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Dear Taxation Section Member:

This year I am privileged to serve as Chairman of the Taxation Section of the State Bar of Michigan. Our Section has 
more than 1,500 active members. We enjoy a national reputation as one of the leading state bar taxation sections. The Tax 
Council provides our Section with dedicated and progressive leadership. Our activities are broad based, including a high 
quality tax journal, active subcommittees, many and varied continuing legal education opportunities, assistance to low 
income tax clinics, and outreach to the next generation of tax lawyers at our law schools.

My personal priorities as Chairman this year include:

• Raising the visibility of the Taxation Section both within and outside of the State Bar of Michigan;

• Strengthening our current subcommittees (Business Entities, Employee Benefits, Estates & Trusts, Practice & 
Procedure, and State & Local); and

• Continuing to expand our membership and outreach activities.

In order to provide you with the opportunity to participate in our programming, the Tax Council has substantially 
completed its calendar of activities for the year. It may be found at our web site which is located at www.michigantax.org.  
Please take a moment to review the schedule and set aside some time to join us in one or more of these programs. You 
may wish to make a special note of the date of our Annual Tax Conference.  This years program is scheduled for May 11, 
2006 and will be held at the St. John’s Golf & Conference Center in Plymouth, Michigan. You will, of course, receive more 
information about this program over the next few months.

I encourage each of you to share with me or other Tax Council members any suggestions you may have to improve our 
Section further. You may contact me at cml@maddinhauser.com.  Finally, if you need additional information or have 
any questions about any of the programs, please feel free to contact our Program Facilitator, Deb Michaelian. She can be 
reached at dmichaelian@raypro.com.

Sincerely,

Charles M. Lax, Chairman
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To: Members of the State Bar of Michigan, Taxation Section

As I complete my tenth year of active participation in the State Bar of Michigan, Taxation Section, it has indeed been an 
honor to serve as Chairperson this past year. I value the professional relationships and the personal friendships that have 
been made. As with many endeavors in our lives, I feel that I have gained much more than I have given and I have learned 
more than I have taught, and for that I am grateful. Before I report on many of the specific activities of our Section this past 
year, I would like to express my gratitude and appreciation to several people. First, to my immediate predecessor and our 
current Ex Officio, Sherill Siebert. Sherill has given tirelessly to the Section and established a model for team work within 
the officer ranks of the Section providing for greater continuity and smoother transition. Next, to Chuck Lax. Chuck and I 
have served on the Council and in the officer ranks for many years. He has provided innumerable insights, counsel, and has 
not shied away from any task. He will be an excellent Chairperson. To Aaron Sherbin, whom I recruited into the Section 
many years ago. He brings energy and technical competence. To our current Secretary, Jay Kennedy, who for several years 
now has provided the Section with his dedicated efforts. I also want to thank the members of this year’s Council. Jess Bahs, 
Ron Charlebois, Jeff DeVree, Joan Dindoffer, Paul Jackson, Tom Kenny, Henry Lee, Alvin Storrs and Gina Torielli. They 
have each brought unique talents and capabilities to the Council. Their active participation and dedication the Council 
activities has benefited us all greatly. To our Committee Chairpersons, Eric Carver, Warren Widmayer, Fred Hoops Ill, James 
Mauro and Wayne Roberts. Thank you for putting forth consistent and excellent programming this year. Attendance at 
our Committee meetings has generally been up and the comments positive. Lastly, I want to thank our Program Facilitator, 
Deb Michaelian. This past year, we have undertaken many programs and initiatives and Deb has done an excellent job in 
keeping our Section organized and functioning smoothly. This is no small task as in her “civilian” occupation, she works as 
my Administrative Assistant and Lord knows, it is not easy to keep me in check.

Tax conFerence

This past year, the Section undertook a radical change to its Tax Conference. The program was changed from a multi-
day presentation in the northern part of Michigan to a single day program in Metro Detroit. This year, it was held at 
the St. John’s Conference Center in Plymouth, Michigan. Based on the attendance and response from the attendees, the 
program was an unqualified success. I am pleased to report that the paid attendance was approximately 300% higher than 
in previous years. I commend the Council members for their support in making this change in the program and urge the 
Council and Section leadership in future years to embrace change. 

ouTreach 

I am particularly proud of the fact that our Section has once again provided more than lip service to outreach. This past 
year, the Section made a $5,000 grant (which was matched) to the Michigan State University School of Law Low Income 
Taxpayer Clinic. This clinic provides dignified and professional legal services under the guidance of its Clinical Director, 
Michelle Halloran, to individuals who would otherwise not be able to afford professional services necessary to deal with 
the complexities of our tax laws. In addition, many students benefit from the educational opportunity that provides true 
hands-on insight into various aspects of the tax practice. We look to these students as future members, and eventually future 
leaders to our Section. 
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Additionally, this past year, we have continued our outreach efforts to the law schools under the capable direction of Joan Dindoffer and 
assisted by Henry Lee. We have had informal lunches with law students from various schools explaining and answering questions regarding 
practice in the field of taxation, and the opportunities that lie therein. I strongly urge the Section to continue these activities. In addition 
to those programs, we offered several scholarships to the various law schools to attend other programs put forth by the Section, including 
the Tax Conference and the Tax Court Luncheons. 

The Section has much to be proud of in its outreach. 

I am pleased to report to the Section that several weeks ago, I made a presentation to the State Bar of Michigan Board of Commissioners. 
The State Bar was particularly impressed with our outreach efforts to the law schools and to the Low Income Taxpayer Clinic. The Section 
was viewed as a model for other Sections to follow. 

Michigan Tax laWyer 

We published three (3) editions of the Michigan Tax Lawyer under the direction of the Editor, Tom Kenny. The substantive content of 
the journal was exceptional. I am also pleased to report that we established a relationship with the law schools, where on a rotating basis, 
they submit articles for publication. 

inTerneT

The Section is maintained with the efforts of Jeff DeVree an active lnternet page under www.michigantax.org. The webpage provides links 
to various taxation websites, as well as its primary function of providing information to our members.

direcTory

I am especially pleased to report that the long awaited Tax Directory was distributed to our members via electronic format. For those 
desiring paper format, they only need to contact our Program Facilitator. I especially want to acknowledge the efforts of Joan Dindoffer, 
Jeff DeVree and Deb Michaelian in completing this important service to our membership. 

aFTer hourS Tax SerieS 

Our After Hours Tax Series once again was a tremendous success, benefited by our partnership with ICLE. Special thanks to Professor 
Al Storrs and Mary Hiniker of ICLE in putting forth a very successful series of programs that enjoyed extremely strong attendance. I 
would also like to acknowledge the special efforts of putting together a program following the changes last Fall to the 2004 Tax Act (1 36 
attendees) and our ability to bring forth a program to our membership within just a few weeks of enactment. 

Tax courT luncheonS

Our Section sponsored two (2) Tax Court luncheons during the past year under the capable tutelage of Ron Charlebois. Due to his efforts 
and coupled with our outreach programs, enjoyed record attendance nearly tripling the numbers from previous years. 

diSTinguiShed Speaker SerieS

This past year, the Section also joined with the Thomas M. Cooley College of Law Graduate Tax Program and sponsored the Distinguished 
Speaker Series. This year, we were honored by the presence of Mr. Eric Solomon who is the Assistant Secretary of Treasury for Regulatory 
Affairs. Mr. Solomon provided insights as to the prospective legislative agenda, as well as current I.R.S. policies. The program was well 
attended and it was a pleasure to see many new/old faces at the program. I also call on the Tax Section to further support programs of this 
caliber in the future. 

coMMiTTee MeeTingS

Lastly, I want to thank our Committee Chairs for their efforts. I want to particular acknowledge the efforts of Jim Mauro. Jim was able 
to convince his law firm, Dickinson Wright, to open their teleconference capabilities so that Committee meetings could be held simulcast 
and throughout the state of Michigan enabling members to overcome geographic obstacles and actively participate in our Section. Our 
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State and Local Committee is headed by Wayne Roberts. The Committee was particularly active this year as this Committee hosted 
various programs regarding potential changes concerning the Michigan Tax Tribunal Procedures. One program held with approximately 
one week’s notice drew nearly 40 attendees. This type of rapid response that demonstrates the value and work of our Section. Warren 
Widmayer once again put forth an extremely strong programming for the Employee Benefits Committee including their liaison meeting 
with the Internal Revenue Service and their 28th upcoming meeting on September. The Estates and Trusts Committee put forth a much 
stronger program this year under the leadership of Fred Hoops Ill, including his upcoming program featuring Richard Nenno. I call on 
the Section to continue to strongly fund the Committees as they are the back bone of our Section. During the past year as Chairperson, I 
attempted to attend or will attend at least one meeting of each Committee as well as actively participate in the program. I believe that it is 
important that the Chairperson present the “face” of the Section and call upon future Chairpersons to do likewise. 

In closing, I am extremely proud of the work that the Tax Section has done this year. I believe that we have moved forward in a positive 
direction and have embraced the idea of new programming and new content. I urge the Section to actively reach out to new lawyers and 
law students and to support the activities of community service. 

It has been a pleasure to serve as Chairperson this past year and I remain committed to active participation in the Tax Section. 

Thank you and good evening.

Eric M. Nemeth
Chairperson, Taxation Section, 
State Bar of Michigan 2004 - 2005

Outgoing Chairperson Eric Nemeth (left) passes the gavel to Incoming Chairperson 
Chuck Lax (right) at the Annual Meeting of the Tax Section, September 8, 2005. at 
the Skyline Club in Southfield.
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Section committee RepoRtS

REPORT OF THE BUSINESS 
ENTITIES COMMITTEE
John M. O’Hara, Chairperson
Edward Rose & Sons
30057 Orchard Lake Road
Suite 100
Farmington Hills, MI  48334
(248) 539-2255
(248) 539-2125 Fax
john_ohara@edwardrose.com

recenT acTiViTieS

The Business Entities Committee met on Wednesday, December 
21, 2005 at Dykema Gossett’s Bloomfield Hills office, located at 
39577 Woodward Avenue, Bloomfield Hills, and featured a one 
hour presentation on “Recent Developments on Sub-S Taxation” 
by Michael A. Indenbaum, a Principal at Miller, Canfield, Paddock 
& Stone P.L.C.

upcoMing acTiViTieS

The Committee will meet on Friday, April 7, 2006 at 10:00 a.m. 
at the offices of Honigman Miller Schwartz and Cohn LLP, 222 
N. Washington  Square, Suite 100, Lansing, Michigan.  June S. 
Haas of Honigman Miller will be the guest speaker and the topic 
of discussion will be “State taxes and their effect on allocations of 
multiple Limited Liability Companies.” 

REPORT OF THE EMPlOyEE 
BENEFITS COMMITTEE
David B. Walters, Chairperson
Bodman, LLP
201 West Big Beaver
Suite 500
Troy, MI 48098
Office: 1-248-743-6052
Fax: 1-248-743-6002
dwalters@bodmanllp.com

recenT acTiViTieS

December 2005. The Committee hosted a special meeting featuring 
Angelo Noe. Mr. Noe is Employee Plans Volume Submitter 
Coordinator Tax Exempt/Governmental Entities Division Internal 
Revenue Service, Cincinnati, Ohio. His presentation focused on 
the pre-approved qualified plan program.  Mr. Noe discussed Rev. 
Proc. 2005-16 as it relates to the Volume Submitter Program.  In 
particular, he explained how the program has changed since GUST, 
and how an EGTRRA advisory letter request should be submitted 
to the Service.  He provided the group with insights into what the 

Service will be looking for both procedurally and technically in the 
advisor letter applications, and how such request will be reviewed 
by the Service.

November 2005. The Committee held its annual joint meeting 
and dinner with the Michigan Employee Benefit Conference at 
Red Run Golf Club. Attendees at the meeting were provided with 
a presentation by the Internal Revenue Service employee plans 
examination groups located Detroit and Grand Rapids. Larry 
Burleson, Mike Hayden, Debi Lohning, and Jean Kowalski each 
presented on the various examination programs and initiatives 
that the Internal Revenue Service is currently employing to ensure 
compliance with the law governing qualified employee benefit plans. 
They focused on how the Service was attempting to better utilize its 
resources while maintaining an active compliance program.

upcoMing acTiViTieS

The Committee’s next meeting will be February 16, 2006. Scheduled 
to appear is Daniel L. Hogans. Mr. Hogans is an attorney advisor 
in the Office of Tax Policy, Department of Treasury. Mr. Hogans 
will be presenting on the recently issued guidance on non-qualified 
deferred compensation arrangements under I.R.C. § 409A.

REPORT OF ESTaTES aNd 
TRUSTS COMMITTEE
Frederick H. Hoops, III, Chairperson
Clark Hill PLC
500 Woodward Avenue, Suite 3500
Detroit, Michigan  48226-3435
(313) 965-8323
(313) 965-8252 Fax
fhoops@clarkhill.com

A meeting was held on December 14, 2005 at Meadowbrook 
Country Club and featured a presentation from Julie Kwon, who is a 
member of the Wealth Management Group at Bernstein Investment 
Research & Management.  The title of Ms. Kwon’s presentation was 
“Managing Trusts in an Uncertain World.”

noTice oF nexT MeeTing

The Estates and Trusts Committee will hold its next meeting together 
with the Planned Giving Roundtable of Southeast Michigan & 
LEAVE A LEGACY®:

when: Thursday, February 16, 2006 at 8:00 a.m.

where: The Skyline Club, Southfield, Michigan

Topic: “Charitable Planning in Times of Change - New Laws, 
Actual and Proposed and Their Impact on Planning”

 mailto:dwalters@bodmanllp.com
mailto:fhoops@clarkhill.com
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Michigan Tax Lawyer–Winter 2006

Featuring  
National  
Speaker:  Jerry J. McCoy, J.D., Washington, D.C.

regiSTraTion

Members of the Tax Section can register for this meeting by sending 
a check payable to the “State Bar of Michigan” in the amount of 
$25 to Fred Hoops at the address listed above.

Frederick H. Hoops, III
Chairperson of the Estates and Trusts Committee

NOTe: If you would like to receive notices for future events of 
the Estates and Trusts Committee via email, please provide us with 
your email address.  Additionally, please notify us of any changes in 
your email address.  

REPORT OF THE PRaCTICE 
& PROCEdURE COMMITTEE
Joseph Pia
Hyman Lippitt, P.C.
322 North Old Woodward
Birmingham, MI  48009
(248) 646-8292 Office
(248) 646-8375 Fax
jpia@hymanlippitt.com

recenT acTiViTieS

On December 7, 2005, Chuck Lax and I met with the Michigan 
I.R.S. Practitioner Liaison Group.  The meeting was also attended 
by the Independent Accountants Association of Michigan, the 
Michigan Association of Certified Public Accountants, the 
Michigan Society of Enrolled Agents, and the National Association 
of Tax Professionals.  The purpose of the Liaison Group is to provide 
a forum for the exchange of information on new and emerging 
issues of mutual interest to the Internal Revenue Service and the 
professional tax community.

A panel was organized with Kristy Washington, Senior Specialist 
with the I.R.S., and Joseph Pia as co-chairs of the panel.  The 
panel’s goal is to exchange information that will enhance the level 
of understanding between professional tax organizations interfacing 
with the I.R.S. and its representatives.

Members of the panel may individually advance ideas for 
improvements to the tax system, but the panel is not intended to 
serve in an advisory capacity to the I.R.S..

Future meetings are scheduled for May, August and November 
2006.  If you have any questions or issues that you wish to have the 
panel address, please feel free to contact me.

upcoMing acTiViTieS

March 8, 2006:  The Committee will meet on Wednesday, March 
8, 2006, beginning at 3:00 p.m.  Members will be able to attend 
the meeting either in Lansing, Grand Rapids, or Rochester.  Mark 
Rizik, Esq. of Miller Johnson Snell & Cummiskey, PLC in Grand 
Rapids will the be guest speaker.  The topic of discussion will be 
“Filing Refund Claims and Refund Suits-Case Studies.” Video 
conferencing throughout the State is being considered for this 
session. 

May 11, 2006 annual Tax Conference:  The Annual Tax 
Conference will take place in Plymouth, Michigan.  This meeting will 
feature break-out sessions with Robert D. Heitmeyer, Department 
of the Treasury (I.R.S.) Associate Area Counsel (SBSE) to give an 
I.R.S. enforcement update; Lisa S. Gretchko of Howard & Howard 
Attorneys, P.C., to speak on tax related issues in bankruptcy; Eric 
M. Nemeth of Raymond & Prokop, P.C., to speak on innocent 
spouse issues; Joni Larson, Professor, Thomas M. Cooley School 
of Law, to speak on collection due process; and James Mauro, the 
Committee’s past chair, of Dickinson Wright, PLLC, to give an 
annual update.

September 6, 2006 (time and place to be determined):  The 
topic is expected to be a panel discussion on revisiting Circular 
230.

REPORT OF THE STaTE aNd 
lOCal Tax COMMITTEE
December 28, 2005

Wayne D. Roberts, Chairperson
Raymond & Prokop, P.C.
Bank One Building
200 Ottawa Avenue, NW, Suite 400
Grand Rapids, Michigan 49503
(616) 776-1773 Office
(616) 356-5499 Fax
wroberts@raypro.com

recenT acTiViTieS

The State and Local Tax Committee has worked for the past 
several months with the full Tax Section Council on the drafting 
of proposed legislation that would create compromise authority 
within the Michigan Department of Treasury.  A compromise bill 
was passed out of the House Tax Policy Committee, but has not yet 
been passed by the Legislature.  

