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March 9, 1978 

To the Members of the Section: 

The Institute of Continuing Legal Education 
is collaborating with our Section in the preparation and 
publication of a loose-leaf Michigan Tax Procedures Manual. 
Thank you for your enthusiastic response to our request 
for authors. Eighteen of you have received letters of 
assignment. The Section will finance a $5 subsidy for 
each Manual purchased by a member. Lawrence J. Murphy, 
chairman. 

The Council has been studying and developing 
recommendations for the proposed rules with respect to 
the Tax Law self-designation by lawyers, or certification, 
or a combination. These recommendations have been com
municated to the Michigan Supreme Court. John W. McNeil, 
chairman. 

The Council's opinion that tax litigation in 
Michigan is in dire straits has been communicated to the 
state Bar of Michigan Board of Commissioners in response 
to two requests. The Council is supporting the recommen
dation of the State Bar Committee on Civil Procedure that 
the Michigan legislature submit a judicial impact statement 
prior to the enactment of each new statute or amendment. 
The purpose is that consideration be given to the volume 
and nature of litigation that these enactments may generate. 

The second request was from the State Bar Special 
Committee on Court Congestion. The Council proposed three 
possible courses of action with respect to Michigan tax 
litigation: 

1. The Michigan Tax Tribunal should be expanded 
to include additional lawyers and MCLA 205.725 should be 
amended to reinstate the original requirement that a panel 
deciding nonproperty tax cases must include two lawyers. 

2. Members of the Michigan State Board of Tax 
Appeals should devote full time to the Board's cases in 
order to issue timely opinions and to assume jurisdiction 

3 



of single business tax cases. The Tribunal then would 
devote full time to property tax cases and the remaining 
cases under the repealed annual franchise privilege fee 
act. 

3. A Michigan tax court whose members are 
lawyers on the level of circuit court judges should be 
created to handle nonproperty tax cases. The part-time 
Board of Tax Appeals would handle small amount nonproperty 
tax cases. The Tribunal would be relieved of an even 
heavier case load caused by nonproperty tax cases. 

Copies of the Council's letters on each of the 
above matters are available from any member of the Council. 

The Michigan Department of Treasury Revenue 
Division acted favorably on certain of the suggestions of 
the Section's single business tax committee with respect 
to the 1977 tax forms. 

Our Section has renewed its subscription to the 
Bureau of National Affairs Tax Management portfolios 
located at the Michigan State Law Library in the Law 
Building, Lansing. Telephone or write to the librarian 
for short-term loans of specific portfolios. 

The annual tax seminar sponsored jointly by the 
Michigan Association of Certified Public Accountants 
Federal Taxation Committee and our Section will be held 
on June 15, 1978 in Dearborn. The general subject matter 
will be estate planning and the processing of the estate 
tax return from inception through audit. Robert B. Pierce, 
chairman. 

The annual meeting of our Section will be held 
on September 20, 1978 at the Renaissance Center in Detroit. 
A proposed amendment to the Section's bylaws will be 
submitted pertaining to admission to the Section of Law 
Student Section members. Commissioner of Internal Revenue 
Jerome Kurtz and Zolman Cavitch have accepted our invitations 
to be our speakers. Allan J. Claypool, chairman. 
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The Institute of Continuing Legal Education 
and our Section are developing plans for the Third 
Annual Federal and Michigan Tax Institute to be held 
during October 1978. Your prompt response to the 
enclosed questionnaire is an important factor in our 
planning. 

Cordially, 

q~~~ 
EG:ecm 
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March 9, 1978 

To the Members of the Section: 

This is a new and expanded format for this publication. 
The title has been changed from Taxation Newsletter to Tax 
Journal. 

The Journal will be published quarterly. It will 
continue to publish that information which the members of 
the Taxation Section have found most useful, such as the 
names and telephone numbers of Internal Revenue Service 
offices and representatives, as well as similar information 
for Michigan tax offices and representatives. 

The Journal will also include brief and informative 
articles, comments and notes concerning tax developments of 
importance to members of the Taxation Section. These may 
cover a federal or state tax matter of general interest. 
This issue of the Journal includes two. 

All members of the Taxation Section are invited to write 
for the Journal. Material should be submitted as early in 
the quarter as possible. It may be mailed to me at the 
address indicated below. Anything submitted for publication 
will be reviewed by me and at least one or more members of 
the Taxation Section Council. 

The next issue of the Journal will be published for the 
quarter ending June 30. 

Send articles to: Anthony M. Vernava, Professor of Law, 
University of Detroit School of Law, 651 East Jefferson, 
Detroit, Michigan 48226. 
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QUESTIONS AND ANSWERS ON THE 
MICHIGAN SINGLE BUSINESS TAX: A SECOND REVIEW 

* Ernest Getz 

PREFACE 

This article is a revision of one published in the 

Detroit College of Law Review, Volume 1976-Issue 3. Subsequent 

to the 1976 article the Michigan legislature amended the 
l 

Michigan Single Business Tax Act and the Michigan Department 

of Treasury Revenue Division issued volumes VIII, IX, and X 

of its Single Business Tax Questions and Answers. 

INTRODUCTION 

2 
The Michigan Single Business Tax Act (SBT)became 

effective on January l, 1976. Simultaneously with its enactment, 

seven taxing acts and the farmland and open space preservation 
3 

act were amended or repealed. The administration of SBT is by 
4 

the Michigan Department of Treasury Revenue Division (Department) . 

Thomas M. Hoatlin is the chief administrator with an office in 

the Treasury Building, Lansing, Michigan. 

This new act reflects an untried theory of taxation and 

is having a substantial impact on all business activity in 

Michigan. SBT imposes a new and additional tax upon lawyers, 

accountants and other businesses conducting their affairs as 

proprietorships, partnerships, domestic international sales 

corporations and subchapter S corporations. Business taxes in 

Michigan have been altered in favor of large capital intensive 

industries at the expense of light manufacturing companies, 

professional groups, contractors, transportation companies, 

retailers and the entire service sector. 

9 
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5 
SBT 104 provides: 

(1) The tax imposed by this act shall be 
administered by the department. The department 
shall prescribe forms for use by taxpayers and 
shall promulgate rules in conformity with this 
act for the maintenance by taxpayers of records, 
books, and accounts, and for the computation of 
the tax, the manner and time of changing or 
electing accounting methods and of exercising 
the various options contained in this act, the 
making of returns, and the ascertainment, assess
ment, and collection of the tax imposed hereunder. 
The rules insofar as possible without being 
inconsistent with the provisions of this act, 
shall follow the rulings of the United States 
internal revenue service with respect to the 
federal income tax, and the department may adopt 
as a part of the rules any portions of the internal 
revenue code or rulings, in whole or in part. 

(2) Rules shall be promulgated under this act 
pursuant to Act No. 306 of the Public Acts of 1969, 
as amended, being sections 24.201 to 24.315 of the 
Michigan Compiled Laws [Administrative Procedures· 
Act of 1969]. 

No rules or regulations under SBT have been submitted 

for approval by the legislature as provided in the Administrative 
6 

Procedures Act of 1969 (APA) 45 and 46 Indeed, no rules 

or regula~ions under a similar provision in the Michigan Income 
7 

Tax Act have been approved by the legislature. The Michigan 

Income Tax Act became effective October 1, 1967, and was repealed 

with respect to corporations and financial institutions, effective 
8 

January 1, 1976. On September 29, 1977 the Department held 

a public hearing on the promulgation and adoption of income tax 

rules. 

The Michigan Commissioner of Revenue, Sydney D. Goodman, 

and his associates wisely determined during 1975 to answer publicly 

certain of the many questions arising under SBT. The Department 

has published ten volumes of what it terms "Single Business Tax 

10 



Questions and Answers," consisting of 218 questions and answers. 

These volumes have been furnished to the public and are pub-

lished in certain tax services. ~hey have not been submitted 

for approval by the legislature under the provisions of APA. 

These ten volumes answer questions that have been posed to the 
9 

Department, represent the position of the administrator, and 

were prepared in the main without consultation with the office 

of the Michigan attorney general. 

Many of the answers maximize the revenue and are con-

troversial. They disregard a fundamental principle in the 

administration of Michigan tax laws. The Michigan Supreme Court 

has stated: 

Tax exactions, property or excise, must rest 
upon legislative enactment, and collecting 
officers can only act within express authority 
conferred by law. Tax collectors must be able 
to point to such express authority so that it 
may be read when it is questioned in court. 
The scope of tax laws may not be extended by 
implication or forced construction. Such laws 
may be made plain, and the language thereof, ii 
dubious, is not resolved against the taxpayer. 0 

Similarly, the United State Supreme Court has stated: 

In case of doubt they [tax statutes] are con
strued most strongly against [he government, 
and in favor of the citizen.l 

For purposes of easy reference, certain of the Depart-

ment's questions and answers are examined seriatim, corresponding 

to volumes I-X of the Single Business Tax Questions and Answers, 

and cross-referenced to the Department's booklet with a topical 

index. 
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VOLUME I 

Volume I, question 5(Cl), provides: 
12 

Does compensation (Sec. 4(3)) include the following: 
a. Commissions paid to manufacturer's representa

tives - No - independent contractor. 
b. Gifts to employees - Yes 
c. Reimbursement of employee's expenses - Yes. 

The answer found in I,5c. was modified by volume III, 

question l(C3), which provides: 

What reimbursed expenses are to be included in 
compensation? 
A. Excessive and unreasonable expenses must be 

included in the compensation. we will use 
the federal guidelines to determine excessive 
reimbursement. 

The federal guidelines should also be used to determine 

what gifts to employees are to be included in compensation. Under 
13 

the Internal Revenue Code (IRC), whether a payment constitutes 

compensation or a nontaxable gift is to be decided under the facts 
14 

of each case. Christmas and other holiday gifts, such as 

hams and turkeys, are not considered compensation. If the employer 

distributes cash or gift certificates, however, the value of the 
15 

items constitutes compensation Christmas gift certificates 

redeemable only· in the employer's merchandise up to $25.00 in 
16 

value have be~n held not to be compensation. The Department's 

test set forth in volume VI, question 2(~4) supports this con-

elusion. 

