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TAXATION SECTION 

May 15, 1997 

Dear Taxation Section Members: 

Summer approaches as this letter is being written (although the 
weather still feels like Fall). It is hard to imagine that we are half-way through 
the year having accomplished a lot, but with numerous matters still to be 
handled. 

By the time you read this, we will have held our tenth annual Summer 
Tax Conference. At this time, there are eighty attendees which makes this 
our largest conference to date. This success is ·directly attributable to the 
huge efforts undertaken by Joe Bonventre, Greg Nowak and Karen Nizol, all fiJi' 
of whom deserve a standing ovation for the work they have done. 

The Internet Committee has met and we are on our way to becoming 
technologically involved in both the Institute of Continuing Legal Education's 
Home Page and the State Bar of Michigan's Home Page. We are proposing 
to insert membership-type information on the State Bar Home Page (including 
copies ofthe Directory and the Michigan Tax Lawyer). Our involvement in the 
ICLE Home Page will hopefully be more technical in nature perhaps through 
monitoring links ICLE has already installed, as well as providing answers to 
frequently asked questions. Those of you that have any input or suggestions, 
please contact me. 

The annual meeting of the Taxation Section will be held in Detroit on 
Thursday, September 18, 1997. Mark Larson is coordinating the day's 
festivities and has promised a lively discussion dealing with the state of the 
law (a subject near and dear to all of our hearts) as part of the morning 
presentation. I am certain that the afternoon committee meetings and 
presentations will be equally as informative. Please plan on attending if you 
can. 

PAST COUNCIL CHAIRPERSONS ~~ 
OSCAR H. FELDMAN 

EUGENE A. GARGARO, JR. 
ERNEST GETZ 

JOSEPH D. HARTWIG 

JOHN L •. KIN.G 
DONALD M. LANSKY 
JEFFREY A. LEVINE 

ARNOLD W. WNGERSHAUSEN 

JACK E. MITCI:IELL 
DENNIS M. MITZEL, 

J. LEE MURPHY 
LAWRENCEJ.MURPHY 

B. COURTNEY RANKIN 
JOHN J. RAYMOND, SR. 

DAVID M. ROSENBERGER 
ANDREW M. SAVEL 

JOHN N. SEAMAN 
PETER S. SHELDON 

WILLIAM J. SIKKENGA 
I. JOHN SNIDER, II 



Taxation Section Member 
May 15, 1997 
Page 2 

Hope you all have a wonderful Summer and I look forward to seeing 
you at the annual meeting. 

Cordially, 

STATE BAR OF MICHIGAN 
TAXATION SECTION 
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Michigan Tax Lawyer-2nd Quarter 1997 Committees 

(I 
Report of the mative, and sometimes lively discus-

Corporation Committee sion of major tax issues. ' 

Jay A. Kennedy, Chairperson 2. Update on Clinton Proposals 
Abbott, Nicholson, Quilter, 
Esshaki & Youngblood, P.C. 

to Tax Conversions of Large C 

One Woodward Avenue, 19th Floor Corporations into S Corporations 

Detroit, Michigan 48226 You may recall that in late 1995 the 
Clinton Administration proposed 

1. Recent Activities. treating ~he conversion of a large C 

The Corporation Committee held a Corporation to an S Corporation as 

joint program with the Partnership a t~able liquidation of the C Corpo-
Committee and the Real Property ratiOn followed by a contribution of 

Law Section Committee on Federal the assets to an S Corporation by the 

Tax Aspects of Real Estate Transac- shareholders. The adoption of this 

tions on March 6, 1997. A major proposal would require immediate 

topic at this meeting was the Munici- gain recognition by both the corpora-

pal Tax Bureau's efforts to assist the tion and the shareholders, and would 

City of Pontiac in the collection of e~sential~y eliminate the S Corpora-

delinquent income taxes. These tion election as an option for these 

efforts include attempts to tax attor- corporations. The proposal defined 

neys for time spent in the Oakland a "large" corporation as one with a 

County courts located in Pontiac. valu~ of more than $5,000,000 at 

For more details see George the time of the conversion. An an-

(IJ 
Gregory's article in the First Quarter nouncement in early 1996 would 

1997 Michigan Tax Lawyer entitled have generally deferred the effective 

Bounty Hunting Comes to Michigan: date of this proposal to years begin-

The Municipal Tax Bureau and the ning after January 1, 1997. 

City Income Tax in Pontiac, Saginaw This proposal has resurfaced in 

and Highland Park. the description and analysis of 

Other topics discussed at the certain revenue-raising provision 

meeting included "Check the Box" contained in the president's 

considerations and the new business fiscal year budget proposal which 

purpose guidelines for Sec. 355 was prepared by the Joint Committee 

rulings. on Taxation and released on April 16, 

The Corporation Committee held 1997. The recent proposal would be 

ajoint program with the Partnership effective for taxable years beginning 

Committee and the Real Property after January 1, 1998. 

Law Section Committee on Federal 
Tax Aspects of Real Estate Transac-

Report of the Employee tions on June 5, 1997. Topics of this 
meeting included: Benefits Committee 

- Recent Installment Sale Proposals 
New Self Employment Tax 

Sherill Siebert, Chairperson 

Regulations 
Honigman Miller Schwartz and Cohn 

- New Subchapter K Regulations 
2290 First National Building 
Detroit, Ml 48226 

New Continuity oflnterest Rules (313) 256-7502 
- Other Miscellaneous Issues 
I would again encourage members 1. Recent Activities. 

of the Tax Section to consider attend- The most recent meeting of the 

- ing Committee meetings. These Employee Benefits Committee was 
meetings provide an opportunity held on May 14, 1997, at the Troy 
to participate in an extremely infor-
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Marriott Hotel. David Rosenberger, 
of Gamble, Rosenberger & Joswick, 
LLP, and Deborah L. Grace, of 
Dickinson, Wright, Moon, Van Dusen 
& Freeman, led a discussion of estate 
planning concepts for employee 
benefits attorneys. The session was 
well attended and provided (at least 
for some) much needed exposure to 
those principles. 

2. Future Activities. 
The next Committee meeting will be 
held September 18, 1997, at Coho 
Hall, from 2:00 p 4:00 p.m., in con
junction with the State Bar Annual 
meeting. It will feature our tradi
tional liaison with IRS personnel, 
although the IRS has not yet deter
mined who will be available to visit 
with us. If you have particular topics 
which you would like to have dis
cussed at that meeting, let me know 
as soon as possible so I can forward 
that information on to the IRS. 

Report of Estates and 
Trusts Committee 
Gregory V. Di Censo, Chairperson 
Miller Canfield, Paddock & Stone 
1400 N. Woodward, Ste. 100 
P.O. Box 2014 
Bloomfield Hills, Ml 48303-2014 
(81 0) 258-3049 

1. Chairperson's Message. 
The Committee is continuing to 
monitor federal legislative proposals 
regarding estate and gift tax 
reduction. 

2. Recent Activities. 
Nothing to report since our last 
meeting in March of this year. 

3. Future Schedule. 
Our next Committee Meeting is in 
the planning stages. My objective is 
to hold such a meeting sometime in 
July of 1997. Topic and location to 
be determined. 

Michigan Tax Lawyer-2nd Quarter 1997 

Report of the 
International Tax 
Law Committee 
David Wunder, Chairperson 
Coopers & Lybrand 
400 Renaissance Center 
Detroit, Michigan 48243 
(313) 446-71 00 

1. Recent Programs. 
On April 22, 1997 the International 
Tax Committee held a meeting on 
Foreign Sales Corporations at the 
Doubletree Hotel. An excellent 
presentation was given by Neil Block 
of Baker McKenzie, Chicago, Illinois 
and Robin Voigt and Robert 
Appriliano of Coopers Lybrand, 
Chicago, Illinois. 

2. Future Activities. 
Our next meeting will be held in 
conjunction with the annual meeting 
in September, 1997. Our feature 
speaker will be Jim Fuller an inter
national tax partner with the law 
firm of Fenwick & Davis of Palo 
Alto, California. 

Report of the Partnership 
Committee 
Anthony Ilardi, Chairperson 
Mager, Mercer, Scott & Alber, P.C. 
755 West Big Beaver Rd., Ste. 1700 
Troy, Michigan 48084 
(81 0) 362-8212 

1. Recent Developments. 
While the federal income tax conse
quences from conversions of partner
ships to limited liability companies, 
and from the transfer of interests in 
either partnerships or LLCs are 
reasonably well known, Michigan has 
offered little guidance. One of our 
committee members, Richard Roth, 
has obtained an informal opinion 
from the State Tax Commi·ssi·on. The 
pertinent parts of that opinion are (~_)~ 
reprinted here: 
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October 11, 1996 

Richard F. Roth 
Maddin, Hauser, Wartell Roth 
Heller & Pesses, P.C. 
Third Floor Essex Centre 
28400 Northwestern Highway 
Southfield, MI 48034-8004 

Dear Mr. Roth: 

Thank you for your letter of May 17, 1996 regarding transfers of ownership 
and other matters .... 

You ask in your letter whether a transfer of real property from spouses to 
a limited liability company (or corporation) in which the said spouses are 
the only members and shareholders would be a "transfer of ownership." 

It is the informal opinion of the State Tax Commission that a conveyance 
from one entity to another entity where each entity is owned by the same 
individuals with the same percentage of ownership is not a "transfer of 
ownership". This is true because the two entities would be considered to 
be entities under common control. MCL 211.27a(7)(1) states that a transfer 
of real property between entities which are commonly controlled is not a 
"transfer." 

Your second question involves a situation in which parents transfer 1% 
interests in real estate to each of several children. For the sake of discussion, 
let us assume that there were 4 children who each received a 1% interest. I 
am also assuming that the children own their 1% interests as tenants in 
common and not as joint tenants. Because the children own the property as 
tenants in common, there is a "transfer of ownership" of 4% of the property 
and the taxable value of 4% of the property would be uncapped in the year 
following the "transfer of ownership." 

