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TAXATION SECTION 
STATE 

July 7, 1981 

Members of The Taxation Section: 

With this letter, we would like to update you as 
to the activities which are being carried on by the 
Council on behalf of the Taxation Section. 

In November, 1980, three members of the Taxation 
Section attended the Central Region IRS-Bar Liaison 
meeting in Cincinnati, Ohio. Copies of the minutes of 
that meeting are published in this issue of the· Tax Law 
Journal. At that meeting, Bob Pierce, one of the 
representatives from our Taxation Section, was elected 
Chairperson for the 1981 liaison meeting. His election 
is certainly a reward for Bob's dedicated efforts at 
past meetings. If any members of the Section have any 
comments or suggestions for next year's liaison meeting, 
please contact Bob. 

Your Council has been very active this year in 
regard to legislative matters and rules and regulations 
proposed to be issued by the Department of Treasury. 
Pete Sheldon has been monitoring tax legislation that 
would affect the Board of Tax Appeals and matters pending 
before that Board. Recently, the House Taxation Commit
tee has reported out a Bill that would extend the life of 
the Board of Tax Appeals to allow the Board to complete 
hearings by December 31, 1981, and to decide.all cases 
by December 31, 1982. A committee of the Taxation Section 
under Larry Nurphy's leadership has been monitoring 
proposed rules and regulations to be issued by the 
Michigan Department of Treasury under the Michigan Single 
Business Tax Act. Reports of that committee will be 
issued to you as they are released and sent to the Depart
ment of Treasury. Also, the Council has reviewed pro
posed rules and regulations under the Michigan Intangibles 
Tax Act; a copy of Andy Savel's letter to Commissioner 
Goodman is attached for your information. 

We trust that each of you are enjoying the Tax 
Law Journal and we are grateful to Professor Patrick 
Keenan for the upgraded quality of the publication. We 
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Members of The Taxation Section 
Page Two 
July 7, 1981 

would encourage each of you to support the Journal by sub
mitting articles and notes, particularly on Xichigan tax topics, 
to Professor Keenan or to Gene Gargaro for publication. 

We hope to see each of you at the Grand Plaza Hotel 
in Grand Rapids, Michigan on September 23, 1981, at which 
time the Section will hold its Annual Heeting. The Annual 
Meeting will include a program by John F. 11urray, Acting 
Assistant Attorney General in charge of the Tax Division of 
the u.s. Department of Justice, and representatives from the 
Detroit District Director's office. A further detailed 
explanation o.f the program is contained in this Journal. I 
would like to take this opportunity to thank Jim Durkin for 
his efforts in organizing the Annual Meeting and encourage 
each of you to attend what should be a very practical and 
useful meeting to tax practitioners. 

A nominating committee consisting of Larry Murphy, Chair
man; Louis Kasischke and George Whitfield has been appointed 
to nominate the new officers of the Taxation Section and three 
new members of the Council. Their nominations will be sub
mitted to you at the business meeting portion of the Annual 
Meeting. 

The Section will co-sponsor with ICLE the Sixth Annual 
Michigan and Federal Tax Institute, to be held on October 22 
and 23, 1981, at the Michigan Inn in Southfield, Michigan. 
Each of you are encouraged to attend. 

JWI1:ms 

c)eri:;truly yours, 

o:::-: lJ. 'YrJ~~ 
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John W. McNeil 
Chairman 



Hr. Sydney Goodf!lan 
Michigan Departr.tcnt of Trl'asury 
Treasury Build.ing 
Lansing, Michigan 48922 

Dear Syd 

ANDREW fVI SAVEL. 

FIRST VICE PO:::.FSIOENT 

June 16, 1981 

In response to your request regarding the Intangibles Tax Rules,. I 
submit the foll<,wing comments on behalf of the Michigan Bar Association:. 
Taxation Council, for your consideration: 

1. Rule 15 - Bank Stock 

Rul..:: 15 d£>als, in part, with the taxation of bank stock. 
Retained language states that non-Hichigan bank stock owned 
by a Hichigan resident is not taxable. Ne:\~· language states 
that bank holding compo.ny stock in any stntc i.::; taxable .. 
Hmvcver, under the proposed revisions, there is no language 
dealing with Michig.:m bank stock owned by a Michigan resident. 
Some of the deleted langu'age took care of this (e.g. last 
sentence in paragraph 2). We presume that such stock is not 
taxable. Either the last sentence of paragraph 2 should be 
retained or a new sentence should be added stating that 
Hichigan bank stock is not taxable. 

Secondly, WC' would question the justification of treating 
shareholder::: of bank holding companies differently than share
holders of bank stock, especially since so many banks in 
Michigan are now part of a holding company. 

2. Interest on Land Contracts 

Rule 19 and more specifically Rule 25 deal with interest on 
land contracts. For intangibles tax purposes,. income on the 
land contract is deemed to be the L'quity times thL' contract 
interPst rate. Then' is no CXCl'ption for actual pO.):'IIlCnts, 
or the lack thereof. Tax must still bC' computed and pai.d 
on contracts in deL 
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DETROfT BANK & TRUST C tPANY 

Mr. Sydney Goodman, June 16, 1981, Page 2 

3. Return-of-Capital diviJcnds 

Rule 19 also deals with the taxation of dividends. The term 
"income" includes diviJends to the extent that they represent 
the yield of intangible personal property. A cash dividend 
is not income to the extent it represents a return of capital 
in liquidation. Why dllC::; the exception cover only liquidation? 
Shouldn't all return-of-capital dividends be exempt since they 
do not represent the "yield11 of intangible personal property? 

4. Estates as Owners 

An estate, under Rule 18, ie considered the owner of intangibles 
and thus subject to the tax even though all income thereon has 
been distributed to beneficiaries. This is not the case with 
trusts where the beneficiaries are attributed with the tax, to 
the extent of their beneficia_! interest in the trust, i.e. income 
distributed or distributable to them. 

This may not cause a practical problem except in the final year 
of an estate, when all assets are distributed. The intangibles 
tax is the only tax payable by an eState in its final year. Un
fortunately the personal representatives must withhold an estimated 
amount for such payment, ~hich furthL ... r dl·lays closing .. 

Perhaps some considc1·ation should bL' given to treating estates 
and trusts equally. 

5. Credit vs. Deduction 

You might consider replacing the words ndcduction against the 
amount of the tax" with the word "credit". This phrase appears 
in Rules 14, 15, 16 and 23. 

Please let me know if I can be of further assistance. 

Copies to Fritz Gould ~ 
John NcNeil v"" 
Conunittcc members 
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Very truly yours 

First Vice President 



STATE BAR OF MICHIGAN 

TAXATION SECTION 
ANNUAL MEETING 

September 23, 1981 

On September 23, 1981, the Annual Meeting of the Taxation Section 
will be held at the Amway Grand Plaza Hotel in Grand Rapids. The busi
ness meeting will be at 9:00 a.m. followed by a program commencing at 
9:30a.m. 

John F. Murray, Acting Assistant Attorney General in Charge of the 
Tax Division at the U.S. Department of Justice, will discuss the status of 
federal tax reform legislation. Following Mr. Murray's talk, there will be a 
liaison meeting with representatives of the Detroit offices of the Internal 
Revenue Service. The meeting will basically follow the same format as a 
similar meeting held at the 1979 Annual Meeting in Detroit. The program 
will recess at 12 noon and resume from 2:00p.m. to 3:30p.m. After the 
program, a reception will be held at which there will be an opportunity to 
discuss matters individually with the IRS representatives. The following 
IRS personnel will participate in the liaison meeting: 

Paul H. Thornton, Acting District Director 

Donald L. Houck, Chief, Examination Division 

Richard A. Hickson, Chief, Collection Division 

Alvin J. Freeman, Chief, Employee Plans - Exempt Organiza-
tions Division 

George A. Lorenz, Chief, Criminal Investigation Division 

Franklyn S. Stein, Disclosure Officer 

Charles S. Stroad, District Counsel 

Peter M. Ritteman, Assistant District Counsel 

Deborah S. Hack, Acting Assistant District Counsel 

Michael C. Boehm, Chief, Appeals Office 
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THE USE OF DISCLAIMERS IN ESTATE PLANNING: 
INTERFACE BETWEEN FEDERAL AND MICHIGAN 

LAW 
Patrick M. Higdon 

Generally, a disclaimer I is a written instrument refusing acceptance of 
an interest in prope~ty, usually a bequest. The theory is that no one should 
be forced to accept something he does not want. Accordingly, disclaimed 
property will then pass either to a person designated in a testamentary 
instrument or by intestate succession, as if the disclaiming party had pre
deceased the party making the gift or bequest. For tax purposes, a refusal 
to accept an interest in property to which an individual is entitled, under a 
will or by intestate succession, can be treated as a gift to the person who 
will receive the property as a result of the disclaimer. However, if the dis
claimer is qualified, under l.R.C. §2518, there will be no taxable gift. 
Given the various possibilities of substantial gift and estate tax savings that 
may be obtained through effective use of the qualified disclaimer, it has 
become not only a very important pre-mortem estate planning device but, 
perhaps, the single most important post-mortem estate planning device. 

USES OF DISCLAIMERS 

1. A disclaimer may be used to effectuate a tax"free gift from one 
taking either a bequest or an intestate share to that person who would take 
either by will or intestate distribution had the disclaimant pre-deceased the 
person making the gift. For example, a specific legatee may disclaim his 
bequest and, if his issue were to take either under the will or relevant local 
statute, the bequest would transfer from the disclaimant to his issue, tax 
free.2This also keeps the property out of the disclaimant's estate thereby 
preventing further estate taxes at the time of the disclaimant's death. 

2. If the testator's will contains a marital bequest which is in excess 
of the maximum marital deduction, 3 a- qualified disclaimer of those assets 
above the maximum marital deduction can cause the assets to be transfer
red to younger beneficiaries without gift tax consequences. 

On the other hand, if a bequest to a spouse is not utilizing the marital 
deduction to its greatest extent, a beneficiary other than the surviving 
spouse may disclaim his bequest. If the effect of this disclaimer is to cause 
the property to pass to the surviving spouse, the full marital deduction can 
be used, thereby minimizing estate taxes without incurring gift tax conse
quences. 

3. Pre-mortem planning with disclaimers may also be utilized to 
" allow a specific beneficiary the option of taking his bequest or disclaiming 

for favorable estate tax consequences with other gross estate deductions. 
For example, a specific bequest may be made for a beneficiary with a gift 
over to a charitable organization. At the time the beneficiary has the 
option to either take the bequest or disclaim, he may be in such a financial 
situation as to allow him to disclaim the bequest, thereby allowing the 
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decedent's estate to utilize the charitable deduction. 4 This allows the pro
perty to be treated as passing directly from the decedent to the charity with 
the decedent's estate getting the charitable deduction for estate tax pur
poses. 

