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TAXATION SECTION 
STATE BAR OF MICIDGAN 

COMMITTEE ON PARTNERSIDP 

MINUTES OF SECOND MEETING 
APRIL 23, 1985 

Chairperson John J. Collins, Jr. called the meeting to order at 8:37 a.m. with 
Gary D. Bruhn acting as Secretary. 

Augustin V. Arbulu 
Andrew M. Barbas 
Gary D. Bruhn 

COMMITTEE MEMBERS PRESENT 

John J. Collins, Jr. 
Lawrence Elkus 

Stephen Fischer 
Mark McGowan 
David Ohlgren · 
Richard Soble 
George Sokoly 

Mr. Collins stated that the first item of business was the approval of the 
minutes for the Committee's first meeting that was held on February 12, 1985. 
Since Mr. Collins had sent a copy of those minutes to all of the members of the 
Committee, the reading of those minutes was dispensed with and they were 
approved. 

The next item of business was Mr. Collins' report on the activities of the 
Taxation Section Council. John stated that on October lOth and 11th, 1985, the 
Council was going to have its Annual Tax Institute that would follow the same 
format as past institutes, with one half day devoted to matters of state taxation 
and a full day to matters of federal taxation. John also pointed out that Gregory 
DiCenso, a member of the Committee, would speak at that Annual Tax Institute on 
a topic to be determined. John noted that the State Bar of Michigan and the 
Michigan Association of Certified Public Accountants would be holding a joint 
seminar on June 13, 1985 and stated that the Taxation Section of the Michigan 
State Bar was considering some type of joint project with the Real Property Law 
Section of the State Bar. John also said that Steven Fisher, a member of the 
Committee, was working on an article to be published in the special taxation issue 
of the State Bar Journal that would be pub1ished in October of this year. 

The next item of business was the reports from the Subcommittees regarding 
their activities since the last meeting of the Committee. Mr. Collins informed the 
members of the Committee that Mr. Shawn McCormick was going to be moving to 
Cincinnati, Ohio in the near future and, therefore, would not be able to continue to 
act as the Chairman of the Subcommittee on Legislation and Regulations. John 
then stated that since there would be a need to appoint a new Chairman for that 
Subcommittee, any person who is interested in that position should contact him. 
Steve Fisher then discussed the progress that had been made on the article that he 
was writing for the State Bar Journal about the tax problems of service partners 
and Mark McGowan discussed the progress that the Allocation of Tax Items 
Subcommittee had made. 
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Mr. Collins then stated that the next item on the agenda was entitled "new 
business." At this point, John discussed Section 79 of the 1984 Tax Reform Act 
that had been adopted by Congress to overrule.the decision of the Court of Claims 
in the case of Raphan v. U.S. In Raphan, the Court held that when a general 
partner personally guarantees a partnership's nonrecourse loan, he does not thereby 
become personally liable on the loan, with the result that the loan will remain 
nonrecourse and each limited partner's basis in his partnership interest will include 
his share of that debt. Section 79 of the 1984 Act provides that the effect of 
partnership liabilities on a partner's basis in his partnership interest will be 
determined without regard to the Raphan decision, and the Service was directed to 
prescribe regulations relating to liabilities including the treatment of guarantees, 
assumptions, indemnity agreements and similar arrangements. John wanted to 
know what, if anything, the other members of the Committee are doing in order to 
get around the limitations imposed by Section 79. However, none of the members 
of the Committee that were present had relied on the Raphan decision and were not 
adversely affected by Section 79. 

Mr. Collins then stated that the next items on the agenda were the 
presentations that were to be given by Steven Fisher and Joseph Thomas. However, 
since Mr. Thomas was unable to attend the meeting, his presentation on basis 
considerations involved in partner guarantees of partnership debts would be 
deferred until the next meeting. Mr. Fisher then gave his presentation on income 
tax aspects of a receipt of a partnership interest in exchange for services. 

Mr •. Collins then stated that the next item on the agenda was an open forum 
regarding current problems in areas of interest. John stated that one area that 
interested him was the stacking rule that was contained in the proposed regulations 
under Section 704(b) of the Code. The provisions in a proposed regulation provide 
an ordering system for losses wherein the losses of a partner will be allocated first 
to the partner's basis that resulted from cash contributions, second to the partner's 
basis resulting from his share of recourse obligations, and third to the partner's 
basis that resulted from his share of nonrecourse obligations. John pointed out 
that, under the stacking rules, a limited partner could lose the right to deduct his 
share of the partnership's losses if those losses are allocated first to the general 
partner's recourse debt before they are allocated to the limited partner's 
nonrecourse debt. John wondered if this was an intended result of the proposed 
regulations. Some of the members of the Committee said that they had attended 
seminars at which some of the formulators of the proposed regulations had given 
presentations but, since this significant issue had not been discussed, they believed 
that the stacking rules were not an intended result of those proposed regulations. 

Mr. Collins then stated that he had a question about equipment leasing 
transactions and their continued viability after the recent cases regarding 
equipment leasing deals. Mr. McGowan stated that he has recently worked on 
several equipment leasing deals and felt that equipment leasing syndications are 
still viable because, in his opinion, the reported cases are for types of transactions 
that are not being done today, and that the deals that he has recently been involved 
in have different economics. 

The last item of business was the setting of the date for the next meeting of 
the Committee and the agenda for that meeting. The next meeting of the 
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Committee was set for Tuesday, June 25, 1985 at 8:30 a.m. at the Birmingham 
offices of Miller, Canfield, Paddock and Stone. Andrew Barbas and Dave Ohlgren 
volunteered to give a short presentation regarding the payback of negative capital 
accounts and Mark McGowan said that the Subcommittee on Allocation of Tax 
Items would give a short presentation on a topic to be decided. 

The meeting concluded at approximately 10:30 a.m. 
( 

Respectfully submitted, 

Gary D. Bruhn 
Temporary Secretary 
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THE EFFECT OF ROWAN 
ON TAX SHELTERED ANNUITIES 

By: Steven A. Matta 

I. INTRODUCTION 

In 1981, the United States Supreme Court decided Rowan Companies, Inc v 
United States, 425 US 247. The court held that employer~upplied meals and 
lodging that are not taxable as employee income are also not taxable by social 
security or unemployment; "wages" means the same for income tax, social security 
tax, and unemployment tax. The decision forced socialfecurity to refund over $109 
million and raised issues about tax-sheltered annuities. The IRS had also held that 
money paid into annuities for employees was subject to FICA tax even though 
employees did not pay income tax on it (SS Ruling, SSR 65-59, 1964 CB 48). 

In 1983, Congress amended the Social Security Act. 2 Effective 1984, the Act 
now conforms to the IRS's view by limiting Rowan to meals and lodging and 
applying FICA tax to income tax-sheltered annuities (P.L. 98-21, § 327). Although 
many companies and individuals have applied for refunds base~ on Rowan, the IRS 
has consistently denied them, forcing taxpayers to go to court. Furthermore, the 
1984 Tax Reform Act purports to permanently deny refunds to those who had 
treated money paid into tax-sheltered annuities as subject to FICA and FUTA tax. 
(See Deficit Reduction Act of 1984, P.L. 98-369, July 18, 1984.) This article will 
discuss the ramifications and legal issues raised by this permanent denial. 

II. BACKGROUND 

Section 403(b) of the Internal Revenue Code permits employees of public 
schools and certain non-profit organizations to exclude from gross income for 
income tax purposes amounts contributed by their employers to purchase annuities 
under qualified plans4• These amounts are not included in gross income for income 
tax purposes until t~ey are received by the employee in the form of distribution 
pursuant to the plan. · 

Despite this favorable income tax treatment, the Social Security 
Administration (SSA) has heJd that these same employer contributions are "wages" 
for social security purposes. 

Two distinct types of employer-employee agreements for payment of 
premiums for tax-sheltered annuities exist. Only one type is apparently subject to 
FICA tax. In the first type of agreement, the employee authorizes the employer to 
deduct enough money from the employee's salary to pay the annuity premiums. 
This is known as a "salary-reduction" sum. The basis for the SSA's taxation of these 
sums is SSA Regulation No. 4, § 404.1042(d), which provides that deductions from 
wages are nonetheless considered wages at the time of the deduction. The 
reasoning is that the purposes of § 403(b) of the Code and § 3121(a)(2) of the FICA 
are substantially different. Rev. Rul. 65-208, 1965-2 CB 384. This is precisely the 
reasoning the Rowan court rejected. 452 US at 255. 
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In the second type of plan, the premiums are paid with the employer's own 
funds. The SSA's position concerning taxing amounts paid under these plans is not 
clear: Rev. Rul. 181, 1953-2 CB 111, held that "the payment of the insurance 
premium by the employer does not fall within the meaning of the term "wages" as 
defined in [IRC § 3121] ." Furthermore, in Rev. Rul. 65-208, 1965-2 CB, the IRS 
made a point to distinguish Rev. Rul. 181 and limit the scope of its decision to 
salary-reduction sums. 

SSA 64-59, 1964 CB 48 states, however, that the general practice is to find 
payments under § 403(b) includable in "wages" since the only relevant exclusion, i.e., 
"on account of retirement," does not apply. IRC § 3121(a)(2)(a). The reason given is 
that employees 

7 
typically receive amounts under the annuity contract ··without 

having to retire. 

