dpart- to pay for the operation and mainte- -
nance of their personal dwellings. Instead, Congress provided that.:
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that income is to be taxed solely at the association level. Moreover,
in lieu of the graduated corporate rates, Congress amended section
528(b) last year, to provide that the associations’ tax rate should be -
a flat 30 percent. This results in substantial administrative simpli-
fication and, by the very nature of its action in_this context, Con-
gress has determined that this does not produce an improper
result. In its report on the 1980 -amendment (S. Rept. No. 1036,
96th Cong. 2d Sess.), this committee stated:

© * ¢ ¢ the taxable income of a homeowners association should not-be subject to
tax at higher ratea than the rates which would normally apply to such income if it
were taxable to the members of the association. However, it would be too complicat-
ed to require a passthrough of ratable portions of an association’s income to its
members. Consequently, the committee believes™that it is approﬁriabe to tax the
income of homeowners associations at a flat rate of 30 percent, which may reason-
ably ia:zrropriate the average marginal income tax rate of the members of these
associations. ,

We are taking no position at this time on whether the same 30-
percent flat rate should apply under section 216 also. It is not
necessary to consider that particular detail today. In either event,
it is clear that Congress has concluded that in this context such
income is %roperly taxed only at the corporate level.

No one has ever suggested a logical reason to tax condominium
unit owners in manner different from tenant-shareholders in coop-
erative housing associations. Hence, the congressional policy to tax
the commercial income of condominiums solely at the corporate
level should be just as applicable for cooperative housing corpora-
tions. In fact, when section 528 was first proj , the bill as
passed by the House of Representatives would have applied to
cooperative housing corporations as well. Subsequently, the bill
was amended to exclude cooperative housing corporations, in large
part because there was not sufficient time during the legislative
process that year to resolve certain technical differences between
Eroposed section 528 and the rules in section 216. This legislative

istory further demonstrates that the congressional policy with
- respect to the treatment of dividends is no different_from coopera-
tive housing corporations than for condominiums, =~ ‘

Secretary Chapoton’s statement regards thé dual nature of coop- |

- erative _housing corporations as unfortunate. We respectfully-dis-
agree. The use of the corporate format, rather than, say, the condo-
minium format, should be a function' of strictly nontax consider-

. ations, such as local zoning 'laws and mortgage financin%é The
object of section .216 is—and always has been—to eliminate this

- technicality as a factor in the taxation of homeowners. o
- With this understanding, the dividend question and other aspects -
of the dual nature of cooperative housing corporations-loses sub-
stance. For example, ‘the section 1034 issued raised by the Secre-

tary is not very significant, because commercial properties owned - |

outside the corporate structure could also be exchanged tax free
under other sections of the code, such as section 1031:»4':V€’hilé these
other sections contain’'some variations in the conditions for such .
exchanges, the basic policies of these sections are not in conflict
with the result under section-216. - L S |
The provisions of section 121(dX5) 'grobabl “should "already be -
construed to avoid the problem raised by the Secretary under that
~section.: Certainly, the language of the' statute gives Treasury .
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ample authority to limit the benefits of section 121 to the portion
of the stock reflecting the value of the tenant-stockholder's dwell-
ing unit. In fact, authority exists for applying the same limitation
under section 1034. See, e.g., Reg. § 1.1034-1(cX3Xii); Bogley 263 F.
2d 746 (4th Cir. 1959); F. R. Campbell Estate, T.C. Memo., 1964-88.

The Secretary’s unfavorable comparison to condominium associ-
ations under section 528 is also incorrect, because section 528 is
elective and very few condominiums elect to come within section
528—I would guess probably less than 1 ‘;;ercent. Hence, condomin-
fums generally do not need to observe the section 528 limitations.
Certainly, those which cannot satisfy those limitations do not elect
section 528. Cooperative housing corporations do not have this
option,

We recall that' Treasury also opposed the: original enactment of

section 216 and its predecessors, back in 1928 when a bill passed |

the House of Representatives, and in 1942, when the predecessor of
section 216 first became law. In both cases, the Treasury’s-opposi-
tion was based in part on its concern over this corporaté noncorpor-
ate duality of cooperative housing corporations. Now, as/then, it is
difficult to understand.

The taxation of outside income to the corporation, rather than to -
the tenant-shareholder, is not a justification for opposing simplifi-
cation and otherwise needed reform of section 216, T

I repeat Mr. Karelsen’s statement of appreciation for Secretary

- Chapoton’s statement recognizing -that there are problems under

section 216, and offering to work with this committee and its staff
to produce appropriate solutions. While the present bill does not go
as far as the proposal of the New York State Bar Association’s real

‘property section, we believe it is a step in the right direction and
‘urge that it be passed, at least as an interim step on thg way

toward overall simplification and reform of section 216. i
Thank you. : . ‘ ’
Senator Packwoob. I appreciate the history. I am not surprised

-that the Treasury did. Normally on these Fridays when we hold

these hearings, with very minor exceptions, Treasury is opposed to
almost all of the bills. They were in favor of one this morning; as
you heard earlier. And we give their objections due note. But I

. think this committee will decide on the basis of what we think are

~ the merits, regardless of the Treasury’s.view.

I appreciate this panel this morning very much. I don’t think I
have had a panel before that had such a good cross section of
depth. I doubt if there is any issue in this field that one of the four
of you, either by experience in the practice of the tax law or by the.
experience in the mana
has been very, very helpful. Thank you very much.

Mr. KAReLseN. Thank you, Mr. Chairman. ©  — .-

[Whereupon, at 11:15 a,m., the hearing w ,as‘adijourned:]

- [The prepared statements of the previous panel follow:]

ement of property, could not-answer. It’ . .
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TESTIMONY OF FRANK E. KARELSEN, III, ESQ.
AT A HEARING OF THE
SUBCOMMITTEE ON TAXATION & DEBT MANAGEMENT
OF THE - )
SENATE.COHMITTEEAON FINANCE
November 6, 1981

. My name is Frank E. Karelsen, III, Esq. .Ivam a partnef
§n the law firm of‘xurzman, Karelsen &AFrank, 230 Park
Avenue, New York, New York. I have speciaiized for nearly
thirty years inqthe field of real estate, with emphasis o
particularly on cooperetives and cOndoniniums. Y. am currently
Chairman of the New York State Bar Association Subcommittee
on Co-ops and Condominiums, a member of the New York City
Bar Association Committee on Housing and U;ban‘ﬁevelopment,-~
and the American Bar Association, Tax Section's Committee on
RealMEstate Tax Problems. 1In addition, I am Chairman of the
Citizens Advisory Commlttee to the Department of Hous;ng
P:eservatlon and Development of the City of New York.

I welcome this opportunity to discuss with you the

problems of Section 216 of the Internal Revenue Code.
Before going into the specifics of the amendments being
requested here today, 1 would like to state that, for the
past fiftecen years I have lectutcd on cooperétxves and
condominzums throughout th;s country, l;terally from New

York to Californxa, and I have found that the most. efficzent

‘ way to combat urban housing blight is through the vehicle of

‘coope:atives and" condom;niumsf,P:;de oflownership goes a,
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 long. way toward maintaining and refurbishing our housing

stock.

what we request today will help improve. housing con-
ditions in the United States. To a slight extent, it ‘should
also increase the revenues of'Federal, State and local
government. f; other words, the amendments that we request
Qill not cost éovernmental subdivisions money, but will
probably incregse tax revenues snd, in the long run,
reduce the need for housing subsidies.

