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ALLAN J. CLAYPOOL 

TAXATION SECTION 

February 15, 1997 

Dear Taxation Section Members: 

It is surprising how quickly we have come to and passed the first of the 
year. Our Section has been and continues to be extremely active. 

Our 1997 Summer Tax Conference scheduled for June 20th and 21st at 
the Grand Traverse Resort in Traverse City, Michigan is under full swing. I urge 
you to register early since our presentation of highly-regarded national speakers 
is sure to draw a big crowd this year. This event is a great way to meet some 
of your fellow tax practitioners from the State as well as a great way to learn 
some current issues affecting our practice. 

( 
The directory issue has been revised for current names and phone 

numbers of state and federal taxing authorities and, by the time you are reading 
this letter, should be at the printers nearing delivery time early this spring. This 
has been a successful project in the past, due in great part to the financial 
support of First of America, who are also proud co-sponsors of the Summer Tax 
Conference. Any comments concerning the directory including suggested 
changes for the issue scheduled to be published in 1999 should be forwarded 
to Bill Sider, who has taken on responsibility for this year's directory. 

Hopefully, we will be on-line on the Internet, both through the ICLE home 
page and through the home page of the State Bar. Stay tuned for further 
information. Anyone wishing to get involved on the Internet committee project, 
should contact me. If we are to make this a valuable asset for our members, 
involvement by interested individuals will be critical. 

Lastly, our Section is installing an "800" number to allow the outstate 
members easier (and hopefully, less expensive) access to our facilitator. More 
information on this is contained in this edition of the Michigan Tax. Lawyer. 
Again, comments and suggestions for the most efficient and effective use of this 
phone number are always welcome. 

PAST COUNCIL CHAIRPERSONS 

JOHN L. KING JACK E. MITCHELL JOHN N. SEAMAN 
PETER S. SHELDON 

____ WILIJIINI_J .. S!KKENGA. 
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I believe that our Section gets stronger and more valuable to its members 
by having more people involved at all levels. Join a committee, attend a CLE 
program or simply write comments and we will all benefit from your involvement. 

I hope to see you at the Summer Tax Conference. 

Cordially, 

STATE BAR OF MICHIGAN 
TAXATION SECTION 
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Report of the Benefits of the S Corporation 
and LLC". Corporation Committee 

Jay A. Kennedy, Chairperson 
Report of the Employee Abbott, Nicholson, Quilter, 

Esshaki & Youngblood, P.C. Benefits Committee One Woodward Avenue, 19th Floor 
Sherill Siebert, Chairperson Detroit, Michigan 48226 
Honigman Miller Schwartz and Cohn 

1. Chairperson's Message. 2290 First National Building 
Detroit, Ml 48226 I am honored to serve as the current 
(313) 256-7502 Chairperson of the Corporation 

Committee and want to thank Ken 1. Recent Activities. ' . Kingma on behalf of the Committee On February 6, 1997, the Employee 
for his excellent efforts over the past Benefits Committee met at the 
two years. Doubletree Hotel in Novi where John 

I believe that the focus of the Eggertsen and Michael R. Shpiece 
Committee should be the continuing gave a fine presentation on the new 
education of its members and other Health Insurance Portability and 
tax practitioners, and to t.his end I Accountability Act of 1996, the New-
would appreciate suggestiOns for horns' and Mothers' Protection Act of 
future speakers and programs. 1996, and the Mental Health Parity 

Act of 1996, among other employee 
2. Recent Programs. welfare benefit matters. The speak-

( ll The Corporation Committee held ~ ers were particularly well-informed 
joint program with the Partnership and presented an interesting over-
Committee and the Real Property view of these important pieces of 
Law Section Committee on Federal new legislation. 
Tax Aspects of Real Estate Tran~ac- This meeting also provided an 
tions on March 6, 1997. The topics opportunity to report on the Janu~ry 
of this meeting included: 29 1997 meeting of the IRS Penswn 

1. "Check the Box" Considerations; Li~ison Group at the IRS Offices in 
2. Spin Offs, Split Offs and Other Brooklyn, New York. The topics 

Divisions; discussed at that meeting were 
3. New Subchapter K Regulations; Section 403(b) annuities and Section 

and 457 plans (both eligible and ineli-
4. Other Miscellaneous Issues. gible). If you would like a copy of 
I would encourage members of the my notes and/or the IRS minutes 

Tax Section to consider attending from that meeting, please let me 
future Committee meetings. These know. 
meetings provide an opportunity to 
participate in an extremely i?form~- 2. Future Activities. 
tive, and sometimes lively, discussiOn The IRS Northeast Region will be 
of major tax issues. I would also sponsoring an Employee Benefits 
encourage members to consider Conference on May 30, 1997, at the 
attending this year's Summer Tax Holiday Crowne Plaza Hote~ in White 
Conference, which will be held at the Plains, New York. There will be 
Grand Traverse Resort on June 20- room for only 200 attendees - first 
21. A session of particular interest come, first served. If you are inter-
to members of the Corporation Com- ested in going, call me for the speaker ( ) mittee will be nationally renowned \ list and agenda. . ~ 

speaker Jerald D. August's presenta- The next meeting of the Committee 
4 tion on "Strategies to Maximize the 

~- ---·-c--~~----~-~··--
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will be held May 14, 1997, at the 
Troy Marriott Hotel. David 
Rosenberger and Deborah Grace will 
lead a discussion of estate planning 
concepts for employee benefits attor
neys. If you have suggestions for 
subjects you would like to see covered 
at future Employee Benefits Commit
tee Meetings, please give me a call. 

Report of Estates 
and Trusts Committee 
Gregory V. DiCenso, Chairperson 
Miller Canfield, Paddock and Stone, P.L.C. 
1400 N. Woodward, Ste. 100 
P.O. Box 2014 
Bloomfield Hills, Ml 48303-2014 
(81 0) 258-3049 

1. Recent Activities. 
Our Committee last met on March 
12, 1997 at which time Craige L. 
Stout, CPA, ASA, and Jeffrey M. 
Risius, CF A, CPA, ASA, two of the 
co-founders of Stout Risius Ross 
Valuation Consultants, Inc. of 
Farmington Hills, Michigan, made 
a quite thorough presentation on 
''Business Valuation Issues," includ
ing a summary of technical financial 
concepts involved, as well as discuss
ing current cases and IRS Rulings in 
this area. Their presentation in
cluded an extensive outline handout, 
with very helpful illustrations, as 
well as a very illustrative slide 
presentation. Their presentations 
were extremely well prepared, profes
sional and well received. I personally 
thank them and the third co-founder 
and Managing Director, John N. 
Ross, for their generous attitude in 
preparing for this presentation; and, 
on behalf of the Committee, I 
thanked them for their volunteering 
and for their fine presentations. 

Mr. Risius and Mr. Stout co
authored the article, ''Valuation 
Issues Associated With Family 
Limited Partnerships," which is 
included in this issue of the Michigan 
Tax Lawyer. 

This Committee also discussed 
a recent IRS Technical Advice 
Memorandum on the related issues 
of discounting valuations and family 
limited partnerships, as well as 
a discussion on the very recently 
published IRS Form 709 and Instruc
tions, which contain a new section 
on disclosing discounts taken on 
gift valuations. 

2. Future Schedule. 
Our next Committee Meeting is in 
the planning stages. My objective 
is to hold such a meeting sometime 
in mid-summer, 1997. Topic and 
location to be determined. 

Report of the 
International Tax 
Law Committee 
David Wunder, Chairperson 
Coopers & Lybrand 
400 Renaissance Center 
Detroit, Michigan 48243 
(313) 446-7100 

1. Recent International 
Tax Developments. 
Final check-the box regulations 
issued- On December 17, 1996, 
the IRS and Treasury issued final 
check-the-box entity classification 
regulations (T.D. 8697). The final 
regulations generally permit taxpay
ers to elect to classify eligible entities 
as either corporations, partnerships 
or disregarded entities (in the case of 
single owner entities). This is viewed 
by many international tax practitio
ners as the most significant develop
ment in the international tax arena 
since the Tax Reform Act of 1986. 

In general, the check-the-box 
regulations simply make pre-existing 
planning techniques using foreign 
partnerships or hybrid entities (i.e., 
a corporation for foreign law pur
poses and a partnership for U.S. tax 
purposes) that much easier to imple
ment. Perhaps the biggest change is 
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( 
the ability to elect disregarded entity 2. Recent Committee Meeting. 
status for eligible single owner enti- On February 18, 1997, the Interna-
ties, which could only have been tional Tax Committee held a meeting 
achieved in rare circumstances under on the recently finalized check-the-
the prior entity classification regula- box regulations in the Detroit office 
tions. For example, U.S. multina- of Dykema, Gossett. An excellent 
tional corporations might be able to presentation was made by a panel of 
avoid current taxation under subpart speakers including Steven Lainoff, an 
F of intercompany interest, rents and international tax partner with King 
royalties by structuring the lender, & Spaulding, Washington, D.C., 
lessor, or licensor and the borrower, Michael Dutot, manager of tax plan-
lessee or licensee as single owner ning for the Dow Chemical Company 
disregarded entities (i.e., check-the- in Midland, Michigan, and Sherrill 
box branches) under a foreign holding Wolford, an attorney with the Detroit 
company. office of Dykema, Gossett PLLC. 

Final section 902 regulations 
issued - The IRS and Treasury also 

Report of the recently adopted final regulations 
(T.D. 8708) on the computation of Partnership Committee 
foreign taxes deemed paid by a U.S. Anthony Ilardi, Chairperson 
corporation with respect to its 10 Mager, Mercer, Scott & Alber, P.C. 
percent or greater stock ownership 755 West Big Beaver Rd., Ste. 1700 
in a foreign corporation under section Troy, Michigan 48084 
902 for foreign tax credit purposes. (81 0) 362-8212 

( 'I 

Commentators, according to the IRS, I! 

uniformly argued that the aggregate See Report of the Corporation 
theory of partnerships should apply Committee. 
to allow domestic corporate partners 
to compute foreign taxes deemed paid Report of the Practice based upon dividends paid to the 
partnership by a foreign corporation, and Procedure 
provided the partner owns at least Committee 10 percent of the voting stock of the 
foreign corporation through the Eric M. Nemeth, Chairperson 

partnership. The final regulations, Raymond & Prokop, P .C. 
2000 Town Center, Suite 2400 however, do not address the issue. Southfield, Michigan 48075 

The IRS states that the issue will (81 0) 357-3010 
be subject of a future regulations 
project. Note that this issue might be Nothing to report. 
avoided in the case of a single owner 
foreign partnership or hybrid entity 

Report of the State by electing under the check-the-box 
regulations to disregard such entity and Local Committee 
and treat the U.S. corporation as if it Michele L. Halloran 
directly owned the stock of the for- Howard & Howard, P.C. 
eign corporation. The IRS should for Phoenix Building, Ste. 500 
tax policy reasons provide a consis- 222 Washington Square North 
tent approach and allow the indirect Lansing, Ml 48933 
credit for multiple owner foreign (517) 485-1483 
partnerships or hybrid entities. ( I 

Nothing to report. ~.I 
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New Business Purpose Guidelines 
for Section 355 Rulings 

by: Jay A. Kennedy 
Eric J. Girdler 

Introduction 
On April 22, 1996, the Internal 
Revenue Service ("IRS") issued new 
ruling guidelines which taxpayers 
must follow when requesting advance 
approval of an Internal Revenue 
Code ("IRC") Section 355 transaction. 
The guidelines are contained in the 
Checklist Questionnaire ("Checklist") 
which is set forth in Rev. Proc. 96-
30.1 The new IRC Section 355 Check
list supersedes the old IRC Section 
355 Checklist contained in Rev. Proc. 
86-41.2 The new ruling guidelines 
apply to all IRC Section 355 advance 
ruling requests postmarked or re
ceived on or after June 5, 1996. 

