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TAXATION SECTION 

STATE MICHIGAN 

OPEN INVITATION TO JOIN IN "OPERATION FRESH START" 

Dear Taxation Section Member: 

I am writing to enlist your support in an Internal Revenue 
Service initiative called "Operation Fresh start." Begun 
in October 1992, Operation Fresh Start gives delinquent 
taxpayers the opportunity to voluntarily file unfiled tax 
returns without the risk of criminal prosecution. 

The government estimates an annual $7 billion loss due to 
individuals and businesses failing to file required tax 
returns. As many as 200,000 Michigan taxpayers, and more 
than six million nationwide, are delinquent in filing prior 
year returns. 

There are many reasons why a return is not filed. Perhaps 
a traumatic event triggered non-compliance -- a divorce, a 
business disaster, a personal crisis, or a combination of 
causes. However, after several years of non-filing, many 
of these individuals want to get back into the system. The 
IRS says that the majority of the non-filers who have 
voluntarily re-entered the tax system since Operation Fresh 
Start began have expressed relief and gratitude about 
taking care of a problem that worried them for years. And, 
surprisingly, nearly 40% of the Operation Fresh Start 
returns the IRS has received so far resulted in refunds to 
the taxpayers. 

What can you do to help in this important project? First 
of all, you can talk about the program with clients and 
associates. If any of your clients are non-filers, you can 
urge them to take advantage of this program. While the IRS 
emphasizes that this is not an amnesty program, you should 
know that the IRS will not seek any criminal sanctions 
against non-filers who are not already under criminal 
investigation and who voluntarily and honestly file all tax 
returns due. It should be noted that the avoidance of 
criminal sanctions does not apply to illegal source income. 
Perhaps you could send a letter to your clients, or put an 
article about Operation Fresh Start· in newsletters you send 
them. Certainly, in the event large amounts of income and 
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expenses are involved, or if there are concerns with 
respect to the returns, you can offer representation on 
behalf of a non-filer. 

I would also like to remind you that non-filing of income 
tax returns and/or the invasion of income taxes may 
negatively impact the State Bar's determination of the 
fitness of an attorney to practice law. Conviction of tax 
evasion andfor willful failure to file may result in 
suspension-and/or disbarment. John 0. Hummel, the Detroit 
District Director of the Internal Revenue Service, has 
indicated to me that the Internal Revenue Service estimates 
that 2%-7% of attorneys are non-filers. If you are a 
non-filer, I strongly urge you to consider making use of. 
this program, since the avoidance of criminal sanctions 
would not negatively impact upon your ability to practice 
law. 

It is also important for you to know that for those 
non-filers who are worried about being able to pay past-due 
taxes and interest (penalties may be waived in cases where 
reasonable cause for non-filing exists), the .IRS is more 
willing than ever to work out payment arrangements. If 
individuals can't pay in full, the IRS has significantly 
liberalized their policy on granting installment agreements 
andfor considering offers to compromise the tax bill. 

I urge you to "spread the word" about this unique and 
significant IRS program. If you have a question, or would 
like to know more about Operation Fresh Start, please call 
the IRS Non-filer Coordinator, Rosalynn Martin, at 
(313) 226-4850. 

Operation Fresh Start -- it's never too late to get right 
with the government -- and it's the righ't thing to do. 

Sincerely, 

Thomas G. Mies 
Chairperson 
Practice and Procedure Committee 
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Report of the 
Corporation Committee 
Mark C. Larson, Chairperson 
Dykema Gossett 
400 Renaissance Ctr., 35th Floor 
Detroit, Ml 48243-1504 
(313) 568-6790 

1.· Chairperson's Message. 
I would like to encourage all individu
als with an interest in corporate 
taxation to do three things. First, 
attend the Summer Tax Conference 
at the Grand Traverse Resort on July 
29-31. There are excellent speakers 
on the agenda which includes limited 
liability companies. Second, attend 
the annual State Bar convention in 
Grand Rapids in September. The 
Tax Section hopes to focus on recent 
tax legislation which should be 
passed by then. Third, I encourage 
each of you to attend our committee 
meetings, usually held with the 
Partnership Committee. Please feel 
free to suggest topics and to volunteer 
for presentations. 

2. Recent Activities. 
On March 17, 1993 the Corporation 
Committee, the Partnership Commit
tee, and the Real Estate Section's 
Committee on Federal Income Tax 
Aspects of Real Estate Transactions 
held a joint meeting. The meeting 
included presentations on the re
cently proposed debt modification 
regulations and on recent S corpora
tion regulations. Recent IRS audit 
activity regarding the issues of cov
enants, debt-equity characterizations, 
and reasonable compensation was 
discussed. No frivolity took place 
at the meeting and discussion of 
secession from the Union upon a 
major tax increase has been tabled 
(temporarily). 

3. Future Schedule. 
On May 20, 1993, our original meet
ing agenda focused on IRC § 704(c) 
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but the recent signing into law of the 
Michigan Limited Liability Company 
Act dictates that this take top billing. 
A discussion of the Newark Morning 
Ledger decision was also on the 
agenda. 

4. Important Developments. 
Two major developments have re
cently occurred. First, the Michigan 
Limited Liability Company Act has 
been signed into law. The importance 
of this legislation is covered by the 
Report of the Partnership Committee. 
Second is the Supreme Court's deci
sion in favor of the taxpayer in New
ark Morning Ledger. Justice 
Blackmun, writing the decision for 
a 5-4 majority, stated that any asset 
with an ascertainable value and a 
limited useful life is by definition not 
goodwill and is therefore amortizable. 
The decision thus accepts the tax
payer's argument that the nature of 
the intangible asset is not relevant. 
Under the facts of the case, the IRS 
stipulated to a determinable useful 
life of an acquired customer list but 
claimed that it was inseparable from 
goodwill and therefore not amortiz
able. The result is probably impor
tant for three reasons. First, the 
decision gives additional comfort for 
amortizing intangible assets. Second, 
the battleground moves to the facts. 
It is unlikely that the IRS will stipu
late to the value or to a limited useful 
life in the future. Third, this decision 
will certainly cause the government 
(those people who are here to help 
you) to seek legislation to simplify 
this entire area. 

Report of the Employee 
Benefits Committee 
Janet G. Witkowski, Chairperson 
Jaffe, Snider, Raitt & Heuer, P.C. 
One Woodward Avenue, Suite 2400 
Detroit, Ml 48226 
(313) 961-8380 I. 

.I 
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1. Chairperson's Message. 
These are times of anxious anticipa
tion for employee benefits lawyers. 
I'm sure that many of you share with 
me a sense of excitement that much 
needed attention is being focused on 
the problems of our health care 
system along with concern about 
whether any changes which are 
ultimately adopted will be effective 
and affordable. In the area of quali
fied plans, we are still waiting for 
final regulations and the opening of 
a full determination letter program 
nearly a decade after the enactment 
ofTRA '86. Meanwhile, Congress 
seems ready to further undermine 
the private sector's ability to provide 
long-term retirement income security 
for the baby boom generation and 
relief for the social security system 
in the interests of short-term deficit 
reduction. Because ofthe importance 
of these issues to our clients, our 
countrymen, and our professional 
and personal lives, we should all be 
considering how we can contribute 
our expertise and influence to the 
legislative and regulatory process. 
I'd like to hear your thoughts and 
ideas in this regard. 

2. Recent Activities. 
On May 24, 1993, the Committee met 
at Sheraton Oaks, 27000 Sheraton 
Drive, Novi, Michigan 48377 for our 
annual talent show, featuring several 
Committee members who each made 
a brief presentation on a particular 
issue encountered in their practice. 
Speakers for this meeting included 
Jeffrey De Vree, who discussed civil 
litigation of employee benefits issues, 
Thomas Williams, who spoke about 
gender, age and other forms of pro
hibited discrimination within the 
context of employee benefit plans, 
Barbara Bluford, who discussed the 
new SEC executive compensation 
disclosure rules, and Maureen 
Darmanin, whose topic was the 
Family and Medical Leave Act of 
1993. My thanks to all the speakers 

for their outstanding efforts on our 
behalf. 

3. Future Schedule. 
The Committee's next meeting will 
be held at 2:00 p.m. on September 
30, 1993 at the Amway Grand Plaza 
Hotel, Grand Rapids, Michigan, in 
conjunction with the State Bar 
Annual Meeting. Representatives 
from the Detroit and Cincinnati 
District offices will update us on 
current issues and answer questions. 
IRS speakers currently scheduled to 
attend are Joe Ciaramitaro, Chief, 
EP:EO Division, Janna Skufca, 
Employee Plans Branch Chief, Larry 
Burleson, Director, Detroit EP:EO 
Office, and Joe Harpring, Manager, 
Determination Group. If you have 
specific questions you would like the 
IRS representatives to address, 
please mail or fax them to me as far 
in advance of the meeting as possible, 
and I will pass them on to Larry. I 
hope to see you all in Grand Rapids. 

Report of Estates 
and Trusts Committee 
Joseph A. Bonventre, Chairperson 
Clark, Klein & Beaumont 
1600 First Federal Building 
Detroit, Ml 48226-1962 
{313) 965-8293 

1. Chairperson's Message. 
On June 3, 1993, Governor Engler 
signed H.B. 4597 ("Michigan Estate 
tax Act"). This new law replaces 
the Michigan Inheritance Tax with 
a pick-up tax effective for decedents 
dying on or after October 1, 1993. 
George Gregory, Dennis Mitzel, Reg 
Nizol and myself, along with mem
bers of the Estates and Trusts Com
mittee and Robin Ferriby, Bob Joslyn 
and Steven Jones, along with mem
bers of the Probate Section worked 
diligently to get the Michigan legisla
ture and Governor Engler to enact a 
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pick-up tax this year as a replace- 3. Future Schedule. 
ment for the Michigan Inheritance Please mark your calendars for the 
Tax. A special thank you to George, weekend of July 29- 31, 1993! This 
Steve and Robin (the leaders of this is the weekend for the Taxation 
project), Representative Bullard (the Section's Sixth Annual Summer Tax 
Bill's sponsor) and to all of you who Conference. The conference will be 
made telephone calls or wrote letters held at Grand Traverse Resort and is 
to our legislators and Governor entitled ''Tax Trends - What's New? 
asking for passage of this law. The What's Not? What's Next?" The 
enactment of the new Michigan generation-skipping transfer tax is 
Estate Tax was a TEAM effort! one of several good topics. The Sum-
Congratulations on a job well done! mer Tax Conference is also a great 

Dennis Mitzel and I prepared and time to visit with your fellow attor-
submitted comments on the proposed neys and friends! 
regulations relating to the genera- Everett Zack (Partner with the 
tion-skipping transfer tax. Were- Lansing law firm of Fraser, 
ceived input from Reg Nizol and Trebilcock, Davis & Foster, P.C.) is 
other members of the Tax Council. schedule to speak at our Committee 
On April 21, 1993, Dennis Mitzel and meeting to be held in Grand Rapids 
I testified on these regulations before on September 30, 1993 in conjunction 
members of the Treasury Department with the State Bar of Michigan An-
in Washington, D.C. on behalfofthe nual Meeting. Ev's topic will be "Tax 
Taxation Section of the State Bar of Planning for the Business Owner -
Michigan. Each of our law firms Estates and Trusts Issues" with a 
picked up the tab. Dennis and I had particular emphasis on the use of . 
an enjoyable and rewarding experi- limited liability companies in estate ( ) 
ence. Hopefully, the IRS will adopt planning. 
our suggestions. IF YOU WOULD LIKE A BRO-

