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I 
Many complex financial issues arise 
when a marriage terminates. Will one 
spouse need support from the other? 
Will the children need support? Who 
will receive the family residence? 
Who receives the dependency exemp
tion? Who receives the child tax cred
it? How will the parties file their 
income tax returns? Who receives any 
tax refund? Many issues in a marital 
settlement have tax consequences 
which favor one party at the expense 
of another. 

The five key areas of tax negotiation 
in marital settlements are: 

Alimony, in which one spouse 
makes payment for the support of 
the other spouse, the payor spouse 
receives a deduction for alimony 
(Section 215, IRC 1986)(all Section 
references are to the Internal Revenue 
Code of 1986, as amended), whereas 
the payee spouse includes alimony in 
gross income (Section 71). Alterna
tively, alimony can be made tax-free to 
the payee spouse and non-deductible 
by the payor spouse. This is some
thing the parties must negotiate. 

Property settlements, in which one 
spouse transfers property to another 
spouse without Federal income or gift 
tax consequences, but in which the 
basis of the property in the hands of 
the transferor spouse is carried over to 
the transferee spouse, thus transfer
ring future income tax consequences 

to the transferee spouse. 
Child support, in which the payor's 

payments may be taxable to the payee 
spouse, and deductible by the payor 
spouse, or tax-free by the payee 
spouse and nondeductible to the 
payor spouse. 

The dependency exemption, in 
deciding which spouse will claim the 
dependency exemption. 

Other issues include the deductibil
ity of legal and accounting fees, life 
insurance premiums, and medical 
expenses, claiming the child tax cred
it, determining the filing status of the 
parties, payment of estimated taxes, 
and entitlement to tax refunds. 

Many of these tax items favor one 
spouse at the expense of the other. If 
the practitioner is not aware of the 
tax consequences of an item, the set
tlement will not be based on a full 
economic picture and a one-sided set
tlement may be negotiated that 
produces friction when the other 
side learns of the tax consequences. 
Tax dollars that could be saved 
and split between the parties may 
be lost to the government through 
careless planning. 

The husband and wife are tax adver
saries regarding alimony, because 
alimony is taxable to the payee spouse 
and deductible by the payor spouse. 

Ill 

I 
Generally, however, the payee wants 
alimony tax-free, whereas the payor 
wants a deduction for alimony paid. 
Obviously, both spouses cannot be 
fully satisfied, for if one receives a tax 
benefit, the other receives a tax bur
den. Thus, alimony negotiations gen
erally result in a tug-of-war between 
the spouses as to who receives the 
burdens or the benefits. 

To qualify as alimony, and hence be 
deductible by the payor and includi
ble in the gross income of the payee, 
eight tests must be met: 

First, the payment must be made in 
cash. If the spouses desire that alimo
ny be non-deductible by the payor, the 
payor can shift the tax burden to him
self /herself by making the payment 
in other than cash. Cash includes cash 
and cash equivalents (such as checks, 
money orders payable on demand). 
Cash does not include services or 
property. Cash payments can qualify 
as alimony or property settlement 
depending upon the terms of the 
decree or agreement, but property 
transfers can never qualify as alimony. 

Second, 'the alimony payments 
must be received by or on behalf of 
the payee under a divorce or separa
tion instrument. The instrument may 
specify that the payor is to pay certain 
liabilities of the payee directly to a 
third party, such as rent, mortgage, 
professional fees or tuition. This pro-

Continued on page 6 
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vision gives the payor some control 
over the actual application of the pay
ments so that the payee does not 
squander the money. In addition, the 
payor can make payment to a third 
party at the written request of 

the payee. The request must specify 
that the parties intend the payment to 
constitute alimony. 

The third test requires that the pay
ments be made pursuant to a divorce 
or separation instrument, which 
includes: (1) a decree of divorce or 
separate maintenance or a written 
instrument incident to a divorce, (2) a 
written separation agreement, or (3) a 
decree or separation which is not 
a decree of divorce or separate 
maintenance or a written instrument 
incident to a divorce (i.e., a decree 
of support). A decree of divorce or 
separate maintenance includes a 
decree a mensa et thoro and a decree a
vinculo matrimoni. It does not include 
a decree of annulment. 

Payments may also be made pur
suant to a written separation agree
ment. Oral agreements are not 
acceptable. The written separation 
agreement does not have to be 
enforceable under State law. 

A decree for support includes 
alimony pendente lite, an interlo cuto
ry decree, or even a docket sheet entry, 
which des-cribes the result of the sup
port hearing. 

Fourth, the economic and tax 
positions of the parties may be such 
that they may prefer to negotiate an 
arrangement under which the payee 
is not taxable on alimony and the 
payor receives no deduction. This 
may be because the payee may be in a 
higher tax bracket than the payor, or 
the payor may have substantial tax
exempt income so that the payor does 
not need the alimony deduction. 

In such a situation, the parties may 
designate in the divorce or separation 
instrument that the payments do not 

constitute alimony. The non-alimony 
statement must contain a clear, explic
it and express direction that the pay
ments do not constitute alimony. The 
payee must attach to his/her return, 
for each year that the designation of 
non-taxable, non-deductible alimony 
applies, a copy of the divorce or sepa
ration instrument which contains the 
non-alimony designation. 

Although the parties may designate 
that a payment does not constitute 
alimony that would otherwise be tax
able to the payee and deductible by 
the payor, they cannot do the reverse; 
i.e., they cannot designate that an
otherwise non-deductible payment
constitutes deductible alimony. For
example, if a payment does not quali
fy as alimony because it is not made in
cash, the parties cannot designate
it as alimony in an attempt to qualify
the payment as alimony, whereas if a
payment is made in cash, and all the
other tests of alimony are met, the par
ties can designate that the payment is
not alimony.

Fifth, the husband and wife must 
not be members of the same house
hold when the payments are made, 
unless they are separated under 
a decree of support or a written 
separation agreement. 

Sixth, the payments must terminate 
on death of the payee spouse. Such a 
provision does not have to be set forth 
in a divorce or separation instrument 
if local law so provides. It is recom
mended, however, that such a provi
sion be inserted in the divorce or 
separation instrument to be certain of 
local law, as well as to be certain to 
achieve the intent of the parties. This 
test applies not only to payments 
made directly to a former spouse, but 
also to indirect payments (such as the 
payment of professional fees) made 
on behalf of a former spouse. 

In Maryland, since the statute pro
vides that alimony terminates on the 
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death of the payee spouse, no termi
nation on death provision is required 
in the instrument unless the parties 
want the payment to not constitute 
alimony, in which case they can pro
vide that the payments continue after 
the death of the payee spouse. This is 
an alternative to the non-alimony 
statement if the parties desire that the 
payments not constitute alimony. If a 
pay-after-death statement is included, 
none of the payments before or after 
the death of the payee spouse will 
qualify as alimony. 

Seventh, the parties may not file a 
joint Federal income tax return. 

Eighth, the payments may not 
constitute child support (which is 
discussed below). 

The recapture rules provide a trap 
for the unwary which can cause a 
boomerang of the intended tax conse
quences. These rules are designed to 
stop up-front property settlements 
from being characterized as alimony 
for Federal income tax purposes. 
Excess alimony subject to recapture 
occurs if the alimony paid in year 
three decreases by more than $15,000 
from the alimony paid in year two, or 
the. average of the alimony paid in
years two and three decreases signifi
cantly from the alimony paid in year 
one. The recapture rule requires the 
payor to include excess alimony paid 
in the first and second years as income 
in the third year. The payee, who pre
viously included alimony in income 
in the first two years, receives a corre
sponding deduction in the third year 
for the excess alimony included in the 
payor' s income in the third year. 

The recapture rules do not apply 
under the following four circum
stances: (1) excess alimony is caused 
by the death of either spouse prior to 
the end of the third post-separation 
year; (2) the payee remarries before 
the end of the third year; (3) fluctuat
ing payments during the first three 
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years result from alimony being meas

ured as a fixed portion of income from 

a business or property or from com

pensation from employment or self

employment; or (4) the payments are 

less than $15,000 per year. 

A marital settlement often includes 

provisions for child support and child 

custody. The general rule is that any 

payment,which under the terms of the 

divorce or separation instrument is 

"fixed," or "treated as fixed," as sup

port for the payor's child does not 

qualify as alimony. Thus, child sup

port payments are the antithesis of 

alimony payments since they are not 

deductible by the payor spouse, nor 

includible in the gross income of the 

payee spouse. 

A payment is "fixed" or "treated as 

fixed" if the instrument designates a 

specific amount of money or a part of 

a payment as child support. For 

example, if an instrument states that 

10% of each payment is for child sup

port, then 10% is deemed "fixed" as 

child support. Thus, a payment is 

deemed "fixed" or "treated as fixed," 

and hence constitutes child support, if 

it can be determined with mathemati

cal specificity. For example, a pay

ment of "$1,000.00 per month for my 

spouse and children" does not consti

tute child support since the amount of 

child support cannot be determined 

with mathematical specificity. Rather, 

the $1,000.00 will qualify as alimony if 

all the alimony tests are met. 

The spouses may shift the benefits 

to make payments deductible by the 
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payor and taxable to the payee by 

specifying only an alimony payment 

which includes child support. For 

example, a high bracket payor may 

offer a low bracket payee better terms 

if the payor can deduct child support 

payments under the guise of alimony. 

If the parties desire this result, they 

not only must not specify the amount 

as child support, but also they must 

avoid certain contingency provisions 

which are discussed below. 

The child support rules are not lim

ited to minor children. Thus, child 

support payments do not become 

alimony simply because the payments 

were made after a child reaches 

the age of majority. However, the 

gift tax rules for transfers of property 

do depend on the minority status 

of a child. 

Even if the instrument does not 

specifically provide that a portion of 

the payment is for child support, a 

portion will still be treated as child 

support to the extent that the payment 

is to be reduced on the happening of a 

contingency specified in the instru

ment relating to a child of the payor or 

at a time which can be clearly associat

ed . with a contingency related to

the child. Examples of such contin

gencies include a child obtaining a 

specified age, marrying, dying, leav

ing school, leaving the spouse's 

household, or gaining employment. 

A reduction at a time that can clearly 

be associated with a contingency also 

has the same effect. 

In two situations, payments other

wise qualifying as alimony are pre

sumed to be reduced at a time clearly 

associated with the happening of a 

contingency relating to a child of the 

payor spouse. In all situations except 

these two and the ones above, reduc

tions in payments are not treated as 

clearly associated with the happening 

of a contingency relating to a child of 

the payor spouse. The first situation 



is where the payments are to be 

reduced not more than 6 months 

before or after the date the child is to 

reach the age of 18, 21, or the local age 

of majority. The second situation is 

where the payments are to be reduced 

on two or more occasions which occur 

not more than one year before or after 

a different child of the payor attains a 

certain age between 18 and 24. 

This "certain age" must be the same 

for each child, but need not be the 

same whole number of years. The 

above presumptions may be rebutted 

by showing that the time at which the 

payments are to be reduced was 

determined independently of any 

contingencies relating to the child. In 

addition, the presumptions may be 

rebutted by showing alimony pay

ments are to be made for a period 

customarily provided in the local 

jurisdiction, such as one-half the 

duration of the marriage. 

If both alimony and child support 

are required by the decree or instru

ment and if any payment is less than 

the decree or agreement requires, an 

arrearage occurs. The arrearage pay

ment is first treated as child support 

up to the amount of required child 

support for the year, and the balance 

is then treated as alimony. In subse

quent years when the arrearage is 

made up, the arrearage make up will 

be characterized as alimony resulting 

in a bunching of income to the payee 

spouse in the year of make-up. To 

protect against this, the agreement 

or decree should penalize the payor 

by requiring the payor to pay the 

payee an amount equal to the 

increased tax liability caused by the 

arrearage payment (without specifi

cally stating that the penalty payment 

is intended to pay the increased tax 

liability of the payee, since this would 

be treated as additional income which 

would impose a further tax liability 

on the payee). 

Dependency Exemption 
A fourth area in negotiating tax issues 

in a marital settlement is the depend

ency �xemption, which can save 

taxes for the party who claims the 

exemption. As a result of the Working 

Families Tax Relief Act of 2004 (the 

"2004 Act"), effective for taxable years 

beginning after December 31, 2004, a 

taxpayer is entitled to an exemption 

amount ($3,300.00) in 2006 for each 

individual who is a dependent of the 

taxpayer for the taxable year. The 

2004 Act defines a dependent to mean 

a "qualifying child" or "qualifying rel

ative." These terms not only are used 

for purposes of the dependency 

exemption, but also for purposes of 

the child tax credit, dependency care 

credit, and head of household status. 

A "qualifying child" is an individ

ual: (1) Who is a child of the taxpayer, 

or a descendant of such child, or a 

brother, sister, stepbrother or stepsis

ter of the taxpayer, or a descendant of 

such relative; (2) Who has the same 

principal place of abode of the taxpay

er for more than half the year; (3) Who 

has not attained age 19 before the 

close of the taxable year of the taxpay

er, or is a full-time student under 

the age of 24 and at an "accredited 

institution," or is any age if perma

nently and totally disabled; and (4) 

Who has not provided over half of his 

or her own support for the calendar 

year in which the taxable year of the 

taxpayer begins. 

A "qualifying relative" is an indi

vidual who is related to the taxpayer 

if the individual: (1) is related to the 

child (2) has gross income for the year 

of less than $3,200; (3) receives more 

than one-half his/her support from 

the taxpayer, and (4) is not a qualify

ing child of the taxpayer. 

The following three tests apply to 

both a qualifying child and qualifying 

relative: First the taxpayer cannot 

claim the individual as a dependent if

the individual or the individual's 

spouse, if filing jointly, could be 

claimed as a dependent by another 

taxpayer. Second, the taxpayer cannot 

claim a married person who files a 

joint return as a dependent unless the 

joint return is only a claim for refund 

and the there would be no tax liability 

for either spouse on separate returns. 

Third, the taxpayer cannot claim a 

person as a dependent unless that per

son is a U.S. citizen, U.S. resident, U.S. 

national, or a resident of Canada or 

Mexico, for some part of the year, or is 

a nonresident alien child who has 

been adopted by the taxpayer. 

There is, however, a special rule for 

divorced or separated parents to 

determine who receives the depend

ency exemption. In effect, this special 

rule allows the parents to negotiate 

between themselves as to which par

ent should claim the exemption. The 

general rule for divorced or separated 

parents is that the parent who has cus

tody of a child for the greater portion 

of a calendar year is entitled to claim 

the dependency exemption for the 

child, regardless of which parent actu

ally contributes more than one half of 

the child's support for the year. 

The custodial parent can release 

his/her claim to the exemption to the 

non-custodial parent, regardless of 

which parent actually contributes 

more than half of the child's support. 

For the custodial parent to be able to 

release the exemption to the non-cus

todial parent, and for the child to be 

deemed the qualifying child of the 

non-custodial parent, the following 

tests must be met: (1) the child must 

receive over one-half of the child's 

support during the calendar year 

from the child's parents: (a) who are 

divorced or legally separated under a 

decree of divorce or separate mainte

nance; (b) who are separated under a 

written separation agreement; or (c) 

who live apart at all times during the 
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last 6 months of the calendar year; and 

(2) the child is in the custody of one or

both of the child's parents for more

than one-half of the calendar year.

This shift of the dependency 

exemption from the custodial to the 

non-custodial parent is accomplished 

by executing IRS Form 8332, in which 

the custodial parent states that he/ she 

will not claim the exemption for the 

year, and grants such exemption to 

the non-custodial parent. As a result 

of the Gulf Opportunity Act of 2005, 

effective for tax years beginning after 

December 31, 2004, a decree of divorce 

or separate maintenance or written 

separation agreement between the 

parents releasing the dependency 

exemption to the noncustodial parent 

is no longer required. All that is 

required is that the custodial parent 

sign a written declaration (preferably 

using Form 8332) that the custodial 

parent will not claim such child as a 

dependent for the taxable year and 

that the noncustodial parent attach 

the declaration to his/her return for 

such taxable year. 

The custodial parent may shift the 

dependency exemption to the noncus

todial parent for the current year, for 

several years, or permanently. By 

limiting the declarations to the 

current year, the custodial parent pro-

vides the non-custodial parent with 

incentive to fulfill the non-custodial 

parent's annual obligations in order 

to obtain the dependency exemption 

for that year. 

Thus, since either parent can 

obtain the dependency exemption 

regardless of which parent actually 

contributes more than half the 

child's support, the tax benefit of 

the dependency exemption is an 

appropriate item for negotiation in 

arriving at the terms of a marital 

settlement. During the negotiations, 

however, the parties should remem

ber that the dependency exemption 

phases-out at certain income levels. 

Property settlements can be effective

ly negotiated to avoid income and gift 

taxes to both spouses. However, there 

are different rules for each of these 

types of taxes. Settlements must 

be planned to comply with both 

sets of rules. 

For purposes of Federal income tax

ation, the general rule, found in Sec

tion 1041, is that no gain or loss is 

recognized on the transfer of property 

by the transferor to his /her spouse or 

former spouse if the transfer is inci

dent to the divorce. This rule applies 

to any property transfers made while 

the parties are in marital status or 

after the marriage ends (if the transfer 

is incident to the divorce). 

The non-recognition rule applies 

regardless of whether the transfer is in 

exchange for the relinquishment of a 

spouse's marital rights, for cash, or for 

other property. It also applies 

whether the transferor transfers 

separately owned property or is 

dividing jointly owned property 

equally or unequally. 

There are two exceptions to the 

non-recognition rule. The first excep

tion is where the transferor places 

property in trust for the benefit of 

the transferee and the property 

transferred has liabilities in excess 

of basis. The second exception 

applies where installment obligations 

are transferred. 

Where a spouse or former spouse 

receives a transfer of property 

incident to a divorce, the transferee is 

considered for income tax purposes to 

have received it from the transferor as 

a gift. Thus, the transferee receives 

the property free of income tax, and 

the basis of the property is carried 

over from the transferor. Although, 

the property transferred in a martial 

settlement is characterized as a gift 
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and the rule is that the basis of 

the property to the transferee is the 

same as it was to the transferor, this 

differs from the basis rules for gifts. 

Where a gift is involved, the basis of 

the property to the donee is the lesser 

of the basis of the property or its fair 

market value for purposes of deter

mining loss on a subsequent sale of 

the gift property. 

The non-recognition rule means 

that gain or loss on the property trans

ferred will be recognized by the trans

feree upon a subsequent sale of the 

property. This includes gain taxed 

as ordinary income on transferred 

property subject to recapture. 

Thus, in planning a property settle

ment, the parties must be as con

cerned with the basis of the property 

as with its value, and they must also 

be as concerned with taxes on subse

quent dispositions as with current 

receipt. Generally, the transferor will 

prefer to transfer low basis property 

to avoid potential gain if the transfer

or retains the property and later dis

poses of it. On the other hand, the 

transferee will generally prefer to 

receive high basis property on which 

the transferee will not have to pay 

taxes on gain when the property is 

later disposed of and may even be 

able to recognize a loss. 

Applying the above to the personal 

residence, a spouse who insists on tak

ing title to the family home rather 

than, or in addition to, other assets, 

may have a potential gain if the value 

of the home dramatically increases. 

However, as a result of the 1997 Tax 

Act, effective for sales or exchanges of 

a principal residence after May 6, 

1997, gain realized from the sale of a 

principal residence is not recognized 

to the extent of $250,000 ($500,000 in 

case of a husband and wife who file a 

joint Federal income tax return) if the 

residence was used and owned by the 

taxpayer as a principal residence for 
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two years out of the five year period 

ending on the date of the sale or 

exchange of the residence. 

There are two special provisions for 

divorced or separated spouses. If a 

principal residence is transferred to a 

spouse or former spouse (incident to a 

divorce) pursuant to Section 1041, the 

period the transferee is deemed to 

own the property includes the period 

the transferor owned the property 

(i.e., the holding period is tacked). 

Second, an individual is treated as 

using the property as the individual's 

principal residence during any period 

of ownership while the individual's 

spouse is granted use of the property 

under a divorce or separation instru

ment. This allows the departing 

spouse to claim the residence as a 

principal residence upon its sale, even 

if the departing spouse does not 

reside in the residence. 

In planning the property settle

ment, the tax brackets of the parties 

should be considered. If the payee is 

in a lower bracket than the payor, any 

property expected to be sold at gain 

will generate a smaller tax cost to the 

payee. On the other hand, property 

expected to be sold at a loss will save 

more taxes for the payor. If the parties 

are disparate in age, it may be possible 

for the transferor to retain low basis 

property and transfer high basis prop

erty to his/her spouse. Then, upon 

the death of the transferor, the low 

basis property will receive a step up in 

basis equal to it value on the date of 

death, or alternate valuation date. In 

return for such high basis assets, the 

transferee may be willing to accept 

less in value in the settlement. 

A transfer of property is "incident 

to a divorce" if it occurs within one 

year after the date on which the mar

riage ceases, or is related to the cessa

tion of the marriage. A transfer is 

treated as related to the cessation 

of the marriage if the transfer is 

pursuant to a divorce or separation 

instrument and the transfer occurs not 

more than six years after the date on 

which the marriage ceases. Any trans

fer not pursuant to a divorce or sepa

ration instrument, and any transfer 

occurring more than six years after 

cessation of the marriage is presumed 

to be not related to cessation of the 

marriage. This presumption may be 

rebutted by showing that: (1) the 

transfer was made to effect a division 

of property owned by the former 

spouses at the time of cessation of the 

marriage, or (2) the transfer was not 

made within the one and six year peri

ods because of factors hampering an 

early transfer such as business or legal 

impediments to a transfer, and the 

transfer was effected promptly after 

removal of the impediments. 

There are three situations in which 

the transferor's transfer of property to 

a third party on behalf of the transfer

ee spouse or former transferee spouse 

(incident to a divorce) qualifies for 

non-recognition treatment: First, 

where the transfer to the third party is 

required by the divorce or separation 

instrument; second, where the trans

fer to the spouse or former spouse is 

pursuant to the written request of the 

spouse or former spouse; or third, 

where the transferor receives from the 

transferee a written request for ratifi

cation of the transfer. In any of those 

situations, the transfer of property is 

treated as made directly to the spouse 

or former spouse who is then treated 

as having transferred the property to 

the third party. 

