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MINUTES OF REGULAR MEETING OF 
COUNCIL OF TAXATION SECTION 

OF STATE BAR OF MICHIGAN 

SEPTEMBER 18, 1986 

A regular meeting of the Council of the Taxation Section of the 
State Bar of Michigan was held at Cobo Hall, Detroit, Michigan on 
Thursday, September 18, 1986, commencing at 8:00 a.m. 

COUNCIL MEMBERS PRESENT 

James C. Brujnsma 
John J. Collins, Jr. 
Frank G. Dunten 
Stephen I. Jurmu 
Donald M. Lansky 
Paul L. B. McKenney 

Kathleen W. Newell 
David M. Rosenberger 
Andrew M. Savel 
Peter S. Sheldon 
William J. Sikkenga 

COUNCIL MEMBERS ABSENT 

Pamela Clemens Hartwig 
Michael L. Stefani 

OTHERS PRESENT 

Roger Cook, Chairperson, Corporation Committee 
Leon M. Schur gin, Chairperson, Practice & Procedure Committee 
Patrick R. VanTiflin, Chairperson, State and Local Committee 

MINUTES 

Reading of the minutes of the May 21, 1986 regular meeting of the 
Council was waived. Copies of the minutes were circulated to the 
Council members present. 

TREASURER'S REPORT 
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Mr. Sikkenga reported that as of August 31, 1986, total receipts '! 
for the fiscal year to date were $25, 131.00 and total disbursements for 
that same period were $26,500.95 leaving a fund balance of $9,050.54 
after taking into account an opening fund balance of $10,420. 49. 
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MINUTES OF THE MEETING OF 
THE COMMITTEE ON PARTNERSHIP TAXATION 

HELD ON OCTOBER 8, 1986 

A meeting of the Committee on Partnership Taxation of the State 
Bar of Michigan was held at the offices of Miller, Canfield, Paddock and 
Stone, First Floor, 1400 N. Woodward A venue, Bloomfield Hills, 
Michigan 48013 on October 8, 1986. Chairman Mark McGowan called the 
meeting to order at 8: 45 a.m. and acted as secretary. The following 
members were in attendance: 

Mark McGowan 
Larry Elkis 
Rich Soble 
Bruce H. Tobin 

Gary Bruhn 
Dave Ohlgren 
George Sokoly 

The Chairman generally summarized the events of the recent 
Taxation Section annual meeting held on September 18, 1986, in 
conjunction with the other State Bar activities. 

The next order of business was the presentation by Messrs. Bruhn 
and Sokoly on federal and state security law aspects pertaining to 
partnership formation. 

Mr. Bruhn discussed a number of topics including the question of 
actually what is a "security" and the registration and exemption 
requirements relative thereto. A discussion developed regarding the 
potential exposures and practical problems and possible solutions that 
we as practitioners may be confronted with in dealing with syndicators 
in these matters. 

George Sokoly provided a comprehensive review of Regulation D 
under the Securities Act of 1933 including an analysis of the 
"Accredited Investor" requirements, and the implications relative 
thereto. The presentation developed into a discussion of a number of 
practical problems including the requirements of legal opinion letters 
and the implications to the attorney where a syndication is found to in 
fact involve "securities" which are neither exempted nor registered 
under federal and state law. 

It was agreed that the next meeting of the Committee on 
Partnership Taxation would take place at 8: 30 a.m. on Wednesday, 
January 14 at the new offices of Berry, Moorman, King, Cook & 
Hudson, P. C. , 600 Woodbridge Place (one block each of the Renaissance 
Center), Detroit. David Ohlgren will speak at the January 14 meeting 
on the subject of "What to do with our 'Passive Loss and Passive 
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Income' from a planning prospective." All those planning to attend the 
January 14 meeting are invited to bring their thoughts, suggestions and 
questions on this topic. 

Respectfully submitted, 

Mark McGowan 
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MINUTES OF REGULAR MEETING OF 
COUNCIL OF TAXATION SECTION, 

STATE BAR OF MICHIGAN 

OCTOBER 18, 1986 

The meeting was held at the American Motors Building, Southfield, 
Michigan at 9:00, October 23, 1986. 

COUNCIL MEMBERS PRESENT 

Peter S. Sheldon 
Donald M. Lansky 
John J. Collins, Jr. 
Stephen I. Jurmu 
Paul L. B. McKenney 

Kathleen W. Newell 
David M. Rosenberger 

Roger J. Cook 
James Roach, III 

Leon M. Schur gin 

COUNCIL MEMBERS ABSENT 

Frank G. Dun ten 
William J. Sikkenga 
Pamela Clemens Hartwig 

OTHERS PRESENT 

Mark McGowan, Partnerships Committee Chairperson 
Jeffrey A. Levine, Corporations Committee Chairperson 
Dennis M. Mitzel, Estates and Trusts Committee Chairperson 
Richard Daguanno, Practice and Procedure Committee Chairperson 

MINUTES 

The Council waived reading of minutes of the Annual Meeting of 
the Taxation Section and the regular meeting of the Council, both held 
September 18, 1986. Copies of the minutes were given to Council 
members. 

TREASURER'S REPORT 

Mr. Lansky reported on behalf of Mr. Jurmu that current financial 
information would be available shortly and would be distributed to 
Council members. 
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COUNCIL ACTIVITIES 

1. Continuing Legal Education. Mr. McKenney reported on 
alternatives available to the Taxation Section with regard to 
Continuing Legal Education. He reviewed plans currently being 
made for a Homeward Bound series sponsored by the Taxation 
section during the first five months of 1987. Details regarding 
that series will be summarized in the 1986 third quarter Tax Law 
Journal. The Council decided to appoint a committee composed of 
Kathleen Newell, Roger Cook, and Paul McKenney whose purpose is 
to review all continuing legal education activities currently 
sponsored by the Council and to prepare a formal list of 
alternatives. That committee will report its findings to the Council 
at its January 1987 meeting. 

2. 1986 State Bar Journal Taxation Issue. In Ms. Hartwig's absence, 
Mr. Lansky reviewed the status of her work. He confirmed that 
the Tax Issue would now be included in the February 1987 issue of 
the State Bar Journal. Mr. Lansky will confirm with Ms. Hartwig 
progress toward filling article obligations and appropriate 
deadlines. 

3. Tax Essay Contest. Mr. Roach will chair the contest. Entrants 
will be solicited as soon as possible by letters to Michigan Law 
Schools. Other aspects of the essay contest will be maintained in 
a manner similar to the 1986 contest. The 1986 third quarter Tax 
Law Journal will publish the 1986 winning article. 

4. MBA - MACPA Joint Seminar. Mr. Schurgin will coordinate this 
activity. The Council discussed the financial aspects of this 
program and asked Mr. Jurmu to contact the MACPA regarding 
what payment will be forthcoming to the Taxation Section for the 
1986 program. 

5. Tax Court Luncheons. Ms. Newell will coordinate and host 
luncheons honoring Tax Court Judges again this year. She 
reported briefly on the most recent Tax Court luncheon which was 
attended by Taxation Section members. Meetings will continue at 
the University club in view of improved service. Because the Tax 
Court calendar is currently uncertain, no date has been set for th 
next Tax Court luncheon. Mr. Kenney agreed to provide 
Ms. Newell with the tax court calendar through Spring 1987 so 
that appropriate announcements can be made regarding future tax 
court luncheons. 

6. Bar Liaison. Mr. Rosenberger reviewed the status of current 
liaison activities with other Bar Sections. Mr. Cook will assume 
liaison responsibilities for the new fiscal year. 

7. Annual Meetings. Mr. Collins reported on the 1986 annual 
meetings, noting that two meetings were held on two different days 
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at the State Bar Annual meetings. Both Tax Section programs at 
the annual meeting were very well attended. Mr. Rosenberger is 
responsible for planning the 1987 annual meeting which will be held 
September 16 through September 18 at the Amway Hotel in Grand 
Rapids. Mr. Rosenberger will attend an ini_tial planning meeting 
on November 15, 1986 in Lansing relating to the 1987 annual 
meeting. 

8. Legislative Update. Mr. Dunten agreed to coordinate this activity 
for the new year. Mr. Jurmu agreed to forward a letter on behalf 
of the Taxation Section Council to appropriate persons regarding 
S462, legislation which would alter the State tax treatment of 
estates. 

9. Tax Law Journal. Mr. Lansky directed a lengthy discussion 
regarding the purpose of the Tax Law Journal and its content. 
Other available forms of continuing legal education were reviewed 
briefly and compared as to likely cost. It was decided that a 
committee composed of Mr. Collins, Ms. Hartwig, Mr. Rosenberger, 
and Mr. Jurmu will discuss alternatives to the Tax law Journal. It 
will report its findings to the Council at its January 1987 meeting. 
Mr. Collins reported on what the next several issues of the Tax 
Law Journal will contain and its publication schedule. 

COMMITTEE MATTERS 

The Council discussed whether mailing lists for Committee 
memberships should be reviewed. The purposes of the Committee 
system were discussed. It was noted that the Council hoped to 
encourage broad participation among Tax Section members even where 
tax section members could not be present at committee meetings. It was 
decided that Mr. Collins will coordinate all communications within each 
Section committee and will, therefore, be responsible for all mailings to 
committees of the Taxation Section. All such mailings should be copied 
to Messrs. Lansky and Jurmu to ensure that efforts are properly 
coordinated and reported. Mr. Lansky will be responsible for all 
committee mailings to Council members. It was decided · that the 
chairperson of each committee for the next year will forward a new 
survey form to committee members regarding interests in various 
activities relating to that committee's work for the new year. Each 
committee chairperson will report at the January 1987 meeting of the 
Council regarding the reaction to that survey. 

1. Corporations Committee. The Committee will meet on November 20 
to discuss the effects of the Tax Reform Act of 1986 on 
corporations. The meeting will be at 3:00 p.m. at Mr. Cook's 
office. 
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Employee Benefits Committee. Mr. Bruinsma advised Mr. Lansky 
in advance of the Council meeting that the employee benefits 
committee will have two meetings in early 1987. 

3. Estates & Trusts. Mr. Mitzel had no report. 

4. Partnerships. Mr. McGowan discussed several activities already 
scheduled, including an October meeting to discuss the security 
law aspects of partnership interests and a January 14, 1987 
meeting to discuss passive income and losses under the Tax Reform 
Act of 1986. 

5. Practice & Procedure Committee. Mr. Daguanno discussed his 
goals for the year. he expressed interest in emphasizing both 
state and local practice and procedure and federal procedure. 

6. State and Local Committee. In Mr. VanTiflin's absence, it was 
reported that this committee would have a meeting on October 28 in 
Lansing with the Michigan Revenue Commissioner. 

SPECIAL PROJECTS 

It was agreed that Mr. Jurmu will attend the Internal Revenue 
Service Regional Liaison Meeting to be held in Cincinnati on 
November 6 and 7, 1986 and report to the Council. It was noted that 
Mr. Sikkenga was attending the National Association of State Bar Tax 
Sections Meeting in Washington, D. C. 

FUTURE MEETINGS 

The next Council meeting will be announced by Mr. Lansky after it 
is determined when the next Tax Court luncheon will be. 

ADJOURNMENT 

The meeting adjourned at 11: 30 a.m. 

Stephen I. Jurmu 
Secretary /Treasurer 
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DISTINGUISHING BETWEEN CAPITAL 
EXPENDITURES AND ORDINARY BUSINESS EXPENSES* 

By: Steven J. Greene** 

INTRODUCTION 

The Internal Revenue Code1 draws a distinction between ordinary 
and necessary business expenses, which are currently deductible from 
gross income, and capital expenditures, which, if deductible 2at all, 
must be amortized over the useful life of the particular assets. Code 
section 162 allows a taxpayer to deduct expenses paid or ~l'red 
during the taxable year in carrying on any trade or business. To 
qualify as a section 162 deduction, the expense must be both "ordinary" 
and "necrssary" and must bear a direct relation to the specific 
business. The principal function of the term "ordinary" is to clarify 
the distinction between those expenses that are currently df5ductible 
and those 6 that are in the nature of capital expendftures. Code 
section 263 specifically applies to capital expenditures and denies a 
current deduction for experres incurred in the acquisition or 
improvement of a capital asset. As the Supreme Court has explained, 
section 263 "serves to prevent a taxpayer from utilizing currently a 
deduction properly attributable, through amortizat!gn, to later tax years 
when the capital asset becomes income producing. " 

Distinguishing ordinary and necessary business expenses from 
capital expenditures has proven to be a difficult task for the courts. 
Although a Vftfiety of line-drawing criteria have developed to deal with 
the problem, the circuit courts have yet to apply a co'fyton standard. 
In Commissioner v Lincoln Savings _ancLLoan Association, the Supreme 
Court declared that any expenditure which, in addition to providing a 
future benefit beyond the taxable year, creates or elf~ances a separate 
and distinct additional asset must be capitalized. However, the 
circuits have use<1_fhis standard as a mere threshold before applying 
additional criteria. Furthermore, several circuits have spli~ in their 
application of line-drawing criteria to particular expenditures. 

It is apparent from an examination of the various court decisions 
that there is no single, common standard used to distinguish between 
capital expenditures and ordinary business expenses. The Courts are 
not completely to blame for this situation, however, because the 
Internal Rer§nue Code provides little guidance on the capital/ordinary 
distinction. This Note proposes an amendment to the Tax Code that 
would provide courts with a universal standard to apply in 
differentiating between the two types of expenditures and that best 
reflects the gene1'1/ purpose of the Code in matching income with its 
related expenses. Part I analyzes the historical development of the 
capital/ordinary distinction and the various line-drawing tests that are 
currently applied by the courts. Part II proposes a Tax Code 
framework for distinguishing between capital and ordinary expenditures. 
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Part III applies this framework to two instances in which courts have 
disagreed about the deductibility of certain 1 fXpenditures: 
prepublication experg;es of authors and publishers and bank 
branching expenses. 

I. HISTORICAL DEVEWPMENT OF THE CAPITAL/ORDINARY 
DISTINCTION 

Section 263 of the Internal Revenue Code of 195419 disallows a 
current deduction for any expenditure rewed to the creation' 
acquisition, or improvement of a capital asset. The nondeductibility 
of capital expenditures can be traced back to the income tax ffovisions 
enacted by Congress during the United States Civil War; similar 
provisions2f-ave been adopted in every major income tax statute since 
that time. Inevitably, the courts developed a variety of line-drawing 
criteria to determine whether a specific expenditure should be classified 
as a currently deductible business expense or as a non-deductible 
capital expense. 

A. "Ordinary and Necessary" Business Expenses 

The distinction between capital and ordinary expenditures can 
be based on either the defi~yon of "business expen~t" or on the 
definition of "capital expense." In Welch v Helvering, the Supreme 
Court ruled that payments of a bankrupt corporation's debts, made by 
a former officer to strengthen his own standi~ and credit, were in the 
nature of nondeductible capital expenditures. The Court applied the 
"ordinary and necessary" expense standard of Code section 162 
(formerly section 23) to Gjlpclude that the particular expenditures were 
not currently deductible. In achieving this result, Justice Cardozo 
defined a "necessary" expense as one which is "approprWe and 
helpful" to the development of the taxpayer's business. T~§ 
definition of "ordinary" posed great~ difficulties for the Court. 
Nevertheless, in Deputy v du Pont, "ordinary" was def~ed as 
invoking "the connotation of normal, usual, or customary." The 
Court held that the carrying charges on short sales of stock made by a 
stockholder (taxpayer) to assist his corporation and preserve his 
investmeD31 in it were not ordinary and necessary expenses of his 
business. In researching this conclusion, Justice Douglas, writing 
for the majority, set forth a general standard for determining whether 
an expense is "ordinary" within the meaning of section 162: "[A]n 
expense may be ordinary though it happen but once in the taxpayer's 
lifetime .... Yet the transaction which gives rise to it must 3ge o( 
common or frequent occurrence in the type of business involved." 

The "recurrent in the industry" approach of du Pont33 was 
utilized fortN4 years later in Encyclopedia Britannica, Inc v 
Commissioner ,35 a case dealing with the deductibility of prepublication 
expenditures. Judge Posner defined the term "ordinary" in 
section 162 as an expense "normal~ incurred in the type of business in 
which the taxpayer is engaged." However, the court also followed 
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the trend of modern cases37 by using the word "ordinary" to clari5~ 
the distinction between currently deductible and capital expenditures. 
The continued ambiguity which resulted by shifting the standard from 
"ordinary" to "recurrent" or "normal," and the judicial inclination to 
define section 162 expenses by contrasting the definition of section 263 
capital expenditures, led courts to apply line-drawin~9 criteria based 
solely on the meaning of the term "capital expenditure." 

B. Future Benefit or One- Year Test 

In general, the future benefit or one-year test requires the 
capitalization of any expenditure that results in the creation of an asset 
havinfo a useful life substantially beyond the close of the taxable 
year. '{pis standard finds support in both the Treasu~'¥ 
Regulations and in the decisions of various circuit courts. 
Although several early court deci~~ns applied a future benefit test to 
classify corporate expendituw, the case attribute<\5 with first 
establishing the one-year test is United States v Akin. In Akin, 
the Tenth Circuit Court of Appeals held that an expenditure should be 
treated as capital in nature "if it brings about the acquisition of an 
asset having a period of useful life in excess of one year or if it 
secures a l~e advantage to the taxpayer which has a life of more than 
one year." Although the one-year rule was valuable in eliminating 
(from capital treatment) those eXJ.ifiditures that clearly provided no 
future benefits to the taxpayer, the fact that many concededly 
deductible expenses have prospective effect beyond the taxable year led 
the Supreme Court to develop additional criteria &%r distinguishing 
capital expenditures from ordinary business expenses. 

C. Separate and Distinct Asset Test 

In Commissioner v Lincoln Savings and Loan Association, 49 

the Supreme Court held that the controlling consideration in classifying 
an expenditure as capital or ordinary is whether "the payment serves to 
create or enhan~ . . . what is essentially a separate and distinct 
additional asset." The expenditure at issue in Lincoln Savings was a 
mandatory "additional premium" paid by a state-chartered savings and 
loan association into a FederHl Savings and Loan Insurance Corporation 
(FSLIC) Secondary Reserve. The Court concluded that the premium 
payment represented a nondeductible capital expenditure because it 
created a 5~eparate and distinct asset for the savings and loan 
association. Although the premium payment provided a future benefit 
to the taxpayer, and thus55ould be classified as a capital expenditure 
under the Slfe-year rule, the Court held that this fact was not 
con trolling. 

Since the Lincoln Savings decision, most courts have held the 
future benefit aspect of an expenditure to be mer~ a factor for 
consideration rather than a dispositive characteristic. Accordingl~6 the "separate and distinct" asset" test has gain§? wide acceptance. 
In Briarcliff Candy Corporation v Commissioner, the Second Circuit 
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concluded that promotional expenses incurred by the t~payer in 
developing a new channel of distribution for its prod'Ws did not 
create or enhance a separate and distinct capital asset. Thus, the 
expenditures were currently deductible as ordinary RfJff necessary 
business expenses within the meaning of Code section 162. The court 
reached its decision after analyzing the distinction between intangible 
contributions to 

61 
tangible assets and intangible contributions to 

intangible assets. The court reasoned that: 

[A]n intangible contribution to tangible assets, such as a 
company's engineer's supervision of the construction of a 
particular section of a new factory building, makes his salary, or 
a proportionate part of it, a capital expenditure connected with the 
building of the factory. If, however, the sales manager of an 
ongoing concern has contributed 25% of his time to devising a new 
or different method of attracting customers and selling candy, i.e. 
an intangible asset to the company, the deductibility or 
non-deductibility of that 25% of his salary turns upon the question 
of whether or not the new method is a capital asset and therefore 
nondeductible. It is a capital asset if at the time it is furnished 
to the company, it has an ascertainable and measurable value -
that is, a value in money or a fair market value, . . . so that [it 
is] no longer regarded as 6!n expense but as a distinct and 
recognized property interest. 

The Briarcliff decision thus added an additional criterion to the Lincoln 
Savings standard: whether the asset w~h is created or enhanced has 
an "ascertainable and measurable value." 

In NCNB Corporation v United States, 64 the Fourth Circuit 
applied the "separate and distinct asset" test to expenditures incurred 
by the North Carolina National Bank (NCNB) in connection 6with its 
establishment of a statewide network of btfgnch banks. T~' 
expenditures in question included metro studies, f_easibility 6ffudies, 
and applications to the Comptroller of the Currency. After 
concluding that the costs NCNB incurred in exploring branch expansion 
were an~gous to the costs in Briarcliff for developing a franchise 
network, the court held that NCNB's expenditur1W did not create or 
enhance a "separate and distinct additional '~set." In Central Texa~_ 
Savings & Loan Association v United States, a Fifth Circuit case with 
essentially 7~e same facts as NCNB, the court reached an opposite 
conclusion. The court declared that "[t]he character of the item 
acquired defjrmines the tax treatment of the expenditures made to 
acquire it." Because the savings tfld loan association enjoyed a 
property interest in its branch offices -- an interest that was easily 
value at the time each branch was permitted to begin operations -- the 
court found the offices to 7~e separate and distinct assets within the 
Lincoln Savings definition. As such, the expenditures incurred in 
investigatiDfi> and in starting up new branch offices had to be 
capitalized. Although it is difficult to reconcile the decisions in 
Central Texas and NCNB given the consideration similarity in factual 
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situations, the Fifth Circui~'f greater reliance on the future benefit 
aspect of the expenditures, and its view that the deduction of the 
investigatory and '~rt-up expenses was an inaccurate reflection of the 
taxpayer's income, provide some explanation for the discrepancy. 

