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TAXATION SECTION 

May 14,2001 

Dear Taxation Section Members: 

The Summer Tax Conference is scheduled for June 29 & 30, 2001 at 
Shanty Creek's Lodge at Cedar River. An excellent lineup of nationally 
recognized speakers is scheduled. Please call Chuck Lax, Chairperson of the 
Conference, at (248) 827-1877 to register or for more information about the 
Conference. Conference information is also available at www.michbar.org 
I sections/tax. 

Currently, the Section's web presence is limited to the just-referenced sub
page on the State Bar of Michigan's ("SBM") web site. By later this year, the 
Section plans to have a distinct web site and domain name which will also 
hyperlink to the current sub-page on the SBM site. We will keep the Section 
members informed about the new site as it develops. The expanded site will 
eventually include postings of all Committee meetings and other Section dates, 
prior issues of the Michigan Tax Lawyer, directory information and other useful 
practice information. 

The next Taxation Section Directory will be published and distributed by 
mid-summer. The Editor, Mark Larson, has added e-mail addresses and made 
other formatting changes to increase the usefulness of the Directory. The 
Directory information will eventually (perhaps as soon as later this year) be 
available to members on-line through the Section's new web site. Until online 
updating becomes available, Section members should contact the Section's 
Facilitator, Jan Baggett, at (313) 465-8212 or jbaggett@honigman.com to report 
changes to address, telephone or e-mail information. It is especially important 
that the Section have each member's current e-mail address as Committee 
meeting notices and other Section communications can be distributed more 
quickly and at less expense using e-mail and the list serve. 

A technology subcommittee has also been formed by the Section and is 
meeting to study the current information technology available to the Section and 
its various applications. We are hoping to improve our ability to maintain and 
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compare Section and Committee mailing and e-mail lists to allow better 
communication with our members. Bar members who are participating in the 
Committees listed on this letterhead without joining the Section can expect a 
solicitation for Section membership. 

The State Bar strongly encourages its members to enrich their practices by 
participating in pro bono projects. The Taxation Section is available to assist in 
finding appropriate projects for lawyers practicing in the tax area. There are 
many tax-related projects involving more than tax return preparation and we 
would be happy to assist you in finding an appropriate project. Please contact 
Mark Rizik at ( 616) 831-1700 if you need assistance. 

Have a great summer. I look forward to meeting you at the Summer Tax 
Conference. 

Very truly yours, 
-~ 

,./ \ -~ 

L
/ l ._,..---

;c/"'YY ... -__..-·-

~sH.Novis 
Chairperson 
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Report of the Business 
Entities Committee 
Anthony J. Caputo, Chairperson 
Caputo Brosnan, P.C. 
29199 Ryan Road 
Warren, Michigan 48092-4243 
(81 0) 573-8900 Office 
(810) 573-7695 Fax 
cabrpc@ aol.com 

Recent Activities 
A meeting was held on Thursday, 
March 8, 2001. Anthony J. Caputo 
addressed the Committee on the 
subject of "Equity Compensation 
from a Tax Perspective" with a 
focus on: 

• Incentive Stock Options 
• N onqualified Stock Options 
• Restricted Stock 
Attendees were provided copies 

of an equity compensation plan that 
provided for issuance of Incentive 
Stock Options and N onqualified 
Stock Options and a form of grant 
for each such option. 

Future Committee Meetings 
Our next meeting is scheduled for 
June 14, 2001, at 3:30p.m. This 
meeting will be hosted by Mark E. 
Blazevic, CPA at the offices of Plante 
& Moran, L.L.P. Mr. Blazevic's topic 
will be the application of Revenue 
Ruling 59-60 in business valuations. 
Several Plante & Moran business 
valuation experts are expected to be 
on hand to answer specific valuation 
questions that you may wish to ask 
that transcend the application of the 
Revenue Ruling cited. 

Plante & Moran has graciously 
offered to provide refreshments for 
those who wish to partake in infor
mal discussion following the meeting. 

Michigan Tax Lawyer-2nd Quarter 2001 

Report of the Employee 
Benefits Committee 
Lawrence F. Schiller, Chairperson 
26349 Dundee 
Huntington Woods, Ml 48070 
(248) 399-1729 
lfschiller@ home.com 

Recent Activities 
The most recent meeting of the 
Employee Benefits Committee was 
held on May 15, 2001, at the Fox and 
Hounds. This was our annual joint 
meeting with the Estates and Trusts 
Committee, and featured a speaker 
from each Committee discussing the 
new minimum required distribution 
proposed regulations issued in Janu
ary under Internal Revenue Code 
Section 401(a)(9). Warren Widmayer, 
of Ferguson & Widmayer, P.C. (Ann 
Arbor), discussed the basic rules and 
general framework of the new pro
posed regulations and addressed plan 
drafting and plan sponsor administra
tive issues, and Karl Schettenhelm, of 
Raymond & Prokop, P.C. (Southfield), 
discussed the estate planning ramifi
cations of the new proposed regula
tions, including spousal rollover 
and IRA trust issues. In all, over 
60 members of the two committees 
attended. (At a prior Committee 
meeting in November, 2000, Commit
tee members had an opportunity to 
suggest revisions to the old proposed 
Section 401(a)(9) regulations when J. 
Mark Iwry, IRS Special Counsel, 
specifically asked for our input on 
those regulations and other pending 
regulatory issues. Mr. Iwry has 
publicly indicated that the newly
issued proposed regulations were 
directly influenced by his discussions 
with our Committee.) 

Next Meeting 
The Committee's next meeting will 
be our annual liaison meeting with 
representatives from the Internal 
Revenue Service. It will be held at 
2:00p.m. on Wednesday, September 
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12, 2001, as part of the State Bar's 
Annual Meeting in Lansing. The 
speakers will be Monika Butcher 
Templeman, EP Area Manager, Great 
Lakes Region, and Larry Burleson, 
EP Group Manager, Detroit. Among 
other topics, they will discuss EP 
examination trends, voluntary com
pliance programs and audit CAP, 
and an update on the determination 
letter program. 

Report of Estates 
and Trusts Committee 
Henry P. Lee, Chairperson 
Lee, Gregory & Sternberg, P.C. 
300 Wabeek Building 
280 West Maple Road 
Birmingham, Ml 48009 
(248) 646-4200 PhoneNoice Mail 
(800) 433-8776 PhoneNoice Mail 
(248) 642-0625 Fax 
lgs@ voyager. net 

Recent Activities 
Ajoint meeting of the Estates and 
Trusts Committee and the Employee 
Benefits Committee of the Tax Sec
tion was held at Fox and Hounds in 
Bloomfield Hills, Michigan from 
2:30 p.m. to 5 p.m. on Tuesday, 
May 15,2001 

The speakers were Warren 
Widmayer, Esq. ofFerguson & 
Widmayer, P.C. and Karl W. 
Schettenhelm, Jr., Esq. of Raymond 
& Prokop, P.C. They addressed the 
new Proposed Regulations regarding 
required distributions per Internal 
Revenue Code 401(a)(9). Warren 
addressed the issues regarding plan 
drafting and plan sponsor administra
tive issues. Karl responded to the 
estate planning opportunities includ
ing the use of trusts as beneficiaries. 
This topic sounds esoteric but it 
represents major planning oppor
tunities for our clients. 

The next meeting will be in con
junction with the annual convention 
for the State Bar, on September 12, 
2001. 

Report of the Practice 
and Procedure 
Committee 
Trevor Wetherington, Chairperson 
Ernst & Young 
500 Woodward Avenue 
Suite 1700 
Detroit, Michigan 48226 
(313) 596-7100 

Recent Meetings 
The Practice & Procedure Committee 
met on April 24th to discuss the effect 
of recent reorganizations upon the 
Michigan Department of Treasury and 
the Internal Revenue Service. Charles 
Wright of Andersen and Trevor 
Wetherington were the speakers. 

Recent Developments 
A. Industry Issue Resolution Issues 

Announced. 
The IRS announced (IR-2001-48) 
that it has selected seven issues 
for its new pilot Industry Issue 
Resolution program (IIR). Based 
on the guidelines listed in Notice 
2000-65, the IRS selected the 
following seven issues: (1) costs 
of golf course construction, (2) 
clarification of the conformity 
election by banks for bad debts, 
(3) demonstrator vehicles pro
vided for use by employees, (4) 
reporting of payments to employ
ees who own heavy equipment 
used by their, (5) local impact 
fees associated with low income 
housing tax credit property and 
the treatment of eligible basis, 
( 6) determination of recoverable 
reserves of oil and gas for cost 
depletion purposes; and (7) treat
ment of restaurant small wares 
packages. 

One noteworthy fact is that the 
IRS selected rather non-confron
tational issues for its pilot pro
gram in an apparent attempt to 
achieve a relatively fast and easy 
resolution. There are, of course, 
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many other significant issues that 
have a far greater effect on major 
industries that were not selected 
for the program. We will have to 
wait and see if the IRS communi
cates why a particular issue was 
not selected and whether it will 
attempt to work with the various 
industries to reach some accom
modation on those issues. 

B. Supreme Court Reverses Cleve
land Indians Decision-Back 
Wages Taxed in Year Paid 

In United States v. Cleveland 
Indians Baseball Co., Sup. Ct. 
No. 00-203 (April 17 2001); 2001 
TNT 75-7, the Supreme Court, 
reversing a Sixth Circuit opinion, 
has held that an award of 
backpay to baseball players under 
a settlement is subject to FICA 
and FUTA taxes in the year the 
settlement award is paid, and not 
the year that the wages should 
have been paid. 

C. Service May Issue Refund After 
Limitations Period Has Expired 

In a significant service center 
advice (SCA 200111043 (January 
30, 2001), released 3/16/2001; 
2001 TNT 53-66, the IRS has 
concluded that it may refund an 
overpayment after the period for 
filing a claim has expired if the 
taxpayers can substantiate that 
the math error notice was incor
rect and that their tax liability 
was reported correctly on the 
original timely filed return. 

D. Petition Sent to Tax Court by 
Commercial Delivery Service 
Held Timely Filed Under Code's 
Mailbox Rule 

Estate of Marguerite M. Cranor 
v. Commissioner, T.C. Memo 
2001-27, is the first case in which 
the Tax Court addresses whether 
a petition sent to the Tax Court 
by a private delivery service 
under Section 7502 (f) of the 
Code was timely filed for pur
poses of Section 7502(a)(2)(B). 

Michigan Tax Lawyer-2nd Quarter 2001 

On Friday September 3, 1999, 
the estates' attorney prepared an 
airbill and envelope containing 
the petition. The airbill was 
correctly addressed to the Tax 
Court and the boxes "FedEx 
Standard Overnight-Next 
Business Afternoon" and "Hold 
Saturday" were checked. The 
attorney believed that checking 
this combination of boxes meant 
that FedEx would deliver the 
petition on Tuesday, September 
7, 1999, the 91st day after the 
issuance of the deficiency notice. 
The 91st day was the last day to 
file a petition in this case because 
September 6, 1999, was a federal 
holiday. FedEx held the envelope 
at a FedEx office rather than 
delivering it and returned it to 
the attorney who then re-sent the 
petition to the Tax Court. There
sent petition arrived at the court 
on 101st day. The IRS filed a 
motion to dismiss for lack of 
jurisdiction. 

The court noted that Section 
7502(a) requires that the enve
lope containing the petition be 
timely addressed and mailed to 
the court and the estate met this 
requirement. The court also 
dismissed the IRS's argument 
that the checking of the "Hold 
Saturday" box meant that the 
envelope was not correctly ad
dressed, Reynolds's misunder
standing the meaning of the 
"Hold Saturday" on the airbill 
does not prevent the application 
of the timely-mailing-is-timely
filing rule here. 

Next Meeting 
The next meeting will be a liaison 
meeting with the IRS, committee 
members will be notified of the date, 
when scheduled. 
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Report of the State and 
Local Tax Committee 
Thomas J. Kenny, Chairperson 
Raymond & Prokop, P.C. 
26300 Northwestern Highway, 41

h Floor 
Southfield, Ml 48086-5058 
(248) 357-3010 

Recent Activities. 
The Commissioner's Advisory Group 
for Business Taxes ( CAG) met on 
March 15, 2001. Topics discussed 
included the following: 

A. An Update of the Streamlined 
Sales Tax Project. 

Sixteen states have approved 
the draft legislation. In addition, 
sub-groups have been established 
to work on definitions. The 
National Conference of State 
Legislatures excluded definitions 
from the proposal voted upon in 
June but the Streamlined Sales 
Tax effort considers this exclu
sion a temporary educational 
gap. 

B. Legislative Update: 
• HB4185 B this legislation 

expands the income tax exemp
tion for retirement benefits 
from 401(k) and 403(b) plans; 

• HB4212 B this legislation 
eliminates the federal self
employment tax add-back to 
the Michigan income tax base. 

C. Draft Revenue Administrative 
Bulletins: 
• RAB 2001-A B Single 

business tax base for 
foreign tax persons; 
The RAB describes in detail 

the threshold concepts of title 
transfer as the method of identi
fying sales transactions taxable 
in Michigan, but sales destina
tion as the method of apportion
ing the tax base; 

Sales destination is the base 
and apportionment concept used 
generally in other states. The 

draft of the RAB has made an 
important new distinction with 
respect to additions and subtrac
tions to the tax base. Additions 
and subtractions to the tax· base 
will be determined based on sales 
destination rather than title 
transfer with the result being 
that a foreign person with zero 
business income could still end up 
with a Michigan tax base due to 
base additions apportioned using 
sales destination; 

• Draft RAB 2000-B B SBT 
consolidated returns; 

Highlights of policy reflected 
in draft RAB: 

• Because stock ownership is 
required by statute, limited 
liability companies cannot be 
included in a consolidated SBT 
return; 

• The substantial transaction 
criteria of 10% is no longer a 
bright line and has been liberal
ized by the additional rebuttable 
factors addreS'Sed in the RAB; 

• Permission to consolidate can be 
requested on a perspective basis 
only but the Department can 
force the tax payer into a consoli
dated return on a retrospective 
basis for periods open by the 
statute of limitations. 

Future Meetings 
The next meeting of the State and 
Local Tax Committee will be held on 
June 1, 2001 at the offices of Howard 
& Howard, 222 North Washington 
Square, Suite 500, Lansing, MI 
48933. The speakers will be Michigan 
Tax Tribunal Chief Judge, Michael 
Stimpson and Tax Tribunal Clerk, 
Peter Kopke. 
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Selected GST Tax and Withdrawal Right Issues 
Concerning Irrevocable Trusts (With Sample Language) 

By: Sebastian V. Grassi, Jr. 

Introduction 
This article deals with select key 
provisions that should be considered 
when preparing an irrevocable life 
insurance trust ("ILIT") designed to 
hold insurance on the life of just the 
grantor. The ILIT is not designed to 
be a generation-skipping dynasty 
trust from the onset, but rather a 
traditional Apay income and principal 
to the grantor's spouse and children 
(or if a child is deceased, to the de
ceased child's issue by right of repre
sentation)." The article's emphasis is 
on Crummey withdrawal rights and 
Generation Skipping Transfer Tax 
("GST tax") issues, and contains 
select sample drafting language for a 
practitioner to consider when prepar
ing an ILIT. The article assumes that 
the reader has at least an intermedi
ate knowledge with regard to the 
various tax issues concerning an 
ILIT. The article does not, however, 
discuss all of the tax or drafting 
issues concerning an ILIT. 