‘ siﬁply stated, how does this come about? The problem
is that, in ordéi.so qualify under Section 216 of the
Internal Revenue Code, a cooperative housiﬁg corporation
is limited to receiving 20% of its income from sources
other than its tenant-shareholders. This, in essence, .
restricts the kinds of hous;;g that can be operated on a
cooperative basis. It prevents stable and financially -
sound business ventures from securzng proper leases and
making other soc;ally and economically desirable arrangements

with cooperatives, and leads to uneconomic uses ©Of the

properties. Because the commercial portions of the

properties are underutilized, the government actually

loses tax revenue.

»  An example of the difficulties created by this un-
necessary restrictxon can be seen in the case of a pro;ect
designed for the elderly or handicapped. 1Ideally such
prope;tiss should contain various ameneties, such as one
oé two medical offices, a pharmacy, .a grocery, and a

laundry. It might also contain other retail stores, and




‘makes much sense.

212 [

even a movie theager,'étc., for the convenience of the:
tenants for\hhom tﬁE’é;;ps to distant location;_may be a
hardship. Th# present 80-20 test greatlx_limits our
flexibility in creating suitable facilities for such senior
citizens.

This restriction does not exist for condominiums, ‘and
ifs absence,in-that situation has created no tax problems

at all. It exists only for cooperatives. Yet, as a

policy matter, there is no reason perceived for the tax

law to discriminate against cooperative housing corporations

as compared to condominiums. The choice of format to use in
creating owner-occupied multiple dwelling_facilities, that
is, cooperatives vs. condominiums, should depend on local

legal and economic factors, such as zoning laws, not the

- idiosyncracies of federal tax laws.

In the case of cooperatives; not only is the government

. ~
losing taxes, it is losing them twice. It is losing tax

‘revenues from the businesses that are thwarted from entering

the,cooperative-complex, and it is losing the taxes which
the cooperative corporation would have to bay on the income

that it would earn from the particular businesses. In this

| time of budget austerity, it does not appear to me that this

———

In support of the bill, I am submitting a Report of a
Special Subcoﬁmittéé of -the Real Property Section of the New

York State Bar Association on Proposed Amendments to Section

216 of the Internal Revenue Code, written by Martin Cowan,

Esq., Frank E. Karelsen, III, Esq., William Jay Lippman,
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Esq.'and Joel Miller, Esq., to which I respectfully refér
the members of this committee. The repdrt does not iddress
specifically the two amendments to Section 216 made by
this bill, becaﬁse the Report actually contains much
broader recommendations qu simpiification and reform of
Section 216. However, its proposals are whéily consistent
with the provisions of this particular bill.

" . In conclusion, to state the issue simply, both the
government (twice) and the cooperative movement in' this
counéry‘#re losing revenues, and our ur;an housing supply
is also suffering. The amendments being proffered today

will help ameliorate these conditions. '

- Respectfully submitted,

- ' FRANK E. KARELSEN, III

Tl
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STATZEWT OF RALFd F. COLIN, JR.

My name is Relph 7. Colin, Jr. and I am here today
representing the tenant/owners of the 33 East 70th
Street Corporation, a cocperanivg residence corporation
of which I‘have been a board member for iU years and

of which I have been President since May of 1975. The
33 East 70th Stireet Corporation has 65 apartments and
an annual budéet of over $13 million. It is located

in New York City oa‘Madison Avenue with entrances on
both 70th Street aznd 71st Street. In addition to the "
residential apartments, there are alsoc five comm;rsial
establishments which rent space from the cooperatiQe .
and one of those ccmmercial establishnents sublets

some of 1ts space to two other commercial renters.

In all, therefore, there are seven non-residential

and non-coop tenant businesses located in the building.
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Madison Avenue is one of the prime commercial thoroughfares

in New York City. 1In this particular area, a very

desireable one, most of the businesses are upscale

establishments; many of them are boutiques, art galleries,

~

gournmet focd stores ané other such businesses which "‘
are normally in a position to pay the kind of high

rent which the location demands. In our situation,

and for others who may be faced with the identical
problem of the restrictions of Section 216, the commercial

establishments are paying a rent substant}ally below

that of neighboring stores. While this may be advantageous
to them, it certainly is not helpful to the cooperative

in maintaining a rather extensive plant and I would

T e

o

think -1t was also apparent that the loss of potential

——

tax revenues from the commercial income which might
otherwise be derived, would also be an unnecessary

one from the point of view of the goVernment._
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It is very simple to see viiat happens in a case like
this. Our building management advises us that without
the 80/20.rest;ictions,‘we could be obtaining $997,000
in commercial rents putting us on an equal footing

with those commercial landlords who rent space adjacent

to ours. But because of the restrictions of Section

- 216, we are limited to collecting Jjust a little over

$300,000 from non-residential sources. This, of course,
puts a'far greater financial burden on the tenapt/owners
of the building, Some of whom are elderly and retired
and may be on fixed incomes. While it is granted here
that the financial burden in this particular case-may
not be so overwhelming, I suspect that :5 other aéeas

of the city or of the country wpere cooperatives arg

similarl& restricted by Section 216, the burden could

be quite éonsiderable and conceivably could make the

difference beilween a person's ability Lo retain his

—

or her apartment or, in the alternative, having to

sell it because of increasing maintainence costs.
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It would seem that this ail'boils down to the question

of what benefits, if any, are derived - and by whom -

by the continued existence of the 80/20 limitations

in Section 215. Certainly the governménc does no£

benefit from this restrictive provision; its potential

for increased tax collection 1s-blocked. And it has

been demonstrated that the tenant/owners in & cooperative -
situation suffer as a result of the section's stﬁicture;.’
Therefore, as a layman, it would seem to me to make

a great deal of sense to amend this section so as to —

provide considerable financial relief to residential
tenants while at the same time 1ncreas1ng the tax base

from those commercial establishments who can certainly

arfbrd to pay a higher rent.

I hope that your committee will give careful consideration - - -

to this matter and I want to thank you for the opportunity -

that you have given me to appear before you today.




e

- 218

TESTIXONY OF BREWSTER IVES : -

at a hearing of the Sub~Committee on Taxation and
Debt Management of the Senate Committee on Finance

November 6, 1981

My name is Brewster ives. | am chairman of the board of directors of
Douglas Elllmn-cibbons ¢ ives, inc., real estate, 575 Madison Avenue,
New York, New York. | have in fact specialized for over flfty years in the
sale and promotion of cooperative and condominium apartments in the City of N
" New York as well as in the managenent of well over 200 large cooperative and
condominium. apartment houses located in that city. | hnve also served as &
director of the Tenant- Med Apartment Associastion, lnc. , for over fifty years and
am presently serving as Its Presldem for the past four years as well as a previous
four-year term. In addition | ar also a director of The Flfth Avenue Association
of the City of New York “and have served on many committees concerning matters
affecting cooperative and condominiue apartments throughout my business life. My A
firm Is presently engaged in the marketing and selling of the condominium. apartment ’ '
. tower now under construction over the Museum of Modern Art as well as the recently
constructed Olympic Tower and Galleria Condominiums and the twin tower cooperotlve
bulldings facing the United Nations known as 860 and 870 United Nations Plaza. s}
of these belng -properties of world-wide distinction.

