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THE Two MoOST

IMPORTANT CRITERIA

The two most important partner
compensation criteria in law firms re-
main the ability to bring new clients
to the firm and to be personally pro-
ductive as measured by fees collected
as a working lawyer, according to the
survey. This is consistent with the in-
escapable truth that successful law
firms have consistently high and prof-
itable utilization across all timekeep-
ers. Further, it is imperative that law
firm owners possess a keen and well-
developed ability to attract profitable
business opportunities consistent
with the firm’s strategic vision. Both
of these imperatives are under siege
in this economy, depressing law firm
profits and in some cases the ability
to continue as a viable business.

Although business origination is
consistently ranked as the number
one compensable factor, only 56%
of the law firms surveyed grant “for-
mal” origination credits. Even though
this is a mission-critical skill and the
top compensation factor considered,
scorekeeping origination continues
to be difficult and divisive. Such scor-
ing becomes even more difficult for
larger firms where the nature of the
client relationship expands across
time zones/offices, client business
divisions, and firm practice groups.

This year’s survey delved deeper
into the origination credit practices
at law firms as well as the issues of
collaboration in the selling process.
Strikingly few clients are “shared” for
origination purposes, which brings
into question efforts made to work
together to sell services. Further,
individual performance drives 64%
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of compensation decision-making.
Next came overall firm performance
at 27% (probably due to its effect on
the size of the distribution pool at
year-end). That leaves less than 10%
weighting to teamwork in practic-
es, departments, and offices. If the
“talk” is collaborative and encourag-
ing of team behaviors, then clearly
the “walk” of compensation is not
aligned with those aspirations.

Smaller law firms primarily use an
evergreen approach to origination
credits, with reallocation primarily to
the ambiguous “firm” credit. Larger
firms focus more on the connection
between who is responsible for the
relationship with the client and how
that evolves over time. Reallocations
are largely a matter of negotiations
between partners. We view origination
much as the market does — it follows
the current relationship. The underpin-
ning of partner mobility is the porta-
bility and profitability of the partner’s
practice. Yet, there is room within the
context of a firm to recognize the op-
portunities provided by others.

Subjectivity in compensation deci-
sions generates polarized passions
that are more typically reserved for
political and religious discussions.
Some firms embrace a qualitative ap-
proach, while others flatly reject such
notions. Nearly one-third of the re-
spondents indicated that no portion
of owner compensation is subjec-
tive. In addition, just over one-third
of respondents indicated that 76%
to 100% of owner compensation is
subjective. The responses of the re-
maining 35% of survey participants
were scattered between 1% and 75%
of compensation distributed on a
subjective basis.

The purpose of a compensation
program is to produce good decisions.
How this is accomplished can and
does vary from firm to firm. If there is a
universal rule with respect to compen-
sation, it is this: Every compensation
program works — and every compen-
sation program fails. Programs run the
spectrum from objective to subjective,
from participatory to dictatorial. What
works well is a program that fits the
culture and strategy of the particular
firm. The decisions should be consis-
tently and fairly applied (identifying

and considering anomalies on a case-
by-case basis); reflect overall merit (a
basic tenet of any well-functioning pay
program); and provide for competitive
pay relative to the marketplace. Done
properly, a compensation program
should assist in attracting and keeping
the right people in your firm.

THE MAKEUP OF

COMPENSATION COMMITTEES

Compensation decision-making is
generally an annual and open pro-
cess. This year’s study ventured deep-
er into the makeup of compensation
committees to determine how much
representational democracy was in
play. While the majority answer to
whether the compensation commit-
tee had proportional representation
was consistently “no,” there were
some interesting differences among
the constituencies studied (office,
practice area, age tiers, compensa-
tion tiers, ownership tiers).

The partner compensation process
is a participatory event. Personal
interviews are the most common
means partners have to provide in-
put. All other forms of input trailed
personal interviews. Larger firms are
far more likely to have a multi-facet-
ed partner input process that is more
fitting to the challenges faced in such
large organizations. Larger firms are
also more likely to have a special
process for firm leadership compen-
sation decisions, again befitting the
specialized and unique roles.

