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THE WHITE HOUSE

WAS HINGETOTN

October 10, 1984

MEMORANDUM FOR FRED F, FIELDING

FROM: JOHN G. ROBERTS %

SUBJECT: Expiration of Section 120
of the Internal Revenue Code

On September 19, I submitted draft replies for your
signature to letters Mr. Baker received from ABA President
Wallace D. Riley and former ABA Presidednt Morris Harrell.
Riley and Harrell wrote Baker to urge that the
Administration act to prevent Section 120 of the Internal
Revenue Code from expiring. As I explained in my
memorandum, Section 120 grants preferred tax treatment for
employer-funded legal assistance programs for employees.
Unless extended by Congress it will expire at the end of
this year pursuant to a sunset provision.

The draft replies I submitted noted that the Administration,
in Treasury testimony, opposed extension of Section 120.

You wrote back that the replies were difficult for you to
send, because you needed the support of Riley and Harrell on
another matter. The attached revised draft omits the
reference to the Administration position, simply thanking
the two for their views and assuring them that they will be
appropriately considered.

Attachments



THE WHITE HOUSE

WASH:NGTCN

October 10, 1984

mﬂfs

Dear Mr;/ggrfgfz:

Thank you for your letter to White House Chief of Staff
James A, Baker, III, concerning the expiration of Section
120 of the Internal Revenue Code. 1In that letter you
expressed your support for extension of Section 120, which

provides special tax treatment for group legal services
plans.

We appreciate having the benefit of your views on this
matter, and I certainly recognize your particular interest
and that of the American Bar Association. Please be assured
that I will share your views and concerns with appropriate
officials at the Department of the Treasury.

Sincerely,

Orig. signed by FFRp

Fred F. Fielding
Counsel to the President

Morris Harrell, Esquire
4200 RepublicBank Tower
Dallas, Texas 75201

FFF:JGR:aea 10/10/84 _
bcc: FFFielding/JGRoberts/SUbj/Chron
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October 10, 1984

MEMORANDUM FOR PETER J. WALLISON
GENERAL COUNSEL
U.S5. DEPARTMENT OF THE TREASURY

FROM: FRED F. FIELDING Orig. signed by FFF
COUNSEL TO THE PRESIDENT

SUBJECT: Expiration of Section 120
cf the Internal Revenue Code

The attached correspondence to James L. Baker, III, together
with copies of my replies, is referred for whatever review
and additional reply, if any, you consider appropriate. The
correspondence, from the two most recent Presidents of the
American Bar Association, concerns the imminent expiration
of Section 120 of the Internal Revenue Code.

Attachments

FFF:JGR:aea 10/10/84 —
cc: FFFielding/JGRoberts/Subj/Chron




THE WHITE HOUSE

WAS HINGTOCN

October 10, 1984

e
Dear Mr. RiFey!?

Thank you for your letter to White House Chief of Staff
James A. Baker, III, concerning the expiration of Section
120 of the Internal Revenue Code. In that letter you
expressed your support for extension of Section 120, which
provides special tax treatment for group legal services
plans.

We appreciate having the benefit of your views on this
matter, and I certainly recognize your particular interest
and that of the American Bar Association. Please be assured
that I will share your views and concerns with appropriate
officials at the Department of the Treasury.

Sincerely,
Orig. signed by FFF

Fred F. Fielding
Counsel to the President

Wallace D. Riley, Esquire
American Bar Association
American Bar Center
Chicago, Illinois 60637 B

FFF:JGR:aea 10/10/84
bcc: FFFielding/JGRakerts/SUbj/Chron
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THE WHITE HKOUSE

MAERINGTCN

October 10, 1984

Dear Mr. Riley:

Thank you for your letter to White House Chief of Staff
James A. Baker, III, concerning the expiration of Section
120 of the Internal Revenue Code. 1In that letter you
eéxpressed your support for extension of Sectior 120, which
provides special tax treatment for group legal services
plans.

We appreciate having the benefit of your views on this
matter, and I certainly recognize your particular interest
and that of the American Bar Association. Please be assured
that I will share your views and concerns with appropriate
officials at the Department of the Treasury.

Sincerely,

Fred F. Fielding
Counsel to the President

Wallace D. Riley, Esquire
American Bar Association
American Bar Center

Chicago, Illinois 60637

FFF:JGR:aea 10/10/84
bcc: FFFielding/JGRoberts/SUbj/Chron




THE WHITE HOUSE

WAE - NGTCN

October 10, 1984

Dear Mr. Barrell:

Thank you for your letter to White House Chief of Staff
James A, Baker, I1I, concerning the expiration of Section
120 of the Internal Revenue Code. In that letter you
expressed your support for extension of Section 120, which

provides special tax treatment for group legal services
plans.

We appreciate having the benefit of your views on this
matter, and I certainly recognize your particular interest
and that of the American Bar Association. Please be assured
that I will share your views and concerns with appropriate
officials at the Department of the Treasury

Sincerely,

Fred F. Fielding
Counsel to the President

Morris Harrell, Esquire
4200 RepublicBank Tower
Dallas, Texas 75201

FFF:JGR:aea 10/10/84 )
bcc: FFFielding/JGRoberts/SUbj/Chron




October 10, 1884

MEMORANDUM FOR PETER J. WALLISON
GENERAL COUNSEL
U.5. DEPARTMERT OF THE TREASURY

FROM: FRED F. FIELDING
COUNSEL TO THE PRESIDENT

SUBJECT: Expiration of Section 120
of the Internal Revenue Code

The attached Correspondence to James &, Baker, 111, together
with copies of my replies, is referred for whatever review
and additional reply, if any, you consider appropriate. The
correspondence, from the two most recent Presidents of the
American Bar Association, concerns the imminent expiration
of Section 120 of the Internal Revenue Code.

