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TAXATION SECTION 

STATE BAR OF MICHIGAN 

May 13, 1999 

Dear Taxation Section Members: 

As I write this letter, a number of exciting things are happening within the Taxation 
Section. The framework for the 12th annual Summer Tax Conference is now firmly in place, 
and we once again anticipate a strong attendance. As oflast week, a total of34 practitioners 
have registered for the conference, which is ahead of our pace for last year. In addition, 
plans have been developed for the 2000 Summer Tax Conference which will take place at 
Shanty Creek Resort in Bellaire, Michigan. It was the sense of the Council that a change of 
venue would be good for regular attendees and may inspire other practitioners to attend. 

The Taxation Section has also been diligently working on developing a presence on 
the home page of the Institute for Continuing Legal Education. When completed, the web 
site will have complete listings of each member of every committee of the Taxation Section, 
the Section Bylaws, and information on upcoming committee meetings. In addition, the 
Section is working on placing the Michigan Tax Lawyer and the Taxation Section Directory 
on the web. Finally, we are taking an active roll in developing a listserv through which all 
members of the Taxation Section can communicate. 

Finally, I hope that you will each make an effort to attend the annual meeting of the 
State Bar of Michigan in September. This year's meeting will be held in Grand Rapids, and 
I hope that you will join us there. 

As always, ifthere is anything that either I or any other member of the Taxation Section 
Council can do to improve the quality of our service to you, please do not hesitate to let us 
know. 

Very truly yours, 

Robert R. Stead, Chairperson 
State Bar of Michigan Taxation Section 
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Reports 
from the 

Michigan Tax Lawyer-2nd Quarter 1999 Committees 
(I 

Report of the Business series of presentations focusing on 

Entities Committee 
recent Internal Revenue Service 
guidance. Warren Widmeyer dis-

Thomas B. Spillane, Jr., Chairperson cussed recently published Section 
Dykema Gossett PLLC 401(k) Safe Harbour Regulations. 
1577 North Woodward Avenue, Ste. 300 William Sigler addressed recent 
Bloomfield Hills, Michigan 48304-2820 Employee Stock Ownership Plan 
(248) 540-0754 Regulations and guidance. Finally, 

Pam Rollins, Communications and 
1. Future Meetings. Education Consultant with Watson 
The next meeting of the Business Wyatt Worldwide, provided com-
Entities Committee will be a joint ments concerning the use of elec-
meeting with the Federal Tax Aspects tronic media in the administration 
of Real Estate Section of the Real of qualified retirement plans. 
Property Committee in June or July. 
The meeting will be held in the offices 2. Future Meetings. 
of Dykema Gossett, 1577 N. Wood- I have been discussing with Joan 
ward, Bloomfield Hills. The meeting Sweeney, Chief of EP/EO Division 
will feature a presentation by Tony Northeast Region, Internal Revenue 
Tiardi on cross-entity mergers and a Service, our fall liaison meeting. 
general discussion on recent develop- That meeting is scheduled in conjunc-
ments involving limited liability tion with the annual meeting of the 
companies and corporate and part- State Bar of Michigan on September 
nership taxation. A meeting notice 15, 1999. Typically, Joan Sweeney or 
will be sent out to members of the representatives of her office are in 
Business Entities Committee. As attendance. This year, due to the 
always, I am looking for additional reorganization of the Internal Rev-
suggestions for topics to be covered enue Service, restructuring of EP/EO, 
at any future meetings. and the movement of Michigan out of 

the Northeast Region, there is some 
uncertainty as to whether represen-

Report of the Employee tatives of her office will be in atten-

Benefits Committee dance or representatives of a new 
regional/key district office (presum-

Charles Lax, Chairperson ably, located in Chicago). 
Maddin, Hauser, Wartell, Roth, 

3. Northeast Key District Em-Heller & Pesses 
28400 Northwestern Highway ployee Benefits Conference. 
P.O. Box215 I attended the Third Annual North-
Southfield, Michigan 48037-0215 east Key District Employee Benefits 
(248) 827-1877 Conference on May 20 and May 21, 

1. Recent Activities. 
1999, in Iselin, New Jersey as the 
representative of the State Bar of 

The last meeting of the Employee Michigan Section ofTaxation Em-
Benefits Committee took place on ployee Benefits Committee. The 
March 16, 1999 at the law offices of program featured speakers from the 
Honigman, Miller, Schwartz & Cohn. National Office and the Northeast 
Approximately 40 members were in Regional Offices of the Internal 
attendance. The meeting included a Revenue Service. 

0 
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Report of Estates 
and Trusts Committee 
Michael 0. Love, Chairperson 
National City Bank of Michigan/Illinois 
1 001 South Worth Street 
Birmingham, Ml 48009 
{248) 901-3979 

1. Recent Activities. 
A meeting of the committee was held 
on May 12, 1999, at which Mr. Robin 
Ferri by one of the principal drafters 
of the Estates and Protected Individ
uals Code ("EPIC"), made a presen
tation on Tax Aspects of EPIC. He 
discussed several items of interest to 
tax practitioners and estate planners 
under the law which will take effect 
next year, including: Reduce to ~ero 
rules of construction, tax apportiOn
ment, tax powers of trustees a~d 
personal representatives, chantabl~ 
forms of gift and distributions, quali
fied family owned business interest 
deduction matters, Rev. Rul. 64-19 
considerations pertaining to transfers 
to a surviving spouse, and other 
subjects under EPIC. 

2. Future Meetings. 
All members of the committee are 
encouraged to attend the Taxation. 
Section's Summer Tax Conference m 
July. Another meeting of the commit
tee is planed for September 15, 1999. 
This meeting will take place in Grand 
Rapids, in conjunction with t~e State 
Bar of Michigan Annual Meetmg. 

Michigan Tax Lawyer-2nd Quarter 1999 

Report of the 
International Tax 
Law Committee 
Alice M. Naski, Co-Chairperson 
Deliotte & Touche 
600 Renaissance 
Detroit, Michigan 48243 
{313) 396-3446 

Sherrill D. Wolford, Co-Chairperson 
Dykema Gossett 
400 Renaissance Center 
Detroit, Michigan 48243 
{313) 568-6849 

1. Recent Activities. 
A meeting of the International Tax 
Committee was held at the Detroit 
law offices of Dykema Gossett on 
May 18, 1999. The featured speak~rs 
were: (i) Alice N aski on recent foreign 
tax credit cases and credit ability of 
foreign taxes; (ii) JoAnne Chavez, 
Senior Manager, KPMG Peat 
Marwick LLP on the ACM case and ' . the use of tax shelters and legislative 
update· and (iii) Sherrill D. Wolford, 
Dykem~ Gossett PLLC; on the DHL 
case and transfer pricing update. The 
meeting concluded with a roundtable 
discussion of recent international tax 
developments. 

Also the International Tax Com
mittee 'hosted a joint meeting with the 
State and Local Tax Committee of the 
State Bar on June 14, 1999 at the 
Novi Expo Center in Novi, Michigan. 
Our special speakers were B.D. 
Copping, Commissioner of Revenue 
for the State of Michigan, and June 
Summers-Haas, Director, Michigan 
Department ofTreasury, Legal and 
Hearings Division. Mr. Copping and 
Ms. Summers-Haas addressed cur
rent Michigan tax developments, 
in particular as relating to foreign 
corporations. Topics of discussi~n 
included: Michigan's single busmess 
tax nexus standard as applied to 
foreign corporations (e.g., RAB 
1998-1 amendments to the Single 
Busin~ss Tax Act, and recently issued 
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Michigan Tax Lawyer-2nd Quarter 1999 Committees - Department guidelines regarding SBT have the minutes of that meeting 
nexus and reporting requirements for available at the State Bar of Michi-
non-U.S. corporations); draft sales/use gan, Taxation Section's Summer 
tax nexus standard; and proposed Tax Conference. In the meantime 

' RAB setting forth the Department's if you have any questions regarding 
position with respect to the federal the meeting or would like any of the 
check-the-box rules. materials ~anded out at the meeting, 

do not hesitate to contact Eric 
Nemeth or myself. 

Report of the Practice 
and Procedure Report of the State and 
Committee Local Tax Committee 
Aaron H. Sherbin, Chairperson 
Finkel, Whitefield, Selik, Raymond, Joanne B. Faycurry, Chairperson 
Ferrara & Feldman, P.C. Miller, Canfield, Paddock & Stone, P.L.C. 
32300 Northwestern Hwy., Ste. 200 150 West Jefferson, Ste. 2500 

Farmington Hills, Michigan 48334-1567 Detroit, Michigan 48226-4415 

(248) 855-6500 (313) 496-7678 

1. Recent Activities. 1. Recent Activities. 

The most recent meeting of the The State and Local Tax Committee 

Practice and Procedure Committee held a joint meeting with the Interna-

e was held on March 17, 1999 at the tional Tax Committee on June 14, 

Pontchartrain Hotel. This was a 1999, at the Novi Expo Center in 

liaison meeting with various repre- N ovi, Michigan. See the Recent 

sentatives ofthe Internal Revenue Activities portion of the International 

Service - Detroit District. The event Tax Committee report for additional 

was very well attended. Topics dis- information regarding that meeting. 

cussed at the meeting included a If you are not on the State and 

current update on the restructuring Local Tax mailing list and would like 

of the Internal Revenue Service and to be included, please contact Marie 

the affects it may have on the Detroit Fiocchi, secretary to Joanne 

District, offers in compromise and Faycurry, Chairperson ofthe State 

current developments with respect and Local Tax Committee, at (313) 

to taxpayers' interest in entireties 963-6420, ext 2443. 

property. 
2. Recent Developments. 

