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March 3, 1989 

oear Taxation Section Members: 

In a letter to Section members which appeared on this page in the last 
Michigan Tax Lawyer, I asked for comments regarding member needs which could 
be addressed by the Taxation Section. Jeffrey A. DeVree from Grand Rapids 
responded promptly with a concern which needs to be discussed. 

Mr. DeVree noted that the various Taxation Section Committee Reports de
scribe many useful and interesting committee activities, some of which he 
would like to participate in. He expressed concern, however, that many of 
the Section activities may primarily benefit the members of the Council and 
the various committees, and that the activities may not be intended for the 
generai Taxation Section membership. 

The Section Council sees member access to Section activities as fundamental 
to the Section's existence. Thus, when the Council established an extensive 
committee structure in 1986, it specifically decided that Section members 
could join any committee without restriction. Committee membership is not 
conditional on payment of the committee dues, attendance at a specified num
ber of meetings or any other criterion. Similarly, theMichigan Tax Lawyer 
was created in 1988 as a means of disseminating to all Section members not 
just useful substantive material (which it does), but also news about upcom
ing Section and committee activities, personal news regarding Michigan tax 
lawyers, and other practical information which will enable Section members 
to become more involved in Section activities. The Council has also sought 
to directly involve all Section members in Section activities by offering 
two new continuing education programs, the bi-monthly after hours program 
and the annual Summer Tax Conference at Mackinac Island. Although fees are 
charged to cover the Sectjon's out-of-pocket expense in sponsoring these 
programs, they are heavily promoted by the Section in the hope that large 
numbers of members will participate. 

Each of these new efforts was conceived and implemented through the collec
tive efforts of several consecutive Taxation Section Councils. The primary 
goal of each Council was the same - finding better ways to involve the en
tire Section membership in Section activities that would be professionally 
useful and personally rewarding. 

I hope that each of you will give serious thought to how you can become in
volved in these programs. You are not required to pay additional dues or 
write an article to attend a committee meeting. Just show up. You needn't 
be deeply involved in Section activities to benefit personally and profes
sionally from the Summer Tax Conference. You only need to be there. So 
please do what Mr. DeVree did- make arrangements to attend the next meeting 
of the committee which appeals to you most, and make plans to be in Mackinac 
at the end of July. You won't be disappointed. 

Best regards, 

Stephen I. Jurmu 
Chairperson 3 



Reports 
from the 
Committees 

4 

Report of the 
Corporation Committee 
February 24, 1989 
Robert R. Stead, Chairperson 
800 Calder Plaza Building 
Grand Rapids, Ml49503 
(616) 459-8311 

1. Chairperson's Message. 
Our most recent meeting was held 
on February 16, 1989, at the offices 
ofMiller, Canfield, Paddock & Stone 
in downtown Detroit. At that ses
sion, Michael Indenbaum provided 
an excellent discussion of corporate 
tax changes made by the Technical 
and Miscellaneous Revenue Act of 
1988. Mike and I also led a discus
sion on tax aspects of poison pills 
and other defensive strategies to 
corporate takeovers. On behalf of 
the Committee, I would like to 
thank Mike for the time and effort 
that he put into preparing his 
presentation. 

2. Future Schedule. 
The next meeting of the Corporation 
Committee will be held on Thurs
day, May 18, 1989, at the offices of 
Miller, Johnson, Snell & Cummis
key in Grand Rapids. At that 
meeting, Mr. David Kirvan, the 
Single Business Tax Administrator 
at the Michigan Department of 
Treasury, will provide an overview 
of the recent changes made to the 
Michigan single business tax. In 
addition, Mr. Kirvan will discuss 
pending legislative changes to other 
Michigan revenue provisions. 

For those of you considering at
tending this meeting, you may wish 
to take a short drive to Holland for 
the Tulip Festival. The Tulip Festi
val takes place from May 17 
through 20. 
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3. Important Developments. 
Late December 1988 and early 
January 1989 were busy times for 
Congress and the Department of 
Treasury. On December 23, 1988, 
the Internal Revenue Service issued 
its notice of proposed rulemaking on 
regulations under Section 1362 of 
the Internal Revenue Code of 1986, 
as amended. 

These long awaited regulations 
deal with the election, revocation, 
termination, and corporate effect of 
Subchapter S status. In addition, 
on January 4, 1989, the Internal 
Revenue Service issued final regula
tions under Section 355 of the Code, 
dealing with divisive reorganiza
tions under Section 368(a)(1)(D). 

Congress has also remained active 
in the tax area. The House Ways and 
Means Committee is currently con
ducting a series of hearings on lever
aged buyouts with the likely result 
that interest deductions will be 
curtailed on certain acquisition 
indebtedness. Indeed, Representative 
Byron Dorgan (D.ND), a House Ways 
and Means Committee member, on 
January 3rd introduced legislation to 
disallow the interest deduction on 
debt financing the purchase of stock 
in a hostile corporate takeover. In the 
final analysis, it appears that Con
gress is once again destined to wade 
into the debt/equity swamp with the · 
outcome being anyone's guess. 

4. Other Matters. 
If you have any areas of specific 
interest that you would like to 
discuss, please let me know and I 
will put them on the Corporation 
Committee agenda. 



Michigan Tax Lawyer- 1st Quarter 1989 

Report of the Employee 
Benefits Committee 
February 23, 1989 
Robert B. Stevenson, Chairperson 
2o1 South Main, Suite 700 
Ann Arbor, Ml 48104 
(313) 747-7050 

1. Chairperson's Message.. . 
Our meeting held at the NoVJ. H1lton 
on January 17 was well-attended. 
Bill Lieber, one of the aut~ors of 
ERISA, formerly of the Jomt Com.
mittee on Taxation and now PensiOn 
Tax Counsel to the Internal Reve
nue Service, appeared on a panel. 
along with Sherill Siebert of Homg
man, Miller, Schwartz and Cohn, 
Keith Oswald of the Wyatt Com
pany, and Bob Stevenson. Topi~s of 
the discussion included IRS Notice 
88-131, the Code Section 411(d)(6) 
regulations, and pension p~an ~ll:n.d
ing. We thank Bill for agam VlSitmg 
us in Michigan, and we look forward 
to a more complete inventory of tax 
regulations to help answer the many 
issues on which Bill could not com
ment. 

2. Future Schedule. 
Our next meeting will be held on 
May 22 at the Dearborn Inn. Trust
ing that the date will be a pleasant 
day in May, we have scheduled a 
lunch from noon to 1:30 p.m. A 
separate mailing will be sent to 
Committee members requesting 
their advance reservations. How
ever others are also invited. The 
prowam portion of the meeting will 
begin at approximately 1:30p.m. 
Several of our Committee members 
will be speaking on various subjec~s, 
as described below. Also, our special 
guest will be Michael L. Solomon of 
Hahn Loeser & Parks in Cleveland. 
Mike ~ll discuss the treatment of 
employee benefits in employer bank
ruptcies. For the past two years, 
Mike has been a speaker and co-

chairperson of the ABA N ationa_l 
Institute on Employee Benefits m 
Bankruptcy, and he has worked on 
several prominent cases involving 
employer bankruptcies and em
ployee benefits. Mike is also author 
of a portion of the Matthew Bender 
pension service relating to employer 
bankruptcies and the treatment of 
defined benefit plans. 

Along with Mike, we have sched
uled the following speakers from our 
Committee, who will address the 
following topics: 

Steve Lowney-plans investing 
in employer stock. 

Jane Smith-loans from 401(k) 
plans. 

Janet Witkowski-futures 
investing by qualified plans. 

Warren Widmayer-Section 89. 
compliance. 

If any other member has a topic 
he or she would like to present, we 
can likely accommodate one or two 
more speakers on the program. 
Please contact your chairperson if 
interested. 

3. Important Developments. 
Your chairperson, being deluged on a 
daily basis with reams of employee 
benefit updates, will not pretend to be 
a source of general information in this 
regard. However, on the les~-p';lbli
cized local scene, both the Michigan 
Senate and House are again consider
ing legislation which would have ~he 
effect of protecting employee penswn 
benefits in personal bankruptcies. 
On behalf of the Employee Benefits 
Committee, a group including Peter 
Sheldon, Steve Jurmu, Steve Lowney, 
Larry Ferguson, Mark Eby and Bob 
Stevenson have prepared and pre
sented to both the Senate and House 
Judiciary Committees certain infor
mation designed to better inform 
legislators of the workings of federal 
pension law as it affects _these stat~ 
law issues. However, this group did 
not take a position on the merits of 
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the legislation itself. For your infor
mation, the Bills are Senate Bill No. 
44 and House Bill No. 4010. There 
are differences between the two Bills, 
and each Bill is in its formative stages 
at the present time. If you have any 
comments on this topic, this would be 
a good time to make them. Perry Bul
lard is chair of the House Judiciary 
Committee and Rudy Nichols is chair 
of the Senate Judiciary Committee. 

Moving on to federal law, we still 
have available the updated IRS 
Employee Plan Compliance Checklists 
which we received from Dennis 
Micelli of the EP/EO office in Cincin
nati. The checklists are more than 
200 pages in length, and are available 
upon advance payment of $35. Checks 
should be made payable to "Law 
Offices of Robert B. Stevenson" and 
sent to the address which appears at 
the beginning of this report. 

Report of the Estate 
and Trust Committee 
January 30, 1989 
Reginald Nizol, Chairperson 
P.O. Box 222 
Detroit, Ml 48232 
(313) 225-3966 

1. Chairperson's Message. 
As the new chairperson of the com
mittee, I wish to thank my predeces
sor, Dennis Mitzel, for his two years 
of service. Dennis put the committee 
on a firm footing by attracting top
notch speakers. Under his leadership, 
the committee experienced a dra
matic increase in membership and 
activities. 

Our primary goal this year is to 
extend the reach of the committee to 
Section members outside of South
western Lower Michigan. We plan to 
accomplish this by scheduling one or 
more meetings "outstate." A secon
dary goal is to increase our member-
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ship and participation generally. To 
this end, we have added nineteen at
torneys to our roster since November. 

2. Recent Activities. 
Gregory V. Dicenso of Miller, 
Canfield, Paddock and Stone spoke 
on "The Technical and Miscellaneous 
Revenue Act of 1988/Impact on Es
tates and Trusts" on December 14, 
1988. Greg's presentation covered the 
gamut from Grantor Retained Income 
Trusts to Generation Skipping Trans
fers, with a heavy dose of the Excess 
Accumulation Excise Tax. The event 
was well attended with 21 partici
pants. 

3. Future Schedule. 
Our next meeting will be held at the 
Carlton Lodge in Benton Harbor at 
3:00 p.m. on March 14th. An IRS 
panel comprised of Todd Hittinger 
(District Counsel), Michael Mulcahy 
(Appeals Division) and Brian Trindell 
(Estate and Gift Tax Manager) will be 
featured. The meeting is open to all 
lawyers interested in estates and 
trusts. 

4. Important Developments. 
Boatmen's First National Bank of 
Kansas v US (United States District 
Court for Western District of Mis
souri 87-0809 CV W.I.) offers a prece
dent contrary to the Service's position 
on the valuation of adjusted taxable 
gifts. The Service's position has long 
been that adjusted taxable gifts are 
subject to estate tax audit adjustment 
even when the corresponding gift tax 
limitation period has expired. See, for 
example, PLR 8447005 and Ward v 
Comm'r., 87 TC 78 (1986), at pages 
113 and 114. Boatmen's, on the other 
hand, precludes valuation adjust
ments subsequent to the running of 
the gift tax statute of limitations. 
Boatmen's was decided on December 
8, 1988. 
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Report of the Partnership 
Committee 
March 6, 1989 
David J. Ohlgren, Chairman 
320 N. Main, Suite 300 
Ann Arbor, Ml 48104 
(313) 769-2691 

1. Chairperson's Message. 
Attendance at commi~tee meetings 
continues to be relatively light. Those 
who do come include practitioners 
with extensive involvement in the 
partnership tax are~. They are very 
willing to share their knowledge With 
the committee at large through 
prepared presentations and are eager 
to explore the practice questions of 
fellow members during roundtable 
discussions. I urge the committee 
membership to take greater advan
tage of this valuable opportunity. 

At the suggestion of Taxation 
Section members Roger Cook and Jim 
Serocki, the committee held its recent 
meeting jointly with the taxation 
committee of the Real Property 
Section. We felt satisfied enough 
with the turn out and the result that 
we plan to do it again in May. 

2. Recent Activities. 
The committee held its regular meet
ing on February 22, 1989, at the 
Southfield office of Laventhol and 
Horwath. Richard Soble ofHonig
man, Miller, Schwartz and Cohn 
spoke on the I.R.C. Section 752 Tem
porary Regulations, and Charles 
Eckenstahler of the Laventhol office 
discussed the real estate development 
and investment climate in the Detroit 
area. A roundtable produced discus
sion concerning partnership classifi
cation, state law developments in 
limited partnerships and planning 
thoughts arising from Richard Soble's 
presentation. 

3. Future Schedule. 
The next regular meeting will be in 
May on a date to be scheduled. The 
Chairperson is arranging a luncheon 
with committee members from the 
western part of the state on March 
16, 1989. Members in that area have 
or will be contacted by the Chairper
son individually. 

4. Important Developments. 
The Internal Revenue Service issued 
Temporary Regulations under I.R.C. 
Section 752 which are generally effec
tive for partnership liabilities in
curred or assumed on or after Janu
ary 30, 1989. A partnership may 
elect to apply the Temporary Regula-. 
tions to existing liabilities, however. 
The contents of the Temporary Regu
lations and their interrelationship 
with I.R.C. Section 704(B) are the 
subject of an article by committee 
member Richard Soble that appears 
as a feature article in this issue of the 
Michigan Tax Lawyer. . 

The Technical and Miscellaneous 
Revenue Act of 1988 amended the 
passive loss rules in several respects. 
One amendment permits (under 
regulations to be provided) a limited 
partner to be an "active participant" 
and thus receive the benefit of up to 
$25,000 of loss. deductions in an 
otherwise passive rental real estate 
activity. Another amendment per
mits income from a pre-1987 install
ment sale of a passive activity to 
qualify as income from a passive 
activity. As a result, the income can 
be offset by otherwise non-deductible 
losses from passive activities in post-
1987 years. 

Rev. Proc. 89-12, I.R.B. 1989-7, 
January 30, 1989, contains the new 
conditions under which the IRS will 
consider a ruling request concerning 
the classification of an entity as a 
partnership for federal tax purposes. 
The procedure applies to all requests 
received after February 13, 1989. 
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Report of Practice and 
Procedure Committee 
January 25, 1989 
Bruce A. Newman, Chairperson 
2370 S. Linden Road 
Flint, Ml 48532 
(313) 230-8811 

1. Chairperson's Message 
As newly elected chairperson of the 
committee, I am looking forward to a 
very productive year. I hope to follow 
in the footsteps of the immediate past 
chairperson, Richard Daguanno, and 
to continue his record of outstanding 
service for this committee. 

Discussions with committee mem
bers indicate that they would like to 
meet approximately three times per 
year, preferrably with morning ses
sions. 

2. Recent Activities 
Our most recent meeting was held on 
January 25, 1989 in the office of 
Kramer, Mellen, Wagner & Ishbia in 
Southfield, Michigan. 

Our guest speaker for this meeting 
was W.T. Bigby, District Chief of 
Collection, Internal Revenue Service. 
Mr. Bigby gave an interesting and 
very informative presentation on the 
newly enacted Omnibus Taxpayer Bill 
of Rights (''Bill of Rights"), which was 
adopted as part of the Technical Cor
rections Act to the Tax Reform Act of 
1986. Mr. Bigby provided excellent 
handouts, including a Discussion 
Guide for Collection Employees, 
which is the same materials used to 
instruct IRS personnel. Additionally, 
Mr. Bigby provided copies of Publica
tion No. 1, issued 8-88, which details 
the rights of the taxpayer viz-a-viz the 
IRS. Lastly, Mr. Bigby provided a 
copy of the first draft ofForm 11, 
entitled Application for Taxpayer 
Assistance Order to Relieve Hardship. 
Mr. Bigby explained that, in his view, 
the Bill of Rights was basically a 
codification of existing laws and 
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procedures into one act for the con
venience of the taxpayer. 

Mr. Bigby described the new 
procedures for utilizing a Taxpayer 
Assistance Order to invoke the power 
of the IRS Ombudsman to exercise au
thority over the Collection Division for 
relief from enforcement action based 
upon error and/or hardship. Overall, 
Mr. Bigby indicated that it is the 
intent of the IRS to remain agressive 
and fair, but firm, in its collection 
enforcement actions. However, Mr. 
Bigby stressed that the IRS would 
attempt to be more sensitive to the 
personal situations of the taxpayer as 
well as to the role and responsibilities 
of the taxpayer representative. 

An open discussion then followed 
wherein Mr. Bigby outlined the opera
tion of his office and answered miscel
laneous questions regarding internal 
guidelines for revenue officers. Mr. 
Bigby further indicated that in the 
event taxpayer representatives en
counter problems which are not 
properly being addressed by his office, 
that he should be contacted personally 
to be apprised of the situation. 

3. Future Schedule 
The next meeting will be held some
time in the latter part of April1989. 
The members present expressed a 
strong interest in exploring the topic 
of the relationship between the Michi
gan Automatic Collection System 
(MACS) and the Special Procedures 
Division of the Michigan Treasury. 

4. Important Developments 
The most important development in 
our area oflaw was the recent pas
sage of the Omnibus Taxpayer Bill of 
Rights. The answers to the following 
questions are dealt with in this legis
lation: What rights does a taxpayer 
have in an IRS interview? What 
happens when a taxpayer relies upon 
erroneous advice from an IRS em
ployee? When may the IRS terminate 
an installment payment agreement 
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with the taxpayer? How can a tax
payer prevent an IRS levy on prop-
erty, salary! and wa~es? . . 

As is eVIdent, th1s leg1slat10n 
includes a wide range of provisions 
pertinent to the representation of 
taxpayers viz-a-viz the Internal 
Revenue Service relative to the 
determination of tax liability and the 
collection of tax obligations. This 
new law will have a substantial 
impact on taxpayers, practitioners, 
IRS service employees, and account
ants. 

Report of the State and 
Local Tax Committee 
February 21, 1989 
Alan M. Valade, Chairperson 
Dart Management Building 
Mason, Ml 48854 
(517) 676-5137 

1. Chairperson's Message. 
At the January 19, 1989 meeting of 
the Tax Council, our Section chair
person, Steve Jurmu, requested that 
the committees take steps to increase 
the participation in the tax commit
tees from State Bar members in the 
western and northern portions of 
Michigan. In this regard, I intend to 
hold a meeting of the committee in 
the Grand Rapids area some time 
later this year. In addition, I encour
age our Section members in the 
western and northern portions of the 
state to join our committee and its 
activities. All Section members inter
ested in joining our committee should 
contact me. 

2. Recent Activities. 
The most recent meeting of the com
mittee was held on February 14, 1989 
at the State Bar of Michigan Building 
in Lansing, Michigan. Our guest 
speaker was Richard R. Roesch. Mr. 
Roesch is Assistant Attorney General 
in charge of the Revenue Division of 

the Michigan Attorney General's 
office. Mr. Roesch has been with the 
Revenue Division of the Attorney 
General's office since 1958 and has 
been in charge of that division since 
1971. At our meeting, Mr. Roesch 
described the operation of the Reve
nue Division. He also discussed 
several recent judicial developments 
and highlighted a number of tax 
issues which the Attorney General's 
office will continue to litigate. 

Mr. Roesch reported that the 
Revenue Division is currently litigat
ing 1,077 cases involving over 
$650,000,000 in disputed taxes. The 
$650,000,000 is broken down into two 
basic categories: $145,000,000 in
volves public utility taxpayers and 
the balance involves the single busi
ness tax, sales and use taxes, intan
gibles tax and other state taxes. He 
stated that approximately 
$200,000,000 of taxes is involved in 
the Jones & Laughlin apportionment 
issue, which is pending before the 
Michigan Supreme Court in the 
Trinova case. 

Mr. Roesch stated that approxi
mately 900 cases are pending before 
the Michigan Tax Tribunal and the 
Court of Claims. Interestingly 
enough, 450 cases are pending in 
each of these forums. 

With respect to recent judicial de
velopments, Mr. Roesch discussed the 
United States Sixth Circuit Court of 
Appeals decision in United States of 
America v State of Michigan wherein 
the Sixth Circuit held that Michigan 
could not tax federal credit unions. 
(U.S. v Michigan was reviewed at 
p. 31 of the 4th quarter 1988 issue of 
The Michigan Tax Lawyer). Mr. 
Roesch stated his view that the Sixth 
Circuit decision should not be given 
retroactive effect by the courts. He 
stated that the Attorney General's 
office will take the position that the 
decision should have prospective 
effect only. 

Mr. Roesch also discussed the 
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recent Michigan Court of Claims' 
decision in Guardian Industries Corp 
v Department of Treasury (see the 
"Recent Cases" Section of this issue 
for a discussion of the Guardian 
Industries case). In Guardian Indus
tries, the Michigan Court of Claims 
held that P.L. 86-272 does not apply 
to the Single Business Tax Act. 

Another P.L. 86-272 case which 
Mr. Roesch discussed was the Michi
gan Tax Tribunal case in The Gillette 
Company v Michigan Department of 
Treasury. In Gillette, the Tax Tribu
nal stated that P.L. 86-272 applies to 
the single business tax. The Tax Tri
bunal found that Gillette's activities 
in Michigan exceeded the solicitation 
of sales and, consequently, that 
Gillette was subject to single business 
taxation in Michigan. 

Mr. Roesch stated that it is the 
Department's position that the solici
tation only of sales by a taxpayer does 
not confer "substantial nexus" or 
jurisdiction and, therefore, that the 
Michigan Department of Treasury 
cannot tax non-Michigan taxpayers 
who only solicit sales in Michigan. 
Evidently, the conflict between the 
Gillette and Guardian Industries 
cases will have to be resolved by the 
appellate courts. In this regard, Mr. 
Roesch stated that the state will be 
appealing the Guardian decision to 
the Michigan Court of Appeals. 

Mr. Roesch also confirmed that, 
pending the outcome of the Trinova 
litigation now pending before the 
Michigan Supreme Court, the state 
will continue to litigate all single 
business tax cases wherein the tax
payer requests Jones & Laughlin
type apportionment relief under 
Section 69 of the Single Business Tax 
Act. 

Mr. Roesch discussed the Attor
ney General's position with respect to 
the settlement of tax litigation. He 
stated that rarely does the state 
initiate settlement discussions. If 
settlement is proposed by a taxpayer, 

Mr. Roesch stated that, while no 
formal policy has been adopted, the 
state generally will settle cases, 
provided the Attorney General's office 
believes that the Department of 
Treasury's chances of success are 20% 
or less. In such cases, the Attorney 
General's office will agree to with
draw its opposition to a taxpayer's 
position. Conversely, if the Attorney 
General's subjective assessment of a 
case is that the state's chances of 
prevailing at trial are 80% or better, 
the Department will not settle the 
case. As to the cases which fall in 
between the 20%-80% marks, Mr. 
Roesch indicated that it was up to the 
taxpayer's counsel to decide whether 
or not to initiate settlement discus
sions. 

Mr. Roesch observed that occa
sionally taxpayers have commenced 
litigation in order to negotiate settle
ments with the Attorney General's 
office. This situation can arise be
cause the Commissioner of Revenue 
has no authority to compromise 
disputed taxes and the Attorney 
General's office, which does have such 
authority, becomes involved in a tax 
dispute only after litigation is com
menced. Mr. Roesch suggests that in 
those instances where the taxpayer is 
contesting a proposed tax assessment 
and believes that he has a strong 
case, the taxpayer may be best served 
by asking the Department of Treas
ury to finalize the assessment in 
order that the taxpayer can appeal 
the final assessment to the Michigan 
Tax Tribunal. As soon as the case is 
filed in the Tax Tribunal, which 
would not require the taxpayer to pay 
the disputed tax, an assistant Attor
ney General will be assigned to the 
case who could then entertain settle
ment negotiations with the taxpayer. 

