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March 1, 1990 

Dear Colleagues: 

With a great deal of fanfar.e '-(and pride) we are pleased to 
announce the Third Annual Taxation Section Summer Tax 
Conference. This summer's conference will be held onJuly 12, 
13 and 14 at the Homestead and includes a stellar cast of 
speakers. State Treasurer, The Honorable Robert A. Bowman, 
will join us 'as the after dinner speaker on July 13, 1990. 
The panel of speakers includes professionals of national 
repute. Jeff Levine and Mark McGowan have worked hard to 
develop this program and I am sure you will find it a reward
ing and enjoyable experience. I hope you plan to attend. 

Also on the continuing education side, we are drawing to 
the close of our 1989-1990 After Hours series. We have two 
presentations remaining: 

April 3, 1990 
IRS Controversies 
Southfield Sheraton Hotel 
Southfield, Michigan 
3:00p.m. - 6:00p.m. 
(Repeat on April 12, 1990 
L.V. Eberhard Center 
Grand Rapids, Michigan 
3:00p.m. - 6:00p.m) 

May 1, 1990 
Current Estate Pianning Issues 
Southfield Sheraton Hotel 
Southfield, Michigan 
3:00 p.m. - 6:00 p.m. 

The Tax Council is also putting together the schedule for 
1990-1991 After Hours series. We have been quite pleased with 
the success of the series in the la.st few years, particularly 
our expansion into the west side of the state. Each offering 
in the seminar series is now given li:ve both in Southfield and 
Grand Rapids. The experiment has been a success and the Tax 
Council will be continuing and expanding that program in the 
1990-1991 season. Watch for details soon. 

In our ever changing world the needs for education are 
obvious. Look to pages 5 and 36 for a current list of 
committee activities, meetings and seminars. There is 
something for everyone! 

PAST COUNCIL CHAIRPERSONS 

Very truly yours, 

John J. Collins, Jr. 

Chairperson 

Taxation Section 
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Report of the 
Corporation Committee 
February 19, 1990 
Robert R. Stead, Chairperson 
200 Centennial Plaza 
2851 Charlevoix Drive, S.E. 
Grand Rapids, Ml49546-7048 
(616) 949-2300 

1. Chairperson's Message. 
Although we are barely into calen
dar year 1990, Capitol Hill is al
ready abuzz with new tax proposals. 
Th~ Bush Administration, following 
up Its efforts of last year, has again 
proposed a capital gains tax cut. 
Under the proposal, the capital 
~ains deduction would vary depend
mg upon the length of time that an 
asset is held by a taxpayer. The 
deduction would not, however, apply 
to property held by a corporation. 

Because the passage of such a 
proposal is of such great importance 
to the Corporation Committee 
members, we will be following this 
legislation closely. Should it be 
enacted, it will undoubtedly become 
the topic of a future Corporation 
Committee meeting. 

2. Recent Activities. 
As many of you know, a Corporation 
Committee meeting was scheduled 
for February 15, 1990. Due to in
clement weather, however the 
meeting has been resched~led for 
Thursday, March 1, 1990, at the 
downtown Detroit offices of Miller 
Canfield, Paddock & Stone. At th~t 
meeting, Michael Indenbaum of 
Miller, Canfield will speak on the 
recent corporate tax law cha..'lges 
made by the Revenue Reconciliation 
Act of 1989. In addition, Mr. Inden
baum will discuss the Internal 
Revenue Service's recent revenue 
I"l!ling on the taxability of poison 
pills and other stock rights used as a 
defensive mechanism to hostile 
takeovers. 
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3. Future Schedule. 
Mter the meeting of March 1, 1990, 
the next meeting of the Corporation 
Committee will be held during the 
month of May, 1990. Although the 
location of the meeting has not yet 
b~en determined, it is likely that it 
will be held in either Lansing or 
Grand Rapids. 

So that we can better address the 
needs of the Corporation Committee 
members, I will be forwarding to you 
a questionnaire in which you will be 
asked to identify those areas that 
you would like discussed at the 
Corporation Committee meetings. 
In this way, we hope to make the 
Corporation Committee more respon
sive to its members. 

4. Other Business. 
You should be receiving within the 
next month a notice regarding the 
1990 Annual Summer Tax Confer
ence. This year's conference will be 
held at the Homestead Resort in 
Glen Arbor, Michigan on July 12-14. 
The topic of the meeting will be 
"Planning for the Family Business." 

For those of you who have not yet 
attended the Summer Tax Confer
ence, you should make an effort to 
attend. It is an excellent opportunity 
to meet tax practitioners from 
throughout the state in a casual 
setting. It is also an opportunity to 
~ear nat~oD;ally recognized speakers 
m more mtimate surroundings than 
you will find at other seminars. 

Report of the Employee 
Benefits Committee 
February 26, 1990 
Stephen J. Lowney, Chairperson 
313 South Washington Square 
Lansing, Ml 48933 
(517)372-8050 

1. Chairperson's Message. 
In the D:ear future, I want to update 
and reVIse our Committee mailing 

(~ \J 
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to write an article for the taxation lowed to the extent of its underpay-
issue of the Michigan Bar Journal. ment, resulting in a federal estate tax 
Your participation is both encour- deficiency. Second, interest is due on 
aged and solicited. To become in- the deficiency. The Advice considers 
volved, please give me a call. a situation where the credit claimed 

on the 706 was about $15,000,000. 
2. Recent Activities. Only about $5,000,000 had been paid 
Our Committee last met on January to the state by the time the 706 was 
23, 1990 at the Southfield Radisson filed. Ultimately, the inheritance tax 
Plaza. Thirty-three members heard was fully paid. Nevertheless, the IRS 
Henry Grix and Thomas Hammer- ruled that at the time of filing, the 
schmidt, both of Dickinson, Wright, federal estate tax was understated, so 
Moon, Van Dusen & Freeman, dis- interest under Internal Revenue 
cuss selected fiduciary income tax Code Section 6601(a) was due. 
issues. Theirs was a "nuts and bolts" 
practical approach which provided a 

Report of the timely and direct benefit to those of 
us engaged in 1041 preparation. Partnership Committee Michael Cumming of Clark, Klein & 
Beaumont provided an article for the February 19, 1990 
Fourth Quarter, 1989 Michigan Tax 

RichardS. Soble, Chairperson Lawyer. His subject matter regarding 
the withholding requirements for 2290 First National Building 
domestic trusts which distribute to Detroit, Michigan 48226 

foreign beneficiaries was especially (313) 256-7520 '~J 
appropriate for those of us with \ -1~1 
Ontario connections. On behalf of the 1. Chairperson's Message. 

Committee, thanks to Henry, Tom The Partnership Committee and the 
federal income taxation subcommit-and Mike. 
tee of the Real Estate Section of the 

3. Future Schedule. State Bar conducted a joint meeting 

Internal Revenue Service Estate Tax in Troy on January 11, 1990. The 

Attorney, William Tetrick, Jr. will chairperson of the Real Estate Sec-
tion subcommittee, William Acker, discuss Generation-Skipping Tax 
and I spoke on current developments from a practical perspective at our 
of mutual interest to the two commit-April 9, 1990 Committee Meeting. tees. There was an animated round-We will meet at 3:00p.m. at the table discussion of a number of these Lansing Sheraton Inn. The Inn is topics. located at I-496 and South Creyts 

Road in Lansing. The telephone 2. Future Schedule. number is (517) 485-3600. Our next meeting will again be a 

4. Important Developments. joint one with the federal income 
taxation subcommittee of the Real What is the effect of an inheritance Estate Section. The meeting will be tax underpayment at the moment of 
held on March 8, 1990 at 3:00 in the filing the 706? According to Techni- offices ofKemp, Klein, Umphrey, cal Advice Memorandum 8947005, 

when the federal underpayment Endelman & Beer, P.C., at the Co-
lumbia Center, 201 West Big Beaver results in a corresponding underpay- Road in Troy. ment of the amount claimed as a 

state death tax credit, the effect is 3. Important Developments. 0 6 two-fold. First, the credit is disal- On November 20, 1989, the Service 
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issued a Notice of Proposed Rulemak- other property of a like-kind is 
ing and Temporary Regulations distributed to the contributing 
which modify the proposed and partner within a specified time 
temporary regulations issued at the period, then to the extent of the 
end of 1988 under Internal Revenue value of the property actually dis-
Code Sections 752 and 704(b). The tributed to the contributing partner, 
prior regulations under Section 752 the contributing partner is treated 
dealt with the includability of debt in as having received a distribution of 
the basis of a partner's interest in the the property he. contributed. The 
partnership. The prior regulations changes to Section 704(c) are effec-
under Section 704(b) addressed how tive with respect to property contrib-
to allocate deductions attributable to uted to a partnership after October 
liabilities of the partnership. The 3, 1989. 
new rules make miscellaneous Finally, practitioners should be 
changes to the old. One change I aware that State Representative 
would like to note is that the tempo- Profit has introduced a bill in the 
rary regulations clarify that they do State legislature which, if enacted, 
not apply retroactively to cause a would permit the formation of lim-
nominally nonrecourse debt for which ited liability companies in the State 
a partner bore the economic risk of of Michigan. Such entities generally 
loss prior to 1989 on account ofbeing protect their owners from liability 
related to the creditor of a guarantor for debts of the business much as 
to be included solely in the basis of corporations do, but are treated for 

. • such partner for years prior to 1989. federal income tax purposes as 

'II 
The Omnibus Budget Reconcili- partnerships. An article describing 

ation Act of 1989 amends Section limited liability companies and their 
704(c) to provide that if any property treatment for income tax purposes 
contributed by a partner is distrib- appeared in the last issue of the 
uted by the partnership (other than Michigan Tax Lawyer. 
to the contributing partner) within 
five years of being contributed, the 
contributing partner is treated as Report of Practice and recognizing gain or loss from the sale 
of such property. The amount of the Procedure Committee 
gain or loss will be equal to the pre- February 7, 1990 
contribution gain which would have Stephen M. Feldman, Chairperson been allocated to the partner if the 33533 West Twelve Mile Road property had been sold by the part- Suite 150 
nership at its fair market value at P. 0. Box 9057 
the time of the distribution. This Farmington Hills, Michigan 48333-9057 
represents an amplification of the (313) 489-8600 
pre-existing rule of Section 704(c). 
The prior rule provided that gain on 1. Chairperson's Message. 
the partnership's sale of property As the newly appointed Chairperson 
contributed by a partner must be al- of the Practice and Procedure Com-
located to such partner to the extent mittee I would like to take this oppor-
that the pre-contribution gain is not tunity to thank Bruce Newman for 
otherwise taken into account prior to his guidance and leadership. I would 
such sale. Under the new Act, if also like to wish him the best of luck 
property contributed by one partner as a probate judge in Genesee 

• is distributed to another partner, and County . 

7 
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2. Recent Activities. 
The Committee held the first of its 
regular meetings on January 25, 
1990. The attendance was good. We 
agreed that the Committee's primary 
function should be aiding and assist
ing those attorneys involved in audit 
and collection matters, as well as 
litigation, in both the state and 
federal courts. In addition, it was 
generally agreed that nonmembers of 
the Committee would be approached 
to speak on various issues. 

3. Future Schedule. 
The next scheduled meeting for the 
Practice and Procedure Committee 
will be held on Thursday, March 29 
at 3:00 p.m. at the law offices of 
Couzens, Lansky, Fealk, Ellis, Roe
der & Lazar, P.C., 33533 West 
Twelve Mile Road, Suite 150, Farm
ington Hills, Michigan. One of the 
topics will be the implications of 
filing a bankruptcy in connection 
with the discharge of federal and 
state tax liabilities as well as forced 
payment plans. If possible, I hope to 
have a speaker from the Internal 
Revenue Service, either Special 
Procedures or District Counsel, 
present. 

I hope that more practitioners 
involved in the area of tax practice 
will become involved with the Com
mittee. I think the round table 
discussions at the meeting in Janu
ary as well as those anticipated for 
the future are beneficial for both the 
practitioners and their clients. These 
meetings assist us in identifying key 
issues being challenged by the vari
ous taxing authorities. They also 
enable us to identify personnel prob
lems which may exist with the taxing 
authorities. 