Due to the new ruling guidelines, 
taxpayers who request IRC Section 
355 advance rulings must provide 
new information a:hd representations 
to satisfy the ''business purpose" 
requirement. (The business purpose 
requirement is described below.) 
Ruling guidelines for the business 
purpose requirement are included in 
the Checklist under Section 4.04 and 
in Appendix A. As explained below, 
the business purpose asserted in the 
ruling request will determine which 
business purpose ruling guidelines in 
Rev. Proc. 96-30 must be satisfied. 

This article will analyze the new 
business purpose ruling guidelines. 

IRC Section 355: Overview 
Prior to the repeal of the General 
Utilities3 doctrine under the 1986 Tax 
Act, corporations generally were able 
to distribute appreciated or depreci
ated property to their shareholders 
(with respect to their stock) without 
recognition of gain or loss. However, 
with the repeal of the General Utili
ties doctrine, the opportunity for a 
corporation to distribute appreciated 

property to its shareholders essen
tially has been eliminated except in 
the case of tax-free reorganizations 
and similar transactions. In most 
cases, such distributions will result 
in a taxable event at the shareholder 
level (either under IRC Sections 301 
or 302) and at the corporate level 
(under IRC Section 311) unless the 
distribution is a qualifying distribu
tion under IRC Section 355. 

In general, IRC Section 355 allows 
for the tax-free division of a single 
corporation assuming certain re
quirements are satisfied. Corporate 
divisions under IRC Section 355 
frequently are described as "spin
offs," "split-offs" or as "split-ups." 
In a "spin-off," stock of a subsidiary 
corporation ("controlled corporation") 
is distributed by the parent corpora
tion ("distributing corporation") to its 
shareholders without any surrender 
of stock. In a "split-off," stock of a 
controlled corporation is distributed 
to some or all of the shareholders of 
the distributing corporation in ex
change for stock. In a "split-up," 
stock of two or more controlled corpo
rations is distributed, usually in 
connection with a complete liquida
tion of the distributing corporation, to 
the shareholders of the distributing 
corporation in exchange for all of 
their stock. 

Regardless of the form, every IRC 
Section 355 transaction must comply 
with certain statutory and 
nonstatutory requirements. The 
statutory requirements are, practi
cally speaking, more mechanical in 
nature than the nonstatutory re
quirements, and the satisfaction of 
these requirements is therefore 
generally more readily ascertainable 
than is satisfaction of the sometimes 
elusive ''business purpose" require
ment. There are four statutory 
requirements. 

Feature 
Article 
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A desire to 
reduce other 
taxes, such as 
state, local or 
foreign taxes 
may be a valid 
business 
purpose. 
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First, immediately before the 
distribution, the distributing corpora
tion must control (as defined in IRC 
Section 368(c)) the corporation whose 
stock is being distributed.4 Accord
ingly, the distributing corporation 
must own 80% of the voting stock 
and 80% of all classes of stock in 
the controlled corporation. 

Second, immediately after the 
distribution, the distributing corpora
tion and the controlled corporation 
must each be engaged in the "active 
conduct of a trade or business."5 The 
active conduct of a trade or business 
requirement will only be satisfied if 
each of the following conditions are 
satisfied: the trade or business must 
have been actively conducted (di
rectly or indirectly) by the distribut
ing corporation throughout the five 
year period ending on the date of the 
distribution; the trade or business 
must not have been acquired within 
the five year period in a taxable 
transaction; and the trade or busi
ness must not have been conducted 
by another corporation the control 
of which was acquired (directly or 
indirectly) during the five year 
period in a taxable transaction. 6 

Third, the distributing corporation 
must distribute all of its stock in the 
controlled corporation, or enough to 
constitute "control" (as defined 
above), in the transaction.7 Finally, 
the transaction must not be a "de
vice" for distributing earnings and 
profits.8 

In addition to the above statutory 
requirements, there are three 
nonstatutory requirements which 
must be satisfied. These include the 
business purpose requirement, the 
continuity of interest requirement, 
and the continuity of business enter
prise requirement. These require
ments are incorporated into the 
regulations under IRC Section 355. 

The business purpose requirement 
is discussed below. The continuity of 
interest requirement will be satisfied 
if the persons who owned the enter-

Michigan Tax Lawyer-1st Quarter 1997 

prise prior to the division own, in the 
aggregate, an amount of stock neces
sary to establish a continuity of 
interest in each of the modified 
corporate forms following the divi
sion. 9 The continuity of business 
enterprise requirement will be met 
if the businesses that were operated 
prior to the division are continued 
after the corporate division. 10 

Corporate Business 
Purpose: Overview 
Of the various nonstatutory require
ments which must be satisfied under 
IRC Section 355, the business pur
pose requirement generally is the 
requirement most closely scrutinized 
by the IRS. 11 In practice, it is also 
the most difficult of the nonstatutory 
requirements to satisfy because it is 
based on a facts and circumstances 
determination. Although the "device" 
and business purpose requirements 
are both intended to prevent tax
avoidance, the business purpose 
requirement is an independent 
requirement under the IRS regula
tions. The essence of the business 
purpose requirement is that the IRS 
will only allow nonrecognition treat
ment for distributions which are 
incident to corporate restructurings 
mandated by business exigencies. 12 

In general, a transaction is consid
ered to be carried out for a valid 
business purpose if it is motivated 
in whole or in substantial part by one 
or more business purposes.13 There 
must be a real and substantial pur
pose, other than federal income tax 
reduction, germane to the business of 
the distributing and controlled corpo
rations.14 Under Reg. Section 1.355-
2(b)(2), a desire to reduce federal 
income taxes is not a valid business. 
purpose. However, a desire to reduce 
other taxes, such as state, local or 
foreign taxes may be a valid business 
purpose.15 A desire to reduce federal 
income taxes is never a valid busi
ness purpose since it would allow a 
taxpayer to easily circumvent the 

(i 
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repeal of the General Utilities 
doctrine. 

While a shareholder purpose 
generally will not constitute a valid 
business purpose, in certain cases, 
it may be impossible to separate a 
shareholder purpose from the as
serted corporate business purpose. 
This may oceur, for instance, with 
certain closely held entities. In such 
a case, the transaction will be consid
ered to be carried out for a valid 
business purpose.16 Finally, the IRS 
regulations provide that if the as
serted business objective may be 
carried out in a different nontaxable 
transaction which is "neither imprac
tical nor unduly expensive," the 
business purpose requirement will 
not be satisfied. 17 

Current Tax Section Council 
member Mark Larson's article en
titled ''Business Purpose Require
ment in Corporate Separations: Post 
1988 Letter Rulings," (Michigan Tax 
Lawyer, Second Quarter 1993), 
provides an excellent discussion of 
various private letter rulings issued 
by the IRS from 1989 through 1993 
on the business purpose requirement. 

Corporate Business Purpose: 
Ruling Guidelines under the 
Checklist and Appendix A 
As noted in the introduction, the 
corporate business purpose asserted 
by a taxpayer will determine which 
business purpose ruling guidelines 
must be addressed in the ruling 
request. If the business purpose is 
one of the nine included in Appendix 
A, then the ruling guidelines under 
both Section 4.04 and Appendix A 
must be satisfied. 18 If the business 
purpose is not one of the nine con
tained in Appendix A, then a tax
payer must only address the 
guidelines contained in Section 
4.04.19 As the foregoing suggests, the 
business purposes listed in Appendix 
A are not an exclusive list for which 
the IRS will issue favorable advance 
rulings.20 

The Checklist contains several 
significant revisions with respect to 
the business purpose requirement. 
Under Section 4.04(1), taxpayers 
must include all business purposes 
for the transaction. Thus, all 
corporate and non-corporate business 
purposes must be disclosed, including 
business purposes, such as the 
reduction of federal taxes, which 
are "impermissible" under the IRS 
guidelines. In the past, a taxpayer 

. was simply required to state a single 
business purpose for the transaction, 
explain the relevance of the asserted 
business purpose, and why other 
means would not accomplish the 
corporate objective. 21 

This change represents a signifi
cant shift in IRS policy. The change 
was made possible by the IRS' with
drawal of the "no ruling areas" in
cluded in Section 3.01(23) of Rev. 
Proc. 96-3.22 Prior to its withdrawal 
of the "no ruling areas," the IRS 
would not rule on a transaction if 
such transaction had the potential to 
reduce federal income taxes. Because 
of the change, it is possible for an 
IRC Section 355 transaction to result 
in a reduction in federal income taxes 
without disqualification of the entire 
transaction. Under Section 4.04(5)(a) 
of the Checklist, as long as the tax
payer can convince the IRS ''by clear 
and convincing evidence" that the 
proposed transaction is motivated by 
one or more permitted business 
purposes, the ruling request will not 
automatically be denied due to the 
existence of one or more impermis
sible business purposes. 

Under Appendix A, the IRS re
serves various rights, including the 
right not to issue a favorable ruling 
even where there has been a techni
cal compliance with the guidelines, 
the right to rule favorably even 
where the guidelines have not been 
satisfied in appropriate circum
stances, and the right to modifY the 
guidelines whenever appropriate. 
The ruling guidelines included under 
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defined in the 
guidelines and 
thus is subject to 
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Appendix A apply to the following 
nine corporate business purposes: 
(1) key employee; (2) stock offering; 
(3) borrowing; (4) cost savings; (5) fit 
and focus; (6) competition; (7) facili
tating an acquisition of distributing 
corporation; (8) facilitating an acqui
sition by distributing or controlled 
corporation; and (9) risk reduction. 

1. Key Employee 
It is quite common for a corporate 
division's key employee to want to 
acquire an equity interest in the 
division in which he or she works. 
However, the employee may not be 
willing or able to acquire a significant 
interest in the entire corporation. 
In such cases, the employee may 
consider leaving if he or she is denied 
an equity interest. A spin-off of the 
division could allow the employee to 
acquire the desired equity interest. 