Mr. Roesch's comments to the 
committee members were timely and 
well-received. I would like to take 
this opportunity to thank him for an 
excellent presentation. 
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3, Future Activities. 
Qver the past several months, I have 
had discussions with tax practition
ers and the Michigan Institute for 
Continuing Legal Education regard
ing preparing an updated version of 
the I.C.L.E. publication entitled 
Michigan Tax Practice and Proce
dure. The book was originally pub
lished in 1979 and was last updated 
in 1983. The book is no longer being 
printed by I.C.L.E. I have spoken 
with representatives of I.C.L.E. and 
they are prepared to promote, adver
tise and publish an updated version 
of the book. Any members of the 
Taxation Section who think that they 
might be interested in developing this 
project, acting as editors or writing 
chapters for the book should contact 
me. 

Reports 
from the 

Committees 
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Impact of the Technical and Miscellaneous 
Revenue Act of 1988 on Estates and Trusts 
By: Gregory V. DiCenso 

Not knowing how to distinguish 
between a truly "technical correction" 
and a revenue raising act, Congress 
bypassed the issue completely with its 
latest volume of tax legislation. The 
Technical and Miscellaneous Revenue 
Act of 1988 ("TAMRA"), as signed into 
law by President Reagan on Novem
ber 10, 1988, combines both objectives 
and affects virtually all areas of the 
Internal Revenue Code of 1986, as 
amended (the "Code"). This article 
will briefly explore the major provi
sions affecting the federal taxation of 
estates and trusts. 

Income Tax Provisions 
TAMRA substantially expanded the 
anti-income shifting provisions that 
were originally enacted by the Tax 
Reform Act of 1986 ("TRA 1986"). The 
"spousal attribution rules" of Code 
Section 672(e), originally enacted by 
TRA 1986, which, for income tax 
purposes, treat the grantor of a trust 
as holding a power over or interest in 
the trust if said grantor's spouse has a 
power over or interest in the trust and 
was living with the grantor at the 
time of the creation of such power or 
interest, was further expanded to 
include a situation where a spouse 
marries the grantor after the creation 
of the power or interest in the trust. 
As with other Code provisions dealing 
with the determination of marital 
status, state law decrees of divorce or 
separate maintenance will prevent 
the application of the spousal attribu
tion rules. In further expansion of 
these spousal attribution rules, 
T AMRA also makes them apply where 
certain trustee powers are exercisable 
by the grantor's spouse as trustee, or 
if the trust makes certain loans to the 
spouse of the grantor. 

Not knowing when to quit, 
TAMRA also enacted spousal "in-law" 
attribution rules that apply where 
over 50% of the trustees of a trust are 
"related or subordinate parties who 
are subservient to the wishes of' the 
grantor or the spouse ofthe grantor, 
as the amendment to Code Section 
67 4 provides. 

In repealing the short-term "Clif
ford Trust" rules, TRA 1986 expanded 
the grantor trust rules to now treat a 
grantor as owner of a trust in which 
the grantor or the grantor's spouse 
holds a reversionary interest exceed
ing 5% of the trust's value at creation. 
In amending Code Section 673, 
TAMRA provides help, albeit un
wanted, in measuring this 5% 
amount. Specifically, the new sub
section provides that the value of the 
grantor's reversionary interest will be 
determined by assuming the maxi
mum exercise of discretion by the 
fiduciary in favor of the grantor. 

Estimated Income Tax Payments 
TRA 1986 required trusts and estates 
to pay estimated income taxes simi
larly to individuals. Estates were 
exempted from this provision for two 
years following the death of the dece
dent. TAMRA expands this two year 
exemption to grantor trusts that 
receive the pour over of residue from 
a probate estate pursuant to the gran· 
tor's will. Private foundations and 
charitable trusts that are subject to 
the tax on unrelated business income 
were also exempted from the esti
mated tax provisions. TAMRA also 
provides that a fiduciary may distrib
ute excess estimated income tax 
payments to an estate's beneficiaries 
in the last taxable year of the estate. 

"Going Calendar" Provisions 
While TRA 1986 required most enti-
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ties to adopt a calendar year for in
coroe tax purposes, it also included a 
four year "anti-bunching'' rule to 
a:Dleliorate, at least somewhat, the 
bunching of income that would occur 
from this required change in tax 
years. TAMRA expands this rule to 
now make it applicable to beneficiaries 
of charitable remainder trusts. Fur
ther, while TRA 1986 required the ap
plication of the four year rule, TAMRA 
makes this four year rule optional by 
beneficiaries who, instead, can now 
elect to accelerate the income recogni
tion by including income from a trust's 
short tax year wholly within the year 
of change. The Committee Report also 
states that if a taxpayer is recognizing 
income under the four year rule and 
dies prior to the expiration of the four 
year period, the balance of the unrec
ognized income must be reported on 
the final income tax return of the 
beneficiary. 

Excess Retirement Benefit 
Accumulations 
TRA 1986 enacted the additional15% 
"increased estate tax," Code Section 
4981(d), on certain "excess retirement 
accumulations." In general, an "excess 
retirement accumulation" is defined as 
the excess, if any, of the total of an 
individual's interests in qualified 
employer benefit plans, individual 
retirement accounts, etc. over the 

. greater of a "grandfather amount" or 
1 the present value of a "hypothetical 

annuity'' for a term certain with 
annual payments based upon the 
codified benefit payment limitations 
and payable over the life expectancy of 
the individual. While deemed an 
"increase in estate tax," computed on 

1 Schedule S of Form 706, and added to 
the "total transfer taxes" on page 1 of 
the federal estate tax return, TAMRA 
treats this as separate and apart from 
the estate tax. Specifically, any "in
crease in estate tax" due to an excess 
retirement accumulation is notal
lowed to be taken into account in 

computing any deduction under Code 
Section 691 to recipients of income in 
respect of a decedent. 

Similarly, yet this time of benefit 
to taxpayers, TAMRA amends Code 
Section 2053 to permit the deduction 
of the "increased estate tax" from a 
decedent's gross estate in computing 
the federal estate tax. With taxable 
estates, the benefit is obvious. This 
deduction, however, should not be 
overlooked in unlimited marital, zero 
tax estates, because utilizing this 
deduction will further reduce the 
marital devise, thus causing less 
estate tax upon the death of the 
surviving spouse. 

Further, TAMRA adds Section 
6018(a)(5) to the Code, requiring a 
personal representative to file a 
federal estate tax return for any 
estate subject to the ''increased 
estate tax" on excess retirement 
accumulations. 

Estate "Freeze" Provisions 
The Revenue Act of 1987 enacted 
Code Section 2036(c) in an effort to 
prevent the use of so-called estate 
"freezing'' transfer techniques in 
permitting the exclusion of the 
appreciation in certain business 
interests from a decedent's gross 
estate. Essentially, this "anti-freeze" 
rule provides that, if a person hold
ing a "substantial interest" in any 
"enterprise" transfers a "dispropor
tionately large" share of the potential 
appreciation of the enterprise, but 
retains a disproportionately large 
share of income or rights, the value 
of the transferred property is includ
able in the transferor's gross estate 
as a transfer with a retained interest 
under Code Section 2036. 

TAMRA expands this "anti
freeze" rule so that any retention of 
income or rights in an enterprise, not 
only a "disproportionately large" one, 
will trigger the application of Code 
Section 2036(c). 

In an effort to prevent the avoid-
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ance of the application of these estate 
freeze provisions, TAMRA also intro
duced the concept of "deemed gifts." 
In general, a gift will be deemed to 
have occurred if, prior to death, the 
transferor transfers his retained 
interest, or the original transferee 
transfers the previously transferred 
interest, in the enterprise to a person 
other than a member of the original 
transferor's family. In that case, the 
original transferor will be "deemed" to 
have made a gift of property to the 
original transferee equal to the 
amount which would have been 
includable in the transferor's gross 
estate under Code Section 2036(c) had 
said transferor died immediately 
prior to making the "second transfer." 
Essentially, this section merely 
accelerates the application of Code 
Section 2036(c) to a lifetime transfer 
of the retained interest, as opposed to 
only at death. 

T AMRA also lessened the effect of 
the anti-freeze provisions through 
many important exceptions to the ap
plication of Section 2036(c). Regard
ing grantor retained income trusts 
("GRITS"), the retention of a "quali
fied (trust) income interest" is exempt 
from the freeze inclusion rules and, 
instead, is only treated as retained by 
the transferor for the period during 
which the income interest is actually 
retained. New Code Section 2036(c)(6) 
defines a "qualified income interest" 
as any right to receive amounts 
determined solely by reference to the 
income from the property held in 
trust if(l) such right is for a period 
not exceeding ten years, (2) the per
son holding such right transferred the 
property to the trust, and (3) such 
person is not a trustee of such trust. 

T AMRA also provided Section 
2036(c) safe-harbor provisions regard
ing certain debt transactions. Specifi
cally, the retention of "qualified debt" 
is exempt from the definition of a 
retained income interest for purposes 
of the anti-freeze rules. Essentially, 
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qualified debt has an unconditional 
requirement to repay the debt, a fixed 
maturity date within 15 years ofits 
issue date (30 years if the debt is 
secured by real estate), an interest 
rate that is fixed or set by relation
ship to a specified market rate, inter
est payment dates that are fixed, no 
subordination to general creditors, no 
voting rights except after default, no 
convertibility, directly or indirectly, 
into an equity interest in the enter
prise, and cannot give any right to 
acquire an equity interest in the 
enterprise. 

TAMRA also provides special rules 
for the inclusion of certain "qualified 
startup debt" in the definition of 
qualified debt. Further, the anti
freeze rules also will not apply to 
credit agreements for the sale of goods 
or property to be used in the enter
prise or in the providing of services, 
as long as these agreements are at 
arms' length, for fair market value, 
and do not involve any interest in the 
enterprise. 

Prior to TAMRA, even the bona
fide sale of a business interest to a· 
family member was caught by the 
anti-freeze rules. TAMRA enacted a 
special exemption from Code Section 
2036(c)'s inclusion in a person's gross 
estate where an intra-family sale, for 
money or money's worth, is involved, 
and such consideration originally 
belonged to such purchasing family 
member. It must be established that 
such consideration was never received 
from the transferor for less than an 
adequate and full consideration. 

If a property interest is "thawed" 
by the anti-freeze provisions of Code 
Section 2036(c) and is thus included 
in the transferor's gross estate, 
TAMRA added new Code Section 
2207B to allow the decedent's estate 
to seek contribution of the applicable 
estate tax from the transferee of the 
property. In this regard, drafters 
might want to address this issue in 
the tax clause of a transferor's will, as 
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this contribution provision may be 
overridden knowingly or unknow
ingly, by a valid tax clause. Estate 
planners more than ever treat the tax 
clause as "dispository'' and not as 
J)lere administrative boilerplate. This 
new section also provides that there 
will be no right of recovery for such 
estate tax against a charitable re
:Dlainder trust. 

Nonresident Aliens - Tax Rates, 
Credits and the Marital 
Deduction 
Essentially, TAMRA provides that 
the estate and gift tax rates appli
cable to citizens or residents of the 
United States will also be applicable 
to nonresident aliens. With regard to 
the unified credit, unless provided 
otherwise by a treaty, the estate of a 
nonresident alien is allowed the same 
unified credit as a citizen or resident 
alien, proportionate to said person's 
property situated in the United 
States. Where no treaty exists, a uni
fied credit of $13,000, equivalent to 
the first $60,000 of taxable estate, is 
allowed to the nonresident alien. 
TAMRA contains special provisions 
for residents of Possessions of the 
United States. Specifically, they are 
entitled to a unified credit equal to 
the lesser of $13,000, or that amount 
equal to $46,800 multiplied by the 
proportion of that person's gross 
estate that is located in the United 
States. It is not clear whether prop
erty located in a United States pos
session is deemed to be "included in 
the United States" for this purpose. 

TAMRA contained sweeping 
changes for the transfer tax marital 
deductions of aliens. Property passing 
to a spouse who is not an American 
citizen is not eligible for the estate 
tax marital deduction, as provided in 
new Code Section 2056(d). However, 
TAMRA does provide a gift tax mari
tal exclusion for the first $100,000 of 
gifts per year to an alien spouse. 
After that, there exists no other 

marital gift tax deduction. In con
trast, if the decedent is an alien and 
the surviving spouse is a United 
States citizen, the full estate and gift 
tax marital deductions are allowed. 

· TAMRA does provide a means of 
obtaining an unlimited estate tax 
marital deduction for property pass
ing to a surviving alien spouse 
through a special "green card" trust. 
Specifically, an estate tax marital de
duction will be allowed to property 
passing to a surviving alien spouse if 
the property is placed in a "qualified 
domestic trust" ("QDT"). The require
ments of a QDT are as follows: 

(1) The trust agreement must 
provide that all trustees be citi
zens of the United States or 
domestic corporations; 

(2) The surviving spouse must be 
entitled to all of the income 
from the property, payable at 
least annually; 

(3) The trust must meet require
ments to be established by 
Regulations that will ensure the 
collection of the estate tax in 
the event that the above-stated 
requirements cease to be met, 
distributions of trust corpus are 
made prior to the death of the 
alien spouse, or upon the value 
of the trust remainder upon the 
death of the surviving alien 
spouse. In this regard, the Com
mittee Reports state that the 
Regulations might, for example, 
provide that a sufficient amount 
of trust assets remain situated 
in the United States or subject 
to United States' jurisdiction, or 
that the trust have a corporate 
fiduciary with substantial 
United States assets; and 

(4) The trustee of the QDT must 
make an irrevocable election on 
the federal estate tax return. 

TAMRA provides for personal 
liability to the trustee of the QDT for 
the estate tax, with said trustee 
liability being dischargeable pursuant 
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to Code Section 2204. In the event 
any estate tax becomes due from the 
QDT, it would be payable on the 15th 
day of the fourth month in the calen
dar year following the end of the year 
in which one of the above-described 
events occurs. The estate tax due 
would be computed as if the QDT 
property had been included in the 
first-to-die spouse's estate. 

New Code Section 2056(d)(2)(B) 
also provides a "cure" for a missed 
estate tax marital deduction where 
an alien surviving spouse receives 
property outside of the predeceased 
spouse's probate estate, but not 
through a QDT. In such a case, if 
this property is transferred to a QDT 
before the due date of the federal 
estate tax return of the predeceased 
spouse, it will be treated as if it 
initially passed through the QDT and 
thus qualified for the marital deduc
tion. It appears as if Congress is 
willing to allow a marital deduction 
to an alien surviving spouse as long 
as United States jurisdiction over the 
property can be maintained in order 
to ensure payment of the federal 
estate tax upon the death of the · 
surviving spouse. It must be noted 
that such a transfer through a QDT 
in order to recognize a greater estate 
tax marital deduction could raise gift 
tax issues. 

In the event that property passes 
to an alien spouse for which no mari
tal deduction is allowed, or where, 
due to the above-stated reasons, a 
QDT incurs an estate tax, this estate 
tax is used to compute the credit 
permitted under Code Section 2013 
for tax on prior transfers without 
regard to the date ofthe first-to-die 
decedent's date of death. Thus, there 
is no provision for the 10-year phase
out ofthis credit as there is with the 
credit available for U.S. citizens. 

This area is becoming increas
ingly important as foreign businesses 
continue their expansion into the 
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United States. Estate plans should 
not be executed without verifying the 
citizenship of clients and their 
spouses. 

QTIP Election for Joint and 
Survivor Annuities 
TAMRA provides for a passive quali
fied terminable interest property 
("QTIP") election over joint and 
survivor annuities between spouses 
for both gift and estate tax purposes. 
New Code Sections 2523(f)(6) and 
2056(b)(7)(C) provide for this "auto
matic" QTIP election unless the 
donor spouse or the personal repre
sentative elects out on the respective 
federal gift or estate tax return. As 
with the general QTIP election, this 
passive election is irrevocable. Fur
ther, unlike the general effective date 
for the majority of the provisions of 
T AMRA, this provision is retroac
tively effective for decedents dying, 
and gifts made, after December 31, 
1981. 

Special Use Valuation Provisions 
T AMRA amended Code Section 
2032A(b)(5) by providing that a sur
viving spouse's cash rental of"quali
fied use" real property to a member of 
the spouse's family will not be 
deemed an unqualified use and thus 
not cause a tax recapture. Because 
this provision was made retroactive 
for cash rentals occurring after De
cember 31, 1976, taxpayers that have 
previously paid the recapture tax 
based upon such cash rentals should 
apply for a refund of the applicable 
estate tax immediately. TAMRA 
provides that the statute oflimita
tions on refund claims will be waived 
with respect to such claims filed 
within one year of the date of enact
ment ofTAMRA. 

TAMRA also provides an addi
tional 90 days after notification by 
the Internal Revenue Service to 
supply any missing information and 
perfect an otherwise defective quali-
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fied use election. The additional 90 
day provision, however, applies only 
to the estates of individuals dying 
before January 1, 1986. 

Generation-Skipping 
Tax Provisions 
TAMRA clarified many previously 
runbiguous provisions ofthe genera
tion-skipping tax ("GST") that were 
enacted by TRA 1986. One such area 
involved the potential for a particular 
transfer to meet the definitions of 
both a "direct skip" and a "taxable 
distribution" or a "taxable termina
tion." The significance of such an 
overlap could mean the denial of the 
unlimited deceased parent exemption 
from the GST provided by Code 
Section 2612(c) and a denial of the 
$2,000,000 exemption for pre-1990 
transfers to grandchildren pursuant 
to the "Gallo Amendment" to the 
GST, both of which apply only to 
"direct skips." TAMRA liberalizes the 
availability of these two exemptions 
by providing that where a transfer 
meets the definitions of both a direct 
skip and a taxable distribution or 
taxable termination, the transfer will 
be deemed to be a direct skip. Fur
ther, if a transfer is an exempted 
direct skip due to either of these two 
exemptions, it also is not a taxable 
distribution or a taxable termination 
for purposes of the GST. 

Similarly to pitfalls in the income 
tax grantor trust area, the ability to 
satisfy legal obligations of support 
can cause GST liability. For example, 
if a trust provides a parent with au
thority to use trust corpus to satisfy a 
parental obligation of support, the 
parent will be deemed to have an 
"interest" in the trust for GST pur
poses. For purposes of GST liability, 
subsequent distributions to benefici
aries would then have to begin with 
the parent's level in counting genera
tions even if this potential for the 
satisfaction of support obligations is 
the only interest the parent has in 

the trust. TAMRA amends Code 
Section 2652(c) to provide that the 
use of trust income or corpus to 
satisfy a parent's legal obligation of 
support shall be disregarded in deter
mining whether that person has an 
"interest" in the trust if such use is 
discretionary or such use is pursuant 
to a state's law that is substantially 
equivalent to the Uniform Gifts to 
Minors Act. Proper planning to take 
advantage of this provision should 
include Code Section 2041(b)(1)(A)'s 
"ascertainable standard" language, 
verbatim, and, perhaps, an unrelated 
person to act as the trustee, or at 
least to act as a "special trustee" for 
the sole purpose of making such 
support distributions. 

TRA 1986 added Code Section 
2652(a)(3) which provides a special 
election, only for purposes of the GST, 
for property over which a QTIP 
marital deduction election was made, 
by which the_ donor spouse, or the 
deceased spouse's estate, may elect to 
treat such QTIP property as if the 
respective gift or estate tax marital 
deduction election had not been 
made, again only for purposes of the 
GST ("GST/QTIP election"). Without 
such a provision, most persons using 
an unlimited marital deduction/credit 
shelter residuary estate plan would 
lose at least $400,000 of their individ
ual $1,000,000 GST exemption. By 
making this special GST/QTIP elec
tion, that amount of property is 
treated as if it had been taxable in 
the estate of the first-to-die spouse 
and thus is available, to the extent of 
the available GST exemption, to pass 
on to otherwise "skip" beneficiaries 
upon the death or the surviving 
spouse free of the GST. 

TAMRA amends this special rule 
to provide that any such GST/QTIP 
election, if made, must be made with 
respect to all property in the QTIP 
trust. The Committee Report explains 
that this provision means that no 
fractional GST/QTIP election may be 
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made. For planning purposes, where 
there is potential GST exposure, a 
three component estate plan should 
become standard practice. That is, 
the unlimited marital devise should 
be divided into a separate GST/QTIP 
election trust, with the balance going 
to the spouse either outright, through 
a general power of appointment 
marital trust, or through a separate 
QTIP trust. The third component 
would then be the credit shelter 
residuary devise. In this regard, for 
relatively large estates, the separate 
GST/QTIP election trust could be 
funded, with the entire $1,000,000 
exemption amount in order to avoid 
losing the benefit of some of the 
exemption amount otherwise covering 
amounts used to pay nondeductible 
principal charges (e.g., state inheri
tance taxes and administration 
expenses deducted on the fiduciary 
income tax returns). This wasted 
exemption will occur where the 
exemption is to be allocated to the 
residuary trust, from where such 
"non-generation-skipping'' charges 
are typically paid. 

T AMRA also clarified the GST 
provisions by now specifically author
izing "Gallo Amendment" transfers in 
trust. As referred to above, TRA 1986 
contained an amendment that pro
vides for a $2,000,000 exemption from 
the GST, per grandchild, for certain 
lifetime and deathtime transfers to 
grandchildren occurring before Janu
ary 1, 1990. As discussed above, in 
order to qualify for this $2,000,000 
exemption, the transfer has to be a 
direct skip, as opposed to a taxable 
distribution or taxable termination. 
The provisions of the Code prior to 
T AMRA made it uncertain as to 
whether a transfer in trust, as op
posed to outright, to a grandchild 
could meet the requirements of a 
direct skip and thus qualify for the 
exemption. 

Mter TAMRA, it is now clear that, 
if certain requirements are met, 
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transfers to grandchildren through 
"Gallo trusts" will be eligible for the 
$2,000,000 exemption. These trusts 
must meet three requirements: (1) no 
portion of the income or corpus may 
be distributed to any person other 
than the grandchild during the 
grandchild's life; (2) the trust must be 
includable in the gross estate of the 
grandchild if the grandchild dies 
before the termination of the trust; 
and (3) the trust must provide that 
all trust income be distributed to the 
grandchild at least annually after the 
grandchild reaches age 21. 

Gallo trust property is treated as 
if it had been subject to the GST and 
thus, subsequent distributions out of 
these trusts will not be deemed to be 
taxable distributions subject to the 
GST. 

Conclusion 
The above discussion touched only 
briefly upon the major provisions of 
TAMRA that apply to estates and 
trusts. As for the effective dates of 
TAMRA, each specific section should 
be consulted because provisions 
deemed to be "technical amendments" 
generally were made retroactively 
effective to the effective dates of the 
underlying Code Sections being 
amended. TAMRA's new revenue 
raising provisions became effective 
either upon the date of enactment of 
TAMRA or, in some cases, for dece
dents dying after December 31, 1987. 
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Determining the Amount of Partnership Debt 
Includable in a Partner's Basis under the New 
Regulations 
By: Richard S. Soble 

Determining a partner's basis in his 
partnership interest is necessary for a 
number of purposes. One is to estab
lish a limitation on the deductibility 
of the partner's share of partnership 
losses. Any losses that exceed such 
basis are suspended, carried over to 
future years and deductible (subject 
to other limitations) in any such years 
in which the partner has sufficient 
basis in his partnership interest.1 

A partner's basis in his partner
ship interest generally equals the 
amount of money and the adjusted 
basis of any other property that he 
contributes to the partnership, in
creased by his allocable share of part
nership profits, and reduced (but not 
below zero) by his allocable share of 
partnership losses and the amount of 
money and the adjusted basis of any 
other property that the partnership 
distributes to him.2 For this purpose, 
any increase in a partner's share of 
partnership liabilities is treated as a 
contribution of money by such part
ner to the partnership, and any 
decrease in the partner's share of 
partnership liabilities is treated as a 
distribution of money to such partner 
from the partnership.3 

The reason for including partners' 
allocable shares of debt in the basis of 
their partnership interests is to main
tain equality (in the absence of spe
cial circumstances, such as transfers 
of partnership interests) between the 
aggregate "inside" basis of the part
nership's assets and the aggregate 
"outside" basis of the partners' inter
ests in the partnership.4 Under the 
Crane rule, 5 debt incurred to finance 
the purchase of an asset is includable 
in the basis of such asset. In order for 
partners to be able to claim their full 

distributive shares of deductions, 
such as depreciation, which are deter
mined by reference to (and may, in 
the aggregate, equal) the basis of a 
partnership asset that has been debt
financed, they must be able to include 
their respective shares of such debt in 
the basis of their partnership inter
ests. 

