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May 24, 1988 

Dear Taxation Section Members: 

Welcome to the second issue of Michigan Tax Lawyer; we hope you enjoyed 
the first issue. Michigan Tax Lawyer is a centerpiece of the Taxation Section 
Council's efforts to improve our professionalism and collegiality as tax law
yers. To help with these goals, please consider submitting news about tax 
lawyers and ideas about articles and features to David M. Rosenberger, 
Michigan Tax Lawyer's editor. Dave, by the way, accepted the heavy responsi
bility of editorship, and h~s strenuous efforts have produced the fine publi
cation that you are reading; congratulations, Dave! 

In addition, Section members should be aware of the efforts of Council 
members Roger Cook and. Kathleen Williams Newell, who have organized the SYmc 
mer Tax Conference at Grand Hotel, Mackinac Island, July 7-9. In addition, 
Roger and Kathleen already have organized Taxation Section's After Hours Tax 
Seminars for 1988-1989, beginning with Current Subchapter S Issueson Octo
ber 4 and continuing with Current Employee Benefit Issues on November 1; 
Section members will receive a mailing that contains details on all eight 
seminars. 

Finally, Taxation Section members should mark calendars for September 29, 
to attend Section functions at Cobo Hall, Detroit, as part of the Michigan 
Bar's Annual Meeting. The Taxation Section's General Meeting is scheduled for 
9:15 a.m. This will be followed at 10:00 a.m. with an assemblage of Congres
sional tax authorities who will speak briefly and then engage in a roundtable 
discussion on the tax legislative outlook, including audience participation. 
Mark McGowan is assembling an impressive group of participants, in addition to 
organizing all Section functions that day. Committee Chairpersons also invite 
you to Committee meetings scheduled for 2:00 p.m. at locations in or near Cobo 
Hall. The day will conclude with Mark's presentation on Recent Developments 
in Taxatio~ beginning at 3:40p.m. Thanks to Mark's efforts, Council is 
confident that September 29th's Taxation Section events will greatly reward 
all who attend! 

Best regards, 
Taxation Section Council 

By: William J. Sikkenga, 
Chairperson 
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Report of the 
Partnership Committee 
May25,1988 
David J. Ohlgren, Chairman 
320 N. Main, Suite 300 
Ann Arbor, Ml 48104 
(313) 769-2691 

1. Chairman's Message. 
The Committee will be devoting more 
of its meeting time to relatively un
st:uctured discussions among Com
mittee members of practice issues. 
To this end, quarterly roundtable 
luncheons will be scheduled between 
regular quarterly meetings. At 
regular quarterly meetings, roughly 
one-half of the agenda will be taken 
by the roundtable, with the balance 
devoted to formal business and a pre
pared talk by a Committee member; 

Committee members are invited 
to communicate to the Chairman in 
advance of meetings with sugges
tions for topics to be discussed in the 
ro~dtable format. In this way, the 
notice of the meeting can alert the 
whole Committee as to matters of 
interest and encourage wide partici
pation in the meetings. 

2. Recent Activities. 
Mark McGowan hosted a well-at
tended luncheon roundtable at the 
Savoyard Club in Detroit on April 20, 
1988. A guest from the accounting 
profession attended the lunch and ex
changed views with Committee 
members about various practical 
compliance matters. 

The Committee's regular meeting 
was held on May 25, 1988 at Lav
enthol & Horwath. The Chairman 

gave a talk on selected passive loss 
topics and a roundtable followed con
cerning various practice issues, 
including the use of partnerships to 
plan around the General Utilities 
repeal and new IRC Section 2036(c). 
Disappointment was expressed at 
the low turn-out for the meeting. 

3. Future Schedule. 
The Committee will hold either a 
regular or luncheon roundtable 
meeting in July to be scheduled by 
letter from the Chairman to Commit
tee members well in advance. 

A regular meeting of the Commit
tee will be held in conjunction with 
the Detroit Annual Meeting on Sep
tember 29, 1988. The agenda will be 
settled at the July meeting. 

4. Important Developments. 
The Internal Revenue Service an
nounced on April 14, 1988 that 
Forms 8582 and 8582-CR, which are 
used to compute the limitations on 
passive activity losses and credits . 
contained errors, and that amend~d 
returns will be required from some 
taxpayers. See Announcement 88-
75, IRB 1988-75, April14, 1988 

The second set of Temporary 
Regulations under Section 469 are 
scheduled to be released in July 
according to Michael J. Grace of the 
IRS office of Chief Counsel. This set 
of regulations will define an "activ
ity" for Section 469 purposes. 

There also is a rumor that some 
IRS guidance will be issued in June 
concerning new Section 469(K) 
which applies special passive l~ss 
rules to publicly traded partnerships. 



Report of the Employee 
Benefits Committee 
May 23, 1988 
Robert B. Stevenson, Chairperson 
201 South Main, Suite 902 
Ann Arbor, Ml48104 
(313) 747-7050 

1. Chairperson's Message. 
By the time you read this, the first 
Central IRS Region Employee Bene
fits Liaison Conference (scheduled for 
June 2 and 3 in Cincinnati) will be 
history. The Conference will include 
botp ffiS and Department of Labor 
Employee Benefits personnel, both 
from the Cincinnati District and from 
Washington. Also, some private prac
titioners from throughout the region 
will be appearing on panels and as 
speakers. Jim Bruinsma of Grand 
Rapids has kindly agreed to present a 
topic on welfare plans and Code S~c
tion 89. I will be appearing on a 
panel with Sarah Hall (an ffiS litiga
tor) regarding current developments 
in both litigation and employee plans 
procedures, and Dave Rosenberger 
will be on a panel with Robert 
Schemenauer, Chief of the EP/EO 
Division in Cincinnati, and other 
members of the EP/EO group, dis
cussing the volume submitter pro
gram and other procedural matters. 

Walter Russell of Grand Rapids is 
to be congratulated on bringing this 
meeting to life. Appreciation is also 
·expressed to Barbara Bart and Ken 
Frantz of Detroit and Tom McNish of 
Jackson for their help in mustering 
the Michigan delegation. 

We anticipate that 20 to 30 law
yers and other employee benefit prac
titioners from Michigan will attend 
the conference. · 

2. Future Schedule. 
The next Employee Benefits Com

mittee meeting is scheduled for 
September 29 at 2:00 p.m in Coho 
Hall in conjunction with the State 

Bar Annual Meeting. Apparently, 
many Committees have been moved 
to the Ponchartrain Hotel, but be
cause of the large size of our group 
they have left us in Coho. Among · 
other things, at the September meet
ing we will evaluate the Cincinnati 
conference and determine whether to 
remain on a three meeting per year 
format, including Cincinnati as one of 
the three meetings or whether to add 
another local meeting. (By the way, 
the "Cincinnati" meeting may ride the 
circuit in future years and travel to 
various states within the Central 
Region.) 

3. Important Developments. 
As described in my previous report, 
Judge DeMascio of the Federal Dis
trict Court for the Eastern District of 
Michigan held that IRA proceeds in a 
non-trust custodial account pass as 
part of the account owner's probate 
estate regardless of beneficiary desig
nations which may have been made. 
(E. F Hutton and Company, Inc v. 
Joni Wallace, et. al., E.D. Mich., 
Docket No. 87-CV-71516DT). Fur
thermore, there has been pending in 
the Michigan legislature a proposal 
which would exempt pension benefits 
from collection by creditors under 
State law. 

The Employee Benefits Commit
tee is in the process of preparing in
formation for the Tax Council on 
these issues to determine whether the 
Council wishes to take a formal 
position on these matters. Your input 
on these issues is appreciated. 

There is reproduced at the end of 
this report a letter from Robert 
Schemenauer relative to the process
ing of 401(k) plans. 

4. Mackiilac Island Conference. 
By now, you probably have received 
in the mail a brochure outlining the 
Tax Section's 1988 Summer Tax Con
ference to be held at the Grand Hotel 
on Mackinac Island July 7 through 
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July 9. The employee benefits topics 
of that Conference promise to be ex
ceptionally good. 

Lee Irish of the University of 
Michigan Law School is a particularly 
thorough and articulate speaker, and 
Bill McClure of Dallas, Texas is not 

Internal Revenue Service 
District Director 

Mr. Robert Stevenson 
Chairman Employee Benefits 

Committee 
State Bar of Michigan 

only entertaining and informative in 
his presentations, but his outlines are 
remarkably useful reference materi
als. I have repeatedly referred to one 
ofhis outlines on Section 301 of the 
Retirement Equity Act. 

Department of the Treasury 

P.O. Box 2508 
Cincinnati, OH 45201 

Person to Contact: 
William J. Kurtz 

Telephone Number: 
(513) 684-3947 

Refer Reply to: 
EPIEO 

First National Building, Suite 902 
Ann Arbor, MI 48104-2105 

Dear Bob: 

In the September 1987 Michigan Bar meeting, I indicated that our 
agents would be reviewing IRC 401(k) plans for the 1987 effective 
provisions of TRA-86 in February 1988. This projected date was 
based on the proposed issuance of regulations and published pro
cedures to authorize the issuance of determination letters. We 
have been holding applications relating to IRC 401(k) plans in 
anticipation of the issuance of regulations and published proce
dures. I have recently been informed that the regulations are 
presently being reviewed by Treasury and the expected issuance 
date of these regulations and published procedures is unknown. 

In view of this current information, we cannot continue to hold 
these IRC 401(k) applications in suspense. These applications 
and future submissions will be processed in accordance with the 
procedures contained in Notice 86-13. Notice 87-28 provides that 
favorable determination letters issued after October 21, 1986 may 
be relied on with respect to the requirements of the retroactive 
technical corrections and the temporary REA regulations. 

Please share this information with the members of your organiza
tion. 

Sincerely yours, 

Is/ 
R.C. Schemenauer 



Report of the Estate and 
Trust Committee 
May 23, 1988 
Dennis M. Mitzel, Chairperson 
600 Woodbridge Place 
Detroit, Ml 48226 
(313) 567-1000 

1. Chairperson's Message. 
The passage of the new Section 
2036(c) rules may reverse a trend in 
which Congress has simplified many 
of the Estate and Gift Tax rules 'in 
order to avoid legal and factual 
problems at the examination and 
appellate levels. The first major step 
in this trend was the elimination of 
the contemplation of death rules in 
the Tax Reform Act of 1976. The new 
"three year rule" applied regardless 
of intent. When crossing the annual 
exclusion threshold caused inclusion 
ofthe entire gift, Congress,moved to 
ensure that only the excess of the 
exclusion amount would be taxed, 
eventually eliminating the three year 
rule for most gifts. In the Economic 
Recovery Tax Act of 1981, disputes 
over contribution of joint property 
were put to rest with an automatic 
50% contribution rule applying 
between husbands and wives. With 
the advent of the unlimited marital 
deduction, claiming contribution was 
no longer an advantage, but it none
theless became a non-discretionary 
50% factor; Prior to the passage of 
the new Section 2036(c) rules, dis
putes over valuation issues have been 
the most consistently contested 
matters. The new Section 2036(c) 
rules should bring us back to the good 
old days. 

Because of the variety of manners 
in which an estate freeze can be ac
complished and because of the vari

',, ety of business entities through 
which it could be accomplished, 
Congress searched for extremely 
broad language with which to include 
transfers of portions of. appreciating 

enterprises. Such transfers will be 
included in the gross estate of a 
decedent whether or not they consti
tute a taxable gift if the individual 
making the transfer retains a dispro
portionately larger share of income or 
rights in the enterprise. The defini
tions in the Code and corresponding 
Committee Reports are filled with the 
phrase "or other," clearly attempting 
to give the Service broad discretion in 
taxing these transfers. At least until 
regulations are issued, and probably 
beyond, practitioners will be strug
gling with which type of benefits, 
contracts, or agreements are consid
ered retained income or rights in a 
business. Pension plans, deferred 
compensation plans, consulting ar
rangements, "or other" business 
transactions will need to be carefully 
reviewed, and the client will need to 
be advised of the potential risks. It 
appears that, just as with the contem
plation of death rules and the joint 
contribution rules, we~will be feeling 
our way through this new legislation 
as each litigated case is decided. 

2. Recent Activities. 
On March 24, the Estates and Trusts 
Committee met with the Corporation 
Committee for an in-depth discussion 
by George Gregory of the Section 
2036 changes. George discussed the 
position taken by different tax ex
perts as to how far reaching the stat
ute will be applied and what will be 
the likely middle ground. Ken Bloom 
of the law firm of Bloom, Bloom, 
Schillman and Schaefer then dis
cussed various factors in selecting 
whether an entity should be a Sub
chapterS corporation, a C Corpora
tion, or a partnership. The Committee 
met again on April 27 and heard 
Marty Fried, from the law firm of 
Goldstein & Bershad, P.C., discuss 
the bankruptcy rules and how they 
affect estates, trusts, and the estate 
planning process. Austin Kanter from 
the National Life Insurance Company 
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of Vermont discussed the use of split
dollar life insurance and other insur
ance to meet corporate, pension, and 
estate planning goals. 

3. Future Schedule. 
Since the Tax Section will be holding 

a summer tax conference on Macki
nac Island July 7-9, the Estates and 
Trusts Committee will not meet 
separately during the summer 
months. The first fall meeting is 
scheduled to take place at the Annual 
State Bar meeting on Thursday, 
September 29, 1988, at 2:00p.m. 

4. Important Developments. 
The use of irrevocable trusts in order 
to keep life insurance proceeds from 
being included in a decedent's gross 
estate was not affected by the Tax 
Reform Act of 1986 or the Revenue 
Act of 1987. Nonetheless, these 
trusts have been in the news lately 
due to the opinion issued in Estate of 
Joseph Leder, 89 TC 235 (1987), and 
due to a potential provision in the 
proposed Technical Corrections Act 
that would affect these trusts as a 
generation skipping device. 

While the irrevocable life insur
ance trust has long been used as the 
recipient of an assignment of life in
surance, the Leder case eliminated 
the three-year survivorship period 
where the decedent's spouse was the 
original owner and applicant of the 
policy. In Leder, the decedent's 
spouse applied for and subsequently 
transferred the policy to her own ir
revocable trust within three years of 
the decedent's date of death. The pro
ceeds were excluded since the policy 
was never transferred by the dece
dent, despite the fact that all pre
mium payments were paid by his 
wholly owned corporation and treated 
as loans to him. Where life insurance 
is being applied for, estate planners 
should now consider having the ir-

revocable trust apply for the policy. 
The government is presently appeal
ing the Leder decision. 

