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On behalf of the thousands of businesses we represent, we appreciate the 
opportunity to express our strong opposition to Sections 223 and 224 of the Senate-
passed version of H.R. 2, the “Small Business and Work Opportunity Act of 2007.”  As 
Chairman Rangel stated, “the Senate tax relief package includes a number of revenue-
raising provisions that would have a significant impact on the business community.”  
Because of significant negative impacts, the Working Group for Certainty in Settlements 
strongly opposes Sections 223 and 224. 

 
The denial of deductions for punitive damages by Section 223 runs counter to 30 

years of strong public policies and applies principles of tort law to the tax code.  Section 
223 will have not only a significant negative impact on the business community by 
forcing them to spend more resources litigating claims, but will also adversely affect 
victims by reducing the likelihood of prompt settlement and forcing more cases to lumber 
through trial.  This will also increase litigation costs for states.  Finally, disallowing a 
deduction for payment of punitive damages, and requiring insurance proceeds to be taxed 
as income, will add unnecessary and unmitigated strains on United States taxpayers.  As 
such, Section 223 should be removed from H.R. 2. 

 
Similarly, the Working Group for Certainty in Settlements strongly opposes  

Section 224 of H.R. 2.  As passed by the Senate, Section 224 would deny a deduction for 
all types of settlements that currently are entered into in the normal course of business.  
Consequently, ordinary and necessary business expenses that, under the well-established 
principles of taxation, are not considered fines or penalties would now be non-deductible 
under this provision.  Worse, Section 224 would deny a deduction for any such payments, 
including those where there is no admission of guilt or liability.  Accordingly, Section 
224 should also be removed from H.R. 2. 

 
I. Section 223, Denial of Deduction for Punitive Damages 
 

Section 223 would have a significant impact on business by denying any 
deduction for punitive damages that are paid or incurred by the taxpayer as a result of a 
judgment or in settlement of a claim.  If the liability for punitive damages is covered by 
insurance, any such punitive damages paid by the insurer would be included in gross 
income of the insured person and the insurer would be required to report such amounts to 
both the insured person and the Internal Revenue Service (“IRS”).  Section 223 runs 
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counter to 30 years of legislative history and strong public policies.  If enacted, the 
provision will have significant negative effects on the business community and injured 
victims.  Finally, disallowing a deduction for payment of punitive damages and requiring 
insurance proceeds to be taxed as income, will implement a harmful “double-tax” on 
United States taxpayers.   
 

A. Background on Deductible Business Expenses 
 

The Internal Revenue Code allows the taxpayer a deduction for all ordinary and 
necessary expenses that are paid or incurred by the taxpayer during the taxable year in 
carrying on any trade or business.1  Business expenses are the cost of carrying on a trade 
or business.  Current law allows amounts paid by a taxpayer as punitive damages that 
arose as a result of the ordinary conduct of its business activities to be deductible as an 
ordinary and necessary business expense.  This provision is a result of Congressional 
action and IRS guidance. 
 

In 1969, Congress, through codification of Tank Truck Rentals, Inc. v. 
Commissioner2, recognized that public policy restricts deductions for certain business 
expenses.3  However, Congress expressly limited the denial of deductions on public-
policy grounds to a limited group of expenditures.  Section 162(f) denied deductions of 
fines and penalties.4  Section 162(g) denied deduction for a portion of treble damage 
payments resulting from a criminal conviction under the antitrust laws.  Section 162(c)(1) 
denied deductions for bribes paid to public officials.5  Finally, Sections 162(c)(2) and (3) 
denied deduction for other unlawful bribes or kickbacks.6  In the accompanying Senate 
Finance Committee report, the Committee stated “the provision for the denial of the 
deduction for payments in these situations which are deemed to violate public policy is 
intended to be all inclusive.  Public policy, in other circumstances, generally is not 
sufficiently clearly defined to justify the disallowance of deductions.”7   
 
 Later, in 1980, the IRS issued a revenue ruling clarifying whether the amounts 
paid as punitive damages that are incurred in the ordinary conduct of the taxpayer’s 
business operations are deductible as an ordinary and necessary business expense.8  A 
revenue ruling is a “written statement issued to a taxpayer or his authorized 
representative by the National Office which interprets and applies the tax laws to a 
specific set of facts.”9  There, a company was sued by another corporation for acts and 
contractual violations perpetuated in the ordinary conduct of its business activities.  The 
IRS wrote that if the issues were not based on any prohibited activities outlined in §162, 

                                                 
1 26 U.S.C. § 162(a). 
2  Tank Trunk Rentals, Inc. v. Commissioner, 356 U.S. 30 (1958). 
3  The Tax Reform Act of 1969, Pub. L. No. 91-172, § 902, 83 Stat. 487, 710-711. 
4  26 U.S.C. § 162(g). 
5  Id at § 162(c)(1). 
6  Id at §§ 162(c)(2) and (3)  
7  S. Rept. 91-522 at 274, 91st Cong., 1st Sess. (1969). 
8  Rev. Rul. 80-211; 1980-2 C.B. 57. 
9  26 C.F.R. § 601.201(a)(2).  
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then the judgment, including amounts identified as punitive damages, were an ordinary 
and necessary cost of doing business.  