4. Disclaimers have been of particular interest to beneficiaries who 
are severely in debt and fear attachment of their bequest, gift, or intestate 
share by their various creditors. "Under the majority common law view, 
creditors cannot reach disclaimed property to satisfy the obligations of the 
disclaimant." 5 Courts have been reluctant to examine the disclaimant's 
motive for disclaiming8 and tend to conclude that as long as the disclaimer 
was procedurally correct, in proper form and filed in a timely fashion, the 
disclaiming party will be treated as having pre-deceased the testator. 1 In 
fact, a disclaimer has even been used to shield a bequest from a United 
States government tax lien levied upon the named beneficiary.BHowever, 
some states have precluded the use of disclaimers to avoid creditors by 
amending their disclaimer statutes so as not to allow disclaimer by an 
insolvent beneficiary. 9 To date, Michigan has no such statute. 

Obviously, there are several other possible uses for the disclaimer in 
both pre- and post-mortem estate planning, depending upon the specific 
needs and desires of individual beneficiaries. 

TREATMENT OF DISCLAIMERS FOR FEDERAL TAX PUR
POSES 

Since the primary motives for disclaiming are usually to 
save Federal income, estate or gift taxes, the disclaimer must 
be valid under Federal law. Prior to the Tax Reform Act of 
1976, Federal law generally looked to the governing state law to 
determine whether the disclaimer was effective. If the dis
claimer met the requirements of applicable state law, it was 
recognized for Federal tax purposes. There were two clear 
exceptions to this rule: for disclaimed property to qualify for the 
marital deduction or the charitable deduction, the disclaimer 
had to be made within the period for filing the Federal estate 
tax return (including extensions), irrespective of the applicable 
state law time period. 

The reliance on state law to govern the Federal tax conse
quences of a disclaimer resulted in an inequitable application of 
the Federal law in many circumstances .... This general lack of 
uniformity was a primary reason for the enactment of the 
Federal disclaimer legislation. 10 

It should be noted that the prior law is still controlling for disclaimers 
made prior to January 1, 1977. 

To end the disparate treatment of disclaiming an interest in property, 
§251811 of the I.R.C. was enacted as part of the Tax Reform Act of 1976.12 
Section 2518, which is applicable to each of the Federal gratuitous transfer 
taxes (estate - §2045; generation-skipping - §2614(c); and gift -
§2518), provides that a qualified disclaimer must be an: 
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... irrevocable and unqualified refusal to accept an interest in 
property. In addition, the disclaimer must be in writing; it must 
be made within nine months of the date of transfer creating the 
interest (with an exception for an interest created in a minor); 
it must be made prior to acceptance of the interest or any 
benefits; and, as a result of the disclaimer, the interest must 
pass to a person other than the disclaimant without any direc
tion on the part of the disclaimant./3 

But even though Congress tried to federalize the disclaimer rules, there is 
a split in opinion as to whether Federal law under §2518 pre-empts the 
field on disclaimers or if state law still controls for the property law aspects 
of when property passes to another as a result of a disclaimer. Several letter 
rulings by the IRS, 14 as well as proposed Treasury Regulation §25.2518-1 
shed light on the question. The latter provides in part that: "if a disclaimer 
is not effective unto applicable local law to divest ownership of the dis
claimed property in the disclaimant and to vest it in another, the dis
claimer is not a qualified disclaimer under section 2518." Thus it seems 
certain that a disclaimer must pass all state disclaimer requisites before it 
can be considered for analysis under §2518. 

The question must be asked, considering the lack of uniformity among 
state disclaimer statutes and between those statutes and §2518; whether 
§2518 has indeed done anything to standardize the usage of disclaimers? 
The bottom line appears to be that in order to draft and effectuate a valid 
disclaimer, the disclaimer must meet both the requirements of the applica
ble state disclaimer statute as well as the requirements of §2518. Of course, 
this is where many problems may arise. The Federal law allows nine (9) 
months after "the day on which the transfer creating the interest in such 
person is made or the day on which such person attains age 21," 15 in 
which to file a disclaimer; the state law may have a shorter or longer 
period. The Federal law allows for filing of a disclaimer with the 
"transferor of the interest, his legal representative, or the holder of legal 
title to the property to which the interest relates"; 16 state law may require 
filing with a different person or official. The Federal law allows disclaimer 
of both testamentary bequests and intestate shares; the state law may not 
allow disclaimer of an intestate share. The Federal law allows disclaimer 
for "an undivided portion of an interest"; state law may or may not allow 
partial disclaimer. 17The only safe way to prepare a disclaimer, therefore, is 
to draft it in accord with the most stringent rules of both the applicable 
state law and §2518. 

INTERPLAY OF FEDERAL AND MICHIGAN LAW 

Fortunately for the estate planner in Michigan, the state law regarding 
disclaimer is both comprehensive and liberai.lBThe statute is divided into 
two parts: the first addresses transfers of property pursuant to descent, dis
tribution, and testamentary instruments, 19 and the second addresses 
transfers of property pursuant to non-testamentary instruments.20 

The Michigan statute allows for filing of disclaimer of testamentary 
interests within ten months after the death of the decedent or donee, or if 
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the taker is not ascertainable, then ten months after the event when the 
"taker has become finally ascertained and his interest has become 
indefeasibly fixed in both quality and quantity." 21 Those filing for non
testmentary interest are also given ten months in which to file.22 As the 
Federal statute requires filing to be done within nine months after the 
interest is created, it is clear that a timely filing for Federal purposes will be 
timely for Michigan purposes. However, the Michigan statute makes no 
reference to minors, while the Federal statute allows a child to reach the 
age of twenty-one before the nine month clock starts running for qualified 
disclaimer. This indicates that in Michigan, one must look to the general 
law of minority to determine whether a minor must file his disclaimer 
within ten months of that time in which he becomes vested in the property 
interest in order to be qualified under §2518. 

Although timely filing is the most important consideration in compar
ing state and Federal law, there are still other discrepancies between the 
Federal and Michigan disclaimer statutes. 

For example, partial disclaimer is clearly allowed in Michigan as the 
disclaimant "may disclaim in whole or in part the ·succession to any pro
perty, ,real or personal, or interest therein." 23 But the status of partial dis
claimer under §2518 (c) (1) of the Federal statute is quite uncertain at this 
time as there have been few guidelines to define exactly what an 
"undivided portion of an interest" is.24 

Also, there are other minor discrepancies between Federal and 
Michigan law such as with whom the disclaimer must be filed, whether it 
may be revocable, and whether disclaimer of a present interest is also dis
claimer of a future interest. While the two statutes mesh fairly well in most 
details, the practitioner must be sure not to violate any requisites of either 
statute when drafting a disclaimer if it is to be both valid and qualified. 

CONCLUSION 

Although the motivation behind the 1976 Federal disclaimer legisla
tion was well founded, it may not have produced uniformity in disclaimer 
usage. To the practitioner in Michigan, this means that he must scrutinize 
both §2518 of the Federal statute and MCLA §554.501 for all discrepancies 
and analyze each statute in light of the other. The end result may be· well 
worth the effort in that the analysis may avoid a costly pre-mortem estate 
planning oversight. 

The disclaimer should not be thought of as a post-mortem shortcut for 
by-passing proper pre-mortem estate planning. It is often a tool of last 
resort. It must always be remembered that the final outcome of the dis
claimed interest is often predetermined by the law of descent and distribu
tion. Therefore, the practitioner must exercise extreme caution in not only 
procedurally qualifying under the statute to effectuate a qualified dis
claimer, but also in determining that the outcome of the disclaimer will 
benefit the client's interest. But, if used properly, the disclaimer will prove 
to be a most valuable estate planning device. 

4 
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NOTES 

1. At common law, the term disclaimer was used to describe a refusal of 
a bequest, as opposed to a refusal of an intestate share which was 
called a Renunication. Since the to an I.R.C. and most state statutes 
use the term disclaimer for both meanings, this article will also use 
disclaimer for both meanings. 

2. Reg. 25.2511-1(c). 

3. I.R.C. 2056 (c) (l)(A) (i). 

4. I.R.C. 2055 (a). 

5. Primmer, Paul, "Using Disclaimers in Post Mortem Estate Planning: 
1976 law leaves unresolved issues," The Journal of Taxation, (June, 
1978), p. 322. 

6. Estate of Reed, 566 P.2d 587 (Wyo. 1977). 

7. Estate ofCol!acci, 549 P.2d 1046 (Colo, Ct. App. 1976). 

8. U.S. v McCrackin, 189 F. Supp. 632 (S.D. Ohio, 1964). 

9. Ark. Stat. Ann., §62-3208 (1971, Supp. 1975); Fla. Stat. Ann., 
§732.801(6) (1976). 

10. Id., Primmer at p. 323. 

11. Internal Revenue Code (I.R.C.) §2518 as amended by §703 (m) (I) of 
the Revenue Act of 1978, Pub. L. No. 95-600. 

12. REPORT OF COMMITTEE ON WAYS AND MEANS to accompany 
H.R. 14844, H.R. Rep. No. 94-1380, 94th Cong., 2nd Sess. 67 (1976) 
(emphasis added). 

13. Id., Primmer at p. 323. 

14. Ltr. Rul. 7820022 (Feb. 15, 1978); Ltr. Rul. 7937011 (May 31, 1979); 
Ltr. Rul. 8022021 (Feb. 26, 1980). 

15. I.R.C. §2518(b)(2)(A) and (B). 

16. I.R.C. §2518(b) (2). 

17. I.R.C. §2518(c) (1). 

18. MCLA §554.501 (Cum. Supp. 1978-1979). 

19. MCLA §554.501-507. 

20.MCLA §554.501-517. 

2l.MCLA §554.502. 

22.MCLA §554.512. 

23.MCLA §554.501-511. 

24.I.R.C. §2518(c)(l). 
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EMPLOYEE OR INDEPENDENT CONTRACTOR? 
Robert J. Kolasa 

The question of whether an individual is an employee or independent 
contractor is one of tremendous tax impact. If the worker is an employee, 
the employer must withhold federal income I and Social Security taxes 2 
from the employee's wages. In addition, the employer is subject to a 
matching share of the taxes paid by the employee under the Federal 
Insurance Contribution Act (FICA) 3 and unemployment taxes under the 
Federal Unemployment Tax Act (FUT A) 4. None of these taxes need be 
withheld or paid by the employer if that worker is an independent contrac
tor. Instead, the independent contractor reports his own income and is 
subject to the tax on self-employment income (SECA) 5. 

Employers naturally are inclined to treat workers of questionable 
employment status as independent contractors. The IRS, touting the ban
ner of tax compliance, is inclined to treat the same workers as employees. 
Woefully deficient IRS regulations and common law theories make this 
field incredibly vague and subjective. A knife that can cut through this fog 
is S.86, a bill that purports to establish well defined "safe harbor" criteria 
for independent contractors. This measure in one form or another has 
languished in Congress since 1977. The purpose of this paper is to define 
the background of S.8, examine the merits of the bill, and attempt lo 
analyze the current political controversy which has hindered its passage. 

