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TAXATION SECTION 

OF MICHIGAN 

August 15, 2002 

Dear Taxation Section Members: 

As the end of summer nears, so does my term as Chairperson of the 
Taxation Section. It has been a truly rewarding experience which will 
conclude at the Annual Meeting scheduled for Thursday, September 26, 
2002 at the Amway Grand Plaza Hotel in Grand Rapids. I feel fortunate 
to leave the Section in the capable hands of my fellow officers, Sherill 
Siebert and Eric Nemeth and my immediate successor, Ed Deron. 

As my term ends, so does the term of three council members with 
whom I greatly enjoyed working over the past several years. While one 
of these individuals will remain on Council as an officer, it is unfortunate 
that we cannot retain the other two as all three council members did a 
highly commendable job. 

Mark Larson served on council for two separate terms from the 1994-
1995 fiscal year to the 1996-1997 fiscal year and from the 1999-2000 fis
cal year to the current fiscal year. Mark started out as Committee 
Chairperson for the Corporation section which is now part of the 
Business Entities section. He handled practically every job on council 
from planning the Summer Tax Conference, the Annual Meeting and the 
Tax Court Luncheons to publishing the Directory, just to name a few. 
Mark's most noteworthy gift, a lightning-quick wit, made even the most 
tedious council meetings enjoyable. 

Aaron Sherbin served on council from 1999-2000 to the current fiscal 
year following a 2 year term as Committee Chairperson for the Practice 
and Procedure Committee. Aaron planned the upcoming After-Hours 
program. He also served in one of the most difficult positions on council 
as Editor of the Michigan Tax Lawyer. Aaron handled the complexities 
of publishing the Michigan Tax Lawyer with great efficiency to ensure all 
deadlines were met while retaining the publication's high quality. His 
contributions to the Section will be sorely missed. 

Chuck Lax served on council from 1999-2000 to the current fiscal year 
following a 2 year term as Employee Benefits Committee Chairperson. 
As Committee Chair, Chuck organized numerous well-attended and 
informative programs. As a member of council, he planned last year's 
Summer Tax Conference and the upcoming Annual Meeting. Chuck per
formed each and every task in a highly competent, professional manner. 
Chuck's dependability is best illustrated by the fact that he never missed 
a council meeting in his three years as a council member. 
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Henry Lee (Estates and Trusts) and Tom Kenny (State and Local) are com
pleting their terms as Committee Chairpersons. I hope we can look forward 
to their return to the Section as new members of the council as each did an 
outstanding job in organizing programs, obtaining speakers and finding 
authors for the Michigan Tax Lawyer. 

I would be remiss if I did not acknowledge the contributions of several of 
our past chairpersons who continue to be active in the section including my 
immediate predecessor, Jim Novis, who always made himself available for 
any of my questions involving either the Taxation Section or State and Local 
Tax issues; Joe Bonventre and Reg Nizol, who remained active as part of our 
nominating committee and voluntarily served on an estate tax ad hoc com
mittee; and George Gregory, who continues to serve as a liaison between the 
Taxation Section and the Probate and Estate Planning Section. 

I first became involved in the Taxation Section when I was fresh out of law 
school upon attending a seminar at which Steve Feldman was one of the 
speakers and was, at the time, the Committee Chairperson for the Practice 
and Procedure Committee. He placed my name on his list of members for 
that Committee and always made me feel welcome at meetings even though 
I had little to contribute at the time. Steve was promoted to council and 
eventually served as a Chairperson for the Taxation Section. At that time, I 
was grateful merely attending the meetings and certainly had no expectation 
of one day being selected Chairperson of this Section. I consider serving as 
Chairperson of this Section to be one of the highest honors and most reward
ing experiences of my career and I thank Steve and all others who might 
have been instrumental in my selection. 

Last, and certainly not least, I would like to thank two wonderful people 
who always made my job easier; Jan Baggett, the Taxation Section's program 
facilitator and Sue Modzelewski, the best legal assistant I could ever hope to 
find. 

I look forward to helping my successors in the near future as ex officio. 

Very truly yours, 

ERIC T. WEISS 
Chairperson 
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Report of the Business 
Entities Committee 
Ronald T. Charlebois, Chairperson 
Powers, Chapman, De Agostino 
3001 W. Big Beaver, #704 
Troy, Ml 48084 
(248) 643·6500 Office 
(248) 643-0280 Fax 
rcharlebois@ powerschapman .com 

Recent Activities 
On June 27, 2002, the Business 
Entities Committee met at the 
Bloomfield Hills offices of Dykema 
Gossett, PLLC. The program fea
tured a presentation by Eric Carver 
of Dykema Gossett, PLLC on the 
IRS guidance provided in Rev Proc 
2001-43 concerning the tax treat
ment of compensatory planning for 
service providers in business entities 
governed by Subchapter K of the 
Internal Revenue Code (including 
partnerships and LLCs taxed as 
partnerships). Mr. Carver addressed 
the safe harbor rules provided by 
this Rev Proc for nonvested profit 
interests received by service 
providers as well as the tax treat
ment of other forms of compensatory 
equity planning by Subchapter K 
entities. The discussions that fol
lowed by those in attendance also 
focused on the need to continue to 
identify pro-taxpayer tax policies and 
strategies developing under Sub
chapter K so as to facilitate entity 
selection considerations in each 
instance. 
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Report of the Employee 
Benefits Committee 
Mary Jo Larson, Chairperson 
Honigman Miller Schwartz and Cohn 
2290 First National Building 
Detroit, Ml 48226 
(313) 465-7458 Office 
mjl@honigman.com 

Recent Activities 
The Employee Benefits Committee 
co-sponsored the ASP A/IRS 2002 
Great Lakes Area Employee 
Benefits Conference in Chicago 
on May 2-3, 2002. 

The last meeting of the Employee 
Benefits Committee took place on 
Thursday, May 23, 2002, at the Novi 
Hilton. The program featured: (1) 
Nancy Keppelman of Stevenson 
Keppelman Associates and Rebecca 
Sczepanski of Honigman Miller 
Schwartz and Cohn, who presented 
"Ding Dong, the Same Desk Rule is 
Dead - Or Is It? Selected EGTRRA 
Highlights from the Land of Oz"; 
and (2) Mike Shpiece of Miller, 
Shpiece & Tischer, P.C., Dan Sak 
of Superior Consulting, and Alan 
Posner of Kelman Loria Will Harvey 
& Thompson, who debated "The 
ADA and Its Impact on Employee 
Benefits." Also, during this meeting 
Gary Mitchell, the new Manager of 
the IRS Voluntary Compliance 
Program for the Great Lakes Area, 
visited and shared his vision for the 
Great Lakes program. 
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Report of the Estates 
and Trusts Committee 
Henry P. Lee, Chairperson 
Lee & Gregory, P.C. 
280 W. Maple Road, Suite 300 
Birmingham, Ml 48009-3344 
(248) 646-4200 Office 
(248) 642-0625 Fax 
hlee@ lgspc.com 

The Estates and Trusts Committee 
had its last conference on Wednes
day, June 26, 2002 at the Conference 
Room of Fifth-Third Bank in 
Southfield, wherein Nancy Welber, 
Esq. Made a presentation on how to 
implement estate planning in light 
of the final Regulations pertaining to 
retirement distributions pursuant to 
IRC §401(a)(9). Approximately fifty 
attorneys attended the conference. 
Nancy's presentation was both stim
ulating and most informative. 

This is the last official session of 
my Chairmanship. I will be succeed
ed by George Runstadler of Berry 
Moorman, P.C. I am confident that 
George will continue the tradition of 
a very productive series of seminars. 

Report of the Practice 
and Procedure 
Committee 
Jess A. Bahs, Chairperson 
Foster Zack & Lowe, P.C. 
2125 University Park Drive, Suite 250 
Okemos, Ml 48864-5903 
{517) 706-5760 Office 
(517) 706-5760 Fax 
jess.bahs@fosterzacklowe.com 

The Practice and Procedure 
Committee met with attorneys 
Robert D. Heitmeyer and Alexandra 
E. Nicholaides of the Detroit IRS 
Chief Counsel office on August 7, 
2002. The meeting was held at the 

Oakland Community College, 
Orchard Lake location. The date and 
location was selected so that it could 
coincide with the IRS Appeals Office 
seminar that was conducted later 
that afternoon. Some of the subjects 
Rob and Alex discussed were: inno
cent spouse developments, the rami
fications and potential IRS enforce
ment of the U.S. Supreme Court 
decision in Craft, the current struc
turing of the Chief Counsel office, the 
role of the appeals office, reasonable 
compensation cases, burden of proof 
shifting (or its insignificance as a 
practical matter), and attempts to 
recover attorney fees. The meeting 
was a useful opportunity to ask the 
Chief Counsel attorneys questions on 
many practical matters faced by tax 
attorneys. Rob and Alex were very 
eager to learn and consider the view
points of the attorneys who attended 
-many thanks to Rob and Alex for 
their involvement. 

Report of the State and 
Local Tax Committee 
Thomas J. Kenny, Chairperson 
Raymond & Prokop, P.C. 
26300 Northwestern Highway, 4th Floor 
Southfield, Ml 48086-5058 
(248) 357-3010 

Recent Activities 
The State and Local Tax Committee 
held a meeting on June 18, 2002, at 
the offices of Howard & Howard, 
P.C., Lansing, Michigan. The guest 
speaker was Mark Hilpert, 
Chairman of the State Tax 
Commission. 

Mr. Hilpert provided an update 
of commission activities, as well as 
an update of recent property tax 
decisions. 
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Michigan Department of 
Treasury Update 
The Michigan Department of 
Treasury has issued three proposed 
Revenue Administrative Bulletins: 

• RAB 2002-D provides a 
Definition of Financial 
Organization; 

• RAB 2002-E provides an 
outline of the tax policy relative 
to Apportionment and Sourcing 
of Income for Financial 
Organizations; and 

• RAB 2002-C provides a descrip
tion of the tax policy relative to 
Single Business Tax - Affiliated 
Groups for Consolidated Return 
Filing Requirements. 

These Bulletins are presently 
under review by the Commissioner's 
Advisory Group. 

Michigan Tax Lawyer-Fall 2002 
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Feature 
Articles 

Michigan Oil & Gas Taxation: From Bauer to RAB 2001-5 

By: Wayne D. Roberts, Esq.' 

I. Introduction 
Throughout the past two decades, 
the state of Michigan's taxation of 
oil and gas production has undergone 
significant change. The changes 
have, in large part, arisen in the 
absence of legislative action. These 
non-legislative law changes have 
imposed a unique administrative, 
economic and psychological burden 
on Michigan oil and gas producers, 
a burden exemplified by protracted 
litigation and financial uncertainty. 

As the year 2002 passes, Michigan 
oil and gas producers finally have 
some fairly well established guidance 
regarding state taxation of their 
income and business activities. 
However, with the continuing conflict 
in many oil producing nations, the 
promotion of domestic energy produc
tion may once again move to the 
forefront of political considerations. 

To fully appreciate the political 
issues raised by Michigan oil and gas 
production, it will be critical to have 
a general understanding of numer
ous issues. Foremost among these 
issues are the following: (1) the man
ner in which oil and gas production 
is operated; (2) the federal income 
tax law governing taxation of oil and 
gas production; (3) the recent history 
of Michigan oil and gas taxation; and 
(4) the current Michigan law govern
ing oil and gas taxation. 