Attachments

FFF:JGR:aea 10/10/84 .
cc: FFFie]ding/JGRoberts/Subj/Chron
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THE WHITE HOUSE

WASHINGTON

September 19, 1984

MEMORANDUM FOR FRED F. FIELDING
FROM: JOHN G. ROBERTS

SUBJECT: Expiration of -Section 120
of the Internal Revenue Code

Mr. Baker's office has referred to us two letters Mr. Baker
received, from American Bar Association President Wallace D.
Riley and former ABA President Morris Harrell. In their
letters Riley and Harrell express the ABA's support for
extension of Section 120 of the Internal Revenue Code,

26 U.5.C. § 120. Unless Congress acts, Section 120 will
expire pursuant to its sunset provision on December 31,
1984, 26 U.S.C. § 120{e).

Section 120 was first enacted in 1976 and was extended in
1981. It provides for the exclusion from an employee's
gross income of amounts contributed by an employer to a
group legal services plan providing legal services to the
employee and his spouse or dependents.

Prior to enactment of Section 120, the provision of legal
services by the employer was considered the receipt of
taxable income by the employee. The ABA, both through the
instant letters and through testimony delivered before
Congress, stresses the desirability of providing group legal
services to employees as the main reason to continue the
special tax treatment of this form of employee compensation
in Section 120.

The Administration, however, opposes extension of Section
120. Treasury opposed enactment of Section 120 in 1976,
opposed extension of it in 1981, and opposes further
extension of it now. Our position was articulated on April
12, 1984, in testimony delivered by Treasury Tax Legislative
Counsel Robert G. Woodward. According to Woodward's
testimony, the desirability of group legal services is
beside the point. As Woodward testified: "Compensation
paid in the form of legal services should be taxed in the
same manner as any other type of compensation received by
employees. The existence of special exemptions for
particular types of compensation only encourages employees
to rearrange their affairs so that compensation is received
in a non-taxable form." Greg Jones of OMB advises me that
the Administration position on this question is unchanged.




-2 -

Riley and Harrell will not be pleased with our response, but
we can do little more than send them a copy of the Treasury
testimony, thank them for their views, and assure them we
will convey those views to Treasury. Drafts doing all of
this are attached.

Attachments
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THE WHITE HOUSE

WASHINGTON

September 19, 1984

MEMORANDUM FOR PETER J. WALLISON
GENERAL COUNSEL
U.S. DEPARTMENT OF THE TREASURY

FROM: FRED F. FIELDING
COUNSEL TO THE PRESIDENT

SUBJECT: Expiration of Section 120
of the Internal Revenue Code

The attached correspondence to James A. Baker, III, together
with copies of my replies, is referred for whatever review
and additional reply, if any, you consider appropriate. The
correspondence, from the two most recent Presidents of the
American Bar Association, concerns the imminent expiration
of Section 120 of the Internal Revenue Code.

Attachments

FFF:JGR:aea 9/19/84 .
cc: FFFielding/JGRoberts/Subj/Chron



THE WHITE HOUSE

WASHINGTON

September 19, 1984

Dear Mr. Harrell:

Thank you for your letter to White House Chief of Staff
James A. Baker, III, concerning the expiration of Section
120 of the Internal Revenue Code. 1In that letter you
expressed your support for extension of Section 120, which

provides special tax treatment for group legal services
plans.

As you may be aware, the Administration, in testimony

delivered by the Department of the Treasury, has taken a
position in opposition to extension of Section 120. This
position is consistent with the opposition of Treasury to
enactment of Section 120 in 1976 and to the extension of

Section 120 in 1981. I have enclosed a copy of the pertinent
testimony for your information.

We do, however, appreciate having the benefit of your views
on this matter, and I certainly recognize your particular
interest and that of the American Bar Association. Please
be assured that I will share your views and concerns with
appropriate officials at the Department of the Treasury.

Sincerely,

Fred F. Fielding
Counsel to the President

Morris Harrell, Esquire

4200 RepublicBank Tower

Dallas, Texas 75201

FFF:JGR:aea 9/19/84

bcc: FFFielding/JGRoberts/Subj/Chron
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THE WHITE HOUSE

WASHINGTON

September 19, 1984

Dear Mr. Riley:

Thank you for your letter to White House Chief of Staff
James A. Baker, III, concerning the expiration of Section
120 of the Internal Revenue Code. 1In that letter you
expressed your support for extension of Section 120, which
provides special tax treatment for group legal services
plans.

As you may be aware, the Administration, in testimony
delivered by the Department of the Treasury, has taken a
position in opposition to extension of Section 120. This
position is consistent with the opposition of Treasury to
enactment of Section 120 in 1976 and to the extension of
Section 120 in 1981. I have enclosed a copy of the pertinent
testimony for your information.

We do, however, appreciate having the benefit of your views
on this matter, and I certainly recognize your particular
interest and that of the American Bar Association. Please
be assured that I will share your views and concerns with
appropriate officials at the Department of the Treasury.

Sincerely,

Fred F. Fielding
Counsel to the President

Wallace D. Riley, Esquire
American Bar Association
American Bar Center
Chicago, Illinocis 60637

FFF:JGR:aea 9/19/84 ]
bcc: FFFielding/JGRoberts/Subj/Chron
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AMERICAN BAR ASSOCIATION

OFFICE OF THE PRESIDENT
WALLACE D. RILEY '
AMERICAN BAR CENTER
CHICAGO, ILLINOIS 60637
TELEPHONE: 312 / 947-4042

July 30, 1984

4]
Cn
{ b
"
)
W]

Cen W

Hon. James A. Baker III
Chief of Staff and
Assistant to the President
The White House
Washington, D.C. 20500

Dear Jim:

I am writing to bring to your attention a matter
which is of great concern to the American Bar
Association, and indeed the organized bar nationally.

