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September 6, 1989 

oear Taxation Section Members: 

Many years ago, I participated in an exercise designed to tell me (and the other 
students in my eighth grade class) what career would best suit my inclinations. My 
selection among a series of answers to each question would send me to another line of 
questions, often different from the line of questions to which classmates would be 
directed. This technique used my answers to successive questions to reveal whether I 
had a personality well-suited for a career as an engineer, a mechanic or one of many 
other occupations. · 

Although I no longer remember any of the questions, I can still recall the final 
page of my test telling me that I was well-suited to be either a minister or an attor
ney. At the time, I gave the result only a passing thought. The two careers seemed 
in many ways similar to me. Both involved positions of great trust, honored posts in 
the community, careers through which one could do much good for a world always in need 
of help. Each career demanded judgment, discretion, learning, and an abiding sense of 
good will and decency. 

I have often thought of that childhood exercise as the years have slipped by, 
struggling to reconcile the pressures of a highly competitive world with my view that 
a lawyer - like a minister - is not first and foremost a business person; that a 
lawyer is, always, first a counselor, a person of decency and wisdom, who will offer 
objective advice free from the taint of personal gain. 

As tax lawyers, it is sometimes particularly difficult to see ourselves in that 
light. We practice law in an environment where nonlawyers commonly offer ~more for 
less money" in matters affecting our clients' legal relationships. We are often made 
to feel defensive about the purpose we serve when advising our clients. The impor
tance of our role in the larger society is sometimes questioned. 

Our response to these pressures should not be to compete more fiercely, or to 
solicit work more directly. We should not assert the importance of our role in soci
ety primarily by demanding more restrictions on the business efforts of others. In
stead, we should exhibit the good will in our relationships with each other and with 
the public which is fundamental to our work. We should exercise discretion in our 
personal and professional lives, giving the public reason to believe that it can seek 
the advice it needs from a lawyer without wondering whether the advice was colored by 
a desire to generate legal fees or to further in any way the interests of a third 
party. We must, in all. matters, be guided by our sense of honor, the fundamental 
notion of propriety and decency on which our role in society rests. 

Most of us will not, I suspect, have the good fortune to serve formally as both 
attorney and minister in our lifetimes. As the years roll by, though, I hope that all 
of us will believe what my childhood project still says to me - that society needs a 
legal profession with uncommon wisdom, unquestioned integrity, and an overriding sense 
of honor which will guide us in the right way as we help the public we have been 
commissioned to serve. 

Thank you for permitting me to serve as Chairperson of the Taxation Section. 

Stephen I. Jurmu 
Chairperson 
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Report of the 
Corporation Committee 
August 22, 1989 
Robert R. Stead, Chairperson 
200 Centennial Plaza 
2851 Cflarlevois Drive, S.E. 
Grand Rapids, Ml 49546 
(616) 949-2300 

1. Chairperson's Message. 
Both state and federal corporate tax 
changes have served as the focus for 
the 1988-1989 Corporation Committee 
year. At our February meeting, the 
corporate tax changes effected by the 
Technical and Miscellaneous Revenue 
Act of 1988 were the focus of discus
sion. At our subsequent meeting held 
in May, the recent revisions to the 
Michigan Single Business Tax Act 
were reviewed. 

It is the goal of the Corporation 
Committee to provide its members 
with a timely discussion of changes in 
the law by those knowledgeable in 
each area. It is also the goal of the 
Corporation Committee to provide a 
forum and a network for corporate tax 
practioners within the state. With 
the numerous and rapid changes in 
the state and federal tax laws, it is 
essential that practioners have re
sources to discuss highly technical 
areas of the law. Accordingly, the 
Corporation Committee encourages 
its current members to become more 
actively involved by attending meet
ings or by suggesting topics which 
may be of interest to a broad cross 
section of Michigan corporate tax 
practioners. In addition, the Commit
tee invites the participation of new 
members in its activities. 

2. Recent Activities. 
As many of you know, the Taxation 
Section held its Second Annual Sum
mer Tax Conference on Mackinac 
Island from July 27-29, 1989. At the 
conference, the focus was upon cur
rent transactional issues affecting 
employee benefit plans, corporations 
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and estate freezes. 
During the first day of the confer

ence, the attendees heard presenta
tions on Michigan business taxes (led 
by Thomas Hoatlin, the Deputy 
Revenue Commissioner for the Michi
gan Department of Treasury), Em
ployee Stock Ownership Plans (pre
sented by William B. Hulteng of the 
Internal Revenue Service National 
Office) and Transactional Issues 
Relating to Employee Benefit Plans 
(presented by Richard 0. Menson of 
the Chicago law firm of Gardner, 
Carton & Douglas). The second day 
of the conference was devoted to the 
topics of Corporate Acquisitions and 
Dispositions from a Transactional 
Point of View (presented by Louis A. 
Freeman of the Chicago law firm of 
Sonnenschein, Carlin, N ath & Rosen
thal) and a review of the Anti-Estate 
Freeze Rules under Section 2036(c) of 
the Internal Revenue Code (presented 
by Fredric E. Grundeman of the 
Internal Revenue Service National 
Office). All of the presentations were 
outstanding. 

Those of you who have not yet at
tended the Summer Tax Conference 
should make an effort to attend. It is 
an excellent opportunity to meet tax 
practioners from throughout the 
State in a casual setting. It is also an 
opportunity to hear nationally recog
nized speakers in more intimate 
surroundings than you will find at 
other seminars. 

3. Future Schedule. 
The next meeting of the Corporation 
Committee will be held on Wednes
day, September 20, 1989, in conjunc
tion with the Partnership Committee. 
This meeting will coincide with the 
State Bar Annual Meeting, which is 
being held in Lansing. 

Our speaker at the next meeting 
will be Douglas Kahn, Professor of 
Law at the University of Michigan. 
Professor Kahn will discuss the 
transformation of closely held corpo
rations to operating partnership 
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fotiil· Both David Ohlgren, the 
partnership Committee Chairman 
and I feel that this will be an out- ' 
standing presentation for most Michi
gan practioners who deal primarily 
with small to medium sized busi
nesses. 

4. Important • Developments. _ 
On August 4, 1989, Representative 
Dan Rostenkowski introduced the 
Revenue Reconciliation Bill of1989. 
Afthough.not enormous in scope, the 
bill contams some very important 
changes for corporate taxpayers 
particularly in the merger and ~cqui
sition area. Specifically, the bill 
wou~d do away with the acquisitive 

1 Section 351 transaction currently 
employed to avoid the repeal of 
General Utilities. See Section 11203 
ofthe bill. In addition the bill would 
curt~. ~he use of part~erships in 
acqms1bon transactions. See Section 
11642 ofthe bill. 
. It ~oes not appear likely that the 

bill will pass both houses of Congress 
before the next Corporation Commit
tee meeting. However, the contents 
of any compromise tax bill will be
come. the subject of a subsequent 
meetmg of the Corporation 
Committee. 

5. Other Business. 
Should any of you have suggestions 
f?r topics to be addressed at Corpora
tion ~ommittee meetings, please call 
?r wnte. The Committee's objective 
1s to be responsive to its members 
and it can do so only if its membe;s 
participate. 

I look forward to seeing everyone 
on September 20 and to a positive 
and successful Corporation 
Committee year. 

Report of the Employee 
Benefits Committee 
August 29, 1989 
Robert B. Stevenson, Chairperson 
201 South Main, Suite 700 
Ann Arbor, Ml 48104 
(313) 747-7050 

1. Chairperson's Message. 
The most recent gathering of Em
ployee Benefits Committee members 
took place at the Grand Hotel on 
Mackinac Island in conjunction with 
the summer meeting of the State Bar 
of Michigan Taxation Section. Two 
employee benefits topics were in
cluded on the program. William 
Hulteng of the Internal Revenue 
Service in Washington discussed 
ESOPs and IRS concerns relating to 
ESOPs that include 401(k) features. 
He also discussed pending legislation 
on ESOPs prompted by concerns that 
the tax benefits of ESOP transactions 
are not being passed on to plan par
ticipants and that the consequent 
ESOP revenue loss is not justified. 
~ong other things, the pending 
legislation would limit the 50% loan 
interest exclusion to those cases 
where the ESOP owns 30% of the 
spons~~ng corporation, would provide 
that diVIdends are deductible only on 
stock acquired with the proceeds of an 
exempt loan, would deny gain defer
ral in the case of a stock sale by an 
employee where the participant held 
the stock for less than three years 
and would eliminate the increased 
deduction provided under Code Sec
tion 415(c)(6) for annual additions to 
ESOPs. Mr. Hulteng also notified the 
group ofNotice 89-92, the so-called 
"son ofNotice 88-131." This notice ex
p.anded th~ temporary freeze provi
sions proVIded by Notice 88-131 dur
ing the 1989 plan year for qualified 
plans .as they struggle to comply with 
the still unfolding provisions of the 
1986 Tax Act. -
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The second speaker (who due to 
travel difficulties "appeared" via 
speakerphone) was Richard Menson 
of Gardner, Carton & Douglas in 
Chicago. Rick is a well experienced 
employee benefits practitioner who 
presented an excellent talk and 
excellent written materials on trans
actional issues in employee benefit 
plans. Rick's outline is extremely 
understandable and is recommended 
reading for corporate lawyers who 
charge ahead with mergers and 
acquisitions with no prior thought to 
employee benefit issues. 

2. Future Schedule. 
The next Employee Benefits Commit
tee meeting will be held on Septem
ber 20 at 2:50 p.m. in Michigan 
Rooms II and III of the Radisson 
Hotel in Lansing. The hotel is located 
in downtown Lansing on Grand 
Avenue, just north of Michigan Ave
nue and one block east of the State 
Bar Annual Meeting. Our speaker 
will be Seth Tievsky, an attorney in 
the Research & Information Center of 
The Wyatt Company in Washington, 
D.C. Mr. Tievsky and his colleagues 
in the Research & Information Center 
make a full time job of keeping 
abreast of employee benefits develop
ments in the capital. Accordingly, we 
will look forward to timely and inside 
information on a variety of issues. 

This meeting will constitute this 
writer's last official responsibility as 
chairperson of the Employee Benefits 
Committee. I would like to extend 
my appreciation to the many people 
who have helped with the projects 
and meetings which the Committee 
has produced over the last two years. 
Thanks also for letting me be of 
service. I will be succeeded by Steve 
Lowney of Lansing. Steve has been a 
great help as a speaker and legisla
tive liaison. I am sure that he will be 
an energetic and competent chairper
son. 
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3. Important Developments. 
In part due to the federal nature of 
employee benefits law, and in part 
due to the sheer volume and speed of 
changes in that body oflaw, I have 
not attempted in these messages to 
be a reporter of recent employee 
benefits developments on a general 
basis. However; I have attempted to 
pick out items of special interest to 
Michigan practitioners. In this 
regard, I would direct your attention 
to a recent proposed advisory opinion 
in Florida dealing with employee 
benefits and the unauthorized prac
tice of law. The Florida proposal 
(which appears in Vol. 16 of the BNA 
Pension Reporter, August 21, 1989 at 
pages 1529 and 1547) would provide 
that non-attorneys who provide 
advice on pension plan design or who 
draft pension documents are practic
ing law without a license and are 
subject to penalty. The State Bar of 
Michigan, through Douglas Sweet, is 
currently reviewing these issues. 

tr ~~-~-~~~- ~~--- -~-~---~--------
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Report of the Estate 
and Trust Committee 
August 1 , 1989 
Reginald Nizol, Chairperson 
P.O, Box 222 
Detroit, Ml 48232 
(313) 225-2676 

1. Chairperson's Message. 
Our meeting held at the Farmington 
Hills Clarion Inn on June 13, 1989 
was well attended. Twenty-six 
members participated in an open dis
cussion led by George W. Gregory. 
George prepared a "case study" on 
the topic of "Tax Planning for the 
Estate Over Five Million Dollars." 
This novel approach was well re
ceived. On behalf of the Committee, 
I would like to thank George for the 
time and effort expended. 

2. Future Schedule. 
Our next meeting will be held in 
Lansing in conjunction with the State 
Bar of Michigan Annual Meeting on 
September 20th. Richard J. Puhek of 
Old Kent Bank and Trust will speak 
on the "Funding of Marital Trusts." 
This is a highly technical subject, but 
one in which we should be conver
sant. 

Looking forward to our 1990 pro
gram, I would like to secure a 
speaker on estate and trust income 
taxation prior to the filing season. If 
there is a member willing to speak on 
this (or any other subject), please 
contact me. 

3. Important Developments. 
Two recent rulings reveal the adverse 
tax consequences which can follow 
from the grant of a removal power 
over an independent trustee. Letter 
Ruling 8916032 considers whether a 
general power of appointment within 
the meaning of Internal Revenue 
Code Section 2041 is imposed on a 
surviving spouse where the spouse's 
power to remove the independent 

trustee is jointly exercisable with 
children based upon a majority vote. 
The Service found that where the 
spouse controls the majority of votes 
(individually and as a guardian), the 
spouse is regarded as holding a 
general power. Technical Advice 
Memorandum 8922003 considers the 
effect of a removal power in the con
text of an irrevocable life insurance 
trust. Code Section 2042 imposes 
estate tax on insurance policies where 
the decedent possessed "incidents of 
ownership." The tax may be avoided 
by irrevocably transferring the poli
cies along with their incidents of 
ownership. The Service determined 
that where the transferee is a trustee, 
"the decedent's retention of the re
placement power was equivalent to 
his reservation of the trustee's powers 
to exercise the incidents of owner
ship." Thus the proceeds of the 
policies would be taxed under Code 
Section 2042. 

Report of the 
Partnership Committee 
September 11 , 1989 
David J. Ohlgren, Chairperson 
320 N. Main, Suite 300 
Ann Arbor, Ml 48107-7470 
(313) 769-2691 

1. Chairperson's Message. 
At the September Annual Meeting of 
the Taxation Section, I will be releas
ing the chairperson's reins to Richard 
Soble. Rick practices intensively in 
the partnership tax law area and has 
been one of the most active and 
effective members ofthe Committee. 
I look forward to a rewarding con
tinuation of my participation in the 
Committee under his leadership. 