IS

As President of the Tenant-Owned Aparthent Association, Inc., which fepresents

“the interests of well over 40,000 individual cooperative apartment owners, | welcome &
the opportunity to discuss with you the problems created by Section 216 of the
internal Revenue Code. Cooperative apartment corporations have been unfalrly and
unreasonably hampered by reason of the 20% limltation placed upon their Income
which Is not permitted to be derived from any squrcé other than cooperative apartment
owners as Individuals, In order for apartment owners to take advantage of their
right as home owners-to deduct thelr proportionate share of real'e;tate 'thigs and

mortqage Interest pald by their cooperative bulldings. 1 clurly recall that this
N scctlon of the code was adopted forty years ago by the COngreu, which our Assocla-
tlon hélped in sponsoring, 'In order to maintain the principle of affording the
same rights to cooperotlve: apartment owners as allowed other home owners iﬁcludlng
those who ‘own private dwellings and condominium apartments. There are many
cooperative apartment corporations presently suffering from this limitation which
have had to secrifice additional income in order to preserve thal!' right to thelr’

' ",-\ x
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income tax deduétlons. This has resulied in foreqoing wore substant fal cosmrical

lease rentals and thl's has resulted in loss to both the cooperalive awners con-
cerned as well as wvermntil tax revenues. Forty years ago when we applied for
this legistation resulting In Section 216 there was no one, including myself, who
was aware of the reasoning behind the 80/20% income restriction but we were so
anxious for the pflnclple to be estoblished of ollowlng Lthe same right of tax
deductlons that we accepted the 82/202 limitation formula without protest. Ve now
have learned from actuz) experience and the workings of the Internal Revenue Code
" that this has severely hampered the development of cooperatives to the point where
the vehicle of condominium owngrship has been substituted for cooperative ownership
" by virtually all new construction for the last several years. [t was certainly not
the original Intent of Congress to favor one form of home ownership against another
which this section has acconpllshed. it was merely happenstance and not a rational
1imitation that the formula of 80/20% was written into the code. It was a percent-
— age which was simply nken out of the air to ensure that the property remins
==& {dentia) _In character. Condominiums on the other hand permit apartments to be
owned by coréontions, partnerships, diplomatic missions and governmentdl agencles
. 88 long &s their use by their representatives is residential In purpose. In con-
sequence, condominiums are presently favored over cooperatives and these differences.
make no sense In either loglc or in practice as long as the primary purpose of the
corporation is to provide dwelling space for Its owners. An increase from 20% to
a minimum of 50% Is called for as this bill provldey..

1f Congress falls to correct this Inequity for cooperative apartment corpora~
tions It will be doing a great disservice to the cooperative home ownership movement
throughout the entire nation from New York to Callfornis and from Texas to Florida.
The spread of the cooperat ive ownership movement throughout the country is one of
our prime sources of strength in our present day economy and.lt would accomplish
a miliennium If atl residents throughout our nation could become home owners, either
through ownership of private dwellings, condominlums or cooperative apartments with-
. out favored tax treatment for one form of ownership against apath

. : CRespectfully submitted, /

Brewster lves

LRSS S ST ot




ZCI1AL SUBCOMNITTEE OF THZ REAL PROPERTY -

- REPORT OF X SFIC :
SECTION QF TRZ HEW YORK STATE BAR AISOCIATION ON PRO-
"POSED ANENINENTS

TO SECTION 216 OF THE INTERNAL REVENUE
CoDE :

On Mey 23, 1980, the Honorabln Les Aspin (Dem., Wisc.)
tntzoduced H.R. 7323, -which would amend section 216(b)(1)(b) of
the Inteinal Reveaue Code by substitutir; 57% for 80%. In his state-
men: on the flozr cf the House when he iatrsduced the bill'(COng. N
Rec. £ 2495, May 20, 1980), Congressman Aspin recognized that’
there were a2 number of othér'prébléms«wiih section 216, and in-
vited pioposals for additional amendments £; correct these proﬂiems.
This report is vritten in response to trat invitation, and contains
both prXoposed statutory lahguage and a éiscussion of the p:oblem§
that such an amsndrent would cure.

s

Present Law

Generally, under section 216 o£ the Internal Reveauc Coa.

" “tanant-stockzcléer” in a coaperative hOJ“iﬁq ¢corporation” !s .
entitled to dedict amounts paid to such a ca-poration to the e:.-
tert such amoun:zs represent his or her 'preportionate share” of
deductible real estate taxes and interést relating to the corj .-
:atléh'é‘land aaé b;ildingsf In appropriate cases, "tenant-sti.k-
hol@ers" may alsc deduct depreciation w:ith respect to their re-
spective units. In order to qualify as z "cooperative housing
scozpeoration”, sakparagraph (D) of sec:i:n':l&(b)}l) requires
that tﬁe corporation derive 80% or more of its gr ss’ income for

the taxable year €from its “tenant-stockizlders”.
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In ozder t5> qualify as a "teaant-stockholder®, a stock-
: ‘.‘.aol.iler must, ancny otkexrs, meet one of the following requirements:
(1) Tize s:ockhclder must be &n irndividual;
. {2) The s:.qckl\older_mus_t be 2 rank or other le.nding
institution which has accuired its Lz!té:est by foreclosure o:‘;n-
i‘eruuént,.in liev cf fsoreclosure from a zua.ified tenant-stockholder

{but it will c,:xa;:_l.i.:"y only for a period of v to three years after

such acquisitisn): or

' (3) The s:ockholder must be an "original seller", as: -
defined in sectfor 216 (b} (6), or the estate of an “"original
‘seller". An "criginal sellef" is the persor £xzm whom the co-
oporat:-l\'re‘ housing corperaticn acquired-:he apa:f.:nents or houses .(or
* leaseholds thereiz). The "original seller™ mus: have acquired
the $tock eitber ‘a) 3y puvrchase fron the corporation within one
year of the origi=al zrassZer to the cc:po:aé.i:n. or (b} by foreclosure -
(or instrument In liex of foreclosure) 2£ enw surchase money se.curgt'y‘
interest in ths szock held by the "origima. seller". Qualification
under the "ox,‘-_.;i‘.nzi s3llexr” p:ovis'ion car. extead only for a period
of up ‘t§ three years after the acquisition. .
- In additica, an order .for a stockholder to qualify under
section. 216 (b} (2), his stock must be "fully paid-up in an amount
- not less than anm mmout shown to the saﬁsfaqdon of the Secretary
T as bearing a -eassnatle relationship to the portion of the value
« of the cbrporat:ion's eéuity in the houses or épartxﬁent building
* and the land en vick situated which is at:ributable to the house

or apartment shich srch individual is entitleéd to occupy."\

83138 O—82——15 - i o .
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aousinE .o Chanze

L The 80% rec:iremen: in section 2:57b!(1)1D) . com~
bined with the limitations 6:: the kiacés o2 TLocinollexs who can
Qualify 2s a tenart—siockioldss uwder the s:ziu:e, Impose certain
restrictions on coperatite hrusing corporazion: which eppear |
to be unwarrante" amB cousterssodictive and res:ls ‘.n u::intended
hardstips. COndo"‘ ririims are similar to codzexaiivwe bous!.rg corpo-~
‘:atio:s in purpose anc Eu:c:i:n. but no suck —ert-ictiors are im-
posed on condominizms. The Sezision io use : codominiux fé:mat.
rathe: than a coopara:ive hou:ing corporazi:n, fepexds on a
nu::be- of factors, i:nclrnd.ng ocal teal estz t@ conditions and the
type sf financing aeeds&, bat \.bese ‘acto—s sho:ld@ ot he rele~ ‘

vant vith respect toc faderal iInccie .ax conseguences, ani do not
Justify divergent tax treztmest. V

‘The 80% recziremen: linits <he flexizil ity a:.:i utility
‘of th: ccoperative horsin: cozporation in ssvertl ways. 'rcx ex-
ample, ir a b;:ildi:xg vith a nxbe: of elderly oz hazdicepped tenants,
£t mar be very usef:l to *aTe cormercial ocrupazts, Suck as laundrieg,
" pharmicies, and groceries, withiIn the building itself. Lowever,
the receipt of rentals £xom swch comnercial tenaats in the building
coulé well disqualify the corjoration under sec:ion 216. In
scme cases, churcres tawe b=ex urable to puschasze housing uaits
for taeir élergy:ae:; oz Zor us: irn religious activities, and other
eleemssyrpary orgarizaticons hare eacountered similar difficulties,

sbecause they can mot ca=lify zs tenaat-stoctholiers.

