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October 30, 1986 

The editors wish to announce the first place winner in the 1985-86 Tax 
Section essay contest. Mr. Steven J. Greene won the award for his paper 
"Distinguishing Between Capital Expenditures and Ordinary Business Expenses -A 
Proposal for a Universal Standard." Mr. Greene is a student of the University of 
Michigan Law School.** 

This is the first issue produced by the 1986-87 student editors, Michael J. 
Kowal, Alan Koenig, and Kathryn Walsh. The editors are dedicated to fulfilling 
Taxation Section needs and will pursue a close working relationship with Section 
members to ensure our responsiveness. 

As always, suggestions, criticisms, potential topics and article manuscripts 
may be sent to the attention of the Managing Editor, Michigan Tax Law Journal, 
University of Detroit School of Law, 651 East Jefferson, Detroit, Michigan 48226. 

** Special thanks goes to Frank Dunten, Chairman of this year's contest, and to 
James P. Sanford, Professor Michael J. Mcintyre, and Kaplin Jones, judges 
for the contest. 
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POST-AMNESTY TAX 
INTEREST AND PENAL TIES 

Effective July 1, 1986, Public Act 58 of 1986 strengthens several provisions of. 
the Revenue Act. This docun:tent explains how the Department of Treasury will 
apply those provisions. 

CIVIL PENALTIES IMPOSED 
UNDER THE REVENUE ACT 

(PUBLIC ACT 122 OF 1941, AS AMENDED) 

Effective July 1, 1986, the Revenue Act provisions for penalty and interest 
are as follows: 

SECTION NO. 

19(2) 

21(3) 

23(2) 

23(3) 

23(4) 

23(5) 

24(2) 

24(2) 

24(4) 

24(5) 

CONDITION 

Non-Negotiable 
Remittance 

Frivolous 
Protest 

Interest 

Negligence 

Intentional 
Disregard of the 
Law or Rules 

Civil Fraud 

Failure or Refusal to: 

File a Return 

Pay a tax 

File an 
Informational 
Return 

File a Return 
Eligible For Amnesty 

4 

PROVISION 

25% of the tax due 

$25.00 or 25% of the tax due, 
whichever is greater. 

1% above the prime interest rate 
to be adjusted on January 1 and 
July 1 of each year. 

10% of the deficiency (minimum 
$10.00) 

25% of the deficiency (minimum 
$25.00) 

100% of the deficiency 

5% per month of the tax due to a 
maximum of 50% (minimum $10.00) 

5% per month of the tax due to a 
maximum of 50% (minimum $10.00) 

$10.00 per day to a maximum of 
$400.00) 

50% of the tax delinquency 



SECTION NO. 

30 

27(1)(a) 

27(1)(a) 

27(1)(b) 

27(3) 

27(4) 
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CIVIL PENALTIES IMPOSED 
UNDER THE REVENUE ACT 

(PUBLIC ACT 122 OF 1941, AS AMENDED) 

CONDITION PROVISION 

Credit Interest 3/4% of 1% per month payable 
from 45 days after the tax-
payer's claim for refund. 

Fail or Refuse to Felony-maximum fine of $5,000, 
make a return within imprisonment for not more than 
the time specified 5 years, or both 

Make a false or Felony-maximum fine of $5,000, 
fraudulent return imprisonment for not more than 
or false statement 5 years, or both 
in a return 

Aid, abet, or assist Felony-maximum fine of $5,000, 
another in an attempt imprisonment for not more than 
to evade the payment 5 years, or both 
of a tax, or part of 
a tax, or file a false 
claim for credit or 
refund, either in 
whole or in part 

Perjury-a person Fines and/or imprisonment as 
knowingly swears to . provided under the general 
or verifies a false provisions of the Michigan 
or fraudulent return Compiled Laws. This may be 
or a return con- imposed in addition to the 
taining a false or provisions of Section 27(1) 
fraudulent statement & (2) of the Revenue Act. 
with the intent to 
aid, abet, or assist in 
defrauding the State 

A person who is not Misdemeanor-fine of not more 
guilty under Sections than $1,000, or imprisonment 
27(1) & 27(2), but for not more than 1 year, 
who knowingly or both 
violates any other 
provision of this act 

5 
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DEFICffiNCY 

A deficiency is any unpaid tax due on any return required to be filed under the 
Revenue Act or any related tax act. 

INTEREST 

The annual interest rate increases to 10.4% for the six-month period starting 
July 1, 1986. A new interest rate based on the prime rate plus 1% will be 
calculated for each six-month period after December 31, 1986. Interest charges 
will continue to be based on the amount of unpaid tax. The present 9% annual 
interest rate will continue to be used to calculate the amount of interest due from 
the date a return was due to June 30, 1986. 

CREDIT INTEREST 

Section 30 of the Revenue Act states that the Department will pay interest 
on the overpayment of tax. To qualify: 

1. The taxpayer must make a claim for refund. 

2. Interest will accrue at the rate of 3/4 of 1% per month beginning 
45 days after receipt of the taxpayer's claim for refund. 

The taxpayer must submit a written claim to the specific Tax Division 
involved. An original or amended return showing a refund due is a written claim. 
Credit interest will not be paid on amounts discovered by Department auditors. 

NON-NEGOTIABLE REMITTANCE 

A taxpayer who remits a non-negotiable payment (i.e., insufficient funds 
check) to satisfy a tax liability is subject to a penalty of 25% of the tax due. 
Section 19 of the Act states: 

" ••• A remittance other than cash shall not be a final discharge of 
liability for the tax assessed and levied until the instrument 
remitted has been honored ... " 

Therefore, any remittance by an instrument that cannot be negotiated for 
cash results in a penalty. This penalty will be imposed in addition to any other 
applicable penalties. 

FRIVOLOUS PROTEST 

The penalty, the greater of $25.00 or 25% of the tax due, may be imposed 
when a taxpayer attempts to avoid or delay payment of tax by raising arguments 
that are either not valid on the surface of the argument or have repeatedly been 

6 
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found to have no merit in prior litigation. The Commissioner or authorized agent 
would apply this penalty when a taxpayer uses this tactic to delay paying a 
Michigan tax •. Examples include: 

1. Fifth Amendment (self-incrimination) objections 

a. Taxpayer engaged in unlawful activities 
b. Taxpayer failed or refused to file a return with another 

taxing authority. 

2. Unconstitutionality of the tax, asserting a basis that has 
repeatedly been found to be without merit. 

a. Gold and Silver Standard 
b. 16th amendment to the U.S. Constitution 

3. Arguing that payment received for labor (salaries and wages) is a 
return of capital and not income. 

Additionally, Section 21(2) of the Revenue Act states the following: 

" ••. If the taxpayer serves written notice upon the department 
within 20 days after receipt of the notice to the taxpayer and 
remits the tmcontested portion of the liability, the taxpayer may 
request an informal conference on the question of liability for 
the assessment ••• " (emphasis added) 

Therefore, a taxpayer is required to remit payment on the uncontested 
portion of the tax due within 20 days of receiving the billing. If the results of the 
hearing indicate that any portion of the unpaid liability is uncontested, the frivolous 
protest penalty will apply to that uncontested portion. 

NEGLIGENCE 

A 10% negligence penalty may be imposed on the basis of a taxpayer not 
making a reasonable effort to meet his or her obligations under a tax law. 
Negligence is defined as a lack of due care in failing to do what a reasonable and 
ordinarily prudent person would have done under the particular circumstances. A 
person may be guilty of negligence even though not guilty of bad faith. Thus when 
a deduction is claimed or an item of tax base is omitted, and the deduction or 
omission is clearly incorrect, the penalty will be imposed. 

The discovery of a tax deficiency may subject the taxpayer to this penalty. 
Once the deficiency is discovered, the taxpayer should be prepared to offer 
evidence acceptable to the Department that every effort was made to exercise 
reasonable and prudent judgment in complying with the provisions of the law. 
Acceptable reasons that the 10% negligence penalty may not be imposed are: 

1. The taxpayer relied in good faith on the representation of a third 
party source dealing in an arms length transaction. 

7 
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2. The taxpayer relied in good faith on a ruling or specific direction 
given by the Michigan Department of Treasury. This direction 
was given to the taxpayer in writing. 

3. The taxpayer accrues and pays Michigan tax based on the 
determinations of the most recent audit conducted by the 
Michigan Departm~nt of Treasury unless superceded by a change 
in law or recent direction. 

4. The taxpayer made a good faith effort to file and pay the proper 
amount of tax. 

The following are examples of situations where negligence may not 
apply: 

1. Taxpayer, in good faith, accepts a claim for exemption from an 
unrelated third party that proves to be wrong. 

2. A business taxpayer establishes and maintains an accounting 
system which minimizes the likelihood of mathematical errors 
and mispostings. 

3. An individual taxpayer makes simple transposition or 
mathematical errors. 

4. Taxpayer immediately (generally within 30 days of the due date 
of the return) takes action to hire a different tax preparer or 
bookkeeper or otherwise remedy the problem when: 

a. returns are not submitted to be filed on time or 
b. returns are not suitably prepared to be filed. 

A tax deficiency may be discovered through an office adjustment initiated by 
the Department, an audit conducted by the Department, or an amended return filed 
by the taxpayer. 

INTENTIONAL DISREGARD 

A taxpayer who intentionally disregards the laws, rules, or Department's 
instructions without intent to defraud in computing a tax is subject to the 25% 
intentional disregard penalty. Examples of situations where intentional disregard 
would apply are: 

1. The taxpayer, employee, or agent fails to correct a previous 
error identified by the Michigan Department of Treasury. 

2. The taxpayer, employee, or agent fails to notify the Michigan 
Department of Treasury of the results of a Federal Internal 
Revenue Service audit affecting a Michigan Individual Income 
Tax return. 
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3. The taxpayer, employee, or agent fails to notify the Michigan 
Department of Treasury of the results of a tax audit conducted 
by a state other than Michigan when the audit affects a return of 
a tax administered under the Revenue Act. 

4. The taxpayer, employee, or agent fails to determine what their 
tax obligation is under a specific Mic~igan tax act. 

5. The business taxpayer, employee, or agent makes a major change 
in activity, staffing, accounting, investment, or other action 
without providing for the new accrual, reporting, and payment of 
applicable Michigan tax. · 

6. The taxpayer fails to maintain adequate records showing the 
development of the tax base or any deductions from the tax base. 

7. The taxpayer substa~tially underpays estimated tax as required 
by the Income Tax Act and/or Single Business Tax Act. 

CRIMINAL PENALTIES 

The Revenue Act provides for criminal penalty when a taxpayer willfully 
attempts in any manner to evade any tax. A taxpayer who fails or refuses to file a 
return with intent to evade the tax, or aids, abets, or assists another in an attempt 
to evade the tax, or part of a tax, or files a false claim for credit or refund, either 
in whole or part, is guilty of a felony. Conviction of this felony could result in a 
fine of up to $5,000, imprisonment for not more than 5 years, or both. 

In addition to the above, a taxpayer convicted of knowingly swearing to or 
verifying a false or fraudulent return or a return containing a false or fraudulent 
statement, with the intent to aid, abet, or assist in defrauding the State, is guilty of 
perjury. Currently the maximum sentence for this crime is imprisonment for a 
maximum of 15 years. 

A person who is not guilty of tax evasion, aiding or abetting in tax evasion, or 
perjury, but who knowingly violates any other provision of the Revenue Act may be 
prosecuted under the misdemeanor provision of that Act. Conviction could result in 
a fine of not more than $1,000, or imprisonment for not more than 1 year, or both. 

CIVIL FRAUD 

.In addition to the penalties for criminal conduct relating to tax evasion and 
perjury, a penalty of 100% of the tax due will be imposed for intent to defraud the 
State. This penalty will be imposed in all situations where criminal felony or 
misdemeanor cases are proven in a court of law. The penalty will also be applied in 
all cases where intent to defraud can be established without establishing tax 
evasion or perjury. 