The generation skipping transfer 
tax currently excludes any transfers 
that qualify for the annual present 
interest exclusion. The new version of 
the Technical Corrections Act intro
duced in the Senate and House on 
March 31, 1988, would eliminate this 
exception for many transfers into 
trust. The only annual exclusion 
transfers that if placed in trust would 
continue to be exempt from genera
tion skipping tax would be direct skip 
transfers, which become vested in an 
individual skip person. No portion of 
the corpus or income could be distrib
uted to any other person during their 
lifetime, and upon such individual's 
death, any remaining assets of the 
trust would have to be includable in 

· the gross estate of the individual. 
These new rules would eliminate the 
use of multiple Crummey withdrawal 
powers, since the lapse of those 
powers would benefit a different 
individual than the original donee. 
The rules would also eliminate the 
ability to benefit a non-skip person, 
such as a spouse or child, prior to the 
ultimate distribution to the skip 
person. While many irrevocable life 
insurance trusts are not aimed at 
becoming generation skipping trusts, 
any trusts that have been drafted in 
order to skip generations should be 
reviewed in light-of the potential 
technical correction language. These 
new provisions would apply to trans
fers made after October 14, 1987, 
irrespective of when the trust was 
created. 



Report of the 
Corporation Committee 
June 6, 1988 
Jeffrey A. Levine 
1100 American Center 
27777 Franklin Road 
Southfield, Michigan 48034-2384 
(313) 352-9660 

1. Chairperson's Message 
In comparison to 1986 and 1987, 
1988 has been relatively calm in the 
tax arena. Despite th.e many open 
issues created in the Tax Reform Act 
of 1986 and the Revenue Act of 1987, 
it is likely that no technical correc
tions will pass Congress this year. In 
light of the fact that ther~ may be 
relatively little guidance m many 
areas from Congress or the IRS, prac
titioners can be of help to one another 
by exchanging ideas concerning re
garding the impact of these 9pen 
issues on their clients. The Corpora
tion Committee lends itself to a free 
and open discussion regarding cur
rent issues of importance to tax prac
titioners. 

It is the goal of the Corporation 
Committee to retain and attract 
members who are interested in dis
cussing timely issues. This will make 
the Committee stronger and more 
representative of the State Bar as a 
whole. 

2. Recent Activities 
The most recent Corporation Com
mittee meeting was held on March 
24 1988 in Southfield. The Corpora
tio~ Committee met jointly with the 
Estates and Trusts Committee. Ken 
Bloom reviewed the factors to be 
considered in a choice of a business 
entity after the Tax Reform Act of 
1986 and the Revenue Act of 1987. 
Ken discussed estate planning con
siderations to be taken into account, 
particularly for the owners of Sub
chapter S stock. Ken's discussion 
highlighted many important factors 

that need to be considered in repre,. 
senting clients, from both the corporate 
and the estate planning perspective. 

Secondly, George Gregory focused 
on the impact of the new estate freez
ing and recapitalization rules con
tained in the Revenue Act of 1987. 
George prepared an excellent ~utline 
regarding these new rules. ~ hvely 
discussion took place regardmg the 
scope of the es~a~e freeze and :ecapi
talization proVIsions, and the Impact of 
these rules on actual client situations. 
A copy of George's outline is available 
to anyone on request. 

3. Future Schedule 
The Corporation Committee is holding 
its next meeting in conjunction with 
the Annual State Bar Meeting, in Sep
tember 1988. The annual meeting will 
be held in Detroit this year. The Cor
poration Committee will meet at 2:00 
p.m. on Thursday, September 29, 1988. 
The meeting is likely to focus on recent 
developments in the corporate t~ 
area including technical correction 
prop~sals, as well as recent regulations 
and projects of the Internal Revenue 
Service. 

Notice will be sent to all Corpora
tion Committee members in advance of 
the September meeting. Further de- . 
tails regarding topics and speakers will 
follow in that notice. 

4. Important Developments 
On May 24, 1988, the long awaited 
proposed and temporary regul~tions 
regarding fiscal year-end reqwrements 
for partnerships, S corporations and 
personal service corporations were 
released. The regulations discuss 
when a partnership, S corporation and 
personal service corporati~n D?-ay elect 
to use a taxable year that IS different 
from the required taxable year (gener
ally the calendar year). The regula
tions outline the required payments to 
be made by partnerships and S corpo
rations and the deduction limitations 
for personal corporations electing a 
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fiscal year, other than the required 
year. Most importantly, the regula
tions provide that a Section 444 
election for the first taxable year 
beginning after December 31, 1986 
must be made on or before July 26, 
1988. It is therefore critical for all 
practitioners to review their client 
situations in advance of the July 26 
deadline in order to determine 
whether a Section 444 election is 
appropriate. 

5. Other Business 
The March 1989 issue of the Michi
gan Bar Journal will be a tax theme 
issue. The Corporation Committee 
has agreed to submit at least one 
article for the tax issue. I would 
certainly appreciate suggestions re
garding topics of current interest to 
practitioners. 

The Corporation Committee 
invites anyone who is interested to 
join the Committee. It is only with 
the participation of tax practitioners 
that the Committee will be able to 
achieve its objective of providing a 
forum to discuss topical issues in an 
informal setting. I certainly look 
forward to new participation and the 
continued participation and assis
tance of all of the Corporation 
Committee's current members. 

Report of the Practice 
and Procedure 
Committee 
May 1, 1988 
Richard Daguanno, Chairperson 
25140 Lahser Road 
Suite 252 
Southfield, Ml 48034 
(313) 352-9770 

1. Chairperson's Message 
I have been doing some thinking 
about establishing ways and means 

to broaden the base of our Com
mittee's activities and encourage 
individual participation by our mem
bers. It has occurred to me that we 
could better utilize our resources by 
forming subcommittees for the pur
pose of monitoring developments in 
specific areas of practice and pro
cedure and reporting such develop
ments at our periodic meetings, or by 
correspondence if it involves matters 
of immediate importance. It was my 
intention to discuss this approach at 
our March 29, 1988 meeting. How
ever, the presentation given by our 
special guests proved to be so inter
esting and informative that weal
lowed it to consume our available 
time. Therefore, at the suggestion of 
one of our members, I will be calling 
our active members to arrange an 
informal luncheon meeting to discuss 
this and other ideas for implementa
tion at our next regularly scheduled 
meeting. Those inactive members 
who may wish to attend the meeting 
should call me as you are most wel
come. 

2. Recent Activities. 
Our most recent meeting was held on 
Tuesday, March 29, 1988, at 8:30 
a.m. at the offices of Daguanno, 

.N:emes & Accettura. Our special 
guests were Charles L. Burk of the 
Internal Revenue Service, who is 
Chief Special Procedures Function, 
and John Fahlgren, an attorney with 
the office of District Counsel. Their 
presentation was about practice and 
procedure of the IRS in bankruptcy 
proceedings. The information they 
provided was interesting and infor
mative and a spirited discussion fol
lowed. Here is a small sample of 
topics discussed: 

About twenty-five (25%) percent 
of the operation of Special Pro
cedures Function involves 
bankruptcy proceedings; 
The bankruptcy automatic stay 



· does not stop audited proceed
ings; and 

Like the United States Tax 
Court, the U.S. Bankruptcy 
Court can hear tax cases with
out first paying the deficiency. 

Among the attendees at the meeting 
was Mark J. Eby, the newest member 
of our Committee. Mark practices in 
the Ann Arbor area with the firm of 
Ellis, Talcott, Ohlgren and Ferguson, 
P.C. 

3. Future Schedule. 
In addition to the previously men
tioned luncheon meeting, the date of 
which has not yet been set, our next 
regularly scheduled meeting will be 
held at 2:00 p.m. on Thursday, Sep
tember 29, 1988 as part of the State 
Bar Annual Meeting. Details will 
follow. 

4. Important Developments. 
Many of the activities and areas of 
interest of our Committee and the 
State and Local Tax Committee 
overlap. Therefore, both Committees 
will be exploring coordinating activi
ties in those areas of mutual interest. 

Further, on the state and local 
level regarding practice and proce
dure, the Michigan Department of 
Treasury announced in the April 
1988 Quarterly Tax Advisor that the 
single business tax division, motor 
fuel, cigarette and miscellaneous 
taxes division, and sales, use and 
withholding taxes division are being 
consolidated under the leadership of 
the newly created position of Chief 
Administrator of Business Taxes. 
Details are provided in the Quarterly 
Tax Advisor. 

Report of State and Local 
Tax Committee 
May24, 1988 
Patrick R. Van Tiflin, Chairperson 
313 S. Washington Square 
Lansing, Ml 48933 
(517) 372-8050 

1. Chairperson's Message. 
Dramatic changes in the system of 
Michigan business taxation to which 
we have become accustomed over the 
last 12 years are proposed. Discussed 
in more detail in Section 4 of this 
report are two versions of a shift from 
a Single Business Tax to a Profit 
Based Income Tax on Business. 

Our committee continues to 
receive invitations to submit written 
articles and case digests for this pub
lication. Individuals interested in 
participating in those activities are 
encouraged to contact me at the above 
address or telephone number. 

2. Recent Activities. 
A meeting of the State and Local Tax 
Committee was convened by Chair
man Patrick R. Van Tiflin on May 3, 
1988 in Birmingham, Michigan at 
9:00a.m. The Committee first heard 
from Lyle Mather, Administrator of 
the Department or Revenue Collec
tion Division. He informed the Com
mitteethat effective October 1, 1988 
a new accounts receivable informa
tion system would be implemented 
The new accounts receivable system, 
to be called STAR, would provide 
more current and accurate informa
tion than is currently available for 
input into the Michigan Automated 
Collection System (MACS). He ac
knowledges some shortcomings in the 
current MACS operations and clari
fied MACS procedures in several 
respects. 

First of all, he suggested that 
wherever possible, the written Power 
of Attorney promulgated by the De
partment should be utilized by any 
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employee or non-employee representa
tive of a taxpayer wishing to deal with 
MACS. Although the form contem
plates the making of a firm designa
tion, the practice preferred by the 
Department is the designation of 
specific individuals with whom contact 
is expected. In cases where a Power of 
Attorney is not on file, MACS employ
ees are instructed to take information 
from taxpayer representatives, al
though State confidentiality laws 
prohibit the release of information to 
someone not authorized in writing to 
receive such information. A Power of 
Attorney can be limited by the client 
to authorize only the release of infor
mation to the named individual and 
can also be limited in duration to a 
speCific time period or to the success
ful conclusion of a particular tax 
matter related to a specific tax period. 

Mr. Mather indicated that it was 
important to provide the FEIN! ~R or 
ME number for the taxpayer g~vmg 
the Power of Attorney. In addition, 
the CAF number for the representa
tive authorized to deal with MACS 
should be included in the Power of At
torney form. The Department ap
proves the training program and the 
materials from MACS employees, and 
there are two Department employees 
at the MACS at all times who can be 
contacted if problems arise. Those 
MACS employees are Jim Bengel and 
Beth Morse. 

Mr. Mather was asked about the 
procedure followed by the Department 
where a request for waiver of penalty, 
interest or tax liability is made. Waiv
ers of penalty and/or interest are most 
favorable entertained where the tax 
deficiency results from the occurrence 
of an event beyond the control of a 
taxpayer such as an act of God. Com
promise of tax liability is prohibited 
under the Department of Revenue Act 
and can only be obtained through 
review and approval by the State Ad
ministrative Board. 

3. Future Schedule. 
We stand at the threshold of summer 
and as a result of the difficulty in coor
dinating the schedules of Committee 
members around holidays and vaca
tions the next meeting of the Commit
tee will be held at the State Bar of 
Michigan 1988 Annual Meeting which 
will be held at Coho Hall in Detroit, 
Michigan. We will meet following the 
general session of the Taxation Sec
tion on Thursday, September 29, 
1988. More specific details concerning 
the exact time and location of the 
Committee meeting and the agenda 
for the meeting will be forthcoming. 
However, please mark a notation on 
your calendar that the Committee will 
meet at that time. All Michigan 
practitioners interested in State and 
Local Tax issues are welcome to 
participate. 

4. Important Developments. 
Repeal of Single Business Tax for 
Small Businesses. 
On Wednesday, May 18, 1988, Gover
nor Blanchard recommended the 
repeal of the Single Business Tax for 
businesses with annual gross reve
nues of $7,000,000 or less. The Single 
Business Tax on these businesses 
would be replaced with an income tax. 
The rate of the tax has not yet been 
announced and State Treasurer 
Robert Bowman proposed to calculate 
the rate by estimating the revenues 
which would be lost by the partial 
repeal of the single business tax and 
calculating the rate necessary to 
replace that revenue based up~n small 
business profits over a test penod yet 
to be selected. 

At the same time, Senate Finance 
Committee Chairman Norman Sh
inkle (R-Lambertville) holds hearings 
on May 25, 1988 on Senate Bill878. 
This Bill allows businesses with an
nual gross revenues under $6,000,000 
to elect either to pay a tax under the 
single business tax or a tax on 4.6% of 
profits. 
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.... 

Committee members interested in 
working on this aspect of small busi
ness taxation are invited to contact 
the Committee Chair. 

Intangibles Tax on S Cornoration 
Distributions. 
The Michigan Committee to Encour
age Small Business continues to 
encourage, through various activities, 
the enactment ofHouse Bill4816 
which would amend the Michigan 
Intangibles Tax Act to eliminate the 
taxation of Subchapter S Corporation 
Distributions under the Act. State 
Representatives David Gubow and 
Maxine Berman are attempting to 
guide H.B. 4816 through the House. 

On the Senate side, the Senate Fi-
. nance Committee, chaired by Senator 

Norm Shinkle and whose members 
are Senator Doug Carl, Richard 
Posthumous, Chris Dingell and Virgil 
Smith, has reported out Senate Bill 
360. This Bill is identical to H.B. 
4816. Practitioners interested in 
expressing their views on this legisla
tion are advised to contact these and 
other legislators because action is 
expected on these legislative proposals 
in the near future . 
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Federal Income Tax Withholding on Partnership 
Distributions to Foreign Partners 

By: Richard S. Soble and D. Jeffrey Carter 

Introduction 
Many partnerships conducting .busi
ness in the United States, particu
larly those operating in states that 
border other countries, such as Michi
gan, have foreign partners. In the 
past these foreign partners have 
bee,; expected to bear their own re
sponsibility for the payment of U.S. 
taxes applicable to profits allocated to 
them from such a partnership. The 
Tax Reform Act of 1986 (the "Act"), 
however has shifted some of this re
sponsibiiity to the partnership. Un
der new Section 1446 of the Internal 
Revenue Code of1986 (the "Code"), 
most partnerships with income effec
tively connected with a U.S. trade or 
business ("effectively connected in
come" or "ECI") are now required to 
withhold tax from certain distribu
tions to foreign partners. This with
holding requirement has recently 
been amplified by the Internal Reve
nue Service (the "Service") in Reve
nue Procedure 88-21.1 

After briefly discussing the back
ground of Section 1446, this article. 
describes the procedure for determm
ing whether a partner is a foreign 
person. Partnerships that do not 
have foreign partners obviously do 
not have to be concerned about the 
new rules. For those that do, this 
article analyzes the requirement that 
they withhold tax from distributions 
to foreign partners or, in the alterna
tive that they make quarterly pay
me~ts of tax for each such foreign 

partner based upon such partner's 
share of the partnership's ECI. Fi
nally, this article exami:t?-es the poten
tial consequen~es of a fm.lure to c?m
ply with the requirements of Sect1on 
1446. 