Legislation now pending in the Congress would
extend Section 120 of the Internal Revenue Code which
encourages private-sector initiatives designed to
help millions of middle-class persons obtain legal
assistance needed to exercise their rights under our
system of laws. Section 120 was enacted in 1976 and
will expire at the end of this year if no further
action is taken.

Section 120 provides for group legal services
plans funded by employers to be treated on an
equitable basis. It allows the employer to take a
business deduction for the amounts the employer
contributes to the plan and provides that the
employee shall not be taxed on either the pro-rata
share of the employer's contributions or on the value

of any legal services he or she may receive under the
plan.

Section 120 places employer-funded group legal
services plans on roughly the same footing as group
medical plans and other statutory fringe benefits
established to insure an employee's basic well-being
and ability to participate in our economy as a
productive, self-supporting citizen. We believe the
medical analogy is very appropriate. Just as
employees may incur serious medical problems which,
if not promptly dealt with, can keep an employee off
the job, so too can serious legal difficulties cause
increased absences from and inattention to work.




Hon. James A. Baker 111
July 30, 1984
Page Two

We believe that the lack of timely legal
assistance is costly to employers, employees and the
public, as illustrated in the example on Page 6 of
the attached testimony presented by an ABA witness at
a Senate hearing earlier this year. Group legal
services plans emphasize preventive legal services
aimed at helping the employee to avoid potential
law-related catastrophes. In addition to the direct
benefits to employers and employees, we believe that
these plans can reduce the burden on our courts, and
the associated public costs, by encouraging employees
to consult a lawyer at the onset of a potential legal
problem, thereby avoiding litigation.

An estimated 5.5 million Americans are presently
covered by employer-funded group legal services
plans. The growth of such plans has been fostered by
the presence of Section 120. Its absence will act as
an enormous inhibitor to the continuation of such
programs and their availability to millions of other
working families.

We understand that the Treasury Department has
nominally opposed the provision on fiscal grounds,
although the cost to the Treasury in 1983 has been
estimated at only $25 million. However, we would
hope that the Administration recognizes that the
benefits of these plans, especially to middle-income
workers and their families, far outweigh the minimal
cost and will support the extension of the current
provisions. The direct cost is small, and the
indirect savings to our economy could be
substantial. We would also hope that the
Administration will support making the provision
permanent, as provided in H.R. 5028 and S. 2080.

I hope that you will agree with our view of this
matter and assist us in our efforts. I would be
happy to provide you with any additional information
you desire.

Sincerely,

Wal?:%a. Riley

WDR :dcm
Enclosure

1713d
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Mr. Chairman and Memberq’of the Subcommittee:

My name is Patrick J. Keating. I am the Chairman of the Special
Committee on Prepaid Legal Services of the American Bar Association
and I am in the private practice of law in Detroit, Michigan.

I am appearing here today at the request of Wallace D. Riley,
President of the imerican Bar Association, who regrets that he is
not able to appear personally because of an important prior
commitment.

The ABA strongly believes that the making permanent of Section
120 of the Internal Revenue Code as provided in this bill addresses
is of critical importance to millions of people throughout the
country. Indeed only last month our Board of Governors selected
passage of S. 2080 as one of a small group of top legislative
priorities for 1984.

As the Committee knows, Segtion 120 determines the tax treatment
of gqualified group legal services plans. It provides that employees
may exclude from their taxable income contributions made by an
employer to such a plan and the value of any legal services received
by the employee under the plan. I would like to state briefly why
the American Bar Association has supported this tax treatment of
employer paid legal plans and why we feel that the permanence of
Section 120 is critical at this juncture.

Recognizing the need to develop mechanisms to help middle-income
Americans gain access to personal legal services, the American Bar
Association has worked for over ten vears to develop and perfect the

concept of prepaid legal services. In 1974, we joined with a



"coalition of labor, insurance, consumer and other groups to create
an incentive for employers to provide legal services as a benefit
for employees for much the same reason as thsy pruvide medical and
other insurance benefits: to assure the personal well-being ot
employees and their families so that they can continue to be
permanent and productive members of the workforce. If an employee
is sick, he or she cannot work. Being ill in the workplace can
greatly reduce productivity. By establishing tax incentives for
employers to provide or pay for meaical care, the Congress has
recognized the econocmic benefits inherent in protecting an
employee's physical health.

Legal proﬁlems can affect the emotional and financial health of
employees. Financial'problems often have legal implications.
Falling behind in mortgage or loan payments can lead to wage
garnishment and the possibility of eventual bankruptcy, both of

which may involve not only the employee but the employer and the
economy as Qell. _

The incidence of these problems can have a significant effect on
an employee's work productivity and often lead to to absences from
work to‘go to court or otherwise deal with a problem personally.

The following case stu@y was compiled from actual cases where what
initially was a minor perscnal problem led to serious personal and
legal trouble:

Robert Simpson (fictitious name) worked as a quality

control inspector at an electroniecs plant for six years. During

that period, his performance evaluations were excellent and his




‘attehéance record perfect. Mr. Simpson was well-liked by his fellow
employees and was credited with making a number of suggestions which
markedly improved quality control procedures. He was active in his
local union and was being considered by management for promotion to
supervisor of his section.

In the seventh year of his employment, the quality of
components coming off the assembly line where Mr. Simpson was
stationed dropped off sharply. In addition, his attendance record
btegan to deteriorate and he was absent from a number of important
union meetings. Supervisors and co-workers tried unsuccessfully to
ascertain the reason for this change in Mr. Simpson's behavior. He
became short-tempered, explaining that he had a few minor perscnal
problems he would take care of shortly. At one point, Mr. Simpson's
job performance declined so much that both his co-workers and
management feared that he might not only lose the chance for
promotion but also his job as well.

