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TO: State Bar of Michigan, Taxation Section Members

Traditionally, the last official act of the outgoing Chairperson is to provide a report to the Tax Section membership. 
The preparation of my “State of the Section” address was truly a bittersweet experience. The bitterness is, of course, 
caused by the recognition that my nine years of service to the Tax Section and the Tax Council is nearing an end. 
While I will serve as Ex-Officio for the next year and try to provide wise counsel to Aaron Sherbin and other Council 
members, my role is solely advisory. I will miss the camaraderie and many worthwhile experiences I have enjoyed 
while serving as a committee chair, Council member and officer.

The sweetness, however, will also be remembered. First and foremost, I will have the satisfaction of knowing that 
during this year, the Council has accomplished much and provided great value to its membership. Additionally, I 
will cherish the many friendships that I have enjoyed.

Last fall, after my election, while I stood before this group, I indicated that I had three goals for the upcoming year. 
They included:

• Raising the visibility of the Tax Section, both within and outside of the State Bar of Michigan.
• Expanding our membership and outreach activities.
• Strengthening our current subcommittees.

I can report to you that each of these goals was achieved.

Tax Conference. Our Annual Tax Conference was held on May 11, 2006. It continues to be the single most 
significant event and educational opportunity for our membership. This year’s attendance approached 200 for 
the first time. Although we are viewed as a regional organization, our conference enjoys national stature. Our 
appreciation is extended to our sponsors, Stout Risius Ross, Bernstein Investment Research & Management and 
our long-standing partner and friend, LaSalle Bank. Additionally, thanks and recognition must be given to Gina 
Torielli, the Chairperson of the event, and Warren Widmayer, the Chairperson of the 2007 Conference, who were 
both instrumental in making it happen.

Michigan Tax Lawyer. Our journal, the Michigan Tax Lawyer, possesses a national reputation for its excellence. It is 
recognized by the members of the National Association of State Bar Tax Sections as one of the preeminent journals 
published by any tax section.

This year, our journal was redesigned by its editor, Marjorie Gell. With its new look and increasingly diverse content, 
it will continue to receive the accolades it has enjoyed in the past. My thanks to Marjie for the great work she has 
done for the journal, and the spirit and bright ideas she has brought to the Council and the Tax Section.

Internet. An important aspect of bringing value to our membership and reaching out to young tax lawyers was 
to improve the content of our website. This past year, through the efforts of Ronald Charlebois, our website was 
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dramatically enhanced. Our directory, journal and employment opportunity listings have all been made available to our membership. The 
continued enhancement of our website should remain a priority for Tax Council. I also want to extend my congratulations to Ron on his 
election as an officer of the Tax Section for the 2006-2007 year.

After Hours Tax Series. Our After Hours Tax Series continues to provide a popular, high quality and valuable educational opportunity. 
Many of our programs are attended by 100 or more members. This past year has seen the expansion of the use of new technologies for 
remote access to these programs. For future generations of tax lawyers, actual attendance at these types of educational events will become 
secondary to teleconferencing, web casting, pod casting and other methodologies that we probably can’t comprehend. My thanks to Alvin 
Storrs who continued to oversee these programs and liaison with Mary Hiniker of ICLE, our co-sponsor.

Membership and Outreach. Our membership and outreach activities were genuinely one of the highlights of this last year. In the area 
of membership we continue to engage and include the future tax lawyers of Michigan by actively encouraging participation by the tax 
faculties and tax students of our six Michigan law schools. This year we held successful “Meet and Greets” with the student and faculties at 
MSU College of Law, U of D Mercy Law School and Ave Maria Law School. Scholarships and subsidies have been provided to students, 
allowing them to attend our Annual Tax Conference, Tax Court luncheons and other events. Additionally, an important feature of our tax 
journal is the one or more tax notes that are written and submitted by interested students.

In the area of outreach, this year we were able to organize and implement a low income tax clinic gift program. Formalizing this program 
was the single highest priority that I had set for Council. The fruits of this program were recognized by our awards this afternoon to the 
MSU Tax Clinic, the Baxter Community Council and the Accounting Aid Society, each of which should be applauded for their service to 
underrepresented taxpayers. 

Overseeing the membership and outreach programs was Michael Domanski. I wish to thank and congratulate Mike for all of his good 
work and all that he has accomplished. I additionally want to thank Joan Dindoffer for her assistance in liaisoning with the law schools, 
and Aaron Sherbin for his contribution to the grant program.

Legislative Activities. During this year, the Tax Section developed and sponsored a proposal for the State of Michigan to adopt legislation, 
implementing an “offer in compromise” type procedure for the collection of delinquent taxes. While the proposed legislation has not yet 
been adopted, it has been favorably received by members of the State Legislature and the Michigan Department of Treasury. We hope that 
with our assistance, this type of procedure will be adopted into law in the near future.

This initiative was led by Wayne Roberts and assisted by Gina Torielli and Jeff Devree. Wayne must also be recognized as the Tax Section’s 
representative for many projects and programs sponsored by our legislature and various state agencies and tribunals. As a federal tax 
practitioner myself, Wayne has been invaluable in assisting me in my responsibilities as Chairperson this year.

Directory. My thanks to Joan Dindoffer who again was able to organize and publish the Tax Section directory. She has established a model 
and procedures for future years that will allow us to update our directory in a timely and accurate manner.

Tax Court Luncheon and Michigan Bar Liaison. Every team needs a utility player, a player who can play many positions. Our utility player 
this year was Paul Jackson. Paul’s responsibilities, all of which he performed admirably, included: organizing our Tax Court luncheon, 
serving as the Michigan Bar Journal liaison, and Assistant Editor of the Michigan Tax Lawyer. I extend to Paul my thank you, thank you, 
thank you, for each of these three positions.

Federal and State Legislation. The responsibility for reporting to Tax Council new developments concerning federal and state legislation 
and regulatory activities was capably handled by Jeff Devree. I wish to thank Jeff for this difficult and thankless responsibility.

Subcommittee Activities. As I indicated, one of my goals this year was to strengthen our five subcommittees. I firmly believe that the 
life blood of the Section is represented by our subcommittees. Not only do they provide valuable educational opportunities to their 
membership, but they also serve as a training ground for the future leadership of the Section. Each of this year’s Chairs was instrumental 
in delivering programs that had great appeal for our membership. Strong increases in attendance were shown at committee meetings. In 
some instances, that was enhanced by the use of new technologies to provide remote access to members in many locations. My thanks to 
David Walters as Chair of the Employee Benefits Committee, Fred Hoops as Chair of the Estates and Trusts Committee, Wayne Roberts 
as Chair of the State and Local Tax Committee, Joseph Pia as Chair of the Practice and Procedure Committee and John O’Hara as Chair 
of the Business Entities Committee.

IRS Counsel Liaison. During the last year we have been able to formalize a liaison relationship with Chief Counsel’s Office of the IRS. 
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While the IRS has always been generous and helpful in assisting us with programming, this new relationship has given the tax bar access 
to our counterparts within the IRS and a better understanding of our roles and responsibilities. My thanks to both Robert Heitmeyer and 
Eric Skinner who have served as IRS Counsel Liaison.

I next wish to express my most sincere thanks to Jess Bahs, Council Secretary, Jay Kennedy, Council Treasurer and Aaron Sherbin, Council 
Vice Chairperson. Each of them must be recognized for your hard work and dedicated leadership. I know that the Tax Section remains in 
the capable hands of Aaron, Jay and Jess and I wish each of them nothing but the very best wishes.

There are three others that I want to thank at this time. First is the past Tax Section Chairperson, Sherill Siebert. Sherill has been a friend, 
a confidant, mentor and advisor. As benefits practitioners, we have shared many of the same positions and experiences on behalf of the 
Tax Section and various IRS liaison and advisory committees. Second, is Deb Michaelian. Deb serves as our Program Facilitator. This past 
year, Deb’s contributions have been invaluable. Simply put, she oversees every aspect and detail of the Section’s operation. My most sincere 
thank you. Finally, there is my predecessor and this year’s Ex-Officio, Eric Nemeth. Your wise counsel and long service to the Tax Section 
will always be appreciated.

In conclusion, it has been a privilege and pleasure to serve as Chair of the Tax Section this past year. While I look forward to my return to 
civilian life, I will cherish the memories of this great experience.

Respectfully submitted,

Charles M. Lax, Chairman
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rEPorT oF THE BUSinESS 
EnTiTiES coMMiTTEE
John M. O’Hara, Chairperson
Edward Rose & Sons
30057 Orchard Lake Road
Suite 100
Farmington Hills, MI 48334
(248) 539-2255
(248) 539-2125
John_Ohara@edwardrose.com

recenT acTiViTieS

The Committee met on Friday, July 21, 2006, at the offices of 
Honigman Miller Schwartz and Cohn LLP, 38500 Woodward 
Avenue, Bloomfield Hills, Michigan. Richard Soble was the guest 
speaker and the various topics of discussion were “Developments in 
Partnership Tax and Limited Liability Companies.”

upcoMinG eVenTS

The Committee will meet on Thursday, October 19, 2006 at 11:00 
a.m. at the offices of Dykema Gossett, located at 39577 Woodward 
Avenue, Bloomfield Hills, Michigan. Anthony Ilardi of Dykema 
Gossett will be the guest speaker and the topic of discussion will 
concern Limited Liability Companies and Business Entities.

If	 you	 would	 like	 to	 receive	 notices	 pertaining	 to	 future	 activities	 of	
the	Business	Entities	Committee	 please	 provide	me	with	 your	 e-mail	
address.

rEPorT oF THE EMPLoyEE 
BEnEFiTS coMMiTTEE 
David B. Walters, Chairperson  
Bodman LLP 
Suite 500 
201 W. Big Beaver Road 
Troy, Michigan 48084
dwalters@bodmanllp.com 

recenT acTiViTieS
 
september 2006: The Committee hosted Derrin Watson who 
presented on recent pension legislation and regulatory changes. 
Mr. Watson is a frequent lecturer for the American Society of 
Pension Professionals and Actuaries and the National Institute of 
Pension Administrators. He has also authored numerous articles on 
pension issues. Mr. Watson is also the author of the book Who’s	the	
Employer, a detailed analysis of employee and employer issues that 
affect qualified retirement plans.

May 2006: As part of the annual tax section meeting, the Committee 
welcomed Gary Mitchell, Area Group Manager, Internal Revenue 
Service. Mr. Mitchell reviewed and high lighted the changes in 
the comprehensive employee plan compliance resolution system. 
He noted several favorable changes in the correction methodology 
for plan loan failures, for failing to include an otherwise eligible 
employee in a 401(k) plan and the availability of the program 
for plan engaged in an abusive tax avoidance transaction. Mr. 
Mitchell also reviewed the effective dates of the new guidance and 
solicited comments on other area that should be addressed in future 
guidance.

February 2006: The Committee co-sponsored a meeting with 
the Thomas M. Cooley Law School. The two groups were able to 
attract Daniel Hogans, Attorney-Advisor in the Office of Benefits 
Tax Counsel, U.S. Department of Treasury. Mr. Hogans presented 
on the guidance that has been provided and future guidance which 
might be expected in the area of non-qualified deferred compensation 
plans under Code Section 409A. Mr. Hogans provided the group 
with many examples and answered numerous questions from the 
group. The discussion was quite lively and covered a number of 
topics ranging from coordination of Sections 409A and 457, events 
constituting a substantial risk of forfeiture and the overlap between 
Section 409A and split dollar life insurance arrangements.
 

upcoMinG acTiViTieS
 
To be announced.

rEPorT oF THE rEPorT 
oF ESTATES AnD TrUSTS 
coMMiTTEE
Frederick H. Hoops, III, Chairperson
Clark Hill PLC
500 Woodward Avenue, Suite 3500
Detroit, Michigan 48226-3435
(313) 965-8323
(313) 965-8252 Facsimile
fhoops@clarkhill.com

recenT acTiViTieS

No recent activities.

upcoMinG acTiViTieS

Future meetings are scheduled for November 2006. If you have any 
questions or issues that you wish to have the panel address, please 
feel free to contact the new Chairperson, Doug Stein. 
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rEPorT oF THE PrAcTicE 
& ProcEDUrE coMMiTTEE
Joseph Pia, Chairperson
Hyman Lippitt, P.C.
322 North Old Woodward
Birmingham, MI 48009
(248) 646-8292 Office
(248) 646-8375 Fax
jpia@hymanlippitt.com

recenT acTiViTieS

I met with the Michigan IRS Practitioner Liaison Group on August 
11, 2006. The meeting was also attended by the Independent 
Accountants Association of Michigan, the Michigan Association 
of Certified Public Accountants, the Michigan Society of Enrolled 
Agents, the National Association of Tax Professionals and the 
Michigan Department of Treasury Taxpayer Advocate. The purpose 
of the Liaison Group is to provide a forum for the exchange of 
information on new and emerging issues of mutual interest to the 
Internal Revenue Service and the professional tax community.

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

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

Joni Larson from Thomas M. Cooley School of Law presented on 
Circular 230 to the group.

upcoMinG eVenTS

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

rEPorT oF THE STATE AnD 
LocAL TAX coMMiTTEE
Wayne D. Roberts, Chairperson
Dykema Gossett PLLC
300 Ottawa Avenue, NW, Suite 700
Grand Rapids, Michigan 49503
(616) 776-7514 Office
(616) 776-7573 Fax
wroberts@dykema.com

recenT acTiViTieS & MeeTinGS

May 11, 2006: A regular meeting of the SALT Committee was 
held concurrent with the 2006 Summer Tax Conference, which 
took place on May 11, 2006, at the St. John’s Conference Center in 
Plymouth, Michigan.

The theme for this meeting was multistate tax reform and policy 
within the Midwest region, with a focus on Michigan, Ohio and 
Indiana. Featured speakers were outstanding, and included:

• Steve Hall, Esq., of McDonald Hopkins in Columbus, Ohio 
(former Ohio Assistant Tax Commissioner).

• Francine Dlouhy, Esq., of Baker & Daniels in Indianapolis, 
Indiana, and 

• Judge Jack VanCoevering, Michigan Tax Tribuanal Chairman.

This theme proved to be very timely based on the fact that Michigan 
now finds itself in need of an SBT replacement tax. The repeal 
of the SBT will reportedly result in a revenue loss to the state of 
between $1.8B and $2B.

august 8, 2006: A follow-up Michigan SBT repeal/replacement 
meeting is was held Friday, August 8, 2006, at the offices of Dykema 
in Lansing. Representative Fulton Sheen, Chair of the House Tax 
Policy Committee, was the featured speaker. This meeting focused 
on replacement tax alternatives in light of the recent voter-initiated 
SBT repeal, which is effective 12/31/2007.

other Topics: Fall 2007 Seminar CLE/CPE – Discussions with 
MACPA

Initial meetings have been held with the MACPA, to discuss the 
possibility for scheduling a joint MACPA/State Bar-Taxation 
Section Michigan Tax Conference. The contemplated conference 
would focus on Michigan tax issues and would attempt to involve 
the Michigan Department of Treasury, the office of the Michigan 
Attorney General – Tax Division, the MACPA and the State Bar 
- Tax Section. This conference would include programs designed to 
assist both tax practitioners and industry tax departments.

 

upcoMinG MeeTinGS

My term as Chair of the Committee is coming to an end soon, and 
the incoming Chair is Paul V. McCord who will schedule the next 
meeting.
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FEDErAL TAX ForUM 
Sean	Cook	

When I began my career in public accounting 
in 1987, the Tax Reform Act of 1986 had just 
overhauled the income tax rules and had changed 
the thought processes of tax planners across the 
country. Rules were implemented to suspend 
and sometimes disallow losses based on the 
economic realities of a transaction. Other rules 
were implemented to limit deductions based on 
income levels and other factors. Phase-in periods 
were provided to allow taxpayers to adjust to the 
dramatic changes being faced by them.

These changes were probably less dramatic 
to me because of my limited exposure at that 
time to the Internal Revenue Code. I do recall, 
however, that many tax practitioners at the time 
were beside themselves. Trying to predict and 
plan for taxpayers suddenly became much more 
complicated. Eventually computers took hold 
and tax software caught up, so within a few years 
tax planning became less uncertain. 

Now, why am I giving this history lesson? Many 
of you probably have as much insight if not more 
into those challenging days when the tax world 
was changed forever. However, these memories 
are merely a distant blurry light in the dense fog 
of the tax acts that have tinkered with the system 
since 1986. My point is to give some perspective 
on the tax planning that occurs today. 