A. BACKGROUND 

In the early 1970's the IRS increased the scope and intensity of its 
audits on employment taxes. 7The IRS primarily was concerned with the 
revenue loss entailed by independent contractors avoiding their rightful 
share of employment taxes. This concern can be quantitatively validated if 
one accepts the results of an IRS studyB of the employee/independent con
tractor question. The study concluded that at least 47% of the independent 
contractors involved reported none of their "self-employment" compen
sation for income tax purposes. For Social Security tax purposes, 62% of 
the self-employed individuals examined paid none of the self-employment 
taxes that were due. A "conservative estimate" of the revenue loss from 
this noncompliance was placed at one billion dollars annually.9The IRS's 
common solution was to seek reclassification of those individuals who 
claimed to be self-employed, since it .would be far easier to collect the 
taxes withheld on wages from one employer, than from a multitude of self
employed individuals. 

Increased enforcement resulted in substantial retroactive deficiency 
assessments of employment taxes for many employers. In 1977, the Com
missioner of the IRS, Jerome Kurtz, gave the following example of the 
significance of some of the assessments being made: 

The employee-independent contractor issue has gener
ated a staggering problem for employers assessed with huge 
liabilities for past noncompliance. At the present time in two 
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districts of one region alone there are three potential assess
ments against taxpayers ranging from $6 million to $60 million, 
involving an insurance company, an oil jobber, and a direct 
sales company. !0 

The financial consequences of unexpected retroactive tax assessments can 
devastate a business by impairing its cash flow and credit rating. I I For the 
purported "employee", the consequences are equally costly, such as dis
qualification of Keogh plans and ineligibility for Self-Employment Con
tribution Act (SECA) benefits without a commensurate refund, thereby 
jeopardizing retirement security. 12These are offered only as examples. A 
complete catalog of the multitude of problems triggered by reclassifica
tions are beyond the scope of this paper. It is important to note that the 
withholding assessment could be reduced by production of a certificate 
signed by the worker stating that he has paid his proper income tax. Unfor
tunately, employers could not always locate former "employees" to 
guarantee that the certificate be signed. Consequently, the government 
collected income taxes twice on the same wage without an offsetting 
refund. 13 · 

Because of the detrimental consequences of misclassification, the 
employer should be able to differrentiate clearly between an employee and 
independent contractor. Over the years, literally thousands of determina
tions have been made by courts concerning this dichotomy, including such 
diverse professions as jockeys, grave diggers, and oyster pickers. 14 The 
Sixth Circuit's ruling in United States v. Mutual Trucking Co. !Sis an exam
ple of the clarity that exists in this area: 

"Where a trucking company undertook to move loade~ trailers 
from terminal to terminal of a car loading company and con
tracted to have work done by owners of tractors and trailers, 
some of whom operated through employees, such owners, 
under evidence, were 'independent contractors', and neither 
they nor their employees where "employees" of trucking com
pany so as to render such company liable for social security or 
federal insurance contributions." !6 

The wealth of judicial precedent has not defined a clear-cut standard. In a 
nutshell, there are so many independent contractors in different walks of 
life, being compensated in different ways, that it is virtually impossible to 
formulate a single test to govern all cases. This is due in part to statutory 
shortcomings within the Internal Revenue Code. IRC §3121 (d) provides 
definitional guidelines to assist when an employee-employer relationship 
exists. Officers of a corporation I 1 are employees, as are other individuals 
who render services for compensation in certain prescribed functional 
categories. These categories include agent drivers or commission drivers, 
full-time life insurance salesmen, homeworkers and city or traveling sales
men who solicit orders on a full-time basis primarily for a single prin
cipal. 18 

The Code and Regulations are far from operational where the potential 
employee does not fit within specific enumerations. IRC §3121 (d) (2), 
generally defines an employee as: 
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"any individual who, under the usual common law rules 
applicable in determining the employer-employee relationship, 
has the status of an employee." phasis added) 

The regulations indicate that the common law test of control is the maxim. 
If a person engaging the services of another has "the right to control and 
direct' the individual who performs the services, not only as to the result to 
be accomplished by the work, but also as to the details and means by which 
the result is accomplished" 19, employee status is deemed to exist. The 
control test is inherently dependent upon the factual setting. In Mutual 
Trucking, evidence of control included the truck drivers being required to 
file a daily log, to carry an identification card returnable when the bearer 
leaves "the Employ of the Company" and to endure inspection by com
pany road patrols. Successful contrary evidence included the drivers using 
their own equipment, absorbing maintenance and operating costs, and not 
being instructed how to transport the goods. 

In audits, the IRS has provided its agents with 20 factors purportedly 
demonstrating "control". These factors can be summarized as follows: 
hours of work, hiring of assistants, tools and equipment, public services, 
method of payment, repair work, insurance expenses, office space, train
ing, uniforms, reports, right to fire, ending the relationship, instruction, 
advertising, bonuses, meetings, licenses, transfer of money, and docu
mentation.20The Service explained to its agents: "These common law fac
tors are not always present in every case. Some factors do not apply to cer
tain occupations. The weight to be given each factor is not always cons
tant." 21 Apparently, the IRS obtained the above criteria from case law 
·such as Mutual Trucking. However, there was a strong outcry by taxpayers 
that the application of these factors greatly expanded the scope of the 
"common law" standard as found in the Code and regulations.22First off, 
placing a weight upon the relative importance of a given factor or con
sideration is a subjective task at best. This is true even when the employer 
and the IRS make a good-faith effort to balance viewpoints. The beauty of 
the control test was its flexibility to apply to different situations. This flex
ibility enabled the IRS in its aggressive audit stance to reclassify many 
individuals, including traditionally independent contractors such as com
mission salesmen, as employees.23 

By 1977, litigation had skyrocketed on reclassification disputes. Con
flicting interpretations of common law rules were highlighted by IRS audit 
contradictions such as labeling the worker as self-employed on the 
individual audit, but coming up with the contrary conclusion on the busi
ness audit.24 Former Commissioner of the IRS, Donald C. Alexander, 
reflecting upon this period before a Congressional committee stated that 
"in retrospect we were too tough." 25 Short of a government audit, there 
was little certainty for the employer on the question of whether a person 
performing services for him was an employee. With the huge stakes of rec
lassification at issue, an overwhelming clamor for legislative clarification 
arose. 

8 



l 

r 
l 

~~· 
.I 

MICHIGAN TAX LAW JOURNAL 

B. LEGISLATIVE RESPONSE 

Congress has recognized the need for action on the employee/indepen-
dent contractor question for a number of years. The Joint Committee on 
Taxation, composed of ranking members of the Senate Finance Commit
tee and the House Committee on Ways and Means, originally assigned the 
task to the General Accounting Office.26The GAO report, presented on 
November 21, 1977, officially recognized the shortcomings of the com
mon law testing standard. To limit the need to grapple with the subjective 
balancing of the control test, the GAO proposed four specific criteria 
which if met, would automatically insure self-employment status.21 
Workers not meeting the four criteria would still be subject to the control 
test. This "safe-harbor" approach is the cornerstone of current legislative 
proposals dealing with the independent contractor/employee distinction. 
It suggests. that the factual importance of the employment relationship 
deems it inexact to abolish the flexible common law maxim. But the 
inherent subjectiveness of the control test breeds differing interpretations 
and is conducive to tax litigation. An objective safe harbor can inject cer
tainty into the employment morass in which tax lawyers and businesses 
had found themselves muddled. It enables the business taxpayer to struc
ture employment relationships with "statutory" independent contractors, 
without fear that a government audit will present the ominous threat of 
reclassification. Increased certainty should result in a definition that can be 
consistently applied to a given situation involving certain facts and cir
cumstances by both the taxpayer and the IRS. Consistent application of 
the definition will result in a reduction of litigation and the associated costs 
for both the government and the taxpayer.28 

Subsequent to the issuance of the GAO report, a task force of the 
House Ways and Means Committee met several times during the summer 
and fall of 1978. The remaining term of the 95th Congress was running . 
out, and it became clear that interim relief was desirable for taxpayers 
entangled in the employment classification web. Several relief proposals 
were considered and §580 of the Revenue Act of 197829 was the negoti
ated solution. The legislation essentially placed a moratorium upon rec
lassifications and washed out prior liabilities of employers in gray areas. It 
accomplished this by 1) terminating the pre-1979 employment tax 
liabilities of taxpayers who had a "reasonable basis" for treating workers 
as independent contractors; and 3) banning the issuance of regulations and 
revenue rulings on the status of workers for purposes of the employment 
tax. This relief was intended solely as an interim measure to buy time so 
substantive legislation could be passed. The "temporary" moratorium has 
been extended twice and will be in effect until mid-1982. 30 

During the summer of 1979, public hearings were held on proposals 
relating to independent contractors by the Subcommittee on Select 
Revenue Measures of the House Committee on Ways and Means.31 The 
Committee examined H.R. 3245,32 an early legislative response33 
embodying the safe harbor approach of the GAO report. After the hear
ings, political controversy raged as special interests and the government 
contrived to adjust the scope of the bill. Before year end, H.R. 546034 was 
introduced containing largely the same safe-harbor criteria that had been 
recognized in H.R. 3245. But, the former bill was more attractive to the 
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subcommittee as it contained most aspects of the Department of Treasury 
recommendations,35and was reported to the Ways and Means Committee 
on November 27, 1979. By far the most controversial Treasury recom
mendation was a straight 10% withholding tax for independent contrac
tors. The 96th Congress never considered H.R. 5460 as the bill lapsed at 
the end of the 1980 legislative session after languishing a year in the Ways 
and Means Committee. 

The current legislative successor to the independent contractor ques
tion was introduced in the 97th Congress as S.8. 38 Essentially an embodi
ment of prior H.R. 5460, the bill does not contain the disputed withhold
ing privision. An individual who is able to satisfy the five requirements of 
the safe harbor will automatically be given independent contractor status. 
If the safe-harbor test is not satisfied, the individual must determine his 
employment status based upon the regular common-law definition of an 
employee, with inference that an employee relationship exists.31The five 
requirements that comprise the safe-harbor of S.8 are: 

(1) CONTROL OF HOURS WORKED. - The individual controls 
the aggregate number of hours actually worked and substantailly 
all of the scheduling of the hours worked. 

(2) PLACE OF BUSINESS. - The inividual does not maintain a 
principal place of business, or, if he does so, his principal place of 
business is not provided by the person for whom such service is 
performed, or, if it is so provided, the individual shall be deemed 
not to have a principal place of business if he does not perform 
substantially all the service at a single fixed location. 

(3) INVESTMENT OR INCOME FLUCTUATION. 

(a) The individual has a substantial investment in assets used in 
connection with the performance of the service, or 

(b) The individual risks income fluctuations because his 
remuneration with respect to such service is directly related to 
sales or other output rather than to the number of hours 
actually worked. 

(4) WRITTEN CONTRACT AND NOTICE OF TAX RESPON
SIBILITIES. The individual must perform services pursuant to a 
written contract that spells out the employment status and gives 
notice to the individual of his responsibility with respect to the 
payment of self-employment and Federal income taxes. 