2. Future Meetings. On May 12, 1999, the Department of 

The next meeting of the Practice Treasury approved Revenue Admin-

and Procedure Committee will be istrative Bulletin 1999-1, "Use Tax 

at the State Bar of Michigan Annual Nexus Standards." RAB 1991-1 

Meeting on September 15, 1999 in describes the jurisdictional standard 

Grand Rapids, Michigan. The topic to determine whether a seller is 

and speaker of the meeting will be subject to the collection requirements 

announced at a later date. of Michigan's use tax. 
On May 13, 1999, the Michigan 

3. Recent Developments. Department of Treasury released a 

On June 2-3, 1999, Eric Nemeth draft recommendation to revise and 

tl attended the'IRS Northeast region modernize the state's personal prop-

IRS/Bar Liaison meeting in Manhat- erty tax tables, which had not been 

tan. Eric informs me that he hopes to revised since 1964. The Department 
5 



6 

Reports 
from the 
Committees 

of Treasury contracted with Troy
based BDO Siedman, LLP, to review, 
and if necessary, make recommended 
revisions to the tables. The draft 
recommendation has proposed an 
increase from the current 7 original 
cost multiplier schedules to 12 sched
ules, which are asset specific. The 
proposed draft recommends the 
following 12 schedules: (1) Cable 
Equipment; (2) Computer & Periph
eral Equipment; (3) Improvements; 
(4) Machinery & Equipment; (5) 
Computer Controlled Machinery & 
Equipment; (6) Furniture & Fixtures; 
(7) Office Machines; (8) Electronic, 
Video & Test Equipment; (9) Restau
rant Equipment; (10) Consumer-Coin 
Operated Equipment; (11) Consumer
Utilized Equipment (Video Games 
and Tapes); and (12) Utilities. 

The BDO Siedman draft recom
mendation reports the following 
highlights: 

• All personal property would 
depreciate faster and/or further, 
particularly computers and 
high-tech equipment. 

• Personal property tax revenues 
would be reduced between 10-15 
percent. 

• To more fairly categorize busi
ness assets, the number of tables 
would increase from 7 to 12. 

• All property would be allowed 
to depreciate to a lower level. 

• True cash value would be more 
accurately estimated, reducing 
appeals. 

The following is the timeline for 
State Tax Commission approval: 

4/30/99 Draft Report 
delivered by 
BDO Seidman 

5/13/99 Draft released 
for public review 

Michigan Tax Lawyer-2nd Quarter 1999 

5/13/99-7/31/99 Meeting with 
affected groups 
and public input 

7/20/99 Public hearing 
7/99 Final report by 

BDO Siedman 
8/17/99 Formal action on 

Tables by State 
Tax Commission 

6/99-9/99 New Personal 
Property Tax 
Reporting Form 
revised and 
approved 

12/31/99 First tax day for 
Revised Tables 

The recommended changes 
to Michigan Personal Property 
Tax Tables can be found at the 
Department of Treasury's website: 
http://www. treasury.state.mi. us. 
The State Tax Commission will 
take feedback received from that 
site into consideration as it deliber
ates this issue. 

A' ~/II: 
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Tax Aspects of the Estates and Protected Individuals Code 

By Robin D. Ferri by and George W. Gregori 

Michigan recently adopted the 
Estates and Protected Individuals 
Code ("EPIC"), 386 Public Act 1998.2 

This Act was formerly known as the 
Estate Settlement Act ("ESA") during 
its drafting. This article will consider 
some of the major tax related 
changes. 

The effective date of EPIC is April 
1, 2000.3 EPIC will apply to any 
proceeding in court pending on that 
date or commenced after that date 
regardless of the time of the 
decedent's death and to all governing 
instruments executed by a decedent 
dying after the effective date. 
Further, any rule of construction 
or presumption provided in EPIC 
applies to a governing instrument 
executed before the effective date 
unless there is a clear indication of 
a contrary intent. It should also be 
noted that fiduciaries, including 
trustees and personal representa
tives, appointed prior to the effective 
date are given the powers enumer
ated in EPIC after the effective date. 

Reduce-to-Zero Clause 
Rule of Construction 
EPIC contains provisions relating to 
the interpretation of reduce-to-zero 
tax formulas. 4 EPIC provides that 
language found in a will, trust docu
ment, or beneficiary designation 
regarding reducing the federal estate 
tax liability are to be construed to 
include those credits, exemptions and 
deductions.available at the time of 
death: 

"If an individual includes a 
provision in a will, trust docu
ment, or beneficiary designa
tion that is designed to reduce 
federal estate tax liability to 0 
or the lowest possible amount 
payable by describing a portion 
or amount measured by refer-

ence to the unified credit, the 
exemption equivalent, other 
credits, or other deductions, 
then unless specifically stated 
otherwise, the reference to 
the credits, exemptions, or 
deductions shall be considered 
to include a reference to the 
family-owned business deduc
tion available under section 
2057 of the Internal Revenue 
Code of 1986, 26 U.S.C. 2057. 
Unless specifically stated 
otherwise, the reference to the 
unified credit or exemption 
equivalent, or to the family
owned business deduction, 
shall be considered to refer to 
the credit, exemption, or deduc
tion as it exists at the time of 
the death of the individual." 
Section 1213 [emphasis added] 

This provision was designed to 
provide for the use of the unified 
credit amount available on the date 
of death and to address any questions 
that may arise concerning documents 
due to the phase-in of the increased 
unified credit amount. 

Drafters may wish to consider this 
section while drafting reduce-to-zero 
language. You may also wish to 
review your formula language to 
insure that it does not conflict with 
this rule of construction if you wish 
the credit available at the client's 
death to be applicable. On the other 
hand, you may want to revise your 
formula language if you want the 
credit available on a certain date 
to be applicable. 

Please keep in mind that this 
section is effective immediately and 
would apply to wills, trust agree
ments, and beneficiary designations 
executed prior to the effective date 
of the Act. Also, this applies to any 
"credit, exemption, or deduction" 
and not just the unified credit. 

This provision 
was designed 
to provide for 
the use of the 
unified credit 
amount 
available 
on the date 
of death. 

7 
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The authors 
would caution 
you to consider 
whether the 
QFOBI 
deduction is 
appropriate in 
each estate 
plan. 
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Qualified Family Owned Busi
ness Interest Deduction Matters 
Section 1213 also includes the use of 
the qualified family owned business 
interest ("QFOBI") deduction in 
interpreting reduce-to-zero language. 
The inclusion of the QFOBI deduc
tion was inserted based on a proposal 
of the Taxation Section of the State 
Bar. The authors would caution you 
to consider whether the QFOBI 
deduction is appropriate in each 
estate plan and to revise your re
duce-to-zero language as necessary 
for each client. 

Tax Apportionment 
EPIC provides an entirely new set of 
rules relative to the apportionment 
of estate taxes.5 In general terms, 
the new estate tax apportionment act 
has the following characteristics: 

1. It applies to "an estate, inherit
ance, or other death tax levie~ or 
assessed under the laws of th1s 
or another state, political subdi
vision, or country or under a 
United States revenue act con
cerning property included in the 
gross estate under the law but 
excluding taxes for which sources 
of payment are provided within 
sections 2206, 2207, 2207 A, 
2207B, and 2603 of the Internal 
Revenue Code." 

2. Unless otherwise provided, the 
tax levied or assessed on prop
erty passing under a will is 
charged as follows: 
(a) For property that is devised 

by specific reference to 
specific property or type of 
property, fund, money, or 
other non-residuary form, 
the net tax attributable to 
that portion is paid from 
the residuary portion of 
the estate; and 

(b) The net amount of tax attrib
utable to the residuary estate 
shall be apportioned pro rata 
among the residuary benefi-

Michigan Tax Lawyer-2nd Quarter 1999 

ciaries based on the value 
of residuary interests 
generating the tax. 

3. If a part of the property concern
ing which tax is levied is held 
under an inter vivos trust, then, 
unless otherwise provided, the 
tax shall be charged as follows: 
(a) If a portion of the trust is 

directed to pass or to be held 
in further trust by reference 
to a specific property or type 
of property, fund money, or 
other non-residuary form, 
the net tax attributable to 
that portion is paid from the 
residuary share of the trust. 

(b) The net amount of tax attrib
utable to the residuary share 
of the trust is charged: 
1. Net amount of tax attrib

utable to each residuary 
temporary interest shall 
be charged to that portion 
of the residuary principle 
that supports the tempo
rary interest; and 

2. The net amount of tax 
attributable to the balance 
of the/~esiduary share 
shall be apportioned pro 
rata among the residuary 
beneficiaries by charge 
to the principle of their 
interest based on the 
value of the residuary 
interest. 

Unless otherwise provided by the 
governing instrument, any remain
ing tax liability including, but not 
limited to, taxes imposed with re
spect to property passing by survi
vorship, to property passing by 
intestacy, and to an annuity not 
created under a will or an inter vivos 
trust, shall be apportioned pro rata 
among, and paid by the recipient and 
beneficiaries of th~ properties or 
interests, based on the value of the 
properties and interest generating 
the tax. 

~r)i 
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These rules apply unless the gov
erning instrument provides other
wise. 6 For purposes of the tax appor
tionment, "governing instrument" 
includes a will, trust agreement, 
or other document that controls 
the devolution of property at death 
with respect to which the tax is being 
levied.: However, the governing 
instrument can only control the 
allocation and payment of taxes over 
property whose devolution is subject 
to that instrument's control and 
with respect to which the tax is being 
levied. Therefore, a trust agreement 
could not provide for the payment 
of taxes arising out of a joint bank 
account. 

However, a direction to allocate 
and pay tax contained in a will is 
effective to allocate and pay taxes 
even if the will does not control the 
devolution of the property at death. 
If there is a conflict between direc
tions in a will as to how to allocate 
and pay tax and the terms of another 
governing instrument, the direction 
in the will controls. In other words, 
the will is the "trump card" relative 
to tax apportionment.8 

This is a marked change from 
current Michigan law which only 
allows apportionment of taxes 
through the will and which normally 
apportions taxes against the interest 
receiving the property, not there
siduary estate or the residuary 
share of an inter vivos trust. This 
is a return, in some respects, to the 
common law method of apportion
ment. The EPIC estate tax appor
tionment provisions were modeled 
after the Florida estate tax appor
tionment act, but with several refine
ments such as including the Cana
dian capital gains at death tax. 

The benefit of deductions and 
exemptions given under the tax laws 
still are given or allocated to the 
persons who receive the property 
subject to those deductions. Thus, 
residuary beneficiaries pay the tax 

attributable to specific beneficiaries. 
However, the allocation between 
residuary beneficiaries (or specific 
beneficiaries to the extent residue 
is insufficient) is to the interests 
that generate the tax.9 

Apportionment of Taxes 
Not Controlled by EPIC 
EPIC specifically exempts certain 
taxes from its apportionment 
scheme. 10 The apportionment 
of taxes on the following types of 
property are now controlled by 
federal law: 

(a) Life insurance beneficiaries
IRC Section 2206 

(b) Power of appointment property -
IRC Section 2207 

(c) QTIP property-
IRC Section 2207 A 

(d) Retained interest -
IRC Section 2207B 

(e) Generation-skipping transfer 
taxes - IRC Section 2603 

Please see the included chart for a 
chart which outlines which governing 
instrument controls the apportion
ment of the tax imposed on certain 
properties and what specifically, if 
any, is required to be placed in those 
instruments. 