Key Provisions Regarding 
Crummey Withdrawal Rights 
A Crummey withdrawal right granted 
to each beneficiary, when used in 
conjunction with the annual gift tax 
exclusion amount under IRC section 
2503(b), allows the grantor's payment 
of premiums to be gift tax-free. The 
following points should be considered 
when drafting a beneficiary's right of 
withdrawaL 

• If GST tax exemption is going 
to be allocated to the ILIT, the 
grantor's spouse's withdrawal 
right should be structured to 
comply with the GST tax Estate 
Tax Inclusion Period ("ETIP") 
safe harbor rules, to wit, (i) be 
limited to 5 x 5 under IRC section 
2514(e), (ii) be noncumulative, 

and (iii) lapse sixty (60) days 
after the date of contribution (not 
sixty (60) days after notice). Reg. 
section 26.2632-1( c)(2)(ii). Fur
thermore, the spouse should not 
be given a hanging Crummey 
power, which, by design, is a 
cumulative right ofwithdrawal 
that does not lapse in its entirety 
within the aforesaid ETIP safe 
harbor rules. If the spouse's 
right of withdrawal remains 
"open" under a hanging Crummey 
power, the ETIP rules prevent an 
allocation of GST exemption from 
being effective during the period 
the withdrawal right remains 
"open" and has not lapsed in its 
entirety. IRS section 2642 CD (3) 
and Reg. Section 26.2632-l(c). 
See Paragraphs l.l(A) and 1.2 
(D) of Exhibit 1. 

• Consider using tiered withdrawal 
rights by which the spouse may 
withdraw the gift first, and the 
children second. Tiered with
drawal rights make notice easier, 
particularly if the annual contri
butions are limited in amount 
and makes it easier to structure 
the Spouse's withdrawal right 
within the ETIP safe harbor rules 
while giving the children with
drawal rights that lapse under a 
hanging Crummey power. See 
Paragraph l.l(A) of Exhibit 1. 

• Ensure that the amount subject 
to the Crummey withdrawal right 
is ascertainable by conditioning 
any distribution of principal, 
termination of trust, trustee 
discretion, exercise of any life 
time power of appointment, so 
that such distributions, discre
tions, terminations or exercises 
will not thwart or otherwise 
defeat an existing Crummey 
withdrawal right that is unexer
cised and has not lapsed. 
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• Do not condition the amount of 
the Crummey withdrawal right 
on whether a split gift election 
is to be made under IRC section 
2513. The IRS has ruled that 
this constitutes a condition sub
sequent to the gift and hence 
makes the gift amount, i.e., the 
withdrawal amount, unascertain
able until the condition subse
quent occurs. PLR 8022048 
Rather, limit the withdrawal 
right to a single present interest 
exclusion or provide that if a 
donor is married at the time of 
the contribution, the amount 
subject to withdrawal is the 
amount otherwise available 
under gift-splitting, irrespective 
ofwhether the gift-splitting 
election is, in fact, elected. See 
Paragraph 1.1 (A) (3) of Exhibit 1. 

• If gift-splitting occurs, the donor's 
spouse is treated as transferor 
(for GST tax purposes) of one-half 
of the entire value of the property 
transferred, regardless of the gift 
tax rules under Chapter 12 of the 
Internal Revenue Code. IRC 
section 2652 (a) (2). A donor 
cannot elect gift-splitting with 
respect to gifts to his or her 
spouse. IRC section 2513(a)(1). 
However, if the donor transfers 
property in part to his spouse and 
in part to third parties, the con
sent to gift-splitting is effective 
"with respect to the interest 
transferred to third parties 
only insofar as such interest is 
ascertainable at the time of the 
gift and hence severable from 
the interest transferred to his 
spouse." Reg. Section 25.2513-
1(b)(4). See Paragraph 1.1(A)(1) 
of Exhibit 1 which further defines 
"contribution" by excluding any 
amount that has been gift-split 
by the spouse. 

• Prohibit the grantor from exercis
ing Crummey withdrawal powers 
on behalf of the beneficiaries 
(including the ability to exercise 

the power pursuant to a power of 
attorney or as a natural or legal 
guardian of the beneficiary), and 
from becoming a trustee. The 
holding of such powers may be 
deemed a retained interest in the 
trust, resulting in the value of 
the trust being included in the 
grantor's gross estate for federal 
estate tax purposes. IRC sec
tions 2036 and 2038. Further
more, if the grantor should serve 
as trustee of the ILIT, insurance 
on the grantor's life will be 
included in his or her gross 
estate for federal estate tax 
purposes because of the incidence 
of ownership attributable to the 
grantor as trustee (since the 
trustee is the owner of the life 
insurance policy). 

• Give the trustee broad discretion 
to satisfy withdrawal right notice 
requirements. Do not require 
the trustee to give written notice 
of a beneficiary's withdrawal 
rights. Rather, give the trustee 
discretion in how to effectuate 
notice to the beneficiaries. The 
Crummey case does not require 
that written notice be given; it 
only requires that "reasonable 
notice" be given. See Paragraph 
1.2(A) of Exhibit 1. 

• Give the trustee broad powers 
to satisfy any withdrawal rights. 
Make sure that any Crummey 
withdrawal right may be satis
fied not only against the contri
bution but also against other 
trust property, including any 
insurance policy or fractional 
interests in the insurance policy. 
This will provide substance to 
a Crummey withdrawal right 
especially as concerns any group 
term policies held by the trust. 
The assignment of a group term 
policy should include any re
placement or renewal insurance 
and any increase in the amount 
of coverage. A statement in both 
the assignment and the ILIT to 
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the effect "with regard to any 
group term policies assigned to 
Trustee, the transfer of such 
policies also includes any future 
policies to be issued, or policies 
in supplementation thereof, or in 
succession, substitution replace
ment or renewed thereof, and any 
increase in the amount of cover
age," should be sufficient. Also, 
the trust should provide that 
contributions to the ILIT include 
indirect contributions, such as 
deemed gifts arising from a third
party's payment of premium on 
group term insurance or insur
ance subject to a split dollar 
arrangement. See Paragraph 
1.2(F) of Exhibit 1. 

• Do not attempt to have the ben
eficiaries waive notice of their 
future Crummey withdrawal 
rights. Rather, each year give 
notice and obtain a written 
acknowledgment from the benefi
ciary that he or she is aware of 
that year's contribution and is 
aware of his or her withdrawal 
right. If the life insurance policy 
requires monthly or quarterly 
premium payments, consider 
making a single contribution at 
the beginning of the year, giving 
notice once, and then using the 
contribution to pay the premiums 
as they become due. See Para
graph 1.2(A) of Exhibit 1. 

• Allow the donor to vary a 
beneficiary's right ofwithdrawal 
before each year's contribution. 
PLR 8003033. See Paragraph 1.2 
(G) of Exhibit 1. 

Key GST Tax Provisions 
Except when an ILIT is an IRC sec
tion 2642(c) or IRC section 2503(c) 
generation-skipping trust, every 
ILIT has potential GST tax exposure. 
Therefore, every time a transfer is 
made, a decision must be made 
whether GST tax exemption will be 
allocated to the ILIT on a timely-filed 
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United States Gift Tax Return via the 
required Notice of Allocation attach
ment. The following GST tax points 
should be considered when drafting 
an ILIT. 

• Although a Crummey withdrawal 
provision may turn a gift of a 
future interest into a gift of a 
present interest qualifying for the 
annual gift tax exclusion under 
IRC section 2503, for GST tax 
purposes, the initial transfer by 
the grantor into the trust consti
tutes a transfer to a trust (and 
not a transfer to a beneficiary
even though the beneficiary can 
withdraw the transfer). Reg. 
section 26.2652-l(a)(5) B Ex
ample 5. Thus, unless the ILIT 
is a skip-person trust under IRC 
section 2642(c) or IRC section 
2503(c), the initial transfer by 
the grantor into the trust will 
not be GST tax exempt and GST 
tax exemption will have to be 
allocated in order to obtain a 
zero (0) inclusion ratio. 

Additionally, assuming the ILIT 
is not an IRC section 2642(c) or 
IRC section 2503(c) trust, the 
Crummey withdrawal right 
should be limited to a 5x5 power 
under IRC section 2514 (e), 
otherwise, the lapse of a with
drawal right greater than 5x5 
will cause the excess (unless 
there is a hanging Crummey 
power that deals with the excess) 
to be treated for GST tax pur
poses, as being transferred by the 
beneficiary, with the beneficiary 
being the (new) "transferor" for 
GST tax purposes concerning the 
excess lapse amount. Reg. sec
tion 26.2652-l(a)(6) Example 5. 

The "gift over" and GST problem 
can be obviated by having sepa
rate trust shares for each benefi
ciary be established from the 
inception, with each beneficiary 
being given a general power of 
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appointment over his or her 
share. If the beneficiary should 
die before the grantor, the 
beneficiary's share will be in
cluded in his or her estate for 
federal estate tax purposes (thus 
making the deceased beneficiary 
the transferor for GST purposes), 
and the beneficiary's children will 
succeed to their deceased parent's 
interest as non-skip persons. 
Furthermore, any future contri
butions to the ILIT by the grantor 
will not result in a GST issue as 
concerns these grandchildren due 
to the predeceased parent rule 
under IRC 2651(e). 

If a skip person (e.g., a grand
child) allows a lapse of his or her 
withdrawal right greater than 
5x5, a taxable distribution is 
deemed to have occurred to such 
skip person with respect to the 
value of the property subject to 
the release (i.e., the amount not 
protected by the 5x5 safe harbor). 
Reg. section 2612-l(c)(l). 

• If the grantor's spouse has a 
withdrawal right in excess of 5x5 
or is granted a withdrawal right 
for greater than sixty (60) days 
from the date of the transfer into 
the trust, then the grantor will 
not be able to allocate his or her 
GST tax exemption because of 
the ETIP rules and the spouse's 
holding of an impermissible 
withdrawal right for GST tax 
purposes. IRC section 2642(f) 
and Reg. section 26.2632-
l(c)(2)(ii). 

If GST tax exemption is allocated 
to an ILIT at a time that the ILIT 
was not subject to an ETIP, and if 
the trust property is i.ndudible in 
the grantor's gross estate for 
Federal Estate Tax purposes, 
the inclusion ratio remains 
unchanged. No re-calculation of 
the inclusion ratio will occur so 
long as the property does not 

revert to the grantor's estate, and 
the trust property can continue to 
be exempt from GST tax. Reg. 
section 26.2642-4(a)(3). Addition
ally, Reg. section 26.2632-
l(c)(2)(i) provides that possible 
inclusion of transferred property 
in the estate of the transferor
grantor due to IRC section 2035 
is not an ETIP, and GST tax 
exemption can be effectively 
allocated to the ILIT during the 
transferor-gran tor's lifetime, 
even if the transferor-grantor dies 
within three (3) years of transfer
ring an existing life insurance 
policy into the ILIT. Therefore, if 
the ILIT property is includable in 
a married grantor's estate, the 
zero inclusion ratio can be pre
served by using a marital deduc
tion reverse QTIP trust to receive 
proceeds, and having the surviv
ing spouse's will waive any right 
of reimbursement for estate taxes 
under IRC section 2207 A as 
concerns the reverse QTIP trust. 

Whenever GST tax exempt prop
erty (inclusion ratio of zero (O)) is 
includable in a grantor's estate, 
the practitioner may want to 
consider the general effect of 
estate tax apportionment against 
the recaptured life insurance 
proceeds under IRC section 2206 
and applicable state law, as well 
as its impact on the preservation 
of the full value of the zero ( 0) 
inclusion ratio property. Should 
death taxes be apportioned away 
from the zero (0) inclusion ratio 
property (in order to not waste 
previously allocated GST tax 
exemption)? Who should bear 
the burden of paying the death 
taxes attributable to the ILIT? 
If the beneficiaries of the ILIT 
and the grantor's living trust are 
not the same, there would be a 
disparity, especially if the living 
trust is burdened with the death 
taxes. 
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• Expanded by the Taxpayer Relief 
Act of 1997 ("TRA 1997"), the so
called "predeceased parent rule" 
is now applicable to taxable 
terminations, taxable distribu
tions and direct skips, and under 
certain circumstances, includes 
grand nieces and grand nephews. 
IRC section 2651(e). (Note: The 
Regs. have not been updated to 
reflect TRA 1997. Prior to TRA 
1997, only direct skips were 
eligible for the predeceased 
parent rule. Thus, Reg. section 
26.2612-1(f) Example 7, which 
has not been updated to reflect 
the changes brought about by 
TRA 1997, is inaccurate B as 
concerns the 1997 expansion of 
the "predeceased parent rule."). 

If the predeceased parent (i.e., 
the deceased descendant who is 
the ancestor of the beneficiary) 
was dead at the time a 
transferor's transfer in trust first 
became subject to estate or gift 
tax, then the predeceased parent 
rule will apply to post-1997 
taxable distributions and taxable 
terminations, as well as to direct 
skips. If a transferor makes an 
addition to an existing trust after 
the death of a descendant of the 
transferor in an intervening 
generation, the additional prop
erty is treated as being held in a 
separate trust for purposes of the 
GST tax. The time of the addi
tion (and not the time of the first 
transfer to the trust) is the 
relevant time to determine 
whether the property attribut
able to the addition qualifies for 
the predeceased parent rule. 

The predeceased parent rule also 
permits a person who dies within 
ninety (90) days of a transfer to 
be treated as having died prior to 
the transfer, thus allowing a 
move up in generation assign
ments. Reg. section 26.2612-
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1(a)(2)(i). The ninety (90) day 
survivorship rule provides, "A 
living descendant who dies no 
later than 90 days after the 
subject transfer, is treated as 
having predeceased the trans
feror to the extent that either the 
governing instrument or appli
cable local law provides that such 
individual shall be treated as 
predeceasing the transferor." 
This survivorship rule expands 
the "predeceased parent rule" of 
IRC section 2651(e), by allowing 
a grandchild to move up into his 
parent's generation for GST tax 
purposes if the parent dies within 
ninety (90) days of a transfer of 
property into an ILIT. Thus, if a 
beneficiary who is a descendant 
of the grantor dies ninety (90) 
days after a transfer by the 
grantor, then the deceased 
beneficiary's child will "move up" 
a generation assignment (vis-a
vis the grantor) and be placed in 
the same generation assignment 
as his (now deceased) parent was 
vis-a-vis the grantor. Under such 
a scenario, in order to avoid any 
GST tax attributable to the 
contributions made prior to the 
death of the now deceased par
ent-beneficiary, consider having 
the grandparent-grantor make a 
"late" allocation of his or her GST 
tax exemption upon the death of 
the now deceased parent-benefi
ciary. A sample ninety (90) day 
survival clause might read: 

"Survival of Beneficiary. A 
living descendant of a transferor 
or donor to this trust who dies no 
later than ninety (90) days after 
the subject transfer (or contribu
tion, as the case may be), shall be 
treated as having predeceased 
the transferor or donor, as is 
permitted by Treasury Regula
tion section 26.2612-l(a)(2)(i), 
and no person shall be considered 
to have survived another or 
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considered to be living upon the 
death of another if he or she shall 
die within ninety (90) days after 
the death of such other; provided 
however, and the foregoing not 
withstanding, as to any gift that 
will qualify for the marital deduc
tion, my Spouse shall be deemed 
to have survived me if we die 
under circumstances where it 
is not clear who survived." 

Conclusion 
ILITs, with their inherent leveraging 
thru "cheap" dollars (i.e., premiums), 
are a potent weapon in the estate 
planner's arsenal to deal with the 
payment of estate taxes and provide 
liquidity to a deceased grantor's 
estate. Because ILITs are irrevocable, 
the estate planning practitioner 
should give consideration, as cir
cumstances and client desires may 
warrant, to developing a flexible 
document with regard to Crummey 
withdrawal rights and potential 
GST tax issues. Hopefully the 
issues discussed in this article are 
insightful and practical for drafting 
your next ILIT. 