Whether the divorce settlement 

calls for transfers of cash, property, or 

both, such transfers may be treated as 

gifts subject to gift tax. Gifts from one 

spouse to the other qualify for the 

unlimited gift tax marital deduction. 

Where the transfer of property does 

not qualify for the gift tax marital 

deduction, because, for example, the 
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transfer occurs after the marital status 

has terminated, gift tax may be avoid

ed if the transfer falls into one of the 

following four categories. 

First, the transfer is in exchange for 

the transferee's relinquishment of the 

right to support for the spouse, the 

spouse's children, or both, and the 

value of the transferred property does 

not exceed the value of support rights. 

If the value of the transferred property 

exceeds the value of support 

rights given up, a taxable gift may 

result. Second, the transfer is 

made under a divorce decree that 

incorporates the terms of the property 

settlement agreement. 

Third, the transfer is pursuant to a 

written agreement in settlement of 

marital property rights or for support 

of minor children, and a final divorce 

occurs within the three year period 

beginning one year before the 

agreement is entered into and ending 

two years after the agreement is 

entered into, regardless of whether 

the agreement is incorporated into the 

decree. Fourth, the annual $12,000 per 

donee gift tax exclusion for gifts of a 

present interest in property should 

not be overlooked. This latter rule 

applies whether the transfer is before 

or after divorce terminates marital status. 

Regardless of which parent claims the 

dependency exemption, the parent 

who actually pays medical expenses 

for the child may claim a medical 

expense deduction for the child. 

Thus, both parents may claim some of 

the child's medical expenses on their 

separate returns where both have 

actually paid medical expenses for the 

child, subject to the 7½% adjusted 

gross income floor. 

Legal fees are generally non

deductible as personal expenses to the 



payee spouse. Under Section 212(1), 
however, the payee can deduct attor
ney fees allocable to the production or 
collection of taxable income, such as 
alimony. Under Section 212(3) the 
payee spouse can deduct attorney fees 
allocable to tax advice. All deductible 
fees are subject to the floor of 2 % of 
adjusted gross income for miscella
neous itemized deductions. On the 
other hand, the payor spouse can only 
deduct fees allocable to tax advice, 
subject to the floor of 2% of adjusted 
gross income. The attorney should 
allocate his/her fee between 
deductible and nondeductible items. 

If the attorney fees of the payee 
spouse are paid by the payor spouse, 
the payor spouse can deduct the fee as 
alimony, if all tests of alimony are met. 
The payor should be careful, however, 
to comply with the rule that alimony 
payments terminate on the death of 
the payee spouse, and to avoid the 
alimony recapture rules. 

Filing Status 
An unmarried person may qualify for 
head of household rates if certain tests 
are met. One of those tests is whether 
the child lives in the claimant's home. 
For a parent to qualify as head of 
household there is no requirement 
that the child be a dependent of the 
unmarried claimant. For example, if a 
divorced spouse is the custodial par
ent, such spouse may qualify for head 
of household rates even though the 
spouse transfers the dependency 
exemption for that child to the other 
spouse. Obviously, this is another 
area for negotiation. 

As a result of the 2004 Act, divorced 
persons must meet either of the fol
lowing three tests to be eligible to file 
as head of household. First, the tax
payer must be unmarried on the last 
day of his or her tax year. Second, the 
taxpayer cannot be a surviving 
spouse. Third, the taxpayer must 

maintain as his or her home a house
hold which constitutes for more than 
half the year the principal place of 
abode, of a "qualifying child" (if the 
child is not married at the close of the 
taxpayer's taxable year, and is not a 
dependent of such individual), or any 
other person who is a dependent of 
the taxpayer, if the taxpayer is entitled 
to claim the person as a dependent for 
the taxable year. An individual is 
considered as maintaining a house
hold only if the taxpayer furnishes 
over half the cost of maintaining 
the household. 

Child Tax Credit 
To claim a child tax credit, the taxpay
er must include in the household a 
"qualifying child." A special rule 
exists for children of divorced or sepa
rated parents. The credit is $1,000 for 
each "qualifying child" for tax years 
beginning after 2005. A "qualifying 
child" is the same as discussed above 
under the dependency exemption 
rules, except that the child tax credit is 
only available to a child under age 17, 
and not age 19. 

The credit is reduced by $50 for 
each $1,000 that the taxpayer's gross 
income exceeds · certain threshold 
amounts. As between divorced and 
separated parents, the custodial par
ent is entitled to the credit, unless the 
custodial parent releases the depend
ency exemption to the non-custodial 
parent, in which case the credit may 
be claimed by the non-custodial par
ent. Thus, a release of the dependency 
exemption to the non-custodial parent 
carries over the child tax credit to the 
noncustodial parent. The tax savings 
from a child tax credit is another ele
ment that the parties may want to 
consider in negotiating the marital 
separation agreement. 

Estimated Taxes 
Since alimony is taxable to the payee 

spouse, and is deductible by the payor 
spouse, who is not required to 
withhold taxes, the payee spouse 
whose only source of income is 
alimony must make estimated tax 
payments. If the husband and wife 
make joint estimated payments, 
but do not file a joint return, 
the Federal income tax regulations 
allow the payments to be treated 
as the parties may agree, or if they fail 
to agree, the payments are allocated 
in proportion to the aggregate 
amount of income tax and self
employment tax reported as if 
they filed separate returns. The 
source of funds is not relevant 
to determine which spouse is 
entitled to claim a credit for the 
estimated tax payments. 

Refunds 
According to the Federal income tax 
regulations, overpayment of tax 
belongs to the spouse who paid the 
tax liability. In a joint return, the 
refund is attributable to the spouse 
who paid it. Thus, spouses who file a 
joint return do not have a joint interest 
in the refund, though they have joint 
liability for any deficiency. Where 
each spouse pays some of the tax lia
bility, so that each is entitled to a por
tion of the refund, Rev. Rul. 80-7 
provides a formula to determine each 
spouse's share of the refund. 

Conclusion 
The tax consequences of divorce 
and separation offer a fertile field 
in which the family unit can save 
tax dollars in which all members 
can share, except for the taxing 
authorities. Thus, the practitioner 
should be aware of the tax issues, and 
the benefits and burdens that may be 
imposed on each party, in order to 
assure his/her client, and the entire 
family, receives the best economic 
deal available. 
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tenancy by the entirety is a form of joint tenancy between husband and wife 

under which each holds a vested interest in the entire property which contin

ues in the survivor. The tenants enjoy identical interests and undivided pos

session but neither spouse owns an undivided one-half interest. The history of 

tenancy by the entirety is a venerable one with origins in English common law. In its 

oldest form, although property was owned by both spouses, it was actually in the 

control of the husband during his lifetime. 

In the 1878 case of Marburg v. Cole, 49 Md. 402, the Maryland Court of Appeals first 

considered the applicability of ownership as tenants by the entirety, holding that 

"[b Jy the common law of England, which is the law of this State, except where it has 

been changed or modified by statute, ... husband and wife [are) considered as one 

person in law." 

In the more than a century and a quarter since Marburg, even as other states have 

eliminated the concept of the unity of husband and wife in property, Maryland has 

vigorously protected entirety interests, remaining a "full bar" jurisdiction by prohibit

ing creditors of one spouse from reaching the underlying property. A number of 

states retaining the concept of tenancy by the entirety have evolved to "partial bar" 

jurisdictions by allowing such actions. 
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Federal Law 

For an even longer period, however, 

since 1866, federal law, now found in 

Internal Revenue Code Section 6321, 

has permitted the United States to 

place a lien upon all property and 

rights to property of a tax debtor. The 

actual language, preceding even the 

genesis of the individual income tax, 

has remained remarkably similar over 

140 years. In 1985, the U.S. Supreme 

Court in United States v. National Bank of 

Commerce, 472 U.S. 713, by a 5-4 vote 

determined that "property and rights 

to property" included single signature 

joint accounts, allowing levy by the IRS 

for the tax debt of one spouse subject to 

a determination of the rights of third 

parties in post-seizure proceedings. 

The Court accepted that the IRS stands 

in the taxpayer's shoes - and that the 

taxpayer could withdraw the entire 

balance from such an account. 

However, on numerous occasions 

beginning in 1951, the Internal Rev

enue Service tried and failed to thwart 

the entirety protection in real and other 

property in full bar states, with five 

federal Circuit Courts of Appeal (one 

in which certiorari was denied) and 

several federal District Courts unani

mously holding that federal tax liens 

do not attach to such tenancy by the 

entirety property when only one 

spouse is the tax debtor. The Fourth 

Circuit Court of Appeals joined the 

Third, Fifth, Sixth and Eighth Circuits 

in 1991, holding in Pitts v. United States, 

946 F.2d 1569, (in which the author was 

co-counsel) that the IRS under Virginia 

law could not retain any proceeds 

from a promissory note payable to hus

band and wife following the sale of 

entirety property. 

Despite an apparent concession in 

its Manual that tenants by the entirety 

property was beyond its reach for the 

debts of one spouse, the Internal 

Revenue Service saw an opportunity 

for review of the issue by the U.S. 

Supreme Court on the strength of the 

Court's unanimous holding in Drye v. 

United States, 528 U.S. 49 (1999). In 

Drye1 the Court had determined that a 

prospective heir had a property right 

in an estate upon a benefactor's death 

and could not defeat a federal tax lien 

through a disclaimer. If an anticipation 

of an inheritance is a property right, 

why should an interest in entirety 

property be anything less? 

Craft v. United States 

Don Craft owed the Internal Revenue 

Service almost $500,000. After the IRS 

filed a lien, Don and his wife, Sandra, 

executed a quitclaim deed purporting 

to transfer sole ownership of tenants 

by the entirety property to Sandra. On 

sale of the property several years later, 

the IRS demanded one-half of the 

proceeds. The Sixth Circuit concurred 

with the federal District Court for 

the Western District of Michigan 

that the federal tax lien had not 

attached to the entirety property and, 

accordingly, the interspousal transfer 

without consideration could not be a 

fraudulent conveyance. 

Writing for a 6-3 majority in Craft v. 

United States, 535 U.S. 274 (2002), 

reversing 233 F.3d 358 (6th Cir. 2000), 

Justice Sandra Day O'Connor described 

property as a "bundle of sticks" in 

which state law determines which 

sticks are in a person's bundle and fed

eral law determines which sticks con

stitute property. She enumerated a 

number of sticks found in Don 

Craft's bundle, including rights of 

use, income, survivorship, exclusion of 

third parties, blockage of spousal 

transfer and common ownership upon 

divorce as well as additional rights 

available upon spousal consent and 

indicated that they constitute property 

under the broad scope of Section 6321 

"meant to reach every interest in prop

erty that a taxpayer may have." Justice 

O'Connor acknowledged that the 
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Court's decision was contrary to state 

law and that a different result would 

apply to state law creditors. 

Writing a harsh dissent joined by the 

unlikely bedfellows of Justices Stevens 

and Scalia, Justice Clarence Thomas 

critiqued the Court's expansion of 

property interests beyond those recog

nized under state law and its disregard 

of unanimous precedent. In a separate 

dissent, Justice Anthony Scalia joined 

by Justice Thomas only, observed that 

tenancy by the entirety is of particular 

benefit to the stay-at-home mother 

who is "overwhelmingly unlikely" to 

be the debtor spouse and who has lost 

her traditional protection. 

Notice 2003-60 

As often is the result, with Craft the 

Supreme Court answered one question 

but created many others left for anoth

er day. Even as the courts began 

weighing in on the issues, the Internal 

Revenue Service set forth its own inter

pretations and policies in Notice 2003-

60 applicable to both existing and new 

tax liabilities. It indicated, not unex

pectedly, that its liens against tenants 

by the entirety property extend to the 

entire property on the death of the non

debtor spouse and confirmed that its 

liens are extinguished on the death of 

the debtor spouse. Additionally, it set 

forth that a transferee, including a non

debtor spouse taking an outright inter

est in former entirety property as the 

result of a marital termination, receives 

the property subject to the lien of the 

IRS in the transferred interest. 

However, as a matter of administra

tive policy, the Internal Revenue Ser

vice indicated that it would not apply 

Craft retroactively in certain situations 

in order to protect third parties -

including settlement attorneys - who 

relied on the belief that state law 

always protected tenants by the entire

ty property in states such as Maryland 

from the reach of creditors of a solitary 



spouse. Thus, the IRS declined to 

assert lien priority on bona fide pre

Craft sales where proceeds were used 

to pay subsequent liens and the excess 

was distributed to the owners. Addi

tionally, the IRS agreed to treat most 

pre-Craft interspousal transfers result

ing from divorce as being for value in 

order to protect the transferee spouse. 

Without elaborating as to definition, 

the IRS indicated that its lien would 

continue to attach to property fraudu

lently conveyed in a pre-Craft inter

spousal transfer pursuant to a divorce. 

In the case of a pre-Craft gift without 

consideration, the IRS indicated that it 

would evaluate the equities on a case

by-case basis in order to protect disin

terested third parties such as charities 

and donees who have detrimentally 

relied on the lack of encumbrance and 

who, for example, may have placed 

improvements on the property 

(in which case the structures may need 

to be II carved out" from the scope of 

the lien). 

The Internal Revenue Service also 

weighed in on the value of tenants 

by the entirety interests, indicating 

again without elaboration that each 

spouse II as a general rule" has a 

one-half interest in such property 

for all purposes. 

On seizure issues, the Internal Rev

enue Service proffered that it could in 

theory seize and sell a tax debtor's ten

ants by the entirety interest in an 

administrative proceeding but that the 

market in the case of illiquid property 

would be questionable and in any 

event depressed by the uncertainties 

related to co-existence during life and 

survivorship upon death. Accordingly, 

the IRS indicated that foreclosure in a 

judicial proceeding, where the entire 

property can be sold, may be prefer

able against entirety properties. In 

such case, under the IRS position, the 

non-debtor spouse would receive 

one-half of the proceeds after senior 
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liens and the IRS would retain the 
other one-half up to the amount of the 

tax liability including additions for 
penalty and interest. 

law 

With one exception, the positions of the 
Internal Revenue Service set forth in 

Notice 2003-60 have survived the first 
three years of post-Craft case law. In 
Hatchett v. United States, 330 F.3d 875 

(2003), the Sixth Circuit Court of 
Appeals agreed with the IRS that Craft 

applies retroactively to "predecision 

events." In Struble v. United States, 92 
AFTR2d 2003-6188, a New Jersey Fed
eral District Court concurred that a 
transferee spouse in a divorce takes 

title to former tenants by the entirety 
property subject to the tax lien on the 

interest of the debtor spouse. Both the 
Sixth Circuit in Hatchett and a Missouri 
Federal District Court in United States 

v. Ryan, 96 AFTR2d 2005-5065, have
sanctioned foreclosure by the IRS

against entirety property for the tax
debts of the husband alone.

It is the position of the Internal Rev
enue Service that each spouse holds a 

one-half interest in tenants by the 
entirety property that has caused a 
division among those courts which 

have considered this issue in the post
Craft era. In In Re Basher, 91 AFTR2d 
2003-1797 (Bktcy Ct. E.D. Pa 2002), a 
Pennsylvania bankruptcy court, citing 

also conflicting pre-Craft decisions, 
noted a one-year age difference 
between the debtor-husband and his 
wife as well as the wife's additional 

six year life expectancy under 
actuarial tables and held that an 

equal allocation of equity in the 

residence would "overstate" the 
claim of the IRS. In In Re Murray, 

94 AFTR2d 2004-6850 (Bktcy Ct. M.D. 

Fl 2004), the IRS argued that the use 
of actuarial tables "invites considerable 
speculation about the future and 
is administratively less convenient 

than a 50% convention." The court 
rejected the argument and accepted 
actuarial testimony. 

However, in In Re Gallivan, 94 

AFTR2d 2004-5275 (Bktcy Ct. W.D. Mo 
2004), a Missouri bankruptcy court dis

agreed. "If a husband and wife have 
unity of interest, unity of entirety, unity 
of time, and unity of possession, then 

each spouse must hold an equal inter
est [footnote omitted]." In Popky v. 

United States, 419 F.3d 242 (3rd Cir. 
2005), aff'g, 326 F.Supp.2d 594 (E.D. Pa. 
2004), the Third Circuit Court of 

Appeals became the first post-Craft 

appellate court to consider the issue, 
affirming a lower court decision that 
a 50 percent valuation is consistent 

with the Pennsylvania common law 
definition of a tenancy by the entirety. 

The U.S. Supreme Court's decision in 
Craft has given the Internal Revenue 

Service added leverage in tax collec
tion matters. No longer can a married 

federal tax delinquent sit on substan
tial equity in tenants by the entirety 
real property and thumb a finger at the 
IRS when the spouse did not partici
pate in a joint return or has been deter
mined to be an "innocent spouse." In 
practice, however, seizures of real 
property occur today in only the 
most egregious cases. For the IRS to 
carry out a seizure, administrative 
procedures are multi-step. 

Additionally, the Internal Revenue 
Service Restructuring and Reference 
Act of 1998, codified at Section 6334 of 
the Internal Revenue Code and pro

hibiting levies on non-rental residential 
property for tax liabilities not in excess 
of $5,000, requires federal District 

Court approval for seizures of princi
pal residences used by a tax delinquent 
spouse, former spouse or minor child. 
The court will then balance the equities 
as it did recently in United States v. 

Battersby, 398 F. Supp. 2d 865 (N.D. 
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Ohio 2005), where the court stayed 
foreclosure against a joint principal res

idence where the wife had a pending 
"innocent spouse" claim and her horse 
breeding and boarding business would 
have been disrupted by a forced sale. 

However, Craft in 2002 seems to 

have ignited a period during which 

the scales balancing the need for 
enforcement of tax collection statutes 

with traditional notions of equity 
have tilted dramatically in favor of the 

Internal Revenue Service. Historically, 
a tax debtor without liquid assets has 

had a choice of actions including seek
ing an installment agreement, submit
ting an Offer in Compromise or in 
some cases filing personal bankruptcy 
as well as the option of inaction -
letting the general ten-year statute 
of limitations on collections (which 
is extended by any of these actions, a 
"collection due process" appeal or 
the timely commencement of legal 

proceedings by the IRS) tick away 

slowly while the IRS is unfocused 

on that debtor. For debtors with no 
current means of repayment, an 

account can be determined, at least 
temporarily, to be uncollectible. 

Offers in Compromise, however, 
have become less feasible as processi
ble offers based on doubt as to 

collectibility require a minimum offer 
of a taxpayer's equity in assets and 

deemed disposable income, typically 

computed over a four-year period 
after necessary living expenses as 
determined largely by national 
and local standards rather than by 
individual needs. Most taxpayers 

earning above mid five-figures have 
disposable income under the pub
lished guidelines. Offers based on 
"Effective Tax Administration" - a 
catch-all category which would seem 

to include elderly individuals without 
disposable income who are living in 
appreciated residences - are getting 
few approvals. 



In 2003, the IRS launched a $150 user 

fee on both of these types of Offers 

except in hardship cases. Since July 16, 

2006, a nonrefundable payment of 

20 percent of the offered amount has 

been required to accompany both of 

these types of Offers except when 

the proposal involves six or more 

installments in which case continuing 

payments are required during the pen

dency of the submission as if it had 

been accepted. The up-front payment 

requirements are waived only for 

individuals beneath the "poverty 

level" as determined by the Depart

ment of Health and Human Services. 

With the acceptance rate for Offers 

already in decline, few debtors can 

be expected to risk rejection of their 

Offers and the accompanying "loss" 

of funds, usually borrowed, coupled 

with the suspension of the running of 

the statute of limitations on collection dur

ing the Offer's pendency plus one year. 

Bankruptcy, historically available to 

wipe out non-trust taxes including 

income taxes after both three years 

from the extended due date of the 

applicable tax return and two years 

from its actual filing date (after 

240 days in the case of a tax deficiency 

determined by the IRS), has become 

less feasible as the result of the 

Bankruptcy Abuse Prevention and 

Consumer Protection Act of 2005, 

effective for filings after October 16, 

2005. The Act generally requires 

higher income debtors - those with 

disposable income as determined 

in a similar manner to that used by 

the Internal Revenue Service - to 

repay a portion of their debts over 

five years. Additionally, the IRS has 

become more aggressive and successful 

in excluding tax liabilities from 

bankruptcy based on "willful evasion." 

While the Working Families Tax 

Relief Act of 2005 now permits the 

Internal Revenue Service to accept 

installment agreements under which 

the liability will not be paid in 

full prior to the expiration of the 

statute of limitations, the determina

tion of disposable income available 

for monthly payments is determined 

under the same guidelines applicable 

to Offers in Compromise with the 

exception that a taxpayer is normally 

given one year to reduce excess 

housing expenses. For a tax debtor 

with no other options, the IRS may 

effectively force the sale of a 

residence without resorting to an 

administrative levy or judicial foreclo

sure. However, for the tax debtor 

who resists sale of real property, 

including now one who owns the 

asset with a non-liable spouse as 

tenants by the entirety, a noose 

hangs figuratively overhead for as 

long as the limitations period on 

collections remains open. 

With the Government's victory in 

Craft, the Internal Revenue Service 

has been dealt yet another advan

tage over any other creditor includ

ing state taxing authorities which 

can derive no benefit from federal 

lien law. All the while, the venerable 

concept of tenancy by the entirety 

has been dealt a blow and may be a 

step closer to antiquity. 

For tax debtors, many of whom 

have been victims of bad luck 

or bad judgment rather than 

perpetrators of willful evasion, 

and their often innocent spouses, 

the playing field has become 

more unlevel. Reduced alternatives 

for voluntary resolution figure 

to create inaction rather than 

action on the part of tax debtors. In 

appropriate circumstances, the 

Internal Revenue Service may 

respond with the seizure of tenants 

by the entirety property which 

once appeared to be both protected 

and sacrosanct. 
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Handling 

After BAPCPA 

he intended beneficiaries of the humorously titled "Bankruptcy 

Abuse P revention and Consumer Protection Act of 2005" (BAPC

PA) were the big banks and credit card companies - lobbying 

pays. The new law also helps those with alimony and child support 

awards. But a third winner was your friendly, neighborhood tax collector. 