2. Recent Activities. 
The Committee did not meet over the 
summer. However, I enjoyed seeing 
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several partnership practitioners at 
the Summer Tax Conference on 
Mackinac Island, including former 
chairpersons Mark McGowan and 
John Collins. 

3. Future Schedule. 
The Committee will hold its regular 
meeting in conjunction with the 
Annual Meeting in Lansing on Sep
tember 20, 1989 at 2:50 p.m. Loca
tion and agenda will be announced 
in the notice. 

4. Important Developments. 
Practitioners should note that the 
new temporary regulations under 
Internal Revenue Code Section 469, 
relating to the definition of an activ
ity for passive loss purposes, will 
require clients to do some advance 
planning when filing returns for 
taxable years ending on or after 
August 10, 1989. With respect to 
activities other than real estate 
rental activities, various undertak
ings in an activity can be electively 
segregated for the limited purpose of 
applying the complete disposition 
rules (which release suspended 
passive losses from the confines of 
Code Section 469). Rental real estate 
activities generally can be segregated 
or aggregated without restriction. 
However, because a consistent posi
tion must be taken from year to year, 
a planning decision must be made 
with the returns filed for taxable year 
ending on or after August 10. See 
Temporary Regulation Section 1.469-
4T. 
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Report of Practice and 
Procedure Committee 
September 9, 1989 
Bruce A. Newman, Chairperson 
2370 South Linden Road, Suite 300 
Flint, Ml 48532 
(313) 230-8811 

1. Chairperson's Message. 
On September 15, 1989, I will be 
sworn in as a Probate Judge for 
Genesee County. Accordingly, I will 
be leaving the private practice and 
will be submitting my resignation as 
chairperson at the September 20, 
1989 Annual Meeting of the Taxation 
Section. I have enjoyed immensely 
the opportunity to serve as chairper
son of the Committee, and I regret 
that my new position will not allow 
me sufficient time to fully discharge 
my responsibilities as chairperson. 
However, I do hope to remain active 
with the Section because of my per
sonal interest in taxation and par
ticularly as to issues involving Michi
gan tax practice and procedure. 

)' 

2. Recent Activities. 
During the summer months, our 
Committee has not met. However, it 
is expected that the Committee will 
resume its regular schedule of meet
ings in the fall. 

3. Future Schedule. 
The next scheduled meeting for the 
Practice and Procedure Committee 
will be in conjunction with the State 
Bar Annual Meeting on Wednesday, 
September 20, 1989 at 2:50 p.m., in 
Room 1000 of the IBM Building, 
Lansing, Michigan. The speaker will 
be Mr. Lyle Mather, Administrator of 
the Collection Division of the Michi
gan Department of Treasury. Mr. 
Mather will be discussing current 
issues and problems faced by practi
tioners in dealing with the Collection 
Division, including but not limited to 
''MACS." 
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Report of the State .and 
Local Tax Committee 
August 23, 1989 

Alan M. Valade, Chairperson 
500 Hogsback Road 
Mason, Ml 48854 
(517) 676-5137 

1. Chairperson's Message. 
The State and Local Tax Committee 
serves three distinct functions. We 
monitor tax legislation proposed in 
Michigan and provide analyses to the 
Taxation Section Council and tax 
practitioners. We also monitor judi
cial developments of significance to 
Michigan taxpayers and practitioners 
and provide analyses to the Tax 
Council and practitioners. Finally, 
the Committee solicits articles for 
publication on state tax issues. Each 
of these functions was fulfilled during 
the past year by many Committee 
members. I want to take this oppor
tunity to thank the various individu
als for their contributions on behalf of 
the Committee. It is my hope that 
our Committee's activities are benefi
cial to tax practitioners in Michigan 
and that Committee members will 
continue to participate in these 
activities. 

2. Recent Activities. 
The most recent activities of the State 
and Local Tax Committee include the 
organization of a subcommittee to 
prepare a report on the July 1989 
draft of the Single Business Tax ' 
Rules proposed by the Michigan De
partment of Treasury. The first 
meeting of that subcommittee was 
held in Brighton, Michigan on August 
17, 1989. The proposed rules are 
quite limited in scope and address 
several issues which have been in 
controversy since the Single Business 
Tax Act was enacted in 1976. The 
four principal areas addressed by the 
proposed rules are: (1) key defini
tions; (2) apportionment relief under 

§69 of the Single Business Tax Act; 
(3) the nexus or jurisdictional stan
dard under the Act (in this regard, 
the proposed rules adopt Public Law 
86-272 (solicitation plus) as the ju
risdictional standard); and (4) com
bined or consolidated returns under 
§77 of the Act. Seventeen members 
of the State and Local Tax Commit
tee are participating in the subcom
mittee, and we hope to prepare and 
submit a report to the Department 
of Treasury by the end of October 
1989. I encourage all members of 
the Taxation Section to submit any 
comments they may have on the pro
posed rules to me. 

Alternatively, tax practitioners 
may send their comments directly to 
the Department of Treasury, c/o 
Amy Karcis, Hearings and Tax 
Research Division, Michigan Depart
ment of Treasury, Treasury Build
ing, Lansing, Michigan 48922. 

3. Future Activities. 
The next meeting of the State and 
Local Tax Committee will be held in 
Lansing at the IBM Building on 
September 20, 1989, at 2:50 p.m. 
The meeting is being held in connec
tion with the State Bar Annual 
Meeting in downtown Lansing. The 
meeting will consist of a panel dis
cussion regarding the use by courts, 
state legislatures and tax adminis
trators of the prospective-only doc
trine to deny tax refund claims in 
instances where a taxing statute has 
been declared unconstitutional. 
This legal doctrine has been used by 
Michigan's legislature, its courts and 
tax administrators to deny refund 
claims to taxpayers. The doctrine 
was most recently (July 1989) relied 
upon by the Michigan Court of 
Claims to deny Single Business Tax 
refunds to Caterpillar Corporation, 
even though the court had accepted 
the taxpayer's arguments and invali
dated the Single Business Tax 
capital acquisition deduction. 
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The New Rules under Code Section 280G 
Careful analysis and calculations are 
required to avoid surprises when 
evaluating and packing a golden 
parachute 

By: J. Thomas MacFarlane 

In response to the number of large 
severance payments executives were 
receiving in the early 1980s following 
the transfer of control of their em
players, Congress enacted both 
Section 280G of the Internal Revenue 
Code ("Code"), which denies the 
employer corporation a deduction for 
any "excess parachute payments," 
and Section 4999 of the Code, which 
imposes on executives a 20% excise 
tax on the amount of any excess para
chute payments received. 

The Internal Revenue Service 
recently issued proposed regulations 
providing guidance on the application 
of Code Section 280G. This article 
will summarize the application of 
Code Section 280G and will discuss 
the following five areas which are ad
dressed in the regulations: (1) the 
definition of change of control; (2) the 
definition of disqualified individual; 
(3) payments contingent on a change 
of control; (4) the definition of reason
able compensation; and (5) exempt 
payments. 

The Code sets out several defini
tions which are fundamental to the 
application of Section 280G. First, 
the Code defines "excess parachute 
payment" as an amount equal to the 
excess of any "parachute payment" 
over the portion of the executive's 
''base amount" allocated to such pay
ment, reduced by reasonable compen
sation which the executive may re
ceive for personal services rendered 
before the change in controi.I Gener-

ally, the base amount is the execu
tive's average compensation for the 
prior five taxable years.2 The allo
cated base amount is derived from 
the ratio ofthe present value of the 
payment in question to the aggregate 
present value of all parachute pay
ments.3 The Code defines a para
chute payment as a payment that: 
(1) is in the nature of compensation· 
(2) is to or for the benefit of a "dis- ' 
qualified individual"; (3) is contingent 
on a change in the ownership or 
control of a corporation or a substan
tial portion of its assets; and (4) to
gether with other payments other
wise meeting this definition, has a 
present value of at least three times 
the individual's base amount.4 Pres
ent value is determined by using a 
discount rate equal to 120% of the 
applicable federal rate and semi
annual compounding.5 Excluded from 
this definition is reasonable compen
sation for services rendered after the 
change in control. 

Illustration 
Executive A is an officer of Corpora
tion B and has earned an average of 
$150,000 during the last five years. 
His base amount is, therefore, 
$150,000. Under his employment 
agreement with Corporation B, he 
will receive five annual installments 
of $200,000 following any change in 
control of Corporation B. Assuming 
an applicable federal rate of 10% and 
semi-annual compounding, the pres
ent value of this stream of payments 
is approximately $715,000, clearly in 
excess of three times $150,000. The 
amount of each payment which is an 
excess parachute payment is calcu
lated as follows: 
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Year 1 Year2 Year3 Year4 Years 

1. Parachute 
payment 200,000 200,000 200,000 200,000 200,000 

2. Present value 
of payment 177,999 158,419 140,992 125,482 111,679 

3.% of total 
present value 25% 22% 20% 18% 15% 

4. Allocated base 
amount 37,500 33,000 30,000 27,000 22,500 

(150,000 x line 3) 
5. Excess parachute 

payment 162,500 167,000 170,000 173,000 177,500 
(line 1 - line 4) 

Twenty percent of the amount of line 5 
will be an excise tax to Executive A, in 
addition to the tax incurred at Execu
tive A's marginal rate on the entire 
parachute payment. Corporation B 
will deduct only the amount of line 4, 
rather than the amount of the para
chute payment. 

Change of Control 
Under the proposed regulations, a 
change of control occurs on the date 
that any one person, or persons acting 
as a group ("Buyer"), acquires stock of 
the payor corporation which, together 
with other stock then held by the 
Buyer, represents more than 50% of 
the total fair market value or total 
voting power of the stock of the payor 
corporation. The acquisition of addi
tional stock after the 50% threshold is 
met is not considered to cause a 
change in the control ofthe payor 
corporation. 6 

The regulations presume a change 
of control occurs upon either of the 
following events: (1) the acquisition 
by the Buyer during the prior 12 
months of stock representing 20% or 
more of the total voting power of the 
stock of the payor corporation; or (2) 
the replacement of a majority of the 
members of the board of directors of 
the payor corporation during any 12-

month period by directors whose 
appointment or election is not en
dorsed by a majority of the former 
board. The presumption may be 
rebutted by establishing that the 
existence of one of the foregoing facts 
did not transfer the control of the 
payor corporation from any one 
person or group to any other person 
or grolip.7 

A change of control also will occur 
upon a change in the ownership of a 
substantial portion of the payor 
corporation's assets. Under the 
proposed rules, such a change occurs 
on the date when the Buyer acquires, 
or has acquired during the prior 12 
months, assets of the payor corpora
tion that have a total fair market 
value equal to or greater than one
third of the total fair market value of 
all of the assets of the payor corpora~ 
tion immediately prior to the acquisi
tion or acquisitions. Exceptions to 
this rule include transfers to: (1) a 
shareholder of the payor corporation 
in exchange for stock; (2) a 50% or 
more owned subsidiary of the payor 
corporation; and (3) a person or a 
group of persons owning 50% or more 
of the total value or voting power of 
all of the stock of the payor corpora
tion.8 
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Disqualified Individual 
The provisions of Section 280G apply 
only to payments to "disqualified 
individuals," which include any 
employee or independent contractor 
who performs services for the payor 
corporation and who is a shareholder, 
an officer, or a highly compensated 
individual.9 The proposed regula
tions provide a de minimis rule with 
respect to the definition of share
holder. Only an individual who owns 
stock of the payor corporation having 
a fair market value that exceeds the 
lesser of $1 million or 1% of the fair 
market value of the outstanding 
stock of the payor corporation is 
treated as a shareholder for purposes 
of Section 280G.10 

While the determination of who is 
an officer depends on all the facts and 
circumstances, the proposed regula
tions indicate that the definition 
generally shall include an adminis
trative executive who is in regular 
and continued service, with the 
authority of a corporate officer. The 
number of individuals treated as 
officers is limited to 50 employees. If 
there are less than 50 employees, the 
number of officers is limited to the 
greater of3 or 10% ofthe employ
ees.11 

A highly compensated individual 
generally is defined as a person who 
is a member of the group consisting of 
the lesser of (1) the highest paid 1% 
of employees or (2) the highest paid 
250 full-time employees; provided 
that such individual earns $75,000 or 
more annually.12 

Payments Contingent on a 
Change of Control 
By definition, a parachute payment is 
contingent on a change of control. 
Under the proposed regulations, a 
payment generally will be treated as 
one which would not in fact have 
been made in the absence of the 
change in control, and therefore con
tingent on the change, unless it is 
substantially certain at the time of 
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the change that the payment would 
have been made whether or not the 
change occurred. Thus, a payment 
will be treated as contingent on a 
change in control if(1) the payment 
is contingent on an event that is 
closely associated with the change, 
(2) a change in ownership or control 
actually occurs, and (3) the event is 
materially related to the change in 
control. The onset of a tender offer, a 
substantial increase in the market 
price of the corporation's stock within 
a short period of time, the cessation 
of the listing of the corporation's 
stock on an established market, and 
the acquisition of more than 5% of 
the corporation's stock by a person 
not in control of the corporation are 
examples of events considered closely 
associated with a change.13 