Volume I, question 6(El0) provides: 
17 

Which taxes are collected as an agent (Sec. 7(3))? 
A. As a general rule, if the person is required 

to remit the taxes regardless of whether or 
not collected, it is not a tax collected in 
an agency capacity. However, if the tax is 
not required to be remitted unless collected, 
the tax is being collected in an agency 
capacity. 

12 



This answer appears to include in gross receipts 

the amount of Michigan sales taxes. The legal incidence of 

the tax is on the retailer, not the purchaser who, although 

it may absorb the economic burden of the tax, is not the tax-
18 19 

payer. The Michigan general sales tax act provides 

that a taxpayer must include the sales tax as part of the 

selling price of an item, although the taxpayer is not required 

to state the tax as a separate item to the purchaser. The tax-

payer is prohibited from advertising or holding out to the public 

that the sales tax is not considered as an element in the price 

to the purchaser. The taxpayer is permitted to reimburse itself 
20 

by adding to the sales price the amount of the sales tax. 

21 
SBT 7(3) defines "gross receipts" as the sum of sales 

22 
and rental or lease receipts. SBT 7 (1) includes in the defini-

tion of "sales" the amou'ht of "gross receipts arising from a 

transaction or transactions in which gross receipts constitute 

consideration for the transfer of title to, or possession of," 

inventory property or property held by the taxpayer primarily 

for sale to customers in the ordinary course of its trade or 

business. 

The sales tax is required to be remitted by the retailer 
23 

whether or not collected. It is not collected in an agency 

capacity, and therefore is included in gross receipts. This 

interpretation is set forth in volume III, question 8(E3) and 

is costly to a taxpayer which elects the 50% of gross receipts 
24 

limitation relief provision in SBT 31(2). 

13 



Volume I, question ll(Xl), provides: 

For the purp~5e of computing the exemption, 
(Sec. 35(a)), can an individual elect to 
average his business income based on the 
four taxable years prior to January 1, 1976? 
A. No. This option to compute the exemption 
will be available beginning with tax years 
1977 at which time the business income from 
1976 and 1977 may be averaged. 

In this answer the Department takes a position con-

trary to its position upheld by the Michigan Court of Appeals 
26 

in Production Credit Associations-v. Department of Treasury. 
27 

This current case involves the Michigan Income Tax Act (ITA) 

and the issue of whether a net operating loss used as a carryback 

to a year prior to the effective date of the ITA has been used 

for Michigan income tax purposes. The Department contends that 

"taxable years" include federal taxable years and not solely 

~Michigan taxable years. For single business tax purposes the 

Department in its answer considers "taxable years" to include 

only single business taxable years. The Department amends its 

volume I, question ll(Xl) answer in volume v, question 7 (KS), 

infra. 

Volume I, question 13 (N9), provides: 

Can an individual having separate businesses 
(meat market, grocery 2~nd bar) file separate 
SBT returns (Sec. 37) for each separate 
business? 
A. No. Sec. 6 defines a person as an indi
vidual and the SBT is imposed on the adjusted 
tax base of every person. 

SBT 6 also defines a person as a partnership and a 
29 

corporation. By entering into a partnership with one's spouse 

for the conduct of a second business, and by organizing a family 

corporation for the conduct of a third business, the combination 

of proprietorship, partnership and corporation does not constitute 
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30 
an "affiliated group" under SBT 3(1). Accordingly each entity 

is entitled to file a separate SBT return with the attendant 

opportunities for multiple exemptions. This interpretation is 

confirmed in volume IX, question 14. 

For tax years beginning after 1976 these opportunities 

for multiple exemptions may have ceased. In this respect the 
31 

development of SBT 35(2) must be considered. This section 

started out as SBT 37 and provided: "An affiliated group shall 

be entitled to only 1 exemption allowed by section 35(a) whether 
32 

or not a combined or consolidated return is filed." 

33 
At this stage the provision is meaningful in that SBT 77 

gives the commissioner authority to require or to permit the filing 

of a consolidated or combined return by an affiliated group of 

corporations if three conditions exist. The ambiguities arise 

in the subsequent two amendments to former SBT 37. 

34 
The first amendment changed former SBT 37 to provide: 

"An affiliated group AS DEFINED IN THIS ACT AND A CONTROLLED GROUP 

OF CORPORATIONS AS DEFINED BY THE INTERNAL REVENUE CODE shall be 

entitled to only 1 exemption allowed by section 35(a) whether or 

not a combined or consolidated return is filed." 

35 
IRC 1563(a) includes in the definition of "controlled 

group of corporations" an affiliated group as defined in SBT 3(1). 

Accordingly the language in former SBT 37 "an affiliated group as 

defined in this act" appears to be redundant. 

15 



36 
The second amendment changed and transferred former 

SBT 37 to SBT 35(2) which provides: "An affiliated group as 

defined in this act and a controlled group of corporations OR AN 

ENTITY UNDER COMMON CONTROL as defined by the internal revenue 

code shall be entitled to only 1 exemption allowed by SUBSECTION 

l(a) whether or not a combined or consolidated return is filed." 

Here the ambiguities compound. What is meant by ":?.£ 

an entity under common control"? The concept of common control 

necessitates two or more entities. Possibly the legislature 
37 

intended to emulate IRC 414(c) which pertains to trades or 

businesses (whether or not incorporated) which are under common 
38 

control. Under the rationale of In re Dodge Brothers, the 

second amendment which added "or an entity under common control" 

appears not to have accomplished this possible intent. 

Further compounding the ambiguities in SBT 35(2) is the 

language "whether or not a combined or consolidated return is 

filed." SBT 77 provides the opportunity to file combined or con-

solidated returns only to certain affiliated groups. It does not 

provide this opportunity to all affiliated groups as defined in SBT 

3(1), nor to all controlled groups of corporations as defined in 

IRC 1563(a), nor to unincorporated entities under common control. 

If the legislature intended to permit only one SBT 

35(1) (a) exemption for all entities (whether or not incorporated) 

which are under common control as defined in the Internal Revenue 

Code, SBT 35(2) should be amended to provide the express authority 

and plain language required by In re Dodge Brothers. 

16 



Volume I, question 20(Nl2), provides: 

What are the appeal procedu39s? 
A. As provided at Sec. 87, a taxpayer 
can appeal from a notice of intent to 
assess by requesting an informal con
ference within twenty days of the notice 
of intent. The informal conference is 
similar to our hearing procedures. If 
the taxpayer is aggrieved by any deter
mination, he may appeal to the State 
Tax Tribunal, or after the payment of 
the amount due may bring action in the 
State Court of Claims within 6 months 
after payment. 

40 
This answer ignores the provisions of SBT 97(2) which 

provides that a taxpayer may claim a refund on or before the 

expiration date of four years after the date set for the filing 

of the return or the date the tax was paid, whichever is later. 
41 

SBT 88 provides that the action in the state court of claims 

shall be commenced within six months after payment of the tax or 

after the adverse determination on a refund claim, whichever 

occurs later. SBT 87, 88 and 97 are not mutually exclusive. 

This interpretation permits an aggrieved taxpayer to 

pay the contested deficiency and to wait four years to determine 

whether another taxpayer is successful in litigation of the issue. 

By doing so he relieves the duplication of litigation burden of 

the courts and protects his rights to a refund, the amount of 

which may not be large enough to justify the costs of a lawsuit. 

The office of the Michigan attorney general reportedly 

has the opposite view that SBT 87, 88 and 97 are mutually exclusive. 

17 



A similar view with respect to the Michigan annual franchise 
42 

privilege fee act (FF) was at issue in Hamilton International 
43 

Corporation v. Michigan. The Michigan Court of Claims held 

for the taxpayer. 

44 45 
Prior to the 1975 amendments, FF9 permitted a cor-

poration to apply for a redetermination of its franchise fee, 

to appeal the redetermination to the appeal board, and to appeal 
46 

the board's decision to the court of appeals. FF 10 permitted 

a corporation to file a refund claim, to appeal the denial of 

the claim to the court of claims or to the appeal board, and to 

appeal the board's decision to the court of appeals. A decision 
47 

of the court of claims is appealable to the court of appeals. 

A corporation was permitted to proceed under FF 9 through 

the redetermination and to pay the assessed deficiency. FF 10 

independently permitted the corporation to file a claim for refund 

of its payment of the previously assessed deficiency and to follow 
48 

the statutory appeal procedure. The FF 9 and 10 remedies were 

not mutually exclusive until the 1975 addition to FF 10 of sub-
49 

section (4): "The remedy provided by this section and by section 

9 are mutually exclusive." 

There is nothing within SBT 87, 88 and 97 which has 

the language of FF 10(4). The enactment of these three sections 

with no FF 10(4) language supports a legislative intent that the 
50 

remedies are independent and that any or all may be pursued. 

18 



VOLUME II 

Volume II, question 14 (El), provides: 

Is interest income included in gross receipts 
for the 50% of gross receipts limitation? 
A. Yes, if derived from a business activity. 

The important language is "if derived from a business 

activity." This qualification recognizes that not all interest 

income is included in gross receipts. The Department's answer 

in volume V, question 17 (E2) concurs. For a taxpayer which 
51 

elects the SET 31(2) 50% of gross receipts limitation, the 

opportunity to exclude from gross receipts interest income de

rived from investment of excess funds is economically important. 

VOLUME III 

Volume III, question 6 (Q4), provides: 

If an individual is in two or more businesses, 
such as partnership and subchapter S corporation, 
and one business elects to use the 50% of gross 
limitations method of computing the SET, 
what effect does the use of the 50% gross limi
tations method have on the credit flow through 
for the other businesses on his individual income 
tax return? 
A. The business income and tax paid for the 

19 



business using the 50% of gross limitations 
would be excluded from his total activity. 
Therefore, only the businesses using other 
methods of computing the SBT would be com
bined to arrive at the credit on the indi
vidual income tax return. 

This answer has been reversed in favor of the taxpayer 
52 53 

by a December 29, 1977 amendment of ITA 269 for tax years 

ended before December 1, 1977. This amendment also repealed 

the ITA 269 credit for tax years ending after November 30, 1977. 

Individuals who relied on this answer and did not claim the ITA 

269 credit on their 1976 Michigan income tax returns have the 
54 

opportunity to file timely refund claims. 

