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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. 1594, S. 1749, and S. 1764; the description of these bills
by the Joint Committee on Taxation follow:]

[Press Release No. 81-172

PssS 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.

The hearing will begin at 9:30 a.m. in Room 2221 of the Dirksen Senate Office
Building.

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.

S. 1594.--Introduced by Senator Symms. S. 1594 would provide that the civil fraud
penalty only apply to that portion of an underpayment which is attributable to
fraud.

S. 1749.-Introduced by Senator Chafee. S. 1749 would provide for the nondeducti-
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.176.-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)

PREPARE F on xi USE OP H

COMMITTEE ON FINANCE

BY 'H STAFF OF THE

JOINT COMMITTEE ON TAXATION

INTRODUCTION

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

There are four bills scheduled for the hearing: 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 is 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 corporations).

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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"L 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 oytrust 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
paid 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 ease of other eligible taxpayers.

Under present law, a trust established to provide funds to satisfy
contingent liabilities generally does not qualiy 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 Penal 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 (see. 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 Under the Foreign Corrupt Practices
Act

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

(8)
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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
government officials or employees in return for favorable business
dealings this provision covers most conceivable situations where for-
eign bribes, kickbacks or similar payments are made. Present law
thts attempts to prevent any reduction in tax arising from the pay-
ment of foreign bribes.

Under the bill, the provision disallowing a deduction for payments
to foreign officials that would be. illegal under Federal law if Federal
la.w 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
(c) (1) Since more transactions are made illegal by the Federal laws
of the United States than are made 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 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 property.)

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 cooperative 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 front 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 occurred
which establish the fact of the liability giving rise to such deduction
and the amount thereof can be determined with reasonable accuracy
(Trees. 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.

Instead, deductions are allowed when liability for a particular act
or omission and the amount of the liability have become fixed by liti-
gat.ion or settlement of a claim. Such loc& s 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 deductible 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.1 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 liabili-
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 coal 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 do.
ductible, within certain limitations (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 liabilities
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 aside 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 (3) 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 bill
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-
payer 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 taxpayer. 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,2 and limits would be imposed on investment of such
assets. The trustee of the service liability trust generally would have
to be a bank, and trust funds could not be commingled with other
assets.

g The term "service liability 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 claims; 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
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Limitat on dedwtion
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." 3

Severe problem.-If the taxpayer has a severe liability insurance
problem for the taxable year, the deduction would be limited to the
lesser of: (1) 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 (3) $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
gross receipts derived from the trade or business of furnishing quali-
fled 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 (8) $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, the distribu-
tion shall not be treated as "compensation by insurance or otherwise"
for paTposes of determining the amount of the3 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 ton percent of the
excess of the distribution ovex the allowable deduction 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 reasonacbule 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 liability 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-

rage 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 is a transfer of more than 50 percent of the control
of the taxpayer's trade or business&

7
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Acouzmlatio 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 sees. 531-537).
Exempt 8tatwu

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 fiscalyear 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
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2. S. 1594-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 negligence, 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 underpayment that is attributable to negligent or inten-
tional disregard of rules and regulations.1

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 penalt is imposed. In the case of a joint
return, this penalty does not appy with respect to the payment of
tax by a spouse = 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 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. 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 is not due to fraud. -

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

(9)
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Other provisions of the civil fraud penalty would remain
unchanged. Thus, the penalty would continue to be in lieu of the
negligence penalty. Furthermore, in the case of a joint return, the
ciI 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 Under the Foreign Corrupt Practices
Act

Present law
Under present law (sec. 162(c) (1)), no deduction is allowed for

payments to foreign government employees or officials if such pay-
ments would be il lega 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 gov-r ement officials or employees in return for favorable business deal-
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 directly 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
ofup to $1- million for corporations and $10,000 for individuals, and
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 Foreign 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 deduc-
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 illegal 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 alJowed
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
customs 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

after the date of enactment.
Revenue effect

The revenue estimate for this bill is not available.
12

payments made
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4. S. 1764-Senator Moynihan

Definitions Concerning Cooperative Housing Corporations

Present law
Under present law (see. 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 land 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 property.)

In general, for a corporation to qualify as a cooperative housing
corporation (which can pass through real estate tax and interest deduc-
tions to tenant-stockholders), 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 housing corporation) acquires stock of a cooperative
housing 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 later 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
corporation or by foreclosure is treated as a tenant-stockholder should
be removed.

Explanation of the bill
The bill would provide that in order for a corporation to qualify

as a cooperative housing corporation at least 50 percent of its gross
income must be derived from tenant-stockholders, thereby reducing
the 80-perent requirement under present law.

(13)
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The bill also would provide that if an original seller acquires any
stock of the cooperative housing corporation from the corporation
within one year after the transfer of the dwelling units, or by fore-
closure, the original seller shall be treated as a tenant-stockolder.
The three-year limitation 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 less
than $5 million annually.

14
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97TH CONGRESS
1T SESSION S. 1081

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. MATHIA8 (for himself, Mr. LONG, 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 Representa-

2 ties 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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2
1 SEC. 2. SELF.INSURANCE FOR SERVICE LIABILITY LOSSES.

2- - (a) Loss DEDUCTION ALLOWED FOR CONTRIBUTIONS

3 TO TRUST.-Section 165 of the Internal Revenue Code of

4 1954 (relating to losses) is amended by redesignating subsec-

5 tion (i) as subsection (j) and by inserting immediately after

6 subsection (h) the following new subsection:

7 "(i) SELF-INSURANCE FOR SERVICE LOSSES AND

8 EXPENSES.-

9 "(1) GENERXL RULE.-In the case of an eligible

10 taxpayer who elects the benefits of this subsection for

11 the taxable year (in accordance with regulations pre-

12 scribed by the Secretary), there shall be allowed as a

13 deduction under subsection (a) the sum of any amounts

14 (other than rollover amounts described in paragraph

15 (5)(C)) transferred by the taxpayer for such taxable

16 year to the taxpayer's service liability trust.

17 "(2) ELIGIBLE TAXPAYER.-For purposes of this

18 subsection, the term 'eligible taxpayer' means any

19 person who is engaged in a trade or business which in-

20 volves the furnishing of services (within the meaniiig of

21 paragraph (10)(A)).

22 "(3) LIMITATION.-The amount of the deduction

23 allowable because of paragraph (1) shall not exceed the

24 amounts specified in subparagraph (A) or (B) of this

25 paragraph, whicheverr is applicable.
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1 "(A) TAXPAYER WITH SEVERE SERVICE LI-

2 ABILITY INSURANCE PROBLEM.-In the case of a

3 taxpayer who has a severe service liability insur-

_ 4 ance problem (as defined in paragraph (10)(E)) for

5 the taxable year, the amount for such taxpayer

6 determined under paragraph (1) shall not exceed

7 the least of-

8 "(i) 5 percent of the gross receipts of

9 the taxpayer for such taxable year from the

10 furnishing of services with respect to which

11 the taxpayer may incur any service liability,

12 "(ii) the amount which, when added to

13 - the balance of the taxpayer's service liability

14 trust, equals 15 percent of the taxpayer's

15 average yearly gross receipts from the fur-

16 nishing of services during the base period, or

17 "(iii) $100,000.

18 "(B) OTHER TAXPAYERS.-In the case of a

19 taxpayer-who does not have a severe service lia-

20 bility insurance problem for the taxable year, the

21 amount determined under paragraph (1) shall not

22 exceed the least of-

23 "(i) 2 percent of the gross receipts of

24 the taxpayer for such taxable year from the
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4

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

"(iii) $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 liability trust is distributed during a tax-

able year-



19

5

1 "(i) the amount of the distribution (other

2 than amounts described in paragraph (5)(A)

3 and rollover amounts described in paragraph

4 (5)()) shall be included in the gross income

5 of the taxpayer from whose trust the distri-

6 bution is made, and

7 "(ii) the distribution shall not be treat-

8 ed, for the purpose of determining the

9 amount of the deduction allowable for the

10 taxable year under subsection (a) (determined

11 without reference to this subsection), as com-

12 pensation by insurance or otherwise.

13 "(B) PENALTY FOR UNAUTHORIZED DISTRI-

14 BUTION.-Except as provided in paragraph (5),

15 the liability of the taxpayer for the tax imposed

16 by this chapter for the taxable year shall be in-

17 creased by an amount equal to 10 percent of the

18 excess (if any) of-

19 "(i) the amount distributed to the tax-

20 payer for the taxable year from a service lia-

21 bility trust, over

22 . "(ii) the amount of the deductions al-

23 lowable for the taxable year which are at-

24 tributable to service liability losses (within

25 the meaning of paragraph (10)(O)).
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6

1 "(5) EXCEPTIONS.-

2 "(A) CORRECTIVE WITHDRAWAL OF

3 EXCESS CONTRIBUTIONS.-Subparagraph (B) of

4 paragraph (4) shall not apply to amounts distribut-

5 ed from any service liability trust no later than

6 the last day prescribed by law for filing the tax-

7 payer's return with respect to the tax imposed by

8 this chapter for the taxable year (including exten-

9 sins thereof) to the extent that the amount of

10 such distribution is not more than the excess of-

11 "(i) the aggregate amount of payments

12 by the taxpayer to such trust for the taxable

13 ybar, over

14 "(ii) the maximum amount of such pay-

15 ments which may be deducted under para-

16 graph (3).

17 "(B) CHANGE IN CIRCUMSTANCES.-Sub-

18 paragraph (B) of paragraph (4) shall not apply to

19 a distribution from a service liability trust if the

20 taxpayer establishes, in accordance with regula-

21 tions prescribed by the Secretary, that-

22 "(i) there was reasonable cause for the

23 creation of the service liability trust, and

24 "(ii) there has been a change in circum-

25 stances concerning the taxpayer so that the
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1 continued maintenance of such a trust no

2 longer serves a trade or business purpose.

3 No exception shall be granted under this subpara-

4 graph while any amounts are accumulated by the

5 taxpayer pursuant to the second sentence of sec-

6 tion 537(b)(5).

7 "(C) ROLLOVER AMOUNTS.-Subparagraph

8 (B) of paragraph (4) shall not apply to a distribu-

9 tion from a service liability trust to the extent

10 that all or any portion of the distribution is trans-

11 ferred by the taxpayer to another service liability

12 trust of the taxpayer not later than the 90th day

13 after the day on which the taxpayer receives such

14 distribution. This subparagraph shall not apply to

15 any amount distributed from a service liability

16 trust if at any time during the 1-year period

17 ending on the day of such distribution any other

18 distribution to the taxpayer was not subject to

19 paragraph (4)(B) on account of this subparagraph.

20 "(D) COMPLETE LIQUIDATION.-Subpara-

21 graph (B) of paragraph (4) shalrhot"pply to a

22 - distribution from a service liability trust made on

23 account of the liquidation of the trade or business

24 of the taxpayer which may result in service

25 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

(6)

"(6) SALE MAY BE TREATED A8 A DISTRIBU-

TION.-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 liability trust. For purposes of this para-

graph, 'control' means-

"(A) voting stock, in the case of a corpora-

tion, or

"(B) capital or profits interest in the case of-

a partnership or sole proprietorship.

"(7) TIME WHEN PAYMENTS DEEMED MADE.-

For purposes of this subsection, a taxpayer shall be

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

2 year if the payment is made on account of such taxable

3 year and is made not later than the time prescribed by

4 law for filing the return for such taxable year (includ-

5 ing extensions thereof).

6 "(8) PAYMENTS TO TRUST TO BE IN CASH.-No

7 deduction shall be allowed under paragraph (1) with

8 respect to any payment to a taxpayer's service liability

9 trust other than a payment in cash.

10 "(9) SPECIAL RULE FOR CONTROLLED

11 GROUPS.-

12 "(A) IN GENERAL.-For purposes of para-

13 graph (3)-

14 "(i) in the case of the taxpayer who,

15 during a taxable year, is a member of a con-

16 trolled group of corporations, only gross re-

17 ceipts properly attributable under section

18 482 to such taxpayer for such year shall be

19 taken into account; and

20 "(ii) the aggregate deductions under this

21 subsection taken by all of the members of a

22 controlled group of corporations for each tax-

23 able year shall be limited to the amount that

24 would be permitted under paragraph' (3) if all



24

10

1 the component members of such group were

2 considered to be a single taxpayer.

3 "(B) DEFINITION OF CONTROLLED

4 GROUP.-For the purpose of subparagraph (A),

5 the term 'controlled group of corporations' has the

6 meaning given such term by paragraphs-(1), (2),

7 and (3) of subsection (a) of section 1563.

8 "(C) DETERMINATION OF CONTROLLED

9 STATUS.-The determination of whether a tax-

10 payer is a member of a controlled group of corpo-

11 rations for a taxable year shall be made on the

12 December 31 which is included in such year.

13 "(D) CONTROLLED GROUPS CONTAINING

14 PERSONS OTHER THAN CORPORATIONS. -Under

15 regulations prescribed by the Secretary, principles

16 similar to the principles of subparagraphs (A), (B),

17 and (C) shall be applied to groups of taxpayers

18 under common control where one or more of such

19 taxpayers is not a corporation.

20 "(10) DEFINITIONS.-For purposes of this sub-

21 section-

22 - "(A) SERviE.-The term 'service' means

23 any service which-

24 "(i) is furnished in the professional

25 design, surveying, planning, evaluation, prep-



25

1 .

2

3

4

5

6

7

8

9

10

11

13

14

15

16

17

18

19

20

21

22

23

24

25

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 property.

"(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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1 "(ii) expenses incurred in the investiga-

2 tion, settlement, and defense of any claims

3 against the taxpayer for service liability, and

4 "(iii) administrative and other incidental

5 expenses of a service liability trust in con-

6 nection with the operation of the trust and

7 the processing of claims against the tax-

8 payer.-

9 "(D) SERVICE LIABILITY TRUSM.-The term

10 'service liability trust' means any trust-

11 - "(i) established in writing which is cre-

12 ated or organized under the laws of the

13 United States or of any State (including the

14 District of Columbia) by the taxpayer;

15 "(ii) the trustee of which is a bank (as

16 -defined in section 581) or another person

17 (other than the taxpayer or any component

18 member of a controlled group of corpora-

19 -. tions, within the meaning of paragraph (9),

20 of which the taxpayer is a member) who

21 demonstrates to the satisfaction of the Secre-

22 tary that the manner in which that other

23 person will administer the trust will be con

24 sistent with the purposes for which the trust

25 is established;
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1 "(iii) the exclusive purpose of which is

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

3 ity losses sustained by the taxpayer;

4 "(iv) which, by its terms, is required, in

5 any year in which the taxpayer sustains a

6 service liability loss (within the meaning of

7 subparagraph (C)), to make distributions

8 which (considered together with distributions

9 from any other service liability trust of the

10 taxpayer) equal the lesser of (1) the service

11 liability loss of the taxpayer for the year, or

12 (2) the total amount of the value of all serv-

13 ice liability trusts of the taxpayer;

14 "(v) the assets of which will not be

15 commingled with any other property other

16 than in a common thrust fund (as defined in

17 section 584) and will only be invested as

18 permitted in paragraph (11); and

19 "(vi) the assets of which may not be

20 borrowed, used as security for a loan, or oth-

21 erwise used by the taxpayer for any purpose

22 other than that described in clause (iii).

23 "(E) SEVERE SERVICE LIABILITY INSUR-

24 ANCE PROBLEM.-A taxpayer has a severe serv.
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1 ice liability insurance problem for a taxable year

2 if, for such taxable year-

3 "(i) the taxpayer is unable to obtain a

4 premium quotation for service liability insur-

5 ance, with coverage of up to $1,000,000,

6 with a reasonable deductible amount (but in

7 no case with a deductible amount greater

8 than the premium), from any insurer, or

9 "(ii) the lowest insurance premium quo-

10 tation for service liability insurance, with

11 coverage of up to $1,000,000, with a rea-

12 sonable deductible amount (but in no case

13 with a deductible amount greater than the

14 premium), obtained by the taxpayer was

15 equal to more than 2 percent of the gross re-

16 ceipts of the taxpayer for such taxable year.

17 "(11) RESTRICTIONS ON INVESTMENTS OF

18 ASSETS.-The assets of a service liability trust may

19 not be invested in anything other than-

20 "(A) public debt securities of the United

21 States,

22 "(B) obligations of a State or local govern-

23 ment which are not in default as to principal or

24 interest,
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1 "(C) time or demand deposits in a bank (as

2 defined in section 581) insured by the Federal De.

3 posit Insurance Corporation, a savings and loan

4 association insured by the Federal Savings and

5 Loan Insurance Corporation, or an insured credit

6 union (as defined in section 101(6) of the Federal

7 Credit Union Act) located in the United States,

8 or,

9 "(D) any other asset which, under the laws

10 of the State where the service liability trust is or-

11 ganized, is a permissible subject for investment by

12 trustees or fiduciaries administering a trust within

13 such jurisdiction, other than the stock or securi-

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

15 payer contributing to that trust.

16 "(12) EXEMPTION FROM LEVY, ETC.-

17 "(A) GENERAL RULE.-Any amount in the

18 service liability trust of the taxpayer shall be

19 exempt from levy.

20 "(B) ExcEPTIONS.-Subparagraph (A) shall

21 not apply, to any levy-

22 "(i) by reason of any service liability of

23 the taxpayer, or

24 "(ii) by the United States, any State, or

25 the District of Columbia.".

88-186 0-82-8
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1 (b) TAX-EXEMPT STATUS FOR SERVICE LIABILITY

2 TRUST.--Subsection (c) of section 501 of the Internal Reve-

3 nue Code of 1954 (relating to organizations exempt from tax)

4 is amended by adding at the end thereof the following new

5 paragraph:

6 "(22) A service liability trust (within the meaning

7 of section 165(i)(10)(D)).".

8 (c) ACCUMULATED EARNINGS TAX,-Subsection (b) of

9 section 537 of such Code (relating to accumulated earnings

10 tax) is amended by redesignating paragraph (5) as paragraph

11 (6) and by inserting after paragraph (4) the following new

12 paragraph:

13 "(5) SERVICE LIABILITY LOSS RESERVES.-

14 Amounts accumulated in a taxpayer's service liability

15 trust shall be treated as amounts accumulated for the

16 reasonably anticipated needs of the busines'sof the tax-

17 payer to the extent those amounts are deductible under

18 the rules of section 165(i). The accumulation of reason-

19 able amounts, in addition to amounts deductible under

20 section 165(i), for the payment of reasonably anticipat-

21 ed' service liability losses (as defined in section

22 165(i)(10)(C)), as determined under regulations pre-

23 scribed by the Secretary, shall be treated as accumu-

24 lated for the reasonably anticipated needs of the

25 business.".
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1 SEC. 3. EFFECTIVE DATE.

2 The amendments made by section 2 of this Act shall

3 apply with respect to taxable years beginning after the date

4 of enactment of this Act.

0
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97TH CONGRESS
IST SESSION S.1594

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.

IN THE SENATE OF THE UNITED STATES

AUGUST 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 Repeenta.

2 ties of the United Statem of America in Congremsssembled,

3 That (a) subsection (b) of section 6653 of the Internal Reve-

4 nue Code of 1954 (relating to fraud) is amended to read as

5 follows:

6 "(b) FRAUD.-

7 "(1) IN oGENRAL.-If any portion of any under-

8 payment (as defined in subsection (c)) of tax required'to
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1 be shown on a return is due to fraud, there shall be

2 added to the tax an amount equal to 100 percent of

3 such portion of the underpayment. In the case of

4 income taxes and gift taxes, this amount shall be in

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

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

7 section shall not apply with respect to the tax of a

8 spouse unless some portion of the underpayment is due

9 to the fraud of such spouse.

10 "(2) BURDEN OF PROOF.-If the United States

I11 establishes in a proceeding brought in a district court,

12 the Tax Court, or the Court of Claims that a portion

13 of the underpayment is due to fraud, then the taxpayer

14 shall have the burden of proof with respect to the issue

15 of whether any other portion of such underpayment is

16 not due to such fraud.".

17 (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.

0
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97TH1 CONGRESS
1ST SESSION S o

To amend the Internal Revenue Code of 1954 with respect to the deductibility 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 Senaie and House of Representa-

2 ties of the United States of America in Congress assembled,

3 That paragraph (1) of section 162(c) of the Internal Revenue

4 Code of 1954 (relating to illegal payments to Government

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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1 such official or employee" and inserting in lieu thereof

2 "the Foreign Corrupt Practices Act of 1977", and

3 (2) by striking out "(or would be unlawful under

4 the laws of the United States)" and inserting in lieu

5 thereof "(or would be unlawful under the Foreign Cor-

6 rupt Practices Act of 1977)".

7 SEC. 2. The amendments made by this Act shall apply

8 to payments made after the date of the enactment of this Act.

0
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97TH CONGRESS
1sT SBSSION S. 1764

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, OCTOsBER 14), 1981
Mr. MOYNIHAN introduced the following bill; which was read twice and referred

to the Committee on Finance

To

1

2

3

4

5

6

7

8

9

A BILL
'amend the provisions of the Internal Revenue Code related

to cooperative housing corporations.

Be it enacted by the Senate and House of Representa-

tives of the United States of America in Congress assembled,

That (a) subparagraph (D) of section 216(b)(1) of the Internal

Revenue Code (defining cooperative housing corporation) is

amended by deleting "80 percent" and inserting in lieu

thereof "50 percent". -

(b) Subparagraph (A) of section 216(b)(6) of such Code

(relating to the definition of tenant-stockholder) is amended

by placing a period after the term "tenant-stockholder" and
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2

1 by deleting the phrase "for a period not to exceed 3 years

2 from the date of the acquisition of such stock.".

3 (c) These amendments shall apply in tax years begin.

4 ning after the date of enactment.

0
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Senator PACKWOOD. 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.

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-
ing 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 ga 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
give 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 pay a premium to a third party and the
funds have left your coffers before you get the.-deduction.
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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 million in 1984.
-1 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
penalty 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-S0 percent of all additional taxes
-owed. S. 1594 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 PACKWOOD. Let me interrupt you just a moment.
Mac, do you mind if Secretary Chapgton finishes his comments1 on...-6h 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 PACKWOOD. 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-

sio-thatmy statement be included in the record.
Senator PACKWOOD. 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:-
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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 80 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 formy involve-
ment in the troubled area of professional liability.

Over the past 20 years, liability law has changed substantially, particularly 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 complexity 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 woll 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 years, while the size of the claims has doubled in the last 10. /

As 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 alone. That same year, 24 percent of the engineering 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 percent of design iirms go bare.

Under the leadership of the chairman of this subcommittee, a risk retention bill
passed the Senate last summer and became Public Law 97-45 on September 25. This
bill is primarily designed to help manufacturers cope with their product liability
problems by allowing them to form cooperatives to provide product liability self-
insurance.

