
MICHIGAN TAX LAW JOURNAL 

Volume 6 UNIVERSITY OF DETROIT Issue Number 3 

TABLE OF CONTENTS 

SECTION MATTERS 

Letter from the Chairperson . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . iv 

Minutes of Regular Meeting of Council . . . . . . . . . . . . . . . . . . . . . . . . 1 

Minutes of Section Annual Meeting . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 

Employee Benefits Committee Roster . . . . . . . . . . . . . . . . . . . . . . . . . . 5 

.ARTICLES 

Tax Consequences of Foreign Currency Devaluation . . . . . . . . . . . . 7 
by Barbara Wynder Lytle 

Tax Shelters on the Decline? . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13 
by Pamela Fairbanks 

Tax Incentives for Historic Preservation . . . . . . . . . . . . . . . . . . . . . . . 22 
by by Laura Reyes Kopack 

Constitutionalty of Filing Headlee Actions in Circuit Court . . . . . . 29 
by Scott R. Torpey 

New Rules for Tax Tribunal Small Claims? .................... 32 
by Steve Gittleman 

Reindustrialization Through Investment Tax Credits ........... 35 
by Michael P. Dean 

CASE DIGESTS ............................................. 40 

NEW DEVELOPMENTS ..................................... 42 

Legislative Update 
Department of Treasury Field Bulletin 
Opinion of Attorney General 
How to Obtain Records and Information from IRS 



School of Law 651 E. Jefferson Avenue. Detroit, Michigan 48226 Telephone: (3131 961·5444 

This is the second issue of the Michigan Tax Law Journal to be 
published by the new group of students and faculty at the Univer
sity of Detroit Law School. We are pleased to continue and in 
this effort to provide the most up-to-date and, we hope, in
teresting information to the members of the Tax Section, and our 
other readers. 

We wish to thank those of you who took time to comment on the 
Spring, 1980 issue, and hope you will continue to let us hear 
your observations, suggestions, criticisms, and complaints. 
We are always happy to receive topic suggestions, and in fact 
our membership is the very best source of information about the 
kinds of subjects we should cover. 
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appear in future issues. If you have an idea for an article, 
casenote, or comment on proposed or recently enacted legislation, 
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October 28, 1980 

Members of the Taxation Section: 

With this second issue of the revitalized Michigan 
Tax Law Journal, under the editorship of Professor 
Patrick A. Keenan, of the University of Detroit Law 
School, we would like to outline for you some of the 
items which the Council of your Section hopes to 
accomplish during the coming year. Attached to this 
letter is a copy of the Work Plan for the Taxation 
Section which was adopted at the recent Council meeting 
on October 16, 1980. From that Work Plan, you will see 
that there are·many continuing activities which the 
Council intends to pursue and several new challenges 
to be undertaken. 

One of the single biggest projects of the year 
will be the rev~ew of proposed regulations to be 
promulgated by the Michigan Department of Treasury. 
Sydney D. Goodman, the Revenue Commissioner, has 
announced that regulations will be proposed under both 
the Michigan Single Business Tax Act and the Michigan 
Intangibles Tax Act. Committees are being established 
to review the proposed regulations as drafts are released 
by the Department. Should any members of the Section 
wish to be involved in these projects, please contact 
either Larry Murphy or me. 

Another substantial project which the Council has 
agreed to undertake is to update the Michigan Tax 
Procedures Manual which was published and issued by 
ICLE in 1979. As you probably know, there have been 
many recent changes in the procedural rules under the 
various Michigan Tax Acts and those changes should be 
incorporated into the Michigan Tax Procedures Manual. 

c Among the continuous projects is our support and 
co-sponsorship of this Michigan Tax Law Journal. ~s you 
can see from this edition, the Journal is greatly 1m
proved in quality and we hope that it will be a functional 
tool for each of the members of the Section in the future. 
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Members of the Taxation Section 
october 28, 1980 
page Two 

In order to continue a 
assistance through the 
pertinent articles. 

quality Journal, we need your 
submission o'f timely and 

Another important continuing activity of the 
council is the work of the Employee Benefits Committee 
under the chairmanship of George Whitfield. That 
committee sponsored a liaison meeting with representa
tives from the Employee Plans office of the Detroit 

~ District Director's office during .the State Bar Annual 

I
, meetings at the Radisson Cadillac on September 25, 1980. 

That meeting was considered a success by all of the 
practitioners and IRS personnel present. Plans are 
that this liaison meeting will be repeated annually. 
A summary of that meeting and the information discussed 
will be published at a later date in the Tax Law Journal. 
should any of you have an interest in serving on the 
Employee Benefits Committee, please contact George or 
me. 

~li 
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In addition to these Committees, each of the 
ac·tivities listed on the Work Plan have functional ,li 

committees to carry out that activity. We would ll;,'·,.·l.i.,, 

~ 

encourage each member of the Section who is interested 
in working on one or more of these.activities to contact 
me and let me know which area is of interest to you. li: 
we will see that you get appointed. to a working committee.l 

1~1 
il 

very truly yours, 

TAXfji/5 SECTION 

B~ LJ.f11~~ 
John W. HcNeil 

JWM/jmd 

Enclosure 
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WORK PLAN 
FOR THE 

TAXATION SECTION 

Following are the objectives of the Taxation Section for 
the fiscal year 1980-1981: 

CONTINUING ACTIVITIES: 

1. Michigan Tax Law Journal. Continue the publication on a 
quarterly bas~s of the Tax Law Journal, with emphasis on 
Michigan tax law. The Tax Law Journal is now under the 
editorship of Professor Patrick A. Keenan, of the 
University of Detroit Law School. 

2. 

3. 

4. 

5. 

Annual Michigan and Federal Tax Institutes. Continue to 
sponsor w~th ICLE the Annual M~ch~gan and Federal Tax 
Institute. The format of this program consists of a half 
day program on Michigan tax law and a full day program on 
Federal tax law developments. The Michigan tax law 
program now includes participation by administrators from 
the Michigan Department of Treasury. The Sixth Annual 
Institute will be held in October, 1981. 

Tax Legislation. Continue to review proposed and pending 
M~ch~gan tax legislation and to provide assistance in 
drafting legislation, testimony at hearings and input to 
the tax writing committees of the Michigan Legislature 
when requested or deemed warranted. 

Tax Court Luncheons. Continue to hold reception-luncheons 
for v~s~t~ng U. s. Tax Court judges for the benefit of 
Section members. 

Michigan Single Business Tax Committee. Continue to work 
w~th the M~ch~gan Department of Treasury in the implementa
tion and administration of the Single Business Tax Act. 
One major project this year will be to review and give 
reaction to regulations to be proposed by the Michigan 
Department of Treasury under the Act. 

6. Central Region Internal Revenue Service Liaison Meeting. 

7. 

Cont~nue to send part~c~pants to the Central Reg~on Inter
nal Revenue Service Liaison meetings in Cincinnati in the 
Fall of each year. 

Tax Notes. Continue to co-sponsor and encourage Section 
members to contribute articles to the Tax Notes section 
in the Michigan State Bar Journal. 

vi 
~j 

r 

r 



8. 

9. 

10. 

11. 

12. 

Annual Bar Meeting. Continue to participate in the Michigan 
State Bar annual meeting and to present a high-level, 
quality educational program for Section members, following 
the Section's Annual Meeting. 

ICLE Seminars. Continue to cooperate with ICLE and co
sponsor sem1nars involving tax related subjects. 

Joint Seminar with MACPA. Continue to co-sponsor with 
the M1ch1gan Assoc1at1on of C.P.A.'s an annual program 
on general tax topics in June of each year. , 

Em~oyee Benefits. Continue the involvement of Section 
me ers 1n meet1ngs concerning employee benefit topics, 
including liaison meetings with representatives from 
the Employee Plans Office of the Detroit District 
Director's office. 

Specialization. Continue to develop recommendations to 
the M1ch1gan State Bar on a "Taxation Law" specialty. 

13. State Bar Library. Continue to provide funds to the State 
Bar l1brary for the acquisition and annual updating of tax 
related materials, e.g. the BNA Tax Management Portfolio 
series. 

14. Relations with C.P.A.'s. Continue to provide liaison with 
the MACPA Federal Tax Committee and the MACPA State and 
Local Tax Committee. 

>ECIAL PROJECTS FOR FISCAL 1980-81 

1. Michigan Tax Procedures Manual. Publish an update or 
supplement to the M1ch1gan Tax Procedures Manual, to 
cover recent legislative developments. 

2. Michigan Intangibles Tax. Review proposed regulations 
on the M1ch1gan Intang1bles Tax and provide comment and 
reaction to the Michigan Department of Treasury. 

3. Michigan Inheritance Tax. Provide assistance to the 
M1ch1gan Department of Treasury in drafting amendments to 
the Michigan Inheritance Tax Act. 
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MICHIGAN TAX LAW JOURNAL 

MINUTES OF REGULAR MEETING OF 
COUNCIL OF TAXATION SECTION OF 

STATE BAR OF MICHIGAN 

The Council of the Taxation Section met in the Grand Ballroom at the 
Book Cadillac, Detroit, Michigan, on September 24, 1980, at 8:00a.m. 

Allan J. Claypool 
Eugene A. Gargaro, Jr. 

James A. Durkin 
John W. McNeil 
Peter S. Sheldon 

Michael L. Robinson 

Present 

Absent 

Joseph F. Dillon 
Lawrence J. Murphy 
Erwin A. Rubenstein 

Andrew M. Savel 
Lawrence R. Van Til 

John N. Seaman 
(ex-officio) 

MINUTES: Reading of the minutes of the April 16, 1980, meeting 
of the council was waived as the minutes had been mailed to each member 
of the Council. 

TREASURER'S REPORT: The Treasurer's Report was waived 
since it would be presented at the Annual Meeting of the Section. 

COMMITTEE REPORTS 

FIFTH ANNUAL TAX INSTITUTE: Mr. Van Til reported that the 
Fifth Annual Federal and Michigan Tax Institute is to be held October 
16-17, 1980, at the Michigan Inn, in Southfield, Michigan. He asked Mr. 
Murphy to make an announcement at the Annual Meeting and to 
encourage Section members to participate in the reception to be held at 

' Thursday noon (October 16th) for the tax administrators from the 
Michigan Department of Treasury. 

MICHIGAN TAX LAW JOURNAL: Mr. Gargaro reported that he 
and other Section members were pleased with the recent issue of the Jour
nal, which was the first issue published under the editorial leadership of 
Professor Patrick A. Keenan. There was general discussion of potential tax 
materials for future Journal publication. Mr. Gargaro indicated that it was 

• too early to determine the extent to which the revised format will increase 
publication costs. 

TAX COURT LUNCHEON: Mr. Gibbons reported that the next 
Tax Court Luncheon would be held on Tuesday, September 30, 1980, in 
the Jefferson Room at the Univ.ersity Club, Detroit, Michigan. Judge 
Edna G. Parker would be honored. 
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ANNUAL MEETING: Mr. Sheldon reported that plans were com
pleted for the Annual Meeting which was to immediately follow. 

EMPLOYEE BENEFITS COMMITTEE: Mr. Murphy reported ,, 
that George Whitfield's Committee was scheduled to meet September r' 
25th at noon at the Renaissance Center to be followed by an IRS Liaison 1 

Meeting scheduled at 2:00p.m. at the Book Cadillac Hotel in Detroit. { 

LEGISLATIVE REVIEW COMMITTEE: Mr. Sheldon repoted ' 
that the most recent analysis of legislative developments was published in ) 
the Michigan Tax Law Journal. ) 

TAX SEMINAR FOR GENERAL PRACTITIONERS: Mr. 
Dillon repoted that the two live versions of the Seminar were scheduled 
for December 4th and 11th, to be followed by a series of video taped pre
sentations at various locations throughout the state. 

LIAISON WITH C.P.A.s: Mr. Savel reported briefly on the Joint 
Conference with the MACP A which was held in June, 1980, indicating 
that the Tax Section's share of the net proceeds (attributable to the 
attorney portion of the attendance) will approximate $1,500. 

CENTRAL REGION INTERNAL REVENUE SERVICE 
LIAISON MEETING: Mr. Murphy reported that the Central Region 
IRS-Bar Association Liaison meeting would be held in Cincinnati, Ohio, 
on November 6th and 7th, 1980. It was agreed that the Tax Section should 
finance the cost for three persons to attend that liaison meeting. Mr. 
McNeil was given authority to select the three members of the Taxation 
Section for whom expenses would be paid. All members of the Section 
were invited to attend those meetings. 

CHAIRPERSON'S REPORT: Mr. Murphy noted that the 
Nominating Committee's report would be made at the Annual Meeting. 
He also indicated that the use of the Section mailing list had been 
approved for two educational programs. The State Bar Association staff 
was inquired about the constitutionality of applying the sales tax to legal 
fees and Mr. Gargaro is to report back on this matter. 

NEW BUSINESS: Mr. Claypool sought the Council's support in 
connection with writing the IRS and urging the revocation of Revenue 
Ruling 79-353. A proposed letter was reviewed and will be considered at 
the next Council meeting. 

NEXT COUNCIL MEETING: The next Council Meeting was 
scheduled for October 16, 1980, at 9:00 a.m. at the Michigan Inn, 
Southfield, Michigan. 

ALLAN J. CLAYPOOL, Secretary 

APPROVED: 

LAWRENCE J. MURPHY, Chairperson 
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MINUTES OF ANNUAL MEETING OF 
TAXATION SECTION OF 

STATE BAR OF MICHIGAN 

Pursuant to notice published in the August, 1980, issue of the 
Michigan Bar Journal, the 24th Annual Meeting of the State Bar of 
Michigan Taxation Section was held in the Woodward Room of the Book 
Cadillac Hotel, Detroit, Michigan, on September 24, 1980, at 9:00a.m. 

Lawrence J. Murphy acted as Chairman for the meeting and Allan J. 
Claypool acted as Secretary. The reading of the minutes of the September 
19, 1979, annual meeting of the Taxation Section was waived. 

TREASURER'S REPORT: Mr. Claypool presented the financial 
report of the Section for the period from October 1, 1979, through August 
31, 1980, as prepared by the staff of the State Bar of Michigan. The Taxa
tion Section's treasury increased from a balance of $2,674.77 on October 
1, 1979, to $11,756.77 on August 31, 1980. It was noted that the dues 
income through August 31, had been $18,167.00 and that the expeno 
ditures of the Section for the prior eleven months had been $9,085.00. 

