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TAXATION SECTION 

STATE BAR OF MICHIGAN 

Dear Taxation Section Members: 

Following eight years of service to the Taxation Section as Chairperson of the 
Estates and Trusts Committee, Council Member, Secretary, Treasurer, and Vice 
Chairperson, it is an honor to be the 2002-2003 Chairperson of the Taxation Section. 

Collectively, the Section's other new officers (Vice Chairperson - Sherill A. 
Siebert, Secretary- Charles M. Lax, and Treasurer- Eric M. Nemeth), continuing and 
new Council Members (Thomas J. Kenny, Henry P. Lee and Steven Z. Ettinger), 
continuing and new Committee Chairpersons (John M. Neberle and George H. 
Runstadler III), and I, together with our program facilitator, Jan M. Baggett, are 
committed to making the following publications, meetings, and events available to you: 

Michigan Tax Lawyer. Publication is scheduled at approximately four month 
intervals, with this being the first of the three publications for this fiscal year. David B. 
Deutsch has taken over as editor of the Michigan Tax Lawyer from Shirley A. Kaigler. 
Please call David at (248) 489-8600 if you are interested in submitting an article for a 
future issue of the Michigan Tax Lawyer. 

After-Hours Tax Law Series. Aaron H. Sherbin assembled a fine group of -~ 
speakers for a series of five late afternoon programs presented in conjunction with ICLE, 
which commenced October 15, 2002, consisting of Post-Death Administration: A View 
from the Trenches; Practice Before the IRS; Hot Topics with Partnerships, S
Corporations, and LLCs; Valuation Discounts, Gift Reporting Requirements for 
Operating and Pass-Thru Entities, and Other Selected Topics; and Essential Qualified 
Retirement Plan Documents. Shirley A. Kaigler is working on next year's series. Please 
call Shirley at (313) 961-8380 ifyou are interested in being a future program speaker. 

Summer Tax Conference. This year's Annual Summer Tax Conference will be 
held at the Double JJ Resort near Muskegon, Michigan on June 27-28, 2003. Anthony J. 
Caputo (call him "Tex") has been hard at work on putting together an outstanding 
program at this new conference venue. When you're not being enlightened by our 
speakers, you and your family members can enjoy the various dude ranch offerings, golf, 
or swimming if you wish. Visit www.doublejj.com for more information about the resort. 
Conference information and registration forms should be in your mailbox any time now. 
Contact "Tex" at (586) 573-8900 for additional conference information. 

Tax Court Luncheons. When the Tax Court holds a docket in Detroit and the 
presiding Tax Court Judge is available, our Section schedules a luncheon for the Judge 
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which is open to IRS Area Counsel Members, IRS Appeals Officers and tax 
practitioners. Thomas J. Kenny, who can be contacted at (248) 357-3010, is responsible 
for the luncheons this year. 

Committee Meetings. Each of the Taxation Section's five committees organizes 
and holds meetings to address timely issues relating to their respective areas of tax law. 
Tax Section Members can be placed on a Committee's mailing and /or e-mail list by 
contacting the Committee Chairperson. If you are interested in learning more about a 
particular committee, please contact the appropriate Committee Chairperson: 

BUSINESS ENTITIES- Ronald T. Charlebois (248) 643-6500 
EMPLOYEE BENEFITS- Mary Jo Larson (313) 465-7 458 
ESTATES AND TRUSTS- George H. Runstadler III (248) 645-9680 
PRACTICE AND PROCEDURE- Jess A. Bahs (517) 706-5760 
STATE AND LOCAL- John M. Neberle (248) 357-3010 

Also please be sure to read the reports of the Committee Chairpersons in this issue of the 
Michigan Tax Lawyer for committee meeting and recent development information. 

Directory. Our biennial publication of the Taxation Section Membership 
Directory is due out this year and is in the capable hands of Trevor T. Wetherington. In 
addition to containing the telephone numbers and e-mail addresses of Taxation Section 
Members, this publication also contains Internal Revenue Service, Department of Justice, 
Tax Division and Michigan Department of Treasury Telephone Directories. 

Internet. The Taxation Section Website can be accessed either through the State 
Bar Website at www.michbar.org or directly at www.michigantax.org. Our website is an 
ongoing work in progress and Michael 0. Love is responsible for advancing it to the next 
level. If you have any ideas or are willing to offer some assistance to Mike, please 
contact him at (248) 603-0522. 

Annual Meeting. This year's State Bar Annual Meeting is scheduled for 
September 11 and 12, 2003 in Lansing, Michigan. The Taxation Section's program is 
scheduled for the morning of September 12. Jay A. Kennedy is working on lining up one 
or more speakers for that program. 

I wish to thank my immediate predecessor, Eric T. Weiss, and the many other 
dedicated Chairpersons before him, for their outstanding contributions and leadership. I 
also want to encourage you to take advantage of what the Taxation Section has to offer. 
The Section's Officers, Council Members and Committee Chairperson look forward to 
your attendance at and participation in our activities. 

a /' 
' 

...---···"' 
Edward M. Deron, Chairperson 
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Report of the Business 2002, at the Red Run Golf Club. 

Paul Shultz, Director of Employee 
Entities Committee Plans Rulings and Examinations, 
Ronald T. Charlebois, Chairperson TE/GE, Internal Revenue Service, 
Powers, Chapman, De Agostino spoke on "What's Happening and 
3001 W. Big Beaver, Suite 704 What's New at IRS' Employee Plans." 
Troy, M I 48084 This was a joint program held with 
(248) 643-6500 Office the Michigan Employee Benefits 
(248) 643-0280 Fax Conference. 
rcharlebois@ powerschapman.com 

Upcoming Activities 
Recent Activities The speaker, time and place for the 
On October 17, 2002, the Business next meeting have not yet been final-
Entities Committee met at the ized. Announcements will be sent 
Bloomfield Hills offices of Rader, by e-mail when arrangements have 

... a presen- Fishman & Grauer, PLLC, a national been completed. Anyone who has 
intellectual property law firm. The not been receiving announcements tation by rep- speakers, all from that law firm, by e-mail, or who would prefer to resentatives included Andrew S. Walker, Michael receive announcements by mail, 

of the Internal A. Lisi and Jill R. N euvirth. The pro- should contact me to ensure timely 
Revenue gram featured a presentation ofvari- receipt of meeting information. 
Service on ous tax issues impacting intellectual 

Mary Jo Larson property. Some of the topics that current audit 
were discussed included qualification Chair, Employee Benefits Committee 

issues involv- for capital gains treatment for patent Honigman Miller Schwartz and Cohn 

' ing estate and royalties, patent donations, use of 2290 First National Building )\ 
gift taxes. holding companies to provide relief Detroit, MI 48226 

from the state tax burden on the roy- 313.465.7458 
alty system, and methods to compute mjl@honigman.com 
the research and experimentation 
credit. The update focused on the 

Report of the Estates opportunities available for managing 
intellectual property with desirable and Trusts Committee 
tax planning results. 

George H. Runstadler, Chairperson 

Report of the Employee 
Berry Moorman, P.C. 
255 E. Brown Street, Suite 320 

Benefits Committee Birmingham, Ml 48009 
(248) 645-9680 

Mary Jo Larson, Chairperson (248) 645-1233 (Fax) 
Honigman Miller Schwartz and Cohn LLP grunstadler@ berrymoorman.com 
2290 First National Building 
660 Woodward Avenue Recent Committee Meetings 
Detroit, Ml 48226-3583 The Estates and Trusts Committee 
(313) 465-7458 Office is planning two conferences. The 
(313) 465-7459 Fax first, to be held in late March, will 
mjl@ honigman.com speak to asset protection planning 

in Michigan following the decision in 
Summary of Activities US. v Craft, 122 S.Ct. 1414 (4/17/02). 

The second, scheduled for late May, 
Recent Activities 2003, will be a presentation by repre- e The most recent meeting of the sentatives of the Internal Revenue 
Employee Benefits Committee took Service on current audit issues 

4 
place on Thursday, November 21, involving estate and gift taxes. 
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Report of the Practice 
and Procedure 
Committee 
Jess A. Bahs, Chairperson 
Foster Zack & Lowe, P.C. 
2125 University Park Drive, Suite 250 
Okemos, Ml 48864-5903 
(517) 706-5760 Office 
(517) 706-5760 Fax 
jess. bahs @fosterzacklowe.com 

February 2003 Practice and 
Procedure Committee Report 
The Practice and Procedure 
Committee has not met since 
the August summer meeting with 
attorneys Robert D. Heitmeyer and 
Alexandra E. Nicholaides of the 
Detroit IRS Chief Counsel office. 
We need your support. Attendance 
was down at the last meeting 
(although this may have been due 
to the meeting being in August). 

The committee is in the process 
of planning another meeting to be 
held some time this spring. We were 
unable to make any commitments 
by the time of this committee report. 
The next meeting may be the day of 
the Tax Court luncheon scheduled 
for this spring. Alternatively, we 
:n:ay have a meeting regarding prac
tice and procedure issues before the 
Michigan Tax Tribunal, which may 
be joint with the state and local 
tax committee. Another topic under 
c.on~ideration is litigation of family 
hm1ted partnership (LLC) discounts. 
Stay tuned for further updates. 
We w~ll send meeting notices by 
E-mml. Ifyou would like to receive 
E-mail updates, please E-mail us 
at jess.bahs@fosterzacklowe.com. 
Please feel free to express interest 
in any of the above topics, or suggest 
additional topics, by sending E-mail 
to this E-mail address. 

Report of the State and 
Local Tax Committee 
John M. Neberle, Chairperson 
Raymond & Prokop, P.C. 
26300 .Northwestern Highway, 4th Floor 
Southfield, Ml 48086-5058 
(248) 357-301 0 

Recent Activities 
The State and Local Tax Committee 
held a meeting on November 14, 
2002, at the offices of Raymond & 
Prokop, P.C., Southfield, Michigan. 
The guest speaker was Professor 
Michael J. Mcintyre, Wayne State 
University. 

Professor Mcintyre led a discus
sion on the topic of Michigan 
Business Taxation and the Looming 
State Deficit. His view is that the 
State should: (i) cut expenditures· 
(ii) replace the SBT with a busine~s 
income tax that has a minimum tax 
component and is levied using a 
worldwide unitary basis measured 
by financial accounting income 
rather than federal taxable income· 
(iii) base personal income taxes on ' 
inflation indexed graduated rates· 
and (iv) uncap property assessme~ts. 
California would be the model for 
unitary taxes. 

For more information concerning 
Professor Mcintyre's views, see his 
essay, dedicated to the memory of 
Paul Mines, at 2002 STT 184-3. 