The State Bar – Taxation Section has formally adopted a policy 
position in support of legislation that would allow the Department 
of Treasury to compromise tax liabilities.  The SALT Committee 
has not held a regular meeting recently.  
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upcoMing acTiViTieS

The next regularly-scheduled meeting of the SALT Committee will 
be held Tuesday, February 14, 2006 from 3:30 p.m. to 5:00 p.m.  
This meeting will feature Michigan Tax Policy Director Dale Vettel.  

Mr. Vettel has agreed to tailor his presentation to suit member 
interests, and we requested advance questions to facilitate his 
preparation for the meeting.  The meeting will be held at the offices 
of Dykema Gossett in Lansing, Michigan, with video conferencing 
available.
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MICHIgaN Tax MaTTERS  
By Wayne D. Roberts 

Welcome to a new feature of The Michigan Tax Lawyer.  The 
editors have created this feature to replace the former “State and 
Local Tax Update.”  The new Michigan Tax Matters column will 
focus on what is happening in Lansing, both at Treasury and in the 
Legislature, along with recent tax decisions from Michigan courts.

The houSe conTinueS To puSh

For Tax reForM  

The big news for Michigan sounds like more of the same. The 
Michigan House of Representatives continues to push for tax 
reform, specifically for relief from the state’s Single Business and 
Personal Property Taxes.  

What is different this time is the open discussion forum being 
called for by House Tax Policy Chair, Fulton Sheen.  Representative 
Sheen has recently been circulating alternative tax reform proposals 
as very general, conceptual frameworks, and asking for input from 
business, tax professionals, and other legislators.

At this point, Representative Sheen’s conceptual frameworks for tax 
reform include:

Business License Fee Proposal.  This proposal has been suggested 
by the Detroit Chamber of Commerce.  It would repeal the Single 
Business Tax and creates an annual Michigan Business License Fee 
as a replacement.
 

Michigan Fair Tax.  This proposal comes from Representative 
Sheen.  The Fair Tax would eliminate Michigan’s State Income Tax, 
Single Business Tax, current Sales Tax and the Personal Property 
Tax.  This model is called the Michigan Fair tax and is patterned 
after the federal fair tax proposal ideas.  The legislature could put it 
on the ballot with a two thirds majority vote of the legislature or by 
a citizen’s initiative gathering the necessary number of signatures.  
 

Business activity Tax.  The third Proposal would replace the SBT 
with a business activity tax similar to the system that was in place 
from 1953 to 1967.  Please note that Ohio recently enacted its 
“Commercial Activity Tax,” which is a similar type of business 
activity tax.

Representative Sheen’s office in Lansing has indicated a willingness 
to accept comments on these proposals, along with other proposals, 
from tax professionals.

The goVernor SignS Tax package 
creaTing $600M in Tax relieF To 

ManuFacTuring coMpanieS

As an end-of-year gift to the state’s ailing manufacturers, on 
December 20, 2005, Governor Jennifer M. Granholm signed 
into law an eight-bill package aimed at reviving the languishing 
manufacturing sector in Michigan.   The legislation gives Michigan 
manufacturers over $600 million in tax cuts. It also creates certain 
incentives for businesses to locate in the state. 

It is important to note that there were no offsetting tax increases, 
or loophole closing provisions passed as a part of these tax cuts.  
Any net tax cost to the State will need to be addressed in next year’s 
budget.

Michigan legiSlaTure & grocery STore 
groupS Work To increaSe Michigan 

recycling eFForTS 

Michigan’s recycling efforts are lagging.  Reports indicate that 
Michigan recycles less waste than any of its neighbors, and there 
are few who would predict that this will change without some 
type of legislative action.  Why is Michigan’ recycling record so 
poor?  There are likely numerous reasons, but one sure factor is that 
Michigan’s bottle and can deposit laws have removed much of the 
profitable material from the recycling equation.  In fact, recycling 
companies tend to avoid Michigan because they cannot obtain 
enough aluminum to recycle to maintain profitable operations.  
There are two primary proposals intended to address Michigan’s 
poor recycling record.  

expansion of the Bottle/Can Deposit Law.  First, some groups 
would like to expand the bottle/can deposit law to cover all packaged 
drinks.  Presumably, this expansion would require something 
similar to a ten cent deposit on sports drinks, juice boxes, milk 
cartons, plastic water bottles, liquor, wine, juice in cans, and all of 
the assorted varieties of packaged, non-carbonated drinks.  Further, 
the expansion of the bottle deposit law would change trips to the 
grocery store to include carrying bags filled with returnables made 
of cardboard, plastic, tin, and other types of materials.

recycling “Fee.”  The second proposal involves the imposition 
of a transactional charge on retail sales that would raise funds to 
subsidize recycling companies for business done in Michigan.  It is 
important to note that grocery stores have for years born a majority 
of the cost of the bottle and can deposit laws.  With the backing 
of grocery store groups, a new law has been proposed that would 
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create what has been called a “Recycling Fee”.  This “fee” would be 
imposed on most retail sales at $.01 per retail transaction.  Yes, that 
is right, 1 penny per retail transaction.  The backers of the recycling 
“fee” appear poised to offer this provision as a Constitutional 
Amendment, rather than as a bill to be introduced into the 
Legislature.

Note:  Recycling is certainly important for the future of Michigan, 
and virtually all business groups support the expansion of recycling 
in Michigan.  However, from a technical perspective, classifying 
a transactional charge as a “fee” raises several potential issues: (1) 
Michigan law has distinguished between what constitutes a fee 
versus a tax, and certain types of “fees” have been invalidated as 
hidden taxes.  See Bolt v. Cit of Lansing (citations omitted). (2) To 
provide for tax fairness and to protect citizens’ rights, the Michigan 
Constitution requires that any tax be distinctly stated before it can 
be validly imposed.  (3) If a transactional charge is found to be 
a sales tax, then the Michigan Constitution limits the tax to 6%, 
and Michigan’s participation in the SSUTA (Streamlined Sales Tax) 
may be impacted.  These issues would need to be addressed by any 
legislative or Constitutional proposals.

Michigan caSe laW updaTe

Several recently decided cases represent important, and sometimes 
confusing, developments for Michigan taxpayers.  Some of these 
cases are highlighted below:

Michigan SBT

A.	 International	Home	Foods,	Inc.	v.	Department	of	Treasury, 
For Publication, Court of Appeals, Docket No. 253748 
(October 4, 2005).

• The Department is bound by the SBT nexus position 
stated in its RAB, and cannot retroactively assess SBT in 
years prior to the release date of the Gillette case).

B.	 J.	 W.	 Hobbs	 v	 Department	 of	 Treasury, For Publication, 
Court of Appeals, Docket No. 254069 (September 1, 2005).

• The Department of Treasury is not bound by the 
SBT nexus position stated in its RAB, and can in fact 
retroactively assess SBT in years prior to the Gillette 
decision.  The court noted that “while (the state) had the 
authority to retroactively apply the new taxing standard, 
such application was not mandatory.”

• “Though we are bound to uphold defendant’s retroactive 
application of the small business tax, we note that it is 
unfortunate that (Hobbs Corporation) and other similarly 
situated businesses are not able to trust the published 
bulletins of (the state),” the decision said.

• The judges based their decision in part by a Supreme 
Court finding that bulletins are interpretations of current 
tax statutes and do not have “the force of law.”

**Readers should note the glaring inconsistencies between these 
two Published opinions from the Michigan Court of Appeals, along 
with the following Unpublished opinion from the same court.

C.	 Hoffman-Laroche,	Inc.	v.	Department	of	Treasury, Michigan 
Court of Appeals, Unpublished, No. 252770, 2005 Mich. 
App. LEXIS 606 (Mar. 8, 2005).

• The Department of Treasury is not bound by the SBT nexus 
position stated in its RAB, and can in fact retroactively 
assess SBT in years prior to the Gillette decision.  

D. Dana	 Corporation	 v.	 Michigan	 Department	 of	 Treasury, 
For Publication, Court of Appeals Docket No. 255984, 2005 
Mich. App. LEXIS 2020 (August 18, 2005)

• The court held that the principle of stare decisis applied, 
Jefferson Smurfit controlled, and that the site-based CAD 
was fairly apportioned and Constitutional under the 
Commerce Clause.  This holding reversed an earlier 
Michigan Court of Claims decision that had held the 
CAD unconstitutional.

E. Technicolor	Videocassette	of	Michigan,	Inc.	v.	Department	
of	 Treasury, Unpublished, Court of Appeals Docket No. 
252220 (August 4, 2005).

• The court held that there were factual issues in controversy 
in the determination of whether a sale occured in Michigan 
when goods are shipped temporarily to a Michigan 
location.

• For Michigan SBT apportionment purposes, a sale is 
sitused to Michigan based on the destination of the goods 
sold (i.e., a sale shipped to Michigan is a Michigan sitused 
sale).  

F. Compuware	 Corp.	 v.	 Michigan	 Department	 of	 Treasury, 
MTT Docket Nos. 0303847 and 0304047 (April 15, 2005) 
(respondent’s motion for reconsideration denied).

• Michigan Tax Tribunal held that it has authority to order 
the Michigan Department of Treasury to produce a 
document and to conduct an in camera review to determine 
whether material within the document is protected from 
disclosure under MCL § 205.28(1)(f ).  

• Further, the Tax Tribunal held that it  has authority to 
impose a sanction under MCR 2.313(B)(2) for failure to 
comply with a discovery order.

G. Fluor	 Enterprises,	 Inc.	 v.	 Department	 of	 Treasury, For 
Publication, Court of Appeals Docket No. 251005, 265 Mich. 
App. 711; 2005 Mich. App. LEXIS 909 (April 14, 2005).

• Court held that architectural services performed in 
connection with a Michigan construction project were 
Michigan sales under MCL § 208.53(c), but that provision 



was found to be unconstitutional because it violated the 
Commerce Clause (i.e., failed the internal consistency test 
needed for the “fairly apportioned” requirement).

• Since MCL § 208.53(c) was invalidated, the service income 
was sourced under costs of performance to California, the 
location at which the majority of the engineering and 
architectural services were performed.

H. Manske	v.	Department	of	Treasury, Court of Appeals Docket 
No. 250565, 265 Mich. App. 455; 695 N.W.2d 92; 2005 
Mich. App. LEXIS 709 (Mar. 17, 2005).

• The court held that the granting of a deed in lieu of 
foreclosure was not incidental to the establishment and 
operation of the hotel and business park.  As such, the 
granting of the deed in lieu of foreclosure was classified 
as a “casual transaction,” exempting the accompanying 
capital gains from inclusion in the SBT base.

Michigan SaleS, uSe  
and WiThholding Tax

Brunswick	 Bowling	 &	 Billiards	 Corporation	 v	 Michigan	
Department	 of	 Treasury, For Publication, Court of Appeals 
Docket No. 261682 (August 18, 2005).

• The Michigan use tax does not apply to the value of promotional 
samples that are withdrawn from Michigan inventory and 
provided to out-of-state customers or professional bowlers for 
out-of-state use.

• The transfer of inventory held for resale out of inventory does 
not create a taxable use.

Michigan real properTy Tax

AERC	 of	 Michigan,	 LLC	 v.	 City	 of	 Grand	 Rapids, Michigan 
Court of Appeals Docket No. 254244 (June 14, 2005).  

• The Michigan Court of Appeals held that the Charter of the 
City of Grand Rapids properly imposed procedures required to 
protest property tax assessments, and effectively validated the 
Assessors Review.

• The Court of Appeals noted that (1) the Taxpayer’s appeal form 
had done little more than identify its property and communicate 
a general opposition to the City’s assessments of such property 
and (2) the Taxpayer failed to provide, or provided only cryptic 
answers, to substantive questions included on the form that are 
required to aid in a meaningful review.

Michigan MoTor Fuel Tax

DaimlerChrysler	 Corporation	 v.	 Michigan	 Department	 of	
Treasury, Court of Appeals Docket No. 262518 (November 1, 
2005).

• For purposes of MCL §§ 207.1033 and 207.1039, an end user 
of motor fuel is the ultimate user who uses the fuel to power 
the vehicle.  

• A motor vehicle manufacturer that purchases fuel at retail 
and later transfers the vehicles to a dealer is not an end 
user and is therefore not entitled to refund. Neither is such 
a manufacturer a bulk end user for purposes of MCL §§ 
207.1033 and 207.1039, because the fuel is not used for its 
own consumption. 

• Taxpayer was also not an industrial end user as defined in 
MCL§ 207.1003 because it did not use the fuel in question. 

Wayne D. Roberts is Chairperson of State and Local Tax Committee of 
the Taxation Section of the State Bar of Michigan. He is a partner at 
Raymond & Prokop, P.C. in Southfield, Michigan, where his practice 
focuses on federal, state and local tax matters.  
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Section 475(f ) offers to a particular subset of taxpayers who buy 
and sell securities, securities traders, the opportunity to elect “mark-
to-market” treatment of the gains and losses from their trade or 
business of securities trading.1  An electing securities trader (“electing 
trader”) no longer reports the gains and losses upon a “realization” 
event, such as a sale of the securities.2   Instead, mark-to-market 
accounting requires a periodic determination of the electing trader’s 
gains and losses on its trading securities.  This accounting restricts 
tax minimization strategies generally available to taxpayers under 
realization accounting (i.e., the ability to defer unrealized gains and 
accelerate unrealized losses).3  Although the electing trader loses the 
timing advantages inherent in realization accounting, the Section 
475(f ) election may provide other advantages, such as relief from 
various limitations on the use of capital losses, that can improve the 
electing trader’s after-tax returns from his securities trading activity.  
This article provides a brief overview of (i) eligibility to make the 
Section 475(f ) election and the classification as a securities trader, 
(ii) the operation of Section 475(f ), and (iii) the procedures for 
making the Section 475(f ) election.

SecTion 475 and SecuriTieS dealerS,  
TraderS and inVeSTorS

A “person who is engaged in a trade or business as a trader in 
securities” is eligible to make the Section 475(f ) election.4  None 
of Section 475, the regulations thereunder nor the legislative 
history provides a definition of a “trader in securities.”5   Nor do 
other Code provisions and regulations provide direct guidance.  
Therefore, one must review case law developed in other contexts 
to determine whether a particular taxpayer engages in a trade or 
business of trading in securities.

Taxpayers that buy and sell securities generally fall within one of 
three categories for federal income tax purposes:  dealer, investor, 
or trader.  “Dealers” carry on a trade or business and hold securities 
primarily for sale to customers.6  “Investors” are generally taxpayers 
who buy and sell securities for long-term capital appreciation, 
but their activity does not rise to the level of a trade or business.7  
The securities trader encompasses a third subset of taxpayers who 
buy and sell securities as a trade or business, but who do not have 
customers.8  The distinctions between buying and selling securities 
as an investment activity or as a trade or business activity have been 
developed in cases dating back to the first half of the twentieth 
century.9

Higgins v. Commissioner10 was an early Supreme Court case 
addressing the issue of whether a taxpayer was engaged in the trade 
or business based on his securities activities.  In the Higgins case, 
the taxpayer attempted to deduct expenses incurred in connection 

with the handling of his substantial portfolio under the predecessor 
to Section 162.11  Higgins maintained two offices, “kept a watchful 
eye over his securities,” had records kept and reports made, and 
directed purchases of securities through a financial institution.  The 
Court noted that the taxpayer “sought permanent investments,” 
but had some “limited shiftings in his portfolio” due to changes, 
redemptions, maturities and accumulations.  The Court stated that 
the determination of whether a taxpayer is engaged in a trade or 
business involves a facts and circumstances analysis.  Based on the 
facts and circumstances before it, the Court concluded that Higgins 
was not engaged in a trade or business because he “merely kept 
records and collected interest and dividends from his securities, 
through managerial attention for his investments.”12

Over the years, the lower courts developed a test for classifying 
taxpayers as securities traders rather than investors based on three 
primary factors:  (i) intent to carry on a trade or business, (ii) 
the buying and selling of securities as a frequent and continuous 
activity, and (iii) the seeking of profits from short-term price swings 
rather than from interest, dividends and capital appreciation.13  The 
Tax Court recently applied the common law securities trader test 
in what appears to be the first case arising after the enactment of 
Section 475(f ) that involves the issue of whether a securities trading 
activity rose to the level of a trade or business.14  In Frank Chen v. 
Commissioner,15 a pro se case, the taxpayer asserted that his buying 
and selling of securities (both short and long trades) rose to the level 
of a trade or business.  Chen, who worked full time as a computer 
chip engineer, completed 323 transactions in the first seven months 
of 1999, with the bulk of the activity occurring in February, March 
and April.  Chen used “real time” information systems to obtain 
current market information and his trades were of relatively short 
duration (less than one month on average).

