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TAXATION SECTION 

STATE MICHIGAN 

November 15, 1993 

Dear Taxation Section Members: 

I was recently invited, together with the Chairpersons 
of the other State Bar Sections and Committees, to attend 
a meeting regarding the history and current status of State 
Bar activity related to proposed or suggested legislation, 
and specifically the use of professional lobbyists to 
assist the Bar's efforts in these matters. 

The state Bar has often played an active role in 
addressing necessary or pending legislation. The Bar has 
addressed numerous matters, some involving constitutional 
rights or issues,some involving changes necessary for the 
common good, and some for the protection of the legal 
profession itself. The recent repeal of the Michigan 
Inheritance Tax, which was accomplished largely through a 
joint effort of the Taxation and Probate Sections, was 
greatly assisted by the State Bar lobbyist and his 
knowledge of the legislative process. 

At one time these lobbying efforts were a regular part 
of the State Bar budget. In 1990, the Supreme Court of the 
United States held, in Keller v State Bar of California, 
495 u.s. 1; (1990) that mandatory dues could not be 
utilized to carry on ideological activities not germane to 
the regulation of the legal profession or the improvement 
of the quality of legal services. In" response to this 
ruling, the State Bar switched to a voluntary payment 
system. In the first two years of the voluntary program, 
76% and 78% of the attorneys voluntarily contributed to the 
State Bar lobbying efforts. In 1992, the percentage dropped 
to 52%. Concerned with the notion that the remaining 
voluntary contributors may not truly represent a majority 
of the members of the State Bar (and the related Freedom of 
Association Constitutional issues) the State Bar 
Representative Assembly approached the Michigan Supreme 
court, and that court issued Administrative Order 1993-5 
which, in effect, prohibited the Bar from most lobbying 
efforts except where related to the regulation of the 
profession, the functioning of the courts, and increasing 
the availability of legal services to the public. 
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While at first glance, the elimination of one 
organization's lobbying efforts does not seem like a 
cdisaster (some may even look upon it as a benefit) it does 
nonetheless seem inappropriate that the one professional 
organization best suited to work not only with the legal 
system itself but with the law making process, is no longer 
able to participate in that process, whether it be to 
address constitutional or general legal issues related to 
new legislation or whether it be to defend itself from laws 
(such as the potential sales tax on legal services) which 
may be harmful to the legal profession as a whole. 

Some have suggested that lobbying efforts are not 
necessary and that individual sections may take their 
causes directly to the legislators. While this is, in 
theory, true, our recent experience with the Michigan 
Inheritance Tax in 1992 and then again in 1993, helped to 
illustrate the difficulty of dealing with,and the highly 
political nature of the legislative arena. This is a major 
problem in and of itself which I will not address here. 

Some suggested a separate, independent Bar 
organization with membership on a purely voluntary basis 
that could address Michigan legal issues. Another 
suggestion was to have all of the Sections of the Bar 
contribute to a combined fund which could be used to 
support positions of the various Sections before the 
legislature. If this joint effort were undertaken, a system 
would need to be worked out to determine how the combined 
resources would be allocated in any particular year. This 
task was formerly accomplished through the State Bar 
Representative Assembly. 

While Section supported lobbying efforts would satisfy 
the legal issues raised by the Keller cas·e (since most 
Sections have voluntary membership), it still raises 
questions at the Section level as to whether our members 
feel it is appropriate to support such a combined 
legislative lobbying program. Again, I would have looked 
at this issue differently had I not seen first hand, the 
intricacies of the legislative process over the past two 
years. 

At the first Council Meeting of the Taxation Section 
for the 1993-94 year, the Council agreed to send a 
representative to further meet and discuss these issues. 
Meanwhile, it is important to hear from Taxation section 
members as to whether they feel that a portion of our 
budget should be allocated to this potential combined 
effort of the Sections. I am inclined to think that we 
should participate if such a joint effort is organized, but 
I would like to hear from each of you. If you have 
thoughts on the subject, please forward them to me at 600 
Woodbridge Place, Detroit, Michigan 48226 



We are excited about the upcoming 1993-94 year. The 
Taxation Section continues to have one of the most active 
agendas of the various sections, with members able to 
participate in seminars presented either through our ICLE 
After Hours Program or through the informal committee 
meetings. The committee meetingsjseminars continue to be 
an excellent way to not only learn about an individual's 
own specialty, but to get to know the other attorneys who 
practice in that field. We are delighted to be back at 
Mackinac Island for the 7th summer Tax Conference. The 
Seminar will be held at the Mission Point Resort on July 7, 
8, and 9. Make your plans early to attend. As I start my 
year as chair, on behalf of the entire council, I would 
like to thank Roger Cook, Jeff Levine, and the previous 
Chairpersons and Council Members for their leadership and 
support. 

DMM/sp 

Sincerely, 

Q~ 
DENNIS M. MITZEL 

Chairperson 
Taxation Section 

STATE BAR OF MICHIGAN 
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Report of the scheduled for February, 1994 with 

Corporation Committee likely topics to include LLC rulings, 
final partnership regulations, and 

Mark C. Larson, Chairperson specialized small business investment 
Dykema Gossett companies. · 
400 Renaissance Ctr., 35th Floor 
Detroit, Ml 48243-1504 3. Important Developments. 
(313) 568-6790 Hopefully, the IRS will have issued 

1. Chairperson's Message. 
its settlement position with respect to 
the amortization of intangibles for 

The Corporation Committee encour- cases at exam, appeals, or in court by 
ages suggestions for topics or speak- the publication date of this issue. 
ers at its meetings. If you have had Prior asset acquisitions should be 
recent experiences in corporate tax reviewed in light of this position and 
topics, have researched unusual fact the election to apply new IRC § 197 
patterns, have had metaphysical or back to July 25, 1991. 
parapsychological out of body experi-
ences or just have something nasty to 
say about the 1993 Tax Act or its Report of the Employee 
authors, please consider sharing 
them. Benefits Committee 

One interesting point worth shar- Deborah W. Thompson, Chairperson 
ing. The statements made by the Miller, Canfield, Paddock and Stone 

( 
former governor of Arkansas that 150 West Jefferson, Suite 2500 
successful America does not pay its Detroit, Michigan 48266 
fair share of taxes seems very ques- (313} 496-7671 
tionable. Recent statistics released by 

1. Chairperson's Message. the IRS show: 
• The top 5% of individual taxpayers I am pleased to serve as Chairperson 

paid approximately 44% of all the of the Employee Benefits Committee. 
individual income taxes paid in I understand from past chairs that 
1991. (Any guess as to what this volunteerism is alive and well among 
percentage will be after the 1993 the members of the Committee. I 
Act?) sincerely hope that this is true since I 

• This number for the top 5% is up will be calling upon many of you to 
from 1981. serve as authors and/or speakers for 

• The bottom 50% of individual publications and seminars of the 
taxpayers paid approximately 6% State Bar. I look forward to getting to 
of individual income taxes in 1991. know all of you better and working 

Is anyone in Washington awake? with you on Committee activities. 

2. Recent Activities. 2. Recent Activities. 
The Corporation and Partnership The Committee's last meeting was 
Committees held a joint meeting on held on September 30, 1993 at the 
December 3, 1993 in the offices of Amway Grand Plaza Hotel, Grand 
Dykema Gossett. Topics discussed Rapids, Michigan, in conjunction with 
included an update on LLC's and on the State Bar Annual Meeting. Repre-
limited liability partnerships. Presen- sentatives from the Detroit and 

~~' tations on new IRC §197 intangibles Cincinnati offices of the Internal 
Jt 

and on the deferral of gain recogni- Revenue Service updated Committee 
) );: (,~ tion on cancellation of debt on real members on the most recent proce-

l 
estate followed. The next meeting is dures for submitting plans for deter-

5 

.-

. 

~ 



:It 

I 
Reports 
from the 

~' 
I 

Committees Michigan tax Lawyer-4th Quarter 7 993 ') 

:I mination letters and other relevant possibility in mind when drafting a 

I 
topics. IRS speakers attending were: Will, Trust or working on an estate or 
Joe Ciaramitaro, Chief, EP:EO Divi- trust matter. For example, you may 
sion; Janna Skufca, Employee Plans want to include a provision in a Will 
Branch Chief; Larry Burleson, Direc- or Trust that empowers the Personal 
tor, Detroit EP:EO Office; and Joe Representative or Trustee to make 
Harpring, Manager, Determination distributions as quickly as possible. 
Group. In any event, you should be aware of 

this issue when speaking with your 
3. Future Schedule. clients. 
The winter meeting of the Committee In many cases, the Trustee of a 
will be held sometime in January or complex trust accumulates income. 
February of 1994. The topic of the However, the Trustee may want to 
meeting will be: 1994, The Last Year rethink the decision to accumulate 
of the Remedial Amendment Period; income in view of the higher income 
What Do I Do Now? We intend to tax rates and compressed brackets. 

i' structure the meeting as a round Keep in mind that distributions made 
table discussion and hope to have a during the first 65 days of a tax year 
member of the IRS present for ques- are treated as made on the last day of 
tioning. Watch your mail for a date the prior tax year. 
and location. Finally, trusts that accumulate 

I also will need a volunteer to income for college expenses lose favor 
prepare an employee benefits article under the new rate structure. Use of 
for the Michigan Tax Lawyer. The custodial accounts and other alterna-
article will be due on May 15, 1994. tives should be considered. For ex- f~ Volunteers are welcome. ample, if grandparents want to pro-

vide for the education of their 
grandchildren, they may want to 

Report of Estates think about direct payments oftu-

and Trusts Committee ition to the college instead of creating 
a trust. 

Joseph A. Bonventre, Chairperson By the way, please feel free to call 
Clark, Klein & Beaumont or write to me and let me know if you 
1600 First Federal Building would like to hear a particular 
Detroit, Ml 48226-1962 speaker or topic at one of our meet-
(313) 965-8293 ings. My goal is to have speakers and 

1. Chairperson's Message. 
topics which interest our members. 

As you know, the Revenue Reconcilia- 2. Recent Activities. 
tion Act of 1993 increased the income On September 30, 1993, Everett Zack 
tax rates and compressed the brack- (Partner with the Lansing law firm of 
ets for estates and trusts effective for Fraser, Trebilcock, Davis & Foster, 
tax years beginning after 1992. P.C.) spoke to 40 committee members 

In light of these changes, it is on the topic "The Use of Limited 
possible that beneficiaries of estates Liability Companies in Estate Plan-
and trusts may allege breach of ning." Several good questions were 
fiduciary duty against a Personal asked and answered. The meeting 
Representative or Trustee who fails was held in conjunction with the 
to make distributions as quickly as State Bar of Michigan Annual Meet-
possible. This could, of course, result ing in Grand Rapids. Thank you Ev 
in additional taxes being paid by the for an excellent presentation! fj l estate or trust. Please keep this On October 21, 1993, several 
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members of our Committee heard 
Duane Tarnacki (Partner with the 
law firm of Clark, Klein & Beaumont) 
discuss "Private Foundations and 
Charitable Giving- An Update." The 
presentation was interesting and 
informative. Thank you Duane! 

3. Future Schedule. 
On Thursday, January 20, 1994, at 
3:00 p.m. at the Radisson Plaza 
Hotel, Southfield, Michigan, Andrew 
Savel (First Vice President at 
Comerica Bank) will be presenting 
the topic "What's New in Estate and 
Trust Taxation". Andy will discuss 
the estate and trust provisions of the 
Revenue Reconciliation Act of 1993 · 
along with other new developments in 
these areas. 

On Thursday, April 21, 1994 at 
3:00 p.m. at the Radisson Plaza 
Hotel, Southfield, Michigan, William 
Fisher (Partner with Dykema 
Gossett) will be presenting the topic 
"Review of Current Estate Planning 
Techniques". This would be a good 
opportunity for you to make sure you 
are up-to-date on various estate 
planning techniques that may be 
beneficial to you and your clients. 

The Summer Tax Conference will 
be held on July 7 - 9, 1994 at Mission 
Point Resort on Mackinac Island. 
Please mark your calendars and call 
me for a brochure! 

If you plan to attend any of 
these meetings, please contact my 
secretary, Mary Trayner at (313) 
965-8801 so we will reserve 
enough seats for everyone. 

Report of International 
Tax Law Committee 
Richard S. Soble, Chairperson 
Honigman, Miller, Schwartz & Cohn 
2290 First National Bldg. 
Detroit, Ml 48226 
(313) 256-7520 

1. Chairperson's Message. 
The last committee meeting took 
place on November 18, 1993. Brian 
Fisher, who is currently the partner 
in charge of tax practice for the 
Waterloo, Kitchener, Guelph and 
Cambridge, Ontario offices of Peat 
Marwick Thorne (KMPG), and the 
firm's former national director of 
taxation, spoke to the group about 
Canadian-U.S. tax law issues. 

Prior to that, the Committee met 
on September 30 in Grand Rapids, 
and again on October 20 in Troy, to 
hear Steve Uzelac of Miller Canfield 
and Mark Lezotte ofButzel Long talk 
about inbound transactions. Ed 
MacDonald of Chrysler Corporation 
spoke at each of the two meetings 
about the international features of 
the new tax law. 

2. Future Schedule. 
On Wednesday, December 15, 1993, 
at 11:30 a.m., the Committee will 
meet for lunch in Suite 634 of the 
Detroit Athletic Club. Ed MacDonald 
of Chrysler Corporation and John 
Ranke of Price Waterhouse will do a 
year end wrap up of developments in 
international taxation. The cost of the 
lunch will be $25, payable at the door. 