Law is a competitive profession.
When coupled with a depressed
economy, significant likelihood of
legislative reforms and wary clients,
lawyers struggle with the challenge
of dividing a pie that may not be
sufficiently large to satisfy everyone.
When dollars are plentiful, it is easy
to be generous to all and to satisfy
the high producers, but when dollars
are tight, internal equity and external
competitiveness become increasingly
difficult to achieve, especially when
the high producers make subtle (and
often not so subtle) comments about
the inadequacy of their compensa-
tion. This is the true test of the firm’s
values and culture. Unfortunately,
in challenging times we all too often
find that the bedrock of the firm’s
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Some Highlights of
The Recently Enacted
Stimulus Bill

By Richard H. Stieglitz
and Tamir Dardashtian

On Feb. 17,2009, the newly elected
President Obama signed into law the
colossal $800 billion American Recov-
ery and Reinvestment Act of 2009.
This 1,000-plus-page piece of legis-
lation contains many important tax-
breaks and enhancements that can
benefit law firms and their clients, as
well as individual attorneys and staff
members and their families. This ar-
ticle addresses several of these key
tax provisions included in the new
act that may be advantageous.

FOR BUSINESSES
Depreciation Changes

Under the 2008 Economic Stimu-
lus Act, the Section 179 expense de-
duction limit increased to $250,000
and the investment amount at which
the Section 179 deduction begins to
phase out increased to $800,000 in
order to encourage law firms to in-
vest in certain business assets and
capital improvements. The new act
extends the increased Section 179
limit through 2009. The Section 179
expensing election allows law firms
to take a current deduction for new-
ly acquired assets that otherwise
would have to be depreciated over
a number of years. This election can
be claimed only to offset the busi-
ness net income, not to reduce net
income below zero.

The new act also extends the first
year 50% bonus depreciation to cer-
tain property acquired and placed in
service in 2009. This is in addition to
any such property that qualifies for
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Section 179 expensing. The follow-
ing types of property are qualified
for this special bonus depreciation:

e Tangible property with a recov-

ery period of 20 years or less;

e Computer software purchased

by the business;

*  Water utility property; and

* Qualified leasehold improve-

ment property.

Because both the Section 179 limit
increases and the 50% depreciation
allowance can provide larger 2009
deductions, law firms may want to
consider making major asset pur-
chases this year if their business
would qualify for these breaks.

In a February 2009 article in the
Law Firm Partnership & Benefits Re-
port (“The Housing Assistance Tax
Act and the Emergency Economic
Recovery Act”), we discussed how at-
torneys’ corporate clients were also
allowed a new option to swap oth-
erwise allowable bonus depreciation
for immediately refundable alternative
minimum tax (“AMT”) and research
and development (“R&D) credits un-
der the Housing Assistance Act of
2008. According to the new act, that
option has been extended through
2009. Corporations that elect to ac-
celerate AMT or R&D credits in lieu
of bonus depreciation will be able to
increase the limit (subject to the cap
discussed below) on the credits they
can claim by an amount equal to 20%
of the bonus depreciation they forgo.
(Credits can be more valuable than
depreciation deductions because they
reduce your tax bill dollar for dollar,
rather than just reducing the amount
of income that is taxed.)

The allowable credit is capped at
the lesser of $30 million or 6% of an
amount that's determined using a
complex formula based on certain pri-
or R&D credit carry forward amounts
and certain minimum tax credits.
Deferral of Certain Income from
Discharge of Indebtedness

Under the new act, certain cancel-
lation of debt (“COD”) income real-
ized on account of a taxpayer’s or
a related person’s reacquisition of a
debt instrument during 2009 or 2010
would be, at the taxpayer’s election,
deferred until 2014 and then in-
cluded in income ratably over five
years (2014 to 2018). This relief pro-

vision applies to debt repurchases
for cash, debt-for-debt exchanges
(including modifications), debt-for-
equity exchanges, contributions to
capital and complete forgiveness by
the holder of the instrument. COD
income is the excess of the old
debt’s adjusted issue price over the
repurchase price.

For example, assuming on Jan. 1,
2009, a business client recognized
$100,000 of COD income and quali-
fied for deferral, then it could defer
reporting the income until its 2014
tax return. If it were in the 35% tax
bracket, this would provide the busi-
ness with $35,000 in tax savings for
2009. The client would then report
$20,000 of income per year for 2014
through 2018. Assuming it remains
in the 35% tax bracket, the total tax
liability would remain the same, but
in essence the client would be get-
ting an interest-free loan on the tax
liability.