Please note that MCL 700.133a; 
MSA 27.5133(1) which required a 
"specific" direction in a will regarding 
the payment of taxes imposed on 
generation-skipping transfers, the 
non-exercise or release of a power of 
appointment, and marital deduction 
property under Section 2044 of the 
Internal Revenue Code was not 
continued in EPIC. Therefore, "spe
cific" directions regarding the appor
tionment of taxes on these types of 
property will no longer be required 
under Michigan law so the federal 
statute will control. 

Further, the Michigan Court of 
Appeals recently decided the case 
of In re: Webb H. Coe Marital and 
Residuary Trust, the Hazel Coe Estate 
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(Docket No. 203637, 1999). That case attorney. Personal representatives, 
~~~ 

interpreted language found in a will along with other powers, are given 
(that was previously considered by the power to: 
many estate planning attorneys as a "(ee) Make tax elections that are 
general direction against apportion- appropriate in order to carry 
ment) to be specific enough to control out the decedent's estate plan-
the direction of taxes imposed on ning objectives and to reduce 
power of appointment property. The the overall burden of taxation, 
language specifically reviewed in both in the present and in the 
that case read as follows: future. This authority includes, 

"I further direct my Personal but is not limited to, all of the 
Representative to pay all death following: 

Please note taxes imposed by reason of my (i) Electing to take expenses 
death. I direct my Personal as estate tax or income tax that the new Representative not to seek deductions. estate tax reimbursement of taxes from, (ii) Electing to allocate the apportionment and not to apportion any taxes 

exemption from the tax provisions are among any persons receiving 
on generation skipping 

retroactively property by reason of my 
transfers among transfers death." applied. A request for leave to appeal has subject to estate or gift tax. 

been filed with the Michigan Su- (iii) Electing to have all or a 
preme Court regarding this decision. portion of a transfer for 
Please be mindful of whether the case a spouse's benefit qualify 
is upheld or overturned while draft- for the marital deduction. fil ing your documents. You should (ft) Divide portions of the estate, 
consider whether to include a direc- including portions to be allo-
tion regarding tax apportionment in cated into trust, into 2 or more 
your estate plans and whether it separate portions or trusts with 
should be placed in your will, trust substantially identical terms 
or other governing instrument. and conditions, and allocate 

Please note that the new estate tax property between them, in order 
apportionment provisions are retroac- to simplify administration for 
tively applied. In other words, for generation skipping transfer tax 
anyone dying after the effective date purposes, to segregate property 
of the act with governing instruments for management purposes, or 
executed before the effective date of to meet another estate or trust 
the act, the new apportionment objective. "11 

provisions will apply. This generally A personal representative has an 
should not result in a change of additional power to hire a "qualified 
apportionment under the governing and disinterested" appraiser to value 
instruments unless the scrivener assets for eshlte tax purposes if there 
relied on the old Michigan Estate Tax is "reasonable doubt" about the value 
Apportionment Act or MCL 700.133a. of the property.l2 

Tax Powers of Personal 
The powers of a trustee dealing 

with tax and tax related matters are 
Representatives, Trustees found in Part 4 of Article VII of EPIC. 
and Conservators Like personal representatives, the 
EPIC contains a thorough list of Trustee has the power: 
trustee, personal representative and "(ee) To respond to a tax matter 

f!l conservator powers. Many of these as provided in section 7 408. 
powers relate to tax matters and may (ft) To divide trust property into 

10 prove useful to the estate planning 
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2 or more separate portions or 
trusts with substantially identi
cal terms and conditions and to 
allocate property between them, 
in order to simplify administra
tion for generation skipping 
transfer tax purposes, to segregate 
property for management pur
poses, or to meet another trust 
objective. 

* * * 
(3)A trust that contains substan

tially identical provisions as 
another trust established for the 
same beneficiary or beneficiaries 
may be consolidated and admin
istered as 1 trust. If the rule 
against perpetuities speaks from 
different dates with reference to 
the trusts or if there are other 
variations in terms, consolidation 
may still take place, but the 
property of the trusts shall be 
maintained in separate accounts 
if necessary to recognize and 
give effect to the differences." 
[emphasis added] 

Section 7 408 contains specific tax 
powers for a trustee. They include 
the power to: 

"(a) Make, revise, or revoke an 
available allocation, consent, 
or election affecting a tax 
that is appropriate in order 
to carry out the settlor's 
estate planning objectives 
and to reduce the overall 
burden of taxation, both in 
thepresent and in the future. 
This authority includes, but 
is not limited to, all of the 
following: 

(i) Electing to take expenses 
as estate tax or income 
tax deductions. 

(ii) Electing to allocate the 
exemption from the tax 
on generation- skipping 
transfers among trans
fers subject to estate or 
gift tax. 

(iii) Electing to have all or 
a portion of a transfer 
for a spouse's benefit 
qualify for the marital 
deduction. 

(iv) Electing the date of death 
or an alternate valuation 
date for federal estate tax 
purposes. 

(b) Exclude or include property 
from the gross estate for 
federal estate tax purposes. 

(c) Value property for federal 
· estate tax purposes. 

(d) Join with the surviving 
spouse or the surviving 
spouse's personal represen
tative in the execution and 
filing of joint income tax 
return and consenting to 
a gift tax return filed by 
the surviving spouse or the 
surviving spouse's personal 
representative. . . ." 
[emphasis added] 

It should also be noted that conser
vators and the court overseeing a 
conservator have certain tax powers. 
These powers include the power to 
make gifts, disclaim or release inter
ests in property, change beneficiary 
designations, create revocable and 
irrevocable trusts, and make other 
tax elections. Some of these powers 
are exercisable by the conservator 
alone or by the court after a hearing.13 

Revenue Ruling 64-19 
and In-Kind Distributions 
The Internal Revenue Service issued 
Revenue Ruling 64-19 which dealt 
with the distribution of property in 
satisfaction of a pecuniary marital 
amount when that property was not 
valued on its date or dates of distribu
tion. That ruling required that the 
governing instrument or state law 
require a method of distribution that 
would insure that through the selec
tion of assets the pecuniary amount 
had to be satisfied in full so as to 
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~' 
prevent abuses in the funding of regarding estate devises and the 
maritaftbequests. In response, Treasury Regulations do not match. 
many tates adopted legislation 
that provided the necessary safe Disclaimers 
harbor language. This language Article II, Part 9 of EPIC continues 
is continued in EPIC.14 the recently enacted disclaimer of 

EPIC also includes general provi- property interest law.18 EPIC con-
sion regarding distributions from tains a few minor revisions to 
a probate estate - not a trust. Those the previous statute with regard to 
rules provide that distributions specific language of the Act. 
will be made "in kind to the extent This is a very contemporary and 
possible" unless the will indicates encompassing disclaimer law. As 
otherwise. 15 you know, this new disclaimer law 

removed the 10 month time limit on 
Simultaneous Death disclaimers found under previous 

It maybe The Uniform Simultaneous Death Act Michigan law and greatly refined the 

possible to has been repealed. 16 Instead, EPIC definition of disclaimable interests. 

draft a trustee 
includes a 120 hour survival require- Please remember that trustees 
ment itself. This is important as you cannot disclaim property interests 

disclaimer will likely wish to continue using unless the governing instrument so 
power that clauses assuming that a spouse provides. 
would not survives (for marital deduction "Sec. 2902. (1) A person, or a 
violate this purposes) in circumstances where fiduciary representing a person 

tax concept. it cannot be determined if the to whom a disclaimable inter-
spouse survived. These survival est devolves, may disclaim a f'ih! 
requirements are found in Part 7 disclaimable interest in whole 
of Article II of EPIC. or in part. A trustee, with. 

respect to the trust as a whole 
Generation-Skipping Transfer or with respect to a separate 
Tax Considerations trust that is or will be estab-
As noted above, EPIC provides lished under the governing 
several powers to personal repre- instrument, may disclaim a 
sentatives and trustees regarding disclaimable interest, in whole 
generation-skipping transfer taxes. or in part, but only to the extent 
What EPIC does not include is a that the governing instrument 
provision, at least for trusts, relating expressly gives the trustee the 
to interest on pecuniary distributions. right to disclaim ... . "emphasis 
Section 3904, applicable only to wills, added] 
requires interest at the legal rate for This restriction was included to 
a "general pecuniary devise" begin- prevent an adverse tax consequences 
ning 1 year after the first appointment due to an "unascertainable" marital 
of a personal representative. or charitable deduction. However, it 

Treasury Regulations with respect may be possible to draft a trustee 
to generation-skipping transfer taxes disclaimer power that would not 
require the distribution of income or violate this tax concept. Further, 
interest for pecuniary devises 15 estate planners should be mindful 
months after death. 17 Thus, you may that a disclaimer may be valid under 
wish to continue to address this in Michigan law but not be a "qualified 
your governing instruments. Please disclaimer" under federal tax law. 
keep in mind that the time frame The federal rules require the dis- f!l found in the provisions of EPIC claimer to be made within 9 months 

of the interest being created.19 

12 
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Conclusion 
EPIC contains numerous provisions 
that address tax planning matters. 
These provisions are beneficial to the 
public and estate planners and are a 

great step forward. Estate planners 
should consider these new powers 
and tax provisions while drafting 
documents. 

Apportionment of Death Taxes Under 
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the Michigan Estates and Protected Individuals Code ("EPIC") 

As of March, 1999 

Specific 
Property Subject to Relevant Code Controlling Reference 
Tax or Tax Imposed Section Instrument Required 

Insurance Proceeds Internal Revenue Will No 
Code ("IRC") §2206 

