
Volume XXIV, lssue1 FirstQuarter1998 

TABLE OF CONTENTS 

CHAIRPERSON'S LETTER TO TAXATION SECTION MEMBERS 

REPORTS FROM THE COMMITTEES 

Corporation Committee 
Employee Benefits Committee 
Estates & Trusts Committee 
International Tax Law Committee 
Partnership Committee 
Practice & Procedure Committee 
State & Local Tax Committee 

FEATURE ARTICLES 

Recent Developments in Family Limited Partnerships 

2 

5 
5 
5 
6 
6 
7 
8 

and Limited Liability Companies 9 

By: Anthony Ilardi, Jr. 

Mail Order Sales: Can Michigan Solve its Use Tax Dilemma? 19 

By: Mitchell Bean and Marjorie Bilyeu 

STATEANDLOCAL TAXUPDATE 

Recent Cases 

SHORT SUBJECTS 

Beware: A Charging Order May Not Provide 
All The Protection You May Think 

By: Anthony Ilardi, Jr. 

24 

28 



MICHIGAN TAX LAWYER 
'i- iiFJ 

STATE BAR~~-r¢;(.-.··;~[\. OF MICHIGAN 
:.~~f 

-'9.~~ 

The Michigan Tax Lawyer is a quarterly publication of the Taxation Section of the State Bar of 
Michigan that is designed to be a practical and useful resource for the tax practitioner. Features 
include concise reports in a uniform format from the Section's committees, practitioner articles 
with the ''how to" approach, news of events and of other Section members, and "Short Subjects" 
providing helpful practice information. 

Input from members of the Taxation Section is most welcome. Our publication is aimed toward 
involving you in Section activities and assisting you in your practice. If you have suggestions or 
an article you wish to have considered for publication, please contact Edward M. Deron, Esq., 2500 
Buhl Building, Detroit, Michigan 48226 (313) 963-~625. 

GREGORY V. DiCENSO 

ERIC T. WEISS 
Editor 

Publication Committee 
EDWARD M. DERON AARON H. SHERBIN. 

State Bar of Michigan Taxation Section Council 
GEORGE W. GREGORY ROBERT R. STEAD JOSEPH A. BONVENTRE 

Chairperson Vice Chairperson Treasurer 

Eric T. Weiss 
Gregory A. Nowak 
Eric M. Nemeth 

JAMES H. NOVIS 
Secretary 

STEPHEN M. FELDMAN 
Ex-Officio 

Gary Schwarcz 
Edward M. Deron 

Anthony Ilardi, Jr. 

Editor's Assistant 
Sue A. Woodcock 

Subscription Information 

.APR 1 3 1998 

William E. Sider 
Edward D. MacDonald 

Sherrill Siebert 

The Michigan Tax Lawyer (ISSN 0899-2460), (USPS 093930) is published quarterly by the 
Taxation Section, State Bar of Michigan, 817 N. Gainsborough, Royal Oak, Michigan 48067. 
Subscription fee of $5.00 is included in the $30.00 annual Taxation Section membership fee. 
Periodicals postage paid at Royal Oak, Michigan. POSTMASTER: Send address changes to 
Michigan Tax Lawyer, Membership Records, Taxation Section, State Bar of Michigan, 306 
Townsend, Lansing, Michigan 48904. · 

Change of Address 
Individual subscribers should send notification in writing to: Michigan Tax Lawyer, Member

ship Records, Taxation Section, State Bar of Michigan, 306 Townsend, Lansing, Michigan 48904. 

Citation Form 
The Michigan Tax Lawyer may be cited as follows: (Vol.)(lssue) MI Tax L. (Page)(Qtr. and Yr.). 

Disclaimer 
The opinions expressed herein are those of the authors exclusively and do not necessarily reflect 

those of the Publication Committee, the Taxation Section Council or the Taxation Section. It is 
the responsibility of the individual lawyer to determine if advice or comments in an article are 
appropriate or relevant in a given situation. The Publication Committee, the Taxation Section 
Council and the Taxation Section disclaim all liability resulting from statements and opinions 
contained in the Michigan Tax Lawyer. 



CHAIRPERSON 

GEORGE W. GREGORY 
300 WABEEK BLDG, 
280 W. MAPLE AD. 
BIAMINGHAM 48009-1738 
(248) 646-4200 

VICE-CHAIRPERSON 

ROBERT R. STEAD 
SUITE200 
2861 CHAALEVOIX DA., S.E. 
GAAND AAPIDS 49646-7048 
(616) 949-2300 

TREASURER 

JOSEPH A. BONVENTRE 
500WOODWAADAVE_, #3500 
DETAOIT 48226-3436 
(313) 965-8293 

SECRETARY 
JAMES H. NOVIS 

2290 FIAST NATIONAL BLDG_ 
DETAOIT 49226-3583 
(313) 256-7940 

COUNCIL 

EDWARD M. DERON 
(313) 963-9625 

ANTHONY ILARDI, JR. 
(248) 203-0700 

EDWARD D. MacDONALD 
(248) 512-3064 

ERIC M. NEMETH 
(248) 357-3010 

GREGORY A. NOWAK 
(248) 723-3631 

GARY SCHWARCZ 
(248) 855-8808 

WILLIAM E. SIDER 
(313) 961-8380 

SHE RILL A. SIEBERT 
(313) 256-7502 

ERICT. WEISS 
(248) 355-5000 

EX-OFFICIO 

STEPHEN M. FELDMAN 
(248) 855-6500 

COMMISSIONER LIAISON 
ALFRED M. BUTZBAUGH 

(616)983-0191 

COMMITIEE CHAIRPERSONS 
CORPORATION 

JAY A. KENNEDY 
(313) 963-2500 

EMPLOYEE BENEFITS 
CHARLES M. LAX 

(248) 827-1877 

ESTATES AND TRUSTS 
GREGORY V. Dl CENSO 

(248) 258-3049 

INTERNATIONAL 
DAVID WUNDER 

(313) 446-7249 

PARTNERSHIP 
THOMAS B. SPILLANE 

(248) 203-0754 

PRACTICE AND PROCEDURE 
AARON H. SHERBIN 

(248) 855-6500 

STATE AND LOCAL 
MICHELE L. HALLORAN 

(517)485-1483 

PROGRAM FACILITATOR 
KELLIS. WEISS 

1861 CHAAAINGTON 
WEST BLOOMFIELD, Ml48324 
(248) 682-8205 

TAXATION SECTION 

OF MICHIGAN 

Dear Taxation Section Members: 

Historically the State Bar ofMichigan spoke for the "organized" bar. Due to 
the compulsive nature oflawyers' membership in the State Bar and decisions by the 
U.S. and Michigan Supreme Court, this is no longer true. Instead, any bar leadership 
in tax matters in Michigan is placed on organizations like the Taxation Section. 
While the executive branch's interpretive and administrative decisions have 
immediate, practical impact on tax decisions and thus reflect tax policy, tax law 
primarily comes from the legislative branch of government. However, the executive 
branch's interpretive and administrative decisions also influence the direction oftax 
policy. Of course the judiciary is the final arbiter of the meaning of all tax 
legislation. 

The Taxation Section has a choice, to abstain or to be involved. Abstinence 
is a lot less work. Members will not be questiqned by a client regarding a member's 
involvement or influence. No compromises will have to be made with affected 
persons, special interest groups or those with whom we disagree. Involvement, in 
contrast raises the possibility that we can make constructive suggestions which could 
result in a fairer, more efficient tax system, which is better designed to raise revenues 
and benefit the people of the State ofMichigan. The first president of the State Bar 
of Michigan, Roberts P. Hudson, is often quoted as saying, "No organization of 
lawyers can long survive which has not for its primary object the protection of the 
public." From a personal perspective, my involvement in repealing our former 
Inheritance Tax Act was a satisfying experience. The replacement of our old 
inheritance tax with a "pick up" tax was in the best interests of the people of the 
State of Michigan. 

The Section is getting more involved in administrative advice to the Michigan 
Department of Treasury and in the drafting of proposed legislation. Eric Weiss 
represents the section on the individual tax "Commissioner's Advisory Committee" 
and Gregory Nowak is represents the Section on the business tax "Commissioner's 
Advisory Committee." Alan Valade chairs a committee which will propose 
legislation to reflect the impact of Limited Liability companies on Michigan taxes. 
Our Section and the Business Section formed the Committee. David Kirvan adds 

perspective for the Michigan Department of Treasury. In tax law there are usually 
winners and losers. We do not want to create winners and losers, but, instead want 
to help create and implement good tax policy. Good tax policy may conflict with 
the preferences of somt;: of our clients in some situations. To further our goal of 
suggesting good tax policy, Eric Nemeth and James Novis are drafting proposed 
ethical standards with a view towards adoption by our Taxation Section. They are 
drawing from standards of the Taxation Section of the American Bar Association, 
and other bar organizations. These ethical standards share common roots with the 
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Michigan Rules of Professional Conduct, such as the American Bar Association 
Model Rules. At the moment the section is not active in the judicial arena, nor do we 
expect any in the immediate future. We appear to have enough new material to 
digest as it is. 

Despite assuming new responsibilities the regular activities of the Taxation 
Section continue. Gregory Nowak, who is in charge of the Summer Tax 
Conference, has sent out invitations to this years conference June 19th and 201

h at the 
Grand Traverse in Acme, Michigan. By now you too should have received an 
invitation and a brochure. If you haven't, call me and I will see that you get one. 
One new speaker, Ken Kies, the former Chief of Staff of the Joint Committee on 
Taxation, will discuss the most recent deyelopments in, "Federal Tax Reform." As 
the President's Green Book has stimulated a lot of discussion at my office. It will be 
interesting to hear what Ken has to say and predict. Jerry August, a repeat speaker, 
will address, "The Perfect Flow Through Entity," for both income and estate tax 
purposes. I pnderstand that Andy Katzenstein, who usually brings at least two good 
jokes with him from California, has actually found something useful in "The New 
Family-Owned Business Exclusion from Estate Taxes." I hope David Rosenberger 
brings his spreadsheet analysis with him on "Planning Retirement Distributions." In 
the past, he has dazzled me with how much or how little impact some decisions can 
make in retirement planning. In keeping with our expanded state tax involvement, 
B.D. Copping will give us a "Michigan Tax Update." Jeffrey Risius will discuss 
"Business Valuation" in a variety of tax planning and tax controversy contexts. With 
the growing emergence of the LLC as an entity of choice, David May's "Current 
issues in Mergers, Divisive Reorganizations and LLCs" will be timely. Each 
Committee will present "hot topics." Of course the annual golf outing and barbecue 
traditions will also continue. 

