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Dear Taxation Section Members: 

Over the past few months, the Taxation Section has been studying the advisability of 
joining the Multi-Section Lobbying Group. The Group was formed in reaction to 
Keller v State Bar of California 495 US 1 (1990) and Michigan Supreme Court 
Administrative Order 1993-5 which prohibit the use of mandatory State Bar dues in 
legislative lobbying efforts. Our Section, along with the Probate and Estate Planning 
Section, played a major role in the repeal of the Michigan Inheritance Tax. During 
the long odyssey which culminated in repeal, we learned to appreciate the services of 
a good lobbyist. 

Nevertheless, there are valid arguments against participation. The primary one is 
fiscal: the Section would be required to commit as much as $7,400 per year to the 
lobbying group, irrespective of whether we are concerned with a legislative issue. 
Unless the financial commitment is reduced, it alone will preclude our participation. 
Another objection is philosophical: it can be argued that voluntary Taxation Section 
dues should not be spent, in part, to further legislative goals outside of the tax arena. 
So we must decide whether we can afford to participate and whether we want our 
Section dues spent for this purpose. I welcome your comments. 

If we were to commit resources to the Multi-Section Lobbying Group, our Bylaws will 
need to be amended. Currently, our Section's purpose is: 

" ... to study the laws and procedures pertaining to the law of taxation 
and to promote the fair and just administration of local, state, and federal 
tax laws, to study and report upon proposed, necessary, or desirable 
legislation; to promote throughout the State of Michigan, the legal 
education of members of the bar and the public on the problems of 
taxation by sponsoring meetings, institutes, and conferences devoted to 
problems by the preparation and dissemination of pamphlets and 
brochures with respect thereto and by preparing and sponsoring legal 
writings in this field." 

The amendment process affords Section members notice and the opportunity to vote. 
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While we are most visible when we sponsor "meetings, institutes and conferences," 
the Section's Council has devoted considerable time to less apparent pursuits. In 
addition to the lobbying issue, we have: 

• 

• 

• 

Offered our input to proposed structural changes to the State Bar's 
Annual meeting. 

Indicated our opposition to the inclusion of tax law m the legal 
certification program. 

Actively encouraged pro bono involvement and established the position 
of pro bono coordinator on the Taxation Council. 

• Participated in the Ad Hoc Recycled Paper Committee in drafting a 
proposal to encourage the voluntary use of recycled paper. 

Our last major project of the fiscal year will be our involvement in the State Bar's 
Annual Meeting in September. As always, our seven substantive committees have 
prepared educational programs. I hope you will be able to take time from your 
practice to attend some of them. 

Finally, I want to thank Bob Stead for his outstanding work in fashioning our Eighth 
Annual Summer Tax Conference this past June and to thank Karen Nizol for her 
assistance. Due to their hard work and dedication, the Conference was a stunning 
success. 

Very truly yours, 

~ 
Reginald Nizol 
Chairperson 
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Michigan Tax Lawyer-2nd Quarter 1995 

Report of the 
Corporation Committee 
Kenneth W. Kingma, Chairperson 
Kemp, Klein, Umphrey & Endelman, P.C. 
Suite 600 Columbia Center 
201 West Big Beaver Road 
P.O. Box 4300 
Troy, Michigan 48099-4300 
(810) 528-1111 

1. Recent Activities. 
The Corporation Committee and the 
Partnership Committee completed 
their series of meetings on Limited 
Liability Companies by co-hosting 
another joint meeting on May 11, 
1995. The recently issued anti-abuse 
regulations under Subchapter K were 
the topic of discussion. 

Tony Ilardi led the discussion and 
reviewed the genesis of the regula
tions. He also analyzed the difference 
between interpretive regulations and 
legislative regulations and the weight 
given to each by the courts. Tony also 
highlighted recent decisions by the 
U.S. Tax Court and the U.S. Supreme 
Court holding that if a statute is clear, 
then its plain meaning controls irre
spective of legislative history or 
regulatory commentary. Tony then 
applied the rationale of those cases to 
tax law. 

The general discussion that ensued 
on the anti-abuse regulations treated 
them more like a position paper on 
how the IRS would apply th~ substan
tial business purpose doctrine, the 
substance-over-form doctrine and the 
clear reflection of income doctrine to 
partnership tax matters, rather than 
being an expanded analysis by the 
IRS of partnership tax law. Moreover, 
it was noted that Examples 5 and 6 in 
the anti-abuse regulations concerning 
family partnerships were recently 
repealed. 

2. Articles and State of the Law 
Handbook. 
Although certain persons have 
stepped forward to submit tax articles 

and to assist in preparing the corpo
rate tax summary for the annual 
State of the Law Handbook, more 
articles will be needed in the near 
future for publication purposes. 
Members are encouraged to share 
their insight on tax matters to the 
State Bar through the submission of 
tax articles. A tax article published 
in this issue provides practical guid
ance on transfer pricing matters 
under IRC §482, and an upcoming tax 
article will provide an analysis of the 
IRS' systematic approach in recent 
audits to disallow deductions relating 
to non-compete agreements because 
such agreements are allegedly unnec
essary under the law of Michigan and 
other states. 

3. Future Schedule. 
The next Committee meeting will be 
scheduled soon and will likely focus 
on proposed tax legislation in Con
gress. Of course, anyone having a 
recommended discussion topic should 
submit it promptly. 

Report of the Employee 
Benefits Committee 
Deborah W. Thompson, Chairperson 
Miller, Canfield, Paddock and Stone, P.L.C. 
150 West Jefferson, Suite 2500 
Detroit, Michigan 48226 
(313) 496-7671 

1. Recent Activities. 
The Committee's last meeting was 
held on June 21, 1995 at the Novi 
Hilton in Novi, Michigan. Committee 
members discussed recent develop
ments in the area including the IRS's 
voluntary collection program for 
Section 403(b) annuities, the Depart
ment of Labor's reduced penalty 
program for delinquent 5500 filings, 
the IRS's "definitely determinable" 
field directive and the IRS's field 
directive on plans with exclusions for 
part-time employees. The meeting 
was followed by a celebration of the 

Reports 
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end of the extended remedial amend- committee members on the topic of 
mEmt period. ''What's New in Estate and Trust 

Taxation." Andy's comments and 
2. Future Schedule. materials covered a number of impor-
The Committee's next meeting tant federal and State of Michigan 
will be at 2:00p.m. on Wednesday, developments. 
September 20, 1995 in conjunction On May 5, 1995, Brian M. Trindell 
with the 1995 State Bar annual (Supervisory Attorney with the 
meeting in Lansing, Michigan. This Internal Revenue Service Estate Tax 
meeting again will be attended by Group) spoke to 27 committee mem-
representatives from the Detroit and hers on the topic of Criteria of and 
Cincinnati District Offices of the Minimizing Problems in Federal 
Internal Revenue Service who will Estate Tax Audits". Following Brian's 
present an update on current issues presentation, Michael H. Obloy (Vice-
affecting Committee members. President at Comerica Bank) gave a 

Jan Radlick of AAA Michigan has report on the legislative efforts of the 
graciously agreed to prepare the American Bankers Association Trust 
employee benefit article for the tax Tax Committee (which is currently 
issue of the Michigan State Bar being chaired by Mike) to obtain a 
Journal. roll back in the income tax rates for 

estates and trusts and an increase 

Report of Estates 
in the estate tax exemption amount. 

3. Future Schedule. l and Trusts Committee On Wednesday, September 20, 1995 
Edward M. Deren, Chairperson at 2:00 p.m. in Lansing, Michigan (in 
Evans & Luptak, P.L.C. conjunction with the 1995 State Bar 
2500 Buhl Building Annu~l Meeting), Steven J. Shanker 
Detroit, Michigan 48226 and Craige L. Stout of Shanker & 
(313) 596-0626 Stout Valuation Consultants, Inc. will 

1. Chairperson's Message. 
make a presentation on the topic of 
''Business Valuation Issues Including 

Congressman Jim McCrery has intro- Discounts and Premiums, Family 
duced H.R.329 which will roll back the Limited Partnerships and Estate 
income tax ratss for estates and trusts Freezes." 
to a more reasonable and equitable Please contact my secretary, Petra 
level. H.R.329 is supported by the Madison at (313) 596-0644 ifyou plan 
American Banker Association, the to attend the September 20th meet-
AICP A, and members of the American ing. I look forward to seeing you. 
Bar Association. Please add your 
support to this effort by contacting 4. Important Developments. 
your Senator and Congressman and On April5, 1995, the House ofRepre-
asking them for their sponsorship of sentatives passed the Contract With 
and support for this bill. While you're America Tax Relief Bill of 1995 as 
at it, please also solicit their support Title VI of the Tax Fairness and 
for the estate and gift tax changes Deficit Reduction Bill of 1995 
included in H.R.1215 (which are (H.R.1215). Included in that Bill is 
described under part 4 of this report). an increase in the estate and gift tax 

2. Recent Activities. 
unified credit exemption equivalent l) from its current $600,000 amount to 

On March 16, 1995, Andrew M. Savel $700,000 for 1996, $725,000 for 1997 
(Senior Vice President of First of and $750,000 for 1998 with the 

