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STATE MICHIGAN 

May 15,1991 

Dear Taxation Section Members: 

In the first quarter issue of the Michigan Tax Lawyer, I 
summarized the activities of the Tax Council and described specific projects 
being undertaken by individual Council members. This letter provides an 
update on some of those activities and mentions some of our newer projects. 

First, we are all enthused about the 1991 Summer Tax Confer
ence to be held July 11-13, 1991 at the Grand Traverse Resort near Traverse 
City. Conference chairperson, Emily Tobias, has arranged an impressive 
array of speakers. They include Andrew Katzenstein ofLos Angeles, who 
spoke at the 1990 conference, and Fredric Grundeman of the Internal Revenue 
Service, who made a presentation at the 1989 conference. Individuals who 
attended the prior conferences will remember the excellent presentations of 
each of these gentlemen and will be anxious to hear the new information to be 
presented. 

Speakers new to the 1991 conference will be David Walker of 
Arthur Andersen in Washington, D.C., David Lau ofLau & Lau Associates in 
Birmingham, and Michael Solow of Hopkins & Sutter in Chicago. The title of 
the conference is ''More about Planning for the Family Business," and will be 
a continuation, as well as an update, of last year's conference that also focused 
on closely owned companies. Specific benefits for family members, life insur
ance products geared for owners of a family business, the new Code, business 
and tax aspects of the troubled family business, and estate planning aspects 
for the family business. 

The conference also will provide an excellent opportunity to 
meet and socialize with other tax practitioners and to exercise your golf skills 
on one of the fine courses at the Grand Traverse Resort. Swimming, tennis, 
boating and other activities will be available for non-golfers, too. 

A new committee of the Tax Council is chaired by Carol Karr, 
and includes Council members Dennis Mitzel, Richard Daguanno and Emily 
Tobias. This committee, known as the "Under-Represented Groups Commit
tee," has embarked on a campaign to bring new members to the Taxation 
Section, especially women and minority individuals. The committee is using 
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various means, including the Summer Tax Conference, advertising in other 
law publications, direct mailing and telephone contacts, and a special presen
tation at the September Annual Meeting of the State Bar in order to showcase 
the Taxation Section's activities and encourage new membership, as well as 
heighten participation by existing members. 

The Section's substantive law committees also have been busy, 
and you can read about their various activities in the pages that follow this 
letter. _Proposed legislation to change the Michigan inheritance tax, the 
Caterpillar and cases, and other developments have provided great material 
for active discussions at committee meetings and for significant interchange 
among committee members. 

- Council member Richard Daguanno also has embarked on a new 
project, investigating the publication of an annual Taxation Section directory. 
The directory would include not only names, addresses, and telephone num
bers ofsection members, but also would feature a directory of local IRS and 
State Treasury Department officials, as well as other information designed to 
be useful to practitioners on a day-to-day basis. 

As you can see, there is much going on. If you are not a part of 
these activities, then you are missing an opportunity to enhance your tax 
expertise, develop new business and personal relationships, and have a good -
time to boot (no Section 356 joke intended). 

Sincerely, 
TAXATION SECTION 

David M. Rosenberger 
Chairperson 
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Report of the 
Corporation Committee 
May 9, 1991 
Michael A. lndenbaum, Chairperson 
150 West Jefferson, Suite 2500 
Detroit, Michigan 48226 
(313)496-7679 

1. Chairperson's Message. 
Although the membership roster 
continues to grow, we are always 
soliciting new members. If you or 
anyone you know is involved in issues 
dealing with federal aspects of corpo
rate taxation, please call or write me 
and I will include their name on our 
roster. 

2. Recent Activities. 
The most recent meeting of the Cor
poration Committee was held on 
Thursday, April25, 1991 at the 
offices of Miller, Canfield, Paddock 
and Stone in Detroit, Michigan. At 
that meeting, Mr. E. James Gamble of 
Dykema Gossett spoke on new Chap
ter 14 of the Internal Revenue Code 
which deals with valuation freezes. 
Mr. Gamble's presentation was 
excellent, and we would like to thank 
Mr. Gamble for his contribution. 

3. Future Schedule. 
The next scheduled meeting of the 
Corporation Committee will take 
place on Wednesday, September 25, 
1991 from 2:00-4:00 p.m. in conjunc
tion with the Annual State Bar Con
vention to be held at Coho Hall. At 
this meeting, Mr. Bennett Steinhauer 
will update us on the recently Pro
posed Regulations issued under Code 
Sections 382, 383 and 1502. The 
Regulations deal with limiting losses 
and credits ofloss corporations follow
ing a change in ownership with 
respect to consolidated groups and 
controlled groups and amending 
consolidated groups' method of calcu
lating separate return limitation year 
losses. 

Michigan Tax Lawyer-2nd Quarter 1991 

4. Important Developments. 
I would like to take this opportunity 
to summarize some of the most impor
tant recent developments in corporate 
taxation. On March 14, 1991, the 
Internal Revenue Service issued new 
Temporary Regulation 1.338-6T. The 
Regulation alleviates the situations in 
which the application of Section 338 
results in multiple levels of gain or 
loss recognition with respect to the 
same economic gain or loss. In addi-, 
tion, on March 21, 1991, the Internal 
Revenue Service issued a proposed 
regulation addressing acquisition of 
debt by related parties. Specifically, 
Proposed Regulation 1.108-2 provides 
that the acquisition of debt by a 
person related to the debtor from a 
person not so related generally results 
in COD income to the extent of the 
excess of the debt over its fair market 
value. This rule applies to direct 
acquisitions as well as indirect acqui
sitions (where the holder of the debt 
becomes related to the debtor after 
acquiring the debt in anticipation of a 
relationship). Moreover, the Service 
recently issued Revenue Ruling 91-26, 
1991-15 I.R.B. __ which addresses 
the tax treatment of accident and 
health insurance premiums paid by 
an S Corporation on behalf of a 2% or 
more shareholder-employee. Under 
Revenue Ruling 91-26, such payments 
will now be deductible by the Corpora
tion to the extent the payments are 
compensation for services. Such 
payments, however, must be included 
as wages and will be subject to em
ployment taxes. Finally, on May 6, 
1991 the Service issued an advance 
copy of Revenue Ruling 91-31, 1991-2 
I.R.B. __ . The ruling rejected the 
interpretation of Fulton Gold v. Com
missioner, 31 B.T.A. 519 (1934) that a 
reduction in the amount of a 
nonrecourse liability by the holder of 
the debt who was not the seller of the 
property securing the debt resulted in 
a reduction of the basis in that prop
erty, rather than COD income. 

C' 
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Report of the Employee After our May -meeting, we have 

Benefits Committee 
two remaining meetings scheduled 
this year. In conjunction with the 

May 15, 1991 annual State Bar Meeting to be held 
Stephen J. Lowney, Chairperson at Detroit Coho Hall, on September 
313 South Washington Square 25, we will be meeting with IRS 
C.ansing, Ml 48933 representatives from the Cincinnati 
(517)371-8272 District. We met with IRS represen-

tatives last year, and obtained valu-
1. Chairperson's Message. able information regarding how the 
As discussed below, our next Em- submission process was working and 
ployee Benefits Committee Meeting what to look for when a plan is au-
will consist of a variety ofpresenta- dited. If you have any questions 
tions from some of our committee which you want answered from the 
members. I want to personally thank IRS, please forward them to me and I 
each of the members for volunteering will see that they receive them prior 
to take time from their busy sched- to arriving in Detroit. 
ules to prepare their presentation. Our final meeting of the year will 
It certainly helps make the chair- be a cross-over meeting held in con-

I person's job easier with such an junction with the Estates and Trusts 
active and responsive committee. Committee. The subject will be the 

intersection of employee benefits and 
2. Recent Activities. estate planning. This meeting will - On March 8, 1991, the committee met take place on October 24, in Lansing, 
at the Dearborn Hyatt in Dearborn, Michigan. We are looking for a 
Michigan. Our featured speaker was volunteer from the committee to 
Rhonda· Migdail,. the co-author of the assist and speak at the seminar. If 
recently issued separate line ofbusi- you would like to speak, or know of 
ness regulations. Ms. Migdail pro- someone who you think would make a 
vided a very good overview of the good speaker for this meeting, please 
workings of these important and far let me know. 
reaching regulations. Ms. Migdail 
also encouraged the approximately 

Report of the Estates 100 individuals in attendance to 
contact her and her office concerning & Trusts Committee 
any aspects of the regulations which 
should be modified prior to the publi- April30, 1991 
cation of final regulations. Ms. George W. Gregory, Chairperson 
Migdail openly acknowledged that the 625 Purdy Street 
IRS needs further direction on many Birmingham, M I 48009-1738 
aspects of the proposed regulations. (313)646-4200 

3. Future Schedule. 1. Chairperson's Message. 
The next meeting of the Employee I look forward to seeing you at the 
Benefits Committee is scheduled for Summer Tax Conference in Traverse 
May 22, 1991 at the Embassy Suites City. Many have indicated ail interest 
Hotel in Southfield. Special presenta- in drafting articles for the Michigan 
tions will be given by Tim McGraw, Tax Lawyer. Let me also point out the 
Ford Motor Company; Lora! Werner- "Shortcuts" section of this magazine as 
Gleason, Pension Trend; Robert well. I believe the Tax Section wants - Stevenson, Law Offices of Stevenson this to be useful and practical. It also 
& Associates; and Janet Witkowski, seems to be the most free form of all of 

Jaffe Schneider, Raitt & Heuer. our features. 5 
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j:' 2. Recent Activities. 4. Important Developments. 

On April25, 1991 we held a committee Thirty-one State Representatives 
meeting with the Corporation Com- introduced Michigan House Bill No. 
mittee and the Partnership Commit- 4433. Due to revenue concerns, it 
tee, at the Offices of Miller, Canfield, contains a transition to the "pick up 
Paddock & Stone in Detroit, Michigan. tax." This is a scaled-back version of 
Sixty persons heard E. James Gamble the Bill vetoed by then Governor 
present "Goodbye Section 2036(c); Blanchard. The Bill would exempt 
Hello Chapter 14: The Fascinating estates of$100,000 or less from 
World of Valuation Freezes Turns Michigan Inheritance Taxes in 1992. 
Again." E. James Gamble is a mem- Beginning in 1993, the Michigan 
her of our committee, has a national Inheritance Tax would become a "pick 
reputation as an author and pre- up" tax. The State of Michigan would 
senter, and has stayed actively in- only tax estates subject to the Federal 
volved with the legislative and Estate Tax. The tax would be the 
regulatory evolution in this area. Jim maximum tax credit for state death 
gave those present a valuable treatise taxes allowable to the estate. Some 
and a thorough presentation with present features of Michigan Inherit-
many practical applications. Because ance Tax law (e.g. jointly held prop-
all seventy copies of his seventy-four erty and life insurance usually are not 
page presentation are now in the subject to it) would disappear. How-
grateful hands of Taxation Section ever, as proposed, the tax would keep 
members, we have no more copies some of its present features including 
available. apportionment (among beneficiaries) ( and Probate Court jurisdiction. We 
3. Future Schedule. are reviewing this proposed legisla-
We will hold the next committee tion. If you have any comments on 
meeting at Coho Hall in conjunction the Bill (available from your State 
with the State Bar Convention on the Representative), please contact me. 
afternoon of September 25, 1991. 
Andrew Savel, Esq., First Vice Presi-

Report of the Partnership dent and Officer-in-Charge ofTrust 
Internal Service$ Department of Committee 
Comerica Bank, and Past Council 
Chairperson of the Taxation Section, May 13, 1991 
and David Horvath, Michigan Inherit- Richard S. Soble 
ance Tax Examiner assigned to Oak- 2290 First National Building 
land County. Probate Court (and one of Detroit, Ml48226 
the compilers of the Official State of (313) 256-7520 
Michigan Department of Treasury, 

1. Chairperson's Message. Michigan Tax Guide, Vol. 5.,) will 
make a presentation about Michigan The Partnership Committee met with 
Inheritance Taxes. Andy Savel made the Corporation Committee and the 
a similar presentation about five years Estates and Trusts Committee on 
ago to the Detroit Bar Association. I April25, 1991 to hear E. James 
still refer to it. Andy Savel is an Gamble talk about the repeal of the 
informed source of historic, current estate freeze provisions and new 
and practical Michigan Inheritance Chapter 14 of the Internal Revenue 
Tax planning. Frank Wizwany, Acting Code. As expected, the meeting was 
Administrator of the Inheritance Tax very well attended. Jim did his usual 
Division of the Michigan Department fine job of explaining some enor- \ 

6 
of Treasury hand picked David mously complex rules. 
Horvath. He made a good choice. 
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2. Future Schedule. 
On June 27, 1991, the Partnership 
Committee and the Real Estate 
Section's Committee on Federal 
Income Tax Aspects of Real Estate 
Transactions~will conduct a joint 
n;teeting to diSC\lSS the new regula
tions regarding disguised sales be
tween partnerships and partners (see 
Important Developments below). The 
meeting will be held at 3:30 p.m. at 
the offices of Kemp, Klein, Umphrey, 
Endelman & Beer, P.C. located at 201 
W. Big Beaver Road, Troy, Michigan. 

The Partnership Committee will 
meet again on September 25, 1991, 
from 2 to 4 p.m. at Coho Hall in 
connection with the annual meeting 
of the State Bar. The topic(s) of the 
meeting will be announced. 

3. Important Developments. 
On April25, 1991, the Service issued 
proposed regulations under Section 
70'!(a) of the Code dealing with dis
gwsed sales of property between 
partners and pannerships. The 
r~gulations generally describe the 
Circumstances under which a 
partner's purportedtax free contribu
tiOJ.~ of appreciated property to the 
capital of a partnership, followed by a 
purported tax free distribution of cash 
or other property by the partnership 
to the partner, will be treated as a 
taxable sale by the partner to the 
partnership. Whether there has been 
a taxable sale will generally depend 
on all of the facts and circumstances 
but transactions separated by more ' 
than two years are generally pre
sumed to be independent and not 
steps in a taxable sale. To the extent 
that a partner is treated under these 
regulations (rather than' Section 752) 
as having .been relieved of a liability ' 
encumbenng property contributed to 
the partnership, the partner may 
have additional gain to realize. The 
~egulati~ns would impose new report
mg reqmrements to enable the IRS to 
identify transactions subject to 
(re)characterization as taxable sales. 