CHURE DESCRIBING THE SUM-
2. Recent Activities. MER TAX CONFERENCE TO BE 
On May 4, 1993, 38 attendees were HELD AT GRAND TRAVERSE 
treated to an outstanding presenta- RESORT ON JULY 29 • 31, 1993, 
tion by Howard Young (Partner with PLEASE CONTACT MY SECRE-
the law firm of Weisman, Trogan, TARY, MARY TRAYNERAT (313) 
Young & Schloss, P.C.) on the topic 965-8801. IT SURE WOULD BE 
of asset protection planning with the NICE TO HAVE A GREAT TURN-
use of foreign situs trusts. Howard OUT FROM ESTATES AND 
presented the group with different TRUSTS PRACTITIONERS! 
alternatives available to preserve a 
client's accumulated wealth. Several 
good questions 2were asked and an- Report of International 
swered during Howard's presenta- Tax Law Committee tion. Thanks again Howard for an 
excellent presentation! Richard S. Soble, Chairperson 

On June 16, 1993, there was a joint Honigman, Miller, Schwartz & Cohn 
meeting with the State and Local 2290 First National Bldg. 
Committee. The topic was "The Detroit, Ml 48226 
Repeal of the Michigan Inheritance (313) 256-7520 

Tax and The New Michigan Estate 
1. Chairperson's Message. Tax Act." George Gregory, Steve 

Jones and Robin Ferriby gave an On March 23, Steven Hannes and 

~ excellent presentation on our topic. Tony Barbera of the Washington 
6 Approximately 50 people attended. Office ofDeloitte & Touche came to '-" 
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town to speak to the group about foreign corporation as and to the 
new transfer pricing rules. Steve is extent that the value of the 
Deloitte's national expert on this corporation's passive assets exceed 
topic. Tony is an economist with a 25% of the total value of all of the 
wide range of practical audit experi- corporation's assets. 
ence in the area. Attendance was 
good and Steve and Tony succeeded 
in stimulating interesting discussion. Report of the 
2. Future Schedule. Partnership Committee 
The Committee will meet from 2:00 - Gary Schwarcz, Chairperson 
4:00 p.m. on September 30 in the Barris, Sott, Del)n & Driker 
Am:w:ay Grand Plaza in Grand Rapids 211 West Fort Street 
in connection with the annual meet- Fifteenth Floor 
ing of the State Bar. Topics and Detroit, Ml 48226 

speakers are to be announced. (313)965-9725 

3. Important Developments. 1. Chairperson's Message. 
Among income tax changes proposed On May 20, 1993, the Partnership 
by President Clinton are some that Committee, the Real Estate Section's 
may affect taxpayers doing business Committee on Federal Income Tax 
internationally: Aspects of Real Estate Transactions 

Possessions Credit- The Section and the Corporation Committee held 
936 credit which is allowed for corpo- a joint meeting to discuss the new 

• rations doing business in a possession Michigan Limited Liability Company 
of the Unites States (such as Puerto Act. 
Rico) would be limited to 65% of 
wag~s paid to employees in the pos- 2. Future Schedule. 
SeSSIOn. The Partnership Committee, the IRS 

Transfer Pricing - Taxpayers would Practice and Procedure Committee 
avoid the 20% penalty for over or and the Corporation Committee will 
under valuing any property or service hold a joint meeting at the Annual 
transferred between related parties Meeting in Grand Rapids and will 
if they provide contemporaneous discuss current topics. 
documentation demonstrating that 

3. Important Developments. the transfer price resulted from a 
reasonable pricing methodology. On April 14, 1993, Governor Engler 

Earnings Stripping - Debt owed signed H.B. No. 4023, the Michigan 
by a U.S. corporation to an unrelated Limited Liability Company Act. New 
party, but guaranteed by a foreign law became effective on June 1, 1993. 
shareholder, would be treated as As a result, many clie~ts will obtain 
owed to the foreign shareholder for flexibility in liability, mcome tax and 
purposes of the earnings stripping estate tax planning that far exceeds 
rules, which disallow a thinly- that which has been available. 
capitalized debtor's deduction for A Limited Liability Company (an 
interest on such debt to the extent "LLC") is a hybrid between a partner-
exempt from tax by treaty. ship and a corporation. Like share-

Controlled Foreign Corporations - holders of a corporation, the owners 
Ten percent (or greater) United of an LLC (its "members") have 
States shareholders would be re- limited liability. Partners of a gen-

e quired to report as dividends their eral partnership, on the other hand 
pro rata shares of current and accu- have joint and several liability for ' 
mulated earnings of a controlled any liability of the partnership. 7 
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A C corporation subjects its share
holders to two layers of taxation, one 
at the corporate and another at the 
shareholder level. U nlik.e a C corpo
ration, an LLC does not have an 
entity level tax since, if it is taxed 
as a partnership, the LLC passes 
through its income to its members 
and is not taxed on its income. In 
addition, the LLC can allocate income 
as it chooses. Thus, if it desires to 
distribute income disproportionately 
or not commensurate with services 
being rendered, it may do so, subject 
to the Code §704(b) allocation rules. 

While many corporations elect to be 
taxed as S corporations and thereby 
avoid double taxation, there are 
inherent disadvantages of being an 
S corporation. For instance, an S 
corporation may only have 35 share
holders, whereas an LLC may have 
any number of members. Any corpo
ration, partnership, or trust may be a 
member of an LLC. An S corporation 
may not have any such entity as a 
shareholder (except for a Qualified 
Subchapter S Trust). 

In addition, an S corporation may 
not have two classes of stock. Thus, 
a corporation that has made an S 
election may not have cash sharing 
ratios that differ from the respective 
shareholdings. In contrast, an LLC 
which is treated as a partnership for 
tax purposes may have many classes 
of ownership. Virtually all aspects of 
the ownership and capital structure 
may be determined by the owners. 

An estate planning benefit of being 
an LLC results from the step up in 
basis that may result on the death of 
a member. If an LLC is taxed as a 
partnership, the heirs of a deceased 
member receive a basis in the 
decedent's membership interest equal 
to its fair market value at the time 
of death. In addition, the LLC may 
receive a step up in its inside basis, 
if it so elects. In contrast, upon the 
death of a corporate shareholder, the 
heirs receive a step in the shares of 
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the decedent, but no step up of the 
inside basis results. 

Report of the Practice 
and Procedure 
Committee 
Thomas G. Mies, Chairperson 
Mies & Associates P.C. 
32900 Five Mile Road 
Suite 200 
Livonia, Ml 48154 
Phone: (313) 421-8022 

1. Chairperson's Message. 
Members of the Committee have been 
actively involved with the Internal 
Revenue Service's Non-filer Program 
to assist the Detroit District in bring
ing non-complying taxpayers into the 
system. On May 14, 1993, a meeting 
took place between John Hummel, 
Oksana Xenos, and Steve Averbuch, 
of the Internal Revenue Service, and 
Mark Larson, Jerry Klein and myself, 
as practitioners, to explore with the 
Internal Revenue Service ways in 
which the members of the Taxation 
Section may assist in enhancing 
participation in the Internal Revenue 
Service Non-filer Program. As a 
result of that meeting, members of 
our Committee, along with other 
members of the Taxation Section, 
volunteered to participate in the 
Internal Revenue Service's Detroit 
Non-filer's day on June 5, 1993 at the 
MeN amara Building. Attorneys were 
present to answer questions which 
taxpayers had concerning the Non
filer Program and related matters 
such as settlement plans, penalties 
and similar issues. Any member of 
the Committee who has any sugges
tions or thoughts concerning this 
program is welcome to contact me. 

2. Recent Meetings. 
The Spring Committee meeting was 
held on Thursday, April22, 1993 at 
the offices of Couzens, Lansky, Fealk, 

-() 
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Ellis, Roeder and Lazar. The meet
ing, which was the annual roundtable 
discussion, was attended by five 
Committee members. This attendance 
is low and disappointing. It appears 
that this April meeting has, this year 
and in the prior year, been the most 
poorly-attended meeting, with the 
possible exception of the annual 
meetings, if held outside Detroit. I 
believe consideration should be given 
to rescheduling the timing of the 
meetings for next year and possibly 
having the meetings consist of the 
annual meeting in September, a 
meeting in November, January and 
May. Please let me know your 
thoughts on this suggestion. 

The Summer Practice and Proce
dure Committee Meeting was held 
on June 24, 1993. The topics of 
discussion were the LLC Act and 
the Inheritance Tax Act. 

3. Upcoming Meeting. 
The annual meeting of the Practice 
and Procedure Committee will be 
held in conjunction with the Corpora
tion and Partnership Committees 
of the Taxation Section in Grand 
Rapids on September 30, 1993 from 
2:00-5:00 p.m. The joint Committee 
meetings will focus on issues of 
interest, including the Limited 
Liability Company Act and Federal 
Tax Legislation. 

Report of the State 
and Local Committee 
James H. Novis, Chairperson 
Honigrnan, Miller, Schwartz and Cohn 
2290 First National Bldg. 
Detroit, Ml 48226 
(313) 256-7940 

1. Chairperson's Message. 
On April 22, 1993, the Committee 
held a liaison meeting with the Michi
gan Department of Treasury. We 
would like to express our appreciation 
to Fred Lynch and David Ki.rvan of 

the Single Business Tax Division 
and Jesse Weaver and Dale Vettel 
of the Sales, Use and Withholding 
Tax Division for taking time from 
their busy schedules to meet with us. 
More than 30 members and guests 
attended and enjoyed a practical and 
timely discussion of the Gillette, 
Guardian and Thiokol decisions and 
other current matters including the 
recent legislation discussed below. 

On June 16, 1993, the Committee 
held a joint meeting with the Trusts 
and Estates Committee to address the 
Michigan Estate Tax (and repeal of 
Inheritance Tax) enacted by 1993 PA 
54 effective October 1, 1993. Approxi
mately 50 members and guests en
joyed an informative presentation 
by George Gregory, Steve Jones and 
Robin Ferriby, the principal drafts
men of the statute. The Committee 
expresses its appreciation to the 
panelists for their efforts regarding 
the presentation and the informative 
hand-out materials. 

2. Recent Developments. 
Two taxpayer's rights bills (HB 4104 
and 4160) were enacted as 1993 PA 
13 and 14, effective April 1, 1993. 
Under Public Act 13, (i) an intent 
to assess must now be preceded, in 
many non-audit situations, by at least 
30 days by an inquiry letter and a 
brochure explaining a taxpayer's 
rights to appeal (draft brochures 
were distributed at the last meeting), 
(ii) a taxpayer is allowed 30 days 
(increased from 20>days) from the 
receipt of an intent to assess to 
request a hearing, (iii) the period 
to appeal a final assessment to the 
Michigan Tax Tribunal has been 
increased to 35 days (from 30 days), 
and (iv) liens must be released within 
20 days after funds are applied or 
within 3 days if the lien is improper. 

Public Act 14 (i) requires that rules 
governing audit procedures be pro
mulgated within one year, (ii) pro
vides for an award of damages and 
costs of up to $10,000 if the 
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. Department's position reflects an 
intentional or reckless disregard 
for the law, (iii) requires that a 
taxpayer's representative be sent 
copies of pertinent letters and notices, 
and (iv) prevents the application of 
penalties if rules defining reasonable 
cause are not issued by June 30, 
1994. 

· Effective April14, 1993, Public 
Acts 17 and 18 (SB 437 and 438) 
amend the sales and use taxes to 
require prepayment by large taxpay
ers. On or before the 18th of each 
month, taxpayers with a combined 
sales/use tax liability of at least 
$480,000 for the prior year must 
remit (i) 95% of the tax due during 
the same month in the prior year, 
and (ii) the remaining tax due for 
the prior month. 