Exhibit 1 

Article 1 
Beneficiary Withdrawal Rights 

"1.1 Withdrawal Rights. Unless 
otherwise provided pursuant to the 
paragraph item entitled, "Restriction 
of a Withdrawal Right," the following 
withdrawal rights shall exist with 
respect to contributions to the trust: 

(A) Immediately following any contri
bution to the trust, my Spouse 
and my children, (individually a 
"donee," collectively the "donees") 
who are living on the date of the 
contribution (and have not been 
excluded from exercising their 

withdrawal right with respect 
to the contribution in question), 
shall have the right to withdraw 
from the trust the following 
amount: 

(1) First, to My Spouse. In the 
case of my Spouse, the with
drawal rights with respect to 
any contribution (to which my 
Spouse is not deemed a gift 
maker regarding any amount 
that has been gift split under 
IRC section 2513) shall take 
priority and be satisfied fully 
before the withdrawal rights 
authorized in paragraph item 
(2) immediately below and 
shall not exceed whichever is 
less: (i) an amount equal to 
the value of the contribution, 
or (ii) the greater of five thou
sand ($5,000) dollars or five 
(5%) percent of the trust estate 
valued as of the date(s) of the 
contribution(s) (or such greater 
amount as may be specified in 
IRC section 2514(e)) less the 
amount of all previous with
drawal rights granted my 
Spouse in that calendar year, 
valued as of the date of such 
contributions; and 

(2) Second, to My Children. In 
the case of a child of mine, the 
withdrawal rights with respect 
to any contribution shall not 
exceed whichever is less: (i) an 
amount equal to the value of 
the contribution after subtract
ing the amount, if any, subject 
to withdrawal by my Spouse 
under paragraph item (1) 
immediately above and divid
ing the remainder by the 
number of my children living 
at the time of the contribution, 
who have not been excluded 
from exercising their with
drawal right with respect to 
the contribution in question, or 
(ii) the greater of five thousand 
($5,000) dollars or five (5%) 
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percent of the trust estate 
valued as of the date(s) of such 
contribution(s) (or such greater 
amount as may be specified in 
IRC section 2514(e)) less the 
amount of all withdrawal 
rights granted that particular 
donee in that calendar year, 
valued as ofthe date of such 
contributions. 

(3) Additional Limitation on 
Amount Subject to With
drawal. To the extent a donee 
is also the donor of a contribu
tion, or is treated as donor of 
one-half (liz) of a contribution 
for federal gift tax purposes, 
that donee shall have no right 
ofwithdrawal with respect to 
such contribution to which they 
are the donor (or treated as the 
donor), and shall never there
after be considered to have 
had a right ofwithdrawal with 
respect to such contribution. 
Furthermore, in no event may 
the amount subject to with
drawal by a donee under this 
Paragraph exceed in any 
calendar year the amount of 
the federal gift tax exclusion 
under IRC section 2503(b) 
available to the donor with 
respect to gifts to such donee, 
provided however, if requested 
by a married donor at the time 
of a contribution, the alterna
tive limitation based on the gift 
tax annual exclusion shall be 
two (2) times the amount of the 
gift tax annual exclusion. In 
determining the amount of this 
withdrawal limitation, there 
shall be taken into consider
ation all previous gifts made 
to such donee from (or attribut
able to) such donor (and the 
donor's spouse, to the extent 
relevant) during the same 
calendar year, which gifts were 
eligible for the federal gift tax 
annual exclusion. In the event 
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a donee has a withdrawal right 
from another trust(s) that is 
also subject to the limitations 
of IRC section 2514(e), and a 
contribution is made to such 
other trust(s) prior to the 
contribution to the initial trust, 
the amount subject to with
drawal referred to in the pre
ceding provisions shall be 
further limited so that it is no 
larger than the amount which 
when added to the amount of 
the withdrawal right from such 
other trust(s) is equal to the 
larger of the amount specified 
in IRS section 2514( e) (cur
rently five thousand ($5,000) 
dollars or five (5%) percent) of 
the total market value of the 
trusts out of which the powers 
could be exercised. 

(B) Return of Excess Distribu
tion. If any donee receives a 
distribution in excess of the 
amount he or she is authorized to 
withdraw under this Paragraph, 
Trustee shall immediately notify 
such donee in writing, requiring 
the prompt repayment of such 
excess amount. 

1.2 Rules Concerning Withdrawal 
Rights. 

(A) Notification of Withdrawal 
Right. Trustee (or its agent or 
delegate, other than the donor 
of such contribution) must make 
reasonable efforts to notify (either 
orally or in writing) each eligible 
donee (or the person who would 
exercise a donee's withdrawal 
right) of the withdrawal right's 
existence and that of any contri
butions made (or anticipated to 
be made) to the trust that are 
subject to the withdrawal right. 
Such efforts may include annu
ally apprising each donee of his/ 
her withdrawal rights, providing 
the donee with a single notice 
sufficient to apprise him/her of 
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his/her current and expected 
future withdrawal rights, or 
any other means determined by 
Trustee to provide each donee 
with reasonable notice. After 
receiving such notice from 
Trustee at least once, any donee, 
or the legal guardian of any 
donee, by a written instrument 
delivered to Trustee, may permit 
Trustee to provide such written 
notices annually (during the first 
month of each calendar year) in 
anticipation of gifts to be made 
during such year or may alto
gether waive Trustee's obligation 
to provide further such written 
notices. No notice shall be re
quired to be given to any adult 
donee, who is sui juris, and who 
has actual notice of the contribu
tion and his or her withdrawal 
rights relative thereto. In no 
event shall Trustee be held liable · 
for failing to give any notice 
required hereunder, nor shall 
the failure of any donee to receive 
such notice be deemed to abro
gate his or her withdrawal rights 
in accordance with the provisions 
of this Article. A donee's right of 
withdrawal is not contingent 
upon such notice. 

(B) Withdrawal Right to be 
Exercised by Written Request. 
Each eligible donee -can exercise 
a withdrawal right by a written 
request timely delivered to 
Trustee. The withdrawal right 
shall be a privilege that may be 
exercised only voluntarily and 
not under compulsion. As of the 
date a request for withdrawal is 
made pursuant to the provisions 
of this Article, the donee's right 
to receive the permitt~d· amount 
requested shall be vested and 
shall not be terminated by the 
subsequent death or disability of 
the donee or any administrative 
delay resulting from actions 
taken by Trustee to effect distri-

bution hereunder to the donee. 

(C) Legal Disability of Donee. 
If any eligible donee is unable 
to exercise a withdrawal right 
because oflegal disability, includ
ing minority, his or her legally 
authorized personal representa
tive, including (but not limited to) 
a guardian, committee, conserva
tor, or attorney-in-fact under a 
durable power of attorney, may 
make the withdrawal on the 
donee's behalf, and if there be no 
such legally authorized represen
tative, Trustee will designate an 
appropriate adult individual 
(who may be Trustee, the donee's 
parent, or any other person) who 
may make the withdrawal on the 
donee's behalf. However, in no 
event can I make the withdrawal 
for any donee regardless of my 
relationship to him or her. Any 
property received pursuant to the 
withdrawal right shall be held for 
the use and benefit of the donee. 

(D) Lapse of Withdrawal Right 
Within 60 Days. The with
drawal rights created under this 
Article are all non-cumulative 
and shall lapse, if not exercised, 
on the earlier of: (i) the last day 
of the calendar year in which the 
contribution is made, if the 
contribution, which is a direct 
contribution, was made prior to 
December 1, (ii) sixty (60) calen
dar days following the date of the 
contribution to which such with
drawal rights relate, or (iii) the 
day preceding the donee's date 
of death (provided the date of 
death occurs more than fifteen 
(15) days following the date of 
the contribution to which such 
withdrawal rights relate). No 
payment may be made in a 
subsequent year on account of 
any the donee's failure to exercise 
a withdrawal right in a prior 
year. The lapse of a donee's 
withdrawal rights shall not be 
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considered a contribution or gift 
to the trust estate. 

(E) Satisfying a Withdrawal 
Right. Trustee may satisfy any 
withdrawal rights under this 
Article by distributing cash, 
other trust property, or fractional 
interests in trust property, as 
Trustee deems appropriate. 
Trustee is specifically authorized 
to borrow money from any source, 
including but not limited to the 
cash surrender values of any life 
insurance policies transferred to 
or held by the trust, to sell trust 
property, to surrender or other
wise dispose of any life insurance 
polices or other property trans
ferred to or held by the trust, and 
to take any other action that may 
be necessary and appropriate to 
assure that said right to a with
drawal rights will be satisfied in 
a timely and expedient manner. 
Without limiting Trustee's broad 
discretionary power to select 
trust property to satisfy a with
drawal rights, I prefer that cash 
or tangible property be distrib
uted before life insurance policies 
and other intangible property 
(especially as concerns donees 
who are skip persons), unless 
Trustee decides that another 
selection is warranted. While any 
withdrawal right is outstanding 
(i) Trustee shall not exercise any 
discretion or authority that would 
impede or thwart the withdrawal 
right, and (ii) Trustee shall retain 
sufficient borrowable or transfer
able assets (whether from such 
contributions or otherwise) in the 
trust to satisfy all such with
drawal rights which are then 
outstanding. 

(F) "Contribution" Defined. 
"Contribution" means a non
testamentary transfer (direct or 
indirect, actual or imputed to the 
donor) to Trustee of any cash or 
other property (or interest 
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therein) (including, for the year 
of the trust's creation, the prop
erty creating the trust) to be held 
as part of the trust funds, which 
would be treated under Chapter 
12 of the Internal Revenue Code 
as a taxable gift of the donor or 
the donor's spouse (before taking 
into account the exclusion al
lowed by IRC section 2503(b)), 
and shall also include any premi
ums on policies of life insurance 
(or any interests therein) owned 
by the trust which premiums are 
paid, by me or any other person 
or entity (including my employer 
or former employer), directly to 
any insurance company issuing 
the policies rather than first 
being paid to Trustee. In the 
case of any premium, which is 
paid directly to an insurance 
company, the date of the contri
bution to the trust shall be 
deemed to be the date on which 
the premium payment is trans
mitted to the insurance company 
issuing the policy. The amount 
of any contribution is its federal 
gift tax value, as determined by 
Trustee at the time of the trans
fer. Contributions made by a 
donor's attorney-in-fact under 
a durable power of attorney 
shall be considered as made 
by the donor. 

(G) Restriction of a Withdrawal 
Right. Any person (or their duly 
authorized agent acting under a 
power of attorney) who makes a 
contribution to any trust created 
under this Agreement may, by a 
written instrument delivered to 
Trustee at the time of such 
contribution and with respect 
solely to the new contribution 
then being made (and with 
respect to future contributions 
to be made), do one (1) or more 
of the following: (i) exclude any 
beneficiary who would otherwise 
have a withdrawal right from 
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exercising that withdrawal right 
as to such new or future contri
bution; (ii) increase or decrease 
the amount subject to any 
beneficiary's withdrawal right 
as to such new or future contri
bution, except that the amount 
subject to the withdrawal right 
shall not exceed the amount of 
the contribution; and (iii) change 
the period during which any 
beneficiary's withdrawal right 
as to such new or future contri
bution may be exercised. No such 
direction may in any way alter, 
amend or change any bene
ficiary's withdrawal right 
with respect to any prior 
contributions." 

© 2001 by Sebastian V. Grassi, Jr. 
Grassi & Toering, PLC 
888 West Big Beaver Road, Suite 750 
Troy, Michigan 48084 
(248) 269-2020 
(248) 269-2025 B fax 

www.grassiandtoering.com 
svg@ grassiandtoering .com 

Sebastian V. Grassi, Jr. is a partner in the 
law firm of Grassi & Toering, PLC in Troy, 
Michigan. He is a member of the State Bar 
of Michigan, American Bar Association, 
Christian Legal Society, and is a Fellow of 
The American College of Trust and Estate 
Counsel. His practice is concentrated in 
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frequent speaker for the Institute of 
Continuing Legal Education, and serves on 
its Estate Planning Advisory Board. In the 
spring of 1989, at the invitation of the 
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group of graduate students in Beijing. His 
visit to China coincided with the historic 
pro-democracy movement and tragic 
Tiananmen Square massacre. In the 
summer of 1998, at the invitation of the 
ship's captain, Sebastian sailed for three 
days on a 1200-mile cruise with the crew of 
the then recently commissioned USS The 
Sullivans, an Arleigh Burke class AEGIS 
guided missile destroyer, and completed 
the ship's 'Tiger Qualification" program, 
which included navigating and steering the 
506-foot, nine-deck-high warship, and firing 
some of its weapons. USS The Sullivans 
(DDG-68) is the ship that terrorists origi
nally sought to bomb (but failed), in 
January, 2000, while the ship was refueling 
in South Yemen; however, it was The 
Sullivans' sister ship, USS Cole (DDG-67), 
that terrorists did attack and damage, in 
October, 2000. 
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Planning Considerations for Michigan's Most 
Sought-after Job Creation Tax Credit - MEGA. 
By: Gregory C. Burkart and Traci Reed 

Mitchell, Ernst & Young, LLP 

In today's challenging economy, cash 
is often king. Still, Michigan's varied 
opportunities for tax credits and 
incentives are frequently under
utilized. This article discusses three 
credits that can reduce the Michigan 
Single Business Tax liability, and 
often have the added impact of in
creasing cash flow. The credits, 
available through the Michigan 
Economic Growth Authority (MEGA 
and/or the Authority), are largely 
related to the creation and/or preser
vation of jobs. 1 While not the only 
state with job creation tax credits, 
Michigan has been aggressive in 
recent years in using its tax credits 
to attract to and retain companies 
in the State.2 

Over the past six years, the State 
of Michigan - largely successful in 
its efforts to generate more than $85 
billion of new personal income for the 
residents of the state and to attract 
more than $3.5 billion of new capital 
investment- has issued credits 
against the Single Business Tax 
totaling an estimated $675 million.3 

Tax professionals are often focused on 
strategies to reduce the apportioned, 
adjusted tax base in Michigan. How
ever, the opportunities for credits. . 
should not be overlooked, as maximiz
ing these credits can often increase 
tax savings exponentially. 

Given the magnitude of these 
credits, it is important to know what_ 
scenarios usually generate opportum
ties for effective incentives planning. 
During these economic times almost 
every company, whether there is new 
capital investment or not, has been 
experiencing some shift in their 
payroll or job base. The job base can 
fluctuate with growth, i.e., acquisi
tion, or through consolidation and 

reorganization. Under these circum
stances, opportunities for MEGA 
credits can be significant.4 

There are three basic types of 
MEGA tax credits, commonly referred 
to as: traditional, retention, and high 
technology. Four key variables drive 
credit value: net new job creation, 
average hourly wage, new investment 
in personal property, and new invest
ment in real property. The selection 
of the appropriate type of MEGA 
credit is driven by the dynamics of 
the underlying job base, as indicated 
by the four key variables. 

The "traditional MEGA tax credit" 
is available to an applicant that is 
creating at least 150 qualified new 
jobs (if the business has no previous 
presence5 in Michigan on the date ?f 
the application) or at least 75 quali
fied new jobs (if the firm has a pres
ence in Michigan on the date of the 
application) after April 18, 1995.6 . 

The "retention" MEGA tax credit 
is available to an applicant that is 
maintaining at least 500 retained jobs 
within the state after December 31, 
1999.7 In addition to maintaining the 
retained jobs, the applicant must 
satisfy one of the following additional 
requirements: (i) new capital invest
ment of at least $250,000,000 or (ii) 
new capital investment of at least 
$500,000,000 and relocation of prod
uct production to Michigan.8 

A "high-technology" MEGA tax 
credit is available to an applicant that 
is creating at least 5 qualified new 
jobs within the first year of the ex
pansion or location and 25 qualified 
new jobs within 5 years of the expan
sion or location.9 In addition to 
creating new jobs, an applicant 
must meet the following additional 
requirements. 

• Dedicate at least 25% of the total 
operating expenses to research 
and development in the tax year 

\ 

\ 
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that the business files an 
application. 10 

• Qualify its primary business 
activity as a "high-technology 
activity."11 

• Pay an average wage for all 
qualified new jobs at least 400% 
of the federal minimum wage. 12 

Under the statute "high technology 
activity" includes one or more of the 
following nine areas. 