Code Section 280G(b)(2)(C) pro
vides that any payment under an 
agreement entered into within one 
year of the change in control is pre
sumed to be contingent on the 
change absent clear and convincing 
evidence to the contrary. Under the 
proposed regulations, this presump
tion may be rebutted by evidence 
that the agreement is (1) a nondis
criminatory employee plan or pro
gram, (2) a contract that replaces a 
prior agreement between the parties 
entered into more than one year 
before the change, or (3) an agree
ment between the payor corporation 
and a disqualified individual who did 
not perform services for the corpora
tion prior to the individual's taxable 
year in which the change in control 
occurs.14 Moreover, when an agree
ment is amended within one year of 
the change in control, the presump
tion is triggered only if the agree
ment is amended "in any significant 
respect." In such a case, only the 
portion of a payment that exceeds 
the amount of such payment that 
would have been made in the ab
sence of the amendment is presumed 
to be contingent on the change.15 
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Even where a payment would 
have been made had no change in 
control occurred, such payment is 
treated as a payment contingent on 
the change if the change accelerates 
the time at which the payment is 
made. The proposed regulations 
provide, however, that if it is "sub
stantially certain" at the time of the 
change that the payment would have 
been made, only a portion of the 
payment is treated as contingent on 
the change. If the payment was 
substantially certain to be made, 
without respect to whether the dis
qualified individual continued to 
perform services for the payor corpo
ration, the portion of the payment 
that is treated as contingent on the 
change is the amount by which the 
accelerated payment exceeds the 
present value of the payment that 
was expected absent the acceleration, 
again determined by using a discount 
rate equal to 120% of the applicable 
federal rate. In a case where the 
amount of future payment is not rea
sonably ascertainable, the present 
value of the payment that was ex
pected absent the acceleration shall 
be treated as equal to the amount of 
the accelerated payment.16 

If the accelerated payment was 
substantially certain to occur only if 
the disqualified individual continued 
to perform services for the payor 
corporation, the portion treated as 
contingent on the change is the sum 
of two amounts. The first amount is 
the lesser of(1) the amount of the 
accelerated payment or (2) the 
amount by which the accelerated 
payment exceeds the present value of 
the payment that was expected to be 
made absent the acceleration. The 
second amount is the value of the 
lapse of the obligation to continue to 
perform services, which will depend 
on all the facts and circumstances 
and shall not be less than 1% of the 
accelerated payment multiplied by 
the number of full months between 

(1) the date that the individual's right 
to receive the payment is not subject 
to any requirement or condition, and 
(2) the date that the individual would 
have received the payment absent the 
acceleration. 17 

Reasonable Compensation 
The amount of reasonable compensa
tion for personal services actually 
rendered or to be rendered is deter
mined under the proposed regula
tions on the basis of all the facts and 
circumstances of a particular case. 
Relevant factors include, but are not 
limited to: (1) the nature of the 
services rendered; (2) the individual's 
historic compensation; and (3) the 
compensation of individuals perform
ing comparable services. Any pay
ments from a nondiscriminatory and 
qualified group term life insurance 
plan, self-insured medical reimburse
ment plan, group legal services plan, 
educational assistance program, 
dependent care system program, or 
nondiscriminatory plan under Section 
89 are considered payments of rea
sonable compensation. 18 

Under the Code, an excess para
chute payment is reduced by reason
able compensation for services ren
dered before a change in control. 
Unfortunately, the executive gener
ally may not reduce a parachute 
payment by both reasonable compen
sation for services rendered before 
the change and the allocable portion 
of the base amount. Rather, any 
portion of a parachute payment 
which is considered reasonable com
pensation is first reduced by the 
allocable portion of the base amount, 
and any remaining portion then will 
reduce the excess parachute pay
ment.19 

Payments made in consideration 
of personal services rendered after 
the change generally will be consid
ered reasonable compensation and, 
therefore, excluded from the defini
tion of parachute payment, if (1) the 
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payments are made for the period the 
individual actually performs services, 
and (2) the individual's annual com
pensation for such services is not 
significantly greater than his annual 
compensation prior to the change, 
apart from normal increases attribut
able to increased responsibilities or 
cost of living adjustments. An ex
ample in the proposed regulations 
indicates that an annual increase of 
10% would be within this standard.2o 
The practitioner should note that an 
argument can be made in most cases 
that payments of this type are not 
parachute payments because they are 
not contingent on a change in control. 

If the payments are damages for 
breach of an employment contract 
terminated involuntarily from the 
perspective of the disqualified indi
vidual, a showing of the following will 
be considered evidence that the 
payments are reasonable compensa
tion: (1) the contract was not entered 
into, amended or renewed in contem
plation of the change of control; (2) 
the compensation the individual 
would have received under the con
tract would qualify as reasonable 
compensation under Code Section 
162; (3) the damages do not exceed 
the present value of the compensation 
the individual would have received 
under the full term of the contract; (4) 
the damages are received because an 
offer to provide personal services was 
made by the disqualified individual 
but was rejected by the payor corpo
ration; and (5) the damages were 
mitigated.21 

Exempt Payments 
The Code provides that the term 
"parachute payment" does not include 
any payment to a disqualified individ
ual made with respect to a corpora
tion if: 

(1) immediately before the 
change in control, no stock in 
such corporation was readily 
tradeable on an established 
securities market or other 
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wise; and 
(2) certain shareholder ap
proval requirements are met 
with respect to such pay 
ment.22 

Under this exemption, an exami
nation must be made of not only the 
payor corporation but also certain 
related entities. The no public mar
ket requirement of(1) above is not 
met if: 

a substantial portion of the 
assets of any entity consist 
(directly or indirectly) of stock 
in such corporation and any 
ownership interest in such 
entity is readily tradeable on 
an established securities 
market or otherwise. For this 
purpose, stock in such corpora
tion constitutes a substantial 
portion of the assets of an 
entity if the total fair market 
value of the stock in such cor
poration is equal to or more 
than one-third of the total fair 
market value of all of the as
sets of the entity.2s 

The proposed regulations further 
provide that if the payor corporation 
IS a member of an affiliated group, 
the no public market requirement of 
(1) above is not met if any stock in 
any member of the group is readily 
tradeable on an established securities 
market or otherwise. 

This exemption is not available 
unless, in addition to the no public 
market requirement, (1) the payment 
in question was approved by a vote of 
75% of the voting power of all out
standing stock of the payor corpora
tion, and (2) there was an adequate 
disclosure to all shareholders of the 
payor corporation of the material 
facts concerning the payment.24 

The proposed regulations provide 
that the vote of any shareholder that 
is not an individual must be made by 
a person authorized by such share
holder to approve the payment. If a 
substantial portion of the assets of 
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such shareholder consists of stock in 
the payor corporation, approval of the 
payment by that shareholder must be 
rnade by a separate vote of the per
sons who hold, immediately before 
the change in control, more than 75% 
of the voting power of the share
holder. This rule does not apply if 
the value of the stock owned does not 
exceed 1% of the total value of out
standing stock of the payor 
corporation. 

In determining the persons who 
comprise the more than 75% group, 
stock is not counted as outstanding if 
it is actually or constructively owned 
by or for the benefit of a disqualified 
individual who receives, or is to 
receive, a parachute payment. If all 
persons holding voting power are 
disqualified individuals, then stock 
owned by such persons is counted as 
outstanding stock.25 

An adequate disclosure must be a 
full and truthful disclosure of the 
material facts and such additional 
information as is necessary to make 
the disclosure not materially mislead
ing at the time it was made. An 
omitted fact is material if there is a 
substantial likelihood that a reason
able shareholder would consider it 
important. 26 

If the parachute payment provi
sions are inapplicable by virtue of 
this exemption, payments to employ
ees made upon a change of control 
are still subject to the reasonable 
compensation requirement of Code 

Section 162. The regulations promul
gated thereunder provide that the 
test of deductibility is whether the 
compensation is reasonable and in 
fact purely for services. 27 

In addition to the foregoing exemp
tion, payments made to a disqualified 
individual with respect to a corpora
tion which is eligible to make an S 
election (i.e., satisfies the require
ments of Code Section 1361(b), with
out regard to (1)(C) thereof) are ex
empt from the provisions of Code 
Sections 280G and 4999.28 

Conclusion 
The proposed regulations provide 
guidance to both the payor corpora
tion and the disqualified individual 
on whether to enter into, and if so, 
how to pack, an executive parachute 
while avoiding unexpected excise tax 
liability or the loss of a deduction. 
Careful attention to the somewhat 
technical regulations is required. 
These proposed regulations under
score the importance of the adage 
that anyone using a parachute, 
golden or otherwise, should observe: 
look before you leap! 
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ADVANTAGES FOR CLOSELY-HELD BUSINESSES 

Target Benefit and 401 (k) Plan Combinations 
By: Warren J. Widmayer 

During the last seven years, Congress 
has drastically reduced the attrac
tiveness of defined benefit pension 
plans to many employers. We have 
seen repeated cutbacks in the Inter
nal Revenue Code ("Code") Section 
415 maximum benefit limits, in
creases in PBGC premiums, in
creased funding volatility, and in
creased penalty taxes for reversion of 
excess assets to the employer. No
where have these restrictions hurt 
more than in the closely-held, small
to-medium-sized employer context, 
where traditionally low actuarial 
interest assumptions, combined with 
high investment returns and reduced 
Section 415limits, have caused the 
owners' benefits to become fully 
funded very quickly. 

As owners of closely-held busi
nesses turn more frequently to tradi
tional defined contribution plans, 
they are faced with simplistic funding 
methods that do not always meet 
their objectives. Generally, because 
of the cost imposed for covering other 
employees, money purchase pension 
and profit sharing plans do not per
mit employers economically to meet 
the needs of employees who are key 
to the business or who have lengthy 
past service. These defined contribu
tion plans typically must allocate 
contributions in proportion to com
pensation of the participants. The 
only disparity permitted is that 
allowed under the Code Section 401(1) 
"permitted disparity" rules (the Tax 
Reform Act of 1986 term for what for
merly was known as "Social Security 
integration"). TRA 1986 reduced the 
effectiveness of permitted disparity 
for rewarding valuable employees at 
low cost. 

Under these circumstances, target 
benefit pension plans create opportu
nities for older, highly compensated 

employees to receive the maximum 
defined contribution plan allocation 
(equal to the lesser of25% of pay or 
$30,000) at a lower cost for other 
employees. In addition, in the typical 
small employer context, target benefit 
pension plans work well with plans 
permitting tax-deferred elective con
tributions, such as 401(k) plans and 
simplified employee pensions 
("SEPs"). 

In order to understand what a 
target benefit plan is, a basic under
standing of the differences between a 
defined benefit and defined contribu
tion plan is necessary, because the 
target benefit plan is a hybrid of the 
two types. 

A defined benefit plan is based on 
the employer's promise to pay em
ployees a retirement benefit at a 
specific retirement age in the form of 
an annuity. An actuary computes the 
contribution required of the employer 
each year, based on assumptions of 
future earnings experience, the life 
expectancy of the participant as of 
retirement age, and in larger plans, 
other assumptions such as expected 
turnover and future salary increases. 
The actuary generally has some flexi
bility in choosing from a number of 
funding methods, mortality tables, 
and interest rate assumptions for a 
particular plan (although IRS audits 
and litigation challenging the rea
sonableness of assumptions are 
having a chilling effect on the flexibil
ity formerly employed by actuaries). 

The risk of investment gains or 
losses is borne by the employer. 
Because the obligation to provide a 
benefit to the employees at retire
ment is fixed by the plan's formula 
and does not vary with the earnings 
of the trust assets, the employer's 
required contribution increases if 
assets earn less than anticipated by 
the actuary, and the obligation de-
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creases if the assets perform better 
than assumed by the actuary. 
Viewed another way, the amount that 
the owner of a closely-held business 
can contribute to the plan and deduct 
from business income may vary 
widely from year to year depending 
on the performance of assets already 
held in trust. 

At retirement, the defined benefit 
plan participant is entitled to the 
benefit specified by the plan formula, 
regardless of accumulated assets in 
the trust. If, after paying all benefits 
upon plan termination, excess assets 
remain, they either can be reallocated 
to the participants or revert to the 
employer. Reallocation of the assets 
to participants can occur only if their 
accrued benefits do not exceed the 
Section 415 limits (a pension equal to 
the lesser of 100% of average pay or 
$90,000 per year for the lifetime of 
the participant).1 Reallocation of the 
excess also can' limit the future 
contributions that can be made to a 
defined contribution plan for the 
employee due to the Section 415(e) 
combined plan limits. Reversion to 
the employer subjects the excess 
assets to ordinary income tax and to 
a 15% reversion excise tax.2 

In contrast, a defined contribution 
plan focuses on the contribution to be 
allocated to each participant's ac
count. The only promise made to the 
employee is that the benefit at retire
ment will be equal in value to what
ever the participant's account balance 
is at that time. The legal limits on 
defined contribution plans are based 
on the amount that can be contrib
uted in any given year (in contrast to 
the limits on the amount of benefit 
that can be drawn by an employee at 
retirement under the defined benefit 
plan). Because the benefit in a 
defined contribution plan is defined 
as the account balance at retirement, 
the risk of investment performance is 
on the employee. If the assets earn 
more than ·3xpected, the additional 

income or appreciation is allocated to 
the participant's account. If, on the 
other hand, assets do poorly, the 
individual employee's account bal
ance will decline. Ordinarily, there 
can be no reversion to the employer 
from a defined contribution plan. 

A target benefit pension plan is a 
defined contribution plan that uses a 
defined benefit funding approach to 
determine the contribution to be 
made for each participant.3 An 
actuary designs a benefit formula, 
usually expressed in terms of a 
percentage of compensation paid as 
an annuity beginning at normal 
retirement age. The actuary then 
determines the level annual pre
mium, based on the employee's age 
and compensation, which is expected 
to produce a fund by normal retire
ment age sufficient to pay the target 
benefit. 

So far, the plan's operation is 
quite similar to a defined benefit 
plan. However, once the actuary has 
determined the contribution for each 
participant under the formula and 
actuarial assumptions, the similari
ties to a defined benefit plan cease 
and the plan operates as a defined 
contribution pension plan (commonly 
called a "money purchase pension 
plan"). The contribution determined 
by the actuary is allocated to the 
participant's plan account, where it 
will earn on a tax-deferred basis until 
distribution. At normal retirement 
age (or any other distribution event), 
the participant is entitled to receive 
the account balance, regardless of 
how the accumulated assets compare 
to the hypothetical target set by the 
actuary. 