On a final note, the seven year tenure ofKaren Nizol, the Taxation Section's 
Program Facilitator, is coming to a close. It began when her children were younger 
and continued through one son entering college and the other looking at college. She 
is now ready to try new activities and has resigned. As everyone who has worked 
with her will agree, Karen served in her position with the utmost degree of 
professionalism and efficiency, and will be missed. Karen, please accept this as our · 
thanks for your years of service. We wish you well in your future endeavors. 

Kelli Weiss will be the Taxation Section's new Program Facilitator. After 
interviewing a variety of candidates, we found this Michigan State University 
graduate well suited for the facilitator position. She has worked as a paralegal in a 
law firm environment and has some knowledge ofthe Taxation Section. Kelli looks 
forward to an efficient transition in taking over as Program Facilitator. Welcome 
Kelli! 

This letter is getting long. Space constrai~ts prevent me from addressing the 
work being done by counsel members and committee chairpersons. Please know that 
your hard work is both recognized and appreciated. 

TAXATION SECTION . 

)j~AJ'1W~~ 
George W. Gregory, Chairperson 
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Report of the 
Corporation Committee 
Jay A. Kennedy, Chairperson 
Abbott, Nicholson, Quilter, 
Esshaki & Youngblood, P.C. 
One Woodward Avenue, 19th Floor 
Detroit, Michigan 48226 
(313) 963-2500 

Recent Activities 
At the time of the submission of this 
report, the Corporation Committee 
has scheduled a joint meeting with 
the Partnership Co;m.mittee, the 
Estates and Trusts Committee 
and the Real Property Law Section 
Committee on Federal Tax Aspects of 
Real Estate Transactions, on March 
26, 1998 at 3:30 p.m. The meeting 
will be held at the offices of Dykema, 
Gossett at 1577 North Woodward, 
Suite 300 in Bloomfield Hills. A 
primary topic at this meeting will be 
"Current Partnership Tax Issues and 
Drafting Strategies Relating to Fam
ily Limited Liability Companies and 
Family Limited Partnerships," includ
ing the recent Clinton administration 
proposals to limit minority and mar
ketability discounts. Speakers Will 
include valuation expert Jeff Risius 
of Stout, Risius & Ross, and Tony 
Ilardi of Dykema, Gossett. 

Report of the Employee 
Benefits Committee 
Charles Lax, Chairperson 
Maddin, Hauser, Wartell, Roth, 
Heller & Pesses 
24800 Northwestern Highway 
Third Floor 
Southfield, Michigan 48034 
(248) 827-1877 

1. Chairperson's Message. 
The most recent meeting of the 
Employee Benefits Committee was 
held on January 21, 1998, at the 
Novi Hilton Hotel. Approximately 
75 members and guests were in 

attendance. The meeting was pre
ceded by a luncheon honoring the 
featured speaker for the program, 
Alan Tawshunsky. Mr. Tawshunsky 
serves as Special Counsel to Assoc
iate Chief Counsel (EB/EO). Mr. 
Tawshunsky's presentation included: 

A. A description of the function 
and operation of Chief 
Counsel's Office. 

B. A description of the process 
through which regulations 
and other guidance is issued by 
the Internal Revenue Service. 

C. Comments concerning the most 
recently issued guidance from 

~ the Internal Revenue Service 
pertaining to taxation of quali
fied retirement plan loans, 
distributions to pla:n partici
pants commencing at age 701/2, 
minimum distribution rules 
applicable to trusts as benefic
Hiries, and the opening of the 
Internal Revenue Service's 
Determination Program for 
amendments under the Small 
Business Job Protection Act of 
1996 and the Taxpayer Relief 
Act of1997. 

2. Future Meetings. 
A joint meeting will be held on 
April 1, 1998 between the Employee 
Benefits Committee and the Estates 
and Trusts Committee of the Section 
of Taxation. The program will focus 
upon the income tax and estate 
planning tax consequences of distri
butions from qualified retirement 
plans and IRAs. Included in the 
presentation will be an analysis of 
ROTHIRAs. . 

Reports 
from the 
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from the 
Committees 

Report of Estates 
and Trusts Committee 
Gregory V. Di Censo, Chairperson 
Miller Canfield, Paddock & Stone 
1400 N. Woodward, Ste. 100 P.O. 
Box 2014 
Bloomfield Hills, Ml-48303-2014 
(248) 258-3049 

1. Chairperson's Message. 
The Committee is continuing to 
monitor federal legislative changes 
regarding estate and gift tax matters. 
Further discussion of the recently
enacted Taxpayer Relief Act of 
1997, as well as proposed "technical 
corrections" thereto, will be topics 
for upcoming Committee Meetings. 

2. Recent Activities. 
At the time of the submission of this 
report, the following meetings of 
the Committee have been scheduled: 
(i) March 11, 1998 at the First of 
America Trust Office in Birmingham, 
where Mike Love will make a presen
tation on various provisions of the 
1997 Tax Act affecting small busi
nesses and fiduciary income tax 
returns; (ii) April 1, to be held at 
the Kingsley Inn Conference Room 
in Blcomfield Hills, a joint meeting 
with the Employee Benefits Commit
tee on employee benefits and distri
bution planning and the need to 
appropriately "tailor" estate planning 
documents for estate plans with 
significant employee benefits so that 
marital deductions and other tax 
planning devices may be applied 
to such qualified plan distributions. 
Possible future meeting topics are: 
a presentation from a corporate trust 
and estate administration depart
ment to present, from a practical 
approach, probate and death tax 
issues from a corporate fiduciary 
standpoint and how practitioners 
and corporate fiduciaries can work 
together effectively. 

Michigan Tax Lawyer-1st Quarter 1998 

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

1. Recent Activities. 
At the time of the submission of this 
report, the next sponsored meeting of 
the International Tax Committee of 
the State Bar Association is sched
uled for March 26, 1998. The feature 
topic will focus on Planning Opportu
nities for "Customs" Valuation and an 
update of the latest release (Feb. '98) 
by U.S. Customs on the new "Recon
ciliation Prototype" for U.S. imports. 
The featured speakers will be James 
W. Clarke - Director of Customs & 
International Trade for Coopers & 
Lybrand's Michigan/Ohio region and 
Domenick Gambardella - Director of 
Customs & International Trade for 
Coopers & Lybrand for the United 
States. Both Jim and Domenick have 
spent the past ten years assisting 
companies in achieving the lowest 
legal customs value for imports while 
meeting their compliance obligations. 

Report of the Partnership 
Committee 
Thomas B. Spillane, Jr., Chairperson 
Dykema Gossett PLLC 
1577 North Woodward Avenue, Ste. 300 
Bloomfield Hills, Michigan 48304 
(248) 203-0754 

1. Recent Developments. 
A common estate planning technique 
being used is for individuals to con
tribute active or passive assets (in
cluding marketable securities) to a 
family limited partnership ("FLP") 
or family limited liability company 

(I 

( 

( 



Michigan Tax Lawyer-1st Quarter 1998 

("FLLC"). In turn, the individual 
would gift of minority interests to 
family members and claim sizable 
minority and marketability discounts 
for gift and estate tax purposes. 
These discounts generally range from 
20-50% on the underlying asset value. 

In response to perceived abuses in 
this area, President Clinton's recent 
budget request includes a proposal to 
eliminate valuation discounts on gifts 
of minority interests in FLPs and 
FLLCs. Under proposal, interests 
in entities would be required to be 
valued for transfer tax purposes at 
a proportional share of tl}e net asset 
value of the entity to the 'extent that 
the entity holds readily marketable 
assets (including cash, cash equiva
lents, foreign currency, publicly 
traded securities, real property, 
annuities, royalty-producing assets, 
non-income producing property such 
as art or collectibles, commodities, 
options and swaps) at the time of the 
gift or death. To the extent the FLP 
or FLLC conducts an active business, 
the proposal would not limit the 
valuation discounts. The proposal 
also states that no inference is in
tended as to the propriety of these 
discounts under current law. The 
proposal would be effective for trans
fers made after the date of enactment. 

Based on the prospective enact
ment date (assuming the proposal is 
ever enacted into law), there is still 
a window of opportunity for using 
FLPs and FLLCs for estate planning 
purposes. The article submitted 
by Anthony Ilardi on behalf of the 
Partnership Committee in this 
quarter's publication of the Michigan 
Tax Lawyer entitled "Recent Develop
ments in Family Limited Partner
ships and Limited Liability Compa
nies" is very informative and valuable 
reading for any attorneys practicing 
in this area. 

2. Recent Activities. 
See report of Corporation Committee. 

Report of the Practice 
and Procedure Committee 
Aaron H. Sherbin, Chairperson 
Finkel, Whitefield, Selik, Raymond, 
Ferrara & Feldman, P.C. 
32300 Northwestern Hwy., Ste. 200 
Farmington Hills, Michigan 48334 
(248} 855-6500 

1. Recent Activities. 
At the time of the submission of this 
report, the next meeting of the Prac
tice and Procedure Committee is the 
State Bar/IRS Liaison Meeting which 
is scheduled for Thursday, March 26, 
1998 at the Crown Plaza Hotel (for
rrl:erly the Pontchartrain Hotel) from 
2:00 p.m. to 4:00 p.m. My last report 
indicated that this meeting was to 
take place in February. Due to sched
uling conflicts, we had to change the 
meeting date. I apologize for any 
inconvenience this may have caused. 

2. Michigan Tax Lawyer 
Article. 

The Practice and Procedure Commit
tee is required to submit an article for 
an upcoming Michigan Tax Lawyer 
by May 15, 1998. Ifyou have any 
interest in preparing and submitting 
an article on a tax practice and pro
cedure topic, please contact me. 

3. Future Meetings. 
· In planning future meetings, I would 

like the input from committee mem
bers on topics and issues of interest 
and/or desired speakers. Please 
contact me if you have an idea for 
a topic and/or speaker for a future 
meeting. 

