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Dear Taxation Section Members: 

Welcome to another active and exciting year for the Taxation Section. 
I strongly encourage you to participate in any one or more of the many 
established programs which the Section offers. These include: 

• After Hours Tax Law Series Seminars - which are held in Southfield 
and Grand Rapids on the first Tuesday and second Thursday, 
respectively, of each month from October through May. Please see 
the seminar details on page 32 of this issue of the Michigan Tax 
Lawyer. Carol Karr (from Grand Rapids), together with Karl 
Brevitz from the Institute for Continuing Legal Education, are 
responsible for organizing and managing these seminars. 

• Annual Summer Tax Conference - which will be held (by popular 
request) at the Grand Traverse Resort near Traverse City on July 
9-11, 1992. The topics, speakers and other details are summarized 
on page 31 of this issue of the Michigan Tax Lawyer. Reginald 
Nizol (from Detroit) is chairing the Conference. 

• U.S. Tax Court Luncheons -which are with visiting Tax Court 
judges, government lawyers from the District Counsel's office and 
other tax lawyers. The next luncheon is set for February 25, 1992, 
at the Detroit Athletic Club in Downtown Detroit. Dave Ohlgren 
(from Ann Arbor) is responsible for this activity. 

• Committee Meetings -for the Corporations, Employee Benefits, 
Estates and Trusts, Partnerships, Practice and Procedure and State 
and Local Committees. Each Committee meets three or more times 
during the year. The meetings include presentations and discus
sions of tax topics of current interest. Details of the upcoming 
activities and the Chairpersons of the Committees are listed on 
pages 4 thru 9 of this issue of the Michigan Tax Lawyer. 

• Attorney I CPA Conference - which will be held on May 8; 1992 at the 
Grand Manor at Fairlane in Dearborn. Emily Tobias (from Bir
mingham) and representatives from the Michigan Association of 
Certified Public Accountants are responsible for this event. 

• Under-Represented Groups Committee - which is seeking to expand 
Section membership among minorities and women and undertaking 
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educational efforts to increase race, ethnic and gender sensitivity 
within the Section. Nancy Kappelman (from Ann Arbor) is chair
ing this Committee. 

• Michigan Tax Lawyer - which is published four times each year 
and contains timely tax articles, news about tax lawyers, reports 
from each Committee, a convenient calendar of seminars and 
events and other information- all to assist you in your daily tax 
practice. Pat Calore (from Lansing) chairs the Committee which 
prepares this excellent publication. 

This year the Section is also involved or exploring involvement in 
several new activities including: 

1. Active participation in the drafting oflegislation for limited 
liability companies. 

2. Publishing a Directory (including addresses and telephone 
numbers) ofmembers of the Section and representatives from 
the Internal Revenue Service and the Michigan Department of 
Treasury. 

3. Organization of periodic luncheons with judges from the 
Michigan Tax Tribunal and the Michigan Court of Claims 
and representatives from the Tax Division of the Michigan 
Attorney General's office. 

4. Establishing a Committee to review and make recommenda
tions with respect to tax law complexity and related issues. 

I am convinced that you will find that your participation in any of the 
foregoing activities will be professionally useful and personally rewarding. 

If you want any up-to-the-minute information about, or want to be
come involved in, any of these activities, you can call the Section's Profes
sional Coordinator, Karen Nizol (313-953-0088), or me (313-256-7523). 

Best wishes for a healthy, happy and prosperous New Year. 

Roger Cook 
Chairperson 
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Report of the Kemp, Klein, Umphrey & Endelman, 
P.C. located at 201 West Big Beaver Corporation Committee Road, Suite 600, Troy, Michigan. 

Michael A. lndenbaum, Chairperson This meeting will be a joint meeting 
150 West Jefferson, Suite 2500 of the Corporate Tax Committee, the 
Detroit, Michigan 48226 Partnership Committee and the 
(313)496-7679 Committee on Federal Tax Aspects of 

Real Estate Transactions. Discussion 
1. Chairperson's Message. will focus on the 8th Circuit Campbell 
Although the membership roster decision, Proposed Regulations under 
continues to grow, we are always Code Section 382 and on the proposed 
soliciting new members. If you or Michigan legislation regarding lim-
anyone you know deals with federal ited liability companies. 
aspects of corporate or business 
taxation, please call or write me. I 4. Important Developments. 
will include your name on our roster On September 23, 1991 the IRS 
and hope that you will attend our issued proposed regulations providing 
future meetings. rules relating to the determination of 

whether certain indebtedness quali-
2. Recent Activities. fies under Code Section 382(1X5XE). 
The most recent meeting of the These proposed regulations contain 
Corporation Committee was held on rules for determining whether stock 
Wednesday, September 25, 1991 at of a loss corporation that has an 

(til Coho Hall in conjunction with the "ownership change" in a title 11 or 
Annual State Bar convention. It was similar case is owned as a result of {(_) 
a joint meeting of the Corporate Tax being a qualified creditor. 
Committee, the Partnership Commit-
tee and the Real Estate Committee. 

At that meeting, Mr. Bennett Report of the Employee Steinhauer discussed the recently 
Proposed Regulations issued under Benefits Committee 
Code Sections 382, 383 and 1502 

Janet G. Witkowski, Chairperson limiting losses and credits ofloss 
corporations following a change in One Woodward Avenue, Suite 2400 

Detroit, Ml 48226 ownership with resp~ct to consoli- (313) 961-8380 
dated groups and controlled groups 
and amending consolidated groups' 1. Chairperson's Message. 
method of calculating separate return I would like to begin my first report 
limitation year losses. Moreover, as chairperson of the Employee 
Richard Soble discussed certain Benefits Committee by thanking our 
issues regarding service participants outgoing chairperson, Steve Lowney, 
in a partnership/S corporation ven- for a job well done. Steve did a superb 
ture. Finally, Bill Acker led a discus- job of organizing meetings which 
sion relating to the foreclosure of included excellent speakers on timely 
recourse debt and specifically topics throughout his term of office. 
Revenue Ruling 90-16. He has been of invaluable help to me 

3. Future Schedule. 
as I learn about and assume the 
responsibilities of chairperson. My 

:f 
The next scheduled meeting of the thanks also to several members who 
Corporation Committee will take have already made my job easier by (' 

f 

place on Thursday, November 14, volunteering to write articles and \ 

' 1991, at 3:30 p.m. at the offices of \ 
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speak at future meetings, and by 
offering suggestions for future meet
ing topics. 

2. Recent Activities. 
On September 25, 1991, the commit
tee met at Coho Hall in Detroit, in 
conjunction with the annual State 
Bar Meeting. IRS representatives 
from the Cincinnati District discussed 
the determination letter program 
under Rev. Proc. 91-41 and the ex
pected revisions to that program, as 
well as the anticipated opening of the 
full TRA determination letter pro
gram in January of 1992. The repre
sentatives also discussed the Service's 
Closing Agreement Program and 
Actuarial Resolution Program, as well 
as current and anticipated audit 
priorities. The representatives also 
passed on some practical tips for 
successful processing of determina
tion letter requests and 5500 reports. 

On October 24, 1991, the commit
tee held a joint meeting in Lansing 
with the Estates and Trusts Commit
tee. Larry FergUson of Ferguson & 
Widmayer and Loretta Baker from 
the National Bank of Detroit gave a 
well received presentation on "Estate 
Taxes for the Retirement Planner; 
Deferred Compensation for the Estate 
Planner". 

3. Future Schedule. 
The next meeting of the Employee 
Benefits Committee is February 10, 
1992 at 12 noon and will be held at 
the Fairlane Manor in Dearborn. Lisa 
Hall from the US Department of 
Labor will be the speaker. The topic is 
identifying interested parties and 
prohibited transactions in business 
transactions. 

Plans are also under way for our 
next meeting in May, which will 
feature presentations by members of 
the committee. If you would like to 
volunteer to speak at that meeting, 
please let me know . 

Report of the Estates 
& Trusts Committee 
George W. Gregory, Chairperson 
625 Purdy Street 
Birmingham, Ml 48009-1738 
(313)646-4200 

1. Chairperson's Message. 
Joseph A. Bonventre, William H. Volz 
and I contacted persons in other 
states to get a measure of their state 
inheritance or estate tax laws in 
practice. We called persons involved 
with state death taxes affiliated with 
state Bar Associations, C.P.A. Asso
ciations, government officials involved 
with the processing, assessment, and 
collection of such taxes, and legisla
tive supp<>rt services in two types of 
states. We called them "snow belt" 
states and "sun belt" states. We 
contacted persons in the old North
western Territory "Snow Belt" States 
that adopted the New York Inherit
ance Tax statue in the Nineteenth 
Century. Those states are Ohio, 
Indiana, Illinois, Wisconsin and 
Minnesota. We also contacted some 
of the more popular retirement "Sun 
Belt" states of Florida, Arizona and 
California. We are still gathering 
data and hope to finish our report by 
the next issue. Of the six "Snow Belt" 
states only Michigan and Indiana still 
have basically the New York Nine
teenth Century approach (New York 
does not use it any more). Ohio 
adopted an estate tax similar to the 
Federal estate tax before 1981. 
Illinois, Wisconsin and Minnesota 
adopted a "pick up" tax exclusively. 

We are meeting with a representa
tive of the Probate and Estate Plan
ning Section in the near future about 
the proposed transition to a "pick up" 
tax. 

Committee members may have 
already or should soon receive a 
questionnaire about tax planning and 
residency. If it is successful, or after 
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( 
we get the bugs out of the question- cally over $200,000), but also at the 
naire, we may also publish it in the retail level (typically less). Her phone 
next issue of the Michigan Tax Law- number is 313-225-3744. 
yer in order to solicit the same infor-
mation on a broader scale. 3. Future Schedule. · 

In January we will have our tradi-
2. Recent Activities. tional (three years in a row) presenta-
Andrew M. Savel, Vice President, tion about "What's New and Exciting 
Comerica Bank, and David Horvath, in Fiduciary Income, and Other, 
Michigan Inheritance Tax Examiner, Taxation." Dick Hammond, an Inter-
on Wednesday, September 25, 1991, nal Revenue Service Examination 
in conjunction with the State Bar Division Branch Chief, promised a 
convention, discussed "Michigan Revenue Agent as a speaker for that 
Inheritance Taxes: A Review and meeting. One of the Detroit based 
What's New." Fifty-four persons banks may be presenting along with 
attended the presentation. This was the Revenue Agent. The format of 
quite a shock, as only eleven people this presentation will depend in part 
called my office to indicate they were on what the Revenue Agent is willing 
coming. The room only had seating to do. Dick Hammond was particu-
for thirty. Because the speakers only larly interested in having the Rev-
prepared materials for thirty, we enue Agent address Internal Revenue 
made a supplemental mailing. Service's position. on how the 2% of 

Larry J. Ferguson of Ferguson & AGI limitation on itemized deduc-
(f} Widmayer, P.C., Ann Arbor, of the tions applies to fiduciary income tax 

Employee Benefits Committee and returns. ( 
Loretta Baker, Vice President, NBD, 
Detroit of our committee, presented at Report of the Partnership a combined meeting with the Em-
ployee Benefits Committee "Estate Committee 
Taxes for the Retirement Planner; 
Deferred Compensation for the Estate Gary Schwarz 
Planner," on October 24, 1991 in 211 West Fort Street 
Lansing. Twenty-four persons at- Fifteenth Floor 
tended, but advance requests for Detroit, Ml 48226 
materials practically exhausted the (313)965~9725 

fifty copies of the outlines presented. 
1. Chairperson's Message. Larry Ferguson pointed out that 

estate planning with trusts and On October 21, 1991, the Partnership 
retirement planning with IRAs and Committee and the Real Estate 
qualified plans do not fit together Section's Committee on Federal 
neatly. However, Larry Ferguson and Income Tax Aspects of Real Estate 
Loretta Baker not only discussed how Transactions held a joint meeting to 
they could be used together, but also discuss the proposed Michigan 
pointed out traps for the unwary. legislation regarding the Michigan 
. Loretta Baker drafted the National Limited Liability Company Act . 
Bank of Detroit Individual Retire- The members attending the meeting 
ment Account (IRA documents). She commented on the proposed legisla-
volunteered to answer questions, tion. These comments were summa-
including estate planning related rized by Richard Soble in a 
questions about potential roll overs to memorandum to the Board of 

~ National Bank of Detroit ffiA's not Commissioners. 
only at the personal trust level (typi- \ 

6 

li 
II 



~\ 
/ 

Michigan Tax Lawyer-4th Quarter 1991 

2. Future Schedule. 
The Partnership Committee will meet 
with the Corporation Committee and 
the Real Estate Section's Committee 
on Federal Income Tax Aspects of 
Real Estate Transactions on Novem
ber 14, 1991 at 3:30 p.m. at the offices 
of Kemp, Klein, Umphrey & 
Endelman, P.C. in Troy. Our discus
sion will focus on the Eighth Circuit 
G_ampbell decision, proposed regula
tions under Code Section 382 and 
proposed Michigan legislation regard
ing limited liability companies. 