II. Oil And Gas Production 101: 
An Overview 

Oil and gas production is conducted 
in a variety of business entities, 
including sole proprietorships, part
nerships, limited partnerships, limit
ed liability companies, and others. 
Regardless of the form of entity used 
to conduct the business, there are 
some general characteristics that 
remain relatively constant. First, 

the oil and gas production will 
ordinarily be divided between two 
primary types of interests, the work
ing interest and the royalty interest. 
Moreover, the production will typi
cally require an oil and gas lease. 

To summarize, oil and gas project 
production ordinarily begins when 
an oil and gas producer identifies a 

target parcel of property. Once the 
property is identified, the producer 
will enter into a lease agreement 
with the landowner. 

The typical lease grants the prop
erty owner a retained "royalty inter
est" in the oil or gas to be produced 
from the property. This royalty inter
est can be specified as a stated per
centage or amount of the production 
from the subject property, and the 
royalty interest holder is customarily 
a passive investor in the activity. 

The portion of the oil and gas 
production that remains, after the 
royalty interest is removed, compris
es the "working interest" in the 
project. This working interest is 
often divided into equal, one percent 
ownership interests. 

III. Federal Income Taxation 
of Oil and Gas 

Under the federal income tax law, 
there is a clear distinction drawn 
between a working interest and 
a royalty interest in oil and gas 
production. 

A. Federal Income Taxation 
of a Working Interest in 
Oil and Gas 
In general, the holder of a 
working interest in oil and gas 
is treated as an active partici
pant in the production. This 
active classification brings with 
it the federal tax benefit of being 
allowed a specific exemption 
from the passive activity loss 
rules.' Because of this non
passive classification, the holder 

The typical 
lease grants 
the property 
owner a 
retained 
"royalty 
interest" in 
the oil or 
gas to be 
produced ... 
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of a working interest that gener
ates a loss will report this loss 
on federal schedule C, and can 
use the loss to reduce other 
active income in the federal 
income tax return. The exemp
tion from the passive activity 
loss rules, however, does have 
a price. This price is charged 
in the form of the federal self
employment tax. The self
employment tax applies to 
the net income from oil and gas 
that is earned from a profitable 
working interest investment. 

The self-employment tax 
applies to all working interests, 
including those interests that 
are held by completely passive 
investors who have neither the 
desire nor the ability to engage 
in drilling activities. 3 

B. Federal Income Taxation 
of a Royalty Interest in 
Oil and Gas 
In contrast to the active nature 
of a working interest, a royalty 
interest in oil and gas is treated 
like any other investment activi
ty. As such, the royalty interest 
will be classified as a non-pas
sive activity only if the investor 
satisfies statutory active partici
pation tests." Accordingly, 
because most royalty interests 
are merely investments, the roy
alty income and expenses would 
ordinarily be reported in federal 
schedule E, and losses would not 
be available to offset active 
income. 

This summary, albeit some
what simplistic, highlights the 
unique federal tax treatment 
of oil and gas. 

IV. Michigan Taxation of Oil 
and Gas: An Historical 
Perspective 

As alluded to above, Michigan state 
taxation of oil and gas has changed 
significantly over the past twenty 
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years. In fact, there have been mate
rial developments in both personal 
income tax and single business tax. 

There have been two common ele
ments in the changes in both taxes. 
First, the Michigan Department of 
Treasury (the "Department") has 
consistently attempted to tax oil 
and gas activities. Second, taxpayers 
have contested tax assessments 
based on statutory construction of 
the "in lieu of all other taxes" lan
guage in the Michigan Severance 
Tax statutes. 6 

A. The Key to Michigan Oil and 
Gas Taxation: The Michigan 
Severance Tax' 
1. The primary constant in 

Michigan oil and gas taxation 
has been the Michigan 
Severance Tax. 
The severance tax em
powering provision states, 
in relevant part: 
[t]here is hereby levied upon 
each producer engaged in the 
business of severing from the 
soil, oil or gas, a specific tax 
to be known as the severance 
tax. 

MCLS §205.301 (2002). 
This statute clearly provides for the 
imposition of a severance tax on cer
tain "producers" of oil and gas. There 
have been no significant successful 
challenges to this tax. The severance 
tax applies to the market value of 
the oil or gas at the time that it 
reaches the wellhead and is severed 
from the ground.' In addition, very 
importantly, the severance tax 
statute contains an additional pro
vision, a provision that specifically 
states: 

[ t]he severance tax herein pro
vided for shall be in lieu of all 
other taxes, state or local, 
upon the oil or gas, the property 
rights attached thereto or inher
ent therein, or the values created 
thereby; upon all leases or the 
rights to develop and operate 
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any lands of this state for oil or 
gas, the values created thereby 
and the property rights attached 
to or inherent therein: Provided, 
however, nothing herein con
tained shall in anywise exempt 
the machinery, appliances, pipe 
lines, tanks and other equipment 
used in the development or oper
ation of said leases, or used to 
transmit or transport the said 
oil or gas: And provided further; 
That nothing herein contained 
shall in anywise relieve any cor
poration or association from the 
payment of any franchise or 
privilege taxes required by the 
provisions of the state corpora
tion laws. 

MCLS § 205.315 (2002). 
In the modern era of strict construc
tion jurisprudence, this "in lieu of all 
other taxes" language would appear 
to be unambiguous and beyond re
proach. However, you will be shown 
that the Michigan Department of 
Treasury has consistently attempted 
to tax oil and gas under other state 
tax schemes, including both personal 
income tax and single business tax. 

2. The Michigan Severance Tax 
applies equally to holders of both 
working interests and royalty 
interests in oil and gas. 

It is easy to understand why a 
holder of a working interest in an oil 
and gas well would be classified as 
being in "the business of producing 
oil and gas." However, classification 
of a holder of a royalty interest is not 
as clear. In fact, prior to 1965 legis
lation, it was argued that the sever
ance tax generally applied only to 
the lessee, or the holder of a working 
interest in oil and gas wells. 
However, due to certain statutory 
changes in 1965, the Michigan 
Department of Treasury took the 
position that it could impose the 
severance tax directly on holders of 
royalty interests in oil and gas wells. 

In Brown v. Shell Oil,' the 

Michigan Court of Appeals confirmed 
that the severance tax applies to 
holders of royalty interests, as well 
as the holders of working interests 
in oil and gas wells. 

B. The Michigan Personal 
Income Tax: The Taxpayers' 
First Victory 
In a case of first impression, 
Carl Bauer10 argued that the "in 
lieu of all other taxes" language 
in the severance tax statutes 
precluded the state of Michigan 
from imposing an income tax 
on oil and gas royalties. 

Bauer was a lessor of mineral 
rights and a holder of royalty 
interests in oil and gas wells. 
Bauer received royalty payments 
from the production of oil and 
gas that were subject to the 
severance tax pursuant to Oil. 
Bauer had also reported this 
royalty income in his personal 
income tax returns, and such 
income was subject to both feder
al and Michigan income tax. 

Bauer filed claims for refund 
of Michigan income tax arguing 
that the royalty income was 
exempt from state income tax 
because it had been subject to 
the Michigan severance tax. The 
Department of Treasury denied 
these claims for refund. In 
response to these denials, Bauer 
filed suit seeking a declaratory 
judgment that royalty interest 
income was exempt from the 
Michigan income tax pursuant 
to MCLS § 205.315 because 
the underlying production had 
been subject to the Michigan 
severance tax. The Michigan 
Department of Treasury coun
tered by arguing that, because 
the personal income tax was 
enacted in 1967, long after the 
severance tax, which was enact
ed in 1929, the "in lieu of all 
other taxes" language could not 
possibly have been meant to 
extend to the income tax. 

Feature 
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The Michigan Court of 
Appeals rejected the state's argu
ment and held that the "in lieu 
of all other taxes" language of 
MCLS § 205.315 was clear and 
unambiguous and that, when the 
severance tax applies, it is to be 
levied in lieu of all other taxes. 
The Court of Appeals found no 
exception for the income tax. 
Accordingly, the court held the 
royalty income exempt from the 
income tax and ordered refunds 
to be issued. 

Based on this victory, 
Michigan oil and gas producers 
rushed to file similar claims 
for refund. These taxpayers 
attempted to exempt gross 
receipts from royalties. The 
Michigan Department of 
Treasury countered with the 
position that only the net income 
from oil and gas royalties could 
be excluded from the Michigan 
income tax base. This argument 
was not easily resolved. 

A. The Michigan Single 
Business Tax ("SBT"): 
an extension of the 
Bauer Principle 
Very logically, Michigan oil and 
gas producers next challenged 
Michigan's principal business 
tax, the SBT. In this challenge, 
Michael T. Cowen v. Department 
of Treasuryu took the lead for 
taxpayers. In Cowen, the tax
payer was an oil and gas produc
er who had paid severance tax 
with respect to working interests 
that he owned in oil and gas 
wells. In addition, the taxpayer 
paid SBT on the oil and gas 
activities. 

Cowen petitioned the 
Michigan Tax Tribunal for a 
refund of all SBT paid, citing 
Bauer for the principle that the 
severance taxes paid were the 
exclusive tax applicable to the 
oil and gas revenues. The Tax 
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Tribunal denied these claims 
for refund and concluded that, 
notwithstanding the Bauer 
opinion, the "in lieu of all other 
taxes" language in the severance 
tax referred only to ad valorem 
property taxes. 

When the taxpayer appealed 
to the Michigan Court of 
Appeals, the Department argued 
both that Bauer was incorrectly 
decided, and that the unique 
nature of the SBT rendered the 
"in lieu of all other taxes" lan
guage inapplicable. The court 
of appeals was bound to follow 
Bauer and held that all receipts 
upon which the severance tax 
had been levied were exempt 
from the SBT. 

The majority of Court of 
Appeals in Cowen expressed its 
dissatisfaction with the analysis 
in the Bauer case, but found 
itself powerless to depart from 
the precedent that had become 
the Bauer Principle.'' 

B. The Income Tax Deduction 
For Oil And Gas Production 
Expenses 
As mentioned briefly above, the 
Bauer opinion left several ques
tions unanswered. As of 1998 
the primary questions remaining 
were whether the measure to be 
excluded from the Michigan tax 
base was the gross revenues or 
the net income from oil and gas, 
and whether oil and gas produc
tion expenses were deductible for 
Michigan income tax purposes. 
These questions were further 
complicated by the fact that oil 
and gas producers often operated 
at a net loss. Due to this net 
loss posture, Michigan oil and 
gas producers were excluding 
the gross revenues from oil and 
gas, while taking a deduction for 
net operating losses from the oil 
and gas production. 
1. Cook v. Department of 
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Treasury 13
: the Treasury 

strikes first. 
The anomaly created by 

the taxpayer's apparent 
statutory ability to reduce 
Michigan taxable income by 
both the gross receipts and 
production expenses was first 
formally addressed in 1998. 
In Cook, the Court of Appeals 
held that the proper measure 
to be excluded from income 
was gross receipts, but that 
the taxpayer was not entitled 
to deduct oil and gas expenses 
when calculating a Michigan 
net operating loss, because 
those expenses were not 
associated with Michigan 
taxable income. 