(5) FILING OF REQUIRED RETURNS. The person for whom 
such service is performed must file the required information 
returns.38 

It is not the intention of this paper to analyze the theoretical soundness 
of the five criteria in S.8. Criteria (1) through (3) comprise the definitional 
portion of the safe-harbor, while (4) and (5) are mechanical compliance 
tests. There are strong feelings that the bill's definitional part approxi
mates the common law test and preserves the status of workers who have 
historically been treated as independent contractors. 39 Alternatively, there 
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are views that the control test is abrogated by the bill. Treasury opposition 
revolves around the possibility that the number of self-employed 
individuals will increase under the safe harbor and produce substantial 
revenue loss. Concern is also voiced about the manipulation of the five cri
teria and of industry "switchovers" from employee to independent con~ 
tractor status. 40 A recent empirical study used as its sample base 179 
employee/independent contractor cases from the 1940 through 1979 
period. It concluded that the definitional criteria used in S.8 reached the 
same status conclusion as the actual court holdings in 86.5% of the con
troversies. The same study also concluded that by modifying the safe har
bor to include two additional variables - "supervision" and "indepen
dent trade" - the classification accuracy could be increased to 95.3%. 41 

C. POLITICAL CONTROVERSY 

Few would question that as a general proposition, each segment of the 
population should pay its rightful share of taxes. It is the IRS's firm con
viction that substantial numbers of independent contractors do not pay 
their fair share of tax each year because they fail to report the full amount 
of their income. As discussed above, this perceived noncompliance fueled 
the Service's reclassification program, which in turn inspired political 
responses such as H.R. 3245, H.R. 5460 and S.8 To date no substantive 
legislation has been passed. The apex of political controversy surrounding 
this matter is whether there should be a flat rate withholding on remunera
tion paid to independent contractors. At present, compensation is subject 
to withholding only if an employer-employee relationship exists. To the 
IRS, the withholding mechnaism is the talisman which will solve the prob
lems of growing noncompliance, disrespect and disregard for the tax laws 
among the self-employed. Former Internal Revenue Commissioner Alex
ander, in the context of a withholding provision for independent contrac
tors stated: 

"I do not believe any objective students of the system think 
that it could continue to work effectively and fairly without 
withholding. Our system depends on withholding. And I think it is 
idle to suggest that the way to make our system more effective, 
more efficient and fairer to those who do pay, who do met the 
obligations, is to carve out additional large areas where non
compliance is likely to be great." 42 (emphasis added) 

Many individuals have seriously questioned the Treasury's basic tenet 
that there is widespread noncompliance among independent contractors. 43 
Even if there is substantial noncompliance by self-employed persons, what 
justification is there for withholding as the vehicle to solve this problem? 
The political acceptance of withholding for independent contractors 
remains hotly disputed. In the 96th Congress, H.R. 3245 (no withholding) 
and H.R. 5460 (pro-withholding) made little progress. Criticisms to with
holding are numerous, and warrant a brief overview in this analysis. 

A popular charge is that the increased recordkeeping and administra
tive costs of withholding will have a burdensome impact on small 
businesses and will discourage the ·proliferation of the independent con
tractor. 44 This Would be true especially for businesses Who have no pre
existing withholding mechanism. Larger companies might be able to pass 
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their increased costs on to the public, while small companies might be less 
able to do so. In essence, the fear is that the increased cost of doing busi
ness would stifle the initiative of free enterprise entrepreneurs, resulting 
in lower productivity and higher prices for goods and services. Also, many 
independent contractors would make themselves less competitive by rais
ing their prices by the amount withheld. 45The IRS rejoins that the addi
tional costs associated with flat rate withholding should not be significant 
and that the payor's use of the withheld tax pending payment should offset 
most costs. 48 

Another contention is that increased compliance can be realized 
among independent contractors without imposing the heavy burdens of 
withholding. A less burdensome alternative would be strengthened infor
mation reporting. Under present law, persons engaged in a trade or busi
ness must file information returns with respect to certain payments of 
$600 or more. A $1 penalty is provided for each failure to file. 47Suggested 
improvements in this system include requiring payors to provide informa
tion returns to their payee (perhaps having the worker attach the forms to 
their tax return) and increasing penalties and enforcement against payors 
and payees who fail to file. 48 The Treasury views strengthened informa
tion reporting as a supplement to withholding. Attempts to close the gap of 
unreported income solely by information reporting and audit procedures 
would be complicated, unpopular, and uneconomical. 49 

A major argument is that the withholding issue is peripheral and dis
torts the main problem, which is to clarify the status distinction between 
employees and independent contractors.50Significant also, is the idea that 
it is impossible to devise a fair independent contractor withholding system 
to take into account the diversity of independent contractors; the different 
cash-flows, compensation or other problems that a particular class might 
encounter. "A withholding system would be so inflexible and rigid that it 
would be grossly inequitalbe or it would be so full of exemptions and 
exceptions that it would be meaningless." 51 Finally, how in fairness can 
the IRS shift its burden of enforcing the self-employment income tax to 
innocent companies who have chosen to market their products through 
independent contractors? 52 

The current political outlook of S.8 is uncertain. If past Congressional 
feelings are indicative of the current views, the major issue impeding the 
bill's acceptance will be whether taxes should be withheld for independent 
contractors. S.8 does not contain a withholding provision, and it is possible 
that the bill may be used as a "bargaining chip" tied to the Reagan 
Administration's tax and spending proposals. One commentator suggests: 

"Although present Ways and Means Committee Chairman 
Rostenkowski was a champion of the withholding provision, 
House action on this issue at the moment remains unclear. The 
Administration favors the five 'safe harbor' tests endorsed by 
Senator Dole and Rep. Gephardt (D-Mo.). While a number of 
tax observers maintain the withholding tax is essential to make 
sure independent contractors pay their fair share of taxes, it is 
unlikely the Administration would push for withholding, or 
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that the Finance Committee would be willing to clear a bill con
taining that provision. Acknowledging these difficulties, some 
observers see no legislative action on this problem in either 
chamber until 1982.53 

D. CONCLUSION 

This paper address<;:s two issues, the classification of workers as 
employees or independent contractors for employment tax purposes and 
compliance with tax laws by independent contractors. The Treasury, 
expousing the latter value, in the early 1970's began an aggressive rec
lassification campaign. Because of the detrimental results of reclassifica
tion and perceived infringements of the common law standard, taxpayers 
clamored for legislative clarification of the employee/independent con
tractor distinction. There seems to be a general receptiveness in Congress 
to clarify the dichotomy under a "safe harbor" approach, which would co
exist with the flexible control test. But political harmony is shattered once 
the compliance problem is introduced under the guise of a proposed with
holding provision. This author believes the compliance problem is of such 
a magnitude that it sould be addressed in separate legislation, and, 
therefore, supports S.8 which does not contain such a provision. The 
broad tax evasion question should not be confused with the underlying 
definitional issue clarification of the status question between employees 
and independent contractors. 
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OWNERSHIP TESTS FOR FAMILY PARTNERSHIPS 
UNDER IRC §704 (e) (1) 

David Williams II 

INTRODUCTION 

In order to qualify as a "Family Partnership", adherance to IRC 
§704(e) (1) is necessary. While §704(e) (1) of the Code states that a person 
shall be recognized as a partner for income tax purposes " .. .if he owns a 
capital interest in a partnership ... ", it fails to establish any rules or tests 
for determining whether a donee partner owns a capital interest. One must 
look to Treas. Reg. §1.704(e)(2), entitled Basic Tests as to Ownership, to 
review the tests to determine whether a donee partner actually owns a 
capital interest. ' 

THE REGULATION 

Subdivision (i) of Treas. Reg. 1. 704-1 (e) (2) states: 

Whether an alleged partner who is a donee of a capital interest 
in a partnership is the real owner of such capital interest, and 
whether the donee has dominion and control over such 
interest, must be ascertained from all the facts and circums
tances of the particular case ... Some of the more important 
factors to be conside.red in determining whether the donee has 
acquired ownership of the capital interest in a partnership are 
indicated in subdivisions (ii) to (x), inclusive, of this sub
paragraph. 

Although there is no mechanical or formal test, these nine factors I serve 
as a good indication of ownership of a capital interest. A close look at these 
factors is certainly in order to understand family partnerships. 

1. RETAINED CONTROLS 

The first factor to be dealt with is that of retained controls. The regula
tion restates the rule o,f Helvering v. Clifford/ that so many controls may 
have been retained by the donor as to justify treating the donor as the 
owner of the transferred interest. If the donor has retained too many con
trols over the property purportedly transferred, he may "be treated as 
remaining the substantial owner of the interest." 3 The regulation list four 
controls that are of particular significance. It is noted that the presence of 
some of the listed controls will not necessarily negate real ownership in the 
donee. But such controls will be looked upon as negative factors which 
along with other facts and circumstances may prove that the donee is not a 
real owner. 

In Driscoll v. United States, 4the Tax Court refused to recognize a family 
partnership for tax purposes, stating that if the donor retains control over 
the distribution of partnership income, 5 the Commissioner will likely con
sider that the donor remains the substantial owner of the interest purpor
tedly given away. The regulation specifies that the adverse implications of 
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nondistribution of partnership income will not apply to any amounts 
retained within the partnership annually with the consent of the partners, 
for the reasonable needs of the business. It also allows that if the partner
ship agreement provides for a managing partner or partners, " ... then 
amounts of income may be retained in the partnership without the 
acquiescence of all partners if such amounts are retained for the reasona
ble needs of the business." In drafting a family partnership agreement, it 
would be highly desirable to specify these things. In order to obtain a 
greater chance of being recognized as a family partnership for tax pur
poses, the agreement should provide for distribution of income as soon as 
possible after the close of the taxable year, and in the absence of a manag
ing partner, the partnership agreement should require the consent of all 
partners to the accumulation and distribution of earnings in the partner
ship. 

The second control is stated in Treas. Reg. §1. 704-1 (e)(2)(ii)(b), 
which states that a limitation on the right of the donee " ... to liquidate or 
sell his interest in the partnership at his discretion without financial detri
ment" will be regarded as a significant retention of control by the donor. 
Restrictions on the ability of a partner to transfer his partnership interest 
or to cause a liquidation are commonplace, therefore the part of this fac
tor/control which must be closely considered is the phrase "without finan
cial detriment." It seems that a provision of the buy-sell agreement of the 
family partnership, which requires the partner disposing of his interest to 
first offer it to the partnership or other partners at a price equal to that 
stated in a bona fide offer received from a third party, would be allowed. 
On the other hand, a provision giving the partnership the right to purchase 
a partner's interest for a set figure which bears no relation to actual value, 
could result in a financial detriment to the withdrawing partner and would 
be a factor against real ownership in the donee. 

A retention of control over essential assets6is another dangerous area. 
This goes to retention by the donor of assets essential to the business of 
the partnership. In United States v. Ramos/ the court found no family 
partnership existed, and one of its primary reasons for doing so was the 
failure of the donor partners to transfer the title of the ranch to the 
partnership. The court held that the donees had contributed no capital to 
the partnership and, hence, could not be recognized as partners.· Also a 
family partnership was disallowed in Ketter v. Commissioner,Bwhere a CPA 
created eight trusts to which he assigned undivided interest in his account
ing work-in-process, as well as the employment contracts of his 
employees. The CPA did not, however, give up control over his clients, 
assigning only the right to perform the services which he had already con
tracted to perform. The court found that the partnership was not the real 
owner of the assets transferred, relying on the accountant's control over 
his client list which the court considered an "essential asset." 