Report of the Practice 
and Procedure 
Committee 
May 6, 1991 
Stephen M. Feldman, Chairperson 
33533 West Twelve Mile Road 
Suite 150 
P.O. Box 9057 
Farmington Hills, Michigan 48333-9057 
(313) 489-8600 

1. Chairperson's Message. 
As attendance continues to increase 
at the ;ommittee meetings, it is 
becommg obvious that the need for 
communication between practitioners 
and ~he tax authorities is increasing 
due m no small part to the complexity 
created by years of simplification 
legislation. Based upon the coopera
tion at all levels of the Internal Rev
enue Service as well as the Michigan 
Department of Treasury, this commit
tee can serve as a conduit between 
the taxpayers, their representatives 
an.d ~he taxing authorities. Hopefully 
this mcreased communication will 
eliminate or at least substantially 
reduce the difficulties the other side 
may be facing. For those of you that 
have not yet attended any of the 
meetings, please feel free to drop by. ,, 

2. Recent Activities. 
The committee held its most recent 
meeting on Thursday, March 21. At 
that meeting we were honored by the 
presence of Mr. Robert Smith, Chief 
of Internal Revenue Service, Special 
Procedures and Mr. Henry Morrison 
also from Internal Revenue Service 
Special Procedures. Mr. Smith and 
Mr. Morrison discussed the various 
aspects of offers in compromise·in
cluding valuation procedures infor
mation to be submitted and timing. 
Hopefully with the increased statute 
of limitations for collections the offer 
in compromise will become a more 
acceptable tool for resolution of tax 
controversies. 

Reports 
from the 

Committees 
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3. Future Schedule. Court of Appeals' decision in Cater-
The next scheduled meeting of the pillar, but no one could have pre-
Practice and Procedure Committee dieted the tremendous amount of 
will be on Thursday June 20, at 3:00 confusion among taxpayers and tax 
p.m. in the law offices of Couzens, practitioners regarding the effect of 
Lansky, Fealk, Ellis, Roeder & Lazar, the decision upon pre-1990 and 1990 
P.C., 33533 West Twelve Mile Road, SBT tax returns and 1991 estimated 
Suite 150, Farmington Hills. returns. With the one exception of 
Mr. Gonzalo Llano, Assistant Admin- RAB 1989-69, the Revenue Depart-
istrator for Collection from the'Michi- ment has been silent regarding 
gan Department of Treasury will be guidance for SBT taxpayers. As most 
on hand to discuss issues such as of you know by now, the Court of 
discharges of state tax liens and Appeals modified the Court of 
hopefully to discuss Governor Engler's Claims' decision holding the SBT 
and the new Treasury Administra- capital acquisition deduction ("CAD") 
tion's approach to compromising tax unconstitutional, by invalidating 
liabilities in light of the State's eco- only the apportionment mechanism. 
nomic situation. This leaves taxpayers with an unlim-

The last meeting of the Practice ited CAD for the cost of personal 
and Procedure Committee for this property and real property, wherever 
fiscal year will be held in conjunction located. The Court of Appeals, how-
with the Annual Meeting of the State ever, affirmed the Court of Claims' 
Bar to be held in Detroit on Septem- holding that the decision would be 
her 25. This meeting will be at Coho applied prospectively, although even ( Hall, the exact location to be an- here it was not clear whether the 
nounced. At that meeting we will decision was prospective from the 
have various members from the date of the Court of Claims' or the 
Internal Revenue Service and indi- Court of Appeals' decision. 
vidual practitioners discussing the Much of the current uncertainty 
ethical implications of representing arises in determining how to claim 
your client before the Internal Rev- the CAD for purposes of the 1990 
enue Service with emphasis on prepa- SBT returns and 1991 estimated 
ration and dissemination of financial returns. Many taxpayers fear that 
information. For those of us involved claiming the unlimited CAD will 
in this area, this should be an eye- subject them to future penalty and 
opening and informative conversation. interest assessments if the Court of 
I look forward to seeing you there. Appeals' opinion is reversed or modi-

fied further, or even that the Revenue 
Department will not issue any re-
funds due the taxpayer on a 1990 

Report of the State and return claiming an unlimited CAD. 

Local Tax Committee Filing a 1990 return under the Court 
of Claims' result does not, of course, 

May 13, 1991 produce a CAD unless the taxpayer 
Thomas D. Hammerschmidt, Jr., files utilizing the instructions in RAB 
Chairperson 1989-69. Some taxpayers intend to 
800 First National Building file by utilizing a three-factor appor-
Detroit, Michigan 48226 tionment formula, believing that such 
(313)223-3536 a formula will withstand constitu-

tional scrutiny. A three-factor appor- c 
1. Chairperson's Message. tioned CAD is among one of many .. 

\. __ , 
My last report forecast some of the legislative proposals to reform the 

8 uncertainty likely to be caused by the SBT. 
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A final uncertainty exists with 
respect to refund claims for pre-1990 
returns. Although the Court of 
Appeals' decision continues the 
prospective only application of the 
CAD modification, Caterpillar has 
filed an application for leave to appeal 
to the Michigan Supreme Court on 
this issue and further modifications 
are a possibility. Finally, the possible 
application ofMCL 205.27a(6), re
quiring refund claims based upon the 
unconstitutionality of a statute to be 
filed within 90 days from the date set 
for filing a return, throws another 
wrench in the works. 

In summary, the varied interpreta
tions of these decisions and the 
myriad legislative proposals leaves us 
in a quandary regarding filing posi
tions and how best to advise our 
clients. Lawyers participating in the 
State and Local Committee have been 
active in exchanging information and 
thoughts on all of these issues. (See 
the shortcuts article in this issue of 
the Michigan Tax Lawyer for a fur
ther dis?cussion of Caterpillar). 

2. Future Schedule. 
The next meeting of the committee 
has been rescheduled for June 18, 
1991 at 10:00 a.m. at the law offices 
of Dickinson, Wright, Moon, Van 
Dusen & Freeman, 215 S. Washing
ton Square, Suite 200, Lansing, 
Michigan. The meeting has been 
rescheduled because of a conflict with 
the public hearing on the proposed 
SBT rules (see below). At the meet
ing, we will discuss developments 
under the Caterpillar case and also 
hope to discuss the proposed SBT 
rules. 

The following meeting will be held 
(at a time and location to be an
nounced) on September 25, 1991 in 
conjunction with the 1991 Annual 
State Bar Convention in Detroit. 

3. Important Developments. 
The Revenue Department recently 
released the proposed SBT rules for 

public comment. A prior version of 
the rules was reViewed by committee 
lawyers in late 1989 when they were 
circulated for informal review and 
comment. Since these rules are· 
proposed under procedures estab
lished by Michigan's Administrative 
Procedures Act and will have an 
impact on many SBT issues, some 
amount of scrutiny and comment at 
this time is important. The,...public 
hearing on the rules is scheduled for 
June 10, 1991 and an opportunity to 
submit written comments by June 30, 
1991 is also provided. 

Reports 
from the 

Committees 
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The IRS May Go Gift Shopping -
For Estate Tax Dollars 

By: Albert D. Spalding 

The Tax Court has recently concluded 
that the three-year statute oflimita
tions of the Internal Revenue Code of 
1986 ("Code"), which applies for 
purposes of Internal Revenue Service 
revaluation of lifetime gifts, is effec
tive only as long as the gift-giver is 
alive. In the case of Estate of · 
Frederick R. Smith v. Commissioner, 1 

the court determined that when the 
gift-giver dies, the Service is allowed 
to review all inter vivos taxable gifts, 
and to recalculate the impact those 
gifts will have on the decedent's 
estate tax liability. 

This article examines the Tax 
Court "double window" approach to 
the valuation of taxable gifts, com
pares the contrary holdings of other 
courts, and.provides some practical 
observations in view of such rulings. 

Background: 
Gift Tax Valuation Rules. 
In calculating a decedent's estate tax, 
taxable gifts made by the decedent 
after 1976 are added to the decedent's 
gross estate pursuant to Code Section 
2001(b), which provides as follows: 

The tax imposed by this 
section shall be the amount 
equal to the excess (if any) of
(1) a tentative tax computed 
under subsection (c) on the 
sum of (A) the amount of the 
taxable estate, and (B) the 
amount of the adjusted tax
able gifts, over (2) the aggre
gate amount of tax which 
would have been payable 
under chapter 12 with respect 
to gifts made by the decedent 
after December 31, 1976, if 
the provisions of subsection (c) 
(as in effect at the decedent's 
death) had been applicable at 
the time of such gifts. 

As used in Code Section 2001(b), 
"chapter 12" refers to gift taxes, and 
"subsection (c)" refers to the unified 
estate and gift tax rate schedules. 
The general approach to the calcula
tion of the federal estate tax can, 
therefore, be summarized as follows: 

1. The "tentative tax" on the sum 
of: 

a. The "taxable estate" with 
out regard to gifts, 
Plus 

b. Post 1976 taxable gifts, 
Minus 

2. The gift tax that would have 
been payable on the post-1976 
gifts using the current tax 
rates. 

A "taxable gift," in turn, is gener-
ally defined at Code Section 2503(a). 

The term "taxable gift" means 
the total amount of gifts 
made during the calendar 
year, less the deductions 
provided in subchapter C 
(Section 2522 and following). 

"Subchapter C" refers to the gift 
tax marital and charitable deduc
tions. The annual exclusion of gifts of 
present interests is also allowed in 
the calculation of "taxable gifts" from 
prior years. 

The value of the gift, for gift tax 
purposes, is its fair market value at 
the time the gift is made, as required 
under Code Section 2512(a). Pursu
ant to Treas. Reg. 20.2031-1(b), fair 
market value is defined as: 

... [t]he price at which the 
property would change hands 
between a willing buyer and a 
willing seller, neither being 
under any compulsion to buy . · 

·or to sell and both having 
reasonable knowledge of 
relevant facts. 

The standard of valuation to be 
applied, furthermore, is one that 
looks to the value of the property as it 

( 
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would pass from a hypothetical seller 
to a hypothetical buyer, irrespective 
of the amount of consideration that 
may have passed between the actual 
parties.2 

The gift tax statute oflimitations is 
the general3-year statute found at 
Code Section 6501(a). An additional 
three years applies under Code Sec
tion 6501(e)(2) in cases involving 
substantial omissions of items. 

The valuation of gifts is subject to 
the 3-year statute of limitations in 
Code Section 2504(c). 

If the time has expired within: 
which a tax may be assessed 
under this chapter or under 
corresponding provisions of 
prior laws on the transfer of 
property, by gift made during 
a preceding calendar period, 
as defined in Section 2502(b), 
and if a tax under this chapter 
or under corresponding provi
sions of prior laws has been 
assessed or paid for such 
preceding (!alendar period, the 
value of such gift made in 
such preceding calendar 
period shall, for purposes of 
computing the tax under this 
chapter for any calendar year, 
be the value of such gift which 
was used in computing the tax 
for the last preceding calendar 
period for which a tax under 
this chapter or under corre
sponding provisions of prior 
laws was assessed or paid. 
[Emphasis added.] 

The emphasis of the words "under 
this chapter" in the above excerpt 
goes to the very issue of whether or 
not Code Section 2504(c) and the 
related 3-year statute oflimitations 
pertain solely to Chapter 12 tax 
valuations (and therefore do 'not serve 
as a barrier to re-examination of gift 
value for Chapter 11 estate tax pur
poses). If those provisions pertain 
more to the issue of valuation per se, 

. with the chapter references above 

included for clarity but not for pur
poses of a literal, substantive analy
sis, then Code Section 2504(c) would 
also preclude the Service from exam
ining the valuation of gifts for estate 
tax purposes. 

IRS Ruling Positions 
Before Smith. 
Prior to the Tax Court's re~w of the 
Smith case, the Service had already 
issued two rulings on the post
mortem assessment of transfer taxes 
relating to lifetime gifts. In Rev. Rul. 
84-11,3 the Service rendered a literal 
reading of the pre-1976language of 
Section 2504(c) which establishes a 
statute oflimitations: 

.. .if a tax under this chapter 
or under corresponding 
provisions of prior laws has 
been assessed or paid for such 
preceding calendar 
period ... [Emphasis added.] 

This reading allowed the Service to 
ignore the limitations of Code Section 
2504(c) for the purpose of revaluing 
lifetime gifts after the donor has died 
in any situation where the donor 
merely utilized his or her unified 
credit rather than actually making a 
gift tax payment. In other words, the 
Service holds the position that the 
statute oflimitations under Code 
Section 2504(c) is not triggered until 
the gift-giver makes gifts in excess of 
the exemption ~quivalent amount and 
actually pays a gift tax. 