Many taxpayers will be surprised 
to know that the SBT royalty adjust
ment (i.e., royalty income is sub
tracted from the tax base and royalty 
expense is added back) was almost 
repealed. Legislation (HB 4211) 
originally introduced to clarify the 
characterization of fees paid by 
broadcasters and theatre owners 
for the right to show programs and 
movies was amended in the Senate 
after passage by the House. The 
amended bill was quickly passed by 
both the Senate and House before 
the business community was able 
to express its opposition. The House 
refused to recall the bill and Governor 
Engler vetoed it on June 11, 1993. 

Proposed Single Business Tax 
Rules dated April 20, 1993 were 
withdrawn by the Department on 
the eve of a hearing before the Joint 
Committee on Administrative Rules 
scheduled for June 9, 1993. All 
references to Public Law 86-272 had 
been deleted from the rules due to 
the Gillette and Guardian decisions. 

3. Future Schedule. 
The Michigan Department of 
Treasury and the Internal Revenue 

Michigan Tax Lawyer-2nd Quarter 7993 

Service are hosting the annual 
meeting of the Midwestern States 
Association of Tax Administrators 
on August 22- 25, 1993 at the Ritz 
Carlton Hotel in Dearborn, Michigan. 
We have been invited to participate 
and are asked to contact Karen 
Peterson, the conference coordinator, 
at 517-373-3196 for details and 
registration information. 

On September 30, 1993 at 2:00 
p.m. the Committee will host its 
annual meeting in Grand Rapids at 
the Am way Grand. The meeting will 
address, in a discussion panel format, 
Retrospectivity of Refund Claims -
Harper v. Virginia and other U.S. 
Supreme Court cases. The discussion 
panel will be announced in the 
Committee's next mailing. 
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Keeping Plans Qualified: Some Practical Solutions 
to the Minimum Participation Rules 
By: Nancy Keppelman straightforward, but the regulations6 

split the following into separate plans: 
It ought to be easy to get a plan • separate asset pools (such as 
to benefit enough rank-and-file where each participant in a 
employees to pass the minimum defined benefit plan directs the 
participation rules of Section 410(b).1 investment of a portion of plan 
However, the statute now focuses on assets for his own benefit); 
who receiyes a benefit, not just on • the portion of a plan consisting 
who participates (but may not receive of salary reduction contributions 
a benefit). This can require some under Section 401(k); Fora401(k) 
creative testing. This article reviews • the portion of a plan consisting of plan, merely 
Section 410(b)'s requirements and employer-matching contributions being eligible 
discusses some practical solutions, and employee after-tax contribu- to defer pay is 
particularly for defined contribution. tions under Section 401(m); enough to be plans.2 • the portion of a plan which is an 

employee stock ownership plan; treated as 
Statutory Overview. • the portion of a plan which "benefiting". 
As with all qualified retirement plan benefits employees with less than 
testing, the first step is to identify the one year of service or who are 
employer. Employers which are part younger than age 21, if the plan 
of a controlled group of corporations, benefits these employees and the 
a commonly controlled group of trades employer chooses to test them 

e or businesses, or an affiliated service separately; 
group (for professional service busi- • plans benefiting employees 
nesses such as physicians, attorneys of qualified separate lines of 
and engineers) are treated as a single business ("SLOBs")6

; and 
employer.3 All employees in the • bargained employees. 
group are aggregated. Each separate Thus, if Magnificent Corporation 
plan of each employer in the group is has a profit sharing and 401(k) plan, 
tested by comparing the employees with matching contributions, covering 
benefiting under that plan to all union and non-union employees, there· 
employees of the controlled group are six plans to test (three union and 
or affiliated service group. three non-union) as follows: the profit 

The second step is to divide all of sharing (discretionary) employer 
the controlled group's or employer's contribution portion, the 401(k) 
employees into highly-compensated portion, and the matching employer 
employees ("HCEs") and non-highly- contribution portion. 
compensated employees ("NHCEs"). The last step before applying the 
For 1993, HCEs are (1) 5% owners of 410(b) tests is to determine which 
the company, (2) persons who earned employees actually benefit under the 
more than $96,368 from the company, plan for the year. These will then be 
(3) persons who earned more than compared to employees who must be 
$64,245 from the company and are counted as eligible to benefit. For a 
in the top 20% of employees by pay, 401(k) plan, merely being eligible to 
and (4) officers who earned more defer pay is enough to be treated as 
than $57,821 in pay from the "benefiting".7 However, for employer 
employer, but not counting more contributions, an employee who 
than 50 employees. 4 accrues no benefit for the year 

.. e The third step is to identify the because he does not complete the 
plan being tested. This should be required 1,000 hours of service, or 11 
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because he is not employed on the 
last day of the plan year (if the plan 
so requires) but who completes more 
than 500 hours of service before 
terminating service, is counted as 
eligible to benefit but as not benefit
ing. 8 This can cause problems for 
smaller plans, or for plans of employ
ers with high turnover or a large 
layoff during the year. For smaller 
plans (which may already be top
heavy so that the 1,000 hour require
ment no longer prevents an NHCE 
from receiving a minimum benefit)9

, 

the solution may be to always give a 
benefit to someone employed on the 
last day of the plan year. This is an 
inexpensive solution because employ
ees with low hours usually also have 
low pay. It may also be necessary to 
benefit employees who quit but who 
have more than 500 hours of service 
during the year, especially for the 
larger employer with many termina
tions. 

Having identified the employer, the 
HCEs and NHCEs, the plan, and who 
benefits, the plan must satisfY one of 
two alternative tests. These are the 
Ratio Percentage Test (a numerical 
test) and the Average Benefit Test 
(which is much more complex). 

(a) RATIO PERCENTAGE TEST. 
The percentage ofNHCEs who 
benefit under a plan must be at 
least 70% of the percentage of 
HCEs who benefit. 
(b) AVERAGE BENEFiT TEST. 

(i) The plan must benefit a 
classification of employees that 
does not discriminate in favor of 
HCEs (the "nondiscriminatmy 
classification test"), which in 
turn has two steps described in 
the case study below, and 
(ii) The "ayera~e benefit per
centa~e" for all NHCEs must 
be at least 70% of the average 
benefit percentage for all HCEs 
under all plans of the employer. 
Defined contribution and defined 
benefit plans may be aggregated 

Michigan Tax Lawyer-2nd Quarter 1993 

(so long as the aggregated plans 
do not discriminate in favor of 
HCEs), but the tests must be 
performed by converting contri
butions to benefits, or vice versa. 

In essence, the Average Benefit 
Test allows a plan to cover fewer 
NHCEs than the Ratio Percentage 
Test would require, so long as the 
employer has a large percentage 
ofNHCEs in its workforce and on 
average, the NHCEs are getting a 
benefit which is close to the average 
HCE's benefit. It will not usually 
help a small employer with a large 
percentage ofHCEs, such as the 
typical professional corporation. 

Under Code Section 401(aX6), 
these tests (either the Ratio Percent
age Test or the Average Benefit Test) 
must be met on one day of each 
calendar quarter, although the aver
age benefit percentage component of 
the Average Benefit Test need only 
be tested once per year. However, 
in 1992 the IRS issued guidance on 
"substantial compliailce" with various 
non-discrimination rules including 
Section 410(b) which would allow 
testing on a single, representative 
day and to test only once every three 
years in certain circumstances.10 

One key factor is that there are no 
great year-to-year changes in plan 
demographics. 

Obviously, the Ratio Percentage 
Test is the easier test to perform. 
Even before beginning the Ratio 
Percentage Test, there are some 
plans which can be given an auto
matic pass, and eliminated from 
consideration: 

• Plans Which Coyer No HCEs. 
These plans are treated under 
the regulations as automatically 
meeting the 410(b) participation 
requirements;11 

• Plans of Employer with All 
HQEs. If an employer maintain
ing the plan employs only HCEs 
(and has no NHCEs), then the 
plan automatically passes the 

.-; 

' 

~~ 
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410(b) participation require
ments.12 

• Plans Coyerin(l' Members of 
Collective Bar(l'ainin(l' Units. 
These plans (or the portion of 
plans covering collectively bar
gained employees) automatically 
satisfy 410(b).13 

A Case Study 
Magnificent Corporation (the "Com
pany") has two divisions, Excellent 
Division (''E") and Superb Division 
("S"). The Company has a 401(k) plan 
covering all employees at both divi
sions, and a profit sharing plan for E 
employees only. The plans require 
one year of service and age 21 for 
participation. Excluding employees 
who do not meet these requirements 
(as permitted for 410(b) testing), the 
employees at each location are: 

Excellent Superb 
Division Division Total 

HCEs 15 6 21 
NHCEs 129 218 347 
Union Employees 0 59 59 
Non-Union NHCEs 129 159 288 

The collectively bargained employ
ees automatically pass 410(b) and are 
excluded in testing 410(b) compliance 
for the rest of the employees. The 
profit sharing plan must be tested 
separately from the 401(k) part of 
the plan. The 401(k) part of the plan 
covers 100% ofHCEs and 100% of 
NHCEs and so passes 410(b) easily.14 

However, the profit sharing fea
ture, which is only available to em
ployees ofE, does not pass the Ratio 
Percentage Test. It covers 15 of21 
HCEs (71%), but only 129 of288 non
union NHCEs (45%). The profit 
sharing plan would have to cover at 
least 144 NHCEs, and no more HCEs, 
to pass the Ratio Percentage Test. 
(71% ofHCEs x 70% = 49.7%; 49.7% x 
288 non-union NHCEs = 143.136 
NHCEs who must be covered.) 

Ayera(l'e Benefit Test. The first 
solution is to test the profit sharing 
plan using the Average Benefit Test. 
This requires determining whether 
covering only E employees is a rea
sonable classification under the facts 
and circumstances test described in 
Treas. Reg. Section 1.410(b)-4(b). 
This is a fairly loose standard. The 
fact that the profit sharing plan 
covers all employees of one division 
probably meets this requirement. 

The second half of the nondiscrimi
natory classification part of the 
Average Benefits Test is an objective 
test (like the Ratio Percentage Test). 
The plan must cover a percentage 
of NHCEs which is greater than a 
numerical unsafe harbor (and prefer
ably will cover a greater percentage 
than the safe harbor percentage). 
The safe and unsafe harbor percent
ages (prescribed in the regulations) 
are based on what percentage of the 
employer's total workforce are 
NHCEs.15 For the Company, 288 
out of 309 total non-union employees 
are NHCEs, for an "NHCE concentra
tion percentage" of 93%. The safe 
harbor for the Company is 25.25% 
(the unsafe harbor is 20% ). Since 
the profit sharing plan covering E 
employees benefits 129 of 288 NHCEs 
(45%), the plan passes the second 
part of the nondiscriminatory classifi
cation test of the Average Benefit 
Test. 

The last part of the Average 
Benefit Test requires dividing each 
employee's contribution under the 
plan by the employee's compensation, 
and averaging the resulting percent
ages for the NHCE and HCE groups. 
In this case, the Company made a 5% 
profit sharing contribution to all 
employees in E. Assume NHCEs 
deferred 1.3% of pay and HCEs 
deferred 2.6% of pay in the 401(k) 
plan which covers all Company 
employees. Then the actual benefit 
percentages are: 
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Profit Sharing 401(k) Total 

3.57% 2.6% 6.17% 
(15 HCEs atE 
x5% divided 
by 21 total HCEs) 

2.24%. 1.3% 3.54% 
(129 NHCEs at 
E x 5% divided 
by 288 total 
NHCEs) 

This makes the average benefit 
percentage (the 3.54% NHCE actual 
benefit percentage divided by the 
6.17% HCE actual benefit percentage) 
only 57 .4%. This percentage must be 
70% or more, so the plan fails the 
Average Benefit Test. 