You go on to say that the 4 children then transfer their total 4% to a Limited 
Liability Company (L.L.C). or a Family Limited Partnership (F.L.P.) in 
which the children are 25% members or partners. It is the informal opinion 
of the State Tax Commission that this is not a "Transfer of Ownership" 
because the 4 children and the L.L.C. or F.L.P. are entities under common 
control. This is true because each of the four children owns 25% of the 4% 
ownership as individuals and also as members or partners in the L.L.C. 
orF.L.P 

* * * 
This letter should not be construed to be " legal advice" but is an informal 
statement of the State Tax Commission's policy regarding matters involving 
the General Property Tax Act. 

Sincerely, 
S/ Roland C. Andersen 
Executive Secretary 

* * * 
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2. Upcoming Events. 
The next meeting of the Partnership 
Committee will be held at the State 
Bar Annual Meeting, jointly with the 
Corporation Committee. 

Report of the Practice 
and Procedure 
Committee 
Eric M. Nemeth, Chairperson 
Raymond & Prokop, P.C. 
2000 Town Center, Suite 2400 
Southfield, Michigan 48075 
(810) 357-3010 

1. Recent Activities. 
On April 17th and 18th, 1997, I 
attended the IRS Northeast Region/ 
State Bar Conference in New York. 
Present at the meeting from the IRS 
were Herma Hightower, Regional 
Commission, Joseph Macelli, Re
gional Counsel, and George Dellar, 
Regional Taxpayer Advocate. I have 
some materials from the conference 
and my own brief synopsis. Anyone 
desiring a copy should contact my 
office and we will send you a copy. 

At the conference, there was a 
continuing emphasis on reducing 
"cycle time" or ~he amount of time 
that a given branch of the IRS (e.g., 
examination division or collection 
division) may have a file. The Ser
vice has reported that nearly every 
district within the region has signifi
cantly reduced cycle time although 
specific numbers were not available. 
An area of controversy did arise with 
regard to the practice of some Service 
Centers returning tax returns that 
were "unprocessable." The contro
versy seems to be centered around 
the fact that there is no known 
criteria as to what makes a tax 
return "unprocessable." Specific 
statutory or other legal theory sup
port for the Service's authority to 
make these determinations has not 
been forthcoming. However, the 
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Committee's representatives were 
promised a more detailed response to 
this area and a sub-committee is in 
the process of being formed to explore 
this issue more fully. 

The New Jersey district reported 
the progress of a pilot program with 
respect to attorneys who fail to file 
tax returns. Apparently, the IRS 
took a copy of the New Jersey Bar 
directory and compared the names 
with the tax returns that had been 
filed. They found approximately 400 
attorneys that had not filed tax 
returns. They then followed up with 
a "friendly'' contact with the taxpayer 
in an attempt to secure returns. The 
district reported an approximate 85% 
compliance rate. 

The collection function indicated 
that as of April14, 1997, there will 
be changes to the national standards 
used in the preparation of collection 
of Financial Information Statements. 
The modifications will be published 
in the Internal Revenue Manual. 
It should be noted that some of the 
allowable expenses have actually 
decreased. The Service stated that 
this is because of information from 
the Bureau of Labor Statistics. 

Two recent meetings of the Com
mittee were held. On March 25, 
1997, the Annual IRS/State Bar 
Liaison Meeting was held at the 
Crowne Plaza Hotel. In attendance 
representing the Internal Revenue 
Service were Assistant District 
Director Nick Hall, Chief of Criminal 
Investigative Division John Imhoff, 
District Counsel Oksana Xenos, 
Taxpayer Advocate Dave Tash, 
representatives from the collection, 
examination and appeals functions. 
Although attendance was somewhat 
down from last year's level, the 
candor and exchange of information 
was very high. Many good questions 
were presented. A new pilot program 
in this district was outlined wherein 
Revenue Agents will now do abbrevi
ated narrative explanations of the 
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proposed adjustments and will in
stead provide the Agent's work 
papers to the taxpayer or his/her . 
representative without the necessity 
of a FOIA request. It is hoped that 
this will streamline the process of 
closing cases. 

On January 29, 1997, ajoint 
committee meeting was held with the 
Federal Bar Association, Tax and 
Bankruptcy sections on the tax 
aspects of bankruptcy both substan
tive and procedural in the Levin U.S. 
Federal Courthouse. Joan Fahlgren 
and Lynn Brimer, both IRS Special 
Assistance U.S. Attorneys, spoke on 
procedural and substantive tax 
matters and how they are impacted 
by the Bankruptcy Code. Karl 
Hochkammer from Raymond & 
Prokop, P.C. and I made a presenta
tion on bankruptcy reorganization. 
The event was co-hosted by Jackie 
Hotz of the Detroit U.S. Attorney's 
Office and Chairperson of the FBA 
Bankruptcy section. 

The IRS in Notice 97-26 provided 
its first list of designated private 
delivery services. The Taxpayer Bill 
of Rights 2 (TBOR2) amended Sec
tion 7502 of the Internal Revenue 
Code and gave the Commissioner 
authority to designate certain private 
delivery systems as qualifying under 
the "timely mailing is tiinely filing'' 
provisions. The list of services which 
have been deemed qualifying are 
Airborne Express, DHL Worldwide 
Express, Federal Express and United 
Parcel Service. It is strongly sug
gested that practitioners carefully 
study Notice 97-26 because there are 
certain requirements that must be 
adhered to and only certain delivery 
services of each provider are gov
erned under the exception. 

2. Future Schedule. 
There has been no date set for the 
next committee meeting. All mem
bers are reminded that there will be 

a committee meeting held on Septem
ber 18th, the State Bar of Michigan 
annual meeting. It will be a joint 
committee meeting with the State 
and Local tax section. The expected 
speaker will be the new Revenue 
Commissioner. 

Report of the State and 
Local Tax Committee 
Michele L. Halloran 
Howard & Howard, P.C. 
Phoenix Building, Ste. 500 
222 Washington Square North 
Lansing, Ml 48933 
(517) 485-1483 

1. Recent Activities. 
A meeting of the State and Local Tax 
Committee convened on Tuesday, 
April29, 1997. At the meeting, Mark 
Perry, Director of Property Taxes for 
MASCO Corporation, discussed 
various proposals for elimination or 
phase-out of Michigan's personal 
property tax. Mark's remarks were 
drawn from a study entitled ''The 
Michigan Tangible Personal Property 
Tax: Its Impact on Michigan's Eco
nomic Competitiveness in the Sit 
Selection Game." Please contact me 
if you were unable to attend the 
meeting and wish to receive a copy 
of the study. 

2. New Revenue Commissioner/ 
New Chief Deputy Treasurer. 
B.D. Copping of Deloitte & Touche 
has been named Michigan's new 
Revenue Commissioner effective 
June 2, 1997, replacing Jesse 
Weaver, who retired. Madhu 
Anderson has replaced Nick Khouri 
as Chief Deputy State Treasurer. 
Mr. Copping and Ms. Anderson have 
agreed to speak at the joint meeting 
of the State and Local Tax and Prac
tice and Procedure Committees at 
the State Bar Annual Meeting in 
September in Detroit. 

Reports 
from the 
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Making a Section 338 Election When 
Acquiring a Foreign Corporation's Stock 
David Wunder, International Tax Director, 
Coopers & Lybrand, L.L.P. 
Nicole Fink, Tax Associate, Coopers 
& Lybrand, L.L.P. 

In general, if a corporation buys all 
(or at least 80 percent of the total 
voting power and value) of the stock 
of another corporation, and makes a 
section 338 election, the acquired 
corporation will be treated as if it sold 
all its assets at fair market value 
(based on an allocation of the stock 
sale consideration) and then liqui
dated. I.R.C.338(a) and (g). In lim
ited circumstances, however, the 
section 338 consistency rules may 
cause carryover basis treatment for 
acquired assets, rather than treat
ment as a deemed asset sale. I.R.C. 
338(£). The decision as to whether 
to make a section 338 election with 
respect to a foreign corporation or its 
foreign subsidiaries whose stock is 
purchased can generally be made 
separately for the foreign target and 
each of its foreign subsidiaries, with
out restriction, under the new consis
tency rules (discussed below), and will 
depend on the U.S. taxpayer's foreign 
tax credit position. Treas. Reg. § 1.338-4. 
A. Issues for a U. S. Seller 

1. Terminates Taxable Year 
If the buyer makes a section 338 
election with respect to its 
acquisition of the stock of a 
controlled foreign corporation 
"CFC," its taxable year will end 
on the date of the stock sale. 
Treas. Reg. §1.338-l(e)(1). 
This will prevent the purchasing 
group from engaging in subse
quent actions that impact the 
year-of-sale earnings and 
profits and the amount of 
the section 1248 dividend to 
the U.S. seller. 

2.SubpartF 
In the absence of a section 338 

election, all of the subpart F 
income for the year would 
be included in the U.S. buyer's 
income since under 
section 951(a)(1) subpart F 
income is included in income 
by the person who is a United 
States shareholder with respect 
to the CFC and "who owns ... 
stock in such corporation on the 
last day, in such year, on which 
such corporation is a controlled 
foreign corporation." I.R.C. 
§951(a)(1). 

If the buyer makes a sec
tion 338 election with respect 
to its acquisition of the CFC, 
however, the taxable year will 
end. Therefore, the seller will 
own the stock of the CFC on the 
last day in such year on which 
the corporation is a CFC, and 
any subpart F income will be 
included in the seller's income. 
Treas. Reg. § 1.338-5. 

If the buyer is a foreign 
corporation, the seller will own 
the stock of the CFC on the last 
day of the year in which it is a 
CFC, and, thus, would be 
required to include any 
subpart F income in that year 
irrespective of whether a sec
tion 338 election is made. In 
the absence of a section 338 
election however, a foreign 
buyer's subsequent year of sale 
actions could still impact the 
amount of earnings and profits, 
and thereby the amount of any 
subpart F inclusion and sec
tion 1248 dividend. 