A taxpayer who claims exemptions for nonexistent dependents under the 
Individual Income Tax Act is subject to civil fraud penalty. 

9 
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FAILURE OR REFUSAL TO FILE A RETURN WITHIN THE TIME SPECIFffiD , 
-NON INFORMATIONAL RETURN 

A non-informational tax return is a return that indicates a tax liability, 
including a tax liability of zero. Any non-informational return filed late will be 
subject to a penalty of 5% per month to a maximum of 50% until filed and paid in 
full. 

Michigan law permits the combined filing for Sales Tax, Use Tax, Michigan 
Income Tax Withholding, and certain Single Business Tax estimated payments. The 
filing of this combined return does not constitute filing of a specific tax return 
unless an entry indicating a tax liability (including zero liability) has been made. 

EXAMPLE-A taxpayer submits a registration application for Michigan taxes 
declaring that he is subject to Michigan Sales Tax. The taxpayer files combined 
monthly returns reporting and remitting Sales Tax, only. The taxpayer later 
undergoes an audit by the Michigan Department of Treasury. The audit results in a 
Use Tax deficiency. The taxpayer made a number of purchases from a non
Michigan seller of tangible personal property used in a taxable manner. A penalty 
of 5%-50% would apply for failure to file the Use Tax return. In addition, a 25% 
penalty for intentional disregard of the Use Tax Act would apply. The taxpayer 
should have made a reasonable effort to determine his tax obligation under the Use 
Tax Act. 

This failure or refusal to file penalty would also be applied to failure to file 
an amended Single Business Tax return due to the results of a federal Internal 
Revenue Service audit. 

Failure to file estimated tax returns required under the Individual Income Tax 
and Single Business Tax Acts would also be subject to this penalty. 

FAILURE OR REFUSAL TO PAY THE TAX WITH THE RETURN AS FILED 
-NON-INFORMATIONAL RETURN 

If a taxpayer files a return without full payment of the tax shown on the 
return, penalty accrues on the unpaid balance at the rate of 5% per month to a 
maximum of 50%. 

FAILURE OR REFUSAL TO PAY THE TAX WHEN DUE-ASSESSED LIABILITY 

If a taxpayer fails to pay a tax for which final assessment has been issued, 
penalty of 5% to a maximum of 50% will accrue or continue to accrue until the 
balance is paid in full. 

Beginning July 1, 1986, all assessed tax liabilities will have a penalty of 5% 
per month added to the assessment until the debt is paid or the 50% maximum 
penalty is reached. 

10 ________________ ............... ....... 
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The combined penalties for failure or refusal to file, failure or refusal to pay 
the tax shown on a return or failure or refusal to pay the assessment shall not 
exceed 50%. However, an additional penalty of 50% will accrue if the return not 
filed was eligible for amnesty. 

FAll.. URE OR REFUSAL TO FU..E-INFORMA TIONAL RETURN 

An informational return is any tax return required by the Michigan 
Department of Treasury that does not require the payment of a tax liability. A 
zero liability is filed on a non-informational return. A penalty of $10 per day to a 
maximum of $400 may be charged. 

FAILURE TO FU..E A RETURN ELIGIDLE FOR AMNESTY 

Non-filers who failed to take advantage of the recent amnesty period subject 
themselves to an additional penalty of 50%. This penalty will be computed in 
addition to any other applicable penalties. 

MULTIPLE PENALTIES 

The following Table shows what civil penalties can be assessed against the 
same deficiency. 

TABLE 1 
MULTIPLE PENALTY COMBINATIONS 

NNR FP NEG FTF FTP FTFA ----------
NNR = NON-NEGOTIABLE REMITTANCE (25%) XX XX XX XX XX 

FF = FRIVOLOUS PROTEST (25%) XX XX XX XX XX 

NEG = NEGLIGENCE (10%), INTENTIONAL XX XX XX XX XX 
DISREGARD (25%), OR CIVIL 
FRAUD (100%) (B) 

FTF = FAILURE TO FILE (5%-50%) XX XX (A) XX 

FAILURE TO PAY (5%-50%) XX XX XX (A) XX 

FTFA= FAILURE TO FILE AMNESTY (50%) XX XX XX XX XX 

(A) Combined penalty for failure to file and failure to pay cannot exceed 5% per 
month to a maximum of 50%. If a taxpayer failed to file a return subject to 
amnesty, an additional 50% will apply. 

(B) If one of these penalties applies, then the other two will not. 

11 
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EXAMPLES 

1. A taxpayer is in the business of selling records. The taxpayer failed to file 
the required Sales Tax return for July 1985. The deficiency is discovered in 
an audit conducted in August 1986. Based on the results of the audit, it was 
determined that the taxpayer began making retail sales in July 1985. A 
review of the facts disclosed that the taxpayer intentionally disregarded the 
Department's direction on stating the start date on the application for 
registration. 

Reason 

Failure to file 

Failure to take advantage 
of amnesty 

Intentional disregard 
(minimum, this might be 
a fraud situation) 

TOTAL PENALTY 

Penalty% 

50% 

50% 

25% 

125% 

2. An audit of a taxpayer results in a Use Tax deficiency. This deficiency 
resulted from three separate causes. Each cause for the deficiency occurred 
in a separate year. 

a. The taxpayer followed the previous auditor's determination in accruing 
tax. Since the previous audit, the law was amended. It was established 
that the taxpayer was unaware of the law change through no fault of his 
own. The tax deficiency from this change is $2,000.00. 

b. The taxpayer made a claim for exemption on items that were used in a 
taxable manner. This claim for exemption was based on something the 
taxpayer overheard discussed by two people at a trade show he 
attended. The tax deficiency from this change is $4,000.00. 

c. During the prior audit, a deficiency was determined on taxable purchases 
made from non-Michigan vendors. The current audit resulted in a 
deficiency based on purchases from non-Michigan vendors. The prior 
audit was agreed to without a hearing. The amount of the deficiency 
relating to this item is $2,000.00. 

The deficiency due for the first year would have no penalty applied. The 
taxpayer followed the results of the prior audit. The second year's 
deficiency-items purchased without tax and used in a taxable manner-would 
be subject to a 10% negligence penalty. The taxpayer did not exercise 
prudent judgment in relying on a conversation overheard at a trade show. The 
third year's deficiency-not paying Use Tax on purchases made from 
non-Michigan vendors-is subject to a 25% penalty. The taxpayer failed to 
correct an error discovered in the prior audit. 

12 
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3. An Income Tax audit of a taxpayer results in a deficiency. There are multiple 
reasons that caused the deficiency: 

a. The taxpayer took a subtraction for political contributions. However, the 
taxpayer had no documentation that the contribution had ever been 
made. 

b. The taxpayer made two mathematical errors on the return. 

c. The taxpayer re1i~d on the advice of his cousin to prepare the return. 
The cousin is a college freshman who hopes to major in accounting some 
day and eventually prepare tax returns for other people. 

d. The taxpayer failed to report $50,000 in dividends received on the return. 

Based on the facts ascertained in the audit, the auditor determined that 
adjustment "d" resulted from the taxpayer's fraudulent intent to evade the 
tax. Therefore, a civil penalty of 100% was applied. In addition, the case will 
be referred to Treasury's Tax Fraud Division for further investigation with the 
intent of bringing criminal charges against the taxpayer. 

4. A final assessment is issued for tax of $8,000 and a negligence penalty of 
$800. The assessment is issued on January 15. The debt is paid in full onMay 
15 of the same year. In addition to the negligence penalty, an additional 
penalty of 20% or $1,600 would be applied for failure to pay the assessed 
liability. The 20% is based on 5% per month for four months. 

5. Taxpayer has been audited. The audit results in an Intent to Assess for tax of 
$10,000, negligence penalty of $1,000, and interest of $1,000. The taxpayer 
requests a hearing that is held two months after the Intent to Assess has been 
issued. The hearing referee determines that the' taxpayer's objections are 
without merit, since the only argument offered was that United States 
currency is an invalid means of exchange, since the United States is no longer 
on the gold standard. 

Penalties would be as follows: 

Negligence Penalty 
Frivolous Protest Penalty 

$1,000 
$2,500 

Note: 5% per month to a maximum of 50% would additionally accrue on the 
tax due starting from 30 days after the final assessment until paid. 

6. A Single Business Tax audit results in a deficiency of $10,000 tax, a 
negligence penalty of $1,000, and interest of $1,500. The deficiency was 
caused by: 1) Failure to add back royalties paid ($2,000), and 2) failure to 
add back depreciation ($8,000). The taxpayer requests a hearing after receipt 
of the intent to assess. No payment accompanied the hearing request. 

13 
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At the hearing the taxpayer presents an objection to the royalty issue, but 
remains silent on the depreciation issue. The audit determination is upheld by 
the hearing. Total penalties are: 

Negligence 
Frivolous Protest 

(Did not pay tax, 
penalty, and interest 
on agreed to portion 
of audit-depreciation) 

10% 

40% 

PENALTY WAIVER 

$1,000 

$2,000 

The Revenue Act gives theCommissioner the authority to waive penalty: 

Sec 28(3) "Neither the commissioner nor an employee of the 
department shall compromise or reduce in any manner the taxes due to 
or claimed by the state or unpaid accounts due to any of its 
departments, institutions, or agencies. This subdivision shall not be 
constured to prevent a compromise of interest or penalties, or both." 

The Commissioner or authorized agents may reduce or waive penalty for reasonable 
cause. 

If a taxpayer believes that reasonable cause exists to reduce or waive a penalty, 
and wishes to request such an adjustment, the taxpayer may submit a letter 
outlining the facts and circumstances to: 

Commissioner of Revenue 
Michigan Department of Treasury 
State Treasury Building 
Lansing, MI 48922 

In all cases the taxpayer should demonstrate that the request for waiver is due to 
reasonable cause and provide necessary documentation. 

COLLECTION ENFORCEMENT 

In addition to new and increased penalties and an interest rate of 1% over the prime 
rate, the amendments to the Revenue Act increased Treasury's collection powers. 
Two major changes involve corporate officer liability and tax liens. 

Corporate officer liability was removed from the various Michigan tax acts and 
placed within the Revenue Act. This change now makes corporate officers 
responsible for all taxes administered under the Revenue Act. 

14 
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The legislature also amended the tax lien provisions of the Revenue Act to make 
tax liens intervening as to continuing financing agreements 85 days after they are 
filed. The liens intervene earlier as to any third person who becomes aware of their 
filing. This intervention provision will necessitate that delinquent taxpayers and 
their creditors make acceptable arrangements for retiring their Michigan tax debts 
as part of their financial plan. 

Tax liens still expire in seven years, but can be extended by filing a renewal during 
the six-month period prior to the expiration date of the original lien. 

15 
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MINUTES OF REGULAR MEETING 
COUNCU. OF TAXATION SECTION 

STATE BAR OF MICIDGAN 

MAY 21,1986 

A regular meeting of the Council of the Taxation Section of the State Bar 
of Michigan was held at the University Club, East Lansing, Michigan, on May 21, 
1986, commencing at 4:00p.m. 

COUNCIL MEMBERS PRESENT 

James C. Bruinsma 
John J. Collins, Jr. 
Frank G. Dunten 
Pamela Clemens Hartwig 
Stephen I. Jurmu 
Donald M. Lansky 

Paul L. B. McKenney 
David M. Rosenberger 
Andrew M. Savel, Ex Officio 
Peter S. Sheldon 
William J. Sikkenga 

COUNCIL MEMBERS ABSENT 

Kathleen Williams Newell Michael L. Stefani 

OTHERS PRESENT 

Roger Cook, Chairperson, Corporations Committee 
Michael Kowal, Editor, Michigan Tax Law Journal 
Mark McGowan, Chairperson, Partnership Committee 
Patrick R. Van Tiflin, Chairperson, State and Local Committee 

MINUTES 

Reading of the minutes of the March 11, 1986, regular meeting of the Council 
was waived. Copies of the minutes had been circulated to the Council members 
present. 

