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Dear Taxation Section Members: 

I am delighted and honored to serve as the Chairperson of the Taxation Section 
for the 1998-99 year. My immediate predecessor, George Gregory, did a superb job in 
this post, and I hope that I am able to perform the tasks ofthis job as well as George did. 

The new officers of the Section are: Vice Chairperson Joseph A. Bonventre, 
Treasurer James H. Novis, and Secretary Eric T. Weiss. All are seasoned veterans of the 
Taxation Section Council and bring with them enormous talents and abilities. In 
addition, the Council this year adds three superb tax lawyers, Jay A. Kennedy, Mark E. 
Rizik, and Kaplin Jones, to its ranks. 

The committee structure for the Section has this year undergone a slight 
transformation. In recognition of the substantial overlap between corporate and 
partnership taxation, the former Partnership and Corporation Committees have been 
combined into a new Business Entities Committee which is chaired by Tom Spillane. 
Mike Love has taken over the duties of the Estates and Trusts Committee, and Alice 
Naski and Sherrill Wolford have taken on the responsibility of running the International 
Committee. I urge you to become involved in the committee of .your choice. The 
vitality of this Section depends upon it. 

The Section's Summer Tax Conference continues to grow in popularity. For 
1999, the Conference will once again be held at the Grand Traverse Resort in Traverse 
City, Michigan, on July 7-8. Many of the speakers for the Conference have already been 
secured and look forward to the opportunity of speaking to our Section. I hope you will 
join us in 1999 for what has truly become the crown jewel of the Taxation Section's 
programmmg. 

In the coming year, the Section faces a number of challenges. Notwithstanding 
the attempts at achieving simplicity in the Internal Revenue Code, complexity abounds. 
Moreover, the legal profession in general, and the tax practice in particular, faces 
competition from accountants, financial planners, and other professionals. This Section 
will meet those challenges as long as it continues to focus upon excellence, dedication, 
commitment, and integrity. I urge you all to take an active role in the Section to 
preserve the dignity and longevity of our chosen profession. 

Robert R. Stead, Chairperson 
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Report of the Business 
Entities Committee 
Thomas B. Spillane, Jr., Chairperson 
Dykema Gossett PLLC 
1577 North Woodward Avenue, Ste. 300 
Bloomfield Hills, Michigan 48304-2820 
(248) 540-0754 

1. Recent Activities. 
The Business Entities Committee 
held its last meeting in Lansing on 
September 16, 1998 as part of the 
State Bar Annual meeting. Jay 
Kennedy and Tom Spillane presented 
informative material covering "Cur
rent Tax Developments for Corpora
tions, Partnerships and LLCs." 

2. Future Meetings. 
The next meeting of the Business 
Entities Committee will be ajoint 
meeting with the Federal Tax Aspects 
of Real Estate Section of the Real 
Property Committee. The meeting 
will be held on February 3, 1999 at 
the offices of Dykema Gossett, 1577 
N. Woodward, Bloomfield Hills. The 
meeting will feature a discussion on 
recent developments involving corpo
rate and partnership taxation. As 
always, I am looking for additional 
suggestions for topics to be covered at 
any future meetings. 

3. Feature Article. 
I encourage you to read the feature 
article "Is There a QSSS in Your 
Future?" in this edition of the Michi
gan Tax Lawyer, which was submit
ted by Eric Carver on behalf of the 
Business Entities Committee. The 
article is very informative and dis
cusses the uses of Qualified Subchap
ter S Subsidiaries which have become 
popular recently as a result of new 
legislation. 

Report of the Employee 
Benefits Committee 
Charles Lax, Chairperson 
Maddin, Hauser, Wartell, Roth, Heller & 
Pesses 
28400 Northwestern Highway 
P.O. Box 215 
Southfield, Michigan 48037-0215 
{248) 827-1877 

1. Recent Activities. 
The Employee Benefits Committee 
met on Tuesday, November 10, 
1998. The meeting was held at the 
Novi Hilton with sixty members in 
attendance. Robert Jogan, District 
Supervisor, United States Depart
ment ofLabor-PWBA, was in atten
dance and his comments covered 
the following topics. . 

• Overview of activities by the 
DOL-PWBA 

• Investigations of fiduciary 
breaches in 401K plans 

• Disclosure of fees to participants 
in 401K plans 

• Current services provided by 
DOL-PWBA 

2. Future Meetings. 
The next meeting of the Employee 
Benefits Committee will be held in 
January or February of 1999. The 
program will be a series of presenta
tions by committee members on 
topics of interest. Any committee 
member interested in participating 
in a presentation should call me 
immediately. 

Reports 
from the 

Committees 
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Report of Estates 
and Trusts Committee 
Michael 0. Love, Chairperson 
National City Bank of Michigan/Illinois 
1 001 South Worth Street 
Birmingham, Ml 48009 
(248) 901-3979 

1. Recent Activities. 
a. The committee held a meeting on 

September 16, 1998 in conjunc
tion with the annual meeting of 
the State Bar of Michigan. Mr. 
Brian M. Trindell of the Internal 
Revenue Service was the fea
tured speaker. Mr. Trindell 
noted that he was not making 
definitive statements on IRS 
policy but providing helpful 
information on estate and gift tax 
compliance topics. Mr. Trindell's 
remarks on IRS review of estate 
and gift tax returns were timely 
and informative. A give and take 
between Mr. Trindell and several 
committee members highlighted 
issues of interest to many practi
tioners and gave Mr. Trindell 
opportunities to share insight 
into IRS procedures. Mr. 
Trindell also gave information on 
changes in IRS processing of 
returns expected to be imple
mented in the near future, par
ticularly consolidation of return 
handling and review. 

b. The committee held a general 
meeting on December 7, 1998 
with 20 members and guest in 
attendance. Discussions covered 
potential presentation topics for 
the coming year, meeting ar
rangements and the exploration 
of the feasibility of multi-site 
meetings utilizing telephone or 
video conference links. Suggested 
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topics for future meetings 
include: a review of fiduciary 
income tax developments, an 
examination of the new Estates 
and Protected Individuals Code, 
gifting strategies dependant on 
low AFRs, estate planning for 
employment benefits, and sales 
to defective trusts. In addition, 
Henry Lee and George Gregory of 
the law firm of Lee, Gregory and 
Sternberg, P.C. provided a review 
and interpretation of the Code 
Section 2057 deduction for quali
fied family owned business inter
ests. Qualification requirements 
and tax traps were identified and 
planning strategies (some involv
ing extensions of basic estate 
planning principles and others 
unique to this code section) were 
discussed. 

2. Future Meetings 
The next committee meeting is 
planned for January 25, 1999 at 
3:00p.m. at the National City Center, 
1001 South Worth St., in Birmingham 
with a potential teleconference link 
at National City's offices on the 
5th floor of the IBM Building at 
120 N. Washington Square in 
Lansing, with the later depending 
upon the interest in the Lansing 
hookup. Andrew M. Savel will 
continue his tradition of annual 
presentations by speaking at that 
meeting on the topic of fiduciary 
income and related tax developments. 

f) 
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Report of the 
International Tax 
Law Committee 
Alice M. Naski, Co-Chairperson 
Deloitte & Touche 
600 Renaissance Center 
Detroit, Michigan 48243 
(313) 396-3446 

Sherrill D. Wolford, Co-Chairperson 
Dykema Gossett 
400 Renaissance Center 
Detroit, Michigan 48243 
(313) 568-6849 

1. Recent Activities. 
The most recent meeting of the Inter
national Tax committee was held at 
the State Bar of Michigan Annual 
Meeting on September 16, 1998. The 
featured speakers were: (i) Judy 
MeN amara, a Senior Manager in 
KPMG's International Tax Services 
group in Detroit on the export advan
tage tax programs and U.S. Foreign 
tax credit planning; and JoAnn 
Chavez, also a Senior Manager in 
KPMG's International Tax Services 
group in Detroit on international tax 
matters including Latin American tax 
and mergers and acquisitions. 

2. Future Meetings. 
The next meeting of the International 
Tax committee will be a joint meeting 
on January 20, 1999 with the Inter
national Law Section of the State 
Bar. The meeting will be a half-day 
seminar on The Asian Currency 
Crisis. In addition, members of the 
International Tax Committee are 
encouraged to contact Alice or Sherrill 
if they have suggestions for topics or 
speakers for future meetings, or if 
they would be interested in either 
speaking at a meeting or submitting 
an article for the Michigan Tax Lawyer. 

Report of the Practice 
and Procedure 
Committee 
Aaron H. Sherbin, Chairperson 
Finkel, Whitefield, Selik, Raymond, 
Ferrara & Feldman, P.C. 
32300 Northwestern Hwy., Ste. 200 
Farmington Hills, Michigan 48334-1567 
(248) 855-6500 

No Report 

Report of the State and 
Local Tax Committee 
Joanne B. Faycurry, Chairperson 
Miller, Canfield, Paddock & Stone, P.L.C. 
150 West Jefferson, Ste. 2500 
Detroit, Michigan 48226-4415 
(313) 496-7678 

1. Recent Activities. 
a. At the 63rd Annual Meeting of 

the State Bar of Michigan in 
Lansing on September 16, 1998, 
the State and Local Tax Commit
tee and the Practice and Proce
dure Committee of the Taxation 
Section jointly sponsored a semi
nar relating to Topics of Current 
Interest. The featured guest 
speaker was June Summers 
Haas, Director of the Legal and 
Hearings Division ofthe Revenue 
Division of the Department of 
Treasury. Ms. Haas gave an 
insider's view on how the Depart
ment of Treasury develops its 
administrative rules, revenue 
administrative bulletins and 
other published positions. She 
explained the Department's 
working relationships with 
taxpayer groups and how they 
can provide input on developing 
policy positions. Ms. Haas ex
plained how the Department 
works to disseminate information 
to the taxpayer public and where 
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the public can find new informa
tion releases by the Department. 
A tour of the new Treasury web 
site was provided. Ms. Haas also 
provided an in-depth review of 
the subject matters currently 
being studied by the Department 
and gave a preview of subjects 
that will be looked at in the near 
future. Topics that may be 
covered by upcoming technical 
corrections legislation was also 
previewed. 

For those who were unable to 
attend the seminar, but would 
like to receive copies of the 
handouts from the seminar, 
please contact Marie Fiocchi, 
secretary to Joanne Faycurry, 
Chairperson of the State and 
Local Tax Committee, at (313) 
963-6420, ext. 2443. 

b. The State and Local Tax 
Committees of the Taxation 
Section and the Real Property 
Law Section of the State Bar 
held a joint meeting on October 
14, 1998. The featured guest 
speakers were Cheryl C. Ruppal, 
Administrator of the Single 
Business Tax Division for the 
Department of Treasury; James 
L. Bengel, Manager of Opera
tions of the Single Business Tax 
Division of the Department of 
Treasury; Dale P. Vattel, Admin
istrator of the Sales, Use and 
Withholding Taxes Division of 
the Department of Treasury; and 
William Fowler, Administrator of 
the Property Tax Division. The 
speakers discussed administra
tion of, and recent developments 
and issues relating to the Real 
Estate Transfer Tax, the Prop
erty Tax Assessment Cap under 
the General Property Tax Act, 
and the Single Business Tax Act. 
Specific questions and concerns 
relating to the Real Estate 
Transfer Tax were provided the 
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speakers in advance of the meet
ing and were addressed by the 
speakers at the meeting. 

For those who were unable to 
attend the meeting, but would 
like to receive copies of handouts 
from the meeting, please contact 
Marie Fiocchi, secretary to 
Joanne Faycurry, Chairperson of 
the State and Local Tax Commit
tee, at (313) 963-6420, ext. 2443. 

2. Future Meetings. 
The next meeting of the State and 
Local Tax Committee will be held in 
late winter, early spring, 1999. 

If you are not already on the mailing 
list and would like to be included, 
please contact Marie Fiocchi, secre
tary to Joanne Faycurry, Chairperson 
of the State and Local Tax Commit
tee, at (313) 963-6420, ext. 2443. 

