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A. INCOME TAX RETURN PREPARERS

Present Law

The Internal Revenue Code presently contains few provisions which
affect the conduct of persons who prepare the tax returns of other
persons for a fee. The tax return forms generally require that any per-
son preparing a return for another person sign the return, but the
law provides for no penalty in cases of failure to sign. No other pro-
visions in the Code require an income tax return preparer to dis-
close to the IRS whether he is in the business of preparing returns
or what returns he has prepared.

In addition, most penalties prescribed by present law for improp-
erly prepared returns relate to improper preparation by the taxpayer
himself and not by a preparer. Taxpayers may be subject to criminal
fraud penalties of up to $10,000 in fines and imprisonment for not
more than five years for willful attempts to evade tax (sec. 7201).
Taxpayers are also subject to civil fraud penalties of up to 50 per-
cent of the amount of any underpayment of tax (see. 6653), and
additional penalties for negligence or for intentional disregard of
rules and regulations in an amount equal to 5 percent of any under-
payment of tax.

By contrast, persons who prepare returns of others for a fee are
subject only to criminal fraud penalties for willfully aiding or assist-
ing in the preparation of a fraudulent return, which crime can be pun-
ished by fines of up to $5,000 and imprisonment for not more than
3 years. Tax return preparers are, however, subject to criminal penal-
ties for unlawfully disclosing or otherwise using information dis-
closed to him in connection with the preparation of a return.

Problem

The past few years has seen a substantial increase in the number of
persons whose business is to prepare income tax returns for individuals
and families of average income. The Internal Revenue Service esti-
mates that for the year 1972, 35 million taxpayers, or one-half of all
those who filed income tax returns, sought some form of professional
or commercial tax advice in preparing their returns. The Internal
Revenue Service also estimates that in 1972 approximately 250,000
persons were engaged in the business of preparing income tax returns.

The .rapid growth of the business of professional and commercial
Preparation of tax returns has led to a number of problems for the
Internal Revenue Service. Some abuses have arisen in the preparation
of returns for wage earners at the cost of a relatively small fee. In some
of these cases, return preparers have made guarantees that individuals
will obtain a refund because of the tax expertise of the preparer. In
other cases, return preparers have suggested that a taxpayer sign a



blank return (i.e., before it is prepared) in which case the taxpayer
would not look at the return, let alone review it, before it is filed. In
some of these cases, the preparer either claimed fictitious deductions or
increased the number of exemptions claimed in order to achieve the
desired refund or tax liability which was promised to the taxpayer.

In 1972 and again in 1973 the IRS conducted surveys of preparers
suspected to be engaging in these types of conduct. For 1972 the IRS
discovered that about 60 percent of the returns surveyed (or over 3,000
returns) showed significant fraud potential. In the 1973 survey, 22.3
percent of the returns prepared (or 1,112 returns) showed fraud po-
tential. The sizable number of returns with fraud potential resulted
in part because the IRS focused on preparers suspected of improper
conduct. Nonetheless, the surveys indicate that a significant number of
preparers in those years had engaged in abusive practices.

Under present law, it is difficult for the IRS to detect any indi-
vidual case of improper preparation since the tax preparer may not
sign the return. Thus, the IRS has no way of knowing whether the
return was prepared by the taxpayer or by a preparer who may be
engaging in abusive practices involving a number of returns.

Furthermore, even if the IRS can trace the improper preparation of
tax returns to an individual tax return preparer, the only sanction
available against such preparers are the criminal penalties of the Code.
Such criminal penalties are often inappropriate, cumbersome, and an
ineffective deterrent given the costs and length of time involved in
trying these cases in court. Because these criminal penalties are diffi-
cut to apply, the IRS under present law generally proceeds against
only the most flagrantly fraudulent cases involving income tax return
preparers.

The abuses described above primarily involved "commercial" tax
preparers (i.e., individuals often without formal training engaged in
the seasonal business of preparing tax returns) rather than "profes-
sional" tax preparers, such as lawyers and certified public accountants.
Yet it is difficult to single out any group alone for special regulation.
At the request of the Joint Committee on Internal Revenue Taxation
the General Accounting Office has been conducting a study of tax
return preparation by all types of tax return preparers. The GAO
report, which the staff has recently received in draft form, indicates
that commecial preparers on the average have not had a significantly
greater tendency to make mistakes in preparing returns than do other
types of preparers. For example, the GAO studied the 22,000 tax re-
turns which were audited in depth for the year 1971 under the IRS
Taxpayer Compliance Measurement Project and discovered that for
all returns (excluding 1040A short form returns) with adjusted gross
incomes of $10,000 and under and for nonbusiness returns of adjusted
gross income between $10,000 and $50,000, the percentage of tax ad-
justment determined from the IRS audits averaged 10.9 percent for
returns prepared by commercial preparers and 10.2 percent for returns
prenared by professional preparers. Other parts of the study also in-
dicate that commercial preparers are not more likely to make more or
larger mistakes on the returns they prepare than are professional pre-
parers. This result occurs nrobably because most commercial prepares
are generally involved only with those returns which are relatively
simple to prepare, while professional preparers are generally involved
in more complex returns. It should be noted in this regard that these