In general, the BAPCPA makes bankruptcies more cumbersome and 

expensive. But it also exempts certain taxes that were previously dis

chargeable, and lengthens waiting periods before other taxes become dis

chargeable. 

In addition, delinquent taxpayers are now required to file unfiled 

returns, to stay in compliance thereafter, and to provide copies of returns 

to creditors and to the trustee. Nevertheless, for some people, bankruptcy 

can still be useful in dealing with unmanageable tax debts. The para

graphs below outline the relevant rules as amended by the BAPCPA 

(though a full explanation of the complexities of the Bankruptcy Code is 

impossible in an article of this length). 
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Choose your chapter 
Individual debtors typically use either 
Chapter 7 or Chapter 13. In Chapter 7, 
a trustee protects the interests of unse
cured creditors. (Secured creditors are 
already protected by liens on the 
debtor's assets.) Nonexempt assets, if 
any, are sold. Fully encumbered 
assets are usually abandoned, subject 
to the liens. No payments from post
petition earnings are required. How
ever, in many cases filed after October 
17, 2005, the effective date of the 
BAPCPA, this kind of simple Chapter 
7 (which accounted for three out of 
four non-business bankruptcies) will 
be unavailable to many debtors. 

Chapter 13 is for those who can 
make monthly payments. A debtor 
can't have unsecured debts of more 
than $307,675, nor secured debts of 
more than $922,975. Payments are 
based on the debtor's ability to pay. 
The trustee makes distributions to the 
creditors in accordance with their pri
ority under the Bankruptcy Code. For 
a Chapter 13 plan to be confirmed, the 
payments must cover all priority 
debts in full. After the required pay
ments, all dischargeable debts that 
remain unpaid are discharged. 

In the past, payments ran for as lit
tle as three years. But under the 
BAPCPA, some debtors will be 
required to make payments for five 
years. Worse yet, the computation of 
the ability to pay will now be based on 
the IRS' s standards for allowable living 
expenses. (Consequently, many bank
ruptcy lawyers who never before thought 
about taxes or IRS procedures are now 
getting a crash course in "IRS-speak") 

Prior to the BAPCPA, Chapter 11 
was rarely used by individuals, but 
was mostly for businesses seeking to 
"reorganize" their debts. A Chapter 
11 is more complex and expensive 
than a Chapter 7 or Chapter 13. But 
after the BAPCPA, there will be 
debtors who can't use Chapter 7, but 

who owe too much for a Chapter 13. 
These unfortunate souls may have to 
use Chapter 11, with the attendant 
diffic�ltly, delay and expense. 

Secured versus unsecured 
In bankruptcy, the IRS can be secured 
or unsecured, depending on whether 
a Notice of Federal Tax Lien has been 
filed. It can also be partially secured if 
a lien has been filed but the taxes 
exceed the equity reached by the lien. 
Liens for debts not paid during the 
bankruptcy survive the discharge. 
So while the debtor's personal liabil
ity for a dischargeable tax is elimi
nated, the IRS' s claim against 
property encumbered by a pre-peti
tion lien remains, and can be enforced 
by the IRS later. 

Priority versus nonpriority 
Tax debts (like other debts) are catego
rized as to "priority," or order of 
distribution. Certain taxes have an 
eighth priority, effectively making 
them nondischargeable. Under BC 
§507(a)(8)(A), a tax measured by
income is a priority debt if the return
was due (with extensions) less than
three years priorto the petition date,
or assessed less than 240 days prior to
the petition date.

Computing these timing rules has 
been made more complicated by the 
BAPCP A. First, the Act changed the 
pre-reform rule that extends the BC 
§507(a)(8)(A)(ii) 240-day period for
the time an offer in compromise is 
pending, plus 30 days, by expanding 
the operative phrase to read "pending 
or in effect." Once filed, an offer is 
pending until withdrawn, rejected, or 
accepted and implemented. But what 
does "in effect" mean? 

One requirement of an offer is that 
the taxpayer must timely file all 
returns and pay all taxes for five 
years after acceptance. If the taxpayer 
violates this "future compliance" 
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obligation, the compromised taxes are 
revived. And in this brave, new, post
BAPCPA world, the IRS argues that an 
offer is "in effect" during the entire 
five-year future compliance period. 

In addition, language at the end of 
BC §507(a)(8) extends both BC 
§507(a)(8)(A) priority periods for the
time the IRS is barred "from collecting
a tax as a result of a request by the
debtor for a hearing and an appeal of
any collection action taken or pro
posed against the debtor, plus 90
days." This includes a request for a
collection due process hearing, or an
appeal of an IRS decision rejecting an
offer in compromise, installment
agreement, or request for innocent
spouse relief.

Third, the BAPCPA extends the 
priority periods for the time IRS 
collection action was barred by a prior 
bankruptcy, plus 90 days. A suspen
sion of the BC §507(a)(8)(A)(i) 3-year 
from due date period was already 
required by cases culminating with 
the Supreme Court's decision in Young

v. U.S., 535 U.S. 43 (2002), but
the BAPCPA codifies this result (and
adds 90 days).

fo short, computing when a tax 
debt becomes dischargeable will require 
more knowledge of the history of 
the case. This added complexity will 
lead to greater uncertainty, more 
litigation, and more mistakes in pre
bankruptcy planning. 

To round out the picture, BC 
§507(a)(8)(C), both before the BAPC
PA and now, gives priority status to "a
tax required to be collected or with
held and for which the debtor is liable
in any capacity." This covers the with
held portion of employment taxes,
and the trust fund recovery penalty
imposed against those who have
responsibility to collect and remit
such taxes, and who willfully fail
to do so. This also prevents the
discharge of sales tax debts.



Exceptions to discharge 
Other rules determining how taxes 

are treated in bankruptcy are found in 

BC §523(a)(l). These "exception to 

discharge" provisions don't make 

the taxes "priority" debts, but taxes 

that fall outside either set of rules are 

not discharged. 

In a Chapter 7, the order of distribu

tion is determined by the relative pri

ority of the debts. Unsecured taxes 

that are excepted from discharge 

under BC §523(a), but that are not pri

ority debts under BC §507(a)(8), are 

grouped with other nonpriority unse

cured debts, to be paid by the trustee 

when and if there is anything to dis

tribute. If these nondischargeable 

debts are not paid, they survive, and 

must be resolved after the discharge. 

To be confirmable, a Chapter 13 

plan must provide for the full pay

ment of all priority debts. But as 

noted, some taxes excepted from dis

charge may not be BC §507(a)(8) 

priority debts, and thus would not 

need to be paid under the plan. How

ever, if such debts are neither paid nor 

discharged, they would have to be 

addressed later. 

One important exception to dis

charge is found in BC §523(a)(l)(B): 

Taxes are excepted from discharge if 

the return was filed less than two 

years prior to the filing of the bank

ruptcy petition (or was not filed at all). 

This was true even in the good old 

pre-BAPCPA days. But as odd as it 

may seem, there is considerable debate 

over exactly what constitutes the fil

ing of a tax return for this purpose, 

particularly in the context of "sub

stitute for return" (SFR) assessments. 

The IRS' s position is that after an 

SFR assessment has been made, 

submitting the delinquent Form 1040 

does not constitute the filing of a 

return. The argument is that submit

ting a Form 1040 under these circum

stances is a hollow gesture, since the 

IRS has already assessed the tax on its 

own. Thus, what purports to be a tax 

return does not serve the purpose of a 

tax r�turn, i.e. to self-report one's 

income and liability for tax. By this 

standard, no "return" has been filed. 

Therefore the two year from date filed 

requirement of BC §507(a)(8)(A)(i) is 

not satisfied, making the liability a 

nondischargeable priority debt. 

The SFR assessment process starts 

with the issuance of a report giving 

the delinquent taxpayer 30 days to 

appeal by filing a "protest letter." If

the taxpayer doesn't respond, the IRS 

issues a statutory notice of deficiency, 

starting a 90-day period in which a 

petition can be filed with the Tax 

Court. Absent a petition, the IRS 

assesses the tax shortly thereafter. 

Sometimes the 90-day letter 

prompts the taxpayer to file a petition 

with the Tax Court, asserting that the 

. IRS' s computation of the tax is errone

ous. (Indeed, the IRS' s computation is 

often wrong; without a return, there is 

much information the Service doesn't 

have, such as the basis of assets sold, 

and the taxpayer's itemized deduc

tions.) However, the typical nonfiler 

case is not litigated, but results in a 

negotiated stipulation, which is then 

incorporated into the Court's order 

closing the case. 

As amended by the BAPCPA, BC 

§523(a) now provides that the term

"return" includes "a written stipula

tion to a judgment or a final order

entered by a nonbankruptcy tribu

nal." Accordingly, the mere com

mencement of the SFR process will

not bar the discharge of the tax if the

somnolent taxpayer wakes up and

files a Tax Court petition before the

assessment. The Tax Court's order

is considered a return for BC

§523(a)(l)(B). So, sometimes a tax

return is not a tax return, and some

times something that is not a tax return

is a tax return. Who writes this stuff?

The situation of a nonfiler who 

doesn't file a Tax Court petition before 

the SFR assessment is made is less cer

tain. As amended, BC §523(a) says 

that "(£)or purposes of this subsection, 

the term "return'.' means a return that 

satisfies the requirements of applica

ble nonbankruptcy law (including 

applicable filing requirements)." The 

IRS will argue that this supports its 

side of the debate, in that a return 

filed so late that the Service is reduced 

to making an assessment on its own 

can hardly be viewed as satisfying the 

applicable filing requirements, which 

specify not only what is to be filed, 

but when. Taxpayers will argue that 

providing the information required by 

a Form 1040, and mailing it to the 

address specified by the IRS, consti

tutes compliance with the filing 

requirements. We will have to see 

how this addition to BC §523(a) will 

be interpreted. However, getting a 

post-SFR tax return to be treated as a 

return for BC '523(a)(1)(B) will proba

bly remain an uphill battle. 

A recent case presenting this issue 

is the decision of the Eighth Circuit in 

Colson v. U.S., 2006 U.S. App. LEXIS 

11039 (Feb. 6, 2006). Mr. Colson filed 

his missing returns after SFR assess

ments were made, and more than two 

years thereafter he filed a Chapter 7. 

The IRS argued that these tardy docu

ments were not "returns," and that 

the taxes were nondischargeable 

priority debts. The Eighth Circuit 

rejected the IRS' s position that the 

debtor's subjective intent in filing had 

to be determined. 

Following Beard v. Commissioner, 

793 F.2d 139 (6th Cir. 1986), it held that 

"if a document contains enough 

information to permit a tax to be cal

culated, and purports to be a return, is 

sworn to as such, and evinces an hon

est and genuine endeavor to satisfy 

the law, it is a return." The debtor's 

subjective intent, the Court said, 
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is irrelevant. Since this was a pre

BAPCPA case, the Court decided it 

without applying the new language of 

BC §523(a) defining a return as 

something that "satisfies the require

ments of applicable nonbankruptcy 

law (including applicable filing 

requirements)." 

Unfortunately, this is in conflict 

with the law in the Fourth Circuit. In 

Moroney v. U.S., 352 F.3d 902,907 (4th 

Cir. 2003), the Court found that the 

debtor's intent in filing was relevant, 

and that evidence of intent could be 

found in the fact that the return was 

not filed until long after its due date, 

and after the IRS had already made an 

assessment. The IRS' s use of the new 

information contained in the docu

ment to abate a portion of the previ

ous SFR assessment did not make the 

filing sufficiently useful to call it a 

return. Similarly, the Seventh Circuit 

held in In re Payne, 431 F. 3d 1055, 1057 

(7th Cir. 2005), that the main purpose 

of a return is to spare the IRS the bur

den of computing the tax on its own, 

and that anything filed after the IRS 

had done so was not a reasonable 

attempt to comply with the obliga

tions to timely file and pay the 

required tax. 

This question is 

even more impor

tant after the BAPC

PA, because an 

escape hatch previ

ously available to 

deal with unfiled or 

late filed tax returns 

has been slammed 

shut. As mentioned, 

prior to the BAPC

PA, Chapter 13 had 

a superdischarge 

aspect that permit

ted the discharge of 

many debts that 

weren't discharge

able in Chapter 7. 

In the past, Chapter 

13 permitted the discharge of taxes 

when the returns had been filed less 

than two years before the petition 

date, or had not been filed at all. But 

the list of debts excepted from dis

charge under BC §1328(a)(2) has now 

been expanded by BAPCPA to include 

a debt "of the kind specified in para

graph l(B) of section §523(a)." Thus, 

when no return has been filed, or 

when a return was filed late and with

in two years of bankruptcy, the result

ing tax liability will no longer be 

dischargeable in Chapter 13. 

Another nasty kind of liability that 

in the past could be handled in 

Chapter 13 is one arising due to 

fraud. Such debts have always been 

nondischargeable in a Chapter 7 

because BC §523(a)(l)(C) excepted 

from discharge any tax "with respect 

to which the debtor made a fraudu

lent return or willfully attempted 

in any manner to evade or defeat." 

But again, BC '1328(a)(2) has been 

revised by the BAPCPA to prevent 

the discharge of such liabilities 

even in Chapter 13. A finding of 

nondischargeability under BC 

'523(a)(l)(C) is not limited to cases 

in which the taxpayer is convicted of 
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tax evasion, but that will certainly do 

the trick 

Restrictions on access 
to bankruptcy 
Even while the treatment of taxes in 

Chapter 13 has grown to more closely 

resemble that of similar liabilities in 

Chapter 7, the BAPCPA has imposed a 

new means testing system for those 

with "primarily consumer debt," 

preventing many debtors from filing 

under Chapter 7 at all. However, 

income taxes are not considered 

consumer debt. And thus a debtor 

whose biggest creditor is the IRS may 

avoid the problem altogether. Conse

quently, an element of all future pre

bankruptcy planning will be 

measuring and perhaps managing the 

balance between the client's consumer 

and nonconsumer debt. 

Under the B APCPA, a Chapter 7 

involving primarily consumer debt 

will be dismissed (unless first convert

ed to Chapter 11 or Chapter 13) upon 

a finding of abuse. Such a finding can 

be based (1) on a presumption appli

cable under certain circumstances, or 

(2) on general grounds including bad

faith considering the totality of the

facts. If the debtor's income is above

the median income for the state in

which the case is filed, either the pre

sumption or the general grounds stan

dard can be raised by the Court, the

trustee, or a creditor. The presump

tion is inapplicable if the debtor's

income is below the median income

level for the state.

If the means test applies, it com

pares monthly income to "allowable" 

deductions. Income is defined as the 

debtor's average income over the six 

full months prior to the petition date. 

(Even if only one spouse files bank

ruptcy, income includes that of the 

nonpetitioning spouse.) 

The deductions start with those 

used by the IRS in determining how 



much a taxpayer could afford under 

an installment agreement, or whether 

to accept an offer in compromise. 

These include the IRS' s national stan

dard for food, clothing, etc.; a local 

transportation standard; a county

specific standard for housing and util

ities; plus "other necessary expenses." 

The BAPCPA provides that these 

include health care costs; health and 

disability insurance; expenses for an 

elderly, chronically ill or disabled fam

ily member; up to $1,500 per year per 

dependent child for public or private 

elementary or secondary school; and 

contributions to charity up to 15% of 

gross income. 

Alimony and child support pay

ments will also be allowed. Next, 

because the purpose of the means test 

is to determine what the debtor could 

afford to pay to the nonpriority 

unsecured creditors, the computation 

deducts contractually scheduled 

payments to secured creditors for 

the five-year period after the 

petition date. 

The conversion to Chapter 11 or 

Chapter 13 will permit the discharge, 

but at the price of making monthly 

payments. As noted above, Chapter 

13 plans will require payments 

for five years if the debtor's income 

is above the median income level for 

the state. In addition, payments 

under Chapter 13 plans may be 

higher. The reason is the legislative 

transplanting of the IRS' s collection 

standards into the Bankruptcy 

Code (with modifications that are 

too complex for an article of this 

length, but that must be carefully 

applied to the facts in each case). In 

the pre-BAPCPA era, Courts and 

trustees were often more liberal in 

evaluating a debtor's budget than the 

IRS would have been. 

Unfortunately, many debtors can't 

fit into Chapter 13 because of the 

debt limitations. If the debtor is 

tossed out of Chapter 7, but has debts 

exceeding the Chapter 13 limits, 

the only remaining option is a 

Chapter 11. A Chapter 11 is more 

complicated, cumbersome, expensive 

and unpredictable than a Chapter 7 

or a Chapter 13. This will be a signif

icant disincentive to the debtor 

seeking a fresh start through bank

ruptcy if Chapter 7 and Chapter 13 

are unavailable. 

Another victim of BAPCPA was 

the "Chapter 20" technique. In the 

past under some circumstances a 

debtor could file a Chapter 13 

immediately after receiving a Chapter 

7 discharge. The Chapter 13 could 

deal with debts that survived the 

Chapter 7 (using the now departed 

superdischarge aspects of Chapter 

13). The BAPCPAimposes restrictions 

on successive bankruptcies, effec

tively killing this approach. A Chap

ter 13 discharge is now barred in a 

case filed within four years from the 

petition date in a prior Chapter 7 if a 

discharge was entered, or for two 

years from the petition date in a prior 

completed Chapter 13. (The time 

between discharges in Chapter 7 cases 

also has been extended - from six 

years to eight years.) 

New obligations 
to file tax returns 
In a further melding of the tax and 

bankruptcy worlds, the BAPCPA 

contains several new provisions 

regarding the filing and disclosure 

of tax returns. 

First, under BC §521(d)(2)(A)(i) 

a debtor in Chapter 7 or Chapter 

13 must give the trustee a copy of 

the tax return (or a return transcript) 

for the year preceding the year 

in which the petition is filed. In 

addition, BC §1308(a) now requires 

that no later than the day before 

the BC §341 hearing in a Chapter 13 

the debtor must file all tax returns 

that were due for the four tax years 

prior to the year in which the petition 

is filed. Within limits, the trustee 

can continue the meeting of creditors 

to give the delinquent debtor more 

time to file the returns. 

Compliance with the new BC 

§1308(a) obligation to file pre-petition

returns is coupled with new BC 

§1325(a)(9), permitting the Court to

confirm a Chapter 13 plan only if the

debtor has filed the required pre-peti

tion returns. And in addition to catch

ing up on unfiled returns, the

BAPCPA requires that the debtor file

post-petition returns by their due

dates (with extensions). Upon a

request by the Court, the trustee or a

party in interest, the debtor can

be required to file with the Court

copies of all returns due while the

case is pending, including returns

required during the life of the Chapter

13 payment plan.

Conclusion 
The Bankruptcy Abuse Prevention 

and Consumer Protection Act of 

2005 has made it more difficult for 

many people to obtain relief from 

their debts in bankruptcy. For 

those faced with overwhelming tax 

liabilities, bankruptcy is still worth 

considering. But whether relief is 

available will depend on how the 

facts of the case fit with the new 

rules. Those with substantial con

sumer debts (including home 

mortgages) may find that bankruptcy 

will no longer work. And all of 

this comes at a time when offers in 

compromise, as an alternative to 

bankruptcy, are getting even more 

difficult and more expensive due 

to the new offer deposit requirements 

imposed by the Tax Increase 

Prevention and Reconciliation Act 

of 2005. All things considered, owing 

taxes is not nearly as much fun 

as it used to be. 
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THE 

Maryland Estate Tax 





The Maryland General Assembly 
recently has made major changes to 
the Maryland estate tax every two 
years. In 2002, the Maryland estate 
tax was partially "decoupled" from 
the federal estate tax. If this change 
had not taken place, then the Mary
land estate tax would have ceased to 
exist in 2005. In 2004, the Maryland 
estate tax was "decoupled" even 
further from the federal estate tax. As 
a result, the exemption from the 
Maryland estate tax was no longer 
equal to the exemption from the fed
eral estate tax. Like clockwork, in 
2006, further changes were made to 
the Maryland estate tax. 

Prior to the 2006 session of the 
Maryland General Assembly, repre
sentatives of the Maryland State Bar 
Association ("MSBA") Estate and 
Trust Law Section Council worked 
closely with representatives of the 
Comptroller of Maryland to draft 
proposed legislation that would, 
among other things, authorize a state
only qualified terminable interest 
property ("QTIP") election. For a 
description of the utility of a state
only QTIP election, see "New Unim
proved Maryland Estate Tax," 
Maryland Bar Journal (March/ April 
2005). The resulting legislation is 
hereinafter referred to as the 
"MSBA/ Comptroller's proposal." 
This legislation was introduced as 
House Bill 544 by the Chair of the 
Ways and Means Committee at the 
request of the Comptroller. 

House Bill 554 (simply entitled 
"Maryland Estate Tax") contained 
amendments to Annotated Code of 
Maryland, Tax-General Article ("Tax
General") §7�309(b) that would have 
permitted a state-only QTIP election 
and a state-only alternate valuation 
election. An estate could have taken 
inconsistent positions for federal and 
Maryland estate tax purposes with 
respect to the QTIP election, but not 

with respect to the alternate valuation 
election. House Bill 554 specified that 
if a state-only QTIP election were 
made with respect to the estate of 
the first spouse to die, then the sur
viving spouse would be deemed to 
have a "qualifying income interest for 
life" under Internal Revenue 
Code §2044(a). 

Under this federal provision, the 
assets remaining in the QTIP trust 
upon the death of the surviving 
spouse would be included in the 
surviving spouse's gross estate for 
estate tax purposes. The bill also 
contained an amendment to Tax-Gen
eral §7-308(b) regarding apportion
ment of the Maryland estate tax on 
QTIP property. 

House Bill 554 also would have 
amended Tax-General §7-305 by pro
viding that the Maryland e.state tax
return must be filed by the person 
who would be responsible for filing 
the federal estate tax return. Under 
existing law, the persons responsible 
for paying the Maryland inheritance 
tax were responsible for filing the 
Maryland estate tax return and pay
ing the Maryland estate tax. The bill 
also specified factors necessitating an 
amended Maryland estate tax return 
(for example, a tax increase as a result 
of a change on the federal estate 
tax return, after-discovered property, 
or a correction). 