3. Important Developments. 
On November 17, 1993, the House of 
Representatives passed the North 
American Free Trade Agreement 
("NAFTA") by a surprisingly easy 
vote of 234-200. NAFTA is also ex
pected to pass the Senate by a wide 
margin. NAFTA is expected to in
crease trade and investment between 
the United States, Canada and 
Mexico by eliminating trade, invest-

Reports 
from the 
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ment, regulatory and other barriers expected either late this year or early 
between the countries. Most impor- next year. Also on this date, the IRS 
tantly, products traded among the announced that it hopes to issue 
three countries would be subject to a Final Regulations under Section 
schedule of tariff reductions if they 704(c) by the end of 1993. 
meet domestic content and other In Revenue Ruling 93-80, the 
requirements. Service discussed whether the loss on 

abandonment or worthlessness of a 
partnership interest would generate a 

Report of the capital or ordinary loss. The Ruling 

Partnership Committee concludes that loss from the abandon-
ment or worthlessness of a partner-

William E. Sider, Chairperson ship interest will be ordinary if there 
Jaffe, Raitt, Heuer & Weiss, P.C. is neither an actual nor deemed 
One Woodward Avenue, Suite 2400 distribution (such as under Section 
Detroit, Michigan 48226 752(b)) to the partner who claims 
(313) 961-8380 such loss. 

1. Chairperson's Message. 
I would like to thank Gary Schwartz, Report of the Practice who has been Chairperson of the 
Partnership Committee for the past and Procedure 
two years. Gary has done an excellent Committee 
job in this role, and I hope to continue Eric T. Weiss, Chairperson his enthusiasm over the next two Bassey and Selesko P.C. (' years. Our last meeting was held on 1400 American Center 
December 3, 1993, which was a joint 27777 Franklin Road 
meeting with the Corporation Com- Southfield, Michigan 48034-2379 
mittee. Items discussed included (313) 355-5000 
changes by the 1993 Tax Act to 
passive loss rules, cancellation of 1. Chairperson's Message. 
indebtedness with respect to real I would like to thank Tom Mies and 
property business debts and amorti- his predecessor, Steve Feldman, for 
zation of intangibles under Section their outstanding contributions and 
197. I would like to speak to any leadership while serving as chairper-
individuals who have interest in sons of the Tax Practice and Proce-
making presentations at future dure Committee. I appreciate all of 
Committee meetings. the assistance they have provided at 

the start of my term. I hope that our 
2. Future Schedule. membership continues to grow and 
The Partnership Committee will next will be seeking out new members in 
meet sometime in late February or the very near future. If you or anyone 
early March. It is anticipated that at you know would like to be included in 
this time we will be able to (hope- future meetings, please give me a 
fully) discuss an IRS Revenue Ruling call. 
on Michigan's LLC statute. 

2. Future Schedule. 
3. Recent Developments. The next meeting of the Practice and 
On November 8;1993, the IRS an- Procedure Committee will be on 
nounced that it plans to update February 3, 1994 at 2:00 at the 
Revenue Procedure 89-12 specifically Pontchartrain Hotel. This will be the 
to apply to LLC's. This Ruling is annual Internal Revenue Service- ~' 

8 
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State Bar Tax Section liaison meeting Report of the State 
which was started last January. This 
meeting gives tax practitioners and and Local Committee 
IRS personnel an opportunity to meet James H. Novis, Chairperson 
with one another, to resolve prob- Honigman, Miller, Schwartz and Cohn 
lems, improve communications and 2290 First National Bldg. 

I 

I 
generally operate more efficiently. Detroit, Ml 48226 
Last year, the meeting was attended {313) 256-7940 

by high ranking Internal Revenue 
1. Chairperson's Message. personnel from collections, appeals, 

examination, problems resolution and The meeting held on September 30, 
district counsel, just to name a few. I 1993, in conjunction with the annual 
highly recommend your attendance at Bar Association meetings, featured an 
this meeting. excellent panel discussion regarding 

If you have any questions on mat- retrospectivity of state tax refund 
ters such as offers in compromise, claims after Harper v Virginia. Spe-
dischargeability of taxes, assessment cial thanks to our panelists Thomas 
oftaxes, reclassification of workers, Hoatlin, Robert Sedler, Patrick Van 
trust fund penalties, treatment of Tiflin and Samuel McKim. 
nonfilers, audits, claims, or any other 

2. School Funding Update. issues involving the Internal Revenue 
Service, please submit these ques- On October 5, 1993, Governor Engler 
tions to me and I will forward them to presented his education financing 
the Internal Revenue Service for a proposal to replace the K-12 real 

~' 
response at the liaison meeting. I will property tax funding repealed on July 

\ be sending out a letter to all members 21,1993 by SB-1 (1993 PA 145). The 
< 

requesting, this information as well. proposal supports a basic grant of 
Hors d'oeuvres will be served at the $4,500 per student. The principal 

meeting and there will be an open sources of tax revenue in the 
bar. Governor's plan are (i) 2% sales/use 

tax increase (the increase from 4% to 
3. Articles. 6% requires a constitutional amend-
Our Committee is responsible for a ment), (ii) .5% single business tax 
feature article for the second quarter, increase (from 2.35% to 2.85%), (iii) 
1994 issue of the Michigan Tax 16 mill statewide real property tax on ~· 
Lawyer. Moreover, I am always commercial and other nonresidential 
looking for someone who would be (i.e., second home) property, (iu) 4% 
interested in writing a short article real estate transfer tax on the trans-
for the Taxfile P.C. or Short Cuts fer of homestead property that is not 
section of the Michigan Tax Lawyer. electively subject :to the 16 mill prop-
Anyone interested in writing an erty tax, and (u) replacement of 
Article should contact me immedi- general homestead property tax credit 
ately. with a special income tax credit 

applicable to low income senior citi-
zens, veterans and handicapped 
individuals. 

House and Senate Committees 
have held a series of hearings on both 
the tax and education (including 
chartered schools and schools of 
choice) reform aspects of the 

~r Governor's. Due to the lack of 
.\ 
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progress, both issues were recently 
taken up by bipartisan "working 
groups" oflegislators which are 
deliberating behind closed doors. 

On November 18, 1993, the biparti
san group addressing the tax reform 
issue proposed a bifurcated compro
mise plan which advances an entirely 
statutory set of tax revenue changes 
and an alternative ballot proposal. 
The statutory tax increases would be 
automatically rolled back in part if a 
2% sales/use tax rate increase is 
approved by voters. 

Generally, the compromise plan 
provides a basic per-student grant of 
$5,000 with special provisions made 
for school districts currently funding 
above that level. The compromise 
plan is funded by (i) a statewide 
property tax of 16 mills on home
steads and 20 mills on non-home
steads with the homestead rate 
decreased to 9 mills if the 2% sales/ 
use tax rate increase is approved, (ii) 
an income tax rate increase to 6% (an 
increase of 1.4%) which is rolled back 
to 5.3% (an increase of7%) if the 
ballot proposal succeeds, (iii) an SBT 
rate increase to 2.95% (a .6% in
crease) which is completely rolled 
back by a successful ballot proposal, 
(iv) imposition of use tax on all inter
state telephone calls, and (v) a real 
estate stamp tax of $10.00 per $1,000 
(increased from $1.10 per $1,000). 

The Senate, which opposes an 
income tax increase and seeks larger 
budget/tax cuts, has been unable to 
reach a compromise in marathon 
sessions. In the early hours of Satur
day, December 18, 1993, the Senate 
enacted a dramatically different 
funding package which provides 
funding of $4,800 per student by: 
(i) offering a ballot referendl1m to 
increase the sales/use tax rate by 2%, 
(ii) cuttin~ the income tax rate by .5% 
(to 4.1%) ifthe ballot proposal suc
ceeds, (iii) imposing a 14.5 mill state
wide property tax on all real property 
whether homestead or commercial, 

Michigan Tax Lawyer-4th Quarter 1993 

(iv) leaving the SBT rate unchanged 
at 2.35%, (v) dropping the real estate 
transfer tax, (vi) imposing a tax on all 
tobacco products, including cigarettes 
(25 cents per pack/16% on noncig
arette products), and (vii) imposing a 
use tax on all interstate telephone 
calls. The Senate measure requires 
unspecified budget cuts of $1 billion 
compared to cuts of $300 million in 
the House measure. 

The process becomes much more 
difficult if a resolution is not enacted 
by the end of 1993. Legislation passed 
in 1994 would be effective prior to the 
end of 1994 only if given immediate 
effect by a vote of at least 2/3 of the 
elected members of the Legislature. 
The Republican leadership in the 
Senate has suggested that it will 
move to repeal SB-1 (i.e., return to 
real property tax funding of schools) 
before the end of 1993 rather than 
accept the tax package passed by the 
House. 

3. Future Meeting Schedule. 
The Committee is tentatively plan
ning to meet on January 19, 1993 to 
address the school funding issue and 
other current matters. A key legisla
tor has been invited to address the 
Committee regarding the legislative 
process, whether or not a reform 
package is enacted a meeting notice 
will be mailed as soon as the date is 
finalized. 

4. Other Recent Developments. 
In Thiokol Corporation v MDT, 
Michigan Court of Appeals Docket No 
134782 (September 13, 1993), the 
1986 amendment to MCL 205.22, 
which reduced the period of appeal to 
the Court of Claims to 90 days from 
180 days, was found to be effective 
May 1, 1986 for assessments finalized 
on or after that date, even as to 
claims arising before the amendment 
was enacted. 

It is further interesting to note that 
the Court looked to the date of the 

f\ 
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Department's Decision and Order as Sander "Sandy" Levin, U.S. Congress-
the date on which the "final assess- man representing parts of Oakland 
ment was determined." The Depart- and Macomb Counties, who serves on 
ment frequently issues Decisions and the House Ways and Means Commit-
Orders on matters in administrative tee and is the Vice Chairperson of its 

I hearings days or weeks before the Health Subcommittee. In the event 
,I final assessment is issued. Dicta in Sandy cannot attend, his designated 
' the Thiokol decision suggests that the replacement is Craig Kramer, Tax 

appeal period to~ the Tax Tribunal and and Trade Counsel to Congressman 
Court of Claims are fixed, in a de- Levin. 
layed assessment situation, by the Asset Protection Planning: Current 
date of the Decision and Order. Issues and Developments, will be 

presented by Howard B. Young of 
Weisman, Trogan, Young & Schloss, 

Report of the 1994 P.C. The topic includes the advan-

Summer Tax Conference tages and disadvantages of foreign 
situs trusts, and an up-to-date report 

Committee on current legislative dev.elopments in 
George W. Gregory, Conference the Cook Islands and other jurisdic-
Chairperson tions where favorable new laws have 
300 Wabeek Building attracted asset protection trusts; 
280 West Maple Road Statute ofFrauds developments; the 
Birmingham, Ml 48009 advantages and disadvantages of 
(313) 646-4200 alternative title holding mechanisms 

~· The 1994 Summer Tax Conference 
including the Michigan Limited 
Liability Company; war stories and 

will take place on July 7, 8 and 9 at ethical considerations. 
Mission Point Resort on Mackinac Property Tax Reform and What it 
Island. Topics will be oriented toward Means to You and Your Clients: The 
Tax Attorneys who advise family Latest Word: (on whatever it is), 
businesses. Presentations will include pending legislation, referendum, 
Tax Aspects of the Clinton Health gridlock or possibly implementation 
Reform Plan, Asset Protection Plan- by Nick Khouri, Chief Deputy State 
ning: Current Issues and Develop- Treasurer, State ofMichigan. 
ments, and Property Tax Reform and 
What it Means to You and Your Workshops 
Clients: the Latest Word. There will One workshop will focus on estate 
be at least two other topics. These planning issues and the other will 
topics and speakers will be an- focus on employee benefits. Nancy 
nounced later. Keppelman of Stevenson Keppelman 

New this coming year will be Associates is coordinating the em-
workshops, one related to estate ployee benefits workshop. Both ses-
planning and the other related to sions should be useful to those who 
employee benefits. We are still work- deal with family owned businesses. 
ing out the details. Look for your Both will last about an hour and a 
brochure in your mailbox by spring. half. The estate planning workshop 

Topics and Speakers 
will probably take place on Friday 
immediately following the Friday 

Tax Aspects of the Clinton Health speakers, and the employee benefits 
Reform Plan (or some other more workshop will probably take place on 

~( 
current and timely tax or employee Saturday in the same fashion. 
benefit topic, depending on legislative ,, 
developments), will be presented by 11 

I 
I 

'i 
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Medicaid Practice: 
"What good is a net," the Fisher asked, 
"with no loopholes? 
By: John B. Payne, Esq.1 

+ 
Medicaid law and policy have always have not been promulgated. When 
been fairly simple. The new law is implemented, they will in alllikeli-
likewise uncomplicated. However, hood be too restrictive to be of any use 

There is no cap uncomplicated is not to be equated in planning. 
with unequivocal. The entire area is on covered 
rendered in mottled shades of grey. Medicaid services, but 
The ambiguity is aggravated by Medicaid is federally subsidized there are haphazard interpretation by local grant-in-aid for low-income individu- stringent office personnel. This article will als and families; i.e., welfare. It varies 
present a brief explanation of Medic- from state to state but generally eligibility 
aid law and policy. The explanation covers medically necessary services requirements. 
will be followed by examples. and most prescriptions. For the 

This article closely follows the uninsured nursing home resident, 
enactment of the Omnibus Budget Medicaid is the payor oflast resort. 
Reconciliation Act (OBRA) of 1993,2 There is no cap on covered services, 
tightening Medic.aid divestment but there are stringent eligibility 
policy. Key portions of the Act became requirements. 