The Tax Court found that Chen did not establish that he carried 
on a trade or business of buying and selling securities.  The Tax 
Court applied the three factor formulation of the trade or business 
test set forth above: intent, frequency and continuity of activity, 
and nature of the income derived.16  The Tax Court stated that 
Chen’s daily trading over a three-month period seemed to clearly 
satisfy the requirement that trades attempt to catch market swings.  
However, the Tax Court determined that Chen did not satisfy the 
“frequent, regular, and continuous” activity prong of the trader test.  
According to the Tax Court, Chen’s securities activities did not 
meet this test because he had conducted most of his trading activity 
in only three months of the year and he also had another full-time 
job.  The Tax Court stated that, in the cases upholding securities 
trader status, “the number and frequency of transactions indicated 
that they were engaged in market transactions almost daily for a 
substantial and continuous period, generally exceeding a single 
taxable year; and those activities constituted the taxpayers’ sole or 

ElECTION OF MaRk-TO-MaRkET TREaTMENT  
FOR SECURITIES TRadERS 
By James H. Combs
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primary income-producing activity.”17  The Tax Court concluded 
that daily trading for 3 months was “sporadic,” and found that 
Chen was not a securities trader.18  

Applying the case law, a taxpayer who does not intend to purchase 
and sell securities for investment purposes, has a large volume of 
trades, and has predominantly short-term capital gains can sustain 
trader status.  It also appears to be helpful, in light of the Tax Court’s 
decision in Chen (whatever the merits of the court’s reasoning),19 if 
such trading activity is carried on for more than one year and is 
a full-time occupation.  Qualification as a securities trader would 
then permit the taxpayer to make the Section 475(f ) election.

operaTion oF SecTion 475(f)

Securities traders have a timing option under realization 
accounting.20  However, securities traders are also subject to various 
loss limitation rules.  Section 475(f ) provides securities traders an 
alternative for accounting for securities trading gains and/or losses 
that can mitigate the impact of these rules.  The securities trader has 
the choice of continuing to use realization accounting or can opt in 
to the mark-to-market accounting regime of Section 475(f ).

Once an effective election is made, the electing trader treats each 
security “held in connection” with his securities trading business 
as sold and then immediately repurchased at its fair market value 
(“FMV”) on the last business day of his taxable year.21  The electing 
trader’s gain or loss for each security equals the difference between 
his adjusted basis in the security and its FMV.22 

The mark-to-market income or loss, and any income or loss from 
securities subject to mark-to-market accounting that are sold before 
the end of the taxable year, is ordinary in character rather than 
capital (as would be the case for a dealer or a non-electing trader).23  
This provides the following benefits to the electing trader:

• An electing trader can deduct losses from trading securities 
against ordinary income, without the limitations imposed by 
Section 1211.

• An electing trader can carry net operating losses back two years 
and forward twenty years under Section 172.

The electing trader also is excepted from other rules that address 
issues arising under realization accounting:24  

• The wash sale rules of Section 1091 do not apply to an electing 
trader.25  

• The constructive sale rules of Section 1259 are limited in their 
application to electing traders.26 

Importantly, for securities traders that also hold investment 
securities, Section 475(f ) permits the electing trader to segregate 
his trading and investment activities.27  If an electing trader clearly 
identifies a security before the close of the day on which it was 
acquired, originated, or entered and the security has no connection 
to the trading activities of the securities trader, then Section 475(f ) 
will not apply to that security.28 

procedure For elecTing under SecTion 
475(f)

Section 475(f )(3) states that taxpayers are not required to obtain 
the consent of the Secretary of the Treasury to elect under Section 
475(f ).29  The legislative history provides that the I.R.S. can 
prescribe the method for making the Section 475(f ) election.30  The 
I.R.S. has published rules for making the Section 475(f ) election in 
Revenue Procedure 99-1731 which rules are summarized in relevant 
part below.  These rules are specific and, in private letter rulings 
(“PLR”), the I.R.S. has not granted relief to taxpayers requesting 
permission to file a late Section 475(f ) election.32  In order to 
comply with the I.R.S.’ rules, a taxpayer must file a statement by 
the due date of his original tax return (without regard to extensions) 
for the tax year immediately preceding the tax year for which the 
Section 475(f ) election is being made.33  For taxpayers requesting 
an automatic extension for the filing of their return, the statement 
must be filed with the extension request on or before the due date 
for filing the request.  A different rule applies to a “new” taxpayer, 
i.e., a taxpayer that did not file a return in the tax year immediately 
before the tax year for which the Section 475(f ) election is to be 
effective.  New taxpayers must make a statement in their books 
and records no later than the 15th day of the third month after the 
beginning of the election year and file a copy of the statement with 
their tax return for the election year.  The statement that the electing 
trader files must provide information on the election being made 
(e.g., “Election Under Section 475(f )”), must identify the first tax 
year for which the election is effective, and must identify the trade 
or business for which the Section 475(f ) election is made.

The change to mark-to-market reporting is treated as a change in 
method of accounting subject to Sections 446 and 481.34  Although 
the I.R.S. may require a taxpayer to obtain its consent before the 
taxpayer can change its method of accounting, this consent is 
automatically granted where the electing trader satisfies the rules 
for making the Section 475(f ) election, changes to a method of 
accounting in accordance with its Section 475(f ) election, makes the 
change for the first tax year for which the election is effective, and 
meets the following filing requirement.31  An electing trader must 
file an I.R.S. Form 3115 (Application for Change in Accounting 
Method) for the year of the change with his timely filed return 
(including extensions).35   A copy of this form must be filed with the 
National Office of the I.R.S..  The Form 3115 must be labeled with 
a reference to Section 10A of the Appendix to Revenue Procedure 
2002-9.36

concluSion

The Section 475(f ) election presents securities traders with the 
opportunity to elect an alternative method of taxation for their 
securities gains and losses.  Securities traders may benefit from 
better matching of income or losses in their securities positions 
without the application of various tax law restrictions.  When 
considering how to report one’s buying and selling of securities as 
either a trade or business or an investment activity and whether 
one is eligible to make the Section 475(f ) election, taxpayers must 

election of maRk-to-maRket tReatment foR SecuRitieS tRadeRS
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first determine whether they can sustain the position that they are 
a trader.  The taxpayer must then determine whether a Section 
475(f ) election will provide benefits (e.g., from the broader ability 
to utilize any securities trading losses) that outweigh any detriments 
(e.g., from the loss of any ability to time, for tax purposes, gains or 
losses from trading securities).  The Section 475(f ) can prove to be a 
valuable option for securities traders, but one that must be carefully 
evaluated.

James H. Combs is a Partner in Honigman Miller Schwartz and Cohn 
LLP’s Detroit office.  Mr. Combs concentrates his practice on corporate 
taxation, mergers and acquisitions, tax credit projects, and financial 
products taxation.  Mr. Combs graduated from Williams College in 
1994, with a B.A. in Political Economy, and from the University of 
Texas at Austin School of Law, where he received his J.D. with honors in 
1997.  Mr. Combs is a member of the Michigan and Texas bars, and is 
a member of the American Bar Association (Tax Section) Committee on 
Financial  Transactions.  Mr. Combs would like to thank his colleague, 
Ronald W. Victor, for helpful comments.

endnoTeS

1.  All “Section” or “§” references are to sections of the Internal 
Revenue Code of 1986, as amended (“Code”), or the Treasury 
regulations promulgated thereunder.  The term “securities” for 
purposes of Section 475(f ) is defined in Section 475(c)(2), and 
includes stocks, bonds, notional principal contracts, etc.  See 
also Treas. Reg. § 1.475(c)-2; Prop. Reg. § 1.475(c)-2.

2. For a discussion of realization accounting, see Bittker & 
Lokken, Federal Taxation of Income, Estates, and Gifts 
(2nd/3rd Ed. 2005), ¶5.2.

3.  For a broad discussion of mark-to-market accounting before 
the enactment of Section 475(f ), see Kleinbard and Evans, The 
Role of Mark-to-Market Accounting in a Realization-Based Tax 
System, Taxes (December 1997).

4.  Section 475(f )(1).  The mark-to-market election is also 
available to commodities traders.  Section 475(f )(2).  Section 
475(f ) was enacted in 1997.  P.L. 105-34, § 1001(b).

5.  The legislative history to the enactment of Section 475(f ) only 
states that “[t]raders in securities generally are taxpayers who 
engage in a trade or business involving active sales or exchanges 
of securities on the market, rather than to customers.”  S. Rept. 
No. 105-33 (P.L. 105-34), at 128.

6.  See George R. Kemon, et al. 16 T.C. 1026 (1951).  A definition 
of a “dealer in securities” for purposes of Section 475 is set forth 
in Section 475(c)(1).  Section 475(a) requires securities dealers 
to mark securities to market, subject to certain exceptions.  This 
mandatory mark-to-market accounting eliminated the use of 
previously allowed inventory accounting methods.  Dealers 
had theretofore accounted for their inventory of securities 
using cost, the lower of cost or market, or market value.  This 
permitted potential acceleration of losses and deferral of gains.  
See H. Rept. No. 103-11 (P.L. 103-66), at 660.  Section 475(e) 
applies an elective mark-to-market accounting for dealers in 
commodities.

7.  For investors, a category that includes most individual taxpayers, 
the tax treatment is generally familiar.  For example, securities 

gains and losses are taxed under realization accounting, gains 
and losses are treated as capital items, capital gains may be 
taxed at preferential rates, capital losses may be subject to 
limitations, investment expenses under Section 212 are treated 
as “below the line” miscellaneous itemized deductions, interest 
expense deductions may be limited under Section 163(d), etc.

8.  Securities traders are taxed in some ways in the same manner 
as investors (e.g., gains and losses are capital), but in other 
ways receive potentially more favorable treatment (e.g., trading 
expenses are “above the line” deductions under Section 162, 
Section 163(d) is inapplicable, etc.). 

9.  Case law similarly addresses the distinction between securities 
dealers and traders.  See, e.g., Kemon, supra.

10.  312 U.S. 212 (1941).
11.  The Higgins case preceded the enactment of the current Section 

212, so the taxpayer’s ability to deduct the expenses at issue 
relied exclusively on the existence of a trade or business.

12.  The Supreme Court last spoke on the “trade or business” issue 
in the Section 162 context in Commissioner v. Groetzinger, 480 
U.S. 23 (1987), a case involving the expenses of a full time 
gambler. 

13.  Cases that have addressed the securities trader/investor issue 
include, e.g., Paoli, T.C.M. 1988-23; Moller v. U.S., 721 F.2d 
810 (CA Fed. Cir. 1983); Liang, 23 T.C. 1040 (1955); Fuld 
v. Commissioner, 139 F.2d 465 (CA-2 1943); Estate of Yaeger 
v. Commissioner, 889 F.2d 29 (CA-2 1989).  See Lorence, 
Green, and Terhune, Trader vs. Investor Status – Responding to 
I.R.S. Positions, 5 Derivatives No. 12 (August 2004).  For 
a dissection of the considerations involved in determining 
securities trader status, see Schwartz, How Many Trades Must a 
Trader Make to be in the Trading Business? 22 Va. Tax. Rev. 395 
(Winter 2003).

14.  This case also appears to be the first case to involve a “day 
trader,” a phenomenon that increased in the late 1990s.  See 
Robison and Mark, Online Transactions Intensify Trader vs. 
Investor Question, Practical Tax Strategies (February 2001); 
Thomas, Trading, but Not a Trader, Tax Notes (July 19, 2004); 
Schwartz, supra note 13.

15.  T.C.M. 2004-132.
16.  The Tax Court cited Moller, supra.  Other cases cited by the 

Tax Court include King v. Commissioner, 89 T.C. 445 (1987), 
Liang, supra, Boatner, T.C.M.. 1997-379, aff ’d,164 F.3d 629 
(CA-9 1998), and Groetzinger, supra.

17.  The Tax Court cited Levin v. U.S., 597 F.2d 760 (Ct. Cl. 1979) 
and Fuld, supra, on this point.  For an analysis suggesting 
that the Tax Court may have been too quick to rule against 
Chen, see Lorence, Green and Terhune, supra note 13, at 4; 
cf. Schwartz, supra note 13, at 440.  Other facts presented in 
the case suggest that Chen, notwithstanding his losses, was not 
the most sympathetic taxpayer.  For example, it did not appear 
helpful to Chen that he did not initially report his securities 
trades as part of a trade or business (i.e., he did not report his 
trades on Schedule C). 

18.  This conclusion, in turn, obviated the need to review the 
timeliness of Chen’s attempted Section 475(f ) election.  The 
Tax Court’s decision in Chen could have been decided based 
on Chen’s failure to make a timely election under the I.R.S.’ 
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procedural guidelines.  The I.R.S. presented this argument in 
addition to the securities trader argument.  Some commentators 
have concluded that the discussion of securities trading in the 
Chen case is dicta because Chen made an election that did not 
comply with the I.R.S.’ procedural rules.  See Lorence, Green 
and Terhune, supra note 13, at 3.

19.  See Lorence, Green and Terhune, supra note 13.
20.  Although capital in nature, trading gains and losses generally 

would not be long-term (and thus potentially eligible for 
preferential long-term capital gains rates for individuals) 
because of the nature of a securities trading activity.  

21.  Section 475(f )(1)(A).  The principles of Section 475 set forth 
in guidance applicable to securities dealers apply to electing 
traders, unless provided otherwise.  Prop. Reg. § 1.475(f )-
2(c).

22.  Section 1001(a).  Section 475(f )(1)(A) also states that “Proper 
adjustment shall be made in the amount of any gain or loss 
subsequently realized for gain or loss taken into account 
under the preceding sentence.  The Secretary may provide by 
regulations for the application of this subparagraph at times 
other than the times provided in this subparagraph.”  Proposed 
regulations have been promulgated by the I.R.S..  Prop. Reg. § 
1.475(f )-1 and Prop. Reg. § 1.475(f )-2.

23.  Section 475(f )(1)(D) (cross-referencing Section 475(d)).  
Section 475(d)(3) treats mark-to-market income and losses 
as ordinary in character.  See also Prop. Reg. § 1.475(f )-2(b)  
The Section 475(f ) election does not cause a trader to become 
subject to self-employment tax.  Section 475(f )(1)(D); Section 
1402(a)(3)(A).

24.  The straddle rules of Section 1092, which generally defer losses 
from a position in securities when there are unrealized gains in 
an offsetting position, continue to apply to an electing trader.  
Section 475(f )(1)(D) (cross-referencing Section 475(d)).  
However, the straddle rules have less relevance when both 
positions are subject to mark-to-market treatment.

25.  Section 475(f )(1)(D) (cross-referencing Section 475(d)).  The 
wash sale rules generally defer a taxpayer’s loss from a sale or 
disposition of securities if the taxpayer acquired substantially 
identical securities within the thirty days before or after the sale 
or other disposition.  Section 1091(a).  This prevents a taxpayer 
from taking an immediate tax loss for depreciated securities 
(by selling the securities) while remaining in substantially the 
same economic position (by purchasing the same securities).   

26.  Section 475(f )(1)(C).  Section 1259 is a more limited mark-
to-market provision.  Taxpayers that eliminate substantially all 
of the their risk of loss and opportunity for gain with respect 
to appreciated financial positions by entering into specified 
types of transactions are deemed to have sold the appreciated 
financial position.  Section 1259(a).

27.  Section 475(f )(1)(B); Prop. Reg. § 1.475(f )-2(a). 
28.  Section 475(f )(1)(B); Prop. Reg. § 1.475(f )-2(a), (d).  If a 

security initially identified as having no connection to the 
securities trading trade or business subsequently develops 

a connection, then Section 475(f ) applies to the changes in 
value that result after the date of such connection.  Section 
475(f )(1)(B).

29.  An electing trader must continue to use mark-to-market 
accounting for subsequent years.  The election can only be 
revoked with the consent of the Secretary of the Treasury.  
Section 475(f )(3).

30.  H.R. Conf. Rep. No. 105-220, (P.L. 105-34) at 516.  See also 
Prop. Reg. § 1.475(f )-1(a) (a Section 475(f ) election must be 
made in the time and manner set forth by the I.R.S.).

31.  1999-1 C.B. 503, modified in part by Revenue Procedure 
2002-9, 2002-1 C.B. 327.

32.  See P.L.R. 2004-29-011, P.L.R. 2003-04-006, P.L.R. 2002-
09-054, P.L.R. 2002-09-053, and P.L.R. 2002-09-052.  In 
Technical Advice Memorandum 2004-23-015, the I.R.S.’ 
National Office advised that a taxpayer did not properly elect 
under Section 475(f ) pursuant to Revenue Procedure 99-
17.  The taxpayer had not filed the election by the due date 
(without regard to extensions) for his tax return for the tax 
year immediately preceding the year in which the election was 
to be effective.  In Chen, supra, the Tax Court did not reach 
the issue of whether an election that failed to comply with the 
I.R.S.’ guidelines could be effective because it determined that 
the taxpayer was not a securities trader eligible to make the 
election.  The Tax Court subsequently upheld the requirements 
of Revenue Procedure 99-17, which are stated to be the 
exclusive method for making the Section 475(f ) election.  See 
Ronald Lehrer, et ux. v. Commissioner, T.C.M. 2005-167.

33.  One method recommended for establishing a trading activity 
after the time for filing a return for the calendar year is to 
establish a partnership to conduct the trading activity.  See Raby 
and Raby, Effect of ‘Sporadic’ Trading on Security Dealer Status, 
2004 Tnt 112-12 (June 10, 2004).  The Rabys note that the 
use of a separate trading entity may also avoid issues relating 
to the required Section 481 adjustment (discussed below), the 
termination of the election and the sporadic trading issue.  For 
similar recommendations, see Lorence, Terhune and Green, 
Practical Tax Strategies for Section 475(f ) Elections, Derivatives 
Report, Vol. 6 No.7 (March 2005).

34.  As a result of the change in method of accounting, the 
electing trader may have to make a “Section 481 adjustment” 
as provided in Revenue Procedure 98-60, 1998-2 C.B. 761, 
if the electing trader has filed returns as a securities trader in 
prior years and holds appreciated or depreciated securities in its 
trade or business at the time of the election.