The "separate and distinct asset" test set forth by the 
Supreme Court in Lincoln Savings continues to be the predominant 
standard applied by courts in7~istinguishing capital expenditures from 
ordinary business expenses. However, the standard ~ also 
received a great deal of criticism from legal commentators. One 
commentator suggests that limiting capitalization to costs that create or 
enhance a "separate and distinct additional asset" might not 
satisfactorily explain th§1 kind of distinctions that seem desirable in 
cases such as Briarcliff. In the case of contract rights, for example, 
"refinements based on distinctions between direct and indirect payments 
for a contract and upon82the nature of the rights granted by the 
contract seem necessary." Because the Lincoln Savings standard is 
not deemed to be determinative of all capitalization issues, it is best to 
view the "separate and distinct asset" test a~3 a condition sufficient for 
capitalization rather than as a universal test. 

D. New Business/Old Business Test 

The new business/old business test maintains that a taxpayer 
"has not 'engaged in carrying on any trade or business' within the 
intendment of [Code] section 162(a) until such time as the business has 
begun to function as a goin§'4 concern and perform[s] those activities 
for which it was organized. " Consequently, expenditures to start a 
new business require capitalization, while expenditures restricted to the 
enterprise's old business, ev§H though to be conducted in a new 
manner, should be expensed. The standard w~~ first applied in 
Richmond Television Corporation v United States. The taxpayer, 
incorporated in 1952 to operate a television station, incurred staff 
training expenses prior 8~o receiving its Federal Communications 
Commission (FCC) license. The court held the expenditures to be 
nondeductible "pre-operating expenses" because Richard Television did 
not begin "carrKdng on any trade or business" until receipt of its FCC 
license in 1956. 

In Briarcliff Candy Corporation v Commissioner, 89 the Second 
Circuit held that expenditures incurred in establishing a new method 
for conducgtjng an ongoing business were deductible under 
section 162. The Tenth Circuit applWfl this rationale in Colorado 
Springs National Bank v United States to conclude that start-up 
expenditures incurred incident to a ban~s new credit card system were 
currently deductible business expenses. The court stated that: 

The credit card system enables a bank to carry on an old 
business in a new way. A new method is distinguishable from a 
new business . . . . [Because] the challenged expenditures were 
for the continuation of an existing business and for the 
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preservatfg§l and improvement of income, ... they were ordinary 
expenses. 

In NCNB Corporation v United States, 94 the Fourth Circuit applied the 
new business/old business standard in the context of bank branching 
expenditures. Although the taxpayer had w-uably created a separate 
and distinct asset (the bank branch itself), the court concluded that 
the expenditures were currently deductible b~-gmse they were incurred 
for the "continuation of an existing business." 

The new business/old business test is not the predominant 
standard used by the courts to distinguishgfapital expenditures from 
ordinary and necessary business expenses. The test is useful in 
those situations where a taxpayer incurs expenditures unrelated to its 
normal business objectives. It must be recognized, however, that an 
expenditure's relation to a new business of the taxpayer is 9~ ·sufficient 
but not necessary condition for requiring capitalization; the new 
business/old business test merely represents one of several standards 
that courts can apply. 

E. Origin-of-the-Claim Doctrine 

Under the origin-of-the-claim doctrine, the basis for 
requiring capitalization is the intgfral relationship between the 
expenditure and a capital asset. Although the do.f00ine is 
theoretically applicable to a variety of corporate expenditures, courts 
have primarily used the origin-of-the-claim test to determine whet~6f 
litigation expenses should be capitalized or currently deducted. 
Briefly stated, the test declares that legal expenses must be capitalized 
if "the origin of the claim litig~~ is in the process of acquisition 
[disposition of a capital asset]." The rationale for this standard 
"rests on the belief that all expenses which stem from a capital 
transaction should ... be 'matched' or equated with all gains from the 
same capital transaction 15~d the expenses should receive identical tax 
treatment as the gains." 

104 In Woodward v Commissioner, the Supreme Court analyiug 
the tax treatment of expenses incurred in certain appraisal litigation. t> 

The taxpayers, majority stockholders of an Iowa corporation, voted for 
perpetual extension of the corporate charter, and under Iowa law 
became obligated to purchase at its "real value" the s.JB&k of a minority 
shareholder who had voted against the extension. Because the 
parties could not reach agreement on the value of those shares, the 
taxpayerfo.frought an action in state court to appraise the minority 
interest. The issue addressed by the Supreme 10gmrt was whether 
the litigation expenses incurred by the taxpayers were deductible 
under Code section 212 as "ordinary and necessary expenses paid ... 
for the management, conservati~9 or maintenance of property held for 
the production of income," or were nondeductible capital 
expen<}iJutres incurred in connection with the acquisition of capital 
stock. After stating that "costs incurred in the acquisition or 
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disposition of111a capital asset are to be treated as capital 
expenditures," the Court applied the origin-of-theif~im test to 
conclude that the litigation expenses were not deductible. 

Closely linked to the origin-of-the111Jim doctrine is the tax 
benefit rule of Arrowsmith v Commissioner. As one commentator 
observes, Arrowsmith "applies the origin-of-the-claim doctrine in all 
cases where fDr payment is made in a year subsequent to the original 
transaction." Accordingly, where an integral relationship exists 
between the two transactions, the character of the transaction in the 
earlier year wiq15 color the character of the transaction in the 
subsequent year. "The important connection among the origin of the 
claim doctrine, the Arrowsmith tax benefit rule, · and the classic tax 
benefit doctrine is that two trans?fJions are linked in order to prevent 
a distortion of taxpayer's income." 

F. Clear Reflection of Income Test 

The "clfff reflection of income" standard is derived from 
Code section 446. The standard generally provides that where a 
taxpayer's method of accounting clearly reflects incomi.'lS it is 
presumptively controlling of federal income tax treatment. The 
Supreme Court has recently endorsed a standard that is based on "clear 
reflection uW income" principles. In Commissioner v Idaho Power 
Company, the Court declared that "where a taxpayer's generally 
accepted method clearly reflects income, it i12<flmost presumptively 
controlling of federal income tax consequences." Withel_81]_ relying on 
the "separate and distinct asset" test of Lincoln Savings, the Court 
concluded that the depreciation expenses on equipment used in 1~2 
construction of capital assets was a cost that must be capitlYfed; 
only through capitalization would income be "clearly reflected." 

Because a major objective of the ~ernal Revenue Code is to 
match expenses against income produced, the "clear reflection of 
income: standard would appear to be the most satisfactory method £~~ 
distinguishing capital expenditures from ordinary business expenses. 
As one commentator argues, "capitalization of an expenditure should be 
required o~If6 where capitalization is necessary to reflect income 
accurately." Nevertheless, the "clear reflection of income" standard 
does not provide an adequate means, in and of itself, to distinguish 
between capital and ordinary expenditures. A court is still faced with 
the problem of determining whether or not income is being accurately 
reflected by a taxpayer's accounting method. In order to make this 
determination, and to pr~~ipe taxpayers with a set of concrete 
guidelines for classification, a more objective standard is necessary. 

ll. A UNIVERSAL STANDARD FOR DISTINGUISHING BETWEEN 
CAPITAL AND ORDINARY EXPENDITURES 

For over 50 years, the feasibility of a universal standard for 
distinguishing nondeductible capital expenditures from currently 
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deductible trade or business expenses has bff81 an issue of controversy 
in both judicial opinion and legal discourse. Although the "separate 
and distinct asset" test of Lincoln Savings comes close to being12g 
universal standard, courts have not applied it in such a manner . 130 Furthermore, the test is not determinative of all capitalization issues. 
A universal standard that (1) can be applied to any expenditure; 
(2) promotes the objectives of the Tax Code by matching expenses 
against income; and (3) clarifies and simplifies the confused state of the 
law on the issue, is presented below. 

A. Justification for Reform 

Uniformity of decision among the circuits is vitally important 
on i~s concerning the administration and construction of the tax 
laws. Underlying this judicial principle is the idea that inconsistent 
application of the law by the various circuits would be harmful to the 
taxpayer. For example, in order to know whether a certain 
expenditure is currently deductible or must be capitalized, taxpayers 
need concrete, uniform standards to apply. As the Seco'J.~ Circuit 
declared in Briarcliff Candy Corporation v United States: "The 
taxpayer, who may be exposed to interest and penalties for guessing 
wrong, is entitled to reasonably clear crY;rria or standards to let him 
know what his rights and duties are." In the absence of "clear 
criteria," predictability of tax treatment, an impjl(tant consideration for 
business planning and strategy, is jeopardized. 

A further complication that can arise from inconsistent 
application of the tax law is forum shopping. Taxpayers are assuredly 
motivated by different concerns in their desire to expense or capitalize 
an expenditure. For example, a corporation with a net operating loss 
for the tax year may desire to capitalize an expenditure rather tl)_~~ 
take a deduction that would not provide any current tax benefits. 
Alternatively, a corporation with unusually high net income for the tax 
year but with relatively few current deductions might desire to expense 
as much as possible. The existence of diverse or inconsistent line
drawing criteria for distinguishing capital expenditures from ordinary 
business expenses would lead-taxpayers to forum shop, depending upon 
which circuit would provide the desired result. Given tl)_j

6 
variety of 

line-drawing standards that courts apply in the area, and the 
importance of predictability and uniformity in tax administration, a 
universal standard for distinguishing capital from ordinary expenditures 
is clearly desirable. 

B. An Amendment to the Internal Revenue Code 

Section 263A. 137 Distinguishing Capital Expenditures from Ordinary 
and Necessary Business Expenses. 

(a) General Rule. -- An expenditure proximately related to 
the creation, improvement, acquisition, or disposition of any asset must 
be capitalized. 
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(b) Definitions. -- For purposes of this section --

~1)_ Proximately Related. -- The expression "proximately 
related" means mtlmately connected in circumstance. 

(2) Improvement. -- The term "improvement" refers to 
any increase in value or enhancement which provides a future benefit 
beyond the taxable year. 

(3) Asset. -- The term "asset" means any tangible or 
intangible property interest which: 

(A) embodies a probable future economic benefit 
that involves a capacity, singly or in combination with other assets., to 
contribute directly or indirectly to future net cash inflows; and 

(B) a particular taxpayer can obtain the benefit 
and control others' access to it. 

(c) Exceptions. -- The exceptions noted in 
sections 263(a)(1)(A) - (H) ffid sections 263(b) - (h) shall also apply 
for purposes of this section. 

C. Explanation and Analysis of the Proposed Standard139 

A major objection of the proposed amendment is to mal'i'\l 
revenues and expenses accurately so as to clearly reflect income. 
Basing the standard on a definition of "capital expenditure" rat~rr than 
"business expense" more easily accomplishes this objective. The 
specific language embodies in the proposed amendment, if applied 
consistently by the courts, should both prevent any distortion of 
income due to mismatching, and provide taxpayers with a predictable 
and uniform standard for the tax treatment of expenditures. 

Subsection (a) of the amendment provides a general rule for 
the capitalization of expenditures. This rule, in essence, utilizes 
language from several judicially-adopted standards that purport 1t2 
distinguish capital expenditures from ordinary business expenses. 
The heart of the propose~.fj"endment, however, lies in the three terms 
defined in subsection (b) . 

1. "Proximately Related" -- The principle that expenditures that are 
"proximately related" to a capital transaction14~pould be capitalized is 
derived from the origin-of-the-claim doctrine. Cases decided under 
this doctrine gef.fsally hold that litigation 1'ifpenditures incurred "as a 
direct result o~47 or "in connection with" a capital transaction must 
be capitalized. This analysis, however, can be made applicable to 
any expenditure, not just litigation expe~. Thus, if an expendit'ti§ 
is "intimately connected in circumstances" to a capital transaction, 
it should be capitalized. An expenditure that is not deemed to be 
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proximately related to a capital traq~f,ction should be currently 
deducted to avoid a distortion of income. 

2. "Improvement" -- The definition of "improvement" contained in the 
proposed amendment prevents the capitalization of repll~l expens~s that 
do not provide a future benefit to the taxpayer. Only tnose 
expenditures that increase the economic value of an asset to the 
taxpayer for periods beyond the taxable year need be capitalized. Any 
expenditure that extends the life of an asset, replaces an existing 
asset, or adapts an asset to a new ~52different use should be deemed to 
increase the asset's economic value. 

3. "Asset" -- Underlying the entire framework for reform in the 
distinction between capital expenditures and ordinary business expenses 
is the definition of an "asset." The definition offered in 
subsection (b)(3) of the proposed amendment combines both judicial and 
accounting co~g§ptions of an asset. In Briarcliff Candy Corporation v 
Commissioner, the court recognized that a contributip~ to an 
intangible asset could qualify as a capital expenditure. The 
Briarcliff requirement that an intangible asset have an "ascertainable 
and measurable value" before capitalization will be permitted is not 
incorporated in the proposed amendment because "there is no reason 
why measurability in term~5gf dollar value should determine whether a 
cost must be capitalized." Any expenditure proximately related to 
the creation, improvement, acquisition, or disposition of an intangible 
asset must be capitalized, assuming that conditions set forth in 
subsection (b)(3) are met. Of course, if the expenditure or the 
intangible asset has an indeterminable useful life, then no de:qNftciation 
or amortization of the capitalized expense will be permitted. The 
idea that a taxpayer must have a "property interest" in an item for it 
to be classified as an asset 1~ 7 derived from Commissioner v Lincoln 
Savings and Loan Association, where the Supreme Court held that 
the presence of a property interest in an FSLIC Secondary Reserve 
provided significant evidence that f5ffremium paid into the Reserve by 
the taxpayer should be capitalized. 

The two conditions set forth in subsection (b)(3) are 
borrowed from Statement of Financial Accounting Conceptf59N o. 3, 
Elements of . Financial Statements of Business Enterprises. The 
accounting profession's conception of an asset is most suitable for 
assuring a proper m~glJing of expenses and revenues, i.e. a "clear 
reflection of income." Consequently, a "probably future economic 
benefit" is the key descriptive phrase of the definition. "Probable" is 
included in the definition to acknowledge that "business and economic 
activities occur in an environ~e_t characterized by uncertainty in which 
few outcomes are certain," not to describe a criterion for 
capitalization. "Future economic benefit" refers to the fact that an 
asset has the capacity to serve the enterprise by being exchanged for 
something else of value to the enterprise, by being used to produce 
something!&~ value to the enterprise, or by being used to settle its 
liabilities. Thus, rights to receive services of other entities for 
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specified or determinable future periods can be assets of particular 
business enterprises because future liabilities will be ryfWced; 
accordingly, future net cash inflows will be indirectly increased. 

Subsection (b){3){B) was included to indicate that a business 
enterprise must control future economic benefit to the extent that it can 
benefit fro!fsthe asset and can deny or regulate access to that benefit 
by others. Fo~6§xample, permitting access only at a price would 
qualify as control. "The enterprise having [control of] an asset is 
the one that can exchange it, use it to produce goods or services, 
exact a price for others' use of it,uHfe it to settle liabilities, hold it, 
or perhaps distribute it to owners." 

III. APPLICATI0~7 OF THE PROPOSED INTERNAL REVENUE CODE 
AMENDMENT 

Application of the universal standard proposed by this Note for 
distinguishing between capital expenditures and ordinary business 
expenses entails a four-step process. First, a court must determine 
whether the expend_l~~re in question is proximately related to the 
creation of an asset. In order to make this determination, the court 
should apply subsection (b)(3) to ascertain whether an asset is 
involved. If the court concludes that an asset is being (or has been) 
created, it must then decide if the expenditure is proximately related to 
this creation. If it is, the expenditure should be capitalized in order 
to "clearly reflect income." The second, third, and fourth steps of the 
process involve substitution of the terms "improvement," "acquisition," 
and "di~~sition," respectively, for "creation" in the above 
inquiries. The determination under any one of the four steps that 
an expenditure should be capitalized is dispositive of the issue; no 
further steps need be applied. The remainder of this Note is devoted 
to an application of the proposed universal standard to two 
controversial expenditures: prepublicati~lfo expenses of authors and 
publishers and bank branching expenses. 

A. Prepublication Expenses of Authors and Publishers171 

Prepublication expenditures include research, travel, 
editorial, and office costs, in additioq_ 7~ the expenses associated with 
the final manufacture of the product. These costs are all incurred 
in the production of a book,! rr income-producing asset with ,_ 7~seful 
life beyond the taxable Yffl'. In both Faura v Commissioner and 
Snyder v United States, prepublication expenditures of an aut~9~ 
were held to be currently deductible ordinary business e~ses. 
The decisions were based on an established line of precedent and !'7~ 
an analysis of section 2119 of the Tax Reform Act of Has. 
However, in Encyclopaedia Britannica, Inc v Commissioner, the 
Seventh Circuit denied a current deduction for prepublication costs, 
relyingufNstead on the "clear reflection of income" principles of Idaho 
Power. Because the prepublication expenses were incurred for the 
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creation of a book "intended to yield Encyclopaedia Britannica income 
over a period of ye1il'" the court had "no doubt" that they were 
capital expenditures. An application of the proposed universal 
standard to the prepublication expenditures incurred in Faura, Snyder, 
and Encyclopaedia Britannica also leads to the conclusion that 
capitalization is appropriate. First, under subsection (b)(3) of the 
standard, a book would be classified as an asset to an author tft2 
publisher because it embodies a "probable future economic benefit." 
Furthermore, it seems clear that the purpose of prepublication 
expenditures is the creation of a book. Because prepublication 
expenses are "intimately connected in circumstance" to the creation of a 
specific asset, they must be capitalized in order to "clearly reflect 
income." 

B. Bank Branching Expenditures 

In NCNB Corporation v United States, 183 the Fourth Circuit 
allowed .fh4bank to currently deduct the costs of starting up new branch 
offices. The court reasoned that the expenditures were incurred to 
expand an exi~fdg.g business rather than to acquire a "separate and 
distinct asset." Because the court believed that the expansion was 
necessary for NCNB to maintain its position in the banking incJ#Mtry, 
the expenditures were held deductible under Code section 1fiv In 
Central Texas Savings & Loan Association v United States, a case 
with essentially the same facts as NCNB, the Fifth Circuit held that 
expenditures incurred1~ investigating and opening new bank branches 
had to be capitalized. The court concluded that the branches Wf§g 
"separate and distinct assets" within the meaning of Lincoln Savings, 
basing its conclusion on the existence of operating permits granted1~B Central Texas by the Savings and Loan Commissioner of Texas. 
Whether the bank branching expenditures considered in NCNB and 
Central Texas would be classified as capital expenditures under the 
proposed universal standard depends upon the classification of a bank 
branch under subsection (b) (3). A branch office would be deemed an 
asset under this subsection if it embodied a probable future economic 
benefit with a capacity to contribute to future net cash inflows. The 
NCNB court apparently believed that branch offices were needed to 
maintain the I]_Wfk's competitive position rather than increase its future 
net revenues. Ultimately, the question as to whether a b~ branch 
is intended to increase future net cash inflows is one of fact. If the 
bank branch is deemed to be an "asset" within the meaning of 
subsection (b)(3), it seems clear that investigatory and pre-operating 
expenditures would be proximately related to the creation of a specific 
asset, thus requiring capitalization. 

Conclusion 

The multitude of line-drawing criteria developed by courts to 
distinguish between capital expenditures and ordinary business 
expenses has resulted in a great deal of confusion and inconsistency in 
tax treatment. To enhance predictability of treatment and uniformity of 
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application among the circuits, a universal capitalization standard is 
necessary. The standard proposed by this Note reduces confusion and 
inconsistency by providing clear guidelines for both courts and 
taxpayers. More importantly, these guidelines should result in the 
"clear reflection of income" if applied properly to an expenditure. 

* 

** 

The article contained herein is an edited version of the original 
essay. For a complete version, please contact the editors. 

University of Michigan Law School, Class of 1987, First Prize 
Winner 1986 Taxation Section Essay Contest. 

NOTES 

1. Title 26 of the United States Code. Unless otherwise 
indicated, all citations are to the Internal Revenue Code (I. R. C.) of 
1954, as amended. 

2 . Commissioner v. Tellier, 383 U. S. 687, 689-90 ( 1966) . 

3. I.R.C. § 162 provides in part: "(a) In General. -- There 
shall be allowed as a deduction all the ordinary and necessary expenses 
paid or incurred during the taxable year in carrying on any trade or 
business . • . . " 

4. See, e.g., Commissioner v. Heininger, 320 U.S. 467, 470 
(1943), superseded by statute as stated in Raymond Bertolini 
Trucking Co. v. Commissioner, 736 F.2d 1120, 1122 n.5 (6th Cir. 
1984); Commissioner v. Lincoln Sav. & Loan Ass'n, 403 U.S. 345, 352 
(1971); Commissioner v. Polk, 276 F.2d 601, 602-03 (lOth Cir. 1960); 
Hotel Kingkade v. Commissioner, 180 F.2d 310, 312 (lOth Cir. 1950). 