In all tax planning projects, there is an 
assumption or condition that the planning is 
based on existing laws and interpretation of 
those laws. This approach has not changed 
and today it seems to be even more important 
as the Internal Revenue Code is ever evolving. 
The advancement of computers, the political 
environment, and the sophistication of our 
society and economy are just some of the reasons 
for the constant changes made to the Internal 
Revenue Code. Are these changes good or bad? 
Is simplification the answer? 

My attitude is that the tax system needs to be 
fair, predictable and understandable. By fair, 
I mean that it must treat taxpayers is similar 
positions equally. Predictable means the ability 
to make decisions today based on what is known 
today. Understandable means that the tax laws 

can be understood by those who need to apply them whether it is 
the individual filing a 1040A or a tax professional consulting on the 
proper treatment of a contingent liability in a merger. So, based on 
these principles, how does the Internal Revenue Code measure up?

The predictability principle seems to be the one that is being 
violated the most by Congress at this time. The infiltration of the 
sunset provisions is creating the most havoc to the planner because 
of the uncertainty of whether the sunsets will really occur or will 
they be extended or eliminated. The first example almost goes 
without saying: what estate tax planner does not feel some angst 
with the year 2010 approaching? How does one plan when the laws 
are so volatile and uncertain? The countervailing argument is that 
Congress can always change the score, but the dynamic is different 
when the unpredictability is built into the laws themselves. Will 
there be an estate tax in the future? What will be the exemption? 
Does my client even need the typical “A/B” trust? 

Another example is the dividend tax rate. I applaud the extension 
of the 15% rate, but that act in and of itself shows us the 
unpredictability of the situation. Should we flush out earnings and 
profits now? Should we wait or do it at all?

The symptom of an unpredictable tax system is that taxpayers will 
make certain decisions or not make decisions based on what may 
or may not happen with the Internal Revenue Code. This seems 
odd as the Internal Revenue Service often looks at a transaction 
at its economic substance and attacks when a taxpayer enters into 
transactions motivated for tax purposes. According to the Supreme 
Court, taxpayers always have “[t]he legal right … to decrease the 
amount … [of ] taxes, or although avoid them, by means which the 
law permits.” Gregory	v	Helverling, 293 U.S. 465 (1935). However, 
there is always a risk when transactions are more tax motivated than 
economically driven. The problem is that Congress is violating 
its own mandate in the name of politics, balancing budgets, or 
spurring the economy by forcing taxpayers to consider the timing of 
transactions based on the unpredictability of the laws themselves.

There does seem to be an attempt to satisfy the fairness principle. 
The elimination of the marriage penalty was a good start. The 
goal to eliminate the “tax gap” also is an attempt to meet this 
principle. However, is the regressivity of the FICA tax fair? How 
about the special incentives to meet certain societal goals as a form 
of budgetary spending? What about the incentives for taxpayers 
to conduct business overseas? It seems that the system is moving 
towards fairness, but questions remain.

Many politicians point to the Internal Revenue Code as an 
overcomplicated and unintelligible set of rules. They usually score 
points, as few of us understand why are tax bills are what they 
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are. But that misses the point. Do we understand how our tax is 
determined? There is a natural aversion to give thought to those 
things we do not like but this does not mean we cannot understand 
them. While there will always be the regulation section that needs 
clarification and taxpayers will continue to go to court in attempt 
to assert their interpretation of a tax rule, I do not believe that any 
politician claiming to simplify the tax code knows what he or she 
is talking about and is simply pandering to the crowd. And even if 
Congress eliminated the Internal Revenue Code, it would not be a 
complete repeal but more like, dare I say, a sunset. I would never want 
Congress to have, say, a national sales tax with the ability to keep 
their sun rising. Work with what you have right now and balance 
the budget and attend to social issues on the spending side please.

At this time, the Internal Revenue Code is uncertain and unclear 
in some respects, perhaps fair in other respects. Congress must 
strive to limit the disguised spending through the Code, and make 
it more understandable. Most economists will tell you that taxes 
are counter to economic development. However, we all know we 
need a government – and taxes are the inevitable consequence. True 
“fairness” in tax law may never be achieved completely, because with 
every change that is made to the Code, there are winners and losers. 
However, overall, our system seems to be working and should make 
it to 100 years old – pretty impressive for a “voluntary” system.

Sean	 Cook	 is	 a	 tax	 attorney	 at	 Butzel	 Long	 in	 Bloomfield	 Hills,	
Michigan.	He	is	also	a	CPA.
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MicHigAn TAX MATTErS
Wayne	D.	Roberts	

For the past few months, Michigan’s elected 
officials have been busy campaigning and 
discussing the current political and economic 
issues facing the State. Foremost among the 
issues being addressed are Michigan’s economy, 
the Michigan tax climate, and most notably, the 
repeal of the Michigan Single Business Tax (the 
“SBT”).

The economy in Michigan is struggling and 
Michigan manufacturers are facing unprecedented 
competition and global challenges. The tax 
climate in Michigan has been reported to be 
everything from “about average” to “terrible” 
by different economic think-tanks, surveys and 
the press. And the SBT has finally, after multiple 
attacks, been killed.

This edition of Michigan	Tax	Matters will review 
some of the facts surrounding the repeal of the 
SBT and, as has become customary, provide an 
overview of some of the recent developments in 
Michigan taxation.

SBT repealed ! . . . aGain!

On Wednesday, August 9, 2006 at approximately 
11:45 a.m. and 12:10 p.m. respectively, the 
Michigan Senate and House of Representatives 
voted to approve a voter initiative to repeal of the 
Single Business Tax. The repeal is effective for 
tax years beginning after December 31, 2007, 
which represents a two year acceleration from 
the original repeal date scheduled for tax years 
beginning after December 31, 2009.

The SenaTe VoTe WaS 22-16;
The houSe VoTe WaS 64-36.

This enactment was a voter initiative, so it was 
not subject to the Governor’s veto. 

The SBT – a BrieF hiSTorical 
perSpecTiVe

The SBT was originally enacted by P.A. No. 
228 of 1975, and made effective January 1, 
1976. The SBT replaced multiple business taxes 

and was designed to provide for a steady and reliable source of 
revenue to fund the Michigan’s public services. The SBT initially 
accomplished those goals.

During the Engler administration, the SBT was “repealed” for the 
first time. The headlines boldly read “Michigan SBT Repealed”. 
However, that initial repeal was scheduled as a twenty-three (“23”) 
year phaseout with a reduction in the 2.3% SBT rate of .1% per 
year. That is correct – a 23 year phaseout.

The Legislature in 2002 accelerated the original 23 year phaseout 
by setting December 31, 2009 as the final repeal date for the SBT. 
Therefore, for several years the SBT has been scheduled to terminate 
effective in 2009. The new voter-initiated repeal accelerated this 
date by two years to 2007.

The ulTiMaTe deMiSe oF The SBT

As the Michigan economy struggled in the past several years, the 
SBT was vilified and classified as a “job killer”. It was targeted for 
attack based on factors such as:

1. The SBT is not a tax on profits, and a company with a loss 
must pay SBT;

2. The SBT is a tax on employee benefits and employee wages, 
and therefore discourages employers from hiring additional 
employees in Michigan.

At this point, whether these are valid criticisms has become a 
political question to be addressed in Lansing.

Ultimately, the time has come to accept the reality that the SBT is 
gone. Michigan needs to design a business tax that best suits the 
needs of the current economy. The SBT became such a distracting 
political football that its full repeal may prove to be a benefit as the 
state attempts to adopt new tax and regulatory policies that can 
assist in recovery from the recent economic downturn. As Michigan 
citizens, we certainly hope so.

SBT replaceMenT Tax analySiS

Both the Michigan Legislature and business groups are actively 
involved in evaluating potential replacement tax structures. To avoid 
a budget crisis, the new tax needs to be in place – and working - 
prior to the time the current SBT revenues of nearly $2B disappear. 
The following are details related to some of the leading replacement 
tax candidates:
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Tax Tax Base Revenue Target Comments
Business Income Tax plus Gross 
Profit Tax

Business Income; plus Gross 
Profit

Approx. $1.5B (targeted $500M 
reduction in tax)

Income tax for 25% of revenue; 
plus gross profit tax for 75% of 
revenue

Business Activity Tax Michigan Receipts less single 
industry-based deduction (e.g., 
purchases deduction or com-
pensation deduction)

Approximately $3.2B to $3.6B This tax replaces all SBT revenue 
plus all personal property tax 
revenue – less a net reduction of 
approximately $400M – $500M

License Tax Michigan Gross Receipts Approx. $1.5B License “fee” based on level of 
Michigan source revenues (simi-
lar in general to Ohio commer-
cial activity tax)

Fair Tax Consumer sales price for goods 
and services

Revenue to replace all business 
tax revenues – less net tax reduc-
tion to be selected

Fair Tax is a tax imposed at the 
consumer level. There would be 
no direct business taxes – and no 
personal income tax

Subtractive Method Value 
Added Tax (Wolfram Plan)

Modified Value Added Tax 
(Would Allow Taxpayer election 
as to tax base using either gross 
receipts or income)

Approximately $1.9B Subtractive method VAT is 
similar in result to current SBT, 
but does not require adding 
items like compensation and 
benefits to arrive at tax base

Factor Tax Tax Using Apportionment 
Factor Numerators as the Tax 
Base and applying a very low 
rate

Approximately $2.5B (Full 
projected SBT revenue lost)

Could be calculated:
MI Property x .175% +
MI Payroll x .175% +
MI Sales x .175% +
Income x 10 x .175%

The replacement tax discussion is very dynamic and the brief 
summaries above are in no way comprehensive. It is likely that the 
tax structure ultimately chosen by the Legislature and enacted may 
incorporate elements from some or all of the above plans.

MichiGan Tax TriBunal reVieW

Recently, at the request of Senate Majority Leader Ken Sikkema, the 
Senate Finance Committee held a formal hearing on the operations 
of the Michigan Tax Tribunal.

The hearing, which was held on September 20, 2006, was scheduled 
in large part in response to assertions raised in a letter written by 
two departing judges to Governor Granholm.

No formal report has been issued by the Senate Finance 
Committee.

currenT MichiGan Tax caSeS

Wexford	 Medical	 Group	 v	 City	 of	 Cadillac, 474 Mich 192; 713 
NW2d 734 (2006). In Wexford, the Michigan Supreme Court held 
that the facility used by a nonprofit physicians’ group was exempt 
from property tax because the group was a “charitable institution.”

ADAC	Plastics,	Inc.	v	Michigan	Department	of	Treasury, Michigan 
Court of Appeals, Dkt. No. 259411 (July 27, 2006). The Michigan 

Court of Appeals affirmed a decision by the Tax Tribunal that a 
refund request was barred by the statute of limitations, where more 
than four years had passed since the filing of the original SBT return. 
Taxpayer argued unsuccessfully that filing an amended return was 
timely because a federal extension had been filed with the Internal 
Revenue Service.

Father	Murray	Nursing	Center	v	City	of	Center	Line, MTT Docket 
No. 293280 (August 31, 2006). Tax Tribunal found Father Murray 
to be exempt from real and personal property taxes (1) under MCL 
211.7o due to its status as a charitable institution; and (2) under 
MCL 211.7r due to the fact that it used the property for public 
health purposes.

Glieberman	 Aviation	 LLC	 v	 Michigan	 Department	 of	 Treasury, 
Michigan Court of Appeals; Dkt. No. 261599 (September 21, 
2006)(UNPUBLISHED). The Michigan Court of Appeals affirmed 
a decision by the Tax Tribunal concluding that the taxpayer did not 
timely elect to pay use tax on the rental receipts from the rental and 
lease of the 1980 aircraft in lieu of paying sales or use tax on the full 
cost of a plane.

Pheasant	 Ring	 v	 Waterford	 Twp., Docket No. 33474, Mich. Ct. 
App. (October 17, 2006). The Court of Appeals affirmed the 
Tax Tribunal’s holding that petitioner was exempt from property 
taxation under MCL 211.7o as a charitable institution. The court 
of appeals found that petitioner, demonstrated it was a charitable 
institution under the Wexford factors. Pheasant Ring qualified as a 
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charity notwithstanding the fact that it charged rent to the residents 
of the autism home located on the property. One key to the decision 
was the formalistic fact that Petitioner’s Articles of Incorporation 
provide specifically that Pheasant Ring was organized as a nonprofit 
corporation for the purpose of assisting individuals with autism. In 
an interesting development, the decision referenced the fact that the 
taxing jurisdiction failed to present evidence sufficient to disprove 
the taxpayer’s charitable status.

Ammex,	 Inc.	v	Michigan	Department	of	Treasury, Michigan Court 
of Appeals, Dkt. Nos. 260049, 265936 (October 19, 2006). 
The Michigan Court of Appeals held that federal laws regulating 
customs bonded warehouses preempt the imposition of Michigan’s 
motor fuel tax and sales tax on gasoline and diesel fuel stored in a 
Class 9 customs bonded warehouse and sold as duty-free.

MichiGan adMiniSTraTiVe Guidance

reVenue adMiniSTraTiVe BulleTinS (“raB’S”)

RAB 2006-1 (January 17, 2006). Certified Community Foundations 
listed for SBT and income tax credits.

RAB 2006-2 (February 28, 2006). Notice of Change in Prepaid 
Gasoline Sales Tax Rate.

RAB 2006-3 (May 16, 2006). Notice of Interest Rates for 
overpayments and underpayments from July 1, 2006 – December 
31, 2006.

RAB 2006-4 (October 13, 2006). Notice of Interest Rates for 
overpayments and underpayments from January 1, 2007 – June 
31, 2007.

inTernal policy direcTiVeS (“ipd’S”)

IPD 2006-1 (January 17, 2006). SBT Sec. 35 Credit – Charitable 
Exemption for Flow-Through Entities.

IPD 2006-2 (January 24, 2006). Taxability of Over-the-Counter 
Medication Issued Pursuant to a Prescription under Medicaid 
Programs.

IPD 2006-3 (May 8, 2006). Requests for SBT Consolidated or 
Combined Reporting.

IPD 2006-4 (August 15, 2006). Explanation of Noncorporate 
Entity Casual Transaction Analysis.

IPD 2006-5 (August 15, 2006). Explanation of SBT Industrial 
Processing Personal Property Tax Credit (15%).

IPD 2006-6 (August 15, 2006). Notice of SBT Renaissance Zone 
eligibility for fiscal year taxpayers.

IPD 2006-7 (September 29, 2006). Federal Section 199 Deduction 
Guidance for SBT Taxpayers.

SBT taxpayers that are pass-through entities: Entity is not 
entitled to take the IRC §199 deduction at the entity level. 
Instead, the deduction is taken at the shareholder, member, or 
partner level for Michigan income tax purposes. 

SBT taxpayers that are taxable as corporations: Because 
SBT begins with federal taxable income, such entities will 
automatically experience a corresponding reduction in their 
SBT tax base and SBT liability.

IPD 2006-8 (September 29, 2006). SBT Costs of Performance 
Apportionment.

Under “costs of performance” apportionment, sales are 
attributed to Michigan if, with respect to a particular sale, 
the greater proportion of the business activity is performed in 
Michigan than is performed outside Michigan based on costs 
of performance. 

Under IPD 2006-8, costs of performance analysis is not applied 
to the total business activity, but rather to each sale separately.

“Costs of performance” analysis must include only direct 
costs (costs directly related to the sale) as allocated to the sale 
using a taxpayer’s method of accounting for federal income tax 
purposes

Costs of performance analysis excludes indirect costs (costs not 
directly related to the performance of the contracted sale or 
service) 

There is no statutory provision for dividing service revenue 
from a single transaction between several states based on a time 
or cost allocation—revenue from a transaction is sourced to the 
state where the majority of the business activity is performed. 

Under the IPD, a distinction must be made between a sale 
of a service and the sale of tangible personal property by 
determining the ultimate purposes of the transaction on 
the part of the purchaser. In making this determination, the 
transaction as a whole must be examined, and the components 
of the transaction separately are not considered.

IPD 2006-9 (September 29, 2006). Transportation Service 
Apportionment.

IPD 2006-9 points out that, under the SBT, transportation 
means the service of carrying or conveying of property or persons 
from one place to another for others as a commercial enterprise. 
Transportation does include ancillary services performed in 
connection with transportation provided by another. 