ANNUAL REPORT OF THE SECTION: Mr. Murphy then 
reviewed the Section's'-3ctivities for the year and noted that the Annual 
Report of the Section was published in the August, 1980, issue of the 
Michigan Bar Journal. He noted that the Section had cooperated with 
ICLE in the sponsoring of seminars regarding Michigan Tax Procedures. 
He reviewed the changes made~n the Section's Michigan Tax Law Journal 
under the editorial leadership of Professor Patrick Keenan and the con
tinuing efforts of the Council to improve the usefulness of the Journal to 
Section members. He further mentioned the Fifth Annual Federal and 
Michigan Tax Institute which is to be held at the Michigan Inn, Southfield, 
Michigan, on October 16 and 17 of this year. The cocktail period and 
program relating to Michigan tax is designed to facilitate an informal 
exchange of ideas between practitioners and tax administrators. He briefly 
reviewed for the Section members the other activities, including the Tax 
Court luncheons, the Tax Tribunal Subcommittee, the Council's efforts to 
review and disseminate information regarding proposed Michigan tax 
legislation and regulations. Council members, past and present, testified 
before legislative committees on bills dealing with the Tax Tribunal and 
administrative procedures. The Council will be co-sponsoring with ICLE 
the forthcoming tax seminar for General Practitioners to be presented 
around the state. An Employee Benefits Committee meeting has been 
scheduled for September 25th to be followed by an IRS Liaison Meeting at 
which time representatives of the Service and interested members of the 
Taxation Section will exchange views on various employee benefit mat
ters. A recent development has been the appointment of a Committee of 
tax practitioners to work with Commissioner Goodman and participate in 
the development of Single Business Tax rules. 
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NOMINATING COMMITTEE REPORT: .Mr. Murphy then 
called upon John L. King to present the report of the Nominating Com. 
mittee. Mr. Murphy noted that pursuant to the Bylaws the Chairman and 
Vice Chairman of the Taxation Section had previously appointed a 
Nominating Committee consisting of Ernest Getz, John L. King and J. 
Lee Murphy, all being former Chairmen of the Taxation Section. Mr. King 
presented the report of the Nominating Committee to the Annual Meeting 
and recommended the election of the officers and members of the Tax 
Council as reported by the Nominating Committee. There being no 
further nominations from the floor, the following resolution was 
unanimously adopted. 

RESOLVED, that the Taxation Section Bylaws Article IV, 
Section 2, provision for a written ballot is waived for the Sep
tember 24, 1980, election of the Taxation Section officers and 
members of the Council and that the following officers and 
members are unanimously elected to serve until the next 
annual meeting of this Section. 

OFFICERS 

Chairperson .............. John W. McNeil, Grand Rapids 
Vice Chairperson .............. Allan J. Claypool, Lansing 
Secretary-Treasurer .......... Lawrence R. Van Til, Detroit 

COUNCIL MEMBERS 

Eugene A. Gargaro 
Edward B. Goodrich 
Peter S. Sheldon 
Susan Westerman 

TERM EXPIRING 

1981 Detroit 
1983 Grand Rapids 
1983 Lansing 
1983 Ann Arbor 

On behalf of the Section, Mr. Murphy then presented a gavel to Mr. 
McNeil as the newly elected Chairperson of the Taxation Section. Mr. 
McNeil then expressed thanks to Mr. Murphy, on behalf of the entire Sec
tion, for his efforts and accomplishments as Chairman of the Taxation Sec
tion. The meeting was adjourned at 9:25 a.m. 

The Taxation Section's annual program with Peter S. Sheldon, as 
Chairman, commenced at 9:30 a.m. in the same meeting room. Featured 
speakers were Prof. L. Hart Wright, University of Michigan, "Coming 
Revolutionary Changes in our Federal Tax System"; and Vernon J. 
Owens, Regional Counsel, IRS (Cinn.), "Tax Shelters and Other Current 
Federal Income Tax Developments." 

ALLAN J. CLAYPOOL, Secretary 

APPROVED: 

LAWRENCE J. MURPHY, Chairperson 
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TAXATION SECTION 
EMPLOYEE BENEFITS COMMITTEE 

The Employee Benefits Committee of the State Bar Taxation Sec
tion met in Detroit on Thursday, September 25, 1980 with representatives 
of the Exempt Organization Branch ofthe Internal Revenue Service to dis
cuss a number of problem areas experienced by both tax practitioners and 
the Internal Revenue Service relative to the qualification and administra
tion of employee benefit plans. George L. Whitfield who chairs the 
Employee Benefits Committee for the Taxation Section received the 
thanks of his committee members for his efforts in scheduling this meet
ing. Arrangements have tentatively been made for a roundtable discussion 
meeting of the committee in the Detroit area in mid-January 1981 and 
further notice of this meeting will be forthcoming. The members of the 
Employee Benefits Committee include: 

James C. Bruinsma, Esq. 
Miller Johnson 
465 Old Kent Building 
Grand Rapids, MI 49503 

Peter R. Prokop, Esq. 
Raymond & Dillon, P.C. 
400 Renaissance Ctr. S-2370 
Detroit, MI 48011 [;,.• ! 

~ Robert G. Buydens, Esq. 
'' • Clark Klein & Beaumont 

Ward Randol, Jr., Esq. 
Dickinson, Wright, McKean 
P.O. Box 509 ~ 1600 First Federal Building 

'.
~.. Detroit, MI 48226 

Donovan E. Cheney, Esq. 
Marcoux, Allen, Beaman 
145 South Jackson Street 

I Jackson, MI 49201 
~ 

Allan J. Claypool, Esq. 
Foster, Swift, Collins 
313 S. Washington Square 
Lansing, MI 48933 

Dwight D. Ebaugh, Esq. 
MacLean, Seaman, Laing 
1504 Michigan Nat'! Tower 
Lansing, MI 48933 

Alan J. Ferrara 
Bassey, Selesko, Couzens 
1400 American Center 
Southfield, MI 48034 

Eugene A. Gargaro, Jr., Esq. 
Dykema, Gossett, Spencer 
400 Renaissance Ctr., 35th Fl. 
Detroit, MI 48243 

Bloomfield Hills, MI 48013 

David M. Rosenberger, Esq. 
Dykema, Gossett, Spencer 
400 Renaissance Ctr. 35th Fl. 
Detroit, MI 48243 

Jonathan R. Roth, Esq. 
Boltz, Roth & Sivler, P.C. 
2550 S. Telegraph Rd. Ste.-111 
Bloomfield Hills, MI 48013 

Erwin A. Rubenstein, Esq. 
Rubenstein, Isaacs, Lax 
17220 W. 12 Mile Rd. Ste. 200 
Southfield, MI 48076 

Vernon P. Saper, Esq. 
Warner, Norcross & Judd 
900 Old Kent Building 
Grand Rapids, MI 49503 

Richard H. Schloss, Esq. 
Gourwitz, Barr & Schwartz 
420 Travelers Tower 
Southfield, MI 48076 
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Anthony J. Heckemeyer, Esq. 
Keller, Thoma, Toppin 
1600 City Nat'l Bank Building 
Detroit, MI 48226 

John R. Hunt, Esq. 
Sealed Power Corporation 
100 Terrace Plaza 
Muskegon,MI49443 

Stephen I. Jurma, Esq. 
Foster, Swift, Collins 
313 S. Washington Square 
Lansing, MI 48933 

Terrence E. Keating, Esq. 
Detroit Bank & Trust Co. 
P.O. Box 59 
Detroit, MI 48231 

Charles M. Lax, Esq. 
Rubenstein, Isaacs, Lax 
17220 W. 12 Mile Rd., Ste.-200 
Southfield, MI 48076 

Joseph F. Maycock, Jr., Esq. 
Miller, Canfield, Paddock 
2500 Detroit Bank & Trust Bldg. 
Detroit, MI 48226 

John W. McNeil, Esq. 
Miller, Johnson, Snell 
465 Old Kent Building 
Grand Rapids, MI 49503 

Theodore H. Oldham, Esq. 
Dykema, Gossett, Spencer 
400 Renaissance Ctr., 35th Fl. 
Detroit, MI 48226 

John E. Oster, Esq. 
Dresser, Marks & Svendsen 
112 South Monroe St. 
Sturgis, MI 49091 

Gary Pollack, Esq. 
Clark, Hardy, Lewis, Fiie 
555 South Woodward Ave. 
Birmingham, MI 48011 

Gregory G. Schultz, Esq. 
Goldstein, Serlin & Grass 
3000 Town Center Ste.-505 
Southfield, MI 48075 

Jack M. Schultz, Esq. 
Plotkin, Y olles, Siegel 
24700 Northwestern Hwy. S418 
Southfield, MI 48075 

John N. Seaman, Esq. 
MacLean, Seaman, Laing 
1504 Mich. Nat'l Tower 
Lansing, MI 48933 

PeterS. Sheldon, Esq. 
Dickinson, Wright, McKean 
121 E. Allegan Street 
Lansing, MI 48933 

Mr. Sherill Siebert 
Honigman, Miller, Schwartz 
2290 First Nat' I Building 
Detroit, MI 48226 

G. Reynolds Sims, Esq. 
Bayer, Goren, Gornbein 
20300 W. 12 Mile Rd. Ste.-200 
Southfield, MI 48076 

James Tilton, Esq. 
Joseph& Wolf, P.C .. 
5090 State St., Bldg. C 
Saginaw, MI 48603 

Larry J. Titley, Esq. 
Schmidt, Howlett, Van't Hof 
700 Frey Building 
Grand Rapids, MI 49503 

George L. Whitfield, Esq. 
Warner, Norcross & Judd 
900 Old Kent Building 
Grand Rapids, MI 49503 
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TAX CONSEQUENCES OF FOREIGN 
CURRENCY DEVALUATION 

Barbara Wynder Lytle 

United States enterprises doing business in foreign countries should be 
aware that the tax treatment of gains and losses resulting from changes in 
the value of foreign currency will differ depending on the nature of the 
transaction and the nature of the enterprise. The result may turn on 
whether the transaction is currency speculation for profit or simply an inci
dent to the taxpayer's normal business operation./ Further, the courts 
consider whether the foreign-dealing U.S. enterprise is a dealer (which 
holds foreign currency as its stock-in-trade)/ or a speculator/investor 
(who purchases a foreign currency with a view to selling it for a profit). 3 
Treatment of these different kinds of persons, and of changes in the dollar 
amount of foreign indebtedness due to currency fluctuations are con-

~ sidered in turn. 

[

_l A.DEALERS 

The concept of dealer is strictly construed. Unless the taxpayer is a 
dealer" in foreign currency a gain or loss on foreign funds he holds is not 
recognized until the currency is disposed of. An income tax ruling holds 
that the concept includes only those who regularly engage in "purchase 

r and resale to customers of foreign money with a view to the gains and 
profits that may be derived therefrom ... " 4 In this situation, foreign cur~ 
rency is treated as a commodity or security. Tax treatment of foreign funds 
held by currency dealers is the same as treatment of stocks held by security 
dealers. Foreign currency is an inventory item to dealers in the trade and is 
inventoried at year end at cost or the lower of cost or market value. 
Because the currency is an inventory item to the taxpayer, any loss 
realized by the taxpayer at year end when he takes inventory, which loss is 
caused by the devaluation of the currency the taxpayer holds, will ble 
deductible under section 165 of the Code5 and will receive ordinary loss 
treatment. 6 

To illustrate, imagine a dealer who purchases fifty Nigerian naira at two 
dollars each. At the year end the naira are unsold and their value has 
decreased by half. When computing his income, the dealer may take into 
account his fifty dollar paper loss if he values his inventory at the lower 
market value.l This assumes that the write-down of unsold currency is 
within the rule of Thor Power Tool Co. 8 and represents a clear reflection of 
income within section 446 of the Code. 

In an early case a dry goods merchant and manufacturer of burial goods 
(who was not a regular foreign currency dealer) unsuccessfully sought to 
deduct the loss in value of francs purchased to pay for merchandise but 
unused during the tax year. The Board of Tax Appeals rejected the tax
payer's contention that a loss had been sustained during the year even 
though the court held that the francs were "not to be treated differently 
from any other securities which might have been purchased.'' 9 Decreased 
value of a security does not constitute a loss to one not a dealer until the 
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security is disposed of in some manner. Therefore, the taxpayer, not hav
ing disposed of the francs during the year, had no recognizable tax event. 

B. SPECULATORS/INVESTORS 

A person who purchases foreign currency intending to sell it for a 
profit 10 but does not hold the currency primarily for sale to customers in 
the ordinary course of trade or business is not a dealer.// To such a person, 
the foreign currency is a capital asset 12 and gain or loss will be recognized 
only on the currency which has been disposed of in some sort of closing 
transaction./3 Income or loss is realized in the year in which the disposi
tion occurs, 14and the amount is determined by the difference between the 
basis, which is the price paid, and the proceeds realized from the conver
sion of the foreign currency into U.S. dollars./5 

One tax ruling 18 allowed a capital loss to a taxpayer travelling in Mex
ico who deposited American dollars in a Mexican bank, had them con
verted into pesos and later realized a loss when the pesos were reconverted 
into dollars. The pesos were held to be a capital asset. While the court did 
not directly mention it, the transaction was obviously treated as one 
entered for profit; otherwise the loss would not have been deductible. 

In Louis D. Beaumont v. Cpmmissioner, 11 the taxpayer, a non-resident 
alien, claimed a deduction of $6,350 for an alleged loss resulting from the 
sale of francs in 1925. The taxpayer on different dates in that year 
purchased 545,000 francs at an aggregate cost of $26,350 and sold them in 
1925 for $20,000. The court found no showing in the record that the tax
payer was a "dealer", or that he had held the francs for business transac
tions, and therefore, determined that the loss was deductible. The court 
did not determine whether the loss was capital or ordinary, though argu
ably, absent any showing that the taxpayer neither purchased the francs for 
ordinary business transactions nor for sale to customers for profit, the loss 
would be treated as a capital loss, deductible in the year of disposition. 