4. Recent Developments. 
The IRS recently issued announce
ment 97-111 which describes a 
process for quickly resolving certain 
IRS related disputes connected with 
a taxpayer's bankruptcy case without 
litigation. With this process, the IRS 
offers an administrative method to 
eliminate litigation by resolving 

Reports 
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IRS-related bankruptcy disputes that 
are raised by debtors against the IRS 
in bankruptcy court. The procedures 
set forth in the announcement pro
vide for a thorough review of the 
debtor's dispute with the IRS and 
offer an expedited appeal of any 
adverse determination. IRS repre
sentatives will have substantial 
authority to settle disputes under 
these procedures as well as the 
authority to make all appropriate 
changes to taxpayer accounts. 

The IRS now has new procedures 
regarding the sending of IRS collec
tion notices. Under the old proce
dure, the IRS sent five notices (each 
five weeks apart). The new proce
dure, depending upon whether the 
taxpayer is a business or an indi
vidual, is as follows: Business tax
payers will receive a first notice and 
then a final notice within five weeks. 
Individual taxpayers will receive a 
first notice, a second notice within 
five weeks and then a final notice in 
the next five weeks. As a result of 
the new procedures, it will be essen
tial for taxpayers and their advisers 
to respond promptly to the first 
notice. 

Chief Judge Mary Ann Cohen 
addressed the Court Procedures 
Committee of the American Bar 
Association Section of Taxation at a 
meeting in San Antonio, Texas. As 
part of her presentation, the Chief 
Judge provided the committee with 
some interesting Tax Court statistics. 
The Tax Court now has about 26 000 
cases pending, with 18,875 cases' in 
the regular category, 7,180 small 
cases, and 43 requests for declaratory 
judgment. In addition, although the 
Tax Court's inventory has declined 
steadily over the past two years, 
there is $33.1 billion dollars that 
remains in dispute before the Tax 
Court as of September 30, 1997. 

Michigan Tax Lawyer-1st Quarter 1998 

Report, of the State and 
Local Tax Committee 
Report provided by: 
Eric T. Weiss, Member of the 
Commissioner's Advisory Group (Individual) 
and Editor, Michigan Tax Lawyer 
Bassey and Selesko P.C. 
27777 Franklin Road, Ste. 
1400 Southfield, Michigan 48034-2379 
(248) 355-5000 

1. Recent Activities. 
The Commissioner of the Michigan 
~apartment of Treasury, B.D. Cop
pmg, has formed two Commissioner's 
Advisory Groups ("CAG"); one for 
individual tax matters and one for 
business tax matters. Gregory A. 
Nowak represents the CAG for busi
ness tax matters and I represent the 
CAG for individual tax matters. The 
first meeting of the CAG for individual 
tax matters took place in October 
1.997 which wa~ attended by 7 pr~cti
tloners and 6 h1gh ranking members of 
the Michigan Department of Treasury. 

The group reviewed 1997 proposed 
state tax forms, discussed use tax 
c?mpliance, power of attorney recogni
tion and new reporting guides for 
employers who hire employees after 
October 1, 1997. Floyd Schmitzer of 
the Treasury emphasized the impor
tance of electronic filing. 

The next meeting is scheduled to 
take place after tax season in 1998. 

Also see the Chairperson's Message 
by George W. Gregory for additional 
matters involving Michigan tax law. 

2. Michigan Tax Research Links. 
Marjorie Bilyeu of KPMG Peat 
Marwick LLP, who submitted a fea
ture article on behalf of this Commit
tee which appears in this issue of the 
Michigan Tax Lawyer, has developed, 
as part of a graduate tax research 
class taught by her at Wayne State 
University School of Business a web 
site for tax practitioners. The' Uniform 
Resource Locator ("URL") is: 

http://www.busadm.wayne.edu/mitax 

( ,) 
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Recent Developments in Family Limited 
Partnerships and Limited Liability Companies 
Anthony Ilardi, Jr.©1998 

Family limited partnerships have 
become popular and powerful tools to 
shift wealth to a younger generation 
with significant reductions in gift and 
estate taxes. Not surprisingly, the use 
of family limited partnerships - and 
now, family limited liability compa
nies - has drawn hostile attention 
from the Department of Treasury and 
Internal Revenue Service. Last year, 
the IRS issued a series of Technical 
Advice Memoranda that set forth its 
position on transfers for estate tax 
purposes, particularly where the . 
decedent made the transfers shortly 
before death. In December 1997, the 
IRS issued another TAM dealing with 
a gift tax issue. Also in 1997, a deci
sion in an estate tax case brought 
home the point that substance must 
follow form. 

The Clinton Administration has 
announced that it would seek legisla
tion to eliminate valuation discounts 
on transfers of interests in family 
limited partnerships except for "oper
ating businesses." These changes, if 
adopted, would be effective after 
enactment (rather than retroactively 
to the date of the announcement of 
the proposal). 

This article explores some of the 
tax and non-tax reasons family lim
ited partnerships and limited liability 
companies are powerful planning 
devices and then considers some of 
the recent rulings and cases. 

Why Family Limited Partnerships 
and Limited Liability Companies 
Make Sense 
One of the chief, but not only, reasons 
to use a family limited partnership 
("FLP") or family limited liability 
company ("FLLC") is to achieve gift 
tax savings. But tax savings are not 
the complete picture. An FLP or an 

FLLC can achieve very substantial 
non-tax advantages for a family. 

1. Valuation Discounts 
A direct transfer of an asset often will 
be subject to a significant gift tax. If, 
instead, the asset can be placed in an 

. entity which qualifies for discounts 
for lack of marketability, lack of 
liquidity or because it is a minority 
interest, gift tax savings may be 
significant. -

,Example: 
~ Grandmother owns marketable 

securities worth $6.0 million. 
She has five children, each of 
whom is to receive $1.0 million 
worth of securities. If, instead, 
she is able to place the securities 
in an FLLC, and then give gifts of 
limited liability company inter
ests to each grandchild, the 
limited liability company inter
ests should be worth significantly 
less than if she made a direct gift. 
Assume the discount is 40.0%. 
Instead of being taxed on gifts of 
$5.0 million, Grandmother will be 
taxed on gifts of only $3.0 million. 

2. Estate freezes 
Giving gifts removes the asset (and 
future appreciation) from the estate of 
the donor. But the gift itself does not 
stop the growth of the interests 
retained by the donor. In a carefully 
structured transaction, the donor 
may retain an interest that does not 
increase in value. These so-called 
"estate freezes" are subject to strict 
limitations imposed under Section 
2701 of the Internal Revenue Code 
but nonetheless remain a valuable 
estate tax reduction technique. 

3. Succession Planning 
The use of an entity can facilitate 
succession planning, especially where 
the family business currently consists 

Feature 
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of a variety of assets and entities. It is 
also possible to use an FLP or FLLC 
to ensure that the transferor divests 
himself or herself from a very sub
stantial portion of his or her estate 
(thereby shifting future appreciation 
to the next generation) but yet retains 
control of the business (or other 
assets) until retirement. 

4. Asset Protection 
Using an FLP or FLLC may provide 
the partners or members with protec
tion from creditors. Generally, a 
creditor of a partner or LLC member 
may obtain a "charging order." A 
charging order entitles the creditor 
to the income and distributions of a 
partnership or LLC membership 
interest but does not entitle the 
creditor to become a substituted 
partner or member. In theory, the 
creditor would have to recognize the 
debtor's share of income but have no 
assurance of actual distributions.1 

Recent Technical 
Advice Memoranda 
Chapter 14 (sections 2701-2704) was 
added to the Code in 1990, partially 
in response to some valuation cases 
lost by the government and partially 
to replace an unworkable provision, 
section 2036(c), added to the Code by 
the Omnibus Budget Reconciliation 
Act of 1987. Generally, Chapter 14 
applies special overriding valuation 
rules in cases where family members 
are involved. Section 2703 generally 
deals with restrictions on the right to 
sell property. The chief focus of this 
provision has seemingly been on ''buy
sell" agreements among shareholders 
and partners.2 Section 2704 generally 
deals with lapsing rights and liquida
tion rights, again in the context of 
entities owned by family members. 
In the TAMs discussed in this article, 
the IRS relies chiefly on Section 2703 
to disallow claimed valuation dis
counts. 

Section 2703(a)(2) of the Code 
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provides that ''the value of any prop
erty shall be determined without 
regard to ... any restriction on the 
right to sell or use such property." 
Restrictions that are bona fide busi
ness arrangements; contain terms 
that are comparable to similar, arms' 
length arrangements; and are "not 
a device to transfer such property to 
members of the decedent's family for 
less than full and adequate consider
ation ... " are disregarded. 3 

The facts in several of the TAMs 
may suggest some overreaching on 
the part of the taxpayer. For example, 
in TAM 9719006, the decedent had 
established her own revocable tl'l.lst 
and had a life interest in the marital 
trust established by her deceased 
husband. Two days before she died, 
while on life support, the decedent 
and her two children established a 
family limited partnership. The two 
children contributed a relatively 
small amount of cash in exchange 
for al% general partnership interest. 
The revocable trust and the marital 
trust (of which the son was the 
trustee) transferred their assets to 
the partnership in exchange for a 
limited partnership interest. Then, 
each child "purchased" a 30% limited 
partnership interest for a small 
amount of cash and a promissory 
note. The decedent's estate claimed 
a 48% discount on her partnership 
interest compared to the value of the 
underlying assets. 

In TAM 9725002, the decedent was 
in an accident that left him incapaci
tated. From then until his death three 
years later, his son, acting as trustee 
under the decedent's revocable trust, 
handled the decedent's affairs. Two 
months before the decedent died, the 
revocable trust, the two sons and 
trusts for the benefit of the decedent's 
grandchildren, formed an FLP. On 
the estate tax return, decedent's 
estate claimed a 48% discount. 

In TAM 9723009, two months 
before his mother died, the son asked 
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a lawyer to draft a will and create a 
trust, an FLP and a corporate general 
partner. The mother signed only the 
trust. The son, acting under a power 
of attorney, signed the partnership 
and corporation documents. The 
estate claimed a discount of approxi
mately44%. 

In TAM 9730004, the decedent, 
shortly after being diagnosed with 
a terminal illness, directed his son 
to form an FLP. The decedent died 
within two months. The estate 
claimed a substantial discount. 

The IRS's principal position in 
these TAMs is that the "property'' 
involved was not the partnership 
interest, but was the asset trans
ferred to the partnership; and that 
the "restriction" is the partnership 
agreement, not the transfer restric
tions in the partnership agreement. 
Thus, in the IRS's view, the partner
ship agreement can be ignored. The 
assets would then be treated as 
transferred directly to the donees 
who presumably would be treated as 
transferring the assets to the part
nership in exchange for a partnership 
interest. In the alternative, the IRS 
is taking the position that even if the 
property transferred is the partner
ship interest, the "restrictions" of the 
partnership agreement and state law 
should still be disregarded. 