Recently, the Service issued pro
posed and temporary regulations 
regarding the way in which partner
ship debts are to be shared among the 
partners for purposes of determining 
their respective bases in their part
nership interests.6 The Service had 
been directed by Congress in 1984 to 
rewrite the pre-existing regulations in 
this area. The Congres~ional man
date was expressed in Section 79 of 
the Tax Reform Act of 1984 ("TRA 
'84"),7 which was enacted in response 
to the decision in Raphan v. United 
States. 8 There the Court of Claims 
held that an otherwise nonrecourse 
debt of a limited partnership did not 
become recourse merely on account of 
the general partner's guarantee and, 
therefore, each of the limited partners 
could include a share of such debt in 
his basis. Congress legislatively over
ruled the Raphan decision in Section 
79 of TRA '84, and further directed 
the Treasury to revise and update the 
regulations under Section 752 to take 
into account current commercial 
practices and arrangements so as to 
ensure that partnership liabilities 
were includable in the basis of those 
partners who bore the "economic risk 
ofloss" for such liabilities. 

Following the enactment of TRA 
'84, the Treasury promulgated final 
regulations under Section 704(b) of 
the Code specifying the circumstances 
under which allocations of partner
ship income and loss pursuant to the 
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terms of a partnership agreement 
have "substantial economic effect," 
and will therefore be respected, for 
tax purposes.9 The 704(b) regulations 
proceed upon the premise that losses 
of a partnership, including those 
attributable to partnership debts, 
generally must be allocated to those 
partners who bear the economic .risk 
of loss.10 The new regulations under 
Section 752 coordinate the principles 
of the 704(b) regulations with the 
Congressional directive to include 
partnership debts in the basis of 
those partners who bear the economic 
risk ofloss for such debts by including 
a partnership liability in the basis of 
those partners who are (or will be) 
allocated any deductions attributable 
to such liability. 

The new regulations follow the old 
in distinguishing between, and treat
ing differently, recourse and nonre
course debt. The new regulations 
provide that a partnership liability is 
recourse to the extent that "one or 
more partners bear the economic risk 
of loss" for that liability.11 A partner's 
share of any such liability equals the 
portion, if any, of the economic risk of 
loss for such liability that is borne by 
such partner.12 Any liability for which 
no partner bears a risk ofloss is 
nonrecourse.13 Partners share nonre
course liabilities in proportion to their 
respective interests in profits of the 
partnership, as determined under a 
special set of rules.14 

A partner bears an economic risk 
ofloss for a recourse liability under 
either of two circumstances. First, a 
partner bears such risk to the extent 
that such partner or a related person 
would be obligated to make a net 
payment to a creditor or other person 
with respect to such liability, or a net 
contribution to the partnership with 
respect to such liability, if the part
nership constructively liquidated. 15 In 
a constructive liquidation, all of the 
assets of the partnership (including 
money) are deemed to become worth-
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less, all of the partnership's liabilities 
are deemed to become due and pay
able, the partnership is deemed to 
dispose of all of its assets for no 
consideration, and all items of income 
or loss are deemed to be allocated. 
among the partners, whose interests 
in the partnership are deemed to be 
liq'uidated.16 A net payment or contri
bution is a payment or contribution, 
respectively, that a partner or a 
related person would be required to 
make to a creditor or the partnership, 
respectively, in a constructive liquida. 
tion, reduced by the amount of reim
bursement for such payment or 
contribution which would be receiv
able from any other partner or person 
related to any other partner in such 
event.17 

The foregoing approach to deter
mining whether a partner bears the 
economic risk of loss for a liability is 
grounded on the analytic principles 
inherent in the rules for allocating 
partnership loss. The latter rules are 
designed to ensure that an allocation 
of loss to a partner has "substantial 
economic effect" in the sense that 
such partner will bear the economic 
burden of such loss upon liquidation 
of the partnership. They do so by 
establishing, as a safe harbor pursu
ant to which allocations will be re
spected, three requirements: (i) the 
proper maintenance of capital ac
counts, (ii) the distribution of the . 
proceeds of liquidation of the partner
ship in accordance with capital ac
counts, and (iii) the restoration of 
capital account deficits by additional 
contributions to capital upon liquida
tion.18 Satisfaction of these conditiom 
ensures that a loss allocated to a 
partner will be charged against his 
capital account pursuant to the first 
requirement, and that he will bear 
the economic burden of such loss upor 
liquidation of the partnership either 
because he will be distributed a 
diminished amount corresponding to 
his capital account pursuant to the 
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second requirement, or he will be 
obligated to contribute additional 
capital to restore a capital account 
deficit pursuant to the third require
Jllent. 

The preamble to regulations notes 
that, in the case of a partnership 
which satisfies the three conditions of 
the safe harbor for allocating income 
and loss described above, the manner 
in which the partners share the 
economic risk of loss for a liability 
will be affected by their capital 
account balances. Their capital 
account balances, in turn, will be de
termined by the way in which profits 
and losses are allocated. Accord
ingly, the manner in which partners 
share the economic risk of loss for a 
recourse liability will be determined 
by the way in which losses are allo
cated among them under the partner
ship agreement. The following 
simple example illustrates this syllo
gism. Suppose that A and B form a 
co-partnership, they agree that all 
income and loss is to be allocated 
75:25, and all of the activities of the 
partnership are financed with re
course debt. If the partnership were 
to incur a net loss in the amount of 
such debt on account of the worth
lessness of all partnership assets, 
such loss would be allocated 75% to 
A and 25% to B pursuant to the 
terms of their agreement, creating 
deficits in their capital accounts in 
the same ratio and requiring them to 
contribute additional capital to the 
partnership in such ratio for the 
purpose of repaying the debt. Ac
cordingly, A's net contribution to the 
partnership would be 75%, and B's 
net contribution to the partnership 
would be 25%, of the amount of the 
debt, and those percentages would 
represent the partner's respective 
shares of the liability •19 

The partners' capital accounts 
may determine the way in which the 
Partners share a liability not just by 
defining the net contribution that one 

or more of them would have to make 
to the partnership in the event of a 
constructive liquidation, but by 
defining the net payment that one or 
more of them would have to make to 
the creditor. This is because a part
ner's obligation to make a net pay
ment to a creditor is reduced by any 
amount reimbursable to such partner 
by any other partner directly or 
indirectly on account of the latter's 
obligation to restore any deficit in his 
capital account. Suppose, in the 
previous example, that A was a 
limited partner and B was the gen
eral partner and, as such, only B was 
liable directly to creditors of the 
partnership. As general partner, B 
would be obligated, upon a construc
tive liquidation of the partnership, to 
make a payment to the creditor in 
the amount of 100% of the liability; 
however, he would be entitled to 
reimbursement from A (whose net 
contribution to the partnership 
pursuant to the deficit payback 
provision would be distributable to B) 
in the amount of 75% of the liability. 
Accordingly, the net payment that B 
would have to make to the creditor in 
the event of a constructive liquida
tion of the partnership would be 25% 
of the liability. Thus, notwithstand
ing the change in their status and 
direct liability to the creditor, A and 
B would continue to share the liabil
ity in a 75:25 ratio in light of their 
agreement to share losses in this 
ratio and the obligation of each to 
restore any deficit in his capital 
account. !fin the same example, the 
partnership agreement contained no 
deficit payback provision, then A, as 
the limited partner, would have to 
make neither a net payment to a 
creditor nor a net contribution to the 
partnership upon a constructive 
liquidation, and B, as the general 
partner, would have to make a net 
payment to the creditor equal to 
100% of the liability. Accordingly, 
100% of the liability would be includ-
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able in B's basis in his partnership 
interest. 

If a partner would have no obliga
tion to make a net payment to a 
creditor or a net contribution to the 
partnership with respect to a liability 
upon a constructive liquidation of the 
partnership, but a person related to 
such partner would have such an ob
ligation, then the partner will be 
treated as bearing the economic risk 
ofloss for such liability. For this 
purpose, a person is related to a 
partner if and only if they stand in a 
relationship specified in Section 267, 
with certain modifications.20 These 
modifications include the exclusion of 
brothers and sisters from the defini
tion of related parties and the re
quirement that an individual own at 
least 80%, rather than 50%, of the 
stock of a corporation in order to be 
treated as related to such corpora
tion. Accordingly, if no partner is 
liable for a particular debt of a part
nership, but such debt is guaranteed 
by a person related to a partner, such 
as the partner's parent or wholly
owned corporation, then such debt 
will be treated as a recourse liability 
of the partnership and will be in
cluded entirely in such partner's 
basis in his partnership interest. 

The second circumstance under 
which a partner is treated as bearing 
the economic risk ofloss for a liability 
is where such partner or a related 
person is the creditor with respect to 
such liability and, but for such fact, 
the liability would be considered a 
nonrecourse liability of the partner
ship.21 This rule may be considered a 
corollary of the first rule providing 
that a partner bears the economic 
risk ofloss for a liability to the extent 
that such partner would be required 
to make a net payment to a creditor 
or a net contribution to the partner
ship upon a constructive liquidation. 
By definition, no partner would be 
required to make a net payment or a 
net contribution in order to satisfy a 
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"nonrecourse" liability of the partner
ship to another partner under such 
circumstances; therefore, the latter 
partner would receive no payment as 
the creditor to whom such debt is 
owed. However, one could view such 
partner as having an obligation to 
make a net payment to himself, or a 
net contribution to the partnership, 
to satisfy the liability. Thus, the 
special rule pursuant to which the 
liability is includable in his basis is a 
logical extension of the general rule, 
if not a simple a clarification of the 
way the general rule works in a 
particular case. 

The regulations under Section 
704(b) have been amended to deal 
specifically with "partner nonrecourse 
debt", which is defined as debt for 
which any partner bears the economic 
risk of loss, but which is either nonre
course debt within the meaning of 
Section 1.1001-2 of the Regulations or 
debt for which the creditor's right to 
repayment is limited to one or more 
partnership properties.22 Any item of 
loss that is attributable to such debt 
must be allocated to the partner who 
bears the economic risk or loss for 
such debt.23 Moreover, income or gain 
from the recapture of such items of 
loss must be charged back to such 
partner.24 The rules for determining 
which items of income or loss are 
attributable to partner nonrecourse 
debt parallel those that apply with 
respect to other nonrecourse debts. 

The regulations contain a special 
set of rules for determining the 
partner's respective shares of com
pletely nonrecourse debt. By defini
tion, the creditor, rather than any 
partner, bears any loss arising from 
the partnership's inability to pay off 
the liability due to the worthlessness 
of partnership assets. Accordingly, 
the constructive liquidation analysis 
is not useful in determining the 
partners' respective shares of such a 
liability. 
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The new regulations, in general, 
adopt the approach of the old in 
providing that nonrecourse liabilities 
are to be shared among the partners 
in proportion to their interests in 
profits ofthe partnership. However, 
built-in profit or "minimum gain" is 
taken into account before other 
profits. Specifically, a partner's 
share of nonrecourse liabilities equals 
the sum of (i) his share of minimum 
gain plus (ii) the taxable gain that 
would be allocated to him under 
Section 704(c), or the principles of 
704(c) due to a revaluation of assets, 
if all assets subject to nonrecourse 
liabilities were transferred to the 
creditors for no consideration other 
than cancellation of the debt, and (iii) 
his share of nonrecourse liabilities 
not previously allocated under (i) or 
( 

•• ) 25 n. 
The regulations under Section 752 

adopt the definition of minimum gain 
contained in the regulations under 
Section 704(b).26 Minimum gain is 
basically the amount by which nonre
course debt secured by partnership 
property exceeds the adjusted basis of 
such property (or, with respect to 
property which has been revalued, 
the book value of such property). De
ductions that increase the amount of 
the partnership's minimum gain are 
known as nonrecourse deductions. 27 

The final Regulations under Section 
704(b) have provided that a partner's 
share of minimum gain equals the 
aggregate nonrecourse deductions 
allocated to him less his share of net 
decreases in the minimum gain (aris
ing, for example, from principal pay
ments on nonrecourse borrowings or 
upon sale of a property).28 A partner's 
share of a net decrease in partnership 
minimum gain during a year equals 
such net decrease multiplied by a 
fraction, the numerator of which is 
such partner's share of minimum 
gain at the end of.the prior year and 
the denominator of which is the 
minimum gain at the end of the prior 
Year.29 

The Temporary Regulations 
change the computation of a partner's 
share ofpartnership minimum gain 
in a very important respect. A part
ner's share of partnership minimum 
gain is now increased not only by the 
nonrecourse deductions allocated to 
him, but also by the aggregate distri
butions to him ofthe proceeds of a · 
nonrecourse liability that are alloc
able to an increase in the partnership 
minimum gain. 3° Failure of the pre
existing regulations to increase a 
partner's share of partnership mini
mum gain by such distributions was a 
serious deficiency that hampered the 
ability of a partner with no deficit 
make-up obligation to receive a "tax 
free" distribution of the proceeds of 
partnership borrowing. For example, 
suppose limited partnership AB 
owned a nondepreciable asset that 
had appreciated in value, borrowed 
money on a nonrecourse basis by 
pledging the asset to secure the debt, 
and distributed the proceeds equally 
between the partners. The distribu
tion of money to the partners would 
reduce their capital accounts, and if a 
deficit resulted in the limited part
ner's capital, such partner would 
have to be allocated items of partner
ship gross income to the extent that 
such deficit exceeded his share of 
partnership minimum gain. 31 Under 
the new regulations, however, his 
share of partnership minimum gain 
would be increased by the distribu
tion that created, and would therefore 
not be exceeded by, the deficit in his 
capital account. 

It is logical to begin to define a 
partner's share of liabilities for pur
poses of Section 7 52 by reference to 
his share of partnership minimum 
gain. To the extent that a partner's 
share of minimum gain is increased 
by nonrecourse deductions, his share 
of nonrecourse debt includable in 
basis will increase to support the 
deduction. Similarly, to the extent 
that a partner's share of minimum 

Feature 
Articles 

23 



Feature 
Articles 

... a partner's 
interest in 
profits is to be 
determined 
based on all of 
the facts and 
circumstances. 

24 

gain is increased by the distribution 
of the proceeds of nonrecourse debt, 
the share of such debt includable in 
his basis will increase to support the 
tax-free distribution of such amount 
to him.82 

The next step in determining a 
partner's share of nonrecourse liabili
ties is to add to his share of partner
ship minimum gain the amount of 
any taxable gain that would be 
allocated to him under Section 704(c), 
or in the same manner as under Sec
tion 704(c) in connection with a 
revaluation of assets, if the partner
ship transferred any partnership 
assets subject to nonrecourse debt to 
the lender in full satisfaction of such 
debt. Section 704(c) requires that 
income and loss with respect to 
property contributed to a partnership 
be allocated to take into account any 
disparity between the adjusted basis 
of such property and its ''book value" 
for capital accounting purposes. The 
initial book value of property contrib
uted to a partnership (i.e., the 
amount credited to the contributing 
partner's capital account) is the 
property's fair market value. The 
partnership's minimum gain with 
respect to appreciated property is 
determined by reference to this book 
value, as adjusted for subsequent 
book depreciation (i.e., minimum 
gain is generally the excess of nonre
course debt secured by partnership 
property over the book value of such 
property). For this reason, partner
ship minimum gain with respect to 
an appreciated asset contributed to 
partnership capital will generally be 
less than the taxable gain that would 
be recognized upon a foreclosure of 
the mortgage or other lien on the 
property. The second step in the 
determination of a partner's share of 
nonrecourse debt is intended to cause 
the amount of this difference to be 
included in the share of the contrib
uting partner in order to support the 
nonrecourse deductions or the financ-

Michigan Tax Lawyer-1st Quarter 1989 

ing proceeds he previously enjoyed. 
To illustrate, suppose Partner A 

owns an asset worth $100 with an 
adjusted basis of $25 and contributes 
such asset, subject to a $100 nonre
course liability, to the·partnership. 
Ns capital account would be credited 
with the $100 fair market value of 
the asset (net of the $100 liability 
subject to which the contributed asset 
is subject), and the partnership would 
carry the asset on its books of a $100 
initial value. A's basis in his partner
ship interest will be increased by the 
adjusted basis of the property he con
tributes, or $25, and his share of the 
nonrecourse liability, and he will be 
deemed to receive a distribution of 
$100 on account ofhis relief from the 
liability as an individual. Accord
ingly, unless his share of the nonre
course debt is $75, A will realize a 
gain upon the constructive distribu
tion of $100 to him. To assure that 
this does not happen, the regulations 
provide that Ns share of the debt 
includes the minimum taxable gain 
which is allocable to him under 
Section 704(c). 

The final step in determining a 
partner's share of nonrecourse liabili
ties is to add to the amounts already 
included in such share pursuant to 
the foregoing rules his proportionate 
share of the amount by which all of 
the partnership's nonrecourse liabili
ties exceed the amount of liabilities 
already included in all of the part
ners' bases pursuant to the foregoing 
rules. A partner's proportionate 
share is equal to his interest in part
nership profits. For this purpose, a 
partner's interest in profits is to be 
determined based on all of the facts 
and circumstances. However, the 
regulations permit the partners to 
specify their respective shares of prof· 
its for this purpose in the partnership 
agreement so long as such shares are 
reasonably consistent with the alloca· 
tion of some significant items of part
nership income or gain. 
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The new regulations generally 
succeed in coordinating the rules for 
determining partners' respective 
shares of partnership debt with the 
rules for determining their respective 
shares of partnership loss. In so 
doing, the new regulations remove 
many of the uncertainties and "traps 
for the unwary" that lingered under 
the pre-existing regulations. Never
theless, it behooves practitioners to 
familiarize themselves with the new 
rules (and, in particular, many of 
their nuances which are not dis-
cussed herein) in order to account for 
them. adequately in structuring 
partnership transactions. 

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

1. Code§ 704(d). 
2. Code § 705. 
3. Code § 752. 
4. Explanation of Provisions of Temporary Regulations under Section 752, T.D. 8237, 53 F.R. 53140 

(December 30, 1988). · 
5. Crane v. Comm'r of Internal Revenue, 331 U.S. 1 (1947). 
6. See footnote 4, ~· 
7. The Revenue Provisions of the Deficit Reduction Act of 1984, P .L. 98-369. 
8. 3 Cl. Ct. 457 (1983), ~ 759 F.2d. 879 (1985). 
9. T.D. 8065, 1986-1 C.B. 254; T.D. 8099, 1986-2 C.B. 84. 
10. Regs.§ 1.704-1(b)(2)(ii)(a). 
11. Regs.§ 1.752-1T(d)(2). 
12. Regs.§ 1.752-H(d)(l). 
13. Regs.§ 1.752-1T(e)(2). 
14. Regs.§ 1.752-H(c)(l). 
15. Regs. § 1.752-1T(d)(3)(i)(A). 
16. Regs.§ 1.752-1T(d)(3)(ii)(G)(iii) 
17. Regs.§ 1.752-1T(d)(3)(ii)(A). 
18. Regs.§ 1.704-1(b)(2)(ii)(b). 
19. Regs. § 1. 752-1 T(k)(Ex.S). 
20. Regs. § 1.752-H(h). 
21. Regs.§ 1.752-1T(d)(3)(i)(B). 
22. Regs.§ 1.704-1T(b)(4)(iv)(k)(3). 
23. Regs.§ 1.704-1T(b)(4)(iv)(h)(2). 
24. Regs.§ 1.704-1T(b)(4)(iv)(h)(4). 
25. Regs.§ 1.752-1T(e)(2)(i). 
26. Regs.§ 1.752-1T(e)(3)(i). 
27. Regs.§ 1.704-1(b)(4)(iv)(c); Regs.§ 1.704-1T(b)(4) (iv)(c). 
28. Regs.§ 1.704-1(b)(4)(iv)(f). 
29. Regs.§ 1.704-1(b)(4)(iv)(f); Regs.§ 1.704-1T(b)(4) (iv)(f). 
30. Regs.§ 1.704-1T(b)(4)(iv)(f)(1). 
31. Regs.§ 1.704-1(b)(4)(iv)(e). 
32. Where a deficit in a partner's capital account corresponds to his share of partnership minimum gain, a 

reduction of his interest in, resulting from a shift or "flip" in the allocation of, profits and losses will not result 
in his recognizing an immediate gain. Under the old rules, practitioners had to be concerned that such a flip 
could result in a reduction· in such a partner's share of partnership debt such that the constructive distribu
tion of money to him Would exceed his basis, resulting in taxable gain in the amount of the excess. The 
new rules effectively assure that, under such circumstances, any constructive distribution of money to the 
partner will not exceed his basis. 
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Section 89 Internal Revenue Code 

Tax on Employee Fringe Benefits 
By: Matt W. Zeigler 

Employers, Employees, and 
Qualification Rules §89(k). 

I. OVERVIEW, PRELIMINARY 
COMPLIANCE AND 
EFFECTIVE DATES. 

A. Overview. 
Section 89 of Internal Revenue 
Code ("§89") was passed as a part 
of the Tax Reform Act of 19861 

("TRA 1986"). §89 imposes a tax on 
t~e fringe benefits that are pro
VIded to employees and paid for by 
their employers who deduct these 
benefits as business expenses 
under various sections of the Inter
nal Revenue Code (the "Code"). 
~nless ~ertain coverage or eligibil
Ity reqmrements and/or certain 
written documentation standards 
are met, some or perhaps all em
ployees will have to pay tax on the 
value of the employer-provided 
fringe benefits. 

. The effect of §89 is primarily to 
raise revenue to help meet the 
deficit of the federal government 
and secondarily (the stated primary 
purpose) to broaden the coverage of 
various health care and other em
ployee fringe benefit programs to 
more employees without regard to 
compensation. The General Expla
nation of the Tax Reform Act of 
1986, the so-called "Blue Book" 
("BB"), anticipates that the revenue 
effect of this provision is to raise 
additional taxes of $72 million in 
1988, $128 million in 1989 $140 
million in 1990 and $154 ~illion in 
1991, for almost a half a billion 
dollars in total. 

The Technical and Miscellane
ous Revenue Act of 19882 

('~T AMRA") passed by Congress and 
signed by President Reagan on No-

vember 10, 1988, provided some 
temporary relief to some of the 
more stringent provisions of §89. 
TAMRA included comprehensive 
explanatory provisions in a Confer
ence Report, called the Statement 
of Managers ("S.M."). (Reference to 
the S.M. in this article will be to 
the Government Printing Office 
edition, dated October 21, 1988.) 

Proposed Regulations. The 
Proposed Regulations to §89 (the 
"Regulations") were published on 
March 7, 1989 and were 219 pages 
in length. (54 CFR 9460.) The pro
posed Regulations contain specific 
language which permits an em
ployer to rely on them. Generally 
the Regulations delayed four of the 
five qualification/disclosure issues 
until 1990 and the fifth one only to 
July 1, 1989 (the "reasonable noti
fication" rule). The nondiscrimina
tion rules were not delayed so em
ployers and employees face' the 
issue of additional income tax or 
penalties in 1989. But employers 
are now permitted an election to 
use a short testing year in 1989 so 
long as the second testing year is a 
full12 months in duration. 
§1.89(a)-1, Q&A-6(b)(2). 