6 America) made a presentation to 23 $750,000 amount being adjusted for 
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inflation in post 1998 years. In addi- such businesses. Treasury was di-
tion, inflation adjustments would rected by Congress in the Revenue 
also apply in post 1998 years to the Reconciliation Act of 1993 to complete 
$10,000 annual per-donee gift tax a study by March 1, 1994 of financing 
exclusion; the $750,000 ceiling and credit services businesses to 
amount and special use valuations determine whether the PFIC and 
under Code Section 2032A; the excess passive assets rules should be 
$1,000,000 generation-skipping amended to treat income derived from 
transfer tax exemption; and the value these activities as non-passive. 
of a closely-held business eligible for Entity Classification Treasury is 
the special four-percent interest rate soliciting comments on the check the 
under Code Section 6601 G). box proposal. Under this proposal, 

Regarding the phase out and repeal domestic partnerships and associa-
of the Michigan Intangibles Tax, tions and all foreign taxpayers would 
State Treasurer, Douglas B. Roberts, be able to elect whether to be treated 
has sent out a letter explaining that as taxable or flow-through entities for 
once the new law becomes effective, U.S. tax purposes. For many years 
the Michigan Department of Treasury U.S. investors abroad and their tax 
"will recalculate all1994 returns and advisors have worked creatively with 
send refunds to all those intangibles foreign law provisions, the governing 
taxpayers who are entitled to receive documents of a foreign entity, and the 
refunds (without interest) for 1994 U. S. tax rules on entity classification 
taxes." in order to achieve the best of both 

" 
worlds: limited liability in the foreign 
jurisdiction and flow-through tax 

Report of the treatment in the U.S. This proposal 

International Tax makes sense since it would eliminate 
the contortions engaged in currently 

Law Committee in setting up the foreign entity. 

Edward D. MacDonald, Chairperson 3. Future Schedule. 
Chrysler Corporation Our next meeting should be scheduled 
12000 Chrysler Drive, 416-16-05 during July and will cover foreign tax Highland Park, Michigan 48288 
(313) 956-2877 credit planning. A notice with all the 

details will be sent out soon to mem-
1. Chairperson's Message. hers. If you are not a member of the 
I would appreciate hearing from committee please call me and I'll 

anyone who has suggestions for make sure you receive an invitation. 
future meeting topics or who would 
like to volunteer to present a topic. 

Report of the 
2. Recent Developments. Partnership Committee 
Passive Foreign Investment Co.-
§ 1296. The Service issued proposed William E. Sider, Chairperson 
regulations on April27, 1995 regard- Jaffe, Raitt, Heuer & Weiss, P.C. 
ing exceptions to passive income One Woodward Avenue 
characterization for certain foreign Suite 2400 

banks and securities dealers and Detroit, M I 48226 

e brokers. It is interesting to note that (313) 961-8380 

while financing and credit services 1. Recent Activities. 
businesses conduct activities similar On May 11, 1995, the Committee 
to banks, these rules do not apply to met at the offices of Kemp, Klein, 7 
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Umphrey & Endelman, where Tony 
Ilardi led a discussion of the recently 
finalized Partnership Anti-Abuse 
Regulations at Treas. Reg. §1.701-2. 
Our thanks to Tony for his efforts in 
leading an interesting and lively 
discussion. We spent considerable 
time discussing the carve-out of the 
family partnership examples from the 
scope of the Anti-Abuse Regulations, 
and whether the IRS will find other 
ways to restrict the ability of taxpay
ers to obtain discounts for their gifts 
of partnership or LLC interests. 

2. Recent Developments. 
In late April, the IRS issued Rev. Rul. 
95-37, which addresses the tax as
pects of converting a domestic part
nership into a domestic limited 
liability company. Fortunately, the 
Ruling contains no surprises, and its 
conclusions follow the holdings the 
Service has reached in a number of 
private letter rulings, including 
9416028 (April22, 1994) and 9421025 
(May 27, 1994). Specifically, Rev. 
Rul. 95-37 concludes that: (i) the 
income tax consequences described in 
Rev. Rul. 84-52 will apply, regardless 
of whether the resulting LLC is 
formed in the same state or a differ
ent state than the converting partner
ship; (ii) the taxable year of the 
converting partnership will not 
close with respect to any or all of the 
partners; and (iii) the resulting LLC 
does not need to obtain a new tax
payer identification number. The 
Ruling also states that the same 
analysis would apply if the conversion 
had been from a domestic LLC into 
a domestic partnership. Rev. Rul. 
95-37 does not apply to LLC's taxed 
as corporations or to foreign LLC's 
or partnerships. 

In late March, the Service issued 
perhaps the most surprising author
ity to date impacting the organization 
oflimited liability companies. Notice 
95-14 announces that the IRS and 
Treasury are "considering simplifying 

Michigan Tax Lawyer-2nd Quarter 1995 

the classification regulations to allow 
taxpayers to treat domestic unincor
porated business organizations as 
partnerships or as associations on an 
elective basis." 

As the rational for this simplifica
tion proposal, the Notice states that 
both taxpayers and the Service ex
pend, "considerable resources in 
4etermining the proper classification 
of domestic unincorporated business 
organizations." No one can disagree 
with this assessment. Since the 
release of the initial Wyoming LLC 
Ruling in 1988, the Service has issued 
roughly twenty additional revenue 
rulings or procedures, and almost 
double the number of private letter 
rulings, all dealing with classification 
issues. On the taxpayer side, practi
tioners have had to spend large 
amounts of time (and expense) inter
preting, debating and applying these 
authorities, in often hypertechnical 
ways, to the exclusion of far more 
material issues, such as the tax and 
economic aspects of a client's transac
tion. The proposed mechanism for 
making such an election may possibly 
involve something as simple as check
ing the proper box on a form. The 
Notice invites comments on its simpli
fication proposal and hearings are 
scheduled for late summer. 

The Notice represents a refreshing 
attitude on the part of the IRS and 
the Service's candor in recognizing 
the waste of governmental resources 
on entity classification should be 
commended. While the future of the 
simplification proposal is unknown, 
the comments regarding the Notice 
have so far been unilaterally favor
able from both the government and 
the tax bar. For this reason, it is 
likely that some form of simplification 
in the area will occur. 

3. Future Schedule. 
The next meeting of the Partnership 
Committee will take place in conjunc
tion with the Annual Meeting of the 

( 
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State Bar, September 20, 1995. attendance greatly benefited from 
Meeting topics and speakers will be Eric's presentation. 
announced. 

3. Future Schedule. 
I anticipate that our next committee 

Report of the Practice meeting will be in July of 1995 with 

and Procedure a State Tax subject and possibly a 

Committee 
speaker from the Michigan Depart-
ment of Treasury. All committee 

Eric T. Weiss, Chairperson 
members will be notified of the time 

Bassey and Selesko P.C. 
place and speaker for this meeting. If 

1400 American Center anyone else would like information on 

27777 Franklin Road our next meeting, please give me a 

Southfield, Michigan 48034-2379 call. 
(81 0) 355-5000 

1. Chairperson's Message. Report of the State 
I have been asked to represent the and Local Committee 
Taxation Section at a meeting of the 
Internal Revenue Service's Ethics Gregory A. Nowak, Chairperson 
Forum on June 29, 1995. The goal Price Waterhouse LLP 
of the Forum is to increase communi- 200 Renaissance Center, Suite 3900 
cations and enhance working rela- Detroit, Michigan 48243 

tionships between the IRS and the (313) 568-5282 

practitioner community and will focus 
1. Recent Activities. on new and emerging ethical dilem-

mas faced in working with one an- At our last meeting on April 6, 1995, 
other. The topics will include ethical our guest was Margaret O'Riley 
consequences surrounding the Michigan Business Ombudsman for 
Service's new economic reality audit the Michigan Jobs Commission. 
techniques, market segment special- Margaret discussed MEGA, which 
ization practices, bankruptcy issues, had been enacted two days earlier. 
and pyramiding trust fund withhold- (Talk about a timely topic for a guest 

ing repeaters. If anyone has any speaker!) Margaret shared informa-
comments or suggestions, please give tion with our group regarding the 
me a call so that I can bring them up details of MEGA and the Job Commis-
at the meeting. sions anticipated administration of 

this new program. We were again the 
2. Recent Activities. grateful guests of Honigman, Miller, 
Eric M. Nemeth, Esq., of the law firm Schwartz and Cohn in their Lansing 
ofRaymond & Prokop, P.C. did an office and we had a successful telecon-
outstanding job. as our guest speaker ference link with the second group of 
on a topic entitled "Criminal Tax participants hosted by Jim Navis at 
Matters and the I.R.S." at our last Honigman's office in Detroit. 
meeting on April27, 1995. He pro- We also discussed other recent 
vided detailed information on the legislative and case law develop-
criminal investigative process having ments. We discussed the creation of 
acquired such knowledge from his a "Commissioner Liaison Subcommit-

e years of experience as a Special tee" to continue our dialogue with the 
Assistant U.S. Attorney of the U.S. Commissioner of Revenue. There was 
Department of Justice. Those in substantial interest among the par-
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ticipants in the meeting to form such late all1994 returns and send 
a subcommittee. refund without interest to all those 

We also discussed the Michigan intangibles taxpayers entitled to 
Department of Treasury's request for receive refunds for 1994 taxes. 
volunteers to participate in a newly Single Business Tax - Public 
created "Tax Technology Advisory Act 1 of 1995 removes taxpayer 
Panel". The role of this panel would payments for employer FICA 
be to meet on a periodic basis with (social security) contributions from 
Department of Treasury officials to the single business tax base begin-
dialogue regarding various technology ning in 1995. Public Act 6 removes 
issues affecting taxpayers and the taxpayer payments for state and 
Department of Treasury. federal unemployment compensa-

tion funds, and for worker's com-
2. Recent State and Local Tax pensation insurance from the 

Developments. single business tax base beginning 
A. Governor Engler's Tax in 1995. 