Under such circumstanc'es, the 
IRS has ruled in the past that a valid 
business purpose exists to justify the 
spin-off.23 As pointed out by Mark 
Larson in his article, the IRS gener
ally has ruled favorably in these 
circumstances only where the key 
employee acquired at least a 5% 
equity interest. Recently, however, 
it has become more difficult to obtain 
a favorable ruling on this business 
purpose.24 

Under Section 2.01(1) of Appendix 
A, a taxpayer must establish the 
following to secure a favorable ruling 
on this business purpose: 

1. The taxpayer must explain why 
the employee is critical to the 
business, and why it is necessary 
to give the employee the equity 
interest proposed; 

2. The employee must acquire a 
significant amount of voting stock 
in either the distributing or 
controlled corporation (in terms 
of percentage and value) within 
one year of the distribution; and 

3. The corporate business objective 
cannot be accomplished by an 
alternative nontaxable transac-
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tion that is neither impractical 
nor unduly expensive. 

The guidelines confirm that the 
IRS does not draw a distinction 
between retaining a current em
ployee and hiring a new employee 
in ruling on this business purpose. 25 

The first requirement should not 
be difficult to satisfy. The guidelines 
do not address the need for written 
substantiation from the employee 
verifying that he or she will not 
accept an equity interest in a new 
controlled subsidiary. This substan
tiation was required under old ruling 
policy. The absence of this require
ment in Rev. Proc. 96-30 may confirm 
that the IRS has modified its policy 
with respect to this requirement. 

The second requirement is the 
critical requirement. The term "a 
significant amount" is not defined in 
the guidelines and thus is subject to 
interpretation. Is value more impor
tant than percentage, or vice versa? 
Is 5% significant? A 5% interest may 
be significant if the spun-off stock is 
widely held. On the other hand, a 
5%, or even a 10% interest, may not 
be considered significant in a closely
held family business with few share
holders. 

Prior to the issuance of the new 
guidelines, it appeared that the IRS 
was focusing on the employee's voice 
in corporate management.26 Under 
this approach, the key employee must 
obtain an equity interest that will 
allow him or her to have a voice in 
corporate management. In order for 
this to occur, the key employee must 
obtain a "meaningful" interest. 
Under Rev. Proc. 96-30, if a taxpayer 
contends that the distribution will 
provide the key employee with a voice 
in management, the IRS will consider 
such argument on a case-by-case 
basis, taking into account other 
factors, such as the distribution of 
voting power among the sharehold
ers, family relationships, and compet
ing economic interests. 

The third requirement is based on 

(
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the regulations. In order to satisfy 
the third requirement, a taxpayer 
must establish that an alternative 
nontaxable transaction (which is not 
impractical or unduly expensive) will 
not solve the key employee problem. 
In this situation, the taxpayer will 
want to argue that the only way to 
solve the key employee problem is 
for the key employee to acquire an 
interest in a corporation that is not 
a member of an affiliated group. In 
other words, the key employee prob
lem can only be resolved by giving 
the employee an equity interest in a 
stand alone corporation. Consistent 
with prior rulings, the IRS considers 
the creation of a controlled subsidiary 
that would terminate the "S election" 
of the distributing corporation to be 
unduly expensive. Note that a con
trolled subsidiary with minority stock 
owned by a key employee would not 
satisfy the new rules under IRC 
Section 1361(b)(3), which generally 
permitS Corporations to have 100% 
owned subsidiaries. 

Overall, the IRS has provided little 
new guidance with respect to this 
business purpose. Since the guide
lines do not provide insight into the · 
IRS' current ruling standards, this 
requirement may continue to be 
difficult to satisfy. 27 

2. Stock Offering 
In the past, the IRS has ruled that 
a sufficient business purpose exists 
where a distribution is made to 
facilitate a stock offering. Under 
Section 2.02 of Appendix A, a tax
payer must establish the following 
to obtain a favorable ruling on this 
business purpose: 

1. The corporation issuing the stock 
requires substantial capital for 
its business operations, capital 
expenditures, acquisitions, the 
retirement of debt or other 
needs; 

2. The stock offering will raise 
significantly more funds per 
share (net of transaction costs), 

or is otherwise more advanta
geous, if the distributing and 
controlled corporations are 
separated upon the offering; 

3. The funds raised in the stock 
offering will, under all circum
stances, be used for the business 
needs of the distributing corpora
tion or members of the affiliated 
group to which .the distributing 
corporation belongs; and 

4. The stock offering will be com
pleted within one year of the 
distribution. 

Under Section 2.02(5) of Appendix 
A, if new stock will be purchased by a 
limited number of investors, the IRS 
may require substantiation from the 
investors. For these purposes, a 
letter from the investors which states 
that they will not purchase the stock 
unless the distribution occurs should 
suffice.28 

Overall, the above guidelines are 
consistent with the IRS' position over 
the past several years on this busi
ness purpose.29 Under the first 
requirement, the taxpayer must 
demonstrate a need for a substantial 
amount of capital and explain how it 
will be used. This will require a 
determination based on the facts and 
circumstances of each case since the 
term "substantial" is not defined. 

The second requirement should 
be more difficult to satisfy. The IRS 
states that it will acknowledge that 
an offering of publicly traded stock 
by a widely held corporation (with 
no controlling shareholders) will 
raise more funds per share than an 
offering by the same corporation as 
a controlled subsidiacy.30 Under this 
circumstance, the. business purpose 
should be attainable without exten
sive substantiation. In other cases, 
taxpayers will be required to submit 
substantiation in order to secure a 
favorable ruling. Generally, this will 
mean documentation from qualified 
financial advisors.· The background 
information relied on by the advisors 
will also have to be supplied. 
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Requirements three and four above distributions result in "significant" 
II should not be difficult to satisfy. If cost savings. Under this business 
')' the stock offering will not be com- purpose, the taxpayer must establish 

'I 

pleted within the one year time (1) that the savings cannot be ob-
frame, the IRS generally will grant tained under a parent-subsidiary 

i a time extension in a supplemental structure and (2) and that the sav-

I 
ruling.31 ings are "significant." 

Section 2.04 of Appendix A pro-
I 3. Borrowing vides the following formula which the 

l Another common business purpose IRS will use in determining whether 
I' for a corporate division is to facilitate cost savings are "significant:" 
I borrowing (or refinancing). For "Significant cost savings 

Another 
various reasons, banks and other generally are projection period 
lending institutions may be unwilling costs savings equal to at least 

I .common to loan a taxpayer money based on one percent of the base period 
I business the taxpayer's current corporate net income of Distributing's I 

i purpose for structure. On the other hand, the affiliated group."33 

II a corporate money would be loaned if the corpo- The guidelines define "projection 
rate structure was modified, and the period cost savings" as the total II division is underlying businesses were sepa- anticipated future cost savings to ~~ to facilitate ''I rated. the distributing, controlled, and 

il borrowing (or Under Section 2.03 of Appendix A, their affiliated group members for 
refinancing). a taxpayer must satisfy four require- the three-year period following the 

ments in order to demonstrate this distribution, reduced by the transac- ( 
.. 

. i business purpose. The essence of tion costs of the distribution and II 
! 

.. 

these four requirements is that a a.ny anticipated additional direct or 
corporate separation generally will indirect costs to such corporations. 
allow the taxpayer to borrow signifi- All such amounts are required to be 
cantly more money, or borrow on computed on an after-tax basis. Net 
"significantly better nonfinancial income is the total net consolidated 
terms."32 financial income of the distributing 

The first, third, and fourth require- corporation's affiliated group for the 
ments under this business purpose three-year period preceding the 
are similar to the respective require- distribution, computed on an after-
ments under the stock offering busi- tax basis. 
ness purpose discussed above. The The guidelines also state that the 
second requirement, i.e., that the taxpayer may choose to use a five-
corporate separation will allow either year period instead of a three-year 
the distributing or controlled corpora- period in applying the above test. A 
tion to borrow significantly more longer period may be elected by the 
money, or borrow money on signifi- taxpayer to minimize the impact of 
cantly better terms, may be more "extraordinary'' items of income. 34 In 
difficult to satisfy since the new addition, the IRS may apply different 
guidelines do not define what is guidelines where a company has 
"significant." As with other business extraordinary income, losses or gains 
purposes with undefined terms, this in one or more of the base period 
requirement will be analyzed on a years.35 

case-by-case basis. Section 2.04 of Appendix A also 
provides that a taxpayer may aggre-

4. Cost Savings gate all savings and all additional (' In the past, the IRS has approved costs to meet the 1% test. These 

12 
IRC Section 355 distributions if the include operating expenses and 
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expenses incurred in connection with 
the distribution. The savings must 
be substantiated by outside financial 
advisors or professionals in most 
cases. The advisors must explain in 
their written analyses why the cost 
savings cannot be achieved through 
alternative nontaxable transactions. 36 

Since the IRS reserves the right 
not to issue a favorable ruling even 
where the 1% test is satisfied, or 
alternatively to rule favorably even 
if the 1% test is not met, the 1% test 
does not represent a "safe harbor/' 
Prior to issuing the new guidelines 
for this business purpose, the IRS 
had been applying a "percentage of 
income " test. Since the new guide
lines apply the same test they are 
consistent with the IRS' recent ruling 
position. 37 

5. Fit and Focus 
Under Section 2.05 of Appendix A, 
the IRS states that it will consider 
advance ruling requests based on a 
fit and focus business purpose. Gen
erally speaking, this business pur
pose relates to a corporation's 
decision to dispose of a business 
either to resolve a management 
problem or to address other similar 
problems. 

In the past, the IRS generally had 
been unwilling to address this busi
ness purpose due principally to the 
difficulty in evaluating manage
ment's subjective reasons for desiring 
to separate a business.38 The IRS' 
"no-ruling policy'' on this business 
purpose prevented it from ruling in 
this area. The new guidelines sug
gest that the IRS wants to play a role 
in shaping the law in this area. 39 

Section 2.05 provides guidelines 
for a ruling request on this business 
purpose. First, if the distributing 
corporation is closely held or is 
publicly traded but has a significant 
shareholder (i.e. a 5% owner, taking 
into account constructive ownership, 
who actively participates in the 
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management of distributing or 
controlled corporation), the IRS 
ordinarily will not rule unless the 
distribution: (1) is a non pro-rata 
distribution to enable a significant 
shareholder (or shareholder group) to 
concentrate on a particular business; 
or (2) effects an internal restructur
ing within an affiliated group.40 

A second requirement is that the 
taxpayer must provide adequate 
documentation to the IRS. This 
documentation must describe the 
problem and explain why the distri- Since the IRS 
bution will lessen or eliminate the reserves the 
problem. Under Section 2.05(4), the right not to 
IRS states that internal reports and 
studies may be sufficient for these issue a 
purposes. The IRS also indicates that . favorable ruling 
written analyses prepared by outside even where the 
advisors and professionals may be 1% test is 
helpful to substantiate this business satisfied, or 
purpose. alternatively to 

Third, the IRS indicates under 
Section 2.05(5) that it will closely rule favorably 
scrutinize certain factors, including even if the 1% 
any continuing relationship between test is not met, 
the distributing corporation and the the 1% test 
controlled corporation or their man- does not 
agement, any direct or indirect cross represent a 
ownership by significant shareholders "safe harbor." 
in both corporations, and any internal 
restructuring in which the distributee 
is not entitled to eliminate, exclude or 
receive a 100% dividends-received 
deduction. 