In Private Letter Ruling 844 7005,4 

the Service ruled,. in a situation 
similar to that in the Smith case, that 
it was authorized to redetermine the 
value of lifetime gifts once the gift
giver died, even if the Code Section 
2504(c) statute oflimitations had 
expired. The Service relied upon the 
"under this chapter" language of Code 
Section 2504(c) (referring to the 
Chapter 12 Gift Tax) in order to allow 
itself to ignore that Section when 
revaluing gifts for Chapter 11 Estate 
Tax purposes. 
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Arguments Against standpoint, an interpretation of Code 
Redetermination of Gift Section 2504(c) which leaves the 
Valuation Upon Death. Service with the general, one-time 3-
The Service's post-1976 applications year statute oflimitations is clearly 
ofpre-1977 estate and gift tax provi- the most practical. This observation 
sions were broadly criticized by tax has been made by several commenta-
scholars and professionals as being tors over the last several years. 8 

... the Court heavy-handed, and not consistent At least one federal district court, 

reached the 
with the legislative history of the in interpreting the above provisions, 
respective Code sections. Alternate reached the conclusion that the 

conclusion that interpretations of the same Code Service did not have the authority to 
Code Section provisions could readily lead, it was redetermine the value of lifetime 
2504(c) did, in argued, to the conclusion that Code gifts, for estate tax purposes, once 
fact, prohibit Section 2504(c) clearly dictates a the gift tax statute of limitations had 

post-death complete ban on redetermination of run. In the case of Boatmen's First 
the value of gifts once the gift tax National Bank v. United States9, the 

redeterminations statute oflimitations has expired. U.S. District Court in Missouri 
of value once This was the conclusion reached, for determined that as a matter oflaw 
the3-year example, by the American Bar Asso- the Service is not permitted to 
statute had ciation Committee on Federal Death revalue gifts once the Code Section 
expired. Tax Problems of Estates and Trusts. 2504(c) statute oflimitations has 

The Committee noted in 1985 that the expired. In that case, the Court 
concept of"taxable gifts" at Code reached the conclusion that Code 
Section 2503 must necessarily include Section 2504(c) did, in fact, prohibit 

( such substantive considerations as post-death redeterminations of value 
the recipient of such gift (Code Sec- once the 3-year statute had expired. 
tions 2522-2524), the calendar year of The Court also recognized that as a 
the gift (Code Section 2502), the value matter of public policy the legislative 
of the gift on the date of the gift (Code objectives of unification of estate and 
Section 2512) and the limitations on gift taxation, and certainty, were best 
redeterminations of such value (Code accomplished when the Service is left 
Section 2504).5 Hence, valuation is with its usual one-time opportunity 
crucial to the taxability of a gift, both to challenge a taxpayer's valuation of 

i! 
from a practical and a statutory a gift. 

;j viewpoint, and must be limited by the 

I general statute oflimitations of Code Smith: Redetermination After 

'' 
Section 6501. Death is Allowed. 

\, The legislative history of Code In the Smith case, the Tax Court took ,, 
Section 2504(c), in fact, reveals that its first real look at this issue. 10 In 
the Section was added in 1954 to cure Smith, Frederick Smith made gifts of 
the uncertainty caused by the stock in December 1982. Smith 
Service's propensity to revalue gifts valued the gift on his gift tax return 
from time to time.6 It can be further at nearly $285,000. Mter Smith's 
argued that the unified scheme of death in December 1984, the estate 
estate and gift taxation, added to the filed an estate tax return showing the 
Code in 1976 in the form of Code same valuation, for estate tax pur-
Section 2001(b) (22 years after the poses, as had been utilized in the 
enactment of Code Section 2504(c)), prior gift tax return. The Service 

] was a computational stratagem which increased the "adjusted taxable gifts" 
i was not intended to be interpreted as reportable on the estate tax return by ,, 
l' a nullification of Code Section approximately $383,500, asserting A' 
1• 2504(c).7 From an administrative that the 1982 stock was actually \_ 

l 12 

.j 
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worth almost $668,500. The defi
ciency notice was issued after April 
1986, the expiration date for the 
statute oflimitations applicable 
under Section 2504(c) to the 1982 gift 
tax return filed by Smith. 

The estate argued that Code Sec
tion 2504(c) would be rendered irrel
evant if the Service were given the 
opportunity to re-start the 3-year gift 
tax statute oflimitations when the 
gift-giver dies. Furthermore, the 
legislative intent of unification of 
estate and gift taxation would not be 
implemented if the estate gift tax 
statute oflimita:tions is effectively 
supplanted by the estate tax statute 
of limitations. 

The majority opinion of the 18 
member Tax Court decision in Smith, 
however, delivered by Judge 
Tannenwald (and joined by nine other 
Tax Court members), favored the 
Service's arguments that the statute 
oflimitations at Code Section 2504(c) 
applies only to gift taxes, and that 
Code Section 2001(b)(1)(B) is essen
tially an estate tax provision unen
cumbered by Code Section 2504(c). 
Therefore, the Service was acting 
properly in its reexamination of the 
1982 gift and in its adjustment of the 
valuation of that gift for estate tax 
purposes. 

In construing Code Section 2504(c) 
and its "under this chapter'' language 
literally, the Tax Court followed a 
U.S. Supreme Court standard of 
construction favoring the govern
ment.U Moreover, addressing the 
issue oflegislative history, the Court 
did not find an explicit reference that 
led it to conclude that "unification" 
extended to a limitation on valuation 
issues. After acknowledging the 
arguments favoring such a limitation, 
including the U.S. District Court's 
reasoning in the Boatmen's case, the 
Tax Court flatly declared its disagree
ment and concluded otherwise. 12 

The Smith case joins several others 
in a line of Tax Court cases support-

ing the Service in the latter's attempt 
to utilize technical language in the 
Code in order to review "stale" trans
actions for the purpose of asserting 
new deficiencies. Whether the Smith 
case would have been overturned on 
appeal is a moot question, 13 but other 
Tax Court cases involving interre
lated statutes of limitations have, in 
fact been overturned. Two :r.:ecent 
examples include the Ninth Circuit 
case of Kelley v. Commissioner14 and 
the Eighth Circuit case of Fendell 
v. Commissioner. 15 In Kelley, the 
appellate court asserted a public 
policy in favor of allowing taxpayers 
the opportunity to close their affairs 
after a period of time has elapsed. 
The court overturned the Tax Court's 
decision allowing the Service to 
adjust an individual's return when 
the source of the adjustment was a 
change in the income reportable from 
an S corporation return for which the 
statute oflimitations had run. Simi
larly, in Fendell, the appellate court 
disallowed an adjustment on indi
vidual beneficiaries' tax returns when 
the statute of limitations had already 
run for auditing the return of the 
trust. The Tax Court has indicated 
that it will not follow the Kelley case 
outside of the Ninth Circuit. 16 

Conclusion. 
To the extent that the Smith case 
represents a distortion of Congres
sional legislative intent, the tax bar 
should renew its ~ttempts to clarify 
Code Sections 2001(b) and 2504(c). In 
its 1988 "Report on Transfer Tax 
Restructuring," the Section of Taxa
tion of the American Bar Association 
recommended specific statutory 
language which, if it had been en
acted, would have precluded the 
results of the Smith case.17 Perhaps 
this initiative should be renewed and 
joined by a larger, more dedicated 
group of attorneys and taxpayers. 

Gift planning in view of Smith, in 
the meantime, includes planning for 
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any attempt by the Service to revalue 
gifts after the donor's death, irrespec
tive of how many years elapse be
tween gift and death. For that rea
son, estate planners will need to take 
extra precautio:r;J.s in obtaining a well 
qualified appraisal to establish and 
preserve the valuation of gifts that 
will outlive the gift-giver. Clients will 
need to be made aware of the SerVice 
and Tax Court position, so that 
valuation of gifts is accomplished 
with foresight. Post-mortem planning 
for an estate in which taxable gifts 
have been made will require caution 
in selecting the Tax Court as the 
forum for any eventual appeal. 

Clients of tax lawyers are often 
surprised to learn that the three-year 
statute oflimitations under the Code 
does not begin to run until a return is 
filed, does not apply to fraud, and is 
not limited to three years when large 
understatements of income are in-

Michigan Tax Lawyer-2nd Quarter 1991 

volved. But those provisions contain 
an inherent rationale that most 
clients can come to understand. Few 
such clients, and even fewer of their 
tax counsel, however, can reasonably 
conclude that Congress intended for 
the Service to have the opportunity 
to redetermine the value of lifetime 
gifts for estate tax purposes even 
when a gift tax return is filed, and 
gift tax is paid, many years prior to 
the decedent's death. Until an appel
late court or Congress overturns the 
Smith case, however, the Service can 
be expected to make full use of its 
own statute oflimitations ''loophole." 

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

1. 94 T.C. 872, Tax Ct. Rep. (CCH) 1[3000, Tax Ct. Rep. Dec. (P-H) 1[9455 (1990). 

2. ~Rev. Rul. 59-60, 1959-1 C.B. 237. 

3. 1984-1 C.B. 201. Chief Counsel had already issued General Counsel Memorandum 38703 (April28, 1981), 
which reached the same conclusion. 

4. IRS Ltr. Rul. 8447005 (July 26, 1984). 

5. Begleiter, Martin D., "Internal Revenue Service Challenges to Valuation of Assets After Statute of Limitations 
Has Expired," 20 Real Property, Probate and Trust Journal1113, 1118-1119 (Winter 1985). 

6 . .IQ. at 1118- 1120. 

7. Section 2001 (b) was added by the Tax Reform Act of 1976, Pub. L. 94-445, 90 Stat. 1525. The Staff of the 
Joint Committee on Taxation, in fact, stated in its "General Explanation of the Tax Reform Act of 1976," at 
page 529, that the most significant aspect of the unified estate and gift scheme was the certainty to be found 
"where the property transferred substantially appreciated in value betWeen the date of transfer and the date of 
death." ~ 20 Real Property, Probate and Trust Journal at 1121. 

8. ~. e.g., Tax Section Recommendation No. 1980-5, Committee on Estate and Gift Taxes, 33 Tax Lawyer 
1531, 1533-1536 (1980); Stephens, Maxfield and Lind, Federal Estate and Gift Taxation, Sec. 2.01[2) at 2-4 
(1983); Covey, Recent Developments Concerning Estate, Gilt and Income Taxation, 12 Institute on Estate 
Planning, Sec. 105.1 at 1-77 (1978); and Holdsworth, K. Jay et al, Report on Transfer Tax Restructur-
ing, 41 M/ Tax L. 395 (Winter 1988). 

,-

9. 705 F. Supp. 1407, 63 A.F.T.R. 2d 'If 89-1510,89-1 USTC 'If 13,795 (W.O. Mo. 1988). 
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10. The Tax Court stated in dictum in the case of Ward v. Commissioner, 87 T.C. 78, 87-6 Tax Ct. Rep. (CCH) 
1 43,178, at n.12, that, for estate tax purposes, "It appears that in calculating the estate tax, incorrectly 
valued gifts may be revalued in determining 'adjusted taxable gifts.'" In the. Smith case, however, the Tax 
Court acknowledged that the statement in Ward was made in the context of deciding another issue, and that 
the Smith case was one of first impression as to the revaluation issue. 94 T.C. at 873. 

11. 94 T.C. at 875, citing Badarraco v. Commissioner, 464 U.S. 386,391-392 (1984) and its application of the 
general standard established in the case of E./. Dupont de Nemours & Co. v. Davis, 264 U.S. 456, 462 
(1924). . 

12. 94 T.C. at 877, 878. 

13. Mr. Thomas C. Gores, lead counsel in the Smith case, informed the author during a telephone conference on 
April30, 1990 that the matter has been settled and will not be appealed. 

14. 877 F.2d 756, 64 A.F.T.R. 2d 89-5025, 58 U.S.L.W. 2009, 89-1 USTC 19360 (1989), rev'g Kelley v. 
Commissioner, T.C. Memo. 1986-405, 1986 WL 21615 (Tax Court), 52 T.C.M. (CCH) 313, T.C.M. (P-H) 
86,405 (1986). 

15. 906 F.2d 362, 66 A.F.T.R.2d 90-5028, 90-2 USTC 150,345 (1990), rev'g Fandel/ v. Commissioner, 92 T.C. 
708,92 T.C. No. 39, Tax Ct. Rep. (CCH) 45,574, Tax Ct. Rep. (CCH) 9239 (1989). 

16. Feh/haber v. Commissioner, 94 T.C. 863, Tax Ct. Rep. (CCH) 2997, Tax Ct. Rep. Dec. (P-H) 9454 (1990). 

17. 41 M/ Tax L. 395. 
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Federal and Michigan Tax Aspects of Real Estate 
Partnership Workouts and Foreclosures - Part I 
By: John J. Grant 

A. Overview 
To make a troubled trade or rental 
business economically viable, a part
nership often must negotiate with one 
or more lenders to reduce, extend or 
otherwise modify indebtedness of the 
partnership. Sometimes, the part
ners of a partnership are desirous of 
modifying the debt not so much to 
turn the business or property into a 
significant source of cash flow as to 
avoid one of the following conse
quences of a foreclosure of any mort
gage securing, or other forced sale of 
property subject to, the debt: The 
consequences include (i) having to pay 
personally any deficiency if the debt 
is recourse, or (ii) having to include in 
income their respective "shares of 
partnership minimum gain"1 if the 
debt is nonrecourse. A negotiated 
reduction of the debt may or may not 
result in taxable income to the part
ners, depending on the nature of the 
debt, the insolvency or bankruptcy of 
the partners and other factors dis
cussed below. Part I of this article 
discusses the distinction between 
debt reductions and foreclosures, the 
treatment of cancellation of indebted
ness income under Section 108 of the 
Internal Revenue Code of 1986 
("Code") and the treatment of debt 
modifications. Part II covers special 
considerations for partnerships such 
as exchanges of debt for equity, and 
the rules concerning allocation of 
income and liability sharing, as well 
as Michigan single business and 
income tax considerations. 

B. Debt Reduction Versus 
Foreclosure/Deed in Lieu of 
Foreclosure 
Initially, it is important to distinguish 
a debt restructuring from a foreclo
sure or deed-in-lieu of foreclosure 

Copyright 1991 Deloitte & Touche 

transaction ("deed in lieu"). A debt 
restructuring may not result in tax
able income to the partners, depend
ing on whether the debt is cancelled 
or reduced (or deemed reduced for 
federal income tax purposes) and 
whether the debtor is insolvent or in 
bankruptcy. A foreclosure or deed-in
lieu transaction will generally result 

·in the recognition of taxable income 
equal to the difference between the 
amount of outstanding principal plus 
accrued interest and the adjusted 
basis of the property. 2 This income 
may consist of capital gain or loss, 
depreciation recapture (ordinary) 
income and cancellation of indebted
ness ("COD") income, depending upon 
the nature of the debt, the character 
of the property in the hands of the 
debtor, the value of the property and 
the amount of debt forgiven. 