Michigan Tax Legislative Update 
The Michigan Legislation discussed 
included potential legislation to 
enact the Internet Sales Tax 
Agreement, SB 1369 to update the 
State's Uniform Unclaimed Property 
Act of 1995, SB 1194 that would 
permit the filing of non-property 
tax cases in the Court of Claims 
without paying the taxes in dispute, 
SB 1507 that would reinvigorate the 
Administrative Procedures Act of 
1969, and HB 6501 & 02 that would 
amend the SBT and the Brownfield 

Reports 
from the 

Committees 

The Michigan 
Legislation 
discussed 
included 
potential 
legislation 
to enact 
the Internet 
Sales Tax 
Agreement. 
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Redevelopment Financing Act to 
extend the programs through 2007. 

Michigan Tax Administration 
Update 
The Michigan Department of 
Treasury has issued a proposed 
Revenue Administrative Bulletin, i.e., 
RAB 2002-B, Individual Income Tax 
Nexus Standards for Non-Residents 
With Business Income. Committee 
Members were urged to contact the 
Department of Treasury on or before 
November 25 (deadline) with any 
comments they may have on the 
RAB. This Bulletin was reviewed 
by the Commissioner=s Advisory 
Group - Individuals. 

The Michigan Tax Commission 
has published numerous notices 
including the following: 

• STC Bulletin 10 - Computerized 
Tax Rolls; 

• STC Bulletin 11 - Inflation Rate 
Multipliers; 

• STC Bulletin 12 - Electronic 
Records; 

• STC Bulletin 13 - Equalization; 
• STC Bulletin 14- Property Tax 

Calendar; 
• STC Bulletin 16 - Tax Tribunal 

Interest Rate; 
• 2003 Personal Property 

Statement; and 
• Letters to Assessors and 

Equalization Directors concerning 
the Danse and WPW decisions. 

Michigan Judicial Tax 
Decisions Update 
Michigan tax cases discussed 
included the following: 

• Danse Corp. v. City of Madison 
Heights, MTT, (Michigan 
Manufacturers Association will 
be filing an Amicus in support 
ofDanse); 
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Michigan Court of Appeals' 
decisions in: 

• Primestar, Inc. v. Township 
of Flint; 

• Grunwo v. Township of 
Frankenmuth; 

• WPW Acquisition Co. v. City 
of Troy. 

Tax cases not discussed included 
the following: 

• U.S. Supreme Court decision 
invalidating Michigan's Motor 
Carriers' Registration Fees; and 

Michigan Court of Appeals' 
decisions in: 

• South Davison Community Center 
v. Township of Davison; 

• Thompson's Bear Lake Limited 
Partnership v. Township of 
Pleasanton; 

• Sttege v. Department of Treasury. }: 1· .. · 
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The Limited Liability Company: 
Who is responsible for the Federal Tax 
Liabilities of an LLC? 

By: Michael M. Antovski, Esq. 

Since the enactment of the Michigan 
Limited Liability Company Act 
("LLCA") in 1993, the Limited 
Liability Company ("LLC") has fast 
bec~me t~e en~it~ of choice for doing 
busmess m M1eh1gan. 1 The populari
ty of the LLC largely began due to 
its hybrid characteristics. The LLC 
offers the limited liability protection 
of a corporation, and the flexibility 
and tax treatment of a partnership. 
Moreover, legislative changes brought 
about in 1997, at both the state and 
the federal level, have contributed 
to an even greater attraction to the 
LLC. At the state level, Michigan 
revised the LLCA to allow the 
formation of single member LLCs. 
Whereas, at the federal level, the 
Treasury Department enacted 
Treasury Regulations section 
301.7701-1 et seq. (commonly 
referred to as "the check-the-box 
regulations") providing greater 
choice and certainty as to the 
federal tax classification of the LLC. 

Along with these benefits, how
ever, emerge issues as to how the 
LLC and its members will be treated 
for purposes of collecting federal tax 
liability. For example, suppose a 
multi-member LLC is treated as a 
partnership for federal tax purpos
es-will the members of the LLC be 
regarded as shareholders given the 
LLC's corporate-like protection 
~h~ch under state law generall~ 
hm1ts the member's personal liability 
for debts of the LLC, or will the 
members of the LLC be treated as 
partners given the LLC's federal tax 
classification as a partnership? 

On August 30, 2002, the Internal 
Revenue Service ("IRS") released 
a Chief Counsel Advisory (the 
''Advisory") addressing the issue 

of collecting federal employment tax 
and income tax liabilities2 from an 
LLC.3 The Advisory offers guidance 
on five issues as they relate to the 
collection of such taxes by the IRS, 
namely: 

1. Who is liable for federal taxes 
in the context of a multi
member LLC? 

2. Who is liable for federal taxes 
in the context of a single 
member LLC? 

3. Whether an assessment made 
by the IRS against a disregarded 
LLC is valid against the single 
member owner? 

4. Whether a Notice of Federal Tax 
Lien ("NFTL'') filed against a 
disregarded LLC is valid against 
the single member owner? 

5. What state law theories could 
be used to collect single member 
owner's liability from the 
disregarded LLC? 

The IRS admits that there is much 
confusion regarding collection issues 
involving LLCs. The purpose of this 
article is to highlight each of the five 
(5) issues addressed in the Advisory 
and offer the reader some insight as 
to who is responsible for federal tax 
liability when operating an LLC in 
the state of Michigan. 

Who is liable for federal 
taxes in the context of a 
multi-member LLC? 
For federal tax purposes, a multi
member LLC can be classified as 
either a corporation or a partnership.4 

Unless the LLC files an election to be 
classified as a corporation, it will be 
deemed as a partnership for federal 
tax purposes. 5 

Assuming the LLC has elected to 
be a corporation, the IRS will apply 
the general rules of corporate taxa-

Feature 
Articles 

Who is liable 
for federal 
taxes 
in the context 
of a multi
memberLLC? 
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tion. 6 The LLC will be taxed as a 
corporation, and the members will be 
treated equivalent to shareholders.7 

As a corporation, the LLC will be rec
ognized as the taxpayer. The IRS will 
look to the LLC to satisfy any federal 
tax liabilities by filing either an 
NFTL against the LLC and foreclose, 
or levy the assets of the LLC.8 Given 
the "shareholder" treatment of the 
members, the Advisory instructs the 
IRS not to file an NFTL against the 
members since they are not consid
ered the taxpayers.9 Note, the mem
bers may be liable for the trust fund 
recovery penalty under I.R.C. section 
6672. 10 

If the LLC does not file an election 
to be classified as a corporation, it 
will be treated as a partnership for 
federal tax purposes. 11 Depending 
on the type of federal tax liability 
due, either the LLC or its members 
will be deemed to be the taxpayer 
for collection purposes. 

In regard to federal income tax 
liability, the members of a multi
member LLC are considered the tax
payers and are responsible for the 
payment of such liability because the 
income and losses arising from the 
operation of the LLC pass through to 
the members. Thus, the IRS could 
file an NFTL against the members 
to collect the liability.12 

Unlike the typical partnership 
situation, the IRS will not assert an 
employment tax liability against the 
members of the LLC. The Advisory 
emphasizes that state law creates a 
major distinction between a general 
partner's liability for employment 
taxes and a member's liability when 
an LLC is classified as a partnership 
for federal tax purposes and incurs 
employment tax liability. General 
partners are derivatively liable for 
the employment tax liability under 
state law. "When a partnership 
incurs an employment tax liability, 
under state law the general partners 
are liable for the tax, just as they are 
liable under state law for other debts 
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of the partnership."13 

In contrast, no state law imposes 
a derivative liability on the members 
of an LLC. In fact, "[s]tate law explic
itly provides that a member is not 
liable for an LLC's debts."14 As a 
result, the IRS cannot collect the lia
bility from the members, even though 
the LLC is treated as a partnership 
for federal tax purposes. Instead, the 
IRS must look to the LLC for the 
employment tax liability as the 
employer and file an NFTL solely 
against the partnership as the tax
payer. 15 The IRS may, however, assert 
the trust fund recovery penalty 
against members, depending on the 
facts and circumstances of the case. 16 

Who is liable for federal taxes 
in the context of a single 
memberLLC? 
For federal tax purposes, a single 
member LLC can be classified as 
either a corporation or a disregarded 
entity.17 Unless the LLC files an elec
tion to be classified as a corporation, 
it will be disregarded as an entity 
separate from its owner and its ac
tivities will be treated in the same 
manner as a sole proprietorship, 
branch, or division of the owner.18 

Assuming the LLC has elected to 
be classified as a corporation for fed
eral tax purposes, the LLC will be 
treated as a separate legal entity for 
federal tax purposes. The LLC will 
accrue its own tax liability, and the 
IRS must look only to the LLC's 
assets for collection of the liability. 19 

The Advisory states that " ... just as a 
sole shareholder is not liable for the 
corporation's tax liability, the single 
member owner of the LLC would be 
similarly insulated from the LLC's 
federal tax liability."20 The IRS may, 
however, assert the trust fund recov
ery penalty against any responsible 
person, which may in some situations 
include the single member owner. 
The single member owner, however, 
is not automatically a responsible 
person.21 The IRS must examine the 

'

I 
" 
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facts and circumstances of each case 
to determine the responsible person. 22 

Assuming the single member 
owner has not elected to be treated 
as a corporation for federal tax pur
poses, the LLC will be disregarded as 
an entity separate from its single 
member owner.23 Consequently, the 
single member owner will be treated 
as the taxpayer for any federal tax 
liabilities that arise from the opera
tion ofthe LLC.24 

As the taxpayer, the single mem
ber owner must file federal income 
tax returns in order for the IRS to 
make assessments. The single mem
ber owner must also file employment 
tax returns. Pursuant to Notice 99-6, 
the single member owner has two 
choices in filing employment tax 
returns. 25 The single member can 
calculate, report and pay the employ
ment tax liability under its own name 
and taxpayer identification number.26 
Alternatively, the employment tax 
can be calculated, reported and 
remitted under the LLC's name and 
taxpayer identification number. 27 

Regardless of the method chosen, the 
single member owner of the disre
garded LLC is the statutory employer 
and retains ultimate responsibility 
for the employment tax liability. 28 

Whether an assessment made by 
the IRS against a disregarded 
LLC is valid against the single 
member owner? 
The current practice of the IRS is 
to assess employment taxes in the 
name and/or taxpayer identification 
number of the disregarded LLC. The 
IRS's position is that an assessment 
against the disregarded LLC is a 
valid assessment against the single 
member owner's liability.29 The 
Advisory asserts that given the close 
relationship between a disregarded 
LLC and its single member owner, 
any reference in an assessment to a 
disregarded LLC is tantamount to 
an assessment against the single 
member owner as the taxpayer. 

