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TAXATION SECTION 

STATE MICHIGAN 

November 15, 1995 

Dear Taxation Section Members: 

About this time last year I had the privilege (and pleasure) of 
attending the National Association of State Bar Taxation Sections 
Annual Meeting in San Francisco on behalf of our Section. I came 
away from that meeting with a renewed respect for the benefits and 
activities we offer our members as compared with most other Taxa
tion Sections in this country. In particular, our Michigan Tax Lawyer 
and Directory are the envy of the other representatives, most of 
whom can only dream about putting together such professional 
publications for their members. 

So as you refill your desk calendars for 1996, do not forget to mark 
the following dates so that you can take advantage of your Taxation 
Section membership: 

1. 

2. 

3. 

Summer Tax Conference. The Annual Summer Tax 
Conference has been scheduled for June 15 and 16, 1996 at 
the Grand Traverse Resort. Last year we had a record number 
of attendees and we are continuing the shortened Friday
Saturday format to make it more economical and efficient for 
our members to attend. Mark Larson is putting together an 
exciting program. As always, we invite you to bring your 
families. 

After-Hours Tax Series. From October through May, there 
will be a presentation in both the Detroit area and Grand 
Rapids area on topics of interest. Stewart Mandell is in charge 
of this educational series. 

Tax Court Luncheons. The Tax Court Luncheons are an 
opportunity for tax practitioners to meet with the presiding 
Tax Court Judge and IRS District Counsel members when the 
Tax Court is in Detroit. These luncheons will be announced in 
advance by correspondence to Taxation Section members and 
in this publication. Jim Novis is in charge of the luncheons this 
year. 

4. Annual Dinner With Past Chairpersons. If you are a past 
chairperson of the Taxation Section, please mark May 8, 1996 

ALLAN J. CLAYPOOL OSCAR H. FELDMAN JOHN L. KING JACK E. MITCHELL B. COURTNEY RANKIN JOHN N. SEAMAN 
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for the annual dinner at the University Club in East Lansing. Current Council 
Members and Committee Chairpersons benefit immensely from talking 
to you at that dinner and it's a golden opportunity to catch up with other 
past chairpersons. 

5. Committee Meetings. Committee meetings may be one of the most valuable 
benefits of Taxation Section membership; giving members the opportunity to 
hear a speaker in their area of specialty and to discuss substantive issues with 
fellow practitioners, all at no cost! 

6. Attorney/CPA Conference. This year's Attorney/CPA Conference is sched
uled for May 16, 1996. We should have more input than ever in the format with 
Tom Mies being our official representative. 

In addition to the above activities, we have slightly restructured the Council this 
year to more evenly distribute the work involved in our other projects. Joe 
Bonventre continues his excellent work as editor of The Michigan Tax Lawyer, 
assisted by Bill Sider who is in charge of advertising and Eric Weiss who is handling 
our commitment to pro bono legal services and encouraging participation by 
underrepresented groups. Bob Stead is in charge of the Annual Meeting and Gary 
Schwarcz is in charge of the State Bar Journal taxation issue and special projects. 
George Gregory, our Secretary-Treasurer, has laid the groundwork for a closer 
relationship with the Michigan legislature and Jim N ovis has agreed to serve as our 
official legislative liaison. Our Vice-Chairperson, Steve Feldman, has returned 
from the National Association of State Bar Taxation Sections Annual Meeting and 
will report at our next meeting. 

I admit that until I became involved with the Taxation Section Council, I was 
unaware of many of the activities available to members. I now realize how hard 
Council Members and Committee Chairpersons work to make Taxation Section 
membership worthwhile to you. Take advantage of the benefits, let them know you 
appreciate their efforts by participating, and contact them with suggestions and 
ideas for improved services. Our Program Facilitator, Karen Nizol, is also available 
at (313) 953-0088 to answer your questions and help you maximize your 
membership. 

As I begin my tenure as Chairperson, I want to thank my predecessor, Reg Nizol, 
for his effective leadership which culminated in the Taxation Section having its 
most financially sound year ever. As I have followed him through the officer ranks, 
he has always taken the time and made the effort to keep me advised and informed 
so that I would be prepared to take over where he left off. With experienced Officers, 
diligent Council Members, enthusiastic Committee Chairpersons, and a dedicated 
Program Facilitator, I think I'm ready! 

Sincerely, 

Carol J. Karr, Chairperson 
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Report of the 
Corporation Committee 
Kenneth W. Kingma, Chairperson 
Kemp, Klein, Umphrey & Endelman, P.C. 
Suite 600 Columbia Center 
201 West Big Beaver Road 
P.O. Box 4300 
Troy, Michigan 48099-4300 
(81 0) 528-1111 

1. Recent Activities. 
The Corporation Committee held a 
meeting with the Partnership Com
mittee on October 26, 1995. The 
purchase price allocation rules u_nder 
IRC Section 1060 and the amortiza
tion of intangibles rules under IRC 
Section 197 were discussed in connec
tion with business asset acquisitions. 
Robert L. Cohen of Plante & Moran, 
LLP led the discussion and provided 
attendees with superb handouts on 
the subject matter. 

Among other things, Robert dis
cussed when the allocation rules 
under Section 1060 apply. Ire noted 
that, when regulations under Section 
1060 are issued, certain stock sales 
with covenants not to compete may 
also have to be reported on IRS Form 
8594, which is the form used to report 
asset acquisitions under Section 1060. 
Robert further discussed the "Intan
gibles Settlement Initiative" that was 
implemented for audit purposes 
following the enactment of Section 
197. 

Robert ended the meeting by dis
cussing recent IRS challenges to 
purchase price allocations involving 
noncompete agreements. The IRS, 
according to Robert, contends that 
little or no value should be allocated 
to a noncompete agreement because 
Michigan law already provides an 
implied covenant not to compete. 
Based on Colten v Duvall, 254 Mich 
346 (1931), the IRS claims that a 
seller of a Michigan business 
impliedly covenants that he will not 

interfere with the goodwill sold to the 
buyer. The IRS further asserts that 
the only benefits secured by a writ
ten covenant not to compete are (1) 
the seller may not seek to obtain the 
business of potential new customers 
served by the seller, and (2) a written 
covenant is easier to enforce. In the 
IRS' opinion, the amortizable value 
of a written covenant is equal to the 
nominal value of the two benefits 
previously described. 

Robert discussed various short
comings of the implied covenant 
theory as well as two federal tax 
decisions rejecting that theory. His 
analysis is set forth in an article the 
first part of which has been pub
lished in this issue of the Michigan 
Tax Lawyer. 

2. Future Schedule. 
The next meeting of the Corporation 
Committee is scheduled for Thurs
day, November 30, at 3:30p.m. 
Because the purchase price allocation 
rules under Section 1060 are based 
on the "residual allocation method" 
under IRC Section 338, the next 
meeting will focus on Section 338. 

In particular, Section 338(h)(10) 
elections will be discussed at that 
meeting. Those elections are fre
quently made in merger and acquisi
tion transactions today. Generally 
speaking, Section 338(h)(10) permits 
qualifying corporations to treat a 
stock purchase as an asset acquisi
tion with only one level of tax. 

Robert L. Cohen also agreed to 
lead the discussion for this meeting. 
·one item that will be discussed is the 
ability to elect installment sale 
treatment in a 338(h)(10) transac
tion. 

Reports 
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Report of the Employee 
Benefits Committee 
Sherill Siebert, Chairperson 
Honigman Miller Schwartz and Cohn 
2290 First National Building 
Detroit, Michigan 48226 
(313) 256-7502 

1. Chairperson's Message. 
Thanks are due to Deborah Thomp
son for the fine job she did as Chair
person of the Employee Benefits 
Committee for the past two years and 
for the ease with which she has made 
the transition for her successor. As I 
begin to familiarize myself with the 
Chairperson's responsibilities, it is 
clear that input from both Deborah 
and the Committee members will be 
essential. With your help, I look 
forward to an enjoyable and produc
tive term. Please call with sugges
tions about topics, speakers, and 
meeting formats. 

2. Recent Activities. 
The Committee's last meeting was 
held in Lansing in conjunction with 
the State Bar Annual Meeting. Rep
resentatives from the Detroit and 
Cincinnati District Offices of the IRS 
presented an update on current 
issues, including the consolidation of 
the determination letter application 
process in Cincinnati. 

3. Future Schedule. 
The winter meeting of the Committee 
is scheduled for January 23, 1996 at 
the Sheraton Oaks in Novi. We are 
fortunate to have Ken Kies, Chief of 
Staff of the Joint Committee on 
Taxation, available to speak with us 
(by tele-conference) about the em
ployee benefits implications of the 
new tax legislation. Meeting notices 
will be mailed in early December. 

Michigan Tax Lawyer-4th Quarter 1995 

Report of Estates 
and Trusts Committee 
Edward M. Deron, Chairperson 
Evans & Luptak, P.L.C. 
2500 Buhl Building 
Detroit, Michigan 48226 
(313) 596-0626 

1. Chairperson's Message. 
On the federal scene, it will certainly 
be interesting to see what, if any, 
estate and gift tax law changes will 
make their way out of the joint com
mittee in light of the provisions 
contained in the House Bill to raise 
the exemption to $700,000 in 1996, 
$725,000 in 1997, $750,000 in 1998 
and index it for inflation after 1998 
verses the Senate Bill provisions 
which provide for yearly increases of 
$25,000 in the exemption until it 
reaches $750,000, with no indexing 
for inflation. While the House Bill 
would index the annual gift tax 
exclusion, property valued under 
2032A, GSTT exemption and value of 
closely held business, the Senate Bill 
does not contain any similar provi
sion; and unlike the House, the 
Senate has provided for special relief 
for family-owned businesses and 
farms that meet certain qualifica
tions. 