The legislation would have created 
a new Tax-General §7-305.1 providing 
for a six month extension for the due 
date of the Maryland estate tax 
return. An amendment to Tax-Gener
al §7-306 would have specified that 
the extension to file would not consti
tute an extension to pay the tax. 
House Bill 554 also would have 
retained the current rule that the 
Maryland estate tax is determined 
without regard to the federal deduc
tion for state death taxes under Inter
nal Revenue Code §2058. In addition, 
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House Bill 554 would have amended 
Tax-General §7-309(b) to provide that 
items deducted on a federal fiduciary 
income tax return pursuant to Inter
nal Revenue Code §2053 or §2054 
could not be used in calculating the 
Maryland estate tax. 

A new Tax-General §13-716 would 
have provided for a 25% penalty with 
regard to a substantial valuation 
understatement. This could occur if 
the value reported was 60% or less 
than the actual value, but the penalty 
would apply only if the resulting 
underpayment of tax exceeded 
$5,000. House Bill 554 also would 
have made the statute of limitations 
provisions of Tax-General §13-1101 
applicable to the Maryland estate tax. 

As the 2006 General Assembly ses
sion began, Governor Ehrlich issued a 
press release in which he announced 
that he would propose legislation that 
would "recouple" the federal and 
Maryland estate taxes ("Governor 
Ehrlich Proposes Estate Tax Modern
ization" (January 12, 2006). The 
Ehrlich Administration did not start 
from scratch in drafting its proposal. 
Instead, the Administration took the 
MSBA/Comptroller's proposal and 
made several major changes to it. The 
resulting legislation, Senate Bill 224 
(entitled "Maryland Estate Tax Mod
ernization Act"), was introduced 
by the President of the Senate at 
the request of the Ehrlich Administra
tion. Senate Bill 224 was co-spon
sored by over a dozen legislators, and 
it was cross-filed with House Bill 
307, which was co-sponsored by 
over forty legislators. 

Senate Bill 224 did not contain the 
state-only QTIP election and the 
state-only alternate valuation election 
that were contained in the MSBA/ 
Comptroller's proposal. Despite the 
fact that these provisions were elimi
nated from the Governor's proposal, 
Senate Bill 224 still contained other 



provisions related to the state-only 
QTIP election and incorrect cross-ref

erences to the state-only QTIP election. 
In addition to deleting the state

only QTIP and alternate valuation 

provisions that had been part of 

the MSBA/Comptroller's proposal, 
Senate Bill 224 added a provision that 

was not contained in the MSBA/ 

Comptroller's proposal. Senate Bill 

224 would have amended Tax-Gener

al §7-309(b)(3)(i) to provide that the 

unified credit used for determining 

the Maryland estate tax would be 

equal to the applicable credit amount 

corresponding to the applicable 

exclusion amount as defined in 

§2010(c) of the Internal Revenue Code

in effect on the date of the decedent's

death. Under this provision, the
Maryland estate tax exemption

would have become the same as the

federal estate tax exemption. Thus,

the current $1 million Maryland

estate tax exemption would have 

increased to $2 million in 2006 

through 2008, and it would have risen 

to $3:s million in 2009. 
This provision potentially could 

have created a bizarre result in 2010 if 

the federal estate tax were repealed. 

Under Tax-General §7-309(b)(2), upon 

repeal of the federal estate tax, the 

Maryland estate tax would be based 

on federal law in effect immediately 

prior to the repeal. Under Senate Bill 

224, however, this provision concern

ing repeal of the federal estate tax 

would be subject to the new provision 

described in the prior paragraph 

regarding the applicable exclusion 

amount as defined in §2010(c) of the 

Internal Revenue Code in effect on 

the date of the decedent's death. 

If the federal estate tax is repealed, 

then arguably there is no applicable 

exclusion amount. If this is the case, 

then instead of there being a $3.5 

million Maryland estate tax exemp

tion (based on the federal law in effect 

immediately prior to repeal), there 

would be no Maryland estate tax 

exemption, and the Maryland estate 

tax would be equal to the entire 

amount of the federal credit for state 

death taxes under former §2011 of the 

Internal Revenue Code. Presumably, 

this cannot be what the Ehrlich 

Administration intended, but it may 
have been the result of poor drafting. 

In addition to the MSBA/ 

Comptroller's proposal and the 

Governor's proposal, several other 

bills were introduced to amend the 

Maryland estate tax. 
Senate Bill 2 (entitled "Maryland 

Estate Tax") would have increased 

the applicable exclusion amount for 

purposes of calculating the Maryland 

estate tax from $1 million to $2 mil

lion. The legislation also would have 

provided that the Maryland estate tax 
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could not exceed an amount equal to 

16% of the amount by which the dece

dent's adjusted taxable estate (as 

defined in Internal Revenue Code 

§2011(b)(3)) exceeds the lesser of

$2 million or the federal applicable

exclusion amount (as defined in

Internal Revenue Code §2010(c)).

This bill was introduced by Senator

Currie, and it was cross-filed with

House Bill 1219, which was co-spon

sored by Delegate Cardin and a half

dozen other legislators. 

In a sense, this legislation would 

have "recoupled" the Maryland 

estate tax to the federal estate tax, but 

only temporarily. The exemptions 

from the federal and Maryland taxes 

would have been the same during 

2006 through 2008, but "decoupling" 

would have occurred again when 

the federal exemption increased to 

$3.5 million in 2009. 

Senate Bill 295 was a reintroduction 

of 2005 Senate Bill 99. Senate Bill 295 

(entitled "Maryland Estate Tax - Uni

fied Credit Effective Exemption 

Amount and Deduction for State 

Death Taxes") was sponsored by Sen

ator Brochin and others, and it was 

cross-filed with House Bill 1348, 

which was sponsored by Delegate 

Trueschler. Senate Bill 295 would 

have made several changes to the 

Maryland estate tax. First, it would 

have eliminated the $1 million cap on 

the applicable exclusion amount 

for purposes of calculating the 

Maryland estate tax. Second, it 

would have eliminated the require

ment that the Maryland estate tax be 

calculated without regard to the fed

eral deduction for state death taxes 

under Internal Revenue Code §2058. 

Third, it would have eliminated the 

provision specifying that when a 

federal estate tax return is not 

required to be filed, then the person 

responsible for paying the Maryland 

inheritance tax is responsible for 

filing the Maryland estate tax return 

and paying the Maryland estate tax. 

Essentially, this legislation would 

have reversed the 2004 changes to the 

Maryland estate tax. 

House Bill 138 (entitled "Mary

land Estate Tax - Family Home Pro

tection Act") would have increased 

the applicable exclusion amount for 

purposes of calculating the Maryland 

estate tax from $1 million to $2 

million. The bill contained a provi

sion stating the intent that the 

Maryland General Assembly consider 

increasing this amount prior to 

any future increase in the federal 

applicable exclusion amount (thus 

anticipating the increase in the feder

al amount from $2 million to $3.5 mil

lion in 2009). This legislation also 

would have eliminated the require

ment that the Maryland estate tax 

be calculated without regard to the 

federal deduction for state death 

taxes under Internal Revenue Code 

§2058. This bill was sponsored by

Delegate Krebs and over two dozen

other legislators. 

House Bill 154 was a reintroduction 

of 2005 House Bill 136. House Bill 154 

(entitled "Maryland Estate Tax - Fed

eral Credit and Federal Deduction for 

State Death Taxes and Unified Credit 

Effective Exemption Amount") was 

sponsored by Delegate Costa and 

over twenty other legislators. This 

legislation would have "recoupled" 

the Maryland estate tax to the federal 

estate tax by tying the Maryland 

estate tax to the former federal credit 

for state death taxes under Internal 

Revenue Code §2011. This bill 

essentially would have reversed 

the 2002 changes to the Maryland 

estate tax. Due to the phase out of the 

federal credit for state death taxes, 

this legislation would have resulted 

in the immediate repeal of the 

Maryland estate tax. 

House Bill 236 (entitled "Maryland 
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Estate Tax - Exclusion for Family 

Farms Subject to Agricultural Preser

vation Easements") would have 

excluded from the gross estate for 

Maryland estate tax purposes the 

value of real property that is subject 

to a perpetual agricultural preserva

tion easement and that passes to cer

tain relatives of the decedent. This 

bill was sponsored by Delegate Glass

man and over two dozen other legis

lators, and it was cross-filed with 

Senate Bill 658, which was co-spon

sored by over a dozen legislators. 

This legislation could have provided 

substantial relief from Maryland 

estate tax liability, but in very limited 

circumstances. 

House Bill 340 (entitled "Maryland 

Estate Tax - Unified Credit Effective 

Exemption Amount") would have 

increased the applicable exclusion 

amount for purposes of calculating 

the Maryland estate tax from $1 mil

lion to $1.25 million. This bill was 

sponsored by Delegate McConkey 

and over a dozen other legislators. 

This legislation would have provided 

minimal relief from Maryland estate 

tax liability. 

All of these 2006 bills would 

have been applicable to decedents 

dying after December 31, 2005. So the 

legislation would have provided a 

retroactive decrease in Maryland 

estate tax for individuals who died in 

early 2006. This is opposite to the 

result that occurred in 2004 (a retroac

tive tax increase). The Senate bills 

received a hearing before the Senate 

Budget and Taxation Committee on 

February 15, 2006, and the House bills 

received a hearing before the House 

of Delegates Ways and Means Com

mittee on March 8, 2006. Representa

tives of the MSBA Estate and Trust 

Law Section Council testified in 

support of all of the Maryland estate 

tax bills. 

The prospects for estate tax relief 



during the 2006 session of the Mary
land General Assembly were much 
better than during the past several 
sessions. Previously, House Ways & 
Means Committee Chair Sheila Hix
son expressed her belief that ongoing 
state budget deficits foreclosed the 
possibility of any legislation that 
would result in a decrease in 
Maryland estate tax revenues. 
Delegate Hixson made this statement 
in response to a question from the 
audience after Delegate Hixson gave 
the keynote speech on June 22, 2005, 
at a meeting of the MSBA Estate and 
Gift Tax Study Group at the Center 
Club in Baltimore. 

In 2006, the state's budget difficul
ties seemed to have evaporated with 
the revelation that there was a 
surplus in the range of $1 billion. 
According to articles in the Baltimore

Sun, "budget analysts expect a $1 
billion surplus for the coming fiscal 
year" (see "Surplus battle looms 
in Md.," by Andrew A. Green, Janu
ary 16, 2006), and another surplus is 
projected in the following year (see 
"Fat state surplus, slim hope for 
slots," by Andrew A. Green, January 
18, 2006). In his 2006 State of the 
State speech, Governor Ehrlich said 
that "fiscal discipline has turned a 
$4 billion deficit into $2.4 billion in 
cumulative surpluses." 

On the other hand, at the Senate 
Budget and Taxation Committee 
hearing on February 15, 2006, com
mittee members pointed out that 
budget projections indicated that 
the State of Maryland would face a 
structural deficit as early as fiscal 
year 2008 or 2009. If indeed budget 
constraints loom on the horizon, 
then there is less likelihood that the 
Maryland General Assembly would 
enact legislation to repeal the 
Maryland estate tax or to match 
the federal exemption of $3.5 million 
in 2009. 

The current surplus, however, may 
have been too enticing for some 

legislators to ignore. The desire to 
"give back" some of the current 
surplus to Maryland taxpayers, when 
combined with a need to exercise 
fiscal constraint several years from 
now, could have resulted in the 
passage of legislation that simply 
would have raised the Maryland 
estate tax exemption to $2 million. 
This would have been the result 
under Senate Bill 2, its companion 
House Bill 1219, and House Bill 138. 
Senate Bill 2 was sponsored by 
Senator Currie, who chairs the 
Senate Budget and Taxation Commit
tee. The lead sponsor of House Bill 
1219 was Delegate Cardin, who sits 
on the House of Delegates Ways 
and Means Committee, as well as 
the Tax and Revenue Subcommittee. 
Therefore, the current and future 
fiscal situation, as well as strategic 
sponsorship, boded well for a $2 
million Maryland estate exemption. 

In the end, Senate Bill 2 and House 
Bill 1219 did pass the Maryland 
General Assembly, but the bills had 
been amended significantly. In a 
favorable development, the provi
sions of the MSBA/Comptroller's 
proposal (including the state-only 
QTIP election) were added into 
Senate Bill 2 and House Bill 1219. On 
the other hand, the proposed $2 
million Maryland estate exemption 
was reduced back to the current 
$1 million exemption. The 16% cap 
described above was retained in 
Senate Bill 2 and House Bill 1219, 
although the language was modified 
to provide that the federal credit 
used to determine the Maryland 
estate tax may not exceed 16% of 
the amount by which the decedent's 
taxable estate, as defined in 
Internal Revenue Code §2051, 
exceeds $1 million. 

This change in the language defining 

the 16% cap may provide some in 
teresting planning opportunities. 
Because the cap is defined in terms 
of the taxable estate under Internal 
Revenue Code §2051, gifts (including 
deathbed gifts) could reduce or 
eliminate the Maryland estate tax 
liability. For example, suppose an 
individual has assets worth just 
under $2 million. Upon death, there 
would be no federal estate tax due 
to the $2 million federal estate 
tax exemption. 

The Maryland estate tax would 
be approximately $100,000. Suppose 
instead that the individual made 
a gift of $1 million just prior to 
death (and that the individual 
previously made no other gifts). The 
gross estate for Maryland estate 
tax purposes would be just under 
$1 million, and the taxable estate 
(gross estate less certain deductions) 
also would be under $1 million. 
Because the cap would be 16 
percent of the amount of the 
taxable estate over $1 million, the 
resulting Maryland estate tax 
should be zero. Under the law in 
effect prior to the 2006 changes, the 
$1 million gift would have reduced 

the Maryland estate tax (to approxi
mately $33,000), but it would not 
have eliminated the tax. 

If the Maryland General Assembly 
keeps to its current schedule of 
making significant changes to 
the Maryland estate tax every two 
years, then expect further changes 
in 2008. Unfortunately, it is impossi
ble to know precisely what those 
changes will be and when they 
will occur. Based on the 2006 legisla
tion, many members of the Maryland 
General Assembly want the Mary
land estate tax exemption to keep 
pace with the federal estate tax 
exemption. This desire may result 
in further Maryland estate tax relief 
in the future. 
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By Brian L. Oliner 

Dear Taxpayer: 

The Comptroller's Office is pleased to inform you that 

you have been randomly chosen from thousands of lucky 

contestants to have your financial books and records scru

tinized for free. At no cost to you, we will spend several 

weeks, even months if necessary, at your place of business, 

meticulously going over every document you can provide, 

interviewing you, and your employees if necessary, and 

generally becoming an integral part of your life. And, 

finally, as a parting gift, we will provide you a full written 

summary of our results . If satisfied, our written summary 

provides you with very detailed information on how much 

you can pay to the State to show your appreciation for the 

good work we have done. If you are not fully satisfied with 

this gift, you will have 30 days to let us know. We will then 

set up a meeting at which we will graciously give you the 

responsibility to tell us why we were wrong in providing 

this free service to you. 





Okay, so the audit letter doesn't 

quite look like this. And, truth be 

told, it is the Notice of Assessment 

that makes the client want to run for 

the hills. However, when the client 

walks into your office with either let

ter, the practitioner needs to immedi

ately begin preparing a plan. If you 

are lucky enough to have a client 

who makes contact with you at 

the beginning of the process, i.e., 

upon receipt of the audit letter 

and before the audit has actually 

begun, you have a strategic advan

tage that may allow you to actually 

define the process. 

Take this opportunity to define 

where the audit will take place, such 

as your office rather than the client's 

place of business. If the auditor is 

going to look at sample periods, be 

proactive in suggesting and insisting 

on what those periods will be. Limit 

the amount of direct contact between 

your client and the auditor. You be 

the voice, the contact point. If the 

client has a regular bookkeeper or 

accountant, make sure you have 

talked to them and make sure they 

know you are the contact point with 

the auditor. Don't sandbag. 

If you have information or docu

mentation that will support your 

interpretation and application of the 

tax laws, make it available to the 

auditor. Saving it for the closing 

interview, conducted after the 

audit is complete, or a later appeal 

hearing, is not strategically or eco

nomically advantageous for your 

client. Remember, once that audit is 

complete and an assessment is made, 

it is presumed correct and the bur

den is upon the taxpayer to refute 

the results. 

Now, let'. s move from the fantasy 

world and back into the world we all 

live in, the world that is populated 

by the client who has in his hand the 

Notice of Assessment he received 

three weeks ago. Your client has 30 

days from the date the notice was 

mailed to file an application for revi

sion of the assessment. Tax General 

Article ("TG"), §13-508(a). Failure to 

file the application for revision 

before the expiration of the 30 days 

will result in the assessment becom

ing final. TG, §13-508(b). In this sit

uation, your client can seek relief 

under TG, §13-509. This provision 

gives the Comptroller authority to 

decrease or abate an assessment that 

is deemed erroneous. However, 

such relief is discretionary on the 

part of the Comptroller, and the 

Comptroller 's decision is final with 

no right of appeal. 

Though the client is not required 

to pay the assessment before first ini

tiating the appeal, it may chose to do 

so, thus stopping the running of 

interest on the unpaid tax. In such a 

situation the appeal becomes a claim 

for a refund. Despite this, the time 

for making the refund claim remains 

30 days from the date of the Notice 

of Assessment, not the three or four 

year statute of limitation period 

associated with TG, §13-1104. 

A timely application for revision is 

filed with the Hearings and Appeals 

Section of the Comptroller's office. 

There is no specific form or format 

for the application. The application 

can be mailed or emailed to the 

Comptroller's office. To ensure that 

the appeal is properly attributed 

to your client's assessment, it is 

recommended that a copy of the 

Notice of Assessment be included 

with the application for revision. 

The Comptroller's Office will then 

set the matter in for an "informal" 

hearing before a hearing officer. 

These hearing officers are employees 
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of the Comptroller's Office; they are 

not independent. 

The practitioner should review 

COMAR 03.01.01.04 for the proce

dures applicable to the "informal" 

hearing. After receipt of the applica

tion, the Comptroller will schedule 

the matter for a hearing in its office 

in Baltimore. The auditor and 

his/her supervisor will be present 

along with the hearing officer. The 

taxpayer can have representation at 

this hearing. The taxpayer can 

request that subpoenas be issued for 

witnesses, but there is no absolute 

right to have the subpoena issued. 

The hearings are recorded. 

Before going into a hearing, the 

practitioner needs to decide what 

is the basis for contesting the 

assessment. Your preparation will be 

substantially influenced by this 

determination. For example, in 

many sales and use tax audits only a 

sample period is reviewed. TG, §13-

302(b). The result is then extrapolat

ed over the entire audit period. The 

client may be arguing that the sam

ple period does not accurately reflect 

the regular activities of the business, 

or that it includes an anomaly not 

present in its normal business cycle. 

Such contentions amount to purely 

factual arguments. 

When you get to the hearing, you 

will want to present facts that sup

port the factual argument that the 

sample period was not representa

tive or a particular transaction does 

not normally occur. This argument 

is best presented by having an 

accountant review an alternative 

sample period and extrapolating 

those results over the audit period. 

At the hearir:ig, you would present 

that accountant's work. 

On the other hand, there may be 

no.dispute as to the facts, but rather 



the application of those facts to the 

legal definitions of taxable sale, 

taxable service, etc. In this situation, 

you will not present any new or 

additional facts at the hearing. Your 

presentation will consist primarily of 

legal argument. 

In the realm of legal arguments, 

there are times that the taxpayer may 

be claiming that the application of 

the law to the facts of his/her case 

constitutes a change in the policy or 

long-standing practice of the Comp

troller. See CBS Inc. v. Comptroller, 

319 Md. 687, (1990); TG, §2-103. If 

this is part of the claim, the practi

tioner should use the informal hear

ing as an opportunity to establish 

any prior policy or long-standing 

practice of the Comptroller prior to 

the new policy applied to the taxpay

er. Pin the auditor down on what 

statutory or regulatory authority 

s/he relied upon. Ask the auditor to 

identify any written documents that 

contain that policy, whether that had 

always been the policy, etc. 

The hearing officer will read into 

the record the essential information, 

such as the name of the taxpayer, the 

nature and amount of the assess

ment. The taxpayer, the auditor and 

anyone else who is present and who 

will testify will be sworn in. The 

auditor's work papers will be placed 

into the record. At this point the 

hearing officer will give the taxpayer 

the opportunity to present any infor

mation s/he wishes the hearing offi

cer to consider. In most cases the 

auditor will not have said anything 

up to this point. The presumption 

being that the auditor's work and 

assessment are correct. TG, §13-411. 

The practitioner should take a 

moment to summarize for the hear

ing officer what errors or corrections 

are being asked for and what the 
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taxpayer's ultimate position is. Be 

prepared to ask direct, pointed ques

tions of the auditor to explain how 

s/he performed the audit. What 

records were reviewed? If a sample 

period was chosen, why was that 

period chosen? Have the auditor 

explain the math. If certain pre

sumptions were made, ask why. Ask 

the auditor why s/he took the posi

tion that a certain transaction or item 

was taxable. 

In most matters you will not 

receive a complete decision at the 

conclusion of the hearing. In many 

instances, the hearing officer may 

leave the record open for a brief peri

od of time to allow the taxpayer to 

present additional documents or 

other material. Take advantage of 

this opportunity. Not only should 

you provide that additional material, 

but take the opportunity to reinforce 

• Forensic Accounting
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Be/Air, MD 

any matters you may have brought 

out at the hearing. This will have to 

be done in writing because, whereas 

the .record may be left open, there 

will not, as a general rule, be a con

tinuance of the actual hearing. 