I. Background 
Even prior to the Act, payors of. 
certain types of fixed or determmable 
annual or periodic income ("FDAPI"), 
such as interest and dividends, were 
required to withhold a tax of 30% 
from the amount of such income 
payable to a foreign person. 2 Th~ 
purpose of this withholding reqwre
ment was to enforce collection of tax 
on U.S. source income earned by 
foreign investors typically having 
limited contacts with the United 
States. Domestic partnerships were 
(and continue to be) required to with
hold the tax on their foreign partners' 
shares of such items of FDAPI. 

Congress became concerned that 
many foreign persons were little more 
than passive investors in partner
ships engaged in U.S. trades or 
businesses, the income from which 
was not subject to withholding. This 
was particularly so ~ ~he ~ase of . 
foreign persons acqu1nng mterests m 
publicly traded partners:t?ps.3• Ac
cordingly, Congress proVIded m the 
Act for the codification of Section 
1446, generally requiring partner
ships engaged in U.S. tr~des or . 
businesses to withhold 20% oftherr 
foteign partners' distributed or dis
tributive share of ECI. 

-----~------- FOOTNOTES-------------
1. 1988-15 I.R.S. 13. 

2. IRC §§ 1441, 1442. This 30% withholding requirement is often reduced or elimina~d by treaty .. 
3 Congress became generally alarmed at the proliferation of publicly traded partnershrps and subjected them 
t~ special rules of taxation (those applicable to corporations in some instances) pursuant to the Act. IRC § 7704. 



U. Determination of whether a 
partner is a foreign person 

For purposes of Section 1446, a foreign 
person includes a nonresident alien 
individual, foreign corporation, foreign 
partnership, or foreign trust or estate. 
A partnership has the burden of deter
mining whether a partner is a foreign 
person. A partner's certification of 
non-foreign status may be relied on by 
the partnership so long as the partner
ship does not have actual knowledge 
that the certification is false. Although 
no particular form is required, the cer
tification must contain certain infor
mation, all of which is specified in 
samples included in Revenue Proce
dure 88-21 and reproduced in the ap
pendix to this article. A partnership 
may rely on such certification until the 
earliest of:) 1) the end of the third year 
after the taxable year of the partner
ship during which the certification was 
obtained; 2) the time the partnership 
receives notice from the partner that it 
has become a foreign person; or 3) the 
time the partnership has actual knowl
edge that the partner is, or has be
come, a foreign person. 

Certain partnerships with more 
than 200 partners may rely on state
ments provided on Form 1001, Form 
W-8, or Form W-9 to determine 
whether a partner is a foreign person. 
Moreover, any partnership may rely on 
means other than a certification of 
non-foreign status to ascertain the 
non-foreign status of a partner. How
ever, if the partnership erroneously 
relies upon such other means, the part
nership is subject to liability as dis
cussed later in this article. 

ITI. Withholding requirement 
Partnerships (whether foreign or 
domestic) engaged in the conduct of a 
U.S. trade or business are required to 
withhold 20% of the "effectively con
nected percentage" of any "Section 
1446 distribution" made on or after 
January 1, 1988, to any partner that is 
a foreign person. In the alternative, a 

partnership can elect to make quar
terly payments on behalf of foreign 
partners in the manner described in 
Section IV of this article. Partner
ships that properly allocate 90%of 
their U.S. source income and ECI to 
U.S. persons are exempt from these 
requirements by Section 1446(cX2) 
with respect to foreign partners 
whose distributive share of ECI is 
less than 10% of their entire share of 
partnership income. 

Tax withheld must be remitted to 
the Service within 20 days following 
the date of the distribution. How
ever, neither tax withheld nor quar
terly estimates of tax should be paid 
over to the Service prior to June 15, 
1988. Until official forms are avail
able from the Service, payments 
made should be sent to the Service at 
P.O. Box 21086, Philadelphia, PA 
19114, and must be accompanied by 
the information prescribed in Sec
tions 9.02 and 9.03 of Revenue Proce
dure 88-21. Partnerships must also 
provide foreign partners with a copy 
of the statement described in Section 
9.03 of the Revenue Procedure. 

A. Section 1446 distributions 
Revenue Procedure 88-21 defines a 
Section 1446 distribution as any act
ual distribution of money or other 
property and constructive distribu
tions arising from the assumption of 
liabilities. A Section 1446 distribu
tion includes the amount of tax to be 
withheld. For example, if a foreign 
partner would otherwise be distrib
uted $100 in cash, then 20%, or $20, 
must be withheld, the balance, or 
$80, can be actually distributed, and 
the sum of the two, or $100, is the 
Section 1446 distribution. With re
spect to any actual net distribution to 
a partner, the Section 1446 distribu
tion to such partner, which includes 
the withheld tax, can be computed as 
125% of the actual net distribution. 
For this reason, a Section 1446 distri
bution of property (other than money) 
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is defined as 125% of the value of such 
property. Thus, for example, if the 
partnership distributes $80 worth of 
property to a foreign partner, then the 
Section 1446 distribution equals 1.25 
x $80, or $100, and the partnership 
must withhold 20% x $100, or $20. 
Partnerships are directed not tore
lease any such property to a foreign 
partner until they have sufficient 
funds to remit the withholding tax in 
cash. 

A Section 1446 distribution also 
includes 125% of the amount of (i) any 
individual liability of a foreign part
ner that is assumed by the partner
ship, and (ii) any liability encumber
ing property that a foreign partner 
contributes to the partnership. Reve
nue Procedure 88-21 does not indicate 
whether to apply the principles of 
Section 752 of the Code in determin
ing the extent to which the partner
ship has relieved a partner of a liabil
ity. In the absence of any such indica
tion, it would appear that 125% of the 
entire amount of debt assumed, or 
debt subject to which property is 
taken, by a partnership from a foreign 
partner is to be treated as a Section 
1446 distribution, and not just 125% 
of the portion of such debt which is 
not includable in the basis of such 
partner's interest in the partnership 
under Section 752. 

The application of this rule regard
ing liabilities may complicate the con
tribution of encumbered property to a 
partnership by one or more foreign 
partners. Unless cash is also contrib-. 
uted to the partnership, there may be 
insufficient funds to satisfy the with
holding requirement. In such a case, 
it may be necessary for the partner
ship to elect to withhold based on the 
foreign partner's share of ECI. This 
problem may not arise upon a contri
bution of encumbered property to a 
partnership in the year such partner
ship is formed, however, because the 
"effectively connected percentage" in 
such year, determined in the manner 

described in the next subsection of 
this article, is technically zero. 

A Section 1446 distribution does 
not include any amount paid out of 
FDAPI which is separately subject to 
withholding. This is so regardless of 
whether the separate withholding re
quirement is overridden by a treaty 
or statutory exemption. A Section 
1446 distribution also does not in
clude amounts that are attributable 
to the disposition of a U.S. real prop
erty interest and subject to withhold
ing under Section 1445 of the Code 
(without regard to whether the with
holding requirement is overridden by 
treaty). However, a distribution of a 
U.S. real property interest to a for
eign partner that is subject to a 10% 
withholding tax under Section 
1445(e)(4) is a distribution subject to 
withholding under Section 1446. 
Distributions are deemed first to be 
paid out of FDAPI, then out of 
amounts attributable to the disposi
tion of a U.S. real property interest, 
and, finally, out ofECI. 

B. Effectively connected 
percentage 

The portion of a Section 1446 distri
bution to a foreigit partner that is 
subject to withholding is the "effec
tively connected percentage". The ef-. 
fectively connected percentage is 
equal to a fraction, the numerator of 
which is the amount of the partner
ship's gross income (excluding FDAPI 
and gain on disposition of a U.S. real 
property interest separately subject 
to withholding) from all sources 
dttring the "measuring period" that is 
effectively connected with the conduct 
of a U.S. trade or business and the 
denominator of which is the amount 
of the partnership's gross income (ex
cluding FDAPI and gain on disposi
tion of a U.S. real property interest 
separately subject to withholding) 
from all sources during the "measur
ing period". The measuring period is 
the three taxable years preceding the 
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taxable year in which the Section 
1446 distribution is made, or such 
part of such three year period as the 
partnership has been carrying on a 
trade or business in the U.S. If the 
fraction, expressed as a percentage, 
exceeds 80%, then the "effectively 
connected percentage" is 100% and 
the partnership must withhold 20% 
of the entire amount of each Section 
1446 distribution. Otherwise, the ef
fectively connected percentage is the 
percentage equivalent to such frac
tion, and 20% of such percentage of 
each Section 1446 distribution must 
be withheld. 

Because the partnership's gross 
(as opposed to net) income effectively 
connected with a U.S. trade or busi
ness is compared to the partnership's 
total gross (as opposed to net) income, 
the effectively connected percentage 
may inaccurately gauge the percent
age of a distribution actually attribut
able to a U.S. trade or business. For 
example, a partnership with signifi
cant gross, but little net, income from 
a U.S. trade or business may make 
distributions primarily out of income 
which is not effectively connected 
with a U.S. trade or business, such as 
interest or dividends which are not 
subject to withholding or income from 
a foreign trade or business. In such a 
situation, however, the effectively 
connected percentage of the distribu
tion may be quite high. To illustrate, 
a partnership with $250,000 in gross 
income earned, and $245,000 of de
ductible expenses incurred, in a U.S. 
trade or business and $5,000 of inter
est income earned on a foreign bank 
account would have a total of $10,000 
to distribute. Although only one-half 
of this distribution would be funded 
from profit of the U.S. trade or busi
ness, the effectively connected per
centage would be 250,000/255,000, or 
98%. Therefore, 20% of each dollar 
distributed by the partnership to a 
foreign partner would be subject to 
withholding (unless the partnership 

elected to make quarterly payments 
on the foreign partner's share ofECI). 

IV. Election by partnership to 
make quarterly payments of tax 
In lieu of withholding on Section 1446 
distributions, a partnership (except a 
partnership traded on an established 
securities market) may elect to make 
quarterly tax payments based on its 
foreign partners' share of the part
nership's ECI, whether or not distrib
uted. An election is deemed to have 
been made once the partnership 
makes quarterly payments of tax in 
accordance with the rules set out in 
Revenue Procedure 88-21.4 The elec
tion, once made, is revocable only 
with the consent of the Internal 
Revenue Service. 

Partnerships should exercise great 
care in making such an election. In 
some cases, a partnership may have 
significant ECI allocable to foreign 
partners, but insufficient cash to 
make quarterly payments of tax; This 
may be the case, for example, where 
all or substantially all of the partner
ship's ECI is applied to the nonde
ductible repayment (amortization) of 
debt. 

Generally, an electing partnership 
is required to make quarterly pay
ments on behalf of a foreign partner 
based on the income which would 
determine the amount of, and the due 
dates for, any estimated payments 
that would be required of such part
ner if such partner were a u.s. citizen 
with no income or loss other than ECI 
allocated from the partnership. As a 
rule, an electing partnership must 
make quarterly payments of tax for 
each foreign partner equal to 25% of 
such foreign partner's share of the 
partnership's estimated ECI for such 
partner's taxable year multiplied by 
the highest rate of tax applicable to 
such foreign partner. 5 ·The ECI of a 
partner for any taxable year of such 
partner is the partner's share ofECI 
for the taxable year of the partnership 
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ending with or within such taxable 
year of the partne~. The partnership 
is to assume that all foreign partners 
have a calendar taxable year unless 
notified by a foreign partner of such 
partner's fiscal taxable year. Quar
terly payments are due on the 15th 
day of the fourth, sixth, ninth and 
twelfth months of a corporate foreign 
partner's taxable year, and on the 
15th day of the fourth, sixth, and 
ninth months of, and the 15th day of 
the first month of the taxable year 
following, an individual foreign 
partner's taxable year. 

A foreign partner's share of ECI 
is the gross ECI of the partnership 
that is properly allocable to the for
eign partner under Section 704 of the 
Code, less the deductions which are 
connected with the gross ECI of the 
partnership and properly allocable to 
the foreign partner under Section 
704. A foreign partner's share ofECI 
is defined in this way because some 
partnership agreements, rather than 
allocating bottom-line ECI among the 
partners in a certain way, allocate 
items of gross ECI, and deductions 
connected therewith, among the part
ners in different ways. In such a 
case, the foreign partner's share of 
gross ECI and deductions con~~cted 
to gross ECI must be netted The ref
erence to Section 704 underscores 
that fact that allocations of income 
and deductions (whether net or gross) 
will be disregarded for this purpose if 
they fail to have "substantial eco
nomic effect." In such a case, the 
Service will reallocate income and 

loss among the partners. Reliance on 
allocations that fail to pass muster 
under Section 704, therefore, may 
result in under-withholding of tax. 

The safe harbor provisions of 
Code Sections 6654(d)(1) and 6655(d) 
(6655(i) for ''large" corporate part
ners) are applicable in determining 
whether the quarterly payments 
made by the partnership are suffi
cient to avoid penalties .. For example, 
a partnership can protect itself from 
penalties by making quarterly pay
ments aggregating 90% of the tax on 
the foreign partner's share ofECI for 
the taxable year, or 100% of the tax 
on the foreign partner's share of the 
partnership's ECI for the preceding 
taxable year of the partnership. How
ever, the "prior year's tax" exception 
may not be used with respect to any 
quarterly payment made after the 
date on which the partnership is re
quired to report to its partners their 
share of ECI. For example, a part
nership having a fiscal year ending 
January 31, 1988 is required to file 
its return by May 15, 1988 (July 15, 
1988 if all partners are nonresident 
aliens).8 Because the quarterly pay
ments for a calendar year partner for 
the 1988 tax year are based on the in
come of the partnership ending Jan
uary 31, 1988, the partnership should 
be aware of the actual ECI of the 
partner by the time the last three (or 
two if all partners are nonresident 
aliens) quarterly payments are made 
on behalf of the partner. Accordingly, 
the amount of such quarterly pay
ments must be based on the ECI of 

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

4. The Service is encouraging partnerships to elect to make quarterly estimated payments of tax and, therefore, 
the mere failure to file timely estimated payments forms will not preclude a later election to make quarterly 
payments. In fact, the Service's informal position is that a failure to withhold on distributions to foreign partners 
will be deemed an election to make quarterly payments of tax. 
5. The highest rate of tax for an individual foreign partner is the maximum rate specified in Section 1 of the 
Code (currently 28%), and the highest rate of tax for a corporate foreign partner, and any other foreign partner 
(including a foreign partnership) which the partnership cannot determine is taxable other than as a corporation, 
is the maximum rate specified in Section 11 of the Code (currently 34%). 