Other Alternatiyes. If the plan 
fails the Average Benefit Test, then 
the Company will have to try other 
options, such as: 

• retest the Average Benefit Test 
benefit percentages by imputing 
permitted disparity (formerly 
called Social Security integra
tion). This may require assis
tance from a specialist. 

• extend the profit sharing plan to 
all S employees (this is the most 
expensive alternative). 

• find a way to cover some but not 
all NHCEs at S, without adding 
any more HCEs, to meet the 
Ratio Percentage Test. 

• make an additional contribution 
to the NHCEs. An extra one 
percent would cause this plan to 
pass the Average Benefit Test, 
since the NHCEs' actual benefit 
percentage would be 2.68% (129 
x 6% divided by 288), which is 
more than 70% of the HCE 
actual benefit percentage of 
3.57%. 

• make no contribution for that 
year. 

• aggregate the plan being tested 
with another plan maintained by 
the same employer. But note 
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that plans which are aggregated 
to pass Section 410(b) must pass 
Section 401(a)(4) nondiscrimina
tion rules on an aggregated 
basis. 16 

• treat S as a separate line of 
business if it meets the require
ments of Section 414(r). 

• "cross test" this profit sharing 
plan as a defined benefit plan. 
This involves converting each 
participant's contribution into an 
equivalent benefit at retirement 
age. This will tend to maximize 
the benefit values of younger 
employees, who are often 
NHCEs. However, this test is 
also expensive to run, generally 
requiring the services of an 
actuary. 

Conclusion. Plans of small employ
ers which do not benefit employees 
with fewer than 1,000 hours of ser
vice, or plans oflarger employers 
which have high turnover or which do 
not benefit all employees (or a high 
percentage ofNHCEs) may have 
difficulty meeting the Section 410(b) 
tests. 17 If an employer is willing to 
pay to benefit more employees, these 
difficulties may even be solved after 
the end of the plan year, except for a 
401(k) plan. A creative, knowledge
able and persistent advisor may also 
be able to solve 410(b) problems less 
expensively. 

NANCY KEPPELMAN is a graduate of 
the University of Michigan (B.A., 1972), 
and the University of Michigan Law School 
(J.D., 1978). She is a shareholder with the 
law firm of Stevenson Keppel man Associ
ates in Ann Arbor. She practices in the 
area of pensions and employee benefits. 
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------------- ENDNOTES--------------

1. Unless otherwise indicated, all references are to the Internal Revenue Code of 1986, as amended, and the 
regulations thereunder. 

2. Defined benefit plan testing is the same under Section 41 O(b ), but the suggested solutions may not work for 
a defined benefit plan. 

3. Sections 414(b), (c) and (m)(4)(B). 

4. Section 414(q). Note that certain family members may be aggregated under Section 414(q)(6). 

5. Treas. Reg. Section 1.410(b)-7(b) and (c). 

6. Separate lines of business regulations are so narrow and complex that they approach uselessness. Note 
that at a minimum, each SLOB must have 50 employees. 

7. Treas. Reg. Section 1.410(b)-3(a)(2). 

8. Treas. Reg. Section 1.410(b)-6(f)(1). 

9. Treas. Reg. Section 1.416-1, M-10. 

10. I.R.S. Announcement92-81, I.R.B. 1992-22,56 (June 1, 1992). Plans may also be tested on a reasonable 
good faith standard of interpretation of Section 41 O{b) (rather than by complying with all the complexities of 
the regulations) until the effective date of the final regulations, which is now the first day of the 1994 plan 
year for private employers, and the first day of the 1996 plan year for governmental plans and plans of tax
exempt organizations. See I.R.S. Notice 92-36, I.R.B. 1992-35, 12; see also Notice of Proposed 
Rulemaking dated August 10, 1992 (57 FR 35536). 

11. Treas. Reg. Section 1.410(b)-2(b)(6). 

12. Section 410(b)(6)(F). 

13. Treas. Reg. 1.410(b)-2(b)(7). 

14. If a 401(k) plan does not pass Section 410(b), it cannot be retroactively fixed (except by aggregating it with 
another 401 (k) plan), because participants must be eligible to reduce their pay before it is earned. Since it is 
not expensive to fix 410(b) problems by extending the 401(k) plan to new groups of employees, this should 
be reviewed before the beginning of the plan year. This solution could cause problems passing the actual 
deferral percentage tests of Section 401 (k)(3), however, if the newly eligible employees are mostly NHCEs 
who elect to defer little or no pay. 

15. Treas. Reg: Section 1.410(b)-4(c). 

16. Treas. Reg. Section 1.410(b)-7(d)(1). 

17. Note that the 1992 Form 5500 series annual report requires a plan to describe in detail how it satisfies 
Section 41 O(b ). This may require coordination between the 5500 preparer and legal counsel. 
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Business Purpose Requirement in Corporate 
Separations: Post 1988 Letter Rulings 

By: Mark C. Larson 

Introduction 
On January 5, 1989 new final regula
tions1 were issued under section 355 

· which incorporated portions of pro
posed regulations released in 1977 
and which addressed the business 
purpose requirement. The focus of 
this article is to review the business 
purpose requirement with an analysis 
of private letter rulings which have 
been issued in the four plus succeed
ing years. For those with only pass
ing familiarity with section 355, a 
description of the nature of section 
355 transactions, the tax implica
tions, and the statutory and non
statutory requirements for such 
tax treatment are discussed before 
delving into the business purpose. 

Types of Section 355 Transactions 
Section 355 allows for the tax free 
division of a single corporation. This 
division will occur by a corporation 
("distributing corporation") transfer
ring an existing operating business 
down into a subsidiary ("controlled 
corporation") followed by distributing 
corporation then distributing the 
stock of controlled corporation to its 
stockholders. Alternatively, the 
controlled corporation may have 
already been conducting an active 
trade or business as a subsidiary. 
In a spin-off, the shares of controlled 
corporation are distributed without 
the shareholders of distributing 
corporation surrendering any stock. 
In a split-off, the distribution is 
disproportionate among shareholders 
and those receiving a distribution 
surrender stock of distributing corpo
ration. In a split-yp, distributing 
corporation distributes the stock of 
two or more controlled corporations, 
Us_uJilly in liquidation. 

·--......... .. 

Tax Effects of a 
Section 355 Transaction 
Neither the distributing or controlled 
corporation recognize gain on the 
distribution of stock to the sharehold
ers2. This is the major exception to 
survive the 1986 repeal of the General 
Utilities3 doctrine. Nprmally, a 
corporation has gain recognition on 
the distribution of appreciated prop
erty to its shareholders. The share
holders do not recognize gain or loss 
on the receipt of controlled corpora
tion stock4• Again, this is an excep
tion to the normal dividend 
recognition rules. A shareholder's 
basis in the controlled corporation 
stock received is determined with 
reference to his basis in the stock 
of distributing corporation5• A 
shareholder's aggregate basis in 
distributing corporation stock is 
allocated based on the fair market 
value of the stock of distributing and 
controlled that he holds after the 
transaction. 

The benefit of tax free treatment at 
both the corporate and shareholder 
level could take on additional impor-' 
tance in the very near future. As it 
appears likely that at the time of this 
writing that corporate and individual 
tax rates are headed upward (at the 
bequest of the former governor of 
Arkansas) and that the gap between 
ordinary and capital gain tax rates 
will widen the ability of a shareholder 
to defer current dividend income for 
possible later capital gain treatment 
becomes more attractive. 

Requirements for Section 355 
There are seven statutory and 
nonstatutory requirements for obtain
ing favorable tax treatment. Each is 
briefly discussed below. ' 

1. Control. The distributing corpo
ration must be in control of con
trolled corporation immediately 
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. before the distribution6
• Control is 

defined as 80% of the voting stock 
plus 80% in number of shares of 
each other class of non-voting 
stock. Control must be direct. 
Where control does not exist, it 
may be possible to obtain control 
through a recapitalization, a 
merger, or contributions for addi
tional stock before the distribution. 
2. Deyice Restriction. The distribu
tion of stock to the shareholders 
cannot be principally a device for 
the distribution of the earnings and 
profits of either corporation at 
capital gains rates7• This test may 
have been viewed with less impor
tance when the ordinary and 
capital gain rates were close. With 
the gap widening, this test becomes 
more important. Evidence of a 
device may exist where the distri
bution is pro-rata or where there 
is a subsequent sale of either 
corporation's stock if negotiated 
before the distribution. Evidence 
of a nondevice intent exists where a 
strong corporate business purpose 
exists. The assessment of the 
strength of a corporate business 
purpose will be based on all of the 
facts and circumstances including 
the importance to the success of the 
business, the extent that the trans
action is prompted by third parties 
or outside factors beyond the 
control ofthe players, and the 
immediacy of the conditions 
prompting the distribution. 
3. Active Trade or Business. The 
distributing and controlled corpora
tions must each be engaged in the 
active conduct of a trade or busi
ness immediately after the distri
bution8. The trade or business 
must have been actively conducted 
throughout the 5 year period 
preceding the date of distribution 
and must not have been acquired 
during that 5 year period in a 
transaction in which any gain or 
loss was recognized. 
4. :pistribution of Ownership. The 

distributing corporation must 
distribute all the stock and securi
ties in the controlled corporation 
held by it immediately before the 
distribution9• · 

5. Business Purpose. Discussed 
in detail later in this article. 
6. Continuity of Interest. Section 
355 requires that one or more 
persons who, directly or indirectly, 
were owners of the enterprise prior 
to the distribution own, in aggre
gate, an amount of stock establish
ing a continuity of interest in each 
of the modified corporate forms 
after the corporate separation10• 

Generally, 50% continuity should 
be maintained in both corporations. 
7. Continuity of Business Enter
pris.e. Section 355 contemplates the 
continued operation of the business 
or businesses existing prior to the 
separation. 