Disqualificaticn urder Section 2.6 dbeczuse of a violation
of the 20% limitatiom om ronm-malified income mzy de completeély
f.nadvax:tent or the resalt of svents bevond *he co=trol of the tax-
payers. ' For exanzle, in z bu.léi..g which d::..ves close to 20% of"
its gToss income fram stores, tI:\e death of & cuelified indivridual

. 3. -
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tcnant-atockholéer will result in disqualificzt_n:: if the income

fxom that unit, combined with the commercial Tezt, vill then

exceed 20\, because tae decedent's estate does :ct guali.fy as

a tcnant-stoekholdo:. A gimilar result nay follow vhere one or

,noro ltockhoiders sur-ender their stock to ‘the w*pcratidn, es-

pecially if the corpozation attempts t6 reduce i:is losses by zentihg

the .units befors resales can.be arranged. Also, Lf j:he" rent for a

store ap;ce is in any way cdﬁtin§§§t (e.'g., based on sales, 6:

adjusted for cost-of-living factors), the rent I= scoe years may

m"texpectedly. increase beyond the 20% limit, agaix Tesulting in

inadvertent disqualification. Problems may alsc axrise, even .where

the non-qualified inceame is normally less thar 2it, if the corpora-

tion uses the cash method‘of accounting and eitb:r tenant-stock-

"holders or non-sitockholder tenants fail to make tentzl payments,

when due. In the latter case, the eooype:ative E:usi.:g corporation

may lose its qualification as a result of the comercial tenant's

making good on its delinquencies for a prior yea-. ’ - -
Cooperative housing corporations whic:-Zoresee such

problems can sometimes (but not always) limit +he risk of in-

advertent disqualification by leasing the cormercial spaces at

less than fair market value. Often, the lessee 3 the‘original

spoﬁéor or transferor. The result is that the ecamonic shrueture ~

of the bnilding is distorted, to the benefit of tie ssonsor or

tra'nsfemr and to the detriment of the tenant-siacklolders, just

' §o qualify under secticn 216.

| If a cooperative housing corporatior iz disqualified under

" section 216 because of its fallure to meet the B03 test, the deduc-

tions are 'usualiy disallowed only to those indfiwifuals who do

qualify as tenant-stockholders and, 'henée,‘ shou1¢ ke entitled to

the deduction. In most cases, the tenants -who do rot qualify
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- ':.'a:amzn”.\.c:khc.'.de:; (3., c.=vezsial oz corpsrine tinants,
. .
nd. wose sa2yTents to =h: mmrzesazion cause the éis;’:.nl.fzcation

wlll :am::be:ess be emmt=_.p¢ <« claix a8 créinarzy i=d :eaesséry

Seinms expezses under mccizz 152 cr as expenses izzuszed for -

e pxdinccioz of fincowe imddes secticn 212 all .or -oss all of
e éx*uirticns wnavailek’s usfex section 216. Thzs, the persons
we sl £5 a matter of policy be ensitled to the ded:ctidns lose

=&, amd the persons -wh: caure tae &isgualificatzic: ge: them anyway.

Fossibly, wrhes =he preiecesscr of aectic: 21¢ {section 23
=} ©f the 1939 Code) =war =2rit ezacted in 1942, is may have been
liiewnd tizt the 80% —emiverent was necaessary <o Zimis khs ability
t m =cpe-etive housimg -—-p-=at_om to earm 1ar=e z./,.ou..ts cf
cme=Eal income and arr s:ich inccme to ‘-he pers:nal houting
::n:s £ te <enant-stococldsrs, witbox.t either ths co-poxation
tz h: teract-stockholdex Darimg tax on that incors. Far several
S==s5073, tols concern Zs ¢ lmger justified. Amcng o<he? things,
= Zs 30w clear that smczecm I77 requires the cocpecative housing
crpeaticr te pay tax o- =he p=crex amcunt of ccmrercial income,

. =& exmnexiazce with ccmé=Imims confirns that t=merx is no real

=adl = tie §0§-requ1_e:=:_. o= :do;e:ative housins co:pora‘tion's'.

Bovever, theers is me reservation witk raspect to the
cappl=e elinination o e 28It tast. Scme commer-te:oxs have

ixfHczed that section 23i sheld not apply to a cc:r:on:t.:'.o'x which

:mr.m assentially as x comerzial or industr_a‘ cee.ation and

SJWrixh oy f.'ncidentanb oins zesilential ptopetty wiich it leases

< oone axr :scre- of its mstxinolders. Thus, a two~-steckholder corpo~
retior whizh bas a mul=i-illiogm dollar industrial 3lans, aad which _
s DI two homes  wiriict i eases to its two stoctholiers, should

-5.
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R

-.-.c‘:.- be able to q:;;..‘: ander section 21€. ™eve is probably nét‘

a significant potmmc=ial for tax abuse in tiis situation, )/ b\it,.

_ o eliminate any ‘bz, there should be a =mculrenment that

. & cooperative houlmng corporation must have &s its principal pur-

Pcse the groviéir.: of residential housirzy o its tenant-stoékholders.
This is consister—wizha present concepts, =& would give thé

'~ Internal Revenua Zaxrvice ammunition to premert any substantial abuse.

‘ - A scdlmse of a dwelling unit kr 2 ~tockholder will not
e deemed incorsiscen: with the corporatio:'s purpose of providing

xesidences for iix sti:cklholders.

0f corcsea, 2 "principal purpcse® test is ;;:metimel
d‘tﬂcult to aé&mizistsr in practice, but Iz this context this ahould.
not be a major prxbilen. It would be intendsd Pprimarily as an
in terrorem provizion. which the Service cmld apply in extreme ~
cases. However, B lo:g as 50% of the corp—ation's gfoss income
came from its temmt-stockholders, the prixcipel purpose test
wnld bo ntis.ic:’.. m:eover, evenvif ‘the incoze from tenmt-stock—

holders in a paxt:znlu' year fell below 50%, e.g., because of

’ vacancies, ban!:n;t:ciu or other conditionr berond the control of

thé corporatior, zhe toxporation would still be able to satisfy
the prinoipal puzcse tast by showing\e-tlm:. Jat. over a period
o? several yea:s,::n:rs than 50% of. its incme tas been and will be

g'_ﬁeference ©O —mamiricms again conZfirrs ttat this is not likely
be a serious pxiblsm. There are nmany camercial-residential
combination comdcrimizns today. FOr exa—plz, a COrmOn arrangement
is a condominicm zcmseisting of two classes of tmits, one of which
is commercial fn za=ure and the other of wiich is residential.
Nothing restricts 2 ccndcminium from havin: 981 coamercial units
and 2% residentis. winits. Little Opport.nni:y for tax abuu seems

. to arise in such omtexts.