~~ . . ';} 
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Random Observations on Current Developments 
of Nonlawyer Practice of Law 
By Walter J. Russell 

Recently, there has been a great 
~eal of interest in defining the limita
tl?ns o~ nonlawyers in representing 
chents m the tax area. This discus
sion has led to heightened interest as 
to t~e function of attorneys, lawye;s, 
certified public accountants, enrolled 
agents and tax preparers in the 
preparation of tax returns and deter
mining tax liability through both 
administrative and judicial processes. 

. Initially, nonlawyers were recog
mzed to perform "ministerial" func
tions in the tax area such as prepara
tion of tax returns, as opposed to 
those of legal interpretations. As 
statutory enactments became more 
involved, return preparers became 
more and more aggressive in the 
areas covered by their practice. 
Circular 230 was an attempt to 
codify the rules of practice. 

It is clear that federal agencies 
have the right to determine who and 
to what extent both lawyers and 
nonlawyers can practice before it. 
This q~estion was finally decided by 
the Umted States Supreme Court in 
Sperry v State of Florida Ex Rel. The 
Florida Bar, US 379, 10 Led 2d 428 
83 S Ct 1332 (1963). ' 

As the internal procedures of the 
IRS became more involved, we find 
nonlawyers not only discussing tax 
matters with Revenue Agents, but 
also before quasi-judicial agencies 
such as Appellate, supposedly an 
independent agency within the 
Treasury Department, and not an 
arm of the IRS. 

On the other hand, practice before 
the courts has been limited to per
sons representing themselves or 
those represented by attorneys. The 
fundamental test of admission of an 
attorney to the bar of the Tax Court 
and other federal courts, has been 

that the attorney is a member in good 
standing of the bar in their state. 
There is no requirement of any spe
cialized knowledge in the tax area. 
Rule 81 of the Tax Court allows 
practice of others, only upon written 
an~ oral examination. Neither corpo
ratiOns nor firms are admitted to 
practice or recognized by the Tax 
Court. The Court of Claims does 
not allow practice by nonlawyers 
(Rule 81). 
··· The large number of pro se cases 
being filed and the large amounts 
often involved, leads one to suspect 
that accountants and accounting 
firms have been filing these matters 
if only to retain jurisdiction of the ' 
Appellate Division where they can 
practice for a substantially longer 
period of time. 

Historically, the legal profession 
and the accounting profession had 
different roots. The legal profession 
has its roots in common law. The 
accounting profession evolved out of 
what was once "bookkeeping." As the 
name "Certified Public Accountant" 
implies, the material it produces is by 
such association accurate and can be 
relied upon independent!~. The CPA's 
first duty is to the public. It is a 
sorely needed profession, and without 
certified financial statements, unse
cured bank loans, public offerings of 
stock and stock exchange transac
tions would hardly exist. 

On the other hand, the lawyer's 
relationship with the client is pri
mary, and carries with it the assur
ance of the client that what is told the 
lawyer is in utmost confidence sub
ject only to the lawyer's duty t~ the 
court with respect to misrepresenting 
or misleading the court. 

Because of the expansion and 
complication of the Internal Revenue 
Code, preparation of most business 
or other large tax returns requires 
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expertise in both accounting and in 
law. As the tax laws became more 
and more complicated, accounting 
firms felt the need of in-house coun
sel to guide them through the prepa
ration of returns and the interpreta
tion of tax law. At the same time, 
lawyers were slow to meet the needs 
of the business community in tax 
areas. As a result, accountants 
assumed more and more of the role 
oflegal advisor with respect to tax 
matters. 

The last decade has seen five of the 
largest accounting firms in the 
United States either merging or 
forming associations with accounting 
firms outside the U.S. Many foreign 
countries allow multidiscipline prac
tices between lawyers and accoun
tants, and these firms are allowed a 
much broader practice evolving into a 
nearly complete civil practice oflaw. 
In the U.S. we have traditionally had 
rules against multidiscipline prac
tices. This is true in every jurisdic
tion, with the exception of the Dis
trict of Columbia. Ethics opinions 
of the ABA discourage formation of 
professional relationships between 
lawyers and non-lawyer accountants, 
which involve procedures for legal 
services. Likewise, accountants in 
the Big Five accounting firms have 
skirted on the edge of legal practice. 
It is very common to find accounting 
firms producing buy and sell agree
ments, estate planning documents 
and opinions by accountants, some
times disguised as "firm opinions." 
Today, accounting firms employ over 
2,500 lawyers, and it is expected to 
double in the next two years. 

The bar has always viewed lawyers 
working in accounting firms as not 
being involved in the practice of law. 
They were accountants and their 
relationship did not involve the 
attorney client privilege. However, 
lawyers working for accounting firms 
naturally use their legal background 
and experience in handling the 
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accounting client's needs, including 
preparation of documents. 

Recently, partners and employees 
of accounting firms who were also 
attorneys, began representing clients 
of the accounting firm in litigation 
before the Tax Court. There are two 
problems involved in this type of 
relationship. The first is the giving 
of legal advice prospectively or for 
that matter retrospectively in tax 
matters. The second is in being an 
advocate for the accounting firm 
client before agencies and courts. 
Accounting firms have been allowed 
almost full range of practice before 
agencies - that is, under Circular 
230 they are allowed to represent 
clients to the Appellate Division. 

One of the earlier cases is Agran 
v Shapiro, 273 P.2d 619 (1954). 
This is a case not involving the right 
to appear before the IRS, but the 
attempt to distinguish what areas of 
tax practice constituted the practice 
oflaw. This case has been cited on 
numerous occasions, and is a good 
fundamental statement as to the 
distinguishing features between the 
ministerial accounting function and 
the legal function. 

This case was an action to recover 
compensation for accounting services 
in preparing tax returns. One of the 
issues involved the application for 
carry-back adjustments of loss and 
resisting an additional assessment 
on the grounds that such loss would 
not constitute a net operating loss 
within the carry-back proVisions of 
the Internal Revenue Code. The 
court determined that in addition to 
performing services in a court of law, 
the practice of law included legal 
advice and counsel and the prepara
tion oflegal instruments, and con
cluded that the question involved 
was purely one oflaw. 

The accountants argued that if the 
legal service was only incidental, it 
would not constitute the practice of 
law. The court stated that the mere 
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fact of being incidental is by no 
means decisive, and went on to state 
that often problems arise which 
require the attention of an accoun
tant and a lawyer, and that each 
profession should enlist the services 
of the other if the question involved 
required the expertise of both disci
plines. 

State courts have been asked to 
rule on the demarcation line between 
ministerial duties ofthe accounting 
firms, and the practice oflaw. In the 
Matter of the Application of New 
Jersey Society of Certified Public 
Accountants, 507 A 2d 711 (NJ 1986), 
the accountants sought a review of 
an opinion of the New Jersey bar 
Committee on the Unauthorized 
Practice of Law, as to whether or not 
the preparation of inheritance tax 
returns by nonlawyers would consti
tute the unauthorized practice oflaw. 
The supreme court held that it would 
not, so long as the accountant noti
fied the client in writing before work 
is commenced that review of the 
return by a qualified attorney may be 
desirable because of possible applica
tion oflegal principles to preparation 
of the tax return. The court further 
stated that the reason for this regula
tion was to serve the public's right to 
protection against unlearned and 
unskilled advice in matters relating 
to the science of the law. 

The court then went on to analyze 
each schedule of the return. It con
cluded that the preparation of an 
Inheritance Tax Return is so de pen
dent on the correct application of 
legal principles, that even though 
most certified public accountants are 
qualified by training and experience 
to prepare them, they should be 
aware of the boundaries of their own 
professional skills and recommend 
consultation with counsel whenever 
the complexities of a particular 
return indicate legal advice is desir
able. No mention is made in this 
opinion, of lawyers who may be 

working for accounting firms. 
Florida Bar's Standing Committee 

on Unlicensed Practice of Law 
brought an action in the state su
preme court regarding nonlawyer 
practice in the pension field. The 
Committee petitioned the court to 
approve an opinion that nonlawyers 
involved in the area of designing and 
preparing of pension plans and advis
ing clients is the unlicensed practice 
oflaw. The court held that the record 
was not sufficient to justify the pro
posed opinion, and stated that prepa
ration of pension plans was regulated 
by ERISA, and nonlawyers and 
certified public accountants are 
authorized to prepare and present 
such plans to the IRS. Further, that 
preparation of pension plans is rou
tinely carried out by nonlawyers 
(presumably actuaries), and they are 
entitled to practice in this area. Thus, 
Federal law preempted the state from 
taking action, even though the court 
admitted that preparation and admin
istration of plans is a field of practice 
that requires the knowledge and 
expertise of lawyers, among others. 

The court did find that preparation 
of plans require several professional 
disciplines, and the court stated that 
it must try to avoid arbitrary classifi
cations and focus instead on the 
public's realistic need for protection 
and regulation, citing Application of 
N J Soc'y of Certified Pub. Accoun
tants, 102 N J 231, 237, 507 A 2d 711, 
714 (1986). The court went on to find 
that the proposed opinion did not 
violate antitrust laws, but failed to 
offer any guidance as to what public 
protection should be and what the 
definitive areas of each discipline 
was. The bar was overwhelmed by 
appearances from the National Asso
ciation of Underwriters, Florida 
Bankers Association, Conference of 
Actuaries in Public Practice, and 
attorneys from most major law firms 
representing national accounting 
firms. 
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Arthur Anderson, a Big Five 
accounting firm, hired practicing 
lawyers as litigators to try cases for 
Arthur Anderson clients. Most had 
prior experience in District Counsel's 
office. The clients were billed by 
Arthur Anderson, although the 
attorneys evidently appeared in their 
own names, and not that of Arthur 
Anderson. In addition, like many 
accounting firms, Arthur Anderson 
had been preparing documents of 
legal import for its clients, such as 
estate planning documents, corporate 
mergers and other proceedings, as 
well as giving tax advice. Texas' UPL 
Committee invoked its subpoena 
authority in the course of the investi
gation conducted by the Dallas UPL 
Subcommittee. Arthur Anderson 
employed counsel and announced 
that it was fully prepared to make a 
lengthy presentation, supported by 
expert witnesses, addressing the legal 
and factual basis of the allegations. 
A hearing was held and the Commit
tee announced that it was going to 
dismiss the complaint, largely on the 
basis that the law firm hired by 
Arthur Anderson had "overwhelmed" 
the Committee with its extensive and 
costly discovery plan. For Arthur 
Anderson's position, see Letters 
to the Editor from John Niemann 
Southwest Regional Managing 
Partner, Arthur Anderson LLP in 
the November 30, 1998 issue of Tax 
Practice. The case was dismissed, 
but there was no determination with 
respect to the litigation claim. The 
Tax Court, in determining whether a 
lawyer may appear before it, will only 
determine that the person is a lawyer 
in good standing to practice before it. 
It makes no determination beyond 
that. The Texas UPL Committee 
consisted basically of volunteer 
lawyers with no financial backing to 
hire counsel. There was no determi
nation on the merits of any of the 
claims, as to whether they consti
tuted the practice of law. The only 
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conclusion to be reached is that any 
action involving unauthorized prac
tice oflaw by a national or interna
tional accounting firm, will be met 
not only with vigorous opposition, 
but with opposition designed to 
overwhelm any bar association 
or any action that does not have 
substantial financial and other 
resources available. 

The American Bar Association 
became interested in the extent of 
nonlawyer practice throughout the 
legal system, and a Special Commis
sion was appointed in September of 
1992. A mandate of the Commission 
was to conduct research, hearings 
and deliberations to determine the 
implications of nonlawyer practice for 
society, the client and the legal 
profession. The scope of the Commis
sion was much broader than tax law, 
and related not only to client protec
tion, but cost of services, etc. The 
basic conclusions and recommenda
tions of the Commission were: 

1) Prose representation is a right 
in legal proceedings; 

2) That the First Amendment 
protected the right to publish 
self-help manuals, and that this 
was not the practice of law; 

3) That nonlawyers working under 
the direct supervision of lawyers, 
including independent contrac
tors, should be allowed to do such 
tasks as the lawyer assigns to 
them, subject to the general 
responsibility of the lawyer 
to the client. 