III. PRESENT STATE OF THE LAW 

Effective 1984, Congress has written the IRS view into law. This, of course, 
does not change the pa~t. In fact, the new law acknowledges that previously the 
law was quite different. Although tax-sheltered annuity payments will be subject 
to FICA (and FUTA) tgx beginning in 1984, refunds should be attainable for years 
1981, 1982, and 1983. However, a "technical-corrections" bill, which ulti~lQtely 
became part of the 1984 Tax Reform Act, makes the 1983 law retroactive. It 
therefore precludes any successful refund claims for the years mentioned. 

IV. ANALYSIS 

Congress' power to define "wages" for income tax purposes as excluding 
salary-reduction sums Uffd for annuities, but as including "wages" for FICA tax 
purposes, is undisputed. The 1983 Amendments are unquestionably valid. The 
question is, may Congress constitutionally cut-off all refund claims when employers 
have mistakenly treated salary reduction sums as subject to FICA tax in the past? 
This is the effect the 1984 Amendments have in making the 1983 Amendments 
retroactive. · 

A. An Attack Based On The Due Process Clause Of The Fifth Amendment. 

Congress has very broad power in tax matters: "the power of Congress 
to tax is a very extensive power. It is given in the Constitution ••• [and] it reaches 
every subject, and may be exercised at discretion." License Tax Cases, 72 US (5 
Wall) 462, 471 (1866). The Supreme Court has considered Congress' taxing power in 
light of the Due Process Clause and concluded, "Except in rare and special 
instances, the due process of law clause contained in the fifth amendment is not a 
limitation upon the taxing power conff2red upon Congress by the Constitution." 
Brushaber v Union PR Co, 240 US 1, 24. Elsewhere the Court has stated: 

That clause is applicable to a taxing statute such as the 
one here assailed only if the act be so arbitrary as to 
compel the conclusion that it does not involve an exertion 
of the taxing power, but institutes, in substance and 
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effect, the direct exertion of a different and forbidden 
power, as, for example, the confiscation of property. 

Magnamo Co v Hamilton, 292 US 40, 44 (1933).13 T:f.f Rowan court itself asserted 
Congress' power to decouple the definition of wages. 

But can Congress do so retroactively? If the legislative intent was to 
cut-off valid refund claims rather than to collect revenue, it could b[ that the 1984 
Amendment is so arbitrary that it is not a tax, but a confiscation. 5 Yet Courts 
are unwilling to base a decision on legislative intent: 

Collateral purposes or motives of a legislature in levying a 
tax of a kind within the reach of its lawful power are 
matters beyond the scope of judicial inquiry. McCary v 
United States, [195 US 27]. 

Magnamo Co v Hamilton, supra, at 44. 

Furthermore, it is difficult to say the amendment is not a revenue 
measure. The IRS will not only retain millions of dollars because of the Act, but 
employers who have not mistakenly treated salary-reduction sums as subject to 
FICA tax may be assessed a deficiency, thus drawing in more revenue. But as the 
Supreme Court observed in Pittsburgh v Alco Parking Corp, 417 US 369, 375 (1974), 
"even if the revenue collected had been insubstantial, Sonzinsky v United States, 
300 US 506, 513-514 (1937); or the revenue purpose only secondary, Hampton & Co 
v United States, 276 US 394, 411-413 (1928)", the courts will continue to presume 
the tax is valid. Pittsburgh v Alco Parking Corp, supra. Because of Congress' broad 
taxing power, plaintiffs are unlikely to prevail on a fifth amendment argument. 
Lewis v Reagan, 81-2 USTC P9485(D DC 1981). 

Se?16 
B. Is The Retroactivity Of The 1984 Amendment· Unconstitutional Per 

Since the Courts are unwilling to examine the legislative intent of a tax 
act, Magnamo Co, supra, perhaps retroactivity is inherently unconstitutional when 
taxpayers have relied on a Supreme Court ruling. 

First of all, the Rowan decision concerned the definition of "wages" in 
regards to meals and lodging. The divided court asserted broadly that, "Congress 
intended its definition of 'wages' to be interpreted in the same manner for FICA and 
FUTA as for income tax withholding." It is speculative to conclude that salary
reduction sums are not ~tfject to FICA tax since they are excluded from "wages" 
for income tax purposes. 

Second, after Rowan, neither the SSA nor the IRS rescinded or amended 
its rulings counting contributions under § 403(b) plans as "wages for FICA 
purposes.n18 Therefore, Rowan's effect was still debatable, i.e., whether the case 
should be narrowly read and limited to its facts, or whether it should be read 
broadly to apply to any variance in the definition of "wages." These first and 
second points demonstrate that it may be difficult to establish a vested right to a 
refund-a required showing for a confiscation of property argument. 
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Th · d a tax is not necessarily arbitrary and invalid because it is 
retr act"vely ;;p~lied. Milliken v United States, 283 US 15 (1931). In United States 
v D~us~ont, 449 us 292 (~981), the Supreme. Court noted that it is :'custo~ary 
congressional practice" to gtve an act retroach~e effect. The court ~1ted "£!mted 
states v Hudson, 299 US 498, 500-501 (1937), whtch stated the underlymg rationale 
for allowing retroactive application: 

Taxation is neither a penalty imposed on the taxpayer nor 
a liability which he assumes by contract. It is but a way 
of apportioning the cost of government among those who 
in some measure are privileged to enjoy its benefits and 
must bear its burdens. 

Since no citizen enjoys immunity from that burden, its 
retroactive imposition does not necessarily infringe due 
process, and to challenge the present tax it is not enough 
to point out that the taxable event, the receipt of income, 
antedated the statute." Welch v Henry, 305 US, at 146-
147. 

How far back Congress may extend the Act's retroactivity is unclear. Yet in 
Cohen v Commissioner, 39 F2d 540, 545 (2d Cir 1930), Judge Learned Hand noted 
that "Nobody has a vested right in the rate of taxation, which may be retroactively 
changed at the will of Congress at least for periods of less than twelve months." 
(Emphasis added) One can argue, then, that the 1984 Amendment is arbitrary 
because it stretches the 1983 amendment too many years back. Nonetheless, it has 
been held that a mere change in an existing tax, as opposed to the creation of an 
entirely new tax, is not unconstitutional per se. Reed v United States, 743 F2d 481 
(7th Cir 1984). The 1983 amendment is the 'new tax' and its constitutionality is 
unquestioned. 

V. CONCLUSION 

Congress' broad power of taxation and judicial deference to legislative intent, 
coupled with arguably mistaken reliance on Rowan, make obtaining a refund or 
avoiding a deficiency improbable. The due process clause of the fifth amendment is 
not a substantial barrier to Congress. Generally, legislative intent is beyond the 
scope of judicial inquiry in tax matters. Furthermore, Congress has arguably 
reasonable objectives since the amendment might raise substantial revenue. 

Under the 1983 amendment, beginning in 1984, "wages" for FICA purposes will 
include salary-reduction sums under § 403(b) plans even though the same sums will 
not be "wages" for income tax purposes. However, under the 1984 Amendment, 
that definition will become effective on March 4, 1983, and affect all transactions 
on or before that date. 

Despite the inequity of denying a refund, case law does not hold that such 
retroactive taxation constitutes a confiscation of property. The prevailing rule is 
that there is no vested right to any tax rate and let the taxpayer beware. 
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NOTES 

1. Wall Street Journal, August 17, 1983, at 1, Col. 2. 

2. Social Security Amendments of 1983, P.L. 98-21, § 327, April 20, 1983. 

3. The Kiplinger Tax Letter, July 29, 1983 Vol. 58, No. 10, at 2. 

4. See IRC § 170(b)(1)(A)(ii); § 501(a) and (c)(3); and§ 403(b). 

5. Letter, Department of Management and Budget for the State of Michigan. 
The letter states the official policy of the State of Michigan in treating 
these sums for Federal tax purposes. 

6. See IRC § 3121; Compare IRC § 3306. The SSA's official position is contained 
in Social Security Ruling (SSA 64-59, 1964 CB 48). The IRS has published a 
similar ruling (Rev. Rul. 65-208, 1965-2 CB 283). 

7. The reasoning is faulty because some, if not most, employees do retire and 
collect. The rationale is overinclusive. 

8. Comments of the House Ways and Means Committee on H.R. 4170, § 642(g). 
Conference Committee report on H.R. 4170, § 2662(g). SSA POMS SRS 
A01402.430 (TN 5 10/83). "Although the 1983 Rowan amendment applies 
only to remuneration paid after 1983 for FICA purposes and after 1984 for 
FUTA purposes under the 1983 amendments, it is possible that this provision 
could be cited, as in effect in 1983-1984, as demonstrating congressional 
intent that the reasoning of the Rowan decision should generally apply 
before these dates to types of remuneration, other than meals and lodging, 
excluded under IRC § 119, e.g., to contributions under a salary-reduction 
agreement to tax-sheltered annuities (IRC § 403(b)). The contributions have 
been held to be taxable for FICA purposes (Rev. Rul. 65-208) even though 
they are exempt by regulation from income tax withholding." (Emphasis 
added) 

9. The Kiplinger Tax Letter, supra note 4, says you have until April to file for a 
refund for 1981. .• until 1987 to file for 1983. "If you have filed and the IRS 
rejects your r~fund claim, you can delay taking the government to court for 
as long as two years ••• " See IRC § 6532 and IRC § 3402. 