To avoid litigating the issue, the 
Advisory recommends that the name 
of the single member owner be added 
to the assessment. This recommen
dation appears to be a response to 
the pro-taxpayer decision in United 
States u. Galletti30

, which held that an 
assessment for unpaid employment 
taxes against a general partnership 
was not valid against the individual 
general partners. In Galletti, the IRS 
filed proofs of claim in bankruptcy 
court against the general partners for 
unpaid employment taxes assessed 
against the partnership. The claim 
was disallowed on the grounds that 
the IRS failed to make an individual
ized assessment against the general 
partners or obtain judgments against 
the partners holding them jointly and 
severally liable for the tax debts of 
the partnership before the IRS could 
collect the partnership's tax deficien
cy directly from the general part
ners.31 Unfortunately for the IRS, the 
statute of limitations had run on the 
claim and thus, it was unable to 
make such an assessment or obtain 
such a judgment against the general 
partners. 32 

Assuming there is a valid assess
ment and demand against the single 
member owner, the IRS would have 
a tax lien against the single member 
owner's property and rights to prop
erty for the federal tax liability. 33 The 
Advisory raises the question as to 
whether the taxpayer's "property and 
rights to property'' include the assets 
of the LLC and concludes that they 
do not. 

In defining the single member 
owner's property and rights to prop
erty, the Advisory applies the two
prong test articulated in Drye u. 
United States. 34 First, the taxpayer's 
interests or rights must be deter
mined under state law.35 Second, it 
must be determined whether such 
interests or rights are property or 
rights to property under the Internal 
Revenue Code.36 The Advisory notes 
that if the taxpayer has no interest 
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t 
or rights under state law, then the used to collect single member owner's 
taxpayer has no property or rights liability from the disregarded LLC? 
to property under the Internal The IRS may rely on state law 
Revenue Code. theories to collect a single member 

In applying the Drye test to a sin- owner's tax liability. The IRS may 
gle member of owner of a disregarded assert alternate state law theories 
LLC, the Advisory reasons that the provided the precise distinctions 
single member owner has no property between the theories are recognized 
or right to property in the LLC's and there are facts to support each 
assets because under state law the theory. The Advisory suggests the 
single member owner has no interest following three state law principles 
in the LLC's property. Therefore, that the IRS can apply to collect a 
even though the LLC is disregarded single member owner's tax liability 
as a separate entity from its single from the disregarded LLC, namely: 
member owner for federal tax liabili-

If the LLC veil ty purposes, the IRS cannot satisfy Alter Ego 

is pierced, the the single member owner's tax liabili- The Advisory takes the position that 

LLC and the 
ty form the assets of the LLC.37 Note, the concept of piercing the corporate 
however, that the IRS may either veil can be applied against an LLC.41 

single member place a levy upon the single member's Sufficient grounds for "piercing the 
owner are ownership interest in the disregarded LLC veil" include instances where the 
considered LLC and sell that interest, 38 or file single member owner is using the 
alter egos ... suit to foreclose the federal tax lien LLC to evade the payment oftaxes.42 

against the member's interest.39 Such grounds would include situa-
tions where the LLC is used to shield 

Whether a Notice of Federal Tax assets from the IRS, such as by pay-
Lien (''NFTL'') filed against a dis- ing income earned by the taxpayer 
regarded LLC is valid against the directly to the LLC.43 If the LLC veil 
single member owner? is pierced, the LLC and the single 
The IRS admits that there is an member owner are considered alter 
issue as to who an NFTL could be egos, and the federal tax liabilities 
filed against in situations involving of the owner attach to the assets 
disregarded LLCs. Although the the LLC.44 

Advisory emphasizes that the single 
member owner is the taxpayer with Nominee Liability 
respect to any tax liabilities that may The IRS may assert nominee liability 
arise from the activities of the disre- to collect the single member owner's 
garded LLC, an NFTL identifying the tax liability where property is held 
disregarded LLC as the taxpayer may nominally by someone other than the 
be valid notice against the single actual owner of the property. Under 
member owner, depending on the this theory, only the property being 
facts and circumstances in each case. held by the nominee for the benefit 
An NFTL is valid against the single of the single member owner may be 
member owner if it substantially attached. 
complies with the filing requirement There are no specific elements 
so to put a third party on notice to required for this theory to apply. The 
the possibility of the federal tax courts, however, have identified the 
lien against the taxpayer. 40 To avoid following factors which, based upon 
litigating this issue, however, the the totality of the circumstances, 
Advisory recommends that the NFTL may indicate that actual ownership 

I be filed in the name of the single of the property rests in the taxpayer: 
member owner. (1) no consideration or inadequate 

10 
What state law theories could be consideration paid by the nominee; 
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(2) property placed in the name of the 
nominee in anticipation of a suit or 
occurrence of liabilities while the 
transferor continues to exercise 
control over the property; (3) close 
relationship between transferor and 
the nominee; (4) failure to record con
veyance; (5) retention of possession 
by the transferor; (6) exercise control 
or dominion by the taxpayer; and (7) 
expenses of the property paid by the 
taxpayer. 45 

Transferee Liability 
The IRS may assert transferee 
liability to satisfy the single member 
owner's tax liability in situations 
where the member transferred prop
erty to the disregarded LLC. In order 
to satisfy this theory, two elements 
must be met. First, there must be a 
transfer of the single member owner's 
property to a third party. Second, the 
single member owner must be liable 
for the tax at the time of transfer 
and at the time transferee liability 
is asserted. 

The transferee liability theory is 
based upon a fraudulent conveyance 
under state law.46A fraudulent con
veyance generally arises where 
property is conveyed, or alienated 
or placed beyond the reach of ordi
nary process by a debtor in fraud 
of creditorsY 

The Advisory notes that based on 
the facts and circumstances, courts 
often look to the following elements 
in determining whether a fraudulent 
conveyance exists: (1) the insolvency 
of the grantor; (2) inadequate consid
eration; (3) transfer of all of the 
debtor's property; ( 4) transfer made 
in anticipation of a suit or occurrence 
of liabilities; (5) close relationship 
between the parties to the transfer; 
(6) conveyance not in usual course 
of business; (7) failure to record con
veyance by transferee; (8) retention of 
possession by grantor; (9) reservation 
of interest, trust, or benefit by 
grantor; (10) security in excess of 

debt; (11) secrecy or haste in trans
action; and (12) assessment of real 
property taxes in name of grantor.48 

Conclusion 
The LLC has fast become the entity 
of choice for doing business. Its 
popularity is mainly due to the 
advantages it offers as a hybrid 
entity, such as corporate-like limited 
liability protection and partnership
like flow-through taxation. These 
very same advantages, however, have 
caused much confusion in terms of 
who is responsible for federal tax 
liabilities arising from the operation 
of the LLC. The Advisory provides 
practitioners with a relatively 
straight-forward analysis on who is 
liable for the federal tax liabilities 
arising from the LLC. 

In short, the responsibility for 
federal tax liabilities of an LLC 
depends on whether the LLC is a 
single member or multi-member 
LLC, and whether the LLC is classi
fied as a corporation, partnership, 
or disregarded entity for federal 
tax purposes. 
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-----------------------------ENDNOTES-----------------------------

1. According to the Michigan Consumer and Industry Services website, division statistics indicate that 29,990 
LLCs were formed in fiscal year 2002, compared to 20,964 profit corporations and 311 limited partnerships. 
http://www.michigan.gov/cis/O, 1607,7-154-10557 _12901_12923-37342-,00.html 

2. Hereinafter in this article, federal employment tax and income tax liabilities will sometimes be referred to 
collectively as "federal tax liabilities" or ''federal taxes." 

3. Chief Counsel Advice 200235023 (August 30, 2002). In accordance with I.R.C. § 611 O(k)(3), this guidance 

may not be used or cited as precedent. 

4. Treas. Reg.§ 301.7701-2(a). 

5. Treas. Reg. § 301.7701-3(b). 

6. Chief Counsel Advice 200235023 (August 30, 2002). 

7. /d. 

8. /d. 

9. /d. 

10. /d.; Any reference to "section" or "sections" is to the Internal Revenue Code of 1986, as amended. 

11. Treas. Reg.§ 301.7701-3(b). 

12. Chief Counsel Advice 200235023 (August 30, 2002). 

13. /d. (citing Ballard v. United States, 17 F.3d 116 (5th Cir. 1994); United States v. Hays, 877 F.2d 843, 844 n. 
3 (1Oth Cir. 1989)). 

14. /d. The LLCA states that: "Unless otherwise provided by law or in an operating agreement, a person who 
is a member or manage, or both, of a limited liability company is not liable for the acts, debts, or obligations 
of the limited liability company." MCLA § 450.4501 (2). Moreover, one commentator notes that state legisla
tures are beginning to strip away the limited liability offered to members with respect to federal, state, and 
local tax matters. See Will LLC Members Face Personal Liability for LLC Taxes? (Sheldon Banoff, J.D. ed., ~ 
WG&L Journals: Shop Talk 2002). 

15. /d. 

16. /d. 

17. Treas. Reg.§ 301.7701-2(a). 

18. /d. 

19. Chief Counsel Advice 200235023 (August 30, 2002). 

20. /d. 

21. /d. 

22. /d. 

23. Treas. Reg.§ 301.7701-3(b)(1)(ii). 

24. /d. 

25. Notice 99-6, 1999-3 I.R.S. 12. 

26. /d. 

27. /d. 

28. See !d.; see also Memorandum to District Counsel199922053 (June 15, 1999). 

29. Chief Counsel Advice 200235023 (August 30, 2002). 

30. 2002 WL 31558096 (9th Cir. 2002) Before the Ninth Circuit affirmed the district's decision in Galletti, the 
IRS issued a Chief Counsel Advisory disagreeing with the court's decision claiming that a separate tax 
assessment against general partners for employment tax liabilities of a general partnership is not required if 
a valid tax assessment has been made against the partnership. Chief Counsel Advisory 2001520044 
(December 28, 2001). 

31. /d. 

32. /d. 

33. I.R.C. § 6321. 
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34. 528 u.s. 49 (1999). 

35. Chief Counsel Advice 200235023 (August 30, 2002). 

36. /d. 

37. /d. 

38. /d.; see also I.R.C. § 6331. 

39. /d.; see also I.R.C. § 7403. 

40. /d. 

41. /d. (citing Hollowell v Orleans Regional Hospital, 1998 U.S. Dist. LEXIS 8184 (E.D. La. 1998), aff'd 217 F.3d 
379 (5th Cir. 2000)). 

42. Chief Counsel Advice 200235023 (August 30, 2002). 

43. /d. 

44. /d. 

45. /d. (citing United States v. Miller Brothers Construction Co., 505 F.2d 1031 (10th Cir. 1974); Towe Antique 

Ford Foundation v. Internal Revenue Service, 791 F. Supp. 1450, 1454 (D. Mont.1992), aff'd without opinion, 
786 F. 2d 686 (5th Cir. 1985)). 

46. Chief Counsel Advice 200235023 (August 30, 2002). 

47. /d. 

48. /d. 
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The Constructive Receipt Doctrine
Is Ignorance Bliss? 

By: Mary Jo Larson and Brock A. Swartzle 

I was gratified to be able to answer 
promptly, and I did. I said I didn't 
know . 