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.S. 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 growin* 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 employees. 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 desin professionals to deduct from
gross income the money they put into these very limited self-insurance funds. In
practice, I do not expect the bill to cut into the business of the insurance companies.
These 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 rely on ordinary
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 to
architects and engineers for 1981 would-be approximately $50 million. This figure is
by no means a prohibitive revenue loss for Treasury. I will be interested to hear if
the Treasury Department has an updated figure on the revenues loss.

All of us will be hurt if some manufacturers and professionals have to cut back
their activities or drop an innovative idea, or even go 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

/7,
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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 professions 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 car# 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.

Senator, 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 improvecurrent law.

S. 1764 is the final bill before you. 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
gross income to 50 percent, and it would also eliminate the 8-year
limitation 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 property 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 directly.

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 provided 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 oper-
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
percent to 50 percent. It will be a problem wherever the margin is.
We are sympathetic with that problem 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.

We 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 might cause. For example, where a propri-
etary lease is subject under rent control to the right of an, existing
tenant to remain in the residence in question for a period that
might 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 PACKWOOD. Mr. Secretary, thank you very much.
Senator Byrd.
Senator BYRD. 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 BYRD. 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 BYRD. Specifically, does it permit a deduction for the
payment of a foreign bribe? Does it permit that to be deducted?

Secretary 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
was illegal under the law of the country in which the payment was
made.

.Senator BYRD. Well, that never occurs.
Senator CHAFEE. Let me just say something, if I might. I am

quite familiar with this. The presently existing Foreign Corrupt
Practices 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 Revenue Code, you could
not deduct that payment because such a payment would be illegal
if made in the United States.

Senator BYRD. Yes. I understand.
-Senator CHAFE. So what we are trying to do is to permit the

payments that are legal under the Foreign Corrupt Practices Actto le deductible.
Senator BYRD. 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 BYRD. 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 official
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 BYRD. On another subject, what is your estimate as of
today of the fiscal year 1982 deficit?

Secretary CHAPOTON. Our fiscal year 1982 deficit?
Senator BYRD. 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? -

Senator BYRD. For 1982.
Secretary CHAPOTON. I mean it is fiscal year 1982 without

regard-you are not relating to this amendment specifically?
Senator BYRD. 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
might be yet.

Senator BYRD. 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 be 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 BYRD. What is your.estimate of the deficit for fiscal year
1984, which is a critical year? . .

Secretary CHAPOTON. Well, under the mid-session review, which
is the latest estimate we have released, there is no deficit. There is
a 0.5 surplus in fiscal year 1984. But for a number of reasons, of
course, that estimate is based on the reduction in budget outlays a
stated in the mid-session review, some of which, apparently, will
not beobtainable 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 poicy changes.

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

Senator BYRD. 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 CHAPOTON. 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 BYRD. 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 question, that that would be possible. I would have to state
now, as I review the numbers, that depending on congressionall
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.

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

Senator BYRD. 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 BYRD. Now let me get on another subject, and that is in

regard to the leasing provisions of the 1981 tax legislation.
I 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, pursuant to our proposal.

The recent provision is Ling 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 credit,

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 tinprofitable investment.

Senator BYRD. But the administration favors the leasing provi-
sions.

Secretary CHAPOTON. Yes, sir. Strongly..
Senator BYRD. 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?

88-ISS 0-82-4
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Secretary CHAPOTON. Yes, sir.
Senator, it was an administration proposal. Let me give a little

history.
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 exacerbated the problem of disparity be-
tween corporations, because there are startup corporations or cycli-
cal corporations that cannot utilize the deduction.

Senator BYRD. 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, ifIBM 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 equipment in the current and future years arise.

Senator BYRD. And IBM would get the investment tax credit?
Secretary CHAPOTON. IBM would get the investment tax benefit.
Senator BYRD. And this was an administration proposal?
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 potential 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 principal
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
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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
at the end of the lease. So it is a modification of a prior law leasing
rules.

Senator BYRD. Thank you very much.
Secretary CHAPOTON. Thank you.
Senator PACKWOOD. One very quick question, Mr. Secretary, on

1749.
Basically this is just a "when in Rome" kind of law, as I under-

stand it.
Secretary CHAPOTON, That is basically correct. -
Senator PACKWOOD. And if, indeed, payments under Italian law

is not a fraud, it would be a deduction here.
Secretary CHAPOTON. That is correct; plus, Mr. Chairman, the

present law has a great deal of uncertainty because it is difficult to
tell whether a particular payment is a vio action of U.S. law.

Senator PACKWOOD. 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 domestically and nobody pays any attention to it and
nobody is prosecuted, but the payment indeed, technically, violates
the law?

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

Secretary PACKWOOD. Senator Chafee.
Senator CHAFE.E. 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 payments which are
payments to low-level officials for minister .inds 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-
ru pt Practices Act.

Senator 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 PACKWOOD. They will both be placed in the record.
Senator CHA"EE. Thank you very much.
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[The prepared statements follow:]

STATEMENT BY SENATOR JOHN H. CHAFEE (R-R.I.)
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 payments 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 payment is to a person performing a ministerial duty
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.

This amefidment is part of my effort to eliminate the export disincentives caused
by the ambiguities in the Foreign Corrupt Practices Act. I introduced a bill- in
March of this year, S. 708, which proposes modifications in the accounting and
antibribery provisions of the Act. ,

It does not make sense to penalize U.S. companies by 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 nearly $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 exposes American
business to potential crimirial liability for unintentional-even inadvertent-errors
in the company'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 accoun-ting
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 dofiestic 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 apply-
ing U.S. law to a payment made to a foreign 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 provided 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.
taxpayer or by a DISC.

With the enactment of the FCPA, the rationale no longer exists for using the
hypothetical approach of Section 162(cXl). 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
payments even though they are entirely lawful under the FCPA.

S. 708 would correct this anomalous situation by conforming Section 162(cXl) 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.

III. OTHER PROVISIONS OF S. 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 members 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
provisions of the FCPA that Senator Chafee has addressed. The changes proposed by
5. 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 PACKWOOD. 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.
1594 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 safd 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.

'Specifically, the 1976 amendments provided that a payment by a controlled foreign corpora-
tion falling within the terms of Section 162(cXl) would be included 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(cXl) are treated as a "deerned distribution" to the U.S. shareholder. 26-U.S.C.
§1 952(cX4), 964(a) and 995(bXlXiii), 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 lis-t 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 to7study
what it is that the American Bar Association and other 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 PACKWOOD. Thank you.
Any further questions?
[No response.]
Senator PACKWOOD. 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; S. 1594, relating to the civil fraud penalty;
S. 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.
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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 Osevere 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 Government 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)(1) 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 determining whether a
corporation qualifies as a "cooperative housing corporation."
The Treasury opposes S. 1764.

S. 1081--Deduction for self-insurance set-asides for
liabilities of design professionals

S. 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
"severe 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 fig-uring the allowable deductions under
section 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
roll-oveest-liquidations, or deemed distributions.

.The Treasury opposes S. 1081.

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. Indeed# 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. statement 5 of the

.-...Finc_ia Accounting Standards Board ("FASBw) 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.
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that the self-insured party must by definition put aside $1
of apiJtal for every dollar of risk insured. Because, by
contrast, commercial insurance involves the pooling of
covered risks among insured 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 siz .of actual losses is further
increased by the difficulty in accurately predicting the
magnitude o 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. Thit 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. Thebenefits 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.

Finally, 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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First, although the bill limits the deductibility f9r
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 losses.*

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 Federal, State, or local debt securities or instruments of
deposit in a financial institution. S. 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 fiduciaries
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.g., S. 3049, S. 1611 and M.R, 10272, considered
during the 95th Congress.

/
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Treasury's final technical objection to S. 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 funds9 that no part of the trust assets
can possibly revert to the taxpayer, other than for payment
of the taxpayer's service liability losses. S. 1081 merely
provides, in new Code section 165(i)(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 operational
restriction, stating that no part of the .trust asses can be
used for, or reverted to, any purpose other' than the stated
organizational purposes. Admittedly this omission eliminates'
most of the extremely complex adinistrative 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. 1081
offers tax deferred benefits to a firm which establishes a
professional liability reserve account and, after a number of
Sears, proves 'that circumstances have changed and it no
onger needs the account. Such a taxpayer would thus be in a

far better pos-jtion than if it had never established the
trust.

S. 1594--Increase in Civil Fraud Penalty-and Limitation to
Portion of the Underpayment Attributable to Fraud

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 th4a matter further. At
the completion of our study, we ill 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
10k0 percent and applied to the taxpayer's total tax 7
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 i-nappropriately
change that role.

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, however, 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"I 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.

N



58

Accordingly, the critical question for us is whether the
resent inadequacies of the penalty, 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 c~se by clear and convincing evidence.
The courts have generally applied this st-andard very
strictly. Additionally, it is very 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 tp fraud, the-taxpayer would have the burden of
proving the negative -- that the other amounts of the
deficiency 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 paLttern of conduct to
a specific items approach will greatly complicate and
lengthen trials involving fraud issues.-

Finally, we wish to point out some of our other
concerns. For 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 Gbvernment 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. Finally, limiting 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.
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-S. 1749--Deductibility of payments under the Foreign Corrupt
PractIces Act

S. 1749 would amend Code section 162(c)(1) 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. We support this
amendment.

The purpose of S. 1749 111 perhaps best understood by
noting that it is but a small part of proposed legislation,
S. 708, which would modify the. Foreign Corrupt Practices Act.
The Foreig' Corrupt Practices Act of 1977 currently provides,
in part, that it is unlawful for certain U.S. persons to use
the mail# 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 S. 708.

_Code 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)(1) 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
section 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 F 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 (*DISCO) provisions of the Code.

z-Code section 162(c)(1) were amended as proposed in S.
1749p 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
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law, as different definitions presently apply for tax and
non-tax purposes. S. 1749 would also provide taxpayers with
greater certaintty. The current definition in section
162(c)(1) is vague and encompasses payments which would not
violate the Foreign Corrupt Practices Act. Moreover# if S.
708 were also enacted, it would narrow the type of payments
resulting in the disallowance of income tax deductions, the
creation of subpart F income and a reduction in DISC
benefits.

0. 1764 - Cooperative Housing Corporations

S. 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. In
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 trade 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 tenant-
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. If 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 services for their
tenant-stockholdecs, they also engage in investment
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activities and in business transactions with "outsiders."
The proper taxation of cooperatives reqtfires that this dual
nature of cooperatives be adequately considered. In
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. In
essence, the after-tax profits properly allocable to the
noncooperative activities are being used to provide economic
benefits to the tenant-stockholders. If 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
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 noncooperative 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 Wany gain on the stock of the cooperative
housing corporation if thd 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

88-16 0-82-5
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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 8. 1764 would increase these unju-stified tax
benefits. (

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 problem.

As was stated earlier, we believe that
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.

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
management associations to receive 40 percent of their gross
income from outsiders, this sum is likely to be less thana 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-stockholders could lose their interest and real estate
tax deductions. Again, we would be willing to work with this
Committee 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 S. 1764 to
allow the "original sell-r" 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. In
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 believe that
this is appropriate.

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

I 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 I am the General Counsel of the Office of the
United States Trade Representative. I am pleased to appear before your siibcommit-
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 passage of S. 708, Senator Chatee's amend-
ments to the Foreign Corrupt Practices Act. We believe that it is imperative that
reform legislation be enacted and passed as quickly as possible to eliminate the
export disincentive aspects of this well-intended law. For these reasons, we are most
happy that this subcommittee has scheduled today's hearing on the tax provision of

Te now before this subcommittee as separate legislation, 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 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
to entering export markets than are some of the more ambiguous provisions of theFCPA itself.

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 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. -

Further, Section 1065 of the Tax Reform Act of 1976 provides 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 employee of any government, if the payment is illegal
under U.S. law. Payment location is immaterial. Legality of non-U.S. country law is
immaterial.

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 S. 708 will go a long way toward alleviating much of this ambiguity by listing
specific types of payments and practices which are not intended to be covered by the
FCPA prohibition.

Nonetheless, even under the present Act, "grease" or 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, Congress consciously set
aside these types of payments as legal under U.S. law on the grounds that they
constituted a necessary practice in many areas of the world. The classis example s
that of the foreign dock steward who refuses to unload a shipment of perishable
goods unless he has received a "tip" or "gift".

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. Consequently, the "grease" payment 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 thb 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, gift, offer, or promise of anything of value to a foreign
official which is lawful 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-
ated with the performance of a contract with a foreign government or agency
thereof."

With the clear delineation of specific acceptable foreign payments in a newly
amended FCPA, a conforming tax law change will become a necessity. This is
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 Code'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 supply required informa-
tion at the time it's required could lead to a penalty of up to $10,000 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 graphic 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 companies,
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 affd DISC treatment) would
occur only if a payment by a U.S. taxpayer, controlled foreign corporation, or DISC
violates the FCPA. 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
]rohibited 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 app rove this tax provisioff
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. DEKEIFFER. Thank you very much, Mr. Chairman. I am very
pleased to appear 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 agency
with lead responsibility for the passage of S. 708, Senator Chafee s
aniezidmnts 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

- hinges 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 regardlessof 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.notpermit any deduction for any payment to an official or an
emjpoye -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 businew
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 specific types of payments and practices
which are not intended to be 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 payments, 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
problem exists today for U.S. companies, and a Miuch bigger prob-
lem 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
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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 foi 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. 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 a statutory prohibition against bribery 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
provide that nondeductibility and, therefore, adverse subpart F and

DISC 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 p-ovision swiftly and recommend to the
Senate the passage of S. 1749 as included in S. 708..

Thank you very much, Mr. Chairman.
Senator PACKWOOD. Senator Byrd.
Senator BYRD. 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. 708?

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

Senator BYRD. 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. DEKEIFFER. 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. WVf
believe that more questions would be raised than answered if--

Senator BYRD. Do you feel it is not a clarifying bill?
Mr. DEKEIFFER. We believe that it is a clarifying bill, but if this

particular provision is not enacted then it wil create even more
doubt as to what the law is, because there wilt 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 BYRD. Thank you.
Senator PACKWOOD. Senator Chafee?
Senator CHAFEE. Nothing, thank you.
Senator PACKWOOD. Senator Symms.
Senator SYMMS. No questions, Mr. Chairman. Thank you.
Senator PACKWOOD. 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 PACKWOOD. 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-
mined by items in the return which are in no way tainted with
fraud. --

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 pays each of
them in cash. Let us further assume they both make the mistake of
dQciding 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 izn his
return unrelated to fraud, will pay 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 why 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 PACKWOOD. 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. NOLAN. 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. 1594, as proposed by Senator Symms, providing that taxpay.
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ers 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 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
is 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 grossly disproportionate 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 penalty 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 possibly unwarranted concessions by the
taxpayer 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 that-S. 1594 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 theF administration 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 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. I -

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 PACKWOOD. Thank you very much, Mr. Nolan.
Senator Curtis.
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STATEMENT OF HON. CARL T. CURTIS, NELSON & HARDING,
WASHINGTON, D.C.

Senator CURTIS. Mr. Chairman, I am delighted 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 deficiency for an indictment year, put the Government to the time and expense
and uncertainty of a criminal trial rather than plead guilty.

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

Senator BYRD. Mr. Curtis, who wrote that letter?
- Senator CURTIS. 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 BYRD. Thank you.
(The statement follows:]
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STATEMENT OF

TERRY PHILIP SEGAL

IN SUPPORT OF S.1594

My name is TERRY PHILIP SEGAL, and I presently practice

law in Boston, Massachusetts. In my law practice, I specialize

in the representation of people 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 graduated from Amherst College, Amherst,

Ma. with a B.A. degree. In 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 School.

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
S.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.

Terry Philip Sigal
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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 0 ice of
Chief Counsel of the, then, Bureau of Internal Revenue. And he-
says:. "The inequity of the present fraud penalty is so obvious as to
require no explanation or argument. It.simply bears no relation to
the extent of the fraud."

[The letter follows:] JOHNSTON & 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 thatSenator 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 Revenue, 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 ma)or
part of my practice since leaving the government has consisted of representing
taxpayers under investigation or indictment for tax fraud.

The 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
underpayment due to fraud, and doubling the rate of the penalty, from 50 percent
to 100 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,
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:I
DAVIS, WRIGHT, TODD, REESE & JONES,

Seattle, Wash., October 22, 1981.
Senator STEVEN D. SYMMS,
Room 125, Senate Office Building, Washington, D.C.

DEAR SENATOR SYMMS: 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(bXl), 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
simply 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(bXl). 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
agreed 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,
. C. JAMES JUDSON.

Senator CuRns. 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
return.

[The letter follows:]
CHARLES M. LOCK,

ArrORNEY AT LAW,
St. Louis, Mo., November 2, 1981.

Senator BOB PACKWOOD,
Subcommittee on Taxation and Debt Management, Committee on Finance, Washing

ton, D.C.
DEAR SENATOR PACKWOOD: This letter is in regard to Senator Symms' S. Bill 1594.

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.

I 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 pefiblty,-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,

CHARLES M. LOCK.

Senator CURTIS. Mr. Chairman, I have these original statements
here. I will take no more time.

Senator PACKWOOD. All of those statements will be in the record
in full.

Mr. Roberts.

ss-16 0-82-.'6
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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. I
feel that the amendment that was soken of earlier to the Internal
Revenue Code-the proposed amendment-that would conform the

-Revenue Code to a Corrupt 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 liability of
the taxpayer, the corporation, have been generally very small. You
have many -ivil 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-
percent or now 100-percent fraud penalty, if the 100 percent passes
here- it should identify and say that there was fraud as to that
item and have to carry the burden.

Another thing that-way be- worth stating in passing is what is
the burden going to be on the taxpayer? The Revenue Code pro-
vides that in the Tax Court the commissiQner has the burden of
proof .to prove fraud. Now the courts have gi-afted 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 into 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 PACKWOOD. Mr. Battaglia.

STATEMENT OF JACK M. BATTAGLIA, ROCHESTER, N.Y.
Mr. BATrAGLA. I am a practicing tax attorney. I graduated from

Syracuse University in 1962, and I obtained a masters in tax from
Georgetown in 1965. 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 1 have represented 26 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.
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I, too, agree that the present provisions of the civil fraud&penalty
are grossly inequitable in that they charge a taxpayer with a
penalty for items of the deficiency that are not fraudulent. For
example, if a deficiency has bnen assessed against a taxpayer for
$5,000 and only $1,000 of it is attributable to fraud, the civil fraud
penalty applies to the whole $5,000, so there is a $2,500 penalty on
really an item that created $1,000 of fraudulent deficiency or in
fact 2N.a 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 taxpayers 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 way
of taking money out of the corporation. They borrowed approxi..
lately $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 dividend to the taxpayer, and it is never the basis of a fraud
penalty.

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 posture 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 onci 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-
ty. I feel that the current criminal penalties are virtually ineffec-
tive. And if we are going to impose a 100-percent. fraud penalty, I
would suggest that we seriously consider removing the criminal
fraud sanctions because of their lack of effectiveness at this time.

Thank you. --
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Senator-PACKWOOD. Thank you very much.
Senator BYRD. 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. NOLAN. 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 taxptiyer 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 abbut the 100-percent
penalty, iTI 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 1007
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 PACKWOOD. 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. Yo you agree with that, Mr. Nolan?

Mr. NOLAN. Yes; I do..
Senator LONG. In other words, you have no right to presume

fraud, I would 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.

What we are talking about here is punishment completely out 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.



81

BUt to assess it with relation to something that had nothing to do
with the offen~se-makeano 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. NOLAN. 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. I have seerr 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 sense at all. The poor soul that does get
caught just absolutely gets slaughtered. You have got a good case.Senator PACKWOOD. I might say, Senator-Long, that even the
Treasury Department this morning, who usually testifies in opposi-
tion to all of these bills, on this one simply took no position at the__

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

Senator SYMMS. 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? - -

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 uItiniately 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?

Mr. ENOLAN. Fifty percent of the deficiency in tax. We have
proposeiF T 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 itoverall, we create some interference with what
--we are trying to accomplish here, which isto facilitate the settle-
ment of cases short of trial.

Senator SYMMS. That is your point, then?
Mr. BATTAGLIA. 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't think it is going to be twice as muh effective as a 50-percent
penalty.

Senator Symms. Thank you very much, Mr. Chairman. Thank
y ou, gentlemen and Senator Curtis. This is twice this week we have

a.hd yo~u up here, Senator Curtis, and we appreciate it.
Senator CuRTis. Thank you.
Senator PACKWOOD. An excellent presentation, gentlemen.

*Ex -cuse me, Dave. Did you have, any questions on this?
senator DuRiNBERGER. No, Mr. Chairman.
[The Prepared statements of 'the previous jinel follow]
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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

Wash._gton, D.C.

Dear Senator Packwoodt

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 AssistajU 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 Service 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- E'O0 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.

/_
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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
practice 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 beli-ve 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.

SincP sly yours,

Richard M. Roberts

HEIR/mis
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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 today in making up this panel are Mr. Jack M.

Battaglia of 1111 First Federal Plaza, Rochester, New York, and Mr. Richard

M. Roberts of the law firm of Hamel, Park, McCabe & Saunders, 888 - 16th Street,

NW, Washington, DC. We are in support of S. 1594, which has been introduced

by the Honorable Steven D. Symms of Idaho.

Mr. Chairman, 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 hearingsbefore the Committee on Finance and the
Committee on Ways & Means. and for presentation at the hearings of said
committees.

1. Q. What is civil fraud?

A. A finding of civil fraud is not a criminal action but it 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 United 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 involved.

2. Q. How does civil fraud differ from criminal fraud?

A. 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. What 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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6. Q. 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 anyway?

A. 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 constitutes ordinary income and
thus there is a deficiency in the payment. There isn't
the 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 implicat-on at all: A taxpayer knows that he has
paid out certain sizeable sums for business travel,
entertainment and expenses. He claims 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. In
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 taxpayer
may disclose every detail of the transaction in his
return and exercise his lawful right and ask for a
determination of no tax due. The Internal Revenue
Service may find that the tax is 4l.e upon the exercise
of the option and the amount of the tax involved
becomes a deficiency.

An example which relates to consolidated returns is
discussed in the answer to Question 10.

7. Q. Is the penalty for civil fraud applied uniformfy
between taxpayers?

A. No. Two taxpayers may 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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8... Q. What are some examples that show that fraud penalty is
not applied uniformly.

A. 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 Sl0,000. Taxpayer "A" would
have a penalty of 50% of S2,000 + 300 or S1,150.

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.