Turning to matters in our home 
state, those of you who are members 
of the Probate and Estate Planning 
Section of the State Bar will have 
noticed that its Summer 1995 Jour
nal was dedicated to various aspects 
of the proposed Michigan Estate 
Settlement Act. Certain concerns 
regarding potential tax and estate 
planning problems have been brought 
to the attention of the Taxation 
Section and this Committee and we 
in turn have relayed that information 
onto the Probate Section, which has 
insured us that they wished to work 
with us to insure that the Estate 
Settlement Act does not create any 
tax problems. I welcome hearing your 

I 

I 
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thoughts and concerns, if any, on this 
subject. 

Although former U.S. Supreme 
Court Chief Justice Warren Burger's 
Will has come under attack as "woe
fully inadequate" and costly to his 
heirs, I can not help but wonder if 
perhaps Justice Burger consciously 
or subconsciously intended the 
consequences of his self prepared 
one-page Will. 

2. Recent Activities. 
On November 20, 1995, Robin D. 
Ferriby and Michael G. Cumming of 
Clark,. Klein & Beaumont, P.L.C. and 
Everett R. Zack of Fraser Trebilcock 
Davis & Foster, P.C. made a presen
tation to more than 20 committee 
members on the topic of "Tax Aspects 
and Disclaimer Provisions of the 
Proposed Estate Settlement Act." 
Their comments, observations and 
suggestions touched upon the back
ground, intent and operation of select 
portions of the Act. 

3. Future Schedule. 
The next meeting of our Committee 
will take place at an as yet undeter
mined date, time and location in 
either January or February of 1996 
and will feature an Estate and Trust 
Tax Law update presentation by 
Michael H. Obloy of Comerica Bank. 
Watch your mail and future issues of 
the Michigan Tax Lawyer for notices 
of that and other future meetings. 

4. Important Developments. 
In Rev. Rul. 95-58, 1995-36 I.R.B. 16 
(9/5/95), the IRS has stated that, 
upon reconsideration, a grantor's 
reservation of an unqualified power 
to remove a trustee and appoint a 
new trustee (other than the grantor 
or someone who was related or 
subordinate to the grantor within the 
meaning of Code Section 672(c)), is 
not tantamount to a reservation by 
the grantor of the trustee's discre
tionary powers of distribution. It also 

indicated that Rev. Ruls. 79-353 and 
81-51 are revoked and Rev. Rul. 77-
182 is modified. 

Report of the 
International Tax 
Law Committee 
Edward D. MacDonald, Chairperson 
Chrysler Corporation 
12000 Chrysler Drive, 416-16-05 
Highland Park, Michigan 48288 
(313) 956-2877 

1. Recent Activities. 
Our last meeting was held on Octo
ber 11, 1995 at the law offices of 
Evans & Luptak in Detroit. David 
Wunder, a partner in the firm, gave a 
repeat performance of the presenta
tion he made at the annual meeting 
in Lansing. A complimentary lunch 
was provided as we listened to the 
tax implications of international 
reorganizations, acquisitions, and 
dispositions. 

2. Future Schedule. 
Frank Hertz, a tax partner with 
Ernst & Young in New York, has 
agreed to speak about financial 
products at our next meeting in 
January. Details will be mailed to 
committee members and those not 
listed on the roster should contact me 
if you are interested in attending. 

3. Recent Developments. 
Intel Corp. v. Commissioner, 100 T.C. 
616 (1993), was affirmed by the 
Ninth Circuit. The court held that 
the IRS cannot require a taxpayer to 
use Example 1 of Treas. Reg. § 1.863-
3(b)(2) (the independent factory price 
example) to determine the source of 
its export sales income in the absence 
of the U.S. exporter's having a selling 
or distributing branch or department 
located in a country different from 
that in which the product is manu
factured. 

An interesting tax bill was intro-
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duced on September 14, 1995 by and led a discussion on Purchase 
House Ways and Means Committee Price Allocations. Mr. Cohen will 
Chairman Bill Archer. The bill complete his presentation at the 

i includes many simplification provi- November meeting, which will also 
l sions in the international area. The be hBld jointly with the Corporations 

I PFIC provisions would not apply in Committee. 
I the case of a controlled foreign corpo- A Committee meeting was held on 
l ration and its U.S. shareholders. November 30, 1995 at 3:30P.M. at 11 

ij 
Section 956A would be repealed - a the offices of Kemp, Klein, Umphrey 
very welcome provision since it seems & Endelman. Bob Cohen completed 

,i the original legislation did not accom- his presentation, begun at the 
lj plish any of the intended goals. October meeting. 
'> :!j Lower-tiered CFCs would receive a 
'I I § 961-type basis increase when they 2. Recent Developments. 
i:l 
,; ~ have subpart F income for purposes In informal statements, the IRS has H p of calculating gain when sold by an confirmed that proposed regulations I' .I 
!l upper-tier CFC. The§ 902 deemed- on classification of unincorporated 
>' 

,:I 
paid credit benefit would be extended entities will likely be issued at the 
to six tiers from its current three very end of the year or early next 

I tiers. Also, final regulations were year. The concept of the proposed 
I 
I issued under § 954 governing the regulations was announced in Notice 
I 
! high-tax exception, hedging transac- 95-14. Based on statements printed 
l 
I tions, export financing interest, and in various tax publications, the 

t I many other important areas. debate in the IRS and at Treasury i 
I focuses primarily in foreign entity :j classification, rather than on classifi-

'j Report of the cation of domestic entities. It appears 

I Partnership Committee 
to be likely that "elective" classifica-

j tion rules will be adopted for domes-
! 

J Anthony Ilardi, Chairperson tic entities; the application of similar 
i rules for foreign entities is less clear. I Mager, Mercer, Scott & Alber, P.C. 
I 755 West Big Beaver Rd., Ste. 1700 In July, the IRS issued a training 
j Troy, Michigan 48084 publication, Decoding Subchapter K. 

.I (81 0) 362-8212 The publication, reported by BNA, 
:I focuses on 11 "emerging issues" in 

1 

1. Recent Activities. the partnership compliance area. 
At the Annual Meeting, held on These are: 

I September 20, 1995, the Partnership Abuses under the partnership 
l Committee presented a panel discus- anti-abuse rules l sian on recent developments concern- - Disguised sales under 

I 
ing limited liability companies. The § 707(a)(2)(B) 
panelists were William Sider, Gary - Allocations under§ 704(b) 

I Schwarcz, Dean Rochleau, Ken - Five-year, fair market value and 

j Kingma and Anthony Ilardi, Jr. The adjusted basis rules under 
panel presentation was well-at- §§ 704(c) and § 737 
tended. - Family limited partnerships and 

On October 26, 1995, the Partner- discounts in estate and gift 
ship Committee held ajoint meeting planning under § 704(e) 
with the Corporations Committee at - Allocation of payments between 
the offices of Kemp, Klein, Umphrey § 736(b)(3) and § 736(a)( and (b) 
& Endelman. Robert Cqhen, of - Partnership versus joint venture 

8 
Plante & Moran, made a presentation filing requirements under§ 761 
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and§ 6031 As Eric mentioned in his final Report, 
- Withholding on distributive I am fairly new to private practice. I 

taxable income to a foreign joined the firm of Raymond & Prokop 
partner under § 1446 this past January. Prior to that, I 

'1) 
- Recourse liabilities under Regs. was a Senior Trial Attorney for the 

§ 1.752-1 on capital account District Counsel of the IRS and 
restoration obligations and quali- Special Assistant U.S. Attorney for 
fied and non-qualified liabilities the Department of Justice. Given the 

- Nonrecourse liabilities under fact that I have now been on both 
Regs.§ 1.752-3 and minimum sides of the "fence", I will do my best 
gain and excess liability under to present a balanced approach to the 
§ 704(b) and § 704(c) issues that face practitioners in this 

- Cancellation of indebtedness area on a daily basis. 
income form relief of partnership 
liabilities under§ 108 and 2. Future Activities. 
§ 61(a)(12) As you are aware, the past several 

months have been a period oftremen-
The Partnership Committee would dous change at the Internal Revenue 

like to obtain a copy of this publica- Service, not only structurally, because 
tion. If anyone has obtained a copy of the reorganization, but also with 
and would be willing to share it with respect to tax administration. The 
the Committee, please contact Tony Service's on again off again TCMP 
Ilardi at (810) 362-8212. program now appears to be off again. 

~· ( The Service has also indicated that 
3. Future Schedule. they will be stepping up "lifestyle" 
No meeting is scheduled for Decem- audits and refocusing on Title 26 
her. Meetings will resume in Janu- criminal tax investigations. Further-
ary, with topics to be announced. more, the Collection Division, and 
Some of the emerging issues listed practice before it, will be forever 
on Decoding Subchapter K will be changed with the implementation of 
considered as topics for discussion in the national standards program for 
the meetings to be held this Spring. various types of expenses. During the 

coming months, I will try to provide 

Report of the Practice interesting speakers, information and 

and Procedure 
commentary on these issues. In an 
effort to increase the visibility of the 

Committee Section and attendance at meeting, I 

Eric M. Nemeth, Chairperson will be endeavoring to contact the 
Raymond & Prokop, P.C. various law school professors in the 
2000 Town Center, Suite 2400 area that teach IRS practice and 
Southfield, Michigan 48075 procedure orientated courses to seek 
(810) 357-3010 their involvement of not only them, 

but their students as well. 
1. Chairperson's Message. 
This is my first Report as Chairperson 3. Future Schedule. 
of the Practice and Procedure Com- The annual IRS-State Bar Liaison 
mittee. I am very grateful to the Meeting will take place on February 
Taxation Section for entrusting me 21, 1996 at the Crowne Plaza (for-
with this opportunity and responsibil- merly the Hotel Ponchartrain) from 

i( ity. I would also like to personally 2:00 p.m. until 4:00 p.m. So that this 
thank my predecessor, Eric Weiss, for will not be the last IRS Liaison Meet-
his assistance during the transition. ing, I will be seeking the assistance of 

9 
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t 
the other Committee Sections and dispute resolution mechanisms 
any other person interested in available to Michigan taxpayers, and 
attending this event to boost our how these procedures might be 
attendance numbers. While our improved. It was extremely well 

l 
attendance has been improving, we attended and we received a number 
can not continue to expect to have the of positive comments. 