- Mark Twain, Life on the Mississippi 

I. Introduction 
Individuals are taxed on the income 
they receive for services performed, 
whatever the form of the compensa
tion - cash, cash equivalents, proper
ty, services, or some combination of 
these. 1 Disputes between the Internal 
Revenue Service ("IRS") and taxpay
ers involving the measure or value of 
income are common, and a vast body 
of statutory, regulatory and case law 
is devoted to the issue. With the 
ever-increasing complexity of com
mercial society, and especially the 
rise of qualified and non-qualified 
deferred compensation arrangements, 
another issue has become increasing
ly important - the timing of the 
receipt of income. 

It is a fundamental principle of 
tax law that income must be realized 
before it can be included in gross 
income and subject to taxation.2 

For cash-basis taxpayers, income is 
generally realized in the year it is 
received. An exception to this rule, 
however, is income that is "construc
tively received." Under the construc
tive receipt doctrine, if a taxpayer has 
complete control in determining when 
to receive income, that income will 
generally be subject to current taxa
tion regardless of when the taxpayer 
actually receives the income. As 
explained by Justice Oliver Wendall 
Holmes in Corliss v. Bowers, "income 
that is subject to a man's unfettered 
command and that he is free to enjoy 
at his own option may be taxed to 
him as his income, whether he sees 
fit to enjoy it or not."3 

Implicit in the phrase "free to 
enjoy at his own option" is the notion 
that the taxpayer has notice or 
knowledge of the right to and avail
ability of income. Unfortunately, the 
IRS has not generally adopted this 
common-sense viewpoint, arguing 
instead that the taxpayer should be 
taxed on income when it is "made 
available" to him, whether he knows 
of the right to and availability of 
income or not. The courts, however, 
have adopted a more tolerant 
approach. This Article sets out the 
respective positions of the IRS and 
the courts on this issue, and argues 
that the position taken by the courts 
makes more sense, both from a legal 
and equitable standpoint. 

II. Legal Authority 
A. The IRS' Position 

Constructive receipt is a fun
damental principle of tax law, 
dating back at least to the incep
tion of the federal income tax. 4 

In 1957, the Department of 
Treasury promulgated Income 
Tax Reg.§ 1.451-2- Constructive 
receipt of income.5 The current 
version ofTreas. Reg.§ 1.451-2 
is substantially unchanged, and 
provides in part: 

Income although not actually 
reduced to a taxpayer's pos
session is constructively 
received by him in the taxable 
year during which it is credit
ed to his account, set apart for 
him, or otherwise made avail
able so that he may draw 
upon it at any time, or so 
that he could have drawn 
upon it during the taxable 
year if notice of intention to 
withdraw had been given. 
How-ever, income is not 
constructively received if the 
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taxpayer's control of its receipt 
is subject to substantial 
limitations or restrictions.6 

Beginning in the 1960s, the IRS 
began issuing revenue rulings and 
private letter rulings on questions 
involving constructive receipt. In 
Revenue Ruling 60-31,7 the IRS dis
cussed a series of examples involving 
deferred compensation arrangements, 
and concluded that "[a] mere promise 
to pay, not represented by notes or 
secured in any way, is not regarded 
as a receipt of income within the 
intendment of the cash receipts and 
disbursements method."8 The Service 
also quoted approvingly from a 1935 
Board Tax Appeals case, Gullet v. 
Commissioner:9 

It is clear that the doctrine of 
constructive receipt is to be 
sparingly used; that amounts 
due from a corporation but 
unpaid, are not to be included 
in the income of an individual 
reporting his income on a cash 
receipts basis unless it 
appears that the money was 
available to him, that the cor
poration was able and ready 
to pay him, that his right to 
receive was not restricted, 
and that his failure to receive 
resulted from exercise of his 
own choice. 10 

Yet, even with its seeming 
en-dorsement of the standard set 
out in Gullet, the IRS's subsequent 
position (as set out in revenue rul
ings, private letter rulings and court 
decisions) has effectively read the 
"exercise of his own choice" element 
out of its constructive receipt analy
sis. Rather than look to the subjec
tive intent or understanding of the 
taxpayer - necessarily implicit in 
the requirement that the taxpayer 
"exercise ... his own choice" on when 
to receive income - the IRS simply 
asks whether the income was "made 
available" to the taxpayer, so that the 
taxpayer could have drawn upon it 
during the taxable year if notice of 

intent to withdraw had been given. 11 

In the IRS's own words, it has 
"consistently taken the position that 
knowledge is not determinative in 
deciding a question of constructive 
receipt, but that unqualified avail
ability is decisive."12 For example, 
the IRS has gone so far as to find 
constructive receipt in the case of 
POWs and MIAs who had the legal 
right to withdraw interest on certain 
deposits. 14 The IRS determined that 
the soldiers constructively received 
the interest because (a) the funds 
were made available to them, and 
(b) the payor was willing to pay the 
amounts upon demand, notwith
standing the fact that the soldiers 
had no notice or knowledge of the 
interest due to them, nor any way 
personally to collect or even make 
a demand for the interest. It seems 
clear that where a taxpayer has the 
legal right to income and the payor 
is willing to pay if notice of intent to 
withdraw is given, the IRS will find 
constructive receipt. 

B. The Courts' Position 
In contrast to the IRS' position, 
courts have not adopted such a 
narrow reading of Gullet and 
Treasury regulations. For exam
ple, in Davis v. Commissioner, 14 

the taxpayer's employer sent her 
severance check via certified 
mail, which arrived on December 
31, 1974. It was returned and 
held at the post office because 
the taxpayer was not at home. 
The taxpayer did not receive the 
notice until after the post office 
closed that day, and therefore did 
not pick up her check until 
January 2, 1975. The IRS argued 
that the taxpayer constructively 
received the severance payment 
in 197 4 because (a) the payment 
was unqualifiedly committed to 
the taxpayer on December 31, 
1974, (b) delivery was attempted 
but failed due to the taxpayer's 
own absence from her home, and 
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(c) the check was made available 
to the taxpayer at the post office 
after 3:00pm that same day. 
The Tax Court disagreed with 
the IRS, finding that implicit in 
the requirement of Treas. Reg. § 
1.451-2(a) that "funds be made 
available to the taxpayer" is 
notice to the taxpayer that the 
funds are subject to her will and 
control.15 As to the IRS's argu
ment that the taxpayer "chose" 
not to be home at the time of 
postal delivery, the court noted: 

[i]t is true that case law has 
consistently held that any 
delay in receipt, any substan
tial limitation or restriction 
cannot be of the taxpayer's 
unilateral making. See, e.g., 
Romine v. Commissioner, 25 
T.C. 859, 873-75 (1956); Frank 
v. Commissioner, 22 T.C. 945, 
952-53 (1954), aff'd 226 F.2d 
600 (6th Cir. 1955); Kunze v. 
Commissioner, 19 T.C. 29, 31-
32 (1952), aff'd, 203 F.2d 957 
(2d Cir. 1953). Those cases, 
however, dealt with situations 
where the taxpayer knew he 
could have receipt in the earli
er year and took steps specifi
cally designed to prevent actu
al receipt. The error in [the 
IRS's] logic lies in equating 
[the taxpayer's] choice to be 
absent from home with a con
scious choice not to receive 
the severance pay until the 
following year. In fact, [the 
taxpayer's] absence here was 
not procured to prevent actual 
receipt. Under these circum
stances application of the 
doctrine of constructive 
receipt is inappropriate. 16 

The district court similarly reject
ed a strict reading of the constructive 
receipt doctrine in Decker v. United 
States. 17 In that case, the taxpayer's 
ex-husband recorded a deed on 
December 31, 1985, purporting to 
transfer property to the taxpayer in 

Michigan Tax Lawyer-Winter 2003 

satisfaction of past-due alimony. The 
taxpayer argued that she was not 
aware of the property transfer in 
1985, and, therefore, should not have 
been taxed on that amount until 
1986. Rejecting the IRS's position 
that the taxpayer received income 
in 1985, the court concluded that "[i]t 
is clear that without any knowledge 
that the deed had been recorded, the 
[taxpayer] could not in any sense 
exercise control over the property 
or derive any benefit from it. 
Accordingly, absent any showing of 
her knowledge of the recordation of 
the deed, the [taxpayer] cannot be 
said to have 'constructively received' 
income attributable to the transfer 
of the property in that tax year."18 

A more liberal reading of the con
structive receipt doctrine does not 
always act in the taxpayer's interest, 
however. In Alexander v. United 
States/9 the executor of an estate 
failed to promptly notifY the heirs of 
their interests in royalty payments 
for certain oil drilling and extraction 
activities which took place in 1970. 
The heirs were finally notified in 
1980 of their interests, and the royal
ty payments were disbursed to them 
that same year. The taxpayer-heirs 
claimed that their royalty payments 
resulted from drilling and extracting 
activity in 1970, that the payments 
were set aside and constructively 
received that year, and, therefore, 
the payments should not be subject 
to tax in 1980. Based on their 
argument, they claimed a refund 
for tax year 1980. 

The district court disagreed with 
the taxpayers. Among other things, 
the court noted that "[t]he intent and 
belief of the parties as to their legal 
rights at the time in question is ... 
relevant to the issue of constructive 
receipt."20 There was no evidence that 
the taxpayer-heirs were ever aware 
prior to 1980 of their right to the roy
alty payments. The actual knowledge 
of the executor could not be imputed 
to the taxpayer-heirs. The court con-

•··.··.· .. ·.) .. 
~!,{) 
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eluded that "[w]ithout possessing 
knowledge of the existence of the 
account it is difficult to understand 
how it could have been 'unqualifiedly 
subject to the demand' of the 
tax-payer."21 

From these and other cases,Z2 it 
is clear that courts look to the intent 
and belief of the parties regarding 
their legal rights at the time in 
question. While a taxpayer may not 
deliberately turn his or her back on 
income and select the year for report
ing the income, some abuse appears 
necessary before courts will apply the 
doctrine. 23 This position is at odds 
with the one staked out by the IRS. 
As shown below, this split in authori
ty causes unnecessary confusion for 
taxpayers and practitioners alike. 

III. Illustrative Examples 
Examples from the context of 
deferred compensation plans will 
help to illustrate the different 
approaches adopted by the IRS and 
courts to determine whether a tax
payer has constructively received 
income. We chose the examples 
because of our experience in employ
ee benefits; however, constructive 
receipt has general applications to 
most areas of tax law. 

A. Example 1 
An employer sponsors a nonqual
ified deferred compensation plan 
(the "Plan") for the benefit of its 
employees. The Plan was estab
lished in 2000. Under the cur
rent Plan, participants can defer 
income until 2006, as long as the 
election is made prior to the serv
ice that gives rise to the compen
sation. The employer amends the 
Plan in 2003 to extend the period 
for deferring compensation to 
2010. The employer notifies the 
Plan participants of the exten
sion. Neither the Plan nor the 
notice makes a distinction 
between extending deferrals for 
services already performed and 

otherwise due in 2006 and 
deferred compensation for 
services to be performed in the 
future. In response to the notice, 
participants elect to receive all 
of their deferred income in 2010. 
No Plan benefits are paid from 
2006 through 2009. A partici
pant must make a claim for a 
benefit before any amounts will 
be paid out of the Plan. If a par
ticipant prior to 2010 had made a 
claim for a benefit, the employer 
would have refused, citing the 
participant's election to defer 
until2010. 