)
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zerlized from resida==ial terarct-stockholders, ::q.;at“éﬁtconé
@t:ions which caused =t t: Zall 3elow 50V were terozd its con-
©xcl and that it is act2vily working to correct those corditions.
I considering the cocoporitica'’s parpose in ,lezs‘:‘.n; space to none-.
cesideatial tenants, che Sexvice zay take into sccoznt tbe

Z3-= that such tenaats pravided soods or serwica azxillaxy to

" the residential natars of the priperty. This nizht include churches,

Sarsaxe centers, ani secrsa=iomal fazilities.

-Similarly, there is nc need for the zeceral requirement
im zection 216(b) (2} ==t a “tenzat-stockholé&er' be an individual.
T:is zequirement dism_ifies such eatities, 2s Zececents' estates,

-st..es of bankrupt iz2fvidzals, and marital deiz ct-on trusts. for

- oo agparent reason of pol.cv Most of these typzs of taxpayers, being

emtitled to deducticns wnisr seciion 162, gex:-s'zl-y woul.c rot seek

-t reldy on section Z1i imn any eveat, so that th: only major effect

c= -*-e.r éisqualificae=al as tenm:‘-stockholc:erz wozld be to deny
the deductiun to the whe: wpave*s who are g\..l.f-ed tenant-stock-
hol2 ‘e..s 2/ Again, the== is no co:pauble requir=mens for condo-
mirivms, and experienze ir that zrea confirms tzat there is no need
for the restriction. E';_:ni;;ating this requiremest wiuld result in
s-;:}.:xt.antial simplif.‘.c:ﬁ.‘.o: of >the stitute. since paragraphs 5 and

€ cf section 216(b) . m& the nany problems -irhetent in those pfo-
wisicns and the need Zr ;ossible Zeagthy rgc_:ulztio:xs interpret-

e

imz then, would be elinfnzted.

5 ﬂ’iey mIgﬁE alsoc o=e Dart ox 1 of the deXuction for deprecia-

Eisz under section 235(c), bat th..s is not & siymificant item for
most taxpayers. ] )

R
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mn§ requirement in seciion 21&(b)(2) that the stock be
‘wglly paid-vs in an amount no ‘lets t:an an amount shovn 0 tha
satisfactisz cf the Secretary as :earing a reasonatle relr.t:.iozi‘-.ip
to the porziozx o.‘.> the value of t:?-._s*co:.po:a:ion's ecuity ir the
houses_ cx apa-tment building c:x} +*a lsnd on which situzteé whizh is
attributatle o the house or a;a;::ner?: which such in2ivid:al Iir
entitleé © cscupy” is, at bes:, arely conp:ehensib'.'e. Few, i any,
experienced tax attorneys clain t: unierstand how to apply Ehis
test in pmactice. For' exarple, it is 2ot clear whether spcnsors
ogfering stozk for sale may cffer discounts to teraczts ir
occupancy, cr to people who ce=i: to buy belorxe cc:.;leticn"of
constructiom, oxr to tenants entitlacd to the ‘proteétion of rent con-‘
trel laws. Mor is it clear whether a spornscr may change prices to ye-
flect shifxs in values 'du:ing the 3£f¢rir.g period.3/ If ke dc':-ss"
any of these, he may violate the statitory test; but if he éo‘es- not,
he disterzs tae econc;mic, relaticnsaips ard produces unintended

windfalls Sc¢r some at the expease >X others.

__57 7he cegulations require che -elittionships amonc values a=d prices
to be dezernined on the Qate tae steck is issued, which is a: the
end of tic cffering period. In 2: least one state, the offering can:
occur ovir : period of up to 1B ncnths or in some cases, lonjr.
Leaving zsice fluctuations in mezrket value, even ordinary inTla-
tion during this period may cams: two uaits of equal valze t: vary
irt prize Ly as much _as 20% durin: the offering period. 15 on: such
unit is sol¢ at the beyinning of the offering pericd and the secend
Sunit is solc at the end of the c?fering period, it mey b2 Armessitle
.wnder th: statute to scll both wii<s at their fajr market walies. :zt
the times the¢ respective sales contracts are negotiated and sigmed.
+ may wall be, therefore, that :=he second purchaser will remzive a
substant:zl bargain, or that the first purchaser will overpayr,” or that
the sponsor will withdraw the seconé unit from the market enzrely.

-8.
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The statute is a>s: unclear as to vhat h:;acr.s $¢4 :tock
s :g=sted on nore than cne certe, as, for exar"-lz. whin rew units
£5¢ acdéed to an existing hiiliing or space initially heid by
c:'.r:e.:cial terants is zconwerted to residential zs= s:bseguent to

the cxiginal offering.

It does not agi2ay that any cooperative ‘ousing corpo-
zasn has ever been disgraiified for failing t: mes: ¢this test,
but it has greatly corplicsted matters and incrsase? costs without
&ny hereficial purpose cx :est.l‘.;.

Bor is it clear what "paid-up" means iz ::is con:text.
Moz ccoperative housin.. torpcrations collect fzc= ti:eir share-
kolie~zs funds to amortize ncrigace principal cr f=r zapital im-

- prorerments, but the Intexr:zal Fevenue Service na: mo: raised any
guazticn adcut éhis. L sicificart problem is tta=, bdecause ‘of

- the presence of this razuizement, a seller will ncormally not per-
miz & purciaser to pay 55: stoch w;ith promisscrr =c:2s, thus mak-
E£nt cocperative owners‘a‘_p ncxe difficult for less aZluent ‘
tnivilaals. in any evext, the need for the :ec-*-e:ant (again,

mizring in condominiurs) iz nct apparent. -

Section 21€(k) ) (C) states that sto:k c=ocliexs mav not

be axzitled "to receive axy dist:ib\gtion not cu: of sarrings and

‘ .
greiits of the corporatios excert on a complete cx partial 1iuuica-

tict of the corporaticn. . 1" ETmghasis added.) :r. sestficn 528,

dierling with homeowners asscciatidns, the rule is jsst the opposite:

unfer secticn 528(c) (1) {D;, tte cwner of a dwellimg un.it @ay not



2 18 vt

Ie

receive any céistribuszion wihich is cut of "net earnings”. -'rhe two
rules shcu.d ke the zaze, a:€ e zule in secticn S2% is the
bezzsr cne. Indeed, it is wixy likely that this is tha rul that
Conrzess intended to pzovids Zcr ccoreratives: the lazaguage that
no'_ippeass in sectizn 218(3) {1 {T) apparently resu:lt2d from a
drzf-ing¢ errcr, since the Cmxmi:ztee report staited thes t}{e intended
reszsictisn was that scteccenn:ifers "aust not be entitlad to

rece:ve any distribuzion of the eaminjs or profits ¢ the

corporation except uzon its comlete or partial liguilation."4/

If the foregoing chaaces are made, it becc:\eq un=- °
necessary to tinker vith paragrishs (S) ané (VVS) of sestion 216(b).
They ca: merely be repealec and the statute simplified. However,

if tie cefinition of "tenan:-stockholder" is not liberalized as sué;

gest:é bove, then az acdditional technicak‘chmge r.eels to be made. -

Any ;erson who actquires the szo:k cf a tenant-stockhclder by opera-
tior. of law should qealifw :s a terant-stockhclder fc: a period

of v tc three years {(the isigt.:: of tine adopted ir paragraphs

{5) 1€ (5)). This wculd corexr stk persons as deceleats' es-

tater ard estates in bankruztcy.