4) With regard to the activities of 
all other nonlawyers, states 
should adopt an analytical ap
proach in assessing whether and 
how to regulate various forms of 
nonlawyer activity that exist or 
are emerging in their respective 
jurisdictions. Criteria for this 
analysis should include the risk 
of harm these activities present, 
whether consumers can evaluate 
providers' qualifications, and 

f) 
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whether the net effect of regulat
ing the activities will be a benefit 
to the public. The highest court 
in a jurisdiction should take the 
lead in examining specific non
lawyer activities within the 
jurisdiction, with the active 
support and participation of 
the bar and the public. 

Inherent in the findings was the 
testimony/of many witnesses that in 
various fields of law, including tax 
matters, the clients felt most comfort
able with accountants, because many 
lawyers did not possess the necessary 
expertise in tax matters. 

The ABA has evidenced growing 
concerns over CPA firms intruding 
into the practice oflaw. It recently 
created of 12-member Commission on 
Multidisciplinary Practice to gather 
facts to determine whether multi
disciplinary practice is appropriate. 
The Commission has a mandate to 
look at the issues from the standpoint 
of the public's best interests. 

On July 22, 1998 a new provision 
was added to the Internal Revenue 
Code, § 7525, entitled "Confidential
ity Privileges Relating to Taxpayer 
Communications." Under prior law, 
there was no privileged communica
tion between the client and autho
rized tax practitioner, except those 
that were protected by the attorney 
client privilege. The accounting 
profession has long sought some form 
of privilege with respect to client 
relations, similar to those that attor
neys enjoy. Section 7525 creates a 
new statutory, confidentiality privi
lege for communications between 
taxpayer and "any federally autho
rized tax practitioner" concerning 
"tax advice." "Federally authorized 
tax practitioners" are the persons 
described in Circular 230 as subject 
to regulation. One point that seems 
to be unanswered by the statute is 
can accountant client privilege be 
used to protect the accountant from 
preparer penalties? Certainly, ag-

gressive tax preparing involves the 
giving of tax advice. The penalties to 
a preparer can be very severe, includ
ing penalties under §6662 involving 
adequate disclosure of a non-frivolous 
position, lack of good faith, and willful 
and reckless conduct, and referral to 
the Director of Practice for sanctions 
against practice under Circular 230. 
Section 7525 does not address this 
question, but sooner or later tax 
preparers and accountants will invoke 
this privilege. 

Although the new communications 
privilege is partly defined by refer
ence to the attorney client privilege, 
it is not the same. While the attorney 
client privilege has its roots in the 
common law, the new privilege for 
other practitioners is cr€ated by 
statute. Therefore, the extent of this 
privilege will not be known until 
there has been regulatory and judicial 
interpretation. There is every likeli
hood that the privilege will be nar
rowly defined, as both Treasury and 
the IRS were "lukecold" in its adop
tion, feeling it would create more 
problems than it would solve. Offi
cials at the Service and in the Trea
sury Tax Office have publicly opposed 
it, including Donald C. Lubbock, 
Secretary Treasury for Tax Policy. 
Other agencies of the federal govern
ment will undoubtedly be offering 
insights into areas where the privi
lege should not extend to accounting 
firms, particularly where it involves 
submissions to the Security and 
Exchange Commission and other 
federal agencies. The confidentiality 
of tax advisers is not protected in 
other civil proceedings. Therefore, 
there are many questions that will 
need to be considered in writing 
Regulations, such as what is meant 
by "tax advice," "communications, and 
"loss or waiver of the ability to claim 
privilege." Undoubtedly, communi
cations with respect to reasonable 
reliance may still require opinions 
of counsel as to legal implications of 
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actions by nonlawyer practitioners. 
Court decisions will be needed to 
determine the full extent of accoun
tants' privilege. 

To date, 17 states have adopted 
full accountant client privilege in tax 
matters, and 39 additional states 
have adopted some form of limited 
privilege. These acts have not been 
adopted under a uniform act, and 
because they differ from state to 
state, there will be the question of 
which privilege will control in 
multistate transactions. In many 
areas and in certain transactions, 
waiver of privilege may be necessary. 
The assertion of privilege may do 
more harm than good, and it will be 
used very haltingly. 

One then asks why it was so impor
tant to the accounting profession that 
such a procedure be adopted? The 
only conclusion that can be reached 
with respect to the strong pressure 
put on the Congress by the accoun
tants for adoption of the privilege, is 
that the accountants want the pres
tige of being put on a supposed level 
with lawyers in tax matters. It will 
allow CPAs and other preparers to 
claim that they have the same profes
sional standing before the IRS as 
lawyers. It is more of a marketing 
tool than a safeguard to the client. It 
may be seen that in many instances 
its use can only result in additional 
litigation and problems to the client's 
interest. 

The accounting profession, and 
particularly the large accounting 
firms, are adopting a policy of plant
ing themselves firmly across the 
entire field oflaw practice in the area 
of taxation. Over the years, the 
accounting profession has continued 
to enlarge its area of practice. There 
has not been a great deal of input by 
the legal profession, one of the rea
sons being that the law profession, 
and particularly its tax practitioners, 
are on both sides of the fence. A 
substantial number of active mem-
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hers of the ABA Tax Section, and I 
assume the state bar tax sections, are 
practicing in accounting fields. Al
though the bar has prohibited by 
regulation holding oneself out in dual 
capacities, the bar has not enforced 
these regulations to any extent. 

In examining this problem of 
nonlawyer practice, the bar must 
always keep the public interest 
paramount. Certainly, the "tax in
dustry" from the preparation of the 
simplest individual returns, to opin
ions on the apportionment of multi
national taxation for a substantial 
multinational industry, has a respon
sibility to see that the public is com
petently, efficiently and economically 
represented. There is a place in the 
tax system for all levels of expertise, 
from publishers of tax manuals to 
the most specialized lawyer. The goal 
should be to recognize the public's 
interest and see to it that the public 
is well enough informed to make 
intelligent decisions in this area. 
The approach of the Federal Trade 
Commission, that all problems can 
be solved by competition, is not only 
naive, but narrowly focused, and its 
approach indicates an utter lack of 
professionalism. Steps should be 
taken to review the impact of the 
antitrust laws in this area; 

There are two distinct problems in 
the tax area which are currently 
facing us. One is preparation of 
returns and practicing before the 
Internal Revenue Service. The other 
is litigation in the courts. Unfortu
nately, the two cannot be completely 
separated. The most difficult task 
that a lawyer faces is coming into a 
case where the development of issues 
at the exam and appeal levels have 
foreclosed other issues that might 
really be determinative of the case. 

We must recognize that profession
als, other than lawyers, have a feder
ally-mandated right to practice before 
the IRS. It is an administrative 
agency. Circular 230 has been very 
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liberal, both in its rules, and in its 
service to tax preparers who appear 
at the Examination level. However, 
that appearance is also a defense of 
the advice given by the tax preparer. 
Secondly, many nonlawyer profes
sions wrongly play the audit lottery 
with client returns. 

Such a position is a serious detri
ment for even-handed enforcement 
of the tax law. The taxpayer does 
not understand the audit lottery and 
the zealous tax preparer often takes 
unreasonable positions hoping to 
escape examination; then when the 
return is chosen for examination, 
blames it on the IRS. There is an 
inherent conflict between the 
preparer's personal interest and that 
of the taxpayer. If the preparer has 
made an error in the return or is not 
competent to understand the issues 
involved, he will undoubtedly attempt 
to place the blame on the IRS, and not 
on himself. 

On the other hand, it would be 
unfair to require the employment of a 
lawyer at all steps of the proceedings 
from Examination on up. The Ser
vice, in examining a return, could 
advise the taxpayer and his preparer 
that the examination involves a legal 
issue and they should seek legal 
counsel. The tax preparer and the 
Service personnel should be aware 
that the preparer's only function is to 
"explain" how the return was pre
pared, and why it was done that way, 
i.e., as a witness. When a Report of 
Examination is issued by the Service, 
the function of the representative of 
the taxpayer requires a higher level 
of competence. Therefore, we should 
consider whether appellate proce
dures should be limited to lawyers, 
accountants and enrolled agents who 
have demonstrated knowledge and 
experience in \both substantive law 
and procedural law. 

The tax bar could institute a pro
gram of informative advertising on 
just what the tax lawyer does and 

why they are important to the sys
tem. The taxpayer would then be 
informed as to when he should con
sult a lawyer. The IRS should also 
include information in its publica
tions, which will educate the public 
on the functions of the various profes
sionals. The non-tax bar also needs 
to be educated. Often personal injury 
and general practice lawyers auto
matically call an accountant when 
the word "tax" comes up. 

The bar and other professional 
licensing agencies also have the 
ability to prevent the practice of law 
by lawyers employed by accounting 
firms, and there are good and suffi
cient reasons for this. Most of the 
lawyers working for accounting firms 
are employed by large, accounting 
firms with separate "tax depart
ments" and audit functions. The 
accounting firms have a duty to the 
public and agencies that protect the 
public interest such as the FTC, SEC 
and state regulatory bodies. The first 
question that must be answered is 
whether an attorney for an account
ing firm has a client relationship to 
the firm's client, or is his principal 
responsibility to the accounting firm? 
The lawyer may be reporting to a 
non-accountant senior partner who 
will dictate the "firm position," and 
the lawyer may not be free to repre
sent the client's interest. The ac
counting firm may have conflicting 
purposes in other jurisdictions for 
other clients, which may compromise 
the attorney's ability to fairly and 
adequately represent the client. The 
attorney's only duty, other tha1,1 to 
the court, should be to his client, and 
the imposition of an accounting firm 
compromises that position. 

Because of this public duty, it is 
questionable whether effective rules 
of confidentiality can be made. An 
example is the aggressive position 
many accounting firms took in the 
80's on tax shelters. They had "firm 
positions" that these tax shelters 
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were defendable, and took an aggres
sive position on tax returns in the face 
of overwhelming evidence. They were 
on both sides of the fence, represent
ing the tax shelter sponsor and advis
ing clients on how to prepare tax 
returns, certainly a conflict of inter
est. Many times in the course of tax 
litigation, lawyers are asked to render 
to the auditors their evaluation of the 
outcome of a case for financial pur
poses. When the lawyer is working 
for the accounting firm, will this be an 
independent opinion, or one that may 
be dictated by the nonlawyer partners 
in the firm to improve the balance 
sheet? 

Not all accounting firms will benefit 
from multidisciplinary practice; only 
the large accounting firms will have 
the financial ability to operate this 
type of practice. Little concern is 
expressed over the problems of the 
small, local accounting firms. It is 
doubtful that they will be able to 
compete effectively with the larger, 
multidiscipline firms. The accounting 
profession should give serious consid
eration if it is to continue its practice 
of concentrating accounting functions 
in a few large firms. Certainly, this 
will drastically change the availability 
of services to small businesses and 
individuals. 

All tax professionals must realize 
that the best solution will be a colle
gial approach to the client's problem. 
The services of accountants, apprais
ers, engineers, lawyers and IRS 
personnel are all needed to see that 
the tax paying public's interests are 
adequately protected. 