The final retained control that may cast doubt on tax recognition of the 
family partnership is the retention of management powers " ... inconsis
tent with normal relationships among partners." 9Th is provision is related 
to, and must be read in conjunction with the liquidation limitation factor. 
Retention of voting or management control by the donor is acceptable 
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since it is consistent with ordinary business practices. 10The control by the 
donor, must be coupled with a right in the donee to liquidate his interest 
without financial detriment. The donee will not be deemed to have this 
right unless he is both independent of the donor and possessed of such 
maturity and unerstanding of her/his rights as to be capable of exercising 
them. These factual determinations are difficult at best. 

2. INDIRECT CONTROLS 

The second of the nine tests to be considered is that of indirect con
trols. 7 7 The regulations disallow retaining control indirectly through a 
related entity controlled by the donor. A list of vehicles for retaining 
indirect controls is provided by the regulations. Vehicles such as "a separ
ate business organization, estate, trust, individual, or other partnership" 
will be closely reviewed. It is the reality of the donor's retained control that 
is significant, not the form by which such control is exercised. Commis
sioner v. Sunnen.12Since the nature of the real ownership question requires 
analysis of the substance rather the form, the IRS and courts will be 
allowed to look past intervening entities to determine if the donor has 
retained control In Ketter v. Commissioner, 13 a donor exercised dominion 
over transferred assets through his control of income derived by the 
transferee partnership from the donor's sole proprietorship. The court 
finding this retained control, noted that it was irrelevant whether the 
prohibited control was retained directly or indirectly. Also, in Krause v. 
Commissioner, 14 the Tax Court, applying an indirect control concept, held 
that the power to control the flow of income to the partnership through the 
exercise of control over the dividend policy of a corporation, whose stock 
was the partnership's major asset, constituted indirect control by the 
donor. 

3. PARTICIPATION IN MANAGEMENT 

The third test of the regulations, "Participation in Management", 15 
shifts from an emphasis on the donor to an emphasis on the donee. The 
regulation specifically refers to participation by the donee in "major policy 
decisions." The participation referred to "presupposes sufficient maturity 
and experience" to make business decisions. The performance of mere 
ministerial duties or lower level supervisory duties are not sufficient. The 
regulation requires top-level management duties. 

The presence of active participation by the donee in the management 
of the partnership is a strong inicator that the donee is exercising dominion 
and control over his property, but the absence of such participation should 
not necessarily raise an inference of a lack of dominion and control. The 
regulatio·ns recognize that an owner of a capital interest may be willing to 
let others manage his capital as long as it is being managed well. This fact is 
recognized in the case of a limited partnership, but not in the case of a 
general partnership. Although the regulations are particularly concerned 
with what is actually done in the operation of the partnership's affairs, it is 
helpful to have a positive statement in the partnership agreement that the 
donee general partners have the right to participate in the control and 
management of the partnership business. 
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4. INCOME DISTRIBUTION 

Test four of the regulations deals with the distribution of the partner
ship's income. 78 Although a provision in the partnership agreement for 
the distribution of all earnings will strengthen a family partnership recog
nition for tax purposes, the important test will be whether such partner
ship earnings were actually distributed. Distributions referred to in the 
regulations must be "for the sole benefit and use of the donee." Only one 
example of an area of concern is stated in the regulations. The regulations 
state that distributions will not be considered for the sole benefit of the 
donee if the funds are "deposited, loaned, or invested in such manner that 
the donor controls or can control the use and enjoyment of the funds." 
This provision seems to be designed to cover cases where the funds dis
tributed are loaned to the donor or invested in a business controlled by 
him in such a way that, although the funds are held for the donee's 
benefit, the donor has control over the timing of the enjoyment of the 
benefit. Kuney v. United States. 71 

Due to the omission of any reference, in this provision of the regula
tions, pertaining to retentions for the reasonable needs of the business, 
the effect of a distribution followed by a contribution to partnership capital 
of the amount distributed is unclear. One line of reasoning would treat the 
contribution of the distributee! amount as retained earning and a violation 
of the "actual distribution" language. On the other hand, an unfavorable 
inference should not arise from the retention of amounts for the reasona
ble needs of the business as such retention would not be inconsistent with 
true ownership in the donee in light of Treas. Reg. § 1. 704-1 (e) (2) (ii) (a). 
It would seem advisable that. a properly structured family partnership 
should provide for distributions of income in excess of the amount needed 
for the reasonable needs of the business within a short time after the 
income is determined. 

5. CONDUCT OF THE PARTNERSHIP BUSINESS 

Conduct of the partnership business 78 constitutes the fifth test. Unlike 
some of the other tests which dealt with the substance of the donee's 
ownership, this provision deals with the form of that ownership. The inqu
iry is phrased in terms. of "whether the donee is actually treated as a 
partner in the operation of the business." 79The factor of primary impor
tance is whether the donee has been held out publicly as a partner in rela
tions with customers and creditors. Therefore importance is attached to 
such factors as: whether the partnership name indicates the existence of 
the donee as a partner; whether customers are made aware of the donee's 
status as a partner; and whether the donee is treated as a partner by credi
tors through the execution of documents and the submission of financial 
information on the donee partner. Other important factors listed in the 
regulations are: 

1. Compliance with local partnership, fiticious names, and business 
registration statutes. 

2. Control of business bank accounts . 
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3. Recognition of the donee's rights in distributions of partnership 
property and profits. 

4. Recognition of the donee's interest in insurance policies, leases, 
and other business contracts and in litigation affecting business. 

5. The existence of written agreements, records, or memoranda, 
contemporaneous with the taxable year or years concerned, estab
lishing the nature of the partnership agreement and the rights and 
liabilities of the respective partners. 

6. Filing of partnership tax returns as required by law. 

Since these factors are unlikely to be by themselves decisive, strict comp
liance with all the formalistic aspects of a partnership will not assure tax 
recognition of a family partnership. This non-recognition could occur if 
the donor retains excessive control over the distribution of partnership 
income and over the donee's right to dispose freely of his partnership 
interest. On the other hand, failure to comply with some ofthe usual for
malistic procedures will not doom the family partnership if, in all other 
respects, the donee's ownership of the capital interest is intact. Payton v. 
United States20 is an excellent illustration of the non-recognition of a fami
ly partnership based on its failure of almost all the tests stated in the "con
duct of the partnership business" regulations. Also, in Ketter v. Commis
sioner,21 the court concluded that the donor remained the real owner of 
the transferred partnership assets, relying on the partnership's lack of 
compliance with a state's fictitious name statute and on the partnership's 
failure to make its existence known to the public. 

While compliance with formalities alone may not be sufficient to sus
tain partnership status, compliance is extremely important as a practical 
matter. In discussion with Internal Revenue Service agents, it was dis
covered that these factors are the first to be examined by an agent upon 
the audit of the return. If the taxpayer has been careful to comply with all 
the formalities, the agent will be less likely to delve into the difficult issues 
raised by real ownership concept. In contrast, as absence of compliance 
with formalities will likely encourage further examination. 

6. TRUSTEES AS PARTNERS 

Although Hanson v. Birmingham.22 held that a trustee will not be 
recognized as a partner for income tax purposes, the weight of authority 
goes the opposite way. Miller v. Commissioner; Theodore D. Stern; Isaac W. 
Frank Trust of 1927.23 The present regulations clearly recognize that a 
trustee may be recognized as a partner for income tax purposes under the 
principles relating to family partnerships generally.24The inquiry into this 
arrangement provides the sixth test. 

The interposition of a trustee between the donee and the transferred 
partnership interest will not change the basic inquffy,25but it does make it 
more difficult. The regulations provide help by stating guidelines for mak
ing the inquiry. 
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If the trustee is "unrelated to and independent of'' the donor, partici
pates as a partner, and receives distributions of the income distributable to 
the trust, then the trustee will generally be recognized as a real and legal 
owner. This would not be true if the donor has retained controls inconsis
tent with such ownership. Though the regulations require the trustee to be 
"unrelated to and independent of'' the donor, no guidance as to the 
definition of these terms is provided. 

If the donor (grantor) is the trustee, or if the trustee is "amenable to 
the will of the grantor" the regulations require an analysis of additional 
factors, such as: 

1. The provisions of the trust instrument. 

2. 
The provisions of the partnership agreement. 

3. The conduct of the parties. 

Also, the trustee will be recognized as the true owner only if he/she 
"actively represents and protects the interest of the beneficiaries" and 
"does not subordinate such interests to the interests of the grantor." To 
determine this, the IRS and the courts will look at two factors closely: 

1. Whether the trust is recognized as a partner in business dealing. 

2. Whether income in excess of the reasonable needs of the business 
is distributed to the trustee and used or reinvested solely for the 
benefit of the beneficiaries. 

The cases involving donor-trustees focus on the requirement that the 
trustee actively represent the interests of the beneficiaries. The court looks 
to the conduct of the trustee in administering the trust, and if the trustee 
has discharged his duties in the best interest of the beneficiaries, rather 
than the interests of the donor, the trust will be recognized as a partner. 

Despite the special provisions in the regulations relating to trustees as 
partners, the use of this concept in creating a family partnership is essen
tial if the donee is a minor. If an unrelated, independent trustee is named, 
the chances of the donee being recognized as a partner are probably greater 
since the trustee, in discharging his fiduciary duties, is more likely to 
satisfy the portions of the regulations dealing with participation in manage
ment and income distributions. On the other hand, the naming of the 
grantor or a related person as trustee may diminish the chances of success. 
It should be noted, when a donor transfers an interest to a trustee, the 
donor must be concerned with the so-called "grantor trust" rules under 
IRC §§671-679 as well as the family partnership rules. 

7. INTERESTS OF MINOR CHILDREN 

Regulation §1. 704-1 (e)(2)( viii), interests (not held in trust) of minor 
children, deals with the seventh test. The regulation refuses to recognize a 
minor as a partner, for income tax purposes, unless it is shown that the 
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minor is competent to manage his own affairs. In Woodbury v. Commis
sioner,28 the court was convinced the minor had such competence, when 
the evidence showed that the minor had "maturity and experience to be 
treated by disinterested persons as competent to enter business dealings 
and otherwise to conduct his affairs on a basis of equality with adult per
sons ... " If the minor does not possess this competence, the regulation 
requires that a fiduciary be appointed to hold the partnership interest 
transferred to the minor. The fiduciary is duty bound to exercise control of 
the transferred property for the sole benefit of the minor. Also, "judicial 
supervision of the conduct of the fiduciary as is required by law" is 
demanded by the regulation. This makes the fiduciary subject to close 
court supervision and requires them to file periodic accountings. See Spies
man v. Commissioner.21 As can be seen, the inclusion of a minor in a family 
partnership is an open invitation to a dispute over income tax recognition 
of the family partnership, unless the minor is represented by a court 
appointed person, or unless the minor has exceptional maturity. 