5. Commissioner v. Telli~r, 383 U.S. at 689-90. 

6. I.R.C. § 263 provides in part: "(a) General Rule. -- No 
deduction shall be allowed for -- (1) Any amount paid out for new 
buildings or for permanent improvements or betterments made to 
increase the value of any property or estate." 

7. Section 263 represents a specific exception to the set of 
deductions authorized by § 162. See I.R.C. § 161 ("In computing 
taxable income, . . . there shall be allowed as deductions the items 
specified in this part [sections 161 to 196], subject to the exceptions 
provided in part IX (sec. 261 and following, relating to items not 
deductible) . ") . See also Commissioner v. Idaho Power Co. , 418 U. S. 
1, 17 (1974); Blitzer v. United States, 684 F.2d 874, 892-93 (Ct. Cl. 
1982); Southland Royalty Co. v. United States, 582 F.2d 604, 606 (Ct. 
Cl. 1978). 
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8. Examples of capital expenditures include: 

(a) The cost of acquisition, construction, or erection of 
buildings, machinery and equipment, furniture and 
fixtures, and similar property having a useful life 
substantially beyond the taxable year. 

(b) Amounts expended for securing a copyright and 
plates, which remain the property of the person making 
the payments. 

(c) The cost of defending or perfecting title to 
property. 

(h) The cost of good will in connection with the 
acquisition of the assets of a going concern is a capital 
expenditure. 

Treas. Reg. § 1.263(a)-2 {1958). 

9. Commissioner v. Idaho Power Co., 418 U.S. 1, 16 ( 1984). 
See also Richmond Television Corp. v. United States, 345 F .2d 901, 907 
(4th Cir.), vacated and remanded on other grounds, 382 U.S. 68 
reaff'd, 354 F.2d 410 (4th Cir. 1965), overruled on other grounds, 684 
F.2d 285 (4th Cir. 1982) (capitalization is required to match income with 
its related expenses); Note, Tax Treatment of Republication Expenses_ 
of Authors and Publishers, 82 Mich. L. Rev. 537, 539-40 (1983). 

10. See infra notes 19-127 and accompanying text; see generally 
Note, Income Tax -- Costs of Expanding an Existing Business: 
Current Deductions Versus Capital Expenditures -- North Carolina 
National Bank Corp. v. United States, 18 Wake Forest L. Rev. 1127, 
1130-39 (1982). 

11. 403 u.s. 345 (1971). 

12. Id. at 354. Cf. United States v. Mississippi Chemical Corp., 
405 U.S. 298, 310 ( 1972) (only a future benefit test is applied). 

13. See, e.g. , Raymond Bertolini Trucking Co. v. Commissioner, 
736 F .2d 1120, 1124 (6th Cir. 1984) ("Whether an expenditure is 
'normal' or 'habitual' is a criterion to be used in determining whether it . 
is currently deductible, or whether it must be capitalized."); 
Encyclopaedia Britannica, Inc. v. Commissioner, 685 F. 2d 212, 217 
(7th Cir. 1982) ("The distinction between recurring and nonrecurring 
business expenses provides a very crude but perhaps serviceable 
demarcation between those capital expenditures that can feasibly be 
capitalized and those that cannot be."); NCNB Corp. v. United States, 
684 F.2d 285, 290, 292-93 (4th Cir. 1982) (en bane) (expenditures for 
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the continuation or expansion of an existing business are currently 
deductible; the taxpayer's method of accounting is controlling if it 
clearly reflects income); Colorado Springs Nat'l Ba11_k v. United States, 
505 F.2d 1185, 1192 (lOth Cir. 1974) ("We find no statutory, 
regulatory, or decisional test which is dispositive. The issue must be 
determined on the facts presented in the novel situation before us."). 

In Bonaire Development Co. v. Commissioner, 679 F. 2d 159, 161 
(9th Cir. 1982), the court ignored the "separate and distinct asset" 
standard of Lincoln Savings and only applied a future benefit test. 

14. Compare NCNB Corp. v. United States, 684 F.2d (4th 
Cir. 1982) (holding that a national bank's expenditures in connection 
with its establishment of a statewide network of branch banks are 
currently deductible) with Central Tex. Sav. & Loan Ass'n v. United 
States, 731 F .2d 1181 (5th Cir. 1984) (holding that expenditures made 
in investigating and establishing new branches of a savings and loan 
association must be capitalized); compare Snyder v. United States, 67 4 
F.2d 1359 (lOth Cir. 1982) [and] Faura v. Commissioner, 73 T.C. 849 
(1980) (expenditures made by taxpayer in his trade or business of 
being an author, in connection with the writing of a book, are 
currently deductible as ordinary and necessary business expenses) with 
Encyclopaedia Britannica, Inc. v. Commissioner, 685 F. 2d 212 (7th Cir. 
1982) (payments made by an encyclopedia company to another company 
to do all necessary research work and to prepare and edit a natural 
science dictionary must be capitalized s expenditures for the acquisition 
of an asset). 

15. Treas. Reg. §§ 1.162-1, 1.263(a)-1, and 
helpful but are rarely followed by the courts. 
Commissioner, 73 T.C. 849, 851 (1980). 

1. 461-l(a) are 
Cf. Faura v. 

' 16. See supra note 9 and accompanying text. An argument can 
be made that a universal standard would be inappropriate because the 
capital/business expense distinction is typically very fact sensitive. 
See Colorado Springs Nat'l Bank v. United States, 505 F. 2d 1185, 1192 
(lOth Cir. 1974). This Note contends, however, that a universal 
standard for classifying an expense as either capital or ordinary is 
clearly feasible and could be applied to any corporate expenditure. 
Furthermore, the need for consistency among the circuits weighs 
heavily in favor of a single standard. See infra notes 131-34 and 
accompanying text. Factual considerations will, of course, be important 
in the application of any standard. 

17. Section 905 of he Tax . Reform Act of 1985, H. R. 3838, 99th 
Cong. , 1st Sess. ( 1985) , could settle the dispute over prepublication 
expenses. However, nothing in the Act addresses or changes the 
general thesis of this Note. See infra note 171. 

18. See supra note 14 and accompanying text. 
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19. See supra note 6. 

20. Several exceptions to this general rule are noted in I. R. C. 
§§ 263(a)(1)(A)-(H). "Capital asset" is defined in I.R.C. § 1221. 
Note, however, that an expenditure need not be described as a capital 
asset in section 1221 to be classified as a capital expenditure. 
Georator Corp. v. United States, 485 F.2d 283, 285 (4th Cir. 1973), 
cert. denied, 417 U.S. 945 (1974), superseded, NCNB Corp v. United 
States, 684 F.2d 285 (4th Cir. 1982). See also Briarcliff 
Candy Corp. v Commissioner, 475 F.2d 775, 786 (2d Cir. 1973) ("[T]he 
words ['capital asset'] must be taken in their usual and customary 
business sense as items of ownership of a permanent or fixed nature 
which are convertible into cash."). 

21. Act of June 30, 1864, ch. 173 § 117, 13 Stat. 223, 281-82 
(1864): "[N]o deduction shall be made for any amount paid out for new 
buildings, permanent improvements, or betterments, made to increase 
the value of any property or estate." 

22. See generally J. Seidman. Seidman's Legislative History of 
Federal Income Tax Laws -- 1936-1861 (1938). 

23. See Note, supra note 9, at 540-49. Thus, a court can apply 
either I. R. C. § 162 or § 263 to classify an expenditure. Classification 
under one of these provisions precludes classification under the other. 
However, a court would have to apply both provisions to an 
expenditure having dual purposes (both capital and current). See 
Blitzer v. United States, 684 F. 2d 87 4, 893 (Ct. Cl. 1982). 

24. 290 u.s. 111 (1933). 

25. Id. at 112, 115. 

26. Id. at 115. 

27. Id. at 113. See also Commissioner v. Tellier, 383 U.S. 687, 
689 (1966)-. -To determine what is "appropriate and helpful," courts will 
generally defer to the business judgment of the taxpayer. Welch v. 
Helvering, 290 U.S. at 113 ("[W]e should be slow to override [the 
businessman's] judgment."); see also Note, supra note 9, at 541 n.28. 

Note that the characterization of an expense as "necessary" does 
not end the inquiry: "Many necessary payments are charges upon 
capital. There is need to determined whether they are both necessary 
and ordinary." Welch v. Helvering, 290 U.S. at 113 (emphasis added). 
See also Commissioner v. Lincoln Sav. & Loan Ass'n, 403 U.S. 345, 352 
(1971). 

28. Justice Cardozo wrote at length on the elusiveness of the 
term "ordinary" as contained in I.R.C. § 162: 
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Now, what is ordinary, though there must always 
be a strain of constancy within it, is none the less a 
variable affected by time and place and circumstance. 
Ordinary in this context does not mean that the 
payments must be habitual or normal in the sense that 
the same taxpayer will have to make them often. A 
lawsuit affecting the safety of a business may happen 
once in a lifetime . . . [T]he expense is an ordinary 
one because we know from experience that payments for 
such a purpose, whether the amount is large or small, 
are the common and accepted means of defense against 
attack . . . . The situation is unique in the life of the 
individual affected, but not in the life of the group, the 
community, of which he is a part. At such times there 
are norms of conduct that help stabilize our judgment, 
and make it certain and objective. The instance is not 
erratic, but is brought within a known type. 
. . . Here, indeed, as so often in other branches of the 
law, the decisive distinctions are those of degree and 
not of kind. One struggles in vain for any verbal 
formula that will supply a ready touchstone. The 
standard set up by the statue is not a rule of law; it is 
rather a way of life. Life in all its fullness must supply 
the answer to the riddle. 

Neither I. R. C. § 162 nor the accompanying Treasury regulations 
provide a definition for "ordinary and necessary" business expenses. 
However, in Publication 535 of the Internal Revenue Service, p. 23,351 
(1984), the Department of the Treasury declared that: "An ordinary 
expense is one that is common and accepted in your field of business, 
trade, or profession. A necessary expense is one that is helpful and 
appropriate for your trade, business, or profession. An expense does 
not have to be indispensable to be considered necessary. " (emphasis in 
original). 

29. 308 u.s. 488 (1940). 

30. Id. at 495. After reciting Justice Cardozo's statement in 
Welch that what is ordinary is "a variable affected by time and place 
and circumstance," see supra note 28, the Court declared that: "One 
of the extremely relevant circumstances is the nature and scope of the 
particular business out of which the expense in question 
accrued . . . . It is the kind of transaction out of which the 
obligation arose and its normalcy in the particular business which are 
crucial and controlling." 308 U.S. at 496 (emphasis added). 

31. Id. at 488, 490-93. In addition, the Court concluded that the 
expenditures were not incurred in connection with the taxpayer's 
alleged business of "conserving and enhancing his estate." The Court 
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did not ru1e, however, on whether conserving and enhancing his estate 
constituted a "trade or business" within the meaning of I. R. C. § 162 
(formerly § 23). Because the carrying charges were found not to be 
an "ordinary" expense -- even assuming the activities of the taxpayer 
constituted a business -- such a ruling was not required. ld. at 
493-94. 

32. Id. at 495 (emphasis added). Although the Court ruled that 
the expenditures were not "ordinary," it declined to decide what 
treatment wou1d be appropriate. Id. at 498-99. Thus, it cannot be 
concluded that the carrying charges were capital expenditures within 
the meaning of I.R.C. § 263. 

33. See Note, supra note 9, at 541. 

34. 685 F.2d 212 (7th Cir. 1982). 

35. See infra notes 171-81 and accompanying text. 

36. 685 F.2d at 216. 

37. See Note, supra note 9, at 541 n.31. 

38. 685 F. 2d at 216. See also Commissioner v. Tellier, 383 U.S. 
687, 689-90 (1966). 

39. Nee note, supra note 9, at 541-43. 

40. Treas. Reg. § 1.461-l(a)(l), T .D. 6282, 1958-1 C. B. 215, 
218. An expenditure that does not create an asset, but does secure a 
like advantage to the taxpayer which has a life of more than one year, 
is also considered a capital expense within the standard. See Hotel 
Kingkade v. Commissioner, 180 F. 2d 310, 312 (lOth Cir. 1950). The 
policy objective behind the future benefit test is the matching of 
revenue with the particu1ar expenses made to produce that revenue. 
See supra note 9. 

41. See supra note 40. The federal income tax regulations are 
the official Treasury Department interpretation of the Internal Revenue 
Code and follow the number sequence of the Code sections. 1 Income 
Tax Regulations -- Final and Proposed As Of June 3, 1985 (CCH) 
30,000. 

42. E.g., Bonaire Development Co. v. Commissioner, 679 F.2d 159 
(9th Cir. 1982); American Dispenser Co. v. Commissioner, 396 F. 2d 137 
(2d Cir. 1968); Sears Oil Co. v. Commissioner, 359 F.2d 191 (2d Cir. 
1966); Richmond Television Corp. v. United States, 345 F. 2d 901 
(4th Cir.), vacated and remanded on other grounds, 382 U.S. 68, 
original holding on this issue reaff'd, 354 F .2d 410 (4th Cir. 1965), 
overru1ed, 684 F.2d 285 (4th Cir. 1982). 
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43. See, e.g. , P. Dougherty Co. v. Commissioner, 159 F. 2d 269, 
272 (4th Cir. 1946) ("The benefits to petitioner were to last over a 
period of several years .... "}; Clark Thread Co. v. Commissioner, 
100 F .2d 257, 258 (3d Cir. 1938} ("The benefits derived from this 
[asset] cannot be confined to the year in which [it] was 
acquired . . . . ") . 

44. See Note, supra note 10, at 1135. 

45. 248 F.2d 742 (lOth Cir. 1957), cert. denied, 355 U.SD. 956 
(1958). 

46. Id. at 744. See Note, supra note 10, at 1135. The 
expenditures at issue in Akin were annual assessments paid by 
taxpayers (farmers) to two mutual ditch companies that supplied water 
for the irrigation of the taxpayers' farms and were used by the 
companies to retire long term indebtedness and to purchase a right of 
way. The court held these expenditures to be nondeductible capital 
contributions. 

The Tenth Circuit had previously delineated the one-year rule in 
Hotel Kingkade v. Commissioner, 180 F. 2d at 312. 

47. See Jack's Cookie Co. v. United States, 597 F.2d 395, 405 
(4th Cir. 1979) ("The one-year rule is useful because it serves to 
segregate from all business costs those which cannot possibly be 
considered capital in nature because of their transitory utility to the 
taxpayer. ") . 

48. See NCNB Corp. v. United States, 684 F.2d 285, 289 (4th 
Cir. 1982) ("One need not consider further than the case of the 
corporate executive who spends a significant, though indeterminable, 
amount of his time on future planning to realize that universal 
application of the one year rule is impossible and that it has not been 
so applied in such cases."). See also infra notes 49-83 and 
accompanying text. 

49. 403 u.s. 345 (1971). 

50. Id. at 354. Justice Blackmun, writing for the majority, 
declared that: 

[T]he presence of an ensuing benefit that may have 
some future aspect is not controlling; many expenses 
concededly deductible have prospective effect beyond the 
taxable year. 

What is important and controlling, we feel, is that 
the . . . payment serves to create or enhance for 
Lincoln what is essentially a separate and distinct 
additional asset and that, as an inevitable consequence, 
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the payment is capital in nature and not an expense, let 
alone an ordinary expense, deductible under § 162 (a) in 
the absence of other factors not controlling here. 

Id. For a general discussion of Lincoln Savings and the "separate and 
distinct asset" test, see Gunn, The Requirement that a Capital 
Expenditure Create or Enhance an Asset, 15 B.C. Indus. & Com. L. 
Rev. 443 (1974); Lee & Murphy,~ Capital Expenditures: A Result in 
Search of a Rationale, 15 U. Rich. L. Rev. 473 (1981); Note, 
Commissioner v. Lincoln Savings & Loan Association: "Separate and 
Distinct Asset" as a Condition Sufficient for Capitalization, 2 Va. Tax 
Rev. 315 (1982); Note, supra note 10, at 1136-38. 

51. 403 U.S. at 345, 349. 

52. Id. at 354. Two criteria supporting the existence of a 
separate and distinct capital asset were cited by the Court: (1) the 
taxpayer had a recognized property interest in the Secondary Reserve; 
and (2) the taxpayer accounted for the payments as an asset on its 
balance sheet. ld. at 355-56. See also Southland Royalty Co. v. 
United States, 582 F .2d 604, 611 (Ct. CI. 1978) (holding that litigation 
expenses allocable to future income were deductible because no property 
interest was at stake). See infra notes 117-27 and accompanying text. 

53. See supra notes 40-47 and accompanying text. 

54. See supra note 50. But cf. United States v. Mississippi 
Chemical Corp., 405 U.S. 298, 310 (1972) ("Since the [asset] is of 
value in more than one taxable year, it is a capital asset within the 
meaning of § 1221 of the Internal Revenue Code, and its cost is 
nondeductible. ") . 

55. See, e.g., Jack's Cookie Co. v. United States, 597 F.2d 395, 
404-05 (4th Cir. 1979); Colorado Springs Nat'l Bank v. United States, 
505 F .2d 1185, 1191-92 (lOth Cir. 1974). Cf. Bonaire Development 
Co. v. Commissioner, 679 F.2d 159, 161 (9th Cir. 1982) ("Under the 
'one-year rule' . . . an expenditure creating an asset with a useful life 
beyond the taxable year of more than one year generally must be amor
tized."). 

As the Fourth Circuit noted in Jack's Cookie Co., the "separate 
and distinct asset" test of Lincoln Savings necessarily incorporates the 
one-year rule because "one integral characteristic of the 'separate and 
distinct' asset which is 'created or enhanced' by the outlay is that it 
will serve the taxpayer in subsequent years." 597 F. 2d at 405. 

56. See infra notes 57-83 and accompanying text. 

57. 475 F. 2d 775 (2d Cir. 1973). 
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58. The Briarcliff Candy Corp., formerly known as Loft Candy 
Corp., had engaged in the manufacture and sale of confectionary 
products since the late 19th century. It made over 80% of its sales 
through its own retail stores located in the thickly populated urban 
centers of the Northeast. However, the large shift in population from 
urban centers to the suburbs which occurred in the 1950's severely 
affected Briarcliff's sales. The "promotional expenses" incurred by the 
taxpayer were made in order to persuade suburban storekeepers to 
display and sell its products (as a franchise). Id. at 777. Thus, the 
taxpayer's purpose in making the expenditure was to maintain its sales 
and profits by recapturing those customers who had moved to the 
suburbs. Id. at 780. See generally Note, supra note 50, at 320-21. 

59. 475 F .2d at 786-87. The court viewed the Lincoln Savings 
holding as applying only to the creation or enhancement of a capita! 
asset. Because the expenditures at issue did not create or enhance "an 
item of ownership of a permanent or fixed nature which [was] 
convertible into cash," the taxpayer was allowed to currently deduct 
the payments. Id. at 786. This narrow interpretation of Lincoln 
Savings resulted from the court's reluctance to apply I. R. C. § 263 and 
the "separate and distinct asset" test to the enhancement of an 
intangible asset (increased distribution and sales). Id. at 781, 783-85. 
See infra notes 61-63 and accompanying text. 

60. 475 F .2d at 787. The court believed that the ·facts of this 
case brought it "squarely within the long recognized principle that 
expenditures for the protection of an existing business or the 
continuation of an existing business or the- preservation of existing 
income from loss or diminution, are ordinary and necessary within the 
meaning of § 162 and not capital in nature." Id. (citations omitted). 
Because the expenditures were ordinary recruiting costs to enlist sales 
agents for a long established concern, and to seek sales agents for its 
usual and customary product, they were currently deductible. Id. 

61. Id. at 784. According to the court, this distinction is 
important because an intangible contribution to a tangible asset would 
almost always produce a capital expenditure, though an intangible 
contribution to an intangible asset might not. See Note, supra note 10, 
at 1137; cf. Central Tex. Sav. & Loan Ass'n v. United States, 731 F.2d 
1181, 1185 (5th Cir. 1984) ("Even an intangible property right, such as 
the right to do business, may be a capital item."); Seligman v. 
Commissioner, 84 T. C. 191, 202 ( 1985) (holding that expenditures which 
created a separate and distinct intangible asset -- the legally 
enforceable right to receive certain administrative services in the 
future -- had to be capitalized). 

62. 475 F.2d at 784-85 (emphasis in original and added). The 
court concluded that the agreements between Briarcliff and the 
suburban storeowners provided no property interest to the candy 
company. Therefore, a separate and distinct asset was not created or 
enhanced. 

-31-



MICHIGAN TAX LAW jOURNAL 

63. Id. Following the court's reasoning, a tangible expenditure 
that created or enhanced a separate and distinct intangible asset with 
an unascertainable value would have to be currently deducted even if it 
provided a future benefit to the taxpayer. One commentator observed 
that: 

This definition [of a capital asset] seems inadequate 
as a means of resolving any but the clearest cases. 
Many expenditures clearly capital -- the cost of a 
nontransferable license, or stock in a closely-held 
corporation, for example -- produce benefits no more 
susceptible to precise valuation than benefits that are 
not assets. Measurability of the benefits of an 
expenditure in terms of time may be relevant. in 
capitalization cases, but there is no reason why 
measurability in terms of dollar value should determine 
whether a cost must be capitalized. 