TREASURER~ REPORT 

Mr. Sikkenga reported that as of April 30, 1986, total receipts for the fiscal 
year to date were $24,993.00 and total disbursements were $5,462.88 leaving a fund 
balance of $14,210.47 after taking into account an opening fund deficit of 
$5,319.75. Mr. Savel mentioned that payment for two issues of the Tax Law 
Journal must be made prior to expiration of the current fiscal year. The Council 
approved the Treasurer's Report. 
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COUNCIL ACTIVITIES 

1. Eleventh Annual Federal and Michigan Tax Institute. 

Mr. McKenney reported that a one-day seminar covering six or seven 
topics on the 1986 Tax Reform Act will be presented within 30 days of enactment. 
Mr. McKenney suggested that it be presented both in Western Michigan and the 
Detroit area. 

On seminars generally, responses to a survey conducted by 
Mr. Rosenberger indicated that single-topic seminars are preferred. Short seminars 
in the late afternoon (aboJJt 4 to 6 p.m.) seem to be of particular interest to 
attendees and Mr. McKenney will undertake to present several such sessions after 
the one-day tax reform seminar. Mr. McKenney will investigate costs associated 
with these "homeward bound" seminars, which are expected to include printing, 
mailing and approximately $200 for the use of a meeting room. 

2. 1986 State Bar Journal. 

Ms. Hartwig reported that the December issue will be devoted to tax 
topics. Articles must be submitted to the State Bar Journal by September 1. 
Several individuals have offered to write articles. Council discussed appropriate 
topics and concluded that a mix of technical articles and articles of general 
interest should be developed. Ms. Hartwig urged Council and others to submit 
articles to her by July 1, 1986. She will follow up with respect to those who have 
already volunteered articles and will also contact Committee chairpersons and 
request that they solicit articles from their members. 

3. Tax Essay Contest. 

Mr. Dunten reported that there were seven entries from four law 
schools in this year's contest. While suggestions had been made to extend the 
deadline for submissions to late April, in order to enable students to submit papers 
developed for spring seminars, council members expressed concern that any such 
additional deferral of the deadline would likely delay the presentation of awards to 
contest winners beyond their graduation dates - and thus possibly erode the 
contest's impact. 

Council recommended that Council members who judge entries should 
maximize personal contacts with law school faculty and students. Mr. Dunten will 
attempt to meet with faculty members who conduct tax seminars in order to 
stimulate greater participation. 

4. Tax Court Luncheons. 

Judge Goffee was honored at the University Club on May 13 at a very 
well attended session. The next luncheon will be held this fall. 
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5. Bar Liaison. 

Mr. Rosenberger distributed a handout to Council members (copy 
attached to record copy of minutes) that lists Tax Section meetings and activities. 
Mr. Rosenberger has been sending the list to chairpersons of other Sections in 
approximate intervals of six weeks. He will henceforth send the list every month 
and include Tax Council and Committee chairpersons on his mailing list. 

6. Legislative Update. 

Mr. Jurmu distributed handouts outlining current Michigan tax bills and 
discussed bills of interest to Council. Mr. Jurmu has full text of the bills. 

7. MBA-MACPA Joint Seminar. 

Mr. Sheldon reported that the Attorney-CPA Conference will be held 
June 11 at 8 a.m. at Roma's in Bloomfield Hills. 

8. 1986 Annual Tax Section Meeting. 

Mr. Collins reported that the Council breakfast meeting will be held 
September 18 at 8 a.m., in Cobo Hall, Detroit. The full Tax Section meeting will be 
held at 9 a.m., and substantive tax presentations will be made from 10 a.m. until 
noon. Then, at 2 p.m. on September 19, there will be an additional presentation 
relating to tax topics of current interest. 

9. Michigan Tax Law Journal. 

Mr. Savel reported that the Directory Issue is being proofread and that 
the First Quarter issue of the Tax Journal is completed and in Professor Keenan's 
possession. Mr. Savel suggested that the $250 award for the editor be increased to 
$300, in recognition of the editor's extra responsibilities. On motion made and 
seconded, Council approved Mr. Savel's suggestion. 

COMMITTEE ACTIVITIES 

1. Corporations. 

Mr. Cook reported that the next meeting will be Thursday, June 12. 
Mr. Cook and Mr. J. Levine will give a presentation on original issue discount 
issues. 

2. Employee Benefits. 

Mr. Bruinsma reported that his Committee held a meeting on May 11 
that was attended by 100 persons. Professor Leon Irish, from the University of 
Michigan Law School, gave a presentation on pension plan terminations and asset 
reversions. The next meeting of this Committee will be held on September 8 at 
1:30 p.m. in conjunction with the Annual Meeting. 
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3. Individual. 

Mr. Lansky reported that he is in touch with Individual Committee 
chairpersons in Florida and elsewhere regarding activities that might generate 
greater Section participation and involvement with respect to this Committee. 

4. Partnerships. 

Mr. McGowan reported that the Partnership Committee heard a 
presentation by Larry Elkins on oil and gas syndications. The next meeting will 
focus on a presentation by John Grant concerning new Section 704(b) Regulations 
and will be held at the offices of Plunkett, Cooney, Rutt, Watters, Stanczyk & 
Pedersen, 900 Marquette Building, Detroit, Michigan on June 18, commencing at 
8:30a.m. 

5. Practice and Procedure. 

Mr. Sheldon reported for Mr. Schurgin that a meeting of this Committee 
was held on May 13 that was very well attended. The meeting was held prior to the 
Tax Couf.t luncheon. IRS personnel were present and the group noted that offers in 
compromise were better received than previously. Committee members will 
attempt to obtain informal Tax Tribunal opinions and make them available to the 
Bar. 

6. State/Local. 

Mr. Van Tiflin reported that his Committee is working on several state 
tax projects referred from the Representative Assembly through Mr. Sheldon. One 
project relates to a recommendation that persons appearing before the Tax Tribunal 
be limited to attorneys (with certain exceptions), in response to reports that non
lawydrs are soliciting cases to contest property tax assessments. Mr. Van Tiflin 
recommended that litigants be represented by an attorney or act for themselves, 
with exceptions for corporations and small claims. A copy of the recommendation 
is attached to the record copy of the minutes. Mr. McKenney moved to support 
Mr. Van Tiflin's recommendation with the proviso that non-lawyers be allowed to 
represent units of government. Mr. Dunten seconded and Council approved the 
motion unanimously. 

SPECIAL PROJECTS 

1. Report to State Bar on Tax Section Activities. 

Mr. Sheldon solicited summaries of activities from each Council 
member and Committee chairperson and asked that they be delivered to him within 
a week so that they can be utilized by him in preparing his annual report. 

2. Nominating Committee. 

Mr. Savel will chair this Committee and Messrs. Van Til and Gargaro 
will be members. Mr. Savel requested suggestions for membership. 
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3. Joint Seminars with Real Estate Section. 

Mr. Collins solicited interest in a joint seminar with the Real Estate 
Section for 1986-87. He noted that the next winter seminar of the Real Estate 
Section is currently scheduled for February 1987 in Hawaii. 

NEXT COUNCIL MEETING 

Mr. Sheldon reported that the next meeting of the Tax Council will be held at 
8 a.m., September 18, 1986, at Cobo Hall, Detroit. 

ADJOURNMENT 

The meeting adjourned at 6:40p.m. 
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TAXATION SECTION 
STATE BAR OF MICIDGAN 

COMMfiTEE ON PARTNERSIUP TAXATION 

MINUTES OF MEETING 
JUNE 18, 1986 

A meeting of the Committee on Partnership Taxation of the State Bar of 
Michigan was held at the offices of Plunkett, Cooney, Rutt, Watters, Stanczyk & 
Pedersen, P.C. in Detroit, Michigan on June 18, 1986. Chairman Mark McGowan 
called t~e meeting to order at 8:40 a.m. and acted as Secretary. The following 
members were in attendance: 

Mark McGowan 
Kimberly Danosi 
Richard Barr 
John Sharp 
John Grant 
David Ohlgren 
Rick Soble 

MINUTES 

Jim Karavite 
John P. Kelly 
Harry Eisenberg 
George Sokoly 
Bill Acker 
Ed Ruby 

The Chairman announced that the Taxation Section has tentatively planned 
for the presentation of a seminar on the 1986 Tax Reform Act for September 3 in 
Grand Rapids and September 5 in Southfield. Further announcements included the 
fact that the State Bar Journal will publish the annual "tax" issue in December of 
this year and that Pamela Clemens Hartwig, a member of the Tax Section Council, 
would be pleased to receive suggestions as to topics that may be of general interest 
to the Bar in the taxation area with a view to eliciting articles from as wide a 
range of authors as possible (articles will have to be submitted ninety (90) days 
prior to publication). 

The next order of business was the 75-minute presentation and 20-page 
outline complete with slide projections, by John Grant on the subject of the 
December, 1986 Partnership Allocation Regulations under I.R.C. Section 704(b). 
Mr. Grant's presentation included the distinctions between the proposed and final 
regulations, the requirements and tests for "economic effect" and "substantiality" 
- including examples, effective dates, and drafting considerations for the 
amendment of partnership agreements, and a brief discussion pertaining to the lack 
of final regulations pertaining to nonrecourse financing. 

Following the presentation, there was a general discussion on proposed tax 
reform and the May, 1986 Senate Bill on tax reform. 
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Mr. Harry Eisenberg solicited and received an expression of support from the 
attendees to prepare a position paper or letter against the "passive loss and credit 
limitations" as provided in the M&y 1986 Tax Reform Act Senate Bill. 
Mr. Eisenberg will work with Mr. Grant, the Chairman of the Legislation and 
Regulation subcommittee, with a view towards requesting support from the 
Taxation Section. All persons interested in providing input or obtaining further 
information on the development of this paper may contact John Grant at (313) 
446-1500. 

NEXT MEETING 

It was agreed that the next meeting of the Committee on Partnership 
Taxation would take place at 8:30 a.m. on Wednesday, September 17, at the offices 
of Miller, Canfield, Paddock and Stone, 1400 N. Woodward Avenue, Bloomfield 
Hills, Michigan 48013. George Sokoly and Gary Bruhn will speak at our next 
meeting on Federal and State security law aspects pertaining to partnership 
formation. 

Respectfully submitted, 

Mark McGowan 
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EXEMPTIONS FOR NON-PROFIT ORGANIZATIONS 

By: Kathy Katzenback 

I. INTRODUCTION 

MCLA 211.1; MSA 7.1 provides that "all property real and personal, within the 
jurisdiction of this state, shall be subject to taxation." MCLA 211. 7n; MSA 7. 7(4k) 
and MCLA 211.7o; MSA 7.7(41) contain provisions which allow certain non-profit 
organizati~ns to be exempt from property tax. 

Recent changes in the statutes have made it possible for more non-profit 
organizations to qualify" for the exemption from property taxes. Additionally, the 
courts seem willing to allow an organization an exemption in another category if 
the organization fails to qualify for the particular category under which it sought 
an exemption. 

The purpose of this paper is to provide information which will enable the 
practitioner to assist clients in obtaining exemption status. How does a non-profit 
organization or institution obtain an exemption under these provisions? Who has 
the burden of proof and what standard of proof is required to show that the 
organization qualifies for the exemption? What tests are applied by the courts to 
determine whether an organization qualifies for the exemption? These questions 
will be addressed by this article. The information provided in the paper applies only 
to qualification for exemptions under the Michigan statutes, and not to the I.R.C. 