35.  A securities trader can file the Section 475(f ) election 
notwithstanding the scope limitations of Section 4.02 of the 
Revenue Procedure (e.g., taxpayers under audit generally are 
not within the scope of Revenue Procedure 2002-9 for a change 
in method of accounting), but certain requirements must be 
met.  Section 10A.02(2)(b) of Revenue Procedure 2002-9.

36.  The filing requirement is outlined in I.R.S. Publication 550, 
Investment Income and Expenses (2004), Chapter 4.
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Background

When a U.S. tax practitioner is representing a client in the process of 
starting a business in Canada, an immediate question should come 
to mind – “what type of entity should be used?”  As is typically the 
case in tax planning matters, the answer to this question will depend 
on both tax and non-tax considerations, including the projected 
life of the Canadian investment (and, thus, whether the deferral of 
U.S. taxes1 on the Canadian earnings of the chosen entity would 
be meaningful) and whether the U.S. taxpayer is an individual, a 
pass-through entity (e.g., a partnership) or a corporation for U.S. 
tax purposes.  The type of entity selected could have negative U.S. 
and  Canadian consequences for the taxpayer and, as a result, a 
Canadian investment vehicle should not be chosen in haste.  This 
article will first outline the U.S. tax issues to be considered in this 
context and will subsequently focus on one of the more popular 
entities used in U.S. – Canadian transactions, the Nova Scotia or 
Alberta unlimited liability company (“ULC”).
  

u.S. Tax FundaMenTalS

In General. While a U.S. investor can undertake its Canadian 
business through a variety of entities (i.e., a corporation, 
partnership, or ULC, or non-entity / branch), the essential U.S. tax 
issue generally revolves around whether the objective of the chosen 
tax structure is to defer the payment of U.S. taxes on the Canadian 
earnings of the chosen entity (and keep the earnings offshore) or to 
pass-through such earnings, and the associated Canadian taxes (as a 
foreign tax credit), directly to the ultimate owner(s).  If the former 
“deferral” approach is preferred (since, for example, it could deliver 
“significant time value of money” benefits), the U.S. investor would 
need the Canadian entity to be treated as a corporation for U.S. tax 
purposes.  Under the U.S. entity classification tax rules (commonly 
known as the “Check-the-Box” regulations), a Canadian corporation 
is considered a “per se” corporation, but the general “default” status 
of a Canadian partnership or ULC is that of a “pass-through” 
entity.  As a result, in respect of either a Canadian partnership or 
a ULC, an Internal Revenue Service Form 8832 must be executed 
to elect corporate treatment.  If a pass-through structure is more 
advantageous (e.g., to eliminate the second layer of corporate tax on 
the distribution of the underlying Canadian earnings of the chosen 
entity to the individual owners), a partnership, ULC, or branch 
could be selected.   

Deferral Structures. Before implementing a deferral structure in 
which the Canadian operational entity is treated as a corporation 
for U.S. tax purposes, a U.S. investor should be mindful that true 

Tax-EFFICIENT STRUCTURINg IN CaNada:  CHOICE OF 
ENTITy CONSIdERaTIONS aNd THE ExPaNdINg dyNaMIC 
OF THE UNlIMITEd lIaBIlITy COMPaNy

By Michael W. Domanski, Todd A. Miller, Michael F. Friedman & Wayne D. Gray

deferral is only achieved to the extent that the local effective tax rate 
on the Canadian earnings is less than the U.S. effective tax rate.  
Since the Canadian tax regime is often more burdensome than the 
U.S. tax system, and the U.S. tax rules generally provide a foreign 
tax credit for foreign taxes paid on offshore earnings, a U.S. taxpayer 
may not necessarily incur any residual U.S. tax if the Canadian 
earnings were repatriated.  Moreover, if a U.S. individual or pass-
through entity is the owner of the Canadian entity in this context, 
the U.S. taxpayer will be ineligible to receive a foreign tax credit in 
the U.S. for the Canadian income taxes paid at the Canadian entity 
level (the U.S. “indirect” foreign tax credit attributable to the taxes 
“deemed” to have been paid in Canada are only available to U.S. 
corporate taxpayers).2  Finally, the Internal Revenue Code contains 
a complex array of anti-deferral rules that aim to immediately 
include as taxable income certain foreign earnings which have 
remained offshore.  Two of these regimes, those related to foreign 
personal holding companies and foreign investment companies, 
were recently repealed by the American Jobs Creation Act of 
2004.  However, the more comprehensive Subpart F / controlled 
foreign corporation and passive foreign investment company rules 
still remain and generally apply to structures involving less active  
portfolio investment-type transactions.  Therefore, it is a possible 
that the earnings of the Canadian entity will be required to be 
included on the U.S. tax return of the U.S. investor even if they are 
re-invested offshore.3

Pass-Through Structures. There are two primary advantages to 
structuring a Canadian entity as a pass-through entity for U.S. 
tax purposes:  (1) the possibility of offsetting U.S. income with 
the losses of the Canadian operation; and (2) for individual and 
pass-through owners, the possibility of obtaining a U.S. foreign 
tax credit for the income taxes paid by the Canadian company.  
These advantages are frequently much more meaningful to U.S. 
taxpayers than the potential deferral benefit, especially in light of 
the complex web of U.S. anti-deferral rules that are often difficult 
to defeat.  It should be noted, however, that pass-through structures 
are not free from their own U.S. tax complications.  For example, 
U.S. taxpayers should monitor the application of the U.S. dual 
consolidated loss (“DCL”)4 and overall foreign loss (“OFL”)5 rules 
that can either disallow the application of Canadian losses or income 
taxes to otherwise reduce U.S. tax liabilities.  Moreover, since the 
broad architecture of the U.S. foreign tax credit regime generally 
places a limit on available foreign tax credits by reference to the 
U.S. taxpayer’s foreign source income amount, the U.S. foreign tax 
credit regime incorporates other mechanisms (e.g., interest expense 
allocations) that aim to reduce the U.S. taxpayer’s foreign source 
income.  As a result, the net benefit of a pass-through structure may 
vary depending on the U.S. investor’s global tax position.   
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The unique croSS-Border role oF The  
canadian ulc

The Origin of the ULC as a Tax Planning Device. When U.S. 
tax deferral is sought and U.S. tax treatment of the Canadian 
entity as a corporation is imperative, a Canadian corporation is 
generally a suitable entity.  However, in pass-through structures or 
situations where a more “exotic” vehicle is desired, a ULC may be 
the preferred entity.  Prior to 2005, the availability of a Canadian 
ULC was restricted to the Nova Scotia ULC (“NSULC”) since the 
NSULC was historically the only ULC that could be formed under 
Canadian law.

For many years, NSULCs were simply regarded as an archaic relic 
of the old United Kingdom Companies Act.6  However, in the early 
1990s, U.S. tax practitioners realized that by structuring cross-
border investments in Canada through an NSULC, U.S.-resident 
investors could simultaneously enjoy the Canadian advantages of 
investing through a Canadian-resident corporation, while retaining 
many of the foreign tax-related benefits that would typically only 
arise if they had chosen to directly invest or conduct business in 
Canada.  

The potential benefits afforded by the use of an NSULC stem from 
the fact that NSULCs are treated as corporations for Canadian tax 
purposes (and taxed in the same manner as any other Canadian 
corporation),7 yet may be treated as pass-through entities for U.S. 
tax purposes according to the ”Check-the-Box” regulations.  As a 
result, U.S.-resident investors that hold their Canadian investments 
through an NSULC may generally elect to consolidate the profits 
and losses (including start-up losses) of their Canadian operations 
with those of the other members of their corporate group when 
computing their U.S. tax liabilities, while preserving many of the 
benefits associated with maintaining a separate corporate existence 
in Canada.  Moreover, as noted above, non-corporate U.S. taxpayers 
can achieve U.S. foreign tax credit benefits through the use of 
an NSULC.  If a U.S. individual or pass-through entity owns a 
Canadian entity that is treated as a corporation for U.S. federal 
tax purposes and this entity pays income taxes on its non-U.S. 
earnings, the U.S. taxpayer will be ineligible to receive a foreign 
tax credit in the U.S. for those foreign taxes paid.8  However, if that 
same U.S. taxpayer established its Canadian company in the form 
of an NSULC and did not “check-the-box” to treat the company as 
a corporation for U.S. federal income tax purposes, a U.S. foreign 
tax credit would be available since the Canadian income taxes 
would pass-through to the U.S. taxpayer, along with the Canadian 
earnings that would be subject to U.S. federal income tax.  

The end of the Nova Scotia Monopoly. In May 17, 2005, the 
Province of Alberta amended its Business Corporations Act (the 
“ABCA”) to permit the formation of Alberta unlimited liability 
corporations (“ABULCs”).  

The new Alberta corporate law regime, as it relates to the formation 
of ABULCs, differs significantly from that found in Nova Scotia.  
In contrast to the Nova Scotia Companies Act (the “NSCA”), the 

ABCA is a modern corporate statute that is superior to the NSCA 
in a number of key respects.  For instance, the ABCA contains 
streamlined rules governing corporate reorganizations and imposes 
significantly lower filing fees on incorporations.  (The fee for 
forming an ABULC is currently only CAN$100.  By comparison, 
the cost of incorporating an NSULC is CAN$6,000.  NSULCs are 
also required to pay an annual registration fee of CAN$2,000.)

Nevertheless, the new ABULC legislation potentially has its 
drawbacks -most notably, the liability of shareholders of an ABULC 
for the debts and obligations of the corporation is broader than 
the liability imposed on comparable shareholders of an NSULC.9  
(For a comprehensive comparison of the attributes of NSULCs and 
ABULCs, please see Table “A.”)

While the introduction of ABULCs represents a positive development 
for non-residents that wish to invest or conduct business in Canada, 
it is critical to recognize that the legal attributes of an NSULC and an 
ABULC are far from identical.  The subtle differences between the 
NSCA and the ABCA require non-residents to conduct a diligent 
review of both statutory regimes before deciding whether to utilize 
an NSULC or an ABULC under a particular set of circumstances.

exploiting the Benefits of the ULC. As described above, the 
“hybrid” character of a Canadian ULC may frequently allow a non-
resident investor to simultaneously reap the tax advantages afforded 
by both the Canadian and U.S. tax systems when structuring 
their cross-border affairs.  Of particular interest to non-resident 
investors, acquisition structures utilizing Canadian ULCs have 
been developed to facilitate the purchase of Canadian businesses 
on a tax-advantaged basis for U.S. purposes without triggering 
significant Canadian income tax liabilities.  Similarly, inbound 
financing structures that make use of Canadian ULCs (in some 
cases, in tandem with certain hybrid debt/equity instruments) have 
been developed in an effort to reduce the withholding tax imposed 
on cross-border interest payments and to facilitate the concurrent 
deduction of interest payments in multiple jurisdictions.  

cross-Border acquisitions. The use of ULCs has proven to 
be a popular means for non-residents of Canada to acquire and 
hold Canadian assets or businesses.  Since ULCs are regarded 
as corporations for Canadian tax purposes, interest, dividends, 
rent, and service fees paid to a ULC from a Canadian payor are 
not generally subject to non-resident withholding tax under Part 
XIII of the Income Tax Act (Canada) (the “Tax Act”) or source 
withholdings under the regulations to the Tax Act, even though the 
ULC may be treated as pass-through entity for U.S. federal income 
tax purposes. Accordingly, U.S.-resident investors that wish to lend 
funds, acquire rental property, or provide services in Canada often 
undertake such activities through a ULC to avoid having Canadian 
tax withheld from Canadian-sourced receivables.  In effect, the use 
of a ULC as an intermediary entity allows a non-resident party 
to internally manage its Canadian withholding tax liabilities and 
potentially employ strategies to reduce its aggregate Canadian 
withholding tax burden.
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A U.S.-resident that wishes to acquire a Canadian business may 
also be able to secure certain U.S. tax benefits by structuring 
the contemplated acquisition through a ULC.  In many cases, 
conflicts arise where a U.S.-resident wishes to purchase the assets 
of a particular Canadian business, while the shareholders of the 
Canadian business are more inclined to sell the shares of the 
entity that operates the business.  By utilizing a ULC to effect the 
acquisition of the business in question, the ostensibly conflicting 
interests of both the Canadian vendor and the U.S. purchaser may 
be simultaneously satisfied.  

As stated, a ULC may be viewed as a corporation for Canadian 
tax purposes and a disregarded entity for U.S. federal income tax 
purposes (i.e., provided that it is wholly-owned).  Thus, if the 
vendor shareholder were to convert the current Canadian operating 
entity into a ULC and then sell the shares of the converted entity 
to the purchaser (or more typically, a new ULC formed by the 
purchaser),10 the vendor would be considered to have sold shares 
for Canadian tax purposes, while the U.S. purchaser would be 
considered to have directly acquired the assets of the underlying 
business for U.S. federal income tax purposes.11  The net result of 
the transaction will generally be that the vendor will be entitled to 
favorable capital gains treatment on the sale (and avoid the indirect 
recapture of depreciation that might arise on a sale of assets for 
Canadian tax purposes), while the purchaser will obtain a “step-up” 
in the cost base of the assets of the target business for U.S. federal 
income tax purposes. 

cross-Border Financing Structures. The differing treatment of 
ULCs under the U.S. and Canadian tax systems often plays a pivotal 
role in the facilitation of tax-advantaged financing of Canadian 
investments held by U.S.-resident taxpayers.  While there are a 
variety of structures that have gained acceptance, the key element 
of each is the potential availability of interest expense deductions on 
both sides of the border, or, in the case of cross-border, intra-group 
indebtedness, an interest expense deduction in Canada with no 
corresponding income inclusion for U.S. tax purposes.  Planning in 
this area requires, among other things, a thorough understanding 
of the applicable withholding tax regimes in both countries, as well 
as the “thin-capitalization” rules under the Tax Act.  

The optimal structure in a particular set of circumstances will 
depend, in part, upon the source of the borrowed funds (e.g. third-
party lenders (resident/non-resident) or internal funds of the U.S. 
resident taxpayer).  In the simplest of cases, a U.S. corporation 
with a wholly-owned subsidiary ULC that operates a Canadian 
business, or which is planning to effect a business acquisition in 
Canada, could arrange for the ULC to borrow the necessary funds 
from a third-party lender.  In these circumstances, the ULC would 
be viewed as the borrower for Canadian tax purposes and, thus, 
should generally be entitled to receive a deduction (in computing 
its Canadian taxable income) for the associated interest expense.12  
On the other hand, the U.S. corporate shareholder would be 
viewed as the borrower for U.S. federal income tax purposes (in 
light of the ULC’s disregarded status under the U.S. “Check-the-
Box” regulations) and also entitled to a deduction in respect of 
the associated interest (thereby potentially reducing its U.S. tax 

liability).13  Such an arrangement should be carefully scrutinized 
from a U.S. and Canadian withholding tax perspective in order 
to minimize the application of such taxes to interest payments 
made on the borrowing; possible planning techniques in this regard 
include, in the case of loans received from non-Canadian residents, 
structuring the subject loan so that it qualifies for the “long-term 
debt exemption” available under section 212(1)(b)(vii) of the Tax 
Act or having the loan made out of the Canadian branch (in the 
case of a Schedule III bank for purposes of the Bank Act (Canada)) 
of the non-resident leader.

Similar, although potentially less attractive, results may be available 
where, for commercial or other reasons, it is not feasible to effect 
the third-party borrowing at the ULC level and the borrowing is 
instead undertaken by the U.S. corporation, followed by an on-loan 
of the borrowed funds to the ULC.  To ensure deductibility of the 
associated interest expense to the ULC for Canadian tax purposes, 
the arrangement must comply with the thin-capitalization rules 
under the Tax Act.14  These rules operate to preclude an interest 
deduction by a Canadian corporate borrower in respect of its 
indebtedness to “specified non-residents”, where such indebtedness 
exceeds two times the amount of the Canadian corporate borrower’s 
“equity” (as defined in the Tax Act).15

While interest payments by the ULC borrower would generally 
be subject to Canadian withholding tax at the U.S. Treaty rate of 
10%, there should be no income inclusion to the U.S. corporation 
in respect of the interest receipt for U.S. tax purposes (since the 
on-loan and the associated interest payments would be treated as 
disregarded inter-branch transactions or “tax nothings”).  Thus, in 
the aggregate, a borrowing by a U.S. corporation followed by an 
advance of the funds to its subsidiary ULC (within the parameters 
permitted under the Tax Act (i.e., with regard to the thin-
capitalization rules)), would yield interest deductions in the United 
States16 and Canada, no income inclusion in the United States in 
respect of interest paid by the ULC, and Canadian withholding tax 
equal to 10% of the interest payments made by the ULC to its U.S. 
parent corporation.