For tax years beginning after 1976 the credit is 

allowed for a portion of the SBT liability of every unincorporated 

taxpayer and of every subchapter S corporation taxpayer regardless 
55 

of whether it elects the 50% gross receipts limitation. 

VOLUME V 

Volume V, question 3 (A2), provides: 

How will a Domestic International Sales Corporation 
be treated under the SBT Act? 
A. The taxability of the DISC will be the same 
as any other corporation if the DISC has property 
or payroll. If the DISC is considered a commission 
DISC without property or payroll, the business 
activity of the DISC will be considered the business 
activity of the parent company. 

The first sentence of this answer is compatible with 

the Department's position that partnerships are subject to SBT. 

No statutory authority appears to exist, and none is cited by 

the Department, for the second sentence discriminatory treatment. 
56 

Both types of DISCs must be treated the same under SBT 9(4) (e). 
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57 
IRC 701 

to the income tax. 

provides that a partnership is not subject 
58 

IRC 991 provides that a DISC is not subject 

to the income tax except for the tax on transfers to avoid 
59 

income taxes. IRC 1372(b) (1) provides that a subchapter S 

corporation is not subject to the income tax except for the 

tax on certain capital gains. 

60 
SBT 35(1) (c) provides: "A person who is exempt from 

federal income tax pursuant to the provisions of the internal 

revenue code is exempt from the tax imposed by this act except: 

" The distinguishing language is that nothing in IRC 701, 991 

and 1372(b) (1) states that the entity is exempt from federal 

income tax. 

In the case of partnerships and subchapter S corpora-

tions the partners and shareholders are not subject to the SBT 
61 

on the proportionate shares of income. Deemed and actual 
62 

distributions by DISCs are taxable as dividends and therefore 
63 

are deducted in computing the tax base under SBT 9(7) (a). 

Volume V, question 5(A4), provides: 

Will the Department use the same criteria for 
interstate commerce that was used in deter
mining nexus for Michigan income tax 
jurisdiction?. 
A. We conclude that as the SBT is not a net 
income tax or measured by net income, that 
P.L. 86-272 will not be used to determine 
nexus. The Department will follow the guide
lines set forth in the Scripta vs. Carson Case 
wherein solicitation in the State by employees, 
brokers or independent representatives would 
subject the taxpayer to the SBT. We would be 
limited by the National Bellas-Hess Case in 
that out of state mail order activities would 
not be subject to the SBT. 

21 



This answer points up the constitutional problems 
64 

created by the SBT. SBT 31(4) states: "The tax so levied 

and imposed is upon the privilege of doing business and not 

upon income." During the years 1953 through 1967, Michigan 
65 

imposed a business activities tax (BAT). In many aspects the 

SBT and the BAT are similar. Armco Steel Corporation was not 

qualified to do business in Michigan, and contended that the 

BAT was a tax upon the privilege of doing business in Michigan 

and, therefore, Armco was not liable for the BAT. The Depart-

ment contended that the BAT imposed either a net income tax or 

a tax measured by net income; that Armco had sufficient nexus 

with Michigan for Michigan income tax jurisdiction; that the 

BAT did not impose a tax on the privilege of engaging in inter-

state commerce in Michigan; and that therefore Armco was liable 

for the BAT. The Michigan Supreme Court agreed with the 
66 

Department's position. 

67 
In Steckler v. Department of Treasury the Michigan 

Court of Appeals does not discuss Armco. In addressing the 

issue of an unconstitutional graduated income tax the court 

states: 

We do not perceive the SBT as an income 
tax. Although Federal taxable income is used 
as the starting point in computing the tax 
base, it is possible that a taxpayer may have 
no income and still be subject to the payment 
of the SBT. Other components of the tax base, 
e.g., wages, include expenses incurred, a 
theory not synonymous with income taxes. 

Assuming arguendo that the SBT is an income 
tax, it does not offend the constitutional pro
hibition against graduated income taxes. The 
rate is a flat 2.35%. The base does not become 
graduated merely because of exemptions or 
exclusions. Kuhn v. Department of Treasury, 384 
Mich 378, 183 NW2d 796(1971). 

The SBT is a specific tax. The rule of 
uniformity is therefore inapplicable, Shapero v. 
Department of Revenue, 322 Mich 124; 33 NW2d 729 
(1948), c F Smith Co. v.Fitzgerald, supra, at 
685-686, and we ~ged not consider the issue of 
double taxation. 

22 



Michigan Constitution of 1963, Article IX, section 7 

provides: "No income tax graduated as to rate or base shall 

be imposed by the state or any of its subdivisions." If the 

Michigan Supreme Court follows its opinion in Armco and classi-
69 

ties the SBT as an income tax, the constitutional problem of 
70 

the graduated base created by the SBT 35(1) (a) graduated 

exemption will arise. 

If the SBT is finally determined to be a tax upon the 

privilege of doing business, the guidelines set forth in Complete 
7l 

Auto Transit, Inc. v. Brady, become pertinent. These guidelines 

are similar to the ones set forth in Northwestern States Portland 
72 

cement Co. v. Minnesota and approved in West Publishing Co. v. 
73 

McColgan with respect to state income taxes. 

Unless the taxpayer can show that its activities are 

not sufficiently connected to Michigan to justify the tax, or 

that the tax is not fairly related to benefits provided to the 

taxpayer, or that the tax discriminates against interstate commerce, 

or that the tax is not fairly apportioned, the taxpayer's case 
74 

would fail under the Auto Transit reasoning. 

Until the Congress enacts a law with respect to state 
75 

privilege taxes similar to the Interstate Income Law, the 

application of these guidelines to a state privilege tax will 

determine whether the imposition of the tax is judicially 

approved. 

The Department's reliance upon Scripta Incorporated v. 
76 

Carson, as limited by National Bellas-Hess Incorporated v. 

23 
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77 
Department of Revenue, is misplaced. The Florida use tax 

involved in Scripto is neither a tax levied and imposed upon 

the privilege of doing business nor a tax upon income or 

measured by income. The Court in Scripto describes the tax: 

First, the tax is a nondiscriminatory exaction 
levied for the use and enjoyment of property 
which has been purchased by Florida residents 
and which is actually entered into and become 
a part of the mass of property in that State. 
The burden of the tax is placed on the ultimate 
purchaser in Florida and it is he who enjoys 
the use of the property, regardless of its 
source. We note that the appellant [Scripto] 
is charged with no tax - save when, as here, 
he fails or refuses to collect it from the 
Florida customer./8 

The United States Supreme Court held that Florida could 

require a nonresident seller who has no regular employees or 

agency in Florida and does not own, lease or maintain any office, 

distributing house, warehouse or other place of business in 

Florida to register as a dealer and collect the Florida use tax. 

The Court concludes that Scripto is controlled by General Trading 
79 

Company v. State Tax Commission and quotes from that case: 

"Of course, no State can tax the privilege of doing interstate 
80 

business." 

Volume V, question 7(K5) provides: 

. ( 81 . 
Sect~on 35 a) g~ves a person other than a 
corporation an election to average business 
income for the current year and the previous 
4 taxable years. What is meant by previous 
4 taxable years? 
A. It is our conclusion that the reference 
to "previous 4 taxable years" means 4 pre-
vious taxable years under the SBT Act. 82 
"Taxable year" is defined in Section 10(1) 
of the Statute as: "'Tax year' or 'taxable 
year' means the calendar year, or the fiscal 
year ending during the calendar year, upon 
the basis of which the tax base is computed 
under this act •.. " 
The reference to "under this act" is inter
preted as meaning the first income averaging 
under SBT will be for the tax year 1980 rather 
than the tax year 1977 as previously indicated. 
(Amends Volume I, Question 11). 
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83 
ITA 24 provides in part: "'Tax year' or 'taxable 

year' means the calendar year, or the fiscal year ending during 

such calendar year, upon the basis of which taxable income is 

computed under this act .... • 

The definition of "taxable year" is the same in the 

ITA and in the SET. As discussed with respect to vollli~e I, 

question ll(XI), supra, the Department is taking opposite posi

tions in its application of the identical definitions. 

VOLUME VI 

Volume VI, question 5(E6), provides: 

Are client reimbursed expenses required to be 
included in gross receipts of an attorney? 
A. Court costs, filing fees, revenue stamps, 
witness fees and similar fees and expenses 
can be excluded from the gross receipts as 
being obtained in a representative capacity 
solely on behalf of another. However, reim
bursed expenses such as corporate record books, 
postage, copy expense, telephone calls and 
travel expenses cannot be excluded as recg*ved 
in a representative capacity. [SETA 7(3)] 

85 
This answer ignores SET 2(2) and the SET 7(1) and (3) 

definitions of ''sales'' and ''gross receipts''. "Sales" means 

gross receipts from transfer of title and from performance of 

services. "Gross receipts" means sales and rents. Under the 

Internal Revenue Code client reimbursed expenses are treated as 

a loan by the lawyer to his client and their deduction is pro-
86 

hibited unless the client fails to reimburse the lawyer. 
87 

SET 2(2) and 104 state that the terms used in the act shall have 

the same meaning as in the IRC. The Department's answer 
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improperly treats client reimbursed expenses as gross receipts 

from performance of services. The proper classification of 

client reimbursed expenses is a receipt from payment of a loan. 

This type of receipt is not included in the definition of 

"gross receipts. 11 

Volume VI, question 8(A3), provides: 

Since the business activity of a commission 
Domestic International Sales Corporation 
(DISC) is required to be included in the 
parent's SBT return, how will the activity 
of a DISC be reported by the parent when 
the accounting period of the parent is 
different from that of the DISC? 
A. The business activity of the DISC to 
be included in the parent's return shall 
be based on the business activity of the 
DISC for any taxable year of the DISC ending 
within or with the taxable year of the parent. 

This answer relates to the Department's answer in 

volume V, question 3(A2), supra. In effect the Department 

is granting exemption from the SBT to the commission DISC, and 

initiating a flow-through concept, neither of which has statutory 

authority. 