10. Deficit Reduction Act of 1984, P.L. 98-369, § 2662(g) July 18, 1984. Cf. 
footnote 8: "The 1983 provision-overriding the Rowan decision with respect 
to remuneration other than certain employer-provided meals and lodging and 
specifying that the determination of whether or not amounts are includible 
in the social security and FUTA tax wage bases is to be made without regard 
as to whether such amounts are treated in the regulations as wages for 
income tax purposes-is made effective by the 1984 amendments both on or 
before March 4, 1983 and to remuneration paid on or before March 4, 1983, 
which the employer treated as wages when paid. The committee intends no 
inference as to the treatment of amounts paid on or before March 4, 1983, 
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which the employer did not treat as wages when paid." (Emphasis added) The 
latter underlined portion of this quote seems to indicate that no deficiency 
assessment is warranted against employers who did not pay tax for FICA on 
salary-reduction sums in reliance on Rowan. However, if reliance on Rowan 
is justified to this extent, there seems to be no reason why those who played 
it safe should be punished (treated differently). This may raise Equal 
Protection Clause arguments, which are beyond the scope of this article. 

11. Rowan Companies, Inc v United States, 425 US 247 (1981). 

12. See Nichols v Coolidge, 274 US 531, 542-543; Heiner v Donnan, 285 US 312, 
325-328; Magnano Co. v Hamilton, 292 US 40, 44(1933). Compare 
Schlesinger v Wisconsin, 270 US 230, 239-240. 

13. Compare McCulloch v Maryland, 17 US (4 Wheat) 316, 423; Child Labor Tax 
Case, 259 US 20, 37 et seq.; McCary v United States, 195 US 27, 60; 
Henderson Bridge Co. v Coolidge, 274 US 531, 542. 

14. Rowan supra, note 11. 

15. See G.C.M. 39250, June 28, 1984. S. Rep. No. 23, 98th Cong., 1st Sess. 42 
(1983) where it was noted, "the aim of the social security program to replace 
the income of an individual varies significantly from the objectives of 
income tax withholding." 

Therefore, amounts exempt from withholding should not be exempt from 
FICA unless Congress provides an explicit FICA exclusion, as explained in 
Senate Report accompanying the 1983 Amendments. Therefore, G.C.M. 
38787, which required a consistent treatment of "wages" for FICA and 
income tax purposes under Rowan, was revoked to reflect the decoupling of 
the tax laws specified in the 1983 Amendments,§ 327. 

16. Rowan could be a basis for a refund claim, supported by the arguments of 
justifiable reliance, violation of the fifth amendment due process 'taking 
clause', and possibly, Violation of the equal protection clause. It may also be 
a basis for not paying a deficiency (supported by the same arguments except 
equal protection). 

17. IRC § 403(b). 

18. See Rev. Rul. 65-208 and SSA 64-59, supra, note 6. 
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TAX PREPARER LIABILITY 

By: Janice M. Radlick 

I. INTRODUCTION 

With the complicated and perpetually changing tax code, it is not surprising 
that increasing numbers of taxpayers have begun turning to tax preparers for advice 
and assistance with their tax returns. Tax preparation services, "whose twentieth
century occupation is now indispensable to all save th~se taxpayers who can use or 
risk the use of a short form with standard deductions," operate even in department 
stores and shopping malls. As in any lucrative profession, the unscrupulous and 
unqualified have preyed upon unsuspecting taxpayers. 

To combat this problem, Congress passed Section 6694 of the Tax Reform Act 
of 1976.2 This Act applied to people who gave tax advice as well as to tax return 
preparers, 3 and punished the fraudulent preparation of tax returns and preparation 
with "negligent disregard" for the rules. IRC § 6694(a) and (b). In addition, courts 
have held that tax preparers who negligently file incorrect returns or who 
misrepresent their qualifications are liable to their customers in a tort action. L B 
Laboratories, Inc v Mitchell, 39 Cal 2d 56; 244 P2d 385 (1952); Midwest Supply,TriC 
v Waters, 89 Nev 210; 510 P2d 876 (1973). 

II. DEFINITION OF A TAX PREPARER 

A "tax preparer" is defined by IRC § 7701(a)(36) as: 

"any person who prepares for compensation any return of 
tax or any claim for refund or who employs one or more 
persons for this purpose. Preparation of a substantial 
portion of a return or claim for refund shall be treated as 
if it were preparation of the return or claim for refund." 

The Regulations on Procedure and Administration § 301. 7701-15(b)(1) further 
provide that only a person who prepares all or a substantial portion of a return or 
claim for refund is a preparer. Additionally, under regulations on Procedure and 
Administration § 301. 7701-15(b)(3), a preparer of one return may be considered a 
preparer of another return if the entries on the prepared return affect amounts 
reported ,on the other return. Under section 301.7701-15(a)(1), a person who 
provides advice which is "directly relevant to the determination of the existence, 
characterization, or amount of an entry on a return or claim for refund" will be 
considered to have prepared that entry. Section 301.7701-15(a)(2) provides, 
however, that a person who merely advises a taxpayer on specific legal issues is not 
a preparer unless the advice concerns present action to be taken by the taxpayer. 
Advice about future or contemplated actions does not necessarily make one a tax 
preparer. This provision raises questions about possible liability for lawyers who 
advise clients about ta~related matters, such as the proper tax treatment for 
alimony or child support. 

7 
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Attorneys may be considered tax preparers and held subject to liability. 
Powell v Kopman, 81-1 USTC 9383 (SD NY, 1981). In Powell, an attorney sought a 
ruling that the regulations and penalties for tax preparers should not· apply to 
attorneys because of the "chilling effect" a contrary holding would have on the 
attorney-client relationship. The New York court rejected the attorney's argument 
and held that attorneys who advised clients on tax matters or who prepared returns 
were included in the definition of a tax preparer. 

Papermaster v United States, 81-1 USTC 9217 (ED Wise, 1980) also,extended 
the definition of a tax preparer. In Papermaster, the plaintiff, an attorney and a 
Certified Public Accountant, prepared the individual tax returns for clients at no 
charge when he prepared their corporate returns. He sought a refund for penalties 
paid under IRC § 6694(a), claiming that he was not a preparer concerning the 
personal returns because he was not paid to prepare them. The court held that the 
arrangement to prepare individual returns was actually a "package deal," and the 
payment for preparation of the corporate returns was also payment for preparation 
of the personal returns. The court said that the preparation of returns for friends 
or relatives at no charge, not covered by the tax codes, was distinguishable from 
the situation in Papermaster. 

Additional problems arise when the tax preparer is employed by a corporation 
or an individual to prepare tax returns for others. Regulation § 1.6107 - l(c)(1) 
provides that the person who employs one or more preparers is considered the sole 
preparer. Thus, liability does not extend to full-time employees of a business 
who prepare only that company's returns. Revenue Ruling 81-246, 1981-2 CB 249 
further defines this regulation. The tax court held that a department store which 
licensed a corporation to prepare returns in its store was not a tax preparer when 
the licensee corporation licensed the privilege to a second corporation. Only the 
individual employees of the sublicensee, the sublicensee, and the licensee were tax 
preparers. 

Finally, certain groups are specifically exempted from classification as tax 
preparers. For example, the Regulations on Procedure and Administration 
§ 301.7701-15 excludes from the definition of a tax return preparer all volunteers 
under the. Tax Counseling for the Elderly (TCE) and Volunteer Income Tax 
Assistance (VITA) programs and the organizations sponsoring or administering such 
programs. 

III. IRS PENALTIES FOR INCOMPETENT TAX PREPARERS 

The Tax Code punishes tax preparers who negligently or willfully prepare 
inaccurate returns. Willfully aiding or assisting in the preparation of a false tax 
return is a felony under IRC § 7206. In addition, sections 6694(a) and 6694(b) of the 
Tax Code provide for fines of $100 if a return ~ negligently prepared and $500 if 
the preparer willfully understates tax liability. These fines are assessed again~t 
each preparer who prepared the return. But if an employee ,or partner is assessed 
the fine, the employer or partnership will not also be assessed the same charge 
unless there was a willful attempt to understate tax liability, and each party 
participated in the attempt. A party who did not participate in the willful or 
negligent disregard for the rules is not liable. Furthermore, Income Tax Regulation 
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§ 1.6694.1(b)(1) provides that a tax preparer is not negligent if he or she uses 
"due diligence" to apply the rules and regulations to the information supplied to the 
preparer. 

A recent case, however, Brockhouse v United States, No. 83-2689 (7th Cir, 
Dec 13, 1984), affirmed a United States District Court holding that a tax preparer 
was negligent and subject to a penalty for understatement of tax liability because 
he relied on incorrect information supplied by the taxpayer. The tax preparer 
(appellant) worked for a certified public accounting firm that prepared tax returns 
for a Dr. Rubert Busch, M.D., S.C., P.C., and for Dr. Rubert Busch, the 
corporation's sole shareholder. The information supplied to appellant showed that 
Dr. Busch had lent the corporation money and that the corporation had paid interest 
expenses. The information did not show that Dr. Busch had received any interest 
income which was not reported on his tax return. Appellant was assessed a $100 
fine. He appealed, and the court stated that a "reasonable, prudent person would 
have made inquiries to determine whether any interest was paid to Dr. Busch." 
Thus, the tax preparer was liable for negligent understatement of tax liability even 
though he relied on information supplied by the taxpayer. A tax preparer does not 
meet the "due diligence" requirement, therefore, if he or she ignores readily 
apparent inconsistencies or obvious exclusions in the information supplied to him or 
her. 