errors do not necessarily result from the types of abuses referred toabove but many result from differences of interpretation or other simi-lar mistakes. In these cases where the IRS determines that certainreturn preparers have made erroneous interpretations of the tax law,regulation of all preparers would allow the IRS to correct these errorson all the returns prepared by that preparer. The fact that all types ofpreparers are about equally likely to make errors in preparing taxreturns has led the GAO to recommend that any regulation of taxreturn preparers apply equally to all preparers.

Alternative Approaches

1974 committee bill
Last year the committee agreed to a series of provisions dealing withtax return preparers which are designed to assist the Internal RevenueService in its auditing procedures. The draft report by GAO ree-ommends the adoption of the 1974 committee provisions as usefulaids to the IRS in identifying tax return preparers and the returnsthey prepared and in taking any corrective action which may berequired against specific individual preparers.
Tax return preparers who would be covered by these provisions arethose persons who prepare, directly or through employees, a return orclaim for refund for compensation. These rules were not to apply topersons who render mere mechanical or processing assistance, regularemployees who prepare returns of their employer as a usual incident ofemployment, fiduciaries who prepare returns for trusts or estates, orpartners who prepare returns for partnerships.
The provisions agreed to by the committee which were to apply totax return preparers are as follows:
1. Each prepared return, statement or other document must contain

the identification number of the return preparer and other data suffi-cient to identify the preparer. A $25 penalty is provided for each fail-ure to comply, if without reasonable cause.
2. Each preparer must furnish to taxpayers a copy of the return

or claim for refund prepared by the tax return preparer at the timethe return is given to the taxpayer for his signature. A $25 penalty isprovided for failure to comply, if without reasonable cause.
3. Each return preparer or every person employing a tax return

preparer must file an annual report with the IS listing the name,
address, identification number, and place of work of each preparerthe employ. This report is to be filed by July 31 for a 12-month period
en ing June 30. Failure to comply without reasonable cause would
result na $100 penalty for each failure to file an annual return and
a $5 penalty for each failure to include a name, identification num-
ber and place of work in the annual report. These penalties are not
to exceed $20,000 for a 12-month period.

4. Each return preparer or employer of return preparers must retain
for three years either a list of taxpayers for whom returns were pre-pared or copies of their returns and claims for refunds. A $50 penaltyis provided for each failure to retain a copy of a return or to list a
taxpayer for whom a return was prepared, up to a maximum of
$25,000 for all. returns in a year.

5. Penalties are also provided for negligence or fraud on the partof the tax return preparer. A $100 penalty is provided for negligent



or intentional disregard of Internal Revenue Service rules or regula-
tions by a tax return preparer. A $500 penalty is provided for a will-
ful attempt to evade, defeat or understate any tax by a tax return
p reparer. A separate penalty may be imposed for each return or claim
for refund. The penalties are specific amounts rather than a percent-

age of understatement of tax (as is the case under present law with
respect to negligence or fraud on the part of a taxpayer) in order
to avoid the necessity of determining a taxpayer's exact tax liability
in a proceeding against the preparer. With respect to all the penalty
provisions, the period of limitations for assessing penalties would be
three years from the filing date of the return or claim for refund,
except that penalties for a willful attempt to evade, defeat, or under-
state any tax could be imposed at any time.

6. In order to prohibit a tax return preparer from continuing to pre-
pare returns when it is determined that he has engaged in improper
conduct with respect to the preparation of tax returns, an injunctive
proceeding could be brought against such a preparer. The grounds for
such action may include (1) engaging in conduct subject to penalties,
(2) misrepresenting qualifications (including eligibility to practice
before the Internal Revenue Service), (3) guaranteeing the payment
of a tax refund, or (4) engaging in other similar conduct that sub-
stantially interferes with the proper administration of internal rev-
enue laws. A tax return preparer who files a bond of $50,000 to guar-
antee payment of further penalties would not be subject to an injunc-
tive proceeding for penalty-type conduct.

7. The Internal Revenue Service would be authorized to provide the
names, addresses, and taxpayer identifying numbers of preparers to
State authorities charged with enforcing State provisions regulating
tax return preparers.

Mr. Ullman
His proposal is the same as that in the 1974 committee bill.