If the debt involved is recourse 
debt- i.e., the lender can look to the 
debtor's (or debtor's partners') general 
assets for satisfaction of the debt - a 
foreclosure or deed in lieu will be 
treated as a sale of the property to the 
extent of the property's value, which 
is the amount realized. 3 The debtor 
will recognize income (or loss) to the 
extent the value of the property 
exceeds (is less than) its adjusted tax 
basis. In accordance with the rule set 
forth in Commissioner v. Tufts4 if the 
debt involved is nonrecourse, the 
amount realized is the unpaid balance 
of the debt, even if such amount is in 
excess of the fair market value of the 
property. 

If the property is a capital asset, 
the gain or loss will be treated as 
capital gain or loss (except to the 
extent of depreciation recapture).5 A 
partner's distributive share of capital 
gain or loss is combined with his 
capital gains and losses from other 
sources. If the net amount is a loss 
and the partner is an individual, it is 

( 
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deductible only up to $3,000 per reduction will constitute COD income 
year;6 any unused amount may be and will not qualify for capital gains 
carried forward only and offset treatment. 18 Where the debt reduc-
against capital gain in future years. 7 tion is accompanied by other material 

If the property is used in a trade or changes such as a reduction in the 
business for more than one year interest accrual or pay rate, or a 
("Section 1231 asset"), the gain or loss change in the maturity date, the 
will be treated as a Code Section debtor may be considered for federal 
12318 gain or loss (except to the income tax purposes as if it issued a 
extent of any depreciation recap- "new" debt in exchange for the "old" 
ture).9 A partner's distributive share debt. 19 In such cases, the results to 
of Code Section 1231 gains or losses is the partners of a partnership can be 
combined with his share of such gains quite surprising, as discussed below. 
or losses from other sources to deter- The following examples illustrate 
mine the partner's "net" Code Section the distinction between foreclosure 
1231 gain or loss.10 If the net result is and debt reduction with recourse 
a gain, it is generally treated as versus nonrecourse debt. 
capital gain, subject to a current 
rp.aximum federal tax rate of28 Example 1 
percent. 11 If the net result is a loss, it Real Estate Development Company 
is deductible against the partner's (REDC) is in the process of restruc-
ordinary income from other sources, turing the debt on one of several 
which otherwise would be taxable at a major projects. - current maximum rate of31 percent Project X 
for individuals12 and 34 percent for FMV $40,000,000 
corporations. 13 Basis 20,000,000 

In the· case of a foreclosure or deed Debt 50,000,000 
, in lieu involving recourse indebted- REDC is a group of partnerships. 

ness, if the lender does not pursue the Each partnership owns a project. Big 
debtor or its partners for the amount Bucks and Little Bucks are each 10% 
of the debt in excess of the value of partners in Project X. Little Bucks is 
the property, the debtor will recognize insolvent (under Code Section 108 his 
COD income for the amount of the negative net worth is $1,000,000). 
debt cancelled. 14 In the case of part- Big Bucks is solvent and owns inter-
nership debtors, the partners will ests in two other projects. His tax 
realize their distributive shares of basis in these projects totals 
partnership COD income. 15 As dis- $500,000. Neither partner is involved 
cussed below,16 COD income may be in bankruptcy proceedings. 
excluded from a partner's taxable Assume the debt is nonrecourse, 
income if he is insolvent or in bank- REDC is unable to come to terms in 
ruptcy. In the case of a foreclosure or restructuring the debt with the 
deed in lieu involving nonrecourse lender in Project X and agrees to 
debt, there is no COD income since convey the property in a deed in lieu 
the property is deemed to be sold for offoreclosure. The tax effect to the 
the amount of debt outstanding, even partnership is as follows: 
though the fair market value of the Sales Price (Debt) $50,000,000 property is less than the outstanding 
debt. 17 Basis 20.000.000 

If, as opposed to a foreclosure or Taxable Gain ~30!000!000 

8 
deed in lieu, the lender and debtor 

Because the debt is nonrecourse agree to a reduction in the principal 
amount of either recourse or and the property was transferred, 
nonrecourse debt, the amount of the there is no COD component; the 17 
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entire gain is treated as sale or ex- The bank receives $15,000,000 from 
change income. Accordingly, Code the foreclosure sale proceeds and 
Section 108 does not apply. discharges the balance. The partner-

Little Bucks is insolvent but must ship tax loss from the sale is 
include his entire share of gain $5,000,000: 
($3,000,000) in income, even though Project X 
he has no cash to pay the tax. FMV $15,000,000 

Big Bucks may have cash to pay Basis 20,00Q,QQQ 
the tax, but the drain on his re-

Debt $(5,000,000) sources, coupled with the lack of 
marketability and liquidity of real The balance of the debt that is 
estate, may affect his ability tore- discharged- $35,000,000- is ordi-
structure other troubled projects. nary COD income. 

Little Bucks can exclude all ofhis 
Example2 share of this COD income 
Assume the debt is recourse and is ($3,500,000). In addition, he will 
restructured such that it is reduced report a loss from the sale or ex-
by $10,000,000 to $40,000,000 in change of property (under Code 
exchange for additional guarantees Section 61(a)(3)) of $500,000 
issued by all the partners. The ($5,000,000 X 10%). 
$10,000,000 of cancellation of indebt- Big Bucks will report his share of 
edness income (COD) is subject to the property sale loss and also will 
Code Section 108 (applied at the report the full $3,500,000 of COD 
partner level). income because of his personal sol- ( Little Bucks may exclude all of his vency. Note that as a general matter, 
share ($1,000,000). The price of this capital losses cannot offset ordinary 
exclusion is a reduction of his tax COD income. 
attributes which are enumerated in 
Code Section 108(b). C. Treatment of COD Income 

Big Bucks is solvent and may not 1. General rule of Income 
exclude any COD income. Thus, his Inclusion 
entire share of the COD income will The general rule that a debtor 
be currently taxable to him. Note must recognize income upon 
that the same result would occur if cancellation of a debt was estab-
the debt were nonrecourse. lished in United States v. Kirby 

Lumber Co. 20 The debt forgiven 
Example3 in that case was fully recourse. 
Assumethe same facts as Example 1 The rationale of the decision was 
except that the FMV of the property that the economic gain resulting 
is $15,000,000. The partnership from the "freeing of assets" of 
would still recognize a gain of the debtor was income that had 
$30,000,000, because under current to be recognized. The decision 
law the FMV of the property is irrel- was codified in Code Section 
evant with nonrecourse debt. The 61(a)(12), which provides that 
impact on Big Bucks and Little Bucks gross income includes income 
is the same as in Example 1. from the discharge' of indebted-

ness. 
Example4 2. Judicially Created 

ll Assume the debt is recourse and the Exceptions 
,, FMV is $15,000,000. The partnership A number of exceptions to the ( [! is unable to restructure the debt and cancellation ofindebtedness rule 
I' 
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case held that the discharge of 
debt did not result in income to 
the extent that the taxpayer was 
insolvent before and after the 
discharge.21 The rationale of 
this exception was consistent 
with the theory of Kirby Lumber 
that income from the discharge 
ofindebtedness results from a 
freeing of assets from liabilities. 
The argument is that the assets 
of a taxpayer who, following a 
discharge of some debt, remains 
insolvent have not been freed 
from the remaining liabilities. 
Another exception to the general 
rule of income inclusion was the 
"purchase price" exception, 
pursuant to which the reduction 
of a purchase money debt was 
treated as an adjustment to the 
purchase price of the property, 
resulting merely in a reduction 
in the basis of such property. 22 

Another infamous case, Fulton 
Gold Corp., 23 held that a reduc
tion in: nonrecourse debt re
sulted only in a basis reduction 
and not in immediate recogni
tion of COD income. 

3. Code Section 108 
As part of the Bankruptcy Tax 
Act of 1980, Code Section 108 
was enacted to clarify and codify 
rules regarding cancellation of 
indebtedness. 
a. Statutory Exclusion 

from Income. Code Section 
108(a) provides that gross 
income does not include any 
amount which (but for Code 
Section 108(a)) would be 
includible in gross income by 
reason of the discharge (in 
whole or in part) of indebted
ness of the taxpayer if the 
discharge occurs in a Title 11 
case or when the taxpayer is 
insolvent. Pursuant to Code 
Section 108(d)(3),insolvency 

. is determined on a balance 
sheet basis and is based on 
the fair market value (not 

the adjusted basis) of the 
taxpayer's assets.24 Any 
amount excluded from in
come under section 108(a) is 
applied to reduce certain tax 
attributes of the taxpayer 
(net operating losses, tax 
credits, basis of property), 
except to the extent that the 
taxpayer elects to reduce the 
basis of depreciable property 
under Code Section 
108(b)(5). 25 Code Section 
108(e)(l) provides that there 
is no other insolvency excep
tion (such as the judicial one) 
to the general rule that gross 
income includes income 
from the discharge of 
indebtedness. 

b. Application to Partner
ships. Prior to the Bank
ruptcy Tax Act, there was an 
issue whether the judicial 
insolvency exception applied 
to cancellation of a debt of an 
insolvent partnership com
prised of solvent partners. In 
Stackhouse u. United 
States, 26 the insolvency 
exception was applied at the 
partnership level. The only 
consequence of the discharge 
to the partners was a con~ 
structive distribution of cash 
to them, pursuant to Code 
Sections 752 and 731, in the 
amount of the debt cancelled. 
The constructive distribution 
exceeded the partner's basis 
in his interest in the 
partnership. 

Stackhouse was legisla
tively overruled by Code 
Section 108(d)(6.), which 
provides that the bankruptcy 
and insolvency exceptions to 
the general rule of income 
inclusion apply at the part
ner level. Accordingly, the 

. discharge of indebtedness 
income of a partnership may 
affect each partner differ-
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ently depending not only on 
their respective financial 
situations, but on the way in 
which the partnership allo
cates such income among 
them and the effect of the 
reduction in debt on the 
respective bases of their 
partnership interests, as 
follows: , 
i. COD income of a partner

ship is treated as a sepa
rately stated item of 
income to each partner 
under Code Section 
702(a). 

ii. Each partner's basis in 
his partnership interest is 
increased by his share of 
COD income regardless of 
whether the partner is 
allowed to exclude the 
COD income under Code 
Section 108(a).27 

iii. The partner's basis is 
reduced by a constructive 
distribution of cash as a 
result of a reduction in 
partnership liabilities 
under Code Sections 
752(b) and 733. The 
partner recognizes gain 
under Code Section 731 to 
the extent, if any, that 
such constructive distri
bution exceeds the basis 
of the partner's interest 
in the partnership.28 

It is important to note that 
the amount of cancellation of 
indebtedness income prop
erly allocated to a partner 
under Code Section 704(b) 
may not exactly equal the 
constructive distribution of 
cash to such partner under 
Code Section 752. Ifthe 
former exceeds the latter, 
then the partner will end up 
with more basis in his part
nership interest than he had 
prior to the cancellation. If 
the latter exceeds the former, 
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then, in addition to his 
allocable share of cancella
tion of indebtedness income, 
he will suffer a net reduction 
in basis and possibly addi
tional gain from the construc
tive distribution under Code 
Section 731. 

c. Election by Partner to 
Reduce Basis of Depre
ciable Property. An 
election to apply any amount 
of discharged debt to the 
reduction in basis of depre
ciable property under Code 
Section 108(b)(5) may be 
made by a partner pursuant 
to Code Section 703(b)(1). 
Under Code Sections 
108(b)(5) and 1017(b)(3)(C), 
partnership interests gener
ally are treated as depre
ciable property to the extent 
of a partner's proportionate 
interest in the depreciable 
property held by partner
ships of which he is a part
ner. Under regulations yet to 
be issued, if a partne:r adjusts 
his basis in his partnership 
interest, the partnership's 
basis in depreciable property 
is automatically reduced with 
respect to the partner even if 
no Code Section 754 election 
is in effect. The mechanics 
are similar to those appli
cable under Code Sections 
7 43 and 755. The adjust
ment is treated as a deprecia
tion deduction, and the 
reduced-basis partnership 
interest is treated as Code 
Section 1245 property for 
depreciation recapture pur
poses. These rules apply to 
the discharge of extraneous 
debt as well as the discharge 
of partnership debt classified 
at the partner level. 29 

d. Reduction of Basis: 
Limitation Based on 
Remaining Debt. To the 

( 

( 
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extent Code Section 108 their capital account of $200,000 and, 
requires the reduction of tax after considering- the allocation of 
attributes, Code Section 108 Troubled's debt under Code Section 
operates to defer, rather than 752, have a basis in their partnership 
exclude, COD income of an interest of $50,000. 
insolvent or bankrupt part- In exchange for undertaking to 
ner. Unless the partner make improvements to the real estate, 
elects under Code Section Bank agrees to reduce the debt to 
108(b)(5) to reduce the basis $200,000. As a result of the reduction, 
of his property prior to each partner has $150,000 of COD 
reducing his other tax at- income. Little Bucks will exclude the 
tributes, however, the basis COD income from taxable income 
of the property held after the under section 108 because he is insol-
Code Section 108 exclusion vent. If Little Bucks has no tax 
will not be reduced under attributes such as net operating losses 
Code Section 1017 below his or tax credits, he must reduce the 
liabilities owed immediately basis of his depreciable properties 
after the discharge ("remain- (including his partnership interest in 
ing debt limitation").3° COD Troubled) under Code Section 1017. 
income excluded under Code However, if Little Bucks has assets 
Section 108 which exceeds with a basis of $100,000, including his 
the partner's net operating $50,000 basis in Troubled, and liabili-
losses, tax credit carry- ties, without regard to his share of the 

(I 
forwards, and basis of prop- nonrecourse liability of Troubled, of at 
erty, taking into account the least $100,000, he will not have to 
remaining debt limitation, is reduce the basis of his interest in 

, never subject to tax and is Troubled because of the Code Section 
_ thus exeluded;31 l}s a conse- 1017(b)limitation (assuming he does 

quence, a partner I should not make a Code Section 108(b)(5) 
rarely, if ever, eleCt to reduce election). Big Bucks must recognize 
basis under Code Section the COD income as taxable income. 
108(b)(5) since sudh an The impact on the basis of their 
election will not allow the partnership interests and the deemed 
partner the favorable appli- distribution of money under Code 
cation of the debt ~imitation Section 752 is as follows: 
rule under Code ~ection 