Michigan Tax Lawyer-1st Quarter 1990 

Report of the State and 
Local Tax Committee 
February 20, 1990 

Alan M. Valade, Chairperson 
Dart Management Building 
500 Hogsback Road 
Mason, Michigan 48854 

1. Chairperson's Message and 
Recent Activities. 
In my report appearing in the last 
issue of the Michigan Tax Lawyer, I 
stated that a report on the Michigan 
Department of Treasury's proposed 
single business tax rules was going to 
be submitted to the Department on 
behalf of the State & Local Tax Com
mittee. While a final report was 
submitted to the Department of 
Treasury on December 22, 1989, the 
report was not submitted as a final 
report of the State & Local Tax Com
mittee. Unfortunately, we ran into 
some difficulties with the by-laws of 
the State Bar of Michigan and could 
not submit the report as a report of 
our Committee. Consequently, the 
report was issued by the same group 
of attorneys who worked on the 
project as an "ad hoc" committee of 
state and local tax practitioners. 
Anyone interested in receiving a copy 
of the final report should feel free to 
call or write to me for a copy. 

2. Future Schedule. 
Over the past several years our 
Committee has commented on several 
ABA-sponsored uniform state tax 
procedural laws. The purpose of the 
ABA proposals is to standardize state 
tax procedure in this country. Re
cently, the Michigan legislature has 
begun consideration of a "Taxpayer 
Bill of Rights". I would like our 
Committee to get involved in analyz
ing the bills that will be proposed in 
the Michigan House and Senate tax 
committees. I would appreciate 
hearing from any persons interested 
in participating in this project. 

C1 
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Effect of Bankruptcy on the Collection 
of Federal Income Tax 
By: Bruce W. Haffey three years following the approval of 

the bankruptcy plan must typically be 
Suppose you represent a taxpayer in used to pay creditors pursuant to the 
a collection case. The Internal Reve- terms of the bankruptcy plan. 
nue Service has assessed a large tax 
liability against your client. He can- Automatic Stay 
not hope to pay it at this time. What The primary sources of relief are the 
can you do? automatic stay, the discharge of debt 

You may attempt to negotiate ,an and the ability to establish a bank-
installment payment plan or an offer ruptcy pl~ providing for the deferred Even wherea in compromise with the Internal payment of taxes. The automatic stay 

levy takes place Revenue Service ("IRS"). Rarely, acts as an injunction to prohibit all 
however, will the IRS accept an offer assessment and collection efforts prior to the 
in compromise, and, for various against the debtor. It becomes effec- filing of a 
reasons, you may be unable to agree tive immediately upon the filing of a bankruptcy 
upon an acceptable installment bankruptcy petition,2 and generally petition, the IRS payment plan. In such a case, bank- remains in effect until the termina- may be required ruptcy may offer an opportunity to tion of the bankruptcy case or until 
discharge all or part of the liability, or relief from the stay is granted by the to return the 
to establish a plan for the payment of bankruptcy court. property seized. 
the liability in installments. Only in relatively rare cases will it 

''I 
I The benefits range from a com- be advisable to file in bankruptcy 

plete discharge of all liabilities to solely for the benefit of the automatic 
temporarily halting the collection stay. These will typically involve the 
efforts of the IRS. The benefits threat of imminent forced collection 
depend upon many factors. Some of action by the IRS, particularly where 
these factors include the chapter of business assets are involved. Be-
the Bankruptcy Code1 under which cause of anti-injunction provisions 
the case is filed, the type of tax liabil- contained in the Internal Revenue 
ity or penalty involved, whether and Code,3 in such circumstances the only 
when tax returns were filed, and way to avoid the seizure of assets by 
whether your client may have com- the IRS, absent full payment of the 
mitted tax evasion or fraud. outstanding liabilities, may be to file 

When considering bankruptcy, you in bankruptcy. The automatic stay 
will typically focus your attention would prohibit the levy by the IRS. 
upon either Chapter 7, 11 or 13 of the Even where a levy takes place 
Bankruptcy Code. Chapter 7 contem- prior to the filing of a bankruptcy 
plates the liquidation of the debtor's petition, the IRS may be required to 
assets, with the distribution of the return the property seized. In U.S. v 
proceeds to creditors. Chapter 11 Whiting Pools, Inc., 4 the debtor had 
contemplates the continuation of the filed a Chapter 11 bankruptcy peti-
business ofthe debtor, with the tion the day after the IRS had seized 
establishment of a payment schedule its assets. The United States Su-
for some debts and the discharge of preme Court required the IRS to 
other debts. Chapter 13 is designed return the debtor's business assets to 
to provide relief for individuals with a the bankruptcy trustee based upon a 
regular source of income. Under a finding that the assets were essential 

~' (f Chapter 13 bankruptcy plan, the to the debtor's reorganization. 
9 individual's income earned during the The automatic stay may only tem-
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porarily halt the collection efforts of 
the IRS. If the tax liability is secured 
by a perfected tax lien, and either the 
property subject to the lien is not 
necessary to the reorganization of the 
debtor or the debtor is unable to 
provide adequate substitute security 
to the IRS, the Bankruptcy Court is 

------- likely to grant the IRS relief from the 

The scope of 
a discharge 
varies 
according to 
the chapter of 
the Bankruptcy 
Code under 
which the case 
is filed. 

10 

stay and enable it to seize the prop
erty. Before the Service has been 
granted relief from the automatic 
stay, however, the Bankruptcy Court 
may confirm a bankruptcy plan 
which provides for the installment 
payment of the tax liabilities. 

Discharge 
Discharge is usually the primary goal 
of a bankruptcy debtor. The dis
charge of a debt renders it unenforce-
able. The scope of a discharge varies 
according to the chapter of the Bank
ruptcy Code under which the case is 
filed. The most liberal discharge pro
vision is provided by Section 1328(a), 
while Sections 727, 1141 and 1328(b) 
provide more restricted discharges. 

Under each chapter, there are 
circumstances under which the 
debtor is not entitled to a discharge. 
Many of these situations involve the 
debtor's commission of fraud or fail
ure to cooperate in connection with 
the bankruptcy case.5 In addition, 
under Chapters 7 and 11, a debtor is 
not entitled to a discharge if he 
received a discharge in a prior bank
ruptcy case which was commenced 
within six years prior to the filing of 
the current bankruptcy petition.6 

Also, a corporate debtor that liqui
dates is not entitled to a discharge.7 

This rule recognizes the fact that 
once a corporation's assets have been 
liquidated, it needs no further bank
ruptcy relie£ 8 

Nondischargeability 
under Section 523 
Even if a discharge is granted, par
ticular debts are excepted from dis-
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charge. Section 523 lists the debts 
that are not discharged by means of a 
discharge granted under Sections 
727, 1141 or 1328(b). With one 
exception immaterial to the subject 
matter of this article, Section 523 
does not apply to a discharge granted 
under Section 1328(a).9 Because of 
this, the scope of a discharge granted 
under Section 1328(a) is broader than 
those granted under Sections 727, 
1141 and 1328(b). 

Included in the list ofnondis
chargeable debts under Section 523 
are the following categories of tax 
liability: 

1. Tax liabilities which are defined 
to be priority claims. These 
generally include the following: 
a. Tax liabilities attributable to 

years ended on or before the 
date of filing of the bankruptcy 
petition, for which the return 
is due, including extensions-
(i) Less than three years 

prior to the date of filing 
of the bankruptcy 
petition; or 

(ii) After the date of filing of 
the bankruptcy petition;10 

b. Tax liabilities assessed within 
240 days prior to the filing of 
the bankruptcy petition, plus 
an additional period of time in 
cases in which an offer in com
promise was pending;11 and 

c. Tax liabilities not assessed 
before, but assessable, either 
under applicable law or by 
agreement, after the filing of 
the bankruptcy petition, 
except where the liabilities 
remain assessable only be
cause of the late filing, failure 
to file, fraud or evasion of the 
taxpayer.12 

2. Tax liabilities with respect to 
which a return was not filed, or 
was filed late and within two 
years prior to the date the bank
ruptcy petition was filed. 

() 
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3. Tax liabilities with respect to 
which the debtor made a fraudu
lent return or willfully 
attempted in any manner to 
evade or defeat tax.1s 

Several examples should serve to 
illustrate the operation of these 
rules. The due date for an individ
ual's 1984 income tax return was 
April 15, 1985. If the return was 
filed timely but the tax liability 
reported on the return was not paid, 
and no liability was later assessed, 
under the three-year rule, the 1984 
tax liability would be dischargeable if 
the bankruptcy petition was filed on 
or after April 16, 1988. If the return 
was filed early, the individual would 
still have to wait until April 16, 1988, 
to file a bankruptcy petition in order 
to be entitled to a discharge of the 
1984 liability. This is because the 
three-year period under Section 
507(a)(7)(A)(i) begins to run on the 
due date ofthe return, not the filing 
date. If the individual had obtained 
an automatic four month extension of 
the time for filing the return, 14 and 
the return was filed timely, in order 
to discharge the 1984 tax liability, 
the bankruptcy petition would have 
to be filed after August 15, 1988. 

If the 1984 return was filed late, 
but less than one year late, the 
tax liability would still be discharge
able only if the bankruptcy petition 
was filed on or after April16, 1988. 
By such date, both the three-year 
rule and the two-year late filing rule 
would expire. If the tax return was 
filed more than one year late, how
ever, the individual would have to 
wait more than two years after filing 
the return to file the bankruptcy 
petition. 

Assume that following an audit of 
the 1984 return, the IRS assessed a 
tax liability on August 31, 1987. 
Under the 240-day rule, assuming no 
offer in compromise was made, the 
liability would be dischargeable in 
bankruptcy if the petition was filed 

on or after April 28, 1988. If the as
sessment was made on August 10, 
1987, however, the liability would be 
dischargeable in bankruptcy only if 
the petition was filed on or after April 
16, 1988. Even though the 240-day 
period following the assessment would 
expire on April6, 1988, the three-year 
rule would apply. 

Discharge under Section 1328(a) 
As previously noted, there are two 
discharge provisions under Chapter 
13, Sections 1328(a) and 1328(b). The 
scope of a Section 1328(a) discharge is 
the broadest under the Bankruptcy 
Code. A debtor is entitled to a dis
charge under Section 1328(a) only 
after completing the payment of all 
debts required under the bankruptcy 
plan. The scope of a discharge under 
Section 1328(b) is comparable to that 
of a discharge granted under Chapter 
7 or 11. A debtor may be granted a 
more limited discharge under Section 
1328(b) where he defaults .under the 
bankruptcy plan, but the default is 
due to circumstances for which he 
should not justly be held accountable. 

The most important difference 
between a discharge under Section 
1328(a) and a discharge under Sec-
tions 727, 1141 or 1328(b) is that tax 
liabilities tainted by fraud, evasion or 
failure to file, which are nondischarge- ~ 
able for purposes of Sections 727, 1141 
and 1328(b), can be discharged under 
Chapter 13 in some instances. Such 
liabilities are dischargeable provided 
they are not defined to be priority 
claims. 