Moreover, a deemed asset 
sale under section 338 can itself 
produce subpart F income, 
which will be included in a U.S. 
seller's income. The subpart F 
income will not be limited to 
the amount of the stock sale 

-- -~-
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gain. Thus, a U.S. seller will 
desire that the buyer make a 
section 338 election only if the 
deemed asset sale would not 
itself produce substantial addi
tional subpart F income. 

3. A Section 338 Election Will 
Not Change the Foreign 
Tax Credit Character of the 
Stock Sale Gain 
a. Enhanced Sec. 1248 Earn

ings Retain Character 
As a result of making a 
section 338 election, the 
earnings and profits of the 
CFC will be increased by the 
amount of any gain on the 
deemed asset sale (the 
"earnings and profits 
enhancement"). Treas. 
Reg. §1.338-5(b). The earn
ings and profits of the CFC 
that are available for pur
poses of recharacterizing the 
stock sale gain as ordinary 
dividend income under 
section 1248 will therefore 
include both the original 
earnings and profits and 
the earnings and profits 
enhancement produced by 
the deemed asset sale. Treas. 
Reg. §1.338-5(f)(2), example 
(1)(c). Ifthe amount of the 
earnings and profits enhance
ment treated as a dividend 
were entitled to the look
through treatment for foreign 
tax credit purposes generally 
afforded section 1248 divi
dends, this could have the 
effect of converting passive 
stock sale gain into general 
limitation earnings and 
profits. Section 338(h)(16) 
provides, however, that 
"[e]xcept as provided in 
regulations, this section shall 
not apply for purposes of 
determining the source or 
character of any item for 
purposes of subpart A of 

part II of subchapter N of 
this chapter (relating to the 
foreign tax credit). Thus, 
that portion of the sec-
tion 1248 dividend which 
reflects the earnings and 
profits enhancement amount 
will retain its character as 
foreign source passive income 
for foreign tax credit purposes 
(assuming the stock affiliate 
rule of section 865(f) is 
satisfied). 

b. Original Sec. 1248 Earn
ings Retain Character 
A controversial issue is 
whether the general limita
tion character of the original 
section 1248 earnings and 
profits amount can be dis
placed, in whole or in part, 
when the combined amount 
of the original earnings. and 
profits and the earnings and 
profits enhancement amount 
exceed the amount of the 
stock sale gain. This issue 
can be significant because 
an election made under 
section 338 to treat an 
acquisition of CFC stock 
as a deemed sale of its assets 
can produce subpart F income 
to the seller (that is not 
limited to the amount of 
the stock sale gain). Treas. 
Reg. §1.338-5. The U.S. 
seller's basis in the acquired 
CFC stock will be increased 
by the amount of the 
subpart F income inclusion 
under section 961(a) prior to 
determining the amount of 
gain on the sale of such stock. 
PLR 8938036 (June 27, 1989). 
This will have the effect of 
displacing a portion of the 
original section 1248 dividend 
amount to the extent that the 
amount of the subpart F 
income and the original 
section 1248 earnings amount 
exceed the amount of stock 
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sale gain that would have 
otherwise resulted. 

In PLR 8938036, however, 
the IRS ruled that "[f]or 
purposes of sections 901-908 
of the Code [i.e., for foreign 
tax credit purposes], the 
source and characteristics of 
that portion of the deemed 
sale of the stock ofTF1 and 
TF1 that is recharacterized 
by deemed sale earnings and 
profits of TF1 and TF2 under 
sections 951 and 1248 will be 
determined under section 
338(h)(16) of the Code." The 
reference to section 951 
suggests that to the extent 
subpart F income produced 
by a deemed asset sale under 
section 338 displaces a 
portion of the section 1248 
dividend amount (before 
taking into account the 
deemed sale of the CFC's 
assets), it should be 
recharacterized for foreign 
tax credit purposes under 
section 338(h)(16). Rechar
acterization will occur 
according to the source and 
character of the original 
amount of section 1248 
earnings and profits (e.g., 
general limitation earnings 
for foreign tax credit pur
poses). In PLR 8938036, 
the IRS also ruled that the 
earnings and profits would 
recharacterize the deemed 
stock sale gain for purposes 
of section 338(h)(16) in the 
following order: "(1) first, 
historic and current earnings 
and profits; (2) second, 
deemed sale earnings and 
profits." This statement 
would be meaningless if 
some portion of the historical 
and current earnings and 
profits had been previously 
displaced through the basis 
adjustment to reflect the 
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subpart F income inclusion. 
The issue of how section 
338(h)(16) will operate in 
this context, however, was 
reserved in the section 338 
regulations and is being 
explored in a current reg
ulations project by the IRS 
and Treasury. Treas. Reg. 
§ 1.338-5(e). 

B. Issues for A U.S. Buyer 
1. Basis Step-Up and 

Reduction in General 
Basket Earnings 
If a U.S. buyer makes a sec
tion 338 election with respect 
to the acquisition of a foreign 
corporation's stock, the higher 
ratio of foreign taxes paid to 
foreign earnings that will 
result from the reduction in 
earnings and profits will be 
beneficial if the U.S. seller is 
otherwise in an excess limita
tion position with respect to 
its foreign tax credit general 
limitation basket. 

A higher ratio of foreign 
taxes to earnings results 
because the section 338 elec
tion has the effect of reducing 
foreign earnings for U.S. tax 
purposes, yet has no impact on 
earnings or taxes for foreign 
tax purposes. The basis step
up will reduce the corporation's 
future earnings as measured 
for U.S. tax purposes by pro
ducing increased depreciation 
deductions, section 197 amorti
zation deductions and reduced 
gains upon subsequent sales of 
such assets. The basis step-up 
resulting from a section 338 
election, however, will be 
disregarded in computing 
depreciation or gains for for
eign tax purposes and, thus, 
the amount of foreign taxes 
paid by the foreign corporation 
will remain the same. 

The primary benefit in this 
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circumstance is that the U.S. 
buyer will enjoy an acceleration 
in the rate that indirect foreign 
tax credits are brought up 
relative to the amount of repa
triation. A U.S. corporate 
buyer of 10 percent or more of 
the stock of a foreign corpora
tion will receive an indirect 
credit under section 902 for the 
same proportion of the foreign 
corporation's foreign income 
taxes as the amount of its 
dividends bears to such foreign 
corporation's undistributed 
earnings. If the amount of 
dividends paid remains con
stant, while the foreign 
corporation's undistributed 
earnings is reduced, the U.S. 
buyer will be entitled to credits 
for a greater percentage of the 
foreign corporation's foreign 
income taxes against any 
dividend income. The following 
example illustrates how this 
can subsequently reduce the 
incremental U.S. tax that 
would otherwise be imposed 
on repatriations of low-taxed 
foreign earnings to an excess 
limitation U.S. taxpayer. 
Example: 
(1) Facts. Assume that U.S. 

buyer acquires a foreign 
corporation from a foreign 
seller (so that there is no 
previously taxed income 
("PTI")) that is expected in 
its first post-acquisition 
taxable year to pay $40 in 
foreign taxes and have $200 
of after-tax earnings with 
no section 338 election, but 
only $100 of after-tax 
earnings if a section 338 
election is made. Further 
assume that U.S. buyer 
pays a $100 dividend at the 
end of the year. 

(2) Results. 
a. No Section 338 Elec

tion- If U.S. buyer does 

not make a section 338 
election, only $20 ($40 
in taxes x $100 divi
dend/$200 undistrib
uted earnings) of the 
foreign taxes paid by 
the foreign corporation 
will be brought up with 
the $100 dividend as 
an indirect foreign tax 
credit for U.S. buyer 
under section 902. A 
$42 U.S. tax (.35 x 
$120) will be imposed 
on U.S. buyer's divi
dend income of $120 
(after the section 78 
gross-up for the $20 in 
foreign taxes) and will 
be offset by only a $20 
foreign tax credit, which 
will leave a residual 
U.S. tax cost to U.S. 
buyer of $22. 
b. Section 338 Election 

Made- If U.S. buyer 
does make a sec-
tion 338 election, the 
entire $40 ($40 in 
taxes x $100 divi
dend/$100 undistrib
uted earnings) of the 
foreign taxes paid by 
the foreign corpora
tion will be brought 
up with the dividend 
as an indirect foreign 
tax credit for U.S. 
buyer under sec-
tion 902. A $49 U.S. 
tax (.35 x $140) will 
be imposed on U.S. 
buyer's dividend 
income of $140 (after 
the section 78 gross
up for the $40 in 
foreign taxes) and 
will be offset by a 
$40 foreign tax 
credit, which will 
leave a residual U.S. 
tax cost to U.S. 
buyer of only $9. 
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Even if the foreign inclusion. First, the basis step- ~ 
corporation operates up will reduce the amount of 
in a high tax jurisdic- gain that will be treated as 
tion, the increase in subpart F income under 
the ratio of foreign section 954(c)(l)(B) when the 
tax credits relative passive assets (i.e., assets which 
to the foreign give rise to dividends, interest, 
corporation's foreign etc.) are sold. In addition, the 
source earnings basis step-up will reduce the 
resulting from a earnings and profits available 

A U.S. buyer section 338 election to support a subpart F inclusion 
will generally will be beneficial if and will increase the ratio of 

obtain the U.S. shareholder foreign taxes to foreign source 

significant 
has other low-taxed earnings (as measured for U.S. 
general basket earn- tax purposes) generated in the 

U.S. tax ings against which passive basket. This increase 
deferral the excess credit can occurs because the section 338 
benefits by be used (i.e., the U.S. election will have no impact on 
making a shareholder would the basis of the relevant assets 

section 338 otherwise be in an for foreign tax purposes, which 

election ... 
excess limitation should translate directly into a 
position). lower level of after-credit U.S. 