Volume VI, question 17(L6), provides: 

Can a construction contractor exclude 50% 
of the compensation paid toward the com
pletion of a construction contract signed 
prior to September 1, 1975 and also use 
that same compensation for the excess 
compensation adjustment? 
A. The cbmpensation used for the excess 
compe~gation adjustment provided in Sec. 
31(5) must be reduced by the amount of 
the exempt compensation allowable under 
Sec. 35 (e) and 35 (f) ..• [SBTA 35 (e) and (f) ]89 
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90 
This answer ignores the SET 4(3) definition of 

compensation. SET 31(5) and 35(f) use the word "compensation" 

unqualified in any respect. The Department's interpretation 

improperly inserts before the word "compensation" in SET 31(5) 

the word 11 nonexempt." 

Volume VI, question 2l(Y3), provides: 

Is a business with gross receipts less than 
$34,000 subject to intangibles tax on its 
intangible property? 
A. Yes, as the taxpayer is exempt from 
payment of SET. 

The 1976 amendment of Michigan Intangibles Tax Act 3(b) 
91 

(12) gave rise to volume VIII, question 32(Pl) which amends this 

answer. For 1976 only, Michigan Intangibles Tax Act 3(b) (12) 

exempts from the tax: 

Intangible personal property owned by or 
comprising the assets of any person or business 
enterprise engaged in business activity as de
fined by section 3 of Act No. 228 of the Public 
Acts of 1975, being section 208.3 of the Michigan 
Compiled Laws. 

For 1976 only, this broad exemption means that intan-

gible personal property owned by any person who transfers title 

to or rents property, or performs services other than as an 

employee, is exempt from the Michigan intangibles tax. This 

exemption includes directors on corporation boards, executors 

and administrators of decedents' estates, and trustees. The 

discussion of volume IX, question 10, infra, is apposite. 
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VOLUME VII 

Volume VII, question 2(Gl3), provides: 

Will the department allow a capital acquisition 
deduction for assets acquired prior to January 
1, 1976 if the taxpayer uses the. annualized 
method to compute the tax for fiscal years end-
ing in 1976? 92 
A. No. Section 10(1) of the SBT Statute de
fines taxable year as the calendar or fiscal 
year during the calendar year upon which the 
tax base is computed under this act. Except for 
the first year required by this act, th~ tax 
year shall be the same as covered by the federal 
income tax return. Therefore, it is our con
clusion that the taxable year as indicated in 
Sec. 10(1) for the first year of the SBT is from 
January 1, 1976 to the end of the taxpayer's 
fiscal year. 

93 
This answer ignores SBT 72(a): 

The tax may be computed as if this act were 
effective on the first day of the taxpayer's 
annual accounting period and the amount so com
puted shall be multiplied by a fraction, the 
numerator of which is the number of months in 
the taxpayer's first taxable year, and the 
denominator of which is 12. 

94 
The SBT 23 capital acquisition deduction is used in 

95 
computing the SBT 31 "adjusted tax base." Use of the SBT 72(a) 

annualized method requires the SBT 23 adjustments in computing 

the tax as if it were effective on the first day of the taxpayer's 

annual accounting period. The annualized method requires all the 

statutory adjustments, including the capital acquisition deduction, 

in computing the tax for the taxpayer's annual accounting period. 

Volume VII, question 3(Ql0), provides: 

Our partnership has elected to use the 50% of 
gross receipts method of computing the tax. 
As a partner of that partnership, I did not 
make the election. Therefore, would my pro
rata share of SBT paid be allowable as a 
credit on my Michigan income tax return? 
A. No. The credit is based on the taxpayer's 
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business income and a percentage of SBT paid. 
Even though the partner may not agree with 
the election, the taxpayer for which the SBT 
payment was made would be controlling. 

This answer has been reversed in favor of the taxpayer 
96 97 

by a December 29, 1977 amendment of ITA 269 for tax years 

ended befo~December 1, 1977. This amendment also repealed the 

ITA 269 credit for tax years ending after November 30, 1977. 

Partners who relied on this answer and did not claim the ITA 269 

credit on their 1976 Michigan income tax return have the oppor-
98 

tunity to file timely refund claims. 

For tax years beginning after 1976 the credit is allowed 

for a portion of the SBT liability of every unincorporated tax-

payer and of every subchapter S corporation taxpayer regardless 
99 

of whether it elects the 50% gross receipts limitation. 

Volume VII, question 6(Ell), provides: 

Are dividends received by a parent from its 
subsidiary corporations included as gross 
receipts for a taxpayer using the gross 
receipts method? 
A. It is our conclusion that the dividends 
would be part of the parent's business activity 
and, therefore, must be included in gross 
receipts. 

100 
SBT 7(3) defines gross receipts as the sum of "sales" 

and rental receipts. Dividends do not constitute consideration 

for transfer of title to inventory property or for the performance 

of services; neither do they constitute rental receipts. Accordingly, 

they are not includible in gross receipts for the purposes of 

the SBT 31(2) 50% of gross receipts limitation. 

29 



The Department's answer in volume VII, question 7(A6) 

follows the statutory requirement and is inconsistent with its 

answer in volume VII, question 6(Ell). 

Volume VII, question ll(Cl2), provides: 

Are fringe benefits which are included in work
in-progress inventory required to be added as 
compensation for SBT? 
A. Yes. Compensation must include all fringe 
benefits credited to any account on a cash or 
accrual basis consistent with the taxpayer's 
method of accounting for federal income tax 
purposes and no inventory adjustments are 
allowable. 

101 
Not all fringe benefits are included in the SBT 4(3) 

definition of "compensation." The limiting language is "and 

subject to or specifically exempt from withholding under section 
102 

3401 of the Internal Revenue Code." If a fringe benefit does 

not come within this limitation and is not enumerated in the 

second sentence of SBT 4(3) no statutory requirement exists for its 
103 

inclusion in the SBT 9(5) adjustment. The Department's answer 

in volume VI, question 2(C4) follows the statutory requirement 

and is inconsistent with its answer in volume VII, question ll(Cl2). 

VOLUME VIII 

Volume VIII, question ll(Sl), provides: 

Is an individual or a partnership eligible for the 
credit for charitable contributions to public 
libraries, institutions of higher learning and 
Michigan college fg~ndations? 
A. Section 38(1) of the SBT Statute states: 
"At the election of taxpayers not subject to Act 
No .. 281 of the Public Acts of 1967, as amended .... " 
(Michigan Income Tax Act) It is our conclusion 
only a person operating in the corporate form 
would be eligible for the credit. Individuals 
and partners of a partnership would be allowed the 
credit on their personal income tax return(MI-1040). 
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This answer fails to recognize that a partnership is 
105 

a taxpayer under the SBT 
106 

and is not a taxpayer under the ITA. 

Not being a taxpayer subject to the ITA, a partnership is eligible 

to elect to claim the SBT 38 credit for the qualified charitable 

contributions made by the partnership-ta»payer. 

Volume VIII, question 2S(Nl4), provides: 

If under the safe haven rules the taxpayer's 
previous year's tax liability did not cover 
a 12 month period but would have qualified 
as $10,000 or less if the prior year's tax 
liability was annualized, could they use the 
safe haven rule? 
A. No. The safe haven rule must be based 
on a tax year of 12 months. 

107 
Here the matter of the SBT 10(1) 

108 
definition of "tax 

109 
year 11 or "taxable year" arises again. SBT 71(4) provides in 

part: 

The interest provided by this act shall not 
be assessed if any of the following occur: 

*** 
(b) If the preceding year's tax liability 

was $10,000.00 or less and if the taxpayer 
submitted 4 equal installments the sum of 
which equals the previous year's tax liability. 

The tax liability must of necessity apply to the tax 

year. Regardless of the length of the year, if it meets the SBT 

10(1) definition of a "tax year", the SBT 71(4) (b) safe haven 

provision applies. 

110 
IRC 6654 (d) (1) provides a safe haven similar to the 

one provided in SBT 71(4) (b) and produces the result set forth 

in the Department's volume VIII, question 2S(Nl4). The crucial 

difference is the explicit language in IRC 6654(d) (1): 
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The tax shown on the return of the 
individual for the preceding taxable year, 
if a return showing a liability for tax 
was filed by the individual for the pre
ceding taxable year and such preceding 
year was a taxable year of 12 months. 

111 
Under the rationale of In re Dodge Brothers, SBT 

71(4) (b) should not be construed to include the language "and 

such preceding year was a taxable year of 12 months." 

VOLUME IX 

Volume IX, question 8 provides: 

Does a federal net operating loss (NOL) 
sustained on a short period return ending 
after January 1, 1976, qualify1~s an SBT 
business loss per Sec. 23(e)? 
A. No. The IRS requires that this type of 
NOL be carried forward ratably over the 10 
year period (10% each year) following the 
short period. This loss loses its identity 
as an NOL and becomes an ordinary deduction 
in arriving at taxable income for each of 
the s·ucceeding ten years to the extent of 
one-tenth of said loss. 
For SBT, business income for the year of 
this loss would be zero. For each of the 
succeeding years, business income would re
flect the (10%) carried.forward. Since the 
carryforward is not considered an NOL, no 
adjustment is required for SBT. 

If this loss was sustained prior to January 
1, 1976, would the unamortized loss be allowed 
as an unused Michigan NOL and available as a 
carryforward for SBT? 
A. No. While the unamortized loss is not 
considered an unused NOL, the business income 
for each succeeding year would reflect this 
federal carryforward. Since it is not con
sidered an NOL, it would be allowed beyond 1980. 

The generality of this question and answer may be mis-
113 

leading. Presumably the reference is to Revenue Procedure 77-26, 

which pertains to the Internal Revenue Service approval of a 

request for a change in annual accounting period. 
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In certain cases involving a net operating loss in 

the short period, the Internal Revenue Service may approve a 

request for change in accounting period if the taxpayer agrees, 

in lieu of a net operating loss carryback, to deduct the amount 

of the net operating loss ratably over the 10-year period 

following the short period. 

For all other cases involving a short period return, 
114 

SBT 23(e) and (f) provide for the deduction of business losses 

arising under the SBT and of net operating loss carryovers which 

arose under the ITA, respectively. 