Nor does the IRS accept lightly excuses for violating the Tax Code. For 
example, in Swart v United States, 83-2 USTC 9545 (Cen D Cal, 1982), the plaintiff, 
an accountant, prepared a return for a client and listed as a casualty loss a $2,800 
settlement from an auto accident. The plaintiff admitted that the mistake clearly 
violated the regulations, but claimed that he should not be penalized because he had 
been extremely fatigued when preparing the return, due to a heavy workload during 
tax season, and because he was "attending law school in his spare time." The 
California court held that the error was not excusable, since it "clearly conflicted 
with the regulations" and it was due to circumstances "which could have been 
alleviated," e.g., by hiring an assistant. 

In addition to using due care and adhering to the rules and regulations gf the 
tax code, a tax preparer must also comply with several other requirements. For 
example, under IRC § 6107(a) a tax preparer must furnish a completed copy of the 
return to the taxpayer by the time the return is presented for the taxpayer's 
signature. Regulation§ 1.6107(1)(c)(i) provides that in an employment arrangement, 
the employer is considered the sole tax preparer. The punishment for failure to 
comply with§ 6107(a) is a $25 fine (IRC § 6695(a)). 

Similarly, a tax preparer must retain for three years after the close of the 
return period completed copies of returns prepared or retain a list of the names and 
taxpayer identification numbers of taxpayers for whom returns were prepared. The 
copies or list must be available for inspection by the Secretary of the Treasury 
(IRC § 6107(b)). Tax preparers who fail to retain copies or a list are subject to a 
$50 fine for each failure (IRC § 6695(d)). 

Additionally, tax preparers must sign (IRC § 6695(b)) and provide their tax 
preparer identification numbers (IRC § 6109(a)(4)) on all returns. Regulation 
§ 1.6695-1(b)(2) provides that if more than one preparer is involved, the one with the 
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primary responsibility for the overall accuracy of the return is the preparer and 
must sign the return. Regulation§ 1.6109(2)(a) provides that the identifying number 
of the preparer required to sign the return under Regulation§ 1.6695-l(b)(2) must be 
listed on the return. In addition, if the tax preparer is a member of a partnership or 
is employed to prepare returns, the identifying number of the par~ersfiip or 
employer must appear on the return in addition to the preparer's number. Revenue 
Ruling 81-246 states that an employer-employee or licensor-licensee relationship 
must exist in order to trigger section 6109(1)(4) of the Code. Failure to comply with 
this section (i.e., failure to list the taxpayer identification number) or to sign the 
return results in a $25 fine under IRC § 6695(b). Regulation § 1.6695-l(b)(5) is an 
exception to this requirement. It provides that people who are preparers under 
§ 301.7701-15(a)(2) (for giving advice) or under § 301.7701-15(b)(3) for (preparing 
another return that affects the one

8
in question) are not required to sign the returns 

or to list their identifying number. Thus, lawyers who advise their clients on the 
tax treatment of alimony or child support, for example, may be sued for 
malpractice or prosecuted by the Service under section 6694 if they give incorrect 
advice in the year of the divorce, but they are not required to keep signing tax 
returns years afterwards. 

IV. CIVIL LIABILITY OF A TAX PREPARER 

In addition to the potential penalties assessed by the IRS, tax preparers are 
subject to tort liability. Lawyers who prepare taxes must conform to the same 
professional standards that apply to any legal service. State v Willenson, 20 Wise 
2d 519; 123 NW2d 452, 455 (1963). 

As in any malpractice suit, "The law does not impose an implied guarantee of 
results." Martinson Manufacturing Co v Seery, 351 NW2d 772 (Iowa 1984).' An 
attorney acting in good faith and in the best interests of his client is not liable for 
an "error of judgment or mistake of law not settled by a court of last resort in his 
or her state and reasonable doubt could be entertained by other well-informed 
lawyers." Hodges v Carter, 239 NC 517; 80 SE2d 144 (1944). Thus, in Smith v St. 
Paul Fire & Marine Insurance Co., 366 F Supp 1283, aff'd 500 F2d 1131 (5th Cir 
1973), where an attorney advised his client (after checking with the IRS) to use an 
alternate date to value part of an inheritance for tax purposes, the attorney was 
not liable when, after the return was filed, a case was decided forbidding the use of 
an alternate date. The Smith court held that an attorney must only use the .same 
degree of care and skill required of other attorneys practicing in the same area. 
Since other attorneys in the state had used alternate valuation dates, the attorney 
in Smith was not liable. The Smith court also stated "if an attorney has reason to 
believe or should have reason to believe that there could be some adverse 
consequences, he is obligated to so advise his client. If he has no reasonable 
grounds to believe his advice is questionable, he has no obligation to advise his 
clients of every remote possibility that might occur." 

By contrast, a California court, in L B Laboratories,Inc v Mitchell, 39 Cal 2d 
56; 244 P2d 385 (1952), held that an accountant was liable for improperly preparing 
a tax return (and fraudulent concealment thereof tolled the Statute of 
Limitations). The court stated that undertaking the preparation of a tax return was 
a contract to do a particular thing, and, by assuming a specific duty, the accountant 
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was not limited to a general duty merely to use ordinary care. Thus, an attorney 
who only gave tax advice was held to a lower standard of care than a tax preparer 
who agreed to prepare a tax return. 

When the required degree of care has not been exercised, tax preparers have 
been held liable for failure to file returns on time, gross over- or understatement of 
tax liability, and unreasonable interpretation of tax regulations. 

Taxpayers may collect from tax preparers on several different theories. If 
the preparer falsely represents his qualifications, the taxpayer may commence a 
tort action for fraud. If the preparer negligently prepares the claim or refund, the 
taxpayer may sue in tort for negligence. In some instances, a contract action may 
arise (L B Laboratories, Inc v Mitchell, 39 Cal 2d 56, 244 P2d 385 (1952)) but the 
taxpayer's damages may be limited to those listed in the contract. For instance, in 
Slaughter v Roddie, 249 So 2d 584 (La App 1971), a taxpayer whose claim for refund 
was improperly prepared was able to collect damages for the penalty assessed by 
the IRS, the fee paid to the tax preparation service, and the fee paid to an 
accountant the taxpayer hired when the tax preparation service refused to 
cooperate further with the taxpayer. The taxpayer was not able to collect his 
attorney's fees, the Louisiana court stated, because the contract between the 
taxpayer and the tax preparation service did not stipulate attorney fees. 

Tax preparers have also been held liable for false advertising. In Midwest 
Supply, Inc v Waters, 89 Nev 210, 510 P2d 876 (1973), a tax preparation firm whose 
employees included a former construction worker with no formal training in tax 
preparation, was held liable to a taxpayer whose tax return was prepared 
improperly. The firm's manual advised managers not to refer to employees as tax 
specialists, but not to correct anyone who did refer to them in that manner. The 
manual also advised managers to avoid questions about the employees' 
qualifications by stating that the firm had been preparing tax returns for over 20 
years. The court stated that, while the firm did not actively misrepresent itself, its 
failure to reveal that its employees were not tax specialists amounted to 
misrepresentation. 

Tax preparers who have been found liable to taxpayers have usually been 
assessed compensatory damages, which include penalties determined by the IRS, 
interest on amounts owed to the IRS (in cases of understatement of tax liability by 
preparers), and any fees paid by the taxpayer for the preparation of the erroneous 
return. In addition, tax preparers are liable for punitive damages if the violation of 
the Tax Code was deliberate. In the absence of actual malice, a tax preparer is 
usually not assessed punitive damages. H & R Block Inc v Testerman, 275 Md 36; 
338 A2d 48 (1975). In Midwest Sup~ly, Inc v Waters, supra, however, the Nevada 
Supreme Court awarded taxpayers100,000 in punitive damages because the tax 
preparer's negligent preparation of their return caused them severe hardships from 
collection procedures for additional taxes owed. The court stated that the amount 
of the damages was not unreasonable in order to punish and deter the conduct. 
Furthermore, the court stated that punitive damages need not be limited or 
measured by the amount of compensatory damages. Finally, tax preparers have 
been held liable for expenses incurred by the taxpayer for legal and accounting 
services necessitated by the filing of an incorrect or inaccurate return. 

11 
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V. CONCLUSION 

The lucrative field of tax preparation is being checked by the IRS and by 
court awards to taxpayers whose returns were prepared improperly. The broad code 
definition of a tax preparer and the large amounts of punitive and compensatory 
damages awarded in suits by taxpayers are a warning to accountants, tax preparers, 
and even attorneys to proceed with caution. 

The efforts of the courts and the IRS to police the tax preparation field have 
been partially thwarted by both the low standard of care required of tax preparers 
in civil suits, and the small fines assessed for understating tax liability ($100 for a 
negligent understatement and $500 for a willful understatement). Furthermore, 
since the IRS cannot audit every return, these penalties provide minimal 
deterrence. Therefore, the IRS must be vigilant and uncompromising to succeed in 
protecting the taxpayers and the Treasury. 
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NOTES 

1. Anderson v United States, 548 F2d 1194, 1196 (5th Cir 1977). 

2. For a discussion of the proposed purposes of the Tax Reform Act of 1976, 
see H R Rep No 658, 94th Cong, 2d Sess 272-276, reprinted in 1976 US Code 
Cong & Ad News 3169-3171. 