Target benefit plans are clearly 
appropriate only under a specific set 
of circumstances. However, as de
fined benefit plans are made increas
ingly unattractive, more and more 
clients fit the model for which the 
target benefit plan makes sense. 
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Design Factors. 
There are a number of factors that 
might make a target plan appropriate 
in a given situation. One obvious 
restriction is that the allocation to a 
participant's account cannot exceed 
25% of the participant's compensa
tion, with a maximum ceiling of 
$30,000.4 If a greater contribution is 
desired, a target benefit plan is not 
the answer. If the key participants 
are in their forties or older, a defined 
benefit plan usually can be designed 
to require a larger contribution for 
them than 25% or $30,000. 

The relative ages and compensa
tion of the participants are the pri
mary considerations in determining 
whether a target benefit plan is ap
propriate for a given situation. Gen
erally, the older the employee and the 
higher the employee's compensation, 
the higher the annual cost of funding 
that person's pension. Thus, the 
older the key people are, and the 
higher their compensation is, the 
lower the benefit formula needed to 
produce the 25%/$30,000 maximum 
and, therefore, the lower the cost for 
funding the target benefit for the rest 
of the employees. Table A illustrates 
this effect by comparing the relative 
first-year cost of funding for an owner 
and two employees as the owner's age 
at plan adoption increases. 

Particularly if the rank and file 
employees are relatively young, the 
disparity between the contribution 
for the older employee and the contri
bution for the younger employee can 
be much greater than in any other 
defined contribution plan. An ex
ample of the cost of producing the 
maximum contribution for a highly 
compensated employee in a target 
plan is compared with the cost of 
producing the same contribution 
using an integra ted money purchase 
pension plan in Table B. As can be 
seen, the target plan provides signifi
cant cost reduction based on age 
differences. 
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Aside from cost/benefit considera
tions and the limits on annual addi
tions, there are a number of factors 
which affect the practical operation 
and installation of a target plan. 
Among these are the following: 

1. The employer is not subject, 
for the most part, to the volatility 
associated with defined benefit 
plans. Contributions for a par
ticular participant will vary from 
year to year based only on fl uc- · 
tuations in the participant's 
compensation. 
2. A target plan can be simpler 
and less expensive to administer 
than a defined benefit plan. An 
actuary should be involved in the 
initial design and set-up of the 
plan, and may be retained annu
ally to compute the contributions 
for participants. However, no ac
tuarial certification is required on 
an ongoing basis, so it is possible 
to maintain a target benefit plan 
without annual actuarial consul
tation. On the other hand, a 
target plan is generally more 
expensive to establish and oper
ate than a money purchase pen
sion plan. Thus, it is most appro
priate in situations where the 
higher administrative cost is out
weighed by the lower cost of 
funding for staff members. 
3. No PBGC premiums are re
quired for a target benefit plan, 
and no PBGC review is required 
prior to termination of the plan. 
4. A target plan is less flexible 
than a defined benefit plan, from 
an actuarial standpoint, because 
actuarial assumptions cannot be 
changed without amending the 
plan.5 In addition, some defined 
benefit designs can provide a 
range of contributions based on 
the method of amortizing past 
service costs while target plans 
can generate only a single contri
bution amount per participant. 

..-~-------~----
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5. A target benefit plan can per
mit participant-directed invest
ments, while a defined benefit 
plan cannot. 6 This enables the 
target plan to accommodate a 
wide variety of risk thresholds. 
6. In contrast to other defined 
contribution plans, a target 
benefit plan design can accommo
date the high-deferral motivation 
of older owners at the same time 
that the contribution for younger 
owners or employees is mini
mized. 

The Formula. 
The formula of a target plan is de
signed in much the same way as a 
defined benefit plan formula. It can 
be any one of several types: examples 
are "fixed" (e.g., 30% of average pay), 
"flat" (e.g., a pension of $300 per 
month at retirement), "fixed unit" 
(e.g., 1% ofpay per year of service), 
and "flat unit" (e.g., $10 per month 
per year of service). 

A target plan can provide a Social 
Security supplement through the 
"permitted disparity" rules of Section 
401(1). Integration occurs in the 
formula in the same fashion as it 
would in a defined benefit plan, but 
the excess percentages are required 
to be lowered to 80% of their defined 
benefit plan levels.7 

The plan formula must take into 
consideration the 3% minimum top
heavy benefit for a top-heavy plan.8 

It is quite possible for a target benefit 
formula, standing alone, to produce a 
normal contribution of less than 3% 
of pay for young employees, so the 3% 
minimum contribution requirement 
applies for top-heavy years. 

Although the formula is patterned 
after a defined benefit plan formula 
it is not clear whether the defined ' 
benefit Section 415 benefit limits 
must be respected in the formula 
design. These limits clearly are not 
applied to the amount of contribution 
that can be made to the plan on 

behalf of a participant, but it is 
unclear whether, for example, the 
target benefit plan formula could 
provide for a pension equal to more 
than 100% of pay or more than the 
defined benefit dollar maximum, 
which currently is $98,064, due to 
cost of living adjustments.9 

The IRS requires a target benefit 
plan to be funded using the individ
ual level premium funding method 
with actuarial assumptions stated in 
the plan.10 Under this funding 
method, the actuary generally deter
mines the lump sum value of the 
pension defined by the target benefit 
formula as of normal retirement age, 
using a mortality table and a post
retirement interest rate assumption. 
The actuary then amortizes that 
lump sum "target" over the number 
of years extending from the current 
year to the normal retirement date, 
using the pre-retirement interest 
assumption. As compensation and 
age change from year to year, the 
actuary generally adjusts the compu
tation in one oftwo ways: either a 
new lump sum target is computed 
based on current compensation each 
year and is amortized over the re
maining years to retirement, ignoring 
prior funding, or incremental changes 
are separately amortized each year. 
Using the latter approach, the cur
rent year's funding requirement for a 
particular individual would be the 
sum of the level premium computed 
in the individual's first year of par
ticipation, plus the level premium 
needed to fund for any incremental 
increase in benefit resulting from 
salary changes in the second year, 
plus the level premium needed to 
fund the additional targeted pension 
resulting from salary increases in the 
third year, and so on. 

As a practical matter, the pre
retirement interest rate used must 
fall in the range of 5% to 6%. If the 
pre-retirement interest rate assump
tion is lower or higher than this 
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range, there is a risk that the plan 
will be found to discriminate in favor 
of the "prohibited group" of officers, 
shareholders, or highly compensated 
employees based on Revenue Ruling 
76-464, I.R.B. 1976-48. This revenue 
ruling provided guidelines for deter
mining whether the benefits of a 
target benefit plan discriminate in 
favor of prohibited group employees 
in violation of Code Section 401(a)(4). 
Revenue Ruling 76-464 provides a 
safe harbor for target benefit plan 
design: as long as the pre-retirement 
interest rate assumption is no less 
than 5% and no greater than 6%, the 
target benefit design is not considered 
to discriminate in favor of the prohib
ited group. 

Code Section 401(a)(4) was 
amended in the Tax Reform Act of 
1986 to focus on the newly-defined 
prohibited group of ''highly compen
sated employees" under Code Section 
414(q).U New regulations under 
Section 401(a)( 4) are expected to be 
issued soon (perhaps prior to publica
tion of this article), and they may 
affect the validity of Revenue Ruling 
76-464. At a time when IRS auditors 
have been instructed to challenge the 
reasonableness of interest assump
tions in the 5% range for defined 
benefit plans, it is somewhat ironic 
that the Service's safe harbor pre
retirement interest assumption range 
for target benefit plans is from 5% to 
6%. For the time being, a target plan 
with the same formula as a defined 
benefit plan is required to make 
larger contributions because of re
strictions on interest rates used to 
determine defined benefit plan liabili
ties and funding limits.12 

Funding Requirements. 
Because a target benefit plan is con
sidered a money purchase pension 
plan, it is subject to the minimum 
funding standards of Code Section 
412. This means that contributions 
are required to be made by the em
ployer each year unless a waiver of 
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the minimum funding standard is 
granted by the IRS. Thus, target 
plans should not be used by employ
ers who are not willing and able to 
commit to make the required contri
butions each year. 

Until OBRA 1986,13 the IRS took 
the position that contributions could 
not be made to the target benefit plan 
account of a participant for any year 
after the participant attained normal 
retirement age under the plan.14 The 
theory was that the "target" has been 
achieved by normal retirement age, 
particularly because experience gains 
and losses are not taken into consid
eration when determining the fund
ing of the plan. Mter amendment by 
OBRA 1986, Code Section 411(b)(2) 
now provides that a defined contribu
tion plan is qualified only if, under 
the plan, allocations to an employee's 
account do not cease, and the rate of 
allocation is not reduced, because of 
the attainment of any age. 

Code Section 411(b)(2)(C) requires 
the Secretary of the Treasury to 
provide by regulations for the appli
cation of the new rule to target bene
fit plans. The Treasury Department 
issued proposed regulations on April 
11, 1988 which specifically prohibit 
target benefit plans from discontinu- · 
ing allocation of employer contribu
tions or forfeitures or decreasing the 
rate at which allocation occurs to the 
accounts of participants because of 
the attainment of any age. 15 How
ever, this is not the final word on the 
subject, because both the preamble to 
the proposed regulations and the 
proposed regulations themselves 
state that the Commissioner of Inter
nal Revenue will prescribe such 
additional rules as are necessary to 
apply the continued allocation rules 
of Code Section 411(b)(2) to target 
benefit plans. 

OBRA 1986 also eliminated a 
unique advantage of target benefit 
plans over other defined contribution 
plans: the ability to exclude partici
pants who would otherwise enter the 

,~--~--·~~~ -------------· 
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plan after attaining an age that was 
five or fewer years less than the 
normal retirement age under the 
plan. Prior to amendment, Code 
Section 410(a)(2) permitted defined 
benefit plans and target plans to use 
such an exclusion. Beginning in 
1988, however, no exclusion is per
roitted based on the attainment of a 
specific age by a participant. It is 
generally impractical to design a 
target benefit formula which will 
provide an employee who is age 60 or 
older with a contribution less than 
the maximum 25% of pay contribu
tion. The inability to exclude such an 
eroployee may make target plans 
unattractive to some employers. 

Supplementing the Target Bene
fit Allocation with Employee 
Elective Deferrals. 
Sometimes the target benefit plan 
works too well for the older business 
owner trying to minimize costs. 
Depending on the age and compensa
tion of the owner, the lowest cost 
target benefit formula may provide 
extremely small contributions for 
other employees. While this always 
has been the case in the defined 
benefit plan context, it generally has 
not been obvious to the employees 
because a defined benefit plan is 
described to employees in terms of 
the benefit ultimately accumulated 
by the time the employee attains 
normal retirement age. In the target 
benefit plan, the employee is entitled, 
upon request, to receive a statement 
showing the employee's account 
balance and the extent to which it is 
vested. As a practical matter, most 
employers provide such a statement 
some time following the end of the 
plan year, whether or not requested 
and include a breakdown of contribu
tions and earnings. Thus, the em
ployees are acutely aware of the 
small contribution being made to the 
plan by the employer. 

This is particularly a problem 

when the plan includes younger key 
employees or owners who, primarily 
by virtue of age, receive relatively low 
allocations to their plan accounts. 
Worst of all from an employee rela
tions standpoint, even the smallest 
allocation to a target benefit plan 
account during the plan year will 
cause an employee to be treated as an 
"active participant" in a qualified 
retirement plan and subject the 
employee to the limits on deductible 
contributions to IRAs.18 For example, 
an employee earning $15,000 a year 
who receives a $450 allocation to a 
target benefit plan account (the 3% 
top-heavy minimum) generally will be 
prohibited from making a deductible 
IRA contribution if his or her spouse 
earns $35,000 or more during the 
same year. The spouse also will be 
prohibited from deducting contribu
tions to an IRA for that year. Thus, 
installation of a target plan has the 
potential for creating resentment 
among employees who are otherwise 
savings-oriented. 

In such a situation, the addition of 
a 40l(k) plan or simplified employee 
pension ("SEP") can complement the 
target benefit plan by providing the 
opportunity to employees receiving 
small target allocations to supple
ment their retirement savings on a 
tax-deferred basis. 

Section 40l(k) plans generally im
pose onerous administrative burdens 
on small employers, particularly 
when used as the primary funding ve
hicle for highly compensated employ
ees. However, the existence of the 
target benefit pension plan enhances 
and streamlines the operation of a 
401(k) plan in many respects. By 
designing the target benefit plan to 
provide most or all of the Code Sec
tion 415 maximum annual contribu
tion available for highly compensated 
employees, the typical need to induce 
non-highly compensated employees to 
make large 401(k) deferrals is re
duced or eliminated. When a 401(k) 
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plan is not being used as the primary 
deferral mechanism for highly com
pensated employees, much of the ad
ministrative burden associated with 
checking compliance with anti-dis
crimination tests is removed. In the 
simplest form of 401(k)/target combi
nation, the highly compensated 
employees, having received their 
Section 415 maximum in the target 
plan, will not be permitted to contrib
ute to the 401(k) plan, so the 401(k) 
plan will operate essentially as an 
excess-capacity IRA for the non
highly compensated employees. In a 
situation involving a younger genera
tion of owners or key participants 
who are not benefitting to the extent 
desired under the target benefit plan, 
the 401(k) plan may provide the op
portunity for further deferral. This is 
particularly true when the older 
owners have received their maximum 
benefit under the target plan, allow
ing them to be counted as zeros in 
determining the average deferral 
percentage of highly compensated 
employees in the 401(k) plan. 

Generally, 401(k) plans are quite 
popular and are viewed as progres
sive }?y employees. An employer who 
feels an obligation to provide more 
toward retirement than the target 
plan contribution provides can make 
either regular "profit sharing" contri
butions to the 401(k) plan or even 
match elective deferrals to the 401(k) 
plan. 