3. Important Developments. 
In Campbell v Commissioner, 943 F2d 
815 (CA 8, 1991), the Eighth Circuit 
reversed the Tax Court, holding that 
the receipt by a partner of a profits 
interest in exchange for services 
rendere~ is not taxable upon receipt. 
Interestmgly, the Commissioner 
reversed his prior position, conceding 
that the receipt of a profits interest in 
exchange for services rendered to the 
partnership is not ordinary income. 
However, the Commissioner at
tempted to argue that the profits 
interest received by Campbell was for 
services rendered to his employer 
rather than to the partnership. The 
Eighth Circuit rejected this argument 
as a que~?tion of fact which was not 
supported by the record of the Tax 
~ourt decision. In a lengthy discus
siOn, the Eighth Circuit also held that 
the profits interest was without fair 
market value at the time received, 
and was therefore not includable in 
Campbell's income when received. 

Report of the Practice 
and Procedure 
Committee 
Thomas G. Mies, Chairperson 
32900 Five Mile Road Suite 4 
Livonia, Michigan 48154 
(313) 421-5055 

1. Chairperson's Message. 
I would like to thank Stephen M. 
Feldman, who has been the Chairper
son of the Practice and Procedure 
committee for the past two years. 
~te~e ~as ~one an exemplary job of 
mstilhng VIgor and enthusiasm in the 
comm~ttee and in expanding the 
comm1ttee's membership. During the 
next. two years~ we will attempt to 
contmue Steve s outstanding leader
ship. ~n t~e coming year, the 
committees focus will be to expand 
membership. We hope to make 
practitioners in small firms aware 
of the outstanding opportunity for 
small. practitioners and inexperienced 
assocrates to draw upon the experi
ence of committee members and 
presentors. 

2. Recent Activities. 
The Committee held its most recent 
meeting at the State Bar Convention 
on September 25, 1991. William 
Bixby, Chief of Collections in the 
Detroit District, and Erwin 
Rubenstein, of Rubenstein, Isaac 
Haroutunian & Sobel, discussed' 
ethical considerations facing practitio
ners in view of our Rules of Profes
sional Responsibility and Circular 
230. 

3. Future Schedule. 
The scheduled meetings of the Prac
tice and Procedure Committee for the 
upcoming year are January 23 1992 
April23, 1993, June 25, 1992 ~d ' 
either September 16 or 17, 1992. 
With the exception of the meeting 
held in conjunction with the State Bar 
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in September, the regularly scheduled Committee. I would also like to hear 
meetings will be held from 3:00 to from anyone who can suggest topics 
5:00p.m. The meeting on January 23, of interest for future Committee 
1992 will be held at 33533 W. Twelve meetings. 
Mile Road, Suite 150, Farmington On the litigation front, the Court 
Hills, Michigan. The topic for the of Claims issued Administrative 
presentation at that meeting will be Order 1991-6 on September 20, 1991, 
aspects of bankruptcy proceedings holding the estimated 230 plus cases 
which impact upon the tax in the Court of Claims on the CAD 
practitioners. issue in abeyance. The Michigan 

Supreme Court finally granted the 
cross-applications for leave to appeal 

Report of the State and in Caterpillar last month and the case 
will be argued in December. And, of 

Local Tax Committee course, 1991 PA 77 was enacted in 

Thomas D. Hammerschmidt, Jr., July to address the CAD issue and to 
Chairperson alter the SBT apportionment mecha-
800 First National Building nism. 
Detroit, Michigan 48226 Michigan finally has a Revenue 
(313)223-3536 Commissioner! Thomas M. Hoatlin 

was appointed State Commissio.ner of 
1. Chairperson's Message. Revenue, effective August 5, 1991. 
At our last Committee meeting on Mr. Hoatlin has been with the De-

~l September 25, 1991, we heard a partment of Treasury for over 30 
presentation by Joe Bonventre on years and his background includes J· 

{ 
transferee liability under the Internal service with the audit, sales and use 
Revenue Code and successor liability tax and single business tax offices 
and tax clearance issues under within the Revenue Department. 
Michigan's Revenue Act. Our other Mr. Hoatlin has also served as 
speaker was Howard Heidman, Deputy Revenue Commissioner 
Manager of the Michigan Department since 1981. 
of Treasury's Office of Taxation and 
Economic Policy. Mr. Heideman also 2. Membership. 

!j 
discussed some future considerations We continually strive to increase our 
involving many of Michigan's taxes on Committee membership through 

:I businesses and individuals. Among requests in this column. I would also 

:/I 
the items discussed by Mr. like to ask each of you who have 

: i Heideman's was the possibility of colleagues working in the taxation :·1, 
amendatocy legislation addressing area to encourage them to participate 

,I 

the capital acquisition deduction in the State and Local Tax Commit-
("CAD") controversy, the "technical tee. I have received many favorable 
fi.x" to 1991 PA77. comments from committee members 

Mr. Bonventre's presentation was on the value ofcommittee meetings 
a summary of an article which was and presentations. The committee 
published in the last issue of the meets three or four times each year 
Michigan Tax Lawyer. I urge those of in either Detroit or Lansing. 
you who have developed materials on 
a specific subject involving state and 3. Future Schedule. 
local taxation to contact me to discuss The next meetings of the Committee 
articles for future publication or for will be January 8 and April21, 1992. 

(-purposes of presentations at future The January 8 meeting, to be held at 
meetings of the State and Local Tax the Detroit offices of Miller, Canfield, \ .' 

8 
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Paddock and Stone, 150 West 
Jefferson, Suite 2500, at 4:00 p.m., 
will be a joint meeting with the State 
and Local Tax Committee of the Real 
Property Section. A representative 
from each Committee will present an 
overview of administrative appeal 
procedures and basic practice issues 
applicable to the various property and 
non-property taxes in Michigan. The 
meeting should be an excellent oppor
tunity for those who may not work 
full-time in either area to improve 
their understanding of the taxes and 
procedural issues. Further details 
will be forthcoming. 

Reports 
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The Changing Landscape of Buy-Sell Agreements 
By Robert B. Labe 2. Business continuity is enhanced 

by providing for an orderly transfer 
Historically, Buy-Sell Agreements of stock. This promotes internal 
have been viewed by legal practitio- stability. 
ners as estate planning documents. 3. A Buy-Sell Agreement limits or 
This idea was shaken to its founda- controls the ownership of the 
tion by the enactment of Section company's stock. The agreement 
2036(c) of the Internal Revenue Code can prevent an undesirable from 
and its successor Chapter Fourteen. obtaining an interest in the corpo-
The profound changes made by the ration. The objective can be accom-
estate tax valuation freeze legislation plished by granting the existing 
has caused estate planners to re- shareholders a right of first refusal. 

The profound evaluate the use of Buy-Sell Agree- This means prior to offering the 
ments. It has become clear that a stock to third parties it first must 

changes made Buy-Sell Agreement, besides offering be offered to the present sharehold-
by the estate estate planning benefits, is driven by ers. 
tax valuation the possibilities of using the mecha- 4. A Buy-Sell provision might 
freeze nism to properly structure and plan predetermine the purchase price. 
legislation has the corporate entity. Estate planners, 5. The agreement can preserve S 

caused estate therefore, will continue utilizing this corporation status by preventing a 

,~ document in their practice. non-qualified shareholder from 
planners to re- acquiring the stock. 
evaluate the Advantag~s 6. It can freeze the value of the 
use of Buy-Sell A Buy-Sell Agreement is an agree- assets for estate tax purposes. 
Agreements. ment among shareholders or partners However, since the enactment of 

of a closely held corporation or part- estate tax valuation freeze legisla-
nership. The agreement places re- tion, the estate tax benefits of a 
strictio:ris on the transfer of ownership Buy-Sell Agreement are restricted. 
if certain triggering events take place. 7. The agreement can serve as a 
For purposes of this article, we will mechanism to eliminate corporate 
discuss Buy-Sell Agreements in the shareholders disputes. A Buy-Sell 
context of a corporation. may specify that minority share-

Buy-Sell Agreements offer several holders are granted a put option or 
advantages. The primary purposes grant majority shareholders a call 
for entering into a Buy-Sell Agree- option. These options will create 
ment are as follows: significant pressure for the parties 

1. A Buy-Sell Agreement creates a to resolve disputes. If the conflict 
readily available market for each cannot be resolved, then the parties 
shareholder's interest. This is are able to terminate the relation-
achieved by requiring the manda- . ship short of a judicial liquidation. 
tory sale and purchase of the stock 8. The Buy-Sell Agreement can 
subject to the restrictions upon promote long-term planning and 
certain triggering events. The most succession. 
common triggering events are 
death, disability, and termination Cross Purchase Agreement 
of employment. A benefit of con- The three primary types of Buy-Sell 
verting the stock into cash is that it Agreements are a Cross Purchase 

C' provides necessary funds to pay the Agreement, a Redemption Agreement 
federal estate tax and state inherit- and a Hybrid Agreement. 

10 
ance taxes that are levied upon the The Shareholders are the only 
death of the shareholder. parties to a Cross Purchase Agree-
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ment. Each shareholder is usually 
required to offer his stock upon the 
prescribed triggering events. If there 
are several shareholders, the Cross 
Purchase Agreement can create a 
difficult funding mechanism. 

To fund a Cross Purchase Agree
ment, each shareholder usually will 
buy an insurance policy on the life 
of the other shareholders. To deter
mine the number of policies that are 
required the following formula is 
utilized: 

X = the number of shareholders 
X (x-1) 

Assuming the following share
holders the total number of policies 
required will be as follows: 

2 shareholders = 2 policies 
3 shareholders = 6 policies 
4 shareholders = 12 policies 
5 shareholders = 20 policies 

The amount of insurance each 
shareholder must purchase is in
versely related to his interest. If a 
shareholder has a,25 percent interest 
in the corporation, he must acquire 
insurance equal to 75 percent of the 
value of the entity. As described 
above, a Cross Purchase Agreement 
will create a problem if there are more 
than a few shareholders. This prob
lem can easily be resolved, however, if 
the Cross Purchase Agreement uti
lizes a trust to own the policies being 
acquired. Furthermore, it may elimi
nate potential transfer for value 
problems. 

As long as the policies are acquired 
directly from the insurance carrier, 
the life insurance proceeds received 
under a Cross Purchase Agreement 
are not subject to regular income tax 
or corporate alternative minimum tax, 
regardless if the company is a C 
corporation or an S corporation. If the 
policies are acquired from another 
shareholder, the proceeds can only be 
excluded to the extent of the consider
ation and premiums paid by the 
receipt of the insurance proceeds. If 
the Cross Purchase Agreement does 
not utilize a trust to hold the life 
insurance policies, the surviving 

shareholders will usually want to 
purchase the policies owned by the 
deceased shareholders. This will 
assure funds are available to meet 
their increased obligations under the 
agreement. 

Fi.Itally, when there is an obligation 
to purchase a deceased shareholder's 
stock, the agreement will usually 
contain a provision that the surviving 
shareholders will purchase in propor
tion to their stock ownership. This 
will ensure that the death of a share
holder will not alter the percentage 
ownership amongst the surviving 
shareholders. When a shareholder 
dies, the purchasers will receive a 
basis in the stock equal to the amount 
paid. The decedent's estate will 
recognize gain to the extent the pro
ceeds from the sale exceed the estate's 
basis in stock. The estate's basis in 
the stock is usually the fair market 
value at the decedent's date of death. 