B. ASSESSMENT IN CASE OF MATHEMATICAL OR
CLERICAL ERROR

General
A determination by the Internal Revenue Service that correction ofa mathematical error appearing on the taxpayer's return results in in-creased tax liability, does not entitle the taxpayer to a-deficiency notice.As a result, the taxpayer cannot appeal such a determination to the

United States Tax Court. The Service can assess the amount it believes
is due and proceed to collection. Taxpayers have maintained that the
Service has used this summary procedure in cases where it is not au-thorized by the statute; the Service maintains that it properly uses this

:procedure in categories of -cases where most taxpayers do. not disputethe Service's conclusions, thereby substantially reducingmadministra-
tive and other costs.

Present Law

Under present law; if the Internal Revenue Service determines
that a taxpayer has made a mathematical. error on his.return of. anyincome,.estate, or gift tax, or of any tax imposed under the private
foundations provisions, (chapter 42) or under the provisions relating
to qualified pension, etc., plans (chapter 43), the Service may-correct
the error, and, if an underpayment of tax results from the correc-
tion, assess the additional tax without being subject to the restrictions
which apply generally to assessment (sec. 6213(b) (1)). In the case
of a mathematical error, the Service is not required to send a notice
of deficiency to the taxpayer before assessing the additional -tax. Nor
do the time restrictions on assessment apply. The taxpayer also has
no right to file a petition with the Tax Court based on a mathematical
error.

Where the Service determines that a mathematical error has been
made and, as a result, the taxpayer owes additional tax, an assessment
is summarily made and a mathematical error notice explaining theerror is sent to the taxpayer. Before the Service begins procedures to
collect the additional tax due on account of the apparent error, theService's policy .is to permit the taxpayer to explam why he believes
there is no error. If the taxpayer substantiates his claim, the Service's
policy is to abate any assessment which it may have made or refund
any additional tax which the taxpayer may have paid. Under present
law, however, a taxpayer has no right to claim abatement of any in-
come, estate, or gift tax (sec. 6404(b)).

The term "mathematical error" is not defined in the Internal Reve-
nue Code or in the Treasury Regulations. In processing returns, how-ever, the Service has interpreted the term to include several types of
error which are broader in nature than literal errors of arithmetic. The
Service's position is that mathematical error includes the following:
errors in arithmetic (such as 2 + 2=5); errors in transporting amounts



correctly calculated on a schedule, form, or another page of Form
1040 to either page 1 or page 2 of Form 1040; missing schedules,forms, or other substantiating information required for inclusion
with Form 1040; inconsistent entries and computations (such as cases
where total exemptions claimed do not agree with the total used in
computing the tax); and errors where the entry exceeds a numerical
or percentage limitation (such as a standard deduction claimed in
excess of the maximum allowed by the Code).

However, court opinions have generally limited the scope of the
term "mathematical error" to arithmetic errors involving numbers
which are themselves correct.

Problem

The Service is concerned that a narrow reading of its statutoryauthority under the "mathematical error" provisions would result
in its not being able to use the expedited mathematical error procedure
in significant numbers of instances where taxpayers are not likely todispute the Service's determination. The Service points out that the
deficiency notice procedure is considerably more costly than the mathe-
tical error procedure, both in terms of personnel and processing costs
and i terms of the cost to the Government of delays incollection of
taxes. On the other hand, there also is concern that the Service shouldnot be able to proceed summarily where the taxpayer believes thatthe Service has erred in its determination.

Alternative Approaches

1.974 committee bill
The 1974 committee bill would have expanded the area in whichthe Service is permitted to use the summary procedures, but also

would have provided taxpayers with methods for requiring abate-
ment of any assessments made under these summa procedures.

The 1974 bill provided that the summary procedure could be usedin the following five categories of "mathematical or clerical errors":
(A) an error in addition, subtraction, multiplication, or division shownon the return; (B) an incorrect use of any table provided by the In-
ternal Revenue Service with respect to the return if that ncorrect
use is apparent from the existence of other information on that return;(C) an entry on the return of an item which is inconsistent with
another entry of the same or another item on that return; (D) an omis-sion of iformation required to be supplied on the return in order
to substantiate an entry on that return; and (E) an entry on the re-turn of a deduction or credit in an amount which exceeds a statutorylimit expressed as a specific dollar amount, or as a percenta, ratio,or fraction, if the items entering into the application of the limit
appear on that return.

Mr. Ullman
IHis proposal is the same as that in the 1974 committee bill.The bill also provided that, when the Service sends the taxpayer anotice that he or she has made a mathematical or clerical error, thetaxpayer would have 90 days to request in writing the abatement ofany summary assessment which has been made or would be made based
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on the asserted error. Within 60 days after the taxpayer has re-
sponded, the Service is required to either abate any such assessment orto send the taxpayer a further explanation of the reasons for theService's determination that there has been an error. If, within 30days thereafter, the taxpayer confirms his or her original abatementrequest, then the Service must abate any such assessment.