Reforms Enacted B. Michigan Treasury Issues 
Income Tax - Public Act 2 of 1995 Updated Bulletins Address-
increases the personal exemption ing Penalties, Nonprofits, 
to $2,400 beginning in tax year and Interest Rates 
1995. The personal exemption in The Michigan Department of 
1996 will be the same as the per- Treasury has released the follow-
sonal exemption for 1995. In 1997, ing Revenue Administrative c the personal exemption will be Bulletins (RABs) for publication: 
increased by $100. Beginning in 
1998, the personal exemption will 1995-3 Sales and Use Tax -
be indexed to the U.S. consumer Nonprofit Entities 
price index (Public Act 3 of 1995). (Approved 3/30/95, 
Public Act 7 of 1995 creates a new replaces RAB 1990-3) 
nonrefundable income tax credit 1995-4 Penalty Provisions 
for college tuition and uniformly- (Approved 3/30/95, 
applied fees paid on behalf of a replaces RAB 1991-16) 
student or the taxpayer beginning 1995-5 Interest Rate (Approved 
in tax year 1995. 4/7/95, replaces RAB 
Intangibles Tax - Public Act 4 of 1994-11) 
1995 increases the statutory de-
duction for the intangibles tax c. See State and Local Tax 
imposed from $175 ($350 for ajoint Update Column for 
return) to $280 ($560 for a joint Summary of Recent Cases. 
return) for calendar year 1994 (or 
a fiscal year ending in 1994). 3. Future Schedule. 
Public Act 4 of 1995 also reduces We hope to schedule the next meeting 
taxes owed for the 1994 and 1995 of the committee in July. Our hope 
tax year by 25 percent. Public Act is to have a representative of the 
5 of 1995 fully repeals the intan- Attorney General's office as our guest 
gibles tax beginning in tax year to discuss state tax litigation issues 
1998. The Department in a recent and the relationship between the 
notice has committed that taxpay- Attorney General's office and the Tax 
ers will not be required to file Bar in Michigan. Notices regarding () amended 1994 returns to receive the next meeting should be sent out 
their 1994 refunds. The Depart- shortly. 
ment indicates that it will recalcu-

10 
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Avoiding Penalties through Documentation: 
A Practical Guideline and Workplan for 
Intercompany Transfer Pricing 
By Peter S. Beveridge and Brian T. Baucke developing the necessary "contempo

Introduction. 
The final regulations for intercom
pany transfer pricing under Internal 
Revenue Code (I.R.C.) §482 were 
released on July 1, 1994. Four days 
later on July 5, 1994, the regulations 
that conform the temporary regula
tions on accuracy-related penalties 
under I.R.C. §6662 to the final section 
482 regulations were also released. 
Much has been written analyzing the 
regulations under §482 and §6662; 
however, little has been written 
regarding their implementation. 1 

Taxpayers applying these rules to 
their 1994 and subsequent tax years 
face a large challenge and an increase 
in compliance work to avoid penalties 
on transfer pricing adjustments.2 

Furthermore, taxpayers who 
previously accepted the transfer 
prices used for financial statement 
purposes as arm's-length prices for 
tax purposes must now test them 
against comparable uncontrolled 
prices or profitability results of un
controlled businesses before their tax 
return is filed. The testing (which 
involves the gathering of necessary 
"contemporaneous" documentation) is 
needed to satisfy the reasonable 
cause and good faith conditions under 
the penalty regulations to avoid the 
possible 20 percent and 40 percent 
penalties which can be imposed on 
transfer pricing adjustments by the 
Internal Revenue Service (IRS).3 

Given the potential for and the 
magnitude of penalties assessable on 
proposed transfer price adjustments, 
persons in charge of tax matters for 
business taxpayers (referred to as 
"Tax Directors" in this article) should 
consider any proposed transfer price 
adjustment as a possible "career 
breaker." Accordingly, Tax Directors 
should have already focused on 

raneous" documentation with respect 
to their 1994 and subsequent tax 
returns. This compliance effort is 
generally a function of the number 
and complexity of the related entities 
and transactions involved and the 
level of the taxpayer's tolerance for 
risk. Most taxpayers should be as 
risk-averse as possible on transfer 
pricing. To assist Tax Directors in 
developing the necessary "contempo
raneous" documentation for their 
1994 and subsequent tax returns . 
and to help other interested readers 
understand what is actually involved 
in such a project, the balance of this 
article discusses, from a practical 
standpoint, the documentation re
quirements of the regulations and 
the actions needed for conducting a 
typical transfer pricing study.4 

The Documentation 
Requirements. 
I.R.C. §6662 provides for penalties in 
the case of substantial and gross 
valuation misstatements in transfer 
pricing.5 These penalties have put 
"teeth" into the transfer pricing rules. 
They include and are referred to as 
the "transactional" penalty of Treas. 
Reg. §1.6662-6T(b) and the "net 
adjustment" penalty of Treas. Reg. 
§1.6662-6T(c). 

The penalty for a substantial 
misstatement is an additional 20 
percent of the underpayment oftax.6 

The penalty for a gross valuation 
misstatement is 40 percent of the 
underpayment oftax.7 Neither the 
gross nor substantial valuation 
misstatement penalties are deduct
ible for tax purposes. 

Taxpayers who undergo an IRS 
audit of their transfer pricing should 
expect transfer price adjustments to 
be proposed. To exclude a transfer 
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price adjustment from both the 
"transactional" and "net adjustment" 
penalties in taxable years beginning 
after December 31, 1993, the tax
payer must: 

(1) Establish that it selected and 
applied the "best" transfer price 
method (either a specified or 
non-specified method under the 
section 482 regulations) and 
that its use of that method was 
reasonable.8 

(2) Prepare documentation (which 
must be in existence at the time 
the tax return was filed) which 
supports the pricing methodol
ogy and establishes that the 
selected method used was 
reasonable. 

(3) Provide the documentation to 
the IRS within 30 days of a 
request.9 

When a specified transfer pricing 
method is used, the documentation 
needed to avoid the "transactional" 
and "net adjustment" penalties will 
be met if the taxpayer maintains 
sufficient documentation establishing 
that the taxpayer reasonably con
cluded, given the available data and 
the applicable pricing methods, that 
the method and its application pro
vided the most reliable measure of an 
arm's length result under the ''best 
method" rule of Treas. Reg. § 1.482-
1(c).10 When an unspecified transfer 
pricing method is used, the documen
tation needed to avoid those penalties 
will be met if the taxpayer maintains 
sufficient documentation establishing 
that, given the available data, none 
of the specified methods was likely 
to provide a reliable measure of an 
arm's length result and that the 
unspecified method was selected and 
applied in a way that would likely 
provide an arm's length result.11 

The exceptions to the "transac
tional" and "net adjustment" 
penalties may be referred to as the 
specified and unspecified method 
exclusions. The required documenta
tion to satisfy both exclusions is 

Michigan Tax Lawyer-2nd Quarter 1995 

divided into three categories: princi
pal, background, and tax return 
documentation. The principal and 
background documents required for 
both exclusions are the same and 
are provided in Treas. Reg. §1.6662-
6T(d)(2)(iii) (1994). 

Principal Documents. 
The following is a listing of the princi
pal documentation required under 
Treas. Reg. §1.6662-6T(d)(2)(iii)(B) 
(1994): 

(1) A business overview including 
analysis of economic and legal 
factors affecting pricing. 

(2) An organization chart. Discus
sion of the organization should 
include the relationships be
tween the taxpayer and its 
related parties and affiliates 
when transactions between 
such persons directly or indi
rectly affect the pricing of 
property or services. 

(3) Documentation explicitly re
quired by I.R.C. §482 (1994). 

(4) A description of the specified 
or unspecified method used 
and why it was selected. 

(5) A description of the alternative 
methods that were not used and 
an explanation of why they were 
not selected. 

(6) A description of the controlled 
transactions. 

(7) A description of the 
comparables used, how they 
were evaluated and adjusted. 

(8) An explanation of the economic 
analysis and projections relied 
upon in developing the method. 

(9) An index of the principal and 
background documents and a 
description of the recordkeeping 
system. 

Background Documents. 
The assumptions, conclusions and 
positions contained in the principal 
documents will ordinarily be based 
on and supported by additional back
ground documents.12 The items which 
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comprise background documents are 
dependent upon the taxpayer's spe
cific facts and circumstances. Back
ground documents may include the 
documents listed in Treas. Reg. 
§1.6038A-3(c) (1994), such as original 
entry books, transaction records, and 
records from which material profit 
and loss statements can be compiled 
in a reasonable amount of time. 