~~. effective on October 1, 1993, even in 
the absence of regulations explaining Asset limits 
what they mean. 3 On the other hand, Assets are countable or excludable. 
the Medicaid Spousal Anti-Impover- Countable assets are subject to limita-
ishment provisions of the 1988 Medi- tion. The limit for aged, blind, or 
care Catastrophic Coverage Act disabled groups is $2,000 for a one 
(CCA)4 are still in place. person group. 7 A couple who are both 

The object of the revision is to limit in long term care could each retain 
the effectiveness of trusts and other $2,000 in countable assets. 
transfers of legal, but not beneficial, Married persons may take ad van-~· 
ownership. Gifts are still effective for tage of more liberal asset allowances 
accelerating eligibility for nursing if one spouse will not be in long term 
home residents. There are also strate- care. The first step in determining the 
gies to maximize the benefits of asset limit is to determine "total joint 
spousal anti-impoverishment rules. countable resources" (T JR) on the day 

OBRA directs the establishment of the spouse enters LTC.8 This is com-
an estate recovery program by the monly referred to as the "snapshot." 
state. 5 Although the provision has HalfofTJR, up to $72,660, may be 
several exceptions and limitations, retained.9 At least $14,532 of the 
the only safe assumption is that the assets may be retained. 10 The spouse 
estate of the single Medicaid recipient in LTC may transfer assets to the 
who dies in a nursing home is recov- community spouse to bring the com-
erable to the extent of Medicaid munity spouse's assets up to the 
expenditures during the most recent spousal share, not exceeding 
period of institutionalization. $72,660. 11 Once the institutionalized 

Exceptions in OBRA for "undue spouse is approved for Medicaid, the 

~~. 
hardship" are not discussed.6 Regula- community spouse's assets are no 
tions implementing these exceptions longer counted.12 

13 

l . 
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Homestead with rights of survivorship with 
The homestead is not counted in someone other than the spouse.17 The 
determining Medicaid eligibility. client must verify that her share may 
The exemption covers the home, the not be sold without the consent of the 
parcel on which it is located, and all other owners and that the other 
contiguous real property. owners do not consent to the sale. 

Joint tenancy is irrelevant ifthejoint 
Jointly held liquid assets tenant is the spouse and the LTC 

Most joint The Department will consider jointly patient began the current continuous 

liquid assets held liquid assets to be totally avail- period of institutionalization after 
able to the Medicaid applicant or September 30, 1989. 

In which the recipient. Assets over which the Creating a joint tenancy might 
claimant Is a claimant has unrestricted access are be considered divestment since it 
joint tenant will countable in determining SSI and "reduces ... control of[the] asset."18 

be considered Medicaid eligibility. 13 Therefore, most However, assets which have been 
totally available joint liquid assets in which the claim- joint since before the look-back period 

to the claimant. ant is a joint tenant will be consid- should be considered neither avail-
ered totally available. able nor disqualifying. Any problem 

Where the claimant was made a with such an asset would arise on 
joint tenant for estate planning, but sale or other disposition, or on the 
has neither a current claim of right in death of the claimant. 
the funds, nor unrestricted access, the 
assets are unavailable and are not Income-producing real 
counted. 14 The policy provides that property and assets used 
jointly held assets which are capable in trade or business (\ 
of division, such as bank accounts, Michigan has a very liberal policy 
are presumed to be entirely available concerning income-producing real 
to the claimant. 15 The other joint property. Income producing real 
owner may rebut the presumption property (IPRP) and personal prop-
by showing that a portion of the funds erty used in a trade or business may 
do not belong to the recipient. This, be excluded. 19 The annual income 
however, is extremely difficult. must be at least 6% of the group's 

All joint accounts bearing the equity. Use of countable assets to 
applicant's name, except one, 16 should purchase exempt IPRP is a simple 
be dissolved. Withdrawal of a portion strategy which may result in immedi-
of the funds, it could be argued, is ate eligibility, preserving a substan-
evidence of ownership of those funds tial estate. Since the consideration 
by the joint tenant. The policy refers received equals the amount paid, 
to assets held at the time the worker there is no divestment. Such a 
is determining eligibility, if a joint purchase may be made at any time. 
account was broken up before the IPRP may be useful in planning 
application was filed, the assets now where there is a community spouse. 
held individually by the former joint However, the estate recovery 
tenant would only be counted with provisions of OBRA destroy the 
regard to the applicant if it is deter- advantage to a single or widowed 
mined that divestment occurred. nursing home patient hoping to 

qualify for Medicaid. 
Jointly held real 
& personal property Divestment 
Assets which cannot be divided, such If an individual or spouse disposes of 
as real property or vehicles, may be assets for less than fair market value () considered unavailable if held jointly on or after a look-back date, the . 

14 
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individual is ineligible for Medicaid 
for nursing home care, for home 
health services and for certain other 
services for a number of months that 
is determined by dividing the amount 
divested by the monthly cost of nurs
ing home care for a private-pay 
patient.20 

The look-back date is 36 months 
before the date of application of an 
institutionalized individual, or, if 
later, the date of divestment. In the 
case of payments from a revocable 
trust that are not made to the patient 
or spouse and any portion of an 
irrevocable trust from which no 
payment could under any circum
stances be made to the patient or 
spouse, the look-back date is 60 
months before the date of applica
tion.21 

The period of ineligibility begins on 
the frrst day of the first month, dur
ing or after which the first transfer 
that qualifies as divestment occurs 
and runs continuously until the 
disqualification period expires. 22 The 
period of ineligibility begins in the 
first month which meets the following 
criteria: 1) It must not be earlier than 
the transfer. 2) It must not coincide 
with any other period ofineligibility.2a 

Prior to enactment of OBRA, the 
look-back period was 30 months. The 
maximum disqualification was also 
30 months. 

The disqualification period may 
be much shorter than the length of 
time that it would have taken the 
institutionalized person to expend 
the assets. The amount divested is 
divided by the amount of the monthly 
nursing home bill. This gives the 
length of the disqualification. The 
claimant should retain sufficient 
assets to pay for care while disquali
fied, but the amount that must be 
retained may be reduced by antici
pated income. 

The transfer of title to a home to 
the spouse and certain qualified 
donees is permitted.24 Special atten-

tion should be paid where a child or 
sibling of a potential Medicaid appli
cant resides in a home in which the 
applicant has an ownership interest. 

A transfer is not divestment if 
there is a "satisfactory showing" that 
the individual intended to dispose of 
the assets either at fair market value, 
or for other valuable consideration, or 
that the assets were transferred 
exclusively for a purpose other than 
to qualify for medical assistance. 25 A 
disqualification may also be avoided 
if all assets transferred for less than 
fair market value are returned to the 
patient.26 It appears that return of a 
portion of the assets will not shorten 
the disqualification period pro rata. 
The statute requires return of"all 
assets transferred." The extent of 
"all" in this context is unclear. 

Converting an asset, such as using 
cash to purchase stock of equal value, 
would not be divestment, even if the 
new asset is exempt.27 The new law 
recognizes divestment when any 
action is taken that reduces or elimi
nates the claimant's ownership or 
control of an asset, not necessarily 
when names are added to the 
claimant's account. 28 Since a joint 
account is totally available to each 
joint account holder, no divestment 
occurs when names are added to the 
account. There may be a divestment 
when funds are removed from the 
account by someone other than the 
claimant. · 

The new law may permit a conver
sion of jointly owned liquid assets to 
jointly owned stock or real estate. If 
nonliquid assets are purchased at fair 
market value and the ownership of 
these new assets is the same as the 
ownership of the liquid assets, there 
may be no divestment. On the other 
hand, shares of stock or parcels of 
real property cannot be sold unless all 
joint owners join in the conveyance. 
Shares of stock and parcels of real 
estate held in joint tenancy with 
persons other than the claimant's 
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spouse would be excluded if they are 
unavailable. Such assets are unavail
able if some of the joint tenants 
declare in writing that they refuse to 
join in conveying the asset. Therefore, 
countable funds in an account that 
has been jointly held for more than 
three years could be used to purchase 
stock in JTWROS that would not 
then be countable. Since the regula
tions have not been issued as of this 
writing, this loophole is only a possi
bility. 

Trusts 
Establishment of a trust or other 
device from which payments may be 
made to the patient or spouse does 
not result in a penalty, but any 
amount of income or corpus that 
could be distributed under any cir
cumstance is considered a resource. 
In other words, any portion that 
could be distributed is treated as if 
it is cash in hand.29 The patient is 
considered to have established a trust 
even if the assets are placed in trust 
by a person, including a court or 
administrative body acting on behalf 
of, or at the direction of, the patient 
or the patient's spouse.30 If a trust 
contains assets of a person other than 
the patient or the patient's spouse, 
the resource rules do not apply to 
those assets. 31 

Under the new policy, creating a 
revocable trust should not constitute 
divestment, provided the client's 
spouse is the only beneficiary. The 
Social Security Act provides that 
a transfer does not constitute divest
ment if resources are transferred 
to another (i.e., in trust) for the 
sole benefit of the spouse of the 
claimant. 32 

The OBRA amendments do not 
apply to trusts established before the 
effective date of the Act.33 The statute 
does not treat two crucial subjects. 
The first is the treatment of assets 
added after August 10, 1993 to trusts 
created on or before August 10, 1993. 
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It is likely that the regulations will 
treat such additions as if the trust · 
were not a Pre-OBRA trust. The 
second is the interpretation of 
Pre-OBRA trusts. 

Estate recovery 
Prior to the passage of OBRA, states 
were not required to seek recovery of 
Medicaid benefits for nursing home 
patients from the real property and 
estates of the patients. As of August 
10, 1993, Michigan will be required to 
impose a lien against the real prop-· 
erty of a nursing home patient prior 
to his death to collect medical assis
tance paid on his behalf, if the patient 
cannot reasonably be expected to be 
discharged from the medical institu
tion and to return home. The patient 
is entitled to notice and a hearing on 
the issue of whether discharge is a 
reasonable expectation. 34 For asset 
planning purposes, at least the work
ing assumption should be that the 
estate of the deceased Medicaid 
nursing home resident is subject to 
recovery of paid benefits. 

The statute includes a very disturb
ing definition of"estate." The estate 
may include, at the option of the 
state, real and personal property in 
which the patient "had any legal title 
or interest at the time of death (to the 
extent of such interest), including 
such assets conveyed to a survivor, 
heir, or assign of the deceased indi
vidual through joint tenancy, tenancy 
in common, survivorship, life estate, 
living trust, or other arrangement."35 

This implies that the state can re
cover from surviving joint tenants 
and transferees of property with a 
reserved life estate. 

It is incredible that the state 
should be able to reach property 
through an extinguished joint inter
est or life estate. The revision is 
intended to overrule an eminently 
sensible decision of the Ninth Circuit 
Court. The court held that "estate" of 
a deceased recipient does not include 
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property formerly held in joint ten- Examples 
ancy.36 How the states will implement It is important for the client to 
this provision is hard to imagine, retain assets in his or her own name 
since it is a violent abrogation of needed to pay for any disqualification 
well-settled property law. period. Assume that an individual 

There are three general strategies has $100,000 of countable assets and 
,,, for achieving Medicaid eligibility. wants to preserve the maximum There are These approaches are gift, entrust- amount for the heirs. If the donee 

three general ment, and conversion. promised to pay, or the trust provided 
for payment, for care during the strategies for 

Gift of assets disqualification period and the cost achieving 
Assets can simply be given away. of care is $3,000 per month, $60,000 Medicaid 
This triggers a period of disqualifica- might be expended during a 30- eligibility. tion. The potential Medicaid claimant month disqualification period, assum- These must reserve enough to pay for care ing that the patient's income is 

approaches during the disqualification. $1,000 per month. If the patient gave 
or entrusted $60,000 and retained are gift, 

Entrustment of assets $40,000, the disqualification would entrustment, 
The assets can be placed in an irrevo- only be 20 months.38 The $40,000 and conversion. 
cable trust. The trustee should have retained, plus income, might cover 
no discretion to make distributions the cost of care, leaving the donee 
of corpus to the potential Medicaid or trust with $60,000, rather than 
recipient. Again, the disqualification $40,000. 
period should be calculated and funds The timing of certain expenditures 

{ should be reserved or the trustee is important. Married persons may 
~' should be permitted to make distribu- take advantage of more liberal asset 

tions for the beneficiary until the allowances if one spouse will not be 
disqualification has elapsed. It in long term care. 
appears that the trustee could have Because the amount of assets 
the discretion to distribute income which the community spouse may 
to the potential Medicaid recipient retain is based on T JR, as of the date 
without threatening corpus. The of institutionalization, it may be wise 
distribution of income should to establish as high a level ofT JR as 
continue during institutionalization possible on the date the spouse enters _, 
because the Department will consider long term care. For example, assume 
the income as being available. 37 that Aland Ann Ayers have $90,000 

in savings, a $25,000 car with a 
Conversion of assets $15,000 chattel mortgage, a $30,000 
Countable assets can be converted to boat with a $20,000 chattel mortgage, 
exempt assets. This is not a disquali- and a $100,000 house owned free and 
fying transaction. Such transactions clear. Table One shows that the 
can be effected at any time without countable assets would be $100,000. 
penalty. Exempt assets include the The community spouse would be able 
homestead, one automobile of any to keep $50,000. 
value, and income-producing prop-
erty. This is generally only useful 
where there is a community spouse 
due to the estate recovery provision 
ofOBRA. 

t' 
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Table 1 

Homestead 

Mortgage 

Savings 

Car 

Boat 

Net Worth 

Table 2 

Homestead 

Mortgage 

Savings 

Car 

Boat 

Net Worth 

Table 3 

Homestead 

Mortgage 

Savings 

Car 

Boat 

Net Worth 

AI & Ann Before Planning 

FMV Ct. Liab. 

$100,000 

$90,000 

$25,000 

$30,000 $20,000 

----- ---------- -----
$245,000 $20,000 

$210,000 

AI & Ann Snapshot 

FMV Ct. Liab. 

$100,000 

$130,000 

$25,000 

$30,000 

----- ---------- -----
$285,000 $0 

$210,000 

AI & Ann After LTC 

FMV Ct. Liab. 