Power of Appointment IRC §2207 Will No 

Marital Property: IRC §2207A Will or revocable trust Yes 
a) QTIP- IRC §2056(b)(7) 
b) Lifetime QTIP -

IRC §2523(f) 
c) Disposition of a life 

estate- IRC §2519 

Retained Interests IRC §2207B Will or revocable trust Yes 

Generation-skipping IRC §2603(b) "Governing instrument" Yes 
transfer tax 

All Other Estate, EPIC §3920 et seq Will, trust or other No 
Inheritance or Other document that controls 
Death Taxes the devolution of the 

property- Except that a 
will can control all taxes 
and can supercede all 
other documents. 

13 
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-------------------------------ENDNOTES-------------------------------

1. Some of these materials were originally prepared for presentations given by the Institute for Continuing 
Legal Education. The authors thank ICLE for the use of these materials here. 

2. Copies can be obtained from the Michigan Legislative Document Room (517-373- 0169) for a free copy. 
References to "section" in this article are to the applicable section of EPIC. 

3. Section 8101. 
4. Section 1213. 
5. Sections 3920 through 3923. 
6. Section 3921 (3). 
7. Section 3920(2)(a). 
8. Section 3921 (3). 
9. Section 3921 (2). 
10. Section 3920(1). 
11. Section 3715 [emphasis added]. 
12. Section 3707. 
13. See Sections 5407, 5423, 5427, and 5428. 
14. Section 3907. 
15. Section 3906. 
16. MCLA 720.101 to 720.108; MS 27.3178(621) to 27.3178(628) Section 8102(d). 
17. See Treasury Regulations§§ 26.2654-1(a)(1)(A) and 26.2642-2(b)(4)(i)and (ii). 
18. Currently, MCL 554.871-554.890; MSA 26.1236(871 )-26.1236(890) which is repealed by EPIC at Sections 

8102(a), but is restated at EPIC Sections 2901 to 2912. 
19. IRC § 2518 and Treasury Regulation§ 25.2518 et seq. 
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Fleshing Out Phantom Stock 
By Mary Jo Larson 

The design of phantom stock plans 
requires familiarity with many 
different areas of the law, one or 
more of which are often ignored in 
the design process. After answering 
the most frequently asked basic 
questions, this article "fleshes out" 
the issues which should be consid
e:ed, including tax, ERISA, securi
ties, and accounting implications. 

Introductory Questions 
What is phantom stock anyway? 
Phantom stock is a form of deferred 
compensation for executives based on 
the value ofpretend or "phantom" 
shares of employer stock granted to 
the executives. The goal is to align 
the long-term interests of the execu
ti~es with those of shareholders by 
tymg the amount of their deferred 
compensation to the performance 
of the employer's stock. 

The design is very flexible. In 
general, the employer enters into 
an agreement, with any executive it 
chooses, to pay him or her a bonus 
at some time in the future based on a 
number of phantom share units with 
values equivalent to the employer's 
stock. This may be either the entire 
value of the stock at the future stated 
time or merely the increase in the 
stock's value since the base date fixed 
in the agreement, and may or may 
not include the value of dividends 
paid on employer stock. The value 
may be fair market value, book value 
or some other performance measure. 1 

Grants are most often made without 
requiring any contribution by the 
executive, but the employer could 
offer employer phantom stock as an 
alternative to salary or bonus. Al
though the payment date is often at 
~ermination of employment, disabil
Ity, death or retirement, it can be 
earlier. Payments may be made in 

cash, employer stock, or any other 
property. The arrangement can 
include numerous other types of 
provisions, such as change in control . ' vestmg or non-compete provisions. 

Why use phantom stock instead 
of restricted stock or stock options? 
Restricted stock and stock options 
provide a similar level of deferred 
income and alignment with share
holders, but require actual transfers 
of stock to the employee. The em
player may be reluctant to transfer 
stock, either because the company 
is closely held2

, because the level of 
grants would dilute the outstanding 
stock to an unacceptable level, or 
because the company does not want 
to give away shareholder rights. 
Phantom stock also may be more 
attractive to the executives than stock 
options because they usually do not 
personally have to expend any funds 
while still participating in the growth 
of their employer. 

The fiduciary duty owed to share
holders is also substantially greater 
than the contractual duties owed to 
an executive under a phantom stock 
arrangement. 3 The fiduciary issue 
becomes particularly important when 
the executive leaves the company; 
under the phantom stock arrange
ment, the company only owes the 
executive cash. If the executive owns 
or can acquire real stock, the direc
tors and officers have a continuing 
fiduciary duty to the departed execu
tive, as they would to any other 
shareholder. 

Phantom stock also offers more 
flexibility to compensation managers 
designing an executive compensation 
package. Shareholder approval is 
usually not required, unless pay
ments are made in employer stock 
and the employer's stock is publicly 
traded. Phantom stock plans can also 
target the portion of the employer's 
business affected by the executive's 

Feature 
Articles 

The 
arrangement 
can include 
numerous 
other types 
of provisions, 
such as change 
in control, 
vesting or 
non-compete 
provisions. 

15 



Feature 
Articles 

How does 
phantom 
stock differ 
from stock 
appreciation 
rights? 

16 

performance, rather than the entire 
business as reflected in market stock 
prices, to provide a closer link be
tween the executive's performance 
and the award. Phantom stock based 
on performance values other than the 
stock market may also more realisti
cally mirror the executive's perfor
mance than the stock market, which 
reflects the entire company's results 
as well as world events and market 
psychology unrelated to the company. 

How does phantom stock differ 
from stock appreciation rights? Stock 
appreciation rights ("SARs") are very 
similar to phantom stock, and in some 
situations the terms can be used 
interchangeably. The term "phantom 
stock" is more appropriate, however, 
if the employer pays dividend equiva
lents, or if the deferred amount is 
based on the full value of the 
employer's stock rather than merely 
the appreciation of the stock between 
the date of grant and the date of 
payment. The term "SAR" is also 
more appropriate if the participants 
have a right to exercise some choice, 
such as the cash-in date. 

Tax Consequences 
For the Executive. Phantom stock 
plans are taxed the same as any other 
unfunded, nonqualified, deferred 
compensation arrangement. This 
means that, as long as the arrange
ment is an unfunded and unsecured 
promise to pay an amount in the 
future, the executive will not be taxed 
until the benefit is payable. This will 
not be true, however, if the executive 
has a choice at any time between cash 
(or equivalent property) already 
earned and phantom stock, whether 
at grant or any later time under a 
"cash in" option. In that case, the 
constructive receipt rules mandate 
taxation at the time the choice arises, 
unless the exercise of the right to 
receive cash (or equivalent property) 
results in some sort of penalty or loss 
to the executive.4 If the executive has 
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a right to elect the timing or form 
of these payments, the election 
should be carefully designed to avoid 
constructive receipt treatment. 5 

As with other types of deferred 
compensation, the benefit must 
remain unfunded both to avoid 
current taxation to the executive and 
to avoid becoming subject to myriad 
requirements of the Employee 
Retirement Security Act of 1974, 
as amended ("ERISA'') (further 
discussed below). Certain arrange
ments can be established, however, 
to help the employer set aside funds 
without the benefit becoming consid
ered "funded", such as through a 
"rabbi trust" or corporate-owned life 
insurance. These devices provide 
little security to the executive be
cause in the event of any insolvency 
other creditors have an equal claim 
to the funds. If the executives want 
security, they can buy their own 
insurance, on an after-tax basis, to 
cover them in the event the company 
cannot pay the benefit. 

For the Employer. As with other 
nonqualified deferred compensation, 
phantom stock grants cannot be 
deductible by the employer until 
the payments are includible in the 
income of the executive. 6 This delays 
the timing of the deduction for the 
employer, while the expense must 
be taken into account currently for 
accounting purposes (see discussion 
of accounting issues, below). The 
deduction cannot exceed, however, 
an amount of compensation which is 
reasonable under the circumstances.7 

If the employer's stock is publicly 
traded, the employer's deduction 
will also be limited by Section 
162(m) ofthe Internal Revenue Code 
of 1986, as amended (the "Code") to 
$1,000,000 per "covered employee".8 

"Covered employees" include the chief 
executive officer and the four other 
most highly compensated officers. 9 

Phantom stock istaken into account 
when included in the executives' 
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Michigan Tax Lawyer-2nd Quarter 1999 Articles " - income and the deduction is taken, is payable, because the value of the 
both for purposes of determining who stock on which the benefit is based 
are the highest paid officers and in can fluctuate dramatically. 
calculating the amount of compensa- If, however, an amount is credited 
tion paid for purposes of the deduc- and frozen to an executive's account 
tion limitation. The deferral of bonus at any time before payment, so that 

'\ payments under a phantom stock the amount to be subsequently paid 
' 

plan, however, may in fact help avoid will be at least equal to the amount 
the Section 162(m) limit if they are fixed in a prior year, that minimum 
paid or made available when the amount will be included in the 
executive is no longer an employee executive's wages when fixed. Even 
or no longer otherwise earns over if the deferred amount is not reason-
$1,000,000. Phantom stock also can ably ascertainable, the employer Phantom stock 
qualify for the performance-based can choose to take an amount into also can 
compensation exemption from the account earlier, with a "true up" at qualify for the 
Section 162(m) limitation, as long the resolution date. 13 Earlier inclu- performance-
as the procedural requirements have sion should favor the executives (and based been met, including (i) setting of the the company) because the compensa-

compensation applicable performance goals by a tion of the executive for the year 
compensation committee of the board likely already exceeds the maximum exemption 
of directors of the taxpayer comprised FICA wage base for the year. None from the 
solely of two or more outside direc- of the OASDI portion of the FICA Section 162(m) 
tors10

, (ii) disclosure of the material taxes will have to be paid in the limitation. 
terms, including the performance current year (due to already having 

e goals, to shareholders and approval reached the maximum wage base), 