9. Q. Can you give some other illustrations?

A. The accountant for taxpayer M made out M's tax return
and made an accounting error which was audited
resulting 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 failure was held to be fraudulent. M's civil
f raud penalty would be 50 percent of $4000 plus $400 
or $2200. Taxpayer 0 has the same amount of income as
taxpayer M but. there were no errors in his return, but
he, too', had received outside earnings 'which, he did
not report which *resulted in a S400 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 $1,500 under
existing law.
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10. Q. Do the problems in reference to the civil fraud
penalty involve corporations as well as individuals?

A. 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 income tax

return. Officers of Corporation A paid officials of Country X

$100,000 in bribes in 1977. These illegal payments were deducted

by Corporation A on its 1977 return. On audit, the Service

disallowed the deduction in reliance upon section 162(c)(2) of

the Code, resulting in a deficiency in tax of $50,000. In,

.addition, the Service determined that, the civil fraud penalty

was applicable (§6653(b)). Therefore, Corporation A's deficiency

and penalty were as follows:

Deficiency $50,000

50% Civil Fraud'Penalty 25,000

TOTAL $75,000

/ •
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Example 1I

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 $100,000 in bribes in

1977. These illegal payments were reflected on the books of

Corporation C as an expense and were deducted on the 1977

consolidated return filed by the affliliated group. On audit,

the Service determined a total deficiency in tax on the part* of

the affililated group in the amount of $15,000,000. Of this

total deficiency, • $50,000- was attributable to Corportion C

resulting from the disallbwance of the $100,000 in illegal

payments. The balance of the deficiency ($14,500,000) resulted

from adjustments to standard items attributable to Corporations

D, E, F and P. In addition, the Service determined that the

civil fraud penalty (66653(b)) was applicable. Under current

Service policy, the civil fraud penalty is applied to the entire

consolidated deficiency as follows:

Deficiency $15,000,000

50%C'ivil Fraud Penalty 7,500,000

TOTAL S22,500,000

Thus, as a result of being a member of an affiliated group

Joining in an election to file a consolidated return, the

illegal payments made by one corporation resulted in a geometric

escalation of the civil fraud penalty (i.e., by S7,475,000).
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11. Q. Can illustrations be "alted showing how an-individual
with very moderate income might be adversely affected
by the present application of the civil fraud penalty?

A. 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 taxpayers who are
not in the high income 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 po tax. However,
one'of the deductions that he claimed was for improve-
ments that he made which 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 outside earnings and
that this failure resulted in a deficiency of $100 and
was held to be fraudulent. The amount of his civil
penalty would be 50 percent of $1,000 plus $100, or
$550. This is more than five times the amount of the
item tainted with fraud..

12. Q. 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?

A. 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-doing, and
certainly where the facts warrant it, the criminal
penalty should. be imposed. It must be recognized,
however, 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 not receive vastly
'different treatment in the imposition of ihe civil
fraud penalty because of circumstances in connection
with their tax returns which have no relation to fraud.
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13. Q. Is the present law in the best interest of the United
States government and is it good tax administration?

A. No. The following comments from reputable tax lawyers
illustrate the need for a 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 attributvvbe to
fraud, and the balance of the deficx:ncy is
due to legal or technical adjustments that
are susceptible to settlement, the taxpayer
cannot settle the case without paying the
frau- 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, X- 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- which they
desired to plead guilty, put the government
to the expense of a trial."

.2
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A Missouri lawyer with long experience has this observation:

"if the proposed provision (see the answer to-question
14) 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. It falls
somewhat in the category of a statute which would provide
for the death penalty in stealing Sl0.00. While such a
penalty may inhibit some from stealing $10.00 it would
also discourage juries from finding thieves guilty of
the minor offense."

14. Q. What is proposed in the way of change in reference to the civil
fraud penalty?

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

15. Q. What has the Tax Section of the American Bar Association recommended
in reference to the civil fraud penalty?

A. 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
resulting 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.

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

N
A. This measure does provide as the American Bar Association recommended

that the 60% fraud penalty should be basud on only the portion 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%.

88-13 0-82-7
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As the Committee has learned from the testimony if the Chairman 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.

I would like 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 Itates, "In my Judgment,

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 deficiency for

an indictment year, put the Government to the time aird 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 W. Segal.

Mr. J. Richard Johnston, of Oakland, California, in a letter to Chairman Dole,

says, "...I have been involved in federal tax work for 35 years; from 1946 to 9S1
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 relation,

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 Syms, the

introducer of S. 1594. In that letter Mr. Judson says, "...I have twelve years'

experience in dealing with both civil and criminal tax fraud matters on behalf of

taxpayers.- These dealings have been both administrative before various levels of

the Internal Revenue Servic6 as well as in the courts. I 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 it should be modified as provided in your S. 1594...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." 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. Louis, Missouri, gives strong endorsement to S. 1594. Among other

things he says, "...From 1967 to 1978 1 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."

Mr. Lock goes on to say, "...I 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 corporations 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

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 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 caused by the misguided employee

accounts for a deficiency of only S1,000. 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, I ask that Mr. Lock's letter be printed in full.

At an earlier date Mr. Lock had written me concerning the Civil Fraud Penalty

and I would like to share a thought with the Committee from that letter. "If the

'proposed provision 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 significant when we consider that he
was a 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 interest 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 individuals each having failed
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 resulted in a S1,000 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 o)nly $250.
This is manifestly unfair. Under S. 1594 each would face a civil fraud penalty

of $500.

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 all taxpayers with the ordinary
simple rules Df 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 ef 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 t-o all taxpayers,
individual and corporation. I urge favorable consideration.
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Mr. Chairman and members of the Subcommittee:

I am John S. Nolan, Chatrman of the Section of

Taxation of the American Bar Association, an organization of

25,000 tax lawyers throughout the United States. On May 19,

1981, my predecessor, 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 letter and its enclosures

is attached to this statement. We reaffirm these views at

this time.

American Bar Association Support For S.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.

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. If the taxpayer carries that burden of

proof, the civil fraud penalty would not be applied to the

deficiency attributable to the items giving rise to the

deficiency as to which 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 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 (e.g., the classification 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-

t-&inted item on. the taxpayer's return, current law will

punish the taxpayer for the non-fraudulent mistake of, his

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 11501 of the Internal Revenue Code. Where, as is often

the case, some members of the group operate independently

from the other member&---t-4 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 account 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

consistent, 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 underpayment. In these latter

-circumstances, where the Government establishes that a

portion of the underpayment is due to fraud, the failure of

Is
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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 the 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 Service, recognizing

the capriciousness of the current civil fraud provisions,

often refuse to apply the 50-percent penalty where it would

be grossly disproportionate to the extent of the wrongdoing

or would be unduly burdensome. This exercise of discretion

introduces 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 penalize 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 diminish 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 supports voluntary compliance,

and S.1594 would not lessen the risk of criminal penalties to

any extent. Secondly, to some considerable extent, tax fraud

is motivated by a desire to conceal other illegal activity.

The magnitude of the civil fraud penalty will have little 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,

-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 can be reduced.

We think further that S.1594 will actually

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 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.I

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

absence of fraud with respect to certain 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 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 administration 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 reasonable relationship to the

extent of the violation. If criminal conduct is involss4lr-

severe criminal-penalties may be imposed. The civil fraud

penalty, however, is civil punishment, and as such should be

applied fairly and uniformly.
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Congress has again recently demonstrated the proper

balancing of 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 rules or 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 S.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 for the very reason that the taxpayer is

given no acceptable alternative 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 thetaxpayer'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 mislabeled 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 failure 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 50 percent of the total deficiency

to 100 percent on fraud-related items, there be a limit that

the fraud penalty 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.
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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 the penalty

would be applied to the portion of the deficiency computed at

the highest applicable rates. To accomplish this objective,

our recommendation proposes 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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payment and the amount of such underpayment
determined without the inclusion-of the
fraudulent items or adjustments.

2. Section 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 underpayment. Under the provisions of

S.1594, there is no reason not to permit the imposition of

the negligence or deliquency penalty to any portion of the

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.

-'-I



109

/ k\AMERICAN BAR ASSOCIATION
SECTION OF I00 M STREET. N W. 2NO FL. SOUTH LOSSY. WASHINGTON, 0 C 20036 TELEPHONE M01314230

TAXATION WRITER 9 OIRECT TELEPHONE NUMBER (512) 888-9261

CIEAIELAN

11C00 Sa 4 T' V11 "YW"
C041h TA 1041V

CNATr1A '.AELECI
Johe S NoIW

1700 Pe 'VN~va, Are, NW

W=ifwf oft OC
VICE CNAIIRMEOIN

AaM...aIfahr'
V te Id ISt 211
0, O lall

COPairOO Oi..,O P'Og'
HiI Clkb.is

I Pouin co~~'"c

AIrdd N 1ify

'000. It 3
WWa. n OC 034

Ja-es S Law'$
34b PAM Avt

N". Ye-a. tly 10154

lSMe 300
The 96"W 1 II e.l Ce FLW

S-o4 *A 64144
ASSDJ rA 4? 5CAIIA VI

Y' .L 3l0

SiCTD6N 0 ilOAf rO IN
0OUSE OP OIL COATI

Mae AWIS Jf
S6l Iwit l

I P .t N1,
wallWhWaln Pl 20006

scft 1 e Orm.
r la t W'IlerSe .e- O4II I~i d ,

22"4 1"".

LI.IA~eel CA"A471

jhOA M 0..lc'
waVYAlIGA MI

riedenc W H.CkmW01
,.Ie 04:k OIL

W^.SI, i A HI4IO 4i
4I'W11.OSI PA

AIo Nill )1, ll

l141, 0104 551Wtft Ot,*1014AP+
PYYIAVoASP

I IA 1 '.0H 51014

ASA SOAAC , i! 1,* V1, 'I1rllZ14

.0' Ii" I. ' '.'IS
lIi,..da ULk 1.441l

YOUNG LA Lftti1 VITroTJ

Uolise0 1 .1104100 Pll lt 1l0104714 14

LAW I TU.O NIr OWIVt00f
Ill I? li*P l"41

1 l 1304404

- pa..IIj At".*0800 VA F., N*

May 19, 1981

Senator Robert J. Dole
United States Senate
2213 Dirksen Building
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 Symms
whether an amendment to the provisions of the Interna rRevenue
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 1971-1, 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

, 88-186 0-82- 8
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Code Section 6653 Recommendation No. 1971-1

TO AMEND THE INTERNAL REVENUE CODE OF 1034 TO LIMIT
THE CIVIL FRAUD PENALTY TO FRAUD TAINTED ITEMS

RESOLVED that the American Bar Aswciation recommends to the Congress
that the-Ioternal Revenue Code of H.54 be aniended to provide 'hat the civil
penalty for fraui s!il! lie timi'ed to 50 percent of that part of the tndery:cent
due to fraud; thut, in vomputing :be fraud penat., it shall be apptitd .-gaias
t.e differeace between, the tux on the noo.frwudulent utnWint subject to tax taud
the tax on the total, corrf-te.d-amount subject to tax; and thvct the burden of
proof shull be upon the taxpayer as to the absence of fraud after the secretary
or his delegate has met the, burden of proof as to fraud with respect to any
particular item or adjustment;

FURTHER RESOLVED that, the Association proposes that these results be
eFecled by amending sections 6653 and 7454 of the Internal Revenue Code of
1054;

FURTHER RESOLVED that the Section of Taxation is directed to urge the
following amendmen.'. or their equivalent in purpose and effect, on the proper
committees of the Con,ress:

See. 1. Section 66,U1b) of the Internal Revenue Code of' 1gM i's anwJI to
read s follows (insert new matter in itaiics):

(b) Fa.v v.-U any part of any underpayment (3. defined in subsection ())
of tax required to be shown on a return is due to fraud, there shall be added
to the tax un amount equal to 50 percent of thvt pnrl of the underpayment due
to fraud. In the case of invorne-taxes and gift tsxes. this amount halll be in
lieu of any amount derermuined under sub.e.tion (a) Utit, re.;,ceet to such Prt
of the underpaml ent. For the purpoaea of tAth F u.tion, (te prt of nv
underp~,mer, die to froud siall be the edi.i.rtcc between the ioml widecr.
payment and the amount of such ,itnepnyment detcmined wit.utt 4he in-
elusior of the fratodulent items or adja.t ments. In the case of a joint return
under section 6013. thist sub-ection shall not apply iOh respect to the t:w, of a
spouse unless sormie part of the underpayment is due to the frlud of s.:hl '.po use.

See. 2. Section 7434(a) of the Internal Iev:e C..t. of lV5I i6 :mcnrled to
rcad as follows (clinminate matter sttuk through :. ,| irsert rcv in.:cer in
italhics):

(a) FFL tv.-In :,ny proceeding involving the issue whether th..- a -4'--o-
taxpnycr has bren t:uilry of fraud with intent to ev:.e tax. th,. hurdr-n of proof
4t salh respect 4 to such tssue shull be upon the Serietary or-li; d-h-gate.
except that then the Secretary or hit defeyule hns met the buradit o! prouf
wit! re ppcl It, ,ui, 1 u. rtiredor illIn cif 0,,lj1. if ," 'ee, yc.:r ,,i ,t,teh, the
b'ra'en Ee/ pi, 1l,,ll be "i" lie 11 I,'zloyt, ', It, th ,,b.=tre of fu,,,I writh
re.xt'tr to toti, r ittn0, 0'ijuNtv Ie, .tusith !'.rr no a 'iiris.

Sce. 3. Tlhc n...ntlnients mnade by ie.-ions I an.l 2 -hltl npply to any v:mlerpay-
meat of t:vix rttired to be shown on a 'eiurn rcfctiired to be fil.:d after the date
of enactment thwreof.
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EXPLANATION

The purpose of the Legislative Recommendation is to provide taxpayers with
relief from inequities and excessive hardship which result. tinder present law,
from computing the 50 percent fraud penalty on the entire amount of the defi.
ciency (rather thin only on the amount thereof due to fraud), in cerain cases
where there is a large total deficiency-as compared to a relatively sm.ll
fraudulently caused deficiency.

The principal efect of the proposed lesiclative rhange"ii to base the 30 percent
fraud penalty on only the portion of the deficiency resulting from fratid with
Intent to evade tax, rather than on the total deficiency for the return involved.
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 penalty is to be computed on the di'ernen between
the tax on the non-fraudulent amount subject to tax and the tax or the total,
corrected amount sub'eet to tax.

A change is 6lo proposed in the provisions relatina to burden of proof in
fraud cases, so that the burden will be on the ta.xpayer to prove th, absence of
fraud with respect to other items or adjustments relitica to the return in aece-
tion once the Government has met its burden with respect to any item or rdiust-
meat.

Diacuuiaon

'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 a penalty
in the amount of 50 percent of the entire 2eficiecy for !h rp.- involved.
Thus, the fraud penalty applies to all ;dju tmens for tha: return. irrespective
of the fact that one or more of the adjustments may be cler:." technical or
otherwise non-f.fdulent. and whether or not the false item or i:ems constitute
a niaterial part or a minor part of the deficiency.

In theory. the f(ud penalty has been construed by the courts to be remedial in
nature, being designed to compensate the Government for the extra txpeose
entailed in investirating and collecting the evaded tax. Het'cring v.'. * f,'dfl. 303
US. 391 t93S). In practice, ho%%ever. it is punitive. While it is not :he purpose
of this amendment to benefit or protect tax evaders, it would appear mort eqtui.
table to make the f(ud penalty commensurate with the rn3anitu.de of the fraud.

Where the fratudulent, or "tainted." items or adjustments are relhstivry small.
the present rule try brine about extremely Imrsh and ine';iahie cn:'atences.
In the case of income taxes, it could even destroy A taxpayer finani:dly. .'nce
with the application of the fraud penalty a whole -trial of olherwi.,, b irre.. y.,ars

%may be opened. This can occur when there is either a irat ,lu!ent rni7#sion of
grosi income or a de-lurtion t'Ar fictitimts or padded x"',n~e., o'r ,rc'ha-,2, in
combination with fuhda.atil :s-h ui' t .11 ents oqr.o ,a. 'prociation. cc
capitalization of expenses;, a good f.ith or neglient orni.silmn -f intromo. or in
Innoent overstutt. ent of expenses.

At present (and in fact since th4. Revenue Act of 101S). thoe tl',,iny, on which
the fraud penalty is base! is the difference between :h armoum ri tx .Inr,rrnined
to be due and the amount of tax shown on the original return. (iLwh return
must be fied on or before the due (late or any extension thereof. O:hrvi.ie. the
penalty is comput e on the entire tax liability.)
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Code Section 6653 RECOMMENDATION No. 1976.5

'rO AMEND THE INTERNAL. REVENUE CODE OF I.34 *io Il.llrr
THE NEGLIGENCE PENALTY '1O NEGLIGENCE-TAINTED ITEMs.

RESOI.VE) tlh;at tile A neri';ul Iar Ass.it iatiui rt rt ids ii, lIt i.-
gis Ihat tiR Iitern.il Revemi. 0Ie C " 19"- liv .sUtet d 14) l- isle I l.11
I lie Jiligetl i ce 'll(' l~ ;ilhv 11. I mlly If, IlI l;prl I it I le u ihk ll t.Vi teuill il ix

Wlic h is title 141 lit'glige.mise or i t aiii llmll disregadci (I, ttl es I l i. eg i llatiflsi.:
FURTHIlER RFSOI VI) tlu tile Sct l ri,.''xtiii is ilit.'ecid to tige

fillI l iisoir cimimitiv of' S I Ille C.onligrss aiellI lillits wIhih u ill .it lijeC

the lIregoing results.

REPORT-

U ifler se ti 665:(a), ifrum l a sI'; iie l i. t ti iii', l l iI()file or gill lax is
rltic ll lilgligel c" ill- intllitonail 41l%.'illtl #if Itk's anudi i eg lilill. ;I I r l r-
cent li is kmldcd it) ihe ta.] "lhis. I .iah ya plpli's If he ell .tire llnderpal) icot.
even thugihi l n pllv ;tion of thtc niderpaviicitt ny Ix (flue to n gligeime or il-
tentiinal dlisrega irI of roles and regulations.

h if I. ... 'iffidrd hllat.the peinsaity '&..lc iin 6i53(;) Ik. I.s.(I tilh" oin the Imtlil
oif the ticiderpatyin resilting frm i:igviace or iniviltiiial cliregard of'rules
and i gulations rathlier than on the total underpa~ncil.

Llnicu '(timi 665:3(I). if';ilv iail pa ' ;Isll m .nderl tit nt 4)l ' iii coint tr gift Iax is
uhlsi to lt-gliegl lc 't ¢ir ime im ll ll 1% ald #i' rl.4i'.1sati Inegolaiaullli, hlt .ill tll
il emt o e t) Iclr, iici. I IK-lla1ht 4.'tl s Io l I no i sC il l' ile lllht , ,Itt lldl is ailitld
to he t4. , s-c i ll a 6.13|t)( I) kiefille.s lhw tetl lt-i ie lt'1 .| llltli ,i , l "h ii'ac it ".
As del ed in secl, iti i 621 I d d rl i is llv di llrri ll, C I, v hc'%vets til 't S I lax
and the lax ? l14wl on tile return. in'rcasecd by pri. a'wss-tiims iod clvcreamise
by rebates.

s rtIiill lifi5:4(4)( I) 6IIlh1 l.I pr vide ' lh11 ilthe l;1% 0h11i'n fill at ret lllrs Ierrcd to
iii e( lim1 62I I (621 I )()A shall 1W il sit- itil m) 111111 1I1,111 %i it such r UA, Uii .'ams fil'd
fi) fir Im.liosre ti l i lst laite Ieti ruinled h it I egar Ift ;iv extie llsioii Il1 ills,'
Iem t.iIx'chr ilst ii ii h iclirti. As couliigih. Reg. § 31S.,Ii.13-1(s) irt,,side
thatal i ti ll r lpaa.met l r lt. l ia r ot elll' tSt. ill (i613t % i v it.lhe.r lli if 11;11; ai11)ll ll 1,
all defied nt IV% ;%s ufiited ili se iiiii 6211. il ;i at il %%; titlicwh fil'd. tllt tile
ciirt Itll lt' lttic gill lax iillmis,'sd f t tt' ';ii'. lii ati'll Ivl llll 11111 Iel flIild.

The fis'e Iprcs'nl iseglige h e IK',llv uirici t lilt liuctit lanlgitage (ill " m.t.l),01
ui3(aOt applied to tile 'illire itiderpay;tei t 4)" ih.lvidt iv e.il ilmls lt i ,ilit ptIrt

t1' it is ile..i Ill e'it lr It'gligeiss e or illit ilio.tll (iR.,tgir d Il ii 'it-s atil egis' .1i-mIs.
n.l,rd (:. Prer,, .51 '!'.C. 226 (19JliX): Bnri- i le,. T'.(:.. Mhila 196i.25'2. T.hus if

tloc C tt ie ( ismitit ter ai.s,. 'e. . , S; f $104.000 deli ien . g.intsst a a.l '. s'r a S as l iiiv
$',1*tu| Ill Ir this delf'tit-lv is all ihill h it I l ti1. lteglig lti e ll ti," Ie ix I.1t yr. thi'

rive pt(.ren tiegligelice pjeiifty will lih. imollsCd agaist the entire SlO0.O00
defi ilcti 5. fr ;ois atfhlititi it uht p t ii Sa t .it 0.

Ii t that 1 ha l pl ret'" 1iWll l i t tiitliilt tniV airml' it WIkh t lie fise' rt'C l

IK'n~nlh ii" St' i I jOSI $6 53(i) Ii.1 IV iml)lCd fl a II olit)ll to1;I ic'itietii. m('%lillilg
Iro m t in istnke im I , " oI- la I ta I sh ill gaw i .lih alit I ,,ssed iu lU .ll Ic'.asil
giomuu40 . il" ;a ill lher 1 rIl-lifit, fit lilt- I i aill' eili i lvt i% dl ' it- t iegligvt i '.
"i'h it are Illls te'hili 'ial a ljttmltiviils wlilc It lte 1not1 vi.,o lf )l Ielated ll legli.



113

i ltl -w } A1.111ii l I 111 ' i1il 1 t lit lit It',l V i ite If$ l ig 114 I t,, ' 1% 1 ,4 1 ii r that

I t'ri tll |e1251(i i) 6653 ;I .' ilhy alplv ,ily I4 thai t, it iii ilthe ch'li'vocl.itt t lhit h is
a~lllally title. Ii lieglige'll(.

"lh i, pr ji.'H ,l ( I1.t11ge, ill Ih! lie ap la l. 1, 111hC tlcglig .ll I i Ili v ;ll l III;%% IV!.