However, under that bill, any such mandatory abatement would notby itself obligate the Service to credit or refund any overpayment oftax that would have resulted from the abatement.



C. WITHHOLDING TAX PROVISIONS

1. Withholding State and City Income Taxes From the Com-
pensation of Members of the National Guard or the Ready
Reserve

Present Law

Under present law, the Secretary of the Treasur is required to
enter into agreements with States and cities to withhold State and city
income taxes from the compensation of Federal employees. The agree-
ment, however, may not apply to pay for service as a member of the
Armed Forces.

Problem

In the case of members of the National Guard or Ready Reserve
who are serving in this status within the State of which they are a
resident, the inability of the Federal Government to withhold State
income tax from their compensation often means they are faced either
with large lump-sum payments at the time of filing or they must make
a declaration of estimated tax and pay the tax quarterly. This is the
same problem which led to the adoption of the Federal withholding
of State income tax provision in the first instance. The prohibition
against withholding of tax from payment for services as members of
the Armed Forces was intended to exclude from withholding military
personnel stationed in a State when they would not be subject to the
State income because of their nonresident status. This concern, how-
ever, does not apply to National Guardsmen or Reservists serving in
their own State or on regular training with their own unit and the
exception need not apply.

Alternative Approaches

1974 committee bill
The committee last year extended the provision under present law

requiring the Treasury to enter into agreements with States and cities
to withhold income taxes from Federal employees to members of the
National Guard and Ready Reserve when they are paid for perform-
ing regular training.

Mr. Ullman
His proposal is the same as the 1974 committee bill.

2. Voluntary Withholding of State Income Tax in the Case of
Certain Legislative Officers and Employees

Present Law

Under present law the Secretary of the Treasury is required to
enter into agreements with States that the Federal Government will



withhold the State's income taxes from the compensation of Federal
employees. Present law does not, however, permit the paying officers
of the House of Representatives to enter into such agreements with
respect to Members of Congress and congressional employees.

Problem

The absence of withholding for Members of Congress and congres-
sional employees has meant that many of them are required either
to use the declaration and payment of estimated tax system for their
respective States or pay substantial lump sum amounts at the time
of filing. This creates unnecessary inconvenience and occasionally
hardship. In addition, legislative employees who are residents of the
District of Columbia, Maryland, or Virginia are treated differently
from other Government employees employed by the Executive
Branch.

Alternative Approaches

1974 committee bill
The committee last year agreed to permit the paying officers of the

House of Representatives to enter into agreements with requesting
States to withhold State income tax from any members or employees
of the House who request it.

Mr. Ullman
His proposal is the same as the 1974 committee bill.

3. Withholding of Agricultural Wages

Present Law

Taxpayers generally are withheld for individual income taxes when
the income earned each pay period would produce enough gross in-
come during the year to be taxable. The income levels at which tax-
payers become taxable vary with their individual circumstances. In-
dividuals who are employed only part of the year generally apply for
refunds of withheld taxes when the withholding has been greater than
their tax liability. Alternatively, each taxpayer may file a statement
with his employer which states he was nontaxable in the preceding
year and expects to be nontaxable in the current year.

These provisions do not apply to agricultural wages which are
exempt from compulsory withholding. This then places agricultural
wage workers in a position where they may be required to make sub-
stantial final tax payments when filing the tax return for the year.
In order to relieve some of this burden, Congress provided in the
Tax Reform Act of 1969 that Federal income tax was allowed to be
voluntarily withheld from agricultural wages when both employer
and employee agree todo so. In addition, agricultural wage employees
may file a quarterly statement of estimated income tax. The voluntary
withholding system was enacted in 1969 because there was concern
about the overwithholding of part-time agricultural employees who
would have to file for refunds.



Problem
The Joint Committee on Internal Revenue Taxation has requestedand authorized the General Accounting Office to act as its agent in per-forming specified reviews of the operations, policies, and procedures ofthe Internal Revenue Service in its administration of the tax laws.During the preliminary phase of its review of IRS audit procedures(which had been specifically requested by the Joint Committee in June1973), the GAO found that both the IRS and taxpayers employed inagriculture faced problems regarding the reporting of income and thepayment of income taxes. Since agricultural employees generally do notpay income taxes on a pay-as-you-earn basis, the GAO investigatedhow much use was being made of the voluntary withholding system en-acted in the Tax Reform Act of 1969 and the declaration of estimatedincome tax provisions by agricultural employees.A sample study of returns filed in four IRS districts were under-taken. The results showed that less than 10 percent of the agriculturalemployers in these districts were withholding income tax on agricul-tural wages. It was also indicated that about 75 percent of the agricul-tural employees in these districts did not have income taxes withheld.In addition, a sample of the employees of agricultural employerswho did not withhold income tax showed that many of them: (1) werenot filing income tax returns (about 38 percent of the sample); (2)were not reporting all or part of their agricultural wages (one out ofeight of those filing a tax return) ; or (3) were not paying tax due whenfiling their returns (a tax delinquency rate of 26 percent). In addition,the lack of mandatory withholding and lack of use of the estimatedtax provision have resulted in many agricultural workers facing theproblem of making relatively large tax payments in relation to currentincome when they file their returns (averaging about three weeks'wages). This has led to tax delinquency difficulties for the taxpayersand tax collection problems for the IRS.