The IRS's argument that section 
2703 applies to the transfer of the 
assets to the partnership is a new 
theory.4 It already is being litigated 
by aggrieved taxpayers. 5 There is 
limited support for the IRS position 
in the legislative history. The 
Report of the Senate, where 
chapter 14 originated, states: 

These requirements apply to 
any restriction, however 
created. For example, they 
apply to restrictions implicit 
in the capital structure-of the 
partnership or contained in 
a partnership agreement .... 6 

But this language stops well short 
of concluding that the "property'' that 
is the subject of Section 2703 is the 
partnership assets rather than the 
partnership interests. Moreover, the 
legislative history to Section 2703 
consistently refers to that provision 
as applying to buy-sell agreements. 

Even if the IRS is correct that 
Section 2703 applies with respect 
to the transfer of the assets to the 
partnership (rather than to the 
transfer of the partnership interest), 
the restriction is not ignored if it 
satisfies the 'exceptions of Section 
2703(b). However, the IRS is inter
preting the exception under section 
2703 very narrowly. In each of the 
TAMs, the IRS took the position 
that the transfers were a "device'' 
and, therefore, the section 2703(b) 
exception did not apply. 

To be sure, given the short span 
between the creation of the partner
ships and the death of the grantor, 
the IRS device argument has some 
weight. But the IRS seemingly has 
gone further in some of the TAMs, 
essentially suggesting that any such 
transfers constitute a device since 
such a family transfer lacks a bona 
fide business purpose. This is a 
bootstrap argument that would 
eviscerate Section 2703(b). Congress 
could not have intended that family 
transfers always should be ignored 
but otherwise permit transfers that 
have a business purpose to fall within 
the safe harbor exception of section 
2703(b). Further, the IRS argument 
would seem to have little merit where 
the transfer occurs well before the 
death of the transferor. It is difficult 
to construe those types of transfers as 
devices if the agreement otherwise 
meets the balance of the Section 
2703(b) tests and the partnership 
otherwise would be recognized. 7 

The IRS is also arguing in these 
TAMs that the transfers may be 
ignored under Estate of Murphy v. 
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Commissioner.8 There, the decedent, 
a few weeks before her death, trans
ferred a 0.88% interest to her two 
children. Before the transfer she 
held 51.41% of the voting stock of 
the corporation. Thus, after the 
transfer, the estate argued, the 
decedent lacked control of the corpo
ration and her estate was entitled to 
a significant discount. The Tax Court 
disallowed the minority discount, 
apparently viewing the transfer as 
having no reality. Murphy also may 
be properly understood as a case 
involving a testamentary substitute . 
Had the transfer occurred well before 
death, it is difficult to believe the 
Tax Court would have reached the 
same conclusion. 9 

The biggest concern to the IRS 
in these TAMs10 is that the estates 
claimed that immediately after the 
transfer, the assets were worth 
significantly less than the interest 
received. It is easy to see what both
ers the IRS. In most transactions, 
the value of the asset given up is 
assumed to equal the value of the 
asset received. The results reached 
by the taxpayer estates, on the other 
hand, valued the interests without 
regard to the facts of the transfer 
shortly before the valuation date. 
However, this is consistent with the 
general valuation principle that 
only "willing-buyer" /"willing-seller" 
hypothetical transfers are considered 
and the actual transfer ignored. 

The IRS's position is much less 
compelling where the transfer occurs 
well before the decedent's death. In 
that case, the estate would not have 
to deal with the nearly contempor
aneous exchange and "disappearing 
value" issues. In short, once the 
transfer is old and cold, the IRS 
position is less persuasive. One lesson 
from these TAMs may be that FLPs 
and FLLCs are more likely to be 
successful to achieve gift tax savings 
than they are to achieve estate tax 
savings. 
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Estate of Schauerhamer 
A recent case, Estate of Schauerhamer 
v. Commissioner,11 serves as a warn
ing to the taxpayer who ignores the 
provisions of the partnership agree
ment. The decedent created a family 
limited partnership. Then, simply 
put, proceeded to ignore it. The law 
with respect to whether a partnership 
will be respected for income tax 
purposes is reasonably well-devel
oped. On the estate and gift tax side, 
the law is less well-developed. With
out invoking the standards that apply 
under the income tax, the Tax Court 
in Schauerhamer nonetheless applied 
essentially the same tests. 

In Estate of Schauerhamer, the 
Tax Court disregarded purported 
transfers of partnership interests by 
the decedent to other family mem
bers. The transfers occurred within 
a year before the decedent's death 
but after the decedent had been 
diagnosed with cancer. She estab
lished the family limited partnership 
shortly after the diagnosis, transfer
ring to it stock in closely held busi
nesses, real estate, marketable securi
ties and other assets. The decedent, 
however, failed to treat the assets as 
partnership assets. Instead, she 
deposited the income from the part
nership assets in her personal bank 
accounts. Her children testified they 
were aware that the decedent was 
depositing the funds into her personal 
account rather than the partnership 
account. The estate argued that this 
was not conclusive because none of 
the funds were actually spent by the 
decedent for personal benefit. 

The Tax Court found that family 
members consented to the decedent's 
handling of the partnership funds or 
at least failed to object. All the assets, 
as a result, were included in the 
decedent's estate. 

Section 704(e). 
In the past, when the marginal rate 
differential was even greater· than it 
is today, there was a great incentive 
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-Whether there is actual At the end of 1997, the IRS issued 
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TAM, the issue was whether a gift of 
a limited partnership interest quali
fied for the annual $10,000 per donee 
exclusion from taxable gifts under 
Code Section 2503(b). In this case, the 
donor transferred limited partnership 
interests to numerous family mem
bers. The donor also was the sole 
shareholder of the corporate general 
partner of the limited partnership. 

The partnership agreement pro
vided that the general partner had 
sole discretion to determine whether 
and in what amount the partnership 
would make distributions. Specifi
cally, the agreement stated that the 
general partner could "retain funds 
within the partnership for future 
partnership expenditures or for any 
other reason whatsoever." (emphasis 
by IRS). The limited partner lacked 
withdrawal rights and (other than the 
donor) was prohibited from assigning 
or pledging their interests. The donor, 
in contrast, had the power to assign 
her interests. Substitution of limited 
partners required a majority vote as 
long as the donor was alive and by 
two-thirds vote after the donor's 
death. 

Section 2503(b) applies only to gifts 
of present interests. The test, the IRS 
pointed out, is not when title vests 
but when enjoyment begins.15 The 
Service argued, citing Commissioner 
v. Disston, 16 that at the time of the 
gift, there must be an "ascertainable 
flow of income to the donee." The IRS 
ruled that because of the controls over 
distributions retained indirectly by 
the donor, the gift was not a gift of 
a present interest. 

The IRS position can be criticized 
on a number of grounds. The IRS 
assumed, without analysis, that the 
powers granted to the general partner 
overrode the fiduciary obligations 
of the general partner to the limited 
partners. That, of course, is a state 
law question. If the general partner 
has to operate under fiduciary stan
dards, then a gift of a limited part
nership interest is a gift of a present 
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interest for purposes of Section 
2503(b) as the IRS itself has ruled.17 

Perhaps even more critical, the 
Service has failed to appreciate the 
distinction in a partnership between 
an allocation of income and a distribu
tion of cash. There is nothing in 
the TAM to indicate that the limited 
partners would not be allocated and 
taxed on their share of partnership 
income. The allocation of income 
would increase the partner's capital 
account. Assuming the partnership 
agreement allocations have substan
tial economic effect under the section 
704(b) Regulations, the partners 
would capture that value on the 
liquidation of the partnership.The 
increase in the donee's capital account 
is a real accession of wealth by the 
limited partner, one which would 
increase the partner's net worth. 
Even if the partner could not grant a 
security interest in the partnership 
interest, the worth of that interest, for 
example, might persuade a lender to 
make an unsecured loan. In that case, 
the lender would have to rely on its 
remedies, chiefly a charging order. 
But that does not diminish the in
crease in the donee's wealth nor the 
donee's ability to immediately take 
advantage of that increase in wealth. 

The issue, of course, can be avoided 
by putting different provisions in the 
partnership agreement. First, the 
agreement might provide that distri
butions to the limited partners are 
subject to the fiduciary standards 
applicable under state law and that 
funds would be retained for the needs 
of the partnership subject to that 
standard. Rather than a flat prohibi
tion on assignment (which is other
wise permitted under the partnership 
act as well as most limited liability 
company acts), 18 the agreement might 
subject the limited partners to a right 
of first refusal. 

The question that arises is whether 
subjecting distributions to normal 
fiduciary standards and to giving the 
limited partners (or LLC members) 
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the right to assign their interests 
subject only to a first refusal right 
might decrease the size of the valua
tion discount that otherwise could be 
claimed. Before that question can be 
answered, section 2704(b) of the Code 
must be considered. 

Congress adopted Section 2704 to 
overturn the result of Estate of 
Harrison v. Commissioner,19 which 
held that a liquidation right which 
was held by a decedent, and which 
lapsed on death and was not avail
able to the successor of the decedent, 
would not be taken .into account in 
valuing the transferred interest. 
Section 2704(a)20 specifically was 
intended to deal with lapsing rights 
of the type found in Estate of 
Harrison. 

Section 2704(b) addresses a some
what different, but related, concern: 
whether liquidation restrictions 
contained in a partnership agreement 
are taken into account. Generally, 
section 2704(b) applies to a restric
tion on liquidation rights that could 
be removed by the transferor and his 
family after the transfer. 21 Section 
2704(b) does not apply to commer
cially reasonable restrictions imposed 
by a third party or, most important, 
by restrictions imposed by state law. 
The "state law'' rule is critical to 
avoiding the application of section 
2704(b). Restrictions that are more 
restrictive than state law are disre
garded. 22 Those that are less restric
tive may be considered. 