It is likely that neither the IRS 
nor the courts would find construc
tive receipt under these circum
stances. 24 Both would first look to 
whether the taxpayer has an unam
biguous legal right to that income. 
Where the legal basis for the right is 
unclear, both the IRS and the courts 
would then look to the actions of the 
parties for guidance.25 Because the 
amended Plan is silent on the issue 
of whether an election applies to all 
deferred income, or just future defer
ments, the actions ofthe parties 
becomes relevant. Here, it is undis
puted that the employer would have 
refused to pay out any amounts until 
2010. Furthermore, none ofthe par
ticipants filed a claim for a benefit 
before 2010. Given the ambiguous 
Plan document and consistent 
actions of the parties, neither the 
IRS nor the courts would likely find 
constructive receipt. 

B. Example 2 
Now assume that the Plan 
amendment states that the 
extension to 2010 applies only 
to future elections. Previous 
elections to defer income until 
2006 remain effective. A copy 
of the amended Plan document 
is not provided to participants 
(although it is on file for viewing 
in the employer's benefits office); 
rather, each participant is given 
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~~ 
a notice that purports to summa- any new elections apply only to 
rize and explain the amendment income deferred for service per-
to them. The notice, however, formed after the amendment, the 
does not explain this distinction notice summarizing and explain-
between past and future elec- ing the amendment does not 
tions, stating only that the elec- include this important distinc-
tion period has been extended tion. Thus, it is hard to see how 
from 2006 to 2010. Based on much notice -let alone knowl-
this, participants believe that the edge - could realistically be 
extension applies to all elections, attributed to participants here. 
past and future. Accordingly, 
because none of the participants C. Example 3 
file a claim for a benefit before We will modify our example one 
2010, no benefits are paid from last time. The Plan is amended 
the Plan until that date. If a in 2003 to permit elections until 

... any new proper claim had been submitted, 2010 only for deferred income 

elections however, the employer would earned after the amendment. 

apply only have paid a benefit. This change is explained in the 
Under this scenario, the IRS notice provided to participants; 

to income would likely assert that begin- however, the distinction is not 
deferred for ning in 2006 participants had set out in the "change of election" 
service constructive receipt of deferred form used by participants. None 
performed compensation earned prior to the of the participants actually read 
after the Plan amendment. Participants the notice, but instead rely on the 

have a clear right under the Plan instructions found on the change t' amendment ... ~:~:'_,~ 
to a portion of their deferred of election form. All participants ::" ,~1 

compensation beginning in 2006. choose the 2010 date. No partici-
The notice does not contradict pant makes a claim for a benefit 
the Plan, but is simply silent as before 2010, although, as before, 
to whether the amendment the employer would have paid in 
applies to all elections, or only 2006 amounts attributable to 
future elections. The employer service performed before the Plan 
is willing to pay a Plan benefit amendment if a claim had been 
if a proper claim is filed. Under filed. Have participants con-
the IRS' reading of Treas. Reg. § structively received income 
1.451-2(a), the funds were there- beginning in 2006 for amounts 
fore "unqualifiedly available" to attributable to their earlier 
participants as of 2006, regard- service? 
less of their subjective under- Clearly, under the IRS' reading 
standing as to their right to a ofTreas. Reg. § 1.451-2(a), its 
benefit. answer would be yes. Whether 

In contrast, a court applying a court would come to the same 
the relevant case law would like- conclusion is more uncertain. 
ly not find participants in con- In this last modification of our 
structive receipt of deferred com- example, both the Plan document 
pensation earned prior to the and the notice provided to partie-
Plan amendment. Participants ipants distinguish between elec-
do not know or have reasonable tions for amounts attributable to 
notice that the election change past and future service. If notice 
applies only to future elections. of the right to income in 2006 is, 

t While the Plan document clearly in and of itself, sufficient, a court 
sets out the requirement that may conclude that participants 
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constructively received income in 
that year. 

Recall, however, that the ques
tion of constructive receipt turns 
on the specific "facts and circum
stances" of each case, 26 and is to 
be applied sparingly by courts. 
The change of election form -
arguably the most effective 
means of communicating to 
participants changes in a Plan's 
election schedule - does not 
distinguish between elections for 
deferred income attributable to 
pre- and post-amendment serv
ice. None of the participants 
actually read the notice or file a 
claim for a benefit before 2010. 
Based on this, a good-faith argu
ment can be made that partici
pants do not have the requisite 
notice or knowledge to make a 
"conscious choice" to turn their 
back on income rightfully theirs 
in 2006. Of course, whether a 
court would believe they had no 
knowledge depends not only on 
the facts briefly set out in this 
example, but other factors as 
well, including the sophistication 
of the participants, the number 
of participants in the Plan (the 
larger thepopulation of partici
pants, presumably the greater 
the evidentiary force of the 
absence of any claim for benefits 
filed before 2010), and the meth
ods and effectiveness of the deliv
ery of notice to participants. 

Iv. Conclusion 
In response to the Davis decision, 
the IRS suggested that it may adopt 
a "constructive notice or knowledge" 
approach to application of Treas. 
Reg. § 1.451-2(a),Z7 thereby permitting 
it to establish the "notice or knowl
edge" element required by courts 
without having to show actual notice 
or knowledge. It is unclear whether 
the IRS ever acted on this suggestion, 
made in a 1978 General Counsel 

Memorandum. Such an approach, 
however, would completely gut the 
"notice or knowledge" element of any 
conceptual or practical meaning, and 
would likely be no different than the 
IRS' approach described above. 
Should it really be the case that a 
taxpayer can be taxed on income he 
does not have, based on information 
he never received or understood? 
The absurdity of this position should 
be clear - one legal fiction at a time 
is enough. 

The position taken by the courts is 
the proper one. It prohibits a taxpay
er from turning his back on income in 
order to avoid taxation, but requires 
the IRS (or the taxpayer, as the case 
may be) to establish that the taxpay
er intentionally (or at least with rea
sonable notice) refused to take the 
income. It strikes a reasonable bal
ance between dissuading individuals 
from trying to "game the system" by 
delaying taxation, and taxing individ
uals only on income they know they 
were entitled to receive. The IRS' 
position, on the other hand, fails on 
both legal grounds- by failing to fol
low the clear reasoning of the courts' 
decisions - and equitable grounds -
by suggesting that individuals pay 
taxes on income they did not receive, 
based on information they did not 
receive or understand. 

The split in authority on this issue 
can be frustrating to practitioners 
trying to give useful, yet accurate 
guidance to their clients. It is 
unclear whether the IRS will clarify 
its position on this issue in the near 
future, although the American Bar 
Association in 1996 suggested the 
IRS take a fresh look at its approach 
to constructive receipt. Any fresh 
look should include a review of the 
issues set out in this article. 
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Preserving a stepped-up basis of assets in nursing 
home planning with Medicaid "Safe Harbors" 
By: Joel C. Tuoriniemi 

Often in the context of Medicaid or 
nursing home planning, a practition
er is faced with advising a client on 
the viability of making transfers of 
assets to family members. A typical 
scenario involves an elderly client 
who is concerned with potential loss 
of assets in the event that a nursing 
home admission is required. All too 
often, the client is simply advised to 
remove his/her name from the asset, 
effectively transferring full owner
ship of the asset to a family member, 
often a child. The purpose of this 
article is to compare the tax conse
quences of an outright and complete 
transfer of an asset with the creation 
of a joint tenancy form of ownership. 
This joint tenancy arrangement is 
often referred to as a "safe harbor," 
as the asset is not considered avail
able to a client seeking Medicaid 
assistance. As set forth below, the 
creation of a joint tenancy results in 
a more desirable tax outcome for the 
family, while at the same time pro
tecting the asset from nursing home 
spenddown. 

As an example, assume a widowed 
client with two children. The client 
owns a family cottage in his/her sole 
name that is worth $100,000 and 
was acquired at a cost of $10,000. In 
such form, the cottage is considered 
a "countable asset" for Medicaid pur
poses and would be subject to loss to 
a nursing home. 1 One option would 
be for the client to transfer full own
ership of the cottage to the children. 
However, a second, preferred alterna
tive would be for the client to retain 
his/her name on the cottage while 
adding the children as joint tenants 
with full rights of survivorship. The 
Medicaid implications and tax conse
quences of these alternatives are as 
follows: 

I. Medicaid Implications 

Alternative 1: Removal of Client's 
Name I Complete Transfer to Children 
Per the Michigan Family Indepen
dence Agency's Program Eligibility 
Manual (hereafter, "FIA's PEM"), if 
the client's name were removed from 
the cottage and transferred to the 
children, a divestment has taken 
place.2 A Medicaid penalty of 21 
months would be incurred. 3 As a 
result of the transfer, the cottage 
would no longer count toward the 
client's asset allowance of $2,000, 
as the client has no ownership inter
est in the cottage.4 After the 21 
month penalty has expired, the client 
would be eligible to receive Medicaid 
assistance. 

Alternative 2: Retention of Client's 
Name I Creation of a Joint Tenancy 
with Full Rights of Survivorship 
If a client were to create a joint ten
ancy with full rights of survivorship, 
a divestment has again occurred 
with the same resulting penalty 
period.5 The children must now join 
in any further transfer of the cottage. 
Because the client needs consent of 
the children, the cottage will not be 
considered as part of the client's 
$2,000 asset allowance. 6 Rather, 
the cottage is now deemed to be 
an "unavailable" asset per the 
Michigan FIA's PEM and is, there
fore, non-countable and not subject 
to nursing home spenddown. 7 As 
with Alternative 1, after the 21 
month penalty has expired, the client 
would be able to receive Medicaid 
assistance. 

It should be noted that there are 
techniques available to decrease the 
resulting Medicaid penalty under 
each alternative, such as a systemat
ic, monthly divestment of smaller 
interests in the cottage property as 
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opposed to a single transfer of the 
entire interest. Due care must be 
exercised when advising a client to 
divest assets. In any event, the point 
of the preceding comparison is to 
demonstrate that Medicaid eligibility 
can be achieved through either an 
outright transfer (Alternative 1) or 
creation of a joint tenancy with full 
rights of survivorship (Alternative 2). 
Given that each approach protects 
the cottage from loss to a nursing 
home, an appropriate inquiry should 
then be made comparing the tax 
consequences of each alternative. 

II. Tax Consequences 

Alternative 1: Removal of Client's 
Name I Complete Transfer to Children 
Under this alternative, the children 
would receive a carry-over basis on 
the cottage of $10,000 when the 
transfer is made.8 Upon the client's 
death the children would retain that 
same historical basis, precluding a 
stepped-up basis to the fair market 
value at the time of the client's 
death. There obviously is no inclu
sion of the cottage in the client's 
gross estate for estate tax purposes, 
but this should not be considered as 
any type of "advantage," as est~te tax 
considerations are almost certamly 
rendered moot with a client seeking 
Medicaid assistance. If the cottage 
were sold following the client's death, 
the children would be faced with a 
large capital gains tax as a result of 
receiving the lifetime transfer from 
the client. 