Tax Return Documentation. 
Documentation regarding the use 
of a specified or unspecified transfer 
pricing method must be attached to 
tax returns. The final penalty regula
tions require that a taxpayer using 
the profit split method (which is a 
specified method) must annually 
report that fact on a statement 
attached to its federal income tax 
return. The statement must be titled 
"Disclosure of profit split methodol
ogy required by §1.6662-6T." The 
taxpayer must also disclose on the 
tax return the kind of profit split 
method used as well as the combined 
operating profit and the split of that 
profit among the controlled entities. 13 

A taxpayer that uses an unspeci
fied method must also report that fact 
on a statement filed with its federal 
income tax return. 14 That statement 
must be titled "Disclosure of use of 
unspecified method required by 
§1.6662-6T."15 

Furthermore, a taxpayer that is a 
party to a lump sum payment for the 
transfer of an intangible must annu
ally report that fact on a statement 
attached to its federal income tax 
return. 16 The statement must disclose 
the calculation of the arm's length 
consideration for the transfer and 
must be titled "Disclosure of lump 
sum payment required by §1.6662-
6T." 

Even though the general applica
tion of the tax return documentation 
rules appears to be relatively straight 
forward, some issues do exist. One 
issue of particular importance to 
taxpayers that are service companies 

is whether intercompany service 
transactions are an ''unspecified 
method" and, accordingly, must be 
disclosed on a statement attached 
to the taxpayer's federal income tax 
return. 

Intercompany service transactions 
are a type of transaction for which no 
methods have been specified in the 
final 482 regulations. The IRS has 
initiated a regulation project to revise 
the 1968 service regulations to be 
consistent with the 1994 ''best 
method" approach. However, in the 
meantime, intercompany service 
transactions are deemed to be an 
"unspecified method" and must be 
disclosed as such on the taxpayer's 
federal income tax return. 

A sample of the type of statement 
which might be used to document the 
existence of intercompany service 
transactions as an unspecified 
method is as follows: 

"DISCLOSURE OF USE OF UN
SPECIFIED METHOD REQUIRED 
BY §1.6662-6T 

Taxpayer is a multinational com
pany with entities in various loca
tions. The taxpayer and its affiliates 
perform services for each other. Inter
company services are a type of trans
action for which no methods are 
specified (Treas. Reg. §1.6662-
6T(d)(3)(ii)(C)). Taxpayer's intercom
pany services are charged using 
methods determined in accordance 
with the regulations under Treas. 
Reg. §1.482-2(b)." 

A Transfer Pricing Study. 
After having generally presented the 
required principal, background, and 
tax return documentation, it is appro
priate to discuss the process that 
creates these documents. While there 
is no "cookbook" approach to transfer 
pricing that will satisfy every 
company's facts and circumstances, 
there are certain similarities in many 
prior successful transfer pricing 
studies. Three important similarities 
are the use of an extensive planning 
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process, the development of an orderly 
workplan, and the determination of 
specific action steps. 

The Planning Process. 
Because of the size and potential 
resource requirements of many 
transfer pricing studies, companies 
often spend a considerable amount 
of time "front-loading'' the project. 
Companies appear to have the most 
success when one person is given the 
overall responsibility for transfer 
pricing. This person generally orga
nizes a multi-disciplined team which 
provides knowledge and work capacity 
to the project. To the extent possible, 
the transfer pricing team should 
include individuals such as the Con
troller and his or her financial staff, 
the sales and marketing staff (pric
ing), the tax department, and internal 
legal counsel. The transfer pricing 
team should also include representa
tives from the related parties that 
have transactions with the taxpayer. 
The company should consider whether 
a qualified professional should also be 
a member of this team. 

The final regulations contain five 
factors that are relevant to the deter
mination of whether a taxpayer rea
sonably concluded that the method 
selected and its application provided 
the most reliable measure of an arm's 
length result. One of these factors is 
the extent to which the taxpayer is 
relying upon a study performed by a 
qualified professional. 17 The 
professional's role on this team could 
vary from providing advice during 
the process to actually leading the 
team. Companies often consider the 
availability and expertise of company 
personnel as well as the apparent 
complexity and scope of the project 
in arriving at a conclusion regarding 
the role of a qualified professional. 

The team should be given a set of 
objectives which, depending upon the 
facts and circumstances, could in
clude: 

(1) Assessing potential exposures 
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and considering remedial steps. 
(2) Developing the economic analy

sis and documentation neces
sary to defend current inter
company pricing policies. 

(3) Developing documentation 
procedures to defend intercom
pany pricing on an on-going 
basis. 

( 4) Providing a basis for making 
recommendations related to 
current transfer pricing meth
ods and alternatives for future 
transactions. 

(5) Considering the potential for 
an Advance Pricing Agreement. 

The objectives mentioned above 
generally relate to the process of 
complying with the transfer pricing 
rules and penalty provisions of the 
I.R.C. Companies may find it valuable 
to coordinate this project with other 
business goals or activities by provid
ing information for negotiations 
regarding product pricing to custom
ers, by evaluating the success of 
different lines of business, and by 
monitoring the financial status and 
position of competitors. However, 
developing financial information on 
a product line basis in this detailed 
format may present a hazard to 
taxpayers if the information were 
to be known to competitors and/or 
customers who could use the informa
tion to obtain price concessions and/ 
or to undercut the taxpayer's pricing. 
Because compliance with the transfer 
pricing and penalty provisions will 
require a significant commitment of 
time and other resources on the part 
of a company, the planning process 
should maximize the value that a 
company receives from the exercise. 

Developing the Workplan. 
After a team is organized and its 
objectives established, one of the 
first tasks it should address is the 
development of a workplan to serve 
as the road map for accomplishing 
the objectives of the transfer pricing 
team. The workplan usually is divided 
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into the following phases: Strategic 
Evaluation and Functional Analysis, 
Economic and Financial Analysis, 
and Implementation and Documenta
tion. 

Strategic Evaluation 
and Functional Analysis. 
This phase of the workplan develops 
the company's key economic factors 
through an analysis of its functions 
performed, risks borne, contractual 
terms, economic conditions, and its 
property or services involved in 
business operations. This information 
will be used to evaluate the results 
of transactions between the company 
and related parties and will require a 
significant amount of fact gathering. 

Financial statements, intercom
pany agreements and financial infor
mation by business segment and 
product line or division are obtained 
and reviewed during this phase. 
These sources of information often 
provide general information related to 
the company's financial and business 
operations and help identify specific 
areas and locations which deserve 
more detailed analysis. 

After reviewing the general infor
mation, more detailed information is 
gathered and interviews are usually 
conducted with operating and finan
cial personnel who are knowledgeable 
about the company and its transac
tions. In conducting this functional 
analysis, it is typical for the transfer 
pricing team to also visit plant loca
tions to review and observe the activi
ties of the company. Significant 
information about the intercompany 
transactions can be obtained from the 
operating staff, not to mention other 
material such as internally produced 
plant brochures, manufacturing or 
distribution process descriptions, 
marketing brochures and additional 
product line or standard cost data. 

Working from a personnel organiza
tion chart, interviews should be 
conducted with operating personnel 
such as the plant manager, plant 

controller, quality assurance person
nel, research and development per
sonnel, sales and marketing staff, and 
product design and testing personnel. 

The additional information and 
interviews should help identify and 
compare the economically significant 
activities undertaken and the re
sources employed, including the types 
of assets and valuable intangible 
property used in the company's 
controlled and uncontrolled transac
tions. The functions, contractual 
terms, risks, economic conditions, 
and nature of the property or services 
should be identified for the controlled 
and uncontrolled transactions. 

In this phase of the workplan, the 
transfer pricing team should also 
seek to understand the determination 
of prices to and from related and 
unrelated parties. Depending upon 
the facts and circumstances, this 
information may be relatively easy 
or extremely difficult to obtain. For 
example, a service company that 
provides services to a foreign related 
company may use a very simple cost 
plus methodology for determining the 
price charged for those services. At 
the other extreme, a manufacturer 
which purchases a multitude of 
different parts from a related party in 
varying stages of completion may 
have an extremely complex pricing 
relationship that will require more 
time and resources to analyze. 

After the information related to the 
controlled and uncontrolled transac
tions and the determination of prices 
has been gathered, any potential 
comparable transactions should be 
identified. In general, two transac
tions do not need to be identical to be 
considered comparable, but they must 
be sufficiently similar to provide a 
reliable measure of an arm's length 
price. If material differences between 
the controlled and uncontrolled 
transactions exist, then economic 
adjustments must be made if the 
effect of the differences on prices or 
profits can be ascertained with suffi-
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cient accuracy to improve the reliabil
ity of the results. The functions, risks 
borne by the related parties, contrac
tual terms, economic conditions 
surrounding the transactions, and the 
similarity of the property or services 
should be analyzed to determine the 
comparability of two transactions. 

The information gathered above 
will only identify potential compa
rable transactions that the company 
might have with an unrelated party. 
Other possible sources of comparable 
transactions which should be evalu
ated are the unrelated party transac
tions of a related party (indirect 
comparables). This possibility is 
particularly likely when a U.S. 
company purchases products from 
a related foreign entity. If the related 
foreign entity sells these same prod
ucts to unrelated U.S. or foreign 
entities, then these sales could be 
considered comparables. 