Walter J. Russell is an attorney With the 
law firm of Russell & Batchelor located in 
Grand Rapids, Michigan. 
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Is There a "QSSS" in your Future? 
An Exa~i.nation of the Proposed Regulations 
for Quallfted Subchapter S Subsidiaries 
By Eric Thomas Carver that is not an ineligible corporation 7 if 

Introduction an S corporation owns 100 percent of 

Section 1308 of the Small Business the stock of the corporation and elects 

Job Protection Act of 1996 ("1996 to treat the subsidiary as a QSSS.8 

Act")1 modified Section 1361 of the Except as otherwise provided in the 

Code to permit an S corporation to regulations, a corporation for which a 

own 80 percent or more of the stock QSSS election is made is not treated 

of a C corporation and to elect to as a separate corporation and, there-

treat a wholly owned subsidiary as a fore, for purposes of Title 26, all ... the 
qualified subchapter S subsidiary assets, liabilities and items of income legislative 
("QSSS"). In Notice 97-42 the Inter- deduction, and credit of the QSSS ar~ 
nal Revenue Service ("Service") treated as assets, liabilities and items history 

provided interim guidance with of income, deduction, and credit of the accompanying 

respect to the QSSS election and parent S corporation. The legislative the technical 

stated its intention to issue regula- history accompanying Section corrections 
tions under Section 1308 of the 1996 1361(b)(3) indicates that, when the madebyTRA 
Act. Finally, Section 1601 ofthe parent corporation makes the elec- '97 indicates 
Taxpayer Relief Act of 1997 ("TRA tion, the subsidiary is deemed to have that regulations 
'97")3 made a technical correction to liquidated under Sections 332 and 

( Section 1361 to provide regulatory 337 immediately before the election may provide 

authority regarding the consequences is effective. 9 However, the legislative exceptions to 

of an election to be a QSSS.4 history accompanying the technical that general 
corrections made by TRA '97 indi- rule. 

Overview cates that regulations may provide 

Prior to the 1996 Act, Section exceptions to that general rule. 10 

1361(b)(2) prohibited an S corpora- Section 1361 (b)(3)(C) provides that 

tion from owning 80 percent or more any QSSS that ceases to meet the 

of the stock of another corporation. 5 requirements of Section 1361(b)(3)(B) 

The 1996 Act repealed Section will be treated as a new corporation 

1362(b)(2)(A), thereby allowing an S acquiring all of its assets (and assum-

corporation to own 80% or more of ing all of its liabilities) immediately 

the stock of a C corporation. The before the cessation from its S corpo-

1996 Act also added Section ration parent in exchange for the 

1504(b)(8) to prevent an S corpora- subsidiary's stock.11 Section 

tion from joining in the filing of a 1361(b)(3)(D) provides that a QSSS 

consolidated return with its affiliated whose election has terminated (or a 

C corporations. A C corporation successor corporation) may not make 

subsidiary of a S corporation, how- an S election or have a QSSS election 

ever, may file a consolidated return made with respect to it before its fifth 

with its affiliated C corporations.6 taxable year that begins after the 

New Section 1361(b)(3) sets forth first taxable year for which the termi-

the rules governing the requirements nation is effective, unless the Service 

for the consequences of a QSSS consents to the election.12 

election, as well as the consequences 
The Proposed Regulations 

I 
of terminating a QSSS election. 
Under Section 1361, a QSSS is On April21, 1998, the Service pub-

defined as any domestic corporation lished Proposed Regulations ("Prop. 
15 
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f) 
Regs.")13 under the 1996 Act that time the Regulations become final. 
describe the procedures for the elec- The Service has stated, however, that 
tion or termination of the QSSS until these Prop. Regs. are finalized, 
election, and providing rules on the taxpayers should continue to use the 
treatment of C corporation subsidiar- election procedure in Notice 97-4.20 

ies held by S corporations. Consistent An S corporation parent may file a 
with new Section 1361(b)(3), under QSSS election for a wholly owned 
the Prop. Regs., a QSSS is any domes- subsidiary at any time during the 
tic corporation that is not an eligible taxable year.21 The election is effec-
corporation if a C corporation owns tive on the date specified by the S 
100 percent of the stock of such corporation on the election form or, if 
corporation and elects to treat it as a no date is specified, on the date the 
QSSS.14 The 100 percent ownership election form is filed. 22 Unlike the S 

AnS requirement is met "if the S corpora- corporation election, therefore, the 

corporation 
tion is the owner of that stock for QSSS election need not be made 
federal income tax purposes."15 effective as of the beginning of a 

parent may file Therefore, chains of subsidiaries taxable year. 
aQSSS and other multiple subsidiary ar- Prop. Reg §1.1361-1(a)(3) provides 
election for a rangements will not prevent an that the effective date of a QSSS 
wholly owned indirect subsidiary of the parent S election may be up to two months and 

subsidiary at corporation from being eligible for the 15 days prior to the day the QSSS 
QSSS election so long as any inter- election is made. In addition, a 

any time during vening upper tier owner of the taxpayer may choose a prospective 
the taxable subsidiary's stock is either a QSSS or effective date for a QSSS election, so 
year. other form of disregarded entity for long as the date selected is not more f federal tax purposes. 16 For example, than 12 months23 after the date the 

if Alpha, an S corporation, owns 50 election is made. A corporation for 
percent of the stock of Beta, and which a QSSS election is made must 
Delta, a QSSS of Alpha, owns the satisfy all of the requirements of 
other 50 percent, Alpha may make Section 1361(b)(3)(B) at the time the 
a QSSS election for Beta.17 election is made and for all periods 

for which the election is to be effec-
QSSS Formation· tive.24 Although the Internal Rev-
Under the Prop. Regs., an S corpora- enue Code provides no relief for late 
tion makes a QSSS election with or otherwise invalid QSSS elections, 
respect to an eligible subsidiary by Prop. Reg. §1.1361-3(a)(5) provides 
filing a Form 966,18 Corporate Dis so- that an extension of time to make the 
lutions and Liquidation (with some QSSS election may be available 
modifications) pursuant to Notice 97- under Regs. §301.9100-1 and -3. 
4. 19 According to the Notice, the Correspondingly, the QSSS elec-
election may be effective on the date tion may be revoked by the parent 
the Form 966 is filed or up to 75 days corporation. The revocation is effec-
prior to the filing of such Form 966, tive on the date specified on the 
provided the subsidiary otherwise revocation statement or on the date 
qualifies as a QSSS for the entire the revocation statement is filed if no 
period. date is specified. 25 The effective date 

The Service has indicated that, on the revocation cannot be more 
under the Prop. Reg. §1.1361-3(a)(1), than two months and 15 days prior 
an S corporation makes a QSSS to the date on which the revocation 
election with respect to an eligible statement is filed and cannot be more 

t subsidiary by filing a form to be than 12 months after the revocation 

16 
developed by the Service before the statement is filed. 26 Additionally, the 
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Prop. Regs. are silent with respect to 
whether the Service can grant inad
vertent termination relief for inval
idly filed or late QSSS elections. The 
Service has indicated, however, that 
an informal procedure, other than a 
letter ruling, may be available to 
taxpayers to seek QSSS relief for 
invalid or erroneous filings. 27 

· Effect of a QSSS Election 
When an S corporation makes a 
QSSS election, the subsidiary will be 
treated not as a separate entity but as 
combined with the parent for federal 
income tax purposes. Under Section 
1361(n)(3)(A), its assets, liabilities, 
and items of income, deduction, or 
credit are treated as those of the 
parent S corporation. Transactions 
between the parent and the QSSS 
are ignored and all tax attributes of 
the subsidiary are treated as belong
ing to the parent28

• 

If an S corporation parent makes a 
valid election to treat an existing 
corporation as a qualified subchapter 
S subsidiary, Prop. Reg. §1.1361-
4(a)(2) prescribes that the subsidiary 
(except for certain transitional rules 
pending adoption of the final regula
tions) is deemed to have liquidated 
into the parent under Sections 332 
and 337 immediately before the 
election is effective.29 The tax treat
ment of the liquidation, alone or in 
the context of a larger transaction 
will (except for the transitional rules) 
be determined under all relevant 
Code provisions and general princi
pals of tax law, including the step
transaction doctrine. 30 31 Therefore, 
the application of the step-transaction 
doctrine will adversely affect taxpay
ers in frequently encountered trans
actions, especially where the acquisi
tion of the stock of a corporation 
followed by its immediate liquidation 
is collapsed and treated as a direct 
acquisition of assets.32 

Accordingly, if an S corporation 
forms a new subsidiary and makes a 

valid QSSS election (effective on the 
subsidiary's formation) for it, there 
will be no deemed liquidation of the 
new subsidiary and, therefore, the 
corporation will be deemed to be a 
QSSS from its inception.33 As a 
result, the newly formed subsidiary 
will be deemed a single, stepped 
transaction and will be disregarded 
as a separately existing entity from 
its inception, ignoring its formation 
and immediate (deemed) liquidation 
as independent steps.34 

The QSSS Transitional Rule 
Many practitioners believed that 
because of the language of the legis
lative history, as to the deemed tax 
consequences of a QSSS election, 
including an election following the 
acquisition of stock from another 
person, the Service would forebear 
from imposing the step-transaction 
doctrine if a QSSS election for a 
corporation were made in connection 
with such an acquisition.35 The 
Service, however, relying on the 
legislative history to TRA '97's 
technical corrections to Section 
1361(b)(3)(A), has expressly proposed 
that the consequences of a QSSS 
election (and the termination of 
QSSS status) be determined under 
the Internal Revenue Code and 
general principles oftax law, includ
ing the step-transaction doctrine.36 

Nonetheless, Prop. Reg. §1.1361-
4(a)(5) provides a limited transition 
rule protecting certain transactions 
from the application of the step
transaction doctrine. Under this 
Prop. Reg., if a corporation and 
another corporation (the related 
corporation) are persons specified in 
Section 267(b) prior to an acquisition 
by the S corporation of some or all of 
the stock of the related corporation 
followed by a QSSS election for the 
related corporation, the step transac
tion doctrine will not apply to deter
mine the tax consequences of the 
acquisition. 37 This transition rule 
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only applies to QSSS elections effec
tive prior to the date that is 60 days 
after the publication of the Section 
1361(b)(3) final regulations.38 

Timing of the QSSS Election 
Prop. Reg. §1.1361-4(b)(l) prescribes 
that, except for acquisitions and 
Section 338 situations (discussed 
below), the deemed liquidation pro
cedure in Prop. Reg. §1.1361-4(a)(2) 
occurs at the close of the day before 
the QSSS election is effective. As a 
result, if a C corporation elects to be 
treated as an S corporation and 
makes a QSSS election (effective the 
same date as the S election) with 
respect to a subsidiary, the liquida
tion occurs immediately before the 
S election becomes effective, while the 
Selecting parent is still a C Corpora
tion.39 If, however, an S corporation 
forms a subsidiary and makes a valid 
QSSS election (effective on the date of 
the subsidiary's formation) for the 
subsidiary, there is no deemed liqui
dation of the new subsidiary, and 
instead, the corporation is deemed 
to be a QSSS from the inception. 40 

Prop. Reg. §1.1361-4(b)(2) provides 
timing rules to coordinate a QSSS 
election with a Section 338 election 
following an S corporation's qualified 
stock purchase of another corpora
tion.41 A QSSS election made with 
respect to the acquired corporation 
will not be effective before the day 
after the acquisition date.42 The Prop. 
Regs. Provide that if the QSSS elec
tion is effective on the day after the 
acquisition date, the deemed liquida
tion will occur immediately after the 
deemed asset purchase under Section 
338.43 

QSSS Termination 
The QSSS status of a corporation 
continues until it terminates. Prop. 
Reg. §1.361-3(b) provides that an 
S corporation may revoke a QSSS 
election for a subsidiary by filing a 
statement with the Service Center 
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where the S corporation's most recent 
tax return was filed. The effective 
date of the revocation will be either 
the date specified on the revocation 
statement, or if none is specified, the 
date the revocation statement is filed. 