Volume IX, question 10, provides: 

Are directors' fees compensation for SBT 
purposes and is the performance as a 
director included in the definition of 
business activity? 
A. Yes. The department is reversing an 
earlier position regarding directors' fees. 
It is now concluded that a director is 
engaged in a business activity as defined 
in the SBT Act, whether or not compensated 
for the performance of that service. This 
includes "inside" directors (officers or 
directors who are otherwise employed by the 
corporation), as well as "outside" directors. 
However, the business activity of such in-
side director is his service on the board only, 
and not his other employment with the cor
poration. A corporation will consider fees 
paid for services rendered as a director as 
payments to an independent contractor and 
need not include such fees as compensation 
for SBT. A director is required to file an 
SBT return if gross receipts from that service 
plus any other receipts exceed $34,000. 

In this answer the Department reverses its position 

stated in volume v, question 4(C9). 
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The Department reportedly has qualified this answer 

by opining that the activities of a person serving on the board 

of a nonprofit organization do not constitute a business activity 
115 

as defined in SBT 3(2). The logical extension of this posi-

tion would mean that services performed by any person for a 

nonprofit organization do not constitute a business activity as 

defined in SBT 3(2). 

SBT 3(2) does not provide that the performance of 

services must be solely for profit organizations. Rather the 

services must be performed in Michigan "with the object of gain, 

benefit, or advantage, whether direct or indirect, to the tax-

payer or to others." Whether the entity for whom the services are 

performed is a profit or nonprofit organization is irrelevant. 

For tax years beginning after 19i6 this exemption does 

not apply to intangible personal property owned by a director of 

a corporation if the director otherwise is not engaged in an SBT 

3(2) "business activity". SBT 3(2) now excludes "services as a 

director of a corporation" from the definition of "business activity" 

For tax years beginning after 1976 a seemingly redundant 

attack on directors of corporations occurred. Michigan Intangibles 
116 

Tax Act 3(b) (12) was further amended to exempt from the tax: 

Intangible personal property owned by 
or comprising the assets of a person or 
business enterprise engaged in business 
activity as defined by section 3 of Act No. 
228 of the Public Acts of 1975, as amended, 
being section 208.3 of the Michigan Compiled 
Laws, if, were income received from such 
intangible personal property, it would be 
considered even if deducted or excluded, in 
determining the amount, even if zero or 
negative, of business income as defined by 
section 3 of that act. 
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This amendment accomplishes substantially the same 

result for directors of corporations as the exclusion of "services as a 

director of a corporation" from the definition of "business activity." 

The exemption is changed from all intangible personal property 

owned by a taxpayer engaged in business activity to only the 

taxpayer's intangible personal property capable of producing 
117 

business income as defined in SBT 3(3) which reads: 

'Business income' means federal taxable 
income, except that for a person other than 
a corporation it means that part of federal 
taxable income derived from business activity. 
For a partnership, business income includes 
payments and items of income and expense 
which are attributable to business activity of 
the partnership and separately reported to the 
partners. 

An example of the limitations of the post-1976 exemption 

is when dividends and interest received by a taxpayer other than 

a corporation are a part of federal taxable income not derived 

from business activity as defined in SBT 3(2). Accordingly for 

tax years beginning after 1976 the stocks and bonds producing the 

non-"business income" are not exempt from the Michigan intangibles 

tax. 

However directors of corporations have received one 

advantage. Services as a director of a corporation do not 

constitute SBT 3(2) "business activity" and directors' fees do 
118 

not :constitute SBT 4 (3) "compensation" because they are not 

subject to nor specifically exempt from withholding under IRC 
119 120 

3401. They are self-employment income. Accordingly directors' 

fees are not subject to the SBT. 
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VOLUME X 

Volume X, question 4 provides: 

A corporation contributes depreciable property 
to a qualifying university. For federal pur
poses this property has been depreciated and 
has a zero adjusted base, therefore there is 
no contribution reported on this federal income 
tax return. What is the credit allowed the 
single business tax return? 
A. we will use the federal guide lines regarding 
the value of property contributed. In this 
example, there would be no contribution eligible 
for college contribution credit. 

The second sentence of this question may be misleading. 

Merely because depreciable property has a zero adjusted basis 

does not necessarily result in a zero charitable contribution 
121 

deduction for u. s. income tax purposes. IRC 170(e) (1) provides 

otherwise. For example, if a donor has held for more than one 

year depreciable property having a fair market value of $12,000 

with a zero adjusted basis and on which $8,000 of recapturable 

depreciation has been taken, a contribution of the property to a 

university will permit a deduction of $4,000 ($12,000 minus $8,000). 

122 
SBT 2(2) provides: 

A term used in this act and not defined 
differently shall have the same meaning 
as when used in comparable context in 
the laws of the United States relating 
to federal income taxes in effect for 
the tax year unless a different meaning 
is clearly required. A reference in 
this act to the internal revenue code 
includes other provisions of the laws of 
the United States relating to federal 
income taxes. 

The Department's answer in volume X, question 4 improperly 

applies SBT 2(2) and concludes that the amount of the contribution 

must be reduced as required in IRC 170(e) and (f) before the credit 
123 

is further reduced by the applicable limitations of SBT 38. 
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SBT 38(1) defines "charitable contribution" differently 
124 

than does IRC l?O(c). The SBT 38(1) meaning is limited to 

contributions to Michigan public libraries, to Michigan institu

tions of higher learning, and through the 1980 tax year to certain 

entities operating exclusively for the benefit of Michigan insti-

tutions of higher learning. Accordingly SBT 2(2) does not permit 

the use of the much broader meaning of "charitable contribution" 

under IRC 170(c). 

Furthermore no authority exists for requiring the use of 

the IRC l?O(e) and (f) reductions in computing the amount of the 

charitable contribution credit. A logical extension of this 

treatment would require also the use of the IRC l?O(b) percentage 

limitations before the credit is further reduced by the applicable 

limitations of SBT 38. 

Containing its own definition of "charitable contribution" 

and its own limitations as to the amount of the credit, SBT 38 

speaks for itself in these two areas. The IRC 170(c) definition 

of "charitable contribution" and the IRC 170 (b), (e) and (f) 

limitations are irrelevant. 

The Department's answer that federal guidelines would 

be used regarding the value of property contributed presumably 

means that the fair market value of the property for U. S. income 

tax purposes would be used for single business tax purposes. 

Volume X, question 9 provides: 

If single business tax is not an income tax, 
what is it? 
A. The single business tax is of the added
value theory and is an income tax only to the 
extent that that component is included in the 
tax base. 
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SBT 31(4) provides: "The tax so levied and imposed 

is upon the privilege of doing business and not upon income." 

This characterization of the tax is not determinative of the 

issue. "Of course, an otherwise unconstitutional tax is not 

made the less so by masking it in words cloaking its actual 
126 

thrust." 

127 128 
The discussion of Steckler and Armco at volume V, 

question 5(A4), supra, is apposite. In Steckler the reliance 
129 --

upon Kuhn with respect to the graduated base is misplaced. Kuhn 

considers only a flat $1,200 exemption and does not consider a 
130 

graduated exemption such as is provided by SBT 35(1) (a). This 

exemption is reduced $2 for each $1 that business income exceeds 

the amount of the exemption. This $40,000 exemption is increased 

by $12,000 for each of certain partners and shareholders, not to 

exceed an additional $48,000. 

The result of this graduated exemption is to increase 

the tax base in graduated amounts as a taxpayer's business incom~~ 

increases and to decrease the tax base in graduated amounts as a 

taxpayer's qualified partners or shareholders increase. If the 

term "graduated as to base" is to be given any meaning, the 

graduated base caused by the SBT 35(1) (a) graduated exemption 

should qualify. 

Volume X, question 15 provides: 

A Canadian trucking company has a terminal 
in Michigan and conducts interstate activity 
between Michigan and Canada. Under a treaty 
with Cana1~ the activity is exempt from 
taxation. 1 What effect will the SBT have 
on this treaty? 
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A. The Canadian firm is not required to file 
a federal income tax return and, therefore, 
would have no federal taxable income and would 
not have additions or subtractions to the tax 
base to the extent deducted or excluded in 
arriving at federal taxable income. Therefore, 
the entire tax base would be the apportioned 
compensation. T£j

2
taxpayer would not qualify 

under Section 35 as an exempt person as the 
treaty exempts the activity. 

The generality of this answer may be misleading. Its 
133 

correctness depends upon the extent if any that the SBT 9(5) 
134 

compensation adjustment is required. As defined in SBT 4(3) 

"compensation" means payments which are subject to or specifically 
135 

exempt from withholding under IRC 3401, plus the items enumerated 

in the second sentence of SBT 4(3). 

If the facts and applicable law establish that the 

payments by the Canadian firm to its employees are not subject 

to nor specifically exempt from withholding under IRC 3401, these 

payments do not constitute compensation for SBT purposes. For 

example, the Canadian firm may have employees who are Canadian 

resident citizen individuals none of whose compensation is subject 

to or specifically exempt from withholding under IRC 3401. 

CONCLUSION 

The Department's questions and answers constitute a 

helpful contribution to the solution of taxpayers' problems in 

their good faith attempts to comply with this new tax act. To 

the extent certain of the current answers are reversed or modi-

fied by subsequent answers, by the tax tribunal, or by the courts, 

taxpayers will have opportunities for abated deficiency assess-

ments and for refunds. Extensive use of the provisions of SBT 87, 

88 and 97 appears to be a certainty. 

January 19, 1978 
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Mich. Comp. Laws Ann. §208.77. 

34. No. 389 [1976] Mich. Pub. Acts. Addition in capital letters. 

35. Int. Rev. Code of 1954, §l563(a). 

36. No. 273 [1977] Mich. Pub. Acts. Addition in capital letters. 

37. Int. Rev. Code of 1954, §414(c). 

38. 241 Mich. 665, 669, 217 N.W. 777, 779 (1928). 

39. Mich. Comp. Laws Ann. §208.87. 

40. Id. §208.9·7(2). 

41. Id. §208.88 (emphasis added). 

42. Id. §§450.301-.310 (1967), repealed by No. 284 [1972] 
Mich. Pub. Acts, & No. 230 [1975] Mich. Pub. Acts. 

43. No. 5684 (Mich. Ct. Cl. Sept. 20, 1976). 

44. No. 13 [1975] Mich. Pub. Acts. 
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45. Mich. Comp. Laws Ann. §450.309 (Supp. 1976), repealed by 
No. 230, §1(2) [1975] Mich. Pub. Acts (effect1ve Dec. 31, 
1977). 