I District Director, Assistant District I 
I Director and the various Branch 2. Tax Tribunal Rules 
I Chiefs at an event attended by less Amendment. 

1! 
than 20 members of the private bar. Another recent activity of our com-
This is a highly worthwhile event mittee has been in addressing the 

'·i given the fact that it is an opportu.: Michigan Tax Tribunal's proposed "l 

!I 
nity to meet with the leaders of the amendments to its Rules of Practice 
Internal Revenue Service in a relaxed and Procedure. The Department 

!i atmosphere. issued the proposed rules on August i 

!I I am also asking for questions from 4, 1995, and scheduled a public 

lj our members or anyone else for our hearing on the proposal for August 
I' IRS representatives. I need those 31, 1995. Representatives of our ·I 
'j questions by December 22, 1995. committee met with the Tax Tribunal 

'I They can be sent to me by mail, and Chairman's Chief Clerk on 
·I telephone or fax. August 30, 1995 to provide comments 

'1 
regarding the draft rules. We ob-

Report of the State served numerous technical problems 

:I and Local Committee with the initial draft, and obtained 

t the Tribunal's agreement to redraft 
Gregory A. Nowak, Chairperson the rules to address these problems. 
Price Waterhouse LLP An amended draft was received from 
200 Renaissance Center, Suite 3900 the Tribunal on October 12, 1995, 

I Detroit, Michigan 48243 and we have supplied copies of that 
I 

I (313) 568-5282 draft to the members of our commit-

j 
tee, many of whom are in the process 

1. Recent Activities. of reviewing this revised draft at this 

I 
Our last meeting was during the time. We have supplied Carol Karr 
State Bar's Annual Meeting on with copies of the rules for any inter-

j Wednesday, September 20, 1995, ested member of the council. 
from 2:00 pm - 5:00 pm in Lansing. 
We had a panel discussion to address 3. Single Business Tax 
the topic of "Alternative Resolution of Legislative. 
Michigan Tax Disputes." The panel As of the date of this article, legis-
included Russell E. Prins, Chief lation enacting a change in the SBT 
Assistant Attorney General for the formula currently awaits final ap-
Treasury Division, John Neberle, proval by the state Senate after 
state tax counsel for Ford Motor passing out of the state House. SB 
Company, and Sam McKim of Miller, 342, which modifies the sales/prop-
Canfield, Paddock and Stone. erty/payroll formula to 90/5/5 from 

Among the topics discussed by the current 50/25/25 formula, would 
the panel was the Multistate Tax prove advantageous for Michigan 
Commission's recent Alternative companies with considerable sales 
Dispute Resolution proposal, which in other states. The House also 
the MTC had advocated for adoption passed a companion bill, SB 545, 
by all of its members states. The which changes the SBT's capital 
panel also discussed the existing 

10 
acquisition deduction (CAD) from an 
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apportioned deduction for all 
property to an apportioned deduction 
for property acquired for use in 
Michigan. 

4. State Tax Commission 
Bulletin. 

On September 20, 1995, the State 
Tax Commission issued Bulletin No. 
16, which addresses ''Transfers of 
Ownership" as contained in Public 
Act 415 of 1994. On October 5, 1995, 
we supplied copies of this Bulletin to 
the members of our committee. We 
have also supplied Carol Karr with 
copies of this Bulletin. 

5. Status of Thiokol Case. 
The Thiokol case is scheduled for oral 
argument in the Federal Court 
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The Implied Covenant Not To Compete-
An IRS Red Herring? 

I Robert L. Cohen, J.D., C.P.A. and Part One of this two part article 

II 

Robert A. Bryant, J.D., M.B.A. examines the source of controversy 
surrounding the tax treatment of 

A written covenant not to compete or noncompetition agreements, includ-
noncompetition agreement1 fre- ing the effects ofTRA '86, the enact-!· quently accompanies an acquisition ment of Section 197, and the 'eco-,, 

1: 

of a trade or business. The buyer's nomic reality' standard. Part Two, to ,, 
~ : 

desire to preclude the seller from be published in the 1996 first quarter I 
~ ' 

competing with the buyer for a rea- issue of the Michigan Tax Lawyer, jl 
sonable period of time in a limited discusses the merits of the Service's l geographical area provides the legal implied covenant not to compete l' 

I foundation for such agreements. argument, focusing on the conse-I 

II 
From a federal tax perspective, quences to Michigan taxpayers. It 
payments made under a noncompeti- addresses the impact of the implied 11 
tion agreement have traditionally covenant position on existing contra-I 

i;: TheiRS will been amortizable over the term of the versies between taxpayers and the 
usually assert contract, although current law gener- IRS, and the potential impact on 
that the "value" ally provides a 15-year amortization taxpayers and their legal counsel in 

period for covenants associated with planning transactions. assigned to the an acquisition of an interest in a 
noncom petition trade or business. Noncompetition Source of the Controversy and t agreement is payments received by the seller Adversity of Tax Interests 
overstated. generate ordinary income and are Prior to the TRA'86, the buyer and 

not subject to self-employment tax. seller of a business typically pas-
As a result of changes made to the sessed adverse tax interests when 

tax laws by the Tax Reform Act of negotiating a purchase price alloca-
1986 (TRA'86),2 the Internal Revenue tion. Because capital gains were 
Service ("IRS" or "the Service") has taxed at a rate significantly less than 
expended considerable resources ordinary income (i.e., 20 percent vs. 
challenging purchase price alloca- 50 percent for individuals), a seller of 
tions involving noncompetition stock or assets usually preferred an 
agreements (and other intangible allocation to stock or goodwill to take 
assets). The IRS will usually assert advantage of the lower capital gains 
that the "value" assigned to the rate. In contrast, the buyer preferred 
noncompetition agreement is over- to allocate more of the consideration 
stated. Approximately three years to an amortizable covenant not to 
ago, many IRS agents from the compete, rather than to 
Detroit District Office began to nonamortizable stock or goodwill. 
include in their examination reports Once the parties negotiated a pur-
a position that written noncompeti- chase price allocation, it was usually 
tion agreements in Michigan have respected by the IRS. 
little or no value, since Michigan The TRA '86 essentially eliminated 
common law provides the buyer of a the parties' adversarial tax interests 
business with adequate protection by closing the gap between the capi-
from the seller's competition by tal gains and ordinary income rates. 4 

virtue of an implied covenant not to Following this change, a seller of 

' compete. This position is based on stock was often indifferent as to 
the Michigan Supreme Court's 1931 whether purchase price was allocated 

12 decision in Colton v. Duvall. 3 
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to stock or to a covenant not to com
pete, since the tax rates on the in
come generated from both were 
almost identical. Similarly, a seller 
of the assets of a business would not 
have a strong preference for alloca
tions as between goodwill or a cov
enant not to compete, unless the 
seller of the business assets was a 
regular "C" corporation (or an S 
corporation subject to the built-in
gains tax). In that case, an allocation 
to a noncompetition agreement with 
the shareholder of the corporation, 
rather than to the corporation itself, 
had the effect of avoiding a corporate
level tax. 

While the position of the seller was 
one of indifference, the buyer contin
ued to prefer allocations to amortiz
able noncompetition agreements, 
since stock and goodwill remained 
nonamortizable. Consequently, the 
parties were frequently no longer 
in adverse tax positions when allo
cating purchase price. Moreover, 
in situations where allocating to a 
noncompetition agreement avoided a 
corporate-level tax, the buyer's and 
seller's interests were often the same. 
The IRS, believing that this environ
ment created the potential for abu
sive allocations to noncompetition 
agreements (and other amortizable 
intangibles), began aggressively 
challenging purchase price alloca
tions involving both stock and asset 
acquisitions. 

Although taxpayers are generally 
bound by the form of a transaction 
they have chosen, including an 
allocation of purchase price, the IRS 
is not so restricted if that form does 
not reflect the substance of the 
transaction. 5 TRA'86 enacted Section 
1060 which specifically authorized 
the Service to contest the validity of 
purchase price allocations. The 
regulations provide that the Service 
"may challenge the taxpayer's deter
minatio;n of the fair market value of 
any asset by any appropriate method 

and take into account all factors, 
including any lack of adverse tax 
interests between the parties."6 TRA 
'86 also added to the law the require
ment that both the buyer and the 
seller of a business ·report the trans
action on Form 8594 (Asset Acquisi
tion Statement). This reporting 
requirement has facilitated the 
ability of the IRS to pose such chal
lenges, and consequently, there have 
been numerous taxpayers audited by 
the IRS in the past 5 to 7 years 
regarding purchase price allocations. 7 

The Revenue Reconciliation Act of 
1993 (RRA'93)8 enacted Section 197 
to provide that goodwill and most 
other intangible assets, including 
noncompete agreements executed as 
part of an acquisition of an interest · 
in a trade or business, are amortiz
able on a straight-line basis over 15 
years. Section 197 is effective for 
acquisitions made after August 10, 
1993. RRA'93 provided a transition 
rule for taxpayers that elected to 
apply Section 197 for acquisitions 
made after July 25, 1991.9 RRA'93 
also reinstated for individuals an 
11.6 percent tax rate differential 
between the top ordinary income rate 
of 39.6 percent and the maximum 
capital gains rate of 28 percent. 

Although the new law eliminates 
some of the potential for controversy 
involving purchase price allocations 
by providing a uniform amortization 
period for most intangibles, alloca
tions involving noncompetition 
agreements continue to pose many of 
the same concerns for the IRS that 
existed under prior law. In situa
tions where an allocation can be 
made to a noncompetition agreement 
rather than to stock (which remains 
nonamortizable under the new law) 
or to a shareholder rather than to the 
corporation, such an allocation is still 
strongly preferred by the buyer in the 
former situation and by the seller in 
the latter. The 11.6 percent tax rate 
differential between capital gains and 
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The Supreme 
Court rejected 
a longstanding 
IRS argument 
that certain 
intangibles, 
suchas -
customer 
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agreements, 
are so 
inextricably 
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goodwill or to 
the transfer 
thereof that 
such assets 
should be 
treated as 
nonamortizable 
goodwill. 
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ordinary income restores some of the 
tax adversity that existed prior to 
TRA'86, although not to the extent of 
the 30 percent rate differential that 
previously existed. Nevertheless, the 
authors of this article have found in 
the past two years that the 11.6 
percent rate differential has in fact 
become a sticking point in negotia
tions between a potential buyer and 
seller of a business, particularly in 
stock transactions involving 
noncompete and consulting agree
ments. Thus, the current rate differ
ential should increase the likelihood 
that the Service will respect a pur
chase price allocation upon audit. 