Gunn, supra note 50, at 498. 

64. 684 F.2d 285 (4th Cir. 1982) (en bane). 

65. ld. at 286. See generally Note, The Deductibility of Bank 
Branching Expenditures: Central Texas Savings & Loan Association v. 
United States: A Weak Rebuttal to NCNB Corp. v. United States, 19 
U. Rich. L. Rev. 147 (1984) [hereinafter cited as Note, Bank 
Branching Expenditures]; Note, supra note 50, at 324-30; Note, supra, 
note 10, at 1139-44; Note, Capital Expenditure or Ordinary Expenses:_ 
A Fourth Circuit Prescription, 40 Wash. & Lee L. Rev. 839 (1983). 

66. Metro studies were long range planning reports making 
recommendations and plotting strategies for NCNB in various regions of 
North Carolina. 684 F.2d at 289. 

67. Feasibility studies focused on particular proposed branch . 
locations and evaluated the economics of various options. Id. 

68. Id. Applications to the Comptroller were for the statutorily 
required permission for a nationally chartered bank to open branch 
offices. Costs incurred included the application fee, staff time in 
preparation of the application, and legal fees and related expenses 
connected with the prosecution of the application. Id. at 289-90. 

69. Id. at 290. The court reasoned that because NCNB's 
expenditures were made in order to develop and operate state-wide 
network of branch banking facilities, a business strategy that was 
necessary to maintain its competitive position in the industry, they 
would be deductible under I. R. C. § 162 as "expenditures for the 
protection of an existing investment, the continuation of an existing 
business, or the preservation of existing income from loss or 
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diminution." Id. (quoting Briarcliff Candy Corp., 475 F.2d at 787); 
see supra note 60. 

70. 684 F. 2d at 293. The court stated that: 

The money spent or obligated for metro studies, 
feasibility studies, and applications to the Comptroller of 
the Currency . . . adds nothing to the value of a 
bank's assets which can be so definitely ascertained that 
it must be capitalized. Certainly no "separate and 
distinct additional assets" is created. . . . The branch 
has no existence separate and apart from the parent 
bank; as a branch bank, it is not readily salable and 
has no market value other than the real estate which it 
occupies and the tangible equipment therein. 

71. 731 F.2d 1181 (5th Cir. 1984). 

72. The taxpayer made several expenditures in investigating and 
in starting up new branch banks, including professional fees for 
economic research and analysis to determine the potential market at each 
location, and attorneys' fees and permit fees incident to licensing the 
new locations. Id. at 1182. 

73. ld. at 1184. 

74. Id. at 1185. Central Texas' property interested including the 
separate right, acquired by permit, to do business in a new territory, 
the right to receive new accounts for new customers in a new market, 
and the right to challenge the entry of competitors into the local 
market. Id. 

75. Id. The court stated that the taxpayer "obtained a separate 
and identifiable business right that was exercised in a. separate office 
by a separate staff in an exclusive territory." Id. 

76. Id. For a criticism of the Central Texas decision, see Note, 
Bank BranChing Expenditures, supra note 65, at 159-61. 

77. 731 F.2d at 1183, 1185. 

78. Id. See infra notes 117-27 and accompanying text. 

79. See, e.g. , Honodel v. Commissioner, 722 F. 2d 1462 (9th Cir. 
1984) (holding that flat investment fees paid by taxpayer to an 
investment advisory service in connection with particular real estate 
purchases were expenditures that served to create or enhance a 
separate and distinct asset); Seligman v. Commissioner, 84 T. C. 191 
(1985) (holding that monthly payments for administrative services in 
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connection with leasing of computer equipment were capital expenditures 
because the payments created a separate and distinct asset -- the legal 
right to receive future services). 

The future benefit test is also applied as a necessary condition to 
capitalization under the Lincoln Savings standard. See supra note 55. 

80. See Gunn, supra note 50, at 496-98; Note, supra note 9, at 
547; Note, supra note 50, at 333-35. 

81. Gunn, supra note 50, at 496. 

82. Id. 

83. Note, supra note 50, at 334-35 ("Interpretation of Lincoln as 
a universal capitalization test, requiring the presence of a separate and 
distinct asset, contravenes the goal of our tax system to reflect income 
clearly. ") . 

84. Richmond Television Corp. v. United States, 345 F. 2d 901, 
907 (4th Cir.), vacated on other grounds, 382 U.S. 68 (per curiam), 
original holding on this issue reaff'd, 354 F.2d 410 (4th Gir. 1965), 
overruled on other grounds, 684 F.2d 285 (4th Cir. 1982). Se~ 
generally Note, supra note 10, at 1132-35. 

85. NCNB Corp. v. United States, 651 F.2d 942, 956 (4th Cir. 
1981), rev'd en bane, 684 F.2d 285 (4th Cir. 1982). See also I.R.C. 
§ 195 (requiring the capitalization of' start-up expenditures). 

86. 345 F.2d 901. 

87. Id. at 903-04. 

88. Id. at 907. The court did not rule on whether the training 
expenses could be amortized as capital expenditures. Id. at 908-09. 

89. 475 F.2d 775 (2d Cir. 1973). 

90. Id. at 782 . The court stated that: 

Every new idea and every change of method in 
making sales, even in promoting special sales or 
developing new sales territory, do not require that the 
expenses connected with the operation be non-deductible 
under § 162 . . . . In fact, expenditures by an already 
established and going concern in developing a new sales 
territory are deductible under § 162. . . . 

[T]he changes which [the taxpayer] made in its 
own internal organization to spread its sales into a new 
territory were not comparable to the acquisition of a new 
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additional branch or division to make and sell a new and 
different product [which would require capitalization]. 

ld. See supra notes 57-63 and accompanying text. 

91. 606 F .2d 1185 (lOth Cir. 1974). 

92. Id. at 1190-91; see also First Sec. Bank of Idaho v. 
Commissioner, 592 F.2d 1050 (9th Cir. 1979); Iowa-Des Moines Nat'l 
Bank v. Commissioner, 592 F. 2d 433 (8th Cir. 1979); First Nat'l Bank 
of S.C. v. United States, 558 F. 2d 721 (4th Cir. 1977); Note, supra 
note 10, at 1134-35. See generally Comment, Colorado springs National 
Bank v. United States -- Deductibility of Start-Up Expenses for a 
Credit Card Program, 1975 Utah L. Rev. 279. 

93. 505 F.2d at 1190, 1193. 

94. 684 F.2d 285 (4th Cir. 1982) (en bane). 

95. See Central Tex. Sav. & Loan Ass'n v. United States, 731 
F .2d 118l,ll85 (5th Cir. 1984). 

96. 
text. 

684 F. 2d at 290. See supra notes 65-70 and accompanying 

97. See supra note 79 and accompanying text. 

98. NCNB Corp. v. United States, 651 F.2d 942, 957 (4th Cir. 
1981), rev' d en bane, 684 F. 2d 285 (4th Cir. 1982) . The panel 
decision of NCNB discussed at length the implications of the new 
business/ old business standard: 

When the costs at issue relate to a new business, 
income will · almost certainly be unclearly reflected if 
these costs are set off against revenues flowing from the 
enterprise's old business. 

Where the expenditure relates to the enterprise's 
old business, it may or may not be appropriate to 
consider the expenditures as part of the cost of 
producing current revenues. In some situations there 
may be a clear cause-and-effect relation between the 
expenditure on the old business and a future revenue 
stream which has not yet begun to flow. If so, carrying 
forward and capitalizing the costs is appropriate. In 
other situations, "no useful purpose" would be served 
by allocating the costs to a subsequent period, or the 
costs "cannot, as a practical matter, be associated with 
any other [than the current] period." If so, they 
should be charged to current expense. . . . 
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Just as all or part of an expenditure on new 
business may be current and deductible if the business 
has operated during the part of the current year, so too 
all or part of an expenditure on old business may have 
to be capitalized as related to anticipated future income. 
It is current or future nature of the matching income, 
not the newness or non -newness of the business which 
controls. The test is simply not one of whether the 
business is an old or a new enterprise. Relation to a 
new business of the enterprise in question is thus a 
sufficient but it is not a necessary condition for 
carrying a cost forward to subsequent accounting 
periods. 

Id. at 956-57 (emphasis in original) (citations omitted). 

99. Lee & Murphy, supra note 50, at 484. 

100. See, e.g., Honodel v. Commissioner, 722 F.2d 1462, 1467 (9th 
Cir. 1984) ("[T]he deductibility of any expense [investment fees in this 
case] related to tax advice or assistance must still turn on whether the 
origin of the tax-related expense was ordinary and necessary, or was a 
capital acquisition or disposition."); Great Lakes Pipe Line Co. v. 
United States, 352 F. Supp. 1159, 1172 (W. D. Mo. 1972) , aff' d in 
unpub. opinion, 505 F .2d 735 (8th Cir. 19.74) (applying the 
origin-of-the-claim test to payments by a corporate taxpayer to secure 
release from employment contracts). 

101. See e.g., Woodward v. Commissioner, 397 U.S. 572 (1970); 
United States v. Gilmore, 372 U.S. 39 (1963); Sharples v. United 
States, 533 F .2d 550 (Ct. Cl. 1976); see generally Lee & Murphy, 
supra note 50, at 484-99. 

102. Woodward v. Commissioner, 397 U.S. at 577. In turn, legal 
expenses would be currently deductible if incurred (1) for the 
production or collection of income; (2) for the management, 
conservation, or maintenance of property held for the production of 
income; or (3) in connection with the determination, collection, or 
refund of any tax. I.R.C. § 212. See also Treas. Reg. § 1.212-1. · 

The application of the origin-of-the-claim test is still developing. 
In the context of litigation, the Tax Court has held: 

Quite plainly, the "origin-of -the-claim" rule does 
not contemplate a mechanical search for the first in the 
chain of events which led to the litigation but, rather, 
requires the examination of all the facts. The inquiry is 
directed to the ascertainment of the "kind of transaction" 
out of which the litigation arose. . . . Consideration 
must be given to the issues involved, the nature and 
objectives of the litigation, the defenses asserted, the 
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purpose for which the claimed deductions were 
expended, the background of the litigation, and all facts 
pertaining to the controversy. 

Boagni v. Commissioner, 59 T.C. 708, 713 (1973) (citations omitted); 
accord, Estate of Baier v. Commissioner, 63 T. C. 513, 520 ( 1975); 
aff'd, 533 F.2d 117 (3d Cir. 1976). See also Lee & Murphy, supra note 
50, at 490-91. 

103. Sharples v. United States, 533 F.2d at 555. According to 
Lee & Murphy: 

To allow a current deduction for such an 
expenditure while taxing related gain from the capital 
asset as capital gain, unreduced for the expenditure, 
would distort the taxpayer's income through a double 
deduction, or at least a deduction and a half (an 
ordinary deduction for the expenditure and a capital 
gain deduction on the gain under section 1202) . . . . 
Expenditures which are integrally related to an income or 
loss item or transaction must possess the same character 
for tax purposes as that item or transaction in order to 
prevent a distortion of the taxpayer's income. 

Lee & Murphy, supra note 50, at 484. 

104. 397 u.s. 572 (1970). 

105. Id. at 573. United States v. Hilton Hotels Corp. , 397 U.S. 
580 (1970), the companion case to Woodward, also involved the tax 
treatment of legal expenses incurred during stockholder appraisal 
litigation. 

106. 397 U.S. at 572. 

107. Id. at 573. 

108. The taxpayers paid attorneys', accountants', and appraisers' 
fees of over $25,000 for services rendered in connection with the 
appraisal litigation. Id. at 573-74. 

109. I.R.C. § 212. 

110. 397 U.S. at 574. 

111. Id. at 575. 

112. Id. at 577-79. The Court declared that: "Where property is 
acquired by purchase, nothing is more clearly part of the process of 
acquisition than the establishment of a purchase price. . . . [T]he 
expenses incurred in [the appraisal] litigation were properly treated as 
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part of the cost of the stock that the taxpayers acquired." Id. at 579. 
Thus, the Court held that the "origin of the claim litigated was in the 
process of acquisition itself." Id. at 577. 

113. 344 U.S. 6 (1952). The "classic" tax benefit rule deals with 
the recovery of previously deducted items. I. R. C. § 111. 

In Arrowsmith, two shareholder-taxpayers reported the liquidating 
distributions of a corporate as capital gains. In 1944, four years after 
the final distribution of assets, a judgment was rendered against the 
corporation and against one of the taxpayers individually. Each of the 
two taxpayers paid half of this judgment and deducted 100% of the 
amount so paid as an ordinary business loss in his 1944 income tax 
return. The Supreme Court held that the losses should be treated as 
capital losses because the taxpayers' "liability as transferees was not 
based on any ordinary business transaction of theirs apart from the 
liquidation proceedings." 344 U.S. at 8. Thus, the tax benefit 
initially received by the taxpayers -- a capital gains deduction -
dictated the character of the subsequent deduction (which was related 
to the original transaction). See generally Lee & Murphy, supra note 
50, at 499-509. · 

114. Id. at 504. 

115. Id. at 503. Lee and Murphy also maintains that Arrowsmith 
is applicable "where the expense does not create or enhance a capital 
asset, but is integrally related to a capital transaction and flavored by 
it because failure to equate the tax character of the two transactions 
would result in a distortion of income." ld. at 504. See also 
Sharples v. United States, 533 F. 2d 550, 554 (Ct. Cl. 1976). 

116. Lee & Murphy, supra note 50, at 545. 

117. I. R. C. § 446 provides in part: 

(a) General Rule.-- Taxable income shall be computed 
under the method of accounting on the basis of which the 
taxpayer regularly computes his income in keeping his books. 

(b) Exceptions.-- If no method of accounting has been 
regularly used by the taxpayer, or if the method used does 
not clearly reflect income, the computation of taxable income 
shall be made under such method as, in the opinion of the 
Secretary, does clearly reflect income. 

118. See Central Tax. Sav. & Loan Ass'n v. United States, 731 
F.2d 1181, 1185 (5th Cir. 1984); Cincinnati, N.O. & T. Pac. Ry. v. 
United States, 424 F.2d 563, 568 (Ct. CI. 1970); see generally Note, 
supra note 9, at 544-49; Note, supra note 10, at 1138-39. 
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Although the accounting profession and concerned regulatory 
agencies may support a particular accounting method that is believed to 
accurately reflect income, the courts have discretion to accept or reject 
such a belief. See, e.g., Am.erican Auto. Ass'n v. United States, 367 
U.S. 687, 693 (1961) (holdmg that generally accepted accounting 
practices are not binding on the Treasury); Old Colony-R. R. v. 
Commissioner, 284 U.S. 552, 562 (1932) (holding that agency-imposed 
accounting rules are not binding upon the Commissioner); Houston 
Natural Gas Corp. v. Commissioner, 90 F.2d 814, 817 (4th Cir. 1937) 
(according some significance to a company's accounting method). 

119. 418 U.S. 1 (1974). 

120. Id. at 15 (emphasis in original) . See also NCNB Corp. v. 
United States, 684 F.2d 285, 292-93 (4th Cir. 1982) (en bane) (holding 
that current deduction of bank branching expenditures accurately 
reflected income); cf. Central Tax. Sav. & Loan Ass'n v. United 
States, 731 F .2d 1181, 1185 (5th Cir. 1981) (holding that current 
deduction of bank branching expenditures did not clearly reflect 
income). 

121. The Court only cited Lincoln Savings for the proposition that 
agency-imposed compulsory accounting practices are not irrelevant and 
may be afforded some significance. 418 U.S. at 15; see Note, suprl! 
note 9, at 547. 

122. 418 U.S. at 13-14, 19 ("[T]his capitalization prevents the 
distortion of income that would otherwise occur if depreciation properly 
allocable to asset acquisition were deducted from gross income currently 
realized. ") . 

123. Id. at 14. In Cincinnati Railway, the court concluded that 
some costs that are capital in nature need not be capitalized if income 
will still be clearly reflected. 424 F.2d at 573; Note, supra note 9, at 
545. The Supreme Court in Idaho Power seemingly rejected this 
contention when it stated that "[t]he purpose of § 263 is to reflect the 
basic principle that a capital expenditure may not be deducted from 
current income." 418 U. S. at 16; see also Encyclopedia Britannica, 
Inc. v. Commissioner, 685 F.2d 212, 215 (7th Cir. 1982) ("[E]xpenses, 
whatever their character, must be capitalized if they are incurred in 
creating a capital asset .... "). However, as one commentator noted: 

By applying "clear reflection of income" principles 
in Idaho Power, the Court apparently acknowledged the 
generalization that capital expenditures may not be 
immediately deducted, because in almost all cases income 
will be clearly reflected only by correlating the 
deduction with the future production of income. But the 
Court's reliance of income-reflecting principles itself 
implies that a cost ordinarily characterized as a capital 
expenditure might be treated as immediately deductible 
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if, as in Cincinnati Railway, the circumstances of the 
industry and of the individual taxpayer ensure that 
income will be clearly reflected. 

Note, supra note 9, at 548 (emphasis in original). 

124. See supra note 9; see also 1 B. Bittker, Federal Taxation of 
Income, Estates, and Gifts ~20.4.1, at 20-64 to -66 (1981). 

125. See Note, supra note 9, at 571. 

126. Id. at 548. 

127. Such guidelines are necessary to add predictability and 
uniformity to the tax treatment of expenditures. See infra notes 131-36 
and accompanying text. 

128. See e.g., Welch v. Helvering, 290 U.S. 111, 115 (1933) 
("One struggles in vain for any verbal formula that will supply a ready 
touchstone. The standard set up by the statute is not a rule of law; it 
is rather a way of life. Life in all its fullness must supply the answer 
to the riddle."); NCNB Corp. v. United States, 684 F. 2d 285, 287 (4th 
Cir. 1982) (en bane) ("[N]either courts nor the accounting profession 
have devised a universal, foolproof method of distinguishing current 
expenses from capital costs."); Gunn, supra note 50, at 497 ("A danger 
more subtle that that of decision by labeling is that of attempting to 
devise all-inclusive definitions of concepts such as 'property' or 
'assets."'); Note, Income Tax Accounting: Business Expense or Capita! 
Outlay, 47 Harv. L. Rev. 669, 677 (1934) ("To deduce a uniform 
criterion of capital and expense consistent with both the cases and the 
accounting authorities seems impossible."). 

129. See supra notes 13, 83 and accompanying text. 

130. See supra notes 83 and 115. 

131. See Keasler v. United States, 766 F. 2d 1227, 1233 (8th Cir. 
1985) (quoting North Am. Life & Cas. Co. v. Commissioner, 533 F .2d 
1046, 1051 (8th Cir. 1976)); Federal Life Ins. Co. v. United States, 
527 F.2d 1096, 1098-99 (7th Cir. 1975); United States v. Shapiro, 178 
F.2d 459, 461 (8th Cir. 1949). 

132. 475 F .2d 775 (2d Cir. 1973). 

133. ld. at 785. 

134. See Lee & Murphy, supra note 50, at 546 ("Predictability in 
tax matters is important. Definite, set rules enhance predictability."). 

135. Of course, the ability to carry forward or to carry back a 
net operating loss could change this motivation. See I. R. C. § 172. 
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136. See supra notes 19-127 and accompanying text. Because the 
standards are not completely independent, the courts can also apply 
many combinations of line-drawing criteria. See, e.g., NCNB Corp. v. 
United States, 684 F.2d 285 (4th Cir. 1982) (en bane) (the court 
applied the "separate and distinct asset" test, the new business/old 
business test, and the "clear reflection of income" test to conclude that 
bank branching expenditures were currently deductible). 

137. Section 263B would be an appropriate section number if the 
proposed section 263A of the Tax Reform Act of 1985, supra note 17, is 
eventually enacted into law. See infra note 171. 

138. Subsection (c) was included to assure that the exceptions to 
capitalization of I.R.C. § 263, many of which have significant public 
policy objectives, would not be superseded by the proposed amendment. 

139. In order to promote consistent application of the proposed 
amendment among the circuits, this section should be utilized as a basis 
for any interpretive Treasury regulations. 

140. See supra note 9. 

141. The proposed standard defines the requirements for 
capitalization of an expenditure. Alternatively, a standard could define 
the requirements for currently deducting an expense. However, as one 
commentator notes: 

[ S] ection 162 expenses can be defined only by 
referring to the definition of section 263 capital 
expenditures. The provisions are, in effect, two sides 
of the same coin: definition of one implies definition of 
the other. The search for a useful standard must 
therefore turn to the meaning of the term "capital 
expenditure. " 

Note, supra note 9, 543. 

142. See, e.g., Commissioner v Lincoln Sav. & Loan Ass'n, 
403 U.S. 345, 354 (1971) ("creation" of a separate and distinct asset); 
Woodward v Commissioner, 397 U.S. 572, 575 (1970) ("costs incurred in 
the acquisition or disposition of a capital asset"); Illinois Merchants 
Trust Co. v. Commissioner, 4 B.T.A. 103, 106 (1926) ("[I]mprovements 
are additions to capital investment which should not be applied against 
current earnings."). 