• Advanced computing, 
• Advanced materials, 
• Biotechnology, 
• Electronic device technology, 
• Engineering or testing 

laboratories, 
• Assessment or prevention 

of threats or damage to 
human health, 

• Medical device technology, 
• Product research and 

development, and 
• Advanced vehicle technology. 13 

Mter determining whether an 
applicant is an eligible business for 
one of the three types of MEGA tax 
credits, the focus of the analysis 
shifts to determining the value of 
the tax credits. Within the MEGA 
statute, two sub-credits are available. 
The first credit is referred to as the 
"Business Activity Credit (BAC)."14 

The second credit is known com
monly as either the "Personal Income 
Tax Credit (PIT)" or the "Employ
ment Tax Credit."15 Both credits are 
negotiated and are available for up 
to twenty years and up to 100% of 
each credit. 16 

The Authority determines the 
value of each credit based on consid
eration of the following factors: 

• The number of qualified new 
jobs, 

• The average wage level of the 
qualified new jobs, 

• The capital investment, 
• The cost differential between 

Michigan and a competing 
jurisdiction, 

• The impact of the expansion or 

location on the Michigan 
economy, and 

• The value of the local 
commitment. 17 

Historically, the value of the credit 
has varied proportionately with the 
value of each factor. For example, 
the higher the number of new high
wage jobs, the higher the value of 
the credit. 

In determining the ultimate value 
of the MEGA tax credit to each appli
cant, particular care needs to be given 
to the effects that each sub-credit will 
have on the overall effective tax rate 
of the applicant. The BAC is a non
refundable credit. However, unused 
portions can be carried forward for 
up to 10 years. 18 While the BAC is 
theoretically equivalent to the incre
mental increase in Single Business 
Tax liability, the actual value of the 
credit will vary with changes in the 
adjusted tax base apportioned to 
Michigan.19 

The PIT credit, on the other hand, 
is a refundable tax credit. 20 The PIT 
credit is roughly equivalent to the 
value of the payroll attributed to 
qualified new jobs multiplied by the 
individual tax rate applicable for the 
tax year. 21 

Further, certain statutory defini
tions can make calculating the credits 
complex. For example, "payroll" is 
defined as "total salaries and wages 
before deducting any personal or 
dependency exemptions."22 This term 
includes such salaries and wages 
emanating from the exercise of stock 
options and overtime pay for the year. 

The term "qualified new job" is 
defined as, "the average number of 
full-time jobs at a facility of an autho
rized business for a tax year in excess 
of the average number offull time 
jobs the authorized business main
tained in this state prior to the expan
sion or location .... "23 For projects 
brought to the Authority after July 1, 
2000, the term "qualified new job" can 
also include jobs created during a 120-
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day look back period beginning 120 
days prior to the date the company 
qualifies as an "authorized business.''24 

Use of the 120-day look back period is 
within the discretion of the Authority, 
and in the past the MEDC has ex
pressed a preference for reserving 
this provision for sought-after, 
technology-related expansions or 
locations. 

To be certified as a "qualified new 
job," the position must meet the 
definition of a "full time job." Under 
the statute a "full time job" has two 
requirements. First, the job must be 
an individual who is employed by an 
authorized business for consideration 
for 35 hours per week.25 In addition, 
the authorized business must be the 
entity withholding income and social 
security taxes. 26 Given contemporary 
business practices, it is important to 
note that in preparing an application 
for the Authority, a "full time job" 
does not include leased employees or 
independent contractors. Particular 
care also needs to be paid to third 
party payroll providers to ensure that 
the entity taking the credit is respon
sible for withholding both social 
security and income taxes. 

In determining which new jobs 
count towards "qualified new jobs," 
it is important to consider when jobs 
will be created and the amount of 
wages paid for each job. Under the 
act a "full time job" does not become a 
"qualified new job" until the applicant 
switches from an "eligible business" 
to an "authorized business." An 
"eligible business" becomes an "autho
rized business" at the point in time 
when the business signs a written 
agreement with the AuthorityY 
During a public meeting to determine 
the length and amount of the MEGA 
tax credit, the Authority will pass a 
resolution that authorizes the MEDC 
to enter negotiations on the specific 
terms and conditions of the written 
agreement. When the parties execute 
this agreement, the business can 
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start counting new jobs towards its 
total of "qualified new jobs" eligible 
for consideration under the MEGA 
tax credit. 

Depending upon the type of the 
MEGA tax credit being sought, the 
eligible business must agree to pay 
each qualified new job a minimum 
wage that is higher than the federal 
minimum wage standard. For "high 
technology" MEGA tax credits, the 
minimum wage is 400% of the federal 
wage. 28 On the other hand, for 
"traditional" and "retention" MEGA 
tax credits, the minimum wage is 
150% of the federal wage.29 

In terms of timing, it is important 
to plan far enough in advance to 
make sure that the applicant cap
tures all of its new job creation under 
the tax credit agreement. One aspect 
of timing that is often overlooked is 
that an applicant for either a "tradi
tional" or "retention" type of MEGA 
tax credit must refrain from all of 
the following activities prior to the 
MEGA board meeting: 

• Announcing the expansion or 
location, 

• Commencing construction on 
the expansion or location, and 

• Securing an interest in real 
property for the expansion or 
location. 30 

In the past the Authority has 
deemed the execution of a lease for 
a building or space as well as the 
execution of a real estate purchase 
agreement to be a violation of the 
last requirement even where the 
agreements were conditioned upon 
the granting of a MEGA tax credit. 
Because the Authority, however, 
recognizes the importance of control
ling the real property for an expan
sion or location before a public an
nouncement, the Authority has 
permitted eligible businesses to enter 
into option agreements for an inter
est in real property where the option 
has specific conditions for MEGA 
tax credits. 

I 
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Finally, an area that is often over
looked until the last minute is the 
need for what is known as a "local 
commitment." Under the act the local 
community where the expansion or 
location will occur must contribute 
staff, financial, or economic assis
tance to support the project.31 Tradi
tionally where local communities 
have the ability to grant a tax abate
ment pursuant to PA 198 or PA 328, 
the Authority has accepted an abate
ment that meets the maximum 
guidelines of the community as 
"local commitment." In recent years, 
however, the Authority has been 
increasingly aggressive with local 
communities requiring meaningful 
support that is specific to the needs 
of the expansion or location. Where 
the state is offering its full support 
for a project, the Authority is seeking 
the same from local communities. 

Once you have determined the 
value of each variable, where do you 
turn with the information? In Michi
gan the MEGA credits are overseen, 
issued, and administered by two 
entities. The Authority has the 
power to: determine which busi
nesses will receive tax credits; deter
mine the amount and duration of 
the credits; and issue certificates 
and enter into written agreements 
specifying the conditions under which 
the tax credits are authorized. 32 

The Authority is composed of 
gubernatorial appointees or their 
designees. The state members in
clude: the Director of the Michigan 
Economic Development Corporation, 
the State Treasurer, the Director of 
the Department of Management and 
Budget, the Director of Transporta
tion Department. In addition to these 
members, there are four members 
appointed by the Governor who are 
not employees of the state but have 
knowledge, skill and experience in 
the academic, business, local govern
ment, labor, or financial fields. 33 

The Michigan Economic Develop
ment Corporation (MEDC), a succes
sor entity to the Michigan Jobs Com
mission, serves as the administration 
for the Authority. The statute specifi
cally requires the MEDC to provide 
staff for the authority and to carry 
out the administrative duties and 
functions of the Authority. 34 In this 
capacity representatives of the MEDC 
will review the applications for com
pliance with the statute, negotiate the 
value of the packages with the eligible 
businesses, and present the eligible 
businesses to the Authority for final 
determination. 

In preparing the application for 
review by the MEDC, it is important 
to note that there is very little guid
ance from administrative rules. 
Rather than promulgating rules, the 
MEDC and the Authority have re
sorted to policy, often unwritten, to 
guide its internal staff. While the 
policy tends to be dynamic, it permits 
considerable flexibility in shaping 
each application to meet the statutory 
requirement. Finding advisors who 
know the policy, as well as under
stand how policy is interpreted and 
developed, is key to maximizing the 
value of the credits. 

Given these types of timing require
ments, the extensive nature of the 
inquiry by the Authority, and the 
need for local commitment, it is 
important to start the process of 
applying for MEGA tax credits early 
in the project cycle. Each year the 
Authority has 25 "traditional" and 
another 50 "high technology" MEGA 
tax credits to award.35 With enough 
time for adequate planning, most 
eligible businesses can optimize the 
available benefits for their expansions 
or locations in the State of Michigan. 
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Gregory Burkart 
Practice Leader, Michigan & Ontario 

Gregory Burkart is a Senior Manager in 
Ernst & Young's Business Incentives 
Services Practice. Based in Michigan, Mr. 
Burkart has considerable expertise in 
structuring and negotiating comprehensive 
state and local incentives packages through
out the state. Prior to joining Ernst & Young, 
Mr. Burkart served as Vice President of 
Global Business Development for the 
Michigan Economic Development Corpora
tion. He has also held positions as Vice 
President of the Michigan Renaissance 
Fund and Deputy Director of International 
and National Business Development, as well 
as Michigan's Clean Air Ombudsman. 

As Vice President of Global Business 
Development for the Michigan Economic 
Development Corporation, Mr. Burkart 
managed global business attraction activities 
and Michigan Economic Development 
Corporation events that supported increased 
investment activities in the State of Michi
gan. Serving on the management team, Mr. 
Burkart was in a unique position to foster the 
continued global competitiveness of Michi
gan businesses. 

Mr. Burkart also has expertise in the area 
of Canadian economic incentives and 
international trade promotion. He has been 
a guest lecturer at the United States 
Ambassador Leonard Woodcock's Legacy 
Seminar offering his views on "US-China 
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Relations: A State Perspective", at the 
Environmental Association of Michigan 
speaking on "International Opportunities 
in the Environmental Industry", and at the 
D-21 Utility Association semi-annual 
conference outlining the state's role in 
"Public Private Partnerships in Interna
tional Economic Development". 

Mr. Burkart is a graduate of Spring Hill 
College in Mobile, Alabama, where he 
received a bachelor of science, magna 
cum laude, in economics, was a distin
guished military graduate in the Reserve 
Officer Training Corps, and recipient of the 
Wall Street Journal award for academic 
achievement. After his undergraduate 
studies, Mr. Burkart received his juris 
doctorate from St. Louis University Law 
School in St. Louis, Missouri. 

Traci Reed Mitchell has been a part of 
Ernst & Young's State and Local Tax 
practice since 1996. Specializing in 
income/franchise taxes, Traci frequently 
works with clients to identify and imple
ment strategies to reduce state income/ 
franchise taxes via incentive opportunities, 
including the MEGA credit. A 1993 
graduate of Wayne State University Law 
School, Traci practiced as a staff attorney 
for a major Detroit corporation and with 
a small litigation firm prior to joining Ernst 
& Young. She can be reached at (313) 
628-7161. 

ENDNOTES-------------------------------

1. MSA 3.540(801 ); MSA 3.540(802). 
2. Michigan is not unique with the availability of job creation credits. Other states offering job creation tax 

credits linked to new payroll include Indiana, Illinois, Kentucky, Louisiana, Nebraska, New Jersey, North 
Dakota, Ohio, South Dakota, and Vermont. 

3. Michigan Economic Growth Authority, public announcements since July 26, 1995 through April 25, 2001. 
4. Pursuant to MSA 3.540(803) MEGA credits are limited to companies that are involved in the following 

industries: manufacturing, mining, R&D, wholesale and trade, office operations or high technology busi
nesses. MEGA credits are not available for retail, professional sports stadiums, or that portion of business 
dedicated exclusively to retail sales. A special exclusion exists for sports stadiums in existence on June 6, 
2000, but not in use by a professional sports team on the date that an application is filed. 

5. Historically, the test to determine previous presence has largely turned on whether the applicant has had 
nexus to the state such that the entity has filed an SBT return. See RAB 1998-1. A detailed discussion of 
nexus is beyond the scope of this article. 

6. MSA 3.540(803)(c); MSA 3.540(808)(1). Note, if the applicant is proposing to locate in a Renaissance Zone, 
an Enterprise Zone, or a Neighborhood Enterprise Zone, the eligible business must create at least 25 new 
jobs. MSA 3.540(808)(1 )(a)(iii). Note also, there is a requirement to maintain these qualified new jobs over 
the life of the credit, MSA 3.540(808)(1)(b), as well as those jobs that existed in the state prior to the 
expansion or location, MSA 3.540(808)(c). 

7. MSA 3.540(803)(c); MSA 3.540(808)(5). Note, there is no apparent requirement to maintain the existing job 
base for a "retention" MEGA. MSA 3.540(808)(1 )(b) and (c); MSA 3.540(803)(k). 
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--------------ENDNOTES (continued)--------------

8. MSA 3.540(808)(5). 

9. MSA 3.540(803)(c); MSA 3.540(808)(1 )(b)(iv) Note, there is a requirement to maintain the new jobs over the 
life of the credit, MSA 3.540(808)(1)(b)(iv), as well as those jobs that existed in the state prior to the expan
sion, MSA 3.540(808)(c). 

10. MSA 3.540(803)(i) Note, there is a requirement to maintain A & D expenses for the first 3 years of the credit 
agreement. MSA 3.540(808)(1)(m). 

11. MSA 3.540(803)(i) and (g). 

12. MSA 3.540(808)(1)(d). 

13. MSA 3.540(803)(g)(i) - (ix). 

14. MSA 7.558(37d). 

15. MSA 7.558(37c). 

16. MSA 7.558(37c) and (37d). 

17. MSA 3.540(808)(2). 

18. MSA 7.558(37d)(5). 

19. Pursuant to MSA 7.558(37d)(1), a "taxpayer that is an authorized business may credit against the tax 
imposed ... an amount equal to the tax liability attributable to authorized business activity." The "tax liability 
attributed to authorized business activity is the tax liability imposed by this act after the calculation of the 
credits provided in sections 36, 37, 38, and 39 multiplied by either of the following fractions as appropriate: 

(a) For an authorized business locating a facility in this state, a fraction the numerator of which is the ratio 
of the value of the facility to all of the taxpayers property located in this state plus the ratio of the 
taxpayer's payroll attributed to qualified new jobs to all of the taxpayer's payroll in this state and the 
denominator of which is 2. 

(b) For an authorized business expanding at an existing site, a fraction the numerator of which is the ratio of 
the value of the new property added to the site as part of that expansion to all of the taxpayer's property 
located in this state plus the ratio of the taxpa~er's payroll attributed to qualified new jobs to all of the 
taxpayer's payroll in this state and the denominator of which is 2. 

MSA 7.558 (37d)(4). 

20. MSA 7.558(37c)(5). 

21. MSA 7.558 (37c)(2), the PIT credit "shall not exceed the payroll of the authorized business attributable to 
employees who perform qualified new jobs multiplied by the tax rate". For definition of "tax rate", see MSA 
7.558 (37c)(e) referring to "the rate imposed under sections 51 and 51b to 51e of the income tax act of 1967, 
1967 PA 281, MCL 206.51 and 206.51b to 206.51e, for the tax year in which the tax year of the taxpayer for 
which the credit is being computed begins." 

22. MSA 7.558(37c)(8)(c). 

23. MSA 7.558 (37c)(8)(d)(i); MSA 7.558 (37d)(7)(d). 

24. MSA 7.558(37c)(8}(d)(ii); MSA 7.558 (37d}(7)(d). 

25. MSA 3.540(803)(e). 

26. ld. 

27. MSA 3.540(808)(1) and MSA 3.540(808)(4). In addition, while a discussion of the written agreement is 
beyond the scope of this article, see MSA 3.540(808)(3) for mandatory provisions of the agreement. 

28. MSA 3.540(1)(d). 

29. d. 

30. MSA 3.540(808)(1)(e), (h), (j). For a "high technology" MEGA tax credit, the eligible business need not 
comply with the first requirement. The remaining elements still need to be followed. See MSA 
3.540(808)(1 )(e). 