Focusing on the most gen
eral of the Michigan income 
tax statutes, the court of 
appeals looked beyond the 
specific statutory requirement 
that Michigan taxable income 
be calculated based on federal 
adjusted gross income. The 
Court of Appeals pointed out 
that Michigan law provides 
that, ''[I]t is the intention of 
[the income tax act] that the 
income subject to tax be the 
same as taxable income as 
defined and applicable to the 
subject taxpayer in the inter
nal revenue code, except as 
otherwise provided in this 
act."14 

The Cook Court analogized 
to and, in effect, incorporated 
a variation of section 265 of 
the Internal Revenue Code 
of 1986, as amended (the 
"Code"), a federal provision 
that disallows deductions for 
certain expenses because such 
expenses are incurred in the 
production offederally tax
exempt income. The Cook 
Court was required to analo
gize to this federal statute 
because Michigan law con-

tains no provision similar to 
section 265 of the Code. In 
fact, without this analogy, the 
court would have been left 
with the Michigan law that 
specifically adopts federal 
adjusted gross income, with 
specific and limited adjust
ments, as the starting point 
for the Michigan income tax 
base.15 

As a result of the use of 
analogy to section 265 of the 
Code, the Cook Court effec
tively created the rule that 
expenses incurred in the 
production of oil and gas 
were not deductible to the 
extent that these expenses 
created a net operating loss. 

2. Elenbaas v. Department of 
Treasury (Elenbaas I):" the 
taxpayers response. 

Before the impact of the 
Cook opinion could be fully 
assimilated by many, a sepa
rate Court of Appeals Panel 
departed from the analysis of 
Cook. This departure created 
an abnormal split within the 
Michigan Courts of Appeals. 

In Elenbaas I, the taxpay
ers filed amended income tax 
returns requesting refunds of 
income tax paid on their gross 
receipts from oil and gas pro
duction. The Department of 
Treasury refused to refund 
the entire amount of tax and, 
instead, based the refund cal
culations on the taxpayer's 
net income from oil and gas 
production. Moreover, 
because the taxpayers had 
suffered net losses during 
1990-1993, these net losses 
should be added back into 
Michigan taxable income, 
resulting in additional tax 
assessments. In effect, the 
primary issues of contention 
were whether the severance 
tax exclusion applied to gross 
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receipts or net income, and 
whether the taxpayer could 
deduct a federal operating 
loss from oil and gas pro
duction activities. 

In Elenbaas I, the court 
reaffirmed the conclusion that 
Bauer was rightly decided. 
Moreover, it recognized that 
Michigan law contains a 
specific statute that defines 
"taxable income" as "adjusted 
gross income as defined in the 
internal revenue code subject 
to [certain clearly delineated 
adjustments]."" The Elen
baas I Court pointed out 
that, because the income tax 
statute contained no provision 
to adjust taxable income for 
any type of oil and gas income 
or loss, Michigan taxable 
income must include any net 
operating loss included in the 
determination of federal 
adjusted gross income.18 

3. Elenbaas v. Department of 
Treasury (Elenbaas II)": 
Michigan oil and gas 
producers lose. 

As the heading indicates, 
Elenbaas II, a case that many 
expected to clarify the law 
and resolve the conflict 
between the prior appellate 
panels, held that oil and gas 
producers could not create 
or increase a Michigan net 
operating loss from oil and 
gas production expenses. 

In Elenbaas II, a special 
appellate panel was assem
bled to reconsider the analy
ses from Elenbaas I and Cook. 
In that respect, recall that the 
Court of Appeals in Elenbaas 
I held that the amount to be 
excluded from the Michigan 
income tax was the gross 
proceeds, and that taxpayers 
could deduct a federal operat
ing loss from oil and gas for 
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Michigan income tax purpos
es. Also recall that a separate 
Court of Appeals panel in 
Cook held that the taxpayers 
could not deduct a federal net 
operating loss. The practical 
import of Elenbaas II was 
that following Elenbaas I 
would result in tax refunds, 
while following Cook would 
result in potential additional 
tax assessments on Michigan 
oil and gas producers. 

The special appellate panel 
was assembled pursuant to an 
order by the Court of Appeals 
sitting en bane under the 
conflict resolution procedure 
contained in MCR 7.215(H). 
With limited discussion, this 
panel adopted the reasoning 
from the Cook decision and 
reversed the holding of 
Elenbaas I. In effect, the 
panel adopted the Cook 
Court's legislative analogy 
to the federal statute that 
disallows expenses incurred 
in the production of tax
exempt income. Nonetheless, 
regardless of how the panel 
came to this conclusion, under 
Elenbaas II, a federal net 
operating loss from oil and 
gas cannot be used to create 
or increase a Michigan net 
operating loss. 

V. The Current State of the Law 
in Michigan: RAB 2001-5 

In a much anticipated Revenue 
Administrative Bulletin, the 
Michigan Department quickly 
adopted a variation of the holding 
from Elenbaas II as Department 
policy. RAB 2001-5 provides an 
overview of the severance tax, along 
with additional guidance, including 
the following: 
• income from oil and gas that is 

subject to the severance tax is not 
subject to the personal income tax; 

• only a person who meets the defi-
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nition of a producer under MCL 
§ 205.312(2)20 may deduct gross 
receipts from oil and gas that are 
also subject to the severance tax; 

• receipts from oil and gas that are 
subject to the severance tax may 
be deducted to the extent that the 
receipts were included in federal 
adjusted gross income (''AGI"); 

• expenses applicable to deductible 
oil and gas receipts that are 
incurred prior to the oil or gas 
reaching the wellhead are 
deductible for Michigan income 
tax purposes, except in computing 
a Michigan net operating loss; 

• expenses incurred on oil and gas 
after it reaches the wellhead rep
resent adjustments to post-sever
ance tax value of the oil and gas 
and are generally not deductible 
for Michigan income tax purposes; 

• oil and gas expenses cannot be 
used to compute a Michigan net 
operating loss to carry over to 
other tax years; 

• oil and gas income must be in
cluded in income for purposes 
of computing certain Michigan 
credits and credit limitations; 

• the basis in assets used in the 
production of oil and gas remain 
the same as the federal income 
tax basis for those assets. 

VI. Conclusion 
Michigan oil and gas producers, and 
their representatives, have endured 
a long and uncertain battle over 
whether, and to what extent, oil and 
gas production is subject to Michigan 
taxation. At this point, there exist 
some fairly well settled principles, as 
reflected in RAB 2001-5 and Cowan. 
These general principles are summa
rized in the following table. 

Description Michigan 
Income Tax 

Oil & Gas Gross Receipts 
Royalty Revenues Exempt if included 

in federal AGI 

Oil & Gas Gross Receipts 
Working Interest Exempt if included 
Revenues in federal AGI 

Deduction for Deductible -
Production Can Create or 
Expenses Enhance NOL 
Incurred Prior 
to the Wellhead 

Deduction for Not Deductible-
Production noNOL 
Expenses 
Incurred After 
Oil or Gas 
Reaches Wellhead 

Calculation of Basis in Assets 
Gain or Loss on is Federal Income 
the Sale of Oil Tax Basis 
and Gas Assets 

Although it is possible to derive 
broad, general principles from the 
current authorities, the Michigan 
Supreme Court has denied Certiorari 
on these issues, and the Michigan 
Legislature has spoken with respect 
to the propriety of these authorities. 
Until we have an opinion from our 
Michigan Supreme Court, or new 
legislation, the current state of the 
law will no doubt continue to be 
questioned. Nonetheless, Michigan 
oil and gas producers, along with 
their representatives, must begin 
their analysis of oil and gas tax 
issues in the shadows of the 
existing, Elenbaas II and Cook
based interpretations of the law. 

SBT 
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With the current projected tax 
deficits, the international turmoil, 
and the likelihood of a political push 
to promote domestic energy produc
tion, Michigan's current tax structure 
could again become a major political 
issue. As these issues are discussed, 
as suggestions are made, as bills are 
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introduced in the legislature, and as 
complaints are filed in our Michigan 
courts, all parties involved would 
benefit from an understanding of the 
storied history behind the current 
state of affairs in Michigan oil and 
gas taxation. 
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The Narrow Parameters of Section 6166 

By: Adam Lumberg 

A major complaint of the federal 
estate tax is its devastating effect 
on family owned businesses. The 
impact is so significant that family 
owned business owners could be the 
driving force to persuade Congress 
to lift the sunset provision of the 
Economic Growth and Tax Relief Act 
?f 2001, thereby permanently repeal
mg the estate tax. In the meantime 
the Internal Revenue Code (the ' 
"Code") does provide some relief to 
family business owners. One partic
ular provision, which is the focus of 
this article, is found under Section 
6166 of the Code ("§6166"). §6166 
permits an election to be made to 
defer estate tax attributable to a 
decedent's interest in a closely held 
business. While this provision of the 
Code provides much needed relief it 
is drafted so narrowly that most ~ill 
struggle to fit within its parameters. 

Overview 
§6166 _authorizes a personal repre
sentative to make an election to 
defer the estate tax attributable 
to a decedent's interest in a closely 
held business and pay such tax, after 
a five-year deferral, in ten annual 
installments ("§6166 Election").' 
Thus, if a §6166 Election is made 
the estate tax attributable to a d~ce
dent's interest in a closely held busi
ness may be deferred for a maximum 
of14 years. 

Although interest is charged it 
is at a bargain rate. The intere~t 
rate on the unpaid, or deferred tax 
is equal to: (i) 2% on the estat~ tax 
~ttributable to the first $1,100,000 
(mdexed for inflation) of closely held 
business interests; and (ii) 45% of the 
interest rate paid on underpayment 
of taxes (i.e., 2.7% with an underpay
ment rate of 6%) on the estate tax 
attributable to the remaining closely 

held business interests. 2 Note that 
~he estate is required to pay the 
mterest annually. 

Benefits 
The benefits of making a §6166 
Election are the bargain interest 
rates and the deferral of the payment 
of estate tax. As a result of §6166, 
an estate may avoid selling assets 
used in a going business to pay 
the tax. 3 The goal is that by defer
ring the estate tax, the cash flow 
generated from the business will 
be sufficient to pay the tax liability 
as it becomes due. Note that a §6166 
Election does not reduce the estate 
tax payable. 

Requirements 
To q~alify for §6166, the following 
reqUirements must be satisfied: 
(i) the decedent must have been at 
death a citizen or resident of the 
United States;' (ii) more than 35% of 
the decedent's adjusted gross estate' 
must consist of an interest in a close
ly held business (the "35% Test")·' 
and (iii) the personal representative 
must make an election on a timely 
filed estate tax return. 7 

For purposes of the 35% Test the 
decedent's interest in two or mo~e 
closely held businesses may be aggre
gated and treated as an interest in a 
single closely held business if 20% or 
more of the value of each business is 
included in the decedent's estate (the 
"20% Test").' To meet the 20% Test 
the surviving spouse's interest in the 
business is treated as included in 
the decedent's gross estate if owned 
with the decedent as joint tenants, 
tenants by the entirety, or tenants in 
common.9 

The key to §6166 is whether the 
decedent's assets consist of an inter
est in a closely held business. The 
Code defines an interest in a closely 
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held business as: 
1. an interest as a proprietor in a 

trade or business carried on by 
the proprietorship; 

2. an interest as a partner in a 
partnership carrying on a trade 
or business, if: 
a. 20 percent or more of the 

total capital interest is 
included in the decedent's 
gross estate, or 

b. the partnership has 45 or 
fewer partners; 

3. stock in a corporation carrying 
on a trade or business, if: 
a. 20 percent or more of the 

voting stock of the corporation 
is included in the decedent's 
gross estate, or 

b. the corporation has 45 or 
fewer stockholders.'' 