II. RECENT CHANGES IN EXEMPTION STATUTES 

Prior to 1980, all of the different categories of non-profit organizations which 
could qualify for exem~tions from real and personal property taxes were found in 
MCLA 211.7; MSA 7.7. In June, 1980, distinct statutory sections were set up for 
the distinct categories of non-profit organizations. MCLA 211.7n; MSA 7.7(4k) 
granted exemptions for non-profit theatre, library, educational, or scientific 
institutions. This section was amended in 1981 to include non-profit organizations 
devoted exclusively to fostering the development of literature, music, painting or 
sculpture. MCLA 211.7o; MSA 7.7(41) contains provisions which grant exemptions 
for non-profit charitable institutions. 

ill. FOUR POINT TEST FOR QUALIFICATION 

In Engineering Society of Detroit v Detroit, 308 Mich 539; 14 NW2d 79 (1944), 
the Supreme Court developed a · four point test to determine whether the 
corporation qualified for the' exemption under MCLA 211.7; MSA 7.7. This test is 
currently applied and is held by the court to be applicable to MCLA 211. 7n; MSA 
7.7(4k) and MCLA 211.7o; MSA 7.7(41). The four part test is as follows: 
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1. The real estate must be owned and occupied by the exemption claimant; 

2. The exemption claimant must be a library, benevolent, charitable, 
educational, or scientific institution; 

3. The claimant must have been incorporated under the laws of this state; 

4. The exemption exists only when the buildings and other property thereon 
are occupied by the claimant solely for the purposes for which it was incorporated. 

Non-prof~t organizations usually have no difficulty in satisfying parts (1) and (3) of 
the test. It is ~rts (2) and (4) of the test which are the litigated issues in the 
majority of cases. 

IV. REQUIREMENTS OF PART TWO OF THE TEST 

A. Charitable Institutions 

Auditor General v R. B. Smith Memorial Hospital, 293 Mich 36; 291 NW 
213 (1940), established the general rule that an organization must confer its 
benefits on society without restriction as to race, color or creed in order to be 
considered a charitable institution under the exemption statutes. In McFarlan 
Home v City of Flint, 105 Mich App 728; 307 NW2d 712 (1981), the court applied 
the general rule and held that the petitioner qualified as a charitable institution. 
The petitioner operated a home for elderly ladies who were ambulatory. The 
petitioner admitted applicants on a first-come, first-serve basis. The court stated 
that the petitioner did qualify because the petitioner did not discriminate against 
any applicant. The restriction that the applicants be ambulatory was justified 
because the petitioner was not licensed to provide more extensive care. 

The petitioner in Michigan Christian Campus Ministries, Inc. v City of 
Mount Pleasant, 110 Mich App 771; 314 NW2d 482 (1981), did not qualify as a 
charitable institution. The court found that the petitioner did not provide its 
services without restriction. The petitioner operated a campus house which was 
used to house select students and for religious purposes. The court ruled that the 
campus house only benefited a few select students and not the general public as a 
whole, and therefore, would not qualify as a charitable institution. 

In Edsel & Eleanor Ford House v Villa e of Grosse Pointe Shores 138 
Mich App 448; 350 NW2d 894 (1984), lv den 419 Mich 961 1984, the court expanded 
the general rule for qualification as a charitable institution within the meaning of 
the exemption statutes. The court held that the relevant question is "whether the 
petitioner promotes the general welfare of the public by extending a gift for the 
benefit of an indefinite number of people, bringing them under the influence of 
religion or education, or by erecting or maintaining public buildings or works or 
otherwise lessening the burdens of government," id p 458. The court held that the 
petitioner qualified for exemption status under this more expansive definition of a 
charitable institution. The petitioner operated the former estate of Edsel and 
Eleanor Ford as an historical and cultural center. The center was open to the 
general public. Non-profit organizations were also allowed to use the property for 
educational, charitable, cultural or civic events. 
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Other issues that the court examines in determining if an institution is 
charitable are: whether the corporation charges for its services; whether the 
amount charged for the services covers the cost of the services and whether the 
corporation will waive the charge if a member of the public is unable to pay the 
charge. In Kalamazoo Aviation History Museum v City of Kalamazoo, 131 Mich 
App 709; 346 NW2d 862 (1984), the court stated that charging a fee to defray a part 
of the cost does not disqualify the corporation from an exemption as a charitable 
institution. The court also stated that if the institution refused to waive the fee 
for people who could not afford the fee, the institution would not be granted the 
status of a charitable institutuion for the purpose of the exemption statutes 

B. Educational Institutions 

The general rule used by the courts in determining whether an 
institution qualifies for status as an educational institution was established in 
Detroit v Detroit Commercial College, 322 Mich 142; 33 NW2d 737 (1948). The 
court held that an institution~ "must fit into the general scheme of education 
provided by the state and supported by public taxation." In David Walcott Kendall 
Memorial School v Grand Rapids, 11 Mich App 231; 160 NW2d 778 (1968), the court 
refined the rule by adding that the institution must make a "substantial contribution 
to the relief of the burden of the government." While the courts have not explicitly 
stated what would constitute a substantial reduction in the government's burden, 
they have held that an institution which does not sufficiently lessen the 
government's burden does not qualify for an educational institution exemption. 

The petitioner in Michigan United Conservation Clubs v Lansing Township, 
129 Mich App 1; 342 NW2d 913 (1983), was denied exemption status as an educa
tional institution. The court held that the petitioner had failed to prove that the 
government had a burden to provide education on conservation or wildlife manage
ment. The petitioner prepared publications, held seminars, workshops and summer 
youth camps to educate people in the conservation of wildlife and the environment. 

In Circle Pines Center v Orangeville Township, 103 Mich App 593; 302 NW2d 
917 (1981), the court denied the petitioner educational institution status. The court 
held that the petitioner did not sufficiently relieve the government's burden to 
warrant the exemption of an educational institution. The petitioner operated a 
children's camp based on a philosophy of cooperative education. The goal of the 
program was to teach people of different backgrounds to learn, sing and dance 
together. 

C. Scientific Institutions 

To qualify for an exemption as a scientific institution, an institution 
must substantially contribute to the relief of the government's burden to produce 
"scientific" information. American Societ of A icultural En ·neers v St. Joseph 
Township, 53 Mich App 45; 218 NW2d 685 1974). The court has not explicitly 
stated what would constitute a substantial reduction in the government's burden. 

Kalamazoo Aviation Histor Museum v City of Kalamazoo, 131 Mich App 709; 
346 NW2d 862 1984, is a case in which the court held that the petitioner did not 
sufficiently relieve the burden of the government to provide scientific information. 
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The petitioner operated a museum for the purpose of preserving the legacy of World 
War n aviation. The court stated that it did not believe that the government's 
burden to provide such information would be increased if the petitioner did not 
operate the museum. 

D. Failure to Qualify for an Educational or Scientific Exemption 

Failure to qualify for an exemption as an educational or scientific 
institution does not preclude an institution from obtaining an exemption. In the 
past few years, the court has been willing to grant an institution an exemption as a 
charitable institution even though it does not qualify as an educational or scientific 
institution. 

An example of this is Kalamazoo Nature Center, Inc. v Cooper 
Township. 104 Mich App 657; 305 NW2d 283 (1981). The court held that if an 
institution educates the public on a worthwhile subject and meets the other 
requirements for exemption, the institution can qualify as a charitable institution. 
The petitioner provided a program to educate 'people, especially children, to 
appreciate their surroundings. Included in the program was education on the wise 
management of resources. The court stated that the program did not substantially 
reduce the government's burden but did provide information on a worthwhile 
subject. 

In Michigan United Conservation Clubs v Lansing Township, 423 Mich 
661 (1985), the court denied the petitioner the status of either an educational or 
charitable institution. The court held that the petitioner did not lessen the 
government's burden and did not provide a benefit to the public as a whole. While 
the petitioner did make its publications available to the general public, the 
petitioner's property was generally not available for use by non-members of the 
organzation. In light of these facts, the court held that the benefit was not 
provided without restriction. 

E. Trends 

The requirements under part (2) of the test apparently are being 
relaxed. This is evidenced by the expansion of the definition of a charitable 
institution and the courts' willingness to grant charitable institution exemption 
status when an institution fails to qualify as an educational or scientific 
institution. The expanded definition of charitable institutions suggested by the 
court in Edsel & Eleanor Ford House, supra will make it easier for institutions to 
qualify for the charitable institution status. The definition of a charitable 
institution as one which "promotes the general welfare of the public by extending a 
gift for the benefit of an indefinite number of people, bringing them under the 
influence of religion or education, or by erecting or maintaining public buildings or 
works or otherwise lessening the burdens of government" encompasses a wide 
variety of activities. id p 458. 

The requirements to qualify for status of an educational or scientific 
institution are quite hard to meet since it is not clear what constitutes a substantial 
reduction in the government's burden. However, as a result of the court's willing
ness to grant status as a charitable institution, institutions who fail to qualify for 
educational or scientific status, may still be able to obtain an exemption. 
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V. REQUIREMENTS OF PART FOUR OF THE TEST 

In order for an institution to qualify for an exemption, it must meet all four 
parts of the test. Part four of the test addresses the purposes for which the 

·property is being used. 

A. Institutions Other Than Religious Institutions 

For all categories, other than religious institutions, the property must 
be used solely for the purposes for which the institution was incorporated. The 
court first examines the articles of incorporation to determine the declared 
purpose. The court then examines the purposes for which the property is actually 
used. If the property is used for a purpose which is not stated in the articles of 
incorporation, the court will deny the exemption. 

In Edsel & Eleanor Ford House, supra, the court held that the petitioner 
was using the property for its stated purpose. The petitioner maintained the 
property as an historical landmark and made it available to the public and non
profit organizations as stated in its articles of incorporation. 

The court in McFarlan Home v City of Flint, 105 Mich App 728; 307 
NW2d 712 (1981), held that the petitioner could only obtain an exemption for the 
portion of the property used to house the home for elderly ladies. The petitioner in 
McFarlan operated both a home for elderly ladies and an historical museum on the 
property. Since the articles of incorporation stated the purpose was to maintain a 
home for elderly ladies, the court denied an exemption for the portion of the 
property housing the historical museum. The court also granted an exemption for 
the personal property of the petitioner which ras used for the maintenance of the 
home purusuant to MCLA 211.9(a); MSA 7 .9(a). 

B. Property of Religious Institutions 

Organizations which are incorporated for religious purposes hew to a 
less stringent standard for the use of their property. Prior to 1980, MCLA 211. 7(e); 
MSA 7.7 required that the real and personal property owned by religious societies 
be used exclus~ely for religious purposes in order to qualify for exemption from 
property taxes. 

In June, 1980, MCLA 211. 7(s); MSA 7. 7(4p) changed the wording from 
"used exclusively" to "used predominately." Thus the property of religious societies 
can be used for other purposes as long as the property is used predominately for the 
purposes for which the institutuion was incorporated. 

In Michigan Campus Ministries v City of Mount Pleasant, 110 Mich App 
787; 314 NW2d 482 (1981), the court held the property was not being used primarily 
for charitable purposes and denied the exemption. The petitioner operated a 
campus house which it rented to select students. The house was also used for 
religious activitiies and the petitioner had an open door policy. The court stated 
that the primary purpose of the property was to provide housing to select students, 
and the open door policy was an incidental purpose since the general public was not 
aware of the policy. 
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MCLA 211.7(e); MSA 7.7 and more recently MCLA 211.7s; MSA 7.7(4p) have 
been held to apply to buildings other than houses of worship. In St. John's 
Evan~lical Lutheran Church v City of Bay City, 114 Mich App 616; 319 NW2d 378 
(1982~ the court held that houses provided for teaching ministers were .. exempt 
from property taxes. In Christian Reformed Church in North America v City of 
Grand Rapids, 104 Mich App 10; 303 NW2d 913 (1981), the court held that the 
petitioner's denominational building, which housed the administrative offices and 
publishing facilities, was exempt from property taxes. The petitioner sold 20% of 
its publishing services to members of the denomination at the cost of the services. 
The court nonetheless found that the building was used predominately to carry out 
the mission of the church as stated in the articles of incorporation. 

C. Trends 

The trend in part four of the test appears to be a lessening of the 
restrictions for religious institutions. Religious institutions are only required to use 
the property predominately for the purposes of the corporation. Other non-profit 
organizations must use their property exclusively for the purpose of the 
corporation. Therefore, it is easier for religious institutions to obtain exemptions 
from property taxes. 