143. Note that "creation," "acquisition," and "disposition" are not 
defined. These terms should be taken in their usual and customary 
business sense. 

144. 
provided 

See Lee & Murphy, supra note 50, at 494-96. The definition 
in subsection (b)(1), however, is not derived from an 
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origin-of-the-claim case. See Southern Natural Gas Co. v. United 
States, 412 F.2d 1222, 1230 (Ct. CI. 1969) (expenditures intimately 
related to, and connected with, acquisition of a capital asset are to be 
treated as part of the cost of investment in the asset); Perlmutter v. 
Commissioner, 44 T.C. 382, 403 (1965-), ~aff'd, 373 F.2d 45 (lOth Cir. 
1967) (expenses incurred "in connection with" the acquisition of a 
capital asset must be capitalized). 

145. Munn v. United States, 455 F. 2d 1028, 1033 (Ct. CI. 1972). 

146. Great Lakes Pipeline Co. v. United States, 352 F. Supp. 
1159, 1169 (W. D. Mo. 1972), aff' d in unpub. opinion, 505 F. 2d 735 (8th 
Cir. 1974). 

147. See supra notes 99-116 and accompanying text. 

148. For purposes of clarification, this definition should be 
contrasted with the requirement that an expenditure be intimately 
connected in time and circumstance. If an expenditure is "proximately 
related" to a capital transaction, it should be capitalized, 
notwithstanding the fact that the original transaction occurred years 
ago. The character of the transaction, or circumstance, is the 
significant factor. 

149. A "capital transaction" would be defined as ·"the creation, 
improvement, acquisition, or disposition" of an asset. 

150. Courts are not unfamiliar with applying a "proximate relation" 
standard in the tax area. See Bingham's Trust v. Commissioner, 325 
U.S. 365, 373-74 (1945); Treas. Reg. § 1.212-l(d); 1 B. Bittker, 
supra note 124, at 20-102 to -106. 

151. See generally Treas. Reg. §§ 1.162-4 and 1.263(a)-l(b); Lee 
& Murphy, supra note 50, at 527-44. 

152. See Illinois Merchants Trust Co. v. Commissioner, 4 B. T. A. 
103, 106 (1926); Lee & Murphy, supra note 50, at 528. 

153. 475 F.2d 775 (2d Cir. 1973). 

154. Id. at 784-85. See supra notes 61-63 and accompanying text. 

155. Gunn, supra note 50, at 498. See also supra note 63. 

156. Treas. Reg. § 1.167(a)-3. See note, supra note 9, at 539 
n .18. The proposed amendment must be read in conjunction with all 
Tax Code provisions and regulations. 

157. 403 u.s. 345 (1971). 
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158. Id. at 355-56. General property law should be invoked to 
determine whether a "property interest" exists. 

159. 1 Financial Accounting Standards Board (FASB) Accounting 
Standards -- Original Pronouncements as of June 1, 1982, at 3080, 3089 
(1980) [hereinafter cited as FASB]. 

160. A major principle of financial accounting is that expenses 
incurred in the generation of revenue should be matched with that 
revenue during the same fiscal period. See G. Johnson &: J. Gentry, 
Finney and Miller's Principles of Accounting 103-04 (8th ed. 1980). 

161. FASB, supra note 159, at 3099 n.9. "Probable" refers to 
that which can reasonably be expected or believed on the basis of 
available evidence or logic but is neither certain nor proved. Id. 
(citing Webster's New World Dictionary of the American Language 1132 
(2d college ed. 1972)). 

162. FASB, supra note 159, at 3107-08. The most obvious 
evidence of future economic benefit is a market price. Id. 

163. Id. at 3089. Prepaid insurance or rent are examples of such 
assets. It should be noted that "legal enforceability of a right is not a 
prerequisite for an enterprise to have an asset if the enterprise 
otherwise will probably obtain the future economic benefit involved." 
Id. at 3110. 

164. Id. at 3109. 

165. Id. General access to such things as clean air or water 
resulting from environmental laws cannot qualify as assets of individual 
taxpayers, even if the taxpayer incurred costs to help clean up the 
environment. On the other hand, clean air it provides in a laboratory 
or water it provides in a storage tank are future economic benefits that 
can be controlled by the taxpayer. Id. at 3110. 

166. Id. at 3109. 

167. See supra note 139. 

168. See supra note 143. 

169. Thus, the second step would be to determine whether the 
expenditure in question is proximately related to the improvement of an 
asset. If the court concludes that an asset is being (or has been) 
improved, it must then decide if the expenditure is proximately related 
to this improvement. 

170. See supra note 14. 
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171. The issue of whether prepublication expenses should be 
capitalized or expensed could become moot if section 905 of the Tax 
Reform Act of 1985, supra note 17, is enacted into law. Section 905 
amends the Internal Revenue Code by inserting the following new 
section after section 263: 

SEC. 263A CAPITALIZATION OF CERTAIN EXPENSES WHERE 
TAXPAYER PRODUCES PROPERTY. 

(a) General Rule. -- In the case of any taxpayer who 
produces real or tangible personal property, the following costs 
shall be capitalized: 

(1) the direct costs of such production, and 

(2) such production's proper share of those indirect 
costs (including taxes) part or all of which are assignable to such 
production. . . . 

(f) Production. -- For purposes of this section --

(1) In General. -- The term "produce" includes 
construct, manufacture, develop, improve, raise, or grow. 

(2) Treatment of Property Produced Under Contract for 
the Taxpayer. -- The taxpayer shall be treated as producing any 
property produced for the taxpayer; except that only costs paid 
or incurred by the taxpayer (whether under such contract or 
otherwise) shall be taken into account in applying subsection (a) 
to the taxpayer. 

The House Ways and Means Committee Report on the Tax Reform Act of 
1985, H.R. Rep. No. 426, 99th Cong., 1st Sess. 625 (1985), declared 
in regard to section 905 that: "[I]n order to more accurately reflect 
income and make the income tax system more neutral, a single, 
comprehensive set of rules should govern the capitalization of 
production costs for all tangible property, subject to appropriate 
exceptions where application of the rules might be unduly burdensome." 
Although the Committee Report did not explicitedly state that 
prepublication expenses of authors and publishers would be covered by 
section 905, this can be inferred from the "reasons for change" given 
by the committee, Id., and by the language of the amendment. 

172. See generally Note, supra note 9, at 560-71; Tax Reform Act 
of 1976, Pub. L. No. 94-455, § 2119(c), 90 Stat. 1520, 1912 (1976). 

173. See Note, supra note 9, at 537. 

174. 73 T.C. 849 (1980). 

175. 674 F.2d 1359 (lOth Cir. 1982). 
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176. See generally Note, supra note 9, at 555-56. 

177. See 73 T .C. at 852-57. 

178. Section 2119 of the Tax Reform Act of 1976, supra note 172 
addresses regulations relating to the tax treatment of certai~ 
prepublication expenses of publishers. The Faura court decided to 
extend the provision to the expenses incurred by authors. 73 T. C. at 
859, 862. The Snyder court merely relied on the Faura decision, 
rather than analyzing the applicability of§ 2118. 674 F.2d at 1365. 

179. 685 F.2d 212 (7th Cir. 1982). 

180. Id. at 214. See Note, supra note 9, at 556-57. For a 
discussion of Idaho Power, see supra notes 117-23 and accompanying 
text. 

181. 685 F. 2d at 214. See generally Limberg & Lightner, Despite 
Contrary Authority, Prepublication Costs May Still Be Treated 
Favorably, 63 J. Ta:x'n 82 (1985). The expenditures at issue in 
Encyclopedia Britannica were payments made, under contract, to 
another company to do all the necessary research work and to prepare 
and edit a natural science dictionary. Subsection (f)(2) of proposed 
section 263A of the Tax Reform Act of 1985, supra note 171, could be 
applied to these expenditures to require capitalization. 

182. 
well. 

The other conditions set forth in subsection (b)(3) are met a 

183. 684 F. 2d 285 (4th Cir. 1982) (en bane). 

184. For a discussion of 
accompanying test. See also 
Deductibility of Bank Costs of 
Advisor 546 (1984). 

185. 684 F.2d at 290. 

186. Id. 

NCNB, see supra notes 64-70 and 
Fischer, Circuit Courts Split on 

Starting Up a New Branch, 15 Tax 

187. 731 F.2d 1181 (5th Cir. 1984). 

188. For a discussion of Central Texas, see supra notes 71-78 and 
accompanying text. 

189. See supra notes 49-54 and accompanying text. 

190. 731 F. 2d at 1182, 1185. The court believed that the permits 
gave Central Texas an easily valued property interest in the branch 
offices. Id. at 1185. 
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191. 684 F .2d at 290. 

192. It is a difficult task to identify whether the purpose of a 
particular business undertaking is to increase, maintain, or maintain 
growth in income. If the purpose is to increase or maintain growth in 
income, the expenditures proximately related to the undertaking should 
be classified under the proposed standard as capital expenditures; the 
business undertaking would be considered as resulting in the creation 
of an asset within the meaning of subsection (b)(3) because future net 
cash inflows are desired. 
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DOCK SALES: TO TAX OR NOT TO TAX 

By: Sharon D. Grider* 

I. INTRODUCTION 

In 1975, Michigan enacted the Single Business Tax Act for the 
imposition of tax upon business income earned within Michigan. 
MCLA 208.1 et seq; MSA 7. 558 et seq effective January 1, 1976. The 
Act, patterned after the Uniform Division of Income for Tax Purposes 
Act (UDITPA), sought to achieve a uniform method of apportioning 
income between states when business activities crossed state lines. The 
apportionment formula requires, among other things, a determination of 
the total sales of a taxpayer in the state for a taxable period. 
Determining this sales factor has presented interpretive difficulties for 
several states following the UDITPA and has yet to be interpreted by a 
Michigan court. 

According to the Michigan Single Business Tax statute, sales of 
tangible personal property are considered to be within the state if: 
1) the property is shipped or delivered to a purchaser within that 
state, regardless of the free-on-board point or other conditions of sale; 
or 2) if property is shipped from an office, store, warehouse, factory 
or other place of storage within the state, and the taxpayer is not 
taxable within the state of the purchaser. MCLA 208. 52; 
MSA 7. 558( 52). Application of the definition to dock sales is somewhat 
problematical. 

II. DOUBLE TAXATION OF DOCK SALES 

Dock sales occur when a purchaser picks up goods at the seller's 
dock as opposed to receiving shipment at his own dock. Since this 
transaction gives rise to gross receipts, which constitute consideration 
for the transfer of title to "stock in trade" property , a sale has 
occurred. MCLA 208.7; MSA 7.558(7). But when the purchaser is 
from outside the state and returns to his state of origin to resell the 
goods, the question becomes to which state is this income attributable. 

Including dock sales in the sales factor of the state in which the 
goods are picked up often causes double taxation. For example, when 
a Minnesota purchaser picks up his goods in Wisconsin, that sale is 
included in the sales factor for Wisconsin since title passed and the 
purchaser took possession in Wisconsin. It is also included in the 
Minnesota sales factor because Minnesota follows the destination theory; 
i.e., when goods have been delivered to an out-of-state purchaser who 
takes them back to his state for resale, the state to which the goods 
were destined is where tax on the sale occurs. The destination theory, 
applied to dock sales, assures results consistent with the scenario of a 
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seller delivering goods to an outs tate purchaser, in which case the sale 
is deemed to have occurred in the purchaser's state. 

A. Constitutional Consideration 

The commerce clause and due process clauses of the 
Constitution impose limitations on a state's ability to tax corporations. 
Direct restrictions upon interstate commerce by the states is prohibited 
by the commerce clause. Gibbons v Ogden, 22 US (9 Wheat) 1; 6 L Ed 
23 (1824). But, states are free to tax income earned within their 
boundaries. Any state tax on corporations involved in interstate 
activities must be fair in relation to the corporation's activities within 
that state. US Glue Co v Town of Oak Creek, 247 US 321; 38 S Ct 
499; 62 L Ed 1135 (1918). Michigan's sale apportionment factor attempts 
to reflect income derived from a corporation's sales within Michigan. 
Typically when a dock sale occurs, it involves an out-of-state 
purchaser crossing state lines to pick up goods and return with them to 
his home state for resale. Whatever method is used to determine in 
which state this type of sale has occurred must meet the fairness 
standard of the commerce clause. 

Application of the due process clause of the fourteenth 
amendment to state taxation of corporate activity was outlined. by the 
Supreme Court in Wisconsin v J C Penney Co, 311 US 435; 62 S Ct 246; 
85 L Ed 267 (1940). The test, according to the Court, was "whether 
the taxing power exerted by the state bears fiscal relation to 
protection, opportunities, and benefits given by the state", supra, at 
444. A state cannot tax income earned by transactions wholly outside 
its borders and not dependent upon any benefits afforded by that 
state. F W Woolworth Co v Taxation and Revenue Dept of the State of 
New Mexico, 458 US 354; 102 S Ct 3128; 73 L Ed 2d 819 (1982). 
Therefore, the due process clause requires any apportionment formula 
to recognize the nexus between a corporation's activities and the 
benefits a state provides. 

B. Support For The Destination Theory 

Most state tax departments seek to increase their tax 
receipts, and thus treat dock sales as occurring within their own 
states. This issue, first raised in Department of Revenue v Parker 
Banana Co, 391 So 2d 762 (Fla Dist Ct App 1980), involved a taxpayer 
who imported bananas to Tampa and then sold them at the dock to local 
and out-of-state wholesalers. Bananas sold to out-of-state purchasers 
were picked up in Tampa by trucks sent by or on behalf of the 
purchasers or shipped via common carriers or contract carriers. The 
Department of Revenue applied the Florida apportionment statute which 
provides that "sales of tangible personal property are in this state if 
the property is delivered or shipped to a purchaser within this state 
regardless of the f.o.b. point or other conditions of sale." Fla Stat 
214. 71(3)(A)(1) (1971); Fla Stat Ann 214. 71(3)(A)(1) (West 1971). 
Thus, the Department of Revenue contended that the term "delivered" 
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should be applied to the phrase "within this state" and if a purchaser 
takes title at the dockside, then the sale has occurred in Florida. The 
court rejected this argument, and found that the legislature intended 
"within this state" to modify "purchaser". A sale occurs in Florida if 
the sale is to a a Florida purchaser, as determined by the destination 
of the goods sold. It is irrelevant whether delivery of shipment occurs 
in or out of Florida. The court further observed that following the 
Department's construction would exclude from Florida's taxing 
jurisdiction a huge portion of sales by otherwise taxable out-of -state 
sellers to Florida purchasers. 

Dock sales were again addressed in Olympia Brewing Co v 
Commissioner of Revenue, 326 NW2d 642 (Minn 1982), where out-of-state 
distributor-purchasers, using their own transportation, picked up beer 
at Olympia's docks for resale outside of Minnesota. The Commissioner 
took the same stance as did the Florida Department of Revenue and 
argued that a sale occurs in Minnesota when goods are delivered or 
shipped in that state. Here, delivery and possession takes place at 
Olympia's Minnesota loading dock. The court, holding that the dock 
sales are not includable in the Minnesota apportionment formula, looked 
to the legislative intent of the statute. The legislature intended to 
create a more attractive business climate by making Minnesota law more 
uniform with other states. Exclusion of dock sales and use of the 
destination basis provides an incentive to Minnesota firms who sell their 
products to out-of-state customers. Otherwise the Minnesota sellers 
would be taxed twice on the same sale. Furthermore, this policy 
provides incentive for export firms to remain in the state. 

The Minnesota court looked to the purpose of including the 
sales factor in an apportionment formula. The other two apportionment 
factors, payroll and property, skew a corporation's tax liability to the 
state of production or origin. The sales factor, on the other hand, 
recognizes the contribution an out-of-state purchaser makes to a 
corporation's income. Thus, the payroll and property factors are offset 
by the sales factor's exclusion of income not earned in the state of 
production. In practical terms, the Minnesota court agreed with the 
uniform treatment of a sale regardless of who provides the 
transportation. Also, assessing tax based on destination would be 
neither unworkable nor unduly burdensome, contrary to the Revenue 
Commissioner's contention. The relevant destination is that of the 
initial purchaser, not the final consumer. So, proof that sales were not 
within Minnesota falls upon the taxpayer and can be supported by bills 
of lading and other indicia of sale . 

The destination theory of sales was again upheld in 
Strickland, Comm'r v Patcraft Mills, Inc, 302 SE2d 544, 251 Ga 43 
(1983), involving out-of-state customers who picked up their 
merchandise at Patcraft's headquarters for transportation out-of -state. 
In addition to the usual sale documents, Patcraft required out-of-state 
customers who take possession of merchandise in Georgia to complete a 
form certifying that the goods picked up are intended for immediate 
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transport and resale out-of-state. In supporting the application of the 
destination test to Patcraft's dock sales, the court stated that the 
contribution by a consumer state to the realization of corporate income 
is correctly recognized. Further, the court noted that its sister state, 
Florida in Parker Banana, supra at 545, had adopted the destination 
theory in construing a statute similar to Georgia's. 

C. Rejection of the Destination Theory 

Despite this growing trend towards acceptance of the 
destination theory, several states favor the contrary view. This 
indicates that neither the intentions of the UDITPA framers nor the 
practice of other states is dispositive of the issue. 

California has rejected the destination theory as applied to 
pick up sales from an out-of-state purchaser within California. In 
interpreting its UDITPA -modeled statute, the California Franchise Tax 
Board defined delivery to mean the place at which the purchaser takes 
possession and control of the property. "(T)he phrase 'delivered ... to 
a purchaser ... within this state' refers to the state in which the 
purchaser take possession of the property. " Legal Ruling 348, 
California Franchise Tax Board (February 21, 1973). The Board cited 
several problems with the application of the destination test. First, 
assignment of sales would be upon the subjective intent of the 
purchaser even though the tax was upon the vendor. In other words, 
the buyer would determine in which state the seller would pay taxes. 
Second, destination would not appear on the vendor's records and might 
only be available for a purchaser not subject to California's jurisdiction. 
Finally, record keeping requirements to carry out this theory would be 
unreasonably burdensome on the taxpayer. Even more difficult would 
be the sale of property used in interstate commerce (i.e.: airplane or 
truck) which might never arrive at a final destination since its use is 
allocated across several states. 

New York addresses the issue of dock sales right within the 
New York State Tax Regulations (Section 4-4.2), which state that: 

receipts from sales of tangible personal property are allocated 
one hundred percent to New York State where 
shipments are made to points in this state. Tangible personal 
property is considered to be shipped to a point in New York 
State if . . . the property is delivered to a purchaser at a 
point in New York. 

The regulations specifically address dock sales by providing an example 
of an out-of-state purchaser picking up goods in New York as a sale to 
be allocated to New York. 

Wisconsin has recently struggled with dock sales and the 
destination theory in Pabst Brewing Co v Wisconsin Department of 
Revenue, No I-7905, slip op (Tax App Comm'n August 25, 1983). 
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Pabst is a famous Milwaukee brewer. Out-of-state purchasers picked 
up the goods at the brewery and transported them directly to 
destinations outside of Wisconsin. Several factors were cited by the 
court in distinguishing the results of Patcraft and Olympia from the 
Pabst situation. 

In Patcraft, the court relied on a previous decision which 
interpreted the Georgia statute at issue as enacting the theory of 
destination sales. Wisconsin had no prior judicial interpretation of the 
law. Further, the term "destination" is not used in the relevant 
statute and cannot be added without legislative action. The Wisconsin 
Tax Commission stated that the statute at issue is equally applicable to 
all corporations required to apportion their income for Wisconsin tax 
purposes. Determining the initial destination point would present 
unmanageable and untenable record keeping problems for certain types 
of businesses, such as multistate retailers. This was a rejection of the 
Minnesota court's position that practical considerations require pickup 
sales to be treated the same as delivered sales. Pabst held that record 
keeping problems justify the difference in treatment. 

The Pabst case has recently been overturned by the 
Wisconsin Court of Appeals in a decision which holds that the words 
"within this state" modified "purchaser" and thus, dock sales should be 
excluded from the sales factors. Pabst Brewing Co v Wisconsin 
Department of Revenue, 387 NW2d 121; 130 Wis 2d 291 (1986). The 
case is now before the Wisconsin Supreme Court on appeal by the 
Wisconsin Department of Revenue. 

The dissenting opinion to the reversal in Pabst simplistically 
argued that the way to determine whether an act occurred in Wisconsin 
was to observe the act and then, using common sense, conclude 
whether Wisconsin was the place where it happened. When an 
out-of-state purchaser conducts a dock sale, it looks like a sale has 
occurred within the state. The dissent noted that it was strange to 
examine a purchaser's driver's license or articles of incorporation to 
determine whether a purchase was made in Wisconsin. 

The dissent further argued for the general rule that an 
administrative agency's interpretation should be adopted if it is 
reasonable and does not conflict with legislative intent. The rule has 
been stated that "as to questions of law, we will not reverse a 
determination made by the enforcing agency where such interpretation 
is one among several reasonable interpretations that can be made, 
equally consistent with the purpose of the statute." De Leeuw v ILHR 
Dept, 238 NW2d 706, 709; 71 Wis 2d 446, 449 (1976). Since the 
majority admitted that the Tax Appeals Commission's interpretation was 
reasonable, it should be followed. 