31. MSA 3.540(808)(2)(f). 

32. MSA 3.540(806). 

33. MSA 3.540(804)(2). 

34. MSA 3.540(804)(1 ). 

35. MSA 3.540(808)(7). 
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E-Commerce Taxation 
By: Donald Katz 

In recent years, countless articles 
political commentators and tech- ' 
savvy gurus have promised how the 
internet would change the way we 
think, communicate, invest and even 
buy a pair of socks. The Internet 
widely considered as the fuel of the 
"new economy," is the future market
place for goods and information that 
promises to add tremendous value to 
the U.S. economy. The speed at 
which information and transactions 
occur continues to enhance an already 
highly productive and efficient 
workforce. Congress recognized 
early-on that state and local tax 
authorities were anxious to levy their 
taxing authority on the Internet and 
e-commerce. This article explores 
some of the policy considerations 
surrounding e-commerce. An exami
nation of some common retail transac
tions illustrates the need for a 
streamlined tax policy for remote 
sellers. A close look at these transac
tions and recent cases reveals that 
sales tax collection is not the primary 
nexus issue that should concern e
commerce. In fact, business activity 
taxes pose the largest threat to 
e-commerce. 

The Internet Tax Freedom Act 
I~ 1998, Congress passed a preemp
tive measure to institute a temporary 
moratorium on internet taxes the 
Internet Tax Freedom Actl ("ITFA"). 
That legislation was to act as a tem
porary injunction against new taxes 
until a comprehensive study could 
be conducted to determine what tax 
policy would be applicable to the 
Internet. That study was done by the 
Advisory Commission on Electronic 
Commerce ("ACEC"). The ACEC did 
make recommendations based on 
their findings but those recommenda
tions failed to receive the required 
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super majority vote from the 
Commission. 

The ITFA prohibits states or their 
political subdivisions from: (1) taxing 
Internet access (unless imposed and 
actually enforced prior to October 
1998); and (2) multiple or discrimina
tory taxes on electronic commerce.z 
However, the moratorium's days are 
numbered. The October 21, 2001 
expiration date has Congress rushing 
to extend (or expand) the moratorium 
until the issues of sales and business 
activity taxes are politically resolved. 
Notably, the Bush Administration is 
considering pushing for a "permanent 
moratorium" on Internet taxation but 
at least supports an extension. 

When the ITF A was originally 
passed in 1998, the theory was that a 
committee would thoroughly investi
gate and make final recommenda
tions to Congress as to how Internet 
tax policy should proceed. 3 One 
thing was clear, any tax scheme that 
results from the debate over e-com
merce will have a dramatic effect on 
the progressivity of U.S. tax policy. 

The Bush Administration recently 
announced its support for an exten
sion of moratorium which may be
come permanent. If the new adminis
tration succeeds in securing a 
permanent moratorium, the policy 
shift could further erode the States' 
power as the Federal government 
centralizes e-commerce tax revenue. 
The seamless taxation policy that e
commerce companies demand, may 
create a larger bureaucracy than 
what they bargained for. 4 However 
as it stands, any hope for streamlin~d 
taxation policy in sales and use tax 
rests with Congress because the 
States' hands are constitutionally 
~ied against unilaterally entering 
mto compacts with the other States.5 
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c ~ Current Developments and opting out, however, the seller ex-
Legislation poses itself to the auditing power of 
There are several bills in the 107th every applicable jurisdiction. Remote 
Congress that essentially address the sellers without sufficient nexus to 
same issue but in different ways. impose an obligation to collect sales 
Congress seems determined to "sim- tax under Quill v. North Dakota,8 will 

t. plify" the state and local taxation now be subject to auditing by those 
scheme but the task is not without States who would otherwise have A competing 
large political and constitutional no authority. bill ... should 
obstacles. Senate bill 288, sponsored Senators Wyden and McCain (co- make both 
by Ron Wyden (D-Ore.), would make sponsor) generally oppose taxing the mail-order and 
the ban on internet access taxes internet. On the other hand, Senator 
permanent and mandate a single tax Dorgan advocates the need for a e-commerce 
rate for all jurisdictions. More impor- uniform sales tax regime that dra- businesses 
tantly for e-tailers and other remote matically reduces reporting and extremely 
sellers, S.288 and other competing auditing rules and creates a uniform nervous. 
e-tax bills address the nexus6 issue definition of goods and services that 
by specifically prohibiting a state the system covers. A compromise is 
from using the authority granted to expected, however the uniformity that 
the State from creating nexus for goes so far as to fix one sales tax rate 
any "other tax obligation." That is, for all jurisdictions will certainly 
the authorization granted to States invite attack from county and local 
permitting them to require that governments who presently levy and 
remote sellers collect sales taxes collect sales taxes. These proposals, 

~ J 
cannot be a factor that permits although allotting some administra-
the State to exert taxing authority tive power to the States, would effec-
beyond sales tax. The bill would tively centralize power over all sales 
legislatively overrule Quill v. North tax collection in Congress. Texas, for 
Dakota.7 example, does not have income tax; 

A competing bill introduced by and relies heavily on sales tax rev-
Senator Dorgan (D-N.D.) is much enue to support government services. 
more detailed and carries provisions A system that removes the state's 
that should make both mail-order power to levy taxes and raise revenue 
and e-commerce businesses ex- from sales tax would centralize power 
tremely nervous. Senate bill 512 in the Federal government making 
extends the current moratorium the States lesser political subdivi-
through December 31, 2005 and sions. Dorgan's bill reserves the 
embraces the notion of a streamlined right for Congress to revoke the 
sales and use tax system, however, it states' power to compact. In the 
does not mandate the single tax rate new economy, the states' power to 
like the Wyden bill (S.288). The tax e-commerce exists at the pleasure 
intent of Dorgan's bill is to address of Congress. 
the "basic fairness" of similar trans-
actions without consideration as to State and Local Taxes - The 
the method or manner used to effect Sales and Use Tax Dilemma 
the transaction. Generally, the bill Among other things, the ITFA heated 
aims to simplify the sales tax system up the debate surrounding a need for 
but in the process may subject remote streamlining policy on sales and use 
sellers to the mercy of 50 different tax for businesses that sell goods and 
revenue authorities. Senate bill 512 services across numerous taxing 

J mandates uniform audit procedures jurisdictions without nexus. Cur-
of which a seller may opt out. By rently, there are four bills in the U.S. 
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Senate proposing to extend the mora
torium. Two of those bills authorize 
states to create a single, unified tax 
rate for sales and use taxes. On 
December 22, 2000, the full member
ship (39 states) ofthe Streamlined 
Sales Tax Project voted to send a 
model bill to the state legislatures 
that would simplify sales and use tax 
law. 9 On this issue, Congress seems 
to have the upper hand concerning 
streamlining state and local tax 
systems. Constitutionally, the States 
are prohibited from entering into 
compacts without the "advice and 
consent" of Congress. 10 

In 1998, the general concern was 
that the approximately 7,500 taxing 
jurisdictions would barrage e-com
merce with taxes. Without the ITFA, 
your Internet Service Provider 
("ISP")11 bill would most likely be 
riddled with taxes and regulatory 
fees rendering it similar to a current 
phone bill. Some of the taxes are 
taxes on taxes. This supports the 
observation by some, that the Internet 
and e-commerce are taxed indirectly, 
notwithstanding the ITF A The 
Internet is largely dependent on 
phone service, so the myriad of federal 
and state taxes imposed on telecom
munication is essentially an indirect 
tax on e-commerce. 12 The ITF A 
restricts "new" taxes on e-commerce, 
therefore a jurisdiction is not prohib
ited from increasing taxes on the 
phone lines that support the Internet 
service to the consumer. This would 
produce a tax effect that is far from 
progressive. The Federal excise tax 
on telecommunication services, when 
coupled with state and local agency 
taxes averages well over 14%.13 

Today, this is not the progressive 
tax originally intended because it 
touches almost every mode of tele
communication. 

Whether Internet tax policy is 
progressively structured is more than 
a matter of political perspective. The 
ACEC was established for the purpose 
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of making formal findings and 
recommendations to Congress. That 
Commission suggested that the 
"digital divide" be a primary focus 
of Congressional action with respect 
toE-commerce. The Commission not 
only recommended that the ITF A 
moratorium become permanent, but 
also that the Federal excise tax on 
all telecommunications be repealed. 14 

The Commission found that the 
Federal excise tax is not progressive 
and otherwise inconsistent with a 
policy aimed toward narrowing the 
digital divide. 

Congress was primarily concerned 
that multiple taxation schemes from 
various jurisdictions would stunt the 
Internet's growth and paralyze in
vestment flow into the sector. Con
gress feared that e-commerce would 
become the newest target for state 
and local taxes. If the States and 
the other taxing authorities (approxi
mately 7,400) simultaneously bur
dened e-commerce, there would be 
little left over for Congress to tax. 
Also, the economic burden of compli
ance would place tremendous pres
sure on e-commerce companies.15 

Logistically, if an ISP were subjected 
to the same taxation scheme that 
plagues National Service Providers 
in the telecommunications business 
(AT&T or Sprint), then ISPs could 
be required to file as many as 55,7 48 
tax returns. 16 

However, e-commerce should 
concern itself less with sales tax 
collection and more with those nexus 
issues that may result in business 
activity tax. 17 If digital images are 
tangible personal property, as courts 
have found, then trademarks and 
other digital property located on a 
server in a jurisdiction may create a 
nexus that implicates more than just 
the burden of collecting sales tax. 18 

The following transactions illustrate 
the liabilities and potential nexus 
issues. 
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Transaction 1: A store physically 
located in Michigan sells a $5 pair 
of socks to a Michigan resident. 
The store collects sales tax and 
forwards the tax to the Michigan 
Department of Treasury. 
Transaction 2: A Michigan resi
dent buys a $5 pair of socks on the 
Internet at Tootsie's.com, a website 
located on a server in the State of 
Delaware where the company is 
incorporated. Tootsie's ships its 
products via the U.S. Mail and 
does not collect sales tax. Tootsie's 
has no other contacts with the 
State of Michigan except when a 
customer's order is shipped in to 
the State through a common 
carrier. 
Transaction 3: A Michigan resi
dent while surfing the net sees a 
Tootsie's.com banner ad that is 
located on a server in Michigan. 
The Michigan web surfer clicks on 
Tootsie's and buys a $5 pair of 
socks, which are shipped via U.S. 
Mail. The company claims no 
physical presence in the state and 
does not collect sales tax. 
Transaction 4: A Michigan 
resident calls an 800 number off a 
billboard located in Michigan, 
which displays the seller's logos 
and trademarks. The buyer orders 
a pair of socks from ,the remote 
seller. The socks are shipped via 
U.S. Mail and the seller has no 
other contacts with Michigan. No 
sales tax is collected. 
Transaction 5: A Michigan 
resident responding to a solicita
tion in the mail, sends an order 
form with a check for a pair of 
socks from the remote seller. The 
seller has no contacts.other than 
by the U.S. Postal Service. No tax 
is collected. 

Short Subjects 

Transaction Sales Tax Business Activity Use Tax In 
Nexus Tax Nexus 

1 YES YES 
2 NO NO 
3 MAYBE MAYBE 
4 MAYBE MAYBE 
5 NO NO 

Transaction 1 illustrates a most 
common and familiar retail transac
tion, one that consumers most associ
ate with creating sales tax liability. 
The state can exert taxing authority 
over the seller because the seller has 
a physical presence in the state. This 
is a well settled rule that was first 
set-out in National Bellas Hess v. 
Illinois 19 and later reiterated in Quill 
u. North Dakota.20 While those cases 
involved mail-order companies, the 
constitutional limitations placed on a 
state's ability to exert its tax author
ity are fairly limited and not techno
logically updated. Quill will not 
permit a state to reach a seller whose 
only contact with that state was by 
common carrier. However, it is far 
less clear how Quill applies to 
internet transactions. Does an 
internet transaction create sales tax 
nexus? It seems that Quill affords 
more protection for a mail-order 
company using postal or other 
common carriers than is extended 
to an e-commerce company. 

Contrast Transactions 3 and 5. 
Both Quill and National Bellas Hess 
clearly shield a seller whose only 
contact with the state is via common 
carrier. Therefore, the seller in 
Transaction 5 is immune from 
Michigan's taxing authority. No sales 
tax is collected by the seller. How
ever, the economics ofthe transaction 
should theoretically not be adverse 
for Michigan. The key word is "theo
retically" because the buyer is still 
required to pay the use tax,21 how
ever, the genuine collection and 

Buyer's State 
NO 
YES 

MAYBE 
MAYBE 

YES 
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enforcement issues are beyond the 
scope of this article. 

Transaction 3, on the other hand, 
represents the most likely transac
tion of the future. Here, whether the 
e-commerce company has property in 
the state is the debatable fact. This 
transaction demonstrates how the 
law lags behind the technological 
reality of the commerce involved. 
Quill, while carving out the common 
carrier exception, does not allow a 
specific exclusion for nexus created 
by the Internet. By placing logos and 
software on a server in Michigan, has 
Tootsie's effectively created nexus 
that requires more than collecting 
sales tax? Michigan could argue that 
by placing the Tootsie's logo and 
software on the server in Michigan, 
the company should collect sales tax 
and pay business activity tax. The 
business activity tax would be war
ranted because the logos are property 
located within Michigan because the 
server is in the state. If Michigan 
meets the four part test of Complete 
Auto Transit v. Brady ,22 then theo
retically, Tootsie's could have signifi
cant tax exposure on the revenues 
that are earned in the State of 
Michigan. 

The collection obligation placed on 
the seller in Transaction 1 is not 
necessarily what upsets the seller. 
What retailers complain most about 
is that remote sellers (Transactions 2 
and 3) have a competitive advantage 
because they lack the administrative 
burden and risk associated with 
collecting, reporting and paying-over 
the sales tax. However, Michigan 
has an argument that the website 
creates nexus because it is property 
located within the State of Michigan.23 

Sales tax collection imposes a 
significant business risk. Negligent, 
fraudulent or simply careless record
ing or reporting can create an enor
mous tax liability. Unlike the sales 
tax itself, interest and penalties 
erode profits because they are paid 
out of the seller's pocket. Therefore, 
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the remote seller's products have a 
competitive advantage beyond the 
cost of administration of the sales 
tax. A seller with a lower price allows 
for a greater number of sales, which 
spreads lower production or manufac
turing costs over more units. 

One thing is clear from the above, 
that more certainty would produce 
more efficient pricing. Efficient 
market theory demands that both 
sides of the transaction know all the 
risks involved in the transaction. A 
streamlined tax system would pro
mote more efficient pricing and have 
a moderating effect on inflation. 
However, the political power that the 
States would lose may be too costly. 

While that argument is probably 
economically sound, it lacks legal 
accuracy. Michigan buyers, such as 
those in Transactions 2 and 3, are 
required to report those purchases on 
line 30 of the Michigan Form 1040.24 

The popular misconception is that 
those transactions avoid sales tax 
completely. But, not so, the buyer 
incurs a use tax liability when 
Michigan cannot reach the remote 
seller under Quill. 25 

Nexus and Business Activity Tax 
Two distinct tax liabilities are at issue 
when a transaction takes place be
tween a remote seller and a local 
buyer. Sales tax is the most familiar 
to the general public and is therefore 
a popular political drum to beat for 
those politicians that need to grab the 
headline. However, the riskier and 
most potentially damaging tax liabil
ity fore-commerce stems from busi
ness activity tax which was discussed 
above. Congress should be particu
larly concerned with this issue when 
drafting internet taxation legislation 
because the consequences to a remote 
seller might be significant in light of 
the very nature of digital images and 
internet technology. The gap between 
the case law and technology presents 
tax revenue opportunities that states 
will undoubtedly pursue and business 
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planning needs to account for the 
risk. 