$100,000 

$75,000 

$25,000 

$30,000 $20,000 

----- ---------- -----
$230,000 $20,000 

$210,000 
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XMT Liab. TJR 

$90,000 

$15,000 

$10,000 

----- ---------- -----
$15,000 $100,000 

~ 

XMT Liab. TJR 

$60,000 

$130,000 

$15,000 

$30,000 

----- ---------- -----
$75,000 $160,000 

XMT Liab. TJR 

$75,000 

$10,000 

----- ---------- -----
$0 $85,000 
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Now let's assume that they borrow 
$60,000 against the home. They pay 
off the boat and put the rest in the 
bank. Without changing their net 
worth, they have increased their T JR 
for Medicaid purposes to $160,000.1f 
one spouse enters long term care at 
this point, the community spouse will 
be able to keep the maximum amount 
of assets. This is shown in Table Two. 

Mter the spouse enters long term 
care, the community spouse can put a 
chattel mortgage on the boat and pay 
off the mortgage on the homestead. 
As shown in Table Three, the commu
nity spouse is now within $15,000 of 
the maximum spousal share. Again, 
the net worth has not been affected. 

Only the equity of countable assets 
is used in determining eligibility. 
This means that the indebtedness is a 
deduction for Medicaid purposes. On 
the other .hand, unsecured debt, or 
mortgages on exempt property are 
not taken into account. This is the 
reason that the manipulations out
lined above reduce the amount that 
must be spent so impressively. 

Planning for married couples often 
must be done in two or more stages. 
The assets retained by the commu
nity spouse are at risk if that spouse 
then requires nursing home care. 
This calls for careful analysis of the 
assets, the likelihood that the second 
spouse will need LTC in the near 

future, and Medicaid policy. Under 
the Engler administration, the last 
analysis will be based on guesswork, 
but !!je planner can be assured that 
promulgation of the most restrictive 
policies will be the cherished goal of 
the Department of Social Services. 

The changes severely restrict plans 
involving the homestead and income 
producing real property. Gifts and 
trusts remain viable planning de
vices, however. Except as noted with 
joint tenancies, the Department of 
Social Services cannot count assets 
which are legally beyond the reach 
of the long term care patient and 
spouse. This principle is basic to both 
Medicaid and Supplemental Security 
Income policy and is not likely to 
change in the near future. It is neces
sary to plan for the disqualification 
period with regard to transactions 
which would qualify as divestment, 
but there remain opportunities to 
preserve at least half of any small 
estate. 

Such plans take on added impor
tance in light of recent trends. The 
Engler Administration apparently 
intends to impose liability for the care 
of parents on adult children who have 
the means to contribute. Shifting 
some of the parent's estate to the 
children may help to ensure that the 
children are not unduly burdened 
with the cost of the parent's care. 

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

1. John B. Payne, Jr. received an LL.M. in Taxation in 1988 from Wayne State University. He graduated cum 
laude from Detroit College of Law in 1983 and received a B.S. from Grand Valley State Colleges in 1976. 
He has eight years experience administering welfare programs, including Medicaid. He is a frequent lecturer 
on Elder Law and Estate Planning. He practices in Dearborn. 

2. Pub. L. 103-66, 103d Cong., 1st Sass. (August 10, 1993). 

3. OBRA §§ 13611(e) & 13612(d). 

4. Pub. L. 100-360, 102 Stat. 683 (July 1, 1988). 

5. 42 U.S.C.A. § 1396p(b). 

6. There are three such "undue hardship" exceptions: 42 U.S.C.A. § 1396p(b)(3) (waiving estate recovery); 42 
U.S.C.A. § 1396p(c)(2)(D) (waiving period of disqualification); 42 U.S.C.A. § 1396p(d)(5) (waiving trust 
rules). 

7. Michigan Department of Social Services, Program Eligibility Manual (PEM) Item 400(33). 
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------------------------~---ENDNOTEScontinued-----------------------------

8. 42 U.S.C.A. § 1396r-5(c)(1)(A)(i). This includes all non-exempt assets in which either spouse has an 
ownership interest. It is unclear whether inclusion in T JR would prevent an asset from qualifying as an 
excluded asset in a later application. 

9. This is the 1994 amount. The maximum and minimum figures are indexed to the Consumer Price Index and 
are adjusted annually. 42 U.S.C.A. § 1396r-5(c)(2)(B), (f)(2)(A)(ii). This amount was $60,000 for applications 
filed prior to January 1, 1990. 

10. 42 U.S.C.A. § 1396r-5(c)(2)(8), (f)(2)(A)(i). The amount was $12,000 for applications filed prior to January 1, 
1990. 

11. 42 U.S.C.A. § 1396r-5(f)(1 ). 

12. 42 U.S.C.A. § 1396r-5(c)(2)(B). 

13. Gordon v. Secretary of Health & Human Services, 803 F.2d 1071 (9th Cir. 1986). 

14. Cannuni v. Schweiker, 740 F.2d 260 (2d Cir. 1984). 

15. PEM Item 400(10). 

16. A joint account with a small balance should always be preserved in order to have an account into which to 
deposit, and out of which to write, funds received by the nursing home resident. In the absence of an 
account bearing the name of the nursing home resident, checks drawn in favor of that person must be 
endorsed by him or her. By having either a joint account or a power of attorney, it is often possible to avoid 
opening a conservatorship. 

17. PEM Item 400(11). 

18. 42 U.S.C.A. § 1396p(c)(3). 

19. PEM Item 400(23)-(24) .. 

20. 42 U.S.C.A. § 1396p(c)(1)(A). 

21. 42 U.S.C.A. § 1396p(c)(1)(B). 

22. 42 U.S.C.A. § 1396p(c)(1). 

23. 42 U.S.C.A. § 1396p(c)(1)(D). 

24. 42 U.S.C.A. § 1396p(c)(2)(A). 

25. 42 U.S.C.A. § 1396p(c)(2)(C)(i) & (ii). 
26. 42 U.S.C.A. § 1396p(c)(2)(C)(iii). 

27. PEM Item 405(3). 

28. 42 U.S.C.A. § 1396p(c)(3). That paragraph provides as follows: 

For purposes of this subsection, in the case of an asset held by an individual in common with another person 
or persons in a joint tenancy, tenancy in common, or similar arrangement, the asset (or the affected portion 
of such asset) shall be considered to be transferred by such individual when any action is taken, either by 
such individual or by any other person, that reduces or eliminates such individual's ownership or control of 
such asset. 

29. 42 U.S.C.A. § 1396p(d)(3). 

30. 42 U.S.C.A. § 1396p(d)(2)(A). 

31. 42 U.S.C.A. § 1396p(d)(2)(B). 

32. 42 U.S.C.A. § 1396p(c)(2)(B). Such a transfer is not effective for Medicaid planning because assets in the 
spouse's trust are considered available to the claimant. This exception also extends to transfers to or for the 
sole benefit of the claimanfs blind or disabled child. 

33. OBRA § 13611(e)(2)(C). 

34. 42 U.S.C.A. § 1396p(a)(1)(B). 

35. 42 U.S.C.A. § 1396p(b)(4)(B). 

36. Citizens Action League v. Kizer, 887 F .2d 1003 (9th Cir. 1989). 

37. 42 U.S.C.A. § 1396p(d)(3)(B)(i). 

38. The amount divested, $60,000, divided by the cost of care, $3,000, yields a 20-month disqualification. 
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The Section 704(c) Proposed Regulations 
By: William E. Sider, Esq. 1 

Almost one year ago, on December 24, 
1992, the Internal Revenue Service 
issued proposed regulations (the 
"Proposed Regulations")2 describing 
permissible allocations under Section 
704(c) of the Internal Revenue Code 
of 1986, as amended (the "Code").3 

Taxpayers may not rely on the Pro
posed Regulations until they are 
finalized, but practitioners should 
become familiar with their scope 
since the Proposed Regulations offer 
significant planning opportunities 
whenever built-in gain or built-in loss 
assets are contributed to a partner
ship. 4 Mter reviewing the existing 
rules under Section 704(c), this article 
describes the allocation methods 
sanctioned by the Proposed Regula
tions with a special focus on strate
gies between contributing and 
non-contributing partners. 

Background 
Prior to the 1984 Tax Act, Section 
704(c) provided that in determining a 
partner's distributive share of gain or 
loss relating to property contributed 
to a partnership, partners could make 
allocations as if such property were 
purchased by a partnership. In other 
words, no provision required partner
ships to allocate the precontribution 
gain or loss of assets to the partner 
contributing such property. For 
example, if A and B formed AB part
nership as equal partners, and A 
contributed property with a tax basis 
of $5,000 and a fair market value of 
$10,000, and B contributed cash of 
$10,000, upon a sale of the contrib
uted property, AB partnership could 
allocate the recognized gain of $5,000, 
50% to each partner, or $2,500 to both 
A and B.5 In this example, A has 
shifted $2,500 of taxable income to B. 

In order to prevent abuses associ
ated with shifting income or loss 
items, especially in the case of part-

ners indifferent to such allocations, 
such as those with expiring NOL's or 
tax-exempt entities, the 1984 T.ax Act 
amended Section 704(c) to require 
that the income, gain, loss and deduc
tion arising from property contributed 
to a partnership be shared among 
partners so as to take into account 
the variation between the partner
ship's basis in the property and its 
fair market value at the time of 
contribution.6 To implement this 
requirement, the 1984 Act authorized 
the Secretary to issue regulations 
(the "Old Regulations"). 

Under the Old Regulations, part
nerships must allocate the amount 
of any built-in gain or loss associated 
with contributed property to the 
partner who contributed such assets 
upon the sale of such property.7 If a 
partner contributes depreciable 
assets with built-in gain or loss, a 
partnership must allocate the associ
ated depreciation as if such property 
were purchased by the partnership at 
its fair market value, or in the par
lance of Section 704(c), the book value 
of the property.8 Although the Old 
Regulations aim to eliminate shifting 
built-in gain or loss items among 
partners, they fail to achieve this 
result in several instances. Dispari
ties still exist on account of the ceil
ing rule, which causes the total gain, 
loss, depreciation or depletion allo
cated to partners to be limited to a 
ceiling which cannot exceed the 
amount of gain or loss realized by the 
partnership or the depreciation or 
depletion allowable to it. 9 

For example, assume that partner 
A contributes to the AB co-partner
ship, machinery having a tax basis of 
$4,000, a fair market value or book 
basis of $10,000, and a useful life of 
10 years. For simplicity, assume that 
the machinery depreciates at the rate 
of 10% per year. Partner B contrib
utes $10,000 of cash. From an eco
nomic perspective, A and B have 
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contributed the same value of prop
erty, and accordingly, they agree to 
share all profits and losses of AB 
equally between them. On an annual 
basis, the machinery will generate 
$400 of tax depreciation ($4,000 x 
10%) and $1,000 of book depreciation 
($10,000 x 10%).10 As equal partners, 
A and B each receive $500 allocations 
of book depreciation. Since B is 
treated as having purchased an 
undivided one-half interest in the 
machinery for $5,000, he should 
receive $500 of tax depreciation. 
Under the ceiling rule, however, only 
$400 of tax depreciation exists each 
year, and as a result, B's tax alloca
tion does not reflect his economic loss. 
Effectively, $100 of taxable loss has 
been shifted away from B. 

At the end of 10 years, after the 
machinery has a $0 basis for both tax 
and book purposes, B will have an 
outside basis of $6,000 ($10,000-
$4,000) and a capital account of 
$5,000 ($10,000 - $5,000). 11 A will 
have a tax basis of $4,000 and a 
capital account of $5,000 ($10,000-
$5,000). If AB liquidates at the begin
ning of year 11, the $10,000 cash will 
be distributed in accordance with the 
partners' positive capital account 
balances,12 with B recognizing a 
$1,000 loss and A recognizing a 
$1,000 gain. B's missing $1,000 in tax 
depreciation ($100 x 10 years) is 
restored upon liquidation, but B has 
still suffered a detriment since the 
liquidation has delayed recognition of 
his tax loss and moreover, B's loss on 
liquidation will be capital rather than 
ordinary. 13 

Taxpayers also face ceiling rule 
distortions when a partnership dis
poses of built-in gain property for less 
than its book value. In the example 
described above, assume that A had 
contributed inventory instead of 
machinery, and that in year two, AB 
sold the property for $8,000. AB has 
suffered a $2,000 book loss ($10,000-
$8,000), which it allocates equally 
between A and B, and a tax gain of 
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$4,000 ($8,000 - $4,000). The Old 
Regulations require AB to allocate all 
$4,000 of this tax gain to B. Subse
quent to the sale, A's tax basis will 
equal $8,000 ($4,000 + $4,000) and 
his capital account will equal $9,000 
($10,000 - $1,000). B's tax basis will 
remain unchanged at $10,000 and his 
capital account will equal $9,000 
($10,000- $1,000). Although B has 
incurred a $1,000 economic loss, he 
has received no associated tax benefit 
on account of the ceiling rule. As in 
the first example, this benefit (which 
will be a capital loss as opposed to 
ordinary) will be delayed until liqui
dation, which may not happen for 
several years. 

In both examples, the ceiling rule 
imposes exactly the sort of distortions 
that Section 704(c) aims to eliminate. 
The Proposed Regulations now permit 
taxpayers to overcome these distor
tions. 