Because a partner of a limited 
partnership and members of limited 
liability companies have a statutory 
right to assign their interests, in 
whole or part, any restriction on 
that right most likely would be 
disregarded for purposes of Section 
2704(b). However, arguably a first 
refusal right - particularly one, as 
is fairly commercially normal, that 
requires the party with the option to 
match the offer or to purchase at fair 
market value - is not more restric-

tive than state law because a first 
refusal right does not prohibit the 
assignment of a partner's or member's 
interest. The first refusal merely 
grants an option to another to pur
chase that interest. The Regulations 
recognize this by providing: 

An option, right to use prop
erty, or agreement that is 
subject to section 2703 is not 
an applicable restriction. 23 

A first refusal right is an option 
which normally should meet the 
Section 2703(b) tests as long as it 
is comparable to the restrictions 
typically found in arm's-length 
transactions. Thus, a first refusal 
right should be taken into account 
in valuing the transferred interest. 

This author has been told by more 
than one appraiser that such a first 
refusal right might actually increase 
the size of the discount because the 
practical effect of such a right is to 
reduce the universe of potential 
buyers. Buyers bidding against a first 
refusai right almost certainly would 
have to offer more than fair market 
value - perhaps substantially more 
- to acquire the interest. Thus, 
including a first refusal right in an 
agreement might cost nothing in 
terms of losing liquidity discounts 
under section 2704(b) but could help 
qualify the interest as an exempt gift 
under Section 2503(b). 

The situation with respect to 
distribution rights may be somewhat 
different. Both the Limited Partner
ship Act and the Limited Liability 
Company Act provide that partners 
and members are only entitled 'to 
distributions as provided, respec
tively, in the partnership or operating 
agreement. Thus, a restriction on 
distributions would probably not be 
disregarded under Section 2704(b) but 
such a restriction might jeopardize 
the ability to claim a gift of a present 
interest under Section 2503(b). In 
balancing those two statutory issues, 
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the question might be asked of the 
appraiser: Does a distribution re
striction based on fiduciary standards 
and the needs of the business rather 
than an absolute right to withhold 
distributions materially affect the 
discount? 

Lastly, in considering the provi
sions of the agreement, section 704(e) 
should not be overlooked. Achieving 
the desired gift tax result at the 
expense of the desired income tax 
result could be self-defeating. Under 
the section 704(e) Regulations, 
actual distributions will be taken 
into account in determining whether 
the partner's or member's interests 
will be respected. On the other hand, 
a complete prohibition on the power 
to alienate (including the lack of 
power to assign so as to gain eco
nomic benefit) may raise questions 
under Section 704(e) of whether that 
partner or member actually has a 
capital interest in the partnership. 

While the regulations explicitly 
make allowance for the limited man
agement rights of a limited partner, 
they require careful adherence to 
the normal rights a limited partner 
would have in an arm's-length, 
commercial agreement. 

The Regulation24 is worth quoting: 
(ix) Donees as limited part-
ners. The recognition of a 
donee's interest in a limited 
partnership will depend ... 
on whether the transfer 
of property is real and on 
whether the donee has ac
quired dominion and control 
over the interest purportedly 
transferred to him .... The 
absence of services and 
participation in management 
by a donee in a limited part
nership is immaterial if the 
limited partnership meets 
all the other requirements 
prescribed in this paragraph. 
If the limited partner's right 
to transfer or liquidate his 
interest is subject to substan-
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tial restrictions (for example, 
where the interest of the 
limited partner is not assign
able in a real sense or where 
such interest may be required 
to be left in the business for a 
long term of years), or if the 
general partner retains any 
other control which substan
tially limits any of the rights 
which would ordinarily be 
exercisable by unrelated 
limited partners in normal 
business relationships, such 
restrictions on the right to 
transfer or liquidate, or reten
tion of other control, will be 
considered strong evidence as 
to the lack of reality of owner
ship by the donee. (emphasis 
added). 

On balance, a first refusal right 
should be included in a family limited 
partnership agreement. Such a right 
should be a qualified restriction under 
section 2704(b); it should enhance the 
ability to claim the gift tax exemption 
under section 2503(b); it should help 
qualify the interest under section 
704(e); and, it will also serve the non
tax purpose of helping to ensure that 
interests do not transfer to nonfamily 
members. 

Conclusion 
The recent TAMs should be consid
ered carefully in structuring a family 
limited partnership or LLC. However, 
the practical effect of these rulings 
may be limited to estate tax cases 
involving deathbed transfers. 
Moreover, as Schauerhamer reminds 
us, we should never overlook that 
substance must follow form. 

Anthony Ilardi, Jr. is of counsel to the law 
offices of Dykema Gossett in Bloomfield 
Hills specializing in business, tax and estate 
planning. He is a Council Member ofthe 
State Bar of Michigan Taxation Section. He 
also was a member of the Committee which 
drafted the most recent amendments to the 
Michigan Limited Liability Company statute. 
Mr. Ilardi is also an adjunct professor at 
Wayne State University School of Law. 
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-----------------------------ENDNOTES------------------------------
1. The charging order protection may not be as strong as thought. See the related article elsewhere in this 

issue. 

2. See Gamble, Buy-Sell Agreements, Transfer Restrictions and Section 2703: Have Buy-Sells Gone. Bye
Bye?, 50 N.Y.U. lnst. Fed. Tax'n 19-1 (1991). 

3. I.R.C. § 2703(b). 

4. See, Pennell, Valuation Discord: An Exegesis of Wealth Transfer Tax Valuation Theory and Practice, 1996 
Miami lnst. on Estate Planning at 9-1. 

5. £state of White v. Commissioner, T.C. Docket No 14412-97. The IRS raised but then conceded the issue. 
The concession was phrased in a manner that would seem to indicate the IRS will continue to raise the issue. 

6. Sen. Rept. on S. 3209 in CCH, Revenue Reconciliation Act of 1990: Law and Explanation at 519. 

7. See Gamble, supra n. 2 at 19.54 through 19-55. 

8. 60 T.C.M. 645 (1990); but see, £state of Lenheim v. Commissioner, 60 T.C.M. 356 (1990) (similar facts, but 
the issue was not raised by the IRS). 

9. The IRS also took the position that the discounts should be disregarded under section 2704(b) because such 
a term is more restrictive than state law minimum terms for partnerships. See n. 20, infra, and accompanying 
text. A different situation exists with respect to Michigan limited liability companies. 

Prior to 1997 amendments, the Michigan LLC Act provided that an LLC member could liquidate his interest 
(on short notice) and receive the fair value of his interest unless an operating agreement provided otherwise. 
Any such restriction on liquidation rights in such an agreement would be more restrictive than state law, and, 
therefore, would be disregarded under§ 2704(b). Treas. Reg.§ 25.2704-2(b). 

As amended, the LLC Act permits withdrawal only if an operating agreement permits withdrawal. Thus, the 
LLC statute is more restrictive than an operating agreement could be. The use of a liquidation restriction, 
therefore, should be respected in connection with valuing LLC interests under§ 25.2704-2(b). 

10. TAM 9719006; TAM 9723009; TAM 9725002; TAM 9730004. 

11. T.C. Memo. 1997-242; 97 TNT 103-7 (May 28, 1997). 

12. See, Lucas v. £art, 281 U.S. 111 (1930) (income taxable to the person earning it); Commissioner v. Tower, 
309 U.S. 31 (1940) (intention to form partnership critical, generally interpreted by the lower courts as holding 
that a donee of a partnership interest was not a partner); Commissioner v. Culbertson, 337 U.S. 733 (1949) · 
(original capital or vital service contributed not the test; facts and circumstances to be considered). 

13. If capital is not a material income producing factor (e.g., a service partnership), then Section 704(e) does not 
apply. However, Culbertson (supra, n. 6) and its progeny should continue to apply. 

Whether capital is a material income producing factor is a question of fact. The regulations require that a 
substantial portion of the gross income of the partnership must be attributable to the employment of capital. 
Treas. Reg.§ 1.704-1 (e)(1)(iv). 

In one questionable case, the Tax Court held that borrowed capital was not material. Carriage Square, Inc. v. 
Commissioner, 69 T.C. 119 (1977). Even there, the Tax Court acknowledged that in other factual settings, 
borrowed capital could be material. 

Operation of retail businesses may raise factual questions of whether capital is material. Compare Payton v. 
United States, 425 F.2d 1324 (5th Cir. 1970) (capital not material where the partnership had low levels of 
inventory and non-inventory assets relative to gross sales); with Garcia v. Commissioner, T.C. Memo. 1984-
340, 48 T.C.M. 425 (1984) (capital material where substantial inventories maintained.) 

Capital may not be material where the chief activity is selling. E.g., Pagetto v. United States, 326 F.2d 76 (9th 
Cir. 1976) (partnership had operated for many years on total capital of $500; later capital contribution by a 
principal's daughter disregarded); Hartman v. Commissioner, 43 T.C. 105 (1964) (sales partnership, formed 
to sell merchandise imported by "parent," had material capital because of significant inventories); Bateman v. 
United States, 490 F.2d 549 (9th Cir. 1973) (goodwill formed basis to conclude capital was material); Ketter v. 
Commissioner, 70 T.C. 637 (1978), aff'd 605 F.2d 1207 (8th Cir. 1979) (work in progress and employment 
contracts of accounting firm assigned to partnership did not constitute material capital.) 

14. Treas. Reg. § 1.704-1 (e)(2)(i). 

15. See Fondren v. Commissioner, 324 U.S. 18 (1945); Commissioner v. £state of Holmes, 326 U.S. 480 (1946). 

16. 325 U.S. 442 (1945). The Service also cited Maryland Nat'/ Bankv. United States, 609 F.2d 1078 (4th Cir. 
1980) and Calder v. Comm'r, 85 T.C. 713 (1985). 
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-------------ENDNOTES (continued) -------------

17. E.g., TAM 9131006. 
18. Section 702 of the Michigan Revised Uniform Limited Partnership Act (MCL § 449.1702) provides: 

Except as provided in the partnership agreement (Q a partnership interest is assignable in whole or in part; 
{ii) an assignment of a partnership interest does not dissolve a limited partnership or entitle the assignee 
to become or to exercise any rights of a partner; (iii} an assignment entitles the assignee to receive, to the 
extent assigned, only the distribution to which the assignor would be entitled. 

Section 505 of the Michigan Limited Liability Company Act (MCL § 450.4505) provides: 

{1) Except as provided in an operating agreement, a membership interest is assignable in whole or in 
part. 

{2) An assignment of a membership interest does not of itself entitle the assignee to participate in the 
management and affairs of the company or to become or exercise any rights of a member. An 
assignment entitles the assignee to receive, to the extent assigned, only the distribution to which 
the assignor would be entitled. 