Deferred Payment 
of Tax Liabilities 
Under certain circumstances, a bank
ruptcy plan under Chapter 11 or 13 
may enable a taxpayer to impose an 
installment payment plan on the IRS 
even though the IRS objects to the 
plan. Such a plan must provide for 
the full payment of any tax liability 
defined to be a priority claim.15 In 
addition, a plan under Chapter 11 
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must provide that: returns were filed; the dates and 
1. The IRS will be paid an amount amounts of any assessed liabilities; 

not less than it would receive if and whether the taxpayer committed 
the debtor were liquidated under fraud or willful tax evasion. 
Chapter 7; Once this information has been 

2. If the tax liability is unsecured, obtained, a proper analysis can be 
no holder of a claim junior to undertaken to determine whether the 
that of the IRS will receive any liabilities are dischargeable, and 
property until the IRS has been when the bankruptcy petition should 
paid in full; and be filed. The following rules of 

3. If the tax claim is secured, either 
thumb should be followed: 

(a) the IRS will retain its lien 1. For a liability that arose by 
and will receive deferred means of an assessment, the 
payments totalling the full bankruptcy petition should not 
amount ofits claim; be filed until at least 241 days 

(b) the property subject to the following the date of the assess-
lien will be sold and the ment.18 

proceeds paid to the ms; or 2. For a liability that arose pursu-
(c) the IRS will receive the ant to a timely filed return, the 

"indubitable equivalent" of bankruptcy petition should not 
its claim.16 be filed until more than three 

A Chapter 13 bankruptcy plan 
years have elapsed following the 

would have to provide that: 
due date of the return, including 

1. If the tax claim is unsecured, the 
extensions. /~ 

IRS must be paid an amount not 
3. For a liability that arose pursu- ()) 

ant to a return that was filed 
less than would be paid if the late, the bankruptcy petition 
debtor were liquidated under should not be filed until the later 
Chapter 7; of: 

2. If the tax claim is secured, the a. More than two years have debtor must either surrender to 
the ms the property securing 

elapsed since the filing date of 

the claim or the claim must be 
the return; or 

paid in full with the IRS retain-
b. More than three years have 

ing its lien until the claim has elapsed since the original due 

been paid; and 
date of the return, including 

3. All of the debtor's projected 
extensions. 

disposable income to be received 4. For a liability with respect to 
in the three-year period begin- which the taxpayer filed no 
ning on the date that the first return or a fraudulent return or 
payment is due under the plan willfully attempted to evade tax, 
must be applied to make pay- only a Chapter 13 bankruptcy 

· ments under the plan.t7 should be considered, and the 
petition should not be filed until 

Bankruptcy Planning the later of: 
It is essential to gather accurate and a. More than three years have 
complete information, including a elapsed since the original due 
schedule of the nature and amounts date of the return, including 
of the debtor's liabilities; the taxable extensions; or 
years to which the liabilities relate; b. More than 240 days have 
the due dates of the tax returns elapsed since the date of an 

12 including extensions; the dates that assessed liability.tD (J 
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Conclusion 
Because of the potential benefit to a 
taxpayer of filing in bankruptcy, it is 
essential for a practitioner to have a 
basic understanding of bankruptcy 
law and its impact on the assessment 
and collection of federal income tax 
liabilities. Bankruptcy should be 
considered as an option in every 
collection case. The IRS is a formi-

dable creditor, and it is a practition
er's duty to advise his or her client of 
every avenue of defense. 

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

1. 11 U.S. C. §101 et seq. All chapter and section references in this paper will be to the Bankruptcy Code 
unless otherwise noted. 

2. Section 362(a). 

3. Section 7421 of the Internal Revenue Code of 1986. References to sections of the Internal Revenue Code 
will be indicated by the notation "IRC". 

4. 462 U.S. 198 (1983). 

5. ~. ~ Section 727(a)(2) through 7. 

6. Section 727(a)(8); Section 1141 (d)(3)(C). 

7. Section 727(a)(1); Section 1141(d)(3). 

8. 4 Collier on Bankruptcy §727.01[2] (15th Ed. 1979). 

9. Section 1328(a) provides that a discharge granted under that Section does not discharge a debt specified 
under Section 523(a)(5), which relates to debts for alimony, child support and similar items. 

10. Section 507(a)(7)(A)(i). 

11. Section 507(a)(7)(A)(ii). Where an offer in compromise was made within 240 days after an assessment, the 
240 day period following the assessment for purposes of determining dischargeability is extended for the 
period of time during which the offer in compromise was pending, plus an additional 30 days. 

12. Section 507(a)(7)(A)(iii). Under IRC Section 6501(c), there is no statut3 of limitations upon the assessment 
of a tax liability where no return was filed, where the return was fraudulent, or where the taxpayer willfully 
attempted to evade tax. 

13. Because a tax liability tainted by fraud or evasion generally cannot be discharged, it is important to avoid a 
conviction for fraud or evasion in the criminal tax case and to avoid the imposition of the civil fraud penalty 
in the civil tax case. 

14. ~Treasury Regulation Section 1.6081-4. 

15. Sections 1129(a)(9)(C) and 1322(a)(2), 

16. Section 1129. The concept of "indubitable equivalent" is not defined in the Bankruptcy Code. 

17. Sections 1325(a)(4), (a)(5) and (b)(1 )(B). 

18. If an offer in compromise was outstanding during the 240 day period, the petition should not be filed until 
more than 240 days, plus the number of days the offer was outstanding, plus 30 days have elapsed following 
the assessment. 

19. JQ. 
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Qualifying Grandfathered Generation-Skipping 
Trusts as Subchapter S Stockholders 
By: Benjamin 0. Schwendener, Jr. 

and David R. Brinks 

Recently the Internal Revenue Serv
ice has changed its ruling position 
with respect to amendments to 
generation-skipping trusts in effect 
on September 25, 1985. Amendments 
to such trusts may cause them to lose 
their exemption from the generation
skipping transfer tax ("GSTT") per
mitted under the Tax Reform Act of 
1986 ("1986 Act") (PL 99-514, Act, 
§§1431, ~; IRC §§2601, et sea). 
Consequently, it may become virtu
ally impossible for taxpayers, through 
reformation or amendment, to qualify 
so-called "grandfathered" trusts as 
permissible Subchapter S stockhold
ers without losing the GSTT exemp
tion. 

Prior to late 1988, the standard 
the IRS used in determining whether 
a trust modification caused the loss of 
the grandfather exemption from the 
GS'IT rules under the 1986 Act was 
based on the transitional rules under 
the 1976 GSTT Act ("1976 Act"). The 
1976 Act allowed modification of a 
grandfathered trust without loss of 
the GS'IT exemption so long as the 
modification did not create or in
crease the amount of any generation
skipping transfers. In late 1988, 
however, the Service appears to have 
imposed a new standard- in addi
tion to the 1976 standard- based on 
whether the trust, on September 25, 
1985, was "irrevocable". Under the 
new standard an amendment or 
modification to an otherwise grandfa
thered trust that affects the "quality, 
value or timing'' of the beneficiary's 
interest will remove the trust from 
the protection of the transitional 
rules.1 However, a strong argument 
can be made that the new standard 
employed in these rulings is errone
ous. The standard that should be 

employed is the one based on the 
1976 GS'IT transitional rules.2 Un
like the new standard set forth in the 
letter rulings, the 1976 transitional 
rules are not in conflict with Temp 
Treas Reg §26.2601-1 (March 14, 
1988) and issued as T.D. 8187. More 
importantly, the 1976 transitional 
rules do not conflict· with fundamental 
common law rules relating to trust 
modification by courts of equity and 
probate courts. 

Background 
Under the 1986 transitional rules, the 
GS'IT is applicable to generation
skipping transfers (as defined in the 
Internal Revenue Code ("IRC") 
§2611) made after October 22, 1986, 
or, in the case of inter vivos transfers 
subject to tax under Chapter 12 of the 
IRC, to transfers made after Septem
ber 25, 1985.3 A substantial excep
tion to these rules exists, however, for 
generation-skipping transfers made 
under a trust which was irrevocable 
on September 25, 1985. Under the 
transitional rules applicable to the 
GS'IT, irrevocable trusts established 
on or prior to September 25, 1985 are 
"grandfathered" for GS'IT purposes; 
and unless additions are made to the 
corpus of a grandfathered trust after 
September 25, 1985, all distributions 
from such a trust will be free of the 

·GSTT. 
Otherthanthelanguageregarding 

"additions" to the trust corpus, the 
1986 transitional rules do not discuss 
the effect of amending or modifying, 
by court order or otherwise, a grand
fathered trust. This issue, however, 
was addressed by the transitional 
rules enacted in 1976 under the 
original GS'IT Act. Under the 1976 
transitional rules, an amendment or 
court ordered modification would not 
affect the grandfathered status of the 
trust - and, therefore, cause the 

() 
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trust to be subject to the GSTT -
unless the trust was changed in such 
a way as to "result in the creation of, 
or increase the amount of, any gen
eration-skipping transfer''.4 

In discussing what constituted the 
creation or increase in the amount of 
a generation-skipping transfer, S Rep 
No 1236, 94th Cong, 2d Sess 620 
(1976), 1976-3 (Vol3), 970, states 
that the change of trustees, the 
change of beneficiaries, or a change 
in the size of a beneficiary's share 
would not be considered th~ "creation 
of, or an increase in the amount of," a 
GST so long as the number of 
younger generation beneficiaries 
provided for under the trust (or the 
potential duration of the trust in 
terms of younger generation benefici
aries) is not expanded and the total 
value of the interests of all benefici
aries in each generation below the 
grantor's generation is not increased. 

The language of the 1986 Act, 
however, while similar in some 
respects to the provisions of the 1976 
Act, does not contain language which 
permits amendments or modifica
tions to a trust which do not result 
"in the creation of, or increasing the 
amount of, any generation-skipping 
transfer". 5 

Despite this omission, the IRS, 
prior to September 22, 1988, fre
quently ruled that the transitional 
rules of the 1976 Act were applicable 
to GSTs under the 1986 Act. For 
example, in LTR 8808014 (November 
23, 1987), LTR 8810029 (December 9, 
1987), LTR 8808011 (November 20, 
1987), and LTR 8838020 (June 23, 
1988), the Service, referring to the 
1976 Act and the Senate Report 
mentioned above, stated that: 

There is no comparable lan
guage [to that contained in 
§2006(c)(2)(B) of PL 94-455] in 
the committee reports accom
panying the Tax Reform Act of 
1986.6 There is, however, 
nothing to indicate that a 

different result should apply. 
We, therefore, believe it appro
priate that the two transi
tional rules [1976 Act and the 
1986 Act] be interpreted 
similarly. [Emphasis added.] 

In LTR 8810029 (December 9, 
1987), the Service considered 
whether an amendment to a grandfa
thered GST stockholder, made in 
order to allow the trust to become a 
qualified Subchapter S stockholder, 
would destroy the "irrevocability" of 
the trust. The amendment parti
tioned the trust into three separate 
trusts for the benefit of each of the 
grantor's children and also provided 
that each separate trust must distrib
ute all of its income to its current 
beneficiary. Upon the death of each 
child of the grantor, his trust would 
be further divided among such child's 
issue. The Service held that the 
amendments to the trust would not 
affect the grandfathered status of the 
trust for GSTT purposes because the 
amendment did not: (i) create, or 
increase the amount of, the genera
tion-skipping transfers; or (ii) in
crease the number of younger genera
tions. 

Also, in LTR 8730012 (April22, 
1987), the Service ruled that modifi
cations to several trusts in order to 
permit them to be eligible stockhold
ers of an S corporation would not 
make the otherwise grandfathered 
trusts subject to the GSTT. In LTR 
8730012, the modifications substan
tially altered the beneficiaries' rights. 
For example, under the original 
trusts, the trustee had discretion to 
distribute or accumulate income. 
After the modifications, the settlor's 
grandchildren would be entitled to 
receive all of the income produced by 
the trusts established for their bene
fit. The Service held that: 

This modification neither ex
panded the number of skip 
persons benefiting from [the] 
trusts ... nor increased the 
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total value of the interests of a an irrevocable trust to the 
class of skip persons. There- extent that, on September 25, 
fore, this post-September 25, 1985, the settlor held a power 
1985 modification to [the] with respect to such trust that 
trusts ... will not be treated as would have caused the value of 

... it was an addition to the corpora of the trust to be included in the 

relatively easy [the] trusts ... subjecting the settlor's gross estate for federal 
distributions from [the] trusts estate tax purposes by reason 

to amend a ... to the imposition of the of §2038 (without regard to 
trust in order to generation-skipping transfer powers relinquished before 
allow the trust tax. September 25, 1985) if the 
to become a As these letter rulings illustrate,. it settlor had died on September 
qualified was relatively easy to amend a trust 25, 1985. A trust will be con-

Subchapter S in order to allow the trust to become a sidered subject to a power on 
September 25, 1985, even 

stockholder. qualified Subchapter S stockholder. 
though the exercise of the So long as the amendments did not 

shift values from a higher to a lower power was subject to the prece-
generation, or extend the duration of dent giving of notice, or even 

the trust for a lower generation, the though the exercise could take 

trust continued to be grandfathered effect only on the expiration of 

and exempt from the GSTI'. The the stated period, whether or 

same could be said for amendments not on or before September 25, 

enacted for purposes other than 1985, notice had been given or 

qualification of a trust as a Subchap- the power had been exercised. (1 
ter S stockholder.7 A trust will not be considered 

subject to a power if the power 

The Temporary Regulations is, by its terms exercisable only 

On March 14, 1988, the Service on the occurrence of an event or 
issued temporary regulations govern- contingency not subject to the . 
ing the GSTI'. Under Temp Treas settlor's control (other than the 
Reg §26.2601-1(b), the GSTI' is not death of the settlor) and even if 
applicable to generation-skipping the event or contingency had 

transfers under a trust that was not in fact taken place on Sep-
"irrevocable" on September 25, 1985 tember 25, 1985. 

unless "additions" are made to the Consequently, it is inferable from 
trust after that date. "Irrevocable the foregoing that a change in trust 
trusts" are defined as any trust (as terms, which change is' not subject to 
defined in IRC §2652(b)) in existence the settlor's control (e.g., reformation 
on September 25, 1985 unless other- of a trust pursuant to probate court 
wise provided in subsection (b)(1)(ii) decree in order to qualify the trust as 
(B) or (bX1)(ii)(C). Note the inclusive a Subchapter S stockholder) would 
language: except as provided in sub- not cause a trust to lose its ''irrevo-
sections (B) and (C), an irrevocable cable" status and, therefore, its 
trust is any trust in existence on grandfathered GSTI' exemption. 
September 25, 1985. This assumes, of course, that as 

Subsections (B) and (C), above, under the 1976 rules, the reformation 
relate to property which would be did not bring about an "addition" to 
includable in an estate under IRC the trust properties or extend the 
Section 2038 or IRC Section 2042. term of the trust with respect to 
The IRC Section 2038 exception younger generation beneficiaries. (j states that: The exception with respect to IRC 

16 
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insurance on an individual's life "that 
is treated as a trust under IRC Sec
tion 2652(b )" is not considered an 
irrevocable trust to the extent that, 
"on September 25, 1985, the insured 
possessed any incident of ownership 
(as defined in Treas Reg §20.2042-
1(c)), that would have caused the 
value of the trust (i.e., the insurance 
proceeds) to be included in the in
sured's gross estate for federal estate 
tax purposes by reason of IRC Section 
2042, if the insured had died on 
September 25, 1985." 