Although comprehensive the 
Regulations did not address the 
following issues: multiemployer 
plan rules adopted in TAMRA· the 
separate line of business rules' of 
section 414(r); the availability of 
employer disaggregation under 
~ection 89; the group-term life 
msurance rules; and the applica
tion of section 89 to former employ
ees and the exclusion of employees 
under §89(h). These areas are to 
be addressed in future guidance. 
This monograph is written incorpo
rating the relief and changes 
provided by TAMRA and the Regu
lations. 
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The Tax. Section 89 taxes the 
employer-provided fringe benefits 
under a discriminatory employee 
benefit plan. The gross income of a 
highly compensated employee who 
is a participant in a discriminatory 
employee benefit plan during any 
testing year shall include an 
amount equal to such employee's 
excess benefit under the plan. 
§89(a). 

The Excess Benefit. Under 
§89(b), the excess benefit of an 
highly compensated employee is 
the amount over the highest per
mitted benefit. The highest per
mitted benefit is determined by 
reducing the nontaxable benefits of 
the highly compensated employees, 
beginning with the highly compen
sated employees with the highest 
nontaxable benefit, until the plan 
is not discriminatory. To compute 
the excess benefit, there shall be 
taken into account all plans of the 
same type. Nontaxable benefit 
means any benefit provided under 
a statutory employee benefit plan 
as defined in §89(i) which includes 
the cost of group-term life insur
ance under §79. 

What §89 Is Not. §89 covers 
many kinds of employer-provided 
fringe benefit plans, but it is does 
not require (1) an equalization of 
employee fringe benefits; (2) any 
minimal level benefit or coverage; 
(3) mandated minimum of number 
or classifications of nonhighly com
pensated employees who must be 
covered by health or accident in
surance; or (4) prohibit highly 
compensated employees from re
ceiving more valuable benefits 
than other employees. Instead, the 
general idea behind §89 is that if 
the level of employer-provided 
fringe benefits supplied to highly 
compensated employees as com
pared to those supplied to non
highly compensated employees are 
significantly unequal, the highly 

compensated employee must pay 
tax on the amount of the differen
tial, the "excess benefit." 

Transitional Relief for 1989 
and 1990. The Regulations pro
vided a transitional rule that will 
substantially simplify §89 compli
ance for many employers. This 
rule permits an employer to pass 
the 75% Benefits Test if it elects to 
treat all of the health coverage 
provided to a portion (20% in 1989; 
40% in 1990, subject to some maxi
mum and minimum numbers) of 
its highly compensated employees 
as a taxable benefit. §1.89(a)-1; 
Q&A-2(a). If this transition rule is 
used, then a 80%/66% Eligibility 
Test may be substituted for the 
90%/50% Eligibility Test. §1.89(a)-
1, Q&A-2(b). 

B. Preliminary Compliance. 
If an employer does nothing in 
response to §89(k), every employee, 
whether highly or not highly com
pensated, will have to pay income 
tax on the value ofthe employer
provided fringe benefits. To avoid 
this consequence, an employer 
must, starting, in part on July 1, 
1989 and then fully beginning at 
the earliest, in January 1990, de
scribe in writing and give notice to 
eligible employees of the provisions 
of the employer-provided fringe 
benefit plans. 

A summary review of the em
ployee population and the coverage 
and eligibility conditions of each 
employee benefit plan should be 
conducted first. This review 
should determine the number and 
kinds of plans, the identification of 
highly compensated employees, the 
cost of the benefits, the criteria for 
eligibility and the amounts of any 
employee contributions for cover
age. This overview should be 
performed early and before gather
ing large volumes of employee 
information. 
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If it appears that at least 80% 
of the nonhighly compensated but 
eligible employees may not be cov
ered, then an employer could 
explore whether minor, cost effec
tive adjustments to the eligibility 
criteria for that particular plan 
might increase the percentage of 
nonhighly compensated employees 
included under the plan. TAMRA 
allows employers, at their option, 
to test one or more times in 1989 to 
determine whether or not the tests 
are met. 

Finally, plan provisions should 
be reviewed for any "discrimina
tory provision" which will, by its 
terms or by its operation under all 
facts and circumstances, discrimi
nate in favor of highly compen
sated employees. Such a provision 
could cause any otherwise quali
fied plan benefit to become taxable 
to highly compensated employees. 
An employer could modify the plan 
design so that the discriminatory 
effect is eliminated or, alterna
tively, broaden the otherwise dis
criminatory provision to include 
nonhighly compensated employees. 

The rules do provide a type of 
compliance transition period. 
Until January 1, 1990, or until the 
beginning of the second testing 
year beginning after December 31, 
1988, the Regulations set out a 
compliance standard whereby an 
employer will be treated as having 
satisfied §89 if the employer makes 
a reasonable and good faith "effort" 
to comply with §89 and its legisla
tive history. The "effort" must 
include the gathering and analysis 
of employee information. Whether 
the employer's effort is in good 
faith will be based upon the facts 
and circumstances and upon 
whether the employer always re
solves unclear issues in its favor. 

C. Effective Date. 
Section 89 generally is effective for 
all plans for the plan years that 
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begin on and after January 1, 
1989. If your health care or other 
fringe benefit plan year begins on 
January 1, 1989, then that is the 
effective date. If your health care 
or other fringe benefit plan year 
begins, for example, on May 1, 
1989, then that is the effective 
date. The Regulations did not 
change these dates either for the 
qualification rules of §89(k) or for 
the nondiscrimination testing. 
§f89(a)-1, Q&A-10(a). However, 
special transition rules have de
layed the immediate effect for the 
qualification rules. (See below.) 
Special transition rules also have 
provided some simpler methodol
ogy for the nondiscrimination 
rules, but only for plan years that 
begin in 1989. 

For plans covering employees 
who are subject to a collective 
bargaining agreement ("CBA"), the 
effective date is January 1, 1989, 
unless the CBA was ratified on or 
before March 1, 1986. If the CBA 
was ratified on or before March 1, 
1986, the effective date of §89 is 
the plan year beginning after the 
earlier of the date on which the 
CBA terminates (disregarding ex
tensions after February 28, 1986) 
or January 1, 1991. If the CBA 
was ratified after March 1, 1986, 
the effective date of §89 is the first 
day of the plan year beginning 
after December 31, 1988. The 
Regulations add a modification to 
this provision: if both union and 
nonunion employees are covered 
under the same plan, and §89 is 
not yet effective for the employees 
covered by the CBA, the non-union 
employees must be tested for the 
nondiscrimination rules in 1989 
and the union employees tested 
under the delayed effective date 
rules. §1.89(a)-1, .Q&A-10(a)(2)(iii). 

Congress, in the Conference 
Committee Agreement, discussed 
the issue of the effective date of 
§89 with respect to employers who 
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changed the plan year of their 
employee benefit plans to "delay 
substantially'' the effective date of 
the nondiscrimination rules. The 
Conference Committee Notes state 
"The conferees expect that Treas
ury rules will disregard such 
changes for effective date pur-

" poses . 
Moreover, the Regulations pro

vide a special rule (and exceptions) 
also designed to prevent effective 
date delays. The rule is that §89 
becomes effective, for health and 
group-term life insurance plans, on 
the anniversary date" ... of the 
plan's first plan year beginning in 
1988." §1.89(a)-1, Q&A-10(b)(3). 
There are three exceptions to this 
rule: (1) if the health plan's year 
commences not more than 3 
months later in 1989 than it did in 
1988 and the selection of the new 
plan year was for bona fide busi
ness reasons unrelated to §89; (2) 
if there in a new and unrelated 
health care insurance carrier and 
the change of the carrier was for 
bona fide business reasons unre
lated to §89; and (3) ifthere is a 
selection of a uniform plan year so 
long as the first day of the plan 
year is the same as that which 
began in 1988 for plans of the 
same type that provide at least 
25% of the total employer-provided 
benefits provided by all plans of 
the same type during 1988 and the 
selection of the new plan year was 
for bonafide business reasons 
unrelated to §89. Other permis
sible events will permit differing 
effective dates for §89, for example, 
the institution of substantially new 
plans; and changes resulting from 
mergers or acquisitions. Id. 

ll. EMPLOYERS COVERED. 
A. Controlled Group Rules. 
Employees working for members of 
a controlled group under §414(t) 
are treated as single employer for 

purposes of §89. Specifically 
included are: members of a con
trolled group of corporations 
(§414(b)); members ofpartnerships 
or sole proprietorships under com
mon control (§414(c)); members of 
an affiliated service group 
(§414(m)); leased employees 
(§414(n)); and separate organiza
tions or other arrangements de
scribed in regulations under 
§414(o). 

B. Other Employers. The defini
tion of employer also includes: an 
individual owning all of an unin
corporated business, who is treated 
as his own employer; and a part
nership, which is treated as the 
employer of each partner, and the 
partners are treated as employees. 
§89(j)(6). 

C. Separate Line of Business 
Rules. 
1. These rules allow for qualifi
cation and testing based upon 
separate lines of business, 
without the need to apply the 
controlled group rules bridging 
one line ofbusiness to another. 
As a precondition to the appli
cation of these separate line of 
business rules, the plan must 
meet the classification test of 
§410(b)(l)(B). This qualified 
plan minimum coverage rule 
requires that the plan must 
cover a fair cross-section of 
employees, i.e., a representa
tive number ofemployees in 
each pay bracket. If that 
classification test is passed, 
then the separate line of 
business must meet the follow
ing conditions of §414(r): 

(a) there must be a bona
fide business reason for the 
separate line ofbusiness, 
or there must be operating 
units in separate geo
graphic areas at least 35 
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miles apart operating for a 
bonafide business reason; 
(b) the separate line of 
business must have 50 or 
more eligible employees; 
(c) the employer must 
notify the IRS of the elec
tion to treat this line of 
business as separate; and 
(d) the separate line of 
business must meet regu
latory guidelines (that are 
yet to be published) or the 
employer must receive a 
ruling from the Secretary 
permitting the separate 
treatment. 

2. There is a safe harbor 
rule (§414(r)(3)) for meeting 
the regulatory guidelines 
described above in subpara
graph (C)(l)(d). This safe 
harbor rule cannot be satisfied 
if there is a concentration of, 
or an absence of, highly com
pensated employees in that 
separate line of business. The 
safe harbor rule is: the per
centage ofthe highly compen
sated employees in that line of 
business may not be (a) less 
than 50% and (b) more than 
200% of the percentage of 
highly compensated employees 
of the employer considered as 
a whole. The employer is 
treated as meeting the "not 
less than 50%" requirement if 
10% or more of all highly com
pensated employees of the em
ployer perform services for 
this line of business. 
3. TAMRA provided some 
clarification of the safe harbor 
rules. The safe harbor is met 
if, (a) the above requirements 
were met for the preceding 
year, and (b) no more than a 
"de minimis number" of em
ployees were shifted to or from 
the line of business after the 
close of the preceding year, 
and the employees shifted 
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after the close of that preced
ing year contained a substan
tially proportional number of 
highly compensated employees. 
§414(r)(3)(B). 
4. The rules for excluded em
ployees under §§89(h)(2) and 
(3), discussed below, shall be 
separately applied for different 
lines of business. §89(h)( 4). 

D. Exception for Churches. 
Employee benefit plans which are 
maintained for church employees 
by a church or a church-controlled 
organization as defined by Code 
§3121(w)(3)(A) and (B) are not cov
ered by §89. §89(i)(4). 

E. No Exception for Charities. 
Even though a plan is maintained 
by an organization that is exempt 
from tax under §501(a), the chari
table organization must comply 
with §89. The Regulations state 
this explicitly with respect to the 
§89(k) plan qualification require
ments. §1.89(k)-1, Q&A-2(a)(l). 

F. No Exception for Federal, 
State or Local Government. 
There is no exception for govern
mental units under §89. The 
underlying concept is that if the 
governmental unit does not want 
the income from a discriminatory 
health or other fringe benefit 
programs included in the wages of 
its employees, then the federal, 
state or local governmental unit 
employer must comply with the 
qualification and nondiscrimination 
rules of §89. §1.89(k)-1; Q&A-
2(a)(l). The Regulations have 
added a large employer rule for 
employers with over 5,000 employ
ees to ease the burden of complying 
with §89. (See G., below.) 

G. Large Employer Special 
Rule. The Regulations provide for 
a comprehensive set of rules for 
large employers with over 5,000 
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active employees on at least 1 day 
of each quarter of a testing year. 
§1.89(a)-1, Q&A-2(c)(3). 

H. Small Employer Transi
tional Rule for Part-time 
Employees. Generally, any 
employer who has one or more 
employees must comply. However, 
TAMRA provides a phase-in rule 
for small employers who have less 
than 10 employees on a normal 
working day during a testing year. 
For purposes of the 80% Coverage 
Test only, such small employers 
may, for testing years beginning 
in 1989, exclude those part-time 
employees normally working 35 or 
less hours per week; for testing 
years beginning in 1990, exclude 
those employees normally working 
25 or less hours per week; and for 
testing years beginning in 1991, 
exclude those employees normally 
working 17-1/2 or less hours per 
week. TAMRA §6070; S.M., p.165. 

I. Employers with Only Highly 
Compensated Employees. If an 
employer has only highly compen
sated employees, then the require
ments of §89(d), the eligibility test, 
and §89(e), the benefits test, do 
not apply. §89(j)(12). However, 
the qualification/ disclosure rules 
of §89(k) do apply. 

III. EMPLOYEES EXCLUDED. 
A. In General. An employer may 
exclude the following employees, 
both nonhighly compensated and 
highly compensated (some excep
tions) for all testing purposes: 

1. for "core" plans, health, ac
cident and the like, employees 
who have not completed 6 
months of service; for "non
core" plans, life insurance, 
dental plans and the like, 1 
year of service; 

2. employees normally work
ing less than 17 1/2 hours per 
week; 
3. temporary employees 
normally working 6 months or 
less during any year; 
4. employees under age 21; 
5. union employees (but see 
the discussion below); and 
6. non-resident aliens with no 
U.S. source income. 

These exclusions apply unless 
the employer provides for a shorter 
period of service or lesser age re
quirements under the plan, and, in 
such event, the shorter period or 
lesser age is applicable for testing. 
§89(h)(1). Furthermore, if the 
employer covers any excluded 
employee under a plan, then all 
similarly excluded employees must 
be taken into account for purposes 
of testing all plans of the same 
type. §89(h)(2). 

These exclusions are available 
only if the employer imposes the 
same exclusions on all plans of the 
same type (§89(h)(3)(A)), except if 
there is a difference in waiting pe
riods for core and noncore benefits 
provided by health plans. 
§89(h)(3)(B). 

If the employer has a group of 
employees who are under the age 
requirement or who fail to meet the 
minimum service requirement but 
who are nevertheless covered 
under a plan of the employer, then 
such plan may meet the require
ments of §89 separately with 
respect to the excluded employees. 
If the plan covering excluded 
employees passes the §89 testing 
requirements alone, then such 
employees may be excluded in 
determining whether other plans of 
the employer pass the require
ments of §89. §89(h)(5). 

For purposes of the initial 
service rules (six months or one 
year), benefits provided under a 
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core accident or health plan may 
be considered provided under a 
separate plan from noncore bene
fits. BB, p. 799-800. 

B. Part-time, Temporary Em
ployees and "Normally Work". 
T AMRA provided a new meaning 
to the concept of"normally work''. 
§89(h)(1)(B) and (C) and S.M., 
p. 55. Basically, this is an elapsed 
time rule, not an actual counting of 
hours. An employee is considered 
to "normally work" the average 
number of hours worked in the 
testing year prior to the testing 
date. However, it is not a pure 
average, rather it is the average of 
the "scheduled" hours of service. 
(Hours of service has the same 
meaning as the qualified plan defi
nition.) To calculate this average of 
scheduled hours, weeks not worked 
or scheduled for work are disre
garded. Further, this average of 
hours scheduled is to be made in 
good faith and is to take into 
account periods in which it is 
expected that hours worked will be 
higher due to seasonal business 
cycles. 

Employees with less than 60 
days of service are considered to 
"normally work" (1) the average 
number of hours worked during 
the prior testing year, or (2) if the 
employee did not work at least 60 
days during the prior testing year, 
the average number of hours such 
employee is scheduled to work as 
of the testing date, during the 
longer of (i) the next 60 days, or (ii) 
the period between the testing date 
and the end of the testing year. 
S.M., pp. 55-56. 

The entry date or the enroll
ment date can be delayed up to a 
maximum of 31 days following 
completion of the initial service re
quirement. S.M., p. 57. 

C. Students Hired under a 
Work-Study Program. Students 
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hired under a work-study program 
and to whom core health plan cov
erage is made available by their 
employer may be excluded as not 
eligible under §89(h)(1)(G). These 
students must be performing 
services as described in Code 
§3121(b)(10), which are, generally, 
services performed by an enrolled 
student who is employed by that 
same school or university. 

D. Former Employees. §89(j)(3) 
requires plans to test former 
employees separately for nondis
crimination purposes. Although 
the Secretary is directed to address 
this subject by regulation, (and the 
Regulations published to date have 
not addressed this matter) the 
Blue Book indicates that the 
employer can may restrict the class 
of former employees to be tested to 
.those who have reached a certain 
retirement age, those who retired 
after a certain amount of years, or 
those who are on disability retire
ment. In addition, "employers may 
make reasonable assumptions re
garding mortality, so that they do 
not have to determine those former 
employees not covered by a plan 
who are still alive." BB, p. 809. 

TAMRA (§3021(c)(2), S.M., 
pp.52-53) provided that employees 
who separated from service before 
January 1, 1989 and who were not 
reemployed after that date are not 
to be considered in determining 
whether the plans are non-dis
criminatory under §89. If a former 
employee is reemployed after 
January 1, 1989, then the "grand
fathered" status of that former 
employee is lost. 

Benefit increases after Decem
ber 31, 1988 to former employees 
who separated from service before 
January 1, 1989 are disregarded if 
they are provided in the "same 
manner" to employees who sepa
rated both before and after Decem
ber 31, 1988 and are nondiscrimi-
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natory with respect to those em
ployees who separated after De
cember 31, 1988. A Federally 
mandated increase in benefits with 
respect to a former employee sepa
rated from service prior to Decem
ber 31, 1988 is not considered a 
benefit increase. 

Benefit reductions after De
cember 31, 1988 to fo!'mer employ
ees who separated from service 
before Januacy 1, 1989 are to be 
tested under a special rule (See 
S.M., pp. 52-53) which is designed 
to prevent discrimination in favor 
of highly compensated former em
ployees through a nonuniform re
duction in benefits. These benefit 
reductions are to be tested subject 
to the same exceptions applicable 
to benefit increases. 

E. Union Employees. Although 
§89(h)(1)(E) provides for an exclu
sion of union employees, employers 
who cover under any employee 
benefit plan subject to §89 any of 
their employees covered by a col
lective bargaining agreement, 
whether a single employer unit or 
a multiemployer bargaining unit, 
must include those union employ
ees with the group ofnon-union 
employees for purposes of testing 
employer-provided benefits under 
§89 after the applicable effective 
date. This is true unless neither 
the plan nor any other plan of the 
same type is available to any em
ployee in that unit. BB, p. 798. 
This rule seems incongruous with 
the qualified plan rule which is 
written in the same manner. 

The Regulations, confirming 
this interpretation, have clearly 
taken the position that union em
ployees, unless certain narrowly 
defined events have occurred, must 
be tested with the group ofnon
union employees. Union member
ship alone does not of itself give 
rise to a valid employee exclusion. 

Reg. §1.89, Explanation OfRules, 
at paragraph 1. 

There is a narrowly defined 
rule which allows union employees 
to be excluded from the group of 
non-union employees for nondis
crimination testing purposes. An 
employer may disregard union 
members from the testing group 
including non-union employees if 
the collective bargaining unit were 
offered a benefit in bargaining, and 
refused to accept that particular 
fringe benefit, e.g. dental coverage. 
Then the employer could exclude 
those union employees for purposes 
of testing the dental plan only. 
§89(h)(1)(E). 

Another special rule relates to. 
the eligibility criteria with respect 
to multiemployer plans and how 
they are applied. The rule is that 
the initial service, part-time 
status, seasonal status, and age 
provisions, (§89(h)(1)(A)-(D)), are 
not taken into account in determin
ing the extent to which the statu
tory exclusions are applied with 
respect to the other plans of the 
employer. For example, if the core 
union plan had a one month serv
ice requirement, and the non-union 
plan had a three month service re
quirement for core health benefits, 
the fact that the union plan had a 
shorter service requirement would 
not, of itself, reduce the employer's 
service exclusion for the non-union 
employees to one month with 
respect to its non-union core health 
plans. §89(h)( 6). This special rule 
does not apply if the multiemployer 
plan is on behalf of any employee 
who performs professional services. 
("Professional services include the 
following services: legal, medical, 
engineering, architecture, actuarial 
science, financial, consulting, ac
counting and such other services as 
the Secretacy shall determine." 
S.M., p. 57 and §89(g)(3)(E)(iii). 

Moreover, if there is any cross-
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over between non-union partici
pants in a union plan and union 
participants in a non-union plan, 
then the separate status accorded 
those plans under the above spe
cial rules will not be available. 
BB, p. 798-800. 

Written Election. An em
ployer may elect in writing to 
include union employees for test
ing purposes even though, under 
the delayed effective date rules for 
collectively bargained plans, those 
union employees otherwise would 
be excludable. "Such an election 
must be made with respect to all 
collectively bargained employees, 
regardless of bargaining unit, and 
once made applies to all subse
quent testing years. Such an 
election does not accelerate the 
otherwise applicable effective date 
with respect to the application of 
the qualification rules of section 
89(k) to such collectively bargained 
plan or plans. However, if the 
employer makes an election under 
this paragraph (a)(2)(iv), then the 
nondiscrimination rules of section 
89 are effective with respect to 
such plan or plans and thus a 
highly compensated employee 
within the group of otherwise 
excludable employees (i.e., nonex
cludable by reason of such elec
tion), may have an excess benefit 
under section 89(b)". §1.89(a)-1, 
Q&A-10(a)(2)(iv ). 

F. Employees Covered under 
Core Plan with Another Em
ployer; Sworn Statement Ex
clusion. 

1. In General. Employees 
and/or their family members 
who are covered with core 
health benefits of another em
ployer may, at the employer's 
election, be excluded from 
testing for core health plans. 
§89(g)(2). The effect of a 
failure to have an adequate 
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sworn statement to this effect 
is that the presumptions set 
forth in §89(g)(2)(C) will apply. 
(See F. 5 below.) Special rules 
apply, but the use of these 
statements may help increase 
the percentage of employees 
covered under the plan, and 
thus lower the cost for those 
that may have to pay taxes. 