This QSSS election effective date 
cannot be more than two months and 
fifteen days prior to, nor more than 
twelve months after, the date on 
which the statement is filed. An 
election specified to be effective 
outside this range of time will be 
treated as effective either two months 
and fifteen days prior to, or twelve 
months after, as the case may be, the 
date on which the statement if filed. 
Finally, a revocation may not be made 
after the occurrence of an event that 
renders the subsidiary ineligible for 
QSSS status under Section 
1361(b)(3)(E).44 

Prop. Reg. §1.1361-5(b)(l) provides 
that the effect of terminating a sub
sidiary QSSS status is to treat the 
former QSSS as a new corporation 
acquiring all of its assets and (and 
assuming all of its liabilities) from the 
S corporation in exchange for stock of 
the new corporation immediately 
before the termination. The Service 
has noted that the tax treatment of 
this transaction, or of a larger trans
action that includes this transaction, 
will be determined under the Code 
and general principles of tax law, 
including the step transaction doc
trine.45 However, no transition relief 
from the application of the step
transaction doctrine is provided in the 
case of a termination.46 Nonetheless, 
the Prop. Regs. do provide examples 
to illustrate situations in which the 
formation of the new corporation will 
qualify as a nonrecognition transac
tion under Section 351,47 besides 
providing that, under certain circum
stances, relief may be available under 
the standards established under 
Section 1362(f) for the inadvertent 
termination of an S election. 48 
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Elections Mter 
the QSSS Termination 
Section 1361(b)(3)(D) provides that a 
corporation whose QSSS election has 
terminated (or a successor corpora
tion) may not make an election or 
have a QSSS election made with 
respect to it for five taxable years 
following the termination without the 
consent of the Service.49 The Prop. 
Regs. provide that, without request
ing the Service's consent, a corpora
tion may make an election to be 
treated as an S corporation or may 
have a QSSS election made with 
respect to it before the expiration of 
the five-year period under certain 
circumstances. Consequently, con
sent is not required if an otherwise 
valid S election or QSSS election is 
made for the former QSSS (or its 
successor corporation) effective imme
diately following the disposition of is 
stock and, therefore, the Prop. Regs. 
allow corporations to move freely 
between QSSS and S corporation 
status, provided there is no interven
ing period for which the corporation is 
treated as a C corporation. 50 

Potential Tax Traps 
Using a QSSS could cause a taxpayer 
to have unexpected tax results. Upon 
initial review, the ability to use a 
QSSS appears to provide the same 
tax benefits that would arise through 
the use of a single member limited 
liability company. 51 However, the 
decision to use a QSSS instead of a 
single member limited liability com
pany can result in adverse tax conse
quences in some cases. 52 

The approach taken under the 
QSSS rules is different from the 
approach adopted in the check-the
box regulations. Under Section 
1361(b)(3), if an S corporation ceases 
to own 100% of the stock of a QSSS, 
the parentS corporation will be 
deemed to have made a transfer of 
all of the assets of the QSSS (and its 
liabilities) to a new corporation 

immediately before the parent S 
corporation's loss of the 100% owner
ship.53 Prior to the issuance of Prop. 
Reg. §1.1361-5, the only guidance 
regarding the tax consequences of 
this deemed asset transfer could be 
found only in the legislative history 
of the 1997 Tax Act. 54 

According to a footnote made in the 
Conference Report for TRA '97, it was 
the intent of Congress that the QSSS 
rules be similar to the rules that 
apply with respect to wholly-owned 
subsidiaries of real estate investment 
trusts (REITs) under Section 856(1). 
Unfortunately, the cross-reference 
made in the Conference Report TRA 
'97 did not provide any insight re
garding whether the sale of a QSSS 
by an S corporation could cause the 
S corporation to face adverse tax 
consequences.55 However, upon 
further review, the drafters of Section 
1361(b)(3) appeared to have set a 
potential tax trap.56 

The Conference Report for P .L. 
99-514, which enacted Section 856(!), 

contains an example that implies that 
the sale of stock of a REIT subsidiary 
must be treated as a taxable asset 
sale by the parent corporation. 57 This 
example provided that, a parent 

. corporation REIT sold 100% of the 
stock of its subsidiary to a third 
party. In applying the rules of Sec
tion 856(!), the example concluded 
that the subsidiary will be treated as 
a new corporation that was formed 
with a transfer of its properties by 
the parent REIT in exchange for its 
stock. Although not within the 
example, the Conference Report for 
P.L. 99-514 continues and states that 
"the committee anticipates that the 
deemed transfer of the assets to the 
subsidiary will not qualify as a tax
free exchange under Section 351 in 
this situation. "58 Therefore, even 
prior to the issuance of Prop. Reg. 
§1.1361-5, many practitioners feared 
that, based on this cross-reference, 
the Service would take the position 
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fJ 
Regs.")13 under the 1996 Act that time the Regulations become final. 
describe the procedures for the elec- The Service has stated, however, that 
tion or termination of the QSSS until these Prop. Regs. are finalized, 
election, and providing rules on the taxpayers should continue to use the 
treatment of C corporation subsidiar- election procedure in Notice 97-4.20 

ies held by S corporations. Consistent An S corporation parent may file a 
with new Section 1361(b)(3), under QSSS election for a wholly owned 
the Prop. Regs., a QSSS is any domes- subsidiary at any time during the 
tic corporation that is not an eligible taxable year.21 The election is effec-
corporation if a C corporation owns tive on the date specified by the S 
100 percent of the stock of such corporation on the election form or, if 
corporation and elects to treat it as a no date is specified, on the date the 
QSSS.14 The 100 percent ownership election form is filed.22 Unlike the S 

AnS requirement is met "if the S corpora- corporation election, therefore, the 

corporation tion is the owner of that stock for QSSS election need not be made 
federal income tax purposes. "15 effective as of the beginning of a 

parent may file Therefore, chains of subsidiaries taxable year. 
aQSSS and other multiple subsidiary ar- Prop. Reg §1.1361-l(a)(3) provides 
election for a rangements will not prevent an that the effective date of a QSSS 
wholly owned indirect subsidiary of the parent S election may be up to two months and 

subsidiary at corporation from being eligible for the 15 days prior to the day the QSSS 
QSSS election so long as any inter- election is made. In addition, a any time during vening upper tier owner of the taxpayer may choose a prospective 

the taxable subsidiary's stock is either a QSSS or effective date for a QSSS election, so 
year. other form of disregarded entity for long as the date selected is not more ,, 

federal tax purposes. 16 For example, than 12 months23 after the date the 
if Alpha, an S corporation, owns 50 election is made. A corporation for 
percent of the stock of Beta, and which a QSSS election is made must 
Delta, a QSSS of Alpha, owns the satisfy all of the requirements of 
other 50 percent, Alpha may make Section 1361(b)(3)(B) at the time the 
a QSSS election for Beta.17 election is made and for all periods 

for which the election is to be effec-
QSSS Formation· tive.24 Although the Internal Rev-
Under the Prop. Regs., an S corpora- enue Code provides no relief for late 
tion makes a QSSS election with or otherwise invalid QSSS elections, 
respect to an eligible subsidiary by Prop. Reg. §1.1361-3(a)(5) provides 
filing a Form 966,18 Corporate Dis so- that an extension of time to make the 
lutions and Liquidation (with some QSSS election may be available 
modifications) pursuant to Notice 97- under Regs. §301.9100-1 and -3. 
4.19 According to the Notice, the Correspondingly, the QSSS elec-
election may be effective on the date tion may be revoked by the parent 
the Form 966 is filed or up to 75 days corporation. The revocation is effec-
prior to the filing of such Form 966, tive on the date specified on the 
provided the subsidiary otherwise revocation statement or on the date 
qualifies as a QSSS for the entire the revocation statement is filed if no 
period. date is specified. 25 The effective date 

The Service has indicated that, on the revocation cannot be more 
under the Prop. Reg. §1.1361-3(a)(1), than two months and 15 days prior 
an S corporation makes a QSSS to the date on which the revocation 
election with respect to an eligible statement is filed and cannot be more 

(J subsidiary by filing a form to be than 12 months after the revocation 

16 
developed by the Service before the statement is filed. 26 Additionally, the 
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Prop. Regs. are silent with respect to 
whether the Service can grant inad
vertent termination relief for inval
idly filed or late QSSS elections. The 
Service has indicated, however, that 
an informal procedure, other than a 
letter ruling, may be available to 
taxpayers to seek QSSS relief for 
invalid or erroneous filings. 27 

Effect of a QSSS Election 
When an S corporation makes a 
QSSS election, the subsidiary will be 
treated not as a separate entity but as 
combined with the parent for federal 
income tax purposes. Under Section 
1361(n)(3)(A), its assets, liabilities, 
and items of income, deduction, or 
credit are treated as those of the 
parent S corporation. Transactions 
between the parent and the QSSS 
are ignored and all tax attributes of 
the subsidiary are treated as belong
ing to the parent28

• 

If an S corporation parent makes a 
valid election to treat an existing 
corporation as a qualified subchapter 
S subsidiary, Prop. Reg. §1.1361-
4(a)(2) prescribes that the subsidiary 
(except for certain transitional rules 
pending adoption of the final regula
tions) is deemed to have liquidated 
into the parent under Sections 332 
and 337 immediately before the 
election is effective.29 The tax treat
ment of the liquidation, alone or in 
the context of a larger transaction 
will (except for the transitional rules) 
be determined under all relevant 
Code provisions and general princi
pals of tax law, including the step
transaction doctrine. 30 31 Therefore, 
the application of the step-transaction 
doctrine will adversely affect taxpay
ers in frequently encountered trans
actions, especially where the acquisi
tion of the stock of a corporation 
followed by its immediate liquidation 
is collapsed and treated as a direct 
acquisition of assets.32 

Accordingly, if an S corporation 
forms a new subsidiary and makes a 

valid QSSS election (effective on the 
subsidiary's formation) for it, there 
will be no deemed liquidation of the 
new subsidiary and, therefore, the 
corporation will be deemed to be a 
QSSS from its inception.33 As a 
result, the newly formed subsidiary 
will be deemed a single, stepped 
transaction and will be disregarded 
as a separately existing entity from 
its inception, ignoring its formation 
and immediate (deemed) liquidation 
as independent steps. 34 

The QSSS Transitional Rule 
Many practitioners believed that 
because of the language of the legis
lative history, as to the deemed tax 
consequences of a QSSS election, 
including an election following the 
acquisition of stock from another 
person, the Service would forebear 
from imposing the step-transaction 
doctrine if a QSSS election for a 
corporation were made in connection 
with such an acquisition.35 The 
Service, however, relying on the 
legislative history to TRA '97's 
technical corrections to Section 
1361(b)(3)(A), has expressly proposed 
that the consequences of a QSSS 
election (and the termination of 
QSSS status) be determined under 
the Internal Revenue Code and 
general principles of tax law, includ
ing the step-transaction doctrine. 36 

Nonetheless, Prop. Reg. §1.1361-
4(a)(5) provides a limited transition 
rule protecting certain transactions 
from the application of the step
transaction doctrine. Under this 
Prop. Reg., if a corporation and 
another corporation (the related 
corporation) are persons specified in 
Section 267(b) prior to an acquisition 
by the S corporation of some or all of 
the stock of the related corporation 
followed by a QSSS election for the 
related corporation, the step transac
tion doctrine will not apply to deter
mine the tax consequences of the 
acquisition. 37 This transition rule 
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only applies to QSSS elections effec- where the S corporation's most recent 
f): 

tive prior to the date that is 60 days tax return was filed. The effective 
after the publication of the Section date of the revocation will be either 
1361(b)(3) final regulations.38 the date specified on the revocation 

statement, or if none is specified, the 
Timing of the QSSS Election date the revocation statement is filed. 
Prop. Reg. §1.1361-4(b)(l) prescribes This QSSS election effective date 

... if a C that, except for acquisitions and cannot be more than two months and 

corporation Section 338 situations (discussed fifteen days prior to, nor more than 

elects to be below), the deemed liquidation pro- twelve months after, the date on 

treated as an S 
cedure in Prop. Reg. §1.1361-4(a)(2) which the statement is filed. An 
occurs at the close of the day before election specified to be effective 

corporation ... the QSSS election is effective. As a outside this range of time will be 
the liquidation result, if a C corporation elects to be treated as effective either two months 
occurs treated as an S corporation and and fifteen days prior to, or twelve 

immediately ... makes a QSSS election (effective the months after, as the case may be, the 
same date as the S election) with date on which the statement if filed. 
respect to a subsidiary, the liquida- Finally, a revocation may not be made 
tion occurs immediately before the after the occurrence of an event that 
S election becomes effective, while the renders the subsidiary ineligible for 
Selecting parent is still a C Corpora- QSSS status under Section 
tion.39 If, however, an S corporation 136l(b)(3)(E).44 

forms a subsidiary and makes a valid Prop. Reg. §1.1361-5(b)(l) provides 
QSSS election (effective on the date of that the effect of terminating a sub-
the subsidiary's formation) for the sidiary QSSS status is to treat the t subsidiary, there is no deemed liqui- former QSSS as a new corporation 
dation of the new subsidiary, and acquiring all of its assets and (and 
instead, the corporation is deemed assuming all of its liabilities) from the 
to be a QSSS from the inception. 40 S corporation in exchange for stock of 