VI. BURDEN AND STANDARD OF PROOF FOR QUALIFICATION 

The granting of an exemption shifts the burden of taxation. For this reason, 
exemption statutes are to be strictly construed in favor of the taxing unit. The 
party claiming an exemption has to prove beyond a reasonable doubt to the tax 
tribunal that the institution does qualify for the claimed exemption. Michigan 
United Conservation Clubs v Lansing Township, 129 Mich App 1,9; 342 NW2d 213 
(1983). Although there is no statute imposing this burden of proof, the court relied 
upon the findings of St. Joseph's Church v Detroit, 189 Mich 408; 155 NW 588 
(1915). 

VII. CONCLUSION 

The recent trend appears to be an expansion of the types of non-profit 
organizations which can qualify for an exemption from Michigan property taxes. 
This is evidenced by the 1981 amendment to MCLA 211. 7n; MSA 7 .7(4k) which 
expanded the statute to include non-profit organizations which foster the 
development of literature, painting, music or sculpture. It is also evidenced by the 
change in the wording of MCLA 211.7s; MSA 7.7(4p) from "used solely" to "used 
predominately". Both of these amendments tend to expand the availability of the 
exemption. 

Additionally, a non-profit organization is not precluded from receiving an 
exemption if it is denied exemption status under one of the categories. That is to 
say, if a non-profit organization fails to qualify as an educational or scientific 
institution, it may still qualify as a charitable institution. 
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Any non-profit organization seeking to claim an exemption under the statutes 
relating to non-profit institutions should be made aware of the four part test used 
for determining the organization's qualification for exemption. The articles of 
incorporation should state the corporate purpose and the organization's personal and 
real property should be used solely for that purpose. In the case of religious 
institutions, the property need only be used predominately for the corporate 
purpose. The corporation should be prepared to prove beyond a reasonable doubt 
that the corporation does qualify for the claimed exemption. The organization 
should be successful in obtaining the claimed exemption if it can comply with these 
factors. 
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NOTES 

MGLA 211.7; MSA 7.7 in part provides exemptions for: "such real estate as 
shall be owned and occupied by library, benevolent, charitable, educational or 
scientific institutions and memorial homes of world war veterans incorporated 
under the laws of this state with the buildings and other property thereon 
while occupied by them solely for the purposes for which they were 
incorporated" 1968 PA 342. 

In Circle Pines Center v Orangeville Township, 103 Mich App 593,597; 302 
NW2d 917 (1981), the court stated briefly that it was obvious that the 
petitioner met parts (1) and (3) of the test. In cases such as Christian 
Reformed Church in North America v City of Grand Rapids, 104 Mich App 10, 
16; 303 NW2d 913 (1981) and Michigan United Conservation Clubs v Lansing 
Township, 129 Mich App 1, 9; 342 NW2d 290 (1980), it was not disputed that 
the petitioner met parts (1) and (3) of the test. 

In cases such as Michigan United Conservation Clubs, supra, and Kalamazoo 
Aviation History Museum v City of Kalamazoo, 131 Mich App 709; 346 NW2d 
862 (1984), the issue was whether the petitioner satisfied part (2) of the test. 
The satisfaction of both parts (2) and (4) of the test was the issue of Edsel & 
Eleanor Ford House v Village of Grosse Pointe Shores, 138 Mich App 448; 350 
NW2d 894 (1984) lv den 419 Mich 961 (1984). 

MCLA 211.9; MSA 7.9 provides in part: "The following property shall be 
exempt from taxation: (a) The personal property of charitable, educational, 
and scientific institutions, incorporated under the laws of this state." 

MCLA 211.7(e); MSA 7.7 provides an exemption for: "All houses of public 
worship, with the land on which they stand, the furniture therein, and all the 
rights in the pews, and also any parsonage owned by any religious society in 
this state and occupied as such. Houses of worship includes buildings or other 
facilities owned by a religious society and used exclusively for religious 
services or for teaching the religious truths and beliefs of the society." 
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TAX RESTRUCTURING IN DETROIT 
TO PROMOTE BUSINESS DEVELOPMENT 

By: Chris Callahan 

I. INTRODUCTION 

The City of Detroit has experienced a number of economic downturns in the 
past ten years. Presently, with the national economy on the upswing and the stock 
market reaching new heights, Detroit has not grown economically as much as it 
should. There is a need to restructure the local tax system in Detroit to promote 
business development. By restructuring properly, the city can maintain the main 
foundation of its revenue base and provide new incentives to businesses. This paper 
will first briefly describe and analyze Detroit's present tax system and then 
catalogue and criticize alternative tax proposals. 

Detroit's income taxes, 3% on residents, 2% on corporations, and 1-1/2% on 
nonresidents who work in the city, are the highest in the state of Michigan. Detroit 
also has the highest property tax rate in the state -- $83.43 per $1,000 assessed 
evaluation. This rate is 46.8% higher than the average rate in Oakland County, 
41.8% higher than the average rate in Macomb County, and 50.5% higher than in 
Washtenaw County. In addition, DJ_troit levies a five percent utility tax on users, 
the only city in the nation to do so! A 1984 study by the Advisory Commission on 
Intergovernmental Relations, a nonpartisan group established by Congress, stated 
that in 1982, Detroit had the highest tax burden of any city i~ the nation. The tax 
burden reflects the aggregate of federal, state and city taxes. 

Business taxes contribute significantly to operating costs in any specific 
geographic location. These costs add to what is known as the "wedge" against job 
creation and investment decisions in a particular location. Economists use the term 
"wedge" to describe the difference between the cost of goods and the amounts of 
compensation that business owners and employees can take home. If the wedge is 
large, it will be expensive for owners to set up a business and hardly worthwhile for 
workers to offer their services. 

The Detroit tax burden on the "working poor" (families with income of 
$17,500 or less) is 20.3% greater than in New York City, 8.5% greater than in 
Boston, and 2.5% greater than in Philadelphia. Detroit has repeatedly raised 
income and property taxes over the last 25 years. Every time income or property 
taxes have been increased, revenue from that source has fallen, usually in the year 
after the increase. Residents and businesses have fewer dollars to spend in the 
local economy for business investments or for goods at local stores. As a res~lt, 
numerous residents and businesses have migrated to less expensive communities. 

II. REAL PROPERTY TAXES IN DETROIT 

The highest tax in Detroit is the property tax. Detroit's rate, highest in the 
state, is about 50% higher than in the surrounding counties - Oakland, Macomb and 
Washtenaw. One phenomenon that is harmful to city homeowners and businesses is 
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"tax capitalization". Tax capitalization explains the inverse effect of higher 
property taxes and lower property values. Businesses and homeowners generally 
have a fixed amount of money to spend on property. If property taxes increase, a 
smaller percentage of the money allocated for property actually goes to the value 
of the property itself. This decreases the value of the property. Conversely, if 
property taxes decrease, the value of the property will increase. If property taxes 
are lowered, the lost tax revenue should be offset by an increase in property 
value. Other advantages include ownership of more valuable pieces of property, 
and also a recoupment of the eroded tax base. 

Two examples support this theory of tax capitalization. In Massachusetts in 
1981, the state property tax was 3.9% of the property market value (slightly lower 
than Detroit's current rate). The state's property had a market value of $88 billion. 
In 1982, "Proposition 2.5", which capped property tax rates at 2.5% of real property 
value, was enacted. Property values began to .rise and by 1984 the property tax 
base was $150 billion, a 68% increase from 1981. 

The tax revenue increased from $3.4 billion (3.9% x $88 billion to $3.75 billion 
(2.5% x $150 billion). Massachusetts' stagnant economy boomed; unemployment fell 
from 9.5% to 4% and ~ersonal income rose from 2% above the national average in 
1979 to 16% in 1984. The real increase in property values and, therefore, the 
increase in the taxable base far outstripped inflation. Similarily, in California after 
the passage in 1978 of "Proposition 13", which cut property taxes in half, property 
value which had grown just 2% in 1977 grew 17% in 1979. 

Lower property taxes are a large incentive to small businesses and 
entrepreneurs. In the ten years from 1972 to 1982 small businesses created over 
65% of the new jobs in the nation. It is imperative for Detroit to cultivate small 
businesses. In the last five years 8.8 million new jobs were created throughout the 
nation, bu~ Detroit's contribution to this increased job growth was apparently 
negligible. . 

One tax incentive which Detroit uses to entice business to invest in the city is 
the property tax abatement, which is usually granted to large businesses. Grants 
are 50% or 100% abatements on property taxes for 12 years. This means that 50% 
or 100% of the property taxes attributed to the business improvement of the land is 
eliminated. 

There are numerous reasons why this incentive is unsound. Property tax 
abatements are often granted to large, financially stable companies, i.e., companies 
which can most easily afford the current property tax rates. GM's Poletown Plant 
is the classic example. 

Abatements lead to the erosion of the property tax base. This policy also 
means that a higher proportion of the property tax base is shifted to small 
businesses, often those which can least afford the high property tax rates. 

Thus, small businesses which provide the majority of the jobs in the 
community are at a competitive disadvantage compared to large firms which have 
been granted tax abatements. A more effective strategy might well be to reduce 
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property taxes in the entire city. This would lower costs for all businesses. A more 
realistic option might be to offer smaller abatements to entice or to keep large 
employers in the city, coupled with an across-the-board rate reduction. 

ill. PROPOSALS FOR PROPERTY TAX REFORM 

Accol;'~ding to the City of Detroit Budget Department's Summary of 1985-1986 
Budget, property tax revenues account for 9.2% of Detroit's budget revenues. (This 
amounts to $151,851,619 out of total budget revenues of $1,651,177 ,506). 

One proposal to restructure .Detroit's property tax is to reduce the property 
tax in half, which is similar to the tax reform in Massachusetts and California. 
Initially this would reduce the property tax revenues from approximately $151 
million to $75 million. This will be a short term reduction in revenue with the 
expectation of a long term rise and net gain in revenue. Property value would rise 
partially to offset this initial loss in income. In addition, more businesses may 
choose to locate or remain in Detroit. This would maintain and broaden the 
currently eroding tax base. 

The difficulty in enacting this proposal is partially shown by two unanswered 
questions; how much would property values rise and would the value rise enough to 
bring property tax revenues back up to their current level? The answers to these 
questions are speculative. What is known, though, is that the value of real estate 
increased 68% in Massachusetts in three years following a 38% reduction in the 
property tax rate. And property values in California increased 17% in one year 
following the 1979 passage of Proposition 13, which cut property taxes in half. 
Unfortunat~ly, there is no direct comparison to a so-called "rust belt" city which 
has radically cut property taxes, but the stakes are high enough to warrant the 
experiment. No less than the economic survival of Detroit may be in the balance. 

The difficulty with an overall property tax cut is that there are no immediate 
benefits, other than the positive reaction that comes from taxpayers when any tax 
is cut and the boost of Detroit's image as an attractive place to operate a 
business. It may take a few years or even greater belt tightening before the 
benefits are appreciable. 

The most difficult aspects of this proposal are the difficulties of convincing 
lawmakers to enact it and the problem of maintaining city services at reduced 
revenue levels. There is always an initial reaction by politicians not to cut any 
funding source below its existing level, regardless of the positive effects, 
particuarly when the positive effects are not guaranteed. 

Whether city employees would grant concessions such as reduced wages or 
deferred pension payments is unknown. The salary, wages and employee benefits 
presently make up. the largest budget outlay in the City of Detroit. Currently 
salaries, wages and employee benefits account for 52% of total budget 
expenditures. 
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As evidenced by the recent strike and negotiations by Detroit Municipal 
Workers, it is apparent that Detroit city workers are unwilling to grant wage or 
benefit concessions, especially when the Mayor and his top administrators all 
receive large salary increases. Detroit should consider the method that the 
automotive industry used to decrease their costs and restore their industry to 
viability. One helpful step in the auto industry example was the concessions 
granted by labor union members. Less documented but very relevant to the Detroit 
case was the sharp reduction in the labor union work force. All three auto makers 
bargained for a fewer number of workers in exchange for a still high wage and 
benefit rate. Detroit should take a strong look at this example and seriously 
consider significantly reducing the very large number of city workers who, on the 
average, are some of the highest paid city workers in the Country. 