S Corporation Built-in Gains Relief

When a C corporation converts to
an S corporation, it generally must
hold on to its assets for 10 years to
avoid tax on any built-in gains that
existed at the time of the conversion.
The S corporation built-in gains tax
applies a 35% tax when an S corpora-
tion takes built-in gains into income.
Built-in gains are items for which a
former C corporation had accrued
economic benefit on the day its S
corporation took effect, but which
had not been recognized for tax pur-
poses. For example, if the corpora-
tion had a piece of real estate worth
$120,000 on the day it became an S
corporation, and the property had a
basis of $90,000, there would be a
built-in gain of $30,000.

Under the new act, for tax years
beginning in 2009 and 2010, no tax
is imposed on the net unrecognized
built-in gain of an S corporation if
the seventh tax year in the recogni-
tion period preceded the 2009 and
2010 tax years. This will benefit law
firms and their corporate clients that
were C corporations that converted
to an S corporation in 2001 and 2002
if they sell any assets that would
have been subject to this tax.

continued on page 6
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Net Operating Loss (‘NOL’)
Carryback

Under the new act, businesses with
gross receipts of $15 million or less
will have the option to carry back
NOLs either three, four or five years
(instead of the two-year carryback
provided under old law). The five-
year carry back is effective for NOLs
generated in tax years beginning or
ending in 2008.

Any loss not absorbed in the car-
ryback period can be carried for-
ward up to 20 years. Businesses
also have the option to waive the
carryback period and carry the en-
tire loss forward. This may be ben-
eficial if your marginal tax rate in
the carry back years is unusually
low or if the alternative minimum
tax (AMT) in prior years makes the
carry back less beneficial.

COBRA Benefits

The new act contains a signifi-
cant COBRA revision that will apply
to every law firm that is subject to
COBRA. Under the new act, a former
employee would pay a portion of the
COBRA premium (35%) and the for-
mer law-firm employer would pay the
remaining portion (65%) of the pre-
mium for nine months. The law firm
would be able to credit its share of
the subsidy against wage withhold-
ings and payroll taxes (subject to in-
come thresholds). It is therefore rec-
ommended that law firms examine
their cash flow needs and contact their
COBRA administrators and payroll ven-
dors to discuss the steps required.
Incentives to Hire Unemployed
Veterans and Disconnected Youth

Law firms are allowed to claim a
work opportunity tax credit equal

to 40% of the first $6,000 of wages
paid to employees of one of nine
targeted groups. The new act ex-
pands the work opportunity tax
credit to include two new targeted
groups: 1) unemployed veterans;
and 2) disconnected youth. Individ-
uals qualify as unemployed veterans
if they were discharged or released
from active duty from the Armed
Forces during 2008, 2009 or 2010
and received unemployment com-
pensation for more than four weeks
during the year before being hired.
Individuals qualify as disconnected
youths if they are between the ages
of 16 and 25 and have not been reg-
ularly employed or attended school
in the past six months.
FOoRr INDIVIDUALS
Automobile Purchase Relief

The new act provides an above-
the-line deduction to individuals
purchasing a new car, light truck,
recreational vehicle or motorcycle
from Feb. 17, 2009 through Dec.
31, 2009 for state sales or excise tax
paid on the purchase. The deduction
applies to the tax attributable to the
first $49,500 of purchase price and
begins to phase out at AGI in excess
of $125,000 ($250,000 for married
couples filing jointly). This means
that individual attorneys and staff
members can benefit from the de-
duction even if they don’t itemize.
While both foreign and domestic
vehicles qualify, sales tax paid on a
lease do not qualify.
Section 529 Plans

Under the old law, the definition of
qualified education expenses did not
include laptops and computers and
therefore could not be purchased
through Section 529 plan accounts
tax free. The new act provides that
expenses paid or incurred for the

purchase of computer technology and
equipment or Internet access qualify
as qualified education expenses un-
der Section 529 plans for tax years be-
ginning in 2009 and 2010. Attorneys
can use these tax-advantaged savings
plans to fund college expenses for
their family. In addition, other family
members are allowed to use the tech-
nology as long as it is being used by
the college student.
First-time Homebuyer Credit