C. TRANSACTIONS "INCIDENT TO'' OR WHICH ARE AN 
"INTEGRAL PART OF" THE TAXPAYER'S BUSINESS 

In Willard He/burn, Inc. v. Commissioner, 18 the taxpayer purchased 
lambskins for use in its manufacturing business, incurring an obligation to 
a bank in pounds sterling to finance the purchase. Before the loan obliga
tion was repaid the pound sterling was devalued. As the basis of the 
lambskins, the taxpayer had used the U.S. dollar equivalent of the 
purchase price at the date of purchase and had excluded the gain from the 
decline in the U.S. equivalent of the obligation. The Court of Appeals held 
that the taxpayer could not both exclude the gain and use the higher basis. 
But the court further held that the taxpayer correctly treated the credit 
transaction as a transaction separate from the underlying purchase of the 
lambskins. Consistent with the treatment of the obligation as a separate 
transaction, the taxpayer was not required to adjust the basis of the 
lambskins by the gain from the obligation, but having treated the obliga
tion as a separate transaction, and not having adjusted the basis of the 
lambskins for the gain on the obligation, the taxpayer was required to 
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include the gain in gross income. Though the court did not characterize 
the gain, it should be ordinary, the income being from the discharge of 
indebtedness rather than from the sale or exchange of a capital asset. 

In America-Southeast Asia Co., 19 the taxpayer argued that borrowing 
foreign money to purchase burlap was a separate transaction. Since the 
taxpayer was a dealer in burlap, not in foreign currency he claimed to be a 
speculator in foreign currency, arguing that the gain from the change in 
the U.S. dollar equivalent of the obligation should receive capital gain 
treatment from a short sale. Accepting the idea that there were two separ
ate transactions, the Tax Court decided that the credit transaction was inci
dental to the business of importing and selling burlap, and therefore the 
gain should be treated as ordinary income. 

Generally, capital losses can only be used to offset capital gains.20 
Wool Distributing Corporation2/ a 1960 Tax court decision, is worth 
examining for a possible "egress from this pitfall into the fully deductible 
ordinary loss scheme".22In the wake of rumors in 1951 that the franc and 
pound sterling would be devalued an international wool dealer who hal a 
large stock of Franch and sterling area wools on hand, in order to counter 
the possible loss, sold sterling and francs .short. The taxpayer deducted 
losses sustained from the money market operation as ordinary expenses 
and the Commissioner challenged the deduction as being a capital loss. 
The Tax Court followed the taxpayer's reasoning, holding that the 
apprehension of an inventory set-back was reasonable and that the foreign 
currency short sale was in the nature of price insurance and thus an 
integral part of the taxpayer's regular business operation. Here the court 
applied the Corn Products23 doctrine and classified this type of transaction 
as a "hedging operation" 24 so closely connected with the regular conduct 
of a trade or business as to defy classification as an extraneous investment. 

But in Hoover Co. v. Commissioner25 the taxpayer attempted to offset a 
potential decline in the value of its investmentsin certain foreign subsidi
aries whose home currencies might be devalued. The U.S. corporation 
hedged by enter-futures contracts which resulted in short sales in foreign 
currency. But the court held the loss to be capital, finding that the taxpayer 
was engaged in "speculation" and that the transaction was not a usual and 
recurring transaction such that it could be treated as a part of the tax
payer's "regular business operation." Here, unlike the holding in Wool 
Distributing supra, the foreign currency purchased was not incident to the 
business of the taxpayer and purchase of currency and its future sale will 
not come within section 1221 (1) of the Code.26In Hoover, even if the cur
rency transaction is a "hedge" as the taxpayer argued, it is hedging the 
value of a capital asset and therefore, not within the rule of Corn Products. 

D.DEBT 

In Rev. Rul. 78-281, 1978-2 C.B. 205, a U.S. corporation operated an 
equipment rental business in a foreign country. On January 10, 1974 the 
corporation borrowed 200 units of country F's currency from a local bank 
and used the money to pay for a machine needed for delivery to a 
customer, in accordance with a recently signed long term agreement for 
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the rental of the machine. On this same date, the unit of country F's cur
rency was equal to five U.S. dollars on the foreign exchange market. The 
rental agreement became effective January 15, 1974 and the corporation 
delivered the machine to its customer. On January 16, country F devalued 
its currency by 20%. The corporation's agreement with the bank required 
that it repay the loan in five annual installments of 40 units ofF's currency 
each plus interest. The effect of the devaluation was that it cost the tax
payer fewer U.S. dollars to make each payment. 

The specific questions asked were whether the basis for the machine is 
1,000 U.S. dollars (100 F units x 5 U.S. dollars). Also, whether the cor
poration will have gain from the repayment of the bank loan in devalued F 
currency and whether such gain, if any, is ordinary income or capital gain. 

The first question is answered by section 1012 of the Code, which pro
vides in relevant part that the "basis of property shall be the cost of such 
property." The corporation should therefore record on its books and 
records as the basis of the machine the entire purchase price paid in U.S. 
dollars, and thereafter make adjustments to the basis· of the machine for 
the purposes of reflecting fluctuations in the U.S. dollar value of the F cur
rency borrowed to finance its purchase. Upon sale of the asset, the cor
poration should express the cost and selling price at the exchange rate pre
vailing on the purchase and sale dates respectively, to determine gain. On 
the second question, the ruling holds that in a transaction such as this the 
corporation will realize ordinary gain or loss on each annual payment to 
the bank equal to the difference, if any, between the original U.S. dollar 
value of that portion of the loan principal which is discharged and the U.S. 
dollar value of the F currency used to make the repayment on the date of 
such payment. The key, said the Service, is that the equipment the tax
payer was purchasing was also the product that it leased. The financing 
transaction was incident to the taxpayer's business, which generates ordin
ary income. 

On the issue of treatf!1ent of gains realized in the discharge of a tax
payer's own indebtedness in foreign currency, the court has held that such 
gain is excludable from income.21In 1911, the Kentucky and Indiana Ter
minal Railroad Co. sold an issue of gold sterling bonds secured by a 
mortgage on its properties, to mature in 1961. The bonds were sold for 
pounds sterling, payable in pounds sterling. Each bond had a par value of 
100 pounds. The dollar value of the pound sterling in 1911 was $4.8666. 
On September 1, 1949 the pound was devalued to $2.80. During 1951, the 
taxpayer purchased in the open market 438 of the outstanding bonds with 
a total par value of 43,800 pounds, realizing a gain on the transaction 
(difference between basis and cost of acquisition). The District Court held 
and the Court of Appeals affirmed that the entire profit realized by the tax
payer in reacquiring the 438 bonds was attributable to the discharge of its 
own indebtedness within section 22(b)(9) of the the 1939 code and was 
thus excludable from income. 

But in Gillin v. U.S.,2Bthe court l).eld that upon the discharge of indeb
tedness resulting in repayment of $1'9,510.76less than that received in the 
transaction from Canadian to U.S. dolfars, the gain was ordinary income, 
not a capital gain. In this case the taxpayer had borrowed Canadian funds 
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unrelated to any ongoing business, and immediately converted the Cana
dian dollars into U.S. dollars. The fact that the taxpayer deliberately con
verted the Canadian money as soon as he could into U.S. dollars - the 
former were borrowed precisely in order to obtain the latter - and 
thereafter reconverted so as to be able to pay off the debt at a profit to him
self implies that he involved himself in currency speculation. Gillin can be 
distinguished from Willard He/burn, Inc. where the taxpayer also engaged 
in "speculation" and the court upheld the trial court's decision that the 
resulting gain was taxable income. Because Willard He/burn, Inc. had 
income from the discharge of its indebtedness under section 61 (a) (12) 
rather than from the sale. or: exchange of a capital asset, the gain was ordin
ary income. 

While the transactions in Gillin and The Kentucky and Indiana Terminal 
Railroad Co. appear to be very much the same, they can be distinguished 
by the type of asset involved. Kentucky clearly involved a capital asset: the 
redemption of the company's own stock. But Gil/in involved no such asset. 
The taxpayer merely made a loan in Canadian funds, converted those 
funds to U.S. dollars and reconverted U.S. dollars to Can,adian funds to pay 
off the debt. 

CONCLUSION 

Taxpayers doing business in foreign markets can expect the courts to 
maintain their present posture on the treatment of gains and losses due to 
devaluation of foreign currency and can find useful hints in the preceeding 
cases for ways to structure foreign .transactions so as to obtain the most 
treatment for their investments, loans, sales and exchanges. Prudent tax 
planning may result in the best of two worlds for the foresightful corpora
tion: its losses may be ordinary but its gains capital. 

But, the cases and Revenue Rulings make clear that the gains and 
losses from a purchase and sale of foreign currency will be capital gain or 
loss unless the taxpayer is a dealer in foreign currency, or unless the tran
saction is a hedging transaction that comes within the Corn Products 
doctrine. Gains from repaying foreign currency loans with devalued 
foreign currency will be ordinary as such gain is incident to the taxpayer's 
business. Attorneys advising U.S. firms doing business abroad may wish to 
review these cases and consider counseling their clients to plan and struc
ture their transactions advantageously. 
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TAX SHELTERS ON THE DECLINE? 
Pamela Fairbanks 

The Internal Revenue Service has enjoyed a marked increase in the 
number of favorable rulings on perceived tax shelter abuses within the last 
two years. In 1979 the Service took steps to curb valuation abuses by con
ferring with an outside Art Advisory Panel on appraisals over $20,000, 
maintaining an in-house staff of appraisers, and preparing an advisory 
panel to examine works of art suspected of being part of illegal or abusive 
tax shelters. 1 

The moment accelerated with the Service generating in 1980 the "St. 
Patrick's Day Rulings," (in I.R.B. 1980-11, dated March 17, 1980), which 
addressed: 

1. Contribution of gems to charities. 

2. Deductibility of advanced mineral royalties. 

3. Deductibility of intangible drilling and developmental cost. 

4. Applicability of "at risk'' provisions of Section 465 of the Code to 
sale of an option on gold. 

5. Deductibility of cash and non-recourse notes given as advanced 
mineral royalties. 

6. Foreign trusts. 

7. Tax shelter trusts. 

In 1979, two rulings, Rev. Rul. 79-419 (I.R.B. 1979-52, 9), and 79-432 
(I.R.B. 1979-53, 20), marked the Service's attempt to stop tax shelter 
abuse. In Rev. Rul. 79-419 the facts were as follows: W was a wholesale 
distributor of art books in a foreign country. Volume discounts available to 
non-residents (U.S. citizens), could be as great as 75% lower than retail. P 
then promoted the sale of such books to high tax bracket U.S. citizens, 
advising that the investor, having contributed the books to a charitable 
organization, would be able to claim a charitable contribution based on the 
retail value of the books. These books would be warehoused by W for one 
year, and would be contributed to an organization satisfying the use 
requirement of Section 170(e) (1) (B) (i) of the Code. B, a U.S. taxpayer 
bought one hundred books at $100 per book and followed P's plan. 

Section 1.170 A-1 (c) (1) of the Regulations covers charitable gifts of 
property excluding money, and describes the amount of contributions as 
the fair market value reduced as provided in Section 170(e) of the Code 
and Section 1.170 A-4(a) of the Regulations. Section 1.170 A-4(a)(7) of 
the Regulations describes that Section 170 (e) of the Code requires that the 
amount of charitable contribution of ordinary income property be reduced 
by the amount of gain which would not have been recognized as long term 
capital gain if such property had been sold by the donor at its fair market 
value at the time the contribution was made to the organization. 
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As well as the traditional requirements of a holding period and 
appropriate use of property by the donee, there is now an additional 
requirement. Section 170(e) uses the donor's contributional activity as a 
measuring device in deciding whether or not such property will be ordin
ary income property. Under the facts of this ruling, although for all other 
purposes the donor would not have been considered a dealer, yet, under 
the terms of this section his activity was treated as that of a dealer and his 
contribution as ordinary income property.2 

Although the "period of accumulation and enjoyment" test described 
in Rev. Rul. 79-56 had notbeen applied in later similar fact situations, 
there remains the potential that the taxpayer will be subjected to that test 
as well. The Service failed to elaborate on this dictum or to refer to Code 
Sections to substantiate it. The test was not referred to in Rev. Rul. 79-419 
which required that the amount of the contribution be reduced by the 
amount of gain that would not have been recognized as long term capital 
gain if the property had been sold by the donor at fair market value at the 
time of contribution, if fair market value exceeds taxpayer's basis. 
Furthermore under this ruling and despite acquisition liabilities, the 
deductions for charitable contributions will be limited to fair market value 
even if it is proven to be equal to or less than the taxpayer's basis for the 
books! 

The Internal Revenue Service totally disregarded existing evidence of 
W's retail price list and looked instead to the economic realities of the 
situation. Undoubtedly the Service considered the primary motivation for 
entering into the transaction the avoidance of Federal income taxes. 

In Rev. Rul. 79-432 an individual taxpayer bought for the stated con
sideration of $200,000: (a) an original·master lithographic plate; (b) the 
right to 300 limited editions prints; and (c) certain copyrights in the master 
and in images therein. The consideration was paid in $30,000 cash and a 
note in the amount of $170,000 on which there was recourse only to the 
extent of $70,000. It was secured by the master and its products but it con
tained the provision that the taxpayer could require the noteholder to 
accept any unsold prints or other products in the event of default. The 
value of these prints and products was to be applied first to satisfy the 
$70,000 portion of the note. 

The Internal Revenue Service assigned little or no value to the master 
plate once the prints had been made. The Service determined the fair 
market value of taxpayer's purchase to be $30,000 and assigned this 
amount primarily to the right to the 300 limited edition prints, signed and 
numbered by the artist. The value of such an edition is reflected by the 
following considerations: 

1. Some prints in the edition may not be sold or maybe sold only at a 
reduced price. 

2. The time period over which the prints will be sold and the present 
value of expected proceeds. 

3. The market cost of the prints. 
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Under Section 48(a)(7) property must be depreciable and have a use
ful life of three years or more in order to qualify as a Section 38 tax credit. 
Section 1.167 (a)-5 of the Regulations provides that when both depreciable 
and non-depreciable property are acquired for a lump sum, the basis for 
depreciation cannot exceed X where: 

X value of depreciable property 

lump sum value of entire acquisition 

Under Section 167(g) the basis on which exhaustion, wear and tear, and 
obsolescence are to be allowed with respect to any property, shall be the 
basis provided in Sections 1011 (a) and 1012, or in the other words, cost. 

AMOUNT OF BASIS 

The provisions of the note that the holder of that note accept any 
unsold prints or other products, with value based on a reference to prior 
sales, results in the note being classified by the Internal Revenue Service 
as non-recourse. As a result, the value may not reflect the true market 
value. A few initial sales at high prices would enable the taxpayer to dis
charge. his personal liability by acting on the provisions of the note even 
though the prints being returned would have a deflated value. 