Mileage incurred for haulage or trackage must be included in 
revenue miles for purposes of calculating the apportionment ratio 
of a transportation service. IPD 2006-9 provides examples of how 
revenue mile apportionment applies in different fact situations.
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IPD 2006-10 (10/02/2006). Principal Residence State Tax 
Education Tax Exemption for Bed and Breakfast Establishments.

IPD 2006-10 provides a presumption that 50% of the common 
areas of a bed and breakfast will be presumed exempt as a principal 
residence with respect to an owner-occupied bed and breakfast 
establishment. See also MCL §211.7cc.

WelcoMe To The incoMinG STaTe and local 
Tax coMMiTTee chair

Effective for the Fall of 2006 through Fall 2008, the SALT 
Committee will be chaired by Paul V. McCord, Esq., an attorney 
with Varnum Riddering in Novi, Michigan. Paul has extensive 
experience in both federal and state taxation. Paul can be reached at 
pvmccord@varnumlaw.com. As the outgoing chair, I thank you for 
the opportunity to serve.
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THE TAX iMPAcT oF THE BAnKrUPTcy rEForM AcT oF 2005 
Lisa	S.	Gretchko

On April 20, 2005, President Bush signed into law the Bankruptcy 
Abuse Prevention and Consumer Protection Act of 2005 
(“Bankruptcy Reform Act”). Although certain provisions became 
operative immediately, the vast majority of the Bankruptcy Reform 
Act became effective on October 17, 2005. Consequently, the 
old bankruptcy law will apply to all bankruptcy cases filed before 
October 17, 2005, and the Bankruptcy Reform Act applies to all 
bankruptcy cases filed on or after October 17, 2005. 

Businesses and individuals who have trouble paying taxes often 
wonder if bankruptcy is the solution to their financial woes. In 
order to answer this inquiry, tax professionals (and bankruptcy 
professionals) need to understand the impact of bankruptcy upon 
tax obligations. The recent enactment of the Bankruptcy Reform 
Act requires all of us to revisit this area of the law. 

The BankrupTcy chapTerS

Although the Bankruptcy Code sets forth five different types of 
bankruptcy (Chapters 7, 9, 11, 12, and 13), in urban areas Chapters 
7, 11 and 13 are the most frequently used. (Chapter 9 pertains to 
municipal bankruptcies, and Chapter 12 pertains to family farmer 
bankruptcies.) 

Chapter 7 is a liquidation. A Chapter 7 trustee is appointed to 
administer the debtor’s assets (other than the exempt assets), 
liquidate them, and distribute the proceeds to creditors according to 
the priority scheme set forth in the Bankruptcy Code. Chapter 7 is 
available for both businesses and individuals that need bankruptcy 
relief. The Bankruptcy Reform Act requires individual debtors to 
satisfy the “means test” embodied in 11 U.S.C. section 707(b) in 
order to avoid dismissal of their Chapter 7 case or conversion to 
Chapter 11 or 13. The “means test” is the widely publicized aspect 
of the Bankruptcy Reform Act that is designed to force more debtors 
into Chapter 13, where they must propose a plan to repay at least a 
portion of their debts. 

The primary goal of any individual who files chapter 7 is to obtain 
a discharge of pre-bankruptcy debts, meaning that the individual 
is no longer personally liable for said debts. Individuals who file 
Chapter 7 bankruptcy will be eligible to obtain a discharge of 
certain debts, but some debts (such as certain taxes, alimony, 
support, etc.) cannot be discharged in an individual’s Chapter 7 
bankruptcy. Non-individuals (such as corporations) in Chapter 7 
are not eligible to receive a discharge of their debts.

Chapter 11 Bankruptcy is a reorganization; it is available to 
individuals and non-individuals. Generally, the debtor manages his, 
her or its affairs under bankruptcy court supervision, and negotiates 
a plan with creditors so as to pay their claims in accordance with 

the priority scheme and other requirements of the Bankruptcy 
Code. Creditors vote on the plan after receiving a court-approved 
disclosure statement describing the Debtor and its proposed plan. 
Individuals who reorganize in Chapter 11 are eligible for a discharge 
of their pre-bankruptcy debts to the same extent as in Chapter 7 
liquidation. Non-individuals that confirm a plan of reorganization 
in Chapter 11 and continue in business are entitled to an even 
broader discharge (11 U.S.C. section 1141(d)(3)), although the 
Bankruptcy Reform Act pares that back somewhat for corporate 
debtors. (Non-individuals that do not satisfy the rigors of 11 U.S.C. 
section 1141(d)(3) are not entitled to a discharge.)

Chapter 13 is a reorganization that is available only to individuals 
who meet the dollar thresholds in 11 U.S.C. section 109(e), 
namely secured debts less than $922,975 and unsecured debts less 
than $307,675. (These dollar thresholds are adjusted at three-year 
intervals, and the next adjustment will become effective April 1, 
2007.) 

Bankruptcy petitions under Chapters 7 and 11 can be filed either 
voluntarily by the debtor, or involuntarily (by creditors) against 
the debtor. However, a Chapter 13 petition can only be filed by a 
debtor voluntarily. (Even the conversion from Chapter 7 to 13 if 
an individual debtor fails the “means test” is phrased so that it is 
consensual but, query, whether it will ever be really consensual.)

deBT relieF aGencieS

In advising clients about the possibility of filing bankruptcy, 
lawyers and accountants need to be aware that they may be “debt 
relief agencies,” which is one of the new designations imposed by 
the Bankruptcy Reform Act. A “debt relief agency” is a person 
who provides any “bankruptcy assistance” to an “assisted person” 
in return for payment of money or other valuable consideration.1 
An “assisted person” is a person whose debts consist primarily 
of consumer debts, and who has non-exempt property valued at 
less than $150,000. See 11 U.S.C. section 101(3). “Bankruptcy 
assistance” is broadly defined and includes services to an assisted 
person either	as	a	debtor	or	as	a	creditor. Debt relief agencies need 
to comply with, inter	alia, 11 U.S.C. sections 527 and 528, which 
describe the disclosures that the “debt relief agency” must make to 
the “assisted person,” the timing, form, and content of contracts 
with the client, the content of advertising. Debt relief agencies 
who fail to comply with these requirements are subject to damages 
and injunctive relief. See 11 U.S.C. section 526. Tax lawyers and 
accountants who represent “assisted persons” may want to refer 
them to appropriate bankruptcy counsel for guidance on thorny 
bankruptcy issues—irrespective of whether the client is a debtor or 
a creditor.
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The auToMaTic STay

The filing of any bankruptcy petition (whether filed voluntarily or 
involuntarily) immediately invokes bankruptcy’s automatic stay. 
The automatic stay is embodied in 11 U.S.C. section 362(a) and 
is an injunction of acts against the debtor and/or property of the 
bankruptcy estate. Actions taken in violation of the automatic 
stay are generally void. The Bankruptcy Reform Act amended the 
automatic stay to change the impact of bankruptcy upon tax court 
cases, as follows:

(a) Except as provided in subsection (b) of this section, a 
petition filed under section 301, 302, or 303 of this title, or 
an application filed under section 5(a)(3) of the Securities 
Investor Protection Act of 1970, operates as a stay, applicable 
to all entities, of –
(1) the commencement or continuation, including the issuance 

or employment of process, of a judicial, administrative, or 
other action or proceeding against the debtor that was or 
could have been commenced before the commencement 
of the case under this title, or to recover a claim against the 
debtor that arose before the commencement of the case 
under this title;

(2) the enforcement, against the debtor or against property 
of the estate, of a judgment obtained before the 
commencement of the case under this title;

(3) any act to obtain possession of property of the estate or 
of property from the estate or to exercise control over 
property of the estate;

(4) any act to create, perfect, or enforce any lien against 
property of the estate;

(5) any act to create, perfect, or enforce against property of 
the debtor any lien to the extent that such lien secures 
a claim that arose before the commencement of the case 
under this title;

(6) any act to collect, assess, or recover a claim against the 
debtor that arose before the commencement of the case 
under this title;

(7) the setoff of any debt owing to the debtor that arose before 
the commencement of the case under this title against any 
claim against the debtor; and

(8) the commencement or continuation of a proceeding 
before the United States Tax Court concerning a corporate 
debtor’s tax liability for a taxable period the bankruptcy 
court may determine or concerning the tax liability of a 
debtor who is an individual for a taxable period ending 
before the date of the order for relief under this title.2

Before the Bankruptcy Reform Act, the automatic stay (11 U.S.C. 
section 362(a)(8)) simply barred the IRS from commencing or 
continuing any case against the debtor in the U.S. Tax Court–
irrespective of whether that debtor was an individual or a corporation, 
and irrespective of whether the U.S. Tax Court proceedings related 
to pre-petition or post-petition taxes. 

The Bankruptcy Reform Act modified 11 U.S.C. section 362(a)(8) 

so that the scope of the automatic stay with respect to Tax Court 
proceedings now differentiates between corporate debtors and 
individual debtors, and also between pre-petition and post-petition 
taxes. For a corporate debtor, Tax Court proceedings are stayed 
with respect to the debtor’s tax liability for any taxable period that 
the bankruptcy court may determine. The bankruptcy court can 
determine a corporate debtor’s prepetition and postpetition tax 
liability: consequently, pursuant to the Reform Act’s amendment 
to 11 U.S.C. section 362(a)(8), all Tax Court proceedings against 
a corporate debtor are stayed. For an individual	debtor, Tax Court 
proceedings are stayed only with respect to a taxable period that 
ended before the bankruptcy was filed. 

Relief from the automatic stay is available if the moving party can 
satisfy the statutory factors in 11 U.S.C. section 362(d), which 
include “cause,” lack of adequate protection, and other factors.

Bankruptcy Code section 362(b) contains exceptions to the 
automatic stay and sectionsection 362(b)(9) and (26) provide that 
certain activities of taxing authorities are exempt from bankruptcy’s 
automatic stay, as follows: 

(b) The filing of a petition under section 301, 302, or 303 of this 
title, or of an application under section 5(a)(3) of the Securities 
Investor Protection Act of 1970, does not operate as a stay – 

(9) under subsection (a), of –

(A) an audit by a governmental unit to determine tax 
liability; 

(B) the issuance to the debtor by a governmental unit of 
a notice of tax deficiency;

(C) a demand for tax returns; or

(D) the making of an assessment for any tax and issuance 
of a notice and demand for payment of such an 
assessment (but any tax lien that would otherwise 
attach to property of the estate by reason of such an 
assessment shall not take effect unless such tax is a 
debt of the debtor that will not be discharged in the 
case and such property or its proceeds are transferred 
out of the estate to, or otherwise revested in, the 
debtor). . . . 

(26) under subsection (a), of the setoff under applicable 
nonbankruptcy law of an income tax refund, by a 
governmental unit, with respect to a taxable period that 
ended before the date of the order for relief against an 
income tax liability for a taxable period that also ended 
before the date of the order for relief, except that in any 
case in which the setoff of an income tax refund is not 
permitted under applicable nonbankruptcy law because 
of a pending action to determine the amount or legality of 
a tax liability, the governmental unit may hold the refund 
pending the resolution of the action, unless the court, on 

The Tax iMpacT oF The BankrupTcy reForM acT oF 2005
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the motion of the trustee and after notice and a hearing, 
grants the taxing authority adequate protection (within 
the meaning of section 361) for the secured claim of such 
authority in the setoff under section 506(a).

Although section 362(b)(9) has been in the Bankruptcy Code 
for years, the Bankruptcy Reform Act added 11 U.S.C. section 
362(b)(26), which permits a governmental unit to set off a 
prepetition tax owing to the government against a prepetition 
tax refund that the government owes to the debtor. Both the tax 
refund and the tax liability must relate to a prepetition time period 
in order for section 362(b)(26) to apply. Bankruptcy Code section 
362(b)(26) does not differentiate between individual debtors and 
corporate debtors. Consequently, the government can use the setoff 
against either type of debtor. Under bankruptcy law, setoff rights 
are treated as secured claims.

However, Bankruptcy Code section 362(b)(26) only allows the 
setoff if	it is permitted under applicable nonbankruptcy law. Also, 
if applicable nonbankruptcy law does not permit the setoff because	
of a pending action to determine the amount or legality of the tax 
liability, the government can hold the refund until the action is 
resolved. On motion by the debtor or the trustee, the court may 
order that the tax refund be turned over to the Debtor, if the taxing 
authority is granted adequate assurance for the taxing authority’s 
secured claim for its setoff rights. 

diScharGe oF deBT in BankrupTcy

Generally, obtaining a discharge of pre-bankruptcy debts is the 
ultimate goal of any bankruptcy proceeding. The “discharge” in 
bankruptcy is means that debtor (either an individual or an entity) 
is not liable for the debt that has been discharged.

11 U.S.C. section 727(a) requires the bankruptcy court to grant 
an individual in a Chapter 7 liquidation a discharge of his or her 
pre-bankruptcy debts unless the individual is found to be ineligible 
for a discharge due to one of the “bad acts” described in 11 U.S.C. 
section 727(a)(2)-(12). The scope of an individual’s discharge is 
limited by 11 U.S. C. section 523(a), discussed below, which makes 
some debts (including certain tax debts) nondischargeable in an 
individual’s Chapter 7 bankruptcy case.

Bankruptcy Code section 1141 applies to individuals in a Chapter 
11 reorganization: those individuals are entitled to a discharge of 
pre-petition debts, and the scope of that discharge is the same as it 
would be in a Chapter 7 bankruptcy. Before the Bankruptcy Reform 
Act, if an individual debtor in Chapter 11 was entitled to a discharge 
of pre-bankruptcy debts, the discharge was effective as soon as the 
Chapter 11 Plan was confirmed. However, the Bankruptcy Reform 
Act added Bankruptcy Code section 1141(d)(5), which postpones 
the individual Chapter 11 debtor’s discharge in a Chapter 11 case 
until all payments are made under the plan of reorganization, unless 
the court orders otherwise. 

Corporations and other non-individual debtors that liquidate in 

Chapter 7 are not eligible for a discharge of pre-bankruptcy debts, 
because the discharge embodied in 11 U.S.C. section 727(a) only 
applies to individuals. Historically, 11 U.S.C. section 1141(d)(3) 
provided that a non-individual that reorganizes	 in Chapter 11 
and confirms a plan that does not provide for the liquidation of 
all or substantially all of the property of the estate and	continues 
in business post confirmation can discharge all pre-bankruptcy 
debts. Thus, historically, a business entity debtor that successfully 
reorganized in Chapter 11 and continued in business got a vastly 
broader discharge of debts than the discharge available to individual 
debtors in Chapter 7 or 11 (because the discharge of an individual’s 
debts are subject	to the nondischargeability provisions of 11 U.S.C. 
section 523(a), whereas 11 U.S.C. section 523(a) does not apply 
to non-individual debtors.) However, the Bankruptcy Reform 
Act amended the Bankruptcy Code to add 11 U.S.C. section 
1141(d)(6)(B), so that a corporation that files Chapter 11 on or 
after October 17, 2005 cannot discharge pre-bankruptcy debts for 
taxes that the corporate debtor willfully attempted to evade, or as to 
which the corporate debtor made a fraudulent return, as follows:

(6) Notwithstanding paragraph (1), the confirmation of a plan 
does not discharge a debtor that is a corporation from any 
debt— . . .
(B) for a tax or customs duty with respect to which the 

debtor—
(i) made a fraudulent return; or
(ii) willfully attempted in any manner to evade or to 

defeat such tax or such customs duty.

This amendment is expected to stop corporations from using 
Chapter 11 bankruptcy reorganization to discharge tax fraud 
debts. 