The Proposed Regulations 
The Proposed Regulations allow any 
"reasonable" allocation method to 
take into account book-tax differ
ences, and they sanction three spe
cific ones, including the (i) traditional 
method, (ii) the traditional method 
with curative allocations, and (iii) the 
deferred sales method. Other meth
ods are permitted, subject only to the 
requirement that they be reasonable. 
The Proposed Regulations define an 
unreasonable method as an allocation 
of tax items made with a view to 
reducing substantially the partners' 
aggregate overall tax liability without 
substantially affecting the amounts to 
which each partner is economically 
entitled on the partnership's books. 14 

Different allocation methods may be 
used with respect to different items of 
Section 704(c) property.15 The Pro
posed Regulations apply only to 
contributions of property under 
Section 721. Thus, to the extent the 
disguised sale rules of Section 707 
apply to a contribution, Section 704(c) () 
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is not triggered. 16 Generally, the CD partnership and agree that each 
Proposed Regulations apply on a will receive a 50% interest in all 
property by property basis, except partnership items. C contributes 
that a partner may aggregate all equipment with a tax basis of $1,000 
depreciable property, other than real and a book value of $10,000. D con-
property, that is of the same general tributes $10,000 of cash which CD 
asset account, which is contributed in uses to buy securities. The built-in 
the same year. 17 Under the small gain property contributed by C has 
disparity rule, partners may disre- one year remaining on its cost recov-
gard application of Section 704(c) if ery schedule and D has substantial 
the disparity between the book value net operating loss carry forwards 
and adjusted tax basis for each item which D anticipates will expire un-
of property contributed by a single used. For its first year of operations 
partner in one partnership year does CD has $10,000 of book depreciation 
not differ by more than 15%, and the and $1,000 of tax depreciation. Under 
total disparity for all properties the traditional method, all $1,000 of 
contributed by such partner in one this tax depreciation must be allo-
year does not exceed $10,000. 18 cated to D. During its second year, 

CD sells the equipment for $10,000 
The Traditional Method and recognizes $10,000 of gain 
Under the traditional method, ($10,000 received less the adjusted 
allocations must follow the Old tax basis of zero). 
Regulations. As a result, upon the At the beginning of the second 
disposition by a partnership of year, since the book value and ad-

' contributed property, the partnership justed basis of the equipment each (I 
.'\ must allocate the gain or loss attrib- equal zero, there remains no built-in 

utable to the precontribution period gain to allocate in accordance with 
to the contributing partner. The Section 704(c). As a result, CD allo-
partnership must also allocate cost cates the $10,000 gain on sale of the 
recovery deductions so as to reduce equipment in year two, $5,000 to each 
the book-tax disparity of contributed ofC and D. The example concludes 
property. Partnerships may achieve that the interaction of the partner-
this result by first determining part- ship's one year write offofthe entire 
ners' shares of book depreciation, book basis of the equipment and use 
and then by allocating to the non- of the traditional method, results in a 
contributing partners a like amount shift of $4,000 of the pre-contribution 
of tax depreciation. Any remaining gain in the equipment from C to D 
tax depreciation, if any, gets allocated (D's $5,000 gain allocation less his 
to the contributing partner. The $1,000 share of tax depreciation). The 
traditional method retains the ceiling Service views this use of the tradi-
rule, and consequently, the types of tional method as unreasonable since 
distortions described above will C and D adopted it with a view "to 

(' continue to exist. shifting a significant amount of 
Although the traditional method taxable income to a partner who is 

follows the Old Regulations, practitio- indifferent to receiving that income."19 

ners should not view it as a safe The value of this example is sus-
harbor under the Proposed Regula- pect since the precise cause of the 
tions. Example 2 of Prop. Reg. Section abuse is unclear. The shift of $4,000 
1. 704-3(b) provides an instance where in and of itself cannot be unreason-
the Service views use of the tradi- able, since this exact result would 

lj' tional method as unreasonable. In the have occurred under the ceiling rule. 
\ example, partners C and D form the In other words, D would have re-

23 



Feature 
Articles 

The traditional 
method with 
curative 
allocations 
aims solely 
to correct 
distortions 
created by the 
ceiling rule. 

24 

ceived only $1,000 of tax depreciation 
and not $5,000, the amount expected 
to mirror his book depreciation. The 
abuse must therefore relate to the 
fact that the shift has been perma
nent, rather than merely temporary, 
as is generally the case with ceiling 
rule distortions. This permanent shift 
has resulted because the book depre
ciation deduction of $10,000 has 
failed to properly reflect the true 
reduction in economic value of the 
equipment, which has been zero. For 
purposes of Section 704(b), however, 
the regulations assume that alloca
tions of book depreciation are 
matched by equivalent reductions in 
the fair market value of property. 20 

Apparently, this safe harbor does 
not exist for Section 704(c) purposes. 
Hopefully, the Service will address 
the failure of Section 704(c) to 
adopt this assumption in the Final 
Regulations. 

Traditional Method with 
Curative Allocations 
The traditional method with curative 
allocations aims solely to correct 
distortions created by the ceiling rule. 
A partnership may accomplish this 
goal through reasonable curative 
allocations of other partnership tax 
items that produce equal allocations 
ofbook and tax items to all non
contributing partners.21 A partner
ship may limit its curative allocations 
to a particular tax item or items, for 
example, depreciation from a specific 
property or properties. 22 The Proposed 
Regulations contain no reference to 
curative allocations involving gross 
income, but by analogy to Section 
704(b), the Service should permit 
such allocations.23 If curative alloca
tions fail to correct ceiling rule distor
tions during a particular tax year, a 
partnership may make such alloca
tions in the next succeeding taxable 
year.24 

The Proposed Regulations permit a 
partnership to make only reasonable 
allocations. These include allocation~ 
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which do not exceed the amount 
necessary to offset the effect of the 
ceiling rule for either the taxable year 
or for a prior taxable year in which 
there were insufficient partnership 
items to correct ceiling rule distor
tions. 25 The Service views a curative 
allocation as reasonable only if made 
using tax items that would have the 
same effect on the partners as tax 
items affected by the ceiling rule. For 
example, if on account of the ceiling 
rule a non-contributing partner does 
not receive his proper share of tax 
depreciation, a curative allocation of 
capital gain items would not be 
reasonable.26 The Proposed Regula
tions require consistency by a part
nership in its use of curative alloca
tions with respect to each item of 
property from year to year.27 

Example 1 of Prop. Reg. Section 
1.704-3(c)(4) illustrates both reason
able and unreasonable uses of the 
curative allocation method. In the 
example, E and F form partnership 
EF and each have a 50% interest. E 
contributes equipment with a tax 
basis of $4,000 and a book value of 
$10,000. F contributes $10,000 in 
cash which EF uses to buy inventory 
for resale. During EF's first year, the 
proceeds generated by the equipment 
exactly equal EF's operating ex
penses. The example assumes that 
the equipment depreciates over ten 
years using the straight line method. 
In the first year EF will have $1,000 
of book depreciation ($10,000/10 
years) and $400 of tax depreciation 
($4,000/10 years). At the end of the 
first year, EF sells all inventory for 
$10,700, recognizing $700 of gain. 
(See Table 1). 

EF allocates $350 of book and tax 
income to E and F to reflect the 
inventory gain. As to the deprecia
tion, E and F each receive $500 
allocations of book depreciation, and 
all $400 of tax depreciation gets 
allocated to F. Although F anticipated 
receiving at least $500 of tax depre
ciation, the ceiling rule prevents such 
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an allocation. At the end of the first 
year F has a $100 book-tax disparity, 
since he has a tax basis of $9,950 
($10,000 + $350- $400) and a book 
basis of$9,850 ($10,000 + $350-
$500). A reasonable curative alloca~ 
tion permits EF to shift from E to F 
$100 of the inventory income for tax 
purposes; no change is made to the 
allocation ofE and F's items for book 
purposes. As a result of this shift, F's 
tax basis will now equal $9,850 
($10,000 + $250 - $400), exactly the 
aniount of his book basis. The cura
tive allocation has eliminated the 
book-tax disparity to F. 28 

To illustrate an unreasonable use 
of curative allocations, the example 
states that E and F allocate all inven
tory income to E for tax purposes, as 
opposed to simply $100. Since this 
amount is in excess of the amount 
necessary to correct the disparity 
caused by the ceiling rule, the Service 
views this allocation as unreason
able.29 

Deferred Sales Method 
The third allocation method sanc
tioned by the Proposed Regulations is 
the deferred sales method. Conceptu
ally, this method mirrors the rule 
regarding recognition of gain and loss 
used in the context of inter-company 
transactions within a consolidated 
group.30 Generally, under the deferred 
sale method, taxpayers may treat a 
contribution of built-in gain or loss 
property as having been sold to a 
partnership at fair market value, 
except that the contributing partner 
may defer recognition of any gain or 
loss on this deemed sale. 31 The part
nership takes a basis in the contrib
uted property equal to its fair market 
value. 32 For purposes of depreciation, 
the partnership may depreciate an 
amount equal to the transferred basis 
the contributing partner has in his 
interest over the property's remaining 
useful life. Any additional basis (i.e. 
the built-in gain portion) is treated as 

newly purchased recovery property 
placed in service at the time of contri
bution.33 

The Proposed Regulations provide 
detailed rules on when a contributing 
partner must recognize the deferred 
gain or loss. Generally, recognition 
must occur when the partnership 
receives an advantage or detriment, 
for tax purposes, from the basis 
generated (or foregone) by using the 
deferred sale method, or when such 
partner's interest in the partnership 
is reduced34

• The Proposed Regula
tions specify four such events: (i) the 
partnership claims cost recovery 
deductions on the contributed 
property35; (ii) the partnership 
disposes of the property36 ; (iii) the 
partnership makes a distribution 
to the contributing partner, and the 
cash and fair market value of the 
distributed property exceeds the 
partner's outside basis immediately 
before the distribution37; or (iv) the 
partner disposes of any portion of his 
partnership interest38

• 

An example in the Proposed 
Regulations illustrates the complex 
calculations necessary to account for 
the deferred sales method. 39 In the 
example, J and K form equal partner
ship JK. J contributes depreciable 
property with a basis of $4,000 and 
a fair market value of $10,000, and 
K contributes $10,000 in cash. JK 
depreciates the property using the 
straight line method with a ten year 
useful life, and it has five years of 
cost recovery deductions remaining. 

In year one, JK has a tax deprecia
tion deduction of $1,400 with respect 
to the property. This equals the total 
ofthe $800 depreciation on the $4,000 
basis transferred by J ($4,000/5 
years) and $600 of additional basis 
on the built-in gain portion of $6,000 
($6,000/10 years). Under the deferred 
sale method, J and K share this tax 
deduction equally, with the result 
that each partner receives a $700 
loss allocation. The $600 difference 
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between JK's $1,400 depreciation 
deduction and the $800 depreciation 
deduction that would have been 
allowable had JK used the traditional 
method ($4,000/5 years), is treated as 
deferred gain which J must annually 
recognize. J's net allocation thus 
equals $100 ($700 loss+ $600 gain) 
and his tax basis at the end of the 
first year totals $3,900. 

During each of the first five years, 
J will receive net allocations of 
($100). Beginning in year 6, however, 
and through year 10, J will receive 
50% of JK's tax depreciation, a total 
of $300 ($6,000/10 years), and $600 of 
deferred gain - the difference be
tween JK's annual $600 tax deprecia
tion deduction and the amount JK 
would have claimed under the tradi
tional method, zero. As a result, in 
each of years 6-10, J will recognize 
$300 of income ($600 gain- $300 
depreciation). In the aggregate, J will 
recognize an additional $1,000 as a 
result of the deferred sales method, 
[($100) x 5] + ($300 x 5)]; exactly the 
amount necessary to offset the affect 
of the ceiling rule. (See Table II.) 

The complexity of the deferred 
sales method, as well as some ofits 
defects, has been described by several 
commentators. 40 Paramount among 
these defects is the interplay of the 
deferred sales method and the rules 
for sharing nonrecourse liabilities 
under Section 752. Under the non
recourse liability sharing rules of 
Treas. Reg. Sec. 1.752-3, partners 
share nonrecourse debt of a partner
ship in the following order: (i) an 
amount equal to a partner's share of 
partnership minimum gain; (ii) an 
amount equal to a partner's portion of 
Section 704(c) minimum gain and (iii) 
in accordance with partners' profit 
sharing ratios. This hierarchy insures 
that partners who contribute prop
erty encumbered by nonrecourse debt 
do not recognize gain under Section 
731 as a result of deemed distribu-
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tions of cash in excess of their tax 
bases under Section 752(b). 

For example, assume that P con
tributes property to partnership PQ 
with a basis of $4,000, a nonrecourse 
encumbrance of $10,000 and a fair 
m:;rrket value of $20,000. Partner Q, 
a 50% owner in PQ, contributes 
$10,000 cash. 41 Under the liability 
sharing rules described above, PQ 
will first allocate the $10,000 
nonrecourse liability to partners' 
shares of partnership minimum gain, 
of which there is none,42 and then in 
amounts equal to partners' shares of 
Section 704(c) minimum gain. Section 
704(c) minimum gain refers to the 
gain allocable to a partner under 
Section 704(c), assuming the partner
ship disposed of property subject to a 
nonrecourse liability in full satisfac
tion of such debt. Here, if PQ disposes 
of the property contributed by P in 
satisfaction of its $10,000 liability, P 
would recognize $6,000 under 704(c) 
($10,000-$4,000) and PQ must there
fore allocate $6,000 of the non
recourse liability to him. PQ allocates 
the remaining $4,000 of nonrecourse 
debt in proportion to the partners' 
profits interest, or $2,000 to each. 
Overall, P has a net decrease in his 
share ofliabili ties totaling $2,00043• 

Since P's adjusted tax basis at the 
time of contribution equalled $4,000, 
no gain under Section 731 will result. 

As described above, use of the 
deferred sale method permits a 
partnership to step up the basis of 
built-in gain property to its fair 
market value. Where such property is 
encumbered by nonrecourse debt, this 
basis step up will completely elimi
nate any Section 704(c) minimum 
gain, since there will no longer exist 
any liabilities in excess of the contrib
uted property's tax basis. If PQ 
adopts the deferred sales method, it 
will have a basis of $10,000 in the 
property contributed by P, and no 
Section 704(c) minimum gain will 
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exist (the $10,000 liability will not Table I 
exceed the $10,000 tax basis ofthe 
property). As a result, PQ has no 
Section 704(c) minimum gain layer, 
and it must allocate all nonrecourse 
liabilities equally, in accordance with 
the profits interests ofP and Q. P will 
receive a deemed distribution of 
$5,0004\ which will exceed his tax 
basis and produce $1,000 of capital 
gain under Section 731. 