Liability created by a non-recourse note given as part of the purchase 
price of property shall not be included in the basis of the property where 
such value cannot be shown at least to approximate the value of the con
sideration, including the amount of the note.3Here, since the value of the 
note had been appraised at $30,000, and there is no economic incentive to 
actually pay the note to avoid loss of the property, the amount of the note 
is not includible in the taxpayer's basis. Also, the taxpayer's total basis in 
the property is $30,000. Looking at the substance of the taxpayer's obliga
tion, the Internal Revenue Service determined that the noteholder. had no 
actual recourse to the taxpayer. 4 The taxpayer's liability becomes non
recourse upon default. 

If the folowing situation exists, a taxpayer will be "at risk" during the 
time that there was recourse to him on the note: 

1. The reason for entering into the transaction is primarily business 
motivated without regard to the Federal income tax conse
quences, and 

2. The borrowing arrangement is consistent with commercial prac
tices for the activity.5 

ALLOCATION OF BASIS 

If economic reality is not manifest in taxpayer's allocation, that alloca
tion may be adjusted by the Commissioner. B According to Section 
1.167(a)-5 of the Regulations, the $30,000 basis is allowable as follows: 
master, and rights in the master (depreciable tangible property) $1,000; 
right to produce the limited edition prints, $29,000. 
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DEPRECIATION AND INVESTMENT CREDIT 

AS a general rule works of art are not depreciable 1 since a valuable 
work of art does not have a determinable useful life.B Under the same 
rationale a useful life cannot be determined for a right to produce, or to the 
produced, limited edition prints. 9 Thus, . the prints ?o not qualify for a 
depreciation deduction, nor are they classified as SectiOn 38 property, rul
ing out investment tax credit. Under these circumstances should the tax
payer incur a loss in the sale of these _prints, no deduction for that loss will 
be available unless the taxpayer engaged in the sale for profit. It is clearly 
evident in these rulings that the Internal Revenue Service intends to dis
regard acquisition liabilities in determining amounts taxpayers have at risk 
when the transaction involved served no valid business purpose other than 
avoidance of Federal income taxes and when the fair market value of such 
property is less than the liability actually incurred.IO 

The "St. Patrick's Day Rulings" of 1980, demonstrate further the 
Internal Revenue Service's offensive on what it considers to be tax shelter 
abuses. In the first ruling, which addresses contribution of gems to 
charities at inflated value, the Service did not support the assurances that 
the promoter made to the taxpayer, asserting that the taxpayer would be 
entitled to a deduction of $1,000 (based on appreciated value), for gems 
acquired at a cost of $500. The Service instead ruled that $500 represented 
the true fair market value in an effort to eliminate inflated valuations. The 
ruling was based on the economic realities of the transaction rather than an 
artificial calculated estimate of value contrary to the price at which the 
gems would have changed hands in the market place. II Similar reasoning 
was seen in Rev. Rul. 79-419 (I.R.B. 1979-5, 9), discussed above. 

The second ruling, Rev. Rul. 80-70 (I.R.B. 1980-11,5), addressed the 
issue of advance mineral royalties from minimum royalty provisions and 
covering a twelve month period extending beyond the taxable year when 
paid or accured as deductions. 

In the first situation to be discussed, X, a cash method taxpayer, andY 
entered into a ten year lease agreement which gave X an operating mineral 
interest in the property. X was required to pay Y 5% of the proceeds 
received from the sale of minerals extracted during each lease year as a 
production royalty. In addition, X must make a non-refundable payment 
of $60 on December 1, of each annual lease. These royalties are to be 
reduced by the advanced payments of $60 each year. On December 1, 
1977, X had extracted no minerals, and had made a payment of $60 to Y 
for the period from December 1, 1977 to November 30, 1978. Under Sec
tion 1.612-3 (b)(3) of the Regulations, X elects to treat the advanced 
royalties as deductions from gross income for the year in which those 
royalties are paid or accrued. · 

In the second situation the facts remain the same except that X is an 
accrual method taxpayer and executes a negotiable promissory note on 
December J of each lease year, payable upon demand toY as satisfaction 
for the $60. Under Regulation 1.612-3 (b)(3) the payor may treat the 
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advanced royalty as a deduction in the year the minerals to which the 
advance royalties relate, were sold. How~ver, X extracted no minerals 
during this period and so elected to deduct pursuant to the remaining pro
visions of Section 1.612-3 (b)(3) of the Regulations. Under this provision 
he treated the advanced mineral royalties as deductions from gross income 
for the year in which the royalties were paid. For 1977 X may deduct only 
$5 of the advanced royalty (one month out of the twelve, or 1/12 X $60 = 
$5). In subsequent years the deduction will amount to $55 from the prior 
lease year and $5 from the current year. In addition, the holding of this rul-
ing dictates that should production occur in subsequent taxable years, the 
taxpayer must reduce the cost of minerals extracted by the amount of the 
advanced royalties that have been deducted to date. Rev. Rul. 80-70 
amplifies Rev. Rul. 77-489 (1977-2 C.B. 177), which held that cumulative 
advanced mineral royalties due over a ten-year period may not be 
deducted by the taxpayer by paying or accruing them on the first day of the 
taxable year. 

The third ruling, Rev. Rul. 80-71, addressed deductibility of prepaid 
intangible drilling costs when at the time of payment the date for com
mencing or completing drilling of wells was not specified. Taxpayer joined· 

~ 
a cash~basis, calendar year limited partnership which entered into a con
tract for exploration and development of oil and gas land with a contractor 
which was the parent corporation of the partnership's general partner. The 
actual drilling was subcontracted under a contract of "conventional 
footage and day work" variety. No payment for the driller was required 

J
.. until performance was completed. Included in the contract was a fixed 

price of $10,000 for intangible costs of drilling and completion of each well 
and a separate fixed price of $8,000 for the drilling and abandonment of 
non-productive wells, to be paid on or before December 31, 1975. 
However the agreement specified no date for drilling operations to begin. 
The partnership made advance payments on December 31, 1975, for drill
ing to be done in 1976 and deducted the payments on its 1975 tax return. 
No other business was conducted in that year. Under Rev. Rul. 71-252, 
such a shelter is valid if pursuant to a bona fide contract with a contractor. 
The Internal Revenue Service distinguished the instant case and held that 
the prepayments were not made as a customary business practice and as 

-"' such were not bona fide. The ruling held further that the deduction 
resulted in a substantial distortion of the partnership's income for the year 
of payments. In ruling against the deductions the Service relied upon the 
following factors: 

1. The date for commencement of drilling had not been specified as 
the time the payments were made. 

2. The payments were made to a contractor which was the parent 
corporation of the investor group partnership's general partner. 

3. The contractor was not the one to do the actual drilling. 

4. The payments made for unsuccessful completions could be 
applied to later wells not even contracted for. 
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Payments are deductible for the years the independent drilling contractors 
are paid under their "conventional footage and day work" contracts if Sec
tion 446(b) of the Code requirements are met. 

The fourth ruling 80-72, concerns amounts "at risk" and the 
applicability of the provisions of Section 465 of the Code to the sale of an 
option on gold to be extracted under the taxpayer's lease of a foreign min
ing company's interest in gold reserves (where the option holder may not 
compel extraction). The facts are as follows. In 1979 M, a consortium of 
foreign corporations marketed a tax shelter arrangement. A invested $100 
and executed a lease from P, a foreign mining company, for the mineral 
rights to a gold reserve located in X, a foreign country. A must pay P a 
stipulated royalty per gram for all recovered gold after first deducting all 
tax due X, extraction costs and development costs. A agreed as well to 
expend $400 for development to ready the claim for extraction by Decem
ber 31, 1979. A was not obligated to extract the gold. 

f 
I 
\.J 

I 

A granted an option to C for a $300 premium, to purchase all the gold 
extracted. The proceeds from the sale of this option and the $100 remitted 
by A were to be used for the development of the mineral claim lease. C 
could not compel the extraction of gold. M had represented that gold in 
commercially marketable quantities had been shown to exist in the claim. 

r 
I 

A claimed a $400 deduction under Section 616(a) of the Code for the 
development expenditures. The theory under this shelter was that money 
received by A for the option was not taxable to him because the proceeds 
were held in abeyance until it lapsed or was used to buy the property. ·r'· 

Section 465 (b)(4) of the Code provides that a taxpayer shall not be 
considered "at risk" with respect to amounts protected against loss 
through non-recourse financing, guarantees, stop loss agreements, or J, 
other similar arrangements. The option which furnished the $300 for A I 
could be exercised only if gold was found and extracted by A. If this failed ·'· 
to occur A had no obligation to C. The ruling concluded that A was effec
tively protected from any true economic risk. A could deduct the $100 
attributable to his actual cash investment only. If he could prove that it was ~ 
expended during the taxable year for the development of the mine and 
that the existence of the minerals in commerically marketable quantities 
had previously been disclosed. 12 ; 

Advanced mineral royalties are at issue in Rev. Rul. 80-73, the fifth I 
"St. Patrick's Day Ruling." The Internal Revenue Service ruled that tax- ( 
payer, whether cash or accrual basis, may not deduct as advanced mineral .. 
royalties the amount of non-recourse notes which are payable only to the l 
extent of the proceeds received from the sale of the minerals. The 
advanced royalties must be payable whether or not the minerals are 
extracted and sold. It was also held that cash paid as advanced royalties was 1 
a deferred expense to be taken into account when the minerals were' sold 
(and did not result from a minimum royalty provision). 13 

On January 1, 1977, A, a cash-basis taxpayer and B, an accrual-basis 
taxpayer obtained an operating mineral lease for a ten year term, in pro- I 
perty owned by Y. Under the agreement Y was to receive a minimum 1 
advance royalty in the amount of $600 at the beginning of each lease year. l 
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For the first year, A paid partly in cash ($150) and partly iJy promissory 
note ($450), pursuant to the agreement. B made his payment entirely with 
promissory notes as provided in his agreement. In both cases the notes 
were unsecured, non-recourse, non-interest bearing, had no maturity 
date, and were payable only to the extent of the proceeds received from 
the sale of the minerals. 

The Service concluded that under Regulation 1.612-3 (b) advance 
royalties may not be deducted when payment is not contingent upon the 
extraction of the minerals. Payment of the notes by A and b was con
tingent upon the extraction and sale of the minerals. The Service, except~ 
ing the cash payments, did not allow the royalties relating to both A and B 
as advanced royalties paid or accrued within the meaning of Regulation 
1.612-3(b), in light of the absence of fixed liability to pay any royalties 
until minerals were produced or sold. Although the cash payment was con
sidered an advanced royalty, it did not result from a minimum royalty pro
vision. The giving of a note by A did not constitute payment for there was 
no depletion of assets. A promise to pay is not cash or its equivalent. 

In the sixth ruling, 80-74, the Internal Revenue Service examined 
"foreign tax haven double trusts." Section 7701 (a) (31) provides that 
income of a foreign trust, not created by a U.S. source and not effectively 
connected with the conduct of a trade or business within the U.S., is not 
includible in gross income under Subtitle A. 

The promoter directed his agent in a foreign country, referred to as the 
"creator" to set up Trust 1 for the taxpayer. As' trustee, taxpayer transfer
red to Trust 1, the income-producing real estate and corporate securities, 
as well as the assets of taxpayer's sole proprietorship. A second trust was 
set up in the same foreign country with Trust 1 named as trustee. These 
trusts were identical and each provided that the trustee had sole discretion 
in dealing with the trust property as he saw fit. 

As soon as it was received, taxpayer distributed income received by 
Trust 1, to Trust 2, which from time to time made distributions to the tax
payer. The business assets and operations transferred to Trust 1 continued 
to be managed essentially as they were before taxpayer entered into the 
"double trust" arrangement. But the Service held that substance rather 
than'form of a transaction in which a taxpayer is involved shall govern the 
tax consequences of the transaction. 14 

Subpart E of Subchapter J of the Code (Sections 671-679) addresses 
grantor trusts and provides that income attributable to the trust be includi
ble in the grantor's taxable income. The Service held in this situation that 
the taxpayer had not given up ownership and control of the assets, and was 
the grantor of Trust 1 and Trust_ 2. Use of the "creator" was irrelevant. 
The transaction was held to be a sham, of no effect for tax purposes and no 
deductiofn was allowed under Section 612 of the Code for taxpayer's 
expenses relating to the "double trust." 

The final "St. Patrick's Day Ruling" Rev. Rul. 80-75, addressed "tax 
shelter trust." The shelter worked in the following way. A trust was set up 
by a promoter with a designated trustee, and funded by contributions of 
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$100 from individuals designated as income beneficiaries. Each individual 
received in return an income interest in the trust for twelve years, after 
which the trust was to be distributed through the remaindermen desig
nated by the income beneficiaries. Under local law no beneficiary was able 
to terminate the trust, nor would the death, insanity, bankruptcy, retire
ment, resignation, or expulsion of any beneficiary have caused the trust to 
be dissolved. Moreover the beneficiaries were not personally liable for the 
debts of the trust. The trustee used the contributed funds as a down pay
ment to purchase a patent from its inventor for exploration by the trust in 
a Section 456 (c) business activity. The balance of the purchase price was 
furnished by a full-recourse note given to the inventor. The ruling 
described the trust as an association for tax purposes and allowed no Sec
tion 167(h) deductions since the Internal Revenue Service determined 
that the trust had "associates" (the income beneficiaries), and an objec
tive to carry on business and divide profits. 

CONCLUSION 

The rulings discussed above illustrate that over the last two years it has 
become clearly evident that the Internal Revenue Service is establishing a 
trend toward a much more critical attitude concerning tax "shelters. These 
rulings strongly suggest that the investor must fully understand the tax 
opinion letter written by his attorney or certified public accountant con
cerning the deductibility of the tax shelter, especially in light of these 
recent efforts on the part of the Service more closely to examine and regu
late tax shelter practices. 
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TAX INCENTIVES FOR HISTORIC 
PRESERVATION 

Laura Reyes Kopack 

The reuse of older buildings especially in some urban areas received an 
economic boost because of the incentives provided in the Tax Reform Act 
of 1976 (TRA)./ Integration of these tax incentives along with other com
munity development planning and long range goals can encourage the 
maintenance and upgrading of declining neighborhoods while promoting 
commercial reinvestment in the cities. The passage of this legislation has 
made it economically feasible in many cases to rehabilitate a certified 
historic structure rather than demolish and rebuild. 