11 u.S.c. SecTion 523(a)(1) – 
nondiScharGeaBiliTy oF cerTain TaxeS in 

an indiVidual’S BankrupTcy caSe

The scope of the discharge available to an individual who files 
bankruptcy is limited. Congress has determined that individuals in 
Chapter 7 or 11 bankruptcy must pay certain debts, even if those 
individuals are eligible for discharge of their other pre-bankruptcy 
debts. 11 U.S.C. section 523(a) is the section of the Bankruptcy 
Code that enumerates the nondischargeable debts in an individual’s	
bankruptcy case. (11 U.S.C. section 523(a) only applies to 
individuals and does not apply to any other type of debtor.) Not 
surprisingly, certain taxes are nondischargeable, as follows:

(a) A discharge under section 727, 1141, 1228(a), 1228(b), or 
1328(b) of this title does not discharge an individual debtor 
from any debt –
(1) for a tax or a customs duty – 

(A) of the kind and for the periods specified in section 
507(a)(3) or 507(a)(8) of this title, whether or not a 
claim for such tax was filed or allowed;

(B) with respect to which a return, or equivalent report 
or notice, if required –
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(i) was not filed or given; or
(ii) was filed or given after the date on which such 

return, report, or notice was last due, under 
applicable law or under any extension, and after 
two years before the date of the filing of the 
petition; or

(C) with respect to which the debtor made a fraudulent 
return or willfully attempted in any manner to evade 
or defeat such tax.3

TaxeS incurred durinG Gap period are nondiScharGeaBle

Bankruptcy Code section 523(a)(1)(A) first refers to the taxes 
described in 11 U.S.C. section 507(a)(3) which, in turn, refers 
to taxes that occur during the bankruptcy “gap period” following 
the filing of an involuntary bankruptcy. Once an involuntary 
bankruptcy case is filed against a debtor, the debtor has 20 days to 
contest the involuntary bankruptcy petition, or else the bankruptcy 
court will enter an “Order for Relief ” and take jurisdiction over 
the debtor and his/her/its assets. This period between the filling 
of the involuntary petition and the entry of the Order for Relief 
is called the “gap period,” and during the gap period the debtor’s 
business and affairs continue as usual. All taxes incurred during 
the gap period are treated as priority claims and, under section 
523(a)(1)(A), they are nondischargeable in an individual’s Chapter 
7 or 11 bankruptcy. 

Six TypeS oF TaxeS are 
prioriTy claiMS and nondiScharGeaBle

Bankruptcy Code section 523(a)(1)(A) next refers to the taxes 
described in 11 U.S.C. section 507(a)(8), and these taxes are 
nondischargeable in an individual’s bankruptcy irrespective of 
whether a claim for said tax is filed or allowed. Section 507(a)(8) 
contains a long list of taxes which are nondischargeable in an 
individual’s Chapter 7 and 11 bankruptcy case, and are also priority 
taxes. The Bankruptcy Reform Act modified 11 U.S.C. section 
507(a)(8) somewhat, as follows:

11 U.S.C. section 507
(8) Eighth, allowed unsecured claims of governmental units, only 

to the extent that such claims are for-
(A) a tax on or measured by income or gross receipts for a 

taxable year ending on or before the date of the filing of 
the petition-
(i) for which a return, if required, is last due, including 

extensions, after three years before the date of the 
filing of the petition;

(ii) assessed within 240 days before the date of the filing 
of the petition, exclusive of—
(I) any time during which an offer in compromise 

with respect to that tax was pending or in effect 
during that 240-day period, plus 30 days; and

(II) any time during which a stay of proceedings 
against collections was in effect in a prior case 
under this title during that 240-day period, plus 
90 days.

(iii) other than a tax of a kind specified in section 
523(a)(1)(B) or 523(a)(1)(C) of this title, not assessed 
before, but assessable, under applicable law or by 
agreement, after, the commencement of the case;

(B) a property tax incurred before the commencement of the 
case and last payable without penalty after one year before 
the date of the filing of the petition;

(C) a tax required to be collected or withheld and for which 
the debtor is liable in whatever capacity;

(D) an employment tax on a wage, salary, or commission of a 
kind specified in paragraph (4) of this subsection earned 
from the debtor before the date of the filing of the petition, 
whether or not actually paid before such date, for which 
a return is last due, under applicable law or under any 
extension, after three years before the date of the filing of 
the petition;

(E) an excise tax on-
(i) a transaction occurring before the date of the filing of 

the petition for which a return, if required, is last due, 
under applicable law or under any extension, after 
three years before the date of the filing of the petition; 
or 

(ii) if a return is not required, a transaction occurring 
during the three years immediately preceding the 
date of the filing of the petition;

(F) a customs duty arising out of the importation of 
merchandise-
(i) entered for consumption within one year before the 

date of the filing of the petition;
(ii) covered by an entry liquidated or reliquidated within 

one year before the date of the filing of the petition; or
(iii) entered for consumption within four years before the 

date of the filing of the petition but unliquidated on 
such date, if the Secretary of the Treasury certifies 
that failure to liquidate such entry was due to an 
investigation pending on such date into assessment 
of antidumping or countervailing duties or fraud, or 
if information needed for the proper appraisement or 
classification of such merchandise was not available 
to the appropriate customs officer before such date; 
or

(G) a penalty related to a claim of a kind specified in this 
paragraph and in compensation for actual pecuniary loss.

 An otherwise applicable time period specified in this 
paragraph shall be suspended for any period during 
which a governmental unit is prohibited under applicable 
nonbankruptcy law from collecting a tax as a result of a 
request by the debtor for a hearing and an appeal of any 
collection action taken or proposed against the debtor, 
plus 90 days; plus any time during which the stay of 
proceedings was in effect in a prior case under this title or 
during which collection was precluded by the existence of 
1 or more confirmed plans under this title, plus 90 days.

Although 11 U.S.C. section 507(a)(8) seems unwieldy, basically it 
renders six types of taxes eligible for both priority treatment and	
nondischargeability, namely: (1) taxes measured by income or gross 
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receipts; (2) property taxes; (3) trust fund taxes; (4) employer’s share 
of employment taxes; (5) excise taxes; and (6) penalties relating 
to priority taxes. Certain of these taxes enjoy priority status and 
nondischargeability only if the taxes arise during a certain time 
period, so a careful analysis of the statute is required.

TaxeS MeaSured By incoMe/GroSS receipTS

11 U.S.C. section 507(a)(8)(A)(i) refers to taxes measured by 
income (or gross receipts) for a taxable year that ended before the 
date the bankruptcy petition was filed, for which the last due date 
of the tax return (including all extensions of time granted to file the 
return) occurred after three years before the date the bankruptcy 
petition was filed, or after the bankruptcy petition date. Under this 
section, the due date of the return (including extensions) is the 
starting point, and the bankruptcy filing date is the end point of 
this three year period, commonly called the “three year lookback” 
period. These taxes have priority and are also nondischargeable in 
an individual’s Chapter 7 or 11 bankruptcy case. 

Calculating the three-year “lookback period” can be tricky. If a 
bankruptcy case converts from one chapter to another, the three-
year lookback period is measured using the bankruptcy filing date 
of the original petition. When a debtor files serial petitions over 
several years, calculating this lookback period is rather confusing. 
The Bankruptcy Reform Act added clarifying language immediately 
after 11 U.S.C. section 507(a)(8)(G), as follows:

An otherwise applicable time period specified in this paragraph 
shall be suspended for any period during which a governmental 
unit is prohibited under applicable nonbankruptcy law from 
collecting a tax as a result of a request by the debtor for a hearing 
and an appeal of any collection action taken or proposed against 
the debtor, plus 90 days; plus any time during which the stay 
of proceedings was in effect in a prior case under this title or 
during which collection was precluded by the existence of 1 or 
more confirmed plans under this title, plus 90 days.

The foregoing tolling only applies during the time that the taxing 
authority was stayed in the prior bankruptcy. If the taxing authority 
obtains relief from the automatic stay, that affects the tolling 
calculation. 

The taxes described in 11 U.S.C. section 507(a)(8)(A)(ii) have 
priority status, and they are also nondischargeable in an individual’s 
Chapter 7 or 11 bankruptcy case. These taxes consist of income or 
gross receipts taxes assessed at any time within 240 days before the 
bankruptcy petition date. Under this section, the date on which the 
governmental unit assesses the bankruptcy tax, rather than the due 
date of the return, is the relevant point. If, following assessment of a 
tax, the debtor submits an offer in compromise to the governmental 
unit, the 240-day period is suspended for the duration of the 
offer and resumes running 30 days after the offer is withdrawn or 
rejected by the government. This is designed to close a loophole 
that some taxpayers created by submitting offers in compromise, 
then prolonging negotiations with the taxing authority until the 
tax liability lost priority under the three-year priority period, and 

then the debtor would file bankruptcy before the government could 
take collection action. This Code section explicitly provides for a 
suspension of the 240-day period during the pendency of an offer 
in compromise, plus an additional 30 days.

The 240-day period is also exclusive of any bankruptcy stay that might 
have been in effect due to a prior bankruptcy case of the taxpayer/
debtor, plus 90 days. See	 11 U.S.C. section 507(a)(8)(A)(ii)(II). 
The Bankruptcy Reform Act added this provision (which seems 
superfluous in light of the tolling provision that the Bankruptcy 
Reform Act added after section 507(a)(8)(G), discussed above.) 

11 U.S.C. section 507A(a)(8)(A)(iii) refers to income and gross 
receipts taxes not assessed before the petition date but still permitted, 
under otherwise applicable tax laws, to be assessed. 

properTy TaxeS

11 U.S.C. section 507(a)(8)(B) refers to any property tax incurred	
before the commencement of the case and last payable without 
penalty after one year before the petition. These taxes have priority 
and are nondischargeable in an individual’s Chapter 7 or 11 
bankruptcy case. 

Property taxes incurred before the one-year period are discharged 
as liabilities of the debtor. In many jurisdictions, however, property 
taxes become statutory liens and, consequently, property taxes 
incurred before the one-year mark continue to exist as liens against 
the property. 

TruST Fund TaxeS

11 U.S.C. section 507(a)(8)(C) describes the so-called “trust fund 
taxes,” i.e., taxes which the debtor was required by law to withhold 
or collect from others and for which he or she is liable in any 
capacity, regardless of the age of the tax claims, including in his 
or her capacity as a “responsible person” under Internal Revenue 
Code section 6672 (pertaining to income taxes or for employee’s 
share of social security taxes which that officer was responsible to 
withhold and pay to Treasury, even though the debtor was not the 
employer). These taxes have priority and are nondischargeable in 
an individual’s Chapter 7 or 13 bankruptcy case (and also in an 
individual’s Chapter 13 bankruptcy case; see discussion of Chapter 
13, below).

eMployer’S Share oF eMployMenT TaxeS

11 U.S.C. section 507(a)(8)(D) describes priority and 
nondischargeable taxes regarding the employer’s share of 
employment taxes on the priority wages described in 11 U.S.C. 
section 507(a)(4)4, to the extent that the return for these taxes was 
last due (including extensions) after three years before the debtor’s 
bankruptcy petition was filed. 

exciSe TaxeS

11 U.S.C. section 507(a)(8)(E) describes excise taxes on transactions 
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for which a return, if required, is last due (including extensions) 
after three years before the petition was filed; these are priority 
taxes and are nondischargeable in an individual’s Chapter 7 or 11 
bankruptcy. If a return is not required with regard to a particular 
excise tax, priority is given if the transaction or event that gives rise 
to the tax occurred within three years before the date on which 
the title 11 petition was filed. Federal, state or local taxes that are 
considered or expressly treated as excises are covered by this category, 
including sales taxes (e.g.,	 In	re	Boyd, 25 B.R. 1003 (Bankr. S.D. 
Ohio 1982), estate and gift taxes (e.g.,	In	re	Grynberg, 986 F.2d 367 
(10th Cir. 1993), gasoline and special fuel taxes, and wagering and 
truck taxes. Excise taxes must be distinguished from both user fees 
and penalties. 

penalTieS relaTed To any prioriTy Tax

11 U.S.C. section 507(a)(8)(G) confirms that any penalty related 
to any priority tax described in 11 U.S.C. section 507(8) is also 
a priority claim in the bankruptcy estate and nondischargeable in 
an individual’s Chapter 7 or 11 bankruptcy, so long as the penalty 
is actual compensation for actual	pecuniary loss. However, if the 
penalty is punitive or not compensatory for an actual pecuniary 
loss, it is dischargeable and not entitled to priority status but, 
instead, will be paid as a general unsecured claim. 

TaxeS oWinG For FraudulenT reTurn, 
Failure To File reTurn, or cerTain laTe 

Filed reTurnS are nondiScharGeaBle

Failure To File reTurnS

Predictably, Bankruptcy Code section 523(a)(1)(B) renders 
nondischargeable any tax for which a return (or equivalent report 
or notice, if required) was not filed or given. These taxes are 
nondischargeable whether the individual files Chapter 7, 11 or 13. 
(See discussion of Chapter 13, below.) Thus, an individual debtor 
is not discharged from a tax debt with respect to a tax for which 
a return (or something equivalent thereto) was required, but not 
filed. If a debtor has failed to file a return, there is no time limit on 
the taxes that are rendered nondischargeable. 

However, dischargeable taxes are not converted into 
nondischargeable taxes by a taxing authority “requiring” successive 
amended returns addressing the same basic information. A tax 
debt will be dischargeable despite section 523(a)(1)(B)(i) if the 
debtor can show the filing of some return at some appropriate time  
disclosing all income. If a court needs to determine whether a 
document constitutes a “return” for purposes of section 523(a)(1)(B), 
courts tend to use the following four-part test, derived from case 
law under the Internal Revenue Code (e.g., In	re	Hatton, 220 F.3d 
1057 (9th Cir. 2000); In	re	Hindenlang, 164 F.3d 1029 (6th Cir. 
1999)):

a. The document must purport to be a return;

b. The document must be executed under penalty of perjury;

c. The document must contain sufficient information to permit 
the tax to be calculated; and

d. The document must represent an honest and reasonable 
attempt to satisfy the requirements of the tax law. 

laTe reTurnS Filed WiThin TWo yearS BeFore BankrupTcy

11 U.S.C. section 523(a)(1)(B)(ii) renders nondischargeable any 
tax as to which a required tax return, report or notice, if required, 
was filed after its due date and after two years before the date the 
bankruptcy petition was filed. These taxes are nondischargeable 
whether an individual files Chapter 7, 11 or 13 (see discussion of 
Chapter 13, below). Thus, even if the required tax return was filed, 
if it was filed late and after the date that is two years before the 
bankruptcy petition date, the tax is nondischargeable, irrespective 
of the tax year to which the return relates. 

FraudulenT reTurn

Perhaps the most easily understood category of nondischargeable tax 
debt is set forth in 11 U.S.C. section 523(a)(1)(C), which renders 
nondischargeable any tax with respect to which the debtor made 
a fraudulent return or willfully attempted to evade or defeat such 
tax. Such tax debts are nondischargeable by individuals in Chapter 
7, 11 and 13 (see discussion of Chapter 13, below), and are also 
nondischargeable by business entities that successfully reorganize 
in Chapter 11. Obviously this exception to discharge is designed to 
prevent any debtor from using any chapter of the Bankruptcy Code 
as part of a dishonest plan or scheme to evade tax liability.

11 U.S.C. section 523(a)(1)(C) does not impose any time limit, 
and it contains two distinct grounds for nondischargeability: (1) 
making of a fraudulent tax return, or (2) willful attempt to evade 
the tax. Only one basis needs to be proven in order to render a 
tax nondischargeable under section 523(a)(1)(C). The “willful tax 
evasion” concept requires proof of both conduct and mens	rea.	In	
re	Tudisco, 183 F.3d 133, 136 (2d Cir. 1999). Failure to pay taxes, 
by itself, does not render them nondischargeable. In	re	Griffith, 206 
F.3d 1389, 1394 (11th Cir. 2000); In	re	Fegeley, 118 F.3d 979, 983 
(3d Cir. 1997). 11 U.S.C. section 523(a)(1)(C) requires a showing 
of some affirmative act to avoid payment of the tax, such as a course 
of willful concealment of assets, significant understatement of 
income, failure to keep adequate records, dealing in cash, and other 
actions to avoid paying taxes when the debtor clearly knows that 
the government is attempting to collect the tax. In	re	Rivers, 178 
B.R. 9 (S.D. Ala. 1994); In	re	Lewis, 151 B.R. 140 (Bankr. W.D. 
Tenn. 1992).