Ill' .m imailve'(, ill tile l.' elI] 'liv'IIll 1,1,w x iI~lltitr-. ill Ihlat it %%ill Ill,,vi(Ie 1h1C I;Ispave'Lr

;%illt tile Srvice with I))lo ly 'ItIIt V tI svItle Ite iw %u 't icgligetll. C ills ;ilt itei*
l.-itein basis.

"lhi% [proi-m l .cck,. if) v',mfirii lai% pimb,,iv- %%ith hmic lprim ll fist I ai11le-v

;%ti1 'll plitv. The: prolplisal allm, la.010lvl Ro.'mim-lmn~liim N. I I1971-1. whlith

wolltdau liit ihe lty 1r.f'I I rvem f id p lIj ilt t,.'CIetill 665:(h) tIlit hai Irt i" Lthe
un'rpaincii whi(h i dii .tie I'ratitl.

'riii Recomllncndation deals solely with ihe problem or tiiing lhe lppii¢-
tilln tof the nCl!igence pcoiilhy to the trihitcd ileis. The onriginatihig cornitilie
c411n.ideredI whelhler. i view of the llroioseId Iiitatintil the rate if the peially
should le incrcasel, but dccihd ihat it should take no position nil this question.

Ni aii ii r ill lit' i1l 141hli iill,r t Ihl,(litiuor il i ll I Il fiI lite Svt 4li 1i fi'
"lT la lhill it. kl14l 11)' Ihin " aI laiaitl l hilmc l ill ilhi% Rvomlllimm ilaion by l voiic

ill a Sililt. v1n lhi sn ne for 'l)i'Wil- iltii tat -ltiits.

PRO'OS:1) ST VI U'(ORY I.AM;IA;W ;

j11 01. Ilt vl,,! l i;, II F/lle N l 
1

, ) 11 l ;flII;M8l" tit h e/jta I,, tuut ' /ti 1/ r i, ,.iro't r/il0 0

S%'. 1. .. lti4lll fittal i l ( list-ic i s rCX 1a )fl iflowt {Clh )lrlill and l .%l ricl
Ili lh. h ll II lie' 11WItL I ill i-.1l16 % :

(.I,) N .#.,1 ia m I- %!, 1 .t i iwi t li,ttl .. l' or li. R1 .1 . 1 , t i I. lA. 4 IONS,

W I '1 1 R1 -.11 t ' v If) ik'l w , n . *.I| i I T1 vo . -I 1, 1t ai~ll ll til lil t 1ll1.llllel I

(m.i fh.'filiv'l ill %iillwt-C'l1,h l()(11 1il'il Ix imp ill'l h% \ itlic A, fitL v ,% loa.liltr

1,21 ill* %16-i1ilt' 11 (1tl6lli lll Ill ;ilit sll L. I'l-w t llii I gill Ill vi'l ii ,floi t)Il Illitli lilce." it-

ilt, nli,11- Ii ll -;% il tll. l (I all I t~,,il llill ii %6l 14il il liv il. tot Ih It- I v lld .,
Ihvwil Shall lx h i u lt,,i l I li tax l :11 illmiliil 1.1la~lI ll tol M"fi I ki . r r"

(2I) Itor vnu pt:l (/ #' iie , fit~~~ll u lel lfl rA ipCIf10.i

lt'ieov Pf tlmlh 1, ti #1, j: Pil r ;! / licet for sllp il iittal ojiiprg:l, d1 t4 I iih'. €11i '¢ l a l ll~l

(ltpi! :.'#11ifoli t o oll In l'l~ll

.!k-c. 2i. '1 lie a; oi nti(. ii .. e II L v')t %v'illioll 1 01.,111 apl y~~) Ito .ui si. %lim . "-11,61"

ahelir tih le wfil v'iliailmel Illwreo'll.

EXP'LANATIION ()F IlR()IO.SFDI)STA'r'(RY L.ANGIUAGE.

The prol',lis-d stliutly lauRgtiage is .'ll'.exlaiofry'. Comfoiirng anid clericl
aleclinctli have lifit Ivecn inadcl.
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Code Section 6653 Recommendation No. 1969-2

TO AMEND THE INTERNAL REVE.-L-E CODE OF 1054 TO MAXE
COMPUTATION OF THE CIVIL FRAUD PENALTY UNIFOR-\f

Ruolued, That the American Bar Association rocommeads to the Conpese that
the Internal Revenue Code of 1954 be amended to require compuutioa of the
50 percent fraud penalty on the amount by shich the tax due excess the tax
shown on the delinquent return rather than on the ec~ire tax due; and

Further Roolvd, That the Association p-w. that this result be effected by
amending section 6M3(c)(1) of the Internal Revenue Code of 194: and

Further RusolveL. 7hat the Section of Tx.xaion is diretw! to urge the follow.
ing amendment, or its equivalent in purpose and efect, Upon the proper commit-
tees of Congres:

Sec. I. Section 6U53(c)(1) is amended to read u follows (insert new matter
in italics) : -

(1) INcoMr, ESTATE, A"n r TA3X.-In the cse of a tax to which
section 62U1(relatinit to income. estate, and ift taxes) is 3pPiicable. a
deAciency as defined in that section (except that, for this purpose. the tax
shown on a return referred to in section 6211(a)(t)(A) shall be taken into
account only if such return wu filed on or before the last day prescribed.
for the filing of such return, determined with regard to an extension of time
for such Ming, or be loe notiftcolon by such meant as IAe Secregary or Wis
delegate s*MU desipnate. eiAer that it cannot be determined whether a return
was fild or that a return eas riot filed), and

See. 2. This amendmnct shall be effective upen the date of enattment thereof.

EXPLANATION

summary

The purpose of the proposed omendm,nt is to Plirnin-t'm the inequity caus.,d by
the current romputntion of the .50 i-reent frai'i cnalty on the entire tnx tie
on - d,,linqenk rttirm rnih.r On u,,n th' :oant hytv'hich the ttx due exerei,
the tnx report,'d. rrovi,.oI .ureh return wa. Aled prior to the institution oi arn
investigation by the Inter.it Rtevenuo, Srvice
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Diqcusion

Section 8653 provids ,,nali,, for unierpAymPnt of tax. It sets forth the
Po-called negligence pen:rlty of 0 percent for negligence or intentional disregard
of niles or reitlAtion. without intent to defrAud. This sectionn also proved" a
penalty of .0 percent of the underbayvment if %ny plart of the underpayment 6
due to frud. Vnder M86&i(re)(l) the term "underrlyment' i d.hfined ns a
deficiency. which is itself defined ,elswhere in the Code. A defiiency is defined
by 16211(a) n% the tax due lrp.4 he ltin of the amount Yhown on the rettim
pIlus amounts previously srn,-i,. l1ut hy a pe..ifir exception. 1663(e)(1) sys
tht if a retutr is not timely filv takingv extensinns into .ro.rnr) the fraud
penalty i4 Applicale In the rneire tAx due ind not ,,,,rcly to the, dficienrv s
defined in se,'ion 621(').

f timely return ii fraudulent, the 50 percent ponally applied only to the,
defici-ney. hult if a-delinquent return i. fr3udulent,. the 50 percent penalty applies
in the entire tax due. Thi. conflie.t with the ,sirn of the Code tinder which a

'fraud penalty applies to ih, ,lrerincy while : delinqntincy r-.nahly -pplies to
the entire tax. Siner. in furuheirer ni the formcoing ,lmion. 166,3iil) provides
that a ,lelinqrtenry m-nal;y %Li :ll not I,- n.ert,l if .ho ir.t,l p,,hy is m.,,,md.
it is ninnifestly unfair ti imrtpe an i!ditionnl frmiui 1,nni•ty on th, ixp.yer e',.n
where the return h.s been fil,'d .'c-wihnto re,,si.-thle -a . A tuAp.yor who
filts his return even one day luit i.4 bjet .'ut a , cih~tanttl p intty heynnd the
rontemrlation of the fraud vur.,1%ty. Ftirthermor. li ,. to ho rrer r-red
now impos"s no are.ter manetinn on the taxpaver who frad,:hntly fails to F.a-
a return at all and thus has neither declared income nor r.,id .uy tax. He is met
with the assertion of the same i.enalty as the taxpayer who has, at leasu. tild a
re'umn, albeit delinquent.

This amendment presents an inlu'em.nt to the taxpayer who has not yet filed.
to comply voluntarily while under the present procedure. the taxpayer who fails
to comply is accorded the same treatment Us the taxpayer who makes tome effron
to do *o. Under prevent law the non-filing ta:'paytr may never .be discovered
nd even if he is discovered, he is no worse off th:.o if he had filed. Thus present
law fosters non-compliatce.

.Eliminating the parenthetical reference to ; 6211(a)(1)(A) in 1 6,3(e) (1) would
accomplish the same result as is intended in the amenIdrent augge~ted here. How.
eer, z4 bubstantial joion of the section's Com.r.ittee or C.vl and Criminal Tix
Penilties felt that the anterndmeot as now proposed is more desirable in that it
cives added inducement to voluntary filing. N.

For that purpose anod in order to conform with the reasoning in George I.
Still, Inc, 19 T.C. 1072 (193). an inducement is provided prior to t6e institu.
tiot. of an investigation by the ricee for the filing of delinquent returns. See
also. Charles F. Bennett, 30 T.C. 114, 123 (1958).

The proposed change would aL-o bring about rarity in the imposition of the
5"t negligence penalty in requiring its appliction to the deficiency rather than
the entire tax ilue in cases of late returns filed before notification.

Under the proposed amendment there would be no chance with respect to the
taxpayer who never file and whoe failure to file is du, to fraud wi.h the intent to
evade tax. There is also no 'hean3ge with respect to the "ax.ayer who files late and
after cotification of the delneliency from the Comrmiis-ioner. In both of the fr're.
going cases, the fraud penalty is compuited by takint 60 percent of the etire tax
tile rather than 50 percent of the deficiency. The propoul. however, would bar
the imposition of the W0, fraud penalty where a completely accurate and correct
retum is file,- late. hut before notiication. even if the lhatees, is due to fraud.

On the other hand. the proposed amendment gives the taxpayer who files late,
but volutarily, the same treatment with respect to penalties that it gives to other
taxpayrs, i.e.. the delinquency penalty i, measured. n the case of delinqutney
only, by the entire tax due, and in the cse of fraud, by the deficier.cy. Present
law achieves no purpose hy plarint the additional burden on a taxpayer already
faced with a substantial afraid penalty. The increase in this econcnic burden is
not justified in cam where he has made an effort to comply voluntarily although
delinquently.

This recommendation was prep-red hy the Section., Committee on Civil and
Criminal T.,x Penaltiee. To the extent of the knowlkce of the chairman of that
consmitt", no member of the committe,.has a client with a personal interest in
this recommendation.
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--Senator PACKWOOD. 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 onthis, 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-ofthe-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. Today, 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 people who use their services, this act is vitally important.

Mr. Chairman, we in the Senate are very much lUke members of the general
public in that we don't often hear of the problems of this nature experienced by
architects and engineers. While te-news often contains accounts of spectacular
awards doctors are forced to pay in malpractice cases, disasters such as the-collapse
of the passageways at the Hyatt Regency Hotel in Kansas City are very rare. Yet
this tragic event, in which over 100 people lost their lives, vividly illustrates the
potential liability that an architectural or engineering firm can face. A doctor's
liability 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
quite small compared with, for example, a chainsaw manufacturer who sells hun-
dreds 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 Council 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 during 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 projed,
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 f6r the major defendants fearing the
real potential-of a jury coming in with a verdict against them put together a
tentative settlement offer of $600,000 on behalf of all named defendants. Wen the
Minneapolis firm was approached for a $5,000 "contribution" to the settlement, they
originaly refused. At that point, the firm was informed that only those defendants
contributing would be discharqedas part of this group settlement, and that litiga-
tion would proceed against individual defendants not contributing to the settlement.
In order to save many times the amount in legal fees, the Minneapoli. engineering
firm reluctantly contributed $1,000 to settle A case about a construction Job 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 $2,500. 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 $2,500 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
would 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 service 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)
$25,000. 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 percent 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 Congress can
easily alleviate for them. Like all small businesses in this country, and perhaps
even more so, engineering and architectual firms are suffering under brutally high
interest rates- and a sluggish economy. I sincerely hope 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. When 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
settlement, paying another $1,500 or so in attorneys, fees, and so
forth, for $2,500 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
litigation.

The costs in the example I gave you were not borne by any
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
appropriate ways in the light of tax policy generally that we know
how.

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 wit-
nesses here this morning to prove the case.

Senator PACKWOOD. Gentlemen, go right ahead.

STATEMENT OF WILLIAM R. RATLIFF, PRESIDENT, AMERICAN
CONSULTING ENGINEERS COUNCIL

Mr. RATLIFF. 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 pretty 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.
ly thousands of unknown persons. And, as you know, the claims in
the Hyatt tragedy right now have totaled $8 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 car raise
their deductibles and increase their insurance coverage. Certainly,
they won't be be able to cover any $3 billion, but they can get
muck more coverage than they have now.

Thank you, Mr. Chairman.
Senator PACKWOOD. 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. RAThFF. I think it is what I just alluded to, and that is, the
insurance is -there; it is just that our potential upper limits of
liability are so far grieater 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.

W6are 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 PACKWOOD. Let me ask you this: This is not unrelated to
the bill we had in the Commerce Committee on product liability
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. RATmFx. 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 better Job, Even, though we
certainly can't cover the potential liability we have.

Senator PACKWOOD. 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 $500
or $1,000, health insurance would be infinitely cheaper than it is
today.

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 right. Obviously, we are here to
go on record to support 8. 1081, the Design Liability Supplemental
Protection 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 percent of all of the people covered by insurance
have had claims. So 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.

The 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 25 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, I 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 goes 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
recovery from anyone and everyone involved in a particular proj-
ect.

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.

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 PACKWOOD. Anyone?
Senator LONG. No.
Senator PACKWOOD. Dave?
Senator DURENBERGER. I wonder if the panel-are we going to

hear one more witness?
Senator PACKWOOD. I am not sure.
Mr. Guy. Yes, sir.
Senator PACKWOOD. 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.

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
which would otherwise have simply caused bankruptcy of our
firms.

With that, I will close my remarks.
Senator PACKWOOD. 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 licensingunder 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. Randy?
Mr. VOSBECK. 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-
scape 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
depeinds 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 PACKWOOD. Dave.
Senator DURENBERGER. One question to the panel, and I think

probably the chairman of the subcommittee knows the answers
b because of the chairmanship of another committee that he has

already referred 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. RATLIFF. 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 aignst 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 .Isurance
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
your comment on self-insurance earlier. I think what this bill does
is to really only put us on an equal footing from a self-insurance
point Of view. There are limits of contribution -that are in the bill
that really limit precisely what we can contribute with regard -to
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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 PACKWOOD. 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 problem, 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 PACKWOOD. Gentlemen, thank you very much.
[The prepared statements of-the previous panel follow:]
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OUTLINE OF

AIA/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 insurance.

* Client requirements.

Legislative Remedy -- S. 1081

* Sponsors of bill.

* Utilization funds and permitted~ses.

* Fund categories and contributions.

* Penalties for unauthorized distributions.

e Narrow scope for bill..

* Protection for trust assets.

9 Revenue estimate.

Justification •

* Design professions and built civilization.

Hake maximum use of A-E potential.

Conclusion

* Serious problems exist -- S. 1081 is a remedy.

* Congress can help A-Es and the public interest.

88-W 0-82-9
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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, and 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

The American Institute of Architects (AIA) is a national

organization comprised of approximately 38,000 members in some

11,500 firms employing an average of nine people each. The

American Consulting 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 private_-

practice. -

We and the other design professional organizations and their

member firms are a labor-intensive industry employing state-li-

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. While much of
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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.

Seventy-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 is a litigation-prone society. One of the most serious

difficulties facing design professionals is that of liability!

A-E firms experiernvlvery.ral and very frustrating problems with

liability claims and costs for protecting 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, regardless of size, experienced liability claims over the

past five years. This DHS study also found that as the size of

the firm grows, so does the likelihood of experiencing claims.

Two-thirds of the larger firms reported at least one claim during

the same five-year 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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These claims against A-Es are not always based upon alleged

acts or errors by design firms, but include increasing numbers of

third-party lawsuits where litigants attempt to collect from any-

one with even a tangential relationship to the project. Even

in cases-where 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'.

In a majority of such cases, the relationship of the case to

the architect or engineer in responsible charge is tenuous

rad many times removed.

For example, 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 suing 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,
they 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.
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We had not been in that area for 8 years Had nothing -
to do with any stakes being put in and as a result of
this discovery we were excused from the law suit. However,
we had to go through it until the discovery, take some
depositions, and run up legal costs in order to get ex-
cused from the suit."

To help protect themselves, design firms carry substantial

amounts of insurance. According to DHS, the average policy is

$449,000, with a deductible of $8,000. The costs of insurance,

the study revealed, are relatively more severe for smaller 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 believed 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 receipts.

The ACEC survey showed the average amount of gross revenues spent

for insurance was 2.4 percent, with firms of one to ten personnel

spending about three percent. While this percentage seems small, in

the context of profits averaging 5.3 to 11.8 percent of gross billings

this figure is significant.

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 generally a fixed cost for construction designers, while the

construction industry is highly cyclical."
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Outside of insurance coverage, there 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 businesses. Because the deductible applies to each and every

claim, multiple claims can dramatically increase the out-of-pocket

costs. In addition, many of the risks experienced by architects

and engineers fall outside 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 firm 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 every hour

spent by the attorneys.

The possiblity of liability claims does not end when a pro-

ject $s completed because many defects in a building or structure

may not be discovered until years after it is completed. Liability

coverage for design firms is written on a "claims-made" basis: in-

surance covers claims for errors, omissions or acts only during the

actual term of the policy. Consequently, design firms must maintain

insurance long after projects have been completed, even when their

members retire from active practice.
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In some cases firms could need coverage literally forever, .

since not all states have statutes of limitations!

Living with deductibles is another fact of life as design

firms seek to help control expenses. Per the ACEC survey, nearly

three-quarters of all firms of one to ten personnel responding

accept deductibles of between $5,000 to $10,000. Yet current

tax laws discriminate against those who accept high deductibles

to reduce premiums or to raise policy coverage. Monies now paid

into reserve accounts are not deductible as business expenses un-

til actually paid on claims, though payments on insurance premiums

are deductible.

The inequitable tax treatment of design liability insurance

expense is compounded by growing requirements of certain federal,

state and local government agencies that A-Es maintain specified

amounts of liability coverage as a condition of contract. 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 shocking finding by DHS that 24 perci.nt of the firms surveyed

have no liability insurance coverage. They are, to use industry

vernacular, "going bare". Some areas of the country 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 that some 46

percent of firms with from one to 25 personnel were uninsured.
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A-E firms "go bare" 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 so only because the firms may not have the means to settle

claims.

Legislative Remedy

The memberships of AIA, ACEC and NSPE wrongly urge passage

of S. 1081. Introduced by Senator Charles McC. Mathias and co-

sponsored 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 profession's li-

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 insurance, but to supplement it. Senator Mathias and

-his co-sponsors have crafted a legislative vehicle with which do-

s'fgn firms can accumulate reserves to settle legitimate Iiability

clsi-ms 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 indicated-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

insurance policies. They would then be able to increase their

upper limits or to stabilize premium costs.

S. 1081 defines two categories of liability problems and pro-

vides corresponding levels of trust fund deductions for them. Tax-

payers with "severe service liability insurance problems" are de-

fined as both those who are unable to obtain $1 million of liability

insurance and those who can obtain such insurance, but ornly at the

cost of a premium in excess of two percent of their gross receipts

for a year.

Those having "severe" problems would be permitted to make annual

contribut-ons limited to the lesser of: (1) five percent of the

taxpayer's gross receipts for the 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 average) from such activities, minus any amounts

already contributed to the account in prior years by the tax-

payer; or (3) $100,000.

All other taxpayers would be limited to deductions equal to

the lesser of: (1) two percent of the current year's 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 taxpayer will

be able to take an offsetting deduction. In order to discourage

and penalize unauthorized distributions from-trust funds (i.e.,

use of a trust fund for anything but service liability purposes),

a ten-percent penalty tax would be added 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. 1081 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 its assets. Service liability

trust fund assets may be invested only in United States securities,

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 cannot be invested in the business or the tax-

payer establishing the trust.

Should any concerns arise as to the 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 society are very important when Judging the merits of S. 1081,

we would be remiss in not offering our best estimate 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 ii-

abilty in their day-to-day activities. This gives rise to a ques-

tion we hear frequently --- what makes the level of liability ex-

posure higher for architects and engineers?
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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-ands there.

Even the lawyer - 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

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 architect's

or engineer's duty, and corresponding potential liability to hun-

dredr--maybe--ever thousands, of unknown persons is absolutely enormous.

That duty'and liability continues beyond design and, in fact, beyond

project completion. In states without statutes of limitations, it

continues indefinitely.

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 professionals has come t6 be

perfection. The public simply will not accept fallibility in the

design of high-rise buildings, water pv]ification 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-

facturers concerned with product liability coverage, insurance

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 dea-uctibres

and increase insurance coverage. And we believe they will.

But, more importantly, through implementation-of S. 1081's

provisions, the consuming public also gains a significant measure

of protection-that it does not now enjoy.

Design professionals are vital to all that is built for our

use. They create building space in which we work and live, de-

velop energy sources, create transportation systems, promote energy

conservation and 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 ideas and plans that will provide a better en-

vironment for all of us.

Conclusion,

We believe that serious liability problems threaten the design

professions and inhibit making maximum use of their capabilities.

Passage o f S. 108wi-ll 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 art in architecture and engineering. In an era of

growing scarcity of resources and rising costs the design community

is the key to energy 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 life. In the absence of this legislation, we might ex-

pect to--see a growing trend toward the practice of "defensive"

architecture and engineering -- blind reliance on outmoded tech- -

niques despite the fact that they have proven to be vastly ineffi-

cient in terms of resources, energy and labor use.

Mr. Chairman and Members of the Subcommittee, we thank you

for this opportunity to present our views on what we consider to

be a vital matter. We will be pleased to answer any questions.
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-. HasknsSils
1101 Fiteenth Street, N.W
Washington, D.C. 20005(202) 862-3500
TWX 710.822-9289

President July 30, 1980
The American Institute of Architects -

1735 New York Avenue, N.W.
Washington, D.C. 20006

President
The American Consulting Engineers Council
1015 13th 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/engineerlng 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 a 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 1961 is $50 million. However, we esti-
mate that within five years $32.8 million 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 Inst-- .
tute of Architects and The American Consulting Engineers Council.

Very truly yours,

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 firms)
with the high cost of maintaining professlQnal 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 utility of federal leg.Ilation -that would permit A/E firms
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:

4 Profile of the A/E profession.
0 Nature of the professional liability problem.
0 Views on the proposed legislation.
0 Estimate of tax savings.