Mr. Simpson's job performance suffered because he was
distracted by serious legal difficulties. At the conclusion of his
sixth year of employment, he moved his family to an older apartment
building in a northwest suburb of the city. Simpson entered into a
two-year lease, but did not consult an attorney as to the terms of
the lease agreement. A month after the Simpson family moved in, a
small fire broke out on the first floor of the building, and Mr.
Simpson, who lived.on the third £floor, became concerned over the
need for fire protection. The landlord refused to provide alarms

and extinguishers, and Mr. Simpson, not the smartest of businessmen,




decided to purchase $2,400 worth of fire protection equipment on an

installment note.

Had Mr. Simpson talked to a lawyer before purchasing the
equipment, he would have discovered that the landlord was obligated
by both state law and municipal ordinancé to provide fire protection
equipment. -He wculd also have been shown where the lease agreement
he entered into specifically stated that the landlord would provide
such equipment on request and that rent could be withheld if such a
request was not honored.

Three months after the purchase of the equipment, Mr.
Simpson discovered that he could not meet the installment payments.
The finance company refused to listen to any excuses and promptly
sued Mr. Simpson for $2,400 in municipal court. Mr. Simpson, unaware
of the ramifications of the suit and without funds to retain a
lawyer, failed to answer the complaint and a default judgment was

entered against him. The fire equipment was repossessed and sold at

' a sheriff's sale for $400, with a deficiency balance of §2,000

showing as an unsatisfied judgment on the record of the court. Mr.
Simpson was then summoned to court cn a judgment-debtor hearing and
his wages were immediately garnisheed.

Over the next six months, as Mr. Simpson attempted to pay
off the judgment against him, his other monthly obligations fell
into arrears. He lost his gasoline credit card, the rent was always
late and his other creditors began harassing him for payment of his

obligations. Several law suits were filed, all resulting in default




judgments. Mr. S1mpsSon attemptea tO Secure a loan to relleve nis
financial burden, but loan companies refused to consider his
application because of the court judgments.

Mr. Simpson became short tempered and abusive with his wife
and children -- a changed man with his family. Because of the
change in him and the pressure of continual harassment bf creditors,
Mrs. Simpson informed her husband thét she had had enough and filed
for divorce. Simpson was served with the complaint at work, much to
his embarrassment, along with motions for expense money, temporary
alimony and support and custody of the children. Ironically, since
the rent was once again late, the landlord filed for eviction.
During the next six months, numerous hearings on the pending divorce
were held and Mr. Simpson had little time for anything but the legal
battles that surrounded him.

Could an attorney have prevented many of Mr. Simpson's problems?
Probably. Certainly, an attorney's review of the original lease
agreement might have prevented the credit purchase of the fire
prevention equipment in the first place which seems to have led to
many of his other difficulties. Even assuming that the purchase had
been made anyway, many of the judgment-debtor prcblems could have
been immediately relieved through the attorney's active participation
with creditors. The divorce might well have been avoided if the
credit problems had been alleviated initially. Even if the divorce
was unavoidable, the availability of an attorney prior to the
initiation of the suit by Mrs. Simpson could have prevented a

lengthy contested proceeding.
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.situations can turn out to Be less disastrous. Let's take a "minor"
matter which actually occurred in ‘a midwest office.

An employee was billed by a hospital for approximately $130
which.he thought he didn't owe and which he had no money to pay in
any event. Repeated requests for payment were ignored until the
employee received a summons from county court located 35 miles away
from the office. The employee menticned the need to take time out
from work to go to court to his éupervisor, who advised that the
employee talk to a lawyer first. A lawyer was consulted and
eventually accompanied the employee to court twice, requiring the
employee to be absent from work for one-half day each time, and a
settlement with payment arrangements was worked out with the lawyer
for the hospital.:

The cost to the employee assoéiated with this problem was
calculated at $358.84, including $225 in attorney fees, $59.84 in
lost wages, $28 in transportation to court and $46 in court fees.

In addition,'the employer lost the services of the employee for two
mornings, the federal government lost approximately $11.80 in tax

revenue on the employee's lost earnings and the hospital had to pay

its attorney to handle the case in court.

The point of this story is that the attorney indicated afterward
that had she been called as soon as the employee started receiving

past-due notices from the hospital, she could have negotiated a

payment schedule with the hospital by phone, avoiding the law suit,




court appearances, costs, time off from work and the worry which had
plagued the employee during the three months while this situation
was developing. |

Héw could an employer-paid legal benefit plan have helped in
this second, more typical case? First, the employee, realizing that
arrangements for consulting and paying for a lawyer were part of his
compensation, the question of whether the employee had the funds to
hire an attorney would not come up. Secondly, by having this barrier
removed, the employee would have had the incentive to consult a
lawyer early as soon as the problem‘presented itself, rather than
waiting until.the last minute and having a law suit filed against
him. Third, £he employer would not have lost the services of the
employee both for the time taken to go to court and in the preceding
months during which the employee's attention was distracted from his
work because of worry and phone calls to and from the hospital.

Will employees actually take advantage of a legal services
benefit to ﬁheir own and the employer's advantage? The statistics
we have gathered since Section 120 was enacted in 1976 indicates
that they will. A comprehensive survey of the legal needs of the
public pﬁblished in 1977 by the American Bar foundation and carried
cut by the National Opinion Research Center indicated that more than
35% of the population encounter problems each year that could be
resolved by a lawyer, yet only 10% actually seek legal assistance.
In contrast, our information indicates that an average of 20% cf the

employees covered by a group legal plan ccnsult a lawyer at least

once annually.




These employee-users are in a majority of cases receiving

preventive legal assistance that often make it possible to avoid
litigation or serious, protracted remedial services. Some of the
newest prepaid legal plans feature legal advice and consultation by
phone as a benefit. The administrators of these plan have told us
that between 60% and 80% of the problems presented by plan members
can be resolved over the phone in one or two calls or with telephoné
negotiation with adverse parties.