Unlike the other business purposes 
described in this article, the IRS has 
very little experience with this busi
ness purpose. This lack of experience 
probably explains why the guidelines 
under this business purpose are very 
general. According to one commenta
tor, a presubmission conference 
appears to be essential prior to filing 
a ruling request under this business 
purpose. 41 If a conference is re
quested, the taxpayer should review 
with the IRS what documentation 
will be needed to substantiate this 
business purpose. 

13 
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6. Competition 
Sometimes a customer or supplier 
will object to the relationship be
tween the businesses of the distribut
ing and controlling corporations. In 
the past four or five years, this busi
ness purpose has been addressed in 
several private letter rulings.42 

Section 2.06 of Appendix A sets 
forth the· guidelines which must be 
addressed to obtain a favorable ruling 
on this business purpose. They 
include the following: 

1. One or more customers or suppli
ers have significantly reduced (or 
will significantly reduce) their 
purchases from, or sales to the 
distributing or controlled corpo
rations because of competing 
business interests; 

2. If the distribution occurs, the 
customers or suppliers will 
significantly increase (or not 
significantly decrease, as 
planned) their purchases from, 
or sales to the distributing or 
controlled corporations; 

3. The customers or suppliers do 
not object to the distributing 
corporation's shareholders' 
ownership of the controlled 
corporation after the distribution; 
and 

4. The sales or purchases involved 
represent a meaningful amount 
of sales or purchases by the 
distributing or controlled corpo
rations after the distribution .. 

Under Section 2.06(2), the IRS 
indicates that the taxpayer must 
submit substantiating evidence. 
In most cases, the IRS will require 
corroboration from customers or 
suppliers. This business purpose has 
been a common business purpose and 
none of the above requirements are 
new.43 In the past, the IRS generally 
has insisted on outside documenta
tion to support this business purpose. 
Since the IRS does not define the 
terms "significant reduction" and 
"meaningful amount," each ruling 

Michigan Tax Lawyer-1st Quarter 1997 

request will be evaluated based on 
a facts and circumstances approach. 

7. Facilitating an Acquisition 
of Distributing Corporation 
This business purpose, and the 
following business purpose, are 
commonly referred to as the "Morris 
Trust"44 business purpose. In the 
typical "Morris Trust" transaction, 
a divisive reorganization is imple
mented to facilitate a subsequent 
tax-free acquisition of the distribut
ing corporation by another corpora
tion. The IRS generally has conceded 
that the active business and business 
purpose requirements are satisfied 
in this type of transaction. 45 

Under Section 2.07 of Appendix A, 
a taxpayer must establish the follow
ing to secure a favorable ruling on 
this business purpose: 

1. The acquisition will not be 
completed unless the distributing 
and controlled corporations are 
separated; 

2. The acquisition cannot be accom
plished by an alternative nontax
able transaction that does not 
involve the distribution of the 
controlled corporation's stock and 
that is neither impractical nor 
unduly expensive; 

3. The acquiring corporation is not 
related to the distributing or 
controlled corporation; and 

4. The acquisition will be completed 
within one year of the distribu
tion. 

These requirements generally 
conform to the IRS' ruling policy on 
''Morris Trust" transactions.46 The 
IRS has extensive experience in 
ruling on this business purpose. 
If the third requirement would be 
violated because the parties are 
related, the taxpayer must explain 
the relationship and why the IRS 
should disregard the relationship. 
For these purposes, a presubmission 
conference should be considered. 

(1 
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8. Facilitating an Acquisition 
by Distributing or Controlled 
Corporation 
If the business purpose is to enable 
the distributing corporation or the 
controlled corporation to acquire 
another corporation using its stock 
following the distribution, a taxpayer 
must demonstrate the following 
under Section 2.08 of Appendix A: 

1. The acquisition of the target 
corporation will not occur unless 
the distributing and controlled 
corporations are separated; 

2. The acquisition cannot be accom
plished by an alternative nontax
able transaction that does not 
involve the distribution of con
trolled corporation's stock and 
that is neither impractical nor 
unduly expensive; 

3. The target corporation is not 
related to the distributing or 
controlled corporations; and 

4. The acquisition will be complete 
within one year of the distribu
tion. 

As with the business purpose 
included under Section 2.07 of Appen
dix A, this business purpose should 
not present any new problems for 
taxpayers since the IRS has sub
stantial experience in ruling on this 
business purpose. 

9. Risk Reduction 
The "risk reduction" business purpose 
is intended to protect one or more 
businesses from the risks of another 
business. Under Section 2.09 of 
Appendix A, the IRS will consider the 
following factors in evaluating distri
butions made pursuant to this busi
ness purpose: 

1. The nature and magnitude of the 
risks faced by the risky business; 

2. Whether the assets and insur
ance associated of the risky 
business are sufficient to meet 
reasonably expected claims 
arising from the conduct of the 
risky business; and 

3. Whether, under applicable law, 
the distribution will significantly 
enhance the protection of the 
other businesses from the risks 
of the risky business and 
whether an alternative nontax
able transaction that is neither 
impractical nor unduly expensive 
would provide similar protection 
under the same laws. 

As is pointed out in the IRS regula
tions,47 problems associated with a 
risky business may often be resolved 
by merely transferring the risky 
business to a new subsidiary. In 
these cases it is arguably not neces
sary to distribute stock in the new 
subsidiary to isolate risk. In this 
connection, note that new IRC Sec
tion 1361(b)(3) may make it more 
difficult for S Corporations to argue 
that a spin-off is necessary to isolate 
risk since S Corporations may now 
have 100% owned subsidiaries. 
Under old law, the ownership of 
a subsidiary would terminate the 
S Corporation election, and thus 
would make the mere formation of 
a subsidiary to isolate risk "unduly 
expensive." 

With the exception of an early 
ruling, this business purpose has 
been on the IRS' informal "no-ruling" 
list for many years. 48 The inclusion 
of this business purpose on the "no
ruling'' list was due to the IRS' con
cerns about the difficulties of evaluat
ing the second and third factors. 49 

Since this is new ruling territory 
for the IRS, many questions have to 
be resolved. Will the risks have to be 
real and immediate (i.e., have claims 
already been filed against the risky 
business)? Will the IRS acknowledge 
that the risks are sufficient due to 
developments in a particular busi
ness or industry? How will the 
second factor be applied? 

A legal opinion may be required 
for the third factor since it asks for a 
legal analysis. The guidelines do not 
require the taxpayer to establish 
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conclusively that under applicable 
law the distribution will afford ad
equate protection from the risks. The 
IRS does state that it must be con
vinced, based on its objective analysis 
of the law and its application to the 
facts, that the business purpose for 
the transaction is real. 5° For these 
reasons, this business purpose repre
sents another area where a pre
submission conference is strongly 
recommended. 

Conclusion 
As a result of Rev. Proc. 96-30, and 
Appendix A, taxpayers must provide 
new information and representations 
to satisfy the "business purpose" 
requirement under IRC Section 355. 
The new business purpose ruling 
guidelines should improve the admin
istration of this important require
ment, and remove some of the 
uncertainty that has existed in 
the past. 
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Valuation Issues Associated 
With Family Limited Partnerships 
By Jeffrey M. Risius, CPA, CFA, A~A, and quently amended these rules through 
Craige L. Stout, CPA, ASA, Managrng Announcement 95-8, which states 
Directors, Stout Risius Ross Valuation that Treas. Reg. §1.701-2 applies 
Consultants, Inc. solely to taxes under Subtitle A 

(income taxes) of the Internal Rev-
Background enue Code ("IRC"). In other words, 
In Revenue Ruling 93-12, the Inter- the regulation will not apply to 
nal Revenue Service ("IRS") reversed transfer taxes. This new announce-

the IRS will no its previous position of "family attri- ment is obviously a positive develop-
longer disallow bution." As a result, the IRS will no ment for those contemplating the use 
minority and longer disallow minority and market- of an FLP for estate planning pur-

ability discounts solely because of the poses and has only added to the marketability family relationship ofthe sharehold- popularity of FLPs: discounts ers. Thus, if a donor who owns all of 
solely because the common stock o( a corporation Basic Steps Involved 
of the family gifts 20% of the stock to each of his or With Setting Up An FLP 
relationship her five children, this Ruling requires The first step in structuring an FLP 
of the that each of the five gifts be valued is for the gifting individual to trans-

separately as minority interests fer certain assets into an FLP in shareholders. rather than aggregated as a single exchange for partnership interests. 
controlling interest. Typically, the partnership consists (I' Also, in Technical Advice Memo- of a 95% (or greater) limited partner 
randum (''TAM") 9449001, the IRS interest and a5% (or less) general 
held that the value of the donor's gift partner interest, and the agreement 
of 100% of a corporation in equal usually sets forth a specific time 
shares to each of his eleven children period over which the partnership 
was determined by considering each will operate. Further, the partner-
gift separately, rather than aggregat- ship agreement typically assigns 
ing all of the donor's holdings in the managing control of the partnership 

~ 
corporation immediately prior to the to the general partner(s), but pro-
gift. Whether the donor owned a vides that all partnership interests 

I controlling interest prior to the have the same rights with respect to 
transfer and whether the donees ongoing distributions of income and • were family members or various third capital. i r parties were not determining factors The holder of the general and ., 
in valuing a block of stock trans- limited partner interests then makes J 

!I 
ferred to a donee or in deciding a gift of the limited partner interests ' ~ 

~ whether a separate gift was subject to his or her heirs, while retaining ~ 
to a minority interest discount. the general partner interest. ;1 

Since these pronouncements, With a properly designed FLP, the 
Family Limited Partnerships limited partner interests are valued 
("FLPs") have been an increasingly at less than the proportionate value 
popular estate planning tool. When of the underlying property. This 
Treas. Reg. §1.701-2, which details discount reflects attributes of the 
partnership anti-abuse rules, was partnership which inhibit the limited 
originally released, practitioners partners from directly enjoying the () were faced with uncertainty regard- ownership of the underlying assets. 
ing whether certain FLPs would be (As discussed in more detail herein, 

18 able to pass the ''business purpose" the primary reasons for taking a 
doctrine. However, the IRS subse-
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valuation discount on the value of the couple would be taxed on 
the gifted limited partner interests $780,000 (calculated as: 
relates to the degree of illiquidity and ($2,000,000*(99%)-$1,200,000). 
lack of control associated with them.) Assuming a 50% transfer tax rate for 
The following is an example which simplicity, the couple in this example 
illustrates the potential tax savings would save $24 7,500 through the use 
that can result by using a Family ofanFLP. 
Limited Partnership. 