Big Bucks Little Bucks 1017. 
The following example il1ustrates Basis before reduction of debt $ 50,000 $ 50,000 

the application of the foregoing rules Increase for COD income under 

to partnership debt cancell1ation. Code Section 705(a)(1)(A) 150,000 150,000 
Reduction for deemed cash distribution 

Example 5 under Code Sections 752 and 705(a)(2) (150,000} (15Q,OOO} 

Big Bucks and Little Bucks are gen- Ending basis $ 50,000 $ 50,000 
eral partners in Troubled partnership. 
Each has a 50 percent interest in If instead of sharing income 
profits and capital. Troubled owns equally, the Partnership agreement 
depreciable real estate with an ad- allocated COD income 75% to Little 
justed basis of $100,000 subject to a Bucks and 25% to Big Bucks (and 
nonrecourse debt of $500,000. The such allocation was valid under Code 
value of the real estate is $200,000. Section 704(b)), Big Bucks would 

8 Little Bucks is hopelessly insolvent, reduce his share of COD income to 
but Big Bucks is solvent. Big Bucks $75,000 (25% x $300,000). Due to the 
and Little Bucks each have a deficit in reduction in his share of Troubled's 21 
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liabilities under Code Section 752, 
however, Big Bucks would recognize a 
$25,000 gain under Code Section 731 
since the deemed cash distribution 
would exceed the basis of his partner
ship interest: 

Basis before reduction of debt 
Increase for COD income under 

Code Section 705(a)(l)(A) 

Big Bucks 
$50,000 

75,000 (25% X $300,000) 
(150.000) (50% X $300,000) Reduction for deemed cash distribution 

(Gain) under Code Section 731 $(25,000) 

22 

Note that the gain under Code Section 
731 would generally be capital gain 
under Code Section 741; it would not 
constitute COD income and, therefore, 
would not be excludable under Code 
Section 108 if Big Bucks were insol
vent or in bankruptcy.32 

4. Possible Exception For 
Discharge of Nonrecourse 
Debt 
a. In General. The freeing of 

assets theory on which the 
old case law and Code Section 
108 are premised clearly 
applies when a recourse debt 
of a solvent debtor is dis
charged. In the partnership 
context, the determination of 
solvency at the partner level 
is sensible because the part
ners are liable for recourse 
debts of the partnership and 
their personal assets may, 
therefore, be "freed up" when 
such debts are discharged. A 
different analysis would seem 
appropriate, however, where 
a nonrecourse debt secured 
by property of a partnership 
is cancelled in whole or in 
part.33 

b. The Fulton Gold Case and 
Revenue Ruling 91-31. The 
Board of Tax Appeals in 
Fulton Gold Corp., 34 limited 
the Kirby Lumber "freeing of 
assets" rationale to the 
discharge of recourse debt 
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and held that a reduction in 
nonrecourse debt results only 
in a basis reduction and not 
in immediate taxation. 
Because (by definition) none 
of the taxpayer's other assets 
were subject to the non
recourse debt, there was no 
freeing of such assets upon 
discharge of a portion of that 
debt. The fact that the 
discharge may have resulted 
in the taxpayer having an 
equity (or increased equity) 
in the collateral (because the 
value of the collateral ex
ceeded the reduced debt) was 
not considered a freeing of 
assets within the meaning of 
Kirby Lumber. Moreover, in 
most cases very little equity 
is likely to be created by a 
partial discharge because the 
lender has an interest in 
preserving the debt to the 
extent of the value of the 
collateral. The Fulton Gold 
analysis was followed in 
several cases which pre
dated the Bankruptcy Tax 
Act of 1980.35 

The enactment of the Bankruptcy 
Tax Act of 1980 cast doubt on the 
continued validity of Fulton Gold. 
Code Section 108(d)(1) defines indebt
edness as including indebtedness 
"subject to which the taxpayer holds 
property," clearly indicating legisla
tiv~ intent to apply the COD income 
rules of Code Section 108 to non
recourse debt. Further, in Rev. Rul. 
82-202,36 the Service ruled that an 
individual realizes income upon the 
discounted prepayment to the lender 
of all or a portion of a mortgage debt, 
whether or not it is recourse. The 
ruling assumed, however, that the 
fair market value of the collateral 
exceeded the mortgage. One could 
infer, therefore, that the Service 
based its conclusion on a variation of 
the "freeing of assets" rationale, albeit 
one rejected by Fulton Gold. Rev. Rul 

( 
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82-202 left open the question whether 
there would be COD income if a 
nonrecourse debt was not reduced 
below the fair market value of the 
underlying collateral. 

The case of Gershkowitz v. 
Commissioner7 cast further doubt on 
the validity of Fulton Gold. In 
Gershkowitz, the Tax Court held that 
the satisfaction of a nonrecourse debt 
in the amount of $250,000 with a 
$40,000 cash payment resulted in 
COD income of $210,000 notwith
standing the value of the collateral 
was only $2,500. 

The Service recently expressly 
rejected the Fulton Gold holding in 
Revenue Ruling 91-31.38 In that 
Ruling, the Service held that a reduc
tion of nonrecourse debt resulted in 
COD income under Code Section 
61(a)(12),where a debt of $1,000,000 
was reduced to $800,000 (the value of 
the underlying collateral). The 
Service observed that Tufts and 
Gershkowitz implicitly rejected 
Fulton Gold an,d, therefore, refused to 
follow it. In light of Revenue Ruling 
91-31, taxpayers will be on thin ice in 
arguing that the cancellation of 
nonrecourse debt, other than quali
fied purchase money debt, does not 
result in COD income. 

5. Code Section 108(e)(5): Pur
chase Money Indebtedness 
Code Section 1 08( e)( 5) provides 
that the reduction of a debt 
between the purchaser and 
seller of property will not consti
tute COD income if the pur
chaser is not insolvent or not in 
bankruptcy. Instead, the pur
chaser reduces his basis in the 
property. The amount of the 
reduction is not subject to Code 
Section 1017.39 The insolvency/ 
bankruptcy test is probably 
applied at the partnership level, 
contrary to the general insol
vency exception of Code Section 
108(d)(6).40 

It is important to note that 
Code Section 108(e)(5) applies 

only to a debt reduction by the 
original seller and not to a debt 
reduction by subsequent sellers 
who convey the property subject 
to the purchase money debt. On 
the other hand, the statutory 
language does not limit the 
purchase money exception to 
the original purchaser, since it 
refers to a purchaser, rather 
than the purchaser. The 
legislative history, however, 
does not support this view.41 

Nevertheless, it is possible that 
a subsequent purchaser who 
takes property subject to a 
purchase money debt could 
quality under Code Section 
1 08( e)( 5) if the original seller 
later reduces the debt. 42 

Due to the narrow limitation 
of the purchase money debt 
exception, taxpayers have 
sought judicial relief where they 
were insolvent or where the 
debt was not reduced by the 
original seller. Courts generally 
have recognized a nonstatutory 
purchase money exception and 
have applied much less vigorous 
standards than Code Section 
108(e)(5). The cases still do not 
apply the exception to third 
party borrowings or to situa
tions where the value of the 
property exceeds the debt before 
reduction.43 Nevertheless, a 
partnership that does not 
qualify under Code Section 
108(e)(5) should investigate the 
utility of the judicial exception 
for purchase money debt 
reductions. 

D. Debt Modifications 
Constituting "Exchanges" 

In order to make a property more 
economically viable, the lender and 
the partnership may agree to change 
the interest accrual or pay rate, 
extend the maturity date, defer the 
payment of principal or interest, or 
change the collateral. If the modified 
debt differs materially either in kind 
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or in extent from the pre-modified 
debt, the partnership will be deemed 
to have exchanged the modified debt 
for the old debt under the principles of 
Code Section 1001.44 The Service has 
taken the position in proposed regula
tions under Code Section 127 4 that 
such material modifications will be 
treated as if the debtor had issued a 
new debt in exchange for the "old" 
debt.45 Under these proposed regula
tions, the debtor recognizes COD 
income to the extent the "issue price" 
of the new debt is less than the out
standing amount of the "old" debt. If 
the new debt has "adequate stated 
interest", the issue price will usually 
equal the stated principal amount. If 
the new debt does not contain ad
equate stated interest, the "issue 
price" of the new debt is generally 
equal to the present value of the 
interest and principal payments 
calculated using the "applicable 
Federal rate" ("AFR").46 Thus, if the 
modified debt has an interest rate at 
least equal to the AFR, and the nomi
nal principal remains the same, the 
present value of the new debt will 
equal the outstanding principal on the 
old debt; consequently, no COD in
come will occur. COD income will 
result, however, where the stated 
interest rate (accrual rate) is less than 
theAFR. 

In the Revenue Reconciliation Act 
of 1990, Congress codified and ex
panded the rules in the proposed 
regulations concerning debt-for-debt 
exchangesY Code Section 108(e)(ll) 
now provides, in effect, that the debtor 
will realize COD income equal to the 
difference between the principal of the 
old debt and the "issue price" of the 
new debt. Where new debt is publicly 
traded, the issue price equals the fair 
market value of new debt. Otherwise 
it will be the face amount unless the 
obligation does not have adequate 
stated interest. The legislative his
tory indicates that Code Section 
108(e)(ll) will also apply to deemed 
debt-for-debt exchanges as a result of 

Michigan Tax Lawyer-2nd Quarter 1991 

a material modification of an existing 
debt.48 

In the case of nonrecourse debt 
which is materially modified, the 
proposed regulations under Code 
Section 127 4 originally took the 
position that this transaction is a 
"potentially abusive situation" under 
Code Section 1274(b)(3). As such, the 
issue price of the new nonrecourse 
debt would be deemed equal to the 
fair market value of the property 
securing the debt, regardless of 
whether the new debt carried an 
interest rate at least equal to the 
AFR.49 By requiring the deemed 
write-down of modified nonrecourse 
debt to the collateral's fair market 
value, virtually every real estate 
workout involving nonrecourse debt 
could potentially result in COD in
come under the original proposed 
regulations. This has had a chilling 
effect on nonrecourse loan restructur
ings.50 

Fortunately for the taxpayer, the 
Service recently issued an amend
ment to the proposed regulations 
under section 127 451 which clarifies 
that an exchange of a nonrecourse 
debt instrument for an outstanding 
debt (or a modification of an outstand
ing debt) is not a situation involving 
nonrecourse financing. Thus, the fact 
that the new debt (or modified debt) is 
nonrecourse will not cause the trans
action to be classified as a potentially 
abusive situation. 

The extent to which a modification 
is deemed material in kind or in 
extent, thereby resulting in exchange 
treatment, is beyond the scope of this 
article. 52 Suffice it to say that ex
change treatment has been found by 
the Service where the creditor waived 
its right to an additional1.56% of 
interest;53 where the interest rate was 
reduced from 9% to 8-1/2% and was 
coupled with an extension in the 
maturity date and waiver of a sinking 
fund;54 and where the interest rate 
was increased from 10% to 11%.55 The 
courts, however, usually have not 

( 
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held that a change in the interest 
rate, by itself, constitutes a material 
modification.56 Although there is no 
authority on point, in view of the 
Service's apparent narrow view of 
what constitutes a material modifica
tion, it is likely that the mere conver
sion of a recourse debt to a 
nonrecourse debt would constitute a 
material modification. 57 Fortunately, 

however, no COD income will result 
in such cases if the interest rate is at 
least equal to the AFR. 
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Restructurings," 43 Tax Law. 579 (1990). 

53. Rev. Rul. 87-19, 1987-1 C.B; 249. 

54. Rev. Rul. 81-169, 1981-1 C.B. 429. 

55. Prop Regs. §1.1274-7(a)(3), Example 2. 

56. ~ Kalteyer, ~note 52, at630. 

57. ~Becker,~ note 2, at 298-299 (suggesting that in states with anti-deficiency statutes, the election by 
the lender to foreclose on property secured by a recourse debt operates to convert a recourse debt into a 
nonrecourse debt). 

( 
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Foreign Sales Corporations --' 

By: Gary J. McRay (American Samoa, Common-
wealth of Northern Mariana 

The European Economic Islands, Guam, and the U.S. 
Community's goal of developing a Virgin Islands); Because it is 
common market by the end of 1992, 3. A FSC cannot have more than allowed to 
coupled with international trade 25 shareholders; exclude up to agreements shaping up between 4. A FSC cannot have preferred 
Canada, Mexico and the United stock; 65% of its 
States, may lead to increased exports 5. A FSC must maintain an office qualified 
for Michigan businesses. Certainly, a in the qualifying jurisdiction;8 income from 
lower exchange rate and the recession 6. The FSC must maintain a set federal 
here in the United States have high- of permanent books of account taxation, it pays 
lighted the advantages of exporting (including invoices) at the less tax than a for the purpose of increasing sales qualifying foreign office;9 

U.S. exporter. and market position.1 Earlier this 7. A FSC is required to maintain, 
year, Governor John Engler, in his at a U.S. location, records 
State of the State Address, empha- which are required to be kept 
sized the necessity of Michigan pro- by a corporate taxpayer;10 

moting its products abroad.2 8. A FSC must have at least one 
With this increase in emphasis on individual on its board of 

exporting, it is time for tax counsel to directors who is a nonresident 

(t) revisit the advantages of forming an ofthe u.s.n 
export entity called the foreign sales 9. A FSC may not be a member of 
corporation ("FSC"). FSCs were first a controlled group at any time 
permitted in 1984.3 . Many large during the taxable year that 
companies set up FSCs as soon as has as another member a 

· they became available, but FSCs have Domestic International Sales 
been, by and large, ignored by smaller Corporation (DISC);12 

companies.4 At least one study shows 10. A FSC must timely file an 
that a lack of understanding and lack election to be treated as a 
of information on how FSCs work FSC. 13 

may contribute to this A FSC is a U.S. taxpayer. Because 
underutilization. 5 it is allowed to exclude up to 65% of 

Why should a client consider estab- its qualified income from federal 
lishing a FSC? The answer is simple. taxation, it pays less tax than a U.S. 
A FSC permits a company to reduce exporter. 14 As a result, FSCs are 
by at least 15 percent the federal usually wholly owned subsidiaries of 
income tax on its exporting profit.6 parent exporters. 15 The parent ex-

porters typically manufacture "quali-
CREATING THE FSC fied export property" and already sell 

