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School of Law 651 E. Jefferson Avenue, Detroit, Michigan 48226 Telephone: (313) 961-5444 

October 1, 1985 

Volume XI, Issue 3 of the Michigan Tax Law Journal features two annual tax 
section events: The 1985 Tax Essay Contest and the Taxation Section meetings at 
the 1985 Annual State Bar Convention, held at Cobo Hall, Detroit, Michigan on 
September 13. We look forward to working closely with the 1986 officers and 
committee chairs. 

Lynda Oswald of the University of Michigan Law School was awarded the 
first pl,'ize of $1,000 for her article "Unitary Taxation and Foreign Parent 
Corporations: A Commerce Clause Analysis." The article contained herein is an 
edited version of the original essay. For a complete version, please contact 
the editors. 

Please note the roster of new officers and update your phone lists 
accordingly. If you are interested in serving on any committee or in attending 
their meetings, please contact the respective chairpersons. You will also be 
receiving a p<;>stcard on which you will be able to select one or more committees 
on which you wish to participate. Your active involvement is encouraged, both 
as a means of becoming more knowledgeable and contributing to the developtnent 
of the law in your chosen specialty. 

This issue was prepa,red by the recently selected Fall 1985 Tax Journal 
Staff. Please let us know how we can better serve your needs. We strive to 
report the most significant and interesting decisions in recent Michigan tax law. 
The editorial board requests that members who know of significant tax cases, 
pa,rticularly those on appe)ll, to contact or send copies to the University of Detroit 
Law School, attention Michigan Tax Law Journal. 

As always, suggestions, criticisms, potential topics and article manuscripts 
may be sent to the attention of the Managing Editor, Michigan Tax Law Journal, 
University of Detroit School of Law, 651 East Jefferson Avenue, Detroit, 
Michigan 48226. 

PATRICK A. KEENAN 
Professor of Law and 
Editor-in-Chief 
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Managing Editor 
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Articles Editor 
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MICHIGAN TAX LAW jOURNAL 

TAXATION SECTION 
STATE BAR OF MICIDGAN 

COMMITI'EE ON PARTNERSmP TAXATION 

MINUTES OF MEETING 
JUNE 25, 1985 

Chairman John J. Collins, Jr. called the meeting to order at 8:44 a.m. with 
Joseph W. Thomas acting as Secretary. The following members attended: 

William B. Acker 
Andrew M. Barbas 
John J. Collins, Jr. 
Steven Fisher 
John Grant 
Thomas E. Maier 

Mark McGowan 
John W. Person 
Jim Serocki 
Richard Soble 
George R. Sokoly 
John Young 

John Collins noted that the annual tax article discussed at the first meeting 
will appear in the September issue of the Michigan Tax Law Journal. He also 
pointed out that on September 13, 1985, the 50th Annual State Bar Meeti!lg and 
taxation speeches will be held at 2:00 p.m., and that the Tenth Annual Taxation 
Institute will be held on October 10-11, 1985. Mr. Collins also discussed a 
possibility of the real property and tax sections collaborating on a joint summer 
conference. 

A discussion ensued about the focus of the committee. Some members felt 
that the "partnership" area is too narrow, i.e. it concerned only the more esoteric 
issues like real ·estate syndications, oil and gas, etc. Mr. Collins asked the 
committee members to think about the issue for later discussion. 

Mr. Collins then asked the committee to think about the selection of a 
chairperson, the term of office, and establishment of other operating guidelines. 
The chairperson indicated that since Shawn McCormack is no longer a member of 
the committee a vacancy exists on the legislation and regulation subcommittee. 
The State Bar feels that it is very important for the subcommittee to comment on 
and review specific pieces of legislation. 

A presentation was given by Mark McGowan regarding the allocation of tax 
items. The focus of the new regulations under Section 704(b) is the determination 
~of whether an allocation has substantial economic effect. An allocation will have 
substantial economic effect if: (1) capital accounts are maintained, (2) the liquid
ation proceeds are distributed in accordance with capital accounts, and (3) deficits 
are restored upon liquidation of the partnership. The practical problem of requiring 
investors to restore deficits was noted. The following alternative was discussed. 
The proposed regulations provide that you do not have to comply with the above 
rules if the partnership agreement satisfies the rule of capital account equivalency, 
and if the economic performance of the partnership produces the same results as 
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those contained in the regulations. The capital account equivalency test is 
described in Proposed Reg. §1. 704-1B2 IV(b). The regulation indicates that a 
partner is not required to restore the deficit in his capital account (and does not 
invalidate an allocation to that partner) to the ext~nt the allocation does not create 
a deficit in the partner's capital account at the end of the partnership's taxabl~ 
year. As a practical matter the capital account equivalency test does not work 
because the general partner usually has no cash investment. Additionally, a 
promise is usually made to pay the investors a preferred return of cash which may 
be funded by gain allocated to some other partner. In these situations a deficit 
payback provision is required. 

A discussion then ensued regarding a minimum gain provision alternat~ve 
contained in a partnership agreement. This provision is sanctioned in the 
regulations as long as there is sufficient minimum gain to satisfy the deficit 
(e.g. if the partnership has deducted losses attributable to non-recourse debt). 

Andy Barbas discussed the underlying rationale of the proposed regs, drafted 
largely by William McKee. Mr. Barbas discussed William McKee's two basic 
assumptions. 

1. If artificial deductions like depreciation are allocated to partners, and we 
assume that the depreciation means real depreciation (i.e. the property goes down 
in value), then the gain charge back provision has substantial effect because the 
gain was not anticipated. 

2. No allocation of non-recourse debt has substantial economic effect. 
Therefore, the minimum gain charge back provision is designed to address these 
assumptions. 

A discussion then ensued regarding the stacking rule. It was mentioned. that 
the deficit capital account payback regulation did not anticipate any form of 
stacking. Also, the IRS is having second thoughts about an unlimited gain charge 
back concept. Assume a deal is structured where cash flow is allocated with an 8% 
preferential return to limited partners, and the balance is split 75% to the limited 
partners and 25% to the general partners. Losses are allocated 99 to 1 and the 
limited partners are paid first with a 60/40 split on sale. The IRS is questioning the 
99 to 1 division. They believe there should be some limitation even though the 
proposed regs sanction the charge back provision. The IRS is apparently saying that 
a 99 to 1 allocation is nonsensical when the deal involves significant non-recourse 
leverage. 

A discussion then ensued on the non-tax considerations of an agreement which 
requires a partner to restore deficit capital account. Such an agreement is 
enforceable on a contract theory and under the Uniform Partnership· Act. Such an 
agreement will be treated as a commitment to make future captial contributions. 
The question was raised about agreements that require restoration of deficit capital 
accounts when money cannot be used for the benefit of creditors. It was noted that 
if no obligation exists to make the money available to creditors, a section 752 basis 
problem may arise because it would not be viewed as an obligation to make a future 
contribution. 
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Most members agreed that, in most cases, the gain charge back was the best 
way to solve the problem. Yet if recourse debt exists, then you must have a deficit 
account payback because of the stacking rules. You cannot assume that the 
minimum gain charge back provision will be sufficient. Ogden v Commissioner, 
84 TC 57, was cited in support of this proposition. 

The meeting concluded. 

Sincerely, 

John J. Collins, Jr. 
Chairperson 

NOTICE OF COMMITTEE MEETING 

Dated: 

Time: 

Place: 

Wednesday, October 2, 1985 

8:30a.m. 

Offices of Miller, Canfield, Paddock and Stone 
280 West Maple (Wabeek Building)- 2nd Floor 
Birmingham, MI 

AGENDA 

A. Minutes of the June 25, 1985 meeting 

B. Report subcommittee activities and reports 

C. New Business 

D. Presentations - OlD computed interest rules by Andrew Barbas 
and Richard Soble 

E. Open forum regarding current problems and areas of interest 

F. Next meeting 

3 
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TAXATION SECTION 
STATE BAR OF MICIDGAN 

COMMrrrEE ON CORPORATE TAXATION 

MINUTES OF MEETING 
AUGUST 20, 1985 

COUNCIL MEMBERS PRESENT 

Roger Cook 
Rick Foster 
Howard Gourwitz 
Jack Hires 
Tony llardi 
Gary Lambert 
Ron Lang 

NEXT MEETING 

Jeff Levine 
Bernard MeAra 
Seymour Rosenberg 
Walt Russell 
Bill Sikkenga 
Stuart Sinai 

The Committee's next meeting is set for Thursday, November 7, at 3 p.m., and 
will be held in Room 210, Ford Motor Company World Headquarters, Southfield 
Freeway (M-39) at Michigan Avenue (US-12), Dearborn. 

PROGRAM-S CORPORATIONS 

The meeting will be held jointly with the Committee on Partnerships, John 
Collins, Chairperson. It will feature a presentation by Gary Lambert on S 
Corporations. S Corporation Subcommittee members are: Gary Lambert, 
Chairperson, Jack Hires, Tom Mies and Ken Sorensen. 

FUTURE PROGRAMS 

Stuart Sinai and members of the Subcommittee on Imputed Interest and 
Related Problems are preparing a presentation that will include the simplification 
legislation that recently cleared the House-Senate Conference Committee on 
August 1, 1985 (H.R. 2475). In the future, we can hope for less complex rules and 
more stability in this area. Stuart and his group will help us set out in the right 
direction under the new rules. Subcommittee members are: Gary Bruhn, Roger 
Cook, Anthony Hart, Bob Lewis, Mike Love and Bob Miller • 

. ANNUAL STATE BAR OF MICHIGAN MEETING 

Howard Gourwitz will give a presentation on Buy-Sell Agreements at the State 
Bar Annual Meeting at Cobo Hall on Friday, September 13, 1985, at 2:00 p.m. 
Also, The Subcommittee on Buy-Sell Agreements will contribute four articles to the 
Tax issue of the State Bar Journal. Howard Gourwitz, Jeff Levine, Benson Barr and 
John Dankovitch are the authors. 
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FEDERAL AND MICHIGAN TAX INSTITUTE 

Committee members Jack Hires and Howard Gourwitz are scheduled to be 
featured speakers at the Institute, to be held in Southfield on October 18, 1985. 
Howard will speak on Buy-8ell Agreements and the Time Value of Money and Jack 
will speak on Current Developments in Corporate Taxation. 

LAST MEETING 

The last meeting was held at the Lansing offices of Dickinson, Wright, Moon, 
Van Dusen and Freeman. The conference room was provided at the kind invitation 
of Tony llardi. Jack Hires took minutes. 

1. Tax Reform Proposals 

Bill Sikkenga presented current Washington information on tax reform. It was 
believed that repeal of the state and local tax deduction and recapture tax on fast 
depreciation would be compromised. The top individual rate probably would rise 
above 35% on high incomes. Lobbyists were active on investment tax credit, fast 
depreciation, R & D and insurance. Controversies over repeal of special provisions 
would often cause transition rules to soften repeal's impact. Compromises on 
repeals would tend to increase tax rates to get revenue. Final passage probably 
would not occur until late 1985 or later. 