If on the other hand tax. The lower level of after-
the U.S. shareholder credit U.S. tax is explained by 
is already in an the fact that most U.S. acquir- ,. 
excess credit position, ing corporations will be in an I 

the basis step-up will excess limitation position with 
not provide any respect to what is typically low 
immediate benefit taxed income in the passive 
and might actually be income basket under 
detrimental depend- section 904(d)(l)(A). 
ing on the anticipated 3. Avoids Inclusion of Presale 
·level of repatriation. Subpart F Income 

2. Basis Step-Up in Passive In the absence of a section 338 
Assets election, all of the subpart F 
A U.S. buyer will generally income for the year would be 
obtain significant U.S. tax included in a U.S. buyer's 
deferral benefits by making a income because under 
section 338 election so long as section 951(a)(l), subpart F 
the step-up in basis of the income is required to be in-
passive assets does not push eluded in the gross income of 
the buyer over the 50% passive the person who is a United 
asset threshold for Passive States shareholder with respect 
Foreign Investment Company to the CFC and "who owns ... 
status under section 1296. The stock in such corporation on the 
two primary benefits of making last day, in such year, on which 
such an election are the result- such corporation is a controlled 
ing step-up in the basis of foreign corporation." I.R.C. 
passive assets that otherwise 951(a)(l). 
would produce subpart Fin- If the buyer makes a sec- () come, and the reduction in tion 338 election with respect ) 

14 
earnings and profits that would to its acquisition of the CFC, 
otherwise support a subpart F however, the taxable year will 
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end and, thus, the seller will 
own the stock of the CFC on the 
last day, in such year, on which 
the corporation is a CFC. AB a 
result, a U.S. buyer will avoid 
picking up any presale subpart F 
income. Treas. Reg. § 1.338-
5(b)(l). If the buyer acquires the 
seller's stock in a creeping 
acquisition however, in which it 
becomes a 10 percent U.S. 
shareholder prior to acquiring 
sufficient stock to make the 
section 338 election, the buyer 
will include subpart F income 
attributable to its ownership of 
such carryover foreign target 
stock on the last day of the 
CFC's taxable year. Treas. 
Reg. §1.338-5(b)(2) and (3). 

4. Eliminates 10/50 Basket 
Earnings & Profits 
Under section 904(d)(2)(E)(i), 
any distribution of pre-acquisi
tion earnings and profits gener
ated by a foreign corporation 
while the buyer was not a U.S. 
shareholder in such corporation 
will be treated as derived from a 
separate noneontrolled sec-
tion 902 corporation basket for 
foreign tax credit purposes. 
Absent a section 338 election, 
any incremental U.S. tax im
posed upon distribution of such 
earnings would be unable to be 
offset by excess foreign tax 
credits attributable to other 
categories of income earned by 
that foreign corporation. If the 
foreign corporation conducts 
business in a low tax jurisdiction 
so that the foreign taxes paid 
with respect to such earnings 
will not offset all or most of the 
U.S. tax on distribution, the 
buyer would benefit from elimi
nating these earnings and 
profits through a section 338 
election. 

This poses less of a problem 
if the seller was a U.S. share-

holder of a CFC to the extent 
the earnings constitute PTI 
because, in that circumstance, 
the earnings could be distrib
uted tax-free. AB explained 
below, distributions of PTI · 
will, however, reduce the 
buyer's basis in the foreign 
corporation's stock under 
section 961(b). 

If the foreign corporation 
conducts business in a high tax 
jurisdiction, distributions could 
be received without additional 
U.S. tax, but excess credits 
could not be used to offset U.S. 
tax on other foreign source 
income. Nevertheless, preserv
ing these earnings and profits 
could prove beneficial if the 
buyer expects to make distribu
tions in excess of the foreign 
corporation's post-acquisition 
earnings. In such case, if a 
section 338 election is made 
that eliminates these earnings, 
distributions in excess of post
acquisition earnings would 
reduce the buyer's basis in the 
foreign corporation's stock. If 
a section 338 election is not 
made, these earnings could be 
distributed without additional 
U.S. tax and would preserve 
the buyer's basis in the foreign 
corporation's stock. 

Note that noncontrolled 
corporation basket treatment 
for accumulated earnings and 
profits can be avoided alto
gether if the buyer acquires the 
stock of a U.S. holding company 
which was a U.S. shareholder 
in a CFC. So long as the sus
pension of section 1248(e) 
remains in effect, the earnings 
would not constitute PTI. 

5. Potential Loss of Deduction 
for Contingent Liabilities 
If a section 338 election is not 
made, the buyer might benefit 
from a reduction in the acquired 
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foreign corporation's earnings 
and profits in the amount of any 
contingent liability at the time it 
becomes fixed and determinable. 
Where a section 338 election is 
made, the IRS takes the position 
that the contingent liability, 
when fixed and determinable, 
must be reflected as an increase 
in the adjusted basis of the 
acquired assets, and is deductible 
only by the old target corpora
tion. Temp. Treas. Reg. § 1.338 
(b)-3T; TAM 9125001 (Decem
ber 24, 1990.) (The IRS permitted 
the old target a deduction for the 
contingent liability). Several 
commentators have argued that 
regulations or legislation should 
provide that a contingent liability 
which gives rise to a deduction 
should not be reflected as an 
adjustment to the deemed sales 
price and adjusted basis of the 
acquired assets, and should be 
deductible by the new target 
when paid. Under the current 
rules, however, making the 
section 338 election would elimi
nate the possibility of reducing 
an acquired foreign corporation's 
earnings and profits by the 
amount of~any contingent liabil
ity at the time such liability 
becomes fixed and determinable. 

6. Eliminates Any 
Section 952(c)(2) Amount 
To the extent that a CFC's 
subpart F income is reduced in a 
taxable year due to a shortfall in 
the CFC's overall earnings and 
profits (by virtue of the limit on 
subpart F income to the CFC's 
current earnings and profits 
under section 952(c)(1)), that 
same amount of the CFC's 
earnings in excess of subpart F 
income (e.g., general limitation 
earnings) will be recharac
terized in later years as subpart 
F income. This section 952(c)(2) 
recharacterized amount is a tax 
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attribute, comparable to a posi
tive or deficit accumulated 
earnings and profits amount, 
which is eliminated when the 
buyer makes a section 338 elec
tion with respect to the acquisi
tion of a CFC's stock. 

7. Eliminates Deficits in 
Earnings & Profits 
Making a section 338 election 
will eliminate any deficit in 
earnings and profits. However, 
even if the section 338 election 
is not made, use of deficits in 
earnings and profits to reduce 
subpart F inclusions will not 
be permitted since section 
952(c)(1)(B)(i) and (iv) limits 
such reductions to a share
holder's pro rata share as of 
(i) the close of the taxable year, 
or (ii) the close of the taxable 
year in which the deficit arose, 
whichever yields the smaller 
share. Thus, unless the transac
tion was a creeping acquisition in 
which the buyer owned stock in 
the foreign target prior to the 
close of its shortened taxable 
year resulting from making the 
section 338 election, prior year 
deficits could not have been used 
in any case. 

8. No Need to Recreate and 
Reconcile Earnings and 
Profits 
If a U.S. buyer acquires the stock 
of a foreign corporation from a 
foreign seller, the U.S. buyer will 
have the difficult task of having 
to recreate the corpora-tion's 
earnings and profits history, if 
not readily available, then recon
cile such earnings and profits to 
U.S. tax accounting standards. 
This administrative burden will 
be eliminated if the U.S. buyer 
makes a section 338 election in 
which case the corporation will 
be treated as a new corporation 
that has no accumulated earn
ings and profits. "'' ~I 
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9. Consistency Considerations 
for a U.S. Buyer 
On January 22, 1997, the IRS 
issued final regulations revising 
the stock and asset consistency 
rules. Generally, the consistency 
rules apply in the context of a 
direct asset purchase from the 
target corporation during the 
target consistency period, where 
the target is a subsidiary of a 
consolidated group. The rules 
are designed to prevent the 
target from selecting only some 
of its assets for non-recognition 
of income at the time of acquisi
tion. When invoked, the consis
tency rules cause carryover basis 
treatment for acquired assets, 
rather than treatment as a 
deemed sale of assets. Specifi
cally, the carryover basis pro vi
sions of section 338 cause the 
basis of the asset acquired 
immediately after the acquisition 
to equal its adjusted basis imme
diately before its disposition. 
Treas. Reg. 1.338-4(d)(1). Under 
the newly issued final regula
tions, the consistency rules will 
not apply to an acquisition of a 
foreign parent corporation. 
Therefore, where the target 
affiliate is a foreign corporation, 
the acquirer will have the flex
ibility to selectively determine 
whether making an election 
under section 338 would be 
beneficial on an entity by entity 
basis, thereby retaining the 
ability to cherry-pick those 
assets for which such an election 
will be made. 

C. Check-the-Box Liquidation 
Might Provide Similar Benefits 
Where a U.S. corporation acquires 
less than the requisite 80% neces
sary for a qualified stock purchase 
under Section 338, that corpora
tion might achieve a similar result 
by using a foreign acquiring com
pany and making a check-the-box 
election within 30 days of acquir-

ing the foreign target. The 
acquirer would "check-the-box" 
for the foreign corporation in 
order to ensure its treatment 
as a partnership for U.S. tax 
purposes. The election to convert 
the foreign corporation into a 
partnership by "checking-the
box" will be treated as a deemed 
liquidation under section 331. 
Further, the acquisition will be 
characterized as a deemed sale of 
the foreign target assets, coupled 
with a step-up in basis of such 
assets to fair market value. 

In addition, since the target 
will not be a CFC for 30 days or 
more of the shortened taxable 
year ending on the date of the 
deemed liquidation, any gain on 
the transaction will not cause 
inclusion of Subpart F income 
in the U.S. corporation's income. 
Finally, as with a section 338 
election, the earnings and profits 
and tax pool history of the for
eign target will be eliminated as 
a result of the liquidation. This 
result is explained by the fact 
that section 381 does not apply 
to require carryover of such 
tax attributes in a section 331 
liquidation. 

D. Conclusions on When to Make 
a Section 338 Election 
1. U.S. Seller 

A U.S. seller of a foreign 
corporation's stock will want 
to specify in the stock sale 
agreement that the buyer 
cannot make a section 338 
election if the deemed stock 
sale will result in a substan
tial amount of additional 
subpart F income which will 
be included in the seller's 
income (i.e., the deemed asset 
sale would produce subpart F 
income in excess of the por
tion of the stock sale gain 
that would otherwise be 
treated as passive income) . 
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2. Foreign Seller 
A foreign seller of a foreign 
corporation's stock will not 
care if a section 338 election 
is made because the sale will 
not have any U.S. or foreign 
tax consequences to the 
foreign seller. 