A solution to the seemingly contradictory position of a state 
following the destination theory and including dock sales in the sales 
factor was offered by the dissent in Parker Banana. The applicable 
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statute imposed tax on income earned from business conducted in 
Florida. The test from this statute is that a seller will be deemed to 
derive income from the state in which the buyer takes physical 
possession of the goods. The point at which the goods pass from the 
seller to the buyer is the destination for those goods as far as the 
seller is concerned. Parker Banana, at 765. Thus, the location of the 
buyer at the moment he takes possession of the goods is of prime 
importance. 

Practical considerations from the Tax Appeals Commission in 
Pabst were reiterated in the Parker Banana dissent as well. 
Determining the ultimate destination of goods shipped and reshipped 
opens a veritable "Pandora's box" of games for corporate taxpayers. 
There is nothing to prohibit wholesale and retail merchants from 
claiming their sales are to non-residents who intend to take them back 
home. Florida becomes especially susceptible to this argument in view 
of its large tourism industry. 

III. IMPLICATIONS FOR MICHIGAN 

Michigan's apportionment statute, like those discussed above, is 
patterned after the UDITPA. Interpretations of the statutes yield 
conflicting results despite these similarities. The Michigan statute is 
still open for interpretation. 

A. Adoption of the Destination Test in Michigan 

Courts from many jurisdictions have advanced several valid 
reasons for adopting the destination test. If the amount of goods 
shipped into the state exceeds the amount of goods exported, gross tax 
receipts will be larger for a state following the destination test. 
Accepting the dissent's argument in Parker Banana will provide revenue 
from the largest tax base possible. 

Providing a business environment more uniform with other 
states is also achieved by the destination test. This would keep 
existing business or attract new businesses to the state. This is 
because the possibility of double taxation of sales in Michigan is 
avoided. Thus, this issue would not become a negative factor in a 
competitive analysis of state business climates. Exclusion of dock sales 
appeals to common sense in that no distinction would be made on the 
treatment of a sale because of the means of transportation. A 
requirement to complete a form certifying the destination of goods 
picked up from the seller, as in Patcraft, adds a degree of comfort that 
a taxpayer is not taking advantage of the honor system. Further, it 
provides documentation in the event of a dispute. 

Subsequent to the Olympia case, the Minnesota legislature 
amended the statute for the determination of sales made within their 
state. The amendment stated that a sale is made within Minnesota if 
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property is received by a purchaser at a point within the state. 
However, an exception was carved out. A sale is made in the 
destination state for intoxicating liquor, wine, fermented malt 
beverages, cigarettes or tobacco products sold to a purchaser licensed 
to resell these products in the state of ultimate destination. Property 
delivered to a common or contract carrier for delivery to a purchaser in 
another state is a sale in the purchaser's state. Minn Stat 290.19. 
Such an amendment or one similar to it would go a long way toward 
clarifying Michigan's statute. 

B. Inclusion of Dock Sales in the Sales Factor 

Administrative difficulties in policing the destination of goods 
is a valid justification for including dock sales in the sales factor. The 
lid is kept on the notorious "Pandora's box." There is also merit in 
the argument that since title has passed and the buyer has taken 
possession, a sale has occurred within the seller's state. This is 
certainly the result when the purchaser is not from out-of-state. 

If, however, a state has experienced substantial migration of 
residents, tax receipts on dock sales may be a means to recapture tax 
revenues lost by the decline in out-of-state purchases imported to the 
state. 

Assuming the destination theory cannot exist in harmony with 
the inclusion of dock sales in the sales factor, an additional loss of 
revenue is threatened for states which have not adopted the 
"throw-back rule" from the UDITPA. Generally, the "throw-back rule" 
states that if property is shipped from within the state to an 
out-of-state purchaser and the seller is not taxable in the purchaser's 
state (as would be the case in a non-destination state), the seller would 
then be taxed in his own state. Of the five states discussed above 
(including Michigan), Georgia and Florida have no "throw-back rule." 

IV. CONCLUSION 

Although the majority of states tend toward the exclusion of dock 
sales, thus removing the burden of double taxation, the issue has not 
been resolved in Michigan. As seen by the relevant case law, valid 
arguments exist for both inclusion and exclusion. 

In determining the best approach for Michigan, it must be assumed 
that a state cannot have its cake and eat it too. A state cannot fairly 
both include dock sales in its sales factor and tax the sale of goods 
brought in from out-of-state. The business climate throughout the 
state should also be considered in light of recent population declines. 
It is not likely that any state has enough manufacturers with dock sales 
to compensate for the loss of revenue from incoming sales, regardless of 
population trends. 
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On the other hand, no legal arguments have been advanced as to 
why a company cannot be subject to double taxation. It certainly 
appeals to one's sense of unfairness, but states act independently of 
one another as far as the taxing authority of each is concerned. What 
one state taxes does not have to be approved by another. This 
approach clearly neither finds favor in the corporate world, nor reflects 
a government position sympathetic to business concerns. 

Michigan should accept the destination test in construing the 
statutory language defining a sale within the state. Dock sales should 
be excluded from the sales factor. 

*Class of 1988, University of Detroit School of Law. 
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ANALYSIS OF THE TAXATION BY THE STATE OF MICffiGAN 
AND THE CITY OF DETROIT OF CERTAIN NONRESIDENTS: 

ATHLETIC TEAMS AND ATHLETES BY THE STATE OF MICHIGAN 
AND THE CITY OF DETROIT 

By: Daria P. Wollschlaeger* 

I. INTRODUCTION 

Since 1920 each state ha\ been constitutionally free to tax 
nonresidents on personal income. The power to tax personal income 
was not limited by any constitutional proscription &p"ainst multiple 
taxation but it was left to the discretion of the state. Prior to the 
adoption of the Uniform Division of Income for Tax Purposes Act (1958) 
by most states, fairness to the individual taxpayer depended on the 
states' self-restraint to refrain from the exercise of their taxing powers 
to stat5 constitutional limits or to grant credits for taxes paid in other 
states. Subsequent to the adoption in Michigan of the Uniform 
Division of Income for Tax Purposes in 1970, the taxation of unitary, 
multistate corporations has been achieved by applying the apportionment 
formula. Certain controversy still remains as to the factors to be used 
in the formula and their measurement but at least a feasible mechanism 
is available. 

Taxation by the State of Michigan and by the City of Detroit is a 
means to transfer resources from the private sector to the public 
sector; to promote economic growth, stability and efficiency; and to 
distribute the cost of government. The distribution of the cost of 
government is based on the idea that the taxpayer benefits from certain 
governmental services, such as police and fire protection, which ar~ 
directly or indirectly related to the income earned within the state. 
Since these services are indiscriminately available to both the resident 
and nonresident taxpayer, the local government is theoretically entitled 
to pursue with equal vengeance the collection of taxes on income earned 
by both resident and nonresident taxpayers found within the state. 

What may be valid in theory is not necessarily what is practiced 
by the State of Michigan or the City of Detroit. This article will 
examine just how effectively the local government pursues the collection 
of taxes from nonresident taxpayers who earn income within the State of 
Michigan. Part II of the article will identify the state statutes and city 
ordinances . which set forth the taxing mechanisms of nonresidents. 
Part III will provide a survey of case law involving the taxation of 
professional athletic and individual athletes. Finally, Part IV will 
analyze the respective enforcement procedures for the collection of 
taxes by both the State of Michigan and the City of Detroit. 
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II. OUTLINE OF STATE STATUTES AND CITY ORDINANCES 

The Single Business Tax Act is MCLA §§ 208.1 et seq. MSA §§ 
7 .558(1) et seq. The SBT is a specific tax upon the "adjusted tax 
base of every person with business activity in Michigan which is 
allocated or apportioned to [Michigan]." (MCLA § 208.31(1)); MSA 
§ 7. 558( 31 )( 1) . "Business activity" is defined as the transfer of 
property, the performance of services or any combination of the two 
made or transacted in Michigan "whether in intrastate, interstate, or 
foreign commerce." MCLA § 208.3(2); MSA § 7 .558(3)(2). The tax is 
upon the privilege of doing business and not upon income." MCLA 
§ 208. 31( 4); MSA § 7. 558(31)(1). It is deductible for federal income 
tax purposes under IRC § 164(a). 

Michigan has adopted the Uniform Division of Income For Tax 
Purposes Act, 7A ULA 91 (1978) [UDITPA], MCLA § 205.581, art. IV; 
MSA § 4.146(101), which furnishes the framework for the following 
apportionment methods; (1) general apportionment formula for business 
income; (2) separate accounting; (3) the exclusion of any one or more 
of the factors in the general formula of apportionment; ( 4) the inclusion 
of one or more additional factors; ( 5) the employment of any other 
method to effectuate an equitable allocation and apportionment of the 
taxpayer's tax base; and (6) an alternative method which may be used 
only if approved by the Commissioner. 

Similarly, under the Uniform City Income Tax Ordinance, §§ 1-101 
[Ordinance]; MCLA §§ 141.501-699; MSA §§ 5.3194(1)-(109) the 
governing body of the city of Detroit may levy and collect a tax at a 
rate of not more than 2% on cor%orations and not more than 1. 5% on 
nonresident individuals, § 31. (2). Corporations are taxed on income 
from work done, services rendered, or other "business activities 
conducted in the city. § 13. 

The Ordinance also provides three possible methods of allocation, 
any one of which may be used to determine the portion of taxable net 
income of a corporation subject to taxation by the city. § 18. The 
allocation methods of the ordinance are substantially the same as set 
forth in the SBT Act. They are (1) Separate Accounting, § 19; 
(2) Business Allocation Percentage, § 20; and (3) an Alternative Method 
of Accounting, § 25. 

A. Nature of the SBT Act 

The SBT Act was intended to assess a tax upon any business 
entity, based upon the amount of economic activity generated by the 
entity within the state. To compute the Single Business Tax, certain 
adjustments must be either added to or subtracted from the original 
business income to determine the Michigan Tax Base which will then be 
apportioned. An example of one such adjustment is determination of the 
compensation paid by the employer to the employee. 
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B. Compensation Paid - A Necessary Adjustment To The Tax 
Base 

Since the SBT Act imposes a tax on the adjusted tax base, it 
·is first necessary to determine the necessary adjustments a taxpayer 
must include within the tax base. One such adjustment is a required 
add-back of "compensation" as defined in section 4(3), MCLA 
§ 208.9(s); MSA 7.558(9)(s). "Compensation" is "all wages, salaries, 
fees, bonuses, commissions, or other payments made in the taxable year 
on behalf of or for the benefit of employees ... " MCL 208.4(3); MSA 
7.558(4)(3). For the purposes of the SBT Act§ 5(2), MCL 208.5; MSA 
7 .558(5), the definitions of "employee" and "employer" are derive~ from 
the Internal revenue Code 26 USC § 3401(c) and (d) respectively. 

Furthermore, Treas Reg Sec 3121(d)-1(c)(2) discusses certain 
well established common law principles which provide the b¥is for 
determining the existence of an employer-employee relationship. This 
relationship is to be determined on a case-by-case basis, taking into 
account a variety of factors listed in section 3121(d)-1(c)(2). 

It should be noted that 26 USC 3401(d)(1) sets forth an 
exception which ascribes the employer classification to many persons 
besides the common law employer. "The determination of who has the 
right to control the means and methods by which the desired result is 
to be reached has been considered to be the key factor in determining 
the existence of the employer-employee relationship." Southern Indiana 
Gas & Electric Co v Internal Revenue Service, 79-1 USTC 9302 (CCH, 
1978). 

This exception takes precedence over the usual situation in 
which responsibility for wage withholding attaches to the employer at 
common law, Mid-America Management Corp v Michigan Dept of Treas, 
MTT Docket No. 70090 (entered May 16, 1985) 14. Therefore, to come 
within section 3402(d)(1) a person must have exclusive control of the 
payment of wages. Nosanchuk v Department of Treasury, 126 Mich App 
366, 368; 337 NW2d 66 (1983). 

Thus, once a particular employee-employer relationship has 
been established for single business tax purposes, the employer would 
be obliged to include the compensation paid to the employees in its tax 
base pursuant to MCLA § 208.9(5); MSA § 7.558(9)(5). The next step 
would then be apportionment of the Michigan tax base. 

C. Apportionment 

Taxpayers whose business activities are taxable both inside 
and outside of the State of Michigan must allocate or apportion a certain 
part of their tax base to Michigan. MCLA § 208. 41; MSA 7 o 558( 41) 0 

The tax base is apportioned according to a three-factor formula. MCLA 
§ 208o45; MSA § 7o558(45)o The computed tax base is multiplied by a 
fraction: the numerator is the sum of a property factor, a payroll 
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factor, and a sales factor, and the denominator, three. The result of 
this computation is the apportioned tax base. See examples, infra and 
Appendix A. 

The property factor is computed by dividing the average 
value of the taxpayer's real and tangible personal property owned or 
rented in Michigan during the tax year by the average value of all the 
taxpayer's real and tangible personal property owned or rented during 
the tax year. 

MCLA § 208. 46; MSA § 7. 558 ( 46) . Property owned by the 
taxpayer is valued at its original cost. MCLA § 208.47; MSA 7.558(47). 
Rental property is valued at eight times its annual rent. MCLA 
z208.48; MSA 7 .558(48). 

The formula for the payroll factor is total wages paid in 
Michigan during the tax year divided by total wages paid everywhere 
during the tax year. MCLA § 208. 49-50. 

Finally, the sales factor is computed by dividing the total 
sales of the taxpayer in Michigan during the taxable year by the total 
sales of the taxpayer everywhere during the taxable year. MCLA 
§ 208.51-53; MSA § 7.558(51)-(53). 

III. SURVEY OF CASE LAW 

This survey is limited in scope to cases dealing with professional 
athletic teams, and their salaried players. Most professional athletic 
teams are members of a league such as the National Basketball 
Association (NBA); the National Football League (NFL); and the 
National Hockey League (NHL). The resolution of any legal ~roblem 
pertaining to one member of the league will affect all members. Two 
test cases, In re the Appeal of Boston Professional Hockey Ass'n, Inc, 
(Ca. App Dept Super Ct, June 28, 1979) (available March 8, 1986, on 
LEXIS, states library, all tax file); and In re the Appeal of Milwaukee 
Professional Sports and Services, Inc, (Cal App Dept Super Ct 
June 28, 1979) (available March 8, 1986, on LEXIS, states library, 
alltax file) aptly demonstrate such resolutions. Furthermore, all 
subsequent cases involving the taxation of professional athletic teams 
have occurre(J in California, and the results have been applied in all 
jurisdictions. This is not to imply that such litigation could not be 
brought in Michigan. Rather, it indicates an aggressive attitude on the 
part of the State of California to pursue the collection of taxes ff8m 
nonresident corporations and individuals - even for nominal amounts. 

Because various sports leagues apply different rules, the following 
sports cases will be divided into two groups: hockey and basketball; 
baseball and football. 
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A. Professional Athletic Teams 

1. Hockey and Basketball Franchise Cases 

Under both the rules of the NBA and NHL, each team is 
required to play the same number of games at horyt against a particular 
opponent as it does at the opponent's home field. The only apparent 
exception to this requirement occurs in the case of post-season play-off 
games. Also, a visiting team does not share in the gate receipts from a 
game played away from home. The home team is entitled to all the gate 
receipts; and is not required to make even a minimum payment to the 
visiting team. An exception to this policy involves basketball play-off 
games: in the case of an odd number of play-off games, the NBA 
received its 45% shares a~ the home team receives $1,250 plus 25% of 
the gross gate receipts. The remaining receipts are then shared 
equally between the home team, the visiting team, and the league. The 
NHL has a similar arrangement for splitting play-off receipts. 

The two "test cases" In re the Appeal of Boston 
Professional Hockey Ass'n Inc, (Cal App Dept Super Ct, June 28, 1979) 
(available March 8, 1986, on LEXIS, states library, all tax file), 
hereinafter cited as Bruins, and In re the Appeal of Milwaukee 
Professional Sports and Services, Inc, (Cal App Dept Super Ct, 
June 28, 1979) (available march 8, 1986, on LEXIS, states library alltax 
file) , hereinafter cited as Bucks, were appeals taken by franchises 
against proposed assessments of $890. 00 for 1969 and $9,444. 02 for 
1970-1972, respectively. Certain important conclusions were pronounced 
in these cases. 

The first issue was whether both franchises were subject 
to either the California Franchise Tax or the California Corporate 
Income Tax. this issue was resolved by first determining if the sports 
activities in the state constituted local intrastate activities. The 
California Franchise Tax Board (FTB) showed that the Bucks and the 
Bruins did enter the state for the specific purpose of engaging in 
professional athletic games and that these games were separate and 
apart from interstate commerce. Both franchises challenged the FTB's 
finding and argued that the sports activities constituted interstate 
business. the franchises relied on two cases to support their 
contention: Washington Professional Basketball Corp v National Basket 
Association, 147 F Supp 154 (S.D.N. Y. 1956), and State v Milwaukee 
Braves, 31 Wis 2d 699, 144 NW2d 1 (1966). In each case, the court 
held that professional athletic teams were engaged in interstate 
commerce within the meaning of certain antitrust statutes (15 USCA § 1 
et seq). In addition, each court maintained that the actual performance 
of the sports activities is a purely local affair. To further illustrate, 
in United States v International Boxing Club, 348 US 236, 241 (1955), 
the court states, "a boxing match - like the showing of a motion picture 
(United States v Cresent Amusement Co, 323 US 173, 183 (1944)) or the 
performance of a vaudeville act (Hart v B. F. Keith Vaudeville 
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Exchange, 262 US 271 (1923)), or the performance of a legitimate stage 
attraction (United States v Shubert, 348 US 222 (1955)) 'is of course a 
local affair' . " 

The Bucks argued that the players, unlike the 
exhibitions in the above cases, were not compensated at the situs of 
their performance. The State Board of Equalization, hereinafter cited as 
SBE, maintained that the Bucks and the Bruins should be subject to 
the franchise tax for two reasons. First, the franchise played a 
matched pair of games, and second, in the post season play-off gate 
receipts are split from odd games. 

The second issue raised was whether or not to apply the 
standard UDITPA apportionment formula. Originally, the FTB used the 
60/40 gate-receipt sharing method which is utilized by football and 
baseball franchises. The method was found to be unfair when applied 
to hockey and basketball because neither sport shares in the gate 
receipts. Therefore, in the standard formula, the numerator in the 
sales factor would be zero, causing the sales factor to be eliminated. 
The same is true of the payroll factor if all of the payroll is assigned 
to the home s-tate. In addition, the Board examined policy reasons why 
all professional sports should not be treated alike. Unequal treatment 
is especially imperative when there may be materially different economic 
consequences flowing from each sport's distinctive treatment of its gate 
receipts. the court in Bucks, supra p-, stated: 

For example, an NBA team that is consistently able to 
generate higher gate receipts at home than its opponents 
is not required to share the fruits of its efforts with its 
less successful rivals. One result of this policy may be 
that the success of an expansion team is more 
problematical than in football, where the gate-sharing 
arrangement causes the higher drawing teams to 
subsidize the franchises with smaller stadiums or less 
local fan interest. It should also be noted that 
professional football does not follow the NBA practice of 
uniformly scheduling matched pairs· of home and away 
games between each two opponents. The number of 
"odd" games in football would seem naturally to call for 
some sort of regular gate-sharing arrangement, while 
basketball's method of scheduling would require it only 
on rare occasions. 

Thus, the standard UDITPA apportionment formula was 
found not to be a reasonable reflection of the Bucks' and Bruins' 
activities in the State of California. 

As a result, the FTB, pursuant to its discretionary 
power under the UDITPA, developed a special formula. For the sales 
factor, the receipts should be allocated according to the number of 
"games days" in California, as compared to "games days" everywhere. 

-60-

1 
I 
I , 
I 
I 
I 
I 

I 

I 

I 

~ 



MICHIGAN TAX LAW JOURNAL 

For the payroll factor, gate receipts should be allocated according to 
the number of "working days" which the Bucks spent in California as 
compared to the "working days" spent everywhere. ' 

The Bucks challenged the formula arguing that double 
taxation would result and that the uniformity goal of the UDITP A would 
be violated. The double taxation argument failed because the FTB 
demonstrated that the Bucks' activity was intrastate commerce and that 
the state was empowered to tax it. Uniformity is desirable according to 
UDITPA as long as the standard apportionment formula fairly represents 
the extent of the taxpayer's business activity in the taxing state. But, 
in the Bucks and Bruins cases, application of the standard formula 

, resulted in unfairness. The only available remedy is the special 
formula proposed by the FTB. 

A third issue presented was whether or not an additional 
factor of radio and television receipts should be added to the formula. 
The FTB wanted to include the receipts because the Bucks received 
compensation for the right to broadcast and televise their basketball 
games. In addition, the Bucks shared in the proceeds from the NBA's 
national television contract with the major television networks. the 
network telecasted selected games during the regular season and also 
the championship play-offs. The income generated from the national 
television contract is independent of the following factors: whether the 
Bucks are involved; whether a California team is involved; whether the 
games are played in California; whether the games are telecast from 
California; or whether the games are viewed by a California audience. 
Thus, these factors need not be considered in determining the relevant 
formula. 