Quill v. North Dakota26 carved-out 
a common carrier exception for re
mote sellers, but left opportunity for 
other types of contacts that might 
create nexus and increase a remote 
seller's tax exposure to more than 
sales tax. Geoffrey v. South Caro
lina27 illustrates the economic utility 
of a streamlined and user friendly tax 
policy consistent in all taxing jurisdic
tion. This case also demonstrates the 
persistence of a state's treasury 
department when exerting its taxing 
authority over remote sellers. In 
Geoffrey, a Delaware corporation 
licensed its trademarks and market
ing "know how" to Toys-R-Us. The 
licensing fee was based upon a per
centage of the retailer's sales. The 
remote company claimed that it had 
no contacts with the state because the 
licensee had independently taken the 
trademarks to South Carolina. The 
court found that the trademarks were 
property of Geoffrey and that they 
were subject to business activity tax. 
Essentially, South Carolina reached a 
remote company who did not have a 
physical presence in the state other 
than the intangible property it li
censed to a retailer who unilaterally 
took the property into the State. 

Why is Geoffrey an important case? 
It is not because it remains unclear 
whether digital data and images are 
considered tangible or intangible 
property. While the IRS has con
tended that digital images were 
intangible, the Fifth Circuit Court of 
Appeals held that these images were 
tangible personal property.28 The 
notion of what is tangible and intan
gible is actually irrelevant because all 
Quill requires is some physical pres
ence of the taxpayer in the state. 
This physical presence can be either 
tangible or intangible.29 Software or 
a trademark on a server, for example, 
would be considered a physical pres
ence sufficient to establish nexus 
under Geoffrey and Quill because the 

intangible property is located in the 
State. 

However, recently a chancery court 
in Tennessee decided that millions of 
dollars ofphysical equipment belong
ing to America Online ("AOL") did not 
establish nexus for sales tax purposes 
with the State ofTennessee.30 The 
Tennessee court applied traditional 
notions of nexus and found: 1) that 
AOL's contracts with customers in 
the State were insufficient to create 
an economic presence argument; 
2) an internet connection with cus
tomers in the State is insufficient to 
create nexus with the remote pro
vider; 3) the court refused to find that 
AOL's software created nexus; actu
ally finding it an "insignificant factor" 
in determining nexus with Tennes
see;31 4) the local telephone numbers 
were not property that constituted a 
physical presence that customers 
used to access the service; and 5) 
leased telecommunication equipment 
also failed to establish the physical 
presence of AOL in Tennessee.32 

The court found the AOL situation 
similar to that of J. C. Penney Nat'l 
Bank v. Johnson. 33 There the court 
held that the plastic credit cards that 
customers held in their wallets, while 
a physical thing within Tennessee, 
were merely "representative" of the 
cardholder's rights and an insufficient 
physical presence to create nexus. 
The AOL court seemed to find that all 
the company's physical presence was 
insignificant. This case will most 
likely be overturned because the court 
failed to look at the totality of the 
contacts. The cumulative effect 
should have created nexus. A com
parison of AOL and Geoffrey reveals 
that clearer rules are needed for 
businesses that conduct transactions 
across taxing jurisdictions. 

Conclusion 
Taxation of the Internet presents 
both risks and opportunities for 
businesses. Currently, remote sellers 
can take advantage of the nexus 
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requirements under Quill which 
allows them to avoid collecting sales 
tax, keeps administration costs low 
and reduces exposure to penalties and 
interest. However, as States become 
more aggressive in pursuing remote 
sellers, businesses do run the risk of 
incurring business activity taxes from 
the nexus created by e-commerce 
which is not protected under Quill. 
Companies need to accurately assess 
risks when entering a foreign market. 
Whether a company sells a pair of 
socks to a customer down the street 
or across the country, understanding 
what activities and property may 
create nexus is essential to maintain 
competitive pricing and a healthy 
profit margin. 

Politically, the balance of power 
could dramatically shift between the 
State and Federal governments from 
legislation that mandates that States 
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develop a streamlined sales tax 
system. Streamlining taxation may 
produce an efficient operating envi
ronment for the administration and 
collection of sales taxes in the short
term, but it runs the risk of eroding 
a State's control over its tax revenue. 
This could further weaken State 
autonomy and strengthen a central
ized Federal government. 

Donald Katz is an associate in the tax 
and corporate practice areas at Jaffe 
Raitt Heuer & Weiss, PC. He graduated 
Summa Cum Laude in 2000 from 
Michigan State University-Detroit College 
of Law. In 1988, he received a Bachelor 
of Arts in Comparative Literature from 
Hobart College. Prior to law school, Don 
managed fixed income portfolios for 
several Wall Street investment houses 
before opening his own asset manage
ment company in 1995. 
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Deducting Lease Termination Costs: 
The Union Carbide Saga 
By: Robert L. Cohen 

The Tax Court recently addressed 
the tax consequences of the following 
common business transaction in 
Union Carbide Foreign Sales Corp. 
v. Commissioner, 115 T.C. No. 32 
(11/8/00): 

Facts: Since 1984, the taxpayer 
had been leasing a seagoing vessel 
(the "Chemical Pioneer") for a 20-year 
term pursuant to a financially bur
densome lease. In 1993, the taxpayer 
purchased the vessel from the lessor 
for $108 million (effectively extin
guishing the lease). The amount paid 
exceeded the $14 million fair market 
value ofthe asset by $94 million. 1 

Tax Issue: (1) Is the taxpayer 
required to capitalize the entire $108 
million paid as the adjusted tax basis 
of the vessel (the Government's 
position); or (2) can the taxpayer 
bifurcate the transaction as follows 
(a) capitalize the vessel's $14 million 
value as its adjusted tax basis and (b) 
deduct the $94 million as an ordinary 
and necessary business expense 
incurred to terminate a burdensome 
lease (the taxpayer's position)? 

On these facts, the Tax Court 
granted the Government's motion for 
summary judgment. The taxpayer's 
$94 million current deduction was 
denied and the adjusted basis of the 
vessel was increased from $14 million 
to $108 million. The court based its 
decision on Section 167(c)(2), which 
mandates this result when "any 
property is acquired subject to a 
lease." The Tax Court also noted that 
its decision was reinforced by a 1954 
Supreme Court case, Millinery Center 
Building Corp. u. Commissioner. 2 A 
leading accounting publication has 
commented that since the Tax Court's 
decision in Union Carbide "follows 
the wording of the code exactly . . . It 
is unlikely other courts will reach a 
different conclusion."3 

At first blush, Union Carbide 
appears to be a case involving a 
rather mundane statutory interpreta
tion issue and a straightforward 
application of Supreme Court prece
dent. However, a careful examina
tion of the Tax Court's opinion and 
what lies beneath it suggests that the 
court may have misapplied Section 
167(c)(2) to the facts of the case and 
then failed to properly consider 
applicable judicial precedent. Conse
quently, this article will explore the 
Union Carbide litigation in more 
detail. The result of this inquiry is 
encouraging for those taxpayers that 
may claim (or are called upon in a 
tax controversy to defend) a current 
deduction similar to the one at issue 
in Union Carbide. 

The Leading Cases-Cleveland 
Allerton and Millinery Center: 
For federal income tax purposes the 
bifurcation approach followed b~ the 
taxpayer in Union Carbide was 
directly supported by the Sixth 
Circuit's 1948 decision in Cleveland 
Allerton Hotel, Inc. v. Commissioner. 4 

The taxpayer in Cleveland Allerton 
owned a hotel located on land it was 
leasing under a long-term lease. 
Because the terms of the lease were 
financially burdensome, the taxpayer 
negotiated to pay $441,250 to the 
landlord to acquire the land (and 
effectively extinguish the lease). The 
taxpayer established that the land 
had a fair market value of $200,000 
and it claimed a current deduction 
for the additional $241,250 paid to 
terminate the burdensome lease. 
The Tax Court held that the entire 
$441,250 had to be capitalized as the 
adjusted basis of the acquired land. 
The Sixth Circuit reversed, explain
ing that "it would seem clear that the 
petitioner paid all over $200,000 to 
escape from a burdensome lease, and 
should be able to write that off as an 
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expense of doing business." The court 
held that since the excess payment 
was "in the nature of damages to 
secure relief from unprofitable con
tracts," such excess was deductible 
as a business expense in the year the 
land was purchased (and the lease 
terminated). 5 

Throughout the Union Carbide 
matter, the Government relied prima
rily on the decisions of the Second 
Circuit and the Supreme Court in 
Millinery Center Building Corp. v. 
Commissioner.6 The taxpayer in 
Millinery Center owned a building on 
land it was leasing for a term of 21 
years. The taxpayer paid $2.1 million 
to acquire the land and terminate the 
lease. The Tax Court agreed with the 
taxpayer that the land had a fair 
market value of $660,000, but denied 
the current deduction claimed by the 
taxpayer for the excess payment of 
$1,440,000.7 On appeal, the Second 
Circuit agreed that it was proper to 
treat the entire purchase price of $2.1 
million as the cost of purchasing a 
capital asset. In doing so, however, 
the court stated that "[w]e reach this 
result whether or not the lease was in 
fact onerous to the taxpayer, as it 
contends; the Tax Court made no 
such finding and the evidence in this 
respect is doubtful at best."8 The 
Second Circuit remanded the case to 
the Tax Court to determine an alloca
tion of the $2.1 million between the 
land and the building. 

The Supreme Court granted certio
rari to resolve the "apparent conflict" 
between the Second Circuit's decision 
in Millinery Center and the Sixth 
Circuit's decision in Cleveland 
Allerton. 

The Supreme Court affirmed the 
decision of the Second Circuit to 
remand the case to the Tax Court 
for an allocation of the $2.1 million 
between the land and building. It is 
critical to recognize, however, that the 
Second Circuit stated it would have 
denied the taxpayer's current deduc
tion whether or not the lease was 

burdensome, whereas the Supreme 
Court denied the current deduction 
expressly because the taxpayer failed 
to prove that the lease was burden
some ("Petitioner tendered no evi
dence that it was paying excessive 
rent for what it was actually leas
ing").9 Consequently, unlike the 
Second Circuit, the Supreme Court 
refrained from issuing an opinion 
regarding the proper tax treatment of 
a payment made by a lessee to termi
nate a burdensome lease. The Court 
explained "[w]hatever possible merit 
the petitioner's contention might have 
were there proof of excessive pur
chase price can await such a case."10 

IRS Challenge to Union 
Carbide: As noted, the Internal 
Revenue Service challenged the 
taxpayer's bifurcation approach by 
disallowing the $94 million current 
deduction. The Service, relying on 
Millinery Center, asserted that the 
entire $108 million paid to the lessor 
must be capitalized as the adjusted 
basis of the vessel. The Service 
issued a statutory notice of deficiency 
on April 11, 1997 and the taxpayer 
filed a petition with the Tax Court on 
July 8, 1997. Between the July 1997 
filing of the Tax Court petition and 
the time of the Tax Court's decision 
on November 8, 2000, the following 
events transpired. 

Meanwhile, Back at the Ranch: 
While the Union Carbide matter was 
brewing, the Office of Chief Counsel 
(Branch 5, Income Tax and Account
ing) issued a rather interesting 
private letter ruling. PLR 9842006 
(June 22, 1998). The essential facts 
of the ruling were the same as in the 
Union Carbide matter- the tax
payer/lessee acquired a leased asset 
by paying consideration in excess of 
the fair market value of the asset. 
The taxpayer requested a ruling that 
the excess payment was currently 
deductible under Section 162 to 
reflect the cost of extinguishing a 
burdensome contract. The National 
Office ruled in the taxpayer's favor, 
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relying primarily on the Sixth 
Circuit's 1948 decision in Cleveland 
Allerton. The ruling distinguished 
the Supreme Court's 1954 decision 
in Millinery Center, noting that the 
taxpayer in Millinery Center "failed 
to show that it was paying excessive 
rent under an onerous lease agree
ment." 

One year later, the Office of Chief 
Counsel again had occasion to con
sider the onerous lease termination 
issue. In FSA 199918022 (May 7, 
1999), the Income Tax & Accounting 
Branch, Field Service Division, cited 
PLR 9842006 to acknowledge that the 
National Office had recently ruled in 
favor of the bifurcation approach of 
Cleveland Allerton and that Millinery 
Center was distinguishable on its facts 
(though the Government seemed less 
sure of its position than it had been in 
PLR9842006). The FSA questioned 
whether the taxpayer, X, had proven 
that its lease was onerous, but never
theless concluded that "to the extent 
X is able to show that an amount was 
paid exclusively for the purpose of 
terminating a burdensome contract, 
X may be entitled to a [current] 
deduction." 

The Government Moved For 
Summary Judgment Based On 
Section 167(c)(2)11: When Section 
197 (governing the amortization of 
intangibles) was enacted as part of 
the Omnibus Budget Reconciliation 
Act of 1993 ("the 1993 Act"), 12 Section 
167(c)(2) was enacted as well. It 
provides: 
(2) SPECIAL RULE FOR PROP

ERTY SUBJECT TO LEASE.-If 
any property is acquired subject 
to a lease-
(A) no portion of the adjusted 

basis shall be allocated to the 
leasehold interest, and 

(B) the entire adjusted basis shall 
be taken into account in 
determining the depreciation 
deduction (if any) with re
spect to the property subject 
to the lease. 
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Based on the language of this 
statute, the Government moved for 
summary judgment in the Union 
Carbide case. 13 The Government also 
abandoned its reliance on Millinery 
Center, other than to mention that the 
result reached by the Supreme Court 
is consistent with the rule of Section 
167(c)(2) (i.e., no current deduction 
allowed for costs incurred to termi
nate a lease). In the Government's 
view, Section 167(c)(2) required that 
the $108 million paid to acquire the 
vessel must be capitalized as the 
adjusted tax basis of the vessel since 
the taxpayer acquired property "sub
ject to a lease." The taxpayer raised 
several arguments in support of its 
position that Section 167(c)(2) does 
not apply to an acquisition by a lessee 
of property subject to a burdensome 
lease, but instead applies only to an 
acquisition as a lessor where the lease 
continues in existence. 

The Tax Court's Opinion: The 
Tax Court, in a case of first impres
sion with respect to the application of 
Section 167(c)(2), held that the statute 
applies precisely as the Government 
contended. The court first considered 
the subtleties of the statutory lan
guage. According to the taxpayer, the 
actual language of Section 167(c)(2)
"If any property is acquired subject to 
a lease" - suggests that Congress 
intended for the statute to apply only 
where, following an acquisition of 
property, the property continues to be 
encumbered by the leasehold interest 
(i.e., an acquisition as a lessor), 
whereas if the statute had provided as 
follows - "if any property subject to a 
lease is acquired" - then Congress 
would have intended for the statute to 
apply whenever property is subject to 
a leasehold interest at the time it is 
acquired, without regard to whether 
the leasehold interest continues after 
the acquisition (i.e., an acquisition by 
a lessor or a lessee). The Government 
responded with grammar arguments 
of its own (including the significance 
of past participles and the placement 
of the verb 'is'). The court chose not to 
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interpret the statute based solely on 
the parties' grammar arguments, 
stating "that either party's interpre
tation is possible, depending on the 
intent of Congress." 

The court next examined the legis
lative history of the 1993 Act. The 
only explanation of Section 167(c)(2) 
that appears in the legislative history 
is as follows: 

The cost of acquiring an interest as 
a lessor under a lease of tangible 
property where the interest as 
lessor is acquired in connection 
with the acquisition of the tangible 
property is to be taken into account 
as part of the cost of the tangible 
property. For example, if a tax
payer acquires a shopping center 
that is leased to tenants operating 
retail stores, the portion (if any) of 
the purchase price of the shopping 
center that is attributable to the 
favorable attributes of the leases is 
to be taken into account as a part 
of the basis of the shopping center 
and is to be taken into account in 
determining the depreciation 
deduction allowed with respect to 
the shopping center. 14 

The taxpayer argued that the 
foregoing language provides proof to 
support its position that Congress 
intended for Section 167(c)(2) to apply 
only to acquisitions by a lessor where 
the lease continues in existence after 
the acquisition of the leased property. 
The Government countered that the 
'shopping center' example was illus
trative only and that Congress never 
"expressly condition[ed] the applica
tion of section 167(c)(2)" on the acqui
sition of leased property by a lessor 
where the lease continues in effect. 
The court agreed, concluding that the 
legislative history "provides no direct 
assistance or decisive indicator to 
answer our particular inquiry." 