Business Purpose 
Under the regulations, the business 
purpose requirement has become a 
super-requirement. Not only is it an 
independent test, but it has become 
a significant factor in the device test. 
For the most part, the tests other 
than business purpose and device are 
more mechanical (this does not sug
gest simplistic) in nature. These two 
require a facts and circumstances 
determination. · 

The principal reason for the busi
ness purpose requirement is to allow 
nonrecognition treatment only to 
distributions that are incident to 
readjustments of corporate structures 
required by "business exigencies" and 
that effect only readjustments of 
continuing interests in property under 
modified corporate forms. Note that 
the purpose must be a corporate one, 
not a shareholder purpose. Where 
corporate and shareholder purposes 
are so coextensive as to preclude a 
distinction between them, a corporate 
purpose will be found. The business 
purpose must be mal, substantial, 
germane to the business of either the 
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and must not be for Federal tax and Goinlit S~;garat~ :W:m!:a 
purposes. If the business purpose These categories comprise 48% of the 
can be achieved through a non- business purposes examined. For 
taxable transaction not involving the serious disputes, the operative Ian-
distribution of stock of a controlled guage is that they be serious enough 
corporation and which is neither to have "an adverse effect on the day-
impractical nor unduly expensive, to-day operations of the distributing 
~hen the separation cannot be carried corporation." These usually involve 
out for a business purpose. closely held entities and often the 

rulings don't disclose the details. 
fri~ate Lette:t: Rulin~;ta From those that are more explicit, 
The specific purpose of this article disputes can be over dividend policy11, 

is to review the business purposes aggressive v. conservative expansion 
contained in private letter rulings policies12, seniority and compensa-
issued during the period of 1989- tion13, geographic locations ofbusi-
1992. Although other taxpayers may ness operations14, reduction of 
not rely on them, the letter rulings accounts receivable and extension of 
do provide guidance as to the IRS's credit15, or how to weather a down-
thinking as to what satisfies the turn in the economy16• Examples 
business purpose requirement. To of how these differences may affect 
this end, 37 4 rulings were examined day-to-day operations -are where 
and categorized. This is not an all disagreements cause delays in mak-
inclusive summary, but does reflect ing decisions in farming operations17 

the majority of rulings for this period. (a very time sensitive business) or 
Categorization can be somewhat where a failure to agree on the kinds 0 subjective when multiple purposes of work to take on prevents the pur-
are given or where articulated in chase of necessary equipment18• A 
different manners. The tabulation few rulings were more interesting, 
of these rulings is reflected below: such as the disagreement as to the 

Business Pur;gose Number of Rulin~;ts 

Serious shareholder disputes 134 
Shareholders go separate ways 44 
Equity interest for key employees 51 
Obtain/ Additional bank financing 
or improve credit rating 28 

Insurance cost savings 15 
Administrative cost savings 15 
Reduce foreign/state/local taxes 15 
Subsequent merger/reorganization 11 
Facilitate IPO 10 
Customers of one business are 
competitors of the other 10 

Raise equity capital (non IPO) 9 
Enhance markets 7 
Obtain bonding 6 
Government order/regulated business 4 
Miscellaneous ..lfi 

18 Total 374 ~ 
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types of music and other retail prod
ucts to be sold19. Here they disagreed 
on the social implications of owner
ship of the retail outlet. In another 
ruling the two shareholders each had 
their own business they preferred to 
expand and consequently would not 
personally guarantee loans if it would 
promote the business of the othe:r-2°. 

Shareholders going their separate 
ways reflects differing interests of 
the shareholders and perhaps is only 
different from that above by the 
seriousness of the disagreement. 
Often the language in the ruling 
states that "each business will be 
enhanced because each shareholder 
will be able to devote his undivided 
attention to the business in which he 
is more interested and more profi
cient." This language appears to 
come from an example in the regula
tions21. A parting of the ways can be 
attributable to different interests and 
philosophies, to each managing a 
different product line22, or based on 
geographic locations23. 

To state the obvious, the reorgani
zation must remedy the business 
problem. Therefore, a pro-rata spin
off would accomplish nothing in 
resolving the disharmony; a split-off 
or split-up would seem to be the 
solution. 

EQuity Interest for Key Employees 
These rulings generally consist of 5 
elements. First, the key employees 
wish to acquire an equity stake in the 
business in which they work to enable 
them to participate in future profit
ability. Second, they do not want 
stock in the combined businesses of 
the distributing corporation. Third, 
they would not consider purchasing 
stock in the controlled corporation as 
a subsidiary or as part of a holding 
company structure. Fourth, they 
would seriously consider leaving if 
not offered an equity interest. Fifth, 
they will acquire a total interest in 
the stock of the controlled corporation 
of at least 5% within some definite 

period of time. 
With respect to the second element, 

employees might not be interested in 
stock of the combined entity because 
such stock would be too costly24 or 
because the stock performance of 
combined businesses will not neces
sarily reflect their management 
efforts25• 

There are a number of reasons why 
an employee would not want to own 
stock which is a subsidiary or a part 
of a holding company structure. Some 
rulings focused on the difference in 
dividend treatment that a corporate 
shareholder would receive as opposed 
to an individual due to the dividends 
received deduction26. In another 
situation, the employee believed that 
a parent-subsidiary relationship 
would "diminish and limit his owner
ship rights."27 This was evidenced in 
one case by the existence of a share
holder agreement which wouk have 
prevented the key employee from 
having a significant voice in corporate 
affairs28• None of the rulings articu
lated the desire to be able to make an 
S election as a reason for corporate 
separation since the presence of a 
corporate shareholder would prevent 
qualification for S status. Although 
shareholder purposes are not rel
evant, a distinction between the 
purpose of the existing shareholders 
of a distributing corporation and that 
of key employees would seem appro
priate. The business purpose for the 
corporate separation is to retain the 
key employee, not to qualify for an S 
election for the existing shareholders. 
The motivation as to why the key 
employee does not want a corporate 
shareholder in the controlled corpora
tion should not be the focus. 

It appears that the IRS has 
adopted a 5% equity stake by the key 
employees as a minimum threshold 
for ruling favorably on the key em
ployee purpose. Although not an 
explicit requirement, no rulings were 
found with a lesser percentage. The 
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5% is cumulative among the employ
ees, i.e., 4 or 6 employees could obtain 
5% in total29. It appears to be permis
sible for the employees to acquire 
stock in installments30 and that the 
stock could be acquired within one 
year of receiving the letter ruling31. 

Obtain FinancinWJmproye 
Credit Ratin~ 
These rulings involve situations 
where a lending institution is unwill
ing to loan money, to increase the 
amount of credit, or to alter the terms 
offered for credit based on the present 
organizational structure. The rea
sons given by financial institutions 
vary. It might be that combined 
businesses X andY don't qualify 
for a loan, but a separate Y would32. 
This might be attributable to a bank 
looking unfavorably upon the balance 
sheet of the affiliated group33. In 
some cases, a bank might place an 
aggregate limit on a group structure 
which would be less than the com
bined individual limits if the busi
nesses were separated34. In one 
ruling, the lender wanted a total 
separation to assure a clear security 
interest in certain assets to be im
proved and to assure that loan pro
ceeds would go exclusively for 
improvements to designated prop
erty35. In another ruling, the distrib
uting corporation could not obtain 
additional financing from its bank, 
Bank 1, since it had guaranteed the 
loans of controlled corporation made 
by Bank 2. Bank 2 said it would 
release the guarantee if the corpora
tions were separated36• 

Two rulings are worthy of special 
note37. In both rulings financing 
would be available only if the busi
nesses of the distributing corporation 
were separated. What is significant 
is that in both cases a mere drop
down into a parent-subsidiary struc
ture was rejected as being impractical 
because it would result in the loss of 
8 corporation status. As mentioned 
earlier, if the business purpose can 
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be achieved through a non-taxable 
transaction not involving the distri
bution of stock of a controlled corpora
tion and which is neither impractical 
nor unduly expensive, then the sepa
ration is not carried out for a business 
purpose. These rulings make it clear 
that the loss of 8 corporation status 
qualifies under the impractical stan
dard. Thus, a corporate separation 
cannot be structured for the reason 
of qualifying for 8 status, but keeping 
such status can dictate the need 
for a separation over other possible 
alternatives. 

Cost 8ayin~s 
In the rulings regarding insurance 
cost savings, the facts are usually of 
one business tainting the other's 
ability to obtain insurance at afford
able rates. An example would be a 
company with both trucking and real 
estate businesses38 or a company 
with both spa and diving stand busi
nesses39. The risk that one of the two 
businesses present is obvious. It is 
important to be able to show that the 
savings could not be obtained by a 
parent-subsidiary or holding company 
structure. 

Administrative cost savings are 
more diverse. They included the 
elimination of duplicate corporate 
minutes, regulatory filings and ap
provals from state departments40. 
The elimination of an extra level of 
management and administration at 
the headquarters41, the elimination of 
a need for an audit42, and the elimina
tion of certain review and overseeing 
activities principally in legal, account
ing, human resources, health, safety, 
environmental and communications 
functions43 were examples of adminis
trative cost savings. 

Reduction of Foreimf 
8tate/l&cal Taxes 

The regulations state that a pur
pose of reducing non-Federal taxes is 
not a corporate business purpose if (i) 
the transaction reduces both Federal 

0 
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and non-Federal taxes because of 
similarities in the law and (ii) the 
reduction of Federal taxes is greater 
than or substantially coextensive 
with the reduction of non-Federal 
taxes44• This is why a savings in state 
taxes by making an S election is not 
a sufficient business purpose where 
greater or equal Federal tax savings 
also result. The rulings reviewed 
offered some interesting planning. 
A distributing corporation's principal 
business was in retail sales, but it 
also conducted a mail order catalog 
operation. In a single corporation or 
affiliated group, distributing would 
have sufficient nexus to be required 
to collect and remit sales taxes on the 
mail order business. If separated, the 
nexus did not exist45• Another ruling 
involved a distributing corporation 
operating a wholesale business within 
a city and a merchandising business 
outside. The city corporation tax took 
both into consideration. The city tax 
could have been reduced by dropping 
down the merchandising operation 
into a subsidiary, but this would 
result in a loss of S corporation status 
which would increase Federal and 
state taxes by even more. Accord
ingly, the IRS permitted a complete 
separation46• Another example of tax 
savings is where state franchise or 
net worth tax controversies are 
eliminated by removing the value of 
a subsidiary from the distributing 
corporation's tax base47

• 

Eg,uity Investment 
There are a number of reasons given 
as to why a corporate separation can 
enhance the value of an initial public 
offering ("IPO"). There may be inves
tor preference for independent compa
nies without corporate control 
entities48 or investors may discount 
stock if it retains current diverse 
holdings unrelated to highly valued 
related businesses49• A high debt on 
the distributing corporation causing a 
negative impact on an equity offering 
for the controlled corporation50 and 

investors worrying about diversion 
of funds to support the distributing 
corporation's other business in a 
parent-subsidiary or holding company 
structure51 are additional examples. 

With respect to non-IPO equity 
offerings, the situation usually is an 
investor uninterested in acquiring 
stock of the distributing corporation 
for reasons similar to those discussed 
for key employees. For example, the 
presence of both businesses may 
cause the stock price to be too high 52• 

Customers Concerned 
About Competitors 
These rulings follow a fairly consis
tent pattern. The controlled 
corporation's customer base is com
posed substantially of competitors 
of its parent or sister corporations. 
These customers do not view it in 
their best interest to do business with 
a company so closely related to a 
competitor, i.e., they perceive the risk 
that their purchases will help fund 
their competition. 53 

Miscellaneous 
These encompass a broad array of 
business purposes such as a spin-off 
as a measure to avoid a takeover at 
inadequate prices where several 
businesses might be disposed of to 
the detriment of a distributing corpo
ration and its shar~holders54• One of 
the stated benefits of the proposed 
transaction would be a more accurate 
valuation of distributing corporation 
in the stock market. Other examples 
include the prevention of disclosure 
of information in a foreign country55, 

protecting a franchise56, to better 
establish separate identities, growth 
potential, and optimum positioning 
for expansion of each member of a 
group57, and to provide different 
employee stock ownership plans 
(ESOPs) for each division of a com
pany where the ESOP is an additional 
employee benefit and anti-takeover 
device for one division and a motiva
tional tool for another58• In one rul-

Feature 
Articles 

Another 
example of tax 
savings is 
where state 
franchise or net 
worth tax 
controversies 
·are eliminated · 
by removing 
the value of a 
subsidiary from 
the distributing 
corporation's 
tax base. 

21 



Feature 
Articles 

For those 
practitioners 
rendering 
opinions 
without a 
ruling, it 
would be 
wise to have 
these letters, 
computations, 
etc. 
documented 
at the time 
of rendering 

. an opinion. 