The success of modern professional sports largely 
depends upon public exposure from the broadcast media. Therefore, 
any revenues derived from such broadcast would constitute income 
arising in their regular course of business. These receipts are 
calculated into the sales factor when using the games played method. 

A final issue was raised only in the Bruins case was 
whether gains from the sale of players' contracts should be included in 
the sales factor. The Franchise Tax Board argued that the selling and 
trading of players from one team to another occurs in the regular 
course of a team's trade or business. 

The SBE found the argument to be unreasonable for two 
reasons. First, the sale of a player contract is decided and executed 
entirely in Massachusetts and, second, no logical connection exists 
between California and these players' transactions. The SBE decided 
not to include gains from the sale of players' contracts in the sales 
factor. 

In a subsequent case, In re the Appeals of Atlanta 
Hockey, Inc., et al, (Cal App Dept Super Ct, Sept. 10, 1985) 
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(available March 8, 1986 on LEXIS, states library, all tax file), the 
Board concluded that the hockey franchises were doing business in 
California and therefore subject to the minimum tax pursuant to Cal 
Rev & Tax § 23151 (West 1982). 

One of the appellants was the Detroit Hockey Club, Inc. 
who sought a refund of $200.00 for the income year 1981. In addition, 
the Detroit Hockey Club was being assessed with a tax and penalty of 
$2,950. 00 for the income years of 1966-1979. The appellants bore the 
burden of proof to show that the FTB's assessments were incorrect. 
Appellants presented absolutely no evidence or arguments to defend 
their position. According to legal representatives of the NBA and NHL, 
the most current issue still in dispute is the assessment of this minimum 
tax f<ya the privilege of exercising a corporate franchise in any given 
state. 

2. Football and Baseball Franchise Cases 

Under the ruies of the National Football League and the 
National Baseball Association, the visiting club receives a minimum of 
$30,000 or 40% of the gate from a regularly scheduied game after certain 
deductions are taken. The deductions are: admission taxes; 2% for 
operation of the ~~gue; and 15% for expenses of the home club in 
staging the game. The balance is retained by the home club. In a 
pre-season exhibition game, a game to play off a tie in a conference 
after the season's play and in a game between the champions of each 
conference, the game receipts are divided equally ~ween the 
competing clubs after certain specified deductions are made. 

In In re the Appeal of New York Giants, Inc, (Cal App 
Dept Super Ct, Feb 3, 1977) (available on March 8, 1986, on LEXIS, 
states library, alltax file), the SBE concluded that the visiting team's 
portion of the gate receipts was in fact part of the Giant's gross 
receipts and includable in the denominator of the sales factor. This 
resuited in the following sales factor: 

Receipts from games 
played in Cal. as visitor 
-=--:-----:::----:------~- = Sales Factor 
(1) 100% entire proceeds from 

home games. 

(2) visitor shares (now included) 

(3) shares received 
40% from games played in 
California and elsewhere 
as visitor 
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It is necessary to include the visitor's share because 
clubs outside of California often must give the visiting club the $30, ooo 
minimum guarantee rather than a percentage due to poor gate receipts. 

The SBE decided that a payment to compensate for the 
loss of exclusive territorial rights is included under business income 
and must be apportioned. The SBE's finding contrasts with the IRS's 
decision to treat this as a capital gain for federal income tax purposes. 
As a capital gain, the payment would normally not be apportioned but 
rather would be allocated entirely to the state in which the taxpayer is 
commercially domiciled. 

3. Cases Involving Individual Athletes 

Individual athletes are either sa}_~ried employees or free 
agents. Usually a free agent is incorporated. For the purposes of 
taxing a nonresident incorporated free agent, the state and the city 
apply the same rules and apportionment methods which they apply to a 
franchise or corporation. For an individual salaried athlete, income 
taxes are either withheld at the source (w_l¥rever the franchise has its 
base of operations) or it is apportioned. If it is apportioned, t~§ 
state or city uses one of two methods, games played or working days. 

In the case of In re Appeal of Dennis F. and Nancy 
Partee, (Cal App Dept Super Ct, October 6, 1976) (available on 
March 8, 1986, on LEXIS, states library, alltax file), hereinafter cited 
as Partee, the SBE decided that the working day formula must be used 
to apportion the salaries of nonresident professional football players -
pursuant to Cal Admin Code, tit 18, R 17954, thus denying a tax 
refund of $163. 7 4. 

The application of a games played formula would 
apportion a much smaller percentage of a football player's income to 
California than would the working day formula. 

games played 
formula 

The following example illustrates this disparity: 

8 games played in California total 
-------~----- = 57% x salary = California 
14 total number of games played source income 

subject to 
taxation 
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in California total 
----------,------ = 75% x salary= California 
98 total number of working days source income 

subject to 
taxation 

During a given football season, the number of games 
played by football players is substantially less than the number ·of 
games played by either hockey players, basketball players, or baseball 
players. In fact, for those athletes who play hockey, baseball, or 
basketball, the number of games played is approximately the same as 
the number of working days which means that either formula can be 
applied to apportion their incomes. 

Additionally, the use of the games played formula would 
be easier to administrate since it requires no information beyond that 
readily available in published team schedules. However, the primary 
purpose of apportionment is not to facilitate administrative procedure; 
rather, it is to effect an equitable allocation of the taxpayer's income. 

According to the SBE in this case and in Bucks, 
obtaining information from the various professional athletic franchises is 
a difficult task. It is unclear whether the difficulty results from an 
unwillingness by these franchises to release such information or whether 
this is simply a lack of recordkeeping as to the whereabouts of their 
ball players during the regular season and off-season. There appears 
to be a certain degree of deference which the SBE exercised in relation 
to these individual ball players and their employers. The SBE's 
deference is ostensibly linked to an apprehension that if the athletic 
franchises or their athletes were pressured then they would take their 
business elsewhere (from Detroit to Pontiac, or Baltimore to 
Indianapolis, for example). The result W<'uld be an extensive loss in 
revenue for any major city or state. 

In a concurrent action, eleven individual athletes 
challenged the FTB including their total salary in the computation of 
the working days formula in determining their California source income. 
In In re The Appeals of Phillip and Diane Krake, et al, (Cal App Dept 
Super Ct, Oct. 6, 1976) (available March 8, 1986, on LEXIS, states 
library, alltax file), hereinafter cited as Krake, the athletes contended 
that pursuant to their standard players' contract, they were required 
to perform "services" for the team during the off -season such as 
keeping in physical shape and refraining from playing hockey for other 
teams. Therefore, a portion of their total salaries represented payment 
for off-season services. the athletes claimed that 144 days 
off-season/365 days in year = 39.5% of their salaries should have been 
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allocated to their states before the FTB applied the working day 
formula. The SBE in denying any tax refund concluded that the 
athletes had been hired by the hockey team primarily for services which 
they would render during the season. Any other "services" were 
"merely incidental." 

A more recent case provides an interesting case study as 
to the lengths to which a state will go to pursue the collection of taxes 
from a nonresident. The case of In re the Appeal of Edward and Carol 
McAneeley, (Cal App Dept Super Ct, Oct. 28, 1980) (available on 
LEXIS, states library, all tax file), hereinafter cited as McAneeley, was 
an appeal of a proposed assessment by the FTB of additional personal 
income tax in the amount of $3,773.14 for the taxable year 1975. The 
issue was whether Mr. McAneeley received any income from a California 
source in 1975. 

Edward McAneeley was a professional hockey player. In 
1975, he and his wife were residents of Canada where they owned and 
maintained a home. Mr. McAneeley performed no services in California 
during the 1975 portion of the 1974-75 season because during that time 
he played for a Utah hockey team which was in a league that had no 
California members. Also, during the 1975 portion of the 1975-76 
season, Mr. McAneeley played for the Edmonton, Alberta team from 
whom he received $5, 100.00 for his services. This team played two of 
is 41 games in California during the 1975 portion of the 1975-76 season. 

Mr. McAneeley's problem was that he was originally 
employed as a hockey player by the Oakland (California) Hockey Club 
during the appeal year under the terms of a two-year contract which 
commenced on Oct. 1, 197 4. Even though the regular hockey season 
extended from October through the following May, Mr. McAneeley only 
played with the Oakland parent club through Nov. 14, 1974. He spent 
the remainder of that season playing for the Utah club. While employed 
in the United States, Mr. McAneeley resided in rented premises. 

The following is a summary of the FTB's computations: 

1.5 months (10/1/74 - 11/14/74) x $35 , 066 .76 = $6,575.02 
8 months (10/1/74 - 5/31/75) California 

source income 
subject to 
taxation 

In addition, the FTB applied the games played formula to 
the $5, 100 which McAneeley received from the Edmonton Hockey Club: 

2 games played in California 
41 games played everywhere X $5,100.00 = $248.78 

California 
source income 
subject to 
taxation 

Total California source income taxable by the state is $6,823. 80. 
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Mr. McAneeley challenged the assessment made against 
the $17,500 which he received for the early termination of his contract 
with the Oakland organization. Mr. McAneeley argued that under the 
doctrine of mobilia sequintum personam, intangible property has its 
situs in the state or country where the owner resides unless it has 
acquired a business situs elsewhere. Since Mr. McAneeley was present 
in California for only two days in 1975, when playing for Edmonton, the 
SBE found that the intangible in question did not have a California 
situs and therefore was not California source income. Thus, 
Mr. McAneeley's assessment was modified in his favor. 

The above cases demonstrate that a state has an 
administratively equitable and feasible method for collecting taxes from 
nonresidents when it is willing to apply the apportionment formulas. To 
the practitioner, there lurks a caveat that he bears the burden of proof 
to show that the application of such a formula would not reflect an 
equitable apportionment of a taxpayer's income. 

'-
Clearly those states which have adopted the UDITPA, as 

Michigan has done, are aware that they are vested with a discretionary 
power to use if necessary a special or alternative apportionment 
formula. MCLA § 205.581(18); MSA § 4.146(101. For the purpose of 
uniformity, such discretion will only be used if the corporation, 
franchise or individual is able to prove that the standards UDITPA 
formula does not fairly represent the extent of a corporation's or 
individual's business activity within the state. As has been exhibited 
by the case law, the professional athletic franchises and the individual 
athletes have distinctly shown that a special apportionment formula 
should be applied to their business activities within any given state. 

IV. ANALYSIS OF ENFORCEMENT PROCEDURES 

Once it has been determined which formu.la should be applied, then 
the tax is assessed. Mter assessment, the tax is either paid 
voluntarily or the state or city is compelled to implement its enforcement 
procedures. 

In Michigan, under the SBT Act, § 89(1) provides that "when 
notice is required . . . , it shall be given either by personal service or 
by certified mail . . . " Furthermore § 91(1) provides that if a tax is 
not paid in a timely manner then a demand will be made for payment. 
If the tax remains unpaid after 10 days - and there is no proceeding to 
review the assessment - then "the commissioner may issue a warrant 
under the official seal of his office." Additionally, the commissioner or 
his authorized employees, may levy and sell only property belonging to 
the delinquent for the payment of taxes, for the cost of executing the 
warrant, and for any added penalties and interest. 

Even with this explicit procedure, Michigan does not make any 
attempt to collect taxes from visitors. "State officials say that it would 
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19 be difficult and could not be fairly enforced. Surprisingly this 
contradicts two factors already mentioned in this article. The first is 
that the methods provided in the SBT Act and in the UDITP A exists for 
the purpose of allowing the state fairly to apportion a taxpayer's income 
with regard to his business activity within the state. Second, the case 
law illustrates that it can be done, even for a nominal amount. 
Furthermore, MCLA § 600.2915; MSA § 27A.2915; allows for the 
reciprocal enforcement of taxes. It states that "the attorney general 
and appropriate legal offices of the political subdivisions of this state 
are empowered to bring actions in the courts of other states to collect 
taxes legally due this state or its political subdivisions." This 
reciprocity would facilitate the questionable enforcement problem which 
the state is anticipating. 

The state is currently studying a procedure whereby the Michigan 
Department of Treasury would access the records of the Internal 
Revenue Service to dete~tJrlne where an athlete or entertainer has 
earned his or her income. With this information from the federal tax 
authority, the Michigan State Tax Division could pursue certain 
individuals directly and not fiWait a voluntary response by the 
individual nonresident taxpayer. 

City income tax enforcement procedures differ from those of the 
State of Michigan. Under § 86 of the Uniform City Income Tax 
Ordinance, the administrator shall issue a 10-day demand for payment 
and if no payment or satisfactory evidence of payment is made ... he 
may thereafter recover the tax with interest and penalties thereon in 
the name of the city in any court of competent jurisdiction as other 
debts are recoverable or prosecute for violation of this ordinance under 
§ 99." Section 99 provides that non -payment of taxes is punishable by 
a fine not exceeding $500.00 or imprisonment for a period not exceeding 
90 days. 

Most notably, unlike the cited provisions in the SBT Act, the City 
Income Tax Ordinance is not explicit as to the authority which it may 
or may not have to issue warrants. Howev!!, in 1985, the city issued 
warrants for 12 visiting baseball players. One New York player, 
Willie Randolph, was in fact served with an arrest warrant for tax 
evasion at Tiger Stadium, whereupon he immediately wrote out a check 
for $200. According to the press, Ralph Hurte, the city income tax 
chief, denies having served Mr. Randolph with the war!tnt, but did 
indicate that the city had a signed warrant prepared. One must 
question the city's diplomacy when it issues and serves warrants on 
individuals who bring in revenue and enhance the city's image merely 
by their presence. 

The extremely high salaries paid to athletes under contract is 
indeed an incentive to enforce the collection of taxes from nonresidents· 
For example, Jim Rice, the American League's highest paid Ilj~yer ~n 
1985, was in Detroit for seven of the 182 days of the season. Th1s 
would mean that the city could collect taxes on 7/182 or 3. 8% of his 
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salary. Riee earns $2. 09 million a year, which would make $79,420 of 
his inco!tf subject to the Detroit tax rate for nonresidents of 1. 5 
percent. Therefore, Rice could owe Detroit about $1,191 in city 
income tax, depending how many exemptions he claims. 

Mr. Mark Van, the deputy director of the city ~'/come tax division 
and Mr. Hurte both claim a "100% collection rate." They attribute 
increased enforcement to an extreme escalation of earnings received by 
individual at~§tes and the fact that the city's tax rate tripled effective 
July 1, 1981. Nonetheless, the city ignores the lower paid incUvidual 
athletes who perform for only one or two days a iffar at Joe Louis 
because enforcement is too difficult administratively. This is clearly 
discriminatory towards both the higher paid nonresident athlet~ or 
entertainer and the resident of Detroit. The city has apparently 
created some magical "threshold." This threshold is not designated in 
any statute or ordinance. If one falls below the threshold and one is a 
nonresident, then one would not be assessed taxes by the city even 
thought he law creates an obligation of payment. such a "threshold" 
cannot result in any uniformity or enhance enforcement. 

V. CONCLUSION 

Detroit is the sixth largest city in the United States in terms of 
population. With over 1, 200,000 inhabitants, the city is a prime 
location for major sports events such as the Detroit Grand Prix and for 
major stops on entertainers' nationwide tours. Realizing that there is 
this great potential for revenue and knowing that the State of Michigan 
and the City of Detroit have the mechanisms to accomplish the collection 
of such revenue, one wonders why the collection rate is not 100%. 

A prime example of what the city can collect from an entertainer 
who is only in town for a short stay is illustrated by the $5, 700 which 
Bruce Springsteen was assessed for his two night stand at Joe Louis 
Arena in 1984. The "Boss," Bruce Springsteen, was paid $380, 000 and 
was assessed the 1. 5 percent nonresident income tax. The assessment 
of $5,700 is "roughly equivalent to the sy,mbined annual tax bill for 15 
typical suburbanites working in Detroit." 

Further statistics from 1984 demonstrate that Detroit collected 
$300,000 from athletes and entertainers who played or performed in 
Detroit. According to Mr. Hurte, this Sl "enough to keep six police 
officers on the streets for another year. Police protection is one of 
many vital government services which all taxpayers demand whether it 
is for one performance or for every day. Therefore, the revenue from 
the collection of taxes of nonresidents conducting business within either 
the State of Michigan or the City of Detroit is important for the 
maintenance of such services and the development of others. 

*Class of 1987, University of Detroit School of Law 
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Single Business Tax 

COMPUTATION OF MICHIGAN ADJUSTED TAX BASE 
MICHIGAN TAX LAW JOURNAL 

BUSINESS INCOME 
(FEDERAL TAXABLE 

INCOME* 

with 
tus ___________________________________ adjustments ___________________________________ Minus 

1come from obligations of other states 
ncome taxes and business privileges tax 
3L carry-backs or -overs 
~ital losses after 1/1/76 
ertain depreciation or amortization Equals 
ividends, interest or royalties paid 
0ropensation paid 
apital gains. deduction of individuals 
if related to business activity 

eductions or exclusions allowed 
special types of taxpayers 

Dividends, interest or royalties received 
Capital loss not deducted in computing 

federal taxable income 

MICHIGAN TAX BASE 

>pportioned Income 

which after 

l 
ALLOCATION OR 
APPORTIONMENT 

1 2 3 = Property factor + Payroll factor + Sales Factor x Tax base 

I 
and 

>lus _______________________________ additional adjustments ____________________________ Minus 

>roceeds from sale of tangible assets Cost of acquisition of tangible assets 
Business loss 

1 
r 

l 

3 

Equals Carryover of corporate NOL from income 
income tax 

Specific exemption 

MICHIGAN ADJUSTED 
TAX BASE 

For individuals, business income is that portion of federal taxable income derived 
from business activity. 

Property Factor = Real and tangible ~ersonal ~ro~erty in Michigan 
Real and tangible personal property everywhere 

Payroll Factor = Wages ~aid in Michigan 
Wages paid everywhere 

Sales Factor = Sales in Michigan 
Total Sales 
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NOTES 

1. Travis v Yale & Towne Mfg. Co., 252 US 60, 40 S Ct 228 (1920). 

2. For a full discussion see Starr, Reciprocal and Retaliatory 
Legislation in the American States, 21 Minn L Rev 371 (1937). 

3. Since 1958, 26 states including Michigan have adopted the Uniform 
Division of Income for Tax Purposes Act. For a full discussion 
see Hellerstein, Some Reflections on the State Taxation of a 
Nonresident's Personal Income, 72 Mich L Rev 1309 (1974). 

4. For a full discussion see Schmidt, State Taxation of Interstate 
Commerce and Apportionment of Income: the Iowa formula under 
attack, 4 J. Corp L 125, 131 (1978). 

5. Act 60, Laws 1981. 

6. In 26 USC 3401(d), for purposes of this chapter, the term 
'employer' means the person for whom an individual performs or 
performed any service, of whatever nature, as the employee of 
such person, except that- (1) if the person for whom the individ
ual performs or performed the services does not have control of 
the payment of the wages from such services, the term 'employer' 
(except for purposes of subsection (a)) means the person having 
control of the payment of such wages .. 

7. Generally [the employer/employee] relationship exists when the 
person for whom services are performed has the right to control 
and direct the individual---Wh.o--pel'i'OFms--the services, not only as to 
the result to be accomplished by the work but also as to the 
details and means by which that result is accomplished. That is, 
an employee is subject to the will and control of the employer not 
only as to what shall be done but how it shall be done. In this 
connection, it is not necessary that the employer actually direct or 
control the manner in which the services are performed; it is 
sufficient if he has the right to do so. The right to discharge is 
also an important factor indicating the person possessing that right 
is an employer. Other factors characteristic of an employer, but 
not necessarily present in every case, are the furnishing of tools 
and the furnishing of a place to work, to the individual who 
performs the services . Treas Reg § 3121 (d) -1 (c)( 2) . 

8. Interview with Mr. Ronald Schacht, attorney who has participated 
in the litigation of various issues involving professional athletic 
franchises. March 7, 1986. 

9. id 

10. Interview with Mr. Robert Quicky, Public Relations director for 
the National Basketball Association. March 6, 1986. 

11. id 
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12. id 

13. See supra note 8 and note 10. 

14. Interview with Mr. Joseph Browne, Director of Public Relaticms for 
the National Football League. March 18, 1986. 

15. id 

16. See supra note 8. 

17. See supra note 8. 

18. See supra note 8. 

19. · MacNow, Visiting Stars Find Detroit Performances Slightly Taxing: 
City Cops-a Share of Their Pay, Detroit Free Press, 
September 28, 1986 at 3A. 

20. Interview with Mr. Gary Sandborn, Asst. Administrator of the 
Single Business Tax Division, Mich. Dept. of Treasury, May 28, 
1986. 

21. Interview with Ms. Dawn Moore, Administrator of Tax Collection 
Enforcement Division, Mich. Dept. of Treasury, June 10, 1986. 

22 . See supra note 19. 

23. See supra note 19. 

24. See supra note 19. 

25. See supra note 19. 

26. See supra note 19. 

27. Interview with Mr. Mark Van, the Deputy director of the Income 
Tax Division, March 28, 1986. Subsequent interviews revealed 
that any information regarding the enforcement of tax collection 
could only be released pursuant to a grant of authority from Mayor 
Coleman Young's office. 