{3) Unless otherwise provided in an operating agreement, and except to the extent assumed by 
agreement, as assignee has no liability as a member solely as a result of the assignment. 

(4) Except as provided in an operating agreement, a member ceases to be a member upon 
assignment of all of his or her membership interest. The assignor is not released from his 
or her liability under sections 302 and 308, even if the assignee becomes a member. 

19. T.C. Memo 1987-8,52 T.C.M. 1306 (1987). 
20. Section 2704{a) provides that if: 

{A) there is a lapse of any voting or liquidation right in a corporation or partnership, and 

{B) the individual holding such right immediately before the lapse and members of such individual's family 
hold, both before and after the lapse, control of the entity, such lapse shall be treated as a transfer by such 
individual by gift, or a transfer which is includible in the gross estate of the decedent, whichever is appli
cable ... 

21. Section 2704(b) does not apply to other discounts. The legislative history states: These rules do not affect 
minority discounts or other discounts available under present law. The conferees intend that no inference 
be drawn regarding the transfer tax effective of restrictions and lapsing rights under present law. 

22. Treas. Reg. § 25.2704-2{b) provides: 

An applicable restriction is a limitation on the ability to liquidate the entity (in whole or in part) that is more 
restrictive than the limitations that would apply under the State law generally applicable to the entity in the 
absence of the restriction .... An applicable restriction does not include a commercially reasonable restriction 
on liquidation imposed by an unrelated person providing capital to the entity for the entity's trade or business 
operations whether in the form of debt or equity .... A restriction imposed or required to be imposed by 
Federal or State law is not an applicable restriction. An option, right to use property, or agreement that is 
subject to section 2703 is not an applicable restriction. 

23. Ibid. 

24. Treas. Reg.§ 1.704-1 {e)(2}(ix). 
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(I Mail Order Sales: 
Can Michigan Solve its Use Tax Dilemma? 

(~ \:w 
' I 

By Mitchell Bean, Michigan House Fiscal 
Agency and Marjorie Bilyeu, KPMG Peat 
Marwick LLP 

Questions concerning the collection 
of mail order sales and use taxes 
have become more prevalent with the 
evolution of the mail order industry 
over the past decade and the increase 
in mail order sales to Michigan cus
tomers from out-of-state sellers. It is 
estimated that Michigan is now losing 
approximately $110 million a year 
from uncollected tax revenues from 
mail order sales. But can anything 
be done legislatively to increase the 
State's share of revenues from these 
mail order sales, while providing 
clarity to out-of-state companies 
selling goods to Michigan residents? 
To answer this question, it may be 
helpful to review the basic structure 
of sales and use taxes in Michigan. 

1. Sale and Use Taxes in Michigan 
a. Sales Tax 

Sales tax} is a tax imposed on a 
retailer selling tangible personal 
property in the State and repre
sents a tax on the privilege of 
doing business in Michigan. In 
general, sales tax is imposed 
whenever tangible personal 
property is sold at retail within 
the State. A sale is considered to 
be made in Michigan when an 
order is accepted or shipped from 
within the State, or where "title 
passes" within the State. In most 
cases, sales tax would not apply 
to an out-of-state mail order 
company unless such a company 
maintained a stock of goods or 
had a retail store or office within 
Michigan, or maintained a ware
house in Michigan from where it 
shipped goods within tlie State. 

b. Use Tax 
Use tax2 is a tax on the consumer 
for the privilege of using, storing 
or consuming tangible personal 
property within Michigan. The 
use tax complements the sales . 
tax and is designed to reach sales 
made outside Michigan where 
sales tax cannot be constitution
ally imposed. The use tax puts 
in-state and out-of-state sellers 
on equai footing by neutralizing 
an in-state consumer's incentive 
to purchase the same item out 
of state to avoid sales tax -
thus lowering the total price 
of the item. 

As a practical matter, it is 
virtually impossible for the State 
to accurately identify purchasers 
who buy out-of-state goods for 
use in Michigan. Therefore, 
instead of relying solely on con
sumers' voluntary compliance 
to pay the use tax, Michigan 
imposes a duty on the out-of
state seller to collect the use tax 
and remit it to the State. The 
responsibility of use tax collec
tion, however, can be imposed 
on out-of-state sellers only where 
certain constitutional require
ments exist. These requirements 
arise under the Commerce and 
Due Process Clauses of the 
United States Constitution and 
are designed to promote the free 
flow of interstate commerce. 

i. Physical Presence 
Requirement 
Requirements that must be 
satisfied before a state can 
constitutionally impose a 
use tax on an out-of-state 
mail order seller were set 
forth by the United States 
Supreme Court in Quill v. 
North Dakota, 504 U.S. 298, 
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112 S. Ct. 1904 (1992). In the use of mail order t:J 
that case, the Court estab- catalogs. The catalogs 
lished a test that must be were printed in Nebraska 
met before any state can where they were shipped 
impose a responsibility on through the mail to Michi-
an out-of-state mail order gan customers. The Michi-
company to collect use tax gan Department of Trea-

... when there on purchases from in-state sury attempted to impose a 

is otherwise 
customers. 3 The Court also use tax based on the use of 
announced a ''bright-line" the catalogs in Michigan. 5 

no nexus or rule providing a safe harbor The company paid the use 
physical for out-of-state mail order tax under protest and 
presence in companies. That is, when initiated a refund action in 

the state, a a seller's only connection the Michigan Court of 

company may with customers in a state is Claims, which determined 

not be required 
through common carrier or that a use tax on distribu-
the United States mail, and tion of catalogs was proper 

to collect and when there is otherwise no under the meaning of the 
remit use tax. nexus or physical presence Use Tax Act.6 The Michi-

in the state, a company may gan Court of Appeals 
not be required to collect disagreed, finding that the 
and remit use tax. statutory definition of 

Therefore, because of this ''use" did not include 
"physical presence" stan- language that would allow 
dard, an out-of-state mail a use tax on distribution, 

(;I order company doing no and, therefore, the use 
I' 

more than soliciting sales tax as applied to the 
to Michigan customers distribution of catalogs 
through catalogs and mak- was improper. The Court 
ing shipments from out-of- also noted that the cata-
state will not have sufficient logs left the company's 
connections with Michigan control in Nebraska (where 
for use tax responsibility to it delivered the catalogs to 
be imposed. the post office) and there-

fore the taxpayer did not 
ii. Recent Litigation perform an activity in 

The limitation imposed Michigan listed in the 
by the ''physical presence" statutory definition of 
requirement, along with ''use".7 

the difficulty faced by the Another case, Scholastic 
Michigan Department of Book Clubs, Inc. v. State 
Treasury in collecting use of Michigan, 223 Mich App 
taxes from out-of-state 576; 567 NW2d 692 (1997) 
sellers, are illustrated by involved a Missouri com-
two recent Michigan Court pany ("Scholastic") that 
of Appeals cases. Sharper sold books and other 
Image Corporation v. materials to schoolchildren 
Department of Treasury4 throughout the United 
involved an out-of-state States by sending catalogs 
company that in addition to teachers who collected 
to operating two stores in orders and remitted pay-

~ .. 
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Michigan and maintained no 
employees in the State, the 
Department of Treasury 
sought to impose use tax 
on the agency theory, which 
holds that a person who 
has received power to act on 
behalf of another can ''bind" 
the other contractually. It 
was argued that utilizing 
in-state teachers to take 
orders and deliver books on 
the company's behalf consti
tuted "physical nexus" in the 
State, thus triggering use 
tax collection responsibility. 

The Michigan Court of 
Appeals disagreed with this 
view and found physical 
presence lacking. The 
Court noted that there was 
no legal agency created by 
using the teachers because 
the teachers had no power to 
''bind" Scholastic and it had 
no control over the teachers' 
actions. Because the only 
contact Scholastic had with 
Michigan was through mail 
contacts with Michigan · 
teachers, the responsibility 
for use tax collection was 
found to be constitutionally 
impermissible. 

These cases demonstrate 
the difficulties faced by the 
Department of Treasury in 
its attempts to collect use 
taxes from out-of-state 
sellers. Under present law, 
Michigan cannot constitu
tionally impose use tax 
collection responsibility on 
out-of-state companies 
selling goods to Michigan 
residents where such compa
nies have insufficient con
tacts with this State. If the 
State wishes to find new 
ways to assert responsibility 
for use tax collection on out
of-state retailers, changes 

will have to be made on 
the federal level. 

2. Proposed Legislation 
There have been a few failed legisla.;. 
tive attempts in Michigan in recent 
years to amend the Sales and Use 
Tax Acts to include sales made by 
out-of-state sellers to Michigan resi
dents.8 However, the Supreme Court 
in Quill made it clear that changes 
making it easier for states to capture 
revenue from out-of-state sales to 
in-state residents should be made 
by Congress which has the ultimate 
power under the Commerce Clause 
to regulate interstate commerce and 
resolve the use tax jurisdictional 
issue. 

Attempts have been made at the 
federal level in recent years to change 
the physical presence requirement 
that now prevents states from collect
ing use taxes from many out-of-state 
vendors. Most recently, a bill known 
as The Consumer and Main Street 
Protection Act of 1995 was introduced 
in the United States Senate. This 
bill would have authorized a state to 
require out-of-state mail order compa
nies to collect sales/use taxes on the 
sale of tangible personal property 
shipped to customers in the state, 
even where a mail order company's 
only contact with that state was 
through solicitation of business 
through catalogs. Under this bill, 
the duty to collect the tax would 
have applied only to vendors selling 
at least $100,000 a year in the State, 
or that have more than $3 million 
annual sales in the United States. 
The bill would have changed the 
jurisdictional requirement of "physi
cal presence" to one of "minimum 
contacts" with the taxing state. 

If the bill had passed, solicitation 
of customers through mail order 
catalogs would presumably have been 
enough to subject an out-of-state 
mail order company to the taxing 
jurisdiction of the state. This bill 
was introduced on March 13, 1995, 
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and subsequently died in the Senate 
Finance Committee. There is cur
rently no similar legislation pending 
in either the Senate or the House 
of Representatives. 