A second property tax proposal would be to eliminate property tax 
abatements. Property tax abatements are false incentives to businesses. 
Companies which receive tax abatements tend to be large and financially stable 
enough to operate without tax abatements. Since small firms and new firms 
generally lack the same opportunity and investment muscle to receive property tax 
abatements, they are in effect subsidizing the tax abatement firms which do 
receive them. 

Furthermore, abatements do more to increase competition within Michigan 
rather than between Michigan communities and communities in other states. Firms 
often use the ability to receive abatements from one city as a bargaining tool to 
get other Michigan communities to sweeten the financial package to the firm. 
Michigan cities are often forced to offer bigger and better financial packages than 
their neighboring cities, often to the fiscal disadvantage of the city and its overall 
tax revenues. 

Property tax abatements burden small businesses more than if there were no 
property tax abatements. A more viable measure would be to lower property tax 
rates for all businesses and make Detroit more competitive with its neighboring 
counties. 

IV. DETROIT CITY INCOME TAXES 

Detroit's municipal income tax rates, 3% for residents, 2% for corporations, 
and 1-1/2% for nonresidents working in the city, are much higher than the average 
rates of other major cities. 

According to the City of Detroit Budget Department's Summary of the 1985-
1986 budget, municipal income taxes account for 15.6% of the City of Detroit's 
revenues ($257,200,000 out of total budget revenues of $1,651,177,506). 

The income taxes discourage investment in Detroit and hinder Detroit firms 
which attempt to hire qualified personnel. The 1.5% nonresident income tax rate is 
especially a disincentive for many executives who might otherwise take a job in the 
city. Many businesses increase the salary offer to lure executives to the city or 
offer to pay this tax as a fringe benefit. 
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This drives up personnel costs of city businesses. It is impossible to determine 
just how many Detroit firms have fled Detroit because of burdensome city taxes. 
The current city income tax certainly does nothing to stem the tide. 

Residents of Detroit have a bigger personal income tax burden than 
nonresidents who work in the city. Residents pay a 3% income tax, regardless of 
whether they work in the city. This is an extraordinary high tax, especially when 
the State of Michigan income tax is 4.6%. Residents also pay very high property 
taxes while homeowners feel squeezed by stagnant or decreasing property values. 
Furthermore, the decrease in property value is not always reflected in the frequent 
upward adjustments to the state equalized valuation. 

V. INCOME TAX PROPOSALS 

The simplest proposal would be a reduction in the Detroit income tax rate. 
Reducing nonresident income taxes would encourage more executives, managerial 
and labor employees to accept offers of employment in Detroit. It would also 
reduce costs for businesses which previously absorbed the tax. Business in Detroit 
could compete more advantageously if city income tax rates were at parity with or 
below suburban rates. 

A second proposal is to enact a value added tax on businesses to replace the 
corporate ipcome tax. The State of Michigan levies the Single Business Tax (SBT) 
which is a value added tax. Businesses are taxed on the value added by their 
manufacturing, production or services. 

Detroit could enact a value added tax similar to the SBT. The advantages of 
the SBT is that it favors small companies. Under Michigan's SBT, businesses with 
less than $6 million worth of sales may be eligible for 90% credit on their SBT tax. 
Finally, compared to the corporate income tax, the value added tax is more evenly 
distributed among all aspects of the business and its operations. 

VI. CONCLUSION 

The major challenge facing Detroit is to create a more efficient, more 
profitable and less costly business climate. This is especially true in terms of 
fostering small business development and growth, the main source of jobs. With 
lower income and property taxes, more businesses should invest in the city and 
more workers should be willing to buy homes in the area. Increased resident 
property values should help stem and reverse the migration of the population from 
Detroit to the suburbs. Eventually, revenue from a larger number of thriving 
businesses and from increased property values will equal or surpass the current 
level of revenue derived from the present tax system. 
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When the business climate improves, businesses will be more willing and able 
to take part in improving the quality of life in the City of Detroit. Detroit must 
enact some strong proposals and the city administration must continue its efforts to 
reduce crime and to change people's perception and bias concerning the city. Only 
after crime and the cost of doing business are both significantly reduced, will 
Detroit experience its true economic "renaissance". 
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NOTES 

1. DETROIT NEWS, "Detroit's Tax Wedge", Jan. 28, 1986, coll. 

2. id 

3. id 

4. DETROIT NEWS, "A Job Creating City", Feb. 4, 1986, coll. 

5. id 

6. "Detroit's Tax. Wedge", supra, note 1. 

37 



MICHIGAN TAX LAW jOURNAL 

STATE TAX LIABILITY OF PURCHASERS 
OF MICIDGAN BUSINESSES 

By: David L. Powers 

I. INTRODUCTION 

Among the many things a purchaser of a Michigan business must be aware of 
are the State tax liabilities that may come with the business. If certain taxes 
remain unpaid by the previous owner, the liability for those taxes may be 
transferred, along with all other business assets and liabilities, to subsequent 
owners. This article will describe the typical state tax provisions to which 
Michigan businesses are subject, demonstrate how they may be transferred to 
purchasers, and discuss how purchasers may protect themselves from liability. 

IT. TAXES TO WHICH MICHIGAN BUSINESSES ARE SUBJECT 

While the tax acts to which Michigan businesses are subject are many, certain 
acts are more applicable than others and are imposed upon a greater majority of 
businesses. This article will focus on those acts which a typical practitioner is most 
likely to confront. 

A. Income Tax Act 

By far, the most important, and most well known tax which a purchaser 
should be concerned with is the income tax under the Income Tax Act of 1967, 
MCLA 206.1 et seg.; MSA 7 .557(101) et seg.1 The income tax liability from the 
business itself and the amount withheld from employees are income tax concerns 
for business purchasers. 

Withholding income tax for employees is mandated by MCLA 206.351; 
MSA 7 .557(1351), which provides as follows: 

"(1) Every employer in this state is required under the 
provisions of the internal revenue code to withhold a tax on 
the compensation of an individual except as otherwise 
provided shall deduct and withhold a tax in an amount 
[provided by this act] •.. " 

The amount withheld is placed in trust by the employer who, as trustee for 
th~ state, is liable for the amount withheld to the state, but not to the employee. 
It is this amount for which the purchaser of the business may be liable. 

B. General Sales Tax Act 

The state sales tax is also common to many Michigan businesses. The 
General Sales Tax Act, MCLA 205.30 et seg.; MSA 7 .657(30) et seg. levies a tax of 
4% upon all businesses making sales at retail. MCLA 205.51; MSA 7 .521. The Act 
requires that any person who engages or continues in a business to which the Act 
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applies must obtain a license. Failure to obtain the license is a misdemeanor 
punishable by a fine of $1,000.00 or one year in prison, or both. MCLA 205.53; MSA 
7.523. Payment of the tax is to be made monthly on form C3200. A purchaser may 
be liable for this monthly payment in the event of its non-payment. 

C. Use Tax Act 

Historically, use. tax acts have typically accompanied sales tax acts to 
prevent the possibility of sales tax avoidance. Terco, Inc v Department of 
Treasury, 127 Mich App 220; 33 NW2d 17 (1983). The thrust of the act was initially 
to prevent the avoidance of a state sales tax by a Michigan resident making a 
purchase in another state. The court in Lockwood v Commissioner of Revenue, 357 
Mich 517; 545; 98 NW2d 753 (1953), gave an excellent illustration: 

"The sales tax, powerful though it was, was vulnerable to 
avoidance. If the purchase, possibly of an automobile, were 
made not in Michigan but in a neighboring State the Michigan 
sales tax would not apply. Thus not only did the State of 
Michigan lose the tax moneys but a Michigan merchant lost 
the sale. It was a double-edged sword. To meet the threat of 
avoidance a tax was enacted. The article purchased in another 
State would be taxed in Michigan by virtue of its use here, and 
at the same rate as if sold in Michigan in the first place. This 
was the use tax. Through its enactment the flight across the 
border was blocked, and the Michigan merchant protected in 
his competitive position, and the State tax funds safeguarded." 

The use tax has been expanded to cover telephone and lodging services. 
MCLA 205.93a; MSA 7 .555(3a). 

Section 5 of the Use Tax Act, MCLA 205.95; MSA 7 .555(5), requires 
those subject to. the Act to register with the Department of Treasury. It also 
requires that those registered collect the tax from the consumer. The tax must be 
remitted monthly. Whether this money has in fact been remitted will be the focus 
of inquiry for any purchaser of a business subject to the Use Tax. 

D. Other Taxes 

Michigan businesses are subject to other various tax acts, such as the 
Cigarette Tax Act, MCLA 205.101, et s(q); MSA 7 .555(11), and the Intangibles Tax 
Act, MCLA 205.131 et seq.; MSA 7.556 1 , et seq. The various acts are many and 
are too specialized to warrant discussion here. Practitioners who represent 
business purchasers should be sensitive to any specialized taxes to which the seller 
or its products may be subject. 
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ill. PURCHASER'S LIABILITY 

The Income Tax Act provides for the possibility of tax liability being assumed 
by a purchaser in MCLA 206.451(3); MSA 7 .557(1451)(3) which states as follows: 

If any person liable for a tax levied by this act, or any 
employer required to deduct or withhold a tax from salaries or 
wages, sells out his business or stock of goods or ceases his 
business activity, his successor or succeeding successors shall 
withhold sufficient of the purchase money to satisfy the 
amount of tax which may be due and unpaid until the former 
owner produces a receipt for payment of the tax from the 
department or a certificate stating that no tax is due. Any 
successor who fails to withhold purchase money is liable 
personally for any tax accruing by virtue of the business of the 
former owner. (emphasis added) 

This provision clearly puts all liability for accrued taxes on a purchaser. 
Failure to withhold that amount of purchase money to cover the tax liability of a 
former owner results in liability to the purchaser. In effect, the section simply 
makes the purchaser liable for the liability of the seller. Pursuant to the statute, 
the Clearance Division of the Department of Treasury provides a form entitled 
"Conditional Tax Clearance Form" (form 3359) which the seller is required to fill 
out. If no taxes are due, the Clearance Division will issue a clearance certificate. 
If a certificate is not issued, the successor is liable for the tax and the state may 
enforce its interest by lien. id. 

The Sales and Use Tax Acts have similar provisions, though a bit more 
detailed. See MCLA 205.59(2); MSA 7.530 and MCLA 205.101a; MSA 7 .555(1la). 
The Sales Tax Act provides, in addition to the provisions of the Income Tax Act, 
that the purchaser, upon the seller's written waiver of confidentiality, may obtain 
from the state the business' known tax liability, so that the purchaser may create 
an escrow account for the purchase money equal to the amount of tax liability. 
MCLA 205.59(2); MSA 7 .530(2). 