8. DONEES AS LIMITED PARTNERS 

Test eight,2B donees as limited partners, covers a critical aspect of fami
ly partnerships. The formation of a limited partnership in a family partner
ship has some advantages. First, it is usually in accordance with the wishes 
of the donor, since it insures that any estate accumulated outside of the 
partnership for the benefit of the children will not be subject to claims by 
creditors of the partnership. Also, in tax planning, the limited family 
partnership avoids some of the hazards of the general family partnership. 
The factors in the regulations dealing with participation in management, 
and some of those dealing with the conduct of the partnership business, 
may not apply to a limited partner. The regulations provide: 

The absence of services and participation in management by a 
donee in a limited partnership is immaterial if the limited 
partnership meets all the other requirements described in this 
paragraph. 

Under ULP A §7, a limited partner who takes part in the control of the 
business loses his protection from liability to partnership creditors. 

A family limited partnership can be denied income tax recognition if 
the partnership fails to qualify as a limited partnership under the Uniform 
Limited Partnership Act. 29 Section 10 of Uniform Limited Partnership 
Act requires that the partnership: 

1. Have the partnership books kept at the principal place of the 
partnership, and at all times to inspect and copy any of them. 

2. Have on demand true and full information of all things affecting 
the partnership, and a formal account of all partnership affairs 
whenever circumstances render it just and reasonable. 

3. Have dissolution and winding up by decree of court. 

Also, the family limited partnership will be denied income tax recognition 
if the partnership substantially restricts the rights of a limited partner to 

23 

1.' 
i.l 



MICHIGAN TAX LAW JOURNAL 

transfer or liquidate his interest. Cited examples of substutial restrictions 
are if the interest of the limited partner is not assignable "in a real sense" 
or in which the interest must be left in the business for a long term of 
years. 

9. MOTIVE 

The final test mentioned in the regulations is one pertammg to 
motive. 30 Although the regulations treat motive as being immaterial if the 
real ownership of the donee is satisfactorily established, it must be stated 
that the presence or absence of a tax avoidance motive is one of the many 
factors to be considered in determining the reality of the ownership of a 
capital interest. If the purpose of creating the family partnership is to tie 
the children into the business, with the hope that they will enter the busi
ness when they become older, this purpose or motive seemingly would 
pass the test. To insure a positive reading of your purpose or motive, it 
should be stated in the recitals at the outset of the partnership agreement. 
In Hornback v. United States,Jl a family partnership was denied partly 
because of the presence of a tax avoidance motive. 

ADDITIONAL PITFALLS 

Although this paper really only scratches the surface of the concept of 
family partnership, the above are basic tests set down by the regulations. 
Some additional problems and rules that pertain to this subject are: 

1. Creation of family partnerships by indirect gifts. 

2. Follow-through in operation. 

3. Reallocation of income attributable to capital of donor and 
donees. 

4. Reallocation of income to donor for compensation. 

5. Purchaser's interest. 

These things are by no means unimportant, but the scope of this paper 
does not permit a complete review of all family partnership matters. 

CONCLUSION 

In tax planning, the use of the family partnership can be a valuable and 
effective tax saving device. By utilizing the limited partnership, the donor 
can retain control over the management of the business while owning only 
a small percentage of the partnership. By having their minor children ·as 
limited partners, taxable income that would normally flow to the donor
general partner-parents, will flow to the minors. This income will be taxed 
at a lower rate, if at all, thus resulting in a tax savings to the donor-parent 
as well as the family unit. In order to take advantage of this excellent con
cept, the above discussed tests are critical. Adherance to them will greatly 
enhance the taxpayer's chance of qualifying as a "Family Partnership". 
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NOTES 

1. The factors are retained controls, indirect controls, participation in 
management, income distributions, conduct of partnership business, 
trustees as partners, interests of minor children, donees as limited 
partners, and motive. 

2. 309 U.S. 331 (1940) 
3. Treas. Reg. 1.704-1 (e)(2) (ii) 
4. 69-2 U.S.T.C. 9536 (1969) 
5. Treas. Reg. 1.704-1 (e)(2) (ii)(a) 
6. Treas. Reg. 1.704-1 (e) (2)(ii)(c) 
7. 393 F.2d 618 (9th Cir. 1968) 
8. 70 T.C. 63 (1978) 
9. Treas. Reg. 1.704-1 (e)(2) (ii)(d) 

10. Managing partners or general partners 
11. Treas. Reg. 1. 704-1 (e) (2) (iii) 
12. 333 U.S. 591 (1948) 
13. 70 T.C. no. 63 (1978) 
14. 57 T.C. 890 (1976) 
15. Treas. Reg. 1.704-1 (e)(2) (iv) 
16. Treas. Reg. 1.704-1 (e) (2)( v) 
17. 448 F.2d 22 (9th Cir 1971) 
18. Treas. Reg. 1.704-1 (e)(2) (vi) 
19. Treas. Reg. 1.704-1 (e)(2)(vi) 
20. 425 F.2d 1324 (5th Cir. 1970) 
21. 70 T.C. no. 63 (1978) 
22. 29 F.Supp. 33 (ND Ia., 1950) 
23. 203 F.2d 350 (6th Cir. 1953); 15 T.C. 521 (1950); 44 B.T.A. 394 

(19410 
24. Treas. Reg. 1.704-1 (e)(2)( vii) 
25. Has the donor transferred sufficient incidents of ownership to make 

the transferee the real owner? 
26. 49 T.C. 18 (1967) 
27. 28 T.C. 557 (1957) 
28. Treas. Reg. 1.704-1 (e)(2) (ix) 
29. State law where the Uniform Partnership Act is not applicable. 
30. Treas. Reg. 1.704-1 (e)(2)(x) 
31. 69-1 T.C. 93777 (W.D. Mo. 1969) 
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FORGIVENESS OF DEBT BY SHAREHOLDERS 
Diane Otto 

A battle is currently being waged between the Internal Revenue Ser
vice and the federal district courts concerning the application of the tax 
benefit rule to forgiveness of corporate indebtedness by the corporation's 
shareholder/officers. The tax benefit rule is defined as "the recovery of an 
item previously deducted in includible income in the year of recovery 
except to the extent the previous deduction did not result in any tax 
benefit to the taxpayer." 1 The IRS persists in applying this rule when 
indebtedness is forgiven. The federal courts continue to reverse these 
decisions. 

The IRS relies on past decisions in its favor: May Minerals v. C.I.R.2 
and Melvering v. Jane Molding Corp.,3to assess deficiencies from corpora
tions who fail to pay income tax when a shareholder forgives the corpora
tion an indebtedness. 

In Jane Molding Corp., the sole shareholder of a corporation loaned 
money to the corporation on which loan the corporation accrued and 
deducted interest. The shareholder subsequently forgave the corporation 
the interest debt. The tax court found for the corporation against the Com
missioner's argument that the corporation realized income on the can
cellation of the indebtedness. The federal district court reversed, finding 
that the cancellation was not gratuitous and, therefore, resulted in income 
to the corporation .. 

In Mayfair Minerals, the taxpayer was a utility company which accrued 
and deducted amounts representing refunds due its customers. The com
pany's liability to make the refunds was subsequently cancelled. The Com
missioner determined that under the tax benefit rule, the previously 
deducted amounts had to be restored to taxpayer's income in the year the 
debt was cancelled. The federal court agreed: 

"When an accrual basis taxpayer accrues an expense and 
offsets it against taxable income, and subsequently the expense 
is not paid, the amount of the prior deduction must be restored 
to income in the year the liability is extinguished. Rothensies v. 
Electric Storage Battery Co., 1946, 329 U.S. 296. Taxpayer, hav
ing received the prior tax benefits from the accrued deductions, 
realized income in 1961. Bear Manufacturing v. United States, 
(7th Cir. 1970), 430 F.2d 152, cert. denied, 400 U.S. 1021." 

Leading the way for the opposition is a Fifth Circuit case, Putoma Cor
poration v. Commissioner, 4 Hunt, the majority shareholder treasurer and a 
director of Putoma Corporation, received a salary for his services which 
was accrued on the corporate books but never paid. In 1970, Hunt forgave 
the accrued indebtedness owed to him by the corporation. Neither the cor
poration no Hunt included the item on the 1970 tax returns. 

The Commissioner determined that the cancellation of the previously 
deducted liability gave rise to taxable income to the corporation under the 
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tax benefit rule. In the alternative, the Commissioner argued that the 
amount of the cancelled accrued interest was includible in Hunt's gross 
income. 

The Tax Court applied Helvering v. American Dental Co.5 in holding 
that in the case of a gratuitous cancellation of a corporate debt that is owed 
to one of its shareholders, the tax benefit rule does not apply. 

The Commissioner's argument before the federal district court con
strued this to be a classic situation for application of the tax benefit rule. 
Since the federal scheme of income taxation is founded on the system of 
annual accounting, each taxable year is a separate unit. Under the tax 
benefit rule, amounts deducted in one year but recovered in a later year 
must be restored to the taxpayer's income in the year of recovery. This 
taxpayer corporation accrued and deducted the liability over a period of 
years and later recovered the amount through cancellation - clearly a tax 
benefit to the corporation resulted. 

The Commissioner distinguished American Dental because that opi
nion centered on the fact that the forgiveness was a gift to the corporation. 
In that case the court did not deal with the application of the tax benefit 
rule. 

The commissioner cited Alice Phelan Sullivan Corporation v. United 
States, Bwhich stated in dicta that the "principle is well ingrained in our tax 
law that the return or recovery of property that was once the subject of an 
income tax deduction musf be treated as income in the year of its recov
ery." 

The Puioma Corp. argued that the forgiveness of the inebtedness by 
the shareholder was gratuitous and constituted a contribution to the capital 
of the corporation and, therefore, under IRC §§102 and 118, is excluded 
from both the corporation's and the taxpayer's gross income. 

The federal district court affirmed the Tax Court's decision that held 
this to be a contribution to the capital of the corporation and subsequently 
not taxable to either the corporation or the shareholder. The court dis
tinguished this case from the others cited by the Commissioner as exam
ples of application of the tax benefit rule because they did not involve con
tributions to capital. The court cited IRC §102 wherein gifts are excluded 
from gross income and §118 which states that contributions to the capital 
of a corporation are not included in gross income. The court held that 
these sections caused the subject amounts to be excluded from both the 
corporation's and the shareholder's gross incomes and reminded the 
Commissioner that the tax benefit rule is judicially created and cannot take 
precedence over the applicable IRC sections of the Code. 

The court distinguished Mayfair Minerals relied on by the Commis
sioner because it did not involve a gift or a contribution to capital within 
the meaning of the Code. 