Code Section 922 sets forth ten re- outside of the United States. 
quirements for qualification as a FSC. The FSC can either be a ''buy/sell 
It is a relatively simple matter to FSC" where it purchases the product 
meet these requirements. These from its parent supplier and resells to 
requirements are as follows: the ultimate customer, or it may be a 

1. A FSC must be a corporation; "commissioned FSC" where it receives 
2. A FSC must be incorporated a commission for certain activities ,, under the laws of certain which implement the sale from the 

foreign countries,7 or four supplier to the ultimate customer.16 

eligible U.S. possessions 
27 
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FOREIGN TRADE INCOME tions which includes a FSC (unless 
FSCs only receive a tax benefit on the FSC is a small FSC).23 The disad-
what is considered to be foreign trade vantage of a small FSC election is 
income.17 Foreign trade income that no foreign trading gross receipts 

.Foreign trade 
means the gross income of a FSC in excess of $5 million will be taken 
attributable to foreign trading gross into account in determining the tax 

income means receipts. 18 Foreign trading gross exemption.24 The advantage, how-
the gross receipts are primarily generated from ever, is that the somewhat complex 

·income of a the sale, exchange or other disposi- foreign management and foreign 

FSC tion of export property, or from the economic process requirements which 

attributable to lease or rental of export property for must be met by regular FSCs are 
use by the lessee outside of the avoided by the creation of a small 

foreign trading United States.19 Export property is FSC.25 

gross receipts. defined under Code Section 927(a) as The foreign management require-
property: ments which must be met by a regu-

1. Manufactured, produced, grown lar FSC are: 
or extracted in the U.S. by a 1. All director and shareholder 
person other than a FSC; meetings must take place 

2. Held primarily for sale, lease or outside of the U.S.; 
rental, in the ordinary course of 2. The principal bank account of 
trade or business by or to a the FSC is maintained in the 
FSC, for direct use, consump- qualified foreign jurisdiction; 
tion or disposition outside the and 
U.S.; and 3. All dividends, legal and account-

( 3. Not more than 50 percent of the ing fees, and salaries of officers 
fair market value of the prop- and members of the board of 
erty is attributable to articles directors of the FSC are dis-
imported into the U.S.20 bursed out of the foreign bank 

Property may still qualify as export account.26 

property even if title passes in the A regular FSC must also meet the 
U.S. or if the purchaser is a U.S. economic process requirements of 
person or if the person is buying for Code Section 924(d) which are: 
resale rather than as an end user.21 If 1. The FSC must participate 
the FSC sells to a U.S. buyer and the outside the U.S. in the solicita-
U.S. buyer ships the property out of tion (other than advertising), 
the country (i) without further manu- the negotiation or the making of 
facturing or processing, and a contract relating to such 
(ii) within one year of the date of the transaction; and 
FSC sale to it, then the property will 2. The foreign direct costs incurred 
still be considered to be held for direct by the FSC attributable to the 
use, consumption or disposition transaction must equal or 
outside the U.S. 22 exceed a certain percentage of 

the total direct costs attribut-
SMALL FSCs V. REGULAR FSCs able to the transaction. 27 

In analyzing the benefit of creating a 
FSC, a tax lawyer must determine FSC PRICING RULES 
whether the entity created will be a Because a FSC is typically a wholly 
regular FSC or a small FSC. Small owned subsidiary of the parent manu-
FSCs make an election to be treated facturer, there is a natural incentive 
as such on Internal Revenue Service to increase the FSC profits to maxi-
Form 8279, and must not be a mem- mize the federal income tax.exemp- ( 
her, at any time during the taxable tion. To regulate this incentive, 

28 year, of a controlled group of corpora- Congress has included certain statu-
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tory pricing rules which dictate how balance of its non-exempt income and 
much profit a FSC may earn. The all of its exempt income to its parent 
FSC may choose one of three methods supplier, who would be entitled to a 
for determining its taxable income: 100 percent deduction for dividends 

1. The combined taxable income paid by its wholly-owned subsidiary.32 

method, which is 23 percent of 
the combined taxable income COSTS OF ESTABLISIDNG A FSC 
(CTI) of the FSC and its related The benefits of exempting a percent-
supplier/manufacturer. age of the FSC income from U.S. 

2. The percentage of gross receipts taxation must be weighed against the Generally, an 
'.\ method, which is 1.83 percent of cost of establishing and conducting a exporter whose 

the gross receipts derived from foreign sales corporation. There are sales yield a 
the qualified sale. This method FSC management companies located pretax profit of 
may not generate FSC income in each of the qualifying foreign 8 percent or which is twice what would have jurisdictions which make this cost 
resulted under the CTI method very reasonable. greater, will find 
described above. Corporate Services Limited, affili- the CTI method 

3. The arm's-length income ated with Price, Waterhouse and yields the 
method, which is based upon the located in the Barbados, recently largest benefit 
sale price actually charged, but quoted an initial charge of $3,250 to to the FSC. 
subject to the rules provided incorporate a small FSC, and then an 
under Code Section 482.28 annual charge of $1,000, plus $200 for 

The first two methods are referred the two local directors, to provide the 

(Q to as administrative pricing methods. foreign office, maintain the stock 
In order for a FSC to qualify under the ledger, keep the corporation's finan-
administrative pricing methods, all of cial records, provide two foreign direc-
the sales activities described in Code tors, help organize shareholder and 

. Section 924(e) attributable to such director meetings, and insure compli-
sale, and all ofthe activities relating ance with local enabling acts. In 
to the solicitation (other than adver- addition to the fees charged by the 
tising), negotiation and making of the FSC management company, the U.S. 
contract for such sale, have to be manufacturer will also incur some 
performed by the FSC or by another additional accounting and legal fees to 
person acting under contract with the create and maintain the FSC. 
FSC.29 In practice, this simply be- Not only will the U.S. tax attorney 
comes a requirement that the FSC need to help the client retain a FSC 
have a proper contract with its sup- management company to orchestrate 
plier/manufacturer where the FSC the incorporation of the FSC in the 
hires the manufacturer to do those qualifying jurisdiction, and make the 
required activities on its behalf, and FSC election, but tax counsel must 
the FSC shows these costs on its also prepare (i) the FSC commission 
books.30 and sales agreement and (ii) the FSC 

Generally, an exporter whose sales agency and service contract. Assum-
yield a pretax profit of 8 percent or ing the FSC is a commissioned FSC, 
greater, will find the CTI method in the first agreement the parent 
yields the largest benefit to the FSC.31 corporation must hire the FSC as its 
A small FSC with $1 million of foreign commission agent for the sale or lease 
trading gross receipts which results in of the parent's products. The FSC 
CTI of $100,000 will have a tax benefit promises to perform certain activities 

~ 
to the FSC of$5,100 as demonstrated so that it qualifies to use the adminis-
on the table at the end of this article. trative pricing rules, and the commis-
After the FSC pays its federal income sion that is paid is the maximum 
taxes, it would typically distribute the amount permitted under Code Sec- 29 
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For small 
FSCs, at least 
o~e accounting 
firm believes 
that if the 

I 

prf]tax margin 
is , 10 percent, 
then a break 
even export 
level is 
approximately 
$823,000. 

30 

tion 925. The FSC agency and service 
contract is the document through 
which the FSC hires the parent to 
perform what the FSC must do to 
qualify to use the administrative 
pricing rules under Code 
Section 924(c). This later contract is 
where part of the FSC's commission is 
repaid to the parent to cover the 
parent's costs in actually soliciting, 
negotiating and making the export 
contract, and the other costs associ
ated with the advertising, processing 

1 of customers' orders, transportation, 
costs associated with final invoicing 
and the receipt of payment, as well as 
the cost associated with the credit 
risk.33 

The issue of whether a U.S. manu-

Michigan Tax Lawyer-2nd Quarter 1991 

facturer should create a FSC subsid
iary would appear to be simply an 
economic analysis, where the cost of 
establishing and maintaining a FSC 
is weighed against the benefits of 
lowering the manufacturer's U.S. tax 
burden. For small FSCs, at least one 
accounting firm believes that if the 
pretax margin is 10 percent, then a 
break even export level is approxi
mately $823,000.34 Others believe 
the break even point is lower.35 This 
author believes that if your client's 
manufacturing company has a net 
profit of at least $100,000 from 
qualified exports, then a small FSC 
with its minimum of paperwork and 
complexity should be considered as 
part of a client's exporting strategy. 

TABLE 

Small Foreign Sales Corporation 

FTGR 

Less: 
Cost of manufacturing 

Expenses to export 
Sales expenses 

CTI 

23% of CTI is FSC Taxable Income (TI)a 
Exempt TI is 15/23 of23,000 (65.22%)b 
Tax benefit ofFSC (assuming 

34% tax bracket) 

a. Administrative pricing rules 
permit (i) 23% of CTI, or (ii) 
1.83% of Foreign Trading Gross 
Receipts; but not greater than 
46% ofCTI. 

b. This stage of the calculation is 
more complex than indicated 
above and involves using TI to 
calculate the Transfer Price 

1,000,000 

( 600,000) 
( 100,000) 
( 200.000) 

100,000 

23,000 
15,000 (15% of CTI) 

5,100 

(TP) attributable to the U.S. 
products, using TP to calculate 
the Foreign Trade Income 
(FTI), using FTI to calculate 
Exempt FTI and then subtract
ing the sales expense aliocable 
to Exempt FTI from Exempt 
FTI to obtain the amount of Tax 
Exempt FSC profits ($15,000). 

( 
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FOOTNOTES 

1. In March, the U.S. merchandise trade deficit was the lowest it has been in alinost eight years. Commerce 
Secretary, Robert Mosbacher, stated "while economic growth overseas has slowed, American industry 
clearly is building market share abroad." The Wall Street Journal, Monday, May 20, 1991. 

2. State of the State Address by John Engler, issued February 11, 1991. In order to achieve the Governor's 
goal, Michigan has moved the State's world trade efforts from the Department of Agriculture into the new 
Michigan International Office, which is a separate bureau in the Michigan Department of Commerce. 

3. ~the Foreign Sales Corporation Act, 921-927 of the Internal Revenue Code of 1986, as amended 
("Code"); 26 USC§§ 921-927. 

4. Baltz & Culpepper, "Effects of 1984 Export Tax Legislation on Small Exporters," 141nt'l Tax J. 351 (1988). 

5. jg. The problem may be the lack of publicity of the tax benefits. To this author's knowledge, the U.S. 
Department of Commerce still has not released any explanatory publication concerning FSCs. 

6. ~Code §§923, 925 and Table. 

7. The foreign countries must meet the requirements of Code §927(e)(3). Examples of some of the countries 
which qualify are the Barbados, Belgium, Jamaica, Netherlands, Canada and Ireland. 

8. Since there is no limitation on the number of FSCs that may share the same office (Treas Reg. § 1.922-
1 (h)), FSC management Companies have been set up to provide these offices. 

9. Treas. Reg. § 1.922-(i) requires that the quarterly income statements, final year end income statement, 
year end balance sheet, and all final invoices (or a summary of them) or a statement of account with 

~-
respect to sales by the FSC and sales by a related person, if the FSC realizes income with respect to 
such sales, must be kept The summary of final invoices may be made in any reasonable form. 

10. Records may be kept at the parent company's headquarters and must be sufficient to establish the 
inco~e. deductions, credits, etc. of the FSC under Code §6001. 

11. Most FSC management companies provide for two nonresident directors for safety's sake, in the event 
one dies, resigns or relocates and a replacement cannot be made within the statutory 30-day grace period. 
Treas. Reg. §1.922-10). 

12. Controlled group of corporations is defined under Code §1563(a), except that instead of an 80% test, there 
a 50% test. Code §927(d)(4). 

<t 13. A corporation electing to be treated as a FSC for its first tax year must complete and file Internal Revenue 
Service Form 8279 within 90 days after the beginning of the tax year. See instructions to Form 8279 (Rev. 
9-90). 

I 

14. Code §923(a)(3) and §291 (a)(4). 

15. Thornton, Robert J., CPA, "Small Foreign Sales Corporations," The CPA Journal, Jan. 1990. 

1 16. The vast majority of FSCs operate as commissioned FSCs. ~ Foreign Sales Corporations by Deloitte 
& Touche (1990). 

17. Code §923(a) and (b). 

18. Code §923(b). 

19. Code §924(a)(1) and (2). Foreign trading gross receipts also include (i) certain services which are related 
and subsidiary to those services described in the text, (ii) certain engineering or architectural services for 
construction projects located outside the U.S., and (iii) certain managerial services for an unrelated FSC or 

(i~ 
DISC. Code §924(a)(~). (4) and (5). 

~ ·. 

31 
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--------------FOOTNOTEScontinued--------------

20. Among other items, export property does not include intangibles such as patents, copyrights, trademarks, 
oil or gas or any primary product thereof, or products the export of which is prohibited in accordance with 
Code §3 of the Export Administration Act of 1979. Code §927(a)(2). 

21. Temp. Treas. Regs. §1.927(a)-1T(d)(2). 

22. ]Q. 

23. Code §922(b). 

24. Code §924(b)(2)(B). 

25. Code §924(b)(2)(A). 

26. Code §924(c). 

27. There are five groups of foreign direct cost activities listed in Code Section 924(e) which make up "total 
direct costs." A FSC meets the foreign direct cost test, if the foreign direct costs account for 50 percent or 
more of the total costs for each of the five activities of Code Section 924(e), or alternatively, are 85 percent 
or more of the direct costs incurred in at least two of the five activities. Code Section 924(d)( 1) and (2). 

28. Code §925(a). 

29. Code §925(c). 

30. ~~note 16. 

11. ~~note 15 and note 16. 

32. Code §245(c). FSCs are typically not owned by individuals since the full dividend paid by the FSC will be 
income to the individual shareholder. The parent corporations which own FSCs are typically not 
S corporations. A parent may not be an S corporation and wholly own a FSC or any other corporation. 
Code §§1361(b)(2) and 1504. 