In circumstances where a third-party borrowing is required to 
finance the operations of a Canadian subsidiary of a U.S. corporation 
that is not a ULC (and conversion is not a feasible option, either 
for commercial or U.S. tax reasons17), a ULC may be interposed 
between the entities to effect the borrowing, followed by a “loan” 
of the borrowed funds by the ULC to the Canadian subsidiary.  
Rather than paying cash interest, the “loan” between the ULC and 
the Canadian subsidiary could allow the Canadian subsidiary to 
satisfy its interest obligations through the issuance of shares to the 
ULC.  Properly structured, the ULC’s receipt of such stock-settled 
interest payments could be treated as non-taxable stock dividends 
for U.S. tax purposes (in essence, by exploiting: (i) the ULC’s hybrid 
corporate / pass-through nature; and (ii) the contrasting approaches 
to debt-equity characterization in Canada and the United States 
through the use of a hybrid debt-equity instrument18), while an 
interest expense deduction should nevertheless be available to the 
Canadian subsidiary for Canadian tax purposes.  The ULC, for 
Canadian tax purposes, would have an income inclusion in respect 
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of the stock-settled interest received from the Canadian subsidiary 
and a substantially offsetting interest expense in respect of the 
interest payments made to the third-party lender.19 

concluSion

Entering the Canadian market presents U.S. investors with a host of 
business risks and rewards and the associated U.S. and Canadian tax 
rules provide similar challenges and opportunities. Before charging 
headlong into the Canadian commercial realm, U.S. taxpayers 
and their advisors would be wise to pause to assess the structural 
options available in Canada and design a strategy that is consistent 
with the business model of the enterprise and is tax-efficient from 
a cross-border perspective.  From that basis, a U.S. investor will 
be well positioned to determine whether a ULC would add a 

unique dimension to the proposed structure and if so, whether the 
incumbent Nova Scotia ULC or its new rival from Alberta would 
be the most appropriate selection.
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Table “a”

nSulcS and aBulcS: under The MicroScope

 NSULC aBULC

Corporate Statute 
Companies Act, R.S.N.S. 1989, c. 81 (the 
“NSCA”)

Business Corporations Act, R.S.A. 2000, c. B-9 (the 
“ABCA”)

General Observations on 
Corporate Statute

The NSCA is a highly idiosyncratic statute, 
generally unfamiliar to U.S. investors and 
their U.S.-based advisors.  

The ABCA is a Canada Business Corporations Act-like 
corporate statute and, therefore, an analogue of the 
Model Business Corporation Act and other U.S. statutes 
that formed the basis of the CBCA.

U.S. Federal Income Tax 
Treatment

NSULCs are expressly referred to in the 
Check-the-Box regulations.

The Check-the-Box regulations contemplate other 
Canadian ULCs qualifying as a pass-through entity for 
U.S. federal income tax purposes.  Specifically, these 
rules apply to a Canadian “company or corporation all 
of whose owners have unlimited liability pursuant to 
federal or provincial law” (the “Expanded Definition”).   
Thus, the U.S. federal income tax treatment accorded 
to an ABULC turns on whether an ABULC falls 
within the Expanded Definition.  While there is no 
reason to believe that an ABULC will not be treated 
in the same manner as an NSULC for U.S. federal 
income tax purposes (provided that it meets the 
Expanded Definition), little guidance focusing on 
ABULCs currently exists.  Thus, taxpayers may favour 
NSULCs if the certainty of the U.S. federal income 
tax treatment is the highest priority.  

Canadian Tax Treatment An NSULC is a “Canadian corporation” 
under the Income Tax Act (Canada).   

Identical to an NSULC.
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NSULC aBULC

Incorporation expense
If  formed on incorporation or amalgama-
tion, incorporation tax = CAN$6,000.  Not 
applicable if formed by way of statutory ar-
rangement.

CAN$100

annual Filing Fee CAN$2,000 for filing an annual statement 
under the NSCA.

The ABCA requires the filing of an annual return, but 
there is no filing fee. 

Board residency 
requirements

The NSCA imposes no Canadian residency 
requirements on the board or on any 
committee of the board.  Shareholders 
are able to elect inside or outside 
directors regardless of statutory residency 
considerations.

The ABCA requires that not less than 25% of the 
members of the board of an ABCA corporation 
(including an ABULC) be resident Canadians.  
Likewise, not less than 25% of the members of 
any board committee must be resident Canadians.  
The effect of the applicable Canadian residency 
requirements can be partly mitigated by entering into 
a unanimous shareholder agreement that transfers all 
board powers and liabilities to its shareholders (who 
are already exposed to unlimited liability).

Shareholder Liability regime Shareholders are liable for the debts and 
liabilities of an NSULC only upon the 
winding-up, dissolution or bankruptcy of 
the company.

Shareholder liability is limited to the debts 
and liabilities of the NSULC and the costs 
of the winding up.  Shareholders might not 
be liable for torts committed by the NSULC 
or contractual damages awarded against the 
NSULC.

Finally, shareholders are not liable for the 
debts and liabilities of an NSULC if: (a) they 
ceased to be shareholders of the NSULC at 
least one year before the commencement 
of the winding-up of the company; (b) 
the debts or liabilities at issue arose after 
the shareholders ceased to hold shares of 
the NSULC or a court is satisfied that the 
existing shareholders of the NSULC are 
capable of covering any financial shortfall; 
or (c) a contract between the NSULC 
and the creditor limits the liability of the 
shareholders to contribute on a winding-
up.

Shareholders are directly liable to creditors or other 
third parties for any liability, act or default of the 
ABULC.

Shareholder liability is unlimited in extent and joint 
and several in nature and does not arise solely on 
liquidation of the ABULC.

Most significantly, shareholders appear to be liable 
not only for antecedent debts (as under the NSCA), 
acts and defaults but also for debts, acts and defaults 
even after the shareholder ceases to hold shares in the 
ABULC.  Except by virtue of generally applicable 
limitations laws, the ABCA contains no provision to 
cut-off the liability exposure of an ABULC shareholder 
and no provision allowing shareholders of an ABULC 
to contract-out of their statutory liability.

Nevertheless, so long as a U.S. special purpose 
entity is used to hold the shares of an ABULC, the 
additional liability exposure of an ABULC will be 
largely mitigated.  However, if an individual or an 
entity having value holds the shares of an ABULC, 
such shareholders could inadvertently be exposed to 
liability in excess of that faced by shareholders of an 
NSULC.

Director Liability regime There are no provisions in the NSCA 
which expressly deal with director liability.  
Accordingly such liability is governed by 
common law.

The ABCA provides that directors who authorize 
certain corporate activities such as the payment of 
dividends or the redemption of shares contrary to the 
applicable solvency test can be held personally liable 
for such activities.
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NSULC aBULC

“Conversion” (i.e. the process 
of changing a non-ULC into 
ULC) or “Continuance” (a 
“reincorporation” in U.S. 
corporate law parlance).

For “conversion” into an NSULC, a 
corporation must first be, or continue as, a 
company limited by shares under the NSCA.  
Conversion is then effected by statutory 
amalgamation or arrangement (both of 
which require court orders).  Significantly, 
an amalgamation automatically triggers 
an additional tax year-end for income tax 
purposes (unless it is timed to coincide 
with the company’s ordinary tax year-end).  
Thus, amalgamation could trigger the 
acceleration or expiration of non-capital 
loss carry forwards.   An arrangement also 
requires a court order but does not trigger 
an automatic year-end unless it includes 
an amalgamation.  Also, there would be a 
temporary loss of ULC status if an ABULC 
is converted into an NSULC.  In a recently-
released discussion paper, (the “NSCA 
Discussion Papers”), Service Nova Scotia and 
Municipal Relations proposes to allow for 
interconversion of NSULCs and companies 
limited by shares without court orders and 
without using an amalgamation.

Limited corporations and ABULCs are inter-
convertible by articles of amendment, amalgamation 
or arrangement under the ABCA.  NSULCs or non-
ULCs may be converted into ABULCs concurrently 
upon continuance from another jurisdiction.  Only 
a statutory amalgamation triggers an additional year-
end for tax purposes unless timed to coincide with 
the corporation’s ordinary year-end.  Only a statutory 
arrangement requires a court order.  

Special resolutions In the absence of unanimous approval, a 
special resolution under the NSCA requires 
approval at two separate shareholder 
meetings held not less than 14 days apart 
– a potentially time-consuming and 
cumbersome process if the NSULC has 
numerous shareholders.  However, in 
practice, NSULCs rarely have more than a 
few shareholders.  In the NSCA Discussion 
Paper, the two-meeting requirement is 
proposed to be abolished.

A special resolution of an ABULC requires written 
unanimous consent of shareholders or the approval 
of not less than 2/3rds of the votes cast at a special 
meeting of shareholders.

reduction in Paid-Up 
Capital

A court order is required under the NSCA 
to reduce paid-up capital (except upon 
a redemption of preferred shares).  In the 
NSCA Discussion Paper, reductions in 
paid-up capital are proposed to be permitted 
without a court order subject to satisfaction 
of certain solvency tests.

Under the ABCA, shareholders of an ABULC can, by 
special resolution, reduce stated capital provided that 
the solvency (cash-flow and net asset) tests are met.

Share Purchase Financial 
assistance

The NSCA prohibits loan, guarantee or 
other financial assistance given to facilitate 
the purchase of shares in an NSULC unless 
solvency (cash-flow and net asset) tests are 
met.  The NSCA Discussion Paper proposes 
to explicitly permit share purchase financial 
assistance and abolish the solvency tests.

Exception for certain upstream and downstream 
financial assistance.  Post-transaction notice 
to shareholders required in respect of all other 
assistance.
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endnoTeS

1. “U.S. tax” means U.S. federal income tax. 
2. Subject to certain limitations, a U.S. foreign tax credit is 

generally available though for foreign withholding taxes 
applied to payments (e.g., interest, dividends) made to the U.S. 
taxpayer.  Additional relief may also be available for similar 
taxpayers as a result of the current reduced 15% U.S. tax rate 
on dividends paid by certain foreign corporations to U.S. 
individuals.

3. It is also possible, however, to exploit the many exceptions to 
and exemptions from Subpart F, and avoid the qualification of 
the foreign company as a “controlled foreign corporation” or a 
“passive foreign investment company” through the composition 
of the shareholders, the assets and/or income of the company.

4. Infra note 13.
5. The OFL rules under I.R.C. § 904 generally operate to 

recharacterize certain amounts of foreign source income as 
domestic source income to the extent that prior foreign losses 
had offset domestic source income.  The net result is the 
disallowance of foreign tax credits associated with the foreign 
income that had been recharacterized as domestic income.

6. Corporate legislation in the Province of Nova Scotia was 
originally based on historical U.K. corporate legislation.

7. An NSULC is generally treated as a Canadian resident eligible 
for benefits under the Canada-United States Income Tax 
Convention (1980), as amended (the “U.S. Treaty”).

8. Supra note 2.
9. Unlike typical Canadian corporations where liability is limited, 

a shareholder of a NSULC or ABULC may be responsible for 
the debts and obligations of the company.  The impact of this 
liability exposure can be significantly mitigated/eliminated by 
interposing a U.S. shell corporation (either a “C-corporation” 
or an “S-corporation” for U.S. tax purposes, depending on 
the investor).  U.S. limited liability companies (LLCs) are 
rarely used for this purpose in light of the Canadian revenue 
authority’s position that LLCs are not eligible for benefits 
under the U.S. Treaty (unless the LLC elects to be taxed as 
a corporation).  In circumstances where an LLC is making 
a Canadian investment and flow-through or disregarded 
treatment is desired, the interposition of an entity resident in 
an appropriate third jurisdiction (having a treaty with Canada) 
should be considered (Barbados and Luxembourg entities are 
often used for this purpose).

10. The use of a Canadian incorporated acquisition company 
(ULC or otherwise) is advantageous for several reasons.  First, it 
ensures that the cost of the acquisition can be repatriated without 
Canadian withholding tax and may, in certain circumstances, 

allow for a step-up in the tax basis of certain assets of the target 
company following the wind-up/amalgamation of the target 
company into/with the acquisition company.

11. The Tax Act will generally allow a vendor to effect the 
conversion of a corporation into a ULC on a tax-deferred 
basis.  Both the NSCA and the ABCA contain a variety of 
mechanisms that allow a corporation that is incorporated 
federally or under the laws of another province to be converted 
into a ULC.  However, as noted in Table “A”, the ABCA is far 
more flexible in facilitating such conversions.  

12. In the share acquisition financing context, it is common for 
the ULC borrower to amalgamate with the target corporation 
following the acquisition so as to “marry” the operating income 
of the target corporation with the interest expense of the ULC 
borrower (unlike the United States, Canada does not have a 
consolidated tax reporting system).

13. The U.S. dual consolidated loss rules under I.R.C. § 1503(d) 
could limit the deductibility of the interest expense in the U.S. 
if the ULC generates a loss and either (i) the loss could be 
used to offset the income of another Canadian person, or (ii) 
the U.S. taxpayer fails to satisfy certain U.S. federal income 
tax filing requirements for the tax year in which the loss was 
incurred.  

14. Subsection 18(4) of the Tax Act.
15. The “equity” of the ULC borrower for this purpose would 

comprise: (a) the “paid-up capital” and “contributed surplus” 
of the ULC attributable to “specified non-residents;” and (b) 
its retained earnings.

16. However, application of the U.S. dual consolidated loss should 
be carefully monitored.

17. For U.S. federal income tax purposes, the conversion from a 
Canadian non-ULC to a ULC would generally, absent a U.S. 
“Check-the-Box” filing that elects corporate treatment for the 
ULC, result in a liquidation that could have negative U.S. tax 
implications for the U.S. shareholder. 

18. It is relatively common in the U.S.-Canada tax planning 
context to structure a “loan” such that it qualifies as equity 
for U.S. federal income tax purposes (pursuant to a “facts and 
circumstances” / substance over form approach to debt-equity 
characterization) and debt for Canadian tax purposes (where a 
“legal substance” approach generally prevails).  

19. Similar to the simple structure described above, careful analysis 
of the withholding tax consequences will be required.  In 
addition, it is advisable to ensure that there is a small “spread” 
between the interest rate applicable to the ULC’s third-
party borrowing and the interest charged by the ULC to the 
Canadian subsidiary.



23

FaMIly lIMITEd PaRTNERSHIPS, MaRkETaBlE 
SECURITIES, aNd BUSINESS PURPOSE: WHERE HavE all 
THE gOOd TIMES gONE?
By Daniel W. Matthews 

The FaMily liMiTed parTnerShip and The  
Magic oF diSappearing Value

The 1990s was a great decade for estate planners.  The economy 
was strong, the stock market boomed, the ubiquitous reality TV 
show did not exist, and the unified credit against estate and gift 
taxes was relatively low.  Because the unified credit did not change 
throughout most of the 1990s, the estate and gift tax began to affect 
taxpayers who did not consider themselves wealthy.  As a result, by 
the 1990s, techniques theretofore reserved for the super rich were 
marketed to the near rich.  One of these techniques involved the 
family limited partnership (“FLP”).1 

The FLP, in theory, works on the magic of disappearing value.  
First, the transferor contributes assets to a FLP in exchange for a 
limited partnership interest.  Next, the transferor gives the limited 
partnership interest to loved ones, either during life or at death.  
If the FLP properly maintains its capital accounts, no value has 
shifted and no taxable gift occurs upon formation of the FLP.  The 
magic of disappearing value occurs upon gift or devise where the 
amount includible in the tax base is equal to the limited partnership 
interest’s fair market value.  Because the limited partnership interest 
is discounted for lack of control and lack of marketability, the 
difference between the value of the contributed assets and the value 
of the limited partnership interest forever escapes estate and gift 
taxation.

While taxpayers see the magic of disappearing value, the Internal 
Revenue Service (“Service”) understandably views the FLP 
as a sleight-of-hand illusion and as a  “recycling of value.”  The 
contributed assets often remain intact within the FLP.  Therefore, 
the Service views the taxpayer’s relationship to the contributed assets 
to be essentially the same before and after formation of the FLP.

Because the magic of disappearing value was so enticing, the FLP 
caught fire in the 1990s, was oversold to clients, and the Service 
began to fight back.  Initially, the Service challenged the size of the 
discounts for lack of control and lack of marketability.  Presumably, 
the Service was loath to litigate such cases, fearing that an 
unfavorable opinion would only give estate planners ammunition 
to justify promoting the FLP.  Often the fight over discounts simply 
became a futile fight between valuation experts.  The Service was 
apprehensive about cases like Estate of Daily v. Commissioner,2 where 
the Tax Court sided with the taxpayer’s expert in upholding a 40% 
discount for an FLP funded only with marketable securities. 

Through trial and error, the Service began its attack on the FLP.  
Initially, in Estate of Strangi v. Commissioner (“Strangi I”),3 the 

Service unsuccessfully argued that (1) an FLP was a sham lacking 
economic substance, (2) the transferred value was recaptured under 
Section 2703,4 and (3) the transferor made a taxable gift upon 
formation.  After losing in the Tax Court in Strangi I, the Service 
changed its approach, arguing instead that the value was recaptured 
by the provisions of Section 2036(a).

The current version of Section 2036(a) states:

(a) General rule.  The value of the gross estate shall include 
the value of all property to the extent of any interest therein of 
which the decedent has at any time made a transfer (except in 
case of a bona fide sale for adequate and full consideration in 
money or money’s worth), by trust or otherwise, under which 
he has retained for his life or for any period not ascertainable 
without reference to his death or for any period which does not 
in fact end before his death—

(1) the possession or enjoyment of, or the right to the income 
from, the property, or

(2) the right, either alone or in conjunction with any person, to 
designate the persons who shall possess or enjoy the property 
or the income therefrom.