It is clear to us that after 10 years of experimentation with
prepaid legal service plans, the promise that they hold for
establishing a private—-sector mechanism for delivering needed
personal legal services to employees has been fulfilled. Direct tax
revenue loss is considered minimal, as indicated in the March, 1983
estimates prepared by the staff of the Joint Committee on Taxation.
Further, we suggest that tax dollars can' even be saved by reductions
in the use of our courts to resolve minor disputes as a result of
preventive legal services being made available to employees through
qualified group legal service plans. And the benefit to our economy

of minimizing the impact of employee personal and legal problems on
productivity in the workplace should not be taken lightly.

In 1976, Congress acted wisely in incofporating a termination.
provision in Section 120 which would force us to evaluate the
efficacy of this tax policy in stimulating thé development of plans
which provide access to needed personal legal services. Further,
controls built intc Subsection (c)(l) of Section 120 assure that

qualified group legal service plan will not discriminate in favor of




highly-paid employees and we;lthy owners of businesses, thereby
insuring that middle-income Americans are the major beneficiaries of
these plans. We are convinced that the plans have proved themselves,
and we know that employers throughout the country are planning to
incorporate legal service benefits into their compensatian programs
as soon as the taxation questions raised by the pending expiration
of Section 120 have been resolved.

We urge that S.2080 be passea into law at the earliest date
possible so that the millions employees who now take advantage of
employer-furnished legal services can continue to do so and so that
employers who have recognized -the value of this benefit in
maintaining good employee relations and productivity can move

forward to implement a qualified group legal service plan.



AMERICAN BAR ASSOCIATION
IMMEDIATE PAST PRESIDENT
MoRrRisS HARRELL

AMERICAN BaR R
RiC CenTe 4200 RerusLICBANK Tower
CHICAGO, ILLINOIS 60637 DALLAS, TEXAS 75201

TELEPHONE: 312 / 947-4042 TELEPHONE: 214 / 742-1021

PLEASE REPLY TO:

August 1, 1984

Hon. James A. Baker III
Chief of Staff and
Assistant to the President
The White House
Washington, D.C. 20500

Dear Jim:

You no doubt have received a letter from my
successor as ABA President, Wallace D. Riley
regarding the American Bar Associations's concern
over the expiration of Section 120 of the Internal
Revenue Code.

I just want to let you know that I firmly support
the concept of group legal services because 1 know
the benefits which can be derived from timely legal
assistance. We know that working families, just like
large corporations and the wealthy, need access to
our justice system. My tenure as President of the
ABA made me well aware of the legal needs of the
public and the concomitant need to develop ways to
make legal services affordable for middle-income
people. '

The organized bar has been working for over
fifteen years to this end. Millions of Americans,
and I believe our society as a whole, are now the
beneficiaries of our labors. With the incentive
provided to employers to establish group legal plans
under Section 120, insurance companies and others
have responded with coverage for personal legal
expenses of employees. Moreover, the costs
associated with these plans have not risen
substantially over the last ten years, partially
because most group legal plans require covered
employees to share in the cost of at least some of
the services they receive.
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I am convinced that the benefits, both economic
and otherwise, of making preventive legal assistance
available to the majority of our citizens far
outweigh the quite minimal estimated loss of direct
government revenues associated with the tax treatment
afforded by Section 120. I hope you share my view
and will help in encouraging Administration support

for the legislation in Congress which would make this
Code section permanent.

I want to thank you in advance for your
consideration of this important issue.

Sincerely,

Morris Harrell

(1713d/4-5)
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STATEMENT OF
ROBERT G. WOODWARD
TAX LEGISLATIVE COUNSEL.
DEPARTMENT OF THE TREASURY
- BEFORE THE
SUBCOMMITTEE ON SELECT REVENUE MEASURES
OF THE
HOUSE COMMITTEE ON WAYS AND MEANS

Mr. Chairman and Members of the Subcommittee:

I am pleased to present the views of the Treasury Department
on the following bills:

. O

H.R. 676, which would extend to certain educational
institutions the exception from the debt-financed property rules
that is currently applicable to qualified pension trusts;

H.R. 2697, which would increase the mileage allowance for

charitable deduction purposes to that allowed for the business
expense deduction;

H.R. 4114, which would allow 2 deferral of an employee's
income and employer's deduction from the date of exercise of a
nonqualified employee stock option until the date of disposition

of the stock received on exercilse of the opticn;

BE.R. 4357, which would eliminate capital gain treatment for
gains on certain sales of stock by key shareholders and would
deny deductions to corporations for payments under. so-called
"*golden parachute" contracts; and

o
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H.R. 5028, which would allow a permanent exclusion for
benefits under group legal services plans.

. I will discuss each bill in turn.
H.R. 676
Exemption from the Unrelated Business Income Tax
for Debt-Financed Real Property Investments Oof Schools

Background

royalties, dividends, and interest) unless the acquisition or
improvement of the property producing the income is financed by
debt. Subject to limited exceptions, a share of any income from
debt-~financed broperty, proportional to the ratio of debt on the
property to the adjusted basis of the property, is treated as
income from an unrelated trade or business.

The original rules relating to debt-financed property were
€nacted in 1950 in résponse to abusive sale-leaseback
transactions between tax-exempt organizations and taxable owners
of active businesses. These transactions typically involved a
tax-exempt organization's purchase of an active business,
financed primarily by a contingent, nonrecourse note, followed by
a lease of the assets of the business to the seller. The effect
of these transactions was to convert the ordinary income of the
business into capital gains for the seller while allowing the
tax-exempt organization eventually to acquire property with
little or no investment! 6f its own funds. The primary objection
to sale-leaseback arrangements involving borrowed funds was that
they permitted an organization's tax exemption to benefit the
taxable seller, either by conversion of ordinary income into
capital gain income or by payment of a higher price for the
Property than a taxable purchaser would pay.

forms of transactions involving leveraged investments quickly
developed. 1In response to these new transactions, the unrelated
business income tax rules were strengthened in 1969 by subjecting
to tax the income received from all kinds of debt-financed
Property. This broad revision was designed to deal with all

types of abuses involving leveraged investments by tax-exempt
organizations.