As a practical matter, hearing offi

cers are open-minded and will con

scientiously consider and evaluate 

the issues that the taxpayer raises at 

the informal hearing. One should 

not presume that the assessment will 

be automatically upheld and that the 

informal hearing is simply a pro 

Jonna proceeding. However, hearing 

officers are not going to overrule 

long-standing policy or interpreta

tions, or make new law. If the essen

tial characterization of your appeal 

centers on the interpretation, or 

application, of a statutory or regula

tory provision, the hearing officer 

will not be in a position to reverse or 
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change the assessment. 

Ultimately, the hearing officer 

will issue a written decision, the 

Notice of Final Determination. The 

taxpayer has 30 days from the date 

of the notice to appeal this decision. 

TG, §13-210. That appeal lies to 

the Maryland Tax Court and is 

initiated by filing a Petition with 

that office. A sample Petition is 

available on the Tax Court's website, 

www.txcrt.state.md. us. 

The Petition must succinctly state 

the nature of the case, the facts the 

appeal is based on and the question 

presented for review by the 

Tax Court. TG, §13-516. The 

practitioner should review TG, 

§13-510, et seq. and COMAR

14.12.01.01-15 for the statutory

and regulatory rules governing

proceedings before the Tax Court.

Most Petitions will simply note 

that the taxpayer disagrees with the 

assessment. From a practitioner's 

standpoint, this should be viewed as 
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an opportunity to focus the Court on 

the issues and facts you want to 

be front and center. Before that Peti

tion is filed the Court has never 

heard of your client, or the facts of 

the case, or the basis of the assess

ment. The Petition you file is your 

first chance to advocate for your 

client. Don't overstate your position 

exaggerate the facts or make repre

sentations that you will not be able 

to fulfill. But, do present a descrip

tion of the nature of the case and 

essential facts that would appear to 

leave the Court with only one 

option, to answer the questions pre

sented in your client's favor. 

It is at this level, when a matter 

has been appealed to the Tax Court, 

that an Assistant Attorney General 

will become involved in the matter. 

Consequently, it is at this level that 

issues such as the hazards of litiga

tion penalty abatement and policy 

impact can be taken into considera

tion. These can be important points 

when the settlement negotiations 

begin to take place. 

After the Attorney General's 

Office files an answer, the matter 

will be scheduled for a pre-trial 

conference with the Court. The 

purpose of the conference is to 

define the issues, establish a discov

ery schedule, a briefing schedule 

(if necessary) and set a trial date. 

Depending on the nature and 

complexity of the matter, counsel 

for the taxpayer and the Comptroller 

may have spoken prior to the 

pre-trial conference. This is 

especially recommended if there is 

something unusual about the 

case. The pre-trial conference is 

not a settlement conference. The 

Court will not get involved in the 

settlement process. 

Discovery in the Tax Court 



is governed by the Tax Court 

Rules and Procedures, not the 

Maryland Rules. The only available 

tool of discovery is the deposition. 

TG, §13-521. Even if all you are 

seeking from a particular source 

are documents, you would have 

to request a deposition subpoena 

for the custodian of records to 

appear and produce the desired 

documents. You should also make 

a written request to the Hearings 

and Appeals Section for a copy 

of the tape from the informal hear

ing. Rest assured that the Assistant 

Attorney General assigned the case 

will be reviewing that tape. 

In appropriate cases, a pre-trial 

memorandum may be warranted. If 

the appeal is primarily based on 

a legal issue, or if the facts are 

complicated, such a pre-trial memo

randum is strongly recommended. 

There is no set format for such a 

pleading, but in practicality it is 

much the same as a motion for 

summary judgment. You should 

take advantage of any opportunity 

to advocate your client's position in 

a manner that allows the Court to 

give it "considered attention. 

The trial before the Tax Court is de 

nova, conducted in the same manner 

as a non-jury civil trial. As it was 

in the informal hearing, the burden 

is upon the taxpayer to show 

an error in the assessment. The 

taxpayer must offer affirmative, 

convincing evidence in support 

of his/her case or demonstrate 

an error apparent on the face 

of the proceeding from which the 

appeal was taken. 

If such evidence is not presented 

or such error is not apparent, the 

Tax Court will affirm the decision. 

TG, §13-528. If there is an allegation 

of fraud by the Comptroller, 

the �omptroller will bear the 

burden on this issue. See Genie & Co. 

v. Comptroller, 107 Md. App. 551

(1995). The Tax Court is not bound

by the technical rules of evidence.

TG, §13-524; See Fairchild Hiller Corp.

v. Supervisor of Assessments for

Washington County, 267 Md. 519

(1973). The parties may also submit

post-trial briefs. If a party wishes to

do this, they should, at the conclu

sion of the hearing, make a request

to do so of the Court. COMAR

14.12.01.ll(A).

The Tax Court is required to issue 

a written order, TG, §13-529, and 

upon the motion of any party, will 

issue a written opinion stating 

the grounds for its decision. 

COMAR 14.12.01.ll(B). 

Any party may appeal the 

decision of the Tax Court. Such an 

appeal is made by filing an appeal 

for judicial review with the circuit 

court within 30 days of the filing of 

the Tax Court's final order. TG, §13-

532; Maryland Rule 7-203. The fil

ing of the appeal does not stay the 

Tax Court's decision or the collec

tion activities of the Comptroller. A 

request for stay must be filed with 

the reviewing court. TG, §13-532(b). 

These appeals are also governed by 

the Administrative Procedures Act, 

State Government Article, §10-222 

and §10-223. 

The petitioner is required to file, 

within 30 days of receiving notice 

of the filing of the record from the 

circuit court clerk, a memorandum 

stating the questions presented, 

a statement of material facts and 

argument. No additional evidence 

is allowed unless permitted by 

law. The circuit court will hold a 

hearing. The scope of review is 

limited. The Tax Court's decision 

must be upheld if it is legally 

correct and reasonably supported 

by substantial evidence. See Super

visor of Assessments of Anne Arundel 

v. Hartge Yacht Yard, Inc., 379 Md.

452 (2004). Further appeal to the

Court of Special Appeals and Court

of Appeals is governed by Maryland

Rules 8-201, et seq.

Hopefully, this brief outline 

has given you, the practitioner, 

an understanding of the process 

particular to tax controversies 

in Maryland. It has not been 

intended, nor have I attempted, 

to provide a primer on statutory 

interpretation, tax policy, or the 

substantive tax issues that arise 

in these cases. But at least when 

your forgetful client walks in 

with that Notice of Final Determi

nation, dated 29 days ago, you can 

give them your sage advice. 

@I'� ?!]� 
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The life Cycle of a 

So you are one of the lucky ones who 

has just received an IRS notice. It either 

advises you (1) that you may have a bal

ance due, or (2) that the IRS is set to take 

collection action on what is owed. After 

you begin to breathe again, your next 

move is to not ignore the IRS. 

Like most entities, the IRS is bound 

by a statute of limitations ("SOL"). The 

IRS has three years from the day you 

file your return to make an assessment. 

From the date of the final assessment, 

the IRS then has ten years to collect. It is 

important to keep in mind that current

ly the collection statute may be extend

ed voluntarily by signing a Form 872 or 

by filing for an Offer in Compromise 

("OIC"), bankruptcy, or a collection due 

process hearing ("CDP"). If you have 

failed to file a return, the statute never 

begins to run. If there is a large balance 

due or the IRS believes that tax collec

tion is in jeopardy, the IRS may have the 

U.S. Department of Justice ("DOJ") 

reduce your tax lien to judgment-thus 

extending the collection statute beyond 

the 10 years. 

Let's start with the type of notice 

advising you that you are under audit. 

The IRS often restricts itself to three 

methods of initial contact. The paper 

audit is a letter advising you that your 

return is under examination and some 

discrepancies have been found. The 

issues tend to be limited and are often 

simpler matters of substantiation 

and/ or inadvertent omissions from 

your return. You are given 30 days to 

respond and it behooves you to send 

a written communication to the IRS 

within this time period. 

The second type of notice also advis

es you of an examination, but the IRS 

wants you to come in to explain. This 

type of audit is more extensive and 

usually takes one+ days to conclude. 

Questions such as unreimbursed 

employment expenses, schedule A, and 

schedule C business expenses are often 

the focus. 

The third and final notice may start 

with a telephone call from an IRS Rev

enue Agent. It is quickly followed by a 

letter. Instead of you going to the trou

ble of bringing your records to the IRS, 

the agent will be happy to come to 

you/your business to examine your 

documents. 

All audits should all be taken seri

ously. If you do not file a return, the IRS 

may file a substitute for return ("SFR") 

based on third-party tax information 

that is submitted on your behalf. If the 

IRS files an SFR, you have the opportu

nity to protest it with the same rights 

that would be afforded to you had 

you filed; however, the SOL does not 

begin to run. 

During an audit, you are essentially 

working with two methods of proof. 

The first is an issue of substantiation. 

Producing records that justify positions 

you have taken on your return. This 

may also be in the form of a bank state

ment analysis explaining whether the 

funds you earned were actually what 

you reported; and, if not, why. The sec

ond is often more legal in nature. The 

IRS will be questioning whether you 

can take certain position(s) under the 

purview of the Internal Revenue Code. 

Be aware that an auditor is not all

knowing-even about taxes. If you 

were given a tax opinion by an account

ant or tax attorney, be sure to keep it on 

hand. If the position ends up not being 

correct, or otherwise conceded for reso

lution purposes, such an opinion may 

get you out of a negligence and/ or 

fraud penalty. 

Keep in mind that although it may 

seem to be the case, the auditor is not 

likely out to "get you." Sometimes 

he/ she may not know how your busi

ness operates and/ or your industry. 

Therefore, you should be ready to edu

cate, but not be lured into a false sense 

of security. The government is also 

looking to see if what you say 

you earned actually allows you to 

live/ operate in the manner that 

seems apparent. Even if you have 





representation, it is not uncommon for 
the IRS to also request a tour of your 
home or office. 

Criminal Exposure. By not filing a 
return, or not filing within any applica
ble statutory extensions, you expose 
yourself to criminal penalties for failure 
to file. As the punishment is a misde
meanor, it carries with it a sentence of a 
maximum of one year of imprison
ment. And yes, the IRS does actually 
prosecute people for this. 

Were you to file false returns, other
wise fail to properly report your 
income/ expenses, or be found respon
sible for failing to pay employment 
taxes, you may be subject to felony 
charges that can result in multiple years 
of imprisonment. If you are being 
investigated or have been indicted and 
decide not to enter a plea, you will 
have a full blown criminal trial before a 
federal court. 

Thus, if you are paid a visit by an IRS 
special agent, it is in your best interest 
to speak with your attorney before 
speaking to anyone else-this includes 
the agent. 

Assessment 

Toward the conclusion of an audit, the 
IRS generates a "Revenue Agent's 
Report." This document identifies and 
delineates your and the IRS' respective 
positions on any outstanding issues, 
interest, and penalty recommenda
tions. Usually the RAR is provided 
toward the end of the audit. If you 
think it prudent, you may seek mana
gerial review. Doing so gives you an 
opportunity to present your issue(s) to 
a 'fresh' pair of eyes. If you are still not 
in agreement, the IRS finalizes the RAR, 
which then becomes the IRS' position. 
You have 30 days to protest to the IRS 
Office of Appeals and have another 
opportunity to present evidence/rea
sons as to why you are correct. If you 
do not agree, then a Statutory Notice of 
Deficiency ("SNOD") is generated and 

you may go to court. You can also 
decide to by-pass all review and wait 
for the SNOD. You have 90 days to file 
your' petition with the court-this 
increases to 120 days if you are out of 
the country. 

If your balance due is for income tax, 
you would petition the US Tax Court. 
This forum is comprised of individuals 
heavily experienced in tax law. Once 
you file the petition detailing your 
protest and what you intend to prove, 
an attorney with the IRS District Coun
sel's Office will respond with an 
Answer. More often than nbt, you 
will then be contacted by an independ
ent Appeals Officer (" AO") who 
often has an accounting/legal back
ground. The AO will discuss the posi
tion(s) you have taken and the 
possibility of settlement. 

During your conversations/ negotia
tions, you may find yourself providing 
a brief outlining the issues and the 
cases relied upon. If the matter is 
resolved prior to trial, the AO will pre
pare work papers followed by Decision 
Documents memorializing your joint 
positions. It is important to review all 
documents prior to signing. If the two 
of you are unable to agree, the matter 
will be returned to the IRS Attorney 
assigned to your case. 

You may further discuss settlement 
with the IRS attorney and then you will 
prepare for court. You will likely be 
served a Branerton letter, which is the 
IRS' form of a discovery request. This 
should be read very carefully as the IRS 
may very well request depositions and 
the documents you relied upon in 
substantiating your positions. 

Should you appear before the U.S. 
District Court, your opposing counsel 
is a civil tax attorney from DOJ. As in 
most all civil cases argued, DOJ will 
oppose the assignment of a magistrate 
judge, and request that discovery 
(potentially) and settlement negotia
tions not begin until after summary 
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judgment motions are decided. Addi
tionally, the judge is unlikely to have 
been a tax lawyer before taking a seat 
on the bench. It will be your job to edu
cate, and if the issue is a novel and/ or 
highly complex one, you will have a 
lot of work to do. 

If you were involved in a business, 
the IRS may assess civil penalties for 
the extent and period of your involve
ment. Most common of such penalties 
is the civil trust fund. Such penalties 
are often assessed by an IRS revenue 
officer (RO) against person(s) deemed 
"responsible" for the business' failure 
to timely file and deposit federal 
payroll taxes. Prior to the assess
ment becoming final, the action 
may be protested before the IRS 
Office of Appeals. 

Payment. Once your matters con
clude, and if you are left with a balance 
due, you will have to decide how you 
are going to make payment. The easi
est way is to pay in full. For every day 
that a balance is due, the IRS assesses 
interest. Most penalty assessments 
max-out at 25%. While interest accrues 
on the principal tax, penalties, and 
interest, the penalties and interest are 
calculated from the day the tax should 
have been paid until the liability is 
satisfied in full. 

If full payment is not possible, then 
you should look to alternatives such as: 
Currently Non-Collectible status 
("CNC"), bankruptcy, an Offer in 
Compromise ("OIC"), installment 
agreement ("IA"), an abatement 
request, a claim for refund, or innocent 
spouse relief. 

Currently Non-Collectible stops 
imminent collection action. You will 
have to prove that your finances make 
it impossible for you to pay your neces
sary living expenses and repay the IRS 
at the same time. Because this is a tem
porary resolution, you will likely hear 
from the IRS in a few months' time. 

Bankruptcy is an option if you have 



filed your income tax returns sufficiently 

long ago to render them eligible for dis

charge. Many taxes such as employment, 

excise, sales, etc., will survive the bank

ruptcy if not resolved as part of the 

estate. Nonetheless, potential relief 

may exist from penalties and interest. 

With an Offer in Compromise, you 

have three major options. The first is 

that you cannot full pay the tax prior to 

the expiration of the statute of limita

tions. Second, that your financials 

might show the ability to pay, but 

that you have special circumstances 

rel_ated to why you should/ cannot. 

And finally, that you do not owe the tax. 

Under the first option, you offer to 

satisfy the balance due for a smaller 

sum in full and final settlement. You 

will have to provide full financial dis

closures and a brief providing a history 

as to how your circumstance came 

about and why they will not occur 

again. The second type of OIC also 

requires financials, but under two alter

natives; you must essentially show that 

it would be unjust to continue to 

attempt to collect the tax given the cir

cumstances; i.e., age, infirmity, being 

duped, etc. In the last option, you will 

need to provide a brief detailing why 

you do not owe the tax and provide 

evidence of the same. 

Installment Agreement. Here, you 

promise to pay the IRS in full but in 

smaller increments over a specific peri

od of time, but before the expiration of 

the SOL. If you owe less than $25,000, 

the IRS is not likely to require financial 

information as it would for other types 

of installment agreements. If full pay

ment prior to the expiration of the col

lection statute is not an option, you 

may want to look to a partial pay 

installment agreement. Here the IRS 

will want the equity in your assets in 

order to accept monthly payments over 

the remaining life of the statute. 

Abatement. This option is available 

when you can fully pay the principal 

liability, and can offer reasonable cause 

for not being able to file/pay your 

taxes on time. You are asking that the 

penalti�s and related interest be abated. 

To successfully abate interest on its 

own, you must prove that the IRS 

performed a managerial or ministerial 

act to have caused a delay on the 

resolution of your matter. 

Claim for Refund. You can full pay 

a portion of the liability and 

have the matter reconsidered first by 

the IRS, and if not satisfactory, then by 

the courts. 

Innocent Spouse. When filing a joint 

return, you and your spouse are held 

jointly and severably liable. You can 

file a claim for innocent spouse relief 

when you do not believe that 

you should be held responsible for 

payment on the resulting tax. There 

are a number of proverbial hoops that 

you may have to jump through to 

prove this to be the case-especially if 

you are still married. 

Regardless of the method you select, 

it is very important that you keep 

the statute of limitations in mind as it 

will continue to impact the viability of 

your choice(s). 

Collection 

When payment remains outstanding 

with no resolution alternative in place, 

the IRS will take forced collection 

action. In doing so, it may file a tax 

lien, levy/ garnish your sources of 

funds, enforce a judgment against 

you and/ or your business, as well 

as begin to auction off your assets. 

Such action often occurs when the 

IRS' notices for collection go unan

swered. With the current climate of 

the IRS, it is better to respond sooner 

rather than later. 

Today, collection efforts are moving 

full steam ahead. Depending on the 

type of tax and the amount owed, 

your case could be sent to a local 

field office to be worked by a 

revenue officer. In such cases, the RO 

will often introduce him/herself with a 

letter notifying you of their filing of a 

federal tax lien or intent to take levy 

action and advising you of your right to 

protest. It is a good idea to make a call 

right away. You will then begin dis

cussing alternatives to full payment. If 

you are able to work with your RO, this 

is a good place to begin and end. If not, 

you will need to deal with the RO' s 

manager, and if that does not work, 

then you will have to find a way to 

have the case moved to Appeals or the 

Taxpayer Advocate. 

If you are in collections and the IRS 

had decided to take action that you do 

not agree with, you may file for a col

lection due process request ("CDP"), an 

equivalency hearing, and/ or a collec

tion appeal request ("CAP"). If timely 

filed, the first option will allow for you 

to have your matter considered by an 

Appeals Officer. If you still do not 

agree, you are able to go before the 

courts on an abuse of discretion claim. 

An equivalency hearing may be filed at 

any time. It does not toll the SOL and it 

does not necessarily stop collection 

action. It does, however, move tax peri

od(s) before an Appeals Officer. These 

two options allow you to present alter

natives to forced collection. 

A C AP requires certain time restric

tions; but does not afford you the 

opportunity to go to court. Further, it is 

often limited to whether or not the IRS 

followed proper procedure prior to 

taking the forced collection action. 

Nonetheless, it is the Taxpayer 

Advocate' s job to assist when there is a 

breakdown of communication between 

you and the IRS. Often, you must first 

exhaust your administrative remedies 

prior to contacting the TAO. The TAO, 

however, may be contacted directly if

you are about to face an imminent 

hardship based on an IRS action. 

For further information, consult the 

IRS website at www.irs.gov. 
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I 
ndividuals are responsible for accurately 
reporting and paying their federal and 
state income tax when due. This is a 

universal truth. In certain situations, indi
viduals are also personally liable for taxes 
owed by a business with which they are 
associated. This article reviews different 
types of federal and Maryland state taxes for 
which personal liability may be imposed. 

By Caroline D. Ciraolo and Kamyar Mehdiyoun 
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Federal 

Employment Taxes - Under the 

Internal Revenue Code ("IRC"), an 

employer is required to collect, 

account for and pay over taxes that 

have been withheld from an employ

ee's wages, including income and 

Social Security (FICA) taxes. If the 

employer fails to do so, under IRC § 

6671 and § 6672, the Internal Rev

enue Service ("IRS") may assess and 

collect these "trust funds" from indi

viduals determined to be "responsi

ble persons" who willfully failed to 

collect and/ or deposit the tax. 

The amount assessed against a 

responsible person is known as the 

"trust fund recovery penalty," and is 

limited to the amount that should 

have been withheld from the 

employees' wages. It does not 

include the employer's portion of 

FICA or federal unemployment taxes. 

The penalty is a portion of, not in 

addition to, the employer's liability. 

A responsible person is someone 

who is responsible for withholding, 

truthfully accounting for, and/ or 

depositing the tax with the IRS. To 

determine whether an individual is a 

responsible person, the IRS looks to 

the extent of control that person had 

over the employer's finances. It con

siders a number of factors, including 

whether the individual was an 

owner or officer of the business, had 

the authority to sign checks, was 

involved in the daily operations of 

the business, and reviewed or signed 

employment tax returns. An IRS 

Revenue Officer will interview 

potential responsible persons and 

record those interviews on a Form 4180. 

The Revenue Officer will also 

request certain business records, 

including bank statements, cancelled 

checks and signature cards, articles 

of incorporation and bylaws, 

employment agreements, and employ

ment tax returns. It is common for 

the IRS to assess the penalty against 

more than one individual. If this 

occurs, the IRS may collect the entire 

liability from any of those persons, 

but may only collect it once. 

Even a responsible person will not 

be held liable for unpaid trust funds 

unless the IRS determines that he or 

she acted willfully. Willfulness has 

been defined as intentionally using 

trust funds to pay other creditors in 

lieu of depositing those funds with 

the IRS, when the responsible person 

knows taxes are due or demonstrates 

reckless disregard for whether taxes 

have been paid. Mere negligence is 

not sufficient to establish willfulness. 

On the other hand, an employer's 

poor financial condition is not a 

reasonable excuse. 

Limitations - The IRS has three 

years from the April 15th following 

the year in which the liability arose 

to assess the trust fund recovery 

penalty. In other words, if an 

employer failed to pay during the 

second quarter of 2003, the IRS must 

assess the penalty against any 

responsible persons on or before 

April 15, 2007. However, if the 

employer files the return at issue 

after the April 15th of the following 

year, then the three-year period of 

limitations runs from the date the 

return is filed. If the return was 

never filed, the IRS takes the position 

that there is no statute of limitations. 