46. Id. §450.310 (Supp. 1976), repealed by No. 230, §1(2) [1975] 
Mich. Pub. Acts (effective Dec. 31, 1977). 

47. Id. §600.6446 (1968); Mich. Gen. Ct. R. 801. 

48. Aluminum Co. of America v. Department of Treas., 522 F.2d 
1120 (6th Cir. 1975). 

49. Mich. Comp. Laws Ann. §450.310(4) (Supp. 1976), amended by 
No. 13, §l [1975] Mich. Pub. Acts. 

50. Detroit Edison Co. v. State, 361 Mich. 290, 306-07, lOS 
N.W. 2d 227, 236 (1960). 

51. Mich. Comp. Laws Ann. §208.31(2). 

52. No. 291 [1977] Mich. Pub. Acts. 

53. Mich. Comp. Laws Ann. §206.269. 

54. Id. §206.441. 

55. Id. §208.37, added by No. 273 [1977] Mich. Pub. Acts. 

56. Id. §208.9 (4) (e). 

57. Int. Rev. Code of 1954, §701. 

58. Id. §991. 

59. Id. §1372 (b) (l). 

60. Mich. Comp. Laws Ann. §208.35 (l) (c). 

61. Id. §208.9(9), Michigan Department of Treasury Single 
Business Tax Questions and Answers, Volume IX, Question 3. 

62. Int. Rev. Code of 1954, §§995, 996. 

63. Mich. Comp. Laws Ann. §208.9(7) (a). 

64. Id. §208.31(4). 

65. Id. §§205.551-.574, repealed No. 281, §497 [1967] Mich. 
Pub. Acts. 

66. Armco Steel Corp. v. Department of Revenue, 359 Mich. 430, 
102 N.W. 2d 552 (1960), appeal dismissed, 364 U.S. 337 (1960). 

67. 75 Mich. App. 640, 255 N.W. 2d 718 (1977). Application to 
Michigan Supreme Court for leave to appeal denied on November 
23, 1977. 402 Mich. 802. 

68. Id. at 651, 652, 255 N.W. 2d at 723, 724. 

69. 359 Mich. 430, 449, 102 N.W. 2d 552, 562. 
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72. 

73· 

p 74. 

75. 

76. 

77. 

78. 

79. 

80. 

81. 

82. 

83. 

84. 

85. 

~ 
86. 

87. 

88. 

89. 

90. 

91. 

92. 

93. 

94. 

95. 

96. 

97. 

Mich. Comp. Laws Ann. §208 .35 (1) {a). 

430 u.s. 274 (1977). 

358 u.s. 450 (1959). 

328 u.s. 823 (1946). 

430 u.s. at 277, 278, 287. 

Public Law 86-272 (1959). 

362 u.s. 207 (1960). 

386 u.s. 753 (1967). 

362 u.s. at 211. 

Id.; General Trading Co. v. State Tax Comm'n, 322 u.s. 
335, 338 (1944). 

Id. 

Mich. Comp. Laws Ann. §208.35(a); changed to §208.35(1) (a) 
by No. 273 [1977] Mich. Pub. Acts. 

Id. §208.10(1). 

Id. §206.24 (emphasis added). 

Id. §208.7(3). 

Id. §§208.2{2), .7(1), .7(3). 

Herrick v. Commissioner, 63 T.c. 562, 569 (1975). 

Hich. Comp. Laws Ann §§208.2(2), .104. 

Id. §208.31(5). 

Id. §208.35(e), .35(f); changed to §208.35(1) (e), .35(1) (f) 
by No. 273 [1977] Mich. Pub. Acts. 

Id. §208. 4 (3). 

Id. §205.133(b) (12) as amended by No. 327 [1976] Mich. 
Pub. Acts. This paragraph was further amended by No. 292 
[1977] Mich. Pub. Acts. 

Id. §208.10 (1). 

Id. §208. 72 (a) . 

Id. §208.23. 

Id. §208.31. 

No. 291 [1977] Mich. Pub. Acts. 

Mich. Comp. Laws Ann. §206.269. 
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98. Id. §206.441. 

99. Id. §208.37 1 added by 273 [1977] Mich. Pub. Acts. 

100. Id. §208.7(3). 

101. Id. §208.4(3). 

102. Int. Rev. Code of 1954 1 §3401. 

103. Mich. Comp. Laws Ann. §208.9(5). 

104. Id. §208. 38 (1). 

105. Id. §208.6(1) 1 .10 (2). 

106. Id. §206.51(3). 

107. Id. §208.10 (1). 

108. Volume V1 question 7(K5) 1 supra. 

109. Mich. Comp. Laws Ann. §208.71(4). 

110. Int. Rev. Code of 1954 1 §6654(d)(l). 

111. 241 Mich. 665 1 669 1 217 N.W. 7771 779 (1928). 

112. Mich. Comp. Laws Ann. §208.23(e). 

113. 1977-31 Int. Rev. Bull. 38. 

114. Mich. Comp. Laws Ann. §208.23(e) 1 .23(f). 

115. Id. §208.3(2). 

116. Id.§205.133 (b) (12) 1 as amended by 292 [1977] Mich. 
Pub. Acts. 

117. Id. §208 .3 (3). 

118. Id. §208.4 (3). 

119. Int. Rev. Code of 1954 1 §3401. 

120. Rev. Rul. 72-86 1 1972-1 Cum. Bull. 273. 

121. Int. Rev. Code of 1954 §l70(e) (1). 

122. Mich. Comp. Laws §208.2(2). 

123. Id. §208.38. 

124. Int. Rev. Code of 1954 1 §170(c). 

125. Id. §208.31 (4). 

126. Colonial Pipeline Co. v. Traigle1 421 u.s. 100 1 113 (1975). 
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127. 

128. 

-
129. 

130. 

131. 

132. 

133. 

134. 

135. 

75 Mich. App. 640, 255 N.W. 2d 718 (1977). Application 
to Michigan Supreme Court for leave to appeal denied 
on November 23, 1977. 402 Mich.802. 

Armco Steel Corp. v. Department of Revenue, 359 Mich. 430, 
102 N.W. 2d 552 (1960), appeal dismissed, 364 U.S.337 (1960). 

Kuhn v. Department of Treasury, 384 Mich. 378, 183 N.W. 2d 
796 (1971). 

Mich. Camp. Laws Ann. §208.35(1) (a). 

Income Tax Treaty between Canada and the United States, 
Article V. 

Mich. Camp. Laws Ann. §208.35. 

Id. §208.9(5). 

Id. §208.4 (3). 

Int. Rev. Code of 1954, §3401. 
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WILLIAM G. MILLIKEN, Governor 

ALLISON GREEN, State Treasurer 

Mr. Ernest Getz 

STATE OF MICHIGAN 

DEPARTMENT OF TREASURY 

TREASURY BUILDING 

LANSING. MICHIGAN 48922 

February 10, 1978 

Dickinson, Wright, McKean, Cudlip & Moon 
800 First National Building 
Detroit, Nichigan 48226 

Dear Mr. Getz: 

Re: The Review and Update of the 
Proposed Single Business Tax Article 

The first paragraph on page 29 states "Partners who relied on this 
answer and did not claim the ITA 269 credit on their 1976 Michigan 
income tax return have the opportunity to file timely refund claims." 
This statement leads the reader to the conclusion that a calendar 
year taxpayer for 1976 will be allowed the credit even though the 
50% method was used. The subsequent paragraph indicates for tax 
years beginning after 1976. However, the previous statement is 
somewhat misleading. 

One other connnent with regard to the interpretation of "guidelines." 
In one instance on page 12the reference to federal guidelines with 
regard to compensation does not mean that the Department is inter
preting the tax as an income tax and the text of your article does 
not allude to that fact. However, the discussion of nexus and the 
Department's position that the guidelines of Scripta Incorporated 
v. Carson will be used {pages 23 and 24) seems to give rise to a 
different meaning of guidelines in that the Department is likening 
the SBT to a use tax 'tvhich, of course, is not the case. 

After thorough review of the article, although I do not agree with 
your conclusions, you have correctly stateJ the Department's position. 

Very .. tru . .I.1yy 7 yo 'is 

~6~~e;:::--
t }.h'omas M. Hoatlin, Administrator 
~ingle Business Tax 

TMH:ch 

MICHIGAN The Great lake State 
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Partnership Taxation: Decrease in oartner's share of liabilities, 
and discharge of indebtedness as In~ome. 

Stewart F. Sherlock 

'l'he problems presented by the o.ecision in Stackhouse v. U.s., 4lfl F 2d 465 
(1971) 'rere: 

(l) Does a decrease in a IJartner' s share of liabilities of a 
partnership constitute a distribution of money to the partne:c·, and, 

(2) Does the partner realize ordinary income from the discharge of 
his indebtedness, under the Internal Revenue Code of 1951~, section 
6l(a)(l2), therefore, allowing one to utilize section 108 and 1017? 

~'l:is article will consider relevant arguments for these proposition, the 
c:trengths and the weaknesses of the arguments and the applicability of 
S ·: :.ckhouse today. 

··:.:o8 facts, as presented in Stackhouse, •1ere: 

In 1960 the taxpayers Vincent Stackhouse a.nd Robert V, 1ifilliac:m 
formed a partnership to succeed and carry on the business 
of V, I,. Beavers, Engineers, a partnership which had been composed 
of Beavers, Stackhouse and \·lilliams. The new partnership
\{illiai'ls-Stack.rtouse & Associates - assU!l'.ed all the liabilities of 
V, L. Beavers, Engineers, Among those liabilities were fees 
owed to Condos & Rhame under a contract •rllereby Condos & Eharne 
furnished operating capital and business advice to V. L. Jleave:es, 
Engir ... eers, in return for a percentage of Beavers r l)usiness 
receipts, On August 8, 1963, the taxpayers advised Conllos & 
Hhame that because of its breach of contract they conside:r·c>.d 
Williams--Stackhouse & Associates no longer bound by the: contc.:-CJ.ct. 
On that date the taxpayers owed Condos & Rhame $126,882,86. Cono.os 
& Rha1ne then sued the taxpayers in a Texas state coUTt, On August 
31, 1964, the taxpayers settlell the entire debt by paying Condos 
& illl=e $30,000. 