 
B. Impact of Section 223 on the Business Community and Public Policy 

 
The deductibility of punitive damages is also rooted in strong public policies.  It is 

a reflection that no product can be absolutely safe.  The worst effects of Section 223, 
however, may be felt by the injured.  The ability of taxpayers to deduct punitive damages 
encourages settlement which makes the victim quickly whole.  Additionally, requiring 
insurance proceeds to be taxed as income to the extent such proceeds are used to pay for 
punitive damages further increases the actual costs of any settlement thereby reducing the 
likelihood that cases will settle short of trial.  Discouraging settlement in our already 
overheated and strained court systems makes little sense for at least three reasons.   

 
First, Section 223 would apply principles of strict product liability to the tax code.  

This legal theory provides that an injured plaintiff need only show that a company, 
regardless of its level of care, sold a defective product and that the product proximately 
caused the plaintiff’s injuries.  This principle, having grown since the 1960s, has made it 
substantially easier for plaintiffs to recover damages.  Under this theory, United States 
companies must operate in a world where no product is or can be absolutely perfect.  
Examining the issue, the Congressional Budget Office reported that “such high costs 
sometimes have perverse negative effects on safety, they argue--for example, by 
discouraging firms from conducting safety research that could create a legal ‘paper trail’ 
or by raising the prices of risk-reducing goods and services, such as medical care.  Critics 
also contend that plaintiffs frequently bring frivolous lawsuits when they know that the 
defendant is inclined to settle out of court to avoid the costs of litigation.”10  Applying 
these principles of strict liability to the tax code will only further hamper 
entrepreneurship, innovation, and product development.  As such, Section 223 should be 
removed from H.R. 2. 

 
Second, Section 223 will discourage settlements in an already overburdened 

judicial system and negatively affect the injured.  Under current law, companies may 
settle their cases without admitting guilt.  In many cases involving products regulated by 
the Food and Drug Administration or the United States Department of Agriculture, for 
example, having to admit guilt would have extremely harsh business ramifications.  
Having the costs be non-deductible may be deemed to many businesses as tantamount to 
an admission of guilt and may discourage many of these settlements.  Because of this, 
Section 223 will discourage efforts to make victims whole.  Current law allows a 
company to deduct settlement payments, thereby encouraging companies to spend fewer 
resources litigating claims and to make victims whole as quickly as possible.  Allowing 
companies to deduct all settlement payments as an ordinary business expense resulting 
from events undertaken in the ordinary course of business (outside of punitive damages 
                                                 
10  “The Economics of U.S. Tort Liability: A Primer,” chapter 1 (Congressional Budget Office 

October 2003), available at http://www.cbo.gov/showdoc.cfm?index=4641&sequence=2. 
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for wrongdoing) encourages a rapid and cost-efficient response to genuine claims.  As 
enactment of Section 223 will effectively drive up settlement costs, thereby prolonging 
litigation and discouraging settlement, it should be removed from H.R. 2. 

 
Third, removing the deduction for payment of punitive damages, and requiring 

insurance proceeds to be taxed as income to the extent such proceeds are used to pay for 
punitive damages, will unnecessarily strain the corporation, its shareholders, and the 
economy by taxing the corporation on unearned income.  Also, Section 223 will force the 
corporation to pay such taxes out of its cash reserves, thereby reducing the shareholders’ 
value in the corporation.  This policy basically penalizes the company thrice for the same 
act.  First the court slaps punitive damages on the company.  Second, the corporation is 
also forced to pay tax out of pocket on any insurance payments.  Third, the payment to 
the plaintiff will not be deductible to the company.  This will significantly increase how 
much a company has to pay for any punitive damage award.  As Section 223 will tax 
insurance proceeds as income, it will increase the penalty to the corporation, without 
benefiting the injured party.  It will also increase the costs to the States by forcing more 
cases to go to trial.  Indeed, the only beneficiary would be the federal government, and 
we believe that the added increase in tax revenues will be far less than the added costs 
incurred by the states in trying the additional cases.  As such, Section 223 should be 
struck from H.R. 2. 
 