In the February 2009 article men-
tioned above, we discussed how at-
torneys or their staffs could benefit
from this essentially interest-free loan
in the form of a refundable credit. Un-
der the new act, the first-time home-
buyer credit is extended to apply to
homes purchased after Dec. 31, 2008
and before Dec. 1, 2009. The new act
removes the repayment requirement
for homes purchased during 2009
unless the home is resold within 36
months of purchase. It also increases
the amount of the credit from the
current maximum of $7,500 to up to
$8,000.
Transportation Benefits

The new act increases the maxi-
mum monthly exclusion for em-
ployer-provided transit and vanpool
benefits ($120 for 2008) to the same
level as the exclusion for employer-
provided parking ($230 for 2009)
for 2009 and 2010. These benefits
are a tax free fringe if provided by a
law firm saving the law firm payroll
taxes and the law firm’s employee’s
payroll and income taxes.

This article originally appeared
in Law Firm Partnership & Benefits
Report, a sister publication of this
newsletter.
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Business Taxation

continued from page 2

an apportioned share of the parent’s
capital gain from the LEXIS sale.

An intermediate court affirmed for
the state, finding that LEXIS served an
“operational function” within Mead’s
business, for reasons that: 1) the par-
ent wholly owned the subsidiary; 2)
Mead exercised control over LEXIS via
“manipulating” its corporate form, ap-
proving capital outlays, and “sweep-

ing” its excess cash into the parent’s
accounts, and 3) Mead described itself
in its annual reports as the operator
of the world’s foremost electronic re-
trieval service, i.e., LEXIS. To be sure,
the appellate court disregarded the
unitary business issue. When Illinois’
highest state tribunal refused to inter-
cede, the matter found itself before
the U.S. Supreme Court.
THE SUPREME COURT DECISION
Justice Alito did not hesitate in ac-
knowledging the constitutional im-

plications of this controversy, doing
so in the opening sentence of the
opinion: “The Due Process and Com-
merce Clauses forbid the States to tax
‘extraterritorial value.” See Container
Corp. of America v. Franchise Tax
Board, 463 U.S. 159, 164 (1983). Rath-
er, the states are permitted to tax “an
apportioned share of the value gen-
erated by the intrastate and extrastate
activities of a multistate enterprise if
those activities form part of a ‘unitary

continued on page 7
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business.” See Hunt-Wesson, Inc. v.
Franchise Tax Board of California,
528 U.S. 458, 460 (2000). The High
Court postulated the question be-
fore it as Illinois’ constitutional right
to tax an apportioned share of the
capital gain of Mead, an admittedly
out-of-state entity, when it sold LEX-
IS, one of its divisions.

Not holding anyone in suspense,
Justice Alito clearly stated that
“[blecause we conclude that the [II-
linois] courts misapprehended the
principles that we have developed
for determining whether a multi-
state’s business is unitary,” the state
court decision was overturned. Fur-
ther defining this misapprehension
by the judges below, the justices
“perceive[d] a more fundamental
error ... [Tlhe state courts erred in
considering whether Lexis served
an ‘operational purpose’ in Mead’s
business after determining that Lex-
is and Mead were not unitary.”

The constitutional aspects of this
case are what concerned the nation’s
highest court. Justice Alito wrote that
the Commerce Clause and the Due
Process Clause “impose distinct but
parallel limitations on a State’s power
to tax out-of-state activities.” See Quill
Corp. v. North Dakota, 504 U.S. 298,
305-06 (1992). The former demands
that there be some definitive link,
at least some minimum connection,
between the state and the person or
property it seeks to tax, as well as
a rational relationship between the
tax itself and the values connected
with the taxing state. The latter con-
stitutional proviso forbids the states
from levying taxes that discriminate
against interstate commerce or un-
fairly burden it with multiple or un-
fairly apportioned taxation. See Sa-
bino, supra (analyzing South Central
Bell). Justice Alito reminds us that
both constitutional strictures sub-
sume a broad inquiry as to whether
or not the taxing power wielded by
the state bears fiscal relationship to
the opportunities and benefits given
by that same state to the one it seeks
to tax. See Wisconsin v. J.C. Penney
Co., 311 U.S. 435, 444 (1940).