There was a lively spontaneous discussion of tax reform. 

2. Subcommittee Reports 

Subcommittee chairmen gave reports on activities (see above). All are 
engaged in challenging projects. Committee members should contact subcommittee 
chairmen to participate! Contact: 

Roger Cook, Subchapter C 
Howard Gourwitz, Stock Purchase Agreements 
Gary Lambert, S Corporations 
Stuart Sinai, Imputed Interest and 

Special Projects 

3. Subcommittee Presentation on Section 338 

(313) 256-7523 
(313) 353..,.8100 
(313) 325-9080 

(313) 353-9500 

Roger Cook and Jeff Levine gave an extended presentation on Section 338 that 
provoked a number of questions. The presentation and discussion that followed was 
very spirited and reminded some members of law school seminars. It was a top 
example of professional enhancement which the Corporation Tax Committee is 
designed to provide. Our thanks to Roger and Jeff! 

An outline of their presentation is attached. 
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NEXT MEETING 

Don't forget the next meeting- hope to see you there! 

Best regards, 

William Sikkenga 
Chairperson 

CERTAIN STOCK PURCHASES TREATED AS ASSET ACQUISITIONS 

I. General Effect of Section 338 

IT. Qualified Stock Purchase 
A. Purchase Requirement 
B. Acquisitions From Related Parties 
C. Tiered Targets 
D. Effects of Redemptions 
E. Acquisition Date 
F. Purchasing Corporation 
G. Post-acquisition Events 

ITI. The Section 338 Election 

IV. Deemed Asset Sale 
A. Application of Section 337 
B. Limitations 
C. Determination of Fair Market Value 

V. New Target Corporation 
A. Generally 
B. Adjusted Basis in Assets 

VI. Consistency Rules - Deemed Section 338 Election 
A. Stock 
B. Assets 

1. Purpose 
2. Major Regulatory Changes 

a. Protective Carryover Election 
b. Affirmative Action Carryover Election 

VIT. Waiver Rules 
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TAXATION SECTION 
STATE BAR OF MICffiGAN 

COMMITTEE ON STATE AND LOCAL TAX 

MINUTES OF MEETING 
AUGUST 29, 1985 

COMMITTEE MEMBERS PRESENT 

Essel Bailey 
Leo Goldstein 
Sam McKim 
Loren Opper 

Doug Drake 
Thomas M. Hoatlin 
Scott Schrager 
Marilyn Shapiro 

NON-MEMBERS PRESENT 

Carl Rashid 
Pat Van Tiflin 
Lawrence R. Van Til 

-Staff Director House Taxation Committee 
- Deputy Revenue Commissioner 
-House Taxation Committee Staff 
-House Taxation Committee Staff 

Larry Van Til called the meeting to order at 3:30 p.m. at the Michigan Inn. A 
discussion of current developments ensued, including a report that the Jones &: 
Laughlin case was argued before the Michigan Court of Appeals on June 10, 1985. 
Other cases involving direct allocation of tax base components are pending, 
including interest expense and depreciation being allocated by property factors. In 
Consolidated Aluminum Corp, a hearing officer of the Michigan Tax Tribunal 
recently ruled against the taxpayer on the ground that all factors of the three
factor formula were not addressed and shown to result in an unfair representation 
of the taxpayer's business activity. The taxpayer has filed exceptions with the Tax 
Tribunal. -

Leo Goldstein reported on the Delta Township and Orion Township disputes 
with General Motors concerning property tax appeals. He explained that General 
Motors contends the appropriate value to be placed upon GM's production facilities 
should be based upon the comparable sales approach, rather than cost or 
capitalization of income approaches to valuation. The comparable properties being 
used are industrial properties located throughout the country. Mr. Goldstein stated 
that it' was too early to know whether the sales properties were actually 
comparable and what adjustments GM's appraisers will make to them. In the Flint 
property tax appeal, the municipality is seeking Michigan Tax Tribunal permission 
to make video tapes of the Flint City plant which has been recently renovated with 
new machinery. So far, General Motors is resisting Flint's attempts to have the 
video taping done on the basis of confidentiality of plant layout and design from 
competitors. The Michigan Tax Tribunal is expected to rule on the availability of 
this. technique of preserving evidence. 
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Doug Drake, Staff Director of the House Taxation Committee, furnished 
meeting participants with a summary status of the Governor's Tax Fairness Plan. 
He reported that of the 12 Bills in the main package of the Governor's program, 11 
have passed the House and are pending before the Senate Finance Committee 
awaiting the legislature to reconvene. The one Bill which has not passed, House Bill 
No.4705, provides a research and development credit for single business tax 
purposes. The reason for the holdback of that Bill, at least in part, is because it is 
not subject to sales or use tax. Under the Bills, the cost of software prior to its 
modification, if any, is taxable if it is available out of a catalog or is otherwise a 
uniform product. The value of any subsequent modification made to the software is 
not taxable as a service transaction. 

A significant change in the taxation of telephone companies is the repeal of 
the single business tax credit for telephone companies with five percent of state 
utility property taxes paid. House Taxation Committee personnel estimate this will 
increase the cost of telephone service in Michigan by approximately nine cents per 
telephone line. 

Tom Hoatlin, Deputy Commissioner, reported on developments in the 
Department of Revenue since Commissioner Martin took office. He noted that 
many of the programs which Commissioner Martin identified at the March 28th 
meeting of the State and Local Tax Committee meeting in the Treasury Building 
had been implemented or commenced. On July 6, 1985, Mr. David Rudd was 
appointed Deputy Commissioner for enforcement. Mr. Rudd comes from the IRS 
where he was trained in collections. He also managed the automatic call 
system (ACS) that was utilized to contact taxpayers by telephone in order to 
request paymerit of delinquent taxes. A Michigan ACS is scheduled to commence 
on March I, 1986. The system will be operated by an independent contractor 
who has experience in developing and deploying the federal ACS revenue imbalance 
created by the passage of the other 11 Bills. Recent adverse decisions" by the 
United States Supreme Court prompted two of the measures, including the Memphis 
Bank case and the Metropolitan Life Insurance Co case. As a· result of Memphis 
Bank, Representative Jondahl has introduced amendments to the Intangibles Tax 
Act and the Single Business Tax Act designed to recover refunds made, or 
deductions to tax base taken as a result of the Memphis Bank case. House Bills 
4702 and 4703 respond to the United States Supreme Court's decision in 
Metropolitan Life Insurance Co v Ward which struck down discrimination in state 
taxing schemes between instate and outstate insurance companies. 

One of the more significant portions of the Tax Fairness Plan involves 
amendments to the Department of Revenue Act. The amendments provide for an 
amnesty period to be designated by the State Treasurer lasting from 45 to 60 days 
to end not later than November 30, 1985. Penalties and interest are increased and 
the duration of state tax liens is extended. House Bill No. 4707 amends the Single 
Business Tax Act to eliminate procedural provisions in order to render Michigan tax 
practice on all major nonproperty taxes uniform. 

House Bills Nos. 4708 and 4709 are companion Bills providing amendments" to 
the Sales and Use Tax Act. They are in response to the Court of Appeals' decision 
in Macabees Mutual that held "canned" software modified by a third party for the ~ 4 
taxpayer is essentially a service transaction involving intangible property. ' 
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Mr. Hoatlin also announced the creation of a Deputy Commissioner post for 
policy development. Although not staffed at the present time, the duty of this 
Deputy Commissioner will be to consolidate rulings, bulletins, position statements, 
.internal memos and department policies and procedures into a uniform and easily 
accessible compilation for the use of departmental personnel as well as outside 
practitioners. Mr. Hoatlin also noted increased effort in computer matching of 
information by the State Department of Treasury, including information sourced 
from the Internal Revenue Service, other State of Michigan departments, data 
tapes containing W-2 information, cigarette and motor fuel sales data. Mr. Hoatlin 
advised the group that Michigan income tax refunds had been mailed out by 
July 31, 1985. Next year's target is to complete the mailing of tax refund checks 
by June 1 in order to avoid the necessity of interest payments. Chairman Van Til 
closed the meeting noting that the Michigan Tax Tribunal Act had been revised to 
reduce the interest payable on tax refunds from 12% to 9%. 

Respectfully submitted, 

Patrick R. Van Tiflin 
Secretary 

Copies .of the Summary Status: Governor's Tax Fairness Plan and House Bills 
to which it refers are available through the Secretary of the Committee. 
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MINUTES OF THE ANNUAL MEETING 
OF TAXATION SECTION 

STATE BAR OF MICffiGAN 

SEPTEMBER 13, 1985 

The Annual meeting of the Taxation Section of the State Bar of Michigan was 
held at Cobo Hall, Detroit, Michigan on Friday, September 13, 1985, commencing at 
9:00a.m. 

Andrew M. Savel, President of the Tax Council, presided at the meeting. 
Reading of the minutes of the 1984 Annual Meeting of the Section was waived. 

TREASURER'S REPORT 

Mr. Lansky reported that as of August 31, 1985, total receipts for the fiscal 
year to date were $26,839.00, and total disbursements for that same period were 
$12,204.51. This leaves a fund balance of $10,420.49 after taking into account an 
opening fund balance of ($4,214.00). 

CHAIRPERSON'S REPORT 

Mr. Savel summarized the activities of the Council for the 1984-85 year. He 
also noted that the Council had again taken steps to co-sponsor, with the Institute 
of Continuing Legal Education, an Annual Federal and State Tax Institute. This 
year's Tenth Institute will be held at the Michigan Inn in Southfield on October 17 
and 18, 1985. 

Mr. Savel indicated that several tax committees had been formed, 
chairpersons named, and at least one organizational meeting of each committee had 
been held. Further, he stated that goals were established and sub-committees 
formed as needed. He further reported that some of the major purposes for the 
formation of the committees include: improved communication of recent 
developments to Section members through seminars and published materials; review 
of proposed legislation; and improved communication with Michigan's state and 
federal legislators. 

Mr. Savel further reported that another major activity of the Section was the· 
filing of an amicus curiae brief with the Michigan Supreme Court in the case of 
J. Bryan Chocola and Caryl M. Chocola vs Department of Treasury, a case involving 
the taxation of income from Subchapter S Corporations. 

1985 Tax Essay Contest Winners 

Mr. Savel announced that the winners of the 1984-1985 Tax Section Essay 
Contest were Lynda Oswald (University of Michigan Law School), William E. Sider 
(University of Michigan Law School), and Thomas Rath (University of Detroit Law 
School). Each of the winners has received a monetary prize, and an edited version 
of the winning entry by Ms. Oswald will appear in the Tax Journal. 
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NOMINATIONS TO COUNCIL 

Eugene A. Gargaro, Jr. reported that a committee of former Tax Council 
chairpersons, consisting of Lawrence R. Van Til, Allan J. Claypool, and himself, was 
offering as members to the council the following persons: Kathleen Newell, Frank 
G. Dunten and David M. Rosenberger. Mr. Gargaro noted that the foregoing 
nominees would replace C. Richard Abbott, Stephen R. Kretschman, and William J. 
Sikkenga, whose terms had expired. 