Practice Tip: A representative 

should interview his or her client 

prior to meeting with the Revenue 

Officer, complete a Form 4180, and 

present it to the Revenue Officer. If 

the Revenue Officer requires a per

sonal interview, during which he or 

she interviews your client and com

pletes the Form 4180, you should 

review the Form 4180 with your 

client outside of the presence of the 

Revenue Officer, and make any nec

essary changes before your client signs. 
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Practice Tip: During the investiga

tion, a representative should raise 

any other factors that may convince 

the Revenue Officer not to assess the 

penalty. Such factors include the 

age, state of health, and financial sta

tus of the person against whom the 

penalty is asserted. If the individual 

is financially unstable, then asserting 

that the tax is uncollectible may 

result in the Revenue Officer deter

mining not to make the assessment. 

Appealing an Assessment - If the 

IRS determines that an individual is 

responsible for the trust fund recov

ery penalty, it will issue a proposed 

notice of assessment, giving the indi

vidual the right to appeal by filing a 

written protest within 60 days of the 

date of the notice (90 days if outside 

the United States). An appeal should 

be filed to obtain an independent 

review of the Revenue Officer's deci

sion and to gain time for the employ

er to pay the liability before a 

penalty is assessed. 

If a protest is filed, the case will be 

transferred to the Appeals Office for 

consideration. The individual has a 

right to a personal conference with 

the Appeals Officer, during which he 

or she may be represented and may 

present witnesses and evidence to 

dispute the assessment. If Appeals 

sustains the assessment, the individ

ual has the right to pay a portion of 

the penalty, equal to the amount of 

tax due for one employee for one 

period, and then file a refund claim 

with a request for abatement for the 

remaining liability. If the IRS denies 

the claim, or fails to act within 6 

months, the individual may initiate a 

refund action in the U.S. District Court. 

Collection and Right of Contri

bution - The IRS may seek to collect 

the trust fund recovery penalty in 

the same manner as other taxes, 

including garnishing wages, levying 

accounts, seizing refunds, filing tax 



liens and suing to reduce those liens 

to judgment. The trust fund recov

ery penalty is not dischargeable in 

bankruptcy. If the employer or 

another responsible person pays the 

trust fund liability in full, the IRS 

will abate any remaining trust fund 

recovery penaltiesassessed against 

other responsible persons. If a 

responsible person pays the amount 

assessed, he or she has the right 

under IRC § 6672(d) to file suit for 

contribution against other "responsi

ble persons" liable for that penalty. 

Fuel Excise Tax - Where a business 

willfully fails to pay certain federal 

diesel, gasoline and fuel excise 

taxes, IRC § 4103 imposes personal 

liability on (i) officers, employees 

or agents of a business taxpayer who 

have the duty to assure the payment 

of such taxes, but who willfully 

fail to perform such duty; and (ii) 

anyone who willfully causes the 

business taxpayer to fail to pay 

these excise taxes. An individual's 

personal liability for unpaid fuel 

excise taxes is determined using the 

same factors and analysis as the trust 

fund recovery penalty. 

Maryland 
Withholding Tax - Personal liabil

ity for state income tax required to be 

withheld from a Maryland employ

ee's wages extends to any officer, 

agent or person who exercises direct 

control over the fiscal management 

of the employer, or is required to 

withhold and pay the income tax. 

Tax Gen.§ 10-906(d). 

Unlike the trust fund recovery 

penalty, which is limited to the 

amounts withheld from an employ

ee's wages, Maryland imposes per

sonal liability for the entire amount 

due, including penalties and interest, 

currently accruing at the rate of 

13%. Also unlike federal law, the 

Maryland statute imposing personal 

liability for withholding tax has no 

willfulness requirement. The intent 

of the employer or the individual, 

who may have acted reasonably in 

attempting to keep the business 

afloat during severe financial hard

ship, does not negate the personal 

liability of an individual who 

exercised direct control over the fis

cal management of the employer. 

Nissenbaum v. Comptroller, M.T.C. No. 

3374 (1991). 

Sales and Use Tax - Personal lia

bility for unpaid sales and use tax 

extends, in the case of corporations, 

to the president, vice president, and 

treasurer, as well as any officer who 

directly or indirectly owns more than 

20% of the stock of the corporation. 

Tax-Gen.§ 11-601(d). In determining 

whether an individual is liable, there 

is no "willfulness" requirement and 

no requirement that the individual 

exert any control over, or even be 

involved in, the financial manage

ment of the business. In other 

words, the statute imposes strict 

liability. Rucker v. Comptroller, 315 

Md. 559 (1989); Shelley 5. Wright v. 

Comptroller, M.T.C. 03-SU-00-0416 

(May 25, 2005). 

With limited liability companies, 

personal liability extends to all mem

bers unless there is an operating 

agreement. Where an operating 

agreement is in place, liability is lim

ited to those individuals that manage 

the business and affairs of the 

company. The following acts do not 

constitute such management: (a) 

consulting with individuals who 

manage; (b) directing management 

in the same manner as a corporate 

director; or (c) voting on any matter 

required to be voted on by members. 

For nonresident vendors, personal 

liability for sales and use tax extends 

to any salesperson, representative, 

peddler or canvasser whom the 

Comptroller elects to treat as an 

agent jointly responsible with the 

dealer, distributor, employer or 

supervisor under whom the individ

ual operates or from whom the indi

vidual obtains tangible personal 

property or a taxable service for sale. 

Tax-Gen. § 11-101(0)(2). For exam

ple, an in-state dealer who solicited 

and wrote orders for an out-of-state 

manufacturer of log homes and then 

provided technical assistance to 

customers in constructing the 

homes, was a "vendor" jointly liable 

with the manufacturer for unpaid 

tax. Ridgewood Log Homes, Inc. v. 

Comptroller, 77 Md.App. 382 (1988). 

Bulle Transfers - In the case of a 

"bulk transfer," the transferee (or 

buyer) of an existing business may 

become personally liable for the 

prior owner's sales and use tax 

liabilities if required notice of the 

transfer is not provided to the Comp

troller. If in response to such notice, 

the Comptroller files a claim for 

tax due from the transferor, the 

transferee must withhold the 

amount claimed from the sale pro

ceeds or risk personal liability for the 

amount due. 

Admissions and Amusement Tax 

- The admissions and amusement

tax is a local tax collected by the

Comptroller on behalf of the coun

ties. It is a tax on the admissions

charge levied by various recreational

and social venues, such as night

clubs, amusement parks, sports facil

ities, etc. If the business subject to

the tax does not pay, the Comptroller

may seek to collect the full amount

due from any officer (in the case of a

corporate taxpayer) or any individ

ual who exercises direct control over

the fiscal management of the busi

ness. Tax-Gen.§ 4-301(b).

Tobacco Tax The first 

Maryland wholesaler who possesses 

unstamped cigarettes is required to 

pay tobacco tax by purchasing tax 
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stamps and affixing them to the 

cigarettes. If the wholesaler does 

not remit the tax, it becomes the 

responsibility of the retailer to pay 

the tax. The Comptroller may require 

a person who is subject to the tobac

co tax to post some form of security 

to ensure payment. If a corporation 

is granted an exemption from this 

requirement, any officer of the cor

poration who exercises direct control 

over its fiscal management is person

ally liable for any tobacco tax, inter

est and penalties due. Tax-Gen. 

§ 13-825(h)(6).

Motor Fuel Tax - The motor fuel

tax is a tax on gasoline and other 

fuels imported, sold or used in 

Maryland. If a corporation is 

required to pay motor fuel tax, liabil

ity for unpaid tax, penalties and 

interest extends to any officer of the 

corporation who exercises direct 

control over its fiscal management. 

Tax-Gen. § 9-314(e). Excepted from 

this provision are officers of non

stock, not-for-profit corporations. 

Withholding from non-resident 

contractors Resident general 

contractors are required, when 

doing business with a nonresident gen

eral contractor under contracts entered 

into on or after July 1, 2003, that equal 

or exceed $50,000 or reasonably can be 

expected to equal or exceed $50,000, to 

withhold payment of 3% of the con

tract price until 30 days after the non

resident contractor has: (i) completed 

the contract; (ii) filed a written request 

for a tax clearance certificate with 

the Comptroller; and (iii) provided 

a receipted copy of the request to 

the person required to withhold 

the payment. Tax-Gen. § 13-803(b) 

(1). Within 30 days of receiving a 

written request, the Comptroller must 

furnish either a certificate of "no tax 

due" or a certificate that taxes are due, 

including the amount due including 

any penalties and interest. 

If the nonresident general contrac

tor does not request a tax clearance 

certificate within 30 days of complet

ing the contract, or if the Comptrol

ler issues a certificate showing a 

balance due, the resident general 

contractor must remit the 3% with

held to the Comptroller. If the resi

dent general contractor fails to 

withhold or pay over to the Comp

troller as required, it will be held 

personally liable for the tax, up to 

the amount that should have been 

withheld. Tax-Gen.§ 13-803(d)(1). 

Excepted from this requirement 

are property owners who contract 

for improvements of their owner

occupied residences and contracts 

for improvements to real property, or 

subcontracts thereunder, if the total 

value of the contract or subcontract 

is less than $500,000. 

Limitations - The statute of limi

tations for assessing unpaid with

holding tax is 3 years from the later 

of the date the return was due or 

filed. Tax Gen. § 13-1101. If no return 

was filed, or if the Comptroller can 

prove evasion, the tax can be 

assessed at any time. 

For sales and use, admissions and 

amusement, and motor fuel tax, the 

period of limitations on assessment 

is 4 years from the date the tax 

is due. Tax Gen. § 13-1102. The 

Comptroller may assess at any time 

if the underpayment is due to fraud 

or gross negligence. An underpay

ment of 25% or more of sales and use 

tax due is prima facie evidence of 

gross negligence. 

Appealing assessments - If the 

Comptroller determines an individ

ual is liable for unpaid tax, it will 

issue a Notice of Assessment. The 

individual has 30 days from the date 

on the Notice to appeal by filing an 

application for revision of the 

assessment or, if the assessment is 

paid, a claim for refund. Tax-Gen. 
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§ 13-508(a). If no action is taken

within 30 days of the Notice, the

assessment becomes final.

Practice tip: A business that 

receives a Notice of Assessment for 

these types of taxes should immedi

ately determine which individuals 

received corresponding Notices of 

Assessment. As a general rule, 

appeals should be fled on behalf of 

each individual to prevent final 

assessments while the business is 

disputing the liability. 

Once an appeal is filed, the Comp

troller's Office of Hearings and 

Appeals will schedule an informal 

hearing, during which the individual 

may present evidence and witnesses 

to dispute the assessment. Follow

ing the hearing, the Comptroller will 

issue a Notice of Final Determina

tion. The individual has 30 days 

from the date of this Notice to seek 

review by the Maryland Tax Court. 

Tax-Gen.§ 13-SlO(a). 

Collection and Right to Contribu

tion - Once an assessment becomes 

finat the Comptroller will request 

payment. If payment is not made, 

the Comptroller has a variety of 

tools at its disposal to collect the 

amount due. In addition to garnish

ing wages, seizing bank accounts 

and levying federal and state 

refunds, the Comptroller is author

ized by statute to list delinquent tax

payers and the nature and amount of 

their tax liabilities on its website. 

This project, known as "Caught in 

the Web/' is an exception to the gen

eral rule of nondisclosure found in 

Tax Gen. § 13-202. 

If the individual has a business 

or professional license issued by a 

state agency, the Comptroller will 

direct the agency to withhold the 

renewal of the license pending 

payment of the tax due. Licensed 

individuals include doctors, nurses, 

cosmetologists, insurance agents, 



electricians, boat dealers, real estate 

appraisers, and many others. Tax Gen. 

§ 13-203(c)(5). The Comptroller may

retain the services of a private collec

tion agency and assess the taxpayer

with the cost of collection. The Comp

troller may also direct an employer to

limit a delinquent taxpayer's payroll

exemptions to a number not exceed

ing the exemptions allowed on the

employee's prior year tax return. Tax

Gen.§ 10-910(b)(2).

To the extent an individual pays 

the assessment, he or she may seek 

contribution from other individuals 

liable for the amount due, based on 

the equitable principles recognized 

by the Court of Appeals in Lyon v. 

Campbell, 324 Md. 178, 184 (1991). 

Conclusion 

Individuals should also be aware 

that in addition to personal civil 

liability, they could face serious federal 

and state criminal charges for 

tax-related offenses. These charges 

include willful failure to file returns, 

false statements, failure to collect 

or pay over tax, and evasion. In Mary

land, an individual may also be 

charged with engaging in business 

without a valid license, failure to com

ply with a state wage garnishment, 

and even negligent failure to provide 

information under Tax Gen. § 13-1023. 

See Leet v. State, 203 Md. 285 (1953). 

In light of the significant exposure, 

individuals should think carefully 

before accepting a position or title 

with a business that could subject 

them to personal liability for unpaid 

taxes. If you have a client that holds 

such a position, advise them to be vigi

lant with respect to the business federal 

and state tax filing, deposit and pay

ment requirements. Finally, if some

one is facing a proposed assessment of 

any of the taxes addressed in this arti

cle, they should obtainrepresentation 

to protect their interests. 
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Both the U.S. and Maryland reward 

certain types of real estate invest

ments by offering tax credits in return. 

This article discusses four of these 

incentives: the Federal rehabilitation 

credit, the Maryland rehabilitation 

credit, the low-income housing credit, 

and the new markets credit. The first 

two award rehabilitation efforts, the 

most significant credit going toward 

the rehabilitation of historically or 

architecturally valuable structures. 

The latter two aim to attract capital to 

low-income areas through housing 

and other commercial investments. 

Federal Rehabilitation 

Tax Credit 

The Federal Rehabilitation Tax Credit 

in Section 47 of the Internal Revenue 

Code of 1986, as amended (the 

"Code"), offers two different benefits, 

depending on the nature of the reha

bilitation. A general income tax credit 

equal to 10 percent of qualified reha

bilitation expenditures is available for 

work done on buildings of a certain 

age. In addition, a 20 percent credit is 

available exclusively for rehabilitation 

expenditures on certified historic 

structures. In general, to qualify as 

a certified historic structure, the 

building must be either (i) listed on 

the National Registry of Historic 

Places, a list maintained by the 

Department of the Interior, or (ii) 

located in a registered historic 

district and certified by the Secretary 

of the Interior as being of historic 

significance to that district. 

General Qualification Rules. First, 

in order to qualify for the credit, the 

expenditures must be made on a 

"building." Treasury Regulation Sec

tion 1.48-l(e)(l) defines the word 

"building" to include various struc

tures such as apartment houses, facto

ries, office buildings, barns, garages, 

bus stations, and stores. Except for 

certified historic structures, the build

ing must have been placed in service 

prior to 1936. 

Second, the building itself must be 

"substantially rehabilitated." Meeting 

this portion of the test may require 

some planning. In Section 47 of the 

Code, "substantially rehabilitated" 

generally means that the rehabilita

tion expenditures over a 24-month 

period must exceed the greater of the 

building's adjusted basis (including 

its structural components) or $5,000. 

Because of the nature of rehabilitation 

work, the rules do allow taxpayers to 

elect a 60-month period for "phased 

rehabilitation" if the taxpayer reason

ably expects the work to be completed 

in phases before the rehabilitation 

begins. In this case, the taxpayer 

would elect the 24-month period in 

which the expenditures will be meas

ured. In order to hedge the risk of the 

rehabilitation going longer than any 

given 24-month period, it is often wise 

to elect the 60-month period up front. 

Third, to further limit the credit to 

rehabilitation efforts only, Section 47 

of the Code requires that the building 

retain at least a majority (and in some 

cases, 75 percent) of its external walls 

and internal structural framework. 

This rule, however, does not apply 

to the rehabilitation of historic 

structures that are eligible for the 

20 percent credit. 

Fourth, certain uses of an otherwise 

eligible building will disqualify the 

expenditures from the credit. Under 

Section 47 of the Code, property used 

for "lodging" generally is not eligible; 

there is an exception, however, for cer

tain hotel or motel accommodations 

and for certain certified historic struc

tures. If a tax-exempt organization is 

using the property toward an exempt 

purpose (e.g., not as an unrelated 
Continued on page 48 
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trade or business), then the credit is 
not available. In addition, property 
used by government entities and for
eign persons is ineligible. Finally, cer
tain lease arrangements to tax-exempt 
entities, government entities, and for
eign persons disqualify a building 
from the credit, unless less than 35 
percent of the property is leased to 
such entities or persons. 

Expenditures Eligible for the 

Credit. Even if the building and its 
use qualify for the credit, the rehabili
tation expenditures themselves must 
be eligible. First, the expenditures 
must be chargeable to the capital 
account on property that is deprecia
ble using the accelerated cost recovery 
system in Section 168 of the Code. 
Second, the property underlying the 
expenditure must be non-residential 
real property, residential rental 
property, real property with a class life 
of more than 12.5 years, or an addition 
or improvement to any of these types 
of properties. Therefore, costs relating 
to personal property are not eligible 
for the credit. 

Under Section 47 of the Code, 
acquisition costs do not qualify as 
creditable expenditures, meaning that 
it is not possible to qualify for the 
credit by purchasing a substantially 
rehabilitated building. In addition, 
expenditures relating to the enlarge
ment of a building (e.g., an addition) 
do not qualify. Finally, a taxpayer can 
only use the straight line method 
of depreciation with respect to any 
qualified expenditure. 

Taking the Credit and Losing the 

Credit. Generally, the credit can be 
taken against taxable income in the 
year that the building is placed in 
service. However, if the building has 
a rehabilitation period of more than 
three years, and it is reasonable to 
expect the building to qualify for the 
credit at the end of the project, a 
taxpayer can make an irrevocable 

election to take the credit over time. If 
a taxpayer reasonably expects to 
directly bear more than 50 percent of 
the rehabilitation expenditures, then 
the taxpayer can elect to take the cred
it for capital costs as they are incurred. 
In all other cases, the taxpayer can 
elect to take the credit for capital costs 
as they are paid. 

Finally, it is also possible to lose the 
credit through recapture if the build
ing is disposed of within the five year 
period after the building is placed in 
service. The amount of the recapture 
is equal to 100 percent of the credit for 
dispositions within the first year, and 
is then reduced by 20 percent each 
year for the remaining recapture peri
od. Under Treasury Regulation Sec
tion 1.47-6, if the building is held by a 
partnership, or a limited liability com
pany that is taxed as a partnership, 
then a partner's disposition of at 
least one-third of his interest in the 
partnership also causes a credit 
recapture. Certain reductions in a 
partner's share of recourse liabilities 
can also trigger recapture. 

Maryland 

The Heritage Preservation Tax Credit 
Program in Maryland (the "State 
Credit") provides a similarly struc
tured state income tax credit for cer
tain rehabilitation projects. There are, 
however, three major differences 
between the State Credit and the Fed
eral one. First, unlike its Federal 
counterpart, the State Credit is 
available for both residential (e.g., 
"owner-occupied") and commercial 
properties. Second, the State Credit is 
available for qualified rehabilitations 
of certified heritage structures only. 
Third, unlike the Federal credit where 
they are excluded, charitable ("Section 
501(c)(3)") organizations qualify 
for the State Credit. In fact, a 
portion of the total credit amounts 
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issued annually by the state are 
reserved for projects submitted by 
such tax exempt entities. 

The State Credit is governed by Sec
tion 5A-303 of the Maryland Code. If 
a project qualifies, the State Credit 
would be taken against a taxpayer's 
Maryland income tax liability for cap
ital expenditures incurred in a 
24-month period. The credit is
capped (i) annually at 20 percent of
the total capital expenditures incurred
in the taxable year, and (ii) in the
aggregate at $50,000 for residential
rehabilitations and $3,000,000 for
commercial rehabilitations.

General Qualification Rules. 

There are a number of qualifications 
to taking the credit under the Mary
land Code. First, for owner-occupied, 
or single-family, homes, the total reha
bilitation expenditures must equal or 
exceed $5,000. For commercial prop
erty, which includes all property other 
than owner-occupied, single-family 
homes, the expenditures must meet 
the Federal rehabilitation credit 
threshold described above. Regard
less of the expenditure level, struc
tures owned by any local, state, or 
national governmental entity are not 
eligible for the credit. This would not 
include structures that are owned by a 
private taxpayer but are located on 
government land. 

More importantly, the building 
must qualify as a "certified heritage 
structure." This means that the build
ing must be (i) individually listed on 
the National Register of Historic 
Places (the "National Register"), (ii) 
designated as a historic property 
under local law and determined eligi
ble by the Maryland Historic Trust 
("MHT") for listing on the National 
Register, (iii) located in a historic dis
trict either listed on the National 
Register or determined as eligible for 
such listing by the MHT, or (iv) locat
ed in a certified heritage area and 



certified by the Maryland Heritage 
Areas Authority as contributing to the 
significance of the area. 

In addition, according to its own 
website, the MHT must certify the 
project itself as a qualified rehabilita
tion generally prior to the time that 
the work begins (this would not 
include costs for architectural, engi
neering, and consultants' services and 
exploratory demolition that are 
incurred prior to the rehabilitation). 
COMAR 05.08.08.04.G does, however, 
technically permit an application 
after the rehabilitation has been com
pleted. The rules also require all com
mercial rehabilitations to undergo a 
competitive application process to 
receive an initial credit certificate, 
including the requirement that all 
business entities swear under oath to 
their expenditure estimates. 

Expenditures Eligible for the 

Credit. Like its Federal counterpart, 
rehabilitation expenditures qualify 
only if they are chargeable to the capi
tal account of the building. The MHT 
website contains a number of exam
ples of qualifying and non-qualifying 
expenditures. The latter includes 
acquisition costs, financing charges, 
building permit fees, and any expen
ditures relating to new construction 
(such as a patio or back deck). In 
addition, under the regulations, the 
expenditures cannot be funded by 
certain tax-exempt bonds or other 
government subsidies or grants. 