Redemption Agreement 
The second type of Buy-Sell Agree
ment commonly used is known as a 
Redemption Agreement. A Redemp- · 
tion Agreement grants a corporation 
an option to acquire the stock of a 
shareholder upon certain triggering 
events. A Redemption Agreement is 
funded by having the corporation 
acquire one insurance policy on each 
shareholder. As in the Cross Pur
chase Agreement, life insurance 
premium payments made by the 
corporation in a Redemption Agree
ment are not deductible. The pay
ment of premiums by the corporation 
is not taxable income to the sharehold
ers. The tax consequences are as 
follows: 

1. The life insurance proceeds 
received by the corporation are not 
subject to the regular income tax. 
The proceeds are a tax preference 
under the corporate alternative 
minimum tax. An S corporation is 
not subject to the corporate alterna
tive minimum tax. 
2. The amount received from a 
corporate stock redemption will be 
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!I treated as a dividend to the selling dation involving a non-corpo-

II 
shareholder or his estate unless one rate shareholder. 

,,j of the exemptions under 302(b) or e. Section 303 redemption. 
ill 303 are met. If the requirements of The value of decedent's stock il j 
:1 302(b) or 303 are met, the redemp- must exceed 35 percent of the ,, 

tion qualifies for sale or exchange adjusted gross estate. The stock I 
'I treatment. The benefit of the sale or must be included in the I 
II 

;r exchange treatment is twofold. The decedent's gross estate. 

L The rationale shareholder or his estate will be 
behind granting subject to tax at the capital gains Hybrid Agreement 

'i I, 
the corporation rate, and the shareholder will be The third type of Buy-Sell Agreement, :l! 

ll the first right to able to use his basis to offset any known as a Hybrid Agreement, is a 
I gain on the sale of the stock. combination of the Cross Purchase l buy the stock is I Five types of redemptions qualify Agreement and the Redemption I 
I that it prevents for sale or exchange treatment. They Agreement. Usually, the corporation i 
'I the Internal are: has the first right to buy the selling 
'I Revenue a. Section 302(b)(l) treatment. shareholder's stock. If the corpora-

I Service from A redemption not essentially tion does not acquire the stock, then 

recharacterizing equivalent to a dividend. It the remaining shareholders have the 
must be a meaningful reduction. right of purchase. The rationale 

the transaction This safe harbor is the most behind granting the corporation the 
as a dividend. elusive because it is a facts and first right to buy' the stock is that it 

circumstances analysis. prevents the Internal Revenue Ser- ~; b. Section 302(b)(2) treatment. vice from recharacterizing the trans-
A substantially disproportion- action as a dividend. c 
ate redemption. To qualify as a In a Redemption or Hybrid Agree-
disproportionate redemption the ment, an alternative to funding with 
acquisition must meet a two- life insurance is to accumulate earn-
prong test. First, the redeemed ings. This may place a heavy burden 
shareholder must own less than on the company's capital reserves. 
50 percent of the total combined The corporate accumulated earnings 
voting power of all classes en- tax may apply if the accumulations 
titled to vote. Second, after the are in excess of the reasonable needs 
corporation redeems the stock, of the business. 
the percentage of voting stock 
must be less than 80 percent Comparing Agreements 
prior to the redemption. In analyzing the selection of the type 
c. Section 302(b)(3) treatment. of Buy-Sell Agreement the following 
A complete redemption of all should be reviewed: 
the stock of the corporation 1. How many shareholders are a 
owned by the shareholder. party to the Agreement? Recall 
This provision offers a significant that even if there is an overabun-
opportunity because the family dance of shareholders, a Cross 
attribution rules may be waived. Purchase Agreement with a trust 
Quite often a redemption will not would eliminate the proliferation of 
fall within the purview of a insurance policies that would need 
substantially disproportionate to be acquired. 
redemption under 302(bX2) 2. Is the agreement being funded 
because the redeemed share- by life insurance? C corporations 
holder is treated as owning the are. subject to the corporate alter-

~ stock of the remaining sharehold- native minimum tax. The life 
ers. insurance proceeds are character- \ 

12 d. Section 302(b)(4) treatment. ized as a tax preference item. 
A redemption in partialliqui- 3. Is the corporation incapable of 
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paying its creditors? If the corpora
tion has creditors, they will be 
entitled to the cash value of corpo
rate-owned life insurance. In a 
Cross Purchase Agreement the cash 
value could not be received by the.·· 
corporation's creditors. The credi
tors of the individual shareholders, 
however, could reach the cash value 
of the policies owned by the indi
vidual shareholders. 

/ .· 4. Have the present income tax 
rates been analyzed? Ifthe corpo
rate rates are higher than the 
individual income tax rates, this 
favors the use of a Cross Purchase 
Agreement. If the individual tax 
rates are greater than the corporate 
rates, a Redemption Agreement is 
preferred. 

Limited Estate Tax Benefits 
Chapter 14 of the Internal Revenue 
Code enacted as part of the Revenue 
Reconciliation Act of 1990 while 
repealing Section 2036(c), established 
its own limitations on the transfer tax 
benefits accomplished by entering into 
a Buy-Sell Agreement. Generally, any 
formula contained in a Buy-Sell 
Agreement will not fix a price for the 
property unless it approximates fair 
market value. The statute permits a 
formula to determine the price of the 
stock subject to the Buy-Sell if it is a 
bona fide business arrangement. The 
arrangement must be similar to 
agreements entered into by persons in 
an arm's length transaction. Finally, 
the arrangement cannot be a device to 
pass the decedent's share to his family 
for less than adequate and full consid
eration in money or money's worth. 

Net Operating Loss Limitations 
The 1986 Tax Reform Act included a 
provision that limits the ability of 
corporations to derive a benefit from 
their net operating losses. The law 
specifically states that if there has 
been a 50 percent ownership change, 
then the net operating losses will 
be limited. Unbeknownst to many 
practitioners in determining if there 

has been a 50 percent ownership 
change, an option shall be treated 
as being exercised. Unfortunately, 
entering into a Buy-Sell arrangement 
by a loss company at the time of signing 
the agreement will limit the ability to 
utiliz~ the net operating losses. This 
problem is compounded by the fact that 
both previous net operating losses and 
future net operating losses are limited. 
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Unfortunately, 
entering into a 
Buy-Sell 
arrangement by 

A Cross Purchase Agreement should 
be entered into prior to starting a new 
business. It would be impossible for a 
company to establish a Redemption a loss ~ompany 
Agreement before incorporating because at the t1me of 
the corporation would not be in exist- signing the 
ence. Establishing a Cross Purchase agreement will 
Agreement prior to operating the busi- limit the ability 
ness would eliminate the .potential of to utilize the 
the company's net operatmg losses t t• 
being limited. ne opera mg 

losses. 
Conclusion 
Buy-Sell Agreements are very useful 
tools to accomplish estate planning 
objectives. A Buy-Sell Agreement, as 
noted above, serves multiple purposes. 
Significant advantages derived from 
entering into a Buy-Sell Agreement are 
not necessarily tax related. These non
tax benefits include proper succession 
planning, limiting corporate disputes 
and creating business continuity. Fur
thermore, the agreement can accom
plish estate tax benefits which include 
creating an available market to provide 
sufficient liquidity for estate taxes. The 
recent proliferation of tax laws have, 
however, created traps for the unwary 
practitioner and limited the benefits 
that a Buy-Sell can accomplish. 
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~F The New One Class of Stock Regulations 
l: 
' 
if By: Belinda Ruskin one class of stock only if all outstand-

!I 
Brad M. Tomtishen ing shares confer identical rights to 

distributions and liquidation pro-
il I. Introduction ceeds.6 The 1991 Proposed Regula-~~ 

To qualify as an S corporation and tions clarify that the one class of stock 
ii generally avoid corporate level income determination is made based on the 
il tax, a corporation must satisfy sev- S corporation's governing documents. jl eral requirements. One of these These include the corporate charter, ,, I i! requirements is that the corporation articles of incorporation, bylaws, li 

~~I must not have outstanding more than applicable state law and binding I one class of stock. 1 Differences in agreements relating to distribution ! ,; The 1991 voting rights do not create different and liquidation proceeds.7 The regu-,, 

I Proposed classes of stock. 2 Differences in lations focus on the rights ofthe 
'l Regulations economic rights, however, can create shareholders to distributions as set ' a second class of stock. forth in the governing documents, i clarify that the I Prior to October 1990, the Internal rather than distributions actually or i' one class of I 'i Revenue Service (the "Service") had constructively made. They (i) provide stock provided little formal guidance re-. mechanical worlcing rules that allow 

I 
determination garding the one class of stock reqmre- minor variations in the method of 

'} is made based ment. Practitioners looked to case distributions to be ignored so long as 
I on the law and rulings issued by the Service the substantive rights of the share-

S corporation's to advise their clients. On October 5, holders are equal; (ii) allow certain 
1990, the Service issued proposed documents tobe disregarded in governing regulations (the "1990 Proposed determining the rights of sharehold-documents. Regulations") interpreting the one ers under the governing documents; 
class of stock requirement. The 1990 and (iii) address the circumstances 
Proposed Regulations drew scathing under which instruments or arrange-
criticism from taxpayers, and practi- ments that have characteristics 
tioners,3 both for the content of the similar to equity interests in the 
regulations and their proposed retro- corporation will be considered a 
active effective date. The Service second class of stock. 
responded to the criticism by an- A. Mechanical Working Rules 
nouncing that significant aspects of 1. Differences in Timing. 
the 1990 Proposed Regulations would Under the 1991 Proposed Regu-
be revised and that the revised regu- lations, differences in timing or 
lations would be effective on a pro- amount of distributions will not 
spective basis. 4 generally affect the one class of 

On August 8, 1991, the Service stock requirement if the govern-
issued new proposed regulations (the ing documents provide for identi-
"1991 Proposed Regulations") which cal distribution and liquidation 
replace the 1990 Proposed Regu~a- rights.8 

tions in their entirety. As promised, For example, assume that 
the 1991 Proposed Regulations will shareholders C and D each own 
generally be effective for tax years, 50% of the outstanding stock of 
beginning after December 31, 1991.5 an S corporation and C receives a 

$10,000 distribution on Janu-

t' II. Application of the ary 1, 1992 and D receives a 
1991 Proposed Regulations $10,000 distribution on Janu-

" ! 

14 A corporation is considered to have ary 1, 1993. This difference in 
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timing will not create a second 
class of stock. However, the 
earlier distribution to C may be 
treated as a loan to which the 
imputed interest rules should 
apply. 
2. Changes In Stock Owner
ship. The 1991 Proposed Regu
lations clarify that if an 
agreement provides that, as a 
result of a change in stock owner
ship, distributions in one taxable 
year are to be made on the basis 
of the shareholders' varying 
interests in the S corporation's 
taxable income in the immedi
ately preceding taxable year 
rather than on the basis of actual 
stock ownership on the distribu
tion date, the one class of stock 
requirement will not be violated.9 

Prior to the 1991 Proposed 
Regulations, it was unclear 
whether this would create a 
second class of stock. 

For example, assume that 
(i) shareholder Z sells all of his 
stpck in the S corporation on 
June 30, 1992, (ii) 20% of the 
S corporation's taxable income 
for 1992 is allocable to share
holder Z and (iii) no distributions 
were made to shareholders 
during J992. Based upon an 
agreement of the shareholders, 
the corporation makes a distribu
tion to shareholders on April 15, 
1993 to cover taxes in proportion 
to the amount of taxable income 
of the Corporation for 1992 
allocable to each shareholder. 
Even though shareholder Z owns 
no stock in the corporation on 
April15, 1993, his share of the 
distribution will be 20%. Under 
the new rule, the one class of 
stock requirement will not be 
violated. 
3. State Law Restrictions. 
The 1991 Proposed Regulations 
clarify that if a state law requires 
a corporation to pay or withhold 
state income taxes on behalf of 

some or all of the shareholders 
(such as nonresident sharehold
ers), the law will generally be 
disregarded in determining 
whether the one class of stock 
requirement is met; provided, 
that the resident shareholders 
have the right to distributions 
that take into account the pay
ments which the S corporation 
makes to the state on behalf of its 
nonresident shareholders.10 

B. Documents That Do Not 
Affect the One Class of Stock 
Requirement 

1. Routine Commercial 
Contracts.; Under the 1991 
Proposed Regulations, routine 
commercial contractual arrange
ments such as leases, employ
ment agreements or loan 
agreements will not affect the 
one class of stock requirement 
unless they are entered into to 
"circumvent" these rules.11 

For example, assume that 
unrelated shareholders A and B 
each own 50% of an S corpora
tion's outstanding stock. If 
shareholder B is also an em
ployee and receives excessive 
compensation and/or fringe 
benefits of $50,000, the excessive 
amount will not result in a 
second class of stock provided 
that it was pursuant to an agree
ment that was not entered into to 
circumvent these rules. 