To exclude employees from 
testing under this exclusion, 
an employer must obtain from 
the employee who has other 
coverage, an adequate "sworn 
statement". An adequate 
sworn statement must identify 
whether that " ... employee has 
a spouse or any dependents, 
and, if so, the number of de
pendents and the current re
ceipt by the employee and any 
spouse or dependents of core 
health coverage under a plan 
of another employer or the 
employer of the spouse or de
pendent." §1.89(a)-l, Q&A-
3(c)(4)(ii). A sworn statement 
is not required to be notarized 
or to be completed on a form 
approved in advance by the 
Commissioner. S.M., p. 46. 
The sworn statement also 
must identify the core cover
age from the first employer, if 
any, the identity of the other 
employer and the core cover
age from the other employer. 
§89(g)(2)(B). 

a. Triennial/Annual collec
tion. Mter the sworn 
statements are initially 
collected, then they need 
only be collected once every 
three years. If an em
ployer does not obtain 
adequate sworn state
ments from substantially 
all ofits employees, or 
from a representative 
sample of employees, dis-
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cussed below, then the 
employer must obtain 
them annually. §1.89(a)-1, 
Q&A-3(c)(4)(iv). 
b. Fact Collection Date. 
The collection of facts may 
relate to the facts in exis
tence on any date within 6 
months of the actual 
collection and need not re
late to the facts in exis
tence on the annual testing 
date. For nondiscrimina
tion testing purposes, the 
collection fact date must 
precede the testing date; 
and the one closest in time 
to the testing date is the 
one that must be used. 
S.M., p. 47. 
c. Option To Return; 
effective 1/1/91. Once a 
nonhighly compensated 
employee has signed a 
sworn statement indicat
ing that either he or she or 
a member of the em
ployee's family has core 
medical coverage else
where, and after that other 
employer-provided cover
age has ceased for any 
reason, §89(g)(2)(E) pro
vides that the employee 
must be allowed to elect 
coverage under the plan of 
the first employer even if 
an election is not otherwise 
available. This election 
period (to elect back in) 
must be no shorter than 30 
days. The terms and con
ditions of the election back 
into the first employer's 
plan must be the same as 
if such employee was 
making the election during 
a subsequent open enroll
ment period; for example, 
reentry into. the plan could 
be conditioned on a show
ing of insurability. In the 

event that other types of 
coverages are made avail
able to an employee during 
this open enrollment 
period, then those same 
coverages are to be made 
available to an employee 
whose coverage from the 
other employer has ceased 
and is now electing under 
the first employer's plan. 
The same rule applies in 
the event an employee is 
single and elects coverage 
under the plan of another 
employer and then has a 
family. The Regulations 
made this special rule 
effective for testing years 
beginning after December 
31, 1990. This rule then, is 
not applicable for plan 
years beginning in 1989 or 
1990. If this election is not 
available to the nonhighly 
compensated employee, 
that employee may not be 
disregarded for purposes of 
the election to exclude em
ployees on the basis of a 
sworn statement. 
(§89(g)(2)(E)). (S.M., 
pp.46-48). §1.89(a)-1, 
Q&A-3(c)(6). 
d. IRS Model Language; 
Other Reasonable Method. 
T AMRA directed the IRS to 
and the IRS has supplied 
model language, (not a 
model form) that must be 
included in a sworn state
ment. See the sample 
language contained in 
§ 1.89(a)-1, Q&A-3( c)( 4)(ii). 
(A sample sworp. statement 
form is appended to this 
monograph.) In lieu of 
including information 
about the employer-pro
vided health coverage 
being received by an em
ployee under the em-
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ployer's health plans, an 
employer may use any 
other reasonable method to 
enable it to determine, for 
each testing year, the 
extent to which an em
ployee who is receiving 
core health coverage under 
a plan of another employer 
also is receiving employer
provided health coverage 
from the employer. Id. 
e. Effective Date: 1989. 
The Regulations do not 
allow employers to delay 
the collection of adequate 
sworn statements for years 
beginning in 1989. So, for 
testing years beginning in 
1989, they will have to be 
collected in order to utilize 
the exclusion. However, 
the Regulations do state 
that the sworn statements 
used in 1989 cannot be 
relied on for testing years 
beginning after 1989 
unless they are made 
under penalty of perjury 
and contain a description 
of the employee's current 
employer-provided core 
health coverage and the 
other requirements stated 
above. §1.89(a)-1, Q&A-
3(c)(4)(ii). 

2. 75% Benefits Test and 
80% Coverage Test Only. 
TAMRA provided that employ
ees excluded from the first 
employer's testing based upon 
sworn statements now could 
be excluded from the 80% Cov
erage Test, rather than the 
75% Benefits Test only as 
provided originally by TRA 
1986. §89(g)(2)(A). 
3. Coverage at No Cost; Ex
clusion without Sworn 
Statement. In the event that 
an employer makes available 
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to an employee the employee
only core health coverage at no 
cost and the employee rejects 
that coverage, then that 
employer may exclude that in
dividual as if he or she signed 
a sworn statement. Similarly, 
if an employee is eligible to 
receive family-only coverage 
under a core health plan of the 
employer with a "substantial" 
employer-provided benefit at 
no cost and the employee 
rejects that coverage, the 
employer may treat such 
employee as having completed 
an adequate sworn statement 
that the employee has no 
family or has a family all the 
members of which receive 
other core health coverage. 
§ 1.89(a)-1, Q&A-3( c)( 4)(iii). 
4. 80% Eligibility Test Pre
requisite. Before an em
ployer may exclude those 
employees who have provided 
sworn statements indicating 
that they have core coverage 
elsewhere, that employer must 
first pass the 80% Coverage 
Test on the basis of eligibility 
to participate, rather than 
coverage. §89(g)(2)(A). If the 
plan being tested does not 
pass the special 80% Eligibil
ity Test, those employees 
excluded by the sworn state
ments would be eliminated 
only from the 75% Benefits 
Test. However, this exclusion 
from the 75% Benefits Test 
applies only to the testing of 
the health or accident plan of 
the employer; the exclusion 
does not apply to any other 
type of plans even if aggre
gated with plans of a different 
type for purposes of the 75% 
Benefits Test. BB p. 802. So, 
the effect of a failure to pass 
the special 80% Eligibility 
Test is to exclude an employee 
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from being tested under the 
75% Benefits Test only for the 
core health plan, but that 
same employee could not be 
excluded from the testing of 
the group-term life insurance 
plan. §1.89(a)-l, Q&A-3(c)(7). 
5. Dual Adverse Presump
tion of Family Status. In 
the absence of a sworn state
ment, there is a dual adverse 
presumption: on the one 
hand, nonhighly compensated 
employees shall be treated for 
testing purposes as not having 
other coverage and as having 
a spouse and dependents with
out other coverage. On the 
other hand, a highly compen
sated employee shall be 
treated as a single person with 
other coverage. A sworn 
statement can defeat this 
presumption of family or 
single coverage. §1.89(a)-1, 
Q&A-3(c)(4). The employer 
has the option of testing 
family coverage separately. 
Simply put, this presumption 
operates so that a nonhighly 
compensated employee has a 
family unless there is a sworn 
statement indicating that such 
person is single, and a highly 
compensated employee is 
single unless there is a sworn 
statement indicating that such 
person has a family. 
§89(g)(2)(C). 

This presumption may be 
defeated as follows: an em
ployee who has signed a sworn 
statement representing to the 
employer that his spouse or 
dependents have coverage 
under the accident or health 
plan of another employer or 
that he is single, may be ex
cluded from testing the Em
ployer's dependent coverage 
plans. Such an employee is 
appropriately considered 

under the employer's plans as 
a single person. Similarly, an 
employee who has signed a 
sworn statement representing 
to the employer that he has 
coverage for himself elsewhere 
may be excluded from testing 
the employee-only plan. Fur
ther, if a plan requires differ
ent levels of co-payments 
depending upon which plan 
the employee chooses for 
coverage, then that employee 
will be presumed to participate 
in the plan for which he or she 
is paying. 
6. Special133% Rule for 
Highly Compensated. In 
addition, there is a special 
133% rule which prevents an 
employer from disregarding 
highly compensated employees 
who may have signed a sworn 
statement. If any highly 
compensated employee re
ceives an employer-provided 
benefit under all health plans 
of the employer which is more 
than 133%ofthe average em
ployer-provided benefit under 
all such plans provided for the 
nonhighly compensated em
ployees, the employer may not 
disregard such employees, 
their spouses or dependents. 
Further, that employer may 
not elect to apply the 75% 
Benefits Test separately with 
respect to coverage of spouses 
or dependents by such plans. 
§89(g)(2)(D) and §1.89(a)-l, 
Q&A-3(c)(5). 
7. Other Ineligible Employ
ees. If an employee is in a 
class of employees who are not 
eligible for the accident or 
health plan of this employer 
and that ineligible employee 
signs a sworn statement 
representing that he or she 
has coverage elsewhere or is 
single, then that employee can 
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be disregarded for purposes of 
the 75% Benefits Test or the 
80% Coverage Test even 
though, if this employee lost 
that coverage or acquired a 
family, he or she would not be 
eligible for such coverage. 
S.M.,p.48. 
8. Election in Writing. For 
purpose of the 80% Coverage 
Test and the 75% Benefits 
Test, the Regulations provide 
that an employer may elect in 
writing to test employee-only 
coverage separately from 
family-only (spouse and de
pendent) coverage. §1.89(a)-1, 
Q&A-3(c)(l). 
9. Sampling. To aid in 
determining whether a plan is 
discriminatory, TAMRA 
(§89(g)(2)(B); S.M., p. 36-37) 
provides that statistically 
valid random sampling can be 
used for purposes of identify
ing the kinds of coverages 
available to the nonhighly 
compensated employees for 
testing purposes. To be valid, 
such sampling must be con
firmed by an independent 
third person, and there must 
be a 95% probability that the 
results obtained will have a 
margin of error not greater 
than 3%. §1.89(a)-l, Q&A-
5(d). 

IV. EMPLOYEESINCLUDED 
A. Common Law Employee. 
"The term 'employee' generally 
means an individual who performs 
service for the employer maintain
ing the plan and who is ... a common 
law employee of the employer .... " 
§1.89(a)-l, Q&A-l(f)(6)(i). 

B. Leased Employees. Leased 
employees are treated in the same 
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manner as employees of the em
ployer for whom they perfo~ 
services. The ERISA exemption 
with respect to individuals covered 
by a safe-harbor plans (§414(n)(5)) 
does not apply to §89 testing. 
§1.89(a)-1, Q&A-l(f)(6)(ii)(A); BB, 
p. 793. The rule of §414(n)(l)(~) 
permitting a recipient to take mto 
account certain benefits provided 
by the lessor is available with 
respect to the benefits under §89. 
§ 1.89(a)-1, Q&A-l(f)( 6)(ii)(A). 
However, the Regulations added a 
special rule with respect to leased 
employees: 

Nevertheless, a leased employee 
may be disregarded by an ~m-. 
ployer-recipient when testmg Its 
health plans if the employer
recipient treats the health cover
age received by the leased em
ployee from the leasing org~iza
tion as health coverage received 
from another employer and, on 
such basis, applies the rules of 
Q&A-3 (relating to sworn state
ment exclusions) of this section 
with respect to such leased 
employee. Notwithstanding the 
immediately preceding sentence, 
no leased employee described in 
this paragraph (f)(6)(ii) may be 
disregarded as having coverage 
froin another employer unless 
the value of employer-provided 
core health benefits actually 
received by the leased employee 
from the leasing organization 
under its plan is at least 50 per
cent as valuable as the highest 
employer-provided core health 
benefit available to any highly 
compensated employee of the 
employer-recipient. §1.89(a)-1, 
Q&A-l(f)( 6)(ii)(A). 

C. Self-employed Individuals. 
"Employee" means any self-e~
ployed individual, as defined m 
§401(c) (1). §89(j) (6)(A) and 
§1.89(a)-l, Q&A-l(f)(6)(i). 
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D. Sole Proprietor. An individ
ual who owns the entire interest in 
an unincorporated trade or busi
ness shall be treated as his own 
employer. §89(j)(6)(B). 

E. Partners. Each partner shall 
be treated as an employee of the 
partnership and the partnership 
as the employer. §89(j)(6)(B). 

F. Other Employees. The term 
employee also means any " .. .indi
vidual who is treated as an em
ployee with respect to the em
ployer for purposes of the provision 
(e.g., section 106) that provides for 
the exclusion of the benefit being 
tested under section 89". 
§1.89(a)-1, Q&A-1(f)(6)(i). 

V. HIGHLY COMPENSATED 
EMPLOYEES 

Highly Compensated Employees. 
(1) A highly compensated employee is 
an employee who, during the current 
year or in the preceding year, was (a) 
a 5% or more owner; (b) earned wages 
in excess of $75,000 (1988: $78,353; 
1989: $81,720); (c) earned wages in 
excess of $50,000 (1988: $52,235; 
1989: $54,480) and was in the top 
20% of all employees based on wages; 
or (d) an officer with wages greater 
than $45,000. In addition to these 
shortened definitions, §414(q) of the 
Internal Revenue Code and regula
tions thereunder provide more elabo
rate details. Section 414(q)(6)(A) and 
(B) attributes income earned by 
certain family members of the highly 
compensated employees to that 
highly paid employee. §414(q)(5) 
requires that at least 1 officer be 
taken into account, and that a maxi
mum of 50 officers, but not less than 
the greater of3 or 10% ofthe employ
ees, shall be treated as officers. 

TAMRA (§414(q)(12)) provides a 
simplified method for determining 
who is a highly compensated em-

ployee: an employer may elect during 
any year to reduce the amount in (b) 
from $75,000 to $50,000 and to ignore 
the application of paragraph (c) 
above. 

TAMRA (S.M., p. 54) clarified the 
fact that the nondiscrimination rules 
of §89 do not apply if an employer has 
no nonhighly compensated employees. 
§89(j)(12). 

VI. PLANS COVERED. 
A. Plans Covered. All statutory 
fringe benefit plans, as defined in 
§89(i), are covered by §89. The 
general rule is that any plan which 
pays a non-taxable employer-pro
vided benefit, is subject to the new 
qualification and nondiscrimina- · 
tion rules and a resultant tax in 
the event of failure to pass those 
tests. Specifically, both the qualifi
cation and nondiscrimination parts 
of §89 cover the following group 
plans providing employees with 
benefits that are tax-free under the 
Code sections indicated: group 
health or accident insurance, 
(§§105 and 106) including self
insured medical reimbursement 
plans; accidental death and dis
memberment plans (§105); and 
group life insurance (§79) (al
though some special rules apply). 
In addition, the qualification rules 
of §89(k), but not the nondiscrimi
nation rules of §89(a), also apply 
to: a qualifiedtuition reduction 
program (§117(d)); a cafeteria plan 
(§125(c)) (some special rules apply); 
fringe benefit programs providing 
no-additional-cost services 
(§132(b)); qualified employee dis
counts (§l32(c)); employer operated 
eating facilities (§132(e)(2)); and 
plans to which §505 applies (volun
tary employee's beneficiary asso
ciations (''VEBAs")); exempt or
ganizations under §501(c)(9); and 
supplementary unemployment 
benefit funds under exempt 
§501(c)(17), even ifmaintained 
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under a collective bargaining 
agreement. Some individual work
ers, disability compensation plans 
may be covered (See B., below). 
§1.89(k)-1, Q&A-2(b)(4). There is 
no exception if any of these plans 
are maintained by a multiemployer 
bargaining group. Such a plan is 
maintained by all of the contribut
ing employers in that group. 
§1.89(k)-1, Q&A-2(e). 

Under §89(i)(2), an employer 
may, at its option, elect to treat the 
following additional plans as statu
tory benefit plans for purposes of 
the nondiscrimination rules, but 
an election with respect to any one 
plan shall apply with respect to all 
plans of the same type as the 
elected plans: a qualified group 
legal services plan (§120(b)); a 
dependent care assistance program 
(§129(d)); and an educational 
assistance plan (§127(b)). (Note 
that with respect to an educational 
assistance plan and a group legal 
services plan, at the time of this 
writing, the exclusion from income 
for the employee-beneficiary have 
not been extended by T AMRA and, 
thus, there are no pre-tax benefits 
which are employer-provided. 
Unless that status changes, educa
tional assistance plans and group 
legal services plans are not subject 
to §89.) 

Plans which fail the various eli
gibility and coverage testing under 
§89(a), even if the entire value of 
the employer-provided coverage 
thereunder is treated as an excess 
benefit under §89(b), still must 
comply with the disclosure rules of 
§89(k). §1.89(k)-1, Q&A-2(g). 

An accident and health plan 
maintained pursuant to a qualified 
pension or annuity plan under 
§401(h) is subject to the §89(k) 
qualification standards. §1.89(k)-
1, Q&A-2(b)(5). 

B. Plans Not Covered. Section 
89 does not apply to plans that pro-
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vide taxable benefits to employees, 
such as short or long-term disabil
ity plans or other wage continu
ation programs where the benefits 
paid to the employee are taxable 
and are included in his or her gross 
income and reported on Form W2 
or 1099. Workers compensation 
plans maintained pursuant to 
state or federal laws, the benefits 
of which are excludable under 
§104(a)(l) of the Code, are not 
subject to the qualification rules of 
§89(k). However, accident and 
health plans maintained pursuant 
to state or federal laws, the bene
fits of which are excludable under 
§105(b) or (c) of the Code do not 
qualify as a workers compensation 
plans and they are subject to the 
qualification rules of §89(k). 
§1.89(k)-1, Q&A-2(b)(4). These 
would include payments for the 
loss of a bodily member or function 
which are computed without refer
ence to the period of absence from 
work. 

The only specific exception to 
§89 is for church plans as dis
cussed above. 

C. Separate Rules for Deter
mining Value of Plans Subject 
to §89(k) and §89(a). §89(k): 
Value of the Benefits. Those 
plans which are subject to §89(k) 
have employer-provided " ... benefits 
received by an individual that is 
attributable to employer contribu
tions, including salary reduction 
contributions under a cafeteria 
plan." §1.89(k)-1, Q&A-l(b)(2). 
"Benefits" means " ... those pay
ments, reimbursements, products 
and services provided under the 
plan to a participant on account of 
such participant's claim, need or 
event that is covered under the 
plan. §1.89(k)-l, Q&A-l(b)(l). The 
plans subject to §89(k) are dis
cussed at length at §1.89(k)-1, 
Q&A-2. . 
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§89(a): Value of the 
Coverage. For plans which are 
subject to §89(a), the nondiscrimi
nation rules, the employer-pro
vided benefit is defined (§1.89(a)-1, 
Q&A-1(£)(3)) as the "value of the 
coverage" or "the value of the enti
tlement to receive payment" as a 
result of injury or sickness and not 
the value of the services or benefits 
received under the health plan. 
For group-term life insurance 
plans, the "value of the coverage" . 
is the cost of the insurance deter
mined under §79(c) assuming the 
employee is age 40. §89(g)(3)(C). 
Any death benefit paid under a life 
insurance plan is not included for 
purposes of the nondiscrimination 
testing. §1.89(a)-1, Q&A-1(a)(1). 
In the case of other plans, the 
"value of the coverage" is the value 
of the employer-provided benefits 
provided rather than the value of 
the coverage (i.e., the same defini
tion as for the qualification rules, 
above). §1.89(a)-1, Q&A-1(£)(3). 

VII. STEPS FOR QUALIFICA
TION: DESCRIPTION AND 
DISCLOSURE. 

A. Requirements. In order to 
avoid the tax on the value ofbene
fits of all the nonhighly and highly 
compensated employees, all of the 
fringe benefit plans subject to 
§89(k) need to be adequately 
described and disclosed to all 
employees. If a plan is not formal
ized in writing, either by a single 
document or by a collection of 
documents (as discussed below), 
then all of the employees covered 
by that plan, both nonhighly 
compensated and highly compen
sated alike, will have to pay the 
tax on the value of the benefits. 
This result will occur whether or 
not any of the plans pass the non
discrimination testing. The plans 
subject to §89(k) are discussed at 
length at §1.89(k)-1; Q&A-2. 

B. Section 89(k) Requirements. 
Section 89(k)(1) requires that the 
gross income of any employee shall 
include an amount equal to the em
ployer-provided benefit unless such 
plan meets the following criteria: 

(1) the plan is in writing; 
(2) the employee's rights 
under the plan are legally en
forceable; 
(3) employees are provided 
reasonable notification of 
benefits available under the 
plan; 
(4) the plan is maintained for 
the exclusive benefit of em
ployees; and 
(5) the plan was established. 
with the intention of being 
maintained for an indefinite 
period of time. 

The Regulations have signifi
cantly elaborated on each of these 
requirem~nts. The earliest date 
for compliance relates to the rea
sonable notice provision in (C) 
which date has been delayed to 
July 1, 1989. The remaining four 
plan provisions have been delayed 
to the first day of the second plan 
year beginning after December 31, 
1988. 

C. Plans Covered. Those plans 
that are described in paragraph VI. 
A., above, are covered under the 
qualification rules of §89(k). The 
qualification rules have been 
broadened under the Regulations 
to include " ... plans without regard 
to whether they are statutory 
employee benefit plans (as defined 
in §89(i)) subject to the nondis
crimination rules of section 89 and 
without regard to whether they are 
subject to Title I of ERISA." 
§1.89(k)-1, Q&A-2(a)(1). In addi
tion, plans maintained by em
ployee organizations as defined in 
§3(4) of ERISA or maintained pur
suant to one or more collective bar-
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gaining agreements also must 
meet the requirements of §89(k). 
§1.89(k)-1, Q&A-2(a)(2). Regard
less of the employer's election to 
include the legal services plan, the 
educational or dependent care 
assistance programs as statutory 
employee benefits programs, as 
discussed in paragraph VI., above, 
these plans must comply with 
§89(k), provided that, for the group 
legal services and educational 
assistance programs, §§ 120 and 
127, respectively, are in effect. 
§1.89(k)-1, Q&A-2(c). 

One possible alternative dis
cussed for an employer to avoid 
§89 altogether was for the employ
ees to form a separate group re
ceiving a group status from an 
insurance carrier and to pay for 
the premium cost in all after-tax 
employee payments. Aside from 
the practical matter of whether a 
carrier would agree to this ar
rangement, the §89(k) question 
was did such a plan have to comply 
with the qualification rules. The 
Regulations provided the answer: 
" ... a plan 'maintained by an em
ployer' (and subject to §89(k)) is 
any plan of, or subsidized by, an 
employer who employs partici
pants in the plan. A plan is main
tained by an employer even if the 
cost of such plan is borne by the 
employees (including their spouses 
and dependents) through after-tax 
employee contributions, as long as 
the value of the coverage under the 
plan for any employee is greater 
than such employee's after-tax 
contributions." §1.89(k)-1, Q&A-
2(a)(2). This position is to forestall 
grossing up a highly compensated 
employee's pay and deeming that 
total compliance with §89. How
ever, with respect to health plans, 
if the after-tax employee contribu
tions equal or exceed the COBRA 
premium, under §4980B(f)(4), then 
that plan is not required to comply 
with §89(k). §1.89(k)-1, Q&A-
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2(b)(1). With respect to group
term life insurance plans, a plan is 
subject to §89(k), if it is a plan 
described in the regulations under 
§79. §1.89(k)-1, Q&A-2(a)(1). 

D. The Writing Requirement: 
§89(k)(l)(A); Transitional Rule. 
Under TAMRA, a plan is ade
quately described and disclosed 
under the provisions of subsection 
§89(k)(1)(A) (the "writing'' require
ment) with respect to any testing 
year if the provisions of the plan 
are contained in a single docu
ment, or a collection of documents, 
which meet the following criteria: 
(a) the plan is in writing before the 
close of such year; (b) the employ
ees had reasonable notice of the 
plan's essential features on or 
before the beginning of such year; 
and (c) the provisions of the writ
ten plan apply for the entire year. 

Delayed Effective Date. The 
Regulations delayed the effective 
date of the written documentation 
requirement beyond the TAMRA 
extension. This requirement now 
does not have to be met for plan 
years beginning in 1989. The 
effective date is, instead, the later 
of(1) the first day of the second 
plan year commencing after De
cember 31, 1988 or (2) " ... the day 
following the end of the 12-month 
period beginning on the first day of 
the first plan year in 1989 that the 
plan is subject to section 89." 
§1.89(k)-1, Q&A-3(d)(4). 