Similar to the Federal rules, Mary
land provides no guidance on 
how much of a certified historic 
structure can be demolished in the 
course of the rehabilitation. COMAR 
05.08.08.02.B(lOt recently adopted by 
the MHT, defines "rehabilitation" as 
11 

• • •  the process of returning a structure 
to a state of utility, through repair or 
alteration, which makes possible an 
efficient use while preserving those 
portions and features of the structure 

and its site and environment which 
make the structure and its site 
environment historically, architectural
ly, or culturally significant." Expendi
tures constituting mere remodeling 
(such as updating a non-historic 
kitchen with granite countertops) are 
not sufficient. Instead, the work must 
reconstruct and restore inoperable or 
deteriorated spaces to useful form. 

Taking the Credit and Losing the 

Credit. Under the Maryland Code, if 
the rehabilitation project qualifies, the 
taxpayer may take the credit in the 
taxable year in which the certified 
rehabilitation is completed. Unlike 
the Federal credit, the State Credit 
does not allow a taxpayer to elect 
"phased" rehabilitation treatment; 
therefore, each certified project would 
have to qualify within the required 
24-month timeframe.

Nonresidents of Maryland are
eligible for the credit as well. If the 
actual credit exceeds the taxpayer's 
taxable income for the year, the 
taxpayer is entitled to a refund. This 
includes entities that are exempt 
from tax under Section 501(c)(3) of 
the Code. 

Like the Federal credit, it is possible 
under the Maryland Code to lose the 
tax benefit through recapture. Unlike 
the Federal credit, however, the sale of 
the rehabilitated property does not 
trigger any recapture of the State 
Credit. Therefore, an owner may dis
pose of the property once the rehabili
tation is complete. However, if any 
"disqualifying work" is done to the 
property in the taxable year in which 
project is completed, or in any of the 
four succeeding taxable years, by the 
taxpayer taking the credit then the 
benefit is recaptured in the same man
ner as the Federal recapture. Disqual
ifying work is any work which would 
have made the project ineligible 
for certification when the taxpayer 
originally applied to the MHT. 

low-Income Housing 
Tax Credit 

The third real estate incentive dis
cussed in this article is the Federal 
Low Income Housing Credit 
("LIHC") of Section 42 of the Code. 
The purpose of the LIHC is to provide 
an incentive for private investors 
to funnel equity into the development 
of affordable housing. A taxpayer 
generally takes the awarded credit 
in equal annual installments over a 
10-year period.

General Background. The calcula
tion of the LIHC is quite complex; 
however, there are five overarching 
factors that determine the amount of 
the credit for an applicant: (1) the cost 
of constructing the building, if new 
construction, (2) the cost of acquiring 
and rehabilitating used property, (3) 
the type of funding with respect to the 
project, (4) the percentage of the facility 
that is occupied by low-income indi
viduals, and (5) the applicable credit 
percentage as promulgated by the IRS. 

Although a Federal credit, the 
LIHC is managed at the state level. 
In Maryland, the Community Develop
ment Administration ("CDA") man
ages the LIHC. Each state is entitled 
to award a specified amount of credits 
annually, based generally on the 
state's population. In addition, states 
that allocate all of their credit amount 
in a given year are entitled in the fol
lowing year to some portion of the 
national pool of unused credits. In 
Maryland, applications for the credits 
are solicited by public notice by the 
CDA at least once a year. 

What Property Qualifies for the 

LIHC? First, the property must be 
residential rental property. In Notice 
88-91, the IRS stated that final regula
tions would define the term "qualified
low-income building" to included res
idential rental property that is an
apartment building, a single-family
dwelling, a townhouse, a row-house,
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a duplex, or a condominium. In addi

tion, under Proposed Regulation 

l.103-8(b), residential rental property

includes any units used by tenants,

but not on a transient basis. For exam

ple, dormitories, rooming houses,

nursing homes, and rest homes are

not residential rental projects. Resi

dential rental property also includes

other facilities and support required

for a residential rental project, such as

parking areas, swimming pools, and

heating and cooling equipment.

It is possible for the residential por

tion of a mixed-use building (e.g. part 

residential, part office space) to quali

fy as residential property. Costs are 

allocated in accordance with the 

Code's rules on tax-exempt bond 

financing. In addition, a project can 

also include multiple buildings if they 

are part of a single tract. 

Finally, under Section 42 of the 

Code, the LIHC requires that the eligi
ble building be "placed in service" in 

the year in which the credit is allocat

ed. Pursuant to IRS Notice 88-116, a 

rehabilitation project is considered 

placed in service at the end of any 24-

month period over which the expen

ditures are aggregated. For other 

creditable projects, such as new con

struction, the building is placed in 

service on the date when the building 

is ready and available for occupancy 

under local law. 

Calculating the Credit. The LIHC 

returns either 70 percent or 30 percent 

of the present value of the owner's 

eligible costs for the building or the 

substantial rehabilitation. Not sur

prisingly, the calculation rules return 

to the investor a credit only with 

respect to that portion of the building 

which provides housing to low

income individuals. Therefore, the 

credit is calculated on a portion 

of a taxpayer's creditable expendi

tures, which is the lesser of (i) the ratio 

of occupied low-income units to all 

units in the project, or (ii) the floor 

area of occupied low-income units to 

total floor area of all units. 

The 70 percent credit is available 
only for new construction or substan

tial rehabilitation expenditures and 

only if the project does not involve 

federal subsidies or tax-exempt bond 

financing. For taxpayers looking to 

qualify for rehabilitation work, either 

(i) the expenditures must exceed 10

percent of the building's adjusted

basis during the first day of a 24-

month period elected by the taxpayer,

or (ii) the qualified basis attributable

to expenditures when divided by the 

low-income housing units in question 

must equal $3,000 or more. The 30 

percent credit is available for (i) build

ing acquisition costs, but only if the 

building is substantially rehabilitated 

(as described above) or (ii) substantial 

rehabilitation and new constructions 

costs that are federally subsidized. 

It is possible, however, for certain 

rehabilitation projects to be eligible for 

the 70 percent credit even if a federal 

subsidy or tax-exempt bond financing 

is involved. The 1986 conference 
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report of the Tax Reform Act explains 

that eligibility for the 70 percent credit 

for rehabilitation expenditures is 

determined without regard to the 
source of financing for the acquisition 

of the building. Therefore, it is possi

ble to use federally subsidized loans 

to fund acquisitions of property but to 

use different sources to fund the reha

bilitation expenditures in order to 

qualify the rehabilitation expendi

tures for the 70 percent credit (assum

ing all other requirements are met). 

This is especially significant because 

acquisition costs are generally limited 

to the 30 percent credit in any event. 

Meeting the Low-Income Require

ments. The LIHC is available only for 

actual, habitable housing units occu

pied by long-term tenants whose 

income levels do not exceed a certain 

amount. More specifically, in the Tax 

Reform Act conference report, a unit is 

considered low-income if the follow

ing five requirements are met. First, 

in accordance with Section 42, either 

(i) at least 20 percent of the project

must be occupied by households with

incomes at or below 50 percent of the
area median gross income, or (ii) at

least 40 percent of the project must be

occupied by households with incomes

at or below 60 percent of the area

median gross income. Second, rents

paid by the tenants must be restricted.

Generally speaking, the gross rent 

of tenants (not including any federal 

rental assistance payments) in 

low-income units may not exceed 

30 percent of the income standard 

applicable to the project. This upper 

limit may adjust based on the number 

of bedrooms in a particular unit. 

Third, each unit must be suitable to be 

occupied. Fourth, the units must not 

be used on a transient basis (meaning 
the initial lease term is at least six 

months long). Fifth, the occupants can 
not all be students, no one of whom is 

entitled to file a joint tax return. 



Finall� the Code imposes recapture 
consequences for an owner's failure to 
maintain the low-income standard for 
the building. Recapture could also 
occur if the owner transfers the build
ing to a third party. If a recapture 
event occurs in the second to eleventh 
years of the credit period, one-third of 
the previously taken credits plus 
interest are recaptured. In year 12, the 
fraction is reduced to 4/15th; in year 
13, to 3/lsth; in year 14, to 2;15th; and 
in the final year 15, to 1/lsth. 

The final incentive discussed here is 
the new markets tax credit ("NMTC") 
in Section 45D of the Code. The 
NMTC offers a 39 percent credit to 
taxpayers who invest equity in low
income commercial markets via a 
"community development entity" 
("CDE"). The NMTC is not limited to 
real estate investments. While invest
ments in commercial real estate and 
real estate developers are permitted, 
residential investments generally are 
not permitted, unless the project is 
mixed-use and less than 80 percent of 
the gross rental income comes from 
dwelling units. In this case, the LIHC 
and the NMTC may not be used to 
subsidize the same portion of the project. 

Qualifying as a Community 

Development Entity. The NMTC 
credits only equity investments in a 
CDE. Section 45D of the Code impos
es four requirements on qualifying as 
a CDE. First, the entity must be a 
domestic corporation or partnership. 
Second, the entity's primary mission 
must be to serve, or to provide invest
ment capital for, low-income commu
nities or persons. A low-income 
community is any population census 
tract with a poverty rate of at least 20 
percent or with a median income of 
up to 80 percent of the area or 
statewide median. A low-income per
son is undefined in the statute. Third, 

the CDE must maintain accountability 
to the community's residents through 
representation on its board or an advi
sory board. Fourth, the entity must be 
certified by the IRS as a CDE. 

Making a Creditable Investment. 

Equity in the CDE must be acquired, 
generally on original issue, for cash by 
the taxpayer in order to qualify for the 
NMTC. In Rev. Rul. 2003-20, the IRS 
ruled that this cash requirement 
includes investments leveraged with 
nonrecourse financing. In addition, 
for purposes of calculating the cred
itable amount, the cash invested 
includes all amounts paid by the tax
payer, including underwriter's fees, to 
purchase the investment. 

Once the cash investment is made, 
Section 45D of the Code requires the 
CDE to use at least 85 percent of the 
amount received within 12 months of 
the investment. Alternatively, the 
CDE may invest at least 85 percent of 
its aggregate gross assets in low
income markets (so that each influx of 
cash does not have to be traced). In 
either case, the 85 percent test general
ly must be met semiannually over the 
first six years, at which time the 
benchmark drops to 75 percent. 

A CDE may invest the cash in a 
low-income community business, 
either through equity or loan financ
ing. Each recipient business must 
meet certain percentage tests with 
respect to the amount of their gross 
income, tangible assets, and services 
that are derived from or devoted to 
the low-income community. The CDE 
may also provide financial counseling 
and other related services to qualified 
active businesses or to residents of 
low-income communities, so long as 
the advice relates to the operation of a 
trade or business. 

In addition, the CDE may purchase 
any loan made by another CDE that 
qualified as a low-income community 
investment. Finally, the CDE may 

make an equity or loan investment 
in another CDE so long as the 
bottom-tiered CDE meets one of the 
85 percent tests described above. 

Calculating the Credit. The NMTC 
gives back to the investor 5 percent of 
its total cash investment on the origi
nal issue date of the equity, and an 
additional 5 percent on the first and 
second year anniversaries. The credit 
then increases to 6 percent on each of 
the next four anniversary dates, 
totaling 39 percent over the seven 
year credit period. 

Like the other credits, the NMTC is 
subject to recapture; however, there is 
no sliding scale for the amount recap
tured. Therefore, if a recapture event 
occurs at any time during the seven 
year credit period, the taxpayer 
receiving the benefit of the credit gen
erally is required to pay back all of the 
credit received plus non-deductible 
interest. Section 45D of the Code lists 
three recapture events: the first is non
compliance with the 85 percent test 
described above; the second occurs if 
the entity no longer qualifies as a 
CDE; and the third occurs if the equity 
investment is redeemed. Therefore, 
no equity investor should redeem 
prior to the end of the seven year 
credit period. 

Each of these credits discussed in this 
article offers a significant economic 
benefit to the taxpayer seeking to 
qualify. However, the qualification 
and compliance regimes are quite 
complex; this article has provided 
just a macro-level glance at the 
rules relating to each. Anyone inter
ested in qualifying for a rehabilitation 
credit, the low-income housing 
credit, or the new markets credit 
should consult their tax or other 
legal advisor on the benefits and 
burdens of qualifying for, and taking, 
such a credit. 
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Are You Ready? 

CAN 
n September 11, 2001, terrorism 
struck the heart of America. On 
August 29, 2005, Hurricane 

Katrina hit, devastating the Gulf Coast. 
Days later, Hurricane Rita pummeled the 
Gulf Coast. Tornadoes, floods, storms, 
wildfires and other natural and manmade 
disasters have plagued this country in 
recent years and the threat of terrorism 
always looms, not to mention the danger 
posed by a potential pandemic flu epidemic. 
Most disasters hit with little or no warning 
and it can happen to you. 



If a disaster struck tomorrow -

would you be ready for the chaos that 

would follow? The aftermath could 

mean no power, no water, no home, 

no transportation, no job, no supplies 

and no communication. The resulting 

mayhem is difficult to envision or 

comprehend. Is it possible to prepare 

for this, or is the prospect simply 

too daunting? 

Yes, you can prepare for a disaster, 

reports the Director of the University 

of Maryland Center for Health and 

Homeland Security (CHHS). "Plan

ning is essential," asserts Michael 

Greenberger, Maryland's resident 

expert on disaster planning, who has 

led this Center since its creation in 

2001. Although you cannot prepare 

yourself for every eventuality, as there 

are just too many contingencies, there 

are basic ways you can get ready, as 

an individual and as a business. 

Lawyers should begin with them

selves, planning and preparing for 

their personal needs and those of 

their families, including pets. Next, 

lawyers should focus on their 

law firms, crafting precise business 

operation contingency plans so their 

business strategy and action plan 

is in place and ready to go if 

needed. Finally, as lawyers play 

a vital pro bono role in disasters, 

helping emergency workers and 

victims understand their legal rights, 

practitioners should familiarize them

selves with relevant laws. 

In a recent interview with the 

Maryland Bar Journal, Michael Green

berger candidly discussed the current 

level of preparedness of Maryland's 

state and local governments, the pub

lic-at-large, individuals and business

es if a disaster were to hit here. This 

esteemed law professor, recognized 

for his national expertise in disaster 

planning, shared suggestions on ways 

lawyers and law firms can plan today 

to be better prepared tomorrow. 

For the last six years, Greenberger 

has headed the Center for Health and 

Homeland Security at the University 

of Maryland School of Law. Receiving 

his J.D. degree from the University of 

Pennsylvania School of Law in 1970, 

Greenberger was a partner and lead 

litigation counsel in the Washington 

D.C. law firm Shea and Gardner

until he was named Director of the

Division of Trading and Markets at

the Commodity Futures Trading

Commission in 1997.

In 1999, Greenberger became Coun

selor to the United States Attorney 

General then moved on to the Justice 

Department as Principal Deputy 

Associate Attorney General where he 

handled, among other things, coun

terterrorism projects. He joined the 

University of Maryland School of Law 

as a professor in July 2001 and was 

appointed Director of its newly creat

ed Center for Health and Homeland 

Security later that year. Greenberger 

teaches a course on counterterrorism, 

"Homeland Security and The Law of 

Counterterrorism," and one on emer

gency response, "Homeland Security: 

Emergency Response to Natural and 

Man Made Disasters," in addition to 

constitutional law courses. 

The University of Maryland at 

Baltimore created CHHS right after 9 /11 

to develop, coordinate and expand 

scientific research, health programs, 

policy development, training, legal 

analysis, government consulting and 

other programs addressing countert

errorism and emerging public health 

response issues. Among its many 

resources are citizen emergency kits to 

help individuals, continuity of opera

tions and government planning to aid 

businesses and a comprehensive 

Maryland Public Health Emergency 

Preparedness Legal Handbook to 

assist government responders. Its 

goal is to educate and prepare all 

entities for a disaster in this state. 

Preparing Individuals 
Preparing the public for a disaster is 

quite a challenge. First, most people in 

this country have adopted the mindset 

"it won't happen to me" and are there

fore poorly equipped to handle a crisis. 

Lawyers are no exception. If a disaster 

were to strike, few Americans would be 

ready to act. "There hasn't been 

enough focus on individual prepared

ness," stresses Greenberger. 

In a catastrophe, people need 

information, support and help. They 

need to know what they will do in 

advance and have a game plan in 

place so they can activate it and be 

ready to go. It is too late to craft a 

plan once a disaster occurs. "One of 

the problems is this has not been 

ingrained or imbedded in people, so 

we are trying to drive this point home 

now - it can happen to you!" 

Thus, public education is CSSH's 

top priority, largely through its com

prehensive disaster planning website 

http:/ /www.umaryland.edu/health

security. This link provides numer

ous disaster plans, tips, checklists, 

tool kits and hyperlinks with valuable 

resources. However, remember that 

online resources need to be down

loaded now and saved, as it is very 

likely that computers will not be 

functional in times of a disaster. 

"Public education is our primary 

mission, so we have designed our 

website to educate the public on ways 

to prepare," asserts CSSH' s Director. 

This valuable resource offers a wealth 

of information, including a complete 

Citizen's Emergency Response Tool 

Kit for Terrorism and for Natural 

Hazards. "We give citizens a laundry 
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list of information and steps to take to 

prepare for certain eventualities on 

both fronts." One of the most impor

tant tools is a citizen go-kit, something 

everyone should have in their home; 

in their office and in their car. 

Essentially, these kits consist of a 

collection of items needed in the event 

of an evacuation. According to New 

York City Office of Emergency Man

agement (NYCOEM), cited on CHHS' 

website, http://www.nyc.gov/html/ 

nycha/html/ residents/ go_bag.shtml, 

every household should have a "Go 

Bag" ready for every member of the 

household. Each Go Bag should be 

packed in a sturdy, easy-to-carry con

tainer such as a backpack or suitcase 

on wheels and be easily accessible in 

case the family needs to pick them up 

and leave in a hurry. NYCOEM 

recommends the Go Bag contain: 

• Copies of important documents

in a waterproof and portable con

tainer (insurance cards, photo

IDs, proof of address, etc.)

• Extra set of car and house keys

• Credit and ATM cards and cash

(especially in small denomina

tions).

• Bottled water and non-perishable

food such as energy or granola bars 

• Flashlight, battery-operatedAM/FM

radio and extra batteries.

• Medication and other essential

personal items. Be sure to refill

medications before they expire.

Keep a list of the medications

each member of your household

takes, why they take them, and

their dosages. 

• First Aid kit 

• Sturdy, comfortable shoes, light

weight raingear, and a mylar

blanket 

• Contact and meeting place infor

mation for your household, and a

small regional map

• Child care supplies or other

special care items

Greenberger also advises the public to 

keep supplies on hand in their homes. 

"People should have stocks of sup

plies.. The conventional wisdom is 

enough canned food and bottled 

water to last three days." However, in 

light of the pandemic flu coming 

down the line, CHHS is advising the 

public to stockpile a 14 day supply. 

"The theory is that if we get hit hard, 

there will be so much absenteeism 

that store supply systems will be dis

rupted," he explains, "and you will 

have to be on your own for longer 

periods of time." 

But, the general population needs 

to be prepared too, especially senior 

citizens. CHHS' Director says it is 

clear from Hurricane Katrina that the 

elderly suffer the most in times of dis

aster, even though it is difficult for all 

vulnerable populations, especially the 

poor. In Katrina the elderly popula

tion, more so than the poor, was 

affected more seriously, especially in 

terms of deaths." 

Pandemic flu alone could over

whelm hospitals. "It is estimated that 

1.7 million people could die in a 

pandemic flu outbreak," states 

Greenberger. "Hospitals will need 

to prepare to deal with a massive 

increase in the population of sick 

people. They will be flooded and 

a 2000 percent shortage of beds 

could result." 

"These are all things that need to be 

thought through now," warns CHHS' 

Director, "and the central burden is on 

state and local communities. But, the 

resources just are not there." 

Preparing a Law Practice 
Maryland businesses, like Maryland 

citizens, are not prepared for a disas

ter. "Businesses, including law firms, 

are behind the curve on this," Green

berger suspects. Disaster planning 

needs to be part of a contemporary 

business' culture. A disaster plan 
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should focus on safety, information 

management, insurance and a contin

gency plan and include provisions for 

an immediate response, evacuation, 

relocation and recovery. 

One of CHHS' more successful 

preparation initiatives is its business 

contingency operational plan. "This 

is our signature issue in the private 

sector," exclaims Greenberger. While 

Continuity of Operation and Govern

ment Planning (COOP) is largely 

directed at state government agencies, 

its implications reach the private 

sector too. 

"COOP is a doctrine for business," 

explains Greenberger, because it 

ensures the continuity of a business so 

it continues to perform its essential 

functions. "These plans need to be 

adaptable and applicable to a broad 

spectrum of possible emergencies," so 

flexibility is one of the keys to their 

success. Businesses need to plan for 

the consequences. 

Essentially, COOP is a comprehen

sive planning process, in the form of a 

manual, designed to ensure that state 

agencies have contingency plans for 

catastrophic emergencies. It outlines 

an excellent disaster planning process, 

along with pertinent documents, that 

takes businesses through the steps of 

planning an emergency, including 

testing the plan. It is an excellent 

planning tool for law firms. 

The key to business disaster plan

ning is vital records. Greenberger rec

ommends that law firms have a 

backup system in place for all vital 

records, because this is the most 

important thing to a business. "In 

Katrina, this proved to be a very big 

problem for law firms," he explains, 

"and many had their records com

pletely demolished." It is important for 

lawyers to have a back-up system with 

digitalized vital records located offsite. 

A law firm should also already 

have an alternate facility site plan in 



effect specifying where it will move 
within 12 hours if its primary working 
space is overwhelmed. "Having a 
plan for how you will equip your new 
site, how you get your employees 
there and how you will have security 
in place will make a big difference." 

A designated line of authority is 
vital, too. Greenberger recommends 
"having a line of delegating authority 
in place so that if people are incapaci
tated, everyone knows who is going 
to step in. This goes all the way from 
Chief Executive Officer and the infor
mation technology people to the jani
torial staff." Emergency finances, a 
communications plan, an information 
technology plan, insurance coverage 
and a detailed recovery plan complete 
with a list of vendors and contacts are 
also key ingredients. 

A complete business planning 
checklist and a wealth of resources 
may be found at http:/ /www.umary
land.edu/healthsecurity /naviga
tion/Version %202 %20Final %20Coop 
%20Manual.pdf. 