Mr. Gargaro also reported that this committee was offering the following 
nominees for the officer positions indicated opposite their names for the 1985-1986 
year: 

Chairperson - Peter S. Sheldon 
Vice-Chairperson- Donald M. Lansky 
Secretary/Treasurer- William J. Sikkenga 

The foregoing nominations to the Council and new officers on the Council were 
then presented to the Section membership and they were approved by acclamation. 

INTRODUCTION OF NEW OFFICERS AND MEMBERS 

The final matter addressed at the Annual Meeting was the presentation of 
plaques to Council members whose terms had expired, the introduction of the new 
chairperson, Peter S. Sheldon, and new council members to the membership. 

ADJOURNMENT 

The meeting was adjourned at 9:40 a.m. 
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MINUTES OF REGULAR MEETING 
COUNCIL OF TAXATION SECTION 

STATE BAR OF MICffiGAN 

SEPTEMBER 13, 1985 

A regular meeting of the Council of the Taxation Section of the State Bar of 
Michigan was held at Cobo Hall, Detroit, Michigan on Friday, September 13, 1985, 
commencing at 8:00 a.m. 

COMMITTEE MEMBERS PRESENT 

C. Richard Abbott 
John J. Collins, Jr. 
Pamela Clemens Hartwig 

NON-MEMBERS PRESENT 

Donald M. Lansky 
Andrew M. Savel 
William J. Sikkenga 

David M. Rosenberger 
Lawrence R. Van Til 
Patrick A. Keenan 

- Employee Benefits Committee Chairperson 
- State and Local Committee Chairperson 
- University of Detroit School of Law 

Editor-in-Chief, Tax Law Journal 

MINUTES 

Reading of the minutes of the May 16, 1985, regular meeting of the Council 
was waived. Copies of the minutes were circulated to the Council members. 

TREASURER'S REPORT 

Mr. Lansky reported that as of August 31, 1985, total receipts for the fiscal 
year to date were $26,839.00, and total disbursements for that same period were 
$12,102.51. This leaves a fund balance of $10,420.49 after taking into account an 
opening fund balance of ($4,214.00). 

COUNCIL ACTIVITIES 

1. Tax Law Journal. 

Mr. Savel reported that due to the cost of publishing the Tax Law Journal he 
would again look into the possibility of having the Detroit Legal News do othe 
publishing, especially in light of the new format. Mr. Savel further reported that 
the third quarter issue was almost completed and should be published shortly. 

2. Tenth Annual Federal and Michigan Tax Institute - no report. 
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3. 1985 State Bar Journal -Tax Issue. 

Mr. Savel reported, in Mr. Bruinsma's absence, that all of the articles were in 
for the September theme issue. 

4. Tax Court Luncheon/Bar Liaison. 

Mr. Abbott reported that the next tax court luncheon would be held on 
October 22, 1985 at the University Club, Detroit, Michigan. As of yet, the 
judge had not been assigned. 

5. 1985 Bar Convention. 

Ms. Hartwig reported that the Probate and Trust law section has offered to pay 
one-half of the expenses for the speakers. Ms. Hartwig further reported that a 
special note of appreciation should be given to the three presenters of the State of 
the Law: 

Paul L. B. McKenney 
Howard J. Gourwitz 
John J. Collins, Jr. 

6. Legislative Update. 

- Taxation of Divorce 
- Buy-Sell Agreements 
- Simple Talk about a Confounding (and 

Compounding) Subject: Interest on 
Installment or Deferred Payment Sales. 

Mr. Savel, in Mr. Jurmu's absence, reported that it is continuously difficult to 
keep track of all of the various published bills. He urged each of the committees to 
establish a sub-committee responsible for reviewing pertinent legislation. A brief 
discussion ensued and it was concluded that this issue would be discussed in greater 
detail at the next Council meeting. 

COMMITTEE REPORTS 

1. Corporations. 

Mr. Sikkenga reported that a meeting was held on August 20, 1985 in Lansing, 
Michigan, and that approximately fifteen people attended. Mr. Sikkenga further 
reported that the next meeting will be held on Thursday, November 7 at 3:00p.m. 
at Ford Motor Company, Dearborn, Michigan. It will be a joint meeting with 
the Partnership Committee and will feature a presentation by Gary Lambert on 
S Corporations. 

2. Employee Benefits. 

Mr. Rosenberger reported that the next meeting would be the annual liaison 
meeting with the Internal Revenue Service held later in the day. 

3. Estates and Trusts - no report. 
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4. Individual - no report. 

5. Partnership Taxation. 

Mr. Collins reported that approximately fifteen people attended the June 20, 
1985 meeting. Mr. Collins further reported that the committee was no longer 
involved solely with partnerships, and that at the next meeting a paper would be 
presented by Andrew Barbas and Rick Soble on imputed interest. He said that 
members have indicated they would like, if. possible, to have a meeting every two to 
three months. 

6. Practice and Procedure - no report. 

7. State and Local Tax. 

Mr. Van Til indicated that unfortunately not many people came to the August 
meeting at which three staff members of the House Taxation Committee discussed 
various aspects of the Governor's Tax Fairness package. 

NEW BUSINESS 

Section Mailing Lists. 

Mr. Savel asked when the Section should make available its mailing lists and 
what procedures and guidelines should be established concerning this matter. A 
brief discussion ensued and it was decided that the subject should be discussed in 
greater detail at the next meeting of the Council. 

NEXT COUNCIL MEETING 

Mr. Savel reported that the next meeting of the Tax Council will be held at the 
Michigan Inn, Southfield, Michigan, on Thursday, October 17, 1985 at 9:00 a.m. 

ADJOURNMENT 

The meeting was adjourned at 9:00a.m. 
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UNITARY TAXATION AND FOREIGN PARENT CORPORATIONS: 
A COMMERCE CLAUSE ANALYSIS 

By: Lynda J. Oswald* 

I. INTRODUCTION 

Unlike the federal government, l a state may constitutiona~ tax only that 
portion of a corporation's income that is earned within its borders. The advent of 
multistate and multinational corporations has created unique problems of 
apportionment for the states. Even greater complexities are introduced when a 
parent corporation and its subsidiaries engage in a single, integrated activity acros~ 
several states or, nations. To cope with these "unitary businesses," many states 
have adopted a form of unitary taxation known as "combined apportionment." Under 
this taxation scheme, a mathematical formula is used to allocate the income of the 
members of a multijurisdictional group ("MJG") that participate in a unitary 
business among the various jurisdictions in which the business is operated. Although 
no two states apply precisely the same formula, most use some variant of the 
following three-factor formula: 

Instate property 
Total property 

+ Instate payroll 
Total payroll 

3 

+ Instate sales 
Total sales 

INCOME TAXABLE BY THE STATE4 

x Total Corp. = 
Income 

Combined ~pportionment exists in several forms5 and has been the subject of 
much litigation. Most recently, attention has focused on "worldwide combination"; 
i.e., the application of combined apportionment to either U.S. parent corporations 
with subsidiaries operating over,peas or to foreign parent corporations with 
subsidiaries in the United States. In its latest decision on the issue, Container 
Corporation of America v Franchise Tax Board, 463 US 159, reh. denied, 464 US 909 
(1983), the Supreme Court held that California's application of worldwide 
combination to U.S. parent corporations whose subsidiaries do business abroad was 
permissible. However, the Court explicitly refrained from deciding the 
constitutionality of worldwide combination as applied to domestic corporations with 
foreign parents, or to foreign corporations doing business in the state with either 
foreign parents or foreign subsidiaries. Container Corp at 189 n.26. 

The continued use of worldwide combination by several states has antagonized 
many U.S. trading partners and has generated both actual and threatened 
retaliatory acts. Since the Supreme Court did not address this application of 
combined apportionment in Container Corp, the legality of applying this method to 
foreign parent corporations is uncertain. An analysis of the method under the 
Commerce Clause reveals, however, that the risks of multiple taxation and foreign 
retaliation ensuing from the _use of worldwide combination make the practice 
constitutionally unsound. 
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II. THE COMMERCE CLAUSE AND WORLDWIDE COMBINATION 

The Commerce Clause of the u.s. Constitution provides that "Congress shall 
have t~e power to regulate commerce with foreign nations and among the 
states." Thus, Congress alone has the power to expand or restrict the states' 
ability to tax MJGs. Since Congress has failed to exercise its power to create 
uniform rules for the state taxation of ~JGs, the Supreme Court has been forced to 
develop piecemeal rules on the subject. Through tortuous case law development, 
the Court has determined that a state levy on interstate commerce does not violate 
the Commerce Clause if it satisfies the requirements of due process, does not 
discriminate against interstate or foreign trade, and is "fairly apportioned.1110 This 
latter requirement is met if the formula used roughly approximates the busin_rfs 
income properly attributable to business activities within the taxing jurisdiction. 

A. Container Corp and Japan Line 

When foreign trade is involved two additional questions must be asked: 
1) Does the tax create a substantial risk of international multiple taxation? and 2) 
Does the tax prevent the federal government from speaking with one voice when 
regulating commercial relations with foreign governments? Two cases, Container 
porp and Japan Line, Ltd v County of Los Angeles, 441 US 434 (1979), are relevant 
m discussing these issues. 

1. Japan Line 

Japan Line, Ltd v County of Los Angeles is the only unitary tax 
case to date involving a foreign, rather than a U.S., parent corporation to reach the 
Supreme Court. The case was brought by six Japanese shipping corporations who 
were engaged in the ocean transport of cargo used exclusively in foreign 
commerce. The County of Los Angeles levied an ad valorem personal property tax 
on the shipping containers used. The containers, which were present in California 
only for an average of three weeks each, had their main port in Japan and, in 
accordance with international custom, were taxed there at full value. The question 
posed to the Court was whether a state, consistent with the Commerce Cls,use, 
"may impose a nondiscriminatory ad valorem property tax on foreign-owned 
instrumentalities (cargo containers) of international commerce." Japan Line at 
435-436. 