22 

ing, a husband owned a majority 
interest in distributing corporation 
with his wife holding a minority 
stake. A large percentage of a city's 
public contracts were being awarded 
to enterprises owned by minorities, 
handicapped, and women. To take 
advantage of this program, the wife 
became the majority owner of a 
controlled corporation59• 

Adyice for Practitioners 
A consistent feature in the rulings 
was the submission of letters, affida
vits and computations evidencing the 
business purpose. Key employees 
need to submit letters stating their 
intentions, insurance agents must 
state that savings can't be achieved 
in a parent-subsidiary structure, 
bankers must provide written expla
nations as to why financing becomes 
available upon corporate separation, 
investment bankers must detail why 
investors will have a preference, etc. 
For example, in the prior mentioned 
ruling regarding nexus on catalog 
sales, letters from three state sales 
tax administrators stating that nexus 
would not exist upon separation were 
submitted. In addition, computations 
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of any anticipated savings will be 
required. For those practitioners 
rendering opinions without a ruling, 
it would be wise to have these letters, 
computations, etc. documented at the 
time of rendering an opinion. Trying 
to bolster a business purpose years 
from now could prove more difficult 
and less persuasive. Additionally, 
representations from clients60 should 
state that the intended transaction is 
the only way to achieve the stated 
business purpose. 

The above analysis ofpost-1988 
letting rulings is by no means exhaus
tive. Also, the many rulings and 
court cases preceding the issuance 
of the final regulations retain their 
importance, providing additional 
guidance. 

MARK C. LARSON is an associate with 
the law firm of Dykema Gossett practicing 
in tax planning and controversy matters. 
He is the current chairperson of the State 
Bar Taxation Section Corporation Commit
tee, is a lousy golfer, and tries hard to 
accommodate his schedule for those who 
want to buy him lunch. 
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Single Business Tax -
Jurisdiction to Tax 

Gillette Company v Dep't of Treasury, 
198 Mich App 303;_NW2d_(1993) 
(Editor's Note - Gillette's application 
for leave was pending before the 
Michigan Supreme Court as of the 
date this note was prepared.) 

In Gillette, the taxpayer appealed the 
Michigan Tax Tribunal's affrrmance · 
of single business tax assessments. 
Before the Tribunal, Gillette had 
requested cancellation of the assess
ments issued to it on grounds that its 
contacts with Michigan were insuffi
cient to support jurisdiction to tax 
under the Single Business Tax Act. 
The taxpayer had a sales staff of 18 
full-time sales representatives located 
in Michigan who took orders from 
customers and submitted them to the 
main office, reviewed displays and 
shelving arrangements of Gillette 
merchandise at the customer's loca
tion, informed customers of corporate 
promotions, and replaced defective 
merchandise. In addition, the com
pany provided leased automobiles for 
its sales representatives in Michigan. 

Two basic issues were considered 
in Gillette: Is the single business tax 
a tax on, or measured by, net income, 
so that the protections afforded by 
PL 86-272 apply? If not, just what 
standards should be used to guide 
taxpayers analyzing jurisdiction to 
tax questions? 

Responding to the first-stated 
issue, the Court examined the essen
tial nature of this consumption-type 
value added tax, and noted that a 
number of Michigan appellate deci
sions have uniformly held that the 
SBT is not a tax imposed upon in
come. The Court further stated that 
the tax is not 'measured by' net 
income for the reason that, although 
federal taxable income is the starting 
point in the creation of the tax base, 
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the many adjustments to federal 
taxable income required to compute 
the adjusted tax base render it unrec
ognizable as a net income base by the 
time the computation is completed. 

Having discarded PL 86-272 as the 
appropriate jurisdiction to tax test, 
the Court settled upon the combina
tion due process/commerce clause 
analysis set forth in the United 
States Supreme Court's recent deci
sion in Quill. Addressing nexus from 
a due process perspective, the Court 
of Appeals quoted with approval the 
U.S. Supreme Court's observation 
that Quill had purposefully directed 
its business activities at North Da
kota residents through its distribu
tion of catalogues, its implementation 
of a nationwide advertising program 
and its use of telephone calls. The 
Court of Appeals compared Gillette's 
activities with those of Quill to con
clude that Gillette purposefully 
directed its activities at Michigan 
residents, and that adequate support 
for the imposition of the single busi
ness tax thus existed under due 
process standards. 

The Court's analysis in Gillette did 
not end with its application of due 
process standards; the Court pro
ceeded to ascertain whether the 
single business tax met the familiar 
four-pronged commerce clause test 
outlined in Complete Auto Transit, 
Inc v Brady, 430 US 27 4; 97 S Ct 
1076; 51 LEd 2d 326 (1977). As 
concerns the "substantial nexus" 
requirement of the first part of the 
Complete Auto test, the Court, again 
citing Quill for the proposition that 
the presence in a state of a small 
sales force, plant or office may be 
sufficient to establish the existence 
of substantial nexus, ruled that the 
presence of eighteen full-time sales 
representatives in Michigan, the 
company's ownership interest in 
promotional and replacement mer
chandise situated in Michigan, the 
presence of leased automobiles used 
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by Gillette's sales force in Michigan, In Guardian and Cargill the Court 
and substantial Michigan sales of Appeals proceeded forward from 
generated by sales representatives, its decision in Gillette that PL 86-272 
satisfied the substantial nexus test. was not the appropriate jurisdictional 

standard for the SBT. Again citing 
Quill for the proposition that a sub-

Single Business Tax - stantial nexus may be created by the 

Throwback of Sales to presence of small sales force, plant or 
office in the taxpayer of this state, the 

the Numerator of the Court of Appeals observed that, after 

Apportionment Quill, it was abundantly clear that 
Guardian and Cargill must show a 

Formula's Sales Factor physical presence within a target 
state to establish substantial nexus 

Guardian Industries Corp v Dep't of and thus successfully challenge 
Treasury and Cargill, Inc, et al v application of Michigan's SBT to sales 
Dep't of Treasury, 198Mich App 363; in the target states. As to Guardian, 
497NW2d595(1992) (Editor's Note- the Court of Appeals held that the 
As of the date this note was prepared, record was unclear whether 
the Michigan Court of Appeals had Guardian's employees were present 
denied Cargill's motion for re-hear- in each target state and remanded 
ing, and the time had not expired for the case to the Court of Claims for 
the filing of any application for leave further proceedings. With regard to 
to appeal to the Michigan Supreme Cargill, the Court of Appeals' percep-
Court.) tion that the trial court's record was 

I • inadequate prompted it to conclude 
Guardian and Cargill, which were that the taxpayer had failed to carry 
issued by the Court of Appeals simul- its burden of proof in stipulating with 
taneously with Gillette, arose in the Department of Treasury that its 
response to the Michigan Department activities in the destination states 
of Treasury's interpretation of the did not exceed the solicitation of 
throwback provisions found in the sales contemplated by, and protected 
Single Business Tax Act and its under, PL 86-272. 
analysis of what circumstances will 
cause a multistate taxpayer's sales 
outofMichigan inventory to destina- Tax Tribunal Practice 
tion states to be thrown back into the and Procedure,- Small numerator of the sales factor of the 
three-factor formula used to divide Claims Division - Right Contending 
the tax base. In Guardian, the Court to Rehearing that the Tax 
of Claims had ruled in the taxpayer's Tribunal erred 
favor on its motion for summary Hodgson v Birmingham, _Mich App in permitting its 
disposition. The record in that case 
showed that the company's activities _; _NW2d_ (5/3/93) referee to 
in the destination states either ex- decide a 
ceeded the solicitation of sales or A hearing referee assigned by the rehearing 
consisted solely of the solicitation of Michigan Tax Tribunal to hear and request, the 
sales of tangible goods. Cargill came decide small claims cases issued an City appealed order awarding costs to Petitioner. before the Court in a different pos-

Respondent City moved for rehearing to the Court of 
ture, having been the subject of an 
adverse decision of a different Court and reconsideration ofthe costs Appeals. te of Claims judge after trial. award; its motion was denied by the 

1 hearing referee. Contending that the 25 

, 
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Tax Tribunal erred in permitting its Although State Farm had urged the 
referee to decide a rehearing request, Court of Appeals to adopt a more 
the City appealed to the Court of restrictive view of what constitutes a 
Appeals. "burden" for retaliatory tax purposes 

The Court agreed with the City, so as to exclude, for example, pay-
finding that the rules of practice and ments that may have the effect of 
procedure pertaining to the Tax benefiting insurance companies, the 
Tribunal's small claims division Court found no such limitation in 
clearly provide that a party has the the applicable statutory language. 
right to have an order adjudicated by According to the Court, "any assess-
an appointed member of the Tribunal. ment that is required by law as a 
The question of Petitioner's right to condition to doing business in the 
costs was remanded to the Tax state, without regard for whether or 
Tribunal for a de novo hearing by not the insurance company seeks or 
a Tribunal member. desires the intended benefit, is a 

"burden under the statute." 

Retaliatory Tax- What 
Intangibles Tax- No Payments Constitute 

Burdens Deduction to Banks 
for IRA's on Deposit 

State Farm Mutual Automobile Ins 
Co v Comm'r of Insurance, unpub- Security Bank Northeast v Dep't of 
lished opinion per curiam of the Treasury, 198Mich App249; 

Q I Court of Appeals, Docket No. 142146; _NW2d_(1993) (Editor's Note-
4/14/93 In connection with this case, see 

Huntington Banks of Michigan et al v 
State Farm, an Illinois insurance Dep't of Treasury, MTT Docket No. 
company doing business in Michigan, 133201 (1993) which found Security 
was assessed a retaliatory tax by the Bank to be dispositive of the in tan-
Michigan Insurance Bureau for tax gibles tax issues presented.) 
year 1984 premised upon the inclu-
sion of certain fund payments - ·Section 3(b) of the Intangibles Tax 
payments to the Illinois Insurance Act expressly provides for a number 
Guaranty Fund, the Michigan Prop- of exemptions from application of the 
erty and Casualty Guaranty Associa- tax. Plaintiffs, all Michigan banks, 
tion and the Michigan Catastrophic filed amended intangibles tax returns 
Claims Association- in the base claiming that they were entitled to 
used to compute the retaliatory tax. deduct from their intangibles tax 
Such payments are properly incorpo- base, int!ll:alia, the amount ofindi-
rated within the tax base if they vidual retirement accounts they had 
constitute "burdens" under MCL on deposit. 
500.476; MSA 24.1476 (now re- The Court of Claims rejected the 
pealed). banks' contention that the deductions 

The Court of Appeals affrrmed the outlined in sec. 3(b) applied to banks, 
circuit court's ruling that payments concluding that only federal and state 
to all three funds represent "burdens" governmental deposits, deposits of 
under the retaliatory tax enactment other banking institutions and the 
because they must be remitted in banks' own items of issue were prop-
their respective states as a condition erly deductible from the base subject 

(J 
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several rules of statutory interpreta
tion to affirm the decision of the lower 
court. 

Sales Tax - Corporate 
Officer Liability for 
Penalty and Interest 
Accruing During 
Bankruptcy 

Stackpoole v Dep't of Treasury (on 
remand), MTI' Docket No. 97323 (4/ 
30/93) 

In a prior decision issued by the 
Michigan Tax Tribunal, a portion of 
which was affirmed by the Court of 
Appeals, Petitioner Stackpoole was 
held to be a responsible officer liable 
for a corporation's unpaid sales tax 
deficiency. The Court of Appeals 
remanded the matter to the Tax 
Tribunal for a determination of 
whether Petitioner also had personal 
liability for penalty and interest that 
accrued during the pendency of the 
corporation's bankruptcy stay. 

On remand, the Tax Tribunal held 
that the corporation's sales tax debt 
was non-dischargeable in bankruptcy, 
and that penalty and interest sums 
relating to the non-dischargeable debt 
similarly were non-dischargeable, 
with the result that Stackpoole was 
personally liable for penalty and 
interest under the corporate officer 
liability provision contained in of 
the Revenue Act. 