What is a trade or business for 
purposes of these rules? As stated 
above, in order for an interest in a 
closely held business to qualify for 
§6166, the business must carry on a 
"trade or business." The Internal 
Revenue Service (the "Service") has 
taken the position that the business 
must be engaged in an active trade 
or business as of the decedent's death 
for the asset to qualify for §6166.11 

The Service states that §6166 "was 
not intended to protect continued 
management of income producing 
properties or to permit deferral of 
tax merely because the payment of 
tax might make necessary the sale 
of income-producing assets, except 
where they formed a part of an 
active enterprise producing business 
income rather than income solely 
from the ownership of property."" 
The Service's opinion is that §6166 
"was intended to apply only with 
respect to a business, such as a 
manufacturing, mercantile, or service 
enterprise, as distinguished from 
management of investment assets."13 

Does ownership in rental real 
property qualify? Although §6166 
may have originally been enacted to 
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ease the tax liability associated 
with the ownership of a family 
farm or a retail business, the 
Service frequently has issued 
opinions as to whether rental 
real property will qualify for 
§6166. In order to meet the 
Service's active requirement 
described above, the decedent's 
level of activity with respect to 
rental real property will be con
sidered in determining whether 
a §6166 Election will be allowed." 

In Private Letter Ruling 
("PLR") 8145008, the decedent 
provided all services necessary 
to operate and maintain an apart
ment house, such as personally 
doing all maintenance, repairs 
to structures, fixtures and equip
ment, gardening, grounds mainte
nance, cleaning, painting, rent 
collection, bookkeeping, tax return 
preparation, lease negotiations, 
evictions, and purchasing of equip
ment and supplies." The Service 
held that "[if] a proprietorship that 
leases real property to others does 
more than merely collect rents, 
administer mortg(lges, and pay 
property taxes, etc. (considered 
management of investments), it 
is considered to be a service enter
prise, carrying on a trade or busi
ness for purposes of §6166."16 The 
Service held that because the 
decedent's proprietorship actively 
operated, maintained and repaired 
the property, the property consti
tuted an interest in a closely held 
business for purposes of §6166.17 

In PLR 9801009, the dece
dent owned several rental proper
ties and 92% of a real estate 
management corporation that was 
formed to manage and service his 
rental properties." The decedent 
handled the day to day operations, 
management, maintenance, repair, 
service, and improvement of the 
rental properties (with occasional 
assistance from his son or a con-
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tractor under his supervision) until 
his physical incapacitation shortly 
before his death." The Service held 
that the "level of [the decedent's] 
activity was more than a mere owner 
managing investment assets to 
obtain the rents ordinarily expected 
from them."" The Service concluded 
that the decedent's "level of activity 
is sufficient to treat his interest in 
the rental real estate properties and 
in [the real estate management cor
poration] as interests in a trade or 
business for purposes of [§6166]."" 

In PLR 9832009, the decedent 
owned several commercial real estate 
properties." The decedent main
tained an office at one of the proper
ties and reported to it every day.23 

The decedent reviewed all invoices, 
signed all invoice and payroll checks, 
and negotiated all commercial 
leases. 24 The decedent also employed 
and supervised four employees whose 
duties included handling various 
administrative matters and main
taining and servicing various proper
ties, including providing repair, 
maintenance and janitorial services." 
The Service stated that "the level of 
activity is the factor that distinguish
es an 'active business' from mere pas
sive ownership of income producing 
assets."" The Service also held that 
"[i]n determining the level of busi
ness activity carried on by a propri
etorship, partnership and/or corpora
tion, the activities of its agents 
and/or employees are taken into 
account."27 As a result, the Service 
held that such properties which the 
employees provided significant 
repair, maintenance and janitorial 
services to constituted an interest in 
a trade or business for purposes of 
§6166.28 

To the contrary, the Service has 
also issued opinions that rental 
activities do not constitute a trade 
or business for purposes of §6166. 
In PLR 9832009, the decedent also 
owned several properties in which 

services were conducted by independ
ent contractors. 29 The Service held 
that "[ t]he activities of persons such 
as independent contractors or lessees 
who are neither agents nor employ
ees ... are not taken into account 
[to determine the level of business 
activity]."" As a result, the Service 
held that the level of activity in
volved by the decedent was not suffi
ciently active in the management 
and operation of these properties to 
constitute an interest in a trade or 
business for purposes of §6166.31 The 
Service stated that the decedent's 
interest in such properties were 
"those of a mere owner managing 
investment assets to obtain the rents 
ordinarily expected from them."" 

In PLR 9621007, the decedent 
owned real estate interests as a ten
ant in common and through partner
ships." The decedent was an active 
participant in managing the business 
until ill health forced his daughter 
to replace him. 34 Business activities 
included obtaining tenants, enforcing 
lease terms, resolving tenant com
plaints, collecting rent, paying bills, 
and overseeing repairs and improve
ments." In some cases many of those 
activities were assumed by the ten
ants. 36 The Service held that the 
decedent's real estate interests were 
not interests in a closely held busi
ness under §6166, even though the 
decedent might be considered to be 
operating a trade or business for 
purposes of other Code sections.37 

The Service held that the activities 
performed by the decedent and his 
daughter "were merely those of an 
owner managing investment assets 
to obtain the rents ordinarily expect
ed from them."38 

Further, in a 1975 revenue ruling, 
the Service denied an election under 
§6166 to defer estate taxes owed on 
real property included in a decedent's 
gross estate. 39 Here, the decedent 
owned rental commercial property, 
rental farm property, and notes 
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receivable, aggregating more than 
35% of the decedent's gross estate." 
Prior to death, the decedent main
tained a fully equipped business 
office to collect rental payments on 
the properties, receive payments on 
the notes receivable, negotiate leases, 
make occasional loans, and by con
tract direct the maintenance of the 
properties.41 The decedent main
tained records and kept regular office 
hours for collection of the amounts 
involved and the maintenance of his 
properties." The Service stated that 
"the mere grouping together of 
income-producing assets from which 
a decedent obtained income only 
through ownership of the property 
rather than from the conduct of a 
business, in and of itself, does not 
amount to an interest in a closely 
held business.""' The Service held 
that the decedent's relationship to 
various assets was merely that of an 
owner managing investment assets 
to obtain the income ordinarily 
expected from them, and therefore 
was not entitled to defer estate taxes 
under §6166.44 

The Service has also held that a 
decedent's ownership of property 
held for development constitutes an 
active trade or business for purposes 
of §6166. 45 In PLR 199929025, the 
decedent owned several commercial 
and residential properties and all of 
the stock of a company which activity 
managed the properties." In addi
tion, the decedent owed several unde
veloped properties that the decedent 
had purchased to develop into com
mercial and residential rental real 
estate. 47 The Service held that the 
"[d]ecedent's land development busi
ness constitutes a closely held busi
ness for purposes of [§6166]."" The 
Service, rationalizing this decision, 
stated that "[a]ll of the income pro
ducing properties owned by [the 
decedent] at the time of his death 
were ones he purchased as undevel
oped land and later developed into 
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commercial and residential rental 
properties."" 

Are there attribution rules 
with regards to the Service's 
active requirement? As discussed 
above, the Service will attribute the 
active conduct of a decedent's agent 
or family member to determine 
whether the decedent was actively 
engaged in a trade or business for 
purposes of making a §6166 
Election. 50 In Technical Advice 
Memorandum ("TAM") 8134018, the 
Service expanded upon these attribu
tion rules holding that "in the case of 
a partnership (or corporation) all the 
activities of any members of the part
nership (or employees of the corpora
tion) could be taken into account, 
regardless of the complete passivity 
of the decedent, in finding that the 
decedent had an interest in a part
nership (or a corporation) which was 
carrying on a trade or business. 51 

These attribution rules are often 
essential to determine whether an 
estate will meet the activity test of 
§6166. For example, due to the 
unlimited marital deduction, 52 fre
quently only the second spouse to die 
will owe estate tax. What if the sec
ond spouse to die never personally 
participated in the business? 
Without these attribution rules, the 
second spouse to die will not be suffi
ciently active to qualifY for the estate 
tax deferral. But since the activities 
of family members, employees and 
members of the partnership (or 
employees of the corporation) are 
attributed to the decedent, the 
second spouse to die could in fact 
qualifY for the activity test. 

If an interest in a partnership 
or corporation constitutes an 
interest in a closely held busi
ness, are all of the assets held by 
such partnership or corporation 
included to determine the value 
of the interest held by the dece
dent? No. In the case of an interest 
in a partnership or corporation, the 
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portion of the interest that is attrib
utable to "passive assets" held by the 
business is excluded from the deter
mination of the value of an interest 
in a closely held business. 53 The pur
pose of this rule is to place closely 
held partnerships and corporations 
on par with sole proprietorships." 
The term passive asset means "any 
asset other than an asset used in 
carrying on a trade or business."" 

Will a decedent's ownership 
of an interest in an entity that 
has as its sole asset an interest 
in another entity qualify as an 
interest in a closely held busi
ness? In the past, the Service con
sistently took the position that an 
entity (the "First Tier") that had as 
its sole asset an interest in another 
entity (the "Second Tier") was not a 
closely held business under §6166 
unless there was an active business 
conducted at the First Tier level. 56 

In other words, such interest was a 
passive asset. For example, in TAM 
8134012 the decedent owned stock 
in a corporation that owned all of 
the outstanding stock of five sub
sidiaries. 57 Although the Service 
held that all five subsidiaries carried 
on a trade or business, the decedent's 
stock in the personal holding compa
ny did not qualifY as an interest in a 
closely held business under §6166.58 

The Service held that "[a] corpora
tion's ownership of the stock of 
another corporation, from which 
such corporation obtains income only 
through such ownership, is not the 
'carrying on of a trade or business' 
within the intent of [§6166]; it is 
more closely analogous to the man
agement of investment assets."" 

In 1984, however, §6166 was 
amended to permit a personal repre
sentative to make an election to treat 
stock of a holding company that 
directly or indirectly owns stock in a 
closely held active trade or business 
as an interest in a closely held busi
ness for purposes of §6166.60 In other 

words, the absence of an active busi
ness at the holding company level 
(i.e., the First Tier) does not prevent 
the decedent's ownership of holding 
company stock from being considered 
an interest in a closely held business. 
Before holding company stock may 
qualify for §6166 treatment, the fol
lowing requirements must be met: (i) 
the interest that is held by the hold
ing company must meet the general 
rule of §6166(b)(1)(C) requiring that 
a closely held business have 45 or 
fewer shareholders or the decedent 
owned 20% or more of the corpora
tion's voting stock;" and (ii) the value 
of the business interest held by the 
holding company must exceed 35% 
of the value of the decedent's gross 
estate (after applying the 20% Test).62 

Note that if this election is made, the 
2% interest rate and the five-year 
deferral of principal payments are 
not available. 63 Again, this is an 
exception to the Service's active 
requirement. 

Although there does not appear 
to be any reason why this exception 
would not be extended to multiple 
partnership interests, the statutory 
exception literally refers only to 
corporate subsidiaries. 

How can an interest in a 
family limited liability company 
(or partnership) that holds an 
interest in an active business 
qualify for §6166? As discussed 
above, it is not clear whether the 
exception for personal holding com
panies extends to an interest in a 
limited liability company or partner
ship. It is logical that this exception 
was never intended to extent to an 
interest in a limited liability compa
ny or partnership simply because it 
was not necessary. Based on the 
aggregate concept of partnership 
taxation, the multiple tier structure 
would be collapsed. In other words, 
under this view, the Second Tier's 
activity would always be attributed 
to the First Tier, and therefore, there 
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was no reason to extend this excep
tion to limited liability companies 
or partnerships. 