An exception to the debt-financed property rules was added to
the Internal Revenue Code by the Miscellaneous Revenue Act of
1980 (P.L. 96-605) for debt-financed real property investments of
pension trusts that satisfy certain conditions. Section 110(b)
of that Act specifically stated that this exception was not to be
considered precedent for extending the exception to other exempt
organizations. The stated reason for providing this special
exception was that exemption for investment income of gqualified
retirement trusts is an essential tax incentive which is provided
to tax-qualified plans in order to enable them to accumulate
funds to satisfy their exempt purpose -- the payment of employee
benefits. The reason for limiting the exception to investments
by pension trusts was that the assets of such trusts will
ultimately be used to pay taxable benefits to individual
recipients, whereas the investment assets of other exempt
organizations are not likely to be used for the purpose of
providing benefits that will be taxable at individual rates.

H.R. 676

H.R. 676 would provide an exception to the debt-financed
rules for investments in real estate by schools and certain
affiliated support organizations. However, the exception would
not apply to a real estate investment if --

(1) the acquisition price is not a fixed amount;

(2) the amount of any indebtedness, any amount payable
with respect to any indebtedness, or the time for making
any payment with respect to any indebtedness 1is

dependent upon'the revenue, lncome, Or profits derived
from the real property:

(3) the real property is at any time after the acquisition
leased to the seller or to certain persons related to
the seller;

(4) the seller or any person related to the seller provides
nonrecourse financing in connection with the acquisition
of the real property and such debt is subordinate to any
other indebtedness on the property or bears a rate of
interest which is significantly less than the rate
available from an unrelated person.

The bill would apply to taxable years beginning after
December 31, 1982.




Discussion

The debt-financed property rules are intended to prevent the
use of an exempt organization's tax exemption for the benefit of
taxable persons. 1In the absence of the debt-financed property
rules, it would be much easier to provide benefits to taxable
persons through conversion of ordinary income to capital gain
income, through the payment of a higher price for property than a
taxable investor would pay, or through the transfer to a taxable
person of the tax benefits associated with an investment made by
a tax-exempt organization. We do not believe the provisions of
H.R. 676 would prevent these uses of a tax-exempt organization's
exemption for the benefit of a taxable person.

One possibility for abuse exists because the bill would
permit nonrecourse financing by the seller if the financing
provided is not subordinate to other debt on the property and the
rate of interest is not significantly less than the market rate.
These restrictions would not prevent the conversion of ordinary
income to capital gain income in the hands of the seller or the
payment of an inflated price for the property based on the exempt

organization's ability to receive rental income from the property
tax~free.

The bill also would create significant incentives for the
development of methods for transferring to taxable persons the
substantial tax benefits arising from leveraged real estate
investments by tax-exempt organizations. H.R. 676 contains no
provisions to prevent partnership allocations that would transfer
the tax benefits on a partnership's real estate investment from
tax-exempt partners to taxable partners. Through such
partnership allocations, taxable persons could obtain significant
tax deferral benefits and could convert ordinary income to
capital gain income in a wide variety of transactions. Indeed,
the possibilities for using partnership allocations to transfer
tax benefits from tax-exempt partners to taxable partners are so
varied that it is doubtful that rules could be drafted to prevent
all abuses of this sort. Additionally, the bill would give
tax-exempt educational institutions an incentive to solicit and
accept gifts of real estate tax shelters that have passed the
"cross over" point at which the taxable income exceeds the cash
flow produced. Charitable contributions of such investments
- would provide further tax advantages to the taxable investors.

The proponents of H.R. 676 argue that the investment needs of
schools are no different from the investment needs of pension
trusts, and therefore the exception to the debt-financed proper’
rules for pension trusts should be extended to schools. 1In
enacting the special exception for pension trusts, Congress




indicated that pension trusts were distinguishable from other
tax-exempt organizations because the purpose of the exemption for
pension trusts was to permit the accumulation of investment
income and because the assets of pension trusts are ultimately
taxed to pension recipients. 1In view of these distinguishing
characteristics, Congress considered it appropriate to provide a
special rule for pension trusts alone. 1In fact, the law as
enacted contains a specific statement that the exception for
pension trusts is not to be considered as precedent for any
further exceptions to the debt-financed rules.

While the distinctions drawn between pension trusts and other
tax-exempt organizations may be tenuous, we do not think that the
existence of a special exception for pension trusts justifies a
similar exception for schools. We see the same problems with the
pension trust exception as we have discussed concerning H.R. 676.
Since we do not consider the pension trust provision to be a
desirable exception to the debt-financed property Tules, we
oppose expansion of that provision.

Furthermore, the arguments for expansion of the pension trust
exception to schools apply equally to other public charities, and
perhaps to all tax-exempt organizations. In addition, a broad
exception for debt-financed investments in real estate could be
used as precedent for adding exceptions for debt-financed
investments in other types of property. For example, the pension
trust exception has been used as a model for proposed legislation
(S. 1549) to provide an exemption for debt-financed investments

in working interests in oil and gas wells.

We also note that expansion of the pension trust exception to
educational institutions: would result in a revenue loss of
approximately $200 million in fiscal years 1985 through 1987.