When, as is the case here, the tax-
payer has done some business in the
taxing state, the inquiry shifts from
whether the state can tax to what it
may tax. “To answer that question,
we have developed the unitary busi-
ness principle,” which provides that
a state may tax an apportioned sum
of the corporation’s multistate busi-
ness if the business is indeed uni-
tary. Adjudicators must determine
whether in-state and out-of-state ac-
tivities were part of a single, unified
endeavor. In contradistinction, if
extrastate values are derived from a
distinctive activity within a discrete
business enterprise, then the state is
powerless to tax revenue so gained
from outside its borders.

Some 15 years ago, the High Court
had traced the history of “this ven-
erable principle” in the case of Al-
lied-Signal, Inc. v. Director, Divison
of Taxation, 504 U.S. 768, 778-83
(1992), “and, because it figures
prominently in this case, we retrace
it briefly here.” Notably, the history
of the pertinent legal axiom closely
mirrors the nation’s economic de-
velopment. With the coming of the
Industrial Revolution, the United
States witnessed the emergence of
its first truly multistate businesses,
first and foremost among them the
railroads. For the first time, the
states confronted the dilemma of
being unable to tax a fair share of
the value of an interstate business
by simply taxing the capital within
their own borders.

Recognizing this as early as 1876
in the State Railroad Cases, 92 U.S.
575 (1876), the Supreme Court de-
vised the unitary business principle,
which addresses the problem by
shifting the constitutional inquiry
from taxing based upon mere geog-
raphy to assessments determined by
the taxpayer’s actual business. So, if
a state wished to tax value rooted in
a combined in-state/out-of-state en-
terprise, it could tax an apportioned
share of the value of that unitary
business (as opposed to artificially
segregating the taxpayer’s intrastate
operations). “Conversely,” Justice Al-
ito carefully pointed out, “if the val-
ue the State wished to tax derived
from a ‘discrete business enterprise,

then the State could not tax even an
apportioned share of that value.”
See Mobil Oil Corp. v. Commissioner
of Taxes of Vermont, 445 U.S. 425,
439 (1980); Container Corp., supra,
463 U.S. at 165-66.

Against this history, Justice Al-
ito refined the Court’s earlier pro-
nouncements by declaring that
previous references to “operational
functions” did not signal the creation
of a new ground for apportionment.
“The concept of operational func-
tion simply recognizes that an asset
can be a part of a taxpayer’s unitary
business even if what we may term
a ‘unitary relationship’ does not ex-
ist.” To the contrary, concluding that
a taxable asset fulfills an operation-
al function is “merely instrumental
to the constitutionally relevant con-
clusion that the asset was a unitary
part of the business being conduct-
ed in the taxing State rather than a
discrete asset to which the State had
no claim.” (emphasis supplied). Sim-
ply put, explained the High Court,
recent precedents on this issue “did
not announce a new ground for
constitutional apportionment of ex-
trastate values in the absence of a
unitary business.” Because the Illi-
nois state courts interpreted those
maxims to the contrary, they erred
and reversal was mandated.

Nearing its conclusion, the Su-
preme Court reconfirmed its stand-
ing instructions on the subject. In
cases such as this, where the asset
in issue is a distinct business unit,
“we have described the ‘hallmarks’
of a unitary relationship as func-
tional integration, centralized man-
agement, and economies of scale.”
The Illinois trial court found these
touchstones lacking, while the state
appellate panel did not even deter-
mine that discrete issue. These er-
rors warranted a remand so that the
Illinois appeals court could take up
that very question.

How DO MODERN LAW FIRMS

COMPARE?

In reviewing MeadWestvaco, we
come away with a fair degree of
comfort, surprising because this is
such a tumultuous and controversial
area of the law. Indeed, as current

continued on page 8
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economic woes continue, states suf-
fering from decreasing tax revenues
are more likely than not to be more
aggressive in taxing anything and ev-
erything they can get their hands on.
The instant case should give them
pause, and compel greater adher-
ence to legal principles already es-
poused.