Generally, in order to prevail under section 523(a)(1)(C) the 
government must prove that (1) the debtor had a duty to file income 
tax returns, (2) the debtor knew that he or she had such a duty and 
(3) the debtor voluntarily and intentionally violated that duty. The 
government generally has no trouble proving the first two elements. 
Debtors tend to focus on the third element to try to explain the 
circumstances demonstrating why the debtor should not be held 
responsible for the failure to file the required returns. Obviously, the 
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issue of whether the debtor had the financial ability to pay the tax 
for the years in which the return wasn’t filed will play an important 
role in the determination of this issue. If the Tax Court enters a 
judgment based on the taxpayer’s stipulated, uncontested liability 
for deficiencies and fraud penalties, at least one court has held that 
the judgment does not have res	 judicata effect when the taxpayer 
tries to discharge that debt in a later bankruptcy proceeding if	the 
stipulation lacks specific findings concerning the fraud, because a 
stipulation without specific findings of fact on the fraud issue is 
not the same as a trial in the Tax Court. See	In	re	Graham, 973 F.2d 
1089 (3d Cir. 1992). 

chapTer 13 – The Super diScharGe 
For indiVidual deBTorS

Historically, the scope of the discharge was far	 broader for 
individuals who file a Chapter 13, confirm a plan, and make all of 
their payments under the plan. This broader discharge in Chapter 
13 is called the “Super Discharge” because it discharges individual 
debtors who complete payment under their Chapter 13 Plans from 
more types of debts than those individuals get in Chapter 7. The 
Super Discharge represents Congress’ decision that individuals who 
file Chapter 13, confirm a Chapter 13 Plan and	complete	all	their	
payments	 under	 their	 Chapter	 13	 Plan should be rewarded with 
a broader discharge than they would receive if they simply filed 
Chapter 7 and liquidated their assets.

Historically, the Super Discharge discharged the individual Chapter 
13 debtor from his or her personal liability on all	of the taxes that 
would be nondischargeable for an individual debtor if he or she 
filed either Chapter 7 or Chapter 11. The Bankruptcy Reform 
Act pared back the Super Discharge somewhat, so that now the 
Super Discharge embodied in 11 U.S.C. section 1328(a) does not 
discharge the following categories of taxes:

1. taxes described in 11 U.S.C. section 507(a)(8)(C), i.e.,	“trust 
fund taxes;”

2. taxes described in 11 U.S.C. section 523(1)(B), i.e., taxes for 
which a required return was not filed or was filed late and after 
two years before the bankruptcy petition; and

3. taxes described in 11 U.S.C. section 523(1)(C), e.g., taxes 
for which the debtor made a fraudulent return or willfully 
attempted to evade or defeat taxes.

Also, the Chapter 13 Plan must provide for full payment of all taxes 
that are entitled to priority under 11 U.S.C. section 507, unless 
the creditor agrees to a different treatment. See 11 U.S.C. section 
1322(a)(2). 

26 u.S.c. SecTion 108 excludeS FroM 
incoMe deBT diScharGed in BankrupTcy

 Tax practitioners often wonder whether debts discharged in 

bankruptcy cause the debtor to realize “cancellation of indebtedness 
income.” The answer lies in the Internal Revenue Code, 26 U.S.C. 
section 108, which provides that gross income realized by the 
discharge of debt occurring, inter	alia, in a Title 11 case or when 
the taxpayer is insolvent, is not included in gross income for tax 
purposes.

BankrupTcy reForM acT ShorTenS lenGTh 
oF Tax payMenT planS in chapTer 11

Historically, 11 U.S.C. section 1129(a)(9) permitted an individual or 
an entity to stretch out the payment of priority and nondischargeable 
taxes for six years. However, the Bankruptcy Reform Act amended 
11 U.S.C. section 1129(a)(9)(C) to shorten this six year payout to 
five years.

The Bankruptcy Reform Act’s amendment to 11 U.S.C. section 
1129(a)(9)(c) also deletes the pre-Reform Act language that 
permitted the tax claim to be discounted to present value for 
purposes of its payment pursuant to a Chapter 11 plan of 
reorganization. The Bankruptcy Reform Act requires debtors to 
make “regular installment payments” in cash, of a total value, as of 
the effective date of the plan, equal to the allowed amount of the 
claim. This new language creates several potential issues, including 
whether the word “total” is a new concept or just a declaration 
of previous law, and what will be deemed to constitute a regular	
installment payment. The Bankruptcy Reform Act also amended 
11 U.S.C. section 1129(a)(9)(C)(iii) to require that a plan of 
reorganization offer the taxing authority a repayment scheme that 
is no less favorable than the repayment scheme offered to the most 
favored nonpriority unsecured claims provided for under the plan 
(other than claims under 11 U.S.C. section 1122(b), which are 
“convenience claims”—often the smallest claims in the case, and 
often the claims that receive a very high percentage distribution.) 

concluSion

The intersection between bankruptcy law and tax law is very 
complicated, but several themes are quickly apparent: the changes 
which the Bankruptcy Reform Act implements are pro-government, 
and are designed to prevent the discharge of debt that arises from 
fraud. Time and judicial interpretation will help all practitioners 
better understand the impact of the Bankruptcy Reform Act on 
taxes. 
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courts	 around	 the	 country,	 including	 secured	 creditors,	 unsecured	
creditors’	 committees,	 landlords,	 licensors	 of	 intellectual	 property,	
business	debtors	and	trustees	and	has	litigated	many	of	the	issues	which	
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member	of	the	Justice	Frank	Murphy	Honor	Society.	In	addition,	Ms.	
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endnoTeS

1. 11 U.S.C. § 101(4A). The term “bankruptcy assistance” means 
any goods or services sold or otherwise provided to an assisted 
person with the express or implied purpose of providing 
information, advice, counsel, document preparation, or 
filing, or attendance at a creditors’ meeting or appearing in 
a case or proceeding on behalf of another or providing legal 
representation with respect to a case or proceeding under this 
title. 

2. 11 U.S.C. section 362(a). The underlined language reflects 
language that the Bankruptcy Reform Act added.

3. 11 U.S.C. section 523(a).
4. 11 U.S.C. § 507(A)(4) defines priority wage claims as follows:

(3) Fourth, allowed unsecured claims, but only to the extent 
of $10,000 for each individual or corporation, as the case 
may be, earned within 180 days before the date of the 
filing of the petition or the date of the cessation of the 
debtor’s business, whichever occurs first, for—
(A) wages, salaries or commissions, including vacation, 

severance, and sick leave pay earned by an individual; 
or

(B) sales commissions earned by an individual or by a 
corporation with only 1 employee, acting as an 
independent contractor in the sale of goods or 
services for the debtor in the ordinary course of the 
debtor’s business if, and only if, during the 12 months 
preceding that date, at least 75 percent of the amount 
that the individual or corporation earned by acting 
as an independent contractor in the sale of goods or 
services was earned from the debtor. . . .
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EFFEcTiVELy HAnDLing A MicHigAn TAX conTroVErSy: 
ProcEDUrAL iSSUES, rESoLUTion STrATEgiES AnD 
rEcEnTLy rEViSED DEADLinES
Wayne	D.	Roberts

inTroducTion: dynaMicS in The MichiGan 
Tax enVironMenT

The tax structure in Michigan is in an unprecedented state of 
uncertainty. The Single Business Tax (“SBT”) repeal has been 
accelerated to December 31, 2007, and tax reform is a popular 
discussion topic. In this dynamic environment, there are very 
few certainties; however, one virtual certainty is the fact that tax 
controversies between taxpayers and the Michigan Department of 
Treasury (the “Department”) will continue.1 Accordingly, Taxpayers 
should be acutely aware of not only substantive tax provisions, but 
also procedural matters, including recently changed filing deadlines 
and tax collection issues. 

As a preliminary matter, Michigan taxes generally can be classified 
broadly as either property taxes, or non-property taxes. Michigan 
property taxes are authorized and collected pursuant to separate 
property tax legislation,2 and are not a part of the Michigan’s 
general “Revenue Act.” The Michigan Tax Tribunal has exclusive	
jurisdiction over property tax disputes.3

Non-property taxes generally are governed by the Michigan Revenue 
Act4 (“Revenue Act Taxes”, or “non-property taxes”). This Article 
focuses on the Revenue Act Taxes, which include:
• the Michigan Single Business Tax (the “SBT”);5

• the Michigan individual income tax;6

• the Michigan sales7 and use8 taxes;
• the Michigan Motor Fuel Tax;9 and
• several other miscellaneous taxes.10

In general, Revenue Act Tax controversies arise in common ways, 
and common appeal procedures and dispute resolution strategies 
apply. Moreover, although the repeal of the SBT is effective 
December 31, 2007, any replacement business tax is likely to be 
subject to similar, if not identical, appeal procedures, deadlines and 
resolution strategies.11

SourceS oF Tax conTroVerSieS

A Michigan tax controversy can arise in a number of situations. 
However, for practical purposes, there are three primary sources 
of Revenue Tax controversies: audits, refund claim denials, and 
Discovery contacts.

Tax audits and refund claim denials are self explanatory. However, 
the Discovery contact is slightly different. In a Discovery contact, the 
Department’s Discovery Division (“Discovery”) attempts to locate 
out-of-state companies that have a Michigan filing requirement, 

but do not file tax returns or pay tax to Michigan. One widely 
known activity of Discovery in recent times has been its demands 
for “supplier lists” from Michigan companies.12 Using these 
supplier lists, Discovery attempts to locate out-of-state companies 
that sell products or services into Michigan to determine whether 
these companies have nexus in Michigan. If a taxpayer is contacted 
by Discovery and does have nexus in Michigan, it may be able to 
avoid penalties by entering into a Voluntary Disclosure Agreement 
(“VDA”) with the Department.13

Regardless of the source of the tax controversy, the result is fairly 
predictable – more tax liability. However, the type of tax bill, 
the Division of the Department involved, the amount, and the 
underlying issues are all factors that impact how the controversy 
can best be handled.

reSolVinG a Tax conTroVerSy 
adMiniSTraTiVely

When a Revenue Act tax controversy arises, taxpayers have 
statutory administrative appeal rights.14 However, the availability 
of administrative appeal alternatives depends in large part on both 
timing and the procedural posture of the case. Notwithstanding 
anything else discussed in this Article, the first and most important 
statute to review in any case is often the four year statute of 
limitations applicable to tax assessments in Michigan. Under MCL 
section 205.27a(2), an assessment is invalid if it is made after this 
four year period has expired.15

The Tax audiT: adMiniSTraTiVe reMedieS durinG The audiT

The Department has statutory authority to audit taxpayers’ books and 
accounting records16 and to assess a tax if either: a taxpayer fails to file 
a return; or the Department has reason to believe that the taxpayer’s 
return fails to provide sufficient information to accurately calculate 
the amount of tax due.17 All taxpayers in Michigan are required to 
maintain books and accounting records for purposes of such an audit.18 

It is critical for taxpayers and taxpayer representatives to be aware 
that one of the Department’s most important activities is the 
conduct of audits. The Department expends a large portion of its 
resources in the conduct of audits. The majority of these audits tend 
to focus on sales, use, withholding and SBT reporting. However, 
there may be numerous instances in which the Department will 
also conduct personal income tax audits, and neither taxpayers 
nor their representatives should be fooled by statements from self-
proclaimed Michigan tax experts that the Department does not 
conduct audits.
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During an audit, taxpayers generally have direct access to, and 
can communicate freely with, the auditor.19 In many cases, this 
is the most appropriate level for resolving potential controversies 
before they materialize. The audit also can be the easiest place for a 
taxpayer to make a misstatement or other mistake that can lead to 
a tax controversy.

adMiniSTraTiVe reMedieS FolloWinG The audiT – 
reSpondinG To a noTice oF inTenT To aSSeSS

Once an audit concludes, the Department often will issue a notice 
of “Intent to Assess.” This notice communicates the tax that the 
Department believes the taxpayer owes, and provides some level of 
detail to support the proposed adjustment.

Once the Department issues its Intent to Assess, specific statutory 
deadlines for administrative appeal are triggered. The Intent to 
Assess will include a statement explaining the taxpayer’s appeal 
rights.20 To appeal, the taxpayer must submit a written request 
for an informal conference within 60 days after the date of the 
Intent to Assess.21 A taxpayer may be granted additional time if the 
Department fails to provide adequate or timely service of the Intent 
to Assess.22 The Department must serve required Notices on the 
taxpayer by personal service or by mailing via certified mail to the 
taxpayer’s last known address.23

An informal conference is conducted before a Hearing Referee. 
If the Referee agrees with the Department, then the Referee will 
generally recommend to affirm the assessment, and it will become 
a Final Assessment. If the Referee recommends a reversal of the 
Department’s assessment, or the issue is controversial, the Referee’s 
recommendation is sent to the Department’s Tax Policy Division 
for rebuttal. The Tax Policy Division will often draft a rebuttal 
to communicate its position to the Director of the Division of 
Hearings.24 The Director of Hearings25 will then evaluate the case26 
and publish a decision to affirm or cancel the assessment. If the 
assessment is cancelled at this stage, the controversy ends. If the 
Intent to Assess is affirmed, it becomes a Final Assessment.

reFund claiM denialS

If a taxpayer receives a refund claim denial, or receives notice of 
a refund resulting from an audit, the taxpayer is entitled to an 
Informal Conference to contest the denial, or the amount of the 
audit refund. To perfect its right, the conference must be requested 
in writing within 60 days after the notice.27 An Informal Conference 
in a refund case is similar to the Informal Conference in an Intent 
to Assess appeal.

NOTE: Effective February 3, 2006, the 60 day deadline applied 
only to refund claim denials and notices from credit audits (audit 
refunds). For other requests for an informal conference, the 60 day 
deadline did not become effective until October 1, 2006. (See III 
(B) above). These inconsistent effective dates created a temporarily 
unworkable situation. A taxpayer had a right to request an informal 
conference on a credit audit notice beginning February 3, 2006, 
but had no right to receive notice of a credit audit until October 1, 

2006. This procedural anomaly will have resolve itself prior to the 
publication of this Article as the second provision becomes effective 
on October 1, 2006.

Judicial reMedieS: alTernaTiVeS aVailaBle 
aFTer The adMiniSTraTiVe appeal

Once administrative appeals are exhausted, a Final Assessment will 
be issued, or a refund claim will be finally denied. At this point, a 
taxpayer’s appeal alternatives are very limited. The Final Assessment 
or denial represents a final decision of the Department that becomes 
firm and uncontestable if the taxpayer fails to either:

• File a Petition in the Michigan Tax Tribunal within 35 days;28 or
• File a Complaint in the Michigan Court of Claims within 90 

days.29

Unless a timely-filed appeal is filed in either the Tax Tribunal or the 
Court of Claims, the assessment, decision or order of the Department 
is final and is not reviewable in any court by mandamus, appeal, or 
other method of direct collateral attack.30

After appeal alternatives are exhausted and the Department has 
made its “Final Determination,” the taxpayer is faced with a 
critical decision. Litigation in the Michigan Tax Tribunal and the 
Michigan Court of Claims is very different, but each venue involves 
real adversarial litigation. Each venue utilizes rules of evidence and 
procedure, and each creates a record upon which any further appeal 
will be based. Decisions of both the Michigan Tax Tribunal and the 
Michigan Court of Claims may be appealed, by right, by either the 
taxpayer or the Department, to the Michigan Court of Appeals.31

Tax appealS To The MichiGan Tax TriBunal

A taxpayer may appeal any assessment, decision, or order of the 
Department to the Michigan Tax Tribunal within 35 days after the 
assessment, decision, or order.32 To perfect an appeal to the Tax 
Tribunal, a taxpayer is not required to pay the contested portion of 
the tax, but any uncontested tax must be paid.33

Taxpayers consider several factors in evaluating whether a case 
should be appealed to the Tax Tribunal, including facts that:

• the Tax Tribunal is not a court, but is a quasi-judicial agency 
within the Michigan Department of Labor and Economic 
Growth (“DLEG”);34

• the Tax Tribunal has neither equitable powers35 nor jurisdiction 
to hear Constitutional claims; 

• the Tax Tribunal is administered by a seven member multi-
disciplinary panel of judges, including at least: two attorney 
members, one CPA member, two real estate professional 
members, and one at-large member.36 All members are 
appointed by the Governor,37 and any one of the members is 
fully authorized to act as a judge in any case brought before the 
Tax Tribunal; and

• Tax Tribunal decisions generally are not precedential.28

eFFecTively handling a Michigan Tax conTroverSy
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Tax Tribunal hearings operate pursuant to specific procedural 
rules.39 In Tax Tribunal cases, the Department is represented by the 
Michigan Attorney General’s office. Moreover, although taxpayers 
are opposed by experienced attorneys and Tax Tribunal litigation in 
general is conducted pursuant to a formal legal procedure, taxpayers 
can represent themselves, or can be represented by either attorneys 
or non-attorneys in the Tax Tribunal.40

Tax appealS To The MichiGan courT oF claiMS

The Michigan Court of Claims is a division of Michigan’s 30th 
Circuit Court in Ingham County. The Court of Claims is an Article 
III court. As with all other Article III courts, taxpayers must be 
represented by a licensed attorney in the Court of Claims. Tax 

attorneys in Michigan have reported a preference for Court of Claims 
litigation, citing the following as reasons for that preference:41

• Michigan Court Rules apply; 
• Michigan Rules of Evidence apply;
• all judges in the Court of Claims matter are licensed 

attorneys.42

• the Court of Claims has equitable powers and can grant 
equitable relief;43 and

• the Court of Claims has authority to decide Constitutional 
issues.44

In an Court of Claims case, all tax, penalty and interest must be 
paid under protest prior to filing the complaint.45

MichiGan Tax appealS – procedural SuMMary

Procedural Posture appellate alternatives Deadline for Perfecting appeal

Letter of Inquiry and nexus survey received 
from Discovery Division by out-of-state 
non-filer.