The Treasury Department believes that the depbt-financed
property rules are sound and should not be narrowed by piecemeal
exceptions such as the cone proposed in this bill for real estate
investments by schools. Enactment of the bill would create new
opportunities for abuses involving nonrecourse seller financing:
and the transfer to taxable persons of tax benefits attributable
to investments by tax-exempt organizations. Accordingly, we must
oppose H.R. 676.

The Senate Finance Committee recently approved a provision
that would extend to certain educational institutions the
exception to the debt-financed property rules currently provided
for pension trusts. Under the Finance Committee provision,
however, the exception would not be available to either pension
trusts or. schools if financing was provided by the seller or a
party related to the seller, or 1if the debt-financed property was




acquired or held by a partnership in which taxable entities or
organizations which are not eligible for the exception are
partners. The Finance Committee provision thus significantly
reduces the opportunities for abuse. 1If the Conygress decides to
expand the exception to the debt-financed property rules, we

would strongly support the inclusion of the restrictions
contained in the Senate provision,

Finally, we would like to bring to the Committee's attention
the possibility that pension trusts may avoid the currently
applicable restrictions on debt-financed property through
investments in gqualified segregated asset accounts of insurance
companies. We would like to work with the Committee to ensure
that the rules cannot be avoided through the use of segregated
asset accounts or any other collective investment vehicle.

H.R. 2687

Increase in Standard Mileage Rate for Purposes of Computing
Charitable Contribution Deductions

Background

Under current rules the rate taxpayers are permitted to use
for computing the business expense deduction for use of an
automobile is 20.5 cents per mile for the first 15,000 miles.
(Above 15,000 miles, and for fully depreciated cars, the rate is
11 cents.) Taxpayers who use an automobile in connection with
performing services for charitable organizations presently may
use a standard mileage rate of 9 cents per mile in computing
their charitable contribution deductions. (Nine cents also is
the mileage rate used for,determining medical and moving expense
deductions). The reason for the difference in the two mileage
rates is that the standard mileage rate permitted for purposes of
the charitable contribution deduction reflects an allowance only
for gas and oil =-- the only expenses actually paid in performing
the charitable service. On the other hand, the standard mileage
rate for business use of an automobile reflects an additional
allowance for depreciation, insurance, general repairs and
maintenance, and registration fees.

H.R. 2697

H.R. 2697 would amend section 170 of the Internal Revenue
Code to provide that the amount of the charitable contribution
deduction allowable for expenses incurred in the operation of an
automobile in performing services for a charitable organization
shall be determined at the same mileage rate used to compute
business expense deductions.




Discussion

Allowance of the lower mileage rate for purposes of the
charitable contribution deduction reflects the longstanding
administrative position that the only expenses for which
charitable deductions should be allowed are those actually paid
by the taxpayer in performing the .charitable service. We believe
there are sound reasons for this administrative position, upon
which the different mileage rates are based. Accordingly., the
Treasury Department opposes H.R. 2697.

Section 170 of the Code allows a deduction for contributions
or gifts to, or for the use of, a qualifying charity only if
"payment is made within the taxable year." Because the Code
requires "payment," the charitable deduction of a taxpayer who
operates his vehicle in performing services for charity is
limited to the taxpayer's out-of-pocket costs. Since gasoline
and oil are the only items that the taxpayer buys to use solely
for the charity, the cost of gas and oil is the only automobdlle
expense that is properly deductible, This interpretation of the
law is carried out through the 9 cent mileage allowance.

The "payment"” requirement contained in section 170, as it
applies to the use of automobiles, is appropriate because it is
difficult to quantify indirect costs that are properly
attributable to charitable use of automobiles. Charitable use of
automobiles typically accounts for a very small fraction of total
use. Because of this, the owner of the vehicle would incur most
costs attributable to owning his automobile whether or not he
used the car for charitable activities. An owner incurs the vast
majority of costs, such as depreciation in value, general
maintenance, and insurance, merely as a result of the increasing
age and the personal use of his car. Thus, such an owner should
not be considered as "paying" to or for the benefit of charity
costs that are largely fixed. While it may make sense to
allocate these costs on a strictly pro rata basis for business
vehicles, where a large portion of use often is business use,
such a pro. rata allocation does not reflect economic reality in
the charitable use setting.

Another reason for maintaining the "payment" requirement as
it applies to automobile use is to avoid setting an undesirable
precedent for determining deductions for charitable use of other
property. 1If charitable deductions were allowed for indirect
costs of operating an automobile, then similar deductions
logically should be allowed for charitable use of other property,
such as wear and tear on a home made available for occasional use
by a charity. If this were done, the IRS would be faced with
significant compliance problems,



It should be noted that the current charitable mileage
allowance causes no significant unfairness to taxpayers,
According to studies performed for the IRS, 9 cents per mile is a
generous estimate of the costs of gasoline and oil. In addition,
if a taxpayer's actual expenses for gasoline and oil in
performing services for charity exceed 9 cents per mile, he may

deduct the amount of his actual expenses in lieu of the mileage
allowance. ’

Finally, increasing the charitable mileage allowance as
ProposkED in H.R. 2697 would reduce Federal revenues by an
estimated $445 million is fiscal years 1984 through 1987. These
revenue losses would increase each vear. In view of current

Federal deficits, we strongly oppose this reduction in Federal
revenues.

H.R. 4114
Tax Treatment of Nongualified Employee Stock Options

‘Background

Under present law, the tax treatment of employee stock
options generally is governed by section 83 in the case of
nonqualified options, or by section 421 in the case of options
granted pursuant to employee stock purchase plans meeting the
requirements of section 423, or incentive stock options meeting
the requirements of section 422A. Section 83 provides that the
value of a stock option constitutes ordinary income to the
employee when granted only if the option itself has a readily
ascertainable fair market value at that time. Employees
receiving options without a readily ascertainable value are taxed
when the option is exercdised (or six months later, if the stock
ls subject to certain securities law restrictions) on the
difference between the value of the stock at exercise and the
option price. The timing of the employer's deduction coincides
with the employee's recognition of income.