The court then cited several cases holding contra to Mayfair Minerals 
which it felt to be controlling; He!vering v. American Dental, supra, which 
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involved the creditors of a corporate taxpayer who forgave certain debts 
owed to them by the corporation, including accrued interest which the tax
payer had previously deducted. The Commissioner determined that these 
cancellations of indebtedness resulted in the realization of taxable income. 
The taxpayer, on the other hand, claimed the transactions were gifts and, 
therefore, not taxable. The Supreme Court held that these cancellations 
constituted gifts by the shareholder to the corporation were non-taxable. 
In Putoma, the Fifth Circuit followed American Dental as dispositive. 

The court also cited Commissioner of Internal Revenue v. Auto Strop 
Safety Razor Co., Jnc.,Bwherein it was held that "if a shareholder in a cor
poration which is indebted to him, gratuitously forgives the debt, the tran
saction amounts to a contribution to the capital of the corporation" which, 
under IRC §118 renders it non-taxable; and Carroll-McCreary v. Commis
sioner,9 which held that the cancellation by an officer-shareholder of sal
aries owed to them by an accrual basis corporation and deducted by it in 
prior years was a contribution to its capital by the officer-shareholder and 
was not income to the corporation in a subsequent year when the debt was 
cancelled. 

'~We adhere to our decision in the A uta Strop case and hold that under 
the Regulations, the petitioner at bar realized no income from the gra
tuitous cancellation of the debts for the unpaid salaries owing to its officer
shareholders." The court felt that it was "evident from these findings that 
Hunt intended to contribute to the capital of the corporation by making a 
gift to them of the cancelled debt; that the dominant reason for his doing 
so was to improve their financial condition; that the cancellation was 
voluntary, gratuitous and without consideration ... " The court found that 
Hunt had made a gift to the corporation within the meaning ofiRC §102 
by contributing to their capital within the meaning of IRC §118. 
Therefore, the tax benefit rule did not apply and was superceded by the 
applicable Code sections. 

The Treasury Regulations uphold this result. At 1.61-12, the regula
tions state that the tax benefit rule applies where the forgiven debt was an 
item that the debtor had accrued and deducted unless the cancellation is 
gratuitous. The regulations further say that if a shareholder in a corpora
tion which is indebted to him gratuitously forgives the debt, the transac
tion amounts to a contribution for the creditor to prove that he acted gra
tuitously. He is required to show that he intended to make a gift rather 
than get the best price he could for his claim. 

The battle lines appear to be drawn with the IRS, and the Jane Molding 
and Mayfair Minerals cases on one side and the federal courts, including 
the Supreme Court's decision in American Dental, on the other. One side 
contends that taxable income results from the forgiveness of a debt owed 
by the corporation to a shareholder while the other holds these cancella
tions to be gratuitous contributions to the corporation's capital. Which 
side will win will be litigated shortly in the U.S. District Court for the 
Eastern District of Michigan where a case on similar facts is currently 
pending. 10 In this case the officer-shareholders forgave the corporation 
the salaries owed to them which had been accrued and deducted but never 
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paid. The IRS has alleged a deficiency for the year in which the cancella
tion occurred and has ordered the corporation to pay up. The IRS agent 
found the corporation to be owing in the amount of the forgiveness, citing 
Jane Molding Corp. Further, he felt that the forgiveness could not be con
strued as gratuitous because of the value of the outstanding stock, owned 
50150 by the subject officer-shareholders, would increase and thereby 
benefit these shareholders. 

The corporation cites Carro!l-McCreary, supra, which stated that a can
cellation of a corporate debt by a shareholder is gratuitous simply because 
"no consideration is paid by the corporation for release of the debt." Jane 
Molding Corp., it is argued, can be distinguished on the facts because the 
transaction there was between the corporation and its sole shareholder 
which deduction would be disallowed under IRC §267 (a) (2). Since the 
IRS agent concluded that §267 is not applicable, the corporation feels it 
can only assume that the case and revenue ruling cited by the agent under 
that Code section is also applicable. 

Whether the Michigan federal district court will side with the IRS and 
find this forgiveness of debt to constitute taxable income or hold with the 
majority of the other federal district courts and find it to be a gratuitous 
contribution to the corporation's capital remains to be seen. But whichever 
side wins this case, the controversy appears to be far from resolved. 

NOTES 

1. 34Am Jr.2d, Federal Taxation P. 5251, p. 217, 1978 

2. 456 F.2d 622 (C.A. 5, 1972) 

3. 109 F.2d 933 (1940) 

4. 44 AFTR2d 79-5576, 601 F.2d 734 

5. 318 U.S. 322 (1943) 

6. 381 F.2d 399 (1967) 

7. 318 U.S. 322 (1943) 

8. 74 F.2d 226 (14 AFTR 828) (2 Cir. 1934) 

9. 124 F.2d 303 (28 AFTR 645) (2 Cir. 1941) 
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CASE DIGESTS 

PROPERTY TAX- VALUATION OF REAL PROPERTY 

Where real property is subject to a long-term lease which currently pro
vides less than normal market rent, such property is to be assessed on a 
value predicated on the actual level of income the property provides as 
opposed to a value determined by considering the income the property is 
capable of producing. 

CAF Investment Company v. Saginaw Township, 410 Mich 428, 302 
N.W. 2d 164, Docket Nos. 60744, 60745, Argued January 11, 1979 
(Calendar No. 3) - Decided February 24, 1981. 

FACTS: 

Petitioner, Saginaw Township, appeals from a reversal by the Michigan 
Court of Appeals of a Tax Tribunal decision to predicate the value of the 
property in question on the capitalization of income method of appraisal, 
which looks to the amount of income a given piece of property is capable 
of producing by using similarly situated property as a standard of 
reference. This case has previously been before the Michigan Supreme 
Court in 1974 at which time the court remanded to the Tax Tribunal with 
instructions "not to ignore" the actual income under the long-term lease 
as a basis for calculating the assessment. Petitioner argues that projected 
income, as reflected by the capitalization of actual income received under 
the long-term lease, does not reflect the true cash value of the entire pro
perty. 

HELD: 

1) That the Tax Tribunal is guilty of clear error oflaw in embarking 
upon a legal analysis of a question that was clearly presented to and 
decided by the Michigan Supreme Court on prior appeal; a11d 2) That true 
cash value of a piece of property, so encumbered by a long-term lease, 
must equal the fair market value of the property to the owner, for the 
touchstone of uniform assessment is the true cash value or usual selling 
price of the property. Assessment decisions must recognize limitations or 
restrictions which have a bearing on the selling price of the property. Par
cels of real property may have simil<!r physical characteristics, but 
differences in economic factors will determine their usual selling price. 
Properties encumbered by different lease terms, zoning restrictions, or 
deed restrictions, although physically similar, would not have the same 
cash value on the open market. It would be incongruous, indeed violative 
of the rule of uniformity, to assess two parcels of real property the same 
despite the fact that the usual selling prices are different. There is no viola
tion of the requirements of uniformity or due process in an assessment 
premised on true cash value as defined by the Court. . . . Accordingly, 
the Court directed the Tax Tribunal to enter a final order in accordance 
with appraisal figures based on the actual income of the property. 
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It should be noted that the holding in this case may be limited to a fac
tual situation in which the property in question is encumbered by a long
term lease, as the Court notes that in other cases there may well be other 
circumstances or considerations that necessarily require adjustments to 
the projected actual income figure to arrive at an accurate true cash valua
tion. It should also be noted that the holding in this case is a major change 
in fundamental appraisal practice and will almost certainly spawn further 
litigation. 

INCOME TAX- NET OPERATING LOSS CARRYOVERS 

Net operating losses claimed on a consolidated income tax return, with 
respect to net operating losses sustained by the subsidiary in years prior to 
affiliation with the parent, are allowable only to the extent of income 
generated by the subsidiary in the consolidated return year. 

Wolter Construction Company, Inc. v Commissioner of Internal Revenue, 634 
F2d 1029 (CA 6th Cir., 1980) Docket No. 77-1'677. Decided (11!17/80). 

FACTS: Prior to their affiliation, Wolter Construction Company (tax
payer) and River Hills Golf Club, Inc. were controlled by common 
shareholders, although neither corporation had control over the other. On 
two occasions, in cancellation of indebtedness, River Hill issued treasury 
stock to Wolter. Having become an affiliated group under I.R.C. §1504(a) 
by virtue of taxpayer's acquisition of 80% of River Hills' common stock, 
taxpayer and River Hills filed consolidated income tax returns for 1970 
and 1971. On these returns, deductions totaling $125,255.43 were claimed 
for net operating losses incurred by River Hills prior to affiliation. After an 
audit, the Commissioner of Internal Revenue determined that the car
ryover of River Hills' net operating losses was limited to the income pro
duced by River Hills during the consolidated return years. Since River 
Hills had no income in these years, the Commissioner disallowed in full 
the net operating loss deduction claimed on the consolidated returns. This 
is in accord with Treas. Reg. §1.1502-21 (c) which states that the amount of 
net operating losses sustained by a member of an affiliated group in a 
separate return ye~r, may be carried forward on a consolidated return only 
to the extent of income generated by the loss sustaining member for the 
taxable year in question. Wolter's principal argument is that the net 
operating loss carryover should be allowed under the "common parent" 
rule ofTreas. Reg. §1.1502-21 (f) (2). This regulation provides that a separ
ate return year for the corporation which is the common parent of the 
affiliated companies for the consolidated return year is not generally 
covered by Treas. Reg. §1.1502-21 (c). Taxpayer asserts that this evidences 
Congressional intent to make the issue of NOL carryovers dependent 
upon the identity of the individuals involved rather than the form of the 
reorganization. It follows that River Hills' NOL should be allowed since 
both companies were commonly controlled when the losses occurred. 
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HELD: The Commissioner's determination is Affirmed. Congress has 
expressly delegated to the Treasury the task of prescribing consolidated 
return regulations, so any challenge to those regulations bears a greater 
burden than challenges directed at interpretive regulations. In essence tax
payer argues that the purport of the regulations is to allow the free use of 
loss carryovers when individual shareholders who suffered the losses will 
get the majority of the benefit from the carryover deduction. While a focus 
on the identity of the taxpayer can be viewed as a common thread running 
through the regulations, careful examination reveals that the regulations 
are designed to prevent "trafficking" in loss corporations. The limitation 
via Treas. Reg. §1.1502-21 (c) is designed to discourage an affiliated group 
of corporations from acquiring a loss corporation merely for the NOL car
ryover. The consolidated return regulations thus distinguish between 
affiliation and non-affiliation years. 

The Sixth Circuit said: 

"We do not believe that the common ownership of he 
brother-sister corporations prior to affiliation is substantial 
enough to warrant creation of a judicial exception to Treas. 
Reg. § 1.1502-21 (c). The consolidated return permits disregard 
of many intercompany transactions among the corporate affili
ates. But the members of the affiliated group still retain their 
separate identities and compute their income as if they were 
separate. The loss member, River Hills, remained a separate 
corporation after the consolidation. Taxpayer made a conscious 
decision to restructure the corporate framework, and now is 
foreclosed from enjoying the tax benefits of an alternative 
form. To accept taxpayer's argument would require us to make 
a leap that we are unwilling to take. First, it would require an 
assumption that an exception for commonly controlled brother 
and sister corporations was inadvertently omitted from the con
solidated return regulations. Second, it would require us to 
overrule a legislative regulation which the Treasury promulg
ated under a direct grant of authority from Congress." 