A second disadvantage of Alter
native 1 is with property taxes. The 
transfer would cause the historic 
assessment level of the cottage to 
be uncapped from the date of the . 
transfer9

, resulting in what can qmte 
often be a dramatic increase in the 
property taxes that would now be 
paid on the cottage. 

Alternative 2: Retention of Client's 
Name I Creation of a Joint Tenancy 
with Full Rights of Survivorship 
Should the client opt instead to cre
ate a joint tenancy with full rights 
of survivorship, the children would 
be able to receive a full stepped-up 
basis on the cottage. Authority for a 
stepped-up basis is available is. found 
in Internal Revenue Code SectiOns 
2040 and 1014. Per IRC § 2040, 
"the value of the gross estate shall 
include the value of all property to 
the extent of the interest therein 
held as joint tenants with right of 
survivorship by the decedent and any 
other person ... ;" more specifically, 
IRC § 2040 further provides " ... there 
shall be excepted only such part of 
the value of such property [from the 
decedent's gross estate] as is propor
tionate to the consideration fur-

. h h "10 mshed by sue ot er person. 
Although the children's names were 
added to the cottage during the 
client's lifetime, no portion of the 
cottage is excluded from the client's 
gross estate upon death because the 
children provided no consideration. 
Because IRC §2040 mandates inclu
sion of the entire value of the cottage 
in the client's gross estate, a full 
stepped-up basis in available pur
suant to IRC §1014, which states 
that property included in a dece
dent's gross estate for federal estate 
tax purposes (i.e., through IRC 
§2040) shall receive a stepped-up 
basis.u Under Alternative 2, the 
capital gains tax would be greatly 
reduced, if not completely elin::inated, 
if the cottage were sold followmg the 
client's death. Again, inclusion of the 
cottage in the client's gross estate for 
estate tax purposes should not be 
deemed a "disadvantage" because of 
the high likelihood that the client 
does not have a taxable estate. 

Should the present version of the 
estate tax remain, the question 
becomes what happens under 
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Alternative 2 should the client live 
past the year 2009. If the estate tax 
is indeed eliminated, using IRC 
§2040 as a means of achieving a 
stepped-up basis through IRC §1014 
would no longer be available. 
However, the Economic Growth and 
Tax Relief Reconciliation Act of 
2001(hereafter, "2001 Act") estab
lished a "general basis increase" of 
a decedent's assets of up to, in this 
case, $1,300,000.12 IRC §1022, as 
added by the 2001 Act, allows a full 
stepped-up basis of the cottage to the 
fair market value at the time of the 
client's death.13 IRC §1022 is similar 
to IRC §2040/IRC § 1014 in that it 
uses a "consideration furnished" 
approach in determining the extent 
to which property such as the cottage 
is eligible for a stepped-up basis. 14 

Again, because the children did not 
furnish any consideration under 
Alternative 2, IRC §1022 allows a 
full stepped-up basis of the cottage. 

Concerning property taxes, 
Alternative 2 would not eliminate 
the issue of the increased assess
ment, but it at least postpones the 
increase until the time of the client's 
death, 15 rather than having it occur, 
as in Alternative 1, immediately 
upon the date of the transfer to the 
children. 

III. Application to other types 
of assets 

Use of a joint tenancy arrangement 
to protect an asset from loss to a 
nursing home is available for other 
assets as well, including stock and 
bank accounts. The same type of 
analysis as set forth above is rele
vant to stock, but must be expanded 
to address such items as dividends 
received post-transfer, 16 as well as 
the use of brokerage accounts to cre
ate the joint tenancy arrangement.17 

Each of these issues affect the final 
amount of such property considered 
to be owned by the decedent and, 
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therefore, eligible for a stepped-up 
basis. It is recommended that a 
practitioner review the cited authori
ty in this article to further explore 
these issues. As to bank accounts, 
care must be exercised as to the form 
of ownership on the account. Two 
signatures (in this case, from the 
client and from a child) should 
always be required for withdrawal 
in order to qualify the account as 
"non-countable" under the Michigan 
FIA's PEM.18 Basis considerations 
are obviously eliminated when 
dealing with assets such as bank 
accounts. However, an overall, non
tax consideration that is favored by 
clients is the comfort of knowing that 
the children do not yet have outright 
ownership of the asset under Alter
native 2. In other words, the client's 
consent is still required under 
Alternative 2, while Alternative 1 
gives the children full control of the 
transferred asset. 

IV. Conclusion 
Tax considerations must be addres
sed by a practitioner providing 
Medicaid planning services. Clients 
have often been advised that the 
best solution is to make a transfer 
to family members, relinquishing all 
ownership over the asset. However, 
use of a properly established joint 
tenancy arrangement - a Medicaid 
"safe harbor" - achieves the same 
nursing home protection and allows 
the client to retain some control over 
the asset. From a tax standpoint, 
the safe-harbor arrangement pre
serves the stepped-up basis available 
to capital assets and delays increas
ed assessments for property tax pur
poses. As such, Michigan attorneys 
should consider use of this technique 
to achieve a client's objectives both 
from a Medicaid and tax perspective. 
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Taxability of disability income benefits: 
A tax trap for the disabled employee? 
By: Matthew L. Tuck 

Statistically, 1 in 3 workers will 
become disabled for at least 90 days 
at some point in their working lives. 1 

Many employers offer some form of 
disability insurance, which is becom
ing an increasingly popular means of 
replacing lost income during periods 
of extended disability. However, such 
programs can have significant tax 
consequences. This article addresses 
the tax implications of disability 
insurance benefits. 

Disability insurance is generally of 
two types, long term and short term. 
Short term generally covers disability 
lasting 90 days or less. Long term 
insurance is generally 90 days or 
more, including permanent disability. 
Payments under such policies gener
ally range from 45% to 60% of the 
employee's regular gross income and 
the income from benefits received 
may or may not be taxable. Whether 
benefits are taxable or not depends 
ultimately upon the type of benefits 
received and who pays the premium 
(employee or your employer). 
Disability benefits are excludable 
from gross income under Internal 
Revenue Code Section 104(a)(3) or 
Section 105(c) if certain requirements 
are met.2 

If the employee is enrolled in a 
group disability insurance plan spon
sored by the employer, the taxability 
of any benefit paid will be governed 
by who pays the premiums: employee 
or employer. Unlike medical insur
~nce premiums, income disability 
~ns"?r!lnce premiums when paid by an 
md1v1dual are generally paid in after 
tax dollars. Therefore, any benefits 
received by the employee in the event 
of a qualifying disability will not be 
taxable. However, unlike medical 
insurance premiums, you cannot 
deduct premiums paid for individual 

disability insurance as a medical 
expense. This is logical since disabili
ty insurance is generally intended to 
replace income, and is not intended 
to pay for medical treatment. Where 
the premiums are paid by the 
employer, these premiums are gener
ally considered to be pre-tax and 
any benefits paid will be taxable. 

The rules become slightly more 
complicated where the employer and 
employee both pay a portion of the 
premiums. In that situation, where 
the employee's contribution is made 
in after-tax dollars, a pro rata portion 
of any benefits paid will likewise be 
tax-free. Similarly, a pro rata share of 
benefit attributable to the employer's 
contribution will be included in the 
employee's gross income and taxed. 

Benefits Under a Cafeteria Plan 
or Group Benefit Plan 
A "cafeteria plan" is the term given 
to a benefits plan which allows the 
?mployee to select from a variety of 
msurance benefits, such as health 
life, or disability insurance. Such ' 
plans are often paid for on a pretax 
basis. In many cases the employer 
may pay these premiums for the ben
efits selected by the employee, often 
up to a certain amount (a floor). If 
the employee has the option of select
ing additional coverage, any addition
al premium cost will be paid by the 
employee. Depending on the plan, the 
employee portion of the contribution 
may be paid in either pretax or after
t~ dol.lars .. Here again, how the pre
mmm IS pa1d (and who pays it) will 
govern taxation of benefits. 

Under a cafeteria plan, the same 
general rules apply: employer pay
ments are treated as pretax render
ing that portion of the benefit tax
able. If the employee also pays his 
contribution in pretax dollars then 
the entire benefit is taxable. If the 
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employee's contribution is after-tax, 
then only that proportionate share 
will be non-taxable. 

Disability insurance policies pur
chased through an association are 
called group polices since the mem
bers of association are able to take 
advantage of special terms, condi
tions and rates owing to the charac
teristics of the group. Group policies 
function much like individual policies 
and taxation of benefits paid as a 
result of participation in a group 
policy are similar. 

IRS Guidance 
Obviously there are a number of 
possible combinations of short-term 
vs. long-term disability coupled with 
various payment arrangements. The 
courts have provided some guidance 
in a relatively recent case, Stolte v. 
Commissioner. In Stolte3

, the taxpay
er was a physician who sought to 
exclude disability payments from his 
gross income under Section 105(c). 
As noted above, Section 105(c) allows 
a disabled person to exclude disabili
ty income where disability payments 
(1) constitute payment for the perma
nent loss or loss of use of a member 
or function of the body, or the perma
nent disfigurement, of the taxpayer, 
his spouse, or a dependent (as 
defined in section 152), and (2) are 
computed with reference to the 
nature of the injury without regard 
to the period the employee is absent 
from work. Stolte is significant for 
the reason that all the premiums in 
that case were paid not by the tax
payer but by his employer. N everthe
less, the court found in favor of the 
taxpayer on the basis of the Section 
105(c) language. 

In that case, Dr. Stolte had 
suffered polyneuropathy-4 caused by 
chemotherapy which impaired the 
use of his hands and feet and pre
vented him from working as a sur
geon. In reaching its decision, the 
Court employed a two-pronged analy-

sis. Under the first prong, the court 
found based on the testimony that 
Dr. Stolte had been robbed of his 
ability to function as a surgeon 
and to lead the kind of life he had 
enjoyed prior to the onset of the 
condition. The Court rejected the 
government's arguments which 
urged an interpretation of Section 
105 which would have required 
Stolte to show that he was disabled 
from performing any job. 

In the second prong, the court 
analyzed the nature of the policy 
held by Dr. Stolte. The Court 
observed that the policy contemplat
ed that a though a beneficiary might 
be disabled from work as a surgeon, 
he might not be disabled from all 
work. Because Stolte's policy was not 
based upon his actual wages (it only 
provided about $2,500 per month), 
and was not based upon years of 
service, it was not a substitute for 
the taxpayer's salary and was not 
includable as gross income under 
Section 105.5 

In another disability case 
addressed in a tax memo published 
by the United States Tax Court, the 
taxpayers did not fare as well as in 
Stolte. In Robert B. and Daisy A. 
Miley 6

, the taxpayers sought to 
exclude $7,618 in disability payments 
from their gross income on their 1997 
income tax return after a deficiency 
was determined. The source of the 
deficiency was attributable to disabil
ity income payments made to Robert 
Miley as the result of an automobile 
accident which prevented him from 
working for a period of several 
months. In ruling that the disability 
payments were not excludable, the 
IRS based its decision on the pay
ment of the policy premiums. In that 
case the premiums were paid entirely 
by Miley's employer. As such, the IRS 
ruled that the disability payments 
were taxable. 