The report also includes a description of the survey population 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 5135,000. Seventy-nine per-
cent reported fewer than 20 employees and an average gross- billing of
5447,000.

The corporation was the predominant form of firm responding (48 per-
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-
suits in order to present the results fairly. The responses of the

- 10 largest firms are presented In Exhibit C.

-1-.
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Nature of the professional Iliability problem

Over one-third of all firms reported at least one liability claim dur-
Ing the past five years, Analyzed further, we found that two-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
liability 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 ofthe firm increases.
For smaller firms, with one to nine employees, insurance 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 beliie 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 ,iot carry liability Insurance reported
that its high cost was the major utason for not carrying it. Only 9
percent said they did not have Insurance because professional liability
was not a concern.

Views on proposed legislation

Over two-thirds of the firms surveyed indicated that they would be
likely 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 utilization of the pro-
posal were the smaller firms with one to nine employees.

Many firms reported that they would set aside significantly 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 their
policy.
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Estimate of tax savings

ft Is estimated that mernbrs of the A/E profession will save approx-
Imately $50 million in federal Income taxes for 1-981 by establishing
professional liability trusts.

DETAILED ANALYSIS

Survey population and responses

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 sampiq 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 8, 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-
bet of full-time employees and average annual gross billings, were
higher than previous surveys had found. An investigation of the indi-
vidual replies disclosed that there were 10 firms, five architectural
and five 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, tie information received from those
firms has been ~rcuded from all tables and information presented in
the text of this report.

Profile of the profession

Form of organization

The following table gives an overall breakdown of the business form of
the firms replying to the questionnaire.

-3-
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Table 1

FORAt OF BUSINESS OAGANIZATICN

Proprietorships

Overall I I Architects I Engineers

35% 41% 181

Partnerships 16 21t. 6

Corporations 48 37 75

Other 1 1 1

Corporations are the most predominant business form,
the engineering firms. However, most architectural
themselv-es as proprietorships, with corporations the
c ate gory. I

particularly for
firms classified
second largest

Numbers of employees

To give an indication of the size of each firm, the quetionnaire 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 FIAS

Size of F i rm Percent of Firm
(number of employees)

1 -9 69

10 19 16

20 -29 6

30 -199 9

Total 100

The large majority of firms have few employees. Sixty-nine percent have
one to nine employees and 8s percent have fewer than 20 employees.

These results closely parallel 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 shows that 75
percent of member firms have fewer than 20 employees and 63 percent

-4 -
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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 SS 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 Interior planning and some type of engineering service in ad-
dition lo 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, S1 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 aver*.jed to obtain an average
annual gross billing for each firm for the five-year period. The re-
sults were then summarized by firm size as shown in the following
table.

Table 3

GROSS BILLIONS BY SIZE OF FIl44

Film Size Average Annual Annual Cross
(nwrber of employees) Cross Billings OfBIIng Range

1 - 9 S 135,000 S 1,000 - 51,400,000

10 -19 447,000 87,000 - 1,38S,00 0

20- 29 722,000 175,000 - 1,462,0001

30 , 199 1,440,000 384,000 4,900,0001
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
-firm In terms of full-time employees, the higher the average annual
gross billings.

The average annual gross billing for all the firms replying to the
survey was $3S0,OQO, reflecting the predominance of firms in the one
to nine employee category.

-S-
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Nature a# professional liability problem

Claims history

Of the total number of firms replying to the questionnaire, over one-
third have experienced liability claims. The following table reflects
the percentage of firms experiencing liability claims.

Table 4

PERCBTAGE OF FIRAS EXPERIENCING LIABILITY
CLAIMS BY SIZE OF FIIA

Firm Size Percentage of Firms
(number of wiloyees) Experlencing 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 nine
employees.

Firms were also asked how many liability claims they had experienced
during the past five years. The following table summarizes responses
by Incidence of claims for the five-year period for firms that have
experienced liability claims.

Table S

-INCIDENCE OF CLAIMS BY SIZE OF FIIW
FOR FIWIS HAVI1C CLAIMS

No. of Claims experienced In the past 5 yr. periodI
Firm S$ize at .it at at

(no. enwPees) least 1 least 2 least 3 least 4 5 or more

1- 9 100% 34% 10% 5% 2%

10 - 19 100 47 21 8 s

20 - 29 100 53 21 10- ]
30. -199 1100 67 SS 32 30 -

-6-
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Generally, as firm 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 wlthlclalms experienced
more than four claims during the same period. However, no firms In the
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 /A(XNT OF CLAIMS EXPERIENCED BY FIIrtS WITH CLAIMS

Average Dol lar Arnount
... Firm Size of Claims Over the Past
(nunter of w~loyees) Jive Year Period

1 - 9 S 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 havi-ni liability c€atms were asked how much they had paid In legal
fees relating to those claims over the past five-year period The an-
swers to this question were stratified by size of firm and are pre-
sented In the following table. -

-Table 7

LEGAL FEES BY SIZE OF FINt

Firm Size Average Legal Fees Legal Fee Range

(niamber of ev..loyees) for Past 5 Yr. Period for Past 5 Yr. Period

I 1 9 S. 000 s2,000 - I 3,000

10 - 19 8,000 1,.000 - 26,000 ,

20--29 8,000 1,000- _4.0001

30 , 199 20.000 1,000 - 130,000
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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 firm.

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 firms
carried the insurance because of client requirements.

Firms carrying liability 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 58,000. Only 12 firms reported cov-
erage In excess of $1 million. In the case of premium costs, the re-
plies were bi-.ken down by firm size and compared with average .annual
gross billings. The following table reflectrthe results.

Table 8

COIPAR I SNS
AVER CE PREMILMS AD

TO COSS BILLINGS BY SIZE OF FIIFN

Firm Size Average Cross Preniurns/

(no* wnloyees) Average Pre !urn Billings Billings

1 ,9 S 49000 S 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 billing ratio Is experienced by firms in
the one to nine employee category, the smallest In size. Then, as firm--
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--
pay In excess of 2 percent of their gross receipts for insurance pre-
miums. For the smallest firms with one to nine-wnployees, premiums
reported 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 their view on its
present cost. SeVenty-three percent of the firms believe that Insurance
premiums are very high, 22 percent believe them to be somewhat high,

* 8"
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and 5 percent believe them to 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 at least somewhat high.

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 said 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 currently 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.

Views on proposal

Firms that would use ioposal

Firms were asked whether they would be likely to establish a tax-exempt
liability trust to partlilly or fully self-insure against liability
losses. A detailed breakdown of their responses Ii given In the follow-
ing table.

Table 9

VIEWS ON PROPOSAL

Size of Fin Percent Likely to

(no. Vployees) Utilizi Trust

1 - 9 62

10 - 19 77

20 - 29 -87

30 - 199- 78

///////////////// //////////I1,

For all Firms 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-
perlencing liability claims, 76 percent said they would use the pro-
posed trust. - Sixty percent of those that. did not have a history of
claims said they were likely to use the trust, Thus, there Is a high
acteptance of the proposal regardless of a firm's claims history.,

.9-,
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Fifty-six percent of those firms that do not carry liability Insur-
ance at present favored the proposal; over two-thirds-of those that
said the present cost of their insurance Is very high indicated they
would probably use the trust.

Firms that would not use the proposal

Those who replied 'no' to establishing a professional liability trust
were asked to rank their reasons in order of importance A ranking of
'an*' 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 likely to establish a professional liability trust voting
for that particular reason within a ranking.,_

Table 10

MALYSIS OF VdY FIRMS VCULD NOT
USE A PROFESSIONAL LIABILITY TRUST

SoRankin f Reasons by Fims
Reasions for Not Establishing Not Likely to Establish

Trust a Trust -. .. .. .. . . . .. .. .1 ' 1 2 1 3 ... 1 4
,- - -1* .... ~

Professional liability not a concern 6% S% 5 10%

Prefer camvercial liability ins urance 12 18 16 13

Could not afford to set aside funds 49 24

Tax benefits not sufficient incen-
t lve 10 32 27 20

Tax penalty on unauthorized distri-
butions 12 8 19 20

Pennisslble Investments for funds
not acceptable 1 7 22 23

Other 10 6 3 7

The major reason for firms not using the proposed. trust .15 that they--
cannot afford to set aside the funds. Preference for commercial lia-
bility Inurance and the tax penalty on unauthorized distributions rank
as the second most important reasons for. not being likely to use the
trus; . A signilficant percentage of firms Indicated as their 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 reason was that professional liability was not
a concern. The limitations on Investments only 'became slgniftdant
as the third oi fourth reason for not being likely to, establish a
trusts

10
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Amount 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" 10,000 per firm. The replies
from thee 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 allows.

Table 11

AVERAGE AMOLNT TO BE SET ASIDE AN4D CWIPARI SON
TO CROSS BILLINCS BY SIZE OF FIRM

Average Mount T Percent of
Firm Size Average Annual AWould Set G:ross Billings

(no. employees) Cross Billing As ide Set Aside

1 - 9 s 13sooo S 4,500 1 3.3
10 -19 447,000 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 ii 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 sufficient to cover their needs.

Action to be taken on insurance coverage

Firms in favor of establishing a professional liability trust were
asked what they would dowith their present insurance coverage. The
following table summarizes their replies.

Table 12

INDICATED CHACES IN INJRANCE Q)VERHAE "

Actions With Regard to Present Percent
Insurance

Raise deductible 58

Raise policy limit. 19

Lowr policy limit 12

Discontinue canerclal coverage 11

M 11 0,
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Most firms (58 percent) would raise their deductible amount. Raisin&
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-
tain their present insurance policies, while altering their terms,
rather than discontinue their insurance coverage altogether.

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 deductloqt that
would otherwise be allowable in the future years when the losses and
expenses are actually incurred. 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 $S0
million tax deferral will be terminated as it Is used to pay liability
claims within the first five years of the proposa-l's existence, Fur-
thermore, based on the history of legal fees paid as reported in the
survey, it Is estimated that S7 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.

-VALU-f-T-I 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 Impotance 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 tag-exempt professional liability trust. 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 firm
that indicated an interest in the proposal said that their contribu-
tlons'-would satisfy their liability needs, although only, a small per-
centage said 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

May 9, 1980

Dear Member:

The high cost of maintaining professional liability insurance is a
concern shared by many firm 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-
fession 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 potential 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
backing for our legislation, Your prompt response is essential
to the success of our efforts.

4 11. ICAO Ve~Dtg 6ICKII I Mw .%A optAnm nl r w
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To ensure the confidentiality of the information your firm provides
questionnaires will be returned directly to Deloitte Haskins & Sellsfor tabulation. In no case will specific date from firms be dissemi-
nated.

We think the time It will take you to complete the questionnaire willbe well spent, We know it will help us better serve you and other
members of our profession. Because you are part of a selected
sample of architectural/engineering firms, it is important that
you respond.

We ask that you please return this questionnaire directly to Deloitte,
Haskins, & Sells, 1101 Fifteenth Street, NW., Washington, D.C. 20005no later than May 30, 1980. A self-addressed, business reply envelope
is enclosed for your convenience.

Thank you-for your cooperation.

6?LL
Charles E. Schwing, FAA
President
The American Institute

of Architects

President
The American Consulting

Engineers Council

88426 0.42-Il
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S
THE AMERICAN AMERICAN
INSTITUTE OF CONSULTING
ARCHITECTS ENGINEERS

COUNCIL

DESIGN
PROFESSIONALS
LIABILITY STUDY

AIA/ACEC PROFESSIONAL LIABILITY SURVEY

Description of Firm

1. Form of firm

-_ proprietorship

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)

4. Annual gross billings of your firm for each of the last
five years (please estimate if necessary)

1979

$ 1978
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$ 1977

$ 1976

$ 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 coercial insurance company?

Yes No

If yes, is it carried because of client requirements?

Yes No

If not, why not?

too costly

,not able to obtain desire coverage

professional liability not a concern

other (specify)

6. 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? $

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 limit of policy coverage

1979

1978

1977

1976

1975
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8. Amount of deductible

1979

1978

1977

1976

1975

9. Amount of annual premium

1979

_______197&....

1977

1976

1975

10. Do you feel the present cost of your firm's liability
insurance is:

very high

somewhat high

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

1977

-1976

1975

12. Amount, disposition, and cost of claims to firm and insurance
carrier duringthe past five years (Please include all claims
whether or not settled.) If necessary, attach a schedule.



161

-4-
Year of Amount of Hethod of Amount of Paid by Paid by
claim claim settlement settlement firm insurer

$_____.... __ $___ ..... $...
$ _ _ _ _ _$__ _$ .... _

$__ __ _$__ _$ .... _

$ _ _ _ _ _$__ __$_________

$__ _ _ _ _$___ $ $_ _

13. Estimate of legal fees paid by your firm to resolve liability
claims for each of the past five years:

1979

1978

1977

1976

1975

14. Has your firm ever experienced a liability loss that exceeded
taxable 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 Attaclent 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 )lability
trust as described in Attachment 1 to partially or fully
self-insure against liability losses?

Yes No

If not, why not? (if more than one reason applies. ploose
rank in order of Importanno uslne 1 to indicate the most
important reason, 2 for the next Important, etc.)
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professional liability 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 (specify)__________ ____

If 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.

16. What amount do you think your firm would contribute annually
to a tax-exempt liability trust withinn the allowable limits)?

$__ __ _ /

Do you think this amount would be sufficient to cover your
professional liability needs?

Yes No

17. 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?
(check all that apply)

__ _no coercial coverage at present time

discontinue-commercial coverage

lower policy limit

_______raise deductible

raise policy limit

other (specify)
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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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Attach.ent 1

Su ary of Professional Liability

Legislative 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

expenseS,such as attorneys' fees, incurred in defending or

settling suckiclaims. Each firm wouldbe permitted to establish

a trust into which the funds would 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 earned on the trust

investments would be tax free. All funds withdrawn from the

trust would be taxable. However, if a firm used trust funds

to satisfy liability claims or associated expenses, it would

receive an offsetting tax deduction. If it used trust funds

for other than liability purposes-, a substantial penalty would

be imposed in addition to the regular tax. In addition, if

controlli-ng 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 accumulation 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.

k , °''-.
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The amount of a firm's annual deduction would be deter-inod

by the severity of Mts liability insurance problem. 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 5 percent--

of the current year's gross receipts from services or $100.000.

This deduction would be permitted until the firm accumulated

ajI&nd 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 fun4-equal 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 _ith Severe Product Liability Insurance Problem
Insurance Premium for $1 Million of Coverage

Exceeds 27. of Gross Receipts

Gross
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 receipts

15 of average
gross receipts

Firms with Non-Severe .Product Liabilitv Insurance Problem
(Insurance Premium 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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Exhibit B

Summary results for respondents excluding ten largest firms

Total questionnaires returned

Firm profile

Proprietorshtp

Partnership

Corporation

Other

N

Full-time employees

Annual gross billings

Projected 1980 annual
gross billings

Claims History

Firms with liability
claims

Firms without liability claims

Number of claims-experienced
over past five year period

"Lefal fees over past
f ve year period

Number of firms ex-
erieneing liability
oss reader than 0
taxabe income

5 88

-No. Firms %

204 35
97 16

281 48-

6 1

No. Firms 7.

194 34

381 66

1I 25 ...
No. Firms Total Average.

173 $ 1,391,000 $ 8,000

LI14IZZ

o. Firms Total Average
550 6,441 12

576 $201,669,000 $350,000

555 $274,166,000 $494,000
1 .1,,
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Claims history ,continued

Amount of claims over
past five year period

Insurance

Carrying liability
insurance

Because of client
requirements

Reasons why firms do not have
insurance

Too costly

Not able to ob ain desired
coverage

Professional liability not
a concern

Other reasons

Firms setting aside
creating reserves

Funds or reserves
set aside

funds or

No. Firms Total Average
146 $103o522,000 $709,000

No. FirmsF22F7
No. Firms Total Average

17 j $ 166,000 $1,o000
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Insurance. continued,

Policy term-: No. Ft.
Annual upper limit 452

Annual deductible amount 452

Annual premium amount 444

Views on present cost of insurance

Very high

Somewhat high

Moderate

Somewhat low

Very low

rms Total Average
$203,167,000 $449,000

$ 3,801,000 $ 8.000

$ 4,370.000 $ 10000

No. Firms %

324 73

96 22

25 5

Views on proposal

Would establish a lia-
bility trust,

Major reason for not establishing trust

Professional liability not a concern

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 % %

13 6

26 12

100 49

20 10
25 12

2

20 10
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Views on proposal, continued

Amount firms would
contribute'to trust

No. Firms Total Average

361 $ $3,481,000 $10,000

Is this sufficient
to cover liability
needs

(

Actions with regard to present
insurance

Would discontinue commercial
coverage

Lower policy limit

Raise deductible

Raise policy limit

No. FirMs

40 11

48 12

220 58

74 19
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VIEW ON PROPOSALS

Would establish liability trust 80I
Amount would contribute (in total) $ ''125,00.0

Would discontinue commercial insurance
coverage Nil

Would raise amount deductible 63%
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Estimate of Tax Savings
Mathodology

Exhibit D

The estimate of federal income tax savings to be derived by the A/E
profession from th' professional liability proposal was made on- the
basis of .the survey results, published statistics-of 'Income, and other
data and gssumptions 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 liability trust and the
amount they can be expemed to contribute to such a trust. These data
were stratified by firm size -and projected to the entire population
of A/E firms eligible to establish a professional liability trust. 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
firms we-e 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

ACEC 1981 PROFESSIONAL ABILITY STATISTICAL REPORT

The data ii this report wre compiled from an ACUC membership survey undertaken in
July. SiJr data, developed from surveys from the pst two years, hive been In-i
cludd cmqrisOns wre possible. iACs Labilit, Colttee wshs to
epresitst s t respondents. In 1979 there were ISO6 responses, 170$ in

This yer the questionnaire was expanded and the resulting date are Included in
tbies that give Informtion both by fields of practice and size of fire.

So that you can compare your practice with the survey, here is how the fields of
practice are defined:

Civil: Firms that practice general civil engineering special-
izing In environmental municipal or transpoerttion.

No. of firms in category: 6$4
% of all responses: 42%
Median staff site: 19

Mechanical/Electrical: Fims, practicing only electrical or mechanical engineer-
ing, or both.

No. of firms In category: 302
S of all responses: 221
Median staff size: 9

Structural: Firms that practice only structural engineering.

No. of firms In category: 203
Z of all responses: 151
Median staff size: 6

Geotechnical: Firms that practice only gotechnical engineering.

No. of fIrms in category: 51
X of all responses: 4%
Median staff size: 21

Architectural Engineering: Firms that practice architecture and two or more
.- engineering disciplines.

No. of firm In category: 180
S of all responses: 131
Median staff size: 49

Others; Firms offering se'rlces in disciplines or combination
of disciplines other thin those above; acoustical only;
mechnical. electrical and structural; surveying only.

No. of firms in category: 6S
I of all responses: s%
Median staff size: 9

The number of responses by size of firms are as follows:

EW-oy[rs WMEN I DMoys "M o

1- 321 23 2 .100 30 21
6- 10 256 20 101 - So0 97 7

1I -l 26 34 27 Over SO0 23 2

88-186 0-82--12

FILE 30
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DIC
CNA
Northbrook
INA
Other Carriers
Uninsured

Insurance Cost as a Percent
of Gross for Insured Fires

Requested more than One
Quote last yer

Changed Carriers during
year

1979 1900 19211

3"5 5 37%
16 16 19
18 16 14
1 4 4
9 9 13 "

17 15 13

2.9% 2.6s 2.4%

405

10%

UPPER LIMITS Of LIA8L.ITY

501

125

625

I15

INSURE 0 ,-
,1979 1960 1981

Under $100.000 N.A. 2% 1%
$100,000 - $20.000 N.A. is 19
$2S0000 - $500,000 N.A. 23 20

SOO,000 - PI million N.A. 6 0 2
$1 million - $10 million N.A. 23
Over $10 million N.A. N.A. 2
Raised Limits 9 15% 16S
Lowered Limits 3% 3% 25

PEOUCTIRLE INSURED FIRMS
1979 1980 1981

Under $5000 25% 32%
HO00 - $10.000 44 39
510,000 - $25,000 17 19 17
$25,000 $100,000 12 12 10
Over 100,000 N.A. N.A. 2
Raised Deductible . 111 115 105
Lowered Deductible 25 35 25

CLAIMS INFORMATION - ALL RESPONDENTS

1979 1960 191

Claim made during year 489
Claims per firm ratio .31
Claims Pending 809
Claims pending per firm ratio .S2
Avrage amount of pending

clarm Ni.A.
Total claims resolved 188
Resolved out of court N.A.
Resolved by court Judgment N.A.
Resolved by arbitration N.A.
Average cost per-claim

resolved $22,975

71) 530
.42 .36

1212 948
.71 .67

NA. SI3,S0
419 183
328 163
6S 11
28 g.

-2.3,489 $2S.62

2



INSURANCE DISTINIUTION IV SIZE OF FIRN - 1981

RM LR. I IM - 2w U ulsyr,

1-5 371 121 131
6-10 42 13 15

11-25 38 19 14
26-100 38 25 11
101-50 16 44 14
Over SOD 18 44 4

All Firms
Average 371 191 141

21
4
6
4
7

101
1112

1?
30

21
IS11

2
4

41 131 131

INSURANCE DISTRIBUTION BY FIELDS OF PRACTICE - 1381

IC M 11 - iri 9M Unsiro
311
42
63
29
23
26

22116

10
8

34
11

131
20
10
is
13
12

51
3
2
7

131 161

19 31

37% l9 141 4% 131 131

0EOUCTIBLES SY SIZE OF FIRM - 191

S.000 or 5,01

1-5
6-10

11-25
26-100
101-500
Over S0

All Firms
.Average

721
45
22
6
3
S

231

57
37
4

10.001 25,001 Over

31
4
17
38
22

121

3
Is
57
27

11

14
66

321 39 161 101 3%

DEOUCTIBLES BY FIELD$ OF PRACTICE - 191

5.000 or S.001 10.001 2S.001 Over
Mes 10o0o Z5.00' o0I0o.o 155.w0
27%
47
42
11
10
46

381
41
51
It
31
33

201
9
6

47
24
19

13
2

2623
2

1

S
12

321 39 161 101 31

- - IU*OIkAL LIABILITY **IrTTIE M6

3 -

Civil
WE
Structural
Geotechnical
A/E
Other

All Fields
Average

Civil
WE -

Structural
GeotechnicalA/[
Other

All Fields
Average

.. .less ]lsOo Z5,00W 1OO00 IOo

I I I I II
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LIMITS Of COVERAGE IT SIZE OF FIRM - 1961

VU 990Q W-0oo moo-oM 1.ooo.oo . oyr

1- 21 405 26% lil
6-10 1 27 28 16
11-2f 1 14 26 * 1
26-100 1 5 8 2857 1
101I-00 1 2 6 00 9
Over SaO 5 32 43

All Fims
Avers" 1% 191 201 IS% 331 2

LIMITS OF COVEIAll SY FIELDS OF PRACTICE - 1il'1
ker 19900, HUM , 000 00 000 - OveOO0 ~ r

I '"QW 14TOOM 41 POW l.OOSjOO IUSUM~gP OUM.