Prop. Reg. §1.1361-4(b)(2) provides the new corporation immediately 
timing rules to coordinate a QSSS before the termination. The Service 
election with a Section 338 election has noted that the tax treatment of 
following an S corporation's qualified this transaction, or of a larger trans-
stock purchase of another corpora- action that includes this transaction, 
tionY A QSSS election made with will be determined under the Code 
respect to the acquired corporation and general principles of tax law, 
will not be effective before the day including the step transaction doc-
after the acquisition date.42 The Prop. trine.45 However, no transition relief 
Regs. Provide that if the QSSS elec- from the application of the step-
tion is effective on the day after the transaction doctrine is provided in the 
acquisition date, the deemed liquida- case of a termination.46 Nonetheless, 
tion will occur immediately after the the Prop. Regs. do provide examples 
deemed asset purchase under Section to illustrate situations in which the 
338.43 formation of the new corporation will 

qualify as a nonrecognition transac-
QSSS Termination tion under Section 351,47 besides 
The QSSS status of a corporation providing that, under certain circum-
continues until it terminates. Prop. stances, relief may be available under 
Reg. §1.361-3(b) provides that an the standards established under 
S corporation may revoke a QSSS Section 1362(f) for the inadvertent 

f) election for a subsidiary by filing a termination of an S election. 48 

statement with the Service Center 
18 
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Elections Mter 
the QSSS Termination 
Section 1361(b)(3)(D) provides that a 
corporation whose QSSS election has 
terminated (or a successor corpora
tion) may not make an election or 
have a QSSS election made with 
respect to it for five taxable years 
following the termination without the 
consent of the Service. 49 The Prop. 
Regs. provide that, without request
ing the Service's consent, a corpora
tion may make an election to be 
treated as an S corporation or may 
have a QSSS election made with 
respect to it before the expiration of 
the five-year period under certain 
circumstances. Consequently, con
sent is not required if an otherwise 
valid S election or QSSS election is 
made for the former QSSS (or its 
successor corporation) effective imme
diately following the disposition of is 
stock and, therefore, the Prop. Regs. 
allow corporations to move freely 
between QSSS and S corporation 
status, provided there is no interven
ing period for which the corporation is 
treated as a C corporation. 50 

Potential Tax Traps 
Using a QSSS could cause a taxpayer 
to have unexpected tax results. Upon 
initial review, the ability to use a 
QSSS appears to provide the same 
tax benefits that would arise through 
the use of a single member limited 
liability company. 51 However, the 
decision to use a QSSS instead of a 
single member limited liability com
pany can result in adverse tax conse
quences in some cases.52 

The approach taken under the 
QSSS rules is different from the 
approach adopted in the check-the
box regulations. Under Section 
1361(b)(3), if an S corporation ceases 
to own 100% of the stock of a QSSS, 
the parent S corporation will be 
deemed to have made a transfer of 
all of the assets of the QSSS (and its 
liabilities) to a new corporation 

immediately before the parent S 
corporation's loss of the 100% owner
ship.53 Prior to the issuance of Prop. 
Reg. §1.1361-5, the only guidance 
regarding the tax consequences of 
this deemed asset transfer could be 
found only in the legislative history 
of the 1997 Tax Act.54 

According to a footnote made in the 
Conference Report for TRA '97, it was 
the intent of Congress that the QSSS 
rules be similar to the rules that 
apply with respect to wholly-owned 
subsidiaries of real estate investment 
trusts (REITs) under Section 856(1). 
Unfortunately, the cross-reference 
made in the Conference Report TRA 
'97 did not provide any insight re
garding whether the sale of a QSSS 
by an S corporation could cause the 
S corporation to face adverse tax 
consequences.55 However, upon 
further review, the drafters of Section 
1361(b)(3) appeared to have set a 
potential tax trap.56 

The Conference Report for P.L. 
99-514, which enacted Section 856(1), 

contains an example that implies that 
the sale of stock of a REIT subsidiary 
must be treated as a taxable asset 
sale by the parent corporation. 57 This 
example provided that, a parent 

. corporation REIT sold 100% of the 
stock of its subsidiary to a third 
party. In applying the rules of Sec
tion 856(1), the example concluded 
that the subsidiary will be treated as 
a new corporation that was formed 
with a transfer of its properties by 
the parent REIT in exchange for its 
stock. Although not within the 
example, the Conference Report for 
P.L. 99-514 continues and states that 
"the committee anticipates that the 
deemed transfer of the assets to the 
subsidiary will not qualify as a tax
free exchange under Section 351 in 
this situation."58 Therefore, even 
prior to the issuance of Prop. Reg. 
§1.1361-5, many practitioners feared 
that, based on this cross-reference, 
the Service would take the position 
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that, in a sale of the stock of a QSSS, certain conditions are met.63 In 
f) 

the deemed asset transfer by the addition, recently proposed amend-
parent S corporation to the subsidiary ments to the check-the-box regula-
immediately prior to the sale would tions clarify that such a single 
be treated as a taxable asset transfer member entity can be converted from 
rather than as a tax-free Section 351 a single member limited liability 
exchange. 59 company to a multi-member limited 

Prop. Reg. §1.1361-5 provides liability company that is treated as 
direct guidance on this issue and, a partnership for federal income tax 
unfortunately, confirms that the purposes.64 Accordingly, because 

Therefore, to deemed asset transfer by the S corpo- Section 721 does not require the 
avoid this ration to the subsidiary immediately transferor of property to a partner-

potentially prior to the sale of the stock of the ship to be in control of the transferee 

adverse tax QSSS would be deemed a taxable entity immediately after the ex-
asset transfer rather than as a tax- change in order for the transfer to 

result, owners free Section 351 exchange. In fact, qualify as a tax-free contribution of 
... should Example 1 ofProp. Regs. §1.1361-5(b) capital, using a single member lim-
consider provides that the Service will adopt ited liability company instead of a 
alternative this approach when it applies the QSSS could help an S corporation 

structures QSSS rules of Section 1361(b)(3). 60 avoid the potentially adverse tax 

when Therefore, the approach provided in consequences described above. 65 

organizing 
Prop. Reg. §1.1361-5 imposes a poten- The Prop. Regs. illustrate that 
tially hidden tax cost on the seller caution should be taken in selecting 

subsidiaries. and provides a potentially hidden tax the appropriate entity to act as the 
benefit to the buyer. subsidiary of an existing S corpora-

' Because the guidance set forth in tion. Adopting the above referenced 
Prop. Regs. §1.1361-5 is consistent single member limited liability com-
with the guidance that was set forth pany structure could be somewhat 
in the legislative history of Section complex and might involve the coop-
1361(b)(3), it is unclear whether the eration of the buyer and, additionally, 
Service will be precluded from adopt- this structure will be subject to 
ing this approach until the Prop. Reg. scrutiny by the Service under the 
is issued in final form. 61 Accordingly, step-transaction doctrine.66 Nonethe-
tax practitioners should consider less, as illustrated in the examples in 
themselves forewarned that if a the Prop. Regs., there is minimal 
parent S corporation organizes and opportunity to avoid the asset sale 
operates its subsidiary as a QSSS and treatment if an S corporation orga-
subsequently sells its stock of the nizes its subsidiary as a QSSS in-
QSSS, the Service could treat such stead of as a single member limited 
a sale as a taxable asset transfer by liability company. Therefore, when 
the parent S corporation. 62 Therefore, organizing subsidiaries of existing S 
to avoid this potentially adverse tax corporations, tax practitioners should 
result, owners of S corporations consider adopting the single member 
should consider alternative structures limited liability structure so that the 
when organizing subsidiaries. S corporation might have some 

flexibility in avoiding asset sale 
A Single Member Limited treatment.67 

Liability Company? 
Under the check-the-box regulations, Conclusion 
a single member limited liability The Prop. Regs have attempted to 

f) company can be disregarded as an provide guidance with respect to 
entity separate from its owner if QSSS elections and terminations. 
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While many unanswered questions 
remain, the Prop. Regs. effectively 
augment the congressional intent 
behind the Small Business Job 
Protection Act of 1996. 

Nonetheless, caution should be 
exercised in using a QSSS, since the 
Prop. Regs. provide for the unbridled 
use of the step-transaction doctrine 
and the manifestation of certain tax 

uncertainties. Hopefully, the Final 
Regulation will cure these maladies. 
Until then though, the Prop. Regs. 
offer useful and appropriate guide
lines in expanding the flexibility 
and usability of the S corporation. 

Eric Thomas Carver 1s an assoc1ate w1th 
the law f1rm of Dykema Gossett, PLLC m 
the f1rm's Detroit, M1ch1gan off1ce. 
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26. Prop. Reg. §1.1361-3(b). 

27. Supra, note 25. 

28. QSSS debt issued to the parent's shareholders will be treated as parent S corporation debt for purposes of 
the loss limitation rules of Section 1366(d). 
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Michigan Court of Appeals Finds 
that Park Models are Not Real 
Property under the General 
Property Tax Act 

On October 2, 1998, the Michigan 
Court of Appeals in Sandy Pines 
Wilderness Trails, Inc. v. Salem 
Township, No. 201785, No. 201786, 
No. 201889, No. 201890; 1998 Mich. 
App. LEXIS 276 (October 2 1998) 
affirming a Michigan Tax Tribun~l 
decision, held that "park models" 
should not be assessed as real prop
erty under the General Property Tax 
Act. In this consolidated action 
decided on stipulated facts, the tax
payer ("Sandy Pines") was the owner 
of a seasonal, recreational camp
ground that sold licenses to its club 
members for use of campsites. Each 
license allowed the member to keep a 
"recreational unit," including a "park 
model" which was defined in the 
licensing agreement as follows: 

a temporary dwelling or vehicle 
having less than 400 square feet 
of living area; designed as tempo
rary living quarters for recre
ational, camping, seasonal or 
travel use; built on a single 
chassis, mounted on wheels and 
drawn. by another vehicle; unable 
to be licensed by the State of 
Michigan for over-the-road travel 
without a special permit, and able 
to be titled and registered as a 
trailer coach under the Motor 
Vehicle Code. 

The defendant townships, pursuant 
to a directive by the Michigan Tax 
Commission, included the park mod
els in Sandy Pines' real property 
assessment. The rationale for includ
ing the park models in the assessment 
was MCL §125.1041, which provides 
that a mobile home that is an occu
pied trailer coach occupying space 
in a trailer coach park is subject to a 
$3 specific monthly tax in lieu of any 
property tax. Conversely, under the 
statute, a mobile home that is not 
such a trailer coach is considered real 

property subject to property tax. 
Sandy Pines appealed the inclusion 

of the park models in the real property 
assessments to the Michigan Tax 
Tribunal, which agreed with the 
taxpayer's contention that park mod
els were included under the statute 
and thus subject to the $3 specific 
monthly tax imposed in lieu of 
property taxes. 

On appeal to the Michigan Court 
of Appeals, the townships argued that 
the Michigan Tax Tribunal incorrectly 
interpreted MCL §125.1041, and that 
the statute should be strictly con
strued such that park models were not 
mobile homes subject to the $3 specific 
monthly tax in lieu of the property 
tax. They further argued that the 
statute does not apply to "camp
grounds" such as Sandy Pines, but 
rat~er .applies to "mobile home parks," 
whiCh mvolves continual, non recre
ational use. Looking at the plain 
language of the statute, together 
with the legislative history, the Court 
rejected the townships' argument that 
the $3 specific monthly tax should be 
imposed on mobile homes located only 
in "mobile home parks." 

As to the townships'' arguments 
that as an exemption, MCL §125.1041 
must be construed strictly against 
taxpayers, the Court responded that 
"[s]trictly applying the plain statutory 
language to the stipulated facts as a 
matter oflaw, we conclude that the 
park models are occupied trailer 
coaches" within the meaning of the 
statute. 