Analogizing a 401(k) plan to an 
IRA is misleading because of the 
severe withdrawal restrictions im
posed on 401(k) plans. An alternative 
available to the very small employer 
(having 25 or fewer eligible employ
ees) is establishment of a SEP with a 
pre-tax elective deferral feature. 
SEPs are not subject to the with
drawal restrictions imposed on 401(k) 
plans. In a SEP, an IRA is estab
lished for each eligible employee and 
contributions made to the SEP can be 
withdrawn by the employee subject to 
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the same rules applicable to IRAs. 
SEPs are more attractive because 

TRA 1986 added Section 408(k)(6) to 
the Code. Section 408(k)(6) permits 
salary reduction arrangements to be 
made available under SEPs, provided 
that the following criteria are met: 
(1) the employer must have no more 
than 25 employees who would be 
eligible to participate in the SEP; (2) 
at least 50% of the employees who are 
eligible to participate in the SEP 
must elect to defer salary into the 
SEP account; and (3) the deferral 
percentage for each highly compen
sated employee cannot exceed 125% 
of the average deferral percentage of 
all non-highly compensated employ
ees eligible to participate. Note that 
this rule is applied individually to 
each highly compensated employee, 
rather than being based on the highly 
compensated employees' average 
deferral percentage. Therefore, one of 
the advantages of using a 401(k) plan 
in conjunction with a target plan (the 
lower average deferral percentage of 
highly compensated employees) is 
irrelevant in a SEP. 

An advantage of a SEP over a 
401(k) plan is the ability to exclude 
employees who have not performed 
service for the employer during at 
least three of the immediately preced
ing five years. Beginning in 1989 
plan years, 401(k) plans are required 
to permit employees who have only 
one year of service to participate in 
the salary deferral arrangement. A 
disadvantage to a SEP, when com
pared to a 401(k) plan, is that there is 
no alternative average deferral per
centage test in the SEP context 
equivalent to the "2%/two times" 
average deferral percentage test of 
Code Section 401(k)(3)(A)(ii)(II). 

Finally, it should be noted that 
there are currently no IRS-approved 
SEP forms having salary deferral 
options which can be used in conjunc
tion with another qualified plan.19 

However, the IRS District Offices will 
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rule on individual requests regarding 
whether a SEP, together with any 
combination of qualified plans, will 
satisfy the requirements of Code 
Section 415.20 

Conclusion. 
Target benefit plans are not the best 
retirement vehicle for all small 
businesses. However, in the right 
situation, the target benefit pension 
plan can meet the needs of the 
closely-held business owner at a 
surprisingly low cost. When coupled 
with a 401(k) plan or salary-reduc
tion SEP, the target plan forms the 

base for a positive benefit package 
offering something for everyone in the 
organization. 

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

1. Code §415(b)(1). 

2. Code §4980. 

3. See Rev. Rul. 76-464, 1976-2 C.B. 115 and Treas. Reg. §1.410(a)-4(a)(1 )(ii) for more technical definitions. 

4. Code§415(c)(1). 

5. Rev. Rul. 76-464, I.R.B. 1976-48. 

6. ERISA §404(c). 

7. Prop. Treas. Reg. §1.401{1)-3(i). 

B. Code §416(c)(2)(A); Treas. Reg. §1.416-1 Q & A Mc16. 

9. I.R.S. News Release IR-89-10, 1-26-89. 

10. Rev. Rul. 76-464. 

11. P.L. 99-514, §1114(b)(7). 

12. Code §412(b)(5). 

13. The Omnibus Reconciliation Act of 1986, P.L. 99-509, §9202{b)(2)(A)-(B), adding new Code §411 (d)(2). 

14. See Section 27 of the IRS Defined Contribution Listing of Required Modification and Information 
Package for Sponsors of Master or Prototype Plans, TEFRA version. 

15. Prop. Treas. Reg. §1.411(b)-2(c). 

16. Prop. Treas. Reg. §1.411 (b)-2(c)(2)(iii). 

17. ERISA §105. 

18. Code §219(g). 

19. The IRS is working on a revenue procedure setting criteria and procedures for approval of prototype SEPs 
with salary deferral arrangements. Meanwhile, no such rulings will be issued. Notice 87-62, I.R.B. 1987-
38 (9-21-87). See also Rev. Proc. 87-50, I.R.B. 1987-38. Some prototype SEP sponsors are using salary
deferral SEPs that have not received IRS approval. 

20. Rev. Proc. 87-50, I.R.B. 1987-38, §4.05; Rev. Proc. 80-30, 1980-1 C. B. 685. 
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TABLE A 

Target Staff Cost in Relation to 
Owner's Age in First Plan Year 

25% 25% 25% 

45 50 
Age of A in First Plan Year 

lZZJ A rs.:sJ 8 ~ c 
A is the owner with total annual compensation of $80,000. 

B is staff, age 35, with compensation of $40,000. 

C is staff, age 25, with compensation of $20,000. 

55 

Percentages over bars express the contribution allocation as a percentage of pay. 

25% 

60 

Numbers shown are approximate, using 1983 Table A mortality table with all ages set back 

5 years, 6% pre-retirement interest, and 5% post-retirement interest assumptions. 

Formula uses a fixed percentage of average pay which varies with owner's age as needed 

to produce the maximum 25% contribution, plus 18.2% of pay over 1989 covered compensation. 
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TABLEB 

Target Staff Cost by Owner's Age in First Year 
Compared to Money Purchase Pension Plan Staff Cost 

26% 

22% 

c 20% 0 
:;J 
0 
(/) 
c 18% 
Q) 
a. 
E 

16% 0 
0 
.._ 
0 14% .... 
c 
Q) 
0 12% 1... 
Q) 

0.. 
(/) 10% 0 

c 
0 

8% :;J 
0 
0 
.Q 

6% <( 

4% 

2% 

or. 
Money Purchase 45 50 55 

Age of A in First Plan Year 

0 A + 8 <> c 
Money Purchase numbers are at far left of graph. Numbers shown above "45", "50", etc. 
are Target Benefit Pension Plan funding contributions based on owner's age in first year. 
A is the owner with total annual compensation of $80,000. 
B is staff, age 35, with compensation of $40,000. 

C is staff, age 25, with compensation of $20,000. 

25% 

60 

Target numbers shown are approximate, using 1983 Table A mortality table with all ages set back 

5 years, 6% pre-retirement interest, and 5% post-retirement interest assumptions. 

Target formula funds for a fixed percentage of average pay which varies with owner's age 

to produce the maximum 25% contribution, plus 18.2% of pay over 1989 covered.compensation. 

Money Purchase formula provides 22.3% of all pay plus 5.4% of pay over $40,000, 
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News on Section 89 
By: Matt W. Zeigler 

IRS POSTPONES SECTION 89 
AGAIN. DECEMBER 1, 1989 IS 
NOW THE EFFECTIVE DATE FOR 
BOTH THE WRITTEN PLAN 
RULES AND THE NONDISCRIMI
NATION TESTING OF EMPLOYEE 
BENEFITS. WRITTEN PLAN 
RULES SURVIVE REFORM EF
FORTS. ROSTENKOWSKI NOW 
SUPPORTS REPEAL EFFORTS. 

As the United States Congress re
turned from its August recess, the 
Internal Revenue Service issued No
tice 89-100, modifying IRS Notice 89-
65 which has previously delayed 
compliance for both the nondiscrimi
nation testing and the written rea
sonable notification rules of Internal 
Revenue Code ("Code") Section 89. 
The new effective date of Section 89 is 
December 1, 1989. Notice 89-100 
simply substitutes December 1, 1989 
whenever October 1, 1989 appears in 
Notice 89-65 and effectively delays 
the compliance for both the testing 
and the documentation rules until 
December 1. 

On Tuesday, September 12, 1989, 
Daniel Rostenkowski, Chairman of 
the House Ways and Means Commit
tee, announced that he has reversed 
his position and now will support 
repeal of Section 89. Further, he 
said: ''However, non-discrimination 
rules should be established for 'execu
tive only' health plans and the· health 
plans of professional service organiza
tions. These are the plans where we 
have identified clear discriminatory 
abuses. I appreciate the willingness 
of ... small business groups to work 
with me in fashioning a proposal to 
curb the abuses without unduly 
burdening the small business 
community." 
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Legislative Developments. 
On September 28, 1989, the full 
House voted 390 to 36 to repeal 
Section 89 altogether. This would 
return non-discrimination testing and 
plan documentation rules to their 
pre-1986 status. 

On Saturday, October 7, 1989 in 
an address to the American Bar Asso
ciation's Annual Pension Seminar, 
Carolyn Smith, Legislation Counsel 
for the Joint Committee on Taxation, 
stated that the Senate Finance Com
mittee's Budget Bill reported out to 
the full Senate contained a provision 
which was the same as the House 
version: completely repealing Section 
89. 

Since January 1, 1989, there have 
been no fewer than sixteen proposals 
that would impact on Section 89. 
House Ways and Means Committee 
Chairman Rostenkowski and Lloyd 
Bentsen, Chairman of the Senate 
Finance Committee, have introduced 
and amended their bills to alter Sec
tion 89. The present status of the 
proposed Senate Bill is that the 
Senate has passed a version of 
amendments to Section 89 and at
tached it to the Child Care and 
Health Insurance Bill of 1989, S. 
1185. President Bush opposes this 
Child Care bill in its present form. 
On August 4, 1989, Rostenkowski 
introduced H.R. 3150, the Revenue 
Reconciliation Bill of 1989, which 
contains the Ways and Means Com
mittee's modified Section 89 changes. 
Moreover, the House and Senate have 
approved, separately, and House and 
Senate conferees together have 
approved an appropriations provision 
which would prohibit the use of any 
funds allocated to the IRS for the im
plementation or enforcement of the 
nondiscrimination rules or the issu
ance of any new regulations under 
Section 89 during fiscal year 1989-90. 

One reason for all of the activity in 
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Congress is that Congress drastically 
underestimated the amount of time 
for complying with Section 89 when 
the statute was first enacted. The 
Office of Management and Budget 
now estimates that the time needed 
to comply is 69 million hours, rather 
than 9 million hours as originally 
forecast. Treasury missed the mark 
by 800%! In addition, it is estimated 
that the cost to comply with the law 
will far exceed the expected revenue 
gain and, thus; the Treasury ulti
mately will lose revenue. The Ameri
can Institute of Certified Public 
Accountants estimated the cost of 
compliance at $270 million annually, 
as opposed to a Treasury estimate of 
revenue to be received this year from 
Section 89 at $120 million. 

In addition, employers have re
sisted some of the proposed changes 
to Section 89 because the new propos
als are more restrictive than those of 
the present law. For example, some 
employers will pass the 80% test 
under the current rules but will not 
pass the more stringent 90% test 
under the proposed rules. 

Plan Design Is Tested. 
The proposed changes aim to provide 
a "safe harbor" plan that employers 
may ~dopt. If such a plan is adopted, 
then the employer's plan will be 
deemed to have passed the nondis
crimination testing portion of Section 
89. An employer could know at the 
time of the adoption of the plan. 
whether or not the plan would pass 
the Section 89 rules rather than 
waiting for the results of after-the
fact employee demographic testing. 
The present version of a "safe harbor" 
or "diff effect" plan would require 
that 90% (both bills) of all employees 
be eligible to participate in the health 
plan with a maximum after-tax 
employee cost not to exceed 50% 
(House version) or 40% (Senate 
version) of the total cost. Group term 
life insurance and accidental life and 

dismemberment insurance would not 
be tested under Section 89, but would 
be tested under pre-1986 Section 
79( d) nondiscrimination rules under 
both bills. 

Plan Documentation Rules 
Survive. 
Both bills as they stood prior to the 
recent repeal developments, kept the 
written plan qualification standards 
as set forth in Section 89(k). Despite 
efforts to eliminate the requirements 
for written plan disclosure, these 
rules have survived the reform efforts 
and mandate timely written notifica
tion to all eligible employees of their 
entitlement to employer-provided 
benefits. 

Nondiscrimination Testing. 
Both bills kept the existing employee 
exclusion rules, except that a part
time employee is one who works less 
than 30 hours per week rather than 
17-1/2 hours. There are some .other 
areas where the employee exclusion 
rules were expanded, such as in the 
case of employees ofunits of state 
and local governments. Many of the 
changes eliminated the sworn state
ment requirements and reduced 
recordkeeping requirements, at least 
for nonhighly compensated 
employees. 

Effective 1/1/90. 
Both bills as they stood, have an ef
fective date of January 1, 1990 for 
both the plan qualification rules and 
the nondiscrimination rules. Plans 
for union employees had delayed com
pliance dates of January 1, 1993. 

Present Law Option. 
Both bills kept, as an option, the 
present law rules for nondiscrimina
tion testing. They allowed an em
ployer to use the present la~ for two 
years (Senate version) or one year 
(House version) in order to demon
strate compliance with Section 89. 
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Penalties Shifted from Employees 
to Employer. 
Both bills propose changes that shift 
the penalty for the failure to meet the 
written plan documentation rules 
from the employee to the employer. 
The penalty, called an excise tax, is 
34% of the employer's total benefit 
payments for certain specified plans, 
including health, group term life 
insurance, cafeteria plans, VEBAs, 
etc. The bills contain provisions 
which mitigate these penalties for 
unintentional errors which are timely 
corrected. 

Small Employer Exemption. 
Both bills included special rules for 
employers with 20 or less employees. 
The House version exempted such an 
employer from the testing require
ments if it has only one health plan 
available to all employees on the 
same basis and at the same cost. 
(The Senate version has an 80% test 
for small employers.) Both versions 
permitted a qualifying small em-

r 
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ployer to satisfy the written, single 
plan document requirement of Sec
tion 89(k) by a plan document issued 
by a third party insurer. 