Civil 21 is 191 225 37 21
WE 1 27 27 25 20
Structural 20 24 3* 24
Giotechntcal 16 3 32 47 2
AE 2 13 20 2 i
Other 34 16 23 2S

All Fields
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Senator PACKWOOD. 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-NAES. 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 one-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
problem in product liability insurance made by the Interagency
Task 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-
ury Departirient earlier in--this hearing.

In place of the special deductions Tor 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 askeH to consider a resolution-in support
of the legislation, and that resolution failed of passage.

There are no compelling policy reasons which would justify de-
parting from the wel!-establishedrule denying deductions for self.
insurance reserves. Th availabilityof coverage i n longer a
problem. The number of carriers writing architects and engineersliability"' insurance has increased since. 1974-75, the peak of the
-iderwriting crisis, and it is difficult to imagine that a design firm
would be u'nable-to obtain one or more quotes for coverage. In the
current- mar tthe-more reasonable explanation for firms going

.... arsi!M without insurance-is a conscious decision to risk
_anadverse judgment rather than pay the cost of insurance. -

it is ftrue that the cost of liability insurance, which we under-
standto be the-principal concern of architects and engineers, in-
creased in the early 1970's and peaked in 1974-75. 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 f claims increased and the
trends changed, underwriters were forced to raise premiums.

As th-Vintroduc1.y statement to S. 1081 pointed out, between
1969 and 1979 liability premiums paid by architect and engineers
rose from $25 million to $175 million. During the same period,
payments by' insurance companies shot from an estimated $12 Mil-
lion to $285 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. Rates for profes-
sional liability have been stable for the past 4 years. The, under-
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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 alternative bids in order to obtain the
loWest 'rate. -jublished statements of brokers and design profession-
alb 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 have 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 underWrit-
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, depending upon thd 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 blief that a tax de-
duction for self-insutance 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 insurancehas 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.

Finally, it is important to remember that the increases in theinsurance 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 advocatig a special tax deduction for pinge, narrow
interest groups, the proponents of. this legislation woul-d be betteradvised to work wt representatives of manufacturers, insurers,
and other groups active in product liability legislation, in their
current consideration of reforms of the liability system.

'Senator PAC~wOOD. Mr. Duval. -'

STATEMENT OF J. SPRIGG DUVALL IV, PRESIDENT, VICTOR, 
SCHINNRRER & CO., INC. WASHINGTON, D.C.

Mr. DuvALL. Thank you, Mr,• Chairman. I have submitted a
written: statement. I would -prefer to respond to some of the' objec
'tions that I have- heard raised to the bi in, the interest of tie
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Senator PACKWOOD. I think that would be a very wise use 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 25 years this coming February., It has beewmy entire
business careerI in- fact. So we feel we have the data and the
knowledge of tie risk to speak as experts in this field.

I have heard today four, it seems tome, at least superficially,
reasonable objections to the bill; however, I use the word "supeWi.
cially" advisedly.

First of all, to answer your question, Senatori 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
deductible. There are minimum deductibles ;imposed of at least
25--

Senator PACKWOOD, What do you mean when you say "they are
mandatory"?

Mr. DUVALL. No insurance company will insure.
Senator PACKWOOD. But not imposed by law, though.- You are

sayng this-is a matter of custom in the writing of the insurance.
Mr. DUVALL. That is correct. The smallest one-man firm must

carry at least a $9,000 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 insurance programs
for assoCiations today do contain within themselves that same abili-ty. The difference is that the insurance company is able 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 th6 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 the 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.

Second, the larger the firm, the larger the income the more
frequent the claim n against that firm that would have to . paid out
of this so-called selfinsurance fund. Therefore, that objection in
fict has no validity in terms of the real worId t whichthese'

- professionals are practicing. , , -_.* I
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, Thi#
type of plan is most effective and most useful where quencyyithe problem. Referring again to our 25 year of experience and the
fact that we have insured the ma.ity of-the risks over that period
of time, and in some phases of the 25 years we have been the only

Ansurer, I believe our data-is probably the most accurate. Frequen-
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cy is the problem for this particular class. There is no other profes-
sion in which the freq-uency of claim per 100 insured 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 frequency of claim that ap-
proaches that of an architect or engineer. So it is a frequency
problem and, therefore, it is most appropriate to solve the problem
in this fashion.

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
businessmn-on.
'We happen to also provide insurance for lawyers, for doctors, and

fror hospitws; so we have a working knowledge of their risks as
opposed the degn 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 intangible type of financial loss. There is no
property damage, there is no blood, there is no death. But, still, it
is limited to a small number of potential claimants, and it is a
relatively direct, measurable exposure.

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-
trophies, greater than a doctor's. They have-the intangible finan-
cal 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 itse f 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 PACKWOOD. Thank you very much.
Ms. Viehe-Naess, do I pronounce your name right?
Ms. VizmE-NAss. That's close.
Senator PACKWOOD. All right.

.. What is the tax status in-the -workers compensation field for
those companies that self-insure in States that allow self-insur-
ance?

Ms. VIIHE-NAEsS. My understanding is that they would not ordi-
narik receive-a deduction in the year in which amounts are set
" side, only in the year in which amounts are paid out in claims.

Senator PACKWOOD. But then they would get the deduction, And
-do they get the deo!uctto only to the amount of the claim,, or

what? -
Ms. IVImE-NAss. Yes,, in.the amount paid out in the yearn

Which the payment occurs. ye
Senator PACKWOOD. I am curious. If you would, comment" n Mr.

Duvall's statement that you cannot buy a policy without a deduct-
le, and in-some cases a rather high deductible. "_
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Ms. VIzHNA Ess. My understanding is that that statement
would only be accurate. I have no personal experience.in shopping
for a policy, but that seems to be the practice in this. particular
line.

Senator PACKWOOD. So if that is the practice, why should these
professions, at least, be denied the opportunity 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 once the wall is breached there will be no limits, as
a practical matter. .
"' Senator PACKWOOD. Now wait. You lost me there. What do you
mean "ifthe wall is breached, there will be no limits"? If we write

--limits into the law, that is the limit.
Ms. VIEHE-NAEss. But there is going to be extreme pressure to

continue and expand.
Senator PACKWOOD. Well, yes. But that is true of all laws at any

time. What you are saying is, if they are only limited to what they
are asking for in this- bill, that wouldn't be too bad; but you think
that is just the opening wedge.

- Ms. VIEHE-NAESS. That is a principal concern.
Senator PACKWOOD. Dave.
Senator DURENBERGER. I wonder if Ms. Viehe-Naess would re-

spond to the frequency-severity issue, once again, in light of what
Mr. Duvall has said.
I Ms. VIEHE'NAESS. My data is not consistent with his. What7l
have-learhed from actuaries is that severity is the principal prob-
lem.

Senator DURENBERGER. You don't question his bona fides?
Ms. VIRHE-NAESS. Absolutely not. I am sure he means well, and I

am sure he has done his best, but our data is not consistent.
Senator DURENBERGER. All right.
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 coyer-
age. If somebody has a $1 million coverage, they might increase it
to $5 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. VIziE-NAEss. The statements in their testimony that they
would increase insurance coverage if they had the tax deduction
arm not consistent with other statements and some of the submis-
sions f rom private consultants which show that this is a profession
made up of small firms with severe cash flow problems. I don't
think they could afford to increase their coverage.

Thoy, themselves, have talked about the severe problems of cash
- flow and the fact that they are very sensitive to bu ess cycles and

to construction cycles.
SPXenan PR SGER. But, all other things being equal, the

propositiri is qn accurate proposition, is it not?
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Ms. VIEHE-NAEms. 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 PACKWOOD. Thank you very much. It was a very inform-

ative presentation on both of your parts.
[The prepared statements of the previous panel follow:]

/



184

Ak AMERICAN INSURANCE ASSOCIATION
1025 Corncft Ave,.. N.W
Wohngton, D.C. 20036
(202) 2034010

TESTIMONY OF BRENDA R, .VIEHE-NAESS
TAX COUNSEL

AMERICAN INSURANCE ASSOCIATION

ON S,1081, DESIGN LIABILITY
SUPPLEMENTAL PROTECTION ACT

BEFORE SUBCOMMITTEE ON TAXATION & DEBT MANAGEMENT

OF THE SENATE FINANCE COMMITTEE

NOVEMBER 6, 1981

WILLIAM 0. BAlLE. vice CHAIRMAN WAVERLY 0. SMITH. Vice CHAIRMAN ". LAWRENCE JONES, Pol~toworJACK MOSELO.., ¢mmMJUmW



185

SUMMARY OF TESTIMONY
ON S,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 95th 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 toddy, viz., a tax subsidy for
self-insurance of a deductible is neither efficent nor appropriate; 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 firm.

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 continuing 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 firms. It is doubtful that a substantial portion of their member
firms could take advantage of the deduction. Large businesses w pro-
fessional firms can self-insure and are already doing so in architects'
and engineers' professional liability and other lines without tax deduc-
tions. .Small businesses 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 changes in the tort
law. 'these problems could be addressed more effectively through
revision of the liability system than by providing a special tax
deduction for a single group of professionals.
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TESEHI N S.1081
DESIGN LIABILITY

SUPPLEMENrAL PPUMICN ACT

Mr. Chairman and Members of the Subcoumittee:

I am Brenda R. Viehe-Naess, Tax Counsel of the American Insurance

Association, a trade association representing 150 stock propfity-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.

Q)JGRESS HAS CONIDERED AND REJECTED EARLIER EFFORTS TO OBTAIN A TAX DEIIN
FOR SELF-INRANC OF PIXU LIABILITY UM.

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 one of several recommendations

for relief of a severe underwriting problem in product-liability insurance

made by the Interagency Task Force on Product Liability, a study headed by

the Department of Commerce. After further consideration, Commerce Secretary

Juanita Kreps announced on July 20, 1978, that the AdministrationA had deided

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 and
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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
comercial 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 ....

The 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

ssociation was asked toconsider a resolution in support ot-legislation which

provided tax incentives for the creation of self-insurance trust funds for

product liability losses. That resolution was disapproved by both the Section

of Taxation and the Section on Insurance, Negligence, and Ccensation Law.

- MERE IS NO AREAS. TO DEPART FROM LCa-SrANDING TAX POLICY DYING A IDJrION
FO)R SELF- INSURAC.

We believe that the considerations of tax and public policy which led

to the rejection of the proposal in 1978 apply with equal force today and

that they require that the legislation proposing a special deduction for

architects and engineers be rejected as well.
It is a lonr established principle of the tax law that mounts are not

deductible trder 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. Sl.466-1(c)(1)(ii) and §1,461-1(a)(2). Reserves set

aside for anticipated workman's compensation claims and other self-insurance

have consistently been denied a deduction. Rev. Rul. 60-27S, 1960-2 C.B. 43.

Spring Canyon Coal Co. v. Cctm'r, 43 F.2d 78 (10th Cir, 1930) cart. denied,

284 U.S. 654 (1931). Thriftimart, Inc. v. Comm, S9 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. Comm'r, ante. Payments to a wholly owned

insuranc& subsidiary - a "captive" insurer*- have also been disallowed where

the court found that risk-sharing and risk-distribution did not exist. The

Carnation Co. v. Comm'r, 71 T.C. No. 39 (1978). See also Rev. Rul. 77-316,

1977-2 C.B. 53.

There are no compelling policy reasons which would justify departing from

the well-established rule denying deductions for self-insurance reserves. The

availability of coverage is no longer a problem. The number of carriers

writing arhittectsrand engineers professional liability insurance has increased

since 1974-75, and it is difficult to imagine that a design firm would be unable

to obtain one or more quotes for coverage. In the current market, the more

reasonable explanation for firms "going bare" - operating without insurance

is a conscious decision to risk an adverse judgment rather than pay the 6ost

of insurance.

It is true that the cost of liability insurance, which we understand to

be the principle ccen of architects and engineers, increased during the,,"

early 1970's and peaked in the underwriting crisis of 1974-7S. ;These increases
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were the products of changes to the tort law which led to a substantial in-

crease in the size of court awards as well as an increqe in the number of

claims. As the size of-claims and the trend of claims changed, underwriters

were forced to raise premiums to meet rising claims costs. Yet, because the

increase in premiums is attributable to changes which occurred in tort low

and in the pattern of judp-ents 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 wtreasoneble 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 Desizn Construction for January, 1980, "payments by insurance

companies for building-related casualty claims, including property dmage

(which includes remedial work) and bodily injury, have shot from an estimated

$32 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 73S%.

Our surveys of a number of underwriters in this market show that recent

developments have been encouraging. Rates for professional liability have

been stable for the past four years, and the underwriting activities of a

number of ccapanies in this highlMy 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. Published

statements of brokers and design professionals in trade journals confirm insur-

ance surveys showing 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:

88186 0-89-18

/
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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/B professional
liability insurance market is now quite competitive ...

"Based on uhat we've seen in the past year$ we have more
reason for optism= than at any time in the 11 years I've
been with the Nati.nal Society of Professional Ingineers-,"
said Jack N ee, 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 liability into design services

contracts to set a maxim for damages which could be sought from the firm;

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

my either receive payment from the insurance company or be required to pay an

additional premim (See "Competition Forces Insurers to Ease Rate Hikes,"

Building and Design Construction, January, 1980, p. 61).

A TAX IDEUTIN IOR SELF-INSURn OF A ,IBLE WILL Nr PROVIDE A DRAMATIC

If what proponents of the legislation intend is a substantial increase

in the mount 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 liability 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 ninber 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-

miums substantially in lines like professional liability where severity is the

principal determinant of rates.

TAX LEGISLATION ENCOURAGING SELF-INSURANCE MAY LEAVE INJURED PARTIES WrTHCXr
AEYJTh IARA TES OF PAY OM.

If the provisions of S.1081 are subjected to critical review, there appear

to be certain problems with the proposal which bring into question its effec-

tiveness. the maxima 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 firm's profes-

sional liability claims. The bill also fails to require that a design firm

make regular contributions of an amotmt sufficient to fxni 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 closely held corporations before ERISA -- a taxpayer could set

aside amoumts 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

smoumts will be available to injured parties seems inconsistent with the Congres-

sional policy which established rigorous standards for pension trusts as a

pro guo for the deduction of contributions.
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TAX BENEFITS MAY FLO PRDM LY TO A SAL NUMBER OF LARGE FIRM.

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 businesses to self-insure

was an unworkable concept. Small businesses lack the claims handling facili-

ties 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

,ax-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 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-exmpt 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 econumy. According to a

1977 survey by the American Institute of Architects, 791 of their member firms

had ten or fewer employees, and 941 had twenty-five or fewer.* It appears that

*Sourcur-American Institute of Architects Memo, No. 576, August 20, 1979.
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TAX BENEFITS MY FLOW PRIM LY TO A MU NUMBER OF LARGE FIRMS.
Finally, we concur with members of the Administration and the Congress wo

concluded, after a thorough review of the Interagency Task Force's pr~osal 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 handling 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 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

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 economy. According to a 1977 survey by the

American Institute of Architects, 79% of their member firms had ten or fewer em-

ployees, and 940 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. S76, August 20, 1979.
"Source: Deloitte, Haskins 4 Sells Study for AIA & ACEC, July 30, 1980.
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utilization of tax-exempt trust funds would be concentrated among those few

firms in the engineering or architectural professions large enough to set

aside reserves and that the benefits of any deduction would not be distributed

broadly among firms throughout the profession.

VNOEASES IN PRIIUM COSTS ARE AT1RUBUABLB TO CHNES IN THE TORT LAW WHII
RUW BE' MME AS PMT oF Th REOWSltERATI(1M OF TIM LIABiLIIY SYSTMVI
MW UNL)EIRY.

The increases in insurance costs of which design professionals complain

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-

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 reforms of the liability system. We realize that

revision of the product liability system is a complex and arduous undertaking,

but we believe that this route offers real solutions to the problems created

by product and professional liability insurance, solutions vdich are more

effective than providing a tax advantage to a special interest group.

CONCwSION

In summary, 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

number 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 by S.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 pTemiums architects 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

legislatures to reform the tort laws which have created the problems of the

liability system.
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J. SPRIGO DUVALL, PRESIDENT
VICTOR 0. SCHINNERER & COMPANY, INC.

WASHINGTON, D.C.
November 6, 198i

I represent the largest insurer of professional liability for architects
and engineers. We have worked in close Fooperation with The American
Institute of Architects and the National So lety of Professional Engineers
for 25 consecutive years.

The number of claims made against architects and engineers has increased
dramatically, the claim ratio in 1980 being 44.8 per 100 firms vs. 36.3 in
1978. (A 23% increased)

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 liability context) from all other professionals, such as
doctors, lawyers, accountants, etc. who normally are liable only for One of
the above exposures. And this is the very reason why design profes-
sionals' liablity is such a problem and deserves th special consideration
here sought.

Cost of professional liability insurance for these professions can range
from about 2% to as much as 10% of the firm's gross billings. These
policies are written on a "claims made" basis; i.e., the insurance must be
in force when the claim is made, regardless of when the professional
services were performed.

Every policy contains a deductible amount which must be paid by the insured
before the insurance company becomes liable for payment.

The proposed tax deduction for amounts paid into a reserve for service
liability losses represents fair 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 likely 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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f STATEMENT OF J. SPRIGG DUVALL
IN SUPPORT OF S. 1081

BEFORE THE SUBCOMITTEE ON TAXATION AND OEBT MANA6EMENT
GENERALLY, C OMITTEE ON FINANCE, UNITED STATES SENATE

November 6, 1981

I am J. Sprigg Duvall, president of Victor 0. Schinnerer & Company,
Inc., the program administrator for the professional liability insurance
programs comiuended for architects and engineers and other design profes-
sionals by the American Institute of Architects, and the National Society
of Professional Engineers. Our firm has served as the professional
liability Insurance counsellor to AIA and NSPE since 1957, and we presently
are the principal underwriting manager in the United States for professional
liability 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 S.1081,
Design Liability Supplemental Protection Act of 1981. With me, today,
is Paul L. Genecki, a Senior 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 Bill provides a tax deduction within
certain limits. Rather than duplicate their testimony on these matters,
I would like to discuss the professional liability insurance aspects of
the problem to which this proposed tax measure is directed.

Since the end of World War II, all professions in the United States have
seen a substantial increase in the claims made against their members for
professional liability or malpractice. Professional Liability claims
have become a serious professional and financial problem for all profes-
sions, Irrespective of whether legal liability ultimately is imposed.
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Within the professional liability 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 tangible property.

3. Intangible financial losses, such as loss of property rental
income, loss of mortgage commitments, and losses occasioned by
increases in interest rates attributable to delays.

For hospitals, doctors, dentists and other health care providers, the
professional liability exposure Is almost entirely bodily injury or
death and usually involves but a single claimant. Lawyers and accountants
have a professional liability exposure that usually encompasses intangible
financial loss and, with the exception of SEC related matters, invOlves

a sole claimant. Architects and engineers, however, regularly are confronted
with professional liability claims involving multiple parties and arising
out of any of these categories 6f exposure.

Claims against design professionals alleging losses in all three categories
are not atypical. This is the major distinction in'the professional
liability 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 liability 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 the project design or in the preparation of the drawingsand specifications.
They can arise from services performed during the construction phase
while acting as the owner's agent; or from allegedly improper specifications

I--
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for new materials and products, or from specifications for traditional
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 inflation
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 insurance industry measures this professional liability
problem is to look at the frequency of claims against architects and
engineers. Measuring that frequency in 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. By 1978, that frequency rate rose to 36.3 claims per
100 insured firms, and to 44.8 In 19801 Put another way, the rsk
probability is that close to one-half of all design professionals' firms
will experience a professional liability claim in 1981. A majority of
claims are disposed of without the need for any indemnity payment by the
insurance 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 Is a particularly acute problem for design professionals.

The other major parameter used to measure professional liability is the
severity 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 is 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. By 1978, the



201

v. 0

average claim had reached $43,659. When all of the 1980's claims have
been reported and resolved, the actuaries tell us that that average will

exceed $46,000.

You already have heard from other witnesses that the cost of professional
liability insurance truly is a burde~rto architects and engineers. The

cost of professional liability 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 architects or engineers.

It is important to understand how architects' and engineers' professional
liability insurance policies are written to see the benefits inherent in

S. 1081. These insurance policies are written on a "claims-made" basis
-- i.e., the insurance must 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 liability must pay thousands of
dollars Just to establish 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 liability insurance remains.) Under the
insurance program for which we serve as the underwriting manager, the

current minimum per claim deductible is $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 proposed tax deductions for amounts paid into a reserve for service
liability losses represents fair and equitable tax treatment of what, by

any reasonable standard, is 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. Insurance 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 liability
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. 1081 will enable more firms to become better equipped
to deal with these financial realities. It will not produce an immediate
or dramatic reduction in professional liability insurance premiums. In
fact, the short term effect would be to increase total professional
liability 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 arise 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
little 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 liabili claim. If a person
is injured or damaged by a design professional negligence, there can
be no meaningful recovery in the absence of Insurance or personal assets.
If a professional has chosen not to purchase professional liability
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 S 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 liability.

We strongly urge that S. 1081 be given favorable consideration, and we
thank you for this opportunity to present our views.

4
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Senator PACKWOOD. We will conclude today with S. 1764. And we
have a panel consisting of Brewster Ives, Ralph Colin, and Frank
Karelsen.

All right, Mr. Ives, go right ahead.
Mr. KARELSEN. Well, my name is Frank Karelsen III. I am

chairman of the New York State Bar Committee on Coops 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, a a starter, Mr. Martin Cowan, who is an attorney and
who is chairman of the real estate tax committee of the tax section
of the ABA. However, Mr. Cowan is not representing to ABA here
today.

Senator PACKWOOD. 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 PACKWOOD. 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
Brooklyn, for 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 private homeowners.

There appears to be 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.

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 dh'ection 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.
Senator PACKWOOD. 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
just got these figures from the city, and these are figures as of
1980.

Senator PACKWOOD. 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 PACKWOOD. Are cooperatives that common outside of
New- York?

Mr. KARELSEN. They are becoming much more so, sir, which I
will get to in my testimony.