Alternative Approaches
General Accounting Offce

In its report to the Joint Committee on Internal Revenue Taxationon March 26, 1975, the General Accounting Office recommended man-datory tax withholding for agricultural employees. To avoid unneces-
sary burdens on those agricultural employers who only occasionallyhire agricultural employees, the GAO suggested that the provision in-clude criteria similar to those now applicable to payment of social se-curity taxes by agricultural employers. Such criteria would requiremandatory withholding by employers who either have paid one ormore agricultural employees $150 in cash wages in a year or have oneor more agricultural employees who have worked 20 or more days dur-
ing the year for cash wages.

Mr. Ullman
His proposal is the same as the GAO recommendation.
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4. Withholding Tax on Certain Gambling Winnings

Present Law

Under present law, withholding on racetrack winnings is not re-
quired although payouts to winners of the daily double, Exacta, Per-
fecta and sinilar type pools are reportable on form 1099 information
returns if the payout is based on betting odds of 300 to one or higher.
In addition, Nevada gambling casinos are required to report certain
large winnings fromKo and bingo games on forms 1099 to the In-
ternal Revenue Service depending on the price of ticket paid as well as

the amount won.
Problem

Although most wagering transactions have no tax significance since
the majority of bettors end up the year with no netwagering gains, the
special types of wagers mentioned above represent unique and occa-
sional windfalls that generally produce a significant tax liability. Even
with the information reporting requirements, many taxpayers did not
report these winnings on their income tax returns. One source of this
nonreporting of income is, for example, the use of the so-called "10.
percenters" at the racetrack. A 10 percenter is a person hired by the
winner to cash his ticket for 10 percent of the winnings and provides
fictitious identification so that the reporting on 1099 1s provided in a
name other than that of the actual winner. These 10 percenters them-
selves seldom pay any income tax either by filing no tax return or
claiming sufficient offsetting losses.

Alternative Approaches
1974 committee bill

Last year the committee replaced the information reporting require-
ment with a provision for withholding on certain winnings at a 20-
percent withholding rate. The person making the payment of win-
nings subject to withholding would be required to deduct and with-
hold from the payment 20 percent of such payment. The withholding
would be based on the entire payment rather than the amount of the
winnings for ease of compliance. The winnings subject to withholding
under the committee bill were the proceeds of $100 or more from
wagers in sweepstakes, wagering pools, or lotteries (whether or not
conducted by a State or agency or instrumentality of a State). In the
case of winnings other than those mentioned above, withholding was
to be required on payments of $600 or more from the wagering trans-
action if the amount of such proceeds was at least 300 times as large as
the amount wagered. The person who was to receive the payment of
winnings subject to withholding would be required to furnish the
payor with the name, address and taxpayer identification number of
the person receiving the payment and of each person entitled to any
portion of such payment, under penalty of perjury.

Mr. Ullman
His proposal is the same as the 1974 committee bill.



D. DECLARATORY JUDGMENT AS TO TAX-EXEMPT
STATUS AS CHARITABLE, ETC., ORGANIZATION

General
If an organization seeks to be recognized as a "charitable" orga-nization, exempt from Federal income tax and eligible to receive tax-

deductible contributions, it either must receive recognition of thisfavored tax status from the Internal Revenue Service or must prepareto resolve any dispute with the Service in the courts. In general, itcannot initiate a court suit to resolve such a dispute unless the Servicehas determined by a "notice of deficiency" that the organization mustpay a tax, or the organization has itself paid a tax and sues for a re-fund. In additon to the delays inherent in any judicial proceeding,such an organization also suffers theioften-extensive delay that occursbetween the time the dispute arises.with the Service and the timethat a judicial proceeding can begin. In many cases, this "limbo"period spells the end of the organization, both because of the orga-nization's potential tax liability which accrues during this period, andalso because typically it cannot receive public financial support dur-
ing this time.

The Supreme Court has held that declaratory judgments, which inmany other areas are available to resolve disputes before the interestsof the parties are substantially impaired, are not available in thesecases.

Present Law
Under the Internal Revenue Code, an or anization that meets therequirements of section 501(c) (3) of the C e is exempt from tax onits income.'
In general, a domestic organization which is exempt under section501 (c) (3) is also eligible to receive deductible charitable contributions

(sec. 170(c) (2)).