Benefits of FLPs 

Family Limited Partnership Besides the potential for achieving 
estate/gift tax savings, there are 

Step A: Transfer Assets to FLP other benefits associated with FLPs. Another 

Maintain Control income tax 
FLPs can be used not only to mini- benefit is that 
mize the transfer tax liability partners may 
through the use of valuation dis- withdraw 

Step B: Give LP Un~ to Heirs 
counts, but at the same time, FLPs property from 
allow the family assets to be con- . the partnership 
trolled by the donors. without 

Example of Potential Management of Assets adverse tax 
Transfer Tax Savings FLPs allow fractional interests held consequences 
As illustrated below, a married by individuals or entities to be con- and the 

' 
couple contributes assets with a trolled by the general partner(s). 

distribution of value of $2,000,000 to an FLP struc- This can result in more effective 
tured with 1% general partner inter- management of the assets (through property is not 
ests ($20,000) and 99% limited more professional management, normally a 
partner interests ($1,980,000). They achievement of higher yields, and a taxable event. 
gift the limited partnership units to reduction of administrative costs). 
their daughter. Based on the fea- Income Tax Benefits tures of the partnership agreement Partnerships are classified as pass-and other factors, a valuation con- through entities for income tax sultant determines the appropriate 
valuation discount to be 25%. Based purposes; all income and losses pass 

;} on this conclusion, the value of the through to the individual partners, 

gift equals $1,485,000 (calculated as: not the partnership. Another income 
tax benefit is that partners may $2,000,000*(99%)*(1-25%)). Assum- withdraw property from the partner-ing a transfer tax exclusion available ship without adverse tax conse-to the couple of $1,200,000, they are quences and the distribution of subject to a tax on $285,000 of their property is not normally a taxable gift. Without the FLP arrangement, event. Finally an IRC §754 election 

~ allows for the income tax basis of the 
Comparison of Gift/Estate Tax partnership assets inside the part-

Consequences nership to be adjusted to fair market 
ll'lilllllll!£L 'll'ilt!..EI£_ value at the time of the transfer of 

Value of the partnership interest. (This Assets Gifted 1,980,000 1,485,000 (1 ,980,000 X . 75) 

Tax-Free makes a partnership more attractive 
Amount 1 200.000 1.200.000 than an S-corporation.) Taxable Gift 780,000 285,000 - Transfer Tax 390.000 142.500 

Assumptions: Flexibility 
Valuation Discount = 25% FLPs provide more flexibility than Transfer Tax Rate = 50% 

other vehicles/entities. For example, 
19 
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II unlike an irrevocable trust, a family reduce the value of family business 
i limited partnership can be amended interests. IRC §2704 is aimed prima-

or revoked. rily at "lapsing'' voting and liquida-

Ability to Maintain Family Control tion rights and excessive restrictions 

FLPs can be used to ensure that on liquidation rights of family 

a family-owned business or asset controlled entities. 
As previously described, the valua-remains controlled by the family tion rules under IRC §2701, §2703, (e.g., through the use of buy-sell and §2704 can apply to FLPs, but it agreements). is still possible to design an FLP to 

Protection from Creditors achieve the desired FLP benefits. 
Limited Partners are only liable up to When completing a valuation analy-
their capital contribution. If liability sis, valuation practitioners should 

FLPsallow is a major concern, then the FLP can look for the following FLP attributes 
adonor to be designed such that the general which are typically structured into 

assign partner is a corporation or a limited FLPs in order to avoid the pitfalls of 
liability company ("LLC"). Chapter 14, while at the same time 

partnership 
Simplified Gift Giving maximizing the appropriate valua-

assets to a tion discounts: 
descendent, Some assets are not prone to gifts of 

undivided fractional interests (e.g., Distribution Preferences 
while at the real property). FLPs allow a donor To avoid IRC §2701 of the Code, 
same time to assign partnership assets to a FLPs are typically not created 
eliminating the descendent, while at the same time with two classes of partners having 
risk that the eliminating the risk that the assets different economic rights and/or (!' 
assets would would he required to be partitioned. preferences as to distributions. '-<./ 

be required to Structuring a Family Partnership distributions are simply 
made pro-rata based on the partners' 

be partitioned. Limited Partnership relative capital contributions. (It To be used successfully, the hurdles should be noted that differences in imposed by Chapter 14 of the IRC management rights and differences need to be taken into account when 
designing the limited partnership. in liability exposure between the 

general and limited partners do not 
I· In addition, it is important that the create two "such" classes of interest.1) ~ valuation practitioner be familiar 
ij with the valuation rules imposed by Transfer Restrictions 

' 
Chapter 14. Chapter 14 valuation Any transfer restrictions, options or 

'I rules are part of the Omnibus Budget buy-sell arrangements contained in 

1 
Reconciliation Act of 1990 ("OBRA''). the partnership agreement must not 
One by-product of Chapter 14 is to run afoul ofiRC §2703, or else they 

1 cause certain transferred interests in will be ignored for valuation pur-' TI 

~ corporations and partnerships to be poses. Any restrictions on transfer-
valued at higher amounts than what ability beyond the restrictions 
represents economic reality, through imposed by applicable state law, 
the application of specifically im- which are not comparable to those 
posed valuation rules. rights/restrictions found in limited 

With respect to FLPs, IRC §2701 is partnership agreements between 
relevant for two-tiered partnerships unrelated parties, are ignored for 
creating senior ("frozen") and junior valuation purposes. Thus, a valuation 
("growth") interests with differing practitioner would be able to consider 
distribution preferences. IRC §2703 restrictions that are common in 
is relevant for buy-sell agreements arm's-length limited partnership 

20 
and transfer restrictions designed to agreements, such as the right of first 
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<fl 
refusal and restrictions on the ability IRC §2704(b), because the limitation 
to pledge partnership interests, in would be more restrictive than 
his or her valuation analysis. applicable Michigan state law. 

Number of General Partners Factors Affecting Valuation . If possible, there should be more than Discounts one general partner, with one of the The primary factors which affect general partners being a second valuation discounts in the context of generation member, or an entity such a limited partner interest in an FLP as a revocable trust, corporation, or 
limited liability company (LLC) so as are: 1) the terms of the partnership In a partnership agreement; 2) the applicable state to provide continuity at the death of law; 3) the underlying assets of the without a term, 
any individual general partner. partnership; and 4) other qualitative a limited 

If there is only one general part- factors related to the general and partner may ner, and an event of withdrawal (e.g., 
death, bankruptcy, etc.) occurs with limited partners. withdraw from 
that general partner, then based on Partnership Agreement Terms a partnership 
the Michigan Revised Limited Part- Typical terms of partnership agree- upon giving six 
nership Act (the "Act"), the partner- ments which influence the valuation months written 
ship would dissolve unless within 90 discount conclusion include: notice to the 
days, "all remaining partners agree • General partners are given 
in writing to continue the business all the decision making power. partnership. 
of the limited partnership and to the Even though the limited part-
appointment of one or more addi- ners may own a significant 
tional general partners." Thus, if interest in the partnership, they 
there is only one general partner, an usually do not have the power 
event of general partner withdrawal to affect decisions; 
would allow even the partner with • Limited partners can not with-
the smallest ownership interest to draw from the partnership before 
cause the dissolution of the entity. the end of the partnership's term 
This factor would cause the valuation or unless all the partners agree 
discount conclusion reached by a to dissolution; 
valuation practitioner to be lower, • Limited partners do not control 
especially if the senior generation the timing or amounts of distri-
general partner is older or in poor butions. In fact, the limited 
health. (The rationale is that the partners are dependent on the 
time horizon to potentially attaining general partner(s) to make 
liquidity is shorter.) distributions which will cover 

Partnership Term the income tax obligations of the 
limited partners resulting from Under the Act, two types of partner- the partnership; ships can be created, a partnership • A limited partner is typically with a term and a partnership with- restricted from transferring his out a term. In a partnership without or her interest without first a term, a limited partner may with- offering it to the other partners draw from a partnership upon giving (i.e., right of first refusal); six months written notice to the • Assignees of limited partner partnership. A limited partner has interests become partners only no withdrawal rights from a partner- upon the consent of the general 

e ship with a term. 2 Thus, if a partner- partner(s), and until admission, 
ship does not have a term, any assignees possess no rights of a restrictions on limited partner with- partner other than to receive drawal rights would have to be distributions; and 21 
ignored for valuation purposes under 
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• An event of withdrawal (e.g., 
death) of a limited partner will 
not cause the partnership to 
dissolve. 

Applicable State Law 
The applicable state law is also 
relevant in estimating the appropri
ate valuation discount. For example, 
in most states if a general partner 
dies (assuming no other general 
partners), the partnership automati
cally dissolves unless the limited 
partners vote unanimously to con
tinue the partnership. However, 
some states only require a majority 
vote. In these states, a single dis
senting partner cannot effectuate the 
dissolution of the partnership and 
obtain liquidity single-handedly as 
would be the case in a "unanimous 
state." Everything else being equal 
and assuming the partnership agree
ment is as restrictive as state law 
allows, the owner of a limited partner 
interest would have less potential for 
attaining liquidity in a state that 
requires a majority vote. Thus, the 
appropriate valuation discount would 
be higher. 

Applicable state law is also ex
tremely important in the context of 
IRC §2704(b). No provisions in the 
partnership agreement that are more 
restrictive than the applicable state 
law can be considered for valuation 
purposes without violating IRC 
§2704(b). Thus, if the partnership 
was regulated by state law that 
required a unanimous vote of the 
limited partners to continue the 
partnership upon the death of the 
last remaining general partner (as 
in Michigan), then the terms of an 
agreement requiring only a majority 
vote to continue the partnership 
would be more restrictive and should 
be ignored for valuation purposes. 

Underlying Partnership Assets 
Another factor which influences the 
valuation discount is the underlying 
assets in the partnership. The liquid-
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ity associated with the underlying 
assets has an impact on the appropri
ate valuation discount. Thus, every
thing else being equal, a partnership 
holding marketable equity securities 
would have a lower valuation dis
count than a partnership holding 
vacant land that is in its initial 
development stage. 

Partners' Personal Situation 
As discussed earlier, to the extent 
that there is only one general part
ner, the age and health of that part
ner becomes relevant for purposes of 
determining the period of time before 
the limited partners will likely have 
the power to liquidate their interests. 
In addition, the wealth of the general 
and limited partners outside of the 
partnership can also be relevant in 
assessing the likelihood of partner
ship distributions. 

Estimating the 
Valuation Discount 
The discount associated with limited 
partner units can be broken down 
into two parts: a) a discount for lack 
of control (minority discount); and b) 
a discount for lack of marketability. 

In general, the methodology for 
estimating the appropriate valuation 
discount includes: 

• Identification of the features of 
the subject limited partnership 
units that affect marketability 
and control; 

• Comparison of the limited part
nership units' features to the 
features of securities included in 
published studies regarding 
marketability and minority 
discounts; 

• Observations of discounts occur
ring in market transactions; 

• Consideration of applicable state 
law to ensure that terms of the 
partnership agreement which are 
more restrictive than state law 
are not considered in the valua
tion opinion; and 

• Consideration of qualitative 
information about the general 

Q 
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and limited partners, such as 
age health, other financial 
res~urces, etc., which could 
impact future distribution policy 
or the term of the partnership. 

Overall, the less control and liquid
ity the limited partne;s ca~ expect, 
the higher the valuatiOn discount. 