Single Document. A "single 
written document" means one 
document containing all material 
terms of the plan which are either 
contained in one written instru
ment, or incorporated by reference, 
or incorporated using a combina
tion of both methods. A single 
written document can incorporate 
by reference several written docu
ments, and/or several different 
plans can be incorporated into a 
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single written instrument. The 
kinds of documents that can be in
corporated by reference are a very 
wide variety of instruments, in
cluding insurance policies and 
contracts, collective bargaining 
agreements, third party interpre
tations of material terms relating 
to the plan and annual returns. 
§1.89(k)-l, Q&A-3(b)(l) and (2). 

The single document must 
contain a recitation of the qualifi
cation requirements of §89(k)(l)(B) 
and (D) and any information that 
is required under any other provi
sion of the law. §1.89(k)-1, Q&A-
3(c)(2). The fact that the various 
plans are treated as separate plans 
under the principal of disaggrega
tion does not require more than 
one "single written document" as 
discussed above. §1.89(a)-1, Q&A-
4(a). 

''Material Terms of The 
Plan" has the same meaning as 
the required contents of a sum
mary plan description under 
ERISA. §1.89(k)-1, Q&A-3(c)(4) 
provides a nonexclusive list of 
requirements of the single docu
ment: 

... the eligibility rules govern
ing plan participation; terms 
relating to the periods during 
which coverage or benefits are 
provided; descriptions of 
available benefits; the proce
dures governing participants' 
elections under the plan, in
cluding the period during 
which an election may be 
made, the extent to which 
elections are irrevocable, and 
the periods with respect to 
which elections are effective; 
the manner in which employer 
contributions may be made 
under the plan, such as by 
salary reduction agreements 
between a participant and the 
employer and by nonelective 
employer contributions, as 

well as any maximum limita
tion on employer contributions 
on behalf of any participant; 
term~ relating to the timing or 
amount of salary reduction or 
employee contributions to the 
plan; terms relating to deduct
ibles, co-payments or similar 
requirements, including any 
dollar limit on any benefit; 
conditions precedent or subse
quent with regard to a partici
pant's qualification or contin
ued qualification for any 
coverage or benefit, including 
any limitations or restrictions 
relating to benefits, such as a 

·pre-existing condition limita
tion; provisions relating to the 
procedure under which claims 
are to be made and evaluated 
for reimbursement; provisions 
relating to health continuation 
coverage under section 4980B; 
and the procedures or circum
stances under which the plan 
may be terminated, including 
a statement, if applicable, that 
the plan may be terminated at 
will by the employer. 

At the ABA meeting of the Em
ployee Benefits Section of the 
Section on Taxation held in 
Toronto in August 1988, an IRS 
representative addressed the 
disclosure requirements. The 
following suggestions made at that 
meeting have not been included in 
the Regulations. At that time, the 
IRS suggested that a description of 
the plan benefits should contain 
the following: a provision that 
ERISA and §89 prevail over incon
sistent or conflicting insurance 
contract language; an identifica
tion of fiduciaries or trustees and 
an allocation of responsibility 
among them; an identification of 
the payment procedures; language 
that ERISA and §89 preempt state 
laws; and an "anti-alienation" 
provision. 
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TAMRA adds the concepts of 
"testing year" and "testing day"; 
§89(g)(6)(D)(i) specifically provides 
for the designation of a testing day 
in the plan. Nevertheless, the 
Regulations specifically provide 
that the testing day need not be 
specified in the §89(k) single writ
ten plan document, even though 
the testing day election must be 
made in writing. §1.89(a)-1, Q&A-
5(c). This election, along with 
many other elections relating to 
nondiscrimination testing, "must 
be written in a manner that will 
allow a reconstruction of the em
ployer's method of testing." 
§1.89(a)-1, Q&A-1(g). In the event 
the employer fails to designate a 
testing day, it is the last day of the 
testing year. §89(g)(6)(D)(ii). 
Thus, under the Regulations, the 
elections relating to testing, while 
they must be in writing, are not 
subject to §89(k). 

Modifications, amendments or 
extensions to the material terms of 
the plans also must be in writing 
prior to the effective date of the 
change. §1.89(k)-1, Q&A-3(d)(1). 
However, if a change has a de 
minimus impact on the eligible in
dividuals, is nonmaterial, or is 
simply a clarification, then the 
written plan amendment does not 
have to be made until 120 days 
following the effective date of the 
change. Retroactive modifications 
of material terms of plans which 
expand coverage, which will last 12 
or more months, which are nondis
criminatory and notice of which is 
provided to those eligible, are 
permitted so long as these and 
certain other conditions are met. 
§1.89(k)-1, Q&A-3(d)(2)(iii). 

E. Legal Enforceability: §89 
(k)(1)(B). "A plan is considered 
legally enforceable only if the 
conditions required for an em
ployee to participate, receive 
coverage and obtain a benefit are 
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definitely determinable under the 
terms of the plan and an employee 
satisfying such conditions is able to 
compel such participation, cover
age and benefit." §1.89(k)-1, Q&A-
4(a). 

Employer Discretion. The 
exercise of some types of discretion 
by the employer, plan administra
tor, fiduciary, actuary or third 
party administrator will cause the 
plan to fail this requirement. 
Some examples of this kind of 
discretion are as follows: employer 
discretion regarding the right of an 
employee to participate in the 
plan, and the waiver of one of the 
written conditions of the plan or 
the imposition of a condition that 
is not contained in the written 
documentation. Moreover, ifthe 
plan contains unclear objective 
conditions for participation which 
are within the control of the em
ployer, then that is impermissible 
discretion. §1.89(k)-1, Q&A-4(b). 
However, if the written plan in
strument contains objective condi
tions relative to the administration 
of the plan or clear objective condi
tions for participation, or if discre
tion is exercised based on medical 
opinions, that is permissible. 
§1.89(k)-1, Q&A-4(b)(2). The 
Regulations define what is and 
what is not the permissible exer
cise of discretion by an employer. 
§1.89(k)-1, Q&A-4(b)(2)(i)-(iv). 

DelayedE:ffectiveDate. The 
Regulations have provided a de
layed effective date for this provi
sion, i.e., the first day of the second 
plan year beginning after Decem
ber 31, 1988. §1.89(k)-1, Q&A-4(e). 

F. Reasonable Notification: 
§89(k)(l)(C). The employer, or 
the plan administrator under a 
multiemployer plan, has the obli
gation to provide the notice re
quired under §89(k)(1)(C). The em
ployees who are eligible to receive 
the benefits under the plans, not 
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their spouses or dependents or 
others who derive their coverage 
from the employee, are the persons 
entitled to the notice. The notice is 
mandatory even though any elec
tion, waiting period or service pre
requisite has not been completed. 
The notice requirement applies to 
all former employees and qualified 
beneficiaries entitled to continue 
health coverage as determined 
under COBRA. §1.89(k)-1, Q&A-
5(a). 

1. Contents of the Notice. 
The notice must summarize 
fairly the material terms of 
the plan which are significant 
to the employee. The terms of 
the notice are to include at 
least the following: 

... a general description of 
who is eligible to partici
pate in the plan; a general 
description of the coverage 
or coverages offered (in
cluding the general types 
ofbenefits provided under 
the plan, basic limitations 
on such benefits, and 
required deductibles and 
co-payments); the timing 
and method of any election 
to participate; the cost to 
the employee relating to 
the plan, whether by way 
of salary reduction or em
ployee contributions; the 
method by which a copy of 
the plan may be obtained; 
and the name and means 
of contacting a person from 
whom to request further 
information about the 
plan. §1.89(k)-1, Q&A-
5(b). 
Dependent Care Assis

tance programs have addi
tional content requirements, 
relating to the §21 dependent 
care credit, under §1.89(k)-1, 
Q&A-5(d), beginning with plan 
years after 1989. 

The notice must state that 
the single written plan docu
ment is available to all eligible 
employees for inspection, at no 
cost, and that copying, at the 
permitted cost, is available 
upon reasonable notice. 
§1.89(k)-1, Q&A-5(e). 

2. Method of Notification. Al
though the employer has the pri
mary obligation to provide the 
notice, the duty can satisfied if an 
otherwise adequate notice is pro
vided by an insurance company, 
health maintenance organization 
or other health care entity. Notice 
must be made in conformity with 
all material aspects of 29 CFR 
§2520.104b-1(b)(1). This notice 
must be provided to each eligible 
employee either by hand or by mail 
with first class postage prepaid to 
the last known address of that 
person. §1.89(k)-1; Q&A-5(£). 

3. Alternative Form of Compli
ance. Alternatively, an employer 
may furnish each eligible employee 
with the single written document 
and any documents incorporated 
by reference (see the discussion, 
above, titled "Single Document") so 
long as these documents comply in 
all material respects with the rules 
for a summary plan description of 
29 CFR §2520.102-2. §1.89(k)-1, 
Q&A-5(c). This alternative form of 
compliance is not permitted for an 
accident or health plan. 

4. Timing of the Notice. These 
rules are similar to those of the 
written plan requirements dis
cussed above and require this 
notice to be given prior to the first 
day on which coverage is provided, 
or a modification of the coverage is 
made, or benefits or a modification 
of the benefits are made available 
to an employee. The latest time 
permitted for the notice is no later 
than a " ... reasonable time prior to 
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the availability of any election with 
respect to participation under such 
plan." §1.89(k)-1, Q&A-5(g)(1). If 
there are material modifications to 
the terms of the plan, then the 
notice shall be given, as required, 
not later than 60 days following 
the effective date of the modifica
tion. §1.89(k)-1, Q&A-5(g)(2). 

In the event that the employee 
is a new hire who will be covered 
by the plan within the first 60 days 
of employment and participation in 
the plan is not determined by an 
employee election, then the em
ployer has 60 days following that 
employee's commencement of 
employment to provide the notice. 
§1.89(k)-1, Q&A-5(g)(3). 

5. Delayed Effective Date: July 
1, 1989. The Regulations have pro
vided a delayed effective date for 
this notice provision: for plans 
with an effective date for §89 
purposes on or after January 1, 
1989 and prior to July 1, 1989, the 
effective date of the requirements 
for reasonable notification of the 
essential features of the plan is 
July 1, 1989. For plans with the 
first day of the first plan year 
beginning after July 1, 1989, the 
effective date is the first day of the 
plan year. §1.89(k)-1, Q&A-5(g)(4). 

G. Exclusive Benefit: 
§89(k)(1)(D). The employer must 
maintain the plan for the exclusive 
benefit of those employees who 
participate in the plan. This is a 
facts and circumstances test and a 
plan can fail this requirement 
based on the terms or operation of 
the plan. §1.89(k)-1, Q&A-6(a). 
This requirement is not violated if 
the plan is maintained under a 
multiple employer plan or a mul
tiemployer plan maintained by two 
or more employers or includes 
employees of unions or of the plan 
itself. §1.89(k)-1, Q&A-6(c). 
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1. Deemed Employee-Par
ticipants. If all of the partici
pants in the plan are the 
common law employees of the 
employer or employers main
taining the plan, then the ex
clusive benefit requirement 
will be met. "In the case of a 
voluntary employees' benefici
ary association described in 
section 501(c)(9) (VEBA) that 
is part of a plan which must 
satisfy the requirements of 
section 89(k)(1)(D), those 
individuals who may partici
pate in the plan include those 
who may be members of the 
VEBA under section 
1.501(c)(9)-2(a)." §1.89(k)-1, 
Q&A-6(b)(1). In addition, 
COBRA recipients and other 
qualified beneficiaries are 
deemed to be employees for 
purposes of this rule. More
over, other persons who are 
not employees but who are 
nevertheless able to exclude 
from income the benefits 
provided under §§79, 105, 106, 
129 and 132, are deemed to be 
employees of the employer. 
§1.89(k)-1, Q&A-6(b)(2). Self
employed individuals are 
deemed to be employees under 
this rule. §1.89(k)-1, Q&A-
6(b)(3)(ii). 

Some examples ofbenefits 
which do not violate the exclu
sive benefit provisions are 
provided in the Regulations, 
and include the use of air 
transportation by an em
ployee's parent; dependent 
coverage under a medical plan; 
an independent contractor 
with continuation coverage; a 
full-time life insurance sales
man; a former employee; and a 
leased employee. §1.89(k)-1, 
Q&A-6(b)(4). 
2. Non-employee Partici
pants; Disregarded. Certain 
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persons who are covered under 
the plan, who are not common 
law employees of the em
ployer, but who perform sig
nificant services for the em
ployer and who pay for all of 
their benefits with after-tax 
contributions, may be disre
garded for purposes of deter
mining a violation of this pro
vision. §1.89(k)-1, Q&A-
6(b)(3). 
3. Delayed Effective Date. 
The Regulations have pro
vided a delayed effective date 
for this provision. It is the 
first day of the second plan 
year beginning after December 
31, 1988. §1.89(k)-1, Q&A-6(f). 

H. Indefinite Period of Time: 
§89(k)(1)(E). The employer must 
establish the plan with the inten
tion that it be maintained for an 
indefinite period of time. As with 
the exclusive benefit rule, this is a 
facts and circumstances test. A 
plan generally will meet the re
quirement if it is established and 
maintained for at least a consecu
tive 12-month period even if the 
employer intends to terminate the 
plan after the 12-month period. 
§1.89(k)-1, Q&A-7(a) and (b)(2). 
The right to modify or terminate 
the plan, the failure to renew, or 
the termination of a plan does not 
violate this provision. Further, 
the change of an insurance carrier 
or health care provider does not 
cause the plan to fail this condi
tion if the benefits are not sub
stantially modified. However, a 
presumption can be created that a 
plan was not established with the 
requisite intention if, under cer
tain (unspecified) circumstances, 
there are significant modifications 
in coverage or benefits or a termi
nation of coverage or benefits. 
§1.89(k)-1, Q&A-7(b)(1). 

Special Scrutiny Delayed 
until January 1, 1990. For plan 
years beginning on and after Janu
ary 1, 1990, any material modifica
tions and terminations made to a 
plan that has been in effect for less 
than 12 consecutive months will 
receive "special scrutiny." "Special 
scrutiny" is not defined. When 
there is demonstration of a sub
stantial business reason, such as a 
merger and consolidation or ad
vance notice that plan benefits will 
terminate within one year, then 
there will be a sufficient demon
stration to satisfy the facts and 
circumstances test, provided the 
modification or termination does 
not discriminate in favor of highly 
compensated employees. §1.89(k)-
1, Q&A-7(b)(3). 

This rule does not apply to 
plans providing no-additional cost 
services or to any plans providing 
qualified employee discounts. 
§1.89(k)-1, Q&A-7(d). 

I. Sanctions. "If a plan subject 
to section 89(k) fails to satisfy any 
of the requirements of that sec
tion, the employer-provided 
benefits under the plan generally 
are not eligible for any exclusion 
from gross income under ... the 
Code." §1.89(k)-1, Q&A-8(a)(1). 
The Regulations have provided 
the necessary clarification to the 
§89 sanctions. In introducing 
some of the changes, Mr. James 
J. McGovern, of the Office Of 
Chief Counsel in his remarks of 
March 2, 1989, stated: 
You may have heard the story 
about the janitor who just under
went major heart surgery. The 
good news is that he passed the 
medical ordeal with flying colors. 
The bad news is that his em
ployer failed the section 89 quali
fication rules, and thus the jani
tor will have $150,000 included in 
his income. That result is not 
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reached under these regulations. 
The §89 penalty provisions 

apply only to the employer-pro
vided benefit, assuming the plans 
were nondiscriminatory when the 
benefits were received. The §89(k) 
sanctions do not apply to the 
insurance reimbursements, or life 
insurance benefits received. This 
result is accomplished through the 
definition of employer-provided 
benefit. (Note that employee
provided benefits are not subject to 
§89(k). §1.89(k)-1, Q&A-8(a)(2).) 
The definition of employer-pro
vided benefit for §89(k) purposes is 
different than the definition of em
ployer-provided benefit for §89(a) 
nondiscrimination rules (which is 
the value of the coverage for medi
cal and group-term life insurance 
plans). §1.89(a)-1, Q&A-1(£)(3). 
Here, benefit means the value of 
the payments, reimbursements, 
services and products provided 
under the plan to a participant 
stemming from a covered claim, 
less any amount paid by the em
ployee. §1.89(k)-1, Q&A-8(c)(1). 
(Note that this method of valuation 
is the same as the §89(a) rules for 
statutory benefit plans other than 
accident and health and group
term life insurance plans.) More 
specifically, "employer-provided 
benefit" means that portion of the 
benefits received by an individual 
that is attributable to employer 
contributions, including elective 
salary reduction contributions 
under a cafeteria plan which 
otherwise would be taxable. 
§1.89(k)-1, Q&A-1(b)(1) and (2). 
(See also the discussion of the 
difference in the definition of 
benefits under paragraph VI.C., 
above.) 

Some examples provided in the 
Regulations are the reimburse
ment of a covered participant's de
ductible portion of a hospital bill, 
the fair market value of the par
ticipant's use of an on-site child 
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care facility under a dependent 
care program, and the payment of 
a "death benefit under a group
term life insurance plan to which 
§79 applies." Id. That last quota
tion seems to conflict with the 
statement of Mr. McGovern set 
forth above. However, the defini
tion of employer-provided benefit 
suggests that the benefit subject to 
the tax for failure to qualifY under 
§89(k) is that amount attributable 
to employer contributions rather 
than the $10,000 death benefit. 
The author hopes that is the 
intended result, but the language 
does not clearly support that 
proposition. 

1. Amount of Nonexclud
able Excess Benefit. The 
amount of the excess benefit, 
or the now "nonexcludable" 
benefit for failure of a plan to 
qualify, is based upon the plan 
year as determined under 
§1.89(a)-1, Q&A-10(b), not the 
testing year. §1.89(k)-1, Q&A-
8(c). The amount of the non
excludable benefits received by 
the employee will include all of 
the benefits received under the 
plan, subject to new limita
tions. 

The excess benefits as cal
culated under the non
discrimination rules of §89(b) 
are treated as employer
provided benefits for a plan 
which also violates §89(k). 
The employee is taxed on the 
greater of the §89(b) excess 
benefit or the §89(k) nonex
cludable amount. §1.89(k)-1, 
Q&A-8(e)(2). 
2. De Minimis Failure; 
Writing and Reasonable 
Notice; §89(k)(1)(A) and (D). 
If a plan fails to meet the 
writing and reasonable notice 
requirements, if the em
ployer's failure was in good 
faith, if the employer made a 
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reasonable effort to comply, if 
the failure is corrected by the 
employer within 90 days after 
learning of the failure without 
reducing the coverage retroac
tively, and if the defect did not 
have the effect of discrimina
tion in favor of the highly com
pensated employees, then the 
plan will be deemed to have 
complied with §89(k). 
§1.89(k)-1 Q&A-8(b). The 
term "corrected" has a special 
meaning: " ... that the em
ployer performs all the neces
sary acts in order to comply 
with section 89(k) and places 
the affected employees in a 
financial position not worse 
than that in which they would 
have been if the employer had 
been in full compliance with 
section 89(k)." §1.89(k)-1, 
Q&A-8(b)(3). 

Partial Failures. In the 
event that a portion of a plan 
fails to qualify under §89(k), 
the Regulations permit that 
aspect of the failed plan to be 
treated as a separate plan for 
purposes of the inclusion in 
income relating to that failed 
portion. The remainder of the 
plan can continue to be 
treated as qualified. § 1.89(k)-
1, Q&A-8(c)(2)(ii). 

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

1 Public Law 99-514. 
2 Public Law 100-647. 

3. Limitation on Nonex
cludable Amount. The 
amount that must be included 
in income for a plan that fails 
§89(k) is limited to the sum of: 
10 percent of the first $50,000 
ofthe employee's compensa
tion; 25 percent for compensa
tion between $50,000 and 
$100,000; 75 percent for 
amounts between $100,000 
and $150,000; and 100 percent 
of the compensation in excess 
of $150,000. §1.89(k)-1, Q&A-
8(c)(4). 

The $50,000,$100,000 and 
$150,000 amounts are ex
pressed in percentages of the 
dollar amount specified in 
§414(q)(1)(C) and are indexed 
for inflation. 
4. Special Rules for Coor
dination of Amounts. The 
Regulations provide for the 
method and order in which to 
calculate the amounts to be 
reported on the Form W-2 of 
the failed plan participants. 
§1.89(k)-1, Q&A-8(c)(4), (d), (e) 
and (0. 

3 Consolidated Omnibus Budget Reconciliation Act of 1985, P.L. 99-272. 
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SWORN STATEMENT 
EMPLOYEE'S ELECTION OF ALTERNATE MEDICAL COVERAGE FROM 

ANOTHER EMPLOYER 

EMPLOYER-COMPANY NAME: _________________ _ 

DATE FORM COMPLETED: __________________ _ 

1. Employee's Name: _______________________ _ 

Address: ________________________________ _ 

City: _____________________________________ _ 

D.O.B.: ____________________ _ 

Marital status: Single D Married ·D 

2. List all Dependents of the Employee including Spouse, children and other 
dependents, if none, state none: 

N arne of Dependent D.O.B. Relationship Sex 

3. I have accident and health insurance coverage provided by my Employer named 
above for the following persons: 

(a) Employee Only: Yes D NoD 

(b) Employee-Spouse: Yes D NoD 

(c) E-ee+Spouse+Dep: Yes D NoD 

(d) Spouse Only: Yes D NoD 

(e) Dependent Only: Yes D NoD 

4. I have accident and health insurance coverage provided by ANOTHER EMPLOYER 
for the following persons: 

Yes, I have other coverage: D No, I don't: D 
50 
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If yes, indicate those persons covered by this insurance: 

(a) Employee Only: Yes D NoD 

(b) Employee+Spouse: Yes D NoD 

(c) E-ee+Spouse+Dep: Yes D NoD 

(d) Spouse Only: Yes D NoD 

(e) Dependent Only: Yes D NoD 

5. Name of other Employer under whose plan this employee is covered: 

(a) Other Employer's Name: --------------

Address: -------------------------

City: ----------~------------
(b) Policy Number: ----------------

(c) Identify the other coverage of this Employee: 

(i) Other Insurer's Name: -----------------

(ii) Type of other group insurance coverage provided: 

Accident/Health: Yes D NoD 

(d) Identify the person through whom you receive the other insurance: 

(i) Spouse of Employee: Yes D NoD 

(ii) Other dependent of the Employee: 
(Specify) ______________________________ _ 

Under penalties of perjury, I declare that the information I have furnished above, 
to the best of my knowledge and belief, is true, correct, and complete. I will notify my 
Employer at once if any of this information changes and will provide any information 
that has changed. I understand that evidence of insurability may be required in order to 
be covered under the plan of the employer. 

Witness: 
Employee's Signature 
Dated: 51 
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Gross Disparity in Assessed Value of Comparable 
Real Property Violates Equal Protection 

52 

Counties that assess real property 
taxes on the basis of a property's 
recent purchase price but make only 
minor modifications to assessment of 
properties not recently transferred, 
which result in gross disparity in as
sessed values of comparable property, 
violates the Equal Protection Clause 
ofthe U.S. Constitution. 

Allegheny Pittsburgh Coal Co. v 
County Commission ofWebster 
County, US S Ct, #87-1303, January 
18, 1989, 57 L Wk 4095. 

Facts: 
The West Virginia Constitution 
requires uniform taxation so that real 
property is taxed in proportion to its 
value. The tax assessor for a ten-year 
period of time valued taxpayer's real 
property on the basis of its recent 
purchase price. Properties that had 
not been recently sold were assessed 
on the basis of their original purchase 
price with minor modifications. Over 
a ten-year period this system of as
sessment resulted in gross disparities 
in the assessed values of generally 
comparable properties. The trial 
court held that the assessment sys
tem discriminated against the plain
tiffs in violation of the state consti
tution and the Equal Protection 
Clause ofthe U.S. Constitution. The 
West Virginia Supreme Court 
reversed and reinstated the assess
ments. 