3. U.S. Buyer 
A. U.S. buyer of a foreign 
corporation's stock generally 
will want to make a sec-
tion 338 election if the U.S. 
buyer will otherwise be in an 
excess limitation position and 
will get an immediate benefit 
from an acceleration of foreign 
tax credits or a reduction in 
subpart F income. 
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The Throwback Role in the Limelight: 
MagneTek and National Steel 
by: Michele L. Halloran and Kim D. Crooks the sales are considered Michigan 
Howard & Howard Attorneys, P.C. sales and are thrown back to the 

Two recent Michigan cases, one sales factor numerator, thereby 
decided by the Court of Appeals, the increasing the amount of the 
other by the Court of Claims, reflect taxpayer's tax base that is appor-
clear victories in taxpayers' ongoing tioned to Michigan. 
efforts to avoid the harsh effects of To discern whether the taxpayer 
Michigan's single business tax indeed is "taxable in the state of the 
("SBT") throwback rule. purchaser," we find guidance in 

SBTA§ 42:5 

The SBT throwback rule For purposes of apportionment 
The formula used to apportion a of the tax base from business 
multistate taxpayer's tax base among activities under [the SBTA], a 
the states in which it performs busi- taxpayer is taxable in another 
ness activities includes a sales factor state if, (a) in the state he is 
consisting of the ratio of Michigan subject to a business privilege 
sales to sales everywhere. 1 Chapter 3 tax, a net income tax, a fran-
of the Single Business Tax Act (the chise tax measured by net 
"SBTA'')2 establishes a rule of con- income, a franchise tax for the 
struction used to determine whether privilege of doing business or a 
a sale of tangible personal property is corporate stock tax, a tax of the 
rightfully considered a Michigan sale type imposed under this act, or 
that must be represented in the sales (b) that state has jurisdiction to 
factor numerator. As stated in SBTA subject the taxpayer to 1 or 
§ 52,3 more of the taxes regardless of 

Sales of tangible personal property whether, in fact, the state does 
are in this state if: or does not. 

* * * 
SBTA § 42 sets forth separately 

identifiable, and clearly independent, 
(b) The property is shipped from tests for use by a taxpayer in analyz-

an office, store, warehouse, ing whether it is "taxable in another 
factory, or other place of state." The first test, which we will 
storage in this state and the refer to as the "test of actual taxabil-
purchaser is the United States ity," examines whether the taxpayer 
government, or the taxpayer in actuality is subject to one of the 
is not taxable in the state specified taxes - business privilege 
of the purchaser. (emphasis taxes, net income taxes, franchise 
supplied) taxes, or even an SBT - in the 

Thus, for sales shipped out from a purchaser's state. The alternate test, 
taxpayer's Michigan inventory to which we call the "test ofhypotheti-
another state, a critical question is cal taxability," looks to whether, by 
whether the taxpayer is "taxable in virtue of the type and extent of the 
the state of the purchaser [i.e., the activities carried on by the taxpayer 
destination4 state]." If the taxpayer in that state, the purchaser's state 
is taxable in the state of the pur- has jurisdiction to subject the tax-
chaser, the sale may be excluded payer to any one of the specified 

e from the sales factor numerator; on taxes, without regard to whether 
the other hand, if the taxpayer is not the state actually does or does 
taxable in the state of the purchaser, not impose such tax. The two 
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cases discussed in this article, 
MagneTek and National Steel, were 
both presented to the trial courts 
exclusively from the confined per
spective of the "test of hypothetical 
taxability," i.e., they solely focused on 
whether the activities of the taxpay
ers were such that the destination 
states could exact an SBT from the 
taxpayers, even though not a single 
one of the destination states had 
actually implemented a modified 
value added tax akin to the SBT.6 

The stage set by Guardian 
A precursor of the taxpayer-favorable 
determinations discussed in this 
article was the 1993 decision of the 
Michigan Court of Appeals in Guard
ian Industries Corp v Dep't of Trea
sury. 7 Decided the same day as 
Gillette Co v Dep't of Treasury 8 -

the nexus case in which the Court of 
Appeals rejected the Department's 
long-standing, published administra
tive position that Public Law 86-272 
was the jurisdictional standard for 
use in determining whether Michi
gan could subject a taxpayer to SBT 
- Guardian discussed the nexus 
question considered and decided in 
Gillette from the standpoint of 
whether the Department of Treasury 
had properly determined to include 
the taxpayer's destination state sales 
in its sales factor numerator. 

Guardian had been presented to 
the Court of Claims on motion for 
summary disposition supported by 
affidavits submitted by the 
company's sales managers, who 
described the activities of the sales 
force in the destination states as 
involving "calling on customers, 
including potential customers, taking 
orders and forwarding comments and 
complaints to the plant located in 
Michigan."9 The trial court discerned 
no genuine issue of material fact 
relative to the nature and extent of 
the taxpayer's activities in the desti
nation states, and granted summary 
disposition in favor of Guardian, thus 
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allowing it to remove sales made out 
of Michigan inventory to the destina
tion states from the sales factor 
numerator. 

In alignment with its companion 
ruling in Gillette, the Court of Ap
peals in Guardian removed P .L. 86-
272 from the 'jurisdiction-to-tax" 
equation, and reiterated the dual 
Due Process/Commerce Clause10 test 
it culled from Quill Corp. v North 
Dakota Tax Comm 'r11 and applied in 
Gillette. This two-phase test entails 
an examination of the existence of 
"some definite link, some minimum 
connection between a state and the 
person, property or transaction 
taxed," together with scrutiny of 
whether the tax is sustainable under 
the now-familiar four-part Complete 
Auto Transit test. 12 In its descrip
tion of the components of the appli
cable tests, the court paid particular 
heed to Complete Auto's "substantial 
nexus" requirement, as well as the 
Quill Court's undiminished recogni
tion "that a substantial nexus may 
be created by the presence of a small 
sales force, plant or office of the 
taxpayer within the state."13 

Because Guardian had been 
initially decided in the context of the 
now-outmoded P .L. 86-272 jurisdic
tional standard advocated by the 
Department, and application of the 
new dual jurisdictional standard 
enlisted factual issues surrounding 
the nature and extent of the 
taxpayer's physical presence in the 
destination states, the Court of 
Appeals remanded the case to the 
trial court for further consistent 
proceedings. 14 Although Guardian 
undoubtedly charted the course for 
litigation of future throwback sales 
cases- as it signaled that, under 
the SBTA's "test of hypothetical 
taxability," a taxpayer need only 
show that its activities in the desti
nation state would have subjected it 
to an SBT in that state had that 
state elected to implement an SBT 
as its tax of choice- it unfortu-

----- ---------
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(f nately provided little direct guidance tion states, as well as demonstration 
as to how either taxpayers or the units and sample products. 
Department of Treasury were to Based upon its analysis of the 
apply the stated jurisdictional stan- proofs offered by the taxpayer at 
dard in the context of real-life tax- trial, the Court of Claims determined 
payer activities. Upon remand, the that MagneTek, through the activi-
parties resolved the case through ties of its small sales force, had 
settlement, thus leaving the bound- shown a substantial nexus with four 
aries of the question of physical destination states. Thus, under the 
presence to be developed by other "test of hypothetical taxability," the 
taxpayers. destination states could have sub-

jected the taxpayer to an SBT had 
MagneTek Controls they elected to implement this type of 

The company's In a long-awaited post-Guardian tax, and MagneTek thus successfully 
exposition of jurisdiction-to-tax avoided the throwback of destination sales force 
principles in the throwback setting, state sales because it was, at least primarily called 
the Court of Appeals, in MagneTek hypothetically, "taxable in the on independent 
Controls, Inc v Dep't ofTreasury/5 state[s] of the purchaser[s]."17 

sales 
affirmed the Court of Claims' conclu- In review of the trial court's deci- . representatives sion16 in that case that, while the sion, the Court of Appeals extensively 
totality of the facts and circum- discussed Quill and the jurisdiction- in the 
stances confronting each taxpayer to-tax requirements it highlighted, destination 
must be consulted to determine and stated the question as states, 
whether its activities in destination whether plaintiffs employees although some 

e states satisfy the substantial nexus by virtue of the annual two direct 
physical presence requirement, ten weeks of solid sales effort, along customer business days of "solid effort" by the with the activity of independent 
taxpayer's sales personnel in the sales representatives perma- contact 
destination states certainly satisfied nently located in the states and occurred. 
the physical presence component of selling plaintiffs lines along 
the Commerce Clause's substantial with those of other companies, 
nexus standard. qualify as the kind of "small 

MagneTek manufactured and sales force" that the Supreme 
distributed products from several Court [in Quill] suggested 
different product lines through the would suffice. 18 

efforts of product line sales managers The court's compelling statement 
who made regular personal visits to of the question commands attention, 
various destination states. Through as the panel did not at all adopt a 
reference to expense reports gener- telescoped view of physical presence, 
ated by these employees, MagneTek but most definitely expressed a 
demonstrated the minimum number willingness to look to circumstances 
of days annually in which its sales beyond those involving the taxpayer's 
force entered the destination states to traditional sales force - here, the 
enhance the taxpayer's sales activi- activities of independent sales repre-
ties in those states. The company's sentatives in the destination states 
sales force primarily called on inde- - to discern substantial nexus. 
pendent sales representatives in the Thus, although MagneTek's com-
destination states, although some plaint in the Court of Claims had 
direct customer contact occurred. very narrowly drawn the issue as 

e 
Sales managers brought sales bro- one which solely required scrutiny 
chures and installation and mainte- of the activities of the company's own 

. 

nance manuals covering technical itinerant sales force in the destina-
aspects of a product into the destina- tion states without reference to the 21 
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destination 
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of the tax years 
in issue ... 
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existence of any other possible en
deavors, the appellate court expan
sively opined that the taxpayer's use 
of independent sales representatives 
in the destination states was "rel
evant" under Quill, and may be 
examined as an additional factor 
supportive of the taxpayer's claim. 