The Court examined first the four-part test delineated in 
Complete Auto Transit, Inc v Brady, 430 US 274 (1977), for evaluating whether a 
state tax is valid under the Commerce Clause. This test requires that a state tax 
be: (1) levied against an activity with substantial nexus to the taxing state; (2) 
fairly apportioned; (3) nondiscriminatory against interstate commerce; and (4) fairly 
related to the services provided by the state. Complete Auto Transit at 279. The 
Court found that while the Complete Auto Transit test was adequate when purely 
interstate commerce was involved, foreign commerce required two additional 
inquiries. The first question involved the likelihood of an enhanced risk of multiple 
taxation; the second asked whether a state tax was permitted to impair federal 
uniformity in an essential area. Japan Line at 446. These two questions have since 
become the litmus test for resolving issues of unitary taxation of foreign MJGs. 
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The Court ultimately held that the property tax at issue in Japan 
Line violated both of these standards and thus was unconstitutional. In doing so 
·the Court noted "that multiple taxation may well be offensive to the Commerc~ 
Clause". Japan Line at 446. When purely interstate commerce is involved, the 
Court has the power to intervene when overlapping state formulae result in 
multiple taxation. However, when foreign commerce is involved and multiple tax 
burdens ensue because differing apportionment standards are used by a state and a 
foreign government, the Supreme Court cannot provide a remedy, as it has no 
jurisdiction over foreign sovereigns. Japan was already taxing the full value of the 
containers. Therefore, even a fairly apportioned state tax resulted in multiple 
taxation in violation of the Commerce Clause. Japan Line at 447-448. 

Finally, the Court emphasized that the commercial treaties and 
conventions between the United States and Japan reflected "a national Policy to 
remove impediments to the use of containers as 'instruments of international 
traffic."' Japan Line at 453. A state could not be allowed to impede the federal 
government's efforts to achieve uniformity in international commerce. 

2. Container Corp 

The Container Corp Court, basing its decision on the two Japan 
Line inquiries, sanctioned the application of worldwide combined reporting to U.S.
based multinational corporations. Container Corporation of America ("CCA"), a 
U.S. parent corporation with foreign nation subsidiaries, appealed the application of 
California's unitary tax to itself and its affiliates overseas. The appeal presented 
three questions for review. The first was whether CCA and its subsidiaries 
constituted a "unitary business" for the purposes of state taxation. The Court 
stated that "the prerequisite to a constitutionally acceptable finding of unitary 
business is a flow of value, not a flow of goods" and that the state had acted "within 
the realm of permissible judgment" in finding that a business did in fact exist. 
Container Corp at 178,180. 

The second issue was whether the three-factor formula 
appointment method used by California was fair. The Court conceded that the 
formula did not give perfect results, but stated there was no evidence that separate 
accounting produced more accurate results. The Court held that "California's 
application of the unitary business principle to [ CCA] and its foreign subsidiaries 
was proper, and that its use of the standard three-factor formula to apportion the 
income of that unitary business was fair." Container Corp at 184. 

The third question, most relevant to this analysis, was whether 
"California had an obligation under the Foreign Commerce Clause to employ the 
'arm's-length' analysis used by the Federal Government and most foreign nations in 
evaluating tax consequences of intercorporate relationships." Container Corp at 
163. The Court distinguished Japan Line on several grounds and held the state tax 
in Container Corp constitutional. 

First, the Court pointed out that Container Corp involved an 
income tax, while Japan Line was concerned with a property tax. The Court 
suggested that "'the reasons for allocation to a single situs that often appl7 in the 
case of property' taxation carry little force in the case of income taxation." 2 
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Second, the Court noted that "the double taxation in this case, 
although real, is not the 'inevitable' result of the California taxing scheme." 
Container Corp at 188. In Japan Line, a foreign jurisdiction asserted the authority 
to tax the property in full, while a state claimed authority to tax the property in 
part. Under the circumstances, double taxation was unavoidable. , In Container 
Corp, however, the Court noted that "the 'arm's-length' approach divides the pie on 
the· basis of formal accounting principles," while "the formula apportionment 
method divides the same pie on the basis of a mathematical generalization." 
Container Corp at 188. Since both methods attempted to tax only a part of the 
total income, only the facts of each individual case would determine whether 
double taxation would in fact result. 

Finally, unlike the tax in Japan Line, the tax in Container Corp 
fell "not on the foreign owners of an instrumentality of foreign commerce, but on a 
corporation domiciled and headquartered in the United States." Container Corp at 
188. In Japan Line at 444 n.7, the Court refused to extend the holding to 
"domestically owned instrumentalities engaged in foreign commerce." The 
Container Corp Court reiterated in a footnote that it was not addressing the 
constitutionality of worldwide combination as applied to a foreign parent 
corporation; rather, it held only that domestic worldwide combination was valid. 
The Container Corp Court found that the case before it fell "clearly within [the 
Japan Line] reservation" and so was distinguishable. Container Corp at 189. 

B. Multiple Taxation 

Although neither Container Corp nor Japan Line dealt explicitly with 
the issue of worldwide combination and foreign parent corporations, both cases 
provide valuable clues as to the constitutionality of this type of tax. The risks of 
multiple taxation which the Court found acceptable in a domestic parent situation 
are greatly magnified when a foreign parent is implicated. All MJGs face a risk of 
multiple taxation simply because they operate in more than one jurisdiction. When 
unitary taxation is imposed upon the foreign activities of foreign corporations, the 
risk becomes even greater since the factors of production being valued become 
more dissimilar. For example, unitary taxation will attribute excessive income to 
domestic affiliates whenever profit rates are higher in foreign members of the 
group. In effect, then, a state government employing unitary ta~ation in ,such a 
case will be taxing the foreign income of a foreign corporation.1 The result is 
multiple taxation. 

In Japan Line, the Court averred that "even a slight overlapping of tax 
- a problem that might be deemed de minimus in a domestic context - assumes 
importance when sensitive matters oiToreign relations and national sovereignty are 
involved.1114 Container Corp retreated from this position somewhat, stating that 
this declaration was not "an absolute prohibition on state-induced double taxation in 
the international context." Rather, "although double taxation in the foreign 
commerce context deserves to receive close scrutiny, that scrutiny must take into 
account the context in which the double taxation takes place and the alternatives 
reasonably available to the taxing State." Container Corp at 189. The Court noted 
that even though most nations, including the United States federal government, use 
the separate accounting method, the rules for 
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reallocating income among affiliated corporations often differ 
substantially, and whenever that difference exists, the 
possibility of double taxation also exists ••• Allocating income 
among various taxing jurisdictions bears some resemblance ••• 
to slicing a shadow. In the absence of a central coordinating 
authority, absolute consistency, even among taxing authorities 
whose basic approach to the task is quite similar, may just be 
too much to ask. If California's method of formula apportion
ment "inevitably" led to double taxation, ••. that might be 
reason enough to render it suspect. But since it does not, it 
would be perverse, simply for the sake of avoiding double 
taxation, to require California to give up one allocation method 
that sometimes results in double taxation in favor of another 
allocation method that also sometimes results in double 
taxation. 

Container Corp at 191-193. Since California's unitary tax posed only a risk of 
multiple taxation as opposed to creating actual multiple taxation, the Court held 
that it was constitutional. 

Justice Powell rejected this argument in his dissent in Container Corp, 
asserting jnstead that the two tests outlined in Japan Line should control and that 
the double taxation present in Container Corp violated the Foreign Commerce 
Clause. Although he conceded that separate accounting could also result in double 
taxation, he argued that the risk it posed was smaller. When a state adopts formula 
apportionment, a risk of double taxation arises because the state ''has rejected 
accepted international practice in favor of a tax structure that is fundamentally 
different in its basic assumptions." Container Corp at 201. Even if the states were 
to adopt the internationally accepted method - separate accounting - multiple 
taxation could still arise ''because different jurisdictions - despite their agreement 
on basic principles- may differ in their application of the system." But, as Justice 
Powell noted, 

these two risks are fundamentally different. Under the former, 
double taxation is inevitable. It cannot be avoided without 
changing the system itself. Undel" the latter, any double 
taxation that exists is the result of disagreements in 
application. Such disagreements may be unavoidable in view of 
the need to make individual judgments, but problems of this 
kind are more likely to be resolved by international 
negotiation. 

Container Corp at 201. 

U.S. government officials have also recognized the likelihood of double 
taxation arising from worldwide combination. In an amicus brief filed in Chicago 
Bridge &: Iron Co v Caterpiller Tractor Co, the Solicitor General requested the 
Supreme Court to hold that "the combined apportionment method applied to a 
unitary business with foreign corporate constituents is barred by the commerce 
clause [because] it creates a substantial risk of international multiple taxation and 
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impairs federal uniformity in the conduct of foreign relations.1115 The Treasury 
Department has noted that separate accounting is the preferred international 
method and that "when one country or the states within that country apply an 
unconventional rule, international double taxation of income results. As st~~e 
income tax rates have increased, this double taxation has become more onerous." 

The risk of multiple taxation is enhanced to the extent that worldwide 
combination distorts the rrount of income attributable to the corporation's 
activities within the state. Worldwide combination assumes that, regardless of 
location, the same rate of return is realized on each dollar of property, payroll and 
sales. While this may be true within the United States, it is not necessarily true 
worldwide. Generally, lower labor costs, more rapidly expanding economies, 
greater market shares and governmental protection fl~m competition make foreign 
subsidiaries more profitable than their U.S. parents. When the costs of payroll 
and property factors are lower in foreign nations than in the U.S., worldwide 
combinatio~ will attribute more income to the U.S., where the factors are more 
expensive.1 Inequitable results will arise if worldwide combination is applied to 
two entities, one of which is labor-intensive and one of which is capital-intensive. 
Distortion is also produced if factors are defined differently by foreign nations - for 
example, if a foreign country includes benefits in its definition of payroll that are 
not included in the U.S. definition. 

The unitary taxes paid by either a foreign or U.S. corporation will 
generally reduce the taxes it owes the U.S. federal government. IRC § 164 (1982). 
However, no more than 46% (the maximum federal corporate income tax) of the 
unitary tax paid by the corporation is recovered through reduced federal taxes. 
Furthermore, if no tax is ow2ild to the federal government, the unitary business will 
get no relief under U.S. law. 

If the home country of a foreign MJG were to grant full relief against 
home country taxes for unitary taxes paid to a U.S. state, then multiple taxation 
would not arise. Few do, however. Rather, foreign multiple taxation relief 
generan¥

1 
takes one of two forms: 1) the exemption method or 2) the credit 

method. 

In countries which apply the exemption method ~ France and 
Switzerland), 

income earned by a foreign subsidiary or permanent~ 

establishment is not taxed by the home country, even when 
remitted as dividends. The home country thus cedes taxing 
jurisdiction to the host country, subject, ordinarily, to a 
reservation of the right to count the excluded income for 
purposes of determining the taxpayers' tax bracket - not often 
an important reservation in the case of corporate taxpayers. 
Thus, any tax imposed by the host jurisdiction represents a final 
charge and any income characterized difff2ently by both 
jurisdictions and taxed by both is double taxed. 

The net result is that double taxation is not offset. 

20 



MICHIGAN TAX LAW jOURNAL 

In countries applying the credit method ~ Japan, Canada and the 
·United Kingdom), 

the income earned by the foreign permanent establishment or, 
when remitted, by the foreign subsidiary is subject to home
country taxation but, within specified limits, an offset is 
allowed for taxes paid to the host jurisdiction. If the limits are 
exceeded, the extra state taxes paid o~~en will represent a final 
cost and will result in double taxation. 