by a majority of shareholders in a and none will have to be paid in the 
separate shareholder vote before the year the phantom stock is paid out, 
grant is made, and (iii) certification when the executive's compensation 
by the compensation committee that is presumably lower, as the amounts 
the performance goals in (i) (and any have "already been taken into ac-
other material terms) have in fact count". 14 Because the HI portion of 
been satisfied. The performance the FICA taxes is no longer limited 
goals cannot include any discretion- to the wage base, however, the 
ary elements. executive (and the company) will 

,., Employment Taxes. Treasury have to currently pay the HI taxes. 
Regulations finalized on January 28, Golden Parachute Payments. 
1999, under Section 3121(v) ofthe Payments made or additional vesting 
Code, govern the treatment of de- granted under a phantom stock plan 
ferred compensation for FICA pur- in the event of change in ownership 
poses. Phantom stock, unlike stock or control of the company are subject 
options and stock appreciation rights, to the "golden parachute" provisions 
is specifically considered deferred of Code Section 280G. Even if the 
compensation if the payments when plan has no specific change in control 
made will equal the value of a speci- provisions, any payments made on 
fled number of shares of employer account of a termination of employ-
stock.11 The phantom shares must ment that occurs within one year 
be included in wages for FICA tax after a change in control may be 
purpose in the year the benefit is no considered a parachute payment. 15 

longer subject to forfeiture and the Under Section 280G, if total para-

> !" amount can be reasonably ascer- chute payments to a "disqualified 
tained. 12 In most cases, the amount person" equal or exceed three times 
to be paid under a phantom stock the individual's "base amount", the 
plan cannot be ascertained before it "excess parachute payments" cannot 17 
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be deducted by the company and are 
subject to a 20-percent excise tax 
payable by the executive. 16 

The "excess parachute payments" 
are measured by the amount that the 
payments exceed the base amount, 
not the "three times base amount" 
used to determine if the rules apply.17 

For example, if the disqualified 
person's base amount is $100,000 
and the parachute payments total 
$300,000 so that Section 280G ap
plies, the excise tax and loss of de
duction would apply to $200,000. 
"Disqualified persons" generally 
include officers, shareholders (exclud
ing holders of a de minimis amount 
of stock), and highly compensated 
individuals. 18 The "base amount" is 
the average annual compensation 
over the five full taxable years before 
the taxable year in which the change 
in ownership or control occurs. 19 

The phantom stock plan can include 
provisions to address the Section 
280G problems, such as caps insuring 
that the amounts payable do not 
trigger Section 280G, tax gross-ups 
(which are expensive to bring up to 
true levels because they are them
selves taxable to the executive and 
nondeductible by the employer), and 
cut-backs to the extent necessary to 
achieve the maximum after-tax 
return to the executive.20 

ERISA Issues 
A phantom stock plan, depending on 
its terms, may be a "pension plan" for 
purposes of ERISA, even if it covers 
only one person. "Pension plan" is 
defined in ERISA Section 3(2) as a 
plan or program "that by its express 
terms or as a result of surrounding 
circumstances ... - (i) provides retire
ment income to employees, or (ii) 
results in a deferral of income by 
employees for periods extending to the 
termination of covered employment 
or beyond". Although the regulations 
exempt bonuses from the meaning of 
"pension plan", a bonus program is 
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not exempt if it systematically defers 
the bonuses to termination of employ
ment or beyond. 21 Phantom stock 
plans that either provide for pay
ments after a set period of time with
out reference to termination, or that 
allow unrestricted withdrawals dur
ing employment (despite the negative 
tax consequences), will likely not be 
considered ERISA plans, while those 
that tie distributions to termination, 
disability, death or retirement will 
be so considered. 22 

ERISA coverage will be to the 
employer's advantage, for the most 
part. ERISA plans enjoy ERISA 
preemption from state law23 and, if 
the plan is a "top-hat plan", exemp
tion from most (but not all) of 
ERISA's requirements. A "top-hat 
plan" is a plan or program that is 
"unfunded" and maintained primarily 
for a select group of management or 
highly compensated employees. Top
hat plans are exempt from the fidu
ciary, funding, vesting, and participa
tion requirements of ERISA. 24 They 
are subject, however, to the annual 
reporting requirement.25 The regula
tions offer an alternative method of 
compliance for top-hat plans, requir
ing only the filing of a one-time state
ment with the Department of Labor 
("DOL") disclosing the employer's 
name, address, and EIN, the number 
of top-hat plans, and the number of 
participants.26 If this statement is not 
filed, the plan must file an annual 
report each year on IRS Form 5500. 
Failure to file could result in a late 
filing fee of up to $1,000 per day for 
each annual report not filed. 27 Phan
tom stock plans that have neglected to 
file both the one-time statement and 
annual reports should minimize their 
penalties by taking advantage of the 
Department of Labor's Delinquent 
Filer Voluntary Compliance (DFVC) 
Program.28 

Broad-based phantom stock plans 
that do not meet the "top-hat" re
quirements will be subject to all of 

~ 
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include the chief executive officer 
and each employee who is among the 
other four most highly compensated 
officers, counting any nonqualified 
deferred compensation credited for 
the year.35 Pay-outs of phantom stock 
benefits are not considered "salary'' or 
"bonus" for disclosure purposes. 

Registration. The Securities Act 
of 1933 (the "1933 Act") generally 
requires registration with the SEC 
of securities sold to investors. At the 
present moment, it is not completely 
clear whether nonqualified deferred 
compensation plans are "securities" 
for this purpose. Although before 
1992 the SEC issued several "no
action" letters allowing even interests 
in voluntary, contributory plans to be 
offered without registration,36 the 
current staff position appears to be 
that these interests are securities. 
This position is not likely to extend 
to plans which do not require contri
butions or salary reductions by the 
executives. No definitive guidance 
exists as to what types of deferred 
compensation will be considered 
securities, however, or how they 
should be registered. Form S-8 
apparently would be the appropriate 
form to use, with the filing fee based 
on the amount of compensation to be 
deferred, rather than the expected 
investment return. The SEC staff 
has taken the position, however, that 
a Form 11-K generally need not be 
filed with respect to deferred com
pensation plans. 37 

Registration is not required in any 
event if an exemption is available. 
Most phantom stock plans are likely 
to satisfy one of the available exemp
tions, such as the "private offering 
exemption",38 or Rule 505 or Rule 
506 of Regulation D.39 

Fraud Liability. Even if"securi
ties" need not be registered due to an 
exemption, an employer/issuer may 
still be held responsible for any false 
or misleading information in connec
tion with an offer and sale. Fraud 
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liability can be found if the sale of the 
"security" resulted from an untrue 
statement or the omission of a mate
rial fact.40 The purchaser's remedy 
generally is rescission; that is, a 
refund of the original purchase price, 
plus interest, reduced by any income 
or gains received. Because non
contributory phantom stock plans 
are not likely to be treated as "securi
ties", they are unlikely to be subject 
to the fraud rules. 

Accounting for Phantom Stock 
Under current accounting rules, the 
fair value of the phantom shares 
generally is charged against earnings 
as a compensation expense as of the 
date of grant and is recognized over 
the vesting period. 41 Any changes in 
the referent stock price during the 
vesting period are recognized as 
compensation cost over that period; 
subsequent changes are compensa
tion costs of the periods in which 
the changes occur. Because the 
employer's tax deduction occurs in a 
later period than the charge against 
earnings, the future deduction is a 
"deductible temporary difference", 
treated as a deferred tax asset. 42 

Conclusion 
Phantom stock plans offer employers 
a flexible alternative for tying execu
tives' compensation to the long-term 
interests of the company. This article 
only summarizes the various complex 
issues which must be thoroughly 
considered, however, before a plan 
can be implemented. 

Mary Jo Larson is a partner with 
Honigman Miller Schwartz and Cohn 
practicing in the employees benefits and 
executive compensation area. She is a 
1982 cum laude graduate of the University 
of Michigan Law School. She is also 
sincerely grateful to Johann Lee, an 
associate at Honigman, for his invaluable 
research assistance in the preparation of 
this article. /)1'.1 
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------------------------------ENDNOTES-------------------------------

1. Other measures include a percentage of company (or division) earnings, a percentage of operating cash flow 
in excess of an established minimum threshold, or a percentage of any other measure of economic value
added that exceeds a minimum return on shareholder equity. Non-publicly traded companies may want to 
use a multiple applied to earnings, cash flow or book value that is equivalent to prevailing multiples of 
publicly-traded peer companies. 

2. Phantom stock does not constitute "stock" for purposes of Code§ 1361 (b)(1), and so can be offered by S 
corporations without violating the requirement that S corporations have only one class of stock. See GCM 
39750; PLR 8834085; PLR 9413023. 

3. See D. Kyle Sampson, The Fiduciary Duties of Corporate Directors to 'Phantom' Stockholders', 62 U. Chi. L. 
Rev. 1275 (1995). 

4. Although Code § 83 governs the timing of inclusion of property transferred in connection with the perfor
mance of services, Treas. Reg.§ 1.83-3(e) provides that an unfunded and unsecured promise to pay money 
or property in the future is not considered "property" for purposes of Code § 83. The timing of inclusion is 
therefore addressed by Code § 451. Under Code§ 451 (a) and Treas. Reg. § 1.451-1 (a), a cash basis 
taxpayer must include an item in gross income for the taxable year in which the taxpayer actually "or 
constructively" receives it. Income is considered constructively received in the taxable year during which it is 
credited to a taxpayer's account, set apart or otherwise made available so that the taxpayer may draw on it 
at any time, or so that he could have drawn upon it during the taxable year if notice of intention to withdraw 
had been given. Income is not constructively received, however, if the taxpayer's control of its receipt is 