Personal Income Tax -
Allocability of Royalty 
Income 

Graeffv Dep't of Treasury, MTI' 
Docket No. 149282 (3/10/93) 

Petitioners, Michigan residents who 
owned hair dryer patents, entered 
into licensing agreements authorizing 
another corporation to market prod
ucts using their patents and, in 
return, received fees which they and 
the licensee denominated as royalties. 
None of the manufacturing or other 
processes relating to the corporation's 
use of Petitioners' patents occurred in 
Michigan. On the Michigan income 
tax returns they~ filed for the years 
1984 through 1988, Petitioners ex
cluded royalty income received from 
the corporation as income attribut
able to another state. For these same 
years, Petitioners filed non-resident 
Pennsylvania returns on which they 
reported the royalty income. The 
Michigan Department of Treasury 
rejected the manner in which Peti
tioners reported the income for Michi
gan income tax purposes, contending 
instead that the income was properly 
characterized as capital gains income 
allocable to Michigan. 

Confronted with the issue of 
whether Petitioners correctly treated 
the income as royalty income subject 
to the allocation rules set forth in the 
Michigan Income Tax Act, the Tax 
Tribunal looked to an accepted defini
tion of the term "royalty", concluded 
that the fees in question fit within 
that definition, and held that the 
income was properly allocable under 
sec. 114 of the Income Tax Act. The 
Tax Tribunal further· ruled that the 
late filing of Petitioners' Pennsylva
nia income tax returns was irrelevant 
to the question of allocability in the 
Michigan income tax context, noting 
that the language of the Michigan 
enactment, which in part looks to 
whether the taxpayer is "not taxable" 
in another state, "does not require a 
Michigan citizen to actually pay the 
tax due in the state utilizing the 
patent, much less require them to 
pay it on time." 

State and Local 
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Ad Valorem Property 
Taxation- No Charitable 
Exemption for Adult 
Foster Care Facility 

Haslett Manor Adult Foster Care, Inc 
v Meridian Twp, MTT Docket No. 
141053 (3/10/93) 

Meridian Township refused to grant 
exemption to an adult foster care 
facility for tax years 1990 through 
1992. Petitioner appealed Meridian's 
determination to the Michigan Tax 
Tribunal, contending its entitlement 
to exemption pursuant to MCL 
211.7o; MSA 7.7(4-l), which provides 
a real and personal property exemp
tion for charitable institutions and 
charitable homes. 

Evaluating the proofs adduced at 
hearing, the Tax Tribunal declined to 
accord exempt status to Petitioner's 
properties for the reason that, in its 
view, Petitioner failed to demonstrate 
that it qualified as a charitable 
institution. Although Petitioner 
had requested recognition of exempt 
status from the Internal Revenue 
Service, it had not received such 
recognition as ofthe appropriate tax 
days, nor had it been licensed under 
applicable laws to solicit charitable 
contributions. Furthermore, Peti
tioner provided no care free of charge, 
and provided insufficient proofs to 
demonstrate that it furnished care 
to its residents at below-market rates. 
Finally, the Tax Tribunal recited that 
it was "not convinced that the net 
income [ofthe operation] does not 
inure to the benefit of any person," 
alluding to a significant sum which 
Petitioner paid to certain of its offic
ers and directors to acquire the 
property. 
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Ad Valorem Real and 
Personal Property 
Taxation - No Hospital or 
Public Health Exemption 
for Hospital-Run Child 
Care Center 

Saginaw General Hospital v Saginaw, 
MTT Docket No. 143292 (3/18/93) 

Saginaw General Hospital claimed 
entitlement to exemption from ad 
valorem real and personal property 
taxation under the hospital or public 
health exemption provision contained 
in MCL 211.7r; MSA 7.7(4-o) for an 
on-premises child care center it 
operates for the benefit of its employ
ees. Analogizing its situation to that 
extant in a 1965 Michigan Supreme 
Court decision that addressed the 
predecessor to the modern version 
of sec. 7r, Oakwood Hospital Corp v 
State Tax Commission, 37 4 Mich 524 
(1965), Saginaw General contended 
that its child care center exists as a 
necessary adjunct to the hospital and, 
as such, squarely fits the require
ments for the hospital or public 
health exemption. In addition, Peti
tioner looked to the precise language 
of the exemption provision and ob
served that, unlike other property 
uses that are specifically excluded 
from the exemption, a day care opera
tion is not one of the uses expressly 
mentioned. 

Concluding that Saginaw General's 
child care center is not owned and 
operated for hospital or public health 
purposes, the Tax Tribunal rejected 
the taxpayer's claim of exemption. 
Central to the Tax Tribunal's deter
mination that no exemption is avail
able to the hospital for its child care 
center was its finding that Petitioner 
failed to show that child care services 

( 
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fall within the commonly-defined 
meanings of the terms ''hospital" and 
"public health purposes". Petitioner 
further failed to link its provision of 
such services to its corporate purpose. 
As for Saginaw General's contention 
that child care centers had not been 
incorporated within the express 
exclusion of usages noted in the 
governing statute, the Tax Tribunal 
deemed it illogical "to infer that any 
and all other hospital-owned occupan
cies which might be created in order 
to attract and retain employees 
would, by deduction, be deemed 'used 
for hospital or public health purposes' 
solely by reason of their hospital 
ownership and location on, or in close 
proximity to, the hospital campus and 

their incidental effect on hospital 
efficiency." 

PATRICK A. VAN TIFLIN and MICHELE 
L. HALLORAN prepared the state tax 
case summaries in this issue. Pat and 
Michele are members of the law firm of 
Howard & Howard Attorneys, P.C. in 
Lansing. Pat directs the firm's state and 
local tax practice; Michele is a former 
Hearing Officer with the Michigan Tax 
Tribunal. 

ROGER M. GROVES prepared the local 
tax case summaries in this issue. Roger 
is a member of the law firm of Howard & 
Howard Attorneys, P.C. in Lansing and is 
a former Judge of the Michigan Tax 
Tribunal. 

Newly Issued Revenue Administrative Bulletins: 

RAB 93-1: 

RAB 93-2: 

RAB 93-3: 

RAB 93-4: 

RAB 93-5: 

RAB 93-6: 

RAB 93-7: 

RAB 93-8: 

"Disclosure of Tax Return Information - Subpoenas, Court 
Orders and Search Warrants" 

"Interest Rate" 

"Sales and Use Taxation of Prescription Drugs" 

"Land Removed from a Farmland Development R~ghts 
Agreement" 

"Use Tax Base of Tangible Personal Property Affixed to 
Real Estate by a Manufacturer/Contractor" 

"Sales and Use Taxes- Road Treatments" 

"Sales Tax Treatment of Delivery Services Provided by 
Retailers" 

"Sales and Use Taxes- Interstate Commerce Carriers" 

State and Local 
Tax Update 
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In essentially 
all property tax 
appeals, the 
procedural 
prerequisite 
of appearance 
at the local 
board of review 
to dispute the 
assessment 
Is mandatory 
for the Tax 
Tribunal to 
obtain 
jurisdiction. 
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Assessment Appeal Procedures Revisited 
By: Nanci Wolf Freedman 

With the investiture of the new Tax 
Tribunal judges appointed by Gover
nor Engler, certain informal Tribunal 
procedures have changed. However, 
since the basis of most Tribunal 
procedures is found in the Rules of 
the Tax Tribunal, the more critical 
procedures remain the same, regard
less of who fills the judicial chairs. 
Moreover, the procedures which 
implement provisions found in the 
General Property Tax Act1, the Rev
enue Act2 or the Michigan Constitu
tion remain unchanged. 

A Brief Review of 
Appeal Procedures 
The Tax Tribunal is a quasi-judicial 
agency appointed by the Governor 
with exclusive and original jurisdic
tion for review of final decisions, 
findings, rulings, determinations or 
orders relating to assessment, valua
tion, special assessments, allocations 
or equalization under property tax 
laws3. In addition, the Tax Tribunal 
has jurisdiction over proceedings for 
refunds or redetermination of a tax4. 

The Revenue Act affords an ag
grieved person the opportunity to 
seek review of an assessment decision 
or order of the Michigan Department 
of Treasury in the Court of Claims. 5 
The Ingham County Circuit Court 
functions as the Court of Claims for 
review of such appeals. 6 

Proceedings in the Tax Tribunal 
are governed by the Rules of Practice 
and Procedure Before the Michigan 
Tax Tribunal7 (specific rules hereinaf
ter "TTR_") whereas procedures 
for the Court of Claims are governed 
by the Michigan Court Rules (specific 
rules hereinafter "MCR __ ") . Where 
there is no applicable Tax Tribunal 
rule, the Michigan General Court 
Rules of 1963 govern practice and 
procedure in the Tax Tribunal.B 9 

To invoke either the Tax Tribunal's 
or the Court of Claim's jurisdiction, 
an aggrieved party must file either 
a petition or a complaint beginning 
the appeal process. In the case of a 
normal property valuation dispute, 
a petition must be filed with the Tax 
Tribunal10 by June 30th of the tax 
year involved. 11 In essentially all 
property tax appeals, the procedural 
prerequisite of appearance at the 
local board of review to dispute the 
assessment is mandatory for the 
Tax Tribunal to obtain jurisdiction. 12 

For non-property and certain non
valuation tax disputes to be heard in 
the Tax Tribunal, the petition must 
be filed within 30 days after the fmal 
decision, ruling, determination or 
order of which the petitioner seeks 
review.13 In addition Department of 
Treasury assessments, decisions and 
orders may be appealed to the Court 
of Claims within 90 days.14 Gener
ally, these latter decisions are the 
Final Assessments issued by the 
Department of Treasury in a state, 
as opposed to a local, assessment 
dispute. 

In these matters, the aggrieved 
party has a choice of forum since 
neither the Court of Claims nor the 
Tax Tribunal has exclusive jurisdic
tion. As a practical matter, the 
longer filing period in the Court of 
Claims often becomes the decisive 
factor in choice of forum. To begin 
the appeal process in the Court of 
Claims, the "aggrieved person" flles 
a complaint rather than a petition.15 

The Tax Tribunal also has jurisdic
tion over disputed tax bills. A peti
tion to contest a tax bill must be filed 
within 60 days after the mailing of 
the bill by the township treasurer.16 

The statute is quite specific that the 
appeal of a disputed tax bill cannot 
be the basis of an appeal regarding 
valuation, exemption or equalized 
valuation. 

ri 
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The statutes are likewise clear as 
to what mailing is accepted as timely 
filing. Contrary to the Michigan 
General Court Rules, the normal 
filing rule in the Tax Tribunal is that 
documents are deemed filed or served 
upon first class mailing or delivery. 17 
However, the filing of petitions is tied 
either to certified mailing of same or 
receipt on or before June 30th.18 

There is one additional procedural 
distinction between the Tax Tribunal 
and the Court of Claims which may 
affect choice of forum. To invoke the 
jurisdiction ofthe Court of Claims, 
a taxpayer must first pay the uncon
tested portion of the disputed assess
ment, including penalty and inter
est.19 Payment should be made 
"under protest" and should claim 
refund as part of the appeal. 20 In 
the Tax Tribunal, payment is not a 
prerequisite to jurisdiction but is a 
prerequisite to issuance of a final 
decision in certain property tax 
matters only.21 

Post Petition Procedure, 
Hearing and Appeal 

The post-petition procedures for 
Tax Tribunal matters are not overly 
formal. In property tax matters, 
the parties are to conduct a Counsel 
Conference shortly after the answer 
is filed22 and, 120 days later, ex
change a Valuation Disclosure. 23 The 
latter is often delayed by stipulation 
of the parties to permit further inves
tigation of the matter and the possi
bility of settlement. Formal discovery 
is somewhat limited24 and motions 
are decided upon written briefs 
absent oral argument. 25 In non
property tax matters, the procedures 
are even more streamlined as 
Counsel Conference and Valuation 
Disclosure exchange rules are omitted 
and discovery is unavailable unless 
ordered by the Tax Tribunal. 26 The 
prehearing and hearing procedures 
are also somewhat more relaxed than 
those to which the Court of Claims 
adheres through its application of 

Short 
Subjects 

both the General Court Rules and 
the Michigan Rules of Evidence. 