Notwithstanding the above, if the 
limited liability company or partner
ship is closely involved in the man
agement of the active business, I 
believe, pursuant to the Service's 
opinions regarding management 
companies (discussed above), there is 
sufficient nexus to attribute the 
activity of the business to the limited 
liability company or partnership, as 
the case may be." Therefore, to 
determine if an interest in a family 
limited liability company or partner
ship qualifies for a §6166 Election, it 
is vital to examine the relationship 
between this entity and the entities 
in which it holds an interest. 
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Conclusion 
Provided a decedent's estate meets 
all of the requirements, §6166 is an 
effective tool to combat the burdens 
placed by the federal estate tax upon 
a decedent's interest in family owned 
(or closely held) business. But, as 
discussed above, there are simply 
so many requirements that many 
taxpayers will not qualify. In fact, 
the structure most estate planners 
are currently recommending (i.e., 
ownership through multi-level 
partnerships/limited liability 
companies to maximize) may limit 
the availability of §6166. Thus, each 
of us should carefully examine §6166 
and its availability before a plan is 
recommended. 

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

1. I.R.C. § 6166(a). This section was designed to "create a safety valve to protect the integrity of closely held 
business interests of a decedent against destruction because of demands of the estate tax provisions of the 
Code.'" Parish v. Loeb. 83-1 USTC ~13.507 (D. ill. 1983, fn.2). 

2. See I.R.C. §§ 6166(1), 66010). 6601(a) and 6621(a)(2). 
3. PLR 9801009. 
4. I.R.C. § 6166(a)(1). 
5. The decedent's adjusted gross estate is defined as the decedent's gross estate less allowable deductions 

under Section 2053 of the Code (debts, costs of administration, and other charges) and Section 2054 of the 
Code (liens and mortgages). I.R.C. § 6166(b)(6). Thus, costs of administration are deducted in determining 
the adjusted gross estate notwithstanding that such costs are taken as income tax deductions on the 
estate's income tax return. See TAM 8203009. 

6. l.R.C. § 6166(a)(1). 
7. I.R.C. § 6166(d). The election is made by attaching to a timely filed estate tax return a notice of election. 

Notwithstanding that reasonable cause exists for the late filing of an estate tax return, the benefits of §6166 
are not available. Under Treas. Reg. § 20.6166-1 (b), the notice of election should contain the following 
information: (i) the decedent's name and taxpayer identification number; (ii) the amount of tax that is to be 
paid in installment; (iii) the date selected for the payment of the first installment; (iv) the number of annual 
installments in which the tax is to be paid; (v) the properties shown on the estate tax return that constitutes 
a closely held business interest (identified by schedule and item number); and (vi) the facts that form the 
basis for the executor's conclusion that the estate qualifies for payment of the estate tax in installments. 

8. l.R.C. § 6166(c). 
9. ld. 
10. l.R.C. § 6166(b)(1). 
11. See PLR 9801009. 
12. ld. 
13. ld. 
14. See PLRs 200114005,9832009,9634006,8452017 and 8229091. 
15. PLR 8145008. 
16. ld. 
17. ld. 
18. PLR 9801009. 
19. ld. 
20. ld. 
21. ld. 
22. PLR 9832009. 
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23. ld. 
24. ld. 
25. ld. 
26. ld. 
27. ld. 
28. ld. 
29. PLR 9832009. 
30. ld. 
31. ld. 
32. ld. 
33. PLR 9621008. 
34. ld. 
35. ld. 
36. ld. 
37. ld. 
38. ld. 
39. Rev. Rul. 75-365. See also 75-367. 
40. Rev. Rul. 75-365. 
41. ld. 
42. ld. 
43. ld. 
44. ld. 
45. See Rev. Rul. 75-367. See also PLR 199929025. 
46. PLR 199929025. 
47. ld. At the time of the decedent's death, the decedent's management corporation was actively pursuing 

rezoning the properties in order to develop the land. ld. 

48. ld. 
49. ld. 
50. PLR 9832009. In PLR 8144012 the decedent was in failing health for some time before her death. 

The decedent's son took over the operation of her farm and received all proceeds and made all farm 
payments. The Service ruled that the farm was actively managed by the decedent's son acting on behalf 
of the decedent. Therefore, the decedent was a proprietor in an active trade or business and the benefits 
of §6166 were available. In PLR 8134018, the Service reached the same result where a bank handled the 
decedent's property under a power of attorney. 

51. TAM 8134018. 
52. See I.R.C. § 2056. 
53. I.R.C. § 6166(b)(9). 
54. See Staff of the Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1984, at 1109, 

1110,1113. 
55. I.R.C. § 6166(b)(9)(B)(i). 
56. See TAMs 8219007 and 8134012. See also PLRs 8448006 and 8134012. Pursuant to TAM 8448006, this 

is the case regardless of the form of ownership (i.e., proprietorships, partnerships or corporations). 

57. TAM 8134012. 
58. ld. 
59. ld. 
60. I.R.C. § 6166(b)(8) 
61. I.R.C. § 6166(b)(8)(C). 
62. I d. As an example, assume the decedent owned 60% of the voting and sole class of stock of HC. HC 

owned 100% of the voting stock of A Corp, 60% of the voting stock of B Corp., and 50% of the voting stock 
of C Corp. A Corp, B Corp and C Corp are active trade or businesses for purposes of§ 6166. If the deceR 
dent's personal representative makes an election under §6166(b)(8), the decedent will be treated as owning 
60% of the stock of A Corp (60% of 1 00%), 36% of the stock of B Corp (60% of 60%) and 30% of the stock 
of C Corp (60% of 50%). Therefore, the decedent's estate will be deemed to own an interest in a closely 
held business with respect to all three of A Corp, B Corp and C Corp since the decedent would be deemed 
to own 20% of the company's voting stock. Assuming when these interests are aggregated together the 
value exceeds 35% of the decedent's gross estate, the estate will qualify for deferral under §6166(b)(8). 

63. I.R.C. § 6166(b)(8)(A). 
64. See PLRs 9801009 and 199929025. 
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Beware of the Tax Relief Act's New Basis Rules 
By: Robert C. Anderson, Esq. 

Whether Congress intended it or not 
several important stepped-up tax ' 
basis strategies, traditionally used 
by clients to pass on capital assets 
to heirs, will be gone in full or in 
part when the Economic Growth 
and Tax Relief Reconciliation Act of 
2001 ("EGTRRA") is fully phased in 
for clients dying after December 31, 
2009. The strategies at risk include 
the use of life estate deeds, joint rev
ocable trusts for married couples, 
AlB Trusts, and general powers 
of appointment incorporated into 
certain trusts. 

Why Use of Stepped-Up Basis 
is Important 
Under current tax law as set forth 
in IRC § 1014(a), the tax basis of cap
ital assets in the hands of a person 
acquiring such property "from a dece
dent" is stepped-up to fair market 
value (FMV) at the time of decedent's 
death rather than the decedent's 
original purchase price plus or minus 
basis adjustments. Capital assets 
include real property, stocks, bonds, 
mutual funds, business, and personal 
property. 

Let's look at an example to see 
why the stepped-up tax basis rules 
a~e important. M~s. Johnson, a 
widow, wants to give her home to 
her children without the need to 
go through probate, but wants to 
maintain control while she is alive. 
She signs a quit claim deed convey
ing the home to her children, but 
retains a life estate which allows her 
to maintain control. Mrs. Johnson 
purchased the home in 1970 for 
$50,000 and when she died in 2002 it 
was valued at $100,000. Under this 
arrangement, her children now own 
the home and acquire, under IRC § 
1014(a), a tax basis stepped-up to 
$100,000 rather than the historical 

cost basis of $50,000. If her children 
sell the home for $100,000, their 
capital gains tax is zero. All of Mrs. 
Johnson's historical built-in capital 
gain has been cleansed out. 

Under the current tax law, qualifi
catiOn for such stepped-up basis 
treatment, although not automatic, 
has always been easy to achieve. 
IRC: ~ 1014 (b) provides broad oppor
tumties to achieve qualification to . ' wit: use of the probate process in 
intestacy or with a Will, use of a 
revocable or amendable living trust 
possession of a general power of ' 
appointment, possession of a life 
estate in a deed, and use of joint 
property with rights of survivorship 
when the decedent furnished consid
eration. 

Under EGTRRA for decedents 
dying after December 31, 2009, the 
stepped-up basis rules ofiRC § 1014 
will be repealed, and will be replaced 
by the more restrictive stepped-up 
basis rules of new IRC § 1022. 
Alth?ugh new IRC § 1022 ostensibly 
provides a stepped-up basis of 
$1,300,000 for non-spouse recipients 
and a $3,000,000 for surviving spous
es, these benefits are only available 
if the death-time transfer satisfies 
the limited qualification require
ments ofiRC § 1022(d). 

These limited qualification 
methods include: 

(a) Property owned by the decedent 
at the time of death. 

(b) Jointly held property with 
rights of survivorship if 
the decedent furnished the 
consideration. 

(c) Revocable Trusts and certain 
other trusts in which decedent 
reserved the right to change 
enjoyment through use of a 
power to alter, amend, or 
terminate; and 

(d) Community property. 
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Retained Life Estate at Risk 
With regard to the use of deeds 
conveying land to loved ones in 
which the owner retains a life estate, 
no specific provision ofiRC § 1014 
mentions the use of the life estate as 
a qualification method for a stepped
up basis. 

However, IRC § 1014(b)(9) states 
that any property which is required 
to be included in the value of dece
dent's gross estate for estate tax 
purposes shall receive a stepped-up 
basis. Since IRC § 2036 makes 
the full value ofland subject to a 
retained life estate subject to inclu
sion into decedent's gross estate, IRC 
§ 1014(b)(9)'s catch-all provision pro
vides a full stepped-up basis for life 
estate deeds. 

Since the estate tax will theoreti
cally be repealed in 2010, the catch
all qualification method of IRC § 
1014(b)(9) will similarly be repealed. 
As a result, retention of a life estate 
may not provide a full stepped-up 
basis for decedents dying after 
December 31, 2009. IRC § 1022 
does not contain a specific qualifica
tion provision for life estates. 

However, an argument can be 
made that the death-time value 
of a decedent's life estate is an 
"ownership interest" under IRC § 
1022(d)(1)(A), and thus a partial 
stepped-up basis can be obtained. 
The value of a decedent's life estate 
is based on the actuarial life 
expectancy at time of death accord
ing to the applicable IRS tables 
(Publication 1457, actuarial values). 
By contrast, under IRC § 1014(b)(9) 
a full stepped-up basis would have 
been available. 

Planning Consideration: This 
problem can be solved for exist
ing life estate deeds by prepar
ing a corrective deed into a joint 
tenancy with rights of survivor
ship or into a revocable trust, 
which are expressly approved 

qualification methods under IRC 
§ 1022 (d). 

Joint Revocable Trusts for 
Married Couples at Risk 
New IRC § 1022(d) provides that 
"revocable trusts" receive a stepped
up tax basis, but only if the decedent 
transferred the property to a revoca
ble trust during decedent's lifetime. 

Since IRC § 1022 (d)(1)(A) 
requires the property in question to 
be owned by the decedent "at the 
time of death," it could be interpreted 
that the power to revoke the trust 
must have existed at the time of 
decedent's death in order to obtain a 
stepped-up basis. What if a married 
couple establishes a revocable trust, 
which becomes irrevocable upon 
death of first spouse? This would 
appear to disqualify a stepped-up 
basis at death of second spouse, 
thereby depriving secondary benefici
aries of this important tax benefit. 