Senator PACKWOOD. All right. Go right ahead.
. Mr. KARELSEN. Ralph?

STATEMENT OF RALPH COLIN, PRESIDENT, 33 EAST 70TH
STREET CORP., NEW YORK, N.Y.

Mr. COLIN. 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 -ii 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.

The argument that the Treasury gave somewhat baffles me,
because: it seems to me that if we are allowed to increase the
Wrtion 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.'

Thank you, sir..

88-18 0-82-14



206

STATEMENT OF FRANK KARELSEN, ESQ., CHAIRMAN, SUBCOM.
MIT1EE 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 11/2 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
paatax-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.

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 something 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
budget receipts by less than $5 million annually." Well, I agree it
would increase budget receipts by more than any figure. So I don't
know what the $5 million is based on.--

Without further ado, Martin Cowan, who has with him some of
the law journals that he has written on this sUbject.

Senator PACKWoOw. That $5 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
million is an asterisk One of the ways you learn to get some of
your programs passed is to have them cost less than $50 million,
and'they will be rounded, down rather than up, and, therefore, it
costs the Government nothlkng.

Mr. -AREWsEN. I see, sir. Well, with New York City, $5 million
means an awful lot.

Senator PACK OOD. Go right ahead, Mr. Cowan.-

4 . • .
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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
Associations- 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. 1972-3, is not identi-
cal in terms to the present bill, but is largely consistent with it'

I did not have the opportunity to review Secretary 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 application 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 suggest, 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-merely because they have used the corporate form.

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 thefact of corporate rather than individual taxation
generates'any meaningful increase or decrease ia net tax revenues
tothe Treasury, or otherwise creates unreasonable results. Certain-
ly, as an administrative matter,,it is far easier to calculate and
colect- he tax at the corporate level.. .' . 4 ,
. Congress has focused on this very issue at least twice in a situa-

tion which is analogous, both cases involved 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 part. to pay for the operation and mainte-
nance of their personal dwellings. Instead, Congress provided that.",



208

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:
I * * " the taxable income of a homeowners association should not-be subject to
tax at higher rates 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 Oomplicat-
ed to require a passthrough of ratable portions of an association's income to its
members. Consequently, the committee believes'that it is appropriate to tax the
income of homeowners associations at a flat rate of 30 percent, which may reason-
ably appropriate the average marginal income tax rate of the members of theseassociations.

We are taking no position at this time on whether the same 80-
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 properly 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 proposed, 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
proposed section 528 and the rules in section 216. This legislative
history 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 the dual nature of coop-
erative housing corporations as unfortunate. We respectfilly-dis-
agree. The use of the corporate format, rather than, say, the conido-
minium forirat, should be'a function of strictly nontax consider-
ations, such as local zoning laws and mortgage financing. The
object of section .216 is-and always has been-to eliminate this
technicality as a factor in the taxation of homeowners.

With' this understanding, the dividend question and other aspects
of the 'dual nature 6f cooperative housing corporations loses sub,
stance. For example, the iection 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 10361; While theseother sections contain some variations in ltheconditions for such
exchanges, the basic policies of these sections are not in conflict
with the result, nder section:216.

The pro visions of section 121(dX5) probably should already be
construed 'to avoid the problem raised,by the Secretary'under that'

-.section."Certainly, the language of the' statute 'gives' TreAUry
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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 263F.
2d 746 (4th Cir. 1959); F. R. Campbell Estate, T.C. Memo., 1964-83.

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 percent. Hence, condomin-
iums 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 Treasur's-opposi-
tion was based in part on its concern over this corporate 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.

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 the way
toward overall simplification and reform of section 216.

Thank you.
Senator PACKWOOD. 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 bf the'tax law or by the
experience in the management of property, could not answer. It
hasbeen very, very helpful. Thank you very much.''

Mr. KARBLSEN. Thank you, Mr. Chairman. -
[Whereupon, at 11:15 a.m., the hearing was adjourned.]
[The prepared statements of the prevtou, panel follow:]

Tl 4
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TESTIMONY OF FRANK E. KARELSEN, XII, ESQ.

AT A HEARING OF THE

SUBCOMMITTEE ON TAXATION & DEBT MANAGEMENT

OF THE

SENATE.COMMITTEE ON FINANCE

November 6, 1981

My name is Frank E. Karelsen,, III, Esq. I am a partner

in the law firm of Kurzman, Karelsen & Frank, 230 Park

Avenue, New York, New York. I have specialized for nearly.

thirty years in the field of real estate, with emphasis

particularly on cooperatives and condominiums. .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 Urban Development,

and the American Bar Association, Tax Section's Committee on

Real Estate Tax Problems. In addition, I am Chairman of the

Citizens Advisory Committee to the Department of Housing

Preservation 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, I would like to state that, for the

past. fifteen years I. have lecturcd on cooperatives and

condominiums throughout, this country, literally from New

York to California, and I have found that the most.efficient

way to combat urban housing .blight-is through the vehicle Of

cooperatives and condominium ,Pride of ownership goes a.

r J .•. ..
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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. In other words, the amendments that we request

will not cost governmental subdivisions money, but will

probably increase tax revenues and, in the long run,

reduce the need for housing subsidies.

Simply stated, how does this come about! The problem

is that, in order to qualify under Section 216 of the

Internal Revenue Code, a cooperative housing corporation

is limited to receiving 20% of its income from sources

other than its tenant-shareholders. This, in essence,

restricts the kinds of housing that can be operated on a

cooperative basis. It prevents stable and financially

sound business ventures from securing proper leases and

making other socially 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 restriction can be seen in the case of a project

designed for the elderly or handicapped. Ideally such

properties should contain various ameneties, such as one

or two medical offices, a pharmacy, .a grocery, and a

laundry. tt might also contain other retail stores, and

* ... ~, .
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even a movie theater, etc., for the convenience of the.

tenants for whom the trips to distant locations may be a

hardship. The present 80-20 test greatly limits our

flexibility in creating suitable facilities for such senior

citizens.

This restriction does not exist for condominiums, and

its 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 pay on the income!

that it would earn from the .articular businesses. In this

time of budget austerity, it does not appear to me that this

makes much sense.

In support of the bill, I am submitting a Report of a

Special Subcommittee 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 refer

the members of this committee. The report does not address

specifically the two amendments to Section 216 made by

this bill, because the Report actually contains muqh

broader recommendations for simplification and reform of

Section 216. However, its proposals are wholly 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

country are losing revenues, and our urban housing supply

- s also suffering. The amendments being proffered today

will help ameliorate these conditions.

Respectfully submitted,

FRANK E. KARLSEN, III
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STATEMENT OF RALFei F. COLIN, JR.

My name is Ralph F. Colin, Jr. and I am here today

representing the tenant/owners of the 33 East 70th

Street Corporation, a cooperative residence corporation

of which I have been a board member for 14 years and

of which I have been President since May of 1975. The

33 East 70th Street Corporation has 65 apartments and

an annual budget of over $13 million. It is located

in New York City on Madison Avenue with entrances on

both 70th Street and 71st Street. In addition to the

residential apartments, there are also fi.ve commercial

establishments which rent space from the cooperative

and one of those commercial establishments sublets

some of' its 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. In this particular area, a very

desireable one, most of the businesses are upscale

establishments; many of them are boutiques, art galleries,

gourmet food stores and 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 substantially 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

think-it 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 what happens in a case like

this. Our building management advises us that without

the 80/20 restrictions, 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 Just a little over

$300,000 from non-residential sources. This, of course,

puts a far greater financial burden on the tenant/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 in other areas

of the city or of-the country where cooperatives are

similarly restricted by Section 216, the burden could

be quite considerable and conceivably could make the

difference between a person's ability to retain his

or her apartment or, in the alternative, having to

sell it because of increasing maintainence costs.



217

It would seem that this all 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 216. Certainly the government does not

benefit from this restrictive provision; its potential

for increased tax collection is blocked. And it has

been demonstrated that the tenant/owners in a cooperative

situation suffer as a result of the section's strictures.

Therefore, as a layman, it would seem to me to make

-4 great deal of sense to amend this section so as to

provide considerable financial relief to residential

tenants whila.. the same time increasing the tax base

from those commercial establishments who can certainly

afford 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.
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TESTI ONY OF BREWSTER IVES

at a hearing of the Sub-Commlftee on Taxation and
Debt Management of the Senate Committee on Finance

NoveNer 6, 1981

fly name is Brewster Ives. I so chairman of the board of directors of

Douglas Ellimen-GIbbons & Ives, Inc., real estate, 575 Madison Avenue,
New York, New York. I have in fact specialized for over fifty years in the

sale and promotion of cooperative and condominium apartments In the City of N

New York as well as In the management of well over 200 large cooperative and
condoninium apartment houses located in that city. I have also served As a
director of the Tenant-Owned Apartment Association, Inc., for over fifty years and

am presently serving as Its President- for the past four years as well as a- previous
four-year term. In addition I am also a director of The Fifth Avenue Association

of the City of Nw York and have served on many committees concerning matters'
affecting cooperative and condominium apartments throughout my business life. my

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 Gallerla Condominiums and the twin tower cooperative

buildings facing the United Nations known as 860 and 870 United Nations Plaza, all

of these being-properties of world-wide distinction.

As President of the Tenant-Owned Aparttnent Association, Inc., which tepresonts

the interests of well over 40,000 Individual cooperative apartment owners, I welcome
the opportunity to discuss with you the problems created by Section 216 of the
Internal Revenue Code. Cooperative apartment corporations have been unfairly and

unreasonably hampered by reason of the 20, limitation placed upon their Income
which Is not permitted to be derived from any source other than cooperative apartment
owners as Individuals, in order for apartment owners to take advantage of their

right as home owners-to deduct their proportionate share of real'estate taxes and
mortSage Interest paid by their cooperative buildings. I clearly recall that this

section of the code was adopted forty years ago by the Congress, which our Assocla-

tion-helped in sponsoring, in order to maintain the principle of affording the

same rights to cooperative apartment owners as allowed other home owners including

those who own private dwell wings and condominium apartments.. There are many
cooperative apartment corporations presently suffering from this limitation which
have had to sacrifice additional Income in order to preserve their right to thoir

, , . ; '.'
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Income tax deduct onb. This his ru u I ll*d in friru6IiIIl issi' .ubtI anlI Ia I.1 ci.u rlcaIl

lease rentals and this has resulted in lobs to both the cooperative owners con-

cerned as well as governmental tax revenues. Forty years ago when we applied for

this legislation resulting in Section 216 there was no one, Including myself, who

was aware of the reasoning behind the 80/2OZ Income restriction but we were so

anxious for the principle tO be established of allowing the same right of tax

deductions that we accepted the $0/20% limitation formula without protest. We now

have learned from actual 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 ownership hasbeen substituted for cooperative ownership

by virtually all new construction for the last several years. it was certainly not

the original Intent of Congress to favor one form of home ownership against another

which this section has accomplished. It was merely happenstance and not a rational

limitation that the formula of 8O/20% was written into the code. It was a percent-

age which wis simply taken out of the air to ensure that the property remains

riidential in character. Condominiums on the other hand permit apartments to be

owned by corporations, partnerships, diplomatic missions and governmental agencies

as long As 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 logic or In practice as longas the primary purpose of the

corporation Is to provide dwelling space for Its owners. An Increase from 20t to

a minimum of 50t Is called for as this bill, provide;.

If 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 California and from Texas to Florida.
The spread of the cooperative ownership movement throughout the country Is one of

our prim sources of strength in our present day economy and It would accomplish

a millennium If all residents throughout our nation could become home owners, either

through ownership of private dwellings, condominiums or cooperative apartments- with-

out favored tax treatment for one form of ownership against a her.

"1"ispectflly submitted,

Brewster Ives
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REiORT OF x SECiAL SUDCOnaIwnTEE or nH REAL PROPERTY
SECTION OF TRE NEW YORK STATE BAR A3S3C.,I.l ON PRO-
'POSED .... TO SECTION 216 OF :i INTERNAL REVENUE

CODE

On May 2), 1980, the Honorable Los Aspin (Dem., Wisc.)

introduced H.R. 73S,--which would amend section 216(b) (1) (D) of

the Inteinal ReTenue Code by subttitutir.; SA for 80%. In his state-

men- on the flo:r of the House when he titroduced the bill (Cong.

Rec. I 2495, M"ay 20, 1980), Congressman Asp',n recognized that

there were a number of other problems -ith section 216, and in-

vLted proposals for additional amendments to correct these problems.

This report is vrAtten in response to ttat invitation, and contains

both proposed Staltutory language and a discussion of the problems

that such an amendment would cure.

Present Law

Generally, under section 216 of the Internal RevenJo Coo.

a' 1te-ant-stoc-.c2der" in a "cooperative housing corporation" -'s

entitled to dedzct- amounts paid to such a corporation to the e:.-

tent such amoun:s represent his or her 'proportionate share" of

deductible real estate taxes and interest relating to the coil.-

ratina's land aid buildings. In appropriate cases, "tenant-sttwk-

holders" may alsc deduct depreciation w:t. respect to their ro-

spective units. In order to qualify jas a "cooerative housing

%coripcration", s-atp-ragraph (D) of socti:r. 21*(b) (1) requires

that the cocporation derive 80% or more of its gr ss income for

the taxable year f.-om its "tenant-stock.h:ddrs".
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n o-der tz qua.2ify as a "tenant-stockholder", a Atock-

h.olaer must, 0cn= ot es, meet one of te following requirements:

(1) T!e s:ockholder must be a-i indLvdual;

(2) Te szockholder must be a kank or other lending

institution which has acquired its interest by foreclosure or in-

strument.in lie= cf f.-reclosure from a qma2._ied tenant-stockholder

(but it will qaalify an.ly for a period of .p to three years after

such acquisition); or

(3) The s:ockholder must be am "original seller"#' as

defined in sectto: 216(b) (6)# or the estate of an "original

seller". An "cr.gnal seller" is the perso: frcm whom the co-

oporative housing corpcraton acquired-tbe apartments or houses (or

- leaseholds thereit). Tbe "original seller"rmus: have acquired

the ibck. either !a) by purchase from the corporation within one

year of the OrigLi-al =ra.ser to the cc.-ro.-atizn, or (b) by foreclosure.

(or instrument Ln lie2 o! foreclosure) of any purchase money security

interest in the sock he.d by the "origia: se-ler". Qualification

under the "or4;-.nil seller" provision can extend only for a period

of up to three pears after the acquisition.

Xn addli.tic, an order for a stockholder to qualify under

section. 216 (b) (2), his stock must be fullyy paid-up in an amount

not less than an unmot- shown to the satisaction of the Secretary

as bearing a reasonable relationship to the portion of the value

of the corporat-os equity in the houses or apartment building

and the land cn %eich situated which is attributable to the house

or apartment vth.ch stch individual is entitled to occupy.

2.

88-186 0-82-15
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The OO re en :n section 2:6"bID) .com-

bined wth the 1i--tmtions on ti-e kinds of itmcf.!-.lers who can

qualify as a tenactc-stocao'dtz under the satute, impose certain

.estr:ctions on co perat-ime h-uzing corpo-a-.ion hich' appear

to be unwarranted ard ou-ter- ct.ve and res-t 4in unintended

hardships. Cofido--=iurns are e-nilar to coo.:erative housing corpo-

ratio-s in purpose an Eict.im.n but no sct -est-ictions are im-

posed on condomini- ' _she de:±sion to use a co:do '-niu= format,

rather than a coo.paatiue housing corporauin.., depe-ds on a

number of factors, fclmding ocal real estate conditions and the

type of financing newed, but these factors s-o-ld not be rele-

r-ant vith respect to fedez. iLn-cnce tax conse -uen-es, ani do not

jisti-ly divergent tacx treatet. .

The 80t re~q-!r n !imits the f exi i i.t a-d utility

of the cooperative hors!in co_-poraticn in sa-;ertl ways. For ex-

aypLe, in a building with a ne of elderly o- ha-4icapped tenants,

it ma- be very usef.ml to har'e co. uVrcial oc.pats, such as laundries,

pharmacies, and grce:ies, vi-hin the bui2d-ng itsof. fVo.ever,

the receipt of rentals f-i sz commercial tenL.ts in the building

could -well disquala-y the cozoration under section 21-. In

scme cases, churc'-es !.awe beez unable to pu:crase hausinq units

for their clergymen or for- usa :in religious actavities, and other

eleem synary orgar.L-aticmn Iam- encoun tered sf--milar difficulties,

%because they can not qaal-fF Is tenant-stockholge-s.

DisqualIFAca tIc maer Section 2:6 because of a violation

of the 20% limitatim om mom-.ualified income mm. be copletely

Inadvartent or the zwsalt of wvwus beyond the co-troL of the tax-

payers. For example, in a building which dartves close to 20% of

its gross income frcnu stores, the death of a qluafied individual

3.
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tenfnt-stockholder will result in disqualificat: o if the income

;ron that unit, combined with the commercial xet. vil then

exceed 20*, because the decedent's estate does -.ct qualify as

a tenant-stockholder. A similar result may folo vhexe one or

.more stockholders surrender their stock to 'the o-pcratidn, es-

pecially if. the corporation attempts 'tO reduce 'ts losses by renting

the .units before resales can. be arranged. Also, L.f the rent for a

store space is in any way contingent (e.g., base on sales, or

adjusted for cost-of-'iving. factors), the rent ..' scme years may

unexpectedly incease beyond the 20% lizit, ag4ab resulting in

inadvertent disqualification. Problems may aLsc axise, even where

the non-qualified inccme is normally less thai 27%, if the corpora-

tion uses the cash method of accounting and eitbr tenant-stock-

holders or non-stockholoer tenants fail to make :e.tal payments.

when due. in the latter case, the cooperative b-usi-g corporation

may lose its qualification as a result of the ccercial tenant's

making good on its delinquencies for a prior year.

Cooperative housing corporations whic---foresee such

problems can sometimes (but not always) limit the risk of in-

advertent disqualification by leasing the co nerial spaces at

less than fair market Talus. Often, the lessee s the original

sponsor or transferor. The result is that the econzic structure

of the building is distorted, to the benefit of tae sponsor or

transfer and to the detriment of the tenant-stmckh~lders, just

to qualify under sectica 216.

If a cooperative housing corporation it disqualified under

section 216 because of its failure to meet the S0 test, the deduc-

tions are usually disallowed only to those indLv5.%als who do

qualify as tenant-stockholders and, hence, shoml he entitled to

the deduction. In most cases, the tenants who do tot qualify
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,.'=- n; -:kIcder 3. .. C-.---e--la" Or cotpo.- e te.-anzv,

ad: w.; payrints to :__ c---=a±o- cause the i .-- !f~cat~on

Mw.Z rz!~:es:6s be ex-6 d c.Lairn as crdinary xnu5 =ecessary

=sin poses undm nz± :62 cr as exponsms ~r dfor
tt p=c o: of Lnccre -=Ld. section 212 allow= --aos=.all of

w dz=n'--.cns mnavail-e.:- "11;! section 216. Th=s, t ie persons

c, s==ad -s a matte= o! .=2 be entitled to !=he d*d=c--ins lose
te=, & t!e persons -wh c ea t'he disqualifica-ti= go: them anyway.

Possibly, wre:--ie .:e=ecesscr of sectic: ."M .section 23

o• --be 1.939 Code) was --rit enacted in 1942, it ay have been

!xL_4e-P. tat the 801 eemet was necessary to i-ii the ability

t = c attive housi-q -p:-rt.io to earn large -,ou=ts of
i--.l nme-and ap;- s=c- inccr. to the pers=.al housing

= n"s :f -*e teMaIt-st=c.cadss, without either tba corporation

t -- iA tw-At-so:khoL.e= -a-u*g tax on that incons. Fcr several

-mo=, t-Ls concern -s .c 1cgez jrs-ifiel. Amcn. other things,

s w Loax that smcc-- :777 :eqdies the cocpesa-i-.e housing
cm-=ot to pay ta= o= te p_-cjex amcunt of cczaoill income,

. e~eane with cc= --*.i s confi-s that t:-et Is no real

zf !x- tte V0% requi.e_=- := cooperative housing corporations.

ovever, thmr* is rne :eservation with rspect to the

cl=&.e e i!z.nation aa =& 81% test. Scne commeta=-s have

4=.OR.czea that sectio. 2i shwhfd rwt apply to a ccorzti.on which

t essentially ais a mi: xercial or industri4:a! coaeation and
-Si_4h :I LcLdentalL., 1y _-esin.ential property- Wtch it leases

tL- c ccw z=e of its stnoers. 1hus, a two-stokolder corpo-

zi --- '-hith has a iuuLi-.. dola. industrial ;.Lin, and which_

IC eo homs whick! :mses to its two sMo lIfers0 should

5.
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-ct be able to q=.±f =.der section 216. 2:eze is probably not

k signifi cant poat =-.! for tax abuse iLt situation," / but, -

-orliminate a-. -, there should be a =&q-,i-ement that

a cooperative ihi~ -g corporation must.hays as .ts principal pur-

pcse the provide.; )f residential housing = its tenant-stodkholders.

his is consist*iarh present conceptS, ,= would ive the

..ternal Revenu B_-z-V.=e ammunition to preim-'. any substantial abuse.

A suu:-ae o- a dwelling unit t a .ockholder will not

be deemed incor~s-eez: with the corporat.io-'s &-4t-pose of providing

residences for it stxck elders.

Of =o=9a, a "principal purpose' test is sometimes

difficult to ae-ml tar in practi-ce, but !-- t-hs context this should

mot be a major pVlblea. It would be inten6sd p-imazily as an

in terrorem praviuin. which the Service c=Ld apply in extreme

cases. However, a 2oq as 50% of the corp-ation's gkoss income

came from its txmt-stockholders, the prinL=pal purpose test

would be satisOie. .4=reover, even, if the ±,.coue from tenant-stock-

lolders in a pxt _etlr year fell below 50, -e.g., because of

vacancies, bankrztcis or other conditions beyond the control of

tb corporation, ht :oxporation would sti:.l be able to satisfy

the principal pu:;=e test by showLnq e-ths, that, over a period

of several years,=mo t an 50% of its inhc=m has been and will be

I Reference t:o -mdniziums again con-!izs that this is not likely
'Zo be a serious p=ibls.. There are many cc=nrcial-residential
combination cordml-.mi today. For exa.--p:&, a coon arrangement
is a condomini -ms±sting of two clauses o- =ts, one of which
Is commercial i.i =a=%.* and the other of wk ch is residential.
Nothing restricrts a c c'mniA from having. 981 0omercial units
and 2% residentIC units. Little opportuni-y for tax abuse seem
to arise in such zmtszZ.