Request Voluntary Disclosure Agreement 
(“VDA”) to avoid penalties and to limit 
look-back period. MCL section 205.30c.

Deadline for VDA request generally 
provided in Letter of Inquiry.

Notice of Audit Received by 
out-of-state non-filer from audit Division 
of the Department.

Very limited - Taxpayer is subject to audit 
and, if found to have Michigan nexus, will 
be assessed tax, penalties and interest for up 
to a ten year look-back period.46

See general intent to assess and Final 
Assessment deadlines.

Notice of Intent to Assess Received by 
Taxpayer.

1) Request Informal Conference.

2) File direct appeal to Michigan Tax 
Tribunal.

3) File direct appeal to Michigan Court of 
Claims seeking refund.47

1) Taxpayer must request Informal 
Conference within 60 days after the date of 
the Intent to Assess; otherwise, the Intent 
to Assess will become a Final Assessment. 
(Deadline was 30 days).

2) Petition in Tax Tribunal must be filed 
within 35 days after the date of the notice 
of intent to assess.

3) Court of Claims Complaint must be filed 
within 90 days after the date of the notice 
– if taxes paid under protest.

Notice of Denial of Refund Claim 
(or Credit-Audit) Received by Taxpayer. 

1) Effective February 3, 2006 taxpayer can 
request an Informal Conference to contest 
a refund claim denial, or the amount of the 
credit-audit.

2) File Petition in Michigan Tax Tribunal to 
Contest the denial of the refund claim.

3) File Complaint in Court of Claims 
seeking refund.

1) Request for Informal Conference must 
be made, in writing, within 60 days of the 
date of the Notice of denial or credit audit 
notice.

2) Petition in Tax Tribunal must be filed 
within 35 days after the date of the notice 
of denial of refund claim.

3) Complaint in Court of Claims must be 
filed within 90 days after the date of the 
notice of denial of refund claim.

Adverse Informal Conference Decision 
Issued.

1) File Petition in Michigan Tax Tribunal.

2) File Complaint in Court of Claims 
seeking refund.

1) Petition in Tax Tribunal must be filed 
within 35 days after date of Informal 
Conference decision.
2) Complaint in Court of Claims within 90 
days after decision.
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Final Assessment Received by Taxpayer. 1) File Petition in Michigan Tax 
Tribunal (taxpayer must pay all taxes that 
are not in dispute).

2) File Complaint in Court of Claims 
seeking refund (taxes, penalties and 
interest must be paid).

1) Petition in Tax Tribunal must be 
filed within 35 days after the date of 
the Final Assessment.

2) Complaint in Court of Claims must
 be filed within 90 days after the date 
of the Final Assessment - if taxes paid under 
protest.

Final Assessment or Refund Claim Denial 
issued to Taxpayer and more than 90 days 
have passed.

None. There are no appellate rights for 
the taxpayer, or for any other party who 
may be liable for the tax under Michigan 
derivative liability provisions.

See general discussion of Michigan 
collection procedures.

MichiGan Tax collecTionS: 
procedureS applicaBle aFTer a Tax 

liaBiliTy BecoMeS Final.

Any comprehensive tax controversy strategy should consider 
tax collection issues, including Michigan’s third party collection 
alternatives. One key consideration is that, except in very limited 
circumstances, the Department is statutorily prohibited from 
compromising any final tax liability.48 Accordingly, a Michigan 
tax liability that becomes final may survive, even if a taxpayer 
files bankruptcy and compromises all other liabilities, including 
federal and other state taxes.49 For example, an SBT officer liability 
assessment (discussed below) may survive bankruptcy liquidations 
filed by both the corporation and the responsible officer.

The Department’s collection activities can be relentless,50 and 
Michigan’s Anti-Injunction Act prevents taxpayers from obtaining 
an injunction against the collection of an assessed and outstanding 
tax liability.51 In most instances, the Department will assign a 
difficult or unpaid account to the Michigan Automated Collection 
System (“MACS”). MACS generally operates like an independent 
debt collection agency, and any dealings with MACS should be 
carefully documented.

Taxpayers should verify assessment dates and evaluate all collections 
activities very carefully. If a tax remains uncollected, the Department 
must file its tax collection lawsuit within six-years after the date 
on which the tax liability becomes final and uncontestable.52 
The Department’s lawsuit may be filed in the county in which 
the taxpayer resides, or in which the taxpayer transacts business, 
and the six-year period of limitations is tolled while validly filed 
administrative and judicial appeals are pending.53

Third parTy collecTionS:
oFFicer and SucceSSor liaBiliTy aSSeSSMenTS.

In certain cases, the Department may be able to collect unpaid taxes 
from select third parties. The Department may assess these unlucky 
third parties under Michigan’s officer liability54 and successor 
liability55 statutes.

Officer	Liability

Officer liability is purely derivative and can arises from business 
activities of a corporation, LLC, LLP, partnership or limited 
partnership. If a business fails to file a return or pay a Revenue Act 
Tax, ANY of its officers, members, managers, or partners may be 
held personally liable for the failure if that person has control over, 
supervision of, or responsibility for making the returns or payments 
of the tax.56

This officer liability provision is much more comprehensive than 
federal “responsible person” liability rules.57 Officer liability is not 
limited to trust fund taxes, but extends to ALL unpaid Revenue 
Act taxes. The evidentiary standard that the Department must 
meet to make its prima facie case for officer liability requires the 
Department to establish two primary items:

1. That the person was an officer, member, manager, or partner; and
2. That the person signed a tax return or a negotiable instrument 

submitted in payment of a tax.58

Once a business tax is final and the Department establishes these two 
facts, the officer in question must prove that his or her involvement 
in the company’s financial affairs was not tax specific.59

Successor	Liability

If a person liable for a Revenue Act Tax “sells out his or her business 
or its stock of goods or quits the business,” then the purchaser must 
escrow sufficient funds to cover back taxes.60 If a purchaser fails to 
escrow sufficient funds, the purchaser is personally liable for the 
payment of the taxes, interest, and penalties accrued and unpaid 
by the business of the former owner.61 The successor’s liability is 
limited to the fair market value of the business less any proceeds 
applicable to balances due on secured interests that are superior to a 
tax lien under MCL section 205.29(1).

Successor liability is a collection target and the Department makes 
significant efforts to broadly define the statutory phrase “sells out 
his or her business or its stock of goods, or quits the business” to 
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impose successor liability. The Department has had recent success 
in this area.62

concluSion

In Michigan’s currently dynamic tax environment, tax controversies 
will no doubt continue to arise across diverse types of business 
activities. Understanding how and where tax controversies arise, 
being aware of appellate alternatives and recently changed deadlines, 
choosing the best appeal venue for each case, and analyzing 
potential exposure to officer and successor liability are all important 
parts of a comprehensive resolution strategy for any Michigan tax 
controversy.
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1. Pursuant to MCL section 205.1(1), the Department is 
responsible for collecting Michigan taxes (the Revenue Division 
of the Department of Treasury, and the office of Commissioner 
of Revenue, were eliminated in 2002 with the enactment of PA 
657 of 2002).

2. See MCL section 211.1 et. seq. (Michigan General Property 
Tax Act).

3. MCL section 205.731.
4. See MCL section 205.1 et seq. 
5. MCL section 208.1 et. seq. (Pursuant to PA 2002, No. 531, 

§ 1, the SBT had been repealed effective for tax years that 
begin after December 31, 2009; pursuant to taxpayer initiative 
approved by the Legislature Wednesday, August 9, 2006, the 
SBT is now repealed effective for tax years that begin after 
December 31, 2007).

6. MCL section 206.1 et. seq.
7. MCL section 205.51 et. seq.
8. MCL section 205.91 et. seq.
9. MCL section 207.1001 et. seq.
10. Key miscellaneous taxes also included in the Revenue Act 

include the following: Motor Carrier Fuel Tax Act, MCL 
section 207.211 et. seq.; Severance Tax on Oil or Gas, MCL 
section 205.301 et. seq.; and the Tobacco Products Tax, MCL 
section 205.521 et. seq.

11. On Wednesday, August 9, 2006, the SBT repeal initiative was 
approved by the Legislature and full repeal is effective for tax 
years after December 31, 2007.

12. Under MCL section 205.3(a), the Department has statutory 
authority to audit a taxpayer’s books and accounting records, 
and has subpoena power.

13. MCL section 205.30c.
14. MCL section 205.20
15. Similarly, a refund claim is similarly invalid if it is not filed 

within the four year statutory period set forth in MCL section 
205.27(a)(2); See	Adac	Plastics,	Inc.	v	Department	of	Treasury, 
Mich. Ct. App. No. 259411 (7/27/2006) (Unpublished)(if 
no Michigan extension is filed, the refund claim is due within 
four years after the original due date of the return); See	 also	
RAB 1996-4 (5/13/1996); See	also MCL section 205.27a(6)(a 
refund claim based on a constitutional challenge to a statute is 
subject to a special 90 day statute of limitations).

16. MCL section 205.3(a)(the Department may subpoena books 
and records if necessary).

17. MCL section 205.21.
18. MCL section 205.28(3).
19. MCL section 205.6 (Taxpayers should be aware that beginning 

October 1, 2006, an auditor will be required to provide written 
notice to a taxpayer if the result of an audit is a refund. In such 
a case, the taxpayer will have 60 days to request an Informal 
Conference to dispute the amount of the refund).

20. Michigan Rule R 205.1008(1); See also LR 88-71 (taxpayer 
may be provided with conditional time to request informal 
conference if it can establish that notice was received late at no 
fault of the taxpayer).

21. MCL section 205.21(2)(c) (Prior to October 1, 2006, a 
taxpayer had only 30 days within which to request an Informal 
Conference).

22. See	Bickler	v	Michigan	Department	of	Treasury, 180 Mich. App. 
205; 446 N.W.2d 644 (1989); but See	Curtis	Big	Boy,	 Inc.	v	
Michigan	Department	 of	Treasury, 206 Mich. App. 139; 520 
N.W.2d 369 (1994).

23. MCL section 205.28(1)(a).
24. See February 14, 2006 Questions and Answers from the State 

Bar of Michigan State and Local Tax Committee Meeting with 
Tax Policy Director Dale Vettel.

25. Currently, the Director of Legal and Hearings is Mr. Daniel M. 
Greenberg.

26. See LR 88-75 (8/27/1988)(The Director of Legal and Hearings 
– formerly the Commissioner – has broad discretion in this 
role and will consider all factors and can afford weight to each 
factor based on that broad discretion).

27. MCL section 205.21(a).
28. MCL section 205.22(1)
29. MCL section 205.22; MCL section 600.6419. (Tax, penalty 

and interest in dispute must be paid in full “under protest” 
before the Court of Claims obtains jurisdiction to hear a tax 
refund lawsuit.)

30. MCL section 205.22(4)-(5).
31. MCL section 205.22(3).
32. MCL section 205.22(1); See RAB 1994-1 (1/10/1994).
33. Id.
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34. MCL section 205.721.
35. See	Curtis	Big	Boy,	Inc.	v	Michigan	Department	of	Treasury, 206 

Mich. App. 139; 520 N.W.2d 369 (1994).
36. MCL section 205.722(1).
37. MCL section 205.721.
38. MCL section 205.765.
39. See MTT R205.1101 through MTT R205.1290.
40. MCL section 205.735(4).
41. 2005 Survey of the Membership of the State and Local Tax 

Committee of the State Bar of Michigan – Taxation Section.
42. Id.
43. See	Kostyu	v	Department	of	Treasury, 170 Mich. App. 123; 427 

N.W.2d 566 (1988); RAB 1994-1 (1/10/1994).
44. Id.
45. MCL section 205.22(2).
46. The Department is not limited to a ten year lookback period, 

but generally has made an administrative decision to adopt the 
10 year lookback limitation.

47. Montgomery	Ward	 &	 Co.,	 Inc.	 v	 Michigan	 Department	 of	
Treasury, 191 Mich. App. 674 (1991). (Taxpayer need not 
request an informal conference before filing direct appeal to 
Michigan Court of Claims, as long as tax has been paid in full 
“under protest.”)

48. MCL section 205.28(1)(e) (compromise is allowed in a VDA 
made under MCL section 205.30c; compromise is also allowed 
in a case involving an innocent spouse to the same extent federal 
innocent spouse relief was granted under I.R.C. section 6015. 
MCL section 205.30a; See February 14, 2006 Questions and 
Answers from the State Bar of Michigan State and Local Tax 

Committee Meeting with Tax policy Director Dale Vettel.).
49.  The Internal Revenue Service and more than 40 other states and 

the District of Columbia have statutory offer in compromise 
authority.

50. The Department’s statutory collection methods include the 
issuance of warrants, MCL section 205.25, and jeopardy 
assessments, MCL section 205.26.

51. MCL section 205.28(1)(b); See	 also	 28 U.S.C. Sec. 1341 
(Federal Tax Injunction Act).

52. MCL section 600.5813 (Michigan 6 year statute for tax 
collections).

53. MCL section 208.28(1)(c).
54. MCL section 205.27(a)(5).
55. MCL section 205.27(a)(1).
56. MCL section 205.27(a)(5) (This is a disjunctive test); See RAB 

1989-38 (4/25/1989).
57. See I.R.C. section 6672
58. RAB 1989-38 (4/25/1989).
59. Officer liability cases are fact intensive; See,	 e.g.,	 Kalman	 G.	

Goren	v	Michigan	Department	of	Treasury, MTT Docket No. 
273508; 2004 Mich. Tax LEXIS 14 (march 23, 2004).

60. MCL section 205.27(a)(1).
61. Id.
62. Greenfield	Plaza	Associates	v	Michigan	Department	of	Treasury, 

MTT No. 278490 (2005) (Department was successful in 
imposing successor liability where successor was a lessor that 
settled its lessee’s unpaid rent obligation by accepting a limited 
amount of the lessee’s business assets).
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ForEign TAX crEDiTS gET rEAcqUAinTED WiTH 
ASSociATED incoME: Guardian industries TriggErS 
rEgULATory ProPoSAL
Michele	R.	Zinn	and	Gary	R.	Glenn

In today’s single global marketplace doing business on a borderless 
basis – seamlessly across international boundaries – can be essential 
to building market share and staying competitive. Overcoming 
geographic borders inevitably means facing new tax hurdles, however, 
new tax opportunities may present themselves as well. Guidance in 
certain areas of the tax laws – both foreign and domestic – often 
are not well defined either due to outdated rules or immature tax 
systems. The result often times is that the government argues policy 
regarding how the provisions should apply while taxpayers rely on 
the available written guidance.

For example, structures that separate foreign tax credits from 
the associated income have caused the government considerable 
consternation over the past decade. The result of separating credits 
from the associated income is that a taxpayer may be able to use the 
foreign tax credit immediately while the associated income remains 
offshore, untaxed in the United States. This mismatch of credit 
availability and income recognition is viewed by the government as 
contrary to the underlying policy of the foreign tax credit. When 
the government attempted to quash what it perceived as a misuse of 
the credit, in Gardian	Indrustries	Copr.	v	United	States1 the Court of 
Federal Claims upheld the taxpayer’s entitlement to the credit. Not 
waiting for the outcome of the pending appeal, on August 3, 2006, 
the Internal Revenue Service (“Service”) and Treasury Department 
issued proposed regulations to clarify the proper application of 
the technical taxpayer rule which is intended to determine who is 
entitled to a foreign tax credit.