subject to substantial limitations or restrictions. See Knapp v. Commissioner, 40 B.T.A. 1245, 1248 (1939}, 
acq., 1940-1 C.B. 2; Knapp v. Commissioner, 41 B.T.A. 23 (1940). In Rev. Rul. 80-300, 1980-2 C.B. 165, as 
amplified by Rev. Rul. 82-121, 1982-1 C.B. 79, the IRS concluded that an exercise of stock appreciation 
rights was subject to a substantial restriction because the participant would lose the right to further apprecia
tion, and acquiring similar rights to appreciation would require investment of additional capital by the 
employee. Where the participant, however, receives full value of the shares (as in most phantom stock 
plans) rather than only the appreciation, and no other penalties apply, the IRS has concluded that the 
participant does not relinquish any valuable rights. See PLR 9413023. The logic is that, because the 
participant has sufficient funds to reinvest those amounts in "substantially similar products available to the 
public", no right is lost. Participants in phantom stock plans thus generally must include the benefit in 
income, under the constructive receipt rules, in the year it becomes available to them. If the benefit is paid in 
employer stock or other property, the Code § 83 rules apply at that time, requiring inclusion of the fair market 
value of the property. 

5. To avoid any constructive receipt issues, the plan should require the executive to make this election before 
the benefit is even earned. Although arguments can be made to support a later election, even up to the "eve 
of retiremenf', the later the election can be made, the more likely the IRS is to find the executive construc
tively received cash at the earliest date available under the election. See Martin v. Commissioner, 96 T.C. 
814 (1991}. 

6. Code § 404(a)(5). 

7. Treas. Reg.§ 1.162-7. 

8. Code § 162(m)(4)(D) grandfathers any remuneration payable under a written binding contract in effect on 
February 17, 1993, and not materially modified thereafter. 

9. Code§ 162(m)(3). 

10. See Treas. Reg. § 1.162-27(e)(3). 

11. Treas. Reg.§ 31.3121(v)-1(b}(4)(ii). 

12. Treas. Reg.§§ 1.3121 (v)(2)-1 (a}(2}(ii), 1.3121 (v)(2)-1 (e)(4)(i)(A). The FUTA rules are tied to the FICA 
regulations. Treas. Reg. § 31.3306(r)(2}-1. 

13. Treas. Reg.§ 1.3121(v)(2}-1(e)(4)(ii), (iii). 

14. Treas. Reg.§ 1.3121(v)(2)-1(a)(2)(iii). 

15. Prop. Treas. Reg.§ 1.280G-1, Q&A 22. 

16. Code § 4999. 

17. Prop. Treas. Reg.§ 1.280G-1, Q&A 38. 

18. Prop. Treas. Reg.§ 1.280G-1, Q&As 15-21. 

19. Code § 280G(d); Prop. Treas. Reg. § 1.280G-1, Q&As 34, 35. 

20. See Bruce J. Shneider, Tax Consequences of Stock-Based Compensation, Jrnl Def Comp, Vol. 4, No. 3 
(Spring 1999}. 

21. 29 C.F.R. § 2510.3-2(c). 
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22. See McKinsey v. Sentry Insurance, 986 F.2d 401 (1Oth Cir. 1993); J.P. Murphy v. lnexco Oil Co., 611 F.2d 
570; Spitz v. Berlin Industries, Inc., 1994 U.S. Dist LEXIS 1576 (N.D. Ill., 1994). 

23. ERISA§ 514; see also, Crumley v. Stonhard, Inc., 920 F.Supp. 589 (D.N.J. 1996), affd, 106 F.3d 384 (3d 
Cir. 1996). 

24. ERISA§§ 201(2), 301(a)(3), 401(a)(1). 

25. ERISA § 103. 

26. Dep't. of Labor Reg. § 2520.104-23. 

27. ERISA§ 502(c)(2). 

28. PWBA Notice, 29 C.F.R. §§ 2560,2570 (1995). 

29. An interest is deemed to be a derivative security if its value is "derived from the value of an equity security'', 
that is, if its value is determined under a formula based on earnings per share and return on equity. 

30. 17 C.F.R. § 240.16a-1(c)(3). 

31. SEC Release No. 34-37260. 

32. 17 C.F.R. § 240.16b-3(d). 

33. 17 C.F.R. § 240.16b-3(e). 

34. 17 C.F.R. §§ 240.16b-3, 240.16b-6. 

35. 17 C.F.R. § 229.402, Instruction to Item 402(b)(2)(iii)(A) and (B), No. 1. 

36. Rochester Telephone Corp. (3/14/91 ); Monsanto Co. (4/1 0/85), Diversified Energies, Inc. (8/8/88). 

37. RIA, Tax Advisors Planning System, Section 9.02. 

38. 1933 Act, § 4(2). The factors taken into account in determining whether the "private offering" exemption is 
met include (i) the number of offerees, (ii) the sophistication of the offerees, (iii) the size and manner of the 
offering (broad, general solicitations are not permitted), and (iv) the relationship of the offerees to the issuer. 

39. 17 C.F.R. § 230.501 et seq. Rules 505 and 506 allow sales to no more than 35 purchasers who are not 
"accredited investors," and to an unlimited number of "accredited investors". Rule 505 limits the aggregate 1;\r',, ,, 

1 offering price for securities sold within the last 12 months to $5,000,000. Rule 506 allows an unlimited dollar ~,' 

amount, as long as the issuer reasonably believes that the investors who are not accredited have sufficient 
knowledge and experience in financial and business matters to enable them to evaluate the merits and risks 
of the investment. Regulation D also has general conditions that must be followed. "Accredited inve~tors" 
generally include a person whose individual net worth or joint net worth with a spouse exceeds $1 ,000,000 
or who has income in excess of $200,000 ($300,000 if joint with spouse) in each of the two most recent 
years and who expects income in excess of that amount in the current year. 

40. 1933 Act, §§ 11, 12(2); 1934 Act, Section 1 O(b) and Rule 1 Ob-5. Other sanctions may also apply under 
Sections 20 and 24 of the 1933 Act. 

41. FAS 123. This is the preferred "fair value based method". Entities can elect to remain with the "intrinsic 
value based method" in APB 25, but then must make pro forma disclosures of net income and earnings 
per share (if presented) as if the "fair value based method" had been used. 

42. FAS 109. 
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Michigan Court of Appeals Con
flict Panel in Elenbaas v. Dep't of 
Treasury Rules that Expenses for 
Oil and Gas Exploration Cannot 
be Used to Calculate Net Operat
ing Losses for Michigan Income 
Tax Purposes 

On April27, 1999, a special Michigan 
Court of Appeals conflict panel, 
convened to resolve a conflict between 
the Court's prior, vacated decision in 
Elenbaas v. Dep't of Treasury 231 
Mich App 801; 585 NW2d 305 (1998) 
all:d Cook v. Dep't of Treasury, 229 
M1eh App 653; 583 NW2d 696 (1998), 
ruled that expenses related to oil and 
gas exploration cannot be used to 
calculate net operating losses for 
Michigan income tax purposes. The 
Cook panel had previously held that 
taxpayers could not properly deduct 
such expenses under subsection 2(3) 
of the Michigan Income Tax Act. 
The prior Elenbaas panel disagreed 
with Cook, noting that taxpayers 
were entitled to deduct oil and gas 
exploration expenses from their 
f~deral adjustable income, and that 
ml and gas proceeds are taxed under 
the Severance Tax Act in lieu of 
income tax. Although the conflict 
panel found that for reasons stated 
in Cook, the taxpayers were not 
entitled to deduct expenses associated 
with oil and gas production, in all 
other respects it adopted the opinion 
of the prior Elenbaas panel. (For a 
complete synopsis of Elenbaas and 
Cook, See Michigan Tax Lawyer, 
State and Local Tax Update, Vol. 
XXIV, Issue 3, 3rd Quarter 1998.) 

Michigan Court of Appeals Holds 
that the Federal Environmental 
Tax is Not an Excise Tax for 
Purposes of the Single Business 
Tax Act 

On April 30, 1999, the Michigan 
Court of Appeals in Consumers 
Power Company v. Dep't. ofTreasury 
__ Mich __ , __ NW2d ' 
(1999), reversed a Court of Claims 

decision and held that the lower court 
erred in determining that the federal 
environmental tax was an excise tax. 
At issue in Consumers Power was . 
whether the federal environmental 
tax constituted a tax "on or measured 
by net income" such that, per MCL 
208.9(3), the tax must be must be 
added to federal taxable income in 
calculating the adjusted tax base for 
Single Business Tax purposes. The 
taxpayer had argued, and the Court 
of Claims agreed, that federal en vi
ronmental taxes paid during various 
tax years were not taxes on or mea
sured by income, but more closely 
resembled excise taxes. Accordingly, 
the lower court ordered a refund of 
taxes Consumer Powers had paid 
under protest; the Department of 
Treasury subsequently appealed. In 
reversing the lower court decision 
the Court of Appeals examined th~ 
definition of"net income," and consid
ered legislative and congressional 
intent, as well as the operation and 
effect of the federal environmental 
tax. Finding that the environmental 
tax was a tax on or measured by 
net income, the taxpayer was thus 
required to add amounts of the 
environmental tax into its SBT base. 

Michigan Tax Tribunal Rules that 
Corporation that Applies Liquid 
Calcium Chloride to Roads on 
Behalf of Governmental Entities 
is Liable for Michigan Use Taxes 

In Liquid Dustlayer, Inc. v. Dep't of 
Treasury (MTT Dkt. 240837, dated 
February 8, 1999), the Michigan 
Tribunal upheld a use tax assessment 
by the Michigan Department of 
Treasury against a company that 
applied liquid calcium chloride to 
roads at the request of various gov
ernmental agencies. At issue was 
whether use tax should be imposed 
when liquid calcium chloride was 
delivered by the business to its 
governmental customers by a direct 
application to the roads (as opposed 
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to delivery to storage tanks owned by 
the government). The taxpayer 
argued that use tax was inapplicable 
because (1) the sales of the liquid 
calcium chloride were exempt as sales 
at retail to governmental agencies; 
and (2) the underlying application of 
the chemical was a nontaxable ser
vice. The Tribunal disagreed, noting 
that because the government never 
took possession of the chemicals there 
were no sales at retail involved, and 
that the taxpayer was the "user" of 
the chemicals in performance of a 
service, such that use tax was 
applicable. 

New Law Expands the Ability of 
Local Governments to Exempt 
New Personal Property Owned 
or Leased by Eligible Businesses 
in Eligible Districts 

On April 30, 1999, Michigan SB 102 
was signed into law by Gov. John 
Engler (R) as 1999 Act 20. The new 
law gives local governments (i.e., 
cities, villages or townships that 
contain eligible distressed areas) the 
ability to exempt personal property 
taxes on new business developments 
within expanded eligible districts. 
Businesses qualifying under the bill 
are companies that are primarily 
engaged in manufacturing, mining, 
research and development, and 
wholesale trade or office operations. 
Casinos, retail businesses, any part 
of an otherwise eligible business that 
deals in retail, and professional sports 
stadiums do not qualify. This Act 
amends a law that previously allowed 
certain qualifying communities to 
exempt new buildings and new equip
ment from personal property taxes 
for developments in distressed areas. 

Michigan Department of 
Treasury Releases Use Tax 
Nexus Standards 

On May 12, 1999, the Michigan 
Department of Treasury ("Depart-
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ment") released Revenue Administra
tive Bulletin 1999-1 ("RAB 99-1") 
which explains the Department's 
jurisdictional standards for determin
ing when an out-of-state seller is 
required to collect use tax from 
Michigan customers. Applying the 
Due Process and Commerce Clauses 