However, if both spouses trans
ferred jointly-owned property, such 
as land, into a revocable trust during 
life, it would appear that only 50% 
of a stepped-up basis would be avail
able to secondary beneficiaries after 
death of second spouse. This is 
because IRC § 1 022( d) states that the 
decedent (second spouse dying) must 
be the one who transferred the land 
into the trust. In this case, the sec
ond spouse dying only transferred 
50% of land into the trust. 

Planning Considerations: 
If both spouses are alive, they 
should amend the trust to pro
vide the surviving spouse with 
a power to revoke and amend 
the trust. Second, after the 
first spouse dies, the surviving 
spouse, acting as Trustee, should 
transfer the land out of trust into 
his/her name, and then transfer 
the land back into trust. 

Trust A of AlB Trust at Risk 
The restrictions of new IRC § 1022(d) 
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just discussed regarding the joint 
marital trust, can be interpreted 
to deny a stepped-up basis for the 
secondary beneficiaries of Trust A 
of an AlB Trust upon the death of 
second spouse. Trust B assets under 
existing and future rules receive 
no stepped-up basis. 

New IRC § 1022(d) would appear 
to permit a stepped-up basis for the 
benefit of the surviving spouse upon 
death of the spouse establishing the 
trust. This is because the decedent 
spouse establishing the trust main
tained the power to revoke during 
life. This rule was also true under 
existing IRC § 1014. 

Under existing IRC § 1014(b)(9), 
capital assets in Trust A receive a 
stepped-up basis for the secondary 
beneficiaries upon death of surviving 
spouse even though the surviving 
spouse did not have any power to 
revoke the Trust A. This is because 
Trust A assets were includable in 
the surviving spouse's estate. 

When new IRC § 1022 replaces 
IRC § 1014, a stepped-up basis for 
Trust A assets will be denied for 
secondary beneficiaries because the 
surviving spouse did not have a 
power to revoke. 

Planning Consideration: 
This problem can be corrected 
by transferring Trust A assets 
directly to the surviving spouse 
after death of first spouse. The 
surviving spouse can keep the 
assets individually or place them 
into his/her own revocable trust. 
This, however, would defeat the 
purposes of the QTIP Trust A, 
which provides protection for 
original secondary beneficiaries. 

General Power of Appointment 
Planning Gone 
The use of General Powers of 
Appointment in estate plans has 
been used to provide heirs with 
stepped-up basis opportunities, such 
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as the defective trust for Medicaid 
planning purposes. Although the 
assets in these trusts may be exempt 
from Medicaid· spend down, the 
assets receive a stepped-up basis 
under current tax law after death 
of the Medicaid recipient. This 
planning opportunity has expressly 
been voided by IRC § 1022(d)(l)(B) 
(iii) which will apply after December 
31,2009. 

Planning Consideration: This 
problem could be corrected by 
transferring the subject capital 
asset out of the defective trust 
into a joint ownership arrange
ment or a revocable trust. Such 
a transfer, however, could trigger 
Medicaid disqualification. 

Conclusion 
Before any corrective actions are 
recommended, estate planning attor
neys should remember that these 
rules may be changed by any one of 
the four new Congressional delega
tions being elected in the next eight 
years. Moreover, this author believes 
that IRC §1022, like the rest of 
EGTRRA, will sunset in 2010 and 
may not apply after December 31, 
2010. If sunset does occur and the 
estate tax is reinstated, will the 
existing stepped-up basis rules of 
IRC 1014 be similarly reinstated? 

Robert C. Anderson is the principal share
holder of Robert C. Anderson, P.C., of 148 
W Hewitt Avenue, Marquette, Michigan 
49855. Robert has served on the State 
Board of Accountancy and has taught tax 
law for the Business School of Michigan 
Tech University. He is an active member 
of the National Academy of Elder Law 
Attorneys. the Elder Law and Advocacy 
Section of the Michigan Bar, and the Elder 
Law Section of the Wisconsin Bar. Robert 
received his law degree from Detroit 
College of Law at Michigan State University 
and his LL.M. in Taxation from Georgetown 
University Law Center. 
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The July 3, 2002 Proposed Regulations: 
Two New Regimes for the Treatment of Split 
Dollar Life Insurance Policies .. 
By: James T. Carroll, Esq. 

On July 3, 2002, the IRS released 
proposed regulations regarding the 
tax treatment of split dollar life 
insurance arrangements ("split 
dollar arrangements"). As the IRS 
foreshadowed in Notice 2002-8,' the 
proposed regulations provide for two 
mutually exclusive regimes for taxing 
split dollar life insurance arrange
ments: the economic benefit regime' 
and the loan regime'. As a result the 
IRS will, for the first time, tax spiit 
dollar arrangements differently 
depending on the identity of the 
"owner" of the life insurance policy. 

The proposed regulations answer 
a fe':" _questions, in particular, they 
exphc1tly provide, for the first time, 
that P.S. 58 rates may not be used 
to measure annual economic benefit 
in reverse split dollar arrangements. 
More notably, however, they fail to 
address a number of fundamental 
outstanding issues. Most significant
ly, they fail to define a number of 
terms or explain provisions that will 
be critical in assessing the type of 
arrangement to pursue (or continue) 
or whether to pursue a split dollar 
arrangement at all after the final 
regulations are implemented (or, in 
the case of an existing arrangement, 
whether to keep it in place after 
December 31, 2003). 

Split Dollar Arrangements 
Defined; Application of 
Proposed Regulations 
Under the proposed regulations a 
split dollar arrangement is bro;dly 
defined as any arrangement (that 
isn't part of a group term life insur
ance plan): (a) between an owner of 
a life insurance contract and a non
owner (b) under which either party 

pays, directly or indirectly, all or part 
o!the p~emiums, (c) one of the par
ties paYing the premiums is entitled 
to recover a portion of those premi
ums, (d) with recovery to be made 
from, or secured by, the proceeds of 
the policy. 4 The proposed regulations 
specifically apply to split dollar 
arrangements between an employer 
and an employee, a corporation and 
a shareholder, and a donor and a 
donee (the so-called "private split 
dollar arrangements," for which the 
IRS previously had provided limited 
guidance).' 

IRS Redefines Owners 
and Non-Owners 
The identity of the "owner" and the 
"non-owner" of the life insurance 
policy in a split dollar arrangement 
is confusing under the proposed 
regulations. As a general rule the 
"owner" is the person named ;s 
the policy owner.' However, if the 
arrangement is a "non-equity 
arrangement" (i.e., the only benefit 
available to the employee, sharehold
er or donee under the arrangement is 
the value of the current life insur
ance protection), the employer (in a 
compensatory or shareholder context) 
or the donor (in a private split dollar 
arrangement) is treated as the 
contract's owner even where the 
employee, shareholder or donee is the 
named or actual owner on the policy. 7 

In addition, if two or more owners 
are listed on the policy and each has 
all incidents of ownership of an undi
vided _interest in the policy, each per
son wlll be treated as the owner for 
tax purposes; however, if two or more 
names are listed on the policy and 
each does not have all incidents of 
ownership of an undivided interest in 
the policy, then the first owner listed 
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is the owner for tax purposes.' A non
owner is any person other than the 
owner (as defined above) who has 
any direct or indirect interest in the 
policy.' 

The Split Dollar Regimes Under 
the Proposed Regulations 
Economic Benefit Regime 
A split dollar arrangement will be 
taxed under the economic benefit 
regime as an economic benefit 
when it is designed as either: 
(a) a traditional endorsement split 

dollar arrangement in which 
the employer is the owner of 
the policy and the employee 
or shareholder has the right 
to designate a beneficiary for 
a portion of the death benefit, 

(b) a non-equity split dollar arrange
ment entered into for the per
formance of services in which the 
employee or shareholder isn't an 
owner under the proposed regu
lations (e.g., where the employee 
or shareholder owns the policy 
but the employer maintains the 
right to receive the greater of the 
policy's cash value or premiums 
advanced), or 

(c) a private split dollar arrange
ment where the donor is deemed 
to own the policy (e.g., where an 
irrevocable life insurance trust 
("ILIT") owns a policy and the 
arrangement gives the donor 
who is paying the premiums the 
right to the cash value or premi
ums paid, whichever is greater).10 

Under the economic benefit 
regime, the owner is treated as pro
viding economic benefits to the non
owner and the non-owner will be 
taxed 'on the value of the current life 
insurance protection the owner pro
vides reduced by any consideration 

, h ll paid by the non-owner to t e owner. 
For arrangements under which the 
only economic benefit the employee12 

receives is current life insurance 
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protection, the econom~c !J~11efit wi~l 
be determined by mult1plymg the hfe 
insurance protection provided by the 
employer (in other words, the death 
benefit to be paid to the employee's 
chosen beneficiary) by a "life insur
ance premium factor."" Strangely, 
the IRS does not define or set the cri
teria for the "life insurance premium 
factor" in the proposed regulations; 
instead, that criteria will be pub
lished in a future Internal Revenue 
Bulletin.14 If there is an equity com
ponent to the endorsement split dol
lar arrangement (any right or benefit 
in a life insurance contract, including 
an interest in cash surrender value, 
provided to an employee during the 
year is income), the employee also 
must report the economic benefit 
associated with that component. 15 

The proposed regulations also 
reserve the determination of the 
value of that additional economic 
benefit." The manner in which the 
value of any economic benefit will be 
taxed will depend on the relationship 
between the owner and the non
owner; it will be compensation to an 
employee, a dividend to a sharehold
er or a gift to a donee or trust." 

The proposed regulations provide 
that any amount received pursuant 
to a split dollar arrangement, other 
than by reason of death of the 
insured, will be treated as though 
paid by the insurer to the owner and 
then by the owner to non-owner." 
The owner will be taxed on the 
amount of the distribution in accor
dance with the rules of Section 72 
and the non-owner will be taxed in 
the manner described above." In 
addition, if an employer transfers 
ownership of a policy subject to the 
economic benefit regime to an 
employee, the employee will be tax_ed 
on the fair market value of the pohcy 
(generally, the cash surrender value) 
less any consideration he or she pays 
for the policy. 20 
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Loan Regime. 
An equity split dollar arrangement 
will be subject to the loan regime if 
it meets all of the following criteria: 

(a) the payment is made either 
directly or indirectly by the 
non-owner to the owner; 

(b) the payment is a loan under 
general principles of Federal tax 
law or a reasonable person would 
expect the payment to be repaid 
in full; and 

(c) the repayment is to be made 
from, or is secured by, either 
the policy's death benefit or 
cash surrender value. 21 

Non-equity split dollar arrange
ments (i.e., arrangements under 
which the employer has a right to 
receive back the greater of cash 
value or premiums paid, and the 
only economic benefit available to 
the employee is the value of current 
life insurance protection) will not 
be subject to the loan regime, but 
instead will be taxed under the 
economic benefit regime. 22 

Under the loan regime, the non
owner is treated as lending premium 
payments to an owner. If a split 
dollar arrangement cast as a loan 
provides for adequate interest (i.e., 
at or above the blended annual rate 
for the year, as published by the IRS 
in July), it is governed by general tax 
rules.23 If the split dollar arrange
ment is subject to the loan regime 
but does not bear interest at an ade
quate rate, it will be considered a 
"below market loan" and interest will 
be imputed at the appropriate AFR 
under the principles ofiRC §7872.24 

Interest paid by the borrower to the 
lender will be treated as taxable 
income to the lender, and the borrow
er will not be able to take a deduc
tion for interest paid." The split dol
lar loan can be structured as either a 
demand loan or a term loan. Demand 
loans impute higher interest in the 
later years of a split dollar arrange-

ment, while term loans impute 
higher interest in the early years. 