There is uncertainty with 
respect to the application of this 
rule since we do not know what 
was meant by "entered into to 
circumvent these rules" and in 
what circumstances the Service 
will challenge a routine commer
cial contract. 

The 1991 Proposed Regulations 
are a significant improvement 
over the 1990 Proposed Regula
tions, which provided that rou
tine commercial contractual 
arrangements could have created 
a second class of stock if the 
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il arrangement provided for unrea- ment establishes a purchase II 

ij' sonable rent, excessive compensa- price that, at the time the 
ll!i tion or a below market interest agreement is entered into, is 
,,, rate loan. significantly in excess of or II 
!! 2. Shareholders' and Redemp- below the fair market value of II 
II tion Agreements. Prior to the the stock. 15 This exception II 
,f ,, 

1991 Proposed Regulations, the apparently applies even if the II 
I 
il Service ruled that certain buy- agreement was entered into to ii sell agreements did not constitute circumvent the one class of 

a second class of stock. 12 How- stock requirement. 
ever, practitioners were con- For purposes of exceptions b. and 
cerned about the lack of c., agreements providing for the 
regulations in this area. The purchase or redemption of stock at 
1991 Proposed Regulations have book value or at a price between book 

:1 

provided some guidance with value and fair market value will not 
respect to these agreements. establish a price that is significantly 

r Certain shareholder agreements in excess of or below the fair market 

l are disregarded for purposes of value of the stock. Good faith deter-

I the one class of stock require- minations of fair market value will 

j ment. These include the generally be respected. 16 

following. For example, assume that M is a 
I a. Bona fide agreements to key employee and minority share-
I redeem or purchase stock at the holder of an S corporation and M 

I time of death, disability or enters into an agreement with the 'l 
'I 

termination of employment.1a S corporation that provides for the ~-

b. Bona fide cross-purchase or redemption of his stock upon the 
buy-sell agreements among termination of his employment for 

I 
shareholders, agreements any reason including death. The 
restricting the transferability of redemption price is set at book value. 

I stock and "general redemption Under exception 1, this arrangement 
agreements" unless (i) the would not violate the one class of 
agreement is enteredinto to stock rule even if the redemption 
circumvent the one class of agreement was entered into to cir-
stock requirement .and (ii) the cum vent the one class of stock rule. 
agreement establishes a pur- The 1991 Proposed Regulations 
chase price that, at the time it once again leave us with uncertainty 
is entered into, is significantly in interpreting the phrase "entered 
in excess of or below the fair into to circumvent the one class of 
market value of the stock.14 A stock requirement." We do not know 
general redemption agreement in what circumstances the Service 
is one that applies to substan- may use this as a sword to challenge 
tially all of the outstanding a shareholders' or redemption agree-
shares of the corporation and ment and whether a particular busi-
provides that, upon the occur- ness purpose will prevent a succes~-
renee of an event that triggers ful challenge by the Service. 
redemption, substantially all 
the shares of a shareholder will C. Instruments with Equity 
be redeemed at a price that is Characteristics 
uniform for all shares subject to 1. Debt Instruments. Histori-
the agreement. cally, the Service has often 

t'. c. Redemption agreements that argued that a purported loan by 

16 
are not general redemption a shareholder to an S corpora- '\ / 
agreements, unless the agree- tion should be characterized as 
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equity capital rather than debt 
and, therefore, as a second class 
of stock. The Service issued 
regulations to this effect17 and 
was successful in taking this 
position in two cases.18 Subse
quently, the courts ruled against 
the Service on this issue19 and 
the Service amended its regula
tions to allow shareholders to 
make advances to an S corpora
tion in proportion to their share 
holdings without violating the 
one class of stock requirement. 20 

Other debt/equity issues contin
ued to be litigated and the Ser
vice lost every case. 21 The 
Service then announced that it 
would propose amendments to 
the regulations in the future and 
that it would not litigate this 
issue pending revision of the 
regulations. 22 

The 1990 Proposed Regulations 
provided that any debt that was 
treated as equjty created a 
second class of stock. The 1991 
Proposed Regulations, however, 
provide a two-part test for deter
mining whether a debt instru
ment creates a second class of 
stock. 

a. General Rule. The general 
rule under the 1991 Proposed 
Regulations is that debt issued 
by the corporation will be 
treated as a second class of 
stock only if two conditions are 
satisfied. 

First, the debt must consti
tute equity or otherwise result 
in the holder being treated as 
the owner of stock under gen
eral principles of federal tax 
law. Second, the arrangement 
must be used to contravene the 
one class of stock or eligible 
shareholder requirements. 23 

This test is inconsistent with 
the cases discussed above and 
increases the uncertainty 
concerning whether a corpora
tion having debt that does not 

meet the safe harbors described 
below can elect or maintainS 
corporation status. 
b. Safe Harbors. The 1991 
Proposed Regulations provided 
safe harbors for certain forms of 

,debt even if the debt is consid
ered equity under federal 
income tax rules. 

First, short-term unwritten 
advances from a shareholder 
that (i) do not exceed $10,000 in 
the aggregate at any time, (ii) 
are treated as debt by the 
parties, and (iii) are expected to 
be repaid within a reasonable 
time, are not treated as a 
second class of stock. 24 

Second, proportionately held 
obli~ations - that is, those 
obligations that are owned 
solely by the owners of, and in 
the same proportion as, the 
outstanding stock of the corpo
ration, are not treated as a 
second class of stock. 

Third, the strai~ht debt safe 
harbor of Code §1361(cX5) was 
addressed in the 1991 Proposed 
Regulations. Straight debt will 
not be considered a second class 
of stock ifit is evidenced by a 
written, unconditional obliga
tion, regardless of whether 
embodied in a formal note, to 
pay a sum certain on demand, 
or on a specified due date, and 
if it: 

(1) does not provide for an 
interest rate or payment dates 
that are contingent on profits, 
the borrower's discretion, the 
payment of dividends with 
respect to common stock or 
similar factors, 
(2) is not convertible (directly 
or indirectly) into stock or any 
other equity interest of the 
S corporation, and 
(3) is held by a person eligible 
to be a shareholder of an 
S corporation. 25 

Subordination to other debt 
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will not prevent the obligation person who would not be an 
from qualifying as straight eligible shareholder or materi-
debt.26 If straight debt bears a ally modifi.ed.31 First, they 
rate of interest that is unrea- must be substantially certain to 
sonably high, an appropriate be exercised. Second, they 
portion of the interest may be must have an exercise price 
recharacterized and treated as substantially below the fair 
a payment that is not interest. market value of the underlying 
However, it will not result in a stock. 
second class of stock. 27 · b. Exceptions. The 1991 Pro-

The 1991 c. Convertible debt will also be posed Regulations except the 

Proposed considered a second class of following types of call options 
stock under the 1991 Proposed from the general rule: 

Regulations Regulations if it (i) is treated as • First, a call option issued in 
alter existing equity under general principles connection with a commer-
law by treating of federal tax law, (ii) is sub- ~alll!: r~a~Qnahl~ lQan to the 
certain call stantially certain to be con- S corporation will not be 
options, verted and (iii) has a treated as a second class of 

warrants or conversion price substantially stock if it is issued by the S 
; ~ similar 

below the fair market value of corporation to a person ac-
the underlying stock on the tively and regularly engaged 

instruments date ofissuance, date of trans- in the business oflending.32 

issued by an fer to a person who is not an • Second, a call option issued 

'; S corporation eligible shareholder, or date of to an individyal!Y;hQ i~ an 
as a second material modifi.cation.28 Prior empleyee or independent 

class of stock. to the 1991 Proposed Regula- contractor in connection with 
tions, the Service had ruled the performance of services 
that the issuance of a convert- will not be treated as a second 
ible debenture did not create a class of stock if the call option 
·second class of stock. 29 (i) is nontransferable and 

2. Call Options and Warrants. (ii) does not have a readily 
Prior to the 1991 Proposed Regu- ascertainable fair market 
lations, the Service ruled that the value atthe time it is issued.33 

issuance of options or warrants • Third, a call option is not 
to acquire stock .did not create a treated as a second class of 
second class of stock because stock if, on the date the call 
these instruments do not have option is issued, transferred to 
the attributes of immediate stock a person who is not an eligible 
ownership such as the right to shareholder or materially 
vote or the right to receive divi- modified, the exercise price Qf 
dends.30 The 1991 Proposed th~ ~all QptiQn i§ at l~&~t flQ 
Regulations alter existing law by ~r~~nt Qf th~ fair market 
treating certain call options, ~aly~ Qf th~ ynd~rlrin~: ~tock 
warrants or similar instruments Qn that dare. A good faith 
issued by an S corporation as a deterrilination of fair market 
second class of stock. value by the corporation will 

a. General Ryle. Call options be respected unless it can be 
will be treated as a second class shown that the value was 
of stock under the 1991 Pro- substantially in error and that 
posed Regulations only if the the determination was not 

~ following two conditions are performed with reasonable 
met on the date the call option diligence to obtain fair value.34 \. / 

18 is issued, transferred to a c. Although the 1991 Proposed 
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Regulations are generally 
proposed to be effective for tax 
years beginning after Decem
ber 31, 1991, the 1991 Pro
posed Regulations do not apply 
to debt, call options, warrants 
and similar instruments which 
were issued before August 9, 
1991.35 

For example, assume that an 
option issued to H before 
August 9, 1991 would not be 
treated as a second class of 
stock under then existing law 
and, except for the grandfather 
rule, would be treated as a 
second class of stock under the 
new regulations. Under the 
grandfather rule, the option 
would not be treated as a 
second class of stock. 

3. Deferred Compensation 
Arrangements. Incentives to 
employees commonly take the 
form of phantom stock plans and 
stock appreciation rights. These 
arrangements are based on the 
performance of stock but do not 
involve the issuance of stock. The 
Service has determined in pri
vate letter rulings that such 
plans do not constitute stock for 
purposes of the one class of stock 
requirement. 36 The Service 
concluded that because the 
holders did not have the at
tributes ofimmediate stock 
ownership, the rights did not 
constitute stock. 

Under the 1991 Proposed 
Regulations, typical deferred 
compensation arrangements are 
disregarded for purposes of the 
one class of stock requirement. 37 

Deferred compensation generally 
means any instrument, obliga
tion or other arrangement which 
does not have voting rights, is 
issued to an employee or inde
pendent contractor as deferred 
compensation and is not cur
rently taxed to the individual. 
Accordingly, incentive compensa-

tion arrangements, such as 
phantom stock plans and stock 
appreciation rights, will not 
create a second class of stock. 
4. Restricted Stock. There was 
uncertainty prior to the 1991 
Proposed Regulations with 
respect to the utilization of 
restricted stock plans for key 
employees to provide equity 
incentives. These plans gener
ally provide restrictions on 
transferability and a substantial 
risk of forfeiture. The employee 
will not generally be taxed with 
respect to the stock until it 
becomes substantially vested. 
Any income from the stock re
ceived by the employee will 
generally be treated as compen
sation and the stock will not 
generally be deemed to be owned 
by the employee until the sub
stantial risk of forfeiture lapses. 
The question that arose was 
whether the shareholder/em
ployee is a shareholder for pur
poses of the one class of stock 
determination. 

Stock which is issued in connec~ 
tion with the performance of 
services and is substantially 
nonvested will not be treated as 
outstanding stock of a corpora
tion under the 1991 Proposed 
Regulations.38 Accordingly, such 
stock would not be treated as a 
second class of stock because of 
restrictions that may cause the 
owner to forfeit the stock. How
ever, once the stock becomes 
substantially vested, it will be 
subject to the rules discussed in 
this article. 