A U.S. corporation is subject to tax on its worldwide income. If a 
company conducts business in the foreign country directly through 
a branch, profits from the branch operations are taxed currently 
in the United States. The foreign country may also tax those same 
profits. To prevent double taxation by the United States and the 
foreign country on the same income, Code sections 901(a) and 
901(b) permit taxpayers to claim a “direct” foreign tax credit to 
reduce the taxpayer’s US tax liability.2 Note that the direct foreign 
tax credit provisions assume, but do not require, that the company 
is taking the branch income into account. However, this is not 
always the case as discussed below. 

In the alternative, a U.S. corporation may conduct business abroad 
through a foreign subsidiary. The foreign subsidiary is a separate 
taxable entity, and generally will pay foreign taxes on its income. 
The U.S. parent does not report the earnings of the subsidiary 
until such earnings are distributed to the parent corporation. Upon 
distribution of the earnings, the U.S. parent is deemed to pay an 
allocable amount of foreign taxes previously paid by the foreign 
subsidiary. Code sections 901(a) and 902(a) permit a taxpayer to 

claim an indirect credit to reduce the U.S. tax liability resulting 
from the distribution.3 

Treasury regulations under Code section 901 provide further 
guidance regarding which taxpayer is entitled to claim the foreign 
tax credits, commonly referred to as the “technical taxpayer rule.”4 
The technical taxpayer rule currently provides that the person by 
whom tax is considered paid for purposes of Code sections 901 and 
903 is the person on whom foreign law imposes legal liability for 
such tax.5 The person on whom foreign law imposes such liability 
is considered the “taxpayer.”6 This is the case regardless of whether 
another party to a direct or indirect transaction with the taxpayer 
agrees to pay the taxpayer’s foreign tax liability. 

With respect to taxes paid on combined incomes, regulation 
section 1.901-2(f )(3) currently provides that if foreign income tax 
is imposed on the combined income of two or more related persons 
(for example, a corporation and one or more of its subsidiaries) and 
they are jointly and severally liable for the income tax under foreign 
law, foreign law is considered to impose legal liability on each such 
person for the amount of the foreign income tax that is attributable 
to its portion of the base of the tax, regardless of which person 
actually pays the tax. Accordingly, the current regulations require 
a taxpayer to be legally liable for the foreign tax to be permitted to 
claim a credit. 

The interpretation of the technical taxpayer rule was at issue in a 
refund suit filed by Guardian Industries against the government 
to recover the overpayment of Federal income tax and interest 
for its 2001 tax year. Guardian argued that the parent company 
of its Luxembourg foreign consolidated group was solely liable for 
the group’s foreign tax liability and thus, was entitled to a direct 
foreign tax credit. Because of Guardian’s corporate structure, a 
direct foreign tax credit would permit the immediate availability 
of the credit without the repatriation of the associated income. The 
government disagreed, arguing that the tax liability remained with 
the subsidiaries that earned the income, and as such, Guardian 
would only be entitled to an indirect foreign tax credit once the 
subsidiaries distributed the associated income. 

Guardian Industries is a Delaware corporation with its principal 
corporate offices located in Auburn Hills, Michigan, and the parent 
company of the US consolidated group (collectively referred to as 
“Guardian.”) Guardian is a leading manufacturer of glass products 
for commercial and residential applications, and conducts business 
worldwide. Within Europe, Guardian and its affiliates are engaged 
in manufacturing and distribution operations in various countries, 
including the Grand Duchy of Luxembourg (“Luxembourg.”)7
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Interguard Holding Corporation (“IHC”) is a Delaware corporation 
wholly owned by Guardian, and a member of the Guardian US 
consolidated group. IHC is the sole shareholder of Guardian 
Industries Europe, S.a.r.l. (“GIE”), a company organized under the 
laws of Luxembourg as a Société	 a	 responsabilité	 limitée. GIE, in 
turn, holds the requisite controlling interests in nine Luxembourg 
companies. Collectively, these companies comprise the “Guardian 
Luxembourg Group” for consolidated taxation purposes under 
Article 164bis of the Luxembourg Income Tax Code (Loi	de	l	impot	
sur	le	revenue “LIR.”) GIE is the parent company of the group.8

In 2001, GIE elected to be disregarded as an entity separate from 
its owner for U.S. Federal income tax purposes pursuant to the 
check-the-box regulations.9 As such, for US purposes GIE is treated 
as a branch of IHC. Payments made by, for, from, or to GIE are 
treated as being made directly by, for, from, or to IHC for US tax 
purposes.10 Under Luxembourg law, GIE was treated as a separate 
taxable entity. 

The Guardian Luxembourg Group filed a consolidated income tax 
return in accordance with Luxembourg law for determining the 
group’s consolidated income tax liability, paying of that liability, 
and reporting of corporate income tax. During 2001, GIE (IHC) 
made or accrued advance payments to Luxembourg for 2001 
LIR taxes for the Guardian Luxembourg Group.11 Guardian filed 
its 2001 return, and later amended the return claiming a refund 
generated by applying a direct foreign tax credit from the payment 
of the Guardian Luxembourg Group LIR taxes. 

The amended return explained Guardian’s position as follows: 

In accordance with Luxembourg law, GIE was liable for, and 
paid or accrued the Luxembourg group’s corporate income 
taxes for all members of the group. Taxpayer has determined 
that pursuant to Luxembourg law, the group members other 
than the GIE parent did not have any liability (joint, several, 
or otherwise) for the group’s consolidated income taxes and 
regulation section 1.901-2(f )(3) therefore does not apply. 
Accordingly, no portion of the group’s consolidated corporate 
income taxes paid or accrued by GIE was allocated to the other 
members of the group. Rather, in accordance with regulation 
section 1.901-2(f )(1), the consolidated corporate income tax 
of the Luxembourg fiscal unity group is properly treated as 
paid or accrued by GIE. Given GIE’s status as a branch of 
IHC, Taxpayer reported the Luxembourg’s fiscal unity group’s 
consolidated corporate income taxes as paid or accrued by 
IHC.12 

Thus, GIE (IHC) was entitled to a direct foreign tax credit as 
the entity that was legally liable for the tax. Checking the box 
for GIE allowed IHC to claim the credit. However, because the 
Luxembourg subsidiaries that earned the income were treated as 
separate entities, their income is not taxed in the US until it is 
repatriated. This structure separated the foreign tax credit from the 
associated income, which had not been repatriated in the form of 
a dividend. 

The Service denied Guardian’s refund, and Guardian filed suit in 
the Court of Federal Claims. The issue presented in the case was 
whether Guardian was entitled to a direct foreign tax credit pursuant 
to Code section 901 and the applicable Treasury Regulations for 
the 2001 LIR tax paid or accrued by GIE (IHC) with respect to 
the taxable income of the Guardian Luxembourg Group.13 The 
resolution of the issue was dependant on the interpretation of 
Luxembourg law regarding whether GIE (IHC) alone was legally 
liable for the Luxembourg tax or whether each group member 
contributing income to the consolidated group was legally liable 
for the tax as defined in the technical taxpayer rule of regulation 
section 1.901-2(f )(3). Both parties filed cross motions for summary 
judgment on the issue.

Pursuant to Luxembourg law, each entity of a fiscal unity is required 
to calculate its separate taxable income and file a tax return as if it 
would not be part of a consolidated group.14 In addition, the parent 
company must file a tax return including the taxable income of 
the group obtained by adding or compensating the fiscal results of 
companies’ members of the group, less deductible expenses.15 Article 
1(4) of Luxembourg’s Grand Ducal decree further provides that the 
parent company is liable for corporate income tax corresponding 
to taxable income for the group. It is also liable to pay corporate 
income tax advances computed on the basis of the taxable income.

Initially, each subsidiary of the Guardian Group filed a tax return 
setting forth its separate income tax liability without regard to 
consolidation. GIE, as the parent of the group then filed a tax return 
to reflect the consolidated income of the group, in which GIE 
included in its taxable income the taxable income of each subsidiary 
member of the group. Guardian argued that Luxembourg law LIR 
164bis established that the taxable income of the subsidiary members 
of the Guardian Luxembourg Group was attributed or transferred 
to GIE and that GIE was liable for the LIR tax relating to such 
income.16 Thus, no income was attributable to the other members 
of the Guardian Luxembourg Group following the consolidation.

Relying on Article 1 of the Grand Ducal Decree, Guardian pointed 
out that the decree explicitly provides that “[t]he parent company is 
liable for corporate income tax corresponding to taxable income of 
the group.”17 Further, under established principles of Luxembourg 
law, Guardian argued, statutory and regulatory principles must 
be construed narrowly, and the LIR did not expressly extend tax 
liability to members of a group.18 Rather, Luxembourg law imposed 
the liability for the LIR relating to the Guardian Luxembourg Group 
solely on GIE, which is disregarded for U.S. tax purposes and is 
treated as a branch of IHC.19 Accordingly, for U.S. tax purposes, 
IHC alone was liable for and paid the Luxembourg income tax and 
was entitled to the related foreign tax credit for 2001, Guardian 
contended.20

Guardian pointed out that Treasury Regulation section 1.901-
2(f )(3) provides that when two or more persons are jointly and 
severally liable under foreign law, the actual tax liability should be 
allocated among such persons.21 This regulation necessarily does not 
apply generally to all consolidated groups of foreign corporations, 
but applies only when the foreign law imposes joint and several 
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liability on two or more corporations.22 As such, the rule merely 
provides a mechanism for identifying the corporation that is liable 
for each portion of the joint and several tax liability. If there is no 
joint and several liability under the relevant foreign law then the 
regulatory rule is per se inapplicable. 

Thus, Guardian argued, that from a U.S. perspective IHC (via 
GIE) was the sole corporation that was liable for the LIR tax under 
Luxembourg law.23 The affirmative obligation to pay the liability 
of the Guardian Luxembourg Group for the LIR tax was the sole 
responsibility of IHC, and there was no other mechanism by which 
all or a part of such tax could be imposed on any other person.24 
Guardian concluded that for purposes of the technical taxpayer 
rule, IHC was the “taxpayer” of the LIR tax paid to Luxembourg 
with respect to the Guardian Luxembourg Group for 2001.

Disagreeing, the Justice Department took the position in its 
response brief that under U.S. law, foreign tax is considered “paid” 
by the person whose income is taxed under foreign law, even if 
another person remits the tax. For purposes of the foreign tax credit, 
the person treated as paying a foreign tax is “the person on whom 
foreign law imposes legal liability for such tax, even if another 
person remits the tax.”25 The controlling inquiry in determining 
the person on whom foreign law imposes legal liability is who 
earned the income on which the tax is imposed. That person with 
the income on which the foreign tax is imposed is the payor of the 
tax for foreign tax credit purposes, even if the tax cannot be assessed 
against or collected from that person and another person had the 
sole obligation to remit the tax.26

The Justice Department also opposed Guardian’s position that 
upon consolidation, the income of the Luxembourg subsidiaries 
was transferred to GIE as the parent of the group. Rather, the Justice 
Department took the position that Luxembourg law imposes tax 
on the aggregate taxable income of the members of a consolidated 
group; it does not transfer the income of individual members to 
the group’s parent company. The government’s Luxembourg law 
expert confirmed this result, pointing out that the income tax law 
did not provide for an effective transfer of income earned by the 
subsidiaries. Only the individual subsidiaries are considered to earn 
the income actually earned by such subsidiaries.27 Accordingly, 
the government’s expert concluded that the parent corporation’s 
payment of the tax is simply a payment made on behalf of the other 
members, and not a payment made exclusively on its own behalf. 

In its own motion for summary judgment, the Justice Department 
pointed out that under Luxembourg law, filing a consolidated return 
in Luxembourg did not affect the preexisting tax liability of each of 
the Luxembourg subsidiaries. Rather, the government argued, that 
filing a consolidated return had the effect of making each of the 
Luxembourg subsidiaries jointly and severally liable for the aggregate 
Luxembourg tax imposed on their combined incomes.28 Accordingly, 
either because of the Luxembourg subsidiaries preexisting liability 
or their joint and several liability, each corporation is treated under 
US tax law as having paid a portion of the combined Luxembourg 
tax liability that reflects its pro rata share of the combined income. 

Moreover, the government argued that the Luxembourg tax law 
contained in LIR Article 164b is only addresses whether corporations 
are eligible to file a consolidated return. The law does not address 
the corporate income tax liability of the subsidiaries. The Article 1 
of the Grand Ducal Decree relied on by Guardian provides only 
that the parent company is liable for the payment of the group’s 
tax obligation. The decree does not provide that the parent is the 
only corporation liable. The issue is simply not explicitly addressed 
in the law.

Thus, the case turned on whether under Luxembourg law, GIE 
(IHC) alone was legally liable for the 2001 LIR tax, or whether the 
Luxembourg Guardian Group members remained liable for the tax. 
Both parties submitted expert reports to support their position. After 
ordering further briefs on the declaration of Luxembourg corporate 
tax law, the Court of Federal Claims granted Guardian’s motion 
for summary judgment. The court appears to have been convinced 
by the Deputy Director of the Luxembourg Administration des 
Contributions Directes opinion that the “parent company (head of 
tax grouping) is the sole debtor of the corporate income tax of the 
group,…..”29

Not waiting for the outcome of the pending appeal, on August 3, 
2006, the Service and Treasury issued proposed regulations that 
provide guidance on determining the allocation of foreign taxes 
under Code sections 901 and 903.30 The proposed regulations 
address the legal liability requirement of the technical taxpayer rule 
in the context of foreign consolidated groups, reverse hybrid and 
hybrid entities.31 

The proposed regulations retain the general principle that tax is 
considered paid by the person who has legal liability under foreign 
tax law.32 However, the proposed regulations clarify the definition 
of a “taxpayer.” Under proposed regulation section 1.901-2(f )(1)(i), 
foreign law is considered to impose legal liability for income tax on 
the person who is required to take such income into account for 
foreign tax purposes.33 This is the case even if another person has 
the sole obligation to remit the tax, another person actually remits 
the tax, or the foreign country can proceed against another person 
to collect the tax in the event that the tax is not paid.34

The proposed regulations omit the requirement that group 
members be jointly and severally liable to allocate taxes to group 
members. Rather, the new rules would consider foreign law to 
impose legal liability for tax on any person who is the owner of base 
on which the tax is imposed for foreign tax purposes.35 With respect 
to taxes on combined incomes of two or more persons, foreign law 
is considered to impose legal liability on each such person for the 
amount of the tax that is attributable to such person’s portion of the 
base of the tax.36 In other words, the tax liability stays with the party 
that earned the income for allocation purposes. 

The proposed regulations also clarify that the rules apply to all 
foreign combination regimes. Combined income would include 
situations where the foreign law attributes the group’s income to 
the parent.37
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Accordingly, the proposed regulations define which party is legally 
liable for the tax, regardless of the interpretation of foreign law. 
Even if a foreign law, such as Luxembourg’s, imposed legal liability 
for the tax on the parent, the proposed regulations would require 
that legal liability for tax to be imposed on each subsidiary that 
earned such income.

The preamble to the proposed regulations note that the Service 
and Treasury Department believe that the current regulation 
section 1.901-2(f )(1) requires allocation of foreign consolidated tax 
liability among members of a foreign consolidated group pro rata 
based on each member’s share of the consolidated taxable income 
included in the foreign tax base.38 The preamble also points out that 
the failure to appropriately allocate the consolidated tax among the 
members of the group may result in an inappropriate separation of 
the foreign tax from the income on which the tax is imposed.39 The 
proposed regulations have a January 2007 effective date. 