But often "the extra state taxes will not be currently creditable - when added to 
other U.S. federal and state taxes paid, the credit lipjt will be exceeded because 
that limit will be calculated by the direct method." Double taxation will thus 
result whenever the extra state taxes assessed exceed the credit limits set by the 
foreign country. 

California, in its amicus brief in Chicago Bridge & Iron Co, argued that 
the double taxation contention is not valid, since concurrent state and federal 
taxation is common in the U.S. and is permissible under the Constitution. It 
asserted that "no authority or reasoning suggests that the rules ~~ould differ just 
because the national level tax is imposed by some other country." However, this 
argument ignores the fact that ~ge MJG may also be subject to taxation at the 
state level in its home country. Even where no foreign state-level taxes a27 
levied, the foreign national government may impose a higher tax to compensate. 
As noted in an ami~h brief filed by a group of United Kingdom parent corporations 
in Container Corp, most sovereign nations "fully tax [domestic corporations'] 
income i~ accordance with the established law of nations regarding international 
taxation" 9 so that "any additional state tax, regardless of how fair the 
apportionment, wo~g inevitably produce double taxation in contravention of the 
Commerce Clause." 

C. Federal Uniformity 

The second test enunciated in Japan Line examined "whether the tax 
prevents the Federal Government from speaking with one voice when regulating 
commercial relations with foreign governments." Japan Line at 451. The Court 
noted that "a state tax on the instrumentalities of foreign commerce may impair 
federal uniformity in an area where federal uniformity is essential. Foreign 
commerce is preeminently a matter of national concern." Japan Line at 448. The 
Court held that the tax involved violated national public policy as evidenced in the 
U.S.-Japanese treaties exempting from taxation foreign-owned containers 
temporarily present in the U.s. Achievement of federal uniformity would be 
frustrated by a state tax on instrumentalities of foreign commerce which resulted 
in either retaliation or multiple taxation. 

The Container Corp Court also addressed the federal uniformity issue, 
but limited the scope of Japan Line by stating that "if a state tax merely has 
foreign resonances, but does not implicate foreign affairs, we cannot infer, absent 
some explicit directive from Congress, ••• that treatment of foreign income at the 
federal level mandates identical treatment by the States." Container Corp at 194. 
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The Court set forth, in effect, a two-part test for determining when federal 
uniformity is impaired: "A state tax at variance with federal policy will violate the 
'one voice' standard if it either implicates foreign policy issues which must be left 
to the Federal Government or violates a clear federal directive." Container Corp 
at 194. 

1. "Foreign Policy Implication" 

The Container Corp Court found that the "most obvious foreign 
policy implication" of state taxation is the possibility of angering foreign trading 
partners so that they retaliate against the U.S. as a whole. Container Corp at 
194. However, the Court felt that it possessed "little competence in determining 
precisely when foreign nations will be offended by particular acts, and even less 
competence in deciding how to balance a particular risk of retaliation against the 
sovereign right of the United States as a whole to let the States tax as they 
please." Container Corp at 194. The Court stated that it was limited to developing 
"objective standards that reflect very general observations about the imperatives of 
international trade and international relations." Container Corp at 194. 

Nevertheless, the Court found three factors that made foreign 
retaliation unlikely. Container Corp at 194-195. First, the tax at issue did not 
create an "automatic asymmetry" in international taxation. Rather, the facts of 
each individual case determine whether the state unitary tax will result in multiple 
taxation. In Japan Line, on the other hand, any state tax would violate the 
internationally accepted norm and result in multiple taxation. Second, the legal 
incidence of the tax fell upon a domestic corporation, not on a foreign entity as in 
Japan Line. Third, CCA was undisputably subject to taxation in California. The 
conflict arose only over the method of allocation of income. California could 
obtain the same revenue result by raising its general tax rate, since "the amount of 
tax [that a corporation] pays is much more the function of California's tax rate 
than of its allocation method." Although the Court suggested that foreign nations 
might be more offended by "unorthodox treatment" of domestic corporations which 
affected affiliates incorporated abroad than they would be in an increase in .the 
general tax rate, the Court assumed "that the offense involved in either case would 
be attenuate~ at best." Container Corp at 195. 

Although foreign sovereigns have little stake in whether domestic 
worldwide combination is imposed on U.S.-based corporations, the likelihood of 
retaliation ~ greatly increased when the tax is inflicted upon a foreign-based 
corporation. 1 At least one such incidence of retaliation has already occurred. In 
recent treaty negotiations with the United Kingdom, the Senate rejected a 
provision which would have prohibited the applica!~on of state worldwide 
combination to United Kingdom-based corporate groups. In response, the United 
Kingdom insisted upon redrafting another provision so as to impose harsher rules on 
the U.S. oil companies operating in the North Sea. As the Supreme Court had 
predicted, these rules apply to all such U.S. companies, not just those based in 
states which apply worldwide combination. 33 The United Kingdom also threatened 
to adopt legislation subjecting U.S. corporations in the U.K. to a unitary taxation 
system.34 Japan has threatened to retaliate in the sa"31; manner if U.S. states 
continue to impose unitary taxes on Japanese corporations. 
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The negative effects on foreign relations may take forms other 
than retaliation. For example, the Netherlands announced that it would not sign a 
recently negotiated income tax tr3aty with the United States until the issue of 
worldwide combination is resolved. 6 Thus, state taxing schemes may prevent the 
federal government from negotiating tax treaties with terms as favorable as they 
otherwise would be to American multinational corporations. 

The Container Corp Court also noted that a state tax may "have 
foreign policy implications other than the threat of retaliation." The Court viewed 
the failure of the Executive Branch . to submit an amicus brief as evidence that 
foreign policy was not seriously threatened by the state tax, however. The 
government's filing of a brief in Chicago Bridge & Iron Co opposing worldwide 
combination was found to be irrelevant to the case at hand. Thus, the Court found 
no way in which California's unitary tax implicated foreign policy. Container 
Corp at 195 and n.33. 

Container Corp involved a U.S. parent with foreign affiliates. 
Foreign policy is much more clearly implicated when foreign parents are involved. 
The federal government has actively pursued international tax hll§J?onization in an 
effort to foster international income and investment flows. By applying 
worldwide combination to the domestic affiliates of foreign corporations the states 
endanger this goal. The protests of U.S. trading partners noted earlier illustrate 
the risk of retaliation that worldwide combination poses. Although the Court may 
feel that a foreign nation has only an "attenuated interest" in the treatment of the 
U.S. parents of affiliated corporations operating within its jurisdiction, it cannot 
dismiss so readily that nation's interest in the treatment of its own corporations. 

2. "Clear Federal Directive" 

The second part of the Container Corp test inquired whether the 
state tax violated "a clear federal directive." Section 482 of the Internal Revenue 
Code, which deals with the allocation of income among related taxpayers, adopts 
the "arm's-length" standard of allocation and apportionment. IRC § 482 (1982). The 
accompanying regulations state: "The purpose of Section 482 is to place a 
controlled taxpayer [i.e., a taxpayer subject to § 482] on a tax parity with an 
uncontrolled taxpayer, by determining according to the standard of an uncontrolled 
taxpayer, the true taxable income from the property and business of a controlled 
taxpayer." Treas. Reg. § 1.482-1(b), TD 6595, 1962-1 CB 43. When referring to 
controlled taxpayers, "true taxable income" is the income which the taxpayer would 
earn if it dealt at arm's length with other members of its corporate group. Treas. 
Reg. § 1.482-1 (1)(b), TD 6595, 1962-1 CB 43. Tax treaties between the U.S. and 
foreign governments mandate this arm's-length standard and reflect an 
international effort to eliminate multiple taxation. 

The U.S. has entered into tax conventions with thirty-one 
countries 

3
and is a signatory to ten treaties which have not yet become 

effective. 8 These treaties manifest "a strong national interest in international tax 
harmonization to promote an efficient flow of international trade and 
investment."39 · To the extent that state taxing schemes conflict with this 
international tax harmonization policy, it would appear that they violate a "clear 
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federal directive." The Supreme Court has not adopted this position, however, but 
rather has held that the tax treaties apply only to foreigncorporations being taxed 
by the federal government. 

The commercial treaties of friendship, commerce and navigation 
("FCN Ioeaties"), entered into between the United States and many foreign 
nations, usually prohibit tax discrimination against business entities of the 
contracting parties. These treaties generally require the U ~· to "at all times 
accord fair and equitable treatment to [foreign companies]" and prohibit the 
parties from imposing taxes on each other's

2 
companies which are more burdensome 

than those borne by their own companies. 4 The treaties usually contain as well a 
"most favored nation" clause prohibiting the imposition of a tax on a foreign 
company which is "more burdensome than those borne by ••• companies of any 
third country."43 Finally, the treaties prevent U.S. government officials, including 
state tax officials, from imposing any tax "upon any income, capital or other basis 
in excess of that re~~onably allocable or apportionable to [the] territories [of the 
taxing authorities] • ' 

The taxpayers in Japan Line argued that the similar "fair and 
equitable treatment" provisions present in the treaties relevant to that case 
prohibited the application of the state unitary tax being challenged to them. The 
Court rejected their argument, stating that the treaty banned discriminatory 
treatment. The Japanese containers were treated and taxed in the same manner as 
domestic containers. In the absence of "evidence that California ••• treated 
Japanese containers differently from domestic containers for purposes of applying 
its property tax", no violation of the "most favored nations" clause existed. Japan . 
Line at 439 n.3. Thus, unless combined reporting is applied to foreign MJGs but not 
to domestic MJGs, the "fair and equitable treatment" clause of the FCN Treaties is 
unlikely to afford foreign parents any tax relief. 

The prohibition against imposing any tax "upon any income, capital 
or other basis in excess of that rea~~nably allocable or apportionable to . the 
territories [of 4~he taxing authority]" does not absolutely· forbid the· use of 
apportionment. Rather, it requires that the apportionment formula be 
"reasonable." It becomes a question of semantics as to what is a reasonable 
apportionment. Some authors have suggested that reasonableness should be 
determined by comparing the results of apportionment with the results stemming 
from separate accounting. As discussed earlier, the two methods can give grossly 
different results. The Container Corp Court, however, seemed to find the 
worldwide apportionment formula . a proper standard for determining 
"reasonableness." Under their analysis, then, the tax treaties would not be violated 
provided a constitutionally valid apportionment formula was employed. 

The Container Corp Court also found that while these tax treaties 
required. the U.S. federal government to adopt some form of the arm's-length 
method in taxing the domestic income of MJGs, "that requirement is generally 
waived with respect to the taxes imposed by each of the contracting nations on its 
own domestic corporations." Container Corp at 196. The Court emphasized that 
none of these tax treaties specifically applied to governmental sub-units, such as 
the states, and stressed that, on at least one occasion, the Senate had refused to 
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extend a treaty to cover state taxation schemes. Therefore, the Container Corp 
Court was unwilling to find that the federal tax treaties in any way preempted 
state taxation methods. 