The MagneTek court placed signifi
cant reliance on a New York Court of 
Appeals case, In re Orvis Co, Inc v 
Tax Appeals Tribunal, 19 in which the 
New York court had ruled that the 
physical presence of the taxpayer in 
the taxing state need not be substan
tial to enable the state to impose its 
tax: 

While a physical presence .. .is 
required, it need not be sub
stantial. Rather, it must be 
demonstrably more than a 
"slightest presence" .... And it 
may be manifested by the 
presence in the taxing state 
of ... property or the conduct of 
economic activities in the taxing 
state performed by the vendor's 
personnel or on its behalf. 20 

The MagneTek court adopted 
the Orvis court's analysis of Quill, 
noting that 

just as Orvis rejected the tax
payers' argument that substan
tial nexus requires "substantial 
amounts of in-State people or 
property," we reject defendant's 
argument that an in-state sales 
force continuously soliciting 
customers is needed. Instead, 
tax obligations may be imposed, 
consistent with the Commerce 
Clause, on taxpayers with 
"demonstrably more than a 
'slightest presence"' in a state, 
and this requirement can be 
satisfied by "the conduct of 
economic activities in the taxing 
State performed by the vendor's 
personnel or on its behalf."21 

Under the circumstances presented 
in MagneTek, the appellate court 
concluded that the taxpayer, by 
reason of its activities in the destina-

Michigan Tax Lawyer-2nd Quarter 1997 

tion states, had a sufficient physical 
presence to render it taxable in those 
states, thus upholding the trial 
court's disallowance of the throwback 
of destination state sales to the sales 
factor numerator.22 

The Latest Word: National Steel 
MagneTek is not the last word on the 
dimensions of application of the SBT 
throwback rule: On the heels of 
MagneTek, the Court of Claims, 
in National Steel Corp v Dep't of 
Treasury23, awarded the taxpayer 
the totality of the SBT refunds it 
requested in tandem with its claim 
that, because its non-resident itiner
ant sales force made regular and 
systematic entries into the destina
tion states, it could avoid the throw
back of destination state sales into 
the sales factor numerator. As was 
the case in MagneTek, the complaint 
filed by the taxpayer in National 
Steel reflected the SETA's "test of 
hypothetical taxability," i.e., it simply 
looked to whether the taxpayer's 
activities in the destination states 
would have rendered it taxable in 
those states had those states promul
gated an SBT. 

National Steel maintained an 
itinerant sales force that traveled to 
the destination states to meet with 
customers on various occasions 
throughout each year. In presenting 
its case to the Court of Claims, the 
taxpayer developed a schedule delin
eating the number of days sales 
personnel visited the destination 
states for each of the tax years in 
issue as disclosed both in affidavits 
prepared by members of the sales 
force and in employee expense re
ports. While, sales force members 
were physically present in some 
states for as many as 86 and 104 
days in a given year, a few states 
received visits from the taxpayer's 
sales personnel on two, three, six, 
eight or nine occasions during certain 
years.24 

The Court of Claims reviewed 

f'l' 
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applicable law, noted the recent 
decision of the Court of Appeals 
in MagneTek, and concluded that 
National Steel 

demonstrated that it had more 
than a 'slightest presence' in the 
destination states during the 
years at issue for which tax relief 
is being sought. A 'slightest 
presence' is the least presence, 
which is a single physical contact 
per year. In each instance, 
Plaintiff has shown that its sales 
representatives had substantially 
more than one contact per year 
with customers in the destination 
states. Thus, Plaintiff has proved 
sufficient physical presence to 
render it susceptible to the impo
sition of business-privilege tax 
obligations by those states, 
Commerce Clause restrictions 
notwithstanding. 25 

Without a doubt, the trial court's 
determination in National Steel, to 
the extent that the court discerned 
physical presence on the basis of 
multiple days' entries into the state 
in excess of a single day, reflects a 
broadened view, yet one consistent 
with Quill and MagneTek, that the 
physical presence of a taxpayer in 
a destination state, as made out 
through the efforts of its small itiner
ant sales force, need not be over
whelming or continuous to meet 
Commerce Clause requisites.26 

Future Refinements 
At present, a number of throwback 
sales matters sporting a variety of 
factual subtleties await disposition 
at various stages. The question 
remains, whether the Department 
of Treasury eventually will accede 
to the formulations of the MagneTek 
and National Steel courts in the 
interest of administering the throw
back question with relative ease and 
practicality, with the result that 
taxpayers who sell product out of 
Michigan inventory to purchasers in 

other states will enjoy the significant 
benefits attendant to throwback 
avoidance. Of course, perennial 
legislative efforts to abandon the 
SBTA's throwback rule may yet 
prevail to once and for all conclude 
this persistent controversy. 

MICHELE L. HALLORAN and KIM D. 
CROOKS are attorneys with the Midwest 
law firm of Howard & Howard Attorneys, 
P.C., and were involved with litigation of 
the MagneTek and National Steel cases. 
Ms. Halloran, currently the chairperson of 
the state and local tax committee of the 
State Bar of Michigan's Taxation Section, 
received her J.D. degree cum laude from 
Thomas M. Cooley Law School, and 
specializes in state and local taxation. Mr. 
Crooks concentrates his practice in cable 
television law and taxation, received his 
J.D. degree from the University of Iowa, 
and holds a certified public accountant"s 
certificate from the state of Iowa. 
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------------------------------ENDNOTES------------------------------

1. Michigan's current heavy weighting of the SBT apportionment formula in favor of the sales factor 
enhances the prominence of the throwback sales issue. 

2. 1975 PA 228, as amended, MCL 208.1 et seq.; MSA 7.558(1) et seq. 

3. MCL 208.52; MSA 7.558{52). 

4. Case law sometimes uses the term ''target states" to refer to "destination states." 

5. MCL 208.42; MSA 7.558(42). 

6. The SBTA's definition of ''taxable in another state" is modeled after provisions found in the Uniform 
Division of Income for Tax Purposes Act ("UDITPA"). As with Michigan's throwback provision, the 
UDITPA throwback rule outlines the same alternate actual and hypothetical taxability tests for use in 
determining whether a taxpayer is ''taxable in another state." The editorial comment to§ 3 of UDITPA 
explains that the test of hypothetical taxability is designed to ensure that each state approaches 
apportionment on a level playing field, and to negate the possibility that a state's choice of tax will be 

' influenced by the existence of a throwback provision, see Paris Manufacturing Co v Commonwealth, 476 
A2d 890, 893 (Pa, 1984). 

7. 198 Mich App 363; 499 NW2d 349 (1993). 

8. 198 Mich App 303; 497 NW2d 595 (1993). 

9. /dat379. 

10. U.S. Const, Am XIV; U.S. Const, art I,§ 8, cl3. 

11. 504 U.S. 298; 112 S Ct 1904; 119 LEd 2d 91 (1992). 

12. ld at 375-376. 

13. /dat377. 

14. Although the Guardian court stated that "the mere solicitation of sales, standing alone is insufficient to 
establish the substantial nexus required to withstand a commerce clause challenge to taxation," 198 
Mich App at 379, the Court of Appeals in MagneTek Controls, Inc v Dep't of Treasury, 221 Mich App 
400; 562 NW2d 219 {1997), characterized this statement as dictum and specified that "sales activity a., 
standing alone can suffice to establish a substantial nexus, depending on the level of physical presence ~I' 
involved." ld at 409, n 8. 

15. 221 Mich App 400; 562 NW2d 219 (1997). 

16. The Court of Claims' opinion was delivered from the bench, and is not memorialized in any written 
opinion of the court. 

17. /d. 

18. ld at 408. 

19. 86 NY2d 165; 654 NE2d 954; 630 NYS2d 680 (1995). 

20. ldat 411. 

21. ld at 411 (citations omitted). 

22. In late February, 1997, the Department of Treasury moved for rehearing before the Court of Appeals in 
MagneTek. The court revised the motion for rehearing remained on June 12, 1997. 

23. Court of Claims Docket No. 93-14990-CM (3/4/97) 

24. The physical presence chart prepared by the taxpayer and submitted to the trial court is included as an 
appendix to the trial court's written opinion in National Steel. 

25. Slip opinion, p 11. 

26. The Department of Treasury has filed a claim of appeal with the Court of Appeals in National Steel. 
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Tax: UseTax 
Case: Michigan Automotive 
Research Corporation (MARCO) v 
Dep't of Treasury, 222 Mich App 227; 

NW2d (1997) 
Court/Tribunal: Michigan Court 
of Appeals 
Judges: Hoekstra/Kelly/Sullivan 
Issue: Whether, on remand from the 
Michigan Supreme Court, the Michi
gan Tax Tribunal correctly deter
mined that MARCO was ineligible for 
an industrial processing exemption 
because it did not transform, alter or 
modify tangible personal property? 
Outcome: The Michigan Tax Tribu
nal correctly determined that 
MARCO failed to demonstrate its 
eligibility for the industrial process
ing exemption, and properly consid
ered whether the award of an 
industrial processing exemption 
to the taxpayer comported with the 
perceived intent of the legislature to 
exempt those activities involving the 
fabrication of a product for ultimate 
sale at retail. 

Tax: Use Tax/Availability of Bad 
Debt Deduction 
Case: World Book, Inc v Dep't of 
Treasury, 222 Mich App 203; __ 
NW2d (1997) 
Court/Tribunal: Michigan Court 
of Appeals 

Judges: MacKenzie/Jansen/Thomas 
Issue: Is World Book subject to 
imposition of the Michigan sales tax, 
and if not, is the Use Tax Act consti
tutionally deficient because it does 
not contain a bad debt deduction that 
parallels the deduction found in the 
Sales Tax Act? 
Outcome: The Court of Claims 
erred in determining that the tax
payer is subject to Michigan sales 
tax. The sales made by World Book 
were not consummated in Michigan, 
and accordingly sales tax does not 
apply to such transactions. Instead, 
use tax is exacted on the premise 
that the purchaser uses, stores or 
consumes the product in this state. 