At this point, the court commented 
that given the broad language of the 
statute - that is, "If any property is 
acquired subject to a lease"- there 
was nothing to limit the statute's 
application to an acquisition by a 

lessor nor does it "delineate a require
ment that the lease must continue 
after the acquisition." The court 
expressed concern that if the 
taxpayer's interpretation were ac
cepted, "a taxpayer would be able to 
avoid the intended effect of section 
167(c)(2) merely by a simultaneous 
acquisition of tangible property, 
cancellation of the 'existing lease' 
and the renegotiation of a new lease." 
This, the court concluded, would 
cause Section 167(c)(2) to "be ren
dered impotent and meaningless." 
Consequently, the court adopted the 
Government's interpretation of Sec
tion 167(c)(2) and held that the tax
payer was required to capitalize the 
entire $108 million paid as the ad
justed basis of the vessel (i.e., the 
taxpayer's $94 million current deduc
tion was disallowed). 

The court attempted to reinforce 
its holding by observing that it would 
have reached the same result even if 
Section 167(c)(2) had not been en
acted. The court acknowledged that 
in Millinery Center, the "taxpayer did 
not prove that its rental payments 
were excessive for what it was leas
ing, and, therefore, the Supreme 
Court left for another day the ques
tion of the deductibility of payments 
for relief from the terms of a lease." 
Nevertheless, since the Supreme 
Court affirmed the decision of the 
Second Circuit in Millinery Center to 
deny a current deduction for any 
portion of the consideration paid by 
the lessee to acquire the property and 
terminate the lease, the Tax Court 
stated "it would appear that the 
approach of ... the Sixth Circuit was 
rejected" and, therefore, the holding in 
Cleveland Allerton "is questionable." 
(Emphasis added.) 

The court granted the Govern
ment's motion for partial summary 
judgment, concluding as follows: 

In summary, petitioner has not 
shown that there is any reason to 
read section 167(c)(2) to exclude 
transactions where a lessee pur
chases the leased asset or to read 
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the statute as applicable only to 
existing leases that are to continue 
in futuro. In addition, the existing 
case precedent is in harmony with 
section 167(c)(2) by not permitting 
allocation of a portion of the pur
chase price of a leased asset to the 
value or cost of the lease. (Empha
sis added.) 

The Tax Court Missed the Boat: 
The Tax Court's holding regarding the 
application of Section 167(c)(2) in 
Union Carbide reflects one plausible 
interpretation of the statute. 15 In 
addition, the court wisely refrained 
from deciding the case solely on the 
grammatical subtleties of the statute. 
The court was also correct in its 
assessment that the legislative his
tory did not provide definitive guid
ance regarding Congress' intent in 
enacting Section 167(c)(2). (Some 
have even speculated that Congress 
never considered the Union Carbide 
fact pattern when it enacted Section 
167(c)(2).) But these observations do 
not explain the court's failure to 
adequately consider the multitude of 
facts and circumstances (summarized 
below) that, while any one standing 
alone may not be sufficient to compel 
a decision in the taxpayer's favor 
regarding the proper application of 
Section 167(c)(2), viewed in toto, they 
strengthen the taxpayer's position to 
the point that it is substantially more 
persuasive than the analysis supplied 
by the Tax Court in Union Carbide. 

The following facts and circum
stances support the taxpayer's posi
tion that Section 167(c)(2) was not 
intended to apply to an acquisition 
of a leased asset by a lessee where 
the lease is extinguished and, conse
quently, that the Sixth Circuit's 
decision in Cleveland Allerton should 
have controlled the outcome in Union 
Carbide: 
(1) There is a well-established tax 

principle that an amount paid or 
incurred to terminate a contract 
is generally an ordinary and 
necessary business expense that 
is currently deductible under 
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Section 162.16 

(2) Congress drafted Section 167(c)(2) 
to provide that it applies when 
"any property is acquired subject 
to a lease" (rather than when 
"any property subject to a lease is 
acquired"). This suggests that 
Congress intended to have the 
statute apply only when, follow
ing an acquisition of property, the 
property continues to be encum
bered by a leasehold interest. 

(3) The main thrust behind the 
enactment of Section 197 and 
related provisions was to provide 
taxpayers with a framework for 
amortizing or depreciating costs 
incurred to acquire certain assets 
that are subject to a "reasonable 
allowance for exhaustion, wear 
and tear" or to acquire certain 
legal rights that are expected to 
provide benefits beyond the year 
of acquisition. This includes, for 
example, goodwill, noncompete 
agreements, franchises, customer 
lists, patents, mortgage servicing 
rights and property subject to a 
continuing lease. Conversely, 
Section 197 and Section 167(c)(2) 
by their terms do not generally 
address expenditures that are 
short-lived, such as ordinary and 
necessary business expenditures. 
It follows, therefore, that unless 
Congress provided otherwise, this 
particular statutory scheme was 
not intended to address costs that 
serve to perform their primary 
function in the year incurred (e.g., 
sunk costs such as a one-time 
expenditure to terminate a con
tract). Moreover, this conclusion 
is directly supported by the 
following statement from the 
Conference Report: 

Except in the case of amounts 
paid or incurred under certain 
covenants not to compete (or 
under certain other arrange
ments that have substantially 
the same effect as covenants not 
to compete) and certain amounts 
paid or incurred on account of 
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the transfer of a franchise, 
trademark, or trade name, the 
bill generally does not apply to 
any amount that is otherwise 
currently deductible (i.e., not 
capitalized) under present law. 17 

(4) The 'shopping center' scenario in 
the legislative history illustrates 
that Section 167(c)(2) applies 
when a leased asset is acquired by 
a lessor and the lease continues to 
exist; conversely, there is no 
language in the legislative history 
to support that the statute applies 
to an acquisition by a lessee where 
the lease is immediately extin
guished. 

(5) If the statute applies as contended 
by the taxpayer, then it becomes 
especially pertinent that the Sixth 
Circuit's decision in Cleveland 
Allerton is directly on point, that 
the Supreme Court distinguished 
Millinery Center on its facts, that 
the Supreme Court failed to 
directly or indirectly overrule 
Cleveland Allerton, that the 
learned individuals in the Na
tional Office as recently as 1998 
and 1999 cited Cleveland Allerton 
as support for the taxpayer's 
bifurcation approach and distin
guished the facts of Millinery 
Center (and made no mention 
whatsoever of Section 167(c)(2)). 18 

(6) As a matter of statutory construc
tion and interpretation, Congress 
is treated as being aware of the 
judicial precedent regarding an 
issue that it is addressing statuto
rily (which in these circumstances 
would include knowledge about 
the Cleveland Allerton decision 
and the factual distinctions drawn 
by the Supreme Court in Millinery 
Center 19

), particularly where a tax 
benefit will be negatively im
pacted by Congressional action (as 
would have been the case if Sec
tion 167(c)(2) was intended to 
overrule Cleveland Allerton). 
Moreover, the courts have tradi
tionally required an explicit 
statement by Congress regarding 

its intention to change an existing 
rule oflaw created by judicial 
precedent.20 Therefore, if Con
gress truly intended to apply 
Section 167(c)(2) to acquisition 
costs incurred by a lessee to 
extinguish a burdensome lease, 
it should have specifically stated 
so in the legislative history of the 
1993 Act and, in addition, that the 
statute being enacted was in
tended to overrule or change 
existing law. Obviously, Congress 
did not do so with respect to the 
enactment of Section 167(c)(2). 
Thus, rather than concluding that 
the 'shopping center' example and 
Congressional silence regarding 
the extinguished lease scenario 
provides proof that Congress 
intended to have Section 167(c)(2) 
apply in Union Carbide, the 
canons of statutory construction 
provide significantly more support 
for the proposition that Congres
sional silence here results in 
Section 167(c)(2) having no impact 
on the previously accepted bifur
cation approach of Cleveland 
Allerton. 

(7) With respect to the Tax Court's 
concern that interpreting the 
statute in the manner suggested 
by the taxpayer could result in a 
lessee avoiding the application of 
Section 167(c)(2) by simulta
neously purchasing the leased 
asset, terminating the old lease 
and renegotiating a new lease, 
keep in mind that (I) the IRS 
could mount a strong challenge 
to such a series of transactions 
under traditional 'substance over 
form' or 'step transaction' prin
ciples; (II) it is not clear why a 
lessee would acquire the leased 
asset and terminate a burdensome 
lease only to reenter into 
a comparable financial arrange
ment (nor whether the lessor 
would be willing to forego the 
economic benefits of a 'burden
some lease' just to help the lessee 
accelerate a tax deduction); and 
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(III) if the new lease has economic 
substance, the case law provides 
that the cost of terminating one 
lease for the purpose of entering 
into a new lease, at the very least, 
must be amortized over the term 
of the new contract.21 

Conclusion: The language and 
purpose of Section 167(c)(2) is ambigu
ous as applied to the facts of the 
Union Carbide case and the legislative 
history is inconclusive regarding 
Congressional intent. Notwithstand
ing this uncertainty, the wealth of 
evidence described above provided the 
Tax Court with a compelling founda
tion upon which to build a well-rea
soned case for concluding (1) that 
Section 167(c)(2) was not intended to 
preclude a current deduction for the 
costs incurred by a lessee to terminate 
a burdensome contract, and (2) that 
the Sixth Circuit's decision in Cleve
land Allerton provides direct support 
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for sustaining the taxpayer's use of 
the bifurcation approach to claim a 
$94 million current deduction. That 
the court failed to so conclude in 
Union Carbide is unfortunate, but is 
not likely the last word on the subject. 

From a practical perspective, the 
foregoing analysis should provide a 
taxpayer that uses the bifurcation 
approach (albeit contrary to the Tax 
Court's holding in Union Carbide) 
with "substantial authority" to avoid 
the 20 percent substantial understate
ment penalty, since this analysis 
should constitute a "well-reasoned 
construction" of Section 167(c)(2) and 
applicable case law. 22 

Robert L. Cohen is a tax partner with 
Plante & Moran, LLP. He specializes in 
the tax aspects of mergers and acquisitions 
and handles a variety of tax controversies 
before the IRS appeals office and examina
tion division. 

-------------------------------ENDNOTES-------------------------------

1. The facts of the Union Carbide case are considerably more complex than those described in the text (the 
case involved multiple parties, partnerships, leases, grantor trusts, etc.). However, the facts described herein 
were accepted for purposes of considering the Government's motion for partial summary judgment. 

2. 350 U.S. 456, affg. 221 F.2d 322 (2nd Cir. 1954), affg. in part, revg. in part, 21 T.C. 817 (1954). 

3. Lease Termination Costs, Journal of Accountancy, Vol.191, No.4, Tax Matters, April 2001, p. 72-73. 

4. 166 F.2d 805, revg. 48-1 U.S.T.C. (CCH) P9218. See also Troc v. Commissioner, 126 F.Supp 786 (N.D. 
Ohio (1954) (followed Cleveland Allerton). 

5. The Sixth Circuit also rejected the Government's argument that the taxpayer should not be treated differently 
than a third-party purchaser (who would have been required to capitalize the entire $441 ,250 as the cost 
basis of the land). In this regard, the court noted: 

The status of the petitioner does not approximate that of a third person investor, buying real estate to 
which is appurtenant a long-term profitable lease. The petitioner already had the use of the land with full 
control and dominion over it, subject only to the obligation to surrender it at the end of the term. The lease 
was a liability which it sought to extinguish ... The only interest in the land it secured by the purchase that it 
did not already have was the reversionary interest, which all parties appear to consider as of only nominal 
value. To consider that remainder a capital asset with a value of $441 ,250 requires, it seems to us, a 
naivete not attributable to experienced and sophisticated taxing authority. The usual conception of capital 
assets is that of property devoted to the production of income. True, it may not always consist of concrete 
things, as for instance in the case of franchises, good will and the like, but funds expended by way of 
liauidated damages for release from contract do not ordinarily buy capital assets. 166 F .2d at 806-07 
(emphasis added). 

6. 350 U.S. 456, affg. 221 F.2d 322, affg. in part, revg. in part, 21 T.C. 817 (1954). 

7. 21 T.C. 817 (1954). 

8. Millinery Center, 221 F.2d at 325. 

9. Millinery Center, 350 U.S. at 460. 

10. I d. (emphasis added). 

11. The Government mentioned Section 167(c)(2) for the first time in the Union Carbide matter on January 24, 
2000 when it filed "Respondent's Summary of Issues and Positions Regarding Petitioner's Claimed Deduc
tion For Lease Termination Costs" (stating only that Section 167(c)(2) "reinforces" its Millinery Center 
position). See also Petitioners' Opposition To Respondent's Motion For Partial Summary Judgment, note 1 
at page 4. Shortly thereafter, the Government filed a Motion for Partial Summary Judgment, dated March 6, 
2000, in which it based its entire position on Section 167(c)(2). While there is generally nothing inappropriate 
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--------------ENDNOTES (continued)-------------

about discovering that a previously disregarded statute controls the issue at bar (in fact, given the ultimate 
decision of the Tax Court in Union Carbide, it can be viewed as a stroke of genius), it does raise some 
questions about the intended scope of the statute when it never before occurred to the very knowledgeable 
personnel at the Office of Chief Counsel that Section 167(c)(2) might somehow have application to a lease 
termination transaction. 

12. Pub. L. No. 103-66, Section 13261, 107 Stat. 312, 523 (1993). 

13. "Respondent's Motion For Partial Summary Judgment" and "Respondent's Memorandum of Law in Support of 
His Motion For Partial Summary Judgment," dated March 6, 2000. 

14. H.A. Cont. Rep. No. 103-213, at 681-82 (footnote reference omitted). The 1993 House Report that accompa
nied H.A. 2264 contains an identical statement, H.A. Rep. No. 103-111, at 769, as does the 1993 Senate 
Report, S. Prt. No. 103-36, at 408-09. Identical statements are also included in the legislative history of prior 
bills containing language identical to the enacted version of Code section 167(c)(2). H.R. Cont. Rep. No. 102-
1034, at 924-25; H.R. Rep. No. 102-631, at 219; S. Rep. No. 102-300, at 31-32; H.R. Cont. Rep. No. 102-461, 
at 554. 

15. The Tax Court in Union Carbide may have been a little reluctant (maybe even paranoid) of straying from 
the 'plain language' of the statute following the Supreme Court's recent decision in Gitlitz v. Commissioner, 
531 U.S. 206 (2001 ). In Gitlitz, the court applied the plain language of the statute to reach a result (a basis 
increase) that Congress was not likely to have considered appropriate given the economic windfall that it 
provided to certain taxpayers. The Tax Court, in a reviewed decision (by a vote of 18-0), had previously 
reached the opposite result (i.e., it precluded the basis increase). Nelson v. Commissioner, 110 T.C.114 
(1998), aff'd. 182 F.3d 1152 (10'h Cir. 1999). 

As a tax practitioner advising clients based on standards such as "substantial authority" and "reasonable basis" 
and subject to preparer standards such as the "realistic possibility of success" (a/kla the "one in three" 
standard), the issue addressed in Gitlitz made for creative tax planning. However, in the end, it is doubtful that 
many tax professionals actually believed that the taxpayer's position would (or should) be upheld. Maybe the 
celebration (or sighs of relief) that took place with the publication of the Supreme Court's Gitlitz decision will 
turn out to be somewhat short-lived, since the "plain language" approach of the Court in that case will often 
result in peculiar decisions that might satisfy the various penalty standards, but do not stack up well against 
'good tax policy' or may not be categorized as 'well-reasoned' opinions. 