~ 

3. See Regulations on Procedure and Administrations§ 301.7701-15(a)(1). 

4. IRC § 6695(b) and IRC § 6109(a)(4), which require tax preparers to sign and 
list their identifying numbers on tax.returns that they prepare do not usually 
apply to people who are preparers only because they gave tax advice or 
because they prepared another return which affected the return in 
question. See discussion, infra. 

5. Under IRC § 6694(c), a tax preparer may contest a penalty assessed against 
him or her if the preparer, within thirty days of notice of the penalty, pays 
at least 15% of the penalty and files a claim for refund of the amount paid. 

6. Under IRC § 7213, a tax preparer also has a duty to the taxpayer to keep all 
information relevant to the return confidential, and the IRS may penalize 
the preparer for failure to do so. 

7. IRC § 6060(a) provides that the employer of an income tax preparer must 
maintain a record listing the name, taxpayer identification number, and 
principal place of work during the return period of all income tax return 
preparers "employed or engaged at any time during the return period." 
Regulation § 1.6060-1(a)(1)(i) further provides that each person who "employs 
(or engages) one or ·more income tax return preparers to prepare any return 
of tax," or claim for refund, other than for the erson at any time during 
the return period must comply with Section 6060 a • 

8. See Revenue Ruling 84-3, 1984-1 CB 264 for a discussion of the signature 
requirement. 
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SOME PRACTICAL IMPLICATIONS OF THE RECENTLY RATIFffiD 
TAX TREATY BETWEEN THE UNITED STATES AND CANADA 

By: Colleen M. Broderick 

I. INTRODUCTION 

On August 16, 1984, the United States and Canada completed ten years of 
negotiation and ratified the 1980 Tax Convention Treaty (the New Treaty) and two 
subsequent protocols. Some commentators suggest that the New Treaty may well 
be the most important tax Treaty in the world since it covers a larger volume of 
trans-natio~al investment and business activity than any other international tax 
convention. The New Treaty replaces the 1942 Convention and Protocol In The 
Avoidance of Double Taxation and Prevention of Fiscal Evasion between Canada 
and the U.S. 

The New Treaty affects dividends, interest, royalties, pensions, annuities, 
alimony and child support payments, for amounts paid or credited on or after 
October 1, 1984. For other taxes the New Treaty applies to tax years beginning on 
or after January 1, 1985. A transitional rule states that the 1942 treaty may apply 
during the taxpayers first taxation year beg\jming 1985 if the 1942 treaty provides 
greater relief from tax than the New Treaty. 

The New Treaty is supported by the Technical Explanation of the New Treaty, 
a document produced by the United States Department of the Treasury. The 
Technical Explanation is the United States Treasury Department's official guide to 
the New Treaty and Canat's Department of Finance has issued a release adopting 
the Technical Explanation. 

In general, the New Treaty applies to persons who are residents of Canada o5 
the United States, and provides tie-breaker rules for citizens with dual residency. 
The New Treaty applies also to taxes imp~ed on both income and capital; formerly 
neither country imposed a tax on capital. Furthermore, the New Treaty changes 
the treatment of income and profits from business, and will affect real property 
investment. This article reviews the New Treaty's major effects on general 
business operations and real estate interests. 

II. THE TREATY'S EFFECT ON GENERAL BUSINESS OPERATIONS 

The most significant changes made by the New Treaty concern the existence 
of permanent establishments, and the treatment of business profits, dividends, and 
royalties. 

A. Permanent Establishment 

Determining the tax liability of a business begins by deciding whether 
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the foreign business is a "permanent establishment~' "Fundamentally, the term 
1 

'permanent establishment' means a place of business." c~ 
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Paragraphs two, three, four, and five of the New Treaty state that a 
permanent establishment includes the following: a place of management; a branch; 
an office; a factory; a workshop; a quarry; a mine; an oil or gas well and other 
places of extraction of natural resour~es; and building, construction or installation 
sites lasting more than twelve months. 

Paragraph five also affords permanent establishment status to an agent 
located in a foreign country when the agent is maintained for the purpose of 
entering into contracts, has been endowed with such authority, and has exercised it 
regularly. A permanent establishment does not exist if the agent's authority is 
limited to activities such as storage, display, or delivery of goods. Furthermore, 
the agency rule will not apply where' the agent is a broker, a general commission 
agent, or other agent of individual status acting in the ordinary course of business. 

Finally, the New Treaty eliminates the rule making the use of 
substantial e~tgpment by a non-resident in a foreign country a permanent 
establishment. It also denies an operation permanent establishment status if it 
conducts business in one country via an agent or emptoyee who has a stock of goods 
or merchandise from which he fills orders regularly. 

B. Business Profits 

Under Article VI, the business profits of a non-resident are taxable in a 
foreign count7

2 
only if the non-resident conducts business through a permanent 

establishment. Once it is determined that a permanent establishment exists, 
only those profits attributable to the permanent establishment may be taxed by the 
foreign country. And if a permanent establishment ceases to exist, the profits 
received during the year after its cessation may be taxed. This new provision 
applies only to profitiareceived after the New Treaty becomes effective, on or 
after January 1, 1985. 

C. Dividends 

The New Treaty reduces the withholding rate on business profits paid in 
the for,

4
of dividends to residents of a country other than where the business is 

located. Each country may tax dividends paid by its companies, but the rate of 
tax is limited by the treaty if the beneficial owner of the dividend is a resident of 
the other country. Thus, where the dividend owner is a corporation owning at least 
10% ~! the voting stock of the payor company, source country taxation is limited to 
10%. This 10% rate is a reduction from the 15% rate of the former treaty. In 
cases where the dividend is tl~d to non-residents, the tax is limited to 15% of the 
gross amount of the dividend. 

Furthermore, these reduced rates will not apply to business recipients 
who conduct business in the same country as the permanent establishment paying 
the dividends where such payment is effectively connected with the permanent 
establishment. The dividends in this instance are taxable pursuant to Article VII 
(Business Profits) or Article XIX (Independent Personal Services). For example, a 
Detroit company paying dividends to a Canadian business which has a permanent 
establishment in the United States, will not be taxed at the 10% rate but at the 
regular business profits rates pursuant to Article VII. 

15 
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D. Royalties 

Generally, the New Treaty reduces the host country's taxation of 
royalties and other payments for the use of industrial technology from 15% to 
10%. It also eliminates certain tax lremptions under the old treaty since the New 
Treaty defines royalties differently. 

For example, under the 1942 treaty, lump sum payments for the use of 
industrial technology were not fgmsidered rents or royalties and were therefore 
exempt from Canadian taxation. In Saint John Shipbuilding and Dry Dock Co Ltd 
v Her Majesty the Queen, 83 DLR 6272, the Court held that the right to use, in 
perpetuity, computer software did not constitute a renter royalty. Instead, the 
payment was considered an industrial, commercial profit eligible for exemption 
under Article I. 

Under the New Treaty, the 10% withholding tax is applicable to 
"payments of any kind" for the use or right to use copyrights, patents, trademarks, 
designs or plans, tangible personal property, and information concerning industrial, 
commerical, or scientific experiments. The term royalties also includes gains from 
the alienation of any intangible property or rights described in Article XII, 
paragraph 4 to the extent that the gains are contingent on the productivity, use, or 
subsequent disposition of the intangible property or rights. Thus, a guaranteed I 
minimum payment derived from the alienation of (but not the use of) any right or 1 

property described in paragraph 4 is not a "royalty." Any amounts deemed 1· 
contingent on use by reason of Code section 871(e), however, are royalties under 
paragraph 2 of Article III (General Definitions), subject to Article XXVI (Mutual 
Agreement Procedure). The term "royalties" does not encompass management 
fees. They are covered by the provisions of Article VII (Business Profits) or XIV 
(Independent Personal Services), or payments under a bona fide cost-sharing j 
agreement. Technical service fees may be royaltie~Jf the fees are periodic, and i 
dependent upon productivity or a_ similar measure. Senate Foreign Relations 
Committee Report, 1249-148. 

II. TREATY EFFECT ON REAL ESTATE INTERESTS 

A. Investment 

U.S. investors have less flexibility than their Canadian counterparts due 
to basic differences in domestic laws. U.S. taxpayers investing directly in Canadian 
real estate would generally be required to withhold U.S. taxes if funds are borrowed 
from non-U.S. lenders. If invested outside the U.S., Canadian withholding taxes can 
apply to interest paid to U.S. lender by a U.S. investor in two situations. First, it 
may apply where interest is paid on a loan which is secured by Canadian real estate 
and the interest is deductible in computing Canadian taxation. Second, it can apply 
where the investment constitutes conduct of business, the investor carries on his, 
her or its other business principall~in Canada, and the interest is deductible in 
computing Canadian taxable income. l 

I 
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B. Rents 

Concerning the taxation of rents derived from cross-border real estate 
investments, the New Treaty implements only one substantive change. Eliminated 
are the restrictions on the rate of withholding tax which may be applied on rents 
not effectively connected to U~~· trade or business, or rents unrelated to the 
conduct of business in Canada. Under the treaty's terms, either country is 
entitled to impose its maximum domestic rate. 'f2~us, only single tenant net lease 
properties will be directly affected by this change. 