Split Dollar Demand Loans. 
Split dollar loan arrangements 
which do not have a certain term 
or are payable in full at any time 
on demand of the lender (e.g., when 
an employee terminates his or her 
employment) are "split dollar 
demand loans."26 A split dollar 
demand loan is a below market loan 
if the stated interest rate, if any, for 
any calendar year of the arrange
ment is lower than the blended annu
al AFR rate published by the IRS in 
July of that year. 27 As the amount of 
foregone interest for each year of the 
split dollar arrangement will vary 
based on the blended annual AFR28 

for the calendar year, there will be no 
predictability of costs for demand 
loans and results in significant 
uncertainty for lenders and borrow
ers, particularly in gift and genera
tion-skipping tax-sensitive arrange
ments. Primarily for that reason, 
some commentators have opined that 
clients will not find the demand loan 
approach very attractive, either in 
the executive compensation arena 
or the wealth transfer arena. 29 

In the employer/employee context, 
the amount of interest is deemed to 
be transferred from the employer to 
the employee as taxable income to 
employee, then transferred back to 
the employer at the end of each 
calendar year that the arrangement 
continues.30 Although this consti
tutes income to the employer, the 
employer will be able to offset that 
income by an available deduction. 
The income taxable to the employee 
will not, however, be offset by a 
deduction. In a donor/donee situa
tion, the imputed transfer of interest 
from lender to borrower will be treat
ed as a gift, and the retransfer from 
borrower to lender results in income 
to the lender." If both situations 
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arise in the same arrangement, 
it is viewed as two or more succes
sive below market loans. 32 

Split Dollar Term Loans. 
A split dollar term loan is any loan 
that is not a split dollar demand loan 
and provides for repayment after a 
fixed term rather than on demand.33 

The term of a split dollar loan 
payable on the death of an individual 
(including the death of the last sur
vivor of a group of individuals) is the 
life expectancy of such person(s), as 
determined under the appropriate 
table in Reg. §1.72-9, on the day the 
loan is made. 34 If the individual out
lives his or her life expectancy, the 
loan is treated as retired and it is 
reissued as a demand loan (using 
the appropriate AFR at the time 
the original term loan was made).35 

A split dollar term loan is below 
market if the imputed loan amount 
(which is equal to the present value 
of all payments due under the loan, 
determined as of the date of the loan 
is made, using a discount equal to 
the AFR, based on the term of the 
loan, in effect on that date) is less 
than the loan itself." 

Arrangements designed as term 
loans may be appealing if the policy 
can generate enough death benefit to 
cover the loan and the appropriate 
interest and the covered individual 
dies at or before life expectancy. The 
downside of a term loan, however, is 
that the borrower has to report the 
entire loan amount (i.e., the total 
amount of the foregone interest 
(measured by the AFR based on the 
term of the loan at the time the loan 
originates) for the entire term of the 
loan, which is the life expectancy of 
the employee) in the year when the 
loan is created, 37 even though the 
lender will report the amount of the 
interest as income each year over the 
term of the loan. 
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Effect of Proposed Regulations. 
The net effect of the proposed regula
tions may, as a practical matter, sig
nal the end of equity collateral 
assignment split dollar arrange
ments once the final regulations are 
implemented. Unlike the old split 
dollar rules, where the policy equity 
was normally treated as the property 
of the employee upon termination 
of the arrangement, the proposed 
regulations provide that policy equity 
will now be treated (a) as taxable 
compensation to the employee when 
transferred to the employee, or 
(b) if the parties elect to recast the 
arrangement as a loan, the employer 
premium payments will be treated as 
a series ofloans by the employer to 
the employee. 

Unanswered Questions 
Even after the proposed regulations, 
there are still a number of important 
unanswered questions regarding 
split dollar arrangements, such as: 
(a) Will an IRC §1035 tax-free 

exchange of a life insurance poli
cy subject to a pre-January 28, 
2002 arrangement obviate the 
applicable grandfather protec
tions, even if no substantive 
changes are made to the 
arrangement? 

(b) What changes to existing 
arrangements will constitute 
substantial modifications such 
that provisions of the final 
regulations will apply? 

(c) How will arrangements that 
begin under the economic benefit 
regime and later convert to the 
loan regime be taxed? 

Conclusion 
There is a lot of uncertainty at this 
time about the appropriate type of 
split dollar arrangement to use. 
Many insurance companies have 
begun to develop sophisticated 
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computer models to illustrate the 
effects of the proposed regulations 
and Notice 2002-8 on split dollar 
arrangements, quantifY alternative 
strategies, and help determine the 
optimum solutions for both new and 
existing arrangements. For many 
split dollar arrangements, it will be 
important to run the numbers for the 
different methods of proceeding as 
there are many questions to consider 
(e.g., should it be set up under the 
economic benefit regime or the loan 
regime, will rolling the policy out 
prior to January 1, 2004 make more 

sense than converting the arrange
ment to a loan, should the loan be a 
demand loan or a term loan, when 
should an arrangement be converted 
from a split dollar arrangement to 
a loan?). In all likelihood, in many 
situations the best alternative may 
be determinable only after the 
numbers are run. 

James T. Carroll is an associate at the 
Farmington Hills law firm of Couzens Lansky 
Fealk Ellis Roeder & Lazar, P.C., practicing 
in the areas of corporate law, business 
planning, tax law and health care law. 

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

1. For a comprehensive analysis of the provisions of Notice 2002-8, see Lawrence Brody, Notice 2002-8, ABA 
Teleconference July 30, 2002: Using Split Dollar Insurance in Estate Planning Under the Proposed 
Regulations. 

2. Prop. Reg. §1.61-22 et seq. 

3. Prop. Reg. §1.7872-15 et seq. 

4. Prop. Reg. §1.61-22 (b)(1) 

5. Although it is beyond the scope of this article, it should be noted that on July 30, 2002, the Sarbanes-Oxley 
Act of 2002 was signed by President George W. Bush. That Act, among other things, bans on a prospective 
basis "all personal loans to directors and executive officers (or equivalent thereof)" of publicly traded com~ 
panies. Although the Act does not specifically say so, presumably it will apply at least to split dollar 
arrangements established under the loan regime, as well as any existing arrangements which are subse~ 
quently modified or converted so as to fall within the loan regime. 

6. Prop. Reg. §1.61-22(c)(1)(i) 

7. Prop. Reg. §1.61-22(c)(1)(ii) 

8. Prop. Reg. §1.61-22(c)(1)(i) 

9. Prop. Reg. §1.61-22(c)(2) 

10. Prop. Reg. §1.61-22(d)(1) 

11. Prop. Reg. §1.61-22(d)(1) 

12. In some instances, this article discusses split dollar arrangements in the employee/employer context. 
Unless expressly noted otherwise; however, in such instances the proposed regulations also apply to 
corporation/shareholder and donor/donee relationships. 

13. Prop. Reg. §1.61-22(d)(2) 

14. ld. 

15. Prop. Reg. §1.61-22(d)(3)(i) 

16. Prop. Reg. §1.61-22(d)(3)(ii) 

17. Prop. Reg. §1.61-22(d)(1) 

18. Prop. Reg. §1.61-22(e)(1) 

19. ld. 

20. Prop. Reg. §1.61-22(g) 

21. Prop. Reg. §1.7872-15(a)(2)(i) 

22. To illustrate the difference between the equity split dollar arrangement and non~equity split dollar arrange~ 
ment, consider a split dollar arrangement where an employer pays a $15,000 premium each year on a 
policy owned by an employee. In year ten of the arrangement, the cumulative premiums paid (and thus 
the aggregate loan) are $150,000, and the cash value is $200,000. If the arrangement requires the 
employee to pay back only $150,000, it is subject to the loan regime. If the employee is required to pay 
back $200,000, it is not subject to the loan regime, but will be taxed under the economic benefit regime. 
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23. Prop. Reg. §1.7872-15(e)(3)(ii) 

24. Prop. Reg. §t .7872-15(e)(2)(ii) 

25. Prop. Reg. §1.7872-15(c) 

26. Prop. Reg. §1.7872-15(b)(2) 

27. Prop. Reg. §1.7872-t5(e)(3) 

28. Prop. Reg. §1.7872-15(e)(3) 

29. Charles L. Ratner, No Clear Picture, Trusts & Estates, August 2002 at 12 

30. Prop. Reg. §1.7872- t 5(e)(3)(iii)(B)(1) 

31. ld. 

32. Prop. Reg. §1.7872(e)(2)(i) For example. where a third party such as an employee"s I LIT owns the policy 
and the employer is lending the premiums, the transaction is deemed to be comprised of two loans. The 
first is a compensation~related loan between the employer and the employee and a gift loan between the 
employee and the third party. 

33. Prop. Reg. §1.7872-15(b)(3) 

34. Prop. Reg. §1.7872(e)(5)(ii)(C) 

35. Prop. Reg. §1.7872(e)(5)(ii)(D) 

36. Prop. Reg. §1.7872(e)(4)(ii) 

37. Prop. Reg. §1.7872-t5(e)(4)(iv) 
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Replacement Parts under 
Goodwill Adjustment Policy 
Not Subject to Use Tax, Rules 
Michigan Supreme Court 
In General Motors v. Department 
of Treasury, 644 N.W.2d 734,2002 
Mich. LEXIS 1042 (June 4, 2002), the 
Michigan Supreme Court reversed 
the Court of Appeals and ruled that 
automobile replacement parts pro
vided to customers under General 
Motor's goodwill adjustment policy 
were not subject to Michigan use tax 
because they had previously been 
subject to sales tax when the vehicle 
was purchased at retail. 

The warranty manual provided 
to customers when they purchased a 
vehicle encouraged customers to talk 
to dealer management if they had a 
problem during or after the warranty 
period. To enhance customer satis
faction and loyalty, General Motors 
sometimes replaced vehicle parts free 
of charge after the warranty period 
under what came to be known as its 
goodwill adjustment policy. As the 
result of an audit, General Motors 
was assessed use tax and interest 
on these parts. 

Reviewing the relevant law, the 
Court noted that property is not sub
ject to use tax if sales tax had been 
paid on the property. To determine 
if sales tax had been paid, the Court 
considered whether the goodwill 
adjustment policy is consideration 
flowing to customers when they 
purchase a vehicle. Consideration is 
a bargained-for exchange. The Court 
reasoned that the opportunity for 
dialogue and possible resolution of 
complaints (even outside the war
ranty period) is a benefit flowing to 
General Motor's vehicle purchasers 
at the time of retail sale and is con
sideration for the sale. Thus, the 
Court held that the replacement 
parts provided under the goodwill 
program are subject to sales tax 
when the vehicle is originally pur
chased and are exempt from use tax. 

Michigan Supreme Court Rules 
that Assessor's Manual is Not a 
Rule, Just a Guide 
Reversing the appellate court and 
Tax Tribunal, in Danse Corp. v. City 
of Madison Heights, 644 N.W. 2d 721, 
466 Mich. 175, 2002 Mich. LEXIS 
946 (May 29, 2002), the Michigan 
Supreme Court ruled that the State 
Tax Commission's (STC) Assessor's 
Manual was not a properly promul
gated rule under the Administrative 
Procedures Act (APA); therefore, it 
did not have the force oflaw, but 
rather served as a guide. 