By 1993, an enormous backlog of 
disputes between taxpayers and the 
IRS involving purchase price alloca
tions had developed at the audit, 
appeals and litigation levels. While 
the elective Section 197 transitional 
rule was expected to alleviate some 
of the backlog for post-July 25, 1991 
transactions, most of the backlog was 
not directly affected by the enact
ment of Section 197. Consequently, 
the Conference Report to RRA'93 
''urge[d] the Internal Revenue Ser
vice in the strongest possible terms" 
to expedite the settlement of pending 
intangible cases by taking into 
account the principles of Section 197 
so as to produce consistent results.10 

Heeding Congressional guidance, 
the Service announced its "Intan
gibles Settlement Initiative" under 
which it offered to most taxpayers 
locked in controversy with the IRS a 
basis for settling easel? by reducing 
the basis of intangibles that were 
being amortized. 11 The IRS Initiative 
settled about one-half of the out
standing cases according to IRS 
estimates. 12 For those taxpayers that 
rejected the IRS offer or did not 
qualify to receive the offer, their 
cases were returned to the status 
they previously occupied prior to the 
offer being made, meaning that the 
audit, appeal or litigation continued. 

Michigan Tax Lawyer-4th Quarter 1995 

Tax Consequences of 
Noncompetition Agreements and 
the Economic Reality Standard 
Prior to the enactment of Section 197, 
tax regulations (in effect since 1919) 
and case law have long provided that 
intangible assets, such as a covenant 
not to compete, that have an 
ascertainable value and a limited 
useful life could be amortized. 13 For 
example, Treas. Reg. §1.167(a)-3 
provides, in pertinent part: 

If an intangible asset is known 
from experience or other 
factors to be of use in the 
business or in the production 
of income for only a limited 
period, the length of which can 
be estimated with reasonable 
accuracy, such an intangible 
asset may be the subject of a 
depreciation allowance. 

This regulation and its predeces
sors have been cited over the years 
for the proposition that a covenant 
not to compete may be amortized over 
the term of the contract. In 1993, the 
Supreme Court in Newark Morning 
Ledger Co. v. United States confirmed 
this position when it stated that 
"Covenants not to compete ... are 
depreciable over their useful lives 
that are expressly limited by con
tract."14 

Also in Newark Morning Ledger, 
the Supreme Court rejected a 
longstanding IRS argument that 
certain intangibles, such as customer 
lists and noncompetition agreements, 
are so inextricably related to goodwill 
or to the transfer thereof that such 
assets should be treated as non
amortizable goodwill. To the con
trary, the Court ruled that when an 
intangible asset has a reasonably 
ascertainable value and a limited 
useful life, it can be amortized 
regardless of its relationship to 
goodwill. The Court emphasized, 
however, that the taxpayer's burden 

' 
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of proving value and a limited useful 
life is a heavy one. 15 

In general, a purchase price alloca
tion to a covenant not to compete will 
be upheld for tax purposes if the 
taxpayer can establish the following 
two elements: (1) The allocation 
satisfies the "economic reality'' stan
dard (sometimes referred to as the 
"independent economic significance" 
test), and (2) the parties considered 
the covenant to be a valuable part of 
the total consideration. 16 The test for 
deductibility under the ecopomic 
reality standard has been described 
as follows: 

To provide a basis for such 
deductions the covenant must 
have some independent basis in 
fact or some arguable relation
ship with business reality such 
that reasonable men, genuinely 
concerned with their economic 
future, might bargain for such 
an agreement.17 

The economic reality standard 
requires that the taxpayer establish, 
by objective evidence, that the seller 
was in a position to compete effec
tively with the purchaser, such that 
it was economically beneficial for the 
purchaser to have paid, and for the 
seller to have received, the consider
ation agreed upon for the covenant 
not to compete.18 The taxpayer's 
ability to make this showing will 
depend, in part, on the degree 
to which tax adversity is lacking 
between the parties.19 

The Implied Covenant 
Not To Compete
Genesis of the Argument 
In a typical IRS audit involving a 
purchase price allocation to a cov
enant not to compete (or other intan
gible asset), the IRS Agent will 
normally defer to an IRS Engineer 
for the Engineer's determination of 
the proper purchase price alloca-
tion. 20 The Engineer will analyze the 

case and then issue a report (i.e., the 
"Engineer's Report") that either 
accompanies or is incorporated into 
the Revenue Agent's Report ("RAR"). 
Since 1992, almost all of the 
Engineer's Reports or RARs regarding 
noncompetition agreements that were 
received by the authors of this article 
with respect to examinations of 
Michigan taxpayers have included 
the following argument: The written 
noncompetition agreement entered 
into by the parties has little or no 
value because the buyer is already 
protected by the covenant not to 
compete that is implied under 
Michigan common law.21 The Engi
neer Reports rely on the Michigan 
Supreme Court's 1931 decision in 
Colton v. Duvall.22 

In Colton v. Duvall, the owner of 
a local freight handling business in 
Monroe, Michigan sold his business, 
including his truck, goodwill and 
customer list. The seller made an 
oral promise to the buyer that he 
would not reenter the local freight 
handling market, but then he reen
tered the same business in Monroe. 
In attempting to reestablish himself 
in the local market, the seller con
tacted many of his former customers, 
who were included on the customer 
list sold to the buyer. The buyer 
sued. The Michigan Supreme Court 
held that the oral promise not to 
compete made by the seller to the 
buyer was unenforceable. N everthe
less, the Court held for the buyer, 
explaining: 

Defendant will not be permit
ted to derogate from his own 
assignment. He's not at liberty 
to destroy what he transferred 
or deprecate what he sold. 
There was an implied covenant 
on the sale of the good will of 
the business by defendant that 
he would not solicit the custom 
which was paid for and parted 
with. It was a fraud to sell that 
which he did not mean the 
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purchaser to have; to pocket 
the paid price and attempt to 
recapture the thing sold; or to 
solicit or attempt to decoy it 
away from plaintiff, or call it 
back to himself before plaintiff 
had time to attract it to himself 
and make it his own. Defen
dant cannot impair the value of 
what is sold or sell the business 
and its good will, take the price 
paid, and keep or retake the 
thing sold. These principles 
are elementary and have 
been repeatedly stated by the 
English and American courts. 23 

Based on Colton (and similar cases 
from other jurisdictions), the IRS 
position regarding implied covenants 
not to compete, as derived from 
several Engineer Reports and RA.Rs, 
appears to be that the seller of a 
Michigan business implicitly cov
enants that he will not reclaim or 
otherwise interfere with the goodwill 
sold to the buyer; thus, the only 
benefits secured by a buyer of a 
business who obtains a written cov
enant not to compete from the seller 
are: (1) that the seller may not seek 
to obtain the business of potential 
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new customers that were not previ
ously served by the seller; and, (2) 
that a written covenant is normally 
easier to enforce than the unwritten 
implied covenant contained within 
the purchase agreement. The Ser
vice then draws the conclusion that 
the amortizable value of the written 
covenant for tax purposes is equal to 
the value of the two benefits de
scribed, which the Service asserts is 
nominal. Consequently, the consid
eration assigned by the parties to the 
written covenant that exceeds the 
nominal amortizable value allocated 
by the Service to the covenant will 
typically be reclassified by the Ser
vice as payment for nonamortizable 
stock or goodwill. AB explained in 
Part Two of this article, the Service's 
argument has some superficial 
appeal, but on close scrutiny, is 
without merit. 

ROBERT L. COHEN is a senior tax 
consultant with Plante & Moran. LLP. 
Mr. Cohen specializes in corporate 
taxation, mergers and acquisitions and tax 
controversies. ROBERT A. BRYANT is a 
member of the tax staff at Plante & Moran, 
LLP. Mr. Bryant concentrates his practice 
in estate & gift and international taxation. 
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------------------------------ ENDNOTES 

1. The terms "covenant not to compete" and "noncompetition agreements" will be used interchangeably 
throughout this article. 

2. Tax Reform Act of 1986, Pub. L No. 99-514. 

3. 254 Mich. 346, 237 N.W. 48 (1931). 

4. Until tax rates changed in 1993, no more than a 3 percent tax rate differential generally existed between 
ordinary income and capital gains. 

5. Gregory v. Helvering, 293 U.S. 465, 469 (1935); Griffiths v. Commissioner, 308 U.S. 355, 356-57 (1939). 

6. Temp. Reg. §1.1060-1T(e)(4). 

7. Form 8594 is currently required only for "applicable asset acquisitions." Section 1 060(e) permits the IRS to 
require similar reporting for stock transactions, but regulations have not yet been issued that implement this 
requirement. 

8. Revenue Reconciliation Act of 1993, Pub. L No. 103-66. 

9. ld. at Section 13261 (g)(2). 

10. H. R. Cont. Rep. No.103-213, 103d Gong., 1stSess. 696 (1993). 

11. The basis reduction was generally equal to the greater of (1) 15 percent of the basis of the intangibles or (2) 
a 50 percent cost recovery adjustment (based on tables included in the settlement offer). K. Jones and J. 
Rood, Evaluating the Service's Settlementlnitiative for Intangible Assets, 80 J. Tax'n 196, 197(April1994). 

12. 1994 Daily Tax Reports G-4, Bureau of National Affairs, December 30, 1994. 

13. Treas. Reg.§1.167(a)-3; Patterson v. Commissioner, 810 F.2d 562 (6th Cir. 1987), 87-1 USTC ~ 9168; 
Newark Morning Ledger v. United States, 113 Sup. Ct. 1670 (1993), 93-1 USTC ~ 50,228; Treas. Reg. 45 
(1919). 