Competitive bids are also a poten
tial source of comparable transactions. 
Due to the devaluation of the dollar 
versus the Japanese yen and German 
mark, companies that traditionally 
purchased most of their parts or 
materials from foreign related parties 
are considering or have begun to 
purchase more parts or materials 
in the U.S. As a part of this process 
these companies are asking for and 
receiving a number of unrelated bids 
for parts. While a taxpayer should 
not place total reliance on competitive 
bids or foreign transactions, these 
transactions may be evaluated as 
a part of the total transfer pricing 
process and possibly tested using 
another method. 

In addition to obtaining information 
from related foreign parties in connec
tion with possible comparable transac
tions, there can be transactions in 
which the tested party is the foreign 
related entity. If the foreign related 
party performs the simplest set of 
functions in a transaction, then deter
mining an arm's length comparable 
may be easier and may provide a 
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better comparable than testing the 
U.S. side of the transaction. For 
example, a foreign related party that 
purchases goods exclusively from a 
related U.S. company, processes the 
goods, and then exclusively sells the 
goods back to the U.S. company, may 
be the simpler tested party 
(e.g.,contract manufacturer). 

The functional analysis should 
conclude on the risks borne by the 
related parties, the key activities 
conducted and their impact on profit
ability of the related parties. The 
conclusion should also discuss the 
ownership of valuable and/or non
routine intangible property such as 
brandnames, trademarks, markets, 
customer lists, manufacturing pro
cesses, product warranty exposures 
and other risks. The effect of foreign 
currency on the transaction should 
also be included in the conclusion. 

Economic and Financial Analysis. 
Based on the functional analysis 
discussed above, the company's 
financial results should be analyzed 
against comparable uncontrolled 
transactions and/or independent 
companies' comparable profits in 
this phase of the transfer pricing 
workplan. The results of this compari
son will dictate to what extent, 
if any, consideration should be given 
to changing the transfer price on 
transactions with foreign related 
companies. 

Because several activities will be 
occurring in this phase, it is impor- . 
tant that these activities are per
formed in the proper order to simplify 
the process. Transactions within each 
business segment should be grouped 
by product or product lines. Arm's 
length ranges for each product or 
product line transfer price should be 
constructed. 

Each product should be analyzed 
based upon the information accumu
lated in the functional analysis above 
to determine whether comparable 
uncontrolled transactions exist. If a 
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completed before the return is filed (10) Issue a draft report document-
in order to meet the contemporaneous ing a defensible transfer pricing 
documentation requirement and be policy. 
available for delivery to the IRS (11) Implement new pricing policies 
when and if they arrive to audit and develop new intercompany 
the company's intercompany agreements and general trans-
transactions. fer pricing policy statements. 

Specific Action Steps. 
Issue final report. 

(12) Consider the use of an Advance 
To accomplish the objectives estab- Pricing Agreement. 
lished in the planning process and to 
implement the workplan, the transfer Advance Pricing Agreements. 
pricing team should establish specific To the extent the results of the study 
action steps. The following is an indicate that an adjustment is neces-
example of specific action steps that sary, an Advance Pricing Agreement 
normally take place when conducting (AP A) should be considered as a 
a transfer pricing study: possible way to facilitate a settlement 

(1) Request, obtain and review with the IRS and eliminate the 
relevant documents and taxpayer's risk that its transfer 
financial information. prices will be adjusted on audit. 18 

(2) Conduct and document inter- The AP A Program was designed 
views with company personnel as an alternative dispute resolution 
who are knowledgeable regard- process by the IRS. The AP A Program 
ing the company's intercompany supplements the traditional adminis- ( transactions. Perform a func- trative, judicial, and treaty mecha- ', 

tional analysis and prepare a nisms for resolving intercompany 
draft Functional Analysis pricing issues. The AP A process 
Summary to be reviewed by can also be used by a taxpayer to 
appropriate company personnel. obtain guidance on specific issues 

(3) Search computerized and other affecting the taxpayer's transfer 
databases for potential compa- pricing methodology. 
rable uncontrolled transactions 

Summary. and profit results. 
(4) Identify and analyze any With the completion of a transfer 

potential internal comparable pricing study, a taxpayer should have 

uncontrolled transactions. contemporaneous documentation to 
(5) Develop internal product line protect against penalties arising from 

financial analyses. any proposed transfer pricing adjust-

(6) Search computerized and other ments. Additionally, Tax Directors 

databases for comparable profit and company managers should have 

method data. extensive information available after 

(7) Perform economic analysis and a transfer pricing study has been 

make appropriate economic completed to identify possible tax 

adjustments to the comparable saving opportunities. They may be 

uncontrolled transactions and/ able to shift some functions and risks 

or profit results. between entities and also to cause 

(8) Conduct meetings to discuss potential income or loss to shift from 

tentative results of the study. one entity to another. Based on the 

Review viable options for results of the study, it may also be 

pricing methods and ranges possible to plan for the change in ~·, 

of profits results. ownership of intangible assets or to _j 

(9) Draft an Economic Report based change the nature of a company's 

18 on the work performed above. operations to achieve better tax 
results. 
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ENDNOTES -----------------------------
1. The final section 482 regulations are effective for tax years beginning on or after October 6, 1994 (90 days 

after their July 8, 1994, publication in the Federal Register), but taxpayers may elect to apply them retroac
tively to all open years. Proposed regulations governing cost-sharing for research and development, which 
were issued in 1992, remain in proposed form, but final rules are expected to be issued in the near future. 
Similarly, the section 1.482-2 regulations governing intercompany loans, services, and the use of tangible 
property have not been updated from their previous form under the 1968 regulations. Updated regulations 
conforming these regulations are currently in preparation. 

Taxpayers not electing to apply the final section 482 regulations to open years before October 6, 1994, must 
apply the Temporary section 482 regulations issued in July, 1993, which are applicable for tax years 
beginning after April 21, 1993. For tax years beginning prior to April 21, 1993, the 1968 regulations are 
applicable. 

2. 1994 calendar year taxpayers will have until September 15, 1995, (due date for a timely filed return with 
extensions) to meet the "contemporaneous" documentation requirement. 

3. Treas. Reg. §1.6662-6T(b)(3)(1994) for avoidance of the transactional penalty of Treas. Reg. §1.6662-6T(b) 
(1994). Treas. Reg. §1.6662-6T(c)(1) and (6) (1994) for avoidance of the net section 482 adjustment 
penalty ofTreas. Reg. §1.6662-6T(c) (1994). 

4. This article assumes a basic level of understanding of the transfer pricing and penalty regulations. 
5. I.R.C. §6662(e) and (h)(1994). 
6. I.R.C. §6662(a) (1994). 
7. I.R.C. §6662(h) (1994). 
8. The specified methods for the transfer of tangible property are: 

(1) Comparable uncontrolled price method (CUP). 
(2) Resale price method (RPM). 
(3) Cost plus method. 
(4) Comparable profits method (CPM). 
(5) Profit split method. (Treas. Reg. §1.482-3 (1994)). 

For intangible property, the specified methods are: 
(1) Comparable uncontrolled transaction (CUT). 
(2) Comparable profits method (CPM). 
(3) Profit split method. (Treas. Reg. §1.482-4 (1994)). 

9. I.R.C. §6662(e)(3)(B) (1994). 
10. Treas. Reg. §1.6662-6T(d)(2)(ii) (1994). 
11. Treas. Reg. §1.6662-6T(d)(3) (1994). 
12. Treas. Reg. §1.6662-6T(d)(2)(iii)(C) (1994). 
13. Treas. Reg. §1.6662-6T(d)(2)(iii)(D) (1) (1994). 
14. Tr~as. Reg. §1.6662-6T(d) (3)(iii)(C) (1994). 
15. Treas. Reg. §1.6662-6T(d)(3)(iii)(C) (1994). 
16. Treas. Reg. §1.6662-6T(d)(2)(iii)(D)(2)(1994). 
17. Treas. Reg. §1.6662-6T(d)(2)(ii)(D)(1994). 
18. Rev. Proc. 91-22, 1991-1 C. B. 526. This revenue procedure contains the procedures for taxpayers to 

follow for the purpose of entering into an Advance Pricing Agreement. The IRS has recently announced 
(Announcement 95-49) a proposed revenue procedure which, if published in final form, would update and 
supersede Rev. Proc. 91-22. 
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Considerations in Transferring 
Assets to a Foreign Entity 
By Edward D. MacDonald 

and Larry J. Ainslie 

Many U.S. companies are experienc
ing the need to expand their opera
tions into foreign markets in an effort 
to compete in what has truly become 
a global marketplace. In the rush to 
go global it is extremely important to 
analyze the tax implications and plan 
accordingly. As much as the business 
and operating folks dislike talking to 
the tax people, this is an area where 
tax planning is time well spent. In 
many case, this will require the tax 
department to actively seek out 
information on the international 
plans of the business and operating 
people. 

Companies often choose to conduct 
their business outside the U.S. 
through a wholly or partially owned 
foreign entity. One of the major 
concerns in structuring operations in 
this manner will be the transfer of 
various tangible and intangible 
assets such as equipment, technology, 
and patents from the U.S. company. 
This is where it becomes tricky 
because certain appreciated assets in 
an outbound transfer are considered 
tainted-that is, the income produced 
by the property would no longer be 
subject to U. S. tax in the hands of 
the foreign corporate transferee. This 
article will give a brief overview of 
some of the tax considerations in 
transferring assets abroad. 