6.
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-- a ±-zed from resid.-a-lt ea nt-s-zoccholders, =rtat tbe con-

.i±ions which cause d , t fall tZov 50% were teTOvd its con-

.rc± and that it is a:--tveLp .worci= to correct those conditions.

- considering the cc=pon.cn's purpose in ies7n- spaoe to non-

--esidAntial tenants, =he Se_-vice may take ipto wcco-nt the

o Eac. that such tenants prvded ;oods or seraic s a-.xilja y to

t=ie -esidential nat=n of the pr:perty. This ni;hz include churches,

da:-axe centers, and =ecrea-iona. facilities.

-Similarlr, .tbe-e is nc need for the .:e-e.-al requi-rement

im section 216(b) (21.. t a "tenant-stockholder' be an individual.

=n-3 -equireement dLszq.aLifies such etities, as !ecedents' estates,

estates of bankrupt i._iduals, amd marital de_.-t-on trusts, for

no parent reason of po l!cy_. Miot of these types of taxpayers, being

e=t-1ed to deducticns =-e_ section 162, gerer.lLy would rot seek

tr= -ey on section =U im any event, so that the on:y major effect

.zeir disqualificati__A as te.en Lstockholders wo:Id be to deny

the deduction to the r. txpa.e_-s who are Qu=tf.f-ed tenant-stock-

ho aexs.2/ Again, tb!e Is no comparable reqcirimen- for condo-

urrimus, and experienm ir that area confirms tat. there is no need

for the restriction.. --- ntinq this requirGne-t w:uld result in

s-;ttantial sinplif:-c!Lio- of the statute, sinca paragraphs 5 and

E c! section 216b), md the many problems icae-emt in those pro-

vsic ns and the need !r ;ossiblC Leagthy requ.n-u ons interpret-

Lmn them, would be elt-mafated.

2/ They might also e part or all of the cde5tion for deprecia-
.i:m under section 2 c), b ut this is not & sqmificant item for
=st taxpayers.

7.-

-7 .0.~
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'-.j requirement in seo.' on 21f(b) (2) that the stck be

fully Fad- in an amount no Lets tan an amount sh own to tha

satiifactiz= rf the Secretary as :e'a'gin a* reasonable rOl-to2J!p

to the .. o=. . of the value of the corporation's equity ir. t he

houses cr apartment building on tie lend on which situated whi--h is

attributalLe :o tte house or apar=en, w.ich such indi7id-aL iz

entitled = c-cjpy" is, at best, !:are'y co, prehensib-e. FrI ' an.',

experiorceC tax attorneys clai-t t: un-erstand how to apply ihs

test in p-act'.*ce. For example, !.t .s not clear whether spcnsors

offering stork for sale may cffe: discounts to ter.a-ts in

occupancy, cr to people who -c . to buy before cc.,leticn of

construction, or to .tenants entit.Wad to the protection of rent con-

trcl la-ws. Nor is it clear whether: a spor.ser may charge prices t ze-

flect sttifs in values during thb -f f rir.g period. 3/ if )e dc-s

any of. these, he may violate the s-atutory test; but if he does mot,

he distcr-s the economic relaticnships and produces unintende

windfalLs for some at the expense of others.

3/ The =5"-Hations require the -elat-c.ships amona values ard prices
to be de:e-O.ined on' the date the stcck is issued, which is a: the
end of to cffering period. :n a: least one state, the ofaferiq can
occur ov..r a period of up to IT -.cnths or in sone cases, lonr.r.
Leavir-. _siC fluctuations in r.rket value, even ord.nar. inc.a-
tion elurirrg this period may cams. two uits of equal value t: %ar-
ift pri-ce L-. as much as 20% dur- .n. tIA offering pcrLo . If ona such
unit is sole at th0-begjinninq of the offering period and tie se-,:
u. dt is solc at the end of the ferin. period, it me " bo _ir-i .o

•und.r thm statute to scll both ut It at their Iair iarkc= va.es zt
the tinmm th- respective sales cwntacts are negotiated ama hoi-ned.
It may -.L1 be, therefore, tat :he second purchaser will .ealve a
substazmlP bargain, or that the first purchaser will ove.--Pay,-or that
the sponsax will withdraw the seomd unit from the :market enz--mly.

.



The statute Ls :sz ur.clear as to what h np.-s if stock

±..s jed on mora than ne date, as, for exat-le, wuan r.ew units

&e added to an existing blA~L. q or space initla.l. held by

-=.*£cal tenants is ...... ed to residentia. -se r.bsequent to

the cz'ginal offering.

It does not a.:p.rz that any cooperat .ve using corpo-

-atn has ever been siq.=L fied for failing t: --set. this test,

but Lt has greatly com!Limted matters and increased costs without

&ny bereficial purpose cx .estlt.

lNo: is it clear what "paid-up" means i ."4s context.

Ilr: - =€ope.ative housiz- co-.pzrations collect f:c-- =.ai: share-

Oe.s funds to amorti-e n-_=.gage principal c -- r :ap.tal im-

F-r.atmen.s, but the In:e.ril -e"enue Service has -o: raised any

quticn abecut this. A si.if4cant problem is t!a-, because of

t-e p asence of this re.-_eent, a seller will -- Ly not per-

r-it a purchaser to pay fo- stcck with promissor: =ots, thus mak-

tLm cocperative ownership mcre difficult for le~s a--!luent

Lz-%-16uals. in any eve_t, the need for the req-ie:nt (again,

mvsim - n condominiums) ;L nct apparent.

Section 2lEh) i)(C) states that stm:yciers ma" not

be am-.itled "to receive a , distribtion not ou: of ea-nings and

F=c!.Lts of the corporat±.- e4.ce:_t on a complete c= ;a--al liqluida-

t:.c*! the ccrporatic. o : . E-.asis added.) :n set.c8.. 528,

&e .c with homeowners ai:c'.at;ins, the rule !s just the opposite:

=mdr section 528(c) (1) (D;, t-e cwner of a dwel:.Ig n.ait may not

9.
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recai-e a-y distribu:ion - .s cut of *net earninTs". The two

ru is shculd be the sa-e, aad 4-e r.-je in sec-i-:n 12. is the

be-:tr cne. indeed, .t is "i_ -:elv that th-s is th. rul that

Ccn..ess .-tenled to prvd,, for cco.eratives" the language that

no.appears in section 216(t) U' (C) apparently res*.*ted from a

draf!:Ln. error, since the C.:tee report stated th-at the intended

res1:ir.-, was that sIcc.h::ers 'nust not be entitled to

rec--'e any dist.-ibu.ion of t ae earnn;s or profits c! the

cor-Oration except u-on its coaLete or partial liqui.ation-l"/

If the foregoing changes are made, it beccIes un-

necessary to tinker vith para.-.hs (5) and (.) of section 216(b).

They can .erely be repealed amd t.he statute sImplified. However,

if de efinition of "tenan--stckholder" is not liberalized as sug-

gested above, then a= addito&. technical-change r.eeds to be made.

Any :e:.son who acquires the sto-k cf a tenant-stockhcder by opera-

tior. of law should qza2.i*f,." is a terant-stockhclder fc: a period

of %: to three years (the ln;tt of time adopted in paragraphs

(S) Ld. (5)). This wculd co'-- st.-h perons as decedents' es-

tates and estates in bankru.-,cy.

A trust should a.so ;u-a.lfy in appropriate cases,

as. fo= example, where a d.a:i-a efuc:ion is ;.-anted under

sec.¢on 2C56 or secton 2521 lo: property tra:.sferred to the trust

ond the transferor's spouse (or his or her suctenant) has the right

4/ S. Rep. No. 1631, 77th n;,.. 2d Sess., at 51 (194:1, 1942-2
U.S. 504', 546,
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to ocup=y the ,-a. -he trustee or executo.o: could also have the

right of cccpjc-r- cn a tempc.ary basis !cr administrative pur-

poses (.e., t!-*ee years)

F~n 'i¥, certain cl--her successors-in interest should

quali-y as crLq_-va1 sellers. This would include transferees in tax-

free transactiz.s (e.g., reorgan.iLataions and transfers to con-

trolled co-or3t-.on. urnderTection 51 c: to partnerships under

section 721), distlrbutees (e.o., corporate distributions under

sections 301, 3-'--., 232, or 323 cr partnership distributions under

section 731), tbs beneficiaries and remaindermon of trusts, and

legatees. In t.ese cases, where there has been for tax purposes

no conizable chage of beneficial ownership, there is certainly

no reason to di.-za'ify the successor-in-in-orest, with its

potentially disute:ous effect upon the other stockholders. How-

ever, the su~cessor-i=-interest should be permitted to qualify

only for the remfn-er of the original three year period.

Explanation of Changes

The 0% zest has keen eliminated, and a "principal pur-

pose' test subs'itu.ed. The phrase "tenant-stockholderO is deleted,

since it does noet apear to be necessary. However, the corporation

will not satisfy the defInit-on of a cooperative housing unless its

stot..olders cnel. tte desired requirements. Stockholders need not

te irlividuals. ZLsuning the ccrporation satisfies the definition,

its stockholders will be ent-tled to claii=-tbe appropriate deductions.

The r--ockholder's deduct-ions are specifically limited

to the porto- :f the taxable -:ear for which the stockholder owns

U1.
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t-he stock. In addition, only the real estate taxes and interest

deductible by the corporation with respect to the dwelling units

on stockholders can be taken into account in computing the

stockholders' deduction. Any portion of the corporation's real

estate taxes and interest allocable to other portions of the pro-

perty (for example, to professional apartments leased to non--_

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 relationship" tests of section 216(b)(2), there is instead

a requirement that the stock be allocated to dwelling units

substantially in proportion to their respective unrestricted

fair market rental values on the dates of issuance. As long as

such allocations are made properly, the selling price of the

stock is immaterial.5/ Thus, the temporary effects of rent

control would not be projected indefinitely into the future.

The proposed 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-

qualification. If sto-k is issued on different dates, it is con-

tenplated that the stock issued on each date would have to meet

this test by reference to relative values on that date.

5/ Of course, if not-at-market-value sales constituted gifts or
substitutes for other payments of various sorts, the tax consequences
appropriate to those transactions would apply. However, that would
not affect qualification under section 216.

12.
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It is intended that existing corporations zhat qualify

=$dsr presen.-section 216 vi.-! not be disqualified cause o this

Under the cer-ificate of incorporation, by-laws or

ot -her corporate documents cr agreements, the ownership of stock

==s- confer the status of tenLnt of the corporation ca the stock-

hc!'.e=, or it must entit.e hir to become a tenant cf the corpo-

rat.oz, and he must in fac: become a tenant. Thus, this require-

me.-.: ma- be satisfied even though the stockholder is required

to enter into and comply with the terms of a lease as a condition

of -its tenancy, and of his continuing ownership of the stock.

AZ.tho=gh perhaps not state! in the present statute as clearly

as it right be, this is the rule that now exists./ The proposed

la.n.uage will eliminate the question that is sometimes raised under

tihe wording ofhe prese--t statute where there is a statutory

or zontractual subtenant. thus, it ,wi.l be clearly irrelevant

t!-a: a third party occupies -he apartment as a result of his

r±.ghts under lecal rent co=t-cl laws, so long as the stockholder

is zhe prime tenant of the corporation and the occupant is a subtenant

of -he stockholder, whet-he= by virtue of a voluntary lease or other-

wise.

The Stockholder must be required to contribute to the

co..o=ation his proportionate share of the real estate taxes and

i-terest paid or incurred 1y the corporation with respect to the

reszdenuial portions of the premises as to which stock is outstanding.

,Req. S1. 21-1(d).(2).

13.
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/Stock held by the corporation is excluded,, rather than

included. This ie-a technical change required because of the

manner in which the proportionate share is computed under the

proposed revision. It should be noted that, where the corpo-

ration has funds from other sources, it rnay charge stockholders

less than the full amount of interest and taxes incurred during

the taxable year. It is contemplated that the stockholders may deduct

the larger amoi.nt so long as no abuse is involved.7/

Proposed section 216(b)(2) defines "dwelling unit".

It is intended to include a unit which is physically

usable as a dwelling unit, even though not presently used as a

residence and (in order to relieve the Internal Revenue Service

of the-necessity of interpreting building codes and the like)

.- regardlessnf whether-or not residential occupancy is permissible

under local requirements. Thus, a professional apartment used by

a doctor or a lawyer can qualify, whether or not covered by a

'residential certificate of occupancy. Also, a unit is' not intended

to be disqualifi-d merely because minor changes in the unit (such

as the installation of appropriate appliances) may be necessary

-befo-e it can be used for dwelling purposes. A dwelling unit

does not include a dormitory or hotel room or other space suitable

only for transients or other temporary residents. However, a unit

%otherwise usable as a permanent residence is not necessarily dis-

qualified merely because It does not have all of the common amenit.hs.

I/ Such other funds may be received from some or all of the tenant-stock-
" -- dors thomselves. See, e.g., Rcv. Rul. 79-!37, 1979-1 C.B. 118,

whore the cori-oration realized income from tenant-stockholders who
sold thoir units and paid a brokerage co.-mission on suc h salos
to the cooperative housing corporation. Cf. Concord Village v.
Co.m.r, 65 T.C. 14 (1975), appeal dism. (C.A.9).

14.
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A dwelling unit includes the appropriate portion of the

corporation's interest in any land and in the commonelements

(such as hallways, playgrounds, utility rooms) associated with

the houses or apartments. It would not include that portion

properly allocable to conaercial premises or which is otherwise

extraneous to the residential uses 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.

Respectfully submitted#

8/ 'he class of government agencies is slightly broadcncd to
ieflcct the rules as presently bcin-,-pied. See, e.g., Reg.
$1.216-1(d)(1); Rev. Rul. 78-261, 15E78-2 C-t .25; Rev. Rul. 120,
1953-2 C.B. 130.
9/ tIIA financing commonly requires a special type of-stock to bo
Issued to the government agency.

15.
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S" 216. Deduction of taxes, interest and business depreciation by
cooperativ housing Corporation stockholder

(a) Allowance of deduction.--A stockholder in a cooperative
housing corporation shall be allowed as a deduction-'-'

(11..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 allowable to the corporation--

(A) under section 164 for real estate taxes paid or
incurred with respect tc dwelling units of which stock-
holders are tenants, and

(B) under- section 163 fcr interest paid or incurred
with respect to indebtedness contracted in the acquisition,
construction, alteration, rehabilitation, or maintenance
of dwelling units of which stockholders ate tenants, and

(2) under regulations prescribed 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 used 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 depreciation by the corporation
under section 167(a).

(b) Definitions.--For purposes of this section--

(1) Cooperative housing corooration.--The term "cooperative
housing corporation" means a corporation-

(A) the principal pu pose 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 the stoc-.olders of which--

(i) by reason of such stock ownership is the tenant
of a dwelling ur.it

(ii) is required to contribute to the corporation
his proportionate share of the real estate taxes and
interest referred to in subsection (a)(1), and

(iii) may not receive a distribution from the
corporation except upon a complete or partial liquida--
tion.

* - '
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(2) Dwellinqunit.--The term "dwelling unit" means a house
or apartent, i cludin an allocable portion of the land and
common elements associated therewith, whther owned or leased.

(3) Progortiongte.share.--The term "proportionate share,"
means thatproportion whichthe stock of the corporation owned by the
stockholder is of the total outstanding stock of the corporation,
(excluding any stock held by the corporation).

(4) Stock owned by governmental units.--in applying this
section (other than subsection (b)(W)(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
the purpose of providing or facilitating the provision of housing
facilities.

/
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[By direction of the chairman the following communications were
made a part of the hearing record:] -

DEPARTMENT OF THE TREASURY

pit WASHINGTON, D.C. 20220

ASSISTANT I.u CR r 1 " J ",

DEC 24 1981

-Dear Mr. Chairman:

I am writing you to clarify certain points raised
during the recent hearing on 5.1749. The bill would amend
Code section 162(c)(1) 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, theeewas a misunderstanding concerning the
significance, for purposes of Code section 162(c)(1) 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 S.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.

Thus, S.1749 and S.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 Puactices Act is not amended by
S.708, and S.1749 is ef-acted, 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 do not take into
account how foreign law characterizes a payment.

/-

88-186 0-82--16 . .- .
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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 wi-h your approval. If you have any
questions about this letter or the transcript, I would be
pleased to discuss them with you.

I have also written Senator Byrd and Senator Chafee
concerning this matter.

Sincerely,

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



289

Anrican S0cletj of Landscape Architects
' " , ,Wlllv A 96tvke

November 5, 1981

_N

The Honorable Bob Packwood
Chairman, Subcommittee on Taxation

and Debt Management
United States Senate
Washington, DC 20510

Dear Senator Packwood:

The American Society of Landscape Architects Is vitally Interested In service
liability pat'tial 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 field of landscape architecture.
Our profession, together with the architects and the engineers, has been hard-
hit by the rising cost of liability 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 commercial Insurance, but those who wish to-self-insure against professional
liability risk are *still penalized.

A very small percentage of the landscape architectural firms set aside reserve
funds for liability purposes In addition to their Insurance coverage. However,
the current Insurance premiums are so 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. N

This legislation will greatly assist many of our firms to stay In business and to
-- fulfill their responsibility to the public by having proper professional liability

Insurance coverage.

1900 M Street. N.W. Suite 780 * Woshington, D.C. 20036 * 202 * 466-7730

N#
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November 5, 1981 "
Senator Packwood
Page Two

We believe 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) (I) under SERVICE of S-1081 Is sufficiently broad to cover the
work of the landscape architect. Therefore, we propose only a small addition to
(1i) which will certainly bring our profession under the bill. We request that the
words "landscape architect" be added to (1i) under (A) SERVICE, (10) DefinitiOns.

The proposed legislation uses, as a basis for eligibility, "state licensure" of a
design professional. It should be pointed out that many states are currently in
the process of reviewing licensure for professionals under "Sunset Procedures".
Therefore, it should not be assumed that this method of designating eligibility
is sufficiently broad to accommodate situations where a state chooses to sunset
licensure In one or more of the design professions. Because of this potential
problem, your committee may wish to reevaluate this eligibility requirement.
it 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 for your conslderation of this request.

William A. en FAL
President

WAB/amt

N,
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STATEMENT

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 SELF-INSURANCE ACT OF 1981

ON

NOVEMBER 6, 1981



Mr. Chairman, we appreciate the opportunityto express

our views on S.1081.

The National Association of Independent Insurers (N.Pl)

opposes S.1081 for several reasons. First, we do not believe

the proponents of this bill have demonstrated the need for

this legislation. Second, we believe the proposal will not

accomplish its stated purpose. Third, we believe the bill

could be-counterproductive in resolving the issues sought to be

addressed by this legislation.

NAIl is a voluntary trade association of over 500 insurers

representing a cross-section of the property and casualty

insurance business in America. While our companies write

basically personal lines, several member companies write

product and professional liability insurance, including a sub-

stantial amount of the design professional market. --

S.1081 would amend the federal tax laws to permit deduc-

tions from income for amounts paid either into a reserve fund -

or to a captive insurer to cover professional liability for

design professionals, architects and engineers. Interest paid

on such funds would not be subject to taxation.

It is our view that the need for this legislation has

not been established. We believe the insurance needs of design

professionals, 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.
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To provide support for this legislation, its proponents

have offered statistics of rising premium rates and percentage

increases over the past two decades. Based on data supplied

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:Ea Wry product and

service used by the American consumer has doubled and, in some

cases, tripled because of inflation during that time. It is

therefore inappropriate for this industry to be singled out

for special treatment.

Furthermore, we believe recent information provides a

more realistic picture of the situation as it presently exists

in thi market. In the pait four-years, the market has become

much more competitive with four -newentrants,* along with

broadened coverages and higher policy limits. Premium rates

are continuing to decline despite inflationary trends 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.

Another reason for rising insurance costs over thW past

two decades was explained by Senator Mathias in his statement

introducing the bill: "Over the past 20 years, product liability

laws have changed substantially, making it easier for the

consumer to recover damages for injuries attributable to defec-

tive products. These changes have exposed the suppliers of

*Insurance Company of North America, Allianz, the American
International Group, and Professional Managerse Inc.
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products to potentially ruinous liabflity and, in turn1 i have

increased-the cost of In'surance that these suppliers must pay

to protect themselves from such liability.'

Thus, a significant reason for rising costs Is the fact

tat product makers apd professionals are being held more

accountable to consumers than ever before for the quality of

their work. If controls are needed to improve the quality of

products and services, or to limit the scope of this responsi-

bility and to set outer limits on recoveries in product or

professional liability cases, tort reform or other legislative

approaches at the state level would be the proper method to achieve

theseoas

We also do not -elieve that this bill will adequately

address the insurance cocderns of firms of design professionals,

architects and engineers. This proposal does not provide for

traditional insurance services for the businesses involved, such

as claims services, claims handling or legal services which would

be necessary in "handling such claims. The proposal merely pro-

vides a means of tax-free savings-for a-business which on any

given day may be confronted with a liability claim. The plan

does not even offer insurance protection, In the traditional

sense, to businesses or to the public. Both would be gambling

on whether such a fund would be adequate enough at a given time

to pay any and all claims.

The amounts to be retained in such funds may also be

inadequate as a result of the ceiling set forth in the bill

* ,,;*
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which limits contributions to no more than $25,000 per year

($100,000 for firms with severe problems). At that low rate,

it would take many years to accumulate -enough ifi any such -fund

to pay off a Sizeale olaim. Senator Hathias' statement accompany-

ing the bill"suggests that.in practice, most design professionals

would choose to use the fund only to cover their insurance policy

deductibles and would purchase conventional insurance to cover

additional exposure. However, the bill is not drafted in such a

way as to require.that the funds be used only in that manner.

Even if adequate amounts were paid into such a fund,

without proper regulation and monitoring of reserves and -invest-

ment practices, as well as-claims and settlement practices* (the

way insurance companies are supervised by state regulatory

authorities)., there would be little assurancea particular com-

pany would be in a position to respond to legitimate claims the

way a commercial eoarier-would..

This tax deduction program would thus encourage firms

to pursue actuarially unsound self-insurance programs merely to

gain apparent tax advantages. It would also place firms with

no insurance expertise, kills or disciplines in the'business

of insurance since they would have to assume responsibility for

all traditional claims sevvices.-

Finally, we believe this bill could actuajly be counter-

productive to efforts that are underway between the insurance

industry and the states to control costs. Since it is the
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frequency and severity of liability awards which will prompt

insurers to raise rates, efforts to control costs (in addition

to inflotion-control measures) must be centered around tort

reform and delivery of better quality products and services.

The insurance industry currently is working with the National

Association of Insurance Conuissioners (NAIC) in developing

new product and new rating methods, as well as state tort

reforms* to meet this challenge of expanding liability awards.

In conclusion, NAI 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.
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