There are five examples in the 
temporary regulations illustrating 
the meaning of''irrevocability." In 
example 1, the settlor holds the 
power to add new beneficiaries to the 
trust. Predictably, the trust is not an 
irrevocable trust. In example 2, the 
wife of the settlor is given an annual 
right to withdraw a portion of the 
corpus of the trust. The Service holds 
that ''because the power was not held 
by the settlor of the trust, it is not a 
power described in §2038 of the Code 
... "and, therefore, the trust remains 
an irrevocable trust. In example 3, 
the settlor retained the right to 
expand the class of named remain
dermen to include after-born grand
children. As of September 25, 1985, 
all of the settlor's grandchildren then 
in being were named remaindermen 
in the trust. The Service ruled that 
since the exercise of the settlor's 
power. was "dependent on there being 
after-born grandchildren ... "- an 
event over which the settlor had no 
control- "the trust is not considered 
subject to the power [§2038] on Sep
tember 25, 1985, and is an irrevo
cable trust for purposes of this sec
tion." The Service notes that the 
result is not changed even if grand
children are born after September 25, 
1985, "whether or not the settlor 
exercises his power to expand the 
class of remaindermen." 

In example 4, an individual pur
chased an insurance policy on his 

own life and designated his daughter 
and granddaughter as the beneficiar
ies. The individual retained the · 
power, however, to borrow against 
the cash surrender value of the 
policy. The trust is not considered to 
be an irrevocable trust because of the 
individual's retention of an incident 
of ownership. In example 5, the 
settlor created a trust naming his 
grandchildren as the income and 
remainder beneficiaries. The settlor 
retained the power, however, to 
revoke up to one-half of the value of 
the trust at any time prior to his 
death. Predictably, the Service ruled 
that the one-half of the trust "not 
subject to [the settlor's] power to 
revoke is construed to be irrevocable" 
and that the remaining half was 
revocable and, therefore, subject to 
the GSTT rules. 

Note that in all of the examples, 
the trusts (including the life insur
ance "trusts") in existence on Sep
tember 25, 1985 retain their irrevo
cable status except in those situ
ations where the settlor retains 
control or incidents of ownership. 
Changes which take place independ
ently of the control of the settlor do 
not affect the trust's irrevocable 
status. This is true even though the 
change in the trust affects the value 
of a beneficiary's interest. In example ~ 
2, the right of the settlor to include 
after-born children and to increase 
the number of grandchildren who 
would be beneficiaries of the trust, 
whether exercised before or after 
September 25, 1985, did not ·cause 
the trust to become revocable. There
fore the trust would not lose its 
GSTT exempt status. The temporary 
regulations appear to be compatible 
with rulings under the 1976 transi-
tion rules and the earlier above-noted 
rulings under the 1986 Act. 

Private Letter Ruling 8927026, 
April 6, 1989 
In 1989 (if not before),8 the Service 
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changed its position on the issue of 
what amendments to a grandfathered 
trust would subject the trust to the 
GSTT. In LTR 8927026 (April 6, 
1989) (the "Ruling"), the Service 
dismisses, as not applicable, (i) the 
"irrevocability'' definition, (ii) the 
examples in the temporary regula
tions and (iii) the transitional rules 
under the 1976 Act. Instead, the 
Service holds that an amendment or 
modification to an otherwise grandfa
thered trust which changes the 
"quality, value or timing of any of the 
powers, or beneficial interests, rights 
or expectancies originally provided 
for" in the trust instrument causes 
the trust to be regarded as revocable 
and subject to the GSTT. 

Factually, the trust described in 
the Ruling was to be modified by 
court decree in order to make it 
eligible to become an S corporation 
stockholder. The trust would be 
partitioned into three separate trusts 
for the benefit of each of the grand
children of the grantor. Each ofthe 
trusts would be required to distribute 
all income to a specified grandchild 
beneficiary and the trustee could only 
distribute principal (at the trustee's 
discretion) to such beneficiary. 

The Service held that the modifi
cation affected the time and manner 
of enjoyment of the trust property in 
that the trustee no longer had discre
tion to distribute income. Instead, 
the trustee was required to distribute 
all trust income to the beneficiaries. 
Furthermore, under the original trust 
instrument the trustee held the 
power to distribute any amount, up to 
the entire corpus, to any one individ
ual. Mter the reformation, however, 
the trustee would not be allowed to 
distribute principal to any one benefi
ciary in excess of the fractional share 
allocated to that beneficiary's trust. 
Since these modifications would 
obviously affect the "quality, value or 
timing'' of the beneficiary's interest, 
the otherwise grandfathered trust 
became revocable and, therefore, 
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subject to the GSTT. This result 
followed, even though the modifica
tion caused no trust additions. 

There are three exceptions to the 
rule that any change in quality, 
timing or value causes a trust to be 
revocable. The first exception relates 
to amendments that clarify or resolve 
interpretive questions. If the amend
ment resolves a latent ambiguity in 
the original document it will not 
affect the grandfathered status of the 
trust even if it does affect the quality, 
value or timing of the beneficiaries' 
interest.9 

The second exception allows 
amendments that affect only the 
administrative provisions of the trust 
and which do not confer additional 
powers upon the trustee or the bene
ficiaries.10 

The third exception would allow 
changes in a trust that plainly affect 
value, quality and timing ofbeneficial 
property rights, but only if the power 
to affect the change is contained in 
the original instrument. For ex
ample, in LTR 8926028 (March 31, 
1989), a trust was partitioned into 
subtrusts for the exclusive benefit of 
each beneficiary. Furthern1ore, the 
distribution provisions of the trust 
were modified so that trust property 
could only be distributed to each 
beneficiary out of the trust estab
lished for his benefit. The Service 
held that the amendments substan
tially altered the quality and value of 
the beneficiaries' interests. However, 
because the partitioning occurred 
pursuant to an express authorization 
in the trust instrument, the trust 
retained its irrevocable status and, 
because of the grandfathered exemp
tion, the GSTT did not apply. 

This exemption logically follows 
from the colloquies in both the House 
and Senate. The colloquies state that 
the provision of the prior [1976] law 
was intended to apply to: 

***a trust which includes a 
limited power of appointment, 

() 
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so long as the exercise of the beneficiary or to the beneficiary's 
power (including the creation spouse or issue. The trust provides 
of a trust) cannot result in the that any powers held by the trustee 
creation of an interest which may be released. The subtrusts are 
postpones, or a new power to continue until 21 years after the 
which can be validly exercised deaths of A, B, and C. The trusts · 
so as to postpone, the vesting contained spendthrift clauses. At 
of any estate or interest in the Grandfather's death, the trust (and 
trust property for a period as-· subtrusts) become irrevocable. In 
certainable without regard to 1987, the trustee petitioned the 
the date of the creation of the Probate Court.for an order amending 
trust. (S. Rept. No. 1236, 94th the trust as follows: 
Congress, 2d sess. p. 621); (i) to allow the appointment of 

The Service, however, has refused successor individual trustees rather 

to adopt other portions of the 1976 than, as stated in the trust instru-

transition rules. In LTR 8927026, ment, successor corporate trustees; 

the Service stated: and 
(ii) to allow the beneficiaries, with 

It is apparent from a literal the consent of the trustee, to pledge 
reading of the statutes, the their income interest in their trusts. 
legislative history and the At the same time, and pursuant to 
temporary regulations that the express authorization of the trust 
neither Congress nor the instrument, the trustee, in order to 
Treasury Department antici- qualify each trust as a Subchapter S 

t pated the allowance of sub- stockholder, released certain of his 
stantive changes to an other- discretionary powers so that, after 
wise grandfathered trust.11 the release of powers, all income from 
Notwithstanding its earlier state- each subtrust is required to be dis-

ments, (see note 11), the rationale for tributed to A, B, or C, as the case 
the Service's position is the absence, may be, and any corpus distributed 
in the 1986 Act, of the phrase found must be distributed to A, B or C. 
in subsection 2006(c)(2)(B) of the In this example, the trustee sue-
1976 Act (PL 94-455) stating that cession amendment should not de-
amendments to a trust which do not stroy the grandfather GSTT exemp-
result "in the creation of, or increas- tion. ~he amendment does not affect 
ing the amount of, any generation the value, quality or timing ofbenefi-
skipping-transfer" will be permitted cial property interests. The power of 
without loss of the grandfather ex- a settlor to appoint and remove 
emption from the GSTT. trustees at will and to appoint succes-

The new "quality, value and tim- sor trustees would cause trust assets 
ing" standard of LTR 8927026 can be to be includable in the settlor's es-
illustrated by the following example: tate.12 In the example, however, the 

Grandfather establishes a trust in trust was amended to only allow the 
1980. Under the terms of the trust appointment of successor individual 
instrument, trust income is to be paid trustees rather than corporate trus-
to Grandfather for life. At Grandfa- tees. The settlor held no power to 
ther's death in 1982, the trust, by its remove trustees or appoint himself as 
terms, is divided into subtrusts for trustee. 
the benefit of grandsons, A, B and C. Similarly, the release of discre-
The trustee has the discretionary tionary powers by the trustee should 

\'f power to distribute the income or not cause the trust to be revocable 
principal from each subtrust to the and thereby destroy the GSTT grand-

19 
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father exemption because the power 
release was authorized by the trust 
instrument. However, absent the 
power release provisions in the trust, 
the trust would become revocable and 
therefore no longer exempt.13 

An order of the probate court 
authorizing an amendment allowing 
the beneficiaries to pledge their 
income interests could pose a prob
lem. Arguably, the amendment 
would allow the beneficiaries to ad
vance the timing of their enjoyment 
of trust income. Therefore, a modifi
cation occurs which, under the "value, 
quality or timing'' rule of LTR 
8927026, would cause the trust to be 
revocable and, therefore, destroy the 
grandfather exemption under the 
GSTT rules. 

Although the Service states in the 
Ruling that the "literal language" of 
the temporary regulations -like the 
statute and legislative history - did 
not anticipate "the allowance of sub
stantive changes to an otherwise 
grandfathered. trust," the truth of the 
statement is suspect. The temporary 
regulations, read literally, appear to 
be all inclusive in defining what is an 
irrevocable trust. Temp Treas Reg 
§26.2601-l(b)(l)(ii)(A) states: 

Unless otherwise provided in 
either paragraph (b)(1)(ii)(B) 
[relating to the §2028 exemp
tion; or (b)(l)(ii)(C) [relating to 
the §2042 exception] ... any 
trust ... in existence on Sep
tember 25, 1985, will be con
sidered an irrevocable trust ... 
[Emphasis Added] 

Because (i) the trust settlor died in 
1982, and (ii) the modification oc
curred by probate court order which 
order, even if wrong and not appealed 
is nevertheless binding on the Serv
ice,14 it should follow that the "literal 
language" of the tern porary regula
tions would allow the modification 
without loss of the grandfathered 
GSTT exempt status. 