The method of transferring such 
assets will determine the tax conse
quences to the transferor and trans
feree. The most common way to 
transfer assets is by a sale, a license, 
or a lease. Each of these methods 
result in the U.S. corporation trans
ferring the assets to the foreign entity 
for cash or other consideration. To 
qualify as a sale the transferor must 
grant all substantial rights of eco-

nomic value in the asset. 1 Generally, 
the exclusive right to "make, use, 
and sell" products using a patent or 
know-how within all the territory of 
a least one country must be conveyed 
for gain on the sale of a patent or 
know-how to qualify as capital gain. 
Numerous exceptions exist that must 
be weighed on an aggregate basis to 
see whether substantial rights have 
been retained. 2 A license or lease 
gives the transferee the right to use 
an asset for a specific time in ex
change for a lump sum or payments, 
which are often contingent on the use 
or productivity of the asset. 

Generally, the tax consequences of 
aU. S. corporation selling, licensing, 
or leasing assets to a foreign entity 
are the same as the· tax consequences 
applicable to such taxable transfers 
to a domestic entity. However, 
several important issues should be 
considered. 

First, a sale potentially generates 
capital gain income to the transferor. 
This is a desirable tax consequence 
if there is a favorable differential 
between capital gains and ordinary 
income tax rates or if the U.S. 
corporation has capital losses to 
offset against capital gains. 

Second, if the U.S. corporation 
controls the foreign corporation, 
the sale, license, or lease must be 
at arm's length to avoid potential 
income reallocation under §482. It 
should also be noted that if a lump
sum amount is paid for an intangible 
asset, it may be subject to IRS scru
tiny and periodic adjustment if, with 
the benefit of hindsight, the lump 
sum paid for the intangible asset 
ceases to be commensurate with the 
income attributable to the intangible 

Third, whether the foreign entity 
will be allowed a deduction for foreign 
tax purposes with respect to its 
payments in connection with the sale, 
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license, or lease of assets. Although 
most countries allow deductions for 
arm's length payments made to a 
U.S. corporation, some countries 
prohibit payments for technology 
or other transfers to a nonresident 
transferor, particularly if the 
transferor controls the foreign entity. 

Finally, it must be determined 
whether the taxpayer can transfer 
the asset to the foreign entity in a 
nonrecognition transaction. While the 
Code allows the tax-free transfer of 
certain operating assets, §§367 and 
1491 require gain recognition for 
many outbound asset transfers. 

Section 367. 
Prior to the enactment of §367's 
predecessor, a taxpayer could 
transfer assets with unrealized 
appreciation to a tax haven country 
and subsequently sell the assets free 
of any tax. Not surprisingly this was 
viewed by IRS and the Treasury 
Department as bad tax policy. There
fore, although tax-free transfers of 
property to corporations are generally 
allowed under §351, §367 severely 
limits the ability to transfer property 
to a foreign corporation without 
recognizing gain. 

Section 367(a) applies to property 
generally, and §367(d) applies to 
certain intangible property. The 
amount of income to be recognized 
differs depending upon the type of 
property transferred. Section 
367(a)(1) contains a general rule of 
gain recognition for §351 transfers 
to a foreign corporation. Thus, aU. S. 
person that transfers property to a 
foreign corporation in an exchange 
described in §351 generally recog
nizes gain. The amount to be recog
nized does not exceed the amount 
that would have resulted from the 
sale of the property.3 Thus, the U. S. 
transferor escapes current U.S. 
taxation on appreciation in the prop
erty that occurs after the transfer to 
the foreign corporation. 

Section 367(a)(1) achieves the 
result of gain recognition by treating 
the foreign corporation as not qualify
ing as a corporation.4 If the transferee 
is not a corporation for tax purposes, 
351 cannot prevent gain recognition. 5 

In that case, the exchange of property 
for stock results in gain recognition 
under §1001. Section 367(a)(1) does 
not, however, prevent §351 from 
applying to a loss.6 Thus, §351 may 
prevent the recognition of loss when 
a taxpayer transfers depreciated 
property to a foreign corporation. 

For intangible property transfers, 
§367(d) imposes special rules when 
U.S. persons transfer certain intan
gible property to a foreign corporation 
in exchange for stock or as a capital 
contribution. In this situation, the 
basic rule of current recognition of a 
fixed amount of gain does not apply. 
The U.S. person is taxed on a deemed 
sale for annual contingent royalty 
payments over the useful life of the 
intangible property for a period of up 
to twenty years.7 The amount of gain 
will reflect the income produced by 
the intangible property in the hands 
of the foreign corporation. This is not 
a favorable situation since the U.S. 
person may be paying U.S. taxes on 
an indefinite amount of income that 
is taxable even if no cash is received 
from the foreign entity. Additionally, 
the foreign entity will not receive a 
corresponding deduction for the 
amount of income subject to taxation 
in the U.S. 

For purposes of this section, 
intangible property is defined as any 

• patent, invention, formula, 
process, design, pattern, or 
know-how; 

• copyright, literary, musical, or 
artistic composition, 

• trademark, trade name, or brand 
name; 

• franchise, license, or contract; 
• method,· program, system, proce

dure, campaign, survey, study, 
forecast, estimate, customer list, 
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or technical data; or 
• any similar item that has sub

stantial value independent of the 
services of any individual. 8 

To avoid triggering twenty years of 
deemed income, the U.S. owners of 
the intangible property may wish to 
license the property to the foreign 
corporation. Royalties will be taxable 
to the U. S. corporation but the 
foreign corporation may be able to 
deduct express royalties under for
eign tax laws. If the U. S. corporation 
controls the foreign corporation, the 
IRS may review the license royalty 
to determine whether the transaction 
is at arm's length under §482. 

Property Used in Active 
Foreign Trade or Business. 
The gain recognition rule of 
§367(a)(1) generally does not apply 
to the transfer of property to a foreign 
corporation for its use in the active 
conduct of a trade or business outside 
the U.S.9 The basic tests for the active 
conduct of a trade or business outside 
the U.S. are: 

• Does the foreign corporation have 
a trade or business? 

• Is that trade or business active? 
• Is that trade or business con

ducted outside the U.S.? 
• Is the transferred property used, 

or held for use, in the trade or 
business?10 

The regulations state that the 
above tests are determined under all 
the facts and circumstances.11 The 
nonrecognition rule for property used 
in an active trade or business outside 
the U.S. does not apply to certain 
types of assets. There are basically 
six types of hot assets: 

• Inventory-type property. This is 
property held primarily for sale 
to customers in the ordinary 
course of a trade or business 
including raw materials and 
supplies, partially completed 
goods, and finished products.12 

• Certain copyrights and composi-
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tions. This generally includes 
a literary, musical, or artistic 
composition, a letter or memo
randum, or similar property 
that was created by the personal 
efforts of the taxpayer that 
transfers it.13 

• Installment obligations and 
accounts receivable .14 

• Foreign currency and other 
property denominated in foreign 
currency. This generally includes 
installment obligations, futures 
contracts, forward contracts, 
accounts receivable, and any 
other obligations entitling their 
payees to receive payments in 
a currency other that U. S. 
dollars. 15 

• Intangible property. Intangible 
property, within the meaning of 
§936(h)(3)(B) does not qualify for 
nonrecognition treatment under 
the active foreign business rule. 16 

• Certain leased property. By the 
terms of §367(a)(3)(B)(v), prop
erty leased by the transferor to 
anyone other than the foreign 
corporation that receives the 
property does not qualify for 
nonrecognition under the active 
foreign business rule. 

Section 1491. 
Another consideration is §1491 which 
may impose an excise tax on certain 
transfers of property to foreign 
corporations. The excise tax is more 
severe than gain recognition under 
§367 since no increase in the foreign 
entity's basis is allowed. This tax 
applies if the transfer occurs "as 
paid-in surplus or as a contribution 
to capital." Therefore, §1491 should 
not apply to a sale of property or to 
an exchange of property for stock 
provided that the value of the prop
erty transferred does not exceed the 
amount received in exchange. If 
§1491 is applicable, a 35 percent tax 
applies to the excess of the fair 
market value of the property over the 
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sum of the adjusted basis of the 
property and any gain recognized 
on the transfer. 

The §1491 tax does not apply to 
four types of transactions listed in 
§1492. As a result, §1491 has a very 
narrow scope. The four types of 
transactions listed in §1492 are: 

• Transfer to a tax-exempt corpora
tion. The transferor must file 
Form 926 and establish the 
exempt status of the foreign 
corporationP 

• Transfer described in §367. 
Section 1491 does not apply to 
a transfer described in §367.18 

Section 367 generally applies to 
a capital contribution to a foreign 
corporation if the transferors, 
just after the transfer, own at 
least 80 percent of the voting 
power. 

• Transfer subject to §367 by 
election. Section 1491 does not 
apply to a transfer with respect 
to which the taxpayer elects, 
before the transfer, to apply 
the principles of §367 .19 The 
taxpayer must file Form 926. 