Michigan Court of Appeals . 
Vacates its Decision in Elenbaas 
v. Department of Treasury 

On August 18, 1998, the Michigan 
Court of Appeals vacated its decision 
in Elenbaas v Department of Treasury, 
Docket No.197467, LC No. 95-015776-
CM (released August 4, 1998). The 
Court ordered that a special panel be 
convened pursuant to MCR 7.215(H) 
to resolve the conflict between 
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Elenbaas, and Cook v Revenue Divi
sion, Dep't of Treasury and State of 
Michigan, _ Mich App _; _ 
NW2d _(Docket Nos. 195436; 
197769, issued May 19, 1998). For a 
synopsis of Elenbaas and Cook, see 
Michigan The Michigan Tax Lawyer, 
State and Local State Update, Vol. 
XXIV, Issue 3, 3rd Quarter 1998. 

Michigan Tax Tribunal Rules that 
Real Property owned by a Non
profit Organization and used as 
a Recreational Soccer Facility is 
Exempt from ad valorem Taxation 

In Midland Soccer Club v. City of 
Midland, MTT Docket. No. 225507 
(July 28, 1998), the Michigan Tax 
Tribunal held that for ad valorem tax 
assessment purposes, a multi-acre 
tract owned by a nonprofit organiza
tion and used as a recreational soccer 
facility is exempt from Michigan 
taxation as the property of a chari
table institution. 

This controversy arose from a tax 
assessment that resulted when the 
subject property, previously zoned 
"residential" with a tax-exempt status 
as property owned and occupied by a 
charitable institution, was rezoned 
and changed to a "C- Community 
District." status. The City of Mid
land, in determining its assessment, 
considered the highest and best use of 
the subject property to be developable 
land for commercial and business 
purposes, and argued that the prop
erty was underassessed. The prop
erty owner argued that it was exempt 
from property tax as either an educa
tional institution, or as a nonprofit 
organization. It further argued that 
the highest and best use of the prop
erty was its present use as a recre
ational soccer facility, and that even 
if the property were declared nonex
empt, the value of the property should 
be considered "nominal." 

The Tribunal rejected the 
taxpayer's first argument that it was 
exempt as an educational institution, 
but concluded that the property 
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owner was nonetheless a charitable 
institution, the real property of which 
qualified for exemption from ad 
valorem property taxation. The 
Tribunal also considered various 
valuation arguments, and concluded 
that its exempt status notwithstand
ing, the subject real property had no 
more than nominal value because of 
a deed restriction limiting the use 
of the tract to "recreational use as 
soccer fields." 

Individual who Purchased Prop
erty at a Tax Sale is not Entitled 
to Cancellation of Unpaid Future 
Installments of a Special Assess
ment, rules Michigan Court of 
Appeals 

In Howard v. Charter Township of 
Clinton, Docket No. 201203 (July 14, 
1998), the Michigan Court of Appeals 
ruled that an individual who pur
chased property at a tax sale was not 
entitled to a cancellation of unpaid 
future installments of a special 
assessment on the property. 

This case arose out of a tax lien 
purchased on the subject property 
at a tax sale. At the time of the sale, 
the plaintiff/buyer paid the outstand
ing taxes as well as the past due 
special assessments against the 
property, which were included in the 
purchase price. He was not required 
to pay the future installments on the 
existing special assessment at that 
time. The original owner of the 
property failed to redeem the prop
erty and plaintiff subsequently took 
title by tax deed pursuant to Michi
gan law. The future installments on 
the special assessment were secured 
by a lien against the property. Plain
tiff paid future installments under 
protest, claiming that all special 
assessment liens on the property 
were canceled when he received title 
to the property, and that the lien 
was illegal. 

At the time plaintiff purchased the 
property, the following statute was in 
effect: 

f, 
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The tax deeds shall convey an 
absolute title to the land sold 

' and constitute conclusive evi-
dence of title, in fee, in the 
grantee, subject, however, to all 
taxes assessed and levied on such 
lands subsequent to the taxes for 
which the same was bid off. 
MCL 211. 72; MSA 7.117. 

Plaintiff argued that future install
ments of special assessments are not 
included in "taxes assessed and 
levied on the land subsequent to the 
taxes for which the land was bid off' 
under the pre-amendment statute, 
and, therefore, he was entitled to 
take title to the property free of the 
unpaid installments of the existing 
special assessment. The Court 
disagreed with this argument. 

First, the Court acknowledged 
that the statute was ambiguous, 
but looking at legislative intent, 
concluded that the legislature did 
not clearly and unambiguously 
provide for cancellation of unpaid 
future special assessments on 
property sold at a tax sale. 

Second, the Court noted that the 
legislature expressly provided for 
cancellation of unpaid special assess
ments under another provision of the 
tax statutes, MCL 211.67; MSA 
7.112, which provides that where 
property is bid into the state and not 
redeemed, absolute title is vested in 
the state. When this occurs, "all taxes 
and special assessments that are 
charged against or are liens on the 
property at the time title becomes 
absolute in the state are canceled, 
the property is removed from the tax 
rolls, and the state and its inferior 
taxing units must bear the loss." 

Third, citing Carmichael v Village 
of Beverly Hills, 30 Mich App 176, 
180; 186 NW2d 29 (1971), the Court 
emphasized that the legislature 
intended for property owners who 
benefit from an improvement paid for 
by a special assessment to incur the 
financial burden ofthat assessment, 

and that canceling future installments 
of special assessments would be 
contrary to public policy. 

Finally, the Court rejected 
plaintiffs argument that the amend
ments to MCL 211.72; MSA 7.117 
constituted a substantive change in 
the law that was applied retroactively 
to plaintiffs detriment. Citing the 
related House Legislative Analysis 
and Senate Fiscal Agency Bill Analy
sis, the Court noted that the statutory 
amendment was merely intended to 
clarify the statute's language, rather 
than to effect a substantive change in 
the law. 

Sales and Use Tax Prepayment 
Provisions Amended 

On September 15, 1998, Governor 
John Engler signed into law three 
bills that alter the provisions relating 
to prepayment of sale and use taxes. 
Michigan House Bill 4942, signed into 
law as Public Act 265, amends the 
General Sales Tax Act (MCL 205.56). 
House Bill5313, signed into law as 
Public Act 266, amends the Use Tax 
Act (MCL 205.94f and 205.96). Senate 
Bill 1158, signed into law as Public 
Act 267, also amends the General 
Sales Tax Act (MCL 205.54). 

House Bills 4942 and 5313 elimi
nate the prepayment of sales and use 
taxes and require taxpayers with a 
total liability of $720,000 or more in 
the immediately preceding calendar 
year, to remit monthly by electronic 
transfer the lesser of (1) 50% of the 
taxpayer's liability for the same 
month in the immediately preceding 
calendar year, or (2) 50% of the actual 
liability in the month being reported. 
House Bill5313 and Senate Bill1158 
also provide for certain collection 
allowances. 

Thts state and local tax update was 
prepared by Marjorie Bilyeu Gell of KPMG 
Peat Marw1ck LLP's M1ch1gan State and 
Local Tax Pract1ce in Detroit, M1ch1gan. 
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"Michigan Enacts Voluntary Disclosure" 
Amnesty Provisions 

By: Samuel J. McKim Ill and 
Joanne B. Faycurry 

Michigan Public Act 5580, enacted 
July 1, 1998, added Section 30c to 
Michigan's Revenue Division Act 
(1941 P.A. 122) providing for the first 
time a permanent voluntary disclo
sure amnesty provision. (MCL 
205.30c; MSA ) Unlike its 
prior amnesty legislation (1986 P.A. 
58), which was a "catch-up" amnesty 
type provision only effective for 3 to 
6 months and only waiving penalties 
for voluntary disclosure of tax liabil
ity, Michigan's new Voluntary Disclo
sure Amnesty Provision is permanent 
legislation, in most respects, and 
waives not only penalties, but also 
interest and taxes for certain prior 
years. The enactment of this Volun
tary Disclosure Amnesty Provision 
was "tie-barred" to the simulta
neously enrolled 1998 Pub Act 4910, 
which effectively eliminates the sales 
factor "throw back" provision from 
the apportionment formula used in 
Michigan's Single Business Tax Act. 
(MCL 208.52; MSA 7.558.52) Neither 
act could be effective without the 
enactment of the other, suggesting a 
legislative perception that revenue 
loss from one act could be recaptured, 
at least in part, by the other. 

Michigan's Voluntary Disclosure 
Amnesty Act is really two acts in one. 
It is an act of general application, 
and it is also an act attempting to 
deal with some of the administrative 
problems associated with Michigan's 
recent judicial/administrative retro
active change in its announced Single 
Business Tax Jurisdictional 
"NEXUS" Standards. Only when this 
is recognized do the otherwise convo
luted provisions of Public Act 5580 
make sense. 

The Amnesty Act 
of General Application 
The voluntary disclosure amnesty 
provisions of general application are 
applicable to a "non-filer," defined in 
Section 34c(10d)(b) as a person that 
has never filed a return for the par
ticular tax being disclosed, which 
contests its liability for a tax or fee 
administered by the Revenue Division 
of the Michigan Department ofTrea
sury. A non-filer must meet each of 
seven requirements set out in Section 
30c(b), including (1) no previous 
contact by the Department or its 
agents (including a "Letter of Inquiry" 
under Section 21(2)(a) only ifthe non
filer did not within 180 days after 
enactment of Public Act 5580 notify 
the Department in writing that it 
requested a Voluntary Disclosure 
Agreement), (2) no notification of an 
impending audit by the Department, 
(3) no current audit, (4) that it is not 
currently the subject of a civil action 
or criminal prosecution involving any 
Department-administered tax, (5) that 
it has agreed to register, file returns, 
and pay all such taxes for periods due 
after the "look-back period," (6) that it 
has agreed to pay all taxes covered by 
the Voluntary Disclosure Agreement 
for the "look-back period" plus statu
tory interest, but without discretion
ary or non-discretionary penalties, 
and (7) that it has agreed to file 
returns and work sheets for the "look
back period." Section 30c( 4) provides 
that the Department "may" enter into 
a voluntary disclosure Agreement 
under which the Department will not 
"assess any tax, delinquency for a tax, 
penalty, or interest for any period 
before the "look-back period" identi
fied in the Agreement, and, during the 
"look-back period" the Department 
shall not assess any discretionary or 

f) 
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non-discretionary penalties. Section 
30c(4)(c) further assures persons 
filing Voluntary Disclosures that the 
Department will provide them com
plete confidentiality and "shall" also 
enter into an agreement not to dis
close the terms and conditions of the 
Voluntary Disclosure Agreement to 
any tax authorities of any state or 
governmental authority except as 
required under Exchange of Informa
tion Agreements authorized by Sec
tion 28(1)(f) of the Department of 
Revenue Act (MCL 205.28(1)(£); MSA 
7.657(28)(1)(£)), providing also that 
the Department shall not exchange 
such information with other states 
even under such agreements unless 
specifically requested by another 
state. (By this provision, Michigan 
has opted for revenues, at the ex
pense of interstate tax administration 
cooperation. Taxpayers finding 
themselves subject to potential tax 
jurisdiction in more than one state 
can now file a Voluntary Disclosure in 
Michigan with at least limited assur
ance that Michigan will not inform 
such other states.) 

The "look-back period" is generally 
the "most recent 48 month period," 
with exceptions, including a provision 
permitting the Commissioner, "if 
there is doubt as to the liability for 
the tax during the 'look-back period,'" 
to determine a different ''look-back 
period" which is "in the best interest 
of this state and to preserve equitable 
and fair administration of taxes." 
The term "previous contact" is defined 
as any notification of an impending 
audit, review, or any type of notice or 
assessment, specifically stating, 
"previous contact also includes final 
Letter of Inquiry pursuant to Section 
21(2)(a) or a subpoena." (Presumably 
an initial Notice oflnquiryunder 
Section 21(2)(a) would also be a 
"type of notice,'' although Section 21 
of the Revenue Act is not clear on 
what is to be deemed a "final 
Letter of Inquiry," as opposed to 

some other type "Letter of Inquiry.") 
The voluntary disclosure provision 

prohibits the Department from bring
ing a criminal action if the facts 
established by the Department are 
not materially different from those 
disclosed, and provides that the 
Department may nevertheless audit 
during the "look-back period," or for 
prior years, if necessary to determine 
the person's tax liability. A material 
misrepresentation of fact by an 
applicant will render the voluntary 
disclosure agreement null and void 
and of no effect. The Act will not 
allow unjust enrichment by permit
ting a taxpayer to keep taxes col
lected or withheld from another 
person before the "look-back period." 