6. Treas. Reg. §1.6031-1(e)(ii). 

7. ~ IRC § 6672. 
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the partnership for the taxable year 
to which the payment actually re
lates. 

V. Consequences of failure to 
comply 

A partnership that is required to 
withhold, or make quarterly pay
ments of, tax under the Act, but fails 
to do so, may be held liable for the 
tax, any applicable penalties, and in
terest. The general partners of a 
partnership are jointly and severally 
liable as withholding agents. Officers 
or other so-called "responsible per
sons" of either a corporation that is · 
a general partner or any other with
holding agent may be subject to a 
penalty in the amount of the tax 
which should have been, but was not, 
withheld and paid over or paid quar
terly under the election. 7 A partner- · 
ship that elects to make quarterly 
payments in lieu ofwithholding and 
fails to make such payments timely 
will be assessed a penalty under 
Section 6655 of the Code for under
payment of estimated tax. 

Conclusion 
Section 1446 has created a substan
tial new administrative burden for 
partnerships by requiring them to 
withhold tax on distributions to for
eign partners, or in lieu thereof, to 
make quarterly payments of tax 
based on their foreign partners' share 
of U.S. trade or business income. As a 

result of Section 1446, practitioners 
should consider obtaining, as a pre
cautionary measure, non-foreign stat
us certificates from all partners of 
partnerships that they represent. 
Also, non-foreign statu!!! certificates 
should be obtained, as a matter of 
course, from all partners at the time 
a new partnership is formed and in 
other appropriate transactions, such 
as sales or exchanges of partnership 
interests. Furthermore, existing 
partnership agreements should be 
amended to add, and all future part
nership agreements ~hould contain, 
provisions allowing compliance with 
Section 1446 through the withholding 
of such tax on distributions, or the 
making of such quarterly payments, 
as the partnership reasonably be
lieves necessary to comply with the 
new rules. 
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CERTIFICATION OF NON-FOREIGN 
STATUS FOR INDIVIDUALS 

Section 1446 of the Internal Revenue Code provides that a partnership 
must withhold a tax equal to twenty percent (20%) of any Section 1446 part
nership distribution, if the partner is a foreign person. To inform [name of 
partnership] that the provisions of Section 1446 do not apply, I, [name of part
ner], hereby certify the following: 

1. I am not a nonresident alien for purposes of U.S. income taxation; 
2. My U.S. taxpayer identification number (social security number) 
is ; and 

3. My home address is---------------· 

I hereby agree that if I become a nonresident alien, I will notify the part
nership within sixty (60) days of doing so. I understand that this certification 
may be disclosed to the Internal Revenue Service by the partnership and that 
any false statement I have made here could be punished by fine, imprison
ment, or both. 

Under penalties ofpeljury I declare that I have examined this certification 
and to the best of my knowledge and belief it is true, correct and complete. 

[Signature and Date] 

CERTIFICATION OF NON-FOREIGN 
STATUS FOR ENTITIES OTHER THAN INDIVIDUALS 

Section 1446 of the Internal Revenue Code provides that a partnership 
must withhold a tax equal to twenty percent (20%) of any Section 1446 part
nership distribution if the partner is a foreign person. To inform [name of 
partnership] that the provisions of Section 1446 do not apply, the undersigned 
hereby certifies on behalf of [~a:rp~ of the entity] the following: 

1. [Name of the entity] is not a foreign corporation, foreign partnership, 
foreign trust, or foreign estate (as those terms are defined in the 
Internal Revenue Code and Income Tax Regulations); 

2. [Name of the entity]'s U.S. employer identification number is ___________ ;and 

3. [Name of the entity]'s office address is------------

[Name of the entity] hereby agrees to notify the partnership within sixty 
(60) days of the date [name of the entity] becomes a foreign person. [Name of 
entity] understands that this certification :rfiay be disclosed to the Internal 
Revenue Service by the partnership and that any false statement contained 
herein could be punished by fine, imprisonment, or both. 

Under penalties ofpeljury I declare that I have examined this certification 
and to the best of my knowledge and belief it is true, correct, and complete, 
and I further declare that I have authority to sign this document on behalf of 
[name of entity]. 

[Signature and Date] 
[Title] 
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The Changing Role of Recapitalizations 
in Estate Planning 
By: Donald A. Allen 

In preparing an estate plan for a 
client with interests in a closely-held 
corporation, a useful estate planning 
tool used to be the preferred stock re
capitalization. Recapitalization 
achieved a measure of certainty in 
estate tax valuation by establishing a 
value for the stock and by limiting, if 
not eliminating, increases in the 
value of the client's closely-held in
terest so that future appreciation 
would pass to the next generation free 
of transfer taxes. Under this arrange
ment the client would exchange his 
original common stock for new pre
ferred stock with a fixed value ap- ·", 
proximating the corporation's curren't 
fair market value and new common 
stock that had little or no value. The 
client would then transfer, often by 
way of gift, the new common stock to 
his children, grandchildren, or other 
persons while retaining the preferred 
stock. 

The Revenue Act of 1987 (1987 
Act) amended IRC Section 2036 fore
closing the use of a recapitalization to 
effect a "valuation freeze" for estate 
planning purposes.1 Under Section 
2036(c), added by the 1987 Act, if any 
person holds a "substantial interest" 
in an enterprise and, after December 
17, 1987, transfers property having a 
disproportionately large amount of 
the potential appreciation of the inter
est in the enterprise, while retaining 
a disportionately large share of the 
income of, or rights in, the enterprise, 
then the retained interests will be · 
treated as a retention of the enjoy
ment of the property transferred thus 
causing inclusion of the transferred 
amounts in the transferor's gross 
estate. For purposes ofthis.provision, 
an individual and the individual's 
spouse are treated as one person. 

"Substantial interest" is defined in 
Section 2036(cX3XA) as the owner
ship, direct or indirect, of 10% or more 
of the voting power, income stream, or 
both. Interests in the enterprise 
owned, directly or indirectly, by 
members of the transferor's family are 
deemed to be owned by the transferor 
as well. Moreover, "family" is defined 
broadly by Section 2036(cX3XB) to 
mean the transferor's spouse, any 
lineal descendant of the transferor or 
his spouse, any parent or grandparent 
of the transferor, and any spouse of 
any of the foregoing. 

Section 2036(c) squarely applies to 
the traditional preferred stock recapi
talization plan. Before transferring 
the common stock with little or no 
value to his children, the client owns a 
"substantial" interest in the corporate 
enterprise. Since all future increases 
in the value of the corporation inure 
to the transferred common stock, the 
client has transferred property having 
a "disproportionately large share of 
the potential appreciation" of the en
terprise. Further, since voting power 
and dividend rights are vested in the 
preferred shares, the client has re
tained "a disportionately large share 
of the income of, or rights in, the 
enterprise." Thus, if the client retains 
preferred shares until his death, then 
for federal estate tax purposes, his 
estate would include not only the 
value of the preferred shares, but also 
the date of death value of the common 
shares transferred under the recapi
talization plan. 

According to the Conference 
Report, "enterprise" includes any 
business or other property which may 
produce income or gain.11 Thus, Sec
tion 2036(c) will apply with equal 
force to a corporation, S-corporation or 
to a partnership freeze. As discussed 
in the Conference Report, a "transac-
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tion undertaken by transferring a 
partnership interest with greater 
rights to appreciation than the re
tained interest will result in the 
transferred interest being included in 
the estate".3 A typical situation where 
Section 2036(c) applies to a family 
partnership is where the parent 
retains a limited partnership interest 
that pays income annually, and the 
children receive general partnership 
interests. 

Transfers prior to December 17, 
1987, the effective date of Section 
2036(c), do not come within the new 
Code provisions. However, any trans
fers occurring after this date will be 
tainted, and the appreciation upon 
such interests will be brought back 
within the transferor's estate. 

As a consequence, clients who have 
completed a recapitalization before 
December 17, 1987 should not distrib
ute additional common shares or in
terests. Prior recapitalizations need 
to be closely monitored to insure that 
no inadvertent "transfer" occurs after 
the effective date. The result of such a 
transfer could be to nullify the bene
fits of a previous recapitalization plan 
in place prior to the effective date. A 
"transfer" is defined in the Conference 
Report very broadly: "a transfer en
compasses, but is not limited to, all 
transactions whereby property is 
passed to or conferred upon another, 
regardless of the means or device 
employed in this accomplishment."• 
Sales for full and adequate considera
tion generally are exempted from 
application of Section 2036(c). How
ever, under 2036(cX2), sales to family 
members, even at fair market value, 
are deemed to be for less than full and 
adequate consideration. 

There will continue to be areas of 
uncertainty under Section 2036(c). 
Although sales between family mem
bers are presumed not to be for fair 
value, a family member should be 
able to sell his entire interest in the 
enterprise, and take back either in
stallment payments or an annuity. 
So long as he does not "retain" any 
other interest in the enterprise as 
such, it would appear that Section 
2036(c) would not disrupt the estate 
planning goals sought to be accom
plished. 

Section 2036(c) represents a for
midable challenge to practitioners 
whose clients want to shift future ap
preciation to the following generation 
while retaining certain rights or 
income to themselves. Interpretative 
regulations are not currently avail
able and are unlikely to appear in the 
foreseeable future. Accordingly, it is 
impossible to state with any certainty 
which freeze techniques are within or 
without the scope of the new section. 
The IRS will closely scrutinize future 
family business transactions to in
quire whether prohibitive interests 
have been retained. 

~------------------------FOOTNOTES-------------------------

1. Revenue Act of 1987, Pub. L. No. 100-203, §10402 (1987) 

2. H.R. Rep. No. 495, 100th Cong., 1st Sess. 996 (1987). 

3. ld. 
4. ld. 
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Retirement Plans and Creditors' Rights© 

By: Mark J. Eby and Larry J. Ferguson 

The ability of general creditors to 
reach retirement plan assets to sat
isfy claims is an issue that is con
founding plan participants, their 
creditors and plan administrators. 
The tangle of conflicting public poli
cies behind state and federal laws 
addressing the establishment and op
eration of retirement plans and laws 
regarding general creditors' rights, . 
together with inconsistent judicial 
interpretation of the interplay of 
those laws, are the primary sources of 
confusion. The current insurance 
crisis and the recent trend toward 
large damage awards have height- . 
ened public awareness of these issues. 
As a result, careful employers, retire
ment plan participants and their 
advisors are reviewing plan language 
and administration and the form of 
plan investments with the goal of 
reducing exposure to creditors' 
claims. 

I. State of the law. 
A Statutes and Judicial Inter

pretation. Sections 206(dXl) of the 
Employee Retirement Security Act of 
1974 (ERISA) and 40l(aX13) of the 
Internal Revenue Code (IRC) require 
that all qualified retirement plans of 
private employers include a provision 
that prohibits the involuntary trans
fer of a participant's interest in the 
plan. These provisions are called 
"spendthrift" or "anti-alienation" 
clauses. No private retirement plan 
can be tax-qualified without such a. 
provision. In establishing this re
quirement, Congress intended to pro
tect a participant's plan interests 
from erosion by a partcipant's spend
thrift habits or creditors' predations, 
so that plan assets would be available 
for their intended purpose-to pro
vide retirement income.1 IRAs are not 

covered by these provisions, nor are 
government or church plans or a 
number of other arrangements which 
may be viewed as retirement plans. 

The enforcement of spendthrift 
clauses in retirement plans would bar 
creditors' claims against plan assets. 
Courts (both bankruptcy and non
bankruptcy) have inconsistently in
terpreted retirement plan spendthrift . 
language, however, causing much un
certainty about the efficacy of retire
ment plans as a vehicle for safe re
tirement savings.11 The result is a 
three party struggle every time a 
creditor seeks to satisfy a claim from 
a debtor's retirement plan assets, in
volving the creditor who· is attempt
ing to liquidate those assets, the debt
or who seeks to protect them, and the 
plan sponsor who fears the tax dis
qualification of the plan if the spend
thrift clause is violated. 

This tri-partite contest has ap
peared in many different forms. 
Outside ofbankruptcy, it usually 
arises as a straight-forward issue of 
the enforceability against creditors of 
a retirement plan spendthrift clause. 
For plans established by debtors for 
their own account, such as IRAs and 
Keoghs, courts have generally held 
that plan assets can be reached by 
creditors, on the theory that a person 
cannot establish a trust for his own 
benefit and protect the assets of the 
trust from his creditors.3 For corpo
rate-sponsored plans, the judicial 
landscape is much more uneven. In 
cases involving closely held corpora
tions, where the retirement plan 
interests of a shareholder-employee 
are under attack, some courts adopt 
the "self-settled trust" analysis that is 
applied to IRAs and Keogh plans." 
Others recognize the separate corpo
rate entity that established the trust 

c Copyright 1988- Ellis, Talcott, Ohlgren· 
& Ferguson, P.C. 
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and enforce spendthrift clauses and 
decline to apply the self-settled trust 
approach.5 The cases usually turn on 
questions regarding the degree of 
control that a retirement plan partici
pant has over the assets in his or her 
plan account. Where a debtor is em
ployed by a larger corporation (and 
consequently has no influence over 
the establishment or administration 
of the employer's retirement plan), 
courts generally enforce spendthrift 
clauses. 6 Conversely, where the debt
or is the principal shareholder of the 
employer-sponsor of the plan, and the 
debtor enjoys indicia of control over 
the plan and interest in it- e.g., 
through the power to direct invest
ments, act as trustee or access his or 
her plan benefits through early re
tirement or generous loan provisions 
-some trial courts have had little 
difficulty circumventing the spend
thrift clause and allowing creditors to 
reach the debtor's plan assets.7 

Some debtors find bankruptcy 
planning to be appropriate, either as 
a negotiating tool or as a last resort 
when dismemberment by creditors is 
threatened. The extent to which re
tirement plan assets are drawn into a 
bankruptcy requires two levels of 
analysis. First, §541(c)(2) of the 
Bankruptcy Code provides that "[a] 
restriction on the transfer of a benefi
cial interest of the debtor in a trust 
that is enforceable under applicable 
non-bankruptcy law is enforceable in 
a case under this title." This provision 
will end all debate in jurisdictions 
that recognize the enforceability of 
ERISA spendthrift clauses, because 
such a clause amounts to an enforce
able "restriction on the transfer of a 
beneficial interest in a trust" within 
the meaning of that subsection.8 Un
fortunately, for shareholder-partici
pants in plans sponsored by closely
held corporations, most courts scruti
nize retirement plan language and 
the "control" issues in determining 
whether a retirement plan's spend-

thrift clause is enforceable under non
bankruptcy law. In such cases, there 
seems to be a general trend'toward 
finding that spendthrift clauses are 
not enforceable because the trusts in 
which they appear are self-settled. 
The Bankruptcy Court for the East
ern District of Michigan follows this 
approach.' A finding that a spend
thrift clause is unenforceable results 
in the inclusion of the debtor's retire
ment plan assets in his or her bank
ruptcy estate. 