Minority Interest Discount . 
Control is advantageous to an mves
tor in a partnership because of the 
ability to make distributions, buy 
and sell assets, approve mergers, pay 
oneself a management fee, and 
to cause other actions which would 
affect the value of the partnership. 
Thus a controlling interest is more 
valu~ble than a minority (non-con
trolling) or limited partnership interest. 

Numerous court cases have held 
that minority interests are less 
valuable than corresponding control
ling interests in the same invest~e.nt, 
regardless of who owns t~e remammg 
interest (See Estate of Bnght v. 
United States, 658 F.2d 999 (5th Cir. 
1981); Propstra v. United States, 680 
F.2d 1248 (9th Cir. 1982); and Estate 
of Lee v. Commissioner, 69 T.C. 860 
(1978) acq., 1980-2 C.B. 2.) 
The~e are many factors which 

influence the level of appropriate 
minority discounts. To the extent 
that the performance of the business 
is poor and the con_cen~ration of_ 
ownership control Is high, the higher 
the appropriate minority discount. 
To the extent there are a large num
ber of potential buyers and the prob
ability increases for the minority 
investor to cash out, the lower the 
appropriate minority dis~ount. Fi
nally, the size of the subJect block of 
stock is also important. The smaller 
the ownership interest, the higher 
the discount. 

In addition, numerous studies have 
been completed which attempt to 
measure the diminution of value 
associated with holding a minority 
interest as compared to a controlling 
interest. This market evidence 

relates to closed-end mutual funds, 
control premiums paid for public 
companies, and real estate invest
ment trusts ("REITs"). 

Studies of stock prices of closed
end mutual funds compared to the 
value of the fund's underlying invest
ments provide some evidence as to 
minority discounts. Minority ~wner
ship of a closed-end fund, as With 
other minority interests, leaves the 
investor powerless to affect the fund's 
investment strategy, including con
sideration of the investor's particular 
tax planning. The observed discounts 
isolate the minority discount. Theo
retically, no aspect of a marketabil~ty 
discount is reflected because there IS 
a ready market to provide liquidity 
for closed-end fund shares. 

In addition, the discounts on 
closed-end funds provide support for 
the concept of sequential discou!lts. 
Sequential discounts relat~ ~o situa
tions whereby a partnership s sole 
asset is a partial interest in an asset 
or a minority interest in another 
entity. If a discount was applied to 
value the underlying assets of the 
partnership, the issue is whether an 
additional/sequential discount should 
be applied at the FLP level. The 
market evidence regarding closed
end funds supports sequential dis
counting. Discounts in closed-end 
funds occur because investors own 
minority positions in funds that own 
minority positions in a variety of 
investments. · 

Minority discounts can also be . 
inferred by observing control pr~mi
ums paid in acquisitions of publicly 
traded companies. Since the control 
premium measures the difference 
between a marketable minority level 
of value to a control level, it follows 
then that the minority discount 
would simply be the mathematical 
inverse of the control premium. The 
relationship between an acquisition 
premium and a minority interest 
discount is shown as follows: 

MI = 1 - (1 I (1 + CP)) 
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() 
Where: industry position and economic 

MI = Minority Interest Discount outlook; 4) quality of management; 
CP = Control Premium 5) control in transferred shares; 

For example, if the control pre- 6) transfer restrictions; 7) holding 
mium in an acquisition is 50%, then period for the stock; 8) company's 
the implied corresponding minority redemption policy; and 9) flotation 
discount is 33% (i.e., 50 I 150). costs associated with a public 

Minority discounts can also be offering.3 

inferred by comparing the share Numerous studies have been 
prices of publicly traded REITs to completed which attempt to measure 
the value of the REIT's underlying the discount associated with holding 
assets. an illiquid investment. These studies 

To the extent Marketability Discounts include restricted stock studies, 
that the A discount for lack or marketability initial public offering ("IPO") studies, 

controlling is defined as the impairment in value and flotation cost studies. The 

owners desire due to the risk and cost of being former two groups·of studies are 

liquidity, the unable to quickly convert an invest- primarily relevant in regard to mi-

liquidity 
ment.into cash, expressed as a per- nority interests, while the latter 
centage of the value of a marketable group of studies is primarily relevant 

potential for equity interest. Marketability dis- for controlling interests. 
all owners counts reflect the lack of liquidity In a comprehensive 1971 Securities 

increases, associated with a particular invest- & Exchange Commission ("SEC") 

which has the ment. Various market research has study of institutional investor ac-

effect of demonstrated that investors require tions, one topic addressed was the (I~ 
lowering the 

a discount to invest in assets that discount at which transactions in 
lack marketability. A buyer of a restricted stock (letter stock) took 

applicable limited partnership interest would place as compared to prices of identi-
marketability consider the transfer restrictions and cal, but unrestricted stock on the 

discount. the inability to affect partnership open market. The study included 
distributions in formulating a pur- companies listed on the New York 
chase price. Stock Exchange and the American 

There are numerous general Stock Exchange, over-the-counter 
factors which influence marketability ("OTC") reporting companies and 
discounts. Smaller ownership inter- certain other publicly traded compa-
ests have higher marketability dis- nies. The restrictions typically 
counts due to the higher relative prevented the holder of the letter 
transaction costs. To the extent that stock from selling for a period of two 
the controlling owners desire liquid- years. Since this study, there have 

~ 
ity, the liquidity potential for all been numerous other studies com-
owners increases, which has the pleted on restricted stock which also 

~ effect of lowering the applicable quantify marketability discounts.4 

~ 
marketability discount. The lower In addition, a series of studies have 

11 the dividend payout ratio of the been conducted over the last thirty 
lj company and the longer the likely years by various groups in which 
~1 
t holding period before attaining analyses were performed on compa-

liquidity, the higher the marketabil- nies that had completed successful · 
ity discount. In the Mandelbaum IPOs. While varying in terms of the 
decision, the court listed the follow- parameters applied (e.g., source of 
ing factors that should be considered data, length of time between private 
with regard to quantifying a market- and public transaction dates, etc.), (J 
ability discount: 1) financial state- each of the studies essentially mea-

24 ment analysis; 2) dividend policy; 3) sured implied marketability dis-
nature of the company, its history, counts by comparing the relationship 
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" between the price at which a stock ments of both minority discounts 
was initially purchased by the public and marketability discounts. 
and the price at which the latest Mter considering all of the market 
private transaction took place. 5 evidence as described above, it is 

It is important to note that the necessary to evaluate how the subject 
SEC studies include discounts inher- partnership interest compares to the 
ent in restricted stocks of companies securities included in the studies. Discounts can 
that are already publicly traded. The The most common errol" found in also be 
investors in these companies under- valuation discount analyses is the 

observed by stand that typically after a two year assumption that the average discount 
restriction period, their investment implied by a group of studies is analyzing 
will be liquid. Likewise, the dis- appropriate to apply in all situations. shares of 
counts included in the IPO studies While averages may be meaningful limited 
are based on companies with promis- for establishing a starting point or a partnerships 
ing future prospects that have a good benchmark, additional analysis needs which hold real 
probability of eventually going public. to be undertaken to establish 

property and To the extent that the owner of the whether the appropriate discount 
interest being valued has little pros- should be higher or lower than the which trade on 
pect of liquidating the investment in averages established in the market the secondary 
the foreseeable future, then the evidence. Of course, the ideal form market. 
appropriate marketability discount of market evidence is a recent arm's-
should arguably be higher than the length transaction price involving 
results of these studies. the subject interest. 

e Flotation cost studies are often 
used to estimate the marketability Related Topic: FLP vs. LLC 
discount to apply to the value of a The preferability of an FLP versus an 
controlling interest. The nature of LLC, when viewed in the context of 
fixed costs associated with public maximizing valuation discounts, is 
offerings are reflected in the fact that a frequently raised question. 
flotation costs, as a percentage of Michigan's Limited Liability 
issuance proceeds, decrease as the Company Act provides that a mem-
size of the offering increases. Mea- her may withdraw from an LLC as 
surements of marketability discounts provided in the operating agreement 
using flotation cost studies are usu- or after ninety days written notice. 
ally not relevant in the valuation of Upon withdrawal, a member is 
a minority interest. This is because entitled to receive "the fair value of 
a minority shareholder does not have the member's interest in the LLC as 
the power to force a company to of the date of withdrawal based upon 
complete a public offering. the member's right to share in the 

Other Market Evidence distributions of the LLC." However, 

Discounts can also be observed by if a member withdraws in violation of 
f, analyzing shares of limited partner- the operating agreement, he or she is 

not entitled to receive the fair value ships which hold real property and of his or her interest. 6 
which trade on the secondary market. Thus, any provision in the operat-Implied discounts can be calculated ing agreement that restricts the right by comparing the pro-rata market of a member to withdraw would be value of the partnership's assets to more restrictive than state law and the trading price of a minority inter- would have to be ignored for valua-- est in the partnership. Unlike dis- tion purposes based on IRC §2704(b). counts observed with REITs, which As with FLPs, many attorneys are have a ready market, the discounts drafting operating agreements for observed for partnerships traded on LLCs which have a "term of years" 25 
the secondary ·market contain ele-
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proVIsiOn. An attempt by a member 
to withdraw before the term would be 
a violation of the agreement, and he 
or she would not be entitled to fair 
value for his or her interest. The IRS 
might argue that any term in the 
operating agreement is an applicable 
restriction under IRC §2704(b). The 
counter-argument is that setting a 
term is not a restriction on the right 
to liquidate, but on the right to 
continue the LLC to the stated term. 
The outcome of this debate is uncer
tain and further discussion of this 
complex topic is beyond the scope 
of this article. However, the uncer
tainty of the outcome on this topic 
makes the limited partnership a 
preferable entity from a valuation 
perspective. 

Another disadvantage of LLCs 
compared to FLPs (in a valuation 
context) is that in most states the 
death, insanity, insolvency, etc. of 
any member causes dissolution, 
unless there is unanimous consent to 
continue by the remaining members. 
However, Michigan is unusual in this 
regard in that its default provision 
regarding LLC dissolution permits 
continuation of business by majority 
consent of the remaining members 
rather than unanimous consent. 

With FLPs, on the other hand, 
agreements can be drafted such that 
the death, insanity, insolvency, etc. 
of a limited partner does not cause 
the dissolution of the partnership. 
Further, the death, insanity, insol
vency, etc. of a general partner will 
not cause dissolution or even a vote 
on whether the partnership should 
continue, assuming there is at least 
one general partner remaining. 
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The greater potential for minority 
owners in LLCs to be able to attain 
liquidity upon an event of withdrawal 
is another reason why FLPs are 
usually preferable, in a valuation 
context, to LLCs. (However, as 
previously discussed, the fact that 
Michigan default statutes are more 
restrictive from a liquidity standpoint 
upon a withdrawal event, makes the 
difference between LLCs and FLPs 
less distinctive on this factor.) 

Overall, for the reasons discussed 
above, FLPs may be superior to 
LLCs for valuation discount 
purposes, but the statutes of each 
state and offsetting (non-valuation 
related) advantages of LLCs must 
be considered before making any 
final determination. 