Til. Conclusion 
The 1991 Proposed Regulations 
address many aspects of the one class 
of stock requirement that require 
clarification. The regulations take a 
reasonable approach to the applica
tion of the requirement and are, in 
that respect, a substantial improve
ment over the 1990 Proposed Regula-
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tions. Nevertheless, the 1991 Pro
posed Regulations could and should be 
improved before they are finalized. In 
particular, much of the helpful guid
ance provided by the regulations is 
undercut by ambiguous references to 
situations in which the rules con
tained therein will not apply. At a 
minimum, the Service must provide 
examples of what it considers at
tempts to "circumvent" or "contra
vene" the one class of stock 
requirement. Such clarification is 
especially important given the 
Service's previous tendency to inter
pret the one class of stock requirement 
in an unreasonably harsh manner, as 
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exemplified by its litigation positions 
and the issuance of the 1990 Pro
posed Regulations. 

---------------------------FOOTNOTES---------------------------
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5. Proposed Treas. Reg. §1.1361-1(1)(7). 

6. Proposed Treas. Reg. §1.1361-1(1)(1). 
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14. Proposed Treas. Reg. §1.1361-1(1)(2)(iii). 

1S.Proposed Treas. Reg. §1.1361-1(1)(2)(iii). 
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17. Treas. Reg. §1.1371-1(g). 
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constitute a second class of stock); Seven Sixty Ranch Co. v. Kennedy, 66-1 USTC ,9293 (D Wyo 1966); 
Lewis Building & Supplies, Inc. v Commissioner, 25 TCM 844 (1966); Hoffman v Commissioner, 47 TC 218 
(1966), affd per curriam, 391 F2d 930, 68-1 USTC ,9284 (5th Cir 1968). 

20.Proposed Treas. Reg. §1.1371-1(g) (December 28, 1966). 

21.Stinnettv Commissioner, 54 TC 221 (1970); Amory Cotton Oilv United States, 468 F2d 1046, 72-2 USTC 
1[9714 (5th Cir 1972); Shores Realtyv United States, 468 F2d 572, 72-2 USTC ,9715 (5th Cir 1972). 

22.TIR No 1248 (July 27, 1973). 
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29.Rev. Rul. 67-269, 1967-2 CB 298. 
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33. Proposed Treas. Reg. §1.1361-1 (l)(4)(iii)(B)(2). 
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Property Tax Exemption Property Tax-Inadequate 
of Healthcare Facility Proof of Noise Emissions 

Regents of University of Michigan on 
to Reduce Property Value 

Behalf of M-Care v City of Ann Arbor, Blue Water Realty Company v Chester 
MTT Docket No. 110501 (August 1, Township, MTI' Docket No. 120379 
1991). (August 30, 1991). 

The Michigan Tax Tribunal granted The Michigan Tax Tribunal refused 
an exemption from ad valorem prop- to reduce the value of a 1, 700-acre 

The Tribunal erty taxation for the personal property parcel ofland, largely undeveloped, 

relied upon the 
owned by a health maintenance although improved with a lodge and 
organization (HMO). That HMO was log cabins, even though the petitioner "futility formed by the Regents of the Univer- presented an appraisal from a fee 

doctrine," si ty of Michigan. The Tribunal deter- appraiser and the Michigan Depart-
which provides mined that since the Regents were the ment of Natural Resources. The 
that the sole shareholder of the HMO and Tribunal opined that there was no 
administrative dominated the management and empirical evidence to support a 

procedure of 
operation of the facility, the HMO was 25 percent reduction in value due to 
a "functioning arm" of the Regents noise from a nearby military opera-board of review and of the larger corporate organiza- tion. Petitioner's testimony of the 

appearance is tion, the University of Michigan. allegedly deleterious effects of noise 

~. not required in In that capacity, the Tribunal held produced by artillery concussions and 
instances in that the control of the HMO demon- low-flying aircraft was unsupported 
which it would strated by the Regents was sufficient by the sales utilized by the fee ap-

be a futile 
to allow the HMO to fall within the praiser where no similar noise poilu-
statute that exempts "personal prop- tion was ascertained. 

gesture. erty of [an] ... educational ... 
institution." MCL 211.9(a); MSA Property Tax Reduction 
7.9(a). The Tribunal relied upon for Automobile Auction proofs showing that approximately 
two-thirds of the subscribers to the Facilities 
HMO are present or former University 
of Michigan employees, with approxi- Aptco Auto Auction, Inc v City of 
mately 80 percent of the health care Taylor, et al, MTT Docket No. 108234 
delivered being provided by Univer- (July 30, 1991). 
sity-employed physicians. 

The Tribunal also allowed the The Michigan Tax Tribunal re-
petitioners to amend the petition duced the values of several parcels 
addressed to the original tax year to that comprised a facility that recondi-
include two subsequent tax years, tioned automobiles for auctions and 
even though the statutory prerequisite from which auctions were operated. 
of board of review appearance had not The Tribunal rejected the city's 
occurred in those two subsequent tax contention that the properties were 
years. The Tribunal relied upon the "special purpose" and, therefore, 
"futility doctrine," which provides that properly valued utilizing a cost-
the administrative procedure ofboard minus-depreciation method. The 
of review appearance is not required Tribunal found more persuasive the 
in instances in which it would be a variety of potential uses for the 
futile gesture. Association of Little subject property and concluded that ~ Friends, Inc. v City of Escanaba, 138 the highest and best use of the prop- "'j 

22 Mich App 302 (1984). erty was primarily a general indus-
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trial use. Accordingly, a market the part of the taxpayer, boards of 
approach utilizing comparable sales review would be permitted to exercise 
of other industrial properties was of unfettered discretion. The Court 
greater reliability in the valuation remanded the appeal relating to tax 
analysis. The only exception to the years 1988 and 1989 to the Tax 
market analysis was a recently- Tribunal, recognizing that standards 
constructed reconditioning building for de~rmining who is eligible for 
that the Tribunal determined was exemption under §7u will evolve as 
sufficiently valued through the cost the Tribunal addresses this category 
analysis. of appeals. 

I 

'l' 
Real Property Taxation - Single Business Tax -
Jurisdiction of Appeals from Court of Claims Jurisdiction 
'Hardship' Determinations of of Refund Claim and 
the Board of Review Counterclaim 

Owners of Lot 08-19-36-487-024 v Montgomery Ward & Company, Inc 
Birmingham Board of Review, _ v Department of Treasury, _ Mich 
Mich App _; _ NW2d _ (9/16/91; App _; _ NW2d _ (11/14/91; Court 
Court of Appeals Docket No. 119943) of Appeals Docket No. 124639) 

!( 
A taxpayer applied to the Birming- After an audit, the Department of 

::~J II! ham Board of Review for an exemp- Treasury assessed Montgomery Ward 
) 

( tion from ad valorem real property for a single business tax deficiency I 
taxation for the years 1986 through arising out of an arrangement 
1989 under-MCL 211.7u; MSA whereby the taxpayer sold unpaid 
7.7(4r),and appealed the Board's credit accounts and all accrued fi-
denial to the Tax Tribunal for the nance charges to Montgomery Ward 
1986 and 1987 years, and to the Credit Corporation each month. 
Circuit Court for the years 1988 and Before the Department issued a final 
1989. The Tax Tribunal dismissed assessment, Montgomery Ward paid 
the appeal for the reason that it the tax and interest amounts dis-
lacked jurisdiction of exemptions filed closed on the notice of intent to assess 
under §7u; the Circuit Court likewise and sued for a refund in the Court of 
dismissed the appeal on grounds that Claims. 
exclusive jurisdiction resided in the In the context of the Court of 

.:•, 

Tax Tribunal. The taxpayer brought Claims litigation, the Department 
an appeal from the Circuit Court's filed an amended answer and coun~ 

,i order. terclaim in which it asserted a wholly 
In its review of this case of first new and independent theory of single 

impression; the Court concluded that business tax liability, liability that 
under the plain language of the Tax related to Montgomery War~'s pay-
Tribunal Act, the Tax Tribunal has ment of a discount to Montgomery 
exclusive jurisdiction to hear and Ward Credit Corporation in conjunc-
decide exemption claims asserted tion with its sale of its accounts 
under §7u. The Court found no receivable. The Court of Claims 
support for a contention that no granted Montgomery Ward's motion 
review mechanism exists for exemp- for summary disposition of the 
tion claims arising under §7u, par- Department's counterclaim for the 

·I ,I 
ticularly in instances such as this reason that, because the Department 

I \ where, without a right to review on failed to adhere to statutory notice 
23 



State and Local 
Tax Update 

24 

procedures relative to creation of an 
assessed liability, the Court lacked 
subject matter jurisdiction of the 
couhterclaim. In addition, the Court 
denied the Department's motion to 
dismiss for lack of subject matter 
jurisdiction relating to the 
Department's claim that Montgomery 
Ward did not follow procedures 
established for obtaining a refund of 
tax, and granted Montgomery Ward's 
motion for summary disposition on its 
claim for refund. 

Ih a full-authored opinion, the 
Cotirt of Appeals upheld the determi
nations of the Court of Claims. The 
Court held that a taxpayer may 
invoke the jurisdiction of the Court of 
Claims after issuance of an intent to 
ass~ss because the intent constitutes 
an assessment properly appealable 
under §22 of the Revenue Act; the 
Court observed that the informal 
conference is permissive and not a 
prerequisite to appeal. Further, 
Montgomery Ward's refund suit was 
proj>erly maintained in that it paid 
th'e tax and interest under protest 
and claimed a refund in concert with 
its appeal. The Court disagreed with 
the Department's characterization of 
the taxpayer's payment of tax and 
interest as "voluntary" in the face of 
an assessment which threatened the 
imwsition of additional penalty and 
interest charges. 

Equally unimpressive to the Court 
was the Department's argument that 
the Court of Claims dismissed its 
counterclaim in error. Looking at the 
statutory procedures prescribed both 
in the single business tax and rev
enu~ acts, the Court concluded that 
the Department was bound to pro
vid~ the taxpayer with procedural 
safe-guards prescribed by statute 
before it could properly assert its 
counterclaim, even though the liabil
ity alleged to be due under the new, 
alternate theory arose during the 
same taxable period and transactions 
addressed by the original intent to 
assess. 
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Single Business Tax
Ability of a Taxpayer to 
File a Consolidated Return 

Central Transport, Inc v Dep't of 
Treasury, unpublished opinion per 
curiam of the Court of Appeals (10/10/ 
91; Court of Appeals Docket No. 
125209) 

On remand from the Court of 
Appeals for a determination whether 
petitioners Central Transport, Inc., 
Central Cartage Co. and Bancroft 
Trucking Co. were subject to an 
identical apportionment formula so as 
to enable them to file a consolidated 
single business tax return for three 
tax years, the Michigan Tax Tribunal 
ultimately concluded that the actual 
use by one of the petitioners of an 
apportionment formula different from 
that employed by the remaining two, 
disqualified the corporation from 
joining in the pair's consolidated 
single business tax return. 

The Court of Appeals affirmed, 
concurring in the Tax Tribunal's 
interpretation of the phrase "subject 
to" as set forth in MCL 208.77(c); 
MSA 7.558(77Xc) as meaning that 
the taxpayer actually used the same 
apportionment formula a8 the corpo
ration with which it sought to file a 
consolidated single business tax 
return. Although it acknowledged 
that "the record is unclear and con
tains conflicting testimony" concern
ing whether the one company relied 
upon the "revenue mill" formula used 
by the others, the Court found 
substantial evidence of use of the 
different apportionment formula in 
testimony offered by the former single 
business tax division administrator. 
The Court rejected the contention 
that the Department was precluded 
from raising the issue of different 
apportionment formulas for the 
reason that the issue was the precise 
subject of the remand to the Tribunal. 
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Use Tax - Fertilizer 
Application Equipment 
Exempt as Being Within 
Agricultural Processing 

William Mueller & Sons, Inc v Dep't 
of Treasury, 189 Mich App 570; _ 
NW2d _ (1991) 

A taxpayer engaged in the business 
of testing agricultural soils and 
selling seed and fertilizers, purchased 
equipment used to apply fertilizer on 
agricultural lands. The taxpayer both 
leased the equipment to the farmers 
and used the equipment itself in 
contracting with farmers to service 
their properties. The taxpayer re
sisted the Department of Treasury's 
assessment of use tax on the purchase 
of the equipment on grounds that the 
property was used or consumed in 
agricultural processing, MCL 
205.94(£); MSA 7 .555( 4)(f). 