3. Voluntary Agreements and 
"Knee-Deep" Nexus 

A solution to the problem associated 
with the collection of mail order use 
taxes may lie in a possible voluntary 
agreement between participating 
direct marketers and participating 
states. At the behest of the Direct 
Marketing Association, which in
cludes such large mail order compa
nies as L.L. Bean and Land's End, 
negotiations are now in progress with 
states such as Wisconsin that would 
create a "limited-contacts taxpayer" 
upon which a duty to collect and remit 
use tax would be based. Under this 
concept, also known as "knee-deep 
nexus," participating companies that 
maintain certain minimal contacts 
with participating states would volun
tarily collect and remit use tax from 
customers in the states with which an 
agreement was in effect. In exchange, 
the participating companies would be 
entitled to simplified administrative 
filing procedures, as well as protection 
from the assessment for prior uncol
lected sales and use taxes. 

Whether such an agreement will 
ever be reached remains an open 
question. The fact that these agree
ments are even being considered, 
however, underscores the desire 
among states as well as mail order 
companies to provide a workable 
solution to the use tax collection 
problem. 

4. Conclusion 
Because of the constitutional limita
tions imposed by Quill, it is likely 
that attempts at the state level to 
statutorily expand Michigan's juris
diction to impose use tax collection 
on out-of-state mail order companies 
would successfully be challenged in 
the courts. Any change in Michigan's 
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ability to reach such companies 
h~ving no physical presence in the 
State and doing no more than solicit
ing sales through catalogs, short of 
an agreement with direct marketers 
for voluntary collection, would have 
to come from Congress which has 
the power to regulate interstate 
commerce under the United States 
Constitution. 

It remains to be seen whether 
Congress will take such action en
abling states to capture taxes on mail 
order sales made to its residents. 
Unless and until Congress decides 
to make jurisdictional changes, 
Michigan will either have to collect 
use taxes directly from Michigan 
consumers purchasing goods from 
out-of state, or forego its attempts 
to collect use taxes from out-of-state 
vendors having no physical presence 
in this State. 

MITCHELL BEAN is the Senior Economist, 
House Fiscal Agency in Lansing, Michigan. 
He is responsible for state revenue forecast
ing and tax analysis. Mr. Bean received a 
B.A., Washington State University, Pullman, 
WA; and M.A. in Economics, Michigan State 
University, East Lansing, MI. He is currently 
a Ph.D. candidate at Michigan State 
University. He has previously written articles 
in The Michigan Tax Lawyer and RIA's 
State and Local Taxes Weekly. The 
opinions in this article are those of the 
authors, and do not necessarily reflect those 
held by the House Fiscal Agency or the 
Michigan House of Representatives. 

MARJORIE BILYEU, formerly a tax attorney 
with the House Fiscal Agency, is a Supervis
ingSenior at KPMG Peat Marwick LLP. 
She received her B.A., The University of 
Michigan, Ann Arbor, Ml, and her J.D. and 
LL.M. in taxation, Wayne State University 
Law School, Detroit, MI. She has previously 
written articles for State Tax Notes, The 
Michigan Tax Lawyer, and RIA's State and 
Local Taxes Weekly, and is an adjunct 
instructor of Tax Research at Wayne State 
University's School of Business Administra
tion. Ms. Bilyeu authored this article while 
employed by the House Fiscal Agency, and 
it is not a reflection of the views or opinions 
of KPMG Peat Marwick LLP. 
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ENDNOTES------------------------------

1. MCL 205.51 et seq. 

2. MCL 205.92 et seq. 

3. The Court used a 4-prong test from Complete Auto Transit, Inc v Brady, 430 US 274 (1977), used to analyze 
the constitutionality of state taxation of interstate commerce. A state tax will withstand scrutiny under a 
Commerce Clause challenge if it is applied to an activity (1) having a substantial nexus with a taxing state, 
(2) is fairly apportioned, (3) does not discriminate against interstate commerce, and (4) is fairly related to the 
services provided by the state. 

4. 216 Mich App 698,550 NW2d 596 (1996); lvapp den454 Mich 866,560 NW2d 636 (1997). 

5. The Michigan Department of Treasury also attempted to impose a use tax based on the transportation 
charges the company required its customers pay on mail order purchases. 

6. The Court also determined that a use tax on the transportation charges was proper under the meaning of the 
Use Tax Act. 

7. The Court affirmed the lower court's decision as to use tax on the transportation charges. 

8. See H.B. 5509/5510, 86th Leg., (Mich. 1994), and H.B. 4164/4165, 87th.Leg. (Mich. 1995). 
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Recent 
Cases 

Franchisees' Monthly Royalty 
Payments to Franchisors Are 
Deductible Royalties Under 
theSBTA 
In Little Caesar Enterprises v Dep't of 
Treasury, 1997 Mich App LEXIS 411 
the Michigan Department of Trea- ' 
sury contended that monthly royalty 
payments made by Little Caesar 
franchisees to their franchisor did 
not constitute "franchise fees" which, 
under SBTA § 9(7)(c)(ii), cannot be 
subtracted by the franchisor from 
tax base in computing SBT liability. 
Thus, although the SBTA allows for 
a tax base subtraction for "all royal
ties," "franchise fees" as defined by 
Michigan's Franchise Investment 
Law ("FIL") have been entirely ex
cepted from the royalties subtraction 
beginning in 1992. The FIL's defini
tion of "franchise fee" refers to "a fee 
or charge that a franchisee ... is 
required to pay or agrees to pay for 
the right to enter into a business 
under a franchise agreement, includ
ing but not limited to payments for 
goods and services." The Department 
asserted that the FIL's definition 
encompassed monthly royalty pay
ments, while the taxpayer contended 
that the FIL restricted franchise fees 
to the initial, one-time amount paid 
by franchisees at the inception of the 
franchise agreement. 

The Court of Appeals, ruling in 
favor of the taxpayer, looked to 
several other uses of the term "fran
chise fee" within the FIL, and deter
mined that the manner in which the 
term was so used comported with 
the taxpayer's position, not the 
Department's. As an example, the 
Court looked to the FIL's small 
franchise exemption, and found that 
a franchisee could not determine its 
entitlement to the exemption if the 
Department's interpretation was 
correct. In the end, the Court applied 
a precept of statutory interpretation 
- that doubt as to the meaning of a 
tax statute requires that the statute 
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be more strongly construed against 
the taxing authority- to hold in 
favor of this taxpayer. 

Credit for Insurer's Pay
ments to the Automobile 
Insurance Placement Facility 
In Auto Owners Insurance Co v Dep't 
of Treasury, 1997 Mich App LEXIS 
410, the Court of Appeals applied a 
tenet of statutory interpretation cited 
with respect to taxpayer claims of 
exemption- that exemption provi
sions are subject to strict construction 
in favor of the government - to hold 
in favor of the Department. 

Auto Owners involved the question 
of whether the SBT credit available 
for the annual assessment paid by a 
participating insurance company to 
the placement facility includes inter
est calculated on assessments paid in 
installments. The taxpayer claimed 
that the statutory language - which 
simply refers to "amounts" paid to the 
facility - allowed for a credit for the 
assessment as well as for any interest 
accruing on the assessment, while the 
Department asserted to the contrary. 
The Court specifically noted that 
both parties presented plausible 
arguments, but held that, because 
the taxpayer failed to prove its en
titlement to the credit, the question 
must be resolved in favor of the 
Department. 

Court of Appeals Sends 
Great Lakes Case Back 
to the Tax Tribunal 
In a January 20, 1998 decision the 
Michigan Court of Appeals in Great 
Lakes Diu of National Steel Corp v 
City of Ecorse et al, _ Mich App _; 
_ NW2d _ (1998), vacated the 
prior judgment of the Michigan Tax 
Tribunal and remanded the case 
back to the Tribunal for further 
proceedings. 

Great Lakes, a production division 
of National Steel that produces flat 

l' 
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rolled steel from raw materials, filed 
petitions with the Tribunal to chal
lenge the real property assessments of 
its ancillary and steelmaking facili
ties. The Michigan Tax Tribunal 
heard more than forty days of testi
mony before issuing its opinion. 

The Court of Appeals recognized 
that, in coming to an independent 
determination of value, the Tribunal 
may utilize a variant of the three 
traditional approaches to valuation. 
In the case below, the Tribunal did 
just that. The Tribunal determined 
that: (i) a rationale existed for reject
ing all valuation methods proposed 
by Great Lakes and the cities; and (ii) 
it could nonetheless use Great Lakes' 
proofs on comparable sales to develop 
a formula for measuring the value of 
the integrated steel mill as a whole. 
While rejecting the approaches of 
Great Lakes and the municipalities, 
the Tax Tribunal adopted two impor
tant aspects of Great Lakes' proofs. 
First, the Tribunal found that no new 
integrated steel mills would be built 
and, second, that Great Lakes' com
parable sales reflected the market 
reality that buyers will look to exist
ing facilities to determine market 
value. 

Ultimately, the Tribunal concluded 
that a variant of the sales comparison 
approach provided the most accurate 
determination of value. The Tribunal 
developed its own formula for measur
ing cash value, one similar to another 
market-driven formula referred to by 
the Tribunal as a "gross income 
multiplier." 

To derive its value conclusion, the 
Tribunal used two of the four compa
rable sales offered by Great Lakes. 
The Tribunal analyzed the sales 
prices of the facilities along with: 
(i) the comparables' rude steel pro
duction capacity; and (ii) sales price 
per ton of steel they produced. The 
Tribunal then took averages for each 
comparable and put them into an 
algebraic formula, in an attempt to 
develop a relationship between the 
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sales price per ton and total produc
tion capacity. In essence, the Tribu
nal valued the Great Lakes facilities 
by developing a sales price per ton for 
Great Lakes. The formula adopted by 
the Tribunal is expressed as follows: 

$114.60 = 2,225,000 tons 
[average WCI/Weirton sales price per ton] [average WCI/Weirton capacity] 

X 3,062,500 tons 
[GLD sales price per ton] [GLD capacity] 

Stated Otherwise: 
X= $ll4.60x 1.3764 = $157.74 [GLDsalespriceperton] 

$157.74, multiplied by a metric 
tonnage capacity figure qf 3,062,500 
for Great Lakes, yielded the cash 
value determined by the Tax Tribunal 
for each tax year, $483,078,750. 

Great Lakes and each of the cities 
raised numerous objections to the 
Tribunal's value conclusions, several 
of which were given credence by the 
Michigan Court of Appeals. 