16. See, e.g., Cassatt v. Commissioner, 137 F.2d 745 (3d Cir. 1943), affg 47 B.T.A. 400 (1942); Troc, Inc. v. 
United States, 126 F. Supp. 786 (N.D. Ohio 1954); C. Ludwig Baumann & Co. v. Commissioner, 2 T.C.M. 
(CCH) 188 (1943); Capitol Indemnity Ins. Co. v. Commissioner, 237 F.2d 901 (7th Cir. 1956); Rev. Rul. 79-
208, 1979-2 C.B. 79. 

17. H.A. Cont. Rep. No. 103-213, at 673 (1993) (emphasis added). This statement was made with respect to the 
House bill, H.A. 2264, which was adopted by the conference committee without changes pertinent here and 
was enacted. The Senate Report with respect to the Senate version of the bill, S. 1134, contains identical 
language. Committee on the Budget of the United States Senate, Reconciliation Submissions of the Instructed 
Committees Pursuant to the Concurrent Resolution on the Budget (H. Con. Res. 64), S. Prt. No. 103-36, at 398 
(1993). 

18. The Tax Court recognized that the Supreme Court deferred ruling on the deductibility of lease termination costs 
in Millinery Center because that case, unlike in Cleveland Allerton, did not involve a burdensome or onerous 
lease, yet then the Tax Court questioned the continuing vitality of Cleveland Allerton. It does so, apparently, 
because the Supreme Court affirmed the decision of the Second Circuit in Millinery Centerto preclude a 
deduction for the cost of terminating a lease. However, in affirming the holding of the Second Circuit, the 
Supreme Court was simply agreeing that the Tax Court needed to allocate the consideration paid by the lessee 
to acquire the land and building between those two assets. The Supreme Court did not affirm the Second 
Circuit's 'holding' that it would not allow a current deduction even if there was proof that the taxpayer had paid 
to terminate a burdensome lease; quite to the contrary, the Supreme Court specifically withheld judgment on 
that issue until it was confronted with such a case. Thus, the most that can be said for the Second Circuit's 
statement in Millinery Center that it would not permit a current deduction for the cost incurred to terminate a 
burdensome lease is that the statement was nothing more than dictum (since the case before the court did not 
involve a burdensome lease). See, e.g., LTV Corp. v. Commissioner, 64 T.C. 589, 595 (1975) ("courts will not 
gratuitously decide complex issues that cannot affect the disposition of the case before them"); Roderick v. 
Commissioner, 57 T.C. 108; '112-13 (1971) (the Tax Court "does not have jurisdiction to resolve abstract 
questions based on assumed facts"). 

19. See, e.g., Stephenson Trust v. Commissioner, 81 T.C. 283,298-99 (1983). 

20. See, e.g., Federal Savings & Loan Insurance Corp. v. Quinlan, 678 F.Supp 174, 176 (E.D. Mich. 1988) 
(common law rules survive unless evidence exists that subsequently enacted statute intended to be in 
derogation of prior case law); see also United States v. Led/in, 886 F.2d 1101, 1105 (9'h Cir 1989). 

21. See, e.g., U.S. Bancorp v. Commissioner, 111 T.C. 231 (1998). 

22. See Treas. Reg. Sec. 1.6662-4(d)(3)(ii). 
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Michigan Court of Appeals Holds 
that Real Property was Properly 
Sold at Tax Sale 

Mfirming the lower court's grant of 
summary disposition for the defen
dant, the Michigan Court of Appeals, 
in Bay Mills Indian Community u. 
State of Michigan, 2001 Mich. App. 
LEXIS 41 (Mich. Ct. App. March 2, 
2001), held that the real property at 
issue was taxable and properly sold 
at a tax sale. 

Bay Mills Indian Community is 
the successor of Indians for whom the 
land at issue was to be held in trust. 
In 1856, before Congress ratified the 
treaty reserving certain land, the land 
at issue (which was part of the origi
nal treaty description) was deeded to 
a non-Indian individual, Boziel Paul. 
Boziel Paul later deeded the property 
to be held in trust for the Indians. In 
1885, the county sued for nonpayment 
of taxes and the property was later 
sold at a tax sale to third parties. On 
November 6, 1996, the plaintiff filed 
an action in the Court of Claims 
seeking monetary damages for the 
loss of enjoyment, use, rents and 
profits of the land. The Court of 
Claims denied plaintiffs claim. 

In affirming the lower court's 
opinion, the Court of Appeals deter
mined that the federal government 
intended the land to be alienable, and 
therefore taxable, when it was con
veyed to a non-Indian individual. As 
stated by the court: 

... the land enjoyed federal protec
tion status until transferred 
without restriction by the federal 
government to a private party. 
Upon that transfer, the land was 
removed from federal control and 
became subject to the state's 
taxing authority unless and until 
Congress manifested a contrary 
intent. Consistent with Cass Co, 
in the absence of any federal 
intent to once again impose pro
tected status on the land in this 
case after it was patented to Boziel 
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Paul, the property continued to 
remain subject to the state's taxing 
authority even when it was trans
ferred to the Governor in trust for 
tribal members. 

The court also held that the state's 
transfer of the property at a tax sale 
did not violate The Trade and Inter
course Act, 25 USC 177, and rejected 
plaintiffs constitutional claims. 1 The 
court also rejected Bay Mills Indian 
Community's argument that its 
claims were still valid because no 
statute of limitations was in force at 
the time the claims accrued in 1885. 

Error in Property Description 
Not Fatal Defect, Rules Michigan 
Court of Appeals 

In Smith u. Cliffs on the Bay Condo
minium Association, 2001 Mich. App. 
LEXIS 50 (Mich. Ct. App. March 13, 
2001), the Michigan Court of Appeals 
ruled that a typographical error in the 
property description was not a fatal 
defect. 

On remand from the Michigan 
Supreme Court, the court considered 
whether the designation of "section 4" 
instead of"section 14" prevented the 
property from being properly identi
fied. Although Cliffs on the Bay was 
entitled to notice of the tax sale as 
well as a description of the land, the 
court determined that the erroneous 
description nevertheless identified the 
property with reasonable certainty. 
The court reasoned that despite the 
typographical error, the notice in the 
hands of an interested party of ordi
nary intelligence would have served 
to identify the property in question 
with reasonable certainty. Therefore, 
while the omission of one digit was 
defective, it was not fatal. 

Michigan Court of Appeals Holds 
that Naturalized Citizen is Not 
Subject to Michigan Income Tax 

Reversing the Tax Tribunal, the 
Michigan Court of Appeals in Said u. 
Department of Treasury, 2001 Mich. 

U1,\ • 
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App. LEXIS 80 (Mich. Ct. App. April 
27, 2001), held that a naturalized 
citizen was not subject to Michigan 
income tax. 

Although Said was born in Yemen, 
he became a United States citizen in 
1973. Said worked in several states, 
including Michigan, and later became 
a sailor on the Great Lakes. In 1989, 
Said filed a federal income tax return 
and used a friend's Dearborn, Michi
gan post office box as his address. 
However, Said did not file a Michigan 
income tax return for the same year 
because he did not reside in Michigan 
during 1989.2 Notwithstanding, the 
Michigan Department of Treasury 
assessed state income tax against 
Said as a Michigan resident for the 
1989 tax year. Said appealed to the 
Tax Tribunal, which found that Said 
failed to rebut the presumption of 
Michigan residency that he created 
when he filed and signed a federal 
income tax return with a Michigan 
address. 

In reversing the Tax Tribunal's 
holding, the court observed that 
residency for purposes of naturaliza
tion does not require residency in a 
state.3 The court noted that meeting 
the residency requirement in order 
to become naturalized does not mean 
that Said's foreign domicile was 
abandoned for tax purposes. There
fore, because Said was not a Michigan 
resident, he was not subject to Michi
gan income tax. 

Michigan Tax Tribunal Finds 
Officer Derivatively Liable for 
Unpaid Single Business Taxes 
of Corporation 
In Geoffrey MacFarlane u. Michigan 
Department of Treasury (MTT Docket 
No. 263705 (March 22, 2001)), the 
Michigan Tax Tribunal held that 
Petitioner, as president of Winchester 
Steel, Inc. ("Winchester"), was a 
corporate officer in control of, or 
charged with the responsibility for 
making the corporation's 1992 single 
business tax ("SBT") return and 

payment. As such, Mr. MacFarlane 
was personally liable under MCL 
205.27a(5) for the failure of the 
corporation to make a return or remit 
the tax due. 

From the inception of Winchester, 
Petitioner was president and an 
officer of the corporation. By 1991, 
Winchester encountered financial 
difficulties and by 1992 the company 
discontinued its business operations. 
As president, Petitioner executed 
documents filed with the State of 
Michigan relating to Winchester's tax 
obligations, including SBT returns. 
Winchester's 1992 SBT annual return 
and 1992 federal income tax return 
were prepared by the company's 
certified public accountants but filed 
without the signature of a corporate 
officer. The SBT return showed a 
SBT liability due of $16,596.00; no 
tax was remitted. 4 Both returns 
identified Petitioner as the sole 
shareholder and an officer of the 
Winchester. 

In 1998, the Michigan Department 
of Treasury ("Department") issued a 
final assessment against Petitioner 
for SBT in the amount of $16,596.00 
(plus penalty and interest) as a 
corporate officer personally liable 
under MCL 205.27a(5) for the 
Corporation's failure to make a return 
or remit the tax due for the taxable 
period ending October 1992. Peti
tioner filed a claim in the Tax Tribu
nal contesting the assessment. 

In holding that Petitioner was 
derivatively liable for Winchester's 
1992 SBT liability, the tribunal found 
that the evidence clearly established 
that in addition to overall manage
ment and control of Winchester and 
its business, Petitioner's involvement 
was tax specific. Furthermore, as 
president, he was an officer in 
control of, or responsible for, making 
Winchester's 1992 SBT annual return 
and payment for the taxable period 
ending October 1992. The tribunal 
found that as a corporate officer, 
Petitioner signed documents filed 
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with the State of Michigan relating 
to Winchester's tax obligations (e.g., 
SBT, sale, use and withholding re
turn), and that his signature on these 
documents was prima facie evidence 
of his responsibility for making 
Michigan tax returns and payments. 
As such, Petitioner was found to be 
derivatively liable for the non-pay
ment of Winchester's 1992 SBT 
liability. 

Michigan Tax Tribunal Finds 
that New Personal property Tax 
Multipliers Apply Retroactively 

In Valassis Communications u. City 
of Livonia (MTT Docket Nos. 269813, 
269815, 269816 (March 21, 2001)), 
the Michigan Tax Tribunal found that 
the new personal property tax multi
pliers could be applied retroactively. 

All personal property owners are 
required to file an annual personal 
property statement with the assess
ing officer of the unit where the 
property is sitused. The estimated 
true cash value of assessed personal 
property is determined each year by 
applying the proper State Tax Com
mission ("STC") personal property 
multiplier to the original cost by year 
installed. On September 2, 1999, the 
STC approved new original cost 
multiplier tables to be used to value 
personal property as of December 31, 
1999.5 As such, there exist two sets of 
multipliers, an old set (in use until 
December 31, 1999) and a new set (in 
use as of December 31, 1999). Peti
tioner filed a claim with the Tax 
Tribunal requesting to retroactively 
apply the new set of multipliers to 
determine the true cash value of 
property owned by petitioner on 
December 31, 1998. 

Although the new multipliers were 
in place as of December 31, 1999, for 
tax year 2000, the tribunal deter
mined that the City of Livonia had 
not provided evidence that the old 
multipliers provided a better basis for 
determining the true cash value for 
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tax year 1999. Thus, the tribunal 
found that the new multipliers could 
be applied retroactively to determine 
the personal property's true cash 
value. The tribunal found that the 
new multipliers were developed with 
substantial market information that 
was based on the sale of personal 
property from 1990-1999. 

Michigan Tax Tribunal Holds that 
Because an Airplane was Used 
Before it Was Resold, Use Tax 
Was Due on the Purchase 

In Corporate Flight, Inc. u. Depart
ment of Treasury, (MTT Docket No. 
256113 (March 13, 2001)), the Michi
gan Tax Tribunal ruled that Corpo
rate Flight bought and used an 
airplane before it was resold; there
fore, the company owed use tax on 
the purchase of the aircraft. 

Although Corporate Flight's pri
mary business is executive charter 
air travel, it occasionally purchased 
airplanes for resale. In September of 
1995, Petitioner purchased an aircraft 
that it claimed was for resale. There
fore, no sale or use tax was paid on 
the purchase. Over an 11-month 
period, Petitioner used the aircraft in 
connection with sales demonstration 
flights, as well as charter flights. 
Upon review, the Michigan Depart
ment of Treasury determined that the 
aircraft was not exempt under the 
resale exemption and issued a tax 
assessment against Corporate Flight 
in the amount of $52,200. Petitioner 
filed a claim in the Tax Tribunal 
contesting the assessment. 

The tribunal found that the Peti
tioner intermingled the use of the 
aircraft in its two operations (charter 
and resale). For example, while the 
airplane was used for sales demon
stration purposes, Corporate Flight 
also admitted that it used the aircraft 
on several charter flights. Because 
the airplane was used repeatedly in 
Petitioner's main business of execu
tive charter air travel before resale, 
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the Tax Tribunal held that Corporate 
Flight owed use tax on its purchase 
of the airplane. 

Corporate Flight also argued that 
it owned only a 50% interest in the 
aircraft, and therefore was only 
responsible for 50% of the use tax 
liability. The tribunal disagreed and 
noted that the contracts, both for 
purchase and later resale, listed 
Corporate Flight alone as the pur
chaser and seller, respectively. 

Airplane was Chartered and 
Thus Subject to Use Tax, Holds 
Michigan Tax Tribunal 

The Michigan Tax Tribunal in Air 
Cloverdale, Inc. v. Department of 
Treasury, (MTT Docket No. 251006 
(April 2, 2001)), held that the 
taxpayer's airplane was chartered, 
and not leased, resulting in use tax 
being due on the airplane's retail 
value, not on the lease/rental receipts. 

Air Cloverdale, Inc. ("Air 
Cloverdale") purchased the airplane 
at issue and subsequently entered 
into a lease agreement with 
Cloverdale Equipment, Inc. 
("Cloverdale Equipment"), a related 
corporation. Petitioner began remit
ting use tax on the rental receipts 
under 1979 AC, R 205.132(1). The 
Michigan Department of Treasury 
("Department") disagreed with 

Petitioner and determined that use 
tax was due on the retail value of the 
airplane versus the rental stream. 
Petitioner filed a claim with the Tax 
Tribunal contesting the Department's 
assessment. 

The issue before the tribunal was 
whether the agreement entered into 
between the Petitioner and 
Cloverdale Equipment was a lease 
agreement (use tax due on rental 
receipts) or charter agreement (use 
tax due on retail value). Upon exami
nation of the facts, the tribunal 
determined that Petitioner's agree
ment with Cloverdale Equipment was 
a charger agreement because Air 
Cloverdale retained total control of 
the aircraft at all times. As indicated 
by the tribunal, pursuant to the 
agreement entered into between 
Petitioner and Cloverdale Equip
ment,6 Petitioner would have been 
liable to all third party expenses, 
including pilot expenses, even while 
Cloverdale Equipment was using the 
airplane. As such, the agreement 
was a charter and Air Cloverdale was 
liable for use tax on the retail value 
of the airplane. 

This Update was prepared by Gianluca 
A.D. Pitetti and Jennifer Troyer of 
KPMG LLP. 

-----------------------------ENDNOTES------------------------------

1. Under the Eleventh Amendment, private individuals are barred from filing monetary damages in state courts 
for alleged federal constitution violations against the state or a state official sued in an official capacity. 

2. Petitioner testified that he resided with a friend in Buffalo, NY when not aboard a ship. 

3. See The Slaughter-House Cases, 83 U.S. 73 (1872). 

4. The federal income tax return showed a loss of $89,106.00. 

5. The STC contracted with BOO Seidman LLP to review and analyze the old multipliers and, if needed, to 
develop new multipliers. 

6. The agreement was drafted by Petitioner. 
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