II. Section 224, Denial of Deduction for Certain Fines, Penalties and Other 

Amounts 
 

Section 224 would have a significant negative impact on businesses by radically 
modifying the rules regarding the deductibility of fines and penalties.  This significant 
extension would deny a deduction for all types of positive settlements that are currently 
entered into in the normal course of business.  As such, the Working Group for Certainty 
in Settlements strongly opposes Section 224 of H.R. 2.  

 
A. Background on Deductions for Fines and Penalties 

 
In 1969, Congress specifically limited the deductibility of payment for certain 

fines or penalties to a government for the violation of law.11  Specifically, implementing 
regulations provide that the following fines and penalties are not deductible as legitimate 
business expenses:  (1) amounts paid pursuant to a conviction or a plea of guilty or nolo 
contendere for a crime (felony or misdemeanor) in a criminal proceeding; (2) amounts 
paid as a civil penalty imposed by Federal, State, or local law, including additions to 
tax and additional amounts and assessable penalties; (3) amounts paid in settlement of the 
taxpayer’s actual or potential liability for a fine or penalty (civil or criminal); or (4) 
amounts forfeited as collateral posted in connection with a proceeding which could result 
in imposition of such a fine or penalty.12  

 
                                                 
11  26 U.S.C. § 162(f).  
12  26 C.F.R. § 1.162-21 (emphasis added). 
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B. Impact of Section 224 on the Business Community and Public Policy 
 

Congress correctly denied the deduction as a business expense for the payment of 
certain fines or penalties to a government for the violation of law.  However, Section 224 
of H.R. 2 would radically modify these rules by providing that amounts paid or incurred 
(whether by suit, agreement, or otherwise) to a government for the violation of any law or 
the investigation or inquiry into the potential violation of any law are nondeductible, even 
if these payments are not fines or penalties.  While we strongly support measures to 
combat corporate wrongdoing, this provision will have significant unintended and 
negative impacts on the business community, government agencies, and 
nongovernmental regulatory entities by reducing the likelihood of prompt settlements and 
forcing more litigation.   

 
Beyond the extension of listed fines and penalties to nearly all “fines, penalties, 

and other amounts,” the Working Group for Certainty in Settlements is extremely 
concerned with the “guilty until proven innocent” nature of Section 224.  As passed by 
the Senate, the provision denies a deduction for any such payments, including those 
where there is no admission of guilt or liability and those made for the purpose of 
avoiding further litigation.  Rather than providing clarity and certainty, Section 224 
would deny a deduction for all types of settlements that are positively entered into in the 
normal course of business and are more properly and logically viewed as remediation 
rather than punishment.  For example, the following types of settlements are illustrative 
of the types of costs companies incur in the ordinary course of business that might no 
longer be deductible if this provision were to become law:  rate refunds made by 
regulated utilities; rate case settlements for alleged violations of tariff; royalty 
settlements; automobile manufacturer costs associated with safety recalls; bank 
examination fees that banking institutions, as a regulated industry, are required to pay; 
and, EPA information requests which are routinely sent to companies.  It appears Section 
224, if enacted, would deny the deductibility of all these expenses. 

 
The Working Group for Certainty in Settlements strongly opposes the non-

deductibility of nearly all “fines, penalties, and other amounts” paid by taxpayers 
regardless of whether the actions were the result of actual wrongdoing or not.  Because of 
this, Section 224 will significantly interfere with the regulatory system by increasing the 
incentive for companies to force regulatory agencies to prove up their cases at formal 
hearings, as now required in many instances by the Administration Procedure Act.13 
 
III. Conclusion 
 

The Working Group for Certainty in Settlements urges elimination of Sections 
223 and 224 of the Senate-passed version of H.R. 2, the “Small Business and Work 
Opportunity Act of 2007.”  Both Sections would remove certainty from the tax code, run 
counter to strong public policies, and further strain already overtaxed United States 
corporations.   
                                                 
13  5 U.S.C. § 554 et seq. 
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We appreciate your consideration of our views on Sections 223 and 224.  We look 

forward to continuing to work with you and your staff to develop tax policy that 
encourages economic growth and helps us better compete in the global marketplace. 
 
The Working Group for Certainty in Settlements 
 
American Chemistry Council 
American Petroleum Institute 
American Tort Reform Association 
Associated Builders and Contractors 
Association of American Railroads 
Business Roundtable 
Edison Electric Institute 
The Financial Services Roundtable 
National Association of Manufacturers 
National Association of Mutual Insurance Companies 
National Foreign Trade Council 
Securities Industry and Financial Markets Association 
Small Business and Entrepreneurship Council 
U.S. Chamber of Commerce 
 