Treasury Regulations further explain that “[a]n interest or right is 
treated as having been retained or reserved if at the time of the 
transfer there was an understanding, express or implied, that the 
interest or right would later be conferred.”5 

In the first round of cases decided under Section 2036, the courts 
focused on Section 2036(a)(1) and (a)(2).  With respect to Section 
2036(a)(1), the courts often found an implied agreement between 
the transferor and the FLP’s general partner that the transferor 
would retain a “right to income” or “possession or enjoyment” of 
the transferred property.6  Similarly, the Tax Court has found that if 
the transferor retained de facto control over the general partner, the 
transferor can effectively designate who can receive distributions 
from the FLP and thereby implicate Section 2036(a)(2).7

Recent cases have correctly focused on what constitutes “a bona 
fide sale for adequate and full consideration in money or money’s 
worth,” otherwise known as the “bona fide sale exception.”  If the 
bona fide sale exception applies, there is no need to discuss whether 
Section 2036(a)(1) and (a)(2) apply.  As discussed later in this article, 
if the FLP fails to meet the bona fide  requirement, the court will 
most certainly find an implied agreement to retain enough “strings” 
to implicate either Section 2036(a)(1) or (a)(2).
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Where do we currently stand with respect to the FLP?  Most 
commentators agree that a properly structured FLP funded with 
an active business for legitimate business reasons is valid.8  That 
is the easy case.  But what about an FLP containing investment 
assets that are passive in nature?  Seminars advocating the use 
of FLPs funded primarily with marketable securities were once 
commonplace.  Based on recent FLP litigation discussed in this 
article, such seminars are probably very rare today.  This begs the 
following questions to be answered:  Is the marketable securities 
FLP dead?  May an FLP still hold some marketable securities?  May 
an FLP survive scrutiny if it holds other investment assets, such as 
real estate?  This article is an attempt to answer these questions.  
However, before doing so, this article discusses four recent cases, 
including Estate of Thompson v. Commissioner,9 Kimbell v. United 
States,10 Estate of Strangi v. Commissioner,11 and Estate of Bongard v. 
Commissioner.12  

recenT FLP liTigaTion

Estate	 of	 Thompson	 v.	 Commissioner. In Estate of Thompson v. 
Commissioner,13 Theodore Thompson, at age 95, transferred $2.8 
million in assets, $2.5 million of which were marketable securities, 
to two FLPs.  One FLP (the “Turner Partnership”) was formed for 
the benefit of Mr. Thompson’s daughter, and the other FLP (the 
“Thompson Partnership”) was formed for the primary benefit of 
Mr. Thompson’s son.  Similarly, Mr. Thompson and his children 
formed two corporate general partners, Turner Corporation and 
Thompson Corporation, to manage the Turner Partnership and 
Thompson Partnership, respectively.  Mr. Thompson held 49% 
of the outstanding shares of each corporate general partner.  After 
making the transfers, Mr. Thompson retained about $153,000 in 
personal assets, and received an annual income of $14,000 from 
social security and two annuities.

In an attempt to pool assets and legitimize the FLPs, Mr. Thompson’s 
daughter contributed real estate worth $49,000 to the Turner 
Partnership.  However, the Turner Partnership agreement allocated 
all gains and losses from contributed real estate to the individual 
contributing partners.  Furthermore, the Turner Partnership 
invested $186,000 in a failed modular home development, which 
lost $60,000, although Mr. Thompson’s daughter brokered the 
sale and earned a $9,120 commission on the deal.  The Turner 
Partnership made loans to members of the Turner family, which 
were often paid late or not paid at all. 

Similarly, in order to pool assets in the Thompson Partnership, 
Mr. Thompson’s son contributed $372,000 in mutual funds and a 
Colorado ranch valued at $460,000 to the Thompson Partnership.  
Mr. Thompson’s son used the ranch as his personal residence and 
paid a nominal annual rent of $12,000.  Mr. Thompson’s son 
received a management fee from the corporate partner in excess 
of the annual rent, thereby causing the Thompson Partnership to 
operate at a loss.

When Mr. Thompson died, the estate claimed a 40% lack of control 
and lack of marketability discount on his limited partnership 

interests.  The Third Circuit upheld the Tax Court’s ruling that 
Section 2036(a)(1) applied, as Mr. Thompson and his children had 
an implied agreement that he would retain the economic enjoyment 
from the assets he transferred.14  Because Mr. Thompson transferred 
95% of his assets at age 95, leaving himself with insufficient funds 
for his living expenses based on his life expectancy, the Third Circuit 
inferred that his children would agree to his requests for money 
should he have needed it.15  Indeed, Mr. Thompson’s son and 
daughter met with financial advisers asking how Mr. Thompson 
would be able to draw assets from the FLPs.16

The Third Circuit next decided that the formation of the FLPs 
did not satisfy the bona fide sale exception.  The Third Circuit did 
not specifically define what is a bona fide sale and what constitutes 
adequate and full consideration.  Nevertheless, Estate of Thompson 
is significant, as the Third Circuit stressed the importance of the 
FLP operating a “legitimate business” to meet the exception.17  
Fortunately, the Third Circuit recognized that rental real estate can 
constitute legitimate, “active operations.”18  However, the court 
rejected the Thompson Partnership’s rental of the Colorado ranch 
as legitimate for two reasons.  First, Mr. Thompson’s management 
fee was greater than the rent he paid on the same property.  Second, 
the income and expenses of the Colorado property, pursuant to 
the partnership agreement, were specially allocated back to Mr. 
Thompson’s son.

With respect to the Turner Partnership, the modular home 
development gave the Third Circuit “some pause” in determining 
whether there was a legitimate business.19  However, because the 
amount invested in the modular home development ($186,000) 
was de minimis in comparison to the amount invested in marketable 
securities (over $1.2 million), the Third Circuit held the modular 
home development was insufficient to legitimize the Turner 
Partnership.20  Because the bona fide sale exception did not apply, 
Section 2036(a)(1) was applicable, and the un-discounted value of 
the assets Mr. Thompson transferred to the FLPs were includible in 
his gross estate.

Kimbell	 v.	 United	 States. In Kimbell v. United States,21 Ruth 
Kimbell, at age 96 and less than three months prior to her death, 
transferred $20,000 (via her living trust) for a 50% membership 
interest in an LLC.  Her son, David Kimbell, and David’s wife 
each transferred $10,000 for a 25% membership interest in the 
LLC.  Shortly thereafter, Ruth’s living trust and the LLC formed an 
FLP.  The LLC contributed $25,000 for a 1% general partnership 
interest in the FLP.  Ruth’s living trust contributed approximately 
$2.5 million in cash, oil and gas interests, securities, notes and other 
assets for a 99% pro-rata limited partnership interest.  Therefore, 
Ruth, through her living trust and the LLC, owned 99.5% of the 
FLP.

At the inception of the FLP, the oil and gas interests constituted 
approximately 15% of the FLP’s assets.  Ruth retained over 
$450,000 in personal assets outside the LLC and FLP for her living 
expenses.  After Ruth’s death, Ruth’s estate claimed a 49% discount 
on her 99% limited partnership and her membership interest 
in the LLC for lack of control and lack of marketability.  Upon 
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audit, the Service completely denied the discounts by finding that 
the value of the assets transferred to the LLC and FLP, as opposed 
to the interests themselves, were includible in Ruth’s gross estate 
under Section 2036(a).  The district court agreed with the Service, 
holding that Section 2036(a) recaptured the un-discounted value of 
the assets transferred to the LLC and FLP.22

On appeal, the Fifth Circuit first addressed whether Ruth’s transfer 
to the FLP was a bona fide sale for adequate and full consideration.  
The Fifth Circuit implicitly accepted the district court’s assertion 
that the exception consists of two prongs, namely, (1) the sale 
must be bona fide, and (2) the sale must be for adequate and full 
consideration.23  

With respect to the adequate and full consideration prong, the 
Service reiterated its “recycling of value” argument.  As such, the 
Service argued that the acquired partnership interest must have 
a value of 100 cents on the dollar to the contributed assets to 
constitute adequate and full consideration.24  The Service argued 
that it is inconsistent for the estate, on the one hand, to argue for a 
49% discount on the limited partnership interest, and on the other 
hand, claim that Ruth received adequate and full consideration for 
the transfer.25  The Fifth Circuit held that the Service’s argument 
missed the mark.  Specifically, the court reasoned that investors 
acquire interests with expectations other than immediately receiving 
100 cents back on each dollar invested, such as management 
expertise, security and preservation of assets, capital appreciation 
and avoidance of personal liability.26  Therefore, the court held,

there is nothing inconsistent in acknowledging, on the one 
hand, that the investor’s dollars have acquired a limited 
partnership interest in an arm’s length for adequate and full 
consideration and, on the other hand, that the asset thus 
acquired has a present fair market value, i.e., immediate sale 
potential, of substantially less than the dollars just paid – a 
classic informed trade off.27

In contrast to the Service’s subjective 100 cents on the dollar 
approach, the court adopted three objective requirements for 
adequate and full consideration, including (1) whether the interests 
credited to each of the partners was proportionate to the fair market 
value of the assets each partner contributed to the partnership, (2) 
whether the assets contributed by each partner to the partnership 
were properly credited to the respective capital accounts of the 
partnership, and (3) whether on termination or dissolution of the 
partnership the partners were entitled to distributions equal to their 
respective capital accounts.28  In this case, the FLP satisfied these 
three requirements.  Accordingly, the Fifth Circuit held that the 
adequate and full consideration prong was satisfied.

With respect to the bona fide sale prong, the Fifth Circuit held that 
Ruth’s transfer of assets to the FLP was bona fide, as an objective 
manner, because the “transaction was entered into for substantial 
business and non-tax reasons.”29  First, Ruth retained sufficient 
assets to support herself and there was no evidence that the FLP 
paid Ruth’s personal expenses.  Second, the FLP complied with 
partnership formalities and her assets were actually transferred 

to the FLP.  Third, the majority of the oil and gas interests 
transferred to the FLP were working interests, which required 
active management.  Finally, the estate advanced several “credible 
and unchallenged non-tax reasons” for the formation of the FLP 
that could not be accomplished via a living trust.  For instance, 
the oil and gas interests carried with them potential environmental 
liabilities, and the FLP, in comparison to a living trust, afforded Ruth 
personal liability protection.  Additionally, the FLP accomplished 
the task of pooling Ruth’s assets under one management, thereby 
reducing administrative costs by keeping all accounting functions 
together.  Also, placing the oil and gas interests in a FLP avoided 
the costs of recording transfers as they were passed from generation 
to generation.  Because the bona fide sale exception applied to 
Ruth’s transfer to the FLP, the Fifth Circuit reversed the district 
court’s ruling that the transferred assets were includible under § 
2036(a).30

Strangi	v.	Commissioner. Shortly after deciding Kimbell, the Fifth 
Circuit may have recently issued the final words in the seemingly 
endless saga in Estate of Strangi v. Commissioner.31  In Estate of 
Strangi, two months prior to Albert Strangi’s death, Mr. Strangi’s 
son-in-law (Mr. Gulig), acting on Mr. Strangi’s behalf as power 
attorney, created a FLP.  In doing so, Mr. Gulig transferred nearly 
98% of Mr. Strangi’s assets – including personal-use assets such as 
his principal residence – valued at approximately $10 million to the 
FLP.  In exchange, Albert received a 99% limited partnership interest 
and 47% of the outstanding stock of the corporate general partner.  
At the time of the transfer, Mr. Strangi was in poor health and only 
expected to live for another twelve to twenty-four months.  Mr. 
Strangi only retained $786 in liquid assets, although his monthly 
expenses averaged nearly $17,000 over the two months between 
formation of the FLP and his death.  Both prior to and after Mr. 
Strangi’s death, the FLP made various outlays, both monetary and 
in-kind, to meet Mr. Strangi’s needs and personal expenses.  

On its estate tax return, the estate discounted Mr. Strangi’s 
limited partnership interest by 40% for lack of control and lack of 
marketability.32  In the initial case at the Tax Court (“Strangi I”), the 
Service was unsuccessful in arguing that the FLP was a sham that 
lacked economic substance and should be completely disregarded.33  
The Tax Court denied the Service’s leave to amend its answer to 
add its alternative theory of inclusion under Section 2036(a).  On 
the first appeal, the Fifth Circuit permitted the amended answer 
and remanded the case back to the Tax Court for consideration.34  
On remand (Strangi II), the Tax Court ruled in favor of the Service, 
holding that the un-discounted value of the assets Mr. Strangi 
transferred to the FLP were includible in his gross estate.35  The 
Tax Court reasoned that Mr. Strangi retained beneficial enjoyment 
over the transferred assets with the meaning of Section 2036(a)(1).  
Additionally, the Tax Court held that the transferred assets could also 
be included in Mr. Strangi’s gross estate under Section 2036(a)(2), 
because he could decide who would receive beneficial enjoyment of 
the FLP’s assets through his de facto control of the corporate general 
partner.

On appeal of Strangi II, the Fifth Circuit first considered the 
bona fide sale exception.  Following its opinion one year earlier 
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in Kimbell, the Fifth Circuit stated that the exception consists of 
two discrete prongs: (1) bona fide sale, and (2) adequate and full 
consideration.36  Citing Kimbell, the court held that a bona fide sale 
must serve “a ‘substantial business [or] other non tax’ purpose.”37

The estate offered five non-tax reasons for the formation of the FLP.  
The estate claimed that formation of the FLP would accomplish the 
following: (1) deter a lawsuit from Mr. Strangi’s former housekeeper 
who had been injured in Mr. Strangi’s residence; (2) defer a will 
contest initiated by Mr. Strangi’s step-children; (3) dissuade a 
corporate trustee from serving as an executor; (4) create a joint 
investment vehicle for the partners; and (5) permit centralized, 
active management of Mr. Strangi’s “working assets.”

The Fifth Circuit upheld the Tax Court’s factual determinations that 
deterring the housekeeper’s lawsuit and the step-children’s lawsuit 
were either not likely to happen or would not likely be successful.  
Accordingly, the Fifth Circuit rejected the “deterrence of lawsuits” 
rationale as a non-tax reason for the FLP’s formation.38

The estate claimed that it saved a considerable amount in fees 
because the formation of the FLP dissuaded a corporate fiduciary 
from serving as co-executor (along with Mr. Strangi’s daughter).  
One would think the obvious response to this justification is to ask 
why formation of a FLP to dissuade the co-executor from serving 
was easier than a one-paragraph codicil to Mr. Strangi’s will revoking 
the clause naming the corporate fiduciary as co-executor.  Instead 
of discussing the obvious, the Fifth Circuit found no error with 
the Tax Court’s finding that there was causal relationship between 
the corporate fiduciary’s refusal to serve and the formation of the 
FLP.39

The Fifth Circuit, like the Tax Court, remained unconvinced 
that the FLP acted as a legitimate joint investment vehicle.  The 
Strangi children invested $55,650 in the FLP, in comparison to Mr. 
Strangi’s nearly $10 million.  The Fifth Circuit did not adopt a 
per se rule that minimal or de minimis contributions from other 
family members forecloses the possibility that joint investment 
vehicle reason is legitimate.  However, in cases where the FLP fails 
to make its own actual investments, instead of merely holding assets 
contributed to it, the Fifth Circuit held that a fact finder can infer 
that a de minimis contribution of the other family members makes 
the joint investment objectively unlikely.40

Finally, the Fifth Circuit rejected the active, centralized management 
justification.  The overwhelming majority of the assets Mr. Strangi 
contributed to the FLP did not require active management, i.e., 
marketable securities held in brokerage accounts.  In this regard, 
the Fifth Circuit distinguished Kimbell, noting that the oil and gas 
interests in Kimbell did require active management.41  Because the 
bona fide sale exception was not applicable, the Fifth Circuit upheld 
that Tax Court’s ruling that the value of the transferred assets were 
includible in Mr. Strangi’s gross estate under Section 2036(a).

Estate	 of	 Bongard	 v.	 Commissioner. In Estate of Bongard v. 
Commissioner,42 Wayne Bongard founded Empak, Inc. and owned 
a majority of its outstanding stock.  An irrevocable trust that Mr. 

Bongard created (the “ISA Trust”) owned the remaining portion of 
Empak stock.  In December 1996, Mr. Bongard and the ISA Trust 
transferred their Empak stock to a newly formed LLC, receiving 
proportionate Class A and Class B membership units in return.  
Mr. Bongard’s advisor recommended the transfers of Empak stock 
to the LLC as part of a strategic plan to position Empak for a private 
or public offering of stock.  The advisor determined that investors 
would be more likely to invest in Empak if the Bongard family 
members’ interests were placed in the LLC.

One day after forming the LLC, Mr. Bongard and the ISA Trust 
transferred their Class B membership units in the LLC to a newly 
formed FLP.  In return, the ISA Trust received a proportionate 
1% general partnership interest and Mr. Bongard received a 
proportionate 99% limited partnership interest (although he later 
gave a 7.72% limited partnership interest to his wife pursuant to a 
post-marital agreement).  The reasons given for the FLP’s formation 
were quite standard.  These reasons included facilitation of gift 
giving to his children without deterring them from working hard, 
asset protection and deterrence of lawsuits, greater flexibility than 
trusts, and tutelage with respect to managing the family’s assets.  
Nevertheless, from its inception until Mr. Bongard’s death, the FLP 
did not perform any activities, never diversified its assets, and never 
made any distributions.  The FLP merely continued to hold the 
Class B membership units contributed to it.

Mr. Bongard died unexpectedly at age 58 on a hunting trip in 
November 1998.  Mr. Bongard appeared to be in good health prior 
to his death.  On its estate tax return, the estate reported a combined 
value of $45,523,338 for his remaining Class A units and his limited 
partnership interest.  The Service determined that the un-discounted 
value of all Empak shares Mr. Bongard transferred to the LLC were 
includible in his gross estate under section 2036(a).  As a result, 
the Service valued Mr. Bongard’s Empak shares at $141,621,428, 
which amounted in an estate tax deficiency of $52,878,785.