The Court of Appeals upheld the 
final judgment of the Michigan Tax 
Tribunal, holding that the equipment 
was embraced by the plain language 
of the exemption provision. The 
Court rejected the Department's 
contention that a taxpayer is ineli
gible for exemption under Section 4(f) 
ifit is not in the business of produc
ing horticultural or agricultural 
products, and further concluded that 
the definition of"agriculturist" as 
established by 1979 AC, R 205.51 
cannot limit the terms of an exemp
tion plainly available under the 
operative statutory provision. 

Inheritance Tax!' Rehearing 
of a Final Inheritance Tax 
Determination 

In re Hillier Estate, 189 Mich App 
716; _ NW2d _ (1991) 

A decedent's personal representa
tive determined that a final Michigan 
inheritance tax order had not consid
ered certain claims against the es
tate, and brought the matter to the 
attention of the Department of 
Treasury's tax examiner. The exam
iner required substantiation of any 
additional claims, however meritori
ous. The personal representative 
later furnished documentation for 
some of the deductions, but the 
examiner declined to revise the 
inheritance tax order because the 
90 day appeal period prescribed by 
MCL 205.213(5); MSA 7.574(5) had 
expired. Subsequently, the personal 
representative successfully petitioned 
the probate court for rehearing of the 
inheritance tax order and for issuance 
of a new order under MCR 
2.612(c)(2). 

The Court of Appeals reversed the 
probate court's determination, and 
remanded the case to the probate 
court for reinstatement of the original 
final inheritance tax order. The 
Court reasoned that the statutory 
90 day appeal period cannot be ex
panded by application of a court rule 
that does not govern practice or 
procedure before the probate court. 
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News About Tax Lawyers JEFFREYS. BATTERSHALL, 

associate with the law firm of Warner, 
SANDRA M. SffiPPER and Norcross & Judd, P.C. was recently 
CYRUS R. KASHEF have recently named the recipient of the 1991 
joined the fmn of Couzens, Lansky, Editor's Prize for special excellence by 
Fealk, Ellis, Roeder & Lazar, P.C. in the editors of The American Bank-

i! ~ Farmington Hills, Michigan. ruptcy Law Journal. Battershall will II' receive the honor for his article "Com-!I 
il THOMAS H. BERGH and his wife mercial Leases and Section 365 of the 
:! Sandy are pleased to announce the Bankruptcy Code," which first ap-
j births of their twin daughters, peared in Volume 64 of the Journal, 
f Kristen Elizabeth Bergh and Kathryn published in the Fall of 1990. The 
I Claire Bergh, born on August 10, Editor's Prize is awarded annually by 
l 1991. Tom is a principal in the the Endowment for Education of the I 
:• 

Plotkin, Yolles, Siegel, Schultz & National Conference of Bankruptcy 
Bergh, P.C. firm practicing in the Judges, and will be presented to 
employee benefits and estate plan- Battershall at the annual meeting in 
ning area. San Francisco in November. 

The law firm of Warner, Norcross & WILLIAM W. HALL, a partner in 
Judd, P.C. announced the appoint- the law firm ofWarner, Norcross & 
ment of DOUGLAS E. WAGNER as Judd, P.C. was recently elected to 
Chairperson of the firm's Litigation serve as a member of the Libertarian 

' 
Practice Group (Grand Rapids, MI) on Party National Committee. The 
October 8, 1991. Warner, Norcross & National Committee is the 18-member 
Judd is a lOS-member firm with governing body of the National Liber-
offices in Grand Rapids, Muskegon tarian Party. 
and Holland. Since joining Warner, 
Norcross in 1977, Wagner has special- ANDREW J. HALIW III, JOSEPH 
ized in litigation, and served as an A. SICILIANO and ANDREW W. 
instructor at both the National Insti- MYCHALOWYCH, formerly of 
tute of Trial Advocacy, 1986-1989, Sullivan and Leavitt, P.C., are 
and the Hillman Advocacy Program, pleased to announce the formation of 
1990-91. He currently serves on the a Professional Corporation, which will 
Steering Committee of the Hillman engage in the practice of law under 
Advocacy Program. Wagner is a the name ofHaliw, Siciliano and 
member of the Federal, American and Mychalowych Professional Corpora-
Grand Rapids Bar Associations, and tion located at 37000 Grand River 
is Vice President of the West Michi- Avenue, Suite 340, Farmington Hills, 
gan Chapter of the Federal Bar Michigan 48335, (313)442-0510, Fax 
Association. No. (313)442-0518. The firm will 

engage in the practice of Corporate 
TIM IDLLEGONDS has joined the Law, Taxation, Litigation before all 
law firm ofWarner, Norcross & Judd, State and Federal Courts, Patent and 
P.C. as a partner. Hillegonds has Trademark Law, International Law, 
practiced business and corporate law Business and Estate Planning, Real 
in Grand Rapids since 1975, with a Estate Transactions, ERISA, adminis-
special emphasis on creditors' rights. trative Law and related matters. 
He will chair Warner, Norcross & 
Judd's Bankruptcy Practice Group. MICHAEL L. ROBINSON, a part-

(6 ner in the law firm of Warner, 
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Norcross & Judd, P.C. who specializes 
in environmental law, has been 
appointed to serve as Environmental 
Law Council of the State Bar's Envi
ronmental Law Section. Robinson 
chairs the firm's Environmental 
Practice Group. 

CHARLES E. BURPEE was ap
pointed by the Intellectual Property 
Law Section of the State Bar Associa
tion as section delegate to the Na
tional Council of Intellectual Property 
Law Associations. Burpee, who chairs 
Warner, Norcross and Judd's Intellec
tual Property Practice Group, has 
been a partner with the law firm of 
Warner, Norcross & Judd, P.C. for 
three years. 

MICHAEL VAN HAREN, a partner 
with the law firm of Warner, Norcross 
& Judd, P.C. was appointed as Chair
person of the Probate and Estate 
Planning Section of the State Bar. 
Van Haren chairs the firm's Trust 
and Estates-Practice Group. 

JAMES H. BREAY, a partner with 
the law firm ofWarner, Norcross & 
Judd, P.C. was appointed by the State 
Bar to the Financial Institutions 
Subcommittee of the Business Law 
Section. Breay, who is general coun
sel to the Michigan Bankers Associa
tion, also chairs Warner, Norcross 
and Judd's Financial Institutions 
Practice Group. 

THOMAS R. WINQUIST, former 
Managing Partner of Warner, 
Norcross & Judd, P.C. was appointed 
as Chairperson of the State Bar's Law 
Practice Management Section. 

ROBERT J. JONKER, an associate 
with the firm of Warner, Norcross & 
Judd, P.C.was reappointed to serve 
as a regular member of the State Bar 
Committee on Civil Procedure. 

ALEX J. DEYONKER, a partner 
with the firm ofWarner, Norcross & 
Judd, P.C. was re-elected to the 
Council of the State Bar's Business 
Law Section. · 

EMPLOYMENT AD: 
Lansing law firm seeks attorney 
with 3-4 years experience in 
corporate, tax, securities and/or 
bankrupcy matters. 
Send replies to: 
Administrator 
P.O. Box 1070 
East Lansing, Michigan 48826 

Where do we get news? In many 
cases, the news comes directly from 
you. Don't be bashful; unless we hear 
from you, your news won't be told, 
and you will miss the opportunity to 
make new acquaintances and become 
known to your fellow tax practitio
ners. Also, don't hesitate to send us 
information about a colleague. News
worthy items are not limited to legal 
accomplishments. We also are inter
ested in changes in firm affiliation, 
marriages and births, lectures or 
seminars presented, interesting 
travel, sports awards, or other items. 
Please send your news to: 

Michigan Tax Lawyer 
313 South Washington Square 

Lansing, Michigan 48933 

Section News 
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The folowing is a summary of recent publications which should be of interest 
to tax practitioners. 

By: Cyrus R. Kashef 

Structuring Estate Freezes under 
Chaper 14: Analysis, Planning and 
Drafting 
Author: Howard M. Zaritsky 

and Ronald D. Aucutt 
Publishers: Warren, Gorham and 

Lamont, Inc. 
210 South Street 
Boston, Massachusetts 
02111 

Phone: 1-800-950-1216 
Pages: 421 
Published: 1991 
Price: $59.50 

As the rejoicing over the demise of 
Section 2036(c) has slowly subsided, 
tax practitioners are now confronted 
with the sobering thought of under
standing new Chapter 14 of the Inter
nal Revenue Code of 1986. Fortu
nately, Chapter 14 is narrowe: in 
scope and operation than Section 
2036(c), however, it nevertheless 
marks a major change in estate plan
ning. 

Both authors have previously 
written and lectured extensively on 
the subject of estate freezes: Their . 
familiarity and understanding of t~1s 
area of the law is clearly evident in 
the manner this work is organized and 
presented to the reader. This paper- . 
back volume is divided into three mam 
parts, plus a section of sam~le fo~s 
as well as a section of selective legisla
tive and regulatory materials. 

Part I offers a brief, but very in
sightful background of Chapter 14, 
including pros and cons generally 
associated with es~ate freezes and the 
events leading up 'to the enactment . 
and rules of Section 2036(c). Part II IS 

comprised of five chapters closely 
examining the "nuts and bolts" of each 
of the four sections of Chapter 14 
(Sections 2701, 2702, 2703 and 2704). 
In addition, the newly adopted statute 
of limitations for transactions under 
chapter 14, Section 6501(cX9), is 

examined as well. Part III contains 
six chapters examining the various 
estate freezing techniques impacted 
by Chapter 14, as well as those viable 
techniques of lifetime transfers that 
remain at the disposal of the planner. 
The following areas are covered in a 
thorough manner: 

(1) Corporate and Partnership 
Recapitalizations; 

(2) Buy-Sell Agreements; 
(3) Outright Gifts (including non

voting interests); 
(4) Grantor Retained Income 

Trusts; 
(5) GRITs, GRUTs and GRATs; 
(6) Estate Freezing and Reduction 

with Inter-Family Sales; and 
(7) Remainder Sales and Split 

Purchases. 
Each of the above topics is analyzed 

from the standpoint of the require
ments, the advantages and disadvan
tages, and the usefulness of each 
vehicle as a means of freezing or 
reducing a taxable estate. 

The section ofsample forms in
cludes forms that may be used to 
implement the estate freezing and 
estate reducing transactions that 
remain after the enactment of Chap
ter 14. The areas covered by these 
forms range from frozen family lim
ited partnership agreements to quali
fied personal residence trusts to split 
purchase of life estate remainders. 
Lastly, the volume concludes with a 
section oflegislative and statutory 
materials including a copy of Chapter 
14 itself, the legislative history and 
the Service's proposed regulations on 
Chapter 14. 

This book gives the tax practitioner 
an excellent overview and analysis of 
Chapter 14 and the estate freeze area 
in general, without going into too 
detailed of an analysis. Hopefully, it 
will be revised periodically to keep up 
with this revamped area of the law. 

In my view, this book will undoubt
edly make a useful addition to the 

Short 
Subjects 
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general practitioner as well as the 
estate planners library. 

IRS Practice and Procedure, 
Second Edition 
Author: Michael I. Saltzman, 

Warren, Gorham 
and Lamont 

Pages: 
Pu'blished: 
Price: 

210 South Street 
Boston, Massachusetts 
02111 
1,569 
1991 
$115.00, Supplemented 
Yearly 

As often is the case, tax practitio
ners have generally neglected tax 
practice and procedure in favor of the 
substantive areas of the tax law. Also 
as is often the case, the tax practitio- ' 
ner, after resolving the client's tax 
issues, finds himself confronted with 
the four W's regarding tax litigation: 
Who do I talk to? What are the issues? 
Where should the appropriate forms be 
filed? When should all of the above be 
done by? 

Ten years ago, Michael Saltzman 
compiled in a one volume treatise a 
detailed and comprehensive analysis 
of the Service's functions and the law 
of tax procedure that answered these 
questions and many more. Since that 
time, rather than addressing the abuse 
either on the part of the taxpayer or 
the Service by administrative means, 
the Service, Treasury, and Congress 
have resorted to statutorily mandated 
solutions which have invariably fur
ther muddied the waters. Fortunately 
for all of us, the author has updated 
the original text. 