Conclusion: Good Faith Rule. 
Although Congress has reconvened 
from its August recess, it is not likely 
that we will have an answer before 
the end of October or perhaps Novem
ber. In the meantime, the proposed 
regulations provide that employers 
who reasonably and in good faith 
comply with Section 89 and its legis
lative history in 1989 will be treated 
as having satisfied Section 89. 
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Revenue Act - Sales and 
Use Tax - Negligence 
Penalty- Waiver 

A ten percent negligence penalty 
was improper where petitioner 
had reasonable cause to believe 
the transfer of personal property 
was exempt from use tax. 

John Nate Beverage, Inc. v. De
partment of Treasury, MTT Docket 
Number 111379 (March 21, 1989). 

Petitioner John Nate Jr. and his 
wife owned several semi-trucks which 
were transferred to the petitioner 
corporation in which John Nate Jr. 
held a 24 percent ownership interest. 
Prior to the transfer, Mr. Nate's 
bank loan officer verified through the 
local Secretary of State Office that 
the transfer of the vehicles was a 
nontaxable transfer, but would leave 
the final decision to the parties and 
the Respondent Department of Treas
ury. The bank loan officer concluded 
the transfer would be exempt as there 
appeared to be no change in the 
beneficial ownership of the property 
(MCL 205.93(3)(c)) and so advised the 
parties involved in the loan request. 
Department of Treasury later audited 
and assessed the transaction for use 
tax, penalty and interest. The pen
alty assessed originally was a 25 
percent penalty for intentional disre
gard of the law. Prior to the tax 
tribunal hearing, the penalty was 
revised to ten percent for negligence 
for failure to pay the tax. 

At the hearing, Petitioner con
tended that failure to pay the tax was 
due to reasonable cause. The tribunal 
reviewed Revenue Administrative 
Bulletin 86-1 entitled Penalty Policy 
Statement issued by the Respondent. 
The bulletin interprets MCL 
205.24(3) to allow the waiver of 
penalties if a return is filed or remit
tance is paid after the time specified 
and the failure was due to reasonable 

cause and not to willful neglect. The 
tribunal reasoned that in the context 
of filing tax returns and making 
payments, reasonable cause generally 
means exercising ordinary business 
care and prudence. The tribunal 
found that the Petitioner did exercise 
ordinary business care and prudence 
and relied upon the bank loan officer 
advice as there appeared to be no 
change in the beneficial ownership of 
the property in that John Nate, Jr. 
was involved as a transferor and as a 
partial owner of the transferee. The 
Tribunal, therefore, abated the 
penalty. 

Income Tax - NOL Carry
back - Interest Accrual 

Interest ceases to run on tax defi
ciencies which are later offset by 
a net operating loss carryback 
from and after the due date of the 
return for the year in which the 
net operating loss occurred. 

Theodore A. Nugent v. Depart
ment of Treasury, MTT Docket 
Number 104270 (May 12, 1989). 

The Petitioner incurred Michigan 
income tax liability for the 1979 and 
1982 tax years. Petitioner incurred a 
net operating loss in 1983 and on 
June 16, 1986, requested that the 
Respondent allow the carryback of 
the net operating loss to the 1979 and 
1982 tax years. The Respondent 
agreed to do so but charged interest 
on the amount of the deficiency offset 
by the NOL up to the date of the 
filing of the carryback request. 

The tribunal noted that although 
the liability of the state to pay inter
est on a tax refund does not exist 
unless a statue or contract authorizes 
it, the Michigan Income Tax Act 
incorporated provisions of the Inter
nal Revenue Code. Code Section 
6601(d) provides that the computa
tion of interest ends with the filing 

State and Local 
Tax Update 

29 



State and Local 
Tax Update 

30 

date for the taxable year in which the 
net operating loss arises. Interest 
continues to run beyond the filing of 
the amended return on any portion of 
the deficiency which is not eliminated 
by the carryback. 

Officer Liability -
Sales and Use Tax 

Corporate officer responsible for 
filing of returns and payment of 
corporate sales taxes is person
ally liable for payment in the 
event the corporation fails to do 
so. 

Gerald D. Arnold v. Michigan De
partment of Treasury, MTT Docket 
Number 111341 (May 24, 1989). 

Petitioner Arnold was a co-incorpo
rator and served as secretary-treas
urer of P-G Corporation. The Michi
gan Department of Treasury applica
tion for registration listed Petitioner 
as the officer having control of or 
charged with the responsibility for 
filing and payment of Michigan tax 
returns. Petitioner was removed as a 
director and officer of P-G Corporation 
on May 4, 1981. Petitioner contends, 
however, that he ceased any active 
involvement in the corporation from 
and after November 15, 1980. 

The issue is whether Petitioner can 
be held personally liable for the corpo
ration's sales tax for March and April 
of 1981. The tribunal reviewed MCL 
205.65(2) and concluded that a corpo
rate officer having either control or 
supervision or responsibility for 
making returns of payments may be 
held liable. With the facts presented, 
the Tribunal concluded that Peti
tioner had both control and responsi
bility for the tax period in question 
and, therefore, was liable for the 
failure of the corporation to file re
turns and make payments for sales 
tax. 
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Capital Acquisition 
Deduction -Single Busi
ness Tax - Constitutionality 

The Capital Acquisition deduc
tion for Michigan Single Business 
Tax is unconstitutional for the 
reason that it discriminates 
against out of state taxpayers. 
The deduction is severable from 
the tax act which may be en
forced without reference to the 
invalid provision. No refund is 
granted as the decision is given 
prospective only application. 

Caterpillar Inc. v. Michigan De
partment of Treasury, Court of 
Claims Docket Number 84-9664 (July 
13, 1989). 

Plaintiff, Caterpillar Inc., filed 
amended returns seeking refund of 
single business taxes overpaid with 
respect to 1981 through 1984, inclu
sive. The refund was calculated by 
Plaintiff utilizing an alternate 
method of apportionment approved 
by the Michigan Court of Appeals in 
Jones and Laughlin Steel v. Depart
ment of Treasury and by utilizing the 
three factor apportionment formula 
provided by the statue for tax base 
apportionment for purposes of appor
tioning the capital acquisition deduc
tion for personal property acquisi
tions. Plaintiff asked for the appor
tionment formula relief as an initial 
matter and requested, only in the 
alternative, that the Court of Claims 
hold that the capital acquisition 
deduction apportionment formula 
consisting of the property and payroll 
factors unconstitutionally discrimi
nates against out of state taxpayers. 
The court was asked by the parties to 
rule on the constitutional claim 
pending final decision by the Michi
gan Supreme Court in Trinova. 
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Corporation v. Michigan Depart
ment of Treasury, which dealt with 
the standards for granting single 
business tax apportionment formula 
relief. 

Presented with this limited ques
tion, the Court of Claims held the 
deduction unconstitutional for the 
reason that it would always result in 
a higher personal property capital 
acquisition deduction for a taxpayer 
with relatively greater amounts of 
property and payroll located within 
Michigan than for a similarly situ
ated taxpayer located outside of 
Michigan. Although the court ob
served that discrimination of this 
type is clearly unconstitutional under 
a series ofUnitefl States Supreme 
Court Cases, it nonetheless held its 
decision with respect to the capital 
acquisition deduction to be one of 
first impression and, therefore, 
appropriate for prospective only 
application. 

The final judgement entered in 
this case on August 11, 1989 provides 
that the.provisions of Section 23(a) 
and (c) are severed from the Single. 
Business Tax Act effective for all tax 
years commencing after September 
30, 1989. Caterpillar Inc. has filed a 
claim of appeal with the Michigan 
Court of Appeals. 

Tax Base Apportionment -
Single Business Tax 

A modified Single Business Tax 
apportionment formula may be 
employed in determining the 
liability of a multistate taxpayer 
where the statutory formula 
unfairly represents business 
activity. 

Trinova Corporation v. Michigan 
Department.ofTreasury, Supreme 
Court Docket Number 82673 (August 
21, 1989). 

Trinova Corporation made sales of 
tangible personal property in Michi
gan in 1984 of an amount slightly 
less than $104,000,000.00. Trinova 
maintained no production facilities 
within Michigan and was represented 
by a sales force of approximately 14 
employees working out of a sales 
office in the Metropolitan Detroit 
area. In connection with its business 
activity during 1984, Trinova in
curred a loss for federal income tax 
purposes in excess of $42,000,000.00 
but nonetheless incurred liability for 
Michigan single business tax of 
$293,000.00. Trinova filed amended 
single business tax returns utilizing 
the apportionment formula to attrib
ute all of its tax base to Michigan ex
cept for compensation and deprecia
tion expense, which was directly allo
cated to the state and added to appor
tioned tax base. The Michigan Court 
of Claims granted the refund pursu
ant to the Court of Appeals decision 
in Jones and Laughlin Steel Corpora
tion v. Michigan Department of 
Treasury, _Mich. App. _ (1986). 

The Court of Appeals reversed, 
citing a statutory amendment which 
was enacted after the trial court 
judgment was granted to Trinova. 
The Michigan Supreme Court af
firmed the Court of Appeals decision 
and remanded to the Court of Claims 
for further proceedings. On review of 
the Trinova decision, the Supreme 
Court rejected the reasoning of the 
Jones and Laughlin decision which 
became final in 1986 when the Su
preme Court thrice refused to review 
it. Therefore, it did not deal with the 
issue presented of whether the statu
tory amendment could apply retroac
tively to a preexisting trial court 
judgement. 

The court held that in order to 
justify apportionment formula modifi
cation under the Single Business Tax 
Act, the party seeking the modifica
tion must show by clear and cogent 
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evidence that the business activity at
tributed to the taxpayer within the 
State of Michigan is out of all appro
priate proportion to that business 
activity which is actually transacted 
within the state or that the appor
tionment process has led to a grossly 
distorted result. Because the trial 
court did not apply this standard in 
evaluating Trinova's request for a 
modified apportionment formula, the 
case was remanded to the Court of 
Claims for further proceedings consis
tent with the decision. 
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Revenue Administrative Bulletin 1989-58 

Approved: September 18, 1989 

List of Certified Community Foundations 
Single Business Tax Credit and Income Tax Credit 

(Replaces Revenue Administrative Bulletin 1989-55) 

RAB-89-59. This Bulletin is an 
updated listing of the names, ad
dresses and phone numbers of the 
community foundations that have 
been certified by the Treasury De
partment in accordance with Public 
Act 514 of 1988 and Public Act 515 of 
1988. This Bulletin supersedes 
Revenue Administrative Bulletin 
1989-55, issued June 8, 1989. 

A limited number of community 
foundations may become certified 
before December 31, 1989; however, 
no additional Bulletins will be issued 
to announce their certification. To 
confirm the status of a later certified 
foundation, call the Community 
Foundation Unit, Hearings and Tax 
Research Division, at (517) 373-3672. 

Contributions to a certified com
munity foundation may be eligible for 
the tax credit described in Revenue 
Administrative Bulletin 1989-4. 

Albion Civic Foundation 
P.O. Box 156 
Albion, MI 49224 
(517) 629-5573 

Ann Arbor Area Foundation 
121 W. Washington, Ste. 400 
Ann Arbor, MI 48104 
(313) 663-0401 

Battle Creek Foundation (Greater) 
512 Michigan National Bank 
Building 

Battle Creek, MI 49017-3653 
(616) 962-2181 

Bay Area Community Foundation 
809 Saginaw Street 
Bay City, MI 48708 
(517) 893-4438 

Berrien Community Foundation, Inc. 
275 Ridgeway 

St.Joseph,MI 49085 
(616) 983-2077 

Buchanan Area Foundation 
P.O. Box 72 
Buchanan, MI 49107 
(616) 695-1500 

Capital Region Community 
Foundation 

300 N. Washington #201 
Lansing, MI 48933-1285 
(517) 485-1630 

Civic Foundation of Chelsea, 
Michigan 

P.O. Box45 
Chelsea, MI 48118 
(313) 475-2046 

Colon Foundation 
200 Goodell Avenue 
Colon, MI 49040 
(616) 432-3625 

Community Heritage 
Foundation of Eaton Rapids 

902 Raeburn 
Eaton Rapids, MI 48827 
(517) 663-4434 

Flint (Community Foundation 
of Greater) 

Northbank Center, Suite 410 
Flint, MI 48502-2013 
(313) 767-8270 

Four County Foundation 
P.O. Box 118 
Romeo, MI 48065 
(313) 798-8341 

Frankenmuth Area Community 
Foundation (Greater) 

c/o Trust Department 
210 S. Main Street 
Frankenmuth, MI 48734 
(517) 652-8597 
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Fremont Area Foundation 
108 S. Stewart Avenue 
Fremont, MI 49412 
(616) 924-5350 

Grand Haven Area Community 
Foundation, Inc. 

One South Harbor Drive 
Grand Haven, MI 49417 
(616) 842-6378 

Grand Rapids Foundation 
209-C Waters Building 
Grand Rapids, MI 49503 
(616) 454-1751 

Holland Community Foundation 
212 River Avenue 
Holland, MI 49423 
(616) 396-6590 

Jackson Foundation 
505 Wildwood Avenue 
Jackson, MI 49201 
(517) 787-1321 

Kalamazoo Foundation 
332 Comerica Bank Building 
Kalamazoo, MI 49007 
(616) 381-4416 

Leelanau Township Foundation, Inc. 
c/o George Anderson Agency, Inc. 
Depot 
Northport, MI 49670 
(616) 386-5341 

Manistee County Foundation 
U.S. 31 at Mason Street 
Manistee, MI 49660 
(616) 723-2576 

Marcellus Community Foundation 
249 E. North Street 
P.O. Box 738 
Marcellus, MI 49067 
(616) 646-5081 

Marshall Civic Foundation 
P.O. Box 1 
Marshall, MI 49068 
(616) 781-7832 

Midland Foundation 
P.O. Box 289 
Midland, MI 48640 

34 (517) 839-9661 
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Monroe County (Community 
Foundation of) 

105 E. Front Street 
P.O. Box 627 
Monroe, MI 48161 
(313) 242-1976 

Muskegon County Community 
Foundation 

425 W. Western Avenue 
Suite 304 
Muskegon, MI 49440 
(616) 722-4538 

Northeast Michigan Community 
Foundation, Inc. 