As to evidence which is admissible 
at a Tax Tribunal hearing, the Tribu
nal utilizes the "reasonably prudent 
man" standard of evidence. 27 Under 
this rule, the Tribunal tends to admit 
most hearsay if it conforms to that 
standard. Admission of evidence in 
Court of Claims hearings is governed 
by the Michigan Rules of Evidence. 
The hearsay rules are applied. 

Appeal from a decision of both 
the Tax Tribunal and the Court of 
Claims is taken, by right, to the 
Court of Appeals. 28 The review 
includes a finding of whether the 
appealed decision is authorized by 
law and whether it is supported by 
competent, material and substantial 
evidence on the whole record. 29 

State Tax Commission Review 
In addition to the appeal procedures 
outlined above, in certain limited 
cases, an aggrieved party may obtain 
relief from State Tax Commission 
review. The General Property Tax 
Act confers power in the State Tax 
Commission to review a claim of 
incorrectly reported or omitted prop
erty. 30 The review is begun by the 
taxpayer filing the properly executed 
Form L-154 with the Commission 
prior to the expiration of three years 
from the contested assessment (i.e. 
the current assessment year and the 
two immediately preceding years).31 
The Tax Commission will review the 
matter and issue its order. If the 
taxpayer disagrees with the final 
Commission ruling, appeal to the 
Tax Tribunal is afforded. 

To invoke the 
jurisdiction 
of the Court 
of Claims, 
a taxpayer 
must first 
pay the 
uncontested 
portion of 
the disputed 
assessment, 
including 
penalty and 
interest. 

NANCI WOLF FREEDMAN is a partner is the law firm of 
Freedman & Areeda, P.C. where she specializes in state 
and local tax issues and assessment appeals. She received 
her J.D. with honors and a concentration in taxation from the 
Detroit College of Law in 1981. She taught the course State 
and Local Taxes for New Business Owners for four years at 
Washtenaw Community college and has been a recent speaker 
for ICLE on property tax valuation issues. She is a member 
of the Michigan Bar Association and of the Taxation Section. 
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----------------------------ENDNOTES----------------------------

1. MCL211.1 et. seq.; MSA 7.1 

2. MCL 205.1 et. seq.; MSA 7.657(1) 

3. MCL205.731(a); MSA 7.650(31) 

4. MCL 205.731(b); MSA 7.650(31); MCL 205.22(1); MSA 7.657(22) 

5. MCL 205.22; MSA 7.657(22) 

6. MCL600.6404; MSA27A.6404 

7. A copy of the Rules of Practice and Procedure Before the Michigan Tax Tribunal can be obtained free of 
charge from the Tax Tribunal office in Lansing. 

8. TTR 205.1111(3) 
i. Presumably, the Michigan Court Rules of 1985 which supersede the Michigan General Court Rules of 1963 

now govern in the absence of an applicable Tax Tribunal rule. 

10. TTR225(1) 

11. TTR 205.1111 (3) 

12. MCL 205.735(2); MSA 7.650(35) 

13. MCL 205.735(2); MSA 7.650(35) 

14. MCL 205.22; MSA 7.657(22) 

15. MCL 600.6425; MSA 27 A.6425 and MCR 2.1 01 (B) 

16. MCL205.735(2); MSA 7.650(35) 

17. TTR 205.1208(4) and TTR 205.1210(1) 

18. MCL 205.735(2); MSA 7.650(35) 

19. MCL 205.22; MSA 7.657(22) 

20. ld. 

21. MCL205.743(1) and (2); MSA 7.650(43) 

22. TTR 205.1250 

23. TTR 205-1252 

24. TTR 205-1255 - 205.1260 

25. TTR205.1230(4) 

26. TTR 205.1249 

27. TTR 205-1410(1) 

28. MCL 205.22(1); MSA 7.657(22); and MCL 205.753; MSA 7.650(53) 

29. Const. 1963, Art. 6, Sec. 28. 

30. MCL211.154(1); MSA 7.211 

31. MCL211.154(1); MSA 7.211 

32. MCL 211.154(4); MSA 7.211 
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TAXATION SECTION 

STATE MICHIGAN 

June 15, 1993 

Dear Taxation Section Members: 

The Taxation Section has been very busy over the last several months 
and has enjoyed several notable successes. The Section's activities are 
designed to provide practitioners with a wide variety of educational 
opportunities, superior publications, special programming, legislative input 
and networking. 

1 . Our Sixth Annual Summer Tax Conference is being held at the Grand 
Traverse Resort from Thurs'day, July 29 through Saturday, July 31. 
This year's topic "Tax Trends- What's New? What's Not? What's 
Next?" will provide an excellent opportunity to hear from nationally 
renowned speakers. Additionally, the Summer Tax Conference is 
designed to provide an informal atmosphere for networking with 
peers and engaging in special family activities. 

2. 

3. 

4. 

We look forward to seeing all of you at this Summer's Tax Confer
ence. For further information, please contact our Section's coordina
tor, Karen Nizol at (313) 953-0088, or Carol Karr, our Conference 
Chairperson at (616) 459-8311. 

As is highlighted in this issue, Michigan has recently enacted a new 
"pick-up" Inheritance Tax Law. With the tireless efforts of George 
Gregory, Dennis Mitzel, Reg Nizol and Joe Bonventre (as well as 
many others), the bill, which in prior years did not meet with success, 
was in fact enacted. We want to extend our thanks to all of the 
members of the team who helped in seeing that this legislation was 
implemented. 

Also, effective June 1, Michigan has a newly effective limited liability 
company statute. A further discussion of the law is enclosed in this 
issue. I would like to extend; on behalf of the entire Section, our 
thanks to Gary Schwarcz and Rick Soble for their significant input 
into this meaningful effort. 

Once again, the Section is proud to have sponsored, along with 
Come rica Bank, our second annual Tax Directory. The Directory 
contains the names, addresses and telephone numbers of Section 
members, IRS and Michigan tax officials and other key tax personnel. 
We are sure that this Directory will be a benefit to all Section 
members. 

PAST COUNCIL CHAIRPERSONS 

- ALLAN J. CLAYPOOL 
STEPHEN H. CLINK 

JOHN J. COLLINS, JR. 
CLIFFORD H. DOMKE 

J. BRUCE DONALDSON 

OSCAR H. FELDMAN 
EUGENE A. GARGARO, JR. 

LOUIS W. KASISCHKE JOHN W. McNEIL 
JOHN L. KING JACK E. MITCHELL 

B. COURTNEY RANKIN 
JOHN J. RAYMOND, SR. 

DAVID M. ROSENBERGER 

JOHN N. SEAMAN 
PETER S. SHELDON 

WILLIAM J. SIKKENGA 
I. JOHN SNIDER, II 

LAWRENCE R. VAN TIL 

ERNESTGETZ 
JOSEPH D. HARTWIG 
STEPHEN I. JURMU 

DONALD M. LANSKY J. LEE MURPHY 
ARNOLD W. WNGERSHAUSEN LAWRENCE J. MURPHY 

JERRY D. WPTAK ROBERT B. PIERCE 
ANDREW M. SAVEL 

BENJAMIN 0. SCHWENDENER, JR. 



5. This year's annual Section meeting will be held in connection with the 
State Bar's Annual Meeting in September. The Section's meeting will 
be followed by a program for members which will feature a presenta
tion by Benjamin Hartley (from the Joint Committee on Taxation) and 
others concerning the Federal tax legislative process. 

6. The After-Hours Tax Law Series programs for next year (beginning in 
October, 1993) have already been put into place. Each seminar is 
conducted in both the Detroit metropolitan area and Grand Rapids. 
We look forward to your participation in the upcoming Series. Stay 
tuned for upcoming fliers. 

I look forward to your continued participation in the Section's 
activities and, once again, encourage all Section members to attend our 
Summer Tax Conference at the Grand Traverse Resort, beginning July 29. 

JAL/hlc 
hc\stbrmitx.cvr 

Very truly yours, 

iJ~~t--·~ 
JEFFREY A. LEVINE 

Chairperson 
Taxation Section 

STATE BAR OF MICHIGAN 
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Michigan Inheritance Tax Repealed 
Effective October 1, 1993 
On May 20, 1993, the Michigan 
legislature gave final approval to the 
Michigan Estate Tax Act (H.B. 4597). 

The new law will apply to estates 
of decedents dying after September 
30, 1993. Specifically, the new law 
replaces the current Michigan Inher
itance Tax with a "pick-up" tax used 
by more than one-half of the states in 
our country. Under this new law, the 
amount of tax due Michigan will be 
determined based on how much 
federal estate tax an estate pays. 
The new law will only tax estates 
worth more than $600,000, just like 
the federal estate tax. The federal 
estate tax allows a state death tax 
credit and that will be the amount 
due Michigan assuming all the 
decedent's property was located in 
Michigan. There are special alloca
tion and apportionment provisions 
if the individual owned property in 
other states. 

There are many benefits to this 
new law not only for Michigan tax
payers but also for tax practitioners. 
The Michigan Department of Trea
sury anticipates having a one page 
form instead of the relatively new 
long form. In addition, the filing 
deadline for the new form will be the 
same as the filing deadline for the 
federal estate tax return. 

This article would not be complete 
without a special thank you to George 
Gregory (Taxation Section Council 
Member), Robin Ferriby (Probate 
Section) and Steve Jones (Probate 
Section) for the leadership role they 
played as principal draftsmen of the 
new law and the numerous meetings 
they had with Michigan legislators 
and Michigan Department of Trea
sury personnel to reach a consensus 

on this matter. A special thank you 
is also in order to each and everyone 
of you who participated in some way 
in supporting this new law. I would 
like to specifically thank everyone 
who made telephone calls or wrote 
letters to various Michigan legisla
tors. The support we received from 
practitioners and taxpayers alike was 
truly remarkable! 

I am sure there will be ICLE 
seminars on this new law. However, 
the Taxation Section already had a 
special joint meeting of the Estates 
and Trusts Committee and State 
and Local Committee of the Taxation 
Section on June 16. We had the three 
principal draftsmen of the new law as 
our speakers. Please consider joining 
a Taxation Section Committee so you 
can receive the most up to date and 
timely information available. 

Caveat: George Gregory has 
promised to write an article on behalf 
of the Estates and Trusts Committee 
on the new Michigan Estate Tax Act. 
The article will appear in the next 
issue of the Michigan Tax LaWYer. 
We can all look forward to reading 
about not only to the summary of 
the new Michigan Estate Tax Act and 
the legislative process George worked 
through in order to accomplish our 
objective. 

JOSEPH A. BONVENTRE is a partner of 
the law firm of Clark, Klein & Beaumont. 
He is the current Chairperson of the State 
Bar Taxation Section Estates & Trusts 
Committee. He is also Co-Chair of the 
Detroit Bar Association Taxation Section 
and was recently appointed Chair of the 
ABA Section of Real Property, Probate & 
Trust Law Committee on Administration 
and Distribution of Trusts. 
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The new law 
will only tax 
estates worth 
more than 
$600,000, just 
like the federal 
estate tax. 
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