The second edition covers the com
plete gamut of IRS procedure from 
rulings to assessments to collection, 
with some areas examined in greater 
detail than others. For example, the 
author, rightfully so, allotted four of 
the seventeen chapters to the area of 
collection. Two of the chapters prima
rily dealt with tax liens and levies and 
ways of avoiding and minimizing their 
effect. The priority of tax claims, with 
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the emphasis on Section 6323, and the 
collection from non-taxpayers round 
out the other two chapters. In addi
tion, the topic of penalties, especially 
civil penalties are discussed at great 
length. The chapter on civil penalties 
is subdivided into three parts: (1) civil 
penalties on taxpayers before and after 
the en~ctment of the Improved Penalty 
Administration and Clients Tax Act 
(IMPACT), (2) penalties on third 
parties (i.e., tax shelter promoters 
and organizers), and (3) penalties on 
information providers. 

The chapter of most interest to the 
everyday tax practitioner includes 
statements ofiRS position and prac
tice, the statutes oflimitations, the 
examination and the appeals function, 
and the Service's investigatory func
tions and powers. The author has 
pragmatically included throughout 
each chapter the appropriate forms 
that need to be filed at each step of the 
game. For those who hunger for a 
more detailed and in-depth analysis of 
the preparation of tax forms, a com
panion volume "IRS Practice and 
Procedure Manual: Forms and Analy
sis," is written by the author's brother, 
Alan W. Saltzman, which is also 
published by Warren, Gorham and 
Lamont. 

While I can understand how the 
general practitioner or part-time tax 
planner may be intimidated by such an 
extensive and all-encompassing work, 
I whole-heartedly recommend it to all 
tax practitioners since the client and 
her needs can be effectively repre
sented only if the tax practitioner has 
a full understanding of the Service and 
its workings. 
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Distinguishing Between Employees 
and Independent Contractors: Problems, 
Penalties, and Planning 
Mark R. Lezotte 

The proper classification of workers 
as either employees or independent 
contractors has been an important 
topic to businesses lately. There are 
a number of tax and non-tax conse
quences which flow from how busi
nesses classify workers, and the 
Internal Revenue Service has stepped 
up its enforcement efforts against 
businesses in this area. This article 
will briefly discuss some of the prob
lems in cla~sifying workers, review 
the penalty provisions which busi
nesses may face, and note some relief 
provisions which may assist busi
nesses which face this issue. 

Consequences of Classifying 
Workers as Employees or Inde
pendent Contractors 
The IRS is concerned about busi
nesses which treat workers who 
should be employees as independent 
contractors, and, therefore, neither 
withhold income taxes nor pay (and 
withhold) appropriate FICA taxes 
from the workers. Even though 
independent contractors should be 
subject to the requirements to pay 
quarterly estimates and to pay social 
security self-employment taxes, the 
IRS views this as a problem area. 
The tax consequences of being an 
employee as opposed to an indepen
dent contractor are not identical, and 
the IRS feels that improper classifica
tion and lack of withholding hampers 
the collection of income and employ
ment taxes. 

Withholding and employment taxes 
are not the only consequences: the 
classification of workers as indepen
dent contractors or employees may 
effect such issues as unemployment 
taxes, insurance coverage, workers' 
compensation coverage (including 

whether a worker is barred from 
suing the business for an injury), 
and coverage under employee 
benefit plans. 

Standards for Classification 
of Workers: Playing Twenty 
Questions with the ms 
One frustration which businesses face 
is that the standards for determining 
when a worker is an employee or 
independent contractor are hardly 
straightforward. There are no clear 
guidelines in the Internal Revenue 
Code or Treasury Regulations; Con
gress has resisted either clarifying 
the· Code or allowing the IRS to write 
detailed regulations. There are a 
number of cases· and rulings in the 
area; and the IRS uses twenty factors 
set forth in Rev. Rul. 87-41, 1987-1 
C.B. 296, to determine whether a 
worker is truly an employee or an 
independent contractor. These fac
tors focus on whether the business 
has the right to control the worker, 
" ... not only as to the result to be 
accomplished by the work, but also as 
to the details and means by which 
that result is accomplished." 

The IRS has also issued Form SS-8 
for use in requesting a ruling on the 
status of any worker. While it is 
unusual for a business to request a 
ruling (and it probably is rarely 
justified in terms of the cost, effort 
and delay), Form SS-8 can be a useful 
"self audit" tool for businesses. Tax 
advisors should consider using Form 
SS-8 and Rev. Rul. 87-41 to provide 
reviews of worker classifications for 
their clients. 

ms Enforcement Efforts 
In addition to including employment 
tax reviews as part of regular busi
ness tax examinations, the IRS has 
devoted some extra resources to this 

Short 
Subjects 

1
: :.s.'.·•·.'.'' .. :'.n.·•·.,•·.··.··.a.··.'·,··.r.'·.·· .• •·.l.''.··.o.. :fits.·•·.··.· •·•::1 ~ : .. i~ .. ::. ,,,,,,,.,.,., .......... . 

... the IRS feels 
that improper 
classification 
and lack of 
withholding 
hampers the 
collection of 
income and 

·employment 
taxes. 

33 



Short 
Subjects 

It is worth 
noting that IRS 
audits in the 
employment 
tax area are 
frequently 
triggered by 
complaints 
from 
disgruntled 
workers or 
competing 
businesses. 

34 

area. There are special employment 
tax audit programs within the exami
nation division, focused mainly on 
larger businesses. Recently, there 
has also been a special program in 
the collection division, rather than 
the examination division, which was 
aimed mainly at smaller to medium 
sized business. The IRS has recently 
announced that the collections divi
sion special program will be ended, 
but that its functions will continue in 
the examination division. What this 
means to the level ofiRS activity in 
this area is difficult to predict (it 
depends on staffing and budget 
decisions yet to be finalized), but it is 
safe to predict that the employee/ 
independent contractor question will 
continue to attract IRS scrutiny.1 

It is worth noting that IRS audits 
in the employment tax area are 
frequently triggered by complaints 
from disgruntled workers or compet
ing businesses. Workers who were 
classified as independent contractors 
may complain about that classifica
tion when they find that they are not 
eligible for workers' compensation, 
unemployment compensation, em
ployee benefit programs, and the like. 
They may raise the issue when they 
find that they are unable to pay their 
.income tax after they failed to make 

·· estimated payments during the year, 
or when they discover that they are 
not receiving overtime pay for long 
hours. Competitors may alert the IRS 
when valuable employees are leaving 
to join businesses which promise to 
treat them as independent contrac
tors and maximize the workers' 
immediate take home pay. 

Penalties for Incorrect 
Classification of Workers 
There are essentially three possible 
levels of penalties for a business 
which does not comply with withhold
ing requirements for persons who 
were determined to be employees. 
Internal Revenue Code Section 3509 
provides generally that the business 

Michigan Tax Lawyer-4th Quarter 1991 , 

would be liable for (a) the employer 
portion ofFICA (currently 7.65%); (b) 
20% of the employee portion of FICA; 
and (c) an additional 1% of compensa-
tion. At current FICA rates, this 
amounts to a little under 11% oftotal 
compensation. This first penalty level 
is imposed on businesses who essen-
tially are viewed by the IRS as having 
made a "well intentioned mistake," 
but where there is no showing of 
willfulness and where reporting on 
Form 1099 has been consistently 
made. The business cannot recover 
these penalties from the worker. 

The second possible penalty level 
applies when the business failed to 
report the amounts paid to the inde
pendent contractor on Form 1099. In 
that case, the penalty set forth above 
is increased to (a) the employer por-
tion of FICA; (b)~ of the employee 
portion of FICA; and (c) .a!& of compen
sation. At current FICA rates, this 
amounts to about 14% of total com
pensation. Frankly, there is no excuse 
for a business. to expose itself to this 
penalty level, since it only applies if 
the routine Form 1099 reporting 
requirements are ignored. The busi-
ness cannot recover these penalties 
from the worker. 

The third level of penalty comes 
into play where the limitations of 
Code Section 3509 are not available 
because the IRS has determined that 
the business "willfully" failed to 
comply with its obligations. "Willful" 
essentially means that the IRS be
lieves that the company knew better, 
but treated a worker as an indepen
dent contractor anyway. In the case 
of"willfulness," the IRS imposes what 
it calls a "full rate adjustment," which 
consists of100% ofboth the employee 
and employer portion of FICA, and an 
additional20% of compensation. At 
current FICA rates, this totals ap
proximately 35% of total compensa
tion. In the case of a full rate adjust
ment, the business may be able to 
partially abate the penalty by showing 
that the worker has in fact paid the 
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required FICA tax, but the burden is 
on the business to obtain that infor
mation from the worker and it may be 
difficult as a practical matter to do so. 

Given this third penalty level,.an 
IRS determination of "willfulness" can 
be disastrous to a business. Advance 
review and planning of independent 
contractor arrangements by tax 
advisors can help minimize this 
exposure. 

Possible Relief From 
Retroactive Penalties 
There is a possible relief provision to 
consider; the protection of Section 530 
of the 1978 Revenue Act. This is a 
safe harbor which may allow some 
protection against the IRS reclassify
ing workers retroactively, and thus 
help employers' avoid penalty for 
prior treatment of independent con
tractors, even if the IRS insists on 
reclassification of the independent 
contractors going forward. This relief 
may be available if four requirements 
are met:2 (1) the business did not treat 
this worker as an employee for any 
period before 1980; (2) all of the tax 
returns filed by the business consis
tently treat the worker as an indepen
dent contractor; (3) the business has a 
"reasonable basis" for treating the 
worker as an independent contractor; 
and ( 4) in no period did the business 
treat as an employee any individual 
holding a substantially similar posi
tion to the worker in question. 

The first two requirements usually 
do not present a problem. As to the 
third requirement, "reasonable basis" 
for independent contractor treatment 
can be established by prior ruling, 
past audit with no change in treat
ment, or by a long standing recog
nized practice of the industry in which 
the worker was engaged. This may be 

difficult to establish, and the IRS 
usually challenges any "industry 
practice" claim. The fourth require
ment calls for an analysis of whether 
similar workers were treated incon
sistently; if so, this safe harbor may 
not be .available. 

Again, this safe harbor is only an 
issue if the business is audited, and 
attempts to minimize its exposure for 
past penalties by taking advantage of 
these provisions. There is also a 
relief provision for certain statutory 
independent contractors (real estate 
agents and direct sellers) in Code 
Section 3508. 

Conclusion 
Businesses have high stakes in 
properly treating workers as employ
ees or independent contractors. The 
consequences can include not only 
employment tax penalties, but prob
lems with other employment-related 
matters including workers' compensa
tion, unemployment compensation, 
insurance, and employee benefits 
programs. 

While it can be confusing for busi
nesses to make an analysis of the 
facts and circumstances of each 
employee/independent contractor 
situation, tax advisors can provide a 
valuable service to clients in review
~ng existing independent contractor 
arrangements before the IRS does, in 
properly structuring new independent 
contractor arrangements, in planning 
for the best possible use of the Section 
530 relief provisions, and in minimiz
ing exposure to penalties. 

---------------------------FOOTNOTES---------------------------

1. Tax exempt organizations also face this issue- the Employee Plans/Exempt Organization division routinely 
addresses employment tax matters in its reviews of Form 990 filings. 

2. There are restrictions on the availability of Section 530 in the case of certain high technology workers. 
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New Computer Products 
By Jeffrey G. Raphelson 

Any attorney who keeps pace with the 
rapid advances in computer hardware 
and software is probably ignoring his 
clients and courting bankruptcy (with 
the obvious exception of attorneys 
employed by high technology con
cerns). Nevertheless, three recent 
developments will enhance the 
usefulness of microcomputers in 
most any office: MS-DOS 5.0, 
Lotus 1-2-3 Release 3.1 and fax/ 
modem boards.1 These products are 
worth investigating. 