If a debtor must include his or her 
retirement plan assets in the bank
ruptcy estate, the analysis then shifts 
to a determination of whether those 
assets may be exempted from bank
ruptcy administration. The Bank
ruptcy Code allows a debtor to choose 
from two slates of exemptions: those 
enumerated in the Bankruptcy Code 
or those available under state and 
federal non-bankruptcy law.10 If any 
asset qualifies for an exemption, it 
will not be liquidated by the bank- ·· 
ruptcy trustee, and it will be retained 
by the debtor upon the completion of 
the bankruptcy. 

Most exemptions, however, con
tain significant limitations. Section 
522(dXlOXE) of the Bankruptcy Code 
exempts payments received under a 
qualified retirement plan "to the 
extent reasonably necessary for the 
support of the debtor" and his or her 
dependents. The support standard 
has been interpreted to allow only a 
subsistence standard of living that 
takes into account the debtor's age 
and earning ability.U Thus, for debt
ors ~th substantial retirement plan 
accounts, or for those who are able to 
work for a number of years following 
their bankruptcy, the Bankruptcy 
Code exemption may be unsatisfac
tory. 

Most debtors will find state ex
emption law similarly distasteful. 
Presently, 26 states include among 
their general exemption laws a spe- · 
cific exemption for private retirement 



l 
plan assets.12 Many of those states 
limit the exemption by providing a 
support standard or another restric
tion that similarly reduces the effec-
. tiveness of the exem ption.13 Several 
other states exempt only interests in 
public employee retirement plans or 
limit their private retirement plan 
exemptions to IRAs.14 Only a few 
states-not including Michigan
provide an outright exemption for any 
private qualified retirement plan in
terest.15 Currently, Michigan statuto-

rily protects only certain public em
ployee retirement plans and IRAs 
which are funded in amounts that do 
not exceed the deduction allowed by 
the IRC.16 

A discussion of the subtleties and 
imperfections in the mass of judicial 
authority that has emerged from the 
problems outlined above is beyond the 
scope of this article. The lack of clear 
direction in the law may demand a 
legislative solution. Until then, care
ful planning is required and debtors 

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

1. See H.R. Rep. No. 807, 93rd Cong., 2d Sass., reprinted in 1974 U.S. Code Cong. & Ad. News 4760, 4734. 

2. See, e.g., In re Rogers, 24 B.R. 181 (Bankr. D. Ariz. 1982), In re Warren, 34 B.R. 543 (Bankr. S.D. Ohio 
1983), General Motors Corp. v Buha, 623 F.2d 455 (6th Cir. 1980) (all holding ERISA spendthrift language 
enforceable) and In re Nichols, 42 B.R. 772 (Bankr M.D. Fla. 1984), In re DeWeese, 47 B.A. 251 (Bankr. W.O. 
N.C. 1985), In re Werner, 31 B.R. 418 (Bankr. D. Minn. 1983), In re Gillett, 46 B.R. 642 (Bankr. S.D. Fla. 1985) 
(all holding ERISA spendthrift language unenforceable). 

3. Oliver v Manufacturers Hanover Trust Co., N.Y. Sup. Ct. Special Term Part I, July 8, 1982 (involving an IRA); 
Goff v Taylor, 706 F.2d 574 (5th Cir. 1983) (a bankruptcy case where the Court of Appeals applied state law trust 
principles to find that a Keogh plan was subject to bankruptcy administration); Lerner v Williamsburg Savings 
Bank, 386 N.Y.S.2d 906 (1976). In these cases, courts apply what is known a,s a "self-settled trust" analysis, 
which provides that a person may not establish and fund a trust for his own benefit and protect the assets of the 
trust from his creditors. The Michigan legislature has codified this principle as part of the fraudulent conveyance 
sections of Michigan Compiled Laws at MCLA §566.131. It reads in pertinent part: • ... all conveyances, transfers 
or assignments, verbal or written, of [property] made in trust for the use of the person making the same, shall be 
void, as against the creditors, existing or subsequent, of such person.· There are no reported Michigan cases 
applying this statute to IRA or Keogh accounts outside of bankruptcy. 

4. See, e.g., Plymouth Rock Fuel Corp. v Bank of New York, 398 N.Y.S.2d 814 (1979). 

5. Commercial Mortgage Insurance, Inc. v Citizen's National Bank of Dallas, 526 F. Supp. 510 (N.D. Tex. 1981). 

6. General Motors Corporation v Buha, 623 F.2d 455 (6th Cir. 1980). ~ 

7. The writers have heard from other attorneys who have related instances of this rationale being applied by trial 
courts as part of post-judgment relief. We are aware of no reported appeals court decisions that apply such 
reasoning. 

8. In re Pruitt, 30 B.A. 330 (Bankr. Colo. 1983), Clotfelter v CIBA-GE/GY Corp., 24 B.A. 927 (Bankr. Kan. 1983). 

9. In re LaFata, 41 B.A. 842 (Bankr. E. D. Mich. 1984). The ultimate rationale for the Bankruptcy Court's holding 
in LaFata is somewhat murky. There, the debtor failed virtually all of the control tests-he was the sole share
holder of the corporate sponsor of the plan, he was trustee of the plan and was its principal beneficiary. His 
primary sin in the Court's view, however, was the fact that the debtor, a physician, had allowed his malpractice 
insurance to lapse, but had continued causing his professional corporation to make>substantial contributions to 
two retirement plans that had been established nine years before the insurance lapse. In ruling that no spend
thrift trust existed, Bankruptcy Judge Stanley Bernstein seemed to rely as much upon the fraudulent conveyance 
aura of the continued retirement plan contributions as upon a self-settled trust analysis. /d., at p. 844. 

10. Bankruptcy Code §522(b). 

11. See, e.g., In re Kochel/, 31 B.R. 139 (Bankr. W.O. Wis. 1983); In re Miller, 33 B.R. 549 (Bankr. D. Minn. 
1983). 

12. See, e.g., Cal. Code of Civil Procedure §704.115; N.Y. Civ. Prac. Law §52-5205 (McKinney); 110 Ill. Code of 
Civil Procedure ,12-704, 12-804. See also the summary of the provisions of the various state laws, attached as 
Appendix A. 
13. See, e.g., Cal. Code of Civil Procedure §704.115 and Ky. Rev. Stat. §427.150 . 

. 14. See, e.g., MCLA §§38-826 Oudges), 38.1057 (legislature), 38.664 (Municipal employees), 38.40 (state 
employees) and 600.6023(11) (IRAs). 

15. See, e.g., 110 Ill. Code of Civil Procedure ,12-704, 12-804 and Wis. Stat. Ann. §815.18. 

16. See footnote 14. 
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are developing new strategies to de
fend against claims to retirement plan 
assets. 

IT. Planning issues under 
current laws. 

Michigan lawyers presently face a 
dile~ma ~ ad~sing clients about pro
tectmg therr retirement plan interests 
from the reach of creditors. The un
certainty that results from the incon
sistent enforcement of retirement 
plan spendthrift clauses, coupled with 
the propensity of local courts to favor 
creditors chasing shareholder/partici
pant interests, can only lead employee 
benefits counsel to proceed with ex
treme caution. 

Artful, but somewhat cumber-
some, planning strategies result from 
that uncertainty. Some retirement 
planners are turning to life insurance 
or annuities, for which there is a stat-
utory exemption available under 
Michigan law,l'' as the vehicle for re
tirement plan funding. This is true 
despite the lack of current case law 
applying the .~cient statutory provi
Sion to today s mvestment oriented 
contracts. Alternatively, many plan 
sponsors are trimming back all con
trol mechanisms that commonly ap
pear in retirement plans, such as self
trustee and self-directed investment 
provisions and general amendment 
and plan provisions. Such moves 
trade investment and administrative 
flexibility for the greater likelihood of 
asset protection. 

Another approach involves the es-
.. tab!J.shm~nt of the trust through 

which retirement plan assets are in
vested and administered in a state 
that provides a broad exemption for 
retirement planjnterests. Unfortu
nately, no clear authority exists as to 
whether the law of the situs of the 
trust or the residence of the benefici
ary should apply in determining 
whether the assets in the trust are 
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subject to the reach of a participant's 
~editors. Outside of bankruptcy, this 
Issue should be decided on state choice 
oflaw grounds. Although Michigan 
contract law is clear that parties may 
select the law of another state to con
trol the interpretation of their agree
ment, 18 no Michigan case specifically 
addresses situations involving trusts. 
In bankruptcy, where the bankruptcy 
exemptions are not elected, the Bank
ruptcy Code states that the law of the 
domicile of the debtor applies in deter
mining the extent of the exemptions 
to which the debtor is entitled.te 
Bankruptcy law is not clear on what 
law is applied to determine if there is 
a valid exclusion. Recent cases in 
the Michigan Supreme Court and the 
Bankruptcy Court for the Eastern 
District of Michigan that have dealt 
in part, with trusts established und~r 
the laws of a state other than the 
debtor's domicile, have stated without 
citing any authority that the law of 
the trust situs applies in construing 
the trust instrument. 20 While such 
offhand statements probably have 
li~tle precedential value, they do pro
VIde some hope to debtors whose re
tirement plan assets are placed in 
trusts organized under states with 
broad retirement plan exemptions 
because the more generous law of the 
~rust situs will control the exemption 
ISSUe. 

Attempting to plan around the 
tangle of current law on this subject 
frequently leads planners to resort to 
~desire~ financial and legal gymnas
tics. Ultrmately, clarification and 
relief in this area must come from the 
legislature. Without relief, it should 
be expected that pension investments 
in Michigan will decrease because em
ployers and trustees will feel bound by 
t~~ir fiduciary obligations to plan par
tiCipants to remove retirement trusts 
to the more favorable climate of other 
states. 



UI. Pending Michigan 
legislation. 

The Michigan Senate has passed, and 
the House of Representatives is con
sidering, a bill that would provide a 
general exemption for qualified re
tirement plan interests.21 If enacted 
in substantially its present form, 
these bills would exempt from execu
tion the interest of any person in any 
type of retirement plan that is tax
qualified under the Code. Two excep
tions would be provided to that 
general rule: 

(a) Alimony and child support 
orders could be enforced against 
retirement plan interests; and 

(b) Creditors could reach amounts 
contributed to a qualified retire
ment plan within 120 days 
before the participant filed a 
bankruptcy petition. 

Such an exemption would provide 
a great deal of comfort to those con
cerned about preserving their hard
earned retirement nest egg in today's 
litigious world. 

On May 20, 1988, the House Bill 
was being considered by the House 
Committee on the Judiciary. How
ever, it is "tie-barred'' to the pending 
malpractice trust fund legislation. 

The tie-bar means that, even if pass
ed, the pension reform will not be ef
fective unless the malpractice trust 
fund legislation is also passed. The 
malpractice trust fund legislation is 
in a set ofbills--HB 5321-5324. It is 
the authors' understanding that the 
Senate will not take up the trust fund 
issue until the House acts. It is also 
the authors' understanding that the 
House will not act until close to elec
tion time, if at all, because this legis
lation generates considerable interest 
from potential contributors. The 
State Bar of Michigan has taken a 
position favoring passage of all of the 
bills. Several major hospital groups 
and some medical groups oppose the 
trust fund as unreasonably increasing . 
the cost of errors and omissions 
protection. 

-----------------------------FOOTNOTE----------------------------
17. MCLA §2207. 

18. Rubin v Gallagher, 294 Mich 124 (1940). 

19. Bankruptcy Code §522(b)(2). 

20. In re Edgar Estate, 425 Mich 364 (1986) and In re Braden, 69 B.R. 93 (Bankr. E. D. Mich. 1987). 

21. H.B. 4666. 
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APPENDIX A 

Summary of state pension law exemptions as they 
apply to different types of retirement plans 

Slam Pension Profit Sharing HR-10 .LBA 

Arizona X* X* X* 

California X* X X* X* 

Connecticut X* X X* X* 

District of 

Columbia X X X X 

Hawaii X* X* X* X* 

Illinois X* X*"" X* X* 

Kansas X X X X 

Kentucky X* X* X* X* 

Louisiana** X* X* X* X* 

Maine X X X X 

Massachusetts X* X* X* X* 

Michigan X 

Minnesota X* X* X* X* 

Mississippi** X* X* X* X* 

Montana** X X X X 

Nebraska X X X X 

New Hampshire X X X X 

New Mexico X* X X* 

New York** X* X X* 

Ohio X* X X* X* 

Oklahoma X X X X 

Pennsylvania X X X X 

South Carolina X X X X 

South Dakota X X X X 

West Virginia X X X X 

Wisconsin X X X X 

X = Exemption applicable 
* = Exemption limited by support standard 
** = Exemption limited to fixed amount 
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State and Local 
Tax Update 

Michigan Single Business Tax-Apportionment 
Formula Relief under 1987 PA 39 
The Michigan Court of Appeals in Jones 
& Laughlin Steel Corp v Michigan Dep't 
of Treasury, 145 Mich App 405; 337 
NW2d 397 (1987), approved a two-step 
method of apportionment when the 
three-factor apportionment formula as 
set forth in the statute results in distor
tion of the compensation component of 
50% or greater. The Court of Claims 
must apply the ruling of the Court of 
Appeals to the facts currently before it. 
Since the Court of Appeals did not limit 
or discuss the retroactive or prospective 
application of Jones & Laughlin, neither 
will the Court of Claims. 

Blue Bell, Inc v Michigan Depart
ment of Treasury, Michigan Court of 
Claims No. 86-10620-CM (December 
23, 1987). 

Facts: 
Plaintiff Blue Bell sold clothing 
apparel at wholesale through a ware
house located in Michigan. It paid 
very little compensation to employees 
located in the state of Michigan. 
During the years involved in the case, 
application of the three-factor statu
tory apportionment formula to total 
tax base resulted in apportionment to 
Michigan of between 279% and 433% 
more compensation than was actually 
paid by Plaintiff Blue Bell to em
ployees located in Michigan. Plaintiff 
sought and was denied permission 
from the Michigan Department of 
Treasury to use an alternate method 
of apportionment available under 
Section 69 of the Single Business Tax 
Act. Between the time of the denial 
of apportionment relief and the trial, 
1987 Public Act 39 was enacted. 
Public Act 39 amended Section 69 
under which Blue Bell's request was 
, considered by the Department. The 

amendment added a presumption 
operating against the taxpayer and 
two tests, neither of which had been 
in the pre-amended statute which the 
Department applied to Blue Bell's 
apportionment formula relief request. 