• Transfer subject to §1057 by 
election. Section 1057 allows a 
taxpayer to elect to treat a trans
fer subject to §1491 as a sale or 
exchange recognizing gain equal 
to the excess of the fair market 
value of the property transferred 
less the adjusted basis of the 
property. 

A taxpayer that makes a transfer 
subject to §1491 must report to the 
IRS on Form 926 even if the transfer 
is tax-free. The form is due on the 
day of the transfer. If tax is due 
under §1491, it must be paid on the 
day of the transfer. 20 

Notification Requirements. 
To provide the IRS with appropriate 
information concerning an outbound 
transfer under §367, notification 
requirements were enacted under 
§6038B. If aU. S. person fails to 

comply with notification require
ments, a penalty equal to 25 percent 
of the gain realized on the exchange 
will be assessed unless the failure 
was due to reasonable cause and not 
due to willful neglect. Also, the three
year statute of limitations will not 
begin to run on any exchange under 
§367 until the proper notification is 
filed. 

The procedure for complying with 
the notification requirements is to file 
Form 926 Return by a Transferor of 
Property to a Foreign Corporation, 
Foreign Estate or Trust, or Foreign 
Partnership, and required attach
ments, with the transferor's tax 
return for the tax year that includes 
the transfer date.21 A failure to 
comply with the requirements of 
§6038B occurs if the taxpayer either 
1) fails to report at the proper time 
and in the proper manner any mate
rial information or 2) provides false or 
inaccurate information in purported 
compliance with the regulations. 

Conclusion. 
This has been a very brief overview 
of an area that is extremely complex. 
However, through proper planning, 
the business objectives of a new 
foreign venture may be accomplished 
while minimizing or eliminating any 
adverse U.S. tax consequences. Good 
luck in going global. 

Edward D. MacDonald is Staff Tax 
Counsel - International and Larry J. 
Ainslie is Senior Tax Counsel - Interna
tional for Chrysler Corporation's Office of 
Tax Affairs in Highland Park, Michigan. 
Both authors wish to thank John L. 
Loffredo and Francis L. Miller for their 
good nature and kind hearts in keeping 
the authors employed in their day jobs. 
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----------------------------- ENDNOTES -----------------------------

1. Bell Intercontinental Corp. v. U.S., 381 F.2d 1004, (Ct.CI. 1967); HookerChems. and Plastics Co. v. U.S., 
591 F.2d 652, 658 (Ct. Cl. 1979). 

2. E. I. du Pont de Nemours & Co. v. U.S., 432 F .2d 1052 (3d Cir. 1970). 

3. Temp. Reg. §1.367(a)-1T(b)(3)(i). 

4. Temp. Reg. §1.367(a)-1T(b)(1). 

5. Section 351 (a) applies only if property is transferred to a "corporation." 

6. Section 367(a)(1) states that it applies ''for purposes of determining the extent to which gain shall be 
recognized." Temp. Reg. §1.367(a)-1T(b)(3)(ii) states that §367 does not provide for the recognition of any 
loss. 

7. §367(d)(2)(A). 

8. §367(d)(1) which refers to the definition of intangible property found in §936(h)(3)(8). 

9. §367(a)(3)(A); Temp. Reg. §§1.367(a)-1T(b)(2)(ii), 1.367(a)-2T(a). 

10. Temp. Reg. §1.367(a)-2T(b)(1). 

11. Temp. Reg. §§1.367(a)-2T(b)(2), (3), (4), and (5). 

12. Temp. Reg. §1.367(a)-5T(b). 

13. Temp. Reg. §1.367(a)-5T(b)(2)0). 

14. §367(a)(3)(8)(ii). 

15. Temp. Reg. §1.367(a)-5-T(D)(1). 

16. §367(a)(3)(8)(iv). 

17. Reg. §1.1492-1 (a)(1). 

18. §1492(2)(A). 

19 §1492(2)(8). 

20. §1494(a). 

21. Reg. §1.60388-1. 



Michigan Tax Lawyer-2nd Quarter 1995 

Sales Tax- No Refund for 
Percentage of Miles Used Outside 
Michigan 

Gainey Transportation Service, Inc 
v Dep't of Treasury, __ Mich App 
_; _ NW2d (1995) 

Gainey Transportation Service, Inc., 
an interstate trucking business that 
purchases tractor trucks in Michigan, 
previously obtained a partial refund 
of sales tax it paid on purchases of its 
vehicles to reflect the percentage of 
miles the vehicles were driven outside 
of Michigan, premised upon Position 
Statement SUW 84-003 issued by the 
Department of Treasury. Gainey 
sought a refund for certain tax years, 
and when the refund was not forth
coming, brought an action in the 
Court of Claims. The Court of Claims 
granted summary disposition to the 
Department, which alleged that SUW 
84-003 was illegally conceived and 
that the Department was without 
statutory authority to confer the 
requested refund. 

On appeal, the Court of Appeals 
affirmed, holding that the Depart
ment had no authority under either 
the revenue act or the sales tax act to 
provide a sales tax refund premised 
upon mileage apportionment. Before 
the Court of Appeals, Gainey asserted 
that SUW 84-003 is impliedly proper, 
given that sales and use taxes are not 
applicable in instances in which they 
contravene constitutional provisions, 
and also averred that without SUW 
84-003, imposition of the sales tax 
would violate· the Commerce Clause 
as being unfairly apportioned. The 
Court, however, found no internal or 
external inconsistencies in applica
tion of the sales tax to the full pur
chase price of the vehicle acquired by 
Gainey in Michigan. The Court also 
declined Gainey's invitation to find 
that the Legislature had adopted 
SUW 84-003 by acquiescence, and 
additionally refused to accord defer-

ence to the Department of Treasury's 
interpretation of the statute, given 
what the Court viewed as a wholesale 
lack of authority for the Department's 
interpretation in the first instance. 

Use Tax- Taxpayer Engaged 
in Retail Sales in Michigan 

World Book, Inc v Dep't of Treasury, 
Court of Claims Docket No. 93-15132-
CM (03/23/95) [Editor's Note: The 
Department of Treasury has appealed 
this case to the Court of Appeals, see 
COA Docket No. 184804] 

During the taxable period, World 
Book, Inc. marketed encyclopedias 
and other products in Michigan 
through the efforts of independent 
sales representatives and employees. 
Orders for its products were taken 
and deposits received in Michigan, 
although the products were delivered 
from out-state sources into Michigan. 
World Book sought to take a deduc
tion from its Michigan use tax 
returns for bad debts it suffered in 
connection with these sales, and the 
Michigan Department of Treasury 
issued an assessment asserting that 
no bad debt deduction is available to 
use tax taxpayers. 

Before the Court of Claims, World 
Book contended that it was subject 
to the sales tax act, not the use tax 
act, so that a bad debt deduction was 
readily available to it. In the alterna
tive, World Book asserted that if it 
must be deemed a use tax taxpayer, 
the Legislature's allowance of an 
exemption for bad debts to sales tax 
taxpayers but not to use tax taxpay
ers violates the Commerce Clause. 
The Court ruled that World Book's 
activities in Michigan were of a 
sufficiently local character to subject 
it to the sales tax act; thus, the Court 
was not compelled to meet the consti
tutional question presented by the 
case. In dictum, however, the Court 
indicated that there are difficulties 
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with the constitutionality of a statu
tory scheme in which sales tax tax
payers receive a bad debt deduction 
but use tax taxpayers do not. 

Use Tax - Industrial Processing 
Exemption Denied to Engine 
Testing Company 

Michigan Automotive Research Corp 
(MARCO) v Dep't of Treasury, MTT 
Docket No. 109067 (3/9/95) (after 
remand from the Michigan Supreme 
Court) 

On remand from the Michigan 
Supreme Court with a directive that 
the Tax Tribunal reconsider the case 
in light of the "reasons stated by 
the dissenting judge in the Court 
of Appeals," the Tribunal again 
considered the question of whether 
Petitioner, who tests engines and 
other equipment owned by others, 
qualifies for exemption from payment 
of use tax under the industrial pro
cessing exemption. Contrary to its 
first decision in this case, the Tribu
nal, after remand, concluded that 
MARCO is not entitled to the claimed 
exemption. 

On remand, the parties stipulated 
to the facts and furnished the Tax 
Tribunal with briefs. In its submis
sion, MARCO contended that in its 
process the engines are transformed, 
altered or modified so as to place 
them in a different composition, form 
or character. MARCO asserted that 
the engines were altered to become 
functionally inoperative or destroyed 
engines as a result to the testing 
procedure and that the engines were 
modified with instrumentation used 
to calibrate and measure data. Re
sponding to the Court of Appeals' 
dissent's indication that a remand 
was necessary to determine "whether 
[MACRO] qualifies for the exemption 
applying the statutory test," the 
Tribunal concluded that, because no 
ultimate sale at retail of the engine 
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was contemplated, the industrial 
processing exemption was unavail
able to MARCO. In addition, the Tax 
Tribunal ruled that change occurring 
from "wear and tear" is not the type 
of change contemplated by the 
exemptive provision; that the reports 
generated by Petitioner for its cus
tomers in connection with the testing 
did not constitute the preparation of a 
product for ultimate sale, but instead 
represented a service which, how
ever essential, did not render the 
purchases nontaxable; and held 
that "[t]he testing done by Petitioner 
on the engines, or the reports sum
marizing said tests, do not meet the 
legislative intent of the statutory 
requirements for the industrial 
processing exemption and are 
excluded from the exemption under 
MCL 205.94(g)." 