The purpose of this article is twofold: first, to present a brief overview 
of Section 2124 of the Tax Reform Act of 197 6, .and second, to include an 
up-to-date compilation of current proposals regarding this provision. 

Prior to 1976 the Federal income tax system influenced private deci
sions in favor of new construction rather than rehabilitation. The new 
income-producing buildings were eligible for more accelerated deprecia
tion schedules than the existing buildi_ngs. Further, any demolition expen
ditures and the remaining undepreciated cost basis of the existing building 
cold be written off when demolition occurred. Many buildings with the 
potential of reuse wer.e demolished because of the favorable tax treatment 
afforded new buildings.2 

Basically, the four provisions of the TRA relevant to historic preserva
tion are: 

(1) Rapid five year amortization of rehabilitation expenses; 

(2) Accelerated depreciation for a substantially re.\1abilitated historic 
building. 

(3) Denial of demolition costs as current expenses. 

(4) Denial of accelerated depreciation for new buildings constructed 
on the site of a demolished historic structure. 

The purposes of the act were to stimulate preservation of historic com
mercial income-producing buildings by providing favorable tax incentives 
for their restoration, and to discourage the destruction of historic buildings 
by providing tax disincentives for demolition of historic structures and the 
new construction of buildings on the demolished site. 

Certification 

Tax incentives for restoration are available for a project which the 
Secretary of the Interior designates as a "certified rehabilitation" of a cer
tified historic structure. A "Certified Historic Structure" is any building or 
structure subject to depreciation provided in IRC Sec. 167 which:3 

(a) is listed in the National Register of Historic Places, or4 
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(b) is located in a Registered Historic District and is certified by the 
Secretary of the Interior as being of historic significance to the dis
trict, or 

(c) is located in a historic district designated under a statute of the 
appropriate state or local government if the statute is certified by 
the Secretary of the Interior. 

The cumulative listing of National Register properties can be found in 
the Federal Register. the list is usually published the first Tuesday of each 
February and is updated the first Tuesday or every month. 

Owners who desire certification must complete Part I of the Historic 
Preservation Application, 5 but those listed individually in the National 
Register do not need to complete this form. All Historic Districts and 
Historic District Statutes must also be certified. 8 

In order to qualify for the tax incentives, the rehabilitation or planned 
rehabilitation of a certified property must conform to Standards for 
Rehabilitation issued by, and must be certified by the Secretary of the 
Interior. A "certified rehabilitation" 1 is "any rehabilitation of a certified 
historic structure that the Secretary of the Interior has determined is con
sistent with the historic character of the property and/or the district in 
which the property is located." 

An owner of a certified historic structure seeking "certification of 
rehabilitation" must complete Part II of the Historic Preservation Cer
tification Application." This part may be completed at any time during the 
course of rehabilitation, but owners are encouraged to, and are well 
advised to, submit proposed work plans for approval prior to any construc
tion. a 
The Incentives 

There are two types of tax incentives beneficial to a property owner 
who is involved in the rehabilitation of an historic structure which has 
been certified: 

(1) Five Year Amortization of Rehabilitation Expenses. 9 The 
TRA allows the owner of a certified historic structure to amortize 
the capital expenditures made during the certified rehabilitation 
over a five year period. This would apply even if the expected life 
of the improvement exceeds five years. Such deductions are taken 
in lieu of otherwise allowable depreciation deductions. This provi
sion applies to expenses incurred after June 14, 1976 and before 
June 15, 1981. 

(2) Accelerated Depreciation of Substantially Rehabilitated Proper
ty. !0 If a property qualifies as a "substantially rehabilitated 
historic property" the owner may utilize an accelerated deprecia
tion schedule by depreciating the adjusted basis of the entire 
rehabilitated structure as though he had been the original owner 
of the property. 
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The Act defines a "substantially rehabilitated historic structure" 
as a certified historic structure for which the cost of certified 
rehabilitation during a 24-month period ending on the last day of 
any taxable year, Jess any amounts allowed as depreciation or 
amortization during the two year period, exceeds either $5,000, or 
the adjusted basis of the property, whichever is greater. The 
"adjusted basis" is determined at the beginning of the 24 month 
period and is calculated by the owner's initial cost of the property, 
plus the cost of improvements up to the beginning of the 24 
month period, less amounts previously allowed to the owner as 
depreciation. 

The accelerated provisions of the Act applies to those expenses 
incurred after June 30, 1976 and prior to July 1, 1981. 

The enactment of the Revenue Act of 1978 explicitly prohibits the 
use of the amortization provision, I I with the accelerated deprecia
tion provision. 12 

Tax Disincentives 

The TRA provides two forms of disincentives to discourage the 
demolition or the substantial and uncertifiable alteration of historic struc
tures. 

(1) Loss of Depreciation for Demolition Costs. 13 The TRA does 
not allow an owner or lessee of a certified historic structure to ,I 
either add the cost or losses sustained during demolition to the 
depreciable cost of the replacement structure or deduct them 
along with the remaining undepreciated basis of the demolished 
building. 

The demolition expenditures and losses must be added to the 
capital costs. The TRA provides that for the purpose of the provi
sion regarding demolition costs, ahy structure located in a 
"registered historic district" will be treated as a certified historic 
structure unless the Secretary of the Interior has certified, prior to 
the demolition of the structure, that it is not of historic signifi
cance to the district. The provision applies to demolitions started 
after June 30, 1976 but completed before January 1, 1981. 

(2) Loss of Accelerated Depreciation for Improvement Cost. 14 The 
TRA also prohibits the use of accelerated depreciation for any 
strucutre in whole or in part constructed, reconstructed, erected, 
or used on a site that was occupied by a certified historic structure 
that has been demolished or substantially altered other than by a 
certified rehabilitation. 

The effect of this provision not only tends to discourage demoli
tiin but also limits the taxpayer to the less advantageous method 
of straight-line depreciation on new construction. 

This provision applies to expenditures on construction, 
reconstruction, or erection of a structure after December 31, 1975 
and before January 1, 1981. 
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Tax Revenue Act of 1978 Amendments 15 

The Tax Revenue Act of 1978 made the following amendments to Sec
tion 2124 of the Tax Reform Act of 197 6. 

(1) Registered Historic District. State and locally designated dis
tricts must substantially meet National Register requirements. 
Therefore, in order for historic buildings in a district created by a 
state or local statute to qualify for special historic preservation tax 
treatments, the district so designated must meet the criteria in the 
Tax Reform Act of 1976, as well as the Revenue Act of 1978. The 
district must meet substantially all the requirements for listing of 
districts in the National Register. 

(2) Special Rules for Recapture of Amortization Deduction. The 
recapture treatment/6 for the amoritzation provision governing 
the sale of real property is changed by the Revenue Act of 1978 to 
provide the same tax treatement upon the sale of a property as 
exists for accelerated depreciation. The taxpayer will apply capital 
gains on the portion of the amortized amount that could have 
been straight line depreciated in the period of ownership, and will 
pay full income tax rates on the amortized amount beyond 
straight-line. 

(3) The amortized amount is considered a tax preference item. 

(4) The demolition provision governing straight-line depreciation is 
made more stringent. !1 Retroactive certification of non-signifi
cance is allowed. 18 If demolition is underway or has been com
pleted the taxpayer can attest to the Secretary of Treasury that at 
the beginning of the demolition or substantial alteration, he in 
good faith was not aware of the requirement to obtain certification 
of non-significance prior to demolition or substantial alteration. 
Requests for such retroactive certification of non-significance will 
be evaluated according to the Secretary of the Interior's "Stan
dards for Evaluating Structures within Registered Historic Dis
tricts." 

(5) The Revenue Act explicitly prohibits the use of the amortization 
provision, Section 191 (a) with the accelerated depreciation provi
sion Section 167(o). 

(6) The amortization provision can be used by long term lessees 19 
with the following provisions: 

(a) the amortizable basis may not exceed the sum that the lessee 
has expended and 

(b) at the date certification rehabilitation is completed, the lease 
term without regard to renewal periods must extend beyond 
the useful life of improvements or for 30 years, whichever is 
greater. 
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Recent Developments 

On Friday June 6 1980 the Service published the final regulations 
relating to th~ amortization' of rehabilitation cost for certified historic 
structures.20The Regulations provide guidance on how and when to elect 
amortization under Section 167 of the code or under Section 191. The 
regulations are effective for additions to capital after June 14, 1976 and 
before June 15, 1981. 

Since the final regulations have been recently published, Senate 
Finance Committee member Lloyd Bentsen D-Tex., has proposed that the 
tax incentives for historic. preservation be extended.21 This bill would 
extend for five additional years the tax incentives for historic preservation 
enacted in 1976. The original termination date was June 30, 1981. This 
extension would be applicable only to certified commercial historic struc
tures. The bill would specifically extend the amortization credit under 
I.R.C. Sec. 191 and an accelerated depreciation option which can be linked 
with the 10 percent investment tax credit available to owners of buildings 
20 years or older which are used for industrial or commercial purposes. 

The rationale for the extension is that many of the tax returns using the 
tax incentives have been filed within the last three years. Information has 
not been available to ascertain the usefulness· and efficiency of these provi
sions. Locally, Charles Dryscoll, who oversees historical development 
projects for the City of Detroit Community and Economic Development 
Dept. (CEDD), reports that even with a local historical ordinance in 
Detroit and the tax incentives provided by the TRA many developers were 
not utilizing the provisions for the rehabilitation of historic structures.22 
The developers sought other avenues instead. 

The Ways and Means Subcommittee held three public hearings in 
October 1980 to consider legislation that would extend beyond 1981 the 
provisions for historic rehabilitation.23 Such an extension should be 
encouraged since many developers may have been reluctant to invest in 
such projects without having documentation on the success or failure of 
such endeavors nationwide. 

Conclusion 

The TRA has significantly affected the economic trade-off between 
rehabilitation and redevelopment through a change in the bias of the tax 
law. 

Despite the lack of data needed to assess adequately the economic 
impact, it appears that tax incentives of this type will encourage invest
ment and development in older buildings in America's cities. Additional 
innovative tax incentives should be provided in order to assist declining 
urban areas. Such incentives provide not only for rehabilitation of the 
buildings but also increase the tax base in the cities by providing attractive 
building into which new businesses could relocate, and in which estab
lished firms are willing to stay. 
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(202) 225-3625 

27 



ir·, 
1

!11 

I! 
i[: 
!II 
\0' 
1·11 

i'i 
j!! 
lui 

'I 
1: 

I~ 
!,I 

i',!ii 
II 

A 
:<1 

'I 
I'" 

I' 

i]f 
·r:· 

1:~ 
q: 

f: 
'{:~ 

'i! 
~ ~ 

Iii 

MICHIGAN TAX LAW JOURNAL 

Editor's Note 

For further information on historic preservation in general, see the 
recent symposium issue of the North Carolina Central Univ. Law Review. 
11 N.C. Cent. 195-393 (1980). On tax incentives for preservation projects 
see Andrews, Gregory, Ed. Tax Incentives for Historic Preservation Preser
vation Press. 1980, 1785 Mass. Ave. N.W. Wash. D.C. 20036, 224 pp. 
$12.95. 
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THE CONSTITUTIONALITY OF 
FILING HEADLEE ACTIONS IN 

CIRCUIT COURT 
Scott R. Torpey 

On November 7, 1978, Michigan voters passed the Headlee Tax 
Amendment (Const., Article 9, §§25-34), which limited property and 
other local taxes and state taxation and spending to specified levels. If any 
state or local governmental body raises taxes or spends beyond the limits 
set forth in Headlee, the Amendment expressly allows residents to file suit 
against that government body in the Michigan Court of Appeals. Contrary 
to this provision, recently passed House Bill #4716 would allow violations 
of the Headle.e Amendment to be brought in Circuit Courts as well. 
Although for the convenience of the government, residents, and the 
Court of Appeals this is welcome news, the fact remains that the Headlee 
Amendment itself intended that actions be brought in the Court of 
Appeals only. As H.B. #4716 is in direct conflict with the intentions of the 
Headlee Amendment, the bill is unconstitutional. 

In passing H.B. #4716, P.A #110 of 1980, (M.C.L. 600.308(A)), the 
State Legislature stated that it expects numerous suits under Headlee in 
the future. Although to date, not even one Headlee action has been filed 
in the Court of Appeals, if the legislative estimate is correct, the question 
of where local practitioners should file these suits is obviously of para
mount importance. This paper is intended to show why the State Court of 
Appeals still is and, until voters approve otherwise, will continue to be the 
only proper forum for filing actions under Article 9, §§25-34 of the 
Michigan Constitution. 

The Headlee Amendment limits state taxation to "equal the product of 
the ratio of total revenues in fiscal year 1978-1979 divided by the personal 
income of Michigan in calendar 1977, multiplied by the personal income 
of Michigan in either the prior calendar year or the average of personal 
income in Michigan in the previous three calendar years, whichever is 
greater". (Article 9, §26.) In addition, "For any fiscal year in the event 
that total state revenues exceed the revenue limit established in this sec
tion by 1% or more, the excess revenues shall be refunded pro rata based 
on the liability reported on the Michigan income tax and single business 
tax annual returns filed following the close of such fiscal year". Id If the 
state government taxes or spends beyond this limit or a surplus goes 
unreturned at the end of the fiscal year, then taxpayers can and undoub
tedly will haul the state authorities into court and seek relief. The question 
is, which court? 

The Constitution (Article 9, §32), expressly states "any taxpayer of 
the state shall have standing to bring suit in the Michigan State Court of 
Appeals to enforce provisions of Section 25 through 31, inclusive of this 
article . . . . " Notwithstanding this, on May 27, 1980 the Michigan 
Legislature passed P.A. #110 of 1980, (M.C.L. §600.300(A)) to the 
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"Revised Judicature Act" of 1961. The statute reads as follows: "An 
action under §32 of Article 9 of the State Constitution o( 1963 may be 
commenced in the Court of Appeals, or in the Circuit Court in the county in 
which the venue is proper, at the option of the party commencing the 
action". In addition, "The Court of Appeals may refer an action to the 
Circuit Court or to the Tax Tribunal to determine and report its findings of 
fact or to hear and decide the action if substantial fact finding is necessary 
to decide the action." The policy reasons behind P.A. #110 were that in 
some cases it would be more convenient for a citizen to commence a suit 
in Circuit Court, either because the Circuit Court is closer to the citizen's 
home or because the case could be heard more quickly in that particular 
Circuit than in the Court of Appeals. Furthermore, since the Court of 
Appeals is not a trial court - that is, it does not originally hear the facts of 
a case, the legislature apparently felt that if substantial fact finding is 
needed, the Appeals Court should be able to refer an action to the Circuit 
Court or Tax Tribunal. But, even though the convenience ofP.A.,#llO is 
very attractive to the courts and litigants, it is still unconstitutional. 