The Court of Appeals found sev
eral fundamental flaws with the 
Tribunal's formulary approach to 
valuation: 

• The Tribunal based its formula 
on the theory that a buyer would 
be willing to pay more per ton of 
crude steel capacity for an inte
grated steel mill with more 
capacity and more in-house 
processes. Although the Tribunal 
recognized that additional pro
cesses are an important value
influencing factor, the Tribunal's 
formula gave no weight to ac
count for this value influencer. 
The Court of Appeals stated: 

It may very well be determined 
that a capacity-based analysis 
will be useful in determining 
the most accurate means for 
computing true cash value 
under the circumstances of this 
case. However, it constituted a 
wrong principle or error of law 25 
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for the Tribunal, after finding 
that the number of processes 
was a value influencing factor 
which should be accounted for, 
to fail to account for this factor 
and its formula. For this 
reason, we agree with Ecorse's 
argument that the case should 
be remanded for a new opinion 
on true cash value. 

• The approach used to derive the 
value must be reasonable and 
demonstrate a well-supported 
conclusion. The Court concluded 
that the simplistic formula 
developed by the Tribunal failed 
in two other respects: (i) the 
approach failed to properly 
quantify differences in the sales 
comparables; and (ii) the ap
proach included no separate 
analysis of non-steelmaking 
assets. The Court of Appeals 
observed that, 

While the Tax Tribunal's use 
of the comparable's unadjusted 
sales price was intended to 
avoid the difficulty of having to 
quantify differences between 
[Great Lakes] and the compa
rable sales properties, we note 
that the small number of 
comparables used in the for
mula should heighten, rather 
than reduce or eliminate, the 
need to analyze differences 
including, but not limited to, 
an analysis of nonsteelmaking 
assets in the sales prices. 

• The Tribunal formula failed to 
recognize that capacity levels can 
be based on different standards, 
effectively creating a formula for 
comparing properties based on 
different units of measurement. 
The Court remanded the case to 
the Tribunal for further proceed
ings, instructing the Tribunal to 
more fully consider the compo
nents of the unadjusted sales 
price of market com parables. 
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The Court stated that: 
In light of the small number 
of sales involving integrated 
steel mills, we instruct the 
Tax Tribunal to take a closer 
look at the components of the 
adjusted sales prices, includ
ing their age and processes, 
in determining the most 
accurate method of valuation 
under the circumstances for 
each tax year. 

The Court of Appeals 
concluded that the Tribunal's 
determination of cash value 
was based on wrong prin
ciples or errors of law. 
Still, the Court of Appeals 
expressed no opinion on 
what value approach should 
be followed on remand. 

Tax Tribunal Rules that 
Certain Post-Production 
Costs Are Eligible for SBT 
Capital Acquisition Deduction 
In Capitol Records, Inc v Michigan 
Dep't of Treasury, MTT Docket No. 
220868 (11/21/97), the Michigan Tax 
Tribunal ruled that post-production 
contingent royalties paid to recording 
artists qualify for the capital acquisi
tion deduction ("CAD") available 
under the Single Business Tax Act. 

The taxpayer entered into original 
agreements with recording artists for 
the provision of master recordings 
from which CDs and cassette tapes 
are made for distribution to the 
consumer. The record company paid 
advance royalties to the artist for 
which the Department of Treasury 
allowed a CAD, and also paid post
production royalties after the master 
recordings were completed and placed 
in service. Although the taxpayer did 
not treat these costs as depreciable 
property on its federal income tax 
returns for the period in question, but 
instead characterized them as royalty 
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expense, it contended that all costs 
incurred in connection with the 
creation of master recordings, inclu
sive of post-production royalty costs, 
are eligible for the CAD. The Depart
ment asserted that post-production 
royalties are not production costs 
and do not consist of amounts paid 
for tangible personal property, and 
so do not qualify for the CAD. 

In reaching what it termed "a 
difficult call" in favor of the taxpayer, 
the Tribunal observed that property's 
qualification for the CAD is depen
dent upon its satisfaction of a four 
part test: First, the property must 
consist of tangible personal property; 
second, the taxpayer must pay or 
accrue a cost for the property; third, 
the cost must be paid or accrued 
during the tax year for which the 
CAD is claimed; and fourth, the 
property must be eligible for deprecia
tion under the Internal Revenue 
Code. Two elements of this test were 
in issue in this case, i.e., whether the 
property in question was tangible 
personal property, and whether the 
IRC requires that post-production 

royalty costs be depreciated. The 
Tribunal easily concluded that mas
ter sound recording tapes are tan
gible personal property. The more 
complex question was whether, under 
the provisions of federal tax law, the 
royalty costs are depreciable prop
erty. The Tribunal examined federal 
cases which essentially held that 
periodic payments made in acquisi
tion of patents were depreciable 
capital assets. The Tribunal also 
emphasized the fact that in one of the 
cases, Newton Insert Co v Comm'r, 
545 F2d 1259 (CA 9, 1976), affg 61 
TC 570 (1974), the Tax Court had 
allowed consideration of the assets as 
depreciable even though the taxpayer 
had characterized and deducted the 
amounts as royalties on its federal 
returns. 

' 1998 HOWARD & HOWARD ATTOR
NEYS, P.C.; MICHELE L. HALLORAN, 
KIM D. CROOKS and DONNA M. CLARKE, 
members of the law firm of Howard & 
Howard Attorneys, P.C. in Lansing, prepared 
the state tax case summaries in this issue. 

State and 
Local Tax Update 

The Tribunal 
easily 
concluded that 
master sound 
recording tapes 
are tangible 
personal 
property. 
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Beware: A Charging Order May Not Provide 
All The Protection You May Think 
Anthony Ilardi, Jr. ©1998 

The conventional wisdom among most 
lawyers is that the ability of a credi
tor of a partner or LLC member to 
obtain only a charging order against 
the partner's member's interest, but 
not to become a member, is good 
protection. Generally, a charging 
order entitles the creditor to the 
income and distributions of a partner
ship or LLC membership interest but 
does not entitle the creditor to become 
a substituted partner or member. 
Since the debtor remains the mem
ber, and assuming the cooperation of 
the other members or partners, the 
LLC or partnership would withhold 
distributions to the creditor. This 
should make the LLC or partnership 
interest unattractive to the creditor, 
particularly if the creditor must pay 
tax on the undistributed income. 
There are a number of flaws in these 
assumptions. 

In Rev. Rul. 77-137, 1977-1 C.B. 
178, the IRS held that an assignee of 
a limited partner would be taxed on 
partnership income, even absent a 
distribution. But, in that ruling, the 
assignor limited partner agreed to 
exercise any residual powers in favor 
of the assignee. 

It is not entirely clear that Rev. 
Rul. 77-137 would apply in the case 
of a charging order where the debtor 
partner did not agree to exercise 
residual powers in favor of the credi
tor assignee. If Rev. Rul 77-137 
applies generally, then ajudgment 
creditor would face the prospect of 
receiving an allocation of income 
but not necessarily a distribution of 
cash - an unpleasant prospect for 
most creditors. If the ruling does not 
apply, the debtor's leverage over the 
creditor may be reduced. 

More important, the creditor hold-

ing a charging order may be entitled 
to more than mere distributions. The 
Michigan Revised Uniform Limited 
Partnership Act ("RULP A'') and the 
Michigan Limited Liability Company 
Act ("LLC Act") differ somewhat in 
the statutory language defining the 
rights of the creditor who obtains a 
charging order. The LLC Act1 explic
itly provides that a member contin
ues to be the member and is entitled 
to all distributions except to the 
extent charged. RULPA2 lacks this 
explicit provision. Both acts provide 
that the person receiving the charg
ing order is only an assignee. 

A number of courts have held that 
a creditor is entitled to foreclose on 
a general partnership interest under 
the Uniform Partnership Act.3 If a 
creditor is able to foreclose, then the 
creditor would be entitled to the full 
economic value of the interest, not 
just the amount of the judgment. 
On a subsequent liquidation of the 
partnership or LLC, the creditor 
would get the full economic value 
of the debtor's interest. 

The decisions, all of which have 
held in favor of the creditor, gener
ally have been based on provisions in 
the UPA that suggest that a charging 
order may be enforced by a foreclo
sure sale.4 A few courts have consid
ered whether the same result applies 
with respect to a limited partnership. 
These cases have concluded that the 
provision of RULPA which incorpo
rates nonconflicting provisions of the 
UP A permit foreclosure by sale under 
RULPA.5 

The LLC Act, on the other hand, 
does not incorporate any foreclosure 
language, and, of course, does not 
incorporate by reference the UP A. 
Moreover, as pointed out previously, 
the LLC Act is much more explicit on 
the limitations· on the rights that a 
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creditor obtains. Still, it is not incon
ceivable that a court could order the 
foreclosure by sale of an LLC interest 
on equitable principles. A creditor 
might argue that because the lan
guage of the LLC Act is largely taken 
from RULPA, that the same enforce
ment rights were intended by the 
legislature. There are, as of yet, no 
"charging order" decisions under the 

Michigan LLC Act nor the LLC acts 
of any other state. 

A charging order with respect to an 
LLC interest may give the creditor 
fewer rights than a similar charging 
order with respect to a limited part
nership interest. Even so, a charging 
order may not be quite the strong 
shield it often is thought to be. 

-----------------------------ENDNOTES------------------------------

1. MCL § 450.507. 

2. MCL § 449.1703. 

3. Crocker National Bank v. Perroton, 208 Cal. App. 3d 7 (1989) (debtor partner consented to the foreclosure); 
See also, Wills v. Wills, 750 S.W. 2d 567 (Mo. 1988); Bdhonus v. Amerco, 602 P. 2d 469 (Ariz. 1979); 
Tupper v. Kroc, 494 P. 2d 1275 (Nev. 1972); Beckleyv. Speaks, 240 N.Y.S. 2d 553 (N.Y. 1963); Birchwood 
Builders, 573 A. 2d 182 (N.J. 1990); 91stStreetJoint Venture v. Goldstein, 114 Md. App. 561,691 A. 2d 272 
(Md. 1996). 

4. MCL § 449.28. 

5. Hellman v. Anderson, 233 Cal. App. 3d 846 (t991) (foreclosure on partnership interest permissible as long 
as foreclosure would not unduly interfere with the partnership's business; creditor would not be assuming 
management rights.) Madison Hills Umited Partnership v. Madison Hills, Inc., 35 Conn. App. 81, 644 A. 2d 
363 (Conn. 1994); Baybank v. Catamount Construction, Inc., 141 N.H. 780, 683 A. 2d 1163 (N.H. 1997). 
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