Held: 
In a unanimous decision, the U.S. 
Supreme Court ruled that the assess
ments violated the Equal Protection 
Clause ofthe U.S. Constitution. The 
Supreme Court held that an assess
ment scheme which bases assess
ments on recent arm's-length pur
chase prices of property, and uses a 
general adjustment as a transitional 

substitute for reappraisal of other 
properties, does not raise any consti
tutional defect. However, the Court 
found that the Equal Protection 
Clause requires that the adjustments 
to properties that have not been 
recently purchased be accurate 
enough to attain, over a short period 
of time, rough equality in tax treat
ment of similarly situated property 
owners. The taxpayer's property in 
question had been assessed at 
roughly 8 to 35. times more than 
comparable neighboring property and 
these disparities had continued for a 
period of more than ten years. The 
Court held that the county's adjust
ments to the assessment made on the 
non-recently-transferred property 
were too small to dissipate the dis
parity of the properties that were re
cently purchased. 

The Supreme Court of Appeals of 
West Virginia had held that, where 
comparable properties were underval
ued, the taxpayer's remedy was not to 
obtain a reduction of his assessment, 
but rather, to increase the assess
ments of the other properties. The 
U.S. Supreme Court specifically 
rejected the remedy proposed by the 
Supreme Court of Appeals of West 
Virginia. 

Apportionment of Income from a 
Unitary Business 
Two district businesses were not uni
tary so taxpayer could not offset 
losses from one activity against 
income of another activity. 

Jaffe v Department of Treasury, 
Michigan Court of Appeals, 172 Mich 
App 116 (July 26, 1988). 

Facts: 
The taxpayer, Jaffe, doing business 
as Morton Jaffe Associates, appealed 
a $38,000 tax assessment from the 
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Michigan Tax Tribunal to the Court 
of Appeals. The years in issue were 
1981-1983. The tax assessment arose 
from the Department of Treasury's 
determination that the taxpayer's 
cattle operation and advertising 
activities were not a unitary busi
ness, and therefore, the taxpayer 
could not offset his beef-production 
losses against his advertising reve
nues. 

Held: 
The Michigan Court of Appeals held 
that in order to qualify as a unitary 
business and justify apportioning a 
taxpayer's multistate business in
come, the taxpayer carries the burden 
of establishing the existence of a 
unitary business. The taxpayer must 
show the nexus between his Michigan 
advertising activities and his cattle 
operation because, where the attrib
utes of an interstate unitary business 
are lacking, the tax apportionment 
provisions do not apply. 

The Court of Appeals affirmed the 
Michigan Tax Tribunal's holding that 
the taxpayer's advertising and cattle 
operations were not functionally 
integrated and interdependent, nor 
did they share economies of scale. 
The court concluded, therefore, that 
the taxpayer's advertising and cattle 
activities were not a unitary busi
ness. 

Add-back of Royalties to Single 
Business Tax Base by Restaurant 
Franchisee 

Moruad Bros, Inc. v Michigan 
Department of Treasury, 171 Mich 
App 792 (1988). 

Facts: 
The taxpayers were Elias Brothers 
Restaurant franchisees operating 
restaurants in Michigan. The tax
payers paid a franchise fee of 5% of 
gross sales per month to the Elias 
Brothers franchisor pursuant to their 
written franchise agreements. Prior 

written agreements between the 
franchisees and franchisor had allo
cated the 5% franchise fee as follows: 
2% of gross sales for services ren
dered by the franchisor, 2% of gross 
sales for advertising and 1% of gross 
sales for "royalties." The current fran
chise agreement did not enumerate 
an allocation of the 5% franchise fee. 
Section 9( 4)(g) of the Single Business 
Tax Act requires that "royalties" paid 
by a franchisee be added back to the 
franchisee's tax base in calculating its 
single business tax liability. Con
versely, §9 requires that the fran
chisor delete "royalties" received in 
calculating the franchisor's single 
business tax base. Because the fran
chisor treated the entire fee as a 
royalty, the Department contended 
that the franchisee also must treat 
the entire fee as a royalty. 

The Michigan Tax Tribunal found 
that the parties intended that the 
prior agreement governed the alloca
tion of the fee so that only that por
tion of the 5% franchise fee equalling 
1% of gross sales was actually paid as 
a "royalty." The Tax Tribunal found 
that the remaining portion of the 
franchise fee, equaling 4% of gross 
sales, had been paid for services 
rendered by the franchisor and for ad
vertising. Nevertheless, the Tax 
Tribunal agreed with the Department 
and required that the entire 5% 
franchise fee be added back to the 
franchisee's tax base. 

Held: 
The Michigan Court of Appeals 
reversed the Tax Tribunal. The 
Court of Appeals held that, unless a 
franchise agreement explicitly states 
how the "franchise fee" will be charac
terized for single business tax pur
poses by both the franchisor and the 
franchisee, the tax implications of the 
payment of "franchise fees" must be 
determined by the substance of the 
transaction. The Court of Appeals 
stated that, as a matter oflaw, royal
ties do not include payments for 
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services rendered or for advertising. 
The Court of Appeals concluded, 
therefore, that only 1% of the 5% 
"franchise fee" paid to the Elias 
Brothers franchisor represented 
payment of a "royalty," which royalty 
had to be added back to the franchi
see's SBT tax base. 

The case is an example of why it 
may be desirable to address how 
franchise fees will be treated for 
purposes of the SBTA in the franchise 
agreement. 

Jurisdictional or Nexus Standard 
for the Single Business Tax Act 

Court of Claims holds that Public Law 
86-272 does not apply to Michigan's 
Single Business Tax Act for purposes 
of calculating "throwback" sales. 

Guardian Industries Corp. v 
Michigan Department of Treasury, 
Michigan Court of Claims (Docket No. 
88-11716-CN, January 27, 1989). 

Facts: 
Guardian Industries Corp. is a Dela
ware corporation with its principal 
office located in Michigan. It trans
acted substantial business in Michi
gan and in numerous other states (the 
"destination states"). Guardian's 
principal business activity in Michi
gan consisted of the manufacture and 
sale of glass products. Guardian's ac
tivities in the destination states 
consisted of the solicitation only of 
sales. 

Since Guardian engaged in busi
ness activities in Michigan and else
where, it was required to apportion its 
tax base pursuant to the standard 
three-factor (property, payroll and 
sales) apportionment formula con
tained in the Single Business Tax Act. 
The only factor of the standard three
factor apportionment formula in 
dispute was the sales factor. Guard
ian contended that the Department of 
Treasury had overstated the sales 
includable in the numerator of the 
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sales factor by including throwback 
sales made in the destination states. 
Guardian argued that sales in the 
destination states should be removed 
from the numerator of the sales 
factor because Guardian was taxable 
on those sales in each of the destina
tion states. By removing the dis
puted sales from the numerator of the 
sales factor, Guardian's average ap
portionment factor was reduced 
which resulted in a smaller tax base 
apportioned to Michigan. By reason 
of the reduced apportioned tax base, 
Guardian claimed a refund of taxes 
for years 1980-1984. 

The Department of Treasury ar
gued that Guardian's sales in the des
tination states had to be thrown back 
to Michigan because Guardian was 
not taxable in the destination states 
within the meaning of §42 of the 
SBTA. The Department argued that 
Public Law 86-272 established the 
minimum jurisdictional or nexus 
standard to be applied under the 
SBTA. According to the Department, 
the solicitation only of sales in any 
destination state cannot make a busi
ness taxable in the destination state 
under a business privilege or value
added-type of tax. The State argued, 
therefore, that since Guardian was 
not taxable in the destination states 
as a matter oflaw, Guardian's sales 
in those states had to be thrown back 
to Michigan in calculating Guardian's 
apportioned tax base. 

Held: 
Chief Judge Michael Harrison of the 
Court of Claims ruled that Public 
Law 86-272 does not apply to the 
SBTA and, therefore, PL 86-272 does 
not state the minimum jurisdictional 
or nexus standard under the SBT A 
The Court held that the solicitation 
only of sales was a sufficient business 
activity to expose Guardian to taxa
tion under a business privilege-type 
tax in any of the destination states. 
The Court concluded, therefore, that 
any sales by Guardian in the destina-
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tion states could not be thrown back 
to Michigan in calculating Guardian's 
apportioned single business tax base. 

In reaching its conclusion, the 
Court also ruled that Public Law 86-
272 does not apply to the single 
business tax because, by its terms, 
PL 86-272 applies only to net income
type taxes and the single business 
tax is not a net income tax. The 
Court ruled that the jurisdiction and 
nexus standard under the SBTA is 
the minimum nexus required by the 
Due Process clause of the Fourteenth 
Amendment to the United States 
Constitution. Citing Tyler Pipe 
Industries, Inc v Washington Depart
ment of Revenue, 483 US_; 97 LEd 
2d 199 (1987), the Court of Claims 
ruled that Michigan, as well as each 
of the destination states, could im
pose a business privilege tax on 
foreign taxpayers where the tax
payer's only business activity in the 
state is the solicitation of sales. 

The effect of the Court of Claims, 
decision is that Michigan domiciled 
taxpayers who ship products out of 
state and who are protected from net 
income taxation in the sales destina
tion state by PL 86-272 may be 
entitled to refunds of single business 
taxes. Conversely, taxpayers who are 
domiciled outside of Michigan and 
who have relied upon PL 86-272 to 
protect them from taxation in Michi
gan may be exposed to taxation as a 
result of their solicitation activities in 
Michigan. 

Jurisdictional or Nexus Standard 
for Single Business Tax Act 

The Michigan Tax Tribunal holds 
that Public Law 86-272 applies to 
Michigan's Single Business Tax Act. 

The Gillette Company v Depart
ment of Treasury, Michigan Tax 
Tribunal (Docket No. 73916, Febru
ary 13, 1989). 
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Facts: 
The Gillette Company is a Delaware 
corporation with its principal place of 
business located in Boston, Massa
chusetts. Its principal business 
activities included the manufacture 
and sale of personal products, toilet
ries and pens. Gillette conducted 
activities through various operating 
divisions. The years in dispute were 
1976 through 1981. While the busi
ness activities conducted by Gillette 
in Michigan varied over the five year 
period in issue, Gillette employed 
employees to conduct substantial 
sales and sales support activities in 
Michigan. The salesmen used their 
leased cars to replace damaged and 
returned products. Certain part-time 
employees maintained merchandise 
at Gillette's customer's stores and 
also replaced damaged merchandise. 
Gillette supplied automobiles to 
"senior merchandising managers" and 
"district sales managers" who were 
not "solicitors." Gillette also con
ducted training meetings and sales 
meetings in Michigan. 

While the case also raised the 
Jones & Laughlin compensation ap
portionment issue under §69 of the 
Single Business Tax Act, a principal 
issue in dispute was whether 
Gillette's business activities in Michi
gan exceeded the solicitation of sales 
within the meaning of P.L. 86-272. 
Gillette argued that its activities did 
not exceed solicitation. The State, on 
the other hand, argued that Gillette's 
activities exceeded the solicitation of 
sales. 

Held: 
The Michigan Tax Tribunal found 
that Gillette's business activities in 
Michigan exceeded the solicitation of 
sales. The Tribunal stated that 
Gillette was "not protected by P.L. 86-
272 because [Gillette's] activities 
[had] gone beyond the solicitation 
definition ofP.L. 86-272 for the years 
1980 and 1981 and beyond the Scripto 
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v Carson [362 US 207 (1960)] case as 
utilized as a guide by the Department 
during 1976-1979." 

The Tax Tribunal's opinion does 
not disclose the basis for the Tribu
nal's conclusion that P.L. 86-272 
applies to the Single Business Tax 
Act. Presumably, the Tribunal 
reached its conclusion by relying on 
P.L. 86-272 because both the tax
payer and the Department of Treas
ury argued that P.L. 86-272 was the 
proper standard for tax years 1980 
and 1981. This should be compared 
with the Guardian Industries case, 
where the taxpayer argued that 
minimum due process is the jurisdic
tional standard under the Single 
Business Tax Act. 

In addition to the nexus issue, the 
Tax Tribunal also denied Gillette's 
request for apportionment relief pur-
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suant to §69 of the SBTA. The Tri
bunal specifically rejected the tax
payer's request for apportionment 
relief pursuant to the Michigan 
Court of Appeals decision in,Jones & 
Laughlin Steel Corp v Department of 
Treasury, 145 Mich App 405 (1985). 

It would appear that the conflict 
between the Guardian Industries 
and Gillette opinions of the Court of 
Claims and Tax Tribunal will have 
to be resolved by the Michigan Court 
of Appeals. 
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Revenue Administrative Bulletin 1989-3 

Approved: February 16, 1989 

Use Tax Base of Tangible Personal Property Affixed to 
Real Estate by a Manufacturer/Contractor 

RAB-89-3. The purpose of this 
Bulletin is to notify and explain 
recent legislation affecting the use 
tax liability of contractors who manu
facture, fabricate or assemble tan
gible personal property prior to 
affixing it to real estate. Contractors 
as referred to in this Bulletin means 
manufacturer/contractors. 

Statutory Effect 
Act 506 of the Public Acts of 1988 is 
effective April1, 1983, and repeals 
the 1982legislation defining the use 
tax base of a manufacturer/contrac
tor. The 1982 statutory language 
became effective April 1, 1983. 

Introduction to Public Act 506, 
Use Tax Basis 
Pursuant to the Use Tax Act, a 
contractor affixing tangible personal 
property to real estate for others is 
considered a consumer and subject to 
tax. (See the Michigan Use Tax Act, 
MCL 205.92.) The Department of 
Treasury Sales and Use Tax Rule, 
1979 AC, R 205.71, provides that 
when a manufacturer produces and 
affixes tangible personal property to 
the real estate of others, the manu
facturer/contractor shall remit use 
tax on the inventory value of the 
property at the time the property is 
converted to the contract. This value 
shall include all costs of manufactur
ing, fabricating, and processing. 

Public Act 506 provides two 
periods and methods for purposes of 
calculating a use tax base for prop
erty affixed to real estate of others by 
a manufacturer/ contractor: 

1. Contracts Entered Into Before 
April 1, 1989 

A. Manufacturer/contractor 

who maintains an inventory or 
makes available tangible per
sonal property through publi
cation or price list: 

A manufacturer/contractor 
who maintains an inventory of 
its product available for sale to 
others and uses that product 
on a construction contract will 
use as its tax base the "fin
ished goods inventory value" of 
the property. Likewise, a 
manufacturer/contractor mak
ing available a product for sale 
as a finished product through 
a price list or publication must 
use the finished goods inven
tory value of the property as 
the use tax base when it 
affixes the product to the real 
estate of another. This manu
facturer/contractor would be 
entitled to an industrial pro
cessing exemption, as allowed 
by law, to manufacture the 
tangible personal property. 
B. Manufacturer/contractor 
who does not maintain an 
inventory or does not make 
available tangible personal 
property through publication 
or price list: 

The use tax basis of a manufac
turer/contractor affixing property 
to the real estate of another, if this 
property is not withdrawn from 
inventory available for sale to 
others or available by publication 
or price list as a finished product 
for sale to other, is the cost of 
materials. This manufacturer/ 
contractor is not entitled to an 
industrial processing exemption to 
fabricate or assemble the tangible 
personal property. 57 
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2. Contracts Entered Into Mter 
March 31, 1989 

A. Manufacturer/contractor 
who maintains an inventory or 
makes available tangible per
sonal property through publi
cation or price list will have a 
tax base identical to that of a 
manufacturer/contractor 
entering into a contract prior 
to April 1, 1989. (See l.A. 
above.) 
B. Manufacturer/contractor 
who does not maintain an 
inventory or does not make 
available tangible personal 
property through publication 
or price list: 

For construction contrac
tors that manufacture, fabri
cate, or assemble tangible 
personal property prior to 
affixing it to real estate, but do 
not withdraw the property 
from inventory for sale to 
others or make the property 
available by publication or 
price list as a finished product 
for sale to others, the use tax 
base of the property is equal to 
the sum of the materials costs 
and the cost of direct labor to 
manufacture, fabricate, or 
assemble the property. The 
statute specifically exempts 
from the tax base the cost of 
direct labor to cut, bend, as
semble, or attach property at 
the job site. Costs of direct la
bor at the job site for mixing, 
combining or blending prior to 
affixation of property will be 
included in the use tax base. 
This manufacturer/contractor 
is not entitled to an industrial 
processing exemption to fabri
cate or assemble the tangible 
personal property. 

Definitions 
"Manufacture" means to convert or 
condition tangible personal property 
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by changing the form, composition, 
quality, combination, or character of 
the property. . 

''Fabricate" means to modify or 
prepare tangible personal property for 
affixation or assembly. 

"Cost of direct labor" as used in 
this provision means salaries, wages, 
fees, bonuses, commissions and other 
payments. It also includes payroll 
taxes allocable cost of employee · 
insur~ce plans, pension, retireme;nt, 
profit-sharing, workers compensatiOn, 
unemployment insurance and any 
other payments made on behalf of or 
for the benefit of employees or self
employed not specifically lis~ed. The 
cost of direct labor does not mclude 
transportation costs or labor associ
ated with transporting the product to 
job site. . , 

"Finished goods mventory value . 
includes direct material and cost of di
rect labor changes, a consideration for 
factory burden, general and admin.is
trative costs, distribution costs, ship
ping (freight in) costs and research 
and development costs. As a general 
rule all costs which are reasonably 
trac~able to the process of converting 
raw materials into the finished pro
duct are proper charges to finished 
goods inventory value. 

Examples 
Examples 1 through 14 below assume 
that the product being affixed to the 
real estate of others is not available 
from the contractor's inventory avail
able for sale to others or made avail
able to by publication or price list as a 
finished product for sale to others. 

1. A custom cabinet maker en
ters into a contract before April 
1 1989 to build and install 
c~binets for an office building. 
None of the cabinets is avail
able from inventory or through 
publication or price list. The 
use tax base of the cabinets is 
the cost of materials. 
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2. Same facts as in "1" above 
except the contract is entered 
into after March 31, 1989. 
The use tax base of the prod
uct is equal to the cost of ma
terials and all off-site direct 
labor costs to construct the 
cabinets. Any direct labor 
costs applicable to cutting, as
sembling or affixing the cabi
nets to the real estate at the 
job site are not included in the 
use tax base. 
3. A furnace and heating con
tractor enters into a contract 
before April 1, 1989 to build 
and install heating and cooling 
ducts for an apartment com
plex. He bends, cuts, and 
forms the sheet metal in the 
shop before transporting the 
product to the job site. The 
use tax base of the ducts is the 
cost of materials. 
4. Same facts as "3" except 
the contractor enters into the 
contract after March 31, 1989. 
The use tax base of the ducts 
is the cost of materials and the 
cost of direct shop labor to 
bend, cut and form the sheet 
metal. 
5. A glazer contracts to install 
special windows in a commer
cial building before Aprill, 
1989. The glass requires pre
installation shop preparation, 
tinting and cutting. The use 
tax base of the window is the 
cost of materials. 
6. Same facts as "5" except 
the glazer enters into the con
tract after March 31, 1989. 
The use tax base of the win
dows is equal to the sum of the 
cost of materials and the cost 
of direct shop labor to prepare, 
tint and cut the glass. 
7. A road builder enters into a 
contract prior to April 1, 1989 
to build an asphalt or concrete 
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highway. The contractor sets 
up a batch plant at the job site 
to manufacture the asphalt or 
concrete. The use tax base of 
the asphalt or concrete is the 
cost of materials. 
8. Same facts as "7" except the 
road builder enters into the 
contract after March 31, 1989. 
The use tax base of the asphalt 
or concrete is equal to the sum 
of the cost of materials and the 
cost of direct labor at the job 
site batch plant to manufac
ture the asphalt or concrete. 
The cost of direct labor at a job 
site to modify the asphalt or 
concrete by the use of addi
tives is not included in the tax 
base. 
9. A carpenter/contractor en
ters into a contract prior to 
Aprill, 1989 to build a house. 
In the shop, the contractor 
cuts 10-foot long l-inch by 4-
inch studs to 8-foot lengths. 
The use tax base is the cost of 
the 10-foot 2-inch by 4-inch 
studs. 
10. Same facts as "9" above ex
cept the carpenter/contractor 
enters into the contract after 
March 31, 1989. The use tax 
base is equal to the sum of the 
cost of the 10-foot long 2-inch 
by 4-inch studs and the cost of 
direct shop labor to cut the 
lumber to 8-foot lengths. 
11. A steel fabricator enters 
into a contract prior to Aprill, 
1989 to build a parking ramp. 
The fabricator cuts, drills and 
paints steel I-beams for this 
project in the steel yard (off
site). The use tax base of the 
steel I-beams is the cost of ma
terials. 
12. Same facts as "11" above 
except the fabricator enters 
into the contract after Mach 
31, 1989. The use tax base is 59 
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equal to the sum of the cost of 
raw materials and the cost of 
direct shop labor to cut, drill 
and paint the !-beams. 
13. A carpenter/contractor en
ters into a contract prior to 
April1, 1989 to build a house. 
In the shop, the carpenter/ 
contractor cuts and assembles 
roof trusses. These trusses are 
later transported to the job 
site and affixed to real estate. 
The use tax base of the trusses 
is the cost of materials. 
14. Same facts as "13" above 
except the contract is entered 
into after March 31, 1989. 
The use tax base of the trusses 
is equal to the sum of the cost 
of materials plus the cost of 
direct labor to cut and as
semble them off the job site. 

The following examples assume 
that the product being affixed to the 
real estate of others is available from 
the contractor's inventory available 
for sale to others or made available 
by publication or price list as a fin
ished product for sale to others. 

15. A custom cabinet maker 
enters into a contract to build 
and install cabinets for an 
office building. The cabinet 
maker maintains a price list 
for the cabinets even though 
the cabinet maker has no 
ready inventory. The use tax 
base of the cabinets is the 
finished goods inventory 
value, regardless of when the 
contract was entered into. 
16. A manufacturer/contractor 
of heating and cooling devices 
enters into a contract to install 
new thermostats for an apart
ment complex. The manufac
turer/contractor takes the 
thermostats from its inventory 
available for sale to others for 
affixation. The use tax base of 
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the thermostats is the finished 
goods inventory value, regard
less of when the contract was 
entered into. 
17. A manufacturer/contractor 
ofwindow glass contracts to 
supply and install glass in a 
commercial building. The 
manufacturer/ contractor 
maintains a sales brochure 
publication describing the 
product (with or without a 
price list). The use tax base of 
the glass is the finished goods 
inventory value, regardless of 
when the contract was entered 
into. 

Refund Procedure 
Act 376 of the Public Acts of 1988 
provides for a refund procedure for 
those contractors who paid use tax on 
a stepped-up basis and were given 
relief pursuant to Act 506. This 
situation would occur when a manu
facturer/ contractor paid use tax on a 
price equal to the amount of consid
eration or purchase price that any 
other person would have to pay if the 
other person acquired the tangible 
personal property from the manufac
turer/ contractor or the finished goods 
inventory value of the property or on 
some other basis other than the cost 
of materials. This refund procedure 
is not available to a manufacturer/ 
contractor who maintained an inven
tory available for sale to others or 
made property available by publica
tion or price list as a finished product 
for sale to others. These contractor/ 
manufacturers were not given relief 
under Act 506. Taxpayers seeking 
refunds must provide a schedule 
detailing the claim and forward it to 
the Sales, Use and Withholding 
Taxes Division no later than March 
31, 1989. All claims will be subject to 
audit by the Department. Approved 
refunds are to be paid without inter
est. The Act also limits the amount of 
refunds in any one fiscal year to not 
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:more than $1 million, unless the 
Single Business Tax Act is amended 
to impose a surcharge on the business 
activity of contract construction to 
recover the cost of refunds. 

Retail Sales 
As in the past, contractors and manu
facturer/contractors, making sales at 
retail are subject to sales tax on the 
total gross proceeds of the sale. In 
this instance, they are retailers rather 
than any other classification under 
the Sales and Use Tax statutes. 