of the U.S. Constitution as well as 
various U.S. Supreme Court holdings 
including those in Quill Corp. v. 
North Dakota, 504 US 298; 119 LEd 
2d 91; 112 set 1904 (1992), RAB 99-1 
lists activities that if conducted in 
Michigan wilJ create sufficient nexus 
for use tax collection purposes. For 
example, an out-of-state seller's 
employee engaged for at least two 
d@.ys in any activity in Michigan 
(other than certain enumerated 
activities such as attendance at 
occasional meetings with in-state 
suppliers, or attendance at trade 
shows where no orders are taken) 
will create sufficient nexus with the 
state such that Michigan use tax 
collection responsibility will be trig
gered. Other events that will trigger 
nexus include delivery of goods to 
Michigan in trucks owned by the 
out-of-state vendor or a related third 
party, and engagement in activities 
that establish or maintain a market 
in Michigan when performed on 
behalf of the out-of-state vendor by a 
representative in the state. Activities 
that are presumed not to create 
nexus include advertising in the 
state through various media, and the 
hiring of certain professionals such as 
lawyers and accountants in Michigan 
who perform customary services on 
behalf of the out-of-state seller. 

Proposed Revisions to Personal 
Property Depreciation Tables 
Released 

On May 13, 1999, the Michigan 
Department of Treasury released 
proposed revisions to the state's 
personal property tax tables. The 
tables have not been significantly 
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revised since 1964. Under the pro
posed tables, all personal property 
would depreciate at a faster rate (and 
would be allowed to depreciate to a 
lower level), personal property tax 
revenues would be reduced by 10 to 
15 percent, true cash value would be 
more accurately estimated, and the 
tables would be reviewed annually. 
In July 1999, the Michigan State Tax 
Commission will hold public hearings 
on the draft revisions, and will make 
a final decision on whether to adopt 
the tables sometime in August 1999. 

This Update was prepared by Marjorie 
Bilyeu Gell of KPMG LLP's Michigan 
State and Local Tax Practice in Detroit, 
Michigan. 

State and Local 
Tax Update 

25 



Short Subjects Michigan Tax Lawyer-2nd Quarter 1999 

411 
Clinton Proposal Targets ESOP Owned 
S Corporations 

By Jay A. Kennedy and Eric J. Girdler Corporation shareholders to include 
tax-qualified retirement plans, the 

Buried in President Clinton's fiE?cal imposition of the UBIT on income 
year 2000 budget is a relatively allocable to shares of S Corporation 
obscure revenue raising proposal stock held by a retirement plan 
which, if enacted into law, would effectively made ownership by an 
result in adverse tax consequences ESOP (or any other employee benefit 
for S Corporations that are owned in plan) quite unattractive as a practi-
whole or part by an employee stock cal matter. 

The proposal 
ownership plan ("ESOP"). The pro- The Taxpayer Relief Act of 19975 

posal is intended to "stamp out" a tax (the "1997 Tax Act") repealed the 
is intended to planning opportunity that currently UBIT provision, and thus eliminated 

"stamp out" a exists, but that is not widely known the UBIT problem, but only with 

tax planning outside of the ESOP community, respect to ESOP trusts. Therefore, 

opportunity. for ESOP owned S Corporations. the UBIT provision currently re-
mains intact for all other tax-quali-

1. Background fied employee benefit trusts that own 
In general, ESOPs are retirement S Corporation stock. These would 
plans that are designed to invest include traditional profit sharing 
primarily in the stock of the sponsor- plans and 401(k) plans. This means 
ing employer.1 In many respects, that for these other retirement plans fl ESOPs are different than most other there is still a punitive UBIT cost 
Code §401(a) tax-qualified retirement associated with owning S Corpora-
plans since they must satisfy very tion stock in the plan. The UBIT 
special rules.2 Until fairly recently, repeal for ESOPs took effect on 
ESOPs and all other Code §401(a) January 1, 1998. 
tax-qualified employee benefit plans 
were generally not eligible to own 2. Tax Deferral 
shares of stock in an S Corporation Due to the repeal of the UBIT 
under the S Corporation rules. How- provision for ESOPs, currently all 
ever, the Small Business Job Protec- S Corporation earnings allocable to 
tion Act of 19963 (the "1996 Tax Act") shares of S Corporation stock owned 
changed the S Corporation rules by by an ESOP (or gain on the sale of S 
adding Code §1361(c)(6) which specifi- Corporation shares by an ESOP) are 
cally allows Code §401(a) tax-quali- generally sheltered from immediate 
fied retirement plan trusts, such as tax. As a result, the taxation of S 
ESOPs, to own shares of stock in an Corporation income passed through 
S Corporation. This change took to an ESOP is deferred until such 
effect beginning with tax years after time as those amounts are actually 
December 31, 1997. distributed to the ESOP participants. 

The 1996 Tax Act also provided, Under the typical ESOP, such distri-
however, that all S Corporation butions normally are deferred until 
income allocable to the shares of S the occurrence of some fixed event, 
Corporation stock held by any such such as termination of employment, 
qualified employee benefit trust was disability, death or retirement, 
subject to the punitive unrelated subject to potential continued tax 
business income tax ("UBIT").4 Thus, deferral by a qualified rollover into ti while the 1996 Tax Act may have another retirement plan or individual 

26 expanded the group of eligible S retirement account ("IRA"). In this 
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regard, it is important to note that 
IRAs are not considered to be Code 
§401(a) plans, and thus IRAs are 
not eligible to own stock in an S 
Corporation. 

This potential for tax deferral and 
substantial tax savings is most dra
matic in the case of a 100% ESOP 
owned S Corporation. Simply stated, 
there is generally no current income 
tax liability in a 100% ESOP owned 
S Corporation since all of the "pass
through" income is sheltered in the 
ESOP. Where an S Corporation has 
individual shareholders in addition 
to an ESOP, considerable tax savings 
may still result, but such tax savings 
generally have to be analyzed in 
relation to any potentially adverse 
impact on the company's cash flow. 
The unfavorable "cash flow" results 
from the fact that many S Corpora
tions which have individual share
holders will make tax distributions to 
the individual shareholders to cover 
payment of their respective individual 
tax liabilities on their share of "pass
through" S Corporation income. 
When such distributions are made, 
proportionally equivalent distribu
tions have to also be made to the 
ESOP to avoid violating the S Corpo
ration "one-class-of-stock" rule.6 

3. Proposal 
On February 1, 1999, President 
Clinton proposed that the "UBIT 
exemption" described above for 
ESOPs be repealed, and thus that 
the law in effect prior to the 1997 Tax 
Act be restored for all plans, including 
ESOPs. President Clinton's proposal 
would take effect for tax years begin
ning on or after the date of first 
committee action.7 The proposal 
means that ESOPs, like all other tax
qualified retirement plans, would be 
subject to the UBIT on their share of 
"pass-through" S Corporation income. 

Depending on one's point ofview, 
the proposal either comes as a com
plete surprise and is without merit or 

simply represents an attempt to end 
a tax planning opportunity that from 
the start seemed "too good to be true." 
According to The ESOP Association,8 

the impetus behind the proposal 
apparently came from widely circu
lated reports that 100% ESOP owned 
S Corporations were being marketed 
by certain business consultants as 
the best "tax shelter" to come along in 
years. The essence of the purported 
abuse is summarized in a recent 
announcement from The ESOP 
Association, which states "there are 
reports of certain consultants recom
mending to wealthy clients that they 
establish S Corp ESOP~ in a complex 
cross-ownership of businesses so that 
one corporation in the chain is an 
ESOP S Corp owned 100% by the 
ESOP with only one or two key execu
tives as employees." Apparently, the 
Treasury Department heard of these 
reports and decided that the only way 
to halt such abuses was to repeal the 
UBIT exemption for all ESOP S 
Corporations, whether "legitimate" 
or "abusive." 

To avoid violating the "one layer 
of tax rule" under the S Corporation 
rules,9 the proposal substitutes a 
corporate level tax for the previous 
exemption and provides the ESOP 
with a deduction for distributions 
made to its participants and benefi
ciaries. The Administration's position 
is that this "credit" upon distribution 
will maintain the "one layer of tax 
rule" on S Corporation taxable in
come. Notwithstanding the actual 
effective date of the proposal, as 
drafted the proposal does not contain 
any "grandfather relief," nor as 
already noted does it attempt to 
distinguish "legitimate" from 
"abusive" scenarios. 

4. Impact/Fairness 
The impact of the proposal is poten
tially profound. Many closely-held 
ESOP companies have elected S 
Corporation status in reliance on 
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the 1997 tax law change, and thus 
would be adversely impacted by the 
proposal if it is enacted into law. 
According to The ESOP AssoCiation, 
following the adoption of the 1997 
Tax Act, roughly 60% of the approxi
mately 400 or so 100% owned ESOP 
companies in the United States 
converted to S Corporation status 
during 1998. As already noted, 
"legitimate" ESOP owned S Corpora
tions would be treated no differently 
than "abusive" ESOP owned S Corpo
rations under the proposal. Thus, for 
instance, a 30 year old C Corporation 
with 200 employees and a strong 
history of ESOP ownership which 
converted to S Corporation status 
during 1998 would be treated in an 
identical fashion as an S Corporation 
with one employee that was formed 
in 1998 and which adopts an ESOP 
for arguably abusive purposes. 

The fairness of the proposal is 
under harsh attack in the ESOP 
community. The proposal appears 
to be unfair in several significant 
respects. First, if the proposal is 
enacted into law, many S Corpora
tions will be forced to incur taxes 
based solely on their good faith reli
ance on the UBIT exemption without 
any "grandfather relief." Second, 
many companies have incurred 
substantial professional fees, such as 
legal, accounting and appraiser fees, 
in reliance on the repeal of the UBIT 
for ESOPs. Third, many companies 
have elected to install leveraged 
ESOP retirement plans and thus 
have incurred substantial transac
tional costs in the process. Such 
transactional costs would typically 
include the various expenses related 
to securing the leveraged loan, as well 
as the other pre-planning and trans
actional costs of engaging in one or 
more Code §1042 sales.10 There could 
be other transactional costs as well. 
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5. Status of Proposal 
As of this writing, the status of the 
proposal is uncertain. The first House 
Ways and Means Committee hearing 