Danse manufactures residential 
roofing components and uses plastic 
injection molds in the process. The 
company excluded the molds from 
its personal property statements as 
"special tools." M.C.L. § 211.9b 
exempts special tools from taxation, 
defines the term "special tools," and 
provides that the STC may further 
define the term, which it has through 
the adoption of M.A. C. Rule 209.21. 
Additionally, the STC has issued an 
Assessor's Manual which provides 
seven guidelines to determine if 
property qualifies as a "special tool." 
The lower courts used the Manual's 
guidelines to rule that the plastic 
injection molds were not special 
tools. 

The Supreme Court held that the 
Assessor's Manual was not promul
gated as an administrative rule. 
Although M.C.L. § 211.10e requires 
assessors to use the Manual, the 
Court could not conclude that the 
Legislature intended the STC to 
be entitled to bypass the APA and 
promulgate the Manual as a rule. 
Reasoning that the Legislature did 
not explicitly create an exemption 
from the APA requirements, the 
Court stated that it would not 
approve of such state agency law
making outside of the APA rules. 
Thus, the Manual may only be used 
as a guide. Continuing its analysis, 
the Court noted the two require-
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ments for the "special tools" exemp
tion: (1) it must be used in a manu
facturing function, and (2) the tools 
must cease to be useful after the 
product had been discontinued. 
The case was remanded for 
reconsideration. 

Michigan Supreme Court 
Holds that Property Tax 
Statute Defining "Additions" 
is Unconstitutional 
In WPW Acquisition Co. v. City of 
Troy, 643 N. W. 2d 564, 466 Mich. 117, 
2002 Mich. LEXIS 749 (May 14, 
2002), the Michigan Supreme Court 
reversed the Court of Appeals and 
held that the statutory provision 
defining "additions" was unconstitu
tional because it was not consistent 
with the meaning of the term as it 
was used in the constitutional 
amendment Proposal A 

Proposal A, adopted in 1994, lim
its the annual increases in property 
tax assessments on property to the 
lesser of 5% or the rate of inflation 
as long as it is owned by the same 
person. In 1996, the City of Troy 
increased WPW's assessed taxable 
value by over 13% due to the 
increased occupancy of the office 
building. WPW protested. 

The Court examined the definition 
of"additions" in M.C.L. § 211.34d(1) 
both before and after Proposal A was 
adopted. After Proposal A was 
adopted, the Legislature amended 
the statute so that "additions" also 
included an increase in the value 
attributable to the property's occu
pancy rate. However, Proposal A was 
enacted with the previous definition 
of "additions" in mind. The Court 
reasoned that because "additions" is 
a legal term of art, the Legislature 
is precluded from redefining it incon
sistently with the constitution. The 
Court stated that such "expansive 
legislative power to redefine con
stitutional terms is inconsistent with 
the constitution's supremacy over 
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statutes." Therefore, the Court con
cluded that the definition of "addi
tions" in M.C.L. § 211.34d(1)(b)(vii) 
was unconstitutional. In turn, the 
increase ofWPW's assessment on 
the office building by 13% based on 
increased occupancy could not be 
sustained as it violated Proposal A 

Michigan Supreme Court Holds 
that Privity Does Not Exist 
Between the State Tax 
Commission and Local 
Governmental Units 
Reversing the appellate court, the 
Michigan Supreme Court held that 
because the State Tax Commission 
("STC") was not a party to the action 
before the Tax Tribunal, the consent 
judgment was not enforceable 
against the STC in Baraga County, 
et. al. v. State Tax Commission, 645 
N.W. 2d 13, 2002 Mich. LEXIS 1068 
(June 12, 2002). The Court found 
that privity does not exist between 
the STC and subordinate political 
divisions. 

Network Affiliation Fees were 
Royalties Under SBT, Rules 
Michigan Court of Appeals 
In Columbia Associates, L.P. v. 
Department of Treasury, 2002 Mich. 
App. LEXIS 594 (April 19, 2002), the 
Michigan Court of Appeals affirmed 
the lower court and ruled that the 
network affiliation fees paid by the 
cable television system operators for 
programming were royalties under 
the Single Business Tax; therefore, 
the fees were required to be added 
back to the tax base. The court con
solidated this case with Four Flags 
Cablevision, whose lower court's 
decision was reversed. 

The taxpayers operated systems 
for delivery cable television services 
to franchise-area residents and, to 
further this business, entered into 
affiliation agreements with several 
satellite programming networks. 
Under the agreements, the taxpayers 
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paid affiliation fees to the networks 
in exchange for programming pack
ages that the taxpayers distributed 
by way of their cable television sys
tems. 

The court analyzed the Mobil Oil 
decision to determine the character
istics of a royalty. After quoting the 
royalty definitions used, the court 
stated that royalties have three char
acteristics: (1) it is a payment, (2) in 
the form of either the product itself 
or proceeds from the sale of the prod
uct, and (3) made in consideration for 
the use of the property. Applying 
these characteristics to the network 
affiliation fees at issue, the court rea
soned that the fees had these quali
ties because (1) the fees constitute 
payments from the cable operators to 
the networks, (2) the cable operators 
make the payments in the form of 
proceeds from the sale of cable pack
ages to consumers, and (3) the cable 
operators pay the networks in con
sideration for the use of the net
works' programming. Additionally, 
the court examined the Field Enter
prises decision and its discussion of 
programming costs. The court noted 
that the affiliation fees at issue were 
based on actual use of network pro
gramming and not solely on the right 
to use the programming. Because 
the fees were determined by the 
number of subscribers to the taxpay
ers' cable systems, fees were royal
ties. Holding that the network affili
ation fees were royalties demanded 
that the fees be added back to the 
taxpayers' SET bases. 

Property Tax Homestead 
Exemption Allowed Under 
Unique Facts, Finds Michigan 
Court of Appeals 

, Reversing the Tax Tribunal, the 
Michigan Court of Appeals found 
that the Michigan property tax 
homestead exemption for a Michigan 
home was allowed when a simultane
ous Illinois homestead income tax 

credit for a separate Illinois home 
had been claimed in Stege v. 
Department of Treasury, 2002 Mich. 
App. LEXIS 996 (July 9, 2002). 

Although the taxpayers were 
married, the husband lived in Illinois 
and the wife lived in Michigan. In 
1994 and 1995, the taxpayers filed 
Michigan income tax returns as non
residents and claimed a homestead 
exemption for the Michigan home. 
They also claimed a property tax 
credit for the Illinois home on their 
resident Illinois state income tax 
returns. 

Examining the applicable laws, 
the court reasoned that filing 
Michigan income taxes as nonresi
dents did not automatically preclude 
a Michigan homestead exemption 
claim. The court noted that 
Michigan's property tax act home
stead exemption applies only to real 
property in the state; thus, taxpayers 
are limited to one Michigan home
stead exemption, not to one home
stead exemption in any state. 
Additionally, according to the record, 
the taxpayers claimed an Illinois 
homestead income tax credit and 
not an exemption, an important dis
tinction, the court said. The Court 
of Appeals further reasoned that, 
without a reciprocal tax law agree
ment, Michigan could not interpret 
Illinois law against Michigan citi
zens. In sum, the court concluded 
that the taxpayers' mutual Michigan 
homestead exemption and Illinois 
homestead credit was allowed. 

Michigan Legislature Accelerates 
SBT Phase-out, Raises Filing 
Limit, and Creates Energy Credit 
On July 25, 2002, Gov. John Engler 
approved legislation to accelerate 
the Single Business Tax phase out in 
M.C.L. § 208.39e. Senate Bill1322 
(Public Act 531 of 2002) repeals the 
SET effective for tax years that begin 
after December 31, 2009. Addition
ally, the new law increases the SET 
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filing threshold from $250,000 to 
$350,000 of apportioned gross 
receipts. 

The new law also allows taxpayers 
to claim a credit for tax years begin
ning after December 31, 2002, 
against the SBT for companies 
that research, develop, and produce 
alternative energy technologies. 
Taxpayers must be certified under 
the Michigan Next Energy Authority 
Act to qualify for the credit. 

Michigan Department 
of Treasury Explains 
Apportionment Sourcing 
for Financial Organizations 
The Michigan Department of 
Treasury has issued Revenue 
Administrative Bulletin ("RAB") 
2002-14 to explain apportionment 
sourcing for financial organizations. 
On June 5, 2002, the Department 
issued RAB 2002-14 to provide 
guidance to financial organizations 
regarding apportionment and sourc
ing for SBT purposes. 

A financial organization is an 
entity with at least 90% of its assets 
as intangible personal property and 
90% of its gross receipts as dividends 
or interest. A financial organization 
is required to apportion its tax base 
when it conducts business activities 
within and without Michigan by 
using a gross business factor. Gross 
business is defined statutorily and 
includes fees, commissions, gross 
profits, interest charged, and interest 
and dividends received. 

RAB 2002-14 provides examples 
of types of gross business as well as 
the SBT sourcing rule so that finan
cial organizations are able to calcu
late their SBT liabilities. It appears 
that the Department adopted the 
Multistate Tax Commission's model 
of market-based sourcing for inter
est, dividends, fees, and other gross 
mcome. 
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Michigan Department of 
Treasury Discusses Sales 
and Use Tax Exemptions 
and Requirements 
The Michigan Department of 
Treasury has issued Revenue 
Administrative Bulletin ("RAB") 
2002-15 to discuss sales and use tax 
exemptions and requirements. On 
June 10, 2002, the Department 
issued RAB 2002-15 to describe sales 
and use tax exemption procedures 
and formats. RAB 2002-15 replaces 
RAB 1996-6 for periods on or after 
June 29, 2000. RAB 1996-6 is still 
in effect for periods before June 29, 
2000. 

Noting that blanket exemption 
certificates are valid for a maximum 
of four years, the Department also 
points out the change in the defini
tion of "good faith." Effective June 
29, 2000, "good faith" means that the 
taxpayer received a completed and 
signed exemption certificate from 
the buyer. If a taxpayer maintains 
proper records and accepts an 
exemption certificate in good faith 
on an approved form, the taxpayer is 
not liable for collection of the unpaid 
tax if it is later found that the sale 
did not qualifY for the exemption. 
Some of the more common exemp
tions include: sales for resale, sales 
to agricultural producers, and sales 
to industrial processors. 

Michigan Department of 
Treasury Describes Sales and 
Use Tax Treatment of Drop 
Shipments and Delivery Services 
On March 28, 2002, the Michigan 
Department of Treasury issued 
Revenue Administrative Bulletin 
("RAB") 2002-10 to establish guide
lines for the taxability of drop ship
ments. RAB 2002-10 replaces RAB 
1988-34. Several examples help 
illustrate when a retailer is required 
to collect Michigan sales tax on such 
third-party sales. 
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On March 28, 2002, the 
Department issued RAB 2002-11 to 
describe the sales tax treatment of 
charges for delivery directly by the 
seller or contract carrier; the discus
sion does not include delivery by 
common carrier or the postal service. 
RAB 2002-11 replaces RAB 1993-07. 
A retailer may be engaged in a sepa
rate (nontaxable) delivery service if 
the business meets certain condi
tions, such as the customer having 
an option to pick up or deliver. 
Otherwise, delivery charges on mer
chandise delivered by the seller are 
taxable if the charges are incurred 
before ownership transfers. Delivery 
charges are not taxable if incurred 
after ownership transfers. 

This Update was prepared by GIANLUCA 
A.D. PITETTI and JENNIFER TROYER of 
KPMG LLP. 
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