The IRS has provided some addi
tional guidance in three Private 
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Letter Rulings (PLR) which 
addressed the issue of taxability of 
long-term disability benefits. In each 
case, the premiums were paid entire
ly by the employers (not as part of a 
cafeteria plan), the cost of the premi
ums was not imputed as gross 
income or reported on the employee's 
W-2, and benefit payments were 
included as gross income to disabled 
employees for federal tax purposes.7 

In each case, the employers 
planned to amend their plans to 
allow employees to elect the way in 
which the premiums would be paid 
(and hence the way in which any 
benefits would be treated for tax 
purposes) and sought an IRS ruling 
as to the tax consequences for the 
employees under the amended plans. 

The IRS ruled in each PLR that 
where an employee opted to be taxed 
currently on the premiums paid by 
the employer, any benefits paid 
would be non-taxable. Similarly, 
where the employee opted to exclude 
the premiums from gross income, 
any disability benefits paid would 
be included in the employee's gross 
income and would be taxable. 8 

One key aspect of these cases 
relied upon by the IRS was that the 
employee's decision would be irrevo
cable and a decision would be made 
about the premium payment and tax 
treatment each year in writing. The 
employees were also required to 
either elect between total pretax 
or total after-tax treatment of the 
premiums. There was no third option 
where the premiums would be paid 
by both. 9 

It should be noted that Private 
Letter Rulings are not binding 
precedent and are applicable only 
to the taxpayer who requests them. 
However, they do provide insight into 
the way the IRS views a particular 
tax issue. 
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Government Disability Insurance 
Disabled individuals may also quali
fy for certain government sponsored 
disability policies. Social security, 
workers compensation benefits, 
Veteran's Administration benefits, 
military benefits and Federal 
Employees Retirement System 
benefits are all different types of 
disability benefits. Taxability of 
these benefits is generally governed 
by the enacting legislation and is 
beyond the scope of this article. 

Conclusion 
In the event that a taxpayer becomes 
disabled, disability benefits may be 
excludable from gross income for 
federal taxation purposes under cer
tain circumstances. The general rule 
is that if the taxpayer pays the all 
premiums on the policy, the income 
derived from the policy will be 
excluded from gross income. If the 
employer pays the premium, then the 
disability payments will be included 
in gross income and taxed. If the 
employer and taxpayer share the cost 
of the premiums, then any disability 
payments will be apportioned 
between taxable and non-taxable 
according to the amount of premium 
that is employer paid and employee 
paid, respectively. Even so, the Tax 
Court decision in Stolte v. IRS did 
allow exclusion of disability pay
ments where premiums were paid 
by the employer but the exclusion 
from gross income was sought under 
Section 105(c) rather than Section 
104(a). 
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------------------------------ENDNOTES-------------------------------

1. 1985 Disability Table Study developed by the Society of Actuaries. 

2. To satisfy the requirements under Section 105, the payment(s) must: 

(1) constitute payment for the permanent loss 

or loss of use of a member or function of the 

body, or the permanent disfigurement, of the 

taxpayer, his spouse, or a dependent (as defined 

in section 152), and 

(2) are computed with reference to the nature 

of the injury without regard to the period the 

employee is absent from work. 

3. Stolte v. Tax Commissioner, Trial Court Memo 1999-271 (2002). 

4. A severe inflammation of the nerves causing pain and loss of motor function. 

5. For an excellent discussion of the Stolte Case and related issues, see Weiss, Eric, "Exclusion of Disability 
benefits from Tax", Physician's News Digest (online), June 2002. http://www.physiciansnews. 
com/finance/602.html. 

6. T.C. Memo 2002-236. 

7. See Priv. Ltr. Rul. 200146010, Priv Ltr. Rul. 200146011, and Priv. Ltr. Rul. 200146012, all June 25, 2001. 

8. Code Section 1 04(a)(3). 

9. These rulings can be viewed on the IRS website at http://www.irs.gov./pub/irs-we/0146010.pdf: 
http://www.irs.gov./pub/irs-we/0146011.pdf, http://www.irs.gov./pub/irs-we/0146012.pdf. 
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Michigan Supreme Court Holds 
that Sick Leave Payments are 
Subject to Withholding Tax 

In Stone v. Michigan Department of 
Treasury, 651 N.W.2d 64,467 Mich. 
288, 2002 Mich. LEXIS 1629 (Sept. 24, 
2002), the Michigan Supreme Court, 
reversing the Court of Claims and 
the Court of Appeals, held that the 
monthly sick leave payments for 
state employees who retired under 
Michigan's 1996 early retirement 
program were subject to withholding 
taxes. 

In 1996, the Legislature amended 
the State Employees Retirement Act 
("SERA'') to create an early retirement 
program for some state employees. As 
part of the SERA changes, accumulat
ed sick leave time would be paid in 
60 monthly payments, instead of the 
usual lump sum payment. Consistent 
with its treatment of other sick leave 
pay, the state believed the payments 
to be subject to withholding taxes. 
The Plaintiffs, members of a class 
consisting of employees who retired 
under the early retirement program, 
sued the State and the Department 
of Treasury and argued the SERA 
statute precluded taxation of the 
payments. 

While the Court of Claims and 
Court of Appeals agreed with 
Plaintiffs, the Supreme Court dis
agreed. The Court reasoned the 
SERA altered the manner of payment, 
but did not create the right to receive 
the payment. 1 As such, the Court 
reasoned that the tax exemption pro
vision provided by SERA was inappli
cable. Additionally, the Supreme 
Court disagreed with the plaintiffs' 
argument that taxation of the pay
ments diminished a contractual bene
fit in violation of the state constitu
tion because the Plaintiffs contractu
ally relinquished their constitutional 
right. In conclusion, the Court held 
the monthly sick leave payments were 
subject to withholding taxes. 
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Michigan Supreme Court Will 
Not Hear Smurfit Appeal 

On December 11, 2002, the Michigan 
Supreme Court issued an order deny
ing the application for leave to appeal 
in Jefferson Smurfit Corp. v. Michigan 
Department of Treasury, 2002 Mich. 
LEXIS 2263. This effectively leaves 
the appellate court's decision in tact 
which previously held that the SET's 
capital acquisition deduction, which 
provides an apportioned deduction 
for the cost of certain assets located 
in Michigan, did not violate the 
Commerce Clause of the U.S. 
Constitution. See, Jefferson Smurfit 
Corp. v. Michigan Department of 
Treasury, 248 Mich. App. 271,639 
N.W.2d 269,2001 Mich. App. LEXIS 
221 (Nov. 13, 2001). A summary of 
the Court of Appeals decision appears 
in the state and local tax update 
portion of the Michigan Tax Lawyer, 
Vol. 27, Issue 4. 

Michigan Court of Appeals Finds 
that Michigan Taxpayer had 
Sufficient Nexus with California 
to Avoid Throwback 

In Kaiser Optical Systems, Inc. v. 
Michigan Department of Treasury, 
2002 Mich. App. LEXIS 2265 (Dec. 27, 
2002), the Michigan Court of Appeals 
affirmed the Tax Tribunal and found 
that Kaiser, a Michigan taxpayer, had 
sufficient nexus with the state of 
California to avoid throwback of its 
sales to Michigan. 

For tax years 1989 through 1992, 
Kaiser had manufacturing operations 
in Michigan. However, the company 
had most of its accounting and finan
cial functions performed in California 
by personnel of a division of Kaiser's 
parent, Kaiser Electronic Division 
("Division").2 Kaiser received monthly 
invoices from Division for the time 
spent on Kaiser's work to reimburse 
the division for the compensation and 
benefits it paid to the accounting staff. 
Division also assessed Kaiser a 
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monthly use and occupancy charge 
for maintaining Kaiser's accounting 
books and records in California. 
During the years in question, Kaiser's 
California sales were to Division. 
These sales were treated as 
California sales by KAEC when 
Division resold the products pur
chased from Kaiser. Kaiser and 
KAEC did not file a combined 
SBT return in Michigan. 

When Kaiser calculated its 
Michigan SBT sales factor, it did not 
include sales it made to California 
under the "throwback" provisions. On 
audit, the Michigan Department of 
Treasury ("Department") disagreed 
and threw Kaiser's California sales 
back to Michigan. The Tax Tribunal, 
applying the Department's Revenue 
Administrative Bulletin ("RAB") 
1998-1 concluded that Kaiser had 
sufficient nexus with California to 
prevent the Department from throw
ing back the California sales to 
Michigan for SBT purposes. 

Upon review, the Court of Appeals 
held that Kaiser's activities in 
California were sufficient to establish 
that Kaiser was engaged in a busi
ness activity in California sufficient 
to establish nexus under RAB 1998-1. 
In upholding the Tax Tribunals' deci
sion, the Court of Appeals stressed 
that RAB 1998-1 I.(2) merely re
quires that a taxpayer maintain or 
have the right to use either tangible 
personal or real property in another 
state to establish nexus there. As 
such, the Court of Appeals held that 
because Kaiser's accounts and finan
cial records in California were part of 
Kaiser's activity in that State, the use 
of the office space in California was 
sufficient to establish nexus with 
California under RAB 1998-1 I.(2). 

Michigan Court of Appeals 
Affirms Tribunal's Dismissal of 
Petitions for Lack of Jurisdiction 
In the consolidated appeals of 
Electronic Data Systems Corp. v. 

Township of Flint, City of Troy, City 
of Buena Vista, and City of Auburn 
Hills, 2002 Mich. App. LEXIS 1470 
(Oct. 25, 2002), the Michigan Court 
of Appeals affirmed the Tax 
Tribunal's dismissal of the taxpayer's 
petitions for lack of jurisdiction 
because the petitions were untimely. 

In 1999, the various respondent 
municipalities assessed certain per
sonal property of EDS which EDS 
believed was in excess of half of the 
true cash value. On June 30, 1999, 
EDS appealed the municipalities' tax 
assessments to the Tax Tribunal by 
first-class mail. The Tax Tribunal 
received EDS' appeals on July 2, 
1999. The applicable statute (i.e., 
M.C.L. § 205.735(2)) required that 
the appeals be mailed by certified 
mail on or before June 30. 

In affirming the Tax Tribunal's 
decision, the Court of Appeals 
emphasized that certified mail does 
two things that first-class mail does 
not: (1) it provides the sender with 
a mailing receipt and (2) a record of 
delivery is maintained at the post 
office address. The court also 
stressed that certified mail provides 
proof of mailing, whereas first-class 
mail does not. The court also rejected 
EDS's arguments that the statute at 
issue violates the Due Process and 
Equal Protection clauses of the state 
and federal constitutions. 