Information 
The application of this new statute 
applies to diverse business activities. 
If a business has any questions con
cerning a specific situation, a letter 
ruling may be obtained by writing: 

Michigan Department of Treasury 
Bureau of Revenue 
Sales, Use and Withholding 
Taxes Division 
2nd Floor, Treasury Building 
Lansing, Michigan 48922 

All pertinent facts must accom
pany a request for a letter ruling. 
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News about Tax Lawyers 

The Taxation Section has over 2,000 
members, but despite this size, there 
are many close friendships within the 
Section and many joint activities. 
This column brings you news about 
your fellow tax lawyers to further 
that spirit of collegiality within our 
Section. 
John H. Eggertsen, a partner in the 
Detroit firm of Honigman Miller 
Schwartz and Cohn, will be present
ing seminars on Section 89 for the 
Self-Insurance Institute of America, 
Inc. in Chicago at the O'Hare Marri
ott on March 2, 1989 and in Los 
Angeles at the Airport Marriott on 
March 23, 1989. 
Joseph F. Dillon recently was 
elected by Raymond E. Dillon, P.C. as 
President of the Corporation. The 
law firm is a general business law 
firm with special expertise in tax, 
corporate and international law with 
four locations in Michigan and Flor
ida. 
Kathleen King O'Brien has joined 
the law firm of Raymond & Dillon, 
P.C., of Southfield, Michigan, as an 
associate. She will practice in the 
estate planning and business succes
sion planning area. She received her 
J.D. from the University ofDetroit 
School of Law and her LL.M. (in 
taxation) from Boston University 
School of Law. Prior to joining Ray
mond & Dillon, Ms. O'Brien worked 
in the estate planning, probate and 
corporate areas for nine years. 
John W. McNeil, of Miller, Johnson, 
Snell & Cummiskey in Grand Rapids, 
Michigan, was recently elected to the 
National Board of Directors of Good
will Industries of America, Inc., 
consisting of 36 members and head
quartered in Washington, D.C. 
Carl Oosterhouse, of Varnum, 
Riddering, Schmidt & Howlett in 
Grand Rapids, recently was ap-
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pointed Chairman of the American 
Bar Association Section of Real Prop
erty, Probate and Trust Law Commit
tee on Federal Tax Aspects of Real 
Estate Transactions. He is also a 
member of the Board of Directors of 
the March of Dimes. 
John E. Riecker, President of 
Riecker, George, Van Dam & Camp, 
P.C., ofMidland, Michigan, was 
recently reappointed to the State 
Board of Ethics by Governor Blan
chard for a term which will expire in 
1992. The Board renders advisory 
opinions and hears sworn complaints 
on conflicts of interest and incompati
bility questions arising within and 
among state executive boards and 
agencies. 
Walter J. Russell, of Russell & 
Batchelor in Grand Rapids, Michigan, 
a Fellow of the American College of 
Tax Councils, authored "The New 
Impetus to Elect S Status Requires 
Prompt Review of Shareholders' 
Planning," in Estate Planning Maga
zine (March/April 1989), and will be 
an Instructor of a Summer Tax 
Course at Grand Valley State Univer
sity. 

Where do we get news? 
In many cases, the news comes di
rectly from you. Don't be bashful; 
unless we hear from you, your news 
won't be told, and you will miss the 
opportunity to make new acquain
tances and become known to your 
fellow tax practitioners. Also, don't 
hesitate to send us information about 
a colleague. Newsworthy items are 
not limited to legal accomplishments. 
We also are interested in changes in 
firm affiliation, marriages and births, 
lectures or seminars presented, inter
esting travel, sports awards, or other 
items. Please send your news to 
Michigan Tax Lawyer, 505 North 
Woodward Avenue, Suite 3000, 
Bloomfield Hills, Michigan 48013-
7136. 
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Computer Applications 
for the Small Tax Law 
Firm 
As a partner in a seven-attorney firm, 
I am besieged by publications and 
products geared to the "small law 
firm." Computer vendors are promi
nent in this avalanche, having per
haps decided that the small firm, with 
its definitionally determined difficulty 
in spending large amounts of time on 
purchasing decisions, is a prime 
marketing target. The purpose of this 
article is to survey some of the uses 
and misuses of computer technology 
in a (somewhat) typical small tax law 
firm. Some of the criteria which 
further define my term "small tax law 
firm" include: (1) devotion to the tax 
and business planning purpose; (2) a 
relatively small margin for error in 
purchasing decisions; (3) reliance on 
microcomputers; (4) a need for a 
complete library of tax-oriented 
sources; (5) a not-so-small client base. 

For a firm of any size involved in 
drafting documents, word processing 
capabilities are an absolute necessity. 
The wasted productivity (and tedium) 
resulting from original typing of re
petitive documents makes effective 
practice an impossibility. Few tax 
lawyers need to be convinced of the 
usefulness of this technology at this 
late date. An expensive but poten
tially very useful development in this 
area is the optical scanner, which 
allows a printed document to be 
transferred to disk, where it can be 
revised and reprinted, thereby provid
ing a new salvo in the ''battle of the 
drafts." 

Another recent development is the 
paperless office concept, with the 
attorney revising drafts on disk using 
a desk-top P.C. rather than a red 
pencil. In considering this innovation, 
perhaps the most important factor is 
the change in the traditional division 
oflabor in the law office. Both the 
attorney and staff should discuss at 
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an early stage in the process how 
communication is to be maintained in 
completing projects and ensuring an 
understanding by all parties of their 
respective responsibilities. 

One of the most tedious (and most 
important) tasks for any attorney is 
the maintenance of accurate and 
detailed time records. An integrated 
time and billing program can compile 
records and print reports in various 
formats, such as a monthly summary 
organized by client. 

Billings can then be generated 
from these records, edited, and, by 
using window envelopes, easily sent to 
their destination. In our office, rec
ords are (for the time being) still kept 
by attorneys in a paper format which 
is then transcribed to disk by staff. As 
with drafting, however, a more effi
cient system would be direct input. 

The bane of all tax attorneys in the 
past decade has been repeated statu
tory changes, each of which requires 
prompt contact with affected clients. 
Particularly in my primary area of 
practice, employee benefits, repea~ed 
communications have been necessi
tated. · Maintenance of a computerized 
database of clients is one method of 
making this task manageable. A good 
database allows the attorney to target 
a particular letter to those clients 
which require it, to print the enve
lopes necessary, and to confirm that · 
the necessary information has gone to 
the right client. Clients can be sorted 
by parameters such as fiscal year end 
or type of retirement plan maintained. 
A database entry is analogous to a 3 x 
5 card, and can contain address, ac
countant, or whatever information is 
thought relevant. General informa
tional letters also can be targeted to 
non-client groups, such as referring 
accountants, insurance agents, or 
actuarial firms. In this vein, promo
tional rna terial can be developed, and 
if a laser printer is available, printed 
in near-professional quality using a 
desktop publishing program. 
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Maintenance of a sufficient library 
of tax resources has become increas
ingly costly, and the number of trans
actions requiring consultation of 
legislative history or exotic secondary 
Jllaterials has proliferated. In this 
context, a subscription with a legal 
database through a P.C. equipped 
with a modem can be very helpful. A 
firm can consider ending a published 
service, which is bulky and costly, in 
favor of utilization of a database 
which provides the service. A particu
lar item can then be accessed quickly 
and easily, and a hard copy generated 
through use of an in-office printer. 
Obviously, the frequency of use and 
cost of access must be weighed care
fully before any such cancellations are 
Jllade. It is doubtful that many tax 
firms will want to cancel their Code 
service because it is available on line; 
on the other hand, an esoteric source 
such as excise tax opinions might be 
better left to an on-line service. 

An on-line database also can act as 
a facilitator of legal research, through 
''key word" searches, providing subse
quent history on cases or statutes, or 
law review articles. In particular, on
line services provide up-to-the-minute 
status reports on pending legislation, 
which is extremely important when 
deadlines are approaching and a bill 
to amend or repeal the operative 
provision is pending. One service 
even provides a kind of "Las Vegas 
line" on bills pending in Congress, 
with percentages specified as to the 
probability of a bill passing either 
house, both houses, or becoming law. 
For decisions that come right down to 
the wire, such as the extension of the 
exclusion for group legal services 
through 1988, these services can be 
very helpful. 

Another area where the microcom
puter's speed and power can be put to 
good use is through a spreadsheet 
program. A spreadsheet can be pro
grammed to perform complex inter-re
lated calculations, such as preparation 

of an amortization schedule, and a 
"template" constructed which is there
after available for performance of the 
same or similar functions. In the 
employee benefit area, more and more 
applications are presenting them
selves, such as Section 401(k) Plan 
ADP tests or Section 4980A calcula
tions. Even IRS forms such as the 
employee census information required 
to accompany a request for a determi
nation letter on a qualified plan termi
nation (Form 6088) can be more effi
ciently prepared by taking advantage 
of a spreadsheet program. Pre-pro
grammed speciality applications for 
estate tax planning, real estate, re
turn preparation, and many other 
areas are also available. 

Finally, personal productivity 
items for the individual attorney and 
staff are available. The microcom
puter is excellent for simple repetitive 
tasks such as telephone dialing, 
maintenance of a personal calendar, 
and maintaining indices of files, 
research materials, and even particu
lar types of legal matters for ease of 
reference in locating model transac
tions. 

Each year (week?) reveals more 
applications for the microcomputer. 
The small tax law firm has already 
been provided with substantial poten
tial increases in productivity through 
these advances. It has in common 
with any business, however, the ne
cessity of carefully analyzing its in
vestment and its potential return in 
microcomputer technology. A P.C. can 
pay for itself very quickly if its func
tions are understood and utilized; if 
not, it can make an attractive but very 
expense paperweight. 

llllftlllllll 

Short 
Subjects 

65 



Short 
Subjects 

66 

Michigan Tax Lawyer-1st Quarter 1989 

Shortcuts is a regular feature of the Michigan Tax Lawyer that provides sugges
tions and tips to expedite your work and help you get the answers you need 
quickly. This issue contains a review of some helpful algebraic formulas used in 
present value calculations. 

Doing Present Value 
Calculations the Old 
Fashion Way 
By: David M. Rosenberger 

Present value calculations are perva
sive in a tax lawyer's practice. Valuing 
annuities for estate and gift tax pur
poses, computing cash-out payments 
under a pension plan, and determin
ing whether an executive's compensa
tion amounts have crossed the para
chute tax threshold are just a few 
examples of where present value 
analysis must be employed. 

Fortunately, various actuarial 
factors and tables are provided in the 
Income Tax Regulations that reduce 
most present value calculations to a 
simple task of multiplication. Finan
cial calculators, which have become 
relatively common and inexpensive, 
also help by making available special 
keys for computing present values 
with the pushing of a few buttons. 
Finally, typical PC spreadsheet pro
grams usually contain an array of pre
programmed functions that automati
cally compute present values. 

Despite all these modern conven
iences, it is often useful to have at 
hand the basic algebraic formulas for 
computing present values. For ex
ample, sometimes the pre-pro
grammed functions in a spreadsheet 
do not provide the flexibility that you 
would like, or you are drafting an 
agreement and want to specify how a 
value is computed without including 
an endless table of numbers. 

The following formulas express 
present value, P, or future value, F, in 
terms of other variables. With a little 
algebraic manipulation, these formu
las may, of course, also be used to 
solve for another variable where P or 
F already is known. 

Simple Interest 
Where interest is not compounded, 

the present value of an amount F paid 
in the future is: 

P = F/(1 +it) 
Here, i is the simple annual rate of 

interest and t is the number of years. 
(Note that for purposes of all the for
mulas in this article, multiplication 
and division operations should be per
formed prior to addition or subtraction 
within a parenthetical expression.) 
For example, the value of $100 paid 
two years from now, where the annual 
simple interest rate is 10%, is: 

p = $100/(1 + .10 X 2) 
= $100/1.2 = $83.33 
AI though this is so simple as to be 

nearly obvious, one must start some
where! Also, in these simple calcula
tions, always be cautious with how 
terms are defined. Simple interest, for 
instance, may be either "exact," in 
which case it is computed on a 365 or 
366 day year, or "ordinary," where 
each year is assumed to be 360 days. 
This subtle difference can result in 
huge present value discrepancies 
where large amounts or long periods 
of time are involved. 

The future value formula for 
simple interest is, clearly: 

F = P(1 +it) 
Compound Interest 

If interest is compounded n times 
each year, the present value of a sum 
F paid in the future is: 

P = F/(1 + i/n)nt 
where i is the simple annual interest 
rate and t is the number of years. For 
example, the value of $100 paid two 
years from now, where the simple 
annual interest rate of 10% is com
pounded monthly, is: 

P = $100/(1 + .10/12)12 x2 

= $100/(1.00833)24 = $81.94 
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The future value formula for 
compound interest situations is: 

F = P(1 +if n)nt 
Fixed Annuities 

Fixed annuities are annuities for 
which the periodic payments are 
constant. The present value of such 
an annuity depends on whether pay
ments are made at the beginning or 
end of each period. Typically, loan 
payments represent the latter; in 
other words, you borrow money and 
do not begin making payments until 
the end of the first period. A pension, 
on the other hand, which commences 
on the date of retirement and which is 
paid on the first day of each month 
thereafter, is an example of an annu
ity where payments are made in 
advance. 

The present value of an annuity 
where payments are made at the end 
of each period is: 

P =A [(1- (1 + i/n)-nt] I (i/n) 
where A is the amount of each annu
ity payment and the other variables 
are as defined above. 

For example, assume that an 
individual is entitled to receive $100 
per month at the end of each month 
for 5 years and that the simple annual 
interest rate is 12%. The present 
value of this annuity is: 

p = $100[(1-(1+.12/12)-l2xS]/(.12/12) 
= $4,496 

The future value formula for such 
an annuity can be derived easily by 
multiplying the present value formula 
by the compound interest factor from 
above of(1 + i/n)nt: 

F = P[(1 + i/n)nt_1)]/(i/n) 
The present and future values of 

an annuity which provides for pay
ments at the beginning of each period, 
rather than at the end, can be deter
mined by multiplying each equation 
above by a factor of (1 + i/n). This is 
logical, because the two annuities 
differ only in that all payments under 
the annuity which is payable in ad
vance are accelerated by one month, 
and (1 + i/n) is merely the interest 
factor for that one month. 
Increasing Annuities 

An increasing annuity is one for 
which the periodic payments are not 
constant but increase uniformly over 
time. Where A is the amount of the 
first payment and g is the rate of 
increase in the payments each period, 
the present value of such an annuity 
is: 

p = A[(1+g)/(I-g)][1-(1+g)N/(1+I)N] 
l=i/nandN=nt 

The ·future value equation is: 
F = P(1 + I)N 
Armed with these few equations, 

the tax lawyer will be better prepared 
to address present value problems in a 
variety of situations. 
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The following is a regular part of each issue, providing brief summa~ies _of publicatiOf!S that 
should be of interest to tax practitioners, where to obtain these publtcatlons, and thetr 
prices. 

By: Mark R. Solomon 

Legislative History of United 
States Tax Conventions: 
Roberts and Holland Collection. 
Sidney I. Roberts, editor. William S. 
Rein & Co., Inc., 1285 Main Street, 
Buffalo, N.Y. 14209. Telephone: (800) 
828-7571. 16 Volumes (looseleaf), 
1986. $1395. Supplemented periodi
cally. 

This reprint set is an indispen
sable reference work for practitioners 
active in the international tax arena. 
Organized alphabetically by country 
are the virtually complete legislative 
histories of all United States (1) 
income tax treaties, (2) estate and gift 
tax treaties, and (3) exchange of 
information agreements. 

The collection reproduces not only 
the reports ofthe Senate Foreign 
Relations Committee (which has 
jurisdiction over tax treaties), but 
also Presidential Messages, tran
scripts of hearings before the Senate 
Foreign Relations Committee, Senate 
debate and actions, Treasury News 
Releases and Explanations, Explana
tions ofthe Staff of the Joint Commit
tee on Taxation, TIAS documents, 
and numerous other related docu
ments. In addition to a master Table 
of Contents and tables of contents fol
lowing each country's tab, the editors 
have thoughtfully included a helpful 
Senate document finding list. 

Because the Department of Treas
ury no longer promulgates Treaty 
regulations, because case law inter
preting treaties is relatively rare, and 
because the major commercial pub
lishers offer spotty coverage of the 
legislative history of treaties, this 
collection provides a needed primary 
source for these materials that were 
not previously available even to those 
specializing in this area. 

Employers Handbook: a Practical 
Guide to Section 89 Compliance, 
2nd Ed. 
Mary B. Hevener of Lee, Toomey & 
Kent, Washington, D.C. Thompson 
Publishing Group, 1725 K Street 
N.W., Suite 200, Washington, D.C. 
20006. Telephone: (800)424-2959. 
Loose-leaf 3-ring binder. 1989 edi
tion. Published monthly, annual sub
scription $197. 

No doubt most of the readers of 
this Publications Column, myself 
included, cringe at the very thought 
of Section 89. Indeed, if Congress 
could be persuaded to repeal Section 
89, a good case could be made for 
making the enactment date a na
tional holiday to be celebrated annu
ally as commemorative of the day 
Congress first returned to a collective 
tax sanity. 

Alas, until that happy day (of 
repeal) comes, if it ever does, practi
tioners are faced with the sometimes 
awesome task of advising their 
clients how best to comply with the 
often burdensome requirements of 
Section 89. The Employers Handbook 
is a monthly loose-leaf service with a 
number of features that will no doubt 
prove useful to those who are unable 
to devote their entire practice to 
Section 89. Included in the service is 
a monthly newsletter on current de
velopments, textual material explain
ing the various requirements of 
Section 89, and an appendix contain
ing relevant portions of the Internal 
Revenue Code, regulations, valuation 
tables, administrative rulings, a glos
sary of terms, and an index. 

Of particular help to practitioners 
will be the Handbook's chapter on 
data collection and testing work
sheets with a number of useful forms, 
worksheets and flowcharts. Inexpli
cably absent, however, are any model 
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forros that could be used as a basis for 
drafting the documents required to 
Jl).eet the written plan qualification 
requirements of Section 89. Model 
plans and model summary plan 
descriptions would be particularly 
helpful to the numerous non-special
ist practitioners who are, or eventu
ally will be, faced with the task of 
drafting wraparound documents that 
clients receive "free" from the insur
ance industry as part of their insur
ance package. On the other hand, the 
Handbook generously and most 
helpfully includes, in an appendix, a 
report on valuing accident and health 
plans by the American Academy of 
Actuaries Task Force on Non-Dis
crimination Rules. 

The Journal of Taxation of S 
Corporations. 
Quarterly journal published by 
Faulkner & Gray, Inc., 106 Fulton 
Street, New York, N.Y. 10038. 
Telephone: (212) 766-7800. 
$99 per year. 

S Corporation Planning Alert. 
Monthly newsletter published by WPI 
Communications, Inc., 55 Morris 
Avenue, Springfield, N.J. 07081. 
Telephone: (800) 323-4995. $97 per 
year. 

Changes made by the Tax Reform 
Act of 1986, including the repeal of the 
General Utilities doctrine, have 
caused a flurry of new interest in the 
use of Subchapter S as a mechanism 
for avoiding the impact of double 
taxation implicit in the use of the cor
porate form of doing business. With 
this flurry of interest has come a 
flurry of new publications designed to 
address the issues which inevitably 
surface whenever new tax laws come 
under the scrutiny of tax practitio
ners. One such publication, S Corpo
rations: The Journal of Tax, Legal 
and Business Strategies was noted in 
this column in the Fourth Quarter 
1988 issue. Two other new publica-

tions also deserve attention in this 
area. 

The S Corporation Planning Alert 
is a low level monthly newsletter 
appropriate for small business plan
ners who wish to keep current on the 
latest developments in Subchapter S, 
but who do not wish to get bogged 
down in the kind of hyper-technical 
analysis so often seen in the tax lit
erature these days. Articles are 
typically one-half to two pages long, 
are usually written by C.P.A.s, and 
are typically informative, rather than 
either analytical or argumentative. A 
"new developments" section is regu
larly included, and state tax develop
ments are covered from time to time. 

The Journal of Taxation of S 
Corporations represents a more so
phisticated approach, containing 
articles which, while not rising to the 
level of law review articles, are tech
nically informative and moderately 
analytical. In addition to lead ar
ticles, regular departments include (l) 
Washington Tax Update, (2) Choice of 
Entity, (3) Drafting Guidelines, (4) 
Tax Accounting Update, (5) Financial 
Planning, (6) State and Local Tax Is
sues, and (7) S Corporation Tax 
Literature. For those practitioners 
who regularly advise S Corporations, 
this journal is recommended for 
regular reading. 

Federal Tax Aspects of Corporate 
Reorganizations. 
Daniel M. Schneider and Paul E. 
Hoelschen. Shepard's! McGraw-Hill, 
Inc., P.O. Box 1235, Colorado Springs 
80901. Telephone: (303) 475-7230. 
Hardbound binder, not consecutively 
paginated, with periodic supplemen
tation. $90.00. 1988. 

Over the years, treatises and 
other works on the taxation of corpo
rate reorganizations have been com
paratively rare. This is perhaps due 
to the omniscience of Bittker and 
Eustice's classic Federal Income 
Taxation of Corporations and Share-
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holders, which is now in its fifth 
edition (Warren, Gorham and 
Lamont, Inc., Boston, Massachusetts, 
1987) and which is widely regarded 
by the tax community as virtually 
Talmudic in character. 

The fact is, however, that corpo
rate tax law has changed lately with 
such jet-age rapidity that not even 
the Bittker and Eustice classic is able 
to deal exhaustively at a technical 
level with the seemingly daily oddi
ties perpetuated on corporate tax 
planners by the Congress, the De
partment of Treasury and the courts. 
A work devoted only to corporate re
organizations and divisions is, there
fore, a welcome addition. 

Appropriately dedicated to Boris 
Bittker (described by the authors as a 
scholar, raconteur, and entrepre
neur), Federal Tax Aspects of Corpo
rate Reorganizations has a number of 
helpful features: (1) each of the major 
kinds of corporate rearrangements, 
(A) through (G), triangular reorgani
zations, and corporate divisions is 
dealt with at length in a separate 
chapter, (2) the new and exceedingly 
complex set of rules relating to the 
carryover of corporate tax attributes 
is understandable (well, almost), (3) 
coverage is given to often omitted 
topics such as original issue discount, 
market discount, and poison pills, 
and newer topics, such as alphabet 
stock are also covered; and (4) the 
problems associated with liquidation
reincorporations are discussed at 
modest length. Particularly helpful 
are the numerous references to the 
even more hyper-technical articles 
that are found elsewhere in the 
literature. Complete tables of cases, 
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statutes, regulations, rulings and 
procedures, and secondary authori
ties are also provided. 

On the negative side, foreign reor
ganizations are covered in a scant 
twenty-two pages; the interaction of 
the reorganization provisions and 
consolidated tax returns is almost 
(but not quite entirely) ignored; the 
problems of reorganizing a Subchap
ter S Corporation are dealt with only 
in a cursory way; and the complex 
(and important) difficulties of assum
ing (or not assuming) corporate 
liabilities attributable to both quali
fied and non-qualified deferred com
pensation arrangements are deemed 
to be beyond the scope of the work. 
Particularly troublesome is the lack 
of references to private letter rulings 
(although two ruling letters are 
reproduced in their entirety and 
without explanation following the 
chapter on triangular reorganiza
tions), as well as the lack of any 
discussion of the latest ruling posi
tions of the IRS, which is an area of 
intense on-going interest to practitio
ners of corporate tax. 

Despite these flaws, Federal Tax 
Aspects of Corporate Reorganizations 
will be of interest to those who prac
tice in this field and will no doubt be 
a welcome addition to their libraries. 