After reviewing its prior FLP decisions and similar cases from the 
Circuit Courts, the Tax Court held that the bona fide sale exception 
“is met where the record establishes the existence of a legitimate and 
significant nontax reason for creating the family limited partnership, 
and the transferors received partnership interests proportionate to 
the value of the property transferred.”43  The court further stated, “[a] 
significant purpose must be an actual motivation, not a theoretical 
justification.”44  In the context of intrafamily transactions, the Tax 
Court, consistent with the Circuit Courts in Kimbell and Estate 
of Thompson, noted that intrafamily transactions are not per se 
illegitimate, but such transactions do require heightened scrutiny.

The Tax Court separately addressed both the transfer of the Empak 
stock to the LLC and the transfer of the Class B units to the FLP 
under the bona fide sale exception.  With respect to the transfer 
of the Empak stock to the LLC, the Tax Court held that such 
transfer met the bona fide sale exception.  In Tax Court’s opinion, 
Mr. Bongard had a legitimate and significant nontax reason for 
forming the LLC.  The court accepted the estate’s explanation that 
Mr. Bongard formed the LLC for the legitimate nontax purpose 
of facilitating a public offering of Empak’s stock.  Moreover, the 



tax-efficient StRuctuRing in canada

27

court twice noted that the formation of the LLC occurred while 
Mr. Bongard was “in good health.”45

The Tax Court also held that the transfer of Empak stock was made 
for adequate and full consideration.  The Service again raised the 100 
cents on the dollar argument, and in fact, argued that Mr. Bongard 
should have received a control premium for his majority interest in 
the LLC.  The court rejected the Service’s argument, noting that 
Mr. Bongard received an interest in the LLC proportionate to the 
value of the Empak stock he transferred to the LLC.  However, the 
court admitted that proportionality, by itself, may not be sufficient 
to meet the adequate and full consideration prong.  The court held 
the LLC must also properly maintain its capital accounts, which it 
did.

In contrast to the legitimate formation of the LLC, the Tax Court 
found no legitimate and significant nontax reason for the formation 
of the FLP.  The estate unsuccessfully argued that the FLP gave 
Mr. Bongard an extra layer of creditor protection and facilitated 
the gift of a limited partnership interest to his wife pursuant to 
the post-marital agreement.  The Tax Court found that the estate 
never adequately explained why it needed to form the FLP to 
accomplish these tasks with the LLC already in place.  The LLC 
already provided liability protection and the gift to Mr. Bongard’s 
wife could have been as easily accomplished through the LLC as it 
was through the FLP.  In other words, the LLC could accomplish all 
the tasks offered as a reason for formation of the FLP.

Because the bona fide sale exception did not apply to the FLP’s 
formation, the court had to address whether the value of the Class 
B membership units transferred to the FLP were recaptured under 
Section 2036(a)(1) or (a)(2).  The estate contended that the general 
partner’s fiduciary duty to the FLP precluded any finding of an 
implied agreement that Mr. Bongard would retain enjoyment of 
the transferred assets during his lifetime.  In response, the Tax 
Court held that the lack of activity following the FLP’s formation 
reinforced the fact that formation of the FLP did not alter Mr. 
Bongard’s relationship to the transferred assets.46  Therefore, the 
Tax Court sided with the Service, holding that the value of the 
transferred assets was recaptured under Section 2036(a).

Given the sheer size of the deficiency in Estate of Bongard, one 
would expect the estate to appeal.  According to the Tax Court, an 
appeal will go to the Eighth Circuit.47  Therefore, one might expect 
an Eighth Circuit decision regarding FLPs in the near future.

WhaT iS The currenT STaTuS oF The Flp?

Can estate planners achieve the desired tax result of an FLP if done 
correctly by careful lawyering?  Lee Sheppard, a well-known tax 
commentator and contributing editor for Tax Analysts, believes no 
lawyering, no matter how skillful or careful, can legitimize a FLP.  
In making her case, Sheppard states,

There never is a business purpose for the creation of family 
limited partnerships, for the simple reason that the core affluent 

class of people who create them mostly don’t own businesses to 
which a credible business purpose can attach.  If they did own 
a business, they would already have a more watertight estate 
plan, like an estate freeze or a buy-sell agreement, to achieve 
the desired valuation discount.48  

Sheppard’s view is understandable from a tax policy perspective in 
response to abusive FLPs, like the ones found in Estate of Thompson 
and Estate of Strangi.  It smacks of unfairness to allow an estate to 
claim a substantial discount on an interest created without a nontax 
purpose shortly before an elderly and terminally ill transferor’s 
death.  Most estate planners would agree that the Service should 
win in egregious cases like Estate of Thompson and Estate of Strangi.  
Nevertheless, why should bad cases like Estate of Thompson and 
Estate of Strangi invalidate otherwise legitimate uses of an FLP?  
While many estate planning attorneys may feel that certain FLP 
techniques are abusive, an estate planner must be an advocate for 
his or her client.  If the FLP can be used legally, then estate planners 
ought to advise their clients as such.  The question, therefore, is 
whether estate planners can still plan around Section 2036(a) in 
light of the recent cases.

One suggested way to plan around Section 2036(a) applies with 
respect to married couples.49  Under this planning technique, one 
spouse could contribute all the assets to the FLP.  Thereafter, that 
spouse could then give all the interests in the FLP to the other 
spouse.  The donee spouse could then be the controlling general 
partner and the limited partner of the FLP.  No taxable gift would 
occur upon the gifting of the interests from one spouse to the other 
due to the unlimited marital deduction.  The donee spouse could 
then give away limited partner interests to family members and 
retain the general partner interest.   

Under this structure, the thought is that Section 2036(a) should not 
apply to the donee spouse, as the donee spouse did not “transfer” 
any assets to the FLP.50  Similarly, Section 2036(a) should not apply 
to the donor spouse, as the donor spouse did not retain any powers 
in the FLP.51  However, this structure may be too good to be true.  
If presented with such a situation, the Service could still argue that 
donor and donee spouse had an implied agreement that the donor 
would retain de facto control over the FLP.

Given the uncertainty of the above noted approach, the more 
prudent approach to anyone still considering an FLP is to plan to 
meet the bona fide sale exception.  If the bona fide sale exception 
is not satisfied, Estate of Thompson and Estate of Strangi show the 
courts’ willingness to easily find an implied agreement to retain the 
benefit and enjoyment of the transferred assets, thereby recapturing 
the value in the gross estate under section 2036(a).  Stated 
differently, the estate must win on the bona fide sale exception, and 
the failure to do so will result in inclusion of the recaptured value in 
the gross estate.  In this regard, the current status of FLP planning 
should be viewed as an “all or nothing” battle over the bona fide 
sale exception.
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can eSTaTe plannerS plan To MeeT The  
Bona Fide Sale excepTion?

adequate and Full Consideration. Fortunately for estate planners, 
the courts in Kimbell, Estate of Strangi, and Estate of Bongard rejected 
the Service’s claim that the transferor must receive an interest worth 
100 cents on the dollar of the value of the transferred assets to meet 
the element of adequate and full consideration.  By rejecting this 
argument, the courts implicitly accept that a transferee can transfer 
assets in return for a limited partnership interest discounted for lack 
of control and lack of marketability, assuming the transfer is bona 
fide, as discussed below.  The Fifth Circuit in Kimbell and Estate of 
Strangi provided an objective test for adequate and full consideration 
based on (1) the transferee receiving a proportionate interest, (2) 
proper capital account maintenance, and (3) liquidation of the 
FLP in accordance with capital accounts.  Although the Tax Court 
was not as clear as the Fifth Circuit in this regard, the Tax Court’s 
decision in Estate of Bongard also supported this approach.

If the transferee receives a proportionate interest in an FLP that 
properly maintains its capital accounts in accordance with Treas. 
Reg. § 1.704-1(b)(2)(iv) and liquidates according to positive capital 
accounts, the transferee will satisfy the adequate and full consideration 
prong of the exception.  Standard boilerplate partnership agreements 
contain provisions for such capital account maintenance, as these 
same requirements are required for partnership allocations to have 
economic effect.52  Therefore, satisfying the adequate and full 
consideration prong of the bona fide sale exception should be easy.  
Unfortunately for estate planners, satisfying the bona fide prong is 
not so straightforward.

Bona Fide Sale and Business Purpose. For the formation of 
an FLP to be bona fide, the Third Circuit in Estate of Thompson 
emphasized that an FLP must operate a “legitimate business.”  The 
Fifth Circuit in Kimbell and Estate of Strangi held that formation of 
an FLP is bona fide if it is done for a substantial business or other 
nontax purpose.  Similarly, the Tax Court stressed that an FLP must 
be formed for a “legitimate and significant nontax reason,” which 
is an actual motivation and not a theoretical justification.  When 
the cases are read together, they stand for the proposition that the 
FLP must be legitimate and do something active.  Consequently, 
the standard boilerplate FLP agreement giving the standard FLP 
justifications, such as asset protection, tutelage to the younger 
generation, and centralized management of assets, by itself, is no 
longer sufficient.

On one end of the spectrum is an FLP that only holds active 
business interests, whereas the other end of the spectrum is an FLP 
funded entirely with passive assets such as marketable securities.  
The FLP holding only active business interests should easily meet 
the “legitimate business” and “substantial business and nontax 
purpose” tests.  Conversely, it is hard to conceive of a situation 
where an FLP holding only marketable securities is a “legitimate 
business” or was formed for a “legitimate and significant nontax 
reason.”  If the marketable securities FLP does nothing, does not 
engage in active trading, and has no significant contributions from 

the younger generation, the FLP will assuredly fail the bona fide 
sale requirement.

Promoters of FLPs often cite the deterrence of lawsuits rationale to 
justify a legitimate non-tax reason for the FLP.  Many promoters 
have touted FLPs as being bulletproof, as any creditor of a limited 
partner will simply drop its suit, rather than be saddled with 
the negative legal and tax consequences of the charging order 
remedy.53  The question, therefore, is whether deterrence of lawsuits 
justification provides a legitimate nontax reason for formation of 
the marketable securities FLP.  

In Strangi III, the Fifth Circuit rejected the deterrence of lawsuit 
rationale as a legitimate nontax purpose.  Conversely, in Kimbell, 
the Fifth Circuit held that Mrs. Kimbell had a legitimate nontax 
reason to place her oil and gas interests in the FLP, as the oil and 
gas interests carried with them the potential for environmental 
liabilities.  The Fifth Circuit’s holding in Strangi III and Kimbell 
are easily reconcilable.  In Strangi III, the estate tried to justify 
formation of the FLP to protect Mr. Strangi and his estate from 
personal liabilities unrelated to the operation of the FLP, i.e., the 
potential lawsuit from his housekeeper and a will contest from his 
step-children.  On the contrary, Mrs. Kimbell wanted to protect 
herself from liabilities associated with the assets contributed to the 
FLP.  Stated differently, protecting oneself from liabilities arising out 
of the operation of the FLP itself is legitimate, whereas protecting 
oneself from personal liabilities unrelated to the FLP is not.  When 
Strangi III and Kimbell are viewed in this light, the “bulletproof” 
justification for an FLP can never legitimize a marketable securities 
FLP.  Marketable securities are not the type of assets that carry with 
them the potential for personal liability.  

An FLP that falls somewhere in the middle of the spectrum between 
all marketable securities and all active business is the gray area.  
Before discussing the close case, it is imperative to define what assets 
are active.  As noted above, marketable securities are not active, 
unless held in an actively traded fund.  In Estate of Thompson, the 
Third Circuit indicated that rental real estate may constitute “active 
operations.”  Indeed, in Estate of Thompson, investment in the 
modular home development and the rental of the ranch gave the 
Third Circuit “some pause” in determining whether the involved 
FLPs conducted a legitimate business.  

The problem in Estate of Thompson was that the real estate 
investments were not operated in a legitimate manner.  First, the 
FLPs made special allocations of income and expenses with respect 
to contributed real estate back to the contributing partner.  Second, 
the FLP rented a ranch to a family member at a relatively low rent.  
Third, family members charged high commissions and management 
fees to the FLP, even though the real estate investments were not 
profitable. 

Based on Estate of Thompson, rental real estate can be active, but must 
be run in a legitimate manner to be respected.  The FLP should not 
make special allocations back to the contributing partner.  The real 
estate should be rented to an unrelated party, if possible.  If rented 
to a related party, the rent must be commensurate with the rent that 
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would be charged in an arm’s length transaction with an unrelated 
party.  Finally, family members should not charge unreasonable fees 
to manage the properties.

The next question is whether active real estate properties can be 
mixed with marketable securities and other liquid assets in an FLP.  
As noted above, the Third Circuit in Estate of Thompson noted 
that real estate activities conducted in the FLPs gave it “some 
pause.”  The implication from this statement is that the Third 
Circuit recognized that an FLP comprised of active real estate and 
marketable securities can be legitimate.  However, the Third Circuit 
in Estate of Thompson did indicate that the active real estate interest 
cannot be de minimis in comparison to the marketable securities 
contributed to the FLP.

The Fifth Circuit in Kimbell upheld the legitimacy of an FLP that 
held working oil and gas interests comprising about 15% of the 
FLP’s assets.  The remaining 85% of the FLP’s assets were comprised 
of cash, marketable securities, notes, and other assets.  The Fifth 
Circuit’s decision in Kimbell also stands for the proposition that 
active real estate interests can be mixed with marketable securities 
to legitimize an FLP.  The 15% to 85% ratio found in Kimbell is 
a relatively low threshold to meet.  However, practitioners seeking 
to be cautious may want to consider increasing the percentage of 
active real estate in relation to marketable securities.

The Fifth Circuit in Kimbell recognized other legitimate nontax 
reasons for holding the oil and gas interests other than the need for 
active management.  The Fifth Circuit noted that placing the oil 
and gas interests in an FLP reduced administrative costs and saved 
on transfer fees.  These same nontax reasons should likewise apply 
to active real estate interests.  That is, a taxpayer should be able to 
argue that an FLP can cut down on administrative costs and save on 
fees associated with recording deeds and real estate transfer taxes.

oTher oBSerVaTionS

There are three more observations worth noting about the recent 
FLP litigation.  First, the transferor must retain sufficient personal 
assets for support.  As Estate of Thompson and Estate of Strangi 
indicate, an FLP will not be respected as legitimate if the transferor 
retains insufficient assets for his or her support.  Conversely, in 
Kimbell, the transferor did retain sufficient assets for her support.  
Accordingly, the court in Kimbell found the FLP to be legitimate.

Second, the courts did not specifically discuss the sheer size of the 
discounts the estates claimed on the FLP interests.  In Estate of 
Thompson and Strangi III, the estates claimed 40% discounts on 
the limited partnership interests.  Similarly, in Kimbell, the estate 
claimed a 49% discount.  The discount claimed in Estate of Bongard 
was likewise substantial.  This may indicate that the Service, in cases 
it perceives to be abusive, is not engaging taxpayers in a battle of 
the valuation experts.  One can only wonder how the Service would 
have treated these cases had the discounts been relatively small.  
It is not clear whether the Service will engage in a battle of the 
valuation experts in relatively small discounts cases or stick to an all 
or nothing approach.

Third, the transferors in Estate of Thompson, Kimbell, and Strangi III 
were either at a very advanced age (mid-90s) or terminally ill upon 
formation of the FLP.  While the estate in Kimbell was successful, 
the advanced age and health issues of the transferors in Estate of 
Thompson and Strangi III undoubtedly hurt the estate’s chances of 
success in litigation.  The situation in Strangi III was even more 
egregious in that the transfer was accomplished by Mr. Strangi’s 
son-in-law acting under power of attorney.  On the other hand, the 
Tax Court in Estate of Bongard made references to the transferor 
being in good health and that his death was unexpected.  These 
facts undoubtedly helped the estate with its case.  Consequently, 
practitioners should not overlook the importance of the health 
and age of clients seeking to establish a FLP.  If the client is at an 
advanced age, the practitioner may want to consider documentation 
from the client’s physician attesting to the client’s good health.

concluSion

Estate of Thompson, Estate of Strangi, and Estate of Bongard probably 
spell the death knell to abusive FLPs funded with passive, liquid 
assets.  The cases do not, however, completely make the FLP extinct 
as an estate planning tool.  Those taxpayers with active business 
interests or active real estate investments should be able to properly 
use the FLP to achieve the desired minority and lack of marketability 
discounts.  If we could only convince Congress that estate and gift 
taxes are a necessary component of a fair, progressive tax system, the 
good times for estate planners will stay forever.
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G. Blattmachr, Strangi: A Critical Analysis and Planning 
Suggestions, 100 Tax Notes 1153, 1168-69 (2003).