150-B North State Avenue 
Alpena, MI 49707 
(517) 354-2221 

Rochester Area Community 
Foundation (Greater) 

415 W. University Drive 
Rochester, MI 48063 
(313) 651-6700 

Saginaw Community Foundation 
118 East Genesee 
Saginaw, MI 48607 
(517) 755-0545 

Shiawassee Foundation 
P.O. Box 691 
Owosso, MI 48867 
(517) 725-5101 

Southeastern Michigan 
(Community Foundation for) 

333 W. Fort Street 
Detroit, MI 48226 
(313) 961-6675 

Three Rivers Area Foundation, Inc. 
P.O. Box 453 
Three Rivers, MI 49093 
(616) 279-7402 

Wyoming Community Foundation 
1290 Blanchard S.W. 
Wyoming, MI 49509 
(616) 531-0210 

Zeeland Community Foundation, Inc. 
101 E. Main Street 
Zeeland, MI 49464 
(616) 396-9100 



Michigan Tax Lawyer-3rd Quarter 1989 

Library Resources on Personal Computing 
By: Richard M. Matthews 

Whether it is keeping track of 
deadlines, preparing forms and elec
tions, tax planning and research, 
word processing, billing, lobbying, or 
something else, a computer can help 
every tax lawyer save time and 
money. 

Name/Publisher/Etc. 

Attorneys Computer Report 
Thomas F. Hatcher 
3690 North Peachtree Rd. 
Suite 200 
Atlanta, GA 30341 
(404) 455-7600 
Monthly. 12 pgs. $157/yr. 

Computer Counsel 
Law Bulletin Publishing Co., 
and Law Office 
Automation Center 

150 N. Wacker Drive 
Chicago, IL 60606 
(312) 726-0100 
Monthly. 16 pgs. $130/yr. 

Computerworld 
CW Publishing, Inc. 
375 Cochituate Road 
Framingham, MA 01701-9171 
(617) 879-0700 
Weekly. 48 pgs. $44/yr. 

Database Magazine 
Online, Inc. 
11 Tannery Lane 
Weston, CT 06883 
(203) 227-8466 
Bi-monthly. 125 pgs. $78/yr. 

Info World 
InfoWorld Publications, Inc. 
1060 Marsh Road, Suite C-200 
Menlo Park, CA 94025 
(818) 577-7233 
Weekly. 102 pgs. $100/yr. 

If you want to join or keep abreast 
of the computer revolution, you 
should consider subscribing to a few 
of the many available periodicals 
covering current events in the field of 
computing. Here is a listing of some 
of these periodicals. 

Description 

Newsletter for attorneys and law 
office administrators. Recent articles 
have covered getting started with law 
office computerization and a list of 
software for CPAs. 

New publication that counsels attor
neys on computer applications. Re
cent issues include a review of model 
document preparation, a case study 
on building a large-firm database, a 
case study on building a network for 
45 users, and a letter to vendors 
about what lawyers really need. 

A newspaper for the computer com
munity. 

Devoted exclusively to database 
reference and review. 

A newspaper about personal 
computing. 
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Law Office Management 
& Administration Report 
Institute for Office Manage-

ment & Administration, Inc. 
5 West 36th Street 
New York, NY 10018 
(212) 244-0360 
Monthly. 20 pgs. $245/yr. 

Lan Times 
Novell, Inc. 
122 East 1700 South 
P.O. Box 5900 
Provo, UT 84606 
(801) 379-5800 
Monthly. 200 pgs. No charge. 

Legal Tech 
Leader Publications 
111 Eighth Avenue 
New York, NY 10011 
(800) 888-8300 
Monthly. 8 pgs. $150/yr. 

Mac WEEK 
Coastal Associates 

Publishing, L.P. 
One Park Avenue 
New York, NY 10016 
( 609) 428-5000 
Weekly. 98 pgs. $75/yr. 

Macworld 
IDG Communications, Inc. 
501 Second Street 
San Francisco, CA 94107 
(800) 234-1038 
Monthly. 300 pgs. $30/yr. 

MIS Week 
Fairchild Publications 
7 E. 12th Street 
New York, NY 10003 
(215) 630-1522 
Weekly. 48 pgs. $50/yr. 
Free to qualified individuals. 

Michigan Tax Lawyer-3rd Quarter 1989 

Useful information on all facets of 
law office operations, including 
surveys on computer related prod
ucts. 

Primarily devoted to computer net
working. 

Targeted at law firms. Recent issues 
have discussed automated conflict-of
interest systems, linking PC-DOS 
computers with MS-DOS computers, 
information storage systems, and 
keeping abreast of developments in 
Washington. 

An independent newspaper for users 
of Macintosh and other Apple prod
ucts. 

Independent publication 
covering Macintosh hardware, 
software and applications. 

A newspaper about information 
management. 
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Office Computing Report 
Patricia Seybold's Office 

Computing Group 
148 State St., Suite 612 
Boston, MA 02109 
(617) 742-5200 
Monthly. 22 pgs. $385/yr. 

Office Systems '89 
Springhouse Corporation 
1111 Bethlehem Pike 
Springhouse, PA 19477-0150 
Monthly. 114 pgs. $36/yr. 
Free to qualified recipients. 

Online Magazine 
Online, Inc. 
11 Tannery Lane 
Weston, CT 06883 
(203) 227-8466 
Bi-monthly. 127 pgs. $78/yr. 

PC Resource 
IDG Communications/ 
Peterborough, Inc. 

80 Elm Street 
Peterborough, NH 03458 
Monthly. 130 pgs. $27.97/yr. 

PC World 
PCW Communications, Inc. 
501 Second Street 
San Francisco, CA 94107 
(800) 234-3498 
Monthly. 276 pgs. $29.90/yr. 

Personal Computing 
VNU Business Publications, Inc. 
Ten Holland Drive 
Hasbrouck Heights, NJ 07604 
(800) 423-1780 
Monthly. 264 pgs. $18/yr. 

Publish! 
PCW Communications, Inc. 
501 Second Street 
San Francisco, CA 94107 
(800) 525-0643 
Monthly. 112 pgs. $39.90/yr. 

Analysis of selected products, trends 
and issues. 

Covers desktop publishing and re
lated needs. Recent articles have 
covered electronic mail systems and 
how to choose a copier. 

Devoted exclusively to online infor
mation systems. 

A guide to personal computers and 
office automation products. Recently 
featured are fax machines and 
boards, word processors and pocket 
computers. 

Covers all facets of personal comput
ing. Recent articles have compared 
word processors and forms software. 

Covers all facets of personal comput
ing. Recent feature articles have 
included information on optical 
storage, laptop computing, and how to 
decipher networking jargon. 

Covers desktop publishing and re
lated needs. Recent issues have had 
feature articles on chartmaking and 
color graphics. 
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TechKnowledge 
Wang Laboratories, Inc. 
One Industrial Avenue 
Lowell, MA 01851-5185 
Monthly. 60 pgs. No charge. 

Today's Office 
Hearst Business 

Communications, Inc. 
645 Stewart Avenue 
Garden City, NY 11530 
(516) 227-1300 
Monthly. 74 pgs. $30/yr. 
Free to qualified individuals. 

Wang in the News 
Wilson Publications, Inc. 
241 Live Oak 
Marlin, TX 76661 
(817) 883-2533 
Monthly. 35 pgs. $39/yr. 

For other publications and a list of 
organizations providing information 
on all aspects of computing (user 
groups, consultants, research centers, 
directories, etc.), consult Computers 
and Computing Information Re
sources Directory, published by Gale 
Research Company, Book Tower, De
troit, Michigan 48226. You may want 
to consult The Directory of Directo
ries, also published by Gale Research 
Company, for other sources of infor
mation on computers. 

In addition to using Lexis and 
Westlaw, consider subscribing to 
PHINet, an on-line database for tax 
lawyers, provided by the Prentice 
Hall Information Network, (212) 373-
8600. 

As you progress, you may want to 
subscribe to an electronic mail sys
tem, such as CompuServe or ABA/ 
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Distributed to Wang users. 

Concentrates on office automation. 

An independent newspaper for Wang 
computer users. 

Net. Through these systems, you can 
ask questions, share ideas and other
wise communicate with fellow sub
scribers. 

Finally, it is never too early to con
tact the ABA, the State Bar of Michi
gan and your local bar association for 
references. For example, the ABA's 
Section of Economics of Law Practice 
has published LOCATE, which is a 
directory oflaw office computer soft
ware. Also, various user groups have 
formed under that Section's Com
puter Division. 
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Shortcuts is a regular feature of the Michigan Tax Lawyer that provides 
suggestions and tips to expedite your work and help you get the answers you 
need quickly. This issue features a summary of recent IRS releases, as well as 
a rundown of events at the Taxation Section's recent Summer Tax Conference 
on Mackinac Island. 

Summary of Recent IRS 
Releases Affecting 
Employee Benefit Plans. 

The following is a brief summary of 
certain recently published IRS agency 
releases affecting employee benefit 
plans. 

1. User Fees Clarified for Volume 
Submitters. 
In Announcement 89-90, 1989-25 
I.R.B. 38, the IRS confirmed that in 
connection with the volume submitter 
program, an initial application fee of 
$1,000 must accompany the filing of a 
"specimen" or "lead" plan upon its 
submission to the IRS. Mter the 
''lead" plan has been approved, subse
quent adopters will be charged only a 
$100 user fee, and the applicable sub
mission form is Form 5307. 

Employers which are not part of 
the volume submitter program gener
ally will submit their plans on IRS 
Form 5300 or 5301 and will be 
charged a user fee of $450.00 if the 
employer has under 100 employees, 
or $750.00 if the employer has over 
100 employees. 

Please note, in Revenue Ruling 89-
68, 1989-27 I.R.B. 5, the IRS held 
that the applicable user fee paid by 
an individual in connection with 
submitting a ruling request to the 
IRS was deductible under Internal 
Revenue Code Section 212(3). 

2. Wasting Trusts. 
In Revenue Ruling 89-87, 1989-27 
LR.B. 5, the IRS ruled that a quali
fied plan must distribute its assets as 
soon as administratively feasible 
after termination, or it will be consid
ered an ongoing plan which must 

meet all the qualification require
ments of Code Section 401(a). The 
plan also must, if applicable, meet the 
minimum funding standards set forth 
in Code Section 412. 

The IRS noted that whether a dis
tribution occurs as soon as adminis
tratively feasible will be determined 
upon the "facts and circumstances" of 
each case. However, if distributions 
are not completed within one year 
following the date of plan termination, 
the IRS will presume that the plan 
was not terminated as soon as admin
istratively feasible. The IRS also noted 
that generally, the date ofplan termi
nation for a single employer plan 
under Title IV of ERISA will be the 
date of plan termination for purposes 
ofthe Code. 

Plans terminated before July 3, 
1989 may qualify for special transition 
relief. If a plan does not qualify for 
special relief, it will be considered an 
ongoing plan for purposes of Code Sec
tion 401(a) and will not be treated as a 
qualified plan for all prior years in 
which the qualification requirements 
were not met. Such a plan has the op
portunity to prospectively qualify for 
future years only if it is retroactively 
amended to meet all qualification re
quirements and employee benefit 
rights are retroactively restored as if 
the plan had been in compliance with 
the qualification requirements during 
those years in which it failed to satisfy 
those requirements. 

3. Interest Rate Charged on Plan 
Loans. 
In Revenue Ruling 89-14, 1989-6 
I.R.B. 6, the IRS held that a partici
pant's benefits under a plan were 
assigned in violation of Code Section 
401(a)(13) because the accrued nonfor-
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feitable benefits of the participant 
were used as security for a loan from 
the plan's trust which carried an 
unreasonably low interest rate. Un
fortunately, the IRS does not discuss 
what interest rate was used or how it 
determined that the interest rate was 
unreasonably low. 

Please note, Department of Labor 
Regulation Section 2550.408(b)-1(e) 
provides that a loan will be consid
ered to bear a reasonable rate of 
interest if" ... such loan provides the 
plan with a return commensurate 
with the interest rates charged by 
persons in the business of lending 
money for loans which would be made 
under similar circumstances." The 
preamble to this regulation (54 FR 
30520, July 20, 1989) contains a 
significant discussion relating to 
determining a reasonable rate of 
interest. 

4. Exception to 10% Excise Tax on 
Early Withdrawals. 
Section 72(t)(2)(A)(iv) contains an 
exception to the 10% penalty tax for 
early withdrawals from an individual 
retirement account or qualified plan 
if the distribution is part of a series of 
substantially equal period is pay
ments (not less frequently than 
annually) made for the life (or life 
expectancy) of the employee or the 
joint lives (or joint life expectancies) 
of the employee and beneficiary. 

Exactly how to determine "sub
stantially equal periodic payments" in 
order to satisfy the exception to the 
10% penalty tax was unclear until the 
IRS published Notice 89-25, 1989-12 
I.R.B. 68. In the Notice, the IRS sets 
forth three alternate methods of 
determining substantially equal 
periodic payments for purposes of 
avoiding the 10% penalty tax. First, 
the annual payments may be deter
mined in a method that is acceptable 
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for purposes of calculating minimum 
distributions under Code Section 
401(a)(9). Second, the amount to be 
distributed annually may be deter
mined by amortizing the taxpayer's 
account balance over a number of 
years equal to the life expectancy of 
the account owner (with life expec
tancies determined in accordance 
with Proposed Regulation Section 
1.401(a)(9)-1 of the Regulations) at an 
interest rate that does not exceed a 
reasonable interest rate on the date 
payments commence. Finally, the 
amount may be determined by divid
ing the taxpayer's account balance by 
a proper annuity factor which is 
derived using a reasonable mortality 
table and using an interest rate that 
does not exceed a reasonable interest 
rate on the date payments commence. 