on the proposal was recently held 
during which critics of the measure 
voiced their objections to the proposal. 
It is possible that the proposal could 
be adopted in its entirety, rejected 
outright or be adopted in some modi
fied "anti-abuse" form. Whether the 
proposal is included in a 1999 tax 
bill will probably be decided this 
summer by the House Ways and 
Means Committee and the Senate 
Finance Committee. 

6. Planning/Conclusion 
If the proposal is rejected outright 
or adopted in some "anti-abuse" form, 
the tax deferral opportunities de
scribed above will continue to be 
available for "legitimate" ESOP S 
Corporations. If either of these 
scenarios occurs, the tax benefits 
associated with converting from C 
Corporation to S Corporation status, 
and installing an ESOP if one is 
already not in place, should be consid
ered seriously in light of the potential 
for substantial income tax deferral. 
These benefits will have to be weighed 
against any unfavorable impact on 
cash flow that may result from an S 
Election, especially where there are 
shareholders other than the ESOP. 

If, on the other hand, the proposal 
is passed as proposed, the facts and 
circumstances of each case will have 
to be analyzed carefully in deciding 
whether an ESOP owned C Corpora
tion should elect S Corporation status, 
or whether an ESOP owned S Corpo
ration should continue with its S 
Election. These "facts and circum
stances" include both tax and ESOP 
law considerations.11 
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------------------------------ENDNOTES-------------------------------

1. Internal Revenue Code ("I.R.C.") §§4975(e)(7) and 409(1). 

2. This article does not address many of the special ESOP requirements. For an excellent overall discussion 
of ESOPs, their technical requirements and the planning opportunities for S Corporations created under 
the new laws, see David Ackerman, "New Planning Opportunities For S Corporations: Tax-Favored 
ESOPs," Winter 1999 issue of the Journal of Passthrough Entities. 

3. 

4. 

5. 

6. 

7. 

8. 

9. 

P.L. 104-188 (1996). 

I.A. C. §512(e), prior to amendment by the Taxpayer Relief Act of 1997. 

P.L. 105-34 (1997). 

I.A. C. §1361 (b)(1 )(D). 

21 DTR GG-1, Text Supplement, February 2, 1999. 

A Code §501 (c)(6) national trade association based in Washington, D.C. 

I.R.C. §1363(a). 

10. I.R.C. §1042(c)(1)(A). In general, these sales allow individual C Corporation shareholders to sell their 
stock to the ESOP on a tax deferred basis, provided the various procedural requirements under Code 
§ 1042 are satisfied, including the requirement that the selling shareholder timely purchase "qualified 
replacement property." Code §1042 treatment is not available to S Corporation shareholders. 

11. One such consideration is that currently only C Corporations are able to enjoy the increased limit on 
deductions for contributions to a leveraged ESOP that are used to repay principal and interest on a 
leveraged ESOP loan. See I.R.C. §404(a)(9). Another consideration is that currently only C Corporations 
are eligible to deduct dividends paid on ESOP shares that are passed through to participants or that are 
used to pay principal and interest on the debt used to acquire the employer's stock. See I.A. C. §404(k)(1 ). 
Finally, there are other unresolved ''technical issues" in this area, many of which have been presented to 
the Treasury Department's Tax Legislative Counsel for consideration. For a general discussion of these 
issues, see David Ackerman, ''Technical Issues Under The NewS Corporation ESOP Laws," Winter 1999 
issue of The Journal of Employee Ownership Law and Finance. 
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Changes in Federal Tax Collection Procedures 
By Maurice Rose 

At this time last year, the assorted 
Congressional hearings berating the 
Internal Revenue Service were ap
proaching their conclusions. Each day 
brought new horror stories detailing 
questionable federal tax collection 
practices. While IRS procedural 
reforms were a political "no brainer" 
for an irate Congress, there was some 
initial uncertainty as to the specific 
statutory reforms that would eventu
ally be enacted. 

The comprehensive Internal Rev
enue Service Restructuring andRe
form Act of 1998 ("the Act") became 
law in July oflast year, and many of 
its provisions became effective this 
January. A thorough summar1 of the 
Act is beyond the scope of this article, 
but there are a few significant provi
sions of the Act which should be 
highlighted. 

First, Section 3401(b) of the Act 
created new Internal Revenue Code 
Section 6330. This Section mandated 
that delinquent taxpayers must be 
provided with at least a thirty-day 
notice prior to any levy action, and 
that such taxpayer must be afforded 
the opportunity of a full appellate 
hearing. While the IRS has had a 
general practice to issue "Notices of 
Intent to Levy," it had neither been 
bound by specific statutory guidelines 
nor had it been forced to allow for a 
full review hearing. 

The statute provides that this 
Notice must describe the essential 
elements relating to the levy and sale 
of property, the avenues of appeal 
available to the taxpayer, the alterna
tives to levy (e.g., installment agree
ments), and the provisions and proce
dures relating to redemption of 
property and release of liens. In 
addition, it must also include the 
amount of any unpaid tax as well as 
a description of the taxpayer's right to 
a hearing. Finally, the Notice must be 

given in person, left at the taxpayer's 
dwelling or usual place of business, 
or sent by certified or registered mail 
to the taxpayer's last known address. 

Upon receipt of this Notice, the 
taxpayer may request a hearing to 
be held by the IRS Appeals Division. 
This appellate hearing is not heard 
within the Collection Division by a 
supervisor or manager, but is heard 
by a wholly separate division within 
the IRS structure. The Appeals 
Officer is statutorily directed to re
view and investigate the conclusions 
of the Revenue Officer or IRS official 
issuing the levy. This official has 
settlement authority and may review 
previous actions based on the overall 
"appropriateness of collection action" 
or based on the taxpayer's "offers of 
collection alternatives," and unlike 
the appellate review for Notices of 
Federal Tax Lien described below, a 
taxpayer may continue this appeal to 
Tax Court or to U.S. District Court. 
I.R.C. § 6330(c)(2)(A)(ii) and (iii). 

Second, the Act also created a 
somewhat comparable section dealing 
with a taxpayer's rights surrounding 
the filing of a federal tax lien. Code 
Section 6320 provides that within five 
business days after the filing of a 
federal tax lien, the IRS must notify 
the taxpayer - in simple and nontech
nical terms- the amount of the un
paid tax, the rights to a review hear
ing, and the administrative provisions 
relating to appeals and to releases 
of lien. 

The new hearing created by Section 
6320 must be requested within the 
thirty-day period beginning on the 
day after the five-day period described 
above. This hearing is also held 
within the Appeals Division, and the 
taxpayer is limited to only one such 
hearing per tax period listed on 
the lien. 

A third noteworthy provision in the 
Act is not codified within the Internal 
Revenue Code. Namely, the IRS is 

f, 
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now bound to develop and implement 
a comprehensive approval process for 
all liens, levies, and seizures. In 
other words, where appropriate a 
supervisor can review a prior deter
mination made in regard to actions of 
lien, levy, or seizure. These types of 
"informal appeals" frequently occur 
today when a taxpayer is dissatisfied 
with the actions of a Revenue Officer. 
However, like many other portions of 
the Act, the Service is now statutorily 
bound to allow for additional avenues 
of appeal. 

A fourth provision of the Act codi
fied an existing portion of the Inter
nal Revenue Manual by amending 
I.R.C. § 6331(j). This section now 
provides that no levy or seizure of 
property may be made until a "thor
ough investigation of the status of 
such property has been completed." 
By statutory mandate, this "thorough 
investigation" must include a verifi
cation of the taxpayer's liability, a 
complete cost-benefit analysis, a 
calculation of available equity in the 
asset to be levied, and "a thorough 
determination of alternative collec
tion methods." I.R.C. § 6331(j)(2)(D). 
The Treasury Inspector General for 
Tax Administration is/required to 
review IRS compliance with these 
procedures and report annually to 
Congress. 

A final significant component of the 
IRS reform was the enactment of new 
I.R.C. § 6304. This section incorpo
rated portions of the Fair Debt Collec
tion Practices Act ("FDCPA") into the 

·Internal Revenue Code. The FDCPA 
dramatically regulates the conduct of 
collection agencies, but the IRS has 
been exempted from its provisions. 
However, with the enactment of these 
new provisions, Revenue Officers will 
now be held to a more predictable 
standard of conduct. For example, 
the Service cannot communicate with 
the taxpayer "at any unusual time or 
place," cannot bypass a taxpayer's 
representative, cannot contact the 
taxpayer at the taxpayer's place of 

employment (if the Service knows or 
has reason to know that this type of 
contact is prohibited), and cannot 
engage in a variety of other types 
of behavior defined by statute as 
"harassment and abuse." 

The IRS is certainly not regarded 
as the "world's friendliest creditor," 
but these changes to collection prac
tices are clearly a step in the right 
direction. In addition to the legal 
framework outlined in this article, 
there are assorted penalty ramifica
tions for affected taxpayers as well 
as the Service. Section 1203 of the 
Act threatens Service employees with 
termination of employment for violat
ing specific codes of collection con
duct. I.R.C. § 7433(b) allows for up 
to $1,000,000 in damages for reckless 
or intentional disregard of any Code 
provision. But the biggest change in 
possible damage awards is that even 
in the case of simple negligence the 
Service is potentially liable for up to 
$100,000 ih damages. This is by no 
means a panacea for disgruntled 
taxpayers. The Code provides that 
to receive any award of civil damages, 
all administrative remedies be ex
hausted, actual damages be mitigated 
as much as possible, and actions be 
initiated within a two year statute 
of limitations. 

Congress is clearly trying to clean
up federal tax collection procedures. 
With changes in collection practices 
as well as other reforms related to 
delinquent taxpayers (e.g., changes 
within the Offer-in-Compromise 
program and within the installment 
agreement guidelines), the Service is 
trying to improve its image. How
ever, unless and until the IRS truly 
tries to run itself like a business, 
meaningful reform will continue to 
be sporadic. 

Maurice Rose is the managing partner of 
Abraham & Rose, P.L.C., and specializes in 
the representation of delinquent taxpayers. 
He has a J.D. and an M.B.A. from the 
University of Michigan and may be reached 
at (248) 539-5040. 
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