Held: 
The Honorable Michael G. Harrison, 
Chief Circuit Judge and Judge of the 
Court of Claims, found in favor the 
Plaintiff Blue Bell based on Jones & 
Laughlin Steel Corporation v Michi
gan Department of Treasury. Judge 
Harrison stated the Court of Claims' 
role was to apply the law as inter
preted by the Court of Appeals to the 
facts of a particular case and ob
served that the distortion in Blue Bell 
exceeded the 50% distortion found by 
the Court of Appeals in Jones & 
Laughlin. Judge Harrison saw no 
reason to rule on the constitutional 
issues raised by retroactive or pro
spective application of1987 PA 39 for 
the reason that the high distortion 
percentages in Blue Bell constituted a 
grossly distorted result even under 
PA 39. In the alternative, the De
partment argued that the Court of 
Appeals decision in Jones & Laughlin 
should be given prospective only ap
plication. Judge Harrison rejected 
that invitation, noting that the appro
priate time to have argued for pro
spective only application of the Jones 
& Laughlin deCision was at the time 
the Jones & Laughlin case was pre
sented. Since the Court of Appeals 
did not limit its decision in Jones & 
Laughlin on a prospective only basis, 
it was inappropriate for the trial 
court to do so in a subsequent case. 
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State and Local 
Tax Update 

Use Tax Assessment-Testimony Varying 
the Terms of a Written Instrument 
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The Tax Tribunal allowed testimony 
explaining the intent of the parties to a 
transaction at variance with the transac
tional documentation. 

Whitehouse Leasing, Inc. v Michi
gan Department of Treasury, 
Michigan Tax Tribunal No. 97629, 
January 6, 1988; 

Facts: 
Petitioner Whitehouse purchased a 
1980 "Bayliner'' watercraft from the 
Wharf Marina, Inc. on March 27, 
1980. The purchase price ofthe 1980 
"Bayliner'' was $50,000 excluding 
taxes on the transaction. All"taxes 
were paid in full. Approximately four 
months after Mr. Whitehouse pur
chased the 1980 "Bayliner," he estab
lished an Illinois Corporation to 
provide charter services. Determin
ing that a larger boat was necessary, 
Whitehouse negotiated a purchase of 
a 53 foot "Hatteras" with the same 
Marina that had sold him the 1980 
Bayliner. The Purchase Agreement 
provided Whitehouse with an option 
to trade the 1980 Bay liner in on. the 
larger boat resulting in a credit of 
$40,000 towards the purchase of the 
new boat. The Agreement also pro
vided Whitehouse the option to sell 
the boat to an individual third party 
prior to the closing, if one could be 
found. IDtimately, Mr. Whitehouse 
found a purchaser for the 1980 Bay
liner resulting in a sale in the amount 
of$42,810. 

To simplify bookkeeping matters, 
the Marina where Whitehouse pur
chased the Hatteras indicated in its 
documentation that the Bayliner was 

a trade-in for the Hatteras and that 
Whitehouse had then repurchased it 
for the $40,000 trade-in value and 
subsequently resold it to a third par
ty. Both Whitehouse and the Marina 
agreed that the documentation was 
an inaccurate reflection of the actual 
transaction. In reality, what White
house did was exercise an option to 
sell to a third party prior to closing 
the purchase of the Hatteras. 

The Michigan Department of 
Treasury claimed that Whitehouse 
had repurchased the Bayliner and 
then re-sold it, and that the repur
chase resulted in a transaction tax
able under the Michigan Use Tax. 

Held: 
The Tribunal found the testimony of 
Mr. Whitehouse credible and held 
that the Bayliner was not repur
chased from the Marina by White-. 
house. The Tribunal held that the 
only transfer that occurred was from 
Whitehouse to the third party, and 
that the Bayliner was never traded to 
or repurchased by the Marina. The · 
Marina did not have actual or con
structive possession, or use, or title to 
the 1980 Bayliner. Having found no 
transfer from Whitehouse to the Ma
rina, either actual or constructive, the 
Tribunal ruled that the only taxable 
transaction occurred between White
house and the third party to whom 
the Bayliner was sold. 
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Michigan Single Business Tax
Retroactive Legislation 
Legislation enacted after proofs are 
closed and a trial court decision and 
judgment is entered can be applied 
retroactively to invalidate the judgment 
if a court finds the legislature intended 
retroactive effect or the legislation is 
remedial or procedural and is in further
ance of an existing remedy. 

Trinova Corporation v Depart
ment of Treasury, Revenue Division 
Docket No. 100641 (February 22, 
1988). 

Facts: 
Trinova is an Ohio based corporation 
marketing automobile parts in Michi
gan through one office employing 
fourteen persons.- These employees 
solicit orders and act as liaison be
tween the taxpayer and the con
sumer. In 1986 Trinova filed suit 
against the Department of Treasury 
seeking a refund of $293,528 in over
paid single business taxes for 1980. 
Trinova argued that the three-factor 
apportionment formula resulted in 
apportioned compensation 38 times 
greater than actual compensation 
expense incurred in Michigan. Like
wise, the three-factor apportionment 
formula resulted in apportioned de
preciation 960 times greater than 
actual Michigan depreciation ex
penses. In response to the distortion, 
Trinova had petitioned the Depart
ment to apply a two-step apportion
ment/allocation method approved in 
Jones & Laughlin Steel Corporation v 
Michigan Department of Treasury, 
145 Mich App 405; 377 NW2d 397 
(1985), lv. den. 424 Mich 895 (1986), 
reh. den. (1986), that allQws the tax
payer to directly allocate compensa
tion and depreciation and apportion 

. the remainder of tax bases. The De
partment restricted Trinova's request 

for Section 69 relief. The Court of 
Claims followed the rationale of Jones 
& Laughlin and granted summary 
disposition to Trinova, allowing the 
use of the two-step method. 

Held: 
On appeal, the Court rejected the 
rationale of another appellate panel 
in Jones & Laughlin because it fo
cused only on those factors which 
distorted Trinova's business activity 
in the state of Michigan. The Trinova 
Court stated that the apportionment 
formula must be viewed as a whole in 
determining distortion. Individual 
components may not be analyzed in
dependently. The Court also held 
that an amendment to §69 contained 
in 1987 PA 39 was subsequent to the 
trial court's decision and was reme
dial and procedural in nature. Also, 
according to the Court, the amend
ment was in furtherance of an exist
ing remedy and could be applied ret
roactively because the legislature 
intended retroactivity. The Court of 
Appeals declined ruling on whether 
Trinova· could show entitlement to 
relief under §69 as amended. The 
Court remanded the case to the Court 
of Claims for a factual determination 
in accordance with amended §69. [On 
February 23, 1988 one day after the 
Court of Appeals'"decision in Trinova, 
Court of Claims Judge Stell issued an 
Order and Judgment finding North
ern Telecom, Inc. entitled to relief 
under §69 of the Act. Judge Stell 
found that distortion in the attribu
tion of compensation from 396% to 
772%, which resulted from the me
chanical application of the apportion
ment formula, was a grossly distorted 
result under 1987 PA 39.] 
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The events described in Section 85 of 
the Single Business Tax Act toll the 
four-year statute of limitations on refund 
claims in Section 97 of the Act. 

E.I. duPont de Nemours and Co v 
Dep't of Treasury, Michigan Court of 
Claims Docket No. 86-10381-CM 
(October 26, 1987). 

Facts: 
The plaintiff, E.I. du Pont de Nemours 
and Company, filed a complaint for 
refund of single business taxes. The 
defendant, Department of Treasury 
sought partial summary disposition 
alleging that any refund of Michigan 
single business taxes for tax years 
1977 through 1979 was barred by the 
four-year statute of limitations on 
refund claims in Section 97 of the 
Single Business Tax Act. Plaintiff 
argued that the statute had been 
tolled by a federal statute waiver in 
accordance with Section 85 of the Act. 

Held: 
Court of Claims Judge Carolyn Stell 
held that the Section 85 tolling event, 
the suspension of the running of the 
federal income tax statute of limita
tions, tolled the Section 97 statute of 
limitations on refund claims. The 
occurrence of any of the events speci
fied in Section 85 of the Act-litiga
tion, conference or waiver on the 
federal or SBT return for the year
suspends not only the four-year lim
itation on deficiency assessments in 
Section 85 but also the same limita
tion refund claims. · 
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REVENUE ADMINISTRATIVE BULLETIN 188-2 

April 8, 1988 

DEFICIENCY INTEREST RATE 
For period July 1, 1988 through December 31, 1988 

RAB 88-2. This Bulletin establishes the annual rate of interest due on a defi
ciency for the period beginning on July 1, 1988 and ending on December 31, 
1988. 

A daily rate ofintere~t of .0002650 based on an adj:usted annual rate of9.7% 
shall be added to a t1:1x deficiency or an excessive claim for the period stated 
above. · 

The effective annual rate of 9. 7% was established pursuant to Section 23(2) of 
Act No. 58, P.A. of 1986 at one percentage point above the adjusted prime rate 
charged by three commercial banks to large businesses. 

~..: The following annual and corresponding daily rates of interest are in effect and 
will accrue on any deficiency due during these periods: 

Period Rate 

- June 30, 1986 9.0% October 1, 1967 
July 1, 1986 
January 1, 1987 
July 1, 1987 
January 1, 1988 
July 1, 1988 

- December 31, 1986 10.4% 
9.2% 
8.5% 
9.2% 
9.7% 

(.0002466) 
(.0002849) 
(.0002521) 
(.0002329) 
(.0002514) 
(.0002650) 

- June 30, 1987 
- December 31, 1987 
- June 30, 1988 
- December 31 , 1988 

Example: Taxpayer A, who is on a calendar year basis, filed an MI-1040 
return for 1985 showing tax due of$2,000.00. If the tax is not 
paid until November 30, 1988, the amount of interest calculated 
due from April16, 1986 through November 30, 1988 is as follows: 

Period 

April 16, 1986 - June 30, 1986 
July 1, 1986 - December 31, 1986 
January 1, 1987 - June 30, 1987 
July 1, 1987 - December 31 , 1987 
January 1, 1988 - June 30, 1988 
July 1, 1988 - November 30, 1988 

Caluclatlon Interest 

75 days x .0002466 x $2,000 = $ 36.99 
184 days x .0002849 x $2,000 = 104.80 
181 days x .0002521 x $2,000 = 91.26 
184 days x .0002329 x $2,000 = 85.71 
182 days x .0002514 x $2,000 = 91.51 
153 days x .0002650 x $2,000 = 81.09 

Total Interest Due $491.36 
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News about Tax Lawyers 
The Taxation Section has over 2,000 
members. Despite this size, there are 
many close friendships within the 
section and many joint activities. 
This column brings you news about 
your fellow tax lawyers to further · 
that spirit of collegiality within our 
section. 
MAT!' W. ZEIGLER has recently 
opened his own practice as Matt W. 
Zeigler, P.C., at 3155 West Big Bea
ver Road, #205, Troy, Michigan 
48084. Matt has been in practice for 
twelve years. 
GARY M. LAMBERT, a share
holder of Semaan & Lambert, P.C., 
300 East Long Lake Road, Suite 375, 
Bloomfield Hills, Michigan 48013, 
recently presented a seminar on 
Internal Revenue Code Section 89 for 
the Massachusetts Mutual Insurance 
Company. Gary also was the keynote 
speaker at the Wayne State Univer
sity Second Annual Estate Planning . 
Institute. 
ARMAND VELARDO recently has 
associated with the law firm of 
MacDonald, Stone and Goren, 260 
East Brown Street, Suite 200, Bir
mingham, Michigan 48011. 
KATHLEEN LORETI'A HEFF
NER, who is associated with 
Duguanno, Nemes & Accettura, 
25140 Lahser, Suite 252, Southfield, 
Michigan 48034, is looking forward 
with anticipation to receipt of her 
Masters in tax this summer from 
Walsh College. 

WILLIAM J. O'NEIL, of Arthur 
Young, 100 Renaissance Center, 
Detroit, Michigan 48236, is specializ
ing in international tax work at the 
Detroit accounting firm. 
ABBOTT, NICHOLSON, QUTI..· 
TER, ESSHAKI & YOUNGBLOOD 
opened new offices on June 29th at 
One Woodward Avenue in Detroit. 
JANE M. SMITH ofDykema Gossett, 
505 North Woodward, Suite 3000, 
Bloomfield Hills, Michigan 48013, will 
be teaching courses in Employee 
Benefits and General Taxation during 
next semester at Walsh College. 

Where do we get news? 
In many·cases, the news comes di
rectly from you. Don't be bashful; 
unless we hear from you, your news 
won't be told, and you will miss the 
opportunity to make new acquain
tances and become known to your 
fellow tax practitioners. Also, don't 
hesitate to send us information about 
a colleague. Newsworthy items are 
not limited to legal accomplishments. 
We also are interested in changes in 
firm affiliation, marriages and births, 
lectures or seminars presented, inter
esting travel, sports awards, or other 
items. Please send your news to 
Michigan Tax Lawyer, 505 North 
·Woodward Avenue, Suite 3000, 
Bloomfield Hills, Michigan 48013-
7136. 
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tributions 
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tain threshold 
amount, a 15% 
excise tax 
applies to the 
amount of the 
distribution 
that exceeds 
the threshold. 
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In each issue, TAXFILE.PC features ideas to help the tax lawyer use personal 
computers in his or her tax practice. This issue describes a spreadsheet program 
for estimating taxes on retirement plan distributions. 

Polish Up the Crystal Ball 

By: Richard I. Loebl 

Tax lawyers will soon be called upon 
to use their crystal balls to advise 
clients regarding an irrevocable elec
tion that must be made within the 
next year, although the effects may 
not be felt for a decade or more. The 
Tax Reform Act of 1986 added new 
Code Section 4981A which provides 
for a 15% excise tax on excess distri
butions from tax-qualified retirement 
plans, such as defined benefit plans, 
defined contribution plans, tax shel
tered annuities, IRAs, etc. Under this 
section, if annual distributions exceed 
a certain threshold amount, a 15% 
excise tax applies to the amount of 
the distribution that exceeds the 
threshold. 

Any idea that the excise tax might 
be avoided by reducing the amount 
distributed has to be considered in 
light of the following two factors. 
First, any excess accumulation re
maining in a decedent's estate is also 
subject to a 15% excise tax under 
Section 4981A(d). Furthermore, this 
supplemental estate tax is not avoid
ed by the marital deduction, the 
charitable deduction, or anything else 
(although it may be postponed and 
possibly reduced in some cases). 
Second, under Code Sections 401(a)(9) 
and 408(a)(6), certain required mini
mum distributions must be made 
after the participant attains age 70. 
See Proposed Reg. §§1.401(a)(9)-1, 
1.408-8, etc. Under these minimum 
distribution regulations, it is possible 
that the minimum which must be 
distributed may exceed the threshold 
set in Section 4981A, thus exposing 
the recipient to a 15% excise tax on 
part of his distribution. The excise 

tax may be the lesser evil, because 
failure to comply with the minimum 
distribution requirements will result 
in a 50% excise tax under Section 
497 4 as well as the possibility of plan 
disqualification under Reg. § 1.401(a) 
(9)-1(A-5). 