Conclusion 
FLPs can provide significant tax and 
non-tax advantages and should be 
considered in the estate planning 
process. In order to avoid potential 
pitfalls (i.e., the special valuation 
rules in Chapter 14), it is important 
to work with an experienced estate 
planner who can carefully draft the 
partnership agreement. Another key 
component of this estate planning 
technique is to document the dis
count used in the valuation. To 
better withstand IRS scrutiny, most 
attorneys and estate planners sug
gest taxpayers obtain the opinion of 
an accredited valuation professional 
who is familiar not only with the 
general quantification of marketabil
ity and minority discounts, but also 
with the special valuation issues 
which arise in the context of family 
limited partnerships. 

----------------------------- ENDNOTES 
1. Reg. §25.2701-1 (c)(3). 

2. Michigan Revised Limited Partnership Act §449.1603. 

3. Bernard Mandelbaum, et. AI., 69 TCM 2852 (1995). 

4. Gelman, Trout, Moroney, Maher, Standard Research Consultants, Willamette, Silber, and FMV Opinions, Inc. 
have all completed restricted stock studies similar to those completed by the SEC. 

5. Studies completed over the years by Robert W. Baird & Co. and Willamette Management Associates are the 
two most commonly cited pre-IPO studies measuring marketability discounts. 

6. Michigan Limited Liability Act §450.305 and 450.509. 
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Tax: Single Business Tax 
Case: MagneTek Controls, Inc v 
Dep't of Treasury, __ Mich App 
_; _ NW2d _ (2/7/97) 
(Editor's Note: The Department 
of Treasury has filed a motion for 
rehearing in this case.) 
Court/Tribunal: Michigan Court 
of Appeals 
Judge: Bandstra/McDonald/Bosman 
Issue: Whether the taxpayer, 
through the activities of its sales 
representatives, had a physical 
presence in the destination states so 
as to prevent the throwback of sales 
into the numerator of the sales factor 
of the apportionment formula? 
Outcome: The taxpayer sufficiently 
proved that it ·satisfied the Commerce 
Clause's substantial nexus require
ment through its showing that its 
sales representatives entered the 
destination states for ten business 
days each year. The presence of 
independent sales representatives 
acting on behalf of the taxpayer in 
the destination states also supports 
this conclusion. The Court rejected 
the Department's assertion that 
throwback can be avoided only if 
the taxpayer's sales force resides 
and continuously solicits sales in 
the destination states. 

Tax: UseTax 
Case: International Business 
Machines v Dep't of Treasury, 
220 Mich App 83; 558 NW2d 456 
(11/12/96) 
Court/Tribunal: Michigan Court of 
Appeals 
Judge: Markman/McDonald/ 
Matuzak 
Issue: Whether, in instances in 
which a taxpayer-manufacturer 
consumes its own product in its 
business activities, the taxpayer 
must compute its use tax base using 
a finished inventory value? 
Outcome: A manufacturer-con
sumer may determine "price" on the 
basis of the raw materials and com
ponents cost of the goods it manufac
tures and devotes to its own use. 

Tax: User Fees 
Case: Bolt v City of Lansing, 
Mich App ; NW2d -
(1/13/97) - - -
Court/Tribunal: Michigan Court of 
Appeals 
Judge: Saad/Wahls/Dissent by 
Markman 
Issue: Whether charges exacted by 
the City of Lansing to cover the cost 
of separating sewage and stormwater 
systems constitute a tax that must be 
approved by voters under Const 1963 
art 9, § 31? ' 
Outcome: The charge is not a tax, 
but a user fee. 

Tax: 90-Day Limitation Period 
Case: American States Ins Co v 
Dep't of Treasury, __ Mich App 
_; _ NW2d _ (12/20/96) 
Court/Tribunal: Michigan Court 
of Appeals 
Judge: Bandstra/Sawyer/Talbot 
Issue: Does Michigan's 90-day 
limitations period [MCL 205.27a(6); 
MSA 7.657(27a)(6)] violate due 
process or equal protection 
guarantees? 
Outcome: As the Court stated, 
"the ninety day limitation period 
found in§ 27a(6) is a constitutionally 
valid limitation on plaintiffs' post
deprivation remedy''; the trial court 
correctly applied the rational basis 
test in rejecting plaintiffs' equal 
protection claims. 

Tax: Property Tax - House 
of Public Worship Exemption 
Case: Michigan Conference 
Association of Seventh-Day 
Adventists v Holly Twp, MTT 
Docket No. 170822 (9/3/96) 
Court/Tribunal: Michigan Tax 
Tribunal 
Judge: Shinkle; proposed judgment 
by Neumann 
Issue: Does property owned by a 
religious entity used for a short-term 
annual camp convocation qualify for 
exemption from ad valorem real 
property taxation under the house 
of public worship exemption? 

State and Local 
Tax Update 

Recent 
Cases 

27 



State and Local 
Tax Update 

28 

Outcome: The "quantum of use" 
test set forth in Lake Louise Chris
tian Community v Hudson .Twp, 10 
Mich App 573; 159 NW2d 849 (1968) 
does not apply to preclude application 
of the house of public worship exemp
tion under the circumstances of this 
case; instead, a two-part test applies, 
requiring a determination of whether 
the property is used by the exemption 
claimant, and if so, whether the 
use furthers the objectives of the 
religious organization. Petitioner 
satisfies both elements of this test 
and therefore the property is eligible 
for exemption as a house of public 
worship. 

Tax: Single Business Tax -
Corporate Officer Liability 
Case: Postma v Michigan Dep't of 
Treasury, MTT Docket No. 221652 
(9/3/96) 
Court/Tribunal: Michigan Tax 
Tribunal 
Judge: Hughes 
Issue: Does petitioner have liability 
for the unpaid taxes of the corpora
tion as a responsible corporate 
officer? 
Outcome: Petitioner has personal 
liability for the unpaid taxes of the 
corporation. Contrary to her asser
tions, she had substantial involve
ment in the fiscal affairs of the 
corporate enterprise and signed 
returns and checks in payment 
of taxes owed by the corporation. 
GMAC's on-site monitoring role as 
a secured creditor of the corporation 
does not defeat the assessment as 
issued to petitioner. 

Tax: Property Tax - Valuation 
Case: SGOS Investment Co v Orion 
Twp, MTT Docket No. 195010 (9/11/ 
96) 
Court/Tribunal: Michigan Tax 
Tribunal 
Judge: Morrow 
Issue: Is the highest and best use of 
the subject vacant residential parcels 

Michigan Tax Lawyer-1st Quarter 1997 

as speculative investment properties? 
Outcome: Petitioner's appraiser 
correctly determined that the subject 
properties are not feasibly developed 
under the zoning in place, and that 
their highest and best use is as 
properties speculatively held pending 
a change in market conditions. The 
Tribunal accepted the market ap
proach as the best determinant of 
value, and achieved an independent 
derivation of cash value based on the 
evidence adduced at hearing. 

Tax: Property Tax -·Charitable 
Exemption 
Case: Mt. Zion Temple v Waterford 
Twp, MTT Docket No. 214501 
(8/20/96) 
Court/Tribunal: Michigan Tax 
Tribunal 
Judge: Dean 
Issue: Does property owned by a 
religious entity used for a recre
ational facility qualify for exemption 
from payment of ad valorem property 
taxes under MCL 211.7o; MSA 7.7(4-1)? 
Outcome: No exemption is available 
to the church for the facility in ques
tion because it failed to satisfy the 
fourth criteria of the Engineering 
Society test, i.e., a demonstration that 
the building and other properties are 
occupied by it solely for the purposes 
for which it was incorporated. In 
addition, although the Tribunal 
indicated that the exemption claim
ant satisfied the second element of 
the Engineering Society test, i.e., it 
showed that it qualified as a chari
table or benevolent institution, one 
of the bases on which the Tribunal 
denied the exemption was that, 
insofar as this property was con
cerned, the petitioner did not provide 
a charitable gift. 

PATRICK R. VAN TIFLIN and MICHELE L. 
HALLORAN, members of the law firm of 
Howard & Howard Attorneys, P.C. in 
Lans1ng, prepared the state tax case 
summanes in this issue. 



Michigan Tax Lawyer-1st Quarter 1997 

Bounty Hunting Comes to Michigan: 
The Municipal Tax Bureau and the City Income Tax 
in Pontiac, Saginaw and Highland Park 
by: George W. Gregory, 

Lee, Gregory & Sternberg, P.C. 

This article reviews the contingent 
fee based Municipal Tax Bureau's 
"Taxpayer Discovery Project" and 
developments involving contingent 
fee based contract auditors around 
the country. It also analyzes state
ments made by employees of the 
Municipal Tax Bureau and the 
attorney for the City of Pontiac with 
regard to its "Discovery Project." It 
reviews parts of the Michigan city 
income tax legislation, using the 
Pontiac city ordinance as an example 
of city implementation. The article 
suggests a course of action for those 
interested in contesting the "Tax
payer Discovery Project." 

The Municipal Tax Bureau 
''Taxpayer Discovery Project" 
In December, 1996, the Municipal 
Tax Bureau (MTB) mailed letters to 
attorneys, accountants, doctors and 
real estate agents notifying them 
that it represents the cities of High
land Park, Saginaw and Pontiac. 
The Municipal Tax Bureau letter 
explained that many cities have 
financial difficulties. In the past 
they tried to solve these problems 
by raising taxes or cutting services. 
Both induced businesses and resi
dents to relocate. Pontiac, Saginaw 
and Highland Park chose to retain 
the Municipal Tax Bureau to discover 
non-resident and resident businesses, 
employers and employees which do 
business, employ employees or work 
in those cities. The MTB letter 
constantly refers to "the Cities" 
(Pontiac, Saginaw and Highland 
Park). 

The MTB identified some busi
nesses, employers, employees and 
individuals as probably having a 

physical presence in the Cities. Its 
letter requires firms, partners, share
holders and employees to file re
quired Pontiac income tax returns for 
the years 1990 through 1995. If they 
do so by February 28, 1997, the letter 
assures them that they will be 
treated as "self disclosure" taxpayers 
and this "allows for the abatements 
of all penalties and the waiver of 
potential fines." 

The Municipal Tax Bureau recog
nizes that the Cities did not "aggres
sively enforce" nonresident income 
taxation in the past. Therefore, they 
have made this offer in the hopes 
that not only the addressed attor
neys, accountants, real estate agents 
and doctors will file tax returns with 
them, but also others will come 
forward on a true "self-disclosure" 
basis. If they do not come forward 
by February 28, 1997 then MTB will 
treat them as "discovered" taxpayers, 
subject not only to the basic tax but 
also interest, penalties and fines. 
The Municipal Tax Bureau also 
encouraged lawyers and accountants 
to review their client lists and advise 
their clients to comply with the city 
income taxes. 