33. Code §924(d) and (e). 

34. ~~note16. 

35. ~~note 15. 

( 
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Michigan Single Business Tax
Apportionment of Tax Base 

Trinova Corporation v. Michigan 
Department of Treasury, United 
States Supreme Court Docket No. 89-
1106; 59 USLW 4097 (February 19, 
1991). 

Trinova, an Ohio-based manufac
turer of automobile components, 
maintained a Michigan sales office 
during 1980 with 14 employees who 
solicited orders, maintained contact 
with Michigan customers, and per
formed clerical duties. Twenty-six 
percent of its 1980 sales of $391 
million were made in Michigan. 
Trinova reported afederal income tax 
loss of $42 million, but incurred 
compensation expense of $226 mil
lion, depreciation expense of $23 
million, dividend, interest and royalty 
expense of $22 million, and other tax 
base items of$549,000. When the 
equally-weighted property, payroll 
and sales factor formula was applied 

. to this tax base, Trinova discovered 
that while its actual Michigan com
pensation was $511,000, the appor
tionment process attributed to Michi
gan $20 million in total compensa
tion. Similarly, actual Michigan 
depreciation was $2,000 yet the 
apportionment process attributed 
$2 million. The Michigan Court of 
Claims granted Trinova the permis
sion under Section 69 of the Act to 
use direct allocation of actual Michi
gan compensation and depreciation in 
place of apportionment. The Court of 
Appeals reversed and the Michigan 
Supreme Court affirmed. 

On writ of certiorari, the United 
States Supreme Court held as follows: 
(1) apportionment of a value-added 
tax base is proper and the allocation 
of identifiable tax base components is 
not constitutionally required; (2) the 
use of the three-factor formula to 
apportion a value-added tax base is 
fair; (3) three-factor apportionment of 
the single business tax base was 

neither facially discriminatory 
against out-of-state taxpayers nor 
was there sufficient evidence of an 
intent to export the-tax burden of in
state taxpayers or import tax rev
enues from out-of-state taxpayers. In 
reaching these conclusions, the Su
preme Court applied analytical con
cepts previously employed by the 
Court in income tax cases. The Court 
equated the value-added aspect of the 
single business tax to the income 
component ofincome taxes where it 
has long held that, due to the diffi
culty in proving the geographic loca
tion at which income is earned and 
which justifies the use of formulary 
apportionment, a taxpayer seeking to 
deviate from formulary apportion
ment in an income tax or a value
added tax must prove that the busi
ness activity attributed to the 
taxpayer in the taxing state is out of 
all appropriate proportion to the 
business activity actually transacted 
within that state or that the appor
tionment process has lead to a grossly 
distorted result. Since Trinova's 
evidence was limited to proving that 
its tax base consisted substantially of 
compensation and that apportioned 
compensation exceeded actual Michi
gan compensation by more than 50 
percent, the Supreme Court found 
that Trinova failed to meet its burden 
of proof. 

Michigan Single Business Tax
Capital Acquisition Deduction 

Caterpillar, Inc. v. Michigan Depart
ment of Treasury, Court of Appeals 
Docket No. 119584 (February 5, 
1991). 

The Michigan single business tax 
allows a capital acquisition deduction 
(CAD) from apportioned tax base 
~qual to 100 percent of the cost of 
~depreciable real and personal prop
erty, but taxes its depreciation 
through the add back of depreciation 

State and Local 
Tax Update 
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deductions taken in arriving at fed- Michigan Use Tax-
eral taxable income. In determining Automobile Transfer 
the deduction for personal property 
acquisitions, the Act employs a two Daguanno v. Michigan Department of 
factor apportionment formula consist- Treasury, Michigan Tax Tribunal 
ing of the property factor plus the Docket No. 120238 (March 6, 1991). 
payroll factor divided by two and 
allows a CAD for real property only if Mr. Daguanno, seeking to purchase 
located in Michigan. On July 13, a new car, entered into an agreement 
1989, the Michigan Court of Claims with a retired Ford Motor Company 
held that these provisions violated the employee who was eligible to pur-
commerce clause because Michigan- chase a car under the Ford employee 
based companies received a larger discount plan. Daguanno and the 
CAD than non-Michigan-based com- Ford retiree became co-purchasers of 
panies. The Court of Claims severed the car and the Ford retiree remained 
the CAD completely from the Act and as co-owner of the car for at least six 
gave its decision prospective only months in order to qualify under the 
application. Caterpillar appealed the Ford Plan. Daguanno assumed the 
remedy of severance of the deduction burden of paying the costs of the 
and the prospectivity. Treasury did transaction, including purchase price, 
not cross-appeal on the determination insurance, finance charges and any 
of constitutionality of the CAD appor- applicable taxes, including Michigan 
tionment. The Court of Appeals, sales tax. At the conclusion of the 
therefore, considered only the appro- six-month period, the retiree trans- ( priate remedy and the application of ferred title to the car to Daguanno. 
that remedy to past and current The Tribunal canceled an assessment 
years. After determining that the of use tax against Daguanno, reason-
constitutional discrimination against ing that Michigan use tax cannot be 
interstate commerce emanated only assessed on a transaction where 
from the CAD apportionment and Michigan sales tax has already been 
allocation provisions, the Court of paid. The Tribunal concluded that 
Appeals severed the provision for two- Daguanno was the consumer when 
factor apportionment of personal the car was originally purchased 
property CAD and the limitation of under the Ford Motor Company 
real property CAD to assets physically discount plan. 
located in Michigan. The effect of the 
Court of Appeals' decision is to allow a Michigan Use Tax-
CAD equal to 100 percent of qualify- Prescription Drug Samples 
ing property, whether real or personal 
and regardless of where located, and Syntex Laboratories, Inc. v. Michigan 
expanded the deduction beyond that Department of Treasury, Court of 
claimed by taxpayers following the Appeals Docket No. 120264 (April2, 
statutory method. The Court of 1991). 
Appeals gave its determination pro-
spective application. Syntex Laboratories solicited sales 

Caterpillar has filed a claim of of prescription drugs in Michigan. In 
appeal with the}fichigan Supreme connection with the solicitation, free 
Court relating to the prospectivity samples of prescription drugs were 
determination by the Court of Ap- distributed to licensed physicians. 
peals. After the Court of Appeals The drugs were intended for human 

( denied its motion for rehearing, the use and required a prescription to be 

34 
Department of Treasury has cross- lawfully dispensed. The Michigan 
appealed on the question of remedy. Court of Appeals affirmed the Michi-
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gan Tax Tribunal judgment canceling 
a use tax assessment by relying upon 
the constitutional provision preclud
ing sales or use taxation on prescrip
tion drugs for human use. The Tribu
nal and the Court of Appeals rejected 
Treasury's argument that the drug 
samples were not prescription drugs 
within the meaning of the constitu
tional provisions because they were 
neither prescribed by a licensed 
physician nor bought by the ultimate 
consumer in order to come within the 
constitutional exemption. 

Michigan Property Tax -
Religious Exemption 
for Residence 

Reverend Father Gabriel Loynes, et al 
v. Mundy Township, MTT Docket No. 
107182 (November 1, 1990). 

Under the authority of the Russian 
Orthodox Church, an ordained rever
end/monk established a monastery at 
his residence. A chapel, library and 
computer room are located in the 
basement of the house. Two monks 
reside at the facility, through whom 
systematic religious prayers and 
rituals are performed. There are also 
five children at the facility. Consis
tent with the religious functions of the 
monastery, children that are abused 
or indigent are cared for by the mon
astery. The children in this instance 
were referred by the court system or 
the Michigan Department of Social 
Services. The primary source of 
income for the religious order was the 
payment from the State ofMichigan 
for the care of those children. 

The petitioner asserted tax-exempt 
status as a house of public worship. 
The respondent, Mundy Township, 
contended that the property was not a 
house of public worship, but rather 
utilized for housing foster children. 
The respondent also emphasized the 
fact that there were no pews or re
cruitment of the public to attend 

worship services. 
In holding that the facility was a 

house of public worship, the Michigan 
Tax Tribunal relied heavily upon a 
decision in another jurisdiction that 
granted an exemption for the commu
nalliving arrangement of nuns at a 
convent. The Tribunal reasoned that 
the communal living, prayers and 
meditation advanced the purpose of 
fulfilling the liturgical experience of 
the monks. The fact that the facility 
was used to aid in the care of foster 
children in residence at the monas
tery did not diminish the exemption. 
The Tribunal found there is no signifi
cant difference between a monastery 
and a convent. 

The Tribunal also held the monas
tery qualified for tax-exemption as a 
non-profit charitable institution 
pursuant to MCL Section 211.7o. The 
Tribunal relied upon a case in which 
exemption was granted for a resi
dence that provided treatment pro
grams for troubled youth. Huron 
Residential Servicesfor Youth v. 
Pittsfield Township, 152 Mich App 54 
(1986). 

Lutheran Camp Association v. 
Arcadia Township, MTT Docket No. 
108294 (October 29, 1990). 

The subject property consists of 80 
acres of campground and dunes 
located on the shore of Lake Michi
gan. Owned by the Lutheran Camp 
Association, the camp contains a 
central lodge and dining hall, tennis 
courts and beach area. The primary 
activity occurs between Memorial Day 
and Labor Day, accommodating 
approximately 100 to 150 campers per 
week. 

Petitioner claims exemption as a 
charitable institution and/or a house 
of public worship. The Township 
urged that the property was not 
sufficiently occupied by the organiza
tion since certain areas of the camp 
were rarely utilized. The Township 
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also contends that the properties 
were not occupied solely for the 
purposes for which it was incorpo
rated, as required by the applicable 
exemption statute. 

The Michigan Tax Tribunal held 
that the property qualified for the 
charitable exemption, but not the 
houses of public worship exemption. 
As to the statutory requirement that 
the property be owned and used for 
the charitable purposes, the Tribunal 
stated that it was ''hard pressed to 
find that 170 people placed on an SO
acre campsite would not eventually 
use all80 acres over a one-week 
period." The Tribunal emphasized 
that this camp operated to promote 
Christian fellowship and to encourage 
and stimulate spiritual and religious 
satisfactory attendance, it was neces
sary to provide the living accommoda
tions and recreational facilities lo
cated at the site. Thus, providing 
those amenities did not adversely 
affect the exemption. 

No religious exemption was denied 
on the rationale that the" predomi
nant use" was not for religious ser
vices or for teaching the religious 
trusts and beliefs of the society. 

No exemption was given for that 
portion of the otherwise exempt 
property that was leased to private 
concerns or used to jointly supply 
water to private as well as church
related patrons. 
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News About Tax Lawyers 

ROBERT R. STEAD, of Henderson 
Stead in Grand Rapids, Michigan, has 
been appointed to two ABA sections of 
the Tax Committee, S corporations 
and Small Businesses. Bob has 
authored "Converting from "C" to "S"; 
It Doesn't Mean from Complex to 
Simple", Michigan Tax Lawyer, 2nd 
Quarter of'90; "Choice of Entity for 
the Closely-held Business, or Why 
Worry, I've Got a 1 in 4 Chance of 
Being Right," Michigan Business Law 
Journal, 1st Quarter of'90; and co-
. authored with Michael A. Indenbaum, 
of Miller, Canfield, Paddock & Stone, 
''Use of Securities in a Corporate 
Organization- A Post Mortum." 

Honigman, Miller, Schwartz, and 
Cohn is pleased to announce that 
BENJAMIN 0. SCHWENDENER, 
JR. and ALAN M. VALADE have 
joined its Lansing, Michigan office as 
partners, practicingin the areas of 
state and federal tax law, corporate 

. and general business law and estate 
planning. There are now 13 attorneys 
in the firm's Lansing office, offering a 
wide range of legal services. 

The firms two new partners previ
ously practiced as Schwendener & 
Valade, P.C., located in Mason and 
Okemos, just outside of Lansing, 
They will maintain their offices in 
Okemos for a short while, until the 
firm's Lansing offices are expanded in 
the Michigan National Tower. 
Messrs. Schwendener and Valade will 
also be practicing in the firm's Detroit 
office. · 

CHARLES A. JANSSEN, of 
Foster, Swift, Collins & Smith, P.C. 
and his wife LeaAnne are the proud 
parents of a son Nathan Dabbert 
Janssen, born on May 5, 1991. Mr. 
Janssen is a partner in the Foster 
firm and practices in the estate 
planning area. 

Section News 
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Appeals noted 
that a law 
enforced after 
severance of 
the in.valid 
portion must be 
reasonable in 
light of the act 
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Single Business Tax Developments 

Caterpillar, Inc. v Michigan 
Department of Treasury 

By: Thomas D. Hammerschmidt, Jr. and 
Jeffery V. Stuckey 

The Michigan Single Business Tax 
("SBT") recently survived a constitu
tional challenge when the U.S. Su
preme Court, in Trinova Corporation 
v State of Michigan, rejected the 
taxpayer's due process and commerce 
clause challenges to the use of a sales 
factor in the apportionment formula 
used to apportion the value-added 
"tax base" to Michigan. The Court 
held that the SBT taxes an indivisible 
value-added tax base and not the 
specific components specified in the 
statute (e.g., compensation) and that 
the taxpayer did not prove that Michi
gan sales and marketing activity did 
not add value to the products pro
duced outside the state. 

In February of this year, in another 
continuing constitutional attack on 
the SBT, the Michigan Court of 
Appeals affirmed in part and modified 
in part a Court of Claims decision 
which invalidated the Capital Acqui
sition Deduction ("CAD") of the SBT. 
This case, Caterpillar, Inc. v State of 
Michigan, could have a far-ranging 
impact on companies doing business 
in Michigan, and on the SBT itself, 
because of the manner in which the 
Court fashioned a remedy. 

The CAD is a deduction for the cost 
of certain depreciable property from 
the Michigan allocated or apportioned 
tax base. The deduction for persqnal 
property is apportioned to Michigan 
by use of a statutory formula utilizing 
both payroll anq property factors and, 
in the case of real property, the prop
erty must be physicallylocated in 
Michigan. 