Into this mix must be thrown yet 
another consideration. Section 4981A 
provides that benefits accrued as of 
August 1, 1986 are not subject to eith
er the annual distribution or estate 
15% excise taxes. For those persons 
who wish to use this "grandfather'' 
exemption, the annual threshold 
amount that is not subject to the 15% 
excise tax is lowered to $117,529 in 
1988 as compared to an exemption of 
$150,000 in 1988 for those who do not 
elect to grandfather the 1986 amount. 
Also, these thresholds are not static 
but are raised for cost of living in
creases under Section 4981A(c)(1); for 
example, in 1987 the threshold for 
grandfathered amounts was $112,500, 
and given a 4% inflation rate will 
exceed $150,000 in about seven years. 
However, this annual threshold does 
not totally reflect the effects of grand
fathering, nor does it indicate the 
effect of the grandfathered amount on 
the estate excise tax. 

In order to qualify for the grandfa
thering, a person must have had a 
total accumulation of at least 
$562,500 among all of his or her tax
qualified plans or IRAs as of August 
1, 1986. Furthermore, an affirmative 
election to use grandfathering must 
be made on Form 5329 no later than 
the filing date for the 1988 personal 
income tax return, that is, April 15, 
1989 (in the absence of an extension). 
Many professionals or corporate 
executives, even if they are ten or 
fifteen years away from actual retire
ment, will have to decide by next 
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I April whether to make an election 
whose effect is unlikely to be felt 
before such person reaches age 70. 

Thus, within the next few months, 
tax advisers will have to counsel their 
clients regarding the wisdom of mak
ing the grandfather election, which 
must include looking at the different 
methods of applying the grandfather 
exemption, as well as the efficacy of 
making retirement distributions be
fore age 70 in an attempt to avoid the 
15% excise tax. Such distributions 
made before age 70 are generally 
exempt from minimum distribution 
requirements of Section 401(a)(9), 
but the early start will reduce the 
amount subject to the minimum dis
tribution requirements and thus may 
help avoid the effects of the excise 
tax. 

An ffiM PC Personal Computer 
and Lotus 1-2-3 spreadsheet format 
may be used in order to make numeri
cal predictions of these future events. 
In many cases, these predictions can 
be used as part of a general estate 
planning review for clients. The 
sample printout in Figure 1 below 
illustrates the format. The heading 
shows the data the client should 
provide (perhaps after consultation 
with the attorney), as well as the 
election to use grandfathering under 
the 10% method of Reg. §54.4981A-
1T(b-12). Although most clients can 
provide account balance information 
of their qualified plans as of recent 
valuation dates, they are generally 
unable to supply the accrued benefit 
balance on August 1, 1986. There
fore, a side calculation can be utilized 
to compute that amount. Plan admin
istrators must provide this informa
tion upon request. The example 

Short 
Subjects 

shows distributions made according to 
a joint and survivor life expectancy of 
the participant and his or her spouse, 
with annual recalculation provided. 
This life expectancy choice will reduce 
the annual distribution amounts in 
order to enjoy the tax-free growth 
inside the qualified plan as long as 
possible. Note that the ''Excise Tax'' 
shown for 1992 could be avoided by 
not delaying the 1991 required distri-
bution. • .• within the 

Some clients may wish to avoid the next few 
risk of increases in the excise tax and/ months, tax 
or the income tax rates by taking an advisers will 
immediate lump sum distribution and have to coun
investing the proceeds in a tax-exempt sel their clients 
vehicle. However, not all tax-qualified. 
plans provide a lump sum distribution regarding the 
option, and special rules apply in com- wisdom of 
puting the lump sum exemption from making the 
the 15% excise tax. A separate subrou- grandfather 
tine performs the lump sum computa- election ... 
tions and subsequent investment 
projection. See Figure 2 below. In 
terms oftying these distribution con-
cepts into general estate planning, one 
should remember that when added to 
other assets in the estate, the accumu-
lations in these tax-qualified plans 
may well be subject to the top mar-
ginal estate tax rate, which is pres-
ently 55%. If the top 55% estate tax, 
as well as an excise tax of 15%, would 
apply, the client (or his or her heirs) 
may discover that the wealth accumu-
lation represented by the tax-qualified 
plan balances is largely illusory. 
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Minimum Distribution Schedule 

ASSUMPTIONS: 

Account Balance 12131/87 
Accrued Benefit 8/1/86 
Excess ,Distribution Indexed 

for Inflation Rate 

Life Expectancy 

-1988 
-1993 
-1998 

Joint artCtt.-ast Survivor Tables 
Recalctlla~ 

Projected Interest Rate 
Tax-Exempt Interest Rate 
Marginal Tax Rate - 1988 

- 1993 

Date of Birth - Taxpayer 
Date of Birth - Spouse 
Grandfather Election 

0 
0 
0 
0 

- 1998 

0 
0 
0 
0 

2,000,000 
2,160,000 
2,332,800 
2,519,424 
2,720,978 2,938,656 822,824 

Level Annuity for 1 0 years based on 
net cashflow 

Total Cashflow 

$2,000,000 
$1,500,000 

4.0% 
4.0% 
6.0% 

8.0% 
7.0% 

28.0% 
35.0% 
40.0% 

09/20/21 
08/29/21 
Discretionary Method 
1 00% Recovery 
ELECTION REQUIRED 

0 
0 
0 
0 

0 
0 
0 
0 

215,798 1,900,034 

270,522 

2,705,221 
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FIGURE 2 

This schedule Is 
based on currently 
available laws and 
regulations and 
Information sup
plied by you and 
on your estimates 
and assumptions 
about future oc
currences. You 
should use this 

. schedule only as 
an aid to financial 
planning, and you 
must realize that 
these figures are 
necessarily hypo
thetical. 

39 



Shan 
Subjects 

40 

Shortcuts is a regular feature of the Michigan Tax Lawyer that provides 
suggestions and tips to expedite your work and help you get the answe~s you 
need quickly. This issue features a summary of the recent Central Regwn IRS 
and State Bar liaison meeting. 

Central Region Internal 
Revenue Service and Bar 
Liaison Meeting 
Cincinnati, Ohio 
November 5 and 6, 1987 

MINUTES OF THE NOVEMBER 6, 
1987 SESSION 

Welcome and Introductions 
Erwin A. Rubenstein of Southfield, 
Michigan, Chairman of the Central 
Region Bar Liaison Group, welcomed 
this year's attendees and reported on 
actions taken at the breakfast meet
ing of the Bar representatives. Mr. 
Rubenstein announced that Louis S. 
Southworth, II of Charleston, West 
Virginia would be Chairman of the 
1988 Central Regional Internal Rev
enue Service and Bar Liaison Meet
ing, and that Charles J. Lavelle of 
Louisville, Kentucky was selected 
Vice Chairman. 

Mr. Rubenstein introduced Clar
ence (Ed) Barnes, Regional Counsel, 
Central Region. Mr. Barnes noted 
that the central theme of the meeting 
would be "tax reform" and invited the 
Bar's participation and support in 
getting taxpayers moving early to 
meet the filing deadlines. Mr. Barnes 
stated that for the third consecutive 
year, he had convened a Regional 
Counsel's Bar Advisory Group, con
sisting of representatives from each of 
the five states within the region. 

Lester M. Ponder of Indianapolis, 
Indiana responded on behalf of the 
Bar Advisory Group. Mr. Ponder no
ted that he was celebrating his 50th 
year as a member of the Bar and 
praised the relationship of the Bar 
and the Internal Revenue Service in 
the Central Region. Mr. Ponder noted 

that by establishing lines of com
munication, the Advisory Group was 
of great service to the Bar, as well as 
to the Regional Counsel. He urged 
cooperation of the Bar in the smooth 
implementation of the Tax Reform 
Act of1986. 

Walter J. Russell of Grand Rap
ids, Michigan, the ABA Central 
Region Liaison representative, com
mented briefly. He noted that it was 
a common goal of the Internal Reve
nue Service and the Bar that there be 
in place a tax system that works. He · 
stated objectives of the ABA in this 
regard: (i) regional meetings of the 
Bar and the Internal Revenue Service 
to facilitate an interchange of ideas, 
policies and problems at the regional 
level, and (ii) a second meeting paral
lel to this meeting of attorneys and 
Internal Revenue Service personnel 
specializing in employee benefits. 
plans which would involve the par
ticipation of representatives of the 
Internal Revenue Service National 
Office, and have a goal of improving 
implementation of and communica
tion with respect to issues presented 
in this complex and specialized area 
of the tax law. Mr. Russell encour- . 
aged participation of members of the ' 
Bar in the Tax Section of the Ameri
can Bar Association, noting the num
erous opportunities available through 
the Tax Section for continuing legal 
education. 

Remarks of Patrick J. Ruttle, 
Regional Commissioner, Central 
Region, "The Role of the Bar and 
the IRS in Implementing Tax 
Reform" 

Mr. Ruttle stated that for the past 
year he has chaired a group which 
included, among others, Ed Barnes, 
whose responsibility was to oversee 
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the implementation of tax reform. 
He noted that he had recently been 
elevated to the position of Regional 
Commissioner and, as such, like Com
missioner Gibbs, had four primary 
goals. First, to instill in the Internal 
Revenue Service, and thereby convey 
to the public, a sense of quality and 
customer service; second, to admini
ster the tax laws fairly, with a bal
ance to be struck between helping 
taxpayers to understand their obliga
tions and then to enforce the law as it 
is written; third, to implement tax 
reform in a smooth, efficient manner; 
and, finally, to continue to have the 
Internal Revenue Service remain in 
step with the advancing technolo~, 
continuing the concept of electromc 
filing, with a goal of having a full 1/3 
of all tax returns filed in this manner 
by 1995. 

Mr. Ruttle then turned to the pro
cess by which the Internal Revenue 
Service and his committee have at
tempted to implement tax reform. He 
briefly described the "W-4 debacle" 
and the Internal Revenue Service's 
resolve to have no further problems of 
this magnitude as the filing period 
approaches. He explained the plan
ning process for implementation, 
which first approached the issue on a 
functional basis (i.e., what needs to be 
done and who will do it) then proceed
ing to the identification of the issues 
within that process and, finally, with 
a statement of goals and how to get 
there. Those goals include making 
both the Internal Revenue Service 
personnel and taxpayers knowledge
able with respect to the changes in 
the law and getting the Internal Rev
enue Service ready for the filing per
iod. He noted the efforts of the Inter
nal Revenue Service to increase facil
ities for taxpayer service and training 
and outlined a number of initiatives, 
including the establishment prior to 
the end of 1987 of a telephone num
ber for practitioners where questions 
can be answered directly with respect 

to notices, taxpayer accounts and 
other procedure problems. 

Panel Discussion • "The 1986 Tax 
Reform Act • Impact on 
Practitioners and Taxpayers" 

Panel Members: Donald C .. Korb, 
Cleveland, Ohio, Moderator; Barbara 
Schwartz Bromberg, Cincinnati, Ohio; 
Kenneth R. Hughes, Cincinnati, Ohio; 
John 0. Hummell, District Director, 
Detroit, Michigan; Peter K Scott, 
Deputy Chief Counsel, Washington, 
D.C. 

Mr. Hughes inquired of the Inter
nal Revenue Service members of the 
panel regarding the status of regula
tions with respect to passive losses 
and home equity interest deductions. 
By way of background, Mr. Scott re
sponded that 76 priority areas for 
immediate administrative guidance 
had been identified under the '86 Act 
and within one year, 57 of those areas 
had been addressed. Mr. Scott indi
cated that problems presented by the 
passive loss rules would be addressed 
by the issuance of Temporary Regula
tions well before the end of 1987 and 
that a second set of Regulations 
would be published within one month 
after that date. He cautioned that 
absent specific direction in the Regu
lations, practitioners should look to 
the legislative history. 

With respect to the mortgage in
terest deduction, Mr. Scott indicated 
that the project was close to publica
tion and should be issued either late 
in November or early in December. 
He added that employee benefit regu
lations should also be issued prior to 
the end of 1987. He added that the 
various regulation projects were. en
countering some problems as a result 
of the proposed legislation being ad
dressed by Congress and the uncer
tainty created. 

Mr. Korb asked the members of 
the panel from the Internal Revenue · 
Service to speak to the ability of prac
titioners to rely upon non-traditional 
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forms of guidance. Mr. Scott respond
ed that the Internal Revenue Service 
very much wants practitioners and 
taxpayers to rely upon announce
ments and other forms of Internal 
Revenue Service communications and 
that clarification would be provided to 
this effect. It was noted further that 
in a number of areas, where tradition
ally private letter rulings had not 
been issued, such rulings are now al
lowed because of the absence of regu
lations. There have been very few 
requests in these areas to date which 

, is disappointing to the Internal Reve
nue Service. 

Mrs. Bromberg and Mr. Hummell 
discussed requirements with respect 
to the reporting of real estate transac
tions, and it was noted that the Inter
nal Revenue Service will implement a 
matching program with respect to 
Forms 1099. However, no penalties 
will be assessed with respect to trans
actions occurring before May 7, 1987. 
It was noted that a revenue procedure 
would soon be issued clarifying the 
procedure with respect to the rescis
sion of the statutory notice by mutual 
consent by the taxpayer and the In
ternal Revenue Service, enabling the 
taxpayer to proceed through the ad
ministrative appeals process. It was 
noted that 300 agents had been added 
in the region in 1987 and that an ad
ditional300 were expected to be 
added in 1988. Given the fact that 
the tax shelter program is now wind
ing down, practitioners might expect 
the agents during the training period 
to be looking at smaller cases, but the 
ultimate goal will be to look at more 
corporate returns. An effort is being 
made to determine what new areas 
should be the focus of the audit activ
ity (i.e., to identify the tax gap). 

Concern was expressed with 
respect to the application of substan
tial underpayment penalties. Th~ 
Internal Revenue Service representa
tives indicated that the penalty was 
not being applied without first looking 

at the underlying circumstances and, 
as a policy matter, is being applied 
only where a rational basis exists. 

Practitioners in the audience ex
pressed concern with respect to pen
alties, citing examples of apparent 
abuses. 

Mr. Hummell and Mr. Scott noted 
that there are approximately 155 sep
arate penalties and that an effort is 
being made to simplify the penalty 
structure. 