1996 National Association of State 
Bar Tax Sections Annual Conference 

"Creative Tax Administration: 
Expanding the Tax Base Through 
Aggressive New Practices," was the 
topic of a panel discussion on October 
26, 1996 at the National Association 
of State Bar Tax Sections Annual 
Conference. Presenters included 
John L. Coalson, Jr., Esq., of Alston 
& Bird, Atlanta, GA; Harry Rubin, 
Esq., of Barley, Snyder Senft & 
Cohen, Harrisburg, P A; Kendall L. 
Houghton, Esq., General Counsel, 
Committee on State Taxation, Wash
ington, D.C. and Kenneth R. Emery, 
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Esq., Senior Tax Analyst, Municipal 
Tax Bureau, Philadelphia, P A. 

Kenneth Emery explained that the 
Municipal Tax Bureau is a contin
gent fee contract auditor. Southeast
ern Pennsylvania has a long standing 
tradition of employing contract 
auditors for gross receipts taxes. Mr. 
Emery regards income taxes as gross 
receipts taxes. His basic approach 
and attitudes were consistent with 
those found in the "Taxpayer Discov
ery Project" letter described above. 
He explained that they typically offer 
a "quasi-amnesty" period followed by 
enforcement. The typical targets are 
parties who reside or have their 
principal place of business outside 
of the city they represent. They do 
research to establish probable cause 
for constitutional nexus of taxation. 
The Municipal Tax Bureau makes 
contact on its letterhead. The letter 
explains what the Municipal Tax 
Bureau is and what it is attempting 
to do. If they get no response they 
estimate an amount and an assess
ment follows. Mr. Coalson related 
that such contract auditors always 
overestimate, and questioned the 
good faith of consistent overesti
·mates. 

Mr. Emery explained that munici
palities can best control their costs 
by using contingent fee contract 
auditors whose fees are based on 
collections. In contrast, John. L. 
Coalson, Jr., Esq., felt that contin
gent fee auditors were inherently 
suspect. See discussion about 
contingent fee auditors below. Mr. 
Emery related that the Municipal 
Tax Bureau was then litigating its 
right to a contingent fee in Chester, 
Pennsylvania. 

A lot of discussions revolved 
around the following issues: (1) is tax 
enforcement a governmental function 
which can be contracted out, and (2) 
if so, can it be delegated on a contin
gent fee arrangement? 

Michigan Tax Lawyer-1st Quarter 1997 

Contract and Contingent 
Fee Auditors 

At the 1996 National Association 
of State Bar Tax Sections Annual 
Conference John Coalson related the 
Georgia experience with contingent 
fee contract auditors which resulted 
in the Georgia Supreme Court hold
ing such contracts void as against 
public policy. 1 The Georgia Supreme 
Court felt that the people are entitled 
to fair and impartial tax assess
ments. It concluded that when 
private organizations have a finan
cial stake in the outcome of what is 
supposed to be a fair and impartial 
determination, it violates public 
policy. However, in subsequent cases 
the Georgia Supreme Court has 
allowed contract auditors who merely 
represented to taxing authorities that 
their services would more than pay 
for themselves as not violating public 
policy. 

Some states legislatures have 
authorized contract auditors, others 
have not.2 

Contract auditors are not unknown 
to Michigan Courts. In General 
Motors Corp. v. State Tax Comm'n., 
200 Mich. App. 117 (1993), the City 
of Warren believing that General 
Motors was not reporting all of its 
tangible personal property hired an 
accounting firm to conduct an audit. 
The Court of Appeals held that 
statutory authority existed for "a 
duly authorized representative" to 
examine property, books and records 
of any person owning property liable 
to assessment. However, it distin
guished the Georgia case, and others, 
by noting that: 

Unlike those cases, the present 
case does not involve a contingent 
fee arrangement, nor is [the contract 
auditor] afforded the discretion to 
choose the target of the audit. 

Query: Will the Michigan Court 
of Appeals reach the same conclusion 
when the fee is a contingent fee 
arrangement in which the contract 
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auditor uses its discretion to chose 
the targets of the audit. 

Discussion with James Rocchio 
and the City of Detroit 
On February 3, 1997, your author 
spoke to James Rocchio, attorney for 
the City of Pontiac in this matter. 
Mr. Rocchio thinks the point should 
be fairness and equity in sharing tax 
burdens. Mr. Rocchio gave examples 
of City of Detroit based attorneys 
who tell the City of Detroit that it 
should not collect for the Pontiac part 
of their income, but don't pay any 
taxes to Pontiac. Detroit·Mayor 
Dennis Archer's January, 1997 
annual State of the City speech 
alluded to Detroit adopting a similar 
program. Mr. Rocchio indicated that 
the City of Detroit would probably 
employ a combination of another 
service provider and city employees. 
Your author has discussed this with 
employees of the City of Detroit who 
indicated the City is still deciding the 
best way to identify and collect simi
lar unpaid City of Detroit income tax. 

Penalties, lnterest.and Fines 
Unpaid taxes accrue interest at 1/2% 
(.005) per month,3 the equivalent of 
6% a year. The Municipal Tax Bu
reau does not offer to abate any 
interest. However, if one fails to file 
a return, pay the tax or remit with
holding, the penalty is 1% per month 
up to 25%.4 If any interest or penalty 
applies, the minimum amount of 
$2.00 applies.5 The Municipal Tax 
Bureau offers to abate penalties and 
fines. 

Fines are part of the criminal 
enforcement system. Each of the 
following is a misdemeanor, punish
able by 90 days in jail or a $500 fine 
or both:6 

(a) Wilful failure, neglect or refusal 
to file a return required by the 
ordinance. 

(b) Wilful failure, neglect or refusal 
to pay the tax, penalty or inter
est imposed by the ordinance. 

(c) Wilful failure of an employer or 
person to withhold or pay to the 
city a tax as required by the 
ordinance. 

(d) Refusal to permit the city or an 
agent or employee appointed by 
the administrator in writing to 
examine the books, records and 
papers of a person subject to the 
ordinance. 

(e) Knowingly filing an incomplete, 
false, or fraudulent return. 

(f) Attempting to do or doing any
thing whatever in order to avoid 
full disclosure of the amount of 
income or to avoid the payment 
of any or all of the tax. 

It is not unprecedented, but highly 
unusual for prosecutors to expand 
interpretations of the civil law, and 
then impose criminal penalties. 
However, it is even more unusual for 
this to happen in the tax arena. It is 
not unrealistic to expect the Munici
pal Tax Bureau to assert the 25% 
civil penalty on unfiled tax returns 
that are more than 24 months late. 
It would not be unrealistic to see 
some or all of the civil penalties 
upheld. Often penalties are negoti
ated on the court house steps. 

Actions of the County 
Bar Associations 
The Saginaw and Oakland County 
Bar Association Presidents are 
attempting to negotiate extensions 
and/or per capita fees for past years. 
Many attorney member of those 
associations think the Municipal Tax 
Bureau is reading the uniform city 

·income tax ordinance much more 
broadly than it had been in the past, 
and more broadly than was ever 
intended. Some have suggested 
litigation, others have suggested 
legislation. 

What To Do? 
Those with past experiences in this 
area advise the following course of 
action:7 
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(1) Read the legislation,8 (for 
example Pontiac Ordinance 
1573 § 74 proclaims that "infor
mation gained .... is confidential 
except for official purposes in 
connection with the administra
tion of the ordinance and except 
in accordance with a proper 
judicial order." Query: if the 
information is supposed to be 
shared by the Municipal Tax 
Bureau with different cities 
how is it confidential? The 
author does not claim this 
analysis of the legislation is 
exhaustive.) 

(2) Analyze public policy and 
constitutional issues (this has 
not been done in this article, 
or elsewhere to the author's 
knowledge), 

(3) Obtain a copy of the auditors 
contract (possibly under the 
appropriate Freedom of Infor
mation Act or as a result of 
judicial action), 

( 4) Ascertain if there is any statu
tory or judicial authority for the 
contractor's proposed course of 
conduct, 

(5) Analyze procedural compliance 
under state law and under the 
contract, 
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(6) Even if the entire process is 
legal, request confidentiality 
agreements with the contract 
auditor if one wishes to retain 
confidentiality of the informa
tion, and 

(7) Remain vigilant and contact the 
governmental entity (City of 
Pontiac) about any aggressive 
positions, mistakes or other 
problems. 

GEORGE W. GREGORY is a shareholder 
in Lee, Gregory & Sternberg, P.C. located 
in Birmingham, Michigan. The firm 
specializes in tax planning, estate planning, 
and business planning. It also provides 
tax compliance, tax controversy, business 
merger and acquisition, business forma
tion, business dissolution, and probate 
services. Before joining the law firm 
George was a professor at Wayne State 
University School of Business where he 
taught tax undergraduate and graduate tax 
classes. He wi!l.s also a Revenue Agent 
with the Internal Revenue Service from 
1972 through 1980. He has served in a 
variety of positions in the Taxation Section 
of the State Bar of Michigan, where he was 
involved with the repeal of the Michigan 
Inheritance Tax. George is currently the 
Vice Chair of the Taxation Section of the 
State Bar of Michigan. 

-----------------------------FOOTNOTES-----------------------------
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2. 

3. 

4. 

5. 

6. 

7. 

8. 

Sears, Roebuck and Co. v. Parsons, eta/., 260 Ga. 824 (1991). 

See Jean Gordon Carter, Esq., and David A. Agosto, Esq., "Contract Tax Auditors: The Tale of the Tax 
Ferret," Mutistate Tax page 189 at 191-192 (June 28, 1996, Tax Management Inc., a subsidiary of BNA), 
also see Union Pacific Resources Co. v. Wyoming, 839 P.2d 356 !yJy., 1992). 

For example, Pontiac Ordinance 1573, § 82(1 ), , this is based on § 82 of the Uniform City Income Tax 
Ordinance, MCL § 141.682, MSA § 5.3194(92). 

For example, Pontiac Ordinance 1573, § 82(2), this is based on § 82 of the Uniform City Income Tax 
Ordinance, MCL § 141.682, MSA § 5.3194(92). 

For example, Pontiac Ordinance 1573, § 82(2), , this is based on § 82 of the Uniform City Income Tax 
Ordinance, MCL § 141.682, MSA § 5.3194(92). 

For example, Pontiac Ordinance 1573, § 99, , this is based on § 99 of the Uniform City Income Tax 
Ordinance, MCL § 141.699, MSA § 5.3194(109). 

Jean Gordon Carter, Esq., and David A. Agosto, Esq., "Contract Tax Auditors: The Tale of the Tax Ferret," 
Mutistate Tax page 189 at 191-192 (June 28, 1996, Tax Management Inc., a subsidiary of BNA). 

Neither the City Income Tax Act, MCL § 141.501, MSA § 5.3194(1), et subseq., nor the Uniform City 1~ Income Tax Ordinance, MCL § 141.601, MSA § 5.3194(11) directly address the use of contract auditors, \-) 
contingent or otherwise. Although the Michigan legislature enacted some minimum taxpayer protections in 
P.A. 1993, No. 13, effective April1, 1993, these rights do not appear to directly extend to city income taxes. 