An interesting feature of the provisions governing the sale of businesses is the 
use of the word "successor" instead of "purchaser." For example, the use of the 
word "successor" suggests that even a foreclosing secured party may come under 
the act and be liable for the unpaid taxes of its delinquent pledgor. It appears that 
the status of being a superior lien holder is not relevant; the statutes neatly get 
around this point by making the tax liability accrue to the "successor" who fore
closes on the lien, after the acquisition of the business by the successor. Although 
there are no cases interpreting this part of the statute, this interpretation is 
supported by the final provision of the Use Tax Act which is absent from similar 
provisions of the other tax acts mentioned. This section of the Use Tax Act, MCLA 
205.101a; MSA 7 .555(1la), provides: "Unless the department files a lien for total 
tax liability at the register of deeds office in the county where the business or 
stock or goods are located, the purchaser shall not be held liable for paywent of the 
taxes, interest, and penalties accrued and unpaid by the former owner." That this 
section requires the State to file a lien, whereas the other acts do not, suggests 
that the other sections take effect without a lien. Therefore, the presence of a 
superior lien right is of no help; the tax liability apparently remains. 
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' IV. PROTECTION FROM LIABILITY 

The only way for a purchaser to protect himself from liability is to file the 
appropriate forms with the state and obtain a tax clearance for all applicable taxes, 
pursuant to MCLA 205.59(2); MSA 7.530(2) [Sales Tax Act]; MCLA 205.101a; MSA 
7 .555(1la) Use Tax Act ; MCLA 206.451(3); MSA 7 .557(1451)(3) [Income Tax Act] ; 
and MCLA 205.514; MSA 7 .411(14) [Cigarette Tax Act] • For any outstanding tax 
liability, that amount of the purchase price should be withheld from the seller. As 
demonstrated, having a superior lien may be of no help. The statutes, except the 
Use Tax Act, have been carefully drafted to take precedence over any such liens. 

V. CONCLUSION 

Michigan businesses are subject to a number of diverse tax acts. When 
planning for the purchase of a Michigan business, these state tax liabilities must be 
considered and analyzed to determine if there is any tax delinquincy which may run 
with the business. A trip to the local county Register of Deeds office to search for 
real property liens or a phone call to the Lansing Secretary of State's office for 
personal property security interest filings will not fully protect a purchaser. Only 
after full compliance with the provisions of the relevant tax statutes, as discussed, 
will a purchaser be fully protected from a seller's tax liability. 
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NOTES 

1. Most Michigan businesses are subject to the imposition of tax on income under 
the Single Business Tax Act, MCLA 208.1 et seg.; MSA 558(1), which became 
effective in 1976. Although a thorough analysis of that act is beyond the 
scope of this article, suffice to say that a tax of 2.35% is imposed on the 
"adjusted tax base" (defined by the act) of businesses subject to the act. This 
liability may be assumed by a purchaser by way of lien or otherwise. See 
MCLA 208.95; MSA 7.558 (95) and MCLA 208.98; MSA 7.558(98). -

2. Note that state tax liens no longer take precedence over bona fide prior 
recorded liens, as they did under MCLA 205.63; MSA 7.534, now repealed. 
MCLA 205.29; MSA 7 .657(29). 
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NEW GUIDELINES FOR APPRAISING DONATIONS 
OF ART AND DOCUMENTING THE APPRAISAL: 

THEm SIGNIFICANCE FOR POTENTIAL DONORS AND DONEES 

By: John A. Kluge 

I. INTRODUCTION 

An expanded set of federal regulations for donations of property went into 
effect on January 1, 1985, as part of Congress' Tax Reform Act of 1984 (Pub L 98-
369 (96 Stat 691)). The focus of this article will be on those regulations which 
affect donations of art to musuems and their significance for potential donors and 
donees. 

The article begins with a brief discussion of why these regulations were 
reworked, followed by a description of the range of penalties which may be 
incurred. The next section explains the requirements relating to appraiser and 
appraisal. Here the rules have changed drastically to attempt to ensure that the 
appraiser is a disinterested party. 

A significant addition to the law in this area is the requirement that museums 
not previously involved in the appraisal process must now sign what is called the 
"appraisal summary." This has caused some museum officials to worry that one day 
the museum, along with the taxpayer, could be held liable for unpaid taxes and 
fines. 

Finally, the article addresses the question whether a possible increase in tax 
revenues justifies a potential decrease in the number of art donations made to 
museums each year. This question remains largely unanswered. What effect the 
new regulations are likely to have on the number and size of donations will not be 
known until after the Internal Revenue Service surveys the returns for 1985 and 
subsequent years. · 

II. BACKGROUND: 
WHY CONGRESS DECIDED TO PROMULGATE THE NEW RULES 

Most often cited as the reason why Congress decided to reformulate the 
appraisal and documentation guidelines in the area of donations of art to museums 
is the fact that, for years prior to the decision, the IRS had been u~covering an 
enormous amount of fraud and dishonesty in connection with appraisals. 

What leads people to inflate (or, for estate tax purposes, to understate) their 
appraisals is the desire to decrease taxes. Art donations, since they are considered 
charitable contributions, reduce taxes in proportion to the object's value. The 
higher the value, the greater the deduction: thus, a tendency to be dishonest. 
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III. PENAL TIES 

Along with the latest more comprehensive guidelines for appra1smg art 
objects and documenting appraisals, tougher penalties for infractions of the rules 
have also been enacted. Among those penalties are: 1) forfeiture of the deduction; 
and 2) stiffer fines for over- as well as undervaluation. 

A. Forfeiture Of Deduction 

The regulations require that an art object valued at more than $5,000 
must unde'To a "qualified appraisal" by a "qualified appraiser" in order to receive a 
deduction. This must be done during the current tax year. Otherwise, any 
deduction is forfeited. 

B. Fines For Fraudulent Or Dishonest Valuations 

1. Overvalua tions 

In addition to forfeiture, today's sanctions include steep fines for 
both over- and underval~ation. In the case of an overvaluation (as determined by 
the Art Advisory Panel, drawing upon panel members' knowledge and expertise in 
setting the correct value), the penalty is no~ equal to 30 percent of the tax saved 
by an overvaluation of 50 percent or more. For example, a 50 percent bracket 
taxpayer whose donation was valued at $150,000, but judged to be worth just 
$100,000, could be fined $7,500. The tax saved in this case was $25,000; the fine 
amounts to 30 percent of the savings, or $7,500. 

The penalty is not imposed under two circumstances: 1) if the 
taxpayer used a qualified appraiser and obtained a qualified appraisal, and made a 
good faith inquiry into the value of the donated property; or 2) if the overvaluation 
is less than 150 percent of the panel's assessment. In all cases the taxpayer will be 
forced to pay back to the IRS any tax savings due to the overvaluation. 

2. Undervaluations (involving estate taxes) 

The penalties for undervaluation are determined as follows: no 
penalty if the valuation is more than two-thirds of the value accepted by the panel; 
10 percent of the additional tax owed if the valuation is between 50 and 66-2/3 
percent of the accepted value; 20 percent of the additional tax owed if the 
valuation is between 40 and 50 percent of the accepted value; 30 percent of tge 
additional tax owed if the valuation is less than 40 percent of the accepted value. 

As in cases of overvaluation, the taxpayer who undervalues must 
pay back to the IRS any money saved by undervaluing the property. Penalties for 
undervaluation can be waived only if the taxpayer can demonstrate good faith and 
the claim of value was reasonable. 
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c. Applicability Of Penalties 

None of the above applies unless the property involved, which can be 
either a single object or group of similar objects, is valued at more than $5,000. On 
the subject of similar objects, a group of lithographs, paintings or photographs, for 
example, can go to different institutions without affecting the overall size of the 
donation for tax purposes. 

IV. REQUIREMENTS RELATING TO APPRAISER AND APPRAISAL 

A. Appraisals 

In general, both the appraiser and his appraisal must be "qualified". A 
qualified appraisal, according to the regulations, includes: 1) a description of the 
property to be donated, including a statement describing its present condition; 2) a 
statement of the fair market value of the property on the donation date; 3) certain 
facts about the donation, including comparable sales data and the method relied 
upon by the appraiser to determine value; and, in some cases, 4) other information 
the donor has concerning the property or the appraiser which Efay help the IRS to 
ascertain whether the appraisal and the appraiser are qualified. 

The taxpayer does not mail the appraisal along with the tax return to 
the IRS. Rather, it is held until either he is audited or the statute of limitations 
has run. Instead of the actual appraisal, the IRS requires the taxpayer to file along 
with the ret;prn an "appraisal summary", Form 8283, Noncash Charitable 
Contributions. This form must be completed for each donee institution regardless 
of the size of the donation it received. 

The following information is included in the appraisal summary: 1) the 
date the donor acquired the object; 2) the manner in which the object was acquired, 
e.g., by purchase, gift or inheritance; and 3) the object's adjusted basis-purchase 
price or value when received plus the cost of any repairs or improvements, such as 
framing or cleaning. It is noteworthy that the IRS permits the taxpayer, upon a 
showing of "reasonable cause," to omit information concerning the manner of 
acquisition or the object's adjusted basis. 

The taxpayer is required to sign both the actual appraisal and the 
appraisal summary while the donee institution must sign the summary. The IRS 
states that when the donee signs the summary, it merely acknowledges receipt of 
the donation. It is not viewed as the donee's concurrence with the value ascribed to 
the object by the donor. In fact, the value of the object is not required go appear 
on the summary when the museum signs; only the description must appear. 

Nonetheless, a few knowledgeable skeptics view the donee signature 
requirement as a step in the direction of requiring donees to concur with 
valuations. 9 As the rule stands, they point out, a donee's signature could be 
construed as agreement with the donor that the object is genuine. This raises the 
spectre that museums could become accomplices to the filing of false tax returns if 
the gift later turns out to be faked, forged or even turns out to be the work of 

45 



MICHIGAN TAX LAW jOURNAL 

another legitimate artist. While good faith might excuse the honest mistake, some ,\ 
museum officials are worried that mistakes about authorship and mistakes ) 
regarding valuation could be confused with attempts to defraud the government. 

There is also the potential for conflict between the donor and the donee 
created by the museum signature requirement. That conflict can be explained as 
the taxpayer's desire that the museum agree to the object's authorship and value 
and the museum's need to avoid a fine for either mistaken authorship or error in 
valuation. 

If the two parties cannot agree, the donor will in most cases withdraw 
his gift and look to another museum. What can happen is that certain art which for 
a variety of reasons ought to be in the hands of one museum may go to another. 
Most art museums would agree that a work that completes a series or set, for 
example, should go to the museum that has the matching works, not the one willing 
to go along with the highest valuation. 

Museums are further disgruntled by the new requirement that if 
disposition occurs within two years of the date that the property was donate:fu the 
museum must report to the IRS, using Form 8282, Donee Information Return, the 
disposition date and the amount received, in cash or in kind. Prior to the 1985 
amendments, a museum could dispose of donated property without any report. 

The new procedure, the museums argue, will easily alert the IRS to 
donor overvaluations. Simply by checking to see if the amount the museum 
received is less than the value ascribed to the object by its donor, the IRS will 
theoretically be able to determine if the object was overvalued. But this simplistic 
"market price" approach may not take into account the vagaries of the art market 
and legitimate "discounts" which may arise in intra-museum purchases and trades. 

Of course, if a museum waits at least two years before disposing of any 
donations it will not have to file Form 8282. In fact, most donations are kept for 
more than two years. But on the off chance that a museum decides to dispose of a 
recent gift, it becomes incumbent upon the curator or the donee's appraiser to 
consider the risk and wisdom of accepting possibly overvalued donations. 

B. Appraisers 

The new regulations state that a "qualified appraiser" may not be 
anyone connected with the transaction in which the donor acquired the property; 
thus, a person who sold or gave the property to the donor cannot serve as 
appraiser. Similarly excluded are agents or such other persons a~fould cause a 
reasonable person to question the independence of the appraisal. Because of 
these restrictions, many otherwise competent appraj~ers including the auction
house involved in the sale to the donor, cannot qualify. 

Appraisers are understandably upset over the new guidelines restricting 
who may make appraisals because many will not meet the standard of a "qualified 
appraiser" in some fairly common situations. Along with most appraisers, taxpayers 
may find that the new standard causes at least some inconvenience if not downright 
hardship. For instance, if a person wishes to donate a piece of art from a highly 
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specialized field or a contemporary work, it may be difficult or impossible to have 
it appraised by anyone but the seller. Nonetheless, donors should always seriously 
attempt to conform to the regulations because if an appraiser is disqualified, the 
donor will forfeit any deduction even though there may be proof that the appraisal 
was accurate. Thus, it is essential to secure an appraiser who13according to the 
regulations, does not have an interest in the appraisal (s)he gives. 