These voluntary disclosure am
nesty provisions of this Public Act 
5580 must still pass constitutional 
challenge. The Department has 
traditionally been permitted to waive 
only penalties andjnterests, but not 
taxes due. In effect, a taxpayer which 
succeeds in avoiding Departmental 
contact will, by voluntary disclosure 
after a period of years, escape any 
liability whatsoever for all years prior 
to the four-year "lookback" period. 
Some authority exists which suggests 
that such an approach may not pass 
constitutional muster, under consti
tutional provisions which require 
taxes enacted by the Legislature to be 
uniform and equal upon the class 
taxed. (See, e.g., Michigan Constitu
tion, 1963, Article IX, Section 3.) 

The Amnesty Act of Specific SBT 
Jurisdictional Issue Application 
The second voluntary disclosure 
procedure embodied in Public Act 
5580 constitutes another attempt to 
resolve the dilemma forced on the 
Department by the Court of Appeals' 
decision in The Gillette Company v. 
Department ofTreasury, 198 Mich 
App 303; 497 NW2d 595 (1993), lv 
den 445 Mich 860 (1994), cert den 115 
S Ct 779 (1995). In that decision, the 
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Department's Revenue Administra
tive Bulletin 1989-46, being its .then 
latest pronouncement that PL 86-272 
was the administratively adopted 
SBT jurisdictional nexus text, was 
sua sponte found inapplicable, with 
the Michigan Court of Appeals substi
tuting the more easily met Due 
Process and Commerce Clause ("DP/ 
CC") jurisdictional tests as enunci
ated by the U.S. Supreme Court. 
Gillette was decided March 1, 1993. 
The Department later that year sent 
out Notices of Inquiry under§ 21(2) 
of the Department of Revenue Act 
notifying out-of-state businesses 
which had filed Michigan income tax 
employee withholding returns in 
prior years that because they had 
admitted employing individuals in 
Michigan they were also subject to 
Michigan's SBT taxing jurisdiction 
under the new DP/CC jurisdictional 
tests (the "1993 Notice of Inquiry"). 
[The Department has admitted in 
discovery in other cases that by 
computer matching its employee 
withholding and SBT returns, it had 
located thousands of such potential 
SBT taxpayers, to approximately 
3,000 of which it had forwarded its§ 
21(2) "Letter of Inquiry".P The 1993 
Letter of Inquiry informed the recipi
ent that the Department believed it 
subject to its Single Business Tax 
jurisdiction under the Gillette deci
sion new "DP/CC" tests, and asked for 
returns, with taxes and interest, but 
without penalty, for the prior four 
years, back to 1989. The Department 
has admitted receiving voluntary 
compliance with its 1993 Letters of 
Inquiry administrative amnesty by 
approximately 700 taxpayers, having 
raised approximately nineteen (19) 
million dollars by November, 1995.2 

The Department informed the 
recipients ofits 1993 Notices of 
Inquiry that it would not attempt to 
assess them under the new DP/CC 
tests for years before 1989.3 

More recently in its Revenue 
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Administrative Bulletin 1998-1, the 
Department replaced its RAB 1989-
46, five years after it was held inap
plicable by the Gillette decision, 
conforming its jurisdictional RAB to 
the 1993 decision of the Court of 
Appeals, and announcing that it 
would apply the new jurisdictional 
tests retroactively only to returns 
filed in of after the year 1989. Not
withstanding the 1993 Letter of 
Inquiry "administrative amnesty" 
offer by the Department in 1993, the 
Department continued to pursue 
several potential taxpayers that it 
had earlier believed were subject to 
its jurisdiction under the PL 86-272 
test rejected by the Gillette decision, 
now applying the new DP/CC jurisdic
tional tests to years before 1989. 
These taxpayers appealed advancing 
uniformity, equal protection and due 
process arguments, and asked to be 
accorded the same "administrative 
amnesty" accorded the nearly 3,000 
taxpayers the Department discovered 
with its 1993 employee withholding 
computer scan. This litigation is still 
working its way through the Michi
gan Courts.4 In connection with this 
litigation the Department has argued 
that it did not have the resources or 
personnel to attempt to "follow up" on 
taxpayers it had "discovered" with its 
computer scans, to justify the pre-
1989 administrative amnesty offered 
through its 1993 Notices of Inquiry. 
Section 30a of the Department of 
Revenue Act as then in effect, how
ever, prohibited the Department from 
compromising taxes, suggesting that 
the 1993 Letter of Inquiry amnesty 
offer was not only unauthorized, but 
illegal. This issue, too, is still in the 
Courts.5 

By its more specific legislative 
voluntary amnesty provision embod
ied in Public Act 5580, the Depart
ment has now offered the more than 
2,000 identified potential taxpayers 
which ignored its 1993 Notices of 
Inquiry, another opportunity to 
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voluntarily file retroactive SBT tax 
returns under the new Gillette or
dered DP/CC jurisdictional tests, but 
now only for the four years preceding 
1998 Public Act 5580, presumably 
back to 1994. This new legislation 
appears to amount to a "breach of 
faith" with the taxpayers who com
plied with the Department's 1993 
Notices oflnquiry and voluntarily 
paid taxes from 1989 forward, with 
interest but without penalty. Al
though they were members of the 
class of approximately 3,000 poten
tial SBT taxpayers discovered by the 
Department with its computer 
sweeps, because they relied upon the 
Department's 1993 Letter of Inquiry 
administrative amnesty they will 
have paid taxes from the years 1989 
through 1993, notwithstanding the 
fact that the more than two-thirds of 
that class which ignored the 
Department's 1993 Notice oflnquiry, 
are now being legislatively offered a 
new and far more favorable voluntary 
disclosure amnesty, permitting them, 
if they act quickly, to escape all SBT 
taxes for years prior to 1994, not 
1989. This is accomplished by§ 
30c(3)(a) which requires a voluntary 
disclosing taxpayer to have had no 
previous contact with the Depart
ment, but provides 

"A letter of inquiry, whether a 
final letter or otherwise, request
ing information under Section 
21(2)(a) that was sent to a non
filer shall not be considered a 
previous contact under this 
subdivision if the non-filer sends 
a written request to the Depart
ment to enter into a voluntary 
disclosure agreement within 180 
days after the enactment of the 
amendatory act that added this 
section," 

while at the same time requiring 
a person attempting to avail itself of 
the legislative voluntary disclosure 
amnesty, not to have been notified of 
an impending audit, not to be under 

audit, not to be the subject of a civi~ 
action, and not to have filed any pnor 
returns. Interestingly the approxi
mately 700 persons complying with 
the Department's 1993 administra
tive amnesty offer, filing returns and 
paying taxes and interest for the 
years 1989 through 1993, are argu
ably precluded from challenging the 
Department, and asking for the same 
total amnesty for years before 1994 
offered the other 2,000 of their class 
who had been sent the 1993 Notice of 
Inquiry administrative amnesty but 
did not respond, because the appli
cable statute of limitation on refund 
actions is four years after the date set 
for filing the original return. (MCLA 
205.27a(2); MSA 7.657(27a)(2)) The 
Michigan Courts have not yet deter
mined whether this provision would 
preclude relief to the taxpayers who 
trusted the Department's first 1993 
Letter oflnquiry, and wound up 
paying SBT taxes for five or six more 
years than similarly situated poten
tial taxpayers who ignored the 
Department's initial notice that they 
were liable for taxes. This would 
doubtless constitute a procedural bar 
to relief by the disadvantaged trust
ing taxpayers had a longstanding 
Michigan statute been declared 
unconstitutional by the U.S. Supreme 
Court. (See, e.g., Reich v. Collins, 513 
US 106; 115 S Ct 5217; 130 L Ed 2d 
454 (1994); Harper, et al v. Virginia 
Dept of Taxation, 509 US 86; 113 S Ct 
2510; 125 LEd 2d 74 (1993) and 
James Beam Distilling Co. v Georgia, 
et al, 501 US 529, 111 S Ct 2439; 115 
LEd 2d 481 (1991).) Section 27a(6) 
of the Department of Revenue Act 
imposes a 90-day statute oflimita
tions where Michigan tax laws are 
challenged on constitutional grounds.6 

This 90 days runs "after the date set 
for filing a return." While the 90-day 
provision has been upheld by the 
Michigan courts (American States 
Insurance Co., et al v. Dept of Trea
sury, 200 Mich App 586; 560 NW2d 
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644 (1996)), the courts have not yet 
determined whether these statute of 
limitation provisions would preclude 
taxpayer relief where the State action 
giving rise to the cause of action did 
not occur until after the statute of 
limitations on refund claims had 
expired.7 

Michigan's voluntary disclosure 
amnesty statute, in its generally
applicable provisions, is a radical· 
change from standard Michigan 
practice in the twentieth century. 
Its more specific provisions aimed at 
the SBT nexus issue complicate an 
otherwise straightforward legislative 
policy, but when read in context, are 
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at least understandable, albeit 
perhaps raising constitutional 
questions. 

Samuel J. McKim Ill and Joanne B. 
Faycurry are attorneys with the law firm 
of Miller, Canfield, Paddock and Stone, 
P.L.C. in the firm's Detroit, Michigan 
office. They represent several of the 
taxpayers which have challenged the 
constitutionality of the denial of a 
Michigan tax amnesty to some members 
of a class of potential taxpayers which 
had contested Michigan's jurisdiction to 
tax while granting amnesty to others. 
(See endnote 4.) 

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

1. (See, e.g., The Gillette Comp. V. Dep't of Treasury, Court of Claims No. 95-15719-CM, Response to 
Plaintiff's Interrogatories, 1]15.) 

2. (The Gillette Comp. V. Dep't of Treasury, Court of Claims No. 5-15719-CM, see Response to Plaintiffs 
Interrogatories, 1]14.) 

3. Michigan's 1993 Notice of Inquiry established an administrative amnesty applicable to all potential SBT 
taxpayers discovered by the Department under the new DP/CC jurisdictional tests, separated out only three 
or four that the Department had earlier decided to pursue before the March 1, 1993 Gillette decision. The 
1998 Pub Act 5580 legislative amnesty is also specifically inapplicable to these three or four taxpayers, 
which are still contesting their pre-1989 SBT tax assessments, and in addition, is specifically inapplicable to 
the approximately 700 of the 3,000 potential taxpayers sent the 1993 Notices of Inquiry 700, who believed 
the Department and paid taxes from 1989 to date. 

4. See, The Gillette Company v. Dep'tof Treasury, Court of Claims Docket No. 95-15719-CM, Court of 
Appeals Docket No. 205766; Cosmair, Inc. v. Dep't of Treasury, Court of Claims Docket No. 95-15815-CM, 
Court of Appeals Docket No. 198240; and Syntex Laboratories, Inc. v. Dep't of Treasury, Michigan Tax 
Tribunal Docket No. 97852, Court of Appeals Docket No. 196546. 

5. /d. 

6. Whether a disadvantaged taxpayer which trusted the 1993 Letter of Inquiry administrative amnesty offer 
would now, while asking for relief similar to that accorded by 1998 P.A. 5580 to similarly situated potential 
taxpayers which ignored the 1993 amnesty offer would be challenging the validity of Public Act 5580 on 
constitutional grounds is not altogether clear. 

7. Further, with respect to the 80-day or 4-year statutes of limitation, both of which cover to the date the 
original return was due, in some cases there are tolling arguments which may be available to some 
taxpayers seeking constitutional relief. 