A toust shouid ealso zualify in appropriate cases,
as., foxr example, where a —aziza. deiuc:tion is granted under
secticn 2C56 or section 2523 for property trazsferrsé to the trust

ang <he transferor's spouse (or his or her suctenant) has the right

3/ S. 7ep. Wo. 1631, 77ta occs.. =@ Sess., at 51 (124I), 1942-2
T.3. 504, 546,
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to ocsupy the =rit. The trustee or execu:os could also have the
right of cccupancy ca 2 tempcrary besis fcr administrative pur-

poses (i.e., t=rze years).

inally, cerxtain cther successors-in interest should
qualify 2s crigizal seliers. This would include transferees in tax-
free trarsactioss (e.g., reorganications and transfers to con-
trollad cocsporations ur.der“‘n::;{or. 351 ¢z to partnershlps under
sectisn 721), dis=xibutees (e.,:,':., corporate'distribue'io:\s under
secti:mf 391, 331, 232, or 3:3 cr partnership distrfbu:ions under
section 731),. ta beneficiaries acd remaindermen of trusts, and
leggtees. In these cases, where there has b‘ee}infor tax purposes
no cosnizadble ctiamge of beneficial ownership, there is certainly
no reisosn tc &ixgqualify the successor-in-intarest, with its
potertiaily disesterous effect upon the other stockholéers. How-
ever, the suscessor-in-interest should be permitted to qualify

only forx the rerzfiniexr of the origiral three year period.

— Explanation of Changes

The )% zest has treen elimina‘ted, and a "priacipal pur-
pose" test subs:ituted. The phrase *tenant-stockholder® is deleted,
since it does nct a;pear to te necessary. However, the corporation
will 2ot satisfr th: definition of 2 cooperative housinjy unless its
stotkiolders mes: t:e desirel rejguirements. Stockholders need not
BPe irtividuals. Xssuming the cﬂc.:rpo:-atio:\ satisfies the definition,

its stockholdexs will be entitled to claim the appropriate deductions.

The stockholder's deductions are specifically limited

to tte portio= :£ the taxable vear for which the stockZolder owns



281

~——

—

the stock. In additiorn, only the real estate taxes and interest
decductible by the corporation with respect to the dwelling units
on stockholders can be taken into account in computing the
stozkholders' deduction. Any portion of the corporation's rékl
estate taxes and interest allocable to other portions of the pro-
perty (for example, to professional apartments leased to“nonnaxﬁ
stockholders) would be taken into account in determining the
corporation's taxable income, but not the stockholders' deductions.

This eliminates certain technical ambiguities in the present statute.

- -

In substitution for the present "paid-up" and "reason-
able Eelationship" tests of section 216(b){2). there is instead
a reguirement that the stock be allocated to dwelling units
substantially in proportion to thei; respecgixe unrestricted
fair market rental values on the dates of ISsuaﬁge. As long as
such allocations are nade properly, the selling price of the‘
stock is immaterial.5/ Thus, the temporary effects of rent
cont:61 would not be projected indefinitely into the future. -
Tha‘éroposed statute only requires that the allocation be "sub-
stantially" in proportion to rental values. Accordingly, minor
differences of opinion as to value would not result in dis-
cualification. If stock is issued on different dates, it is con-
te?plated that the stock issued on each date would have to meet

Jthis test by reference to relative values on that date.

course, hot-at-market-value sales constituted gifts or
substitutes for other payments of various sorts, the tax consecuences
appropriate to those transactions would apply. However, that would
not affect qualification under section 216. .

12,

o
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oIt is intenced zhat existing corporations cthat quality
umdsr present.section 21€ will not be discualified because of this
regsizenent.

Under the cerczificate of inccrporation, dDy-laws or
o<her corporate documernts cr agreements, the ownersihip of stock
sost ceafer the status of zenant of the corporation ca the stock-
hAcliex, or it must entitle hir to become a tenant cZf tke corpo-~
rato=, and he must in fac: become a terant. Thus, tiis reguire-~
;ent mey be satisfied even thcuch the stockholder is required ’
to snter into and comply with the terms of a lease as a condition
of ={s tenancy, and of hais continuing ownership of thke stock.
Al tzongh perhaps not statei in the present ‘statute as clearly
as it cight be, this is the rtle that now exists.3/ Tae proposed
lanyuace will eliminate the guestion that is sometimes raised un;ler . *
t=e wording of\the prese=t statute wiere there is a statutory
oxr =onatractual subtenart. Thus, it _will be clearlw izrele;ram:
tha: a third party occupies the apariment as a resi:lt of his
rigzts under iogal rent co:ztzcl laws, so long as the stockholder
is zhe prime tena}\t of tkte corporation and the ocsupent is a subtenant
o£ zhe stockholder, whetzer by vi:'tue of a voluntary lease or other~ '
wise. : . ‘ h
-~ The stockholder must b2 required to coatribute to the

ccrzoration his proporticnzte share of vthe real estate taxes and e
L ]

iztsrest paid or incurred zy the corporation with respect to the

residencial portions of the premises as to which stock is outstanding.

Reg. S1.216-1(dV(2)-

\

&

13.

-
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//Stock held by the cozpo:atioﬁ is excluded,. rather than
" included. This is.a techrical change xequi;éd‘becAuse of tﬁ;
mannei in which the proportionate share is>pomputed under the ) §
proposed revision. It should be noted that, where the corpo-
E;tion_has funds from other sources, it may charéé stockholders
‘‘‘‘‘ less than the full amount of interést ané taxes incﬁrred during
thg taxagle year. It is contemplated that the stockholders may dédcct

" the larger amoint so long as no abuse is involved.1/

Proposed section 226(db) (2) defines "dwelling unit”.
It is ‘intended to include & unit which is physically
usable as a dwelling uni:, even though not presently usec as a ' . -
residence and {in order to relieve the Intérnal Revenue Service
of the necessity of interpreting building cocdes and the like)
—regardless of whether or not xesideptial occupancy is permissible
under local reguirements. Thus, a professional apartment uséd by

B N~}

a doctor or a lawver can qualify, qhether or not covered by a

“‘residential certificate of occupancy. Also, a unit is’not intended
to be disqualified merely because minor changes in the unit {such
as ;hé instaliation of apprcgriate appliances) may be necess;ry

" before—it—can be used for dkellihg purposes. A dweliing unit
does not include 2 dormitory or hotel room or other space suitable
on%y for transients or other temporary residents. However, a unit
JOtherwise usaktle as a permaﬁent residence is not necessarily d@;F

qualified merely because‘it does not have all of the common amenitivs.

o 7/ Such other funds may be received from some or all of the tenant-stock-
~—====Nelders thonmselies. See, &.g., Rev. Rul. 79-137, 1979-1 C.B. 118, '
where the corporation realized income from tenant-stockholders who
sold their units and paid a brokerage commission on such sales
to the cooperative housing corporation. C£. Concord Village v.
Comnm'r, 65 T.C. 14 (1975), appeal dism. (C.A.9).




284

A dwelling unit includes the appropriate portion of the
corporation's interest in any land and in the 99mmon=olcmentn
(such agﬁhallways, playgroukds. utility rxooms) associated with
the houses or apartments. It would not inc¢lude that portion
properly allocable to commercial prexises or which is otyerﬁise

extraneous to the residential wuses of the property.