Practitioners reiterated the con
cern that penalties are being asserted 
against investors in tax shelters, for 
example, seemingly on a fraud-type 
basis, when the fraud, if any, has oc
curred at the promoter level, and the 
investors themselves have been taken 
advantage of and have not participat
ed in the fraud. This concern was 
wide-spread. 

Panel Discussion · "Collection 
Activities · Procedures and 
Current Developments" 

Panel Members: Robert M. Venable, 
Deputy Regional Counsel (General 
Litigation), Moderator; James J. 
McGrath, Indianapolis, Indiana; I. 
John Snider, Muskegon, Michigan; 
Donovan H. Williams, Assistant 
Regional Commissioner (Collection); 
Thomas J. Yates, Regional Director of 
Appeals. 

The panel discussed three princi- · 
pal areas in the collection area. First, 
the discussion revolved around the 
employment tax area and the effect of 
Section 530 of the Revenue Act of 
1978, which enables taxpayers who 
meet the criteria of the statute to 
continue to treat persons who might 
at least arguably be considered com
mon-law employees as independent 
contractors. It was emphasized that 
employers who meet the criteria of 
Section 530 must still issue Forms 
1099 to the payees, but withholding 
and the issuance of Forms W-2 are 
exc;used. Certain revenue agents have 
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been trained specifically to deal in 
this area. 

Second, the subject of offers in 
compromise was discussed. The In
ternal Revenue Service representa
tives ~mphasized that the notion that 
"offer's can slow collection" should not 
be relied upon in that the Internal 
Revenue Service has discretion to 
proceed with the collection, especially 
in instances when an offer is spe
cious. Mr. Williams indicated that in 
collection offers, doubt as to collecti
bili ty is the only issue considered in 
the offer context and that the basic 
premise of the acceptance of an offer. 
is that the Internal Revenue Service 
will get more than it would other
wise. It was noted that as a matter 
of policy, if a business is still ongoing, 
an offer will not be accepted to com
promise an employment tax liability. 
The Internal Revenue Service is very 
conscious in determining whether to 
accept an offer of the public percep
tion of the fairness. of the result. 

Finally, the policy of the Internal 
Revenue Service with respect to sei
zures was addressed. Mr. Williams 
made it clear that there are no quotas 
established for revenue officers with 
respect to seizures and that in each 
case, the decision of whether to pro
ceed is based upon the facts of the 
given case. 

Luncheon Speaker · Lawrence B. 
Gibbs, Commissioner of Internal 
Revenue 

Commissioner Gibbs outlined the ef
forts of the Internal Revenue Service 
to implement the tax reform accom
plished by the 1986 Act and indicated 
the important roles played in this 
process by Regional Commissioner· 
Ruttle and Regional Counsel Barnes. 

The Commissioner advised the 
practitioners ofthe status ofthe In
ternal Revenue Service tax~shelter 
initiative, indicating that a full two-

thirds of the outstanding cases have 
been settled on the basis which had 
been arrived at by the Internal Reve
nue Service after evaluating the. par
ticular case and establishing the set
tlement position. He indicated that 
the Internal Revenue Service was 
standing by its policy that if a tax
payer chooses to litigate, the position 
first offered will get no better and in
dicated that the fact of the diminish
ing interest deduction is providing a 
substantial impetus to the settlement 
of these cases. 

The Commissioner next empha
sized the concentrated effort being 
taken by the Internal Revenue Service 
to improve quality and service by the 
agency. The goals of the Internal Rev-· 
enue Service are two: first, to improve 
taxpayer awareness of the require
ments of the Tax Reform Act and re
turn preparation generally, and, sec
ond, to improve the service offered by 
the Internal Revenue Service to the 
taxpayer at every level. 

The Commissioner emphasized 
that every action taken by the Inter
nal Revenue Service is directed ulti
mately at improving voluntary compli
ance by building the public trust in 
the system and the public's confidence 
in the competence of the administer
ing agency. The Commissioner asked 
the Tax Bar to work hand in hand 
with the Internal Revenue Service in 
accomplishing these objectives. 

During a question and answer 
period, the Commissioner responded 
that while he agreed with the pro
posed taxpayer's bill of rights in con
cept, he had marked differences with 
the particulars of the legislation, and 
that while the Tax Reform Act of 1986 
was extremely complex in many as
pects, nevertheless the position of the 
Internal Revenue Service as tax ad
ministrator would be to leave the tax 
laws alone for awhile to allow taxpay
ers and administrators alike an oppor
tunity to understand the system. 
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Remarks of Frederic P. Williams, 
Director, Cincinnati Service 
Center 

Mr. Williams stated that the Internal 
Revenue Service does not use tax
payer representative identification 
numbers to compile a list of clients of 
any taxpayer representative or to per
form any type of cross-check. 

Only an individual who holds a 
power of attorney can speak with the 
Service Center with respect to a tax
payer. Such communications cannot 
be made to the partner of the holder 
of the power. 

With respect to the coming filing 
season, if the taxpayer has not ob
tained a taxpayer identification num
ber for a child, the taxpayer simply 
should indicate on the form "applied 
for" and go ahead and file. No pen
alty will be imposed during the filing 
season for the 1987 tax year. 

A question was posed as to 
whether the Internal Revenue Serv
ice supplied bulk Employer Identifi
cation Numbers to practitioners. Mr. 
Williams indicated in his response 
that the Internal Revenue Service 
supplies Employer Identification 
Numbers to banks and law firms for 
trusts or estates only. The authority 
for this is found in Rev. Proc. 70-22 
which states: "A person authorized to 
represent ten or more estates or 
trusts needing EINs (other than an 
estate or trust needing an EIN in con
nection with the reporting of employ
ment or excise tax) may file a consoli
dated application for such numbers in 
lieu of separate applications on 
Forms SS-4." 

Panel Discussion • "Current 
Trends in Examinations and 
Settlements" 

Panel Members: Mary Helen 
Weber, Deputy Regional Counsel 
(Tax Litigation), Moderator; Michael 
R. Becker, Columbus, Ohio; Burgess 
L. Doan, Cincinnati, Ohio; Donald L. 

Houck, Assistant Regional Commis
sioner (Examination); Charles W. 
Loeb, Charleston, West Virginia. 

The discussion centered on three 
principal areas: tax shelters, penal
ties and taxpayer interviews. The 
current approach of the Internal Rev
enue Service with respect to tax shel
ters was again outlined, noting that 
the deduction of out-of-pocket costs 
was no longer available as a rule of 
thumb; rather, a settlement position 
with respect to each shelter was being 
formulated on its merits. It was noted 
that over the course of the past year, 
an initiative had been implemented 
whereby a revenue agent could settle 
in accordance with the project settle
ment position at the examination 
stage. Approximately 70% of the cases 
in the Central Region have been set
tled on this basis, but there are still 
approximatelyl5,000 shelter cases in 
the examination stage. 

With respect to penalties, it was 
noted that the tax shelter project set
tlements generally will include the 
imposition of certain penalties. It is 
the Internal Revenue Service policy 
that the negligence penalty will be 
imposed unless the individual tax
payer has circumstances which indi
cate the penalty is not appropriate. 
However, the Internal Revenue Serv
ice representatives indicated that 
generally the negligence penalty is 
negotiable, despite its inclusion in the, 
project settlement. The representa
tives of the Bar raised questions re
garding the application of penalties 
and whether agents and managers 
are consistently applying the policy of 
the Internal Revenue Service, espe
cially the policy of whether those pen
alties which are dependent upon the 
particular circumstances of a given 
taxpayer are being reviewed in light 
of the taxpayer's circumstances. 

Finally, members of the Bar 
expressed concern about the taxpayer 
interview process. Mr. Loeb read a 
letter from an accountant's associa-
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tion cautioning members of that as
sociation in their dealings with the 
Internal Revenue Service and their 
clients in this context. Mr. Houck 
responded that Commissioner Gibbs 
has announced that the Internal Rev
enue Service will not require an in
terview with the taxpayer, but will 
want to discuss the tax return with a 
representative of the taxpayer who 
knows about the taxpayer's circum-

stances and can carry on a meaning
ful dialogue. It remains the objective 
of the Internal Revenue Service to be 
sure that a return reflects the tax
payer's lifestyle, but it is now recog
nized that the interview process has 
become so stylized that it may have 
lost its relationship to that purpose. 

The meeting was thereupon ad
journed. 

The following is a regular part of each issue, providing brief summaries of 
publications that should be of interest to tax practitioners, where to obtain 
these publications, and their prices. 

By: Cynthia A. Lesnick 

Department of Justice Manual. 
Prentice Hall Law & Business, 240 
Frisch Court, Paramus, New Jersey 
07652, Phone: 1-800-562-0245. 10 
Volumes. $950. 

This series features not only The 
U.S. Attorney's Manual, but other 
Justice Department material which 
was previously unavailable in any 
formal publication. The U.S. Attor
ney's Manual contains the rules and 
procedures that are communicated to 
all Department attorneys. Ex-Justice 
Department officials provide addi
tional commentaries on Justice De
partment practice and procedures. 
The series explains the Departments 
priorities and emphasis and provides 
a unique resource to help to effec
tively negotiate with government 
attorneys, both in the civil and crimi
nal matters. 

The manuals cover civil practice, 
antitrust, tort claims, taxation, civil 
forfeiture of property under RICO, 
Social Security and more. Some of 
the topics included are the rules and 
procedures that govern conduct in 
settlement negotiations, plea bar
gaining, conducting grand jury pro
ceedings, obtaining evidence, and 
initiating investigations. 

1987 Investment Limited Partner
ship Handbook. 
Robert J. Hatt and Peter M. Fass. 
Clark Boardman Company Ltd., 435 
Hudson St., New York, N.Y. 10014. 
Phone: 1-800-221-9428. Paperbound. 
$85. 

The recent changes in the area of 
partnership taxation make this book 
a valuable addition to the tax prac
titioner's library. In addition to pro
viding information on popular part
nership investments, the book ana
lyzes the impact of the Tax Reform 
Act of 1986 and provides in-depth 
coverage in areas such as the passive 
loss rules, alternate minimum tax, 
securities law, and partnership allo
cation provisions. 

Collection of Internal Revenue 
Forms. 
Law Library Microfilm Consortium 
(LLMC), P.O. Box 11033, Honolulu, 
HI 96828. Microfilm (1,436 Micro
fiche) Updated annually. $350.00 
and approximately $20 per year for 
updates. 

LLMC, in cooperation with the 
IRS Library, is making available a 
unique backfile of IRS Forms and In
structions, many of which have been 

Short 
·subjects 

45 



Short 
Subjects 

46 

out of print for years and in some in
stances virtually unobtainable~ All 
the forms through 1986 are inte
grated by consecutive form number 
into a numerical/alphabetical fiche 
file. Annual supplement will cover all 
the forms issued each year. It pro
vides a valuable tool, especially for 
tax litigators, that is economical both 
in cost and storage space. 

Michigan Probate. 
Leonard Edelman. The Lawyers Co
operative Publishing Company, P.O. 
Box 23909, Rochester, New York 
14692-9969. Looseleaf, updated as 
necessary. $94.50. 

This manual provides checklists, 
instructions, forms, and sample let
ters, as well as all applicable stat
utes. It takes the practitioner step
by-step through typical probate pro
ceedings and highlights changes 
brought about in the Revised Probate 
Code. 

The Tax Times. 
Newspaper published monthly by 
Prentice Hall, Information Services 
Order Department, 200 Old Tappan 
Road, Old Tappan, New Jersey 
07675. Phone: 1-800-562-0245. $96 
per year. 

This publication covers new devel
opments in every area of taxation 
including tax accounting, farm and 
ranch taxation, insurance, corporate, 
individual, and exempt organizations. 
In addition to the regular areas cov
ered are special reports on topics of 
interest, such as the pros and cons of 
forming a professional corporation. 
Also, the newspaper includes inter
views with key individuals in the tax 
world, planning workshops, and re
ports on major professional meetings 
and educational programs. The or
ganization by key areas allows the 
tax practitioner to focus on those 
relevant areas of tax practice. 

Tax Aspects of Marital 
Dissolution. 
Harold G. Wren, Leon Gabinet & 
David Clayton Carrad. Callaghan 
Publications, 3201 Old Glenview 
Road, Wilmette, Ill. 60091. Phone: 
1-800-323-1336. Hardcover, one 
volume $75.00, supplements extra: 

Although this text incorporates 
the changes made by the 1986 Tax 
Reform Act, it primarily distinguishes 
the law in effect before and after the 
1984 Tax Reform Act. The most sig
nificant changes in this area arose 
under the 1984 and not the 1986 Act. 
Included in this text are sample spo
usal and child support agreements, 
sample agreement between unmar
ried persons, and checklists to make 
sure clients are asked all relevant 
questions. This text supplies the fed
eral laws affecting divorced orsep
arated couples and presupposes the 
user has a general knowledge of the 
law of domestic relations of the ap
propriate jurisdiction. 

The Pension Answer Book. 
Steven J. Krass and Richard L. 
Keschner; Revised by Theodor J. 
Huber. Panel Publishers, Inc., 14 
Plaza Road, Greenvale, NY 11548; 
Casebound with cumulative paper
bound supplements issued annually. 
$54.95. 

This book presents a unique 
question and answer format. The 4th 
edition includes the changes made by 
the Tax Reform Act of 1986. It pro
vides practical solutions to problems 
in a nontechnical language. The 
book, organized by subject area, in
cludes a detailed index, a glossary for 
precise definition of technical terms, 
and research references. 

Partnership Tax Reporter. 
Charles R. Levun, Esq., Consultant. 
Commera Clearing House, Inc., P.O. 
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Box 5490, Chicago, IL 60680-9882, 4 
volumes, updated as needed $450. 

This reporter contains not only 
the Code and Regulations in the part
nership area, but also Committee Re
ports and Joint ~Committee explana
tions. It also contains model partner
ship agreements, relevant IRS ex
cerpts from the IRS manual, publica
tions, forms, revenu,e rulings, revenue 
procedures, letter rulings, and gen
eral counsel memorandum, in addi
tion to cases, proposed statutory 
changes, articles and symposia, and 
analysis and planning tips. Although 
most of the information is available 
from other sources, this series com
piles all the relevant partnership 
information in one four-volume set. 

Business Acquisitions Tax & 
Legal Guide. 
Panel Publishers, Inc., 14 Plaza Road, 
Greenvale, N.Y., 11548, (516) 484-
0006, $110, quarterly supplements. 

This book takes the practitioner 
through the entire process of planning 
the sale of a business or planning the 
acquisition of a business. It contains 
sample forms and agreements needed 
to complete the transaction and pro
vides helpful ideas regarding selecting 
the form of ownership, negotiating the 
contract, closing the deal, fmancial 
strategies and other considerations 
from both a buyer's and seller's view
point. 
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