14. Newark Morning Ledger Co., 113 Sup. Ct. at 1688. 

15. ld. 

16. Kalamazoo Oil Co. v. Commissioner, 693 F.2d 618, 621 (6th Cir. 1982), 82-2 USTC ~ 9695; Peterson 
Machine Tool, Inc. v. Commissioner, 79 T.C. 72, 83-84 (1982), aff'd, 84-2 USTC ~ 9885 (10th Cir. 1984); 
Illinois Cereal Mills, Inc. v. Commissioner, 46 T.C.M. 1001, 1021 (1983), aff'd, 789 F.2d 1234 (7th Cir. 1986), 
cert. denied, 107 S.Ct. 600 (1986), acq., revised action on decision, 1991-019 (Nov. 15, 1991). 

17. Kalamazoo Oil Co., 693 F.2d at 621. 

18. O'Dell & Co. v. Commissioner, 61 T.C. 461, 468 (1974); Johnson v. Commissioner, 25 T.C.M. (CCH) 198, 
203, T.C.M. (P-H) ~ 66,031 (1966). Although no single fact is determinative, the courts have generally 
recognized the following factors as among the most significant in determining whether the seller could in fact 
compete with the purchaser: 1) Seller's age and health; 2) Financial capability to compete; 3) Whether the 
Seller possesses the technical expertise and know-how necessary to compete; 4) Whether Seller possesses 
(or can readily acquire) the machinery, equipment and tools necessary to pose a competitive threat; 5) 
Seller's business contacts with the purchaser's employees or other industry professionals; 6) Ability to attract, 
or lack of interest in attracting, former customers; 7) Seller's stated intention in competing; 8) Legal capacity 
to compete; 9) Business reputation within the industry or community; 1 0) Seller's intent to reside in the same 
geographic area as the business; 11) Specificity and reasonableness of the covenant's duration, geographic 
limitations and the form of competition prohibited; and 12) Estimated value of the business with and without 
Seller's competition in relation to the actual allocation to the covenant. 

19. Schulz v. Commissioner, 294 F.2d 52, 55 (9th Cir. 1961), 61-2 USTC ~ 9648. 

20. Several IRS agents have indicated to the authors that once the Agent enlists the services of the Engineer, 
the Agent is generally bound by the Engineer's findings. 

21. It appears from informal conversations with the IRS National Office that the IRS engineers throughout the 
country began pursuing the implied covenant not to compete argument following an internal training session 
at which the position was advanced by an engineer who had explored the issue in some depth. 

22. 254 Mich. at 346. Most states have cases similar to Colton. 

23. ld. at 349. 
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' Closely Held Corporation Ownership Changes -
The ESOP Advantage 
by Norman E. Greenfield and RobertA. Gross1 ture, and capital gain on the excess 

proceeds. A second tax will generally 
If you think you know about Em- result when the assets are liquidated 
ployee Stock Ownership Plans to the shareholders. On the pur-
(ESOPs) from newspaper accounts of chaser side, after-tax dollars will be 
collective bargaining agreements at utilized to effectuate the purchase or 
Northwest Airlines, United Airlines, to pay off the debt service acquired in 
Avis Corporation, and others, you're connection with the purchase. 
likely to overlook the tax planning 
advantages available to owners of ESOPS - What Are They? 
closely-held businesses through the If properly structured, an ESOP is an 
use of an ESOP as a transition own- IRS qualified plan within the rules of 

·· ership device. IRC § 401 et seq. and falls within all 
An ESOP is a form of tax-qualified of the provisions of the Employee 

employee pension benefit plan de- Retirement Income Security Act of 
signed to primarily invest in sponsor/ 197 42 ("ERISA'') as an employee 
employer securities. A close inspec- pension benefit plan. 3 Since each 
tion of the law governing ESOPs, plan participant has an allocated 
both labor law and tax law provi- account similar to a profit sharing or 
sions, discloses opportunities for the money purchase pension plan, ESOPs -use of the ESOP for the closely-held are considered "defined contribution 
company in the areas of employee plans"4• The other provisions of the 
incentives and ownership transition. IRS qualified plan rules apply so that 

Traditionally, ownership transition contributions to the ESOP by the 
of a closely held company will take employer/sponsor are tax deductible, 
one of several forms: and the benefit is not taxable to the 

employee when the contribution is 
1. A sale to internal management; made by the employer. In most cases, 
2. A combination sale and gift to the tax consequences are deferred to 

family members; the employee/participant until the 
3. A sale to outsiders; employee/participant receives a 
4. An asset sale; . distribution from the plan. The ESOP 
5. A stock sale; normally takes the form of a trust 
6. A tax-free merger; or arrangement where a trustee holds 
7. A combination of 2 or more of the plan assets for the benefit of the 

the above. plan participants. The plan trustee 
may be an independent party, such as 

Aside from the gift and tax free a bank, or the trustee may be an 
merger alternatives, each alternative officer of, or other individual associ-
mentioned above will have significant ated with, the employer/sponsor. 
tax consequences to the buyer and 
the seller. As a general rule, the Special ESOP Provisions 
stock sale will result in capital gain As mentioned earlier, ESOPs are 
recognition by the seller, and will be generally subject to the provisions of 
paid with after-tax dollars by the ERISA. Therefore the "prudent man" 
purchaser. An asset sale will result standard for investment of plan e .in taxation at the corporate level as assets5

, as well as the requirement 
ordinary income to the extent of that the plan be operated for the 

18 built-in gain and depreciation recap- exclusive benefit of employees6, apply. 
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However, ESOPs are afforded special 
considerations which do not apply to 
other tax qualified plans. ESOPs are 
deemed created specifically to acquire 
employer stock and therefore, provi
sions in ERISA and the Internal 
Revenue Code specifically permit the 
plan trustee to acquire large blocks of 
such securities.7 These special provi
sions are the basis for creating the 
opportunity to utilize the ESOP as a 
transition ownership device. 

Other special provisions which 
create a unique opportunity to utilize 
ESOPs for ownership transition are 
IRC § 404(a)(3)(A) and IRC § 
404(a)(9). These provisions permit 
the employer to deduct contributions 
to the ESOP within the normal 15% 
of covered compensation limit of 
profit sharing plans. 8 Perhaps even 
more important, however, is the fact 
that employer contributions used to 
repay interest on a loan used by the 
ESOP to acquire employer securities 
are fully deductible. 9 In addition, 
employer contributions used to repay 
loan principal on a stock acquisition 
loan are deductible up to 25% of the 
total compensation of participating 
employees. It is extremely important 
to note that these latter limits apply 
even if the employer is also contribut
ing to another tax qualified employee 
plan. Thus, there is great flexibility 
allowed to an ESOP to structure a 
stock ownership acquisition utilizing 
entirely tax deductible dollars. 

An additional benefit enumerated 
in the Code permits an employer tax 
deduction for dividends paid to the 
ESOP for stock acquired by the 
ESOP with proceeds of an ESOP 
qualified loan, if the dividend is used 
to make payments on the loan.10 This 
also allows additional flexibility in 
structuring the repayment of loans 
used to acquire the employer stock. 

Benefits to the Selling 
Shareholder 
The tax benefits discussed thus far 

have been the benefits attributable 
to the employer/sponsor of the ESOP 
permitting an acquisition of the 
selling shareholder's stock on a fully 
tax deductible basis. Even more 
striking, however, are the benefits 
available to the selling shareholder. 
As a general rule, to the extent the 
sale proceeds exceed the seller's basis 
in the stock being sold, the seller will 
recognize capital gain. Such tax will 
be paid in the year of sale, or if an 
installment method is elected under 
IRC § 453, the installment gain will 
be recognized proportionately in the 
year of receipt of the proceeds. 11 

IRC §1042 creates a special tax 
incentive to the selling shareholder, 
provided, however, that immediately 
after the sale, the ESOP owns at 
least 30% of either (a) each class of 
outstanding stock of the corporation 
(other than nonvoting, nonconvertible 
preferred stock), or (b) the total value 
of all of the outstanding stock of the 
corporation (other than nonvoting, 
nonconvertible preferred stock). 
Specifically, if the selling shareholder 
invests the sale proceeds in "qualified 
replacement securities" within the 
15-month period beginning three 
months before the sale date, and 
makes the appropriate election, the 
entire gain will be deferred until the 
date that the selling shareholder 
disposes of the qualified replacement 
securities. If the securities are never 
sold and remain in the selling 
shareholder's estate until death, the 
securities will receive a "stepped up" 
basis on the death of the selling 
shareholder,12 and the entire gain 
will escape income taxation. If the 
selling shareholder sells only a 
portion of the qualified replacement 
securities, then only that portion of 
the deferred gain attributable to the 
portion of replacement securities sold 
will be recognized and taxed to the 
selling shareholder. Since the selling 
shareholder may utilize the qualified 
replacement securities as a pledge for 
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t 
a loan, or if the qualified replacement and borrower benefit from the tax 
securities provide sufficient dividend concessions of IRC § 133. Therefore, 
income, it should be possible, in most the lender may have an incentive to 
cases, to completely avoid the gain on provide a lower than normal interest 
the sale of the closely held stock and rate for the security acquisition loan 
allow the stock to pass through the to an ESOP. 
selling shareholder's estate. 