Finally, while FCN Treaties would certainly aid foreign parents 
who were directly subjected to state taxation, this is never the case. Rather, U.S~ 
subsidiaries of foreign parents allege that they are being wrongfully taxed on the 
income of their parents and claim the protection of the FCN Treaties. For 
instance, the court in Shell Petroleum, NV v Graves, 709 F2d 593 (CA9), cert den 
464 US 1012 (1983), faced this very issue and found that the U.S. subsidiaries were 
not covered by a FCN Treaty. 

In holding that federal tax treaties did not create a "clear federal 
directive" for state taxation systems, the Container Corp Court seemed to ignore 
its earlier decision in Japan Line that found that California's tax on foreign 
containers prevented the Nation from "speaking with one voice." Japan Line 
at 452. The United States and Japan were both signatories to the Customs 
Convention on Containers, which required that all containers temporarily imported 
be admitted 1fee of "all duties and taxes whatsoever chargeable by reason of 
importation." The Court found that the Convention evidenced "a national policy 
to remove impediments to the use of containers as 'instruments of international 
traffic' " and that the state tax "frustrated attainment of federal uniformity." 
Japan Line at 453. 

Japan Line and Container Corp can be distinguished on these 
grounds, however. In Japan Line, the treaties established an international norm 
which allowed Japan, as the home nation, to tax the containers in full. Any state 
tax which violated this Convention would inevitably subject the containers to 
double taxation. In Container Corp, on the other hand, the treaties cited by the 
taxpayer merely mandated the manner in which the federal government must 
allocate the income of foreign corporations. Since the Court found that formula 
apportionment was just as accurate (or inaccurate) as separate accounting, state 
use of this method would not result in automatic double taxation. Thus, the Court 
did not have the overriding need to find federal preemption on the issue as it did in 
Japan Line. 

It appears unlikely that foreign parents will be able to avoid 
worldwide combination by asserting that the states are preempted by "clear federal 
directive" grounds. The Supreme Court has expressed an unwillingness to find that 
federal tax treaties preempt differing state taxation schemes. In addition, as the 
Court noted in Container Corp, "Congress has long debated but has not enacted, 
legislation designed to regulate state taxation of income."4s Congress has been 
studying the problems of state taxation of unitary businesses for two decades. Bills 
have been introduced ·almost year~ since then to coordinate state and federal 
taxation of foreign source income.21 None have been enacted, however, and in the 
absence of more explicit expression of congressional intent, the Court is unlikely to 
find that a preemptive "clear federal directive" exists. 
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III. CURRENT STATUS OF WORLDWIDE COMBINATION 

The legislative. and executive responses to the problems of worldwide 
combination have been minimal and disparate. Legislation restricting the states' 
use of worldwide combination has been introduced repeatedly into Congress 50 but 
has never been enacted. The administration has also attempted to address the 
issue. A Worldwide Unitary Taxation Working Group was formed by the Treasury 
Department in October, 1983 and a Task Force Report was issued six months later 
listing six options available to the federal government in approaching the. issue.51 
The Working Group agreed on three basic principles: (1) that a water's edge 
limitation on the application of unitary combination should be adopted; .(2) that 
increased federal assistance should be provided to promote full disclosure and full 
accountability of corporate taxpayers; and (3) that a competitive balance 
(nondiscrimination) should be reached between foreign MJGs, domestic MJGs and 
wholly domestic firms. 52 

The Working Group was unable to reach agreement on all of the details, 
however, and on July 31, 1984, Treasury Secretary Regan sent a "Chairman's 
Report" to President Reagan.53 The Report was signed only by the Secretary and 
the members of the Working Group were given a month in which to submit official 
comments to be included as a "Supplement" to the Final Report. To extract a 
viable legislative solution from this discordant digest, enacting and implementing it 
will be a difficult and time-consuming task. 

Nor have the courts appeared willing to enter the fray. While no worldwide 
combination case involving a foreign parent has yet been decided by the Supreme 
Court, four lower court cases have been brought- EMI, Ltd v Bennett, 54 Shell 
Petroleum, NV v Graves, 55 Alcan Aluminum Ltd v Franchise Tax Board 56 and 
Alcan Aluminum v Department of Revenue. 57 None of these cases was decided on 
the merits. Rather, all were dismissed because of lack of standing and/or ripeness. 

IV. CONCLUSION 

Application of worldwide combination to foreign parent creates a troublesome 
discrepancy between the taxation norm perceived by most of the international 
community and state practice. If the ensuing problems are not resolved by the 
legislature, it is only a matter of time before the courts will be forced to make a 
decision. The application of worldwide combination to foreign parent corporations 
poses serious risks of multiple taxation and foreign retaliation. · In view of this 
immutable characteristic of worldwide combination, the practice cannot survive a 
Commerce Clause challenge. 
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NOTES 

* University of Michigan Law School, Class of 1986. First Prize Winner 
1985 Taxation Section Essay Contest. 

1. IRC § 11, 6l(a), 63(a) (1982). 

2. The courts have long recognized the states' power to raise their own 
revenues and to determine their own fiscal policies. See, e.g., Gibbons v 
Ogden, 22 US (9 Wheat) 1, 198 (1824). 

3. According to a 1982 study, the following twenty-seven states apply 
combined reporting to unitary businesses operating within their 
jurisdictions: Alaska, Arizona, Arkansas, California, Colorado, Florida, 
Idaho, lllinois, Indiana, Iowa, Kansas, Kentucky, Maine, Massachusetts, 
Minnesota, Mississippi, Montana, Nebraska, New Hampshire, New York, 
North Carolina, North Dakota, Oklahoma, Oregon, Utah, Virginia and 
West Virginia. Government Accounting Office, Key Issues Affecting 
State Taxation of Multi"urisdictional Cor orate Income Need Resolvin 
at 66 (July 1, 1982 hereinafter cited as GAO report • 

4. GAO Report, supra note 3, at 3. 

5. Combined reporting may take one of several forms: water's edge 
combination, domestic combination, domestic worldwide combination 
and worldwide combination. See Rusch & Kennedy, State Revenues 
That Would Be Lost By Prohibiling Worldwide Unitary Taxation or the 
"Flaky Data" Caper, 21 Tax Notes 1035, 1036 (Dec. 19, 1983). 

6. The Supreme Court has handed down six major decisions on unitary 
taxation in the last seven years. See Container Corp of America v 
Franchise Tax Bd, 463 US 159 (1983), reh denied 464 US 909; FW 
Woolworth Co v Taxation & Revenue Dept, 458 US 354 (1982); ASARCO 
Inc v Idaho State Tax Commn, 458 US 307 (1982); Exxon Corp v 
De artment of Revenue 447 US 207 (1980); Mobil Oil Corp v Commr of 
Taxes, 445 US 425 1980 ; Moorman Mfg Co v Bair, 437 US 267 (1978). 

7. See, e.g., Shell Petroleum, NV v Graves, 570 F Supp 58 (ND Cal), affd., 
709 F.2d 593 (CA 9), cert denied, 464 US 1012 (1983); Alcan Aluminum 
Ltd v Franchise Tax Bd, 558 F Supp 624 (SDNY 1983), affd. mem., 
(CA 2, 1983), cert. denied, 464 US 1041 (1984). 

8. US Const art I, § 8, (3). 

9. The Supreme Court alone has handed down some three hundred 
opinions. See Northwestern States Portland Cement Co v Minnesota, 
358 us 450; 457 (1959). 

27 



10. 

MICHIGAN TAX LAW jOURNAL 

See Dept of Revenue v Assoc of Washington Stevedoring Cos, 435 US 
734, 748 (1978); Complete Auto Transit, Inc v Brady, 430 US 274, 279 
(1977). 

11. See Exxon Corp v Dept of Revenue, 447 US 207, 223-25 (1980); Mobil Oil 
Co v Commr of Taxes, 445 US 425, 436-37 (1980). 

12. 463 US at 188 (quoting Mobil Oil Co v Commr of Taxes, 445 US 425, 445 
(1980)). 

13. Tax Treaties Hearings, Hearings on the Tax Treaties with the United 
Kingdom, the Republic of Korea and the Republic of the Philippines 
Before the United States Senate Committee on Forei n Relations 
95th Cong., 1st Sess. 20-21 1977) at 34 (statement of Lawrence N. 
Woodworth). 

14. 441 US at 456, quoted in Container Corp, 463 US at 189. 

15. Memorandum for the US as Amicus Curiae, at 12, 13, Chicago Bridge & 
Iron Co v Caterpillar Tractor Co, 103 S Ct 3562 (1983), quoted in Kaden, 
State Taxation of Multinational Cor orations 32 Cath U L Rev 829, 
847-48 1983). 

16. Treasury Tax Reform Option Paper No. VIII, quoted in Wilson, Recent 
Developments in State Income Taxation of Unitary Business, 6 Hastings 
Intl & Comp L Rev 575, 588 (1983). 

17. See comments of former Secretary of the Treasury William Simon 
quoted in Wilson, supra note 16, at 587. 

18. See Wilson, supra note 16, at 589. 

19. See Nolan, The UK Tax Treaty Should Be Ratified Without Reservation, 
6 Tax Notes 407, 409 (1978). 

20. This situation does arise. See Kaplan, The Unitary Tax Debate, The 
United States Supreme Court and Some Plain English, 1983 British Tax 
Rev 203, 206, 213 n.13. 

21. Gifford, International Develo ments: United States: More on Unitar 
Taxation and Multinational Groups, 9 J Comp Tax 291, 293-294 (1982 • 

22. Id. at 294 n.15. 

23. Id. at 294 n.16. 

24. Id. at 294 (emphasis in original). 

25. Brief of Amicus Curiae for Appellee at 18, Chicago Bridge & Iron Co v 
Caterpillar Tractor Co, 463 US 1220 (1982). Appl dismsd quoted in 
Wilson, supra note 16, at 588. 
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26. Kaplan, supra note 20, at 212 n.26 (citations omitted). 

27. Id. at 212 and n.27. 

28. Amicus Curiae of parent corporations organized and existing under the 
laws of England, Conta~ner Cor of America v Franchise Tax Board, 463 
US 159 (1983) [hereina ter cited as UK Brie • 

29. UK Brief, supra note 28, at 12, quoted in Allen. The Container Corp 
Case: The Unity Tax in the United States and as Perceived by the 
International Community, 18 Intl Law 127, 142 (1984). 

30. UK Brief, supra note 28, at 7 (citing Japan Line 441 US 434) quoted in 
Allen, Id. at 142. 

31. The threat of foreign retaliation is considerably greater when foreign, 
rather than US, corporations are involved since "the interest of a 
country in protecting its domestically-owned corporation from 
burdensome taxation is naturally greater than in the case of foreign 
subsidiaries of United States corporations." UK Brief, supra note 28, 
at 16, quoted in Allen, supra note 28, at 144. 