C. Disposition 

When gain is realized from the sale or exchange, or other disposition of 
the real property, the gain may be taxed by the country where the property is 
located. The Foreign Investment in Real Property Tax Act of 1980 eliminates the 
exemption from tax on a gain either connected with the conduct of a U.S. trade or 
business, or realized by a non-resident alien. The 1980 Convention relieves this 
burde~ partially by exempting gains ultimately realized that accrue prior to 
1985. 4 This approach is designed as the "fresh start" rule. The U.S. Treasury 
Technical Treaty Explanation provides eleven examples of the application of the 
rule. (See Appendix) 

III. CONCLUSION 

Due to the constantly expanding internationalization of our state's economy, 
members of the Michigan ta~ and corporate bars should familarize themselves with 
the New Treaty and its Protocols. Careful analysis of the Treaty's new provisions 
yields insight into the advantages of extraterritorial operations and property 
management. Armed with the information in the 1980 Convention, all members of 
the Michigan Tax bar will be better able to serve their international clients. 

APPENDIX 

Example 1. A, an individual resident of Canada, owned an appreciated U.S. 
real property interest on September 26, 1980. On January 1, 1982, A transferred 
the U.S. real property interest to X, a Canadian corporation, in exchange for 100 
percent of X's voting stock. A's gain on the transfer to X is exempt from U.S. tax 
under Article VIII of the 1942 Convention. Since the transaction qualifies as a non
recognition transaction for U.S. tax purposes, as described above, X is entitled to 
the benefits of paragraph 9, pursuant to subparagraph 9(b), upon a subsequent 
disposition of the U.S. real property interest occurring after the entry into force of 
this Convention. If A's transfer to X had instead occurred after the entry into 
force of this Convention, A would be entitled to the benefits of paragraph 9, 
pursuant to subparagraph 9(a), with respect to U.S. taxation of that portion of the 
gain resulting from the transfer to X that is attributable on a monthly basis to the 
period ending on December 31 of the year in which the Convention enters into force 
(or a greater portion of the gain as is shown to the satisfaction of the U.S. 
competent authority). X would be entitled to the benefits of paragraph 9 pursuant 
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to subparagraph 9(b), upon a subsequent disposition of the U.S. real property 
interest. 

Example 2. The facts are the same as in Example 1, except that A is a 
corporation which is resident in Canada. Assuming that the transfer of the U.S. 
real property interest to X is a section 351 transaction or a tax-free reorganization 
for U.S. tax purposes, the results are the same as in Example 1. 

Example 3. The facts are the same as in Example 1, except that X is a U.S. 
corporation. If the transfer to X by A took place on January 1, 1982, A's gain on 
the transfer to X would be exempt from tax under Article VITI of the 1942 
Convention and A would be entitled to the benefits of paragraph 9, pursuant to 
subparagraph 9(b), upon a subsequent disposition of the stock of X occurring after 
the entry into force of this Convention. If the transfer to X by A took place after 
the entry into force of this Convention, A would be entitled to the benefits of 
paragraph 9, pursuant to subparagraph 9(a), with respect to U.S. taxation (if any) of 
the gain resulting from the transfer to X, and would also be entitled to the benefits 
of paragraph 9, pursuant to subparagraph 9(b), upon a subsequent disposition of the 
stock of X. For several reasons, including the fact that X is a U.S. corporation, 
paragraph 9 has no impact on the U.S. tax consequences of a subsequent disposition 
by X of the U.S. real property interest in either case. 

Example 4. B, a corporation resident in Canada, owns all of the stock of C, 
which is also a corporation resident in Canada. C owns a U.S. real property 
interest. After the Convention enters into force, B liquidates C in a section 332 
liquidation. The transaction is treated as a non-recognition transaction for U.S. tax 
purposes under the definition of a non-recognition transaction described above. C 
is entitled to the benefits of paragraph 9, pursuant to subparagraph 9(a), with 
respect to gain taxed (if any) under section 897(d), and B is entitled to the benefits 
of paragraph 9, pursuant to subparagraph 9(b), upon a subsequent disposition of the 
U.S. real property interest. Generally, the United States would not subject B to tax 
upon the liquidation of C. 

Example 5. The facts are the same as in Example 4, except that C is a U.S. 
corporation. B is entitled to the benefits of paragraph 9, pursuant to 
subparagraph 9(a), with respect to U.S. taxation (if any) of the gain resulting from 
the liquidation of C. B is not entitled to the benefits of paragraph 9 upon a 
subsequent disposition of the U.S. real property interest since that asset was held 
after September 26, 1980 by a person who was not a resident of Canada. The U.S. 
tax consequences to Care governed by the :internal law of the United States. 

Example 6. D, an individual resident of the United States, owns Canadian real 
estate. On January 1, 1982, D transfers the Canadian real estate to E, a 
corporation resident in Canada, in exchange for all of E's stock. This transfer is 
treated as a taxable transaction under the Income Tax Act of Canada. However, 
D's gain on the transfer is exempt from Canadian tax under Article VIII of the 1942 
Convention. D is not entitled to the benefits of subparagraph 9(b) upon a 
subsequent disposition of the stock of E since the stock was not transferred in a 
transaction which was a non-recognition transaction for Canadian tax purposes. E 
is not entitled to Canadian benefits under this paragraph since, inter alia, it is a 
Canadian resident. (However, under Canadian law, both D and E would have a basis 
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for tax purposes equal to the fair market value of the property at the time of D's 
transfer.) If the transfer to E had taken place after entry into force of this 
Convention, D would be entitled to the benefits of paragraph 9, pursuant to 
subparagraph 9(a), with respect to Canadian tax resulting from the transfer to E, 
but would not be entitled to the benefits of subparagraph 9(b) upon a subsequent 
disposition of the E stock. (Note that E could seek to have the transaction treated 
as a non-recognition transaction under paragraph 8 of this Article, with the result 
that, if the competent authority agrees, D will take a carryover basis in the stock 
of E and be entitled to the benefits of subparagraph 9(b) upon a subsequent 
disposition thereof.) 

Example 7. The facts are the same as in Example 6, except that E is a U.S. 
corporation. This transaction is also a recognition event under Canadian law at the 
shareholder level. The results are generally the same as in Example 6. However, if 
the transfer toE had been granted non-recognition treatment in Canada pursuant to 
paragraph 8, both D and E would be entitled to the benefits of paragraph 9 for 
Canadian tax purposes, pursuant to subparagraph 9(b), upon subsequent dispositions 
of the stock of E or the Canadian real estate, respectively. 

Example 8. F, an individual resident of the United States, owns all of the 
stock of G, a Canadian corporation, which in turn owns Canadian real estate. F 
causes G to be amalgamated in a merger with another Canadian corporation. This 
is a non-recognition transaction under Canadian law and F is entitled, for Canadian 
tax purposes, to the benefits of paragraph 9, pursuant to subparagraph 9(b), upon a 
~subsequent disposition of the stock of the other Canadian corporation. 

Example 9. H, a U.S. corporation, owns all of the stock of J, another U.S. 
corporation. J owns Canadian real estate. H liquidates J. For Canadian tax 
purposes, no tax is imposed on H as a result of the liquidation and H receives a fair 
market value basis in the Canadian real estate. Accordingly, since gain has been 
forgiven due to the fair market value basis (rather than postponed in a non
recognition transaction), H would not be entitled to the benefits of subparagraph 
9(b) upon a subsequent disposition of the Canadian real estate. Canada would 
impose a tax on J, but J would be entitled to the benefits of paragraph 9, pursuant 
to subparagraph 9(a), with respect to Canadian tax imposed on the liquidation. 

Example 10. The facts are the same as in Example 9, except that J is a 
Canadian corporation. Paragraph 9 does not affect the Canadian taxation of J. 
While H is subject to Canadian tax on the liquidation of J, H is entitled to the 
benefits of paragraph 9, pursuant to subparagraph 9(a), with respect to such 
Canadian taxation. H will take a fair market value basis (rather than have gain 
postponed in a non-recognition transaction) in the Canadian real estate for 
Canadian tax purposes and is thus not entitled to the benefits of paragraph 9 upon a 
subsequent disposition of the Canadian real estate (since, inter alia, the gain has 
been forgiven due to the fair market value basis). 

Example 11. K, a U.S. corporation, owns the stock of L, another U.S. 
corporation, which in turn owns Canadian real estate. K causes L to be merged into 
another U.S. corporation. For Canadian tax purposes, such a transaction is treated 
as a recognition event, but Canada will not impose a tax on K under its internal 
law. Canada would impose tax on L, but L is entitled to the benefits of paragraph 
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9 pursuant to subparagraph 9(a), with respect to Canadian taxation of gain 
r~sulting from the merger. The acquiring U.S. corporation would take a fair market 
value basis in the Canadian real estate, and would thus not be entitled to the 
benefits of subparagraph 9(b) upon a subsequent disposition of the real estate. 
(Note that the acquiring U.S. corporation could seek to obtain non-recognition 
treatment under paragraph 8 of this Article, with the result that, if approved by the 
competent authority, it would obtain a carryover basis in the property and be 
entitled to the benefits of subparagraph 9(b) upon a subsequent disposition of the 
Canadian real estate.) 