Caterpillar brought suit in the 
Michigan Court of Claims, asserting 

that the CAD operated to provide a 
decreased tax benefit to companies 
with significant non-Michigan activi
ties, like itself, even though the 
Michigan business activities were 
identically sized. Therefore, Caterpil
lar alleged, the CAD was unconstitu
tional because it violated the Com
merce Clause of the United States 
Constitution. The Court of Claims 
ruled in Caterpillar's favor and held 
that the CAD was unconstitutional. 
However, the Court rejected 
Caterpillar's claim for retrospective 
relief, i.e., a refund. The Court of 
Claims awarded Caterpillar prospec
tive relief only, and declared, without 
discussion, that the CAD must be 
severed from the SBT. 

Caterpillar appealed the decision 
with respect to retroactivity and with 
reSpect to the severance of the CAD 
from the SBT. Noting that retrospec
tive application of the decision could 
be potentially devastating for the 
state, both financially and adminis
tratively, the Court of Appeals held 
that federal law favored prospective 
application of the decision. It rejected 
Caterpillar's argument that state law 
required retrospective application of 
its decision, stating that the Court of 
Claims decision addressed a case of 
"first impression" for which there had 
been no "clear foreshadowing." 

The more significant portion of the 
Court of Appeals decision, however, 
was its unanticipated modification of 
the remedy awarded Caterpillar. The 
Court of Appeals noted that a law 
enforced after severance of the invalid 
portion must be reasonable in light of 
the act as originally drafted. The 
Court severed only what it deter
mined to be the offending clauses
the apportionment mechanism
which resulted in the elimination of 
the two-factor apportionment formula 
in the case of tangible personal prop-
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erty, and the requirement that real 
property be "physically located in 
Michigan." 

The effect of this ruling is that the 
CAD is now available for the entire 
acquisition cost of personal property. 
For real property, the CAD would be 
available for real property owned both 
within and without the state of Michi
gan. Both deductions would be 
permitted against the allocated or 
apportioned Michigan tax base. 

The Court of Appeals acknowledged 
the Department's argument that the 
remedy involved 'judicial legislation" 
and agreed that its decision "would 
probably eliminate any Single Busi
ness Tax liability for out-of-state 
corporations." Nonetheless, the 
remedy it authorized, according to the 
Court, was less drastic and more in 
keeping with the legislative intent 
and more fair to taxpayers than 
eliminating the CAD in its entirety. 
Caterpillar petitioned for review by 
the Michigan Supreme Court on the 
retroactivity issue.and the Depart
ment has-similarly joined in challeng
ing the decision. 

The Caterpillar decision has gener
ated much interest because of its 
potential impact on revenues for the 
state of Michigan. Various news 
sources have reported that the effect 
of the decision is to eliminate an 
estimated $500 million a year "wind
fall" to the State from the lower court 
decision, and will now cost a compa-

rable additional revenue loss due to 
the expanded QAD. In the meantime, 
many taxpayers have filed protective 
refund claims based-on this decision. 
Many more taxpayers are wrestling 
with the questions of how to file their 
1990 SBT returns and how to calcu
late their 1991 estimates. 

As this article was being finalized, 
it was reported that the Michigan 
Senate and House of Representatives 
had reached agreement on the form of 
a bill amending the CAD provisions of 
the Act. Both houses adopted the bill 
by June 27, 1991. The bill apparently 
adopts most ofthe features ofSB 69, 
approved by the Senate earlier this 
month. The primary features of that 
bill were apportionment of the CAD 
by use of the same formula used to 
apportion the tax base (retroactive to 
tax years beginning after September 
30, 1989), with a phase-in of a double
weighted sales factor in the appor
tionment formula over a three-year 
period. A copy of the approved legis
lation was not available as we went to 
press. 

Short 
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"Unrequiring" Required Minimum Distributions from 
Qualified Plans; or, The Continuing Relevance of 1983 

By: Thomas H. Bergh and Judy A. Rashid distribution by April 1 of the calendar 
year following attainment of age 70 1/2 

Prior to 1985, qualified plan partici- or retirement, whichever was later. 6 

pants (other than the self-employed) Five percent owners, rather than key . 
were not required to commence distri- employees, were disabled from post-

"Key butions from plans prior to actual poning distributions beyond attain-
employees" in retirement, regardless of at what ment of age 70 1/2. The new rule eased 

top-heavy advanced age such retirement mig~t the administrative burden on employ-

plans were occur. Congress changed this general ers to identify "key employees," by 
rule by extending the scope of Inter- removing compensation and status 

subject to nal Revenue Code ("IRC") Section tests other than equity ownership. 
required 401(a)(9) from plans covering the self- However, the transitional rule under 
withdrawal at employed to all qualified plans, with Section 242(b)(2) was retained, allow-
age 70 1/2 some exceptions, thereby requjring ing plan participants who had made a 
regardless of plans to contain provisions relating to proper election during the window 

the date of the latest date at which payment of period to continue to postpone distri-
benefits must commence.1 The new butions until required under the 

retirement. rules, effective for plan years begin- transitional rule and the terms of 
ning after 1984,2 required distribution their elections. 

! by the taxable year in which an The Tax Reform Act of 1986 further 
employee reached age 70 V2 or retired, broadened the application of Section ~. whichever was later. ''Key employ- 401(a)(9).6 The current requirements 
ees" in top-heavy plans were subject under this section and the correspond-
to required withdrawal at age 70 V2 i:rig regulations are satisfied when an 
regardless of the date of retirement. 3 employee's entire interest (1) is dis-
In order to alleviate the potentially tributed by April 1 of the calendar 
harsh effects of this new requirement, year following the calendar year in 
TEFRA contained a transitional rule. which the employee attains age 70 1/2, 
The rule prqvided that plans would or (2) must be distributed, beginning 
not be disqualified under IRC Section not later than April of the calendar 
401(a)(9) by reason of distribution year following the calendar year in 
under a designation made prior to which the employee attains age 70 1/2, 
January 1, 1984, ifthe designation for the life of such employee, or the 
provided for a method of distribution lives of the employee and a designated 
not meeting the new requirements of beneficiary.7 Life expectancies for 
Section 401(a)(9), but which would purposes of determining the distribu-
not have been disqualified under the tion requirements under any of these 
pre-TEFRA rules. 4 In practice, this provisions are computed by use of the 
allowed a window period in late 1983 expected return multiples published 
during which elections could be made by the IRS and found in Tables V and 
to continue playing under the pre- VI of Section 1.72-9. Special rules are 
TEFRA rules with respect to required applied to non-qwner participants 
minimum distributions. born in 19178 and earlier, and 

Subsequently, tlie Tax Reform Act 242(b)(2) elections continue to be 
of 1984 repealed the distribution rule recognized, 9 requiring continuing 
of Section 242(a) relating to key review of their validity. 
employees in top-heavy plans, and . The IRS provided guidance. for the 

~ replaced it with a provision requiring distribution options available under a 
42 
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valid Section 242(b)(2) election in designated by the employee or 
Notice 83-23.10 The following re- the beneficiary must specify the 
quirements are applicable: following: 

1. The distribution by the trust (a) the form of the distrib\1-
must be one which would not tion (lump sum, level 
have disqualified the trust dollar annuity, formula 
under Section 401(a)(9), if annuity, specified percent-
applicable, or any other provi- age payment per year, 
sion of Section 401(a) of the etc.) 
Code as in effect immediately (b) the time at which distribu-
prior to the effective date of tions will commence 
Section 242(a) of TEFRA. Prior (upon retirement, at a A plan will not 
to TEFRA, the minimum stated age, etc.), be disqualified 
distribution rules under Sec- (c) the period over which for making 
tion 401(a)(9) required that the distributions will be made distributions in entire interest of an employee (over the employee's life 
a) be distributed not later than expectancy, over a stated accordance 
the tax year in which the number of years, etc.), and with a valid 
employee reached the age of 70 (d) in the case of any distribu- 242(b)(2) 
lf2, or. for employees other than tion upon the employee's election. 
"owner-employees"; in the year death, the beneficiaries of 
of retirement, whichever is the employee listed in 
later, or b) be distributed over a order of priority. The 

i(l period commencing not later designation must, in and 
than that taxable year, in ofitself, provide sufficient 
accordance with regulations, (i) information to fix the 
over the life of such employee timing and formula for the 
or the employee and his or her complete and definite 
spouse, or (ii) over a period not determination of pay-
extending beyond the life ments without allowing 
expectancy of such employee, or further choice. 
the employee and his or her A plan will not be disqualified for 
spouse. making distributions in accordance 

2. The distribution must be in with a valid Section 242(b)(2) elec-
accordance with a method of tion. A distribution upon death will 
distribution designated by the not be covered by the transitional rule 
employee whose interest in the unless the informational require-
trust is being distributed or, if ments in items 5(a)-(d) are included 
the employee is deceased, by a in the death beneficiary designation. 
beneficiary of such employee. If a designation made in accordance 

3. Such designation must be in with the requirements under Section 
writing, be signed by the em- 242(b)(2) is revoked by an employee 
ployee or the beneficiary, and or the employee's beneficiary, the 
have been made before January transitional rule will no longer apply, 
1, 1984. and distribution must be made in 

4. The employee whose interest in accordance with the current require-
the trust is being distributed ments of IRC Section 401(a)(9). 11 

must have accrued a benefit Nearly any change made in the 
under the plan of which the designation will constitute a revoca-

rrO trust is a part prior to Decem- · tion, except for a substitution or 
ber31,1983. • addition of a beneficiary, so long as 

5. The method of distribution the substitution or addition does not 
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should 
scrutinize their 
plan 
restatements to 
preclude 
inadvertent 
terminations of 
these elections. 
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alter the time period over which 
distributions are to be made. If a 
revocation occurs after the required 
beginning date under Section 
401(a)(9), the trust must distribute 
the total amount that would have 
been required to satisfy the distribu
tion requirements in the absence of a 
Section 242(b)(2) election, by the end 
of the following calendar year. 
Future years' distributions must 
continue in accordance with the· 
general requirements of IRC 
401(a)(9). 12 Once revoked, a designa
tion cannot be reinstated for purposes 
of qualifying under the transitional 
rule. 

Amounts transferred from one plan 
to another may be distributed in 
accordance with a Section 242(b)(2) 
election made under the transferor 
plan if the employee did not elect to 
have the transfer made, and if the 
amount is separately accounted for by 
the transferee plan. 13 If the transfer 
was made at the election of the em
ployee, the amount transferred will 
be deemed a distribution and rollover, 
and may not subsequently rely on the 
Section 242(b)(2) election.14 Also, 
where an amount is transferred from 
a plan not covered by a Section 
242(b)(2) into a covered plan, such 
transferred amount may not be 
distributed in reliance on the Section 
242(b)(2) election, and must be sepa
rately accounted for by the transferee 
plan. 15 Otherwise the election as to 
such plan will be considered revoked 
totally, and all distributions under 
the plan will be subject to the general 
provisions of IRC Section 401(a)(9). 

As suggested above, an initially 
valid Section 242(b)(2) election may 
be easily revoked, intentionally or 
unintentionally. Extreme caution 
should be exercised when taking any 
action with regard to a qualified plan 
operating under such an election in 
order to avoid an accidental revoca
tion, thereby subjecting the plan to 
the current distribution rules of IRC 
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Section 401(a)(9). The effect of trans-. 
fers from one plan to another has 
already been discussed. Inadvertent 
revocation could also occur through 
amendment of the benefit payment 
provisions in the subject plan without 
specific reference to pre-existing 
Section 242(b)(2) elections. Because 
of the 1986 Tax Reform Act, virtually 
all qualified plans require a current 
update. Any plan which has (or may 
have had) a Section 242(b)(2) election 
timely made should be carefully 
reviewed to ensure that appropriate 
language recognizing the continuing 
validity of the outstanding election is 
included in the required distribution 
section of the amendment. 

Although the state of the Code in 
1983 is rapidly becoming ancient 
history, Section 242(b)(2) elections 
continue to be important methods for 
delaying required (taxable) distribu.: 
tions of qualified plan proceeds. 
Practitioners should scrutinize their 
plan restatements to preclude inad
vertent terminations of these elec
tions. Failure to do so could lead to 
clients being faced with tax bills that 
could otherwise have been deferred 
for an extended period, which is 
unlikely to be viewed as a positive 
development. 

~·· 
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-----------------------------FOOTNOTES-----------------------------

1. Tax Equity and Fiscal Responsibility Act of 1982 ("TEFRA"), P.L. 97-248, Sept. 3, 1982, Sec. 242(a), 
amending Code Sec. 401(a)(9). 

2. TEFRA Sec. 242(b)(1 ). 

3. TEFRA Sec. 242(a); Sec 240(a) of the Act defined "Key Employee" as any participant in an employer plan 
who, at any time during the plan year or any of the four preceding years, was (i) an officer, (ii) one of the ten 
employees owning, or considered as owning, the largest interests of the employer, (iii) a five-percent owner, 
or (iv) a one-percent owner having annual compensation of more than $150,000. 

4. TEFRA Sec. 242(b)(2). 

5. Tax Reform Act of 1984, P.L. 98-369, July 18, 1984, Sec. 521 (a) & (e). 

6. Tax Reform Act of 1986, P.L. 99-514, Oct. 22, 1986, Sec. 1852(a)(4)(A), 1121 (b). 

7. Code Sec. 401(a)(9)(A). 

8. Prop. Reg. Sec. 1.401 (a)(9)-1, EE-113-82, 7127187, Q&A B-2(b) & (c). 

9. Prop. Reg. Sec. 1.401 (a)(9)-1, EE -113-82, 7127187, O&A J-1. 

10. Notice 83-23, 1983-491RB 15. Cited Rev. Proc. 84-23, Notice 86-14. 

11. Prop. Reg. Sec. 1.401 (a)(9)-1, EE-113-82, 7/27/87, Q&A J-4. 

12. k!. 

13. Prop. Reg. Sec. 1.401 (a)(9)-1, EE-113-82, 7/27/87, Q&A J-2(a). 

14. k!. 

15. Prop. Reg. Sec. 1.401(a)(9)-1, EE-113-82, 7/27/87, O&A. J-2(b). 
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