As under the present statute, stock owned by certain
governmental units 8/ will not be taken into account for purposes
of determining the proportionate share, and will not be deemed a

second class of stock. 9/

-

Effective Date
\ Because this provision would eliminate many unnecessary

problems, it will be effective immediately for all open years.

Renpectfully submitted,

» -~

S~
§7 The class of government agencjies is slightly broadencd to

Teflect the rules as presently bcxﬁ?\applésg’~icc, e.g., Reqg.
§1.216~1(d){1l};: Rev. Rul. 78-261, 1¢78-2 25; Rev. Rul. 120,
1953-2 ¢.B., 130.

9/ FHA financing commonly requires z special type of. stock to be
Issued to the government agency.

15.
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§ 216. Deduction of taxes, interest and business depreciation by
cooperative housing corzoration stockholder

(a) Allowance of decduction.--A s~o~kholéet in a cooperative

‘housing corporation thall bc a‘lowud as a deduction--

(1). .to the extent paid or accrued by him, his proportionate
share, for the period within the taxable year that he is a stock-
holder, of the deductions aliowable to the corporation--

- {A) undex section 164 Zor real estate taxes paid or
incurred with respect tc dwelling units of which stock-
holdérs are tenants, andé

(B) under section 143 fcr interest paid or incurred
with respect to indebtednaess contracted in the acquisition,
construction, alteration, rehabilitation, or raintenance
of dwelling units of which stockholders ate tenants, and

(2) under regulations yrescribed by the Secretary, an
allowance for depreciation under section 167(a) to the extent
that the dwelling unit of which the stockholder is the tenant
is usad by him in a trade or business or for the production
of income. Nothing contained in this section shall be construed
‘to limit or deny a deduction for deprecistion by the corporation
under section 167(a). . .

(b) Definitions.--For purposes of this section--

- (1) Cooperative housing corooration.--The term "cooperative

housing coxporation means a corporation--

(A) the principal puxpose of which is to provide
dwelling units for its stockholders,

(B) having one and only one class of stock,

(C) all of the issued stock of which was, on the date
of original issuance, allocated to dwelling units sub-
stantially in proportion to their then unrestricted fair
market rental values, and

(D) each of .he stockholders of which--

(i) by reason of such stock ownership is the tenant
of a dwelling urit .
‘ (ii) is reguired to contribute to the corporation
his proportionate share of the real estate taxes and
interest referred to in subsection (a)(l), and

{11i) may rot receive a distribution from the
corporation except upon a complete or partial liquida--
tion.

<
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(i) ‘Dwelling unit.--The term "dwelling unit” means a house
or apartment, Inc%uEInq an allocable portion of the land and
conmon elements associated therewith, whther owned or leased.

- (3) Proportionate share.--The term "proportionate share"
means that proportion whic e stock of the corporation owned by the
stockholder is of the total outstanding stock of the corporation
{excluding any stock held by the corporation). o

(4) Stock owned by governmental units.~~In applying this
section (other than subsection (b) (1) (A)), there shall not
be taken into account stock of a separate class, or otherwise
having special rights or privileges, owned by the United States
or any of its possessions, a State or any political subdivision
thereof, or any agency or instrumentality of the foregoing em-
powered to acquire shares in a cooperative housing corporation for
theip:rgoae of providing or facilitating the provision of housing
facilities. .
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A [By direction of the chairman the following communications were

made a part of the hearing record:] - :
DEPARTMENT OF THE TREASURY :
. ’ WASHINGTON, D.C. 20220 _ '
Assnsum‘s;\caiy_‘gars e Y 3 ; ’ ~
DEC 241981
“Dear Mr. Chairman: : .

I am writing you to clarify certain points raised
during the recent hearing on S,1749. The bill would amend
Code section 162(c)(}l) to disallow deductions for payments
to foreign government officials only when such payments
violate the Foreign Corrupt Practices Act. On November 6,
1981, I testified in favor of S.1749 and we continue to ~-
support its enactment. In the course of the hearing, ‘
however, there_was a misunderstanding concerning the
significance, for purposes of Code section 162(c)(l) as
amended by S.1749, of a finding that a payment is legal or
illegal under foreign_law. This issue is complicated by
‘ reason of the possible amendment of the Foreign Corrupt
- - Practices Act by S.708, which was just approved by the
' Senate. ‘ ~ :

If $.1749 is enacted and the Foreign Corrupt Practices
Act is amended by S.708, then a payment to a foreign
official would not violate U.S. law and would be deductible
if, among other things: the payment is a "grease" payment, -
whether or not it violates foreign law; or, the payment -
would violate U.S. law if made to a U.S. Government official
but does not violate the law of the country of the foreign
official in question. N

Thus, S$.1749 and 8.708 would make certain payments to
foreign officials legal and deductible because they do not
violate foreign law. And, certain payments such as “grease"
payments would be legal and deductible even if they violate
foreign law.

If the Foreign Corrupt Prédctices Act is not amended by
$.708, and S.1749 is enacted, then deductions would be
disallowed without regard to whether a particular payment is
legal or illegal under foreign law. The current provisions

) of the Foreign Corrupt Practices Act 4o not take into
4 ’ account how forgign law characterizes a payment,

8318 0—82——16 e e e
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~ In the interest of assuring that the record is accurate
on this issue, I have suggested amendments for the trans-
cript of my oral statement at the November 6, 1981 hearing.

‘I hope this meets with your "approval. If you have any

questions about this letter or the transcript, I would be
pleased to discuss them with you. )

1 have also written Senator Byrd and Senator Chafee
concerning this matter.

, Sincerely,

/ 4 &4/(
John E. Chapoto

. Assistant Secretary (Tax Policy)
The Honorable
Bob Packwood, Chairman
subcommittee on Taxation and
Debt Management

United States Senate

washington, D.C. 20510
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. American Soclety of Landscape Architects
Co e _ Wiam A Behnke
. N : Presicient

November 5, 1981 - - . o ' .
- o

The Honorable Bob Packwood :

Chairman, Subcommittee on Taxation .o
and Debt Management b :

United States Senate

Washington, DC 20510 -

~ - Dear Senator Packwood:

The American Soclety of Landscape Architects Is vitally interested in service
liability partial self-insurance. We support S-1081 (the Design Liability
Supplemental Protection Act of 1981) sponsored by Senator Mathias and others,
and urge your committee to take positive action on it.

This legislation is essential to professionals in the fleld of landscape architecture.
Our profession, together with the architects and the englneers, has been hard-
hit by the rising cost of liabllity insurance. Firms that practice landscape
architecture are small businesses with over 90% of them having under 20
employees. Today the tax code gives substantial tax advantages to the purchases’
of commerclal insurance, but those who wish-to-self-insure against professional
liabllity risk are still penalized.

A very small percentage of the landscape architectural firms set aside reserve.
funds for lability purposes in addition to their insurance coverage. However,
the current insurance premiums are 3o high that the practitioners cannot pay
them and set up a reserve fund as well. The fact is that very few, if any,
reserve funds are established. S-1081 would provide an equitable method for
small firms to set aside funds to help cover insurance requirements. These
firms would establish a separate trust fund if the allocation were tax-deductible
as a cost of doing business. ~

This legisiation will greatly assist many of our firms to stay in business and to . - -
—-fulfill their responsibility to the public by having proper professional llability
insurance coverage.