32. Proposed Convention Between the United States and the United 
Kingdom for the Avoidance of Double Taxation and the Prevention of 
Fiscal Evasion with Respect to Taxes on Income and Capital Gains 
art. 9(4), 94th Cong., 2d Sess. (1976). 

33. See Kaplan, supra note 20, at 216. 

34. 696 Euromarket News (CCH May 18, 1982) at 4. 

35. See The Japan Times, Dec. 7, 1983, at 7, cols. 4-5 quoted in Allen, supra 
note 29, at 144 n.100. 

36. See Daily Tax Rpt. (BNA) No. 182, G-6 (Sept. 19, 1983). 

37. United States, Advisory Commission on Intergovernmental Relations, 
State Taxation of Multinational Corporations (Mar. 1983), reprinted 
in 18 Tax Notes 995, 998 (Mar. 21, 1983) [hereinafter cited as ACIR 
Report]. 

38. Finding Lists, 1 Tax Treaties (CCH) pp 17-19 (June 6, 1983). 

39. ACIR Report, supra note 37, at 997. 

40. See, ~ Treaty of Friendship, Commerce and Navigation, 
Mar. 27, 1956, United States-Netherlands, 8 UST 203, TIAS 3942. 

41. Id. at art I, § 1. 
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42. I d. at art XI, § 1. 

43. Id. at art XI, § 3. 

44. Id. at art XI, § 4. See generally, Javaras &: Browne, Litigation Prospects 
after Container: The Foreign Parent Issue, 21 Tax Notes 1027, 1033-34 
(Dec. 19, 1983). 

45. 8 UST 203, at art XI, 3. See also Federal Republic of Germany/United 
States Treaty of Friendship, Commerce and Navigation (1956), 
art. XI (4). 

46. See Ault &: Kaplan, International Developments - Another View: 
United States: More on Unitar Taxation of Multinational Grou s 9 J 
Corp Tax 291, 292 1982 ; Kaplan, supra note 20, at 218. 

47. 441 US at 453 (quoting Customs Convention on Containers, 
May 18, 1956, [1969] 20 UST 301, 304, TIAS No. 6634). 

48. 463 US at 196-97 (quoting Mobil Oil Co v Commr of Taxes, 445 US 425, 
448 (1980)). 

49. ACIR Report, supra note 37, at 997. 

50. See, e.g., H.R. 2918, 98th Cong., 1st Sess. (1983); H.R. 1983, 97th Cong., 
1st Sess (1981); S. 1688, 96th Cong., 1st Sess. (1979); H.R. 5076, 96th 
Cong., 1st Sess. (1979). H.R. 5076 and S. 1688 have received the most 
attention in the literature. 

51. See Text of Report by Treasury's Unitary Task Force, 23 Tax Notes 637, 
638 (May 7, 1984). 

52. See McClure, Unitar Taxation: The Workin 
Tax Notes 879, 882 Aug. 27, 1984. 

53. Id. 

54. Capital Industries-EM!, Inc v Bennett, 681 F2d 1107 (CA 9 1982), on 
remand sub nom., EMI, Ltd v Bennett, 560 F Supp 134 (ND Cal 1982), 
cert. denied, 459 US 1087 (1983). 

55. 709 F2d 593 (CA 9), cert. denied sub nom, Shell Petroleum, NV v 
Franchetti, 464 US 1012 (1983). 

56. 558 F Supp 624 (SDNY), affd without opinion, No. 83-7326 (CA 2 1983) 
cert. denied, 464 US 1041 (1984). 

57. 724 F2d 1294 (1984). 
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THE INDUSTRIAL PROCESSING EXEMPTION TO 
THE MICIDGAN SALES AND USE TAX ACTS 

By: William H. Irving 

I. INTRODUCTION 

The Michigan Sales and Use Tax Acts contain several exemptions.! MCLA 
205.51 et seg.; MCLA 205.91 ,et seg. This article will focus on the industrial 
processing exemption, a provision that has caused widespread misunderstanding and 
much litigation. The following is a brief analysis of the history of the admin
istrative rules, statutes, and case law generated by the industrial processing 
exemption. Since its adoption, the exemption has been significantly broadened, and 
it now gives taxpayers clear directives for determining whether certain property is 
subject to taxation. 

II. BACKGROUND 

In 1933 the Legislature enacted the General Sales Tax Act. By definition, a 
sales tax is ''levied on the sale of goo~s and services [and is] usually calculated 
as a percentage of the purchase price." The law provides several exemptions; for 
e~ample, the tax was not to be levied on goods sold to charitable organizations, 
MCLA 205.54a(a); MSA 7 .525(a), on items used in agricultural processing, 
MCLA 205.54a(f); MSA 7 .525(f), nor on goods used in industrial processing, 
MCLA 205.54a(g); MSA 7 .525(g), etc. Some individuals who did not qualify for an 
exemption avoided paying the tax, however, by obtaining goods in jurisdictions 
which levied either a lesser tax or none at all. The Legislature retaliated with the 
Use Tax Act of 1937. MCLA 205.91 et seg; MSA 7 .555(i). A use tax is paid to the 
state for the privilege of consuming tangible personal property within the state. It 
does not apply if sales tax is paid after an in-state sale. The law provides many of 
the same exemptions as the Sales Tax Act, often using identical language. 

According to a concomitant resolution, the Legislature intended that the sales 
tax exemption was to exclude from taxation sales of material used in 
"manufacturing, assembling, producing, preparing, or wrapping, crating, and/or 
otherwise preparing for delivery any tangible personal property." HCR 99 (1933). 
In addition, this language has been interpreted to apply to the Use Tax Act. 
The Michigan Supreme Court explained that "· •• in passing the Use Tax Act, the 
legislature had in mind the same matters contained in the • • • concurrent 
resolution." Kress v Department of Revenue, 322 Mich 590, 593; 34 NW 2d 501 
(1948). 

m. "RULE 40" 

The promulgation of Rule 40 by the Division of Revenue of the Department of 
Treasury has clarified the scope of the exemption. It first appeared in the 
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Administrative Code of 1944. The current version defines several of the terms in 
the statute and provides examples of both exempt and taxable property. 

Industrial processing is defined in the rule as "the activity of converting or 
conditioning tangible personal property by changing the form, composition, quality, 
combination and character of the property for ultimate sale at retail or use in 
manufacturing of a product to be ultimately sold at retail." Mich Admin Code R 
205.90. Thus to qualify for the exemption the procedure must change the form of 
personal property for retail sale or be utilized in the manufacture of an object for 
retail sale. 

The rule provides several examples of activities which constitute industrial 
processing: production, tooling, inspection and quality control, planning, production 
control and scheduling, construction and maintenance of factory machinery, 
disposal of production scrap and waste, and production supervision and material 
handling. Mich Admin Code R 205.90(5). The rule also provides several 
illustrations of non-taxable sales to demonstrate the exemption's applicability. For 
instance, fuel and tangible personal property used ig production of the finished 
product are some of the examples of exempt property. · 

Administrative business activities are generally not within the scope of 
industrial processing. For examfle, purchasing, sales, and distribution are 
specifically nonexempt activities. Office furniture and supplies also are 
nonexempt. Data processing and office equipment used for industrial processing 
purposes are exempt. 

The rule also lists several examples of nonexempt materials. Inc!uded are 
items such as vehicles, storage facilities, and heating and cooling systems • 

. IV. THE CASE LAW 

Taxpayers and the Department of Treasury have disagreed about the 
definition of industrial processing. In an early decision the Michigan Supreme 
Court, in Boyer-Campbell Co v !:!:Y, 271 Mich 282; 250 NW 165 (1936), explained 
that if the property purchased is used in manufacturing and becomes a part of the 
finished product, it qualifies for the exemption and is thus tax-free. Conversely, 
when the property in question does not become part of the finished product it ·is 
taxable. The key to qualifying under Fry was the incorporation of the material into 
the finished product. 

In some early cases the results were not always uniform. For example, a sale 
of raw materials to be used in the manufacture of packaging was held not to be 
within the scope of the exemption in American Box Board Co v Stack, Kent County 
Circuit Court (4-23-34). However, in Charles Woloham, Inc v State Board of Tax 
Administration, Saginaw County Circuit Court Docket No. 21330 (1943), the court 
ruled that a company which prepared raw materials for sale was an industrial 
processor entitled to the exemption. 
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With the landmark case of Minnaert v Department of Revenue, 336 Mich 117· 
113 NW2d 868 (1962), Michigan courts began to expand the scope of "industriai 
processing." In Minnaert, the court held that a subcontractor was entitled to the 
exemption because his construction activities were critical to the contractor's 
manufacturing activities. 6 Recent cases have also tended to interpret broadly the 
definition of industrial processing. In Liquid Disposal, Inc v Department of 
Treasury, Michigan Board of Tax Appeals Docket No. 1648 (8-7-81), a company 
which disposed of the wastes of an industrial processor was allowed to take the 
exemption because disposal of the wastes was required to produce the goods. The 
Board reasoned that since the customers of the company would be entitled to the 
exemption if they disposed of the wastes themselves, it would be illogical to deny 
the exemption to another performing the identical task. The Department of 
Treasury unsuccessfully relied on a pre-Minnaert argument, urging that the 
exemption should apply only to the entity preparing the goods for market. 

In Kellogg Co v Department of Treasury, Michigan Board of Tax Appeals 
Docket No. 1037 (4-28-77), a taxpayer urged the Board to declare exempt 
equipment used to prepare and process individual packages of food. The Board 
considered whether the equipment was used during industrial processing (exempt) or 
for delivery of the goods (nonexempt). While the equipment was found to be used to 
prepare the goods for delivery, it was also found to be used to prevent spoilage, a 
function which qualified it for the exemptiqp. The Board held that only one exempt 
use is needed to qualify for the exemption. As long as the property is used for an 
industrial process, the equipment is exempt from sales and use taxation. 

The state, in Quality Dairy Co v De artment of Treasur Michigan Board of 
Tax Appeals Docket No. 1233 (9-22-78 , again attempted to argue that taxpayer's 
equipment was used in delivery and thus was nonexempt. In question was reusable 
plastic cases by taxpayer to store and deliver plastic pouches of milk to its retail 
outlets. The Board, following Kellogg, ruled that because one of the uses of the 
cases was to aid in the cooling process, the cases qualified for the exemption and 
were exempt from use tax. It was immaterial that the cases facilitated delivery. 
Again, to qualify for the exemption it was only necessary that one use fall within 
"industrial processing." 