In Oakland County Taxpayers v. Board of Supervisors of Oakland County, 
355 MI 305; 94 NW2d 875, (1975), the Supreme Court of Michigan 
stated, "that in passing upon the constitutionality of state legislation, it is 
necessary to point out in the constitution of the state, the limitations 
which have been placed by the people through the constitution upon the 
power of the legislature, before our court will declare the enactment 
unconstitutional". ld at 885. Here, Article 9, §32, of the Constitution 
expressly limits actions for violations of the Headlee Amendment to the 
Court of Appeals. Since the Constitution expressly states on(ythe Court of 
Appeals is the proper forum, the forum choice available for Headlee 
actions is necessarily limited by the plain language of the Constitution, 
which makes only one court available. Since P.A. #110 (M.C.L. 
600.308(A)) allows Headlee actions in Circuit Court as well, under Oak
land County Taxpayers, supra, the statute is inconsisten.t with the plain 
language of the amendment and is therefore unconstitutional. 

In, In re Highway US 24 v. Vanderkloot, 329 MI 159; 220 NW2d 416 
(1959), the Michigan Supreme Court set forth the tests for determining 
the plain meaning of a constitutional provision. The Court stated first, 
"The primary rule is that the language is to be judged by 'common unders
tanding"'. As Justice Cooley defined this phrase, "the interpretation that 
should be given is that which reasonable minds, the great mass of the peo
ple themselves would give it . . . . the intent to be arrived at is that of the 
people, and it is not to be supposed that they have looked for any dark or 
abstruse meaning in the words employed, but rather that they have 
accepted them in the sense most obvious to the common understanding". 
Second, "the circumstances surrounding the adoption of the constitu
tional provision and the purpose sought to be accomplished may be con
sidered". ld at 425. In applying the first test to Article 9, §32, the common 
and reasonable and in fact only possible understanding of the the words 
"Court of Appeals" is to mean the second highest court in the state, not 
the Circuit Courts. Under the second test, since the drafters could easily 
have included Circuit Courts to be proper forums, the fact is they did not. 
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This circumstance reasonably indicates that the drafters expressly meant 
to restrict action to the Court of Appeals. Under. In re Highway US 24, 
supra., the plain language of the constitution expressly limits Headlee 
actions to the Court of Appeals and Court of Appeals me&ns that body 
designated as the second highest court of this state. 

In Huron-Clinton Metropolitan Authority v Board of Supervisors of 
Wayne, Washtenaw, Livingston, Oakland and Macomb Counties, et aL, 300 
MI 1; 1 NW2d 430, (1942), the Michigan Supreme Court stated, "In pass
ing upon the constitutionality of the state legislation, it is necessary to 
point out in the constitution of the state the limitation which has been 
placed by the people through the constitution upon the power of the 
legislature to act, before it may be declared unconstitutional." Id at 433. 
Again, since Article 9 §32 of the Michigan Constitution limits Headlee 
actions to the Court of Appeals, under Huron-Clinton, supra., PA. #110 
(M.C.L. 600.308 (A)) is unconstitutional. 

There are two solutions immediately available to resolve this constitu
tional problem. First, a constitutional amendment can be proposed on the 
issue of allowing Headlee violations to be brought in Circuit Courts. If 
passed, obviously there would no longer be a need for M.C.L. 600.308 (A) 
and so, no longer a constitutional conflict. Second, since the Court of 
Appeals is not an evidentiary court, if substantial fact finding is deter
mined to be necessary in a particular case, the Appellate Court can appoint 
a,special master to conduct discovery. This would eliminate the Appellate 
Court's need to refer cases requiring substantial fact finding to a trial 
court. Also, the assertion by the legislature that P.A. #110 (M.C.L. 
600.308(A)) is required to prevent a deluge of cases onto the appellate 
docket is totally unfounded. Since not even one case under the two year 
old Headlee Amendment has been filed in the Court of Appeals, a deluge 
problem simply does not exist. Finally, although the Circuit Courts may be 
geographically more accessible to residents, this does not justify or 
legitimize the legislature's passing an unconstitutional bill. Regardless of 
convenience, P.A. #110 (M.C.L. 600.308(A)) remains unconstitutional 
under Michigan law and must be repealed. 
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NEW RULES FOR 
TAX TRIBUNAL SMALL CLAIMS? 

A Critique of Gannon 
Steve Gittleman 

The purpose of this paper is to explore the Court of Appeals decision in 
Gannon v. Cohoctah Twp., 92 Mich App 445, (1979). In that decision, the 
Court of Appeals held invalid Rule 648 of the Tax Tribunal Rules of Prac
tice and Procedure. 

Rule 648 is a provision of the rules concerning the Tax Tribunal's 
small claims division, and it precludes appeal from the decision of a Tri
bunal member on asmall claims petition. The small claims division of the 
tribunal was established to hear property tax appeals involving homesteads 
or other residential or agricultural real estate of less than four units, all 
other property where the amount of relief requested does not increase or 
decrease the state equalized value by more than $20,000, and any other 
proceeding where the amount of tax in dispute is $1,000 or less. MCLA 
205.762(1); MSA 7.650(62)(1), (2). A qualifying petitioner may elect to 
proceed before either the small claims or entire tribunal. MCLA 
205.762(3); MSA 7.650(62) (3). 

The basic procedure until Gannon has been for the petitioner who 
qualifies, and who has made his board of review protest, to receive a hear
ing before a Tribunal Referee. The hearing is conducted in an informal 
manner, and no record is kept. MTTR 605, 642. If the petitioner is not 
satisfied with the relief granted, he or she may request a rehearing by a Tri
bunal member, MTTR 645, but, MTTR 648 forbids further appeal. 

Upon reflection the policy the Tax Tribunal sought to achieve by this 
procedure is clear: quick, efficient and final resolution of small property 
tax disputes. The taxpayer benefits in three basic ways: first he resolves his 
dispute in a speedy manner, usually 6 months or less, without the 
necessity to wait for a Tribunal hearing, which can take a year or more. 
Second, he benefits in reducing the costs of running the State agency as 
expensive recordings, Judge's time, and higher court's time are not 
needed to resolve finally the dispute. Third, in filing his petition, the tax
payer has no filing fees assessed. MTTR 605. 

The small claims design did not impress the Court of Appeals in Gan
non v. Cohoctah Twp., 92 Mich App 445 (1979) and the Court invalidated a 
key element of that design, MTTR 648. The Court stated, 

An examination of the statutes creating the Small Claims Divi
sion, MCLA 205.761 et seq, MSA 7.650 (61) et seq. reveals no 
provision precluding an appeal from the division. 92 Mich App 
445, 448 (1979) 

The court is correct, but the implicit conclusion that it draws, that 
appeals are allowed, is suspect, since the statutes neither forbid nor do 
they explicitly allow appeals from a small claims decision to a higher court. 
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Next, the Court asserts that MTTR 648 is in conflict with Section 53 of 
the Tribunal Act, MCLA 205.753(1); MSA 7.650(53) (1), which provides 
for appellate jurisdiction in the Court of Appeals. Again, the Court is cor
rect. However, the case law has indicated that the Appeals Court will only 
examine Tax Tribunal decisio:p.s if the Tax .Court has gone beyond its 
power to determine true cash value, or if it has used improper criteria in a 
determination of true cash value. Safran Printing v. Detroit, 88 Mich App 
376; 276 NW2d 602, (1979). On this standard of review, it is difficult to 
see how meaningful review can be accomplished without a written record. 
And MTTR 605 allows Small Claims cases to be heard with no record. 

Further, in property tax cases true cash value, as noted by the Supreme 
Court in CAF Investment v. Michigan State Tax Comm., 392 Mich 442; 221 
NW2d 588 (1974), is equal to market value. Market value is easy to deter
mine with respect to residential property. No complicated, confusing 
assessment method based on various debatable assumptions is needed; a 
ready market always exists and is easy to consult through the use of com
parable properties' selling prices. Thus, it is difficult to see where improper 
criteria may necessitate review by the Court, as the only thing that the Tri
bunal has the power to determine, true cash value, is obtainable without 
the application of any special criteria on the part of the Tribunal, and is not 
appealable. Const. 1963, Art VI §28. 

The Appeals Court then invokes the constitutional argument, alleging 
that MTTR 648, does not conform with Const 1963, Art VI, §28, which 
provides for direct review of administrative agency decisions by a court of 
law. The key phrase in the Constitution is, "as provided by law". A 
reasonable interpretation of this phrase is that the law must provide a 
mechanism for review, with the implication that if no statutory authority is 
granted, then there can be no review. As noted above, the Court cannot 
find any provision in the laws providing for review, and it can well be 
argued that no review was intended by the legislature. 

In addition, it cannot be argued that decisions of the small claims divi
sion are arbitrary and capricious, as a review by a Tribunal Judge is pro
vided for. MTTR 645. Further, the Tribunal is the exclusive agency for 
determining true cash value for property taxes. As noted above, this deter
mination with respect to small claims property is the only issue in a small 
claims case. Const 1963, Art VI §28 provides: 

"In the absence of fraud, error of law or the adoption of wrong 
principles, no appeal may be taken to any court from any final 
agency provided for the administration of ·property tax laws 
from any decision relating to valuation of allocation." 

Thus the Tribunal was justified in precluding appeal from Small Claims 
decisions. 

In conclusion, it is apparent that the decision of the Court of Appeals in 
Gannon, 92 Mich App 445 (1979), is flawed. If the decision is followed, it 
will increase costs, add new burdens to the case load of the Appeals 
Courts, and delay resolution of small claims. From the petitioner's stand
point, it will offer him another forum, but the constitution ans case law 
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limit his grounds to fraud, error of law, or adoption of wrong principlaes. 
Delay that will be caused will not work to the petitioner's advantage 
because he will still have to pay the tax pending a final determination. 
Since the State, the Courts, and the petitioners will face greater costs with
out any real appreciable benefit it is hard to understand who will benefit 
from this ruling. 

For further information, contact the Michigan Tax Tribunal, Logan 
Center, 3222 South Logan, Lansing, Michigan 48922, or at 144 West 
Lafayette, Detroit, Michigan 48226. 

Editor's Note: Mr. Gittleman is a law clerk employed by the Michigan 
Tax Tribunal and the current managing editor of the Michigan Tax Law 
Journal. 
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REINDUSTRIALIZATION THROUGH 
INVESTMENT TAX CREDITS 

A POLICY FOR THE 1980's 
Michael P. Dean 

"The idea that taxpayers should be allowed to re.cover in some fashion 
their cost of capital outlays in computing taxable income appears to be 
accepted in just about every income tax system in the world. To stimulate 
investment in industrial plants, and to allow taxpayers to offset to some 
extent the effects of inflation on replacement costs, nations have estab
lished a wide variety of capital cost recovery methods.'' I With the incep
tion of the Internal Revenue Code of 1954, Section 167 was instituted to 
allow the income of a business to be offset by a depreciation expense: an 
estimate of the wear and tear of the building, equipment and machinery of 
a business during the year. 

In May of 1961, Secretary of the Treasury C. Douglas Dillon offered 
business a new method with which to recover its capital cost outlays. In 
speaking before the House Representatives Ways and Means Committee, 
in the hopes ofpursuading its members to ratify the revenue Act_of 1962, 
Dillon stated: 

"I urge this legislation because it will make a real addition 
to growth consistent with the principles of a free economy; 
because it will provide substantial help in alleviating our 
balance of payments problem, both by substantially increasing 
the relative attractiveness of domestic as compared with foreign 
investment and by helping to improve the competitive position 
of American industry in markets at home and abroad; and 
because, far from adding to the forces responsible for alterna
tive recessions and recoveries, it will be of major assistance in 
strengthening our present recovery and enabling us to atttain a 
higher rate of growth and substantial full employment. Early 
action will resolve uncertainty or hesitancy and begin at once a 
strong and lasting incentive for modernization of the produc
tive facilities of our national economy." 2 

The Revenue Act of 1962 brought a new hope of rebuilding the capital 
formation of American industry with the addition of Sections 38 and 46-48 
of the Internal Revenue Code, the investment tax credit. 

Section 38 of the Internal Revenue Code provided the general rule 
which allowed a credit to be taken against the income tax for a qualified 
investment in certain property. Section 46 provided the framework of how 
to determine the tax credit to be taken and its limitation: 7% of the cost of 
the asset if the asset's useful life is 8 years or longer; 66 2/3% of 7% of the 
cost of the asset if the asset's useful life is 6 years or longer and 33 1/3% of 
7% of the cost of the asset if the asset's useful life is 4 years or longer. Sec
tion 47 provided for an increase in tax if the property on which credit had 
been taken is disposed of or ceases to be qualified property under Section 
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38 before the close of its useful life. Section 48 contained definitions of 
property eligible for the tax credit and special rules. 

The 1962 enactment of these Sections continued the Internal Revenue 
Code's movement from its original purpose as a mechnaism to raise 
revenue to that of "a complex matrix which attempts to induce varied 
sorts of activity." 3 In 1962 the idea was that these Code Sections would 
help those industries which were inefficient to rebuild and retool so that 
U.S. products owuld be competitive in the world market. However, the 
measures which these Code Sections instituted have been inconsistent: 
the sections were suspended and reinstituted in 1966 and 1967 respective
ly, abandoned in 1969, and reinstituted again in 1971. When the invest
ment tax credit was reinstituted in 1971 the useful life requirements were 
decreased from 8, 6 and 4 years to 7, 5 and 3 years and in 1975 the credit 
was raised to 10% from 7%. 