A recent IRS private letter ruling13 How to Structure the 
has expanded on the tax planning Ownership Transition 
advantages of qualified roll-over If we use the assumption that there 
securities by allowing the selling is a single owner who intends to sell 

... the selling shareholder to contribute the quali- his ownership interest to a group of 

shareholder fied roll-over securities to a chari- managers of the company for $10 

completely 
table remainder trust (CRT) and million (10,000 shares at $1,000 per 
permit the contributed securities to share), the following steps would be 

avoids the be valued at fair market value, not utilized: 
payment of any the carry over basis of the original 
capital gains tax closely held securities. The use of the 1. The company must be valued by 
on the sale of CRT in this way will substantially an independent, outside ap-

the closely held leverage the tax deduction available praiser.15 

to the selling shareholder in the year 2. Assuming the company is ap-
stock, receives the replacement securities are con- praised at $10 million and there 
a substantial tributed to the CRT. Thus, the are 10,000 issued and outstand-
tax deduction in selling shareholder completely avoids ing shares, a small percentage of t the year of the the payment of any capital gains tax the stock would be sold to the 
contribution to on the sale of the closely held stock, managers in a normal stock sale 

the CRT, and receives a substantial tax deduction transaction (assume 100 shares 
in the year of the contribution to the are sold to each of two managers 

fulfills a CRT, and fulfills a personal chari- so that each manager owns 1% of 
personal table desire. the issued and outstanding 
charitable stock). 
desire. Tax Advantages to Lender 3. The company forms an ESOP 

A discussion of the tax benefits of an and negotiates with a qualified 
ESOP would not be complete without lender to finance the acquisition 
also mentioning the incentives avail~ of the remaining 98% of the 
able to qualified lenders to make issued and outstanding stock by 
loans to ESOPs. Qualified lenders, the ESOP. 
such as banks, insurance companies 4. The lender will insist on collat-
and regulated investment companies eral for the loan of either (i) the 
are permitted to exclude 50% of the stock acquired by the ESOP, (ii) 
interest income received on loans the assets of the company, (iii) 
which fall within the definition of a the roll-over securities to be 
securities acquisition loan. 14 This acquired by the selling share-
means a loan that is made directly to holder, or (iv) a combination of 
an ESOP, or a "mirror loan" made to all three. 
a sponsoring employer, who in turn 5. Upon receipt of the loan proceeds 
lends the proceeds to an ESOP for by the ESOP, there will be a 
stock acquisition purposes. There- simultaneous purchase of the 
fore, the yield on a loan to an ESOP remaining 98% of issued and 
is substantially increased if the outstanding shares held by the e lender does not make an interest rate selling shareholder. 
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the ESOP, the shareholder will 
roll-over the sale proceeds into 
qualified replacement securities. 

Negative Aspects 
Although the substantial tax advan
tages described above far outweigh 
any of the negative implications of an 
ESOP, the negative aspects should 
not be ignored. Some of the negative 
aspects are the following: 

1. Any transaction involving em
ployer stock, including stock 
purchased by the ESOP, must be 
based upon a valuation that is 
arrived at by an independent 
appraiser.16 This requirement is 
both an advantage and a disad
vantage since there is an expense 
involved in arriving at an inde
pendent valuation and the 
independent valuation may 
result in a stock value more or 
less than the value at which the 
selling shareholder desires to sell 
his stock. On the positive side, 
closely held entities are difficult 
to value, and it is often desirable 
to have an independent valua
tion so that there is no dispute 
concerning the appropriate sale 
price to an independent third 
party or to a company manager. 

2. By the nature of the transaction, 
as in the example described 
above, the managers do not 
become 100% shareholders of the 
corporation. They own outright 
a very small percentage of the 
stock, and as trustees of the 
ESOP, the managers control the 
balance of the stock. However, a 
provision added to the bylaws of 
the sponsor could require that 
upon termination of an em
ployee/participant of the ESOP, 
the stock allocated to the 
participant's account in the 
ESOP would be purchased by the 
ESOP. This provisionwould 
essentially restrict ownership of 
"substantially all" outstanding 

employer securities to the em
ployees, and would allow the 
ESOP to distribute all benefits in 
cash. A provision of this type 
would therefore circumvent the 
requirements imposed by Code 
§ 409(h), which mandates that 
each participant have the right 
to demand that his benefits be 
distributed in shares of employer 
stock. The participant then 
leaves with cash, and the stock is 
reallocated to the ESOP accounts 
of remaining participants. This 
preserves control of the stock by 
the managers. Another provision 
ofthe Code, however, requires 
that if there is to be a dissolution 
or merger of the company, that 
the voting rights on such trans
action will flow through to the 
participants to whom the stock 
has been allocatedP 

3. The annual additions limitations 
ofiRC § 415 are altered in sev
eral ways with respect to an 
ESOP. There do exist certain 
benefits to these alterations, 
namely, the normal§ 415 
$30,000 limitation on annual 
additions to participant accounts 
may be exceeded when employer 
contributions are used to pay 
interest on a stock acquisition 
loan, 18 and stock allocations 
resulting from forfeitures by 
terminating participants who 
have not been fully vested in 
their allocations may cause the 
§ 415limitation to be exceeded.19 

However, the negative implica
tions resulting from the afore
mentioned alterations are 
considerable. Specifically, no 
more than one-third of employer 
contributions (with the exception 
stated above) may be allocated to 
the group of employees who are 
considered highly compensated 
employees.20 Additionally, any 
person who has taken advantage 
of the IRC § 1042 roll-over and 
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t 
members of his family (except thereby form the basis for creating 
lineal descendants who in the the opportunity to utilize the ESOP 
aggregate did not own more than as a transition ownership device. In 
5% of employer stock) may not addition, such provisions permit the 
receive an allocation of the employer to deduct contributions to 
employer securities purchased by the ESOP within the normal limits 
the ESOP.21 This rule would imposed by IRC § 404(a)(3)(A)(i). 
therefore apply when the selling Moreover, the deductibility of certain 
shareholder does not sell his employer contributions used to repay 
entire interest in the company loan principal on stock acquisition 
but has sold at least a 30% loans provides flexibility, and affords 
interest to make the selling the ESOP the opportunity to struc-
shareholder eligible for the IRC ture a stock ownership acquisition 

The vast § 1042 roll-over provision but using tax deductible dollars. 

opportunities remain as a shareholder of the The discussion of the advantages of 

for the use of company. creating the ESOP do not end there, 
however, as the benefits afforded to 

the ESOP for Termination of ESOP both a selling shareholder and lender 
the closely- As with any IRC tax qualified retire- are readily apparent. Specifically, 
held company ment plan, the ESOP may be termi- IRC § 1042 creates a special tax 
in the areas of nated at a future date. Therefore, if incentive to the selling shareholder, 

employee the managers of the company desire namely, ifthe selling shareholder 

incentives and to own 100% of the issued and out- invests the sale proceeds in qualified 
standing stock of the company at a replacement securities (and adheres 

ownership future date, they may acquire the to certain statutory requirements), 
transition are stock held by the ESOP at the then the entire gain will be deferred until 
bountiful, and fair market value upon termination the date that the selling shareholder 
simply should of the ESOP. Although the price of disposes of such securities. Further-

not be ignored. the stock may then have substan- more, the fact that qualified lenders 
tially increased since the original are permitted to exclude 50% of the 
ESOP transaction, the managers may interest income received on loans 
also be in a better position to finance made to an ESOP, allows both the 
the acquisition at the later date. lender and borrower to benefit from 
This would not affect the tax advan- the tax concessions enunciated in 
tages achieved by the selling share- IRC § 133, and provides an incentive 
holder. for the lender to provide a lower than 

normal interest rate on the loan. 
Conclusion Although there do exist certain 
As an employee pension benefit plan, negative aspects associated with the 
the ESOP falls within the provisions ESOP, there remain a plethora of 
enumerated in ERISA. As evidenced beneficial tax advantages afforded to 
by the analysis presented above, the employer/sponsor, selling share-
however, the special provisions holder, and lender, which make the 
afforded to ESOPs under ERISA and ESOP an extremely attractive and 
the Internal Revenue Code distin- useful tool. The vast opportunities 
guish the ESOP from the normal for the use of the ESOP for the 
profit sharing or money purchase closely-held company in the areas of 
pension plan. Such provisions, employee incentives and ownership 
among other things, specifically transition are bountiful, and simply 
permit the plan trustee to acquire should not be ignored. -large blocks of employer stock, and 
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Recent 
Cases 

MICHIGAN TAX TRffiUNAL 
PRACTICE AND PROCEDURE -
NO ERROR IN DENYING 
PLAINTIFF'S REQUEST TO 
EXANUNESIXSUBPOENAED 
WITNESSES 

Feaheny v Dep't of Treasury, unpub
lished opinion per curiam of the 
Michigan Court of Appeals; Docket 
No. 156184 (8/22/95) 

The Department of Treasury ad
justed petitioners' 1978 Michigan 
income tax liability premised upon 
information relating to advisory fees 
and a resource coal program con
tained in an Internal Revenue Ser
vice document, Form 4549-A. In the 
Michigan Tax Tribunal, Petitioners 
demonstrated that one of the federal 
adjustments did not affect their 
computation of taxable income for 
1978, but failed to provide any expla
nation as to how another adjustment 
was unrelated to Michigan taxable 
income. The Court of Appeals re
jected petitioners' claims that the Tax 
Tribunal's findings were unsupported 
by competent, material and substan
tial evidence on the entire record, 
and affirmed the Tribunal's determi
nation that the assessment as ad
justed was correct. The Court 
additionally ruled that the Tax 
Tribunal's refusal to permit them to 
examine six subpoenaed witnesses at 
hearing did not violate their due 
process rights. Although petitioners 
had attempted to subpoena the 
witnesses - all employees of the 
Department, but not parties to the 
action- by serving their attorney, 
this service could not have been made 
under MCR 2.506(G)(3). 

USE TAX- 1% INDUSTRIAL 
PROCESSING EXEMPTION 
UPHELD 

Professional Guidance Systems v 
Dep't of Treasury, unpublished opin-

Michigan Tax Lawyer-4th Quarter 1995 

ion per curiam of the Michigan Court 
of Appeals; Docket No. 152883 (8/29/ 
95) 

The Michigan Tax Tribunal granted 
the taxpayer a 1% exemption for 
industrial processing. On appeal, the 
taxpayer contended that its computer 
equipment, which was used for both 
processing and nonprocessing activi
ties, was entitled to a full use tax 
industrial processing exemption, 
relying on Michigan Allied Dairy 
Ass'n v State Board of Tax Adminis
tration, 302 Mich 643; 5 NW2d 516 
(1942). The Court of Appeals inter
preted Michigan Allied Dairy to 
mean that, where an item of tangible 
personal property is used for a sub
stantial period of time in industrial 
processing, the fact that some addi
tional use is made of the property in 
an activity that does not qualify as 
industrial processing will not work to 
remove the exemption. On the facts 
of this case, where the taxpayer's 
computer equipment was employed 
in industrial processing only 1% of 
the time, and where the non-exempt 
use of the equipment was "not simply 
an additional, related use undertaken 
for convenience" like the use evident 
in Michigan Allied Dairy, the Court 
refused to allow a 100% exemption. 