Michigan Tax Lawyer-1st Quarter 1990 

Conclusion 
The rulings in LTR 8851017 and LTR 
8927026 to the effect that any change 
in the "quality, value or timing of any 
of the powers, or beneficial interests, 
rights or expectancies" in an other
wise exempt GST grandfathered trust 
are wrong. Not only, as a technical 
matter, do the rulings extend the 
trust "irrevocability" definition 
beyond the "literal language" of the 
temporary regulations, but they also 
ignore fundamental principles. 
Courts of chancery and their progeny, 
probate and surrogate courts, have 
been modifying trusts for many valid 
social reasons, most of which have 
nothing to do with tax savings or 
Subchapter Selections. For example, 
in a state where the rule against 
perpetuities is in effect, it may be 
necessary by court action to vest or 
excise certain otherwise non-vested 
remainder interests in order to save 
the validity of the trust.15 Under the 
"quality, value or timing'' standard of 
LTR 8851017 and LTR 8927026, this 
could only be accomplished for an 
otherwise exempt grandfathered 
generation-skipping trust at the 
expense of subjecting the trust to the 
GSTT. In this regard, the ruling is 
perhaps a classic example of the 
danger of tax lawyers who overly 
specialize. It is doubtful if the draft
ers of the ruling letters ever consid
ered the serious, and even disastrous, 
effect of their rulings on countless 
existing long-term trusts which, for 
valid non-tax-savings reasons, need to 
be modified. 

() 



Michigan Tax Lawyer-1st Quarter 1990 

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

1. ~ LTR 8851017 (September 22, 1988), and more particularly for Subchapter S purposes, LTR 8927026 
(April 6, 1989). 

2. PL 94-455, §2006(c)(2)(B). 

3. ~ PL 99-514, §1433(b)). 

4. PL 94-455, §2006(c)(2)(B). 

5. PL 94-455, §2006(c)(2)(B). See also PL 99-514, §1431(b)(2)(B) as amended by PL 100-647, 
§1014(h)(2)-(4). 

6. Colloquies appearing in the House and Senate Congressional Record on September 25, 1986 and 
September 27, 1986, respectively, deal only with the question of whether the exercise of a limited power to 
create new trusts, when contained in a grandfathered trust, will create a GSTT. 

7. ~ L TR 8808014 and LTR 8808011, where trusts were amended to facilitate administration. 

8. LTR 8851017 (September 22, 1988), was a harbinger of change. The Service holds that even though trust 
modifications (for reasons other than qualification of the trust as a QSST), would "provide for earlier 
distribution of corpus than is permitted under the terms of the (original] trust,· the changes would cause the 

. trust to be revocable because of "changes in value of interests, changes in timing of enjoyment and 
changes in probability of enjoyment." While it does not appear from the ruling that any additional property 
was added to the trust, the Service nevertheless concludes that "the proposed amendment ... will cause the 
corpus of the trust to be treated as if it had been added to the trust after September 25, 1985." ~: 
How does the shortening of a trust term as to lower generation beneficiaries, without more, cause an 
addition of corpus to the trust? While the shortening of the term may cause a gift tax liability, it does not 
follow that more property has been constructively added to the trust. 

9. ~ LTR 8927026 (AprilS, 1989), LTR 8912038 (December 23, 1988), and LTR 8902045 
(October 21, 1988). 

10. LTR 8912038 and LTR 8902045 address this exception. 

11. Note that this statement is contrary to the earlier statements in LTR 8808014, LTR 8810029, LTR 8808011 
and L TR 8838020. See quote from these rulings, i!.!Qm, stating that, because there was "nothing contrary" 
to the 1976 rules (including §2006(c)(2)(B) of the 1976 Act) in the legislative history for the 1986 Act, 
"[w]e, therefore, believe it appropriate that the two transitional rules (1976 and 1986 Acts] be interpreted 
similarly.· 

12. ~Rev Rul 79-353, 1979-2 CB 325, Rev Rul73-142, 1973-1 CB 405, and Rev Rul77-182, 1977-1 CB 
273. 

13. ~ L TR 8926028. Suppose the trust does not contain provisions relating to the release of powers but, 
under local law. a release is permitted. ~. lUI.. Section 8 of the Michigan Powers of Appointment Act of 
1967, MCL 556.118. While not indicated in the Ruling, the substantive provisions of local statutory law 
relating to the release of powers are binding on the Service. ~ Treas Reg §20.2041-3(d) which cross
references to §20.2041.2(d) and §20.2041-2(e). Accordingly, even if there is no provision in the trust for a 
modification ~a release of powers, the modification should be allowed if accomplished under local law. 

14. ~Rev Rul73-142, 1973-1 CB 405, cited and discussed, Rev Rul79-353, 19.79-2 CB 325. 

15. In 1986, the Commissioners on Uniform State Laws drafted the Uniform Statutory Rule Against Perpetui
ties, which has been adopted in five jurisdictions. SA Unif Laws Anno., 1989 Supp p.132. 
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Trinova Corporation v Michl· that the apportionment process has 
gan Department of Treasury, led to a grossly distorted result. 
Supreme Court Docket No. 82673 On September 11, 1989, Trinova 
(1989). moved for rehearing and requested 

that the Michigan Supreme Court 
(This is an update to the summary of modify or in the alternative clarify 
this case reported in MI Tax L 3rd certain portions of its opinion of 
Quarter 1989). August 21, 1989. On October 16, 

1989 the Court denied the Motion. 
Trinova Corporation made sales of On January 16, 1990, Trinova filed a 
tangible personal property in Michi- petition for Writ of Certiorari in the 
gan in 1984. Trinova filed amended United States Supreme Court (Docket 
single business tax returns utilizing No. 89-1106). 
the apportionment formula to attrib-
ute all of its tax base to Michigan, 

Amway Corporation v Michl· except for compensation and depre-
ciation expense, which were directly gan Department of Treasury, 
allocated to the state and added to its Supreme Court Docket No. 85998 
apportioned tax base. Trinova main- (1989). 
tained no production facilities within 
Michigan and was represented by a (This is an update to the summary of 
sales force of approximately 14 em- this case reported in MI Tax L 2d 
ployees working out of a sales office Quarter 1989). 

~I in the metropolitan Detroit area. The fiJ Michigan Department of Treasury In August 1980, the Michigan Depart- l 

assessed a single business tax, Tri- ment of Treasury conducted an audit 
nova paid it under protest, then sued of Amway's single business tax liabil-
for refund of the contested amount. ity for the tax years 1976 through 

The Michigan Court of Claims 1979. In March 1982, Amway filed 
granted the refund pursuant to the amended single business tax returns 
Court of Appeals' decision in Jones & for the years 1976 through 1978, in 
Laughlin Steel Corporation v Michi- which it treated property and sales 
gan Department of Treasury. The items the same way it had in its 1979 
Court of Appeals reversed, citing a return. In these amended returns, 
statutory amendment which was Amway excluded sales made in Ken-
enacted after the trial court judgment tucky from the numerator of the sales 
was granted to Trinova. The Michi- factor in the apportionment formula 
gan Supreme Court affirmed the under MCLA 208.51; MSA 7.558(51). 
Court of Appeals' decision and re- Amway claimed a tax refund for those 
jected the reasoning of Jones & years of approximately $142,000. In 
Laughlin. The Michigan Supreme May 1982, a Department hearing 
Court held that in order to justify the referee concluded after a conference 
apportionment formula modification that 1979 Amway sales made in 
under the Single Business Tax Act, Kentucky should be considered Michi-
the party seeking the modification gan sales for the purpose of determin-
must show by clear and cogent evi- ing the sales factor because Amway 
dence that either (i) the business was not subject to taxation in Ken-
activity attributed to the taxpayer tucky. In June 1984, Amway paid 
within the State ofMichigan is out of taxes and accrued interest of approxi-
all appropriate proportion to that mately $1,168,000. In December 'j business activity which is actually 1984, Amway filed a complaint in the 

22 transacted within the state or (ii) Court of Claims alleging that the 
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Department erred in failing to ex
clude its Kentucky sales from Michi
gan sales. The Court granted sum
mary disposition to the Department 
dismissing Amway's Complaint. 
Amway appealed to the Court of 
Appeals. 

The Michigan Court of Appeals 
held the Department correctly consid
ered Amway's Kentucky sales as 
Michigan sales reasoning that Am
way has no nexus with Kentucky 
upon which Kentucky could subject 
Amway to tax. Thereafter, Amway 
applied to the Michigan Supreme 
Court (Supreme Court Docket No. 
85998) for leave to appeaL On No
vember 29, 1989, the Michigan Su
preme Court in lieu of granting leave 
to appeal, vacated that part of the 
Court of Appeals judgment in Amway 
which addressed the "throwback 
sales" issue under §51. The Michigan 
Supreme Court remanded the case to 
the Court of Appeals for reconsidera
tion limited to the issue whether the 
Department correctly considered 
Amway's Kentucky sales as Michigan 
sales in light of Tyler Pipe Industries, 
Inc. v Washington Department of 
Revenue, 483 US 232; 107 S Ct 2810; 
97 LEd 2d 199 (1987). The Michigan 
Supreme Court further directed the 
Court of Appeals to entertain supple
mental and other briefing on whether 
solicitation as a nexus was preserved 
for appeal, whether PL 86"272 has 
any application to this case, and the 
effect of any nexus standard on the 
constitutionality of §3(2) of the 
Michigan Single Business Tax Act. 

Detroit Utility Tax 
Ruled Invalid 

On February 5, 1990, Wayne County 
Circuit Judge Marvin Stempien ruled 
that the City of Detroit had no au
thority to collect a 5% utility tax on 
telephone, gas, water and electric 
charges to residential and business 
consumers because the law that 
authorized the tax expired June 30, 
1988. The law in question is the City 
Utility Users Tax, MCL 141.801; 
MSA 5.3194(301). 

Judge Stempien's decision arose 
from two suits filed in 1988 and 1989 
by 59 corporations that challenged a 
1987 city rule designed to tax out-of
state purchases of natural gas. 
Plaintiffs included Chrysler Corpora
tion, General Motors Corporation, 
Budd Co., Michigan Consolidated Gas 
Company, BASF, Marathon Petro
leum Company, and Sinai, Saratoga, 
Samaritan, St. John and Mt. Carmel 
Hospitals. Judge Stempien's ruling 
contradicted a 1987 opinion by Attor
ney General Frank Kelly, which held 
that the so-called "sunset" provisions 
in 67 state laws were unconstitu
tionaL The defect cited by Kelly was 
the failure to express this expiration 
date in the title of the act. As a 
result of Kelly's ruling, no action was 
taken on the utility tax law sunset 
provision. 

Detroit is the only City in Michi
gan that taxes utility sales. The tax 
is permitted under a state law that 
applies only to cities where the popu
lation is over 1 million. At the time 
of this writing, the legislature was 
considering various proposals, includ-
ing a retroactive authorization of . 
taxes collected since July 1, 1988. 

IIIJJill~{,llr"~t: 
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Approved: January 11, 1990 

SALES AND USE TAXES- AGRICULTURAL PRODUCTION AMENDMENTS 
(Replaces Revenue Administrative Bulletin 1989-6) 

RAB-90-1. In 1988 the Legislature equipment required by law to be on 
passed amendments to the Sales Tax board, and any other property used in 
Act affecting the "agriculture produc- the direct gathering of fish. 
tion" exemption. Act 519 of the Public To qualify for the exemption, the 
Acts of 1988, amended MCL purchaser must be licensed as a 
205.54a(f). This provision is effective commercial fishing business by the 
January 18, 1989. The Use Tax Act Department of Natural Resources. 
was also amended in 1989 to provide When claiming this exemption the 
a similar "agriculture production" purchaser must complete and present 
exemption. Act 141 of the Public Acts to the seller an exemption certificate. 