E "SEC. 501. EXEMPTION FROM TAX ON CORPORATIONS, CERTAIN TRUSTS,
"(a) Exemnption From T mxation.- organization described In subsection (c) or (d)Or sectton 4 0 (a) shall be exempt from taxation -under this subtitle unless such exemptionIs denied under section 502 or 56s.

enb(c)List ao Exempt Organizations.--The following organizations are referred to Inubeton(a

"(3) Corp Orations, and any community. chest, fund, or foundation, organized and oper-ated exclu. vely for religious. charitable. scientific, testing for public safety, literary, oreducational purposes, or for the preventioh-of cruelty to children or-anim~ls,'no'patt Ofthe net earnings of which inures to the benefit of any private shareholder or individual,no substantial part of the activities of which Is carrying on propaganda, or otherwiseattempting, to influence legislation, and which does not participate In, or Intervene In(including the public n A tributing of statements), any political campaign on behafof candidate for pblsin or dstibuinSuc a ogaiztin sneerheless ujett Ax nit related business taxable
i hancoe (e.5111 0eq. ad, If t sa piatefo n dain, sas ujc otxo t"n intet buinome" (see. 4940)'; however, it is not subject to Fderal income tax

on it rated becs inome. The tax on private foundations' investment income is atthe rate f 4 percen t,)a comred to the ratesapplicable to taxable corporations (up to48 p nt) andtxable trusts (up to 70 percent).

(12)



If such an organization is a private foundation (defined in sec. 509),
then it is subject to a series of restrictions on its activities (sec. 4941
et 8eq.), as well as a tax on its investment income (see footnote 2
above). Also, if it is classified as a private foundation (other than an
operating foundation (sec. 4942(j) (3)), its status as a charitable con-
tribution donee is in some respects significantly less favorable than if
it were not -so classified (compare see. 509 (a) with sec. 170 (b) (1) ).

Although the tax status of an orgization generally does not de-
pend on the Internal Revenue Service's position as to the organiza-
tion, as a practical matter, most organizations hopm u toqalify for
exempt status find it imperative to obtain a favorable rulin letter
from. the Service and to be listed in the Service's "blue book" (Cumula-
tive List of Organizations Described in Section 170(c) of the Internal
Revenue Code of 1954, Publication 78). A ruling letter and listing in
the blue book assure potential donors in advance that contributions to
the organization will qualify as charitable deductions under section
170(c) (2); in general, potential donors may rely upon these indicia
even though the organization may not in fact be qualified under the
statute for this treatment at the time of the gift.8

In two cases decided in 1974 (Bob Jones UnivrSity v. imon, 416
U.S. 725, and Ale ander v. "Ame icane United" Inc., 416 U.S. 752),
the Supreme Court held that an organization could not obtain the
assistance of the courts to restrain the Internal Revenue Service from
withdrawing a favorable ruling letter or withdrawing its listing in
the blue book. In effect, this means that a judicial determination as
to the organization's status cannot be had by the organization or its
contributors, except in the context of a suit to redetermine a tax de-
ficiency or to determine eligibility for a refund of taxes.

By the time the Supreme Court issued its opinions in Bob Jones
and Americans United, both Houses of Congress had already passed
versions of what became the Employee Retirement Income Security
Act of 1974 (Public Law 93-406). Each House's version of the bill
included provisions for declaratory judgments as to the tax-qualified
status of employee retirement plans. This ultimately became section
1041 of that Act, which added section 7476 to the Internal Revenue
Code.

Under that provision, the Tax Court has been given jurisdiction to
hear declaratory judgment suits as to the tax qualification of an em-
ployee retirement plan (pension, profit sharing, stock bonus, etc.),
so that the plan's status can be tested without the necessity of the
Service issuing a notice of deficiency or a taxpayer suing for a refund
of taxes.

Problem

In Bob Jone8 University v. Simon, the Supreme Court summarized
the problems faced by an organization seeking to establish its chari-
table tax-exempt status. The Court noted that, as it interpreted present
law,

"Congress has imposed an especially harsh regime on §501(c)
(3) organizations threatened with loss of tax-exempt status
and with withdrawal of advance assurance of deductibility of

a See Rev. Proc. 72-89, 1972-2 C.B. 818, for the Service's position on the extent to
which contributors may rely on the isting of an organization In the blue book.



contributions. * * * The degree of bureaucratic control that,practically speaking, has been placed in the Service over those
in petitioner's position [i.e., the position of Bob Jones Uni-
versity] is susceptible to abuse, regardless of how conscien-
tiously the Service may attempt to carry out its responsibili-
ties. Specific treatment of not-for-profit organizations to
allow them to seek preenforcement review may well merit
consideration." 4

The opinion then suggested that this is an appropriate matter for the
Congress to consider.5

In order to provide an effective appeal from an Internal Revenue
Service determination that an organization is not exempt from tax,or is not an eligible donee for charitable contributions, or is a private
foundation (an operating foundation or a nonoperating foundation),it has been urged that there be access to the courts through some dec-laratory judgment procedure.