COOP has met with success to date, 
and CHHS' Director is pleased that 
Maryland state government agencies 
are "way ahead of curve" in disaster 
planning. Greenberger reports that 
our II state government and the local 
government in Baltimore City have 
done more disaster planning than 
their counterparts in other areas." He 
gives much of the credit to the Johns 
Hopkins Hospital and the University 
of Maryland Medical Center who 
"have both given a lot of thought to 
these problems. This has been of 
considerable aid to our jurisdiction." 

Attorneys Unique Role 
in Helping Others 
In times of crisis, attorneys have an 
added responsibility. Not only must 
lawyers prepare their families and 
law practices, they will also be needed 
to aid society as pro bono volunteers. 

"There is a big pro bono role for attor
neys when a disaster hits; volunteer 
attorneys must help first-responding 
organizations." 

"People need to know their legal 
rights," asserts Greenberger. "People 
become paralyzed because they don't 
know what legal rights they have." 
As an example, he notes "the first 
thing first-responders worry about 
whether they are going to be liable 
for negligence - can they be sued?" 
This worry cripples their ability 
to work effectively as a response 
team. "They are so worried about 
legal ramifications, they are paralyzed 
to carry out and fulfill their mission 
of helping people." 

"They need to be reassured," he 
continues, and lawyers are the ones to 
do this. "There are many exemptions 
from liability if responders volunteer 
to help, but people need to assured 
about this by volunteer lawyers. This 
is very important. Plus, lawyers can 
warn them that failure to respond 
could result in a legal problem." 

To assist pro bono lawyers, CHHS 
has prepared the Maryland Public 
Health Emergency Preparedness 
Legal Handbook in conjunction with 
Maryland Attorney General's Office. 
http:/ /www.umaryland.edu/health
security / docs/Handbook%209-9-

05.pdf. This document provides a
guide to the statutes, regulations and
case law governing health emergen
cies that is updated on a regular basis.

This digest of federal, state and 
county law is useful to pro bono 
lawyers and first responders in emer
gency in the event of an emergency. It 
addresses everything from the powers 
of government to deal with emer
gency response, public health powers 
and public health topics to compelled 
services health providers must furnish 
during an emergency. 

"Using the handbook as a teaching 
tool, volunteer lawyers can quickly 
step in help out," stresses Greenberger. 
"This valuable tool will help lawyers 
in the middle of any crisis who needs 
to solve a problem. They can go 
through this handbook and find the 
laws they need to apply to the situa
tion. We designed it to help lawyers 
advising emergency responder clients." 

Conclusion 
We never know when a disaster will 
strike. However, with the steady 
increase in natural and manmade 
disasters in our country and the world 
since the dawning of our new millen
nium, the reality is it really can 
happen to you. Being prepared today 
can save your life tomorrow. 
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Lawyers' Obligations When Forming 501 (c)(3) Tax-Exempt Organizations 

F
eeding the homeless; providing 

after-school programs; funding 

research towards a cure for can

cer; rescuing stray animals: all are 

great ideas for a nonprofit organiza

tion. These days it seems like there's a 

nonprofit for practically every identi

fiable cause, yet every day lawyers 

working with nonprofit organizations 

hear about new ideas and causes from 

people who wish to form new organi

zations. Lawyers often play an inte

gral role in the formation of 501(c)(3) 

tax-exempt organizations, and they 

must understand that their roles go 

beyond simply filing articles of incor

poration and submitting the 501(c)(3) 

application; lawyers must assist the 

individuals interested in forming the 

tax-exempt organization in evaluating 

the need for the organization, whether 

they are ready to form the organiza

tion, and whether they have the 

capacity to maintain the tax-exempt 

status once achieved. 

The 501(c)(3) Designation 
Section 501(c)(3) of the Internal Rev

enue Code grants tax exemption to 

certain qualifying organizations. Two 

categories of organizations fall under 

Section 501(c)(3): 1) public charities, 

which are organizations financially 

supported by the general public; and 

2) private foundations, which are

organizations created by the donation

of a single individual or entity, like

most family foundations. Most organ

izations seek the "public charity" sta

tus as it generally opens the 

organization to greater financial 

opportunities. As the Internal Rev

enue Service presumes that all organi

zations applying for 501(c)(3) status 

are private foundations, the burden 

falls on the organization to prove oth

erwise. Other forms of tax exemption 

exist under Section 501(c) for specific 

types of groups, such as civic leagues 

or chambers of commerce, but 

the majority of issue groups fall 

under the vast category of subsection 

(3), which includes groups organized 

and operated exclusively for 

religious, charitable, scientific, or 

educational purposes. 

Organizations generally seek tax

exemption for one primary reason: 

money. The Internal Revenue Service 

designation as tax-exempt opens 

501(c)(3) organizations to most foun

dation and government grants, which 

typically require the 501(c)(3) designa

tion. Furthermore, donors to 501(c)(3) 

organizations may deduct their dona

tions on their personal income taxes. 

This means that people will be more 

likely to donate more frequently and 

in larger sums. Additionally, the 

501(c)(3) designation provides a cer

tain level of legitimacy for the organi

zation's mission by obtaining the 

Internal Revenue Service's public 

charity label. 
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Preliminary Discussions 
and Examinations 
Before moving directly to drafting 

articles of incorporation and prepar

ing the 501(c)(3) application form, 

lawyers should have a serious and 

frank discussion with the persons 

interesting in forming the tax-exempt 

organization. Numerous topics 

should be raised, explained, and care

fully examined, such as: 

• Are there several unrelated

persons involved who are

willing to be the directors of the

corporation?

• Is there a preliminary budget in

place which addresses how

funds will be raised to pay filing

fees for incorporation and appli

cation to the Internal Revenue

Service, as well as any related

attorney and accountant fees?

• Does the organization have a

clear vision and an outline of

detailed plans for the coming

years for the organization? If the

organization has been in exis

tence for some time, can the

group prepare a written summa

ry of past activities?

• Will there be a paid staff or will

the organization consist solely of

volunteer efforts?

• What are the reasons for forming

a new organization instead of

participating in an existing



organization? 

• Are the leaders aware of the filing

requirements for forming, and

then maintaining, a tax-exempt

organization?

• Does the organization under

stand the restrictions placed on

tax-exempt organizations in

terms of lobbying or political

activity?

There are a host of issues many per

sons do not immediately surmise 

when seeking status as a public chari

ty, and it often falls to trusted advisors 

and experts, such as lawyers, to help 

them understand the benefits and 

consequences, as well as the signifi

cant amount of maintenance involved 

with establishing such a tax-exempt 

organization. 

Corporate Documents 
Once a lawyer is confident that the 

group sufficiently understands the 

pros and cons of establishing a tax

exempt organization, the next step is 

to assist the organization in forming a 

Maryland nonstock corporation by fil

ing articles of incorporation with the 

State Department of Assessments and 

Taxation. This is a fairly simple and 

straightforward document which 

does not differ greatly from articles of 

incorporation for a for-profit corpora

tion. One significant variation is that 

the purposes of the corporation must 

be defined as being exclusively chari

table in nature in order for the Internal 

Revenue Service to accept the applica

tion for tax-exempt status. Many 

lawyers include language which 

explicitly states that the purposes are 

charitable "as defined under Section 

501(c)(3) of the Internal Revenue 

Code," which makes it perfectly clear 

to the Internal Revenue Service that 

the organization intends to restrict its 

activihes to those falling within the 

Code's definition of public charities. It 

is also imperative for lawyers to 

ensure that the corporation is non

stock in nature so that no individuals 

have specific ownership of the corpo

ration. Additionally, the Internal 

Revenue Code requires the articles 

of incorporation to include a provi

sion for the distribution of assets to 

other tax-exempt organizations upon 

dissolution of the corporation. 

The Internal Revenue Service is also 

very interested in examining corpo

rate bylaws for applicant organiza

tions, so lawyers should make sure 

the organizations have a comprehen

sive set in place. When writing or 

reviewing bylaws from a legal per

spective, lawyers should ensure that 

information about membership, deci

sion-making and voting, leadership 

(directors, officers, committees), and 

so forth are included. Sections on 

indemnification, nondiscrimination, 

and amendment are also key. A con

flict of interest policy may be included 

in the bylaws or created as a separate, 

stand-alone policy; the Internal Rev

enue Service is eager to see that 

groups have thought through poten

tial conflict of interest situations and 

have developed a plan for ensuring 

that the integrity of the charitable 

nature of organizations remains 

intact. The Internal Revenue Service 

includes a sample conflict of interest 

policy on its website (www.irs.gov). 

Form 1023 
The application itself (officially 

known as the "Application for Recog

nition of Exemption under Section 

501(c)(3) of the Internal Revenue 

Code," or Form 1023) was updated in 

October of 2004. The form is long but 

most lawyers will find it fairly 

straight-forward. The key, as with 

most tax forms, is to read carefully 

and answer the questions with no 

more or no less than asked. When 

formulating answers it is good 

to remember that the Internal 

Revenue Service employee reading 

the application knows nothing 

about the organization. One must 

strike a balance between giving a 

crystal clear picture of the organiza

tion's purpose and activities without 

burdening the reader with too much 

irrelevant information. 

Key sections for lawyers new to the 

process to note include: 

• Organizational structure. The

vast majority of 501(c)(3) organi

zations are established as corpo

rations. There are very limited

possibilities for other entity

forms to obtain 501(c)(3) tax

exempt status. Lawyers should

refer to the Internal Revenue Ser

vice instructions to Form 1023 for

more information.

• Narrative. This is the organiza

tion's opportunity to describe its

purposes and activities in the

past and present and as planned

for the future to the Internal

Revenue Service. The narrative

portion should be thorough

but concise.

• Compensation. Applicant organ

izations must disclose compensa

tion to officers and directors. For

many brand-new nonprofits, this

is simple as they often offer no

compensation and are operated

solely by volunteers.

• Potential conflicts of interest.

The organization should explain

any family or business relation

between officers and directors. In

looking at this information, the

Internal Revenue Service wants
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to ensure that this is indeed a 
public charity and not a private 
foundation largely operated by 
one entity or family. 

• Specific activities. Lawyers
should ensure that the organiza
tion describes any political activi
ty, lobbying, gaming, and so on.

• Financial data. Applicants must
provide financial information for
the current tax year plus three
prior tax years if the organization
is already in existence, or projected
data for the two succeeding tax
years if brand-new organization.

Finally, when compiling the final 
package for submission, lawyers 
should make sure their clients include 
both the checklist and the user fee. 
Note that the user fees increased on 
July 1, 2006, to $300 for those groups 
with an average of $10,000 or less in 
gross receipts in the previous four 
years, and to $750 for those averaging 
greater than $10,000 per year in gross 
receipts. Lawyers for applicant organ
izations should also double-check that 
all requested information (such as 
bylaws, certified copy of articles of 
incorporation, conflict of interest poli
cy, additional schedules, supplemen
tary pages, etc.) has been included in 
the package. 

Once the application is submitted, 
lawyers should be prepared that they 
may be contacted by the Internal Rev
enue Service for additional informa
tion during the 6-9 month IRS review. 

Ongoing Issues 
and Compliance 
Once 501(c)(3) status is granted, 
there are several additional steps 
with which organizations may 
need legal assistance; at min
imum, lawyers should advise their 
clients of these items which will 
need attention: 

• Maryland Form No. 1- Person

al Property Return. This form
must be filed annually by all
Maryland business . entities,
regardless of whether they
actually own any personal
property. Thus, while many
brand-new nonprofits do not
own any personal property,
they still must file this tax form.
The annual filing fee is waived
for nonstock corporations.

• Annual tax return. If the organi
zation's receipts are greater than
$25,000 in a year, the organiza
tion must file the Form 990 as
its annual tax return to the
Internal Revenue Service. (The
990EZ is available for those
organizations with less than
$100,000 in gross receipts and
total assets of less than
$250,000.) Many lawyers and
accountants recommend that
groups not meeting the $25,000
requirement still file the Form
990 as a means of creating a
paper trail and proving their
financial status to the Internal
Revenue Service, especially
during an advance ruling
period. An alternative for
groups earning less than
$25,000 is filing the Maryland
form COF-85.

• Registration Statement for

Charitable Organizations

(COR-92). Organizations must
register with the Secretary of
State if they are planning to
solicit funds in Maryland.

• Combined Registration App

lication. Organizations should
file the Combined Registration
Application with the Comptroller
in order to register as a charity
and apply for sales tax exemption.

• Maryland Sales and Use Tax

Report. Even if the selling
organization is tax-exempt, they
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must collect sales tax on 
items that they sell (unless 
selling to another organization 
with sales tax-exemption from 
the state). This information 
must be reported to the 
Comptroller annually. 

• Unrelated business income.

Organizations must report
unrelated business income
to federal and state authorities
as needed.

• Real and Personal Property Tax

Exemption. Lawyers can assist
organizations in applying for
exemption from real and
personal property taxes with
the state of Maryland, and
remind organizations that
the federal tax exemption in
the form of a 501(c)(3) designa
tion does not exempt organiza
tions from state property taxes.

Lawyers working with nonprofits 
to obtain tax-exempt status from 
the Internal Revenue Service should 
be careful to ensure their clients 
understand that an organization's 
work is not complete upon 
determination that the organiza
tion is exempt from taxes under 
Section 501(c)(3). A significant 
amount of filing and organization 
is required to maintain a 501 (c) 
(3) organization in working order
and to keep it in good standing.
It is imperative that lawyers
working with these organizations
assist their clients in understand
ing the ongoing requirements
and implications, and continue to
provide compliance assistance
as the organization grows
and matures.

By Kelly E. Pfeifer 
Ms. Pfeifer is a Staff Attorney with 
the Community Law Center in 
Baltimore. She may be reached at 
kellyp@community/aw.org. 
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Is it Ethical to Initiate Suit in Matters Where 

the Relevant Statue of Limitaion Arguably 

has Expired? 

Y 
ou ask about the ethical 
propriety of filing suit in mat
ters arguably barred by the 

applicable statute of limitations. You 
have advised us that this issue has been 
raised by the Court in connection with 
your office's prosecution of parking 
infractions, for which Maryland law 
provides a one year statute of limita
tions. Md. Cts. & Jud. Proc. Code Ann. 
§5-107. You have asked for our guid
ance as to whether it is appropriate,
under the Maryland Rules of Profes
sional Conduct, for attorneys in your
office to file suit in matters where the
statute of limitations has (at least
arguably) expired.

From a review of the history of the 
opinions of this Committee, this 
inquiry is a matter of first impression 
for the Committee. In Ethics Docket 87-
30, we previously considered the ethi
cal propriety of the filing and/ or 
maintaining of a Motion to Suppress, 
by a defense lawyer in a criminal case, 
for the sole purpose of generating a 
hearing in the hope that necessary wit
nesses would fail to appear. We consid
ered the implications of such a Motion 
under Rule 3.1 of the Maryland Rules 
of Professional Conduct, which had 
been adopted just prior to that opinion. 
In that opinion, the Committee con
cluded, with one dissenting member, 
that it was not a violation of the Rules 
of Professional Conduct for a defense 
lawyer in a criminal case to file and 
prosecute such a motion. 

The Committee, after examining the 

applicable Rules and authority in 
Maryland and in other jurisdictions, 
also concludes that it is not ethically 
improper for an attorney in your office 
to prosecute a claim arguably barred by 
the statute of limitations. In reaching 
this conclusion, we have considered the 
implications of Rules 3.1, 3.8 and 8.4 of 
the Maryland Rules of Professional 
Conduct. We have also considered 
Rule 2-323 of the Maryland Rules of 
Procedure and the applicable authori
ties decided thereunder. In those cases, 
the Maryland Courts have concluded 
that the statute of limitations, whether 
in a civil or criminal case, is an affirma
tive defense under Maryland law 
which is not jurisdictional, and that fail
ure to raise the affirmative defense 
results in its waiver. See, e.g., Foos v. 

Steinberg, 247 Md. 35, 230 A.2d 79 
(1967); Brodak v. Brodak, 294 Md. 10,447 
A.2d 847 (1982); Brooks v. State, 85 Md.
App. 355, 584A.2d 82 (1991).

Rule 3.1 of the Rules of Professional 
Conduct provides that a lawyer 
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• • •  shall not bring or defend a proceed
ing, or assert or controvert an issue 
therein, unless there is a basis for doing 
so that is not frivolous, which includes, 
for example, a good faith argument for 
an extension, modification or reversal 
of existing law." The last sentence of 
Rule 3.1 emphasizes, however, that it is 
appropriate for a lawyer to defend a 
proceeding "to require that every ele
ment of the moving party's case be 
established." Moreover, the Comment 
to that Rule makes clear that the filing 

of an action or defense is not frivolous 
merely because the facts have not first 
been fully substantiated or because the 
lawyer expects to develop vital evi
dence only by discovery. 

Accordingly, in light of Maryland 
Rule 2-323 and the Maryland cases 
holding that the statute of limitations is 
an affirmative defense, which must be 
pleaded specially, whether in a civil or 
criminal case, this Committee concludes 
that it is not a violation of the Maryland 
Rules of Professional Conduct for an 
attorney in your office to pursue a case 
arguably barred by limitations. 

In reaching its conclusion, however, 
the Committee is relying upon the facts 
as you have presented them and, specif
ically, your reference to matters being 
"arguably" time-barred. In that regard, 
this Committee would have significant 
concerns and may well reach the oppo
site conclusion on your inquiry if your 
office, as a matter of customarypractice, 
systematically and deliberately initiated 
such actions in cases obviously barred 
by limitations, or if your office inten
tionally deferred the initiation of pro
ceedings on parking infractions (which, 
the Committee is aware, typically pro
vide for escalating fees) particularly in 
matters where the defendants are likely 
to be pro se litigants. 

Under such circumstances, this 
Committee may well conclude that 
such a practice or such conscious deci
sions raise concerns under Rule 8.4(d) 
of the Maryland Rules of Professional 
Conduct. Your inquiry is one ear
marked by particular sensitivity, in our 
view, because of the special trust invest
ed in your office as the County's Office 
of Law. Cf. Rule 3.8 of the Maryland 
Rules of Professional Conduct. Special 
Responsibilities of a Prosecutor. The 
Committee recommends, therefore, in 
order to avoid such a situation, that 
your office consider adopting a policy, 
as a matter of professionalism, which 
prohibits pursuit of any actions that are 
known to be time-barred. 
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A Closer Look at Rule 1.4 

aryland Lawyers' Rule 

of Professional Conduct 1.4 

states: 

(a) A lawyer shall:

(1) promptly inform the client of any

decision or circumstance with

respect of which the client's

informed consent, as defined in Rule

l.O(f), is required by these Rules;

(2) keep the client reasonably

informed about the status of

the matter;

(3) promptly comply with reasonable

requests for information; and

( 4) consult with the client about any rel

evant limitation on the lawyer's

conduct when the lawyer knows

that the client expects assistance not

permitted by the Maryland

Lawyers' Rules of Professional Con

duct or other law. 

(b) A lawyer shall explain a matter

to the extend reasonably necessary

to permit the client to make

informed decisions regarding

the representation.

In two recent cases decided by the 

Court of Appeals this rule was 

addressed and found to have been vio

lated by the attorney. 

Attorney Grievance Commission vs. Lee 

890 A.2d 273 __ (January 12, 2006) 

the Court of Appeals sustained an 

exception to the failure of the trial court, 

to whom the matter was assigned, to 

find a violation of this rule. The respon

dent's client was incarcerated and 

attempted communication with respon

dent by the client, and the client's 

mother attempted to have questions 

answered. The court said: 

11 After execution of the retainer 

agreement and payment of the 

retainer fee, all communication on 

the part of Mr. Lee essentially 

stopped. There were inquiries from 

Mrs. Coleman on behalf of her son, 

but the only response from Mr. Lee 

was a delayed response that was not 

very meaningful. If Mr. Lee did not 

intend to communicate with his 

client through his mother, he could 

have explained that to the client. 

Having failed to do so, the course of 

dealings with Mr. Coleman suggest

ed that Mr. Lee would respond to Mr. 

Coleman through his mother. There

fore, we sustain the petitioner 's 

exceptions and conclude that a viola

tion of Rule 1.4 was proven by clear 

and convincing evidence." (P. 10 slip 

opinion) 

In Attorney Grievance Commission v. 

Reinhardt, 892 A.2d 533 (Feb. 10, 2006) 

there were a number of violations 

found, among which was a violation of 

1.4(b). Mr. Reinhardt failed to explain at 

any time following July 30, 1999, that he 

had lost the client file and no additional 

action had been taken on her case. 

In re Douglas Wayne Smith, 659 N.E.2d 

896 (Ill. 1995) Mr. Smith was suspended 

by 17 months with 12 months stayed 

subject to completion of conditions of 

probation. Six clients attempted to 
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contact respondent and he failed to 

inform them of the status of their cases 

and neglected to return their telephone 

calls. [There were also violations of 

other rules of professional conduct.] 

In the Matter of O'Donnell, 736 A.2d 

75 (RI. 1999) a suspension was ordered. 

Violation of 1.4(a)&(b) were found. 

Respondent failed to advise his client of 

pending discovery issues that affected 

the client's case which the client found 

out about years later from a third party. 

People vs. Mascarenas, 103 P.3d 339 

(Colorado 2003) a suspension and an 

order of restitution was ordered. Find

ing violation of the rule, subject of this 

article, respondent had failed to respond 

to his client's requests for an accounting 

of work performed and use of the 

clients funds, failing to advise the client 

what had been done in the case, and to 

explain respondent's obligations in the 

event he moved to withdraw from the 

case the day before a scheduled hearing. 

Cases from other states for you to 

peruse at your leisure which found 

violations of this rule are: Statewide 

Grievance Committee v. Gifford, 2004 

WL 503671 (Conn. 2004); and 

State v. Stormont, 37 P.3d 795 

(Oklahoma, 2001). Once again, a 

reminder to read our Lawyers' Rules 

of Professional Conduct periodically as 

a reminder of our professional obliga

tions, and to see if there have been any 

revisions or additions which may have 

not caught your attention. 

Melvin Hirshman 

Bar Counsel 
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