6) of 1989 amended MCL 205.94(£). This Contact the Department for a copy of 
exemption was made retroactive to the required certificate. 
January 1, 1989. This Bulletin de-
scribes these changes and provides an UseTaxAct 
explanation of the Department's The Michigan Use Tax Act [MCL 
position when a person claims exemp- 205.91 et seq] was not amended to 
tion under the new provisions. include the exemption for commercial 

fishing. Therefore, these items 
Commercial Fishing continue to remain taxable under 
Public Act 519 provides a new sales circumstances where the use tax 
tax exemption for commercial fishing applies. Purchases made from out-of-
activities. These activities are now state sellers are not exempt. Also, 
considered to be "agriculture produc- lease arrangements where use tax is 
ing'' for purposes of the Sales Tax Act. collected by the lessor on'rental 
The exemption is for the purchase of receipts are not exempt from tax. 
tangible personal property used "in 
the direct gathering of fish, by net, Portable Grain Bins 
line, or otherwise, only by an owner- and Land Tiles 
operator of the business enterprise." Public Acts 519 and 141 expand the 
The new provision specifically directs sales and use tax "agriculture produc-
that a charter fishing business enter- ing'' exemption to cover portable. 
prise is not an exempt business. grain bins and land tiles. 

Tangible personal property that As defined in the statutes, a port-
may be purchased exempt from sales able grain bin "means a structure 
tax includes nets of all types, bottom that is used or is to be used to shelter 
stakes, hook lines, baits, winches, grain and that is designed to be dis-
lines, ropes, commercial fishing boats, assembled without significant dam- \) oil and fuel, fish and depth finders, age to its component parts." Prior to 

24 buoys, markers, anchors, any safety the amendments, all grain bins were 
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considered a part of realty and not 
exempt from tax for use in agricul
tural production. The new exemption 
covers grain bins that are not perma
nently affixed to realty. 

The land tile exemption is appli
cable to either "fired clay or perfo
rated plastic tubing used as part of a 
subsurface drainage system ... " This 
means that the drain tile itself can be 
purchased tax-free. Any other prod
uct used in the tiling process is not 
exempt. A taxable item of a drain 
field will include a metal outlet pipe 
or culvert, if used. 

The exemption applies only to 
drainage tile in land used for agricul
tural production. Tile used in areas 
or for purposes other than agricul
tural production are taxable. For ex
ample, tile used in a residential area 
or in the yard around a farmhouse is 
taxable. 

James J. Blanchard, Governor 
Robert A. Bowman, State TreasurE~r 

Land tile and storage bins (as de
scribed above) are usually installed 
by a contractor rather than by the 
agricultural producer. Therefore, a 
contractor with a sales tax license 
may make a claim for exemption for 
resale when purchasing grain bins or 
tile for installation on another's farm. 
To perfect this exemption, the con
tractor must present the sales tax 
license number and the statement 
"for resale at retail" to the seller at 
the time of sale. The sale of the tile 
or grain bin to the agricultural pro
ducer is then exempt from tax under 
these new provisions .. To claim 
exemption, the agricultural producer 
must sign and present a certificate to 
the contractor. [Michigan Sales and 
Use Tax Rules, 1979, AC, R 205.51] 
Contact the Department for a copy of 
the required certificate. 

STATE OF MICHIGAN 
DEPARTMENT OF TREASURY 
TREASURY BUILDING 
LANSING, MICHIGAN 48922 
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SUMMARY OF REVENUE ADMINISTRATIVE BULLETIN 1990-2 _, 

Approved: January 11,1990 

SALES AND USE TAXES • STORAGE FACILITIES 

RAB 90-2 replaces RAB 1989-5. The 
Bulletin describes the application of 
sales and use tax on the purchase of 
bins, tanks, or storage facilities (grain 
bins, water tanks, oil tanks and silos) 
in light of the passage of Public Act 
519 of 1988, effective January 18, 
1989, and Public Act 141 of 1989, 
effective January 1, 1989. The Bulle
tin summarizes the definition of 
storage facility and the application of 
the sales and use tax to contractors 
affixing to realty, retailers/installers, 

industrial processors and agricultural 
producers. 

Storage Facility 
A storage facility is a structural part 
of real estate if it (i) is considered to 
be an improvement to realty and is 
assessed for property taxes or (ii) it is 
bolted or fastened to and/or imbedded 
in a concrete slab or foundation. A 
storage facility does not include 
structures built or purchased by an 
agricultural producer used to shelter 25 
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grain and that is designed to be 
disassembled without significant 
damage to its component parts. 

Contractor Affixing to Realty 
The Bulletin summarizes the sales 
and use tax general rules applicable 
to tangible personal property used by 
a contractor to construct, alter, im
prove or repair storage facilities. The 
Bulletin specifies a contractor will be 
allowed an exemption on the pur
chase of tangible personal property 
used to construct a grain bin for an 
agricultural producer where the 
contractor makes a claim to the seller 
that the tangible personal property 
being purchased is exempt for sale at 
retail and gives the seller the contrac
tor's valid sales tax license number. 
The contractor's subsequent sale of 
the grain bin to the agricultural 
producer will be exempt for use in 
agricultural production ifthe agricul
tural producer executes a valid ex
emption claim and the exemption 
claim is retained by the contractor. 

Retailer/Installer 
(Installs Tangible Personal 
Property That Remains Personal 
Property Mter Installation) 
A retailer/installer is liable for sales 
tax on the total selling price of the 
storage facility that remains tangible 
personal property after installation 
unless an exemption applies. The 
selling price shall include the fabrica
tion or assembly charge of the tan
gible personal property (regardless of 
whether it occurs at the job site or 
location of the purchaser or else
where). Separately itemized installa
tion charges are exempt from sales 
tax. [Sales Tax Act, MCL §205.51(g); 
Use Tax Act MCL §205.92(£)]. 

Michigan Tax Lawyer-1st Quarter 1990 

Industrial Processor 
Tangible personal property purchased 
by an industrial processor to con
struct, alter, improve or repair stor
age facilities is subject to sales or use 
tax. It is irrelevant whether the 
storage facility is considered to be 
tangible personal property or real 
property after installation. This does 
not include an in-process storage 
facility. 

An industrial processor may apply 
to the State Tax Commission for tax 
exemption for the construction of a 
storage facility when purchased and 
installed as a component part of a 
water or air pollution control facility. 
If the exemption is granted, the 
industrial processor can purchase 
materials tax-exempt or provide the 
exemption certificate to the contrac
tor for their purchases of tangible 
personal property. If the certificate is 
received after installation of the 
storage facility, a refund request may 
be submitted by the certificate holder 
to the Department of Treasury's 
Sales, Use and Withholding Tax 
Division. The refund request must 
include proof of tax paid on the pur
chases of tangible personal property. 

Agricultural Producer 
Sales or use tax applies where an 
agricultural producer purchases 
tangible personal property used to 
construct, alter, improve or repair 
storage facilities that are or become 
a structural part of real estate. An 
exception exists for purchases of 
portable grain bins used to shelter 
grain and designed to be disas
sembled without significant damage 
to component parts. 

0 
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Approved: January 11, 1990 

SALES AND USE TAX EXEMPTION APPLICATION PROCESS-
CERTAIN NONPROFIT ORGANIZATIONS 

RAB 90-3 sets forth the procedures receive an unfavorable decision. See 
used by the Michigan Department of the Revenue Act, MCL §205.21-22. 
Treasury to receive applications for · The Bulletin also provides new 
exempt status under the Sales and guidelines for vendors selling prop-
Use Tax Act, MCL §205.54a(a) and erty to an organization claiming 
MCL §205.94(i), respectively. The exempt status. Previously, a vendor 
procedures apply to organizations selling property to such organizations 
that were previously determined to be would accept a "Certificate ofExemp-

II 
exempt from sales and use tax. They tion" from the organization or advise 

\ . do not, however, apply to public the organization to seek a ruling of 
J schools and colleges, non-profit pri- exemption from the Department. If 

vate schools and colleges, regularly the vendor was audited for sales and 
organized churches and houses of use tax liability, the file would re-
religious worship, non-profit hospitals main open until the vendor had a 
and governmental agencies. These reasonable time to obtain the requi-
organizations must continue to follow site certificates from organizations 
the exemption certificates or guide- claiming exemption. Effective Janu-
lines as outlined in the Michigan ary 1, 1990, however, a vendor will be 
Sales and Use Tax Rules. All other required to produce either (i) a com-
non-profit organizations must apply pleted exemption Certificate from 
for rulings of exempt status pursuant public schools or colleges, non-profit 
to the RAB 90-3 procedures. public schools and colleges, regularly 

The Bulletin specifies that an or- organized churches and houses of 
ganization granted exempt status religious worship, non-profit hospi-
under the Internal Revenue Code tals and governmental agencies; or 
cannot assume such status will result (ii) a ruling letter from other non-
in exemption under the Sales and profit organizations who have been 
Use Tax Acts. This is because the granted exempt status by the Depart-
sales and use tax exemption criteria ment of Treasury. 
are different than criteria used in The Bulletin's exempt status ap-
granting exemptions under the Inter- plication procedures can be summa-
nal Revenue Code. In addition, a rized as follows: 
non-profit organization currently 1. Organizations requesting a 
exempt from sales and use tax must ruling from the Department 
apply for a renewal of its exempt must complete an application 

t status. The Bulletin outlines the for exemption from sales and application procedures and the ap- use taxes. Information sub-
peals process for organizations who mitted with the application 27 
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includes Articles of Incorpora- and use tax. The ''Exemption 
tion, Bylaws, federal exemption Ruling Letter" and Certificate 
letter, verification from local au- required for tax-exempt pur-
thorities when exempt from local chases will have an effective 
property taxes, and any other date and an expiration date. 
information requested by the The letter must be presented to 
Department. The application the vendor at the time of the 
should be filed with the Michi- purchase of goods or taxable 
gan Department of Treasury, service consumed by an organi-
Sales, Use and Withholding zation. The Certificate required 
Taxes Division. for tax-exempt sales must be 

2. All applications and documents signed and dated by an author-

will be reviewed and exempt ized representative of the non-

status will be determined based profit entity making the claim. 

on the four requirements as The letter may be reproduced by 

presented in the Michigan Sales the nonprofit organization and 

and Use Tax Acts, MCL relied upon by vendors. 

§205.54a(a) and §205.94(i), re- 5. All nonprofit exempt organiza-
spectively, and the Department's tions will be required to re-apply 
Sales and Use Tax Rule, 1979 for a renewal of exempt status 
AC, R 205.140. The Bulletin 120 days prior to the expiration 
conveniently reprints and elabo- date of their "Exemption Ruling 
rates on the four requirements. Letter." If an organization 

3. If any of the four requirements ceases to qualify as an exempt /"\ ' 

0) are not met, the organization entity (for either all or a portion 
will not qualify for certification ofits activities), the exemption 

of exempt status. ruling is revoked automatically. 
The organization is then imme-

4. The Department will issue an diately subject to sales and use 
"Exemption Ruling Letter" to a tax on its purchases from the 
qualifying organization affirm- date it ceases to quality for 
ing the exemption from sales exemption. 

8 
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DEPARTMENT OF TREASURY . TREASURY BUILDING 
LANSING, MICHIGAN 48922 

James J. Blanchard, Governor 
Robert A. Bowman, State Treasurer 

REVENUE ADMINISTRATIVE BULLETIN 1990-4 

Approved: January 11,1990 

USE TAX BASE FOR VEHICLES, AIRCRAFT, WATERCRAFT, 
MOBILE HOMES, OFF-ROAD VEHICLES, AND SNOWMOBILES 

RAB-90-4. The purpose of this Bulle- home, off-road vehicle (ORV) or snow-
tin is to explain the use tax base of a mobile transferred between persons Q 

28 
vehicle, aircraft, watercraft, mobile other than licensed retailers. 
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Determination of Tax Base dence of those circumstances for the 
The Michigan Use Tax Act, MCL Department's consideration and may 
205.93, states: request an adjustment to the use tax 

" ... the price tax base of any 
base. 