The questions that have been raised include (1) which courts shouldbe given jurisdiction to hear such cases; (2) whether declaratoryjudgment suits should be available to test other exempt organization
questions, such as whether an organization is a social welfare orga-nization under sec. 501(c) (4), a fraternal organization under sec.501(c) (8), a cemetery company under see. 501(c) (13), etc.; (3)whether such a proceeding should be available to test revocations ofprior favorable Service determinations, as well as initial unfavorable
determinations (or refusals to rule); (4) what should be the taxtreatment of persons who make contributions to the organization
during the pendency of the suit, if it is ultimately determined thatthe organization was not exempt (i.e., if the court agrees with the In-ternal Revenue Service); and (5) whether contributors or thirdparties should be permitted to seek a declaratory judgment that theorganization is exempt (despite a Service decision that it is notexempt) or that the organization is not exempt (despite a Servicedetermination that it is exempt).

AThe Court's opinion noted that former Internal Revenue Commissioner Thrower hadcriticized the present system for resolving such disputes between the Service and theorganization.
"This io an extremely unfortunate situation for several reasons. First, it offends

my sense of Justice for undue delay to be Imposed on one who needs a promptdee Second, in practical effect It gives a greater finality to IRS decisionsthan we would want or Congress intended. Third, It Inhibits the growth of abody of case law interpretative of the exemt organization provisions that couldi tIRS In its further deliberations. (Thrower, IRS Is Considering FarRIehegChanges In Ruling on Exempt Organizations, 34 Journal of Taxation168 (1971).1
ia dissenting opinion to Alexrander v. "Americans United" rn. the companion caseto Bob Jones University v. Smon, Mr. Justice Blacku ttdthat"where the philanthropic organization is concerned, there appears to be little tocircumscribe the almost unfettered power of the Commssioner." This may be verywell so long as one subscribes to the particular brand of social policy the Com-missioner happens to be advocating at the time (a social policy the merits ofwhich I make no attempt to evaluate), but applications of our tax laws shouldnot operate in so fickle a fashion. Surely, social poUlicin the first instance is amatter for legislative concern. To the extent these determinations are reposedIn the authority of the Internal Revenue Service, they should have the system ofchecks and balances provided by judicial review before an organization that foryears has been favored with an exemption ruling Is Imperiled by an allegedlyunconstitutional change of direction on the part of -the Service." (Footnoteomitted.)



Alternative Approaches

1974 committee bill
The 1974 committee bill included a provision modeled after the Tax

Court declaratory judgment provision in the Employee Retirement
Income Security Act of 1974. The committee bill provided for declara-
tory judgment proceedings only in the United States Tax Court, to
bring to bear the expertise and national uniformity of statutory in-
terpretation that would result from making that court the exclusive
forum for these suits. The bill authorized suits to be brought by the
organization seeking the determination as to its own status, and did
not give any rights to contributors or to third parties who wish to
defend or attack the organization.6

The bill applied to revocations of prior favorable Service deter-
minations, as well as initial unfavorable determinations (or refusals
to rule), but limited its application to determinations of whether
an organization is exempt as a "charitable organization," whether it is
an eligible recipient of deductible charitable contributions, and
whether it is a private foundation (and, if so, whether it is an operat-
ing foundation).

The committee concluded that the questions that could be resolved
under the procedures it provided for generally were the more impor-
tant questions in the field, and that it was important to provide
promptly a mechanism for answering those questions. Examination
of the more intricate problems (such as the standing of contributors
and of third parties), the committee concluded, could properly be
delayed until the Congress could evaluate the working of the declara-
tory judgment procedure provided under the bill, as well as that en-
acted under the 1974 pension law.

Mr. Ullman
His nroposal is the same as that in the 1974 committee bill.

8 Tne Supreme Court has implicitly held that under certain circumstances suits can be
brought by third parties to restrain the Internal Revenue Service from treating an
organization as being exempt. Cot v. Green, 404 U.S. 997 (1971), affirming Green v.
Connally, 830 F. Supp. (D.C., D.C., 1971), a decision by a special 8-judge district court.



E. Tax-Exempt Status of Condominium, Cooperative,
and Homeowner Associations

General
In developing a real estate subdivision, a condominium project, ora cooperative housing project, it is common for developers to formowners' associations as an integral part of the overall development.Generally, membership in the association is open only to owners oflots or dwelling units and is normally required as a condition of owner-ship. These associations are formed to allow individual homeowners,etc. to act together in managing, maintaining, and improving certainareas where they live. The purposes of the organization may include,for example, the administration and enforcement of covenants forpreserving the architectural and general appearance of the develop-ment, the ownership and management of common areas such as streets,sidewalks, parks, swimming pools, etc., and the exterior maintenanceand repair of property owned by its members.