INDUSTRIAL FACILITIES 
EXEMPTION- EQUITABLE 
RELIEF FOR STC'S FAILURE 
TO TIMELY ACT 

General Motors Corp v State Tax 
Commission, unpublished opinion 
per ~uriam of the Michigan Court 
of Appeals; Docket Nos. 155323 and 
155324 (9/22/95) 

In these consolidated cases, the trial 
court denied General Motors' request 
for mandamus and equitable relief 
premised upon its claim that the 
State Tax Commission and Grand 
Blanc Charter Township failed to act 

' 
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on its IFT application within the and brought suit to collect the assess-
statutory period. The trial court ments. The trial court granted 
dismissed one action on grounds that summary disposition to the Depart-
the Michigan Tax Tribunal, not the ment, and the taxpayer appealed, 
circuit court, had jurisdiction to claiming that the Department was 

f entertain the appeal; as concerns the precluded from proceeding with its I other matter, GM had contended that collection action by virtue of the four-I 
because the STC and the Township year limitations period specified in 
failed to timely act on its IFT certifi- the Revenue Act. The Court of 
cate, it thereby was deprived of the Appeals upheld the trial court's 
benefits of one year of its tax abate- determination but adopted a different 
ment. The trial court granted Gen- decisional theory on appeal, stating 
eral Motors equitable relief even that neither the trial court nor the 
though GM did not avail itself of an Court of Appeals may review the 
adequate remedy at law available statute of limitations question pre-
to it. sented by the taxpayer because the 

On appeal, the Court of Appeals taxpayer had failed to challenge the 
upheld the lower court's jurisdic- assessments within the period pre-
tional ruling, but further ruled that scribed by law. For the same reason, 
the circuit court did not apply the the Court declined to consider the 
correct standard of review with taxpayer's assertion that the trial 
respect to the STC's order. According court erred in not considering his 
to the Court, "an agency's order is to claim that he had made payments 

I, be set aside only if substantial rights under the amnesty program because 
of the petitioner have been prejudiced "[c]onsideration of the amnesty filing 
because of certain conditions." While would require the trial court to 
the Court agreed with the trial determine the propriety of the assess-
court's determination that the STC ment and the amount of the assess-
had engaged in an unlawful proce- ment, which would constitute a 
dure, it remanded the case to the collateral attack on the assessment." 

I 
trial court for a determination of 
whether GM suffered substantial 

I pr~judice, with an indication that if PROPERTY TAX- EXEMPTION 
I 

no substantial prejudice existed, the FOR PROPERTY OWNED BY A .), 

I 
case must be dismissed. CHARITABLE INSTITUTION 

I 
NO COLLATERAL ATTACK Alpena Sportsman's Cl"{lb v Twp of 
ON AMOUNT OF UNPAID Wilson, MTT Docket No. 207020 

I 
AND UNAPPEALED TAX (8/3/95) 
ASSESSMENTS 

This case addressed the issue of 
!!) Department of Treasury v Joseph G. whether a sportsman's club which 
I Russell, unpublished opinion per maintained a clubhouse with an 

curiam of the Michigan Court of indoor shooting range and outdoor 
Appeals; Docket No. 163477 (9/15/95) rifle, pistol, shotgun and archery 

ranges was exempt from property 
The Department of Treasury issued taxation. Petitioner claimed exemp-
eleven tax assessments to the tax- tion pursuant to MCL 211.70 because 

') I I, 
payer which he failed to pay or to it was actively involved in functions 

I appeal within the period provided for that are charitable in nature and 
,~ 

under MCL 205.22; MSA 7.657(22) designed and intended to benefit the 
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community as a whole. In making its PROPERTY TAX- VALUATION 
determination, the Tribunal focused OF NURSING CARE FACILITY 
upon the definition of "charity'' as set 

l forth in Michigan United Conserva- Bortz Healthcare of Ypsilanti, Inc v 
tion Clubs v Lansing Twp, 423 Mich City of Ypsilanti, MTT Docket No. 
661; 378 NW2d 737 (1985). There, 161459 (7124195) 
the Supreme Court found that "char-
ity ... is a gift to be applied consis- This case involved the proper valua-
tently with existing laws, for the tion of a nursing care facility which, 
benefit of an indefinite number of as stated by the Tribunal, comprised 
persons .... " Ultimately, the Tribu- four components: the real property 

~ i nal found that the activities of the physical improvements, personal 
,II Alpena Sportsman's Club were property, the certificate of need and 

substantially similar to those in the business enterprise. Petitioner 
Moorland Twp v Ravenna Conserva- contended that the valuation of the 
tion Club, 183 Mich App 451; 455 facility for assessment purposes must 

I NW2d 331 (1990), and thus upheld exclude all components except the 

I 
the organization's claim of exemption real property improvements. Be-
under MCL 211.70. cause the values of the certificate of 

l need and the business enterprise 
PROPERTY TAX-VALUATION were not capable of being extracted ,, 
OF SUBSIDIZED HOUSING from sales data, Petitioner contended i 

I that the only approach capable of 
Forest Hills Housing Cooperative v assuring that only the real property 

' I' City of Ann Arbor, MTT Docket No. was being valued was the cost ap-
57239 (8 I 15 I 95); Pine Grove Terrace, proach. The Tribunal agreed that 
et al v City of Allegan, et al, MTT value attributable to the certificate of 
Docket Nos. 89776, 89758, 89779, need and the going concern value of 
89780, 89781 and 89786 (8111195), the business enterprise were not 
and Birchwood Garden Apartments v separately taxable. However, the 
City of Lowell, MTT Docket No. Tribunal further recognized that the 
89941 (9115195) certificate of need and going concern 

values would be intangible or incor-
In each of the above-cited cases, poreal items which, while not taxable 

the issue for consideration was the in and of themselves, could influence 
proper valuation of federally-subsi- the value of the property and thus 
dized housing projects. In each case, may be reflected in the valuation 
the Tribunal recognized that the process. Ultimately, the Tribunal 
valuation issues must be considered agreed that the cost approach to 
in light of Meadowlanes Ltd Dividend valuation was the only suitable 
Housing Assn v City of Holland, 437 technique available that would 
Mich 4 73 (1991). The Tribunal assure that intangible, nontaxable 
consistently recognized the Supreme elements were properly excluded. 
Court's mandate in Meadow lanes 
that both the positive and negative PROPERTY TAX- EXEMPTION 
aspects of the regulatory agreement, FOR RESEARCH AND 
interest subsidies and other factors DEVELOPMENTENTERPIDSE 
relating to subsidized housing be 
considered in the valuation process. National Center for Manufacturing 

Sciences, Inc, et al v City of Ann 
Arbor, MTT Docket Nos. 119149 and 

26 
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National Center for Manufacturing 
Sciences, Inc. (NCMS) is a nonprofit, 
501(c)(3) organization which man
ages seven distinct research groups. 
NCMS claimed entitlement to ex
emption from property tax with 
regard to certain leased property. 
Under the relevant leases and sub
leases, NCMS was legally obligated 
to pay a separately-stated pro rata 
share of the property taxes owed on 
the subject property. 

NCMS' exemption claim was 
grounded in MCL 125.2074(6), which 
states that property owned and used 
or occupied by a nonprofit research 
and development enterprise that 
receives or has received financial aid 
in the amount of $1 million or more 
is exempt from ad valorem real and 
personal property taxes imposed 
under the General Property Tax Act. 
The dispute in this case centered 
upon whether Petitioner must own 
the real property in order to qualify 
for the exemption; whether the 
activities performed on the subject 
property by Petitioner qualified as 
research and development; and 
whether Petitioner must otherwise 
relieve the burden of government in 
order to qualify for the exemption. 
The Tribunal first found that prop
erty leased by a research and devel
opment enterprise may still qualify 
for the property tax exemption. The 
Tribunal also found that, although 
Petitioner did not directly conduct 
research on the site, NCMS nonethe
less satisfied the requirement that 
the subject property be used solely 
for research and development pur
poses. As to the final issue, the 
Tribunal concluded that Petitioner is 
only required to apply the developed 
technology to ''business and indus
try'' in order to qualify for the prop
erty tax exemption and thus need 
not demonstrate that its activities 
relieve the burden of government. 

PROPERTY TAX- EXEMPTION 
FOR MUNICIPALLY-OWNED 
GOLF COURSE 

City of Kalamazoo v Twp of Richland, 
MTT Docket No. 169168 (9/13/95) 

This case involved the tax status of a 
municipally-owned golf course. Until 
1986, the golf course was managed 
privately. In 1986, Petitioner con
tracted with Kalamazoo Municipal 
Golf Association (KMGA) to manage 
the golf course. Respondent con
tended that KMGA should be taxed 
as a lessee-user under MCL 211.181. 
That section essentially provides that 
when real property which is exempt 
from property taxation is leased to a 
private association in connection with 
a for-profit business, the lessee is 
subject to taxation as though it was 
the owner of the real property. The 
lessee-use tax enactment provides an 
exception with respect to property 
used as a "concession" which is 
available to the general public. 
Although the Tribunal found that 
KMGA was a private association 
conducting a for-profit business, it 
nonetheless determined that KMGA 
qualified as a concessionaire of the 
property and was qualified for 
exemption from taxation as a 
lessee-user. 