28. id Act 60, 1981. 

29. See supra note 19. 

30. See supra note 19. 

31. See supra note 19. 

* Class of 1987, University of Detroit School of Law 
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INCOME TAX - BUSINESS LOSS DEDUCTIONS 

Horsebreeding and racing losses were properly subtracted from gross 
income and need not be added back into the adjusted gross to compute 
Michigan taxable income where the evidence suggests that the operations 
were carried out with a profit objective within the meaning of Sec
tion 183 of the Internal Revenue Code. 

Olijynk v Michigan Dep't of Treasury, MTT No. 94603 (July 23, 1986) 

FACTS: Petitioners, husband and wife, are both school teachers who 
became interested in racing and breeding Appaloosa horses. In .1979, 
they sold their cattle farm and purchased a horse farm near the Detroit 
Race Course. They were relatively inexperienced in horse breeding 
and racing before they embarked on this venture, but took measures to 
gain experience and cut costs. They kept accounting, performance, 
pedigree, and bloodline records. They also outlined strategy, kept 
inventory lists, and projected future income and expenses. Petitioners 
and their family did not ride the horses. 

The net losses for the years in dispute were as follows: 1979 -
$24,266; 1980 $33,376; 1981 $28,553; and 1982 $32,232. 
Petitioners assert that the horse-related activities were undertaken with 
the requisite profit motive. Thus, the losses sustained were properly 
subtracted from gross income and need not be added to adjusted gross 
to compute Michigan taxable income. 

Respondent, the Michigan Department of Treasury contends that 
Petitioners' activities were personal recreational pursuits and the losses 
engendered by same must be added back to adjusted gross income. 
Hence, on May 16, 1985, Respondents issued an assessment in the 
amount of $5,120.84 plus interest at a statutory rate for the years in 
question. Petitioners appealed for a redetermination of the assessment. 
A hearing was held on June 23, 1986. 

HELD: Assessment cancelled. In determining whether an individual is 
engaged in an activity for which deductions are allowable, the 
paramount criterion is whether the individual pursues the activity with 
the predominant intention of making a profit. The individual's 
expectation of profit need not be reasonable, although it must be bona 
fide and discernible from the facts and circumstances of the case. 
After assessing a number of relevant factors, the court concluded that 
Petitioners' horse breeding and racing activities were carried on with a 
profit objective within the meaning of Section 183 of the Internal 
Revenue Code. Accordingly, the business loss deductions were 
properly reflected in Petitioners' adjusted gross income and need not be 
added back for the years in question. 
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INTANGIBLES TAX- DIVIDENDS FROM SUBCHAPTER S CORPORATION 

Shares in a subchapter S corporation constitute intangible personal 
property and yields therefrom are taxable under the Intangibles Tax 
Act. 

Rosenbalm v Michigan Department of Treasury, MTT Docket No. 97643 
(August 1, 1986) 

FACTS: Plaintiff disputed the Treasury Department's treatment of 
distributions received from Rosenbalm Aviation, Inc., a corporation 
organized under subchapter S of the Internal Revenue Code of 1954. 
During the years in issue, 1978 to 1982, plaintiff, William Rosenbalm, 
owned from 33-1/3% to 100% of the issued and outstanding stock of the 
corporation. The Michigan Department of Treasury viewed the 
distributions as a yield from plaintiff's shares of stock. As such, they 
had to be reported as income under the Intangibles Tax Act, 
MCLA 205.131; MSA 7.556. Plaintiff argued that: 1) the intangibles 
tax does not apply to shares of stock in a subchapter S corporation; 
2) the distributions constituted business income not subject to the 
intangibles tax; 3) the income earned from intangible property is taxed 
twice, and is thus a graduated tax which is prohibited by Michigan's 
Constitution; and 4) application of the intangibles tax to business 
income, the source of which includes income from interstate activities, 
violates the Due Process Clause of the Fourteenth Amendment to the 
United States Constitution. 

HELD: Affirmed. Shares in a subchapter S corporation constitute 
income producing intangible personal property. Yields from those 
shares are taxable under the Intangibles Tax Act. In determining 
whether the Intangibles Tax Act applied to a subchapter S corporation, 
the Tribunal held that as long as a yield is from shares in a 
corporation, the form of that distribution is irrelevant. Second, 
Michigan does not recognize subchapter S corporations as a taxable 
entity. Thus, distributions from subchapter S corporations constitute 
passive dividend income and not business income. In order for double 
taxation in the prohibited sense to occur, the intangibles tax would 
have to be imposed on the same property, for the same purpose, and 
by the same authority during the same taxable period. Since Michigan's 
income tax is a tax on the privilege of receiving income, whereas the 
intangibles tax is a tax on the privilege of owning property, the court 
held that no double taxation has occurred. Finally, the Due Process 
Clause of the Fourteenth Amendment to the Constitution has not been 
violated since yields from the shares did not constitute business income 
and therefore did not have to be apportioned for interstate activities. 
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REAL PROPERTY-ASSESSMENT - REQUIREMENT OF NOTICE - PRIOR 
TRIBUNAL DECREASE 

A property owner is not entitled to notification pursuant to 
MCLA 211.24c; MSA 7 .24(3) where an assessment is increased over the 
Tribunal's prior year valuation. 

Hidden Valley Estates v City of Hastings, MTT Docket No. 96535 
(August 4, 1986). 

FACTS: Petitioner, Hidden Valley Estates, brings this action to 
challenge its 1985 property assessment. The 1985 notice of assessment 
indicated that the assessment value for petitioner's property was 
$850,000. Petitioner argues that the 1985 assessment should equal the 
1984 assessments because 1) its 1984 assessed valuation was reduced by 
the Tax Tribunal, from $850,000 to $650,000; 2) the assessment roll was 
corrected to indicate such valuation for the 1984 tax year, and 3) it 
received no notice of an increase over the previous assessment value. 
Petitioner relies on MCLA 211.24c; MSA 7 .24(3), and argues that a 
higher assessment is invalid unless the notice requirements are met. 
Petitioner filed a Motion for Summary Disposition pursuant to 
MCR 2.116(c)(10) and moves that the Tribunal issue an order 
invalidating the increase of $200,000 in assessed valuation for the 
subject property for the 1985 tax year. 

HELD: Motion denied. MCLA 211.24c; MSA 7 .24(3) requires that an 
assessor notify an owner of an increase in an assessment and such 
notice should specify the assessed valuation for the year and the 
previous year. However, a reduction in an assessment which is the 
result of a Tribunal decision is not a reduction which is made by the 
assessing district. A property owner is not entitled to notification by 
an assessor under MCLA 211.24c; MSA 7 .24(3) when a subsequent 
assessment constitutes an increase over the Tribunal's prior 
determination of assessed value. Under these circumstances, complying 
with MCLA 211.24c; MSA 7 .24(3) would be impossible. It is not 
uncommon for a Tribunal decision regarding a prior year's assessment 
to be issued past the time limits imposed by MCLA 211.24c; MSA 7 .24(3) 
for sending notice of the subsequent year's assessment. Even if 
MCLA 211.24c; MSA 7 .24(3) were deemed to be applicable to the facts 
alleged, the petitioner has relied on case law interpreting statutory 
language which has subsequently been amended. The amendment does 
not require an invalidation of the increased portion of the assessment. 
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REAL PROPERTY 
RESTORATION 

TRUE CASH VALUE HOME REPAIR AND 

"Repair," "replacement," and "maintenance" are standardized terms 
defined in the treatises used by the appraisal profession. Petitioners' 
extensive improvements and renovations do not comply with the 
exemptions in the Mathieu Gast Home Improvement Act of 1976. 

Fisher v Sunfield Township, MTT Docket No. 77832 (August 4, 1986) 

FACTS: Petitioners made many repairs on a farmhouse that has been in 
Sandra Fisher's family since 1865. Improvements included: outside 
painting; repair or replacement of siding, roof, porch, existing 
masonry; replacement of gutters, storm windows, doors, lighting and 
plumbing fixtures; insulation; rewiring; replacement of furnace, inside 
ceiling and walls, floor surfaces; inside painting, removal of partitions; 
and replacement of dated interior woodwork. 

Petitioners assert that the repairs comply with the Mathieu-Gast Home 
Improvement Act of 1976, (1976 PA 293); MCLA 211.27(c); MSA 7.27(2), 
and that the true cash value of a repaired and restored home should 
not reflect a taxpayer's expense in restoring the home. Petitioners had 
expended $49,700 for the above improvements and submitted a request 
for non-consideration of normal repair and maintenance expenditures for 
the 1983 tax year. 

Respondent gave petitioners a credit of $6,500 in 1983 for the cost of 
the new roof, siding and windows. In 1984 the credit was increased to 
$9,000. 

The hearing referee held that the improvements were not within the 
Mathieu-Gast Act and referred to the 1975 edition of Real Estate 
Appraisal Terminology for the definitions of the terms "normal repairs, 
replacement, and maintenance." 

Petitioners contend that the Mathieu-Gast Act itself defined the . terms 
via examples (a) through (o) and that the hearing referee erroneously 
sought the definitions elsewhere. 

Initially, the case was heard before a Hearing Referee on March 30, 
1984. A rehearing took place before a Tribunal Judge on November 25, 
1985, from which this decision was rendered. 

HELD: Appeal dismissed. Most of the improvements 
petitioners did not meet the standard definitions of 
"replacement," and "maintenance." The petitioners have 
sustain their burden of proving entitlement to exclusion. 

made by 
"repair," 
failed to 

The purpose of the Mathieu-Gast Act was to stop the spread of urban 
blight and to encourage homeowners to maintain their homes without 
being penalized by greater taxation. 
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Although the items listed in MCLA 211.27; MSA 7 .27(a) through (o) 
closely resemble the changes made by petitioners, the Mathieu-Gast Act 
can only be read in light of the definitions of "repair," "replacement," 
and "maintenance" as defined by standard treatises of the appraisal 
profession. 

The court construes "repairs" as being limited to a general upkeep in 
maintaining property in its original condition and efficiency; 
"replacement" is the substitution of a capital asset which has become 
exhausted or inadequate with one of fundamentally the same type or 
utility; and "maintenance" is the act of keeping a property in a 
condition to perform efficiently. "Normal" is used to modify the above 
three terms. "Normal" means whatever is of average type and quality 
for the residence at the time improvements are made, allowing for 
modernization. 

The improvements have altered the residence from an average quality 
older farmhouse to an extremely attractive modern residence. i 
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REAL PROPERTY TAX - VALUATION - MARKET OR COST APPROACH _ 
GOLF COURSE 

A modified cost method is the proper means of valuing 
owner-constructed property for tax assessment purposes. 

NI CKOLAOU v :::::.E7=M=ME=Tc..::T=------=T...:::O'-'-W=N.:..:;S==H=I=-P, 
(February 24, 1986) 

MTT Docket No. 79205, 

FACTS: Petitioners George and Mary Nickolaou purchased and 
developed a golf course for public use. The assessed value of the 
property was determined to be $434, 800 for the tax years 1983, 1984, 
and 1985. Petitioners contend that the assessed value of the property 
should be $230,292 for the years in question. At issue are the proper 
method of valuation for owner-constructed property and the true cash 
value of the subject property. Petitioners base their claim on the 
Market Data Approach, comparing the subject property to four pieces of 
similar property sold on the open market. The four sales were not 
adjusted for comparability to the subject property and two of the sales 
were forced transactions. Respondent Emmett Township relies on the 
cost method of valuation which is better tempered to reflect the physical 
characteristics of improvements to the subject property. Petitioners 
assert that if the cost approach is the proper method of valuation then 
the out-of -pocket expense of the petitioner is the actual cost for tax 
assessment purposes. This does not take into account the value of the 
owner's labor and overhead. 

HELD: Affirmed. The Tax Tribunal upheld the assessment of 
$434,800. The Tax Tribunal must use the method which is most 
accurate after all the evidence is presented at the hearing. The market 
approach is applicable in golf course appraisal if the appraiser can find 
open market sales of comparable golf courses. In this particular case 
the available sales were not comparable and in some instances were not 
arm's length transactions. The estimate of value must be based on the 
cost approach when there are insufficient sales of similar property for 
comparison. The $434,800 valuation according to the cost approach, 
which includes the value of the owner's labor and consideration for 
overhead, is the true cash value of the subject property. The cost 
approach is to be modified, in circumstances where property is 
owner-constructed, to include the fair market value of improvements to 
the subject property. 
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REAL PROPERTY TAX - VALUATION OF INDUSTRIAL FACILITY 

Market approach provides more reliable valuation when property and use 
are not unique, there exists a comparable market, and obsolescence 
leads to undue subjectivity with the cost approach. 

Hastings Manufacturing Co v City of Hastings, MTT Docket No. 61691 
(September 23, 1986) 

FACTS: Petitioner seeks a redetermination of the valuation and 
property tax assessment of its automotive products manufacturing 
facility for tax years 1982 through 1986. The facility, comprising 
several buildings constructed and acquire from 1890 to 1980, is located 
on approximately 22 acres. The main manufacturing building was 
constructed prior to 1940. The gross floor area totals approximately 
470,321 square feet. The facility, generally utilized to its full 
capacity, has a number of functional and physical defects which result 
in excess operating costs. 

Petitioner argues that the facility is property classified as "general 
purpose, light industrial," and that a proper valuation method is based 
on the market approach. Petitioner utilized the market approach 
because it determined that there were adequate sales of comparable 
properties upon which to value per square foot of building area. 
Petitioner rejected a cost approach because due to the age, size and 
number of structures involved, the obsolescence and depreciation 
estimates required under that method were considered to be. unreliable. 
Petitioner argues that the market value of $3.20 per square foot should 
be applied to its ground floor area of 350,625 square feet to arrive at 
the proper true cash value. 

Respondent argues that the property should be classified as "special 
purpose" and that since there were no similar sales of special purpose 
industrial property, a market approach was not feasible. Respondent 
relies upon the cost approach adjusted for depreciation and 
obsolescence, and incorporates the gross floor area of 470,321 square 
feet. 

HELD: Respondent erred in classifying the property as "special 
purpose" rather than a single facility tuned to the needs of the 
petitioner. Petitioner's activities can be carried out in any suitable 
light industrial facility. The classification was improper because: 
1) the property is not unique; 2) the use is not unique compared to 
other possible light industrial uses; 3) there is extreme obsolescence; 
and 4) there is a comparable market for light industrial facilities. The 
erroneous classification resulted in the unwarranted exclusion of 
comparable light industrial market data from the valuation process 
employed by respondent. 

The petitioner's market approach presents the more reliable basis for 
valuation under the circumstances. Comparable sales of similar 
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property afforded an accurate basis for market valuation. The high 
degree of obsolescence compounds the subjectivity inherent in the cost 
approach. Also, the cost approach tends to indicate "value in use" 
rather than the "true cash value" required by law. Const 1963, art 4, 
sec 8. Where possible the market approach is preferred. 
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PROPERTY TAX APPEAL - TRUE CASH VALUE - BURDEN OF PROOF -
ARMS LENGTH TRANSACTION. 

In a property tax appeal, evidence of a single sale of that property in 
a less than arms length transaction does not meet the burden of proof 
to establish true cash value. 

Metal Specialities v Harrison Township, MTT Docket No. 86670 
(August 1, 1986) 

FACTS: Petitioner, Metal Specialties, appealed the assessment on 
commercial property it owned, contending that the assessment on the 
roll exceeded 50% of the true cash value. Petitioner offered a warranty 
deed as evidence that it purchased the property in 1983 from Blue Chip 
Investment Company for $305,000. Donald Line was a 25% partner in 
Blue Chip and was chairman of the board and a 40% shareholder in the 
petitioner-purchaser. 

HELD: Affirmed. Petitioner failed to meet its burden of proof in 
establishing the true cash value of the property, as required by law. 
MCLA 205. 737; MSA 7 .650(37). The only evidence offered by petitioner 
in support of its contention of true cash value was the warranty deed 
for the property sale in 1983. Relying on Moran v Grosse Pointe 
Township, 317 Mich 248, 26 NW2d 763 (1947), the tribunal reasoned that 
a single sale of property does not determine true cash value because 
that single sale may be peculiar- and subject to temporary economic 
conditions. Additionally, petitioner failed to prove that the sale was an 
arms length transaction, citing the relationship between buyer and 
seller. 
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SALES TAX - ADVERTISING AGENCY EXEMPTION 

"Real object" test used to determine whether transaction is a taxable 
sale or an exempt service. 

Shelby Graphics Inc v Michigan Department of Treasury, MTT Docket 
No. 83611, (October 7, 1986). 

FACTS: Petitioner seeks a redetermination of a Sales Tax assessment 
for the years 1978 through 1981. Petitioner designs and furnishes 
advertising products primarily for its largest customer, Chatham 
Supermarkets, Inc.. Shelby had a well-established informal working 
relationship with Chatham which advised petitioner of the art 
requirements, but often left design to petitioner's discretion. Virtually 
all work was conducted on petitioner's premises. Only a small portion 
of each invoice related to the cost of materials used to create the 
product. Petitioner collected no sales tax from Chatham during the 
audit period, arguing that it qualified for unique sales tax treatment as 
an advertising agency under Special Sales Tax Rule 83, 1979 ACR 
205.133. Respondent argues that although some of petitioner's activities 
parallel those of a legitimate ad agency, they fail to qualify for the 
specific sales tax requirements of Rule 83. 

HELD: Affirmed. Petitioner does not meet the requirements for special 
sales tax treatment as an ad agency under Rule 83. The "Special 
Order" relationship between buyer and seller is an insufficient ground 
on which to make the sales versus service determination because it 
illegitimately distinguishes between customized goods and those produced 
for mass consumption. The imposition of sales tax liability cannot rest 
on such an artificial categorization. Similarly, tests which attempt to 
evaluate the sales/service question by measuring the value of services 
rendered in proportion to the value of tangible property utilized, 
cannot determine whether a single transaction is a sale or a service. 
"Gross proceeds," the base with respect to which Michigan sales tax 
obligations are computed, specifically includes "the cost of labor." 
MCLA 205.51(1)(g); MSA 7.521(1)(g). 

The test which will be applied to determine whether a transaction is a 
taxable sale or an exempt service is the "real object" test. The real 
object test considers the intent of the purchaser in acquiring an item 
and asks whether he is seeking to obtain the services of the seller or 
is contracting for a tangible end product. An application of the real 
object test to the facts reveals that Chatham's intent was to obtain a 
tangible end product from the petitioner for advertising-related 
purposes within its supermarket chain. Petitioner made retail sales and 
is responsible for the applicable sales tax. 
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SINGLE BUSINESS TAX- FRANCHISE FEE LIABILITY 

Royalties determined by treatment accorded in franchise agreement. 

Mourad Brothers, Inc v Michigan Department of Treasury, MTT Docket 
No. 95725, 95726 and 95727 (September 26, 1986) 

FACTS: Petitioners, franchisees of Elias Brothers Restaurants, Inc., 
seek redetermination of assessments for Single Business Tax on 
franchise fees paid for the years 1979 through 1982. The fees consist 
of 5% of gross sales, according to the franchise agreement and are for 
advisory services, advertising, and for the privilege of operating under 
the trademark of the franchisor. Prior to the tax years in question the 
franchise agreement expressly allocated the fee: 2% for services, 2% for 
advertising and 1% for use of the trademark. The subsequent 
agreement made no allocation of the 5% fee, but stated it was for these 
three items. Elias Brothers treated the entire 5% fees as royalty 
payments and deducted them in computing its single business tax base. 
Respondent "added back" this amount to petitioner's tax base according 
the Single Business Tax Act, MCLA 208. 9( 4)(g); MSA 7. 558(9)( 4)(g). 

Petitioners argue that only 20% of the 5% fee, or 1% at most can be 
considered a royalty payment because evidence had shown the remainder 
to be remuneration for advertising and services. Petitioners further 
argue -t-hat a franchisor's treatment of payments received from its 
franchisees as royalties is not conclusive upon the franchisees. 

Respondent maintains that the rendering of services by franchisors does 
not detract from the nature of the payments being "royalties" under the 
statute. Respondent states that the statute requires the deduction of 
royalty income by the recipient and requires that the payor add-back 
such payments in the computation of its SBT tax base. Respondent's 
policy is that if the franchisor subtracts the royalties, then the 
franchisee must add them back. -

HELD: Affirmed. The franchise fees paid by petitioners were properly 
included in their business tax base. The Single Business Tax Act 
taxes the person who pays royalties and not the one who receives them. 
A "royalty" generally represents a share of profit reserved to an owner 
for another's use of the owner's property and includes- a franchisee's 
use of a trademark. Although the evidence showed that not all of the 
5% fee could be considered royalties, the effective franchise agreement 
was silent on apportionment and Elias Brothers did treat these payments 
entirely as a royalty subtraction on its SBT returns. 

In determining whether franchise fees are royalties for purposes of the 
Single Business Tax, the key is to look at how the franchisee and 
franchisor treated the payments in relation to their own franchise 
agreement. To apportion any of the 5% fees to services and advertising 
would mean that that amount would escape taxation, or that respondent 
would be required to adjust Elias' SBT tax base. That would be 
contrary to the franchise agreement between the parties. 
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