The association is funded by either annual or periodic assessmentsof the members. Generally, there are two categories of assessmentsand expenditures made by the association. First, operating assessmentsare made to administer, manage, maintain, and operate the areas andfacilities common to all residential units. This includes the the mainte-nance of parking areas, hallways, elevators, roofs, exterior of build-ings, etc. Second, capital assessments are made to build up reserves forthe replacement of equipment and facilities used in common. This in-cludes the equipment and facilities used with respect to swimmingpools, tennis courts, clubhouse facilities, etc.

Present Law
Under present law, generally a homeowner association may qualifyas an organization exempt from Federal Income Tax (under sec.

501 (c) (4) of the Code) only if it meets three requirements (Rev. Rul.
74-99, 1974-1 C.B. 131). First, the homeowner's association must serve
a "community" which bears a reasonable, recognizable relationship toan area ordinarily identified as a governmental subdivision or unit.
Second, it must not conduct activities directed to the exterior mainte-
nance of any private residence. Third, common areas for facilities that
the homeowner's association owns and maintains must be for the use
and enjoyment of the general public.

If an association is unable to meet these three requirements, it will
ordinarily be taxed as a. corporation. If an association is taxed as a
corporation, generally the excess of current receipts over current ex-
penditures at the end of the year would be taxable to it unless the
excess is refunded to the members or applied to the subsequent year's
assessments. With respect to assessments for capital improvements, ifthe assessments are designated to be used solely for the purpose of
making capital improvements and if the association homeowners have



an equity interest in the association, then the assessments will not be
treated as current income to the association but may be treated as con-
tributions to capital., Also, to the extent that the association's ac-
cumulated funds earn income, this income is taxable to the association.

Problem
Most homeowners' associations have found it difficult to meet the

three requirements set forth in Rev. Rul. 74-99, discussed above, and
therefore, do not'qualify for tax exemption. To avoid being taxed on
the excess of current receipts over current expenditures, the association
must refund such excess to the members or apply the excess to the sub-
sequent year's assessments. In addition, it is not clear that assessments
earmarked for major repairs and improvements of a member's indi-
vidual dwelling unit2 would not be taxable.

It is argued that it is not appropriate to tax the assessments of an
association of homeowners who act together while an individual home-
owner acting alone would not be taxed on the same activity. This
approach, however, would allow an association to generate a reserve
for capital expenditures relating to the exterior maintenance of indi-
vidual dwelling units without the funds being taxed. In addition, even
if the current expenditures and current assessments do not match at
the end of the year, the association would not be taxed on assessments
received for current maintenance.

Since an individual homeowner would be taxed on income generated
by funds accumulated for maintenance or capital purposes, those
making this argument agree that income earned on the association's
funds should be taxed. In addition, they feel that certain safeguards
are appropriate. For example, it is suggested that the association be
owned by the members so that they have an equity interest in the assets
of the association and that no part of the net earnings of an associa-
tion may inure to the benefit of any individual or shareholder. How-
ever, the exterior maintenance of individual dwelling units would not
be considered inurement for purposes of this provision.

Alternative Approaches

1974 committee bill
The committee agreed last year to provide that in the case of home-

owner associations, condominium housing associations, and cooperative
housing corporations, only the investment income and income derived
from a trade or business is to be taxable. A deduction would be allowed
for expenses directly attributable to any investment income and any
income derived from a trade or business. Assessments for the admin-
istration, maintenance and operation of the homeowners association,
etc., would not be taxable.

Mr. Ullman
His proposal is the same as that in the 1974 committee bill.

' Rev. Rul. 75-370, 1975-35 I.R.B. 6, Indicates that special assessments collected bya nonexempt condominium management association for replacement of the roof andelevators In the condominium are not Includible in the association's gross income, andRev. Rul. 75-371, 1975-35 I.R.B. 7. indicates that special assessments collected by suchan association and accumulated for the replacement of personal property used to maintain
common areas are contributions to capital.
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Mr. KartM
He would agree with the provision in the 1974 committee bill as well

as the approach taken in his bill, H.R. 3024.
Mr. Pickle

The proposal would provide that surplus funds in the hands of a
cooperative or condominium at the end of the year would not be subject
to tax.

Mr. Duncan
The proposal would provide a tax exemption for income of condo-

miniums, homeowner associations, and cooperative housing corpora-
tions, as proposed in his bill, H.R. 8666, or the provision agreed to last
year in the 1974 committee bill in both cases retroactive to 1974.
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