The nonrecourse liability rules 
under Treas. Reg. Section 1. 752-3(a) 
attempt to prevent the recognition of 
gain upon contributions of encum
bered property to partnerships. No 
reason exists for use of the deferred 
sales method to undermine this goal. 
Hopefully, the Final Regulations will 
address the interplay of these rules. 
Absent resolution of this issue, the 
deferred sales method will lose much 
ofits appeal. 

Comparison of 
Three Methods 

Practitioners and taxpayers weigh
ing the traditional method, curative 
allocations or the deferred sales 
method should start their analysis by 
determining whether the ceiling rule 
will apply. While not possible to 
predict in every instance (e.g. where 
built-in gain property subsequently 
depreciates in value) in the case of 
depreciable property contributed to a 
partnership, such an analysis can and 
should be undertaken. 

Where the Ceiling 
Rule Applies. 
If the ceiling rule operates, then from 
the perspective of a contributing 
partner, such partner will always 
prefer the traditional method over 
curative allocations. A noncontribut
ing partner will have the exact oppo
site goal. Table I, based upon the 
example ofEF partnership discussed 
earlier, illustrates the magnitude of 
these competing interests. 

PartnerE Partner F 
Traditional Curative Traditional Curative 

Method Allocation Method Allocation 

J.Q.u. ~ .lQ.u. ~ J.Qu. ~ J.Q.u. ~ 

Year1 0 350 0 450 (400) 350 (400) 250 

Year2 0 350 0 450 (400) 350 (400) 250 

Year3 0 350 0 450 (400) 350 (400) 250 

Year4 0 350 0 450 (400) 350 (400) 250 

YearS 0 350 0 450 (400) 350 (400) 250 

Year6 0 350 0 450 (400) 350 (400) 250 

Year? 0 350 0 450 (400) 350 (400) 250 

YearS 0 350 0 450 (400) 350 (400) 250 

Year9 0 350 0 450 (400) 350 (400) 250 

Year10 0 350 0 450 (400) 350 (400) 250 

--- - -- -- --
$0 $3,500 $0 $4,500 $4,000) ~3,500 ($4,000) $2,500 

In the table, E recognizes the 
$1,000 of gain shielded by the ceiling 
rule ratably over 10 years. To the 
extent the property contributed byE 
had a shorter life (e.g. tangible per
sonalty or real estate held for several 
years prior to contribution), or E had 
a lower basis in the contributed 
property, the acceleration effect to E 
would have been even more pro
nounced. F, on the other hand, re
ceives a significant windfall that 
previously has been impossible to 
achieve. By sanctioning curative 
allocations, the usual dialogue be
tween contributing and non-contrib
uting partners over Section 704(c) 
allocations - blithe acceptance of the 
ceiling rule, will now become much 
more adversarial. 

When the ceiling rule applies, the 
choice of the deferred sales method 
may represent a compromise between 
the adverse interests of contributing 
and non-contributing partners. This 
fact is illustrated by Table II, involv
ing JK partnership, discussed earlier. 

27 





I 
\ 

Michigan Tax Lawyer-4th Quarter 1993 

Conclusion 
The Proposed Regulations have 

significantly altered the relationship 
that now exists between contributing 
and non-contributing partners, and 
practitioners must prepare them
selves for increased negotiation · 
whenever built-in gain or loss prop
erty is transferred to a partnership. 
As illustrated in this article, material 
economic differences exist between 
selection of the traditional, curative 
or deferred sales methods. Despite 
the significance of these decisions, 
surprisingly, the Proposed Regula
tions offer no guidance on how and 
when a partnership must elect an 
allocation method. 48 While the Final 
Regulations will hopefully clarify this 
issue, in the absence of such guid
ance, subject only to the rules regard
ing reasonableness and consistency, 
partners and partnerships may 
presumably follow any selection 
method they desire. Since the likely 
place to designate such selection is 

Table Ill 
PartnerS 

Traditional Deferred 
Method Sales 

..L2u ~ Nm 
Year 1 (250) (875) 250 (625) 

Year2 (250) (875) 250 (625) 

Year3 (250) (875) 250 (625) 

Year4 (250) (875) 250 (625) 

YearS (250) (875) 250 (625) 

Year6 (250) (125) 250 125 

Year7 (250) (125) 250 125 

YearS (250) (125) 250 125 

Year9 (250) (125) 250 125 

Year 10 (250) (125) 250 125 -- -- --
($2,500) ($5,000) $2,500 ($2,500) 

--

the partnership agreement, 
practitioner's must be aware of the 
Section 704(c) implications in every 
partnership agreement they draft. 

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

1. William E. Sider, Esq. is a shareholder of Jaffe, Raitt, Heuer & Weiss, P.C. in Detroit, Michigan. He received 
his J.D. from the University of Michigan in 1985 and his LL.M. in taxation from New York University in 1988. 
Bill is the current chairperson of the State Bar Taxation Section Partnership Committee and is a former 
adjunct professor of tax at Detroit College of Law. 

2. The Proposed Regulations were published at 57 Fed. Reg. 61,345 (1992). 

3. All section references used herein will be to the Internal Revenue Code of 1986, as amended, unless 
otherwise noted. 

4. Prop. Reg. §1.704-3(1). On November 9, 1993, the Service announced that the Final Regulations under 
Section 704(c) would "probably" be issued by the end of 1993. BNA Daily Tax Reporter, 11/10/93, at G-2. 

5. Treas. Reg. §1.704-(1)(c)(1), Example (1). 

6. I.R.C. §704(c)(1)(A), Example (1). 

7. Treas. Reg. §1.704-1(c)(2)(i), Example (2). 

8. The book value of property for Section 704(c) purposes (i.e. its fair market value) should not be confused 
with the popular usage of book value to reflect the cost of an asset determined in accordance with GAAP. 

9. Treas. Reg. §1.704-1 (c)(2)(i). 

10. The amount of book depreciation is the amount that bears the same relationship to the book value of such 
property as the depreciation computed for tax purposes bears to the adjusted tax basis of such property. 
Treas. Reg. § 1. 704-1 (b)(2)(iv)(g)(3). 

11. Under Treas. Reg. §1.704-1 (b)(2)(iv)(d)(3), capital account balances of partners are reflected at their book 
value, and thereafter adjusted for items of book depreciation. 

12. Treas. Reg. §1.704-1(b)(2)(ii)(b)(2). 

13. I.R.C. Sec. 741. 

14. Prop. Reg. §1.704-3(a)(5). 

15. Prop. Reg. §1.704-3(a)(1). 

16. Prop. Aeg. §1.704-3(a)(3). 
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PartnerT 
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(500) (875) 

(500) (875) 

(500) (875) 

(500) (875) 

(500) (875) 

(500) (125) 

(500) (125) 

(500) (125) 

(500) (125) 
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17. Prop. Reg. §1.704-3(e)(2)(i). The Proposed Regulations fail to address the complex issue of allocations 
where several partners contribute built-in gain or loss assets to a partnership. For a discussion of this issue, 
see Frankel, Loffman and Presant, Planning Opportunities Exist Under the Allocation Methods for Contrib
uted Property, 78 J. Tax'n, 324, 328. 

18. Prop. Reg. §1.704-3(e)(1). 

19. Prop. Reg. §1.704-3(b)(3), Example 2(ii)(B). 

20. Treas. Reg. §1.704-1(b)(2)(iii)(c), discussing the definition of transitory allocations. 

21. Prop. Reg. §1.704-3(c)(1). 

22. /d. 
23. The qualified income offset requirement of Treas. Reg. §1.704-1(b)(2)(ii)(d)(3) authorizes gross income 

allocations. See, McKee, Nelson, Whitmire, Federal Taxation of Partnerships and Partners: Structuring and 
Drafting Agreements, Vol. 3, '1J6.03[2](a][ii] at 6·58 (2d. ed. 1993). 

24. Prop. Reg. §1.704-3(c)(1). 

25. Prop. Reg. §1.704-3(c)(3)(i). 

26. Prop. Reg. §1.704-3(c)(3)(ii). 

27. Prop. Reg. §1.704-3(c)(2). 

28. Prop. Reg. §1.704-3(c)(4), Example 1(ii). 

29. Prop. Reg. §1.704-3(c)(4), Example 1(iii). 

30. Treas. Reg. §1.1502-13. 

31. Prop. Reg. §1.704-3(d)(1). 

32. /d. 
33. /d. 
34. Prop. Reg. §1.704-3(d)(2)(i). 

35. Prop. Reg. §1.704-3(d)(2)(iii)(A). 

36. Prop. Reg. §1.704-3(d)(2)(iii)(B). Special rules apply in the context of nonrecognition transfers. See Prop. 
Reg. §1.704-3(d)(4) and (d)(5). 

37. Prop. Reg. §1.704-3(d)(2)(ii)(B). 

38. Prop. Reg. §1.704-3(d)(2)(ii)(A). 

39. Prop. Treas. Reg. §1.704-3(d)(7), Example 1. 

40. See, for example, Rubin and Green, The Proposed Regulations on Partnership Allocations With Respect to 
Contributed Property, 59 Tax Notes 257 (April12, 1993). 

41. The partners share equally since the net value contributed by P totals $10,000. 

42. Property contributed to a partnership will not produce any minimum gain upon contribution since Treas. Reg. 
§1.704-2(d)(3) defines minimum gain as the excess of nonrecourse liabilities over the book value of property 
securing such debt. 

43. This is calculated as a $10,000 decrease under Section 752(b) and an $8,000 increase pursuant to Section 
752(a) and Treas. Reg. §1.752-3(a)(2) and (3). 

44. This is calculated as $10,000 decrease under §752(b) and a $5,000 increase under §752(a) and Treas. Reg. 
§1.752-3(a)(3). 

45. The deferred sales method will not always represent a compromise between the traditional and curative 
methods. For example, if J's property had 10 years of tax depreciation remaining, the results to J and Kin 
the table would have been identical to those produced under the curative method. 

46. Prop. Reg. §1.704-3(d)(3)(i). Stacking rules require that where contributed property would generate both 
ordinary and capital gain income, the ordinary income component must be recognized first. Prop. Reg. 
§1.704-3(d)(3)(ii). 

47. For other examples involving the favorable use of the deferred sales method, see Frankel, Loffman and 
Presant, Planning Opportunities Exist Under the Allocation Methods for Contributed Property, Frankel, 
Loffman and Presant, 78 J. Tax'n, 324, 331 (1993). 

48. Compare elections under Section 754 of the Code, which are made by the partnership as opposed to the 
affected partner (at least in the case of Section 743 adjustments) and which must be evidenced by an 
attachment to the partnership's Form 1065 return filed for the year in which a transfer occurs. Treas. Reg. 
§1.754-1(b)(1). 
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Income Tax Act -
Taxability of Deferred 
Compensation Principal 
and Interest; Constitu
tionality of Department's 
Withholding Practices 

Molter v Dep't of Treasury 
443 Mich 537; _NW2d_' _ (1993) 

In Molter, a majority of the Michigan 
Supreme Court (Docket No. 93747; 9/ 
2193) affirmed in part and reversed in 
~art the Court of Appeals' determina
tion that principal and interest 
distributions received by a taxpayer 
from a §457 deferred compensation 
plan are subject to Michigan income 
tax without regard to the state of 
residency of the taxpayer to the 
e?'tent that they represent compensa
tiOn for personal services rendered in 
Michigan, and that no constitutional 
provisions are implicated by the 
state's determination to withhold 
income taxes from some deferred 
compensation plans but not others. 

The taxpayer in Molter retired from 
service as an employee of the State of 
Michigan, and several years later 
changed his residency to Florida. 
After retirement, Molter began re
ceiving distributions from the state's 
§457 deferred compensation plan. 
Distributions from the plan repre
sented a return of deferred sums as 
well as interest that had accrued on 
those sums. In accordance with its 
usual practice in connection with 
distrib~tions from its §457 plan, the 
state Withheld Michigan income tax 
from the distributions. 

The taxpayer brought an action in 
the Michigan Court of Claims chal
len~ng (1) the ability of Michigan to 
subject deferred compensation distri
butions to tax under the provisions of 
the Michigan Income Tax Act· (2) the 
!lbility of Michigan to impose its 
mcome tax upon interest earned on 

the amounts deferred; and (3) the 
constitutional validity under the 
Equal Protection and Uniformity 
Clauses of Michigan's practice in 
withholding income tax from deferred 
compensation amounts distributed 
from ~ts ow~ plan, but in not imple
mentmg th1s same practice for other 
plans. The Court of Claims confirmed 
that the state has the ability to tax 
deferred compensation and interest 
amounts, but ruled that the state's 
differential withholding practices 
violate the Michigan Constitution. On 
appeal, the Michigan Court of Ap
peals reversed the Court of Claims' 
decision relative to the constitutional 
claims offered by the taxpayer, and 
upheld the constitutionality of the 
Department of Treasury's withhold
ing practices in the face of equal 
protection and uniformity challenges. 

The Michigan Supreme Court 
recognized that contributions made 
by the taxpayer to the state's §457 
plan constitute income earned for the 
rendition of personal services per
formed in Michigan. Consequently 
distributions from the plan that ' 
essentially represent a return of the 
deferred contributions retain their 
character as personal service income 
and are fully subject to tax in the ' 
year they are received under §110(2) 
of the Michigan Income Tax Act. 
However, the Supreme Court re
versed t.he Court of Appeals' ruling 
concernmg the taxability of interest 
earned on deferred compensation 
concluding that no provision of the 
Act authorizes the state to tax the 
interest income of a nonresident. The 
Court ruled that "[ t]o be allocable to 
this state, interest income must be 
received or actually available to a 
taxpayer while he is a resident"· 
because Molter received interest 
earned on deferred compensation 
amounts only after he became a 
resident of ~other state, Michigan 
was not entitled to tax the disputed 
interest income. 