V. CONCLUSION 

The promulgation of Rule 40 has effectively reduced much of the confusion 
surrounding the industrial processing exemption. Further, recent cases interpreting 
the rule provide a guide for taxpayers to determine if select property is subject to 
taxation. The courts have greatly broadened the scope of the exemptions. The 
major expansion is that as long as one of the uses of a taxpayer's property is 
exempt, the property will qualify for the exemption. 
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NOTES 

1. For example, student food is exempt under MCLA 205.54a(c); 
MSA 7.525(c), and radio and television films and recordings are 
exempt under MCLA 205.54a(i); MSA 7 .525(i). 

2. Webster's New Collegiate Dictionary at 759. (Springfield, Mass.: 
Merriam Co, 1965.) 

3. The examples include: 

A. Property which becomes part of a finished product to be sold at 
retail. 

B. Tools, machines, dies, patterns, and the maintenance and repair 
thereof. 

c. Property consumed or destroyed in manufacturing or other 
production process. 

D. Tangible personal property which is used in the installation or 
maintenance of systems used for production processes as long as it 
is not permanently attached to nor becomes a structural part of 
real estate. 

E. Fuel or energy used in industrial processing. 
F. Machinery and material used to transport tangible personal 

property used in production within the plant. 
G. Data processing equipment and other office equipment used for 

industrial processing purposes. Mich Admin Code R 205.90(4). 

4. Other examples are receipt and storage of raw materials; warehousing; 
shipping and advertising; accounting and personnel; construction and 
maintenance of real property and non-processing equipment; and 
hospitals, plant security and fire prevention. Mich Admin Code R 
205.90(6). 

5. Other examples of nonexempt materials are: 

A. Tangible personal property: 
1. which is permanently affixed to and becomes a structural 

part of real estate. (i.e. plumbing and heating and cooling 
systems.) 

2. used performing services on property owned by others if the 
services do not change the property to a different character 
or form. 

3. used for storage or receipt of goods purchased by the user. 
4. used for storage or receipt of natural resources extracted by 

the user. 
5. used in preparation of food or beverages by a retailer for 

retail sale. 
6. used in maintaining inventory of finished goods. 
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B. Office equipment and data processing equipment used for non
industrial processing purposes, and office supplies and furniture. 

C. Vehicles. Mich Admin Code R 205.90(3). 

6. The subcontractor's equipment was exempt because: 
1) it was purchased for use on an exempt job; 
2) it was not used elsewhere; 
3) it was not attached to the contractor's property; and 
4) the entire operation took place on the contractor's property. 

7. The Board cited Michigan Allied Dairy Association v State Board of Tax 
Administration, 302 Mich 643; 5 NW2d 561 (1942): 

"When an article has more than one use, one or more (but not all) of 
which are within the agricultural or industrial processing exemptions, 
the legislature could have provided that the portion of the value of the 
article representing its nonexempt uses should bear the tax, but it has 
not done so." 302 Mich at 650. 
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MULTI-sTATE CORPORATIONS- APPORTIONMENT TAX 

Two multi-state corporate taxpayers were allowed to allocate to Michigan the 
com ensation ortion of their tax base on their Sin le Business Tax returns rather 
t an apportion to Michigan based on total compensation. 

Jones and Laughlin Steel Corporation v Michigan Department of Treasury, MTT 
Docket No. 57892 and 57893, (September 5, 1984). 

FACTS: Petitioners are multi-state corporations incorporated under the laws of 
states other than Michigan: Jones and Laughlin Steel Corporation (J & L Steel) in 
Pennsylvania and Wilson Foods Corporation (Wilson) in Delaware. In 1976, and 1978 
both taxpayers allocated to Michigan the compensation portion of their tax, based 
on their Single Business Tax returns. 

Respondent, pursuant to an audit, redetermined the taxpayers' tax base using the 
three-factor apportionment formula under MCLA 208.45; MSA 7 .558(45). 
Petitioners brought this suit seeking relief from the apportionment formula 
pursuant to MCLA 208.69; MSA 7 .558(69). 

Petitioners argued that the three-factor apportionment formula unfairly 
represented their respective business activity in Michigan since the apportioned 
compensation exceeded the actual compensation by greater than 50% for each year 
in issue. Petitioners further argued that in such circumstances MCLA 208.69; MSA 
7 .558(69) allows "any other" alternative method in respect to "any part of the 
taxpayer's business activity, if reasonable," and they urged that their method was 
reasonable since it was substantially more accurate in assessing their Michigan 
business activity. MCLA 208.69(1)(d); MSA 7 .558(69)91)(d). 

HELD: The three-factor apportionment formula does not fairly reflect the 
extent of the Michigan business activity for either taxpayer since the apportioned 
compensation exceeded the actual Michigan compensation by greater than 50% for 
each taxpayer for every year in issue. The three-factor formula was designed to be 
a reasonable approximation of each state's equitable share of income of a multi
state taxpayer; the formula is necessary because of the extreme difficulty in 
determining the exact amount of net income by multi-state taxpayers attributable 
to a particular state. Where, however, a part of a taxpayer's business activity 
attributable to ~nother state is known, it is not reasonable or fair to approximate 
that amount. In addition, it would be constitutionally troublesome for one state to 
tax a substantial amount of income not generated within that state's borders. 
Petitioners' allocation metnod was proper under MCLA 208.69; MSA 7 .558(69) 
because it eliminated a substantial amount of compensation admittedly not part of 
the Michigan tax base, and because it was easy to determine and substantially more 
accurate than the MCLA 208.45; MSA 7 .558(45) three-factor apportionment 
formula. 
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PERSONAL PROPERTY ASSESSMENT- TRUE CASH VALUE 

The sales price of obsolete equipment may be the best measure of the true cash 
value in determining personal property tax assessments. 

Lear Siegler, Inc v City of Detroit, MTT Docket No. 68310, (June 21, 1985). 

FACTS: Petitioner seeks to set aside personal property assessments for 1982 and 
1983. Obsolete equipment forced Petitioner, an automotive parts supplier, to close 
its plant in September 1980. Over the next year the most marketable equipment 
was sold. Equipment sales in 1982 equaled $170,089. In 1983 they equaled $28,312 
plus a combined sale of real and personal property amounting to $420,000. The 
purchaser, a reputable dealer, testified that the personal property was worth 
$175,000 - $200,000. The 1982 and 1983 personal property assessments were 
$963,380 and $375,160, respectively. In computing those assessments, Respondent 
used the original cost figures contained in Petitioner's annual personal property 
statement, and the Assessor Manual's formulas to determine the true cash value. 

Petitioner argues: 1) The personal property assessment figures do not represent 
true cash value; 2) The assessments in question, using the original cost figures and 
the Manual, are unrelated to the true cash value; 3) Petitioner's use of original cost 
figures in his annual personal property statement is not an admission of true cash 
value, but rather an admission of original costs and should be considered as 
historical costs; and 4) Actual sales prices of obsolete equipment are the best 
assessments of equipment. 

Respondent argues: l) The Manual's formulas are needed to keep assessments 
valid; 2) Personal property tax statement figures equal true cash values; and 
3) Petitioner has asked the Tribunal's permission to change figures already 
submitted. 

The local Board of Review confirmed the 1982 and 1983 personal property 
assessments. 

HELD: Reversed. The Board of Review inappropriately applied the Assessor's 
Manual. Manpower of Kent County, Inc v City of Grand Rapids, MTT Docket No. 
25531, held that the legislature intended the Assessor's Manual to be only a guide in 
assessment when the formulas are disputed by the taxpayer, MCLA 211.721; MSA 
7 .40(1). The Manual is not applicable in all cases. The personal property values 
used in the assessments were original cost figures and not an admission of true cash 
values. Cash value, defined by MCLA 211.27; MSA 7.27 is the usual selling price at 
a private sale. Therefore, in the present case, the true cash value of obsolete 
equipment is best determined by its sale price. A valid assessment must relate to 
true cash value and not just a uniform valuation approach, MCLA 211.27; MSA 7.27. 
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REAL PROPERTY TAX ASSESSMENT - GOVERNMENTALLY SUBSIDIZED 
HOUSING PROJECTS 

Valuation of Governmentally subsidized housing projects should be evaluated by the 
income approach, supported by the cost and market approaches. 

Tradewinds East Associates Limited Dividend Housing Association v Hampton 
Charter Township, MTT Docket No. 56128, (April 4, 1985). 

FACTS: The Petitioner is the owner of Tradewinds East, a multi-family rental 
housing project. The project was developed under Michigan State Housing 
Development Authority (MSHDA). The rent charged by the project is computed by 
MSHDA. The Petitioner applied only the income approach in determining the true 
cash value of the property and based its calculations on the market rent of 
conventional projects. The Respondent applied all three valuation approaches,. but 
gave the greatest weight to the income approach which was based on actual income 
and expenses. 

HELD: Petition granted. In the determination of the true cash value of the 
subsidized housing project, the greatest weight should be given to the valuation 
under the income approach, which uses income and expenses. In addition, the 
capitalization rate, recognizing the value of the property as a tax shelter, should be 
developed by the mortgage-equity technique. The use of the market rent of 
conventional projects under the income approach is inappropriate because a 
developer would not purchase property based on current market rents when he 
would not be able to charge current market rents. Little weight should be given to 
the cost approach since the value of subsidized housing projects seldom equalS its 
construction costs. 
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TAX PROTESTOR- EQUAL EXCHANGE THEORY AND PAYMENT IN GOLD 
AND SILVER COINS 

Individuals are subject to tax on total compensation received from their labor; and 
this tax is payable in currency other than gold or silver coins. 

Kurt W. Clim v Michigan Department of Treasury, MTT Docket No. 73842, 
(April 24, 1985). 

FACTS: Petitioner filed his MI-1040 return for 1980 with W-2 income of $35,173 
and showed no taxable income. In 1981, petitioner again had W-2 income and 
showed no taxable income. After issuing full refunds of taxes withheld for each 
year, respondent issued assessments, based on petitioner's W-2 income, taxes, 
interest, and penalties. Petitioner requested an informal hearing within the 
Department and argued that: 1) income tax is an excise tax not applicable to 
individuals; 2) that petitioner realized no income because the exchange of his labor 
for payment was equal; and 3) that payment of taxes can only be made in gold or 
silver coins. The informal hearing upheld the assessments. 

HELD: Affirmed. Petitioner's suit is frivolous and respondent is awarded costs. 
First of all, MCLA 205.50 et seg; MSA 7 .411(1) et seg, clearly define a taxpayer as 
any person, including individuals. Second, Eisner v Macomber, 262 US 189, and 
subsequent cases have held that income is derived from capital, labor or from both 
combined. Compensation for labor is therefore included in income. Thirdly, the 
Constitution, legislation, and case law state uniformly that obligations shall be 
discharged in any coin or currency of the United States which at the time of 
payment is legal tender for public and private debts, including Federal Reserve 
notes, MCLA ·21.153; MSA 3.661. Petitioner's case is frivolous and supported 
weakly by arguments derived from tax protestor kits. Respondent is awarded costs. 
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