Paragraph 9 provides that where a resident of Canada or the 
United States is subject to tax pursuant to Article XIII in the other Contracting 
State on gains from the alienation of the capital asset, and if the other conditions 
of paragraph 9 are satisfied, the amount of the gain shall be reduced for tax 
purposes in that other State by the amount of the gain attributable to the period 
during which the property was held up to and including December 31 of the year in 
which the documents of ratification are exchanged. The gain attributable to such 
person is normally determined by dividing the total gain by the number of full 
calendar months the property was held by such person, including, in the case of an 
alienation described in paragraph 9(b), the number of months in which a predecessor 
in interest held the property, and multiplying such monthly amount by the number 
of full calendar months ending on or before December 31 of the year in which the 
instruments of ratification are exchanged. 

Upon a clear showing, however, a taxpayer may provide that a 
greater portion of the gain was attributable to the specified period. Thus, in the 
United States the fair market value of the alienated property at the treaty 
valuation date may be established under paragraph 9 in the manner and with the 
evidence that is generally required by U.S. Federal income, estate, and gift tax 
regulations. For this purpose a taxpayer may use valid appraisal techniques for 
valuing real estate such as the comparable sales approach (see Rev. Proc. 79-24, 
1979-1 CB 565) and the reproduction cost approach. If more than one property is 
alienated in a single transaction each property will be considered individually. 

A taxpayer who desires to make this alternate showing for U.S. 
tax purposes must so indicate on his U.S. tax income return for the year of the sale 
or exchange and must attach to the return a statement describing the relevant 
evidence. The U.S. competent authority or his authorized delegate will determine 
whether the taxpayer has satisfied the requirements of paragraph 9. 

The amount of gain which is reduced by reason of the application 
of paragraph 9 is not to be treated for U.S. tax purposes as an amount of "nontaxed 
gain" under section 1125(d)(2)(B) of FIRPTA, where that section would otherwise 
apply. (Note that gain not taxed by virtue of the 1942 Convention is "nontaxed 
gain.") 

U.S. residents, citizens and former citizens remain subject to U.S. 
taxation on gains as provided by the Code notwithstanding the provisions of Article 
XIII, other than para~~phs 6 and 7. See paragraphs 2 and 3(a) of Article XXIX 
(Miscellaneous Rules). 
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DIVORCE: RELEASE FROM PROPERTY SETTLEMENT PROVISION 

Absent extraordinary circumstances which would mandate setting aside a judgment 
in order to achieve justice, the trial court abuses its discretion in granting a spouse 
relief from the property settlement provisions of a judgment of divorce. 

Colestock v Colestock, 135 Mich App 393; 354 NW2d 354. (Decided June 18, 1984) 

FACTS: The Plaintiff, David Colestock, and his wife, Defendant, Judy Colestock, 
filed suit in federal court seeking damages jointly and severally for injuries 
sustained by Plaintiff in an automobile accident. While that lawsuit was pending, 
Plaintiff filed for divorce. The trial court granted the divorce and ruled that 
Plaintiff's cause of action in the tort suit was not a marital asset, but that 
Defendant could still proceed on her own behalf for any cause of action she might 
have as a result of the auto accident. 

After Plaintiff settled his federal tort claim, the Defendant filed a petition with 
the trial court seeking a determination that the monies received by Plaintiff from 
the tort settlement were marital assets subject to distribution between Plaintiff 
and Defendant. The trial court granted Defendant's petition to modify the 
judgment of divorce. The court ruled that it had erroneously found that Plaintiff's 
tort suit was not a marital asset and ordered proofs reopened on the issue of the 
portion of the settlement to be awarded Defendant. 

HELD: Reversed. The trial court abused its discretion by granting the 
Defendant's petition for modification of the judgment of divorce. Such property 
settlement provisions are not subject to collateral attack. Yet pursuant to GCR 
1963, 528.3, relief from the settlement is permissible if, among other conditions, a 
party can show extraordinary circumstances which require setting aside the 
judgment in order to achieve justice. The trial court's ruling that Plaintiff's cause 
of action in the tort suit was not a marital asset is not an extraordinary 
circumstance. Defendant had a chance to appeal the trial court's initial ruling. 
Defendant waited until Plaintiff negotiated a settlement in the tort suit and then 
collaterally attacked the initial divorce judgment. Thus, since the judgment of 
divorce dividing marital property was not subject to collateral attack, and the 
requisite showing of extraordinary circumstances was not made, the trial court 
abused its discretion by granting Defendant's petition for modification of the 
property settlement provision of the divorce decree. 
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PROBATE COURT- JURISDICTION- FEDERAL ESTATE TAX RETURN 

The probate court has jurisdiction to entertain requests for instructions for a 
personal representative regarding the filing of federal estate tax returns on a 
protective basis. 

In Re Rice Estate, 132 Mich App 261; 360 NW2d 587. (Decided October 15, 1984) 

FACTS: Respondents and other heirs at law filed petitions for construction of 
decendent's joint will and codicils. They contended the codicils eliminated bequests 
to charities as well as eliminating the charities as residuary beneficiaries. 

Respondents' counsel requested Superior National Bank &: Trust Company, the 
personal representative of the estate, to pay the federal estate and the Michigan 
inheritance taxes on a protective basis. They contended that paying the tax on this 
basis would result in an above-market rate of return if the heirs were successful in 
their will contest and the IRS refunded the money. The charities contended the 
respondents' position would deny the estate a sizable charitable deduction, and 
would unreasonably favor the heirs' position. 

Based on the uncertainty regarding future IRS 'interest rates and concerns regarding I 
delays in the IRS refunding process, the bank decided not to pay the taxes on a 
protective basis. Acting upon a petition filed by the bank, the probate court 1 
ordered the bank not to pay either tax. Respondents appeal the non-payment of 
federal estate tax and argue that the probate court lacked jurisdiction to hear 
the petition. 

I 
HELD: Affirmed. The probate court has exclusive jurisdiction over "matters f 
relating to the settlement of a decedent's estate • • ." MCL 700.21(a); MSA 
27 .5021(a). The court has concurrent jurisdiction "to order, when requested by an 
interested person, any instruction or direction to a fiduciary ••• " MCL 700.22(k); 
MSA 27 .5022(k). A bank, as personal representative, is subject to the general rules 
regarding investments made by fiduciaries. When an investment is not expressly 
authorized either by will or statute, a fiduciary is required to seek court approval. I 
MCL 700.561; MSA 27 .5561; MCL 555.201; MSA 26.85. The bank properly sought \

1 
court approval in this case. 
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PROPERTY TAX - CHARITABLE INSTITUTION EXEMPTION 

An institution is charitable if a party establishes that "its property is used in such a 
way that there is a gift for the benefit of the general public without restriction or 
for the benefit of any indefinite number of persons by bringing their minds or hearts 
under the influence of education." 

The Kalamazoo Aviation History Museum v City of Kalamazoo, 131 Mich App 709; 
346 NW2d 862. (Decided February 6, 1984) 

FACTS: Petitioner, a non-profit corporation, was organized to operate "a museum 
to preserve the legacy of World War II aviation ••• for the purpose of education and 
enhan<~ing the knowledge of the public" about such aviation. The museum building 
is divided into two sections. The hanger area houses aircraft and aircraft engines. 
The exhibit area contains, among other things, World War II photographs, uniforms, 
paintings, plastic models of airplanes, aircraft equipment, maps, a library, 
newspaper front-pages, and pilot training devices. A small admission fee helped 
defray petitioner's operating costs, which greatly exceeded income. 

The tribunal ruled that petitioner was not a charitable organization because: war is 
not charitable; preservation of the memory or war is not a gift of benevolence; and 
granting the exemption would extend to all publicly oriented entities. 

Petitioner contended it was exempt from personal property taxes under MCL 
211.9(a); MSA 7 .9(1), which exempts non-profit charitable, educational, or scientific 
institutions. 

HELD: Reversed. Petitioner is a charitable institution. The museum provides a 
place where the general public, without restriction, can learn about the aerial 
fighting in World War II. Moreover, petitioner's activities enhance the general 
public's knowledge and understanding about a specific part of history. The museum, 
therefore, brings an indefinite number of persons under the influence of education 
and thus qualifies for the charitable exemption under MCL 211.9; MSA 7 .9. 
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PROPERTY TAX ASSESSMENTS: 
CONSTITUTIONAL UNIFORMITY REQUIREMENT 

Condominium owners failed to establish a lack of uniform assessment when they did 
not provide valuation proofs or sales information concerning the property. 

Bronson Woods Development Co. v City of Kalamazoo, MTT Docket No 68039, 
68080-68103, November 26, 1984. 

FACTS: Petitioners, owners of condominium units, contended the assessments on 
their units were not uniform, and that their properties had been unfairly and 
excessively assessed in violation of the Michigan Constitution, Const 1963, 
art 9, § 3. They alleged that two other Kalamazoo developments, which were 
substantially similar to theirs, had significantly lower assessment values. In 
support of this claim, they cited MCLA 211.27; MSA 7.27, which establish certain 
factors an assessor may consider to determine true cash value. They used these 
factors to demonstrate similarities between the three properties. Absent from 
Petitioners' brief were any proofs regarding value or sales data of the units or 
similar property. 