"Even if we were to assume that the instant transaction 
was indistinguishable, as a matter of economic reality from the 
common parent exception, we would not be required to recog
nize a claimed deduction for the carryover of River Hills' net 
operating losses. The propriety of a deduction depends upon 
legislative grace, and not upon general equitable considera
tions, such as a demonstration of effective economic and practi
cal equivalence. Treas. Reg. § 1.1502-21 (c) is a clear expression 
that the instant deduction is limited to the amount of income 
generated by River Hills in the post-affiliation years. Con
spiciously absent from the Code is any clear provision to the 
'contrary. Wolter's arguments that I.R.C. Sections 269, 381 and 
382 impose a congressional intent to allow the instant deduc
tion, are not without force as a matter of tax policy. But again, 
the Commissioner's regulations reasonably fall within the Con
gressional mandate, and the taxpayer has not sustained his 
burden of proving otherwise." 
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INCOME TAX- CONSTITUTIONALITY OF THE STATE'S 
EXEMPTION FROM THE STATUTE OF LIMITATIONS 

The determination of whether the state's exemption from the statute 
of limitation is a deprivation of procedural due process must be decided by 
balancing the seriousness of the deprivation against the government 
interest involved. The determination of whether the state's exemption 
from the statute of limitations is a violation of equal protection is 
depended on the state's classification having a reasonable basis. 

Department of Treasury, Revenue Division v. Sylvia Hart, Executrix of the 
Estate of Mary Konke, a/k/a Marie Konke, 98 Mich. App. 249, No. 44122 
decided (6/16/80). 

FACTS: On September 29, 1965, Mary Konke was declared mentally 
incompetent and admitted to the Northville State Hospital. The order also 
provided that her guardian was to pay the state for her care and mainte
nance. On September 19, 1968, Mary left the facility owing $3,803.00. 
Mary's only assets were her social security benefits which are protected 
from legal process while a person lives, but can be claimed by creditors if 
such funds pass into a probate estate. On February 15, 1977 plaintiff filed a 
claim for $3,803.00 against the estate of Mary Konke for medical setvices 
rendered. The estate contested the claim, arguing that it was barred by a 
six year statute of limitations and that the exception to statutes of limita
tions, MCL 600.5821 (4); MSA 28A.5821 (4), which provides that the 
state's claim for treatment is not barred by any statute of limitations is 
unconstitutional. On August 18, 1977, the Wayne County Probate Court 
held that MCL 600.5821 (4); MSA 28A.5821 (4), violated the due process 
and equal protection clauses of the United States and Michigan Constitu
tions. On January 12, 1979, the decision was affirmed by the Wayne Coun
ty Circuit Court. Plaintiff then appealed as of right. 

HELD: The legislature has the power to exempt the state from the 
operation of statutes of limitations: 

J 
1) the court agreed that in come circumstances governmental delay 

in asserting its claim could so prejudice a defendant as to deprive her of a 
fair hearing, thereby violating her procedural due process. But since the 
state is required to provide medical services for mentally incompetent per
sons regardless of their ability to pay for such services and the fact that the 
individual is financially liable for services, the state has an interest in pro
tecting its revenue by collecting from individuals who receive institutional 
care while indigent, but who later obtain assets. The court, after balancing 
these two interests, declared that MCL 600.5821 (4); MSA 28A.5821 (4), 
does not violate the due process clauses of either the United States or 
Michigan Constit1.1tions. 

2) the court determined that the defendant had failed to demonstrate 
that the classification made by the state lacked a reasonable basis. The 
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court concluded that the state, by way of statute, had effectively separated 
debtors into two classes; debtors of private institutions and debtors of state 
institutions. But since private institutions are not required to accept 
indigent patients and public institutions must, there is a reasonable basis 
for the classification. Since a reasonable relationship exists between the 
classifications in the statute and the legitimate state interest protected, 
MCL 600.5821 (4); MSA 28A.5821 (4) does not violate the Equal Protec
tion clause of either the United States or Michigan Constitutions. 

INCOME TAX-CONSTRUCTIVE DIVIDEND 

Transfer of assets from one corporation to another corporation owned 
by the same shareholders was a constructive dividend and not a loan. 

Wilko/, eta!. v. Commissioner of Internal Revenue, 636 F.2d 1139, (6th 
Cir.) No. 79-1217 decided 1/15/81. 

FACTS: Petitioner taxpayer appeals from a decision by the tax court 
which held that the transfer of $400,000 from one corporation to another 
corporation, which was experiencing mechanical, operational, and 
economic difficulties, owned by the same two shareholders was a con
structive dividend to the taxpayers. The sole issue is whether there were 
enough characteristics of indebtedness to classify the transfer as a loan 
rather than as a constructive dividend. 

HELD: PER CURIAM. The transfer of assets from one corporation to 
another was a constructive dividend. The court affirmed the tax court's 
holding that there were not enough characteristics of indebtedness to view 
the transfer as a loan. There was no promissory note, no unconditional 
promise to pay, no fixed maturity date, no fixed schedule for payment or 
interest, no pledge of collateral, no security agreement, nor any establish
ment of a sinking fund. The court also considered the facts that petitioner 
had control of both corporations and that the debtor corporation was 
incapable of repaying the transfer because ofits deficit position and opera
tional losses. 

EST ATE TAX-STATUTE OF LIMITATIONS 

A second claim for a refund of estate taxes paid., asserting the same 
grounds as the first claim, does not extend the two-year period in which a 
suit must be filed. 

Union Commerce Bank v. United States of America, ____ F.2d 
___ , (6th Cir.) No. 79-3414 filed 1/22/81. 
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FACTS: Petitioner appeals from a Federal District Court decision deny
ing petitioner's claim based on a statute of limitations theory. The sole 
issue is whether a second claim for a refund asserting the same grounds as 
the first claim may extend the two year period in which a suit must be filed. 

HELD: PER CURIAM. Regardless of any IRS assurances to the con
trary, it is well established that a second claim for a refund asserting the 
same grounds as the first claim does not extend the two year period in 
which a suit must be filed. 
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LEGISLATIVE DEVELOPMENTS 
REPORT ON PENDING LEGISLATION 

4/28/81 THROUGH 7/31/81 

Act/Bill No. 
and Date Explanation 

P.A. #16 Increases the interest rate for late tax payments 
4/28/81 under this Act to 1% per month on the amount 

of the tax due. Extends expiration date of Act 
from May 1, 1981 to May 1, 1982. 

H.B. #4631 Allows a taxpayer, when computing taxable 
4/30/81 income, to deduct sub fund benefits which were 

repaid to the employer when a trade readjust-
ment allowance was received. 

S.B. #268 Allows a taxpayer to deduct 80% of the cost of 
5/5/81 health care insurance premiums paid by the tax-

payer or the taxpayer's employer, when com put-
ing taxable income. 

S.B. #269 Allows a taxpayer to deduct accident and health 
5/5/81 insurance premiums paid by the taxpayer and 

the costs of dental and optometric care, if not 
paid by a health plan financed by the taxpayer's 
employer. 

S.B. #270 Exempts the value of water erosion control 
5/5/81 structures on property affected by inland lakes 

or connecting waters of same, from taxation. 

S.B. #271 Provides for taxpayers to be eligible for a tax 
5/5/81 credit equal to 45% of the wages paid to new 

employees. 

S.B. #291 Exempts sales of motor vehicles to an organized 
5113/81 church or home of religious worship from the 

sales tax under this Act. 

S.B. #295 Exempts payments made to a person 60 years of 
5113/81 age or over who is acting as a foster grandparent 

under the Foster Grandparent Program from the 
definition of "income" for purpose of this Act. 

S.B. #315 Provides revisions in deductions for military 
5/26/81 compensation when computing state income tax 

liability. (Retains deduction for military pension 
payments) Effective for tax years commencing 
after December 31, 1981. 

H.B. #4808 Payments to state and federal unemployment 
6/5/81 compensation funds, and payments, including 

self-insurance, for workers' disability compensa-
tion insurance, are excluded from the definition 
of "compensation" for purposes of this Act. 
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Act/Bill No. 
and Date 

P.A. #60 
6/8/81 

H.B. #4831 
6/11/81 

H.B. #4865 
6!17/81 

S.B. #360 
6/17/81 

S.B #362 
6/17/81 

H.B. #4887 
6/24/8I 

H.B. #4888 
6/24/81 

H.B. #4903 
6/30/81 

Explanation 

Provides for City of Detroit to raise resident 
income taxes from 2% to 3% and non-resident 
taxes from 1/2 of 1% to 1 1/2%, if certain 
specified conditions are met. Tax increase must 
be approved by the electors of the City. Requires 
the City to make a commitment to purchase up 
to $125,000,000.00 in bonds under the Fiscal 
Stabilization Act, and to obtain employee wage 
and salary concessions sufficient to balance the 
City budget by June 15, 1982. 

Allows a taxpayer to deduct interest earned on a 
savings account when computing taxable 
income (up to $1,000.00) under this Act. 

Provides that personal and other exemptions 
under this Act be adjusted annually by the 
average annual percentage increase or decrease 
in the implicit price deflator for gross national 
product, as reported by the Bureau of Economic 
Analysis, U.S. Dept. of Commerce, and the for
mula for computing the new exemption for the 
current tax year. (It will take a C.P.A. to unders
tand it!!) 

In determining compensation paid or accrued on 
or after Oct. 1, 1982, compensation shall not 
include payments to state and federal unemploy
ment compensation funds or payments (includ
ing self-insurance) for worker's compensation 
insurance. 

Provides for taxpayers to claim tax credits for 
contributions to public elementary and second
ary schools in this state for extra·curricular 
activities, as defined. 

Increases the basic personal exemption allowed 
under this Act from $1,500.00 to $1,700.00. 
Also increases the maximum allowable property 
tax credit, etc. 

Allows independent insurance agents to deduct 
direct billed commissions received from 
domestic insurance companies, when computing 
Single Business Tax liability. 

Excludes unemployment and worker's compen
sation payments from the determination of a 
taxpayer's tax base for purposes of this Act. 
Changes tax rate and provides for adjustment in 
same to reflect changes in income tax rates. 
Expands eligibility for tax credits allowed under 
this Act and increases the maximum allowable 
credits. Provides, for 1981 only, a tax credit for 
20% of property taxes paid on agricultural or 
residential property owned by the taxpayer, etc. 
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Act/Bill No. 
and Date 

H.B. #4942 
7/1181 

S.B. #376 
7/1/81 

Explanation 

Provides formula by which employers may claim 
a tax credit for a portion of the compensation 
paid to new employees, as defined. Effective for 
tax years beginning on or after Jan. 1, 1982. 

Requires the Revenue Division to refund to a 
taxpayer, the amount of overpayment penalties 
and interest as determined by the Tax Tribunal 
or Court of Claims before appealing to the Court 
of Appeals. (Applied to sales tax appeals). 