MS-DOS 5.0 
The newer, more powerful computers2 

offer two principal advantages: 
greater speed and more memory. 
However, the classic operating system 
for these machines, MS-DOS, took 
advantage only of their speed. These 
computers have three types of Ran
dom Access Memory, or RAM: up to 
640 kilobytes of conventional memory, 
up to 384 kilobytes of upper or re
served memory, and up to several 
megabytes of extended or expanded 
memory. 3 Because the operating 
system and most programs operate 
within conventional memory, they 
could take up no more than 640 
kilobytes of RAM between them. As 
MS-DOS and software applications 
became more complex, the "640 Kilo
byte Barrier" became more limiting. 
Further compounding this shortage 
of RAM were popular "terminate and 
stay resident" programs (TSRs) that 
occupied conventional RAM, but 
served no function until activated 
through pressing special keys. 4 

Several companies began producing 
memory managers which would 
relocate data or programs into ex
panded or extended memory, and 
would assist the microprocessor in 
finding the progranis or data in these 
memory locations. However, MS-DOS 
still occupied conventional RAM, and 

as MS-DOS became more complicated 
(through nine different releases), it 
took up more of this memory. MS
DOS 5.0 eases the 640 kilobyte bar
rier two ways. Many of the core or 
"kernel" routines were rewritten to 
take up less memory, and, more 
significantly, parts ofMS-DOS 5.0 
are loaded into high and reserved 

memory, freeing even more conven
tional RAM. Actual RAM savings 
vary depending on the microproces
sor, the amount of expanded or ex
tended RAM present and the system 
configuration, but anyone who has 
ever received an "Insufficient 
memory" error message will appreci
ate DOS 5.0's memory handling 
features. 

These features alone may justify 
upgrading to MS-DOS version 5.0, 
however, Microsoft did not stop there. 
DOS 5.0 has an undelete function 
(UNDELETE. COM) that recreates 
files which were inadvertently erased. 
Anyone who has spent time recon
structing lost work will immediately 
appreciate the value of such a func
tion. Further, DOS 5.0 allows you to 
recapture data from disks that are 
accidentally reformatted. Frequently, 
users will store or archive data from 
separate matters on disks. If one of 
these disks is inadvertently reformat
ted, all is not lost, even though data 
archived to disk is very difficult to 
reconstruct (it's one thing to recon
struct a brief or memo you have just 
written, it's quite another to recon
struct work you did some time ago.) 
If a disk containing data from an old 
matter is reformatted, the user can 
run the disk through UNFORMAT.
COM and recover the erased data. 

MS-DOS 5.0 also added two levels 
of on-line help for those unfamiliar 
with MS-DOS commands. The first is 
invoked simply by typing "HELP." 
This will produce an alphabetic listing 
of most MS-DOS 5.0 commands with 
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a brief explanation of their function. 
If the user requires additional infor
mation about a specific command, he 
may access the second level of on-line 
help by typing the command followed 
by "I?" or by tying "HELP" followed 
by the command. Both requests will 
produce a screen full of text explain
ing the command and its syntax in 
greater detail. 

Finally, MS-DOS 5.0 simplifies the 
use of large hard drives to store data. 
Ever since version 2.0, which intro
duced support for hard disk drives, 
MS-DOS could access only 32 mega
bytes of hard disk space. As disk 
drives larger than 32 megabytes were 
developed, users had to "partition" 
their disks into volumes smaller than 
32 megabytes. Each partition re
quired six kilobytes ofdisk space for 
file management. Thus, a 100 mega
byte hard drive would be divided into 
three 30 megabyte volumes, and the 
user had to remember which files 
were located on which drive.l1 MS
DOS version 4.0 overcame this limita
tion using the SHARE;EXE utility, 
but this amounted to a clumsy arti
fice. MS-DOS 5.0 can directly access 
larger volumes. Thus, a user can 
organize all programs on a single 
drive.6 

In sum, this tenth incarnation of 
Microsoft's classic operating system 
is a wise upgrade for anyone using 
today's powerful microcomputers. Its 
memory handling advantages, on-line 
help and new functions make it an 
easier and more efficient system for 
unleashing the speed of the new 
microprocessors and the power of 
today's sophisticated applications. 

Lotus 1-2-3 Release 3.1 
Lotus 1-2-3 was not the first spread
sheet, graphing or database program, 
but it quickly became the most popu
lar. Rival products, such as Micro
soft's Excel or Borland International's 
Quattro Pro, claim to offer perfor
mance advantages, but Lotus 1-2-3 
retains its large and loyal following, 

perhaps based on momentum alone.7 

There are periodicals devoted solely to 
the use of 1-2-3 (and certain other 
Lotus products) and a plethora of 
companion programs and services. 
Many commercial and public domain 
software publishers offer packages of 
spreadsheets or macros for use within 
Lotus 1-2-3. This collateral support is 
impressive and reassuring. 

Spreadsheet programs allow the 
user to set data out in columns and 
rows and to perform various opera
tions on data contained in other rows 
or columns. For example, several 
columns can set out the weekly wages 
employees received and another 
column their bonuses. The next 
column can total these figures for 
each employee, followed by a column 
which estimates the FICA due oil this 
compensation, and so on. A cell, or a 
column or row of cells, can perform 
any operation which can be derived 
from the numerous functions 1-2-3 
offers. These include financial func
tions such as internal rate of return, 
present value of periodic and uneven 
cash flows, payment amortization, 
compound growth rate, and deprecia-' 
tion (straight-line, double-declining, 
sum-of-the-years' digits and variable
declining balance). Release 3.0 added 
three-dimensional spreadsheets, 
which allow the user to organize data 
and calculations in rows and columns 
on separate interconnected sheets. 

Lotus 1-2-3 integrates the spread
sheet with a graphics and database 
package. It can display various types 
of graphs from spreadsheet data; e.g. 
bar, line, xy, pie chart, hi-lo-close (for 
stock prices). It can also extract data 
based on certain criteria, sort it, or 
perform regression analyses and the 
like. Lotus also adds a macro facility 
which allows the user to "program" a 
spreadsheet to perform certain repeti
tive tasks with a single keystroke. 
Through the different versions of 
1-2-3, this macro facility has become 
sophisticated enough to rival 
programming languages. 
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Users frequently complained that 
prior versions of 1-2-3 were difficult 
or "clunky" to use. Formatting a 
graph was difficult because the user 
had to change settings in one screen 
to make a change to the graph, which 
was displayed in another screen. 
Thus, Release 3.1 introduced the 
WYSIWYG ("What-You-See-Is-What
You-Get") add-in.8 Invoking this add
in converts 1-2-3 into a composition 
device. The user can mix font styles 
and sizes, incorporate graphs 
(resizing or updating them as neces
sary) and edit text and data all in the 

. same environment. The user can 
adjust row height as well as column 
width. All data appears on the 
screen exactly as it will appear when 
printed, eliminating much of the 
guess work. It also offers mouse 
support for those who have become 
accustomed to this tooL 

The print interface is completely 
revamped. A single screen displays 
all relevant print settings, providing 
the user with all the information 
necessary to control output. It in
cludes a preview option which will 
recreate the printed page on screen 
so the user can see whether page 
breaks disrupt the presentation. 
Moreover, release 3.1 supports an 
even wider variety of printers, assur
ing crisp, clean output on most any 
device. 

Fax-Modems 
Telefacsimile machines are a neces
sary evil. Sometimes they are noth
ing but another intrusion in the work 
day. Other times, they are the only 
way to present documents to clients, 
contacts or other counsel anywhere in 
the world. The newest PC communi
cations technology is the fax-modem 
board. These are circuit boards 
inserted into expansion slots inside 
the computer that combine a 2400 
baud modem with a 9600 baud 
telefacsimile machine that supports 
the most popular communications 
protocols. 
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Typically, these circuit boards are 
significantly less expensive than a fax 
machine and they offer much more 
flexibility. Incoming fax transmis
sions are stored as graphical image 
files. The user can view them on the 
monitor and delete the file or print it 
(on normal printer paper, not the 
flimsy roll paper used in most fax 
machines.) Most fax modem boards 
come with software to control send
ing, receiving and viewing fax files. 
Other vendors have developed fax 
software that operate in different 
environments, such as Microsoft 
Windows. 

Some fax boards have independent 
microprocessors to handle incoming 
fax transmissions while the computer 
is busy handling some other applica
tion. These boards are more expen
sive. Other fax boards come with 
software that accomplishes the same 
result by dividing the attention of the 
computer's central processing unit 
between its primary task (that which 
the user has selected) and fax com
munications. This is called back
ground operation. 

Sending fax transmissions are 
usually as easy as printing a word 
processing document. The user can 
transmit any word processjng docu
ment by selecting the fax board as an 
auxiliary printer and sending it to 
print on this device. Separate soft
ware transmits graphical image files. 
Fax boards cannot transmit docu
ments unless they exist as a file, text 
or graphic, stored in the computer's 
memory. Text files include any word 
processing file. Graphical files include 
any fax the user has received or any 
"picture" or clip-art drawn with 
design software such as 
DrawPerfect.9 Also, scanning devices 
can import documents into the 
computer's memory as graphical 
image files, but these devices are 
costly. They are not a practical 
investment unless the user has other 
applications which require such 
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devices (such as an optical character 
reader). 

Lotus 1-2-3 release 3.1 and fax
modem boards are not as fundamen
tal to one's use of a computer as MS
DOS 5.0. Nevertheless, any office 
microcomputer user should consider 
adding them. Lotus 1-2-3 offers a 
powerful computational tool with 
enhanced composition features that 
allow a lawy~r to produce wonderfully 
readable output for clients or court. 

Fax modem boards facilitate 
telefacsimile communication, which 
has become increasingly important to 
the practice oflaw. 

--------------------------------------------------------FOOTNOTES--------------------------------------------------------

1. 

2. 

3. 

4. 

5. 

6. 

7. 

8. 

MS-DOS is a registered trademark of the MicroSoft Corporation. Lotus 1-2-3 is a registered trademark of the 
Lotus Development Corporation. 

Those microcomputers based on the Intel 80286, 80386 and 80486 microprocessors. 

A byte is one character (eight binary bits) of data. A kilobyte is 1024 bytes and a megabyte is 1024 kilobytes. 

One example is Sidekick by Borland International, which enabled a user to invoke various utilities while 
operating another program. 

Each volume has its own drive designation. In this example, the first volume would be drive "C:," the next 
drive "D:," and the last drive "E:." 

While consolidating all programs onto a single drive offers obvious advantages, it is still wise to organize the 
drive into separate directories and subdirectories for each application. 

The author has not compared Lotus 1-2-3 to its rivals. He is content as an entrenched Lotus 1-2-3 user. 

An "add-in" is a separate program that can be used within Lotus 1 ~2-3, but is not integrated into it. 

9. DrawPerfect is a registered trademark of WordPerfect Corporation. 
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ERATASHEET 
The following footnotes (92-103) were inadvertently omitted from ''Federal 
and Michigan Tax Aspects of Real Estate Partnership Workouts and 
Foreclosures, Part II," authored by John J. Grant published in the Third 
Quarter 1991 issue of the Michigan Tax Lawyer. 

92. ~text at notes 20-28, supra (Part 1). 

93. Since federal net operating losses, capital losses and depreciation are not deductible for SBT, M.C.L.A. 
Section 208.9(s)(a)-(c), the reduction of these attributes will not impact the taxpayer's SBT base. ~text 
at note 25, .&l.!Qill (Part 1). The reduction of the basis of depreciable property could, however, result in CAD 
recapture. Revenue Admin. Bull. 89-45 7A.(1)(May 31, 1989). 

94. ~ M.C.L.A Section 208.3(3)(1ast sentence) and Section 208.9(9). Since Section 731 gain is treated as a 
gain from the sale or exchange of a capital asset under I.A. C. Section 741, it would usually not constitute 
"gross receipts• under M.C.L.A. Section 208. 7(3). 

95. If the proceeds of the cancelled debt were used to purchase inventory then the COD income, if considered 
•sales" under M.C.L.A. Section 208.7(1), would seem to fit the definition of •gross receipts• in M.C.L.A. 
Section 208.7(3). 

96. M.C.L.A. Section 208.7(1). The discussion in the text assumes that the real estate is not stock in trade or 
inventory. 

97. Cf. Rev. Admin. Bull. 89-45, 7A.(1)(May 31, 1989)(requiring recapture of CAD where basis reduction 
occurs under I.R.C. Section 1017). 

98. ~text at notes 39-43, supra (Part I). 

99. Rev. Admin. Bull. 89-45, 7A.(1)(May 31, 1989). 

100. M.C.L.A. Section 206.28, 206.30(1). 

101. ~ M.C.L.A. Sections 206.30(p)(federal net operating loss deduction subject to apportionment), 206.1 03; 
Grunewald v. Michigan Dept. of Treasury, 305 N.W.2d 269, 104 Mich. App. 601 (1981). 

102. ~M.C.L.A. Section 206.110(2)(b). 

103. United States v. Kirby Lumber Co., .&J.!Qill note 20. 
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