Keep in mind, Section 72( t)( 4) pro
vides that the periodic payments 
should continue for at least five years 
or until the individual reaches age 
59-1/2, whichever is later. 
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Taxation Section 1989 Summer Tax Conference 
Mackinac Island, July 27 through July 29, 1989 

By: Mark McGowan 

The State Bar of Michigan Taxa
tion Section held its Annual Summer 
Tax Conference on July 27 through 
July 29, 1989 at the Grand Hotel on 
Mackinac Island, one of Michigan's 
finest and most beautiful conference/ 
vacation locations. 

The Conference was attended by 
attorneys, spouses, and families rep
resenting a broad cross-section 
ofthe approximately 2,000 Taxation 
Section members residing throughout 
the State. 

Five nationally recognized special
ists made presentations during two 
full mornings of seminar activities. 
The subjects covered included trans
actional issues relating to employee 
benefit plans, corporate acquisitions 
and dispositions from a transactional 
point of view, anti-freeze rules under 
Internal Revenue Code Section 
2036(c), ESOPS, and current Michi
gan business tax issues. 

Ample opportunities for socializing 
were enjoyed during two cocktail 
receptions and a formal dinner which 
included live dinner music and a 
most professional performance by 
"Christopher the Magician." 

The Conference attendees all 
seemed to enjoy this unique opportu
nity to meet fellow practitioners in a 
relaxed social setting, to continue 
their legal education, and to enjoy the 
natural beauty and elegance of 
Mackinac Island. 

The Summer Tax Conference is an 
important part of the Taxation Sec
tion's drive to promote networking 
and enhance professionalism among 
tax lawyers. 

Next year's Summer Tax Confer
ence already is scheduled for July 12, 
13 and 14. The Homestead, perhaps 
Michigan's premier waterfront resort, 
located in Glen Arbor on the sandy 
beaches of Lake Michigan, is the 
meeting site. 

More information will be available 
soon for this special aimual occasion. 
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By: Mark Solomon 

Tax Planning for Real Estate 
Transactions. 
Stefan F. Tucker. Callaghan & Com
pany, 155 Pfingsten Road, Deerfield, 
Illinois 60015. Telephone: (800) 323-
1336. Two volumes (looseleaf) 1989. 
$160.00. Supplemented periodically. 

Real estate tax lawyers have suf
fered greatly in the 1980's. Starting 
with the Installment Sales Revision 
Act of 1980, followed shortly thereaf
ter by the massive changes of ERTA 
in 1981, the Subchapter S Revision 
Act of 1982, the Tax Reform Act of 
1984, the Imputed Interest Act of 
1985, the Tax Reform Act of 1986, the 
Revenue Act of 1987, and T AMRA in 
1988, the real estate tax lawyer must 
make his or her way through PIGs 
and PALs, at-risk rules, broadened 
rules for the capitalization of a vari
ety of expenditures, ever-changing 
cost recovery periods and methods, 
on-going changes relating to capital 
and Section 1231 gains and losses, to 
say nothing of knowing the tax law 
relating to C corporations, S corpora
tions, and partnerships sufficiently 
well to choose the form of entity in 
which to hold real property and to do 
business. And the decade is not yet 
quite over! 

Tax Planning for Real Estate 
Transactions cannot cure this ail
ment, but it can go a long way in 
reducing the suffering of those of us 
so woefully afflicted. 

Written by Stefan Tucker, a 
graduate of the University of Michi
gan and the University of Michigan 
Law School, who attributes his inspi
ration to complete this work to the 
now deceased, but much revered, 
Michigan law professor, L. Hart 
Wright, and to now retired Chief Tax 
Court Judge Theodore Tannenwald, 
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Jr., this treatise is the most compre
hensive, clearly written and up-to
date work of its kind currently avail
able. 

All of the usual federal tax topics 
in real estate are covered, although 
the three chapters on foreign inves
tors in United States real estate, 
creative financing considerations, and 
estate planning for real estate would 
not be found in every volume on 
federal real estate taxation. Of 
greater importance, and the real 
strength of this set, is the virtually 
exhaustive research and documenta
tion which is exhibited in the text. By 
way of example, the table of private 
letter rulings reflects an astonishing 
164 entries! The author, who is a 
superb draftsman, also has provided 
numerous useful forms. Again by way 
of example, in section 11.85, a due 
diligence checklist with sample repre
sentations and warranties for use in 
connection with a stock purchase 
agreement is provided, and the due 
diligence checklist portion alone is 14 
pages long! The author is nothing, if 
not thorough. 

Thoroughly footnoted throughout, 
there are numerous useful references 
to law review and journal articles 
relating to real estate taxation. 

A superb work. Highly recom
mended. 

Taxation of Passive Activities. 
Neil Kimmelfield. Prentice Hall Law 
and Business, 910 Sylvan Avenue, 
Englewood Cliffs, New Jersey 07632. 
Telephone: (800) 223-0231. Two vol
umes (looseleaf), 1517 pages, 1989. 
$180.00. Supplemented periodically. 

The author, now a partner in Lee, 
Toomey and Kent in Washington 
D.C., was an attorney in the Office of 
Tax Legislative Counsel at Treasury 
from 1984 through 1988. As ~uch, he 



Michigan Tax Lawyer-3rd Quarter 1989 

happens to be the principal drafter of 
the first set of Temporary Regula
tions under Internal Revenue Code 
Section 469, the passive activity rules 
relating to the use of losses and 
credits. 

If I had written those regulations, 
I do not think I would tell anybody 
about it, although it is hard to blame 
the author forcashing in on his 
expertise. 

In what is surely the most exhaus
tive treatment ever on passive activi
ties, this work takes us step-by-step 
through the policy considerations 
underlying Code Section 469 and to 
the technical treatment of numerous 
facets of the statute and regulations. 
Coverage includes identification of 
taxpayers subject to the rules, the 
definition of "passive activity'' and 
"material participation," calculations 
of passive activity losses and credits, 
identification of what constitutes an 
activity (mostly forthcoming), and 
many, many other topics including 
such esoterica as the treatment of 
self-charged expenses, special rules 
for consolidated returns, and interac
tions with the investment interest 
limitations. There is even a chapter 
(86 pages long!) on effective dates and 
transitional rules. Some 33 appendi
ces to the text helpfully provide com
plete coverage of the original legisla
tive, statutory, and administrative 
sources of the law relating to Section 
469. 

All in all, this is a lengthy trip 
through a tax Disneyland, made 
worthwhile not only by the author's 
substantial effort in achieving techni
'cal accuracy, but also by his invalu
able (and frequently expressed) per
sonal insights and informed specula
tions. 

The Journal of Taxation of Es
tates and Trusts. 
Quarterly journal published by 
Faulkner and Gray, Inc., 106 Fulton 
Street, New York, N.Y. 10038. Tele-

phone: (212) 766-7800. $99.00 per 
year. 

This journal is a welcome new ad
dition to the tax literature in estate 
planning and estate administration. 
The lead articles are typically prac
tice-oriented and occasionally analyti
cal. A recent issue (Summer 1989) is 
representative and contains articles 
dealing with (1) estate planning for 
unmarried couples, (2) estate plan
ning for qualified plan benefits, (3) 
Section 303 redemptions, and (4) 
using qualified trusts to maintain an 
S election at the death of a share
holder. 

In what appears to be becoming a 
standard format of Faulkner and 
Gray tax journals, there are regular 
quarterly departments which include 
(1) a report on the most recent estate 
and trust developments, (2) fiduciary 
problems, (3) fmancial planning, ( 4) 
estate tax return problems, (5) estate 
and trust accounting, ( 6) state and 
local developments in estates and 
trusts, and (7) estate and trust tax 
literature. 

This journal is similar to and pre
sumably competitive with the War
ren, Gorham & Lamont journal Estate 
Planning. I find little to choose be
tween them but am glad to have both 
available. 

Letter Ruling Review 
Meade Emory. Monthly journal 
published by Tax Analysts, North 
Fairfax Drive, Arlington, Virginia 
22213. Telephone: (703) 532-1850. 
$78.00 per year. 

Many practitioners have long 
noted the difficulty of keeping abreast 
of private letter rulings. Given the 
large number of private letter rulings 
released to the public each month, it 
is a monumental task sifting through 
them to find those of the greatest 
interest. Even if the IRS makes good 
on its threat to discontinue issuing 
so-called "comfort" letters, there are 
far too many rulings for most general 
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tax practitioners to peruse comforta
bly. 

Letter Ruling Review thus per
forms a valuable service by function
ing as a sifter of the sand. Prepared 
by the widely-respected Meade 
Emory, currently a partner in the 
Seattle law firm of LeSourd & Patten 
(and formerly Assistant to the Com
missioner of Internal Revenue and 
Legislation Counsel to the Joint 
Committee), this newsletter describes 
the latest ruling letters thought to be 
of wide-spread interest to the tax 
community. Also described are the 
latest developments relating to the 
letter ruling process itself. 

The actual value of the Letter Rul
ing Review will, of course, depend on 
how well its editor judges which 
rulings are of interest to readers. If 
the first issue (August 1989), which is 
the only issue available as of the time 
of the writing this column, is any in
dication, I expect to be reading this 
newsletter for a long time to come. 

Benefits Coordinator. 
The Research Institute of America, 
Inc. 90 Fifth Avenue, New York, New 
York 10011. Telephone: (800)431-
9025. 
Six looseleaf volumes and one news
letter binder. $650.00 for one year or 
$620.00 per year for two years. 

RIA's new Benefits Coordinator 
fills a major gap in the fringe benefits 
arena. A well-stocked tax library will 
abound, shelf-after-shelf perhaps, 
with works devoted to every aspect of 
ERISA, employee pension benefit 
plans, and various forms of executive 
compensation. However, there has 
been relatively little coverage of other 
forms of fringe benefits. 

The Benefits Coordinator re
sembles other RIA reporters in its or
ganization by subject matter, rather 
than by Code Section. Thus, learning 
to use the Benefits Coordinator is 
unlikely to be an issue for most 
readers of this column. There are, of 
course, the familiar RIA features 
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such as a topic index, findings table, 
current matter section, planning sec
tion, and practice aids. 

What stands out here is not the 
presence of topical coverage (although 
this is often very helpful), but the 
topics covered themselves. Health 
care, disability benefits and insur
ance, life insurance, death benefit 
plans, dependent care programs, 
education benefits, legal expense 
plans, tax and legal rules relating to 
time off, cafeteria plans, VEBAs, 
automobile usage, and parking, to 
name just a few, all receive compre
hensive treatment in this new serv
ice. Of course, COBRA, Section 89 
(ugh!), and the statutory fringe 
benefit rules of Section 132 all receive 
substantial coverage. 

Very wisely, the Benefits Coordi
nator does not limit itself to tax cov
erage or even to ERISA coverage, 
although ample coverage ofboth is 
present. For example, the coverage of 
the health care industry, including 
the much neglected law relating to 
HMO's and PPO's, as well as sections 
on subrogation of benefits and coordi
nation of benefits (a mixture of 
ERISA and state law), are treated at 
length. COBRA and continuation 
requirements under state law also 
are covered. 

Volume 4 of the Benefits Coordina
tor contains model language for a 
variety of benefit plans and clauses. 
While the artfulness of these plans 
and clauses is suspect, they do, in 
virtually all cases, provide a reason
able starting point for someone who 
would otherwise have to draft a 
document from scratch. 

The final two volumes of this ex
cellent service conveniently collect 
the statutory and administrative law 
of fringe benefits into a handy, easily
reached spot on the shelf. Also in
cluded with the Benefits Coordinator 
is a weekly eight-page newsletter 
containing summaries of the latest 
developments in both pension and 
non-pension fringe benefits. 
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Tax Aspects of Litigation and 
Settlements 
Sandy Kasten and Brad Seligman. 
Callaghan & Company, 155 Pfingsten 
Road, Deerfield, Illinois 60015. 
Telephone: (800) 323-1336. Hard
bound binder, not consecutively pagi
nated, with periodic supplementa
tion. $85.00. 1989. 

This volume fills a long-existing 
void in the tax literature by providing 
a comprehensive survey of the many 
tax complexities relating to judg
ments and settlements of non~tax 
litigation. 

In his foreword, author Brad 
Seligman alleges that this work is 
written for the litigation lawyer and 
not for the tax lawyer. While this is 
no doubt true in his own mind, I 
believe he underestimates the inter
est that tax lawyers will (or should) 
take in this volume. 

The broad scope of this work may 
be gleaned from some of its chapter 
headings: plaintiffs tax considera
tions, defendant's tax considerations, 
plaintiffs litigation strategies, admis
sibility of tax considerations, per
sonal injury litigation, cases involv
ing injuries to personal rights, family 
law matters, cases involving personal 
finance, employment litigation, and 
estate and trust litigation. There 
also are separate chapters on litiga
tion involving real estate, business, 
corporations, and partnerships. 

Of particular interest is the last 
chapter of the book which is cap
tioned "Attorney's Tax Considera
tions." Alas, this last chapter is woe
fully brief. 

Overall, the authors have done a 
fine job in detailing the tax law 
relating to litigation. Perhaps, in 
their next supplement the authors 
will find time to cover the following 
topics which are either omitted en
tirely or which receive only scant 
attention: (1) the tax treatment of at
torney, accountant, and actuary 

malpractice awards, both from the 
payor and the payee perspective, and 
(2) the tax treatment of breach of 
fiduciary duty awards under ERISA 
from both the point of view of the 
payor and the employee benefit plan, 
and also from the point of view of a 
participant who may be receiving a 
payment from a possibly no-longer 
tax-qualified plan. 

Erratum- Michigan Tax 
Lawyer, 1989, Second Quarter. 
The last line' of Footnote 37 on 
page 21 was inadvertently omit
ted by the printer. The correct 
Footnote 37 is shown below: 

37. Footnote 3, 103 LEd 2d at 
909-910. His compilation in
cludes Maryland, which exempts 
some municipal emergency per
sonnel but does not exempt most 
state retirees. 
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