With the liberalization of the investment tax credit in the United States 
over the past ten years, investments in this country have not yet met the 
challenge of foreign competitors. "Investments in the United States stand 
at some 10% of Gross National Product versus 15% for Germany and 20% 
for Japan. Lacking the stimulus of new capital plant, United States produc
tion growth has declined. Indeed, instead of using more and more capital 
in production, the United States is becoming labor intensive in its produc
tion methods. Since 1976, the capital stock has increased at 3% annual rate 
while the hours worked by labor by a larger 3.8% annual rate. Statistics in 
Germany and Japan reveal an opposite result. An increase in the labor 
intensity of output is not a sign of vigor but of decay." 4 "While imports 
have been increasing, the American share of the industrial world's 
manufactured exports has been falling, from 22 percent in 1962 to 14.8 
percent in 1977, the latest year for which international comparisons are 
available." 5 

This year's skyrocketing increase in unemployment, numerous plant 
closings and foreign penetration into the auto market made the American 
people finally realize that this nation's competitiveness in the world's 
industrial market has fallen. The rallying cry from labor, business and 
government is a call for the country to "reindustrialize". 

"Some use the term as a synonym for resuscitating industries and 
modernizing factories. Others assume it means marshaling capital for new 
business. Still others believe it represnets America's last best hope for 
salvation from Japanese imports." 6Prof. Amitai Etzioni, a former Colum
bia University sociologist and former Carter White House adviser who is 
now the director for the Center for Policy Research is generally considered 
the originator of the buzzword. To Prof. Etzioni though, reindustrializa
tion involves such factors as a "tax climate favorable to capital formation, 
policies that encourage research and development, and a credit tilt away 
from consumer products and toward producer goods.'' 1 

Can the investment tax credit be used to help American industry rein
dustrialize? 

36 



I 

' .. 

MICHIGAN TAX LAW JOURNAL 

"Ideally, economists would leave to the marketplace the job of allocat
ing capital and would keep tax reduction for business as general as possi
ble. But the growing urgency of the nation's competitive position is bound 
to push the United States to an increasing reliance in the 1980's on tax 
measures targeted at single industries or groups of industries." 8 One tax 
mechanism that has proved quite successful in stimulating economic 
growth is the investment tax credit, a credit against tax liability for 
amounts expended in the taxable year for additions to eligible plant and 
equipment. 

The General Accounting Office of the United States (GAO) did some 
research in this area recently and found through reviewing past studies 
that: 

1. About 2 to 4 years is required for a significant response in invest
ment expenditures to tax credit changes. The effectiveness of the 
tax credit for investment expenditures in the short-term must be 
considered with substantial caution. 

2. A large portion of the· tax credit goes to reward investment that 
would have been made whether or not there was a tax credit. 

3. The major thrust of the investment tax credit is to provide incen
tive to long-term economic growth. 

4. Investment tax credit encourages investment in new equipment 
that is more productive than old equipment and which leads to 
economic growth. 

5. The investment tax credit changes the composition of investment 
expenditures in favor of machinery and equipment, thereby 
encouraging economic growth to the extent that machinery and 
equipment are more productive than investment in other forms of 
capital. 

6. The investment tax credit may lead to the more intensive use of 
capital at the expense oflabor. The idea behind capital investment 
is to increase labor productivity, thus supporting economic 
growth. But it may not be beneficial for employment in the short 
run. 

7. The investment tax credit's flat rate, which is currently 10 per
cent, applied to all assets with lives of 7 years or more leads to 
smaller rates of return for assets with longer service lives. 

8. The investment tax credit tends to bypass those businesses which 
do not require a large capital investment since the credit offests 
taxes. The benefits are reduced or eliminated for businesses that 
lack profits or that are operating at a loss. This tends to place the 
new or marginal business at a competitive disadvantage.9 

"GAO has reservations about the ability of the investment tax credit to 
promote short-term economic stability. For this reason, GAO believes 
that the Congress should consider the investment tax credit primarily as a 
tool to promote capital formation and economic growth." 10 
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Reindustrialization through investment tax credits, an election theme or 
an administration's policy? 

"The United States economy must undergo a fundamental change if it 
is to retain a measure of economic viability let alone leadership in the 
remaining 20 years of this century. The goal must be nothing less than the 
reindustrialization of America. A conscious effort to rebuild America's 
productive capacity is the only alternative to the percipitous loss of com
petitiveness of the last 15 years, of which this years wave of plant closings 
across the continent is only the most vivid manifestation." 11 The state of 
the national economy is one of the main, if not the main, campaign issues 
of1980. 

This year, members of the Senate and the House have proposed the 
use of the investment tax credit as a means to stimulate the economy in 
numerous pieces of legislation. The investment tax credit has been asked 
to play various roles by the members of Congress this year. One proposal 
would amend the Code in order to encourage individual investment in 
securities by allowing a 10% investment tax credit for such investments. 12 
Another would provide for permanent tax rate reductions for individuals 
and incentives for new plant and equipment.13 

All of the presidential candidates campaigned on the theme that the 
present tax structure is heavily biased against the use of capital by 
American industry and in favor of other production inputs. All of the can
didates addressed the question ofreindustrialization under one label or the 
other, and all proposed the continued investment tax credits, in conjunc
tion with the liberalization and reformaiton of depreciation, as tools to 
recapitalize American industry. 

Though balancing the budget is another election objective which was 
shared by all candidates, the goal of reindustrializing American industry is 
now one which crosses all social, geographic and economic interests in the 
nation. "The push for sweeping capital changes in the United States Tax 
Code to stimulate saving and investment and to encourage the revitaliza
tion of U.S. industry is gaining momentum. Tax cuts that primarily benefit 
business and investors are still tough to sell politically, especially when 
weighed against ever growing pressure to balance the budget. But the pub
lic now seems far more receptive to the idea than it did over the last two 
decades, when most people thought tax reform meant closing tax 
loopholes for the rich and redistributing income to the poor." 14 

Reindustrialization was an objective of each presidential candidate. 
Regardless of election outcome, it seems certain that investment tax cre
dits will continue to expand in order to promote particular industries and 
investments. As the past year has demonstrated, if the Chief Executive 
Officer does not act to promote a stable and continuous reindustrialization 
of the American economy, the members of Congress most assuredly will 
through the use of investment tax credits. 
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CASE DIGESTS 

INCOME TAX/ PROCEDURE 

There was no error in denial of post trial oral argument under local rule 
182(d). 

Joseph Kopas et a/ v. Commissioner of Internal Revenue, F2d 
__ , (6th Cir.) No. 79-1123 filed August 6, 1980. 

FACTS: Petitioner appeals from a denial of a post hearing oral argument. 
In 1967 Petitioner was indicted for tax evasion for the years 1960-1962. A 
two day trial was held in 1976, and on December 23, 1977 the Special Trial 
Judge filed his opinion, which upheld the commissioner. Petitioner filed 
subject to local rule 182(d) for oral argument and the court denied it.· 

HELD: The denial was not in error. The Special Trial Judge gave tax
payers every consideration and offered ample opportunity to present argu
ments and offer evidence at the hearing. Additional oral argument would 
be repititious. Therefor the Petitioner;s contention is without merit. 

INCOME TAX/ INCLUSION IN INCOME 

Medical Intern's stipend constitutes taxable income which is not 
excludable as a grant within the meaning of Section 117 of the Internal 
Revenue Code. 

Michael Cooney v. United States, ___ F2d --, (6th Cir.) No. 78-
3469 filed August 12, 1980. 

FACTS: Petitioner appeals from a judgment of the district court in deny
ing relief in a suit for refund of income taxes. The sole issue is whether 
certain payments received by Petitioner during his resident internship 
were excludable from gross income as a fellowship or grant within Section 
117 of the Internal Revenue Code. 

HELD: The payments were includable as income under Section 6'1 of the 
Internal Revenue Code. The payments were not free of "strings", and 
could not be characterized as a scholarship or fellowship under the tests of 
Ringler v. Johnson 394 US 741 (1969). Further, the payments had all the 
indica of compensation, a quo in exchange for the quid of services. Thus 
the payments do not qualify under Section 117. 

PROPERTY TAX/ TRUE CASH VALUE DETERMINATION 

In determining the true cash value of income producing property, clear 
and convincing proof is necessary; unverified rent and expense figures are 
not sufficient proof. 

Sam Cassar et at v. City of Detroit, MTT Docket No. 28.182 entered July 
22, 1980. 
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FACTS: Petitioners contended that their property was assessed at more 
than 50% of true cash value. Petitioner's witness, stipulated by the parties 
to be an expert appraiser, offered an opinion as to the true cash value of 
the property, as did Respondent's expert appraiser. Both figures were 
based on unverified data. 

HELD: Petitioner overcame the presumed validity of the assessments 
on the tax roll. However, the evidence was not clear and convincing as to 
the true cash value. The Tribunal, therefore applied its own analysis to 
derive the proper true cash value. 

PROPERTY TAX/ EXEMPTIONS 

The payment of a voluntary Motor Vehicle Registration Fee on Special 
Mobile Equipment does not render that equipment tax exempt under the 
Michigan Motor Vehicle Code or the General Property Tax Law. 

Township of Groveland v. L. C. Betts Excavating, MTT Docket No. 
37161 entered September 26, 1980. 

FACTS: Petitioner is the taxing district, who appeals from a determina
tion by the board of review that the subject property is exempt from taxa
tion due to the payment of a voluntary registration fee. Respondent claims 
that since the property is subject to registration under MCLA 257.801 (1) 
and 257.216(d), 801(1) should apply and the property should be exempt 
from all taxation. 

HELD: There is no specific exemption for the subject property either in 
the General Property Tax Law or the Motor Vehicle Code. The fee paid 
was voluntary, minimal in amount, and is designated by the legislature to 
be used to cover the cost of plates and markers for Special Mobile Equip
ment. No support exists for the proposition that the payment of a volun
tary, minimal registration fee will exempt specially registered property 
from ad-valorem taxation. 
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LEGISLATIVE UPDATE 

BILL NO. 

H.B. 5989 

P.A. 227 
Effective 7118/80 

P.A. 250 
Effective 7/28/80 

P.A. 253 
Effective 7/29/80 

P.A. 252 
Effective 7/29/80 

P.A. 254 

P.A. 255 
Effective 7/29/80 

EXPLANATION 

Provides for taxpayers to designate that a 
portion (or all) of his entitled refund be 
paid to the Amateur Athletic Union. 

Provides for taxpayers to claim a tax credit 
equal to the amount of rent paid which 
constitutes more than a specified portion 
of the taxpayer's household income. 
Expires September 31, 1983. 

Provides for an increase in the State 
Income Rate to 4. 7% for the period Jan. 1, 
1981 to Dec. 31, 1985. Additional 
revenues to be used only for certain 
specified state correctional facility pur
poses. Allows a taxpayer to deduct certain 
wages not deductible under Sec. 280 C of 
the Internal Revenue Code. Tax increase 
sections shall become effective only if 
approved by the voters on Nov. 4, 1980. 

Provides for the basic personal exemption 
to be adjusted annually by the average 
annual increase in the implicit price defla
tor for the Gross National Product. In 
addition, the law provides for the applica
tion of tax credits of the taxes against ad 
valorem property tax liability and specifies 
administration of same as well as reimbur
sement of local units of government for 
such credit applications. Also provides an 
additional $140 tax credit for renters. 

Exempts the first $7,100 of the State 
Equalized Valuation of a homestead from 
taxes levied under this Act. Provides for 
the annual adjustment of such exemption. 
Specifies exemption and State Income Tax 
credit application procedures. Effective for 
all ad valorem taxes levied after Dec. 31, 
1980. 

Increases Sales Tax rate to 5.:JJ!o and pro
vides for a phase out on certain utility ser
vices of the tax imposed. Effective Jan. 1, 
1981. 

Increases Use Tax rate to 5.:JJ!o and pro
vides for a phase out of the tax on certian 
public utility services. Effective Jan. 1, 
1981. . 
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BILL NO. 

H.B. 5990 
9/3/80 

H.B. 5995 
9/3/80 

H.B. 6001 
9/3/80 

H.B. 6010 
9/4/80 

H.B. 6026 
9/4/80 

H.B. 6034 
9/I0/80 

H.B. 6039 
9/I I/80 

S.B. 1268 
9/I8/80 

H.B. 6087 
9/26/80 

H.B. 6088 
9/26/80 

EXPLANATION 

Allows a taxpayer to claim a tax credit 
against state income tax liability equal to 
2.5% of the purchase price of an electrical
ly powered automobile. Effective Jan. I, 
1980. amends Act 281, P.A. 1967, (C.L. 
206.1 to 206.532) of the Compiled Laws of 
1970, adds Sec. 263. Committee on Taxa
tion. 

Increases the state income tax rate by one 
percentage point effective Oct. 1, 1980. 
Expires Nov. 4, 1980 if Proposal Don the 
1980 General Election Ballot is rejected by 
the electors. 

Increases the Single Business Tax rate by 
0.65 percentage points, effective Oct. 1, 
1980. Expires Nov. 4, 1980, if Proposal D 
on the 1980 General Election Ballot is 
rejected by the electors of this state. 

Excludes credits received under the Farm
land and Open Space Preservation Act 
from the definition of "income" for pur
poses of this Act. 

"Income" does not include the receipt of 
periodic, installment or lump sum child 
support payments. 

Increases and extends (until 1985) the tax 
credit available for the installation of 
solar, wind, or water energy conservation 
devices. 

Redefines "homestead" to exclude 
households with income over $50,000.00 
for purposes of computing homestead 
SEV exemptions. Effective for ad valorem 
property taxes levied after Dec. 31, 1980. 

Exempts the meeting halls of certain fra
ternal organizations and secret societies 
from taxation under this Act. 

Commissions paid to a real estate broker 
or salesperson who sold a property shall be 
excluded in calculating the true cash value 
of the property. 

Exempts from taxation real property used 
solely for production of ethanol or 
methanol which is greater than 99% purity 
and which also is derived from sources 
other than petroleum or natural gas. 
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BILL NO. 

H.B. 6095 
9/30/80 

S.B. 1284 
9/29/80 

EXPLANATION 

Provides for the Department of Com
merce to certify certain employers in 
economically distressed areas as 
"qualified employers" Such employers 
may obtain a tax credit for new employees 
which they hire. Effective for tax years 
beginning on or after Jan 1, 1982. Expires 
Jan. 1, 1987. 

Provides for city governing bodies to 
adopt language which permits city income 
taxpayers to claim a tax credit for con
tributions to neighborhood associations, 
or to designate that a certain portion of an 
income tax refund be credited to a 
neighborhood association. 
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NEW DEVELOPMENTS 
INHERITANCE TAX SETTLEMENT AGREEMENTS 

MICHIGAN DEPARTMENT OF TREASURY FIELD BULLETIN 

No. 55460(1-10) Issued 7-1-80 

Section 191 of the Revised Probate Code overrides Michigan case law 
which mandated that inheritance tax determinations be based on the dis
tribution of property provided by will rather than by will contest settle
ment. 