The taxpayer may present copies 
vehicle, ORV, mobile home, of the following items to support are-
aircraft, snowmobile, or water- quest for adjustment: 
craft subject to taxation under 
this act ... shall be not less 1. A written appraisal of the item 

than its retail dollar value at from a registered dealer or 

the time of acquisition thereof repair shop, stating the retail 

as fixed pursuant to rules value of the item at the time of 

promulgated by the depart- transfer. The appraisal must 

ment." specifically identify the item and 
must be obtained within six 

Department of Treasury Sales and months from the date of 
Use Tax Rule, 1979 AC, R 205.135(5), transfer. 
provides: 2. Receipts or estimates from a 

"The base price to be used in registered dealer or repair shop 
computing the tax liability listing the cost of repairs and 
shall not be less than its retail specifically identifying the item. 
dollar value as listed in any Repair receipts must be for 
recognized guide for use or repairs made after the date of 
appraisal purposes." transfer. In cases where repairs 

~ r:~ When issuing a use tax assessment, 
were not made, repair estimates 
may be presented regardless of 

the Department shall determine the the date the estimates were pre-
use tax base by reference to the retail 
dollar value provided by the following 

pared. 

guides: 3. A bill of sale by the seller that 
states the purchase price and 

Vehides: N.A.D.A. Official describes the condition(s) of the 
Used Car Guide item, substantiating a market 
(Central Edition) value less than the retail value 

Aircraft: Aircraft Bluebook- provided by the guide book. 
Price Digest Statements such as "as is" or 

Watercraft: BUC Boat Price "because the buyer was a good 
Guide friend" are not acceptable in lieu 
N.A.D.A. Boat of listing the condition(s) of the 
Appraisal Guide iiem. 

If the purchase price exceeds the The Department will deny a re-
retail dollar value provided by the quest for adjustment if the taxpayer 
guide, the tax base of the use tax fails to present probative written 
as~essment shall be the purchase evidence to support the request. 
pnce. 

Adjustments to the Tax Base 
If the item was damaged or needed 
repairs, or if there is another reason 
why it does not meet the retail dollar 
value provided by the guide, the 

it taxpayer may present reliable evi-

29 
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LANSING, MICHIGAN 48922 

SUMMARY OF REVENUE 
ADMINISTRATIVE BULLETIN 1990-5 

Approved: January 11,1990 

PENALTY PROVISIONS 

RAB 90-5 Replaces RAB 1989-53. 
The purpose of the bulletin is to 
advise and illustrate the discretion
ary and non-discretionary penalty 
provisions of the Revenue Act effec
tive July 1, 1986. 

How Discretionary 
Penalties are Applied 

The Bulletin stipulates that all cases 
involving a tax deficiency must be 
reviewed as to whether discretionary 
penalties apply. If the facts, circum
stances and taxpayer intent reveals a 
discretionary penalty applies, then a 
determination is made in the follow
ing descending order of the severity of 
the penalty. 

First - Fraud 100% 
Second- Intentional Disregard 25% 
Third - Negligence 10% 
Fourth- No 'Penalty -0-

The appropriate penalty is applied 
to the deficiency. See MCL §205.23. 
Generally, the penalty is applied to 
the entire deficiency for the taxable 
year. If more than one penalty ap
plies to a deficiency, then the higher 
percentage penalty rate is utilized. 

Types of Discretionary Penalties 

Civil Tax Fraud 
The Bulletin stipulates that the tax 
fraud penalty shall apply where the 
facts show that the taxpayer's intent 
was to evade payment of tax. This 
can occur where the taxpayer know-

ingly and willfully acted in a manner 
to evade payment of all or a portion of 
a tax. The Department must prove 
that a tax is due, the taxpayer filed a 
false return or failed to file a return, 
and that the taxpayer intended to 
evade payment of a tax. The bulletin 
provides 9 examples ofindicators of 
an intent to defraud as well as 12 
examples offraud. 

Intentional Disregard 
The Bulletin indicates the determin
ing factor for intentional disregard is 
the taxpayer's intent. The issue is 
whether the taxpayer has intention
ally disregarded the tax laws, rules or 
instructions. When the intent of the 
taxpayer is difficult to discern, such 
intent will be presumed when a 
taxpayer has received specific in
structions from the Department as to 
proper reporting of an item of income 
or deduction, but fails to do so. The 
Bulletin provides two examples of 
intentional disregard. 

Negligence 
If a taxpayer fails to file a tax return 
in accordance with instructions, 
negligence is presumed. Except for 
no penalty situations (described 
below), or where intentional disre
gard or fraud exists on a portion of 
the liability, a negligence penalty 
may be added to the remaining tax 
deficiency. The Bulletin provides 5 
examples of negligence. Q 
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No Penalty Situations failure to file/pay, failure to file 
Deficiencies can occur in spite of the under amnesty and non-negotiable 
taxpayer's good faith effort to comply remittance may be simultaneously 
with the tax laws. The Bulletin applied. In addition, a discretionary 
outlines 4 examples of no penalty penalty may also be charged for a 
situations. given return period. 

Types of Waiver Request 
Non-Discretionary Penalties Any taxpayer may request, in writing 

The Bulletin stipulates that every to the Revenue Commissioner, a 

case involving a return and/or pay- waiver of penalty. The taxpayer 

ment filed after the due date must be must be prepared to offer facts and 

reviewed as to whether late penalties circumstances which demonstrate 

apply. The penalties are as follows: acceptable reasons why the penalty 
should not apply. 

Failure to file tax return 
- 5% per month (maximum 50%) Taxpayer-Initiated Disclosure 

Failure to pay a tax A negligence penalty oflO% ofthe 
- 5% per month (maximum 50%) tax due is added in lieu of other 

Failure to file informational return 
applicable penalties or prosecution 

- $10.00 per day (max. $400) 
when a taxpayer, agent or personal 
representative of an estate discloses 

Failure to file an amnesty return to the Department a tax deficiency 
- 50% and/or a non-filing of a return and: 

II 

,, 
Except for informational returns, 1. There has been no prior contact 
these penalties are a percentage of c by the Department; 
tax due after subtracting credits and 2. The taxpayer is not under inves-
prepayments. The maximum penalty tigation by the Department; and 
of 50% is a combined maximum for 
failure to file and/or pay. The penal- 3. The taxpayer or agent pays the 
ties for failure to file/pay are applied tax deficiency plus the appli-
at the stated rate per month or frac- cable penalty and interest with 
tion of a month. The Bulletin briefly . out any further action by the 
discusses the specifics of each of the Department ofTreasury. 
non-discretionary penalties. 

Frivolous Protest .... 

I 
Miscellaneous A penalty (the greater of $25 or 25% 

Bulletin Provisions of the tax due) may be imposed when 
a taxpayer attempts to avoid or delay 

Non-Negotiable Remittance .payment of tax by raising arguments 
A taxpayer who remits a non-nego- that are either not valid on the sur-
tiable payment to satisfy a tax liabil- face of the argument or have repeat-
ity, including amounts due on esti- edly been found to have no merit in 
mated tax returns, is subject to a prior litigation. The Commissioner 
penalty of 25% of the amount of such or authorized agent will apply this 
payment. The Bulletin provides 3 penalty when a taxpayer uses this 
examples of non-negotiable remit- tactic to delay paying a Michigan tax. 
tances involving insufficient fund The Bulletin provides 3 examples of 
checks. application of this penalty. 

t 
Simultaneous Penalties 
The non-discretionary penalties for 
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REVENUE ADMINISTRATIVE BULLETIN 1990-6 

Approved: January 12, 1990 

INDIVIDUAL INCOME TAX-
MICIDGAN RESIDENTS WORKING ABROAD 

RAB-90-6. This Bulletin explains the Act. [MCL 206.110, MSA 7.556(110)] 
Michigan income tax treatment of Under the provisions of Section 
Michigan residents engaged in for- 911 of the Internal Revenue Code 26 
eign employment. This position is USC 911, a qualified individual may 
effective for tax years beginning on or make an election to exclude from his 
after January 1, 1990. or her gross income reportable to the 

United States: 
Federal Treatment 1. "Foreign earned income of such 
IRC Section 911(a) gives a qualified individual" as that term is 
individual an election to exclude defined in the Code, and/or foreign earned income and housing 

2. "Housing cost amount of such 
,-, 

cost amounts from gross income for ~) the taxable year within the applicable individual" as that term is 
limitations. All other sources of defined by the Code. 
income subject to Federal Income Tax An individual does not lose his or 
are not affected by this provision. her domicile by simply qualifying for 

IRC Section 911(d)(1) defines the Section 911 election. 
"qualified individual" as an individual The taxable income of an individ-
who is a citizen of the U.S. and: ual domiciled in Michigan will not in-

1. Establishes bona fide residency elude any of those sums which he or 
in a foreign country for an unin- she as a qualified individual has 
terrupted period which includes elected under Section 911 to exclude 
an entire taxable year, or from gross income. Such individual 

2. Who is physically present in a must, however, report and pay the 
income tax levied by the State of foreign country or countries for Michigan upon all other taxable at least 330 full days during any income from any source whatsoever. 12 consecutive months. An individual who expects to meet 

Michigan Treatment IRC Section 911 and is a resident of 
Michigan must file an income tax Under the Michigan Income Tax Act, return as a resident unless he or she an individual domiciled in this state can prove domicile in another state or is subject to a tax upon all taxable jurisdiction. ''Domicile" means the income from any source whatsoever, fixed, permanent, and principal home except that attributable to another to which a person, wherever tempo-state, under provisions of Sections rarily located, always intends to 111 to 115 of the Act and subject to return. A person may have several credit provisions of Section 255 of the residences or dwelling places but may Q 32 
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only have one domicile at a particular new state of domicile. 
time. Domicile, once established, is The issue of domicile is a factual 
not lost until there is a concurrence of one and will be decided on a case-by-
all the following: case basis. Any taxpayer who meets 

1. The specific intent to abandon the above definition of a nonresident 
the old domicile; should submit a completed form C-

2. The intent to acquire a specific 4440-R "Statement to Determine 
new domicile; and State of Domicile." 

3. Actual physical presence in the 
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STATE OF MICHIGAN 
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SUMMARY OF REVENUE 
ADMINISTRATIVE BULLETIN 1990-7 

Approved: January 16, 1990 

' 
FOOD FOR HUMAN CONSUMPTION 

The purpose of RAB 90-7 is to clarify 2. Food Stamp Purchases 
the sales tax exemption for food All food items purchased with food 
purchased for human consumption. stamps are exempt from tax. ~ 
Generally, food purchased for human RAB 1987-8. 
consumption is exempt from tax. 
However, prepared food intended for 3. Bakery Items 
immediate consumption is subject to Bakery products sold by a grocery 
tax. The following is a summary of store or a bakery for off-premise 
the Bulletin's analysis of the appli- consumption are exempt from sales 
cable administrative rules regarding tax. Bakery items sold for consump-
the taxability of various food items. tion on the premises are taxable. 

1. Items Sold at Concessions 4. Food Bars, Such As Soup 
Food, including prepackaged items And Salad Bars 
(i.e.; candy bars, potato chips, ice Food displayed on salad or food bars 
cream, popcorn, nuts, cans or bottles for carry out and food cooked and 
of pop and other food) sold at conces- maintained at a temperature higher 
sions during special events and at than the surrounding room tempera-
entertainment facilities are taxable ture are both food for immediate 
as prepared food for immediate con- consumption and therefore taxable. 
sumption. The Department of Treas-
ury will not assess tax on sales of 5. Delicatessen 
these items if an organization did not Delicatessen items maintained at 
charge or pay sales tax on these i terns room temperature or cooler and sold 

' 
for periods before January 1, 1990. by weight or measure, such as potato 
See RAB 1989-63. salad, cole slaw, sliced meats, and 
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:1 
vegetables, are not considered food 9. Food Sold and Heated In 

ji 
for immediate consumption and are Convenience Stores 
not taxable, except when sold on a Items such as burritos, pizza, and ,, 
salad bar. Meals arranged and sold popcorn that are sold at convenience 
on a plate such as a sandwich, salad stores and heated on the premises 
and dessert are also subject to tax. are for immediate consumption and 
Deli items maintained at a tempera- are taxable. However, if the items 
ture higher than the surrounding air are sold and not heated in the store, 
temperature which are sold by the they are not subject to tax. 
pound or otherwise (i.e. chicken, 
ribs, casseroles) are taxable. ~ 10. Sealed Containers 
MCL §205.54g(4)(d). Prepared deli of Beverages 
food items sold by the piece, regard- Except as provided in items 1, 8 and 
less of temperature, are taxable be- 12 of the Bulletin, sealed containers 
cause they are for immediate of beverages (cans and bottles of pop 
consumption. Id. and juice, including chilled bever-

ages) are not included in the defini-
6. Sandwiches tion of food for immediate consump-
Because the Sales Tax Act defines a tion and are exempt. Sales of cov-
sandwich, either hot or cold as food ered glass, cups or other containers 
for immediate consumption, sand- of pop and juice, however, are consid-
wiches sold at a deli counter, lunch ered food for immediate consumption 
wagon, grocery or otherwise are and are taxable because they are not 
subject to tax. Food for immediate sealed. Cans, bottles, and glasses of 01 consumption does not include frozen pop sold through vending machines ' 

sandwiches purchased to thaw and/ are taxable. 
or heat at home, even if arranged on 
a plate with an item such as soup. 11. Popcorn And Nuts 