The Cornmissioner of Internal Rnvem1e noted the transaction in 
the ta.-q>ayers' 196L~ partnership ret=n and concluded that by 
this nettlement the partnership had roalized incoC!le in the 
amount o:L $96,882.86 (the difference bet,·reen the auount of the 
debt anlt the ammmt of the settlement), which should be divided 
equally behreen the taxpayers, Because the partnership had be,en 
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insolvent before the settlement (that is, its liabilities exceeded 
its assets), the Commissioner determined that this gain should 
be recognized to each taxpayer onlY, to the extent of his solvency 
immediately after the settlement, The parties stipulated that 
immediately after and as a result of the settlement, the net 
worth of Williams was $41,582.57 and of Stackhouse, $32,765,67. , 
Accordingly, the Commissioner increased the taxpayers' taxable 1 
incomes in these respective amounts, made certain minor adjustments' 
not in issue, and assessed deficiencies, The taxpayers paid the 
deficiencies and interest- Williams, $12,936.47, and Stackhouse, , 
$10,047.43- and filed suits for refunds, 

The taxpayers' cases were consolidated for trial, On August 
13, 1970, the district court rendered judgement for the United 
~tates, In its memorandum opinion the court held that under 
S6l(a)(l2) the taxpayers realized gross income from the dis
charge of their indebtedness to the extent of their solvency, 
The court rejected the taxpayers' argument that the gain to be 
recognized to each of them as a result of the settlement should 
be determined under the provisions of ~73l(a) governing the 
distribution of partnership assets to partners, The court §aid: 

The plaintiff's reliance upon Sec, 73l(a) of the Internal Revenue 
Code, however, is misplaced for that section obviously refers 
to the distribution of the partnership's assets, or proceeds from 
the sale or exchange of partnership assets, to a partner. There 
was no distribution here of any partnership assets to a partner, 
and there was no sale or exchange of partnership assets with the ~ 
resulting proceeds being distributed to the partners, There 
was only a cancellation of debt which Section 6l(a)(l2) explicitly 
designates as income, 

On appeal, the government argued that the lower court was co=ect and the 
taxpayers realized ordinary income under section 6l(a)(l2) of the Internal , 
Revenue Code, The petitioners argued that the specific provisions of Sub
chapter K controlled over section 6l(a)(l2) and thus, the gain was capital 
in nature, to the extent of solvency after a discharge of indebtedness, 

Analysis of Governmmnt Argument: 

Does section 6l(a)(l2) apply to Stackhouse and discharge of indebtedness? 

IRC Section 61, Gross Income Defined: 

(a) General Definition- Ex~ept as otherwise provided in this subtitle, 
gross income means all income from whatever source derived, including (but 
not limited to) the following items: 

(12) Income from discharge of indebtedness; 

In United States v. Kirby Lumber Co, 284 u.s. l, (1931), income was recognizee 
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from a discharge of indebtedness, and in Hayden Co. v. Commissioner 118 F. 
2d 285 (194l), this doctrine was extended to include a compromise on the 
principal amount of indebtedness. In Stackhouse prior to the discharge, the 
liabilities of the partners exceeded their assets. Therefore, their income 
was limited to the amounts of their increase in solvency, under Kirby 
~ber Co. 

Following this rationale, each of the partners would realize income for one 
half of the debt discharged; or $126,882 debt less amount paid, $30,000; or 
one half of $96,882, limited to their solvency. 

The government in Stackhouse also argued that IRC Sections 731 and 752 were 
not applicable to the discharge of an indebtedness, but that this was 
goverened by section 61 (a)(l2). 

IRC Section 73l(a) states: 

(a) Partners - In case of a distribution by a partnership to a partner -
(1) gain shall not be recognized to such partner, except to the 

extent that any money distributed exceeds the adjusted basis of 
such partner's interest in the partnership immediately before the 
distribution. 

Any gain recognized under this subsection shall be considered as gain from 
the sale or exchange of the partnership interest of the distributee partner. 

Section 752(b) states: 
(b) Decrease in Partner's Liabilities- Any decrease in a partner's 

share of the liabilities of a partnership, or any decrease in a 
partner's individual liabilities by reason of the assumption by 
the partnership of such individual liabilities, shall be considered 
as a distribution of money to the partner by the partnership. 

It appears the government felt that section 73l(a) was inapplicable becaus& 
there was no sale or exchange of partnership assets, and therefore, no proceeds 
to be distributed to the partners. The government's argument that section 
752(b) was not applicable was supported by the fact that liability was 
personally assumed by the taxpayers. Therefore, section 752 of Subchapter 
K could not apply. 

Analysis of Petitioner Argument: 

The petitioner argued that section 752(b) specifically provides that any 
decrease in a partner's share of the liabilities of the partnership shall 
be considered as a distribution of money to the partner by the partnership. 
Thus, 752(b) stands alone. It appears that this argument has support in 
Stillwell v. Commissioner 46T.C. 247 (1966), where the court based its 
decision that a,decrease in one's share of the liabilities of the partnership 
by the assumptio~ of the liabilities by his partner, constituted a 
distribution within the meaning of section 731. The court agreed with the 
Commissioner in Stillwell, basing its decision on section 752(b). 

Stillwell and section 731 would indicate that any decrease of a partner's 
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share of liabilities shoula be considered a distribution of money, It is 
immaterial how smch liabilities were decreased, whether by an outside party, 
or a person in the firm, 

The Senate Committee reports, dealing with the enactment of Subchapter K, 
show that the Subchapter was enacted to provide a comprehensive set of 
laws to govern the tax ramifications of partnerships, See, U,S, Code I 
Congressional and Administrative News, 83rd Congress, Second Session. ,~,. 
The Committee stated in :hts Report that "ordinarily no gain or loss is 
recognized upon such a distribution," i.e. upon distributions of money and/ 
or property by the. partnership to a partner, Upon consideration of other 
portions of Subchapter K, this becomes readily apparent because: income 
of the partnership is considered to be a contribution to the partnership 
by the pa:i:tners, to be added to the basis of each partner until distributed, 
(Section 705(a)), so that its distribution would not, ordinarily, exceed 
the basis of the recipient's interest: likewise, any increase in the partner's 
share of the liabilities is considered to be a contribution (Section 752(a)) 
which must be added to his basis of interest (Section 705(a)), and any 
decrease in such partners' share of the liabilities of the paDtnership must 
be considered a distribution (Section 752(b)) which could not, ordinarily, 
exceed the recipient's interest, It is only in the unusual case, such as 
in Stackhouse, where a part of a debt has been cancelled or forgiven, that 
Section 73l(a) becomes important and comes into play to determine the gain 
to be recognized from the cancellation or forgiveness. r 
There is no conflict between Section 6l(a)(l2) and Section 73l(a) because 
Section 73l(a) determines the amount of income from a discharge of 
indebtedness to be included in gross income under Section 6l(a)(l2), ~ 
If there is a conflict, however, then the specific provisions of Subchapter 
K should prevail over the general provisions of Section 61, In Estate of 
Dunree v. United States, 391 F 2d 753 (758), the court quoted from the decision 
of the Supreme Court in D, Ginsberg & Sons, Inc. v, Ponkin, 285 US 204 as 
follows: 

General language of a statutory provision, although broad enough 
to include it, will not be held to apply to a matter specifically 
dealt with in another part of the same enactment,***Specific 
terms prevail over the general in the same or another statute 
which otherwise might be controlling, 

After hearing these arguments, the Fifth Circuit Court decided that Sections 
752 and 731 were applicable and that there was no language in Section 6l(a)(l2) 
that banned the application of Section 73l(a), 

In 1972, the Internal Revenue Service issued Revenue Ruling 72-205, 1972-1, C,l 
holding that income realized from the discharge of indebtedness may be 
excluded from the gross income of the partnership, as provided by Section 
108 if a corresponding reduction in basis is made under Section 1017, The 
I.R.S. held further that the discharge is considered to be a distribution 
of money to the partners by the partnership and, therefore, reduces the 
basis of each partner's interest in the partnership, as provided by Section 
752. 
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~lysis of the Arguments: 

The government argued in Stackhouse that the payment of the debt for an 
amount less than its fair market value resulted in a realization of income 
under 6l(a)(l2) and Kirby Lumber, 

The taxpayer argued that Subchapter K was exclusive, and specifically that 
Section 752 controlled. 

The following examples analyze the effect of the arguments: 

That W & S organize a partnership, with both as equal, general partners; 
that neither of the partners contributes any money or property to the partnership; 
that immediately after the formation of W & S, it assumes all the liabilities 
of another partnership which it is suneeding, known as V.L.B,; that the 
onlY liabilities of V,L,B. outstanding and so assumed by W & S is a debt 
which V.L.B. owes in the amount of $126,882,86, representing the amount 
which V.L.B, owes to C & R, another partnership, as "fees" accrued, and 
"capital" advanced by C & R under a contract; and, that in return for such 
assumption, V.L.B. transfers· toW & S all its assets, amounting to $)0,000, 

Immediately after W & S assumes this debt, C & R appear at the offices of 
W & S and deliver to W & S a complete release of the debt, W & S decides 
to liquidate and divide the assets between them, 

]lf the assumption of the $126,882.86 debt by W & S, the share of each partner 
in the liabilities of the partnership is increased by $63,441.43, so that 
each partner is considered to have made a contribution in money to W & S, 
thereby, in the amount of $63,441,43.(Section 752(a)). We compute the basis 
of interest of each partner in the partnership after this assumption, and 
immediately before C & R cancels the debt, by adding this contribution 
by each partner to his previous basis of zero, (Sections 705(a) and 722), 

' as follows: 
fl. 