PATRICK R. VAN TIFLIN, MICHELE L. 
HALLORAN and KIM D. CROOKS 
prepared the state tax case summaries in 
this issue. Pat, Michele and Kim are 
members of the Jaw firm of Howard & 
Howard Attorneys, P.C. in Lansing. Pat 
directs the firm's State and Local Tax 
practice; Michele is a former administra
tive Jaw judge with the Michigan Tax 
Tribunal; Kim joined Howard & Howard's 
State and Local Tax group in March, 
1995. 
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Structuring Buy-Sell Agreements 
Author: Howard M. Zaritsky 
Published by: Warren Gorham 
Lamont 
210 South Street 
Boston, MA 02111 
Phone: 1-800-950-1205 
Price: $160/Supplemented 
bi-annually at $49 each 

This work addresses the myriad tax, 
estate planning, business planning 
uses and features of Buy-Sell Agree
ments. Among the many interrelated 
issues that a practitioner must con
sider in preparing a Buy-Sell Agree
ment, this work covers the following: 

1. Fundamental rules applicable to 
Buy-Sell Agreements, which 
include the ethical consideration 
related to an attorney's prepara
tion of the Buy-Sell Agreement 
and the conflicts of interest that 
the attorney must try to avoid. 

2. The tax consequences of the 
redemption of shares of the 
stock of a corporation, which 
include the effect of a redemp
tion on the corporation itself 
(i.e., effect on earnings and 
profits and the alternative 
minimum tax). 

3. The income tax treatment of 
sales of stock of a corporation 
pursuant to a Cross-Purchase 
Agreement on both the remain
ing stockholders and the corpo
ration. 

4. The income tax treatment of 
Buy-Sell.Agreements for S 
corporations and their stock
holders, which include the 
second class of stock issue. 

5. The income tax treatment of 
sales with partnership interests 
under a Buy-Sell Agreement, 
which include the allocation of 
the purchase price as well as the 
impact of the family partnership 
rules of Section 704. 

6. The estate, gift and generation-

skipping transfer tax consider
ations of Buy-Sell Agreements, 
which include the use of Buy
Sell Agreements to fix estate 
tax values in light of Code 
Section 2703. 

7. Legal and tax ramifications 
of provisions of a Buy-Sell 
Agreement that restrict various 
types of transfers, which include 
restrictions that should be 
imposed on involuntary 
transfers (i.e., foreclosure on 
a pledge of stock, a divorce or 
legal separation, or a merger 
or consolidation). 

8. Funding of the Buy-Sell 
Agreement with life insurance 
products and other payment 
arrangements. 

9. Business valuation under a 
Buy-Sell Agreement for 
estate tax purposes as well 
as valuation discounts. 

10. Special business planning 
features of Buy-Sell Agree
ments, which include voting 
agreements as well as non
competition and non-disclosure 
provisions made by former 
business owners. 

This work also provides a model 
Buy-Sell Agreement, together with 
alternative clauses and provisions 
which should be used in specialized 
situations. Separate sets of 
material are provided for corporate 
agreements and for partnership 
agreements. All of the forms are 
provided on disks as well. 

CYRUS R. KASHEF is an associate in 
the Farmington Hills firm of Couzens, 
Lansky, Fealk, Ellis, Roeder & Lazar, 
P.C. where he specializes in state and 
local tax law, tax litigation, and business 
mergers and acquisitions. He is a 
member of the State Bar of Michigan. Mr. 
Kashef received his J.D. degree from the 
University of Detroit and his LL.M. in 
taxation from Boston University. 
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LLC Member-Manager Liability for Self 
Employment Tax: Much Confusion Persists 
By Ronald D. Bassey 

There is widespread confusion that 
has resulted from the issuance on 
December 29, 1994 of new proposed 
regulation §1.1402(a)-18, which 
generally provides that for member
managers of a Limited Liability 
Company, the entire distributive 
share of the member-manager will 
be subject to Self Employment tax, 
not just the guaranteed payments 
or salary. 

It is to be noted that Prop. Reg. 
§1.1402(a)-18 does not apply to a 
manager managed LLC. It only 
applies where members are 
appointed managers or where no 
one is appointed a manager. It 
should be further noted that the 
language of the new Prop. Reg. does 
not impute any SE tax to a member 
who is not a manager. On the other 
hand, it defines manager in a fashion 
that suggests that someone who may 
not be formally appointed but who 
participates in the making of man
agement decisions may be subject 
to the new rule. 

The observation has been widely 
circulated that the new proposal is 
to be compared with the provision 
in §1402(a)(13) that for a limited 
partnership, only the guaranteed 
payments, or salary portion is subject 
to SE tax. LLCs were a popular topic 
at the January, 1995 meeting of the 
Tax Section of the American Bar 
Association. Almost all of the 
commentators expressed concern 
that the new proposed regulation 
seemed to go far beyond presently 
existing regulation in asserting when 
a self employment tax is applicable. 
The confusion and concern has been 
addressed repeatedly by knowledge
able speakers in presentations about 
LLCs around the State of Michigan 
since January, 1995. 

Many have expressed concern that 
the rule applies to LLCs which have 
been set up instead of a family lim
ited partnership and which are in
tended to hold stocks, bonds and/or 
real estate and may result in rental 
income, dividends, interest, and 
capital gains. Many have expressed 
the concern that the new proposed 
rules would subject all of these types 
of income to Self Employment tax for 
any member who is also a manager. 

A telephone call to D. Lindsay 
Russell who, together with Marie 
Cashman, drafted the proposed 
regulations resulted in some surpris
ing revelations. Their telephone 
number is (202) 622-3050. 

He pointed out that nothing in 
the new proposed regulation said or 
suggests or was intended to suggest 
that other already existing exclusions 
in §1402(a) do not apply. He points 
out that both §(a) of the new prop. 
reg. as well as the stem in the statu
tory language of §1402(a) indicate 
that the SE tax only applies to the 
distributive share of income or loss 
from a trade or business. It does not 
even begin to apply if the level of 
activity of the LLC does not rise to 
the level of a trade or business. Even 
for a trade or business, rentals from 
real estate and personal property, 
dividends, interest and capital gains 
are excluded from SE tax whenever 
those receipts are not received in the 
course of a trade or business. 

Despite his observations, concern 
exists widely as to whether the new 
proposed regulation is intended to 
replace the application of other 
exclusions. Despite his observations, 
concern has been expressed in the 
professional community whether the 
IRS intends to apply the SE tax to 
the full distributive share where the 
distributive share is derived both 
from the performance of services and 
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the investment of capital, even in a 
trade or business. Concern has also 
been expressed about the status of a 
member manager who holds member
ship interests in different capacities. 

Concern has been expressed that 
all members will be treated as manag
ers pursuant to the definition of 
manager for the purposes of the 
proposed regulation where the mem
ber participates in any management 
decisions or where no managers are 
formally designated. 

In response to inquiry, Mr. Russell 
indicated that he is only aware of a 
couple of calls to the Service which 
addressed this issue. In response to 
the suggestion that it would be enor
mously helpful if the IRS issued some 
form of clarifying announcement, he 
said there has been almost no sugges
tion from the public or professional 
community, and he assertively re
quested the submission of written 
comments despite the passage of the 
formal deadline for their submission. 
He indicated that the IRS is required 
to provide a formal deadline, but in 
this particular area there is great 
interest in receiving expressions of 
suggestion from the professional 
community. 

Accordingly, it may be wise for any 
reader of this commentary who shares 
concern over this confusion to address 
a letter to the IRS suggesting clarifi
cation be announced. The letter may 
be addressed to the following address: 

DOM:CORP:T:R (EE~45-94) 
Room 5228 
Internal Revenue Service 
P.O. Box 7604 
Ben Franklin Station 
Washington, D.C. 20044 

The IRS appears to be looking for 
suggestions as to what might provide 
a clearer and more sensible applica
tion of the rules. One suggestion 
might be to either announce that its 
approach is to treat LLCs as a limited 
partnership. Another suggestion 

might be to announce that LLCs will 
be viewed in the same manner as S 
Corporations. With respect to S 
Corporations, the focus is on whether 
the income received by a shareholder 
is compensation for services or 
dividends earned for the individual's 
investment in the company. 

A very special concern that may 
help justify the wisdom of putting in 
writing to the above address some of 
the concerns over this confusion 
arises from the fact that auditors in 
the field, to say nothing of appellate 
conferees and litigators on behalf of 
the IRS, frequently do not look at the 
intentions of a drafter in Washing
ton, but rather look at the language 
before them, such as in the new 
proposed regulation. If nothing on 
the face of the regulation points out 
that the regulation is still subject to 
all other exclusions in §1402, the 
new proposed regulation presents an 
invitation to conclude that its lan
guage is intended to supersede other 
provisions. Since LLCs are a new 
phenomenon in our society, it is not 
hard to see how this interpretation 
can be made, unless the IRS issues 
clarification. 

RONALD D. BASSEY IS a Shareholder in 
the Southfield f1rm of Bassey and Selesko 
P.C. 
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