The Court of Appeals saw no Com
merce Clause violation in the mis
alignment between the Sales Tax 
Act's provision of a bad debt deduc
tion and the complementary Use 
Tax Act's failure to provide for the 
same deduction. 

Tax: Individual Income Tax/ 
Criminal Tax Evasion 
Case: People v Duranseau, 221 Mich 
App 204; 561 NW2d 111 (1997) 
Court/Tribunal: Michigan Court 
of Appeals 
Judges: Kelly/Hoekstra/Quinnell 
Issue: Whether, under circum
stances in which the Michigan De
partment of Treasury has collected 
an assessment inclusive of a 100% 
fraud penalty for certain tax years, 
double jeopardy proscriptions pre
clude the state from prosecuting 
defendant for criminal tax evasion? 
Outcome: Although circumstances 
may disclose that a civil penalty 
constitutes punishment that would 
invoke the double jeopardy provi
sions of the federal and state consti
tutions, a defendant asserting a 
double jeopardy challenge to a civil 
penalty must "make a threshold 
showing of punishment by demon
strating that the civil penalty is 
overwhelmingly disproportionate 
to the government's damages and 
expenses." The Court found that the 
defendant in this case failed to make 
this showing, and so concluded that 
the situation presented no double 
jeopardy violation. 

Tax: Property Tax 
Case: Eaton Farm Bureau v Eaton 
Twp, 221 MichApp 663; 561 NW2d 
884 (1997) 
Court/Tribunal: Michigan Court 
of Appeals 
Judges: Fitzgerald/O'Connell/Kelly 
Issue: Whether personal property 
owned by a farmer-owned, for-profit 
corporation is exempt from personal 
property taxation as "property actu
ally being held for sale or resale by 

State and Local 
Tax Update 

Recent 
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retail servicing dealers for use in 
agricultural operations''? 
Outcome: The Michigan Tax Tribu
nal erred as a matter oflaw in con
cluding that farmer cooperatives are 
ineligible for the exemption conferred 
by MCL 211.9(j); MSA 7.9(j). The 
language of the statute is unambigu
ous, and, while it addresses what 
property is eligible for exemption, it 
does not purport to restrict the class 
of taxpayers who may benefit from 
the exemption. The Court of Appeals 
remanded the case to enable the MTT 
to determine whether additional 
qualifications for exemption stated in 
the exemptive provision were satisfied 
by the claimant. 

Tax: Tax-Exempt Status/Michigan 
Strategic Fund Act 
Case: National Center for Manufac
turing Sciences v Ann Arbor, 221 Mich 
App 554; _ NW2d _ (1997) 
Court/Tribunal: Michigan Court 
of Appeals 
Judges: Cavanagh/Reilly/Corwin 
Issue: Whether the petitioner, a 
nonprofit corporation which coordi
nated research and did not conduct 
experiments at its locations in Ann 
Arbor, qualifies for exemption under 
the Michigan Strategic Fund Act? 
Outcome: An interpretation of the 
term "research" that requires that 
experiments actually be conducted on 
the site claimed to be exempt is unduly 
restrictive. The activities conducted 
by petitioner in coordinating research 
projects qualify as "research" within 
the meaning of the act, so that the 
properties in question are exempt. 
Nor is the city correct in asserting 
that, to be eligible for exemption, the 
property must be either "owned and 
used" or "owned and occupied"; a 
correct interpretation of the governing 
language is that the property, in the 
case of personal property, must be 
owned and used, and in the case of real 
property, must be simply occupied by 
the exemption claimant. This inter-

Michigan Tax Lawyer-2nd Quarter 1997 

pretation is borne out by an exami
nation of the legislative history 
surrounding enactment of the 
exemption. 

Tax: Michigan Tax Tribunal/ 
Jurisdiction 
Case: National Center for Manufac
turing Sciences, Inc v Ann Arbor, 
unpublished opinion per curiam 
(Docket No. 193438; 2/25/97) 
Court/Tribunal: Michigan Court 
of Appeals 
Judges: MacKenzie/Holbrook/ 
Pickard 
Issue: Whether the Michigan Tax 
Tribunal has jurisdiction to hear and 
decide a property tax appeal relating 
to Petitioner's claim that assess
ments for tax years 1989 through 
1993 are constitutionally invalid if 
the taxpayer failed to file its petitions 
by the June 30th deadlines? 
Outcome: A taxpayer's claim of 
exemption qualifies as an assessment 
dispute under the language of MCL 
205.735; MSA 7.650(35), which 
requires appeals of assessment 
disputes to be filed by June 30th 
of the involved tax year. 

Tax: Property Tax/Concession 
Case: City of Kalamazoo v Richland 
Township, 221 Mich App 531; 562 
NW2d 237 (1997) 
Court/Tribunal: Michigan Court 
of Appeals 
Judges: Wahls/Y oung/Fisher 
Issue: Whether land owned by the 
City of Kalamazoo operated by a golf 
association as a municipal golf course 
is exempt from payment of ad valo
rem real and personal property taxes; 
whether the City of Kalamazoo is a 
real party in interest in the MTT 
action? 
Outcome: The City of Kalamazoo, 
which controls the golf association, is 
a real party in interest in the MTT 
litigation because its role in the suit 
satisfies the policy reasons behind 
requiring that the real party in 
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interest prosecute an action. Al
though the Michigan Tax Tribunal 
erred in applying the lessee-user 
statute in this case because the 
business in question was not oper
ated for profit, so that it is not 
necessary to determine whether the 
concession exception to the lessee
user statute applied, the Tribunal 
nevertheless reached the right 
result in this case. The property in 
question is exempt from taxation as 
governmental property under MCL 
211.7m; MSA 7.7(4j). Even if the 
MTT correctly determined that the 
lessee-user statute did apply, the 
subject property meets the accepted 
definition of a "concession," and so 
would be excluded from application 
of the lessee-user enactment. 

MICHELE L. HALLORAN and DONNA 
M. CLARKE, members of the law f1rm of 
Howard & Howard Attorneys, P.C 1n 

Lans1ng, prepared the state tax case 
summanes 1n th1s 1ssue. 

State and Local 
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Will Loan Guarantees Disqualify Your 
Charitable Deduction? 

A wealthy gentleman, with several 
outstanding loan guarantees, re
cently posed an interesting question. 
His estate plan called for generous 
gifts to charity and he proposed to 
include a provision in his Will which 
would make any satisfaction of the 
guarantees payable out of his chari
table bequest (which would be large 
enough to cover the entire amount, if 
necessary). The question raised was 
whether or not such an arrangement, 
would prevent the assets which pass 
to charity (or a portion of them) from 
qualifying for the charitable deduc
tion. Moreover, to the extent the 
charitable deduction was disallowed, 
would the estate receive a deduction 
under §2053 for a claim against the 
estate? Although, logically speaking, 
it would seem that the estate should 
get some sort of deduction for prop
erty which will ultimately go either 
to a charity or to a creditor of the 
estate, the relevant authority sug
gests the possibility of a gray area 
in the middle, in which neither 
deduction would be allowed. 

Section 20.2055-2(b)(1) provides, in 
part, that if an interest which passes 
to charity upon the death of the 
decedent can be defeated by the 
subsequent performance of some act 
or the happening of some event, a 
charitable deduction will only be 
allowed for such bequest if, at the 
time of the decedent's death, the 
possibility that the defeating act or 
event will occur appears to be "so 
remote as to be negligible." What 
does "so remote as to be negligible" 
mean? Is the solvency of the primary 
debtor enough to make the possibility 
of default "so remote as to be negli
gible?'' Does the charitable deduction 
depend on the primary debtor's 
degree of solvency (i.e., $1,000 net 
worth over and above the debt vs. 
$1,000,000)? What if the guarantee 

agreement provides that the bank 
can pursue the guarantor without 
waiting for the primary debtor to 
default - leaving the guarantor to rely 
on his right of subrogation? Unless 
the lender is oversecured at the time 
of the guarantor's death, or the 
primary debtor's financial situation is 
extremely strong, it may be difficult 
to argue that the likelihood that the 
charity's interest will be defeated is 
"so remote as to be negligible." 
(Query whether the bank's insistence 
upon a guarantee in the first place 
would provide evidence that at least 
the bank did not believe that the 
likelihood of the primary debtor's 
default was "so remote as to be 
negligible.") 

To make matters worse, the fact 
that the estate's charitable deduction 
is disallowed does not automatically 
mean that the estate will be allowed 
to deduct the guaranteed amount as 
a claim against the estate. Although 
§20.2053-7 acknowledges that a lien 
on which the estate is only second
arily liable should be taken into 
consideration in computing the 
taxable estate, in Scofield v. Commis
sioner1, the Tax Court held that the 
value of an estate's right of subroga
tion must be subtracted from the face 
amount of the debt subject to a 
guarantee before a deduction can be 
taken for a contingent liability under 
§2053. The Court held that the value 
of the subrogation right should be 
determined by calculating the net 
worth of the primary debtor on the 
date the assets subject to the guaran
tee are distributed by the estate.2 

The logical and equitable answer is 
that the charitable deduction and 
the deduction for a claim against the 
estate should work back-to-hack. If 
the charitable deduction is disal
lowed, it should only be because the 
property is going to a creditor - in 

~- ----



.. • 

8 ' " 

Michigan Tax Lawyer-2nd Quarter 1997 

which case, the estate should get 
a deduction for a claim against the 
estate. If the likelihood that the 
estate will be called upon to cover 
the guarantee is remote enough that 
no deduction is available for a claim 
against the estate, then the estate 
should get a charitable deduction 
because the property will otherwise 
go to charity; Unfortunately, from 
a practical perspective, this analysis 
fails in two respects. 