$Ze7o" 
63,441.43 

$63,441.43 

~ 

Basis at formation of W & S 
Contribution under Sec. 752(a) 
New Basis after assumption 

$ Zero 
63,441.43 

$ 63,441.43 

When C & R cancel the debt, the share of each partner of the liabilities of 
W & S is decreased in the amount of $63,441,43, so that each partner is 
considered to have received a distribu'"ion of $63,441.43 from the partnership 
as a result of this cancellation, (Section 752(b)). The gain, if any, to 
be recognized to each partner as a result of this distribution is determined 
by applying Section 73l(a), in the following manner: 

Basis before cancellation 
Distribution under Sec. 752(b) 
Excess 

w. 
$63,441.43 
63,441.43 

Zero 

s. 
$63,441.43 

63,441.43. 
Zero 

Since the basis of neither partner-was exceeded by this distribution, neither 
is recognized to have made a gain from this distribution. However, when 
the partners reduce the assets of W & S to cash and divide the proceeds to 
each in the amount of $2),000, the gain to be recognized to each partner under 
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Section 73l(a) is computed as follows: 

Basis before distribution 
Distribution - actual 
Excess 

w. 
$ Zero 
25,000,00 
25,000,00 

s. 
$ Zero 
25,000,00 
25,000,00 

Since the basis of each partner was exceeded by $25,000,00 by this 
distribution in liquidation, each is recognized to have made a gain of 
$25,000.00. 

Under the Grovernment's theory that a debt was cancelled and that the 
partners made a gain of the amount of the debt cancelled, the Government 
would hold that each partner made a gain of $63,441,43 in ordinary income, 
Under the Appellants• theory that the case is governed by Section 73l(a), 
they would argue in this example that the partners made a. capital gain 
of $25,000,00 each, but that none of this would have been recognized at 
the time the debt was cancelled, and would have been reportable only at 
liquidation - when actually re~lized, 

Let us assume the facts to be the same as in the first example, except that 
W & S proceed to conduct active business of selling engineering goods and 
services until 1964, without having heard anything from C & R with 
respect to the debt assumed; that by 1964, the partnership had accumulated 
undivided profits or income in the amount of $126,882,86; that income had · 
been reported each year, but that each partner had paid his income tax I 
out of personal resources, and no distribution in money had actually been 
made to either partner, so that the assets of the firm in 1964 amount to 
$176,882,86 ($50,000,00 + $126,882,86 in accumulated profits); that all of 
the debts of the firm, through 1964, had been paid in full, so that the only J 
liability of the firm outstanding on that date was the assumed debt to C & R 
in the amount of $126,882,86; that on that date C & R appeared at the 
offices of W & S and offered to settle their $126,882,86 debt for $30,000,00 i 
cash; that W & S accepted the offer and paid $30,000 to C & R and received 
a complete release; that immediately after this settlement, W & S decided 
to liquidate, which it did, · 

By this settlement with C & R, the assets of W & S were reduced to $146,882.86 
and the liabilities of W & S were reduced by $126,882,86 to zero, The 
share of each partner in the outstanding liabilities of W & S before this 
settlement was $63,441,43, Computing the basis of interest of each partner 
before the settlement, we find it to· be as follows: 

Basis at formation 
Assumption of C & R debt 
Basis after assumption 
Income (Sec, 705(a)) added 
Basis before settlement 

$ Zero 
63, 4!!1.43 
63,441.43 
63.441.43 

$126,882.86 

By this settlement with C & R, the shaTe of each partner in the liabilities 
of the partnership was decreased by $63,441.43, so that each must be conside~' 
to have received a distribution in the amount of $63,441,43 (Section 752(b)), 
The gain to be recognized to each partner as a result of this distribution 
under Section 73l(a) is determined as follows: 
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Basis before settlement 
Distribution (Sec. 752(b)) 
Balance 

w. 
$ 126,882.86 

63,441.43 
63,441.43 

~ 
$ 126,882.86 

63,441.43 
63,441.43 

Since the basis of neither partner was exceeded by this distribution, 
neither had a recognizable gain, (Section 73l(a)); but the basis of each 

~ was reduced by the amount of the distribution to $63,441.43, (Section 733) • ., 
When the partners liquidate and distribute the assets, the gain from that 
distribution is computed as follows (under Section 73l(a)): 

Basis before liquidation 
Distribution (!of $146,882.86) 
Excess 

w. 
$ 63,441.43 

73.441.43 
$ 10,000.00 

~ 
$ 63,441.43 

73.441.43 
$ 10,000.00 

Since the basis of each partner is exceeded by $10,000 each must be considered 
to have made a capital gain - a long term capital gain- in the amount of 
$10,000 upon liquidation. 

Under the Government's contention, they would have been considered to have 
realized ordinary income in the amount of $48,441.43 each. (! of debt 
forgoen 63,441 less amount paid 15,000) 

In Corum v. United States, 268 F. Supp. 109 the Court stated the formula 
for computing the basis of a partner's interest (Section 705(b)). His 
basis must equal his share of the liabilities of the partnership, plus his 
capital account, as shown on the books of the partnership. In Corum, the 
Court stated that the 705(b) formula would produce the same result as the 
"earnings and profits" formula contained in Section 705(a); and since this 
simplified formula does produce the same result, we will use it to compute 

.. the basis of the partners immediately before the settlement with Condos & 
~ Rhame, as follows: 

Share of the liabilities 
Capital Account 
Basis 

WILLIAMS 

$ 102,926.82 
(36, 514. 39) 

$ 66,412.43 

STACKHOUSE 

$ 102,926.82 
(51, 5J,4. 39 

$ 51,412.43 

Each partner's share of the liabilities of the partnership was decreased by 
$63,441.43 (~ of $126,882.86) by the settlement. To determine the gain to 
be recognized to each partner by this distribution is subtracted (Section 
752(b)) from his basis as it existed immediately before the settlement, as 
follows: 

Basis 
Distributions 
Balances 

WILLIAMS 

$ 66,412.43 
63.441.43 

2, 971.00 

STACKHOUSE 

$ 51,412.43 
63.441.43 

(12,029.00) 

Williams' basis was not exceeded, and, therefore, he did not have a recognisable I 

gain as a result of the settlement; Stackhouse's basis was exceeded by ' 

55 

'j 

I 
I 
I 

i 

l ,, 



$12,029,, and thereflore, he had a recognizable gain of $12,029 as a result 
of this settlement, (Section 73l(a)). Stackhouse would argue, under 
Subchapter K of the Code, that this is the only gain that can be recognized 
as having been made ~y the partners as a result of the settlement with 
Condos & Rhame, "at this time", and that any additional gain is deferred 
until they dispose of their interest in the partnership by sale or liquidation 
in the same manner as gain to be recognized in any case upon the disposition 
of a capital asset. ~ 

If the partners had liquidated their partnership immediately after settlement 
with Condos & Rhame, the results may be analyzed as follows. The payment 
of the $30,000 to Condos & Rhame reduced the assets of the firm to $87,824.85 
and the liabilities to $78,910.77, rendering the firm solvent in the amount 
of $8,854.07, which would be the amount available for distribution upon 
liquidation for distribution to the partners in equal amounts, 

After examining and considering the arguments enumerated, and the sta:tutory 
scheme, the omission of Code Section 703(a) in either argument may be 
questioned - Section 703(a) states that -

The taxable income in a partnership shall be computed in the same 
manner as in the case of an individual, , , 

Assuming that Subchapter K controls taxation of partnership, was the. governmen: 
nevertheless correct? Section 703(a) would include Section 6l{a)(l2J to 
determine the gross income from the discharge of indebtedness, 

Stackhouse indicates that Subchapter K controls, However, it may be Section 
703(a) that controls in this situation, not Section 752(b), 

Income would be determined under Section 6l(a)(l2) after application of 
Section 703(a), and an individual would be allowed to make an election under j 
section 108(l)(B), which states: 1 

No amount· shall be included in gross income by reason of the 
discharge, in whole or in part, within the taxable year, of any 
indebtedness for which the taxpayer is liable, or subject to 
which the taxpayer hold property, if - the indebtedness was 
incurred or assumed by an individual in connection with property 
used in his trade or business and the taxpayer makes and files a 
consent to the regulations prescribed under Section 1017, 

Conclusion: THEl POSSIBLE FUTURE IMPLICATIONS OF THEl STACKHOUSE DECISION 

Assuming that the above analysis is correct, and that Section 6l(a)(l2) 
controls, this opens the potential problem of Crane v, Commissioner, 331 U,S, 
1 (1947), and particularly footnote 37 in Crane, 

Under Crane, the disposition or transfer of property in a negative basis 
situation has two elements: (1) there is a disposition of property and 
capital gain under section 1221 to the extent of the fair market value, and 
(2) the discharge of the debt, under section 6l(a)(l2), and section 108, 
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produces ordinary income, to the extent that the mortgage exceeds the fair 
market value. 

It appears the Internal Revenue Service is following footnote 37 of CEane, 
as indicated in Revenue Ruling 77-110, I.R.B. 1977-16. No deduction was 
allowed for interest expense on a note and basis for depreciation was 
allowed only to the exten~ of cash invested, ( and disallowed for the non
recourse liability). In Revenue Ruling 77-110, the fair market value of 
a film was less than its basis, (cash plus a nonrecourse liability). 

]ecause nonrecourse financing of films was disallowed in the 1976 Tax 
Reform Act, it may be assumed that the Internal Revenue Service is 
going to attempt to apply footnote 37 of Crane to nonrecourse financing 
in other areas as well, (such as real estate). 

In summary, the decision in Stackhouse appears to have been partially correct. 
It correctly stated that Subchapter K should control. However, the 
governments argument, that income should be realized under 6l(a)(l2) appears 
to have been correct when section 703(a) is applied. 

Assuming that ordinary income is realized under section 6l(a)(l2) it appears 
that taxpayers could elect under section 108 and 1017. Under section 108(a), 
no amount is inaludable in gross income by reason of discharge of an 
indebtedness for which the taxpayer is liable if the taxpayer files a consent 
to a basis adjustment under section 1017. The exclusion applies to income 
if the indebtedness was incurred or assumed by a corporation, partnership 
or individual in connection with property used in his trade or business. 
The regulations state that indebtedness incurred or assumed by an individual 
where the proceeds are used to purchase, improve, and repair property used 
in the trade or business section 108 applies. They state further, that 
indebtedness secured by the property is not consider indebtedness that 
meets the criteria for inclusion under section 108. Therefore, it appears 
that the potential benefit provided by section 108 would not be available 
to non recourse financing, however, it should be available to any amount 
that htls been personally contributed or guaranteed by a partner in a 
partnership which uses non recourse financing. 
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