50. Id.
51. Id.
52. See Treas. Reg. § 1.704-1(b)(2)(ii).
53. To understand the bulletproof non-tax justification, one must 

understand the nature of a creditor’s rights against a debtor’s 
limited partnership interest.  According to the promoters, a 
creditor of a limited partner cannot seize partnership assets 
or the limited partnership interest itself to satisfy a judgment.  
Instead, the creditor of a limited partner is restricted to 
a charging order remedy against the limited partnership 
interest.  This essentially means that the creditor is entitled 
to distributions that would otherwise be paid to the limited 
partner to go to the creditor to satisfy a judgment.  If the 
partnership does not make distributions, the argument goes 
that the creditor cannot collect its judgment.  Furthermore, 
promoters cite Revenue Ruling 77-137 for the dubious 
proposition that the creditor, as assignee of the interest, is 
taxed on the undistributed income of the limited partnership 
interest.  Without much chance of receiving distributions and 
the possibility of adverse tax consequences, promoters claim 
that a creditor will be discouraged from initiating a lawsuit in 
the first place.
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aNalyzINg THE BUSINESS ClIMaTE IN 
TOMORROW’S MICHIgaN: aN ExaMINaTION OF 
THE ONgOINg CHaNgES TO MICHIgaN’S SINglE 
BUSINESS Tax   
By Greg A. Texley
University of Detroit Mercy School of Law

When Michigan Governor Jennifer Granholm vetoed parts of a 
comprehensive plan to change business taxes in November, it seemed 
representative of ongoing ideological conflict between increasingly 
disparate political parties. However, in the context of a national 
mood of tax revolt1 and a weakening economy for small business, the 
differences in approach between the Democratic governor and the 
Republican legislative majority have been increasingly magnified. 
Republicans insisted that the package include a provision to 
eliminate the Michigan Single Business Tax (SBT), MCL § 208.01 
et seq, entirely by 2009.  Granholm resisted provisions of two of the 
original eight bills despite support from the business community, 
saying they represented “tax loopholes she could not accept.”2  The 
two vetoed bills were tie-barred to the other business tax reform 
bills in the proposed package, resulting in none of the proposed 
amendments being enacted into law.

An agreement was finally reached on December 20, 2005 when 
Governor Granholm signed a scaled down, compromised version 
of the package.3  Included was an SBT business tax credit equal 
to 100% of personal property tax related to technology or 
manufacturing jobs transferred to Michigan in 2007 and 2008, 
a 15% SBT credit for taxes paid on industrial property effective 
January 1, 2006, a change in the way that a multistate company’s 
tax liability is weighted (more on the location of sales and less on 
that of property and payroll), and a continuation of tax breaks for 
struggling Delphi and Visteon corporations. The bills represented 
a breakthrough in the yearlong debate over SBT reform, but were 
limited to the few areas of agreement between the parties. While 
Granholm enthusiastically stated that the legislation was “a signal 
that manufacturing has a place in Michigan’s future” Majority 
Leader Ken Sikkema admitted: “We have more work to do…”4 The 
continuing debate and potential reformation on broader business-
tax relief will inevitably have to wait until potential agreements are 
reached during 2006.

To predict the impact on these and future changes to Michigan’s 
business climate, it is important to understand the history of the 
negotiations. Michigan has the only state-level value added tax in 
the United States.  The SBT is currently levied at a rate of 1.9% of 
the tax base in excess of $45,000. The tax base is comprised of federal 
taxable income plus compensation, adjusted by multiple additions 
and subtractions to federal taxable income. These adjustments 
conceptually create a value added tax by levying taxes based on the 
principles of “Services Consumed” or “Benefits Received”.5

Since 1975, the SBT has provided a stable flow of revenues; however, 
many economists including those at the Tax Foundation, a non-

partisan educational organization, believe that it 
has also suppressed the growth of small business, 
deterring new entrepreneurs.  Granholm agreed, 
saying it “overtaxes labor costs [and] discourages 
decisions to locate, extend or renovate facilities... 
[while] the apportionment formula…penalizes 
companies for having their headquarters in 
Michigan and discourages them from adding 
jobs here.”6 The Tax Foundation’s “State Business 
Climate Index” (which gives high value to states 
that allow small businesses to compete on a 
“level playing field”) ranked Michigan 36th out 
of all 50 states in 2004.7  In a state struggling 
with a sluggish manufacturing economy, the 
disincentives of the SBT clearly need substantial 
reformation.  

Granholm’s original proposal  linked SBT changes 
to the elimination of several tax preferences to 
keep the package revenue neutral.8  The original 
proposal included:

• Cutting the SBT rate from 1.9% to 1.2%.              
• Reducing the rate of the small business 

alternative tax, which is one way of 
calculating the small business credit, from 
2% to 1.2%. 

• Creating a 35% personal property tax credit 
against the SBT for industrial processors 
and research and development companies 
equal to 35% of the taxes paid for personal 
property used in industrial processing.

• Providing a credit for research and 
development of 1.2% of the compensation 
provided in connection with research and 
experimental activities. 

• Increasing the profit component of the 
tax base for corporations by adding to the 
tax base two times the sum of 1) business 
income less dividends and 2) the addback 
of the net operating loss carry forward. This 
provision would have the effect of taxing 
profitable businesses under the SBT regime 
similar to federal taxation of corporations 
(with regards to this component being 
sensitive to profits), although this provision 
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would actually result in a “triple weighting” of profits in 
calculating tax liability.   This provision would only apply to 
C-corporations.

• In determining the tax base of professional employer 
organizations, (organizations which provide contract 
employees to client companies) compensation paid by the PEO 
to the officers of a client company would be included in the 
compensation of the client company (instead of the PEO).  

• Raising taxes on insurances (to 2% of gross direct premiums 
written on property or risks located or residing in the state), 
closer to the national average.

• Extending the life of the SBT indefinitely.  The act is scheduled 
to be repealed for tax years after December 31, 2009.9

The original Republican counterproposals would have amended 
the SBT by completely phasing out the health care addback and 
reducing the standard rate by up to .4%.10 Republicans had also 
proposed reducing the gross receipts and excess compensation 
reductions (as opposed to eliminating them, as Granholm and the 
Democrats proposed.) The Republican-backed proposals also:

• Created a credit on taxes paid on industrial personal property 
beginning at 50% of taxes paid in the first year after the 
purchase year, if purchased during 2006 or 2007, eventually 
being reduced to a 20% credit for the third year after the 
purchase year or for property purchased in 2008 or later.    

• Reduced the alternative tax rate available for certain, low-profit 
businesses.

• Increased the maximum allowable shareholder or officer-
allocated income used to determine eligibility for the small 
business credit.  

The projected fiscal impact of the Republican version was a reduction 
of revenue of over 300 million dollars for 2008, according to 
legislative analysis prepared by the Michigan House Fiscal Agency, 
with the majority resulting from the PPT credit phase in. 

In analyzing the fiscal effect of the SBT, Chris Atkins and Curtis S. 
Dubay of the Tax Foundation estimated that if the SBT had been 
eliminated prior to the rankings in 2004, Michigan would have 
risen to 13th and would have had the best climate for small business 
in the Great Lakes region.11 The Michigan House Fiscal agency 
concurred, believing that the net effect of the Granholm package 
would “wash.”  The adjustments to the tax base by increasing the 
weighting of profits and eliminations of the excess compensation 
and gross receipts reductions, along with the increased rate on 
insurance companies would generate the revenue to offset the 
reductions and credits. Other pundits took a dimmer view however.  
For example the Wall Street Journal said: “[It] reduces rates 
and provides personal property tax relief to manufacturers, but 
more than doubles taxes on insurance, triples taxes on profits, and 
removes $400 million in credits and deductions against Michigan’s 
onerous Single Business Tax…This tax shift does nothing to reduce 
the excessive overall tax burden on job providers.”12 At this point, 
neither side can claim either victory or fiscal responsibility, since 
the version, which passed on December 20, excludes any of the 
revenue-producing components of the original plan.  

It is clear that this issue cannot be left on the table. Not only do 
the current provisions threaten long-term state revenues, but key 
provisions to encourage the growth of new small businesses have 
been neglected. Donald Bruce and Tami Gurley have presented 
convincing evidence that tax rates have important effects on 
entrepreneurial entry and survival (while increased rates had the 
opposite effect.)13  Their study showed that during the 1980s, SBT 
rates were the chief deterrent to entry into the market or survival 
within it.  

In addition, small businesses pay tax on the value of the health care 
benefits they provide. Since the cost of health care has risen at 3 
to 4 times the rate of inflation, this has caused an undue burden 
on small businesses.  This portion of the tax is disproportionately 
heavy on start-up ventures, which typically have proportionally 
greater employee expenses relative to income. Currently a certain 
percentage of health care benefits provided to Michigan residents 
are excluded from the compensation portion of the tax base. In 
its original form Republican bill HB 5108 included a provision to 
increase the exclusion to 100% by 2011 (if the SBT has not been 
repealed). 

Additional measures to provide incentive for small business 
development could be accomplished through allowance of certain 
tax incentives for a company in its initial development period, when 
tax savings are needed most (assuming a profitable enterprise).  
A credit for certain research and development expenditures (as 
proposed in the governor’s original proposal) would be a logical step 
with the abundance of financially struggling manufactures statewide. 
The federal research and development credit has been successful 
since its inception by promoting certain activities (through tax 
credit incentives) for corporations, which expend funds on certain 
research and experimentation activities, which qualify by meeting 
I.R.S. guidelines.   These guidelines could potentially act as a model 
for a similar state credit.  The possibility also exists of allowing a 
percentage of the credit as refundable for companies in early stages 
of development, potentially stimulating new business development 
and growth.

It is clear that the compromise package enacted in late 2005 cannot 
stand the test of time without additional legislation. It represents a 
projected 600 million dollar revenue reduction without the strong 
incentives, which were originally proposed by the Republicans, or 
the changes in special interest breaks proposed by the governor.14  
Whether the cuts will be offset by a continuation of the SBT beyond 
2009 (the original expiration date) or through a stabilization of the 
tax rate remains to be seen.   

Greg A. Texley, a law student at Detroit Mercy Law School, received a 
Bachelor’s in Accounting from Oakland University in December 2000 
and his CPA license in 2003.  He has worked in public accounting for 
the past six years, most recently in KPMG’s Federal Tax Practice.  Mr. 
Texley will graduate from the University of Detroit Mercy Law School 
in May 2006. 
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aN aRgUMENT FOR UNTIdINESS: NON-PaRallEl 
TREaTMENT OF ExClUSIONS aNd dEdUCTIONS IN 
FEdERal INCOME TaxaTION
By Sophia Hudson1

 The University of Michigan Law School

When a taxpayer is reimbursed for a loss or 
an expenditure, there would seem to be no 
meaningful difference whether a tax deduction is 
allowed for the loss or expenditure or whether the 
reimbursement is excluded from the taxpayer’s 
gross income. For example, if an employee 
expends $1,000 for business travel, that expense 
is deductible. If the employer reimburses the 
employee for the expense, the net tax result 
will be the same whether the reimbursement 
is included in the employee’s income and the 
expense deducted or whether the reimbursement 
is excluded from income and no deduction is 
allowed.2

Because the effect of an exclusion for a 
reimbursement is equivalent to allowing a 
deduction for the expenditure or loss that was 
reimbursed, one might expect the tax law 
to provide parallel treatment by granting a 
deduction for such expenditures or losses when 
they are not reimbursed. Contrary to that 
expectation, there are numerous examples in 
the tax law of non-parallel treatment, and many 
commentators have voiced their objections to 
that apparent discrepancy.3 It is the thesis of 
this article that the lack of parallel treatment is 
not inappropriate and that there are legitimate 
reasons for not providing parallel treatment in 
certain circumstances.

Perhaps the most well-known example of non-
parallel treatment is the statutory exclusion of 
personal injury damages. A taxpayer who recovers 
tort damages on account of a personal injury 
may exclude the recovery from gross income 
under Section 104(a)(2) even though she would 
not have been able to take a deduction for losses 
stemming from the injury if she had not received 
a damages award.4 

Another example of non-parallel treatment is 
that of the taxpayer who pays more than his 
minimum tax liability due to an error of his 
tax advisor. In Clark v. Commissioner5, the Tax 
Court held that if a tax advisor reimburses his 
client for a mistake on the client’s return that 
led to the client paying more than his minimum 

tax liability, the reimbursement is excludible from the client’s 
gross income even though the overpayment would not have been 
deductible absent a reimbursement.6 

An additional category of non-parallel treatment is the 
reimbursement of an expenditure incurred on behalf of another in 
a non-employment context. A taxpayer who expends an amount 
on behalf of another in a non-employment context may exclude 
the reimbursement of the expenditure from gross income even 
though it would not have been deductible if not reimbursed. Thus, 
a government official who spends $1000 traveling to address a 
political fundraising event and is reimbursed that amount by the 
organization that invited him may exclude the $1000 from gross 
income7 although non-business travel is generally non-deductible.8 
Similarly, a carpool driver whose fellow carpoolers reimburse him 
for money spent on gas need not include those receipts in gross 
income even though the costs of commuting are generally not 
deductible.9 

This rule also covers the reimbursement by a prospective employer 
to a prospective employee for travel costs associated with a job 
interview. Deductions for expenses incurred in the search of a job 
in a new trade or business are specifically disallowed.10 However, if 
a prospective employer reimburses a prospective employee for the 
costs of traveling to an interview, then the prospective employee 
may exclude the reimbursement from gross income.11

One proposed justification for these exclusions is the “return of 
capital” theory. This was one of the rationales upon which the Clark 
court relied in holding that the client who is reimbursed by his tax 
advisor for the consequences of his bad advice need not include 
the reimbursement in gross income. The court stated that the tax 
advisor’s mistake caused “a loss which impaired [the taxpayer’s] 
capital,”12 and therefore the reimbursement constituted a recovery of 
capital, which is nontaxable, rather than a gain, which is taxable. 

This idea has similarly taken hold in discussions justifying the 
exclusion of personal injury damages under Section 104(a)(2). 
While Congress has made no explicit statement as to why personal 
injury damages are excludable, the legislative history indicates that 
Congress may have relied on a “return of human capital” theory 
similar to the “recovery of capital” theory noted in Clark.13 The 
return of capital theory, however, only addresses the question 
of whether an exclusion is appropriate and does not reach the 
question of why only an exclusion, and not a parallel deduction, 
is reasonable. 
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An indication of why non-parallel treatment may be appropriate 
in some circumstances can be derived from an analysis of the 
personal injury damages exclusion that does not rely on the return 
of capital theory. Professor Douglas Kahn has argued that the 
104(a)(2) exclusion is warranted by the cumulative effect of several 
considerations:14 

First, personal injury damages constitute the involuntary conversion 
of personal attributes that are not bought and sold commercially. 
Cash is paid because there is no other means of substituting what 
the victim has lost. If the government were to tax damages meant to 
mitigate the loss of a body part or the death of a relative, it would 
appear rapacious and unfeeling. The appearance of rapaciousness is 
particularly undesirable in the context of our self-assessment system 
of reporting, which at some level depends on popular belief that the 
tax system is fair.15

Second, the tax law reflects a policy not to force realization of 
income incurred from involuntary conversion. Section 1033 allows 
the taxpayer to defer realization when the proceeds of involuntary 
conversion of property are reinvested in similar property. When 
a personal attribute is involuntarily converted, there is no similar 
property in which to invest the proceeds of a damages award. 

Third, while there is sympathy for anyone who incurs a loss, 
personal injury loss generates a greater degree of sympathy than 
other property loss. Professor Kahn asserts that while no one of 
these reasons would be sufficient to justify excluding personal 
injury damages, the combination of the three makes a powerful 
case for the exclusion.16 

The case for allowing a deduction of personal injury losses, however, 
is not as strong as that for permitting the exclusion of personal 
injury damages. Where the victim of a personal injury does not 
recover damages, the sympathy factor still exists. In fact, it is likely 
that there is even more sympathy for the uncompensated victim 
than for the compensated victim. However, neither the appearance 
of government rapaciousness nor the element of involuntary 
conversion is present in the case of the uncompensated victim. Thus, 
if the arguments for an exclusion are analyzed separately from those 
for a deduction, the reasons for permitting the compensated victim 
to exclude personal injury damages are more compelling than those 
for allowing the uncompensated victim to take a deduction.17 

A similar analysis, weighing the various arguments in favor of 
permitting an exclusion separately from those for allowing a 
deduction, may be applied to each of the examples of non-parallel 
treatment described above. If there are more compelling reasons 
for an exclusion than for a deduction, then an exclusion may be 
warranted even though a deduction is not. The merits of each 
treatment weighed separately should drive tax policy rather than 
an inclination for tidy parallel treatment. Where the arguments for 
an exclusion are more compelling than those for a deduction, then 
non-parallel treatment is appropriate. 

Sophia Hudson graduated from Princeton University with honors 
in 2000. She is currently attending the University of Michigan Law 

School and will graduate in May 2006.  Ms. Hudson is an editor of 
The Michigan Law Review.  Editor’s Note: This article was originally 
published in the Fall 2005 edition of The Michigan Tax Lawyer. 
However, because the footnotes were inadvertently omitted, the article 
is being reprinted, with apologies to the author, in this edition.  
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same for reimbursed and un-reimbursed expenses. The former 
is a non-itemized deduction, and the latter is an itemized 
deduction. I.R.C. §§ 62(a)(1),(2)(A). Since the reimbursed 
employee expense is non-itemized, there are no restrictions on 
the amount deductible, and so the deduction will wash out the 
income realized from the receipt of the reimbursement. For 
that reason, the tax law chooses to exclude the reimbursement 
from income since that is administratively simpler than taking 
it into income and washing it out by taking a deduction for the 
expense.

3. See, e.g., William A. Klein, et al., Federal Income Taxation 
149-54 (12th ed. 2000).

4. Deductions for medical expenses may be available, however, 
under Section 213. 
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maintains that the exclusion of a reimbursement depends 
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The Service distinguishes bad advice on a return that causes 
the taxpayer to pay more than his minimum tax liability from 
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lower federal tax liability. See, e.g., P.L.R. 2003-28-033 (July 
11, 2003). 
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a Personal Injury: To Tax or Not to Tax?, 2 Fla. Tax. Rev. 327, 
340-52 (1995).

15. Id. at 351-52. 

16. Id. at 352. 
17. There is also a problem of valuing the amount of loss in the 

latter situation, but this is an administrative problem that likely 
could be handled.