State and Local 
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In dispensing with Molter's equal Respondent. Central to the analysis 

protection and uniformity claims, the of the Tax Tribunal was its perception 
Supreme Court held that no constitu- that People v Pringle, 96 Mich App 
tional violation attends facts that 26; 292 NW2d 158 (1980), modified 
simply indicate that the state em- 409 Mich 945 (1980) had been over-
ploys different methods to collect the ruled by a federal case, Tirado v 
tax. Because Molter had not shown Comm'r, 689 F2d 307 (CA 2, 1982). 
that the Department of Treasury had On appeal, the Court of Appeals 
negated the underlying income tax addressed the federal exposition of 
liability of recipients of distributions the issue in Tirado and United States 
from other entities' deferred compen- v Janis, 428 US 433; 96 S Ct 3021; 49 
sation plans, Molter failed to estab- LEd 2d 1046 (1976) and looked to the 

... the Supreme lish the existence of any constitu- policy considerations that underlie 
Court held tional infirmity. the extension of the exclusionary rule. 

that no Two Justices dissented, stating The panel observed that the exclu-

constitutional that they would hold that the interest sionary rule as developed in Michigan 
income earned by the taxpayer is "differs from and provides greater 

violation subject to tax under the Michigan protection than that established by 
attends facts Income Tax Act on the theory that the United States Supreme Court," 
that simply until such time as deferral status is noted that various Michigan cases 
Indicate that terminated, the corpus of the deferred have applied the exclusionary rule in 

the state compensation plan inclusive of any the civil setting and that these cases 

employs deferred interest is taxable by Michi- represent the "better reasoned ap-
gan as an indivisible unit. proach," and determined that the Tax 

different Tribunal erred in concluding that (: 
methods to Tirado had overruled Pringle. 
collect the tax. Jeopardy Assessments -

Use of Unlawfully Seized The Department's Right 
Evidence in a Civil Tax to Levy on Funds in Joint 
Proceeding l Bank Account : I : I Kivela v Dep't of Treasury, 200 Mich , I 
App 545; _NW2d_(1993) Dep't of Treasury v Comerica Bank, 

201 Mich App 318; _NW2d_ 
The Department of Treasury issued a (1993) 

jeopardy assessment to Petitioner (N..B..,: Editor's note: A portion of this 
premised upon a search of opinion is nonbinding dicta.) 
Petitioner's house and the seizure of 

Youssef and Intissar Ismail had an marijuana and records disclosing 
sales and purchases of the drug. outstanding tax liability to the State 
Petitioner challenged the search in of Michigan. The Department of 
Detroit Recorder's Court and pre- Treasury issued a warrant and notice 
vailed; criminal charges against her of levy for a joint bank account in the 
were dismissed. name of Intissar Ismail and his 

Before the Michigan Tax Tribunal, spouse, Mariam. The bank paid one-
Petitioner claimed that the illegally- half of the bank account to the De-
seized evidence could not be used as a partment, causing the Department to 

foundation for the Department's bring suit to recover the remaining 
jeopardy assessment. The Tribunal half of the account. Four days after 
rejected her contention and granted the bank paid over one-half of the ( 

32 summary disposition in favor of account a hearing before the Depart-
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ment took place, at which the Depart- to retain outside auditors and, on 
ment agreeq that neither Youssef nor appeal, the Court of Appeals affirmed 
Intissar had liability for the indi- the lower court's determination. First, 
vidual income· or intangibles taxes the Court rejected GM's contention 
with respect to which the levy had that the municipality had failed to 
occurred, but that Youssef contin:ued provide a sufficient factual premise to 
to have a substantial sales tax debt. allow the STC to proceed under the 
Before the Wayne Circuit Court, the omitted property provisions of MCL 
Department abandoned its claim for 211.154; MSA 7.211. Although the 
the remaining one-half of the bank STC in a bulletin had noted its pref-
account. The Court of Appeals, noting erence that a request to proceed 
the advisory nature of its determina- under §154 be accompanied by an 
tion in this case, stated that its audit, both the lower and appellate 
"opinion regarding this question is ... courts declined to condone what they 
nonbinding dicta." The Court, in termed the "catch-22" created by 
reliance upon case law that clearly GM's refusal to submit to the inde-
provides that any co-owner in a joint pendent auditors. The Court of Ap-
account may withdraw all funds, peals held that separate provisions of 
stated its opinion that "the state's the General Property Tax Act (MCL 
interest in collecting its revenues 211.148; MSA 7.206) and the State 
exceeds the co-owner's interest in Tax Commission Act (MCL 209.102; 
avoiding expenses associated with the MSA 7 .632) permit the STC to engage 
pursuit of remedies," and affirmed independent auditors to undertake a 

' 
the lower court's theoretical determi- property tax audit. In concluding its 

rlt, nation that upon presentation of a analysis, the Court directed the STC ,., 

warrant and levy, the Department to adhere to measures necessary to 
may receive joint account funds. ensure that the confidentiality of 

financial information obtained in the 
course of the audit is preserved. 

Section 154 Omitted 
Property Proceedings- Filing Deadlines -
STC can Engage Outside Effective Date of 
Auditor for a Personal Revenue Act §27a 
Property Audit 

General Motors Corp v State Tax 
Thiokol Corp v Dep't of Treasury, 
unpublished opinion per curiam, 

Comm, 200 Mich App 117; Court of Appeals Docket No. 134 782 
504 NW2d 10 (1993) 

The City of Warren, and later the 
On October 14, 1986 Plaintiff ap-
pealed a single business tax notice of 

State Tax Commission ("STC"), hired final assessment that had been issued 
an independent accounting firm to on June 20, 1986. The Court of 
undertake a personal property tax Claims dismissed the action pursuant 
audit of General Motors Corporation to a motion for summary disposition 
("GM"). GM resisted the audit on brought by Defendant which alleged 
grounds that the STC was not autho- that the tax appeal, filed more than 
rized to engage an independent firm 90 days after the date the final as-
to conduct the audit. sessment was issued, was untimely. 

·1, The Circuit Court agreed that the Plaintiff contested the lower court's 
\ STC possessed the requisite authority determination, asserting that single 
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business tax appeals could be filed 8, 12-13; 181 NW2d 53 (1970), the 
within six months of the date of the Court held that a 1970 amendment to 
final assessment for assessments §4(g) of the Use Tax Act "more nar-
levied before the effective date of rowly defined" industrial processing 
§27a of the Revenue Act. According to exclude services performed upon 
to Plaintiff, the changes to §27 a others' property where no change in 
involved changes in penalties and the composition or character of the 
interest, so that §27 a became effec- property is effected regardless of how 
tive on July 1, 1986 as dictated by essential the services are to the 
§2 of 1986 PA 58; Defendant asserted industrial process. The Court sum-
that the effective date of §27 a instead marily rejected "as without merit" the 
was May 1, 1986. taxpayer's claim that equal protection 

The Court of Appeals rejected the guarantees are violated if Plaintiff is 
position advocated by Plaintiff, find- denied the exemption that is made 
ing that although the alterations to available to similarly situated enti~ 
§27 a may have affected penalties and ties. In dissent, one judge stated that 
interest, they did not chan~ penal- he would have found that a sufficient 
ties and interest, with the result that alteration to the character of the 
§27a became effective on May 11, customers' property occurred to 
1986. Plaintiffs appeal, filed more enable Plaintiff to avail itself of an 
than 90 days after June 30, 1986, exemption for industrial processing. 
was thus deemed untimely. 

~ Statute of Limitations-' l Use Tax- Industrial Appeal of First Action l 
I Processing Exemption I Does Not Toll Limitations 
I Not Available to Oil and Period as to Nonparty 
I Gas Extraction Service Michigan Department of 

Company Under 1970 Treasury 
, I PA 15 
II Stockier v Detroit, unpublished opin-

Beckman Production Services, Inc v ion per curiam, Court of Appeals 
l Dep't of Treasury, __ Mich App __ ; Docket Nos. 138370 and 148654 ' cl 

l _ NW2d _(11/01/93) (8/23/93) 
] 
I Plaintiff, an entity that performed In the first of these cases consoli-

services such as sediment removal dated by the Court of Appeals, Plain-
for gas-well owners and operators, tiff Stockier, an attorney, contested 
claimed a use tax industrial process- the refusal of Wayne Circuit Court to 
ing exemption for equipment used in grant him an adjournment of the trial 
its activities. The Court of Claims proceeding. The Court of Appeals 
agreed with the Department that concurred that the trial court had 
Plaintiff was not eligible for the abused its discretion in denying 
claimed exemption and, on appeal, Plaintiffs adjournment request 
the Court of Appeals affirmed. Citing where counsel was committed to the 
Minnaert v Dep't of Treasury, 366 trial of another action the same day, 
Mich 117; 113 NW2d 868 (1962) and Plaintiffs opponent had consented to 
Industrial Research & Development a short adjournment, and Defendant 
Corp v Dep't of Revenue, 25 Mich App did not allege that it suffered preju-
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dice by reason of the adjournment. 
The second matter considered by 

the Court represented an action 
identical to the first that additionally 
named the Michigan Department of 
Treasury as a party Defendant. 
Plaintiff filed this second lawsuit "in 
Wayne Circuit Court during the 
pendency of his appeal of the first 
case. The Michigan Department of 
Treasury moved for summary disposi
tion, although before the motion was 
decided the trial court sua sponte 
dismissed the matter, apparently 
finding that Plaintiff was not preju
diced by the dismissal because the 
limitations period was tolled by 
reason of the appeal filed in the first 
case. Before the Court of Appeals, 
Plaintiff contended that the trial 
court erred in dismissing the case 
because the statute of limitations was 
not tolled by the filing of an appeal in 
the initial matter. The Court of 
Appeals ruled that the limitations 
period as to Defendant was tolled by 
the filing of an appeal, and that 
Plaintiff was not prejudiced by the 
dismissal because the Court on ap
peal had reinstated the first case. 
However, the filing of an appeal in 
the first case did not toll the statute 

of limitations as to the Michigan 
Department of Treasury, which was 
not a party to the first action. The 
Court therefore reversed the dis
missal of the second action as to the 
Department and remanded to the 
Circuit Court for further consider
ation. Jurisdictional issues raised by 
the Department's motion for sum
mary disposition were not resolved by 
the Court, but instead were remitted 
to the lower court for decision. 

Additional Notes 
from the Editors: 

The Hawkins case reported in the 
third quarter 1993 edition of the 
Michigan Tax Lawyer was approved 
for publication by the Court on June 
25, 1993 and is reported at 200 Mich 
App 453 (1993). 

Patrick R. Van Tiflin and Michele L. 
Halloran prepared the state tax case 
summaries in this issue. Pat and Michele 
are members of the law firm of Howard & 
Howard Attorneys, P.C. in Lansing. Pat 
directs the firm's state and local tax 
practice; Michele is a former Hearing 
Officer with the Michigan Tax Tribunal. 

Newly Issued Revenue Administrative Bulletins: 

RAB 93-12 "Interest Rate" 

RAB 93-13 "Disclosure of Revoked Diesel Fuel Retailers' Licenses" 

State and Local 
Tax Update 
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Michigan State Bar 
Appoints Nannette Bowler 
to Children's Task Force 
The State Bar of Michigan has 
appointed Grand Rapids attorney and 
children's rights advocate Nannette 
Bowler to its newly-created 
Children's Task Force. The Bar 
formed the Task Force last May 
with a stated mission of improving 
the delivery of justice to Michigan 
children. 

Steelcase Foundation 
Awards Grant to Children's 
Law Center 
The Steelcase Foundation has 
awarded a two-part grant to the 
Children's Law Center (CLC) of 
Grand Rapids. The non-profit agency 
provides free legal service on behalf 
of abused and neglected children in 
addition to acting as a community 
advocate and resource for profession
als who work with this population. 

The Foundation's award includes 
both an outright grant of $25,000 to 
the CLC and a second $25,000 chal
lenge grant upon CLC raising 
$50,000 in the next year. 

The next Tax Court luncheon 
co-sponsored by the Office of 
District Counsel and the Tax 
Section is scheduledfor Febru
ary 1, 1994. The luncheon will 
be in honor of Judge Carolyn 
Chiechi, who will be sitting 
for the session beginning on 

Michigan Tax Lawyer-4th Quarter 1993 

David M. Thoms recently co-chaired 
a program at the 4th Annual Spring 
CLE meeting of the American Bar 
Association Real Property, Probate 
and Trust Law meeting in Orlando. 
The program was entitled "Sophisti
cated Planning with Charitable 
Remainder Trusts and Related 
Matters". Mr. Thoms is complete 
his second year as chairman of 
Charitable Remainder Unitrust 
Sub-Committee for the ABA. 

Willingham & Cote', P.C. attorneys 
presented a Fall Business Seminar 
Series at Michigan State University 
in September. Bob Hood spoke on 
"The 1993 Tax Act", Ed Castellani on 
"Limited Liability Companies", Pat 
Claire on "What's New in Health Care 
Benefits", John Person on "Recent 
Developments in Retirement Plans", 
Ray Zillgitt on "Asset Protection 
Planning", and Jim Duby on "Trade 
Name, Trademark and Copyright 
Protection". 

January 31, 1994. 
If you would like to be on the 

mailing list to receive a notice 
of this luncheon, or if you would 
like any additional information, 
please contact Thomas G. Mies 
at (313) 421-9022. 
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The following provides a brief summaries of books that should be of interest to 
tax practitioners, where to obtain these publications, and their prices. 