Notwithstanding, we have to con-
trast how this mulitstate corporate
entity did business with how a na-
tional law firm manages its own
affairs. Crucial to the High Court’s
decision was the high degree of au-
tonomy LEXIS enjoyed during its life
as Mead’s affiliate: independent man-
agement, separate facilities, minimal
oversight, minimal cross-dealings.
Again, the mere fact that the ostensi-
ble subsidiary did not even purchase
its paper from a parent that has been
a paper manufacturer for a century
and a half speaks volumes that these
businesses were truly divided.

How do modern law firms com-
pare? In some instances, not well
at all. Many firms maintain mere
outposts, relatively lightly staffed,
and mere extensions of the primary
office. Moreover, note well the ex-
ertion of quality control from the
home office or a firm committee on
professional responsibility. This lack
of autonomy stands in sharp con-
tradistinction to the independence
LEXIS enjoyed, and therefore opens
up the doors to entirely different tax
treatment. Law firms might fare bet-
ter when (as some do) with a struc-
ture that fosters autonomy between
offices, establishes independent
profit centers, and otherwise aligns
their law practice a little bit more
closely to that of the typical corpo-
rate operation as identified in the
High Court’s latest pronouncement.

Returning to the safer and more so-
ber ground of the higher legal princi-
ples we find in MeadWestvaco, we see
the High Court carefully shepherding
the modern evolution of unitary busi-
ness taxation principles. The justices’

careful inspection of the axioms of
constitutionally limited state taxation
demonstrates that the Court will not
condone the states’ ranging far afield
in search of permissible tax revenue.
In short, the Supreme Court is appar-
ently well pleased with how it has
fostered the logical and necessary ad-
aptation of the unitary business prin-
ciple, and it will confine the states to
operate well within the borders the
High Court proscribes.

To be sure, the Supreme Court has
assured the solidity of the limitations
upon the taxing powers of the sever-
al states. But given the diverse styles
in which modern law firms manage
their multistate network of offices, it
is difficult to forecast exactly how this
will impact the profession. Therefore,
two penultimate points need to be
kept in mind: 1) management style
affects taxes to be paid; and 2) in the
years to come we will no doubt have
yet another landmark case to give us
something new to think about.
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Compensation
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existence is compensation, and cul-
ture/values fall to the side. This is
what is happening in too many law
firms as this severe recession unfolds.
RECOGNIZING THE DANGERS
Firms evaluating their compensa-
tion programs recognize the dangers
of simply maintaining the status quo.
Key business generators may take
their clients and leave; highly talent-
ed, technically skilled lawyers may be
picked out of the firm; management
may suffer, and the like. The effect is a
loss to the organization and a disrup-
tion in the lives and livelihoods of the
members. Many firms intuitively un-
derstand the risks, but few have the
ability to assess that risk in a system-
atic way. Such risk-assessment tools
are available, including one developed
by the author’s firm, Altman Weil, Inc.
It is equally true that firms perceive
danger in change. In any closed eco-

nomic system, a change in the com-
pensation program is likely to result
in some people getting less, while oth-
ers take more. This danger can block
compensation reform within a firm.
Prospective change and transition be-
come key elements in the evolution
of a compensation program. Change
needs to be prospective, i.e., forward
looking, and it is important to provide
time for the players to adjust to a new
rule book. Many firms also take specif-
ic action to prevent massive reductions
in compensation due to implementa-
tion of a new program. Mitigation
and minimums limit downward adjust-
ments to protect individual personal
economic circumstances. This step is a
major consideration and selling point
in marshaling support among partners
for reforms. Generally, it will take two
or three years to move from an existing
system to a new one.
CONCLUSION

The nature of compensation makes
selection of compensable criteria dif-

ficult. A successful law firm needs
lawyers with all of the qualities that
the various programs attempt to mea-
sure. As always, the individual char-
acteristics of the firm dictate how
to blend the ingredients into a suc-
cessful compensation program. It is
possible to reduce the emotion and
the stress inherent in compensation
matters by understanding that preci-
sion and absolute correctness are not
attainable. At best, you can create a
sense of rough justice wherein the
partners are satisfied with the fair-
ness of the system, appreciative of its
simplicity, and content to contribute
with the knowledge that the pay pro-
gram will recognize merit.
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