First of all, it fails to take into 
account the timing difference in the 
two tests. The test for the charitable 
deduction focuses on the time of the 
guarantor's death. If, at the time of 
the guarantor's death, the chances 
that someone other than the charity 
will receive the property are greater 
than "so remote as to be negligible", 
no charitable deduction will be al
lowed. However, the primary 
debtor's financial difficulty (or even 
insolvency) on the date of the 
guarantor's death does not provide 
assurances of a deduction for a claim 
against the estate - because this is 
not the time the test under §2053 is 
run. As stated above, the Tax Court 
held in Scofield that the appropriate 
means of determining whether an 
estate may take a deduction for a 
contingent liability is to measure the 
primary debtor's solvency on the date 
the asset(s) subject to the contingent 
liability is distributed. Regardless of 
when this distribution occurs, it will 
certainly occur at some point in time 
other than the date of the guarantor's 
death. If the financial strength of the 
primary debtor changes between the 
date of the guarantor's death and the 
date the charity receives the prop
erty, there is a real possibility that 
both deductions could be disallowed. 

More importantly, there appears to 
be a gap between the two tests where 
the primary debtor is solvent, but the 
likelihood of default is not "so remote 
as to be negligible." This is likely to 
be the case, for example, where the 
amount of the loan is $500,000, and 

the primary debtor has a total net 
worth (not counting the loan) of 
$510,000, $550,000, or even 
$600,000. If the loan has not yet 
come due, moderate solvency of the 
primary debtor may not even be " 
enough to inspire confidence that 
default is "unlikely'', much less "so 
remote as to be negligible." Clearly, 
if the primary debtor is either finan
cially solid or hopelessly insolvent the 
estate will receive one deduction or 
the other. I would suggest, however, 
that there is a large range between 
those two alternatives in which the 
prospect of receiving some form of 
deduction is not quite so certain -
despite the fact that the assets will 
clearly go either to charity or to a 
creditor of the decedent. 

A similar issue arose several years 
ago regarding the marital deduction. 
In 1991, the IRS issued PLR 
9113009, which took the position that 
the marital deduction would be 
disallowed if property which passed 
to the surviving spouse could be used 
to satisfy a guaranteed loan in the 
event of a default by the primary 
debtor. The Service supported its 
position by citing §2056(b)(1) as 
stating that "no deduction will be 
allowed if, on a lapse of time or the 
occurrence or nonoccurrence of an 
event or contingency, the interest 
passing to the surviving spouse will 
terminate or fail and an interest in 
the property passes to some person 
other than the surviving spouse."3 If 
the property subject to the guarantee 
passed directly to the spouse, or was 
held in an estate trust, the marital 
deduction would be disallowed to the 
extent of the face amount of the debt 
which was guaranteed. If the prop
erty subject to the guarantee was 
held in a QTIP or power of appoint
ment marital trust, the entire trust 
would be disqualified because some
one other than the surviving spouse 
would have an interest in the trust's 
assets during the spouse's lifetime. 
Mter 3 years of debate and consider-
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Although the 
IRS reached 
the correct 
result in its 
1994 ruling, 
it seems to 
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conclusion 
for the wrong 
reason. 
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able outcry from estate planning 
practitioners, this controversial 
ruling was withdrawn in 1994, and 
the Service's position was modified, 
by PLR 9409018. 

In PLR 9409018, the IRS quelled 
most of the criticism by holding that 
the mere presence of a loan guaran
tee as an encumbrance on assets 
passing from the taxpayer at death 
would not ordinarily cause the com
plete disallowance of the marital 
deduction that would otherwise be 
allowable for the bequest. The mari
tal deduction would "not be reduced 
by the entire unpaid balance of the 
guaranteed loans unless at the time 
of the taxpayer's death it appears 
that a default after the [marital] 
trust is funded is likely, that assets 
of the [marital] trust will be used to 
pay the entire unpaid balance of such 
loans, and that the subrogation right 
appears to be worthless."4 This 
change in position was premised on 
analogizing the transfer of property 
subject to a loan guarantee to the 
bequest of a promissory note which 
may or may not eventually be paid. 
The Service reasoned that if the 
primary debtor were to default, the 
spouse (or the trustee of the marital 
trust) would pay the lender pursuant 
to the guarantee, and consequently 
would become a creditor of the pri
mary debtor by virtue of the subroga
tion right. Thus, the position of a 
spouse (or trustee) as a note holder 
is indistinguishable from the position 
of a spouse (or trustee) as a holder of 
assets subject to a loan guarantee. 5 

Mter noting that the bequest of a 
promissory note is ordinarily eligible 
for the marital deduction - regardless 
of whether the note is ever paid- the 
IRS concluded that the bequest of 
property subject to a loan guarantee 
should be given similar treatment. 

Based on the language of PLR 
9409018, it would appear that the 
same reasoning should apply for 
purposes of the charitable deduction. 
Mter all, the charitable bequest of a 
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promissory note qualifies for the 
charitable deduction just as the 
marital bequest of such a note quali
fies for the marital deduction. Unfor
tunately, although the IRS reached 
the correct result in its 1994 ruling, 
it seems to have arrived at the 
proper conclusion for the wrong 
reason. Once the statutory support 
for the ruling is examined, it becomes 
clear why similar logic cannot be 
used to solve the charitable deduc
tion problem. 

The best way to begin analyzing 
the 1994 ruling is to explain why the 
1991 ruling was inappropriate. As 
noted above, the 1991 ruling cited 
§2056(b)(1) as stating that "no deduc
tion will be allowed if, on a lapse of 
time or the occurrence or nonoccur
rence of an event or contingency, 
the interest passing to the surviving 
spouse will terminate or fail and an 
interest in the property passes to 
some person other than the surviving 
spouse."6 What the Service left out 
was the parenthetical that creates 
an important exception to the rule. 
§2056(b)(1)(A) actually provides that 
the marital deduction will be disal
lowed only "if an interest in such 
property passes or has passed (for 
less than adequate consideration in 
money or money's worth) from the 
decedent to any person other than 
such surviving spouse .... "7 Perhaps 
the IRS omitted this parenthetical 
because it had already reached the 
conclusion that the guarantee was 
not made in exchange for adequate 
consideration in money or money's 
worth, but the omission becomes 
relevant when looking for statutory 
authority to support the opposite 
conclusion. 

The Service supported its change 
of heart in 1994 by relying entirely 
on the promissory note analogy. It 
stated that "[i]n either case, neither 
the borrower nor the lender pos
sesses an 'interest in' or a 'power to 
appoint' property, as those terms are 
used in section 2056(b)." Therefore, 

t_) 
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the IRS concluded, the presence of a 
loan guarantee as an encumbrance 
on assets passing to the surviving 
spouse will not automatically cause a 
complete disallowance of the marital 
deduction. If the Service was at
tempting to claim that the spouse 
was not given a "terminable interest" 
in property which might eventually 
be used to satisfy the loan guarantee 
merely because the lender did not 
have a lien on any particular item of 
property, I find this conclusion diffi
cult to accept. The regulations which 
deal with §2056(b)(l)(A) offer assis
tance by explaining that any interest 
in property which can be terminated 
on the occurrence of a contingency is 
a "terminable interest". However, 
not all terminable interests result in 
a disallowance of the marital deduc
tion. §20.2056(b)-l(a) provides that 
only non-deductible terminable 
interests will be ineligible for the 
marital deduction. §20.2056(b)-l(c) 
confirms, as suggested earlier, that 
the most important distinction be
tween a deductible terminable inter
est and a non-deductible terminable 
interest lies in the phrase for less 
than adequate consideration in money 
or money's worth. Thus, although the 
surviving spouse's interest in the 
marital trust property was a termi
nable interest (at least to the extent 
of the face amount of the guarantee), 
it was not a non-deductible termi
nable interest because the lender's 
interest was received in exchange for 
adequate consideration in money or 
money's worth. 8 Statutorily, this 
appears to be the only justification 
for the conclusion reached in PLR 
9409018. 

Unfortunately, there is no provi
sion comparable to §2056(b)(l)(A) 
which applies to the charitable 
deduction. The charitable deduction 
will be disallowed if someone else 
defeats the charity's interest regard
less of whether or not the defeating 
interest has passed in exchange for 

adequate consideration in money or 
money's worth. This distinction is 
ultimately the reason the marital 
deduction analysis cannot save the 
charitable deduction. 

It appears, then, that estate plan
ners need to be concerned about the 
prospect of being whipsawed by the 
Service and being taxed on property 
that is destined to go either to charity 
or to a creditor. As it stands, if such 
a situation were to arise, the estate's 
position could be reduced to be a 
debate over how remote is "so remote 
as to be negligible." There are ways 
to plan around this problem once 
one becomes aware of the potential 
pitfall, but an equitable solution 
would seem to require a change in 
the charitable deduction regulations, 
if not some form of statutory relief. 

JORDAN H. SMITH is an associate 
at Jaffe, Raitt, Heuer & Weiss, P.C. 
and specializes in taxation as well as 
estate planning. He is a graduate of 
the New York University L.L.M. in 
taxation program. He earned his 
J.D. and a Bachelors in Business 
Administration at the University of 
Michigan. 
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-----------------------------ENDNOTES-----------------------------

1. 41 TCM 227 (1980). 

2. Scofield at 233. 

3. PLR 9113009. 

4. PLR 9409018 (emphasis added). 

5. /d. 

6. PLR 9113009. 

7. §2056(b)(1)(A) (emphasis added). 

8. This raises the question of whether a loan guarantee of someone else's obligation should be considered 
as having been made in exchange for adequate consideration in money or money's worth. Although the 
Service took the position in PLR 9113009 (which, as noted, has since been withdrawn) that such a 
guarantee was a gift, existing case law on this subject clearly supports the position that the consider
ation in money or money's worth need not pass to the guarantor - as long as the guarantee is purely a 
commercial undertaking and is not an attempted disposition of property. See Commissionerv. Porter, 
92 F.2d 426 (2nd Cir. 1937); Carneyv. Benz, 90 F.2d 747 (1st Cir. 1939); Commissionerv. Bryn Mawr 
Trust Co., 87 F.2d 607 (3rd Cir. 1936); Commissionerv. Kelly's Estate, 84 F.2d 958 (7th Cir. 1936). 
Query whether the Service intended to reverse its position on this issue as well. 
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