Limited Liability 
Company Handbook 

1993-94 Edition 
Author: Mark A Sargent 
Publisher: Clark Bordman Callaghan 

155 Pfingsten Road 
Deerfield, IL 60015 
(800) 323-1336 

Price: $105.00 

In light of Michigan joining the 
ranks of more than thirty states by 
the enactment of the Michigan Lim
ited Liability Company Act this past 
spring, tax practitioners as well as 
general practitioners whose practice 
include corporate and individual 
planning need to better understand 
the potential uses and pitfalls of this 
new business entity. 

Chapter 1 contains a briefhistory 
of the origins and uses of the Limited 
Liability Company ("LLC"), including 
the emergence of utilizing LLCs by 
professionals, such as accountants, 
lawyers, physicians, engineers, archi
tects, and others. 

Chapter 2 analyzes the advantages 
and disadvantages of using LLCs 
compared to its brethren: general 
partnerships, limited partnerships 
and S corporations. Also included are 
copies of key IRS rulings that have 
been handed down as of May 1, 1993 
in connection with classifying other 
States' LLCs as partnerships for 
Federal tax purposes. 

Chapter 3 provides for a brief 
overview of the securities status of 
limited liability company interests. 

Chapter 4 contains an exhaustive 
comparative survey of various provi
sions of sixteen different state LLC 
statutes, which include: Arizona, 
Colorado, Delaware, Florida, Iowa, 
Kansas, Maryland, Minnesota, Ne
vada, Oklahoma, Rhode Island, 
Texas, Utah, Virginia, West Virginia 

and Wyoming. A few of the more 
significant provisions which are 
compared on a state-by-state are 
the following: 

1. Piercing the LLC veil 
2. Who can form an LLC 
3. Articles of Organization 
4. Managers 
5. Election and term of Managers 
6. Duties of Managers 
7. Related party transactions 
8. Indemnification 
9. Form of contributions 

10. Liability for contributions 
11. Sharing of profits, losses and 

distributions 
12. Distribution upon resignation 
13. Right to distribution 
14. Limitations on distributions 
15. Transferability of interests 
16. Right of creditor against a 

Member 
17. Liability of Members and 

Managers 
18. Dissolution 
19. Distribution of assets upon 

dissolution 
20. Involuntary/judicial 

dissolution 
21. Foreign LLCs 
22. Professional LLCs 
23. Mergers 
24. Derivative actions 

Chapter 5lists the twenty-six 
states that had enacted LLC legisla
tion as of May 30, 1993, as well as the 
seventeen other states which have 
pending legislation. 

Chapter 6 provides for the "meat 
and potatoes" of this book in that it 
contains state-specific forms for LLC 
Articles of Organization and Operat
ing Agreements organized under the 
laws of Arkansas, Colorado, Florida, 
Iowa, Kansas, Maryland, Nevada, 
Oklahoma, Texas, Utah, Virginia, 
West Virginia and Wyoming. All of 
these forms have been drafted by 
practitioners from each jurisdiction 
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for use in actual transactions. As the Volume I ofthis work covers the I 

t author carefully notes, these sample following areas in an encompassing 
,t documents have been drafted for a manner: 
i: variety of situations pursuant to that 1. Choice of business organization 

jurisdiction's LLC statute and, as a 2. Overview of business law 
result, such documents should be only aspects 
used as a guide. More importantly, 3. Formation of the LLC 
these sample documents cannot 4. Capital structure and capital 
assure that the LLC will be classified contributions 

. t as a partnership for Federal tax 5 . Distributions 
:! purposes. Since the IRS has yet to 6. Ownership and transfer of LLC 
' j, rule on the Michigan LLC Act, tax property ll ' practitioners should take great care 7. Management and control of the f; 
f: 
' in using one of these sample docu- LLC l 
( ments for his or her client. 8. Fiduciary duties 
~ In summary, this work will prob- 9. Litigation 

I ably be more useful to the tax practi- 10. Disassociation, dissolution, and 
tioner who will be forming LLCs in fundamental change 
these other jurisdictions noted above. 11. Members' limited liability 

I However, in light of the fact that the 12. Use of foreign LLCs outside of 
I author has indicated that he will the jurisdiction of formation 

I continue to update this book on an 13. Affect of securities in 
annual basis, in its next version bankruptcy laws on LLCs 

l should include an analysis of the 14. Use of LLCs in particular 
j Michigan Limited Liability Company transactions 

I 
Act. · 15. The tax classification of LLCs 

and taxation of LLCs and 
Ribstein and Keatinge on members 
Limited Liability Companies Each of the above chapters are 

Authors: Larry E. Ribstein and peppered with citations to specific 

Robert R. Keatinge LLC provisions of statutes enacted as 

Shepherd's McGraw-Hill, ofNovember, 1992. The July, 1993 

Inc. supplement contained in Volume 1 is 

P.O. Box 35300 current to May 14, 1993. As a result, 

Colorado Springs, CO the Michigan LLC Act is unfortu-

80935-3530 nately not covered in this work's 

(800) 541-3334 detailed analysis, but should be 

Price: $175.00 included in the next periodic supple-
mentation. Volume 1 also includes a 

Two looseleaf volumes table which contains, among others, 
with periodic the following items: 
supplementation. 1. Case law 

Published: November, 1992 and 2. Internal Revenue Code 
supplemented most 3. Uniform Limited Partnership 
recently in July, 1993. Act. 

4. Revised Uniform Limited 
In contrast to the Limited Liability Partnership Act. 

Company Handbook reviewed above, 5. Uniform Partnership Act. 
this work provides for a more detailed 6. Revised Uniform Partnership 
and comprehensive analysis of the Act. 
business and the tax considerations 7. Model Business Corporation Act. t in forming an LLC. 
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8. Revised Model Business 
Corporation Act. 

9. LLC statutes from 28 states. 
10. Treasury Regulations 
11. Revenue Rulings and Procedures 
12. Books and Articles on the LLC 

area 
The authors include a sample LLC 

Operating Agreement that was 
drafted only as a guide to some of 
the provisions discussed in this 
work. Volume I fmishes with a much 
needed index on the numerous topics 
covered in this work. 

Volume II begins with a prototype 
Limited Liability Company Act 
drafted and submitted by members 
of the Subcommittee on Limited 
Liability Companies, Committee on 

Partnerships and Unincorporated 
Business Organizations, Section of 
Business Law of the American Bar 
Association. The remainder of Vol
ume II contains the entire text ofLLC 
statutes from twenty-five states, 
including Michigan. 

This reviewer strongly believes 
that this work is one of the most 
comprehensive and useful guides 
available on LLCs for tax practitio
ners. In this regard, this work would 
be an excellent addition to the library 
of the tax practitioner who intends on 
adding LLC planning to his or her 
practice, especially after this treatise 
is updated to incorporate the Michi
gan LLC Act in its analysis section. 

Short 
Subjects 
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/fyouowna 
business, 
consider hiring 
your child. 
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Tax Planning for 1994 
By: Keith A. Kingston, C.P.A. 

In life there are only two things that 
are inevitable, death and taxes. Most 
people are never prepared to die, but 
you should be prepared for taxes. The 
Revenue Reconciliation Act of 1993, 
which passed by a single tie breaking 
vote, effects just about everyone. 
Even though a lot of people will notice 
an increase in their tax bill, there are 
several ways to prepare yourself so 
that those increases are minimized. 

The act increased tax rates on high 
income individuals. Married couples 
who file jointly will be taxed at 36 
percent on taxable income over 
$140,000. Single individuals hit the 
36 percent threshold at $115,000. 
For taxable income over $250,000 
(whether married or single), the rate 
jumps to 39.6 percent. The increased 
rates make municipal bonds, and 
other tax exempt or tax-deferred 
investments a more attractive option 
than they have been in recent years. 
The maximum rate of tax on capital 
gains remains at 28%. Therefore if 
you are in the top marginal rate of 
39.6%, there is a spread of nearly 12 
points between your rate of tax on 
long-term capital gains, and that on 
ordinary income. Due to the differen
tial between the top marginal rate, 
and the capital gains rate, investors 
will want to pay closer attention to 
whether an investment is a capital 
asset, and whether it has been held 
for longer than a year to qualify for 
long-term capital gains treatment. 

The higher tax rates, phase out of 
personal exemptions, and limitation 
on itemized deductions offer addi
tional incentives to shift income to 
other family members in lower tax 
brackets. One point to consider in 
shifting income to your child under 
age 14 is a law nicknamed the "kiddie 
tax". If you have a child under 14 who 
has unearned income (interest, divi-
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dends, etc.) in excess of $1,200, the 
child's unearned income is taxed at 
the parents higher rate of tax. Un
earned income of children age 14 or 
older is not subject to the "kiddie tax". 
A parent who is taxed at the top rate 
of 39.6% can save almost 25 cents on 
the dollar of income by shifting in
come producing assets to their child 
whose tax rate is only 15%. Gifts of 
$10,000 per year can be given to as 
many individuals as desired without 
payment of gift tax .. Of course, non
tax considerations often outweigh 
when it comes to giving away assets 
to minors and relatives. 

If you own a business, consider 
hiring your child. Your business may 
deduct reasonable pay as a business 
expense, and because the child earns 
the income, it is not subject to the 
"kiddie tax". Also, because the child 
gets a standard deduction of $3,800, 
the first $3,800 of wages the child 
earns would not be subject to federal 
income tax. 

You should plan to pay expenses 
which qualify as itemized deductions 
in the year they give you the greatest 
tax benefit. Depending on your situa
tion, you may wish to accelerate or 
defer your deductible expenses. 
Accelerate deductions that you would 
expect to pay in 1995 by December 
31, 1994. Some ideas are to pay your 
last installment of estimated state 
and local income taxes before year 
end. Prepay any balance expected on 
your state or local return by increas
ing that installment, or increase your 
state income tax withholding for the 
remainder of 1994. Also pay in De
cember of 1994 your winter property 
taxes, and any charitable contribu
tions that you would normally make 
in early 1995. Regarding charitable 
contributions, effective beginning of 
1994, the new tax law requires you to 
obtain written documentation from 
the receiving charity for contributions 
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in excess of $250. The Internal Rev
enue Service no longer accepts can
celled checks as sufficient substantia
tion for contributions. To generate 
additional mortgage interest on your 
1994 return, pay your January 1995 
mortgage payment in late 1994. If· 
you expect to be in a higher tax 
bracket in 1995 than this year, you 
might want to defer some of these 
expenses until 1995 when they may 
produce a greater tax benefit. 

Personal interest on obligations 
such as credit cards, car loans, stu
dent loans have not been deductible 
for many years. Consider taking out a 
home equity loan to replace some of 
that debt. Since the home equity loan 
is secured by your principal resi
dence, the interest you pay would be 
fully deductible, subject to certain 
limitations. Also, do not forget on 
home equity loans, there may be 
other hidden costs such as closing 
costs to factor in. 

Contributing to a qualified retire
ment savings plan is another way to 
reduce your taxable income. The 
amounts you and your employer 
contribute to qualified plans on your 
behalf are not includable in your 
current income. Also, the income that 
these plans generate on the contribu
tions is deferred. The contributions 
and earnings are taxed when they are 
distributed from the plan. For 1994, 
under a 40 1(k) plan, you can elect to 
defer a maximum of about $9,275 of 
salary. The actual amount you can 
defer depends on your income and the 
level of participation in the plan by 
other employees. You may deduct 
individual retirement account contri
butions if you (or your spouse, if you 
are married) do not actively partici
pate in an employer sponsored retire
ment plan. However, if you do partici
pate in a retirement plan at work, 
you may be able to make a deductible 
IRA contribution. If your modified 
adjusted gross income is below 
$40,000 for married couples, and 

$25,000 for single persons, your IRA 
contribution is fully deductible. If 
your modified adjusted gross income 
is between $40,000 and $50,000 for 
married couples, and $25,000 and 
$35,000 for singles, your contribution 
is partially deductible. Above $50,000 
for married couples, and $35,000 for 
singles, your contribution is non 
deductible. If one spouse is covered by 
a qualified plan, and the other is not, 
both spouses are subject to the above 
limitations. The maximum allowable 
deductions are $2,000 for a single 
person, $4,000 for working couples, 
and $2,250 for a working person with 
a non working spouse. You have until 
April 15, 1995 to pay your 1994 
deductible IRA contribution .. How
ever, if you do elect to make an IRA 
contribution you may want to con
sider contributing as early in the tax 
year as possible to take maximum 
advantage of the compounding of tax 
deferred earnings. One draw back to 
an early IRA contribution is if you or 
your spouse becomes a participant in 
a qualified plan during the current 
year, your IRA contribution may 
become non deductible. 

If you should terminate your em
ployment during the year, and receive 
benefits from a retirement plan, be 
sure to have your employer directly 
transfer those benefits to an eligible 
rollover plan, such as an IRA. Con
versely, if the benefits are paid di
rectly to you, your employer must 
withhold 20% of the benefits for 
federal tax. If you elect to receive a 
distribution directly, and you intend 
to rollover the funds, you will have to 
come up with the missing 20% of 
federal income tax your employer 
withheld out of other funds if you 
want to roll over 100% of the distribu
tion. If you roll over only the 80% you 
receive from the plan, you will be 
taxed on the 20% not rolled over, and 
an early distribution penalty of 10% 
will be imposed on that amount if you 
are under age 59112. 

Short 
Subjects 

To generate 
additional 
mortgage 
interest on 
your 1994 
return~ pay 
your January 
1995 mortgage 
payment in late 
1994. 
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It is never too early to start plan
ning for April 15, 1995. Hopefully 
these few tax planning tips will help 
you set your basic planning goals, 
and develop a strategy that will 
ultimately save you tax dollars come 
the end of the year. 

Keith A. Kingston, a graduate of Michigan 
State University, is a member of the Ameri
can Institute of Certified Public Accountants, 
Michigan Association of Certified Public 
Accountants, the Accountants Guild, and is 
a partner with the Farmington Hills CPA 
firm of Sosin, Sklar, Rottman, Liefer & 
Silberberg, P.C. 
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