In the case of options granted under employee stock purchase
Plans, there are no tax consequences upon either grant or
exercise of the option. Instead, provided that the option is
Priced at at least 100 percent of the stock's fair market value
at the date of grant, and the employee meets special holding
. period requirements, the employee is taxed when the stock is §old
at capital gain rates upon any fluctuations in the stock's fair
market value following the date of option grant. 1If the option
was priced at between 85 percent and 100 percent of the stock's
fair market value at date of grant, the employee is taxed upon
sale of the stock at ordinary income rates on the amount of ar
such discount (or, if less, on the difference between the fai



market value of the stock at the date of disposition and the
amount paid for the stock under the option), and at capital gain
rates on any gain in the stock's value over the fair market value .
of the stack on the date of option grant. No business expense
deduction is allowed to the employer with respect to the grant or
exercise of an employee stock purchase plan option, although the
employer can claim a business expense deduction at the time the
employee disposes of the stock in the amount of any ordinary
income recognized at that time by the employee. In order for
these options to qualify for this special treatment, 2an employee
stock purchase plan by its terms must not grant options to any
employees who own (or possess options to purchase) more than 5
percent of the corporation, but must grant options on a
nondiscriminatory basis to all other employees (with the
exception of part-time employees, recent .hires, officers,
supervisors, and highly compensated employees). 1In addition, the
option price must equal or exceed 85 percent of the stock's fair
market value at time of grant. Finally, no employee may purchase
more than $25,000 in optioned stock in any year.

In the case of .incentive stock options (ISOs), there are no
tax consequences when the option is granted or when the option is
exercised (except for possible alternative minimum tax
consequences to the employee). If the employee holds the stock
for a special time period after exercise of the option, the
employee is taxed at capital gain rates when the stock is sold.
No business expense deduction is allowed to the employer with
respect to the grant or exercise of an ISOC. In order to qualify
for this special treatment, an IS0 must satisfy a number of
different requirements outlimed in section 422A. For example,
the option price must equal or exceed the stock's fair market
value at the time of grant. No more than $100,000 in ISOs may be
granted to any employee in any year. I1SOs must be
nontransferable, except by reason of death of the employee.
Finally, no ISO can be exercised while an earlier ISO 1is
outstanding.

H.R. 4114

H.R. 4114 would provide new rules for the tax treatment of
nonqualified stock options. Like current law, the difference
between the value of the stock at the exercise date and the
option price would constitute ordinary income to the employee,
and a corresponding business expense deduction to the employer.

However, unlike the current rules relating to nongualified
options, the employee would be able (subject to the employer's
agreement) to defer recognition of ordinary income on the option
spread from the date of option exercise until the date of
disposition of the stock. The amount included in ordinary income
would not be affected by any appreciation or depreciation in the
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value of the option stock after the date of exercise. Instead,

the amount included in ordinary income would be added to the

basis of the stock for purposes of determining capital gain or '
loss from the disposition. The corporation's deduction would

also be deferred until the date of disposition of the option

stock.

We understand that the sponsors of H.R. 4114 have agreed to
certain amendments. to the bill as introduced, which are designed
to limit the abuse of these tax-deferred nongualified options by
highly compensated employees. These amendments would impose on
this new class of options certain limitations similar to those
affecting ISOs, including a $100,000 per year cap on the amount
of options granted to any employee and a reguirement that the
options be exercised in the order granted.

Discussion

The Treasury Department strongly opposes H.R. 4114. This
bill would create an unnecessary exception from the rules of
section 83, by allowing an employee to defer tax indefinitely on
compensation paid in the form of stock transferred pursuant to
the exercise of an option which had no readily ascertainable fair
market value when granted. Section 83 currently allows an
employee who receives property in exchange for services to defer
recognition of income only until the lapse of any restrictions
upon the sale of such property. No employee should be allowed to
defer income recognition beyond the date on which he could sell
the property that is transferred to him. By providing yet
another means for highly compensated individuals to enjoy special
tax benefits, enactment of this bill would further undermine the
public's perception of the fairness of the income tax system.

In creating this tax deferral opportunity for employees who
exercise nonqualified stock options, H.R. 4114 admittedly
requires the employer corporation to agree to the corresponding
deferral of its deduction. However, in many cases the employer's
approval would not. be difficult to obtain, especially in the case
of key employees who likely would participate in the employer's
decision. Furthermore, such a joint election by the corporation
and its employee is likely to be filed only in situations where
there is a net tax savings as between the corporation and the
employee.

The additional limitations suggested by the sponsors of the
bill will not, in our opinion, eliminate abuse of this provision
by officers, shareholders, and highly compensated employees. If
these option programs are indeed intended (as the sponsors of
H.R. 4114 have asserted) for use by a broad-based cross sectior
of employees, thén nondiscrimination rules must be added to tr
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bill, similar to the rules applicable to other statutory fringe
benefits. For example, no more than 25 percent of these options
should be provided to the class of employees who are owners of 5
percent or more of the stock, company officers, or employees
whose annual compensation exceeds two times the defined
contribution limitation for pension plans (currently $60,000).
The same percentage limitations should apply to employees
benefitting from elections by the employer to defer tax on option
exercise, In addition, to ensure further against abuse of these
provisions by highly compensated employees, the $100,000 annual
limit on option grants to any employee should -be reduced by any
IS0s granted to the employee in that year, and any amount
deferred by reason of the election should be treated as an item
of tax preference for purposes of the individual alternative
minimum tax.

We also recommend that, like ISOs, these options should be
granted at a price not less than the fair market value of the
underlying stock at the date of grant, and that they be
exercisable during the employee's lifetime only by the employee.
Moreover, in orde