It appears that if adopted, the proposed regulations would 
properly clarify the technical taxpayer rule without adding undue 
complexity to the provision. The increase in the use of check-the-
box provisions have created an increasing volume of issues that are 
not addressed in the existing regulations. However, the preamble to 
the proposed regulations make it clear that the government believes 
that the language of the existing regulations, in conjunction with 
the policy considerations of the foreign tax credit, do not permit 
the position upheld in Guardian	Industries. The preamble in effect 
mirrors the government’s litigating position in the case. However, 
as illustrated by the Court of Federal Claims’ holding in favor 
of Guardian’s position, the current regulations leave room for 
interpretive variances on the correct application of the provisions. 
The proposed regulations would provide taxpayers with guidance 
that effect a more certain application of the regulations, rather than 
relying on policy arguments that are at best meant to be considered 
outside of the administrative guidance. 
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ZEro BASiS: AnoTHEr ATTEMPT AT SoLVing THE 
PUZZLE
Elizabeth	Franke,
The University of Michigan Law School1

Code section 3512 provides that a transferor does not recognize 
a gain or loss on the transfer of property to a corporation in 
exchange for stock of that corporation, provided that the transferor 
“controls” the corporation immediately after the exchange. In such 
an exchange, the transferee corporation does not recognize gain or 
loss because section 1032 prevents recognition of gain or loss on a 
corporation’s disposition of its own stock. In Rev. Rul. 74-503,3 the 
Internal Revenue Service (the “Service”) evaluated a section 351 
exchange in which the property transferred by a corporate transferor 
was the transferor’s own stock. In that stock-for-stock exchange, the 
ruling determined that both the transferor and the transferee had 
a zero basis in the stock each received. This ruling was repealed 
in 2006 by Rev. Rul. 2006-2.4 By repealing Rev. Rul. 74-503, the 
Service appropriately opened the door to examine possible new 
resolutions of the “zero basis problem,” but offered no guidance for 
practitioners about how to treat the problem in the interim.

In Rev. Rul. 74-503, the Service held that in a transaction where 
corporation X (“X”) exchanges its stock for a controlling interest of 
stock in corporation Y (“Y”) and no gain or loss is recognized by 
either corporation under sections 351(a) and 1032(a), the basis of 
the stock received by each corporation in the exchange is zero as 
determined under section 362(a).5 Consequently, if either holder 
disposes of its stock, it will recognize a gain since the nonrecognition 
provision of section 1032 for a corporation’s sale of its own stock 
does not apply to a sale of its stock by a related corporation.6 

In Rev. Rul. 2006-2, the Service held that the 1974 ruling erred 
in applying section 362(a) to determine X’s basis in the Y stock it 
received in exchange for its own X stock.7 The 2006 ruling does 
not state that the 1974 ruling erred in using section 362(a) to 
determine Y’s basis in the X stock it received from X in the section 
351 exchange.8 Additionally, while the 2006 ruling revoked Rev. 
Rul. 74-503, it did not state that the 1974 ruling erred in holding 
that both the X and Y stock had a zero basis, but declared that the 
question of the basis of both stocks remains under study.9

Although it is clear from Rev. Rul. 2006-2 that the Service’s view 
is that X’s basis in the Y stock received in the exchange is not 
determined under section 362(a), the ruling left unresolved the 
questions of what section of the Internal Revenue Code determines 
X’s basis in the Y stock and what should be the basis of both the X 
and Y stocks. This article is intended to provide suggestions to fill 
that void.

It is the author’s contention that for the purpose of measuring gain, 
each of the stocks that X and Y acquired should have a basis equal to 
their fair market value (“FMV”); but for the purpose of measuring 
a loss, those stocks should have a zero basis.10 This conclusion is 
based primarily on an analysis of section 1032 and on a reasonable 

inference that flows from the operation of that 
section. This inference is given some support 
by the Service’s determination of basis when a 
shareholder of a parent corporation sells its stock 
to its subsidiary in a transaction to which section 
304(a)(2) applies.

It is also the author’s contention that the Service 
may have erred in the 2006 ruling’s determination 
that section 362 does not apply to the Y stock 
that X acquired. Regardless of whether the 
Service erred, however, the basis of the X and Y 
stock should be determined as stated above.

The corporations involved in the Rev. Rul. 
74-503 transaction did not recognize gain on 
the exchange of stock due to the application 
of sections 351(a) and 1032(a). According to 
section 351(h)(2), X’s basis in the Y stock it 
received is determined either by section 358 or 
section 362. In the typical section 351 exchange, 
the Code provision that determines a transferor’s 
basis in the stock it received in the exchange is 
section 358. However, section 358(e) states that 
section 358 shall not apply to property acquired 
by a corporation by the exchange of its own stock 
or securities as consideration in whole or in part 
for the transfer of the property to it. While that 
provision was adopted to prevent the application 
of section 358 to acquisitive reorganizations, its 
terms expressly apply to the type of section 351 
exchange that is discussed herein, and there is no 
policy reason why it should not apply. If section 
358 does not apply to determine X’s basis in the 
Y stock, then section 362 will apply. However, 
as we shall see, it makes no difference whether 
section 358 or section 362 applies; X’s basis 
in the Y stock will be the same in either case. 
Consequently, even if the 2006 ruling is correct 
in rejecting the application of section 362 to the 
Y stock that X acquired, the resulting basis will 
be the same.

Because section 362 is applicable to determine 
Y’s basis in the X shares it acquired by the section 
351 exchange, Y’s basis depends upon the basis 
that X had in those shares. As to X’s basis in the 
Y shares it acquired, the appropriate reference is 
to Y’s basis in its stock if section 362 is applicable 
or to X’s basis in the stock it transferred to Y if 
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section 358(a) applies. As we shall see, X’s basis in its own stock is the 
same as the basis Y has in its own stock, so the basis that X has in the 
acquired Y shares will be the same regardless of which corporation’s 
basis in its own stock is used. Let us now turn to examine section 
1032 and see how that section influences the determination of a 
corporation’s basis in its own stock.

Section 1032 provides, in relevant part, that a corporation shall 
not recognize gain or loss on the receipt of money or other 
property in exchange for its own stock (including treasury stock). 
Because section 1032 requires no adjustment to the corporation’s 
tax attributes, which adjustment would have made section 1032 
a deferral provision, the effect of preventing a gain or loss under 
section 1032 is equivalent to giving the corporation a basis equal 
to fair market value in its own stock. A simple example illustrates 
why that is so. If X receives cash for the sale of its stock, X does not 
recognize any gain under section 1032. If X then uses the cash it 
received for its stock to purchase a piece of property, X will have a 
basis in that property equal to the purchase price. The same result 
should follow if X receives the property directly in exchange for 
its own stock – i.e., X should have a basis in the property equal to 
its FMV. Accordingly, there should be no difference in treatment 
should the corporation use its stock as currency to purchase stock 
in another corporation in a taxable transaction. It is unclear from a 
policy perspective why the result for measuring gain should be any 
different in the context of a nonrecognition exchange.

When X transferred its stock to Y in a section 351 exchange, Y’s 
basis in those shares equals the basis that X had in those shares. As 
shown above, the only reasonable conclusion that can be drawn 
from the operation of section 1032 is that X should be treated 
as having a basis in its shares equal to their FMV, at least for the 
purposes of measuring gain.11

However, X also should never recognize a loss on the disposition 
of its own stock.12 Denying X a loss is equivalent to giving X a 
zero basis in its stock for the purpose of determining a loss. Just as 
X should not recognize a loss on the disposition of its own stock, 
neither should any transferee of that stock who received it in a 
nonrecognition transaction.

In sum, X should be deemed to have a FMV basis in its stock for 
the purpose of measuring a gain, and a zero basis in its stock for the 
purpose of measuring a loss.13 Therefore, as a result of the section 
351 transaction, Y acquires X’s basis under section 362 and similarly 
has a basis in the X stock equal to its FMV for gain purposes and 
zero for loss purposes.

As to X’s basis in the Y shares X received, it will either equal Y’s 
basis in those shares if section 362 applies, or it will equal X’s basis 
in the X shares that it transferred to Y if section 358 applies. For 
gain purposes, both X and Y have a basis in their shares equal to the 
FMV of those shares. Moreover, because the section 351 exchange 
is of properties with equal FMV and no boot was paid, the X and Y 
shares that were exchanged are of equal FMV. Regardless of whether 
X’s basis in the Y stock is equal to the FMV of those shares or the 
FMV of the X shares that were transferred to Y, X will have the 

same basis for gain purposes. For the purpose of measuring a loss, X 
will have a zero basis in the Y stock since both X and Y have a zero 
basis in their stock for loss purposes.

Additional support for treating a corporation as having a FMV 
basis in its stock is provided by the Service’s treatment of basis in 
a transaction that is subjected to section 304(a)(2). Under section 
304(a)(2), if in return for property, one corporation (the acquiring 
corporation) acquires from a shareholder of another corporation 
(the issuing corporation) stock in the issuing corporation, and the 
issuing corporation controls the acquiring corporation, then such 
property shall be treated as a distribution in redemption of the 
stock of the issuing corporation. In other words, section 304(a)(2) 
treats the sale by a shareholder of parent (“P”) corporation of P 
stock to a controlled subsidiary (“S”) as a redemption by P of the 
stock that was sold to S. The question arises as to what basis S has 
in its P stock. 

Although S purchased the P stock, section 304(a)(2) treats the 
transaction as a redemption of that stock by P. How then did the 
P stock end up in the hands of S? The apparent answer is that the 
transaction is viewed as a redemption of the P shares by P, followed 
by P’s contribution of those shares to S. Under that construction, 
section 362 would provide the same basis in the P stock that P had. 
If P were deemed to have a zero basis in its treasury stock, then S 
would have a zero basis in the shares it acquired.

Contrary to that assumption, Rev. Rul. 80-189 holds that when 
S acquires P stock in a 304(a)(2) transaction, S has a basis in the 
P stock equal to what it paid for those shares.14 The fact that the 
Service does not treat the S stock as having a zero basis is significant 
because, as shown in the analysis above, S should have the basis 
in the P shares that P would have had if it had redeemed them. 
The ruling that the P stock acquired by S has a basis equal to its 
purchase price demonstrates that the Service recognizes that there 
are situations in which it is appropriate to assign a corporation a 
basis other than zero in its own stock. It seems to the author that 
the section 351 transaction in question is such a situation. Another 
example in which a corporation’s stock that was acquired by another 
corporation in a tax-free transfer is treated as having a FMV basis for 
some purposes is Treas. Reg. Section 1.1032-3.15 Therefore, the basis 
determination for both a section 304(a)(2) transaction and in Treas. 
Reg. Section 1.1032-3 buttresses the conclusion that the transferee 
in a section 351 transaction should have a basis other than zero.16

In the author’s view, there is no need to seek a statutory resolution 
of the instant issues. A ruling by the Service should be adequate. 
In the meantime, it is the author’s view that the analysis set forth 
in this article is reasonable and should satisfy requirements that a 
taxpayer’s position on an item in a tax return have a reasonable basis 
and be supported by substantial authority.17
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Temple v UniTed STaTeS: More Negative treatMeNt 
for the QuaNtitative Marketability DiscouNt 
MoDel
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When determining the value of closely held 
stock for gift or estate tax purposes, it must be 
based on fair market value, which is defined as 
the price a hypothetical willing buyer and seller 
would agree upon where the parties are acting 
at arm’s-length, have knowledge of the relevant 
issues affecting the value of the stock, and are not 
under a compulsion to buy or sell.1 Generally, 
a recent transaction in the subject stock is the 
best evidence of the value of that stock; however, 
closely held stock is often thinly traded, if traded 
at all.2 Thus, expert testimony is often required 
to establish the fair market value of closely held 
stock subject to gift or estate taxation. 

 An equity interest in a closely held company 
may be valued using one of three generally 
accepted approaches: the market, income, and 
asset approach.3 Where the stock is valued by 
reference to publicly traded stock or readily 
marketable assets under a market or income 
approach, a discount for lack of marketability 
may be appropriate to account for the fact that 
the closely held stock cannot be readily turned 
into cash.4 There are several different methods 
used to calculate the size of a discount for lack 
of marketability. These include the restricted 
stock studies, the pre-IPO studies, academic 
research, and the quantitative marketability 
discount model (QMDM). These methods 
have been variously treated by courts addressing 
tax matters, but courts that have addressed the 
QMDM have almost unanimously found it 
wanting. The recent decision in Temple	v	United	
States5 is no exception.

 “The QMDM is an economic model that 
attempts to relate the present value of the 
future returns of an investment in the form of 
distributions and capital appreciation to the 
amount an investor is willing to pay of the 
investment.”6 The size of the discount for lack of 
marketability is determined by reference to four 
factors: (1) assumed holding period (2) required 
holding period return, (3) expected distribution 
yield, and (4) expected growth rate.7

 Because many assumptions regarding the 

hypothetical purchaser must be made by the valuation expert in 
order to quantify the four factors, courts have generally found the 
QMDM manipulative and unreliable. In Estate	 of	Weinberg, the 
parties contested the size of the lack of marketability discount to 
be applied to a minority block of limited partnership units where 
the limited partnership’s only asset was a parcel of commercial real 
estate. The taxpayer’s expert applied computed a 35% discount for 
lack of marketability while the Service’s valuation expert computed 
a 15% discount for lack of marketability using the QMDM. In 
calculating the size of the discount, the Service’s expert assumed a 
holding period of 10 to 15 years; a 16.4% required rate of return, 
based on the returns of public stock as modified by the specific 
characteristics of the subject company; a 10% distribution yield, 
based on distributions of comparable real estate partnerships; and a 
3 to 4% growth rate, based on inflation. 

The Tax Court concluded that the QMDM was “unhelpful” in 
this case.8	It reasoned that “slight variations in the model produce 
dramatic differences in the results.”9 It explained that an increase of 
five years in the assumed holding period and 3.6% in the required 
rate return resulted in a discount of 30% – twice the discount 
computed by the Service’s expert.10 Furthermore, it reasoned that 
the QMDM was “unhelpful” because the expert’s assumptions were 
not “based on hard data and a range of data may be reasonable.”11 
The Tax Court determined that a discount of 20% was appropriate 
“based on all the evidence of record.”12

A later case reemphasized the Tax Court’s skepticism of the QMDM. 
In Janda	v	Commissioner13 the taxpayer’s expert applied a 65.77% 
discount for lack of marketability when valuing minority interests 
in a holding corporation for gift tax purposes. The corporation 
held a controlling interest in a community bank. The discount 
was computed using the QMDM and the inputs were determined 
based on the underlying bank’s characteristics: the holding period 
was assumed to be 10 years because the taxpayers intended to hold 
the stock long-term; the required rate of return was computed using 
a build-up method; the distribution yield was zero because the bank 
never declared dividends; and the growth rate was determined to 
be 9.12%, based on the bank’s average annual return divided by 
the difference between its fair market value and its historical book 
value. The Service challenged the underlying assumptions used 
as inputs in the QMDM as “inaccurate”14 and argued for a 20% 
discount.15

The Tax Court rejected the taxpayer’s discount for lack of 
marketability, stating, “We have grave doubts about the reliability 
of the QMDM model to produce reasonable discounts, given 
the generated discount of over 65 percent.”16 It reasoned, “The 
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effectiveness of this model . . . depends on the reliability of the data 
input into the model.”17 It noted that the required holding period 
input was not computed as suggested by the model’s author in his 
book. The court also found the expert’s use of the bank’s historical 
growth rate as a predictor of future growth problematic.18 Using its 
own judgment, the Tax Court applied a 40% combined discount 
for lack of marketability and lack of control.19 

The Tax Court is not the only court to treat the QMDM with 
skepticism. In	Temple	v	United	States,20 the estate’s expert computed 
a 45% discount for lack of marketability to be applied to gifted 
interests in a limited partnership and a limited liability company, 
both holding real estate. The expert did not interview a representative 
of the company in connection with forming her assumptions. She 
assumed a 10 to 15 year holding period even though no holding 
period was required in the businesses’ partnership or membership 
agreements; a 18% required rate of return, calculated as 15% 
stock market rate of return plus a 3% kicker; a distribution yield 
of 5% even though the businesses had never made distributions; 
and annual growth of 3% based on conversations with real estate 
professionals in her corporation.

The district court rejected the discount for lack of marketability 
computed by the taxpayer’s expert for three reasons.21 First, the 
court reasoned that the expert’s “holding period assumptions . . . 
are enough, in the absence of a holding period requirement in the 
. . . [limited partnership] Agreement, to concern the Court with 
the reliability of that aspect of . . . [the expert’s] calculations.”22 
Second, it noted that the expert did not support her assumptions 
with information obtained from the corporate representatives.23 

Third, it determined that the distribution yield was not linked to 
the companies’ historical distributions, which were zero, and the 
assumed growth rate was not tied to the real estate markets where 
the companies’ real estate holdings were located.24

The QMDM is only one of several methods for computing a 
discount for lack of marketability. With any method, thoroughness 
and reliability are key components to successful defense of the 
discount. This is particularly true when the discount is determined 
using QMDM since Weinberg, Janda and Temple	reject a discount 
computed using the QMDM where the inputs are not reliability 
established.25 Those cases emphasize that the inputs used must 
be thoroughly supported before a discount computed using the 
QMDM will be given any credence in a tax matter.
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