V | ~ :
1900 M Street. N.W. Suite 750 « Washington, D.C. 20036 » 202 « 466-7730

weoe -
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G . Senator Packwood T
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-

We belleve it is important to recognize an inequity In the tax laws, and the passage
.of this legislation will be a big step in helping the financially hard-pressed design
service Industry. : )

Section 2 (10) (A) (1) under SERVICE of S-1081 Is sufficiently broad to cover the
work of the landscape architect. Therefore, we propose only a small dddition to
(i1) which will certainly bring our profession under the bill. We request that the
words "landscape architect” be added to (i) under (A) SERVICE, (10) Definitions.

The proposed legislation uses, as a basis for eligibility, "stats licensure® of a
design professional. It should bé pointed out that many states are currently in
the process of reviewing licensure for professionals under "Sunsaet Proceduras”.
Therefore, it should not be assumed that this method of designating eligibllity
is sufficlently broad to accommodate situations where a state chooses to sunset

- licensure in one or more of the design professions. Because of this potential

roblem, your committee may wish to ree¢valuate this eligibllity requirement.
-1t is suggested that further discussion of this issue Is warranted.

We request that this letter be made a part of the official hearing record of
November 6, 1981, on S-1081, : .

Thank you fot your consideration of this reques?.

Inkerely, g ; -
VY Willlam A, Behnké, FASLA :
President

WAB/amt
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STATEMENT . v o

OF THE -
NATIONAL ASSOCIATION OF INDEPENDENT INSURERS
BEFORE THE

SUBCOMMITTEE ON TAXATION AND DEBT: MANAGEMENT

COMMITTEE ON FINANCE -

UNITED STATES SENATE
ON
S§.1081
SERVICE LIABILITY PARTIAL SELP-INSURANCE ACT OF 1981

ON

NOVEMBER 6, 1981

A L




Mr. Chairman, we appreciate the opportunity_to expténl
our views on S.1081., '

The National Association of Independent Insurers (NAIX)
opposes S$.1081 for several reasons. First, we do not believe
the proponents of this bill have demonstrated the need for
this legislation. 8Second, we believe the proposal will not
accomplish its stated purpose. Third, we believe the bill:

could be-counterproductive in resolving the issues sought to bé

addressed by this legislation. )
NAII is a voluntary trade assboiation of over 500 insurers
representing a cross-section of the property and casualty
insurance businesg in America. While our companies write
Basically personal lines, several member companies write
product and professional liability insurance, including a sub-
ntantial amount of the design professional market.
' §.1081 would amend the federal tax laws to permit deduc-
tions from income for amounts paid either';nto a reserva fund
or to a captive insurer to cover profe;sional liability for
design profeésionals, architects and engineers. Intérest paid
on such funds would not be subject to taxation, '
It is our view that the need for this legislation hag
not been established. We believe the insurance needs of desigﬁ
prqfessionals, architects and engineers are being adequately met
by the insurance industry. According to our information,

availability of insurance is not a problem in this market.

S~
P
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To provide support for this legislation, its proponents : - :_‘.1
have offered statistics of rising premium rates and percenfage ‘ ) i
incteaaoi over the past two decades. Based on data sﬁpplied
from member companies, we believe some of these figures are
highly inflated and of questionable validity. In-addition,
while coverage costs have indeed risen over the past 20 years
' in this industry, the cost of vi;;nally~e¥ggy product and
service used by the American consumer has doubled and, in some
cases, tripled because of inflation during that time, It is . P — -
therefore inappropriate for this industry to be singled out
fq; special tréatment.
Purthermore, we believe recent information provides a
more realist;o picture of the situation as it presently exists
" in this market. In the past four years, the market has become
much more competitive with fouréﬁzirzﬁiEEﬁts,* along with
. broadened cbverageh and higher policy limits. Premium rates
are continuing to decline despite inflationary trehds present
in the economy generally. Premium rates have declined an
additional'five to ten percent since we filed a statement
- opposing this legislation last year. B
- AnotherAreason for rising insurance costs over thd past
. two decades was explained-by Senator Mathias in his Qtatemeﬁt
1qtroduc1ng the bill:; "Over the past 20 years, product liability
laws bave changed substantially, making it easier for the
consumer to recover damages for injuries attributable to defec-

) tivd products. These changes have exposed the suppliers of

*Insurance Company of North America, Allianz, the American ' .
International Group, and Professional Managers, Inc, -

—~——
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.products to potentially ruinous 1iabiYity and, in turn, have

1;;£égéed‘fhe cost of insurance that these supplibrs must pay
to protect: themselves from such liability.*®
s—EEEFT*E‘signiticant ;easqﬁ for rising costs is the fact
tiat proéuét makers anpd professionals are being held more
) .

accountable to consumers than ever before for the quality of

their work. If controls are needea-io improve the quality of

" products and services, or to limit the scope of this responsi-

bilfty and to set outer limits on recoveries in product or
professional liability cases, tort reform or othef legislative
approaches at the state level would be the proper method to achieve

these 99315;__\\ -

We also do not_Believe that this bill will adequately
address the insurance cchcerns of firms of design professionals,

architects and engineers. This proposal does not pro&ide for

traditional insurance services for the businesses involved, such
as claims services; claims handling or legal serQices which would
be necessary in 'handling such claims. The éroposal merely pro-~
vides a meaﬁ? of tax~free savings.for a-business which on any
given day may'be"confronfed with a Yiability qlaim: The plan
does not even offer insurance protection, in tbehtraaitional
sense, to businesses or to the public. Both woﬁld be gambling

on whether such a fund would be adequate enough at a given time

to pay any and all claims. B}
The amounts to be retained in such funds may also be

inadequate as a result of the ceiling set forth in the bill

-




which limits contributions to no more than $25,000 per year

($100,000 for fixrms with severe problems). At that low rate,

it would take many yeart to accumulate -enough in any auch fund

to pay off a slzeabl. claim. SQnator uatbias' statement acconpany— -

ing ‘the bill suggests that.in practlce, most design professionals
would choose to use the fund only to cover ‘their insurance policy -
‘deductibles and would purchase conventional insurance to cover
additional exposur;. However, the btil is not drafted in such a

way as to require that the furids be used only in that manner.

Even if adequate amounts were paid into such a fund,
without proper regnl;iion and monitoring of reserves and -invest-
Qent practices, as well as clains a;d settlemoﬁt practices (the
way insurance compan{es aie supervised by sta;& regulatory
’auyhorltie.), there would b§ liétlo assurance.a particular con-

pany would be in a position to respond to legitimate claims the

way a8 commercial earrier-would..

This tax deduction program would thus encourage firms

to pursue actuarially unsound self-insurance programs merely to

gain apparent tﬁx advantagen. 1t vbuld also place firms with _

no insurance expertiso, skills or ~disciplines in the’ businesc
of 1nlntnnea since thoy would have to assume rasponsibility for.
all t{gditional claims services.—

Finally, we believe this bill could actuvally be countér- :
productive to efforts that are undcr;ny between the insurance

industry and the states to control costs. Since it iiAthe
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frequency and severity of liability awards which will prompt
“ 1psutera to raise rateg!_effbrta td éontrol costs (in addition
to inflation-control measures) must be centered around tort
reform and delivery of ﬁetter quality products and services.
The insurance industry currently is working with the National
Association of Insurance Commissioners (NAIC) in developing
new product and new rating methods, as well as state tort
reforms, to meet this challenge of expanding liability awarda,
In conclusioﬂ, NAII opposes S.1081 because: (1) the need >
for such legislation has not been demonstrated, (2) the proposal
will not accomplish its stated purpose, and (3) the legislation

could be counterproductive.