PATRICK R. VAN TIFLIN, MICHELE L. 
HALLORAN and KIM D. CROOKS, 
members of the law firm of Howard & 
Howard Attorneys, P.C. in Lansing, 
prepared the state tax case summaries 
in this issue. 
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Buying and Selling a Business in Michigan 
Editors: Charles W. Borgsdorf, 
John J. Collins, Jr. and Michael A lndenbaum 
The Institute of Continuing Legal Education 
1 020 Greene Street 
Ann Arbor, Ml 48109-1444 
Phone: (313) 764-0533 
Fax: (313) 763-2412 
Price: $125 

The transactional attorney as well as 
the general practitioner now have a 
comprehensive yet easy guide to 
handling the purchase or sale of a 
Michigan business. Chapter One, 
Overview and Preliminary Consider
ations, contributed by Charles W. 
Borgsdorf, outlines the basic types of 
transactions (i.e. asset sale, stock 
sale, merger, etc.) and the underlying 
reason, business as well as tax, for 
choosing one type of transaction over 
another. Chapter Two, Tax Consid
erations, contributed by John J. 
Collins and Michael A. Indenbaum . ' goes mto some detail as to the tax 
consequences of purchasing or selling 
a C corporation, an S corporation or a 
partnership/limited liability com
pany. Miscellaneous issues discussed 
in this chapter include tax-year 
considerations, amortization of 
intangibles, installment sales and 
employment or consulting agree
ments. 

Chapter Three, Considerations in 
Drafting Asset and Stock Purchase 
Agreements, contributed by Thomas 
G. Appleman, provide model provi
sions for an asset purchase agree
ment and a stock purchase agree
ment which also include annotations 
explaining the differing affects of the 
provisions on the seller and the 
buyer. The text of the asset purchase 
agreement and the stock purchase 
agreement are included on an accom
panying disk, which also contains 
other forms cited throughout this 
work. Chapter 4, Merger Agree
ments, contributed by Thomas G. 
Appleman and Charles W. Borgsdorf, 

provides a short synopsis of the 
requirement for a merger under the 
Michigan Business Corporation Act 
which address the following issues: ' 
(1) shareholder and board approval· 
(2) filing with the Corporation and ' 
Securities Bureau; and (3) parent/ 
subsidiary merger issues. This 
chapter also include a sample Agree
ment and Plan of Merger and well as 
model corporate resolutions. 

Chapter Five, Due Diligence and 
Pre-Closing Matters, contributed by 
Mary I. Hiniker, covers the different 
areas of a business proposed to be 
purchased which need to be investi
gated prior to signing a purchase 
agreement or prior to the ultimate 
closing. The due diligence topics 
covered in this chapter include (1) 
examination of basic organizational 
documents; (2) evaluation of current 
financial conditions; (3) MESC taxes 
and disclosure statements; ( 4) title to 
and condition of assets; (5) environ
mental matters; (6) employees and 
employment and employee benefit 
plans. Chapter Six, Closing and 
Post-Closing Matters, contributed by 
Jeffrey A. Levine, covers in great 
detail the sundry of closing items and 
issues which need to be addressed in 
order to properly represent your 
client in purchasing or selling its 
business. Among the topics covered 
in this chapter are (1) closing check
list for an asset purchase agreement 
as well as for a stock purchase agree
ment; (2) legal opinion letters; (3) 
board and shareholder approvals· (4) 
required filings and certificates; C5) 
UCC bulk sales provisions; (6) post
closing adjustments; (7) resolving 
business disputes; (8) transfer of 
possession; and (9) escrow agree
ments. 

Chapter Seven, Deal-Killers: 
Environmental Matters, contributed 
by William J. Stapleton, discusses 
the seller's duty to disclose and the 
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buyer's duty to investigate under the 
Michigan Environmental Response 
Act as well as common law and other 
statutes imposing environmental 
liability. Chapter Eight, Deal-Kill
ers: Employee Benefit and Retire
ment Plans, contributed by Janet G. 
Witkowski, covers an often neglected 
area in purchasing or selling a busi
ness. Among the more important 
issues discussed in this chapter are 
(1) treatment of employee benefits 
in the context of an asset sale; 
(2) employee benefit liabilities that 
may affect the value of the business; 
(3) COBRA liability; and (4) reporting 
and disclosure violations. This 
chapter also contains an employee 
benefits due diligence checklist as 
well as sample ERISA provisions. 

Chapter Nine, Special Consider
ations When Buying the Assets of 
Financially Distressed Businesses, 
contributed by Jonathan S. Green, 
Carol A Jizmejian and Donald J. 
Hutchinson, discusses and analyses 
the legal theories that have been 
used to hold the purchaser of assets 
from a financially troubled business 
liable for the claims of the seller's 
known and unknown creditors and 
how the purchaser can avoid or 
mitigate the risks faced in such a 
situation. It should be noted that 
this chapter encompasses only the 
purchase of personal property from 
a distressed business and does not 
address the risk associated with 
the purchase of real property. This 
chapter addresses the inter-play 
of the Bulk Transfer Act, the 
Fraudulent Conveyance Act as well 
as Bankruptcy Codes in purchasing 
the assets of a financially distressed 
business. 

CYRUS R. KASHEF is an associate in the 
Farmington Hills firm of Couzens. Lansky, 
Fealk, Ellis, Roeder & Lazar, P.C, where 
he specializes in state and local tax law. 
tax litigation. and business mergers and 
acquisitions. He is a member of the State 
Bar of Michigan. Mr. Kashef received his 
J.D. degree from the University of Detroit 
and his LL.M. in taxation from Boston 
University. 
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Practitioners Eagerly Await the 
Check-The-Box Proposal 

William E. Sider 

By the time this issue of the Michi
gan Tax Lawyer reaches the street, 
hopefully the IRS will have finalized 
the check-the-box classification 
system. In late October, the Deputy 
Assistant Chief Counsel for Pass
Throughs and Special Industries 
commented optimistically that the 
regulation would be published by 
the end of the year. Once in place, 
the check-the-box system will have 
significant implications to all lawyers 
who counsel clients regarding the 
appropriate entity in which to 
conduct business. 

By way of background, in Notice 
1995-14 I.R.B. 7, the IRS announced 
that it and the Treasury were consid
ering simplifying the classification 
regulations to allow taxpayers to 
treat unincorporated business organi
zations as partnerships or as associa
tions, on an elected basis. Presently, 
as most practitioners are aware, the 
tax status of a domestic unincorpo
rated organization is subject to a four 
factor test contained in the Treasury 
Regulations, which measures 
whether an organization possesses 
more corporate characteristics than it 
lacks. These factors include limited 
liability, centralized management, 
continuity of life and free transfer
ability of interests. 

Over the past year, the four factor 
test has been the subject of consider
able scrutiny due to the popularity of 
limited liability companies (LLCs). 
Several Revenue Rulings have been 
issued classifying LLCs as partner
ships or corporations, for tax pur
poses, based on an analysis of the 
presence or absence of the four fac
tors. As a result of this increased 
activity, both the IRS and practitio
ners have recognized that wrestling 

with the four factor test involves a 
considerable amount of time and 
substantial use of resources. More
over, well advised clients can usually 
find ways to favorably apply the four 
factors, thus rendering the current 
Regulation standards effectively 
elective, but only to the properly 
advised. To place all taxpayers on a 
level playing field, and in a refreshing 
effort on the part of the IRS to actu
ally simplify the administration of tax 
laws, the check-the-box classification 
system has been proposed. 

How will the new check-the-box 
system work? As of this writing, the 
IRS is still grappling with a number 
of issues, including: 

• The appropriate time and method 
for taxpayers to elect corporation, 
partnership, or association status 
for tax purposes; 

• The logistics of the requirement 
that taxpayers demonstrate 
unanimous consent for the classi
fication election; 

• Putting restrictions on the ability 
of taxpayers to change their 
elections under certain circum
stances; 

• Providing transitional relief; and 
• Appropriate treatment for foreign 

companies. 

Perhaps the most vexing of these 
several issues is the application of the 
new classification system to foreign 
companies. Of particular concern are 
so-called hybrid entities; those organi
zations which may be taxed as corpo
rations in their country of creation, 
and separately taxed as partnerships 
for U.S. tax purposes. Unlike the per
se rule in the domestic context, which 
treats all organizations properly 
incorporated as corporations for tax 
purposes, no similar rule applies to 
organizations incorporated under 
foreign statutes. 
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In the foreign context there is also 
concern over the appropriate default 
rule. The new system must address 
the issue of a taxpayer's failure to 
check any box. In the domestic 
context, according to Notice 95-14, 
the failure of an unincorporated 
organization to select entity status 
will automatically result in partner
ship, or flow through tax treatment. 
The default rule established for 
foreign entities is corporate tax 
treatment. At recent public hearings 
on the new system, and in various 
commentaries, practitioners in the 
foreign area have strongly argued 
against this default rule. One alter
native proposed is to use as the 
default classification, the familiar, 
if not marred, four factor test. 

On the domestic front, separate 
from the mechanical and logistical 
issues described above, of equal 
concern is the relationship the new 
classification system will have with 
applicable state law. For example, 
a practitioner forming an unincorpo
rated business in Michigan may 
chose to possess all four corporate 
traits of limited liability, centralized 
management, free transferability and 

continuity of life, but still desire flow 
through tax treatment. Could a 
Michigan LLC be structured to meet 
these goals? 

Not presently, since the bullet 
proof nature of the Michigan Act 
statutorily requires that LLCs lack 
at least two of the four corporate 
factors. Generally, most LLCs in 
Michigan will lack both free transfer
ability and continuity of life. Thus, 
for example, even after check-the
box is instituted, the death of a 
member will still cause a dissolution, 
requiring a majority in interest of 
remaining members to reconstitute 
the entity. In contrast, LLC statutes 
generally referred to as flexible, such 
as the Delaware Act, would permit 
all four of the desired features to be 
included in an operating agreement. 

At its best, the check-the-box 
system will help business lawyers 
choose among the available array 
of entities without unnecessary or 
undue focus on the tax classification 
of such concerns. This welcome 
change will free up considerable time 
and resources which may then be 
devoted to the many other material 
aspects of creating new ventures. 
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