V. POLICY CONCERNS/CONCLUSION 

The new regulations raise an important policy question: Does a possible 
increase in tax revenues justify a potential decrease in the number of art donations 
the nation's museums can expect to receive each year? If significantly more money 
can be raised from private sale than by tax deduction, one is likely to see a rise in 
the number of private sales and a concomitant drop in donations. 

Before the new regulations came into effect it was not as risky to inflate 
valuations to the point that the forthcoming tax deduction could be worth as much 
or more than the object itself. Today's more severe penalties make the risk of 
being dishonest not worth taking in the eyes of many potential donors, who are 
more likely to sell their art in the private market than donate to museums. In 
addition, donors are now faced with more paperwork and much higher appraisal 
costs. While not especially perplexing to museums, these extra burdens certainly do 
not add to the ease of making donations. 

Because of the new regulations it seems clear that museums can expect to 
lose at least some support in the area of donations. Moreover, museums stand to 
make no corresponding gains and so for them the new rules are not favored. The 
federal government, by contrast, will reap the benefit of a crackdown on donors 
whose past donations were often excessively overvalued. The IRS has a right to 
ensure against dishonest and fraudulent appraisals. But many would argue, not at 
the significant expense of the nation's art museums. 
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NOTES 

One illustration of what was commonplace is contained in an article from the 
magazine, Art News, "Can the Art World Live With the Tax Reform Act?" 
(January, 1986), which reported that of the 333 appraisals of donated objects 
of Asian art reviewed by the IRS's Art Advisory Panel in 1984, 72% were 
excessive. And of the 1,172 appraisals of donated primitive art objects, 73% 
were judged by the panel to be inflated. "Overvalued objects of Asian art 
were appraised at an average of more than ten times their true value, while 
overvalued primitive art objects were appraised at an average of more than 
20 times their true value, according to the panel." id p 101. 

2. Generally, Pub L 98-369, SEC. 155. (a); specifically, {a)(4) and (5). 

3. 

4. 

5. 

6. 

The panel, comprised of art dealers, scholars, museum officials, and an 
auction-house representative, meets periodically in Washington, DC, to assist 
the IRS in determining the fair market value of art for which a charitable 
deduction is sought. 

Pub L 98-369, SEC. 155. (b)(2). 

See, generally, Pub L 98-369, SEC. 155. (c)(2). 

Pub L 98-369, SEC. 155. (a)(4)(A)-(F). 

7. Form 8283, Noncash Charitable Contributions. 

8. Internal Revenue Code, Reg. Sec. 1.170A-13(c)(4)(iii). 

9. One of these skeptics is Mr. Alain Joyaux, curator of art at the Ball State 
University Gallery in Muncie, Indiana. 

10. Form 8282, Donee Information Return. 

11. A two-part article entitled "Appraising the Appraisers," in the November and 
December, 1983, issues of Art News does an excellent job of detailing former 
abuses in the areas of conflict of interest and documentation. 

12 Internal Revenue Code, Reg. Sec. 1.170A-13(c)(5) et seq. 

13. A very helpful booklet on the subject of the requirements of the new 
regulations is Gifts of Property: A Guide For Donors and Museums, recently 
published by the American Association of Museums, which includes a 
complete printing of the regulations. The booklet does contain one important 
error, however. In writing about the penalties under the new regulations, the 
authors state that the overvaluation penalty is triggered when the over
valuation is by 150 percent or more of the actual value of the property. The 
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true figure is 50 percent. Finally, the booklet appears to conclude that 
museums should never be held to agree with donor valuations: "For museums, 
the stipulation that an appraiser cannot be the donee strengthens their 
position that a museum ought not to be a party to determining or verifying 
the values donors claim for gifts." 
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SBT- TAX BASE INCLUDES LEASEHOLD BONUS COSTS 

Pre-lease bonus costs paid to lessors of oil property are deemed royalties regardless 
of whether or not the land is productive, and are to be included in the SBT tax base. 

Total Petroleum, Inc., v Michigan Department of Treasury, MTT Docket No. 74072, 
(March 21, 1986). 

FACTS: Petitioner, in computing its single business tax base, did not add back to 
federal taxable income pre-lease bonus costs paid to lessors of unproductive 
property. Pre-lease bonus costs. are paid to a land owner as consideration to 
execute a lease allowing petitioner to explore and develop oil and gas reserves. 
Petitioner amortizes these pre-lease bonus costs over the life of the lease if the 
property is productive. When the property is unproductive, Petitioner either 
terminates the lease or allows it to expire, and writes off any undepleted lease
bonus costs as a loss. Respondent assessed a deficiency claiming that Petitioner 
incorrectly computed his tax base by failing to add these write offs as royalties. 
Petitioner argues that: 1) these costs are not royalties under the Single Business 
Tax Act; 2) the concept of "value-added" is inconsistent with the land being 
unproductive and thereby valueless (generally only costs of production are added 
back under the "value added" concept), and 3) that oil producers would be penalized 
by not being able to recover costs expended on unproductive land through the 
depletion allowances. Respondent claims that the definition of royalty is set forth 
in the Internal Revenue Code (IRC) and case law, and it includes pre-lease bonus 
costs. The hearing officer granted Petitioner's motion for summary judgment 
concluding that the theory of value added goes against the idea of pre-lease bonus 
costs on unproductive property being added to the tax laws. Respondent appeals. 

HELD: Reversed. Pre-lease bonus costs are royalties regardless of whether the 
land is productive or not. The Tribunal looked at the Single Business Tax Act which 
provides that terms not defined within the Act shall have the same meaning as used 
in the federal tax laws. The term royalties is not defined in the Single Business Tax 
Act but is defined in federal case law. Federal case law provides that cash bonuses 
are advance royalties regardless of whether the property is productive or not. 
Furthermore, oil producers are not penalized by treating pre-lease bonus costs as 
royalties. Treating the costs as royalties does not discourage exploration and 
development of oil properties. They do serve a purpose by allowing the privilege to 
drill if desired and the SBT provides additional incentives to recoup the loss by 
drilling for oil if feasible. 
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SBT - EXEMPTION FOR INSURANCE COMPANY ALSO APPLIES TO ITS 
LEASEHOLD INCOME 

An insurance com an 's leasehold income is in the normal conduct of its business 
and is excluded from the single business tax SBT). 

Northwestern Mutual Life, Inc. v Michigan Department of Treasury, MTT Docket 
No. 91324, 91446, (April 2, 1986). 

FACTS: Petitioner, a foreign insurance company, had leasehold income from its 
wholly owned subsidiary. Petitioner routinely invested in real estate to earn 
income and protect policy holder investments. The subsidiary paid SBT on its own 
operations. Respondent made assessments claiming that Petitioner's leasing of real 
property was a business activity subject to SBT. Petitioner argued that the real 
estate investment is an integral part of its insurance business which is exempted 
from SBT. Insurance carrier services exempted include services performed in the 
normal conduct of the insurance business whether or not such services are 
performed in connection with an insurance contract. Further, Michigan statutes 
provide that an insurance company may loan or invest its funds in any investment. 

HELD: Assessments cancelled. The investment income of an insurance 
company is an integral and essential part of its business. It is not subject to SBT. 
The Tribunal found Petitioner's argument persuasive in both statutory and case 
law. The rental income is an integral part of Petitioner's insurance business. 
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INCOME TAX- MORTGAGE INTEREST NOT DEDUCTIBLE 

Interest received on a land contract sale cannot be offset by mortgage interest 
paid. 

James E. & Christine M. Porro v Michigan Department of Treasury, MTT Docket 
No. 97498, (March 27, 1986). 

FACTS: Petitioners sold their residence on land contract because of a non
transferable mortgage and lack of prospective buyers due to high interest rates. On 
their federal income tax return, Petitioners reported the interest income received 
and deducted their mortgage interest paid on Schedule A. On the Michigan return, 
Petitioners subtracted out the mortgage interest paid to arrive at adjusted gross 
income (AGI). Petitioner's postition was that the transaction was a wash with no 
net gain realized, and that they were in an agency position similar to an escrow 
fund. Respondent made an assessment disallowing the mortgage interest expense 
deduction fromAGI. Respondent argued that the Internal Revenue Code (IRC) 
specifically includes interest income in AGI, but not a deduction for interest 
expense in arriving at AGI. Michigan does not allow for itemized deductions, so 
that adjustment should be disallowed, the assessment upheld. 

HELD: Assessment affirmed. Interest expense cannot offset interest income 
included in AGI. The statutes are very specific in including interest income in AGI 
without providing for the expense deduction. Although inequitable in this situation, 
the law is very clear. 
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SPECIAL ASSESSMENTS - PERSONAL PROPERTY 

Special Assessments can be levied for various public services on real property but 
not on personal property. 

Ford Motor Co. v Redford Township, MTT No. 84500 Decided: April 30, 1986. 

FACTS: Petitioner, Ford Motor Co., states that special assessments were 
imposed against its personal property for the 1983 to 1985 tax years. Special 
assessments are used to defray the costs of police, fire, street lighting and garbage 
collection. Petitioner states that special assessments against personal property 
violate statutory and case law and therefore seeks a refund. Respondent, Redford 
Township, states that the impositions are taxes rather than special assessments and 
that they benefit the entire township. 

HELD: Reversed. The impositions are special assessments and not taxes. 
Special assessments against personal property, rather than real property, are 
improper. Through enabling statutes, Townships can create special assessment 
districts to impose special assessments for various township services, but these 
assessments can only be levied against land. Blake v Metropolitan Chain Stores, 
247 Mich 73 (1929). Special assessments are a type of tax but are treated 
differently than taxes. Imposition of a charge on all real and personal property in a 
prescribed area is a tax, not an assessment. Petitioner is entitled to a refund for 
the special assessments imposed on the subject personal property with interest. 

53 



MICHIGAN TAX lAW jOURNAL 

TAX DEFICffiNCY ASSESSMENT - REASONABLE AND FAIR CALCULATION 

In reconstructing income for tax purposes, reconstruction must be based on a 
reasonably fair method which results in a realistic estimate of tax deficiency. 

Alfonso and Jesus Saucedo v Michigan Department of Treasury, MTT Docket No. 
84413, Decided: April 17, 1986. 

FACTS: Petitioners dispute the Single Business Tax (SBT) and Use Tax 
assessments on their hotel for a three year period from 1979 to 1982. Petitioners 
did not provide books or records for a tax audit. The Detroit Police Department 
(vice squad) executed a search warrant on the hotel and seized registration cards 
relative to the rental of some of the rooms. Respondent's auditor used the seized 
registration cards, which covered a 14 day period in 1982, to determine room 
rentals and the tax deficiency at issue. 

Petitioners claim that Respondent used an arbitrary and unreasonable method 
to reconstruct Petitioners gross income. Petitioners contend that the two week 
period represented extraordinary business activity due to Detroit's first Grand 
Prix. Respondent states that assessments based on allowable information must be 
affirmed when the taxpayer fails to rebut the prima facie correctness of the 
assessment. Respondent also states that the audit carries a presumption of validity 
which the taxpayer bears the burden of refuting. 

HELD: Reversed. The tax deficiency must be recomputed. Petitioners did 
understate room rentals but Respondent failed to use a reasonably fair method 
which results in a realistically acceptable estimate of tax deficiency. By law, 
Petitioners are required to maintain sufficient records to enable a proper 
determination of Single Business Tax and Use Tax liability. Since petitioners did 
not do this, Respondent was authorized to make an assessment based on available 
information. But the statutes do not authorize arbitrary assessments. The 14 day 
time period is too limited to determine a three year tax deficiency and is therefore 
rejected. A more fair and realistic time period is six months (181 days) which 
includes the 14 day period covered by actual seized receipts. Furthermore, 
Petitioners' proofs have overcome the presumption of validity of the tax deficiency 
assessment. The applicable statutes are MCLA 208.1 et seq for the Single Business 
Tax and MCLA 205.91 et seq for the Use Tax. 
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