In view of this ruling, we will now base inheritance tax determinations on 
a settlement in writing filed with the courtin accordance with Section 191. 

OPINION OF ATTORNEY GENERAL 

OPINION NO. 5749 July 31, 1980 

Proration of Real Estate Tax 

The statutory-tax proration provision, which is operative upon the con
veyance of real property in the absence of any contrary agreement, does 
not change or alter the calendar year period for the assessment, levy and 
collection of real property taxes. 

The Honorable Tom Mathieu 
State Representative 
Capitol Building 
Lansing, MI 48909 

You have requested clarification of Michigan law relative to the prora
tion of property taxes incident to the sale of real estate between private 
parties and the impact thereof, if any, upon the annual assessment and 
levy of real property taxes. 

The starting point for consideration of this matter in "tax day'' which 
is designated as December 31 of each year, by The General Property Tax 
Act, 1893 PA 206, §2, as last amended by 1968 PA 277, MCLA 211.2; 
MSA 7.2, which provides in pertinent part: 

"The taxable status of persons and real and personal property 
shall be determined as of each December 31, which shall be 
deemed the tax day, any provisions in the charter of any city or 
village to the contrary notwithstanding .... " (Emphasis sup
plied) 

In Michigan, taxes are levied for a calendar year and are collected for 
the calendar year in which the levy is made. Pere Marquette Railroad Co. v. 
Kalamazoo Lake Shore & Chicago Railway Co., 158 Mich 40; 122 NW 356 
(1909); OAG 1965-1966, No. 4463, page 207 (February 21, 1966). 
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On tax day (December 31), the owners of real proerty having a taxable 
status are obligated to respond to taxation for the following calendar year, 
the tax owing being a debt due, pursuant to 1893 PA 206, supra, §40; 
MCLA 211.40; MSA 7.81. The obligaiton, however, does not become a 
lien until December 1 of the following calendar year, for state, county, 
village and township taxes, or such other day as provided in the charter for 
a city or village (commonly July 1 of the following calendar year for most 
cities). 1893 PA 206, §40 supra. The lien date for school district or inter
mediate school district taxes in the case of a city is the same as that of the 
city in which all or a portion of each school district ore intermediate school 
district is located, and in the case of a township, on July 1, pursuant to the 
provision of 1893 PA 206, supra, and the School Code of 1976, 1976 PA 
451, §§1611-1612; MCLA 380. 1611-1612; MSA 15.41511-41612. On 
December 1, in the absence of any other date specified by law or charter, 
any unsatisfied real property tax obligation becomes a perfected lien 
against the property, pursuant to 1893 PA 206, §40, supra. United States v. 
State of Michigan, 429 F Supp 8, 10 (ED Mich, 1977); City of Gaylord v. 
Gaylord City Clerk, 378 Mich 273, 301; 144 NW2d 460, 471 (1966). 

1893 PA 206, §40, supra, further provides that each statement and 
receipt for taxes on real estate sent or given by any county, city, township 
or village treasurer shall contain a printed statement, setting forth the 
dates of the fiscal year of each taxing unit during which the general ~taxes 
stated thereon will defray the costs of governmental services rendered 
thereby. This requirement, however, does not chage the fact that the tax 
shown as owing is for the next succeeding calendar year in which it is 
levied and collected. OAG, No. 4463, supra. 

1 OAG, 1955 No. 2074, p. 256, 258 (May 11, 1955), addressed the 
levy of taxes for each calendar year under 1893 P A 206, supra./ The opi
nion stated that while under 1893 P A 206, supra, taxing officials assess 
taxable property on tax day, with the debt due becoming a lien on Decem
ber 1, such procedure does not change the fact that the taxes are taxes for 
the calendar year in which they are levied and collected. OAG, No. 4463, 
supra. 

Absent a controlling agreement to the contrary, a seller who conveys 
by warranty deed is responsible for the payment of all taxes for which a lien 
has attached prior to the date of the conveyance. A seller who conveys by 
quit-claim deed, in the absence of any agreement to the contrary, has no 
duty to satisy any tax lien. (RA 1846, ch 65, §5; MCLA 565.5; MSA 
26.524) 

However, 1965 PA 207; MCLA 213.311 et seq; MSA 7.679(1) et seq,2 
provided a statutory method for proration of general taxes on real property 
acquired for public purposes, such proration to be the date of closing when 
acquired by condemnation to the date compensation was made or secured. 
1965 PA 207, supra, prompted the issuance of OAG, No. 4463, supra, 
which stated that under 1965 P A 207, supra, taxes would be prorated on a 
calendar year basis. This method of prorating was further changed by 1966 
PA 288, amending, inter alia 1893 PA 206, §2, supra. 1893 P A 206, §2, 
supra, as amended by 1966 PA 288, supra, required all public agencies to 
prorate taxes and specified the method of proration in the absence of a pro
ration agreement. 
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Thereafter, 1968 P A 277 further amended 1983 P A 206, §2, supra, by 
the addition of a fourth paragraph providing a similar method of prorating 
taxes with respect to conveyances between private parties, absent any con
trary agreement: 

"In any real estate transaction between private parties in the 
absence of any agreement to the contrary, the seller shall be 
responsible for that portion of said annual taxes levied during 
the 12 months immediately rpeceding, but not including, the 
day title passes, from the levy date or dates to, but not includ
ing, the day title passes and the buyer is responsible for the 
remainder of such annual taxes. As used in this paragraph 'levy 
date' means the day on which any general property tax becomes 
due and payable." 

Thus, 1983 PA 206, §2, as last amended by 1968 P A 277, supra, is con
cerned only with the settlement of accounts between private vendors and 
vendees of real property during a tax year. It does not change or alter the 
period for which the taxes are assessed and levied (calendar year), nor the 
statutorily designated tax day or lien dates. In fact, the proration provision 
assumes, for accounting purposes, that taxes are paid prospectively from 
the levy date or dates rather than for the calenday year in which they are 
assessed or levied. Further, this provision is not effective if the parties 
agree to any alternate method of settling their respective accounts. 

The following hypotheticals will illustrate the operation of (1) statutory 
proraton method, which controls absent a contrary agreement and (2) an 

,. alternative proration method utilizing the fiscal year of the taxing units 
wherein the property purchased lies. It should be noted that the parties to a 
real estate contract may provide for alternative tax proration methods. 
Further, the method of tax proration utilized will customarily appear in the 
buy-and-sell agreement (also known as the offer to purchase) or in a simi
lar contractual agreement. In addition, the parties may agree to employ the 
statutory proration method. 

(1) Hypothetical I (Statutory Proration Method) 

A desires to purchase Meadowacres from B by warranty deed. 
The parties agree to employ the statutory proration method. 
The closing date is set for July 2, 1980.3 All real estate taxes on 
Meadowacres, located in Brown City, for years prior to 1980 
have been paid. 1980 county, city, school district and inter
mediate school district taxes on Meadowacres, which have not 
been paid, total $1,500. At closing B (the Seller) will be 
charged taxes for 183 days (January 1, 1980-July 1, 1980). 
Thus, at closing, B will be charged $750.00 (183/366 days x 
$1,500 = $750-). A (the Buyer will be credited the $750 which 
B was charged for unpaid, prorated taxes. A will be responsible 
for the payment of alll980 taxes. 

(2) Hypothetical II (Fiscal Year Method) 

A desires to purchase Meadowacres from B by warranty deed. 
The parties agree to employ the fiscal year proration method for 
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property taxes, up to, but not including, the day of closing. The 
fiscal year for the county, city, scholl district and intermediate 
school district in which Measowacres is located, is the period 
July 1-June 30. 4There are no unpaid taxes for previous years, 
and B has already paid 1980 "taxes in the amount of $1,500. The 
date of closing is set for March 1, 1980.5 

At closing, A (the Buyer) will be charged taxes for the 122 days 
remaining in the fiscal year (ending June 30) in the amount of 
$500 (122/366 x $1,500 = $500). B (the Seller) will be cre
dited the $500 paid by A, B having previously paid all 1980 
taxes. 

In summary, ad valorem property taxes are assessed for the calendar 
year in which they become due and payable. The various fiscal years of the 
individual governmental units for which the tax revenues are budgeted 
and expended serve an accounting function and do not alter the "calendar 
year" taxing system. 

The private parties proration provision, added to 1893 PA 206, §2, 
supra, by amendatory 1968 PA 277, supra, is entirely unrelated to how, 
when, and for what period, property taxes are assessed, levied or collected. 
It merely provides a method of settling accounts between private parties to 
a real estate transaction in the absence of a contrary agreement. In fact, its 
assumptions, for accounting purposes, do not follow the calendar year for
mulation. BRather, the proration provision is based upon prospective "due 
date" year, i.e., December 1-November 30 and/or July 1-June 30. 

It is, therefore, my opinion that 1893 P A 206, §2, supra, which set 
forth the method of prorating taxes between private parties in the absence 
of an agreement to the contrary, does not change or alter the calendar year 
period for assessment, levy and collection of real property taxes in 
Michigan. 
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FOOTNOTES 

1. At the time of issuance ofOAG, No. 2074, supra, January 1 was the 
tax day, and December 1 of the same year was lien day. The provi
sions of 1958 PA 209, §2, amended 1893 PA 206, §2, supra, chang
ing tax day from January 1 to December 31. December 31 is the tax 
day, and decmeber 1 of the succeeding year is the day when the tax 
debt due and owing becomes a lien. 1893 PA 206, §§2 and 40, supra. 

2. 

3. 

4. 

5. 

Repealed by 1976 PA 67. 

1980, a leap year, has 366 days. July 2 is the 184th day in the year 
1980. For the purposes of statutory tax proration, the seller, (B) is 
not charged or credited with prorata taxes attributable to the actual 
date of closing (July 2). Thus, for statutory tax proration purposes, A 
and B will be equally chargeable at closing for taxes for 183 days; 

For the purposes of this hypothetical, it is assumed that the county in 
which Meadowacres is located has a population greater than 1,500,""' 
000. as provided in 1943 PA 174, §1; MCLA 45.201; MSA 5.357, the 
fiscal year in counties with less than 1,500,000 population is the 
calendar year ending December 31 of each year; counties with 
population in excess of 1,500,000 may establish an appropriate fiscal 
period. With respect to cities, no provision of the Home Rule Cities 
Act, 1909 PA 279, MCLA 117.1 et seq; MSA 5.2071 et seq, man
dates a prescribed fiscal year period. For school districts and inter
mediate school districts, the School Code of 1976, supra, §1133, 
MCLA 380.1133; MSA 15.41133 provides a fiscal year period com
mencing July 1. 

The July 1, 1979 to June 30, 1980 fiscal year period comprises 366 
days. February 29, 1980 (the day preceding March 1 the closing date) 
is the 244th day of the fiscal period with 122 days remaining. 

6. It should be noted that the Internal Revenue Service has recognized 
the "calendar year" formulation as the "real property tax year" in 
Michigan for purposes of apportioning property taxes between the 
seller and purchaser of real property pursuant to Section 164(d)(l) 
of the Internal Revenue Code of 1954, 68A Stat 47, 26 USC 
164(d) (1), and its implementation regulations, 26 CFR 1.164-6. See 
Rev Rul67-31, 1976-1 CB 49. 
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Editor's Note: The following information and forms were provided by the 
Detroit District Office of IRS and are reprinted as a Service 
to Section members. 

I. 

II. 

HOW TO OBTAIN RECORDS AND INFORMATION 
INTERNAL REVENUE SERVICE 

DETROIT DISTRICT 

Open Case Situations: [ 
L A. Examination, Investigation, and Collection Activities 

Direct inquiries concerning your client to the agent or officer 
assigned to the case or to the person indicated on Internal 
Revenue Service corresponsdence. 

B. General Inquiries r 
A request for tax information, forms and all other general inqu- I 
iries should be directed to the Taxpayer Service Division at-237- ) 
0800 (in the Detroit area), or call Toll Free (within the 313 area 
code) 1-800-462-0830. 

C. Service Center 

A question concerning your correspondence to the cincinnati Ser
vice Center should be directed to Taxpayer Service Division at 
(513) 684-1291 (not a Toll Free number). 

D. Problem Resolution· 

If you do not receive a satisfactory answer to your inquiry and a 1' 
second or subsequent contact is necessary concerning the same 
complaint or problem (after normal processing time has elapsed), 
contact the Problem Resolution Officer. 

Write 
P.O. Box 32514 
Detroit, MI 48232 

Call Visit 
226-7899 Room 2467 

McNamara Bldg. 

f 
Request for Documents I 

Cfficinnati So,ioe Conto< ( 

Tax Returns 

Use one Form 4506 (copy attached) for each return requested. 

A. 

Send to: 
cincinnati, ohio 45999 ·r· 

B Complete Transcript of Account 

. Write requesting Certificate of Assessments and Payments, Form 

~~. I. 
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Send to: 

Indicate: 

Furnish: 

Cincinnati Service Center 
P.O. Box 552 
Covington, Kentucky 41019 

If you want transcript certified under seal 

Taxpayer(s) Name(s) 
Address 
SSN or EIN. 
Type of Tax, i.e., Individual Income, etc. 
Tax Years 
Power of Attorney or written authorization 

C. Copies of Secions of the Internal revenue Manual or training 
Materials 

See attached Freedom of lnfomation Price List for major sections 
opfthe Internal Revenue Manual. No list is presently available for 
training materials. If you want only a limited numberof pages, see 
I.A. and I.B. above, or contact the Disclosure Officer (see III.B. 
below). 

III. Other Requests 

A. Requests for Tax Information Concerning Persons Not Represented 
by You 

Attach completed and signed consent with your request and an 
identifier, e.g., copy of taxpayer's driver's license, notarized state
ment swearing to or· affirming the person's identity, or other iden
tifier containing a signature. A copy of an acceptable consent form 
and certification, in the case of a business entity, is attached. 

B. Freedom of Information, Privacy Act and all other requests (includ-
ing subpoenas. to access Internal Revenue Service records): 

Write Call Visit 
Disclosure Officer 226-3394 Room 2446 
P.O. Box 32513 McNamara Bldg. 
Detroit, MI 48232 

Procedures for making a Freedom of Information Act request are 
contained in 26 CFR §601.701. 

For any other information or assistance concerning accessing 
records contact the Disclosure Officer. 
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