Popped corn sold in bags, boxes, 
7. Frozen foods buckets, or disposable paper bowls is 
The Department does not interpret subjected to tax as food for immedi-
as food for immediate consumption ate consumption. Popped corn sold 
frozen dinners and other frozen in presealed containers is exempt, 
entrees arranged on a plate, platter except as provided in items 1, 8 and 
or other container that are not in- 12 of the Bulletin. Nuts sold at room 
tended to be consumed without temperature, and placed into boxes, 
thawing and heating. bags or other containers at the cus-

tomer's order; and prepackaged nuts 
8. Prepackaged Food Items Sold in sealed bags, boxes, tins or other 

By Carry-Out Restaurants containers, are exempt from tax, 
Prepackaged items including canned except as provided in items 1, 8 and 
or bottled beverages, candy bars, 12 of this Bulletin. See MCL 
potato chips, boxes of cookies and §205.54g(4)(d). 
salads sold by carry-out restaurants 
are taxable. See MCL 12. Food And Nonfood 
§205.42g(4)(e). The Department of Combinations 
Treasury will not assess tax on sales When the value of the food portion of 
ofthese items if an organization did a packaged item (or a combination of 
not charge or pay sales tax on these items) predominates, the item is 
items for periods before January 1, considered food and is exempt from 

0 1990. tax. If the nonfood portion of the 
34 sale is of greater value, the entire 
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transaction is subject to sales tax. 
However, if the vendor can substanti
ate the portion of the price pertaining 
to the food only, then the sales tax 
would apply only to the nonfood 
portion. The Bulletin provides ex
amples of the application of the afore
mentioned rules. 
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Computers for 
Regular People 

By: P. Mark Accettura 

Even though a baby-boomer, I some
how missed the computer revolution. 
Evidently, I was out nesting, net
working and having a car phone 
installed as computer classes were 
forming. Hard disk, hard drive, 
software, soft shoe, floppy disk, 
mumbojumbo. I was confused. 

Over my protests of increased 
radioactive fallout and the greater 
need for such technology in third
world countries, a computer terminal 
was installed in my office. At first, I 
circled my intruder with the suspi
cion an animal exhibits upon finding 
a shiny object in the wild. 

As it turns out, after a few months 
of getting acquainted, my computer 
became an invaluable tool in my daily 
practice. Although I have not begun 
to explore its computational and 
spreadsheet capabilities, the word 
processing aspect of my computer 
alone has made my practice more 
efficient and enjoyable. 

Not long ago, I would not have 
guessed that I would be writing an 
article on the topic oflaw firm com
puterization. I always thought of 
computer people as slightly odd 
individuals with whom I could not 
relate. I possessed neither the exper
tise nor the desire to talk computers. 

Notwithstanding my preconcep
tions, my computer experience has 
changed the way in which I think 
about computers. I have learned that 
one does not need to turn him or 
herself into a conehead in order to 
have computers work for you. My 
experience has been so rewarding, in 
fact, that I feel compelled to share it 
with my colleagues. 

For those of you with an extensive 
computer background, my insights on 
computerization have probably been 
long since learned and forgotten. 

Hopefully, my experiences may 
encourage others of you, who have 
been standing on the sidelines, to 
integrate computers into your prac
tice. If you elect to do so, it will be a 
decision you will not regret. 

I am informed that we have a 
"mini-computer." We (attorneys, 
secretaries, billing department and 
receptionist) are connected together 
by unobtrusive wires which snake 
around our office. The beauty of such 
a system is that all personnel can 
access the same information, and may 
store information in his or her own 
''library." I understand that the 
minicomputer has advantages over 
individual P.C.'s, which must be 
"networked" together in a complex 
web ofhardware and software. No 
matter what your system, it i~ critical 
that all of the computers in your 
office be capable of "talking" to one 
another. In this way, your staff can 
work together as a team. 

Apart from any personal advan
tage to an individual attorney, being 
computerized provides tremendous 
organizational benefits to any firm. 
Our firm has organized our standard 
documents on floppy disk. These 
standard documents are also on hard 
copy for easy review. As a tax attor
ney, I have' found that a high percent
age of my practice involves document 
production. Estate, retirement and 
business planning all tend to involve 
voluminous and somewhat standard 
documents. Twenty, thirty, forty, 
fifty and sixty page documents consti
tute standard fare. 

Without a computer, preparation 
of lengthy documents involves cum
bersome checklists, photocopied 
pages, red pens, cutting and pasting. 
With a computer, the process goes 
something like this: First, the master 
document is retrieved by secretarial 
staff from floppy disk and placed on 
the hard drive. If the secretary is 
familiar with the attorney's work, he 
or she may be directed to insert basic 

Short 
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Hard disk, hard 
drive, software, 
soft shoe, 
floppy disk, 
mumbo jumbo. 
I was contused. 
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The ease of 
making 
changes 
creates a more 
personalized 
document. The 
attorney simply 
has more time 
and energy to 
fit documents 
to a particular 
client when the 
attorney knows 
that he or she 
won't have to 
play document 
volleyball with 
the secretarial 
staff. 
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names, dates, locations and other 
information into the document. 
Under a networked system, the 
marked-up document is then trans
ferred to the attorney's desk com
puter. The attorney then shapes and 
forms the document to comport with 
the legal needs of his or her client. 

Once the attorney has completed 
the editing of the document, the 
attorney sends it back to his or her 
secretary to be packaged. ''Packag
ing" includes proper pagination, 
spellchecking, printing and other 
non-legal work necessary to produce 
the finished document. 

I should note here that one must 
avoid the temptation to do too much. 
The attorney should limit his or her 
efforts to only those tasks which 
require complex or detailed analysis. 
At every turn, the attorney should 
leave time-consuming, lengthy or 
ministerial tasks to non-legal staff. 
The benefits of the computer are 
wasted if the attorney becomes lost in 
the paper shuffle and begins perform
ing secretarial duties. 

Essentially, the paper medium is 
no longer used in the process of devel
oping and drafting documents. Your 
secretary sends you the standard 
document, you do the final editing 
and drafting, and your secretary 
turns the edited version into a prop
erly paginated and formatted docu
ment. Attorneys no longer make 
paper doll cut-outs for their secretar
ies, and secretaries no longer prepare 
documents numerous times. 

The risk of document error is re
duced with computerization since the 
attorney performs the actual editing 
of each document. Under the old sys
tem, the secretary is the document 
drafter. The secretary interprets a 
worksheet or attorney chicken 
scratch and then prepares the docu
ment for the attorney's review. The 
document then passes between the 
attorney and secretary - perhaps 
several times - before a finished 
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product is achieved. When the secre
tary makes the changes requested by 
the attorney, the attorney must again 
review the document to make sure 
the secretary properly interpreted the 
attorney's directions. 

Many of the tedious steps de
scribed above are eliminated when 
the attorney crafts his or her docu
ments directly on the computer. The 
ease of making changes creates a 
more personalized document. The 
attorney simply has more time and 
energy to fit documents to a particu
lar client when the attorney knows 
that he or she won't have to play 
document volleyball with the secre
tarial staff. 

As an added precaution, I review 
the final hard copy after it has come 
off the printer. I have found that 
even though I have drafted the docu
ment, there may be language which 
is awkward or incorrect. Somehow, 
errors which have escaped me on the 
screen leap from the written page. 

Computerization is also a great 
advantage in firm standardization. 
By having all attorneys "on-line", 
each attorney may utilize the firm's 
master document file. The master 
document file allows a firm to pro
duce a consistently high quality 
product. A standard document file 
also combines the thinking and 
experience of all members of the firm. 

A properly drafted master docu
ment offers attorneys numerous 
optional paragraphs from which to 
choose. This can be especially impor
tant for the younger associate. Vari
ous optional paragraphs can raise 
issues that the younger associate may 
have neglected to include. Although 
computerization is by no means a 
prerequisite to a firm master docu
ment file, the standardization process 
is enhanced by having all attorneys 
accessing the same information. 

Perhaps as a result of the cost, or 
old fashioned resistance to change, 
many firms do not yet provide termi-
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nals to their attorneys. Based on our 
experience, I would highly recom
mend that firms make the time and 
economic investment to link their 
people together. And, perhaps most 
of all, rest assured that one does not 
have to become a computer groupie in 
order to enhance one's practice with 
computers. 
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The following is a regular part of each issue, providing brief summaries of 
publications that should be of interest to tax practitioners, where to obtain 
these publications, and their prices. 

By: Mark R. Solomon 

Corporate Taxation: Complete 
Planning and Practice Guide 
Robert W. Wood, Prentice Hall Infor
mation Services, 240 Frisch Court, 
Paramus, New Jersey 07652. Tele
phone: (800) 872-6386. Two loose-leaf 
volumes, not consecutively paginated. 
$249. Supplemental volume issued 
annually. 

It was with great anticipation that 
I eagerly perused this work-after all 
a two volume treatise on corporate 
taxation that purports to be a com
plete planning and practice guide is 
not an everyday offering. Indeed, 
even the much revered Bittker and 
Eustice, Federal Income Taxation of 
Corporations and Shareholders is 
only one volume. Alas, Corporate 
Taxation: Complete Planning and 
Practice Guide is a mixed tax bag 
with a number of good features and a 
number of disappointments. 

Corporate Taxation pretty much 
provides coverage ofthe complete 
corporate gamut: definition of a 
corporation, organizing a corporation, 
dividends, redemptions, liquidation, 
reorganizations and divisions, related 
corporations, consolidated returns, S 
Corporations, penalty taxes, foreign 
corporations, compensation and 
fringe benefits, and, of course, the 
determination of the corporation's 
income tax. 

Generally, the writing style is 
clear and easily understood. There 
are examples, planning pointers, dia
grams, and charts all of which are 
useful. Volume II contains a number 
of forms and agreements, a modest 
appendix, tables of authorities, and 
an unusually fine index. 

On the down side, however, there 
are not nearly enough examples. An
other weakness is that while this 

work is comprehensive in coverage 
(and highly accurate) it could not be 
described as depthy. Thus, the basic 
and intermediate stages are there, 
but the deepest and most complex 
aspects of corporate tax appear to be 
beyond the scope of the work. 

Finally, to complete my quibbles I 
am unable to help but notice that 
there are presented a mere 24 forms 
and agreements, including such basic 
(I almost said trivial) forms as an 
Assignment of Assets in Exchange for 
Stock, a Section 1244 Stock Resolu
tion, an Installment Note, and the 
one sentence statement necessary to 
make an election to amortize organ
izational expenditures. 

Corporate Taxation was published 
just before the Congress' 1989 annual 
amendments to the Internal Revenue 
Code. Since this work has many 
worthwhile points, I will be looking 
forward to the 1990 update. 

Charitable Gifts 
James W. Colliton, Garland Law 
Publishing, Inc., 136 Madison Ave
nue, New York, New York 10016. 
Phone: (800) 627-6273. Hardbound 
binder, not consecutively paginated, 
with annual supplementation. $95.00. 
1989. 

This well-wrought work is a wel
come addition to tax literature. It is 
surprising over the years how many 
volumes have been written about tax
exempt organizations and how few 
about the tax aspects of charitable 
giving. 

Professor Colliton of the De Paul 
University College of Law has given 
us a thoroughly-researched, well-

- documented, scholarly but highly 
readable treatise on the tax conse
quences of gift-making to qualified 
organizations. Major coverage is 
given to (1) the general rules for 
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obtaining income, estate, and gift tax 
charitable deductions, including the 
problems of determining the appli
cable limitations, (2) special problems 
attributable to property contribu
tions, (3) the use of split interest 
trusts and similar arrangements, ( 4) 
valuation, procedural, and adminis
trative requirements, and (5) state 
law considerations. 

The volume concludes with 10 ap
pendices reproducing major rulings 
and other administrative documents, 
tables of authorities (including a 
table ofstate statutes), and an exten
sive index. 

One exceedingly minor complaint: 
the title Charitable Gifts leads one to 
believe that this is a work on the law 
of charitable gifts, rather than a work 
on the law ofthe taxation of chari
table gifts. I am told that even the 
Mona Lisa has one errant brush 
stroke. 
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