Respondent, the City of Kalamazoo, contended it taxes all property uniformly, and 
that the assessments should be affirmed. 

HELD: Affirmed. Petitioners had the burden of establishing true cash value. 
They failed to carry this burden by not introducing evidence of value or sales data. 
Pursuant to State Tax Commission guidelines, true cash value must be estimated by 
using standard appraisal techniques, which rely upon comparison of sales data to 
similar property. The factors in 211.27; MSA 7.27 are helpful, but not conclusive. 
Petitioners avoided the topic of true cash value throughout the proceedings, and 
therefore their route of proof was suspect. It appeared to the Tribunal that they 
were seeking to achieve the lowest level of assessed value to true cash value, when 
they are entitled only to the average level in their district. In failing to introduce 
evidence of value or sales data, Petitioners did not establish true cash value, and 
therefore their assessed value remains the same. 
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PROPERTY TAX ASSESSMENT APPEAL- COUNTY EQUALIZATION VALUE 

County equalization values should be used instead of more accurate independent 
equalization determinations of individual county units since the county's values 
achieve a higher degree of uniformity among the county units. 

Peaine Township v Charlevoix County Board of Commissioners, MTT Docket 
No. P7941, November 26, 1984. 

FACTS: Petitioners Peaine and Boyne Valley Townships, both in Charlevoix 
County, appealed their 1984 county equalizations of real property adopted by the 
Respondent, Charlevoix County Board of Commissioners. 

Peaine Township appealed on two grounds. First, Peaine claimed that six sales 
included in the county's residential sales study should have been excluded since each 
involved a promise by the seller to provide electricity and private access at a 
future date. Respondent moved to dismiss this portion of the appeal. 

Second, Peaine claimed misclassification of golf course property as commercial. 
Because the property contained an occupied dwelling which was in the process of 
being renovated, Peaine contended, it should have been classified as residential. 
Peaine claimed that assessing these improvements as commercial property was an 
indirect attempt to circumvent the Mathieu-Gast Act, MCL 211.27(2); MSA 7 .2,7. 
Respondent moved for involuntary dismissal, contending that the Act did not apply 
to equalization, but that even if it did, it would only cover normal repairs, not 
improvement of an uninhabitable structure into an inhabitable form. 

Boyne Valley appealed its industrial, commercial, and timber cutover class 
equalization determinations. Boyne Valley contended that the determinations were 
inaccurate. The determinations of a private company were introduced along with 
evidence supporting the contention that the firm's methods were more accurate 
than the county's. Evidence was also introduced supporting the accuracy of the 
county equalization department. Respondent moved for dismissal of this appeal. 

HELD: Appeals of Peaine and Boyne Valley Townships dismissed. Concerning 
Peaine's appeal of residential equalization value, electricity and access are 
amenities normally incident to a developed lot. An executory sale of these 
amenities should not be treated differently than a present sale. It is not customary 
to exclude such sales from equalization studies if the promises for future 
performance were not unusual. 

Peaine's appeal of commercial equalization values fails because the Mathieu-Gast 
Act, supra, applies only to normal renovations and not to the major renovations 
involved here. 

Boyne Valley's appeal of residential, commercial, and timber cutover equalizations 
fails since Boyne Valley did not sustain its statutory burden of showing that the 
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appealed equalizations were unfair, unjust, inequitable, or discriminatory. 
MCL 211.34; MSA 7.52. 

Furthermore, the objective of intracounty equalization is to achieve uniformity of 
assessment between the county units. While the private appraisal of a township 
may be more accurate than the county's, the ratio obtained would not be uniform 
with the assessment of other units in the county. Since the county assessment 
values derive from the same guidelines, data, and techniques, the county's studies 
achieve a higher degree of uniformity among the various county units than 
independent studies of single county units. 
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PROPERTY TAX ASSESSMENTS-VALUATION UNDER A SALE AND LEASE-BACK 

Property burdened with a long-term lease was valued using actual rent, rather than 
a hypothetical market rent, to establish "present economic income." 

Uniroyal, Inc v City of Allen Park, 138 Mich App 156; 360 NW2d 156. (Decided 
January 24, 1984) 

PACTS: Petitioner appealed property tax assessments for the tax years 1979, 
1980, and 1981. Petitioner built an office building and parking area on an 8.76 acre 
parcel of land in 1965 and sold it to another corporation under a lease-back 
arrangement. The lease specified that the petitioner was responsible for all costs 
during the tenancy, including property taxes. The property was subsequently sold to 
another owner, encumbered by the petitioner's lease. 

The Tax Tribunal valued the property as an unencumbered fee interest and used a 
hypothetical market rent in establishing the "present economic income" of the 
property. Petitioner appealed. 

HELD: Reversed. The property was burdened with a lease; it was erroneous to 
value it as a fee interest. Further, actual rent under the terms of the lease is the 
correct test to determine "present economic income." 

Respondent did not offer any evidence to support a valuation based on a 
hypothetical market rent. In addition, exceptions to valuations based on actual 
rent should apply only if that approach is either too speculative or does not give an 
accurate picture of the fair market value of the property. 

The property tax act has since been amended by the Legislature, but the 
amendments were not in effect for the tax years in question. 
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SINGLE BUSINESS TAX ACT- JOINT VENTURES 

Under the 1976 amendment to the tax base statute, taxpayer's distributive share of 
joint venture property, payroll and sales is not excluded from the factors 
comprising the single business tax act's apportionment formula. 

Wismer & Becker Contracting Engineers v Michigan Department Of Treasury, MTT 
Docket No. 67363, November 15, 1984. 

FACTS: Petitioner, a California corporation with business activity in Michigan, 
was a member of several out-of-state joint ventures through which it did business in 
other jurisdictions. Petitioner's business activity, directly and as a member of the 
various joint ventures, constituted a single business. 

In accordance with subsection 9, a 1976 amendment of the single business tax act, 
MCL 208.9(9); MSA 7 .558(99), Petitioner excluded its distributive share of each 
joint venture's income, gain, loss, deduction, or credit from its single business tax 
base for the taxable years 1977-1979, and included its distributive share of property, 
payroll, and sales pursuant to sections 46, 49 and 51 of the act. Petitioner contends 
that its distributive share of property, payroll, and sales of the joint ventures which 
formed an integral part of its unitary business activity, were properly included in 
apportioning its tax base, notwithstanding the act's amendment which excluded 
joint venture results as a component of the tax base computation. Respondent 
disagreed with Petitioner's method of computation and assessed Petitioner with a 
tax deficiency for the tax years 1977-1979. 

HELD: The tax deficiency assessed by Respondent is cancelled. The agreement 
between the parties that Petitioner's business activities occurring within and 
without the state comprise a unitary business is determinative. The unqualified 
reference in section 46 of the act to "all" the taxpayer's property, and the 
references in sections 49 and 51 to the "total" wages and sales of the taxpayer 
"everywhere " during the tax year include Petitioner and its joint ventures since 
they constitute complementary parts of an interdependent and mutually beneficial 
enterprise. The addition of MCL 208.9(9); MSA 7 .558(99) cannot be interpreted as 
having an impact upon the unqualified language of sections 46, 49, and 51 as they 
apply to Petitioner's unitary business. 
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TAXATION OF COSTS- COMMERICAL TRUSTEE 

Attorney fees and litigation costs may not be awarded to a prevailing party, 
including a commerical trustee, absent extraordinary circumstances or a statutory 
grant. 

Wagstaff v Manufacturers National Bank of Detroit, 588 F Supp 1389 
(ED Mich, 1984 • 

FACTS: Plaintiff, relying on advice from defendant bank, established an inter 
vivos trust with himself as trustee and defendant as successor trustee. Plaintiff 
invested funds in defendants' Collective Investment Fund and, in accordance with 
federal regulations, appointed defendant co-trustee. The defendant-managed trust 
fund incurred a loss of approximately $200,000. Plaintiff instituted an action 
alleging breach of fiduciary duty, and judgment was entered for defendant. 
Defendant subsequently moved for taxation of costs. Defendant contends that 
because it was sued in its fiduciary capacity, and exonerated from the alleged 
breach of duty, that MCLA 700.541; MSA 27.5541 entitles it to attorney fees and 
litigation costs. 

HELD: Motion to review taxation of costs denied. Michigan adheres to the 
"American Rule" and does not award attorney fees and litigation costs absent clear 
direction from the legislature or courts. Michigan courts have interpreted MCLA 
700.541; MSA 27.5541 to permit reimbursement from the corpus of reasonable and 
necessary fees and costs incurred by a trustee prevailing in a suit against it. In Re 
Gerber Trust, 117 Mich App 1; 323 NW2d 567 (1982); Cleveland v Second NaffOriilf 
Bank & Trust Co, 149 F2d 466 (6th Cir 1945); Balch v Detroit Trust Co, 312 Mich 
146; 20 NW2d 138 (1945). Yet these cases must be limited to their contexts; they 
involved testamentary trusts, not a commerical trust like the present case. 
Testamentary trustee's fees are limited by the Probate Court's discretion. In 
contrast, a commercial trustee's fees can include in the cost of doing business the 
potential cost of defending suits, a cost which a Probate Court would generally not 
allow. There is no intent in the Michigan statutes or common law to award cost and 
fees to a commercial trustee who successfully defends itself in a suit. 

31 