Petitions Were Timely Filed 
Even Though They Were 
Received by Tax Tribunal Mter 
Filing Deadline, Finds Michigan 
Court of Appeals 
In the consolidated appeals of Aztec 
Air Service, Inc. and Robert L. 
Shroyer v. Michigan Department of 
Treasury, 2002 Mich. App. LEXIS 
1356 (Sept. 27, 2002), the Michigan 
Court of Appeals found that the tax
payers' petitions to the Tax Tribunal 
were timely filed because the peti
tions were mailed via certified mail 
within the 35-day time period speci-
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fied by statute (i.e., MCL §§ 205.22(1; 
205.735(2)). The petitions were 
timely even though the Tax Tribunal 
received the petitions 36 days after 
the Department of Treasury had 
issued its final assessment. 

Aztec Air Service was appealing a 
use tax assessment and Shroyer was 
appealing an individual income tax 
assessment. In reviewing the cases, 
the court stated that it was bound 
by the Florida Leas co decision, 3 

which established that mailing an 
appeal of a tax assessment by certi
fied mail within thirty-five days con
stitutes mailing for purposes of MCL 
§ 205.735(2). This is so even though 
the petitions are received after the 
time period expires. 

The court also noted that notwith
standing the Florida Leasco decision, 
the amendment to M.C.L. § 
205. 735(2) would have applied 
retroactively to plaintiff's cases, 
reversing the Tax Tribunal's dis
missal. Thus, the appellate court 
found that because the petitions sent 
the petitions for appeal by certified 
mail within the statutory time peri
od, the petitions were properly filed 
even though the Tax Tribunal actual
ly received them after the statutory 
time period for appeal had expired. 

Michigan Tax Tribunal Upholds 
Penalties 
In Bantam Doubleday Dell 
Publishing v. Michigan Department 
ofTreasury, MTT Docket No. 249480 
(Aug. 20, 2002), the Michigan Tax 
Tribunal upheld the Department's 
penalty assessment. Although 
Bantam engaged in business activi
ties in Michigan, it nonetheless 
believed that it did not have a filing 
responsibility for the SET and thus 
did not file returns. The Department 
assessed 50 percent failure to pay 
penalties for the time period of 
December 31, 1989 through 
December 31, 1996. The tribunal 
concluded that penalty abatement 
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was not warranted because Bantam 
had not established reasonable cause 
to waive the penalties. 

Michigan Legislature Revises 
Renaissance Zone SBT Credit 
Calculation 
On December 21,2002, Gov. John 
Engler approved legislation to modifY 
the calculation of the Renaissance 
Zone SET credit. 

Senate Bill 1500 (Public Act 622 
of 2002) amends the Single Business 
Tax act (M.C.L. § 208.39b) to revise 
the credit calculation for tax years 
beginning after December 31,2002. 
For a business that first locates and 
begins conducting a business activity 
within a renaissance zone after 
November 30, 2002, the credit is the 
lesser of: 

1) The tax liability attributable to a 
business activity conducted in a 
renaissance zone in the tax year; 
or 

2) Ten percent of adjusted services 
performed in a designated ren
aissance zone. 

If a business was located and was 
conducting a business activity within 
a renaissance zone before December 
1, 2002, or the business entered into 
a purchase or lease agreement for 
personal or real property to be used 
for a business activity in a renais
sance zone, the credit is the greater 
of: 

1) The amount as calculated for a 
new business (see above); or 

2) The lesser of: 
a. The tax liability attributable 

to a business activity in a ren
aissance zone in the tax year, 
or 

b. The credit allowed for the tax 
year beginning in 2002 plus 
2% of the increase in the 
amount of adjusted services 
for C Corporations for the tax 
year over the amount of 
adjusted services for C 
Corporations for the tax year 
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e 
beginning in 2002. (Public Act 727 of 2002) on December 

Senate Bill 1500 also revises 30, 2002. House Bill6502 amends 
M.C.L. § 208.39e to address the the Brownfield Redevelopment 
calculation of the Renaissance Zone Financing Act to extend the brown-
SBT credit for taxpayers that are field redevelopment programs 
certified under the Michigan Next through 2007. 
Energy Authority Act (i.e., M.C.L. §§ 
207.821 to 207.827). For tax years Michigan Legislature Amends 
beginning after December 31,2002, Definition of "Gross Receipts" 
eligible taxpayers may claim a nonre- On December 20,2002, Gov. John 
fundable credit for the tax year equal Engler approved legislation to amend 
to the lesser of: the definition of"gross receipts" 

a. The amount by which the for Single Business Tax purposes. 
taxpayer's tax liability attrib- Senate Bill 1422 (Public Act 606 of 
utable to a qualified business 2002) narrows the definition of "gross 
activity for the tax year receipts" by excluding certain items. 
exceeds the taxpayer's base- For example, gross receipts excludes 
line tax liability attributable the following items: federal, state, or 

Senate Bill to qualified business activity; local tax refunds, case and in-kind 
or discounts, and trade discounts. The 1422 ... 

b. For tax years that begin after bill only applies to tax years begin- narrows December 31, 2002, 10% of ning on or after October 1, 2003. the definition the amount by which the 
of"gross taxpayer's adjusted qualified Michigan Legislature e business activity performed in Provides Tax Incentives for receipts" by 

Michigan outside of a renais- Pharmaceutical Companies excluding 
sance zone for the tax year On October 16, 2002, Gov. John certain items. 
exceeds the taxpayer's adjust- Engler approved legislation to create ed qualified business activity tax incentives for pharmaceutical performed in Michigan out- research and development companies side of a renaissance zone for for tax years beginning after the 2001 tax year. December 31,2002. House Bill6073 

Michigan Legislature Amends (Public Act 588 of 2002) amends the 
Single Business Tax act to add Brownfield Credit for SBT M.C.L. § 208.39f, allowing eligible 

On December 30, 2002, Gov. John taxpayers to claim a credit for quali-
Engler approved legislation to amend fied research expenses related to the 
the Single Business Tax brownfield eligible taxpayer's pharmaceutical-
credit. House Bill 6501 (Public Act based business activity in Michigan. 
726 of 2002) amends M.C.L. An eligible taxpayer must be 
§208.38g, extending the time for engaged primarily in manufacturing, 
claiming the credit through Decem- research, development, and sale of 
ber 31, 2007. Previously, the dead- pharmaceuticals, and have at least 
line was January 1, 2003. The bill 8,500 employees in the state, with at 
makes several other changes, includ- least 5,000 of them engaged primari-
ing changing the application proce- ly in research and development of 
dures, allowing multiphase projects, pharmaceuticals. The total amount 
enhancing assignment provisions, of the credit cannot exceed $10 mil-
and revising the definition of a lion in any specific tax year. \- "qualified taxpayer." On October 16, 2002, Gov. John 

In a related measure, Gov. John Engler approved legislation to allow 
Engler approved House Bill 6502 a renaissance zone to be specifically 
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designated for pharmaceuticals. 
Senate Bill1315 (Public Act 587 of 
2002) amends the Renaissance Zone 
Act by revising M.C.L. § 125.2688a. 
The pharmaceutical renaissance zone 
would be created to promote and 
increase the research, development, 
and manufacturing of pharmaceuti
cal products. The definition of an 
eligible taxpayer is similar to the 
definition under House Bill 6073. 

Michigan Legislature Changes 
Corporate Dissolution Process 
On October 10, 2002, Gov. John 
Engler approved legislation to revise 
the procedures for a dissolving corpo
ration to show that it does not owe 
any state taxes. Senate Bill 593 
(Public Act 579 of 2002), Senate Bill 
594 (Public Act 580 of 2002), and 
Senate Bill 595 (Public Act 581 of 
2002) amend the sales tax act, the 
use tax act, and the income tax act 
(specifically, M.C.L. § 205.65, M.C.L. 
§ 205.95, and M.C.L. § 206.451), 
respectively. The amended statute 
sections remove provisions requiring 
the Department of Consumer and 
Industry Services to withhold a cer
tificate of dissolution or withdrawal 
from a corporation until it has been 
determined that the corporation does 
not owe sales, use or income taxes. 
However, the corporation must 
request a certification from the 
Department of Treasury that it 
does not owe taxes. 

Michigan Department of 
Treasury Defines Financial 
Organizations 
The Michigan Department of 
Treasury has issued Revenue 
Administrative Bulletin ("RAB") 
2002-16 to define financial organi
zations for SBT purposes. On 
September 9, 2002, the Department 
issued RAB 2002-16 to provide an 
index of specific businesses that are 
considered financial organizations by 
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statute. Additionally, the Depart
ment discusses the asset and income 
test that is used to determine if other 
businesses are financial organiza
tions. Essentially, the asset and 
income test provides that if at least 
90% of a company's assets consist of 
intangible personal property and if 
at least 90% of the company's gross 
receipts income consists of dividends 
or interest or other uses of money or 
credit, then that company is treated 
as a financial organization. Finally, 
RAB 2002-16 describes the SBT tax 
base for a financial organization as 
well as the assets and gross receipts 
income used to satisfy the statutory 
test. 

Michigan Department of 
Treasury Discusses Use Tax 
Exemption for Vehicle Transfers 
On December 10,2002, the Michigan 
Department of Treasury issued 
Revenue Administrative Bulletin 
("RAB") 2002-19 to discuss the use 
tax exemption for the transfer of 
vehicles (motor vehicles, aircraft, 
watercraft, mobile homes, off-road 
vehicles, and snowmobiles) between 
certain family members. The bul
letin discusses the application of 
use tax to transfers of jointly owned 
vehicles where one of the joint own
ers is related to a party on the other 
side of the transaction. Additionally, 
the applicability of use tax is 
explained where names are added to 
or dropped from titles. RAB 2002-19 
replaces RAB 1998-4 and includes 
several examples illustrating the 
exemption. 

Michigan Department of 
Treasury Explains the Sales 
Tax Treatment of Food 
On December 10,2002 the Michigan 
Department of Treasury has issued 
Revenue Administrative Bulletin 
("RAB") 2002-20 to explain the sales 
tax treatment of food purchased for 
human consumption. RAB 2002-20 
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indicates that while food purchased 
for human consumption is generally 
exempt from sales and use taxes, 
prepared food intended for immedi
ate consumption is subject to sales 
tax. RAB 2002-20 contains numer
ous examples highlighting the mean
ing of "prepared food intended for 
immediate consumption." 

This Update was prepared by GIANLUCA 
A.D. PITETTI and JENNIFER TROYER of 
KPMG LLP. 

------------------------------ENDNOTES------------------------------

1. The right to receive payment was created under the Michigan Civil Service Commission 
Compensation Plan. 

2. Keiser was owned ninety percent by Kaiser Aerospace & Electronics Corporation ("KAEC"). 

3. (Docket No. 225119, issued January 15, 2002). 
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